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UBLICPRIVATE PARTNERSHIPS (PPRB OR P3)' HAVE COMPLETELY
revolutionizedthe way capitatensive infrastructufeservices are

Darrin Grimsey & Mervyn K Lewifublic Private Partnerships: The Worldwide Revolution in
Infrastructure Provision and Project Fidlagleenham, UKEdward Ejar, 2004)Grimsey &
Lewis,Worldwide Revolutigihr sharing relationship[s] based on a shared aspiration between

the public sector and one or more partners from the private and/or voluntary sectors to deliver a

publicly agrest outcome and/ompublic servicé,at xiv;iar r angement s whereby pr

participate in, or provide support foihe provision of infrastructuea t 2 ; ilareRIBP proj ec
in a contract for a private entity to deliver palififrastructurdased servicésbid. For other
definitions of P3s or PPPs, see Canadian Council for fPublic vat e Partner ships, f

online: Canadian Council for PublRrivate Partnerships <http://www.pppcouncil.ca/resources
/aboutppp/definitions.html>; Jeffrey Delmon & Victar Rigby Delmon, eddnternational

Project Finance and PPPs: A Legal Guide to Key Growthh&layksterlands: Kluwer Law

International, 2010)ch1 a8 [ Del mon & Ri gby Del mon] ; Geza R B
Risk in Publi®rivate Partnerships n C a ffi2a0d]aJournal of Canadian College of

Construction Lawyers 63 at;6X8purva SanghiPublic Private Partnership Units: Lessons for their

Design and Use in Infrastru@Mashington DC: World Bank & PubWerivate Infrastructure

Advisoy Facility 2007) at 13 [SanghiWiliam D Eggers & Tom StartupClosing the

Infrastructure Gap: The Role of Pudite Partnersh{igew York: Deloitte Research, 2D@6 5
[Eggers & StartupErikHa ns Kl i jn & Geert R Phate Bamrsships: A Gover ni
Analyzing and Managing the Processes and Institutional Characteristics oPriRakbdic
Partnershipso in SRubli@rivaten Parfhersizs:b Theory eand Peadtice in
International Perspedtivendon: Routledge, 2000) 84 at 85; SwptH Linder & Pauline
Vaillancourt Rosenau, A NPap priat @ tPhod i Tteyr rPaairt noefr str
Vaillancourt Rosenau, eBublic Private Policy Partne(€lsipgridge, MA: MIT Press, 2000) 1

at 9; Jim Armstrong rdn Corroliad w CdBabotaeng: i Whenn , iF
Governmers Want t o Be InBtiutetofrPablicsAdministtaioh 8f)Canaddew
DirectionsNumber 3 1 at 13 online IAPC <http://www.iapc.ca/documents/ND3
RevFeb20091.pef Consulting and Audit Canaddmpéiments to Partnering and the Role of

Treasury Bog@repared for the Alternative Service Delivery Group, Treasury Board Secretariat)

(13 May 1998) at 8; British Columbia, Task Force on Feiiliate Partnershipguilding

Partnerships: Report of the Faase on PuBlitvate Partnershipstish Columbia, 1996) at 8;

Kenneth Kernaghan, AiPartnership and Public Ad
Considerationso (1993) 36: 1 Canadian Public Ad
Mu |l der , rshipsP eéDevolatien and Powsharing: Issues and Implications for
Management o (1993) 24:3 Optimum 27 at 28.

For definitions of Private Finance Initiatives (PFIs), the UK equivalent programme introduced in
November 1992, see the following: Alan SmitfelS,ducati ono i n Anthony Sel
Kavanagh, ed§he Blair Effect, 200 Cambridge: Cambridge University Press, 2005) 256

(APFI s, or...PPPs, involve the public sector pu
from the private sector ava long periodand payn g an annu ajlGOwblna&Age 60 at 27
Mer na, AThe Privat ®arrif iGinsey c&eMervyn iKtLevast edshe 6 i n
Economics of Public Private Partn@Cs$taipenham, UK: Edward Elgar, 2005) 317 at 318

[Grimsey & LewisEconomics of Public Private Parthersipa ul A Gr out , AThe Eco
Private Finance I nitiativet®d332atB8rrin Gri msey &
See Darrin Grimsey & Mervyn K Lewis, farEvaluatin
Infrastructure Projectso i nEc@hamics iofnPub&rArvateey & |

Partnershijpid 567at568The aut hors define Ainfrastructure i
Energy (power generation and supply); Transport (toll roads, liggstaihs, bridges and



Infrastructure Services Via P3s in CAnada

procured by governments the world over. This global trend has been
informed by a number of significant adteayes that result from opting for

this procurement approach rather than the conventional public
procurement approach. These advantages are chieflgstland time
certainty and savjiagsl 2)innovation and high levels of efficiency

However, the evolian of the practice of procuring capitatensive
infrastructure services via P3s has not been without some resistance an
opposition. The central proposition of this paper is that, taking Canada as
a reference point, R8lated law, policy and practicigcilitate and
accentuate the aforesaid advantages of PPPs, and also effectively allay f
legal concerns which give rise to such resistance and opposition. In
addition, the peculiar thrust of the development of Canadian P3 law,
policy and practice showetlsaid concerns to be overstated and lacking in
merit.

Much of the published research and literature on the subject of P3s
directs itself to the meaning, distinctive features and classification of P3s.
A significant portion of the literature also presecwsnparative and
statistical studies of the performance of P3 projects relative to projects
procured by alternative procurement approaches, especially conventiona
public procurement. There have also been several efforts to build a case
for the use of P3sylsole reference to the results of such comparative and
statistical studies and the actual documented performance of the projects
examined. However, there has been a dearth of literature explaining the
aforestated results and the findings they suppoegal kerms. Such legal
analysis would have the important effect of bringing the concept of P3s
out of the almost exclusive preserve of economists, financial analysts
public policy experts and even construction engineers, aodthat
domain of legal schamis.

tunnels); Water (sewerage, waste water treatment and water supply); Telecommunications
(telephones); Social infrastructure (hospitals, prisons, courts, museums, schools and
Government accommodation)...[which in common with] other tgpéiged investment
(such as property development, [and] office construction...[share the following]
characteristicdDuration(infrastructure is lonived, and has a long gestation process);
llliquid (the lumpiness and indivisibility of infrastructureojpcts makes for a limited
secondary marketRapital intensiprojects are large scale and highly geafahljation
(projects are difficult to value because of taxation and pricing rules and embedded options
and guarantees [footnotes omitted] [emplaaksied].

The foregoing is the sense in which either of the ténfnastructur@ infrastructure investnent

used throughout this paper.
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The research reported in this paper is unique in this regard. It takes
the results of notable published studies that have been presented in the
literature and explains them in terms of the underlying legal provisions
and principles that account forgtindings and eventual conclusions such
results support.

This paper argues in favour of the use of P3s and addmggsasnts
against their use his paper draws upon extensive legal analysis and sets a
research agenda for legal theorists by an examinati the legal
principles and provisions which provide the foundation for the economic
and financial benefits possible under RBhat follows immediately is a
section highlighting the advantages of procuring -cayjgakive
infrastructure services viRBs and accounting for these advantages by
reference to the underlying legal provisions and principles that facilitate
them. Thereafter the paper addresses the key arguments against P3s, by
reference to aspects of Canadian law, policy and P3 practice.

I. THE IMPACT OF CANADIAN LAW, POLICY AND P3

PRACTICE ON THE ARGUMENTS FOR PROCURING

CAPITAL INTENSIVE INFRA-STRUCTURE SERVICES
VIA P3S

The key arguments in favour of procuring -caijpitahsive
infrastructure services via P3s relate tadeand time certasrd savings,
and innovationthat result from opting for P3s, as compared to
conventional public procurement. The rest of this section is a discussion
of these advantages, as well as the aspects of Canadian law, policy and P3
practice that facilitate aratcentuate these identified advantages.

A. Cost and Time Certainty and Savings

A number of studies have yielded empirical evidence, which strongly
suggests that, the world over, significant cost overruns, and time delays
characteristically attend conventiorfalblic procurement of capital
intensive infrastructure projects, but not the procurement of such projects
via PPP$This global phenomenon, characteristic of conventional public

8 See Mario lacobac®jspelling the Myths: A-@anadian Assessment of Pribdite Partnerships
for Infrasucture Investme®ttawa, ON: Conference Board of Canada, 2010) &411
[lacobacci]; Colin Duffield, National PPP ForurBenchmarking Studyhase II: Report on the
Performance of PPP Projects in Australia When Compared With a Represéiftatiigo8aliyple o
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procurements, i s known “@irt hiieorpt a sn
bias *dn addition, such studies indicate that the procurement of such
projects via PPPs yields considerable cosinamsaving$

Procured Infrastructure Prgyjegdtsourne: Melbourne Engineering Research Institute, 2008) at 4

6, 1528, 4344; Allen Consulting, Colin Duffield & Peter Raisbelerformance of PPPs and
Traditional Procurement in Austhdéitbourne: hfrastructure Partnerships Australia, 2007)-at 1

2, 2533; Partnerships UKReport on Operational PFI Pr@jenton: Partnerships UK, 2006) at

12414; UK, National Audit OfficePFI: Construction Performance: A Report by the Comptroller ani
Auditor Gerar(HC 371 Session 20@D03)(London, UK: National Audit Office, 2003) aB1

111 7 ; Bent Flyvbjerg, Mette Skamris Holm & !
Wor ks Projects: Error or Lie?0 (2002279a68: 3
280291 [Flyvbjerg, Holm & Buhi Mott MacDonaldReview of Large Public Procurement in the UK
(London: HM Treasury, 2002) at 2@, 6064, online: Mott MacDonaldhttp://www.hm-
treasury.gov.uk/d/7(3).pdMott MacDonald];Philip Gray,Private Pacipation in Infrastructure:

A Review of the Evid@ashington DC World Bank, 2001) &, 1415; Don H Pickrell,Urban

Rail Transit Projects: Forecast versus Actual Ridershiy/askir@psh DC: US Department of
Transportation, 1990) at &b; RM F as er , ACompensation for Ext
(P & G) Costs Arising from Delays, Variations and Disruptions: The Palmiet Pumped Storage
Schemeo (1990) 5:3 Tunneling and Undergroun
& MF Cul pi n,OviieRerausnonisn fPoubl i ¢ Sector Constr.
8:4 International Journal of Project Managen231 at 232240 Plakwa & Culpirl; Peter WG

Morris & George H Hough;The Anatomy of Major Projects: A Study of the Reality of Projec
Manageme (Chichester: John Wiley & Sons, 1987) &lt37 199205, 22@26 [Morris &
Houghl ; David Arditi, Guzin Tarim Akan & Sa
(1985) 3:4 International Journal of Project Management 218 at 2182228rditi, Akan&

Gurdamar] Henry T CanadayConstruction Cost Overruns in Electric Utilities: Some Trends an
Implication€ccasional Paper No 3) (Columbus, Ohio: National Regulatory Research Institute,
Ohio State University, 1980) at i36 [Canaday]; Peter Halgreat Planning Disast@rsndon,

UK: George Weidenfeld and Nicolson, 1980) al@g, 13801 51 [ Hal | ] ; PD Hen
British Errors: Their Probable Size and Son
Papers 159 at 1885 [Henderson]; Leonard Mewi t z , ACost Overruns i
William A Niskanen et al, edBenefit Cost and Policy Analysis(@Bicago: Aldine, 1973) 277
at27293 [ Merewitz]; Maynard M Hufschmidt & J
Estimates for Public Investrm t Projectsod i The Analysis of $ubld Dutupd | i
(New York: Columbia University Press, 1970) 267 aP2¥1291294 [Hufschmidt & Gerin];
Robert Summers, ACost Esti mates as Predicto
Deel opmentsd in Thomas Marschak, T h oSmategy K G
for R & D: Studies in the Microeconomics of DeyBlepnYark: Spring&ferlag, 1967) 140 at

140, 142, 14849 J M He al ey, AErrors in P:I:IrujipreE(cdnon@d st |
Journal 44 at 482 [Healey].

Grimsey & LewisWorldwide Revolutsupranotel at 72.

5 HM Treasury,The Green BobkAppraisal and Evaluation in Central Gove(thametdn: TSO,

2003) at 280, 8587; SeeMott MacDonaldsupranote  $o]pt{mism bias is the tendency for a
projectds <costs and duration to be wunderes
measure of the extent to which actual project costs (capital and operating), and duration (time
from business case to bfingelivery (project duration) and time from contract award to benefit
delivery (works duration) exceed those esti:H
See especially lacobascipranote 3 at 124. See also Peter Fitzger®dyiew of Partnerships
Victoria Provided Infrastur¢Melbourne: Growth Solutions Group, 2004) at 17.
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In such studies, cost overruns refer to the difference between actual

construction costs (i . e.detérmired &t, ac c (
t he ti me of p 9 @ndeestimated cangirliceon icasts 0
Abudget ed, or f or e c alsTime didaysadfer tbo he p |
delays associated with the failure or inability to deliver infrastructure
facilities fiofri tusemd bayv aihleaplueb | i ¢, or

1. The Flyvbjerg Study

One example of the studies just referred to, is that in which Flyvbjerg,
Holm & Buhl examined58transportation infrastructerprojects carried
out over a sevenygar period acrossentycountries andive continents,
including Europe and North Ameri¢aOf this number, there wefity-
eightrail projectsthirtythreefixedlink (i.e. tunnels and bridges) projects,
and 167 road projects With the notable exception of the Channel
Tunnel ,vefrtwhee | mi ng maj orityo of t he
ifidevel oped using conventionddlin appr o:
90 per cent of these projects, however, there were cost overruns averaging
28 per cent® The authors of the studpund that for rail pragcts, the
average cost overrun was as high as 44.7 péfEenfixedink projects,
the average was 33.8 per ¢eatid for roadorojectsthe average was 20.4
percentffiFor a randomly selected projec
being larger thaastimated costs [was] 86 per cHifthey also found that
this global trend of optimism bias or cost underestimation, has not
changed over ti me, |l eading them to
today is in the same order of magnitude as it was 10, 30 Gndy ear s 0
prior to their study?®

Significantly, Flyvbjerg, Holm & Buhl observed that cost
underestimation is not limited to transportation infrastructure projects

7 Flyvbjerg, Holm & Buhlsupranote 3 at 281.

& Ibid

lacobaccisupranote 3 at 9, 12.

10 Flyvbjerg, Holm & Buhlsupraiote 3 at 28283, 286287, 289, 290.
1 Ibidat 283285 (figures 1 ang, and tables 1 and 2).

2 Grimsey & LewisWorldwide Revolutisupranote 1 at 72, 91, n 1.
3 Flyvbjerg, Holm & Buhlsupraiote 3 at 282, 287, 290.

4 |bidat 282.
%5 bid
% |bid
7 bid

8 Ibidat 286.
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and occurs in other types of infrastructure projects as”wiiey
irevi ewed ewveralthundteal tother grajects irscluding power
plants, dams, water distribution, oil and gas extraction, information
technology systems, aerospace systems and weapons ?dysteate
among these other types of indras
House, with actual costs approximatdtgen times higher than those
projected, and the Concorde supersonic airplane, with &eigetimes

higher than predictedf®Their analysis of the data led to the conclusion

t hat Aot her t yapleast aso if notpntore,j peowet tes cosa r ¢
underestimation as are transportation infrastructure prof@cts

2. The Mott MacDonald Study

Similarly in 2002, the UK Treasury commissioned the Mott
MacDonald study to review the outcome fdty capitaiintensive
infrastructure projects carried out in the UK ovéwantyear period®
Thirty-nine of the projects examined were conventionally procured, while
elevenwere procured via PFIs/PPP®roadly, the project categories
included buildings, rail and road links, mi@nance projects and the
development of equipment and software systems.

The Mott MacDonald study observed that in the case othtitg-
nine conventionally procured projects, actual capital expenditure exceeded
estimates by an average of 47 per cemtthifése same projects, the
duration between contract award and benefit delivery (works duration)
exceeded estimated time by 17 per €dyt.contrast, optimism bias levels

¥ Ibid

2 |bid.See also: Arditi, Akan & @damar,supranote 3; Coleman Blake, David Cox & Willard
Fraize Analysis of Projected vs. Actual Costs for NucledFfiestl Rva¢r PlafReport prepared
for the United States Energy Research and Development Administration (McLean, VA: Mitre
Corporation, 1976) at 31; Canadaysupranote 3; Department of Energy Study Group, Peat
Marwick Mitchell & Co & Atkins Planning)North Sea Costs Escalation (&iuelgy Paper No 7)
(London: Her Maj est y0 s/, 4850;Dtakwa & E€ulpin sudndtei 3¢ e , 1
Fraser,supranote 3; Hall, supranote 3; Healeysupranote 3; Hendersonsupranote 3;
Hufschmidt & Gerin, supranote 3; Merewitzsupranote 3; Edward W Merrow, Lorraine
McDonnell & R Yilmaz ArgidenUnderstanding the Outcomes of Nesgspi Quantitative
Analysis of Very Large Civilian P(Sjaeta Monica, CA: RAND Corporation, 1988) ai,\30
55, 6364; Morris & Hough supranote 3.

2L Flyvbjerg, Holm & Buhlsupranote 3 at 286.

2 |pid

2 Mott MacDonaldsupraote 3 at 4, §.
2 |bidat 4548.

% |bidat 78.

% |bidat 14 (Table 3).
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were significantly less for tldéevenPFI/PPP projectsl per cent for
capital expediture and minus 1 per cent for works duration.

What emerges from a brief consideration of these two studies is that
with conventional public procurement of cagiiéénsive infrastructure,
cost overruns and time delays attributable to optimism bidlseaoeder
of the day rather than the exception. The situation differs radically with
P3 procurements, as the resafta recent Canadian study show

3. The Conference Board Report

I n January 2010, as part of a repo
drawbak s o f using P3so0, the Conference
Board) published the results of its reviewiftyffive P3 projects initiated
between June 2004 and November Z80%e P3 projects examined in
this study wer e fr omongithahhave beerumostCan ad
active in using a P3 procurement model for the delivery of infrastructure
facilities and subsequent maintenance sedAdiesrta, British Columbia,
Ontario and Québec®The projects examined cut across a wide range of
social infrasucture®® At the time of the Conference Board report, only
nineteenof thefiftyfivepr oj ect s had fireached t hei
completion date, that is, the date by which the new facility should be built

and soon available to be put in serviee asti pul at edo i n
agreement:

The Conference Board report highlighted vétuenoney (VM)
esti mates, fiwhi ch compare t he tot al

procurement methodshefore the start of each P3 .ptojeébe VIM

esti mat es n dightevelficongparisods with projects delivered

through similar procurement methods as well as detailed cost analysis

undertaken by the procurement authority and its advidbasd provide

ifa gauge of the cost saviolgs expecte
The VIM estimates highlighted in the report showed projected cost

savings ranging from Ajust a few mil

2 bid
2 lacobaccisupranote 3 atii, 13, 20.
2 |bidat 1(the distribution was as follows: Albéirtd, British Columbid 16, Ontarioi 30, and

Québed 5).
% |bid
% Ibid
32 |bid[emphasis added].
®  Ibid

*  lpbid
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of Edmont onds Anthony Henday Dr i
Vancouver 6s Gol den E amil#on iBthe cdsg ef, t
the Autoroute 30 project just south of the Montréal afé@hese savings,
when fHexpressed as a proportion o
projects through conventional contracting methods[identified in the
reportas he TfApublic s ec¥ oange tom®.p per et o r
through to 61.2 per cent of the PSC for each projédthus,even at the
budgetingstage, opting for a PPP approach held promise of significant
cost savings compared to conventional procuremen

Next, t he report examined t he
perfor*fntmfncébe projects nHagadtonst
ascertain fithe time and cost “tert
and to determine whether the expected savings woulalzgsat the end
of the P3 project Thi s examinati on was nece:
actualsavings match thexpecteshvings by the end of the P3 project
depends on the degree of cost and time certainty of P3 prtfects

All of the projects examed proceeded according to budget, even
where there were contract variations and time delays, resulting in cost
certainty and ultimately guaranteeing the realization of the cost savings
indicated for P3s in the first instance through fbevardiooking ViM
estimates. Furthermore, out of the nineteen projects that had reached
their substantial completion dates by November 2009, and which could
thus be assessed for time certainty in the Conference Board report, only
three experienced delays. In one, theydeks attributable to a province
wide labour dispute aralschedule adjustment by the public sector owner
provided for by the P3 contract; and in eaakethe delay was merely
two months long. On the other hand, eight of the completed projects were
compkted ahead of schedule. The report provides strong evidence for the
time certainty and savings of PPPs.

The cost and time saving®d certainty in P3 procurements are
attributable to at least two reasons including: 1) the optimal risk allocation

% bid.
% |bidat 11.
37 Ibidat 13.
% |bidat 12.
% \bid
4 |bidat 13.

4 |bidat 1213, 2622.
42 Ibidat 13 [emphasis added].
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charactestic of P3s; and 2) the presence of private project financing.
These two reasons are discussed in detail below.

i.  Optimal Risk Allocation in P3s

One of the distinguishing features of P3s is the systematic
identification, evaluation and allocation of partizyproject risks between
the public and priatesector partnerglepending on which is better qualified
to assume each allocatett Askadditional factor that influences the
allocation of risk is cosffectiveness. These considerations give rise to
three broad categories of risks: risks retiaby the public sector partner,
risks shared by both the public and private sector partners, and risks
transferred to the private sector partner.

Risks retained by the public sect
private partner has no control over the outcofb®ne example of such
riski s t hat arising from Asoi l cont ami
unknown prior to the start of the P3 projeth

Ri sks shared by both the pthokel i ¢ an
that are best shared between the two parties to the extent that they both
have significant influence over the outcarfi@&or example, both the
public sector owner and the private sector operator can wield a measure of
influence over traffic outcomasising from a toll road operated under a
P3 contract. While public sector policy will determine the concentration
of feconomic activityd in the area ¢
the volume of road use, the private sector operator may limiblinae
of traffic through the quality of i
il ane a Vbokarthesebréasonst taffic risk is usually shared.

In determining which risks to transfer to the private sector partner, a
key consi der a e risksnin questionncArebe managediat an
lower cost by the private partn&Where they can be so managed, a
portion of the resulting HAcost savi

4 See John R AllarRubli®rivate Partnerships: A Review of Literature andRRwgioticeSask:
Saskatchewan Institute of Public Policy, 2001) at 13. See also Grimsey &\Voeldigide
Revolutigisupranote 1 at 14.

4 lacobaccisupranote 3 at 33.

4 \bid
4 |bid
47 |bid

“ Ipbid
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owner in a competitive bid environmefAnd this is one explanation
for the cost savings inherent in P3 procurements.

To illustrate howcosteffective risk transfer translates into real cost
savings for the public sector, we will take as an example the Durham
Consolidated Courthouse project, procured by Infrastructure Oritario
2007. Al T] he tot al ri sk e&dpbyg thel r e
public sector (i.e.taxpayers) under the conventional procurement
approach was estimated at $157 million in 2007 dollars. The partnership
agreement transferred 84 per cent of tisktexposure in value terms (i.e.,
$132 million) to the P3 partnetdTransferring these risks to the private
sector partner Acost the public s
cost saving of $58 millichii [ T fetsavings to the public purse (he
VM savings) are obtained by subtracting the incremental transaction costs
incurred by the public sector as a result of the P3 procurement m&hod
The incremental transaction costs in this project amounted to $9 million,
resulting in net saving$ $49 million> This represents a real cost saving
for the public sector, as a result of transferring to the private sector partner
ri sks which the | atter were fdin a
manage®°d

Ri sks that are fdwer tphr i tvrad res fseercrt
those where the private partner has some control over how to achieve the
desired outcomes, which puts it in a better position to manage the
outcomes than the public sector partri@For this reason, some of the

“  Ibid

%0 Ibid at 27 (figures are drawn fronfMW studies that compared the total estimated costs of
procuring the project via P3/PPP and conventional public procurement respectively).

® lbd(A[t]his is the gross estimate of the cos
premium), ncluding the incremental cost of private financing, any incremental transaction costs
borne by the private consortium, less the value of any other efficiencies resulting from the AFP
procur emendt2fdapproacho

%2 Ibidat n 31 [emphasis added].

2 lbid

* Ibidat 27. The transferred risks included: #@C
completion and del ayso, ABuil ding designo,
Energy and Environmental Design (LEED) design and constrctiph i gat i ons o,
mai ntenance riskso, and it he .cd®ee tinfrastruaturer un s

Ontario, Value for Money Assessment: Durham Consolidated, @alintolrdfeastructure
Ontario <http://www.infrastructureontario.ca/\Wat\We-Do/Projects/ProjecProfiles/Durham
RegiorCourthouset at11-12, 1415.

% lacobaccisupranote 3 at 33.
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risks typially transferred to the private sector partner include risks
associated with financing, cost overruns and scheduling.

The transfer of cost overruns and scheduling risks account for the low
incidence of cost and time overruns in P3 projdctmsferring tie risk
that the project will not be delivered on time and within budget to the
private sector partner ensures effective performance on it§ [st.is
because it makes the private sector partner responsible for cost overruns
and introduces the possibjl of reduced payments for delays. It is thus in
the private partnerds interest to p
the possibility of any such overruns or delays. In this connection, it has
been opined respecting Pighed tothea t fi pa
delivery of project objectivea nd f or this reason, P :
track record of completing construction on time or even ahead of
schedule®®

However,a conventional public procurement does not benefit from

the riskiransfer incentie just discussédi[ T] he publ i c sect
procur ement authority)o does not p u
expended in a P3 Ato [identify] t he

[assess] the value of such risks retained by the public seapraund
conventional contract and under one or more potentiakyp3
contracts ®®lt is for this reason that the Mott MacDonald study attributed
the differing levels of optimism bias between conventional public
procurements and P3 procurementsiitd h e iatecetrosfer of project
risks from the public sector to the private sector, where project risks are
passed to the party best placed to manage them consistent with achieving
value for money and qualif§p

Optimal risk allocation represents one of the &mas impacted by
Canadian P3 law, policy and practice. Optimal risk allocation has in turn
lent support to the arguments in favour of the use of PPPs to procure
capitaintensive infrastructure services. For example, in recognition of the
efficiency gainswhich result from optimal risk allocation in the
procur ement of infrastruct  ArAct ser vi

% Ibid

¥ Timothy J Murphy, PiiThat €CaBar tfroer sPhuibplsi cin I nfra
Canadian Public Administration 99 atlMurphy]

Eggers & Startugupranotel at 7.

Murphy,supranote 57 at 102.

lacobaccisupranote 3 at 34.

. Mott MacDonaldsupranote 3 at 14.5.

58
59
60
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Respecting Transport Infrastructure Pajthepsuifisally provides that a

P3 agreement for t he fic oof sanspartc t i
i nfrastruct mustinvolve th€ sh@ring of bidReen the
Government and the private secttdProvisions of this nature enshrine

in P3 procurements the salutary practice of identifying, evaluating and
costeffectively apportiong project risks between public and private
sector partners.

Moreover, a number of Canadian legal institutions, known as PPP
units®* ihave developed formal, guant
which draw on past infrastructure procurement experience oan
commercial cost evaluators to prepare risk templates for assessing whic
risks to transfer to the private partn®&This rigorous process potentially
allows public and private partners to completely avoid somé (xie.
example of a Canadian PPPituhat has developed such a process is
Infrastructure Ontaripbhi ch A has had construct
develop a detailed set of risk templates identifying emlycategories
of material risks for large infrastructure projetis

ii.  The Presece of Private Project Financing in P3s

The capital expenditure in most P3 projects often consists of both
publ i c and private financing. AT
infrastructure projects takes the form of government contributions paid to

%2 RSQc M.001.

% Ibid s 1 [emphasis added].

See Sanghsupranote 1 (Broadly definedPPP units are organizations designed [ p] r o mot
i mprove hBERPSimayT manage the number and quali
PPPs, or trying to ensure that the PPPs meet specific quality criteria such as affordability, value
formoney,ad appropriate risk transferodo and have
transactions, often in multiple sector@he specific functions of these legal institutions vary
across jurisdictions and include providing government departments with itdoroa P3

related activity in foreign jurisdictions, as well as specialized guidance on P3 procurements
through the provision of standardized contr
identifying, eval uat2i2h);gee als@vrad kp rDauct wzr i#rivgteal P, P sf
Partnership Unitso (2006) 311 Vi e wpkxamples: Pul
of Canadian federal PPP units include: Pdhiicate Partnerships Canada Inc. and
Infrastructure Canada; while The édtative Capital Financing Office of the Alberta Treasury
Board, Partnerships British Columbia (Partnerships BC), Infrastructure Ontario and
InfrastructureQuébec are all examples of provincial PPP units.

lacobaccisupranote 3 at 33.

% Ipid

¢ Ibidat 34.

65
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the private partner at key milestones in the delivery of the prefect
However, il al] significant portion
infrastructure project is privately financed and at Pk

Also, as seen above, the risks most likely to escalate cof8 in a
project are typically transferred to the private sector partner(s). Risk
sharing agreements combined with private financing incentivize private
sector partners to fiJ]consider] upfro
delivering on each stage loé foroject ‘dThis prevents optimism bias, as a
private sector partner responsible f
let alone commit to, a P3 project to deliver a facility at a grossly
underestimated budgebOn t he ot her handl[in it s
conventional public procurements] for private firms to undertake projects
where budgets have been underestimated by the public &Ctearly,
it is the presence of substanti al
entails, that forces both partiesa P3 procurement to take full account
upfront of all the requirements and risks entailed by the prdfgthe
incentive in P3 procurements to ascertain, all costs and risks of a project,
makes for a @dAdisci plitateatimingesatc ur e me r
incidence of optimism bias, and in part accounts for the cost certainty of

P3 projects.
The establishment of Canadian PPP units at both the federal and
provincial l evel s of government ha\

procur ement pncipatlydbsowgght abiout bytthe prasenperof

private project financing in P3s. These legal institufioasd vi se t he p
sector owner . .as it prepares for a potential P3 procurement,.and

ensurs [the existence of] a clear, predictable procuremento c e s s 0 i n
their respective jurisdictions.This function of Canadian PPP units,

which in conjunction with private financing ultimately contributes to the

cost certainty of P3 procurements of cajitahsive infrastructure

services, represents anotlautsry effect of Canadian P3 law, policy and

practice.

% Ibidat 3536.

% Ibidat 35 (this portion of the capital spending i
after constructind ) .

"  |bidat 36.

™ Ibid

7 bid(this fAwas the case with the elxavealsdi)on of the

% Ibid

™ lbid

™ Ibid
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B. Innovation

PPPs are intrinsically conducive to innovation as they focus on
out put s.ptelrc sh&rp coattast eontlse widespread use of
prescr i pt i vire conventiorialr public spbocuneent of
nfrastructure services whereby i
inputs required for the facility®P3s typically employ the instrumentality
of A[ p] easddeanmaeatddTthese are detailed contracts in which
the public sectoror t ner sti pul ates nAdel.iver
. desired by end users rather than prescribing specific inputs or materials
to be used in delivering the outputdIn addition, such contracts include
provisions that prescribe minimum servi@ngards and quality levels
expected of therivate sector service proviéed a pragmatic system of
enforcement consisting of a combination of periodic inspections to
ascertain compliance | evels as we
monthly sevice payments) or bonuses depending on the outc8bis
reason of their emphasis on output and outcomes rather than inputs and
method$? as well as builh payment mechanisms to guarantee
performance, the private sector partner has both the freédbput
forward the best soluti on ®famthe me e
motivation to innovate efficiently and qualitativély.

The P3 intrinsic impetus for innovation, discussed above, represents
one of the major arguments for its use in the pement of complex,
capitaintensive infrastructure services. One positive contribution of
Canadian P3 law, policy and practice in this area has been the
entrenchment and legitimization of the unique payment mechanisms that
sustain the use of output/perfoemcebased contracts in P3s, and
ultimately guarantee a level of innovation in P3 procurements that is
virtually nonexistent in conventional public procurements. For example,
British Cranisponation dngestment #ctspelling out the
mandatory povisions that must be incorporated in P3 agreements that

fi
fi
i

™  Grimsey & LewisWorldwide Revolutieupranote 1 at 14.

lacobaccisupranote 3 at 32.
8 Ibidat 3 (table 1).

77

™ |bidat 32.
8 bid
8 bid

82

Murphy,supranote 57 at 104.
lacobaccisupranote 3 at Jtable 1).
Grimsey & LewisWorldwide Revolutsupranote 1 at 14.

83
84
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regulate concession highways in British Columbia, provides that such
agreements must set out such payment arrangements as:

(i) payment by the government or any other contracting party of an
amount @ amounts based on the performance by the concessionaire of
any or all of its obligationsider the concession agreenféaind

(i) payment by the government or any other contracting party of an
amount or amounts based on one or both of use and avajlalitite
concession highw&y

As to performance standards, the same Act stipulates that such P3

agreements must require the concessionaire, in the performance of its
obligations or exercise of its rights intretato the concession highway

to meet or esedhe standards applicable to a comparable publiotifhigher

standards are referred to in the concession agreement, meet or exceed those specified
standards including without limiting this, design, construction, safety,

mantenance and sigye standard’

Also mandatory in such agreements are provisions that

require that the concessionaire not close the concession highway except for so
long as, and to the extent that, closure is necessary to permit maintenance or
construction, . .is neessary for public safety,.or.is required by the minister

under theTransportation A&t

Lastly, as an added layer of security, Tiemsportation Investment Act
provides that P3 agreements that regulate ssioce highways must
stipulate

requiremersg for insurance, bonds, including performance bonds and
labour and material payment bonds, securities, indemnities and
guarantees that the concessionaire must provide in cimmedth the
concession highw&y

85

86
87
88
89

Transportation Investment 8BIC 2002, c¢ 65, s 3(c.1)(i) [emphasis addedhsportation
Investment Act

Ibid s 3(c.1)(ii) [emphasis added].

Ibid s 3(f) [emphasis added

Ibid s 3(9).

Ibid s 3(m).
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The Actfacilitates monitoring and periodissipection of compliance

by the private sector partner with prescribed minimum standards,
requiring P3 agreements to

set out any reporting and public information requirements and any record retention
requirements that the concessionaire must meet, anifyspecrecords or classes of
records, if any, respecting the maintenance or safety of the concession highway that

the concessionaire must, on request, make avalable

Recognizing on the one hand, that the use of penalties and drawbacks

is pivotal to theenforcement of the performance standards prescribed in
P3 output/performancbased contracts, and on the other that the judicial
interpretation and treatment of penalties usually raises a particularly
thorny legal issue across jurisdictrtee Transpaation Investment Act
expressly provides that

a provision in a concession agreement that stipulates a drawback or
penalty for failure to perform a condition of the concession agreement
or to fulfil a covenant or promise in the concession agreemesitnot

90
91

Ibid s 3(k).

See Delmon & Rigby Delmoripranotel, ( i s] ome jurisdictions all/l
as they are reasonable, others require them to be a genuestifpate] of the damage likely to

be sitfered, for example, in England. Still others allow the court to modify such penalties in
order to achieve reasonableness, in particular where one of the counterpatrties is a pubbc entity
A sampling of the legal issues that frequently arise in connectionh fipenal ti es o,
and fibonuseso include the foll owing:

(i) AWhat | imitations apply to the gover nmei
good performance?

i Do the courts have a right to revise the level of bonuses agreedina r act ? 0

(i) AiDo penalties charged need to have so
damages to be incurred?

(iii) Do the courts have a right to revise the level of penalties or sanctions agreed in @ oéontract
at15).

For a detailed dtussion of the treatment of penalties across jurisdictions, see Thomas Benes
Felsberg t a | , in DeBionad&zRigbyoDelmonibid 3435; F Patricia NUfiez, F Sebastian

Qui jada & Car ol i na(biBa h6l7 Mattheew MtKeey& Aldd Sdtio | e
Boni d e N o lfibidlati3334) fAknted Bl Skarkawy & Salma Sham® Eln , AEQgY P
(ibid at 12); Cyril Shroff & (ibidl &t B182; Adedolapo qAkinrele,fizeldad i a o
Odi di son & Jumo k e (ibidati2@2B)oLgminix Popd, lgiena Craidu &

Marius Brltdeanu,fRomania (ibidat 31-32) Andrei Baee t a | , (ibiddR 42433 Yoangy

Kyun Cho & Seong S o(bidaKleynwilberi Basiliug Kapingay dog tdadiji

Al liy & Nasr a (Hida225)TolgaiDaranraz e @il wake (ibidat 42-45)
Joseph B Luswa(bidat2z2y Bayi dUWaddam & Mhairi M
Ar ab E rnibidat233@)Allan TMarkeet al , 0 Uibidat4849). St at es 0
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be construed as punitive, but as importing an assessment by mutual consent of
the damages caused by theé’failure

This provision effectively insulates penalty clauses in P3 agreements
from judicial interpretative interference and preserves this veritable
enforcement devicigom being whittled down.

By thus prescribing minimum service and quality standards,
implementing strict compliance regimes and ensuring that penalties
cannot be | abelled as O6punitived and
Canadian B | aw, policy and practice enh:
and helps ensure that their benefits accrubdgublic sector

[I. RESPONDINGTO KEY ARGUMENTSAGAINST P3S

Murphy has succinctly articulated the major arguments proffered
against the use of P3s asprocurement approach. They may be
summarized as follows:

1. P3 procurements are costlier than conventional public procurements;

2. Over time the private sector will lower its quality of service and design in favour
of maximizing profit;
Transparency and accaability are not hallmarks of P3 procurements;

3.
4, P3s pose a threat to workersoé interests,
5. P3s erode public sector flexibifity.

The crux ofthe first of the arguments enumerated aliswthat P3s
cost more than conventional public procuremé&hthe reldively higher
costs, it is argued, are attributabl
the need to make a profit and associated other potential operational
inefficienciesand higher procurements cost8As to the higher cost of

92 Transportation Invesht A¢supranote 85, s 5 [emphasis added].

% Murphy, supranote 57 at 104. See also CUPE Research Brah¢lJPE Backgrounder on Urban

Infrastructuré2004) online: CUPE <http://cupe.cdupdir/Cities_Paper.pdé at 17222 [CUPE

Research BranchfLUPE Research Alberta RegionThe Case against PRbNate Partnership

(P3) Financing for Public Infrastructure: Recentffes@anadian Union of Public Employees,

2008) at B; Toby Sager & Corina Cr awl ey PriviiecTRagnershipso bl em wi

Economic Crisis Exposes tTheeCCPA Mptit¢t Bmis2009), and Ri sk

online: CCPA <http://www.policyalternatives.ca/publications/monitor/probjamblicprivate

partrerships>.

Murphy,supranote 57 at 104.

% Lewis Auerbagch | ssues Raised by Public P@O03)attl%e Partner
online: CUPE <http://cupe.ca/updir/P3sin%200nt%20Hospitals.paffAuetbach].

94


http://cupe.ca/updir/Cities_Paper.pdf%20at%2017-22
http://cupe.ca/updir/P3s-in%20Ont%20Hospitals.pdf
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private borrowing, ac obac c i observes that @]
P3 projects is more expensive than the public financing (i.e., government
bonds) used for conventional procuremefidnd elsewhere that

the cost of bank debt is usually at least 100 basic pajhisr than
equivalenterm Canadian Treasury bills. . When the public sector
relies on financing obtained by the P3 partner, it pays for the higher cost
of private financing through séze payments to the P3 partffer

The relatively higher procuremetusts, on the other hand, result
from the fAadditional due diligenc
iri sk assessment % asnwkll as Ifrono thealiddimgn 0
process itself.

Clearly this initial argumentoes not fall squarely withing ambit of
the present paper because strictly speaking, this particular concern doe:
not raise any issue of a clearlegal nature; neither can it be addressed by
direct reference to Canadian P3 law or policy. Be that as it may the
supposed dhigheP3soatrte fAmore thar
gains as access to private capital; cost and time certainty and saving
innovation, and efficieneglated benefits associated with-raksfer and
such contractual devices as performance standardsltiegerand
bonuses”

Any comparison between P3s and conventional public procurements
that focuses solely on fdthe™Apst
accurate comparative assessment of the two procurement approaches mu
necessarily consider,hse f or emost criterion,
account all factors®

The 6higher costdo refrain al®so e
ALower i nterest rates for publ i c
assumed to be risk free, whichcourse they are not. Risks exist as long
as there are potential problems with cost overruns, scheduling delays, anc

% lacobaccisupranote 3 at ii.

% Ibidat 27.

% Ibidat 28.

%  Auerbachsupranote95 at 25;6 e al so John Loxl ey, #AFtitae Hi d
Par t neThe Globp and MEF June 2000) B16.

Murphy,supranote57 at 104.

11 |bidat 104105.

192 |bidat 105.

193 bidat 104.

100
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so ordproblems that are common with public sector projects and lead to
higher taxes in the futuré® The riskfree illusion of conventioh@ublic
procur ement Aiis only achieved becau
increase taxes if problems arise with the project. As such, the potentially
sizeable costs associated with unforeseen events are effectively
underwritten by the taxpayety The added costs held out by P3 critics to
be embodied in service payments to the P3 partner may properly be
viewed as fAan i nsurance premium to
cost'*® Thesewould otherwise have resulted from missed deadlines, cost
overrurs and other inefficiencies earlier demonstrated to be typical of
conventional publ i c procur4desorglatt s, wh
a zero premium cost but at a potentially high failure t$t a P3, such
riskdi a nd p ot @&antbe teatferrar toghe grivate sector, but only
when compensated by an appropriate rettffn The situation is
comparable to spending extra cash tc
a car or any other insurance premici

Add to the foregoi nag at alt dlear thita c t t
governments can borrow more cheaply or at a lower cost than the
private sector'® In fact, given the ongoing European sovereign debt
crisis, in some cases the exact opposite is true.

4 Harry KitchenA State of Disrepair: How to Fix the Financing of Municipal Infrastructure in Canada
(Toronto: CD Howe Institute, 2006) at 11 [Kitchen].

195 Derek BurletonCreting the Winning Conditions for Pullite Partnerships (P3s) in C&rada
Bank Financial Group, 2006) at 13 [Burleton].

16 Kitchen,supranote 104 cited in Murphy supranote57 at 105.

07 Ibid
%8 Burleton,supranote 105at 13.
109 pid

M0 JearEti enne de Bettignies & ThomaBr iW &Rtoes sP a ritTrner sErc
(2004)30 2 Can Pub Pol 6y 135 at 146
( & Eomparison between the borrowing rates charged to governments and to
private partners is not necessarily comparing applespplésaas the private
borrower is acquiring a put option with its loan and this must cost it
something. To see this, assume that because of its very low probability of
bankruptcy, the government can borrow at thefrégkrate of interest, say this
is 5 percent over 20 years. If a private borrower had an equally low probability
of bankruptcy it would also be able to borrow at 5 percent, but in fact over the
course of 20 years there is ainsignificant chance it will be unable to meet its
debt obligatios. Thus, a loan contract with this private borrower, say at 7
percent, is actually a combination of a | oa
remaining portion of the debt back to the original lender.
The important observation here is that the government ddegenahis put
option when it pays 5 percent, it must repay the loan in full, no matter what.
This is not to say that the cost of borrowing has to be identical when we take
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Presently, the other arguments profferechagthie use of P3s will be
addressed, in light of Canadian law, policy and P3 practice.

A. Diminished Quality of Design and Service over Time

The second major argument raised against the use of P3s is that the
private sector 6s pradtb diminished gualityeof wi
service and/or desidh: In this connection, it has been argued that by
their very structur e, P3s incent.
Afopt i mi z efevendfthis impaets megatively on levels ofdservice; an
causes the project ultimately to cost more than it would have with public ov
and normal procurement prdicesseaventional public procurementf

Quite to the contrary, rather than lower service or design quality, the
profit maximizingmotive of the private sectwrin fact a powerful driver

of efficiency, which is often reflectedhigher service and design gudlity

the put option into account, it is just to point out that the listed rate
exaggeras the difference...

[Secondly] with a solid, loteym contract from a government buyer a private
borrower can most likely secure a very good rate from private lenders. Here the

governmentds reliability as aoweruyer subst
with the result that the rate at which the private party can borrow is very low...
é .

[Lastly] when we recognize that governments, particularly subnational (e.g.,

provincial) ones, can get themselves into serious financial trouble and even

possiblyface bankruptcy, we know that they will often not be able to borrow at

the risldree rate. Importantly, they may face an upeglaping supply of capital

curve such that the more they borrow the higher the interest they must pay. For

example, as a proviatigovernment increases borrowing it runs the risk of

having its delfating downgraded and having to pay higher rates on all of its

borrowing. The implication is a familiar one from monopsony ttietitg cost

of borrowing for the next project is highkan just the interest rate you pay for

that project if it also increases the rate you pay for all your other borrowing. For

a government borrowing considerable sums of money regularly, the chance of a

downgrade leading to the need to pay even a quartenpage point more is a

very serious matter. Thus, we can have a situation in which even if the interest

rate charged to the government borrowing for the next project is lower than

that which a private sector paaodtner woul d

to the government coMld be much highero a

1 Murphy, supranote 57 a t 107, citing .The Ont arubic Fede

Partnerships (P3s) and t DFE Pdlicy®apfkbvember2@05),on o
online: The Onério Federation of Labour <http://www.ofl.ca/uploads/library/policy_papers/
P3s.pdf>; CUPE Research Brarmipranote 93 at 19; Canadian Union of Public Employées
Ontario Division, ReBuilding Strong Communities with Public Infrastructure: A Bulth@ssion
Ontario Ministry of Public Infrastructure Renewal in Response to the Discussion Paper on Infras
Financing and ProcuremneMtBui | di ng a Better Tomorrow: I'n
Del i ver RealQntarP:oC&PEEFR, 80043 atd.nge o

12 Auerbachsupranote 95 at 29 [emphasis added].
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lowercosts The reality is that the

hand and service/design quality oreth ot her hand

exclusive™® If anything, the former induces the latter.
Furthermore, in addition to the foregoing inherent private sector

incentive to efficiency, additional incentives and safeguards ¢aanbe

in practice usually have dmei created contractually or statutorily.

Contractually, such incentives and safeguards are introduced by provisions

i n t he P3 contract t hat stipul at e

standards®bonus ¢l auses, fdA[p]lenalty c¢l au

the right to [unilaterally and without liability] terminate the contrdt

In this regard, as highlighted earlier, fhensportation Investment Act

mandates the inclusion of provisions that stipulate minimum service and

quality standards in P3 agreemerdscerning concession highways.

Additionally, performaneelated penalty and bonus clauses are

mandatory provisions in such agreem&ntgind the validity and

enforceability of penalty clauses is guaranteed by statutory provisions that

preclude their intgg r et at i o n.'tAThe pfepauslyi nemtioned

contractual devices, equip the public sector to stipulate and enforce the

quality of performance expected from its prigsatéor partners] and

constitute a veritable check to the lowering of servicdesmigh quality?°

In those circumstances, the profits of the priset¢éor partner materialize

inot through s er,/tas eontanded, Ibut begause efd u c t i

goal s

i
Afar e n

113 Burleton,supranote 105at 16.

Murphy,supranote 57 at 107.

Ibid For example on April 27, 2006, the Ontario government announced its decision not to

renew its fivgear contragowvith Management and Training Corporation Canada (MTCC) under

which MTCC was to operate the Central North Correctional Centre in Penetanguishene. The
reason cited was that Aila]l]fter five years, t he
operationof the Central North Correctional Centre...[when] compared with the [identically

designed)] publicly operated Central East Correctional Centre in Kawartha 8ake®ntario,

Ministry of Community Safety and Coothectional
Correctional Centre Transferring to Public Sector Operation: Private Jail Operatisac€on
NotRenewedd ( 2onliné @ntarid, htt@:/MMéws.pntario.ca/archive/en/2006/04
[27/Central-North-CorrectionalCentreTransferringl oPublicSectoOperation.htmd. See

also:Penological Information Byltetiime: Irish Penal Reform Trushttp://www.iprt.ie/

contents/496>; Murphy,supranote57( t he pri son was r etpenalfiedd it o t h
at 108[emphasis added]

16 SeeTransport@n Investment Asipranote 85 s 3(d), (fg).

17 lbid s 3(c.1).

114
115

18 |bid s 5.
19 Murphy,supraiote 57 at 107.
120 |bid

2L Ibid
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onerous contractual provisions th
business teclmues and practices, ranging from improvements in
management efficiency, application of new technologies, cash flow
management, personnel development and shared resdtfrces

Statutorily, these same incentives and safeguards can be introduced b
provisionsthat prescribe optimal levels of service from the pseater
P3 participant$?® provisions that legitimize the use of penalty clauses, and
provisions that preserve the gove
the P3 agreement without liability, ihet event of the private sector
partnerods failure to comply with
Transportation InvestmenbAce again provides an excellent example of
the use of these types of statutory devices. As highlighted abd\a, the
outlines rules that regulate transportation P3s, and in particular provides
that a concession agreement must obligate the practe operator of a
concession highway Ato meet or e
comparable public highway .including. . . design, construction, safety,
maintenance and signage standaiisThe Transportation Investment Act
al so preserves the gover nmesactobs |
partner in relation to the same concession highway, following termination
of the P3 agreement with a priveéetor partner that was
underperforming®

It remains however t hat i n t he final an
consistently compelling evidence of leguadity design or service as a
[direct] result of using the P3 mad&f

122 Burleton,supranote 105at 16.

123 Murphy,supranote 57 at 107108.
124 SeeTransportation InvestmensAptaiote 85, s 3(f).

25 |bid s 10.

126 Murphy, supranote 57 (in support of this conclusion, Murphy cites, among other things the UK
National Audit Office Areview of nine PFI pi
more cosefficient and better thapublic prisons in areas relating to decency and purposeful
activities for prisonerso, and attributes t|
standards and effective monitoring of compliance, including, where appropriate, the use of
pend ti esd at 108).0). ShheOpttdional Raformanae afl PFI Ruisons: t

Report by the Comptroller and Auditor G&#é&@d Session 202D03) (London, UK: National

Audit Office, 2003) at-I6, 2124, 31, 33. See also lacobamggan o t e n# of (hé Hemelits

of a P3 project that incorporates a service or operating phase is that the P3 partner is required to
provide a specified level of service and to [maintain] the facility in a satisfactory cdadition.

the pain of] penalte s 6 arnecdd®ad evid i dsgggests that there is little basis to the
criticism that service standards suffer under a P3 relative t@ntional maintenance
cont r@atit).[ s] é
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Decreased ransparency and Accountability

The present argument agali
privacy that surrounds P3s, given their contractual nature. It is argued that

for this reason, A[t] her
public consultation'® Proponents of this argument would like to see
disclosure of at least the following:

127

ni sot

e i |nd i

P3s :

nsuff

1 comparisons of the cost and nowst advantages and disadvantages of

relevant alternatives with the use of appropriate comparators

1 the RFP [regest for proposals]
1 the terms of the contract, if one is awarded

And if the project proceeds .

1 an adequate and appropriate monitoring and audit regime

1 assurance of audit and public access to relevant performance and
financial information of the pviate sector partne.

The reality is that Canadian P3 law, policy and practice actually fulfil

these basic expectations. This is seen in the fact that the specialized P3
agencies or PPP units established for the major P3 utilizing provinces have

adopted ools and practices that incorporate these minimum requirements
n their procur ement processes.

publicsector comparator [PSC], vdimemoney audits and . .6 b e s t
p r a cdtandardsofor disclosure of informatidi? All three have been
her al d&eys taasn atrastd fall ow an

information in a form useful for citizens to hold governments to account
on fibest value fol moneyo

The PSC is straightforwaatd works as follows:

[Glaher a realistic and detailed assessment of all of the costs of the
proposed project, including delay and budgetary risks, inflation effects,

lifecycle costs, finance charges, operating costs, etc., and, based on a net

127
128
129

131
132

Murphy,supranote 57 at 108.
Auerbachsupranote 95 at 16.

