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1 INTRODUCTION  

1.1 The role of the FMLC is to identify issues of legal uncertainty, or 

misunderstanding, present and future, in the framework of the wholesale financial 

markets which might give rise to material risks and to consider how such issues 

should be addressed. 

1.2 This Paper, therefore, does not comment on policy issues other than as necessary 

to deal with issues of potential uncertainty or misunderstanding. 

1.3 The FMLC considers that the development of a European contract law 

(whichever form this might take) is an area in which legal uncertainty is very 

likely to be created.  This response does not attempt to identify all the possible 

uncertainties that might arise (given the size of the Draft Common Frame of 

Reference (the “DCFR”), this task would be a very substantial one). Instead, we 

identify three particular types of legal uncertainty that may arise, as follows: 

a. possible challenges to the constitutional basis for enacting a European 

contract law;  

b. legal uncertainties of the type that might arise in connection with the 

introduction of any new body of law; and 

c. substantive legal uncertainties arising from the content of the DCFR. 

1.4 The FMLC’s experience is that legal certainty is of fundamental importance to 

the functioning of the financial markets.  To take an example, participants in the 

financial markets require an appropriate legal opinion to be given on a contract in 

order for the contract terms to be treated as binding for regulatory, capital and 

risk purposes. If, for example, there is uncertainty about the legal effect of a given 

term (such as close-out netting) this uncertainty will be reflected in a qualification 

to the legal opinion. In the case of close-out netting, the uncertainty about the 

enforceability of that term will impact not only on the institutions party to that 

trade (for example, by requiring them to account for their positions on a gross 

rather than a net basis), but also on the other institutions with exposure to those 

parties. In this way, legal uncertainty about a contractual term can quickly have a 

widespread effect on trade in the financial markets.   
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1.5 While established legal systems typically used to govern transactions in the 

financial markets feature their own areas of uncertainty as case law develops or 

new legislation is introduced, market participants typically have a high level of 

confidence in the certainty provided by those legal systems.  The introduction of 

a new system (whether as an optional instrument or a mandatory instrument) 

carries a real risk of introducing both an initial period of “bedding down” 

uncertainty and an ongoing period of uncertainty as divergent interpretations of 

the rules emerge.  A new system based on the DCFR would also carry with it the 

risk of substantive uncertainties arising from rules which do not give market 

participants a high degree of confidence that contracts will be enforced in 

accordance with their terms.  

2 CONSTITUTIONAL BASIS FOR ENACTING A EUROPEAN CONTRACT 

LAW 

2.1 Doubts about the constitutional basis for either an optional or mandatory 

instrument have been well rehearsed elsewhere (and, indeed, recognised by the 

European Parliament itself).1  Even without analysing the merits of the possible 

constitutional bases, it is apparent that uncertainty exists as to the legal basis for 

enacting such an instrument.  Nonetheless, we briefly examine below the principal 

possible sources of constitutional power below. 

Mandatory Instrument 

2.2 Article 114 of the Treaty on the Functioning of the European Union (“TFEU”) 

provides for measures to be adopted “for the approximation of the provisions laid 

down by law, regulation or administrative action in Member States which have as 

their object the establishment and functioning of the internal market”.  While it is 

clear that, were a mandatory instrument to be adopted, this would have the effect 

of approximating Member States’ contract laws, it is not clear (i) that this would 

contribute to the functioning of the internal market; or (ii) that such an action 

would be consistent with the principles of subsidiarity and proportionality.   

                                                      

1  See “The Common Frame of Reference: an optional instrument?” 

http://www.europarl.europa.eu/studies. 
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2.3 In order for the enactment of such an instrument to be possible under Article 114, 

it would be necessary to show that the internal market is not functioning optimally 

in some way, and that the introduction of a European contract law would 

ameliorate the problem identified. While the Commission has identified certain 

problems—that some businesses refuse to sell cross-border, for example—it has 

not provided evidence that these problems are caused by divergences in national 

contract law.  Indeed, the Green Paper cites the statistic that in 61% of cross-

border e-commerce offers consumers were not able to place an order mainly 

because businesses refused to serve the consumer’s country, while the report from 

which this statistic is taken highlighted that this was largely due to technical 

problems or payment options not being available, rather than due to divergent 

contract laws.2  Other contributing factors might include language barriers, 

divergent packaging requirements, delivery pricing, divergent procedural 

requirements relating to claims and so on.  It is not obvious that such problems 

would be solved by a European contract law.  Even if such evidence can be 

provided that divergences between national contract laws are a barrier to trade and 

that this barrier would be removed by a European contract law, it would only 

justify measures relating to consumers and small and medium enterprises 

(“SMEs”).  

