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Abstract
We investigate the economic consequences of the traditio and the contract princi-
ple—differing in how they determine the priority rights for an item sold but not 
delivered. Our results suggest that the two principles are equivalent in terms of the 
net utilities enjoyed by involved actors. For example, a lower price paid for a forward 
transaction under a traditio principle can be compensated by better credit terms, 
implying there is no competitive advantage for either the seller or buyer under any 
principle. We demonstrate how market prices, incorrectly used, may misleadingly 
favour a contract principle, and discuss how fraudulent behaviour better supports 
a traditio regime. We also contribute to the legal discussion on priority regimes of 
undelivered items basing our discussion on bankruptcy priority laws instead of dis-
tribution of ownership.
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1 Introduction

This study investigates the economic consequences of two opposing legal principles 
that may be applied by legislators to determine the priority rights of various par-
ties when a business becomes insolvent. Our focus is on a case involving advance 
purchases, where an item has been paid for but due to the seller’s bankruptcy is 
not delivered. In such cases, the firm’s (or, seller’s) bankruptcy proceedings begin 
before they make the delivery, thus hindering the delivery despite the customer hav-
ing already paid the agreed-upon price while the seller was still solvent. In this situ-
ation, the legislators must determine the party that takes priority over the undeliv-
ered item—the seller’s creditor(s) or the customer. The legal variant of this problem 
has been debated among lawyers within different jurisdictions.

Under the contract principle (also called the consensus principle), the buyer is 
given priority over the seller’s other creditors.1 Since there is a valid contract, and 
provided the item is specified, the bankruptcy estate must give the buyer priority for 
the item. In this case, the item is not considered part of the bankruptcy estate. Con-
versely, under the ‘traditio’ principle (also called the delivery principle) the buyer 
is protected only if the delivery has already happened.2 If the delivery has not been 
made, the estate will most likely fulfil the contract since the estate usually prefers 
to get the full price in exchange.3 In cases where the delivery has not been made 
but the buyer has already paid (all or part of the price), the bankruptcy estate may 
refuse to deliver the item, and rather re-sell it. In this situation, it is possible for the 
original buyer to re-purchase the item, but she would have to pay once again. This 
is because the bankruptcy estate does not have to repay the prepayment since the 
recovery claim for the prepayment is treated as any other credit claim. Since the 
buyer is not among the prioritised creditors, she (or he) will, at most, receive a divi-
dend of her (first) payment.

This study is framing the problem described above as a problem of competing 
claims for priority. The main question raised in this study queries whether policy-
makers should favour the principle that prioritises buyers with valid contracts for the 
undelivered items or the principle that treats such buyers as equal to other unsecured 

1 Different legal systems, due to different legal traditions, employ different ways to implement such pri-
ority rules. For example, the Swedish rule (section 49 of the Consumer Sales Act, which is limited to 
consumer sales) only deals with the issue of protecting the buyer against the seller’s creditors, whereas 
in French law (Article 1583 Code Civil), this issue is combined with others and phrased in the Code in 
terms of the buyer acquiring ‘ownership’ of the item.
2 Such a rule applies, e.g. in German law (Section 929 of BGB). The same principle applies in US law 
(section 2-401(2) of UCC), unless otherwise agreed that the ‘title’ passes when the goods are delivered. 
Note that there are more rules relevant in giving a thorough description of the US situation, e.g. sec-
tion 541 of the US Bankruptcy Code. According to the section, all legal and equitable interests of the 
debtor in a piece of property, as of the commencement of the case, will form part of the debtor’s estate. 
However, note also that generally, bankruptcy courts will consider property rights determined under the 
state law (such as individual state legislation incorporating the UCC) to decide which assets form part of 
the debtor’s estate in bankruptcy.
3 Unless the market price of the specific object has increased more than the costs of another sales trans-
action have increased.
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creditors. These two principles have been adopted differently in various jurisdic-
tions; see Sect. 2, and lawyers and policymakers require that the answer to the ques-
tion of which principle should be favoured be based on economic reasons.4

An advanced purchase (a forward transaction), where the price at which the prod-
uct will be sold is an outcome of a bargaining process between the buyer and the 
seller, requires prior agreement between these parties. Such transactions are com-
mon among solvent businesses. However, if a company becomes insolvent after 
such a contract is made but before the product is delivered, bankruptcy laws take 
effect and claims to the undelivered product become an issue. Our model focuses 
on the ex ante decision-making behaviour of creditors, buyers, and investors in such 
an occurrence. We adhere to the creditor’s bargaining theory (Jackson 1982; Baird 
and Jackson 1984; Baird 2017; Casey 2019) and demonstrate how a fictive change 
in an ex post legal principle will be priced and affect the ex ante bargaining of the 
different actors with competing claims (Bebchcuk and Fried 1996). We consider that 
the actors with stronger claims under the bankruptcy will be charged ex-ante fees 
by other claimholders. There are numerous empirical observations of such ‘adjust-
ing’ creditors. For instance, a new priority law was introduced in Finland in 1993, 
through which, secured creditors who, before the law changed had a floating charge 
that gave them 100% priority on their collateral, now enjoyed partial priority. The 
reduced secured creditor’s priority was not found to lead to an increase in the post-
bankruptcy value to be distributed among the creditors; neither did it reduce the 
cost of bankruptcy [Bergström et al. (2004), compare with Cerqueiro et al. (2016), 
for the later Swedish example.] Another example is the study by Kale and Shahrur 
(2007), which shows a significant negative relationship between a firm’s debt level 
and its relationship-specific investments by customers and suppliers. A low debt 
level acts as a commitment mechanism that induces suppliers and customers to 
adjust and undertake relationship investments. Similarly, studying the auctions of 
used cars, Hortacsu et al. (2013) find that customers discounted the price of the cars 
sold by distressed firms and the future expected loss of valued ‘amenities’ reduced 
the consumer´s willingness to pay. These examples show that it is not only profes-
sional creditors like banks that adjust to how insolvent company assets will be dis-
tributed; even so-called non-adjusting, or involuntary creditors (Baird and Jackson 
1984; Bebchcuk and Fried 1996), change their a priori valuations.

We differ from the vast economic literature on value distribution and bankruptcy 
in that they mainly focus on how well different bankruptcy systems facilitate the 
transfer of assets to their most productive uses (e.g. Hotchkiss 1995; Maksimovics 

4 Recently, this issue has been raised in law reform debates, e.g. in Sweden, the Czech Republic, and 
Hungary. See the two Swedish Law Commission Proposals SOU 1995:11 (proposing a change from 
traditio to contract for consumer sales, which was ultimately adopted) and SOU 2015:19 (proposing a 
change from traditio to contract in general). Regarding the Czech draft proposal from 2005 (also pro-
posing a change from traditio to contract, which was ultimately accepted in the new Czech Civil Code 
and enforced on 1 January 2014), see Faber (2008, p. 40; 58 ff). In Hungary, the traditio principle was 
ultimately kept within the new Civil Code, which entered into force on 15 March 2014, but the concept 
had been under debate during the drafting stage; see Note 18 to Article VIII.–2:101 DCFR in Lurger and 
Faber (2011).
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and Phillips 1998; Hotchkiss et  al. 2007; Bernstein et  al. 2018). These empirical 
economic studies that compare different legal regimes tend to be limited to com-
parisons between US Chapter 11 and Chapter 7 experiences. For example, Pulvino 
(1998) shows that the financial conditions of an airline determine the price the air-
line receives when selling aircrafts, and this reflects the risk that, during bankruptcy 
procedures, the airline’s assets may end up at low-value buyers (e.g. Schleifer and 
Vishny 1992). Similar to the literature on adjusting creditors, Pulvino suggests that 
his results may have effects on financial leverage and the cost of capital. In a later 
study, Pulvino (1999) finds that transaction prices are the same in Chapter 11 and 
Chapter 7 bankruptcies. A related measurement issue that arises from this relates to 
how the costs of financial distress are measured. Following Altman (1984, 1993), 
the practice is to measure financial distress as the difference between the pre-distress 
market value of a firm minus its post-bankruptcy value minus the gross value recov-
ered by the claimholder (see also Franks and Torous 1994; Branch 2002; Bris et al. 
2006). Here, we highlight the importance of interpreting the performance of a legal 
system correctly (see Sect. 2.3). For instance, if one looks at the advance prices paid 
in the two systems and finds that the contract regime prices for the advance pur-
chases are higher than those in the traditio regime, it would be erroneous to con-
clude that the contract regime is economically more profitable to the seller using 
a proper measure. We show that the higher advance price in the contract regime is 
compensated for by the reduced pre-bankruptcy risk and, hence, a reduced cost of 
credit. Looking at only one or the other would be misleading. The more relevant 
matter is how the priority regime (contract or traditio) affects the decision to invest, 
the generation of total economic surplus, and its distribution.