Ibidat 1617. See also Tim Goslin@penness Survey Rapedon: Institute for Public Policy
Research, 2004)-18, 2728; Duncan CartlidgePublic Private Partnerships in Construction

(London: Taylor & Fraris, 2006) at 788 [Cartlidge]Joan Price Bos e ,
The Appeal of Pubier i vat e Partnershipso
8890.

Murphy,supranote 57 at 109 [quotes in original].

Ibid[emphasis added].

Ibid[quotes in original].

Thr

adeqgua

for P3 pro

ABeyond Governr
(2000) 43:1 Cana
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present value, derive a puiskcto cost of the project against which the
price of a P3 model of delivering the same project can be coripared.

Partnerships BC fAhas adopted th
through the threstep procurement process outlined in its Capital Asset
ManagemenFramework *¥ Infrastructure Ontario has equally embraced
the use of the PSCmod&land Al bertads Treasur
the pr o v i PP eudits the Alternative Capital Financing Office,
similarly relies heavily on the use of the PSC model fautteess of its
entire P3 procurement procé¥s.

With regafodanomey i \Hawlhiee s®econd Oke
referred to abov&Partnerships BC and Infrastructure Ontario have
taken up the salutary approach of subjecting P3 projects executed undel
the r auspices At o fopohdy assdsgments atathiree a |
critical stages: 1) at the point of selecting an appropriate procurement
methodology; 2) at the point of assessing P3 bids; and 3) at appropriate
junctures during the concessionary tcart & For example, British
Col umb ita &ley Higevay Improvement project was repeatedly
subjected to valdermoney assessments first by Partnerships BC and
later by the provincial auditor genéfélSimilarly, consistent with its

133 |bid For a more dailed exposition of the definition, usefulness and possible formats of a PSC,

see generally Cartlidgeipranotel 2 9 hé FSL tndy be defined as a hypotheticahdisisted

cost model, assuming that the public sector is the supplier. It is base@ autpht
specification...that is prepared as part of the PFI [/PPP] procurement processl] is a
benchmark against whi cabhl3&, 83840 f or money i s
Murphy, supranote 57 at 109. See also Government of British ColumKiapital Asset
Management Framework: Guidelor@me: Government of British Columbia(2002)
<http://lwww.fin.gov.bc.ca/tbs/camf_guidelines.pdf> a#i89

See Infrastructure Ontarid\ssessing Value for MoriEyo r ont o : Queendld; Prin
Infrastricture Ontario,Value for Money Assessment: Hopital Montfort Expansion and Redevelopn
Project( Tor ont o: Queends P-t1j orfire:r Infrasttubtlre7 Pntareo t 5,
<http://www.infrastructureontario.ca/en/projects/health/montfort/files/Montfort%2Gte%
20for%20Money%29620Final.pdf>.

See Government of Alberta, Infrastructure and Transportatdanagement Framework:
Assessment Pra@dbsrta: Government of Alberta, 2006) at184 Government of Alberta,
Infrastructure and TransportationManagement Framework: Procurement Rilbest:
Government of Alberta, 2006) at 5.

Murphy,supranote57 at 109.

See text accompanying note8-1®.

Murphy, supranote 57 at 109 citing Attur Andersen and Enterprise LS#alue for Money

Drivers in the Private Finance Initiative

Ibidat 110. See also Partnerships British Colunfr@ject Report: Achieving Value for Meney Sea
toSky Highway Improvement P(bdjectouver: Partnerships BQ005) at 124, online:
Partnerships British Columbia <http://www.partnershipsbc.ca/pdf/SeatoSkyFinal.pdf>.
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disclosure prackc of publicizing valdermoney reports for each P3

project within six months of financial cld&einfrastructure Ontario saw

to it that the @ H! pwasraviewelonmwvdfaer t P 3
money basis, and the results were posted ondlisjite ‘&

Lastly, the specialized provincial P3 agencies have embraced the
aforementioned fdAbest p'f &ar texammed di s C
Partnerships BC has articulated a ba
as possible in the public interesthwiit jeopardizing the ability of the
government to generate the best value agreement for taxpayehsle
protecting commercially sensitive information, so that private companies
will continue to participate in [its] marké#f In a similar vein, in a
document outlining itsAlternative Financing and Procurement (AFP)
disclosure practic&8,Infrastructure Ontario announced its commitment
to Astriking a balance between actd.i
accountability and ensuring that all proessare fair, transparent and
efficient ‘1t fAwill disclose key .p.ffooject d
example] RFPs, final project agreements and value for money.reports
[but not commercially sensitive information as] determined with rederenc
to the principles under FIPPAreedom of Information and Protection of
Privacy Act, 19p08

A combination of each of the three measures just highlighted
PSC, valulormoney assessments and-pesttice disclosure standards
effectively address imost of t he transparen
concerns related to the project award phid®el n practice,
continued monitoring of the projeduring the concessionary gedidde
performance of the privasector partner in meeting existing andleing
service standard¥y is achieved through the combined instrumentality of

“I' I nfrastructure Ontario, f@AOverview of Infrastru
Infrastructure Ontario kttp://www.infrastructureatario.ca/AboutUs/Disclosure/>
[I'nfrastructure Ontari o, AiDi sclosure Practicesbo

142
143

Murphy,supranote57 at 110.

See text accompanying nbeo.

Partnerships British ColumbigProcurement Related Disclosure for Public Private Partnerships
(Vancouve Partnerships BC, 2007) at 2, online: British ~ Columbia
<http://www.partnershipsbc.ca/pdf/plttisclosure_guidan2&apr07.pdf>.
Infrastructure Ont @supranpte IAIDAF® dslthe deont wesed By thec t | c e s
Ontario government for PBs

18 bid

7 bid

148 Murphy,supraiote57 at 110.

149 |bid[emphasis added].
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carefully worded contractual clauses and the previously discussed device
for securing compliandpenaltiesand bonuses A | n drafted we | |
concessionary contract, the ptessector is [affixed with responsibility] for
recording and disclosing performance failures and actively monitoring
performance across all services. Significant penalties attach to the failure
to carry out sucmonitoringr discloswé’dthe same penadis that, as
previously highlighted, effectively ensure compliance with the contract. An
added layer of concessjmrase monitoring is introduced by the presence
of private project financing in most P3 procurements. The lenders usually
have considerable fdimg at stake, and as such, each hire a full
compl ement of i c o mmer c dilménceadvisers h n i
on each project. .[and] continue to monitor the progress of the project
after financial closé

A further transparency/accountabiity| at ed concer n |
rai sed a'faiensat e 3sd® the problem
lobbying public officials during the bidding procédsas this is
perceivedand rightty sdas capabl e of i mpugnin
bidding process¥ This, as with each of the other comseraised, is
easily dealt withj n t his c a s dopbying tpdiicies uhgth é
disqualify bidders who attempt to lobby public offictd&for example,
Al nfrastructure Ontari ods neludesrad ar
prohibition against lobbying public officials and Infrastructure Ontario to

150 Ibid[emphasis added]. This responsibility has also been statutorily introduced. For example, the

Transportation Investments@ipraote 58,s9. TheAct provides that:
At any time, the minister may, after giving reasonable notice to a concessionaire or the
billing organization [employed to invoice and or collect tolls], require thatd¢hentsnd
other recordsthe concessionaire or billiogganization, as the case may be, that relate to
any of the following be audited by an auditor satisfactory to the minister:
(a) the charging or collection of tolls;
(b) the collection, use and disclosure by the concessionaire or billing organization of
personal information collected under section 25 (2) (a), (b), (c) or (d);
(b.1)the basis on which any amount is or may become payable to the concessionaire under &
arrangement contemplated by sectifire3feifprmancelated bonuses or péties];
(c) any other rights or obligations of the concessionaire under the concession agreement or
this Act [emphasis added]...
I'n order to be in a position to furnish suct
upon demand, the privagecbr partner and or its agents or contractors aretuutyd to keep
accounts and other records in the first place.
lacobaccisupranote 3 at 37 [emphasis added)].
Murphy,supranote57 at 111.
%8 bid
%4 bid
%5 bid

151
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influence the bid process. A breach of this [prohibition] can lead to
disqualificatoo f a bi dd.é 6s proposal

In a related development, some Canadian P3 legisiddresses the
i ssue of unsolicited bidsRegugtoeci fi c
respecting government concession'€onhigbtsvas made pursuant to
section 23 of ité&An Act Respecting Contracting By Publi®®Bogtiesssly
pr ovi dl[a]ecomncessidn cofitract may be entered into unless tenders
have been called for, except where only one agent [i.e. prospective private
sector party] is available in which caseutteogzation of the Conseil du
Trésor is requiredd The Regulatiothen sates a detailed procedure for
the making of calls for, and the receipt and treatment of teliti@ise
Public Contracting Atto makes equally detailed provisions which imbue
Qu®becbds P3 tendering and procur e me
transparenc$f* All of these provisions put together ensure for Québec P3s
the required level of disclosure, transparency, fairness and accountability
that P3 critics argue f&¥

In the final analysis, contrary to the contentions of some P3
opponents, existing and awadile contractual, legal and policy measures
guarantee the accountability and transparency of P3 procurements, subject
to generally acceptable standards of confidentiality in the case of
commercially sensitive information.

C.Threat to Workerso6é6 Rights

From the Canadian Union of Public Employees (CUPBE most
vociferous of critics of P3s, comes the criticism that P3s are characterized
by Ahigh [empl oyee] t '@ These weaknéssea,n d fir
theyargueii nvari abl y r es ulebultof educed staffc e d s
complements™®

%6 bid

157 RRQ 1981, ¢ /&, r 6 Public Contracting Regulation

1% RSQ ¢ &5.1 Public ContractingJAct

%9 public Contracting Regulatigeranote 157 s § ibid, s 6.

180 bid ss A7.

161 SeePublic Contracting Attpranote 158, ss 2, 142, 1820, 22.

162 Seeibid (regarding disclosure, for example, Rlublic Contracting Aetjuires a public body to
fpublishinformation on the contracts it has entered into which invotveexpenditure over
$ 25, 0922 femphasis added]

163 CUPE Research Breh, supranote 93 at 1820.

164 Murphy,supranote57 at 111.
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The merit of this contention be
general practice in most jurisdictions [whereby] the private sector is
obligated to offer employment to all displaced psbklitor employees on
the same¢ er ms and conditionso @Asat hel
speci fic exampl e, AOnt ari o P3 de
private sector to hire pubkector employees on the same terms and
conditions as outlined by any existing collective agréeememployment
contract  Furt her mor e, Afeven in the at
obligation, there is no compelling evidence of large job lossediragta [
result of moving to a P3%

Furthermore and significantly, Burleton cites a 200iltdd Stagés
Department of Labo st udy HAwhi ch e xthintgfomwre d |
cities and countries, [and] found that virtually all affected public
employees were either hired by private contractors in order to benefit
from their institutional knowledge and exigace or transferred to other
government positions§ He adds that A[i]n the
been layoffs, these job cuts have usoattyrredthrough attrition &
Hence, while itis commoi [ w] hen a private sect
responsibity of delivering a public service, [for] concern§to] be raised
about the potential for the company to-défygovernment employees, cut
wages and reduce pension entittements anot h e r Hoe thee f i t
patent lack of supporting evidence, emairior otherwise, of such
concerns actually crystallizing on a significantly widespreatidssada
inthe CUPEOGs foremost arti ¢theat i o
argument that P3s threaten worker

185 bid
166 bid
7 bid
168 Burleton,supranote 105at 16.
19 bid
70 bid

1 See CUPE Research Brarspranote 93 (eg. actual instances of such job, veadeenefit cuts
in such statistically significant amounts as would lend overwhelming support to the contention
presently under review; as opposed to unsubstantiated, vague and specious assertions that ar
not verifiable and accordingly smack of speculatios uc h a s : fegmmpwitlyAB8s t ur n
Becauserivate sector support services pay lower wages than public sectppsupfeosestovices
employees amore likely to leave their.eéduced wagese the norm P3 operations. Private
contractoraisuallpay theirworkersmc h | es s t h a nat pPPdemphiasts adelgdp | oy e

2 Sedbid.
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D. Erosion of Public Policy Flability

From a legal perspective, tmest significant prong of the present
argument against P3s is the percei vi
result of privatsector involvement in previously publicly delivered
services'G Proponents of this arguent theorize that the participation of
the private sector i n , ' couged dithl i very
finternational trade disciplinegoncerning foreign investment and
services'® could potentially open the floodgates to an avalanche of
Af orienivgenst or @adregrmems such asitidrth American Free
Trade AgreemgNAFTA!* Thi s situation, they <col
the range of public choices available to governmerfoergdrivatesector
delivery of public goods and servic8silti mat el y t hereby A[r
flexibility of the public sector to respond to public demattiilotably,
Shrybman <concei v e sadeclsionaby govetnmeattta on w
terminate. . .[a] P3 contract, will be characterized as expropriation for the
purposes of founding an invesstate claim and asserts that, given the
Abinding international obligationso
investment and services agreemems3 s 0 p environmental fand
publihealth measdfem safe drinkingvater standards and water
pollution controls to the remedial orders of local health offatialsade
challenges and foreign investor’@&isswhere, he has contended that

13 Murphy,supranote57 at 112 (e ot her prong of this argument i
choicesdo and fAreduceptisen 0 cre awuntkEn Erhdua yt ltéd o Ic @
commi t mentso involved in P3 arrangements; and
flexibility. However, these supposed hindrances to public policy flexibility are easily eliminated
Aithroughfc¢cangf wlif dhme P3 contractodo to include #f:
options...that would allow the public sector to terminate a P3 contract at specific points and pay
predetermined | evels of ablhipinsati on to the pri

% Ibidat 115.

15 Steven ShrybmarPubli®rivate Partnerships: Assessing the Risks Associated with International

Investment, and Services Treaties (2002) o®RUPE <upe.ca/updir/Response_to_C2P3

_Guidance.DOC1% at 1[Shrybman, Assessing the Risks].

North American Free Trade Agreement Between the Government of Canada, the Government

of Mexico and the Government of the United States, 17 December 1992, Can TS 1994 No 2, 32

ILM 289 (entered into force 1 January 1994) [NAFTA].

Steven Shrybman [Sack GottbMitchell],PublicPrivate Partnerships: Assessing the Risks

Associated with International Investment, and Servi¢€staneatieés PE, 2002pnline: CUPE

<http://cupe.ca/updir/P3s & Trade Agreements .doat2 cited in Murphysupranote 57 at

115 [emphasis added)].

78 |bidat 104.

19 ShrybmanAssessing the Riskwanote 175at 2 [emphasis added].

176
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[T]he private dispute processes establishddternational investment
treates have now been invoked to challenge environmental and public
health regulation, landse planning by municipal governments,
judgments and jury awards, procurement contracts, and in the broader
international context, P3 agreements concerning water aret sew
services which have gone séur.

The foregoing concerns however are in reality misgivings about
international trade agreements and are misplaced as argageintt the
use of P3%hey only tangentially involve P3s in so far as P3 opponents
contendthh A[ b]y entering into P3 arr
public agencies expose Public services and indeed public authority to
tremendous risk from corporate rights enshrined in international trade
agreements® Be that as it may, on a closer analfisése concerns are
exaggerated. For example, as to the view thatethedies in trade
agreements could be exploited to eribaeflexibility of the public sector
to respond to public demands, the decision of NWd-TA Chapter 11
Tribunal in Marvin Feldmav Mexic® is instructive. This case involved,
among other things, a claim that the refusal by the Mexican authorities to
grant to the Claimantds company e
amounted to expropriati on raafticlet he
1110 of theNAFTA In dismissing this head of the claim, the Tribunal
held that:

governments must be free to act in the broader publioroingbrest

protection of the environment, new or modified tax regimes, the

granting or withdrawal of gawenent subsidies, reductions or increases

in tariff levels, imposition of zoning restrictions and the Reasonable
governmental regulation of this type cannot be achieved if any business that is
adversely affected may seek compmmsétisrsafeo say that customary

international law recognizes tHfs.

Article 1114 oNAFTApr ovi des t hat nothing
construed to prevent a Party from adopting, maintaining or enforcing any
measure otherwise consistent with this Chapter. to ensure that

1% Ipidat 1.

L CUPE, RACUPE Tal king Tr ad e/@ssessihgnther Rifiduonling: o n  t
CUPE <cupe.ca/updir/P3s%20&%20Trade%20Agreements%20.doc>.

182 (2002), 18 ICSID Rev 488 (International Centre for Settlement of Investment Disputes),
(Arbitrators:Prof Konstantinos D Kerameus, Mr Jorge Covarrubias Brai@a&id A Gantz).

18 |pidat 103 [emphasis added].
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investment activity in its territory is undertaken in a manner sensitive to
environmen t¥lh the same jencturéNAFTA entitles the

state parties to make unbounded reservations to the application of its
provisions?® Consistent with tht right, Canada has reserved the right to
take measur e sthewdlawing sereicep te the extern thaf
they are social services established or maintained for a public purpose:
income security or insurance, social security or insurance,veeltaaé,

public education, publicraining, health, and child car&y These
provisions ofNAFTA preserve public policy flexibility in each of the
enumerated sectors.

The contention thatthe termination of a P3 contract could be
characterized as expropoati 6 f or t he purposes of |
st at e ltak Ben njécted by NAFTA tribunalginian'® a case in
which the claimants had unsuccessfully sought damages as a result of the
annulment of their concession contract by a Mexicaniaipaity, the
Tribunal stated:

The problem is that the Cl aimants6 fundame
are the victims of a breach of the Concession Contract. NAFTA does

not, however, allow investors to seek international arbitration for mere

contractual breachekdeed, NAFTA cannot possibly be read to create

such a regime, which would have elevated a multitude of ordinary

transactions with public authorities into potential international disputes.

The Claimants simply could not prevail merely by persudilireg the A

Tribunal that the Ayuntamiento of Naucalpan breached the Concession

Contract®

Curiously despite its outcome, Shrybman had referred to this case in
support of his view that fAan act t he
may also represent a laiton of NAFTA andfounda complaint under
Chapter Eleven [i.e. for Expropriation under Article 1118AFTA.0'°
The more correct view of the case is express@blpyand Doubilet fit h e

184 NAFTA, supraiote 176, art 1114(1).

8 |bid art 1206.

18 Ibid Annex Il.

187 See text accompanying not®.1

18 Robert Azinian, Kenneth Davitian, & Ellerv Ritted Méoan Statd4999), 14 ICSID Rev 538
(International Centre for Settlement of Investment Disputes), (Arbitrdtbr8enjamin R
Civiletti, Mr Claus von Wobeser, Mr Jan Paulssaznin[a.

Ibidat 83 and 87emphasis in original].

190 shrybmanAssessitite Risksupranote 175at 1920 [emphasis added]

189
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Tribunal made it quite clear that NAFTAoes not extettd protect
investors from mere claims of breach of contract Termination of a
properly drafted contract which provides for termination cannot be
considered expropriationtf

Finally, as to the contention thatade agreements suchN&FTA
would have the effeof forcing privatsector delivery of public goods and
services, i t NARTAdoas hat obligate dil gervicels o be A
delivered in the same way and, therefore, does not obligate government:
to deliver. . .service[s] using a P3 methodafdtfy

The result is that, rhetoric aside; there is little merit to the contention
that P3s, in conjunction with international trade agreements, erode public
policy flexibility in a North American context.

[Il. CONCLUSION

This paper has demonstrated thsignificam, welldocumented
advantages result from procuring capitahsive infrastructure services
via P3s rather than by conventional public procurement. Procurement of
such infrastructure services via P3s typically leads to cost and time saving
Furthermorewith PPPs the cost overruns and time delays that are almost
synonymous with conventional public procurement are the exception
rather than the rule.

The cost and time savings, as well as the low incidence of time and
cost overruns inherent in P3 procurensewf large infrastructure are
attributable to at least two major reasons: 1) the optimal risk allocation
characteristic of P3s; and 2) the presence of private project financing. The
paper has further demonstrated that each of the foregoing factors, which
are ultimately responsible for the cost and time certainty and savings of
P3s, have been positively impacted by developments in Canadian P3
related law, policy and practice.

Secondly, P3s are intrinsically conducive to innovation and high levels
of efficierty, owing to their exclusive use of output/performbased
contracts which prescribe minimum service standards and quality levels
expected of the private sector service provider, as well as a pragmati

191 Ppeter Kirby & David DoubilefThe Canadian Council for PRliliate Partnerships Submission to the

Walkerton Inquiry Part 2: Comments of Fasken Martineau DuMaoutimeLERrydman Opinion
(np: no publisher, 2001) at 11 [emphasis addedine: Canadian Council for Pubfrivate
Partnershipshttp://www.pppcouncil.ca/pdf/fretrade.pdf>.

Murphy,supranote57 at 116.

192
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system of enforcement and incentives, consistiry admbination of
periodic inspections, penalties and bonuses. As with cost and time savings
and certainty; Canah P3 law, policy and practicmtably the
entrenchment and legitimization of the uniqgue payment mechanisms that
sustain the use of output/perianceébased contracts in R3®ms given
considerable impetus to the innovation that typically characterizes P3
procurements.

This paper has also addressed the key arguments proffered against the
use of P3s, in the light of Canadian law, policy and P8gaa©n a
careful analysis, and in the face of the present state of the law and
applicable policy and practice, each of these argumentehahben to
be lacking in merit.



FASBGO0s Fai |l urfalatce R
Sheet Special Purpose Entities and the
Downfall of Securitization

CHARLES ABRAMS’

|. INTRODUCTION

ORPORATE SCANDALS AR FINANCIAL TURMOIL USHERED IN
major overhauls of financial regulations and reporting
requirementsn the United States during the past decatibile

many of these regulations atinto increase transparencgrporate off

balance sheet transactions that uspeciapurpose entitids (SPEp
remained a mysterious and powerful force in both creating liquidity and
increasing leverag8PEs are legal entitieseated to carry out a sjfec
purpose, activity, or series of transacfidiie quantity ofSPEsncreased
significantly with the growth of structured finance and, specifit@lyse

of securitizationduring the years leading up to the Great Recession.

J.D. Florida $ate University College of Law); Business Law Certificate (Florida State University
Coll ege of Law) ; B. Sc. (Business) ( Mi ami Un
continuous support and encouragement. Also, many thanks to Professor Jay Késten fo
guidance and to my brothers, Ben and Sam Abrams, for their helpful input.
1 Speciapurpose entities and spegiatpose vehicles are interchangeable terms. This article uses
only special purpose entitpr i S P, Eod consistency and to avoid comdims Economic
Commission for Europe,The Treatment of Special Purpose, BdtitEeSC, UN Doc
ECE/CES/GE.20/2010/13 (@5 February2010) [UN Report] (alsodescr i bed as
companies, special financial institutions, brass plate companies, mailbox coropanies
int ernational business companiesd at para 4)
Gary B. Gorton &Nicholas S. Soulele3,Speci aVNePucpbeseandnMakcur it
Carey & René Stulzds.,The Risks of Financial Instituiieimsago: University of Chicago Press,
2006)549at 550[Gorton & Souleles]
Basel Committe®n Banking Supervisiorthe Joint Forumeport on Special Purpotges
September 2009, (BaseéBank for International Settlements,2009) online: Bank for
International Settlementsh#tp://www.bis.org/publ/joint23.pdf> at 1 [Basel Report]; see also,
Janet M. Tavakol§tructured Finance and Collateralized Debt Obligations: New Developments in (
and Synthetic Securitizafind ed, (Hoboken: John Wil & Sons2008) [TavakaliStructured
Finance and CDIOs fruttiired] finance is a generic term referring to financings more
complicated than traditional loans, generonds, and common equity. . . .irffncial
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Indeed, eme expertsstimate thaSPE ofbalance sheet transactions were
in excess of four trillion dollars at the peak of theifuse.

SPEs in securitization contributed to the financial crisis that began in
2008. To obtain the benefits of securitization, sponsor>fineead to
avoid recognition of SPEs0® as’sets a
This avoidance depended on whether the accounting rules treated the
transfer of assets between a sponsor and its SPE as a true sale’or a loan.
The classification of a tramtan as a true sale allowed foon-
consolidationtreatment Non-consolidation through a true sale meant
offbalance sheet treatment for the spofsor.

This paper identifies serious deficiencies in the understanding and
risk management of SPEs and theimnection to the information
asymmetries, ovewveraging and risktention problems that flowed
through the securitization pipeline and shadow banking sifstam
significant part of the failure to appropriately regulatbadéince sheet
entities stemmnee from the FinancialAccount i ng Standard
(FASB deficient accounting rules that governed the consolidation of
related ent it ialosved thE AaSddlanse of wdpitals
requirements in securitization transactions and uEsebacked
commeral paper (ABCPmarkets without appropriately measuring risk

engineering involving special purposeitiest (SPEs) is also considea part of structured

finance@at 1).
4 See Bill Emmons, AFAS 166 and 167: Forcing Bar
S h e kéentarks on thémplications for banks of changes to Financial Accounting Standards
166 and 167, (25 March 2010), online: Federal Reserve Bank of St. Louis
<http://lwww.stlouisfed.org/media/video/transcripts/2010032Bmons.pdf [Emmons].
A sponsor is a firrthat creates an SPE.
Gorton & Soulelessupranote 2at 550.
Ibidat 555.
Financial Accounting Standards BoaS8tatements of Financial Accounting Standards No. 140
(Norwalk: FASB2000),0nline: FASB www.fasb.org/pdf/fas140.pdf> ab4FASB,Statement of
FAS Nol4(Q; see alsd-inancial Accounting Standards BoaF#SB Interpretation No. 46(R)
(Norwalk: FASB2003), online: FASB http://www.fasb.org[FASB, Interpretation No 4¢(R)
Counterparty Risk Management Policy Group (CRMPGQthtaimg Sstemic Risk: The Road to
Reforn(6 August2008),online: CRMPGhttp://www.crmpolicygroup.org/docs/CRMP4.pdf
[CRMP G | bnbkglidatibrfig the] process by which the financial sémttsnof a parent are
combined with those of its subsidiaries, as ¥f tiere a single economic eidtéy 40.
Tyson TaylorfDetrimental Legal Implications of @#lance Sheet Special Purpose Vehicles in
Light of Implicit Guaranteés ( 2 0 0 9 )BuslL1100U at P0&8 [Taylor]
Financial Stability Boayéhadow Banking: Scoping thei IgsBzxkground Note of the Financial
Stability Boa(@i2 April2011),online: FSB<http://www.financialstabilityboard.org/publications
/r_110412a.pd* (the Finamial Stability Board broadly defines the shadow banking system as
ficredit intermediation inkelweéeggl entbanksngnsyas

© N o o

10


http://www.stlouisfed.org/media/video/transcripts/20100325-emmons.pdf
http://www.crmpolicygroup.org/docs/CRMPG-III.pdf

FASB6s Fai ldure to

by permittingtrue sale treatment between firms and their SPEs without a
complete divestiture of assets and without the consolidation of rights and
obligations i n an aTihesed probldme nwvgré h
foreseeable to the regulatory bodies and should have been addressed [
them.

This paper shows that FASB&s ru
created a concept known as diedi special purpose entities (QSPBg
meeting a few req@ments, discussed later, sponsors coulgh SeEPES,
which automatically received true sale treattefihe leniency in
creating QSPEs and receiving automatic-coomsolidation treatment
provided the mechanism for the growth of securitization. The agwgpunt
rules allowed sponsors to retain residual interests in their QSPEs without
simultaneously measuring the risks on their financial statements.
However, many QSPEs were vulnerable to disruptions in liqdidity.
Consequently, the liquidity crunch of the @rdRecession caused many
QSPEs to fail and led to massive investment losses. |$eateh the
recession started and numerous SPEs began collapsing, many financie
institutions honaired implicit recourse agreements to bailout their failing
SPES? This reslted in significant unaccounted for losses for sponsor
firms!* Although these implicit guarantees violated the true sale rules and
sponsors should have consolidated the assets and liabilities of their
guaranteed SPEs, sponsors and investors colludeddoeporting these
risks®> However, these implicit risks and guarantees were well Khown.

1 SeeParts IVBHi and VA, below.
12 SeePart A, below
13 Taylor,supranote9 at 1007 e also Office of the Comptroller of the Currency, Federal Deposit
Insurance Corporation, Board of Governors of the Federal Reserve System & Office of Thrift
Supervisioninteragency Guidance on Implicit Recours&atuiszatio(@CC 200220) (May
2002) online: OCC <http://www.occ.gov/newsssuances/bulletins/2002/bulletin002
20a.pdf [OCC, Interagency Guiddnd@nglicit recourse arises from an institution providing
postsale support to a securitization xtess of any contractadligatiorvat 3.
 bid
% Gorton & Soulelessupranote 2at 551.
Ibid at 55152; see als®@CC, Interagency Guidarsgpranote 13 at 35 (noting that the
determination of implicit recourse agreements in securitiza@msactions requires a case
specific factual inquiry and discussing the potential repercussionscaintr@actual support of
assesecur i ti zat i on scapacay, ligydilynassetmuality, amdcapital adeqgacy
over the life of its sedurt i zaa ®);iDannAdniram et alfiMarket Reaction to Securitization
Retained Interest Impairments during the Financial Crisis of -2008: Are Implicit
Guarantees Worth the Pa(p0o&l), onlineSoyiad ScienceNReseardhr i t
Network<http://papers.ssrn.com/sol3/papers.cfm?abstract_id=150866811 [Amiram et 3l
(examining various studies indicating that investors included the implicit guarantees when
valuing securities issued by SPEs prior to the Great Recession); Office ofgtieliEéoof the

16
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FASB should have addressed this collusion by forcing firms to disclose
their oftbalance sheet SPE assets and liabilities. This disclosure did not
exist prior to th&sreat Recession.

To address these two problems, FASB issued two statements that
became effective in late 2009. Both of these statements aim to increase
corporate transparencyrdtj FASB statement 166 (FAS Jl66minated
QSPES! The second, FASB statemt 167 (FAS 197 alters the approach
to account for implicit guarantees by requiring disclosures of all off
balance sheet entiti€sAlthough these changes arrived several years too
late, they effectively address the type dfatdfice sheet abuse ofESP
that occurred before the crisis.

Before discussinghdwA SBo&6s rul es failed to ap
the problemswith corporate SPEmR the securitization pipelingt is
neessary to understand SRiad their offbalance sheet treatmemhus,
this paper proceeds as follows. Raesdlll provide an overview of SPEs
and the benefits SPEs confer upon their sponsors and investors in the
securitization process. Pftbriefly describes major regulatory changes in
the consolidation treatment of S#that occurred in the aftermath of the
Enron scandal. Part¥ and VI ex pl ai n how FASBOGSs
securitization went wrong during the Great RecessionVRadtscusses
FASBOs r ec en tPartXBl mevilésa tcondusidn.i o n .

Il. SPECIAL PURPOSEENTITIES

Soonsor firns set up SPEin various forms, including dsnited
partnershig, limited liability companiesusts or corporatiors'® Often,

Currency, As s et Securitizat i oMovembe& o193/ Yomlimel IOEC 6 s Hand
<http://www.occ.gov/publications/publicatiodsqtype/comptrollerdhrandbook/assetsec.pdét
59 (acknowledging that banks provide implicit recourse initeation by selling assets to SPEs
at a discount value, exchanging performing for nonperforming assets, providing cash infusions,
and in other ways that impair banksdé capital).
17 Financial Accounting Standards Boa8fatements of Financial AccounsindaftiNo. 166:
Accounting for Transfers of Financial Assets, an Amendment of FASB Sta{éomren®0@9)140
online: FASB http://www.fasb.org [FASBStatement of FAS 166 .
8 Financial Accounting Standards BoaBtatement of Finahchccountin Standards No. 167:
Amendments to FASB Interpretation No(J#®@RP009), online: FASBittp://www.fasb.org
[FASB Statemenf FAS N&67).
Gorton & Soulelessupranote 2at 551;Janet M. TavakolfjStructured Finance: Uses (And
Abuses) of Speti®urpose Entitds ( Addr ess delivered at I nternat
April 2005 (transcript available dtttp://www.tavakolistructuredfinance.cym[Tavakoli
Addresk(thi s i nc | u drgose CbrSopatonsi (3PICs) Which may or may not be Special
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multiple transferors contribute to the creation of a single*SRtey are
typically thinly capitalized, haveo nemployees, no independent
management, no physical location, and are often serviced by g trustee
based on prspecified rules under a servicing agreefhdiitis means
that SPEs do not make substantive economic decisions, but instead are
governed by explt financing arrangements. For these reasons SPEs are
often classified as fApas®dthrougho
Firms have used SPEs for many %daesause they provide several
advantages in both neecuritization transactions and in the
securitizaon process. Outside securitization, SPEs serve as a mechanisn
for transferring assets or contract righisolating highisk projects from
sponsor$: facilitating permit transfef®,creating financial engineering
schemes designed to avoid tdkescumventing regulatory restrictiofis,

Purpose Subsidiaries or captives; Master Trusts; Owners Trusts; Grantor Trusts; Real Estate
Mortgage Investment Conduits (REMICs); Financial Asset Securitization Investment Trust
(FASIT); Multiselle Conduits; Single Seller Conduits; and certain Dstioelly Domiciled
Corporationgat 2)
See generallyjohn E. Stewart et alCCH Accounting for Financial Assets and Liabilities: Sales,
Transfers, and Extinguishr@2®s (Chicago: CCH, 2007) atéa%y.
Gorton & Soulelessupranote 2 at 550;e also U.N. Reporsupranote 1(explaining that SPEs
imay have |little physical presence beyond a
and are always related to other entities, oftenbssdsariesat para 8
See TavakolAddresssupranote 19 at 2.
Secial purpose entities used for structured finance are often classified as either
passthrough or paythrough structures. Passthrough structures pass through all
of the principal and iterest payments of assets to the investors. . . . Paythrough
structures allow for reinvestment of cash flows, restructuring of cash flows, and
purchase of additional assets. For example, credit card receivable transactions
use paythrough structures to alleeinvestment in new receivables so bonds of
a longer average life can be issued
% swe Jalal Soroosh & Jack T. Ciesielski, fAcc
I nter pr et @uyi2@04) 7476CPARJodrnal 030 Soroosh & Cieiglski (explaining
that SPEs were used f or s avakol Bttuctured Finaoce and n t
CDOs supranote 3at 1314 (providing an account of the Catholic Church and the Vatican
Bankds abausies tolie SP97)06s through 19806s
UN Report,supran o t e hey are(cdmimonly used to own a single asset and associated permits
and contract rights (such as an apartment building or a power plant), to akasiéo transfer
of that assetat para %
Ibid ( fidmpahies may usBPEs to legally isolate a high risk project/asset from the parent
company and to allow other investorsatketa share of the riskt para J.
Ibid ( A fny permits required to operate certain assets (such as power plants) are either non
transferabler difficult to transfer. By having an SPE own the asset and all the permits, the SPE
can be sold as a sshtained package, rather than attemptingssign over numerous permits
at para J.
27 |bid( ASPEs are often us edngischemeowhighH have, a$ their marc i a
goal, the avoidance of tax orthe manipat i on of finangial stateme
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and obtaining preferential tax treatment for investni@rBgcause they

contribute to such a broad range of activities, some experts attempt to
categorize SPEs based on their functions. For example, a United Nations
repot on SPEs classifies these entities as financing and holding
companies’ royalty and licensing companitfctoring compani€éand

lease companiés.T o maxi mi ze SPEs O benefits,

28 |bid ( A [spedial purpose entity can sometimes be set up within an orphan structure to
circumvent regulatory restrictions, suctreggulations relating to nationaliof ownership of
specific asseétat para Y.

2 |bid

Some countries have different tax rates for capital gains and gains from

property sales. For tax reasons, letting each property be owned by a separate

company can ba good thing. These companies can then be sold and bought

instead of the actual properties, effectively converting property sale gains into

capital gains for t aXavakoliStuotwesl $idanca t para 7);
and CDOssupran o t e f w@ ch@s® b venue such as the Cayman Islands that

does not have tax treaties in place with most jurisdictions, there is no

mechanism for reclaiming tax withheld (if any) on the underlying asset income

from the country of origination. The SPE will purchase assmtsare not

subject to withholding at the country of the
will not suffer a reduced return

30 Ibidat para 15.

The first category consists of financing and holding companies. Financing and
holding companies channelnids in a world wide group on behalf of a non
resident mother company. Large chmssder financial transactions are typical

for this type of SPE. The asset side of the balance sheet almost completely
consists of financial assets and accounts receiMalilggreo foreign entities.
Holding companies are also known to own claims on notional units abroad
(e.g. buildings, natural resources). In the Netherlands the financing and
holding companies form, logr, the largest group of SPEs

% Ibid

Royalty anditence companies make up the second category of SPEs. These
businesses have been assigned ownership of intellectual property rights by their
parent companies and collect income in the form of royalties as fees on licenses
or act as a cashier of their pareompany in the invoicing of royalty and
license fees (in which case the SPE usually only owns sublicenses). The flows of
the royalty and licence companies are recorded as exports of services. The
revenues angassed on to the parent company

2 Ibid

The third group of SPEs are factoring companies, conducting the invoice of
sales of the world wide company on behalf of the tésident) parent
company. Although the sales are not related to the domestic company, the
payments arecaounted as revenue foetSPE

3 Ibid

A fourth type is the lease company, where a distinction between operational

lease companies and captive financial lease companies can be made.

Operational lease companies are companies with foreign parent companies that

lease out fixed as to foreign customers through operational lease contracts.

In the case of captive financial |l ease comp:
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chooseaxfriendly states and countries to set up thesidesi* Further,
the structure andorganizationof an SPE usually depends on the
transaction typ&.

In the context of securitization, SPEs grant beneficial bankruptcy
remote, liquidity, leveragend interest rate risk treatmefit. These
benefitsallow sponsors tocreate more attractive investmentgnge the
risk profiles of securities they issaied avoid capital requirementsin
turn, the securitization process providgedvenue for thabuseof SPEs.
While SPEs serve a multitude of functions, & pr@dominantly their role
in securitization that deepened the financial recession that began in 2008.

[1l. SPESIN SECURITIZATION

Securitization is the process of transforming receivable assets into
sellable securitié$in a typical asset securitizatiargsponsor firm pools
together mortgages, car loans, student loans, credit card receivables, ¢
other debt obligations, then transfers these pooled loans to & BRE.
SPEthat holds these loans issues securities to invé&sfbinis means
investors pay mowgeto the SPE to receive a portion of tlean
repaymentsmade by the mortgage, student loan, and credit card
borrowersThe SPE issuesuttiple securities from the repayment streams,
with each security having a different risk prdéfilthe lowest risk sedty
will receive the earlieahd most secure income stream, thig security

assets and leases them back to the parent or other foreign affiliates of the group
(who ar e dan d micagoftewsseise
Tavakolj Structured Finance and GDROgranote 3 at 1617 (listing Delaware, New York,
Luxembourg, the Netherlands, the Cayman Islands, the Bahamas, Ireland, Jersey, Guernsey, anc
Gibraltar as common tdsiendly places where spors set up SPEs.). This is because SPEs are
creaéd and governed under state lage ®avid B. Strattorfi Ne ws  $péciaPlrpose
Entities and Authority to File Bankruptcy ( 223:@ Am Bankr Inst) 36 at 36. [Stratton]
(explaining that state law det mi nes the recognition and e
documents and bankruptcy filings).
Soroosh & Ciesielsksupranote 23 at 31.
% SeePart lIKAD, below
87 See Part lll &, below
% Barry J. Epstein, Ralph Nach & Steven M. Biafilgy GAARCodification Enhangedboken:
John Wiley & Son2009)at 2301 [Epstein, Nach & Bragg
See The Fiancial Crisis Inquiry Committe&he Financial Crisis Inquiry Report: Final Report of the
National Commission on the Causes of the Financial ancCEsisnonthe United St@lasuary
2011)(Chair: Phil AngelideslFCIC, Crisis Inquiry Report
40 Kurt EggertfiThe Great Collapse: How Securitization Caused the Subprime Maitdoyn2 0 0 9 )
41 Conn LRev1257 at 1266 [Eggert]
T lbid
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will pay a lower return to its investdfsConversely, the higher risk
securities will pay greater returns to investors, but there is a greater chance
that the SPE cannot calkeenough income from the receivables to pay the
higher risk securities. Put differently, the higher risk securities receive a
lower payment priority. Multiple securities allawestors tanvest based

on their desired risk levelhis process of risk filing and granting
priorities to the payment streams from different securities is referred to as
it r a n% The segurities issued by the SPEscalled assebacked
securitiegABS because the payment stream that flows to investors comes

fromborrowe s 6 repayments of | oans(orfrom u
from the sale or foreclosure of the asset if the borrower is in défault)
Thus, the securitie® are fAbackedo by

Through the securitizatiopprocessa sponsor can transform illiquid
loans into rated securiti®s.If the receivablesin a securitization
transaction consist solely of mortgage l|otres securitiesare labeled
fimortgag®acked securities MBS.*” Collateralized debt obligations
(CDOg9g contain a combination of receivablesn both mortgage loans
and other assets, making these instruments a hybrid or combioftion
MBSs and ABS%.In mortgagdacked securitieassebacked securite
and collateralized debt obligationghe highest payment priority of
tranches are deemeehsor securities, followed by subordinated, junior or
mezzanine securities, and the lowest priority class that retains a residual
claim once the other securities are paid in full is called éYuity.

2 |bid
2 bid
4 bid

% This outline provides a simple overview of securitization and shows the role of SPEs in this

process. Actual securitization transactions often have greater complexity, and involve investment
houses helping to pool loans and sell securitiesysecer s t o coll ect and di s|
payments and foreclose or collect when necessary, and credit rating agencies to rate the various
securities. For more information on the sémation processee generally Eggestipranote
40.
Basel Rport,supranote 3at 12.
See Steven L. Schwarkhe 2011 Diane Sanger Memorial Lediihetecting Investors in
Securitization TransactiorBoes Dodd=r ank Hel p, or Hurt?o0o (2012) 7:
[ Schwarcz, AProtecting Investorsao]
See St@n L. Schwarc@Protecting Financial Markets: Lessons from the Subprime Mortgage
Meltdowrd (2008) 93 Minn L Rev 373 at 376. dhy other types of complex financial
instruments such as Synthetic CDOs and CDOs Squared are created through the securitization
process. However, these instruments are beyond the scope of this article. For a good overview of
various structured finance products Baeakolj Structured Finance and CB@saiote 3.
49 Steven L. SchwarciDisintermediating Avarice: A Legal Framewéok Commercially
Sustainable Microfinanée ( 2011) U | | |;éGoRom & Sollélésgpramte 2 1 17 6
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SPEs are an essential ingredient in creating each efsthastured
finance productsAlong with the creation of debt instruments offering
different sets of risk and rewards, using SPEs in securitization provides
several advargas for sponsors and creditofhe following paragraphs
describe the bankruptmsmote treatment for sponsors, investors and
creditors as well as liquidity, leverage and intattestisk benefits SPEs
create for their sponsors. However, these benefits depend upon the
classification of a sponste8REsastar a
true sale.

A. BankruptcyRemote Treatment

One primary advantage of using SPEs is their bankraptoye
status which refers to restrictions that reduce the risk that the SPE will
voluntarily file for bankruptcy or will be involuntarily forcedoira
bankruptcy as a result of a substantive consolidatiith an affiliate or
sponsor! Firms employ various methods in setting up SPEs to achieve
this goal.

First, specific provisions in SI
which create impedimentto filing for bankruptcy, help in obtaining
bankruptcyemote statu¥. Although the force of many of these
provisions has recently been called into quegtitme prerecession

at565(these are sometimes | abel ed iirgache beidte a n d
senior note).

50  Substantive consolidation refeéosa situation where multiple related debtors are combined in

bankruptcy proceedings for the purpose of paying creditor and debtor claims. This equitable

doctrine allows courts to disregard the separate legal status of two entities in the spoét of jus

See Practical Law CompanyesourcesGlossary online: Practical Law Company

<http://uslf.practicallaw.com/8823854>subverdoSu b st anti ve Consolidat

Practical Law Company Resources: lo&sary online: Practical Law Company

<http://uslf.practicallaw.com/B823826> sub verdd Speci al Pur p;osseealscEnt i t

Gorton & Soulelessupranote 2at549.

%2 Brian M. Resnick & Steve@. KrausefiNot So BankruptcRemote SPEs and In re General
Growth Properties Ing. ( 22@:8 Am Bankr Inst at 60[Resnick & Krause]. For example,
Resnick and Krause provide that one common mechanism to accomplish banénuptey
statusisbystain i n the SPE&ds organizational docume:!
of the directors to file for bankruptcy.

% See e.gn re General Growth Propertie®Ntnd@911977 (Bankr SDN'2009) (holding that the
SPEs of General Growth Propertiestn@aul d be i nc | bagterdl bankruptcy);e f i
see alstn re JER/Jameson Mezz Borrower |¥61.BR293 (Bankr DDel 2011) (fnding that
speci al purpose entities may be considered
blocked tle reorganization because the single creditor (the only impaired class) would not
reasonably consent to any plan submitted by the debtor. Thus, under the bankruptcy code, the
petition for bankruptcy could be dismissed for a lack of reasonable likelihattlofitation
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market operated under the assumption that these mechanisms protect
lenders fom the frustrations and delays associated with bankruptcies and

ot her problematic financi al c¥nditio
Put differently, because an SPE is a separate legal entity from its
sponsoring firm, the SPE assets do not becom¢ ®ic t to the sp
cr edi t o Lkéwise, thainvestors and creditors of the sponsor do

not become subject to any <c¢cl aims on
an SPE is typically restricted from all activities, except those considered

necesary or incidental to the SPEO6s o0\
These restrictions often prevent the SPE from incurrib ateengaging
in risky activities h a t could eventually resul't

Additional measures that increase thelihood of bankruptegemote
treatment depend on the legal form of the SPE and may include

restricting the SPE6s purpose, [ i mi
Aprohibitions on merger, consolidati
up, asset salg transfers of equity interests, and amendments to the
organizational document s relating

i ndependent director Afwhose consent
voluntary bankruptcy -preditoistagremenisdo and
to not file involuntary petitions for bankruptty.

These restrictions and measures reduce the risk of an involuntary
bankruptcy filing because they limit the transactions the SPE may execute
as well as the number and type of SPE credfitdtis neans payment

under11 USC § 1112(b)(4)(A).)n re Zais Inv. Grade Ltd., ¥85 BR 839 (Bankr DN2011)

(ignoring the supermajority requirement to force the SPE into bankruptcy). For an analysis of

SPE bankruptagmote treatment, see generdllyDistressed Real Est, vol 4 8t 56:52

(September 2011).

See Resnick & Krausaypranote 2 at 60.

See Basel Reposypranote 3at 2.

% Richard F. Hahn, Nicole L. Mesard, & Maureen A. Crofiir& P Client Update: Bankruptcies of

General Growth Praparts 6 fiRBaemhtaept A fi | i at @ene T, 3%, CMBS S

online: Debevoise hitp://www.debevoise.com/files/Publication/de8fd2895d45bfad47d

28aaacdf0d58/Presentation/PublicationAttachment/ceb3&5BB44f9h7df

37de8534e6el/BankruptciesOfGenenal®thPropertiesBankruptcyRemoteAffiliatesTestCMBS

Stru.pdf [Hahn, Mesard & Cronih

Gorton & Soulelessupranote 2 at 550; see also Stratt@ypranote 34at 36 (noting that

sponsors and SPEs can have the same managers and directors, which mapwcticsef

interest in a situation where it would be beneficial for the sponsor to cause a financially viable

SPE to voluntarily file for bankruptcy and consolidate its @$bk&tsconcern has prompted

rating agencies and lenders to require an indepertirector for SPES).

58 Hahn, Mesard & Cronin,supranote %; see also Lee GilliarfiAccounting Consolidation
Versus Capital Calculation: The Conflict over ABseked Commercial Paper Progmams
(2005) 9 NC Bankinglnst. 291 at 296 [Gilliam] (explainig that bankruptcsgemote SPE
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streams from the receivable assets that the bankmempiote SPE collects

and distributes are not subject to any claims from the sponsor or the
sponsorbés <creditors. Consequently
receiving their paymentsdditionally, because the limited financial assets
held by bankruptexemote SPEs are easier to value and understand than
those held by sponsor firms that engage in a far greater array of activitie:
and risks, SPEs can pay lower interest rates to theitosvéhan if the
sponsors directly issued the secufities.

Sponsors can also benefit by ridding themselves of risky receivable
assets. In ABS transactions, most of the value received by a sponsor com
from the elimination of potential bankruptcy costsagiated with risky
receivable®.Thus, securitization through SPEs allows sponsors to avoid
recognizing risky receivables and creates iateessavings by not
subjecting the 6BPEde#EnsEeEs6 to spon

Further, credit rating agenciasse bankruptgeemoteness as a
criterion in rating securité$.For exampl e, Standar
ratings guide for evaluating structured finance transactions considers
whether the structure of the transaction provides for the availability of
assetsni t he event of t he sponsor 0
bankruptcy’* The inclusion of this bankruptegmote criterion helps
account for the SPEG6s ability to
rated securiti€.A better credit rating also cremteetter financing terms
for bankruptcyemote SPESThus, SPEs6 freedom f
essential ingredient in gaining the benefits associated with SPEs.

investors avoid the time and administrative
creditors inthe evén of t he s p o nnsteadidvestos anlykneed o tiightywith i
other lendersf the SPE . . . irhe event defaylt
%  Schwarcd) Pr ot ect i supranbtendy at 501592r s 0 ,
€ Taylor,supraiote9 at 1012.
f1  See Strattorsupranote 34at 36.
2 see egSt andar d StructiedoFindnselegal Criteria fdd.S. Structured Finance
Transactions (April 2004) at 71, online: Mortgage Bankers  Association
<http://www.mortgagebankers.org/files/ResourceCenter/RegAB/RegAB
LegalCriteriaforStructuredFinance%28S&P%2%pditandard & Poord s ] (expl aini
Standard & B or 6s can base its cr ediwdrthimesswofithe gssetssf Al
delinked from the creditworthiness of the sponsor if the SPE is bankermptig).
Ibid ( fihp structure of the transaction should provide the means by whictsé¢te w@euld be
available to make interest payments on the rated securities in a timely manner and to ensure
ultimate recovery of principal upon maturity, notwithstanding the insolvency, receivarship,
bankruptcy of the transfeimat 13)
% Ibidat 14.
65 SeeSchwarcz, i Pr ocupe)d at 5919g (explaiving that the isteérgste payable
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B. Liquidity

SPEsin securitizationalso provide liquidity benefits for their
sponsors. Manyoasumer loans, such as mortgages, are paid off over
multiple years or decades. When a bank extends loans to borrowers, the
bank must account for the funds that are no longer in its Aabelsause
capital requirements and certain loan covenants obligersetaédold
specified minimum ratios of capital to as¥ethis restricts the number
of | oans a |l ender can provide, t her
risk. Additionally, requiring the lender to maintain a certain amount of
money on hand ensurescin pay its obligations such as bond payments
and depositor withdrawals. By selling loans to an SPE, which issues and
sells securities to investors to pay the sponsor back, the funds are
replenished and the sponsor or lender has these funds to makenatlditio
loans®®*The sponsordés balance sheet no |
assets connected to the léeign loan receivables, allowing the sponsor to
hold less capit!. Thus, using SPEs creates an expanded funding base for
sponsorg’

on securities issued by SPEs is often lower because the assets are associated with less risks, are
easier to value, and are more creditwarthy)
The Baod Market Associatiorinternational Swaps & Derivatives Associagti&nSecurities
Industry AssociationSpecial Purpose Entities (SPEs) and the Securitizatifih Féarkety
2002) online: ISDA  <http://www.isda.org/speeches/pdf/SHMscussio#Piece-inal-
Feb01.pdfsat 2[Bond Market].
Squam Lake Working Group on Financial Regulatiof®rking PapeReforming Capital
Requirements for Financial Instit@fipris 2009),(New York: Council on Foreign Relations
Press, Center for Geoeconomic Studi2809), online: Council on Foreign Relations
<http://lwww.cfr.org/economics/reformingapitakequirementéinancialinstitutions/p1900%
at2

Banks in the United States and many other countries must satisfy regulatory

capital requirements that are intendedensure they can sustain reasonable

losses. These requirements are generally specified as a ratio of some measure of

capital to some measure of assets, such as total assetadjusitgd assets.