2.4 Article 352 TFEU provides power to adopt measures which are necessary to attain 

one of the Treaty objectives where the Treaties do not otherwise provide the 

power.  This wider power, whilst requiring the consent of the Parliament, the 

Commission and unanimity in the Council, might provide a wider basis for 

adopting a European contract law.  We note however, that the provision explicitly 

requires the measures to be necessary to achieve one of the Treaty objectives, and 

that the uncertainties highlighted above in relation to Article 114 would therefore 

apply equally. 

2.5 Moreover, if a lack of cross-border trade is identified and correctly attributed to 

divergences in national contract law, it is not clear that a mandatory European 

contract law is the most appropriate way of resolving this. In the FMLC’s view, 

                                                      

2  See http://ec.europa.eu/consumers/strategy/facts_en.htm#E-commerce. 
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there is a risk that such a measure (whichever Treaty Article is used as a basis for 

adoption) would be inconsistent with the principles of subsidiarity and 

proportionality.   In respect of consumers, measures such as the Consumer Rights 

Directive and a revision of the current legislation regarding E-commerce are 

arguably a more appropriate forum for addressing such issues and would not 

involve the replacement of Member States’ entire bodies of contract law (even if 

restricted to cross-border transactions).  In respect of businesses, an optional 

instrument (or indeed simply publication of the DCFR) would achieve the same 

aims with less impact on Member States’ national laws: businesses who wished to 

contract subject to the terms of the DCFR would be free to do so and those that 

wished to use an established legal system would also be free to do so.  In this way, 

the demand for a uniform code can be tested in the market place.   

Optional Instrument  

2.6 Article 114 has most frequently been suggested as a possible basis for an optional 

instrument. It is, however, difficult to see how an optional instrument could be 

said to have the purpose of approximating Member States’ laws.  If the European 

contract law is recognised as a model of sound legal principles and clear drafting, 

it may be that Member States’ legal systems will over time adopt parts of the code 

and therefore become more similar. However, this is at best an indirect side-effect 

of the law.   

2.7 Alternatively, Article 352 has been put forward as a basis for an optional 

instrument. For the reasons highlighted above in relation to a mandatory 

instrument, the FMLC considers that there is uncertainty as to whether there is 

sufficient evidence to show that an optional law is necessary to enhance the 

functioning of the internal market.  Without firmer evidence that such a law is 

necessary, the FMLC considers that legal challenges to an instrument based on 

Article 352 are a real possibility.  Article 81 TFEU provides that  

“the Union shall develop judicial cooperation in civil matters 

having cross-border implications, based on the principle of 

mutual recognition of judgments and of decisions in 

extrajudicial cases. Such cooperation may include the 
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adoption of measures for the approximation of the laws and 

regulations of the Member States.”   

2.8 With respect, we suggest that the use of Article 81 as a basis for an optional law is 

misplaced.  Article 81 is generally understood to refer to procedural matters rather 

than adoption of a substantive body of law: the Article refers, for example, to the 

recognition of judgments, service of judicial documents, training for the judiciary 

etc.  The FMLC is not aware of any instances of this Article having been used as 

the basis for the adoption of substantive European laws and respectfully suggests 

it does not provide a sound basis for adoption of an optional code in this instance. 

2.9 Article 169 TFEU has also been suggested in some circles as providing a possible 

basis. However since this Article only refers to protection of consumers, the 

FMLC does consider that it is a possible candidate for a wider-ranging instrument 

than one dealing only with consumers. 

2.10 In the FMLC’s view, there is a real possibility that, if an optional or mandatory 

instrument is enacted on the basis of one of the Treaty Articles considered above, 

market participants (and Member States) will be hesitant to use the law for fear 

that it was invalidly enacted.  It is likely that a legal challenge to the constitutional 

basis of the law would be brought, causing further uncertainty pending resolution 

of such a challenge. 

2.11 Could this uncertainty be resolved?  The principal options would appear to be: 

(i) to amend the Treaty to explicitly confer the power to create such an 

instrument.  Given the political processes required in each Member State to 

authorise such an amendment, it is doubted whether this is a realistic option; 

or 

(ii) to adopt the DCFR in a less expansive form, for example, as a toolbox for 

European legislators. 

3 LEGAL UNCERTAINTY GENERATED BY ANY NEW LEGAL SYSTEM 

3.1 The introduction of any new law generates uncertainties: typically these might be 

questions about the meaning of a particular term or provision. These arise under 
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new UK and European legislation as much as legislation enacted elsewhere, and 

arise despite comprehensive consultation being carried out prior to enactment of 

the legislation.  The impact of such uncertainty varies: in many cases, over a 

period of time market practice adopts a way to minimise the impact of the 

uncertainty, or it is resolved by case law, regulatory guidance or amending 

legislation.  Generally, the uncertainty created by enactment of new legislation 

(however clearly drafted) is considered to be an acceptable side-effect of enacting 

new laws. 