When it comes to earlier legal research on which principle should be favoured, 
we refer to Sect. 2 of this paper. Within the issue of legal systematics, there are legal 
studies on which principle is the better choice. In the joint research project for the 
Draft Common Frame of Reference (DCFR, edited by von Bar and Clive 2010), 
the Study Group on a European Civil Code had such an ambition5 and chose the 
traditio regime.6 Interestingly, part of their method was to vote among some of the 
researchers.7 This is not entirely remarkable since the issue was also about a central 
feature of the entire system of the regulation. Some lawyers consider the systematic 
aspect of the issue to be the most important aspect.8 In another legal and economic 
study concerning a jurisdiction that uses the traditio principle, it was found that the 

5 See von Bar and Clive (2010, pp. 4383–4408) and the reactions in European private law doctrine by, 
e.g. Sagaert and del Corral (2012, p. 343; 349 ff), Håstad (2009, p. 725; 734 ff), Stadler (2010, p. 380; 
383 ff), and Walczak (2017, pp. 89–124). Note that the project presented by the editors, von Bar and 
Clive, was a joint research project and that three of the authors participated in that research project: 
Faber, co-leader of the sub-working group responsible for developing the rules on the transfer of owner-
ship together with Brigitta Lurger, Martinson, a national reporter on Transfer of Ownership for Sweden, 
and Andreasson, a co-worker to Martinson.
6 See Article VIII.–2:101 DCFR and the discussion provided by von Bar and Clive (2010, p. 4383).
7 See von Bar and Clive (2010, p. 4383). An extensive account of the Study Group’s working method is 
provided by McGuire (2006, p. 163).
8 See Stagl (2015, p. 9).
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economic efficiency of traditio could be questioned, although the researcher found 
no suitable way to empirically measure the effects (Henriksson 2009, compare Hen-
riksson 2015). For the same jurisdiction, numerous legal studies on which principle 
is superior also exist.9

Our results show that if the priority regimes are known a priori, then the market 
will price each regime differently and in a way that makes the players indifferent 
about the regimes. Thus, even though the price of credits may differ between the two 
regimes, the ex-ante expected surplus would be the same. The pricing differences 
that occur balance the additional surplus that one gets from a favourable post-bank-
ruptcy priority regime, by reducing the surplus that would have been obtained had a 
bankruptcy not occurred.

The reminder of this paper is structured as follows. Section 2 explains the legal 
context and intrigue of the problem under study from a lawyer’s perspective. Sec-
tion 3 develops the study’s basic economic model and the resolution thereof for each 
of the two priority regimes. Section 4 discusses the economic implications of each 
regime for variables like interest rate and the advance price, and Sect. 5 concludes 
the study.

2  Legal context and lawyers’ treatment of the problem

The research question in this article is limited to the choice of principle for buyer 
priority. It should be noted that, in spite of economic efficiency being a major con-
cern and a cause for argumentation, the perspective adopted for this question is not 
in all aspects the common perspective among lawyers. There are many available 
legal studies that would help us explore the legal framework of the question, espe-
cially when examining various jurisprudences concerning specific jurisdictions.10 
However, taking this route would deviate the study from its primary objective, lead-
ing it to several research questions related to some of the difficulties of conducting a 
comparative legal study. Our intention is not to deal with those research questions.11 
We do, however, need to explain the legal context of this problem in general terms 

9 For Swedish law see Myrdal (2002) and Mellqvist (2010). For German law, see Süß (1952). For the 
analysis of the choice between the traditio and the contract principle from a comparative perspective, see 
van Vliet (2000). For the same analysis on German, French, English and Dutch law, see Sagaert (2008), 
Sacco (2009), and Wood (2006). For the development of the principles, see Göransson (1985), Wiegand 
(2000), and Bucher (1998).
10 Much of the general understanding on how priority rules are employed within different legal juris-
diction and the motivations thereof can be found in the Draft Common Frame of Reference (DCFR), 
edited by von Bar and Clive (2010, pp. 4377–4459), in which principles, definitions and model rules 
of European private law is described, where the relevant provisions in the European jurisdictions are 
described and a general discussion based on these national foundations is provided. See also the broader 
descriptions in the series National Reports on the Transfer of Movables in Europe, Faber and Lurger 
(2008–2011). See also, with a comparative perspective, van Erp and Akkermans (2012, pp. 783–844), 
von Bar (2019, p. 288 ff).
11 We do however intend to do a presentation on what we have found about some of them, see forthcom-
ing.
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and discuss the manner in which lawyers treat the issue of competing claims for pri-
ority over an insolvent seller’s assets. To make these explanations comprehensible, 
we start by pointing out the functions of the two principles in a way that reflects the 
legal analysis behind our perspective.

2.1  Functions of the principles in the context of nearby regulation

The principles of traditio and contract form the first set of rules that lawyers use to 
determine whether buyers should be given priority in a business’ insolvency. The 
second set of rules at lawyers’ disposal in such matters includes those concerning the 
invalidity of simulated contracts. In all jurisdictions, there are rules providing for the 
invalidity of contracts and for pretended and fraudulently constructed transactions 
to be disregarded. For example, when a debtor, together with someone claimed to 
be the ‘buyer’, fraudulently purports that an asset was ‘sold’ prior to the insolvency 
proceedings, such a ‘transaction’ is, in one way or the other, ineffective against the 
other creditors.12 There needs to be a true transaction to get priority before the credi-
tors. The third set of rules regulates the possibilities for the recovery of transactions 
that were not made on market terms. The ‘sale’ of a piece of property at a low price 
to the seller’s close associates or to others that the seller wishes to favour over other 
creditors, can be reversed or adjusted based on these rules. The Roman law institute, 
Actio Pauliana, has influenced our later legal systems.13

The functions of the above-mentioned sets of rules in deciding the priority of 
each party are different. In principle, they address different aspects, although they 
also partly overlap. Looking at the fundamental functions, the rules on the contrac-
tual invalidity of simulated contracts can be used when the legitimacy of a transac-
tion is questionable. The rules of transaction recovery address transactions that are 
real but not made on market terms. In comparison, traditio and contract principles 
fundamentally address valid transactions made according to market terms, but cre-
ate inequality amongst the collective of creditors in that the buyer is seen as one of 
them, since it is mainly the buyers—who have made advance payments—who are 
affected by these principles.

It should be noted that both traditio and contract principles serve the function of 
creating equality among creditors. The difference between the two principles con-
cerns the point in time when priority is granted. With the traditio principle, priority 
is granted at delivery. In contrast, with the contract principle, priority is granted at 
the point when the sold asset is specified for the buyer, which may occur at an earlier 

12 There is a broad consensus among European legal systems that no transfer of property can take place 
and no priority over the seller’s creditors can be obtained in the case of a sham transaction (see the com-
ments and national notes to Article II.–9:201 DCFR, in von Bar and Clive 2010, pp. 611–615.) See also a 
more recent account by Dedek (2018, pp. 814–819).
13 For references regarding the Actio Pauliana and similar concepts in the various European legal sys-
tems, see the national reports published in McBryde et al. (2003) in the respective chapters on ‘Rever-
sal of juridical acts (Actio Pauliana)’. See also the principles stated in § 8.1 and § 8.2 (pp. 630 f) and 
the related general commentary on § 8 (pp. 53 ff) in the same volume. Furthermore, see the individual 
national reports in the series edited by Faber and Lurger (2008–2011).
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point than the delivery, and in case of sale of a specific asset is already at the agree-
ment on the contract. Therefore, in practice, the choice between contract and traditio 
is not a choice of whether the regulation of priority should have an additional rule, 
in addition to simulation and recovery rules, but an inevitable choice of when the 
buyer should reach priority.

In addition to the above-described function, it is relevant to note that the traditio 
principle but not the contract principle, overlaps the functions of the rules of simula-
tion and recovery. If a transaction does not fulfil the traditio requirement, it is not 
necessary to deal with the evidence on the grounds of simulation or recovery. In 
some of the debates and legal analyses around the world, this function is seen as the 
primary function of traditio, while the issue of equality is not even part of the pic-
ture.14 Another indirect function of the traditio requirement is based on the assump-
tion that the risk for debtors (sellers) becoming over-indebted is less if their buyers 
have an incentive to not leave the goods with the seller. This is because it is assumed 
that leaving the goods with the seller gives the seller a chance to use the goods to get 
liquidity through another sale or as security for credit.15 In addition, there are differ-
ences in the sanctions that make traditio preferable for the creditors, as compared to 
recovery.