Capital requirements are typically designed as ifoeahis an isolated entity,

with little concern for the effect losses or default at one bank caorhatreer

financial institution
%  See Bond Markesupranote 66 at 23.
%  However, this treatment ofteproved incorrect. Many banks had emergency financing
commitments that forced them to fund the SPE, requiring the banks to reflect the assets back on
their balance sheets. Sponsors also financed the SPEs directly to protect their reputations. See
Parts \B. & VI, below
Basel Reporsupranote 3 at 12.
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C. Leverage

The aility for a sponsor to additionally leverage its assets follows the
creation of liquidity. Firms engage in leverage by borrowing money to
acquire additional assets in an effort to increase their return on gquity.
When a firm becomes exposed to a changbe value of the asset it
purchased that is greater than the amount the firm paid for the asset, it
faces economic leverdg€or example, if a firm enters into an implicit
agreement to guarantee a | oan, th
sheef® However, if the guarantee materializes, the firm will need to pay
the cost of honoring the guarantee. Only after the firm pays this guarantee
will the balance sheet reflect the fsRhus, the firm increases its
leverage.

I n the Unit ealdeg8acyaregeiresmentfiaceasbgsedton the
amount of report edTobombanencessive delieeaget
U.S. agencies began developingbasled capital frameworks for banking
institutions that followed the standards setie Basel Committee the
late 1980s° The Basel Committee altered its approach in 2004 in what is
known as " Ndnelg 8dsel Il attenipted to create a framework
that measures banksod credit risks
jurisdictions’ Following the Bsel Il guidelines, the U.S. created a tier 1
capital ratio requirement of 3 pe
and 4 percent for all other banRsHowever, the accounting rules for

" Kati a DiihtudverageRatio: A New Binding Limiton Banks Not e Iisisb e r
Respons®ublic Policy for the Private Sg6@® Decembgrat 1, online: World Bank
<http://www.worldbank.org/financialcrisis/pdf/levragatioweb.pdt [ DO Hul st er ]

2 bid

" Sedbid

" SeePars VB and VI, below

®  Basel Reporsupraote 3at 13.

Federal Reseg, Regulatory Capital Rules: Regulatory Capital, Implementation of Basel Ill, Minimi

Regulatory Capital Ratios, Capital Adequacy, Transition Provisions, and Prompt Corrective .

online OCC <http://www.occ.gov/newsssuances/newsleases/2012/nia-201288a.pdf> at

21 [Federal Re s er v e, ; sédeRisqgRCB&ternational Cavprgence lof R

Capital Measurement and Capital Stafiddyd988)online: Bank for International Settlements

<http://www.bis.org/publ/bcbs04a.htm

" |bid; see Federal Reserffeegulatory Capital Rukesupranote 76 at 22 (commonly known as
iBase!l I I

8 Ibidat 22.

D& Hu | ssprasote ;71 ( [flier 1 capital is broadly defined as the sum of capital and reserves
minus some intangible assets sucpoaslwill software expenses, and deferredssetsat 2
The largest U.S. investment banks followed a different measure of leverage based on the
filamount of customer receivabl es etohcapital (net e st m
capital rule) ibidat 23).

76


http://www.worldbank.org/financialcrisis/pdf/levrage-ratio-web.pdf
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measuring balansheet leverage varied widely amongst different
countries, with the U.S. having very lenient réfleéSpecifically,hrough

holding assets in dfblance sheet S®HJ.S. firms can show better

financial ratio$! This means by removing the loan receivables from the
sponsor 6s bal ance ens Wwith dunds thatan 8PEr e p | ac
transfers upstream to the sponsor, the sponsor can engage in more
transactions and sell new lo&hklowever, firms also create greater risks

by leveraging their assgts.

D. Interest Rate Risk

Along withliquidity and leveragbenefis, securitizing loans through
SPEs prevents interest rate risk. Interest rate risk may arisanedher
mismatch situation whegssets pay fixeate coupons and liakiks pay
floatingrate interesbr when assets and liabilities do not have equivalen
maturities®* Banks make money by obtaining deposits or borrowing short

©

0 |bidat 2
As a result of differences in accounting regimes, balance sheet presentation,
and domestic regulatory adjustments, however, the measurement of leverage
ratios varies across jurisdictions and banks. Accounting regimes lbad to t
largest variations. In particular, the use of International Financial Reporting
Standards results in significantly higher total asset amounts, and therefore
lower leverage ratios for similar exposures, than does the use of U.S. generally
accepted accoting principles. The reason is that under International
Financial Reporting Standards netting conditions are much stricter and the
gross replacement value of derivatives is therefore generally shown on the
balance sheet, even when positions are held unaster netting agreements
with the same cauerparty
81 |bid
By holding assets #filance sheet, the sponsoring institution might benefit
from the ability to show better financial ratios, such as a higher return on
assets. In addition, the sponsoringtitution might be able to show higher
tangible capital ratios (depending on the extent to whidiatzffice sheet items
are added back to dxalance sheet items), and will not have to reserve against
the assets in the SPEs. The ability to move assbtdanife sheet could also
affect regulatory capital ratios in certain jurisdictions in which capital adequacy
requirements are based on the amount of reported balance sheet assets. The
leverage ratimithe US is one such example.
See Robert B. Dicki€jnancial Statement Analysis and Business Valuation for the Pra2tical Lawyer
ed, (Chicago: American Bar Associafi@a006)at 83 (explaining that sponsors enhanced their
earnings without needing to increase their assets or equity and without indebtrgn their
balance sheets by using the proceeds from the sales to their SPEs to generate new assets to sell to
other SPEs).
8 Manual UtsetfiComplex Financial Institutions and Systemic Risk( 246 G4l )Rev 77%t
790 (explaining that leverage mdgs potential profits and losses because it allows firms to
engage in more transactions).
See Christopher L. Culggtructured Finance and Insurance: The Art of Managing Capital and Risk

82
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term loansat low interest rateshen issuing longerm debtat higher
interest ratesThey require a higher rate of interest on these longer loans
for the risk that interest ratesliviluctuateduring the term of the loarif
interest rates rise after a financial institution provides a loan, it loses the
opportunity to loan money at the higher rate. 8{ing the loans to an
SPE a firmavoidsinterest rate risk because it no langaries the long

term loanand has replenished funds to make new loans

E.ATr3iael edo Treatment and SPE | n

Firms may generate each of the allmresfits through using SREs
However,effective securitization transactions require a true salee of th
assets between the sponsor and ®SREtrue sale makes the SPE an
independent entity from its sponsor. Conversely, wheratkeunting
rules treat a transaction as a loan instead of a true sale, the sp@aisor
to consolidatehe S P EaSsetand liablities on its balance shéetf a
true sale does not occur , the S
bankruptcy (is not bankruptoymote) and will not provide the liquidity,
leverage or interesite benefits associated with securitization because the
SE6s assets and liabilities wildl
financial statements.

In the years leading up to the Great Recess$iof, firms often
employeda twatiered structure that usesvo SPEs in securitization to
achieve true sale treatmé&htn a simple version of this structure, the
sponsor sells the originated or purchased assets to an intermedi&te SPE.
The intermediate SPE is typically a subsidiary of the sgbasacts as a
firewall between the sponsor and issuing &PRe intermethte SPE
then sells the assets to the issuing @SPie issuing QSPE issues rated
securities and receives proceeds from invéswiith the proceeds, the
issuing QSPE purchases assets from the intermediat®¥ FRE.
intermediate SPE, not the sponsor,dsalhe residual interest and retains

(Hoboken:John Wiley & Sons, Inc. 2011).
85 Gorton & Soulelessupranote 2at 560.
8  |bidat 555.
87 See€Tavakolj Addresssupranote 19
8 St andar dsugradeézarld.s

8 |bid.
% lbid.
91 |bid.

% Ibid.
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the proceed$.The true sale takes place between the two SPEs and not the
sponsof? These multtiered transactions help eliminate the risk of a
bankriptcy judge reharacterizing a true sae a secured loan in the
eent of a spofisords bankruptcy.
FASB failed to correctly addrébs true sale treatmetefore the
Great RecessioBponsors were able to set up their SPEs in a manner that
allowed them to retain significant interests and risks in thebalarice
shee entities?® A look into the consolidation rules before and after Enron
sets the stage for why and how FASB failed to address the risk of SPEs.

I\V. ENRON AND THE CONSOLIDATION RULES BEFORE THE
GREAT RECESSION

FASB first addressed -bfflance sheet entities 1996°” However, in
2000, FASB issued FAS 140, which provided greater detail on how to
treat SPEEFAS 140 applied a #dAfinanci al
focused on control of assets and distinguishing sales from secured
borrowing® It stated the followinghree criteria for whether a sponsor
surrendered control over the transferred assets and, therefore, did not
need to consolidate the SPE on its balance sheet:

1. The transferred assets have been isolated from the trapaferor
presumptively beyond the reaafhthe transferor and its creditors,
even in bankruptcy or other receivership.

% Gorton & Soulelessupranote 2at 558.

% |bid.

% Ibid.

% SeeParts IVBii & V -A, below

9 See Financial Accounting Standards Bo&tdtement of Financial Accounting Standards No. 125:
Accounting for Transfer and Servicing of Financial Assets and Extinguishmé¢Nbofaliabilities
FASB, 1996), online: FASBhtp://www.fasb.org/pdf/fas12fdf>. In 1959 SPE accounting
was indirectly established Actcounting Research Bulletin 51, Consolidated Financial Statements
under the basis that ownership of a majority voting interest was the measure of whether a firm
had the controlling financial intest. Sealso Soroosh & Ciesielskupranote 23at 31.

% SeeFASB Statement BAS Nd 40, supranote 8at 14149.

9% Seeibidat 4 (explaining that under the financial components appra@gunsors derecognize
financial assets when control has bemnrendered, and derecognize liabilities when
extinguished 6  aurther4 whenFa transferor surrenders control and receives consideration in
exchange, a true sale occursHerttansferred asseffAS 140 also introduced the concept of a

Aqgual iefcyiiang psuor pose entityo that does not requir

sheet SedParts I\BHi, below
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2. Each transferee (or, if the transferee is a qualifying spepiese
entity (SPE), each holder of its beneficial interests) has the right to
pledge or exchange the assatdémeficial interests) it received,
and no condition both constrains the transferee (or holder) from
taking advantage of its right to pledge or exchange and provides
more than a trivial benefit to the transferor.

3. The transferor does not maintain effegticontrol over the
transferred assets through either

i an agreement that both entittes and obligates the
transferor to repurchase or redeem them before their
maturity, or

ii. the ability to unilaterally cause the holder to return
specific assets, other thanaugh a cleanup caf

These rules governing consolidation were lenient for sponsors
receiving ofbalance sheet treatmeBly making SPEs bankrupteyote,
not retaining decisioma ki ng power over the SF
repurchase agreementswssn the sponsor and transferee, sponsors
could become independent of their SPEs. However, the Enron scandal
drew a great deal of attention to SPEs and ushered in changes to thes
rul es. Thus, a brief description
FASB s reformation of t he consol.i
Recession.

A. The SPEs of Enron

Enron, a global energy compamgstructured its operations the
mid-1 9 9 1@ attwin its gals of rapid growth anichmediate profits?* To
retain its credit ratingand ability to attract investment during this

10 big See alstVilliam C. Powers, Jr., Raymond S. Troubh, Herbert S. WinokuRepgrt of
Investigation by the Special InvesGgativittee of the Board of Directors of Enr¢@002jp
online: CNN <http://i.cnn.net/cnn/2002/LAW/02/02/enron.report/powers.report.pdf at
3839 (eplaining that withotiindependent equity, there was a rebuttable presumptioththat
sponsor should consolidate. Thiesumption could be overcome if independent owners made a
substantive capital investment of at least 3% in the SPE and an independentx@ncised
contrd over the SPE

101 seeUs, Joint Committee on Taxatior,08th Cong,Report of Investigation of Enron Corporation
and Related Entities Regarding Federal Tax and Compensation Issues, and Policy Recomm
Volume I: RepddCS3-03) (Washington, DC: B Government Printing Offic003)at 6474,
online: Joint Committee on Taxatioshttp://www.jct.gov/s3-03voll.pdf [Joint Committee,
on Taxatiof


http://i.cnn.net/cnn/2002/LAW/02/02/enron.report/powers.report.pdf
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explosive growthEnron and its subsidiaries developed financing,
operational and accounting strategigs manipulate its financial
statements through usiSPES®

In many of its transactiongnron excludedtsSPEs & debt s f r
consolidated financi al st attremynt s wh
enhancing its return on investment and certain other financial
performance measuré® Thus,Enron hid its true financial condition by
overstating its net inene, assets, and shareholder equity and concealing
large amounts of debt through its SPEShe auditors, who were
supposed to act as Enrondés watchdoc
providing an independent examination of thesebalfince sheet
transacth n s because t hey wer e framidtmp r o mi
contracts “SwytOhtobeFoh2 @m0 0 al most hal f
approximately $60 billion in assets were in SPEs.

Enrondés SPEs vin additiart te dariofsAc@flicls 00 .
interest ine | vi ng Enr d°hahd misstatamenist of finangial
performancejts SPEs violated botthe assesolation requirement and
the necessity for an independent entityexercise sufficient contrét
Thus, Enron did not follow the consolidation rulesyt binstead
fraudulently abused SPES.

Aftert he di scovery neddedorastataits inarfcial a u d
statements from the last several years. In doing so, liaddo recognize
certain SPEprévioud ard tcigrenimanciai statements’

Although the consolidation rules did not permit the Enron scandal,
Enrondés abuse of SPEs created- a dem
balance sheet activities.

192 |bid at 7Q see also Steven L. Schwai€nron and the Use and Abuse of Special Purpose

Entities in Qrporate Structurés ( 2700.ZNLRevl1 309 [ SchwdmdEnrBdsdn o
primary motivation was to minimize finansi@tement losses and volatility, accelerate profits,

and avoid adding debt to its balance sheet, which could have hurt Enroit'satiredl and

thereby damaged its credibilitythe energy trading businéss 130910).

Joint Committeepn Taxationsuprarote10lat 7071.

Powerssupranote 100at 3;seeEpstein, Nach & Braggupranote 38at 68384.

Gilliam, supranote 58 at 299.

Joint Committeepn Taxationsupranote101at 70.

SeeSc hwar c z ,suprénBte t08(nedx pl ai ni ng t hat Enrondés execu
amounts of compensation by manipulating Enrond
confi ct s ofatld3lB.t er est O

For consolidation requirementgestext accompanying notes 99 & 100.

See general§c h wa r ¢ z supréadeeriG2o n 0 ,

10 Seebidat 13112,

103
104
105
106

108
109
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B. The Response to Enron

A multitude of hearings and inv
sought to root out causes and initiate prevention measures to combat
Enrontype fraud! In response, FASB designed new rules to reinforce
accounting disclosures and created more stringent requirements for
sponsors to receive noonsolidate treatment. Ued these podEnron
regulations, SPEs either met the requirements set out in FAS 140, in
which an SPE became a QSPE, or an SPE wasl tasatariable interest
entity (VIE).**?

i.  Variable Interest Entities

FASB Interpretation 46(R) (FIN 45Recame the authitative source
in explaining how to identify when an SPE should be coesideVIE
and when a sponsor fAshoul <dontroling | ud
interests, and results of activities of a VIE in its consolidated financial
stat e'hé&ENt4a6R def i ned variabl e inte
ownership, or other pecuniary interests in an entity that change with
changes in the fair value of the entity's net assets exclusive of variabl
i nt e t&stdad of only concentrating on financial contrély B6R
focused on the actor that holds the residual risk and majority of the
benefits™®

M1 See e.Powerssupranote 100, US, Report on Fishtail, Bacchus, SendadcSlapshot: Four Enron

Transactions Funded and Facilitated by U.S. Financial:|Rg#titiddefoe the Senate Permanent
Subcommitteen Investigations07th Cong $. Rep. No. 1082) (Washington, DC: US
Government Printing Office2003);US, The Role Enron Energy Service, Inc., (EESI) Played in the
Manipulation of Western State Electricity MéeketzBefore thSenate Committee on Commerce,
Science, and Transportati®nh Cong S. Hrg 107 1139) (Washington, DC: United States
Governmeh Printing, 2005) online: GPO <http://www.gpo.gov/fdsys/pkg/CHRG
107shrg83978/pdf/CHRGLO7shrg83978.pdf US, Examining Enron: Developments Regarding
Electricity PecManipulation in CalifornldearingBefore the Subcdteson Consumer Affairs,
Foreign Commerce Bmarism of the Senate Committee on Commercanddieantgportation
107h Cong (Washington, DC: United States Government Printing, 2008line: GPO
<http://www.gpo.gov/fdsys/pkg/CHR@&07shrg84039/pdf/CHRGLO7shrg84039.paif

12 Gorton & Soulelessupranote 2at 556.

M3 Soroosh & Ciesielsksupranote 23 at 37; FASB Interpretation No 46(®)pranote 8.

4 FASB,Interpretation No 46(Rypranote 8 (fi[ t ] he i dentification of
determining which assets, liabilities, or contracts create the entity's variability and which assets,
liabilities, equity, and other contracts absorb or receive that variability. The latter are the entity's
variable interests. The labeling of an item as an asset, liability, equity, or as a contractual
arrangement does not determine whether that item is a leaiidgbrest. It is the role of the
itemdto absorb or receive the entity's variaBilihat distinguishes a variable interest. The role,
in turn, often depeds on the design of the entiigt para B}

115 Gorton & Souleles,supranote 2 at 556; see alsdSoroosh & Ciesielskisupranote 23


http://www.gpo.gov/fdsys/pkg/CHRG-107shrg83978/pdf/CHRG-107shrg83978.pdf
http://www.gpo.gov/fdsys/pkg/CHRG-107shrg83978/pdf/CHRG-107shrg83978.pdf
http://www.gpo.gov/fdsys/pkg/CHRG-107shrg84039/pdf/CHRG-107shrg84039.pdf

58 ASPERREVIEW XII

While the consolidation rules of VIEs received a lot of attention after
Enron, QSPEs served as the mechanism that enabled securitization
transactions® For an SPE tochieve its desired bankrupteynote status
and other securitization benefitésponsors needed to exclude SPEs from
their balance sheets. QSPEs automatically accomplished this task and did
not require consolidatioH® On the other hand, the consolidation
treatment of SPEs classified as VIEs required an examination of several
complicated factor$® Thus, to avoid potential consolidations, financial
institutions generally used QSPEs in securitization transactions and
circumvented the complicated VIE consolmaanalysis?’

ii.  Qualifying Special Purpose Entities

SPEs that met four requirements set out in FAS 140 were considered
QSPEs and the stricter regulations for VIEs did not apply. First, to qualify
under FAS 140, an SPE needrenditst o be
sponsor?! To meet this requirement, the sponsor of the SPE could not
have the ability to unilaterally dissolve the %PRdditionally,
independent third parties needed to
beneficial interest$® Sec ond, s argaQzh® Egal documents
needed to ensure that the SPE was i
acti ViTthiiersd.,0 t he SPE <could h¥%ld onl
Financial assets were considered passive if the holding of the assets did not
involve any decisiomaking other than those necessary for servicing the
asset¥® Passive receivables included cash collected from held assets,

( [@Fcording to Interpretation 46(R), expected losses and expected residual returns refer to
amounts derived from expected cash flows as described in FASB Concept Statdsiegt 7,
Cash Flow Information and Preseativélacounting Measureasri3).

116 Epstein, Nach & Braggupraote 38 at 22930.

17 SeeParts IHAE, above.

18 SeeFASB,Statement BAS Nd 40, supranote 8.

119 The determinations of whether an interest is a variable interest and whethEriaraS8riable
interest entity often involves a complex range of deaisiking steps. & generallpeloitte,
Consolidation of Variable Interest Entities: A
Guidance 3d ed Deloitte Development .L.C, 2007) online: Deloite
<http://lwww.iasplus.com/usa/0709roadmapfin46rpdf

120 SeeGorton and Sulelessupraiote 2 at 560.

121 |bidat 556.

122 |bid.
123 |bid.
124 |bid.
125 |bid.

126 Epstein, Nach & Braggupranote 38 at23031.
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purchased investments that were pending distribution to beneficiaries,
and certain derivative instruments that wetd soparties other than the
sponsor and its affiliates, such as interest rate 8WBps.u r t h , an
sale or disposition of noncash receivables could only occur in automatic
response situations that were triggered upon the occurrence of certain
events?® A few situations that would allow a QSPE to dispose of noncash
financial assets included: the fair value of financial assets declining to a
speci fied degr ee (as indicated
independent beneficial interest holder exercigisgright to give a
beneficial interest back to the QSPE, or termination of the ¢’3PE.

V. F A SS-ALURE

A. The Leniency of Receiving GBalance Sheet Treatment

Through QSPEs

The requirements of creating QSPEs and receivifiglaffce sheet
treatment openednaavenue for sponsors to move assets off their balance
sheets while still retaining the residual benefits and risks of their §5PEs.
Because theetermination of whether an SRfgalifiedurned mainly on
whether the SPE held passive receivables and raacteding to pre
specified rules, firms could organize theibalince sheet entities in a
manner accommodating the QSPE requirements. Thus, firms
automatically avoided the possibility of consolidation. For example, if a
sponsor set up a QSPE trust aathined the residual interest and rights
to service the trust, it could still avoid consolidating the QSPE if the
collections on the receivables were distributed according to a

127 |bidat231.
128 Gorton & Soulelessupranote 2at556.
129 Epstein, Nach & Braggupranote 3 at231.
130 See CRMPG l|Isupranote 8at 39.
Scuritization vehicles considered to be
(QSPESs) receive bfilance sheet treatment eventh& sponsoring entity
provides credit enhancements by retaining a significant residual interest in the
securitization trust (i.e., the sponsor is expected to absorb the majority of the
risks and rewards). The rationale forbaffince sheet treatment &t the
vehicle is passive and therefore the sponsor does not control it
See also Angela Petruciifccounting for Asset Securitization in A Full Disclosure \torld
(2004) 30 J. Legis327 at 350(noting that FASB established a framework that can create
incentives for sponsors to use-affance sheet financing for manipulative or misleading
purposes).
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predetermined formul&® Sponsors retention of significant interests in
their PPEs resulted in unaccounted for exposure td¥isk.

Additionally, QSPE#$ad a fundamental underlying flanhely were
expected to ficontinually roll over t
but wereextremely vulnerable to disruptions in liquidiyThis liquidity
risk refers to the risk that institutions will be unable to meet their
obligations because of the inability to obtain adequate financing or
liquidate their assets at reasonable pfita&ith the turmoil of the
financial crisis, QSPEs thandnced longerm assets with shéerm
liabilities could not renew their debt because of market concerns over the
quality of the receivabl€s.Likewise, selling the assets was not often a
viable option, as the price of the assets fell with the marksf*€for
example, theassebacked commercial paper (ABGRarket was one of
the first markets to collapse during the recession because the QSPEs used
in ABCP transactions financed receivable assets witheshodebt:*’

By design, QSPEs could maintagmyvlittle or no capitaf® Because
QSPEs issued mortgdigeked securities, adsatked securities, and
collateralized debt obligations, which derived their underlying cash flows
from mortgage payments, auto loans, credit cards, and other receivables,
they relied on consumers to make payments to continue their current
coursé® When the financial crisis materialized, many borrowers
defaulted on their loans. In many cases, these defaults resulted in the
inability of QSPEs to pay their investors and residi@lests to their
sponsors. Thus, the ability to transfer andledegnize assets in QSPEs
affected both sponsoring financial institutions through their residual
interests and investors of the QSPES®

131 CRMPG III, supranote 8 at 486 (ietaining a residual interest often meant that the sponsor

would retain the risk and rewards of the lowest rated tegn&ee Basel Repostpranote 3at

20.
132 |pidat 49.
133 Emmonssupranote 4at 2
US, Government Accountability Offic&inancial Markets Regulation: Financial Crisis Highlights
Need to Improve Oversight of Leverage at Financial Institutioiss &ydté®AO-09-739)
(Washington, DC: US Government Printing Office, 2009) at 56, online: GAO
<http://www.gao.gov/assets/300/292757.pdfSAO Repori.
1% |bidat 57.
1% |bidat 4.
137 See Part Vibelow
138 see ParlV-D, above(explaining the requireamt of qualifying special purpose entities to hold
only fApassiveod receivabl es).
Emmonssupraiote 4at 2

134

139
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B. Implicit Guarantee of SPEs

In addition to the unaccounted for exposure to risk associated with
QSPEs, sponsor firms often created implicit contractual relations with
their investors to support their SPECourts and the accounting rules
view implicit recourse as if a tsse never tooklgcet* If a court could
identify implicit recour se agreerm
backo the assets of the SPE n t
However, to avoid consolidation treatment, firms violated the accounting
rules and collueld with their investors to provide recourse for their
troubled QSPEs without openly acknowledging the existence of the
agreement®

Although these implicit guarantees were not legally binding and
violated the nosmonsolidation accounting rules for both ¥IEnd
QSPES? investors relied on this support when purchasing the securities
issued by SPES.These guarantees frequently occurred in situations
where a QSPE held low quality assets, but the sponsor retained high
quality assets on its balance shé&Thus, these guarantees often existed
in situations where it was more likely the guarantee would materialize.

By treating the transfer of assets from a sponsor to an SPE as an off
balance sheet sale despite these implicit guarantees, the accounting rule
could not account for the full economic effects of these transactions.
These implicit guarantees were not a s¥éEASB should have required
sponsors to disclose their SPE assets and liabilities regardless of wheth:
the QSPEs or VIEs deservedoathince Iseet treatment!® By not doing
so, FASB did not fully account for the risk to sponsors of their SPEs
failing. AlthoughFASB recently enactégo accounting statements that

140 see generally Taylsypranote9.

Gorton & Soulelessupranote 2at 553.

Taylor,supranote9 at 1023.

143 Sedbidat 10237; see also Gorton & Soulelsspranote 2at 554

144 SedFASB Statement BAS Nd.40, supraote §F AS B, A | n 468y sppramte& t i o n
15 Gorton & Soulelessupranote 2at 551.

148 bidat 553.

147 Amiram et alsupranote 16at 3940.

148 Fora list ofsources that show implicit guarantees were rknsee text accompanying nae

See also Gorton & Soulelesjpranote 2at 591 (concluding that efficient -bfilancesheet
financing is facilitated by implicit contractual arrangements between sponsors and irsgestors);
also Taylorsupranote 9 a t 1023 (detailing Citibank and
SPEs).

See Amiram et afupranote 16at 40.

141
142

149
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require these disclosures, this collusion problem caused massive losses
before the Geat Recessidff.

VI. THE REPERCUSSIONSTHROUGH THE SECURITIZATION
PIPELINE

With inadequate capital and no access to liquidity, many QSPEs

began collapsing: This created the question of whether sponsors would
maintain the required disconnect with their QSPEB many cases, the
answer was né® The implicit agreements frequently required sponsors to
provide help for their underapitalized QSPES.To keep up their end of

the bargain, sponsors either issued lines of credit or provided capital
support through inguting losssharing programs® Many sponsors chose

to fund their QSPEs to avoid the repercussions associated with allowing
idi sruptive coll apses ©%In bailmgoute nt i t i
their SPEs, sponsors were likely trying to avoid repwthharm and
wariness from future investors, as it was public knowledge that they had
set up these entitié¥. These implicit recourse agreements and the ease of
offbalance sheet recognition through using QSPEs facilitated the
expansion of securitizationtime years leading up to the financial crisis.

However, the blame for this expansion does not rest solely with

FASBOSs consolidation rul es. Even w
agreements, they were not forced to hold adequate capital against their
commitments®* Thus, while FASB6s rules mea

150

151
152
153
154

155
156
157

158

FASB , St at e Me 166 supfanotd- & EASB,Statemertf FAS NA67, supranote

18; See generallyaylor,supranote9.

Emmonsgsupranote 4at 2

Ibidat 23.

Ibidat 3

Ibid See also Gorton & Schoulesypran ot e €c a(ufisfeb ]t he SP[ E] 6s busi ne
constrained and its ability to incur debt is limited, it faces the risk of a shortfall of cash below
what t is obligated to pay intes at 55960).

Emmonssupranote 4at 3

Ibid

Seeibid at 34; see also Taylsupranote 9 at 1025 (discussing the necessity for a sponsor to
honor its implicit agreements and maintain a creditdputation to continuously access
securitization markets).

See GAO Reporsupranote 134 at 5657 (noting that when banks provided contingent funding
support to their SPEs, they only needed to hold a small amounts of or ab ageitst their
commtiments). 8e alscOCC, Interagency Guidarsgranote 13at 23 (explaining that the
interagency rules allow for lower fislsed capital requirements under recourse agreements than
their on balancsheet counterparts); Charles W. Calomiiisnancial hnovation, Regulation,
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the expansion of securitization transactions and allowed for the creation
of QSPEs, other regulators also contributed to the expansion of
securitization by failing to account for the risks ofi@kglarantees?

Following its normal course, regulatory arbitbedeved in its typical
mannebdbanks and other financial institutions sought the least regulated
environment®® Through the securitization of loans, regulated banks
booked assets off thédalance sheets. The precrisis accounting rules
and the shadow banking systdatilitated the avoidance otapital
requirementsand permittechigher levels of leverage than thaspiired
under normal banking regulatioif$.Indeed, firms grew the shadow
banking system largely for the purpose of hiding leverage from
regulators®® Some larger institutions created as many as two thousand
SPES® The growth of securitization resulted in banksldihg
finsufficient amounts of equity capital per unit of risk uraleh in their
subprime holdingé'®®

The lack of risk retention through transferring assets to QSPEs
all owed originators to engagi@ i n
di stributeo uindeethis nwdel, $pensods, knowging that
their originatedioans would be sold dfélance sheet (and eventually to
investors), did not screen their borrowers and generated poor quality
mortgages and other loaAsCompensation fothe managers of sponsor

and Refornd (20029) Cato Journal 65, online: CATO
<http://www.cato.org/pubs/journal/cj29n1/cj29n¥.pdt> [ Ca | o niskveralsof the(c#pital
requirement rule$or the treatment of securitized assets originated by banks, and for the debts
issued by those conduits and held or guaranteed by banks, were specifically and consciously
designed to permit banks to allocate less capital against their risks if they Heddbee their
bal ance sBeetsodo at 65
Sedbidand accompanying text.
See CRMPG lll,supranote 8 at 38 (explaining that firms engaged in regulatory arbitrage
through securitization becausebaffance sheet vehicles called for little or naatagiarges).
Calomiris,supranote 19 at 6566.
Emmonssupraiote 4.
163 See Margaret M. Blaifi_everage, Bubbles and Income Distribution ( 2Barkidg & Fin

Services Pol'y Rap1}12 [Blair}
164 See Basel Reposypranote 3at 35.
Calomtis, supranote 158at 66.
US, Financial Stability Oversight Coundflacroeconomic Effects of Risk Retention Requirements
(2011) online: US Department of the Treasurps//www.treasury.gov/initiatives/wsr/Docu
ments/Section%20946%20Risk%20Retention20Study%20%20(FINAL).pef at 3, 1011
[FSOC, Macroeconomic Effetse also Schwarca,Pr ot ect i n gupranatey 47st or s
(explaining the mordlazard problems associated with the originatistribute model of
lending).
FSOC Macroeconomic &fsupranote 166 at 3.
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firms was often based on issuance volume instead of glediting
originators to maximize their shigtm returns by lowering underwriting
standards and engaging in more transactt®fsirther, in the mie2000s,
riskier and more highly structured CDOs surfaced, which often combined
the lowest rated tranches ather CDOs, MBSs, and ABS%.Credit
rating agencies joined in on the raEthebottom, assigning AAA or
minimal credit risk ratings to the highest tranches of these re
securitization§?

Regulators and institutions did not realize the scale and riklesH
offbalance sheet entities until it was too 1até. The misaligned
incentives and lack of risk retention through the securitization pipeline
created moral hazard problems and caused significant harm to the
economy?’QSPEs ser ved ahicleoexpase invesios ot i on o
these risk§? Sonsorsand investorpaid a hefty price for their actions.

In addition to securitization transactions, the ease of transferring assets to
a QSPE and receiving b#lance sheet treatment facilitated the growth o
the ABCP markets.

A. AsseBacked Commercial Paper and Structure Investment
Vehicles
ABCP refers to the use d@SPEsin f i n a n c ipaorghasdi of h e
receivables primarily through commercial papétnlike ABSs, ABCP
conduits generally had maturities of untheee months, retained explicit
liquidity support provided by sponsors for protection of investors, carried

%8 |bid

189 Basel Reporgupranote 3at 7 (explaining the prevalence and demand for increasingly complex
and risky products that were made througseriritizations).

% |bid seegeneralljlohn C. CoffeefiRatings Reform: Th&ood, the Bad, and the Ugly ( 210 1 1)

Harv Bus L Rev 231 (for more information on the credit rating agencies role in the Great

Recession).

Emmons supranote 4at 23 (stating that the regulatory community and financial institutions

did not completelynderstand the risks dffilance sheet transactions posed to the economy).

See generally FSQO®acroeconomic Effestpranote 166 ( [k the recent financial crisis

demonstrates, securitization, without appropriate reforms, can cause significatd bam

economy. Risk retention can help align the interests of the participants in the securitization

chain, reduce the risks inherent in securitization, and promote the stable formation of credit and

efficient allocatiorof capital in the United Stateat 4). e also Jean TiroRlliquidity and All

Its Friendd (28912 JE Lecufitidafion ¢ffapsety is fraught with asymmetric

information hazards: moral hazard to the extent that issuers have little incentive to create high

value instrumentg they anticipa to sell a major stake in theat 299.

13 SeePart IVB, above.

174 Gorton & Soulelessupranote 2 at 558.

171
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diversifiedportfolios of assets, and the administrators could change the
level of credit enhancement to reflect credit concérns.

Most ABCP condits received a 100 percent liquidity backup line
from the i ssuing bank to i nsur e
commercial paper maturéd.However, banks needed to maintain only a
capital charge for a backup liquidity line for these ABCP cortiiist
differently, even though a bank could provide a 100 percent backup
liquidity line for an ABCP conduit, this allowed banks to hold less capital

than would have been required if
balance sheéf Thus, banks retained exposurefese ofbalance sheet
conduits through their liquidity lindé’At it s peak, @dth

was approximately $1.2"™@Agardedulfadn i
these conduits, banks reported better financial performance without
accounting for the sk

However, similar to QSPEs in securitization transactions, these ABCP
conduits held poorly underwritten asset pools because of the lack of credit
standards and risktention'® During the second half d007, many

175 Blackrock Investments Understanding ABCP: A Prin{2d1l), online: Blackrock
<https://www?2.blackrock.com/webcore/litServicetgch/getDocument.seam?contentld=11111
24176&Source=SEARCH&Venue=PUB_NBlackrock]

16 Tobias Adriani Doddank One Year On: | mpl (Papexpréparads f o
for the Pew Charitable Trdsew York University conference, Washington, DCJ@Ye 201}l
[unpublished] online: Federal Reserve Bank of New York
<http://www.newyorkfed.org/research/staff_reports/sr533>mif3[Adrian].

77 bid

18 SeeSwasi Bate, StephanysBweller & Everett Rutai St r uct ure Fi nance Sp
Fundamentals of Ass@tac k ed Commer ci al Papero (3 Februa

Service kttp://www.imf.org/external/np/seminars/eng/2010/mcm/pdf/Rutanl.pdfat 15.
ABCP programslso offer advantages to their bank sponsors. The programs are
typically structured and accounted for by the banks as -balafte sheet
activity. If the bank were to provide a direct corporate loan, even one secured
by the same assets, it would appearbne bankds bal ance sheet
the bank would be obligated to maintain regulatory capital for it. An ABCP
program permits the Sponsor (i.e., the commercial bank) to offer receivable
financing services to itsbataocesheetroer s wit ho
holding incremental regulatocgpital.
Adrian, supranote 176 at 3.
Blackrock supranote 175 ( [fjhis included examples such as SP[E]s financing longer life assets,
not having secondary liquidity available to fund maturing ABseaed market value
structures where asset sales or maturity would be the sole source of repayment) and lower level
of pooland program credit enhancemerat 3.
Adrian,supranote 176 at 3.
See Blackrockupranote 175 at 3.
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banks had to consolidate assets ftbese conduit¥?® Just as the case
with QSPEs in securitizationhet regulations governing these ABCP
conduits did not properly aount for the exposuré’

Sructured Investment Vehicles (SIy¥esed a similar threat as ABCP
conduits. SIVs were bankrupteynote special purpose entities that held
diversified pools of ass&sHowever, unlike ABCP conduits, SIVs did
not have the same liquidity support or credit enhancetffeflso, their
notes typically had slightly longer maturity dates than those of ABCP
conduits!®” At the peak of their use, it is estimated that commercial banks
operated SIVs with assets of approximately $400 Bifli@espite the
lower required liquidity lines, many investors believed that the affiliated
investment banks would provide imglidiquidity support for their
SIVs'®® Again, the accounting standards lacked transparency in exposing
these implicit recourse agreements for the QSPEs used in these
transactions.

Financial institutions used ABCP conduits aBtVs to borrow
securities withowerate, shoderm maturities and invest in londerm
and higher yielding assé&For success, the ABCP market required a
sustained demand of shégtm papef? It also relied on the continuing
payment streams from loteym receivable assets. Withhet
unprecedented stresses caused by t
mismatch of borrowing stor and | endi ng resuitiggd was
in the ABCP market being fone of t
banking system to collapse during the finandial &% Jist @s in

185 Adrian, supranote 76 at 3.

8 |bidat 34.

185 Emmalane Fulcher et, @l A B (EBrbpe Special Report: The Difference Between Traditional
ABCP Conduits and SI¥s ( 8 A p2 (Nelv Y&k )nc. 2008at 2 online: IMMFA
<http://lwww.immfa.org/about/fag/ABC3Pcondus.pdf.

Ibid (explaining that SIVs generally operate with onl\l@ Bercent liquidity support line as
opposed to the 100 percent support line available to ABCP conduits, but many investors still
believed that banks would provide implicit suppogwvoid reputational harm).

87 bid.

%8 Ibidat 3.

18 bid. at 2.

190 Basel Reporsupraote 3at 8.

1 bid.

92 bid

193 Adrian, supranote 176at 3.
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securitization transactions, sponsoring institutions needed to provide
support to their SPEs used in these commercial paper trans&étions.

B. OffBalance Sheet Entities of the Recession in Hindsight
Through securitization, ABCP conduitsdaSIVs, trillions of dollars
flowed into offbalance sheet entitiess a result of the recession, financial
institutions experienced vast losses with thebatanceheet business.
Compounding these losses with needing to provide capital support for
their offbalance sheet entities put banks and other financial institutions
in a precarious positiof The bailouts of SPEs resulted in sponsor firms
losing billions of dollarS? The bifurcated approach of maintaining both
visible assets on balance sheethaden assets dfblance sheets created
what some have called a®fAschizoph
The legislature and other regulators did not intervene under the
premise that Al ess regulation and
growth in the e 0 n o 'M$ecuditization and the lack of regulation in the
shadow banking industry caused a greater number of transactions to
occur, many of which were wasteful or destructive, resulting in firms
incurring far greater risks than they otherwise would #f&®empanies

1% Basel Reporsupraiote 3at 8.

Emmonssupranote 4at 3
1% |bidat 34.
97 Sedbidat 4
1% Seibidat12; see al supra@é7Hantd st er ,

Over the past decades financial innovation has fundamentally changed the

structure of the financial system. This trend is exemplified by credit risk

transfer instruments such as structured credit mtsduthrough which

portfolios of credit exposures can be sliced and repackaged to meet the needs of

investors. Banks funded a growing amount ofdemy assets with sheerm

liabilities in wholesale markets through the use diaddincesheet vehicles,

exposing themselves to credit and liquidity risk by providing facilities to these

vehicles. Moreover, they also held structured credit instruments on their own

balance sheet, exposing themselves to embedded leverage and increasing their

asseliability mismatch andheir funding liquidity risk.
199 Blair, supranote B3 at 1112.
20 Emmonssupranote 4 at 23. See also Gorton & Soulelespranote 2( [ijf the bank uses the
securitization proceeds to expand its loan business, then its default righ fecdsase. This
tends to translate also into an increase in its stock beta. On average, a beta increase is confirme:
by our empirical findings. Our evidence suggests that many banks use the risk reduction
achieved througtesuritization to take new riglat 550).See als@asel Committeen Banking
SupervisionBasel Ill: A global regulatory framework for more resilient banks and l{Bakilg systems
Bank for International Settlements, 201dt) 1, online: Bank for International Settlements
<http://www .bis.org/publ/bcbs189.paf

One of the main reasons the economic and financial crisis, which began in

195



68 ASPERREVIEW XII

that engaged in greater usage obailfince sheet entities encountered
greater problems in the financial crisis. Senator Jack Reed emphasized the
need for transparency in future financial statements following the crisis,
and stated:

[T]here isemerging consensus that companies that have more accurately
accounted for their balance sheets remain viable, while those companies
that wereslower to recognize losses @urished by the marketplace.

This is a clear signal for investors that there remipm on improved
transparency. . . . Over the last year or so, we have seen revelations of a
significant buildup of offbalancesheet exposures among some of the
largest financial institutions. These exposures not only weaken these
institutions but, inéed, place significant risks on the entire financial
system, contributing to the severity of the current crisis. The drivers of
the subprime crisis were not only excess liquidity, leverage, complex
products, and distorted incentives, but accounting rilas allowed
mortgagdacked securities be held off the balance sheet. The securities
packaged from these mortgages, many of them risky subprime mortgages,
remain far from the view of investors and less closely reviewed by
regulators. If we have learnedthimg from this recent mortgage ntess

and | hope that we hadie is that we need more transparency in our
markets, not less. Holding large amounts of assdialarite sheet is

not more transparency. If firms hold such risk, it should be disclosed so
thatinvestors can decide whether they are comfortable with suth risk.

201

2007, became so severe was that the banking sectors of many countries had
built up excessive eand offbalance sheet leverage. This was accomparied by
gradual erosion of the level and quality of the capital base. At the same time,
many banks were holding insufficient liquidity buffers. The banking system
therefore was not able to absorb the resulting systemic trading and credit losses
nor could it copevith the reintermediation of large tfilance sheet exposures
that had built up in the shadow banking system. The crisis was further
amplified by a procyclical deleveraging process and by the interconnectedness
of systemic institutions through an arrdycomplex transactions. During the
most severe episode of the crisis, the market lost confidence in the solvency and
liquidity of many banking institutions. The weaknesses in the banking sector
were rapidly transmitted to the rest of the financial systaintle real
economy, resulting in a massive contraction of liquidity and credit availability.
Ultimately the public sector had to step in with unprecedented injections of
liquidity, capital support and guarantees, expdaikgayers to large losses.
US, Transparency in Accounting: Proposed Changes to AccoBatarg-8ive@ffEntitiddearing
Before the Subcomnuti¢gecties, Insurance, and InvestmeniGuintineittee on Banking, Housing
and Urban Affajr§10th CongWashington, DC: Unitectate Government Printing, 2008) at 1
(Senator Jack Reed, ChairmpuwS, Transparency in Accounting
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VIl. POST-GREAT RECESSION

Similar to othereconomic catastrophee credit crisibasled to a
crackdown on those who abused the sydterastigations ofhe largest
financial institutions @mpt to hold bad actors accountable foe
crisis?®? Companies, regulatory agencies and academics are taking a long
hard look at the perverse incentive structures that encourageteshort
profits, large and systemically risky behavior, and other‘rapeaat
issues.

The lack of disclosure throughout the shadow banking system and the
use of SPEs to carry outdmdfance sheet transactions necessitated the
government s creation of Z?HBhasya cr
part of thisreevaluationof regulations concerns -bfilance sheet SPEs.

As previously discussed, the accounting standards that determined true
sale treatment of asset transfers between sponsors and SPEs formed tt
crux of these offalance sheet probleis.

FASB found two fundanmal issues with FAS 140 and FIN 48FEirst,
exempting QSPEs from consolidation exacerbated the®ér@asonty,

FIN 46R incorrectly relied fion &
whether a holder of an interest in an SPE should consolidate thab entity
instead of using a more appropriate qualitative evaluatioonaiol 27 A

22 gee e.g. Julia Findiwenty Five People at the Heart of the Meltdown .The .Gaardiaf25
January009 online: Guardian kttp://www.guardian.co.uk/business/2009/jan/26/roadin-
recessioindividualseconomy (blaming Bill Clinton, George W. Bush, Gordon Brown, Phil
Gramm, as well as many waikat executives and others thoe economic crisis); Nancy Gibbs,

fi2z5 People to Blame for the Financial Cri$ise good intentions, bad managers and greed
behind the neltdowrd, TIME Magazine (23 February 2009 online: TIME
<http://www.time.com/time/specials/packages/completelist/0,29569,1877351,00:html

SeeUS, Government Accountability Offideederal Reserve System: Opportunities Exist to Strengthe
Polcies and Processes for Managing Emergency (@agist&®2@EL), online: GAO
<http://www.gao.gov/highlights/d11696high.pdf> (foxformation and a list of the different
liquidity facilities) These liquidity facilities are in addition to other massiveergment
interventions. For a broad range of governmeehdipg in the financial crisi®e generally
Internation& Bar Aseciation Task Force on Famcial Crisis,A Survey of Current Regulatory
Trend22829 (2010) online: IBA ttp://www.ibanet.org at2829; see generally US, Bill S

3217, Restoring American Financial Stability 2@10 111th Cong 2010 (enacted)(sec 1152
specifically references the governmentds abi
204 gSeePartsV & VI, above

25 Us, TransparencyAncountingupraote 201 at §Lawrence Smijh

26 bid

Ibid (discussing the problems with using a mathematical calculation to determine control of an
SPE instead of a qualitative measurement that addresses the liquidity risk, reputation risk, and
identifies firms that attempt to engineer around the math to avoid consolidation).
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qualitative evaluation of control better accounts for the implicit recourse
problem?®®

In April 2008, FASB announced its intention to revise FIN 46R and
eliminate QSPES? Of course these measures were met with a strong
lobbying opposition from various banking associati@ridonetheless,
FASB crafted two statements, FAS 166 and FAS 167 that amended FAS
140 and FIN 46R, respectively, and came into effect in Novembet2009.

FAS 166 ad 167 focus on increasing transparency and capital
requirements in major financial institutioft$ For example, FAS 166 and
167 require firms to list all of their assets and liabiliiasthey originate
or have continuing involvement with on their baknsheets?
Specifically, FAS 166 created new standards that affect institutions that
engage in securitization and otheratfince sheet transactions by raising
the standard for r et‘dosvinpogantlii, FASue s al
166 eliminated theancept of a QSPES

FAS 167 requires institutions to perform qualitative analysis to
determine the beneficiaries of their SPEs for deciding consolidation

28 Sedbid

209 The Committeeon Capital Markets Regulatiofihe Global Financial Crisis: A Plan for Regulatory
Reform (May  2009), online: CCMR  <http://www.capmktsreg.org/pdfs/ TGFC
CCMR_Report_(2609).pdP at 189Committee on Capital Markets]

See Susan PulliaiBanks Try to Stiff Arm New RulBelay Sought in Accounting Change, as
Investo Groups Pl ot , Wal StreeR dosrpgb Jusee 2009 online: WSJ
<http://online.wsj.com/article/SB124407146605483021.html

21 FASB, Statement of FAS M6, supranote T7; FASB Statemenf FAS N&67, supranote 18.

212 Emmonssupranote 4at 45 (explaining that FAS 166 and 167 will require firms to disclose off
bal ance sheet commi t ments that were not adequa
during the crisis).

See e.g. FA&SStatement of FAS 1@, supranote 17 at 6566 (deining continuing involvement

for disclosure purposes to include any right to receive cash flows or other benefits from
transferred assets and any arrangements to provide financial support or recourse).

214 See Financial Accounting Standards Boblelys Rele s ¢ASB fissues Statements 166 and

167 Pertaining to Securitizations and Special Purpose Bntitiés1 2 J oniine: FRSBO 9 )
<http://www.fasb.org/cs/ContentServer?c=FASBContent_C&pagename=FASB/FASBContent
_C/NewsPage&cid=1176156240834ASB News Release] (explaining that FAS 166 and 167
will require more information about transfers of financial assets, specifically in semuritizati
transactions and where companies have continuing exposure to the riskgedssath
transferred asset§ee also Emmonsupranote 4at 4 (explaining that the motivation behind

the creation of FAS 166 and 16 7reqwra greatero r e c o gn
disclosures through forcing firms to list all their assets and liabilities on their balance sheets,
including previous offalance sheet entities if they originated them or have any connection to
them).

FASB News Releassupranote 214.
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treatment® This analysis needs to consider whether an enterprise has a
controlling financial interestnd whether there is an implicit financial

responsibility tied to the SPE.The implicit responsibility mandate is

likely a response to the implicit agreements between sponsors and
investors, many of which resulted in sponsors bailing out their distressed
SPEs. The treatment of VIEs still focuses on the control and residual
income and liability aspects, but it applies this qualitative approach.

Speci fically, it Il ooks at whether
the power to direct significantatters of the VIE and the right to receive
significant benefits or the oblig

VI E6s ctivity.

These rules effectively address the two major problems with the
accounting of ofbalance sheet entities that surfadrring the Great
Recession. The elimination of QSPEs closes the opportunity for firms to
retain residual interests in their bHlance sheet entities without
appropriately accounting for the risk. Additionally, firms can no longer
obtain offbalance sle¢ treatment without engaging in a rigorous analysis.
Seconty, the qualitative approach to determine the real beneficiaries of
SPEs and the new requirement for sponsors to disclose all originated
assets, liabilities and continuing interests will efféctoeal with the
implicit guarantees between sponsors and their SPE investors before the
crisis. Indeed, FAS 166 and 167 forced commercial banks to consolidate
approximately $437 billion of loans and nearly all ABCP in their first
year®

In additonto FASBb6s changes i n tDoddraakc c o
Act® has many implications for securitization and the ABCP nsaRat
large banks and othémstitutions deemed systemically important to the
financial systenby the Financial Stability Oversight Coili¢ section

26 Sedbid

27 Committee on Capital Marketsypranote 209t 18788.

2% Ibidat 188.

29 US, Board of Governors of the Federal Reserve SyBeport to Congress on Risk Retention
(2010),0nline: Federal Reserviettp://federalreserve.gov/boarddocptcongress/securitization
[riskretention.pdf at 6869.

