Dear Reader,

The main topic of this year’s Juridica International is the Estonian Civil
Code in a European Private Law Context, as an international conference
on this subject will take place in Tartu on 27-28 September. The
conference is organised by the University of Tartu in conjunction with the
Ministry of Justice and the Supreme Court. More than 600 people will
participate in the conference, including acclaimed jurists from Belgium,
Germany, Switzerland, the USA, France, Russia, Netherlands, Denmark,
Poland, Sweden, Finland, Norway, Latvia, Lithuania, Belarus and the
Ukraine. The conference is dedicated to the completion of the new
Estonian Civil Code, the objective is to discuss the main problems of civil
law, to compare Estonia with other countries and to address the
development trends of private law in Europe.

Preparation of the new Estonian Civil Code began in 1992. The goal was
to create a civil code suitable for a democratic, market economy-orientated
state, as the old civil code no longer corresponded to the new conditions
after Estonia regained its independence in August 1991. The Civil Code
consists of five parts, adopted as separate Acts — the General Part of the
Civil Code Act and the Family Law Act in 1994, the Law of Property Act
in 1993 and the Law of Succession Act in 1996; the preparation of the
draft Law of Obligations Act, as the lengthiest part, has also taken the
longest time, but is now ready and will be adopted in the near future. The
part laws have been prepared with a view to the fact that they are
organically linked parts that collectively form the Civil Code.

So, by 2001, ten years after regaining independence Estonia has a new and
modern Civil Code. Of course, work continues to elaborate the parts of the
Code. Together with the Law of Obligations Act, an amended General
Principles of the Civil Code Act is planned to be adopted, whereas the
provisions of international private law are separated from the General
Principles and an international private law act will be adopted in spring
2002 as a separate law. (The sources used in preparation of the Civil Code
and the new developments arising from the Civil Code are described in
greater detail in: P. Varul. Legal Policy Decisions and Choices in the
Creation of New Private Law in Estonia. — Juridica International. Law
Review. University of Tartu, V, 2000, pp. 104-118).

In preparation of the Civil Code, the goal was not to create an innovative
civil code for Estonia — in the present era of intensive harmonisation and
unification of law, it would not have been expedient or even feasible. It
was important to establish tried and tested rules that would function well
within the state and enable participation in international co-operation. The
source materials included not only the laws of other countries, special
literature and court practice, but also internationally harmonised
legislation such as the Vienna Convention on Contracts for the
International Sale of Goods, Principles of European Contract Law and
Principles of International Commercial Contracts.

The Estonian legislative drafting has been substantially influenced by the
goal to become a member of the European Union. As Estonia is a
candidate member to the European Union, the requirements of EU
directives have been taken fully into account in the preparation of
legislation. In the area of private law, this mainly concerns corporate law,
consumer protection and contract law, competition law and intellectual
property. This gives a certain advantage — when we become a member of
the European Union, we will not need to make major changes to our laws,
as they are already adjusted to the EU law.

Paul Varul \\ J ‘&4}
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Ole Lando

Professor of Law, Copenhagen Business School,
President of the Commission on European Contract Law

The Structure and the Salient
Features of the Principles of
European Contract Law

This is the first time [ address an audience in a Baltic country on the Principles of European Contract
Law. I am very pleased and very honoured.

I shall first tell you why the Principles were made and who made them. Then I shall address what
they contain, their scope style and technique, and finally some of their salient features.

1. Why they were made and who made them

The European Union of today is an economic community. Its purpose is the free flow of goods,
persons, services and capital. The Union is based on these four flows. They go by way of contracts.
To make the flows go easily it should be made simpler to conclude contracts and to calculate contract
risks.

The contract laws of the Union countries differ considerably. Anyone doing business in Europe knows
that a foreign law will come to govern some of his contracts with foreign partners. The unknown law
of the foreign countries is therefore one of his risks. They are often difficult for him and his local
lawyer to understand. They make him feel insecure, and may keep him away from foreign markets
in Europe. Thus, the existing variety of contract laws in Europe is a non-tariff barrier to trade.

It is the aim of the Union to do away with restrictions of trade within the Communities, and therefore
the differences of law, which restrict this trade, should be abolished.

In the last decades there have been important developments of what may be called the EU contract
law. Most significant is the unification of the law of consumer contracts by way of directives. In this
way the Union has provided some harmonisation. However, it is only fragmentary. It tends to vary
in its level of detail and is often unpredictable in terms of its contents. In addition it is not well
co-ordinated, and since the national laws of contract are very different, it causes problems when it
is to be adjusted to the various national laws. There is no European law of contract to support these
specific measures.

The Principles are intended to become part of a future European Civil Code. They may also serve
other purposes. They will apply when the parties have agreed that their contract is to be governed by
them. They may be applied when the parties have agreed that their contract is to be governed by the
“general principles of law”, the lex mercatoria or the like, or when the parties have not chosen any
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system or rules of law to govern the contract, see article 1:101 (2). Parties to an international
commercial contract often agree that disputes which may arise between them shall be submitted to
arbitration. When doing so they also often agree that the contract is to be governed by the /ex
mercatoria i.e. the international customs and usages of international trade, the rules which have been
established for this purpose, such as the PECL or the UNIDROIT Principles, and the rules of law
which are common to most of the States engaged in international trade or to the States connected
with the dispute.

Finally the PECL may help national legislatures that wish to reform their contract law. It is our hope
that the Principles may be a source, which the legislators of the Baltic Countries may use.

Since 1982 the Commission on European Contract Law (CECL) has been working to prepare the
Principles of European Contract Law (PECL). The CECL has not been appointed by any government
or international authority. It has appointed itself. The present 23 Members of the CECL come from
all the states of the EU. They have been selected for their independence and have not promoted any
governmental or commercial interests. A large majority of the Members have been academics but
many of the academics have also been practising lawyers.

2. What they contain,
their scope, style and technique

The Principles were published in 1999."! The first chapter contains general rules on the scope and
application of the Principles. The next chapters deal with the formation of the contract, that is the
agreement between the parties, the authority of an agent to bind his principal, the validity of the
contract, which is mostly about defects in the consent such as mistake, fraud, and duress, the
interpretation, the contents and the performance of a contract. The final chapters treat breach of
contract, which we call non-performance, and the remedies for non-performance such as damages
and termination.

The articles drafted are supplied with comments that explain the operation of the articles. In these
comments there are illustrations, ultra-short stories which show how the rules will operate in practice.
Furthermore, there are notes, which tell of the sources of the rules and state the laws of the Member
States.

In 1997 the CECL began to draft additional rules, many of which are common to contracts, torts and
unjust enrichment, such as plurality of creditors and debtors, assignment of debts and claims, set-off,
and prescription and some other outstanding issues. We finished this part in February this year, and
it will be published when edited, probably in 2003.

The Study Group of a European Civil Code, which is established under the leadership of Professor
Christian von Bar, is a continuation of this work. The general principles of the law of contracts
provided in the PECL will be integrated in what will eventually become a European Civil Code. The
Code will deal with obligations, that is contracts, torts, unjust enrichment and negotiorum gestio, and
with the law of movable property, which includes transfer of title and secured transactions, such as
retention of title and mortgages. It will not be a Code in the traditional continental sense. Family law
and the law of succession will not be included.

The rules of the Civil Code will not only apply to international trade transactions within Europe; they
are to be applied equally to purely domestic transactions.

The PECL, which deal with the general law of obligations, do not make special provision for
consumer contracts. On the other hand, the PECL are not confined to commercial relationships but
are intended to apply to contracts generally, including contracts between merchants and consumers.

An attempt has been made to draft short rules, which are easily understood by the prospective users
of the Principles, the practising lawyers and business people. As the authors of CISG we tried to
avoid legal concepts and used a factual language, which is easier to translate.

The rules drafted are broad principles, not rules that go into details. Broad principles claim a broad
interpretation. Like the rules of CISG those of the PECL give room for development and flexibility.
Article 1:106 provides that “these Principles should be interpreted and developed in accordance with

1.0. Lando, H. Beale (eds.). Principles of European Contract Law. Parts I and II. The Hague, 1999, p. xlviii, p. 561.
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their purposes”, and that “issues within the scope of the Principles but not expressly settled by them
are as far as possible to be settled in accordance with the ideas underlying the Principles.” This is
the approach generally adopted by the Continental courts. Flexibility will ensure the continuity and
stability of a European civil code.

3. The salient features

3.1. You shall keep your bargain

This is a basic principle in the laws of all countries. The legislators and courts stick to it with vigour.
A contracting party must be able to rely on the contract and exercise the freedom and rights granted
to it under the contract. The CECL considered it to be so obvious that it was not stated in a special
rule in the PECL. It is, however, implied in several articles, including article 1:102 on freedom of
contract and article 6:111 (1) on change of circumstances which provides that a party is bound to
fulfil its obligations even if performance becomes more onerous.

3.2. You shall render the performance you promised

Most contracts provide that one party shall pay a sum of money for the goods or services it has
purchased and the other party shall deliver the goods or perform the services. If one party fails to
perform, can the other request performance?

3.2.1. Monetary obligations

A creditor may require performance of a contractual obligation to pay money. He can tender his
performance to the other party and then claim the price. The rule generally applies even if the buyer
later discovers that he does not want performance. Most continental systems have no restrictions on
claims for payment of the price. However, experience gained seems to indicate that there should be
exceptions to the rule. If the supplier has not yet performed and the buyer repudiates the contract and
he can show that the supplier has no legitimate interest in performing, the supplier’s action should
be confined to one for damages.”? The underlying consideration is that a debtor should not have to
pay for an undesired performance in cases where the creditor can easily make a cover transaction
and in other cases where it would be unreasonable to oblige the debtor to pay the price. The latter
occurs in construction contracts in which the contract or part of it has not yet been performed, and
the owner makes it clear that he does not desire performance and is able to show that the other party
has no legitimate interest in performing.”?

Article 9:101 (2) of the PECL provides that, in cases where the creditor has not yet performed its
obligation and it is clear that the debtor will be unwilling to receive performance, the creditor may
nonetheless proceed with its performance and may recover any sum due under the contract unless:
(a) it could have made a reasonable substitute transaction without significant effort or expense;
or

(b) performance would be unreasonable in the circumstances.

The exceptions under (a) and (b) may be regarded as applications of the principle of proportionality,
see section III, 6 below.
3.2.2. Non-monetary obligations

With respect to non-monetary obligations the civil law countries generally recognise the aggrieved
party’s right to specific performance. Under German law it is axiomatic that the aggrieved party has

2 See the English case Attica Sea Carriers Corp. v. Ferrostaal Poseidon Bulk Carrier Reederei GmbH [1976] 1 Lloyds’” Rep 250 (C.A.).
3 See Belgian Court of Cassation, 16 Jan. 1986, Arr. Cass No. 317, RW 1987-1988.
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the right to claim performance of the contract and to obtain a judgement ordering the obligor to fulfil
it. The right to performance is also provided in French law, for instance in article 1184 (2) of the
Civil Code.

In contrast the Common Law of the British Isles makes specific performance a discretionary remedy *
based on equity. Generally such remedy is only granted if compensation for damages would be
inadequate. For this reason it is administered most frequently in contracts for the sale of land.

The position of the civil law countries is based on dogmatic rather than practical reasons. An
aggrieved party will pursue an action for specific performance only if it has a particular interest in
performance that cannot be adequately satisfied by compensation.” Furthermore, on the Continent
as well as in the common law, specific performance is not always available. There are, as we shall
see, many exceptions from the continental rule.”® In practice the results will often be the same.

Despite the similar results in practice, the civil and common lawyers could not reach agreement on
common rules when the Vienna Convention on Contracts for the International Sale of Goods (CISG)
was drafted in 1980. Though article 46 of CISG gives the buyer the right to require performance,
article 28 provides that, if in accordance with the provisions of the Convention one party is entitled
to require the performance of any obligation by the other party, the court is not bound to enter a
judgement for specific performance unless the court would do so under its own law in respect of
similar contracts of sale not governed by the Convention. Thus article 28 preserves the discretion for
the common law courts.

This partition was unnecessary. The civil law countries could have agreed to restrict the right to
require specific performance to situations in which such remedy is needed in practice. For their part,
the common law countries could have conceded to grant the aggrieved party the unconditional right
to request specific performance in such situations.”’

The CECL could agree. Under article 9:102 (1) of the PECL, the aggrieved party is entitled to request
the specific performance of a non-monetary obligation, including the remedying of a defective
performance. Paragraph 2 provides that specific performance cannot be obtained where

(a) performance would be unlawful or impossible; or

(b) performance would cause the obligor unreasonable effort or expense; or

(c) performance consists in the performance of services or work of a personal character or
depends on a personal relationship; or

(d) the aggrieved party may reasonably obtain performance from another source.
Most of these exceptions to the right of specific performance we also find in the civil law countries.

In regard to the exception under (c), it is explained in the Comments that a judgement ordering the
performance of personal services or work would be considered a severe interference with the party’s
personal freedom. Furthermore, performing such services or work under coercion would often be
unsatisfactory for the creditor, and finally it would be difficult for the court to control the enforcement
of such an order.

The exception under (d) is the same as the one provided in paragraph (2) (a) of article 9:101 and is
explained by the same reasons.

The procedural rules on the ways and means of enforcing a judgement for performance are left to
the national legal system. These rules, however, are different in civil law and common law countries,
thus casting doubt on the wisdom of using the common law term specific performance in article
9:102. The term was used in the absence of a better one that would be generally understood.

3.3. You must act in accordance with good faith and fair dealing

A moral principle accepted by every honourable man and woman is that you shall act in accordance
with good faith and fair dealing. It is related to Kant’s categorical imperative: “Your behaviour shall
be governed by such principles as if you were a legislator in a society of reasonable beings obeying

4 See G. Treitel. The Law of Contract. 9" ed. 1995, p. 918 ff-

5 K. Zweigert, H. K6tz. An Introduction to Comparative Law. 31 e, Oxford, 1998, pp. 470, 479.

6 See O. Lando, H. Beale (Note 1), p. 399 ff-

7 See O. Lando. Commentary on the International Sales Law. Milan: M. Bianca & M. J. Bonell, 1987, p. 237.
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common laws.” It is, however, a question whether this moral commandment should be elevated to a
legal principle.

In Europe the views vary. This is most graphically illustrated if one compares German law with the
English and Irish common law. The differences, however, concern the principle more so than the
results in practice.

Section 242 of the German Civil Code provides that the debtor must perform his duty in accordance
with good faith and fair dealing, having due regard for commercial practices. Known as the “king”
of the Civil Code, this provision has been used to “moralise” the entire German law. In the law of
contract, it is applied to the formation and interpretation of contracts and to the granting of relief to
a party in cases of changed circumstances. It operates as a “super provision” used to modify other
statutory provisions. As such, it has been used to change the rigorous individualism of the original
contract law of the Civil Code and also as a device to adapt the law to the changed social and moral
attitudes of society.™

Authors maintain that section 242 should not allow the courts to disregard provisions of the contract
or rules of law whenever they believe that equity or fairness so demands. However, in view of the
many instances in which the courts have applied section 242, one gets the impression that it has

99 *Q

produced some decisions that are “undirected, exuberant and variable”.

Dutch law*!1? comes close to German law and provisions providing for the application of the principle
of good faith in contractual relationships are also found in other continental countries. In France
where it previously played a modest role, it is now considered a principle in expansion.”!! Tt is
recognised by the courts of the Nordic countries, although it has not been expressed in general terms
in the statutes.

In contrast the English common law does not recognise any general obligation to act in accordance
with good faith and fair dealing. In 1997 the Privy Council refused to order specific performance of
a contract for the sale of land to a purchaser who had paid the price ten minutes too late, time having
been made expressly of the essence for the performance of the contract. The court refused to apply
equity to this situation, and one of the justices, Lord Hoffmann, expressly rejected the civil law
approach to good faith.”1? In the view of the court the predictability of the legal outcome of a case
was more important than absolute justice.

However, the English courts often reach the same results as the continental courts by using other
rules. For example, a strict moral code has been imposed in fiduciary relationships, such as contracts
between solicitor and client and doctor and patient. The duty of good faith is also required when the
court is asked to grant equitable remedies. There are a growing number of cases where the courts
have interpreted the terms of a contract in such a way as to prevent a party from using a clause in
circumstances in which it was not intended to be used. New examples of cases where good faith has
been invoked are constantly being added to English case law.”13

In the study on Good Faith in European Contract Law edited by Reinhard Zimmermann and Simon
Whittaker some 20 reporters of different nationality have assessed the outcome of 30 cases which
the editors have chosen. The English reports*!# on these cases are in line with those of the majority
of the continental countries. Many of the results achieved in the continental systems by requiring
good faith have been reached in English law by more specific rules.

Article 1:201 of the PECL adopts the continental approach. It provides: “Each party must act in
accordance with good faith and fair dealing.” This provision covers not only performance, but also
the formation, validity and interpretation of contracts. Practical applications of this rule appear in
several specific provisions of the PECL. The concept, however, is broader than any of these specific
applications. Its purpose is to enforce community standards of decency, fairness and reasonableness
in commercial transactions. It supplements the provisions of the Principles and it may take precedence

8 See K. Zweigert, H. Kotz (Note 5), p. 150.
9 Ibid.

10 See the Netherlands Civil Code. Book 6. The Law of Obligations. Draft Text and Commentary. Ed. by the Netherlands Ministry of Justice,
1977, p. 73 ff-

11 See Ph. Malaurie, L Aynes. Droit civil. Les obligations. No. 622. 7™M ed. Paris, 1997. Heading: Bonne foi, un principe en expansion. See
also F. Tere, Ph Simler, Y. Lequette. Droit civil. Les Obligations. 6™ ed. Paris, 1996, No. 414 ff.

12 Union Eagle Ltd v. Golden Achievement Ltd. [1997] 2. All. E.R 215 at 218, see also Arcos Ltd. v. E. A. Ronassen & Son [1933] AC 270.
13 See G. Treitel (Note 4), p. 202 ff. and Chitty on Contracts, 27M ed. (1994), with Second Cumulative Supplement, 1997, § 1011.

14 Good Faith in European Contract Law. Ed. by R. Zimmermann, S. Whittaker. Cambridge Studies in International and Comparative Law.
The Common Core of European Private Law. Cambridge, 2000, p. 653.
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over other Principles when strict adherence to them would lead to a manifestly unjust result. It may
be used to explain some of the rules governed by the principle of proportionality. The principle is
open-ended and may impose new obligations.

Good faith means honesty and fairness of mind. It is contrary to good faith to exercise a remedy if
doing so is of no benefit to the aggrieved party and it is only done to harm the other party. Fair
dealing means observance of fairness in fact. It covers, for instance, the duty to show due regard for
the interests of the other party.

Good faith is presumed. The party alleging that the other party has failed to observe good faith and
fair dealing must convince the court.

Article 1:201 will sometimes lead to a conflict between law and justice. It happens when a rule of
law or a contract term that is otherwise valid leads to injustice. As mentioned above, such conflicts
may result in an undirected case law. However, it is not possible to give general guidelines specifying
when the court should let the law prevail. That will depend, inter alia, on the extent to which certainty
and predictability in contractual relationships would suffer by letting justice get the upper hand. Thus,
strict compliance with the terms of a contract may be of essence when the debtor knows that those
responsible for controlling his performance are able to determine whether there is strict compliance,
but unable to judge the gravity of a non-compliance.

Article 1:201 (2) provides that the rule in paragraph 1 is mandatory. The parties may not exclude or
limit their duty to act in accordance with good faith and fair dealing. However, some of the other
articles where the principle of good faith and fair dealing is applied may allow the parties to agree
on the terms of their contract. Thus, when making the contract, the parties may agree who shall bear
the risk of certain contingencies, and in such cases they will not be covered by the hardship rule in
article 6:111, see section 11, 7 below. Such an agreement, however, is subject to the rules on validity
in article 4:109 in situations when a party takes excessive or grossly unfair advantage of the other
party’s weak position.

3.4. Unfair contract terms

The modern mass production of standardised goods and services has brought about standard
contracts. Standardised contract terms make individual negotiation unnecessary and reduce transac-
tion costs. They are often more detailed and more suitable for the contract than the implied terms
provided by the law. But standard terms tend to be one-sided; one party (hereinafter: the stipulator)
who is often the selling enterprise, imposes its terms on the other party (the adhering party), thereby
letting the adhering party carry as many of the risks as possible in the transaction.

For instance, the terms may permit the stipulator to raise the price of his performance after conclusion
of the contract. Exemption clauses may exclude the stipulator’s liability in cases of his non-perform-
ance or exclude or limit the adhering party’s right to terminate the contract. Some clauses impose
severe penalties on the adhering party in case of his non-performance. A clause in the contract may
provide that the stipulator is not bound by promises and statements made by him or his agents during
the negotiations, unless they have been put down in writing and signed by the stipulator.

The clauses are not always written in simple language, and an adhering party, especially a consumer,
is often unable to understand the standard terms. For this reason or due to carclessness, he does not
even read them, and if he does, he does not care. He believes that the stipulator will stand by his
promise and make a good and conforming tender on time. And even if the consumer might wish to
have the terms changed in his favour, he cannot avail against the stipulator. If he would go to another
supplier, the terms would be similar. For this reason, many laws now provide special protection to
consumers in their capacity of an adhering party to a standard form contract.

3.4.1. EC Directive on unfair terms in consumer contracts

This Directive*"® has now been implemented in all the Member States. Article 2 (b) defines the
consumer as “any natural person who in contracts covered by this Directive, is acting for purposes
which are outside his trade, business or profession”. The consumer buys goods and services for his
or her own needs and those of his or her household. Article 3 provides that a contractual term that
has not been individually negotiated shall be regarded as unfair — and therefore not binding on the

1593/13/ of 5 April 1993, OJ, L 95/29.
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consumer — if, contrary to the requirement of good faith, it causes significant imbalance in the
parties’ rights and obligations arising under the contract to the detriment of the consumer. In an annex
the Directive supplies an indicative and non-exclusive list of 17 terms that may be regarded as unfair
(see art. 3 (3)). Article 4 (1) provides that the unfairness of a contract term shall be assessed, taking
into account the nature of the goods or services for which the contract was concluded and by referring,
at the time of conclusion of the contract, to all the circumstances attending the conclusion of the
contract and to all the other terms of the contract or of another contract on which it is dependent.

Under article 4 (2), assessment of the unfair nature of the terms shall relate neither to the definition
of the main subject matter of the contract nor to the adequacy of the price and remuneration, on the
one hand, as against the services or goods supplied in exchange, on the other hand, in so far as these
terms are in plain and intelligible language.

Contracts between private persons and between business enterprises and charities and other non-
business organisations fall outside of the scope of the Directive. Nor are contracts between big and
powerful enterprises and small and medium-sized traders, artisans, farmers and fishermen covered
by the Directive, although their position vis-a-vis the enterprise is basically the same as that of the
consumer. It has been left to national laws to protect these parties against unfair terms. However, the
existing European laws vary considerably in this respect.*!¢

The Directive is a so-called “minimum-directive”, which means that a Member State is permitted to
provide better protection for the consumer than that given by the Directive.

3.4.2. PECL

In the chapter on the validity of contracts and contract clauses PECL article 4:110 provides rules on
unfair contract terms that in several respects follow those of the Directive. Paragraph 1 of article
4:110 provides that a party may avoid a term that has not been individually negotiated if, contrary to
the requirements of good faith and fair dealing, it causes significant imbalance in the parties’ rights
and obligations arising under the contract to the detriment of that party, taking into account the nature
of the performance to be rendered under the contract, all the other terms of the contract and the
circumstances at the time the contract was concluded. The Comments on article 4:110 refer to and
bring the list contained in the Annex of the Directive. As in article 4 (2) of the Directive, the court
cannot assess whether the main subject matter of the contract or the price is unfair."!” However, the
rules in Chapter 4 of the PECL on “procedural unfairness” may come to the help of a disadvantaged
party, notably the rules on mistake, misrepresentation, fraud and on taking excessive or grossly unfair
advantage of a party’s weakness. As the case law of several countries shows, the courts tend to find
“procedural unfairness” in cases of unequal bargaining power and those where there is a gross
disparity between value and price.

Article 4:110 is not limited to contracts between enterprises and consumers. It covers any terms that
have not been individually negotiated. Hence, terms in contracts concluded between private persons,
one of which has used a standard term, and in contracts between big enterprises and small business-
men, such as farmers, fishermen, artists, efc. may also be set aside. Even the big and powerful
enterprise is protected. Experience shows that such a party may also inadvertently subject itself to
unfair terms. Similarly, an individually negotiated contract or a contract term that proves to be unfair
is not covered by article 4:110, but by the rules on “procedural” unfairness mentioned above. If these
rules cannot help the disadvantaged party and there is a case of gross unfairness, the general clause
on good faith and fair dealing in article 1:201 can be invoked to set aside the unfair contract or term.

Article 4:110 is mandatory. A party cannot waive its application when the contract is being made.
However, it is up to the disadvantaged party to take the initiative to have the clause set aside or
modified.

16 See H. Kotz, A. Flessner. European Contract Law. Vol. 1. H. Kotz. Oxford, 1997, p. 124 ff.

17 However, a term allowing a party to raise the price later is covered by article 4:110 (1).
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3.5. Non-performance and remedies; an attempt to establish a

universal terminology

In the EU the rules on breach or non-performance of contract and on remedies for non-performance,
and the concepts used vary considerably. We will begin by describing the situations which arise.

Most contracts fix a time for their performance. If this has not been done in the contract, the law will
do it. Furthermore, the quality and quantity of the performance is either explicitly provided or
implied. If the person obliged to perform — the debtor — has to deliver goods, these must be free
from any rights and claims of a third party. The contract may contain other obligations such as the
duty not to disclose information received from the other party, or not to engage in certain competitive
activities.

If the contract is not performed in accordance with these express or implied terms, the failure to
perform may be due to the debtor’s fault; or it may be due to other causes where he is not at fault,
but for which he nevertheless must bear the risk. The failure to effect due performance may also have
been caused by the person receiving performance — the creditor — either by his fault or by other
causes for which he bears the risk.

If a party fails to perform duly and is at fault or carries the risk, the aggrieved party may be entitled
to certain rights vis-a-vis the defaulting party. The aggrieved party may claim damages for its loss
suffered as a result of the other party’s failure to effect due performance or it may reduce its own
performance or withhold it until due performance is effected by the other party. Under certain
conditions it may terminate the contract, i.e. choose not to perform its obligations and not to claim
performance by the other party. Finally, the aggrieved party may have the right to claim specific
performance.

It is the “breach of contract” for which the CECL has set up a structure and terms for a future European
Code. The system adopted in the Principles of European Contract Law is almost the same as that of
CISG."® Breach is called non-performance, and occurs whenever a party fails to perform any of its
obligations under the contract.”!® Non-performance may consist of a defective performance, failure
to provide goods which are free from any rights and claims of a third party, failure to effect a
performance in time, which may be a performance that occurs too early, too late or never. It also
includes the violation of other duties, such as the duty not to disclose the other party’s trade secrets.
Where a party is obliged to receive or accept the other party’s performance, failure to do so also
constitutes non-performance.

The remedies available for non-performance depend on whether the non-performance is excused or
not, see article 8:101 of PECL. In cases where the non-performance is not excused, the aggrieved
party is entitled to claim specific performance, to claim damages, to withhold its own performance,
to reduce it or to terminate the contract. If the non-performance is excused, the aggrieved party does
not have the right to claim damages and to require specific performance. However, the other remedies
mentioned above may be available. Non-performance is excused if the defaulting party proves that
it is due to an impediment beyond its control and that it could not reasonably have been expected to
take such impediment into account at the time of the conclusion of the contract to have avoided or
overcome the impediment or its consequences (see art. 8:108 (1) of the PECL).

If the non-performance is caused by an act or omission on the part of the creditor he may not resort
to any of the remedies. There is no remedy if the creditor is unable to receive performance, even
when this is due to an impediment beyond his control.

3.6. The principle of proportionality

This principle, which is found in many areas of law, is a manifestation of the principle of good faith
in that it requires a reasonable relationship between an offence and its consequences. For example,
if the result of non-performance by a party is not serious, the aggrieved party should not be permitted
to enforce a drastic remedy.

18 See P. Schlechtriem. Commentary on the UN Convention on the international sale of goods. Oxford, 1998, article 45, notes 12—17 (U.
Huber).

19 See on non-performance and remedies, O. Lando, H. Beale (Note 1), p. 359 ff.
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3.6.1. Termination for fundamental non-performance

Where a party terminates the contract due to the other party’s non-performance, termination releases
the aggrieved party from its contractual obligations. If the contract is terminated before the parties
have performed, they will not be required to perform. Termination has, as a rule, only prospective
effect, see PECL article 9:305. In contracts for services, leases and other contracts of duration,
termination will generally release the parties from future performance, whereas performances already
rendered will not be affected. However, if one party has delivered property that can be returned and
the other has not, the property will have to be returned and the other will be released from its duty
to perform. If both parties have received property, they will have to restore it. Accordingly, the buyer
must return the goods and the seller the purchase money, see articles 9:306-9:308.

Termination is a remedy with serious consequences for the parties. A party that has incurred costs
by tendering or preparing performance will often lose its investment in whole or in part. A party that
has relied on goods and services for its enterprise may suffer serious losses if it cannot obtain the
property or services, or if it is required to return the property. For these reasons, many legal systems
permit termination only in cases of a fundamental breach by the defaulting party. In international
trade where performance is often rendered over great distances, termination will often hit even harder
than in the internal trade.

As specified in article 8:103 of the PECL, a non-performance of an obligation is fundamental if:
(a) strict compliance with the obligation is of essence to the contract;

(b) the non-performance substantially deprives the aggrieved party of what it is entitled to
expect under the contract, unless the other party did not foresee and could not reasonably
have foreseen the result; or

(c) the non-performance is intentional and gives the aggrieved party reason to believe that it
cannot rely on the other party’s future performance.

Article 9:301 (1) provides that a party can terminate the contract if the other party’s non-performance
is fundamental.

The condition laid down in article 8:103 (a) gives effect to an agreement between the parties that
strict adherence to the terms of the contract is essential, and that any deviation from the obligation
goes to the root of the contract so as to entitle the other party to be discharged from its obligations
under the contract. Thus, if a commercial leasing agreement provides that the object leased has to
be delivered on a certain date, then delivery on that day is of essence to the contract, and any delay
will constitute a fundamental non-performance. However, in such cases the principle of good faith
in article 1:201 may come into play. If a defect in delivered goods or another non-performance is so
trifling that it would be unreasonable for the aggrieved party to terminate the contract, it shall
generally not be entitled to do so.

The condition set forth in article 8:103 (b) emphasises the gravity of the consequences of non-per-
formance for the aggrieved party. It is modelled on article 25 of the CISG that contains the definition
of fundamental breach. The case law relating to article 252 will be relevant for the interpretation of
article 8:103 (b).

A fundamental non-performance by one of the parties is not the only ground for termination. It is
often difficult to determine when a delay in performance has lasted long enough to be deemed a
fundamental non-performance. In order to alleviate this uncertainty article 8:106 provides that in
case of non-performance by the other party the aggrieved party may send the defaulting party a notice
specifying an additional period of time deemed reasonable for performance. If at the end of that
period the defaulting party has not performed its obligations, the aggrieved party may terminate, see
article 9:301 (2). In its notice the aggrieved party can specify that if the other party does not perform
within the designated period, the contract shall terminate automatically.”! If a dispute arises it is for
the court to determine which period of time is reasonable. The rule has its origin in German law.*??
The other legal systems do not provide any procedure of this kind. However, they will often accept
that the aggrieved party, once the date of performance has passed, can “make time of the essence”

20 See also the case law relating to CISG’s predecessor, the Uniform Law of International Sale of Goods (1964), article 10 has a similar text.
21 This Nachfrist procedure is also found in articles 47, 49 (1) (b), 63 and 64 (1) (b) of the CISG.
22 See G. Treitel. Remedies for Breach of Contract. Oxford, 1988, § 245 ff.
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by serving a notice on the defaulting party to perform within a reasonable time. If at the end of this
period, the defaulting party has not performed, the aggrieved party may then terminate the contract.

3.6.2. Other applications of the principle of proportionality

The principle of proportionality has been applied in cases relating to the specific performance of
monetary and non-monetary obligations, see on articles 9:101 and 9:102 above. Under article 4:103
a mistake may lead to avoidance of the contract only if the mistake is fundamental. Article 9:201 (1)
provides that a party who is to perform simultaneously with or after the other party may withhold its
performance until the other part has tendered his performance or has performed. The party may
withhold the whole of his performance or a part of it as may be reasonable. Furthermore, an agreed
penalty for non-performance may be reduced to a reasonable amount if it is grossly excessive in
relation to the loss resulting from the non-performance in the given circumstances, see article 9:509.

3.7. Changed circumstances

Changed circumstances will sometimes modify the pacta sunt servanda principle. They will give a
total or partial relief to a party. In the PECL they are found in two rules, one on excuse due to an
impediment (vis major) and the other on hardship.

In French civil law and a number of other legal systems a party can be relieved of his obligations
only in situations where performance must be regarded to have become impossible in law or in fact
(vis major).

However, in many business circles this strict rule is considered too severe. In contracts of duration,
such as co-operation agreements, lasting construction contracts, continuous supply of goods or
services, unforeseen contingencies can make performance very onerous for one party, especially in
times of depression or unrest. For such contracts, a hardship rule more lenient than the vis major rule
is needed. Hardship clauses are inserted in many contract documents. However, the parties often
forget to insert them or consider them unnecessary. It has been argued that the party who is then a
victim of changed circumstances must bear the consequences of his inadvertence. However, the
hardship suffered by a party is often out of proportion compared to its forgetfulness or optimism.

In addition to rules on vis major covering impossibility, some legal systems relieve the obligor when
performance, though not impossible, has become excessively onerous (Italy: essesiva onorosita)™*
or so different that the economic basis on which the contract was concluded has disappeared
(Germany: Wegfall der Geschdftsgrundlage).”” A similar rule is found in Dutch law*?¢ and in French
administrative law."?’

The Vienna Sales Convention (CISG) has no separate provision on hardship. However, it has been
argued that article 79 dealing with exemption in case of impediments stands somewhere between the
very tough French rule on force majeure governing civil contracts and the more lenient German rule
on Wegfall der Geschidftsgrundlage.” Tt provides that a party’s non-performance is excused if the
party proves that the impediment is due to an impediment beyond its control and that it could not
reasonably have been expected to take such impediment into account at the time of the conclusion
of the contract, or to have avoided or overcome the impediment or its consequences.

Article 8:108 of the PECL provides a rule on impediments similar to article 79 of the CISG. In
addition, article 6:111 contains a provision on hardship.

Paragraph 1 of article 6:111 provides that a party is bound to fulfil its obligations even if performance
has become more onerous due to an increase in the cost of performance or a reduction in the value
of the performance received. This is a warning to those who believe they can get out of a contract
merely because it has turned out to be unprofitable.

23 See, for England, United Scientific Holdings Ltd v. Burnley Borough Council [1978] AC 904 and Bunge Corp. v.Tradax [1981] LW.L.R.
77.

24 Ttalian civil code, article 1467.

25 See K. Zweigert, H. Kotz (Note 5), pp. 516, 518.

26 Civil Code 0f 1992 (NBW) article 6:258.

27 See B. Nicolas. The French Law of Contract. 2" ed. Oxford, 1992, p. 208.

28 See J. Honnold. Uniform Law of International Sales. 2" ed. Deventer, 1991, p. 542 with reference to authors.
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However, if performance of the contract has become excessively onerous because of changed
circumstances, paragraph 2 of article 6:111 requires the parties to enter into negotiations with a view
to modifying the contract or terminating it, provided that:

(a) the change of circumstances occurred after the time of conclusion of the contract,

(b) the change of circumstances was not one which could reasonably have been taken into
account at the time of the conclusion of the contract,

(c) the possibility of a change of circumstances was not one which could reasonably have been
taken into account at the time the contract was concluded, and

(d) the risk of the change of circumstances is not one which the party affected should be
required to bear.

The hardship rule differs from vis major in the following respects:

(a) Performance need “only” be excessively onerous, not impossible. Thus, hardship occurred
when an English water company which in the 1920s had undertaken to deliver water at a
fixed price to a hospital for “times ever after”, suffered heavy losses in the eighties when
the agreed price had become derisory due to inflation.*? Hardship also occurred when a
French gas company which in 1908 had undertaken to deliver gas to the citizens of Bordeaux
for a period of 30 years at a fixed tariff, had to continue to deliver gas in World War I when
a severe shortage of coal caused the price of coal used to produce gas to increase four
times."3?

(b) The contract is not automatically ended, but may be modified. Being the best judges of
their situation, the parties must renegotiate the contract in good faith. They may adapt the
contract to the new situation, and, if such adaptation is pointless, end the contract.

(c) Where the parties do not reach agreement within a reasonable time the court or the
arbitrator may either terminate the contract at a time and on terms determined by the court,
or adapt the contract so as to distribute between the parties in a just and equitable manner
the losses and gains resulting from the change of circumstances. In either case, the court
may award damages to a party for its loss suffered as a result of the other party’s refusal to
negotiate or for having broken off negotiations in bad faith, see article 6:111 (3).

Like the vis major rule in article 8:108, article 6:111 is not mandatory. When making their contract,
the parties may agree on how the risks are to be distributed.

3.8. Some general policies

Finally I shall mention some policies which the CECL have pursued.

The general principles of contract law do not raise many issues of a constitutional character, and
these issues were not much discussed. However, the PECL upholds the freedom of contract as a
fundamental principle, see article 1:102. On the other hand, article 6:109 lays down that even a
contract which purports to be everlasting can be ended. No party is bound to the other for an indefinite
period of time. The rules on vices de consentement (fraud, threat, undue influence, etc.) in Chapter
4 on validity show respect for the person’s honour and dignity and so does the prominent role of the
good faith principle.

As mentioned under section I the parties may choose the PECL to govern their contract either directly
or by implication through agreeing that the contract be governed by the lex mercatoria. This means
that the mandatory rules of the PECL will apply, see article 1:102. If the law otherwise so allows,
the choice of the PECL will have the effect that the national mandatory national rules do not apply.
However, effect should nevertheless be given to those mandatory rules of national, supranational and
international law which according to the rules of private international law are applicable irrespective
of the law governing the contract, see PECL article 1:103. A court or an arbitrator will have to give
effect to the so-called directly applicable rules of a country having a close connection to the contract.
The consumer-protective rules of the EC Directives belong in this category.

29 See Staffordshire Area Health Authority v. South Staffordshire Waterworks Co. [1978] 1 W.L.R. 1387 where inflation had made a price for
supply of water agreed in 1929 “for times ever after” derisory, and where the Court of Appeal through an “interpretation” of these words,
which according to Lord Denning could not mean what the parties had said, decided to raise the price.

30 See on the Gaz de Bordeaux decision of the French Conseil d’Etat of 30 March 1916 (Sirey 1916, 3.17) B. Nicolas (Note 27), pp. 208, 209.

14 JURIDICA INTERNATIONAL VI/2001



The Structure and the Salient Features of the Principles of European Contract Law
Ole Lando

The PECL leave much in the hands of the individual party. A party can unilaterally fix the status
and the terms of the contract without waiting for a court to decide the matter. A party may, for instance,
unilaterally fix the price and other conditions.”! In case of avice de consentement™? he can declare
a contract avoided. If a party commits a fundamental breach of contract the other party can terminate
it.”33 The party who acts does it subject to the standard of reasonableness and under the subsequent
control of the court.

Like most of the legal systems in Europe the CECL agreed that formalities are required neither for
the formation of a contract nor for the acts by which the parties later modify it or end it, see articles
1:303, 2:101 (1) and 9:303. However, in a clause in a written contract the parties may agree that the
writing embodies all the terms of the contract, and that any modification or ending by agreement
must be in writing. Such clauses, however, only have a limited effect, see articles 2:105 and 2:106.

The Principles give the judge powers, which some European courts have not (yet) got. The court
may act as a draftsman, which frames a contract that the parties were unable to make on efficient or
reasonable or complete terms. It may set the terms of the contract in case of an unreasonable
determination by one party or by a third party, see article 6:105 and 6:106. When a third person who
was appointed to fix the price or another term refuses to do so or disappears the court may appoint
a third person instead, see article 6:106 (1). When a party can invoke change of circumstances
(hardship) as a ground for voiding or modifying the contract and the efforts of the parties to
renegotiate the terms of the contract have failed, the court may adapt the contract in order to distribute
between the parties in a just manner the losses and gains resulting from the changed circumstance.”*

31 Article 6:105.

32 Article 4:112.

33 Articles 9:301 and 9:303 (1).
34 See article 6:111 (3).
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Introduction

The creation of a new Civil Code as undertaken in Estonia, and the reform of parts of an old Civil
Code as under way in the Federal Republic of Germany need acceptance not only by the legislative
bodies and organs competent to enact new laws but also by the wider community of those who have
to apply and interpret the law in general and in the particular areas to be reformed: lawyers,
practitioners and scholars, therefore, have to participate in the discussion preceding the enactment
of the new law, and their concerns and criticism have to be taken seriously by the drafters. Both in
Germany and in Estonia one line of critical arguments was based on the claim that the respective
reform projects did not sufficiently take into account the new developments towards unification or
harmonisation of the law in Europe and on the international level, in particular of the law of
obligations which is of overriding importance for commerce.”! If the claims of these critics were
well-founded, the new reform projects would indeed be faulty and outdated, for the time of insular
developments of codes and legal systems has passed with the fall of hurdles and barriers for commerce
in regions of Europe and beyond. The emerging body of key concepts and basic structures common
to the law of obligations of market-oriented economies of the European states in general and the

1 As to critical voices in Germany, see M. Lutter. — Frankfurter Allgemeine Zeitung, 9 December 2000; Huber. Das geplante Recht der
Leistungsstorungen. — Ernst/Zimmermann. Zivilrechtswissenschaft und Schuldrechtsreform. Tiibingen: Mohr Siebeck, 2001, p. 31 ef passim.
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member states of the European Union in particular mandate that every new codification, every project
of reform or amendment of a legal system has to be tested whether it is in tune with these
developments or falling behind. But are these critics right, and are their arguments well-founded? To
answer that question, this paper will compare basic features of the new Estonian law of obligations
and the reform project for the German law of obligations with the basic structures and key concepts
of the various developments towards unification and harmonisation of this area of the law in Europe
and on the international level.

1. Institutions and projects

If developments towards common principles and structures for the law of obligations in Europe are
used as a yardstick for measuring the reform projects in Estonia and Germany, it has to be considered
first, how and where, i.e. driven and undertaken by which institutions these developments take place,
and how far they have come already.

First of all, legal acts of the European Community are a source of unification and harmonisation.
While in the field of private law, regulations which are directly binding for all citizens of member
states of the EC, are still extremely rare — an example being the regulation on overbooking by airlines
—, directives are more and more reaching and harmonising central parts of private law; sales law
and the EC directive on certain aspects of the sale of consumer goods and associated guarantees
(1999/44/EC) of 25 May 1999 and, furthermore, the directive on delayed payments, are just two,
albeit the most important, examples.

Another road to unification or harmonisation is attempted by model codes (in the widest sense). The
main objective of some of these model projects is the hope for a European code of obligations (or
the like). But short of that, they offer very useful tools for educating European lawyers, i.e. those
jurists who will have and must have a command of the common legal language to be developed in
order to facilitate cross-border communication.

Last but not least, one of the model projects, the UNIDROIT Principles of International Commercial
Contracts, which are not confined to Europe, have mainly gained recognition and importance in
arbitration proceedings, when the parties in the arbitration clause had not determined the applicable
domestic law, but had rather loosely referred to the lex mercatoria the general principles of law, etc.
But they are also a source of inspiration for domestic reformers and legislators.

1.1. Drafting and drafters

Model codes and similar projects are rarely drafted by single persons. Usually they are elaborated
by groups of experts from many countries, the number of countries represented and the selection of
experts being mainly a matter of the respective framework — and not least the financial basis — for
the project and a more or less informal co-option of the group members. Let me name just some of
these drafting groups.

The prestigious project of the Commission on European Contract Law, which had published the
Principles of European Contract Law in two parts in 1995 and 2000, edited by the Danish scholar
Professor Ole Lando together with Professor Hugh Beale of Warwick, England, is nominally a private
initiative instigated by the editors and some others and was funded by private and public institutions,
but it has the moral and to some extent the financial backing of the EC Commission and the European
Parliament, which on several occasions has emphasised the need for a European Civil Code. The
group, often named after its spiritus rector the “Lando Commission”, co-opts its members and tries
to have a fair representation of, if not all legal systems of Europe, at least the main European law
“families”.

UNIDROIT, the Institute for the Unification of Private Law, is a creation of the League of Nations
in 1926, and now an international juridical entity, financed by member states; it has promoted a
number of important uniform law conventions and has — in 1994 — published the first part of the
Principles of International Commercial Contracts. The working group elaborating the mentioned
Principles consists of representatives of countries of all five continents, some of the European
members being members of the Lando Commission, too.

The most ambitious project to date is the so-called Study Group for a European Civil Code. It consists
of a number of working teams in several European countries and is financed by research foundations
in the Netherlands, Germany, Sweden and other sources. The general idea is to build on the Principles
of European Contract Law as a kind of general part of the law of obligations and supplement them
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by more specific topics such as sales and services, insurance contracts, secured transactions, transfer
of property, torts, negotiorum gestio, restitution and unjust enrichment. The working teams draft
proposals with the help of expert advisers — again striving for a representation of all major European
legal systems —, and twice a year the so-called co-ordinating group convenes in a kind of plenary
meeting, discusses and refines the draft proposals and aims at formulating black letter rules, which
were later to be backed up by comments to be prepared by the working teams.

What also deserves mentioning is the Academy of European Private Law Scholars founded and
guided by Professor Gandolfi of Pavia, who presented a draft for a European Contract Code in
competition to the European Principles only last year.

As to directives of the EC, their drafting and drafters are somewhat shrouded in the fog of the
bureaucratic institutions of the EC and the complicated procedure of co-decision of the Commission
and the Council of the EC on the one side and the European Parliament on the other side. Simplified,
the creation of a directive usually begins with an initiative from the European Parliament or the
Commission to take legal action in order to address a certain problem, e.g. an impediment to the free
flow of commerce within the EC. This often leads to the commissioning of outside experts, who
prepare papers on what could and should be done, which in turn might become the basis for a Green
Book of the commission or its respective department outlining legal proposals and stating the law in
the member states more or less complete. While the further procedure is guided partly by the rules
under the EC treaty for the co-decision of the organs of the EC, partly by considerations of political
and economic opportunity, advanced by national governments in the Council or lobbyists in private
lunch meetings with members of the Commission’s administration, in the end it is very often a rather
small and informal group of administrators and members of the European Parliament that hammers
out black letter rules and the necessary compromises, and sometimes one can detect traces of their
background in their respective domestic legal systems in the end product, i.e. their proposals and the
directive based on them.

1.2. The influence of the UN Convention on the International

Sale of Goods (CISG)

Even the most creative experts in these groups and commissions do not start from scratch, but need
inspiration. Since most of them know their own law best, it is understandable and legitimate that
their domestic legal system is their first source of inspiration. The representation of experts from
different legal systems should ensure that the drafts elaborated are the result of a careful weighing
and evaluating of competing solutions, of selecting the most fitting ones or merging them into new
rules.

In the field of contract law, such an amalgamated result has been achieved already more than 20 years
ago by the United Nations Convention on the International Sale of Goods, now in force in almost 60
countries and in all major trading nations except the UK and Japan. This Uniform Sales law was
based on an unprecedented effort of comparing and analysing the sales laws of the world, of
predecessors (ULIS and ULFIS) and their “test run” in several countries, and of the guiding
convictions of its drafters that the best solutions had to be selected for the various issues, and that
one had to find concepts and structures encoding these solutions acceptable and understandable to
lawyers all over the world. The stunning success of this Convention is evidence that this was achieved,
the success being shown not only by the ever-increasing number of contracting states and the
hundreds of court decisions applying the convention, but also by the influence of the CISG on the
development of the Law of Obligations in Europe, on directives such as the Consumer Sales Directive
as well as on projects like the Principles mentioned above, the first draft proposals of the Study
Group’s team on Sales and Services, and the German reform draft. This will be explored further in
the next part (II).

2. CISG and European sales law

2.1. General remarks

Three developments of sales law in Europe are markedly influenced by the UN Sales Convention.
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Firstly, the Consumer Sales Directive™ is probably the most important example; it expressly pays
tribute to the influence of the CISG in its recitals.

Secondly, the Dutch working team of the Study Group for a European Civil Code in charge of Sales
decided at the very beginning that they should stick to the CISG as closely as possible, deviating
only from such rules which in the CISG were clearly tailored to the needs of international sales only,
which were already outdated or — as an exception — questionable.

Thirdly, for more than 20 years the German Ministry of Justice has worked on a proposal to reform
parts of the German Civil Code in the area of breach of obligations, the provisions on sales and service
contracts and limitation periods, topics on which the existing code provisions are regarded as
inadequate and partly misbegotten. Since the Consumer Sales Directive which has to be implemented
by the end of this year, requires an amendment of the existing sales law anyway, it was decided to
use the implementation of the directive as a kind of tug boat to pull the super-cargo ship of a reform
of the law of obligations through the treacherous waters of public debate and the legislative process:
the Ministry of Justice, therefore, presented a new reform proposal last autumn which right now is
heatedly discussed in circles of academic scholars and practitioners.”> What interests here is, that
again, the provisions for a new sales law in particular as well as those on remedies for breach of
contract in general are partially influenced by the CISG, so that one could state already at this point
that the reform of the German law of obligations will bring these parts of the German private law
into line with European and international developments.

2.2. Sales law and beyond

The influence of sales law is not restricted to sales, but serves as a model for the rules on other topics
such as formation of contracts and — in particular — general rules on contract, breach of contract
and remedies in case of breach. While some Civil Codes such as the German BGB have laid down
these rules in general parts, other legal systems such as those of the Scandinavian countries derive
their general rules on breach of contract from the explicit provisions of sales law. Therefore, the
Convention on the International Sale of Goods has not only bearing on the development of modern
and harmonised sales laws in Europe but also on the so-called general part of the law of obligations.
Reading through the UNIDROIT Principles of International Commercial Contracts or through the
main parts of the Principles of European Contract Law, the influence of the model “CISG” is visible
throughout. Despite divergences in details, the basic structures and key concepts are quite similar in
CISG and these Principles, so that it is no exaggeration to point out a common core of concepts and
solutions in these attempts at unification of the law of obligations. One of the reasons for this is that
some scholars and specialists have been involved in the preparation of all three of these projects —
and sometimes in the amendment and reform of their domestic laws as well —, so that they were
“spreading the word”, i.e. the key concepts of CISG to the Principles. But they would not have
succeeded if the key concepts and solutions would not have spoken for themselves, in other words,
would not have been as convincing to encode solutions of common problems as, in fact, they are.
And it is this — in German — “Sachgerechtigkeit”, i.e. the obvious reasonableness and fairness of
solutions to common issues that make the respective provisions persuasive and appealing to drafters
of other reform projects such as the commissions which prepared the first reform draft for the German
law of obligations in the eighties and lately guided and counselled the German Ministry of Justice
in its recent efforts to bring about a reform of the law of obligations in Germany.

I dare say, therefore, that any new codification of the law of obligations has to be measured against
the unification projects mentioned before: their key concepts and basic structures — and the basic
solutions encoded in them — represent a kind of yardstick for reformers and drafters. They have to
explain, if not to justify, if and where they deviate from this body of common convictions and their
materialisation in black letter rules. I think the new Estonian law of obligations will pass this test
convincingly.

2 [bid.

3 In the meantime, the Ministry with the assistance of a commission of experts has presented a revised draft (Konsolidierte Fassung des
Diskussionsentwurfs eines Schuldrechtsmodernisierungsgesetzes = KF), and as of now — April 2001 — it seems to be certain that the reform
will be accomplished by the end of the year.
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3. The Estonian law of obligations:
details and key solutions

Though I cannot give an exhaustive report and analysis of the Estonian law of obligations, a
concentration of the central points of the new act may suffice to prove my point. Since the CISG and
the Principles only deal with contracts and obligations created by contracts, I shall first concentrate
on the comparable provisions of the new Estonian law.

The backbone of any law of obligations are the remedies of the obligee in case of a breach of a
contractual obligation by the obligor, which is generally called “non-performance” in the UNIDROIT
and European Principles, while the CISG — although not generally — uses “breach of obligation”
as the respective key concept.™

In the continental legal systems as well as in the uniform law projects, the first and main remedy of
the obligee is always his or her or its right to claim specific performance. Although in practice, other
remedies, such as a claim for damages may be used more frequently, the right to claim performance
is the dogmatic centrepiece of the system of remedies, often described as the primary remedy in
comparison to secondary remedies such as a claim for damages. But the claim for specific perform-
ances must have its limitations, the most common one being impossibility of performance: a legal
theory granting a claim for performance in case of impossibility might be appealing for a dogmatist
but violates common sense. Therefore, the rule in article 79 V CISG, a misbegotten provision, is
heavily — and rightly so — criticised, and both the UNIDROIT Principles (in articles 7.2.1 and 7.2.2)
and the European Principles of Contract Law (in articles 9:101 and 9:102) calibrate the right to
performance: while monetary obligations are generally unlimited, specific performance of an
obligation other than one to pay money cannot be obtained, where performance would be unlawful
or impossible, or would require unreasonable effort or expenses of the obligor, or where services or
a work of a personal character are owed or where the obligee may reasonably have obtained
performance from another source. These restrictions apply also to a claim for performance to cure a
defective performance. Estonian law is fully in conformity with these rules: section 99 of the (draft)
Law of Obligations Act provides an unlimited claim for performance, if the obligor is obliged to pay
money, but limits the claim for performance in other cases, i.e. where performance would be unlawful
or impossible, or would impose an unreasonable burden on the obligor or where the obligee could
fairly obtain performance from other sources, or where the obligation is of a highly personal character.
As in the Principles, this applies to the right to cure as well, subsection 99 (4).

Breach of a contractual obligation jeopardises the existence of the contract. Legal systems, therefore,
have to find an answer, how and under what circumstances the contract could be terminated. The
uniform law projects follow a common model: the contract can be terminated (avoided) by the
obligee, hurt by the breach of the obligor, either if the breach is “fundamental”, or if the obligee has
set an additional period of time, which has lapsed without the obligor having performed. Thus, even
if there are doubts whether the breach of the obligor amounts to a fundamental breach, the obligee
principally can get out of the contract by setting an additional period of time, the lapse of which is
regarded as making a breach a fundamental one. This interplay between gravity of breach and the
instrument of an additional period of time cannot only be found in the CISG (article 49 (1) a) in
regard to the seller’s breach, article 64 (1) a) in regard to the buyer’s breach), but also in the European
Principles (articles 9:301, 8:106 (3)) and the UNIDROIT Principles (articles 7.3.1 (1) and (3)), both
projects specifying what constitutes a fundamental breach.

The Estonian Law of Obligations Act is based on the same model: termination is allowed, if the
breach is fundamental, subsection 107 (1), and what constitutes a fundamental breach is concretised
in similar terms as in the uniform law projects. In addition, the lapse of an additional period of time,
granted by the obligee under section 105, is regarded as a fundamental breach, subsection 107 (1)
5); the Estonian Act thereby uses the dogmatically most consistent solution to rationalise the
consequence of termination in case of a futile additional period of time.

In the central provision for the remedy of a damage claim — section 106 —, the Estonian Act is
based on the notion of “breach of obligation” as a general concept, and on the basic policy that
damages could be claimed only if the obligor is responsible for the breach of his or her or its
obligation. “Responsibility” is a requirement for liability in damages defined in section 94. In
addition, subsection 106 (2) provides for an additional period of time to be set by the obligee, if he
or she or it asks for damages “instead of performance”, i.e. the so-called “performance interest”. The

4 So does the German Reform Draft, see section 280 KF: Pflichtverletzung.
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setting of an additional period of time is not required if it would be obviously futile or unnecessary
as arequirement for termination of the contract. These — basic — structures of the claim for damages
are fully in line with modern developments in Europe: although the European Principles as well as
the UNIDROIT Principles use as a key concept “non-performance” instead of “breach of obligation”
— which, however, is the key concept in the new German draft for the reform of the German law of
obligations —, the essential features of the new Estonian Law of Obligations Act are the same as in
the projects for Uniform Principles projects: the obligor is liable only, if he or she or it is responsible
for the breach, and he or she or it can excuse himself or herself or itself (only), if the impediment to
performance is beyond the obligor’s control and could not reasonably have been expected to be taken
into account at the time of the conclusion of the contract or creation of the obligation, and could not
have been avoided or overcome later. The basic elements of responsibility in section 94 are the same
as in article 79 I CISG, article 8:108 (1) European Principles or article 7.1.7 (1) UNIDROIT
Principles. The special norm for damages instead of performance — subsection 106 (2) —, however,
seems to be based on the German reform draft and a general distinction between performance interest
and reliance interest.

Price reduction: the remedy of price reduction is — unlike in German or other domestic laws, but in
conformity with the European Principles — a general one and not restricted to sales, construction
contracts and leases as, e.g. in Germany. Section 102 of the Estonian draft, allowing price reduction
in all cases of non-conforming performance — as article 9:401 European Principles — reflects the
policy that in case of non-conforming performance the contract has to be adjusted, i.e. the price has
to be adjusted to the value of the non-conforming counter-performance. This is common stock in
Europe in regard to sales contracts and is in so far based on the old Roman actio quanti minoris, but
it is an impressive improvement to have a general norm for price reduction, which also applies to
contracts for services, efc.

Although the limits of time and space preclude me from a more detailed comparison, I feel confident
and justified to summarise that the system of remedies for breach of an obligation in general and
breach of contract in particular are not only compatible with the modern solutions to be found in the
European Principles, in the UNIDROIT Principles and in the Convention on the International Sale
of Goods, but also with modern reform projects such as the draft for a new law of obligations in
Germany.

4. Unjust enrichment

While in the law of contracts there are the European Principles, the UNIDROIT Principles and the
Sales Convention as models and yardsticks for any reform, matters are quite different in the law of
unjust enrichment. The territory of “Restitution and Unjust Enrichment”, in other words, is far less
explored and mapped out in comparison to contracts and torts. If one attempts to harmonise the law
of unjust enrichment (in Europe) or to codify this area of the law on the domestic level, some basic
issues have to be decided at the outset: the first question, which arises when one analyses the law of
Restitution and unjust enrichment comparatively is whether unjust enrichment as a category of its
own is really needed. Since, however, there is at least a strong continental tradition to codify remedies
for unjust enrichment, the drafters of the Estonian Law of Obligations Act did not really have a choice
to deviate from this common heritage of European legal systems. The next question, however, is a
more tricky one: should the law of unjust enrichment be codified by distinguishing several types of
unjust enrichment or would it be sufficient to have a general principle along the line of the famous
Pomponius dictum that nobody should enrich himself or herself to the detriment and injury of
another? The Estonian drafters have based their proposals on a compromise, which could be found
in other European jurisdictions as well: they start with a general clause in section 1131, but then go
on to distinguish between enrichment by conscious transfer of assets without legal cause, i.e. the old
condictio indebiti, and regulate content and extent of the restitutionary action and the defences of the
enriched who has changed his or her or its position. Special regard is paid in this context to exchange
contracts, section 1139. The difficult balance between protection of commerce on the one side and
protection of the disenriched plaintiff on the other side is struck — in conformity with other legal
systems — by distinguishing good faith acquisition for good value on the one hand and acquisition
by a third party free of charge: only in the latter case is the third party bound to surrender the
enrichment to the disenriched person. In contrast to the enrichment by conscious transfer, sections
1142 et passim deal with enrichment by infringement of the plaintiff’s right — sections 11421145
— and enrichment by improvements of another one’s goods, sections 1146 and 1147. Although I
cannot report and analyse details here, it must suffice to state that the structure of this concept of
remedies of unjust enrichment is not only in line with the basic structures of the European law of
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unjust enrichment as revealed by comparative law research, but also very progressive and drafted
with intimate knowledge of issues and policies.

5. Torts

To codify the law of torts poses a similar basic question at the outset as a codification of the law of
unjust enrichment: should the law of torts be based on a general clause or on several provisions
distinguishing special torts? Europe is divided on this question: while e.g. the French Civil Code is
based on a general clause, the German Civil Code codifies a number of special torts. Of particular
interest is the Swiss solution, for the Code itself is based on a general clause, while the courts and
scholars have followed the German model and have interpreted the general clause as if it contained
several types of delicts. The new Estonian Act, again, tries to strike a compromise by starting out
with a general clause, whereby any wrongful causation of damages triggers a respective tort remedy,
but goes on by qualifying the wrongfulness in form of several types such as causing death, injury to
person or property, etc., sections 1149 and 1150. Although seemingly thereby following the German
model, the drafters have included several types of wrongfulness which the German Code does not
know, but which were developed by courts and scholarly contributions, e.g. the interruption of another
one’s business activities by strike, efc. The most modern part of the new Estonian law of torts,
however, is the introduction of a general clause of strict liability for typical risks of a dangerous thing
or doing, section 1160. This general clause is then exemplified by special provisions on certain
dangerous things and activities, and the position of the plaintiff is strengthened by a right to
information from the owner or possessor of the dangerous thing. Although these very artfully drafted
provisions should have been sufficient, the authors of the draft have added special provisions on
product liability, doubtlessly anticipating the implementation of the respective EC directive.

