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I. INTRODUCTION

CLASSICAL TRADE THEORIES ASSUME perfect competition, full 
knowledge on the part of all parties, no technology advantage, 
and no barriers to entry into the market.1 While these theories do 

seem to recognize that tariffs and quotas distort markets (tariffs can be 
so high as to preclude trade),2 critics of traditional trade theory argue 
that these assumptions are problematic and that only by drawing upon 
the other branches of economics can trade theory even begin to explain 
international trade.3

Most traditional trade theory has specifically ignored the costs asso-
ciated with transactions resulting from the production and consumption 
of tradable products,4 including the costs associated with contract nego-
tiation, formation, and enforcement in the event of a breach. Recently, 
some work has been done in the modeling of transaction costs;5 however, 
transaction costs remain largely ignored by most trade theorists. 

This article begins by outlining an example of classical trade theory, 
highlighting the inherent weaknesses in such theory with respect to the 

* J.D. (Bowen School of Law, University of Arkansas at Little Rock), LL.M. (George 
Washington University), Ph.D. (University of Texas). Assistant Professor of Legal 
Studies, College of Charleston School of Business and Economics.
1 See Adam Smith and David Ricardo, among others.
2 Jagdish N. Bhagwati & T.N. Srinivasan, "Some Extensions of Ricardian Theory" 
in Lectures on International Trade (Cambridge, Mass: MIT Press, 1983) at 45-47. 
3 John. H. Dunning, "What's Wrong (Right) with Trade Theory?" in Alliance 
Capitalism and Global Business (London: Routledge, 1997).
4 Dunning, ibid. at 123.
5 John Wenli Cheng, Jeffrey Sachs, & Xiaokai Yang, "An extended Heckscher-Olin 
model with transaction costs and technological comparative advantage" (2004) 23 
Economic Theory at 671-xxx; Wei-Ping Wu & W.L.Choi, "Transaction Cost, Social 
Capital and Firms Synergy Creation in Chinese Business Networks: An Integrative 
Approach" (2004) 21:3 Asia Pacific Journal of Management 325; Keith D. 
Brouthers, Lance Eliot Brouthers, & Steve Werner, "Transaction Cost-Enhanced 
Entry Mode Choices and Firm Performance" (2003) 24 Strategic Management 
Journal at 1239-49; Ernst Verwaal & Bas Donkers "Customs-related Transaction 
Costs, Firm Size and International Trade Intensity" (2003) 21 Small Business 
Economics 257.



classical omission of transaction costs; by way of contrast, the article 
then examines The New Institutional Economics, as developed by Oliver 
E. Williamson. This later, still-developing body of theory attempts to 
account for transaction costs in economic analysis through the develop-
ment of institutions (though not specifically with reference to interna-
tional trade). Finally, the article presents a review of the goals and out-
comes of the Convention on Contracts for the International Sale of Goods 
(CISG). The CISG represents an effort to address the most significant 
transaction cost for international trade–uncertainty of contract–faced by 
the most significant players in international trade, the multi-national 
enterprises (MNEs). The article concludes with a discussion of the role of 
legal regimes, such as the CISG, in economic theory.

II. STRATEGIC TRADE THEORY 

STRATEGIC TRADE THEORY IS RELATED to another branch of eco-
nomics: industrial organization or industrial economics. Traditional 
industrial economics has relied on a structure-conduct-perfor-

mance paradigm.6 A market structure produces certain conduct on the 
part of the firm that results in a set performance: structure is exogenous, 
and conduct and performance are predetermined by the structure of the 
market. Later industrial economic theory has increasingly drawn from the 
tools of microeconomic theory, including models of imperfect competition 
and game theory.7 Game theory, in fact, served as the acknowledged basis 
for strategic trade theory.8

The traditional unit of analysis of industrial economic theory is the 
firm. A firm is generally defined as any non–governmental, economic 
entity other than an individual, which is still capable of agency. Since the 
firm is the traditional unit of analysis of industrial economics, and–as 
a matter of revision of the traditional view–it is the major contention of 
strategic trade theory that the nation achieves its greatest impact in trade 
by serving as an ally of the firm in the international arena.9 Specifically, 
strategic trade theory suggests that a firm engaged in selling a product to 
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more than one country may utilize several strategies:10

(1)   The firm may produce in the home market and export 
to the foreign market (export);

(2)   The firm may produce in the foreign market, for sale  
there, by opening a plant (foreign direct investment); 
or

(3)   The firm may arrange a license with a foreign firm to 
sell its product in a foreign market (cross-border con-
tract). 