2.2  Relevance and irrelevance of ownership and transfer of ownership

One reason behind many lawyers having differing perspectives, both amongst them-
selves and from ours in this study, is that they make a connection between when a 
buyer obtains priority against the seller´s creditors and the systemic structure of the 
property law regulations in their jurisdictions.16 Thus, the question of priority for 
buyers, in several cases, becomes a question of the transfer of ownership.17 This is a 

15 See, for instance, the discussion provided by Martinson (2002, p. 311). As a general point, note that 
the functions of the rules are dependent on how they are used and the other possibilities that the regula-
tion in a particular jurisdiction brings. The functions we have described in this section come from the 
perspective we adopted in our analysis of the regulation of buyer priority. For functions used in legal 
research, see von Bar and Clive (2010, pp. 4383–4408), Henriksson (2009, pp. 161–177, 213–253), 
Faber et al. (2012, p. 10; p. 19 ff, 38 ff), and Faber and Lilja (2012, p. 232) who discuss particular exam-
ples.
16 For a comprehensible perspective to the profound weight that lawyers put on the systemic aspects of 
the question, see Sagaert (2008), who uses the description of a ‘holy war of the classical dogmas’.
17 Rules on the transfer of ownership (or title), which also govern the matter of a buyer’s priority over 
the seller’s creditors as discussed in the present article, apply, for example, in German (Sections 929 ff 
of the BGB), English (Sections 17 of Sale of Goods Act 1979), Dutch (Section 3:84 BW), French (Sec-
tion 1138 Cc), Spanish (Section 609 Cc and other provisions), and Austrian law (Sections 423 ff ABGB). 
For a detailed account, see the national reports for all European legal systems except the Nordic countries 
in the series Faber and Lurger (2008–2011). The US law deliberately seeks to take a different starting 
point by not making particular matters depend on the passing of the ‘title’, but contains a residual rule 
for matters not regulated in a specific manner. According to this provision (Section 2-401(2) of UCC), 
unless otherwise agreed, the ‘title’ passes when the goods are delivered. Note that there are some specific 
provisions in the UCC dealing with the conflict between the buyer and the seller’s creditors (such as 

14 This is a possible effect of approaching the issue as a matter of ownership and transfer of ownership 
even though the ambition is a functional one, like in Sagaert (2008) or Swedish Supreme Court decision 
NJA (2008) p. 684 Sannäs räkor.
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question connected to several other possible conflicts concerning competing claims 
and the circumstances around contractual agreements, delivery, etc. von Bar and 
Clive (2010) writes,

In most European countries there are rules defining the right of ownership … 
and rules defining a particular moment when this right of ownership passes 
from the transferor (owner) to the transferee. At this moment all ‘aspects’ 
related to the right of ownership as defined, like the owner’s right to recover 
possession of the property from another person even if that other person is 
insolvent (i.e. protection as against that other person’s general creditors). (pp. 
4379–4380)

The idea of a unitary starting point for how to resolve all these conflicts affects 
the perspective, both consciously and subconsciously.18 Even in jurisdictions that do 
not use a system that considers the transfer of ownership as the starting point, the 
lawyers’ thinking has been affected by notions of ownership.19 Through different 
jurisdictions, it is possible to find variations of the argument that buyers who do not 
get what they bought are treated unfairly.20 As such, the issue is put in terms of the 
buyers’ possibilities to obtain ‘protection’ against the other creditors.21 Arguments 

Footnote 17 (continued)
Section 2-502 of UCC). However, it turns out to be highly problematic regarding whether these provi-
sions actually provide protection to the buyer in the seller’s bankruptcy (i.e. in the situation where this 
protection would be needed most). Rather, Section 541 of the US Bankruptcy Code, according to which 
all legal and equitable interests of the debtor in property as of the commencement of the bankruptcy pro-
ceedings will form part of the debtor’s estate, apparently operates to the effect that the (residual) rule on 
the passing of the ‘title’ in Section 2-401(2) of UCC becomes material for the buyer’s priority in bank-
ruptcy. See the discussion and references provided by Lilja (2014, p. 52, pp. 85 ff).
18 This has at least been a major concern in some parts of legal discussion for a long time. See Llewellyn 
(1938, 15 N.Y.U. L.Q. Rev. 159, p. 169), Alf Ross (1956–1957, p. 70), and Brækhus (1988, p. 6). For a 
recent example moving beyond property law, see Faber and Martinson (2019, p. 85–123).
19 The concept of a unitary ‘transfer of ownership’ is not used in, for example, the Nordic countries, see 
the national reports for Sweden, Norway, Denmark and Finland in Lurger and Faber (2011, volume 5), 
von Bar and Clive (2010, p. 4380), and Martinson (2006). Nevertheless, it is quite common for Nordic 
lawyers to speak of ‘ownership’ in order to describe certain aspects of a person’s legal position. See, for 
instance, Hessler (1973, p. 42 ff). Occasionally, the terms ‘owner’ and ‘ownership’ are used in legisla-
tion, such as in Sections 2–8 of the Swedish Act on Good Faith Acquisition (SFS 1986:796). In addition, 
the notion of ‘ownership’ appears in contract documents such as insurance policies and must, therefore, 
be dealt with by the courts, which sometimes causes difficulties in legal reasoning. An illustration for the 
latter aspect can be found in the Swedish Supreme Court Case NJA 2010 s. 227.
20 The argument that it would be unfair for an honest buyer to lose both the value of the payment and the 
goods while the creditors receive both the payment and the goods (so that they earn a ‘double profit’) is 
critically discussed, for instance, by Göransson (1985, p. 446), von Bar and Clive (2010, p. 4398 f).
21 It has become common, particularly in Sweden, to address the issue of a buyer’s priority over the 
seller’s insolvency creditors as the ‘protection’ of the buyer against the creditors (or short: ‘protection 
against creditors’). See, for instance, Hessler (1973, fn. 14; p. 90 ff) and Håstad (1996, p. 93 ff, 205 ff). 
Via the Study Group’s work, to which Håstad was an influential member, describing the particular legal 
problem as one of the ‘transferee’s protection against the transferor’s creditors’, see von Bar and Clive 
(2010, pp. 4388–4390). The description became somewhat common in the European private law dis-
course. The potentially deceptive function of emotive language used in the present context is analysed by 
Faber and Lilja (2012, 232 fn. 10, p. 272 f).
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for taking this perspective suggest that it is ‘natural’ and even ‘fair’ that a buyer 
receives the item they purchased.22 The politically idea that ‘ownership’ is a ‘right’ 
that must be respected is, in this way, used in what can be seen as out of context. von 
Bar and Clive (2010) state that,

Consensual model coincides with “natural expectations” of the parties, etc. It 
is sometimes stated that ordinary people—or ordinary business people—con-
sider it “natural” that a buyer (or other transferee) acquires a right to separate 
the (specific) goods upon concluding the contract for sale. (p. 4389)

Unsurprisingly, these arguments for ownership, rights, and fairness can be eas-
ily reversed. Lawyers who favour the traditio principle argue that a prepaying buyer 
is not significantly different from other creditors who have given the debtor credit. 
Therefore, it is ‘fair’ that the buyer should not be treated better than other credi-
tors in accordance with the principle of equal payment. von Bar and Clive (2010) 
describe this view, stating that,

[A] transferee of specific goods is a general creditor like others. Unless own-
ership has already passed under a contractual agreement for an immediate 
transfer or a rule of law to this effect, a transferee of specific goods who has 
concluded a contract for sale but has not yet taken delivery and against whom, 
therefore, the transferor is simply obliged to transfer the ownership, is nothing 
but a general creditor of the transferor. (p. 4396)

We will make some comments on these themes in the following sections, which 
is important also on a terminological level. In this section, we only elaborate our 
research question. We have chosen this question on buyer priority since priority is 
the relevant economic function of the choice between traditio and contract. There-
fore, the focus of this study is the issue of priority. In this context, ownership is just 
a linking concept and the transfer of ownership is a superstructure23; here, these two 
are not the real issue.24 In sum, we have singled out one issue: the preferred choice 
of principle in determining the prioritisation of buyers over an insolvent seller’s 
other creditors.25

22 See, for example, von Bar and Clive (2010, p. 4385, 4389), SOU 1995:11 (p. 217), and SOU 2015:18 
(pp.  89–90, 102). Additionally, compare the introductory example of Göransson (1985, p. 19). Not 
surprisingly, arguments of this kind can be, and are, put forward for various solutions. Some German 
authors of the Pandectist movement of the late nineteenth century, building on ancient Roman authorities 
(Institutiones Iustiniani, 2, 1, 41), claimed that it would be ‘natural law’ that a buyer acquired ownership 
(and hence gained priority over the seller’s creditors) upon paying the price. See Windscheid and Kipp 
(1906, 892 fn. 19a) with further references. This idea has been re-introduced to the contemporary dis-
course by Stagl (2015, p. 1, 28 f).
23 We do not claim that a so-called unitary approach is in any way less valuable than a functional issue-
by-issue approach. See von Bar and Clive (2010, pp. 4379–4380).
24 The idea of a ‘real’ issue might seem provocative, but the expression is not intended to provoke. It is 
in line with Scandinavian legal thinking, see, for example, Faber and Martinson (2019, pp. 85–123) with 
references.
25 Compare the issue-by-issue approach of the Study Group on a European Civil Code, as described 
by Faber (2010, p. 502). See also von Bar and Clive (2010, pp. 4377–4459) and von Bar (2019, p. 357 
ff). Applying a ‘narrow issue approach’ in the law of sale of goods has also become a paramount draft-
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The fact that we have singled out one issue does not mean that we see the sys-
temic aspects as irrelevant. On the contrary, the relevance of these aspects is 
acknowledged, particular given that different solutions form a system of solutions in 
different jurisdictions. In view of such systems and their overall effects, it is there-
fore possible that the contract principle is a more effective solution in one jurisdic-
tion, while traditio is more effective in another. What we investigate, however, is 
whether policymakers should favour one principle over another with regard to pri-
ority for buyers. Note that it is the policymakers we are investigating, and that this 
can be a legislator or body in a position to decide the common terms of a specific 
market. In most jurisdictions with a traditio principle, it is possible to use standard 
contracts that depart from the traditio requirement and instead use the requirement 
of specificity used under the contract principle. It is even possible for two parties to 
individually depart from traditio when it suits the situation.26