While it is still too early to compare this draft with the first attempts to codify a uniform tort law on
the European level, [ dare say that the concept and structure of the new Estonian law of torts is very
modern, well-drafted and adjusted to the European solutions to be expected in the near future. It must
be hoped, therefore, that the members of the study group for a European Civil Code take account of
this progressive piece of legislation in Estonia.

Conclusions

If I may take up my preliminary remarks about the necessity that a new law must be acceptable to
the wider community of those who have to apply and interpret it, I feel entitled to summarise that
the parts and provisions of the new Law of Obligations Act which I have compared and analysed
here with the developments on the European level, deserve respect and admiration and should without
doubt be acceptable to those who have to apply and follow them in the coming years. And if the noble
project of a European Civil Code should be successful, Estonian jurists who had to study the new
Estonian Law of Obligations Act should have no problems in understanding the coming European
law, for their domestic law is fully in conformity with the tendencies and basic structures of the
European law to come or having arrived already in the form of Directives of the EC. One has to
congratulate all those jurists who took part in the drafting of the Estonian Law of Obligations Act,
and it is to be hoped that it will find the recognition it deserves not only in Estonia but throughout
Europe.
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Estonian and European contract law

A discussion of the development of a European private law and a European contract law is very
appropriate here on Estonian soil. After regaining its independence, Estonia, together with the other
newly independent states, has had the unique opportunity to completely recreate its private law
system. Estonia has been forced to look at private law experiences in various parts of Europe and the
world when making decisions concerning its own future. By necessity, Estonia as well as the other
countries in the same position, have become showcases of the ongoing processes of the Europeani-
sation of private law.

Estonia has, for various reasons, including its pre-Soviet historical background, in principle decided
to base the development of its private law on the German model.”! From the point of view of
Europeanisation, this seems, at the outset, like a step backwards — why look (back) toward the law
of a certain country, when legal ideas are moving across borders in Europe at an ever-increasing rate.
However, Estonia did not choose German law in order to find a model to copy as such, but rather to
find a suitable and needed point to anchor its legal culture.”> When making concrete substantive
decisions, a comparative method and a plethora of sources from various places have been used.*

The Europeanisation of contract law is taking place today on many levels. The rapid rate at which
the EC is issuing directives in areas like consumer law is well known." However, the creation of a
general structure and general rules for a possible European contract law has so far been a task which
has been mainly performed by the European academic community. Collections of rules have been
created, or are in the process of being created, by various more or less privately organised groups of
comparative contract lawyers. For Europe™, the most important result so far is the collection of the
Principles of European Contract Law (PECL), elaborated by the Commission of European Contract

1 See P. Varul. Legal Policy Decisions and Choices in the Creation of New Private Law in Estonia. — Juridica International. Law Review.
University of Tartu, V, 2000, p. 107 ff.

2 As a Nordic citizen I am, of course, a little disappointed that we could not welcome Estonia into the Nordic legal family.
3 P. Varul (Note 1), p. 107.
4 See e.g. G. Howells, T. Wilhelmsson. EC Consumer Law. Aldershot. Ashgate, 1997.

5 A similar collection on international level is the very well known UNIDROIT Principles of International Commercial Contracts. Rome.
UNIDROIT, 1994.
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Law, sometimes also called the Lando Commission after its convener Ole Lando.*® These principles
have gained much attention and will certainly influence the legal development of Europe.*’

The PECL have already been used as source material by various countries outside the EU in the
development of their own contract legislation.”® Their influence is visible in the drafting of the
Estonian Law of Obligations Act as well.” If the PECL become an important guideline in the
Europeanisation of contract law, Estonian law has been placed in the vanguard of such a possible
development.

Today I would like to make some general comments on the possible role of the PECL in the
Europeanisation of law. As the future is notoriously difficult to predict, I will not try to make any
prognosis concerning the role of the PECL in this inevitable process. Instead, my discussion is
normative in character. First, I will make some comments on the quality of the PECL, comments that
are relevant when discussing a modern law of contract from the perspective of commercial contracts.
I will claim that in this perspective, the PECL are fairly modern and useful.*1

However, this does not imply any enthusiasm concerning the idea of the European Civil Code, based
on the PECL — which is the vision of at least some of its creators.”!! I will, at the end of my paper,
argue for a more “postmodern” vision of European contract law and private law that respects the
pluralism of Europe while it also promotes the free movement of legal ideas across the European
borders.

PECL as modern principles for commercial contracts

The drafters of the PECL have seen as one of the main aims of the Principles to provide a useful set
of rules to be chosen by parties from different countries as the “law” governing the contract.
According to the express provision in the PECL article 1:101, the Principles will apply both when
the parties have expressly agreed to incorporate them into their contract and when they have agreed
that the contract is to be governed by “general principles of law” or a lex mercatoria. They may even
be applied by arbitrators when no explicit choice of law has been made, again as a kind of an
elaborated lex mercatoria.

Although not all national legal systems would approve of a clause of this kind*!2, one may expect
that in practice the PECL can become relevant in this way. As a comparison, one should note that
the UNIDROIT Principles already have been applied in some arbitral awards as generally accepted
principles, even if the parties have not expressly referred to them*!3, and that such an award has been
upheld by an American court.”'* Through such practices, the PECL may also exert influence on the
gradual development of national commercial law. And I think this is entirely appropriate. To my
mind, the PECL do represent a modern European view on commercial contracting in many respects,
and are therefore worthy of being influential in this area.

A good set of European contract rules cannot be created by searching for the “average” European
contract law. The strength of the PECL lies in the fact that the Lando Commission did not strive to
make only such a compilation, but to design a modern set of principles that responds to the needs of
business today — of course with due regard to national traditions. In a very interesting way, this can
be seen, e.g. in the fact that the Commission members belonging to the common law tradition did
not insist on doctrines like the doctrine of consideration, which is both rather strange for a Continental
lawyer and impractical from the business point of view. Others, of course, made similar concessions.
And what is perhaps most interesting: there are also principles in the PECL that do not reflect any

6 O. Lando, H. Beale (eds.). Principles of European Contract Law. Parts I and II. The Hague: Kluwer, 2000.

7 The most important ongoing activity, “The Study Group on a European Civil Code”, will follow the results of the Lando Commission. The
leader of the Study Group, Christian von Bar, is a member of the Lando Commission.

8 Even the newly adopted Contract Law of the People’s Republic of China, of 15 March 1999, has been influenced by the PECL.

9 P. Varul (Note 1), p. 114; 1. Kull. Legal Remedies Provided in the Estonian Draft Law of Obligations Act for Breach of Contractual
Obligations. — Juridica International. Law Review. University of Tartu, IV, 1999, p. 147 ff.

10 As I have been a member of the Commission since 1995 — when Finland joined the EU — my objectivity may of course be questioned.
Most of the provisions I will mention were, however, already in place at that time.

11 0. Lando, H. Beale (Note 6), p. xxiii.

12 See, e.g. R. Goode. A New International Lex Mercatoria? — Juridisk Tidskrift, 1999-2000, pp. 266-267.

13 Ibid., p. 266.

14 M. J. Bonell. UNIDROIT Principles: A Significant Recognition by a U.S. District Court. — Uniform Law Review, 1999, p. 653 ff.
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present law, but are taken instead from modern commercial practice. The rules on change of
circumstances, which I will return to below, are good examples of this.

As to their substantive starting point, the PECL are certainly very traditional. The main substantive
principle is freedom of contract, which is expressly spelled out in article 1:102. However, a collection
of principles of this kind, developed primarily to meet the needs of international trade and meant to
be used as a kind of soft law based on express or implied choices of the parties, could hardly have
had any other starting point. As long as we are talking about soft law for international commercial
contracting, the traditional principle of freedom of contract is a natural basic principle.

The modern features of the PECL should be sought elsewhere. First, one should note that the principle
of freedom of contract and its corollary, the binding effect of the contract, are not adhered to in
absurdum, despite the fact that the Principles are offered to the parties to be used at their discretion.
The general part of the PECL already includes a provision on good faith and fair dealing (article
1:201) that is mandatory. The parties may not exclude or limit their duty to act in accordance with
good faith and fair dealing.

In the Comments on the PECL, this principle is presented as a basic principle that runs through the
whole PECL."!5 The principle of good faith and fair dealing should be followed, both when the
contract is made and when it is performed and enforced.

Of course, from the point of view of a Continental lawyer, it may seem strange that I mention this
principle as an example of the “modern” character of the PECL. In fact, its model is taken from and
it corresponds to the established Continental principles reflected, e.g. in the French concept of
“bonne foi” and the German “Treu und Glauben”. In Nordic law as well, a similar concept has
traditionally been used to infuse a minimum level of honesty and decency in commercial relations.”1¢
However, from a common law point of view, this principle has introduced new patterns of thinking
into contract law. It has been said that “the criterion % of good faith is mysterious and exciting to an
English lawyer”.”!7 The principle of good faith has — primarily because of the EC Directive on unfair
terms in consumer contracts, but perhaps also because of the PECL — caused much discussion in
the common law world."!®

A good example of the practical relevance of the good faith principle can be found in the rules on
liability for negotiations (article 2:301). Although the starting point is, and must be, that a party is
free to negotiate and is not liable for failure to reach an agreement, the PECL also state that a party
who has negotiated or broken off negotiations contrary to good faith is liable for the losses caused
to the other party. Entering into or continuation of negotiations with no real intention of reaching an
agreement has been expressly mentioned as an example. Rules of this sort reflect ideas of decency
and loyalty that should be important in a modern set of rules on contract.

The importance of the principle of good faith and fair dealing in an European instrument is underlined
by the fact that basic patterns and customs for honest dealing in the marketplace may not yet be well
established in the former socialist countries. In Estonia, section 108 of the General Part of the Civil
Code Act prescribes an obligation to act in good faith which thus has been in force already since
1994. Despite this, as Irene Kull states: “the traditions of negotiations and the tradition of fair business
relations in a wider sense have not yet developed.”*?

A part of the idea of good faith is the perception of contract not only as a ground where conflicting
interests are momentarily reconciled but also as an instrument for loyal co-operation. The more the
parties in the marketplace found their relationships on the basis of long-term co-operation, the more
important such an approach becomes. The PECL are modern in the sense that they reflect the growing
importance of loyalty and co-operation. According to article 1:202, each party owes to the other a
duty to co-operate in order to give full effect to the contract. Although the examples in the Comments
tend to indicate that the main purpose of the article is to regulate a fairly traditional co-operation
duty of the party who receives a performance, there is at least one example which hints that more
extensive information duties may be based on this provision. According to the example, a party has

15 0. Lando, H. Beale (Note 6), p. 113.

16 See, e.g., T. Wilhelmsson. Good Faith and the Duty of Disclosure in Commercial Contracting — The Nordic Experience. — R. Brownsword,
N. J. Hird, G. Howells (eds.). Good Faith in Contract. Concept and Context. Aldershot. Ashgate, 1999, p. 165 ff-

17 H. Collins. Good Faith in European Contract Law. — Oxford Journal of Legal Studies, 1994, p. 249. Collins here analyses the concept of
good faith in the EC Directive on unfair terms in consumer contracts.

18 See, e.g., R. Brownsword, N. J. Hird, G. Howells (Note 16).

19 1. Kull. Legal Integration and Reforms — Innovation and Traditions. — Juridica International. Law Review. University of Tartu, V, 2000,
p. 122.

JURIDICA INTERNATIONAL VI/2001 25



Towards a (Postymodern European Contract Law
Thomas Wilhelmsson

to inform the other party if the latter may be unaware of the fact that certain acts in performance of
the contract may involve a risk of harm to persons or property.*2°

Leaving the general part of the PECL and turning to its more concrete provisions, the choice of
examples of modern provisions by necessity becomes extremely subjective. Obviously, I cannot, in
this context, go through the whole collection of principles. I will only mention some examples of
what I mean when I claim that the PECL are at least relatively modern.

The provisions on formation in Chapter 2 seem, prima facie, very traditional and old-fashioned. The
chapter on formation which rests so strongly on refined rules concerning clearly separated acts of
offer and acceptance does not seem to reflect the realities of the modern marketplace. However, these
provisions are in line with those of the modern international basic law of contracts, the UN
Convention on Contracts on the International Sale of Goods (CISG). Looking more closely at Chapter
2 of the PECL, one also finds more modern provisions, for example on the binding effect of standard
form contracts (article 2:104). In that context, it is interesting to note the procedural fairness rule,
according to which a mere reference to standard form terms in a signed contract document is not
sufficient; the party invoking them should have taken reasonable steps to bring the terms to the other
party’s attention before or when the contract was concluded.

It is also worth noticing that the PECL contain a provision on the problem of the so-called “battle of
the forms” (article 2:209) that ensues when both parties have referred to their own general conditions.
In this provision, the PECL do not try to fit their solution into the traditional scheme of offer and
acceptance — which would result in on/off rules preferring either the “first shot” or the “last shot”
solution™?! — but have chosen a more flexible compromise that reflects recommendations in modern
doctrine.”? According to this provision, both sets of general conditions form a part of the contract
to the extent that they are common in substance.

The modern principle of loyalty is also reflected in the provision on change of circumstances in article
6:111. According to this provision, a party is, subject to certain conditions, bound to enter into
negotiations with a view to adapt or terminate the contract if performance becomes excessively
onerous because of a change of circumstances. This provision is not based on examples from national
law, but on commercial practice as expressed in “hardship clauses” connected with renegotiation
duties.*?3

Finally, turning to the chapters on remedies, [ would like to mention the very central rule on the basis
of liability in the PECL article 8:108. According to this provision, a party’s non-performance is
excused if the party proves that the failure is due to an impediment beyond its control and that it
could not reasonably have been expected to take the impediment into account at the time of the
conclusion of the contract, or to have avoided or overcome the impediment or its consequences. This
provision expresses the so-called control liability that is also used as the basic type of liability in the
CISG (article 79). As the control liability of the CISG has found its way into many pieces of national
legislation as well, it is in the process of becoming an internationally accepted basic principle of
contract law. For example, the Nordic countries have adopted this principle in their new Sale of Goods
Acts, at least for certain situations, and serious consideration is being given to generalising it as the
basic liability principle of contract law.”>* It is considered to be especially suitable for judging
behaviour in businesses. In a modern set of principles for commercial relationships, it is natural to
base liability on the concept of control.”?

PECL as model for Civil Code

On the basis of these considerations, as a collection of model rules for commercial contracts, the
PECL have many merits. However, some of the drafters of the PECL have more far-reaching
ambitions. The Lando Commission has expressed as one of its aims to offer a basis for the future

20 O. Lando, H. Beale (Note 6), p. 120.

21 Such thinking is still applied in many national laws, see U. Goranson. Kolliderande standardavtal (Collision of Standard Form Contracts).
Uppsala: Tustus forlag, 1988, p. 25 ff.

22 See for Nordic law, e.g., J. Hellner. Standardavtal vid avtalsslutande (Standard Form Contracts When Contracts are Made). — Tidskrift,
utgiven av Juridiska Foreningen i Finland, 1979, p. 297.

23 Hardship clauses are mentioned also in the Comment, O. Lando, H. Beale (Note 6), p. 323.
24 See, e.g., L. E. Taxell. Skadesténd vid avtalsbrott. Abo, Abo Akademi University Press, 1993, p. 133 ff.
25 This principle is also expressed in the new Estonian legislation, see I. Kull (Note 9), p. 150.
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European Code of Contracts.”?¢ In this respect, however, I do not consider the PECL to be as useful
and modern as in serving as a model for commercial contracting.

This general aim of the PECL is reflected, inter alia, in the fact that the PECL, unlike the UNIDROIT
Principles, are not limited in their scope to cover commercial contracts only, but are at least in
principle said to cover the whole area of contract law, including consumer relations.*?” However, the
PECL contain almost no attempt to distinguish between the rules for business relationships and for
consumer contracts. This is fairly strange in a set of contract rules that purport to be modern.

The answer to this criticism is given in the PECL: specific rules for consumer contracts should be
provided by special legislation.”?® This would, however, reinforce the traditionalist idea — in some
sense — of a more important general contract law and a special, inferior area of consumer law
(Sonderprivatrecht). The general rules are considered as main rules, and the consumer rules as
exceptions, with unfortunate consequences for example concerning the interpretation of the latter.
The said counterargument cannot remove the impression that this is not a very modern collection of
rules.

In contrast to the conservative stance of the PECL, one might mention that consumer protection rules,
e.g. stemming from EC law, are being incorporated in the Estonian legislation for a civil code.*?

As just one concrete example of the (relative) shortcomings of the PECL in this respect, I would like
to mention the provision on adjustment of unfair contracts (article 4:110): a party may avoid a term
of the contract if, contrary to the requirements of good faith and fair dealing, it causes a significant
imbalance in the parties’ rights and obligations arising under the contract. This adjustment rule is
basically copied from the EC Directive on unfair terms in consumer contracts, and it extends the
provision of the Directive to other contracts besides consumer contracts. This extension seems to
increase the role of welfarist principles in the PECL. However, the (other) important limitations of
the scope of the Directive, which make it relatively traditional and very conservative, e.g. from a
Nordic point of view, but which are only minimum requirements in the Directive, are all retained
and even converted to rules in the PECL.

The strong respect for freedom of contract, as traditionally understood, is contained in the basic
solution adopted in the Directive, according to which the unfairness control of contract terms is
applied only to the contract terms that have not been individually negotiated. However, as a minimum
directive, it does not force national legislations to delimit the power of the courts and supervisory
authorities to cover only standard form terms and other non-negotiated terms. It is probably not even
the purpose of the delimitation adopted in the Directive to promote such restrictions. The basis for
the delimitation was mainly the difficulty in finding unanimity with respect to the need to regulate
the fairness of individually negotiated contracts.”* However, the PECL emphasise this very tradi-
tional contract philosophy, as they do not present it only as a part of a minimum requirement that can
be improved by national law, but as a rule that will eventually become a part of a future European
Code of Contracts (and thereby decreasing the protection offered today by, e.g. Nordic contract and
consumer law).

In the PECL, the traditional, market-rational approach to the problems of contract law can also be
seen in another important restriction of the scope of the adjustment provision. Terms which define
the main subject matter of the contract and adequacy in value are expressly excluded from the scope
of the Directive, and therefore also from the scope of the adjustment provision of the PECL. In other
words, neither set of rules extends the application of the adjustment provision to the most central
parts of the contract, that is, to the price/performance relationship. In this respect as well, the Directive
is a minimum directive and as such does not preclude the more comprehensive view on adjustment
that prevails, for example, in Nordic law in this matter. However, the PECL again make a rule of
what was only a minimum requirement in the Directive. The developers of a European Code of

26 O. Lando, H. Beale (Note 6), p. xxiii.
27 [bid., p. XXv.

28 Jbid.

29 P. Varul (Note 1), p. 115.

30 The Preamble to the Directive notes that national laws allowed only partial harmonisation and that it was therefore necessary to restrict the
Directive only to contractual terms that have not been individually negotiated. In its Communication to the Parliament, the Commission openly
regretted that it had to include this limitation in the Directive; see COM(92) 66 final.
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Contracts again offer a traditional solution in which the fairness principle is clearly subordinated to
the principle of freedom of contract.™!

Toward flexible and fragmented (postmodern)
Europeanisation

Not only are the PECL unsuitable to serve as a model for the common European Civil Code or
Contract Code, one may even question the idea of a complete harmonisation of European private law
altogether.

I have elsewhere more extensively criticised such ideas™?, and I will not repeat all details of the
arguments here. The general thrust of my reasoning is the following.

Firstly, a large codification is as such fairly static in nature. This feature would surely affect the
European Code in an even more drastic way. The creation of the European Civil Code would mean
a shift of legislative power in this area from the parliaments of the Member States to the European
Union. This would reduce the power of the Member States to react to socio-economic changes™?
within large parts of the central areas of the legal order. Changes could be made only through the
cumbersome legislative mechanisms of the Union. Not only would the harmonisation of European
contract law be created on the basis of traditional values; it would in addition form an obstacle to the
piecemeal experimental development of, for example, consumer protection provisions, which has
been so typical of modern European contract law.

Secondly, one may claim that the strength of Europe and the core of its identity is the recognition of
the plurality of'its languages, social structures and cultures. A systematic harmonisation of law would,
in this view, destroy rather than strengthen the identity of Europe, resulting in “abolishing the Idea
of Europe”."34

Some have seen the EU as an emerging new type of “Post-modern State”*3>, which “is abstract,
disjointed, increasingly fragmented”.*3¢ This is in line with the claim that the European “idea” as
such is one of pluralism.*37 In this view, the idea of the unified harmonisation of the law of Europe
— if one believes in these claims — may even be at odds with the basic function and idea of the EU
itself. A person with a positive attitude towards the idea of the EU as such might very well, without
being inconsistent, be opposed to the project of systematic harmonisation of the law within the Union.

The postmodern and pluralist alternative to systematic harmonisation is, in other words, to take
fragmentation seriously. The rejection of a European codification of private law does not necessarily
imply a defence of traditional national structures. ™8 Instead, as the pluralism of Europe offers a wealth
of opportunities, the pluralism of European law can be seen as creating a field of new legal
possibilities. EC law as well as ideas from the other European countries can be used in a creative
way to break up petrified structures of national law that are hampering the development.

31 The EC Council actually justified the inclusion of this limitation of the scope of the Directive by the wish to exclude from the scope of the
Directive “anything resulting directly from the contractual freedom of the parties”. See the Common Position adopted by the Council on 22
September 1992 with a view to the adoption of Council directive 93/13/EEC on unfair terms in consumer contracts, the Council’s reasons, p.
5.

32 T. Wilhelmsson. Europeiseringen av privatritten: for ett fragmenterat utbyte av erfarenheter (Europeanisation of Private Law: for a
Fragmented Exchange of Experience). — Tidsskrift for Rettsvitenskap, 2001.

33 H. Kotz. A Common Private Law for Europe: Perspectives for the Reform of European Legal Education. — B. De Witte, C. Forder (eds.).
The Common Law of Europe and the Future of Legal Education. Deventer: Kluwer, 1992, p. 32.

34 H. J. Thue. Norwegian Private International Law at the End of the 20" Century: Progress or Regress? — S. C. Symeonides (ed.). Private
International Law at the End of the 20" Century: Progress or Regress? The Hague: Kluwer Law International, 1999, p. 328.

35 See J. A. Caporaso. The European Union and Forms of State: Westphalian, Regulatory or Post-modern? — Journal of Common Market
Studies, 1996, p. 44 ff. See also I. Ward. A Critical Introduction to European Law. London: Butterworths, 1996, p. 182.

36 J. A. Caporaso (Note 35), p. 45.
371. Ward (Note 35), p. 191.

38 See on this strategy of Member States D. Caruso. The Missing View of the Cathedral: The Private Law Paradigm of European Legal
Integration. — European Law Journal, 1997, pp. 3-32.
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EC directives, like the Directive on unfair terms in consumer contracts, may bring in useful new ideas
in the various national settings, starting processes of development in that context.”® Such ideas may
also flow directly over national borders without making the detour through Brussels. Contract law
ideas can move, for example, in connection with international trade and transnational standard form
contracts. This movement of ideas presupposes openness in relation to impulses from other places,
which is not possible within the framework of a strict system. A comprehensive European Civil Code
would easily destroy — or at least weaken — the potentially experimental nature of European law.

The development of European consumer law — although from a Nordic perspective, it seems a little
too modest in some, but not all respects — is a good example of how experiences from various
European countries can be used in order to create European solutions: German and Nordic experi-
ences of unfair contract terms regulation, the English experience of consumer credit regulation, efc.
A continuous experimental development and improvement of the kind to be seen in this area — where
new ideas not only flow via EC legislation, but also directly between the Member States — would
naturally be much more difficult if the field was controlled by the general European Civil Code.

The idea of an experimental and learning law that makes use of experience from other countries
presupposes a minimum basis of understanding between legal players from different national
environments, a common “legal language”.**® A project like the Lando Commission can, despite its
commercial biases, be useful in creating a conceptual basis fora common European legal discourse.™!
As long as this and the other projects produce “soft law” and “soft legal knowledge”, they facilitate
the experimental and fragmented movement of ideas within the EU rather than hamper it, as a
petrified code would do. They may also be taken into account as useful guiding materials when
developing national legislation, as the Estonian example shows.

In other words, I want to underline that the idea of a continuous free movement of legal concepts and
ideas does not imply any dissociation from the academic European legal harmonisation projects, like
the PECL, as such. On the contrary, I find them very important, both because they help to create a
necessary conceptual basis for the free movement of ideas and because the work as such is already
producing new thoughts and ideas. My criticism is directed only towards the final vision of a common
and static European Code.

39 See the very interesting paper G. Teubner. Legal Irritants: Good Faith in British Law or How Unifying Law Ends Up in New Divergences.
— Modern Law Review, 1998, p. 11-32.

40 M. Van Hoecke, M. Warrington. Legal Cultures, Legal Paradigms and Legal Doctrine: Towards a New Model for Comparative Law. — The
International and Comparative Law Quarterly, 1998, p. 525 ff. See the development of “some conceptual legal meta-language™ as a “necessary
condition for a real development of comparative law.” They consider the development of such a language to be a task for legal doctrine (p.
530).

41 K. Riedl. The Work of the Lando Commission from an Alternative Viewpoint. — European Review of Private Law, 2000, p. 83, also
emphasises the commission’s contribution to “a fruitful discourse culture”. In his commentary to the UNIDROIT Principles of International
Commercial Contracts, M. J. Bonell also seems to emphasise their role as a framework for discourse, see M. J. Bonell. An International
Restatement of Contract Law. New York: Transnational Juris Publications, 1994, p. 2 ff. — M. J. Bonell. The need and possibilities of a codified
European contract law. — European Review of Private Law, 1997, p. 505 . The author expressly defends the idea of non-binding instruments
as opposed to a formal Code.
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Applicable Law in the Light
of Modern Law of Obligations

and Bases for the Preparation
of the Law of Obligations Act

1. Development of Estonian private law

The Estonian private law has always been a part of Baltic-German law. The first major written body
of law, the Baltic Private Law Code (BPLC) dates back to 1863. It was an extensive and extremely
voluminous private law code that regulated in great detail the civil relations of the time. Its volume
and contents were very similar to the old Common Prussian Land Law. The BPLC was in force in
Estonia as a result of the so-called Baltic Special Rights granted to the Baltic countries by Russia
(Estonia was a part of Russia from the beginning of the 18" century), which allowed to maintain the
predominant Baltic-German law that was in force here before the Russian Empire.

In 1918, Estonia became independent and the young state gradually also started to enforce its own
laws. In the area of private law, the preparation of the Estonian Civil Code commenced in 1920,
which was meant to replace the tsarist legal acts (including the BPLC) that had been in force until
that time. The draft was prepared mainly on the basis of the BPLC and the German Civil Code, but
it was also largely influenced by the Swiss Civil Code. The draft was structured as a classical code:
general provisions, law of property, law of obligations, family law and law of succession. While in
several areas, particularly concerning the law of property, the code was clearly orientated to the
establishment of a new thorough and systematic regulation, the same could not be said about the law
of obligations and, above all, the family law in which the already outdated concepts of the BPLC
still prevailed. The legislative proceeding of the draft in the Riigikogu (Estonian parliament)
continued until 1940, but it never became an act because the USSR armed forces occupied Estonia
just before the draft was passed. Hence, the old BPLC in fact continued to apply to private law
relations until 1940, although it was obvious that several concessions and adjustments had to be made
to be able to implement the code.

Under the Soviet occupation, the Civil Code of the Russian Federation was at first enforced in Estonia
to regulate private law relations. Although it was an ideological document rich in propagandist
provisions, its basic regulations were similar to those of the classical European civil code, the main
distinctive feature being the lack of legal transactions with land due to the non-existence of real
property law. With regard to the law of obligations, the basic regulations did not differ from what
had been in force in Estonia until that time. In 1964, the occupying power formally replaced the
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Russian code with the Civil Code of the Estonian SSR, which applied in full until 1993. As to its
contents, there were no significant differences between that Code and the earlier code, apart from
the fact that it had become even more ideological and the hitherto categories used in Estonian for the
law of property and law of obligations (in Estonian: véladigus) were formally replaced with the new
categories “title” and “law of the obligations” (in Estonian: kohustiséigus). However, it did not
involve any fundamental changes as to their content.

When Estonia restored its independence at the beginning of the 1990s, the young state also lacked
the authority and facilities for the enforcement of a new legal act to regulate private law. Instead, it
was decided to reform the private law step by step, gradually proceeding to a legal system based on
the Western-European standards. In 1993, the Law of Property Act entered into force as the first new
source of civil law, followed by the General Part of the Civil Code Act and the Family Law Act in
1994. The Commercial Code governing primarily company law was passed in 1995, to be followed
by the Law of Succession Act in 1996. Only one part of the old Civil Code — the one concerning
obligations — has survived to date, which will be replaced by the Law of Obligations Act.

2. System of applicable private law

2.1. General regulation of private law

As mentioned above, the present system of Estonian private law consists of various legal acts that
date from different periods. Despite the fact that the areas of private law have not been regulated by
asingle legal act (code), it can be said that, with regard to the system of law, Estonia is still a European
country with classical codified civil law.

Namely, applicable private law clearly divides as follows:
(a) general principles concerning persons, objects and transactions (the General Part of the
Civil Code Act);

(b) law of property (the Law of Property Act);
(c) family law (the Family Law Act);
(d) law of succession (the Law of Succession Act);

(e) law of obligations (the Civil Code of the ESSR, the Commercial Lease Act, the Employ-
ment Contracts Act, the Dwelling Act, the Consumer Protection Act, etc., henceforth to be
regulated by the Law of Obligations Act);

(f) private international law (the General Part of the Civil Code Act, henceforth to be regulated
by a separate act);

(g) company law (the Commercial Code);

(h) intellectual property law (the Copyright Act, the Patents Act, the Utility Models Act, the
Trade Marks Act, etc.);

(1) contracts related to shipping (the Merchant Shipping Code).

2.2. Main regulation of law of obligations

As said above, the law of obligations is the only area of private law where a new system of provisions
conforming to modern requirements has not yet been established and the Civil Code of the Estonian
SSR™! continues to remain in force. A question may arise of how it is possible to still live with the
deeply Soviet rules dating from 1964 when almost ten years have passed since the restoration of
independence and the revolutionary transformation of economic relations. Nevertheless, a large part
of the disputes arising from contractual and extra-contractual obligations are solved on the basis of
the Civil Code even nowadays. Presumably, it has been possible for the following reasons:

(a) as to their underlying structure, the provisions of the Civil Code regulating the law of

obligations conform to the classical idea of contracts and extra-contractual obligations;

1 Eesti NSV Tsiviilkoodeks (Civil Code of the Estonian SSR), adopted on 12.06.1964; entered into force 1.01.1965 (abbreviated to the Civil
Code) (in Estonian).
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(b) the main regulations of the Civil Code are sufficiently general to avoid major problems in
different social formations when the regulations are applied;

(c) several special areas have already been regulated by other legal acts;

(e) after the entry into force of the Constitution, courts no longer apply ideological provisions
or provisions restraining the disposal of ownership and providing for the inequality of
persons.

What was said above does not naturally mean that the regulation of the Civil Code is sufficient for
the present situation. Since the preparation of the new act has been delayed for a number of reasons,
the legal system has simply tried to adapt itself to the changed circumstances.

To date, approximately 250 sections of the Civil Code are officially in force, of which about 200
actually function and can be applied. Compared to the Western-European principles, an important
difference in the understanding of the provisions of law of obligations is the imperative interpretation
of law, i.e. the established provisions serve as imperative unless otherwise provided by the provision
itself. This relatively unreasonable regulation is mitigated by the fact that in the unregulated part
(which is the major one) the parties may adjust their relationships as they need.

The main functioning part comprises the general provisions of the Civil Code that govern
obligations including, inter alia, rules concerning the entry into contracts, the performance of
obligations and the liability arising from the violation of obligations. The provisions regulating
solidary liabilities, penalties, surety, guarantee, cession of claims and transfer of debts as well as the
provisions concerning the termination of obligations are also important. As for the factual principles,
the provisions in force have no peculiarities. The common and general feature is superficiality and
non-regulation of many important issues, which has, in its own way, probably been the factor allowing
the application of the Code in contemporary society. In the light of European codes, the provisions
concerning the entry into contracts and other general provisions of contracts are commonplace and
do not contain any significant distinctive features. The performance of obligations has also been
regulated without any major peculiarities; the Code regulates, inter alia, performance for the benefit
of a third person, creditor default and interest in the case of delay in the performance of a financial
obligation (although only 3% per year). As a special feature, the so-called favourable term of seven
days could be mentioned, which is allowed for the performance of obligations and is calculated
starting from the submission of claim unless the due date of performance has been pre-determined.
On the whole, no formalities have been established concerning the debtor’s delay. The regulation of
penalties is also rather common apart from the fact that the law expressly allows the use of sanctioned
penalties (independent of damage). The reduction of penalties by court is also allowed. The rather
modern regulation of surety is favourable to creditors and, unlike the law of many other countries,
it is based mainly on the solidary (not additional) liability of the surety. At the same time, the
termination of surety with a specified term has been very problematic and confusing. The regulation
of payment guarantees is also problematic, having in practice caused heated disputes over the validity
of bank guarantees since the Civil Code does not recognise abstract payment obligations but considers
the liability arising from a guarantee to be strictly accessory and connected with the principal debt.
The cession of claims and transfer of debts are similar to the German Civil Code or BGB (Biirgerliches
Gesetzbuch). Liability for the violation of obligations is one of the weakest points of the law of
obligations in force as the general variety of sanctions applicable upon the violation of obligations
does not meet the practical needs. The Code provides an absolute basis for the claim to perform the
obligation in kind, in addition to which damages can be claimed. In the event of violation of an
obligation, culpability serves as the basis for liability. However, it is true that in the Estonian practice
the requirement of actual performance of an obligation (despite the strict wording of the law), similar
to the principle of culpability as a basis for liability, has a rather limited area of application since the
parties usually agree upon stricter liability, from which exemption can be achieved only under the
force majeure circumstances. The inexpediency and deficiency of the legal system of sanctions
presents a serious problem in practice, which forces the parties to contracts find their own thorough
ways to regulate liability. The regulation of the termination of obligations is very general, containing,
inter alia, the termination of obligations due to the impossibility of performance and due to the
liquidation of a debtor who is a legal person, both of which have caused many disputes in practice.
At the same time, the option to terminate a contract unilaterally if the contract is violated has not
been regulated at all, which can be considered the greatest flaw of the system of sanctions.

The regulation of transfer contracts and mainly the contract of sale is obviously insufficient
considering the importance of these relations, while it is also unclear and has given rise to many
disputes. The Civil Code systematically draws a distinction between the ordinary contract of sale

32 JURIDICA INTERNATIONAL VI/2001



Applicable Law in the Light of Modern Law of Obligations and Bases for the Preparation of the Law of Obligations Act
Villu Kove

and the procurement contract under which goods not yet produced are purchased. In practice, this
kind of distinction is no longer made. The sale of real estate is largely conducted under the Law of
Property Act and the Law of Property Act Implementation Act*?; the respective contracts are attested
by a notary. Sales to consumers are generally regulated by the Consumer Protection Act and acts of
the Government of the Republic. The transfer of state assets is regulated by the State Assets Act. The
sale of goods between undertakings, where the provisions of the Civil Code are the most insufficient
remain an actual area of application. Concerning the defects of the object of sale, purchasers have
been provided with more sanctions as compared to the general part, those including the requirement
to reduce the purchase price, to replace goods, to eliminate defects and to terminate the contract;
however, the procedure for exercising these rights remains unclear (whether they are judicial
requirements or unilateral rights of parties). The law refers to the complaint (submission of a prior
warning) as a precondition for the submission of claims, starting from which the expiry of claims is
calculated — without submitting a complaint, claims will expire within a year. Barter contracts and
gratuitous contracts are regulated very briefly. In the case of a gratuitous contract, the law proceeds
from the concept of real contract; in addition thereto, practically all gratuitous contracts have to be
notarised, which is usually ignored in practice. The modern transfer contracts such as factoring,
contracts of sale with an option, sale with the right of pre-emption, sale by auction, efc., have virtually
not been regulated with regard to civil law. In these contracts, agreements between parties have given
rise to major disputes and misunderstandings as the bases for the evaluation of such agreements are
very questionable.

The Civil Code does not practically govern contracts for the use of assets. The general lease of
property is regulated by the liberal and sufficiently abstract Commercial Lease Act*?, which has given
grounds for disputes concerning the procedure for the termination of contracts. Residential lease
contracts are governed mainly by the Dwelling Act which, contrary to the regulation of commercial
lease relationships, goes beyond the limit of reasonable detail — the act prescribes even the lessor’s
obligation to submit an invoice to the lessee and the information to be contained therein, it has
imposed absurd restrictions on the amount of rental payment that in most cases are not followed in
practice, and it makes it extremely difficult to terminate a contract even with a lessee who has
seriously violated his or her obligations. In social efforts the legislator has probably gone beyond
reason, for the rules have mainly been established in view of the co-called sitting tenants who have
stayed as lessees in houses returned to the former owners. The use of state assets is regulated by the
State Assets Act. The regulation of loan contracts is also based on the concept of real contract, i.e.
the contract does not enter into force before the transfer of money, and pursuant to the law virtually
all contracts have to be executed in writing (not followed in practice again). Rules related to consumer
credit and consumer protection are not yet widely known in Estonia. Types of contracts that are very
important in practice such as leasing and licence are either not regulated at all (leasing) or are
regulated eclectically and superficially (licence). Yet the existence of minimum legal regulation is
indispensable for a uniform understanding of the nature of these contracts.

The regulation of contracts for the provision of services is also incomplete. The regulation of the
contract for services as a result-orientated contract is more or less traditional although there are
problems related to the termination of contract and application of other sanctions. In the most
important areas — in building and planning — the basic rules are in most cases established in the
general conditions of the transaction and not in the Civil Code. The mandate has been established as
a contract meant strictly for conducting legal acts, i.e. it is meant to be the basis for authorisation
under the law of obligations. Its regulation is relatively acceptable and applicable, permitting
mandates that are clearly subject to a fee. Employment contracts are governed by the Employment
Contracts Act.** The regulation itself is rather retrograde and does not meet the modern needs. Under
the tag of employee protection, labour law has been detached from the general provisions of the law
of obligations as well as from the General Part of the Civil Code Act in practice. In the currently
advocated theory, labour law is seen as a separated set of provisions to which any other legal system
isnot liable to be applied. Such approach is the main problem in the interpretation and implementation
of labour law as a whole. The Civil Code also regulates commission contracts and deposit contracts

2 Asjadigusseadus (Law of Property Act), adopted on 9.06.1993; entered into force 1.12.1993 — Riigi Teataja (The State Gazette) I 1993, 39,
590 (in Estonian).

3 Eesti Vabariigi rendiseadus (The Republic of Estonia Commercial Lease Act), adopted on 26.09.1990; entered into force 1.10.1990 — Riigi
Teataja (The State Gazette) 1990, 12, 126 (in Estonian).

4 Eesti Vabariigi toolepinguseadus (The Republic of Estonia Employment Contracts Act), adopted on 15.04.1992; entered into force 1.07.1992
— Riigi Teataja (The State Gazette) 1992, 15/16, 241 (in Estonian).
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in an acceptable manner. The Merchant Shipping Code™ governs special contracts related to shipping,
but does it on the basis of rather outdated ideas and is in great conflict with other laws in force. At
the same time, there is no contract in Estonian laws clearly and generally aimed at the performance
of work and not at the achievement of a result (as the contract for services is), the object of which is
not the performance of legal acts (mandate) and which is not be based on the traditional dependent
relationship between the employer and the employee, which serves as the main criterion for defining
an employment contract. Hence, no legal regulation exists for such important contracts as contracts
for the provision of medical services, agency contracts and contracts with executives of companies.
This can be considered the major flaw of the existing system. Practically non-existent in the Civil
Code is the regulation of contracts of carriage, while the existing regulation is not applied in practice
either. In addition, there are no generally accepted standard conditions and the majority of carriers
directly rely on the rules of the CMR Convention™ in their mutual relationships. Credit transfer
relationships (including the matters related to credit cards) are based on the acts of the Bank of Estonia
the legal force of which is arguable. In this area, ongoing heated disputes are frequent in practice,
which is indicative of the lack of legislation. Insurance contracts as a very important type of contracts
have not been governed by law at all to date. For the client, the only protection is the concordance
of the insurers’ standard conditions with the insurance supervisory body. The situation is intolerable.
The contracts of civil law partnerships have not been regulated in the usual manner despite the
relatively significant position that the contracts occupy in practice. However, the Civil Code contains
some general provisions concerning the contract of joint activity, which also characterise the essence
of civil law partnerships. Unfortunately, the provisions are not regulative and have caused problems
rather that helped to solve them.

Of extra-contractual obligations, the Civil Code regulates tort, unjust acquisition and retention and
competition.

Similarly to the French Code Civile, the regulation of tort as an extra-contractual obligation is based
on the general clause of compensation for damage, supplemented with provisions concerning specific
liability. A general clause also regulates the liability of possessors of a major source of danger (risk
liability). The employer’s liability for his or her employees does not allow exculpation as in the
German BGB. When determining the compensation for damage, both the conduct of the injured party
and the financial situation of the tortfeasor are taken into account. As a negative aspect, the
restrictions on the injured parties’ claims for damage to health, which are based on the daily rates of
minimum salary and do not take sufficient account of the individual damage caused to the injured
party could be mentioned. There are no unambiguous grounds for claiming compensation for
non-proprietary damage in cases other than the violation of personal rights; payment of smart money
for bodily injuries is virtually unknown. The general liability of the state for performing the functions
in public law has not been regulated by law, also giving rise to major disputes.

The obligations concerning unjust acquisition and retention of assets should replace unjust enrich-
ment. The category of the unjust acquisition of assets does replace it, allowing to reclaim unjust
acquisitions; yet it provides no option to submit an objection if the circumstances of enrichment have
ceased to exist. In fact, however, only the condictio indebiti is covered. The institution of unjust
retention is meant to partly cover the area which in the German BGB is regulated by the institution
of conducting business without mandate (Geschdftsiihrung ohne Auftrag). At the same time, the
regulation is very abstract and provides little support to the submission of a specific claim.

The rules of competition establish the general obligation to pay a fee for the performance of the
best-promised work according to the conditions of the competition. Nevertheless, there is no general
obligation concerning the obligation to actually pay the fee that was promised in public, which has
also caused problems in practice.

3. Reform of law of obligations

As mentioned above, the Civil Code still applies largely in the area of the law of obligations. Despite
the adjustment of the provisions to the requirements of the new social order it is inconceivable to
continue to regulate relationships under the law of obligations pursuant to the law of the occupying
state, particularly as it was meant to regulate completely different relationships. To date, the majority

5 Kaubandusliku meresdidu koodeks (Merchant Shipping Code), adopted on 09.12.1991; entered into force 1.03.1992 — Riigi Teataja (The
State Gazette) 1991, 46/48, 577 (in Estonian).

6 Convention on the Contract for the International Carriage of Goods by Road, 19.05.1956, Geneva.
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of other states that used to be in the shadow of the former Eastern bloc have abandoned the old
regulation, even Russia has adopted a new Civil Code. Unfortunately, the progress of the reforms in
Estonia has been slow. The Ministry of Justice initiated the preparation of a new private law already
in 1993. The new acts were to be based on the draft Civil Code of 1940. Yet it appeared in the course
of preparation that the draft had become outdated in many respects and was unsuited to the changed
social situation. Above all, it concerned family law and the law of obligations. It took about two years
to come to this realisation, after which it was decided to develop the whole Law of Obligations Act
on the conceptual basis of modern civil law.

Intensive work on the draft began in 1995. The working group mainly consisted of persons connected
with the Ministry of Justice, also including scholars and practitioners of the University of Tartu. In
a short time, a relatively small number of people went through numerous laws of other states, as well
as their legal theories and practice. In the course of work, new areas of regulation have been added
to the draft and the existing regulations have been constantly improved. The work has lasted till the
present time. An expert assessment of the draft was conducted by several European leading specialists
of private law. The contribution of Professor Dr. Peter Schlechtriem (Freiburg University, presently
working in Oxford) to the preparation of the entire draft deserves special emphasis.

The Law of Obligations Act aims at creating as homogeneous regulations as possible in the whole
area of the law of obligations, including, inter alia, provisions of residential lease contracts and
insurance contracts. It is the only way to avoid potential conflicts between regulations and the
abundance of provisions between, for instance, commercial law and general civil law.

A definite criterion for the selection of sources was to proceed from the law of obligations of such
countries that have served as models for the preparation of other legal acts in private law. Steady
development of a systematic and complete legal system can be ensured only through homogenous
sources, thus achieving the main aim of positive law — its applicability being accepted by the society.
Another criterion for preparing the draft was its orientation to the future. Efforts have been made to
take into account recent developments in Europe in the draft and the development of the draft has
been based thereon.

The specific part of the Law of Obligations Act provides the regulation of different types of contracts.
However, the specific part of the Law of Obligations Act does not give a comprehensive list of the
types of contracts. Most types of modern and distinguishable contracts have been regulated — these
were the criteria for the separate regulation of a particular type of contract. At the same time,
proceeding from the principle of the freedom of contract and on the condition that the contract is not
in contradiction with the contents and meaning of the law, the parties may enter into a contract the
content of which can not be categorised under any type of contract. The preparation of the specific
part of the Law of Obligations Act was aimed at incorporating all contracts regulated in Estonia in
the Law of Obligations Act. Any type of contract is in itself an object of regulation in the law of
obligations, which means that incorporating the regulation of all contracts in one legal act is in
accordance with the codification principle recognised in Estonia. In principle, it does not preclude
the regulation of a particular type of contract in a separate legal act, but it would not be in accordance
with the civil law codification principle and there would be no practical necessity, since all important
types of contracts have been included in the draft.

The draft is one of the most voluminous drafts in the history of Estonian legislation, containing
approximately 1,300 sections. The draft is presently being processed in the Estonian parliament
(Riigikogu) where, regrettably, some delays have occurred. Hopefully, the Act will enter into force
without major changes in 2002 at the latest.

4. Bases for Law of Obligations Act

4.1. European Union law

Estonia, as a country striving for accession to the European Union (EU), cannot but meet all
requirements of the European Union for legislation, including those in the area of the law of
obligations (mainly focused on consumer protection). At present Estonia probably fails to meet the
provisions established for the law of obligations in the EU in most respects and our consumers are
in a relatively defenceless position. Therefore, meeting the requirements of the EU has been one of
the priorities during the preparation of the draft. From the very beginning, the drafters of the Law of
Obligations Act attempted not to copy the rules of the EU literally, but to incorporate them into the
rest of the system and harmonise the directives creatively in order to avoid possible later conflicts
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upon the application of national law. Unfortunately, contradictions and problems surfaced with regard
to the directives themselves, which further complicated their incorporation.

The draft contains, inter alia, the requirements of EU directives concerning liability for defective
products®!, contracts negotiated away from business premises*?, consumer credit™?, package travel
contracts™, unfair terms of contracts™, timesharing®, distance contracts with consumers™’, sale of
consumer goods™ and cross-border credit transfers.” In addition to this, the draft takes into
consideration EU directives concerning insurance contracts and employment contracts. EU require-
ments for the Handelsvertreter*'? have also been incorporated. Electronic payment instruments have
been regulated in compliance with the EU recommendation.*!!

4.2. Laws of other countries and international law

The preparation of the draft was based on three civil codes — the German BGB (taking into
consideration the reform proposals made by the Commission for the Revision of the Law of
Obligations, BGB-KE*1?), the Swiss OR*13 and the Dutch Burgelijk Wetboek. Thus, the bases were
the legal systems that have also served as the foundation for the reform of other legal acts in private
law and that are probably the closest to our legal system and its traditions. Besides this, an important
role was played by the German HGB and Insurance Contract Act as well as other German laws
regulating the law of obligations issues. Furthermore, the Italian Codice Civile, the new Russian Civil
Code™4, legal acts of the State of Louisiana, USA, the province of Quebec in Canada and the
Scandinavian countries (Sweden, Finland and Denmark) concerning contracts for the sale of goods
and compensation for damage as well as the Czech Commercial Code, the Japanese Civil Code and
the legal acts of many other countries were examined in the course of drafting.

Besides national laws, a number of international conventions were taken account of during the
preparation of the draft. The most important among them is undoubtedly the United Nations
Convention on Contracts for the International Sale of Goods (CISG). An important role was also
played by the Convention on the Contract for the International Carriage of Goods by Road (CMR)
and conventions concerning the circulation of bills of exchange and cheques.*!> The bases for leasing
and factoring contracts were the respective UNIDROIT Conventions concerning the international
circulation of the above-mentioned institutions.”'® The provision of healthcare services was regulated
on the basis of the Council of Europe Convention on Human Rights and Biomedicine.

1 85/374/EEC: Council Directive of 25 July 1985 on the approximation of the laws, regulations and administrative provisions of the member
states concerning liability for defective products.

285/577/EEC: Council Directive of 20 December 1985 to protect the consumer in respect of contracts negotiated away from business premises.

3 87/102/EEC: Council Directive of 22 December 1986 for the approximation of the laws, regulations and administrative provisions of the
member states concerning consumer credit; 90/88/EEC: Council Directive of 22 February 1990 amending Directive 87/102/EEC for the
approximation of the laws, regulations and administrative provisions of the member states concerning consumer credit.

4 90/314/EEC: Council Directive of 13 June 1990 on package travel, package holidays and package tours.
593/13/EEC: Council Directive of 5 April 1993 on unfair terms in consumer contracts.

6 94/47/EEC: Directive of the European Parliament and the Council of 26 October 1994 on the protection of purchasers in respect of certain
aspects of contracts relating to the purchase of the right to use immovable properties on a timeshare basis.

797/7/EC: Directive of the European Parliament and of the Council of 20 May 1997 on the protection of consumers in respect of distance
contracts.

8 1999/44/EC: Directive of the European Parliament and of the Council of 25 May 1999 on certain aspects of the sale of consumer goods and
associated guarantees.

9 97/5/EC: Directive of the European Parliament and of the Council of 27 January 1997 on cross-border credit transfers.

10 86/653/EEC: Council Directive of 18 December 1986 on the co-ordination of the laws of the member states relating to self-employed
commercial agents.

11 97/489/EC: Commission Recommendation of 30 July 1997 concerning transactions by electronic payment instruments and in particular the
relationship between issuer and holder.

12 Abschlussbericht der Kommission zur Uberarbeitung des Schuldrechts, 1992.

13 Bundesgesetz vom 30. Médrz 1911 betreffend die Ergdnzung des Schweizerischen Zivilgesetzbuches (Fiinfter Teil: Obligationenrecht).

14 Grazhdanskii kodeks Rossiiskoi Federatzii, 1995.

15 Genfer Abkommen vom 7. Juni 1930 iiber das Einheitlichen Wechselgesetz und von 19. Mirz 1931 iiber das Einheitlichen Scheckgesetz.
16 UNIDROIT Conventions on International Financial Leasing, 20 May 1988, Ottawa; on International Factoring, 28 May 1988, Ottawa.
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Due attention was paid to the conventions and recommendations of the UNCITRAL and the
International Chamber of Commerce regarding payment guarantees™!’, documentary credits and
collection.”!8

4.3. Model laws and drafts

A variety of model laws and projects of different national legal order reforms were of great
importance for the preparation of the draft. The Principles of European Contract Law and UNIDROIT
Principles of International Commercial Contracts had a major impact on the draft. One of the most
important examples was the BGB-KE as well as the preceding and following BGB reform projects.
An important source for the regulation of compensation for damage was the corresponding Swiss
draft.”!® An inspiring example for the regulation of the cession of claims was the UNCITRAL project
pertaining to the cession of international financial claims. In the course of drafting, the working group
also examined the legislative reform plans of many other countries and the drafts of possible future
EU regulations.

4.4. Law applicable in Estonia

Naturally, the draft was also based on the currently applicable Civil Code and on the pre-war draft
Civil Code. Since the main concepts of both of these legal acts are similar to the civil codes in force
elsewhere in Europe, but at the same time the whole law of obligations has undergone rapid
development, the role of these legal acts in the preparation of specific provisions remained rather
marginal.

17 United Nations Convention on Independent Guarantees and Stand-by Letters of Credit, 11.12.1995, New York.
18 Uniform Customs and Practice for Documentary Credits (UCP 500).
19 Schweizerische Entwurf fiir die Gesamtrevison des Haftpflichtrechts, 1991.
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Latvian Contract Law and

the EU

Contract law has for centuries promoted international trade and complied with the necessities of
international economic relations. As a result of tight integration of EU countries, breaking of
obstacles for free movement of capital, goods, services and labour, new trends are appearing in
contract law. Latvia, in accordance with the decision made by EU Council in Helsinki, in December
1999, has already commenced discussion on entry into the EU. Significant work has already been
accomplished for the harmonisation of the law of Latvia with the law of the EU. However, the EU
does not require complete unification of the law. The law of each country has differences and such
differences shall remain. Law is a rather conservative social category and therefore when talking
about common law, the peculiarity should be taken into consideration. Even one legal regulation, for
example, on the moment of concluding a contract or on a right to terminate a contract can cause
disputes and conflicts during the execution of the contract.

Generally Latvian private law belongs to the community of law of continental Europe, however we
all know that even the law of Germany and France may not be acknowledged as identical. The
European Union includes both countries with continental European law and common law systems.
In practice that still does not trouble economic relationships too much. Endeavours to bring closer
the aforementioned systems should be appreciated. Principles of International Commercial Contracts
drafted by UNIDROIT and Principles of European Contract Law recently finalised by the Lando
Commission show that at least theoretical progress may be reached in this area. Meanwhile, it can
be predicted that implementation of theoretic conclusions in specific legal acts shall require a long
time period. However, in some cases an elaboration of such principles can turn the interpretation of
already existing legal regulations in another direction. It appears more often in Common Law
countries, but can also happen in the countries of continental Europe.

1. Variety of contract types

Matters of concluding and execution of contracts, as well as general principles of liability are subject
to the Civil Law of the year 1937 reintroduced in parts in 1992 and 1993 respectively.”! Since the
reintroduction, the 4t part of the CLA has neither been amended nor perfected. However, many other
laws have been adopted, which detail and develop specific types of contracts within the limits and
basis of general principles of CLA. Several laws and regulations of the Cabinet of Ministers can be

1 Civil Law [The Civil Code]. Ed. by the Latvian Law Institute. - Latvian Law Library: Vol. 1. Stanford, Connecticut USA: Government Law
Systems, 1998. Further in the text also — CLA (Civil Law Act).
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mentioned, which, beside other transport related issues covered by them, regulate carriage as well.
They are: Latvian maritime rules (Maritime Code) and Aviation Act, both adopted in 1994, Cargo
Act, adopted in 1995, Road Traffic Act, adopted in 1997 and Railway Shipping Act, adopted in 2001.
During preparation of the said laws, provisions on transport were harmonised with the Convention
on the Contract for the International Carriage of Goods by Road (CMR) of 19 May 1956, and the
Convention on the Contract for the International Carriage of Passengers and Luggage (CVR) of 1
March 1973. Latvia joined the aforementioned conventions by adopting the laws in December 1993.*2
Unlike carriage, the Vienna Convention on Contracts for the International Sale of Goods, which
Latvia joined by adopting a law on 19 June 19973, is not incorporated in the national law of Latvia.
Similarly, UNIDROIT conventions on international financial leasing and international factoring
are not incorporated in the national law. By adopting the Consumer Protection Act (18 March 1999)*
complying with the standards of Europe, four specific consumer contracts came into legal force,
regulation of which is detailed in the Regulations of the Cabinet of Ministers. They are distance
contracts, doorstep sales, time-sharing and consumer credit contracts. Separate laws detail provisions
on rent of residential dwelling, land lease, labour contract, contracts in respect of intellectual property
and other. The Insurance Contract Act (10 June 1998)* is significant for the issues covered therein.
It is important that elaboration of laws in recent years has been performed in due compliance of
respective EU directives and international conventions. Experts from the EU frequently participate
in the preparation of legal acts. Now and then unusual legal constructions can be faced. For example,
in accordance with the tradition of Latvian legislation, obligations and liability usually are included
in the same law. In 1996, the Saeima (Latvian parliament) approved the Safety of Goods and Services
and Liability of Manufacturers and Service Providers Act*” with EU regulations included of course.
However, several experts questioned whether such “Latvian™ treatment observes and includes
completely entire terms of respective EU directives. As a result on 20 June 2000, the Saeima adopted
two new laws: the Safety of Goods and Services Act and the Liability For Deficiencies of Goods and
Services Act. Thus, in this sphere Latvia has harmonised with the EU not only by content but also
by the number and form of laws. However, Latvia has introduced a surprise-worthy novelty by
including in the Consumer Protection Act a provision acknowledging not only an individual as a
consumer, but a legal entity as well, if the legal entity has acquired goods or services for no direct
entrepreneurial purposes (section 1 of the Act). The existence of such a “national feature” may not
be anticipated, but execution of the said provision will cause problems.

Legislators are working on the adoption of the Commercial Act in accordance with the approved
concept providing also for a section on Commercial Transactions. The Saeima adopted the first three
sections of the Commercial Act on 13 April 2000."® Those regulate: (1) general rules of commercial
activities, (2) types of entrepreneurs (individual entrepreneur, personal companies, capitalised
companies), (3) reorganisation of commercial companies. The said Act, as well as the Implementation
Act of the Commercial Act aroused extensive discussions, during which it was often emphasised that
implementation of the law would cause significant expenses, also several novelties bringing Latvia
together with the EU were questioned. However, the work accomplished must be valued positively,
although it can be acknowledged that it should have been done earlier as it was done in Estonia. A
concession contract is one of the recent types of agreements introduced by Latvian law. Such a
contract is provided by the Concessions Act™ adopted on 20 January 2000. It is still questionable
whether the aforementioned Act fits into the existing system of contracts but it can be useful in the
case of uncovering overland oil deposits of commercial use. Certainly, conclusion and execution of
contracts is affected by the Competition Act (18 June 1997), the State and Municipality Order Act
(24 October 1996) and others as well. In practical business in Latvia not only contracts formalised
by CLA, but also so-called “modern” contracts are used. No law mentions contracts like franchise
or monitoring, however they are used in practice. That is promoted by legal provisions of the
Introductory Part of Civil Law allowing parties to choose the most appropriate solutions with one
restriction — they may not contradict with imperative and prohibitive provisions of Latvian law. On
19 June 1997, the Saeima adopted laws on joining UNIDROIT conventions of 1988 on international

2 Latvijas Vestnesis (hereinafter: LV), 12.01.1994, 15.01.1994.
3 Zinotajs, 1997., nr. 15

4 Zinotajs, 1997., nr. 16

5 Zinotajs, 1999., nr. 9

6 Zinotajs, 1998., nr. 15

7 Zinotajs, 1996., nr. 21

8 LV, 04.05.2000.

9LV, 02.02.2000.
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financial leasing and international factoring. That favours implementation of the said types of
contracts according to those known world-wide. However, it must be noted that there are a number
of other contracts called “leasing” several of them corresponding more with purchase on an
instalment plan or long-term lease with buy-out. By adopting the new Civil Code on 18 July 2000,
Lithuania decided to include several so-called modern contracts (financial leasing, factoring, distri-
bution) in the law and on at least minimal regulation of them. This experiment deserves detailed
analysis of the practice of implementation of the law in the future since, as we know, many Western
countries have not come to an understanding on the point of the matter and variations of such
contracts. Few sources indicate, for example, 28 subspecies of leasing and apart from financial
leasing, an operative lease is acknowledged as well. Therefore a situation may arise when definitions
introduced by the law limits the initiative of parties regarding their use of legal constructions.
However, disclosure of modern contracts in the code gives positive effect as well.

By summarising this survey, it can be concluded that the eighteen types of contracts mentioned in
the Civil Law do not reflect the variety of contract practice. Therefore, it is now more important to
perfect the general provisions on contracts of the Civil Law rather than detailed regulation of each
contract type known.

2. The reform of the court system and
improvement of the court practice

As of the year 1992, a judicial reform for ensuring the execution of laws and the improvement of
dispute litigation has been implemented in Latvia. Appeal and cassation proceedings have been
introduced.”!% The new Civil Procedure Act, adopted on 14 October 1998 and effective as of 1 March
1999, replaced the Civil Procedure Code*!! initially adopted in 1963 during the Soviet regime and
amended frequently afterwards. Laws on judicial reform and civil proceedings have not ensured
everything that is necessary for courts: premises, computers and a sufficient number of judges.
Therefore, courts are often reprimanded regarding slow work, as well as about quality of verdicts.
The annual publications, which commenced in 1997, of the Supreme Court’s verdicts and decisions
promote the transparency of court performance. The first collection reflecting work of the District
Courts in 1999-2000 has been published also. Gradually standing courts of arbitration established
in Latvia — and there are 12 at the moment — are becoming more and more popular. Also a choice
of courts of arbitration located in other countries for dispute settlement has become common.