While the firm may select from these strategies, a nation may also 
adopt certain strategic trade and industrial policies of its own, which 
can influence the three areas described above.11 It is a major contention 
of strategic trade theory–as well as a matter of revising the traditional 
view–that the nation achieves its greatest impact in trade by serving as 
an ally. Nations can serve as allies through participation in regional trade 
groups such as the North American Agreement on Free Trade (NAFTA) 
or through alliances that serve their industrial policy. Through coopera-
tive efforts of uniform trade policy, blocks of nations can achieve mutual 
goals, e.g. trade embargoes against rogue nations. This challenges the 
established mix of comparative advantage and free markets and concedes 
that perfect competition rarely exists in the international market. In 
other words, perfect competition is virtually non-existent in international 
markets because some nations' policy choices will prove more conducive 
to or advantageous over the other strategies available to the firms. As 
a practical matter, national policy choices present, at the very least, an 
additional variable for inclusion in any theoretical consideration of com-
parative advantage and free markets.

If strategic trade theory were expanded to take account of the impor-
tance of transaction costs in any explanation of international trade, the 
logical conclusion would be that governments could assist domestic firms 
in one of several ways. First, the government could grant export subsi-
dies or provide tax incentives for foreign direct investment. These are 
predictable strategies under present strategic trade theory; however, with 
the addition of transaction costs to the analysis, it becomes evident that 
these are strictly negative initiatives designed to inhibit trade through the 
creation of transaction costs. If transaction costs were part of the theory, 
another strategy would present itself - the reduction of transaction costs 
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through the harmonization of pertinent domestic laws with those of 
potential trade partners. This harmonization could greatly enhance trade 
opportunities by reducing transaction costs.

Strategic trade theory further asserts that government intervention 
can raise national welfare by shifting oligopoly rents from foreign to 
domestic firms.12 In Brander's and Spencer's germinal analysis in this 
area,13 they assume two firms, both located in a country that has no 
domestic demand for the firms' industry's products, and therefore, must 
export to a third country. For each country, their analysis holds: nation-
al welfare can be identified with the profits earned by its firm. Using 
Cournot competition, Brander and Spencer conclude that government 
policy acts much like investment in excess capacity in entry deterrence 
models, i.e. it serves to alter the "game" in a way that benefits domestic 
firms. In other words, these authors hold that a nation can provide its 
firms an advantage through strategic industrial trade policy, which works 
as a barrier to foreign firms. Once again, this analysis would benefit from 
a focus on the removal of barriers in the form of transaction costs, rather 
than merely positing the erection of new, governmentally imposed barri-
ers to the free flow of trade.

Other ways in which strategic policy has been used to increase domes-
tic welfare include the imposition of tariffs to protect a domestic industry 
while it establishes itself (infant industry argument), or while it learns to 
reduce its marginal cost to compete in the foreign market.14 United States' 
law, for example, allows firms some protection through the imposition of 
subsidies while they are regrouping from unfair competition sustained at 
the hands of foreign firms, e.g. dumping.15 It may prove helpful here to 
distinguish between countervailing duties and anti-dumping duties. The 
latter are imposed in cases where a specific industry is injured or threat-
ened with injury, while the former can be imposed if a country determines 
that subsidies are harming its producers.16 However, this too does not 
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explain trade so much as makes its practice all the more problematic.
Finally, a major weakness with strategic trade theories is their focus 

on the national firm, since the true players in the trade of cross-border 
goods are multinational enterprises (MNEs).17 Markusen and Venables 
introduced MNEs into the standard oligopoly model of the new trade 
theory. They concluded that MNEs arise endogenously and become more 
important than national firms relative to trade as nations become more 
similar in relative endowments, i.e. as world income grows.18 The increas-
ing importance of MNEs serves to highlight the weaknesses of extant 
industrial theories like strategic trade theory because MNEs tend to be 
much less advantaged by the welfare strategies than that theory suggests. 
The success of MNEs flies in the face of strategic trade theory's implied 
outcomes.

Transaction cost economics, a developing area in economic theory, 
could provide the needed correction to existing notions such as strategic 
trade theory. The subject of transaction cost economics is examined in 
the next section.

