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GC
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CJEU
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Members

ICA
ADB
DDC
GAFTA
FCC
LME
FOSFA
BIMCO

Directorate General for Competition of the European
Commission

General Court (constituent court of the EU which al-
lows parties to the proceedings to lodge a complaint
against a Commission decision; formerly known as
the CFI before the entry into force of the Lisbon
Treaty on 1 December 2009)

European Court of Justice (constituent court of the
EU which handles second level appeals by reviewing
a GC judgment; before 2009 it was the appellate body
to uphold, modify or reverse the findings of a CFI
judgment; for reasons of clarity, court judgments be-
fore 1989 are also mentioned as coming from the ECJ
in this research

The Court of Justice of the European Union (the col-
lective term for the judicial arm of the EU, consisting
of the GC and the ECJ despite this definition dating
from 2009, for the purpose of elucidation the CFI
and the ECJ combined are mentioned as the CJEU in
this research

Court of First Instance of the European Communi-
ties (precursor of the GC before the entry into force
of the Lisbon Treaty on 1 December 2009)

Private Legal Systems
National Competition Authorities

Member undertakings of the trade associations re-
searched

International Cotton Association

Antwerp Diamond Bourse

Diamond Dealers Club

Grain and Feed Trade Association

Federation of Cocoa Commerce

London Metal Exchange

Federation of Oils, Seeds and Fats Associations

Baltic and International Maritime Council
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Co-operation Agreements

Guidelines on Inter-State
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The Commission Recom-
mendation on SMEs
The De Minimis Notice

1999 White Paper

RDBER
SABER

Commission’s Guidance

Discussion Paper

Rome Treaty/ EEC
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White Paper on Modernisation of the Rules imple-
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Treaty [now Article 102 TFEU] to abusive exclusion-
ary conduct by a dominant undertaking

Commission’s Discussion Paper on the application of
Article 82 [now Article 102 TFEU] to exclusionary
abuses

Treaty Establishing the European Economic Commu-
nity

(o) ENR


https://doi.org/10.5771/9783748926245
https://www.nomos-elibrary.de/agb

Introduction

For a society to exist at all, law, more than only national defence must be
provided by the government.! This postulates that a public legal system is
non-rivalrous? and non-excludable.? However, these seemingly rigid tru-
isms can be undermined by even a cursory glance at history. In ancient,
medieval and modern times many instances of pluralistic legal systems ex-
isted in which multiple sources of law were in competition within the
same geographic area.* These systems created social order in the absence of
a single centralized hierarchical legislature. In some instances, an ineffec-
tive government even resulted in the formation of private legal systems
(“PLSs”) — non-governmental institutions intended to regulate the be-
haviour of their members.* While one could say that non-State legal sys-

1 B. Chaplan, “The Economics of Non-State Legal Systems”, Libertarian Alliance
1997, p. 2; See also T. Hobbes, “Philosophicall Rudiments Concerning Government
and Society (De Cive)”, London: J.C. for R. Royston 1651, p. 85. Therein, Thomas
Hobbes asserts this idea by stating that it pertains to the sovereign to establish the
content of natural laws and organize their enforceability. He adduces this by stat-
ing that, what is to be called injury to a citizen, is not to be determined by natural,
but by civil law.

2 M. Kolmar, “Principles of Microeconomics: An Integrative Approach”, Cham: Springer
International Publishing AG 2017, p. 140.

3 D. Robbins, “Handbook of Public Sector Economics”, Boca Raton: CRC Press 2005,
p-185.

4 In the medieval society that Prof. Berman investigates, canon law, royal law, feudal
law, manorial law, mercantile law and urban law co-existed. None was automati-
cally supreme over the others. See H. J. Berman, “Law and Revolution: The Forma-
tion of the Western Legal Tradition”, Cambridge/London: Cambridge University
Press 1983, p. 519; P. S. Berman, “Global Legal Pluralism: A Jurisprudence Of Law Be-
yond Borders”, New York: Cambridge University Press 2012, p. 13. Such systems of-
ten existed in an uneasy relationship with the State legal system.

5 See A. Aviram, “The Paradox of Spontaneous Formation of Private Legal Systems”,
Jobn M. Olin Law & Economics Working Paper No. 192 2003, p. 1-3 for an example of
a Private Legal System that existed at the end of the 10® Century AD. In his work
Aviram explains that due to the decline of the Carolingian Empire, a political vacu-
um emerged in which private warlords consolidated power and raised terror in the
absence of an effective central government. In response to this situation, one of the
world’s first decentralized peace movements, Pax Dei (Latin for ‘Peace of God’)
gained importance. Private warlords voluntarily observed rules regulating warfare,
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tems are historical anomalies, in modern times parallels have sprung up,
albeit in a less dramatic form.

Even in fully developed market economies with a high degree of div-
ision of labour, formal legal rules, which are enforced by a branch of gov-
ernment in which judicial power is vested, “the judiciary”, do not com-
prise the total picture. It is immediately evident that there are unmet legal
needs in society, as an omniscient, infallible, omnipotent, and benevolent
government that guarantees perfect enforcement does not exist. This
utopia can especially be rebutted by looking at industry-wide arbitration
systems established by some trade associations which represent the inter-
ests of industry actors in particular commodities industries such as the
agricultural, cotton, cocoa, diamond, metal, and oilseeds, oils and fats
trade.® Together with their members these institutions have set up very
complex systems of specialized commercial arbitration which operate in
the shadow of the law.” The most salient features of these systems share
four similarities. First, fellow merchants are selected as arbitrators to de-
cide industry disputes which originate from standardized contracts. Sec-
ond, the arbitration system presumes to have authority over all industry
conflicts. Third, these conflicts occur in industries in which a good reputa-
tion is crucial to operate on the market. Fourth, extrajudicial measures/

and — in the event of non-adherence — were punished by means of social and reli-
gious ostracism; A. Marciano, “Law and Economics: A Reader”, in: T. J. Zywicki (ed),
“The Rise and Fall of Efficiency in the Common Law: A Supply-Side Analysis”,
Abingdon/New York: Routledge 2009, p. 364. It should, however, be noted that
the dichotomy between private and public legal systems is not always that clear
throughout history. An example would be ‘The Statute of Staple’ enacted in 1353
by the King of England, which provided for the establishment of arbitral merchant
courts to resolve disputes arising in the markets of the most important articles of
commerce in England, namely lead, tin, wool and woolfells. These courts applied
the privately formed Law Merchant (or Lex Mercatoria) and customs, whereas com-
mon law courts were prohibited from hearing disputes arising from contracts on
the staples markets.

6 These trade associations were perceived as operating in non-State legal systems by
Dietz. See T. Dietz, “Global Order Beyond Law: How Information and Communication
Technologies Facilitate Relational Contracting in International Trade”, Oxford/Port-
land: Hart Publishing 2016, p. 192.

7 C. R. Drahozal, “Private Ordering and International Commercial Arbitration”,
Penn State Law Review, Vol. 113:4 2009, p. 1032.
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nonlegal sanctions® are used to punish non-compliance with arbitral
awards.’

Even though specialized commercial arbitration is a less adversarial pro-
cedure to accommodate repeated-dealings and offers a more efficient, cost-
friendly and secretive form of dispute resolution as opposed to public
court adjudication,'® not all of the aspects of such a system are without
controversy. Extrajudicial measures to punish recalcitrant industry actors
for not paying an arbitral award have an enormous impact on them.!" Of-
ten, such industry actors are subject to (enormous) reputational harm and
can even have their access to the services provided by the relevant trade as-
sociation cancelled. This can cause targeted industry actors to lose access to
the relevant commodities market. While extrajudicial measures are neces-
sary to deter industry actors from failing to pay arbitral awards and are a
more efficient method of enforcement as opposed to enforcement in pub-
lic courts, every time trade associations impose such measures, these insti-
tutions as well as their members and — arguably — non-members for their
role in the execution could violate US Antitrust Law and EU Competition
Law.!2 More specifically, with regard to the US legal system, nonlegal sanc-
tioning “can” make all three actors liable under Section 1 of the Sherman
Act, which prohibits “every contract, combination in the form of trust or other-
wise, or conspiracy, in restraint of trade or commerce among the several States, or
with foreign nations”. In addition, it has the potential to attribute liability to
trade associations and their members under Section 2 of the Sherman Act
when extrajudicial sanctioning classifies, as an illegal monopoly, an anti-

8 For the purpose of this research, the terms extrajudicial measures and nonlegal
sanctions are used interchangeably.

9 Posner refers to the enforcement of arbitral awards as private substitutes for judi-
cial protection. See R. A. Posner, “Economics Analysis of Law”, New York: Wolters
Kluwer Law & Business 2014, par. 8.6.

10 P. Newmann, “The New Palgrave Dictionary of Economics and the Law: Three Vol-
ume Set”, London: Palgrave Macmillan 2002, p. 93.

11 Ellickson describes this reliance on extralegal mechanisms as an alternative to, not
an extension of, formal legal sanctions as “socials norms” or “order without law”.
See R. A. Posner, “Law and Social Norms”, Cambridge/London: Harvard Universi-
ty Press 2000, p. 172. In Ellickson’s empirical study of cattle ranchers and farmers
in Shasta County, California even though rural neighbours did not rely on the
law, they were cooperating in order to prevent lawsuits (e.g. payment of debt(s),
payment of damage by landowners to the property of others). Ellickson interprets
this as a rule requiring the “informal resolution of internal disputes”, but argues
that social norms are only efficient in close-knit groups.

12 A. Aviram, “The Paradox of Spontaneous Formation of Private Legal Systems”,
Jobn M. Olin Law & Economics Working Paper No. 192 2003, p. 6-7.
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competitive attempt to monopolize, or as an outlawed conspiracy to mo-
nopolize any part of the trade or commerce among several States, or with
foreign nations. Under EU Competition Law, trade associations, their
members and — arguably — non-members engaged in nonlegal sanctioning
can infringe Article 101 TFEU if such measures classify as “agreements be-
tween undertakings, decisions by associations of undertakings and concerted
practices which may affect trade between Member States and which bave as their
object or effect the prevention, restriction or distortion of competition within the
internal market”. Furthermore, the first two actors can breach Article 102
TFEU if extrajudicial sanctioning classifies as an abuse of a dominant pos-
ition.

Even if, at present, nonlegal sanctioning has never been subject to an-
titrust scrutiny by the responsible enforcement authorities of the USA (ze.
the FTC) and the EU (i.e. the Commission) and US courts and the CJEU,
this does not preclude future prosecution under these laws. This is regard-
less of the discussion whether such silence is a metaphor for inaction, or
entails that the responsible authorities and courts condone extrajudicial
sanctioning. What matters is not whether these authorities and courts are
willing to examine the potential anti-competitiveness of trade associations,
their members and — arguably — non-members, but whether these actors
transgress the bounds of US Antitrust Law and EU Competition Law. If so,
their participation in this type of enforcement, in spite of its (at first
glance) pivotal role in maintaining an efficient system of specialized com-
mercial arbitration in which awards are adhered to, is illegal. This could
make all three actors liable for excessive fines and sometimes even criminal
charges under both legal systems. To alleviate or even prevent such reper-
cussions, legal clarity and guidance should be provided to trade asso-
ciations, their members and non-members when those actors impose extra-
judicial sanctions on disloyal industry actors for not complying with arbi-
tral awards. This is not only important for these actors, but it also con-
tributes to the general understanding of whether non-State orchestrated
sanctions are permissible and offers the responsible enforcement agencies
and courts with useful guidance on how to treat such conduct. A change
of the purpose of US Antirust Law and EU Competition Law over time
and a potential (but unlikely) future swing in the antirust pendulum does
not change these benefits.!> An increase in legal clarity and transparency

13 It is difficult to predict how the definition, scope, nature, purpose and objective
of US Antitrust Law and EU Competition Law will change in the future. A com-
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for all parties involved in nonlegal sanctioning under both present legal
systems is more than appropriate.