When analysing the court practice in respect to fulfilment of contracts and liability it must at first be
noted that Latvia, similar to other post-communist countries, experienced a so-called period of
accumulation of initial capital. After independence was regained, an atmosphere of exaggerated
permissiveness dominated in business when each and every individual, state enterprise and even
municipality was allowed to earn money by using all possible means. As it was discovered later,
during that time many loan agreements were concluded without sufficient collateral and even with
fictitious companies. Guarantees were issued (also for remuneration) and property, including prop-
erty of state and municipality, was pledged with generosity. When the first restrictions on accepting
deposits from individuals were imposed, trust investment and capital management companies
boomed. A typical feature of the first decade of independence was abnormally high interest rates,
often accompanied with very severe contractual fines. Some disputes related with the aforementioned
transactions are still in court hearings even in the year 2001. However, if evaluating CLA and
searching for difference in comparison with law of other countries, the following few material
features are worth mentioning.

In the event of overdue repayment of debt, Latvian CLA provides for a possibility to require interest,
as well as a contractual fine and recovery of damages (CLA section 1722). The rate of legal interest
is 6% p.a., but parties may agree on a higher interest rate in an agreement. The extent of contractual
fine is not limited either. Unlike German BGB (section 343)"12 or UNIDROIT Principles of Interna-
tional Contracts™!? , Latvian courts are not entitled to reduce the contractual fine payable if and on a
basis of being too excessive. There have been rather many disputes caused by uncertain formulations

10 Law On Justice (15.12.1992.) - Zinotajs, 1993., nr. 1/2

11 Zinotajs, 1998., nr. 23

12 Biirgerliches Gesetzbuch. 38. Aufl. Beck — Texte im dtv.

13 Principles of International Commercial Contracts. Rome: International Institute for the Unification of Private Law (UNIDROIT), 1994.
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used in agreements; for example, in the event of delay the respective party pays a late charge (or
penalty) of 0.5% per day. In the event of default, one party usually asserts that a contractual fine was
contemplated while the opposite party understands it as interest for use of foreign capital. The
difference is essential: if the provided payment is an interest, accumulation of such ceases when
100% of the capital is reached. If the provided payment is a contractual fine, than the accumulation
of sum does not stop at 100% margin, moreover, the creditor is entitled to request for the legal interest
— 6% p.a. as well. On 22 December 1997, the General Meeting of the Supreme Court adopted a
decision on application of law when deciding on disputes on fulfilment of obligations, interpreting
that in the event the will of parties may not be certainly determined, section 1509 of CLA must be
followed providing, that in the event of doubt, a transaction should be interpreted to the detriment
of the party being a creditor and therefore should have expressed itself more precisely. Disputes on
guarantees and powers of representatives, as well as on rights to unilateral termination of agreement
occupy a significant part of court practice. Among the disputes heard by the court, disputes on
repayment of credits, payment of purchase price and similar should be singled out. In those cases
defendants often challenge the validity of the agreements, arguing that its representative was not
authorised to enter into such agreements on behalf of the defendant. For example, it is indicated that
a vice-president was not entitled to sign an agreement without obtaining prior authorisation or that
the agreements above the sum stipulated by the charter could have been concluded on a basis of the
board’s decision only, or that in accordance with the charter, agreements had to be signed by two
representatives acting together. In some cases such arguments allowed escape from a contractual fine
and the court was of the opinion that only repayment of the received money or restitution should be
ensured. The amount of disputes on the aforementioned basis will decrease since the Commercial
Act provides for more detailed regulation of the representation authority of the board of joint stock
companies and limited liability companies.

Sections 223 and 303 of the Commercial Act provide as follows: a company is represented by all
board members together unless a charter of the respective company provides for individual or joint
representation of several members of the board. Individual or joint representation of several members
of the board of a company creates binding contracts only if such representation is explicitly included
in the charter of the company and registered in the commercial register.

By adopting the Commercial Act, a procuracy — a new type of authorisation (proxy) has been
introduced into the legal practice of Latvia. A procuracy is a commercial authorisation which grants
to a procurator the right to conclude transactions and to perform other legal activities connected with
any commercial activity in the name of the entrepreneur, including all procedural activities during
the course of legal proceedings (motions, settlements, appeals of court judgements, ezc.). A procu-
rator may alienate, pledge or encumber real estate only if he or she has been especially granted those
rights (section 34 of the Commercial Act). Limitations of the extent of procuracy are invalid relative
to third parties (section 36 of the Commercial Act). This will reduce the amount of disputes conferred
on the extent of authority. In other cases, when an attorney-in-law questions the rights to submit
appeals of court judgement or participate in a court hearing, objections may not arise if the
attorney-in-law is claiming for due compliance of the law.

3. Specific features of Latvian contract law

Research into the differences of Latvian contract law in comparison to the law of other countries,
revealed a few noteworthy matters. First, foreign investors should pay attention to the fact, that in
Latvia an agreement between absent partners is concluded upon the moment when a party which has
received an offer dispatches an acceptance even though the opposite party has not received it. On the
contrary in Germany and several other countries the so-called “P.O. box principle” has been accepted
— agreement is concluded as of the moment acceptance is received by the addressee (in its post
office box). With the development of e-trade this difference becomes less important or even
disappears. Besides large transactions are not usually concluded by an exchange of letters. However,
in some cases a lack of knowledge of law may cause negative legal consequences.

Second, foreign lawyers consider section 1587 of CLA, corresponding to the maxim of Roman law
pacta sunt servanda, as an excessive manifestation of formalism. Foreign lawyers could be right
unless the said principle had not been repeatedly mitigated in other section of CLA. In court disputes
section 1587 is quoted frequently: “A lawfully made contract commits the contracting party to carry
out a promise and neither the burden of the transaction nor difficulties of execution occurring later
shall entitle one party to back out of the contract even if compensating for loss and damages.”
However, when becoming acquainted with the entire text of CLA, several exceptions can be
mentioned certifying that similar to other countries a flexible approach is possible in Latvia as well.
Certainly, force majeure and accident excuses non-fulfilment of a contract. A contract may remain
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unfulfilled due to the nature of the contract requiring certain activities from the opposite party (for
example, if a land plot for construction purposes is not allocated, a letter of credit is not issued) or
when it is especially provided for by the law (CLA section 1589). If due to the fault of the debtor,
the creditor is not interested any more in the fulfilment of the agreement, the latter may claim for
cancellation of the agreement (CLA section 1663). Chapters on specific types of contracts provide
for various exceptions. For example, purchase and lease contracts may be claimed to be cancelled
due to excessive damages caused (CLA sections 2042, 2170). Further grounds for cancelling lease
and rental agreements are listed in sections 2171 and 2172 of CLA.

Third, the doctrine of Latvian law does not permit non-fulfilment of a contract if such non-fulfilment
complies with the public policy. However, even in the USA and England in such case the debtor is
under an obligation to recover damages caused. The difference is that the USA considers such
non-fulfilment of contract to be legal, while Latvia — immoral, but the financial consequences for
the persons involved are similar. There has been no attempt in Latvian courts to argue on the grounds
of frustration of the purpose of the contract and there is no reference in the law on that. Supposedly,
a new provision should be included in the Civil Law, similar to the one of section 248, Book 6 of the
Civil Code of the Netherlands. Under the said section when discussing consequences of the contract,
considerations on reasonability and fairness must be taken into account. It might not be done in a
hurry since the opinions of Latvian judges on reasonability and fairness may be essentially different.

Fourth, the Civil Law does not provide for any pretext on limitations for recovery of damages, which
could be predicted as on the date of concluding the agreement (UNIDROIT Principles art. 7.4.4).
This legal provision is effective in cases where the dispute is subject to CISG regulation. In the draft
of the Commercial Act’s Transaction Section the said principle is included as a general legal
provision.

Fifth, in Latvian legal theory and practice the category “remedies” is used very seldom. In the Civil
Law the word “remedies” is used only once (in the heading before section 1619) when consequences
of selling non-qualitative good are discussed. But most frequently — Latvian lawyers speak about
liability in default; which, of course, is not the only issue. Other consequences of default may not be
forgotten. Section 1620 of CLA mentions remedies as reduction of price and repeal of contract.
Consumer Protection Act provides for remedies as exchange of non-qualitative goods for qualitative
or equivalent ones and elimination of deficiencies free of charge (section 28). Application of the
Vienna Convention of 1980 (CISG) will promote Latvian lawyers to turn more to the matters of
liability as well as to protection of rights in general.

In the sixth place, Latvian law does not contain legal provision on “cover” in cases of late delivery
of goods. However, the Civil Law allows to act similarly complying with the set sequence. In the
event of delay, the purchaser must notify the contracting party that the purchaser has lost its interest
in the receipt of goods since the goods were necessary immediately. After the said notification and
on the grounds of the contracting party’s breach, goods may be purchased from another seller and
the price difference may be recovered from the defaulting party. Theoretically, a dispute on whether
the purchaser has lost its interest may be raised. Therefore, section 1663 of the Civil Law should be
amended to cover the aforementioned situation as well.

Study of foreign law and court practice confirms more and more clearly that the same principle may
be expressed in different formulations and placed in different places of the legal system. The Latvian
Civil Law is constructed by following the chronology of forming and development of legal relation-
ship: conclusion of agreement, conditions for legal validity of agreement, execution, amendments to
or termination of the agreement, liability and other consequences of non-fulfilment. In the said aspect
the category “remedies” includes liability as well as amendments to and termination of agreement,
which are not always connected exclusively with breach. In Latvia the prevailing opinion is that
liability as a consequence of illegal performance must be separated from the issues related to
amendments to or termination of contract. However, one cannot deny that amendments to or
termination of contract could be a result of illegal performance. Therefore there could be no grounds
for dispute of which is a more correct approach; both have good arguments.

The aforementioned confirms that there are no huge differences among laws of different countries,
especially between the systems of countries of continental Europe and common law. Such opinion
is exaggerated. Development of international business contacts certifies that not only lawyers can
understand each other but businesspersons without specific education in law as well. However, it
does not mean that differences have no meaning and that they may be ignored.

Work on improving Latvian law continues and the list of laws to be adopted by the Saeima is still
impressively long. Such laws of national importance as Labour Act, Criminal Procedure Act,
Purchase for State and Municipal Needs Act have been anticipated for a long time. Amendments to
the Satversme (Constitution), which will be necessary for the incorporation of Latvia into the EU are
also under elaboration. It seems that against such a background there is no time for the modernisation
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of Civil Law and some time will pass. However, no serious politician or reasonable lawyer shall deny
the necessity to think on a new reading of the Civil Law if Latvia intends to remain a country of
codified law. There are rather many questions of civil law, which already appear in court practice
and legal literature waiting for new and improved solutions. It will not be reasonable to try “to patch
up” once so modern, but in present-day already comparatively archaistic CLA. Similar to Lithuania
and Estonia a new contract law section should be elaborated. At this time the comparative research
of rules and directives of the EU and other countries dominates in a process of drafting laws in order
to adopt solutions corresponding and fitting in the legal system of the state. When all the Baltic States
struggled for the regaining of independence, an idea was advanced on the forming of a joined
economic region and harmonisation of laws. Due to different circumstances the aforementioned idea
was not implemented. Probably a new chance to harmonise or even to unify the contract law of the
Baltic States has appeared on a basis of contract law of Lithuania and Estonia elaborated with the
assistance of foreign experts.
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under the Draft Estonian Law

of Obligations Act

(Pacta Sunt Servanda versus Clausula Rebus sic Stantibus)

The sacred principle of the classical law of obligations was the idea of pacta sunt servanda (sanctity
of contracts), which means that contracts are binding on any conditions. According to the classical
theory of contracts, each reasonable person has the freedom to enter into a contract upon terms
determined by that person and to be certain that a contract concluded voluntarily will be subject to
judicial enforcement and binding on the parties. It is primarily in the public interest to hold contractual
agreements binding under any circumstances. Everyone’s freedom to decide whether to conclude a
contract (Abschlussfreiheit) and to decide about the content of the contract (/nhaltsfreiheit), in
addition to honesty in the process of entering into a contract, were to preclude unfairness in
contractual relationships. Disputing of contracts was allowable if the contract had been concluded
by fraud, mistake or duress. In the absence of those circumstances, the parties were bound to their
contract. Unilateral denunciation of a contract was, therefore, in general, excluded."!

The very same principles, characteristic of the classical contract law, also served as a basis for drafting
the Estonian Civil Code (ECC)*2, applicable from 1 January 1965. Hence, in accordance with ECC
section 174, unilateral refusal to perform an obligation or unilateral modification of contractual terms
are not permitted, except in the cases prescribed by law.

The Riigikogu (Estonian parliament) is presently reading the draft Law of Obligations Act (LOA)™3,
which will replace the obligations part of the 1965 Civil Code. The applicable Estonian civil law
contains no provisions to regulate the general grounds and procedure for unilateral withdrawal from
a contract or for claiming specific performance from a party in breach or for exemption from

I R. Zimmermann. The Law of Obligations. Roman Foundations of the Civilian Tradition. Deventer, Boston: Kluwer Law and Taxation
Publishers, 1992, pp. 576-577.

2 Eesti NSV Tsiviilkoodeks. I1I osa. Kohustisdigus (The Civil Code of the Estonian SSR. Part I1I. Law of Obligations), adopted on 12.06.1964;
entered into force 1 January 1965 (in Estonian)

3 Volaodigusseaduse eelndu (The draft Law of Obligations Act) (116 SE I1I-2 of 10 January 2001). Available at: http://www.riigikogu.ee/ems/in-
dex.html, 20.06.2001 (in Estonian).
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performance. Changes to accompany the adoption of the Law of Obligations Act in contract law are,
therefore, of fundamental importance, as principles substantially different from those of the applica-
ble law will be provided in respect of the consequences of breach of the duty to perform and with
regard to the permissibility of claiming specific performance. While the applicable law, as well as
judicial practice, observes, quite strictly, the principles of pacta sunt servanda, the draft Law of
Obligations Act contains provisions, which are rather based on the principle of clausula rebus sic
stantibus. It is yet difficult to predict the consequences of this new and considerably more flexible
regulation for Estonian legal practice and economy. However, it can be stated with certainty that the
new regulation will require a different approach to the binding nature of contracts both from judges
as well as advocates, who will be protecting the interests of their clients on the basis of the new Act.

Principle of pacta sunt servanda
in modern contract law

The principle of pacta sunt servanda has always had its limits. Even in Roman law, no contract was
absolutely binding or binding under all circumstances. Unilateral dissolution of the contract was
permissible if a party failed to perform its contractual obligations (e.g. in the case of leases, mandates
or contracts of sale). Another known basis for dissolution of contracts was laesio enormis, i.e. the
right to dissolve a contract of sale if a plot of land had been sold at a price below its actual value.
Pandectists allowed dissolution only in the event of breach of contract. That rule was established by
canon law, adopted by followers of natural law and, eventually, it found its way to BGB (Biirgerliches
Gesetzbuch — the German Civil Code). Nowadays, statutory rights of withdrawal from a contract
have been granted in the interest of consumer protection.™

Historically, the principle of pacta sunt servanda has been prejudiced by the principle known as the
doctrine of clausula rebus sic stantibus. According to that doctrine, a contract is binding only in so
far as the circumstances remain the same as at the time of the conclusion of the contract. That principle
can be used to erode the binding nature of contractual promises, and thereby it substantially prejudices
the pacta sunt servanda principle. The clausula doctrine fell into oblivion at the end of the 18 century
and the beginning of the 19t century, when classical contract law, liberal economy and legal certainty
were declared to be of superior value. Moralist philosophers were the first to draw attention to changes
in the circumstances, thus laying a foundation to the recognition of the clausula principle.”

In the modern theory of contracts, two types of fundamental views can be found. Some authors
maintain that modern contract law cannot be based on the positions of classical contract law any
more, since those positions have inevitably become inappropriate in the light of the economic and
philosophical developments. Others are trying to demonstrate that contract law has become increas-
ingly relational in modern days. Contract law is studied from the aspects of several fields, and analysts
are now interested not only in the legal but also the social, economic and philosophical aspects of
contracts. Contract law has developed beyond the legal and economic spheres of interest, now also
encompassing the social aspects. The efficiency of legal regulation and the development of legal
policy are evaluated from the aspects of several disciplines and on the basis of the comprehensiveness
of regulation. Hence the economic and social consequences and fundamental problems, rather than
the legal aspects of legal regulation, seem to be the main focus in modern-day contract law. *¢

One such fundamental problem, which has become topical every so often throughout history, is the
question of those circumstances whereunder contractual agreements should be binding on the parties
and of when parties to a contract may be discharged from performance.

It was already stated by St. Thomas Aquinas that failure to keep promises was not a sin in the event
of a change in circumstances, and Bartolus of Saxoferrato introduced the idea of implied condition
— rebus sic se habentibus — for all kinds of possible transactions.*” The 17" century was a favourable
period for the c/ausula doctrine, which was accordant with the predominant political situation of that
time. The principle of clausula rebus sic stantibus first became a respectable doctrine in international

4 R. Zimmermann (Note 1), pp. 578-579.
5 Ibid., p. 579.

6 P. Vincent-Jones. Contractual Governance: Institutional and Organizational Analysis. — Oxford Journal of Legal Studies, 2000, Vol. 20, No.
3,p.318.

7R. Zimmermann (Note 1), p. 580.
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law while in private law, its position was not the strongest. The 19t century, in contrast, was not most
favourable for the recognition of the clausula principle. The theory of intention, whereunder a
person’s intention concerns only certain circumstances and develops on the basis of knowledge and
consideration of those circumstances, permitted breach of promises if those circumstances proved to
be wrong. On the other hand, it was realised that the society’s interest in ensuring legal certainty,
guaranteed by ensuring a balance of interests between the contracting parties, was also worth
protection. In particular, Windscheid’s doctrine of tacit presupposition (Voraussetzungslehre)*® was
one of the attempts to ensure balance in contractual relationships, especially as that theory was based
on the presumption that contracting parties plan the realisation of legal consequences under certain
specific circumstances. Usually, the presumption that certain circumstances will remain unchanged
is not a direct condition of a contract. If the presumption of unchanged circumstances, as considered
at the time of concluding the contract, proves to be wrong, requirement of performance may be unfair
and unreasonable, taking, however, into account that the promisee must have understood that the
other party had been influenced by certain circumstances. In such event, the promisor should have
the right to demand termination of the contract. For that reason, Windscheid’s theory has been
regarded to be close to the theory of conditional contracts, which is based on the condition that the
circumstances remain unchanged during the entire life of the contract.™

Windscheid’s theory could not be made acceptable to the drafters of the German Civil Code (BGB),
and therefore, BGB does not contain a general rule about changes in the circumstances. However,
modern versions of the clausula principle have been developed extra legem by courts and jurists.*10
An example of this is the frustration theory, the formulation of which became necessary in connection
with the economic and political problems caused by the First World War, and, in particular, with
regard to performance of long-term contracts influenced by those problems. By now, the clausula
principle has become a part and parcel of modern German contract law.*!!

In common-law countries, the clausula doctrine has not exerted any substantial influence on the
development of contract law. It was already stated in the case of Paradine v. Jane (1647)"12 that
contractual obligations were absolute and no dissolution thereof was permitted. That principle
prevailed in English law until the 19" century, when the case of Taylor v. Caldwell (1863)*13 laid a
foundation for the modern clausula doctrine.”'* Under the traditional common-law rules, parties to
a contract were not excused from performance even by such circumstances, following the conclusion
of the contract, that made performance impossible, and it was found that the effect of such
circumstances on contractual obligations must be foreseen by the parties. That position is also in
accordance with the principle of strict liability, which is recognised in common law in respect of
contractual relationships. *1°

Grounds for exemption from contractual duties

Regardless of different approaches to the binding nature of contracts, the study of legal grounds for
exemption from contractual duties has become very important in modern times. This sphere of
problems has become topical because of the increasing number of long-term contracts, which are
extremely sensitive to changes and unforeseen circumstances. Moreover, despite the many theories
and analyses that have been published in literature, this sphere is still unclear and undefined. What

8 Windscheid’s main work was the monography “Die Lehre des romischen Rechts von der Voraussetzung” (1850). The name of this theory
can be translated into English as “the doctrine of contractual assumption”, which has been used in T. Weir’s translation of the book: An
Introduction to Comparative Law (2rld ed., 1992, p. 557) by K. Zweigert and H. Kotz.

9 W. Lorenz. Contract Modification as a Result of Change of Circumstances. Good Faith and Fault in Contract Law. Ed. by J. Beatson, D.
Friedman. Oxford: Clarendon Press, 1997, p. 361.

10 R. Zimmermann (Note 1), p. 581.

11 Ibid., p. 582.

12 Paradine v. Jane (1647) Aleyn 26; 82 ER 579, 897.

13 Taylor v. Caldwell (1863) 3 B&S 826, 835; 122 ER 309, 313, per Blackburn J.

14 However, the case of Taylor v. Caldwell was of decisive importance with regard to reducing differences between civil law and common
law. An equitable result was achieved by supplementing the contract with the tacit presupposition that the circumstances would remain the
same. The decision adopted in that case was of historical import, paving the way for the later famous cases of coronation festivities.

15 U. Draetta, R. B. Lake, V. P. Nanda. Breach and Adaption of International Contracts. An Introduction to Lex Mercatoria. New Hampshire:
Butterworth Legal Publishers, 1992, p. 87.
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are, then, those unforeseen circumstances whereupon a party may be discharged from its duties or
render a performance which is substantially different from the initial agreement?*16

In modern legal systems, the theory of frustration (Wegfall der Geschdftsgrundlage) is recognised
as a basis for exemption from contractual duties. Frustration may arise upon delay in performance
or extinguishment of the causa of the contract (death of a person, destruction of a thing, etc.), or if
performance becomes illegal, or upon a material change in the circumstances, whereby the initial
contract transforms into another contract, i.e. it becomes substantially different from what was agreed
initially, or upon a bilateral mistake or for the reason of economic unreasonableness.”!” Regardless
of the dissimilarities in the classification of circumstances, all of those circumstances have the
common consequence of duties becoming excessively onerous. Excessive onerosity itself may be
constituted by an increase in the cost of performance or decrease in the value of what is receivable
under the contract. Impossibility of performance, dispute against the transaction or recourse to its
voidness, impermissibility of claims for performance or excusability of breach may also serve as
grounds for exemption, besides substantial difficulties in performance. Hence a distinction must be
made between situations in which a party is discharged from performance without the maintenance
of any other duties of conduct and situations in which a party’s obligation to perform is extinguished
but another duty, e.g. a duty to pay penalties, is maintained or the initially agreed obligation is reduced
or modified."!®

In addition to the above-mentioned cases, each legal system usually provides legal measures for
discharge of contracts by unilateral termination. Performance of a contract may become impossible
in connection with a change in factual circumstances, establishment of statutory prohibitions or for
the reason of economic unreasonableness."!?

According to Windscheid’s theory of tacit presupposition, a contract is regarded to be concluded on
the inchoate condition that the assumed state of affairs remains unaltered for the period of the contract.
This implies a danger that one party may avail itself of the chance to transfer contractual risks to the
other party, which would considerably reduce legal certainty and the reliability of economic
transactions.”? If Windscheid’s theory is applied side by side with Oertmann’s theory, whereunder
a contract is based on the presumption of the existence or realisation of certain substantial circum-
stances that have been notified to, or been acquiesced in by, the other party at the time of concluding
the contract, it will be possible to move from the hopes of the parties to the obvious effects which
the changed circumstances have had on the transaction.”?! However, in respect of determining the
parties’ positions and the permissibility of claims, importance is borne by the changes, arising out
of the changed circumstances, in the balance between the duties and rights.

Regardless of the dissimilarity of theoretical conceptions and arguments regarding exemption from
contractual duties in different legal systems, possible solutions to the problems are nonetheless
related particularly to the question of a reasonable division of risks between the parties.*??

Impossibility

Impossibility of performance is the most typical case of breach of contract. In old European civil
codes, the consequences of impossibility of performance depend on whether or not the party in breach
was at fault with regard to the breach. The Continental and Anglo-American legal systems are,
however, remarkably different in their positions towards the question of the fault of the party in
breach in respect of allowing recourse to remedies. While in Continental civil codes, liability is based

16 D. Tallon. Hardship. — A. Hartkamp, M. Hesselink, E. Hondius, C. Joustra, E. du Perron (Ed.). Towards European Civil Code. Nijmegen:
Ars Aequi Libri, 1998, p. 327.

17W. F. Ebke, B. M. Steinhauer. The Doctrine of Good Faith in German Contract Law. Good Faith and Fault in Contract Law. Ed. by J.
Beatson, D. Friedman. Oxford: Clarendon Press, 1997, p. 180.

18 B. Markesinis. The German Law of Obligations. Vol. I. The Law of Contracts and Restitution: A Comparative Introduction. Oxford:
Clarendon Press, 1997, p. 519.

19 G. H. Jones, P. Schlechtriem. Breach of Contract. International Encyclopedia of Comparative Law. Vol. VIL. Contracts in General. Chief
ed. A. von Mehren. Tiibingen: Mohr Siebeck, 1999, pp. 99-100.

20 B. Markesinis (Note 18), p. 518.
21 Ibid., pp. 518-519.
22 G. H. Treitel. Law of Contract. 9" ed. London: Sweet & Maxwell, 1995, p. 781.
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on fault, the so-called strict liability is applied in Anglo-American systems.*? Nor is the conception
of impossibility of performance used as a basis for exemption from contractual obligations in the UN
Vienna Convention on Contracts for the International Sale of Goods of 1980 (CISG). Cases in which
a party cannot perform an obligation due to impossibility of performance are, nevertheless, regarded
as breach of contract. The aggrieved party may still claim damages and, if the breach can be regarded
as substantial (CISG art. 25), even termination of the contract. Upon breach of contract, the aggrieved
or if requirement of performance is permitted (CISG art. 28).*%*

The Principles of European Contract Law (PECL) and the Principles of International Commercial
Contracts (PICC) 25 provide for liability regardless of the fault of the party in breach and regulate
the cases in which specific performance cannot be obtained. Thus, according to PICC article 7.2.2
(a) and PECL article 9:102 (2) (a), specific performance cannot be obtained if performance is
unlawful or impossible. If the impossibility of performance was not excusable, the aggrieved party
is also entitled to damages (PECL art. 9:501 (1); art. 8:108; PICC art. 7.1.7).

The applicable Estonian law is based on the principle that duties are automatically extinguished in
the event of impossibility of due performance thereof. In accordance with section 240 of the Estonian
Civil Code (ECC), an obligation is extinguished if the impossibility of its performance has been
elicited by circumstances beyond the debtor’s responsibility. However, if the debtor is responsible
for the impossibility of performance, the obligation does not terminate but, instead, only its content
changes. If a duty cannot be performed any more, the party in breach must compensate for the damage
caused by non-performance. Thus, impossibility of performance through the debtor’s fault entitles
the creditor to claim recovery of the damage thereby caused. In accordance with ECC section 227,
a party in breach of an obligation is liable only upon the existence of culpability (intent or negligence),
unless otherwise provided for by the law or stipulated in the contract. The absence of culpability
must be proved by the person in breach. Hence, in the applicable law, an obligation is automatically
extinguished in the event of impossibility of its performance, and recourse to any remedies is
excluded. Claims arising out of the liquidation of an obligation must be filed on the basis of the
provisions concerning unjust enrichment, which are, however, patently imperfect under the ECC for
the achievement of the desired objective.

The Estonian Law of Obligations Act was drafted on the basis of the general principle that contracts
are binding. Thus, in accordance with LOA subsection 8 (2), the performance of a contract is
mandatory and, in accordance with subsection 11 (1), the applicability of a contract is not influenced
by the fact that performance of the contract was impossible or that the thing or right serving as the
object of the contract was not at a party’s disposal at the time of concluding the contract.

However, in the draft Estonian Law of Obligations Act, the permissibility of applicable remedies
depends on whether the non-performance is excusable or not. Still, recourse to remedies is not
absolutely precluded, but only limited by the criterion of excusability.

In accordance with LOA subsection 96 (1), breach of obligation is excusable if the debtor is in breach
due to an impediment beyond its control (force majeure circumstances). Force majeure is constituted
by an impediment beyond the control of the debtor, who could not be reasonably expected to consider
or prevent such impediment, or overcome the consequence thereof, at the time of concluding the
contract or upon the inception of the obligation from tort.”? If the effect of force majeure is temporary,
the breach is excusable only during the period when performance is impeded by force majeure
circumstances. In accordance with LOA section 98, the creditor may, regardless of the debtor’s
liability, withhold the performance of its own duties, unilaterally dissolve or terminate the contract
as well as reduce the price. If both parties are engaged in economic or professional activities, the
creditor may claim interest, regardless of the debtor’s liability for the breach."?” Despite the fact that
impossibility of performance is not excusable, the creditor may not require specific performance if
performance of the obligation is impossible (LOA subsection 101 (2) 1)). Differently from PECL
article 9:102, unlawfulness, unlike impossibility, is not provided as a basis for not permitting claims
for specific performance in the draft Estonian Law of Obligations Act. Thus, according to the
circumstances, even those cases in which specific performance is prevented by statutory prohibitions
have to be qualified as impossibility.

23D. Tallon. Breach of Contract and Reparation of Damage. — A. Hartkamp, M. Hesserlink, E. Hondius, C. Joustra, E. du Perron (Ed.). Towards
European Civil Code. Nijmegen: Ars Aequi Libri, 1994, pp. 223-224.

24 G. H. Jones, P. Schlechtriem (Note 19), p. 98.

25 UNIDROIT Principles of Inetrnational Commercial Contracts (1994). The Principles of European Contract Law (1998).
26 The conception of excusability is analysed on the basis of CISG article 79.

27 The draft Law of Obligations Act (Note 3).
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In accordance with LOA subsection 101 (1), claims for specific performance with regard to monetary
obligations are always permitted. Nevertheless, introduction of a general regulation similar to PECL
article 9:101 (“Monetary Obligations™) should be considered with a view to those cases in which
there is a need to justify the impermissibility of claims for specific performance of monetary
obligations and to protect the other party against forced performance.

Frustration

Frustration is regarded to include situations in which performance is possible but the creditor has
lost its interest therein. Such loss of interest may arise from different circumstances. For example,
performance may become excessively onerous or the value of what is receivable under the contract
may become insignificant. Frustration is not deemed to mean a failure to receive the expected benefits
from a transaction, since that risk is presumed to be borne by the parties themselves." 8

It has been demonstrated by German judicial practice that even nowadays, intervention in contracts
is considered possible by courts, who are ready to make contracts equitable. German practice has
also shown that in the case of intervention in contracts, courts prefer frustration to the institutions of
impossibility or mistake, as this leaves more room for manoeuvring and finding correct solutions.
Whether courts should do this or not is yet another question. Arguments justifying intervention in
contractual relationships have emphasised the need to ensure an equitable division of risks between
the parties (except in the event of simply a bad transaction) or for the reason that the aggrieved party
cannot bear the unfavourable consequence because of its economic situation. 2’

In economic activities, the parties themselves must be able to evaluate the circumstances, take
account thereof and foresee measures to liquidate or prevent unpleasant consequences. In any event,
one should agree with the view that economically unfavourable situations should not be too easily
ascertainable and not every economic change should bring about an option to dissolve the binding
nature of the contract. *30

One of the most frequent types of frustration involves export restrictions and quotas or the require-
ment to obtain a licence necessary for the activities. Such contracts often give rise to the question
whether the parties have, at the time of concluding the contract, already taken account of the risk that
a licence would not be obtained or that the quota would be too small or that export or import
prohibitions would be established. In the event of contracts between professional traders, considera-
tion of such circumstances at the time of entering into the contract should be regarded as an inchoate
contractual condition and part of the due care.

The applicable Estonian law contains no general provisions to regulate frustration as a legal basis
for exemption from contractual obligations or for demanding modification thereof. In accordance
with ECC subsection 230 (2), the creditor may refuse to accept performance if it has lost its interest
in performance because of a delay. Thus, the debtor may be discharged from its duty to perform if it
delays the performance of its absolute obligations. However, the Civil Code contains no provisions
that would permit an obligee to refuse to perform its duties if, after the conclusion of the contract, it
becomes evident that the other party’s economic situation has deteriorated in comparison with that
ofthe time of concluding the contract and this would jeopardise the reception of counter-performance.
Nevertheless, subsection 85 (1) 3) of the General Part of the Civil Code Act™! entitles the creditor
to demand security from the debtor if there is reason to believe that the debtor is not capable of
performing the obligation arising from the transaction. In addition, ECC sections 248 and 249 entitle
the seller and the buyer, respectively, to unilaterally refuse to perform the contract if the counter-party
fails to perform its contractual obligations, which serves as a basis for frustration. A lawful right to
demand review or modification of contractual terms also arises out of subsection 6 (2) of the
Commercial Lease Act, whereunder the lessor may demand review of the rent in the event of change

28 W. F. Ebke, B. M. Steinhauer (Note 17), p. 184.

29 B. Markesinis (Note 18), p. 538.

30 Usually, in this connection, reference is made to the so-called Suez Canal cases, in which frustration arose out of the closing of the Suez
Canal on 2 November 1956 in connection with military activities between Israel and Egypt. The courts found that as the canal had been closed,
the suppliers must find a reasonable and equivalent way to transport the goods. That was the seaway around the Cape of Good Hope. In the
case of the war between Iraq and Iran, the courts also assumed the position that frustration was not evoked by an outbreak of a war as such
but could, rather, result from the effect of the war on the performance of the contract.

31 Applicable from 1 September 1994.
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in such prices, depreciation rates, tariffs or payments that are determined on the national level. As
yet, no claims filed on that basis have been satisfied in Estonian judicial practice.

Frustration is, first of all, a question of whether exemption from an obligation should be based on
the frustration of a subjective or objective basis. The subjective basis of a transaction includes the
circumstances that have been referred to by the parties during the negotiations and that have
influenced the parties to enter into the contract. The objective basis means those circumstances that
should logically exist in order that the objective of the contract be achieved. In modern times,
distinction between the objective and subjective bases is no longer made, and exemption from the
duty to perform is possible in either event.*3?

In accordance with LOA subsection 101 (2) 2), specific performance may not be claimed if the
performance would be excessively onerous or costly for the debtor. If the excessive onerosity results
from objective circumstances (non-performance by the debtor would be excusable), such situation
may be qualified as an excusable breach of the duty to perform and the creditor may have recourse
to remedies provided for excusable breaches on the part of the debtor. Even in such event, claims for
specific performance are excluded. Hence LOA subsection 101 (2) 2) is applicable only if perform-
ance is yet possible but claims for such performance have become unreasonable due to certain
subjective circumstances.

The special part of LOA provides, like section 610 of the German BGB, that a person who has
promised to give a loan, may withdraw that promise if the economic situation of the borrower has
deteriorated to such extent as to cast doubt on the borrower’s ability to repay the loan. In Estonian
courts, classical examples from German judicial practice can be used to illustrate provisions of law ™33,
but in respect of specific decisions, consideration of Estonian economic and social climate and
consequences will, however, be of conclusive importance.

Frustration may also be constituted by the so-called economic frustration. Thus, for example,
hyperinflation substantially influenced German judicial practice in deciding whether or not the
parties were bound to their contractual duties. It was found by German courts that in the event of sale
contracts, the risk of price changes must be borne by both of the parties. Nevertheless, if this led to
economic ruination, contracts should not be binding. In a normal economic situation, however,
inflation should naturally not be a sufficient argument for exemption from contractual duties.”** Until
now, in Estonian courts, no claims for reduction of or increase in agreed payments on the basis of
inflation have been found to be justified.

The German theory of frustration is not so similar to the English-law theory of frustration as, rather,
to the doctrine of equitableness recognised in English law, which allows adjustment of contracts in
the case of a mistake that has occurred upon the conclusion of the contract. In the event of frustration,
the contract terminates automatically and the court has no right to adjust the contract to the changed
situation or to make the parties’ duties more equitable, except in certain situations of restitution.”>

Delay

A delay may result in a change in the balance between the parties’ duties, in consequence of which
the duties become substantially more onerous for one party or the value of what is receivable under
the contract diminishes substantially. In the applicable law, ECC subsection 230 (2) provides that if
the creditor has lost its interest in performance due to a delay, it may waive performance and claim
damages. In accordance with LOA subsection 106 (1), a party may unilaterally dissolve the contract
if the other party is in fundamental breach of a contractual duty. Fundamental breach means, inter
alia, abreach of such duty, strict compliance with which is of the essence of the contract. Fundamental
breach with regard to a part of the performance may entitle the party to unilaterally terminate the
entire contract if the breach with regard to the part in question was fundamental in respect of the
entire contract or if the creditor is uninterested in partial performance. Thus, a delay elicits the right
to either refuse to accept performance or to unilaterally dissolve the contract and, hence, to discharge
the debtor from the duty to perform.

32 W. F. Ebke, M. Steinhauer (Note 17), p. 183.
33 RGZ 57, 116; B. Markesinis (Note 18), p. 521.
34 B. Markesinis (Note 18), p. 523.

35 [bid., pp. 529, 530.
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Adjustment of contractual terms

Modern contract law needs, first of all, answers to questions relating to the proportional preservation
of duties and the legal consequences of changes in duties. Since contracts are concluded in order to
achieve a certain objective, the parties are usually interested in preserving and adjusting rather than
getting rid of the contract even if obligations become disproportionate. Motivation of rights in the
event of a change in the balance between the duties is based on the idea that the nature of a
synallagmatic contract lies in a balance between the duties and counter-duties.”® For the sake of that
balance, even contractual terms may be modified to ensure the initial proportions.

In German practice, the courts have emphasised the absence of a universal rule for all cases and
pointed out that, rather, each case must involve an analysis of how the balance between the parties’
duties is influenced by the decrease in the value of money and what the consequences thereof are
with regard to the principle of good faith. It has also been found that adjustment of the contract, rather
than the right to dissolve the contract, is a reasonable consequence. That position has been motivated
on the basis of reference to the general principle that contracts must be performed and the performance
is mandatory for the parties and that adjustment of a contract by a court is not an intervention in the
freedom of contract but, instead, an act of ensuring a natural consequence to the contract (discharge
by performance).”37

In the draft Estonian Law of Obligations Act, the requirement to adjust the contract is also treated
as a primary requirement. In accordance with LOA subsection 90 (1), a change in the balance between
the contractual duties following the conclusion of the contract is constituted by such change in the
circumstances, underlying the conclusion of the contract, that results in a material alteration of the
balance between the parties’ duties, whereby one party’s expenses related to the performance of its
duties grow substantially or the value of what is contractually receivable from the other party
diminishes substantially. In such event, the aggrieved party may demand, from the other party,
adaptation of the contract so as to restore the initial balance between the parties’ duties. Thus the
Estonian LOA, like PECL article 6:111, is based on the idea that the parties are first bound to enter
into negotiations with a view to adapting the contractual terms or terminating the contract. In PECL
article 6:111, greater emphasis is laid on the parties’ duty to reach agreement by negotiation. The
Estonian LOA entitles the aggrieved party to demand, from the other party, adaptation of the
contractual terms so as to restore the initial balance between the parties’ duties. That statutory right
to demand is also realised through the courts’ right of gap-filling, because the above-referred
provision does not furnish a party with a right to modify the contractual terms. In the event of dispute,
the court will decide on such modification of the contractual terms that will best ensure the restoration
of the initial balance between the parties’ duties and, thus, an equitable division of losses and gains
between the parties. If the law contained an obligation to enter into negotiations, as provided in PECL
article 6:111, it would also be possible to claim damages from the other party on the basis of violation
of the statutory requirement to negotiate. However, the text of the Estonian draft provides for a right
to claim instead of obliging the parties to negotiate. Apparently, some consideration should be given
to whether the requirement to enter into negotiations would be necessary and whether this would
provide parties with better protection if the circumstances relating to the conclusion of the contract
have changed and thus, there is a situation in which a claim for performance to the initial extent
would be inequitable.

Under the applicable law, a court has no right to modify the terms of a contract if the initial balance
has been lost due to a change in the circumstances.

A minimal justification for intervention in the content of a contract is provided by section 64 of the
General Part of the Civil Code Act, which lays down the rules for interpretation of transactions. In
accordance with subsection 64 (1) of the General Part of the Civil Code Act, the interpretation of a
transaction is based on the actual intention of the parties to the transaction unless otherwise provided
by the content of the transaction. Hence, the court interpreting a contract may disregard the alleged
actual intention of the parties if a different intention is expressed by the objective content of the
contract. The accordance of interpretation of contractual terms with the principle of good faith can
also be controlled on the basis of subsection 108 (1) of the General Part of the Civil Code Act, which
obliges the contracting parties to act in good faith in the exercise of their civil rights and performance
of their civil obligations.

36 [bid., p. 523.
37 Jbid., p. 532.
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In German law, the requirement that transactions must be interpreted on the basis of good faith, taking
into consideration the general practice, is also contained in BGB section 157, which regulates
interpretation. In addition, BGB section 242 provides for the debtor’s obligation to perform its duties
in accordance with the principle of good faith, taking into consideration the general practice. Thus,
similar results can be achieved in German judicial practice on the basis of either section 157 or section
242. Nevertheless, BGB section 242 provides grounds for interpretation with a greater potential for
law-creation."8

Pursuant to LOA subsection 90 (2), modification of contractual terms may be demanded if the
aggrieved party did not have reasonable grounds to believe, at the time of concluding the contract,
that the circumstances could change and the change in the circumstances was beyond the control of
the aggrieved party, and provided that on the basis of law or the contract, the aggrieved party does
not bear the risk of a change in the circumstances, and if the aggrieved party had been aware of the
change in the circumstances, it would not have concluded the contract or would have concluded the
contract on substantially different conditions. Modification of the contract may also be claimed in
the event that the circumstances underlying the contract had changed before the conclusion of the
contract but the aggrieved party became aware of such change only after entering into the contract.
The aggrieved party may also demand modification of the contract with retroactive effect, but not to
an earlier date than that of the change in the balance between the duties. In addition to the option of
claiming modification of contractual terms, the aggrieved party may also fix an additional period for
performance (LOA section 106), withhold performance (LOA sections 102 and 103) or claim
damages (LOA section 107). The choice of claims must be based on the fact that courts cannot rewrite
contracts. They can only modify the terms insofar as this does not result in an entirely new contract.

If modification of contractual terms is impossible or unreasonable in respect of the other party, the
party aggrieved by the change in the circumstances may unilaterally terminate the long-term contract
in accordance with the special procedure laid down in section 185. Thus the aggrieved party is
provided with an option to unilaterally terminate the contract even without fixing an additional period
for performance if the change in the balance between the contractual duties can be demonstrated to
serve as grounds for dissolving the contract in accordance with the provisions of law.

Hence the new draft Law of Obligations Act provides several options for withholding performance,
either absolutely or for a certain period. How those provisions will be used by persons participating
in Estonian economic activities and by judges, i.e. the appliers of law, will be seen after the
implementation of the Act. The new Act will certainly provide parties in breach with more options
to avoid performance of their duties and to postpone the moment of beginning to do what was
promised at the time of concluding the contract. Yet there is a danger that courts will come to
underestimate the economic practice, the transaction itself and the parties’ relations in the transaction.
In the case of contracts concluded within the areas of economic and professional activities, there will
certainly also be a need to evaluate how the parties have secured themselves against the risks in the
contract and which division of risks would be equitable. In any event, the provision of courts with
such rights will require the development of certain new techniques in order to reach satisfactory
solutions."*

38 G. Chievely. The Future of Common Law. The Wilberforce Lecture, 1997. — The International and Comparative Law Quarterly, 1997, No.
46, p. 752.

39 L. E. Trakman. Frustrated Contracts and Legal Fictions. — The Modern Law Review, 1983, No. 46, pp. 39-54.
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Problems of Consumer
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1. Consumer protection before the passing of the
Russian Consumer Protection Act

The legal regulation of contractual and other obligations between enterprises, organisations and
citizens in the former Soviet Union and pre-reform Russia was fulfilled by the norms of the main
civil codified laws (the foundations of civil legislation of the USSR and republics of 1961 and later
of 1991 and Civil Code of RSFSR of 1964).

Civil legislation of that period did not contain special rules connected exclusively with the questions
of consumer protection. That is why a special system of rules connected with consumer protection
in these laws traditionally defaulted.

From the beginning of the 1990s the necessity of special regulation in the field of consumer protection
was conditioned by the transition of Russia, as with other countries of Eastern Europe, to a market
economy. But the transition to a market economy was not the only reason for special regulation in
this area. Indeed, there was also the illegal practice of the Supreme Soviet (former Soviet and Russian
parliament) and Government to make over their rights on regulation of consumer protection to
ministries. Then the situation in the field of service — particularly in tourist, sport, and cultural
service — was very bad, because there was no regulation in codified civil acts in this sphere.

Finally, the legislation existing before the passing of the Russian Consumer Protection Act did not
conform to international levels of consumer protection. For example, law did not protect all consumer
rights. It touched on such thorny subjects as information and product liability.

There was no regulation of the questions connected with the rights of consumer organisations. As
for the special state borders on consumer protection, they did not exist.

2. Adoption of the
Russian Consumer Protection Act

It is necessary to say that during the final days of existence of the USSR, the Soviet Consumer
Protection Act of 1991 was adopted. But it did not enter into force and was not applicable in Russia
because of the disintegration of the Soviet Union. In these conditions now the legal base of consumer
protection is either special laws on consumer protection of independent republics (like Belarus,
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Kazakhstan, the Kyrgyz Republic, Russia, the Ukraine™?), or civil codes and other legislation of
other republics — members of the Commonwealth of Independent States.

Within the framework of the CIS, steps are now being taken to prepare a model draft consumer
protection act.

The Consumer Protection Act consists of four chapters. Chapter 1 regulates the general provisions
in the field of consumer protection. It includes norms about consumer legislation, consumer
education, the quality of consumer goods and services, the security of consumer goods and services
for the health of people, terms which merchants can or sometimes must establish on their consumer
goods and services, information, including the liability for non-performance of the obligation to
provide information, the main rules of civil liability of merchants for non-performance of their
contractual obligations and for the damage including the compensation of moral damage, the rules
of judicial protection of consumers and, finally, about the invalidity of terms and conditions of
contracts which limit the rights of consumers.

Chapter 2 regulates consumer rights in sales contracts. It includes norms about the rights of the buyer
in the case of sale of goods of inadequate quality to them, terms during which the buyer can realise
their rights in the event of sale of goods of inadequate quality, liability of vendor and producer of
goods of inadequate quality for the delay in fulfilment of consumers’ claims, compensation of price
difference in case of sale of goods of inadequate quality and exchange of goods.

Chapter 3 regulates consumer rights in the contracts on performance of works, or rendering of
services. It also includes the norms about rights of client in case of performance of works, or rendering
of services of inadequate quality, terms during which client can realise their rights in event of
performance of works, or rendering of services of inadequate quality, liability of producer of works
or services of inadequate quality for the delay of fulfilment of consumers claims, compensation of
price difference in case of inadequate quality of works or services.

Finally, chapter 4 regulates the rights of federal executive bodies, local bodies and consumer
associations in consumer protection. It includes the norms about competence of federal executive
bodies and local bodies in this sphere, penalties levied on merchants who violate the legislation on
consumer protection, the rights of consumer associations and the rules and class actions.

Now to point out the most important theoretical and practical positions which have taken place in
the Consumer Protection Act. First of all it is the tendency to a strengthening of legislative regulation
of consumer protection. As it has been assigned in section 1 of this Act the legislation on consumer
protection in the first instance include the rules of the Civil Code of Russia, the rules of the Consumer
Protection Act and other laws. These other laws cannot limit rights and interests of consumers as
compared with the rules of the Civil Code and the Consumer Protection Act. The decrees of the
President and resolutions of Government can be implemented only if they are directly indicated in
the Civil Code, the Consumer Protection Act and other laws. By the way, in the Consumer Protection
Act there are some sections which empower the Government to adopt the rules about, for example,
some different kinds of consumer sale contracts or about the sale of different kinds of consumer
goods (section 26). The Government has already adopted more than 20 such special acts. As for the
acts of ministries and other federal executive boards the Consumer Protection Act contains direct
prohibition of regulating any question in the field of consumer protection.

Then the Consumer Protection Act has laid special stress on paying losses as a universal measure of
civil liability. The losses are defined in accordance with section 15 of the new Civil Code of Russia
as expenses that a person whose right has been violated has incurred or must incur in order to restore
the violated right, the loss or impairment of their property (it names actual damages or losses), and
income that this person could have received under ordinary circumstances of civil intercourse if their
right would not have been violated (it names lost profits).

Equally with the measures of contractual liability the Consumer Protection Act also contains rules
about tort liability. According to section 14 the damage caused to the health or property of a consumer
by goods, works or services, in which construction or production defects were disclosed must be
paid. Moreover every victim can claim for compensation, not only the consumer himself or herself.
It means, that it does not matter whether the victim had contractual relations with the producer,
vendor, provider of services or not.

40 The Ukrainian SSR Consumer Protection Act, adopted on 12 May 1991; the Kazakhstan SSR Consumer Protection Act, adopted on 5 June
1991; the RF Consumer Protection Act, adopted on 7 February 1992; the Republic of Kyrgyzstan Consumer Protection Act, adopted on 28
February 1992; the Republic of Belarus Consumer Protection Act, adopted on 19 November 1993.
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The victim can in this case claim for payment of damages, which were disclosed at the terms of work
(for example for a car or television set) or at the terms of fitness (for example for food, pharmaceu-
ticals and so on). And in this event there exist three different situations:
(a) ifthe producer, vendor, provider of services can set such terms and has set them, the victim
has the right to claim for payment of damages within the limits of these terms;

(b) if the producer, vendor, provider of services can set such terms, but has not done so, the
victim has the right to claim for payment of damages within 10 years from the date of
assignation of goods or the results of work or service;

(c) if the producer, vendor, provider of services must set such terms (because goods or the
results of work or services may be dangerous to the health of people and they were included
in the special enumeration, adopted by Government), but has not done so, the victim has
the right to claim for payment of damages at any time without limitation.

The consumer can claim for damages either from the seller, or from the producer within the limits
of the guarantee term of exploitation of the consumer goods. It means that the Consumer Protection
Act allows the competition of contractual and tort liability (or the competition of contractual and tort
action).

The liability of merchants in the field of consumer protection in general outline has one more specific
characteristic. The producer, vendor or provider of services, who has failed to perform or has
improperly performed an obligation (it does not matter whether this obligation arises from contract
or from tort), bears liability unless they prove that proper performance is impossible as a result of
insurmountable force, that is, extraordinary and under the particular conditions unavoidable circum-
stances. By the way, according to section 401 of the Civil Code of Russia in particular, a breach of
duties on the part of contractual parties of the debtor, the absence of goods in the market necessary
for performance, and the lack of necessary financial resources on the part of the debtor do not
constitute such circumstances.

The Consumer Protection Act sets up a possibility to pay a penalty (so-called legal penalty). This is
an amount of money specified by law which the producer, vendor or provider of services is required
to pay to a consumer in the event of a delay in performance of their obligations. For example, they
must pay a penalty in the amount of 1% of the price per day for the delay of fulfilment of consumer
claims in case of inadequate quality of consumer goods. And the Consumer Protection Act contains
the rule that damages may be recovered in full in excess of a penalty.

At last, the Consumer Protection Act gives the consumer a possibility to claim compensation for
moral damages. In accordance with sections 151 and 1099 of the Civil Code of Russia moral damages
are determined as physical or moral suffering which have been inflicted upon a citizen by acts
violating their personal non-property rights or infringing upon other non-material values belonging
to a citizen, as well as in other cases provided for by a law. A court may impose the duty of monetary
compensation of said harm upon the offender.

The moral harm that has been inflicted upon a citizen by acts violating their property rights may be
imposed by a court only in cases provided for by law. Compensation of moral harm according to
section 15 of the Consumer Protection Act is the only case of such liability for violations of property
rights in Russian civil law.

Where the amount of compensation of moral harm is determined, a court takes into account the degree
of guilt of the offender and other circumstances meriting attention. A court must also take into account
the degree of the physical and moral suffering connected with the individual specific circumstances
of the person upon whom the harm was inflicted.

It is important to know that moral damages must be compensated to the consumer only in case of the
producer’s, vendor’s, or providers of services’ fault (intent or negligence). And according to section
400 of Civil Code of Russia a person is not deemed to be at fault if they have taken all measures for
the proper performance of an obligation with that degree of care and prudence that is required from
them according to the nature of the obligation and commercial conditions.

The Consumer Protection Act guarantees not only protection of an individual consumer, but also the
protection of common consumer rights and interests. Special federal executive boards such as the
RF Ministry of Antimonopoly Policy and Support of Enterprise, the RF State Committee of
Standardisation and Metrology, the RF Ministry of Public Health and others have a right to enforce
producers, vendors and providers of services to perform their obligations. They can issue orders to
producers, vendors and providers of services who violate consumer legislation. If producers, vendors
and providers of services have failed to perform or have improperly performed such order, they bear
liability in the form of a penalty. Producers, vendors and providers of services have a right to appeal
the order to a state arbitration court if it is unlawful.

(7]
(1]
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Finally, the federal executive organs, local organs and consumer associations also have a right to
bring suits against producers, vendors and providers of services who violate consumer legislation.
The most interesting question here is for the first time in Russia provided for by law, the possibility
to bring a suit, named “the suit for protection of an uncertain circle of consumers”. This kind of action
must not get entangled with so called “class actions”. The suit for protection of an uncertain circle
of consumers is a kind of action, which has a purpose to plead the acts of producers, vendors and
providers of services unlawful with respect to an uncertain circle of consumers and to stop these acts.
That is why the claims cannot have the character of a property claim.

Nine years have passed since the adoption of the Consumer Protection Act of Russia. The application
of this law, from one side has considerably improved the situation in the field of consumer protection.
Now we have rich judicial practice. The result of generalisation of judicial practice here has become
the adoption by the Supreme Court of Russia special resolution on 29 September 1994.! On 17
January 1997 and on 21 November 2000 this resolution was amended because of the necessity to
allow for new rules of the Civil Code.”? Some questions of application of the Russian Consumer
Protection Act were considered also in official interpretations of the RF Ministry of Antimonopoly
Policy and Support of Enterprise, which received the right to prepare and adopt official interpretations
of the Consumer Protection Act according to section 40 of this law.*?

From the other side, the Russian Consumer Protection Act has exerted influence upon civil and other
legislation. The new Civil Code of Russia has perceived practically all juridical constructions of this
law.

3. New Civil Code of Russia and the Consumer
Protection Act. The problems of correlation and
application

From the new rules of the Civil Code of Russia arise the problems of correlation and application of
its norms and the norms of the Consumer Protection Act. There are many important steps which were
made in the Civil Code for the strengthening of consumer protection.

First of all, now in section III “General part of the law of obligations” of the Civil Code there exists
a special regulation of public contracts and contract of adhesion (sections 426, 428), as well as a very
important main rule of section 400, which sets up: an agreement to limit the amount of liability of a
debtor under a contract of adhesion or other contract in which a citizen acting as a consumer is the
creditor, is void if the amount of liability for the particular type of obligation or for the particular
breach has been determined by a law and if the agreement was concluded prior to the occurrence of
the circumstances that result in liability for the failure to perform or for the improper performance
of the obligation.

Then in the second part of the Civil Code there are numerous sections and chapters, which are,
dedicated to the specifics of contractual relations between merchants and consumers (section 2
chapter 30; section 2 chapter 37, chapters 39, 44, section 3 chapter 59 and others), or single sections
like section 783, 786, 799, 800, 835, 838, etc.

The Civil Code also establishes new kinds of contracts including contracts between merchants and
consumers. The appearance of chapter 39 named “Compensated Providing of Services” gives the
possibility to regulate numerous contractual relations between merchants and consumers in the field
of culture, sports, tourism and other kinds of services.

The correlation between the rules of the Civil Code and the Consumer Protection Act may now be
characterised in accordance with section 9 of the Entry into Force of the Second Part of the Civil
Code of the Russian Federation Act adopted on 26 January 1996. It says: in the case of one party in
an obligation being a consumer, he or she has the rights in this obligation both according to the Civil

I The Supreme Court of Russia 29 September 1994 Resolution about the practice of considerations consumer protection cases by courts. —
Russian newspaper, 26 November 1994.

2 Bulletin of the Supreme Court of Russia, 1997, No. 3; 2001, No. 2.

3 The interpretations of the RF Ministry of Antimonopoly Policy and Support of Enterprise “About some questions connected to the application
of the Consumer Protection Act”, adopted on 20 May 1998 (amended on 11 March 1999). — Bulletin of normative acts of the RF federal state
executive boards, 1999, No. 2, pp. 18-19.
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Code and the rights according to the Consumer Protection Act and other acts of consumer legislation.
It is the main principle, but we cannot say that it is the decision of a question of correlation between
the rules of the Civil Code and the Consumer Protection Act in general.

The Civil Code contains other sections in which this question is decided. First of all the Civil Code
includes the types of consumer contracts in which different rules were established. These are Retail
Purchase and Sale (section 2 chapter 30), Consumer Service Contract (section 2 chapter 37) and
compensated providing of services (chapter 39). According to sections 492 and 730 of the Civil Code
laws on protection of consumer rights and other legal acts adopted pursuant thereto shall apply to
relations under a retail contract involving a buyer-citizen insofar as these are not regulated by the
Code.

It means that if any question must be regulated by the rules of section 2 chapter 30, section 2 chapter
37 and chapter 39, the norms of the Consumer Protection Act may be applicable only where they are
not contradictory or insofar as these are not regulated by the Code. In case of contradiction the rules
of the Code must be applicable. It seems to me that an analogous situation exists in other contracts
such as hire or custody, efc.

But not all rules of the Consumer Protection Act apply only in such a manner as it was said earlier.
Some special rules of this law have a priority. For example, it takes place in cases, when Civil Code
admits to the other rules by law. According to section 477 of the Civil Code unless otherwise provided
for by a law or sale contract, the buyer shall have the right to present demands concerning defects in
the goods provided that they have been revealed within the time limits established by this article. It
means, that in a consumer contract of sale goods will be applicable to section 19 of the Consumer
Protection Act about special terms to present demands concerning defects in the goods. The same
situation exists in the case of application of section 724 of the Civil Code and section 29 of the
Consumer Protection Act.

In all cases the sections of chapters 1 and 4 of the Consumer Protection Act are applicable to every
consumer contract.
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Comprehension of law and aspects thereof

In social terms, every law serves as one of the means aimed at the achievement of the functioning
and reproduction of the society as a whole. This objective is accomplishable for the society if the
activities of the people living in the society are co-ordinated at least within the framework provided
by law. It is correct that, differently from several other means of social regulation, the functioning
of law is based on its authoritative character.”! However, it is also evident that laws are not created
in order to provide parliaments with work or to be understood by only a narrow circle of members
of the society.” Legislation, and law contained in the legislation, have always been the state’s most
important tool for informing practically all members of society about the behaviour expected from
them by the society organised as a state. Hence we reach the logical conclusion that behaviour in
compliance with laws is immanently based on the assumption that laws are understood.

For understanding the law, it is rational to distinguish between two aspects thereof. The first aspect
isrelated to the requirement of comprehensibility established for laws — ius scriptum — themselves.
Common sense tells us that every law must be written in a language which is comprehensible to the
addressees of the law. At the same time, it is well known that the language of law, like any other
technical language, is more accurate than general language. The text of law is furnished with the
necessary exactitude by means of terminology, including legal terminology. In Estonian legal
literature, it has been stressed that “the need to interpret a legal norm, i.e. to open its content, arises
from the possible ambiguity of its formulation. In theory, it is correct to state that no norm is
absolutely univocal”.”> And hence a conclusion is drawn: “Interpretation should, thus, be an

1 See M. Maripuu. Seaduse arusaadavuse arusaadavus (Understandability of the Understandability of Law). — Riigikogu Toimetised, 2000,
No. 2, p. 90 (in Estonian) (The author of that article is a member of the Riigikogu — R.N.).

2 See also: R. Narits, K. Merusk. Oiguse olemusest ja seaduse vdimalustest (On the Nature of Law and Options of Laws). — Riigikogu
Toimetised, 2000, No. 2, p. 100 (in Estonian).

3 M. Luts. Liinga vastu tdlgendamise vdi analoogiaga? (Diskussioonist juriidilises meetodidpetuses) (Against Gaps — by means of
Interpretation or Analogy? (On discussion in jurisprudential methodology)). — Juridica, 1996, nr. 7, lk. 348 (in Estonian).
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immanent part of the activities of the implementer of a norm.”*4 Linguistic problems or, more exactly,
the problems of legal language are undoubtedly related to interpretation of law. This applies
particularly in Estonia, where a dialogue between a qualitatively new way of thinking and language
is going on in connection with building a qualitatively new social system organised as a state.

However, interpretation of law cannot be reduced solely to ambiguity of formulation.

The main emphasis of this article is laid not so much on circumstances relating to the language of
law but, rather, on the complicated problem of understanding the law — on the skill to interpret laws.
Such skill cannot be reduced to merely the knowledge and use of the rules of language — semantics,
syntax, etc. The problem is of a serious theoretical content and relates, in the final stage, to legal
philosophy. Namely, understandings of the relationship between a norm and its interpretation have
had a substantial influence on the development of interpretation theories and even concepts of legal
philosophy.”™ It must be specified, in this point, that the author does not share the “scientific”
pessimism, which has been expressed, to some extent, in specialist literature with regard to interpre-
tation. In specific terms, in some cases interpretation is not considered to be a theoretical problem
but, rather, a problem arising directly in practice. In that respect, there are some disputable aspects,
but this does not render interpretation characteristically theoretical.