220 Doddrrank Wall Street Reform and Consumer Protettibth Axing.2010, Pub L No 11203,

§ 941(b) 124 Stat 1376t 18892010) Podd-rank Adt

2L Sedbid s 111 ¢reates the Financiala®ility Oversight Coungilibid s112 (grants the Counti
broad rulemaking authority;ti al so establishes the Council
economic instability and shielding taxpayers from liability for losses sustained at interconnected
ingtitutions).
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165 prescribes prudential standafds risk management and capital
requirements$® This section requires the inclusion of{mdfance sheet

activities in computing capital requiremedtsThe def i nikti on ¢
bal ance sheet habDoddirank Actiexsx @ | uaidtelry ti n
standby letters of credit, repos, interest rate swaps and credit swaps, among

o t h &4nsconjunction with the new accounting standards, this resulted

in the consolidation of most ABCP programs, effectively elimgnati

sponsors6 abilities to avoid capital
and SIV$®* These requirements aim to bett
requirements with the &®ctual risk of

Further, the Basel Committee on Banking Supervisecently
revised their capital rules with the introduction of Basel Ill. The new Basel
Il framework is consistent with ti@odd-rank Acaind aims to improve
the quality and quantity of regulatory capital in an effort to help banks
absorb losses during & of economic stred5.Specifically, Basel 1lI
increases the previous capital ratio from 4 to 6 percent and incorporates
more offoalance sheet assets in calculating the leveragé&ratio.

VIIl. CONCLUSION

It is widely accepted that problems throughout the isieation
pipeline contributed to the financial crigi$Off-balance sheet SPEs were
the mechanism that allowed the expansion of securitization and the ABCP

222 Adrian, supranote 176 ( [fjhe prudential standards are to be established by the Board of
Governors of the Federal Reserve, and have to include {iagesk capital requirements and
leverage limits, (ii) liquidity requirements, (iii) oleriesk management requirements, (iv)
resolution plans and credit exposure report requiresnant (v) concentration limast 4).

223 |bid.

24 bid

225 |pidat 5 (noting the requirement for sponsors to consolidate the loans or securities of its SPEs
onto its balance sheet when providing a liquidity line, thereby creating greater capital reserves
and increasing rigletention).

26 bid

227 sedUS, Regulatory Capital Rules: Regulatory Capital, Implementation of Basel Ill, Minimum Regulatory
Capital Ratipgapital Adequacy, Transition Provisions, and PrompiACuore¢iveffjHR Rep
No 111517, S Rep No 11176) online: Federal Reserve
<http://lwww.federalreserve.gov/aboutthefed/boardmeetingsirésed_leverage_capital_
requirements_FR_final_draf0120607.pdf at10-15.

28 |pidat 1720.

FSOG Macroeconomic Effextpranote 166( fefcusitization is an important source of credit

formation to the economy, but certain risks of securitization contributed to the financal crisi

and macroeconomiinstabilitp at 2.
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markets. And, behind the SPEs, were the accounting regulations that laid
the groundwork for the alse of SPEs. Thus, one contributing cause of
the moral hazard problems and information asymmetries that flowed
through the securitization pipeline and abseked commercial paper
mar ket stemmed from FASBG6s poor a

FASBO&s r wappropriattly dcconnbfor the potential abuses
arising from the ease of creating QSPEs and obtainihglarite sheet
treatment. Additionally, FASB failed torrectly measure the risks to
firms engaging in securitizatibyg not accounting fomplicit guarantees
andsponsor s 6 resaltakinterest®imther SPERnsequently,
the offbalance sheet treatment of SPEs facilitated poor origination
models, packaging of risky receivables into highly rated treaxches| as
credit r a tracentg theabgtom, amndebanéis circumvamtof
capital requirementsall of whichpersisted througiut the economy.
Thus, SPEs contributed tte multifaceted problem that resulted in
corporations and investors losing trillions of dollars, along withfétiig
in the United Statesdé financi al m

The accounting for offalance sheet transactions was not the only
problem in the shadobanking systeii® Additionally, FASB is not the
only actor to blame for the abuse of SPBdowever, if FASB enacted
FAS 166 and FAS 167 several years before the Great Recession, it woul
have prevented a great deal of harm that resulted from the loopholes in
this poorly understood area of accounting forbafince sheet
transactions.

The future of SPEand offbalancesheet treatmenemainsuncertain
However, the new accounting standards and rules undé&oaiterank
Actcreate large barriers for sponsors to obtaipatdihce sheet treatment.
These new changes effectively address the problems that SPEs creat
during the Great Recession. Some have questioned these changes fo
eliminating the lending benefits of securitizat@rHowever, to create

20 sSee e.g. Lynn A. StodiDerivatives and the Legal Origin of the 2008 Credit @r{8i811)1
Harv Bus LRev 1 (2011} (blaming the financial crisis on t@®mmodities Futures Modernization
Act of 2000and the resulting widespreapeculativetrading of overhecounter financial
derivatives).

21 See note 158 and accompanying text.

%32 see e.gWendy Milling, iwhy FAS 166 and 167 Rules are WrbiRpal Clear Markgfs3
October 2011)online:Real Clear Markethttp://www.realclearrarkets.com/articles/2011/
10/18/why_fas_166_and_167_rules_are_wrong_99315*htBde also FSOCMacroeconomic
Effectssupranote 166at 30 (acknowledging that securitization provides an important source of
credit formation, capital, and is a source fongdito manage their risks, but noting the inherent
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better functioning markets, appropriate regulation of financial institutions
and increased transparency is a necesg&ry ev
The use of SPEmsexpanded into the public forum, providing
different potential disclosure issues and abusive situZfiovisile the
accounting has changed to better reflect the problems associated with
SPEs leading up to the Great Recession, @aapmew avenues may open
for the misuse of these entities. Moving forward, regulators must attempt
to foresee firmsd next opportunistic
to prevent the potential negative externalities.

risks of misaligned incentives, and lack of transparency and disclosure in the securitization

process).
%3 SeeRobertH.Herili st ory Doesndt Repe adFronttine &lodghts Peopl e |
and Observations on Creating a Sounder Financial Systeri Nat i on al Press Cl ut

delivered 26 Jurz009),online: FASB<http://www.fasb.org/cs/BlobServer?blobcol=urldata&
blobtable=MungoBlobs&blobkey=id&blobwhere=1175819182530&blobheader=application%?2
Fpd> at 89.
In modern times, the proper operation of capitalism depends on the
appropriate regulation of institutions, of financial products, and of market
participants and on the existence of infrastructures that support transparency
and the smooth functiing of markets. Far from constraining markets and
capitalism, these are essential elements in its effective operation and in public
trust in the system.
234 gSee Steven L. Schwarifhe Use and Abuse of Speélatpose Entities in Public Finadce
(2012)97:2 Minn L Rev369 (discussing potential transparency, monitoring, constitutional and
democratic abuses that could result from the increased use of SPEs in public finance).



Fair is Fair: Fair Dealing, Derivate
Rights and the Internet

STEVEN O HE ANY

|. INTRODUCTION

C OPYRIGHT LAW IS AN IMPORTANT PART OF THECANADIAN LEGAL
systemdesigned to encourage creativity by rewarding those who
create original works. However, copyright law that grants creators too
much ontrol over the derivative uses of their works can have the opposite
effect of stymieing creativity. As a result, the United States and Canada
codified fair use and fair dealing exceptions respectively. These exception
allow for the limited use of copywtgd materialWwithout permission or
payment. Bt with new technologies come new challenges. The fair
dealing exception to copyright law has become outdated because of twc
factors: the impact that the internet has had on Canadian cudingiehe
decision 6 CCH Canadian v Law Society of Upper E&n@ai, where

the Supreme Court of Canada held that fair dealing should not be
interpreted restrictively.

The 2009 National Consultation on Copyright Policy determined that
the fair dealing exception requirethending? The question has become
whether these amendments should be rigid in nature or whether they
should allow for a broad and liberal approach to fair dealing. The federal
government, in the form of Bill{€1; adopted the former approach. This
paper,h owever, wi || argue that the i

B.A. (Hons.)(University of Toronto), J.D. (University of Manitoba).
! 2004 SCC13, [2004] 1 SCR 33€[CH].
2 Mi chael Gei st, ACopyrightf oCronRerheoHaltTamedd Pr o)
Novembe2009) online: Michael Geist <http://www.michaelgeist.ca/content/view/4543/
159/ > [ Geist, ACopyright Consultationo].
3 An Actto Amend the Copyright PsttSess, 41Barl, 2011(assented t89 June 2012nowtitled
Copyright Modernization 8€t2012, ¢ 2{Bill C-11].
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broad and liberal method based on judicial discretion, is best suited for
the changing landscape of Canadian society. In order to be effective, the
six factors of th&€CH test for fair dealip should be amended. Only
through this process will the fair dealing exception survive the ever
evolving nature of technology.

Il. WHAT ISCOPYRIGHT?

Copyrightis an exclusive set of rights provided to creators gihati
works. As set forth in secti@(il) d the Copyright Act

fifcopyrighto means the sole right to producd
any substantial part thereof in any material form whatever, to perform

the work or any substantial part thereof in public or, if the work is

unpublished, to publisthe work or any substantial part theréof.

According to Lawrence Lessig, copyright and other forms of
intellectual property rights provide a skatectioned monopoly to the
producers of original works in exchange for their production of the
works® Thus,the law of copyright is designed to stimulate the marketplace
of ideas by allowing creators of original works to profit from their
creationsL essi gos statement , whil e somew
helpful in understanding copyrighf\s argued by MarHelprin, it is
meaningless to label copyright as a monopoly, as praspeakmnagt is
Aino more a monopoly than the monopol
or the monopoly anyone enjoys in regard to his property, or the monopoly
someone might havever the sale of a watermelon he grew in his
g ar o énrfactd exceptions to the law of copyright further erode the
accuracy of its comparison to a monopoly.

Although copyright law is designed to protect the interests of the
creators of original workstsiprimary goal is to promote the public
interest through increased creative output. Copyright does not grant
aut hors absolute ownership owvter thei
stimulate activity and progress in the arts for the intellectdaherent
of t he’lnelettdalipmpery protections that are too strong do not

RSC 1985, c @2, s 3(1)Jopyright Act

Lawrence Lessigpde Version ZNew York: Basic BookX)06) at 184 pp. 2[Lessig].

Mark Helprin,Di gi t al Bar bar i @ew York Hakfrer, 20@9y a6145 [INeprin]. f e st o
Pierre N. Leval, AToward a Fair Use Standardo (

N o o &
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necessarily promote progress and often have the reverse effect of stiflin
originality® As such, legislators have sought to balance the interests of
creators againstégh publ i cb6s interest in us
betterment of society. These interests include education, criticism and
research, among othérs.

In recent years, however, technological advancements have led to ¢
movement to increase user's rightsrelation to copyrighted works.
Although this movement is notably youthful, perhaps owing to the large
amount of free content on the internet that was once only available at a
pricel® it is gaining traction. To understand the proposed changes to
C a n a c¢apyight law, it is important to examine first the conflict
bet ween creatorsd derivative righ
works.

[1l. WHAT ARE DERIVATIVE RIGHTS?

A derivative right is the right granted to the creator of an original,
copyrightedvork to build upon that work. As set forth in section 101 of
the U.S.Copyright Act[ adgrivaive worlis a work based upon one or
more preexisting works, such as a translation, musical arrangement,
dramatization, fictionalization, motion picture sien, sound recording,
art reproduction, abridgment, condensation, or any other form in which a
work may be recast, transformed, or adagted

Unlike its American counterpart, Canadian copyright law does not
have a distinct fi ¥ althoughanoti defimed wmo r k
Canadian legislation, the principle is set forth in section 3(1) of the
Copyright Act

6 c o0 p Y. r.maamghedsole right

(a)to produce, reproduce, perform or publish any translation of the
work,

Lessigsupranote5 at 184.

° Scott Mo nk man, ACorporate Erosi on of Fair
Sharingdo (2006) 6 Asper Rev I ntél Bus & Tr act

1 Helprin, supraote 6 at 213.

™ Copyright Act7 USC, § 101 (1976) [US Copyright Act].

2 BobTamntino, fACanadian Copyri ght anEhterRiementv at i

& Media Law Signgll September 2010), online: Entertainment Media Law Signal

http://www.entertainmentmedialawsignal.com/2010/09/
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(b)in the case of a dramatic wptk convert it into a novel or other
non-dramatic work,

(c)in the case of a novel or other minamatic work, or of an artistic
work, to convert it into a dramatic work, by way of performance in
public or otherwise,

(d)in the case of a literary, drangadr musical work, to make any sound
recording, cinematograph film or other contrivance by means of which
the work may be mechanically reproduced or performed,

(e)in the case of any literary, dramatic, musical or artistic work, to
reproduce, adapt and plidly present the work as a cinematographic
work,

(Nin the case of any literary, dramatic, musical or artistic work, to
communicate the work to the public by telecommunication,

(g)to present at a public exhibition, for a purpose other than sale or
hire, an artistic work created after June 7, 1988, other than a map, chart
or plan,

(h)in the case of a computer program that can be reproduced in the
ordinary course of its use, other than by a reproduction during its
execution in conjunction with a machirggvice or computer, to rent
out the computer program, and

(i) in the case of a musical work, to rent out a sound recording in which
the work is embodied,

and to authorize any such agts

Historically, American courts have granted derivative rights in
different ways according to the medium of the work. For example, authors
have a derivative right to adapt their novels into films. Composers,
however, once they authorize someone to record their songs, lose the right
to prevent anyone from recording that saoregsf the woulde recorder
follows certain procedures and pays a specifie rate.

Although it is a good idea in principle to grant creators of original
works the derivative rights over those works, it can lead to a loss of
additional creative output. Bir virtually all intellectual creative activity is

3 Copyright Actupranote 4, s 3(1).
14 Lessigsupranote5 at 229.
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in part derivativé? Consider the formation of a song: although the lyrics
may be original, the genre of music, the musical notes used and the tempc
have all evolved over centuries. Second, severaifandellectual activity

are inherently referential. Philosophy, history, science, and criticism all
rely on continuous rexamination of the original works of other
creators® Since almost all new creations borrow from existing works to
some degree, thaw of copyright has had to develop exceptions to protect
these new creations. In thenitbd States, this exceptionréderred to as
the Afair use doctrine. o

V. EXPLAINING THE FAIR USEDOCTRINE

6 Fai ris thesriglit to use copyrighted material without the
permission of the creator or owner of that matéfidlhe fair use
exception to the law of copyrightis American concefts purpose is to

PN

counterbal ance creatorsd derivat.i
intellectual creativit}® This exceptin waseventually incorporated into
the Copyright Aof 1976%° Section 10 of theU.S.Copyright Astates

the fair use of a copyrighted work, including such use by reproduction in
copies or phonorecords or by any other means specified by that section,
for purposes such as criticism, comment, news reporting, teaching
(including multiple copies for classroom use), scholarship, or research, is
not an infringement of copyright. In determining whether the use made
of a work in any particular case is ada# the factors to be considered
shall included

(1) the purpose and character of the use, including whether such use is
of a commercial nature or is for nprofit educational purposes;

(2) the nature of the copyrighted work;

(3) the amount and substaadity of the portion used in relation to the
copyrighted work as a whole; and

5 Levalsupraote7 at 1109.

% bid

1 Lessigsupranote5 at 184.
Leval supranote 7 at 1109.
¥ Ibidat 1106.

18
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(4) the effect of the use upon the potential market for or value of the
copyrighted work.

The fact that a work is unpublished shall not itself bar a finding of fair
use if suchifiding is made upon consideration of all the above fattors.

While copyright provides an exception to the sole use rights of the
owner, it is not an exception to copyright law generally. Fair use laws
facilitate increased creative output, which is theamgimbjective of the
law of copyright: | t should be noted that the
the examples, i.e., criticism, comment, news reporting, teaching,
scholarship and research, into a suggestive, rather than exhaustive, list.
Thus, the doctrine iable to expand based on judicial discretion. Unlike
the Canadian approach, the American approach is primarily concerned
with fairness; it proceeds directly to the fairness assessment without first
considering whether the use of the copyrighted work iftinvthe list
enumerated in section 107of the UGpyright A& To understand fair
use fully, it is important to examine the four factors used to determine
whether the use of any work qualifies as fair.

4. The Purpose and Character of the Use

The purposeand character of the use relate to the objective of
copyright law, namely, the stimulation of creativity. This goal is often met
if the new work is transformative of
be productive and must employ the quoted matter different manner
or for a different purpose from the origin& Transformative uses
include, but are not limited to, criticism, proving a fact, summarizing ideas
in order to defend or rebut them, parody, and symbdfisdemmercial
purposes are not ar@ a finding of fair use; however, the tendency is to
weigh in favour of the creator or owner of the original copyrighted work
in an action for copyright infringemefit.

20 US Copyright Astipranote11 at s 107.
2L Levalsupraote7 at 1110.
22 gociety of Compegarthors, and Musical Publishers of Canada v BelRGChn&1aC 36 at 26

[SOCAN.

2 |evalsupraiote 7at 1111.

2 bid

% Giuseppina DbébAgostino, fAHealing Fair Dealing? A
Fair Dealing to U.K. Fair Dealinghal U. S. Fair Useo (2008) 53 Mc

[ D6Agostino] (QL).
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5. The Nature of the Copyrighted Work

The nature of the copyrighted work concerns tlageption of the
expectations of the creators or owners of original, copyrighted works.
Factors to consider include whether the work is published or unpublished,
and whether the work was intended for commercial distribution or private
communication$® Privdae communications and unpublished works
favour a finding of fair use. Conversely, substantial creativity in the
original work tends to support a finding against faifuse.

6. The Amount and Substantiality of the Portion Used in Relation

to the Copyrighted Wk as a Whole

The amount and substantiality of the portion used is a relative
measure that operates on a sliding scale. As the importance of the
borrowed material increases, the likelihood that the derivative work will
come under the fause exception dexase# Although the factor refers
first to the amount of the original work taken, this is secondary compared
to the importance of what is taken. This is because the length of original
works can differ greatly. If an original work is brief, any quotatian
constitute a large part of %t.Conversely, if an original work were
extremely lengthy, a quote of similar length would only constitute a small
part of it. Thus, the courts are more concerned with the relative
importance of the appropriated work.

7. The Bfect of the Use Upon the Potential Market for Value of the

Copyrighted Work

The United States Supreme Court has designated the effect of the use
upon the potential market for, or value of, the copyrighted work to be the
most important element of the fairse doctriné® If the use of the
copyrighted work harms the origin
be less likely to find that the use was*faftlowever, the fact that the use
of the copyrighted work does not harm the market for the originéal wo
does not guarantee that it will qualify under the fair use doétrine.

% Levalsupranote7 at 1122.

27 D6 Ag o suprmate®5at 347.

% Levalsupraiote 7 at 1122.

2 bid

% D6 Ag o suprinateo25at 348.

% SeeHarpe & Row v Nation Enterprié8s US 539 at 566, 195 S Ct 2218 (198&)rper & Ral.
%2 Levalsupranote7 at 1124.
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Additionally, not every form of potential market loss makes a finding of
fair use less likely. An unfavourable book review, which includes quotes
from the original material, may impai t he bookdés potenti
this would not be a relevant factor under this inqtfiry.

A work that uses copyrighted material will therefore be more likely to
qualify under the fair use exception if it: is transformative, based on
unpublished materiajoes not substantially infringe on the original work
and does not impair the copyrighted materials potential market.
Conversely, a work that substantially repeats published copyrighted
material while competing in the same market will be unlikely toyqtaalif
protection under the fair use exception.

V. FAIR USE INCANADA i THE CONCEPT OFFAIR DEALING

Canada has not adopted the American fair use doctrine exception.
Rather, following the lead of the UK, Canada has enacted the fair dealing

exceptiontothelawf copyri ght . Fair dealing
to reproduce a substantial amount of copyrighted work without
permission from, or p a y*m@anatia fitsto , t he

introduced fair dealing in 1921, when the Canadian government adopted
section 2(1) of th€opyright Ad911 (UK)® This exception has been
amended three times sin€@he fair dealing excepti@urrentlystates

29. Fair dealing for the purpose of research or private study does not
infringe copyright.

29.1Fair dealing fothe purpose of criticism or review does not infringe
copyright if the following are mentioned:

(a) the source; and
(b) if given in the source, the name of the

(i) author, in the case of a work,

% |bidat 1125.

34 Canadian Association of Usiw s i t y Te ac h elntalectuafi Frapérty Adisorg No 3 g o
(December 2008) at 1, online: CAUT <http://www.caat [CAUT].

%1911 (UK), c 46.

% D6 Ag o suprmnate25 at 318.
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(ii) performer, i nfotmhnee, case of a
(iif) maker, in tle case of a sound recording, or
(iv) broadcaster, in the case of a communication signal.

29.2 Fair dealing for the purpose of news reporting does not infringe
copyright if the following are mentioned:

(a) the source; and

(b) if given in the source, the name of the
(i) author, in the case of a work,
(ii) performer, in the case of a
(iif) maker, in the case of a sound recording, or

(iv) broadcaster, in the case of a communication signal.

Much like fair use, fair dealing counterbalances the rights of creators
of original works with the interests of the public at large. Indeed, fair
dealingiadvance][ s|] the gener al di ffus
publ i c 3%iandtiemeedsdt becausmovation is often based on
existing copyrighted worKs.

There are notable differences between fair use and fair dealing. As
explained earlier, a finding of fair use depends on a balancing of the four
factors found in section 107 of the UGopyright A% However, to rely
on the fair dealing provision, a defendant must prove that: (1) the work
that allegedly infringed a copyrighted work fit within one of the
enumerated grounds.e, research or private study, criticism or review,
and news reporting; X2he action was fair; and (3) that, in relation to
criticism or review and news reporting, there was acknowledgement of the

87 Copyright Acupranote 4, ss 299.2.
% D6 Ag o suprinateo25 at 312.

® See e.g., Mark Fassen, fAAmending Fair Deal:i
Fai r @8)&mdsdr Rev Legal Soc 71 (WL) [Fassen] at 74, citing Alex Cameron & Robert
Tomkowi cz, AfCompetition Policy and Canadabo:

McGill LJ 291 at 53.
40 US Copyright Actsupranote 11, s 107.
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source'! Additionally, unlike fair use, the fair dealing exceptions found in
sections 2929.2 of theCopyright Aare exhaustiveather than suggestive.
This has led to the criticism that fair dealing is weak and overly
restrictivé’> The conflict between the importance of the fair dealing
exception and its apparently restrictive nature came to a head in the
Supreme Court of Canadadision of CCH Canadian Ltd v Law Society of
Upper Canada

CCH Canadian Ltd v Law Society of Upper Canada

In CCH, the defendant had photocopied copyrighted materials. The
issue was whether the photocopying fell within the meaning of research.
The Law Soety of Upper Canada maintained and operated the Great
Library at Osgoode Hall in Toronto, which contained sseifice
photocopiers for use by its patréh€CH Canadian Ltd., along with
Thomson Canada Ltd. and Canada Law Book Inc., commenced copyright
infringement actions against the Law Society due to reproductions that
were made of their law reports and other matérials.

In finding that the Law Society did not infringe copyright, the
Supreme Court expanded the research exception under section 29 of the
Copyright Act The Cour't unani mously hel d

t

a |l arge and I iberal interpretation

not unduly constraine. Thus, research was not limited to non

commerci al acti vi tch ferghe puppast of advisingu d e d

clients, giving opinions, arguing cases, |[gmeparing briefs and
factums¥’The Court also expanded upon
the context of fair dealing. This decision enumerated six factors that could
providea useful analytical framework to govern determinations of fairness
in future case¥. These factors are similar to those in the American fair
use determination.

In 2012, the SCC expanded the scope of these factors, affirming the
CCH approach to fair dealy in the twin decisionSociety of Composers,

“ D6 Ag o suprmnoten at 319.

42 |bidat 309.

4 CCH, supranotel.
4 |bidat 1.

% Ibidat 2.

4 |bidat 51.

47 |bid

“  |bidat 53.

w h

r
[
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Authors and Music Publishers of Canada (SOCAN) v Belhmhabdata
(Education) v Canadian Copyright Licencing Agency (Agteps ATopyri
issue iNSOCANwas whether musical previews on commerciafniet
sites constitut e dCopyfigatiAttThd enanimousg 0
court held that the 30 to 90 se
reasonably necessary in helping consumers decided what to purchase. |
Alberta(Education)he court consided whether the photocopying of
materials by teachers for student
exception. In the B decisionthe majority heldhat photocopying short
sections of copyrighted textbooks for student use did constitute fair
dealing.

lii.  The Purpose of the Dealing

The purpose of the dealing will be fair if it is one of the allowable
purposes under sections-Z®2 of the Copyright AcfThese include
research, private study, criticism or review, and news reporting. These
purposes shuld not be given a restrictive interpretation as this could
result in unwarrant etinthe201260CAN i o n
decision, the court refassd t o narrow the aheéf i n
affirmed the generous interpretation laid dowi€i@N. Furthermore, the
Alberta(Educationjecision gave a widetérmpretation to the concept of
6privateTlhd udydr t held that it he
should not be understood as requiring users to view copyrighted works in
splendidisa@d t i % n. o

iv.  The Character of the Dealing

To assess the character of the dealing, courts should examine how the
works were dealt wiffh. If multiple copies of the works are being
distributed it will tend to be unfaif. Conversely, single copies of works
used fo specific purposes may lead to a determination that the use of the
copyrighted work is permitted under the fair dealing exceistibhis

4 SOCANsupraiote 22.

%0 2012 SCC 37A4lberta (Educatiof)

1 SOCANsupraiote22at 1.

%2 CCH, supranote 1 at 54.

% Alberta (Educatjpsupranote 50 at 27.
% CCH, supraote 1 at 55.

®  Ibid

% |bid
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factor was central in the 202berta(Educatigrdecision The majority
characterized the copying for the purpofes@ st udent 6s pri vae
thus falling under the exception. However, the dissent characterized the
copying as part of an organized program of instruction rendering it
outside the exception and unfaRot hst ei n J argued, f
O6pr i vdaytbe csathnot have been intended t
hundreds, or thousands of copies are made in a school, school district or
across a province as part %f an orga

v. The Amount of the Dealing
The quantity of the workaken will not be determinative of fairness,
but it can help in the determinatichAMuch like the third factor of the
American fair use determination, the courts are more concerned with the
importance of the copyrighted material used than the quantity. This
approach was confirmed i8OCAN where the court held that the
6 amount éGuldba assessed bg Ibhoking at how each dealing occurs
at an individual |l eVel , not on the a

vi. Alternatives to the Dealing

Al f t he copyrighted equivaleminthe work that could have
been used instead of the copyrighted work, this should be considered by
t he & dnuAlbertathe majority found that having the Board buy
sufficient copies of every text, magazine, and newspaper relied on by a
teacher forevery student was a fhfde®™onstr a
However, the dissent h el eqopyrighteche f ac
alternatives to the dealing does not automatically render the dealing
faftr. o

vii.  The Nature of the Work
This factor concerns the toae of the original qoyrighted work
whi ch e xwhether ntlee sworkfi is one which should be widely
di s s e m® Ihtketwerk in question was confidential, it may favour a

5 Alberta (Educatipsiipranote 50 at 48.
% CCH, supraote 1 at 56.

% SOCANsupraiote 22 a#i2.

8 CCH, supranote 1 af57.

1 Alberta(Education)supranote 50 aB2
62 |bidat 56

% SOCANsupraiote22 at 47.
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finding that the dealing was unféir.Although this factor is not
determinativeit should be considered.

viii.  The Effect of the Dealing on the Work

If the reproduced work is likely to compete with the market of the
original work, it may lead to a finding that the dealing is not*™fair.
Although this is an important factor, it is not the mimsportant factor
that the courts should considérTo establish fair dealing, a defendant
need not adduce evidence that every use of the provided material was
conducted fairly. Rather, the defendant may rely on his or her own
general practic® Thus, ifa third party uses the reproduced material in a
manner not intended by the defendant, it should not negatively affect the
defendant at this, or any, stagf the fair dealing analysis.

VI. CCHAND THE IMPORTANCE OFFAIR DEALING

The Supreme Court also expandedthe importance of fair dealing
within the context of Canadian <co
fair dealing exception is perhaps more properly understood as an integral
part of theCopyright Athan simply a defeng®® Additionally, the Court
sated that the fair de afiNeavagtheless, c e p
how should this be accomplished? According to the unanimous Court,
Ali]n order to mai nt ain t he pr ocg
copyright owner an dng]masenolsednteipretéde r e
restri®™hevqlgsdi on has thus becom
dealing be interpreted broadly while being subject to the exhaustive list of
exceptions found in sections -28.2 of the Copyright A%t Some
commentatos have taken this statement to mean that new exceptions can
and should be incorporated into tB®pyright At

8 CCH, supranote 1 af58.

%  Ibidat59.

% Ipid

¢ D6 Ag o suprinateod at 326.
8 CCH, supraote at 48.

% Ibid

°  Ibid

" SeeD Ag o stpiawte25at 338; Emir Aly Cr owndealifddinh a mme
Canada: a guide for |l awyers and judgeso, (

Practice 468 at 468, cited in Graham Reynol
Defence to Copyright Infrihnph2d3me2d4. i n Canadac
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C. National Consultation on Copyright Policy

The concept of fair dealing as enunciated by the Supreme Court in
CCH seems reasonable. It does @onfiowever, with the restrictively
worded fair dealing provisions in t@epyright Acivhich only includes a
limited number of categorical exceptiénds a result, oduly20, 2009,
the federal government, led by Industry Minister Tony Clement and
Canadan Heritage Minister James Mooimstituted the first national
public consultation on copyright policy in eight y&aFis consultation
was designed to gauge what reforms would, in the opinion of the average
Canadian, best foster innovation, creatiyitycompetition and
investment?

A previous consultation, conducted in 2001, generated approximately
700 responses, and was considered sucée$iI2009 consultation, on
t he ot her hand, was an unequi vocal
submissions, twgpacked town halls, nearly a dozen roundtables,
thousands of comments in an online discussion forum, and hundreds of

news arti@ s , bl og pos t°Tmegessubmissiord indludesie t s . ¢
maintaining the status quo, adopting fair use, adding additional
exeptions to the fair dealingbés exhat

aso to section 29 to make the exampl

D. BillC11

Bill C-11is a set of amendments to Bepyright Aproposed by the
federal government This bill covers a variety of issues, but the
amendments relevant fair dealingare found inclause21 which states
fiSection 29 of théctis replaced by the following:

29. Fair dealing for the purpose of research, private stddygation,
parody or satirdoes not infringe copyright [ e mphasi® in original]

? Michael Geist, fAMy Fair Copyright for Canada Pr
online: Michael Geist <http://www.michaelgeist.ca/content/view/2572/125/>.
" Geist, fACopyrisgptabteZonsul tationo,

™  Samuel Trosow AWhy Copyright Fair Dealing Needs Fl exi

March 2010) (QL) [Trosow].
“ Geist, fACopyrisgprabteLonsul tati onod,
5 bid
" Bill C11,supranote 3.
" lbid at cl 21.
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As clause 21 of Bill €1 indicates, in light ofCCH, the federal
government has proposed to add further exceptions to the exhaustive list
found in sections 229.2 of theCopyright AcThis appear® becontrary
to the Supr eme CCH that faid dealitgariust nobhfge i
interpreted restrictivelDoes Bill CL1 represent the best way to asidr
fair dealing going forward?

VIlI. EXPANDING FAIR DEALING OR ADOPTING FAIR USET
WHICH IS BEST FORCANADA?

At the most basic level, both fair dealing and fair use attempt to
accomplish the same goal iesopthelr mo
copyrighted works by allowing the public to use these works, without
permission, in appropriate circumstanéeMany submissions to the
National Consultation on Copyright Poliosgcommendgither expanding
the fair dealing exception or adopting the Wi&:trineof fair us€® What
is clear is thany changes to the lawouldreflect thechanging nature of
Canadiansociety; a society thatincreasingly usirgppyrighted materials
in interactive, creative and transformative Ways.

A. Adopting Fair Use

Unlike fair dealing, fair use is referred to as an -opem modef?
This is because the list of purposes providaben).S. Copyright Adcs
non-exhaustive. This allows American courts to expand the exception to
suit the eveevolving nature of business, technology and social prégtices.
Although any fair dealing must fit into at least one of sixlgtermined
categdes these are not defined in the Canadiapyright A% This was
evident in theCCHd eci si on, where the defi
issue. Thus, fair use has the advantage of judicial discretion over rigid,
poorly defined categorical exceptions.

Furthermore, fair dealing requires that when using copyrighted
material for the purposes of criticism, review, and news reporting, the

79
80

Fassersupranote 39.

See e.g. Alan ddper ASubmi ssion to Canadi an Copyighty r i gl
Consultatiori$5 September 20Q¥)nline:Canada<http://copyrightconsultation.gc.ca>.

Trosow supraiote 74.

Fassersupranote 39.

8 Ibid

8 Ibid
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source, and the name of the author, performer, broadcaster or maker must
be mentioned® This is not a requirement under tii@r use exception.

Although this requirement provides the copyright owner with greater

public exposure, a user who otherwise conformed to the fair dealing
requirements could be liable for copyright infringement due to a simple
omission.
Adopting fair usen Canada however, could have several drawbacks.

Fair use can lead to uncertainty amongst both copyright owners and users.
This uncertainty could lead to expensive litigdfioBven worse, this

uncertainty could | ead teamframtodakeh i
advantage of the fair use provision for fear of litigation. Far from

encouraging innovation and creativity, this would accomplish the

opposite. This uncertainty may also have an adverse effect on a large

number of contracts entered intotlween copyright holders and users of

their copyrighted works.

Adopting fair use would put Canada at odds with much of the

Commonwealth. Australia, the United Kingdom and New Zealand each
considered adopting a fair use approach, but all rejected it ur faivo

targeted reforms to fair dealifig’he reasons for these rejections included
international treaty compliance and the
interpretation that has served to provide American courts with

clarification and boundariés.

B. Expanding FaiDealing
Arguably, expanding fair dealing is necessary in order to ensure that
the exception will be effective in the face of modern economic, societal

and technological chanifeThere are two basic options for expanding fair

lack of lengthy judicial

dealing: theappewaekceptdi bheodofisuch
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i. The ANew Exceptionso Approac|

The federal government, in clause 21 of BilllChas adopted the
inew except i%Ths cappreaphp entils ddgislating new
exceptions for fair dealing, namely, education, dyaend satire. The
inflexible nature of the exceptions remains, but the list of allowable
purposes has been expantfethis rigid approach has a possible benefit;
it would address the wuncertainty
opponents of faiuse fear, by clarifying what dealings are considered fair.
However, due to the rapid nature of societal changes, the new exceptions
l ist risks being fApast i%*Isfacththist b
issue contributed to the need for the 200&tibhal Consultation on
Copyright Policy

i. The ASuch AsoO0 Approach

The isuch aso approach entail s
Aii ncludi ngo t cCopgright AcThes mvould ansfofm theh e
present exceptions into a suggestive list rather thaxhamustive ong.
Rather than being limited by the confines of the legislation, courts would
be able to create new exceptions
(2) conformed to the purposes of t®pyright Adbdy encouraging
creativity. This appach would make it similar to the American fair use
provision. The advantage to this approach is that it would be flexible
enough to adapt to societal changes as they™ afise. disadvantage,
however, would be that the possibility for uncertainty coaldl te the
same Achilling effecto as the f ai
effect on creativity and innovation.

ii. Would the ASuch A sgGhillinggffeetd a ¢ h
Opponents of the fAsuch aso appr

Achingl effecto in the marketpl ace
to take advantage of an uncertain exception which could possibly lead to
litigaton®*However, would the fAsuch aso

1 Bill C41,supranote 3, at cl 21

2 pid
% bid
% bid

% Fassersupranote 39.

% Glover & Sookmansupraiote 86.
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effectd any more BShhamppheadhnhewoelkd:
Supreme Court held i€CH, A[i]l]n order to maintai
bet ween the rights of a copyright
dealingf mustno be i nt er pr°linlighdof thig the Courc t i v e |
greatly e@dnded the Oresearchodé exception
financial profit. Additionally, in the cagroductions Avanti Giid€o Inc.

c. Favreathe Quebec Court of Appeal helffplarody normally involves

the humorous imitation of the work of anothariter, often exaggerated,

for purposes of criticism or commefParody is now included as one of

the enumerated exceptions undect®n29. However, th€CH decision

seems to recommend judicial discretion in the expansion of the fair
dealing exceptig not in the number of enumerated purposes, but in the

scope. This broad and liberal approach to the exhaustive exceptions could,
therefor e, |l ead to the same | evel 0 |
approach.

VIIl. WHICH APPROACHBESTSUITS CANADA?

Theapr oach that best suits Canada
expanding fair dealing. Fair use is an American concept, developed over
150 years of judicial interpretation. As previously debated in Australia,
New Zealand, and the United Kingdom, adopting thigtrine into
Canada may lead to unpredictable applications. Additionally, the fair use
doctrine does not require proper sourcing. Sourcing can lead interested
parties to the original copyrighted work, thereby increasing its potential
market,and isnot sanething that should be abandoned.

The finew exceptionso approach advo
is inflexible and thus not in the best interest of CanadiBashnological
and societal advancements can quickly limit its effectiveness. Furthermore,
it is not in line with theCCH decision, which held that the fair dealing
provision should not be interpreted restrictively, but in a broad and liberal
manner.

This |l eaves the Asuch asod approach
discretion in the face of setal progress as it is technologically netitral.
Many of those who made submissions to the National Consultation on

9 CCH, supranote 1 at 48.
% Pproductions Avanti Giftio Inc. c. Feay(1999) 177 DLR (4th) 5681 CPR (4th) 12t 12.
% Fassersupranote 39
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Copyright Policy also favoured®.This approach, coupled with the
sourcing requirement, could lead to a larger potential market for
copyighted materials. As discussed above, this approach would lead to no
more uncertainty than the finew eX
for uncertainty is present in each. Finally, judicial discretion would not be
absolute, as any court would firseddo find that the fair dealing was in
fact Afairo by applyi@QH thbesizgut
approach, therefore, provides the most flexibility while ensuring that a
minimal amount of marketplace confusion would arise. It may also have
the benefit of avoiding problems relating to treaty obligations.

IX. FAIR DEALING AND THE INTERNET

Technology is ever evolving and with new advancements, the issue o
copyright infringement becomes more difficult to interpret and addtess.
Prior to the digitahge, large scale copying of materials was costly, difficult
and often resulted in quality degradation. Now, however, digital copies are
nearly identical to the original source and can be transmitted in a cost
efficient mannet® Consumers who believed thhey could do whatever
they wanted with content that they had purchased could disseminate it on
the internet® The widespread popularity of the internet has led to
confusion concerning the law odpyright,as evidenced in the Supreme
Court of Canada desion Robertson v Thompson*€orp.

Robertson v Thompson @ap.concerned with whether newspaper
publishers were entitled to republish freelance articles in electronic
databases without consent or compensatidrhe Court recognized that
advancements in wmwguter technology had significantly altered the
newspaper industry. Databases that were once kept indileger
Aimorgueso are now be tige Chuet peld thatn o
the transfer of articles from their newspaper format to Info Glob&®nli

100

See e.gKatherine Chiangdt Sub mi ssi on to Canadi an Qopyight i g h't
Consultatiori$5 September 20Q9)nline:Canada<http://copyrightconsultatiorgc.ca>.

1 Monkman,supraiote8 at 4.
102 bid

13 |essigsupranote5 at 173.
104 2006 SCC 43Robertspn
105 |pidat 1.

1% bidat 9.
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(the online database) was no mere conversion of the newspaper from the

print realm to the electronic worlff. This was because the online
database compiled individual articles and presented them outside of the
context of the original newspaper. Thissihe Cour t 6s opi ni on
creation of a new collective work, not just a reproduction of an existing
collective work?® Newspaper publishers do not have the right to
reproduce the work of freelance authors outside of their collectiveiworks

the newspgers themselves.

X. FACTORS INDETERMINING FAIR DEALING: REVISITED

Much like the current fair dealing exception, several of the six factors
enumerated irCCH for determining whether or not a dealing is fair have
become less relevant in the face of rapid t#opital change. As such,
courts will need to refine these factors going forward. The following
proposed changes are based on the assumption that Canada will

eventually adopt the Asuch asodo appr ¢
proposed changes are bakedvily on the copyright law of the United
Stat es, and not the copyright | aws

This is because the U.S. fair use doctrine provides the most flexible
framework for uses of copyrighted works. Australia, New Zealand, and the
United Kingdom, on the other hand, all follow the exhaustive, and
therefore restrictive, fair dealing approdth.

1. The Purpose of the Dealing

Currently, the purpose of the dealing will be fair if it is one of the
allowable purposes under section29 ofthe Copyright At Under
the broader fisuch asd approach, how
fair under a wider range of purposes. Although the purpose of the dealing
will still be an important consideration, rather than determining if the
dealing fitswithin one of the enumerated purposes, courts should
consider whether the purpose of the dealing is one that furthers the aims
of copyright law, for example, by stimulating progress for the intellectual
enrichment of the publit® As such, it would be wige integrate the

197 Ibidat 10.

1% Robertson, supoie 104at47.

19 Glover & Sookmansupranote 86 at 30.
10 Copyright Actupranote 4 at ss 289.2.
11 Levalsupranote7 at 1107.
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American concept of transformation. A fair purpose would therefore be
met if the new work is transformative of the copyrighted material. As
noted earlier, A[t] he use must be
matter in a different marer or for a different purpose from the
original & This approach would allow for the flexibility recommended in
CCH.

2. The Nature of the Work

This factor concerns the nature of the original copyrighted work. The
court in CCH was concerned primarily with cal@ntiality. Technological
advancements, however, have led to a new concern. In recent years
Adigital l ocksodo or Aitechnol ogi cal
popularity. These locks are designed to prevent users from improperly
using copyrighted matals. In response to this trend, new technologies
have emerged to circumvent these locks, which have become a seriou
concern of the federal government. Clause 47 of the proposediBill C
would amend section #1 of the Copyright Aty a ddo pegsa |

shall . . . circumvent a technological protection measure within the
meaning of paragraph (a) of t he
measur eo i fIfshis provisionnbecdnies part of the law of

copyright in Canada, whether the persoreating the dealing
circumvented any itechnol ogi cal
considered under this factor to determine if the dealing was fair.

|t i s stil |l possible that al |
protecti on me as uigheisfringerhent. Ifptmisevere mot C
occur, it would severely restrict the availability of these works for fair
dealings, and, in turn, stymie the purpose of copyright law itself by
limiting creativity. Thus, the importance of not circumventing
Atechrnolpmprgdatceacti on measur éede Wode
factor may be severely diminished in the near futturs. important
howevernot to become too fixated on the particulars of technologies, as
copyright laws should be technologically nestraletechnologyspecific
provisionscan becomeutdated™ If anything, this example accurately

12 |bidat 1111,

13 currently, section 41 of th@opyright Adeals with the limétion period for civil reméesnot
protection measures.

14 Bjll C411,supranote 3 at cl 47.

M5 Trosowsupranote 74.
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portrays the difficulties of applying rigid factors in the face of rapid
technological change.

3. The Character of the Dealing

Presently, the distribution of multiple cepiof the new work will
tend to lead to the determination that the dealing was unfair. In the
internet age, however, it is possible to create one copy of a work and have
it viewed, and downloaded, by millions of people. As such, this factor is
not an impotant consideration when considering dealings posted to the
internet. Notably, section 107 in the UGpyright A¢tdoes not include
a consideration of the number of copies produced when determining
whether a work qualifies under the fair use exception.

4. The Clean Hands Requirement

Although it is not found in section 107 of the UGSopyright Act
several American courts have considered whether the alleged infringer of a
copyrighted work demonstrated good f&itihis factor could be highly
relevant in a a&se that is currently proceeding through the American
judicial system. In 2008, artist Shepard Fairey used a photograph,
copyrighted by the Associated Press
image of President Barack Obafidhis image led to sales of hueds
of thousands of posters and sticRErsThe Associated Press began
litigation for copyright infringement against Fairey in early 2009.
Although the poster in question is highly transformative of the
copyrighted photograph, a finding of fair use hasrbecincreasingly
unl i kely due to Faireyds handling of
emptive lawsuit against the Associated Press, Fairey claimed that his poster
was based on a photograph of Obama seated next to actor George
Clooney*?* After Fairey fad his lawsuit, however, he admitted that he

16 US Copyright Actupranote11at s 107.

7 Robert B. Standler, fFai ryrigitsidringerheat inBhe 8Ade for W
Dr . Robert B. St a d3eptembes 2009 rolf ierses:i olra.l Robmerpta gR.
professional homepage < http://www.rbs2.com/unfair.pdf> aH&rper& Row supranote 31
at 561;Nunez v Caribbean Intern News236r§, 3d 18, 281 Cir 2000).

1 AAP Sues For Copyright | nf r ForgesghEabruary®®9)Ob ama 6|
online: Fox News <http://www.foxnews.com/paif2009/02/04/apsuesopyrighinfringe

mentobamahopeposters/>.
19 bid
120 |bid
L Larry Neumelser , ANY Judge Urges Set tAsscaecdPri@3 n Obama

May 2010) onlineNew York Posthttp://www.nypost.com/p/news/local/ny_judge_urges
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submitted false images and deleted other images in order to conceal his
actions'?

The term 6fair dealingd i mplies
Users should not be permitted to rely on the fair dgadixception if they
themselves have not acted fairly. Any dishonesty on the part of the person
using copyrighted materials, designed to hide intentions or sources,
should be a bar to a finding of fair dealing, and this factor should be
considered in anyir dealing examination.

XI. CONCLUSION

It is clear that the current copyright law in Canada has become
outdated due to recent technological advancements; this is especially true
of the fair dealing exception. Although the amendments in Bil C
greatly expahthis exception, as evidenced by the previous case study, a
more flexible approach is prefera
approach instead of adopting fair use or Bl €6 s Afnew e X
approach. 6 Not only woul dor joudici@d i s
flexibility in the face of technological change, but it would conform to the
holding in CCH that fair dealing should not be interpreted restrictively,
and would no more | ead to a dchil
t han t hepthAinoenws 0e xacpepr oach woul d.

The six factors for determining fair dealing that were enumerated in
CCHwould serve as safeguards to protect copyright holders from excessiv
judicial discretion. However, these factors also risk becoming outdated.
Speci flilhceal Clyar aict er of t he Dealir
determination of the number of copies produced by the user, is an
irrelevant consideration for works posted to the internet. As such, in order
to remain flexible going forward, it would be preferabladopt the six
amended factors recommended in this paper. The proposed changes serv
to reign in judicial di scretion,
effectdo on the marketplace of ide
further technologial improvements. Canadian copyright law needs a way
forward, and the MAsuch aso appr ¢
amendedCCH factors, provides the best possible solution for the fair
dealing exception.

_settlement_inobama_U7ejgNraJIx50vNHJOS6z| >.
2 pid






Justifying Patent Harmonization

DONGWOOK CHUN"-

|. INTRODUCTION

ATENT SYSTEMS ARE DEGNED FOR MOTIVATING INNOVATION,

encouragingdevelopment, andhcentiviing inventions. Initially,

the effectiveness of patent law livaged to national boundaries so
as tomotivateinnovative local activitiéd.ater,the concern grew beyond
national boundaries with the expansion of international tratle.
Argumens to harmonize domestic patent laws at the international level
have attractedubstantiaattention? As intellectual propertftP)growsas
a component of tde, the costs are soaring for worldwide proteaifon
patents Inventors also bear increasing frustratihe tothe need to
pursue multiple actioris several countri€édunder the bedrock principle

Deputy Director in the Minister dfrade, Industry, and Energy (Korea), Member of State Bar of
California, L.L.M. (Cornell Law School), J.S.D. Candidate (Cornell Law School)

Roberto Mazzoleni & Richard RelsoniEconomi ¢ Theories about t |
Patentdé (1 9 9 8 )l of Bcdnomio Issues HO311a33.

World Intellectual Property Organization (WIP@etachew MengistiéiThe Impact of the
International PatenSy st em on Devel oping Count ronliees 0 A/
WIPO <www.wipo.int/edocs/mdocs/govbodylka_39/a_39 13add 1.doc >.

8 Ibid

4 WIPO, Standing Committee on the Law of Patents, Draft Report, SCP/10/11 Prov. 2 ( 2004) at
12 online: WIPO <www.wipo.int/scp/en/meetings/session_10/doc/scp_10_11p2.doc>;
WIPO, Standing Committee on the Law of Padent Al nf or mati on on
Devel opments in Relation to the Draft Subst:
at 23 online: WIPO sww.wipo.int/edocs/mdocs/scp/en/scp_10/scp_10_8.dodXIPO,
Standing Committee on the Law of Patents, Drafisgantive Patent Law Treaty (SPLT), at 2,
WIPO Doc. SCP/10/2 (Sept. 30, 2003pnline: WIPO <http://www.wipo.int/patent
law/en/harmonization.htre; Jerome H Reichma& Rochel l e C Dreyfuss,
Without Consensus: Critical Reflections On Draftihg Subst anti ve Patent
Duke LJ 85 at 8fReichman & Dreyfusshlso see generally WIPO, Open Forum on the Draft
Substantive Patent Law Treaty (SPLT) (2006), online: WHf6&Y/ www.wipo.int/meetigs
/en/2006/scp_of_ge_06/scp_of_ge_06_infl.lt{iWIPO Open Forum].

Seeibid; see als@retchen Ann BendefiClash of the Titans: The Territoriality of Patent Law

vs. The European Unign ( 2000) 40 | DEA 49 f@ldbal Bakent Cdsts wi n
Must Be Reduceédq1996) 36 IDEA 473 at 473.

Seeibid; see alstnternationd As®ciation for the Protection of Intellectual Propg@yPPl),
Question Q1 Bdurisdiction and Applicable Law in the Casebofd&obsringement of Intellectual
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of territoriality, successive litigations can triggésrent applications of
patent norms to the same set of facts, which can lead to conflicting
judgments and potentially irreconcilable outcofniBse Paris Convention
was a reflection othis concerp but the dramatic turning point
concerning internationalpatents was theTraddrelated Aspects of
International PropeRights(TRIP¥, which establishes stromginciples

that applied to all members of the World Trade Organization (WTO).
TRIPs had &ignificantimpactastheysignaled the inevitdlty of amore
harmonized andlobal patent systeth.

In the posfTRIPs era, the international patent system, intended to

harmonize domestic patent laws, became the subject of heated debate.
With implementation proving slow, costly, and a source of domestic
oppositon, TRIPs became increasingly problematic for many developing
states? Since intellectual assets emerged as one of the most important and
valuable assets for economic development, developing countries realized
the importance of highedP protection. Accordngly, they became
suspicious that the benefits of patent harmonization would be unequally
distributed. The United States and the European Union added to this
perception by pressuring deVvVeakopi nc
bilateral agreements contaigirhigher standards than those found in
TRIPs such as patent term extensions or limits on compulsory licenses,
and limits onparallelimporting In 2000, several industrialized states
helped the World Intellectual Property Organization (WIPO) initiate an

10
11

12

Property Rights 2003/I YB 2003) at 827i 828, online: AIPPI
<https://www.aippi.org/download/commitees/174/RS174Englishpdfecognizing the need
for a fairer and more efficient method of resolving ¢r@sker controversies); European Max
Planck Group for Conflicof Laws in Intellectual Properf§gxclwsive Jurisdiction and Cress
Border IP (Patent) Infringement: Suggestions for Amendment of the Brussels | Régulation
(2007)29 Eur Intell Prop Rev 1958t 19596 (suggesting the need to amend the Brussels
Regulation on Jurisdiction and Enforcement of Jueddsin Civil and Commercial Matters, EC
Regulation No 44/2001, to improve the efficiency of transnational dispute resolution).