2.3  Dissent among lawyers’ perspectives on priority—lawyers created reality

The disagreement between lawyers on this matter does not imply their disinterest 
in the economic effects of the regulation. On the contrary, economic efficiency has 
been a major concern and an evident cause for argumentation. In their debates, law-
yers have made different assumptions to promote one principle over the other, as 
well as advocated for how strictly the respective principles should be used. Such 
argumentation and the assumptions behind it can be found in several kinds of legal 
contexts, including in research, the reasoning of Supreme Court Judges, and propos-
als to change regulation.27

Those who prefer traditio claim that this principle is necessary to discourage 
fraud. Such fraud is the result of asymmetric information where the manager of a 
company learns of the possibilities of a bankruptcy before the other stakeholders, 
such as the company’s creditors. In such a case, the debtors may try to transfer value 
from the company to their friends and preferred business relations before going 
bankrupt by committing to under-priced deliveries. In particular, these lawyers 

Footnote 25 (continued)
ing objective for Article 2 UCC. See the main draftsman, Llewellyn (1938, p. 159, 163) and the Official 
Comments to Sections 2-101 and 2-401 UCC (‘step by step performance’). For some context, see Twin-
ing (2012, p. 136 f).
26 It is in many jurisdictions, with the exemption of the Swedish, possible for the seller and buyer to 
contractually determine the point in time that the buyer gains priority over the seller’s creditors (most 
often phrased in terms of transferring ‘ownership’). This is most directly spelled out in Section 17 of the 
English Sale of Goods Act, 1979, and Section VIII:–2:101 DCFR, but accepted in other systems as well. 
See the conclusions drawn by van Vliet (2000, p. 201 f). There is even support that, historically, the ‘con-
tract principle’ emerged from commercial practices when parties used to contract for a kind of fictitious 
traditio in the late eighteenth century France; see Sagaert (2008, p. 11 ff).
27 SOU 2015:18 (pp. 99–102). Swedish Supreme Court decision NJA (2008, p. 684 Sannäs räkor), espe-
cially in, p. 684), especially in Justice Håstad’s reasoning (arguing that the only value of the tradition 
principle would be that the efficiency of enforcement proceedings are improved considerably because 
predated and false assertions upon enforcement are neutralised). See also the deliberations reflected in 
von Bar and Clive (2010, p. 4391 f).
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contend that the contract principle may be used by a debtor claiming that specific 
assets have already been sold when creditors arrive in the event of a bankruptcy. The 
traditio principle is assumed to lessen the level of this risk since the goods must be 
moved to the buyer in order to be safe from the seller’s creditors. This assumption 
is often retold among lawyers but seldom backed up, apart from using anecdotal 
experiences. The empirical evidence for this argument is scarce, but there is an odd 
example from the Netherlands dating back to 1936. That empirical study showed 
that in most districts of the Netherlands at that time, 50–90% of all judicial execu-
tions over corporeal movable assets proved unsuccessful because of prior transfers 
of ownership for security purposes, of which 90% were assumed to be simulated 
(Meijers 1936).28

Among those who favour the contract principle, the assumptions may trigger con-
cerns about international competition. Suppose a buyer could carry out an advance 
purchase (pay now for delivery later) from company A operating in a jurisdiction 
that follows the traditio principle, or from company B in a jurisdiction that follows 
the contract principle. If both companies have equal chances of going bankrupt, the 
consumer will prefer to buy from company B as it provides a greater assurance of 
delivery. This will make it more difficult for company A to attract advance purchases 
and, if this is an integral part of their business, reduces the ability of company A 
to compete with company B for buyers who can operate in either jurisdictions. 
Assumptions like this have been used as decisive arguments in the legislation pro-
cess, such as in the Swedish law commission proposal SOU 2015:18, where a pro-
posal was made that the Swedish traditio principle should be replaced with a con-
tract principle. The assumption of the Swedish Inquiry is one that is not supported 
by an actual study. These assumptions are conveyed in SOU 2015:18, stating that,

In many comparable countries, the law of property is based on a contractual 
principle of some kind … For international manufacturing purchases, agree-
ments regularly prescribe that manufactured products become the buyer’s 
property as soon as they are individualised. When a Swedish company sells 
according to these conditions, the traditio requirement means that the con-
dition of ownership becomes ineffective. In such a situation, the buyer may 
require more extensive financial guarantees or ultimately chooses a seller from 
another country than Sweden, (p. 92).

Among jurists’ conceptions, there are direct inaccuracies as well. One example 
is the claim that the traditio requirement results in transaction costs for all transac-
tions.29 Thus, lawyers have failed to exclude, in transaction cost terms, those trans-
actions where the parties, for reasons other than the traditio requirement, carry out 

28 The study by Meijers (1936) was followed by a change in the Dutch Civil Code. It requires delivery 
for a transfer of ownership (which implies that only from the point of delivery will the buyer get prior-
ity before the seller’s creditors), and goes even further by providing that fiduciary agreements including 
transfers for security purposes cannot form a basis for a valid transfer; see Section 3:84 paragraphs (1) 
and (3) Dutch Civil Code.
29 As in the Swedish law commission proposal (SOU 2015:18 p.  90–92, 96), see the analysis in 
Andreasson et al. (2015 p. 709, especially 712–716).



108 European Journal of Law and Economics (2021) 51:97–128

1 3

delivery at the time of purchase anyway. In the same way, lawyers have failed to 
consider that it is probably mainly prepaying buyers who incur losses because of the 
traditio requirement.30 Lawyers have claimed that all buyers are affected by the tra-
ditio requirement, even though a bankruptcy trustee has significant reason (such as 
transaction costs) to want to fulfil an agreed sale at market price.

Lawyers from jurisdictions with fairly similar societies use different conceptions 
of economic conditions to justify the principle they use themselves. For example, 
the traditio principle can, in one jurisdiction, be motivated primarily by the risk of 
pretended and fraudulent transactions, while the argument that property in the debt-
or’s possession gives the appearance of false wealth is considered outdated. At the 
same time, it is possible to find that other jurisdictions consider such false wealth 
viable, while the risk of pretended and fraudulent transactions is seen as small and is 
scarcely mentioned.31

Although there are numerous other examples that could be mentioned regard-
ing how lawyers justify their perspectives, these are not the focus of this article; 
but rather, this subsection simply explains part of the reason our research question 
is relevant. However, it is worth noting that the variations in lawyers’ assumptions 
seem to follow legal traditions rather than differences in the economic conditions of 
our societies. This makes an interesting study in itself, and one aspect that can be 
examined here is the economic assumptions that lawyers in a specific legal tradition 
make. This constitutes a special phenomenon that has been aptly called the lawyer-
created reality.32 However, this theme is beyond the scope of this study.33

2.4  Overview of the differences in the choices of principle

To further illustrate why the choice of principle is an interesting issue, we present 
an overview of the principles different jurisdictions use. It is important to note that 
there are dissimilarities between the different traditio principles and contract prin-
ciples. For example, a contract principle may give precedence to one party based 
on the conclusion of the agreement or the fact that the buyer or seller, in addition 
to entering into a contract, also acted in a certain manner.34 Similarly, the traditio 
principle has variations. For example, this principle can impose an absolute require-
ment that can only be replaced by a registration measure; but it can also be disposi-
tive so that buyers and sellers can agree on the seller holding the purchased item on 

30 Again, as in SOU 2015:18 (p. 62) and the analysis in Andreasson et al. (2015 p. 709, especially 712–
716).
31 This is a research question on its own, but compare, for example, the rather different conceptions of 
the two law commissions of England and Sweden. The Law Commission Consultation Paper No 164 p. 
1–3, and SOU 2015:18 (p. 124).
32 Graver (1986).
33 We intend to return to this theme in another context.
34 For example, Section 18 of the English Sale of Goods Act of 1979 provides a number of rules con-
cerning specific situations which take precedence over the general fallback provision that property passes 
(and hence the buyer assumes priority over the seller’s creditors) upon the conclusion of the contract.
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behalf of the buyer after the purchase.35 This kind of agreement can be instituted 
under various terms and may describe the point in time at which the buyer should be 
prioritised over the seller’s other creditors.36 Regimes that allow this diversion from 
traditio may lead to difficulties in interpreting what the parties have agreed upon, 
and depending on how these aspects are treated in the regime, it may be question-
able whether such a regime should be seen as a traditio or contract regime.37 Table 1 
gives the basic principles followed by different countries. Since there are many vari-
ations and nuances in the different regimes, the table should be regarded as a rough 
simplification, indicating whether a legal system for a sale of goods applies a con-
tract principle or requires delivery, i.e. traditio.