Additionally, attention must be directed to the fact that making a law comprehensible through
interpretation correlates to understanding law as such. The core of the problem actually lies in the
question of which means and techniques should be applied to reach, through the provisions of the
law, the purpose of the law, i.e. an understanding which is accordant with law. Thereby, I want to
state that interpretation is in immediate relation with the interpreter’s person and views or even
convictions regarding the principal parameters of law. On the basis of historical experience and
modern views, these would, very briefly, be as follows: the legal positivist position, which regards
law as a system of legal norms; the realist position, which lays emphasis on the social dimensions of
law; within the last decades, however, a position regarding law as a communicational phenomenon
has been gaining strength rapidly. As a generalisation, it can probably be stated that law is a normative
communicational and social structure. Law encompasses all aspects relating to that part of human
behaviour which is relevant in legal terms. Therefore, in order to cognise law, one must be able to
see and, naturally, recognise the normative correlation between law and the society. Law cannot be,
and is not, merely a result of the decisions of individuals or groups of individuals. However, the
legislator, i.e. the parliament in the states established upon the so-called Western democracy, can
furnish law with some formulations about methods and techniques which can be used by a subject
for making law comprehensible (or more comprehensible) for himself or herself.

Text of law as object of interpretation

The object of interpretation can be only a text with a binding (normative) meaning, interpretation of
which results in a necessary legal norm expressed by means of legal text.”” A norm can be used as a
basis for actual behaviour, or ignored, only after we have cognised it. A legal norm as such cannot,

however, be interpreted. Nevertheless, the situation becomes interesting when instructions for
understanding law have been fixed by the legislator in a legal text as a formal legal norm. Figuratively,
this extends the route “legal text — making it understandable (interpretation) — behaviour” by
one important stage: “legal text — legal text as an instruction for interpretation — interpretation
of the rest of the legal text — behaviour”.

In this point, several questions can be posed. For example, should instructions for interpretation be
presented at all in the text of a law? To what extent are the instructions for interpretation provided
in one legal text binding on other legal texts where such or other kind of instructions for interpretation
cannot be found? To what extent must instructions for interpretation be positivised in the established
legal order? We can even ask whether instructions for interpretation need interpretation themselves.

In the journal Juridica, M. Rosentau has touched on the subject of distinguishing between interpre-
tation and understanding in the context of contractual certainty and trust between the parties. He

4 Ibid.
5T. A. O. Endicott. Linguistic Indeterminancy. — Oxford Journal of Legal Studies, Spring, 1999, Vol. 19, No. 1, p. 690.
6 S. Fish. Response: Interpretation Is Not a Theoretical Issue. — Yale J. L. & Human, Summer, 1999, Vol. 11, No. 2, pp. 514-515.

7 A. Mattus. Seaduse sdnastamine ja terminoloogia (Wording of Laws and Terminology). — Oiguskeel, 1997, nr. 3, k. 34 (in Estonian);
R. Narits. Keel ja digus (Language and Law). — Oiguskeel, 1998, nr. 1, Ik. 9 (in Estonian).
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wrote: “We can imagine a situation of precontractual negotiations, in which the parties have no
problems with understanding each other; we can also imagine the other extreme, in which parties
come to negotiate questions completely unknown to the other party — unknown concepts, goods or
traditions /.../. The handling of such unknown circumstances involves two aspects: knowing such
circumstances and wunderstanding such circumstances.””® Rosentau finds that interpretation is
necessary only for understanding new and unknown concepts. Indeed, there are practical grounds for
the opinion that an implementer of law is not under the obligation to interpret each legal norm
separately. In legal order, we can find, so-to-say, univocal norms allowing routine decisions. In
addition, interpretation may have become evident from the previous law-interpretation practice and
be so convincing that there is no need to correct or adjust the existing version of interpretation.™

However, in a situation in which the adopter of a legal decision faces something new and unknown,
there will be a question of where to find fulcra for interpreting the law. How unknown are, then, the
rules for understanding the law itself — the “laws of jurisprudence”?

Actually, that question was answered, with sufficient principality and “strictness”, by C. F. von
Savigny, who stated that of all laws faced by lawyers, the laws of their own science are those that
they know least. Such observation would require that at least those generally accepted interpretation
norms which have a principal meaning should find their way to laws. At the same time, there will
still be the problem of how extensively, both in qualitative and quantitative terms, techniques for the
interpretation of law should be fixed in a law. After all, this is principally hermeneutica iuris, of
which at least an implementer of law must have a systematic picture.*!? Description of interpretation
theories is oriented, first of all, to the scope of our cognisance rather than to stressing the normativity
of one theory or another.”!! It is obvious, however, that laws are written not only for lawyers and
must be understood by at least those for whom the law is intended.

Civil law is a large legal area providing for the procedure of human behaviour, in which the
participants are in equal, or co-ordinate, relationships. This means that subjects are free to enter into
situations of legal significance, but then, they must already accept the legal rules. This mostly
involves subjects without the required technical (i.e. legal) educational background, and for them,
law is just one means of social order, a component of culture. Such a situation seems to create a need
to furnish law with at least some more substantial rules for a better understanding of legal rules
themselves.

In view of the situation in Estonia, it must be added that here, in replacing one legal system with
another, legal and political decisions have been taken by selecting appropriate models for our laws
from other legal systems. In world practice, such “borrowings” from others have been both usual and
necessary.*12 I should also like to add that in private law, possibilities of reception are much greater
than in public law or criminal law. At the scientific conference dedicated to the 80™ anniversary of
the Ministry of Justice, it was recognised that “our activities cannot be aimed at creating original law
in Estonia, but it is also evident that in the event of any transpositions or application of any examples
and models, materials serving as the basis must be analysed in order to decide to what extent one
solution or another is suitable for us”.”3 All this, however, is accompanied by acceptance of
behavioural norms which are, for us, yet either unfamiliar or unaccustomed. “To date our legal
practice has been unsound, since we must partly rely on laws which originate from another social
order and are no more in accordance with actual social relationships. Those areas in which laws
conforming to the new legal order are already applicable suffer from an overall absence of theoretical
studies and well-developed positions needed for the legal practice /.../. Hence, for example, the
Estonian SSR Civil Code, which entered into force on 1 January 1965, serves as the source of general
norms in one of the most important areas of private law, the law of obligations. Thus, implementers
of law are in a situation in which general norms originate from a socialist society but specific laws
have been adopted by principles characteristic of a free market economy.”"14

8 M. Rosentau. Lepingu kindluse ja poolte usalduse epistemoloogilised eeldused (Epistemological Presumptions of Contractual Certainty and
Trust between Parties). — Juridica, 2001, nr. 6 (in Estonian).

9 Ibid.
10 R. Narits. Tolgendamine: teadus voi seadus? (Interpretation: a Science or a Law?). — Juridica, 1994, nr. 9, lk. 230 (in Estonian).

11 However, sometimes this has been the understanding of the role of jurisprudence and jurists with regard to problems of interpretation. See
M. Luts. Oigusnormide tdlgendamise meetoditest ja teooriatest (On Methods and Theories of Interpretation of Legal Norms). — Juridica, 1998,
No. 3, p. 111 (in Estonian).

12 P. De Cruz. Comparative Law in a Changing World. London, Sidney, 1999, pp. 485-486.
13 P. Varul. Eesti digussiisteemi taastamine (Restoration of Estonian Legal System). — Juridica, 1999, nr. 1, lk. 3 (in Estonian).

14 [. Kull. Lepinguvabaduse pdhimdte Euroopa iihtlustuvas tsiviildiguses ja Eesti tsiviildiguse reform (The Principle of Freedom of Contract
in the Harmonising European Civil Law and the Estonian Civil-Law Reform). — Riigikogu Toimetised, 2000, nr. 2, k. 180.
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And thus we have a situation in which courts must assume the role of a developer of law in the final
instance. However, this requires knowledge of law-interpretation rules, those principles of private
law which have not yet been regulated on the level of Acts. In the following paragraphs, we shall
take a look at how interpretation of law is assisted by the provisions of the General Part of the Civil
Code Act — the “constitution” of private law.

Interpretation based on General Part of the Civil
Code Act — de lege lata and de lege ferenda

The Estonian civil-law reform, aimed at developing a modern civil code, is still uncompleted today.
The already reformed part of the civil law consists of the General Part of the Civil Code Act™!3
(GPCCA), the Law of Property Act™!¢, the Family Law Act*!7 and the Law of Succession Act"!8,
which are presently applicable. At the same time, the law of obligations part of the Estonian SSR
Civil Code is still in force, but will soon be replaced by the Law of Obligations Act. Some provisions
of the specific parts of the law of obligations have already been replaced by the Dwelling Act*1?, the
Commercial Lease Act™2°, the Credit Institutions Act*?!, efc.

Even the GPCCA has become a “temporary” Act in a certain sense, as a new draft Act has been
prepared for positivisation into Estonian legal order together with the new Law of Obligations Act.
Full-scale codifications have not been planned for the coming years (at least until the year 2004)
according to the programmes of the Ministry of Justice. Codification would, therefore, be a question
of the more distant future."??

The role of the GPCCA in Estonian legal order is primarily to provide norms of general meaning.
Owing to the Estonian situation, in which modern civil law has been, and is, adopted in parts, we
have to accept that one of the laws is entitled the “General Part of the Civil Code Act”. In Estonian
legal literature, opinions have been expressed that we shall need this until all of the so-called partial
laws have been codified into one civil code."??

The importance of the GPCCA is certainly more than just being a general part in relation to other
parts of the civil law. The GPCCA is also applicable to other legislation containing civil-law norms.

Apparently, the fact that the GPCCA — the “private-law constitution” of the Estonian national legal
order — provides, in three sections of Part I, a whole range of rules for understanding law, and section
2, section 3 and section 4 thereof are entitled, respectively, “Interpretation of Acts”, “General and
specific provisions” and “Analogy of Act and law”, should be considered as reasonable in every
respect. Analogy of Acts and analogy of law were also recognised in the earlier applicable Estonian
civil law, but no provisions regarding interpretation were formerly fixed in the civil legislation. At
the same time, it must be specified that the provision of interpretation canons in the GPCCA does
not cover all elements in the “catalogue” of classical interpretation methods.*?

In the original version, two of the three subs (subs 1 and 2) of GPCCA section 2 (“Interpretation of
Acts”) provided rules for linguistic interpretation. Namely, the first subs provided for the supremacy
of general language over any specific meanings of words with regard to interpretation, and the second
subs contained the requirement of interpretation in accordance with the meaning of the law in the
event of polysemy. The third subs directed attention to the need for systematic interpretation. It must,

15 Tsiviilseadustiku {ildosa seadus (General Part of the Civil Code Act) — Riigi Teataja (The State Gazette) I 1994, 53, 889 (in Estonian).
16 Asjadigusseadus (Law of Property Act) — Riigi Teataja (The State Gazette) I 1993, 39, 590 (in Estonian).

17 Perekonnaseadus (Family Law Act) — Riigi Teataja (The State Gazette) I 1994, 75, 1326 (in Estonian).

18 Parimisseadus (Law of Succession Act) — Riigi Teataja (The State Gazette) I 1996, 38, 752 (in Estonian).

19 Elamuseadus (Dwelling Act). — Riigi Teataja (The State Gazette) I 1992, 17, 254 (in Estonian).

20 Rendiseadus (Commercial Lease Act) — Riigi Teataja (The State Gazette) I 1990, 12, 126 (in Estonian).

21 Krediidiasutuste seadus (Credit Institutions Act). — Riigi Teataja (The State Gazette) I 1999, 23, 349 (in Estonian).

22 Development strategy for private law until the year 2004. Available at: http://www.just.ee/print.php3?cath=1508; 24.05.2001 (in Estonian).
23 P. Varul. Tsiviilseadustiku iildosa seadus (The General Part of the Civil Code Act). — Juridica, 1994, nr. 8, 1k. 182 (in Estonian); H. Mikk.
Tsiviildiguse reformist Eestis (About the Civil-Law Reform in Estonia). — Kinnistusraamatu- ja notaripdevad: 13.—15. mai 1999, Tallinn,
2000, 1k. 113 (in Estonian).

24 Traditional interpretation canons have been codified in some European countries. This involves, in particular, the grammatical, systematic
and historical methods of interpretation. See Codice Civile (Italy), Allgemeines Biirgerliches Gesetzbuch (Austria), Zivilgesetzbuch (Switzer-
land).
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however, be added that even some days before the GPCCA was presented to the Riigikogu (Estonian
parliament), the first subs of section 2 had the following formulation: “Interpretation of an Act shall
be based on the ordinary meaning of words used in the Act unless the Act provides the words with
another meaning.” This has been justifiably regarded as an attempt to legalise alienation of technical
language from general language, and was considered impermissible by, first of all, the linguists. The
criticism bore fruit and the provision was re-formulated: “Interpretation of an Act shall be based on
the ordinary meaning of words used in the Act unless a specific meaning of the words is expressly
used in the Act.” In connection with the Act amending the Commercial Code and Acts related to the
Implementation of the Commercial Code, an amendment to GPCCA section 2 was also proposed.
More exactly, the proposal regarded a new subs 1 to be formulated as follows: “A provision of an
Act shall be interpreted primarily together with the other provisions of the Act on the basis of the
meaning of the Act and the will of the legislator, and not on the basis of the grammatical meaning
of the words.” Initially, that proposal received the approval of the Riigikogu. In essence, however,
this meant a revaluation of priorities (an explanation of why such action of the parliament should be
regarded as a revaluation of priorities will be provided below) in the rules of understanding the law.
While the applicable text of the GPCCA obviously preferred linguistic interpretation to other forms
of interpretation on the basis of the fact that law can be contained only in a written law (ius scriptum),
the aspect of systematic understanding was foregrounded by the new solution. In accordance with
subsection 78 (6) and sections 105 and 107 of the Constitution of the Republic of Estonia, laws
approved by the Riigikogu must be proclaimed by the President of the Republic. In that situation, the
President found that the proposal to amend the GPCCA, approved by the parliament, was in conflict
with the Constitution. Namely, the Constitution provides that “Estonia is an independent and
sovereign democratic republic” (section 1), where “the state authority shall be exercised solely
pursuant to the Constitution and laws which are in conformity therewith. /.../ Laws shall be published
in the prescribed manner. Only published laws have obligatory force” (section 3). On the basis of
those arguments, the President left the Act unproclaimed.

The above-described episode in developing the legal order ended so that the Riigikogu re-discussed
the Act amending the Commercial Code and Acts related to the Implementation of the Commercial
Code and decided to amend the GPCCA as follows: subsection 2 (3) was changed into subsection 2
(1), and the former subsections 2 (1) and 2 (2) were changed into subsections 2 (2) and 2 (3),
respectively.”? The President of the Republic proclaimed the Act by his Decision No. 723 of 30 May
1996.

It is indeed difficult to comprehend how the proposers of the described amendment understood the
character and, probably, the priorities of law-interpretation techniques. Linguistic interpretation has
belonged and belongs today to the “catalogue” of classical interpretation methods. Moreover, the
object of interpretation, i.e. its source can be only the very text of law. And although the above-de-
scribed attempt to legislate (read: prohibit) consideration of the grammatical meaning of words in
interpretation of laws failed, the legislator still changed, in some respects, the preferences with regard
to interpretation methods by means of what first seems to be a mechanical rearrangement of
paragraphs in section 2. In any case, the requirement of systematic interpretation comes first among
the methods of law-interpretation in the presently applicable version of the GPCCA.

Nonetheless, the situation becomes particularly interesting upon a comparison of possible develop-
ments in GPCCA section 2 “Interpretation of Acts”. Specifically, a new draft General Part of the
Civil Code Act™?¢ has been prepared with substantial changes in the regulation dedicated to interpre-
tation of law. In the draft, the interpretation provisions are contained in section 3. The only provision
left of the presently applicable text is that part of section 2 which, after the amendment of GPCCA
section 2, found its way to the first paragraph, namely: “A provision of an Act shall be interpreted
together with the other provisions of the Act on the basis of the meaning and purpose of the Act.”
This may now provide some clarity with regard to the question whether the will of the legislator has
been directed towards a substantial revaluation of linguistic interpretation in comparison with the
generally applicable principles, or towards a specification of its ranking in comparison with other
methods of interpretation, or this has been just a formulation adjustment in the text of the Act.

Naturally, there are no absolute arguments against the fact that the drafters have considered the
systematic element of interpretation to be the most important one. Recalling and supporting Savigny,
it can be recognised that the systematic element “/.../ applies to the intrinsic connection linking all
institutions of law into one large whole. The legislator had a view to that connection, just like the
historical connection, and thus we are able to completely understand the legislator’s thought only by

25 Riigi Teataja (The State Gazette) I 1996, 40, 773 (in Estonian).
26 See: http://www just.ee/tsys.htm (26.10.1999) (in Estonian).
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learning how that law relates to the entire legal system and how that must efficiently intervene in the
system”.”2” Obviously, the problem lies somewhere else. Different categories of interpretation are
not of such character as to allow a choice between them on the basis of our preferences or discretion.
These are mental activities of different quality, functioning in conjunction. “It is true that occasion-
ally, one is more important than another and comes to the foreground more visibly so that the only
inevitable requirement is a comprehensive direction of the attention, although in many individual
cases, explicit reference to any element may be omitted as unnecessary and clumsy without
jeopardising the thoroughness of interpretation.”*

It is most regrettable that the draft GPCCA leaves no place for linguistic interpretation as a classical
interpretation method. Maybe this partly results from the fact that, already after the adoption of the
GPCCA, the following opinion was expressed: “I would like to direct particular attention to GPCCA
subsection 2 (3), whereunder a provision of an Act must be interpreted together with the other
provisions of the Act. This means that if a provision of an Act remains unclear or ambiguous, the
interpretation must be based on the context — the relations of the interpreted provision with the other
provisions — to ascertain the intention of the legislator. An interpretation which is out of the context
and based only on the wording of the legal norm may yield inexact results.”*?° I have mentioned
above in this article that in different legal orders, interpretation canons have been positivised
differently. However, wherever this has been done, at least the classical “catalogue” has been
positivised. It must be added that the ancient Roman legal order — and it was the reception of Roman
law that was conducted in private law — contained many norms intended for interpretation activities.
Here we are talking about general and necessary interpretation methods and techniques, which were
of import even regardless of their applicability in positive law."30

Of course, an attentive reader may ask why it is necessary to concentrate on a draft Act while only
the text of an objective law can serve as a communicational medium. This is generally correct but
the special nature of the Estonian situation is based on the fact that in our country, jurisprudence can
and must be taught and analysed in the light of draft Acts, which should contain modern solutions
that are in compliance with European legal standards and acceptable to the society.*3!

Sections 3 and 4 of the GPCCA have not been amended since their adoption. Namely, section 3
regulates the application of general and specific provisions: “If a provision of an Act qualifies another
provision or establishes an exception thereto, the qualified provision shall be deemed to be a general
provision and the qualifying provision a specific provision. In such case, the specific provision shall
apply.” Here, the legislator has tried to direct attention to a generally known principle regulating the
inner priorities of texts of law, namely the principle of lex specialis derogat legi generali. Of course,
we can ask why the legislator has not directed attention, besides the above-mentioned principle, to
other principles of same weight: ius posterior derogat legi priori (later laws repeal earlier laws); lex
superior derogat legi inferiori (superior laws repeal inferior laws); lex posterior generalis non
derogat legi priori (later general laws do not repeal earlier specific laws).

Section 4 provides the principles of analogy of Acts and analogy of law. In Estonia, opinions have
been expressed that even problems related to analogy belong to the subject of interpretation of law.

27 F. C. von Savigny. System des heutigen romischen Rechts. Bd. I, Berlin, 1840, S. 213.
28 [bid., p. 215.
29 P. Varul (Note 23), p. 182.

30 However, in the motivations of the draft BGB (Germany), the unnecessariness of the so-called general interpretation provisions has been
justified as follows: “Specific provisions aimed at simplifying interpretation and ensuring the correctness of results may contain only source
positions, but the study and depiction thereof belongs in the field of theory /.../. Instead of assisting interpretation, such legal sentences may
easily become problems for interpretation. Even decisions on different opinions regarding the limits of permitted and prohibited interpretation
must be left to jurisprudence, which is not hindered by positive norms.” — Motive, Vol. I, 1888, p. 14.

31 In connection with the activities of private-law legal persons through their bodies and the responsibility for the actions of those bodies and
the principle of all-round responsibility, the following opinion has been expressed: “In connection with the provisions of the General Part of
the Civil Code Act/.../, passed by the Riigikogu on 28 June 1994, regulating the activities of legal persons (Chapter 3) and with the development
of the new draft GPCCA, a range of questions have emerged with regard to the legal status of the body expressing the will of the legal person
and the members of such body and the relationships of that body and those persons to the legal person itself.” — K. Saare. Eradigusliku juriidilise
isiku tegutsemine oma organite kaudu ning vastutus nende tegude eest. Lébiva vastutuse printsiip (Activities of Private-Law Legal Persons
through Their Bodies and Responsibility for Actions of Those Bodies. The Principle of All-Round Responsibility). — Juridica, 2000, No. 4,
p- 203 (in Estonian). Moreover, an opinion has been expressed in specialist literature about the patent deficiency of the general rules in the
GPCCA: “Why is it so that now, the general rules of active legal capacity and decisive capacity provided in the GPCCA with regard to the
testamentary capacity are not enough for us?” —U. Liin. Testeerimisvdime vanuselisest alampiirist Eesti parimisseaduses (About the Minimum
Age for Testamentary Capacity in the Estonian Law of Succession Act). — Juridica, 2000, No. 4, p. 343 (in Estonian). And the author answers
that the drafters of the Estonian Law of Succession Act are of the position that wills may also be made by minors of 7-18 years of age. See
E. Silvet, I. Mahhov. Kuidas périda ja parandada (How to Inherit and Bequeathe). — Tallinn, 1997, p. 36 (in Estonian).
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“Classical dogmatic jurisprudence /.../ has offered very different theories for bridging gaps in laws
(for interpreting laws) /.../”."32 It is true that there are different legally correct options to bridge the
gaps and that these options enable to reach lawful decisions. However, it is apparently not so correct
to identify these options with the methods and techniques of interpretation of law in that context.
The very problem is that traditional subsumption requires the existence of a legal norm, i.e. objective
law, while a gap means the absence thereof. Therefore, we can regard analogy as a rational means
for bridging a gap only after no desired results have been achieved from interpretation.”* Thus,
GPCCA sections 3 and 4 are not directly related to the subject but the reader may nevertheless be
interested in what kind of developments can be expected in this legal order in the light of the new
draft GPCCA.

The new draft GPCCA has developed as follows. The drafters have considered it unnecessary to
regulate the relationship between general and specific provisions, apparently assuming that users of
law, those complying with law and, in particular, implementers of law are acquainted to the so-called
laws of jurisprudence. While such expectation is in all respects natural in the case of an implementer
of law, it is maybe too much to expect the same from immediate realisers of law, all the more so
because we are talking about private law, which applies the principle of non-mandatory capacity,
which has been fixed in the general provisions of the draft GPCCA as a completely new section 2.

Section 4 of the draft is entitled “Analogy of law” and reads: “In the absence of a provision regulating
a legal relationship, a provision which regulates relationships similar to the legal relationship shall
be applied if leaving the legal relationship unregulated is not in accordance with the purpose of the
Act. In the absence of such provision, the general purpose of the Act or law shall serve as the basis.”
It is prima facie obvious that the drafters do not differentiate between analogy of Acts and analogy
of law. On the basis of the presumption that principally, the solutions reached must always be in
accordance with the law, it may not be too important to differentiate between those two categories
of analogy. And what is maybe even more important, such solution directs our attention to the
substantiality of observing the purpose of an Act and the principles of law in situations of legal
significance and in taking decisions of legal significance. However, it is difficult to understand how
it is possible to talk about relying on the purpose of law if a provision does not exist. Nonetheless,
the second sentence of section 4 of the draft reads: “In the absence of such provision (my emphasis
— R.N.), the general purpose of the Act or law shall serve as the basis.” Even upon the assumption
that it is possible to rely on the purpose of the Act even in such situations, the formulation of the
draft fails to deal with the question of priorities among analogies. In other words, we should ask
whether, in the absence of a provision in an Act, there is indeed no difference as to what should be
the initial basis: the purpose of the Act or the purpose of law. This question is not merely of theoretical
importance. The essence of the problem lies in the fact that quite often, the choice of interpretation
will have substantial consequences for the entire society.”** By determining a lawful solution by
means of certain interpretation techniques, an interpreter of law proclaims it as a motivated decision
for the whole society. Or, in other words, in resolving a specific case, the interpreter declares what
is right in the light of that case.

The skill of legal decision-making based on the principles of law must be considered to be of utmost
importance. In terms of law, if a rule is applicable and intended for realisation (including implemen-
tation), it is also binding. Any way of action must be in compliance with the rule. The rules so
understood are definitive determinations in legal terms and, naturally, within the limits of what is
actually possible. In jurisprudence, this is designated as subsumption. Principles, however, are not
definitive requirements but, rather, requirements to optimise — particular generalisations of rules
(norms), the realisation of which means that the actual and legal options are realised to the largest
possible extent. It must be added that a serious discussion about the structure and meaning of legal
principles began a little more than twenty years ago. Maybe this is a source for answers to the
questions of why Estonia has gone through this particular kind of development.

In conclusion I would like to note that although European legal integration in civil law is aimed at
the so-called single civil law, the harmonisation of laws does not mean a convergence of legal
systems. “Even if Estonia transposed the major institutions and regulations of the legal system of
Germany or some other country, it should not be expected that the adopted laws are interpreted in
the same manner as in the country of their origin or that the regulations would efficiently function

32 E. Kergandberg. Kohtunikudigus Saksamaal (Judge-Law in Germany). — Juridica, 1993, nr. 3, lk. 58 (in Estonian).
33 R. Narits (Note 10), p. 229.
34 A. Aarnio. On Legal Reasoning. Turku, 1977, p. 19.
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outside the judicial practice.”*3% At the same time, “the major laws of jurisprudence” — the rules for
interpretation — could well be positivised in the legal order itself in order to direct the attention of
all realisers of law, up to the implementers, to the fact that adoption of a lawful decision requires, on
the one hand, knowledge and, on the other hand, recognition of certain rules for understanding the
law. In observation of the development of legal regulations in Estonia in the context of those
provisions of the GPCCA which help to render some basic rules of understanding the law more
meaningful, it must, however, be admitted that in Estonia, the legislator has tended to minimise the
rules of law-interpretation fixed in the very text of law. Yes, it is true that the aspect of knowledge
(cognition) prevails in interpretation of law. “Knowledge is something valuable, desired, in one way
or another, by most people. However, motives and objectives with regard to gaining knowledge, as
well as requirements regarding the amount and content of knowledge and the quality of its justifica-
tion, can differ considerably.”*3¢ Thus, systematic knowledge of law-interpretation may be gained
by scientific knowledge, which can be based on the science — jurisprudence. However, by positivis-
ing rules of interpretation, the legislator may provide such rules with the authority and force of law.

Jurists involved in the codification and improvement of national legislation should naturally be
acquainted to the respective objective law of other countries and even follow the developments of
civil law on the international level.”*” In my opinion, the described wishes have fulfilled (the draft
Law of Obligations Act); in some cases, this process has, however, been more moderate, e.g. as
regards the provisions of the draft GPCCA concerning interpretation.

35 1. Kull (Note 14), p. 182.

36 M. Rosentau. Toendamine teadmise standardmudelis (Proof'in a Standard Model of Knowledge). — Juridica, 2001, nr. 3, k. 199 (in Estonian).
37 Some years ago, a justified opinion was expressed in Estonian legal literature that in the development of Estonian civil-law legislation,
more attention should be paid in the legislative process to the positions of comparative law; it was also admitted that significant progress in
harmonising and unifying European civil-law legislation is yet to come. See M. Kingissepp. Moningaid métteid Eesti tsiviilseadusandluse
arenguperspektiividest Hollandi nditel (Some Thoughts on the Development Prospectives of Estonian Civil-Law Legislation in the Light of
the Example of the Netherlands). — Juridica, 1996, No. 5, p. 219 (in Estonian).
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The rules concerning limitation periods is an area of private law that can be easily overlooked. Jurists
consider the law on limitation periods boring, even a technical topic the theoretical potential of which
is restricted to the discussion about how justified one or another limitation period is. The issues
related to limitation have largely been disregarded also in the reform discussion opened in Estonian
private law after the restoration of independence. The debate has been limited to a relatively small
circle of people who participate in the working groups preparing the drafts. In a situation where the
processing of the draft Law of Obligations Act and the new draft of the General Part of the Civil
Code Act in the Riigikogu (Estonian parliament) is about to come to an end as the last stage of the
Estonian private law reform, it is the right time to change such practice, taking into account, above
all, the topicality of the issue all over Europe in the light of the German law of obligations reform
and the anticipated completion of the parts of the Lando Commission’s Principles of European
Contract Law and the UNIDROIT Principles of European Commercial Contracts focusing on the law
on limitation periods. The author has derived additional inspiration from the article by Prof. Dr.
Reinhard Zimmermann on the main features of the contemporary law on limitation periods published
recently in Juristenzeitung."!

The more specific purpose of the article is to examine the development of the regulation of limitation
in Estonian private law and provide a more detailed overview of the discussion and debates that the
working groups have held when preparing the provisions of the General Part of the Civil Code Act,
particularly with a view of the latest developments in European private law.

1. Historical overview

When speaking about the history of Estonian private law, we have to distinguish between the period
preceding the Second World War (1918-1940) and the years following the restoration of inde-
pendence (1992). The actual impact of the historical argument on the development of Estonian
contemporary private law is disputable. In principle, the Estonian legislator has continually stressed

I R. Zimmermann. “... ut sit finis littum” Grundlinien eines modernen Verjdhrungsrechts auf rechtsvergleichender Grundlage. — Juristenzei-
tung, 2000, S. 859 ff.
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the importance of the doctrine of legal continuity after the restoration of independence.*? The relevant
guidelines of the Riigikogu were included in the decision on the legal continuity of the Republic of
Estonia™, which determined unambiguously the effect of the historical argument on legislation,
obliging the government to maintain legal continuity in that field. In the field of private law, such
assignment did not mean an automatic re-establishment of the Acts applicable until 1940, but has a
dramatic effect on the ideological foundation of the civil law reform. The main effect entailed by
such approach was the justified ties with the German legal family facilitated by the historical
argument of the post-reindependence legislator; the trend can be clearly identified in Estonian
legislation of the 1990s.

1.1. Years 1918-1940

Estonian legislation of that period never came to the codification of its own private law — when the
main part of the draft Civil Code was completed in 1940, the tide of history had already turned. The
main source of private law during the whole period of independence had been the Baltic Private Law
Code™, representing the country and town law of Estland, Livland and Kurland as codified in 1864.
It was essentially a collection of Roman law, heavily influenced by German traditions.” The draft
Civil Code of 1940 served is an updated and simplified version of the Baltic Private Law Code™,
nevertheless containing some significant implications derived from the more important civil law
codes of the beginning of the 20t century (German BGB, Swiss ZGB and OR).

The Baltic Private Law Code (BPLC) contained general rules concerning limitation in sections
3618-3640. The legal nature of limitation, however, cannot be clearly identified on the basis of the
provisions, the Act governs both the limitation of a claim®™” and the right of action.”™® According to
section 3639, the effect of limitation is “not only the termination of the right of action but also the
extinguishment of the right of claim itself”.

The regulation of limitation found in the BPLC stood out by its relatively short limitation periods.
The general limitation period set out in section 3620 of the BPLC was ten years, in Kurland even
five years. The limitation period commenced with collectibility of the claim (section 3623), while
the unawareness of the person entitled to claim of the existence of the claim did not hinder limitation
(section 3626). The limitation periods provided for several contractual claims were even shorter.
Above all, the following should be mentioned: the one-year limitation period established with regard
to the claim to reduce prices™ due to the defects of the object of sale in the case of a contract of sale
(section 3271) and the six-month limitation period established with regard to the claim to terminate
a contract™ (section 3272), which commenced as from the delivery of the object of sale or from the
conclusion of the contract (sections 3271 and 3272 respectively).*!!

The same principles were in fact taken as a basis when preparing the draft Civil Code in which the
general regulation of limitation established in the BPLC was retained as well as the system of
remedies with specific periods of limitation for transfer deeds represented by actio quanti minoris
and actio rehibitoria.

2 It has been expressed in its utmost form in the preamble of the applicable Constitution.

3 The Riigikogu resolution on the legal continuity of the Republic of Estonia of 1.12.1992.

4 Le. private law of Liviand, Estland and Kurland contained in Part III of the provincial law of the Baltic provinces (Provinzialrecht der
Ostsee-Gouvernements. Theil II1. Privatrecht Liv-, Est- und Curlands).

5 The provinces of Estland, Livland and Kurland maintained their legal autonomy also as parts of the Russian Empire, particularly in the field
of private law.

6 The crucial role of the BPLC in the Civil Code is also emphasised in the explanatory memorandum of the draft: “Estonia is a country with
a rich civil law past while its historical development has been excessively unique, consisting of elements that originate from ancient to the
modern era. This legacy had to be updated and supplemented /.. ./ the draft attempts to retain the currently applicable rules, and also supplement
and renew it with rules that have been tried out, more or less, in Estonia or elsewhere and inevitably due to the reasons provided below.”
Seletuskiri Tsiviilseadustiku 1936. aasta eelndu juurde (Explanatory memorandum to the draft Civil Code of 1936). Prof. J. Uluots. Available
in the Ministry of Justice library (in Estonian).

7 E.g. sections 3618 and 3620 of the BPLC.

8 E.g. section 3621: “/.../ erloschen alle Civilklagen /.../ durch Nichtanstellung”; section 3637.

9 It was essentially actio quanti minoris as known from Roman law, or Minderungsklage in German.

10 Actio rehibitoria; Wandelungsklage in German.

11 The regulation concerning the defective object of sale in the case of a contract of sale originated directly from Roman law, particularly with
regard to faultless liability, freedom of choice with regard to the applicability of remedies and, above all, in relation with the short-term
extinguishment of these claims.
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The draft Civil Code (hereinafter: the dCC*!2) regulated the limitation issues in its general part or in
Part 5 of Book 1 of the draft (Exercise and Protection of Rights). The regulation was contained in
Chapter 2 (sections 223—-248) of the part mentioned. Unlike the regulation of the BPLC, limitation
was laid down purely as procedural objection. The notion of limitation was contained in subsection
223 (1) of the draft, the legal effect of limitation was the extinguishment of the right to demand
protection of the right before court. According to section 246, limitation was also of great import in
substantive law. Namely, the expiry of the limitation period meant, besides the extinguishment of
“right of action”, the extinguishment of the claim proper, which is, in principle, a controversial effect,
taking into account that according to subsection 223 (2) limitation retained its objectional nature that
the court could not take into account due to its official duties (a solution identical to that of the BPLC).
Section 247, however, excluded condictio indebiti in the case of performance after the expiry of the
limitation period.

As to the limitation periods, the dCC retained the general limitation period of ten years as known
from the BPLC (section 230), from which a number of important exceptions were made, particularly
the three-year limitation period of several contractual claims as set out in section 231 (rentals (clause
1)), claims arising from the contract for service of craftsmen and the claims of persons engaged in
free trades, claims arising from contracts of sale on condition that the objects are “small-scale goods”
(clause 3)). In the case of defects detected in a transferred thing, the regulation involving remedies
and limitation periods derived from the BPLC and was based on Roman law applied (see above and
section 1502%13). The regulation concerning the accrual of the limitation period was largely derived
from the BPLC. According to the general rule contained in section 232 of the draft, the limitation
period accrued on the “date when the right to protection by court emerged”. As for claims under the
law of obligations, subsection 233 (1) (more precisely, section 3623 of the BPLC) provided for the
accrual of the limitation period as from the collectibility*!4, in the case of transfer deeds, the claims
to reduce prices and terminate a contract extinguished as from the delivery of the thing. The question
about the commencement of the extinguishment of the claims arising from the violation of a(n) (debt)
obligation or delicts. There is no special regulation to govern these matters. In the case of delictual
claims, the “eternal” question was whether damage as such served as an element of the claim for
damages or only an important component for determining the consequences of breach of an obligation
under the law of obligations or delictually protected legal benefit.

In any case, “the unawareness of a person entitled to claim of his or her right” did not preclude
limitation (section 225), while this also applied in the case of delictual claims.

The regulations concerning suspension (sections 235-240) and interruption (sections 241-247) of
the limitation period set out rather traditional compositions (limitation in the case of claims between
spouses, parents and children, absence of a guardian and force majeure; interruption when an action
is filed and in the case of acts equivalent thereto).

1.2. Reforms after restoration of independence

The situation in Estonian private law after the restoration of independence has been complicated. As
it was impossible to re-enact the Baltic Private Law Code valid during the first era of independence
(the act was in German), the ESSR Civil Code dating from 1964 remained in force at first. A new
Estonian civil law was approached step by step, gradually replacing the respective parts of the civil
code by adopting new specific acts. For limitation, the primary significance rests with the general
part of the civil code, replaced by the General Part of the Civil Code Act in 1994. It largely has the
status of a transitional regulation: in connection with the last stage of the civil law reform — the
adoption of the Law of Obligations Act — the applicable General Part of the Civil Code Act will be
thoroughly revised.

The provisions concerning limitation contained in Chapter 6 of the general part of the ESSR Civil
Code (sections 81-94) generally represented a relatively compact, balanced and reasonable regula-
tion of limitation periods

12 The draft has been republished in Tsiviilseadustik (Civil Code). Tartu: Tartu Ulikool, 1992 (in Estonian).

13 “The right to file an action for cancellation of a contract lapses in six months, the right to file an action for reduction of prices in one year
of the transfer date or the date when the defects of a thing had been denied later or the qualities thereof had been stated” (section 1502 of the
CO).

14 </.../ the limitation period commences on the date when the claim is in such a condition as an action may immediately commence against
the debtor failing to fulfil his or her obligation /.../”.
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According to the Civil Code, limitation was, above all, a procedural category. As a special feature
of Soviet civil law, limitation did not serve as an objection — the court was obliged to inspect
limitation at its own initiative (section 85). The consequences of limitation were also procedural —
expiry of a term acted as a basis for dismissal of the action (subsection 90 (1)). As limitation
represented a procedural term, it was also possible to restore it “with good reason” (subsection 90
).

In respect of the length of limitation periods, the Civil Code was very user-friendly — section 81 of
the Civil Code provided for three years as a general limitation period.”'> In relation with the effective
length of the limitation period, we still have to consider also the regulations concerning the accrual
and length of the limitation period. As a rule, the length of the limitation period accrued from “the
day when the right of action was created” (section 86), which actually meant a moment when the
person entitled to claim became aware or ought to have become aware “of the violation of his or her
right”.

For several important contractual claims, above all, for sale and employment, the Civil Code provided
for shortened limitation periods, modifying also the starting moment of the period. Hence, the claims
arising from the defect of a sold thing expired, according to sections 254 and 252, during the
maximum of one year of the delivery of the object of sale. In the case of employment contracts,
subsection 367 (1) of the Civil Code provided for a limitation period of six months after the
acceptance of the work. In the case of hidden deficiencies or deficiencies that could not be identified
by exercising ordinary care upon acceptance of the work, the limitation period extended to one year
(the last part of subsection 367 (1)), in the case of buildings even up to three years (subsection 367
(2)).

The General Part of the Civil Code Act that entered into force in 1994 replaced the ESSR Civil Code
part containing general provisions. With regard to limitation as an integrated institution this entailed
certain confusion as the specific provisions of limitation contained in the only part of the Civil Code
that is still applicable — in the part concerning the law of obligations*!® — continue to be valid in
their previous form (this concerns, above all, limitation of claims arising from contracts of sale and
employment contracts).

Nevertheless, we must be careful when assessing the provisions of the General Part of the Civil Code
Act governing limitation (sections 113—123). We must keep in mind that the General Part of the Civil
Code Act was one of the first acts adopted in the course of the civil law reform in Estonia. The draft
was prepared under considerable time pressure and the essential value of the solutions opted for
therein is questionable in several instances (e.g. in the part where the general limitation period of ten
years, originating from the BPLC, was established for contractual relationships, among other
relationships). Yet we cannot disregard the advantages of the Act and its general legal and political
disposition upon the transfer from Soviet civil law to the regulation of private law relationships
characteristic of a market economy.

However, a large part of the General Part of the Civil Code Act represents a mixture of the Civil
Code and the principles derived from the draft Civil Code of 1940. This applies, above all, to the
regulation of limitation periods.

In connection with the preparation of the draft Law of Obligations Act, the regulation of which should
replace the last applicable part of the Civil Code (law of obligations), amendment of the currently
valid General Part of the Civil Code Act also became topical. Occasional changes, when combined,
have yielded a new draft General Part of the Civil Code Act which should, upon the entry into force
of the Law of Obligations Act, fully replace the applicable regulation of the General Part of the Civil
Code Act. One of the significant issues that has caused much debate during the development of the
new General Part of the Civil Code has been the chapter on the law on limitation (sections 139-168);
this is, on the one hand, due to the negative assessment of the regulation of limitation periods in
various European legal orders and, on the other hand, the uncertainty prevailing during the prepara-
tion of the draft with regard to the specific development trends in the law on limitation in the unifying
European private law.

In the following overview, an attempt is made to describe the dangers and threats during the
preparation of the regulation of limitation and to assess the work done. The provisions of the draft

15 The provision was, in fact, more complicated, also providing a one-year limitation period for the claims between state organisations.

16 The ownership provisions of the Civil Code were replaced by the Law of Property Act, adopted in 1993; the family law part was replaced
by the Family Law Act (1994) and the law of succession part by the Law of Succession Act (1997).
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General Part of the Civil Code Act can also be assessed in the light of the recent developments in
European private law.

3. Point of departure of regulation of limitation
periods (functions of limitation)

The point of departure of the preparation of any regulation of limitation periods definitely relates to
the functions of limitation periods as an institute of law in private law. The main functions of
limitation periods in various European legal orders are, prima facie, very similar and can be summed
up in three basic statements*!” that should justify imposition of time limits upon the enforcement of
a claim:
- it will become increasingly difficult for a debtor to defend himself or herself from the
creditors’ claim as time passes;

- delay upon enforcement of claims gives rise to the debtor’s justified expectation that the
possible claims against him or her will not be filed;

- it is in public interest to ensure the reviewal of legal disputes as quickly as possible or
guarantee restoration of legal peace in any other manner.

The results achieved by specification of such relatively general and also generally accepted principles
in various legal orders still differ significantly.

In order to inquire about the possible structure of a modern regulation of limitation periods, the main
components of the institution of limitation periods should be identified on the basis of the functions
presented. Comparison of different systems of limitation periods and drawing of conclusions from
such comparison is complicated, above all, due to the fact that the components of the regulation of
limitation periods must be viewed collectively and in the context of their combined effects, taking
frequently also into account their substantive law background, i.e. the character, prerequisites and
competitive situations of expiring claims.”!® It is relatively pointless to compare limitation periods
prescribed for a particular claim in different legal orders without saying anything about the accrual
of the particular period, possible interruptions and suspensions and periods applicable to competing
claims. As a rule, the following set may be examined as the main components of the regulation of
limitation periods: length of the limitation period, accrual of the period, bases for the suspension and
interruption of the limitation period and finally, the issue of the imperativeness of the regulation of
limitation periods or, vice versa, of the permissibility of the agreements deviating therefrom.*!?

4. Structure of law of limitation, criticism of system

The traditional method of structuring the rules concerning limitation periods would be to regard the
above-mentioned “main points” in the context of various classes of typical claims and attempt to find
for such groups solutions that would satisfy the main functions of the law on limitation. When doing
this, the legislator frequently makes use of the structure that foresees an abstract “general limitation
period” for all possible claims together with the rules of the accrual, suspension and interruption of
the period. The next step is usually the provision of specific rules for different classes of claims or
for individual claims belonging to a particular class.

When examining the issue with a view to the law of obligations which is undoubtedly, both
theoretically and practically, the most important area of interest for the law on limitation, we may,
first and foremost, distinguish between contractual and non-contractual claims. Within the classes,
the making of distinction may have a multilevel effect. The possible claims may be distinguished by
means of the types of contract or by means of the function or content of the claim itself — enforceable
claims and secondary claims aimed at compensation for damage, reduction of price, efc.

17 See, above all, (together with the following references) R. Zimmermann (Note 1), p. 854; specifically of German law, e.g. von Feldmann.
— Miinchener Kommentar zum Biirgerlichen Gesetzbuch. Hrsg. von K. Rebmann; F. J. Sécker. 3w ed., Vol. 3. Schuldrecht. — Besonderer Teil
(sections 433-606). Rev. by H. P. Westermann. Miinchen: Beck, 1995, paragraph No. 6 for section 194.

18 Thus also Kommission zur Uberarbeitung des Schuldrechts: Abschlussbericht der Kommission zur Uberarbeitung des Schuldrechts. Hrsg.
vom Bundesminister der Justiz. Kln: Bundesanzeiger, 1992, p. 34.

19 R. Zimmermann (Note 1), p. 857; Note 17, p. 34.
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We may continue such distinction-making endlessly and it is obviously possible, when approaching
from the micrological level for example, to reason also that a claim for compensation of damage
arising from the employment contract due to the deficiency of work should expire basically as a result
of other criteria than a claim caused by breach of a lease contract. At a particular moment, however,
it seems more reasonable to turn around and shift our attention from differences back to general
regulation and search for harmonisation opportunities.

The German BGB provisions concerning limitation constitute a brilliant example of the problems
entailed by an over-complicated system of limitation periods. The consequence of an abundance of
different limitation provisions, their scatteredness and mutual distinction and the competition
problems arising therefrom is the fact that a system the main purpose of which is allegedly a rapid
restoration of legal peace and avoidance of debates related to complicated verification problems is,
in its complexity, an important source of complicated legal debates.”® Countless titles of legal
literature, commentaries and court decisions have been dedicated to the issue of limitation periods.
The need to alter the provisions concerning limitation periods has been regarded as the main concern
also in the framework of the German law of obligations reform.*2! A situation in which a significant
part of the court cases related to a particular type of contract is made up by debates concerning the
expiry of claims is, by all means, unsatisfactory, while this is true from the perspective of all interests
functionally protected by the regulation of limitation periods (interest of the public in the restoration
of legal peace, a debtor’s interest in clarification of the claim and the creditor’s interest in the
availability of effective means for the enforcement of claims). Thereby, on the micrological level,
just and reasoned rules of limitation lose their efficiency with regard to the system as a whole.

We may generalise and claim that similar problems exist in all legal orders where the legislator has
paid relatively little attention to the compactness of the regulation of limitation periods and
harmonisation of individual limitation periods and the bases for their duration, suspension and
interruption. Above all, danger arises in connection with a solution where the limitation regime
applied depends on the nature of the extinguishing right of claim. Thus, the English Law Commission
whose primary task is to prepare proposals concerning areas of law in need of reform describes the
applicable regulation of limitation periods using expressions “incoherent, needlessly complex,
outdated, uncertain, unfair and wastes costs”.*?2 The most radical reform schemes of the law of
limitation in Europe originate from Germany, and above all, from the expert analysis published by
Peters-Zimmermann in the framework of the BGB law of obligations reform*?3, and from England
in the form of the Law Commission Consultation Paper referred to above. These proposals have also
had a significant impact on the harmonisation tendencies of European private law.

5. Description of problem

The problems related to the regulation of limitation periods described above have, as a rule, two
sources: the problem of restriction and competition of limitation provisions or, more generally,
expiring claims. Although the problem of restriction is more of legal-technical nature and the issues
of competitiveness primarily have a substantive law background, both are closely interrelated and it
is difficult to separate them. These issues usually emerge when different types of claims are subject
to different regulation of limitation periods.

The distinction-making problem arises from a simple and, prima facie, banal fact that the various
criteria prescribed by law for distinguishing between expiring claims frequently remain imprecise
and ambiguous. Such difficulties may have their roots in a simple question, for example, taking
German law as a basis, in the question of what are “the works performed on a construction” or
Arbeiten an Bauwerken for the purposes of the first sentence of subsection 638 (1) of BGB. They
may end up with problems that are complicated already at first glance, such as a question of whether
breach of a contract of sales was committed by “supply of a deficient thing” (Lieferung einer

20 As vividly expressed by R. Zimmermann (Note 1), p. 858.

21 See, e.g. Abschlussbericht (Note 1), p. 15: “Der rechstpolitisch dringendste Handlungsbedarf wurde im Verjahrungsrecht erkannt.”; or a
more recent one: Informationspapier zum Entwurf eines Schuldrechtsmodernisierungsgesetzes (Stand 4. August 2000). Bundesministerium
der Justiz, 2000, pp. 5—-6. Available at: http://www.bmj.de/ggv/arbeitsh.pdf (28.04.01).

22 Limitation of Actions. Law Commission Consultation Paper 151. The Law Commission of England and Wales: 1998 (hereinafter: the Law
Commission), p. 241. Available at: http://www.lawcom.gov.uk/library/lccpl51/cp151ind.htm (28.03.01).

23 F. Peters, R. Zimmermann. “Verjahrungsfristen” im Gutachten und Vorschlige zur Uberarbeitung des Schuldrechts Bd. I. Hrsg. vom
Bundesminister der Justiz, 1981, S. 77-373.
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mangelhafter Sache™*) or “violation of other obligations”. The former case would be subject to a
limitation period of six months provided for in subsection 477 (1) of BGB, and the latter case to a
general thirty-year limitation period according to section 195 of BGB (only on condition that the
claim “was not founded on circumstances immediately and inseparably related to the deficiency of
the thing” — in such a case, subsection 477 (1) of BGB would apply on the basis of analogy).”> The
purpose of this example is not to start a detailed discussion of the issues related to sections 459 and
477 of BGB. It should demonstrate that the distinction-making problem creates a potential danger
that the actual aim of the limitation provision is lost in formal reasoning. This may easily lead to
contradicting assessments. The example of the contract of sale would create a situation where the
claims concerning breach of contract arising from the circumstances related more immediately to the
main performance of the seller would expire faster than the claims the relation of which to the supply
duty is more far-fetched and less immediate.

A similar threat to the balance of the law on limitation arises from the problems of competition related
to functionally similar claims, i.e. a situation where the same collection of vital circumstances
constitutes a basis for different types of claims while these claims aim at the satisfaction of similar
interests. In a developed system of private law, competition of claims is inevitable. In this respect,
problems arise, above all, in the law of obligations where competition occurs between contractual
claims as well as between contractual and extracontractual claims, and first and foremost, between
delictual claims. If these claims expire according to different rules, it creates several problems.
Firstly, it gives easily rise to contradicting assessments that are substantially difficult to reason.
Secondly, the implementer of the right is frequently tempted to artificially overlook the apparently
troublesome limitation provisions of the individual case concerned, and to settle the matter by means
of a competing rule of claim under the conditions of a more favourable limitation regime. However,
thereby the regulation of limitation periods tends to directly affect the content and impact of
substantive law, eliciting special solutions, determined by the law of limitation, and actually directing
the development of substantive law itself. Thus, the special character of the regulation of limitation
periods in the case of contracts of sale and employment in BGB has caused the barycentre between
contractual and delictual liability to shift considerably towards delictual law solutions and a more
favourable limitation regime for creditors (as a result of which the specific behavioural requirements
generally falling under the contract law and effective only intra partes transfer to law of delict,
affecting and altering its functions significantly).

The same circumstances have been in focus in the English Law Commission that has foregrounded
incoherence as the primary problem of the applicable law of limitation.*?¢, which arises, first and
foremost, from different limitation regimes applicable to different claims. This, in turn, leads to
contradicting assessments in result as the law of limitation as a whole has not been constructed on
the basis of uniform principles.*?’

To sum it up, it thus seems that finding the best limitation regime for each potential claim cannot be
the priority purpose upon the development of the foundations of the law on limitation periods. The
advisable point of departure should rather be an attempt at uniform and universal principles that could
offer acceptable solutions for a possibly wide range of different claims and represented conflicting
interests (debtor-creditor-public).

The main question arising in this context is naturally whether such a theoretical wish can be realised
in its pure form. In other words: is there a universal limitation regime offering satisfying solutions
for different types of claims and what are the possible and necessary exemptions therefrom.

24 Such test is simple only at first glance. In a situation where an undefined legal notion carries an extremely important practical meaning (e.g.
to identify the area of application of different limitation periods the lengths of which differ fundamentally), legal practice, if pressed by need,
may end up using extremely specific criteria when furnishing the simplest notion. An illustrative example is “deficiencies of a thing” for the
purposes of section 459 of BGB H. Putzo. — O. Palandt. Biirgerliches Gesetzbuch. 60" edition. Beck: Munich, 2000, section 459, paragraphs
No. I and 3.

25 Continuing and prevailing court practice in the form of a quote from the judgement of Bundesgerichtsthof of 07.03.83, published in:
Entscheidungen des Bundesgerichtshofes in Zivilsachen (hereinafter: BGHZ). Vol. 87, p. 92 (with the following references): “Insbesondere
findet die kurze Verjahrungsfrist auch auf Schadenersatzanspriiche wegen positiver Vertragsverlatzung anwendung, sofern die Schaden /.../
aus einem Sachmangel hergeleitet werden und zu diesem in unmittelbarem, untrennbarem Zusammenhang stehen. Dagegen ist § 477
Abs. 1 nicht auf Anspriiche aus positiver Vertragsverletzung anwenbar, die nicht aus einer Mangelhaftigkeit der Kaufsache selbst, also nicht
aus einer Verletzung der Lieferungspflicht, hergeleitet werden, sondern aus einer Verletzung von Nebenpflichten, die mit der Mangel-
haftigkeit der Kaufsache in keinem unmittelbarem Zusammenhang stehen.”

26 Law Commission (Note 22), pp. 241-242.
27 Ibid.
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6. Solution variants and topical treatments

Recognition of the above-described problems has led to a serious discussion about limitation periods
in European private law during the recent years, both within national legal orders and under the
framework of attempts to harmonise private law extending all over Europe. Two most conspicuous
and radical reform projects — the already mentioned Peters-Zimmermann study prepared in relation
with the German BGB law of obligations reform*?® and the Discussion Paper on the law on limitation
periods, published by the English Law Commission in 1998*2° — have developed from the problems
of national legal order. The obvious similarity between the typical problems of the law on limitation
periods and solutions offered in two countries with such controversial legal traditions testifies that
significant potential exists for harmonisation in this area. It is apparently not a coincidence that the
problems related to limitation periods have become a topical issue also in the two main committees
engaging in the harmonisation of European private law — UNIDROIT and the Commission on
European Contract Law headed by Prof. Ole Lando. Publication of both the UNIDROIT principles
and the chapters on limitation periods of the Principles of European Contract may be expected in the
near future.”? We may also presume that both the UNIDROIT Principles and the European Principles
follow, in their proposals, the principles the content and ideology of which are similar to the proposals
made by Peters-Zimmermann for reforming German and by the Law Commission for reforming
English law on limitation periods.

As briefly indicated above, the proposals made by Peters-Zimmermann in the framework of German
law of obligations and the solution offered by the Law Commission for English law are very similar
as to their point of departure and results. Taking into account the problems related to the regulation
of limitation periods described above, the purpose of both of them is to develop as uniform regulation
of limitation periods as possible for all claims. In order to accomplish this, one should return to
examining the functions of the law on limitation periods and the conflicting interests serving as the
basis therefor.

On the one hand, the regulation of limitation periods should preclude a situation where the filing of
a claim is delayed over a considerable period of time, which would be in conflict with the debtor’s
interests (renders it more difficult to defend oneself against the claim efficiently; is in conflict with
the debtor’s increasing expectation that the potential claim will not be filed) as well as public interest
in speedy and efficient settlement of the legal dispute and establishment of legal peace. This argument
is in favour of a short limitation period, which confirms a general legislative trend in Europe. On the
other hand, the regulation of limitation periods must ensure for the creditor a reasonable opportunity
to enforce his or her claim. Above all, the creditor must be provided with a sufficiently long period
for identifying a potential claim, verifying the legitimacy of the claim, collection of evidence therefor
and preparation of an effective enforcement in court. Both according to Peters-Zimmermann and the
Law Commission, it would be unfair if, when weighting the functions of limitation periods and the
parties’ interests, the creditor was punished under the rules of limitation by depriving him or her of
the claim, while he or she did not have an opportunity to discover the claim during the limitation
period and thus also to enforce thereof.”3! This statement concerns the accrual or suspension of the
limitation period — the limitation period cannot commence or should be at least suspended until the
expiring claim is not discoverable for the creditor or if the creditor is unable to enforce the claim due
to any other reason. Besides the creditor’s justified interest public interest also has to be taken into
account. There can be no question of the establishment of legal peace and speedy and efficient
settlement of disputes thereby if the creditor would be, due to the limitation regime, deprived of an
opportunity to file a justified claim and the claim would expire before the enforcement thereof would
become feasible.”3? After all, when relating the limitation period with discoverability of a claim, it
is not in conflict with the debtor’s justified interests that are important with regard to the functions
of limitation periods. The rules of limitation must impede the development of a situation where the
debtor experiences, due to the opportunities of presenting evidence that deteriorate over time,
difficulties in defending himself or herself against (potentially) unjustified claims, granting to himself
or herself for that purpose a summary objection to limitation. However, it is not the purpose of

287 F. Peters, R. Zimmermann (Note 23).

298 Law Commission (Note 22).

30 R. Zimmermann. Die “Principles of European Contract Law”, Teile I und II. — Zeitschrift fir Européisches Privatrecht, S. 391-393 (392).
31 R. Zimmermann (Note 1), p. 7.

32 [bid.
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limitation periods to create a situation in which such an objection would allow to disregard also the
justified claims in full.”3

According to the proposal of Peters-Zimmermann, all claims would principally expire during a
two-year limitation period. This limitation period would commence with collectibility of the claim
and the limitation period would be suspended for the period when the creditor is unaware and needs
not be aware of the existence of the claim against the debtor. The suspension possibility must still
be taken into account together with the absolute limitation period. According to the proposal, the
limitation period may, as a result of suspension, extend up to ten years.

There are only technical differences between the proposals of the Law Commission and those of
Peters-Zimmermann: the Committee proposes three years as a general limitation period, while the
limitation period would accrue from the moment when the creditor became aware or ought reasonably
to have become aware of the existence of the claim. Besides the short limitation period, the so-called
long stop limitation period must be also taken into account; it commences from the “act or omission”
serving as the basis of the claim and as a result of which the maximum limitation period may extend
up to ten years (in the case of personal damage, up to thirty years).

The definite advantage of such solution is the fact that it allows to subject the expiry of all claims to
uniform principles and terms. If the limitation period accrues when the person discovers the existence
of the claim or the limitation period has been suspended until that moment, there is principally no
difference in whether the expiring claim arises from a contract, delict or unjust enrichment, providing
the creditor with sufficient and justified opportunity to enforce his or her claim.*3

Criticism of such proposals has, to date, relied on the argument that it would not be the limitation
period that is important for practice with regard to such limitation structure, but rather the moment
when the creditor became or should have become aware of his or her right of claim.” This creates,
above all, a danger that the debtor is, as a rule, unable to identify the possible expiry of the claim by
means of circumstances belonging to the sphere of his or her impact or knowledge. The expiry of a
claim rather depends on circumstances related to the creditor as a person and belong to his or her
sphere of knowledge.**® The Law Commission points out the same potential problems, admitting that
the uncertainty of the central component of the solution is the price for increased legality achieved
with regard to the creditor by means of the criterion of discoverability*’, particularly for contractual
relationships where the parties have a justified interest in objective assessment of the moment when
the limitation period expires.”38

Nevertheless, the main objection to the regulation of limitation periods that are absolutely connected
to the criterion of discoverability lies elsewhere. Namely, such solution is based on the idea that a
limitation period may not, due to its nature, be in effect at the time when the creditor lacks an
opportunity to enforce his or her claim, also in the cases when the creditor cannot discover the
existence of the claim.”® However, the absoluteness of this argument is questionable: it is directly
dependent on the functions to be performed by the regulation of limitation periods in legal order. No
problems will emerge if only the functions of limitation periods listed in Part 3 above are used. This
list may not be exhaustive. Problems arise, above all, in connection with the purpose of the limitation
provisions in contractual relationships.

Namely, we may claim that in contractual relationships, short limitation periods carry a considerably
different function when compared to ordinary limitation provisions. The limitation periods in contract
law, again on condition that they are effectively short limitation periods, perform, above all, the
function of temporal apportionment of contractual risk for parties to the contract.™® Upon the expiry
of the limitation period, the debtor is released from contractual risks. The deficiencies that become
evident after the expiry of the limitation period in the object of contract or damage incurred will be
borne by the creditor. If the limitation provisions in contract law are understood, first and foremost,
as rules temporally redistributing contractual risks between the parties, the possibility that the claims

33 [bid.

34 See Note 17, p. 36.

35 [bid.

36 [bid.

37 Law Commission (Note 22), p. 252.
38 Ibid., p. 253.

39 R. Zimmermann (Note 1), p. 20.

40 Thus, for BGB section 477 D. Leenen. “§ 477 BGB: Verjéhrung oder Risikoverlagerung?” (Schriftenreihe der Juristischen Gesellschaft zu
Berlin, book 148). Berlin, 1997, p. 15 ff; Similarly, W. Flume. Archiv fiir die civilistische Praxis. 1993, Vol. 193, p. 89 f.
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arising from the contract expire before the creditor has an opportunity to discover that the nature of
the claim is absolutely legitimate with regard to such purpose.