III. TRANSACTION COST ECONOMICS

THE TRANSACTION COST APPROACH to the study of economic 
organization treats the transaction as the basic unit of analysis.19 

Oliver E. Williamson's work in the field is a direct extension of the 
Coase Theorem developed by Ronald H. Coase.20 Posner paraphrased the 
theorem, "if transactions are costless, the initial assignment of a property 
right will not affect the ultimate use of the property...the property will 
be put to its most productive use regardless of the initial assignment 
of rights."21 Therefore, the greatest efficiency in economic transactions 
is achieved when costs are the lowest. It is precisely for the purpose of 
reducing transaction costs to their lowest that Williamson says the firm 
has evolved at all.22 

Transaction cost analysis can be applied to the evolution of the firm 
at three levels: the overall structure of the firm, the activities of the firm 
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(efficient boundaries), and the organization of human assets.23 The trans-
action is the most common unit of economic analysis24 and transactions 
occur when a good or service is transferred across a technologically sepa-
rable interface. The economic friction experienced by this transfer is a 
transaction cost.25

By Williamson's standard, transaction cost analysis involves the 
comparison of costs under alternative structures, taking into consider-
ation the costs of planning, adapting, and monitoring task completion.26 
Two behavioural assumptions underpin Williamson's analysis: (1) the 
bounded rationality of human agents and (2) the temptation to opportun-
ism by these same agents.27 These two transaction costs limit certainty 
of contract and thus, trade. Also, these same two transaction costs are 
not addressed by any legal regime that purports to foster certainty of 
contract.

Previously proposed typologies of economic transactions have focused 
on several key factors including uncertainty, frequency, and asset speci-
ficity.28 If a transaction is unique, the transaction costs will be high; 
however, if it is a routine transaction, high transaction costs will abate as 
firms learn the routine.

The basic assumptions of transaction cost analysis hold that (1) 
markets and firms are different yet interchangeable mechanisms for 
completing transactions; (2) the cost to the firm will determine if it elects 
to use its own resources or the market for the transaction; and (3) trans-
action costs will vary across markets due to human and environmental 
factors.29 The key environmental factors are uncertainty and the number 
of firms, while the human factors are bounded rationality and opportun-
ism. Firms will utilize markets if there is less uncertainty, more competi-
tion, and an enforceable limitation on opportunism.30 

Transaction costs have also been defined as the costs of running the 
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economic system,31 market and managerial costs,32 or measurement and 
enforcement costs.33 Market costs are comprised of bargaining, negotia-
tion, and information costs, such as the costs of preparing contracts, con-
cluding contracts, and enforcing contracts. Managerial transaction costs 
include the management of labour contracts. Measurement costs are 
those involved in determining the value and price of a good, while enforce-
ment costs are those attributed to the legal process that will enforce the 
bargain and the right to contract. The transaction costs of import here are 
the market and enforcement costs in the international arena.   

John Dunning prepared a typology of the nature of the transactions 
possible in international trade.34 Dunning described the transfer of assets 
and products as taking three organizational forms:
 

(1)  the spot market (which implies arm's length transactions); 
(2)   the inter-firm alliance or network; and 
(3)  the hierarchies of firms that internalize transaction costs.

Dunning argues that classic international trade transactions were 
of the spot market variety, however, since the Second World War, more 
trade is conducted on a hierarchical level, intra firm.35 The MNE, in that 
context, becomes a more significant player than the national firm.36

Spot transactions carry more risk than those of a hierarchical nature. 
This is because spot transactions occur in the open marketplace among 
unrelated firms negotiating at arm's length, and are not routine business 
for the firms engaged in those transactions. Globalization and specializa-
tion increase transaction costs for all types of transactions, but especially 
for spot or arm's length transactions.37

The Convention on Contracts for the International Sale of Goods 
(CISG) addresses the reduction of these transaction costs, including those 
of contract negotiation, formation, and dispute resolution. Negotiation 
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costs are reduced by the existence of a shared law that deals with the 
formation and dispute resolution of the contract. Specifically, the reduc-
tion of transaction costs is addressed by the CISG in two significant ways. 
First, it establishes a single rule of law, which should reduce cross-border 
contract negotiation, and addresses the issue of rationality by making 
contracting more feasible and predictable. Second, through its applicabil-
ity in all signatory courts, the CISG should reduce the transaction cost 
of contract enforcement by providing legal redress for overly aggressive 
opportunism.