If we assume that the above list gives us reliable information and a rough pic-
ture of how various jurisdictions apply the principles, we can draw the conclusion 
that there is no clear overweight for any of the two principles.38 We can also con-
clude that neighbouring countries with similar circumstances have chosen different 
regimes.

Since our ambition is to show a general difference between contract and traditio, 
we begin with simplifications; that is, we consider the contract principle to require a 
contract and that the object be specified, and regard the traditio principle as requir-
ing an agreement and a delivery, i.e. that the buyer has taken possession of the pur-
chased item.

35 Germany and Austria represent the second, very common, regime, where statutory law provides for 
different ‘forms’ of traditio, including one which makes it possible to transfer the goods before delivery 
(the so-called constitutum possessorium, see Section 930 of BGB and Section 428 of ABGB), which can 
be analysed in terms of a ‘dispositive’ traditio system. See, among many others, van Vliet (2000, fn. 21, 
p. 201 f). Sweden represents the first regime with an absolute requirement for delivery or registration, see 
SOU 2015:18.
36 This is, although phrased in terms of a transfer of ‘ownership’, quite directly spelled out in the DCFR 
rules VIII.–2:101(1)(e) and VIII.–2:103; see von Bar and Clive (2010, pp. 4381–4408, 4475–4478).
37 The regimes in Spain and Norway are two different examples of this kind of classification difficulty. 
See von Bar and Clive (2010, pp. 4484–4485, 4489).
38 This overview is based on information from the national reports edited by Faber and Lurger (2008–
2011) and von Bar and Clive (2010 pp. 4479–4490), SOU 2015:18 (pp. 73–87). For countries not cov-
ered by these sources, see the following: For Japan, Zufall (2010, p. 201), which refers to Section 178 
of the Japanese Civil Code for the opposability of a transfer in the transferor’s insolvency. For India, 
Section 20 of the Indian Sale of Goods Act 1930 (as the relevant fallback rule for a sale of specific goods 
in a deliverable state). For Quebec, Section  916 of the Civil Code of Quebec, for the other Canadian 
provinces see the respective Sale of Goods Act (following the English Sale of Goods Act). For China, 
Section  23 of the Chinese Property Law Act, and Lohsse and Jin (2015, 227 nos. 63 ff). For Turkey, 
Section 890 of the Turkish Civil Code, and Rumpf (2004, p. 245). For South Korean law, Section 188 
South Korean Civil Code. For Russia, Section 223 Russian Civil Code. The basic traditio rule in Brasil 
is spelled out in Section 1267 of the Brasil Civil Code; for more details (including a special provision 
requiring registration for third-party effectiveness regarding automobiles), see Pietrek (2015, 84 ff). For 
the Philippines, see Section 1164 of the Philippine Civil Code, and Delson (2000, p. 185 f).
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3  The model

3.1  Developing the model

There are many reasons for buying things in ‘advance’. One such reason is when a 
seller produces a product specifically for one buyer. Because the product is being 
customised for that particular buyer (e.g. based on technical specifications that are 
unique to the prospective buyer), two issues arise. First, it is difficult to anticipate 
the market price for such a product. Second, it is less costly to initiate the customisa-
tion of the product early on in the production process.

Our model starts with an uncertain project that requires an investment of I > 0 
to get started. There are two investors, an equity owner, and a creditor (bank). The 

Table 1  Regimes followed by 
different countries

Countries following the contract regime Countries following the 
traditio regime

France Germany
Belgium Switzerland
Italy Austria

Slovenia
Portugal Spain
Luxembourg Netherlands
England
Scotland
Ireland
Iceland
Denmark Norway
Sweden (consumer) Sweden (non-consumer)
Finland Estonia

Latvia
Poland Lithuania
Bulgaria Hungary

Czech Republic
Slovakia

Malta Greece
Cyprus Turkey
India China
Quebec Canada (rest)

United States
Russia

Japan South Korea
Philippines
Brasil
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bank invests a loan amount L while the equity owner invests A ≡ I − L . We will 
assume that the risk-free interest rate on the loan is zero and the bank operates in a 
competitive market. For its loan L , the bank has a debt claim of D , payable when the 
project return is realised. In its usual course, the project yields a return R if it is suc-
cessfully completed and return r if it is unsuccessful,r where R > r ≥ 0 . The project 
succeeds with probability p and fails with probability (1 − p) . The uncertainty in the 
project returns is due to the uncertain market conditions that will prevail in Stage 2. 
If market conditions are good, the project realises the higher return R ; otherwise, it 
returns a value of r . The reality of the business’s limited liability introduces bank-
ruptcy possibilities, as the bank may not be fully repaid when the project fails. Of 
course, when the project succeeds there is enough to pay the bank.

Additionally, there is a possibility that after the project commences, and before 
it concludes, an advance buyer will ask for a product that entails a cost m > 0 , for 
which the buyer is willing to pay an advance price v ≥ m, an amount payable before 
the realisation of the project. This happens with probability q, 1 ≥ q > 0 . The pos-
sible presence of the advance buyer makes the bankruptcy process slightly compli-
cated if the firm enters bankruptcy before the product is delivered to the buyer. There 
are now two prior claimants at the end of the project, the bank and the advance 
buyer.39 Thus, this study’s question is, ‘should the advance price v be returned (or 
the product be delivered) to the advance buyer even if the bank (lender) is not fully 
repaid?’

Figure 1 gives the timeline or sequence of events in the model. In Stage 0, the 
firm is set up with a limited liability debt contract. In Stage 1, an advance buyer 
may, or may not, appear. In Stage 2, the project realisation happens.

The customised product has a market value v′ at the end of the project, but is 
valued at v′′ ≥ v′ by the advance buyer. Since the product is customised to a specific 
buyer, the latter’s valuation is more than what the average (market) buyer is willing 
to pay for it.

Consider a car company selling cars in two popular colours, both at the cost v′ . 
Consider also that a customer wants a third colour, which she particularly prefers, 
but the company does not offer that colour because its cost is higher than what 
the market is willing to pay. If the car company uses this third colour on some of 
its cars, it would have to sell all its cars at the same price, despite the ones in the 
third colour costing the company more to produce. In this example, not only is 
the customer who wants the rare colour willing to bear the cost of that colour, but 
she may actually be willing to pay a premium price ( v′′ ) for it.

Stage 0: Firm is setup. The 
entrepreneur borrows money 
and invests in a project

Stage 1: Advance buyer 
appears with probability .

Stage 2: realization of 
project. The project outcome 
and priority regime decides 
the distribution of payments

Fig. 1  Timeline

39 The equity owner is a residual claimant and has the last priority.
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Alternatively, consider a company that produces a good that is used as an input 
in the production of many other goods. The advance buyer in this case may be a 
producer requiring a unique specification for this intermediate good, given the 
design of her final product. Since this intermediate product would have little (sold 
as scrap) or no market value, its market value v′ would be low, but its value to the 
advance buyer ( v��) would be high. Indeed, this also explains why the supplier of 
the advance purchase would insist on a commitment by the buyer before produc-
ing such a customised product.

Should the project be successful, the market value v′ would become irrelevant 
since the lender would be fully repaid. The customised product would go to the 
advance buyer and not put on the market. However, should the project fail and the 
bank has the first claim, then, if need be, the bank could put the advance buyer’s 
product on the market and collect a value of v′ . The market condition does not affect 
the values of v and m as they are determined in Stage 1, before the uncertainty is 
resolved (in Stage 2).

In such situations, it is important to understand the role played by the advance 
buyer. Suppose the project involves the production of cars. The advance buyer may 
want a customised car, where the customisation must happen during the process of 
production.40 This can happen only if the buyer of this customised product makes 
the commitment to buy it before the completion of the project. This customisa-
tion would be an additional cost m in the project, and so the final return would be 
reduced by m . On the other hand, because the product is customised, its value to the 
advance buyer would be v′′ ≥ v′ . Should the project succeed, the value in the project 
available to the investors would be R − m + v.41 Should the project fail, the value 
available in the project to pay the bank would be r − m + v if the product has to be 
delivered to the advance buyer. If, however, the bank has the first claim on the unde-
livered product, the amount available to them would be r − m + v + v� . We assume 
that at Stage 0, both the bank and equity owner know that, with probability q, an 
advance buyer may appear in Stage 1.

Let (superscript) C denote the contract regime, through which the advance buyer 
has the first claim on the undelivered product during bankruptcy, and (superscript) 
T  denote the traditio regime, through which the bank has the first claim on all the 
assets (including the undelivered product). Let Dj , j = C, T  be the debt claim of the 
bank under priority regime j . Under C , the advance buyer pays an advance price 
vC to obtain a surplus of v�� − vC , where v′′ is the advance buyer’s valuation of the 
customised product. As explained before, v′′ ≥ v′ since the product is customised to 
the advance buyer’s preferences and not the general market’s preference. If we are 
in the contract regime, then the advance buyer’s surplus, �C is non-stochastic and 
�

C = v�� − vC.