If the limitation provisions are understood as a means to apportion contractual risk, this gives
inevitably rise to the accrual of the limitation period irrespective of the criterion of discoverability
examined above. This means that the limitation period is inevitably related to a criterion traditionally
known from contract law — expiry accruing from collectibility of a claim or, in the case of claims
arising from breach of contract, expiry accruing from the occurrence of the circumstance serving as
the basis for breach of contract.

When opting for apportionment of contractual risk between the parties as the main function of
contractual limitation provisions, which also justifies the situation where, particularly in the case of
latent damage, the limitation period may expire before the creditor has an opportunity to discover
breach of the contract and his or her claim, we may definitely keep in mind the limits within which
such apportionment of risk is still acceptable. Such apportionment of contractual risk is justified only
if the expiring claim really serves as a risk factor for the creditor, i.e. as a more or less likely threat
that a particular circumstance may occur. A person who is, upon the contractual performance, aware
of the deficiencies of the performance or must be aware of breach of contract, is not worthy of
protection by means of the limitation period. Interestingly enough, attention has not been paid to
such considerations in German law where the analogous function of apportionment of risk in the case
of contracts of sale is borne by BGB section 477. Leenen and Flume are obviously right when claiming
that the debatable regulation found in BGB section 477 is acceptable as to its purpose™!, if the
provision is correctly understood (once again: the function of apportionment of contractual risk!)."?
Unfair and condemnable results are rendered only by an analogous application of the short limitation
period of the section (six months) to claims for damages in the case of delictual liability of the seller™*?
(the original area of application of the provision, also justifying the short limitation period and arising
from Roman law was faultless liability of the seller*#*). Taking into account the particular features
of a contract of sale, the wrongful breach of contract by the seller with regard to the defects of a thing
usually includes cases where the seller does not inform the purchaser of the defect that is discoverable
to him or her or that the seller should have discovered (the seller is not the manufacturer, as a rule).
Thus, the conclusion is similar to the one above.**

Hence, the traditional treatment of limitation periods that relates the accrual of the contractual
limitation period to the occurrence of the circumstance serving as the basis for breach of contract in
the case of breach of contract needs to be corrected. It is already a question of legal technology how
the classes of such cases should be described (debtor’s fraudulent acts, intentional or delictual breach
of contract, discoverability or expected discoverability of the deficiency of performance or breach
of contract).

7. Assessment

Which of the two solutions should be preferred is obviously largely a legal and political question
affected by various financial considerations. However, several facts are contrary to the absolute
relation of the principle of limitation periods to the criterion of discoverability. It is clear that upon
apportionment of contractual risks, the temporal criterion is at least as important for contractual
relationships as other means of apportioning risk liability between the parties, particularly in a
situation where the bases for the debtor’s contractual liability are increasingly less related to the
criterion of fault (and it will undoubtedly be the prevailing trend in future European private law).

A situation where it is virtually impossible for the debtor to temporally predict contractual liability
risks is economically definitely unsatisfactory.”¢ If a definite wish to limit contractual risks tempo-

41 [ e. principally acceptable, disregarding the question of the legitimacy of the six-month limitation period (the general opinion is that it is
too short).

42 D. Leenen (Note 41); W. Flume (Note 41).
43 [bid.
44 W. Flume (Note 41), p. 89 ff-

45 According to W. Flume, the system of apportionment of risk related to short limitation periods differs “categorically” from the cases
involving delictual liability of the seller, where the seller should have discovered the defects of the object of sale, in which case a “long”
(section 195 of BGB) limitation period should be applied; see W. Flume (Note 41), p. 119.

46 See, e.g. BGH judgment BGHZ 77, 215 referred to German law (Note 24), pp. 222, 223.
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rally may be expected from a reasonable participant in transaction, the same principle should also
be, as a rule, provided in statutes.

Proceeding from similar considerations, the German Schuldrechtskommision also opted, in its final
report, for a less radical way of resolving the issues related to limitation periods and disregarded the
bulk of the proposals by the experts Peters and Zimmermann.*#” At the moment, we may presume
that the same principles dominate in the revived BGB Schuldrechtsrechtsmodernisierungsgesetz™*
that has, until recently, adhered to the principles reflected in the final report of Schuldrechtskom-
mision with regard to limitation periods."*

However, we may argue that the choice between different solutions largely depends on the subjective
assessment of the person who makes the decision. In principle, we may claim that the solutions
offered by Peters-Zimmermann or the Law Commission are in need of correction as regards their
claims in contract law, primarily in order to relate the commencement of the limitation period to
traditional criteria (collectibility, occurrence of the circumstance serving as the basis for breach,
delivery of the object of sale or acceptance of work). On the one hand, such variant should obviously
take better account of the needs upon fair apportionment of contractual risks; on the other hand, it
gives rise to many legal and technological problems represented by various exceptions and correc-
tives, which were described above as typical inadequacies of the regulation of limitation periods.

8. Regulation of limitation periods in new draft

General Part of Civil Code Act

The problems described above served as the topics of an important discussion also during the
preparation of the new draft General Part of the Civil Code Act. In its final version, the working
group still opted for a solution the main features of which largely remind us of the proposals found
in the final report of the German Schuldrechtskommision; expert analysis of the draft also supported
such choice of solution."?

Although the waiver of the criterion of discoverability may be considered a principally correct or at
least theoretically acceptable solution with regard to the claims in contract law, this inevitably entails
many problems that should be avoided upon the development of the regulation of limitation periods.

When the limitation periods in contract law are considered as means for the temporal apportionment
of contractual risk, a situation is created where the legislator should, through the limitation period to
be established, attempt to determine average and fair apportionment of risk for all types of contracts.
In this case, it is difficult to achieve as logically, the claims arising from relationships that entail a
greater risk potential or potentially latent and hardly identifiable damage should expire during a
longer period than ordinary claims. This is clearly testified by the specific regulation concerning
deficient constructions found in subsection 141 (2) of the draft General Part of the Civil Code Act.*!
Hence, the general three-year limitation period (subsection 141 (1) of the draft General Part of the
Civil Code Act) creates tension with regard to both aspects, but should, however, provide a fair
solution in the majority of cases. The provision of the law on limitation periods as optional law should
also contribute to the avoidance of problems.

A problem similar thereto but arising from a different aspect can not principally be disregarded in
solutions based on the criterion of discoverability: the long stop period offered frequently proves to
be too long for contractual relationships (according to the solutions of Peters-Zimmermann and the
Law Commission, for example, it is ten years). A significant reduction thereof (e.g. to three to five
years that would be reasonable for contractual relationships) does not satisfy the interests in the case
of extracontractual claims. However, when two limitation periods — the short limitation period
accruing from the discovery and the long stop period come relatively close to each other, it is
obviously more reasonable to abandon the uncertain criterion of discoverability (the same tasks are
functionally performed by different obligations concerning reporting of deficiencies).

47 See Note 21, p. 36.

48 Entwurf eines Schuldrechtsmodernisierungsgesetzes (Diskussionsentwurf — Stand 4. August 2000). Bundesministerium der Justiz, 2000.
Available at: http://www.bmj.de/ggv/eschurmo.pdf (28.04.01).

49 With reservations, see Note 21, pp. 5-6.
50 Prof. Dr. Walter Rolland, the former chair of the above-mentioned Schuldrechtskommision.
51 Substantially, see Note 21, BGB-KE subsection 195 (2).
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Application of different limitation regimes to different types of claims inevitably gives rise to the
dangers accompanying the problems of competition described above. As the claims in contract law
expire according to the same principles, the issue of competition primarily arises in relation with
non-contractual obligational relationships and, first and foremost, regulation of law of delict, to which
the limitation regime related to the criterion of discoverability applies (section 145 of the draft
General Part of the Civil Code Act). From the viewpoint of Estonian law, the dangers entailed thereby
may be considered minimum. This is primarily due to the reason that section 1149 of the draft Law
of Obligations Act precludes the competitive situation of compensation for delictual and contractual
damage for the majority of cases. The exemption applies, in principle, only to personal damage*s?
and is justified, taking into account the high level of protection of such legal benefits.

In conclusion, the author considers the choices made upon the preparation of the draft General Part
of the Civil Code Act as correct. However, this is not an absolute truth free of any criticism, which
should also be testified by this article.

52 This actually applies also to damage the prevention of which was not the purpose of the contractual duty violated. In such a case, a claim
for damages can be filed according to the provisions of delictual liability, but this case does not represent a competitive situation (such damage
is not compensated for according to the contract).
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Statutory Marital Property
Law de lege lata and de lege
ferenda

1. Introduction

In the light of the turbulent changing and reorganisation of the Estonian private law during the last
decade, family law has modestly remained in the background and has, apparently to the greatest
extent when compared to the other branches of civil law, maintained its decades-old structures and
forms.

The applicable Family Law Act*! entered into force on 1 January 1995. Its regulation method and
prevalent ideology largely rely on the ESSR Marriage and Family Code of 1969*> — a fact not
concealed by the authors of the Family Law Act of 1995.3

When comparing the applicable Family Law Act of Estonia with the corresponding laws of different
West European or American countries, then the general ideology of the Family Law Act of 1995 is
not actually outdated or overly ignorant of today’s forms of cohabitation. Rather, several structural
solutions dating back to the Soviet period have been fairly progressive in their overall regulative
content. Western countries have only within the last few decades come close to recognising certain
approaches that have been taken for granted in communist and post-communist society for a long
time, at least on the legislative level. For example, the Russian SFSR 18 December 1917 Decree on
marriage, children and establishment of vital statistics registers stressed the equality of spouses,
including their equal freedom to act in obtaining an income, and the equal treatment of children born
of marriage and those born outside marriage. The so-called factual marriages were recognised as
equal to registered marriages. In Germany, an equality law that granted married women greater rights
than before (including a statutory marital property regime based on the equality of spouses instead
of the usufructuary right of the husband) was passed only in 1957; but actual equality between spouses
was achieved later by the adoption of further laws — the last regulation that provided for the

1 Perekonnaseadus (Family Law Act), adopted on 12.10.1994; entered into force 1.01.1995. — Riigi Teataja (The State Gazette) I 1994, 75,
1326; last amended: Riigi Teataja (The State Gazette) I 1997, 35, 538 (in Estonian).

2 Eesti NSV abielu- ja perekonnakoodeks (Estonian SSR Marriage and Family Code), adopted on 31.07.1969; entered into force 1.01.1970.
— ENSV Teataja (The ESSR Gazette) 1969, 31, lisa; last amended: Riigi Teataja (The State Gazette) 1992, 11, 168 (in Estonian).

3 See E. Salumaa et al. Perekonnaseadus (kommentaar) (Family Law Act (Commentary)). — Juridica, 1995, No. 1, p. 2 ff. (in Estonian).
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advantageous position of the husband (the adoption of the husband’s family name as the marital
name) was repealed only in 1993."# Similarly, Dutch law waived only in 1957 its regulation
concerning the status of a married wife which resembled more that of a minor or custodian than that
of an equal partner.™

Although the general concept of the Family Law Act of 1995 in the broadest sense also corresponds
to the modern understanding of family relations, the fact that a number of problems have arisen from
the aspect of practical application cannot be ignored. The main shortcoming of the present Family
Law Act is its low degree of regulation. The Act contains a large number of declarative provisions,
but frequently lacks specific private law bases for claims to enable a person court protection of his
or her interests and rights. Parts of the Act are more like a compilation of programme positions and
leave adjudicative bodies such a scope for decision that it is almost impossible to predict the outcome
of a specific case from the provisions of law. The second direct need to review the Family Law Act
of 1995 arises from the general reforms of civil law (including amendments to regulation of active
legal capacity in the draft General Part of the Civil Code Act). Thirdly, in co-operation with different
international organisations and family law jurists of other countries, the need has been revealed to
pay more attention to internationally accepted and applied family law institutions and rights of
action.”® The time seems ripe to go on a second round and thoroughly review the applicable family
law.

Family law regulates the proprietary relations between persons mainly in two areas: the proprietary
relations of spouses and the proprietary relations arising from the right of guardianship (including
between parents and children). This paper focuses on the proprietary relations of spouses, and chiefly
on the statutory marital property relationship. As marital relations characterise a remarkable part of
subjects of private law, it can be said that marital property law affects the entire private law economic
turnover to a certain extent. Also, the arrangement of proprietary relations of spouses has a most
direct link to the law of obligations and the law of property, which in view of the current reforms in
Estonia renders the subject of marital property law highly topical.

2. Role of marital property regimes in family law

The marital property regime or property relationship sets out the real right status of each spouse’s
entire property (including the matter of belonging of the items of property under the sole ownership
of one spouse or in the joint ownership of spouses), the procedure for administration (use and
disposal) of the property, and its possible restrictions in view of the other spouse’s interests, liability
to creditors who are third persons, as well as rules for division of property upon termination of the
proprietary relationship.”” The objective of the marital property regime is — pursuant to the
accentuation selected by the legislator — to balance the various, often conflicting interests: the
personal interests of spouses versus general interests, the interests of the husband versus those of the
wife; the interests of spouses versus those of third persons (creditors, successors). The world practice

4 See A. Liideritz. Familienrecht. Miinchen: C.H. Beck’sche Verlagsbuchhandlung, 1999, p. 11, paragraph No. 28.
5 See M. J. A. van Mourik. Huwelijksvermogensrecht (Marital Property Law). Zwolle: W. E. J. Tjeenk Willink, 1994, p. 14.

6 Such recommendations and principles mainly arise from international conventions (European Convention on Human Rights, other UN or
European Council conventions and recommendations, agreements of the Commission International d’Etat Civil, as well as agreements
concluded in the framework of the Hague Conference on Private International Law). International co-operation in family law largely takes
place today on the level of international private law harmonisation (mutual recognition of national acts, such as marriages or divorces, and
court judgements concerning maintenance and curatorship of children, ezc.). Other co-operation projects mainly concern ensuring the rights
of children or other areas belonging to the field of constitutional law (equality of spouses in choosing the family name, ezc.). In the area of the
main topic of this paper — marital property law — only one known agreement has been concluded under the Hague Conference on Private
International Law: Convention of 14 March 1978 on the law applicable to matrimonial property regimes, which Estonia has not joined.

7 Further to the provisions on marital property relationships, regulation of the obligation to maintain the family and the mutual right of
representation of spouses also plays an important role in the proprietary relations of spouses. These norms are to be distinguished from the
marital property regime, insofar as their content is not to define the real right status of property, but rather obligations under the law of
obligations, concerning which property relations are irrelevant. These obligations are also of such importance from the viewpoint of the family
as a whole that they should apply as preceptive norms to any arrangement of the proprietary relations of spouses, so that the possibility to
deviate from these under a marital property contract would be quite limited.
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knows a large number of marital property regimes, which can be broadly generalised into two basic
models: separate property and joint property regimes. However, these do not occur in the pure form,
because the interests of the society and of an individual require a combination of the elements of both
models."®

Within a legal order, marital property regimes divide into statutory property systems and those based
on a marital property contract.”

A statutory marital property relationship regulates the proprietary relations of spouses only pursuant
to law, unless they have entered into a marital property contract in the required form or until the
statutory marital property regime is not terminated on other grounds (e.g. by court judgement).

The statutory marital property relationship is the most important property regime, the role and spread
of which in both Estonia and in foreign countries by far exceeds the role of all alternative marital
property relationships or those created by a marital property contract.”! Although the relevant
statistics are not available in Estonia®™!, it can be said that the vast majority of married couples do
not enter into a marital property contract, which is why the statutory marital property relationship
directly applies to the proprietary relations of the greatest number of married people. This requires
that the statutory property system should be particularly elaborated and balanced, because it governs
the relationships of people of most different proprietary positions.

3. Mutual proprietary rights created by statutory
marital property law

In the post-World War II Estonian family law regulation®!? the system of joint property of spouses
has become so commonplace that its amendment or replacement by another regime regulating the
proprietary relations of spouses has not even been discussed on a larger scale.The following part of
the paper focuses on the problems related to the marital property regime established by the applicable
law and provides an opinion on the ability of the regime to function.

3.1. Statutory marital property relationship de lege lata:

joint property system

3.1.1. General

Pursuant to the applicable Family Law Act, the property acquired by spouses during marriage
becomes the joint property of spouses, while property owned by a spouse prior to marriage remains
his or her separate property.”!*> According to family law terminology, this is the limited community
property or joint acquisition regime*'4, which as characteristic to community property relationships

8 See C. Hegnauer, P. Breitschmid. Grundriss des Eherechts. Bern: Stampfli Verlag AG, 1993, p. 209, paragraph No. 22.03 f:; G. Hohloch.
Die Entwicklung des deutschen Familienrechts im europdischen und internationalen Zusammenhang. — Brennpunkte des Familienrechts.
Berlin: Rechtspraxis, 1998, pp. 108, 143 (a review of statutory marital property regimes in European countries).

9 See also Family Law Act subsection 8 (2).

10 For instance, in the Netherlands marital property contracts are concluded in ca 25-30% of marriages. This is considered to be one of the
highest rates in Europe. See M. J. A. van Mourik (Note 6), p. 75.

11 Information on concluded marital property contracts is available from the marital property register, but it should be kept in mind that
registration of marital property contracts in the register is not mandatory with respect to validity of the contracts — the contract is entered in
the register only at the request of a spouse. An entry in the marital property register is relevant for third parties (Family Law Act subsection
10 (6); Marital Property Register Act subsection 7 (2)). Summarised statistical data on the contracts entered in the marital property register
are also not available, as the registrars are the land registries acting in county and city courts (Marital Property Register Act subsection 2 (1))
and there is no common database.

12 From 1 January 1941 the Russian SFSR Code of Marriage, Family and Guardianship Laws applied in the territory of Estonia, section 10
of which provided similarly to the later ESSR Marriage and Family Code of 1 January 1970 that property acquired by spouses during marriage
is regarded as their joint property, while the property owned by the spouses prior to marriage remained their separate property.

13 Family Law Act subsection 14 (1), subsection 15 (1).

14 Limited community property in German: beschrdnkte Giitergemeinschaft, Errungenschaftsgemeinschaft or Errungenschafisbeteiligung; in
Dutch: beperkte gemeenschap van goederen.
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entails a fairly strong proprietary bond between the spouses. Any community property relationship
remarkably limits the spouses’ economic freedom to act and thus greatly interferes with the personal
sphere of spouses. Therefore, the question that needs to be answered first is whether the joining of
proprietary rights enables to protect the rights of all parties concerned better than other possible legal
structures do, and whether it thereby justifies the limitations characteristic to this property system.

Marital property systems creating joint property rights have been regarded as characteristic of the
social nature of marriage — they correspond to the understanding of marital cohabitation as a social
unit, which joins together both the personal and proprietary spheres of the spouses.”'> The concept
of community property directly relates to the notion that marriage is for life: having permanently
linked their fates, spouses agree to incur each other’s proprietary losses. This shows that community
property as a marital property regime does not intend to create flexible and differentiated solutions
for divorce or other cases of division of joint property, but is chiefly targeted at fixing the joint liability
of spouses during marriage. The great divorce rate, however, forces one to consider the need to
arrange the division of joint proprietary rights in an adequately efficient manner while having regard
to the reasoned interests of both parties.

3.1.2. Scope and definition of the sphere of joint proprietary interests

Pursuant to the statutory marital property regime set out in the Famlly Law Act of 1995, almost all
valuable property acquired during marriage becomes joint property.”'¢ This also includes property
acquired by a spouse on account of his or her separate property. Court practice too has largely relied
on the grammatical interpretation method in this respect.”!” According to court practice, the proceeds
of an item acquired prior to marriage, which is separate property, is regarded as joint property; only
when joint property is divided the court may declare a part of the joint property to be the separate
property of a spouse, or to deviate from the equality of the shares of the spouses if joint property was
acquired on account of the separate property of one spouse.*!®

Against such a definition of joint property speaks the argument that simple replacement of an item
belonging with separate property (such as a car) for another item of value (a sum of money
corresponding to the market value of the car) means acquisition purely within the real right meaning,
not in the economic meaning, and the property does not increase due to the transaction. This is why
the items of value acquired on account of the separate property of spouses cannot be formalistically
included in the sphere of joint proprietary rights of the spouses, and neither does it correspond to the
society’s perception of law. Such a property system significantly complicates the exercise of the
collector’s rights, because he cannot predict which items the court would assign to which spouse
when joint property is divided. Pursuant to the Family Law Act of 1995, the entire property of a
spouse related to economic activities (e.g. as a sole proprietor) is also regarded as belonging with
joint property, insofar as it has been acquired during marriage. For example, a spouse running a car
dealership should acquire the written permission of the other spouse for the sale of each car*!®, which
may become an inhibiting factor to business, although the other spouse has essentially no interest in
the business activities of the first spouse. On the contrary, the inclusion of one spouse’s business-
related property in joint property means a significant risk for the spouse who is not involved in the
business, because if the economic situation impairs and property decreases, his or her share in the
joint property also decreases. The possibility to regard property related to economic activities as the
separate property of the spouse who runs a business exists in the form of the marital property contract,
but as mentioned above, this possibility is not widely used. The marital property contract option
cannot therefore be regarded as a sufficient means of hedging economic and other risks.

15 Also see the preamble of the ESSR Marriage and Family Code (adopted on 31.07.1969): “The Soviet marriage and family legislation shall
actively contribute to the final clearance of family relations of economic considerations /.../” (author’s accentuation — K.K.).

16 Exceptions are provided in section 15 of the Family Law Act. These are property acquired during marriage as gift or by succession, as well
as property acquired after the factual termination of conjugal relations, and personal effects.

17 See as a typical example the judgement of the Tartu Circuit Court of 5 May 1999 No. I1-2-128/99 (a spouse exchanged the apartment owned
by the spouse prior to marriage for contribution in a dwelling association — as the exchange took place after marriage, the circuit court regarded
the contribution as the joint property of spouses). It is worth mentioning that the prevalent interpretation of the Marriage and Family Code
applicable prior to entry into force of the Family Law Act was different despite the similar texts of section 20 of the earlier law and section
14 of the present Act. Money received from sale of separate property also remained the personal, i.e. separate property of one spouse. Also
items acquired for money belonging as separate property to one of the spouses were regarded as the separate property of that spouse. See J.
Ananjeva, E. Salumaa. Eesti NSV abielu- ja perekonnakoodeks: kommenteeritud véljaanne (Estonian SSR Marriage and Family Code:
commented issue). Tallinn: Eesti Raamat, 1974, p. 39 (in Estonian).

18 Family Law Act subsection 19 (2) 3).
19 As cars are movables subject to registration — Family Law Act subsection 17 (4).
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The court may, at its own discretion, deviate from the principle that property acquired prior to
marriage is the separate property of spouses and property acquired during marriage is their joint
property.*? Therefore, the division of property rights upon division of joint property is largely
unpredictable until actual division. It is apparent that the existing statutory marital property law has
no common and clear methodology to predict which part of property is to be divided as the joint
property of spouses and which part is assigned to the sole ownership of one spouse upon division.

3.2. Mutual proprietary rights arising from the statutory marital
property regime de lege ferenda

3.2.1. Overview of statutory marital property relationship provided in the draft law

The proprietary relationship set out in the draft law does not provide for the community property or
joint property of spouses neither with regard to property acquired prior to marriage nor with regard
to that acquired during marriage. Instead, the entire property of each spouse is regarded as separate
throughout marriage (and the statutory proprietary relationship, respectively), which each spouse
may freely use and dispose of at his or her own discretion. This so-called acquired property offset
system would enable to avoid several disadvantages of the joint property relationship, which mainly
relate to the extension of joint ownership to all property acquired during marriage, the restrictions
arising from this to economic activities, and the complicated issues of liability.

The effects of the described property relationship mainly arise upon its termination (and not during
it), which in turn relates to termination of marriage or entry into a marital property contract, which
establishes another arrangement of the proprietary relationship of spouses. Essentially, the statutory
proprietary relationship of spouses as provided by the draft law yields a similar result as the
community property of spouses under the present Family Law Act: each spouse will have the right
to an equal part of what the spouses jointly acquired during marriage, insofar as both spouses have
contributed to the acquisition and increase of property with their work or this was enabled by the
division of duties within the family. Instead of joint ownership, however, each spouse will be entitled
to a right of claim under the law of obligations, pursuant to which he or she is guaranteed a fair part
of what was acquired during marriage. The right of claim arises as from the moment the proprietary
relationship terminates. On this basis, the increase in property acquired in the meantime is divided
on the basis of whether and to what extent the property of spouses increased during the statutory
regime. The spouse whose property increased to a lesser extent when compared to the other spouse
is entitled to claim from the spouse whose property increased to a greater extent half of the amount
by which the increase in the other spouse’s property exceeds his or her own (offset claim). During
marriage, the provisions regulating marital cohabitation and maintenance of family ensure that both
spouses, in a due and adequate manner, participate in obtaining the means necessary to cover the
needs of the family and through this enjoy the property and income of the other spouse.

Although the described marital property system does not render the property of spouses joint, it does
not exclude the creation of joint proprietary rights of spouses. For example, property may be acquired
into the common ownership of spouses, or into their joint ownership under a joint activity agreement
(association agreement). Insofar as common ownership is concerned, the legal shares of each spouse
are regarded as their separate property, which shall be disposed of having regard to the interests of
the other spouse as a common owner and the family.

The so-called acquisition property system was already provided in Part I of the second book of the
draft Civil Code of 1940 as prepared under the guidance of J. Uluots."?! The present draft also uses
the terminology of the 1940 draft as a basis.

20 Family Law Act subsection 14 (2), subsections 19 (2) and (3).

21 The statutory marital property relationship described in this paper and set out in the new draft Family Law Act is largely based on the
provisions of the Civil Code of 1940. The family law legislation of a number of countries (including the Netherlands, Germany, Austria,
Switzerland, Ontario and Alberta provinces of Canada, Latvia, efc.) have also been used as an example.
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3.2.2. Accounting methods

Concerning the statutory marital property regime, the draft law follows the example of the draft Civil
Code of 1940 and introduces the following concepts of property: (1) basic property, (2) acquired
property, and (3) aggregate property.

The practical effects of the proprietary relationship under discussion definitely depend on which part
ofthe property of a spouse is regarded as his or her basic property and which part is treated as acquired
property. These two categories of property are in an inverse relation and form the aggregate property
of a spouse. According to the legislator’s choice, basic and acquired property can be defined either
toward the separateness of proprietary rights (if the bulk of a spouse’s property is included in his or
her basic property) or as creating greater mutual rights and obligations (the larger the acquired
property, the greater the offset claim of the other spouse). The main criterion in this respect should
be to balance the proprietary interests of spouses: the marital property regime should enable to have
as adequate as possible regard to the extent to which the spouse entitled to offset of acquisitions has
contributed to the increasing of the other spouse’s property, i.e. creation of acquired property, during
marriage.

(1) Basic property means, according to the draft law, the core set of the proprietary rights of a
spouse and covers the following rights:
(1) the property belonging to the spouse at the moment of entry into force of the statutory
proprietary relationship;

(i1) property acquired by the spouse during the statutory proprietary relationship by succes-
sion, grant or other disposal free of charge;

(iii) property acquired by the spouse on the basis of the proprietary rights belonging with his
or her basic property, as well as property acquired as compensation for transfer, destruction,
damaging or deprivation of an item of basic property.

The latter clause sets out the principle that the basic property of a spouse does not merely include
the property existing at a particular moment of time, but also the proprietary benefits directly related
to such items of property (property acquired on account of basic property). The provision particularly
covers various acts that a spouse is entitled to from third parties on the basis of ownership, as well
as other real right relations and also relations under the law of obligations. These include, for example,
the selling price or other consideration received upon transfer of an item, property acquired for money
that belongs with basic property, as a rule, the benefit resulting from items of basic property*??,
insurance indemnity, compensation for expropriation, compensation received due to unlawful dam-
age if an item of the property of the spouse was damaged, efc. Increase in the value of basic property
(e.g. stocks) also belongs with basic property. Thus, the basic property of a spouse forms a certain
core that remains basically in the same scope throughout the proprietary relationship and enables the
spouse to dispose of such property at his or her own discretion without the legal status of this category
of property changing from the aspect of the proprietary relationship of spouses. However, the draft
law provides for an exception to the above general rule — namely, the basic property of spouses does
not include the value of expenses made by each spouse during the statutory proprietary relationship
on gaining benefit from the property through work or proprietary acts. The value of such expenses
must be included in the acquired property of the spouse in connection with whose property such
expenses were incurred. The exception attempts to adhere to the original principle of the selected
statutory proprietary regime, the goal of which is to ensure each spouse an equivalent part of that
which was acquired during marriage and to have regard to the efforts made by the spouses in the
interests of each other and the family.

Rules are also established on which liabilities are deducted from basic property (liabilities arising
from unlawful damage caused by the spouse, and also the sum by which the spouse has deliberately
reduced the value of his or her property).

(2) Aggregate property is the whole property of a spouse after termination of the statutory
proprietary relationship, less the spouse’s total liabilities as of that time.

(3) Acquired property is an entirely figurative amount and does not constitute actual property in
the proprietary relationship of spouses. The acquisition amount is the sum received by deducting
the value of the spouse’s basic property from the value of his or her aggregate property. As the

22 The benefit of a thing (the fruit) is defined in section 23 of the Law of Property Act (see also section 61 of the new draft General Part of
the Civil Code Act). This covers both the natural and civil fruits of a thing — fee from granting use of a thing to a third person (rent, licence
fees, efc.), dividends, interests, late interests, efc. There are, however, exceptions to the inclusion of benefits in basic property (see below).

JURIDICA INTERNATIONAL VI/2001 83



Statutory Marital Property Law de lege lata and de lege ferenda
Kai Kullerkupp

composition of the basic property of a spouse is exhaustively set out by law, acquired property can
also be defined negatively — it is the property which is not the basic property of the spouse.

Besides the above basic principles, the regime to be applied to items of property and the division
methods of acquired and basic property are also allowed to be defined otherwise under a marital
property contract. Spouses may provide in a marital property contract that certain types of things
(e.g. securities), which are acquired during the property acquisition regime, belong with the basic
property of the spouses.”?

It is important to say that the purpose of the above categories of property is mainly for calculations.
The calculations are based on the value of property that determine the size of the potential mutual
rights of claim; the question here is not in the rights of ownership to any specific items of property.
As opposed to the statutory regime of the presently applicable law, the given property system allows
to focus on the dynamics of proprietary relations in the economic sense, i.e. it takes account of the
actual changes that have taken place in the proprietary status of a spouse during the marital property
regime.

3.2.3. Offset claim

If the acquired property of one spouse exceeds that of the other spouse, the spouse whose acquisition
is smaller is entitled to one-half of the sum by which the other spouse’s acquired property exceeded
his or her own. The goal of the offset claim is to create a situation in which each spouse’s property
will have increased during marriage (and the statutory proprietary relationship, respectively) in equal
parts. The prerequisite for applying the proprietary compensation mechanism is that one spouse’s
property increased during the statutory proprietary relationship, while that of the other spouse did
not or only increased to a small extent. If each spouse’s property increased equally, the offset result
is zero and neither will have the right of claim against the other.

The offset claim is a financial liability under the law of obligations, which in itself does not give the
right of claim to the ownership of specific items of property. Disputes over which spouse owns a
particular thing or whether a thing belongs with the joint property of spouses should therefore
significantly diminish. Instead, the calculated value of increase in property will have to be proved.

An offset claim arises when the proprietary relationship ends (upon divorce, conclusion of marital
property contract or upon premature offsetting) and can also be bequeathed and assigned as from that
moment.

3.3. Protection of rights arising from

statutory marital property relationship

3.3.1. Restrictions on disposal of property

The present Family Law Act imposes restrictions on the disposal of joint property based on a
mechanical division of things into movables, registered movables and immovables; no restrictions
apply to transactions with separate property.”>* According to the regulation of the present Family
Law Act, nothing prevents a spouse from transferring or encumbering, for instance, a residential
building in which the family jointly resides, if the building belonged to the spouse already prior to
marriage and is thus a part of his or her separate property.

On the other hand, according to the new draft law, restrictions particularly apply to the disposal of
property that belongs with the sphere of both spouses’ (the family’) joint and primary interests,
regardless of their belonging with one spouse’s independent set of property. Specific cases are
provided in which a spouse may dispose of his or her property only with the consent of the other
spouse:
(a) if the object of the disposal or the assumed obligation is the whole property of a spouse or
the majority of it, and

23 By explanation, it should be mentioned that this concerns items of property that are not acquired on account of a spouse’s basic property
(e.g. securities are purchased for wages).

24 Family Law Act subsection 17 (3)—(5).
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(b) if'the disposal or the assumed obligation concerns the dwelling in which the family jointly
resides, as well as the substantial property belonging with the dwelling (ordinary furnish-
ings).

Other disposals do not presumably concern the welfare of the other spouse (who is not the owner of
the property) and the rest of the family to such an extent as to justify the imposition of restrictions
on disposal in the form of the obligation to obtain the consent of the other spouse. The lack of consent
is also elaborated (voidness of transaction), but a possibility is provided to replace a missing consent
with a later approval. At the same time, the restrictions on disposal of the entire property of a spouse
or the bulk of it, as well as restrictions on the disposal of the object used as a dwelling, are planned
to be absolute: acquisition in good faith by third parties is excluded in such transactions.

3.3.2. Joint ownership versus offset claim

The question may be raised whether the right of claim arising upon termination of the above-described
marital property regime protects the spouse who is at a weaker position equally with the joint
ownership provided in the present Family Law Act, which is created as of the moment of acquisition
of property and can be henceforth protected under the relevant rights of claim. The question lies in
the efficiency and potential effects of the measures established in the interests of the protected party.
In case of joint property of spouses, with which one of the spouses concluded transactions adverse
to the other party, the damaged party can apply for the protection of his or her interests only in court.”?
Acquisition of items of joint property in good faith by a third person as a result of disposal performed
by one spouse is also not excluded. Moreover, the present Family Law Act does not enable a spouse
to demand termination of the community property relationship similarly to termination of a marital
property contract under subsection 11 (2) of the Family Law Act, if the other spouse is bankrupt or
handles the joint property in a dissipatory or damaging manner.*2¢

Thus, the compensation claim system under the law of obligations as offered in the new draft law
enables to protect the interests of the economically less well-off spouse at least to the same extent as
the joint property relationship under the Family Law Act of 1995. The draft law also provides for
the right of claim for premature offset of acquired property if one of the spouses violates the
proprietary (economic) obligations arising from the conjugal relationship, concludes transactions for
which the consent of the other spouse is required without such consent, or otherwise intentionally
damages the potential future offset claim of the other spouse. As a result, adverse effects on the
spouse entitled to an offset claim can also be avoided if the marriage is not divorced. When acquired
property is offset prematurely, then a separate proprietary relationship will take effect, thus prevent-
ing further damage to each other’s potential proprietary rights and also creating a clearer situation
for third parties.

3.4. Transactions between spouses

3.4.1. Applicable Family Law Act

Pursuant to section 16 of the Family Law Act, spouses may enter into transactions with each other
concerning separate property, whereas no specific form is provided for such transactions. The joint
effect of section 16 and section 14 raises questions due to their general formalistic approach that only
takes account of the law of property meaning of acquisition: if one of the spouses desires to transfer
to the other an item of separate property, the item becomes a part of the joint property of spouses
under subsection 14 (1) of the Act. It is difficult to find a derogation to section 14 from section 16,
which would enable to deviate, in relations between spouses, from the general rule, according to
which everything acquired during marriage become the joint property of spouses. Therefore, the

25 Family Law Act subsection 17 (2), Law of Property Act subsection 70 (6), section 71 ff-

26 In case of a statutory joint property relationship, a spouse can, in such case, only apply for division of joint property in a court under
subsection 18 (5), but this does not constitute termination of the proprietary relationship: property acquired after division of joint property
will still be the joint property of spouses (subsection 18 (6)); the court cannot impose any other marital property regime for the spouses or
oblige the spouses to enter into a marital property contract.
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actual effect of transactions between the spouses is different from that probably desired by the spouses
in their proprietary relations.*?’

Problems have also arisen from the applicable Family Law Act in determining the legal proprietary
regime in the case when an item that belonged with the joint property of spouses is desired to be
given to one spouse so that it would thereafter form a part of the separate property of that spouse. In
such case, the law provides for the possibility to enter into a marital property contract™$, while the
applicability of section 16, pursuant to which the spouses could, during their marriage, fully or partly
divide the joint property in any form, which can be done only in respect of specific items of property,
remains unclear. In the first case (marital property contract) the result would be that in case of a
mutual transaction between the spouses, the result would be the applicability of significantly stricter
formal requirements than those generally provided for the same transaction (e.g. sale of a car)
(notarised contract, entry in the marital property register in view of third parties). On the other hand,
if joint property were permitted to be partly or fully divided under an agreement between the spouses
in any form at any time during marriage, this may cause a situation in which the spouses are formally
in a joint property relationship (i.e. they have not entered into a marital property contract within the
meaning of section 9 of the Family Law Act), but have already divided all property pursuant to section
16. In such case, the provisions of neither the statutory marital property relationship nor the marital
property contract fulfil their function, while third parties, including creditors, have no idea of the
arrangement of proprietary relations between the spouses. A danger arises that the proprietary
interests of the spouses themselves as well as those of creditors are damaged. However, such
agreements must be regarded as permissible under the wording of section 16 of the presently
applicable Family Law Act, insofar as the generally used interpretation methods do not yield a
different result.

Due to the above problem, difficulties have arisen in practice concerning taxation of the mutual
transactions of spouses.”? Under tax law, the actual economic nature of a transaction serves as the
basis and economic categories are applied (income and expense, accompanied by an actual change
in the status of the property). As mentioned above, the bases of the Family Law Act of 1995 are the
opposite when it comes to determination of joint property.

3.4.2. Solution provided in the draft law

In case of the “offset of acquisition” property relationship set out in the draft law, spouses are treated
during the property regime like essentially unmarried persons as concerns their mutual proprietary
relations (taking into account the above-described restrictions on disposal and other proprietary
obligations to the family). This means that they can enter into transactions with each other similarly
to all other subjects of law, regardless of any further demands besides those generally arising from
the law of obligations. Therefore, a transaction between spouses by which one spouse transfers to
the other a part of his or her property is not a marital property contract but an ordinary sale, grant or
other disposal transaction.

Because during marriage the spouses do not have joint rights regarding property acquired by the other
spouse, property actually transfers from one category to another under the statutory proprietary
relationship provided in the draft act. Through this, transactions between the spouses acquire a clear
meaning also for third parties, including from the tax law aspect.

3.5. Liability for obligations of spouses

3.5.1. Determination of liability in case of community property

A community property relationship frequently complicates the issues of liability in relations with
third parties. Particularly, the issues of liability under the law of obligations may, with regard to the
proprietary equality of spouses (equal rights of disposal) lead to conflicting results: if joint property
were liable for all obligations of each spouse, this would mean giving an unreasonable advantage to

27 However, the spouses still have the possibility to enter into a marital property contract, which can set out that property acquired from the
other spouse will belong to the separate property of the first spouse (see Family Law Act subsection 9 (1) 2)).

28 See the previous notes with reference to subsection 9 (1) 2) of the Family Law Act.

29 See e.g. judgement No. 3-3-1-57-00 of the Administrative Chamber of the Supreme Court of 15 January 2001 (Riigi Teataja (The State
Gazette) 1112001, 3, 22) (in Estonian).
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creditors and damaging the spouse who has no debt obligations. If joint property were liable for joint
debts only, this would damage the interests of creditors. But if a creditor has to file a claim against
a spouse’s part of joint property to satisfy a claim, the marital joint property would be divided on the
grounds of circumstances completely unrelated to marriage. Such a “prerequisite” also makes it more
difficult for a creditor to satisfy claims."30

Pursuant to the applicable Family Law Act, a spouse is liable for his or her proprietary obligations
with his or her separate property and the part of joint property that would belong to him or her if joint
property were divided. This implies that if the separate property of the spouse is not sufficient to
cover the liability, joint property has to be divided, including at the creditor’s request (through a
bailiff). Such a solution cannot be regarded as fair to the other spouse (who is not the debtor), because
the joint proprietary rights of that spouse and the spouse who is a debtor would be interfered with on
grounds not related to the conjugal relationship. During execution proceedings, the right of the other
spouse to possess, use and dispose of joint property is not guaranteed."3!

To determine for which obligations a spouse is primarily liable with his or her separate property and
for which obligations primarily with joint property, the Family Law Act sets out the assumption of
obligations in the family’s interests as the sole criterion (subsection 20 (2)). This is a provision that
can be extremely broadly interpreted and its application is apparently not limited to transactions
necessary to satisfy certain everyday needs, but also extend to greater investments (e.g. borrowing
to buy immovable property), which depending to factual circumstances may benefit the family (and
hence be in the interests of the family) or vice versa — damage the family (be against the interests
of the family). It appears that completely different bases play a role in the creation of joint proprietary
rights and obligations under the presently applicable statutory property regime. Whilst any property
acquired during marriage (including property acquired on account of separate property) becomes
joint property, obligations become joint only insofar as they have been assumed “in the family’s
interests”. This can be seen as an imbalance, because the statutory marital property regime does not
practically enable to increase the separate property of either spouse by natural methods during
marriage."3?

3.5.2. Regulation of liability in the draft law

According to the solution provided in the draft law, not only the property itself, but also the
obligations of each spouse remain separated, which gives the spouse who handles his or her property
rationally remarkably better protection against the other spouse’s risky financial and economic
transactions. Since there is no joint property, there are, as a rule, no joint proprietary obligations and
no danger that one spouse’s creditor could interfere with joint rights. Such a solution stresses the
independent liability of the spouses as subjects of private law.

As exception to the divided proprietary liability principle are obligations arising from certain
transactions made in the family’s interests, which bind both spouses as solidary debtors. This
particularly concerns the ordinary everyday needs of family members** and does not depend on the
property regime applicable between the spouses.

4. Conclusions

One can assume from the above that community property, or otherwise said, joint ownership
established by the statutory marital property law, is not necessary to protect conjugal cohabitation
and the proprietary interests of family members from the legal aspect. Preservation of the property
used to the family’s benefit (such as the joint dwelling of the family, household property, etc.) can

30 E.g. A. Liideritz (note 5), p. 111, paragraph No. 296.

31 llustrative court practice is available on the bankruptcy of one spouse. In its judgement No. 3-2-1-104-96 of 3 October 1996 the Supreme
Court found that items belonging to the joint property of spouses cannot be excluded from the bankruptcy estate and they can be attached until
joint property is divided — Riigi Teataja (The State Gazette) III 1996, 26, 350 (in Estonian).

32 This is only possible by entering into a marital property contract or by disposals from third persons free of charge (Family Law Act section
15).

33 E.g. acquisition of food, thermal energy, lighting and clothing, health expenses, maintenance and education costs of children, as well as
other needs such as recreation. Such obligations may not exceed a reasonable degree corresponding to the ordinary living conditions of the
spouses. The scope of this definition is to be shaped by court practice, but it can certainly not cover major expenses targeted to the future,
such as purchase of a dwelling, etc.
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also be ensured by other means (such as restrictions on disposal).”3* This also covers events when
the property that serves as the basis for such family life belongs under the sole ownership of one
spouse and such events that the joint property regime established by the Family Law Act of 1995
does not take into account.

The main shortcoming of the community property relationship in view of today’s economic and social
relations is the excessive overlapping of the proprietary spheres of spouses, which in turn gives rise
to complicated liability relations. It seems the most expedient to introduce such an arrangement of
marital property that leaves the proprietary spheres of spouses more separate than they are presently,
i.e. independent from the other spouse’s acts that affect the status of the property. At the same time,
events where the contributory acts of both spouses are required for a transaction would be limited to
situations of decisive importance to both spouses and the family. The scope of the mutual proprietary
rights and obligations of spouses should reflect both of their contribution to the increase in the
family’s property. As regards the proprietary relations of spouses, it is also important to proceed from
certain economic criteria — as opposed to the ideological foundations of the ESSR Marriage and
Family Code that served as the main example for the presently applicable Family Law Act.

A suitable opportunity to take account of the above aspects in an integral and balanced manner is
offered by the draft Civil Code of 1940 in its acquired property offset relationship provided as the
statutory marital property regime. The task in itself is not to change labels, but to try to avoid the
shortcomings of the present marital property law.

The intended statutory marital property relationship described in this paper may, in its accounting
details, seem more complicated and stolid than the joint property system provided in the Family Law
Act of 1995. However, the fact that the law does not expressly provide for several decision criteria
of joint property law and gives courts a high degree of discretion, does not mean that it is easy for
courts to divide joint property in practice. Rather, clear rules help to avoid disputes.

Considering the multitude of marital property regimes and their richness in variations, one has to
admit that it is not possible to create an ideal marital property system that would fully take account
of the interests of all married couples and third persons concerned. Therefore, marital property law
has to leave space for freedom of contract, which deserves discussion in a separate paper.

34 The same concerns the provisions of subsection 19 (2) of the Family Law Act of 1995, according to which the division of proprietary rights
of spouses can be made dependent on the children’s interests also. Such a solution cannot be regarded as relevant insofar as this favours a
vagueness in the proprietary relations of spouses. Maintenance of children and all-round protection of their interests must be ensured separately
from the proprietary rights of spouses, taking into account the systems of family law.

38 JURIDICA INTERNATIONAL VI/2001



Priidu Pérna

Magister iuris, Deputy General Secretary of the Ministry of Justice

The Law of Property Act —
Cornerstone of the Civil Law
Reform

Introduction

The Law of Property Act provides bases for the law of property. This act is considered to be the first
step in the creation of the new Estonian civil law. The need to create firm bases for the state and its
economy emerged upon regaining independence in 1991 and adoption of the Constitution in 1992.
Land reform, started at the same time, brought pieces of land onto the market, however, the Civil
Code of the Estonian SSR did not provide regulation for commerce of a piece of land. In order to
regulate the commerce of immovables, in 1991, the Ministry of Justice engaged Peeter Kask, a
lecturer from the University of Tartu, in drafting the Immovable Property Act.”! However, the draft
did not meet the increasing needs of society. The main deficiency of the draft was its weak regulative
power and its being a framework act; another problem was that the draft treated both the norms in
private and public law in one and the same act — something characteristic of the Soviet legal order.
A team under the guidance of Anre Zeno and Rein Tiivel which consisted of practitioners-students
submitted an alternative draft.”? At the same time, it was understood that it should be aimed towards
the creation of a new comprehensive civil code. A principal commission of Civil and Commercial
Code guided by P. Varul, a professor from the University of Tartu, started work in 1992. The draft
of the Civil Code™® which had been prepared under the guidance of professor Uluots for more than
15 years by the year of 1939, and could not be approved by the Riigikogu (Estonian parliament)
because of the occupation, was taken as the model for the Code. The submission of this draft for the
legislative proceeding of the Riigikogu was considered. A similar step was taken by the Latvians who
effected the main parts of the Civil Code of 1938 with wording changes in 1992. The resolution of
the Riigikogu concerning the continuity of legislation™ that recommended to follow the acts which
were in force before 1940 became the essential resolution of legal policy guiding the selection of
sources. Estonia preferred to elaborate new drafts since the draft of the Civil Code had neither been

1 P. Kask. Eesti Vabariigi kinnisvaraseaduse eelndu. 1991 (Draft of the Immovable Property Act of the Republic of Estonia. 1991). Located
in the Ministry of Justice (in Estonian).

2 A. Zeno, R. Tiivel. Kinnisvaraseaduse eelndu. 1992 (Draft of the Immovable Property Act. 1992). Located in the Ministry of Justice (in
Estonian).

3 A. Traat. Tsiviilseadustik (Civil Code). Tartu Ulikool, 1992 (in Estonian).
4 Riigikogu otsus “Oigusloome jirjepidevusest” (Resolution of the Riigikogu concerning the continuity of legislation). — Riigi Teataja (The
State Gazette) 1992, 52, 651 (in Estonian).
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adopted as law nor applied in practice. Society’s need did not afford time to elaborate a comprehen-
sive civil code and it was determined in favour of its adoption by books. The first law was determined
to be the Law of Property Act in order to create a foundation for the emerging immovable property
commerce. The complementation of the drafts of Zeno-Tiivel by provisions on movables was started
by Villu Kdve and Priidu Pérna. The Government of the Republic submitted the draft to the parliament
in February 1993"5 and the draft was passed on 9 June 1993 as the result of an expeditious
proceeding.”® During the proceeding period, the draft was further processed by the expert group
guided by Professor Varul. The Land Register Act was passed in the autumn of 19937 and upon entry
of the Law of Property Act into force on 1 December 1993, land registries commenced work.

The Law of Property Act follows the draft of the Civil Code both in its structure, content and abstract
wording. The draft of the Civil Code was an advancement of the Baltic Private Law Code™ (1864),
that was based upon the legal family of Middle Europe and applied until the occupation, followed
primarily the Swiss Civil Code while modifying the part of property law.™ While compiling the draft
of the Law of Property Act of 1992/93, the Civil Code was advanced primarily on the basis of the
German Civil Code*!? although the codes of, for instance, the Netherlands and Louisiana were also
analysed. Professor G. Brambring and Dr. S. Erber-Faller*!! delivered an expert opinion on the draft
through the German Foundation for International Legal Co-operation. Still a claim can be made that
the centuries-old tradition of rules of property law that follow the customs and understandings created
with time are in effect again in Estonia. The phenomenon of the Law of Property Act is in the fact
that it set the direction for all subsequent civil law acts and their sources. The passing of the Law of
Property Act was a step of extreme importance in restoring the property relationships in private law.*!2
The Law of Property Act was novel notwithstanding its traditional solutions since lawyers had not
been in touch with the majority of the main instrumentality of property law for 50 years. Therefore,
even today, the application of the property law may end up being problematic. For certain, the text
of the law reflects the lack of knowledge and the chaotic nature of the period.

Things

Definition and classification of things is the issue of general provisions of civil law, however it is
located in the Law of Property Act on practical grounds. Namely, the General Part of the Civil Code
Act*3 was passed only in 1994, i.e. after the entry of the Law of Property Act into force, and it was
necessary to regulate the objects of rights of the Law of Property Act — things — in order to establish
real rights. Regulation of things in the Law of Property Act has a broader meaning that exceeds the
need of the property law and establishes objects for the law of obligations, family law and succession
law as well. The new draft of the General Part of the Civil Code Actalso regulates things and therefore
the first part of the Law of Property Act is subject to repealing.”4

The main deficiency of the applicable Law of Property Act is that it is concentrated solely on things
and does not establish the place of things in the system of subjects of the civil law. We do not find a
general definition of things and classification into things and rights.

A thing is a corporeal object (section 7). All things that fill space in the physical sense may be treated
as things. An aggregate formation has no meaning. Things are objects that have a spatial scope, are
perceivable by senses and are located under the discretion and supervision of people. Things that
cannot be spatially defined such as open air, flowing water, sea, cannot be considered to be things
but rather as common benefits. However, the Act violates this principle. So, section 9 regards things

5 Vabariigi Valitsuse istungi protokoll nr. 9 2. veebruarist 1993 (Minutes No. 9 of 2 February 1993 of the session of the Government of the
Republic). Located in the Ministry of Justice (in Estonian).

6 Asjadigusseadus (Law of Property Act). — Riigi Teataja (The State Gazette) I 1993, 39, 590 (in Estonian).

7 Kinnistusraamatu seadus (Land Register Act). — Riigi Teataja (The State Gazette) I 1993, 65, 922 (in Estonian).
8 V. Bukovski. Svod grazdanskih uzakonenii gubernii Bribaltiiskih s rasjasnenijami. Riia, 1914.

9 Sweizerisches Zivilgesetzbuch. NatR X VI, S. 1034/43.

10 Biirgerliches Gesetzbuch. RGBI, S. 195.

11 G. Brambring, S. Erber-Faller. Ekspertarvamus kinnisvaraseaduse eelndu kohta. 1993 (Expert opinion on the draft of the Immovable
Property Act. 1993). Located in the Ministry of Justice (in Estonian).

12 D. Liiv. Asjadigusseadus — mis see on? (The Law of Property Act — What is It?). — Arileht, 30. juuni 1993 (in Estonian).
13 Tsiviilseadustiku iildosa seadus (General Part of the Civil Code Act). — Riigi Teataja (The State Gazette) I 1994, 53, 899 (in Estonian).
14 Tsiviilseadustiku iildosa seaduse eelndu, 2001 (Draft of the General Part of the Civil Code Act, 2001). Available at: http://www.riigikogu.ee.
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which due to their nature cannot be owned by anyone and may be used by everyone as common
things. Declaration of ground water to be owned by the state is also questionable (section 134).

The main classification of things is their division into movables and immovables (res mobile, res
immobiles). This division is the starting point for the separate treatment of real rights and is expressed
in differences in the creation, scope and extinguishment of a right and distinct rules of form of
transactions. Commerce of movables is determined by provisions on possession, commerce of
immovables — by provisions of land register. The Act follows the principle of numerus clausus
regarding immovables — the Act provides an exhaustive classification of movables. Immovables are
plots of land together with their essential parts (section 8). Things which are not immovables are
movables. A special classification of movables is accessories, which serve the principal thing and
are related thereto through a common economic objective and their corresponding spatial relationship
(section 18). The rights and obligations whose object is the principal thing extend to the accessory
as well unless otherwise provided by parties. Provisions concerning immovables may be applied to
certain movables with higher commercial value. Pursuant to the Law of Ship Flag and Registers of
Ships Act™13, vessels with a length of more than 12 metres may be one such exception. By law,
provisions on things may be applied also to rights. Such exceptions are the right of superficies of
frequent commerce (section 241) and the forms of divided common ownership resulting from the
Apartment Ownership Act™!%: apartment ownership (section 1) and apartment building lease (section
24). Property is defined through an aggregate of things, rights and obligations belonging to a person
and it is important primarily in relationships of family and succession law (section 30).

A thing and its essential parts are not an object of different rights and obligations (subsection 15 (2)).
This refers primarily to commerce in property law, not establishment of rights in the law of
obligations. Essential parts of a thing are component parts which are permanently attached to the
thing and which cannot be severed from the thing without the thing being destroyed or changed in
character. This treatment is sort of narrow since it is important that the essential parts themselves are
not destroyed upon severance. The essential parts of a plot of land are things permanently attached
to it such as constructions, forest, other vegetation and unharvested fruit, and the real rights relating
to the plot of land which belong to the actual owner of an immovable (section 16). A building erected
on the basis of a real right (a servitude, a right of superficies) as well as buildings attached to a plot
of land for a temporary purpose (on the basis of a right in commercial lease) are not essential parts
of'a plot of land. Pursuant to section 13 the Law of Property Act Implementation Act*!7, a significant
exception is the commerce of buildings that are deemed to be movables until the entry of the plot of
land under a building in the land register while returning or privatising it or while constituting the
right of superficies for the benefit of the owner of the building. A building shall not be entered in the
land register without land.

Possession and land register

The provisions of possession and land register create the general part for specific real rights or to the
special part of property law. These are completely novel norms and they can often be underestimated
in the practice. The commerce of movables is based upon the institute of possession, the commerce
of immovables upon the institute of the land register. Both have been formed under the direct
influence of Estonian legal traditions and the Germanic legal family.

Possession has three functions in the Estonian law of property. Firstly, the signal function pursuant
to which possession indicates the ownership of movables. Pursuant to section 90, a possessor of a
movable and any earlier possessor shall be deemed the owner of the thing during the possessor’s
possession until the contrary is proved. Secondly, the function of creating a right since the delivery
of possession is a basis for the creation of the majority of rights in movables (transfer, occupation,
etc.). Although several movables (cars, buildings, efc.) are registered in state registers, these entries
do not have an influence of creating a right, at the same time, possession has no meaning upon the
creation of immovable property ownership. Thirdly, the function of protection that provides owners

15 Laeva lipudiguse ja laevaregistrite seadus (Law of Ship Flag and Registers of Ships Act). — Riigi Teataja (The State Gazette) I 1998, 23,
321 (in Estonian).

16 Korteriomandi seadus (Apartment Ownership Act). — Riigi Teataja (The State Gazette) 1 2000, 92, 601 (in Estonian).

17 Asjadigusseaduse rakendamise seadus (Law of Property Act Implementation Act) — Riigi Teataja (The State Gazette) 1 1993, 72/73, 1021
(in Estonian).
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of a movable or an immovable with the right to protect their possession. Certainly, possession is one
of the transferable rights of an owner.

Possession (possessio) is actual control over a thing (section 32). Possession is not defined as a right
and therefore it is not possible to waive possession by agreement, rather it is presumed that actual
control over a thing or over the means which enable actual control over the thing is transferred (section
36). Exercise of possession does not require active legal capacity from the possessor nor a legal basis.
It suffices to have intention to exercise possession, that there is visible or sensible spatial relationship
between a person and a thing and readiness to protect the achieved actual relationship. Estonian law
does not directly differentiate between possession of an owner and another, however there is gradual
possession in the form of direct and indirect possession (subsection 33 (2)) that is created pursuant
to some legal relationship (residential lease, pledge). The purpose of such gradual possession is to
extend the circle of persons who apply the remedies of possession protection. Persons who serve
possession and exercise actual control over a thing according to orders of another person are not
deemed to be possessors.

Instrumentality of possession protection has the purpose of safeguarding legal peace and preservation
of existing possession relationships and quick removal of any deviations. Possession is protected
against any arbitrary action (section 40). Remedies of possession protection belong to all possessors
irrespective of the fact whether their possession has a legal basis. Therefore, it may be the only
protective remedy for a person to retain his or her actual position. Protection of possession may
extend from the exercise of self-help against arbitrary action or using force in respect of the one who
violated or deprived the possession up to the right of pursuing movables (section 41). Additionally,
the possessor has the right to search for a movable that ceased to be under the control of the possessor
on an immovable of another (section 42). There have been some erroneous applications in practice
in exercising self-help that involves erroneous justifications sought in the insufficient legal basis of
the possessor to possession, which occurs more frequently upon the expiry of commercial and
residential lease agreements. Filing actions in protection of possession is a remedy of possession
protection of low usage in practice that involves the reclaiming of a thing to a former possessor and
where no rebuttal can be made founding it on insufficient legal basis for possession (section 43). The
only rebuttal can be that the possession of the plaintiff was initially based upon an arbitrary action
in respect of the remover of the possession. A person who was late with the exercise of self-help or
who has no possibility to commence dispute on a legal basis due to its absence has to file an action
for possession protection. Actions on possession protection can be filed within one year after the
violation or removal of the possession.

Historic traditions and the draft of the Civil Code were determining in the creation of provisions of
the land register. The latter followed Swiss law in modifying the system of land register. While
compiling the Law of Property Act, this part was further developed following the model of the
German Procedure of Land Register*'® which supported the abstraction principle that has created
substantial conflicts in unequivocal application of the act. The land register under creation had to
become the foundation and central regulator of the commerce of immovables. Substantial norms of
the law of land register are stipulated in the Law of Property Act and formal ones in the Land Register
Act, however, this difference could not be ultimately maintained and so procedural norms can also
be found in the Law of Property Act. The substantial law of land register provides for a so-called
hard system of the law of land register, formal law of land register is a part of proceedings on petition
(freiwillige Gerichtsbarkeit). The register is maintained by land registries in courts of first instance
(city and county courts), entries are made by judges and assistant judges. The latter is an institution
implemented from the year 199719 corresponding to the nature of Rechtspfleger in the Germanic
legal tradition. The creation of a judicial register was a significant advancement in fixing the facts
in private law and subsequently the commercial register, the register of foundations, ezc. have been
created with courts. Although the court has to establish premises for entry during proceedings on
petition and do it independently from the administrative power and be guided by law only, many
think that maintenance of judicial registers is an inappropriate exercise of administrative function
for the court system."® Primarily this was the opinion of judges themselves which reflects their
narrow approach to the mission of judicial power under the conditions of the state based upon the
rule of law.

18 Grundbuchordnung. RGBL, S. 1073.
19 Riigi Teataja (The State Gazette) I 1996, 42, 811 (in Estonian).

20 Riigikohtu arvamus kohtute seaduse eelndu (607 SE II) kohta, 5.03.2001 (Opinion of the Supreme Court concerning the draft of the Courts
Act (607 SE II), 5.03.2001). Located in the Ministry of Justice (in Estonian).
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A land register is maintained for immovables and related real rights. The obligation of entry exists
for all immovables belonging to persons in private law. As a rule, the entry of immovables of the
state and local governments is optional and it proves to be necessary in cases where their transfer is
desired (section 51). Plots of land, rights of superficies, apartment ownership, apartment building
leases are entered in the land register and sea vessels are entered in the ship register. The register part
is maintained in the form of a fascicle and consists of four divisions (composition of an immovable,
an owner, encumbrances and restrictions, and mortgages), in addition, a land registry file shall be
started for each immovable to retain original documents. Maintenance of the land register has neither
implemented a pure personal nor real folder principle. All plots of land owned by one owner and
located in a land registry jurisdiction may not be entered on the same sheet, at the same time each
plot of land may not be entered on a separate sheet. Entry of several separate plots of land in a register
part would not enable their encumbrance by cadastral units. All plots of land have to be registered
in the State Cadastre under the administration of the Ministry of the Environment and operations of
which have been established by the Cadastral Register Act.*?! The cadastre establishes technical-eco-
nomic regime for plots of land and entries have no legal meaning, however, the land register
establishes the regime of immovables in property law and the entries have legal effect. Unlike many
countries in transition, Estonia has been able to avoid joining these two registers and has laid emphasis
on IT solutions and cross-usage of databases.