To reach the conclusion that trade associations, their members and non-
members violate US Antitrust Law and EU Competition Law for their par-
ticipation in nonlegal sanctioning, the research is organized as follows.
Part I (consisting of five Chapters) explains present-day PLSs by focusing
on the salient features of six modern trade associations that provide sys-
tems of specialized commercial arbitration in which recalcitrant industry
actors are extrajudicially punished for not complying with arbitral awards.
Part I also introduces the central research question. To start this discussion,
Chapter 1 maps out that private initiatives and PLSs are not present-day
anomalies, but have occurred throughout history, such as with regard to
self-regulation within the Oikos in classical Athens, the flexibility and the
allocation of risk pertaining to lease contracts in the agriculture sector in
the Roman Empire, Lex Mercatoria in Medieval Times and the Industrial
Revolution in Modern Times. Subsequently, some general characteristics
of present-day PLSs as well as the six types of nonlegal sanctions are briefly
discussed. To this extent, the typology of extrajudicial measures describes
the practice of blacklisting, withdrawing membership, refusing to re-admit
expelled members on the basis of an additional entry barrier, refusing to
deal with ostracized members, entering the premises of wrongdoers with-
out a warrant and effectively limiting adequate access to public courts pri-
or to arbitral proceedings and after an award.!# Chapter 1 ends with stating
the reasons for the existence of present-day PLSs by focusing on the ineffi-
ciency of the court system, increased demand for contractual security and a
decrease in transaction and distribution costs.

In Chapter 2, six trade associations which operate in PLSs are selected
from a plethora of other institutions which provide their members with
specialized commercial arbitration and punish disloyalty of industry actors
following non-compliance with arbitral awards with nonlegal sanctions.
These include (i) the International Cotton Association (“ICA”)S; (ii) the
Diamond Dealers Club (“DDC”)é; (iii) the Grain and Feed Trade Associa-

plete overhaul of both legal systems is not impossible, which would subsequently
prompt institutional change.

14 Whereas this last measure is not a nonlegal sanction/extrajudicial measure, as it is
not imposed on a disloyal industry actor for not complying with an arbitral
award stemming from specialized commercial arbitration, it will be treated as fit-
ting within both terms throughout this research.

15 For the website of the ICA, see http://www.ica-ltd.org/.

16 For the website of the DDC, see http://www.nyddc.com/.
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tion (“GAFTA”)'; (iv) the Federation of Cocoa Commerce (“FCC”)!8; (v)
the London Metal Exchange (“LME”)"Y; and (vi) the Federation of Oils,
Seeds and Fats Association (“FOSFA”).20 For each of them, the trade associ-
ation’s history, legal form, institutional structure, membership require-
ments, system of specialized commercial arbitration, types of available
nonlegal sanctions as well as the rationale for extrajudicial enforcement is
explained. This contributes to a better understanding of how present-day
trade associations which are active within PLSs function and to what ex-
tent these institutions opt out of the legal system. Furthermore, it broad-
ens and increases the degree of congruence regarding the general charac-
teristics of these trade associations. In an absence of such a case- based re-
view, the purpose of this research, which is to examine the illegality of
trade associations, their members and — arguably — non-members for their
participation in nonlegal sanctioning under US Antitrust Law and EU
Competition Law, cannot be achieved. Any different approach would con-
tradict one of the most pronounced features of contemporary legal re-
search which stresses the importance of a case-based review. Here, this
case-based review is a study of different trade associations.?!

In Chapter 3, the broad overview of Chapter 2 is summarized. The focus
is on the legal form of the trade associations researched,?? access to mem-
bership and the system of specialized commercial arbitration by looking at
the structure and composition of the arbitration board (i.e. first-tier arbitra-
tion, second-tier arbitration and the qualification criteria for candidate ar-
bitrators), the place of arbitration and applicable law and the finality of ar-
bitration or the possibility of (some) legal redress in public courts. Further-
more, all types of nonlegal sanctioning which are used by the trade asso-
ciations researched are highlighted as well as the reasons for such measures
are outlined. This comprehensive overview is necessary to summarize the
most critical issues and make the reader well aware of all similarities and
differences between the trade associations researched in order to con-
tribute to a better understanding of how trade associations active within
present-day PLSs function. Without such a broad discussion, it is impossi-

17 For the website of GAFTA, see http://www.gafta.com/.

18 For the website of the FCC, see http://www.cocoafederation.com/.

19 For the website of the LME, see https://www.lme.com/.

20 For the website of FOSFA, see http://www.fosfa.org/.

21 The approach to this Chapter is to identify similarities and differences and does
not require the author to provide his own opinion.

22 The six trade associations selected are referred to as the “trade associations re-
searched” throughout this research.
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ble to understand the limits of nonlegal sanctioning in the diverse arena
and would make this research rely on meta-theoretical assumptions rather
than facts.

In Chapter 4, the boundaries of nonlegal sanctioning are explained by
focusing on US Antitrust Law and EU Competition Law. This is done by
discussing three aspects. First, the reasons for the selection of both legal
systems. Second, an explanation why nonlegal sanctioning is a good
method to resolve the prisoner’s dilemma and the adverse impact of op-
portunistic behaviour. Third, a short discussion on which actors are in-
volved in extrajudicial enforcement to clarify the addressees of potential
antitrust liability. After narrowing down the focus and scope of the re-
search subject, the central research question is introduced. In Chapter S,
the research design and research methods are discussed. Both topics feature
critical issues which are crucial in this research, such as the reasons for the
selection of the six cases (trade associations), a delimitation of what will be
discussed pertaining to US Antitrust Law and EU Competition Law, a re-
flection on the central research question and the objectives of the research
which pertain to increased transparency and guidance for all actors in-
volved in nonlegal sanctioning to understand when they infringe the core
provisions under both legal systems and to promulgate best practice guide-
lines for the actors that infringe these laws to escape from antitrust liabili-

After this broad overview, Part II (comprising two Chapters) features a
discussion of the hypothesis that the six trade associations researched, their
members and - arguably — non-members breach US Antitrust Law every
time the former actors impose a nonlegal sanction on a disloyal industry
actor for not complying with an arbitral award stemming from specialized
commercial arbitration. To do so, in Chapter 6 the six nonlegal sanctions
are reviewed against the yardstick of Section 1 of the Sherman Act, which
prohibits agreements in restraint of trade or commerce. To stimulate a
thorough review, four main aspects are highlighted. First, which actors in-
volved in nonlegal sanctioning can be held subject to antitrust scrutiny un-
der Section 1 of the Sherman Act is discussed. Second, whether the trade
associations researched, their members and non-members, satisfy the collu-
sion requirement for their separate role in the participation of extrajudicial
sanctioning is reviewed. Third, anti-competitiveness of all six types of non-
legal sanctions when they are imposed by the trade associations researched
and executed by their members and — arguably — non-members is exam-
ined in detail. Fourth, whether the actors that impose anti-competitive
nonlegal sanctions can use a rule-of-reason defence to exonerate their par-
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ticipation is probed. This then stimulates a broader understanding of
whether such measures are permissible and what the actors can do to alle-
viate the risk of antitrust liability.

After this descriptive review of Section 1 of the Sherman Act, the inten-
tion of Chapter 7 is to reflect on the investigation into the illegality of the
trade associations researched and their members due to their participation
in nonlegal sanctions under Section 2 of the Sherman Act. With regard to
the former group of actors, whether their role in the imposition of nonle-
gal sanctions amounts to unlawful monopolization and attempted anti-
competitive monopolization is described. Owing to a plethora of prob-
lems, this is not an easy task. This is because it is unclear whether the trade
associations researched hold monopoly positions or specifically intend to
monopolize the markets for regulation and private ordering and it is un-
sure whether extrajudicial measures felt on adjacent second-tier commodi-
ties markets are considered anticompetitive conduct and are sufficiently
causal.?> Concerning the members of the trade associations researched, the
focus here is on an unlawful conspiracy to monopolize. After establishing
whether the trade associations researched and their members can be held
accountable for a violation of Section 2 of the Sherman Act for their partic-
ipation in nonlegal sanctioning, a rule-of-reason analysis is conducted. This
will also contribute to the debate on whether nonlegal sanctions are al-
lowed and, if not, how they can be structured so that the trade associations
researched and their members can avoid antitrust liability.

In Part III (consisting of four Chapters) a comparable, but more thor-
ough review is conducted with regard to the illegality of the trade asso-
ciations researched, their members and — arguably — non-members, when
they orchestrate nonlegal sanctions as opposed to US Antitrust Law. This is
done by focusing on the two core provisions of EU Competition Law,
namely Articles 101 and 102 TFEU. Chapter 8 explains whether the scope
of application of both provisions is opened which enables the Commission
to conduct a potential competition law scrutiny. To verify whether this is
indeed the case, the aim is to see whether the trade associations researched,
their members and non-members, fulfil the legal boundary, which focuses
on the concept of undertaking and satisfy some economic boundaries.

While it is likely that the scope of Articles 101 and 102 TFEU is opened,
Chapter 9 takes a closer look at the question whether the participation of

23 The six trade associations researched operate on the markets for regulation and
private ordering, whereas their members operate on adjacent second-tier com-
modities markets.
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the trade associations researched, their members and — arguably — non-
members, in the six nonlegal sanctions amounts to anticompetitive agree-
ments under Article 101. This is done by determining whether each of the
three group of actors — separately — satisfy the collusion agreement and
whether their participation in the six types of nonlegal sanctions prevents,
restricts or distorts competition by object of effect pursuant to Article
101(1) TFEU. Albeit that a justification is typically considered under Arti-
cle 101(3) TFEU as soon as an illegality under the first tier of this provision
is established, the existence of a rule-of-reason analysis under Article 101
(1) TFEU will also be discussed. This aims to contribute to the complete-
ness of the research by delving into a plethora of concepts and promote
knowledge-sharing.

Chapter 10 discusses whether the participation of the trade associations
researched and their members in nonlegal sanctions which restrict Article
101(1) TFEU can be justified. To do so, the aim is to inspect two relevant
block exemption regulations (BERs) and, in particular, to outline whether
the exemption route laid down in Article 101(3) TFEU is applicable. Albeit
that the former exemption possibilities are dealt swiftly, a more thorough
analysis of the latter provision is conducted, which provides that Article
101(1) TFEU may be declared inapplicable when four cumulative condi-
tions are satisfied. Although these requirements somehow mirror the rule-
of-reason analysis under Section 1 of the Sherman Act, they are more rigid.

Following the discussion of whether the trade associations researched,
their members and non-members violate Article 101 TFEU with regard to
the six nonlegal sanctions, Chapter 11 assesses the existence of a violation
of Article 102 TFEU by the former two group of actors because of these ex-
trajudicial measures. This assessment is made by concentrating on the exis-
tence of a dominant position in the relevant market which impacts the EU
territory and by putting emphasis on the existence of exclusionary abuses
of such positions vis-a-vis refusals to grant access to an essential facility.
Furthermore, to invigorate this discussion, objective justification defences
are touched upon.