40 The customised product could satisfying the specifications of any single buyer. Continuing with the 
example of the automotive sector, the product could be sheets of steel that will be used for a specific car’s 
chassis, produced by a separate company.
41 The project also has the undelivered product, but it goes to the advance buyer.
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3.2  Solving the model

3.2.1  The contract regime

There are two variables, vj and Dj , to solve in each regime j , j = C, T . Let us consider 
the contract regime first. The advance buyer is contracting for a product that is custom-
ised to her specification for a value v′′ that she gets from the customisation. This cus-
tomisation comes at a cost m , generating a total surplus v�� − m . This surplus will have 
to be distributed between the project and the advance buyer. The distribution has to 
be decided through a bargaining process between the advance buyer and the decision-
maker in the project, who, in our case, is the entrepreneur or the equity owner. How-
ever, we will not investigate the bargaining process between the two in this study, but 
merely solve for it. One possible way to solve for the outcome of the bargaining game 
is to assume that the two parties go through a Nash bargaining process. In that case, 
the proportion of the surplus going to each party depends on their relative bargaining 
strength. We will take that as a given and say that vC is the advance price that generates 
the Nash bargaining solution. Here, the advance buyer receives the surplus v�� − vC and 
the project receives vC − m.

We will denote the net surplus of the equity owner, bank, and advance buyer in each 
regime j to be � j , � j,and �j , respectively, where j = C, T.

Result 1 Let vC be the price paid by the advance buyer, where vC is the outcome of 
the Nash bargaining process between the advance buyer and the project. Then

(For proof, please see “Appendix”.)

The surplus in the system is distributed among the equity owner, bank, and the 
advance buyer. The bank is competitive, hence it cannot make a positive surplus. The 
surplus generated in the project without the advance buyer is 

[
pR + (1 − p)r − I

]
 and 

the equity owner keeps all of it. The presence of the advance buyer generates an addi-
tional surplus v�� − m , which is divided between the equity owner and the advance 
buyer. This division is determined through Nash bargaining, which generates vC , giving 
the equity owner a surplus vC − m and the advance buyer, surplus v�� − vC . However, 
because the advance buyer appears with probability q , the surplus going to the equity 
owner is probabilistic.

Result 2 Let vC be the price paid by the advance buyer, where vC is the outcome of 
the Nash bargaining process between the advance buyer and the project. Then

�
C = v�� − vC,� C = 0 and �

C =
[
pR + (1 − p)r − I

]
+ q

(
vC − m

)

(1)DC =

⎧
⎪⎨⎪⎩

L ifL ≤ r
L−(1−p)(1−q)r

p+(1−p)q
if r < L ≤ r + (vC − m)[p + (1 − p)q]

L−(1−p)(1−q)r−(1−p)q(r+vC−m)

p
if r +

�
vC − m

��
p + (1 − p)q

�
< L ≤ I
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(For proof, please see “Appendix”.)

3.2.2  Traditio regime

In the traditio regime, unlike in the contract regime, the advance buyer is not sure of 
obtaining v′′ at the end of the project, thus her surplus is stochastic. This is because 
if the project fails, the undelivered product will belong to the bank, where the bank 
will have to be paid more than r − m + vT.

However, before calculating the advance buyer’s surplus in the traditio regime, 
we need to make an additional point. Whenever the bank sells the undelivered prod-
uct on the market, the advance buyer should be the one buying it. If she does not 
buy it, the value she receives in Stage 2 is zero, making her net return negative as 
she had already paid vT in Stage 1. On the other hand, if she buys it, she will receive 
a positive value v�� − v� ≥ 0 in Stage 2 against the price she had already paid. Note 
that the price vT is a sunk cost in Stage 2.

Under T  , there are two different situations to consider:

(a) r − m + vT ≥ DT : In this case, though the project has failed, the value of vT is 
sufficiently high so that the bank gets fully paid and the advance buyer receives 
her full value v′′ (or, a net surplus of v�� − vT).

(b) r − m + vT < DT : Here the bank will lay claim to the undelivered product and 
sell it at v′ . This will increase the value in the project to r − m + vT + v� . If this 
is greater than DT , the bank will receive DT and the advance buyer will receive 
the remainder, which is equal to r − m + vT + v� − DT.42 If, on the other hand, 
r − m + vT + v� < DT , there will be no remainder for the advance buyer. To 
receive her customised product when the company is bankrupt, the advance 
buyer has to pay v′ which, as argued before, she does.

Putting these together, the advance buyer pays min
[
v�,max

{
r − m + vT − DT , 0

}]
 

to obtain a Stage 2 value equal to

If r − m + vT ≥ DT , then max
{
DT −

(
r − m + vT

)
, 0
}
= 0 and min

{
v�, 0

}
= 0 , 

giving a Stage 2 value equal to v′′ . If, on the other hand, r − m + vT < DT , the 
bank lays claim to the undelivered product, which can be bought by the advance 
buyer with an additional amount that equals the shortfall of r − m + vT from DT 
but not more than v′, which is the maximum that can be obtained in the mar-
ket place for the customised product, the Stage 2 value received by the advance 
buyer will be less than v′′ but no less than v�� − v� . Of course, all of this may only 

[v�� − min
[
v�,max

{
DT −

(
r − m + vT

)
, 0
}]

42 Note that if the product, on which the advance buyer has a claim prior to equity, has to be sold in the 
market, then the surplus generated over DT goes to the advance buyer and not to the equity owner.
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happen if the project fails; otherwise, the advance buyer receives the full value v′′ 
in Stage 2. Thus, we can write the traditio regime surplus of the advance buyer as

There is no reason for the relative bargaining strength between the entrepre-
neur and the advance buyer to be different in the two regimes. Hence, compared 
to the contract regime, in the traditio regime, the bargaining strengths remain the 
same, but the distribution of the surplus is now dependent on the fact that, should 
the project fail, the lender/bank is a superior claimant compared to the advance 
buyer. This implies that the price the advance buyer will pay will be different 
from that in the contract regime. This follows from equating �C to �T (above). 
Setting �T = �

C , gives us

On simplification, this yields

Two things are immediate. First, vC ≥ vT . This is because the second expres-
sion on the right hand side of Eq. (2), (1 − p)

[
min

[
v�,max

{
DT −

(
r − m + vT

)
, 0
}]]

 
is always greater than or equal to zero. Second, vC < vT + v� . This 
is because the maximum value of the right hand side of Eq.  (2) is 
vT + (1 − p)v� = vT + v� − pv� < vT + v�.

Result 3 Let vT be the price paid by the advance buyer, where vT is such that the 
Nash bargain process between the advance buyer and the project yields the same 
distribution, as that in the contract regime (with a surplus generated by the presence 
of the advance buyer). Then

(For proof, please see “Appendix”.)

Note that wherever we had vC in Eq.  (2), we also had vT + v�, for that is the 
amount available to the bank if the project fails and the advance buyer is present. By 
inspection, the proof is similar to that of Result 2 substituting vT + v� for vC.

The traditio regime’s return to the equity owner can be written as

�
T = pv�� + (1 − p)

[
v�� − min

[
v�,max

{
DT −

(
r − m + vT

)
, 0
}]]

− vT .

v�� − vC = pv�� + (1 − p)[v�� − min
[
v�,max

{
DT −

(
r − m + vT

)
, 0
}]

− vT

= v�� − (1 − p)
[
min

[
v�,max

{
DT −

(
r − m + vT

)
, 0
}]]

− vT

(2)vC = vT + (1 − p)
[
min

[
v�,max

{
DT −

(
r − m + vT

)
, 0
}]]

(3)

DT =

⎧
⎪⎨⎪⎩

L ifL ≤ r
L−(1−p)(1−q)r

p+(1−p)q
if r < L ≤ r + (vT + v� − m)[p + (1 − p)q]

L−(1−p)(1−q)r−(1−p)q(r+vT+v�−m)

p
if r +

�
vT + v� − m

��
p + (1 − p)q

�
< L ≤ I
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Result 4 Let vT be the price paid by the advance buyer, where vT is such that the 
Nash bargain process between the advance buyer and the project yields the same 
distribution as that in the contract regime (with a surplus generated by the presence 
of the advance buyer). Then

(For proof, please see “Appendix”.)

This result states that under symmetric information, priority rules do not affect 
equilibrium surplus. First, observe that bank-lending occurs under a competitive 
market structure in both priority regimes. Therefore, in both cases, the parties do 
not realise a surplus, but rather, they break even. Second, since the advance buyer 
decides to buy (with probability q ) after the contract regime has been chosen, her 
bargaining strength determines how much surplus she receives. The fact that vC 
and vT are endogenous allows the advance buyer to get an equal part of the sur-
plus in both regimes. Third, the total surplus in the system, given by the project 
surplus plus that generated by the advance purchase, is independent of the prior-
ity regime and equals

Since the bank receives a zero surplus and the advance buyer receives the 
same surplus in both regimes, the entrepreneur receives the same surplus in both 
regimes as well.