The land register is public and everyone has the right to examine land register information and to
receive extracts therefrom (section 55). Although the complete publicity extends only to the register
part and not to the land registry file, the transparency of the regime of immovables in law of property
is guaranteed to third persons by law. No one may be excused by ignorance of information in the
land register.

Entries have been furnished with a positive and negative effect — a right that is not entered or that
is deleted does not exist and anything entered is applicable and correct (section 56). The State
provides entries with a guarantee and in order to actually safeguard it, the commerce in immovable
property has been subordinated to notarial and judicial review. Anyone denying the premise of
lawfulness has the onus of proof. The presumption of correctness of entries is not extended to
cadastral information or restrictions in public law with no entry. The application of the principle of
the presumption of correctness is unclear in cases where the transfer of ownership occurs on the basis
of law or an act by the state authorities (succession, compulsory execution). Since the state safeguards
the correctness of entries, expiry of claims arising from a real right entered in the land register shall
not be applied (subsection 58 (3)). An ultimate expression of the positive effect of an entry is the
acquisition of an immovable or a real right in an immovable in good faith relying on an entry, this
principle is characteristic of only some procedures of land registers in Central Europe (subsection
56 (3)). Ostensibility of law that has been created by law (Fiktionsschutz) has to replace the
insufficient right of a transferor and create certainty for investments as a solution of legal policy.
Ostensibility of law does not cure other deficiencies that exist at a transfer (insufficient right of
representation or active legal capacity) and these cases do not create possibility for acquisition in
good faith. An acquirer is in bad faith if he or she knew about the unlawfulness of an entry or interfered
with a notation entered pursuant to a good faith acquisition. The law has to specify at which moment
should the acquirer be in good faith in order to acquire based upon the ostensibility of law. Lately,
opinions against acquisition in good faith have become more frequent since this has been misused
to transfer several immovables against intention of owners on criminal purposes on the bases of
fabricated authorisations.

It is natural for a land register that is based upon the principle of entry and perfection of the register
that real rights are created if these are entered in the land register and rights are not transferred
between parties to a transaction without an entry (section 58). There are exceptions to this general
rule relating to bases of creation of an ownership, outside the register, there are some mortgages,
rights of pre-emption and real encumbrances. The land register allows establishing real rights in a
thing owned and this may be created either from the beginning or the regaining of a real right by the
owner subsequently (consolidation of real rights, subsection 66 (2)).

Entries shall receive a ranking in the land register and are placed in a ranking relationship that follows
the timely order of registration in the land registry journal — the one who has an advantage in time,
has an advantage in a right. The order of rights is moving (sections 59—61): upon deletion of fore
rights, subsequent rights move ahead in ranking. Rankings may be changed upon the agreement of
holders of rights not violating interests of intermediate holders of rights, thereby the owner has the
opportunity to reserve a ranking.

21 Maakatastriseadus (Cadastral Register Act). — Riigi Teataja (The State Gazette) 1 1994, 74, 1324 (in Estonian).

JURIDICA INTERNATIONAL VI/2001 93



The Law of Property Act — Cornerstone of the Civil Law Reform
Priidu Parna

In the interests of clarity and revisability of the register, only entries permitted by law may be entered
— real rights and related notations. Rights of obligation and restrictions in public law shall not be
entered in the land register. Notations are divided into preliminary notations, objections, notations
concerning prohibition and notations (section 63). Since a right shall be transferred only upon entry,
a preliminary notation allows reserving a ranking for a future establishment or deletion of a real right.
A preliminary notation shall not prohibit further transfer of an immovable, however, the signal
function of a notation prevents its acquisition in good faith if contrary to it. The person entitled
pursuant to a preliminary notation may request the deletion of disposals contrary to the preliminary
notations and this is also applicable to transfers occurred on the basis of a court judgement. Entry of
an objection is an opportunity for a possibly quick response by a person who alleges the incorrectness
of the land register and in such a case he or she has not to prove the incorrectness of the register. At
the same time, an objection does not prevent further transfer of an immovable, but it prevents its
acquisition in good faith. However, a notation concerning prohibition prohibits the transfer of an
immovable or a real right contrary to the notation of prohibition and as a rule, it shall be entered to
secure an action by a court ruling. A notation makes visible certain circumstances concerning real
rights that are permitted by law.

Entries shall be made, changed and deleted on the basis of a registration application which shall be
a declaration of intention of persons to make an entry and directed to the land registry (section 64).
Additionally, the land registry controls the existence of a declaration of intention or an agreement
under law of property. An entry itself is a public act where the actual implementation of an intention
in private law is set to be dependent on activity of state officials. The registration procedure as
proceedings on petition is by its nature a procedure based upon consents. Any party may express a
change in a right, but the party concerned has to give consent to the making of the entry. If no consent
is given, the interested party has to commence an action where the pursued judgement shall substitute
the missing consent for registration. A confusing exception is section 70 of the Land Register Act
which allows the filing of a complaint with a circuit court against the entry itself. A registration
application and a consent of a concerned person are subject to notarial control. A bilateral registration
application including agreement for making of an entry is presumed to be formed in case of an entry
creating rights (Land Register Act section 34). Section 64 of the Law of Property Act considers a
real right contract to be a bilateral registration application if it includes an expression of an intention
to make an entry. This norm creates much ambiguity in the relationship of substantial law of property
and formal law of land registers and needs to be amended. The need to submit agreements in law of
obligations to the land registry is also unclear due to the mixed norms borrowed from diverse legal
orders (Land Register Act subsection 35 (1) 1)).

Ownership

Ownership (dominium) is the largest real right. The inviolability of the property is secured by the
Constitution (section 32). Ownership is full legal control by a person over a thing (Law of Property
Act section 68). An owner has the right to possess, use and dispose of a thing, and to demand the
prevention of violation of these rights. In respect of the latter, the owner has the remedy of a
vindication action in addition to remedies of possession protection (section 80) and the right to file
an action negatoria (section 89). Ownership may be restricted only by law.

Following the object of ownership, it is divided into movable property ownership and immovable
property ownership. Pursuant to the Law of Property Act, first the general rules concerning the
ownership are provided and thereafter the special norms concerning movable property ownership
and immovable property ownership. Dissimilarities exist namely in the bases of ownership creation.
Still, the biggest discussion during the drafting involved the use of the notion ownership (omand)
since presently it is synonymous to ownership (omandioigus), but pursuant to the Civil Code of the
Estonian SSR*2? it meant the object of the ownership.

An ownership may belong to several persons and in that case it is referred to as a shared ownership.
Shared ownership is divided into common ownership and joint ownership (section 70). In case of a
common ownership, the shares of co-owners are determined in legal shares, in case of joint ownership
the shares are not determined. If ownership belongs to several persons, it is presumed that common
ownership is created in equal legal shares belonging to owners. Sections 71-79 of the Law of Property
Act provide norms for common ownership. Joint ownership is created in cases provided by law and

22 Eesti NSV Tsiviilkoodeks (Civil Code of the Estonian SSR) — ENSV UVT 1964, 25, 115 (in Estonian).
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provisions of common ownership are applicable to it as far as there are no special norms. A form of
joint ownership exists between spouses in respect of property acquired during the marriage as far as
they have not agreed otherwise by notarised marital property contract. If a right is owned by persons
jointly (association), provisions of common ownership are applicable to it as well.

A special form of common ownership is the apartment ownership that allows the commerce of
physical shares of a building as an exception. The first Apartment Ownership Act*?? was passed in
1994, a new act complemented by the provisions of building administration entered into force on 1
July 2001. The German Wohnungseigentumsgesetz*** was taken as a model for creating the Apartment
Ownership Act. On the basis of an application, an owner has the right to divide the immovable
property ownership into apartment ownerships. An apartment ownership consists of a physical share
(residential or business premises) and a legal share of the common ownership related to it (section
1). Provisions on an immovable are applied to an apartment ownership and therefore, independent
register part shall be opened for each apartment ownership in the land register and the apartment
ownership shall be transferred and encumbered through it. Similarly, it is possible to divide a right
of superficies into apartment building leases. Pursuant to section 13 of the Law of Property Act
Implementation Act, objects similar to the apartment ownership are included in commerce as a
temporary exception — such object consists of premises and related legal share of a building formed
as a result of privatisation of residential premises without land.

Diversity exists among bases of creation a movable property ownership: delivery, occupation,
prescription, finding, treasure, specification, confusion, accession, acquisition of natural fruits. They
can be differentiated primarily by the fact whether the ownership is created for the first time or
whether it involves a transfer of ownership. Transfer, occupation and prescription have the largest
value in commerce.

Movable property ownership is created by delivery of a movable if the transferor delivers possession
of the thing to the acquirer and they have agreed to the transfer of the ownership (Law of Property
Act section 92). Ownership creation requires both the transfer of the actual control and the real right
contract. The form of the real right contract is not determined and it may also be conditional providing
conditions for transferring the ownership with reservations. Until 1999, a norm expressing the
causality principle from the draft of Civil Code according to which a transfer of ownership has to
have a legal basis. Motivation to repeal this provision was found in the need to implement the pure
abstraction principle or the independence of an ownership transfer of a transaction in the law of
obligations.

The are several exceptions to the general rule of transfer. Similarly to German law, delivery of
possession may be substituted with the agreement by assignment of the right to demand delivery
(section 93) or leave possession with the transferor (section 94). In the latter case, it is not prohibited
to use the norm with the purpose of acquisition of security ownership as provided by section 717 of
the Swiss Civil Code as well as section 968 of the draft of the Civil Code. An agreement in law of
obligations is sufficient if the thing is already in the possession of the acquirer (subsection 92 (2)).

Special norms for the transfer of a building as a movable derive from section 13 of the Law of Property
Act Implementation Act. A building or its part may be transferred as a movable until the entry of the
land under the building in the land register but not later than 31 December 2001. The transfer
transaction has to be notarised and registered in the State Building Register. However, an entry in
the Building Register does not have an effect of creating a right. Ownership shall be transferred
pursuant to the provisions of the Law of Property Act necessitating the delivery of possession and
real right contract. In practice, the transfer of ownership through its actual control poses serious
difficulties.

The central position is occupied by allowing the acquisition of movables in good faith. As a resolution
of legal policy, a person acquires a movable in good faith as of the time of acquiring the possession
even if the transferor was not entitled to transfer ownership (subsection 95 (1)). “Ostensibility of
law” created by the legislator according to the model of the German legal tradition substitutes the
absent right of the transferor to transfer ownership but does not remove other legal errors (insufficient
representation, active legal capacity, efc.). A thing may be reclaimed from an acquirer in bad faith
any time not applying the limitation of an action. There are substantial exceptions to this general
rule. Acquisition in good faith shall not be effected if the thing was stolen from the owner, lost or
dispossessed in any other manner from the owner against the will of the owner. Such thing may be
reclaimed from a possessor in good faith until the possessor has acquired the thing by prescription.

23 Korteriomandi seadus (Apartment Ownership Act). — Riigi Teataja (The State Gazette) I 1994, 28, 426 (in Estonian).
24 Gesetz liber das Wohnungseigentum und das Dauerwohnrecht. BGBI, I 175.
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Ownership is created by prescription if a person or his or her legal predecessor possesses movables
in good faith and without interruption for five years as an owner (section 110). However, such right
of reclaim does not exist if a thing had been acquired by public auction. Law needs to be specified
to determine the moment of good faith more precisely and how it applies to alternatives of transfer.

There are fewer bases for the creation of immovable property ownership. Most important is the
creation and extinguishment by entry in the land register (section 118); occupation by state and
prescription are less common. Outside the land register, an ownership shall be transferred in case of
succession and upon acquisition by one spouse, the ownership is created also with the other spouse.
In such cases, the land register shall become incorrect and needs to be corrected. The transfer of
ownership upon compulsory execution is unclear and allegedly an ownership is transferred only by
entry also in case of compulsory execution (Immovables Expropriation Act section 4172%). Irrespec-
tive of registration, ownership is created with the state and local governments. In case of prescription,
the ownership may be created after registration when the possession that has been in good faith and
without interruption for ten years becomes ownership (section 123). In addition to prescription of
the land register, rare extra-land register prescription is known when a person, who has for thirty
years possessed an immovable, may demand his or her entry in the land register as the owner if this
is not evident from the land register (section 124).

However, the most important innovation of the ownership treatment is the provision of the real right
contract (section 120) according to the model of German law and recommendation of foreign
experts.”¢ A real right contract is an agreement between the transferor and the acquirer concerning
transfer of immovable property ownership or for encumbrance of an immovable with a real right.
Notarisation of the agreement is presumed. All norms of the general part of civil law are applied to
the transaction in law of property. As an exception, it is not permitted to conclude a conditional real
right contract for transfer of immovable property ownership that could start influencing the clarity
and certainty of the land register. As the existence of such agreement is necessary for the estab-
lishment of all real rights, it would be more proper to place the norm in the general part of the law
of property and not in the chapter on creation of immovable property ownership. Acquisition of real
rights in good faith is regulated concerning the land register as well. German experts recommended
the stipulating of general provisions concerning real rights in immovables and leave special norms
on each real right in the special part according to the model of the German Civil Code, however, the
drafters decided to follow the draft of the Civil Code."?’

In addition to the real right contract as a transaction of execution, a conclusion of a transaction in the
law of obligations is presumed (primarily the contract of sale) that would create a causa to the
ownership transfer and by which the acquisition and transfer of an immovable is required. Both
agreements are usually included in the same notarised document. The Law of Property Act (section
119) provides also the requirement for notarisation of the causal transaction on the grounds that the
Law of Property Act was effected before the law of obligations. The delivery of possession has no
meaning in law of property in respect of immovables.

The purpose for clear distinction of the real right contract was the importation of abstraction principle
to the Estonian civil law according to the model of German law. The idea that allegedly comes from
Savigny has to serve legal certainty and clarity, so that errors in a causal transaction would not
influence the legal status of an immovable and would allow the establishment of abstract real rights
of the owner. While the causality principle recognised in many European legal orders involves
invalidity of the transfer of an ownership in case of an invalid transaction in law of obligations, its
absence or invalidity does not influence the legal basis of the ownership or real right contract only
in some systems following the abstraction principle, except in cases which involve identical errors
upon simultaneous execution of both transactions. An ownership may still be reclaimed based upon
unjust enrichment. Consistency was missing while imposing the abstraction principle to the draft.
Therefore, conflicts can be found in the law where the solutions following the Swiss law and causality
principle do not coincide with the theory of abstract validity of an ownership of the German law. In
respect of real rights in movable property, the nature of real right contract has not been clearly defined.
Until 1999, section 120 of the Law of Property Act was in effect in a form that allowed the conclusion
of a real right contract only on the basis of a causal transaction and section 64 of the Law of Property
Act set the obligation to submit all agreements in the law of obligations to the land registry. In fact,
the abstraction principle can be conclusively implemented only upon entry into force of the law of

25 Kinnisasja sundvoorandamise seadus (Immovables Expropriation Act). — Riigi Teataja (The State Gazette) I 1995, 30, 380 (in Estonian).
26 G. Brambring, S. Erber-Faller (Note 11), p. 8.
27 [bid., p. 11.
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obligations which would provide appropriate definitions for transfer transactions since the applicable
Civil Code of the Estonian SSR did not recognise the principle of abstraction either. Regulation of
unjust enrichment in the law of obligations is important as well.

Restricted real rights

Restricted real rights are divided into servitudes, rights of pre-emption, real encumbrances, rights of
superficies and rights of security. It was discussed while drafting the Law of Property Act under
which common headline these rights should be. An expert group under the guidance of Professor P.
Varul recommended the use of a term “rights to things of another” that followed the Roman law (jura
in re aliena).” This solution would have been too narrow in the situation where the Estonian law of
property recognises real rights to one’s own thing. The notion of a restricted real right was used
already by the draft of the Civil Code (Part 3 of Book 4).

Servitudes are divided into real servitudes and personal servitudes. Servitudes also presume a
notarised agreement and entry in the land register. A real servitude exists between a servient and
dominant immovable. Content of a real servitude is the right of the actual owner of the dominant
immovable to use the servient immovable in a particular manner or the obligation of the actual owner
of the servient immovable to refrain from the exercise of the owner’s right of ownership or filing
claims for the benefit of the dominant immovable (section 172). A real servitude shall not require
the owner of the servient immovable to perform any activity except acts that have a meaning of
assisting. Term and charge of servitudes is not regulated by law and therefore this may be determined
by parties. As a distinction from other European Civil Codes, the Law of Property Act provides a list
of real servitudes which is, however, not exhaustive. This solution can be explained by the purpose
that the text of law has to make the nature of servitudes as a completely new real rights clear to
appliers. Some servitudes are obsolete and do not justify their place in law (servitude of pasturage,
servitude of watering livestock).

Personal servitudes are divided into the usufruct and the personal right of use. A usufruct entitles a
person to use the encumbered thing and to acquire the fruits thereof (section 201). In fact it is a
commercial lease in law of property. As an exceptional restricted real right, the establishment of a
usufruct is also allowed to movables and rights in addition to immovables in order to allow the
creation of a comprehensive right of use. The duration of a usufruct is limited by the lifetime of a
natural person or the term of 100 years for legal persons. Generally, a usufruct as a personal right is
not transferable. Usufruct may be transferred to a successor if it has been agreed upon establishment
of the usufruct. As such, the usufruct substitutes the inheritable right of perpetual lease which was
not provided for as a real right. The stipulated right of commercial let upon the owner’s consent is
an excessive restriction since it restricts the rights of usufructuary to a fruit of a thing. Several norms
originating in the draft of the Civil Code were abridged while compiling the Law of Property Act
and it was provided that rights and obligations resulting from a usufruct shall be determined by the
transaction of establishment of a usufruct. This solution has to be considered to be a failure since
such agreement shall not have influence in law of property in respect of the actual owner of an
immovable.

A personal right of use provides a specific person with rights with respect to the immovable which
in substance corresponds to a real servitude (section 225). The personal right to a residential building
is provided separately and it refers by nature to a residential lease in law of property. A personal
servitude is not transferable either, except in a case where a utility network or a construction has been
constructed based upon it. This exception has been justified with needs of economic life. Estab-
lishment of personal rights of use in the benefit of owners of utility networks shall become a
substantial trial for the land register since pursuant to section 152 of the Law of Property Act
Implementation Act, servitudes in the benefit of the owners of the existing lines have to be established
within ten years as of the registration of the plot of land.

Estonian law recognises a real encumbrance as an obligation to perform periodic registration acts in
law of property the nature of which is registration acts by the actual owner of an immovable to pay
periodic payments in money or in kind or perform acts (Law of Property Act section 229). Unlike a
real servitude, an owner of an encumbered immovable is required to perform activity. Owner’s
liability in respect of executions is limited by the immovable, but in three years after the emergence

28 Tsiviil- ja kaubandusdiguse komisjoni arvamus AOS eelndu kohta. 1993 (Opinion of the Commission of Civil and Commercial Law
concerning the draft of the Law of Property Act. 1993), 1k. 3. Located in the Ministry of Justice (in Estonian).
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of a right of claim, the particular obligation becomes a personal obligation of the owner. A real
encumbrance may be established in the benefit of a specific person or the actual owner of another
immovable. A real encumbrance may be created on the basis of a notarised transaction upon entry
in the land register or it may result directly from law in case of real encumbrances in public law. In
practice, the establishment of real encumbrances is most common as securities of payments for the
right of superficies.

Estonian law provides for the right of pre-emption as a right of acquisition in law of property (section
256) which provides the person entitled to pre-emption with the right to take the place of the transferor
of an immovable. This right may be established for the benefit of a certain person or for the actual
owner of another immovable. The right of pre-emption may be established for all cases of transfer
and it may also be extended to succession. A right of pre-emption is created on the basis of a notarised
transaction by entry in the land register or it may result directly from law. More common estab-
lishment of the right of pre-emption in practice is its establishment concurrently with constituting
the right of superficies and pursuant to law, the right of pre-emption of co-owners of an immovable
and a building as a movable. Section 20 of the Law of Property Act Implementation Act provides
the general right of pre-emption for local government in respect of all transferred immovables within
its administrative territory until 1 January 2002. The purpose of such right of pre-emption is to
safeguard the formation of real market prices in transfer transactions which would secure correct
collection of fees and determination of the assessed value of land.

The exercise of a right of pre-emption has been established upon entering a transfer transaction and
subsequently the transfer of an ownership to oneself. The validity of a transfer transaction may not
be dependent upon the exercise of the right of pre-emption. A seller is required to submit the sale
transaction to the person entitled to pre-emption and the buyer has to form his or her opinion within
two months. At the same time, the right of pre-emption does not prohibit the entry of the transfer of
ownership to the buyer in the land register, but this is not an acquisition in good faith in respect of
the person entitled to pre-emption. Uncertainty of authors of the draft in differentiating real rights
and rights of obligation is evidenced in subsection 257 (4) of the Law of Property Act according to
which it was possible to establish a right of pre-emption on the basis of a transaction only for a single
transfer until 1999. A provision, according to which the owner of an immovable may request the
deletion of a right of pre-emption if the right of pre-emption is not exercised, is debatable (section
258).

The right of superficies is the restricted real right of the most frequent commerce in the Estonian law.
As the main right of construction on the land of another, it has been used in cases where the owner
does not wish to relinquish the ownership or where the transfer of an ownership is restricted by
restrictions in public law. The right of superficies is a transferable and inheritable right for a specified
term to own a construction on the immovable or permanently attached to it underground which is
deemed to be an essential part of the right of superficies. The right of superficies may be constituted
for the benefit of an existing building or a building under construction. The right of ground lease
provided for in the Baltic Private Law Code may be considered to be a predecessor of the right of
superficies in the Estonian law of property, however, it has been provided in the Law of Property Act
following primarily the German Erbbaurecht example.”” As the only exception among restricted
real rights, provisions on immovables are applied to the right of superficies. Therefore, a register
part shall be opened concerning a right of superficies by the land registry upon entry of a plot of land
in the land register part through which the transfer and encumbrance of the right of superficies shall
occur. In fact, apartment building leases created by the division of a right of superficies shall also be
deemed to be immovables. Therefore, the nature of the right of superficies may be referred to as dual.
The right of superficies may be encumbered by all restricted real rights except for the right of
superficies itself. It may be agreed upon the constitution of the right of superficies that its transfer
or encumbrance requires the consent of the owner of the plot of land. The right of superficies may
also be constituted as an owner building lease by a unilateral application of the owner of the plot of
land or by a notarised agreement. In both cases, the right is established by an entry in the land register.
The right of superficies may only be established in the first ranking of the land register. The purpose
of such restriction is to secure the continuation of the right of superficies in case of a compulsory
execution of a plot of land. The right of superficies is a right for charge and the payment of periodic
charge shall often be formulated as a real encumbrance on the right of superficies. The right of
superficies may be constituted for the period of 36 up to 99 years and be extended upon the expiry
of the term. Upon the constitution of a right of superficies, conditions may be agreed on upon the
conditions when the building lessee has to transfer the right of superficies back to the owner. This

29 Verordnung iiber das Erbbaurecht. RGBI, S. 72.
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shall be primarily applied in case of not erecting the building by a due date or non-payment of the
charge for the right of superficies. Upon the end of term of the right of superficies, the building
becomes again an essential part of the plot of land if the owner has not demanded for removal of it
by the building lessee.

Rights of security

One of the most problematic areas of the Estonian law of property is the area of the rights of security.
While compiling the Act, a possibility to regulate both personal securities and securities in law of
property was considered to be done in separate acts.”** The final choice still followed the traditional
solution of civil codes where rights of security are a part of real rights and personal securities are a
part of rights in obligations. Major amendments of the draft of the Civil Code have been done in
respect of rights in securities. Rights of security are divided into the securities over movables and
securities over immovables. Securities over movables are divided into possessory pledge, registered
security over movables, pledge on securities and the legal right of retention in which case the creditor
has the right to retain things of the debtor which have legally come into his or her possession. Real
securities are divided into a mortgage and a judicial mortgage. Things, securities and proprietary
rights may be objects of a pledge (section 277). Traditionally the right of security provides a claim
with a meaning of a preferential claim (section 280).

The central right of security among securities over movables is the possessory pledge; although its
relative importance in commerce is nominal (it is used primarily in pawnshops), the framework of
the possessory pledge is also applied to other securities over movables and this involves especially
the compulsory execution of claims. The possessory pledge is created by the transfer of possession
of a movable and by conclusion of an agreement of establishment of a pledge which has to be formed
in writing as a rule (section 282). The possessory pledge is strictly an accessory right of security.
Upon non-fulfilment of the claim being secured, the pledgee shall have the right to sell the thing. A
possessory pledge is convenient because of its easy sale — upon the creation of the right to sell, the
pledgee can sell the thing by public auction. It is problematic only because of the fact that specific
rules concerning sale by public auction are absent from the law of obligations. The norm that prohibits
the transfer of a pledged thing without the transfer of the debt may be deemed to be erroneous since
it does not correspond to the general nature of real rights (subsection 289 (5)). An excessive restriction
is the provision in subsection 292 (3), which does not permit an agreement whereby the pledgee
acquires the pledged thing for satisfaction of a claim. Its permission would be justified after the
creation of the right to sell.

The registered security over movables is an essential upgrade to the draft of the Civil Code and it is
difficult to find analogues to it in the legal families of Central Europe. The registered security over
movables may encumber forms of intellectual property entered in the state registers (trademarks,
patents, etc.), cars, aircrafts, and movable property of an undertaking as a general pledge. The
registered security over movables resembles a mortgage since it is created upon its entry in the register
and it allows the establishment of several registered securities over movables to one thing. Estab-
lishment of a pledge requires an agreement in writing since the provisions of a possessory pledge
shall be applied to registered securities over movables in other respects, and its sale shall be effected
by public auction without the approval of a court. The provisions of registered securities over
movables are drafted in a hurry and there are substantial gaps in the norms. The norm provided in
section 305 does not fit the regulation of the law of pledge pursuant to which a pledgor shall not
transfer a thing on which registered security over movables is established. Upon compulsory
execution of a movable, the continuation of the encumbering rights is not clear. The most important
deficiency is that several of the state registers have not been initially created for the registration of
information in private law and the entries in the register do not have the effect of constitution. It is
not logical to provide an entry of a right of security with a meaning of creating rights while the
ownership is transferred outside the register. A more detailed procedure for the registration of a right
of security is absent. At the same time, it is not practical to create registers following the strict
requirements of the land register. Commercial pledge created pursuant to the models of France and
Scandinavia did not commence until the Commercial Pledges Act was entered into force in 1996"3!
which is substantially more regulative and pursues avoidance of conflicts of different requirements.

30 Ibid., p. 4.
31 Kommertspandiseadus (Commercial Pledges Act). — Riigi Teataja (The State Gazette) I 1996, 45, 848 (in Estonian).
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For that purpose, the scope of the commercial pledge has been restricted — this does not extend to
monetary funds, shares of a private limited company, shares of a public limited company, securities,
forms of intellectual property, buildings, means of transport (section 2). There are more strict
requirements for an establishment of a pledge — it is subject to full notarial attestation and the pledge
is created by an entry in the commercial pledge register (subregister of the trade register) maintained
in the first instance court. Unlike other registered securities over movables, the commercial pledge
is a non-accessory one. A proper change for the future will be the registered pledge over movable to
be independent of a claim and to subject it to the provisions of a mortgage instead of a possessory
pledge. It is necessary to recognise several threats in respect of the registered securities over movables
for a pledgor, a pledgee or a third person, the fact to which also foreign experts have drawn
attention.”? The regulation of a commercial pledge allows a situation where all movable property of
an undertaking has been pledged but in spite of the fact it is possible to transfer this property in the
frames of regular economic activity. This causes the increased need of a pledgee to interfere with the
economic activity of an undertaking. Conflict of several claims may occur, especially if there are
movables in the possession of an undertaking the ownership of which has not been transferred to it,
this may occur especially in trade activity. The legislator has therefore knowingly tried to make the
commercial pledge less attractive claims secured by a commercial pledge are after the claims secured
by a pledge, claims in labour law and tax claims (section 8633 of the Bankruptcy Act).

Pledge of securities is problematic. Initially it was planned to stipulate the pledge of rights in the
Law of Property Act that would have embraced both the pledge of rights, claims and securities. By
the speedy processing of the draft, it was not possible to elaborate the pledge of rights in full and so
we can find provisions on the pledge of securities only. Although section 277 provides proprietary
rights as an object of a pledge, we do not find such right of pledge in the catalogue of rights of pledge
that could be applied here and the pledge of rights and claims is highly questionable. The stipulated
pledge of securities does not follow the needs of real life since it regulates the pledge of documents
on paper by transfer of possession. Today, the majority of securities are electronic and the norms of
the draft of the Civil Code elaborated before 1940 would not work. The other problem is related to
the fact that securities and their classification (warrants, promissory notes, etc.) have not been
regulated by law so far, at the same time, the Law of Property Act provides for their pledge. The part
of the Law of Property Act that regulates the pledge of rights shall be reformed. In respect of the
pledge of electronic securities, the situation is so far solved by the Estonian Central Depository of
Securities Act™3* of 2000, pursuant to section 16 of which, a pledge of securities is created upon entry
in the register on the order of the account administrator. A pledge does not prohibit the transfer of
securities, however, the right of pledge moves along with it.

Section 132 of the Law of Property Act Implementation Act provides that a special right of pledge
can be established for a building as a movable and no counterpart to it can be found in the Law of
Property Act. A pledge of a building is created upon the notarisation of the agreement of pledge, but
the existence of a pledge has also to be entered in the building register. The entry has merely an
informative effect. A transfer of possession of a building is not necessary. A building may be
encumbered with only one such accessory right of pledge. Unlike regular securities over movables,
the compulsory sale of a pledged building has to be effected on the basis of a judgement, except in
a case where it has been agreed to subject oneself to an immediate compulsory execution. If the land
under the building is entered in the land register during the effect of a right of pledge, the pledgee
has the right to request the reformulation of a pledge as a mortgage and an entry of a corresponding
preliminary notation in the land register.

Stipulation of the mortgage had a purpose of creating a simple system of rights of pledge to
immovables that would be as capable of commerce as possible. The real security on the basis of
pledge instruments and the dual division of rights of pledge into an accessory mortgage and
non-accessory hypothecary debt provided for in the draft of the Civil Code was given up. Recom-
mendations of foreign experts in favour of the real security as of more capability in commerce were
decisive. The chapter of the draft of the Civil Code on the hypothecary debt was taken as a foundation
and modified according to the model of the German law. It was still decided to name the hypothecary
debt as a mortgage, as a term more widespread among people. As a result, there might be confusion
in understanding the nature of the Estonian real security.

32 M. Wenckstern. Gutachtens zum Kommertzpfandgesetz. 1995. Located in the Ministry of Justice.
33 Pankrotiseadus (Bankruptcy Act). — Riigi Teataja (The State Gazette) I 1997, 18, 302 (in Estonian).

34 Eesti vadrtpaberite keskregistri seadus (Estonian Central Depository of Securities Act). — Riigi Teataja (The State Gazette) 1 2000, 57, 373
(in Estonian).
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A mortgage is a general right of pledge to an immovable, its essential parts and accessories, fruits,
claims of residential or commercial lease, insurance benefits (section 325). The Estonian law of
property recognises the combined mortgage to several immovables that shall provide a claim with a
better security (section 359). A mortgage does not presume the existence of a claim to be secured
which allows the establishment of an original owner mortgage for the purpose of reserving a ranking
in the land register or its creation after the claim to be secured has been satisfied. In latter case,
pledgees in lower rankings have a right to prohibit this, except if this is excluded by the entry. The
non-accessory right of pledge is a good opportunity for the owner to maintain a continuous right of
pledge on an immovable that can be relinquished in case of a need without any specific costs and
that can secure cheap loans to refinance more expensive loans of lower rankings. At the same time,
a mortgage does not prohibit the transfer of the immovable and does not require the transfer of a
claim to a new owner. The pledge of a mortgage itself is permitted.

The mortgage is created by an entry in the fourth division of the land register on the basis of a notarised
agreement. The legislator has attempted to avoid the creation of rights of pledge on the basis of law.
The only exception here is the mortgage provided by section 334 to secure the expenses incurred by
the pledgee on the same ranking with the main mortgage if the value of the object of pledge decreases.

A mortgage does not require anybody to perform a claim, rather it mandates to subject oneself to a
compulsory execution of an immovable. In order to avoid the compulsory execution, in addition to
the debtor, the claim may be performed by the owner of the immovable encumbered with a pledge
or persons whose immovables are subject to rights ending in compulsory execution. Accordingly,
they acquire the rights of a surety in respect of the actual debtor. The compulsory execution occurs
pursuant to the procedure provided by the Enforcement Procedure Code™> and may involve the
appointment of a compulsory administrator or subjection to the compulsory sale. Upon establishment
of a right of pledge, the law allows to subject the immovable to immediate compulsory execution
which has to be entered in the land register and in such case the recognition of sale by a court is not
necessary. In case of a minor encumbrance of an immovable, “freehand sale” is used where the owner
of an immovable transfers a thing under the control of the pledgee. As an excessive restriction, a
prohibition is provided on an agreement to settle the claim with an immovable even after the creation
of the right to sell (subsection 352 (2)). Only a sale on the basis of the Enforcement Procedure Code
by a bailiff engaged in liberal profession may cause the extinguishment of rights lower than the right
that caused the claim for payment (section 642°). But, this is inevitable to receive a reasonable price
upon the transfer of an immovable. Satisfaction of claims takes place according to rankings in the
land register.

A judicial mortgage (section 363) is not different from a regular non-owner mortgage by its nature.
It shall be established on the basis of a judgment for the purpose of securing a claim since it will
provide the claim with the status of a preferential claim. A judicial mortgage is an accessory right of
pledge.

A maritime mortgage has been provided separately in the third chapter of the Law of Maritime
Property Act™3¢ which resembles the mortgage provided in the Law of Property Act in general terms
considering the specialities of a vessel as a movable. A maritime mortgage can only be established
on vessels entered in the ship register.

35 Taitemenetluse seadustik (Enforcement Procedure Code). — Riigi Teataja (The State Gazette) I 1993, 49, 693 (in Estonian).
36 Laevaasjadigusseadus (Law of Maritime Property Act). — Riigi Teataja (The State Gazette) I 1998, 30, 409 (in Estonian).
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Introduction

Russia’s shift from a communist regime to a market economy has resulted in a fundamental change
with respect to how the concepts of property and ownership are understood within different economic
systems and how they are expressed in law. To this end, the legislative formulation of the right of
ownership has undergone significant changes through the adoption of laws, which now govern these
types of legal relations. This evolution can be traced through a series of legislative enactments. The
USSR Ownership Act was the first law formulating new approaches to the right of ownership.
Subsequently, the federal Ownership Act considerably expanded and developed the approaches of
the previous law. Next was the implementation of section 2 of the Fundamentals of Civil Legislation
of the USSR and Union Republics Act, which is applicable in the territory of the Russian Federation
to the extent that it does not run contrary to new Russian laws. Finally Division 2 was added to the
new Civil Code of the Russian Federation of 1994.

During this period of development, the political declarations and statements that were characteristic
of the old approach to law-making were abandoned. Instead, new legal concepts and structures were
canvassed in the new legislation. This new framework also established a diversity of property rights,
which were not limited to the right of ownership. In the federal Ownership Act of 1990, the legislator
for the first time abandoned the economic categories of the “forms of ownership” — a tendency that
became more explicit in the rules enacted as the Fundamentals — and the right of ownership itself
became an integral part of a broader concept of rights in rem. Thus, the contemporary civil law
concept of real rights — the right of ownership being the most important right — was established in
law. In essence, this concept reflects a clear distinction between the economic and legal under-
standings of the relations to which ownership gives rise.

Ownership is understood as an economic or factual relationship subject to legal formalisation. Firstly,
ownership implies a human relationship to specific things. Such property is appropriated by one
individual, the owner, to the exclusion of all others. Secondly, the concept of ownership also includes
the attitude of the owner to the appropriated property, since people treat their own property differently
from property belonging to others. The law must therefore address these two critical aspects of the
ownership equation: the relations of property owners to third parties, and the owner’s power over
the property itself.

At the same time, it is important to recognise that the objects of ownership are commodities, which
in a free market may include not only things, but also the fruits of work and services. Such objects
include commodities of non-material value and the non-material products of creative activity, as well
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as other rights.”37 Civil law relations in these matters can involve not only real rights, but also personal
rights — i.e. obligations — and exclusive rights — i.e. patents and trademarks. Even under the
heading of real rights alone, the relations one might have to property are not limited to the right of
ownership. In other words, a commodity in the economic sense does not always constitute an object
of the right of ownership in the law. Only individually determined things form the objects of
ownership.

Economic relationships resulting from an appropriation occur in various forms depending on whether
the entity that appropriates a thing is an individual, a group or collective, the State, or society at large.
Thus there are individual, group, public, and mixed forms of appropriation. These economic forms
of appropriation are traditionally called “forms of ownership”. A form of ownership is an economic
concept, not a legal one. In proclaiming recognition and equal protection of private, public, and other
“forms of ownership”, subsection 212 (1) of the Civil Code evokes economic categories, not legal
ones. The private form of ownership, also in the terms of the Constitution of the Russian Federation,
is a concept for appropriation by any private non-state, non-public persons, distinguished in this sense
from public or communal appropriation (state and municipal or public ownership).*38

The transfer of property under a market economy requires, as a matter of principle, that commodity
owners have equal rights of alienation and acquisition in relation to property. Therefore, the principle
of equality among all forms of ownership, which is of an economic and not of a legal nature, becomes
necessary. However, to provide for the “equality of all forms of ownership” in the legal sense is
impossible. For instance, any property, including that which is withdrawn from commerce, may be
held in state ownership. The state may acquire such property in ways that are not available to natural
persons and legal entities, for example, by way of taxes, duties, seizure, confiscation, and national-
isation. On the other hand, legal entities and public legal bodies are liable for their debts with all their
property, whereas individuals benefit from certain exemptions established by law."3°

As such, section 212 of the Civil Code mentions only the “recognition” of different forms of property
and the equal protection of the rights of all owners, but not “the equality of all forms of property” as
provided in the USSR Ownership Act. The equality of private and public owners is manifested
through the recognition of equal legal capacity. This equality is further demonstrated by the ability
of private owners, both individuals and legal entities, to own any property except property withdrawn
from commerce or limited in commerce by law. Such property is not limited either in quantity or
value, unless such limitations are established by law for the public benefit. Moreover, the advantages
and protection given to public owners under the former legal regime are absent from the new Civil
Code.

The right of ownership is the most comprehensive right, giving the broadest legal power over
property. Yet ownership is not the only right in rem; there are other more limited real rights, all sharing
characteristics with the right of ownership. Firstly, all real rights formalise the relationship between
a person and a thing, giving the person an opportunity to use the thing in his own interests without
the participation of other persons. Secondly, real rights may be invoked to protect other types of
rights. For example, in the setting of contractual obligations, the person claiming the right to
performance may satisfy his interest through some type of claim over real property. Real rights are
protected by the specific features they exhibit. Finally, only individually determined things may be
the object of real rights. If the specific thing is destroyed or lost, all real rights associated with it are
automatically terminated. This differs from the law of obligations where the object is to control the
conduct of the debtor. Where the debtor dies, the obligation is not extinguished, and it may be passed
on to other persons through the mechanism of legal succession.

As long as the property exists, limited real rights continue to exist even if the owner of the property
changes — for example, if the thing is sold or transferred by succession. Thus, real rights encumber
a thing; they follow the thing, not the owner. This “right to follow” is thus another characteristic
feature of real rights. However, limited real rights are of a derivative nature, dependant on the right
of ownership as the basic real right. Therefore, in the case of absence or termination of the right of

37 For instance, those formalised in the form of securities or a deposit with a credit organisation.

38 The federal Ownership Act specified “the right of ownership of public organisations” along with the right of private ownership of individuals
and legal entities. Today, according to subsection 213 (4) of the Civil Code, legal persons, including political parties, are private owners of
the property belonging to them.

39 Annex 1 to the Code of Civil Procedure of the Russian Federation.
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ownership to a thing, it is impossible to establish or retain a limited real right over it as in the case,
for example, of ownerless property. Finally, because limited real rights usually arise independently
from the will of the owner, the nature and content of these rights is determined by law, not by contract.
Therefore, the law itself establishes all the types of limited real rights and determines their scope and
content. This results in the law fixing an exhaustive list, or numerus clausus, of limited real rights.
Contracting parties can neither create a new right yet unknown to the law, nor can they change the
scope of any existing real right.

Under Russian civil law, the objects of all limited real rights, with the exception of the pledge and
the right of retention, are immovable objects. These rights can be divided into three groups. The first
group contains the real rights of certain legal entities over the economic activity of property owned
by another. These are the rights of economic management and of operative administration, which
characterise the independence of property of such legal entities as unitary enterprises and institutions.

The second group confers limited real rights with respect to the use of another person’s land. These
rights include the right for life of inheritable possession to land belonging to individuals, the right
of permanent and unlimited use of land, servitudes, and the right to develop another person’s land
parcel. This right belongs to those holding a right of inheritable possession or permanent use, and
entails the power to erect buildings, structures, and other objects of real estate, which become the
property of the developer.

The third group contains rights of limited use over other real estate, mainly housing premises. These
rights are the rights of relatives of the owner of the housing premises to a limited use of the housing
premises and the right to use specific housing premises — e.g. a dwelling house or another object of
real estate like a land parcel — for life. The latter right arises through either contract or testamentary
refusal. This right allows an individual to reside in housing premises belonging to another person,
or to make limited and purposeful use of another person’s real estate. It is debatable whether the right
to pledge a thing — where a thing is the object of a pledge instead of a real right — and the right to
withhold a thing should be categorised as real rights.

The above categories of real rights upon which Russian concepts were modelled were originally
defined in German-based legal systems seen today in Germany, Austria and Switzerland. Somewhat
different types of real rights are also found in French legislation and in other countries of continental
Europe. A special section of the first Civil Code of 1922 was devoted to real rights. When Soviet
civil legislation was codified in the 1960s, this category was omitted because the state’s right to land
was effectively exclusive and did not allow for the existence of other real rights, including servitudes.
Real rights were reinstituted in the federal Ownership Act, and were described in detail and legally
fixed in section 49 of the Fundamentals. The current Civil Code explicitly treats the right of ownership
as the principal type of real right.

The right of ownership

The right of ownership is the broadest real right. It allows its holder to exclusively determine the
nature and use of the property and, in the process, confers complete economic dominion over the
property. In subsection 209 (1) of the Civil Code, the legal capacity of the owner is described through
the use of the “triad” of legal powers: possession, use, and disposal.

The power to possess is understood as the legal authority to have the property and keep it in one’s
household or enterprise. The power to use the property is a legal permission to exploit it for economic
or other purposes by utilising the property’s useful qualities. Use is closely related to the legal power
to possess, because in most cases, one cannot use property without actually possessing it. The power
to dispose of property confers an authority to determine the fate of property by changing its holder,
state, or designation through alienation under a contract, transfer by inheritance, destruction, or loss.

In the aggregate, these legal powers fully cover all the possibilities of acting granted to the owner by
law. Suggestions that other legal powers — e.g. the power of management — could be added to this
triad have been unsuccessful. A more detailed consideration of these legal powers shows that they
are not independent possibilities provided to the owner, but only ways to exercise the legal powers
inherent in ownership.

All three powers are concentrated in the owner. However, separately and sometimes simultaneously,
they may not belong to the owner but be vested in another legal possessor of the property such as a
lessee. A lessee not only possesses the property of the owner (lessor) and uses it under the contract
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with the lessor, but is also entitled, with the lessor’s consent, to sublease it to another person or to
make considerable improvements to the property. Such actions may change the property’s original
state to a considerable degree, or constitute its disposal within certain limits. Thus, it can be said that
the triad of powers is not really sufficient to fully characterise the rights of the owner."*? The essence
of the right of ownership lies not in the number and designation of legal powers, but in the degree of
real legal power which is granted and guaranteed to the owner by the legal system. For example, the
1964 Civil Code formally granted equal powers of possession, use, and disposal to all owners.
However, the legal powers of the state as an owner with respect to the nature and scope of rights
could never be compared to the legal powers of individual owners. Practically speaking, the power
of individual owners was subject to numerous limitations.

From this perspective, the main feature of the owner’s rights in Russian civil law is the power to
exercise these rights “at [the owner’s] discretion” (subsection 209 (2) of the Civil Code). The owner
can make an independent decision about what to do with his property and may be guided exclusively
by his own interests, provided that the decision does not conflict with any statute or other legal act,
and that it does not violate the rights and legal interests of other persons. This is the essence of the
legal power of the owner over property.

An important feature of the owner’s legal rights is that they allow the owner to exclude all other
persons from any action affecting the owner’s property. In contrast, the powers of any other legal
possessor — even those powers having the same designation as the legal powers of the owner — are
insufficient to exclude the rights of the property owner. Instead, the possessor’s powers usually arise
through the will of the owner and operate within the limits provided by the owner, as with, for
example, a contract of lease.

On the other hand, the right of ownership is not absolute; the law establishes certain limitations to
the content of the right. According to subsection 209 (2) of the Civil Code, the owner has the right
with respect to his property to take “any actions not contrary to a statute or other legal acts and not
violating the rights or interests protected by a statute of other persons.” Thus, since under legislation
housing premises are intended only for dwelling by citizens, their use for other purposes such as
offices or warehouses — even by the will or with the consent of their owner — is allowed only if the
classification of these premises is changed from that of housing to non-housing in accordance with
the procedure provided by legislation. The owner also has no right to use his property with the
intention of causing harm to another person. Thus, the legal rights of the owner are restricted by
certain legal limitations of purpose.

A law or statute may also provide for restrictions on the exercise of ownership. For example, the
pledgor, while remaining the owner of a pledged thing, does not have the authority to dispose of the
thing without the consent of the pledgee. Moreover, the rights of the owner of immovable property
acquired under a contract of lifetime support with maintenance do not include the power to alienate
or dispose of the property without the consent of the recipient of the rent.

The right of ownership over land and other natural resources is subject to the greatest number of
restrictions. Firstly, the very possibility of private ownership of such objects, recognised by subsec-
tion 9 (2) of the Constitution of the Russian Federation, is considerably limited with respect to land
parcels and is completely excluded for a number of natural resources. Secondly, the possibility that
these objects become the object of civil law transactions, including alienation, is also limited
(subsection 129 (3) of the Civil Code), which restricts the owner’s power to dispose of them. Thirdly,
even those rights permitted by statute to owners of land and other natural resources are subject to
environmental prescriptions and prohibitions and, in a number of cases, to the designated purpose of
the property.

Furthermore, the “benefit” of holding property and receiving income from its must be considered
along with the “burden” of bearing the expenses, costs, and risks related thereto. Section 210 of the
Civil Code specifically points out the owner’s responsibility to maintain the property, unless a statute
or contract places this burden or a part of it on another person. For example, the protection of leased

40 The description of legal powers of the owner as a “triad” of possibilities is typical of the Russian legal system. It was legally fixed for the
first time in 1832 in vol. 10, part 1, section 420 of the Code Laws of the Russian Empire. Following in this tradition, the “triad”” passed on to
the Civil Codes of 1922 and 1964, and later to the Fundamentals of 1961 and 1991, as well as to the current C.C.R. There are other definitions
of this right in different foreign laws. For instance, under subsection 903 (1) of the Civil Code of Germany, the owner “may dispose of a thing
at his own discretion and to the exclusion of all others on it”. Under section 544 of the Civil Code of France, the owner “uses and disposes of
things in the most absolute manner”. In Anglo-American law, scholars count up to twelve different legal powers of the owner which different
persons may have in various combinations; a consequence of the nature of the common law that does not lend itself to a legally-fixed definition
of the right of ownership.
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property may be carried out by the lessee, or the management of a bankrupt’s assets may be assumed
by a bankruptcy manager.

The owner also bears the risk of damage to or destruction of his property if this occurs in the absence
of fault. In fact, this risk is part of the burden of the owner. However, this risk can be transferred to
other persons under a contract as well as by force of statute. For instance, such risk may be borne by
a guardian who becomes the administrator of the property of an owner who is under guardianship.

The owner is entitled to transfer his rights of possession, use, and disposition while remaining the
owner of the property. This occurs, for example, when an owner leases his property. Subsection 209
(4) of the Civil Code specifically addresses this situation and empowers the owner to transfer property
to another person without transferring the right of ownership to the property. This device, called
“entrusted administration”, is a way for the owner to exercise legal powers of disposal without
establishing a new right of ownership to the property.

The concept of entrusted administration provided in the Civil Code has nothing in common with the
concept of the “trust”. There were attempts to introduce this concept into Russian civil legislation
under the influence of absolutely alien Anglo-American approaches.**! With entrusted administra-
tion, the administrator — e.g. the guardian of the ward’s property or the testamentary executor who
holds the property of the succession — uses another person’s property without becoming the owner.
The administrator does not act for his own benefit, but in the interests of the owner, ward, beneficiary,
or heir. This situation may arise either through the prescription of a statute or under a contract between
the owner and the entrusted administrator. For example, the owner may, for compensation, entrust
the administrator to use his securities to receive income. The entrusted administrator has the power
to possess, use, and even dispose of the property. He may also perform operations with this property
in his own name, but not for his own benefit.

In the case of a trust, the settlor transfers his rights or a certain part thereof to the trustee who acts in
the interests of the beneficiary. It is also possible for the settlor and the beneficiary to be the same
person. Each of the participants in the trust relationship has the legal powers of the owner to some
degree, i.e. each of them is vested with a right of ownership.

Under the approach used in continental European legal systems, the trust allows the right of
ownership to be split among several subjects, and for that reason it is impossible to say who the real
owner of the property placed under trust management is. Under Anglo-American systems, such a
situation does not purport any contradictions since the right of ownership is by definition constituted
by multiple and independent rights of ownership. Such an approach is alien to continental European
legal systems where a key postulate is the impossibility of establishing two equal rights of ownership
in the same property. Therefore, the transfer by the owner of part or even all his legal powers to
another person, including to a manager, does not lead to the loss of the right of ownership because
the transfer is not limited to these legal powers, i.e. to the “triad”.

From a practical perspective, borrowing the trust concept in the absence of the common law system
of equity leads to a lack of control over the trustee’s relations with the settlor who, among other
things, acts as a beneficiary. It is clear, then, that negative consequences could result from a broad
application of the trust concept, which was designed for the more efficient management of state and
municipal property through the transfer thereof to private managers.

Remedies

The new civil legislation of Russia places particular emphasis on the protection of ownership and
other real rights. In conformity with the fundamental principle of inviolability of the right of
ownership, the new Civil Code creates a special system aimed at protecting the rights and interests
of private owners from various encroachments on their property.

In the event of direct violation of the right of ownership through, for example, theft or unlawful
expropriation, Russian legislation provides real remedies in the form of absolute claims or claims
filed against any third person having violated a right in rem. The Civil Code traditionally provides
for two real actions, which protect the right of ownership and certain rights in things. The first is true
recovery action (actio rei vindicatio), a claim for demanding and obtaining property from another

41 See section 1, Presidential Decree No. 2296 on Trust Ownership (Trust) (24 December 1993). In connection with the adoption of Parts 1
and 2 of the Civil Code which directly regulate the relationships of property trust management, Presidential Decree No. 2296 has now lost its
legal force.
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person’s unlawful possession. The second is negatory action (actio negatoria), an action for
elimination of obstacles to the use of property where no deprivation of possession has occurred. Both
means of protection are aimed at protecting the owner’s right to the object itself. If the object is lost
or cannot be returned to the owner, it is possible to speak only about compensation for inflicted losses,
which is categorised as a personal action and not an action in protection of real rights. Therefore,
real rights protection of property interests only has as its object individually determined things, not
substituted property.

A right of ownership may also be violated indirectly as a consequence of a violation of another, often
personal right. For example, a person to whom the owner transferred property under a contract might
refuse to return the property to its owner or might return it damaged. This is a case for the application
of real rights protection under the law of obligations. These rules are specially designed for instances
when the owner is bound to the violator by relations in personam, most often contractual relations.
These methods of protection are usually applied to the defaulting party under the contract, taking
account of the specific nature of the parties’ relationship. Remedies in the law of obligations are,
therefore, of a relative nature and may have as their object any property, including both things and
rights.

Since both of these types of remedies may apply at the same time, a question arises as to which of
the two kinds of civil law protection — that of real rights protection or that of the law of obligations
— 1is the appropriate remedy. Russian legislation does not allow the claimant to choose an action and
does not allow the so-called “competition of suits” typical of Anglo-American law. In the event of
breached contractual relations or other relations in personam, the law of obligations and not real
rights should be used to obtain a remedy, since the legal relations existing between the parties are of
a relative nature and not absolute."? A real action cannot be filed when an individually determined
thing is absent as a subject of dispute.

Suits against state agencies or local self-governing bodies are a new and independent group of civil
law remedies, which serve to protect the right of ownership. The powers that these agencies enjoy
preclude the possibility of filing traditional real actions or personal actions against them in instances
when they do not act as equal participants in commerce. Thus, public authorities may violate real
rights of private persons or infringe upon them through lawful and unlawful actions, both of which
require special means of protection for private owners.

Two types of actions are used to provide the necessary protection. First, the law allows claims for
full compensation of damages inflicted upon private persons as the result of unlawful acts or
omissions by state agencies, local self-government bodies, or their officials. The remedy also applies
where damage is inflicted through the issuance of a regulatory or non-regulatory act which runs
contrary to a statute or other legal act.

Secondly, a claim for invalidation of an unlawful act of a state or municipal agency, which contradicts
a statute or other legal act, may also be made. Such actions are brought against tax and customs
agencies, for example, in the event of an unjustified levy of execution against an individual’s
property.*#

Lawful actions by public authorities, which infringe upon the interests of private owners, require
special means of protection. For example, termination of a private person’s right of ownership
through nationalisation of his property conforms to federal law, and is therefore a lawful action. In
this situation, the owner’s rights are subordinated to the law and the owner has no right to claim the
return of withdrawn property. However, full compensation may be claimed, including loss of income
and the value of the property lost by the owner. An owner of land expropriated for state or municipal
needs through a decision of executive agencies is granted the same right.

Thus, the new civil legislation of Russia provides for thorough legal formalisation of ownership
relations, including comprehensive protection of the rights and interests of private owners.

42 This reasoning can be extended to instances when limited real rights arise due to a contract with the owner of a thing; the parties are protected
by absolute real rights and not by the law of obligations, for the relation is of an absolute and not a relative nature. The owner of a thing in
this instance is bound to the subject of a limited real right by contract and, therefore, in its relationship with the latter cannot resort to the law
of obligations to protect his interests.

43 Naturally, tax and customs relations, or relations with respect to state property management are of a civil law nature. At the same time,
unjustified interference of public power into the property sphere leads in many instances to the violation of real rights, and therefore requires
special means of protection. It is no accident that rules on suits against public power appeared for the first time in laws on ownership.
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1. Sources of law and absolute rights of the
proprietor

Main sources are the Constitution of the Republic of Latvia, the Latvian Civil Law Act, and the
Commercial Pledge Act. The Latvian Civil Law Act as a code of institutional system, which is similar
to the French code, was restored in Latvia in its structure of 1937,

Part III of the Latvian Civil Law Act, which specifically deals with property and collateral rights,
was introduced by the Act on the Time and Procedure by which the Part of Introduction, Inheritance
Rights and Rights on Things of the Renewed Republic of Latvia 1937 Civil Law Act Takes Effect
as of 7 July 1992.

Initially, the Constitution of Latvia did not deal with any property rights at all. Amendments of such
kind were passed only in 1998, when the additional chapter 8 on fundamental human rights was
introduced, which included section 105 stating that everyone has the right to property. This important
amendment introduced a new understanding of property rights compared to a more conservative view
reflected in the Latvian Civil Law Act.

The Latvian Civil Law Act states in section 927 that property means having total power over a thing,
i.e. the right to possess and use it, receive all possible benefit from it, handle it and demand the return
of it from any third person by claiming ownership. In addition to this general principle, section 928
declares that although property may be restricted according to private will or by the law, any of such
restrictions shall be interpreted in its narrow meaning, and in case of doubt it shall always be assumed
that the property is without restriction.

According to section 1038 an owner may be in possession of a thing, which belongs to him or her,
receive its fruits, use it at will to increase his or her assets, and in general, use it in any way, even
though it may cause a loss to another person.

Contrary to these provisions, section 105 of the Constitution states that property may not be used
against the interests of society.
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2. Classification of things as objects of property
rights

The Latvian Civil Law Act uses common classification of things as tangible and intangible (section
841). However, in dealing with a difficult question, what could be a subject of property rights, the
Latvian Civil Law Act is nearly as narrow as the early Roman law. This approach is causing
difficulties each time when one is confronted with the problem of rights regarding intangible things.

Although the Latvian Civil Law Act declares that a subject of property may be anything that has not
been taken out of circulation by law (section 929), this general declaration is not supported by any
other norm. Even further, in dealing with particular elements of the property rights, the authors of
the Latvian Civil Law Act carefully avoided using the term “property” in relation to intangibles.
Thus, regarding the claim of ownership, section 1050 expressly states that the subject of a claim of
ownership may be a separate item as well as an aggregate of things consisting only of tangible things,
but not a thing, which is composed of both — tangible and intangible things.

There is no doubt that in light of such clearly stated limits, a claim for intangible things is out of the
question — it is hardly surprising that the same narrow approach also prevails in practice. The Latvian
Constitutional Court found in favour of this more narrow approach. It was a particular case of
interpreting section 105 in the meaning that a person’s right to property does not include his or her
right to certain claims."!

2.1. Movable and immovable things, and buildings in particular

As provided for by section 842, tangible things are either movable or immovable, “depending on
whether or not they can be moved without exterior damage from one place to another”. This general
principle apparently includes not only land, but, by extension, buildings as well as other permanent
structures. In the Latvian legal environment this fullest sense of the word “immovable” was not only
extensively used with regard to buildings, but somehow led to a phenomenon, which could be defined
as separation of buildings from the land in a way which is not clearly defined by the Latvian law and
is regarded in the Latvian practice as an exclusion from the common principles the Civil Law Act is
based on.

It must be pointed out that the 7 July 1992 Act on the Time and Procedure by Which the Part of
Introduction, Inheritance Rights and Rights on Things of the Renewed Republic of Latvia 1937 Civil
Law Act Takes Effect has established a very important principle as compared with the original
meaning of the Latvian Civil Law Act.

As section 968 of the Latvian Civil Law Act states, a building, constructed on and firmly attached
to a piece of land, shall be considered a part of same. According to section 973 trees and other plants,
which have been replanted on another person’s land, belong to its owner from the time they have
become rooted in this land.

Section 14 of the 7 July 1992 Act stated otherwise — that the provisions of sections 968 and 973 of
the Civil Law Act shall not be applicable in cases when a building has been built (legally acquired
in another way) or the orchard (trees) has been planted on the land allocated for this purpose in
accordance with the laws in effect at that time, but the ownership rights to the land have been renewed
to the previous owner or his or her heirs (assignee). It soon becomes clear that this important
amendment, which was initially designed as just a temporarily introduced exclusion from general
principles, is here to stay permanently.

Once Pandora’s box was open, this notorious section 14 started to accumulate more and more
so-called exclusions from the general principle. Soon it was discovered that the rule on buildings as
separate items was also applicable to the unfinished ones, and sometimes even to the tiny remains,
which laid covered deeply in the ground and, like an accident waiting to happen, were threatening
the previous owners whose rights were restored by a special law. These remains and their conse-
quences were as unpredictable and at the same time as inevitable as natural forces. It sometimes
seems that the more desperately legislators are trying to extinguish these so-called exclusions, the

120 April 1999 Judgement of the Republic of Latvia Constitutional Court. C. Case No. 04-01 (99). Available at: http://www.satv.ti-
esa.gov.lv/Eng/Spriedumi/04-01(99).htm.
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more difficult is the life they deliver both to the owners of the land and to the owners of the buildings
separated from each other and deeply divided by this controversy.

During the denationalisation and privatisation period this controversy provided countless litigation
cases and hundreds — if not thousands — of them are still waiting to be resolved.

Separation of the buildings from the land is a clear example of difficulties, which arise when an old
act is taken as an orchard and planted in an adverse environment, which is fertilised by a different
way of thinking. When the Act on the Time and Procedure by which the Part of Introduction
Inheritance Rights and Rights on Things of the Renewed Republic of Latvia 1937 Civil Law Act
Takes Effect was drafted, the authors of this bill had to take into account the fact that the land reform
and denationalisation was still continuing. Therefore the reintroduction of the Civil Law Act of 1937
had a purpose to facilitate this process and not to become an obstacle in its way. The authors of this
bill had also to consider that separation of the building from the land was at the time a matter of fact,
which could not be averted.

As it is well known, in 1940, nationalisation was also carried out in several separate steps. Land was
seized first, buildings and enterprises were seized afterwards. Denationalisation was reflecting the
same order of steps, but taken the other way around.*? First, the rural land reform Decree on Land
Reform in the Republic of Latvia rural regions was passed in 1990. The city land reform Decree on
Land Reform in the Republic of Latvia Cities was passed in 1991. The rural land privatisation Decree
on Land Privatisation in Rural Regions was passed in 1992 (the rural land reform completion Decree
on Completion of Land Reform in Rural Regions was passed in 1997, but the city land reform
completion Decree on the Completion of Land Reform in Cities — in 1999). Decrees on privatisation
of buildings always followed land reform decrees. For instance, the agriculture and fisheries
privatisation Decree on Privatisation of Agricultural Enterprises and Collective Fisheries was passed
in the same year of 1991.