In Part IV (consisting of two Chapters) a succinct summary of the re-
search, conclusions and best practice guidelines for trade associations and
their members which orchestrate nonlegal sanctions to not transgress the
bounds of US Antitrust Law and EU Competition Law will be given.
Chapter 12 presents the results of the research in order to eschew extrane-
ous findings and describe the most pertinent aspects as a means of stimu-
lating reflection on the illegality of nonlegal sanctioning in PLSs under US
Antitrust Law and EU Competition Law. This will be done by re-stating
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the key findings of every Chapter. Following this brief overview of the re-
search, Chapter 13, first, answers the central research question concisely,
clearly and specifically, which given the more broad but still succinct
overview outlined in Chapter 12 is adequate and appropriate and, second,
to develop best practice guidelines for trade associations and members on
how to not exceed the bounds of US Antitrust Law and EU Competition
Law when they orchestrate nonlegal sanctions against disloyal industry ac-
tors for not complying with an arbitral award stemming from specialized
commercial arbitration. To do so, advice is given to both actors to adum-
brate which of the six extrajudicial measures they should and should not
use and, if appropriate, how they can structure nonlegal sanctions in a
manner that complies with US Antitrust Law and EU Competition Law.
Recommendations which require trade associations and members to be
surreptitious even though a nonlegal sanction infringes one or both legal
systems will not be included in the best practice guidelines. The intention
is to develop a comprehensive set of recommendations proposals which do
not promote illegal conduct to stay out off the radar of the responsible US
and EU enforcement agencies. This discourages trade associations and
their members to violate US Antitrust Law and EU Competition Law and
subverts the fallacious belief of both actors that it is better to escape an-
titrust liability rather than to abide by both laws.
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Chapter 1: Rise of Specialized Commercial Arbitration in
Global Markets

A. An bistorical overview of PLSs

Incentives to comply with law are not always shaped by legal, but also by
nonlegal sanctions stemming from private initiatives. Informal discipline,
which emerges when the formal coercive apparatus is unable to provide
sufficient deterrence in the sense that rational individuals with a reason-
ably degree of risk aversion are expected to deviate from the law, has been
around since ancient times. 2 The oldest surviving accounts can be found
in archaic Greece, especially with regard to classical Athens (/)>* and the
Roman Republic (7).

Likewise, but even more illustrative for the existence of early private self-
regulation or a PLS, the special law for the merchant class (stzlus mercato-
rum, jus mercatorum, lex mercatoria), which spread across Europe after the
11t century AD must be mentioned (II1).26 During the transition to new
manufacturing processes from the 18t century to the 19 century in Euro-
pe, more commonly known as the Industrial Revolution, it came to de-

scribe a system in which troublemakers could be extrajudicially sanctioned
(v).2

24 S. Kube and C. Traxler, “The interaction of legal and social norm enforcement”,
Journal of Public Economic Theory 2010, p. 1.

25 A. Lanni, “Law and Order in Ancient Athens”, New York: Cambridge University
Press 2016, p. 1-27.

26 See, inter alia, G. Calliess, “Lex Mercatoria”, Zentra Working Papers in Transnation-
al Studies No. 52 / 201 2015, p. 1-15; G. Calliess, “Lex mercatoria”, Encyclopedia of
Private International Law 2017, p. 1119-1129; Although Lex Mercatoria translates as
“law” of merchants, it would be more suitable to refer to it as the “legal system”
of merchants. Despite its scholarly value, arguments in favour of this concept will
not be discussed. In this research reference will only be made to the law of mer-
chants.

27 K. E. Hendrickson, “The Encyclopedia of the Industrial Revolution in World History”,
Band 3, London: Rowmann & Littlefield 2015, p. 103.
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Chapter 1: Rise of Specialized Commercial Arbitration in Global Markets

I. Ancient Greece: “Self-regulation within the Oikos in classical Athens”

In the 4th and Sth centuries BC, Athens was a rather Stateless political
community, without a well-functioning court system.® Vagueness of
statutes prevented ex ante a predictable outcome of jury verdicts and ensu-
ing enforcement was not always possible.?” Nonlegal sanctions (.e. infor-
mal discipline) such as a refusal to engage in reciprocal relations, unwill-
ingness to share food or refusal to eat with offenders and the loss of reputa-
tion dictated everyday life.3

An absence of State interference is perhaps more obvious when looking
at the private sphere of the household (i.e. Oikos).3! In classical Athens, the
secluded space for private life (or private domain) was seen as the founda-
tion of economic, political and military life. It served as a cornerstone that
needed to be protected from any form of state intrusion.?

In contrast with its contemporary understanding, albeit not globally
agreed upon, it can best be described as an androcentric and patriarchal
hierarchical model.33 The masculine head of the household (z.e. the kyrios
or master) enjoyed complete disciplinary control over his household, who
typically lived in the same physical house®* and operated — in this capacity
— entirely apart from the formal legal system.3> He could privately disci-

28 P. Cartledge, P. Millett, and S. v. Reden, “Kosmos: Essays in Order, Conflict and
Community in Classical Athens”, Cambridge/New York/Melbourne: Cambridge
University Press 1998, p. 1.

29 A. Lanni, “Law and Order in Ancient Athens”, New York: Cambridge University
Press 2016, p. 4.

30 Ibid., p. 20, 25; Interestingly, classical Athens was not a close-knit society, as its
citizens regularly traded with foreigners. Hence, according to Lannt, the deterrent
effect of social sanctioning, in particular, reputational loss is not so convincing.

31 For a brief overview thereof, see C. Ando and J. Riipke, “Public and Private in An-
cient Mediterranean Law and Religion”, Berlin/Munich/Boston: Walter de Gruyter
GmbH 2015, p. 37-41.

32 S. U. Sorling et al., “Studies presented to Pontus Hellstrom”, in: B. L. Sjoberg, “The
Greek oikos: a space for interaction, revisited and reconsidered”, Uppsala: S. U.
Sorling et al. 2014, p. 315.

33 See, inter alia, U. Terlinden, “City and Gender: Intercultural Discourse on Gender,
Urbanism and Architecture”, Opladen: Leske + Budrich 2003, p. 43.

34 R. Parker, “Polytheism and Society at Athens”, Oxford: Oxford University Press
2005, p. 9.

35 C. Ando and ]. Ripke, “Public and Private in Ancient Mediterranean Law and Relr-
gion”, Berlin/Munich/Boston: Walter de Gruyter GmbH 20135, p. 40; The Oikos
was not a legally defined entity in Athens. See R. Parker, “Polytheism and Society
at Athens”, Oxford: Oxford University Press 2005, p. 9.
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pline (e.g. whipping, torture) his slaves for fleeing, stealing, lying and lazi-
ness with the exception that killing his slaves was not permitted.?® Also, he
could penalize his wife for non-capital offences.

II. The Roman Empire: “Flexibility & risk allocation with regard to lease
contracts in the agriculture sector”

Especially in the last years of the Roman Republic, nonlegal sanctioning
was used by politicians when they came to power to blacklist certain fami-
lies that did not support them.3” This, however, standing alone is not suffi-
cient to establish that a PLS existed next to State-enforced law.

A much more convincing example relates to the allocation of risk with
regard to lease contracts in the agriculture sector. In classical Roman law, a
tenant bore all foreseeable risks concerning the price and size of the crops
relating to agriculture (i.e. vitia ex re). Those persons only had the right to
obtain a remission of rent in the event of an unforeseeable natural disaster,
the invasion of an army or unusual infestation of the crops by infested
birds.?® In contrast, the landowner was to a great extent non-liable. In that
time, such inflexibility was seen as a threat to the continuance of lease con-
tracts, which in turn would hamper the economy of the ancient Roman
Empire. Consequently, the Roman legislature allowed the parties who en-
tered into a lease contract to go beyond the requirements laid down in law
by, for example, decreasing the rent for a scarcity of crops.>* Even though
it established some basic rights and obligations, private ordering was al-
lowed in order to reach a friendly settlement.*’ This led to the existence of
a private initiative that even included informal disciplining in the agricul-
ture sector that existed next to the public legal system. As some may con-
sider such a freedom for the parties to a lease contract not sufficient to

36 A. Lanni, “Law and Order in Ancient Athens”, New York: Cambridge University
Press 2016, p. 34.

37 K. E. Hendrickson, “The Encyclopedia of the Industrial Revolution in World History”,
Band 3, London: Rowmann & Littlefield 2015, p. 103.

38 H. D. Baker and M. Jursa, “Documentary Sources in Ancient Near Eastern and Greco-
Roman Economic History”, Oxford/Philadelphia: Oxbow Books 2014, p. 147.

39 T. A.]. McGinn, “Obligations in Roman Law: Past, Present, and Future”, Ann Ar-
bor: University of Michigan Press 2012, p. 201.

40 D. P. Kehoe and T. McGinn, “Ancient Law, Ancient Society”, Ann Arbor: Universi-
ty of Michigan Press 2017, p. 126.
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prove the existence of a PLS, it at least illustrates that already some form of
private initiative existed.

III. Medieval Times: “Lex Mercatoria”

To cope with the excessive demands of regulation in the context of an up-
coming intensification in trade, a special law for merchants was developed
in the Middle Ages.#! Its aim was to create uniformity for merchants active
in transnational trade without the mediation of the legislative powers of
States.*? Mainly through the communication and interchange of mer-
chants as early as the 11 century AD in Italy, especially pertaining to
Venice, Genoa and Florence®, but also spreading to many market places
in Europe, Lex Mercatoria codified the norms and procedural principles es-
tablished by and for commerce.*

Despite it not being unanimously agreed that early Lex Mercatoria quali-
fies as a PLS, disputes were resolved through private merchant arbitra-
tion.* For Goldman*® this was sufficient to evidence the presence of a PLS

41 H. G. Leser, “Gesammelte Schriften”, Band 1, Tubingen: J.C.B. Mohr (Paul
Siebeck) 1968, p. 11.

42 For an in-depth study, see F. Galgano, “Lex mercatoria: storia del diritto commer-
ciale”, Munich: Il Mulino 1993.

43 P. H. Vishny, “Guide to International Commerce Law”, New York: McGraw-Hill
Inc. 1984, p. 2.

44 G. Saputelli, “The European Union, the Member States, and the Lex Mercatoria”,
Notre Dame Journal of International & Comparative Law: Vol. 8: Is. 2, Article 3 2018,
p- 3; R. Michaels, “The True Lex Mercatoria: Law Beyond the State”, Indiana Jour-
nal of Global Legal Studies 14 2007, p. 448; L. A. DiMatteo, “International Business
Law and the Legal Environment: A Transactional Approach”, New York/London:
Routledge 2017, p. 127.

45 Elcin defined Lex Mercatoria as “the law of adjudication of the disputes arising from
international commercial contracts on the basis of a few substantive and procedural
principles, under which the reasonable expectations of the parties to a particular con-
tract become the single source of their contractual rights, obligations and risk alloca-
tions”. See M. Elcin, “Lex Mercatoria in International Arbitration Theory and Prac-
tice”, Vol. 1, Florence: Mert Elcin 2012, p. S.

46 B. Goldman, “Frontieres du Droit et Lex Mercatoria”, Arch. De Philosophie Du
Droit 1964, p. 177-192; Travaux du Comité francais de droit international privé,
“Droit international privé:”, in: B. Goldman (ed), “La lex mercatoria dans les con-
trats et l'arbitrage internationaux: réalité et perspectives”, Paris: Travaux du
Comité francais de droit international privé 1979, p. 221-270; C. Dominicé,
“Etudes de droit international en I'honneur de Pierre Lalive”, in: B. Goldman (ed),
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that operated autonomously from the State. For others, such as, for exam-
ple, Schmitthoff, the legal basis of Lex Mercatoria was anchored to the State
system, since it was developed in respect of the State-guaranteed principle
of party autonomy.#” Whichever line of reasoning is followed is immateri-
al,*® what matters is that some form of private initiative and informal disci-
plining also existed in the Middle Ages.*

IV. The Industrial Revolution

The cornerstone invention of steam power, the development of intermodal
rail transport and the emergence of a factory system resulted in an un-
precedented economic growth, which began in mid-18® century in Eng-
land.** In a few years it spread throughout Europe. This period that later
came to be known under the name Industrial Revolution continued for
the remainder of the 19" century and shifted the economy from manual
labour to artificial labour (i.e. labour supported by labour-replacing ma-
chines).’1

In this period, many people became financially dependent on the jobs
offered in those industries, mainly because of the continually rising de-

“Nouvelles Riflexions sur la Lex Mercatoria”, Basel/Frankfurt am Main: Helbing
Lichtenhahn Verlag 1993, p. 241-256.