The CISG sets forth rules governing transactions for the sale of goods 
between entities located in signatory states, and has been likened to an 
international Uniform Commercial Code (UCC). As a treaty, it is the law of 
the land in the U.S. and applies automatically to transactions that meet 
the jurisdictional requirements. Commercial parties, provided they are 
aware the CISG applies, may opt out of its application and select law and 
forum of their choice. The CISG is the law in over sixty countries, coun-
tries of which account for two thirds of global trade.38 While the advent 
of the MNE is a method for minimizing transaction costs within the firm 
through horizontal and vertical integration aimed at cost reduction, firms 
engaged in spot transactions must seek cost reductions in other ways. 
The CISG, as a new institution of global economics, seeks to provide just 
such a reduction in cost.

IV. NEW INSTITUTIONAL ECONOMICS 

THE NEW INSTITUTIONAL ECONOMICS holds that institutions are 
significant economic structures.39 The traditional neoclassical view 
that transaction costs do not exist in a perfectly competitive market 

is contrary to the thinking of the new institutionalists. The latter believe 
that imperfect foresight (what will the future bring?) and asymmetric 
information require institutions to play a pivotal role in the economy by 
managing transaction costs.40

According to this view, institutions are the sets of rules, formal or 
informal, that shape human interaction, provide structure to activity, and 
reduce uncertainty.41 These new institutionalists argue that an institu-
tion or an institutional structure is generally introduced by some legiti-
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mate authority, which Williamson terms as "intentional governance."42 
His main assertion is that institutions evolve to reduce transaction costs. 
The United Nations Commission on International Trade Law (UNCITRAL) 
and its work are examples of this.

The stated purpose of UNCITRAL is to harmonize international trade 
law to facilitate trade.43 UNCITRAL is, as suggested by Williamson's 
theory, a legitimate authority of the combined sovereigns of its member-
ship, and it introduced the CISG as the institutional structure designed 
to reduce uncertainty. Thus, the CISG fulfills Williamson's definition of 
intentional governance in all respects.44

The proposition that lack of such institutional infrastructure can serve 
as a barrier to trade is highlighted by the current research on Eastern 
Europe.45 New republics that previously did not recognize private proper-
ty interests and do not have established rules of law are finding it difficult 
to attract trade. Firms will not risk spot transactions; they must be able 
to rely on the enforcement of contracts or property rights to engage in any 
trade, particularly spot transactions. Trust must first be developed either 
through identity of parties (known trading partners with established rela-
tionships) or through the confidence of a law of contract.46

UNCITRAL and the CISG, as institutions of formal rules, can increase 
the level of trust between parties, but only to the extent the parties are 
willing. It is certain, however, that the CISG increases confidence some-
what by codifying international contract law.47 This was the clear inten-
tion of its drafters, as evidenced by the text of the CISG:

(c)   The draft Convention constitutes a significant achieve-
ment in the unification of international commercial law 
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(Portugal, Yugoslavia). As a result, it will serve to facili-
tate international trade and diminish the risk of con-
flict between the parties to a sales contract (Sweden).

 
(d)   The practical application of the draft Convention by 

practitioners will be made easy by the fact that it has 
been drafted in a flexible manner (Portugal) and the 
solutions chosen to a great extent comply with the 
need for simplification and clarity (Sweden).

(e)    The Convention will be of major international impor-
tance and have a great prestige, particularly in the 
developing countries, since they participated in its 
elaboration and since it can reasonably be expected 
to play a significant role in the modification of the 
existing rules of the international sale of goods, which 
do not protect sufficiently the interests of the weaker 
contracting party (Yugoslavia).

United Nations Document A/CONF.97/9 [Original: English] 
[21 February 1980]

Clearly, the drafting nations intended the CISG to address issues of 
contract specificity and uncertainty, as these factors have been identified 
as trade deterrents.48 Even though the CISG allows firms to opt out, like 
the Uniform Commercial Code, it may still provide courts with a useful 
default.49 In the end, by design or by default, the CISG itself stands as a 
testament to its drafters' belief that unmanaged transaction costs lead to 
economic inefficiencies.

