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CONTENT :

The development of the European Union has not lead to the creation of a single European Law replacing the national laws. Instead the European Union focuses on the harmonization of national laws only to the extent that is required for the functioning of the Common Market and the principles of free movement. In many fields, the Member States maintain thus different legislations, creating a competition between their legal systems.

Taking example on the case law in the field of free movement, explain whether you think that this legislative competition creates a “race to the bottom”, i.e. weakening legal protections and guarantees, or a “race to the top”.


Introduction:

In the field of free movement, I think that the legislative competition in Europe has created a race to the bottom. I agree that the development of the European Union has led to the weakening of the legal protections and guarantees. Race to the top is out of the question. 


Reasons for the race to the bottom: 

What happens is that those employees who are economically active want to move to those states of the EU that provide regulatory environments that protect their interests. This in turn leads to a competition among the states to pass laws that would attract mobile individuals. The trade off is that welfare measures of those countries suffer. However, there is large number of individuals who cannot migrate. This may be because of economic, cultural or language barriers. Even those who are old and are not wanted for employment may not be able to move from one country to another. These are the weaker sections of the societies and their rights and interest suffers in the rush for enacting laws attracting mobile economically attractive workers. Even companies both medium and large are mobile and relocate into countries that provide them with an attractive investment environment. In other words this means that those countries that have minimal welfare requirements are most attractive. In other words this means that the countries actively try to reduce the compliance costs for companies. This phenomenon is described as the race to the bottom. The race is for the factors of production and the welfare standards are lowered. For example, one country may reduce or do away with welfare tax for the aged to make its business environment more attractive investors. Another country may reduce its direct tax rates and decrease governmental welfare expenditure. The direct tax reduction makes these countries more attractive to investors and makes life more miserable for those who are getting the benefits of the welfare expenditures. 
Even though some say that this race is rational it is the weak, indigent ant the handicapped who suffer. This is known as social dumping. In other words it is a race to the bottom. 



The regulatory perspective: 

The race is for the investment capital. For this regulations are dismantled. The regulatory standards are in place to ensure that businesses function in an orderly manner and are fair to its stakeholders. For this purpose there are trade barriers, levies, welfare payments and codes. The EU countries are racing to remove these restrictions so that investment is attracted to their country. Free movement brings in investment capital but drives out the impoverished. In a bizarre way there is free movement for them, they can move to countries where restrictions are still in place! 

Why the bottom? 

The race has its pitfalls although they are long term in nature. The countries that recklessly dismantle their laws lose their power to protect the environment, protect the rights of workers or even protect corporate accountability. In case any government has the fortitude to protect these rights then there will be a sudden exodus of capital to neighboring countries and the economy of the courageous country will collapse. So, this is really the race to the bottom. 


Effects: 

The main expenditures that get axed are income maintenance programs in the EU countries. If this social dumping is executed the countries gain in real terms of positive effect on common currency is substantial. So, every country does not want its neighbors to slash their welfare standard and social charges. It wants to be the most attractive to investors. There is a move to have common and uniform rules but all efforts in these directions are still beginning to have effect. 
In the field of intellectual property rights, even though the USA is trying to ward off the problem of junk patents, the EU Commission and EPO have been awarding mountains of weak patents related to business processes and computer software. The race to the bottom is on.
ILLUSTRATION:


There can be real cases from two sides. One is that of the governments relaxing the laws in the race to the bottom and the second the companies making use of different laws in different EU countries. 


FIRST SIDE:

The UK, Ireland, Denmark and Netherlands use a ‘state of incorporation’ rule, according to this rule the law of the state in which the company is registered or incorporated apples. In other words the company can decide which law it wants to be applicable to it. In another sense what this means is that a company may carry out its business in one country and be registered in another country. 
This law is in sharp contrast to the law of ‘real seat’ or siege reel doctrine that is in effect in other EU countries. According to this law the courts will apply the law of that EU member state which has the main business office, head office or the focal place of business. If a business is incorporated elsewhere and takes some advantage of that law and then takes further advantages of the law of principal place of business. This practice is disallowed. 

This difference in Law has led to the number of business starts in the UK from increasing sharply after 2001.  Most of these start-ups are from other EU countries. 

In addition, there is no minimum capital prescription in the UK for business incorporation. In the race to the bottom several EU countries have reduced the requirements of minimum capital requirements. This is another specific example in which the member states are racing against one another. 

Also in the field of tax setting: http://ec.europa.eu/economy_finance/publications/economic_papers/2006/ecp250en.pdf” Tax competition – broadly defined as a non-cooperative tax setting by independent governments competing for a mobile tax base – has attracted growing attention in the context of economic integration and increasing mobility of factors of production and of some taxpayers.” http://ec.europa.eu/economy_finance/publications/economic_papers/2006/ecp250en.pdf (7th October 2006)

SECOND SIDE:

http://www.germanlawjournal.com/”In 2002 the European Court of Justice was confronted in a preliminary ruling from the German Federal Court of Justice (Bundesgerichtshof) in the Überseering case.” http://www.germanlawjournal.com/ 


In this case Überseering BV a company incorporated in Amsterdam and Harlem was purchased by two Germans and executed a construction contract with NCC a company incorporated in Germany. Later Überseering BV sued NCC. 
In this case the German Federal Court of Justice had ruled that since the real seat of business had been moved to Germany, the company was refused the legal capacity of Überseering BV. This was taken on appeal to the European Court of Justice. The ECJ held that since the Überseering BV was registered with a member state, it had the freedom of establishment in another member state. Its registration had to be accepted by the Member State. 

In this case even thought the real seat issue was not explicitly mentioned. The companies are allowed by the EU law to register in one country and assert the right in another country. 