47 C. M. Schmitthoff, “The Unification of the Law of International Trade”, London:
Sweet & Maxwell 1968; U. Stein, “Lex mercatoria: Realitit und Theorie”, Band 28,
Frankfurt am Main: Vittorio Klostermann 1995 p. 188.

48 P. Mazzacano, “The Lex Mercatoria as Autonomous Law”, Comparative Research
in Law & Political Economy Research Paper No. 29 2008, p. 1. “The lex mercatoria is
at once both non-state law and state-based law. It is not created in the state; it is not
created exclusively in commerce.”

49 Lex Mercatoria is a topic that deserves extensive study, debate and argumentation.
The aim of this Paragraph is merely to provide a short overview without going
beyond that overview.

50 E. Crooks, “The Unrelenting Machine: A Legacy of the Industrial Revolution”, Mor-
risville: Lulu 2012, p. 65.

51 Marx recognized two characteristics in relation to this economic change: first, the
expropriation of nature. This entails that each individual worker loses any real de-
gree of control over his labour process, since he has to adopt himself to the
rhythm of machine production. Second, the expropriation of the product. This
entails that the each worker is not the owner of the end-product. See K. Marx,
“Pre-Capitalist Economic Formations”, New York: International Publishers 1965, p.
37,104 [edited version by E. J. Hobsbawm].
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mand for industrial labour.’? Given that there was no shortage of labour-
ers, owners exploited their employees®® by compelling them to perform
under horrendous working conditions. Working hours were long, wages
were low and working conditions and workers rights were not respected.’*
Wealthy industrialists could act how they wanted to and enforced a system
of internal labour discipline. Blacklists were drawn up and shared between
owners, which included the names of those workers who were seen as
troublemakers.>> Once on the list, a worker would have difficulties getting
hired. Hence, labour activism was to a great extent curtailed.

In terms of its rationale, informal discipline and nonlegal sanctions were
seen as necessary to guarantee a system of hierarchical division of work (z.e.
owner-worker relationship), which was crucial to maintaining a well-func-
tioning economy. ¢ Therefore, the State only played a marginal role and
allowed great freedom for industrialists (i.e. laissez-faire capitalism).’” By
promoting private initiative and by operating in the shadow of the public
legal system, the existence of a PLS can be substantiated. Whether or not
this is true largely depends on the arguments being used.

B. The theory on present-day PLSs

Throughout history formal legal rules that impose negative sanctions for
violations (and positive sanctions for compliance) are only one side of the
coin.’® The other side concerns out-of-court private initiatives that overrule
(, arguably, any form of) legal enforcement.

52 K. S. Madhavan, “Business & Ethics - An Oxymoron?”, Bangalore: KS Madhavan, p.
40. Workers were needed to satisfy the demand for industrial products in society.

53 Marx refers to the distinction between the “industrialist” and “workers” as the
“Proletariat” and the “Bourgeoisie”. See K. Marx, “Pre-Capitalist Economic Forma-
tions”, New York: International Publishers 1965, p. 30 [edited version by E. J.
Hobsbawm].

54 M. Beggs-Humphreys, H. Gregor, and D. Humphreys, “The Industrial Revolution”,
Abingdon: Routledge 1959, p. 27.

55 K. E. Hendrickson, “The Encyclopedia of the Industrial Revolution in World History”,
Band 3, London: Rowmann & Littlefield 2015, p. 103.

56 J.Horn, L. N. Rosenband, and M. R. Smith, “Reconceptualizing the Industrial Rev-
olution”, Cambridge/London: The MIT Press 2010, p. 157.

57 G-H. Lévesque, “The Concrete Characteristics of Laissez-Faire Capitalism”, Rela-
tions industrielles / Industrial Relations, vol. 5, no. 5, 1950, p. 41-42.

58 B. Bouckaert and G. de Geest, “Encyclopedia of Law and Economics”, in: S. Panther
(ed), “Non-Legal Sanctions”, Aldershot: Edward Elgar 2000, p. 1000. According
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Classifying present-day private initiatives as PLS is not straightforward.
Certain characteristics confine its ambiguous wording (Paragraph I). Per-
haps the most distinctive feature of a present-day PLS, which, in my opin-
ion, substantiates that the membrane between private and public law en-
forcement is rather rigid, relates to its ability to guarantee self-enforce-
ment. Whereas legal systems have rules to govern the behaviour of citizens,
within PLSs reliance is on nonlegal sanctioning.’® Examples can be found
in some present-day industries that are described in Chapter 2 (Paragraph
II).

After this typology of sanctions has been described, increased efficiency
as the principle argument for rejecting State-enforced law is discussed
(Paragraph III).%° This will be done by comparing the costs of entering into
legally enforceable contracts with the costs of becoming a party to unen-
forceable (i.e. extralegal) contracts.®!

I. Present-day PLSs: General characteristics

1. Self-governance in reputation-based networks vs. governance of
members by and through associations

When a State is dysfunctional,’? unwilling to provide institutions, or is in-
efficient,®® private modes of governance can take over the State’s role to en-
force contracts. Nowadays, such private ordering by self-governance main-
ly occurs in the following two scenarios. The first scenario takes place
when in reputation-based networks behaviour is organized on the basis of

to Panther, legal scholars refer to sanctions as punishments, whereas sociologists
refer to it as both punishments and rewards.

59 The terms “social sanctions” and “non-legal sanctions” are synonymous for the
purpose of this research.

60 This Paragraph will only discuss the reasons for the existence of PLSs next to for-
mal legal rules. How a PLS is established is only of marginal interest. For a de-
tailed discussion of the (spontaneous) formation of PLSs, see A. Aviram, “The
Paradox of Spontaneous Formation of Private Legal Systems”, John M. Olin Law
& Economics Working Paper No. 192 (2D Series) 2003, p. 1-72.

61 L. Bernstein, “Opting out of the Legal System: Extralegal Contractual Relations
in the Diamond Industry”, The Journal of Legal Studies, Vol. 21, No. 1 1992, p. 115.

62 J. McMillan and C. Woodruf, “Private Order under Dysfunctional Public Order”,
Michigan Law Review, Vol. 98, No. 8 2000, p. 2421.

63 A. K. Dixit, “Lawlessness and Economics: Alternative Modes of Governance”, Prince-
ton: Princeton University 2004, p. 4. Least efficient entails most costly.
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self-governance. This manifests itself when actors all belong to the same
homogenous market and State-enforced law is insufficient to guarantee ob-
servance (z.e. to punish a deviating actor).®* Exemplary for such private or-
dering to discipline an actor’s opportunistic behaviour relates to stand-up
comedy.® Persons engaged in comedy performed on a stage cannot ade-
quately protect their intellectual property rights (e.g. jokes) against unfair
use and duplication by other comedians on the basis of copyright laws.®¢
Instead, they rely on social norm-based sanctions. Badmouthing, refusals
to work with disobedient stand-up comedians and (a threat of) physical vi-
olence are some examples of extralegal sanctions to guarantee obser-
vance.®” Put differently, a career can be hampered by questioning one’s
reputation.

The second scenario in which private ordering takes places occurs when
trade associations step into the role of the State and govern the behaviour
of their members on the basis of tailormade privately-designed rules.®® For
the purpose of this research, this category will be of principal interest, even
though at times arguments can find support in relation to the first possibil-
ity of private ordering.®’

64 Homogenous market can best be defined as a marketplace where actors trade a
particular type of commodities functionally identical with each unit traded.

65 D. Oliar, “There’s No Free Laugh (anymore): The Emergence of Intellectual
Property Norms and the Transformation of Stand-up Comedy”, Virginia Law Re-
view, Vol. 94, No. 8 2008.

66 1bid., p. 1789. There is an absence of copyright lawsuits against stand-up comedi-
ans.

67 Ibid., p. 1791; According to Dixit, social-norm based sanctions are only effective,
when three minimum conditions are met. First, deviating actors must be pun-
ished by willing parties. Second, in order to punish deviating actors in time and
justly, infringements must be detected on a timely basis and must comply with
some standards. Third, actors must have a continuous long-term relationship that
exceeds the payoffs of opportunistic behaviour. See A. K. Dixit, “Lawlessness and
Economics: Alternative Modes of Governance”, Princeton: Princeton University
2004, p. 60-61.

68 S. Gomtsian, A. Balvert, B. Hock, and O. Kirman, “Between the Green Pitch and
the Red Tape: The Private Legal Order of FIFA”, TILEC Discussion Paper 2017, p.
8, 12.

69 This is because the second category of private ordering is more likely to transgress
the bounds of EU Competition law and US Antitrust law. In other words, it is
more suitable to research.
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2. Market of trust

It does not come as a surprise that under multilateral and repeated transac-
tions, members of an association need to be able to “trust” other members.
Reputation”® is often crucial for the selection of business partners, contrac-
tual terms, the structure of a transaction, as well as for determining its
price.”! To be regarded as a reliable and acceptable trading partner that
obeys the rules and bylaws of the relevant trade association, membership
of an association is a crucial indicator.

Failure to comply with privately designed rules stemming from the rele-
vant association can negatively affect the overall faith bestowed on mem-
bership. Consequently, it can hamper the trust placed in that association.
Preventing short-term opportunistic behaviour by wrongdoers is impera-
tive. In a market of trust, private-order decision-making can be regarded as
a form of governance that yields economic efficiency and lowers transac-
tion costs that is preferable to public-order regimes.”?

3. Naming and shaming through an information exchange

As explained above, members of a trade association are more likely to con-
duct business with honest and reliable members when they search for po-
tential trading partners. To punish those members that cheat, within a
present-day PLS, a trade association often includes an arbitration clause in
its bylaws.” This empowers such an institution to impose nonlegal sanc-
tions on a disloyal industry actor for non-payment of an arbitral award.
The most common extrajudicial measure relates to the dissemination of
the names of industry actors that default on standardized contracts in what

70 Camerer with respect to modern game theory explains that “a player’s reputation is
crisply defined as the probability that she [...] will take a certain action”. See C. F.
Camerer, “Behavioral Game Theory: Experiments in Strategic Interaction”, Princeton/
Woodstock: Princeton University Press 2003, p. 445.

71 L. Bernstein, “Private Commercial Law in the Cotton Industry: Creating Cooper-
ation Through Rules, Norms, and Institutions”, Michigan Law Review 2001, p. 7.

72 E.D. Katz, “Private Order and Public Institutions”, Michigan Law Review, Vol. 98,
No. 8 2000, p. 2482.

73 V. Gessner, “Contractual Certainty in International Trade: Empirical Studies and
Theoretical Debates on Institutional Support for Global Economic Exchanges”, in: W.
Konradi (red), “The Role of Lex Mercatoria in Supporting Globalised Transac-
tions”, Oxford/Portland: Hart Publishing 2009, p. 67.
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are known as blacklists and circulates them to other members.”* Once be-
ing placed on a blacklist, wrongdoers that did not adhere to an arbitral
award will have great difficulty in conducting trade with a non-blacklisted
member. Sometimes even with non-members when the list has been made
available to the general public.”s Publishing the name of a recalcitrant par-
ty results in a forfeiture of its reputation. This not only ensures compliance
with arbitral awards, it also can be seen as a necessary mechanism to safe-
guard the success of governance beyond the State-nation.”® Nonetheless,
due to institutional changes in culture, geopolitics and technology, the ef-
fectiveness of such a coordinated exchange of information may change.””