Sedbid

TRIPs: Agreement on Ratiged Aspects of International PropertySRighris 1994 Marrakesh
Agreemenstablishing the World Trade Organization, Anb889LONTS 299, 33 ILM 1197,
online: WTO <http://www.wto.org/english/docs_e/legal_e/2iips_01_e.htm.

WIPO Open Forumsupranote4 at 4.

Ibid
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international discussion about tBeibstantive Patent Law T(8&tT) to
realize the adoption of identical rules granting and enforcing paisrds.
result, there is a growing belief among developing countries that the
international patent system andtgra harmonization should be resisted
rather than embracéd.

This paperfirst investigates the relationship between intellectual
property mainly paterg and the free trade argumerBased on the
critique of current recognition dP in connection withfree trade, this
paper suggestew justification for patent harmonization from different
perspectiveskinally, based on this new approach, this paper revisits
several TRIPs provisions and proposes new approaches for the mutua
benefit of all participatingountries.

[I. FREETRADE AND PATENT HARMONIZATION

It has been argued that patent harmonization is indispensable for
global free trade and the TRIPs agreemenpasteof the WTO treaties.
Some countries claim thahortcomings in availability and enforcaim
intellectual property rights (IPRspnstitutes a barrier to trade, as
potential exports by inventors or creatoes/ be prevented or diminished
by counterfeit versions of their products in foremgrkets:* For example
if a country had no IP protégn, then presumablghat country would be
a source for counterfeit goo&me of thesgoods would then find their
way into markets where there is IP protectidius, a heavier burden
wouldbe placed on border monitoring of impoftis monitoring wold
impose a cost on international trade that wdddavoided with a certain
minimum level of IP protection in all countrids® that IP rights holders
could try to stop the counterfeiting at its source, instead of the less
efficient method of blocking thexports of goods to countries with IP
protection.Supporting this argument,was statethat:

[Tlrade distortions and impediments were resulting from, among other
things: the displacemeaf exports of legitimate goods by unauthorized
copies, or of domts sales bymports of unauthorized copies; the
disincentive effect that inadequate protection of intelleqit@berty
rights had on inventors and creators to engage in research and

13

Helfer,upranote 11 at 24.
Carlos MCorrea Trade Related AspectatellectudProperty Rights: A Commentahe dTrips
Agreeme(Mew YorkOxford University Pres2007) at 3 [Correa].

14
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developmentind in trade and investment; the deliberate use in some
instances of intellectu@roperty right protection to discourage imports
and encourage local production, oftenaafinefficient and smadtale
nature; and the inhibiting effect on international tradedigparities in

the protection accordeunder differentegislations®

In line with this argument, he preamble's chapeaf TRIPs
highlights the reducti otoinfermdtionali st or t
tradeodo as the mai rf®Thisstatgnensuggests thah e Agr
improving the protection of IPR®uld contribute to such a reductidn
Becauséree tradds theoreticallyoeneficialto all participating countries,
this theory suggests tleaharmonized patent law would contribute to the
removal of trade barriers and to the free movement of resowtuebl
benefits all countries involved.

The tensions caused by differences in IPRs as a barrier to trade are
contemplated in ArticleXX(d) of theGATT® which permittedGATT
Contracting Parties to justifirade restrictions imposed by IPRs.
SpecificallyGATT Article XX General Exceptiorstates

Subject to the requirement that such measures are not appleed
manner which would constitute a means of arbitrary or unjustifiable
discrimination betweenountries where the same conditions prevail, or
adisguised restriction on international trade, nogfimthis Agreement
shall be construed to prevent the adoption or enforcement by any
contractingparty of measures:

(d) necessary to secure compliance with laws or regulations which are
not inconsistent wit the provisions of this Agreement, inding those
relating to. . .the protection of patents, trademarks and copyrights

In addition, intellectual property is not necessarily related to the
movement of gooddhis argument becomes more apparergnvbne
comparesthe core provisions of nationdteatment NT) and most

5 Correg upranote14at 3.

' Ibid

7 lbid

18 30 October 1947, 58 UNTS 187, Can TS 1947 No 27 (entered into force 1 January 1948),
online: WTO <https://www.wto.org/english/docs_e/legal_e/gattd7_02_e {BATT 1947.
SeeCorrea,supranote 14 at 2(the application of this article was considered, with different
outcomes, in twdSATT disputes:United Statésport of Certain Automotive Spring Assemblies
(1983) GATT Doc L/5380S/107, andUnited StatSgction3¥ a/the Tariff Act of 1930989),

GATT Doc L/643936S/345).

2 GATT 1947supraote 18.

19



Justifying Patent Harmonizat{ith

favoreehation MFN) betweelGATT, the treaty governing free movement
of goods, and thdreaty of intellectual propertyn GATT, these
provisions ardinked to the product or producbin. However,similar
provisions in TRIPs doot have reference to produd®ather, it saythat
nationals of different countries should be tredtesame (NT) or most
favorably (MFN).This comparison obviously shows that intellectual
property is not ratedto the movement of goods, kotpersonal rights.

Table 1: Comparison betweaBA77 and TRIPs

GATT TRIPs

Article 3.1Each Member shall
accord to theationalsf other
Members treatment no less favorali
than that it accords to itswvn
nationalsvith regardo the
protection of intellectual property .

National
Treatment (NT)

Article Ill. 1. The contracting parties
recognize that internal taxes and othg
internal charges and laws, regulation
and requirements . . ., should not be
applied to imported or domestic
productsso as to afford protection to

domestigroduction .
Most Favored Article I. 1. With respect to customs | Article 4. With regard to the
Nation (MFN) duties and charges of any kind . . ., § protectionof intellectual property,

advantage, favour, privilege or
immunity granted by any contracting
party to any product originating in or
destined for any other country shall b

any advantage, favour, privilege or
immunity granted by a Member to
the nationalsf any other country
shall be accorded immediately and

accorded immediately and
unconditionally to thdike product
originating in or destined for the
territories of all other contracting
parties

unconditionally to thenationalsf all
other Members. . .

In short, the rational for patert harmonizationshould be very
different from that for free tradeAs a result, @ent rights are not
necessarily related to comparative advantageher words, in contrast
to free trade of goods or services, the reduction of distortions and
impedimentsyintellectual property will not necessarily result instrae
benefitsfor all participating countrieSpecifically, under the concept of
comparative advantagde neoclassicaheory of trade suggests that
Afurther Il i ber al i definediexceptions, diwlays bew i
beneficial both to the domestic economic welfare of the liberaiztey
and to gl obal #WithcespecttdPprotacton,fhavever, o
it he case c a n ntlrese tebns, as f adqerdment of

Z Michael J Trebilcock Robert HowseThe Rgulation of International Tradeed New York:
Routledge, 2005) at 4@01 [Trebilcock & Howse].
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strengthened mptection could increase economic welfare in some
countries while reducing %Basedon ot her
this observationTrebilcockand Howseargue that fthe conclusion that
strongerintellectualproperty protection may benefit socmuntriesbut

not others suggests a fundamental difference between the theoretical case

for trade liberalizationand the case for mandating high levelsiFof
protection t hr dduBhdgwatisupparth this idea rby d . 0
arguing that edanddeBrmed@raimportant smtltiateral
institution, turning i%*tin show,apatenttf r om i
harmonization cannot be justifidtbm the trade theornperspectiveand

political pressure to implement patent harmonization would resut in

growing belief among developing countries that the international patent
system and patent harmonization is a coerced agreement that should be
resisted rather than embraced.

I1l. JUSTIFYING PATENT HARMONIZATION BASED ON THE
PATENT THEORY

As discussed in thgrevious section, patent harmonization would not
be justifiable by the framework of international tradeeoreticallythe
WTO regime is designed to motivate free trade that will consequentially
benefit all participating countriedlowever, with respeci tpatent
harmonization, therés astrong possibiltthat some countriewill be
damaged whereas othevdl benefit. This isa fundamental theoretical
difference between international trade and patent harmonization, and it is
necessary to find a satisbay justification for patent harmonizatiophis
paper seeks guidance from the patent theomgtilittrianism that has
been applied ashe principal philosophical theory to the protection
utilitarian worksor technological inventiorf$

2 bid

2 Trebicock & Howsesupranote 21 at 401.

24 Jagdish Bhagwali) Defense of Globalizafiew York: Oxford University Press, 2004) &2
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Helfer,aupranote 11 at 24.

% peter S Menell1600 Intellectual Property: General THie8ias 129,online: David Levine
<http://www.dklevine.org /archive/ittheory.paf
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A. Patent Systenn a Closed Economy

Utilitarian theorists have generally endorsed the creation of
intellectual property rights as appropriate means to foster innovation,
subject to the caveat that such rigits limited in duration so as to
balance the social welfdmss of monopolgxploitation?” In other words,
patent law is designed to strike a balance betweentility by
incentivzing local invent® and benefiting society by disclosing the
descriptionand disutility from the monopolyby granting theexclusive
rights of patentsBased on this analysis, one cdeterminethat the
consequential social utility in a closed economy is the diffdretweeen
domestic invention and domestic monopoly on ideas.

Social Welfare in a Closed Economypomestidnnovationi DomestiaMlonopoly

Under the current patent law systeendomestic patent system is
believed to produca net social gain becaude social benefits of this
increased rate of invention are large endaghore than offset the costs
of patenting?® Moy dabotes this point as follows

Each unit of increasexbst imposed on domestic consumers provides a
unit of increasedevenue to domestic industBraluating such a patent
system therefore involves, in large part, estimating the amount of
increased inventiothat will actually result from a given increase
expected revenuén addition, the increased resources divetted
domestic patent owner are not wholly lost to the domestic economy.
Rather, the domestic patent owner generally will reinvestalart of

those resources, thereby mitigating the cost of patetttirgpme
degreé®

B. Changen the Patent System in an Open Economy

In a closed economy, this utiityelancing mechanism werkwvell
becaus¢he domesticeffects of these costsd benefitof paent systems
were linked together relatively tightiythe advent of an open economy
changd this mechanisnand brought into consideratiotwo elements:
the monopoly and spiliver effects o& foreigne® patentrights. First,
there isawelfare lossaugdbyforeigneravho obtain a patenkoreigners

7 Sedbid

% R Carl Moy, #fAThe history of the-nfrast asnan Har
i nf |l uenc eahnMatsia®L3Rev 4376at ATMloy]

% bid

¥ Ipid
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who obtain a patent can often exercise their exclusionary pgaedless
of whetherthat exercises closely related to local economic bendfibs.
exampleassume thah foreigninventorfrom country B btains a patent

in country A, butexploitstheadvance through producin

pat ent écountry dAtbut inrhis or her own countrid. In this
situation, according to Moyomestic industry in the inventor's own
country,B, receives increasedofits from patenting, so higher prices are
imposed on consumers in foreign courwithout giving any benefit to
country A% For this reason,\bthe late 1880%ational governments and
economists determined that these differences between natioeal pat
systems could be used as tools to manipulate national, weallisthey
realized that granting patents to foreign nationals generally resulted in a
net outflow of national wealff. As a result, nternational patent
transactions reallocate wealthy from the granting country and into the
country of the paterawner?®

There might be some positive effects, however, by motivating an
inflow of foreigndirect investment(FDI) and technology transfelt. is
true thatii F D 1. isseen as key determingrior economic development
andpoverty reduct i on 3iSpecificaly accoodimg n g
to Hassan, Yaqutand Diepeveenfinward FDI can generate important
spillovers for developing economies, resulting in the upgrading of
domestic innovativeapacityjncreasedR&D employment, better training
and support StramgerelRRs inadevelapimg abuntries can
help motivate FDI inflovbecause thegan eliminate worries about losing
their rights through nonmarketbased channelsespecially rexse
engineeringnd imitation Stronger IPRs can alsncouragéternational
technology transfer through markesed channels, particularly licensing,
atleast in countries with strong technical absorptive capatities.

The welfare function ahe patentsystem should be modified in a
open economy considering tineonopoly and spibver effectdhat a
foreigne® patenthas It should be noted thapatent rights are not the
right to use, but the right to excludsy thewelfare loss by a foreign

31

Moy, supranote 28 at 475.

%2 Janice MullerPatent Lay8d ed(New York: Aspen Publishers, 2009281 527 seealsoibid

% Moy, upranote 28 at 475.

Emmanuel Hassan, Ohid Yaqub, Stephanie Diepeveeintellectual Property and Developing
Countries: Areview of the literatu(€ambridge: Rand Europe, 2010), online: Rand
<http://lwww.rand.org/pubs/techntal_reports/2010/RAND_TR804.pdf>.

% Sedbid
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monopolyis generally assum&dhen foreigners obtain a pateHbwever,
positivespillover effectsannot begeneralizethecause they vary case by
case.Thus we can see that the balancing mechanism is far more
complicated in a globalized economyshort, the mdified social welfare
functionis as follows:

SocialWelfare in anOpen Economy = Domestic Imovation Gain i
Domestic Monopolgosts Foreign Monopobsts Spillover effeG@in

C. Utilitarian Justification for Patent Harmonization

According to this thery, harmonization can be justified only when
harmonization increases thecialwelfare okachcountty that joined the
scheme of harmonizatiom other words, one country can consider the
otherds patent | aw i f thi sialatilitynsi d
If multiple states agreed on the fact that harmonization could increase
their social utility, harmonization would be justified and realized
smoothly

The essential tash discussinga middevel principleis to develop a
more precise and adimistrable standardf efficiency in the international
context Although one might definéglobal welfaieby summing up the
utility of each country,ht argumentfor maximizing aggregatgobal
wealth cannot be valid in tlgdobalcontext because onecoun 'y 6 s  we |
cannot be sacrificed for the welfare of the otlmeenther words patent
harmonizatiorwould not be satisfactoifyanyone participatingc o u nt r y
utility is consequentially worse off than bef&ather, itcan beefficient
only when harmoization increases the welfareeathcountry. This can
be realized in only two casBsPareto improvement where harmonization
harms no one and helps at least one state by making each social utility
increase or be sustainiadall participating countri2and 2) KaldoHicks
criterion where this Pareto optimal outcome can be reached by arranging
sufficient compensation from those who are made better off than those
who are made worse off so that all would end up no worse off than
before®

% Investopedia fiDefinition of 6Pareto | mprove

<http://www.investopedia.contérms/p/ paretoimprovement. asp#axzz1ofNkit9S
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Figure 1: Pageto and KaldoiHicks Improvement’

SU SU SU
Harmonization 1. Harmonization 2. Compensation

Pareto Improvement KaldorHicks Improvement

The first case is very simpfeharmonization can lead to an increase
of social utility in each country, harmonization is good in the utilitarian
senseThis is a classic example of Pareto improvement in the sense tha
change in the allocation of a resource to a set of countries is an
improvement for at least one and no worse for any offsela result,
maximization of social welfaig each countryis achieved andll
countries will agree to change their patent wmsugh harmonization.
The second case of Kalditicks improvement is a more complicated
process, realizing maximization through compensdtloder Kaldor
Hicks criterion, one state of affairs is preferred to a second state of affairs
if, by moving fronthe second to the first, the "gainer" from the move can,
by a lumpgum transfer, compensate the "loser" for his loss of utility and
still be better off® In this case, the compensation from the one who is
better off to the other who is worse off will regulincreasing the social
utility in each countryThen, each country can agree on the compensation
and improvement mechanism; as a result, patent harmonization can be
implementecefficiently

37 OECD, Regulatory Policy and the Road to SustainablBrafoRétport (2010), online: OECD
<http://www.oecd.org/dataoecd/5/41/46270065.pdfat 15.

William W FisherATheories of Intellectual Propeadtyn Stephen R MunzerdeNew Essays in
the Legal and Political Theory of P(@pertyridge:Cambridge UniversityPress, 2001) at 59
Nicholas Kaldor,fiWelfare Propositions in Economics and Interpersonal Comparisons of
Utilityd  ( 149 Th® Bconomic donal 549 at549552.
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V. JUSTIFYING PATENT HARMONIZATION BASED ON THE
UTILITARIAN THEORY

In the previous sectionhe paper argudbat patent harmonization
cannot bgustifiedbythe neoclassic trade theory andiitmu st b e | u
instead as a fair bangar tradeoff between the compeg or conflicting
economic interests of differers t a* éns otler words, patent
harmonization can be justified the utilitarian theory only when it can
provide higher utility andvhen this modified welfare function after
harmonization falls into Pareto optimal or Kaldiccks improvement.
However,tiis obvious that patent harmonizatismot necessarily Pareto
superiorr® | n addi ti on, it i s h jpagemt! y
harmonization]is even Kaldadicks e f f i € iThus this cchapter
investigates the application of the theory into acto#rrnational
cooperationSpecifically, this section will justify major IP treaties that have
been concluded by distinguishingetween them as focusing on
substantivéaarmonizatiorand procedural harmonization.

A. Substantive Harmonization and Procedural Hasmzation

Patent law harmonizatiorran be classifiedinto a procedural or
substantive focu®rocedural issues deal with forms and processes to file
applications, whereas substantweperationcovers standards and rules
for granting and enforcing patenkor example, TRIPs afamous treat
based onsubstantiveharmonization,whereasthe Patent Cooperation
Treaty (PCT) focuses on procedteximonization

Substantive harmonizatiois o f t e n call ed ndeep
concerning not just the draftindijling, and examination of patent
applications, but also the cornerstone requirements of patent&bility.
Speci fsubstantivéhyar moni zati ond meiatas t F
rules concerning the amount of information revealed by patent disclosure,
and the criteria to determine a novel and useful invention when a
technical advance meets the r-equi

% Trebilcock & Howsgaupranote21 at401.

“ lpid

“ lbid

42 Reichman & Dreyfussipranote 4 at 90;See als&Karen M Hauda{iThe Role 6 the United
States in Worl&Vide Protection of Industrial Propedtyn Frank Gotzened, The Future of
Intellectual Property in the Global Market of the Informati@ruSseistyBruylant, 2003) 89 at
97.
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obviousness$y. It would also entail an agreement on the priority of
inventorship (whether a patent is awarded to the finstvemt or the first

to file), and whether inventors will be accorded a grace period permitting
publication prior to filing"* Moreover,this substantive harmonization
requires comprehensive attention to many -gp@sit issuessuch as
enforcement and remewi*® The anticipated advantage of this
harmonization is the simple and rapid procedures, simplicity of access,
proximity to courts, legal clarity, and predictatfiityn this sense,
substantive harmonization involves essential elements fdtinreteigal

of harmonizatiodone patent aplcation and global protection.

Procedural harmonizationndhe other handfocuses on providing a
filing tool for applicants to file foreign patents and suggesting a route for
other patent offices for effective processif patent applications if they
are wiling to exploit work done by oth&sThus, procedural
harmonization deals with requirements relating to form and methods of
patent applicationdt does not deal with requirements of patentability in
substantive gant law; rather, it focuses on providing tools which allow
many countries to effectively deal with the requirements of their
substantiv@atent laws.

B. Substantivéd’atent Harmonization within WTO

WIPO, the specialized UN agency that dealsini¢iectualProperty
Rights initiated a discussioron IP harmonizatiorbeginning inthe 19"
century andnow administers two of the oldest IPR treaties: Rhgs
Convention for the Protection of Industrial Propersyred8831 up to 1967
(Paris Conventipajd the Berne Convention for the Protection of Literary and
Artistic Works, 1886 revised up to 197Bdrne Conven)ifhHowever,
the substantive standard pftent law inthe Paris Conventiomas
considered to be weak by several developed countrieasstizh U.S.
Specifically, thParisConventioprincipallymandates national treatment

“ Ibid

4 Ibid

4 Reichman & Dreyfuss,pranote4 at 124.

4 European Commissiorfuture Patent Policy in EurBpblic Hearind2 July 2006) online:
European Commissiorhitp://ec.europa.eu/internal_market/indprop/docs/patent/hearing
Ireport_en.pdf at 4

47 WIPO, The Need For Improving The Functioning Of The PCATIY#I&I8/2 (2010, at 19,
online: WIPO <ttp://www.wipo.intedocs/mdocs/pct/en/pct_wg_3/pct_wg_3_2.pdf

48 Jayashree Watdhtellectual Property Rights in the WTO and Developing(Qwuagsie:
Kluwer Law International, 2001) at 15.
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and the recognition of a grace period for filing of industrial property
applicationsg? Otherwise member countries are more or less free to
determine the standards of opection for industrial property, more
particularly for patents, such @& subject matter to be protectdtie
terms of protection or even exceptions, with some limited restrictions on
compulsory licensésHowever, developed countries were unsatisftad w
the lack of substantive standards in Pagis Conventiand negotiated a
higher standard of IP protectioBnce 1974, developing countriesvba
been demandinghat they further lower the standards of industrial
propertywhich are applicabl® them.>* As a result, the revision process
broke downduringthe third sessiom Geneva in 1982 and no further
sessioswere held after the fourth sessiorGeneva in 198%

To overcome the deadlocked situation, developed countries attempted
to discuss IPssues within the WTO frameworik the Tokyo Round,
there was discussiaboutcounterfeiting During the negotiatiosfor the
Uruguay Round, developed countriebbied for their industries which
initiated the discussion process with WHor example, dar back as the
early 198Qsthe International AntCounterfeiting Coalition, a private
association of US multilateral companmsascreated to lobby against
counterfeiting during the Tokyo Rourghd expanded its mandate to
include strengthened proteati@f all forms of IPR¥. The Intellectual
Property Committee (IPC), founded in March 1986 and dominated by the
US basedresearch induses also closely coordinated industry positions
with that of the US government throughout the negotiatioBased on
the support of these lobbying groupthaugh IP issues are not related
free trade, developed countries led the negotiation and successfully
persuaded developing countries witllire WTO to sign onto the
substantive IP law treaty, or TRIPS.

The conclu®n of TRIPs within the WTO seems to laegood
example of Kalddicks harmonization because it was realized through
the compensation mechanism When negotiating substantive
harmonization, countries need to strike a balance between the welfare los:

“ bid
0 |bidat 16.
1 |bidat 17.
%2 |bidat 16.
% |bidat 17.
% bid

*  Ipid
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and wedlare gais caused byan open economyBecausethis patent
harmonization does not always result in welfares gaimwelfare logs
countries have to calculate welfare chafogeeach patent harmonization
schemelf harmonization is expected to caaseoverall welfare loder
given countries, thoseountries will bereluctant to participate in
negotiaions In addition, it is obvious that substantive patent
harmonization wouldcreate a welfare loss for certain developing
countries For example, if the lat innovative capacity is very waal
the spillover effects arexpected to bevery low, thesubstantive
harmonization of patent law with statésigher technicatapacityvould
cause negative effectssmmial utility When thereis obvious welfareds,
developing countrieseedto be compensated implementthe treaty.
The problemthat needed to beevisd within WIPO during the Paris
Conventiowas that there were limited tools for compensation because
WIPO& scope of workvasinherently limited & IP issuesHowever,
countries were able to negotiate compensatidhe WTO, including
trade concessisnn other fields.In the Uruguay Round, developing
countries gainedtrading concessions in agriculture and textdss
compensation for the welfarest caused tstrongerlP rights® Unlike
WIPO, representatives in the WTO hawwore flexibility to negotiate
compensatiorior developing countrieg.his made it easier to satifify
KaldorHicks improvemenmmatrix and help substantive harmonization
within the WTO, rather than WIPO.

C. Procedural Harmonization within WIPO

Unlike substantive harmonizatiorhet nternationalcommunity has
been quite successful in realizing procedural harmoniz&tioexample,
the Patent Cooperation Tré®/T) provided proaural enhancements to
the internationalP regime’ Signed in 1970, thBCTgreatly streamlined
and simplified the process for securing patent protection in multiple
countries,resulting in patent protection ias many as 142 countries in
2010. Specificall, PCT created auniform legal route to filean
international patent applicatiom several countries laysingle domestic
filing.>® It also allows filing a single application, performing an

%  Jerome H. Reichmarii e trips agreement comes of age: conflict or cooperation with the

developing countrie3? ( 232 @a8e)W Res J Irit 441at455456.
5 Patent Cooperation Tré#hJune 1970, 28 US Stat 7645, 1160 URES.
% US, CongressPatent Reform in the "lTngressnnovation IssygdRS Report RL32996
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international prior art search and providing international putainaof
the patenf?

The successful operation of this procedural harmonization can be
explained by Pareto improvemedgcause it does not involve substantive
issues, elveloped countries benefit tAgir inventorsgain easy access
multiple paterg in many countriesprovidingsubstantial benefiFrom
the developing countriépoint of view, thavelfardoss would be miniai
because governments only have to provide additional routes for their
patens. Procedural harmonization does not require changaws,|
making it relatively simple to implemerocedural harmonization
requiresdeveloping countries to provide additional routes to obtain a
patent, but they do nateedto change any substantive patent standard
that is designed for threbest interestsBy being a member d?CT,
developing countries can expect their industries to benefiaioyng
easier access the disclosedinformation of patents. Consequentially,
each participating countcan expect welfare gaor at least no welfare
loss.

V. CONCLUSION

The rationale for patent harmonization should be distinguished from
that of free tradeAs patent harmonization cannm¢based on any
comparative advantaged cannobenefit allparticipatingcountriesijt is
necessary to investigate patent hainadion fromthe points of view of
patent theory or utilitariaism According to this theoryhe patentsystem
was originally designed to maximize social ulilitys,for patent
harmonizatiorto be economically justifieid should contributeo
increasd welfareBased on this theorihis paper suggests two cases of
justification, Pareto Improvement and Kaldigcks ImprovementThis
paper also explores the application of this justifying theory in several
historical events: the successful conclusidiRt?s withinthe WTO
framework and procedural harmonization sudR@swithin the WIPO
frameworkAs substantivearmonizatiomecessarily entails welfare loss in
some countries, it is very important to consider compens@tiotie

(Washington, DC: US Government Printing Offi2g@05, at 19 WIPO, PCTContracting States
online: WIPO <http://www.wipo.int/pct/ guide/en/gdvoll/annexes/annexa/ax_alf>.

% WIPO, The Impact Of The International Patent System On Developind/Galir&rizdd. 1
(2003) at 18.
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other hand, procedur&iarmonization or workharing can be beneficial
for all participating countries, and teean be dair starting point for
winwin resuls



The Turkish Republic of Northern
Cyprus and
International Trade Law

PATRICK TANI

|. INTRODUCTION

the exact number depends on ho

The Turkish Republic of Northern Cyprus (TRNC) is one of those
states not recognized by the international community. Many legal scholars
have delved intohe issues regarding the international status of
unrecognized states generally and the disputed issues relating to Cyprus
but there is a relative scarcity of articles specifically dedicated to how the
legal status of the TRNC affects international trade.

The island of Cyprus, located in the Mediterranean Sea, is currently
divided. With the unilateral declaration of independence by the TRNC, a
myriad of de facto (practically speaking, but not necessarily by law)
international borders split the island of Qygr The Republic of Cyprus
controlseOper cent of the 3,572 square I

I HERE ARE MANYUNRECOGNIZED STATESWVORLDWIDE, THOUGH

TRNC controls 35 percent, the Uni
3percent and the rest is in the U
legally there is only one border, which is between the Republic of Cyprus
and t he UK®b6 s sovereign bases. /

international efforts to unify Cyprus, the island remains divided and its
future is unclear.

As a result of the partition of Cyys, the international trade situation
between the TRNC and other countries is quite complicated, especially
when it comes to exporting goods produced in the TRNC. One scholar
has observed that the international community may pursue one of two
approachesegarding trade with unrecognized states: 1) the practical trade

B.A, J.D. (University of Manitoba)
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approach, which recognizes the government of de facto control only in
trade, or 2) the political trade approach, which does not recognize the
legitimacy of an unrecognized government evethdgpurpose of trade.

Legal cases regarding trade with the TRNC have shown that the members
of the international community have approached the TRNC in the second
manner. However, this paper argues that the international community
ought to follow the praatal trade approach with the TRNC because the
alternative conflicts with efforts to unify Cyprus. To that end, this paper
will look briefly at the Cyprus dispute and the law on state recognition.
This paper will then examine the following: 1) The rulesigihocand the

two approaches (the practical trade approach and the political trade
approach) in connection with cases of the European Court of Justice
(ECJ) dealing with the TRNCb6s trade
current international approaclio tthe Republic of China (Taiwan). By
evaluating the problems that arise with the political approach to the
recognition of the TRNC, this paper concludes that current practice
forces the TRNC towards Turkey and away from reunification with
Cyprus.

[l. ABRIEFINTRODUCTION TO THE CYPRUS DISPUTE

First, it is necessary to look briefly at the historical background of the
division of Cyprus. The UK granted independence to the island of Cyprus
in 1960, except for two Sovereign Base Areas on the island, Akrotiri and
Dhekelia, retained by the UK.

Ethnic tensions in Cyprus between Greek and Turkish residents post
independence were severe. In response to a coup backed by the Greek
military junta, Turkey invaded Cyprus in July 1974 and occupied 35
percent of the island. In1983, Northern Cyprus declared its
independence as the Turkish Republic of Northern Cyprus and
introduced its own government and legal systdine international
community rejected the move to independence, and to date, only Turkey
recognises it as a staConsidered the de jure government of the entire
island (save for the military bases under UK sovereignty) the Republic of
Cyprus joired the European Union in 2004.

! Mi chael Fishpool , ACypruso (2003/2004) 27 Middl
Report, 25t 25.



The Turkish Republic of Northern Qyigtus

[1l. A BRIEF INTRODUCTION ON STATE RECOGNITION

Currently, there are two theories regardirg ridcognition of a state:
the constitutive and the decl arat
entity does not exist as a state
and fAthe recogniti orfHdwevergethisfthearyoisn s t

finot wi dely accepted today?Somes i
problems of the theory have been asserted as follows:

The constitutive theory has some serious drawbacks, especially when an

entity has been recognized only by part of the commurstates. At a

very concrete level, questions arise as to how many recognizing states are
needed before an entity o6transformsdo i
decision to recognize should be based on facts, norms, geopolitical
considerations, or a combinatiori factors. At a more fundamental

level, the theory leads to the somewhat counterintuitive conclusion that

statehood is a relative, rather than an absolute, cdhcept.

Under the declaratory theory, the facts of statehood rather than
formal recognition defin@n entity as a state. The necessary factors are
well defined in Article 1 of thBlontevideo Convention on Rights and Duties
of Statesii [he State as a person of international law should possess the
following qualifications: a) a permanent populatigra defined territory;

c) government; and d) capacity to enter into relations with the other
s t a%Ifersentdy is recognized as a state without meeting the criteria of
the Montevideo Convention it h e prematur e reco
violation of theprinciple of norAntervention and therefore an illegitimate

a ¢ T Whde the declaratory theory dominates in current doctrine and
jurisprudence, the theory also contains flaws.

First of all, it is often pointed out that noacognized entities have no
international legal personality and thus cannot be considered to be a state,
even if they meet all the requirements outlined above. Another problem is
that the theory does not look at the way the entity has acquired the

2 Linda A. Malone|nternational LagMew York: Aspen Publishers, 2008) at 44.

3 Ibid.

4 Cedr i ¢ Ry nga e rRecoghitiod uf StatesSrmdmnatioral, Lawfor Realpolitik?: The Practic
of Recognition in the Wake of Kosovo, Southridséélbhazia ( 2 0l di)d et 487.at | nt 0
469 [Ryngaert & Sobrie].

5 Montevideo Convention on Rights and Duties26 Setember 1933, 165 LNTS 19.

& Ibidart 1.

Ryngaert & Sobriesupranote 4 at 472.
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necessary requirements, as result athwhtates can come into being
through grave violations of international law. State practice responds to
such events by not granting recognition to these edttisanction that
cannot be fitted into the pure declaratory théory.

Indeed, from the perspidee of the declaratory theory, the TRNC
meets all the criteria listed in thdontevideo Conventittrey have a
permanent population, a defined territory, an effective government that
actually controls and provide services within their territory, andateey
capable of entering into relations with the other stdeson as the other
states recognize thefo make this clearer, we need to examine the
definition of O6capacityd.

Arguably, the essence of the capacity to enter into relations with other
stats in the context Montevideo Conventiosr derived from
fii nde p e’Muzikotti & ia thedAustr&erman Customs Union cd8e
hel d itnhdeetp efhedaennsc,e 0it he St ate has over
than that of internat i otimlhaddedtlata 0 At
state does not have to be free from outside interference in order to be
independent:

The 1l egal conception of independence has n
subordination to international law or with the numerous and constantly
increasingstates ofie factdlependence which characterise the relation
of one country to other countries. It also follows that the restrictions

upon a Stateds liberty, whet her arising ou
or contractual engagements, do not as suchhénleast affect its
independencét

Viewed from this definition, the TRNC is an independaidte
because it is, by itself, working in a framework of apsesiiential
representative democratic republic, with a head of state; head of
government; executivdegislative and judicial power; and its own
constitution, without another foreign authority controlling them. Simply
speaking, the TRNC meets these criteria, as it has no other authority over
it except that of international law. Some may argue thantluence of

& Ibidat 470.
o David Raic,Satehood and the Law ofd&ifminatiofThe Hague: Kluwer Law International,
2002) at 74.

0 Customs Regime Between Germany an(Pratetid of March 19th, 1931), Advisory Opinion,
PCIJ, Ser. A/B, No 41, at 45, Anzilotti J, separate opinion.
' Ibidat 5758.
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the Turkish government is still strong in the TRNC. Even if this is
assumed true, the words of Anzilotti J above render the TRNC to be
independent enough, and thus capable of entering into relations with
other states.

Despite this reasoningonmember of the United Nations except
Turkey recognizes the TRNC. This very limited acknowledgment
demonstrates a middle position between the constitutive and declaratory
theories and practicé. When the TRNC unilaterally claimed its
independencd)N Resation54lc | ear |y urged fAall €
any Cypriot State ot he'fAcdordimgro theh e
resolution, recognition of the TRNC would be incompatible with the
1960 UN Treaty No. 5476 concerning the establishment of theblRepu
of Cyprus and the 1960N Treaty of Guarani®&p. 5475), and would
icontribute to a worsehing of the

The Turkish invasion was a responseatGreekbackedcoup in
Cypruson July 201974 Fighting ceased during negotiatiom&ieneva,
but resumed on August 14 after they proved unsucc€sStulAugust
16, Turkey launched the second wave of the invasion of Cyprus. A
permanent ceasefire, signed on August 17, saw Turkey control 36 percen
of Cyprus’ From a legal perspective, therkish invasion can be
challenged under Article IV of tHgN Treaty of Guarant&@his article
states that each of the three guaranteeing paie@yprus(Greece,
Turkey and the UK) Areserves the
reestabliship t he st ate of affair¥Ther ea
result of the Tur ki sh actestablishign C
the state of affairso called deor
factgpartitioning of the Republic of Cyys.

UN Resolution 54desulted in all UN members, except Turkey,
refusing to recognize the TRNC as a sovereign state. From an

2 Malcolm N. Shaw|nternational LayNew York: Cambridge University Press, 2003) at 369

[Shaw].
3 The Situation in Cyp®Res 541, UNSCOR, 25001tg, (1983) 14 at 16.
* Ibid

5 James Karindsay,The Cyprus Problem: What EveryonetdN&edsv(New York: Oxford
University Press, 2011) at 43.

' Ibidat 44.

7 bid

8 Treaty of Guarant&l of Great Britain and Northern Ireland, Greece and Turkey and Cyprus,
16 August 1960, 382 UNT S 5475 (entered into force 16 August 1960, the sigteatire).

¥ Ibidart 4.
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international perspective, the TRNCdis jurgpart of the territory of the

Republic of Cyprus, despite the fact that the RepablCyprus currently

holds no control over the region. As a result, the government of the
TRNC holds no title in international organizations (includihng WTO

and the United Nations), and its citizens are barred from being involved

in such internationabctivity. Such barriers bring many difficult issues,
especially in terms of international tradéhich unfairly expandthe

economic gap between the south and nomh Cyprus (further
explanationof the use ofinfairlyfollows in subsection 7). For nowjsth

paper will examinghe rules of originbecause fAunrecogni z
international communityod means that
have a difficult time proving the origin of goods.

V. BASIC TECHNIQUES FORDETERMINING THE COUNTRY OF
ORIGIN

The Rules bOrigin, as the name suggests, define where a product
originates. There are two classestpreferential and preferentidilon-
preferentiakules of originare usedio distinguish foreigfrom domestic
products in establishing adtimping and counterilang duties, safeguard
measures, origin marking requirements, and/or discriminatory
quantitative restrictions or quotéS. The peferentialrules of origin
definefthe conditions under which the importing country will regard a
product as originating in aexporting country that receives preferential
treatment under a free trade agreementu s e d ftompr@vent Imports
from third countries from taking advantage of the concessions made by
member countries of the free trade agreewténn other words, the
prime function of the rules of orig
determine whether a particular discriminatory arrangement will be applied
to a given pr oduc t? Therproblemtisewith art i on a |
increasing number of global corporatoasnd f act ori es, i n

2 Robert Kunimoto,NAFTA Rules of Origin: Discussion F@pawa:Policy Research Initiative

2005) at 3.

2 bid.

2 Mosche Hirsch Rufies of Origin as Trade or Foreign Policy Instruments?: The European Union Policy on
Prodats Manufactured in the Settlements in the West Bank and thie G§222BugFordham
I nt @1 572 at 574 online: frdham University School of Law
<http://ir.lawnet.fordham.edu/cgi/viewcontent.cgi?article=1879&contdixtfilirsch]
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products in contemporary international commerce involve factors of

production from nbdre than one cou
The Rules of Origin Agreemehich all the membersf the World

Trade Organizatioare party to, is an attempt topead to this growing

probl em. Article 1(1) of thosedawsa g r €

regulations and administrative determinations of general application

applied by any Member to determine the country of origin of g&ads

is relatively easy tletermine the country of origin for products that are

Awholly obtained or producedd in
included in many preferential trade agreemewésertheless, under the
WTO Rules of Origin Agreerigntt ] her e i s rsensus.nt er |

as to how, precisely, national and regional preferential rules of origin
shoul d be *hile many VETO endmbérs enjoy a wide degree
of discretion there are, in practice, four broad categories of rules or tests
employed to determine gin, although these are not exhaustive or
mutually exclusiv@.

One of the categories fnwidélisy a:«

t hat of substanti al transformat.i
substantial process or sufficient working or prowess the originating
St a®Ho.wever, this has been critici

|l eaves wide discretion to nation
undesirable situation of uncertainty and undermin[ing] predictability for
trad®ers. o

The remaining three categories are economic tests designed to
facilitate precision. First, treed valoremercentage test, (the vahadeled
or the domestic content test) requires either a minimum content
originating from the preferential area, or a maxmpercentage from
outside the ared.The second is a technical test (the list process test), in
which negative or positive manufacturing or processing operations may be
specified that accord origin in the preferential redfidrhe third is the

% |bidat 575

2 WTO Agreement of Rules of Qatghmt. 1(1) (Final act, Marrakesh, 1994).

% Roman GrunbergRules of Origin: Textiles and Clothing(lSsaon: Cameron May, 2005) at
506 [Grunberg].

% |bid.

2" Hirsch,supranote 22 at 575.
% bid

»  |bidat576.

% Grunberg supraiote 25 at 506507,
8 Ibidat 507.
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tariffshift test (the change in tariff classification test), which requires the
product to change its tariff heading under the Harmonized Commodity
Description System in the originating sfat@lso referred to as the
Harmonized System or HS). Simply put, HS isuatsied nomenclature
rule system used for the purpose of comparing trade statistics, based on
the HS Convention of 198%.

The rules of origin are firelevant
origin of goods is commonly defined in international trade dawna
t err it o’lssaes arideavben a praduct originates from a disputed
territory or from within the territory of an unrecognized state. Questions
of competence arise when an unrecognized government issues a
certification of origin or a certifigah for the export of a product.
Therefore, applying the rules of origin to goods produced in disputed
territories, such as the TRNC, Ai s
friction. o

V. RULES OF ORIGIN AND THE TRNC

The situation in the TRNC is nainique. Many states exist that are
either unrecognized or recognized by a limited number of other states.
Moshe Hirsch, a professor at the Faculty of Law, Hebrew University of
Jerusalem, has suggested that states importing goods from unrecognized
states mapursue one of two alternative approaches:

The practicarade approach considers the issue of origin from a
commercial perspective and resolves the relevant questions in
accordance with rules of international trade law that emphasize the
factors of de fao control, jurisdiction, and ensuing responsibility. This
course of action seeks to minimize the role of political factors in the
operation of rules of origin;

The politicalovereignty approach considers the issue of origin from an
international politi@al perspective, underlines the involved questions of
sovereignty and recognition, and addresses the question of origin as

32 Hirsch,supraote 22 at 576.

3 United Nations Statistical Divisiomternational Merchandise Trade Statistics: Compilers Manual
(New York: United Nations, 2004) at 29.

3% Hirsch,supranote 22 at 57&77.

% Ibidat 576.
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flowing from an early determination regarding the questions of
sovereignty or recognitiéh.

Currently, t he i n tpgroachad theoTRMNd is c o
the second, the politicabvereignty approach. Regarding international
trade with the TRNC this approach was clearly demonstrated in the two
casedAnastasiou 1994nd Anastasio2003®. In these two decisions, the
ECJgave more wdigto the international political perspective that the
northern part of Cyprus is under the sovereignty of the Republic of
Cyprus, even though it is practically controlled by the government of the
TRNC.

A. Anastasiou 1994

Anastasiou 19%as brought to the UKligh Court in 1993, but the
court referred the case to the ECJ for a preliminary ruling in *1994.
Thirteen producers and exporters of citrus products and one exporter of
potatoes initially brought the case from the Republic of Cyprus against the
Minister of Agriculture Fisheries and Food of the UK. The citrus and
potatoes were in fact produced in the area controlled by the TRNC and
had custom stamps and phytosanitary certification issued by the authority
of the TRNC. When the producers and exporters tte@xport citrus
and potatoes to the UK with the certification issued by the TRNC, the
British authorityrefused to accept the certificates of origin issued by, or
beamg customs stamps referringhhe TRNC.

Two issues arose before the ECJ. The fistviva theappropriate
customs authority for the exportistate was. The key to solving the issue
was contained in the 1977 protofbArticle 6(1) of the 1977 protocol
statesthat the evidence of the originating statuprofiucts is to be given
by the meements certificate EUR*1Articles 7(1) and 8(1) specify that
the movement certificate is to be issued by the customs authorities of the

% Ibidat 577.

%7 The Queen Minister of Agriculture, Fisheries andefqmaite S.P. Anastasiou (Pissouri) Ltd and
othersC432/92, [1994] ECR-8116 Anastasiol©994.

The Queen Minister of Agriculture, FishandsFood, ex parte S.P. Anastasiou (Pissouri) Ltd and
othersC-140/02, [2003] E.C.R-10635 Anastasio2003.

Anastasiol994 supraote ¥ atparal4.

Council Regulation on the Conclusion of the Additional Protocol to the Agreement
Establishingan Association between the European Economic Community and the Republic of
Cyprus, (EEC) No 2907/77 of 20 December 1977.

Anastasiou 1994upraote ¥ atpara7.
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exporting stateand Article 8(3) provides in particular that it is the
responsibility of the customs authoritieshed exporting state to ensure
that the forms referred to in Article 8nd afterwards to beuly
completed?

Consideringthe special situation of Cyprusle facto acceptance of
the certificates in question issued by authorities other than the competent
auhorities of the Republic of Cyprus is certainly not tantamount to
recognition of the TRNC as a State, but represents the necessary and
justifiable corollary of the need to take the interests of the whole
population of Cyprus into accoudff However, the aurt made it clear
that the current political situation would nohange the interpretatioof
the protocol.

While the de facto partition of the territory of Cyprus, as a result of
the intervention of the Turkish armed forces in 1974, into a zone where
the authorities of the Republic of Cyprus continue fully to exercise their
powers and a zone where they cannot in fact do so raises problems that are
difficult to resolve in connection with the application of the Association
Agreement to the whole of Cyprtisat does not warrant a departure from the
clear, precise and unconditional provisions of the 1977 Protocol on the origin ¢
products and administrative coog#ration.

Political circumstances aside, the court found the purpose of the
pr ot o c o[tlhe sysiemlwherebyfmovement certificates are regarded
as evidence of the origin of products is founded on the principle of
mutual reliance and cooperation between the competent authorities of the
exporting State and those of the importing Stdt&he court @rther
explained:

Accetance of certificates by the customs authorities of the importing
State reflects their total confidence in the system of checking the origin
of products as implemented by the competent authorities of the
exporting State. It also shewhat the importing State is in no doubt
that subsequent verification, consultation and settlement of any disputes
in respect of the origin of products or the existence of fraud will be

2 pbid

3 Ibidatpara34.

4 Ibidatpara37 [emphasis added)]
% Ibidatpara3s.
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carried out efficiently with the cooperation of the authorities
concened:®

Viewed in this way, the court c
Cyprus, which is recognised neither by the community nor by the Member
States, 0 is excluded from r sstemgni

of that kind cannot therefore fution properly unless the procedures for
administrative cooperation are strictly complied ®itmhus, regardless

of the changed political circumstances, the only acceptable certificates ar
from those issued ltige Republic of Cyprus.

The second issuewhether denying the certificates from the TRNC
constitutes discrimination as defined under Article 5 of the Association
Agreement?® Trade in citrus fruit and potatoes between Cyprus and the
European Community was governed by the Agreement of 19 December
1972, establishing an association between the European Community and
the Republic of CypruS. The agreement introduced a system of
preferential tariffs for products originating in Cyprus. In order to benefit
from the agreement it is necessary for a produdtave an EUR 1
movement certificate as proof of origin. At the same time, Article 5 of the
agreement stateé$t]he rules governing trade between contracting parties
may not give rise to any discrimination between nationals or companies of
Cyprus.™ Sincethe territorial area of Cyprus included the entire part of
the island now under the control of the TRNC at the time of the
agreement, the question was whether denying certificates from the TRNC
constituted discrimination against the people of the TRNC.

In responsethe court referred to Article 3 of the agreement, which
states[t]he contracting parties shall take all appropriate measures whether
general or particular to ensure fulfillmenttoé obligations arising out of
the agreement. They shall rafrfiom any measure likely to jeopardise
the achievements of the aims of the agreeretdording tathe court
i [Ny dlternative means of proof must be discussed and decided upon by

4 |bidatpara39.

47 Ibidat para 40.

% Regulation on the conclusion of an Agreement establishing an Association between the
European Economic Community and the Republic of Cyprus, (EEC) No 1246/73 of 14 May
1973.

4 lbid.

% The Queen Minister of Agriture, Fisheries and Food, ex parte S.P. Anastasiou (Pissouri) Ltd

othersll November 1994, Transcript of John Larking (CO/1132/92).

Anastasiol®94 supranote ¥ at para 4.

51
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the Community and the Republic of Cyprus within the framework of the
institutions established pursuant to the Association Agreement, and then
applied in a uniform manner by the two Contracting PagtfeSverall,
the ECJ took the view that interpreting the fundamental principle of non
discrimination must be balanced agairtet proper operation of the
agreement, the need for uniformity in community policy, practice based
on the principle of mutual reliance, and cooperation between the
competent authoritied. T h u srticle B dannot in any event confer on
the Community the righto interfere in the internal affairs of Cypdus
a n d hefiprobldms resulting from the de facto partition of the island
must be resolved exclusively by the Republic of Cyprus, which alone is
internationally recognized:

Furthermorethe court exempliéid the files containing practice based
on the Association Agreement as follows:

The file shows that the advantages stemming from the Association
Agreement have on several occasions been accessible to the whole
population of CyprusThus,the financial prtocols concluded pursuant

to the Agreement are administered in such a way that the resources
made available by the Community are used for purposes that are equally
for the benefit of the population established in the northern part of
Cyprus®

The court conluded that:

[Tlhe Community has not so far alleged that the events that took place
on the island of Cyprus prevent the proper operation of the Agreement,
nor has it contended that the Republic of Cyprus has infringed the
provisions of the Association Agment by discriminating against
Turkish exporters established in the northern part of Cyprus.

Stressing that the Cyprus dispute has to be solved within the
community, rather than through international law, the court eventually
rejected the claim that dgng certificates from the TRNC constituted
discrimination under the Article 5 of the agreement. The issue and

52 |bidat para 46.

% Stephanie L. Shaelohe EU and Cyprus: Prirsipted Strategies of Full Integ(héiten:
Martinus Nijhoff Publishers, 2010) at 34.

Anastasiou 19%upranote ¥ at para 47.

% |bidat para 45.

% Ibidat para 48.
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reasoning used by the court supports the polgmadreignty approach,

which fiaccords considerable I mpor
sovereignty or recognition with regard to a particular territory, and this
earlier stage overshadows ¥ he pro

B. Anastasiou 2000

Six years after the decisionfofastasiou 199the House of Lords in
England referred a secondse to the ECJ, commonly calladastasiou
2000 After the rejection of the claims by the exporters from the northern
part of Cyprus in 1994, the citrus exporters concluded an agreement with
a company established in Turkey. The agreement providedrtieafrait
originating in the northern part of Cyprus covered by phytosanitary
certificates issued by officials of the TRNC would first be shipped to
Turkey, the only national government recognising the TRNC. Under the
agreement, the ship was to be pubia Turkish port for less thdwenty
four hours and then, without any cargo being unloaded or imported,
continue its voyage to the UK. The cargo was to be subsequently covere
by phytosanitary certificates issued by the Turkish authorities following its
inspection on board the ship.

Anastasiou 19%4s been referred twice to the ECJ: in 2000 and 2003.
In the 2000 decision, the court used some of the reasoning from the first
case. According to the court,

compliance with which can be checked by the itiqgpMember State

by reference to the shipping documents, ensures cooperation between
the exporting and importing States, the importance of which was
emphasised iAnastasiol®94 and reduces the various risks inherent in

a situation in which products widube certified when they were merely
passing through the territory of a rmember Stat®.

The court stated that the introduction of harmful organisms in
produce imported from nome mb e r states Ais ba
system of checks carried out bpeets lawfully empowered for that
purpose by the Government of the exporting State and guaranteed by the
i ssue of the appropr¥hhe @dryttiofsiamn

57

Hirsch,supranote 22 at 581.

The Queen Minister of Agriculture, FisharnidsFood, ex parte S.P. Anastasiou (Pissouri) Ltd and
othersC-219/98, [2000] ECR.%$241at para 37Anastasio200d.

% Ibidat para 22.
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protect the territory of the community from the introduction and spread

of organisms harmful to plant®The court observed that as long as the
cooperation is clearly to ensure that protection, the mere fact that the
citrus fruits were produced in an unrecognised state does not affect the
validity of certificates for importatio Turkey, in this case, was the
authority issuing the certificates, and the cooperation was possible as it,
unlike the TRNC, is a fully recognised state in the international
community. Therefore, the arrangement with Turkey for the checking of
the producs and issuance of certificates is a satisfactory arrangement. It
Afensures cooperation bet ween t he
importance of which was emphasisediiastasiou 1994nd reduces the
various risks inherent in a situation in which prouwould be certified
when they were merely pressing through the territory of -memer
stdte. o

However,when the House of Lords resumed the cafter the
decision by the ECJ in 200the question remained &s whether the
citrus fruit at issue irhbse proceedings was indeed subject to the special
requirement, laid down in item 16df the Council Directive 77/93that
its packaging must bear an appropriate origin mark. In their submission,
this could be satisfied only in the country of origin,hst the Minister
was not entitled to accept the phytosanitary certificate issued by the
Turkish authoritie$? The House of Lords took the view that the
judgment by the ECJ in 2000 did not decisively answer the question of
whether the appropriate origin rkareferred to in item 16.1 could be
affixed at a place other than the plants' place of origin. Additionally, the
Advocate General had proposed in his opinion that the court should hold
that to be impermissible. It therefore decided to refer the issuenonee
to the ECJ in 2003.