3.2 Importantly, within an established national legal system, uncertainties and 

questions of interpretation can often be resolved or, at any rate, reduced by 

drawing upon the existing jurisprudence and traditions of that legal system. 

3.3 However, in the case of the enactment of an entirely new code of law, across 27 

jurisdictions at once, the impact of transitional uncertainty is much greater, 

particularly if it is to be an autonomous system independent of any one country’s 

existing system (and therefore without recourse to existing jurisprudence or 

developed academic writings).   It is likely to take much longer for a consistent 

interpretation to develop across 27 Member States. Indeed, there is a significant 

risk of divergent practices arising as each jurisdiction adopts a slightly different 

interpretation of a given provision (drawing from, for example, their own 

divergent interpretations of a similar legal concept, such as “good faith”), thus 

engendering legal uncertainty not only in each member state but also by creating 

the potentially false impression of consistency as between Member States.   

3.4 As an example of the transitional uncertainty that is likely to arise, the FMLC 

highlights that, following the introduction of the new Dutch Civil Code in 1992, 

there was uncertainty as to the effect of Code provisions, including, for example, 

provisions relating to security.3 The process of developing a body of jurisprudence 

accompanying the new Code is still, the FMLC understands, ongoing, some 18 

years after its introduction. 

                                                      

3   See Section 3:248 Dutch Civil Code. 



 

Services: 9627977 

10 

4 SUBSTANTIVE LEGAL UNCERTAINTIES ARISING FROM THE DCFR 

4.1 We do not attempt to exhaustively identify all the possible sources of uncertainty 

which would arise if the DCFR were adopted more or less in its current form as 

an instrument of European law.  Other commentators have, however, identified 

many uncertainties in the DCFR.  We merely highlight one or two examples of 

potential uncertainty below. 

(i) The concept of “good faith and fair dealing”. Much has been written about 

the potential for uncertainty in connection with a concept of good faith.  It 

suffices here to acknowledge that not only is there likely to be a divergence 

between the UK’s interpretation of the term and that of civil law 

jurisdictions, but also that even civil law jurisdictions sharing a common 

concept of good faith do not apply that concept in identical ways.4  

(ii) The concepts of “fair dealing” and “reasonableness”, which occur frequently 

throughout the DCFR, raise the same opportunities for divergent 

interpretations across Member States. 

4.2 In the above examples, certainty of drafting has been sacrificed in favour of the 

flexibility offered by undefined legal concepts.  While this may be expected to 

achieve substantively fair results, it is less likely to achieve certainty of outcomes, 

particularly during the initial “bedding down” period.    

4.3 In the FMLC’s view, the uncertainties identified above would represent a very 

significant obstacle to the efficient functioning of the financial markets.  A 

mandatory instrument covering business-to-business contracts subject to all of the 

above uncertainties would be likely to create years of transactional uncertainty as 

legal opinions are qualified by reference to the uncertainties inherent in the new 

laws.   Even a law limited to business-to-consumer contracts would be likely to 

impact the financial markets (through, for example, the securitisation of retail 

products subject to the new laws). 

                                                      

4  See Musy, Alberto M. (2001) "The Good Faith Principle in Contract Law and the Precontractual 

Duty to Disclose: Comparative Analysis of New Differences in Legal Cultures" Global Jurist 

Advances: Vol. 1: Iss. 1,  Article1. 
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4.4 An optional instrument would have less impact on the financial markets (since 

participants could presumably choose not to use the instrument if they wish) but, 

as we have highlighted above, we consider that there is significant uncertainty 

about the constitutional basis for adopting an optional instrument.   

5 CONCLUSION 

5.1 The FMLC questions whether there is sufficient evidence of the benefits that are 

expected to be achieved by the introduction of a European contract law to 

counteract the costs of legal uncertainties arising from the new law. For the 

reasons highlighted above, the FMLC does not consider that sufficient evidence 

has been shown that divergences between national contract laws are a barrier to 

cross-border trade.  The FMLC questions whether many market participants are 

even aware of the differences between various Member States’ contract laws.  

Indeed, the British Chamber of Commerce’s 2008 report on barriers to growth for 

SMEs included a whole chapter on the barriers to international trade for SMEs, 

but divergences between national contract laws did not feature as one of the 

barriers.5 The key barriers identified were language, culture, cost of research and 

difficulty in identifying local contacts.  The FMLC would submit that, in addition 

to these barriers (which would not be removed by a European contract law), 

differences between the procedural rules in different jurisdictions for bringing a 

claim or enforcing a judgment are likely to represent a more significant hurdle to 

cross-border trade than substantive differences between contract laws.  Even were 

a European contract law to be enacted, procedural differences may prevent any 

perceived barrier to trade being dismantled. 

 

  

                                                      

5  Growing Pains: What is holding SMEs back? BCC, March 2008. Available at 

www.britishchambers.org.uk/publications. 
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