4. Market where a loss of social standing is important

In small, closed and homogenous markets, business and personal relations
of members (z.e. natural persons) belonging to a trade association are inter-
twined.”® Reputation thus is inherent to the social and business under-
standing that members have among themselves.”” Non-conformity with an
arbitral award stemming from specialized commercial arbitration not only
damages the economic position of the trader, but also its social position
and sometimes even the trader's family. Honouring one’s agreement can,
therefore, be seen as a moral obligation. Violating it will result in a loss of
respect. When honest dealing is important in a privately organised market,
this may be sufficient to deteriorate the standing of that member in the
community altogether.3

74 W. Mattli and T. Dietz, “International Arbitration & Global Governance: Contend-
ing Theories and Evidence”, Oxford: Oxford University Press 2014, p. 190.

75 An example is the ICA, which will be discussed in Part 1, Chapter 2, A.

76 W. H. van Boom, I. Giesen, and A. J. Verheij, “Gedrag en privaatrecht: Over
gedragspresumpties en gedragseffecten bij privaatrechtelijke leerstukken”, in: J. van Erp,
“Naming en shaming in het contractenreche? Het reputatie-effect van schadever-
goedingen tussen ondernemingen”, The Hague: Boom Juridische Uitgevers 2008,
p- 166.

77 B.D. Richman, “An Autopsy of Cooperation: Diamond Dealers and the Limits of
Trust-based Exchange”, Journal of Legal Analysis, Vol. 9, No. 2 2017, p. 279.

78 A good example is the DDC, which will be described in Part I, Chapter 2, C.

79 R. C. Post, “The Social Foundations of Defamation Law: Reputation and the
Constitution”, California Law Review, Vol. 74, No. 691 1986, p. 692.

80 K. Binmore, “Game Theory and the Social Contract: Playing Fair”, Cambridge/
London: The MIT Press 1994, p. 112.
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Although good faith, fair dealing, integrity and honesty are important
for the formation of contracts and ultimately their impact on economic
growth, it is debatable whether a loss of social standing also occurs when
the members of a trade association are not natural persons but undertak-
ings. This is because a legal entity does “not possess [...] the capacity for inti-
mate relationships” 8! Fortunately, a thought-intensive discussion can be put
to a halt. Undertakings are represented by natural persons who deal with
representatives of other member undertakings. Social shaming in the event
of non-conformity with arbitral awards is to a large extent similarly impor-
tant when only legal persons are involved.

Yet, if a self-policing market is not confined by a homogenous composi-
tion of members (z.e. close-knit community), but rather by a globally dis-
persed and changing group of members, loss of social standing in the com-
munity is negligible. Wrongdoers, be they natural persons or representa-
tives of undertakings, often do not have any personal relationship with
other traders. This truism can be contradicted when parties to a transac-
tion know each other privately. Then, not adhering to an arbitral award
can affect both social and business relations.

II. Typology of nonlegal sanctions in present-day PLSs

By failing or refusing to perform an award stemming from specialized
commercial arbitration within a present-day PLS, the credibility of the rel-
evant business community is under jeopardy. To prevent this, besides dis-
seminating the names of wrongdoers in a blacklist (Paragraph 1), five oth-
ers types of nonlegal sanctions are imposed by modern trade associations
which operate within present-day PLSs. These are withdrawing member-
ship (Paragraph 2), denying membership for expelled members on the ba-
sis of an additional entry barrier (Paragraph 3), refusing to deal with an ex-
cluded member (Paragraph 4), entering the premises of wrongdoers with-
out a warrant (Paragraph §) and limiting adequate access to public courts
prior to arbitral proceedings and after an award (Paragraph 6).82 These

81 E.J.Imwinkelried and R. D. Friedman, “The New Wigmore: A Treatise on Evidence:
Evidentiary Privileges”, Aspen: Aspen Law & Business Publishers 2002, p. 763.

82 Given that the effect of social sanctions declines with the number of violations, it
is necessary to guarantee an optimal deterrence. See A. M. Polinsky and S.
Shavell, “Handbook of Law and Economics: Volume 2”, Amsterdam: Elsevier 2007,
p. 1604.
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types of nonlegal sanctions are codified in the bylaws and rules of trade
associations.

1. Blacklisting

A first type of nonlegal sanctioning concerns the practice of blacklisting or
disseminating the names of recalcitrant industry actors. As explained
above, the very real fear of being blacklisted often warrants compliance
with arbitral awards. Damage of an industry actor’s reputation as well as a
loss of relation-specific advantages caused by being blacklisted are suffi-
cient to draw this conclusion.?3 Not only is the actor's reputation dam-
aged, it will also harm its future business. Repeated transactions with the
same member (i.e. repeated deal) or other members; sometimes even non-
members if a blacklist is made publicly available, are more difficult.

In theory and sometimes in practice, the targeted wrongdoer can re-
spond to the increased risk of loss from future dealings. Concessions (e.g.
offering a higher price) and/or reforms (e.g. terminating the employment
contract of an individual who was responsible for not complying with an
arbitral award) can offset reputational harm.8 Whether this is true must
be reviewed on a case-to-case basis after carefully examining all available
information.®

83 Charny considers both types of nonlegal sanctions pertaining to a breach of a
commitment. See D. Charny, “Nonlegal Sanctions in Commercial Relation-
ships”, Harvard Law Review 1993, p. 392-393.

84 Quantifying reputation loss from a breach is not an easy task, as it can be consid-
ered unduly speculative and can be skewed towards the future harm done to the
blacklisted industry actors without sufficiently taking into account concessions or
reforms. Put differently, according to Willis Towers Wadson, “Preserving Your
Reputation”, Willis Alert, Issue 17 2011, p. 3, albeit about the insurance industry,
but not less weighty that “there is no magic potion [...] that can repair a damaged
reputation.” Figure 1 offers only a simplified view of how to calculate blacklisting-
related reputational harm.

85 Combining the cost of lost business and the cost of reforms/concessions to avoid
reputational harm can be seen as the “aggregate cost” of reputational damage.
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Figure 1: Calculating blacklisting-related reputational harm

Blacklisted
Yes member can
offer
concessions
or do (a) Blacklisted Blacklisted
reform(s) Yes member can No member
Blacklisted member has costlessly bears cost
heightened risk of future eliminate "l from
reputational harm increased reputational
Blacklisted Yes expected risk damage
No member does
not bear cost
from
reputational
damage

2. Withdrawing membership

A second type of nonlegal sanctioning relates to the termination, removal
or withdrawal of membership from a relevant trade association. At first
glance, threatening defectors with ostracism may seem like an extreme
measure in order to enforce cooperation.’® Yet, members cooperate be-
cause they want to avoid such an extreme punishment.?” Alienation of an
excluded member undertaking not only damages a member’s commercial
reputation, it also takes away relation-specific advantages for no longer be-
longing to the relevant trade association.

However, this basic assumption that suggests that withdrawing member-
ship is analogous to business harm can occasionally be negated. Three vari-
ables can offset the devastating impact of this type of nonlegal sanctioning.
First, the likelihood of survival of the member undertaking after having its
membership withdrawn (i.e. the corporate longevity of the business).
When a member is insolvent, over-indebted, close to bankruptcy or
bankrupt and survival of a company is inconceivable in the short- and

86 J. Priifer, “Business Associations and Private Ordering”, TILEC Discussion Paper
2012, p. 4.

87 First written proof of social ostracism can be traced back to 500 BC, when Athe-
nians determined whether a member of a community, regularly a former politi-
cal leader, should be exiled from the city for a period of ten years. This was done
by casting votes on shards of clay. See K. D. Williams, “Ostracism”, Annual Re-
view of Psychology 2007, p. 428.
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long-term, being banished will not result in reputational harm.®® Second,
the probability that remaining member and non-member undertakings are
willing to conduct business with a banished member (i.e. the alacrity or
readiness of members and non-members). Third, homogeneity and social
standing of the members within the association is a factor that affects repu-
tational harm (z.e. the degree of reputational harm). In markets where the
business and social lives of members are intertwined, being banished can
have far-reaching repercussions. It can disrupt social life and business alto-
gether. Similar to calculating the reputational harm of being blacklisted,
measuring damage to reputation after membership has been withdrawn,
albeit a more far-reaching coercive measure, must be assessed on a case-by-
case basis evaluating all available information.®

Figure 2: Calculating withdrawal of membership-related reputational harm

Yes No reputational
Willingness harm
of remaining
members and Reputational
non-members | YeS harm to the ;
1 Business &
to conduct No extent of .
Yes R R . social harm
business with unwillingness
Reputational harm of a a banished Reputational
member after a member 4‘ CP;: ationa Business
withdrawal of No arm harm, but no
membership Banished social harm

No member does
not bear cost
of
reputational
harm

88 An insolvent, over-indebted, close to bankruptcy or bankrupt member undertak-
ing can, when all the requirements in national law are fulfilled, continue to oper-
ate its business post-liquidation and post-bankruptcy. However, for the purpose
of the first variable, it encompasses only the situation that a member company
post-ostracism will not continue its business.

89 Figure 2 provides only a simplified overview of how to assess the extent of reputa-
tional harm for an excluded member belonging to a trade association.
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3. Denying membership for expelled members on the basis of an
additional entry barrier

A third type of nonlegal sanctioning concerns the situation in which an ex-
pelled member is denied being re-admitted to membership of a relevant
trade association (which withdrew the membership) on the basis of an ad-
ditional entry barrier. By denying access to the trade association, the indus-
try actor is forestalled from obtaining access to the services of a trade asso-
ciation. Similar to withdrawing membership, denying membership results
in alienating the industry actor, which damages its reputational and takes
away relationship-specific advantages. Much will depend on calculating
the amount of reputational damage on a case-by-case basis.

Figure 3: Calculating denial to reobtain membership-related reputational harm

Yes No reputational
Willingness harm

of remaining
members and Reputational
non-members Yes harm to the -
1 Business &
to conduct No extent of .
Yes . R o social harm
business with unwillingness
Reputational harm of an a banished Reputational
expelled member after a member eP}L: ationa Business
refusal to reobtain arm harm, but no
membership Banished social harm

No\ | member does
not bear cost
of
reputational
harm

4. Refusing to deal with an expelled member

Sometimes within a legal regime driven predominantly by private legal en-
forcement, blacklisting and withdrawing membership cannot ensure suffi-
cient deterrence to prevent non-compliance with arbitral awards stemming
from specialized commercial arbitration. Alongside both nonlegal sanc-
tions, a trade association can instruct its members to not conduct business
with a banished former member.”® In other words, the fourth type of non-

90 Interestingly, in G. Calliess and P. Zumbransen, “Rough Consensus and Running
Code: A Theory of Transnational Private Law”, Oxford/Portland: Hart Publishing
2010, p. 2110, the authors identify three types of non-enforcement mechanisms:
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legal sanctioning can be referred to as refusing to deal with an expelled
member.

At first glance it may appear like an extreme measure, perhaps even in-
terchangeable with the term boycott. Notwithstanding this fear, it can
serve as an important mechanism not to succumb to the situation in which
blacklisting and ostracism appear ineffective. It not only increases the ef-
fect of deterrence for not complying with an arbitral award, it also - albeit
not completely®! - closes the gap. Mainly by completely damaging a target-
ed former member’s commercial reputation and taking away all remaining
relationship-specific advantages.