It was argued thahe requirement of an appropriate origin mark
could be fulfilled in a counyrother than the country of origin, based on a
check as to the mark's validity by an inspector empowered in that other
country to issu¢ghe phytosanitary certificatdowever, the court rejected
the argument, listing the following reasons:

% Ibidat para 32.
. |bidat para 37.
%2 |bidat para 23.
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First, such an analysis of item 16.1, interpreting it as requiring merely a
subsequent check that the packaging bears an appropriate origin mark, is
cortrary to the purpose of that item, which requires actual performance
of that marking requirement. Second, the inspector responsible for
issuing the phytosanitary certificate in that other country is not in the
same situation as his counterpart in the coumf origin for the
purpose of detecting any falsification of the origin mark designed to
derive improper advantage from a satisfactory phytosanitary finding as to
the country of origin, inasmuch as he will be able to act on the basis only
of invoices otransport or dispatch documents. Finally, the cooperation
which the competent authorities of the importing Member State build
up with those of a hamember country other than the country from
which the imported plants originate cannot establish itself runde
conditions as satisfactory as in the case of direct cooperation with the
competent authorities of the country of origin. Effective cooperation
with the latter authorities is especially important, particularly in the case
of contaminatiorf®

There were absprovisions requiring that thghytosanitary certificate
accompanying the plants can provide a permaeentd of their origin,
whereas the origin mark affixed to the packaging may be lost if the
packaging is damagéd a result, the court held thawwould be contrary
to the objective of strengthening phytosanitary safeguards to construe the
official statements required by items 16.2 to 16.3a as amended so as to b
capable of being made in a Aonember country other than the products'
country of origin when those new provisions are designed to extend the
requirements for certification of origih

Overall, he ECJassumed, particularly Anastasiou 1992003) that
the government of the TRNC is politically unrecognised and, thus, the
authority from ttet TRNC government i s una
decision inAnastasiou 19%&s clearly followed an approach based on the
fact that the TRNC is not recognized by the international community, the
politicalsovereignty, discussed above. This draws a shagstcisom the
practical trading approach applied to Taiwan, where recognition is
similarly limited from the international community but that fact does not
define the trading relationship.

8 Anastasio2003 supranote 38 at para 63.
% Ibidat para 69.
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VI. CURRENT PRACTICESREGARDING TAIWAN

Unlike the TRNC, Taiwan is @&parate member of the World Trade

Organization despite not being considered an independent state by that

internationd body. The legal basis forai wandés member sh

which provides:

Any State or separate customs territory possessing full autonomy in the
conduct of its external commercial relations and of the other matters
provided for in this Agreement and the Multilateral Trade Agreements
may accede to this Agreememt terms to be agreed between it and the
WTO. Such accession shall apply to this Agreement and the Multilateral
Trade®

i p
XIl (1) ofthe Marrakesh Agreement Establishing the World Trade Qrganization

The above article suggests that statehood itself is not the sole basis for

WTO membership eligibilityCorroborating this interpretations the

WTO Ministerial Meetingds approval

on 11 November 2001, andWwaa n 6 s accessi dnuarfl,o t
2002°%

Notably, he international community has approached the Taiwan
issue from the practigahde approdt perspective antioned above, even
before 2002When consideringhe Taiwanese case from the perspective
of Anastasiod, a i w a n+écegnized status has not preadeitual
reliance and cooperation with respect to import certificates. For instance,
sone 10 months after the decision iAnastasiou 1994the EC
Commission adopted Regulation No. 1L@%° abolishing the protective
measure applicable to imports of garlic originating in Taiwan and
replacing it with a certificate of origin. Article 2(1)(aRedulation (EC)

No. 1084/95 provides that garlic originating in Taiwan must be

he

accompanied upon importation into

origin issued by the competent national authorities of the country of
origin, in accordance with Article 36 65 of Regulation (EEC) No.

% Marrakesh Agreement Establishing the World Trade Ot@&nixptibri994), onlineWTO
<http://www.wto.org/english/docs_e/legal_e/@#o_e.htm>.

% HanWei Liu, fAAn Entity Sui Generis in the WTO:

LawRegi meo (2009) 4:4 Journal of I nternation
Commission Regulation Abolishing the Protective Measure Applicable to Imports of Garlic
Originating in Taiwan and Replacing it with a Certificate of Origin, (EC N@/26) of 15

May 1995.
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2454/ 93. 0 6Competent nati onal
government al aut hority, whi ch is
& Quarantine in the Ministry of Economic Affairs for Exports & Import
Certificates issued on behaff the Ministry of Economic Affairs in the
Republic of Chi n a®Anobeervertoestitan se of

If one applied the reasoning of the Court of Justickniastasiou 1994

whereby 6it woul d be impossible for a
inquiries to the departments or officials of an entity which is not

recognised, for instance, comieg . . .certificates that are incorrect or

have been interfered withbo, to Tai wan,
allowed to accept certificates of origin isshgdthe unrecognized

authorities of the Republic of Chifia.

Both the decision iAnastasioand the EC Commission were made
in 1994, and some progress has be
EU Accession Agreement in 2084According to the current pert,
Atrade between north Cyprus and |
long as products from the north transited through ports operated by the
government of Cyprus, 0 under t he
2004 As the government of the Republic of @g argues, it may
initially seem that the TRNC is far from isolated, since the type of
production noted above even gives EU trade preferénkesvever,
allowing transition from the north through ports operated by the
government of Cyprudoes noffix thefii sol at ed situat.
international trade, because the process of transition is more expensive
than exporting products via Turk@y(further detai will be in next
section) The basic assumption Anastasiouhat the TRNC cannot be
considered legitimate authority in the realm of international trade, has
not changed. The sharp contrast between the treatments of the two states

% StefanTalmon A The Cyprus QRO6I31I2i4BEM 727@70r e t he ECJZ¢

% Ipbidat 748.

" Documents Concerning the Accession of the Czech Republic, the Republic of Estonia, the R

Cyprus, the Republic of LatvaRepublic of Lithuania, the Republic of Hungary, the Republic ¢

Malta, the Republic of Poland, the Republic of Slovenia and the Slovak Republic to the Europea

46 OJL 236, 23 September 2003.

Vi ncent Qyumus:eReunificationi Provings &l (Papér prepared for Members and

Committees of Congress, 5 January 2011), Congressional Research Service Report at 12

[Morelli].

2 lbid.

" Bahro A. Ber han & Gimpased EMbhargal @ustémetated Transadtibne S e
Costsof NorthCypus o (2011) 44:5 Applied Economics &
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lends support to the notion that it is time for the international
community to adopt an approach to the TRNC simitaits approach to
Taiwan.

VII. WHY SHOULD THE INTERNATIONAL COMMUNITY
CHANGE ITS APPROACHTO THE TRNC?

When examining the international c
it becomes clear that the decision of the ECAniastasiou 1994 lbased
onlyon normecogn t i on and Anot on any- speci
recognition ® As briefly discussed above, the peaceful unification of
Cyprus is the stated purpose ofmorcogni ti on. Arguably
with which the Security Council was concerned constithiediblation
of the 1960 treaties, and possibly t
ground for an obligation of nan e ¢ o g #°Adcdrding to the observer,

the Ause of force by Turkey in 197
government of the Tkish Republic of Cyprud§.The government of the

TRNC argues, ATur keyos recdwamdse to
obligationi under theTreaty of Guarantée protect the Turkish Cypriot

population bHowever , it i sTredtyobGuareeillenssr t h a't

the guarantor powers to intervene on behalf of only part of the
population, rather than fortheprt ect i on of C¥%silbus as
even if the international community does not recognize the sovereignty of
TRNC, the world has to allow th@oducts from TRNC to be exported
freely.

If the illegality of the Turkish invasion of Cyprus forms the basis for
the obstacles imposed on trade, then the penalty should be administered
against Turkey. Currently the people of the TRNC are penalized, while
Turkey remains wunaffected by its ow
imposedon trade relate to the purpose of peaceful unification, as
mentioned in theTreaty of Guarantéee difficulty of becoming involved
in international trade for the residenté the TRNC has rather made

™ Morelli, supraote 71.

Yael Ronen,Transition from lllegal Regimes under Internatiof@arhbridge: Cambridge
University Press, 2010) at 66.

% lbid.

™ lbid.

8 lbid.
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unification more difficult. Though it has become slightly easier for the
TRNC to partake in international trade, the only authority allowed to give
certificates for goods produced in the TRNC remains the Republic of
Cyprus. In ¢her words, even though it has become possible to export
some goods, if the goods are not transited through ports operated by the
Government of Cyprus, authorities from the TRNC cannot issue the
certificates necessary to export them and must export thrackgy.

The government of the TRNC has complained that the transition
process has serious limitations in itself. The Government of Cyprus has
placed certairrestrictionso n the transit of g 0 «
expensive to compl ¥ Thavdforeh mo& Wf thee g L
TRNC6s imports and exports (unl es
as did citrus fruits il\nastasigustill come or go via Turkish ports, which
inflicts excessive trade transaction costs on the residents of the®TRNC.
Oneresearcher finds that the proce:c
damage to the economy of Nofdnth Cy
calculated that the economic loss due to such shipping amounted to more
than 12 million US dollars in 2004.

Indeed,the mostrecent version of th€lA World Factboo#ports,

i [ t] he Cypriotrekonmni has roughly haletber capita GDP of

the south, and economic growth tends to be volatile, giveNthe t h 6 s
relative isolatiod™ A large economic gap between herh and southern
Cyprus is not helpful for the unification of Cyprus, as it increases the
economic burden on the potential unified government of Cyprus. In
addition, the economic sanctions on the TRNC, such as trade sanctions,
make the people of the TRN@ore dependent on the government of
Turkey. TheCIA World Factboskt at es A[ t] he Tur ki s
dependent on tranefs from the Turkish Government. .. Aid from
Turkey has exceeded $400 nffIfl i o
dependence othe Turkish government continues, both the cultural and

™ Morelli, supranote 7.

Berhan & Jerkinssupraote 73 at 587.

8 |bidat 588.

8 |bidat 596.

8  Cyprus: Economy of the area administered by Turkish Cypriots, CIA W(2IH Geictbeoks
2011), online: The CIA World Factbookhttps://www.cia.gov/library/pblications/theworld-
factbook/geos/cy.htm>.

8 lbid.
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economic gaps between the north and south will be exacerbated, making
reunification even more difficult.

The current policy of the international community towards trade with
the TRNC harms the prospeaf the reunification of Cyprus. Even if the
international community does not recognize the TRNC as a separate
sovereign state, practical approaches to trade issues must remain separate
from recognition. This would not be unprecedented as sovereignty and
trade are dealt with separately in the case of Taiwan. The practeal
approach holds that:

Trade treaties, such as the {fradeareas agreements, are ordinarily
aimed at liberalizing trade relations between the contracting parties, and
not at detemining the legal status of a certain territory. Consequently,
interpretation of the relevant rules of origin included in such
agreements should not be based on the various rules regarding
sovereignty, acquisition of territory, or international recogniton,
rather, on factual factors like de facto control, jurisdiction, and ensuing
international responsibilify.

It follows that the trade practices can be separated from the official
recognition of a state, as this is the approach that the international
cammunity has taken with respect to Taiwan. Recently, Kemell Baykalli,
of the Turkish Cypriot Chamber of Commerce (KTTO), has also
suggested that ithe adoption of the
the competitiveness of Turkish Cypriot products &g help bridge the
economic gap wFathdiGmgekha&Ltypsushoa Ark
harm the unificabn of Cyprus, as argued above.

VIIl. OTHER PROBLEMS REGARING CYPRUS

There are many more obstacles to the involvement of the residents of
the TRNC in theinternational community. For one, it has been reported
that the embargoes resulting from mecognition by the international
community have created aesooreedkndng sy
stretchedThets eh &mbya.r@goes thélbankmg s ev e

8 Hirsch supranote22 at 578

8 Morelli, supranote 71.

8 Ni ck Kochan, iWest er n i Eaticigapng :AcceNtancé Despiten Cyprus
International Embargoes that Restrict their Operatidttthern Cyprus Banks are Making
Preparation in the Hope that FEheBank¢Dacembgr t hey wi
2007)at1.
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sector, from access to the swift payment system to obtaining international
l egal and financi aFf®Isajatioa inithfe ibankingi o n
sector means, iforeign banks pl ay
the countryeintdrnyd darms engou have an)
countryods ecdonomic growth. o

Furthermore, even ihon-Cypriots living outside of the island of
Cyprusare not involved in international trade with the TRNC, they may
feel the results of the embargoes on thBTRnerely by sending a parcel
there. The northern part of Cyprus is still barred from the Universal
Post al Uni on and Aforeign mail ad
transit via Turkey?o; proving that
therorth to mainl and T W@rnkadditian, all mail h e r
going to the TRNC from foreign <co
10, T u r ktree yTorkism Bepublid@ of Northern Cypusr even
i Cy p ¥Mesin is a province in southern Turk@yplying that the
TRNC is a part of Turkey, not Cyprus. Current embargoes on the TRNC
conflict with efforts to unify Cyprus in many respects, since the current
practices bring the TRNC closer to Turkey than Cyprus.

More specificallthe WTO considers paal and courier servicés
Aiform a key part of the gl obal C C
economic and social importané®d thus, reform of the current
arrangements regarding the sending of international post to the TRNC
can be argued as partaopracticairade approach, while aiding with the
goal of reunification. Currently, the TRNC is not a member of any
international organization, including the WTO, while Taiwan is a separate
member. Ifexclusion frommembership creates trouble for Cypribg t
i deal solution would be for Cypru
While many international organizations treat Taiwan as a part of
mainland China, it still joined the World Trade Organization and
Universal Postal Union as a separate entity. Talvesnavoided an

assertion of statehood, by cl ai mi
Penghu, Ki n ménmnand,aim ds WWQ@ tmsnibérship, been
% Ibid.

8 Ibid.

® Nicholas Bray, fALong Division: Cyprus Plays

Policy Journal 73 at 80.
% Vesna MaricCyprugLondon: Lonely Planet Publications, 2009) at 229.
%2 Ppostal and Courier Services, World Trade Organizatidime: WTO<https://www.wto.org>.
Shawsupranote 12 at 212.
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named the ASeparate Customs Territor
Mat suodo or A.Cihéerenha been consistgntepiessure from the

Peopl ebs Republic of China not to na
and the current membership name has been the result of negdfiation.

Therefor e, t he term Acustom territo
Tawansomwher e between an independent s

Republic of China. Still, the ambiguity of the term suggeptaeatial
solution to the TRNC, since it was the key to bringing about separate
membership within the international community withotequiring
recognition as a sovereign state. Both the government of the Republic of
Cyprus and the TRNC should consider a similar arrangement. In
addition, the international community and international organizations
must consider such approaches morewsssi, since their adoption does

not harm the unification of Cyprus. Rather, from this perspective, an
ambiguous name would move the TRNC cles&yprus and away from
Turkey.

IX. INTERNATIONAL ATTEMPTS TOUNIFY CYPRUS

There have been international efforts unify Cyprus, the most
popular beingformerUN Secr et ary Gener al Kof i
which aranged a referendum ofpril 24, 2004 between North and
South Cyprus for the first time. Thi
i nternat i on adchieveotm peacefultuyificatian of Cypfus.
Unfortunately, the result of the referendum was not positive as 75.8
percent of Greek Cypriots rejected the plan, while 64.9 percent of Turkish
Cypriots supported .

Such efforts continue to this day. Theeve been series of meetings
between Greek Cypriot leader Dimitris Christofias and Turkish Cypriot
president Dervis Eroglu to solve some core issues to unify Cyprus. Even
though there is no clear agreement yet, it is important to note these efforts
in this paper. It is clear that international community wants to unify

% Chienpi n Li, A T a ioniira Inté-Govefmentali Ocgangzations: An Overview of its
Initiativesdo (2006) 46: 4 Asian Survey 597.

% Muzaffer E. Yilmaz, fAThe Cyprus Conflict and th
Ege Academic Review 29 at 31.

% Michaela Maier,Campaignin in Europé& Campaigning for EurdPéscataway: Transaction
Publishers, 2008) at 176.
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Cyprus peacefully, and this is why approaching the TRNC from a
practicatrade approach is more appropriate as argued above.

X. CONCLUSION

This paper has dealt with the issue of Cyprus in inierns trade
law. Even if the norecognition of the government of the TRNC is
justified, current practices in international trade law have contradicted the
purposes of norecognition. The twdnastasionases have shown that
the current international pmy serves the politiedvereignty approach,
which emphasizes official sovereignty and recognition, over the situation
on the ground. The politicabvereignty approach has made it much more
difficult for the people living in the TRNC to be involvednternational
trade. As trade is one of the most important factors for the economic
growth of a country, this policy handcuffs the economic growth of the
TRNC, as products from the unrecognized authority of the TRNC are
extremely difficult to export. As asult, the economic gap between the
TRNC and the Republic of Cyprus continues to grow and makes the
unification of Cyprus even more difficult. For example, in the @fase
Germany, reunification was very expensive and more difficult for West
Germany than itwould have beenhad East Germany been more
prosperoud’ It is thus a legitimate concern that economic disparity
between the TRNC and Cyprus could further complicate the prospects of
reunification.

Furthermore, since only the Turkish government recagrize
TRNC, the politicabovereignty approach serves to push the TRNC closer
to Turkey and farther from Cyprus. Furthermore, the TRNC looks more
like a part of Turkey than Cyprus, as all international mail must include
the address ATumkheRNC.t o reach any

In summary, the international community must apply a pratrack
approach towards the TRNC that would remove the bans on products
exported from the TRNC to the world. The practicade approach
would reduce the economic gap betweerRégublic of Cyprus and the
TRNC, stop pushing the TRNC towards Turkey and lay a more effective
framewaork for the political reunification of the island of Cyprus.

 Marc Fisher, fAGermany's birthday blues; on
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UNCITRAL Working Group |l
Standards in Treaty BasedJestor
State Arbitration: How Do Thg Relate
to Existing International Investment
Treaties?

DIMITRIJ EULER

l. INTRODUCTION

transparencystandards in investetate arbitral practice. The

requirements for openness in investment disputleseins have
included: considering amicus briefs, publishing memoranda, awards, and
witness statements and all owing f
and public hearings either digitally or physically. This practice leads actors
to reconsidetheir positions on transparency as set out in international
investment agreements (lIAs), annexes to arbitral rules or memoranda of
state. Under pressure to keep further arbitration proceedings open to the
public, some actors are now eager to create mukiateral standard of
transparency. The United Nations Commission on International Trade
Law (UNCITRAL) Working Group Il (WG) has proposed a standard
(Standard) which, to some extent, may find consensus within the mandate
of the WG and the arbitral comumity. However, it is uncertain how such
a standard will interact with existing IlAs and contractual obligations of
hoststates and investors.

RECENT INVESTMENT TRBUNALS HAVE ADOPTEDA VARIETY OF

Visiting Scholar at Lauterpacht Centre for International Law at Cambridge University; PhD
candidate at the chair of Prof I. Schwenzer (International Commercial Law, University of Basle,
Switzerland); M.A. in Transnational Law (Basle). Thgoris supported by the Freiwilligen
Akademischen Gesellschaft Basle and Max Geddifteng Basle and was an observer for the
MAA in the 55th UNCITRAL Session of WG Il on Transparency in TlBaged InvestState
Arbitration in Vienna 2011.
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This paper examines the likely effects of applying the proposed
Standard in investetate disputes arising fromxisting IIAs and
investigates how the proposed Standard should be implemented in order
to overcome potential obstacles. It argues that a multilateral memorandum
of understanding, including commitments from both investors and-home
and hosstates, is nesgary to ensure participation from the maximum
number of investors and states.

Il. HISTORY OF THE DEBATE ON TRANSPARENCY IN
INTERNATIONAL INVESTORSTATE ARBITRATION

In general, international inves#&tate disputes, as a product of
contracts, are confidentiahless the parties agree otherwisethe 1990s
however, disputes involving environmental concerns drove governments
and international organisations towards transparency. In 199Rithe
Declaration on the Environment and DevéEmmeizdted the imprtance
of public access to information dealing with issues of public interest as the
key principl€. Moreover, the Aarhus Convention called on governments
to grant public acce$s) international and domestic proceedittgscases
involving environmentahatters. In response to these developments, the
UN Economic Commission for Europe (UNECE) undertook a treaty to
provide further clarification on transparency in domestic proceedings, i.e.
environmental impact assessment, in cases involvingbauodgary
impacts.

. Gary B.Born, International Commercial Arbitr&tioed (Netherlands: Wolters Kluwer, 2009) at
2273.

2 UNCED, 3d Sess,UN Doc A/CONF.151/26/ (Vol. 1) (1992) online: UN
<http://www.un.org/documents/ga/confl51/aconfl512Bannex1.htrn.

3 Ibid Principle 10

Convention on Access to Information, Public Participationviakdegiaiwh Public Access to Justice

in Environmental Matfefsrhus Denmark, 25 June 1998161 UNTS 447, oime: United

Nations Treaty Collectioghttp://treaties.un.org/doc/publication/lUNTSNolume%202161

v2161.pdb.

Nathalie Bernascols t er wal der , ATransparency iane"dn Ami cus

in MarieClaire Cordmier Segger, Markus W. GehringAdrew Newcombe, edSustainable

Development in World Investmer(fThavwNetherlands: Kluwer Law International, 2011) 191 at

1923.

6 Ibidat 193.

Promoting the Application of the Rsmafithe Aarhus Convention in Internationg! E8fisc

11/4, UNESCOR, 2005, ECE/MP.PP/2005/2/Add.5 online: UNECE

<http://lwww.unece.org/env/pp/ppif.htmb.

(


http://www.un.org/documents/ga/conf151/aconf15126-1annex1.htm
http://treaties.un.org/doc/publication/UNTS/
http://www.unece.org/env/pp/ppif.html
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At the same time, the World Trade Organisation (WTO) changed its
policy on investestate disputes to encourage greater transparency. In
particular, the WTO Appellate Body established procedural rules
requiring transparency and public acB&ss.some extent, the appellate
body allows transparency and public access during their procgedings.

The arbitral tribunals, facing public pressure to allow access to
tribunal proceedings, were influenced thg WTOs proceedings on
public awarenessin the first decade of the Blcentury, public pressure
and policy concerns led to a change in arbitral practices under NAFTA
tribunals!* The tribunal in UPSv Canadamade a precedeseétting
decision towards transparency by allowing the amicus briefs submitted
the Canadian Union of Postal Workers and othéfhereafter, NAFTA
tribunals continued to substantiate the right to transparency and to public
acces§.Hence, in October 2003 the government of Canada declared that

8 SeeWTO, Appellate Bodyorking Predures for Appellate Rét&wugust 2010), WTO Doc
WT/AB/WP/6, online: WTO <http://docsonline.wto.orgk at arts 24(1), 27(3)(a)

° SeeUnited Statdsiport Prohibition of certain Shrimp and Shrimp Padptamt(®y India,
Malaysia, Pakistafhailand)(1998), WTO Doc WT/DS58/AB/R (Appellate Body Report)
online: WTO <http://docsonline.wto.orgé the appellate body allowed third party access)
affirmed byUnited Statémposition of Countervailing Duti€erain HéRolled Lead and Bismuth
Carbon Steel Products Originating in the United Kingdom (United States v European Commu
(2000), WTO Doc  WT/DS138/AB/R (Panel Report), online: WTO
<http://docsonline.wto.orgk; oontra European Communideasies Affecting Asbestos and
Asbest@ontaining Produ¢2901), WTO Doc. WT/DS135/AB/R (Appellant Body Report),
online: WTO <http://docsonline.wto.org? (denied the amicus briefs due to practical reasons).
However, the reasoning on which the Appellate Badgpts briefs varies dagease and is
criticised for this. See e.g. Greenpeace Internatonal al , Press Release,
Friends: One Year After Seattle, the WTO S|
online: FIELD ttp://www.field.orguk/library/archive>.

0 See e.gJnited Parcel Service of America Incorporated (UPS{20@3nédéernational Centre

for Settlement of Investment Disputes), online: NAFTA Clatritp://www.nafta

law.org/Disputes/Caada/UPS/UPSCanaddrinal_Award_and_Dissent.pdf> at8®% UPS v

Canadh

Settlement of commercial disputes: Transparenbgisiedtieagsitate arbitrati@ompilation of

comments by GovernmehNE€ITRAL, 53rd Sess, UN Doc A/CN.9/WG.II/WP.159/Ad.1,

(2010) at 8

UPS v Canada, Decision of the Tribunal on Petitions for Intervention and Participation as Amici ¢

(2001) online: NAFTA Claimshttp://naftaclaims.com/Dispute€anada/UPS/UPSDecision

ReParticipationAmiciCuriae.pdf8iPS v Canada, Amicus Brief

13 Chemtura Corporation v Canada, A{@ad®) (Ad hoc NAFTA Arbitration under UNCITRAL
Rules), online: Investment Treaty Arbitratidrtg://italaw.com/documents/

ChemturaAward.pdfstlfis tribunal approvetddPS v Canadsupranote 10); see aldderrill Ring
Forestry LP v Cang2ial0), (UNCITRAL, ICSID Administered Case (NAFTA), Awardjine:
Arbitration Law Http://arbitrationlaw.com/files/free_pdfs/Merrill%20%26%20Ring
%20v%2@anada%28020Award.pdf; Gallo v Canada, Decision on the Challenge to an Arbitrator
(2009), (PCAUNCITRAL Arbitration Rules )online: NAFTA Claimshttp://www.naftalaw

11

12


http://docsonline.wto.org/
http://www.nafta/
http://naftaclaims.com/Disputes/Canada/UPS/UPSDecision
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it would take appropriate steps tovgrchandating transparency in
investosstate arbitration? A similar development emerged in the USA in
the 2005 landmark decisioMethanex Corporation v United ‘Stabese

the tribunal explicitly adoptethe WT O6 s  p'flrareattiorct@ these
cases, NFTA States agreed on binding obligations of transparency and
public access in dispute proceediags.

Developments in South America were slightly different. In 2006, the

Inter-American Court of Human Right$ACHR) held that governments

refusing to providenformation of public interest violated the right of
accesstostdtee | d i nf ormati on undedAtthet s Hum
same time, Argentina and Chile changed their policies from
confidentiality towards transparency, a shift at odds with some of the
tribunals before which those states appéaradgentina, for example,
unilaterally enforced a decree allowing for the broadest possiblé°access.

14

15

16

17

18

19

.org/Disputes/Canada/Gallo/Gati-Canadalrhomas_Challendeecision.pdf>.

Government of Canad&AFTA Chapter Iilnvestment: Statement of Canada on Open Hearings in
NAFTA Chapter Eleven Arbitrations in OctoberoB008: Foreign Affairand International
Trade Canada <http://www.international.gc.ca/tragegreemenisccordEommerciaux/disp
diff/naftatransparencglenaransparence.aspx?lang=enview=d

Final Award on Jurisdiction and N20i#s), (Ad hoBUNCITRAL Arbitration Rules) online:
NAFTA Claims<http://naftaclaims.com/Dsputes/USA/Methanex/Methanex_Final_Award
.pdf>.

Methanex Corp. v USA, 1st Partial Awar002) online: NAFTA Claims
<http://naftaclaims.com/Disputes/USA/Methanex/MethanexPreliminaryAwardJurisdiction.pd
f>; see alsG@lamis Gold, Ltd. v United StateserfoamAwar@ Jun 2009), (International Centre

for Settlement of Investment Disputes), online: NAFTA Claims
<http://lwww.naftalaw.org/Disputes/USA/Glamis/GlamidSAAward.pdf>.
NAFTA Free Trade Commi ssi on, Press Rel ease a

Announces New Transparency Measureso (October
Trade Representativatp://www.ustr.gov/aboutis/presffice/presseleases/archives/2003/
october/naftacommissiomnnouncesewtransparen> [NAFTA Free Trade Quoission]

Claude Reyes et al. Case)(20i06), Merits, reparations and costs, tAtarCt HR (Ser C) No

151, online: InteAm Ct HR <http://www.corteidh.or.cr/docs/casos/articulos/seriec_151_

ing.pdf at57(13), 48, 99, 8102 (Reyes and others regted information from public officials

concerning the social aspect and environmental impact of a project. The public officials denied

the request. Thereafter, Reyes and others sued successfully Ecusdoafabaving violated

the right to informéon.).

Suez, Sociedad General de Aguas de Barcelona S.A., and Vivendi Universal S.A v, Argentine Republi
(2006), ICSID case No Arb/3/19, online: ICSIhttps://icsid.worldbank.org/ICSID/Front
Servlet?requestType=CasesRHactionVal=showDocdocld=DCEk®|&C19; Order in

Response to a Petition by FixdoMermmental Organizations for Permission to make an Amicus Curiae
Submission(12 February 2007) ICSID case No Arb/3/19, online: ICSID
<https://icsid.worldbank.org/ICSID/FrontServlet?requestType=GddastionVVal=showDocdo
cld=DC519_Encaseld=C2%t 1225 (he tribunal responded to an amidusef of five non

governmental organizations for permission to make a submission. Although the tribunal denied

the briefs, it outlined the procedure and requiremémtaccept briefs outside NAFTA
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Under current and widely accepted tenets of international investment

law, the transparency of proceedinggelsrdepends on the language of
the llAs, the agreement of the parties and on rules governing the arbitral
proceedings themselves. IC3IAnd UNCITRAL* rules account for
transparency to some limited ext&@ther tribunals continue to require

the explicittonsent of disputing partiés.

Since 2000, it has become increasingly common to include explicit

provisions regarding transparency in FARecent IIAs, mainly of

20

21

22

23

24

25

jurisdiction.);Suez, Sociedad General de Aguas de Barcelona S.A., and InterAguas Servicios Inte
Agua S.A. v The Argentine Rep@bs), ICSID ase No. Arb/3/17, online: ICSID
https://icsid.worldbank.org/ICSID/FontServlet?requestType=CasesRHactionVal=showDocdoc
1d=DC514_Encaseld=CE 14-15 (amicus briefs were considered).

SeeSettlement of commercial disputes: Transparedmsat tieadgBiate arbitrati@ompilation

of comments by Governnul®& TRAL, 53rd Sess, UN Doc. A/CN.9/WG.II/WP.159 (2010)
46 (Argentina provides by Decree No. 1172/2003 fullest possible access).

International Centre for Settlement of Investment Disputekditional Facility Rul@906),
ICSID/11, art 39(2), online: IC®
<https://icsid.worldbank.org/ICSID/ICSID/AdditionalFacilityRules.jsp [Additional Facility
Rules]; ICSID Convention, Regulations, and Rules: Rules of Procedure for afidnitr
Proceedings (Arbitration Rules) 2006), art 32(2), online: ICSID
<https://icsid.worldbank.org/ICSID/ICSID/RulesMain.jsp [ICSID Arbitration Rules] (grant
veto power to the partiesee alsédditional Facility Rulag 41.3and ICSID Arbitration Rules
art 37.2 (grantsome power to accept amicus briefs by consideringexclasive listyCSID
Arbitration Ruleart 48.4 andhdditional Facility Rylag 53.3 §llows the pulidation of excerpts

of the legal reasoning in absence of the disputing parties consent to publish the award).
UNCITRAL, Arbitration Ruldas revised in 2010), (New York: UN, 2011), art 28(3), online:
UNCITRAL http://www.uncitral.org/pdf/english/texts/abitration/arbrulesrevised/arbules
revise2010e.pdf(parties have a veto against in camera proceedings).

Phoenix Action, Ltd. v Czech Republic, (20@8) (International Centre for Settlement of

Investment Disputes), online: ICSKhttps://icsid.worldbank.org/ICSID/FrontServiet?
requestType=CasesRHactionVal=showDocdocld=DC1033_Encaseids€x/Mariel Dimsey,
AfForeign direct investment and the alleviat
of i t s Rpeeryl and? lataronah Law: Setting out the Framéioidadakavukaren,
forthcoming 2013); K. NadakavukareDjspute Settlement, in International Investment Law
(Cambridge University Press, forthcoming 2013); see also Lise Johnson & Nathalie Bernasconi
Osterwalder Tranparency in Dispute Settlement Process: Countries b@stinmigetice$SD
Publication Center, 2011), online: [ISD <www.iisd.org/publications/pub.aspx?id=1829> 5
[Johnson & Bernasconi].

See London Cati of International ArbitrationLCIA Arbitréion Ruleg1 Januar1998), online:

LCIA <http://www.Icia.org/> (the LCIA states explicit provisions relating to confidentiatity

art 30.); Arbitration Institute of the Stockholm Chamber of Commeradijtration Ras (1

January 2010) (the SCC states similar requirenag¢mit 46; see alséermanent Court of
Arbitration  (PCA), Rules of Procedureonline: PCACPA  <http://www.pca
cpa.org/showpage.asp?padg363> American Associan of Arbitration (AAA), Rules&
Proceduremline: AAA<http://www.adr.org-.

SeeAndrew Paul Newcombe & Lluis Paradedlw and Practice of Investment Treaties: standards of
treatmenfNew York: Wolters Kluwer, 2009) 8.880 [Newcombe & ParadellJohnson &
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countries in the Americas, include transparency proviSions.
Furthermore, public pressuradiled to an attempt by UNCITRAL to
capture current practice in the Standdr8uch efforts notwithstanding, a
great majority of countries still deny the right of public access to
proceedings in treabased investastate arbitratiors®

The UN commissiore f or human rightséo gui
business and human rights stated the importance of transparency in non
judicial grievance mechanism between different gtteimvever, most
European countries generally do not provide provisions requiring
transpaency in their I1As. Accordingly, the proposed Standard is likely to
have an impact on the reservation of states towards transparency. Within
the WG, disagreement exits upon major topics. Is the Standard a
mandatory provision? Are states and investorgdramore it? Will it
push disputes away from UNCITRAL and towards other resolution
formats? These questions have to be resolved in the final round October
2012 in Vienna.

Bernasconisupranote 23 (the authorsdescribe the trend going slowly in the direction of
transparency at 2).

% See Dominican RepufdiEntral America FTA (CAFIR) 5 August 2004 online: USTR
<http://lwww.ustr.gov/tradeagreements/freieadeagreements/cafir-dominicanrepublic
centralamericdta> (the Domhican Republic, USA and Central American Sates agreed on
explicit transparency and third party access in inw&ater arbitrationarts 10.14 & 10.21
Agreement Establishing the ASESAMdlian New Zealand Free Trade2ArEabruary 200,11
art 26 online: <ASEAN, http://www.asean.fta.govt.nz/(Australia, New Zealand, and other
countries agreed on similar rules); see disted Stat&éngapore Free Trade Agreéniéay
2003, art 15.20, online: USTR http://www.ustr.gov/tradeagreements/freeade
agreements/singapdite; Australi€hile Free Trade Agree@émarch 2009art 10.21& 10.22,
online: Australian Geernmentwww.dfat.gov.atte/aclfta; USMorocco Free Trade Agreetbent
June 2004 (entered into fore 1 January 2006) art 10.20, online: USTR
http://www.ustr.gov/tradeegreements/fre#adeagreements/morocéta; Investment Agreement
for the Common Market for Eastern and Southern Africa (COMESA) Common |iR&#aent Area
2007, art 27(3), online: TRALAC <http://www.tralac.org/wp
content/blogs.dir/12/files/2011/uploads/Investment_agreement_for_the_CClAxpdf

27 SeeUNCITRAL, Report of the Working Group on Arbitration and Conciliation on tedastyrk of it

eighth sessidh Sess, UN Doc. A/CN.9/646 (2008) at 57.

Johnson & Bernascorsupranote 23at 2.

2 SeelJohn RuggieReport of the Special Representative of th€&&wenaitany the issue of human
rights and transnational corporationshandusiness enterprises: Guidingddncisiness and
Human RightsiRC, 17" Sess, UN Doc. A/HRC/17/31 (March 2011), art 31 lit d &amline:
United Nations Human Rightshttp://www.ohchr.org/documents/issues/business/
A.HRC.17.31.pdf [Ruggie]
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http://www.ustr.gov/trade-agreements/free-trade-agreements/cafta-dr-dominican-republic-central-america-fta
http://www.asean.fta.govt.nz/
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[Il. HOW THE STANDARD INTERFERES WITHEXISTING IIA S
AND HOW ARBITRAL TRIBUNALS COULD INTERPRET THIS
INTERFERENCE IN CASE OF ADISPUTE ARISING FROM AN
EXISTING IIAS

A. The Potential Standard of Transparency under UNCITRAL

Rules

The Standard provides rules with regard to the publication of
information at the commencement of the proceeding, @ctes
information during the proceeding and finally the publication of awards
at the end of the proceeding. Additionally, the Standard sets forth rules
concerning the openness of the hearing and access ofdismaimg
party or third person.

At commencenmd, the Standard potentially requires disclosure of the
notice of arbitration either immediately after receipt by thergsarty or
within a period of, for exampltirty days. The burden lies on the parties
to redact information in a manner that doest miisclose confidential
information as defined under the Standrd.

Under the Standard, a#dinthedispueo n
is granted access to the following documents:

[T]he notice of arbitration, the response to the notice of arbitratien; t

statement of claim, the statement of defence and; any further written

statements or written submissions by any disputing party;[witness

statements and expert reports; any written submissions by the non

di sputing Party/( hearigs, whete] available; amis cr i pt s
orders and decisions of the arbitral tribufial.

The arbitral tribunal may have some discretion on allowing or
prohibiting access, depending on the proposed options. While the parties
are not required to disclose confidentidbrmation in accordance with
the Standartithe final award, including reasoning, must be publighed.

% UNCITRAL, Settlement of commercial disputes: preparation of a legal standard on transparency il
based invesstate arbitratio®6th Session, UN Doc. A/CN.9/WG.II/WP.1692011) at 25
(referring to the preamble of the potential standard) [URRAL, Settlement of commercial
disputés

The question of how an interest is defined remains to be interpreted by arbitral tribunals if it is
not resolved by the WG in the next meeting.

% UNCITRAL, Settlement of commercial dispptasote 30at 2

¥ Ibidat 4546.
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Unless otherwise decided by the arbitral tribunal, the Standard sets a
default in favour of public hearings. For logistical or other practical
reasonsthe tribunal may use means of broadcasting or hold hearings in
camerd®

Furthermore, the standard defines types of third party submissions.
Firstly, the arbitral tribunal has discretion to allow or disallow submissions
by third parties® The Standard allsv f or s u b midspuingns by
stat eso t & Hdrentlee hametatd govemment of the investor
and other member states to multilateral 1l1As qualify aglispuating state
party. Third party submissions may refer to legal arguments, factual
interpretations, or both. The i mpact
submissions out si de t he scope of t
remains unclear.

In any case, an arbitral tribunal may refuse accessr tthe
publication of information. The &ndard provides an extensive catalogue
of confidential information. Information qualifies as confidential
whenever business and industrial secrecy, protected under the particular
procedur e, protected by the disputi
otherrule or law determined applicable by the tribunal, is invdived.

B. Application of the Standard under Existing 11As

The potential Standard applies to disputes arising out of
investment$® A further requirement is that the dispute be tréaised?
eventuallythe Standard will apply staalbne to investastate disputes as
well*

With regard to the temporal scope of the application of the Standard,
member states agreed that its application on any ingtgarbitration

3 |bidat 3334.
%5 |bidat 41 44.

3% |bidat 35.

7 |bidat 37.

% |bidat 45 51.
% |bidat 78.

4 Ibidat 7.

“ Ibidat 15 16. See alSONCITRAL, Report of Working Group Il (Arbitration and Conciliation) on the
work of its fiffifth sessipdNCITRAL WG |l Paper, 45th Sess, UN Doc. A/CN.9/736 (2011) at
1837 [UNCITRAL, Report of Working GroufAtbitration and Conciliafidif)e question of
temporal scope of the application of the Standard was widely discussed within thaté¢G. St
argued over disputes arising from both existing and future llAs. Resolved disputes are not
covered).
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goes beyond the mandate of UNCITIRA The WG considered the
following alternatives: to not apply the Standard to existing treaties, apply
it to certain existing treaties unless the treaty expresses otherwage (opt
variant); or apply the Standard to investate arbitration if the tréa
expressly refers to the application of the Standarédn(eptiant)® The

latter two options were extensively debated. However, tharguit of

both options, in which any state or investors unilaterally selects the
application, was not considered.

Sates in favour of the oput option argue that the Standard will
merely reflect general, existing transparency practices under international
investment laW Although the Standard is common for NAFTA
tribunals, for some European countries the Standaed beyond court
practice under domestic law. For example, the minimal standard of
transparency in Germany and Switzerland is determined by Article 6 of
the European Convention of Human, Rigith merely requires for public
hearings and publication oféhjudgement in proceedings involving an
economical disput®.Other countries express their concern and have a
different understanding of transparency. State parties to CBRTA
NAFTA and other states using ICSID, by observers like the International
Institute for Sustainable Development (IISD) and by the Centre for
International Environmental Law (CIEL), support this solutfon.
However, the majority of UNCITRAL states are in favour of optitig in
but remain sceptical of the Standard. As a result, stateSeoppo
transparency favour aptand states in favour of transparencyoopt

42 Establishment of United Nations Commission on International, TB&leR&sav2205(XXI),
UNGAOR, 21st Sess, Annex, Agenda Item 88, UN Doc A/63@6Aaid.1 and 2 (1966).
Settlement of commercial disputes: preparation of a legal standard on transaseenicy ésteaty
State arbitratipdNCITRAL, 55th Sess, UN Doc A/CN.9/WG.II/WP.166 (O@011) atl0,
online: UNCITRAL <http://www.uncitral.org/uncitral/en/commission/working_groups/
2Arbitration.htmb [UNCITRAL, Settlement of Commercial Dispuateber 2011]

4 Ibidat 30.

4 Council of Europe,Convention for Human Rights and Fundamental, Fasedomesded by
Protocols Nos. 11 and 14Névember 1950, Eur TS 5, Art 6(1).

See Nathalie Bernascofiisterwalder & Lise Johnson et &pmments on Draft Rules on
Transparency in Invé&ttde Arbitratiq®011), online: IISD <www.iisd.org>.

47 UNCITRAL, Report of Working Group Il (ArbitratidrConciliatigrgupranote 41, a2629.
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IV. VIOLATION OF THE EXISTING IIA DUE TO THE
IMPLEMENTATION OF THE STANDARD

A. The Implementation of the Standard May Violate the

Stabilization Clause in Investment Contracts

The adgtion of the Standard either as a unilateral declaration or as a
ratification of a convention may fall within the scope of a stabilization
clause, found in investment contracts. As discussed below, the
implementation of the Standard could thereby violath & stabilization
clause if it obliged the investor to disclose information to any third person
or to the public.

Three main types of stabilization clauses exist. freezing clauses,
economic equilibrium clauses and hybrid clauses. All three aim to make
invest ment s i mmune t o stat esgafes subse
legislated within the scope of the stabilization clause, the investor may
either ignore the new rules or receive compensation from thetdtestor
its efforts to comply with the claugéwus, stabilization clauses increase
investment protection by lowering the bar of the IIA under which a host
state has to pay compensation to an inv&sfdthough thewording of
these clauses difféhey generally lead to the same result: compen$ation.

In this regard, tribunals use all type of clauses to deduce the amount of
compensation in the dispute.

1. Freezing Clauses

The freezing clause aims to freeze the law for the particular investor
and investment at a particular point in time so that followeggslation is
inapplicable on the investment. An example of a full freezing clause
follows below.

“ Lorenzo Cotula, HfARegulatory Takings in Stabili
(2009) in OECD,OECD Investment Policy Perspective§-120@@: OECD, 2009) 69 at 75
[Cotula].

49 SeeAmerican Indepdant Oil Company (Aminoil) v The Government of the Stat¢le8E)\4it
ILM 976 at 115Aminoil v KuwdifKuwait had to compensate Aminail for the nationalisation of
an oil field. Aminoil stated that the full freezing stabilization clause pré<antst from
nationalise the project. The tribunal decided to the contrary, it left open if this clause may
prevent a state from confiscating the project.); sed edsmo Overseas IBetroCompany and
California Aatic Oil Company v The Governmdre bflyan Arab Repuflg77) 53 ILR 389
[Texacw Libyg AGIP Company v Popular Republic of thé188apal ILM 726A4GIP v Congjo
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Thelhosst at e] government [é] will take all/l
that the [investor] enjoys all the rights conferred by the [investment

contract] The contractual rights expressly created by [the investment

contract] shall not be altered except by the mutual consent of the

parties?®

A literal interpretation of such a clause leads to the conclusion that
the hossstate is not allowed to enact legistathat effects the investment.
However, the purpose of the clause is fulfilled if the-gtat&t merely
excludes the particular investor from the application of the new law. In
any case, the hesthte has to compensate the investor fully if it forces
such an investor to comply with the new law. The potential standard
obliges investors and hesdtes to disclose information about the dispute
at the commencement and during the proceeding. This obligation falls
within the scope of a full freezing clausesl@own in the given example
above. Therefore, the investor may either ignore this obligation or get full
compensation if forced to disclose information.

2. Economic Equilibrium Clauses

The economic equilibrium clause on the other hand obliges the host
stateto compensate the investor for costs that arose in order to comply
with laws enacted after the date of agreement. It is the most common
clause and can be found in various forms in investment contraats.
example of a full economic equilibrium clausefeil

Change in Law": shall mean (a) the adoption, promulgation, change,

repeal or modification after the date of this Agreement of any Legal
Requirement [ é] that in either case (i)
construction, financing, ownership, opéator maintenance of the

[Project] that are materially more restrictive than the most restrictive

requirements in effect as of the Effective Date or (ii) has a material
adverse effect on the [investords compa
tothe[iv est or 6s company] ;

[ é]

In the event of the occurrence of a Cha
be entitled to receive Recovery All owar

% Texacw Libyaibidat 394

®  See Andrea Shembergtabilization Clauses and Human RighiMarch 2008)online: IFC
<http://www.ifc.org/ifcext/enviro.nsf/AttachmentsByTitle/p_StabilizationClausesandHumanRi
ghts/$FILE/Stabilization+Paper.pdit 29 [Shembelg
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the costs of complying with the Change 1in
Recovery Allowanceid under this Article shall be determined pursuant
to Article [. . .].2

The scope of an economic equilibrium clause may be limited to
certain legislation, e.g. tax and custoritereto follows an example of a
limited economic equilibrium clause used inc@ntract between an
investor of power plants and the government:

fiChange in Law" shall mean ahyrge in the Applicable Laws ,. but

only to the extent that such change (a) relates to (i) fiscal matters, (ii)

customs matters, (iii) environmental matte(iv) labor or job safety

matters, (v) water consumption of the Power Plant, (vi) changes to the

. Procedures or related with the electric power regulatiotb) affects

the foreign [investor] and the domestic [subsidiary] in a different manner
54

A literal interpretation of both economic equilibrium clauses leads to
the conclusion that, if any legislation adopted after the agreed point in
time falls within its scope, the clause obliges the investor to comply with
this legislation. Additioally, the clause obliges the Istate to bear the
i nvestords costs arising in order
Therefore, if hogdtates introduce the Standard to their set of rules related
to investostate arbitration and the adoption fallghini the scope of an
economic equilibrium clause between the investor and thesthtest
government, the investor needs to be compensated if disclosure of
information leads to an adverse effect of the value of the investment or
reduces the value of its qoamy.

3. Hybrid Clauses
Hybrid clauses are a combination of economic equilibrium and
fixed stabilization clauses. It is primarily up to thedtast to decide to
either exclude the investment from the application of the new legislation
or to compensate thavestor for its effort to comply with the new

2 lbid

5 SeeMuthucumaraswamy Sornarajdine International Law on Foreign InveSrdesd, (New
York: Cambridge University Press, 2010) at 282 [Sornatajamational LdwCotula, supra
note 48, 7¥6.

Shembergsupranote 51 at 30.
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legislation. The clause aims to require-biadés to puthe investor into
the positionit was prior to the triggering legislatin.

[I]f any existing Laws of [the hststte government]. . or any other
applicable or existing law of any other Government, is changed or
repealed, or if new laws are introduced which bears unfavourably on

the financial status of the [project] or the Parties, then the Parties will
apply all efforts that are necessargatmpletely or partially release the
[project] or the Parties from the abowentioned changes, or the Parties
will undertake all other necessary steps to alleviate the unfavourable
impact of these changés.

If the adoption of the Standard falls within teeope of a hybrid
clause, the hostate either follows the consequences of a fixed
stabilization clause or of an economic equilibrium clause.

An investor should carefully consider drafting stabilization clauses in
connection with the legal framework.wfolation of the rights of the
investor may fall outside the scope due to different interpretations.
Thence, investors may not claim compensation. To reduce any risks of not
being compensated as required by the contract and the llIAs, investors in
addition should include a choice of law clause in the investment contract
which favours international principles of law, agree to arbitration in an
arbitration friendly country in addition to the stabilization clause
regardless of the existence of an IIA. As dt,rése contract is governed
by international principles. Therefore, a kstate may not modify any
obligation towards an investor by decree whatsoever. Thus, the legal
framework of the investment is stabiliZed.

B. Interpretation of StabilizationClauses
The law of the seat of the arbitral tribunal determines the
interpretation of a contract. Tribunals may limit the application of a

% |bidat22,2931; Audl ey Sheppard & Antony Crockett,
Sustainable Dewelp me nt ? 6 -Claire Coktlanier Segger, Markus W. Gehring &
Newcombe, edS§ustainable Development in World Investn{@heldetherlands: Kluwer Law
International, 2011) 329 at 3888 [Sheppard & Crockett].

Shembergsupranote 5L at 31.

SeeAGIP v Congasupranote 49; Texaco v Lihyidid Aminoil v Kuwaitbid see alsémnesty
International UK, Human Rights on the-Tine BakiibilisiCeyhan pipeline profbtay 2003),

online: Amnesty Internationalwsvw.amnesty.org.uk/content.asp?CatgBer1 1587 at 4 &

14 [Amnesty InternationaBT(.

SeeMar kus Burgstaller & Charles
To I CSID or not to | CSID?0 (201

56
57

%8 B. Rosenberg
1

) 27 Arbitré
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stabilization clause. Due to a faulty party the contract and its inherent
stabilization clause is invalid. E.g. the clausmsfaot part of the
investment contract between the disputing parties. Furthermore, the
clause may be invalid if the government acted neither directly nor
indirectly in its power as sovereign, beyond its power as a sovereign or if
the contract was taintday corruption or other defectThe clause may

be limited by differing methods of interpretation. An unlimited cfiuse
may entail an implied limitation. From a systematic point of view, a strict
interpretation of a stabilization clause in an investmentrax, that

binds the party for more thatwenty years, depends on how other
provisions of the contract anticipate legal changes of thestéest
Despite clear wording of the stabilization clause, some tribunals may limit
the effect of a stabilizatiofaase due to missing provisions dealing with
legal changes after the conclusion of the contract.