International agreements create the larger international regulatory 
framework that MNEs and domestic firms must deal with in the ordi-
nary course. On the international level, international agreements exist 
to manage trade, such as the General Agreement on Tariffs and Trade 
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(GATT),50 the World Trade Organization (GATT's successor), and various 
regional agreements like NAFTA, MERCOSUR and the E.U. However, as 
noted above, these agreements create limited individual rights, relying 
rather on the rights and obligations of nations.51 Firms may petition their 
governments for assistance in the event a firm or industry is injured by 
unfair trade practices,52 but it ultimately remains at the government's 
discretion to pursue the matter. Private parties can pursue remedies 
available under domestic law but are limited to local jurisdictional 
requirements and to defences of sovereign immunity.53

The CISG goes further. By harmonizing the rule of law on contracts 
for the international sale of goods, signatory nations seek to assist their 
domestic firms in competing in the global marketplace. They do this not 
by negative strategies that approach subsidy status, but by the more 
positive means of reducing the transaction costs of contract formation, 
negotiation, and enforcement. The value of the CISG is that it is an "insti-
tution" in the sense that term is used by new institutional theory. As a 
rule of contract law, the CISG addresses two fundamental problems of 
economic theory: bounded human rationality and unfettered opportun-
ism.

A regime like the CISG reduces transaction costs not only practically 
in the day-to-day operations of firms, but by de-emphasizing the conflict 
of laws, it diminishes the importance of MNEs and state/taxpayer-spon-
sored welfare. As a result, it is hoped that more, and even smaller firms, 
can compete and become viable in international commerce. Further, if 
the CISG is an effective "institution" to facilitate trade, the production 
advantages, hypothesized by classical industrial economic theory, would 
likely increase. That is, if the trade field is levelled, production advantages 
among nations will become a more significant variable. In sum, greater 
economic efficiency will accrue to all actors.
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V. CONCLUSION

THE NEW INSTITUTIONAL ECONOMICS holds that the institu-
tions that governance produces actually do matter: the "play of the 
game,"54 in Williamson's words, is a necessary component to the 

allocation of property rights, and that the contract is as important as the 
property right it conveys. 

Generally, contract rights are left to the parties and resolved through 
private ordering. When institutions develop to facilitate these contractual 
rights, the unit of analysis becomes the transaction. To the extent that 
such an institution can be designed to reduce costs, efficiency and oppor-
tunity will be maximized for the parties to the transactions. 

The work of UNCITRAL, and specifically the CISG, meets this thresh-
old. The CISG is an act of governance and an institution: sovereign 
nations came together to negotiate a uniform law of contract, thereby 
creating a system of laws shared amongst all signatories. The method in 
which this created institution is used by the signatory nations, however, 
may also be a tool of strategic trade theory. Regimes, such as the CISG, 
can become either an impediment to the free flow of commerce by creating 
an additional layer of bureaucracy or institutions that reduce transaction 
costs through the negotiation and harmonization of those regimes. If the 
view of strategic trade theory is government influence operating to benefit 
domestic producers, then the mere ratification of the CISG by a signatory 
is an exercise of strategic trade. By adopting the CISG, that nation has 
minimized transaction costs for some of its firms, hopefully allowing them 
to be more competitive than those nations who have not.

Still, it is one of the fundamental tenets of economic theory that actors 
reserve at least a modicum of free will. At the individual level, factors 
such as taste, personal preference, individual talent and capability all 
impact economic outcomes. In the international realm, the method in 
which a signatory nation interprets and enforces an agreement like the 
CISG allows for variance from the intended outcome, and is thus another 
potential area of strategic choice. For example, if a nation fails to honour 
the international spirit and obligations of the CISG through its court 
system, then it has chosen a strategy that may favour domestic firms over 
more cost-efficient foreign concerns. It is true that the literature is replete 
with witnessing references that the CISG remains underutilized,55 and 
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signatory courts continue to interpret it in self-serving ways.56 
Legal regimes increase in importance as the marketplace expands 

across borders. These regimes can become impediments to the free flow 
of commerce. Nations that choose to assist domestic firms by reducing 
transaction costs can order contracts through the negotiation of har-
monization of these regimes. Harmonization should operate to minimize 
some transaction costs of contracting by providing transparency of rules 
and self-enforcement through national courts. The paradox remains that 
nations reserve the right to engage in strategic trade, even at the level of 
enforcement. However, just like the vagaries of humans, individual dif-
ferences and prejudices do not discount socio-economic theories in total, 
so too, tendencies to chauvinism and nationalistic impulse should not 
and cannot negate the importance of international legal regimes to trade 
theory.
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