Figure 4: Addressing scenarios in which blacklisting and a withdrawal of mem-
bership do not achieve sufficient deterrence.

Blacklisting
‘When member
provides concessions

and/or reforms & can Refusal to deal
Scenario 1 costlessly eliminate addresses both
increased risk scenarios in Member
Member does not bear which a disloyal bears cost of
cost of reputational member does not [ | reputational
harm - bear cost of harm
M reputational
Scenario 2 membership harm

Members still willing
to conduct trade with
an excluded member

first, a reputation mechanism. Second, an exclusion mechanism. Third, private
force or coercion. Whereas the last may refer to, in my opinion, a refusal to con-
tract with an excluded member, the first two kinds of non-enforcement refer to
blacklisting and withdrawing membership.

91 When a member is insolvent, over-indebted, close to bankruptcy or bankrupt and
survival of a company is inconceivable in the short- and long-term, blacklisting,
withdrawing membership and refusing to deal with an ostracized member will
not result in reputational harm. However, if the company is active in a market
where interpersonal relationships are important, nonlegal sanctioning can still
harm the social standing of the persons belonging to the company.
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5. Entering the premises of a recalcitrant industry actor

A fifth nonlegal sanction to punish disloyalty by industry actors to satisfy
an arbitral award relates to the possibility of a trade association to enter the
premises of such an individual or undertaking. Obviously, such a privacy-
invasive measure has the potential to harm the industry actor's reputation
when other industry actors active in the market become aware of such an
activity. Yet, reputational damage is lower when compared to the previous-
ly discussed extrajudicial measures.

Figure 5: Calculating entry to the premises of a recalcitrant industry actor-relat-
ed reputational harm

Yes No reputational
Willingness harm
of remaining
members and Reputational
non-members | Yes harm to the L
| Business &
to conduct No extent of .
Yes . R o social harm
business with unwillingness
Reputational harm of a such an Reputational
wrongdoer targeted industry actor ep;l ationa Business
with an entry to his or arm harm, but no
its premises Targeted social harm

No member does
not bear cost
of
reputational
harm

6. Limiting adequate access to public courts prior to arbitral proceedings
and after an award

The sixth and final nonlegal sanctioning measure relates to the limiting ad-
equate access to public courts prior to arbitral proceedings and after an
award. While this measure is atypical with regard to the previously dis-
cussed extrajudicial measures for the reason that it does not inflict reputa-
tional harm on a wrongdoer, it produces negative repercussions for disloy-
al industry actors. Without the possibility of judicial review at a public
court, members are coerced into referring a dispute to specialized commer-
cial arbitration and to forego any other review than that provided by a rele-
vant trade association. This has the risk of hampering the business interests
of targeted industry actors.

53

(o) ENR


https://doi.org/10.5771/9783748926245
https://www.nomos-elibrary.de/agb

Chapter 1: Rise of Specialized Commercial Arbitration in Global Markets

C. Present-day PLSs vs. State-enforced contract law

Public law encompasses everyone and does not empower individuals/
companies to choose whether they are bound by it or not. Put differently,
law can be considered non-excludable.?? Yet, in some markets where there
is acceptance among participants, the operation of State-supplied law can
be ousted.”® Assessing the reasons under which this occurs is not straight-
forward and may differ in relation to each industry that relies on privately-
tailored rules. Nonetheless, some general characteristics can be identified.

I. Inefficiency of the court system

Perhaps the main reason that explains the existence of present-day PLSs as
a substitute for failing public institutions concerns the weaknesses of the
court system. In some commercial markets protection against opportunis-
tic behaviour of market participants that are members of a trade associa-
tion is often so inefficient that compliance at low enforcement costs can
only be achieved by resolving conflicts through extrajudicial arbitration.
More precisely, three reasons explain the suboptimal cost of post facto
remedies offered by public courts: First, the pace of litigation. Because of
the lengthy nature of many trials, sometimes caused by appeals that can go
as far as putting a halt to or unnecessarily slowing down the decision-mak-
ing process, for example, when they are frivolous and unavailing, the cost
of judicial decision-making is high.** Attorneys’ fees and expenses also bear

92 B. Chaplan, “The Economics of Non-State Legal Systems”, Libertarian Alliance
1997, p. 13.

93 C. E. Mitchell, “Contract Law and Contract Practice: Bridging the Gap between Legal
Reasoning and Commercial Expectation”, Oxford/Portland: Hart Publishing 2013,
p. 30; Under the two-dimensional taxonomy, where there are two types of en-
forcement strategies, including enforcement through State judicial institutions
and private enforcement initiatives that takes place outside the realm of State-sup-
plied law (i.e. the formal vs. informal divide), the non-excludability of law is to
some extent renounced.

94 ]J. Dammann and H. Hansmann, “Globalizing Commercial Litigation”, Cornell
Law Review, Vol. 94, No. 1 2008, p. 1. The cost of judicial decision-making varies
widely from country to country. “In some jurisdictions, the courts resolve commercial
disputes quickly, fairly, and economically, while in others, they are slow, inefficient, in-
competent, biased, or corrupt.”
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evidence to the high cost of litigation.”> In contrast, specialized commer-
cial arbitration offers more flexible and speedy proceedings that prevent
unnecessary delays.?

Second, judges of the court often lack the expertise to deal with disputes
that arise from a specific industry under review. Put differently, judges of-
ten have difficulty in understanding and weighing the evidence and values
of a conflict between market participants that are active in a specific indus-
try.”” As a result, the outcome of a judgment can be uncertain. This sur-
prise effect can to some extent be offset when the relevant judge in the pro-
ceeding has specific industry experience and knowledge. Yet, an in-depth
understanding of the operatus modi by such an individual is an exception
rather than a refutation of the presumption that he lacks expertise and
know-how.”® In private dispute resolution, arbitrators are often selected
from among market participants and understand the industry much bet-
ter. Therefore, enforcement costs are more predictable and, as a rule, low-
er.

Third, even in the (unlikely) event that the result of legal proceedings is
a satisfactory judgment, given that commercial trade is often global with
market participants dispersed over different countries or regions, recogni-
tion of a foreign judgment (“RFJ”) is not always possible and may prove
costly. Some countries may be unwilling, whereas others make it almost
impossible to recognize and enforce such a judgment.”” Specialized com-
mercial arbitration within a PLS to a large prevents added costs incurred

95 E. Sussman and ]. Wilkinson, “Benefits Of Arbitration for Commercial Dis-
putes”, Dispute Resolution Magazine 2012; Administrative fees of arbitration can
also be significant and, in theory and practice, can match those of normal courts.
See A. Redfern, and M. Hunter, “Law and Practice of International Commercial Ar-
bitration”, London: Sweet & Maxwell 2004, p. 24.

96 C. N. Candlin, “Discourse and Practice in International Commercial Arbitration: Is-
sues, Challenges, and Prospects”, London/New York: Routledge 2016, p. 265. While
Candlin does not talk about specialized commercial arbitration, he talks more
generally about the advantages of arbitration in general. Yet, his arguments also
have merit with regard to private dispute resolution.

97 Even though a judge can request an expert testimony, he still is responsible for
deciding a case on the merits and quantifying the damages that have to be award-
ed to the claimant. Albeit helpful for the judge, such an expert testimony can in-
crease the duration of the case and, thus, cause considerable delay.

98 Incidental expertise of the judge responsible for a case cannot be expected as a
general rule.

99 For example, recognition and enforcement of foreign judgments in China is very
limited. If not allowed in arrangements and treaties, the only legal basis for rec-
ognizing and enforcing a foreign judgment is when the principle of reciprocity is
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from the RFJ beyond its jurisdiction. This is because arbitral awards stem-
ming from such a private mode of dispute resolution do not need to be
recognized and enforced by a foreign court when there is a cross-border
dispute. Rather, nonlegal sanctions ensure compliance with arbitral
awards.

Aside from costrelated reasons, the other main benefit of private en-
forcement over judicial proceedings and, thus, bearing testimony to the in-
effectiveness of the court systems, concerns the confidentiality of arbitral
awards stemming from specialized commercial arbitration.!® Court’s pub-
lish judgments that include the names of the parties to proceedings as well
as the reasons for the conflict on, inter alia, the internet. It is possible that
trade secrets and/or intellectual property may become publicly available af-
ter proceedings, which is harmful for both parties in a conflict. In contrast,
in specialized commercial arbitration, parties have complete confidentiali-
ty. Hearings are secret, public records are absent and parties control which
information may become publicly available. Trade secrets and intellectual
property remain confidential.

II. Increased contractual security / Safeguarding the sanctity of contract

A second reason that clarifies the presence of present-day PLSs relates to
the failure of formal law to guarantee optimal contractual security. In

upheld. See Article 281 of the Mainland CPL. This Article provides that “Affer a
people’s court reviews an application or pleading for the recognition and enforcement of
a legally effective judgment or ruling rendered by a foreign court according to the inter-
national treaties concludes or acceded to by the PRC or based on the principle of reci-
procity, if the court considers that such a judgment or ruling does not contradict the ba-
sic principles of the laws of the PRC nor violates the national, social, and public interest
of PRC, the court may render a ruling to recognize its force. Where the enforcement is
necessary, the court may issue an order to enforce a foreign judgment according to the
relevant provisions of this Law, if a legally effective judgment or ruling rendered by a
foreign court contradicts the basic principles of the law of the PRC or the national, so-
cial, and public interest of PRC, the people’s court shall reject the application for recog-
nition and enforcement.”; Yet, mainland courts have only sporadically used this
principle to recognize a foreign judgment. See, inter alia, J. Huang “Interregional
Recognition and Enforcement of Civil and Commercial Judgments”, Oxford/Portland:
Hart Publishing 2014, p. 58-59.

100 M. J. Block, “The Benefits of Alternate Dispute Resolution for International
Commercial and Intellectual Property Disputes”, The Digital Journal of Rutgers
School of Law, Vol. 44 2016, p. 7-8. Albeit not specifically relating to specialized
commercial arbitration, confidentiality plays a similar role.
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global industries it is crucial that when market participants duly enter into
a contract that they honour their obligations. Parties must not be able to
escape their contractual obligations, but must keep their bargain (i.e. the
principle of the sanctity of contract).'” However, sometimes market par-
ticipants have an incentive to deviate from or terminate a contract. This is
first and foremost to be expected, when entering into a contract with an-
other party brings more benefits (e.g. money) than the original contract
and the threat of court damages does not offset those benefits.

A hypothetical example would be the market for cotton, in which
weather conditions, insect damage, genetics and diseases influence the kilo
price.!%? As a result, price fluctuations are not uncommon. When there is a
bad cotton harvest, prices will be higher on the ground of scarcity and
when there is a good season, prices will be lower due to an (over-)abun-
dance of cotton. By taking into account this general awareness, imagine
the scenario where a supplier enters into a futures contract with a distribu-
tor (z.e. Distributor A), in which the latter agrees to pay € 1,600,000 for
1,000 kilos of cotton that must be collected and paid six months later.!93
While providing a fixed price security for both parties, it is possible that six
months later the availability of cotton is so limited owing to a specific dis-
ease that the supplier can sell 1,000 kilos of cotton to another distributor
(1.e. Distributor B) for € 2,200,000 instead. If the expected cost of legal
damages would only be € 200,000, the supplier has made a profit of
€ 400,000.104

In other words, in such a scenario public law would be unable to pre-
vent contract deviations and safeguard the principle of the sanctity of con-
tract. To overcome this, nonlegal sanctions made within a PLS would offer

101 P. Mantysaari, “The Law of Corporate Finance: General Principles and EU Law -
Volume II: Contracts in General”, Berlin/Heidelberg: Springer 2010, p. 159. Gen-
erally, a contract is binding.