An evolutionary approach of interpretation may lead to a limitation of
the stabilization clause. Under this approach, a stabilization clause is
interpreted inthe light of social and environmental standatddbeit the
wording of a stabilization clause is unambiguously clear, shifting social and
environmental concerns may shape an investment contract and its legal
framework in a different light that may havdimiting effect on a
stabilization clause. To conclude, tribunals are free to use other methods
of interpretation that may lead to an implied limitation. If the proposed

% SeeMuthucumaraswamy Sornarajdlne Settlement of Foreign Investment [NéputrsLaw

International, 2000) at 50; Sornarajatiternational Lawupranote 53 at 283; see also Stephan
Wil ske & Willa Obel, AfThe o6Corruption Objectiol
Doesitral 'y protect the PooPofettyandnintekhationdl dalvaSetingu k ar er
out the Framewd®ambridge University Press, forthcoming 2013].
See e.g. Amnesty Internatioril,C, supranote 57 (in this project the contract goes even further
in stating that, fiin connection with [...] any
that is reasonably required to fulfil the obligation of the Host Government under any
international treaty on human rights (including the European ConventioHuman Rights)
[ . . . 1 0 )Ngational ePetroleurn $nstitute, Mozambique 3rd LicencigdebERIC (Eng):
Exploration and Production Concession Q@wersshber 2007), online: Mozambique
http://www.inpmz.com/DownLoads/App_Docs/Schedules/Sched8leEPC/EPC_English/M
odel_EPCC_English.pdf imeasures taken for the protection
environment are in accordance with standards that are reasonable and generally accepted in the
international ghlett2Fr.B3).eum i ndustryo
¢ Hungary v SlovaKi@abcikovéNagymaros Project, 25 September 1997) (1997), ICJ Rep 92
ARien n'indique non plus que les parties enter
traité ou de s'en retirer. Au contraire, le traité établit un systembladuamvestissement
conjoint et d'exploitation conjointe. Par conséquent, les parties n'en ayant pas convenu
autrement, le traité ne pouvait prendre fin que pour les motifs énumérés limitativement dans la
convention de Vienne"); see éd®mbergsupranote 51 at 84 & 115.
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Standard is adopted and it falls within the scope of the stabilization clause
from aliteral perspective, interpretations as aforementioned may limit the
extent of the clause.

In any case, stabilization clauses form an obstacle in adoptirt§ rules.
Not withstanding an investorés pot
conventions containg environmental law or human rights), a kstate
may use such rules as an excuse for not adopting international
conventions. However, there are scholars that state that stabilization
clauses are no obstacle because an investor has no internationa
per®nality compared to a government or an international organisation.
An internationalisation of a contract requires possession of international
legal personality of all parties under internationafiae opinio iuris
that investors lack internationalegsonality’ so that they may not
conclude contracts beyond domestic *faWwhereafter, international
standards may be implemented without breach of obligations arising from
an investment contract. Following this, the implementation of the
proposed Standarid unlikely to lead to compensation although it falls
within the scope of a stabilization clause.

V. IMPLEMENTATION OF THE STANDARD MAY AMOUNT TO A
VIOLATION OF IIA

The implementation of the Standard may violate provisions of a treaty
such as expropriationshitrariness, fair and equitable treatment (FET)
or international principles of law such as estoppelsire contra factum
propriunand due process. In the following section, | focus on the probable
violation of the FET or the umbrella clause itsel€annection with a
stabilization clause.

FET is a concept found in almost every IIA. The German Model
Treaty states a very typical clause for ll1As.

82 sSeeAmnesty International UKContracting Out of Human RigetCha@ameroon Pipeline Project

(September 2005) online: Amnesty International Mkw.amnesty.org.uk/content.asp?
CategoriD=11587> at 28 [Amnesty Internation@hadCamerodnAmnesty International BTC,

supra note 57 at 13.

Sornarajahlnternational Lawupranote 53 at 284.

% See Anne Peters, Vélkerrecht: Allgemeiner Teil 272 (Ziirich: Schulthess Verlag, 2. Auflage 2008).
% |bidat 274; Sornarajaimternationalaw, supranote 53 at 283.

Shembergsupranote 51at 139.
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Each Contracting State shall in its territory in every case accord
investments by investors of the other Cacting State fair and
equitalte treatment . .under this Treat§’

The FET clause above is very general and numerous cases exist that
attempt to interpret it. There are also various decisions that tend to form
FET in accordance with customary internatldaw. The majority of cases
endorse the view that FET encompasses differestasutards, which
may interfere with the implementation of the Standard. Thetsamolards
articulated thus far include: transparency, stability and protection of the
investod s l egi ti ma®® ecompkarcp ewith adontractual
obligationg?® and, procedural propriety and due proéess.

In Técnicas Medioambientales Tecmed, SA v United Mexican States, Awarc
[Tecmddthe tribunal adopts an international definition for FET that
other tribunals acknowledge in later cads@he tribunal in Occidental

&7 German 2008 Model BIT, online: Investment Treaty Arbitration

<http://www.italaw.com/investmedteaties>, art 2 (2) [German Model BIT]; see also The

Energy Charter Treaty, December 1994 nenlEnergy Charter <http://www.encharter.org/>
(Ale]l]ach Contracting Party shall, in accordance
create stable, equitable, favourable and transparent conditions for Investors of other Contracting

Parties to rake Investments in its Area. Such conditions shall include a commitment to accord

at all times to Investmentsf Investors of other Contracting Parties fair and equitable

treat ment ,Edergp CharterlTopé&Xibrijvgy 2007 Draft Model BIT (19126line:

Investment Treaty Arbitrationhttp://www.italaw.com/investmerteaties i[ e] ach Party s
accord to investors of the other Party, and their investments treatment in accordance with
customary international law, including fair and equitablatritent and full protection and

secur it yNomvay Model BHI)SD Model International Agreement on Investment for
Sustainable Development online: Investment Treaty Arbitration
<http://www.italaw.com/investmerteaties ( i[ e] ac h P a totinvestersha kthéir accor d
investments treatment in accordance with customary international law, including fair and

equitable treatment and full protection and security. This obligation shall be understood to be
consistent with the obligation of hesatesi par ti cul ar under Article 1
art 7A) [ISD Model Agreenie@tinada 2004 Model Bidnline: Investment Treaty Arbitration

<http://www.italaw.com/investmerteatiesY Ai[ e] ach Party shall accord
treatment in accalance with the customary international law minimum standard of treatment
of aliens, including fair and equitable treatn

[Canada Model BIT

SeeRudolf Dolzer & Christoph Schreuer, Principles of Intermatloinvestment Law ((New

York: Oxford University Press, 2008) at 133 [Dolzer & Schreuer].

% Ibidat140.

" |bidat 142; Sheppard & Crocketsupranote 55 at 343; see also K. Nadakavuk&tamdards of
Host State Behavior, in International Investme@ates and Matsri@Cambridge University
Press, forthcoming 2013).

™ (2003), Case No ARB(AF)/00/anline: International Centre for Settlement loivestment
Disputesc<https://icsid.worldbank.org/ICSID/FrontServlet?requestType=GdastionVal
=showDodocld=DC602_Encaseld=C186 (i [ t ] h e Arbitral Tribunal [
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Exploration and Production Company v The Republic of&beddbat

an investor |l egitimately expects
framework ¢é [emdntanofesfsainti ahd eé¢q
FET protects t he i nvestor ds exp

framework in which the investment was made shall remain coriétant
further reliance onTecmedthe Rumeli Telekom AS and Telsim Mobil
Telekomikgion Hizmetleri ASKazakhstatribunal delineated that the
protection of procedural propriety and due process is part of*FET.
Nevertheless, bona fide legislation enacted of thesthtstwould not
likely violate this provisiofi. Therefore, the implenation of the
Standard bona fide fails to violdbe FET itself.

The implementation of the Standard on the other hand may violate
FET in accordance with a contract provision. A party may invoke a
contract provision such as a stabilization clause,den@wito interpret
the legitimate expectation of the investor covered under the FET.
Accordingly, a tribunal may see a violation of FET in connection with a
stabilization clause.

Contracting Parties to provide to international investments treatment that does not affect the
basic expectations that were taken into account by the foreign investor to makettherives

The foreign investor expects the ketate to act in a consistent manner, free from ambiguity

and totally transparently in its relations with the foreign investor, so that it may know
beforehand any and all rules and regulations that will goganvéstments, as well as the goals

of the relevant policies and administrative practices or directives, to be able to plan its
investment and comply with such regulations. Any and all State actions conforming to such
criteria should relate not only to thguidelines, directives or requirements issued, or the
resolutions approved thereunder, but also to the goals underlying such regulations. The foreign
investor also expects the ksiste to act consistently, i.e. without arbitrarily revoking any pre
exising decisions or permits issued by the State that were relied upon by the investor to assume
its commitments as well as to plan and launch its commercial and business activities. The
investor also expects the State to use the legal instruments thattgoaetions of the investor

or the investment in conformity with the function usually assigned to such instruments, and not
to deprive the investor of its investment wi

2 Occidental Exploration and Productionn@aniplae Republic of Ecu@f®d), LCIA Case No
UNB3467, online: Arbitration Lawhttp://arbitrationlaw.com/files/free_pdfs/
Occidental%20v%20Ecuador%2¢20Award.pdf at 183

8 Sheppard & Crocketsupranote 55 at 344.

" Dolzer & Schreuersupranote @ at142; sedkumeli Telekom AS and Telsim Mobil Telekomikasyon
Hizmetleri AS v Kazakhstan (Awé&@p8), ICSID Case No ARB/05/16 at 583,
<http://www.investmentclaims.com/ViewPdf/ic/Awards/laiw-3442008.pdf; see als®umeli
Telekom AS and Telsim Maékomunikasyon Hizmetleri AS v Kazakhstan, Decision of the ad h
Committee on the Application for Annui2@aitt), ICSID Case No ARB/05/16, online:
Investment  Claims  hitp://www.investmentclaims.com/ViewPdf/ic/Awards/laiw-420-
2010.pdf>.

s Sheppard Crockett, supranote55 at 347.
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Alternatively, the implementation of the Standard may violate an
I | Ad s laclauber Eh¢ effect of umbrella clauses extends jurisdiction
of the investment tribunal beyond breaches of an IIA to breaches of
additional obligations between the investor and the statd, e.g.
investnent contract. A minority argués.g. the councibr SGS WPakistan
and Philippineshat umbrella clauses aim to lift obligations an
international level uncoupled whatsoebgrdomestic law. An umbrella
clause in itself stabilizes the legal framework at the time of concluding the
investment contracd® Therefore, the implementation of the Standard is
unlikely to violate the umbrella clause itself. However, it most likely
violates a stabilization clause in connection with an umbrella clause. In
line with the aforementioned cases, this paragraph assoateimbrella
clauses merely extend jurisdiction.

Most European llIAs have umbrella clauses similar to the German
Model Treaty.

Each Contracting State shall fulfil any other obligations it may have with
regard to investments in its territory by investofsthe other
Contracting Staté.

The extent to which an umbrella clause may cover & hostt e 6 s
obligations towards an investor is contenti®ghis may be why some
countries prefer to not integrate an umbrella clause and avoid creating
legal uncertaingt” ICSID tribunals have clarified this question 3GS

" Dolzer & Schreuesuprmot e 68 (fAOne may no |l onger speak of

of a provision that addresses the future | egal

" German Model Bupranote 67, art 7(2). See alBnergy Charter Tredtid( A Each Contract i

Party shall observe any obligations it has entered into with an Investor or an Investment of an

I nvestor of any other Contracting Party, o art
8 Dolzer & Schreuesupranote 68 atl53 Sornarajahintegnational Laysupranote 53(against an

wide interpretation of the umbrella clause at 304).
See e.dISD Model Agreemenpranote 67, which lacks an umbrella clause but entails extensive

obligations and duties of investors in Part 3 and of thech¢set e i n Part 4. (AL i

investments shall not manage or operate the investments in a manner that circumvents
international environmental, labour and human rights obligations to which thestatest

and/orhomest at e ar e P dNowayMaslelB/Thidr t( AiT4A ] DBYXhing in this

shall be construed to prevent a Party from adopting, maintaining or enforcing any measure
otherwise consistent with this Agreement that it considers appropriate to ensure that investment

activityisundes k en i n a manner sensitive to health, s a

ARi ght t oCafadagvodelaBiibed dhas a very narrow scope of the minimal standard,
lists additionally performance requirements in art 7 subject to the ruled@fadd 11, and
contains no umbrella clause).
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Société Générale de Surveillance SA v Pakistan, Procedufaa@tidsr No 2
sister cas&§GS Société Générale de Surveillance SA v. Philippines, Decis
Obijections to Jurisdiction and Sdpecktetioft Both came to differing
conclusions due to tiny differences in the wording of the umbrella clause.
The umbrella clause A[e]ither Con
the observance of the coSG8v. Patemnt s
is not extending the jurisdiction to decide upon contract bre&thes.
However, sufficiently defined was
it has aSGs u RElipgpdieBinally, both tribunals decided that

in the absence of additionaligence the contract provisions are governed
by hosstate law?* In both decisions, the umbrella clause lacked clarity to
freeze the law by elevating contractual obligations to an international level
at the time of conclusion of the agreement.

The umbrelh clause together with the stabilization clause extends
jurisdiction of the tribunal and transfers contractual obligations on to the
level of the 1IA°Hence, depending on the contract between an investor
and a home state i n cnoplementatibn obtine wi
Standard leads to compensation. Disclosure of information may lead to
reputation damage of the investor. E.g. after ashaist government
change, the new government limits concession contracts by decree

8 (2002), ICSID Case No ARB/01/13, at 161& 165, online: Investment Claims
<http://www.investmentclaims.com/ViewPdf/ic/Awds/lawiic-2222002.pdf [SGS v Pakistan
(the ICSID decided that the tribunal in this case lacked jurisdiction to resolve contractual
disputes since the parties agreed on arbitration in Islamabad).
81 (2004), ICSID Case No ARB/02/6S[GS v Philippihéthe tribunal accepted jurisdiction to
decide upon disputes arising out of the treaty, but contrar@6 v Pakistanrdered
proceedings for claims arising out of contractual obligations under the forum of choice clause)
See Accord du 11 juillet 199%1tee la Confédération suisse et la République islamique du
Pakistan concernant la promotion et la protection réciproque des investissements, RO 1998
2601, (RS 0.975.262.3), art 11 online: <http://www.admin.ch/ch/f/rs/c0_975_262_3.html> in
connection withSGS v Pakistasupranote 80 at 53f{rJespect des engagements Chacune des

82

Parties Contractantes assure ° tout moment |
des investi ssement s des i nvedwas 6t econsieked d e |
sufficient).

8 See also Accord du 31 mars 1997 entre la Confédération suisse et la République des Philippines

concernant la promotion et la protection réciproque des investissements, RO 2001 438 (RS
0.975.264.5), art X(2), online: <http://www.admhich/f/rs/cO_975_264_5.html> in
connection withSGS v Philippinsspranote 83 111728 & 177 the wording inart X(2)was
considered clear enough "[c]hacune des Parties contractantes se conformera a toutes se
obligations 7 | 6@ddredctdid®u rs uirnwesnt itseseamea mti r e
Partie contractandp

8 SeeSGS v Pakistaupranote 80 at 173; see aSGS v Philippinsspranote 81 at 128.

8  Newcombe & Paradelippranote 25at 476; Sornarajalnternational Lawipranote 53 at 289.


http://www.investmentclaims.com/ViewPdf/ic/Awards/law-iic-222-2002.pdf
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Thereafter a foreign investsues the hostate under an investstate
tribunal for its changes. In addition, the investor is required by law to
disclose information. This obligation was implemented by the home and
hoststate after the investment was made. In less severe cases, the
disclosure may lead to a change in consumer taste and in more severe
cases to protest against the investment or boycott of the investors products
i . e. boycott of an oi l companyb6s gart
stores of a shoe company. In tygothetical case, a stabilization clause
requires the hosttate not to alter the legal framework. If the -btade
changes the framework, the implementation is a breach of the investment
contract, in particular the stabilization clause. Thereforebitbéch ofa
stabilization clause leads to compensation in addition to any purported
expropriation claim whatsoever.

To conclude, the enactment of the Standard after the investment has
been made is likely to amount to a violation of the IIA under either FET
or umbrella clause protectiéhsf the implementation falls within the
scope of a stabilization clause in the treaty.

VI. How A NEwW UNCITRAL TRANSPARENCY STANDARD
CouLD BEIMPLEMENTED TO EXISTING IIAS

A. Different Instruments for Establishing the new Standard of

Transparency under International Investment Law

The means of implementation of the Standard lead to compensation
depending by and large on the commitment of the investor. The Standard
may be implemented using model clauses, joint interpretative deataratio
guidelines, conventions and Memorandum of Understanding (MoU).
The choice of instruments affects the binding effect of the Standard. Some
instruments bind states and investors together, while others bind only
states or only investors. Not all instrumseexpress the consensus of all

8 Cotula,supraiote 48 af77.

SeeReport of Working Group Il (Arbitration and Conciliation) on the worfooftlitsdifision
UNCITRAL, 44th Sess, UN Doc A/CN.9/717 (Feb 2011) at442 [UNCITRAL, Report of
Working Group(FFeb 2011)] online: UNCITRALhtp://www.uncitral.org/uncitral/en/
commission/working_groups/2Arbitration.htmlSee alsReport of Working Group Il (Arbitration
and Conciliation) on the work of ythifift sessjiodNCITRAL, (Oct 2010) 53rd Ss, UN Doc
AICN.9/712 at 2229; UNCITRAL, Report of Working Grougdtt 2010)];UNCITRAL,
Settlement of Commercial Digpateber 2011supranote 43at12-16.

87


http://www.uncitral.org/uncitral/en/
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parties. To bind all parties, a consensus has to be reached between th
states as well as between the investors and theateit

B. Implementation of a new Transparency Standard under
International Investment Law

1. /nstruments to Implement the Standard on Existing l/As

The commitment to apply the Standard varies depending on how
the standard is implemented. Two types of consensus must be reached
one at the level of states and one at the level of thetatstand the
investor. Implementation tools, in descending order of effectiveness,
include: Multilateral Memoranda of Understanding (MMoU); convention
and joint interpretation; unilateral declaration; and Corporate Social
Responsibility (CSR). The choice of instrument ifaplementation
expresses a partyés commitment to

Regarding the debate under UNCITRAL, the WG intensely discussed
two forms of instruments: either adopt the Standard as an additional
guideline as an annex to the UNCITRAL Arbitration Rulesadopt the
Standard as a standalone convertion.

MMoUs are a very elegant form of expressing consensus for all market
participants? Pursuant to a MMoU, the investor, the hstsite and the
home state agree on the application of the Standard. They sexpres
consensus on all levels. MMoUs are widely used in international financial
law in connection with frameworksThis means to express consent
reflects, to some extent, the Ruggie principles that international law is
primarily a state duty; still, businessterprises may contribute to the
implementation of the StandaftiTransferred to UNCITRAL or another

8  UNCITRAL, Report of Working GroufDlt 2010) ibid at 23; see also UNCITRARgeport of
Working Group(ffeb 2011)supranote 87 at 47.

8 A/CN.9/736, supranote 42at 13, 134135.

® Chris Brummer, fAHow International Financi al

at 281283, onlire: Georgetown Law Journditip://georgetownlawjournal.org/files/pdf/99

2/Brummer.pdf [Brummer] (refers to the administrative nature of the international financial

law that allowsll market participants to consent. However, they unfold validity even in absence

of some actors. Herein the author of the paper sees the elegant form.).

Ibidat 301 (for example, under International Organization of Securities Commissions (I0SCO),

states, securities supervisors and other market participants commit to a standard in form of a

MMOU. Depending on the circumstances, this establishes a binding obligation on signatories

either to comply or to pressure a state to comply with the guidelines).

Ruggie,supranote 29 at 6, Preambl@®rinciple I, 11 Ill (quiding principles on business and

human rights are based on three pillars: first the state has a duty to protect, second CSR of

91

92


http://georgetownlawjournal.org/files/pdf/99-2/Brummer.pdf
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framework in international law, the MMoU outlines opportunities to
express commitment among investors, dtagts and other states to
comply with the Stadard on all levels of consensus. MMoU may lead to a
consensus among participantsthie absence of costly negotiations. The
text is drafted first, and potential parties thereafter agree to the
implementation rather than, negotiating the draft of a comwerdnd
thence potential members agreeing to it. Depending on the case, even if
not all market participants agree to the Standard, it binds disputing parties
and the arbitral tribunal.

Some WG states in favour of transparency proposed to implement the
Stardard in the form of a conventio® Some proposed joint
interpretation of states in connection with the guidelines like NAFTA
state¥ However, all means lack consensus on the level eftéiesand
investor. On this level, hestiates either offer or regei investors to
comply with the Standard.

Further, the WG discussed other instruments withniading effect.
These instruments require states in favour of the Standard to take
additional steps to implement it. E.g., the preparation of a model clause
refaring to the Standard can simplify implementation from -biowling
law to hard law. If a state decides afterwards to implement the Standard
mandatorily or optionally, it has to implement it by either unilateral
declaration or inclusion in domestic law. ety consensus is on neither
level expressed; it may however suffice to establish a binding effect on the
investor but leads to compensation depending on the ingtster
contract and the underlying IfR. These instruments could offer or
require an invest to comply with the Standafd.

Furthermore, an instrument not considered by the WG is Corporate
Social Responsibility (CSR) guidelines; an investor may unilaterally

transnational corporations shall respect, and third, a greates dgcedctims to remedies
ensures compliance).
% UNCITRAL, Settlement of Commercial Dispueber 2011 supranote 43 at 16; see also
Working Group Il (Arbitration and Concili&gitigment of commercial disputes: Preparation of a legal
standardnotransparency in trbaged invesitate arbitratipNCITRAL, 54th Sess, U.N. Doc.
A/CN.9/WG.II/WP.162 (February 2011) at Z1 [UNCITRAL, Settlement of Commercial
Disputed-ebruary 2011]
See e.NAFTA Free Trade Commissiosupranote 17(NAFTA states declare to apply rules of
transparency in NAFTA investment disputes).
See Chapter 3 abave
% UNCITRAL, Settlement of Commercial Didpeitesary 201 5upranote 93 atl1-12.

94

95
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express commitment in order to comply with the Standard if’CBR

the absence of a stad s commi t ment , CSR may
investor. Even if CSR lacks consensus on both levels it may suffice to bind
an investor to the Standard depending on the circumstances. Thus, the
arbitral tribunal has to construe the normative effect of thed&td case
bycas®. However, although most muléind transnational corporatien

have CSRyuidelines, there is gendyaiot a lot of binding wording in

them It is unlikely that the investor will be bound on the grounds of
general principles of law suabvenire contra factum proprstoppel or
waiver in connection with its CSR.

Additionally, an investment contract may oblige an investor to comply
with rules even if the hastate has not implemented those rules as a
convention or in another form hang similar effect? The investor will be
contractually bound to comply with the obligations.

As for the adaption of the Standard in a #amding form, it is
interesting as challenging norms are more easily reached in this form.
Without additional stepsfi s o f t | awo remai ns | o
bet ween | aw anombindipgo toi anyoces  Therefore,
depending on the instrument, it requires additional steps to transfer the
Standard into Ahard | aw. 0 However
contributes to international law since guidelines are drafted with great
care'® expresses commitment on common standfdraésd thereto,
contributes to resolve unclear situations between $tafbss, guidelines
may be seen as a precondition for the regulafipoldic interest™

% Ruggiesupraiote 29 Principle 21.

% UNICITRAL, Report of Wdng Group (Oct 2010) supranote 87 at 24; see also Brummer,
supranote90 at 302

Amnesty InternationdTC, supraiote 57 ad.

0 seeJon Birger Skjbrseth, Olav Shram Stankke &
Effective Il mpl ement ati on of I nternational
Environmental  Politcs 104 at 104 online:  Fridtjof  Nansen  Institute
<http://www.fni.no/docpdf/IBSOSSIW-GER20063.pdf.

Brummer,supranote P at 306

102 bid

13 See e.g. Rainer J. Schweizer, Der Rechtstaat und die EMRK im Fall der Kunden der UBS AG,
AJP 1007, at 10@809 (2011) (This author outlines the dispute between USA and Switzerland
concernirg bank costumer data. USA applies domestic standards on banks in Switzerland to
force them into compliance with the law of USA. They use monitoring, reporting and
additionally, domestic criminal law. OECD Model Tax Convention helped to resolve the dispute

in favour of USA.).

Lars Markert, AThe Cruci al Questions of Fut
and Regulatory Interestof Hest at es o i n Marc Bungenberg, Joe

99

101

104
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To conclude, only an instrument that contains consensus of all
market participants leads to an implementation of the Standard without
the risk of violating any state obligation towards an investor. However, not
all instruments expressortsensus of all parties affected by the
implementation of the Standard.

2. Survelllance of Implementation and Compliance with the

Standard

The difficulty in bringing a large number of states in compliance with
the Standard presupposes some characteristiasstafte in favour of
enforcement of the international standard. Decisive factors have included:
the existence of an adequate draft, the negotiating power of a state, policy
concerns and political presstffeOnly states with negotiation power
bring other gtes to compliance with an international standard. This
presupposes that public concern exists in connection with pressure of
society and thereupon, the state acts in response to the public. Thence,
government restructures foreign policy. In this cagegetistence of a
suitable document to agree upon in favour of the state supports the
process. Otherwise, the states have to agree on the draft first and then
change to the level of adaption. Such process is costly and time
consuming. Thus, the draft hasdrpress litigable obligations. States in
favour of the draft have to destroy any doubts concerning tHaning
nature. In addition, other states need to show the extent to which they
intend to be bound?

In international law, examples exist in whgthtes in favour of a
standard successfully brought other states to comply withinamg
standards?” In this regard, some WG member states in favour of

edsInternational Investment Law andait(Berlin, Heidelberg: Springéerlag, 2011) at 167.
105 skjeerseth, Stokke & Wettestatipranote 100 at 107, 11E16 (example of INSC and example
concerning Marine Algea Explosion back in 1980s that led in WTO to a dispute subsidies in
fisheries).
% gse Ulrich Ehricke, ASoft | awii Aspekte einer net
17 See Angelo Colombinl,es délits fiscaux et la loi suarlenbment d'argent (LBEREXDer
Treuhandexperte 336, at 338 (2011) aupranote 104, 1009 (Colombi and Schweizer
describe how FATF, an intergovernmental body under OECD, very successfully sets
recommendations concerning organised crimes with regards to money laundering and financing
terrorism. Some countries pushed others for compliance with thesammendations. In
Switzerland this rules were successfully transferred into hard law; similarly in Austria. The same
mechanism is used to combating fiscal fraud although some OECD countries see this beyond
the mandate. E.g. Austria complied with it.). &se Giovanni Molo, Die neue Trennungslinie
bei der Amtshilfe irSteuersachen: Das Verbot der fishing expeditions und die formellen Anforderungen
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transparency have the aforementioned characteristic to bring other states
to compliance with the Stdard.

States in favour of an international standard may monitor- non
complying states to accelerate the process of implementation. In
international environmental, international economic and financial law,
this manner of implementation is very common. Nwtioauthorities
meet periodically in global fotato draft new norbinding standard¥?

These standards should be implemented into hard‘ddwnternational
organisations monitor the implementatifrand report norcompliance

to the publict®® Noncompliance ha an unpredictable effect. It is a
pathway sufficient in most cases to make such states compliant with a
standard.

Similar mechanisms worked in projects of oil consortiums in
investment law:* Human rights organisations scrutinized the investment
contractsn context of the legal framework in an early stage. Thereupon,
they gave recommendations to the states and the comipaSash
recommendations had an impact on the investment contracts. For
example, in the BT®roject the parties renegotiated the staiibn
clause thereupon. In this project, originally only the investment contract

an das Gesucthbl, ASA 143 (Bl describes how Switzerland transfers the OECD soft law
standard into binding ai o n a | I aw. Switzerland had reser
taxation standard. In the turmoil of the worldwide financial crises, Germany, the USA, France,
and ltaly in concert took the day and pushed Switzerland towards application of what these
cowntries claimed to be the standard. As means of pressure they used a list on which they
coupled possible disadvantage in case of none compliance. On 13 March 2009 Switzerland
capitulated. However, the compliance proceedings will be observed by OECDn afsyste
monitoring and peereview is used under the framework of OECD. According to Schweizer, at
338, the OECD standard in connection with the treaty of administrative assistance between
Switzerland and the USA leads to violations of international anchahtaw, principle of the

rule of law, various guaranties assumed under ECHR 6, and violation of ban of retrospective
application.).

Examples in this field are: Basel 6s Commi tt
Task Force (FATF), andénnational Organization of Securities Commission (I0SCO).

19 Brummer supranote 90 at 263268, 27475.

Ibid ( fihpse bodiegenerally implement their broad regulatory agendas through more granular
standard setting by t@nal regulators and the salledstandaresetting organizatioaat 277.

ML Ibidat280.

"2 bidat281.

13 See e.gAgreement between BiskisiCeyhan (BTC) Company and the GeweafrGeorgia on the
Establighent of a Grant Program for Gébggiactober 2004 art 3, online: BP in Georgia
<http://subsites.bp.com/caspian/BTC/Eng/Geo_Grant_Prog_Agre/Georgia%20Grant%20Pro
granme%20Agreement%20(En).pdf

See e.g. Amnesty InternationBTC supranote 57; Amnesty InternationalChadCameroon
supranote 62
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obliged the investor to comply with international law and other standards
in exchange for a stabilization clause. The NGO alleged it an obstacle for
the hosstate to advandats human rights in domestic law. Therefore, the
parties to the investment released the stabilization clause in a manner that
the hosstate may comply with international standards without violating
the contract and risking having to pay compensatidmetintestot™

Following these examples, despite the fact that not every country
commits to the implementation of the Standard, the binding nature of the
Standard will increase through surveillance and recommendations.
Canada, Argentina, Australia, Chilepdn, and the USA do have the
required characteristics to increase the binding effect of the Standard. If
UNCITRAL adopts it in a no#inding instrument, and a framework
supervises the implementation and compliance with the Standard and the
result is pubhed, this might be sufficient to make recalcitrant states
change their policy towards compliance.

VII. CONCLUSION

In the first decade of the 21st century tribunals slowly accepted
transparency and public access in tigsggd investatate arbitration
due to public pressure and the public interest in these disputes.
Thereafter, WG decided to prepare a Standard in #oeasd nvestor
state arbitration. The t&dard contains rules regarding disclosure of
information at the commencement of, during and at thd ef the
proceeding. It additionally entails an obligation of public hearings and
rules for third party submissions.

States may i mpl ement this St andze
commitment. Depending on the form of implementation, doing so may
violateanll& s u mbr el | a-jpravisieanunc@neationdvithFu T

stabilization clauses in investor state contracts. Thustdtest agreeing
to such stabilization clauses may implement the Standard with caution,
otherwise risking the payment of compensdtidhe investor.

The Standard may be adopted using model clauses, joint
interpretative declarations, guidelines, conventions, Mods. These

15 Amnesty International BTC, supranote 57 (recommendation to modify the economic

equilibrium clause in a way théit@arties to the contract may comply with international human
rights without fear of paying for adverse effects to the othempafy); Amnesty International,
ChadCamerogsupranote 62 {mpact wasacknowledged, although the BTC contract included
non-binding international standards at 11).
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different instruments have diversity of effects on the consensus of state
parties to IIAs and parties to investmeaontracts. However, not all the
instruments contain the consensus of parties affected by the
implementation of the Standard. Only MMoUs extended to investors are
likely to bind all market participants. Conventions contain the consensus
of state partiesnd lack the commitment of an investor. Alternatively or
additionally, a hosttate may try to bind all market participants using a
form of unilateral declaration. Similarly, investors are free to declare
unilaterally their commitment using CSR. In casa dispute concerning
transparency, even if not all parties agree to the application of the
Standard, the commitment expressed in the instruments may have a
sufficient effect on the arbitral tribunal to bind the proceedings to the
Standard.

To support the mplementation of the Standard in an appropriate
form a hosstate may take steps towards compliance depending on the
chosen instrument. To bring other states or investors to compliance a state
may use means of surveillance and recommendation. It isHadebther
states or investors will comply with the Standard if negotiation power,
public pressure and policy concerns are united in one state in favour of
the Standard.

Therefore, states supporting transparency in international investment
arbitration shold choose MMoU open to investors in connection with a
surveillance mechanism in an international framework. Since these means
allow the commitment of any market participant, and are not limited by
definition as a convention among states, it has a bindiect ®n the
level of states and the level of investor andstaist Even if not every
single investor or state agrees to the Standard, this instrument should
sufficiently bind the d&itral tribunal to the Standard, thukargely
reducing the risk of a kestate to pay compensation for the
implementation.






The Scope of Compliance Proceedings
Under the WTO DisputeSettlement
Understanding: What Ae
N Me asTakera 0 Compl vy

KENDALL TURNER’

|. INTRODUCTION

over and undernclusion: admitting too much or too little

evidence, or hearing too many or too few claims. These risks are
particularly prominent for courts with a narrowly defined purview. The
risk of oveinclusion is especially great in thesmtexts because the
courtds scope i s so0 nar-inclusionis @lsmnv e
great because if the court excludes precisely the sorts of claims it i
supposed to hear, it cannot serve the special purpose for which it was

Q LL JUDICIAL PROCEEDNGS STRIVE TO AVOIDTHE TWIN RISKS OF

designed.
Becase Atrticle 21.5 panels have such a limited scope, one of their
primary challenges is avoidingesad undei ncl usi on. As t

Appellate Body has explained, Article 21.5 panels may only consider
measures that have been, or should have been, impiehigra Member

to bring about compliance with the recommendations andgsikdopted

ina prior proceedip'But what are measures it
panel answers this question too narrowly, they will allow offending
Members to delay orevade cdmpln ce wi t h t he inten
recommendations by changing only the form, not the substance, of the

B.A. (PrincetorUniversity, J.D. Stanford Universify(expected 2033

WTO, Appellate Body ReporGanadaMeasures Affecting the Export of Civilian Aircraft (Recourse
by Brazil to Article 21.5 of the D®W) DS70/AB/RW at para 36, online: WTO
<http://docsonline.wto.org/GEN_viewerwindow.asp?http://docsonline.wto.org:80/DDFDocu
ments/t/WT/DS/70ABRW.DOC> [Appellate Body ReporCanada Aircraft (Article 2115

Brazi)].
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offending behavior. Conversely, if a panel defines these measures too
broadl vy, it owi || allow complaining M
adjudicatoryprocedures and litigate their concerns through accelerated
compliance proceedings.

This paper seeks to address three related questions: (1) Is the panel
mechanism outlined in Article 21.5 of the DSU working? (2) How do
Article 21.5 panels avoid definingethscope to narrowly or too broailly
in other words, how do they avoid the risks of uraled oveinclusion?
and (3) How should they modify the tools they use to address the risks of
under and oveinclusion to better serve the ends of Article 21.597 Bfr
this Paper lays out a brief history of the WTO's dispute settlement process,
and explains how the purposes of Article 21.5 panels fit in with the
overarching goals of WTO dispute settlement. Part Il presents a table of
Article 21.5 cases through tkad of 2011, and briefly examines their
results to draw some conclusions about how well Article 21.5 proceedings
are working. Part |11 explains how 'V
and due process concerns to limit the underd oveinclusion of
measures in Article 21.5 proceedings. Finally, Part IV suggests
i mprovements for of each of these to
close nexus test could more effectively limit the scope of measures that fall
within the purview of Article 21.5 paseland (2) how a slightly different
understanding of due process could more adequately protect Members
from unforeseeable claims in Article 21.5 proceedings.

One of the reasons that the WTO is unique as an institution in
international law is that it has wm@ngful dispute resolution and
enforcement powers. But without a proper definition of the scope of
Article 21.5 panels, the WTOO6s enf ol
jeopardizing its continued efficacy.

Il. THEWTO DISPUTE SETTLEMENT PROCESS

When a WTO Member believes that another Member has acted
inconsistently with its WTO obligations, it may request consultations with
the allegedly offending Membdf.these consultations do not settle the
dispute, the complainant may then request that a panetdigigsed to

2 Understanding on Rules and Pro¢sultessing the Settlement of Disputes, Marrakesh Agreement

Establishing the World Trade Organization, A©86%)21869 NTS, article 4.3, online: WTO
<http://lwww.wto.org/english/docs_e/legal_e/28su.pdf> [DSU].
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adjudicate the mattérlf a panel is established and concludes that a
measure is inconsistent with a covered WTO agreement, the panel (or
Appellate Body, if the case has been appealed) must make
recommendations as to how the responding Mendher bring the
measure into conformity with its WTO obligatiérigntil compliance is
achieved, the Dispute Settlement Body (DSB) continues to monitor the
of fending Member 6s cliothepffendagiMembe r
fails to comply with its WT@bligations within a reasonable period, the
prevailing Member may request compensasiooh as a tariff reductidn

from the offending Membéror it may suspend its WTO obligations with
respect to the offending MemUBeklternatively, if the offending Membe

cl ai ms t hat it has taken meas ul
recommendations and rulings and there is a dispute over the existence or
consistency of these measures, either Member may request the
establishment of an Article 21.5 pahérhe panel will reéew the
measures allegedly taken to comply and determine whether they do, in
fact, bring the offending Member into compliahce.

A. The Purposes of the WTO Dispute Settlement Understanding

and Article 21.5 Panels

Compliance proceedings did not exist underMiEO6s pr edec
the General Agreement on Tariffs and (3add). Although the
Contracting Parties to th@ATT introduced the concept of pgstnel
surveillance at the end of the Tokyo Round in 1979, this surveillance
procedure essentially asked theigmto the dispute to monitor their own
compliance and did not provide at

Ibidart 6.1.

Ibidart 19.1.

Ibidart 21.6.

Ibidart 22.2.

Ibid.

For a discussion of whether Members can resort to Article 22 before convening a compliance
panel under Article 21.5), see Cherise M. Va
Under the WTO Agrueame mtg: Ptrod/orfdInadeg32000) 34

o Jeanne J. GrimmeDispute Settlement in the World Trade Organization (WTO): An Overview
Congressional Research Service, (2 May 2011), online: Foreign Press Centers
<http://fpc.state.gov/documents/organizan/168669.pdf at 1.

® N o 0o A W
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complianceé? While Article XXIII of theGATT 1994 provided that panels
might occasionally review the existence or consistency of measures taken
to comply with previous recommendations and rulings, these panels were
not effective enforcement mechanisms because they were ad hoc and did
not follow set procedurés.

The desire for reform of tHeATT led to the Uruguay Round of 1986
to 1994, which producetthe Marrakesh Agreemtrg WTO, and, among
other things, thdispute Settlement Understandii@SU). The purposes
of the WTOb6s new dispute settl ement
provide security and predictability to the multilateral trading sy$tem,
preserve the rights and obligations of WTO MemBéesclarify these
rights and obligations through interpretation of the covered WTO
agreement to settle disputes prompflyvi t h a fipo sfiandi ve s
to avoid unilateral retaliatiofi.Article 215 proceedings serve all of these
ends, but they arespecially intended, as their procedures reflect, to
promote prompt compliance with the recommendations and rulings of
the Dispute Settlement Body (DSB) and to preserve the rights and
obligations of Melmers.

1. Prompt compliance
Article 21.5 proceedings are designed to be faster than Article 6
proceedings. While the original panel has six months to issue its final

10 seeUnderstanding on Notification, Consultation, Dispute Settlement and2Buxeaidariuer
1979,B1 SD 26S/ 210, at para 22 (AThe contracting
matter on which they have made recommend ons or given rulings. | f
recommendations are not implemented within a reasonable period of time, the contracting party
bringing the case may ask the Contracting Parties to make suitable efforts with a view to finding

anappropdt e solution. o).
11

Sedason E. Kearns & Steve Charnovitz, AAdj udica

DSU Article 21.50 ( 20-832[Kearfs&XChdmnovitzl Econ L 331 at

12 DSU,supraote? at art 3.2.

B Ibid.
14 bid.
% Ipidart3.3f The prompt settlement of situations in wh

accruing to it directly or indirectly under the covered agreements are being impaired by measures
taken by another Member is essential to the effective functioning of tk aNd the
mai ntenance of a proper balance between the ri
¥ Ibidart 3.7.
17 Sedbidart 23.
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report, an Article 21.5 panel has only ninety dayg¢henever possible,
the members of the iginal dispute panel comprise the members of the
Article 21.5 panéf Consequently, the panelists are already familiar with
the facts and legal issues of the Case.

The very existence of Article 21.5 proceedings promotes prompt
dispute resolution by savirg complaining Member from having to
initiate new dispute settlement proceedings when a responding Member
has failed to comply with earlier rulings and recommendaticfise
complaining Member can instead initiate expedited proceedings under
Article 21.5.Similarly, in the common law context, a court that has
mandated equitable relief can monitor compliance with the equitable
decree: doing so saves a new judge from having to famiharnrself
with the issues and spares the injured party the burdentiafing a
separate action.

2. Preserving the rights and obligations of Members

The GATT6s | ack of objective surve
comply with the original panel 6s
possible for Members to avoid compligideticle 21.5 proceedings were
created to ensure that Members obey DSB rulings to respect other
Member sé6 WTO rights. To tdanddoe® nd,

18 |bidarts. 12.8, 21.5. Both Article 6 and Article 21.5 panels generally take longer to circulate their
reports in practiceArticle 21.5 panel reports are still expedited relative to Article 6 panel
reports.

1 |bidart 21.5.

2 Gene M. Grossman & Alan O. Syké&uropean Communiti€sAnti-Dumping Duties on
Imports of CottordlType Bed Linen from India: Recourse ftidde 21.50ft he DSU by | r
(2006) 5 World Trade Rev 133 at J&ossman & Sykes]

21 SeeDSU, supranote 2 at art 21.1;WTO, Appellate Body Report)nited States Final
Countervailing Duty Determination with respect t&afestaiud Lumber from CanadauéReloy
Canada to Article 21.5WT/DS257/AB/RW at para 72, online: WTO
<www.wto.org/english/tratop_e/dispu_e/257abr_e.pdipgellate Body Report)Si Softwood
Lumber IV (Article 21i5Canadd) (AONn the one hand, [ Articl
prompt resolution of disputes, to avoid a complaining Member having to initiate dispute
settlement proceedings afresh when an original measure found to be inconsistent has not been
brought into conformity with the recommendations and rulings of the DSB, ancike m
efficient use of the original panel and its

2 Under theGATT, the | ack of independent review of
problematic because of the possibility of increasingcaropliance, rather than numerous
instances of actual nammpliance. The level of voluntary compliance was quite high. See
George W. Downs, David M. Rocke & Peter N. Barsodm,the Good News About
Compliance Good News About Cooperatifi®96)5 0 : 3 | nt 0l Org 379 at



172 ASPERREVIEW Xl

monitor Membersdé efforts to®*Teeomply
dispute inECT Bananasll| for example, was on the DSB agenda for years
and opened every regular DSB meeting until it was éttled.

Members can only obtain an adequate adjudication of substantive
issues under Article 21.5 if they stand on procedurally equal f&oting.
Article 21.5pr oceedi ngs protect Me mber s o
number of ways. First, the panelists are selected to ensure their
independencé. Second, the process for appealing Article 21.5 findings
provides Members with a procedural protection of their subaarghts.

Where they feel that the Article 21.5 panel erred, they may ask the
Appellate Body to reconsider whether the challenged measures are WTO
consistent.

3. Tension between the goals of Article 21.5 panels

The DSU adopts a liberal approach to standimijthe admission of
cl ai ms in Article 21.5 proceedings
heard. Either party to the original dispute may request compliance
proceedings even if compliance measures were successfully impfémented.
A responding Member, for @xple, might initiate proceedings to obtain
what is effectively a declaratory judgment that the measures it has taken to
comply are consistent with its WTO obligati&h3his approach to

23 DSU, supraiote? at art 21.6.
24 WTO, Dispute Settlement Training Module: Chapter 6: TheSRigeesa a Typical WTO Dispute
Settlement Caseline:WTO <http://www.wto.org/english/tratop_e/dispu_/disp_settle
ment_cbt_e/c6s7p2_e.htm>.
Procedural equality cére understood as (1) the right to be heard by a panel, (2) the right to due
deliberation by a duly constituted panel, and (3) the right to a reasoned judgegdntoO,
Appellate Body Report)nited Stateis Restrictions on Imports of Cotton ancadaribre
UnderweaWWT/DS24/AB/R at 15, online: WTO <https://www.wto.org/english/tratop
_eldispu_e/24abr.pdf>. (Finding that the requirement of consultation has its basis in due
process rights); Bin Cher@eneral Principles of Law as Applied By Inte@aiitsaind Tribunals
(Cambridge: University of Cambridge Press, 1987) &9923074310; V.S Mani)nternational
Adjudication: Procedural AgpéetdHagueMartinus Nijhoff Publishers, 1980) at 15.
% DSU, supranote 2 at art 8.2;see alsdAndrew D Mithell, Legal Principles in WTO Disputes
(CambridgeCambridge University Press, 2008) at8h8xplaining the different elements of
WTO procedure that guard against bias of adjudi

25

World Trade Organization: THRéeeed f or Procedur al Justice in the
(1999) 14 Am U | n t1203 (ekplaifirg \now lothet Aspeats of thel BSR)
protect the judgesd impartiality).

27 Jeanne J. GrimmetWWTO Dispute Settlement: Status of U.S. Conipliecsling Cases
Congressional Research  Servicanline  Federation of American  Scientists
<http://lwww.fas.org/sgp/crs/misc/RL32014.pdfat 1.

% In European Communitiddeasures Concerning Meat and Meat Products (Horregaeg)le,
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standing and the admission of claims mago aproduce swifter
compliaaceda n d t hus greater protecti ol
obligatondby encouraging Members to bring more claims during
expedited Article 21.5 proceedings rather than slower Article 6
proceedings.

But this approach may also allow Members to use Article 21.5
proceedings to harass other Members or to delay complying with their
WTO obligations. First, Members may seek to have measures that shoulc
not fall within the purview of an Article 21.5 panel reviewed by an Article
21.5 panel to put the responding Membergrocedural disadvantage.
Because of the expedited nature of Article 21.5 proceedings, the
responding Member will have only a short period of time to defend itself.
The inclusion of more claims in Article 21.5 proceedings will, of course,
prolongthemf e mperi ng the Article 21.5
compliance with the DSBO0s rulings

The WTOO6s | iberal approach to ¢
proceedings thus both serves and undermines the goals of prompt
complianceand preserving Memberso6 righ
narrow approach to the scope of Article 21.5 would also undermine these
goals by allowing offending Members to delay compliance by changing
merely the form of their offenses. The trick, then, isAidicle 21.5
panels to avoid the twin risks of c\ard undeinclusion.

B. Article 21.5

An Article 21.5 panel must first determine whether any measures
taken to comply with the DSBO6s re
second, assuming that such measdoeexist, whether they are consistent
with the covered WTO agreemefithis paper does not deal with this
second step, as that effort depends on the substance of the WTO

the European Uin requested Article 21.5 consultations because it wished to obtain a holding
that the measures it had taken to comply withD@B6s r ecommend aeéré on s
consistent with its WTO obligations. See WTRequest for Consultations by the European
Communities, European Commiinitlesasures Concerning Meat and Meat Products (Hormones)
WT/DS26/23, online: WTO <http://www.wto.org/english/tratop_e/dispu_e/cases_e/ds26_e.

htm>; see also Jeff Waincym&fTO Litigation: Procedural Aspects of Formtd Bétflement
(London: Cameron May, 2002) at 672 (explaining that, while it is normally the successful
cl ai mant who seeks an Article 21.5 panel 0s
respondent may make such a request[¥daincymer]

DSU,spranot e 2 at art 21.5 (the word fdApanel o i
Article 6 panel rather than the DSU Article 21.5 panel).

29
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obligations at issue and thus variesnficase to case. Instead, tlipgy
focuse®n the first step: identifying the measures that should properly fall
within the Article 21.5 panel ds scop
The Appellate Body has explained t
any measure of a *Nembearr eofl itnid eWT @,0
takenin thedirection pbr for the purpose of achjeving o mp3l Butahe c e . 0
language of Article 21.5 indicates that the scope of compliance panels is
broader than measures fitaken to com
allow Article 21.5 panels to limit the rsst&f overand undesinclusion.

First, since fAdisagreementso about measur e
the scope of Article 21.5 panels, these panels may consider certain

measures that the implementing Member dogislentify as measures it

has takentc omply with the DSBO0s ¥ecommendati on
Holding otherwise would allow the offending Member to evade review

of any new measure by declining to identi
comply, 0 whi c hinclusom df theasuies by Article.®1e r

panels. Conversely, the complaining Member does not have the

authority to decide what constitutes a measure taken to comply*®either,

30 Seesuprdext accompanying note

31 WTO, Appellate Body Rept, UST Softwood Lumber IV (Article 2C&nada)supranote 21 at
para 66. The Appell ate Bodyodés interpretative ap
Articles 31 and 32 of the Vienna Conventi®n the Law of International Treaties Between
States and International Organizations or Between International Organizations though the
Appellate Body does not explicitly reference these provisions in its decision. While the English
version of the text dse n ot necessarily suggest that Aimeas
measures taken with the intention of complyirtigey might be measures that just happen to
bring the Member into compliancehe French and, especially, the Spanish versions of the
p h r amsesure§ prises pour se conforrmematiida8 destinadas a cunaplirr e specti vel y)
that the relevant measures are those taken with such an intéwition.

32 WTO, Appellate Body Report)nited StatésLaws, Regulations and Methodol@gycfdting
Dumpi ng Mar ¢ iRacsursé th Ardcie 21.5qf the DSU by the European Gommunities
WT/DS294/AB/RW at para 202, online: WTO <http://www.wto.org/english
/news_e/news09_e/294abrw_e.htrf&ppellate Body Report)Si Zeroing (Article 21.%C},
(A[ Tl he Appell ate Body also expressed the view
DSU is not necessarily limited to the measures that the implementing Membiinsare
taken 6in t he direction of & o liance6 With rthe t h e pur
recommendations and rulings of the DSB. Rather
mandate under Article 21.5 may extend to measures that the implegnigietmber maintains
are not Otaken to compl ydogwi tohf ttHApgellabBdBy ntmendat i
Report,USi Softwood Lumber IV (Article 2Canada)supranote 21 at para 67 (noting that the
words fAexistenceodo and fAconsi st e etatignoof Artiole Art i cl e
21.5 that would confine the scomeindhe diractiopanel 6s
of, orhave the objective of achieviego mp | i anced) .

33 Appellate Body Report)Si Softwood Lumber IV (Article 2Cnada)supranote 21 at para
73.
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as this practice would lend itself to manipulation in the direction of

overnclusion of measures in compliance procegsdf The Appellate

Body has accordingly found that, whi | e
measur e as one itaken t o compl yo i s
determination of an *®ipis tltimatélyeup ®1 . 5 panel
the panel itself to determine which aseres fall within its purviefv.