It has to be underlined as well that the whole privatisation process — in which Latvia is notoriously
behind most of the other East European countries — was in a permanent process of legislative
changes, which continued from the early nineties up to 1994, when the public property privatisation
Decree on the Privatisation of Objects of State and Municipal Property as well as a package of
necessary supplementary laws were finally passed, under which, at long last, the privatisation of
countless enterprises could take place.

The Denationalisation of Buildings in the Republic of Latvia Act was passed in 1991 and is in force
from 1 January 1992. Thus, when the Civil Law Act was introduced, separation of the buildings from
the land was already there. The great failure of dealing with this problem in 1992 was the fact that
the legislation facing this problem did not provide a theoretical solution, but chose a shaky mode of
exclusions instead. The result was that by trying to avert, not solve the problem, and by intending to
sweep it under the carpet, the legislator in fact deepened the problem and, as time passed by, made
it into one more and more difficult to solve.

One can only guess which way this contradiction between the law of 1937 and its contemporary legal
environment could be resolved.

In general there are two extremes in proposed ways for solving this problem. One extreme is to
extinguish this separation altogether and return to classical principles of the Civil Law Act of 1937.
Another extreme is to re-establish emphiteuzis — a situation when a person who is not the owner of
a piece of land is entitled to use it as his or her own in perpetuity, as he or she is an owner of the
building, which was already there before the Civil Law Act of 1937 was originally introduced. Today,
the difficult relationship between the owner of the building and the owner of the land under this
building is solved through the so-called mandatory rental agreement between them.

To my own understanding, emphiteuzis is the only way to solve this problem, and it is already present
in our real legal environment except for one feature; in today’s situation, a person who is not the
owner of a piece of land, but who is entitled to use it as his or her own in perpetuity as a building
owner, is not subject to forfeiture for non-payment of a fixed rent.

This is nearly the only feature, which distinguishes the Latvian situation from the Roman or, if you
like, the Feudal ownership of the Middle Ages. We can learn from history, which gives us a lesson
in the form of a similar situation, which the Latvian state had already faced when the Civil Law Act
was introduced in 1937. A specific procedure of buying out landlords’ rights for the land was

2 J. Rozenfelds. Problems of legislation on privatization in Latvia. Wirtschafts- und Gesellschaftsrecht Osteuropas im Zeichen des Ubergangs
zur Marktwirtschaft. Redaktion W. Seiffert. Miinchen: C. H. Beck’sche, 1992, pp. 355-358; Latvia: Legislation and denationalization of land.
— The Law Institute Journal, 1993, May, pp. 258-259.
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established. The owners of the buildings were reluctant to follow this procedure, and when the
Latvian legal system was extinguished altogether in 1940 and 1941, the former relationship was still
there.

2.2. Vessels

Another problem of the classification of things, which has led to far-reaching consequences in
practice, could be found in a very short appendix to section 842. This appendix says that the railway
with all its accessories shall be considered an immovable thing, but ships with all their accessories
— movable things. This principle makes the implementation of the maritime lien or seizure of the
vessel, as it is provided for by section 60 of the Latvian Maritime Code Act of 1994, highly unlikely
due to procedural difficulties connected with the above principle which states that ships must be
considered as movable things.

In practice it leads to fairly serious consequences, especially in the area of protecting rights of foreign
companies and individuals who happen to deal with Latvia in the maritime area.

Let us suppose that a foreign company has a claim towards another foreign company, none of them
is registered in Latvia, but the defendant is a ship owner, and the ship happens to be in the Latvian
harbour.

Under the Latvian maritime law and the Latvian civil process law, the claimant is entitled to impose
the lien on this ship unless the defendant pays his debt.

However the problem is that the same Latvian Civil Procedure Code does not entitle one for a claim,
which could be submitted to a Latvian court towards a foreign company or an individual unless he
or she has some kind of a legal entity representative or some immovable property inside the Latvian
territory.

The watershed lies between the personal property and the immovable one. You cannot sue a foreigner
in Latvia on the basis that he or she has some kind of assets here unless you prove that he or she owns
land or other immovable property in Latvia.

It would be easy to handle such cases if only the Latvian Civil code regarded a ship as immovable.
Unfortunately this is not the case. For this reason such cases, while initiated in Latvian Courts, usually
fail, and such ships, after the claims to seize them are heard and rejected by Latvian Courts, quickly
disappear from Latvian harbours.

I see no other possible solution of this problem but to change the principle stated in section 842 of
the Latvian Civil Law Act and to declare that ships shall be considered as immovable things.

3. Pledge

The Civil Law Act states that a pledge right is a right to another person’s thing (section 1278). It is
a kind of purely Roman view on the pledge, contrary to the more contemporary view on this institute
as a tool increasing commitment rights.

Pledge in the Civil Law Act is regulated in part III as one of the chapters devoted to property in
general, or — as it is defined in the Latvian Civil Code — to the rights on things. On the other hand,
commercial pledge law was from the very beginning considered as a part of the Commercial Act and
initially was even included as part VII of the drafted Commercial Code of Latvia. However, later on,
it was adapted as an independent law and now is not even included in the latest version of the
Commercial code. The Latvian Civil Law Act distinguishes three different modifications of pledge:
- the so-called hand pledge, which is in fact a deposit of personal property as security for a debt;
- mortgage, which is related to the pledged real property;
- usage pledge of an immobile fruit bearing item, which is pledged so that the creditor has pos-
session of it, and obtains the fruits of it.
Due to these definitions by the Civil Law Act, the authors of the Commercial Pledge Act were faced
with the need to distinguish the commercial pledge from both the so-called hand pledge and mortgage.

On the one hand, commercial pledge as an institute dealing mainly with items of personal property
has some similarity with the pledge as such (hand pledge). On the other hand, commercial pledge
was designed to avoid handing over of the item by the grantor of a pledge (pledgor) to the person
who accepts a pledge (pledgee), which inevitably makes commercial pledge similar to mortgage.
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It was absolutely necessary to resolve this problem also because the implementation of the principles
introduced by the Civil Law Act faced extreme difficulties in practice, especially in connection with
the stated necessity to deliver the object of the pledge in actual possession of the pledgee. Interpre-
tation of the above principles of the Civil Law Act caused hard times for the judges, especially
because the Civil Law Act gives a very wide interpretation of what would be regarded as an actual
possession of the item of personal property.

In practice it led to the situations that sometimes it was extremely difficult to find out who actually
held the pledged item, especially if a pledgee allowed the thing to remain with the pledgor who then
could be regarded as an agent of the pledgee. This, unfortunately, from time to time led to intolerable
situations. For instance, one who already had granted his personal property as a pledge to another
person and with a consent of the pledgee kept this property in his custody as an agent of his own
pledgee, soon stepped into the pledge agreement with another person by granting the same property
as a pledge again. In court practice of the early nineties it was found that sometimes all belongings
of companies served as a pledge to different banks, even on as many as four consecutive occasions.
No wonder that in the given situation banks were the main subsidiaries in promoting the Commercial
Pledge Act.

The Commercial Pledge Act was adopted on 21 October 1998. The Act modified the principles of
the pledge right under the guidelines set by the Civil Law Act.

According to section 2 of this Act, a commercial guarantee is a pledge, which, following the
procedure determined by the Act, is registered in the commercial guarantees register. The Act also
stated that the general provisions of the pledge right as set forth in the Civil Law Act should be applied
to commercial guarantees insofar as the Act did not provide otherwise.

The new Act stated that the subject of a commercial guarantee could be any movable object and even
an intangible object, which belongs to an enterprise, as well as the aggregation of the objects including
all the property of an enterprise (entrepreneurial association).

This was a big step forwards as compared with the Latvian Civil Law Act, which in fact covered
only tangible things but intangible things could become a subject of a pledge right only if actual
possession of the thing by a pledgee was possible. Thus, although intangibles could become a subject
of a pledge right in principle, necessity to prove that the intangible thing in question was in the
possession of a pledgee, made implementation of this principle extremely difficult and caused a lot
of disputes in practice.

However, substantial assets still could not be a subject of a commercial guarantee, a vessel or
securities in public circulation as well as the claim arising from a check or a promissory note could
not be a subject of a commercial guarantee.

Even if all the property of an enterprise is pledged or an obligation of objects is pledged, the above-
mentioned items shall be considered as excluded from the pledged property.

It is not a very big surprise as well that we find very tough restrictions on imposing commercial
pledge under this law. Being a reaction to the horrors of the early nineties, these restrictions could
also be treated as an over-reaction. Given that commercial pledge like mortgage has to be duly
registered in the Centralised Commercial Guarantees Register, one could see no danger in registering
several consecutive commercial pledges in the same item of personal property if it is valuable enough.
And a consecutive pledgee has to be aware about the status of the item, which is already registered
in a publicly available register as an item of somebody else’s pledge right.

However, the Latvian Commercial Pledge Act prohibits such repeated granting of an item as a second
pledge. A special amendment to the Latvian Criminal Code, which was introduced as a package of
amendments in current Latvian laws when the Commercial Pledge Act was passed, qualifies such
action as a crime.

It must be pointed out that, notwithstanding the above shortcomings, the Commercial Guarantees
Act was a big step forwards, covered a lot of unsolved problems, and it is working in practice. A lot
of subjects, however, are not covered by this law and are still regulated only by the Civil Law Act.
This relates first of all to immovables, given that restoration of the Land Register Act and the
Recording Real Estate with Land Registers Act was adopted shortly after the Civil Law Act came
into force. Mortgage rights can be registered easily, and this institution is functioning relatively well.

Some difficulties in court practice arose only in connection with immovables which, at the time when
they were used as a security, were still unregistered in the land books. This caused some confusion
in practice, which sometimes led to curious situations where a land unit was treated as a movable
thing. However, the inherent contradictions, such as dual attitude towards land and buildings (see
chapter 2.1), and proposed ways of solution of these difficulties have had a huge impact on mortgage
rights. For instance, both owners — the one of the land and the one of the building have the right of

112 JURIDICA INTERNATIONAL V1/2001



Latvian Property and Collateral Law and Protection of Foreign Investments
Janis Rozenfelds

refusal if the other party decides to alienate its right in the immovable. It is unclear how and when
such right of refusal can be implemented, if the immovable is pledged and the pledgee faces the
necessity to sell the property.

Another problem is that mortgage rights stated by the Civil Law Act do not fit very well with the
procedure of the auction of real estate as stated in the Civil Procedure Act, which sometimes in
practice leads to situations when the mortgagee finds himself circumvented by other claimants, who
had either weaker or later claims but were smart enough to use shortcomings of the Latvian Civil
Procedure Code in their favour.

4. Protection of Foreign Investments

The Latvian Foreign Investment Act defines foreign investment as a long-term investment in the
basic capital, separated by foreign investors for performing entrepreneurial activity in the Republic
of Latvia.

According to section 8 of the Act, the Republic of Latvia ensures the protection of foreign
investments. The compulsory alienation of foreign investments by the Republic of Latvia may only
be carried out in accordance with a specific law, adopted pursuant to the Republic of Latvia 15
September 1992 Eminent Domain Act.

It has to be underlined that bilateral agreements, which are concluded between Latvia and nearly all
economically developed countries of the world, define investment differently than the above-men-
tioned Foreign Investments Act. These bilateral agreements usually state that the term “investment”
shall mean any kind of property invested by a natural or legal person of a contracting party in the
territory of the other contracting party.

Such wider definition of the investment is also approved by Latvian practice of implementation of
the law, as well as in international disputes.”!

According to this principle the only condition, which must be met by a foreign investor, is that
investment must be carried out in the territory of Latvia. For this reason expenditure by foreign
investors, which was carried out abroad, like payments for drawings, design, patenting, efc. are not
accepted as investments unless they are turned into real construction or industrial works on the
territory of Latvia.

Such kind of disputes from time to time arise in connection with the privatisation process, sorting
out™? whether subjects of privatisation, which frequently happen to be of foreign origin, meet the
conditions stipulated by the purchase agreement of the Latvian enterprise.

I See Arbitration Award in the matter of an arbitration under article 7 (2) of the Agreement between the Government of the Kingdom of
Sweden and the Government of the Republic of Latvia on the Promotion and Reciprocal Protection of Investments between Swembalt AB,
Sweden, and the Republic of Latvia, dated 23 October 2000. Available at: http://bnsnews.bns.1v/1234.

2 Privatization of hotels spa to be terminated. — The Baltic Times, 17 February 2000. See also Kemeri spa privatization stays in force. — The
Baltic Times, 16 March 2000.
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Laws of Succession in Europe
and Estonia: How We Got to
Where We Are and Where
We Should Be Heading’

1. The historical development of succession laws
and current opportunity for harmonisation

1.1. Development of succession laws over time

Generally, succession law does not develop by rapid and radical changes, as for example, does
contract law. Usually succession law evolves in long gentle waves, by baby steps, so that profound
change may only be appreciated, in retrospect, after long periods have elapsed. This may be due to
the fact that succession law does not have to respond to the more usual and more rapid changes of
business and economic practices and necessities. Its roots reach deeper into fundamental concepts
of justice, morals and society."?

This does not mean that economic changes never influence succession laws. Of course, inheritance
was and had to be organised in quite different ways in an agrarian society, let alone in subsistence
economies, as compared to the needs of an industrial society. In Europe, however, those necessary
adoptions were already achieved by the great codes and developments of the 19t century.”

The great codes in Europe are children of the 19t century, the Austrian ABGB even to a large extent
of the late 18t century. They reflect the social and economic situations of their time. But it does not

I Translated by Heikki Leesment.

2 U. Spellenberg et al. Recent developments in succession law. — Law in Motion. Antwerp: Kluwer, 1997, p. 713; D. Leipold. Wandlungen
in den Grundlagen des Erbrechts? — Archiv fiir die civilistische Praxis (AcP), 1980, 180, S. 211; H. Hetmeier. Grundlagen der Privaterbfolge
in der Bundesrepublik Deutschland und in der DDR. Berlin: Duncker & Humblot, 1990, S. 13; J. N. Druey. Grundriss des Erbrechts. 3. Aufl.,
Bern: Verlag Stampfli+Cie, 1992, § 2, N 11; P. Varul. Legal Policy Decisions and Choices in the Creation of New Private Law in Estonia. —
Juridica International. Law Review. University of Tartu, V, 2000, p. 114.

3 U. Spellenberg (Note 2), p. 713.
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seem that the subsequent economic developments were significant enough to impose further funda-
mental re-orientations in succession law."™

In Estonia and other so-called developing economies the situation in this respect is entirely different.
The changes in the Estonian law of succession that were effected with the passage of the new Law
of Succession Act (LSA) on 15 May 1996, are sweeping, particularly as compared to the earlier
statutory provisions dealing with rights of inheritance contained in the Civil Code of the Estonian
Soviet Socialist Republic (ESSR). Though the changes can be appreciated in purely quantitative
terms — whereas the civil code of the ESSR contained 35 sections devoted to succession, the new
Estonian statute runs to 174 sections, the changes from the previous law are radical in their substantive
provisions as well.

Radical changes of this scope and magnitude in the law of succession are explained by the fact that
laws of succession, as they existed in socialist society, were different and unique. They can even be
characterised as simplified to the maximum extent possible.”> The absolutely minimal regulation of
legal issues of succession is based primarily on the essential fact that property rights of the individual
citizen in socialist society were severely circumscribed. Property that was capable of being inherited
or passed by bequest, was small and of relatively slight value. In addition, it is important to note that
in socialist society inherited property was not viewed favourably, as property received without the
individual having to work for it, which encourages egoism and accumulates undue wealth into the
hands of a privileged few. It was for these kinds of reasons that, under Soviet law, the designation of
persons lawfully permitted to inherit from a deceased’s estate was rather limited.*®

In August 1991, following the restoration of Estonian independence, Estonia reasserted as a central
feature of its market economy and democratic society, the right to own property, which, by its very
nature and from its very origin, implies the right to inherit — “private law has always included
succession law”.*7 The law of inheritance and succession is, in this respect, as lawful or unlawful as
private property itself.”® Through succession and inheritance, private property asserts and achieves
its true character, as succession makes private property “perpetual”. Since succession laws permit
private citizens to make provisions regarding their property upon death, it provides them complete
freedom to exert dominion and control over their property even after death.™

Under principles of classical liberal thinking, the right to own property is the very foundation of
financial independence and true personal freedom of action. Liberalism requires the acceptance of
private inheritance and succession, because it ensures the perpetuation of private property even in
the event of death.”!? For this reason, provisions regarding the protection of private property rights

4 Ibid., p. 720.

5 C. Trilsch-Eckardt. Das tschechische Erbrecht im Vergleich zum deutschen und Reformiiberlegungen. — Zeitschrift fiir Erbrecht und
Vermogensnachfolge (ZEV), 1996, S. 4; G. Niemeyer. Die Verfassungsgarantie des Erbrechts in der Rechtsprechung des BVerfG. — Familie
und Recht: Zeitschrift fiir die anwaltliche und gerichtliche Praxis (FuR), 1998, S. 12—13; J. K. Tolstoi. Nasledstvennoye pravo. Utchebnoye
posobie. Moskva: Prospekt, 1999, st. 6.

6 E. Ilus. Tsiviildiguse eriosa: Autoriseeritud konspekt E. Ilusa loengute jargi (Special Part of Civil Law: Authorised Conspect based on the
Lectures of E. Ilus). Koost. A. Rammul, E. Talvik. Tartu: Akadeemilise Kooperatiivi Kirjastus, 1938, lk. 57 (in Estonian); E. Laasik.
Noukogude tsiviildigus. Eriosa (Soviet Civil Law. Special Part). Tallinn: Valgus, 1975, lk. 447448 (in Estonian); I. Tjutrjumov. Péarimise
ulatus (Scope of Succession). — Oigus, 1936, nr. 9/1, Ik. 436437 (in Estonian); J. N. Druey (Note 2), § 2, N 6-8; R. Schroder. Abschaffung
oder Reform des Erbrechts. Die Begriindung einer Entscheidung des BGB-Gesetzgebers im Kontext sozialer, 6konomischer und philosophis-
cher Zeitstromung. Ebelbach: Verlag Rolf Gremer, 1981, S. 2-3; H.-G. Mertens. Die Entstehung der Vorschriften des BGB iiber die gesetzliche
Erbfolge und das Pflichtteilsrecht. Berlin: Walter de Gruyter, 1970, S. 26-27; H. Hetmeier (Note 2), pp. 26-30; D. Leipold. Erbrecht.
Grundziige mit Féllen und Kontrollfragen. 12., neubearb. Aufl., Tiibingen: Mohr Siebeck, 1998, Rdn. 51-52; U. Kangas. The Functions and
the Order of Inheritance. — Scandinavian Studies in Law. Vol. 29. Ed. by A. Victorin. Stockholm: Almqvist & Wiksell International, 1985,
p. 83.

7J.N. Druey (Note 2), section 1, paragraph No. 1; AK-BGB Déubler, Einl. Rdn. 2. — Alternativkommentare: Kommentar zum Biirgerlichen
Gesetzbuch. Bd. 6. Erbrecht (bearb v. Buchholz, Déubler, Derleder, Dubischar, Finger, Pardey, Schaper, Teubner, Wendt). Neuwied:
Luchterhand, 1990.

8 AK-BGB Diubler (Note 7), paragraph No. 3.

9 K. Zalan. Hauptprobleme des Erbrechts im ungarischen Zivilgesetzbuch. — Das ungarische Zivilgesetzbuch in fiinf Studien. Herausgegeben
vom Redaktionskollegium der fremdsprachigen Zeitschrift fiir Rechtswissenschaften der Ungarischen Akademie der Wissenschaften Acta
Juridica. Unter Vorsitz von Gy. Eorsi. Red. F. Madl. Budapest: Verlag der ungarischen Akademie der Wissenschaften, 1963, S. 319; H. Koziol,
R. Welser. Grundriss des biirgerlichen Rechts. (Manzsche Kurzlehrbuch) Bd. 2. Sachenrecht, Familienrecht, Erbrecht. 10., neu bearb. Aufl.,
Wien: Manz, 1996, S. 285.

10 H. Brox. Erbrecht. 18., neubearb. Aufl. 2000, Rdn. 19; H. Hattenhauer. Zur Dogmengeschichte des Erbrechts — Jura (Juristische Ausbildung),
Berlin, New York: de Gruyter, 1983, S. 71-72; W. Krug. Erbrecht: Eksamenskurs fiir Rechtsreferendare. 2. Aufl. Miinchen: Beck, 1998, S.
1; H. Koziol, R. Welser (Note 9), S. 285.
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and succession rights are usually found in close proximity to one another in the constitutions of
democratic countries."!!

Accordingly, in 1992, when Estonia prepared its draft law on succession and inheritance, law-makers
embarked on this effort with the above noted axiom clearly in focus — that the law of succession,
like the law of property, should remain relatively static. For this reason, lawmakers relied upon the
draft Civil Code of the former Republic of Estonia, dating back to 1940, as source material for
preparation of both the new law of property as well the law of succession. The law of succession
contained in the 1940 draft Civil Code was largely influenced by the German BGB, but also by the
Swiss, Austrian and Italian civil codes. A great deal was also borrowed from the Baltic Private Law
Code (BPLC)."1?

On the one hand, a return to laws that existed prior to the incorporation of Estonia into the Soviet
Union is entirely understandable and logical. After the fall of communism, many Central and East
European countries felt the strong desire to restore the legal systems and traditions that existed before
World War II, as the starting point for development of current bodies of private law.”!> One such
example would be Latvia, which, in 1992, re-enacted the complete civil code from 1937, i.e. from
before World War I1."4 Thus, though the succession laws of both Baltic countries originate from the
same legal foundation (BPLC) and were first enacted in similar time frames, their substantive
provisions are markedly different in many respects.

On the other hand, it is not possible to consider such complete restoration of pre-World War Il era
civil codes as being a shining success in the development of law. Though succession laws in the
countries of Western Europe have changed relatively little during the post-war period, they have not
remained altogether stagnant. On the contrary, the last few decades have seen the incorporation of
many needed changes as part of the reform of succession laws, in Europe as well as in the rest of the
world.

Reforms in the last half-century in Europe have concentrated on increasing the inheritance rights of
the surviving spouse and on placing children born outside of marriage on an equal legal footing with
children born of marriage. These changes, for example, are the main subjects of the Austrian statute
of 1989, the French draft bill of 1995, the German Acts of 1969 and 1973, the Swiss Act of 1984*15,
and the Finnish Acts of 1965 and 1983.*1¢

Probably the one overriding common tendency in the development of succession law during the last
decades is the establishment of equal rights for children born outside of marriage. An often-used
argument is or was that children should not be forced to bear the consequences of their parents’
actions. As informal family structures, especially non-marital cohabitation, become a more accepted
way of life, there will be less need and opportunity for society to make distinctions between married
and unmarried couples.”!’

11 O. Palandt. Biirgerliches Gesetzbuch. 58., neubearb. Aufl. Miinchen: Beck, 1999, Einl. vor § 1922, Rdn. 4; Soergel — Stein, Einl. Rdn. 5.
—Soergel. Biirgerliches Gesetzbuch. Bd. 9. Erbrecht (bearb. v. Damrau, Dieckmann, Harder, Loritz, Miiller, Stein, Wolf). 12., vollig neubearb.
Aufl. Stand: Frithjahr 1992. Stuttgart, Berlin, Koln: Kohlhammer, 1992.

12 P. Varul (Note 2), pp. 106-114; E. Silvet. Pdrimisseaduse eelndu pohijoontest (Commentary on the draft of the Law of Succession). —
Juridica, 1995, nr. 7, 1k. 282 (in Estonian). The Baltic Private Law applied from the year 1865, when Estonia was part of Tsarist Russia. The
author of the law was Professor Georg-Friedrich Bunge of the University of Tartu. The Baltic Private Law is a code based on the pandect
system, containing the general part, property law, family law, law of succession and law of obligations parts, and can be classified as belonging
to the Germanic family. The Baltic Private Law also applied in Estonia in 1919-1940 when Estonia was an independent state. The preparation
of Estonia’s own civil code began at the beginning of the 1920s. The civil code was ready for adoption in 1940, but was not passed. The draft
civil code belongs to the Germanic family of law and is mainly based on the norms of the Baltic Code of Private Law, BGB, the Swiss civil
code and the Austrian civil code. A leader in the preparation of the draft civil code, Professor Jiiri Uluots, has pointed out the special influence
of the Swiss civil code (see P. Varul (Note 2), p. 108). For more about the Baltic Private Law Code see in: M. Luts. Private Law of the Baltic
Provinces as a Patriotic Act. — Juridica International. Law Review. University of Tartu, V, 2000, pp. 157-167.

13 M. A. Glendon, M. W. Gordon, C. Osakwe. Comparative legal traditions: text, materials, and cases on the civil and common law tradition,
with special reference to French, German, English and European law. 2™ ed. West Publishing Co: St. Paul, Minn., 1994, pp. 435-436; H.
Kohler. Transformationsprozess in Zentral- und Osteuropa: Bedeutung der Rechtsreform. Erste Seite. — Europdisches Wirtschafts- &
Steuerrecht (EWS), Heft 4/2000.

14 Latvijas Republikas Augstakas Padomes un Valdibas Zinotajs, 1992, nr. 4/5, art. 51; nr. 29/31, art. 417; R. Krauze. Mantojuma tiesibas. 2.
papildinatais izdevums. Riga: KIF “Biznesa komplekss”, 1997 (in Latvian); U. W. Schulze. Lettland. — Ferid/Firsching/Dérner/Hausmann.
Internationales Erbrecht. Quellensammlung mit systematischen Darstellung des materiellen Erbrechts sowie des Kollisionsrechts der
wichtigen Staaten. Begriindet von M. Ferid, K. Firsching. Fortgefithrt von M. Ferid, P. Lichtenberger. Stand: Lieferung I-XL Band I-VII,
Miinchen: Beck (1997), Rdn. 1.

15 U. Spellenberg (Note 2), p. 720; J. N. Druey (Note 2), section 2, N 11.
16 U. Kangas (Note 6), p. 93.
17.U. Spellenberg (Note 2), p. 728.
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It is clear, however, that Estonian law poses no problem with regard to children born outside of
marriage. The right of Estonian children born outside of marriage to inherit equally with those born
of married parents was guaranteed under Soviet law, as it was in other socialist countries, and the
same provisions were incorporated into the current Estonian law of succession.”!®

Among the current issues, in the further development of Estonia’s succession law, is the matter of
protecting the legal rights of the surviving spouse. Jurists from the University of Amsterdam arrived
at that conclusion, following their expert review and critique of the Estonian draft law. Their analysis
of the Estonian provisions for protection of the surviving spouse, led them to conclude that the law
does not guarantee the surviving spouse the necessary standard of living, and, if the married couple
has not made suitable arrangements in the event of the death of one spouse, the survivor can be left
destitute. The debate among legislators considering the draft law in the Estonian parliament did not
particularly focus on this aspect of the statutory scheme, and they did not revise the draft law before
passage, despite the critique provided by the Dutch experts.

This lack of concern is even more surprising considering that in the preparation of the draft law, the
drafters had the clear intent to create for the surviving spouse generous provisions regarding
inheritance. Following the adoption of the current law of succession, one of the primary authors of
the statute, E. Silvet, as well as the counsel to the Parliamentary Legal Affairs Committee, H.
Reinberg-Rits, stressed on several occasions that the Estonian succession law provides many
advantages to the surviving spouse.”!® Unfortunately, this is true only to the extent that one directly
compares the current law of succession with the statute that was operative before 1940, i.e., with the
BPLC and the state of succession law in Europe before World War I1. This means that, in reality, the
Estonian law of succession has remained unchanged in its provisions for protection of the surviving
spouse since 1940. Though the German BGB provided the foundation for the Estonian draft in 1940,
at the present, the BGB has undergone periodic review and development over the ensuing post-war
years, and the Estonian succession law has not kept up with that development.

1.2. Harmonisation of the law of succession in Europe

It is not possible, neither at the present moment nor in the near future, to speak of a unified European
Union law of succession, common throughout the Community. Thus, the above title might seem
somewhat strange to lawyers. Indeed, it must be recalled that the goal of the European Community
was to promote a vibrant common market and “economic activities” throughout the Community, not
to promote uniform succession laws."20

Some authors even warn against excessive unification of family law and law of succession. Basically,
they invoke two arguments.*?!

(1) In federal countries, family and succession law are a State jurisdiction. This in fact is the
case in some federal countries such as Canada and the United States of America.*?> With
regard to Europe, it is possible to cite Spain™?? and the former Yugoslavia as examples. In
other federal countries, such as Germany and Switzerland, it is a matter of federal
jurisdiction.

(2) Private law, especially family law and law of succession, are deeply rooted in our culture
and express our way of life. The practising lawyer has to save and protect law, just as we
protect our language, our monuments and landscapes. Only then can we prevent our cultural
heritage from being destroyed by the all-levelling urge for unification.

18 Jbid.

19 E. Silvet. Eesti Vabariigi esimene oma périmisseadus (Republic of Estonia’s own Law of Succession). — Sonumileht, 11. juuni 1996 (in
Estonian); H. Reinberg-Rits. Uuest aastast joustus parimisseadus (Law of Succession effective from New Year). — Postimees, 3. jaanuar 1997
(in Estonian).

20 W. Pintens, J. Du Mongh. Family and Succession Law in the European Union. — International Encyclopaedia of Laws. Vol. 1. R. Blanpain
(general ed.). Family and Succession Law — Suppl. 1 (May 1997). The Hague-London-Boston: Kluwer, 1997, European Union — 11.

21 W. Pintens, J. Du Mongh (Note 20), European Union — 75.

22 At the same time, the USA is cited as an example for Europe, with the wide acceptance by a majority of the States of uniform legislation.
“A greater and more successful and effective unification has been realized by the American Uniform Probate Code 1990 (amended in 1993)
unifying the rules of transfer of succession. This should be set as an example for Europe, without forgetting, however, that the conditions in
Europe are not as favourable as in the United States, where unification takes place within one federation”. (See in: A. Verbeke, Y.-H. Leleu.
Harmonization of the Law of Succession in Europe. — Towards a European Civil Code. The Hague: Kluwer, 1998, p. 187.

23 C. T. Ebenroth. Erbrecht. Miinchen: Beck, 1992, Rdn. 72.
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Despite these arguments for retaining national individuality in succession laws, it is generally
considered necessary, in the further development of European Union legal standards and require-
ments, that national laws of succession also be harmonised among Member States. In the interest of
promoting uniformity, it is necessary to be much more careful and sensitive, than, for example, in
the case of contract law. Perhaps the law of succession, even more than family law, is a field reserved
to local rules and customs, an area in which the desire or need for unification seems to be, at best,
moderate.**

It has even been referenced in publications in the field that the need to standardise laws of succession
among European Union Member States is dependent upon:

(1) clearly defined economic justification and

(2) the requirements of the European Convention on Human Rights.*?>

In a recommendation dated 7 December 1994, the European Commission requested the Member
States of the European Community to facilitate the succession of small and medium companies in
order to avoid their liquidation in probate, and as one response to growing unemployment in the EU.
This would not only require the passage of remedial measures in company and tax laws, but also in
the field of family and property law, in particular concerning restrictions on transfers between
spouses, prohibition on contracting as regards a succession which has not yet occurred and the
exercise of forced share (legitima portio) property rights to specific hereditary assets rather than to
comparable value or worth in terms of money.”>® The stifling impact of inheritance taxes on the
development of a true common market throughout Europe, and their regressive effect on beneficiar-
ies, are two major criticisms directed currently at European succession laws.*?’ Neither Estonia nor
Latvia has so far imposed any estate or inheritance taxes. If Estonia were to consider enacting estate
and inheritance taxes in the future, it should seriously analyse their effects and problems created in
other countries, especially countries of the European Union. In addition to economic problems,
among which widely reported are the bankrupting effects of inheritance taxes on small- and
medium-sized businesses and the resulting contribution to unemployment, there is also the perceived
negative impact of the law of succession itself. It is particularly damaging in reciprocal wills between
spouses. In this respect, the tax law has been identified in the legal literature as a restriction on
testamentary freedom."?8

The adoption of the European Convention on Human Rights by Member States has resulted in equal
rights of succession and inheritance by both children born of marriage and those born outside of
marriage. Beyond ratification of the Convention by Member States, its provisions have assumed the
force of substantive law in the European Union with the adoption of the Treaty of Amsterdam. In
addition, it would also be appropriate to identify an act, though not directly an act of the European
Union, that nevertheless has influenced in several ways, the future development of successions laws
in practically all European nations — namely, on 16 October 1981 the Council of Europe accepted
recommendation No. R (81) 15, as a result of which Member States are urged to establish in the
national law of each country provisions which will permit the surviving spouse to continue to reside
in the marital home following the death of one spouse.™ On the one hand, this act may be viewed
by the Council of Europe as support for the development of this body of law in the indicated direction.
However, for those Member States that have not enacted the necessary reforms in succession laws,
this act is a further indicator of the thrust of future development in the law.

Accordingly, approaching the issue of further development of the Estonian law of succession in light
of principles accepted by the majority of European states, it would be appropriate to focus on the
issue of protecting the legal rights of the surviving spouse.

24 W. Pintens, J. Du Mongh (Note 20), European Union — 76—77; A. Verbeke, Y.-H. Leleu (Note 22), p. 175.
25 A. Verbeke, Y.-H. Leleu (Note 22), p. 173.
26 [bid, p. 182.

27 See N. Dautzenberg. Die Bedeutung des EG-Vertrages fiir die Erbschaftsteuer. — Europdisches Wirtschafts-Steuerrecht (EWS), Heft 3/1998,
S. 86-93.

28 U. Spellenberg (Note 2), p. 717.
29 A. Verbeke, Y.-H. Leleu (Note 22), p. 182.

30 W. Zankl. Das gesetzliche Vorausverméchtnis des Ehegatten. Osterreichisches Rech und Rechtsvergleichung. Wien: Manz, 1996, S.
101-102; D. Heinrich, D. Schwab. Der Schutz der Familienwohnung in Europdischen Rechtsordungen. Bielefeld: Verlag Ernst und Werner
Gieseking, 1995, S. V.
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2. Ensuring the right of the surviving spouse to
inhabit the matrimonial domicile in inheritance

2.1. Reasons for strengthening the rights of the surviving spouse

under succession law

It must generally be considered that the spouse, as a rule, is the person closest to the deceased and
therefore, the protection and enhancement of the interests of the surviving spouse is fully under-
standable and entirely appropriate. In doing so, it is also necessary, however, to consider the
perspective of surviving children and other close relatives, who likewise have an interest in having
the inheritance estate remain in the family. Accordingly, several conflicting interests and perspectives
converge in this question, and reaching a resolution fair to all parties is not an easy task.*!

In every society the fundamental choices within inheritance law must be such that they are acceptable
to the majority of the population. Also, they must not have unreasonable social consequences.*3?

The determination of which orientation should be taken in the further development of succession
laws depends on two considerations. Initially, the following proposition can be found in the literature
on succession laws, particularly analyses published in English: intestate succession law is the body
of law that determines how property will be distributed if a person did not make other arrangements
or if the arrangements attempted were not legally valid. In Western liberal democracies, the purpose
of such rules is essentially to carry out the desires of the typical decedent. That is, intestate succession
law is not designed to promote any specific social aim, such as redistribution of wealth; rather, it is
the legislature’s attempt to draft the will that the average person would have made.*3

German legal specialists have proposed an entirely different reason as the foundation for future
development of succession laws. The majority of German authors are not in agreement with the above
proposition for the following reason. If the consequence of family succession laws were grounded
in attempting to effect the hypothetical will of the deceased, then the law should provide maximum
protection to the total freedom of the testator in determining his or her heirs, but that is not what
succession laws actually provide (at least not on the European continent). The rights of family
members to insist upon their forced share or minimal statutory share of the deceased’s estate greatly
limit the testator’s freedom of action. Thus, the very foundation of succession law in countries such
as Germany and France is not the hypothetical testamentary wish of the deceased, but rather a
reflection of societal values of what the law should be."3*

Since English law provides virtually unbounded testamentary freedom, the discernment of the
assumed intent of the testator lies at the heart of English succession law and its future evolution.
Principles of family succession rights and statutory shares for either the surviving spouse or other
family members are rarely mentioned. This reflects the differing attitudes reflected in English and
German legal literature on the regulation of deceased’s estates and rights of family members under
succession laws. For this reason, lawmakers in England, for example, pay greater attention to
sociological research when considering reforms in succession laws than do their counterparts in
Germany.”3

31 H.-G. Mertens (Note 6), p. 64; T. Kipp, H. von Coing. Erbrecht: ein Lehrbuch / auf d. Grundlage d. Bearb. von T. Kipp, fortgef. von H.
Coing. 14. Bearb. Tiibingen: Mohr, 1990, S. 38; S. Buchholz. Gestaltungsprobleme des Ehegattenerbrechts: Teilungprinzip oder Nutzung-
sprinzip. — Monatschrift fiir Deutsches Recht (MDR), 1990, S. 375; D. W. Belling. Einfithrung in das Recht der gesetzlichen Erbfolge. — Jura,
1986, S. 584; M. A. Glendon. The Tranformation of Family Law. State, Law and Family in the United States and Western Europe. Chicago,
London: The university of Chicago Press, 1996, p. 239.

32 U. Kangas. The Myth of Uniform Family and Inheritance Law. — An Introduction to Finnish Law. Ed. by J. P6yhonen. Helsinki: Finnish
Lawyers’ Publishing, 1993, p. 214; M. A. Glendon (Note 31), p. 238.

33 M. A. Glendon (Note 31), p. 239. See also: A. Ehrenzweig, A. Ehrenzweig. System des Osterreichischen allgemeinen Privatrechts. 3.,
vollkommen neubearb u erw Aufl. 4. Buch. Das Erbrecht. Bearb von W. Kralik. Wien: Manzsche Verlags- und Universitidtsbuchhandlung,
1983, p. 3.

34 MiinchKomm — Leipold, Einl. Rdn. 10. — Miinchener Kommentar zum Biirgerlichen Gesetzbuch. Bd. 9. Erbrecht: §§ 1922-2385; §§ 27-35
BeurkG. — G. Schlichting (Red.) (bearb. v. Brandner, Burkart, Diitz, Frank, Grunsky, Leipold, Musielak, Promberger, Schlichting, Siegmann,
Strobel). 3. Aufl. Miinchen: Beck, 1997; Palandt — Edenhofer, 1999, Einl. vor § 1922, Rdn. 3; J. N. Druey (Note 2), § 4, N 13; F. Gschnitzer.
Osterreichisches Erbrecht. Zweite, neubearb. Aufl. von Christoph Faistenberger. Wien, New York: Springer-Verlag, 1983, S. 2-3.

35 The Law Commission’s Report, Distribution on Intestacy (Law Com. No. 187, 1989) (see in: A. Borkowski. Textbook on Succession.
London: Blackstone Press Limited, 1997, p. 3).
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It has been observed that the differences between the approach employed by legal scholars in
continental Europe and England result from basic differences in their legal traditions and contrasting
legal philosophies underlying the two legal systems. While on the continent lawyers think abstractly,
in terms of institutions; in England layers weigh things concretely, in terms of cases, the relationship
ofthe parties’ “rights and duties”. Continental traditions place more reliance upon legal methodology,
while the English common law tradition is grounded in precedent and the application of legal
principles and societal norms in actual cases and controversies. "3

The development of succession laws in continental Europe is, however, certainly influenced by the
substantive provisions of English succession law and changes that have been carried into effect. Thus,
Germany, for example, has recently compiled and analysed statistical data concerning problems of
the surviving spouse.”3” Elsewhere on the continent, as in the Netherlands, for example, discussions
concerning provisions for the surviving spouse have been going on for decades. Notarial professors
of the Netherlands have even submitted a proposal for amendment to the law to the Secretary of
Justice. This proposal is based on standard notarial practice of many decades regarding wills, in which
spouses who have wills drawn up, appoint each other as sole heir and grant their descendants a claim
to the estate of the surviving spouse, payable at the time of death of the surviving spouse.*3*

In one sense, it is thus possible to take a middle position on the issue of succession laws, because,
when one considers succession laws from the viewpoint of those advocating for testamentary freedom
of choice by the testator, then the rules applicable to succession and inheritance under operation of
law are seen not so much as an ideal solution, as they are a necessary expedient to be employed in
circumstances where the testator has not expressed his or her testamentary intent, in which event the
operation of succession law should proceed from the viewpoint of the assumed intent of the average
testator.™?

As an historical observation, it should be noted that practically until the beginning of the twentieth
century, rights of succession by family members under the laws of intestacy meant the application
of Roman legal principles dating back to Justinian notions of justice.”’ For instance, in Austria laws
providing for intestate succession for the surviving spouse were enacted by legislation by Emperor
Josef I in 1786."4!

Some of the main justifications for enhancing and enlarging the succession rights of the surviving
spouse may be summarised as follows.

For most people it is a serious economic burden if their spouse dies and in connection with this a
division of the estate is required amongst the children of the deceased. In many cases the surviving
spouse will have the option to decide whether or not to remain in possession of the estate, which
means that the spouse can keep the estate as a whole.™ The hereditary succession of the surviving
spouse serves a specific purpose: it is not only to distribute the estate but also to maintain and to
support her. Therefore firstly the poor widow without dowry enjoys the inheritance in common with
the children (since 1786 in Austria). The condition that the surviving spouse must be “without dowry”
was set aside by later legislation, but until then the surviving spouse was only entitled to a life estate,
while property devolved to her or him in the case of no surviving descendants.”*

This altered the position of the wife, since it is a common fact that in the majority of cases, the
surviving spouse is the wife. Thanks to the efforts of individuals and organisations who have
championed women’s issues starting in the 1920s and particularly since the middle of the last century,
the status of the wife has been elevated to a position of eminence. The literature describes the middle

36 K. Zweigert, H. Ko6tz. Introductuion to Comparative Law. 2nd, rev. ed., translated from the German by T. Weir. Oxford: Clarendon Press,
1992, pp. 70-71.

37D. Leipold (Note 2), pp. 160-237.

38 G. van der Burght, M. Franssen. The Netherlands. — International Encyclopaedia of Laws. Vol. 2. R. Blanpain (general ed.). Family and
Succession Law (January 1997). The Hague-London-Boston: Kluwer, 1997, The Netherlands — 145.

39 H. Koziol, R. Welser (Note 9), p. 286.

40 R. Dietz. Erbrecht. Ein Grundriss. Bonn: Humboldt-Verlag, 1949, S. 29; K.-H. Gursky. Erbrecht. 2., neubearb. Aufl. Heidelberg: Schaeffers
Grundrifl C. F. Miiller Juristischer Verlag, 1994, S. 19; U. v. Liibtow. Erbrecht. Ein systematische Darstellung. 1 Halbband. Berlin: Dunker
& Humblot, 1971, S. 1-2; W. Brauneder. Different ways of succession by customary law in Austria. — Actes a cause de mort — Acts of Last
Will. Deuxiéme partie — Second Part. Europe médiévale et moderne — Medieval and Modern Europe. Bruxelles: De Boeck Université, 1993,
p. 300.

41 W. Brauneder (Note 40), p. 300.

42 S. Storm, H. V. G. Pedersen. Denmark. — International Encyclopaedia of Laws. Vol. 1. Family and Succession Laws — Suppl. 7 (October
1998). The Hague-London-Boston: Kluwer Law International, 1998, Denmark — 147.

43 W. Brauneder (Note 40), p. 300.
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of the twentieth century as the “happy period” in the development of family law*44, which continues
in many respects up to the present.

Owing to the increasing recognition of individual rights by the society, which has itself brought about
changes in family structures, the estate has been recognised as the joint achievement of the labour
and industry of both spouses, and not as hereditary family property to be passed on at death from
generation to generation. Moreover, it is customary for large family fortunes to pass inter-genera-
tionally through infer vivos transfers.

The matrimonial home and its contents are used by the entire family, though they undoubtedly have
particular importance to the surviving spouse as a major asset that may largely determine her standard
of living in widowhood. Thus, to the extent that the application of succession law and the preferences
it provides to the surviving spouse help ensure the perpetuation of the same living conditions as those
that existed prior to the death of the intestate spouse, they provide stability and security not only in
the financial sense, but also spiritually and emotionally.**

Average life expectancy has increased substantially, which has also meant that in most instances, the
death of the intestate occurs when his or her children are largely middle-aged and financially secure
with their own homes and families. Thus, surviving children are not likely to depend on the
matrimonial home and contents for their own habitation, which will, however, continue to be of vital
importance to the surviving spouse. This fact has been stressed in the reform of succession laws in
Austria, Switzerland, and England, and recognised in legal scholarship in Germany."4¢

The question arises why it is not possible to ensure the perpetuation of the matrimonial home for the
support of the surviving spouse. Though this may be possible as a theoretical proposition of law, in
practical reality, the ability of surviving children to claim their forced share under law may present
insurmountable complications. For example, if the testamentary estate is comprised entirely of the
matrimonial home, then the assertion of rights by children to their forced share will bring with it
problems rather than solutions. The prevailing problem is that in such circumstances, there is nothing
for the surviving spouse to sell in order to satisfy the demands of children for their share, and if the
income of the surviving spouse is inadequate, she will have no opportunity to obtain bank financing.
Often, in the writing of the will, inadequate attention is paid to whether the surviving spouse will
have sufficient resources to satisfy demands for forced shares. It is incumbent on legal counsel to
alert their clients specifically to these considerations when reviewing estate plans.*

Under Estonian succession law, the number of persons legally entitled to claim a forced share of the
deceased’s estate is “fortunately” severely limited, particularly as compared to the rest of Europe.
Pursuant to the model of Soviet succession law, persons entitled to claim a forced share under
Estonia’s current law are the closest lawful relatives who are themselves unable to work. It is
important to note, in this respect, that Estonia remains one of the few former Soviet republics to retain
the anomalous provision respecting forced share for invalid relatives of the testator.

2.2. Proposed solutions

Recent reforms intended to enhance the position of the surviving spouse, both in Europe as well as
in the rest of the world, have enlarged the forced share provisions under operative law, often resulting
in the surviving spouse being the sole inheritor, particularly in the case of small estates. This has
proven to be true, despite the fact that the institution of marriage has become increasingly temporary
and unstable as compared to the previous century. Considering the frequency of divorce and the
position of the spouse under succession law, commentators have expressed the opinion that the ideal
marriage lasts until the death of one spouse. Yet, in the case of relatives inheriting by intestacy, no
consideration is given to the length of time that they were related, nor to the closeness of their
relationship during the life of the deceased.

44 Danish Law in a European Perspective. Ed. by B. Dahl, T. Melchior, L. A. Rehof, D. Tamm. Copenhagen: GadJura, 1996, p. 168.

45 MiinchKomm — Leipold (Note 34), preliminary remark to paragraph No. 10, section 1931, paragraph No. 1; U. v. Liibtow (Note 40), p. 20.
46 E. Feil. Pflichtteilsrecht. Kurzkommentar fiir die Praxis. 2. Aufl. Wien: Linde, 1998, Rdn. 23.20; H. Koziol, R. Welser (Note 9), p. 309;
W. Zankl (Note 30), pp. 103-104; M. Naf-Hofmann, H. Naf-Hofmann. Schweizerisches Ehe- und Erbrecht. Die Wirkungen der Ehe im
allgemeinen, das eheliche Giiterrecht und das Erbrecht der Ehegatten. Eine Einfithrung fiir den Praktiker. Ziirich: Schulthess Polygraphischer
Verlag, 1998, No. 2421; C. H. Sherrin, R. C. Bonehill. The Law and Practice of Intestate Succession. London: Sweet & Maxwell, 1987, p.
216; D. Leipold (Note 2), pp. 176-177; H. A. Weirich. Erben und Vererben. Handbuch des Erbrechts und der vorweggenommenen
Vermogensnachfolge. 3., neubearb. Aufl. Herne/Berlin: Verlag Neue Wirtschafts-Briefe, 1991, Rdn. 35.

47 H. Klingelhoffer. Pflichtteilsrecht. Miinchen: Beck, 1996, Rdn. 73.
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At the same time, the law has reduced the circle of relatives able to share in the deceased’s estate
with the surviving spouse. The most far-reaching changes in this regard have been carried out by
Finland, Sweden, Belgium, Luxembourg, and the Netherlands, where, in the absence of any descen-
dants, the surviving spouse will receive the entire estate, to the exclusion of the parents, siblings and
other more distant relatives. Often, the law provides, in the case of descendants, the opportunity for
the surviving spouse to retain intact the property of the estate during her lifetime, with the children
obtaining control and ownership only upon the death of the surviving spouse.™®

Special provisions can be found in the succession laws of almost all nations, regarding the marital
home and its furnishings, which guarantee the right of the surviving spouse to continue to live in her
familiar surroundings. Often this right is set forth as an imperative, which means that the testator has
no ability to affect this outcome through anything he may try to do in his lifetime. Succession laws
can be, and have been used for a great many years, as one means of ensuring that the surviving spouse
has the opportunity to obtain housing and the necessary furnishings following the death of the other
spouse. As early as the first decade of the 1800s, Matthias Calonius emphasised the housing policy
function of inheritance.”

In addition to enlargement of the intestate share of the surviving spouse, many European countries
have recently included special provisions which ensure the right of the surviving spouse to continue
to inhabit the marital abode included in the deceased’s estate. Since the problems are complicated
and extensive, it is not possible within the scope of this article to deal with the presenting issues at
greater length. This question certainly requires more careful detailed examination and analysis, both
in the interests of developing the Estonian law of succession, as well as the harmonisation of Estonian
law with the principles accepted throughout Europe. Briefly stated, the problem of how to guarantee
the ability of the surviving spouse to continue to inhabit the marital home is addressed in two ways.

One group of countries, including the European countries of Austria, Italy and Finland, grant the
surviving spouse the right to use and occupy the marital home. Other countries, such as England,
Ireland, and Scotland, in contrast, grant ownership of the marital home to the surviving spouse.
Switzerland employs a mixed approach, which provides the surviving spouse with several options
to choose among.*

Under Swiss law, pursuant to ZGB article 612a the surviving spouse may demand the house or
apartment in which they cohabited, either by transfer to her ownership, or a life estate, which is
protected as a property right (Nutzmessung) or simply the ability to reside in the mar1ta1 abode
without any accompanying property right (Wohnrecht).”' Swiss law appears, in this respect, to be
particularly flexible, which not only provides for the ability of the surviving spouse to continue to
live as before, but also considers the interests of other inheriting parties.”>? For this reason, Estonia
should primarily consider the example provided by Switzerland in the further refinement of her
succession laws.

With regard to property contained within the matrimonial home of the family, German law provides
for the surviving spouse receiving all such furnishings without it being calculated as part of the
inheritance share. Estonian law (LSA section 17) in this respect is identical to that of Germany (BGB
section 1932) and the usual furnishings of the marital home which are not part of the real property
included in the deceased’s estate pass to the surviving spouse.

It bears mention that Soviet succession law contained special provisions regarding furnishings of the
deceased’s home. Section 538 of the Civil Code provided that the usual furnishings, along with
housekeeping appliances and utensils, were not to be included as part of the deceased’s estate, but
were received by family members, in addition to their interest in the estate, if said heirs resided with
the deceased in the same domicile for at least one year.

Legal recognition of this additional benefit (the “eelosa’ which may be translated as the “preferential
legacy”) as something that is received by the surviving spouse without it being calculated as part of
the statutory share has long been part of German legal tradition (“der Voraus™), though it is not
recognised under French law. It is intended to provide the surviving spouse the ability to maintain

48 M. Savolainen. Finland. — International Encyclopaedia of Laws. Vol. 1. Family and Succession Laws — Suppl. 3 (December 1997). The
Hague-London-Boston: Kluwer Law International, 1998, Finland — 113; G. van der Burght, M. Franssen (Note 38), pp. 162—-163. See also B.
Dostal. — Ferid/Firsching/Dorner/Hausmann. Internationales Erbrecht. Hinweise Frankreich. Miinchen: Beck, 2000.

49 U. Kangas (Note 6), p. 93.
50 W. Zankl (Note 30), p. 17.
S1Ibid., pp. 33-34.

52 Ibid., p. 49.
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herself in the same manner and at the same economic level as before the death of her spouse.”™ This
provision appeared in this format in the Prussian ALG, which established, in this respect, a standard
for the drafters of the BGB to follow.">*

Originally, the “Voraus” was intended to provide protection to the surviving spouse in the event that
relatives of the second and third degree asserted their succession rights. The invocation of the
“Voraus” provisions of the law reflected the realisation that furnishings and property constituting the
“Voraus™ are specifically related to the joint housekeeping that the spouses established and enjoyed
during their years together, and which lie at the foundation of married life. Were that to be destroyed,
the sense of loss would be especially hard for the surviving spouse to endure, since the resulting
emptiness, both emotional and physical, would be compounded and even harder to suffer. The
provision of the “Voraus” was also based on the premise that it is closer to the will of spouses that
the property and furnishings contained in the matrimonial home pass to the surviving spouse, rather
than being divided among more distant relatives."’

In the second half of the 19" century when the BGB was being finalised, the German drafters
considered the inclusion of a “Voraus” exclusively for the benefit of the surviving spouse to be
excessive, if there were also children of the marriage. The surviving spouse with children did not
obtain the right of the “Voraus” under the BGB until 1958, when statutory provisions providing men
and women with equal rights was enacted into law — Gleichberechtigunggesetz. Until very recently,
German law assumed the concept of the homemaker marriage, where the wife did not work. From
this orientation, the German law provided that in the event of descendants, the surviving spouse
receives the “Voraus” only to the extent that she has true need for it. No importance was attached to
whether the inheriting descendants, in the particular case, continued to live in the matrimonial home
or not.*¢

It can be said that, to some extent, German law-makers followed the lead of Austria in this area of
law, though Germany itself provided the example for Austria in its reform of the ABGB in 1914.
Namely, the “Voraus” was incorporated into the Austrian ABGB with the Novelle of 1914, following
the model provided by the BGB in 1900. However, in contrast to the original German BGB, under
Austrian law the surviving spouse enjoyed the right of “Voraus” even in the presence of descendants,
but only to a limited extent, i.e. only when the surviving spouse could demonstrate true need.”>’

Accordingly, section 1932 of the BGB currently provides that the spouse has the right to receive the
“Voraus”, despite the presence of children and other descendants, to the extent that is necessary to
maintain himself or herself in same manner as before the death of the spouse. This means that in the
case where the deceased’s estate is small, none of it passes to the descendants. Legal scholars debate
whether the family automobile should properly be included as part of the furnishings and personal
property of the matrimonial home. In the case of relatives of the second and third degree, the surviving
spouse receives as part of the “Voraus” all property and furnishings contained in the home and jointly
used by the couple, regardless of whether it is necessary for the maintenance of her prior lifestyle.
Thus, the law draws a distinction between the minor “Voraus” and the major “Voraus”, depending
on the nearness or remoteness of relatives.”®

As of the present time, Austria is again a step ahead of Germany. Namely, starting in 1989 with the
enactment of ErbRAG (Inheritance Law Amendment Act 1989), the family’s living accommodations
are included within the “Voraus” and the distinction between the “minor” and “major” “Voraus” was
deleted. Although up until that time, the right of the surviving spouse to his or her “Voraus” largely
went unnoticed, with the 1989 amendment to the law, it became of utmost importance to the surviving
spouse and his or her rights under succession law. Since the matrimonial home constitutes, in the
majority of cases, the most significant asset of the estate, the rights of the surviving spouse have
become paramount and effectively exclude all other parties from inheriting from the estate. Thus,
the era when the “Voraus” was relatively unimportant in economic terms is now ended in Austria
with the passage of the new law."

53 U. v. Liibtow (Note 40), p. 80; W. Zankl (Note 30), p. 101; G. Boehmer. Vorschldge zur Neuornung der gesetzlichen Erbfolge (BGB §§
1924-1936). Berlin: Walter de Gruyter, 1938, S. 137.

54 W. Zankl (Note 30), p. 101.

55 H.-G. Mertens (Note 6), p. 73; G. Boechmer (Note 53), p. 138.

56 MiinchKomm — Leipold (Note 34), section 1932, paragraph No. 2.
57 G. Boehmer (Note 53), p. 138; W. Zankl (Note 30), pp. 13, 101.

58 C. T. Ebenroth (Note 23), paragraph No. 157; H. Rohlfing. Erbrecht in der Anwaltlichen Praxis. 2. Aufl. Bonn: Dt. Anwaltverl, 1999, § 2,
Rdn. 151.

59 W. Zankl (Note 30), p. IIL, 1.
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The major change in the Austrian law with passage of the ErbRAG, which also sets it apart as
compared to German law, is the provision providing to the surviving spouse the entire furnishings
and contents of the matrimonial home, even if there are lawful descendants. Thus, in the typical
example, where the deceased’s estate is comprised entirely of the matrimonial home and its contents,
descendants are not able to inherit anything during the lifetime of the surviving spouse.*®

The eradication of the distinction between the “major” “Voraus” and the “minor” “Voraus,” and the
resulting enhanced position of the surviving spouse, did not occur in Austria without controversy.
One argument against this change in the law was precisely the assertion that, in many cases, it will
result in the surviving spouse being the only beneficiary of the estate, with children of the marriage
being left with nothing.*¢!

A third change in Austrian succession law, also considered rather radical, particularly as compared
to German law, is the provision that it does not matter whether the spouse’s inheritance entitlement
is based on a contract, a last will, or simply statutory intestate rules, or even in the case that the spouse
is not a designated heir of the predeceased spouse, the surviving spouse is entitled to the statutory
preferential legacy (“gesetzliches Vorausvermdchtnis”) (section 758 ABGRB). This entitles the surviv-
ing spouse to obtain the chattels belonging to the matrimonial household and also includes the right
to continue living in the marital home. Such entitlements can only be avoided by a valid disinheriting
disposition by the other spouse, for a cause, and based on the most egregious grounds. ">

By way of summarising the above analysis, it is fair to conclude that the future development of
Estonian law of succession requires attention to specifically the preferential legacy provisions
applicable to the surviving spouse, and in that regard, Estonia should first of all consider the law
reforms carried out by Austria.

3. Conclusions

Although the law of succession is generally considered rather fixed and static, especially as compared
to contract law or even family law, the last fifty years have seen many important changes in this body
of law. Were one to evaluate the current state of the law from the perspective of whether Estonian
law of succession has considered the thrust of current developments throughout the world, one would
have to answer both affirmatively and negatively. In general, the Estonian law of succession is
consistent with the accepted European principles and in some respects, on the cutting edge of legal
developments, such as the Estonian provisions granting equal rights to children born of marriage and
to those born outside of marriage.

The same cannot be said, however, for the provisions protecting the interests of the surviving spouse,
where Estonian succession law remains far behind many European countries in its development. This
is one area of succession law where the wish of European nations to harmonise their various statutes
is particularly evident. One indicator of a unified direction for development of these laws is the
recommendation of the Council of Europe, which would require Member States to implement
appropriate solutions for ensuring the maintenance of the surviving spouse in the accustomed manner
following the death of the other spouse. Since Estonia is already a member state of the Council of
Europe, it would be only natural in this regard that our succession laws consider the direction of
development accepted in Europe as the model to follow.

60 [bid., S. 2; AK-BGB — Déubler (Note 7), preliminary remark to paragraph No. 50; Schwimann — Eccher, § 758, Rdn. 18. — Schwimann.
Praxiskommentar zum ABGB samt Nebengesetzen. 2., neubearb. u erw. Aufl., herausgegeben von Michael Schwimann, Band 3, §§ 531-858
ABGB, AnerbG, KirtnerG, Tiroler HofeG, bearbeitet von B. Eccher, B. Egglmeier, H. Hofmeister. Wien: Orac Verlag, 1997. The same
outcome is, in reality, achieved elsewhere. For example, research conducted in England in 1972 revealed that in only five percent of cases did
the probate estate of married couples exceed in addition to the marital home more than 10,000 pounds in money or securities. (See in: C. H.
Sherrin, R. C. Bonehill (Note 45), p. 216).

61 W. Zankl (Note 30), p. 102.

62 Austria. — European Succession Laws. Ed. by D. Hayton. Chichester, New York, Brisbane, Toronto, Singapore: John Wiley & Sons, 1991,
Uptate 4 — January 1996, paragraph No. 12.13; E. Feil (Note 46), paragraph No. 23.20; H. Koziol, R. Welser (Note 9), p. 309.
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Subjective Fault as a Basis of
Delictual Liability

Introduction

Fault is an element of delictual liability that contains a reproach on the person who has behaved
wrongfully and has thus caused damage. So far, the law in force in the Republic of Estonia has relied
on the definition of fault that was used in the Soviet civil law theory according to which fault is the
relationship between a person’s consciousness and the consequences of his or her action.” Hope-
fully, the Riigikogu (Estonian parliament) will pass the Law of Obligations Act™? (hereinafter: LOA)
in this year. The draft of the LOA is a modern draft that follows the traditions of continental Europe.
Chapter 54 of the LOA regulates the infliction of damage by tort and draws a distinction between
three elements of delictual liability: general elements of delict, risk liability and manufacturer’s
liability. In the preparation of the draft, there was no serious doubt as to whether the general elements
of delict should include fault as one of the preconditions for liability because fault is generally
recognised as a basis of delictual liability.”> What was definitely more interesting was the other aspect
of fault which concerns the objectivity and subjectivity of fault. The authors of the LOA have taken
as a basis the concept of subjective fault, which means that when deciding whether a person has
behaved wrongfully not only the objective circumstances but also the personal qualities of the
tortfeasor should be taken into consideration.