102 H. Adanacioglu, “The Futures Market in Agricultural Products and an Evalua-
tion of the Attitude of Farmers: A Case Study of Cotton Producers in Aydin
Province in Turkey”, New Medit, No. 2 2011, 58.

103 J. B. Bittman, “Trading and Hedging with Agricultural Futures and Options”, Hobo-
ken: John Wiley & Sons 2013, p. 2. A futures contracts is a standardized con-
tract between a buyer and a seller to exchange commodities for an agreed-upon
price that is not the result of negotiations and is delivered on a specific delivery
date.

104 Obviously, it is also possible that the wholesaler deviates from the contract,
when the original futures contract with the supplier is less beneficial for him
and expected legal damages are lower than conducting business with another
supplier for the specific quantity of cotton.
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a better protection against contract deviation.!% Blacklisting, withdrawing
membership and refusing to deal predominantly harm the reputation of
such a disloyal supplier and are better deterrents. Where public law fails,
private legal enforcement steps in.

III. Lower transaction costs

A third reason that rationalizes the setting aside of public law by present-
day PLSs has to do with decreased transaction costs. According to Coase, in
a perfect society without any transaction costs, contracting between partici-
pants active in a specific market is efficient and will be unaffected by legal
rules.’% Obviously, the presence of such a utopia can immediately be re-
butted because we do not live in a perfect society and transaction costs are
to be expected. This is particularly true with regard to obtaining legal re-
dress in public courts. Judicial enforcement is more costly than nonlegal
sanctioning, as it requires contractual parties to invest in three and some-
times four!?” different types of transaction costs. First, they must find reli-
able parties to limit the likelihood of disloyalty (i.e. contact costs).!%® Sec-
ond, they must negotiate and draft a contract (z.e. contracting costs). Third,
after an agreement enters into force they must ex post monitor compliance

105 Such a focus to change the strategic environment by inducing market partici-
pants to behave in a desired way, so that the resulting equilibrium behaviour is
efficient is called “contract theory”.

106 For a discussion of the Coase Theorem and its understanding by other authors,
see B. Bouckaert and G. de Geest, “Encyclopedia of Law and Economics, Volume I.
The History and Methodology of Law and Economics”, in: S. G. Medema (ed), R. O.
Zerbe, “The Coase Theorem”, Cheltenham: Edward Elgar 2000, p. 837-838.

107 The fourth and last transaction cost concerns the resolution of a dispute after a
breach of contract, which is not always necessary.

108 C. Kirchner and A. Picot, “Transaction Cost Analysis of Structural Changes in
the Distribution System: Reflections on Institutional Developments in the Fed-
eral Republic of Germany”, Journal of Institutional and Theoretical Economics, Vol.
143 1987, p. 64; For the interested reader: a categorization of transaction costs
was first discussed by Williamson. He explained that transaction costs consist of
ex-ante costs (i.e. the costs of negotiating and drafting a contract) and ex-post
costs (r.e. the costs of policing and enforcing the contract after disloyalty). See
O. E. Williamson, “The Economic Institutions of Capitalism”, New York: Macmil-
lan 1985, p. 20; S. Wengler, “Key Account Management in Business-to-Business
Markets: An Assessment of Its Economic Value”, Berlin: Deutscher Universitats-Ver-
lag 2006, p. 112. Yet, Williamson fails to give a clear definition of what can be
understood under the term transaction costs.
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with its terms (Z.e. monitoring costs). Fourth, in the event of a breach of
contract disputes must be resolved (z.e. resolution costs).

Despite these transaction costs within a PLS also being relevant, they are
significantly lower. Because of nonlegal sanctioning market participants
can more easily select business partners with a good reputation or standing
belonging to the same trade association. Notwithstanding, they still bear
the risk of disloyalty in the event they contract with parties that are not
members of a trade association. With regard to ex post monitoring costs,
the transaction costs within the public legal system and within a PLS are
comparable. Resolution costs to resolve disputes, on the other hand, are
more cost-efficient and expeditious in private commercial arbitration.

IV. Lower distribution costs

Lower prices for end-users in the wake of decreased distribution costs is a
last reason to explain the manifestation and appearance of present-day
PLSs. On the grounds that PLSs benefit market participants in certain
commercial industries by offering a more efficient mechanism to resolve
contract disputes, contractual security is higher and transaction costs are
lower compared to the situation absent such a system. As a result, the costs
incurred to deliver a product to end-users will decrease (z.e. distribution
costs). Not only will those individuals benefit from lower prices, the mar-
ket participants will also benefit more. This is because demand will be
higher owing to lower prices.!®

109 B. Atkinson and S. John, “Studying Economics”, Basingstoke/New York: Palgrave
Macmillan 2001, p. 9. This statement is rather a general assumption and can oc-
casionally be rebutted. Under which this is possible will not be discussed, as it
will require a long discussion by taking into account a comprehensive economic
analysis, supported by algebraic calculations.
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Chapter 2: Examples of Present-day PLSs in which Private-
enforcement / Nonlegal Sanctioning Ensures
Compliance

A. Introduction

In the current legal and political environment in some industries, State-
supplied commercial law proves to be an insufficient deterrent. Morgan
suggests that operational PLSs can be detected in over 50 industries.!!
Globally, but also domestically, private enforcement as a low-cost substi-
tute for commercial laws promulgated by a State legislature can be found
in the diamond, cotton, grain, feed, rice, peanut, rubber, hay, tea, burlap,
printing and independent film industry. This is done by setting up trade
associations in which trade rules (that apply to all members and even non-
members when this code of behaviour is chosen to govern a contract) are
defined and codified and enforced through specialized commercial tri-
bunals.

As the success of such specialized commercial arbitration largely de-
pends on nonlegal sanctions, this Chapter investigates how compliance
with arbitral awards is guaranteed. To answer this question, six cases of
successful commercial trade associations are presented: (i) the ICA (Para-
graph B); (ii) the DDC (Paragraph C); (iii) GAFTA (Paragraph D); (iv) the
FCC (Paragraph E); (v) the LME (Paragraph F); and (vi) FOSFA (Para-
graph G). These cases were chosen because of the detailed insight they pro-
vide into six different industries. More specifically, three reasons can sub-
stantiate such a selection: first, the chosen trade associations operate in
markets where nonlegal sanctioning is most obvious. Second, the trade
rules provided by these trade associations form the basis of the usual busi-
ness between industry actors in each relevant commodities industry. Third,
the trade associations represent the largest number of members that are ac-
tive within specific commodities industries as opposed to other trade asso-
ciations.

110 J. Morgan, “Contract Law Minimalism: A Formalist Restatement of Commercial
Contract Law”, Cambridge/ New York: Cambridge University Press 2013, p. 208.
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To understand how nonlegal sanctioning in each relevant trade associa-
tion works, it is insufficient to merely give a brief taxonomy of private en-
forcement. This Chapter adopts the following structure: first, a detailed
overview/characterization of the industry is given for each trade association
(Paragraph B-H, I). Second, the types of nonlegal sanctions specific to each
trade association in order to enforce arbitral contracts stemming from spe-
cialized commercial arbitration are described (Paragraph B-H, II). Third,
the rationale of nonlegal sanctioning pertaining to each trade association is
explained (Paragraph B-H, III).

B. The International Cotton Association
I. Background
1. History

Because raw cotton could not be grown in the British Isles, it needed to be
imported from distant (semi-) tropical suppliers. This process of importa-
tion started in the late 18™ and early 19 century, in particular in the sea-
port of Liverpool. ! During this time, Liverpool became the largest cot-
ton market as well the major port in which merchants sold this type of raw
material to spinners.!?

To safeguard the interests of traders and to regulate the market, bodies
that represent the interests of these persons needed to be established. Con-
sequently, the Liverpool Cotton Brokers Association was founded in 1841
despite some form of cooperation having already existed prior to this

111 Historic Society of Lancashire and Cheshire, “Transactions of the Historic Society
of Lancashire and Cheshire”, in: N. Hall (ed) “A ‘Quaker Confederation”? The
great Liverpool cotton speculation of 1825 reconsidered”, Liverpool: Historic
Society of Lancashire and Cheshire, Vol. 151 2002, p. 1.

112 Historic Society of Lancashire and Cheshire, “Transactions of the Historic Society
of Lancashire and Cheshire”, in: N. Hall (ed) “The Liverpool Cotton Market:
Britain’s First Futures Market”, Liverpool: Historic Society of Lancashire and
Cheshire, Vol. 149, 2000, p. 99; Yet, the manufacture of cotton stagnated in all
of the UK as well as in Europe. For example, it took 67 years to double the an-
nual amount of cotton used in clothes to 3.87 million pounds. In the USA, this
was the daily amount supplied to spinners. See S. Beckert, “Empire of Cotton: A
Global History”, New York: Vintage Books 2014, p. 40.
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date.!3 The initial success of the association was founded on two main rea-
sons: first, it gave merchants who sought membership access to facilities
and, second, it protected them against unfair competition. Unfortunately,
despite these benefits, merchants faced three major inconveniences. First,
due to the laying of the transatlantic telegraph cable, some brokers dealt
directly with traders in the United States.''# Second, all cotton needed to
go through a clearinghouse, which caused delays. Third, merchants who
wanted to important cotton needed to pay 1% commission to brokers
when they wanted to hedge their trades. These disadvantages resulted in
some quarrels between merchants and brokers which in 1881 led to the
formation of a rival association, namely the Liverpool Cotton Exchange.!!s
One year later, since having two separate associations was rather ineffec-
tive, both associations merged into the ICA.'¢ Even though the ICA was
closed from 1946 to 18 May 1954 and despite its shares being sold in 1963
and again in 1964, it took up residence in its current offices in Liverpool in
1967.

2. Legal form
Ever since February 1963 and under the current Companies Act 200617,

the ICA is a “private limited company by guarantee” with membership
open for individuals and limited companies that are engaged in the cotton

113 S. Alford, J. Barrow, and S. J. D. Nigel Hall, “Northern History”, in: N. Hall (ed),
“The governance of the Liverpool raw cotton market, c. 1840-1914”, Abingdon:
Taylor & Francis, Vol. 153, Is. 1, 2016, p. 98; Even though the date of establish-
ment of the Liverpool Cotton Brokers Association is vague, it is generally ac-
cepted that it was formed in 1841. See T. Ellison, “The Cotton Trade of Great
Britain: including a history of the Liverpool cotton market and of the Liverpool Cotton
Brokers' Association”, London: Effingham Wilson 1886, p. 181-182.

114 P. Norman, “The Risk Controllers: Central Counterparty Clearing in Globalised Fi-
nancial Markets”, Chichester: John Wiley & Sons 2011, p. 60.

115 W. O. Henderson, “The Lancashire Cotton Famine 1861 - 657, New York: Augus-
tus M. Kelley 1969, p. 34.

116 J. A. Todd, “The cotton world: a survey of the world's cotton supplies and consump-
tion”, London: Sir I. Pitman & Sons 1927, p. 91.

117 Since 2006 the law to incorporate a limited company can be found in Part 2 of
the Companies Act 2006 (to access: http://www.legislation.gov.uk/ukpga/2006/4
6/pdfs/ukpga_20060046_en.pdf).
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trade.'® This implies that the ICA has legal identity and that its members
are protected against legal liability for the association.!’ However, even
though full liability is excluded, in the course of liquidation each member
is still liable for the nominal amount it has agreed to pay (z.e. the guaran-
tee).120 Other characteristics of the ICA as a “private limited company by
guarantee” include the absence of a fixed number of members!?! and for
the major reason that payment of the guarantee is postponed on the opera-
tion on a not-for-profit basis.!??