4  Implications

While the two priority regimes are equivalent in terms of the potential total sur-
plus and its distribution among the agents, the equilibrium values of the variables 
in the system will vary according to the priority regime applied. In our view, the 
variables of special interest are Dj and vj , j = C, T .

From our economic analysis, we know the bank’s default risk (as measured by 
the amount it can extract under bankruptcy) is lower in the contract regime than 
in the traditio regime. This happens in two ways. First, because v�� + v� > vC , the 

(4)

�
T = p(1 − q)

[
R − DT

]
+ pq

[
R − DT + vT − m

]
+ (1 − p)(1 − q)max

{
r − DT , 0

}

+ q(1 − p)max
{
r + vT − m − DT , 0

}
− A

= p
[
R − DT

]
+ pq

(
vT − m

)
+ (1 − p)(1 − q)max

{
r − DT , 0

}

+ q(1 − p)max
{
r + vT − m − DT , 0

}
− (I − L)

�
C = �

T ,� T = �
C = 0 and �

T =
[
pR + (1 − p)r − I

]
+ q

(
vC − m

)
= �

C

[
pR + (1 − p)r − I

]
+ q

(
v�� − m

)
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possibility of a default is lower in the traditio than in the contract regime.43 Sec-
ond, when the loan amount is such that a default could occur in both regimes, the 
recovery by the bank would be higher in traditio than in contract (again because 
v�� + v� > vC ). This means that for all loan amounts L , the bank’s debt claim under 
traditio is no greater than that under contract and becomes strictly less as the loan 
amount increases. The debt claims are solved for in Eqs.  (1) and (3) and illus-
trated in Fig. 2. Another way of looking at it is that the bank’s interest rate (meas-
ured as 

[(
Dj∕L

)
− 1

]
 ) is (weakly) less under traditio than under contract, with 

the inequality being strict for loans that have a positive risk of default. Whatever 
additional value the bank receives in the traditio regime from an insolvent firm, it 
gives up in its collection through its interest rate for that firm.

The behaviour of the advance purchase price, on the other hand, is opposite to that 
of the interest rate on the loan. Without any risk of a loan default in either regime, 
we have vC = vT . Whenever there is a risk of loan default, the traditio regime differs 
from the contract regime in that vC > vT . This is illustrated in Fig. 3.

Results 1 and 4 show that the priority regime, if known at the time of contract-
ing, has no impact. This is because contracting parties internalise the economic 
consequences of the regime when taking ex ante decisions. However, as discussed 
in Sect.  2, some lawyers argue that, compared to the contract regime, the traditio 
regime prevents fraud more effectively. How do we consider this aspect of the law-
yers’ argument in our economic analysis?

In our model, we have assumed that the advance buyer is an independent agent 
and not related in any way to the entrepreneur. In practice, however, the advance 
buyer could become endogenous to the system. It is reasonable to assume that the 
firm-insiders would have greater knowledge about project’s success probabilities. 
For instance, if the entrepreneur knows that a project will fail before it actually does, 
she may make a deal with a ‘related party’ to pose as an advance buyer. This buyer 
and the entrepreneur can settle on an official price v0 < vC , transfer v0 to the bank 
when the project fails, and share the surplus vC − v0 . Observe that this is not pos-
sible under the traditio regime because the bank has the first claim on all the value 
of a failed firm.

First, observe that in our model, the advance buyer is (often) contracting to buy a 
product that has a value higher than what the market is willing to pay. Consequently, 
this price is an outcome of the relative bargaining capabilities of the two parties—
the project decision-maker and the buyer. These bargaining strengths are unobserv-
able. Second, the project usually has information on impending insolvency before 
the creditor. In this situation, it is possible for the project to enter into a contract 
with related parties to sell products through the advance purchase mechanism.

‘Asset stripping’ under impending insolvency is well recognised in the literature. 
Indeed, legal codes in countries that otherwise follow the contract regime specifi-
cally enable bankruptcy officials to identify and nullify such agreements or cancel 
the suspect sales that may have been made prior to bankruptcy (see Sect.  2, and 
e.g. Mouial-Bassilana 2016). In reality, it is difficult to identify such agreements 

43 See the paragraph immediately before Result 3.
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by simply looking at the price set in the agreement. For example, if vC ≥ v′ , it is 
difficult for a bankruptcy official to claim fraud. Moreover, post customisation, the 
market value may actually be lower than m (the cost of customisation). On the other 
hand, if v0 > m ≥ v′ and one is in a contract regime, it may be better for the credi-
tor to honour the contract and collect the v0 even though the unobserved vC could be 
well above v0 . Under traditio, such a situation is irrelevant since vT + v� > vC regard-
less of how they compare with m.

5  Conclusion

This study investigated the economic consequences of two opposing regimes—tra-
ditio and contract—applied by legislators in different jurisdictions. Our results sug-
gest that the two regimes are equivalent in terms of the net utilities enjoyed by each 
player, namely, the entrepreneur, the bank, and the advance buyer. We also found 
that the higher prices of the advance purchase products in the traditio regime can 
be compensated by better credit terms. An interesting policy implication is that 
there is no competitive advantage for either the seller or buyer in a contract regime 
compared to a traditio regime. Earlier analyses have incorrectly used market prices 
to determine the advantage of each regime, which may be misleading and biased 
towards the contract regime. A more accurate method is to compare the initial deci-
sions to invest, which, in our analysis, are equivalent in both regimes.

The second policy implication refers to the possibility of fraud. The traditio 
regime should be preferred if there is a weak enforcement of corporate governance, 
i.e. when we relax the assumption that the creditor and the buyer are independent, 
and instead concur that the creditor has prior knowledge about a possible project 
failure, but the bank does not. Such fraudulent behaviour is not feasible under a 
traditio regime. Revealing fraud in a contract regime by comparing the negotiated 
prices and market prices is challenging when the bargaining strengths of each party 
and the degree of product customisation made for the buyer are unknowns.

Our conclusions regarding the preferable principle are based on a question of 
who should be given priority between two different parties—the advance buyers 
and the other creditors. Our result, showing equality between the two regimes, is 
supported empirically by the fact that neither regime dominates the other when 
considering the choices of different countries. For example, competing, but very 
similar neighbouring countries such as Sweden and Finland, can use different 
principles without either of them having an economic disadvantage over the other. 
Since we conclude that the two regimes are equivalent, it is not strange that dif-
ferent countries have made different choices. As we have pointed out (in Sect. 2), 
there are also other aspects to consider in the choice of principle. The choice is 
to some degree dependent on the legal systematic aspects. These aspects vary 
between legal systems and jurisdictions. The fact that one jurisdiction can use 
both principles for different circumstances can be viewed from this perspective. It 
is also possible that in most jurisdictions using the traditio principle, it is allowed 
and common for the parties, and some branches of industry, to depart from the 
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traditio requirement and agree to apply the contract regime when it seems to suit 
the situation better.
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Fig. 2  Debt claims and loan amounts under the contract and tradi-
tio regime. From Eq.  (2) in the text, vc < vT + v� because the maximum value of 
the right hand side of Eq.  (2) is vT + (1 − p)v� = vT + v� − pv� < vT + v� . Hence, 
r +

(
vT + v� − m

)[
p + (1 − p)q

]
> r + (vc − m)

[
p + (1 − p)q

]
. The slopes are calculated from the expres-

sions DC and DT given in Eqs. (1) and (3), respectively

http://creativecommons.org/licenses/by/4.0/
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Appendix

Proof of  Result 1 The fact that �C = v�� − vC is immediate and follows from the 
paragraph preceding the statement of Result 1 in the text. � C = 0 follows from the 
assumptions that the bank is competitive, risk neutral and makes zero (abnormal) 
profit. The bank’s net surplus is given by

Net return to equity is given by

�
C = p(1 − q)DC + pqDC + (1 − p)(1 − q)min

{
r,DC

}
+ q(1 − p)min

{
r − m + vC,DC

}
− L

Fig. 3  Advance product prices and loan amounts under contract and tradi-
tio regimes. From Eq.  (2) in the text, vc < vT + v� because the maximum value of 
the right hand side of Eq.  (2) is vT + (1 − p)v� = vT + v� − pv� < vT + v� . Hence, 
r +

(
vT + v� − m

)[
p + (1 − p)q

]
> r + (vc − m)

[
p + (1 − p)q

]
. Also, when we have 

L ≥ r +
(
vT + v� − m

)[
p + (1 − p)q

]
, we know that DT ≥

(
r − m + vT + v�

)
 and this implies that [

min[v�,max{DT − (r − m + vT ), 0}]
]
= v� giving us vC = vT + (1 − p)v�
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With probability (1 − q) , the advance buyer will not come and then, the entre-
preneur gets R − DC if the project is successful, which happens with probability p . 
With probability (1 − p) , the project fails and then equity gets a return only if there 
is anything left over after the bank is repaid. In the presence of the advance buyer, 
that happens with probability q , a successful project has, at the end of Stage 2, an 
amount equal to R − m + vC , while the unsuccessful project has r − m + vC.