This article aims to find out if the choice made in the LOA in favour of subjective fault is justified
or not. To achieve the aim, it is reasonable to compare and analyse the corresponding legal regulations
and theoretical standpoints of other countries.

Origins of the problem

It is possible to draw a fundamental distinction between two main theories of delictual liability.
Firstly, there is the so-called classical theory, which claims that fault is an obligatory element for the
creation of liability, and secondly, there is the so-called objective theory, which does not consider
the existence of fault to be the necessary precondition for the creation of delictual liability. The LOA
is based on the classical theory. However, it should be noted that the concept of fault varies within

1]. Ananjeva et al. Ndukogude tsiviildigus. Uldosa (Soviet Civil Law. General Part). Tallinn: Valgus, 1975, 1k. 421 (in Estonian).
2 Voladigusseaduse eelndu (Draft Law of Obligations Act). Justiitsministeerium, 2001 (in Estonian).

3 It should be noted that in the composition of the general elements of delictual liability, the LOA is largely based on the German model which
specifies three elements as grounds to the creation of delictual liability: the objective elements of the act, unlawfulness and fault.
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the classical theory, the variations being based namely on the approach to fault as objective or
subjective fault. It is a matter of dispute on which the jurists have not reached a common view.

In case of subjective fault the focus is on the tortfeasor, on his or her individual qualities and
peculiarities. However, this approach may often lead to a contradiction between theory and practice.
Namely, it cannot always be assumed that when making the judgement, the judge is actually able to
evaluate adequately the personal qualities of the tortfeasor, and yet it is on this basis that the diligence
standards for this specific person are established. Therefore, the development of the law of tort led
to the exclusion of personal qualities from the evaluation of a person’s behaviour.

In case of the so-called objective fault the emphasis is laid on the violation of a behavioural norm.
Here, the behaviour of a person is evaluated according to the question of whether he or she should
have been able to foresee and avoid the infliction of damage. The answer to the question is generally
found on the basis of the behavioural standard of a normal, reasonable man in the same situation in
which the damage was caused on this specific occasion.

The concept of fault in the civil law in force in the
Republic of Estonia

The Civil Code of the Estonian SSR passed on 12 June 1964™* (hereinafter: Civil Code) does not
provide the definition of fault. Section 227 of the Civil Code provides intention and incautiousness
as types of fault. The Soviet civil law theory explained fault as the relationship between the
tortfeasor’s consciousness and the consequences of his or her action. Thus, the question was posed
whether the person wished or did not wish the consequences to emerge, whether he or she foresaw
the consequences or had to foresee them.">

Levels of incautiousness (incautiousness and severe incautiousness) were determined on the basis of
specific circumstances. The aspects that were taken into account were the nature and conditions of
the action as well as the personal qualities of the tortfeasor.”

It can be concluded from the above that the law in force as a law reflecting the standpoints of the
Soviet civil law theory relies on the concept of subjective fault with an emphasis on personal qualities
rather than the violation of a behavioural norm. Judging the fault on each specific occasion, the
primary task is to evaluate how the person himself or herself understood his or her action and whether
he or she as an individual was not only obliged to foresee but was actually able to foresee that his or
her behaviour might result in damage.

In my opinion, a great drawback of the Soviet law theory and thus also of the law in force is the
overestimation of one aspect of negligence — the subjective attitude of a person to his or her action
and its consequences. Resulting from this, not enough attention has been paid to the issue of whether
and to what extent the person was able to avoid damage or mitigate the damaging consequences.
Besides this, it is questionable if in case of unaware passivity it is possible to speak about the
subjective attitude of a person to his or her action (inaction).

The concept of fault in the legal orders of
continental European countries

In the civil law theory of the Federal Republic of Germany there is a multitude of opinions on the
issue in question.

Sentence 2 of subsection 276 (1) of the Civil Code of the Federal Republic of Germany*” (hereinafter:
BGB) provides that a person is negligent if he or she fails to fulfil the general duty of care (allgemeine
Verkehrspflicten). This is the concept of objective fault. J. Esser claims that since negligence, for the

4 Eesti NSV tsiviilkoodeks (Civil Code of the Estonian SSR) — ENSV Ulemn&ukogu Teataja 1964, 25 (234) lisa (in Estonian).
5J. Ananjeva et al. (Note 1), p. 421.

6 Ibid., p. 422.

7 Biirgerliches Gesetzbuch. 6. Aufl. Miinchen: C. H. Bech, 1991.
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purposes of sentence 2 of subsection 276 (1) of the BGB, is connected only with the general duty of
care, the fault is no longer a precondition for liability in the sense of personal reproachability.*®

B. S. Markesinis explains the fulfilment of the general duty of care provided in sentence 2 of
subsection 276 (1) of the BGB as follows: “It means doing something which a reasonable man would
not have done, or not doing something which a reasonable man would have done”. He claims that
similar to common law, the standard of diligence in the law of the Federal Republic of Germany is
objective and its test — bonus pater familias — sufficiently wide, leaving ample room for legal
creativity. If a tortfeasor belongs to the representatives of a profession, he or she must exhibit the
diligence required from the representatives of this specific profession. As a rule, the personal
limitations of the tortfeasor are not taken into consideration, which the German authors often illustrate
with the example of an amateur driver, who makes a mistake of the kind which a driver with his or
her experience would not have been able to avoid in the first place.™

Having emphasised the objective standard of the test, Markesinis adds that in pursuit of equalisation,
there is still room for certain subjective elements in the determination of the existence of fault.
Namely, the tortfeasor’s behaviour is evaluated against the background of the behaviour of the
hypothetical reasonable man who has been put in the same external situation as the person who has
caused damage."!0

The author of this article believes that what was mentioned above does not add a subjective element
to the concept of fault from the point of view of the personal qualities and abilities of the tortfeasor.

Evaluating the justification of the concept of objective fault, Markesinis notes that the objectification
of negligence is in itself an intrusion into the principle of fault, but at the same time it is needed as
a factor ensuring the modern law of tort.*!!

P. Schlechtriem maintains that it is necessary to exhibit the “required” but not the “usual” diligence.
According to the prevailing theory, the general duty of care is objectified and it requires the
observance of standards applied to a specific profession. Therefore, there is no individual measure
on which the obligated person could rely and claim that he or she was unable to meet the standards
applicable to his or her profession due to his or her insufficient training, being in a bad mood at the
specific time, etc.”12

According to Schlechtriem, it is extremely debatable if the violation of these objectified standards
of diligence has to be accompanied with a subjective reproach in order to presume the creation of
liability. He refers to the fact that the prevailing theory does not require the subjective reproachabil-
ity.”13 Based on the administration of justice and the prevailing view, the internal negligence (different
from criminal law) is determined not according to the individual abilities of the tortfeasor but
according to the abilities of the communication circle in which the tortfeasor acts. In most cases, the
result of the objectification of internal diligence this way achieved is that the requirements come
closer to external and internal diligence."'* Schlechtriem adds that a new theory tends to treat the
violation of objective (“external”) standards of diligence only as a basis to the determination of tort*!>,
while the reproach for fault must be accompanied with subjective reproachability as a violation of
internal diligence.™!¢

One of the representatives of the trend that considers both the external diligence and the subjective
reproachability (from the point of view of internal diligence) to be necessary is E. Deutsch, who holds

8 J. Esser, H.-L. Weyers. Schuldrecht. Band II. Besonderer Teil. 7., neuarbeitete Aufl. Heidelberg: C. F. Miiller Juristischer Verlag, 1991, S.
561.

9 B. S. Markesinis. A Comparative Introduction to the German Law of Tort. Oxford: Clarendon Press, 1986, p. 44.
10 fbid., p. 45.
11 [bid.

12 P. Schlechtriem. Véladigus. Uldosa (Law of Obligations. General Part). 2., iimbertdétatud triikk. Tallinn: Oigusteabe AS Juura, 1994, 1k.
107 (in Estonian).

13 [bid., p. 108.

14 P. Schlechtriem. Vladigus. Eriosa (Law of Obligations. Special Part). 4., iimbertootatud triikk. Tallinn: Oigusteabe AS Juura, 2000, 1k.
262 (in Estonian).

15 About different theories of the determination of tort in the Federal Republic of Germany see: K. Kraavi. Generaaldelikti vordlus Prantsuse
ning Saksa diguses ja voladigusseaduse eelndus, piiritlemine alusetu rikastumisega (Comparison of general tort in French and German law
and in the draft Law of Obligations Act; determination with unjust enrichment). Loputdd. Juh. dots. H. Sepp. Tartu, 1999, p. 24-33 (in
Estonian).

16 P. Schlechtriem (Note 12), p. 108.
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the view that diligence is formed by a behaviour programme consisting of external and internal
components.

The external or objectively required diligence lies in appropriate behaviour. Behaviour can be
considered appropriate if behavioural norms are followed or a required attitude to the benefit of law
is expressed.”!” According to E. Deutsch, the civil law generally deems behaviour to be negligent if
it fails to meet the objectified and typified requirements for diligence, which result from the principle
of “objective undertaking”: each person is expected to fulfil the duty of care which is commonly
expected from him or her or his or her position. For this purpose, the so-called “groups of duty”
(Verkehrsgruppen) have been composed on the basis of different professions and risk areas. The
representatives of a certain profession must observe the diligence of a proper representative of the
profession. Nevertheless, there are exceptions to the objectively required diligence — old people and
youngsters are not subject to normal requirements of diligence, for their diligence has to be evaluated
in the context of their own kind.*!®

In Deutsch’s opinion, however, the internal or subjectively possible diligence reflects an intellec-
tual/emotional process that may consist of several parts. The internal diligence is based on the sense
of the possible realisation of the necessary elements of the act, and thus also on the observance of
external diligence. A person must control himself or herself in a way that would enable the realisation
of the behavioural obligation resulting from external diligence.*!” Thus, according to the aim of the
norm, it is possible that the subjective/individual obligation of diligence is violated. A person can
only be obliged to behave in a way that he or she is able to behave in. Physical, intellectual and
emotional abilities are presumed only if they really exist."20

Deutsch finds that negligence only exists when both the external and the internal diligence (in the
sense of personal reproachability) have been violated. If the external diligence has not been observed,
we are dealing with a violation of an obligation. As a rule, it can be said on the basis of empirical
knowledge that in this case, the internal diligence has also been violated.*?!

In Deutsch’s view, it is necessary in case of violation of the defence law to check the disregard of
internal diligence at the third element of delictual liability, which is the fault. Upon violation of
external diligence (which must be proved by the damaged person), the violation of internal diligence
is presumed."??

The fact that the different approaches of Deutsch and Schlechtriem to fault may lead to different
solutions in specific cases is illustrated by the example in which it is asked if a doctor can be
reproached for negligence if his or her hand is trembling during an operation because he or she went
to play tennis right before work. During the operation, the doctor observes his or her internal diligence
and controls his or her behaviour as required — which is why the only violation is that of the external
diligence obligation. E. Deutsch believes that in this case, the doctor cannot be reproached for
negligence."? Schlechtriem, on the contrary, finds that in this event the subjective fault of the doctor
lies in undertaking an activity at which he or she is unable to meet the objective standards of
diligence™?* required for the activity — it is the so-called undertaking fault.*>

Thus, it can be claimed on the basis of legal literature that so far, the theory of objective fault has
been generally accepted in the law of tort of the Federal Republic of Germany, but several
distinguished jurists have lately started to have doubts about its expediency. While Schlechtriem
supports the concept of objective fault, Markesinis basically “comes to terms” with the concept of
objective fault, considering it necessary for the modern law of tort. Deutsch, on the other hand, is a
convinced supporter of the so-called “double fault” concept.

Articles 1382 and 1383 of the French civil code (Code Civile) establish the general clause of delictual
liability. Article 1382 prescribes that any damage wrongfully caused to another person is liable to be

17 E. Deutsch. Academia Iuris. Unerlaubte Handlungen, Schadenersatz und Schmerzengeld. 3., ergénzte Aufl. Koln-Berlin-Bonn-Miinchen:
Carl Heymanns Verlag KG., 1995, S. 65.

18 bid., p. 68.
19 Jbid., p. 65.
20 Ibid., p. 68.
21 Ibid., p. 65.
22 Ibid., p. 66.
23 Ibid., p. 65.

24 If the “average” doctor had been able to perform the operation successfully, the theory of objective fault would really suggest that we
recognise the wrongful behaviour of the doctor whose hand was trembling.

25 P. Schlechtriem (Note 12), p. 108.
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compensated by the tortfeasor. Thus, unlike the general practice of German civil law, the unlawful-
ness resulting from damage to the benefit of law is not the most important precondition for delictual
liability. What matters is the violation of the behavioural obligation to avoid causing damage to
another person. The intentional infliction of damage in itself is against the obligation, but any
violation of an obligation generally paves the way for fault. Article 1383 provides that a person is
not only liable for damage caused intentionally, but also for damage caused negligently and
incautiously.*2°

In French civil law theory, the principles of the classical and the objective theory are opposed, the
latter of which represents an innovatory approach to the foundations of liability law.

Similar to their German colleagues, the supporters of the classical theory divide the concept of fault
into two elements: the objective fault and the subjective fault. The theory of objective liability, which
says that the tortfeasor’s fault is not at all necessary for the creation of liability, has also received
remarkable support.*?’

The concept of fault in common law

British jurists P. J. Cooke and D. W. Oughton note that the subjective study of each person’s abilities
and competence would not be sufficient and efficient.”?® It is the dominating opinion that obligations
applied to the acting party have no place in the law of tort.*? Therefore, decisions on fault are made
on the grounds of the forms of expression of external behaviour. The standard behaviour, which is
the target, is described as the “behaviour of the reasonable man” in the law of England as well as the
United States of America. The reasonable man is a fiction to which the judge gives a meaning in each
separate case on the basis of his or her set of values.”° The reasonable man knows the things that are
generally known at the time."! Negligent behaviour is that below the required standard which has
been established to protect other persons from an unreasonable risk of damage. This standard of
behaviour has been usually measured in the light of what the reasonable man with common foresight
would have done under the same circumstances.**? D. Howarth poses a control question or a test, the
answer to which enables to solve the issue of fault in each specific case, the question being: “How
would the reasonable man behave?” It has often been said that the reasonability of the tortfeasor’s
behaviour is the matter of fact.”?

The question of what kind of behaviour can be expected from an underage person has been a matter
of dispute. In the judgement of the court case McHale v. Watson it was noted that the correct diligence
standard for an underage tortfeasor is of the kind that is expected from a reasonable minor of the
same age, intelligence and experience.”** In addition to this, the standard of the reasonable man has
certain subjective features if the person has a physical disability: in that case, the basis is the behaviour
of a reasonable man with a similar physical disability."33

With regard to the question if fault has to do with the relation of the tortfeasor’s consciousness to the
cause of damage, J. G. Fleming has claimed that it is important to proceed from the fact that
negligence is not a state of mind but rather a kind of behaviour that is below the standard which is
considered normal or is required in the society. He maintains that the subjective meaning of a person’s
fault has long been renounced in favour of the impersonal standard — how the reasonable man would
have behaved under the same circumstances.*3¢

26 C. Autexier, H. J. Sonnenberger. Einfithrung in das franzosische Recht. 3., umarbeitete Aufl. Heidelberg: Recht und Wirtschaft, 2000, S.
138.

27 K. Kraavi (Note 15), p. 12-13.

28 P. J. Cooke, D. W. Oughton. The Common Law of Obligations. London-Edinburgh-Butterworths, 1984, p. 169.

29 D. J. Cooke, D. W. Oughton. The Common Law of Obligations. 2% e, London-Dublin-Edinburgh: Butterworths, 1993, p. 173.
30 P. J. Cooke, D. W. Oughton (Note 28), p. 169.

31 E. J. Kionka. Torts. ond ed. Minn: West Publishing Co. St Paul, 1933, p. 137.

32]. G. Fleming. The Law of Torts. 9™ ed. The Law Book Company Limited, 1992, p. 105.

33 D. Howarth. Textbook on Tort. Buttenworths-London-Dublin-Edinburgh, 1995, p. 37.

34D. J. Cooke, D. W. Oughton (Note 29), p. 174.

35 E. J. Kionka (Note 31), p. 138.

36 J. G. Fleming (Note 32), p. 102.
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Markesinis also believes that there is a crucial difference between negligence as a state of mind and
delictual negligence. Different from intention and recklessness, negligence as a state of mind means
the failure to foresee the consequences of an action that creates the risk of damage to other persons.*?’
Foresight is one side of the concept of the violation of an obligation. The violation of an obligation™3?
exists if the defendant’s behaviour is also unreasonable in the sense of the non-observance of a proper
diligence standard.”

G. H. L. Fridman asserts that for several reasons it cannot be said that the law of tort is firmly based
on the idea that liability may not be created without fault, be it intention or negligence. On the other
hand, wrongful behaviour may not always lead to delictual liability, either: there is no congruence
between wrongful behaviour and delictual liability and there is no reason to believe that such a
congruence will eventually occur.™® According to Fridman, the use of subjective fault is not justified
for the above-mentioned reasons.

Consequently, it can be claimed on the basis of special literature that in common law, similarly to
the Federal Republic of Germany, the concept of objective fault is dominating and it seems to be
relatively deeply rooted and steady in legal science as well as in the administration of justice. There
are no sufficiently convincing arguments that would lead the common opinion to the acceptance of
subjective fault.

The concept of fault in the draft Law of Obligations
Act

Section 1155 of the LOA provides the definitions of intention, negligence and severe negligence.
Pursuant to the first sentence of subsection 1155 (2) of the LOA, a person is negligent if he or she
fails to observe the general duty of care expected from him or her under certain circumstances, taking
into consideration, among other things, the situation, age, education, knowledge, abilities and other
qualities of the person. Pursuant to the second sentence of subsection 1155 (2) of the LOA, severe
negligence is the considerable non-observance of the general duty of care expected from a person.
Subsection 1155 (3) of the LOA provides that intention is a person’s wish for the unlawful
consequences of his or her behaviour to realise. Subsection 1155 (1) provides an important rule about
the division of the duty to prove the fault, according to which the tortfeasor will not be liable for the
damage he or she has caused if he or she proves that he or she is not guilty of causing the damage,
unless otherwise provided by law.*!

Thus, the LOA has abandoned the approach to fault that was favoured in the Soviet legal theory (see
above). It should be noted that the abandonment of the hitherto dominating approach is well justified
because the approach that considers the fault to be the tortfeasor’s attitude to his or her unlawful act
and its consequences represents subjectivity in the extreme. In addition to this, it is obvious that what
has occurred in a person’s consciousness cannot be objectively grasped and evaluated by other
persons, including judges as the main administrators of justice, and that the respective judgements
have to be made on the basis of circumstantial evidence."*?

On the basis of the comparison and analysis of the concept of negligence contained in the LOA and
in BGB, we can draw the conclusions below. Taking as a basis the first two clauses of subsection

37 B. S. Markesinis, S. F. Deakin. Tort Law. 4™ ed. Oxford: Clarendon Press, 1999, p. 75.

38 Jbid., p. 74. The concept of obligation in the view of Markesinis has been sometimes used in a different and more specific meaning: for the
diligence obligation to be created in a specific case, the occurrence of damage must be foreseeable namely in connection with the individualised
damaged person.

39 B. S. Markesinis, S. F. Deakin (Note 37), p. 75.

40 G. H. L. Fridman. Torts. London-Ontario-Canada: Waterlow Publishers, 1990, p. 18.

41 On account of the limited volume of this article, the problems of the division of the duty to prove the fault will not be tackled here.

42 It can be noted that there is no fundamental difference between the solution of a case according to the LOA or the present law: if a person
behaved incautiously according to the Civil Code, we would in most cases deduce from the LOA that he or she has behaved negligently. Both
regulations take account of the specific person and first of all his or her personal qualities. The only difference lies in the different meaning
given to the concept of fault, but both the LOA and the Soviet civil law theory proceed from the concept of subjective fault.
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1155 (2), we will come to the first part of the definition of negligence, which says that negligence is
the non-observance of the general duty of care expected from a person under certain circumstances.
Virtually the same meaning has been given to the concept of negligence in the second sentence of
subsection 276 (1) of the BGB. The difference stems from the fact that the LOA prescribes directly
that a person’s situation, age, education, knowledge, abilities and his or her other qualities must also
be taken into consideration when determining the degree of care generally expected from the person.

The enumeration of aspects to be considered is the cause of a split between the standpoint that is
generally accepted in German legal science and practice and what has been provided in the LOA:
while the German civil law theory relies on the diligence standards established for the specific
profession (the fault is objective), the LOA considers it necessary to provide general guidance to the
administrators of justice (not leaving the solution of the matter to theory, either) and enacts the
concept of subjective fault taking into account the individual abilities and other qualities of a person.

In my opinion, professional standards of diligence have to be taken into account in some cases on
the basis of the LOA, too, as it is done in the legal practice of the Federal Republic of Germany. The
definition of negligence provided in the second sentence of subsection 1155 (2) of the LOA does not
exclude the possibility. For this purpose, groups of the respective typical cases have to be established
by legal practice. An example could be a case in which a hiker who has been trained for this is
negligent when making a campfire and the forest catches fire. In this case, we could proceed from
the diligence standard of hikers as a social group. In the event of the violation of the standard, it
should be considerably harder for the tortfeasor to prove his or her innocence than it would be for a
casual hiker who does not belong to a hiking club and who has not been trained for hiking.

Although I consider the subjective approach to fault to be more reasonable, the following analysis
of the pros and cons of this approach should enable the readers of this article to evaluate whether or
not the decision made in the LOA is justified.

The first argument in favour of objective fault could be the fact that objective fault has been accepted
in all countries studied." Therefore, the opposite position of the LOA would need a special
justification. Secondly, it is reasonable to claim that the determination of subjective fault in each
separate case would be definitely more complicated and time-consuming than the establishment of
behavioural standards for our own “reasonable man”. Consequently, it is more comfortable to
implement the objective fault in practice. It has also been claimed that checking the subjective fault
(if we assume its possibility) in each separate case is not sufficient and efficient. The last (although,
perhaps artificial) argument could be the fact that in case of the fault of a legal person, for instance,
it is not possible to take subjectivity into consideration.*** This, on the other hand, would lead to
different solutions in the determination of the fault of natural and legal persons, although pursuant
to the first sentence in section 12 of the Constitution of the Republic of Estonia, everyone is equal
before the law. Thus, the supporters of objective fault could raise a question of the unequal treatment
of people that occurs together with the application of subjective fault.

Despite the arguments above, I still support the theory of subjective fault. First of all, we should take
into consideration the discussion among German scientists. As was mentioned earlier, the dominating
opinion is no longer absolute in Germany — several well-known jurists (e.g. E. Deutsch) wish to
abandon the concept of objective negligence.

I think that an important argument in favour of subjective fault lies in the fact that the society is not
entitled to require a person to behave in a manner in which the person is subjectively unable to behave
and then impose liability on him or her for the non-observance of the kind of behaviour that is
impossible for the person. This takes us to the following argument according to which only the
consideration of the personal qualities of an individual in the determination of his or her fault can
result in real liability for fault and in a fair judgement. The objectification of negligence, on the other
hand, would often lead to the violation of the principle of fault, as a result of which the so-called

43 Similar to the principles commonly accepted in the Federal Republic of Germany, in France and in common law, the liability in the codes
of the three Scandinavian countries (Finland, Sweden and Norway) is based on personal fault, i.e. on the so-called rule of fault. The standard
of diligence in the law of these countries is completely objective, even children and mentally ill people may have behaved wrongfully in this
sense. See W. V. Gerven, J. Lever, P. Larouche, C. v. Bar. Common Law Europe Casebooks. Torts. Scope of Protection. Genevieve Viney.
Oxford: Hart Publishing, 1998, pp. 44-45.

44 The liability of a legal person may arise from (1) the delict of a member of the organisation — in this case, the main emphasis is on the
fault of the natural person as a tortfeasor, or (2) from organisational deficiencies — in this case, it is not possible to consider the subjective fault
at all.
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faultless liability for fault might occur, which should not be allowed at least until we recognise fault
as a basis of delictual liability.

Hence, even if the use of the concept of objective fault in practice is a comfortable solution, it is
difficult to find an answer to the question of what remains of delictual liability if we remove personal
reproachability from the essential elements of delictual liability.

The definition of fault as provided in the LOA must also be favoured for the reason that the
consideration of the tortfeasor’s personal qualities helps to achieve a more fair judgement in separate
cases (at least if certain persons are involved such as children, disabled persons, elderly people, but
probably also other persons).™

To conclude, it is worthwhile referring to two jurists whose ideas are worthy of support. So, for
instance, T. Honore believes that the standard of objective diligence has more in common with risk
liability than with the real principle of fault because it makes a person liable for mistakes which he
or she is subjectively unable to avoid.**® Markesinis is also right when he asserts that the objectifi-
cation of negligence is an intrusion into the principle of fault. In practice, the theoretical distinction
between delictual liability and risk liability is often very vague. This change has been accompanied
with the transformation or even unnaturalness of the traditional doctrine and the concept of fault.*

As an objection to the assertion of the advocates of objective fault that the checking of subjective
fault is not sufficient and efficient (if it is possible at all), it should be remarked that as a rule, the
supporters of objective fault also acknowledge the need to take into consideration the subjective
peculiarities of certain persons (e.g. underage people, disabled persons).”® Tt could be asked why it
is possible and acceptable to take into consideration the personal qualities of certain people and why
it is impossible or at least insufficient in case of all the others.

Conclusions

The authors of the LOA have made a choice between subjective and objective fault at a time when
the issue of the concept of fault is an object of discussion in many countries.

Although there are strong arguments in favour of both, the author still supports the solution of the
LOA whereby subjective factors are taken into consideration for the determination of fault in case
of delictual liability.

On the grounds of arguments provided in the main part of the article, another interesting conclusion
can be drawn: namely, while the arguments in favour of subjective fault are theoretical in nature, the
arguments that support objective fault are of a more practical nature. I believe that the concept of
objective fault cannot be considered justified for the sole reason that this is the more efficient and
comfortable way to administer justice. Efficiency and comfort should not be the arguments that make
us abandon the traditions of the law of tort and distort the principle of fault as the main basis of
delictual liability.

Since the LOA has not yet been passed by the Riigikogu, it is the optimum time to have a wider
discussion on the issue herein tackled. Knowing the differences in the solution of separate cases
resulting from the objective and subjective approach to fault and the importance of the issue for the
law of tort as a whole, it is difficult to overestimate the need for relevant discussion prior to the final
resolution of the matter.

45 In favour of the supporters of objective fault, it should be said that the correction of the judgement from the point of view of fairness is also
possible pursuant to subsection 129 (1) of the LOA which provides that the court may decrease the legal compensation for damages if, taking
into consideration the circumstances and mainly the nature of liability, the relationship between persons and their financial situation, including
insurance, the full compensation for damages would be extremely unfair to the obligated person or reasonably unacceptable for any other
reason.

46 S. R. Perry. Symposium: Corrective Justice and Formalism: the Care One Owes One’s Neighbors: the Moral Foundation of Tort Law. —
Towa Law Review, 1992, p. 14.

47 E. Deutsch (Note 17), p. 45.

48 About common law, see: P. J. Cooke, D. W. Oughton (Note 28), p. 174; E. J. Kionka (Note 31), p. 138; about the Federal Republic of
Germany, see E. Deutsch (Note 17), p. 68.
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Law Applicable to Persons
Pursuant to Draft Private
International Law Act

The draft Private International Law Act planned to enter into force together with the drafts of the
new Law of Obligations Act and the General Part of the Civil Code Act is currently at its second
reading in the Riigikogu (Estonian parliament). Unfortunately, the volume of this article is too limited
to introduce the draft as a whole. Therefore, I would like to focus on a topic that was a subject of
many discussions during the preparation of the draft and that is internationally the least harmonised
issue of all: what kind of law should be applied to subjects of law, i.e. to natural and legal persons.

Whilst in the international law of property the principle /lex rei sitae is applied and accepted in the
whole world and the principle lex loci delictii is almost everywhere the basis for the determination
of law applied to the infliction of damage, in the case of persons two fundamentally different
traditional theories have developed, and at least now there is no sign of one theory completely
surrendering to the other. Thus, the law applied to a natural person (i.e. the personal statute) is
determined either by the domicile or nationality of the person, depending on the country; the
determination of the passive and active legal capacity of legal persons is generally based on the theory
of location or incorporation. These fundamental choices had to be made also during the preparation
of the new draft Private International Law Act of Estonia; therefore, [ will now try to give an overview
of the reasons for the preference of one or another solution and the consequences that the choices
will have. I would like to pay special attention to the issues of law applicable to legal persons as so
far this not-at-all irrelevant subject has been neglected in Estonian legal literature, and several
theories and standpoints that have long been accepted elsewhere may at first glance seem somewhat
unaccustomed.

1. Law applicable to natural persons

1.1. Principles of domicile and nationality. Habitual domicile

As mentioned above, two fundamentally different options exist for the application of the legal order
of a certain country to natural persons: the basis can be either the principle of domicile or the principle
of nationality. Disputes about the advantages and disadvantages of these two theories are the most
heated discussions ever held on the theory of private international law. The principle of domicile (/ex
domicilii) is taken as the basis mainly on the Anglo-American legal territory, but also in Switzerland

JURIDICA INTERNATIONAL VI/2001 133



Law Applicable to Persons Pursuant to Draft Private International Law Act
Karin Sein

and in some Scandinavian countries; the principle of nationality (/ex nationalis) dominates in the rest
of Europe.

One of the main advantages of the principle of domicile is considered to be the fact that a person is
bound to a legal order that surrounds the person and that is known to him or her. Another positive
aspect is the simplification of the work of courts where the national law can then be applied more
frequently (to be discussed in detail below). The supporters of the principle of nationality, in turn,
consider a person’s nationality to be an easily determined connecting factor that rarely changes
throughout the person’s life and that excludes possible manipulations with regard to the change of
domicile and the concurrent change of personal statute.

Despite the dominance of the principle of nationality, the triumph of which at the end of the previous
century was largely induced by the development of nation states and the resulting national view of
the world, the importance of the principle is gradually diminishing. This can be traced in the
development of German and Swiss law of the conflict of laws which served as a basis for the
preparation of the new draft Private International Law Act of Estonia, but most of all in the unification
of private international law in the conventions of the Hague Conference on Private International Law
where the practice of taking the connecting factor of nationality as a point of departure has been
limited considerably since 1951.

The concept of habitual domicile™ used in the conventions established by the Hague Conference on
Private International Law can be considered the modern trend that increasingly gains importance.
Such a connecting factor is employed, for example, in the Convention on Law Applicable to
Maintenance Obligations™ of 1973, in the Hague Convention on the Form of Wills™ of 1961 as well
as in the later Hague conventions such as the Convention on the International Protection of Adults
adopted in 2000. In addition thereto, the Rome Convention on the Law Applicable to Contractual
Obligations of 1980 that is in force between the EU Member States also uses the habitual domicile
as the connecting factor.” Since the above-mentioned Hague conventions are the loi uniforme type
of conventions — i.e. they replace fully the national conflict of laws rules of the Member States —
it is obvious that the importance of the notion of habitual domicile is growing in the whole world,
including the countries that have traditionally followed the principle of nationality. This has also now
been acknowledged in the German legal writing where the principle of nationality has been so far
observed with extreme conservatism.">

But what exactly is meant by the habitual domicile of a person? Both domicile and nationality are
concepts long known to everyone, their meaning is at least theoretically relatively easy to guess.
Habitual domicile, however, seems to be rather strange at first glance. Why is it so that different
conventions have abandoned the concept of domicile and have started to use a new connecting factor,
unknown until that time?

The main reason for this is the extremely varied definition of the concept of domicile in different
countries. Some countries allow a person to have only one domicile, while some allow several
domiciles. Some countries require that a person should have lived at the place of domicile for a
particular period of time. Yet other countries require that a person should be nationally registered to
belong to a certain territorial unit in order to create a domicile. As a result, a concept not present in
traditional legal regulations has been searched for a long time, and in the last decades the concept of
habitual domicile has proved to be the one. This apart, despite the increasingly frequent use, the
concept has never been defined in international conventions. Nevertheless, in 1972 the Council of
Europe did issue a recommendation for the uniform interpretation of the concept of habitual
domicile™ in which it has been provided, among other things, that a person’s length of stay at the
place of domicile as well as other personal and financial circumstances that indicate a constant
connection between the person and his or her domicile are to be taken into account when determining
the habitual domicile, emphasising that the existence of a habitual domicile does not depend on the
existence of a domicile permit.

1 In German: gewohnliche Aufenthalt, in Estonian: harilik viibimiskoht.

2 Estonia became a party to the Convention in 1999. — Riigi Teataja (The State Gazette) II 1999, 24, 140 (in Estonian).
3 Estonia became a party to the Convention in 1998. — Riigi Teataja (The State Gazette) I1 1998, 38, 1087 (in Estonian).
4 See article 4 (2) of the Convention.

5 J. Kropholler. Internationales Privatrecht. Tiibingen: Mohr, 1997, S. 267.

6 Council of Ministers Resolution of 18 January 1972.

134 JURIDICA INTERNATIONAL V1/2001



Law Applicable to Persons Pursuant to Draft Private International Law Act
Karin Sein

1.2. The choices of Estonia

Looking back at history, it can be said that the principle of domicile has almost always been favoured
in Estonia. The principle of lex domicilii rather than the principle of nationality was taken as a basis
already in the Baltic Private Law Code that entered into force in 1865 and that can be considered the
first code in force on the territory of Estonia that contained the conflict of laws rules.”” The principle
survived in the draft Civil Code of 1940 that was largely based on the Baltic Private Law Code, and
today it is contained in sections 130 and 131 of the General Part of the Civil Code Act. The only
period of time in which — clearly for political reasons — the principle of nationality has been at
least partially in force in Estonia was the Soviet period.

Knowing the historical background, the transfer from the principle of domicile to the principle of
nationality would have meant an extremely fundamental change in the foundations of the Estonian
private international law as a whole. Yet there was no actual need for this. On the contrary, the
enforcement of the principle of nationality in a country where the citizens of foreign countries form
a large percentage of the population would render the work of courts much more complicated. It is
namely the principle of domicile that generally leads to the application of /ex fori or the law of the
court’s state of location because a person’s domicile is more likely to coincide with jurisdiction than
his or her nationality. This means, for example, that in the case of Finnish citizens residing in Estonia,
the court will not have to determine and apply the law of the person’s state of nationality, in this case
Finland, but it may proceed from the familiar national legislation.”® Consequently, the abundance of
the citizens of foreign countries residing in Estonia, which was the reason for keeping the principle
of lex domicilii already in the draft Civil Code of 1940™ , was also the main argument in the
preparation of the draft Private International Law Act, and it can be claimed firmly that the law of a
person’s state of domicile is and will be the basis for the determination of a natural person’s “statute”
in Estonia.

1.3. What country’s law determines

the existence of a domicile or nationality?

What country’s law should the court hearing the matter take as the basis for the determination of the
existence of a domicile in one or another country? Should it be done pursuant to the national law, lex
fori, or based on the law of the person’s presumable state of domicile? In other words, if an Estonian
court had to decide whether a person has a domicile in Sweden, would it be done according to the
definition of domicile provided in Estonian or in Swedish law? As indicated above, the concept of
domicile may have extremely varied meanings in different states, which is why the opinions
concerning the existence of a domicile may differ toto caelo.

We have now reached the issue that is called qualification in the theory of private international law.
To put it otherwise, which country’s law is taken as a basis for defining various legal concepts and
institutions (e.g. what is meant by active legal capacity, immovables, limitation period). In respect
of qualification, we can also speak about two different approaches: the approach based on the
principle of /ex fori (the law of the court’s state of location) and on the principle of lex causae (the
law presumably applicable to the legal relationship). Judging by the approach generally accepted in
literature, the qualification of the concept of domicile is mainly based on the principle of lex fori,
which, in other words, means that in qualification the court proceeds from the national law."10
According to the position expressed in the contemporary Estonian legal literature, too, the meanings
of domicile and location are based on the definitions given in sections 21 and 40 of the General Part
of the Civil Code Act where, among other things, a rule has been set out, providing that if several
places in different states may be deemed the domicile of a person, the domicile of the person is in

7 Article XXVIII; J. Kitsing. Uue Tsiviilseadustiku ruumiline kehtivus. (Territorial Applicability of the New Civil Code). — Oigus 1936, nr.
S, k. 227 (in Estonian).

8 Against this background, it is somewhat astonishing that the Estonian-Russian and other legal assistance agreements concluded in the initial
years of our newly regained independence stem from the principle of nationality instead of the principle of domicile.

9 A. Piip. Konfliktnormide iihtlustamine Balti riikides (Harmonisation of Conflict of Laws Rules in the Baltic States). — Oigus, 1937, nr. 8,
lk. 344-346 (in Estonian).

10 The principle of /ex fori also applies to the qualification of the majority of other institutions. Miinchener Kommentar zum Biirgerlichen
Gesetzbuch. Bd. 10. Miinchen: C. H. Beck’sche Verlagsbuchhandlung, 1998, Rdn. 460.
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the state of the person’s nationality.”!! This principle has been clearly expressed in section 7 of the
draft Private International Law Act, according to which the basis for the determination of a natural
person’s domicile is the definition of domicile provided in Estonian law and not in the law of the
presumable state of domicile.*!?

A different approach is adopted when determining a person’s nationality, in which case the definition
of the concept of nationality under lex causae or the law of the presumable state of nationality is
decisive. This, too, is a widely acknowledged principle*!® arising from the need to respect the other
country’s exclusive right to decide on the country’s nationality. Since on some occasions, the
connecting factor in the draft Private International Law Act is also the nationality of a natural person
(e.g. in sections 26, 49 (2), 60 (2)), the principle of lex causae is expressly established in section 8
of the draft. Pursuant to this provision, the nationality of a natural person is determined according to
the law of the state whose nationality is being decided; in the case of persons with several
nationalities, the decisive nationality is that of the state to which the person has the closest connection.

2. Law applicable to legal persons

2.1. Theory of location and theory of incorporation

Similarly to the fundamental difference between the principle of domicile and the principle of
nationality applicable to natural persons, different theories exist about the statute of a legal person,
which should determine the conditions on which “a legal person comes into existence, lives and
dies”."™* In the legal transactions of different countries, mainly the following two theories are used
for the determination of law applicable to legal persons:
(1) the theory of location, which today is the point of departure for Estonia and the majority
of the states in Western Europe;

(2) the theory of incorporation, which is taken as the basis by the states of the Anglo-American
legal system, but also by the Netherlands and Switzerland (although with significant
limitations).

According to the theory of location, the personal statute of a legal person is the law of the state in
which the directing body of the legal person is located. This law determines the creation and
termination, the passive and active legal capacity, the bodies, and the internal relations of the legal
person as well as the liability and legal representation of the legal person. Proceeding from the theory
of location, the legal persons having its seat in one country but founded under the laws of another
country (e.g. offshore companies) have no passive civil legal capacity. *1

The main advantage of the theory of location is undoubtedly the hindrance of the penetration of
exceedingly liberal foreign company law and the resulting protection of national legal transactions,
creditors and minority shareholders. It would be inefficient to impose on companies strict capital
requirements and a thorough regulation for the guarantee of the maintenance of fixed capital, efc.,
in order to protect the creditors if the requirements could be ignored by founding a one-hundred-dollar
“mailbox company” and thereby participating in economic activities. The theory of location enables
the state to exercise control over the companies operating on the state’s territory and require that the
economic activities on the territory should be conducted in compliance with the requirements of the
local law."1¢

The theory of location raises doubts about the transfer of the seat of a legal person from one country
to another without dissolving the company and re-founding it in the course of the process. Thus, for

11 H. Pisuke. Rahvusvahelise eradiguse sétted. (Provisions of Private International Law). — Juridica, 1994, nr. 8, k. 201-204 (in Estonian).

12 Jurists of the time reproached the Baltic Private Law Code and the draft of 1940 for the lack of such clear principle. U. Lender. Rahvusvahelise
eradiguse normidest tsiviilseadustiku eelndus (Provisions of Private International Law in the Draft Civil Code). — Oigus, 1936, nr. 3, 1k. 139
(in Estonian).

13 G. Kegel. Internationales Privatrecht. 6. Aufl. Miinchen: C. H. Beck’sche Verlagsbuchhandlung, 1987, S. 296; Miinchener Kommentar
(Note 10), paragraph No. 488.

14 C. v. Bar. Internationales Privatrecht. Bd. II. Besonderer Teil. Miinchen: C. H. Beck’sche Verlagsbuchhandlung, 1991, S. 459.
15 Kommentar zum Bundesgesetz iiber das Internationale Privatrecht. Ziirich: Schulthess Polygraphischer Verlag, 1993, S. 1341.

16 To be more precise, it should be noted that here the exceedingly liberal company law does not denote low taxes but only the non-existence
or extreme lenience of company law requirements for minimum capital, ezc.
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instance, a company founded and entered in the commercial register in Germany cannot move its
seat to Austria without damage to the existence of the company. The reason therefor is simple: at the
moment the seat is transferred to Austria, the personal statute of the company changes — from that
moment onwards, it is Austrian law. But Austrian law, which also proceeds from the theory of
location*!7, demands adherence to the requirements of law in force in the legal person’s state of
location (i.e. Austria) and an entry in the Austrian register as prerequisites for the creation of the
legal person.*!8

According to the theory of incorporation, the personal statute of a legal person is the law of the
state under the legislation of which the legal person has been founded and where it is located pursuant
to the articles of association. This law also determines the passive legal capacity of the legal person.
Thus, the existence of a legal person depends only on adherence to the requirements prescribed by
the law of its state of foundation, whereas the legal person need not have an actual seat in the same
state.

The main positive aspects of the theory of incorporation are the simplicity and clarity of determination
of the applicable law as well as legal certainty regarding the fact that the passive legal capacity of a
company that has once been validly founded will not be doubted later (which could damage the
interests of creditors). Besides this, the theory of incorporation allows to transfer the location of a
legal person from one country to another without dissolving the legal person and re-founding it in
the course of the process, which undoubtedly serves as a favourable factor with regard to international
economic activities.

As arule, the Continental European countries have avoided a transfer from the theory of location to
the theory of incorporation. This is due to the desire of the countries with highly-developed company
law to protect their legal transactions and ensure the adherence to the strict requirements established
by the national company law.

The efforts to unify these fundamentally different approaches have not succeeded to date. The Hague
Convention of 1956 concerning the recognition of the legal personality of foreign companies did not
enter into force because of the small number of ratifications. The same initiative of the European
Union in 1968 was a failure.

2.2. The choices of Estonia: the theory of location or the theory

of incorporation?

Perhaps the most fascinating part of the draft Private International Law Act is the regulation of law
applicable to legal persons in part 3 of the draft. It can be considered intriguing mainly because the
draft allows, under certain conditions, to claim that the offshore companies operating in Estonia have
no passive legal capacity at all. Although the new draft Private International Law Act has, in fact,
opted for the theory of incorporation on the grounds of the established practice of law in force, the
simplicity of determination of the applicable law and legal certainty (pursuant to subsection 12 (1)
of the draft, a legal person is subject to the law of the state in which it has been founded and entered
in the register), Estonian law is applied to a foreign legal person if the legal person is managed from
Estonia (subsection 12 (2) of the draft).

Thus, the draft has combined the theory of incorporation with the theory of location if it can be proved
that the legal person is managed from Estonia.”’® If the legal person is managed from Estonia, it
means that the passive legal capacity of the legal person is also determined by Estonian law (in
keeping with clause 3 of section 13 of the draft). However, pursuant to Estonian law, the passive legal
capacity of a legal person in private law commences as of its entry in the commercial register or in
the non-profit associations and foundations register, which is why a company founded, for example,
in the Virgin Islands cannot be considered to be created at all according to the Estonian law and
consequently it cannot be a subject of law, either.

Naturally, the regulation is no wonder-remedy for offshore companies or tax evasions through such
companies as in practice it is still relatively difficult to prove that a legal person is managed from

17 See article 10 of the Private International Law Act of Austria.

18 Considering the Centros judgement of the European Court of Justice, the validity of the approach in the case of the EU Member States has
become questionable.

19 The same solution has been favoured in article 25 of the new Private International Law Act of Italy.
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Estonia. This is also demonstrated by the fact that despite analogous regulations in the applicable
law (section 134 of the General Part of the Civil Code Act), the author has no information about any
cases in which the question has been raised in court practice. On the contrary, the theory of
incorporation seems to be dominant in court practice and disputes about the passive legal capacity
of a foreign legal person have only been held with regard to whether a company allegedly founded
in Bermuda really exists in the local register and if it has been founded in compliance with the local
regulations.”?® But nevertheless, the draft creates a theoretical possibility and legal regulation for
contesting whether such a pseudo foreign company is a subject of particular law or not.

Virtually the same result is achieved in Germany, where the theory of location has been applied.
Namely, it is presumed in German court practice that the actual location of a legal person coincides
with its location under the articles of association. This means that the party who, in a dispute about
the passive legal capacity of a foreign legal person, claims that the legal person’s actual location is
elsewhere must prove it."?!

When the application of the theory of location leads to the conclusion that a legal person founded in
a foreign country but having an internal location does not actually have any passive legal capacity
at all, there is reason to inquire about the fate of transactions concluded by the legal person. In this
event, it is possible to proceed from subsection 125 (4) of the draft General Part of the Civil Code
Act which provides for the liability of a person without the right of representation also if the
transaction was concluded on behalf of a non-existent person. Consequently, there is the option of
the personal liability of the person who concluded the transaction on behalf of a legal person and in
some cases there is the option to treat the company without passive legal capacity as a civil law
partnership.

It should be remarked that the position of the law in force, according to which only foreign legal
persons are recognised in Estonia, is not justified. While in Estonia it seems that there is a cult of
legal persons, i.e. legal persons are founded even if it is not expedient at all, in other countries also
the associations that do not have the status of a legal person may have passive legal capacity (e.g.
general partnership in Germany), and there is no reason to exclude them from the regulation. Pursuant
to the new draft Private International Law Act, the provisions concerning legal persons are also
applied to other organised associations of persons or property units (subsection 17 (1) of the draft).
Law applicable to contracts is applied to contractual associations that have no organisational structure
and passive legal capacity (subsection 17 (2) of the draft) and it is the task of the court to draw a
distinction between a company with passive legal capacity and a contractual association in each
specific case.

The provisions of section 135 of the applicable General Part of the Civil Code Act which says that
foreign legal persons are recognised in Estonia and they have passive legal capacity and active legal
capacity equal to that of Estonian legal persons has been abandoned in the draft. Such a provision
has caused confusion at least among the authors of the draft as to whether and to what extent
applicable Estonian law actually stems from the theory of location. Naturally, the exclusion of the
provision does not mean that foreign legal persons will be unable to conclude transactions, open bank
accounts, efc. in the future. If a legal person has been founded in accordance with the law applicable
to the legal person and it has the passive and active legal capacity, it is sufficient for the legal person
to participate in Estonian legal transactions. Consequently, it is important to determine a person’s
passive and active legal capacity: after its existence has been determined, the foreign legal person in
question is recognised as a subject of law with all possibilities arising therefrom.

2.3. The consistency of the theory of location

with European Union law

The consistency of the theory of location with the freedom of establishment (articles 43—48 of the
EC Treaty) has long been discussed in the European Union law. Despite the continuous harmonisation
of substantive company law within the European Union, there are still wide discrepancies between
the Member States in this area. The agreement between the Member States on the mutual recognition
of companies completed in 1968 has not entered into force to date, and the future prospects for its
entry into force are close to none.

20 See, e.g. judgement No. 11-2-197/99 of the Tartu Circuit Court.
21 J. Kropholler (Note 5), p. 488.
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Pursuant to article 48 of the EC Treaty, companies or firms formed in accordance with the law of a
Member State and having their registered office, central administration or principal place of business
within the Community shall be subject to the freedom of establishment. Consequently, the EC Treaty
prescribes that all companies founded in a Member State and having an office or principal place of
business in a Member State — but not necessarily in the same Member State — should be
recognised.”??

2.3.1. Daily Mail judgement

Until 1999, such interpretation was disregarded due to the Daily Mail Case of 27 September 1988."23
Adjudicating the case, the European Court of Justice said in its head note:

“The Treaty regards the differences in national legislation concerning the connecting factor required
of companies incorporated thereunder and the question whether — and if so how — the registered
office or real head office of a company incorporated under national law may be transferred from one
Member State to another as problems which are not resolved by the rules concerning the right of
establishment but must be dealt with by future legislation or conventions, which have not yet been
adopted or concluded. Therefore, in the present state of Community law, articles 52 and 58 of the
Treaty, properly construed, confer no right on a company incorporated under the legislation of a
Member State and having its registered office there to transfer its central management and control
to another Member State.”

The court case in question was provoked by reasons related to tax law: namely, the British Inland
Revenue refused to give the necessary permit to a company incorporated in England who wanted to
transfer its actual location to the Netherlands due to tax incentives. The European Court of Justice
did not consider the act of the English Inland Revenue to be contrary to European Union law. In
German legal literature the dominant opinion is that in this judgement the European Court of Justice
recognised the admissibility of the theory of location also within the European Union** by declaring
the provision of English law that renders the change of a company’s location contingent on a
permission granted for this to be in accordance with freedom of establishment.”>> This generated
enthusiasm among the supporters of the theory of location who claimed that despite the principle of
freedom of establishment, the European Union also allowed the Member States to protect themselves
by means of the theory of location. Nevertheless, 11 years later the European Court of Justice made
a judgement in which a contrary tendency — abandonment of the theory of location and the triumph
of the theory of incorporation — was spotted.

2.3.2. Centros judgement

Throughout Europe, heated discussions were provoked by the Centros judgement of the European
Court of Justice made on 9 March 1999.72¢ In the abundance of articles and comments that followed,
the prevailing opinion was that it was a revolutionary judgement for international company law by
which the European Court of Justice made a fundamental decision in favour of the theory of
incorporation and extended the principles of the Cassis de Dijon judgement to freedom of estab-
lishment of companies.*?’

In this judgement, the Court of Justice declared the refusal of the Danish court register to make an
entry concerning the branch of an English “mailbox company” to be contrary to European Union
law. In this case, a Danish couple wanted to register the branch of a private limited company founded
under English law in Denmark with the aim to engage in economic activities in Denmark. In the
course of the proceedings, the married couple did not conceal that the reason for the use of an English
form of company was that the capital requirements therefor were considerably lower: 100 pounds
for the English private limited company, but 200,000 Danish kroner for the Danish private limited
company. The plaintiffs also admitted that the English company they founded had never been engaged

22 Jbid., p. 494.
23 Judgement C-81/87 of the European Court of Justice.
24 G. H. Roth. Griindungstheorie: Ist der Damm gebrochen? — Zeitschrift fiir Wirtschaftsrecht, 21/99, S. 861; C. v. Bar (Note 14), p. 459.

25 A. Flessner. Schiffbruch der Interpreten und Statuten. — ZEuP 2000, S. 2. It should be mentioned that the author of the article is convinced
that the judgements referred to have no connection with the preference of the theory of location or the theory of incorporation and she considers
it to be simply the misinterpretation of most authors.

26 Judgement in C-212/97 Centros v. Erhvervs-og Selskabsstyrelsen of the European Court of Justice.
27 E. Verlauff. Ausldndische Gesellschaft fiir inldndische Aktivitit. — Zeitschrift fiir Wirtschaftsrecht, 21/99, S. 867.
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in economic activities in England and they planned to do business only through the Danish branch.
The plaintiffs claimed that the Danish commercial register violated freedom of establishment
guaranteed by the EC Treaty, and indeed — the European Court of Justice in this case ruled as follows:
“It is contrary to articles 52 and 58 of the EC Treaty for a Member State to refuse to register a branch
of a company formed in accordance with the law of another Member State in which it has its registered
office but in which it conducts no business where the branch is intended to enable the company in
question to carry on its entire business in the State in which that branch is to be created, while avoiding
the need to form a company there.”

Only in the cases of fraud, the judgement allows a Member State to use additional collateral
instruments for creditors."

At first glance, such wording seems to say nothing about the legal status of the company. The
judgement also carefully avoids mentioning the theory of location or the theory of incorporation.*?
But an in-depth analysis shows that permitting the entry of the branch automatically means the
affirmation of the passive legal capacity of the English company since only a legal person with
passive legal capacity can have a branch. In other words: the provision that allows a Member State
to refuse to recognise that a company founded in another Member State is a subject of law for the
reason that the actual location of the company in question is not in the same Member State is not in
compliance with the European Union law. It can also be concluded from the above that it is impossible
to establish a requirement in the national law by which only a branch of such a foreign legal person
can be entered in a register that has a certain amount of minimum capital.

Thus, it can be said that in the Centros judgement the European Court of Justice decided in favour
of the theory of incorporation within the European Union, making “jurisdiction shopping” permis-
sible upon the foundation of legal persons within the Union.

It is extremely interesting that only a couple of months later, on 15 July 1999 the Austrian Supreme
Court made a similar judgement in an analogous court case™’ . In that case, a company newly founded
in England wished to establish a branch in Austria and enter it in the Austrian commercial register.
Similarly to the Centros judgement, the register refused to enter such a branch. The court of the first
instance and the court of appeal supported the approach based on article 10 of the Austrian Private
International Law Act that stems from the theory of location. The Austrian Supreme Court, in turn,
followed the Centros judgement of the European Court of Justice and, recognising the superiority of
the European Union law, considered the Austrian conflict of laws rules to be contrary to the European
Union freedom of establishment.”3! Here, the Austrian Supreme Court goes even further than the
European Court of Justice, adopting expressly the position that the theory of location is inconsistent
with the principles of the European Union concerning freedom of establishment.

On the one hand, the Centros judgement of the European Court of Justice will definitely result in the
more frequent use of “pseudo foreign companies” and it may even lead to the transfer of the Delaware
syndrome to Europe. On the other hand, the judgement of the European Court of Justice still leaves
a possibility for states to protect themselves from the exceedingly liberal company law in some other
manner. This can be done, for example, by demanding bank guarantees from companies with a small
fixed capital or by accepting the additional liability of partners.”3> The restraints must only be
transferred from the foundation phase to the operating phase of the company.

For Estonia, the principles deducible from the Centros judgement may become relevant upon
accession to the European Union. While the determination of law applicable to legal persons could
be considered to be in the competence of the Member States until the aforesaid judgement and every
state could basically choose a legal regulation suitable to the state, then in the case of the persistence
of principles contained in the Centros judgement, the permissibility of the theory of location within
the European Union will become doubtful. Thus, unless the European Court of Justice decides

28 That interpretation does not, however, prevent the authorities of the Member State concerned from adopting any appropriate measure for
preventing or penalising fraud, either in relation to the company itself, if need be in co-operation with the Member State in which it was
formed, or in relation to its members, where it has been established that they are in fact attempting, by means of the formation of a company,
to evade their obligations towards private or public creditors established on the territory of the Member State concerned.

29 Moreover, the judgement did not even refer to the earlier Daily Mail judgement. Nevertheless, it is assumed in literature that the European
Court of Justice must have been aware of the consequences that its judgement entailed from the point of view of international company law.
G. H. Roth (Note 24), p. 872.

30 RS U OGH 1999/07/15 6 Ob 124/99z.

31 1. Rappaport. Companies in General. — The Journal of Business Law, November 2000, p. 631.

32 Namely the countries in which there are extremely low minimum capital requirements have developed the principles of the partners’
additional liability for the company’s obligations: for example, the English “lifting the veil” principle. E. Verlauff (Note 27), p. 875.
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otherwise in the meantime, it may happen that Estonia will have to abandon the principle provided
in subsection 12 (2) of the new draft Private International Law Act at least with regard to companies
founded in the Member States of the European Union. It will naturally not prevent the persistence
of the aforesaid possibility with regard to companies founded in other countries but operating in
Estonia. Nevertheless, taking into consideration the hitherto liberal practice and the development of
Europe it seems unlikely that the possibility to dispute the passive legal capacity of a company offered
by the theory of location will be used very often after the entry into force of the draft as an act. But
still, even a few court decisions of the kind could possibly contribute to some purification of Estonian
business affairs — be ready to give it a try!
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Why Do We Fear Civil Law in

Labour Law?

Introduction

Discussion concerning the nature of labour law and its position in the legal system has been an
ongoing debate since the emergence of contemporary labour law and it lacks a specific resolution to
date. The resolution of the relationship between labour law and civil law has always led primarily to
the opinion that labour law is a separate branch of law and it would be better to keep the relative
importance of civil law at a minimum in applying labour law provisions, whereas at best, the
application of civil law in labour law should be fully precluded. It is apparent, above all, in the
approaches of labour law activists that they fear that civil law may be implemented in labour law.
This rationale has always been founded on the idea of protecting the employee as the weaker party
in an employment relationship. Upon reforming Estonian labour law, the discussion has also focused
on the labour law activists’ claim that labour law must be a separate branch of law, whereas the
application of civil law principles is pointless and contrary to the people’s legal awareness. The fear
of abuse on the part of the employer is so deeply rooted in people that any attempts to introduce more
freedom of contract in employment relations lead to fierce resistance while the attempts are not
regarded as a serious topic in further discussions.”!

1. Labour law and civil law

1.1. Development of private law and labour law

The development of labour law cannot be viewed separately from the general development of private
(civil) law. Without comprehending how civil law develops, we are unable to get a clear idea of how
labour law develops and what the main distinction between labour law and general civil law is.

Industrial production, the development of which commenced at the end of the 18" century, at the
beginning of the 19" century inevitably brought about changes in the contemporary employment
relations. Although the first codes of private law appeared at the beginning of the 19t century, they
do not reflect the transformed conditions in public life as a whole. It is understandable as the
preparation of the codes lasted over a relatively long period of time and therefore the rapid changes
in society could not be taken into account in laws. As a result, the contemporary employment relations

1 P. Hanau. Arbeitsrecht in der sozialen Marktwirtschaft. — Festschrift zum 125jdhrigen Bestehen der Juristischen Geselleschaft zu Berlin. D.
Wilke (Hrsg.). Berlin, New York: Walter de Gruyter, 1984, S. 228.
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are not reflected in civil codes. This, however, does not mean that the development of employment
relations was not reflected in the civil codes at all. Thus, various civil law codes reflect contracts
concerning provision of services.”? Although the above-mentioned provisions remained too scarce
to regulate the relations between workers and manufacturers, they still serve as a basis for the
development of contractual employment relations. The formation of public law rules that has been
emphasised in relation with labour law and its developmental peculiarities has determined the
development of labour law outside civil codes. However, here we must make a distinction between
industrial work and work that was not done in factories. The enforcement of protection rules was
primarily related to industrial work and it was, first and foremost, aimed at preventing the exploitation
of minors and women. It established borders for the application of freedom of contract to industrial
work. The works performed in households were not included in this regulation and the enforcement
of protection rules was neither necessary nor important in this area. Thus, stressing the enforcement
of public law rules as a particular feature of the development of the employment relationship, only
one aspect of the development of employment relations is stressed. The development of employment
relations in Estonia is no exception. The Baltic Private Law Code contained general rules concerning
how and under what principles the employment relationship should be regulated. In addition thereto,
the Russian Industrial Work Act, governing the legal position of factory workers upon performing
their work, was also in effect on the territory of Estonia.” Yet before the Industrial Work Act was
passed, individual legal instruments were adopted that regulated primarily the work of minors and
women in factories.” However, the enforcement of these protection provisions does not lead to the
establishment of labour law as a separate branch of law beside general civil law. Many years will
pass until we can speak of labour law as a uniform branch of law. In 1920-1930s, labour law develops
into an independent branch of law; it is primarily due to the fact that the public law protection rules
play an increasingly important role and the private law rules remain in the background. An extreme
example is Soviet Russia where all the provisions governing dependent employment relationships
are assembled into a common labour code. The labour code serves as an example where the state
actually regulated all necessary working conditions, and in such a system labour law had nothing in
common with private law.

In the case of Soviet labour law, the questions of whether labour law in fact existed in such a system
was justified. Proceeding from the regulatory level, a separate branch of law — labour law — had
been created and the regulatory expression of that branch of law was the labour code. Examining the
content of the issue, labour law did not exist in such a system — the parties lacked an opportunity
to freely negotiate the more important working conditions, freedom of collective agreement did not
apply, the parties could not organise strikes and lock-outs to ensure that their demands be satisfied.
Consequently, the elements of labour law characteristic of social market economy were not there.
This testifies that Soviet labour law attempted to restrict the likelihood of people adopting decisions
and agreeing on issues independently. The total control exercised by the state over the working
conditions and the behaviour of the parties to employment relationships were integral parts of the
system.

Although in the 1920-30s, the opinion that labour law is public law becomes increasingly prevalent,
its connections with private law are still pointed out. Thus, according to the comments on the
Workers’ Employment Contract Act of Estonia, the workers’ employment contract is a civil law
contract, the position of which is regulated by a separate act.” In theory, however, labour law was
viewed as public law.*®

The development of the Estonian labour law system is inevitably related to the development of
Russian labour law. From the establishment of Soviet power until the restoration of Estonia’s
independence, the development of Estonian labour law was a part of the development of the labour
law legislation of the Soviet Union. Thus,