3. Institutional structure

The ICA is divided into three branches: the legislative (i.e. the Annual
General Meeting), the executive (z.e. the Board of Directors), and the judi-
cial (i.e. the Arbitration Tribunal). The Annual General Meeting as stipu-
lated in Bylaw 100(6) of the ICA Bylaws and Rules (2018) is a meeting of
individual members to elect the ordinary directors belonging to the Board
of Directors on a yearly basis (Bylaw 100(5) of the ICA Bylaws and Rules
(2018)).123 Their competence is to manage the ICA on a daily and active
basis. In addition, the members choose the associate directors, whose main
task is to represent the interests and concerns of all international members
belonging to the ICA.124

After the Board of Directors is installed, the directors then elect the Pres-
ident as well as the First and the Second Vice President (Bylaw 100(5) of

118 J. Roche, “The International Cotton Trade”, Cambridge: Woodhead Publishing
1994, p. 17.

119 ]. Clarke, “Managing Better: Becoming a Limited Company”, Dublin: Combat
Poverty Agency 1996, p. 2.

120 Part 1, Article 3 (3) of the Companies Act 2006; Limited liability for the mem-
bers of the ICA is established in Article 5 of the Articles of Association of the
International Cotton Association (to access: https://www.ica-ltd.org/wp-content/
uploads/2018/10/Articles_Nov2018.pdf).

121 Article 110 of the Articles of Association of the International Cotton Associa-
tion.

122 J. Clarke, “Managing Better: Becoming a Limited Company”, Dublin: Combat
Poverty Agency 1996, p. 2; J. Law, “A Dictionary of Law”, Oxford: Oxford Uni-
versity Press 2015, p. 371.

123 Bylaws and Rules of the International Cotton Association Limited of 2018 (to
access: https://www.ica-ltd.org/media/layout/documents/rulebooks/2018-11-rule
book-en.pdf).

124 https://www.ica-ltd.org/about-ica/our-board/.
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the ICA Bylaws and Rules (2018)) who have the same competences (Bylaw
104) and elect committees and their Chairmen (Bylaw 407 of the ICA By-
laws and Rules (2018)). These committees discuss various topics of impor-
tance in the transnational cotton industry. The third layer that completes
the organizational governance within the ICA concerns the Arbitration
Tribunal and can be found in Sections 3 and 4 of the ICA Bylaws and
Rules (2018). This disciplinary procedure is thoroughly discussed in Para-
graph 5.

Figure 6: Institutional structure within the ICA

’ Executive ‘ ’ Judicial

[i] Ordinary Directors
Elects [ii] Associate Directors
Annual Flects Arbitration
General Tribunal
Meeting .
[iii] President Board of

[iv] First Vice President ~ —
[v] Second Vice President

[vi] Treasurer ’7

[vii] Immediate past -
President

Directors

4. Membership

According to the website of the ICA, the association has more than 550
members internationally and perceives itself as the world’s leading interna-
tional trade organisation and arbitration provider in the international cot-
ton trade.!?> As can also be seen on the association’s website, members are
divided into two classes.!?¢ The first class comprises private individual
members or natural persons.'?” The second class includes member com-
panies that, according to Bylaw 100(21) of the ICA Bylaws and Rules

125 https://www.ica-ltd.org/about-ica/.

126 See also Article 1 of the Articles of Associations of the International Cotton As-
sociation.

127 Currently there are 238 private individual members. See https://www.ica-ltd.org
/safe-trading/member-search/.
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(2018) fall within one of the following five categories.!?® The first category
concerns a “principal firm”, which includes firms that are merchants, pro-
ducers or mills and are registered as such under the Bylaws (Bylaws
100(24) and 405(1) of the ICA Bylaws and Rules (2018)). The second cate-
gory encompasses an “association member firm”, which comprises produc-
ers or mills that are also members of an affiliated association related to the
cotton industry that declared its support of the Bylaws and principles of
the ICA (Bylaw 405(4) and (5) of the ICA Bylaws and Rules (2018)). The
third category includes an “affiliate industry firm”, which signifies a com-
pany or organisation that provides a service to the cotton trade and is regis-
tered as such under the Bylaws (Bylaws 100(17) and 405(2) of the ICA By-
laws and Rules (2018)). The fourth category entails an “agent firm” that
brings a principal firm into contractual relationships with other parties
and is registered as such under the Bylaws (Bylaws 100(18) and 405(3) of
the ICA Bylaws and Rules (2018)). The last category is the company related
to a principal firm or an affiliate firm (i.e. a “related firm”) (Bylaw 100(29)
of the ICA Bylaws and Rules (2018)).

Following this taxonomy, one can draw the conclusion that member-
ship is open for almost all individual persons and firms that at least have
some connection to the cotton industry. Yet, granting membership is not
straightforward. Each firm seeking membership needs to comply with Ar-
ticles 6 to 17 of the Articles of Association of the ICA and Bylaws 400 to
405 of the ICA Bylaws and Rules (2018). Following these rules, a potential
member that has a connection with the cotton industry and that falls with-
in the above described definition of membership needs to fulfil three addi-
tional requirements prior to being accepted.'? First, the potential member
must be proposed by two members of the ICA (Article 13.1 of the Articles

128 Currently there are 324 member firms. See https://www.ica-ltd.org/safe-trading/
member-search/.

129 For historic reference only, at a meeting on 18 February 1841 Messrs, Clare and
Gill proposed the following resolution that was accepted unanimously: “no indi-
vidual shall be admitted a member of the Association unless he shall have served an
apprenticeship as a broker in an office where the cotton brokerage business is carried
on, or have been in business at this port for three years at the least as a cotton broker,
and unless such individual shall be proposed and seconded in the usual manner after
one week’s notice having been given, and the meeting generally by a majority thereof
approves him as a member. [...] That in future no individual shall have a right of
membership in consequence of his being taken into partnership by any existing mem-
ber, and that those individuals only who have the management of the cotton depart-
ment in concerns carrying business as general brokers, are eligible as members, being
duly elected, or being already members of the Association”. See T. Ellison, “The cot-
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of Association of the ICA) that are both resident in different countries (Ar-
ticle 13.3 of the Articles of Association of the ICA) without being a mem-
ber within the same firm as the candidate (Article 13.2 of the Articles of
Association of the ICA). If a potential member cannot find two members,
the President of the ICA may second as a locum tenens (Article 13.4 of the
Articles of Association of the ICA). An application requesting membership
can be rejected when a member has filed objections to the application
within a six-day deadline following the application for membership, unless
directors overturn the disapproval (Articles 16 and 17 of the Articles of As-
sociation of the ICA). Second, the potential member firm must provide in-
formation to the directors of the ICA, including the constitution, capital
and nature of the firm (Article 15 of the Articles of Association of the
ICA). Third, the potential member must pay a registration fee (Bylaw
404(1) of the ICA Bylaws and Rules (2018) and Article 38.1 of the Articles
of Association of the ICA).

S. Specialized commercial arbitration
a. A dichotomy of arbitration forms

In addition to maintaining trading rules, the ICA provides a well-organ-
ised system of specialized commercial arbitration after a dispute arises. In
fact, it provides two forms of arbitration.!3® The first concerns “quality ar-
bitration” for disputes arising from the manual examination of the quality
of cotton and/or erroneous quality characteristics that can only be deter-
mined by “instrument testing” (Bylaw 300(1) of the ICA Bylaws and Rules
(2018)). The second form pertains to “technical arbitration” and addresses
all other non-quality disputes when the value of a dispute is above $75,000
(Bylaw 300(1) of the ICA Bylaws and Rules (2018)). In the event a disputes
falls below this monetary sum, “small claims technical arbitration” is appli-
cable (Bylaw 316(1) of the ICA Bylaws and Rules (2018)). Both forms of

ton trade of Great Britain: including a history of the Liverpool cotton market and of
the Liverpool Cotton Brokers' Association”, London: Effingham Wilson 1886, p.
184. This illustrates that already in the 19™h century some extra requirement
needed to be met by potential members in order to gain membership of the
ICA.

130 https://www.ica-ltd.org/arbitration/.
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arbitration are available to members of the ICA, but also to non-members
that contracted under the ICA Bylaws and Rules (2018).13!

b. Selection of arbitrators
1. Quality arbitration

The arbitration tribunal of the ICA with regard to quality arbitration is
normally composed of two arbitrators (Bylaw 331(1) of the ICA Bylaws
and Rules (2018)), one selected by the claimant and one by the defendant
(Bylaw 332(3) of the ICA Bylaws and Rules (2018)), unless the parties to
the conflict unanimously agree that one arbitrator is sufficient to offer re-
dress (Bylaw 332(1) of the ICA Bylaws and Rules (2018)). More specifical-
ly, the claimant must propose an arbitrator to the defendant, either by in-
forming the defendant that it wishes to have a sole arbitrator (Bylaw
332(1) of the ICA Bylaws and Rules (2018)) or not (Bylaw 333 of the ICA
Bylaws and Rules (2018)).132 In the event of choosing only one arbitrator,
the defendant can within a timeframe of 14 days either accept (by acquies-
cence) the sole arbitrator or appoint a second arbitrator (Bylaws 332(1) and
334 of the ICA Bylaws and Rules (2018)). The selection of this person must
then be accepted (by acquiescence) or rejected within a timeframe of seven
days (Bylaws 332(2) and 335(1) of the ICA Bylaws and Rules (2018)). If the
claimant does not ask the defendant to nominate a sole arbitrator, the de-
fendant also has 14 days to nominate a second arbitrator and, following
such selection, the claimant again has seven days to file reasoned objec-
tions (Bylaws 333 and 335(1) of the ICA Bylaws and Rules (2018)). Provid-
ed that a party fails to nominate or find a replacement, the President of the

131 In quality arbitration non-members must also apply for arbitration (Bylaw
330(1) of the ICA Bylaws and Rules (2018)). In relation to technical arbitration
such requirement seems non-existent. However, it is likely that non-members
must also register for arbitration (Bylaw 330(1) of the ICA Bylaws and Rules
(2018) by analogy).

132 Choosing an arbitrator must be a well-contemplated choice, as arbitrators can
adjudicate based on their political ideology and/or any other bias and may act in
self-interest to further their career. See P. Nunnenkamp, “Short Note: Biased Ar-
bitrators and Tribunal Decisions Against Developing Countries: Stylized Facts
on Investor-state Dispute Settlement”, Journal of International Development 2017,
p. 851. Whereas Nunnenkamp makes these truisms with regard to international
investment arbitration, in my opinion, they also apply to specialized commer-
cial arbitration.
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ICA can nominate a substitute arbitrator (Bylaw 335(2) of the ICA Bylaws
and Rules (2018)). As a prerequisite, a period of 14 days following a notice
of that intention must have elapsed (Bylaw 335(3) of the ICA Bylaws and
Rules (2018)). However, either party can appeal this intention to the Board
of Directors within seven days of that timeframe (Bylaw 336(4) of the ICA
Bylaws and Rules (2018)).

After two arbitrators are confirmed and contingent upon disagreement,
both parties have 21 days to appoint a referee to resolve the dispute (By-
laws 331(2) and 336(3) of the ICA Bylaws and Rules (2018) by analogy).!33
Interestingly, to be selected as a referee or an arbitrator, a person must be a
member of the ICA (Bylaw 331(3) of the ICA Bylaws and Rules (2018))
who has successfully completed the basic level examination and advanced
training that focuses on contract law and the Sales of Good Act 1979, arbi-
tral issues and application of the Arbitration Act 1996 to the cotton mar-
ket.!3* There is no prohibition on lawyers being selected as an arbitrator.
For non-members of the ICA that contract under the Bylaws of the ICA
with memb