Using max{a − b, 0} = a − min{a, b} , we can write

The second line of the last expression in square brackets is nothing but the net 
return to the bank from the project, � C , and this is equal to zero. So,

Proof of Result 2 The bank’s return is

(a) If min
{
r,DC

}
= DC , then, so is min

{
r − m + vC,DC

}
= DC . Then, � C is equal 

to

Setting this equal to zero, gives us DC = L for L ≤ r.

(b) Now, let r < DC but DC ≤ r − m + vC . Now � C is equal to

Setting this equal to zero, we get

Using the fact that r < DC ≤ r − m + vC we get the relevant range of L.

�
C = p(1 − q)

(
R − DC

)
+ pq

(
R − m + vC − DC

)
+ (1 − p)(1 − q)max

{
r − DC, 0

}

+ q(1 − p)max
{
r − m + vC − DC, 0

}
− A

�
C = pR + pq

(
vC − m

)
+ (1 − p)(1 − q)

[
r − min

{
r,DC

}]

+ q(1 − p)[r − m + vC − min
{
r − m + vC,DC

}
− pDC − (I − L)

= pR + (1 − p)(1 − q)r + q(1 − p)
(
r − m + vC

)
+ pq

(
vC − m

)
− I

−
[
pDC + (1 − p)(1 − q)min

{
r,DC

}
+ q(1 − p)min

{
r − m + vC,DC

}
− L

]

�
C = pR + (1 − p)(1 − q)r + q(1 − p)

(
r − m + vC

)
+ pq

(
vC − m

)
− I

=
[
pR + (1 − p)r − I

]
+ q

(
vC − m

)

�
C = pDC + (1 − p)(1 − q)min

{
r,DC

}
+ q(1 − p)min

{
r − m + vC,DC

}
− L

pDC + (1 − p)(1 − q)DC + q(1 − p)DC − L = DC − L

pDC + (1 − p)(1 − q)r + q(1 − p)DC − L

DC =
L − (1 − p)(1 − q)r

p + (1 − p)q
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(c) When DC
> r − m + vC , we have � C equal to

Since this expression is equal to zero, we get

The range for L is obtained by noting that DC
> r − m + vC implies that

This gives us the lower limit of L and, we know that L ≤ I.

Proof of Result 3 The bank’s return in the traditio regime is

(a) If min
{
r,DT

}
= DT , then, so is min

{
r − m + vT + v�,DT

}
= DT . Then, � T is 

equal to

Setting this equal to zero, gives us DT = L for L ≤ r.

(b) Now, let r < DT but DT ≤ r − m + vT + v� . Now � T is equal to

Setting this equal to zero, we get

Using the fact that r < DT ≤ r − m + vT + v� we get the relevant range of L.

(c) When DT
> r − m + vT + v� , we have � T equal to

Since this expression is equal to zero, we get

pDC + (1 − p)(1 − q)r + q(1 − p)
(
r − m + vC

)
− L

DC =
L − (1 − p)(1 − q)r − (1 − p)q

(
r + vC − m

)
p

L − (1 − p)(1 − q)r − (1 − p)q
(
r + vC − m

)
p

> r − m + vC

�
T = pDT + (1 − p)(1 − q)min

{
r,DT

}
+ q(1 − p)min

{
r − m + vT + v�,DT

}
− L

pDT + (1 − p)(1 − q)DT + q(1 − p)DT − L = DT − L

pDT + (1 − p)(1 − q)r + q(1 − p)DT − L

DT =
L − (1 − p)(1 − q)r

p + (1 − p)q

pDT + (1 − p)(1 − q)r + q(1 − p)
(
r − m + vT + v�

)
− L
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The range for L is obtained by noting that DT
> r − m + vT + v� implies that

In this regime too, L ≤ I.

Proof of Result 4 The bank’s net surplus is given by

Net return to equity is given by

Observe that in the traditio regime, v′ does not directly enter equity returns. It 
enters through the valuation of the debt when the project fails. The fact that the 
lender can seize the undelivered product under default gives the bank greater value 
than just r − m + vT . This additional v′ value, however, is distributed between the 
bank and the advance buyer; the

(a) When L ≤ r , there is no default as DT = L allows the lender to be paid in full in 
all states. This also means that the advance buyer always gets her product and 
so vT = vC . Thus

(b) When r < L ≤ r +
(
vT + v� − m

)[
p + (1 − p)q

]
 there are two sub-cases to con-

sider.

Case 1 r < L ≤ r +
(
vT − m

)[
p + (1 − p)q

]

We claim that this corresponds to r < DT ≤ r − m + vT . This would imply

Setting � T = 0 , gives us DT =
[
L − (1 − p)(1 − q)r

]
∕
[
p + q(1 − p)

]
 . Since, by 

hypothesis, r < DT ≤ r − m + vT , plugging in the value od DT gives us the range for 
L in this case.

DT =
L − (1 − p)(1 − q)r − (1 − p)q

(
r + vT + v� − m

)
p

L − (1 − p)(1 − q)r − (1 − p)q
(
r + vT + v� − m

)
p

> r − m + vT + v�

�
T = p(1 − q)DT + pqDT + (1 − p)(1 − q)min

{
r,DT

}
+ q(1 − p)min

{
r − m + vT + v�,DT

}
− L

�
T = p(1 − q)

(
R − DT

)
+ pq

(
R − m + vT − DT

)
+ (1 − p)(1 − q)max

{
r − DT , 0

}

+ q(1 − p)max
{
r − m + vT − DT , 0

}
− A

�
T = p(R − L) + pq

(
vT − m

)
+ (1 − p)(1 − q)(r − L)

+ q(1 − p)
{
r − m + vT − L

}
− (I − L)

= pR + (1 − p)r − I + q
(
vC − m

)
= �

C

�
T = pDT + (1 − p)(1 − q)r + q(1 − p)DT − L



124 European Journal of Law and Economics (2021) 51:97–128

1 3

Here, the advance price enables the lender to get fully repaid without having to 
put the undelivered product on the market. In other words, the advance buyer always 
gets her product and so vC = vT.

So,

Plugging in the value of DT and, recalling that A = I − L and vT = vC , we have 
equity return to be �T = pR + (1 − p)r − I + q

(
vC − m

)
= �

C

Case 2 r < r +
(
vT − m

)[
p + (1 − p)q

]
< L ≤ r +

(
vT + v� − m

)[
p + (1 − p)q

]

We claim that this corresponds to r − m + vT < DT ≤ r − m + vT + v� . The lender 
continues to be fully repaid in the presence of the advance buyer, so

Setting � T = 0 , gives us DT =
[
L − (1 − p)(1 − q)r

]
∕
[
p + q(1 − p)

]
 . Since, by 

hypothesis, r − m + vT < DT ≤ r − m + vT + v� , plugging in the value od DT gives 
us the range for L in this case.

In this case, equity gets nothing when the project fails, with or without the 
advance buyer, giving us

We now go back to Eq. (2) in the text.

Given the range of DT , we know that

Plugging this value into the expression for �T , we get

Plugging in the value of DT , we get �T = pR + (1 − p)r − I + q
(
vC − m

)
= �

C.

(c) Finally, we consider r +
(
vT + v� − m

)[
p + (1 − p)q

]
< L ≤ I.

We claim that this corresponds to DT
> r − m + vT + v� . The lender now gets

�
T = p

(
R − DT

)
+ pq

(
vT − m

)
+ q(1 − p)

(
r − m + vT − DT

)
− A

= pR + pq
(
vT − m

)
+ q(1 − p)

(
r − m + vT

)
−
[
p + (1 − p)q

]
DT − A

�
T = pDT + (1 − p)(1 − q)r + q(1 − p)DT − L

�
T = p

(
R − DT

)
+ pq

(
vT − m

)
− A = pR + pq

(
vT − m

)
− pDT − A

vC = vT + (1 − p)
[
min

[
v�,max

{
DT −

(
r − m + vT

)
, 0
}]]

vC = vT + (1 − p)
[
DT −

(
r − m + vT

)]
= pvT + (1 − p)

[
DT − (r − m)

]

vT =
vC

p
−

(1 − p)
[
DT − (r − m)

]
p

�
T = pR + q

(
vC − m

)
− q(1 − p)DT + q(1 − p)r − pDT − A

= pR + q
(
vC − m

)
+ q(1 − p)r −

[
p + q(1 − p)

]
DT
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Setting � T = 0 , gives us DT =
[
L − (1 − p)(1 − q)r − q(1 − p)(r − m + vT + v�

]
∕
[
p
]
 . 

Since, by hypothesis, DT
> r − m + vT + v� , plugging in the value od DT gives us 

the range for L in this case, noting that L cannot be greater than I.
Once again, equity gets nothing when the project fails, with or without the 

advance buyer, giving us

From Eq. (2) in the text and given the range of DT , we get

Plugging this value into the expression for �T , we get

Plugging in the value of DT , we get �T = pR + (1 − p)r − I + q
(
vC − m

)
= �

C.
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