Second example: We have discussed how UK is attracting companies to register there by not prescribing minimum capital requirements. Let us take the real life case of Centros. This was a company that was incorporated in the UK named Centros Ltd owned by two shareholders both of which were Danish. One shareholder applied to the registrar that he wanted to open a branch in Denmark. The Registrar in Denmark turned down his request on the grounds that this was not an application for branch but its main business. 
The argument of the Registrar was that incorporating the company in the UK, which did not, have minimum capital prescriptions and endeavoring to run business in Denmark amounted to evading the Denmark law that had a minimum capital requirement. 
The court decided in favor of not interfering with the freedom of establishment. http://www.cbr.cam.ac.uk/pdf 

Both these judgments do not support the real seat doctrine and illustrate how companies take advantage of differences in law. The race to the bottom is on.
1.3.2 The case "Überseering" http://www.germanlawjournal.com/article.php?id=259 

[13] The sophisticated procedure for the transfer of seat may have been rendered obsolete by the European Court of Justice by its recent "Überseering" decision . (15) In the case, originating in Germany, a Dutch company, Überseering B.V., had transferred its real seat to Germany – at least that was the factual finding of the courts. The German courts held that, as a company incorporated under Netherlands law, Überseering did not have legal capacity in Germany and, consequently, could not bring legal proceedings there. This was based on the real seat doctrine judging the legal capacity of a company according to the laws of the state where the real seat is located. As result, Überseering B.V., having not been incorporated under German law, had no legal capacity under German law. This doctrine, however, was just about to change. While the Überseering case was still pending, a judgment of the Bundesgerichtshof held that a company having transferred its real seat to Germany may, under German law, be regarded as a civil law partnership and could bring legal proceedings there. (16) – But this turnaround came too late. The European Court of Justice in Überseering ruled that the freedom of establishment precludes Member States from denying such companies legal capacity and, as a consequence thereof, the capacity to bring legal proceedings before its national courts. So it seems that this decision is still based on the assumption that companies having transferred their real seat to Germany could not bring legal proceedings there. In addition, the ECJ stated that the Member State has to recognise the legal capacity which the company enjoys under the law of its state of incorporation. This seems to exclude the former solution of the Bundesgerichtshof to regard such companies as civil law partnerships. 

[14] In light of the Überseering decision, the Regulation on the European Company (SE) might actually seem to be in breach of the freedom of establishment. (17) If companies incorporated in one Member State are entitled to transfer their real seat to another Member State, how can the Regulation in Art. 8 require a specific procedure for such transfer or even require in Art. 7 that the registered office and the head office of the company be in the same Member State? 

[15] A closer look at the judgement, however, does reveal that it may not be applicable to the European Company. Referring to its judgement in the 1989 Daily Mail case (18) , the ECJ reiterated in Überseering: (19) "A company which is a creature of national law, exists only by virtue of the national legislation which determines its incorporation and functioning." Consequently, a Member State is able, "in the case of a company incorporated under its law, to make the company's right to retain its legal personality under the law of that State subject to restrictions on the transfer of the company's actual centre of administration to a foreign country". It follows that Member States have the right to create legal entities and to impose certain restrictions on them as long as they do not restrict the freedom of companies incorporated in other Member States. The same applies to the European Company. It is a creature of European law and exists only by virtue of the European legislation which determines its incorporation and functioning. Consequently, the European legislature is able to make the European company subject to restrictions on the transfer of seat.
II. Race to the bottom or to the top? (50) http://www.germanlawjournal.com/article.php?id=216 

[14] The process of legislative competition is often criticized concerning the issue of an allegedly ensuing " race to the bottom". (51) As an illustration for a ‘race to the bottom' the Corporate Law in the United States is regularly mentioned with regard to the elevated number of incorporations in Delaware. (52) Due to the absence of a federal corporate law in the United States, corporate law is largely a matter of the states. As a consequence one half of the largest industrial firms are incorporated in Delaware. (53) Critics have qualified this development as a race to bottom with regard to the protection of shareholders and creditors. In contrast to this view, Professor Winter argued early that in fact the consequence of a free choice of incorporation was a ‘race to the top'. Winter and, since then, a number of other re-known corporate law scholars, (55) argued that markets constrain the firms' management to choose a regime most beneficial to shareholders. (56) Investors would therefore not invest in firms that are incorporated in legal systems with a lesser degree of protection for creditors and shareholders. The lesser interest of investors and shareholders would have a negative impact on stock prices, eventually leading to a takeovers or bankruptcy. Relying on extensive empirical studies, Professor Romano has argued that the process of concentration can also reduce the costs of transactions. (57) Delaware has indeed developed a ‘legal capital' consisting of a store of legal precedents forming a comprehensive body of case law, judicial and lawyers' expertise in corporate law and administrative experience in the rapid processing of corporate filings. (58) Legislative competition can therefor lead to a maximum level of legal certainty. This certainty can lower a firm's transaction costs because the firm can operate on a densely labored field of corporate law expertise. Moreover, due to the high proportion of franchise taxes in relation to the total revenue, Delaware is fundamentally dependent on this income and therefore cannot afford to lose firms to other states. This results in considerable pressure on Delaware's law and policy makers with regard to its corporate law rules. While Delaware's aim is, therefore, to maintain a high level of susceptibility of its laws for market innovation, other states are pressured to imitate Delaware in this respect. (59) 

C. National vs. European Corporate Law? 

[15] A legislative competition depends on several legal and institutional conditions, the existence of whom can rightly be called into question with regard to the European Union. While one of the most important conditions remains the freedom-of-choice rule, (60) Legislative/regulatory competition can in fact function only if a corporation can actually choose the applicable law without any restrictions concerning its administrative (real) seat.
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