Second, the word fexistenceodo in
falling within the scope of Article 21.5 encompass not only positive acts,
but alsoomission® Consequently, an Article 21.5 panel may consider
not only those measures that the allegedly offending Member has taken to

compl vy, but al so t hos shouldehave taker t® |
3 Thatsa d , a complaint generally does define th
a panel explained: Aithe Panel 6 sforestablinme otf 6 r e

... In general, it is the complaining Member in WTO dispute settlement which establishes the
scope of the measures bef AustmliaiaSubgidias €dovided toNT O
Producers and Exporterstomaiive LeathielRecourse Aaticle 21.5 of the DSU by the United
StatesWT/DS126/RW at para 6.4Australid Automotive LeathefAtticle 21.5 US); WTO,
Appellate Body Reporttjnited Statésimport Prohibition of Certain Shrimp and ShrimpiProducts
Recourse by Malaysia tiold21.5 of the DSWT/DS58/AB/RW at para82, aline: WTO
<docsonline.wto.org/imrd/directdoc.asp?DDFDocuments/t/ WT/DS/58ABRW.doc>
[Appellate Body RepottlSi Shrimp (Article 21.%alaysidY i The task of a pan
21.5 t o e xgstencywih a dovereddagreement of measures taken to comply with the
recommendations and r ul i ngnscibedobly the dpexific @ISimBs. Tl
made by theamplainant when the matter is referred to the DSB for an Article 21.5 proceeding.
It is not part of the task of a panel under Article 21.5 to address a claim that has not been
made. 0)
35 Appellate Body Report)Si Zeroing (Article 81 EC) supranote 32 at para2 03 ( A [ A]
Member 6s designation of a ithelwagsube eclevard ..o np 06
Appellate Body Repoit)Si Softwood Lumber IV (Article 2Ca&nadg)supranote 21 at para 73
(AA member6s designation of anot, nseraesiatito €his as o
inquiry, but it cannot b bkeredche mplémergingWembérhas No |
identified a measure as a me apelat Bodyifoundktlatn t o
it was not, in fact, such a measure. (Of course, tleis dot mean that the identified measure
actually brought the implementing Member into full compliance.)
WTO, Appellate Body ReporEuropean CommunitigntiDumping Duties on Imports of €otton
Type Bed Linen from IfidRecourse to Article 21#heDSU by IndisVT/DS141/AB/RW at
para 78 online: WTO <www.wto.org/english/tratop_e/dispu_e/141labrw_e.doc> [Appellate
Body ReportECi Bed Linen (Article 21.fhdia) , It i§, filfimately, for an Article 21.5 padel
and not for thecomplainant or repondendto determine which of the measures listed in the
request for its establishment are O6nmSasures
Softwood Lumber IV (Article P1Ganada)supranote 21 a para 73; see aldyTO, Panel
Report,Australid Measures Affecting the Importation ofiSakconrse to Artkdes of the DSU by
Canada WT/DS18/RW  at para  7.10.22 online:  World Trade Law
<http://www.worldtradelaw.neteports/wtopanelsfullAustralasalmon%28panel%29%2821.
5%29%28ull%29.pdf> Panel Reporustralid Salmon (Article 21.8anadg)
Appellate Body Report)Si Softwood Lumber IV (Article RXCanady supranote 21 at para
67; AppellatdBody ReportUSi Zeroing (Article.B1 EC) supranote 32 at para205.

36
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bring itself into compliacEhe i ncl usion of Aomi ssi
of Article 21.5 panels serves to avoid ibk of undeinclusion. If an

Article 21.5 panel could not consi d
take action to i mpl ement t he ori gi

rulings, it would be severely constrained in its ability to secure prompt
compliance witthose recommendations and rulings.

Third, the word Aconsistencyo i mpl
objectively determine whether the measures in question are consistent
wi t h both t he covered WTO agreemenr
recommendations anailings® The determination of WTO consistency
(or lack thereof) requires that the Article 21.5 panel consider the
chall enged meas$ftioeudiingi os fboahitheé
and the measui mobjast spauificl aspecss tofiFhiso
approach makes sense as a means to avoidnoidsion in Article 21.5
proceedings: Measures taken to comply may well be inconsistent with
WTO obligations in different ways than the original challenged measures.

If Article 21.5 panels could onlprsider measures taken to comply for
their consistency with the original
it would not achieve the prompt resolution of disputes. Rather, a
complaining Member would be forced to initiate distinct proceedings
against thesame responding Member to address any additional
inconsistencies in the new measures.

Finally, the express |link between
recommendations and rulings of the DSB indicates that Article 21.5
proceedings must include an exaatiion of the recommendations and
rulings adopted by the original DSB, and of the original measures to

% WTO, Panel ReportUS i Zeroing (Recourse to Article 21.5 of the DSU by the European
Communities) WT/DS294/RW at para 8.86, online: World Trade Law
<:http://www.worldtradelaw.net/reports/wtopanelsfaeroing%28pan®#29%2821.%29.pdf>

[Panel ReportUST Zeroing (Article 21.5EC) [emphasis added$ee alsdAppellate Body
Report,Canada Aircraft (Article 2115 Brazil) supranote 1 at para 36 (defining a measure

Aitaken to compl y o0 oravksich daulé betadopted byhaaMemkierte rimg,

about compliance wi t h t he recommendati ons and
proceeding)see als®VTO, Appellate Body Repottinited StatésSunset Review of Batnping

Duties on Corrodresistant Carb8teel Flat Products from J#yBDS244/AB/R at para 81,

online: WTO <www.wto.org/english/tratop_e/dispu_e/244abr_exdd¢cii [ Al ny act or omi
attributable to a WTO Member can be a measure of that Member for purposes of dispute
settl ement. o) .

Appellae Body ReportJSi Softwood Lumber IV (Article RXCanada)supranote 21 at para

67.

Appellate Body RepottlSi Shrimp (Article 21.BJalaysigsupranote 34 at para87.
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which they refet' Otherwise, Article 21.5 panels would not be able to
determine whether measures allegedly taken to comply were actually take
to remedythe inconsistencies found in the original proceedings.

The scope of Article 21.5 panels is thus in many ways broader than
suggested by the | anguage #fAmeasu
DSUG6s concern wi t-+andeoveinéludionnngAridieo t h
21.5 proceedings.

[1l. ISARTICLE 21.5WORKING?

This section does not examine the substantive conclusions of Article
21.5 panel and Appell ate Body r epg
rather, it focuses on two simpler inquiries: are MemisngArticle 21.5
proceduresl? so, are thepbusinthem? Regular Member usage of Article
21.5 proceedings could suggest that these proceedings are seen as effect
in resolving their disputes and thus do, in the most importance sense,
Awor k. o

Alternatively, ragar Member recourse to Article 21.5 proceedings
could reflect that these proceedings are used abusively: a Member migh
bring Article 21.5 claims to harass another Member that has not acted
inconsistentlywith its WTO obligations. Thisgper thus uses filings of
inconsistency in Article 21.5 proceedings as an indication that Article 21.5
proceedings are not used frivolously. Findings of inconsistencies are not
perfect indicators of ndinivolous usage, but they do suggest that Article
21.5 proceedings anet initiated without reason.

Table 1 presents an overview of all requests for Article 21.5
proceedings through the end of 2011.

Table 1
WT/DS Case Name Requesting Date of
No. (Short Form) Member Request Appeal Outcome
18 Australiar Canada 7/28/1999 No appeal Inconsistent
Salmon
26 ECi Hormones | EU 12/22/2008 | N/A MoU reached

41 |bidat para 68.
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27 ECi Bananas | EU 12/15/1998 | No appeal No finding of
Il presumption
of consistency
Ecuador 12/18/1998 | No appeal Inconsistent
Honduras, | 11/20/2005 | N/A Jined
Nicaragua Ecuador
& Panama second
recourse to
Article 21.5
Ecuador 11/16/2006 | Mostly Inconsistent
upheld panel
findings
us 6/29/2007 Upheld Inconsistent
panel
findings
46 Brazili Aircraft | Canada 11/23/1999 | Upheld Not consistent
panel
findings
48 ECi Hormones | EU 11/22/2008 | N/A MoU reached
58 UST Shrimp Malaysia 10/12/2000 | Upheld Not
panel inconsistent
findings
70 Canadd Brazil 11/23/1999 | Upheld Some
Aircraft panel finding | consistent;
some
inconsistent
99 USi DRAMS Korea 3/9/2000 N/A Mutually

agreed sation
reached




WTO: What are O6Mealdur
103, 113 | Canadd Dairy | New 2/16/2001 Reversed Panel found
Zealand & panel measures
us finding; inconsistent;
unable to second
complete recourse to
analysis for | Article 21.5
lack of data | initiated to
address
inadequacies
in record on
appeal
12/6/2001 Upheld Inconsistent
panel
findin
108 USi FSC EU 12/7/2000 Upheld Inconsistent
panel
findin
EU 1/13/2005 Upheld Not consistent
panel
findings
126 Australiar us 10/4/1999 No appeal Not consistent
Automotive
Leather Il
132 Mexicoi Corn us 10/12/2000 | Upheld Inconsistent
Syrup panel
findings
141 ECi Bed Linen | India 4/4/2002 Reversed Inconsistent
panel finding
of no
inconsistency|
207 Chilei Price Argentina 12/29/2005 | Upheld Inconsistent
Band System panel
findings

es
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212 usi EU 9/16/2004 No appeal Mostly
Countevailing consistent;
Measures on some
Certain EC inconsistent
Products
245 Japari Apples | US 7/19/2004 No appeal Inconsistent
257 USi Softwood | Canada 12/30/2004 | Upheld Inconsistent
Lumber IV panel
findings
264 UST Softwoal Canada 5/19/2005 Reversed Inconsistent
Lumber V panel finding
of no
inconsistency|
267 USi Upland Brazil 8/18/2006 Mostly Some
Cotton upheld panel | inconsistent;
findings some
consistent
268 USi OCTGs Argentina 3/6/2006 Reversed Mostly not
Sunset Reviews some pael inconsistent;
findings; some
upheld inconsistent
others
277 USi Softwood | Canada 2/14/2005 Reversed Appellate Body
Lumber VI panel finding | unable to
of no complete
inconsistency| analysis
because of
inadequacies
in record on
appeal;
mutually
agreed solution
later reached
282 UST Anti- Mexico 4/12/2007 N/A Request
Dumping withdrawn

Measures on
OCTGs
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285 USi Gambling | Antigua & 7/6/2006 No appeal Not consistent
Barbuda
294 USi Zeroing EU 9/13/2007 Reversed Some
some panel | inconsistent;
findings; some
upheld consistent
others
312 Koreai Certain | Indonesia 12/22/2006 | No appeal Inconsistent
Paper
316 EC and certain | EU* 12/9/2011 N/A Proceedings
member Statds suspended at
Large Civil Me mber s
Aircraft request
322 UST Zeroing Japan 4/7/2008 Upheld Inconsistent
panel
findings
336 Japari DRAMs | Korea 9/9/2008 N/A Proceedings
suspended at
Me mber s
request
344 USi Stainless | Mexico 9/7/2010 N/A Panel report
Steel forthcoming

y The Appell ate Body r ever sueugheldthed findifigs t h e
of inconsistencies.

The overview of Article 21.5 proceedings presented in the table above
gives rise to a number of observations about their functioning. First,
Article 21.5 proceedings generally do not seem to be used for harassme
In the vast majority of cases, WiR@onsistent actions have been found,
suggesting that complainants are generally requesting Article 21.5 panel:
only when they have good reason to do so in good faith.

Second, the Article 21.5 process is used regukrygesting that
Members find it an effective way to address noncompliance. Indeed, some
Members have chosen to pursue Article 21.5 proceedings in lieu of

42 The European Union requested only Article 21.5 consultations, not the composition of an

Article 21.5 panel.
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suspending concessions under Artict€ @2en though suspension would
intuitively seem to compel ropliance more quickly than a panel
proceeding because of its more immediate economic impact. The fact that
Members who can suspend concessions instead opt for recourse to Article
21.5 proceedings suggests that Members see these proceedings as an
effectivewvay to resolve their disputes and achieve prompt compliance.

However, recourse to Article 21.5 has decreased in frequency over the
past three years. There were no requests in 2009, and only one in each of
2010 and 2011. In at least one cdd§, 1 Continuedsuspensiothe
complainant opted to initiate a new proceeding rather than an Article
21.5 proceeding, even though an Article 21.5 proceeding would have been
appropriaté? It would be premature to suggest that this recent trend
reflects dissatisfaction thvi Article 21.5 proceedings, but it will be
interesting to see how frequently they occur in the coming years.

One of the main challenges for Article 21.5 panels, if they wish to
remain a relevant and effective way to adjudicate disputes, is to determine
their proper scope. As suggested above, too broad a scope will effectively

all ow compl aining Members to Acheat 0

should be brought in Article 6 proceedings in expedited Article 21.5
proceedings instead. On the other hand, tarrow a scope will allow the

responding Member to fAcheato the sys

21.5 panel.

IV. How DO ARTICLE 21.5 PANELS LIMIT THE RISKS OF
OVERANCLUSION AND UNDER4ANCLUSION?

When both parties agree that a certain measure is one take
comply, there is no problem determining that the measure falls within the
purview of the Article 21.5 panel. But when the implementing Member
denies that the measure in question is a measure taken to comply, the
panel must employ the analysis outlinedUS T Softwood Lumber IV
(Article 21.5 Canada}o determine if the measure nevertheless falls
within the scope of Article 21.5

4 Again, or a discussion of whether Members can resort to Article 22 before convening a

compliance panelnder Article 21.5, see, for example, Valles & McGisnoranote 8.

4 WTO, Appellate Body Report)nited Statés Continued Suspension of Obligations inithe EC
Hormones DisputéT/DS320/AB/R, online WTO <www.wto.org/english/tratop_e/
dispu_e/320abr_e.doc>.
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between the measure at issue and the declared measure taken tc
c o mp" This approaci cal | ed the fdAclose nex
prevent Members from avoiding the scrutiny of Article 21.5 panels by
simply failing to identify a connected measure as a measure taken to
comply’® Panels rely on the close nexus test to limit the risk of -under
inclusion. Likewise, Article 21.5 panels rely on due process safeguards ftc
avoid the risk of ovémclusion: they protect Members from having to
answer to an Article 21.5 panel about measures that they could not

a

reasonably foresee would fall within thatrpe | 6 s“ pur vi ew.

A. The Close Nexus Test As a Means to Limit the Risk of Under
Inclusion
The close nexus test allows Article 21.5 panels to review measures tha
the implementing Member denies are measures taken to comply but that
have a very close relatiopsioth to any declared measures taken to
comply and to the recommendations and rulings of the ‘O$Be test
allows Article 21.5 panels to avoid the uadelusion of measures that
do not seem, superficially, to be measures taken to comply, even thougr
substantively they are.

1. The creation of the close nexus test

In Australiai Salmon (Article 21i.5Canada)a panel found that a
measure by the Government of Tasmania that effectively prohibited the
importation of certain Canadian salmon products into mb3tasmania
fell within the purview of the Article 21.5 panel, where the rulings and
recommendations from the original proceedings had found an Australia
wide prohibition of imports of Canadian salmon inconsistent with WTO
obligations. Australia claimed thhe Article 21.5 panel could not review
the Tasmanian ban as it was not a measure that Australia had taken with

4 WTO, Appellate Body ReporEuropean CommunitieRegime for the Importation, Sale and

Distribution of Banands Second Recourse to Article 21.5 of the DSU by Ecuador
WT/DS27/AB/RW2/ECU, at para 24, online: WTO <www.wto.org/english/tratop_e/dispu
_el27abrw_e.doe

4 Ipidat para 245 (AThe Appell ate B&Y Softreoead e mp t

Lumber IV (Article 21.5 Canada)concerned the identification of closely connected measures

sopas to avoid circumvention. o).

Panel ReportAustralid Salmon (Article 21.&anadapupranote36 at para 7.10.26.

This test was first articulated Australiai Salmon (Article 21.5Canada)supranote 36 and

Australid Automotive LeathefAtticle 21.5 US) supranote 34and was elaborated uponlts

1 Softwood Lumber IV (Article 2 C&nada)supranote 21.
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the intention of complying with the
But , as the panel expl ained,tsoft i wo u
a measure by one level of government that thwarts a measure by another
level of government cannot be considered by an Article 21.5 panel because

it is not itself a*SJuehagaesultevould ncdk en t
promote the purposes of Articlel.3 proceedings: ensuring prompt
compliance with the recommendations and rulings of the DSB, and
preserving the rights and obligations of Memit3drisniting the purview

of an Article 21.5 panel to measures intentionally taken to comply would

result in theundernclusion of measures in Article 21.5 proceedings.

To avoid such undénclusion, the panel explained that Article 21.5
panels can review measures that are
Appellate Body reports concerned, bothtimeand in espect of the
subjeehatter that any impartial observer would consider them measures
6taken to comply, 60 then they are, [
if the implementing Member has not identified them as such (emphasis
addedf* That panel dd ot attempt to define HAcl
way that would suit all contexfsbut its determination that the two
measures were closely connemtured seel
(that the second measure was a quarantine measure, like the measure
examined and found inconsistent in the initial dispute) and ttigiing
(the second measure was implemented seventeen days before the adoption
of the recommendations and rulings in the original diShufEhe effects
of the two measures (both of which effely prevented the importation
of certain salmon products into various partsAabtralia) were also
relevant.Though the panel spent little time focusing on those effects, this

4 panel ReportAustralia Salmon (Article 21.&anadp supraiote 36 at para 4.28

0 bid.

1 |bidat para 7.1@; see atsibidat para 7.10. 26 (fiPrevious panels
explicitly mentioned in the panel request on the ground that they were implementing, subsidiary
or so closely related to measures that were specificallpnegnthat the responding par
could reasonably be found to have received adequate notice of the scope of the claims asserted
by the complainant. o).

52 Ipbidatpara7. 10. 22 (AWithout attempting to give a p
¢ o mptHatysbould apply in all casege are of the view that in the context of this dispute at
least any quarantine measure introduced by Australia subsequent to the adoption on 6
November 1998 of DSB recommendations and rulings in the original dispatewth a more
or less limited pesd of time thereaftef that applies to imports of fresh chilled or frozen
sal mon from Canada, is. a O0measure taken to comp

% Ibid
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part of the close nexus test would become more prominent in later cases
(enphasis added].

In Australiai Automotive Leather Il (Article 218S) the panel
similarly explained that a loan would be considered a measure taken to
comply because it was fAinextricab
identified as onetakenmo mp | y A i n timingand itendturéo ot h
(emphasis addet) Australia had withdrawn a private sector grant that
had been found to be a prohibited subsidy. Arotlnedsame time, it had
granted a loan on nacommercial terms to a related compahig kban
was conditioned on repayment of the original subsidy. When the second
| oan was chall enged, Australi a a
i mpl ementation of the DSB&s rulin
not fall within the purview of the Articl2l.5 panel. The panel disagreed,
noting that exclusion of the seco
I i mit [the panel 6s] ability to |
measures to c¢ompl y*®Iwdétherhwortishtee p&nsIiB 6 s
could rot determine whether Australia had taken the measures necessary
to bring its WTQinconsistent loan into compliance without examining
the subsequent loan, given the similarity of their timing and ndture.
Thus, the close nexus approach was again used itb tagounder
inclusion of measures in Article 21.5 proceedings when review of those
measures was essential to achieve

The Australid Automotive Leather Il (Article US)and Australid
Salmon (Article 21.&anadapanels did not elaborate on which elements
of a measur eds natur e ar e rel eve
measures have a close nexus nor on the timeframe within which two
measures must occur in order to be deemed to have a close nexus with on
another. er the most part, their approaches seemed to be like Justice
Potter Stewartodés approach to porn
knows it when one sees”itThe two panels did, however, offer some
gui dance as to certain amdsateecthas 0
would be relevant in determining whether the close nexus test was met.

% Seeibidat 4.28 (filt woul d bffectosd measur bytodevehaf | d t
government that thwasta measure by another level of government cannot be considered by an
Article 21.5 panel because i) is not itseltf

55 Ppanel ReportAustralia Automotive LeathegAtticle 21.5 US) supranote 34 at paa 6.5.

% Ibid
57 Ibid.
8 Jacobellis v QI8@8 U.S. 184, 197 (1964).
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As to timing,Australida Salmon (Article 21.%anadahoted that the
greater a measureds proximity i n t
recommendations and rulings imet original dispute, the more likely the
measure would be deemed one taken to cothplyneasure taken after
the establishment of an Article 21.5 panel will generally (but not always)
be excluded from ®“tAsahe pane rexplided, pur v
i ¢ o npd i$ aiten an ongoing or continuous process and once it has
been identified as such in the pane
complyd can be presumed t'dhisfamlityl wi t h
to examine measures taken after the formatidghe Article 21.5 panel is
necessary t o ful fildl t hose panel sb
Member could effectively avoid Article 21.5 review of a measure by
implementing it after the initial request for an Article 21.5 panel had been
filed,even f t he responding Memberdéds new
as the challenged measures. Conversely, if a responding Member
implemented measures that brought it into compliance with its WTO
obligations after a request for an Article 21.5 proceeding wasitfile
would be unfair to prohibit the Article 21.5 panel from considering the
subsequent measures because doing so would result in a finding of
ongoing inconsistency when there was none. Allowing Article 21.5 panels
to review measures implemented afteickr21.5 panel requests are filed
serves to avoid the ovand undeiinclusion of measures that should fall
within the purview of Article 21.5 panels.

As tothe nature,Australida Salmon (Article 21.%anadahoted that
the existence of a close nexxmuld not depend on whether the
challenged measure is taken to conform with WTO rules or is taken to
maintain or worsen the original violation. Otherwise, one would be faced
with an absurd situation: if the implementing Member introduces a
Abett er &in theedirection ef WTO conformiyit would be
subject to an expedited Article 21.°4"
measur@maintaining or aggravating the violaéd@rwould have a right to
a completely new WTO procedif&his approach would risk éhunder
inclusion of measures that should properly fall within the purview of
Article 21.5 panels, thereby allowing offending Members to persist in their

% bid.

80 panel Report)Si Zeroing (Article 21.&C) supraote38 at para8.1158.116.

61 Panel ReportAustralida Salmon (Article 21.8anada)supraote36 at para7.1028.
%2 |bidat par 7.10.23.
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offenses. Moreover, Article 21.5 panels would face great difficulty in
determining which measures@aré et t er 0 and *whi ch a

2. The elaboration of the close nexus test

The Appell ate B®idSoftwsod Lumbeg v dAgtiele i
21.571 Canadagxpanded on the close nexus test and clarified that its
purpose is to avoid the undand oveinclusion of measures in Article
21.5 proceedings. As the Appellate Body explained, the scope of Article
21.5 panels must be sufficiently
prompt r esol u®A complainiig Mdnber shotldenst. bé
forced to ingate new proceedings when an inconsistent measure has not

been brought into conformity wit
rulings, as that requirement would delay complién@n the other
hand, ithe scope of Articl aronwerl. 5

than the scope of originiéntlusidnf®sput
In UST Softwood Lumber IV (Article RXICBnadg)Canada claimed

that measures the United States had taken to comply with an Appellate

Body ruling regarding U.S. countervayl duties on Canadian softwood

| umber violated the United States

denied that some of the chall eng
comply, 0 arguing that that phrase
measures thdicoul d have an i mpact ono

declared implementation measufe€anada argued in response that
measures not identified by their implementing Member as measures taken
to comply may be reviewed by an Article 21.5 panel when thetytladf
existence or consistency of measures that have admittedly been taken t
comply, since they may negate purported compliance with DSB
recommendations and rulin§fsThe Appellate Body sided with Canada,
explaining:

Some measures with a particularysel relationship to the declared
O6measure taken to comply, 6 and to the 1
the DSB, may also be susceptible to review by a panel acting under

% Ibid.

Ibidat para 72.

% Ibid.

% Ibid

67 Appellate Body Report)Si Softwood Lumber IV (Article 2CAnada)supranote 21 at para
21, 22.

% |bidat para 62.
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Article 21.5. Determining whether this is the case requires a panel to

scrutinize theseelationships, which may, depending on the particular

facts, call for an examination of the timing, nature, and effects of the

various measures. This also requires an Article 21.5 panel to examine

the factual and legal background against which a dedamed a s ur e

taken to comply6 is adopted. Only then is
view as to whether there are sufficiently close links for it to characterize

another measure as one O6taken to complyd a
consistency with theeered agreements in an Article 21.5 proceédiing

The three measures the Appell ate E
c o mp | YSd Softwood Lumber IV (Article RC&nadajvere measures
implemented to determine the countervailing duty liability for ingpoft
Canadian softwood lumber. According to the Appellate Body, they were
closely connected in terms of their nature: all three measures involved the
issue of pagBrough and covered imports of softwood lumber from
Canada. They were also closely connerteterms of timing: the
publication of two of the three measures occurred within four days of each
other. Finally, one measure directly affected the implementation of
another: the cash deposit rate calculated by one measure was replaced after
ten days byhe cash deposit rate calculated by another measure. Because
of these close links between the measures in question, the Appellate Body
found that they were all measures taken to comply.

The effects of two measures had not been explicitly considered in
earler articulations of the close nexus.testl n consi dering t\
Afeffects, o the Appell ate Body seems
impact on the existence of the inconsistency identified by the original
panel . Thi s unde i sfteasnddrives fomdhe texd of me a s |
Article 21.5, which states that n[ w
existencer consisteneyith a covered agreement of measures taken to
comply with the recommendations and rulings such dispute shall be
decided tho u g h recour se t o t hese di sput
(emphasis addet)For example, ST Softwood Lumber IV (Article 21.5
I Canada)the changes the United States made to its methodology for
determining countervailing duties against Canada after nh@l i
Appellate Body proceedings effectively reinstated the offending measures.

Both methodologies committed the United States to examining a pass

% |bidatpara 77.
0 DSU, supranote2 at art 21.5
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through of alleged stumpage subsidies, and both resulted in a similar cast
deposit raté* Thus, the United Bat es® subsequent m
the existence of the original offending measures, and were inconsistent
with the United Statesd WTO obl i
the purview of the Article 21.5 panel.

B. Due Process As a Means to Limit tResk of Ovednclusion

While the close nexus test helps Article 21.5 panels avoid excluding
measures from their purview that thehoulde able to scrutinize, due
process limitations help Article 21.5 panels avoid including measures
within their purviewthat they shouldnot be able to scrutinize. For
example, in finding that the second loarAustralia Salmon (Article 21.5
I Canadajvas a measure taken to comply, the Appellate Body justified its
hol ding partly on t he gstaiaafitsightt h a
to adequate notice under Article 6.2. On the basis of the Panel request
Australia should have reasonably expected that any further measures i
would take to comply, c 0@ Wlere ae s
responding Member couliht have reasonably anticipated that a measure
might be challenged in compliance proceedings, Article 21.5 panels have
found that the measure did not fall within their purvié@hus, concerns
about noticédan essential component of due progepsrate to réuce
the risk of oveinclusion of measures in Article 21.5 proceedings.

Although the WTO has not adopted the doctrinegeaxf judicatar
collateral estoppdl, it employs some principles of issue and claim

L Appellate Body Report)Si Softwood Lumber IV (Article 2TCanada)supranote21 at para

33.

Panel ReportAustralid Salmon (Article 21.€anadg)suprarote 36 atpara 7.10.27.

™ SeeWTO, Appellate Body Repottinited StatésTax Tr eat ment for iAFor e
Second Recourse to Article 21.5 of the DSU by the European BAHDRLU868B/RW2, at

para68, online: WTO <www.wto.org/english/tratop_e/dispu_e/18Brw2 e.doc{UST FSC Il

(Article 21.5 EC]) , (A[W]e conclude that the Europe.
identify the continued operation of Section 5 of the ETI Act sufficiently to putititedStates

on noti ce i reeetalbd?asel RemisAustralidi .Salmon (Article 21.5Canada)
supranote36atpara7.128 (A[ Al ny dédmeasures taken to cor
t he pan e lublessaganuidedatkeofro® can be pointed to. o).
Waincymer supranote 28 at 519 (regardinges judicataAppellate Body ReporEuropean
Communities i Export  Subsidies on Sug@&T/DS265/AB/R, online: WTO
<www.wto.org/english/tit@p_e/dispu_e/265_266_2&dr epdbatpara3 12 (A The pri
of estoppel has never been applied by the Appellate Body. Moreover, the notion of estoppel . . .
would appear to inhibit the ability of WTO Members to initiate a WTO dispute settlement
proceethg. We see little in the DSU that explicitly limits the rights of WTO Members to bring

2
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preclusion to reduce the risk of the ametusbn of measures in Article

21.5 proceedings.New claims are sometimes raised before an Article

21.5 panel: as mentioned earlier, measures taken to comply may well be
inconsistent with WTO obligations in ways that the original measures

were not, and thesendonsistencies rightly fall within an Article 21.5
panel s purvi ew. An Article 21.5 pan
of assessing measur e sconsidgteack iihcouldo ¢ o mj
not examine claims that were different from and additimntdose raised

in the original proceeding.

But an Article 21.5 panel cannot consider the same claim on an
aspect of a measure taken to comply that is unchanged from the original
measure and was unsuccessfully challenged in the original procéedings.
Allowing Members to assert the same claims against aspects of
implementation measures would undermine the ability of Article 21.5
panels to achieve the prompt settl en
the effective f u’hMembes wouldeg able foraiseh e WT C
the same cl aims anew, wasting both N
resolution, and squandering limited adjudicatory resources. Consequently,
an unappealed finding of no violation that the DSB adopts must be
treated as the final restbn of the dispute between the parties with
respect to that particular claifh.

The conclusion that a complaining Member may not challenge an
aspect of a measure that was upheld in the original proceeding makes
sense in terms of due process: the responifiamber could not
reasonably anticipate that the aspect of the measure that was upheld in the
original proceeding would be challenged again in the Article 21.5
proceeding. As the panel explaine@&®i Bed Linen (Article 21.fhdia)
nit would be warpase the responding

an action; WTO Members must exercise their 6jud
procedures would be fruitf3U adthgomyust engage ine o f Ar
dispute settlement procedures ood faith, by virtue of Articl8.10 of the DSU. This latter
obligation covers, in owiew, the entire spectrum of dispute settlemiain the point of
initiation of a case through implementation. Thexsen assumirgyguenddhat the principle of
estoppel could apply in the WTO, its application would fall within these narrow parameters set
out in the DSU. 0)
 The WTO does not generakclysisedctbe fiesmsefpkaici
®  Appellae Body ReporEC1 Bed Linen (Article 21.5dia) supranote 36 at para 80.
7 Appellate Body Repott)Si Shrimp (Article 21.8vialaysia)supranote 34 at paa 97;Appellate
Body ReportECi Bed Linen (Article 21.5dia) supranote 36 at para 90.
8 |bidat para 93.
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finding of violation on an aspect of the original measure that that Member
Afwas entitled to assume was cons
relevant agreement given the absence of a finding of vioiatithe
origindl report.o

For the same reasons, that panel also found that if an aspect of a
measure is deemed acceptable by the original panel and is not a part of the
later measure taken to comply, that aspect of the original measure cannot
be challengedduring compliance proceedirfysThe panel explicitly
described the rationale for this conclusion as concern for the responding
Member 6s due process rights, stat
proceeding should not override the basic due progdgs of the parties
t o a diPseywentihgeMembers from raising such repetitive claims
during Article 21.5 proceedings promotes efficiency and judicial economy,
allows parties to reach finality or repose, helps to ensure swift dispute
resolution, enhaces the consistency of judicial decisions, and,
consequently, public confidence in the legitimacy of the adjudi®ators.

V. How SHouLb THE WTO MODIFY ITS UNDERSTANDING
OF DUE PROCESS AND THECLOSE NEXUS TEST TO BETTER
MITIGATE THE RISKS OF OVER- AND UNDER4NCLUSION IN
ARTICLE 21.5PROCEEDINGS?

Due process concerns and the close nexus test help Article 21.5 panel:
avoid the risks of ovaand undeiinclusion, but are there ways that these
tools could be modified to make them more effective in defining the
proper scope of Article 21.5 panels? This section ma&esutgestions
for improvement:ifst, while the timing and nature elements of the close
nexus test likely cannot be defined more precisely, and thus should be
applied in the future as they have beethm past, the effects prong of
this test demands articulation or abandonment. Second, although the
Appellate Body has found to the contrary, due process should bar

®  WTO, Panel ReportEuropean Communitiesnt{Dumping Duties on Imports of dgytenBed
Linen from IndiaRecourse to Article 21.5 of the DSU bWMAX5141/R, at para 7.75. [Panel
Report,ECT Bed Linen (Article 21.5dia).

8  Appellate Body Report)Si Shrimp (Article 21.5Vlalaysia)supranote 34 at para 97see also
Appellate Body RepofECi Bed Linen (Article 21.5dia) supranote 36 at para 8B3.

8 panel ReporECi Bed Linen (Article 21.5dia) supranote 79 at para 7.76.

8 See e.gi7 Americaduispruden@elfi J u d g ngel7B31(VEesR011).
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Members from bringing claims in Article 21.5 proceedings that could have
beer®but were nddraised in the initial proceedings.

A. Problems with the Close Nexus Test

As indicated above, neither the Appellate Body nor any panels have
articulated what aspects of a measur
relevant when considering whether that mesass sufficiently closely
connected to another measure so as to fall within the purview of an
Article 21.5 panel. How similar must the nature of the two measures be?

And how closely in time must they occur? What exactly is meant by
Afeffects?o

Moving towads a more precise standard to determine whether two
measures were implemented sufficiently closely in time would be overly
restrictive. If the WTO adopted something like a statute of limitations,
Members could simply wait one day beyond that time framereaud
their measures t hen. Through mani |
l i mitations, 0 Members <could thus av
panel and force the complaining Member to initiate an entirely new
dispute resolution proceeding to address thenatasure.

Giving a more precise definition as to the nature prong of the close
nexus test would also likely worsen the unded oveinclusion of
measures i n Article 21.5 proceedin
natures, panels seem to be concerned atfwether the two measures are
of the same general type and whether they are applied to the same types of
products or producers: for example, loans to an automotive leather
company inAustraliai Automotive Leather Il (Article 21.8S) or
quarantine redations on salmon imAustraliai Salmon (Article 21i.5
Canada) |t is difficult to imagine a m
than 6ty d&d n ddthat would §tik adlowtAdicle 21.5 panels
to assume within their purview all of the measutet they should
properly be able to review.

The effects prong of the close nexus test demands articulation. This
prong seems designed to capture measures that effectively nullify or impair
the identified implementation measure. For example Australiai
Automotive Leather Il (Article 211U%) the panel found that a loan fell
within its purview even though Australia denied that it was a measure
taken to comply. The panel implicitly based this finding on the fact that
the | oan negatrad Awstcroarpilaydswiafhf t he
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recommendati ons. As the panel st
withdrawal of the prohibited®sub:
Similarly, inUST Zeroing (Article 21.&C) the Appellate Body sugtses

that two measures can be deemed closely connected in terms of their
effects when the | ater measure r e
inconsistent measuféAnd in UST Softwood Lumber IV (Article 1.5
Canada)the panel explained:

Since thegpasghrough analysis in the First Assessment Review could,
therefore have an impact, @mdpossibly undermangy implementation of
the DSB rulings and recommendations regardingtipmasgh by the
Section 129 Determination, we consider that thetpasgagh analysis in
the First Assessment Review should also fall within the scope of these
DSU Article 21.5 proceedings.

In other words, because the phssugh analysis in the First
Assessment Review reversed the change that the United States had mac
to the pasthrough analysis in the Section 129 Determination, the First
Assessment review negated U. S. ef
and recommendations with respect to the Section 129 Determination.
Consequently, the passough analysis in thEirst Assessment Review
fell within the purview of the Article 21.5 panel.

In its appeal ofJSi Softwood Lumber IV (Article 2XBnadg)the
United States arguddnsuccessfubiyhat the effects of a measure could
not be the appropriate standard by ebhito determine whether that
measure falls within %MNotohlydoesaHise 2
standard have no basis in the text of Article 21.5, but also it broadens the
scope of Article 21.5 panels to worrisome proportions. Almost any

8 Appellate Body Repott}Si Shrimp (Article 21.8alaysiagupranote 34 at pareb.

8 Appellate Body Repottt)Si Zeroing (Artc21.51 EC) supranote 32 at para233 (finding that

ito the extent t hat sunset review deter mine
dumping duty orders, which in turn pided the legal basis for the continued imposition of
assessmenttea and cash deposits calculated with zeroing in subsequent administrative reviews
with continued effects after 9 April 2007, these sunset reviews had a sufficiently close line, in
termsofeflet s, wi th the recommendations and rul ir
WTO, Panel ReportUnited Statés Final Duty Determination with Respect to Certain Softwood
Lumber from Canada Recourse by Canada to Article 21.5 WTHBOEZEI/R, at para 4.41

online:  World Trade Law  kttp://www.worldtradelaw.net/reports/wtopanelsius
lumbercvdsfinal%28panel%29.pdfThe panel also based its determination that the First
Assessment Review fell within the scope of
overlap in effectlbdf [the] various measures.
Appellate Body Report)Si Softwood Lumber IV (Article RCanada)supranote 21 at para

23.
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measure aol d Afhave an i mpact on, and I

implementation of a compliance measure, especially where the two

measures involve the same type of merchandise from the same country.

For example,any assessment reviews subsequent to an original

antidumpng or countervailing duty investigation could fall within the

purview of an Article 21.5 parfélBut this cannot be true; as the

Appel |l ate Body h g assessmgnt raview wiltl fall. n ot i

within the jurisdiction of an Articl
Moreover, a Member may not know the effects of any particular

measure at the ti me *boPotentiallyeoffentlingas ur e 6

Members will thus struggle to anticipate when their actions might fall

within the purview of an Article 21.5 panel. Thisdacurity could lead

Members to be overly cautious in enacting any new measures regarding

the same products or producers that were affected by the measure

previously deemed inconsistent with WTO obligatibAs.the very least,

the unpredictability as tohich measures would fall within the purview of

Article 21.5 panels under the effects prong of the close nexus test presents

a challenge to the legitimacy of decisions issued by Article 21.5 panels and

the Appellate Bod$.The effects prong must be modified is to remain

a useful component of the close nexus test. Simply requiring that the two

87 AppelleeSubmission of the United StatésSi Zeroing (Article 21.55C) WT/DS294 n. 57

online: United States Trade Represeiv@at  <http://www.ustr.gov/trade
topics/enforcement/disputsettlemenproceedings/wtdisputesettlement/lawsegulations
and>.
8  Appellate Body Report)Si Softwood Lumber IV (Article 2Canada), suprate 21 at para
93.
® History is rife with examples of Sgeover nmer

eg.Mar ¢ B elhS. Agidultural fExport Credits After the WTO Cotton Ruling: The Law of
UnintendedRD9HGhs2gEenegs&e&nTeraded &a0BAWO,1L07

Committee on Trade in Financial Services, Communication from Barbabhwstended

Consequences of Remedial Measures Taken to Correct the Global Financial Crisis: Possible Implicatior
for WTO Complianc8OB/SERV/38, at para; Stephen J. Dubner & Steven D. Levitt,

fUnintended ConsequenagsNew York Times Magazte Januarp008 online: New York
Times<http://www.nytimes.com/R08/01/20/magazine/20wwInfreakhtml?pagewanted=
1&_r=1&sg=unintended>

For a discussion of hwoan effectbased test in another area of law is-imadusive and thus

leads to ovateterrence, see Marco Lankhoftproving Accuracy in Effe@sased Analysis:

An IncentiveOriented Approach  ( 2007) Amst er da morkingPaperiNo.r Law &
200701, 2006 online:Social Science Research Netvtifi//ssrn.com/paper=956330.

See Clarance Manihe Function of Judicial DechMaking in European Econateigratio(The

HagueNi j hof f | 1972) at 176 (i [ctMdnessly areamflawl.e.gi t i mac
Rules of economic regulation and commercial transactions . . . are measured to a large extent by
standards of efficiency, wutility and predictabi
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measures affect and target the same products or producers does no
sufficiently constrain the effects prdhg.
Focusing on the subseqgfuenis tnemcs

the original vi olation and the #f
with the Memberdés WTO obligations
effects prong, either. Al t hough t

on another is appealinbecause it is grounded in the text of the B'SU,

any subsequent measure that affects the same products and producers :
the earlier measure that was deemed inconsistent could be said to affec
the fAexistenceo of t hat e @& rshoulce r r
not fall within the purview of an Article 21.5 panel simply because it is
inconsistent with the Memberso6 WT
all be brought in an Article 288ather than an Article@proceeding?

While the close nexus test a whole is designed to remedy the
problem of undeinclusion, Article 21.5 panels must take to care to avoid
using it in a way that creatbe problem of ovenclusion.In particular,
they must narrowly define the effects prong of this test and clearly
articul ate what it means for a ch
and possibly undermineo the imple

But even if such a narrow articulation of the effects prong of the close
nexus test is possible, the prong does not seem neclssdiying and
nature prongs of this test are sufficient to capture measures that should be
reviewed by an Article 21.5 panel even though they have not been
identified as fimeasures taken to
satisfied only if the gsequent measure is applied to the same products or
producers as the original measureAastraliai Salmon (Article 21i.5
Canadapnd Australiai Automotive Leather Il (Article R21UES)suggest,
the effects prong is unnecessary and should be abandtmersage
threatens only undesirable oireusion of measures in Article 21.5
proceedings.

92
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Kearns & Charnovitzupranote 11 at 347 (suggesting this limitation).
DSU,supranote3atart 21.5 (AWhere there is disagree
with a covered agreemefito measur es toaken to compl yé

%  Appellate Body RepoiGanada Aircraft (Artiel 21.5 Brazil)supraiote1 at para 36.
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B. Problems with Due Process Protections in the Article 21.5
Context
For the same reasons that the Appellate Body found that Members
cannot, during Article 21.5 peceedings, raise claims about unchanged
aspects of a measure that were upheld in the original proceeding or aspects
of the original measure that are not part of the measure taken to comply,
one might expect the Appellate Body to prevent a Member frongraisin
objections to a measure taken to comply that it did notdtaisecould
have raisaiin the original panel proceeding. Indeed, some panels have
suggested as muthin particular, the panel ilJS 7 Countervailing
Measures on Certain EC Products (ArfdleEZ)e x p| ai ne d: fi an
21.5 panel can consider a new claim on an aspect of the measure taken to
comply that constitutes a new or revised element of the original measure,
which claim could not have been raised in the originabpro¢eedingsh a s i s
added)? In that case, the panel decided that the challenged measures did
fall within the purview of the Article 21.5 panel but only after
determining the new claims referred to aspects of the measure taken to
comply that had changed -#gs the origink measuré’ The panel
explained that allowing the complaining Member to raise claims in an
Article 21.5 proceeding that it could have radbed did not raisdin the
initial proceeding woul & result in 0
The goal of prompt settlemenf disputes seems to weigh against
excluding certain claims simply because they had not been raised during
the initial proceeding. Intuitively, the more claims that can be heard
during expedited proceedings, the f a

% Seee.g. Panel RepofECT Bed Linen (Article 21.85ndia) supranote 79 at para 6.4%finding

that India would not be aff opgdneat Arfice 2150 pport un
proceeding that they could have ibidatgpta64 and obt :
(explaining that allowing a Member to bring suc

not seem to be consistent with the overakalgnd purpose of the DSU to achieve satisfactory
resolution of disputes, effective functioning of the WTO, to maintain a proper balance between

the rights and obligations of Members, and to ensure that benefits accruing to any Member
under covered agreermt s are not nullified suprawoieBOmBi redo) .
140 (AThis | anguage [just cited] suggests that
earlier proceeding, but were not,ara i ved. 0) .

Panel ReportJnited StatésCountervailing Measures Concerning Certain Products from the European
Communities (Recourse to Article 21.5 of the DSU by the European\Eo/D8hRIEI)NV at

para 7.207, onlineWorld Trade Law kttp://www.worldtradelaw.net/reports/wtopanels/us
countervailing%28panel%29%2821.5%29.pdf>.

% |bidat para 7.217

% Ibidn. 294
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But the goal of prompt resolution must be balanced against the goal of
preserving Membersd rights and ob
by coin toss would of course allow for faster resolution, but not better
resolutiodit would be patently procedurallinfair. Similarly, at common
law, when we allow a court that has mandated equitable relief to maintain
oversight of compliance with the equitable decree, we do not grant it the
ability to hear claims that should have been raised in the original
proceedig but were not.

| t shoul d, t hen, al so be Aproc
Member to raise new claims that could have been but were not raised in
the original proceeding. Because of the abbreviated nature of Article 21.5
proceedings, the responding Ma&nkwould have limited opportunity to
respond to these new claims. The record of the original proceedings will
not contain any evidence on the new claims, and thus the Article 21.5

panel will have fAan extremel y®lim
Finally, the shorter timeline pr
l'imits both the panel dés opportuni
panel 6s tim¥ to deliberate. o

Despite these concerns, the Appellate Body rejected the idea that
claims that culd have been raised in original proceedings but were not
should be excluded from Article 21.5 proceedings, stating:

While claims in Article 21.5 proceedings cannot be usedadjgereissues that were
decided on substance in the original proceedingsnitenditional acceptance of the
recommendations and rulings of the DSB by the parties to a dispute does not
preclude raising new claims against measures taken to comply that incorporate
unchanged aspects of original measures that could have been mackre bubt

made, in the original proceediﬁ@é.

In other words, the complaining Member is barred from challenging
aspects of the original measure during an Article 21.5 proceeding if it did
not challenge that aspect in the original proceeding. It may, hpwever
challenge aspects of the measure taken to comply that were part of the
original measure that it did not challenge in the original proceeding. Such
claims are allowed because they do not grant the complaining Member a

% bid.

0 hid( AThe panel typically has only one opport.
proceedings where twdbstantive meetings taking place .

11 Panel ReportJSi Zeroing (Article 21.5C) supranote 38 at para 8.248.242.
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isecond chanceo etorminat melaser® Rahsruteey wi t h
allow Members to argue claims that were not decided in the original
proceedings.

The Appellate Body expressly rejected the argument that allowing
such claims fdjeopardize[ s] the pri
pr o ¢ ¥Jlss. séems like exactly the wrong conclusion. The measures a
Me mber takes t o comply wi t h t he
recommendations are designed to correct the inconsistencies identified in
the panel proceedings. Accordingly, the Membeauldhmot be liable for
failing to correct a violation that was not identified by those rulings and
recommendations. When it is forced to address new claims that could
have been but were not raised before the original panel during the Article
21.5 proceedirgy it has little time to respond to the new allegations, and
no time to correct the violation if one is foulid.

The WTO could employ the doctrine of good faith to limit which new
claims could be brought in Article 21.5 proceedifigé.a complainant
had anobjectively reasonable and legitimate expectation that the WTO
violation would be corrected even though that violation was not raised in
the original proceeding, then the Member could bring the new claim. But,
as Andrew D. Mitchell has noted, the WTO oftenks good faith
obligations and due process concé&figgood faith requires Members to
act consistently with the objective of protecting due process in WTO

102

Appellate Body RepottlSi Zeroing (Article 21.&C) supranote 32 at para 427.
103 pid.

4 While responding Members in original panel proc

comply with the panel és recommendations and
proceedings do not exgssly have this grace period. Compare 8pranote 2 art. 21.3
(providing for a fireasonable period of timeo
21.5 (making no such provision for Article.2 proceedings). A good argument can be made

that responding Members in Article 21.5 proceed

to comply after the adoption of the Article 21.5 panel or Appellate Body report, but research has
revealed no instaes of this argument being made to a panel or the Appellate Body.

% Sedbidart 3.10 (A[I]f a dispute arises, all Member
an effort to resolve the diUnjed StatdsdrangionAWT O, Appe

Safeguard Measure on Combed Cotton Yarn from\WPEKIStE®2/AB/R at para 81, online:
WTO <http://www.wto.org/english/tratop_e/dispu_e/cases_e/ds192_e.htm> (referring to the

figeneral principle of good D.aMitchdl iGotddaithionder |l i es
WTO Dispute Settleemn ¥ 0 Me |l b. J. | nt [Mitchell.f A3 3r9e s p3o5n2d i (n2g0 OMbe) m

could claim that the complainant was using the dispute settlement mechanism as a mere strategy

or tactic to achieve some unrelated tesstead ofinaneffr t t o r esod)v.e the disp

196 Mitchell, supranote 105 at 353355.
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proceeding¥’ then good faith would seem to caution against including
measures that could halleen but were not challenged in the original
proceedings within the purview of Article 21.5 panels.

The same policy concerns that justify claim preclusion at common law
also support that Members should not be able to raise such claims during
Article 21.5 poceeding®® The central role of any dispute settlement
system is to provide answers to adversaries: by so doing, the system fre
l'itigants from the HAuncertain prc
emotional peace and the ordering of future aff&itcClaim preclusion
promotes not only a formal, but also a more holistic, resolution of
di sputes. Such resolution of di sp
ability to resolve intgrarty issuémnd thus enhances respect for the
judiciary overall.

Still, one of the most commonly cited rationales for claim preclusion
in the domestic conteXéncouraging litigants to bring all their clairhs a
the outset of the procedumay not justify its application in Article 21.5
proceedings. Grossman and Syke$aexphat encouraging litigants to
bring all their claims at the outset of compliance proceedings will not
necessarily make these compliance proceedings more efficient: indeed, i
might be preferable to allow a complaining Member to bring its strongest
clams first, leaving the weaker ones aside should the initial claims fail in
order to reduce the costs of litigatidhAnd because Article 21.5 panels
are comprised of the same members of the original panel, minimal
additional effort is needed to familiarthe judges with the facts and legal
issues in a compliance proceedthin other words, the fixed costs of the
second proceeding will generally be small relative to the variable costs o
litigating more issues, suggesting that Members should not beedltiga
bring all of their claims about a measure in the original proceeding if they
wish thg canraise them before an Article 21.5 paffelOtherwise,
Members <could be encouraged to i

107 Appellate Body Repoit]Si FSC Il (Article 21i5EC) supranote 73 at para 166; Mitchelsupra
note105at 354.

198 gseeFederal Practice and Procedute 18, 2d ed (Rochester§ NY:
4403(describing the policies underlyieg judicata

109 Ibid

10 Grossman & Sykesypraote20at 141.

ML Ibidat 142.

12 |bidat 147.
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initial complaints and arguments, tbat initial panel proceedings become
even more . M . cumbersome. 0

But i f c¢claim preclusion does not 'y
result in the domestic context, why would it be expected to do so in the
WTO context? And, even if it did yield thesult, Article 21.5 panels are
empowered to dismiss unmeritorious claims. Even if requiring Members
to bring all their claims at the outset of Article 21.5 proceedings does
slightly slow these proceedings, the goal of prompt resolution of disputes
must, ase x pl ai ned above, be bal anced ag
procedural rights. Finally, even Grossman and Sykes do not advocate that
new claims should categorically be allowed in Article 21.5 proceedings;
they simply advocate that the understandinghefi s ame o cl ai m
narrow In other words, they are concerned about a use of claim
preclusion that could result in the undieclusion of measures in Article
21.5 proceedings. That concern is consistent with preventing Members
from, during Article 21.5 preedings, raising claims that could have been
raised during initial proceedings but were not.

A potentially more serious challenge to the suggestion that Article
21.5 proceedings should employ principles of claim preclusion is evidence
that the WTO does nowvant to provide repose. The panelUgi Shrimp
(Article 21.% Malaysig)for example, stated that the WE0nsistency of
i mpl ement ati on measur es "hissughgests Air eas
that the WTO sees its dispute settlement system not asriprim
concerned with providing finality, but with coming to the right conclusion
about the WT@ sonsistency of a measure.

While being right is a laudable goal, it should not control, as the
mission of the WTO is to facilitate trade between its Membesome
point, Members must get on with their activities in p&€adéey cannot
do so if the WTQ&onformity of their measures is always subject to
challenge, even when they have implicitly been deemed consistent before.

13 |bid

14 |bid

115 WTO, Panel ReportUnited Stateis Import Prohibition of Certain Shrimp and Shrimp Products
(Recourse to Artle5 by Malaysjia)T/DS58/RW, at para 5.88online: World Trade Law
<http://www.worldtradelaw.net/reports/wtopanelsfabrimp%28panel%29%2821.5%29.pdf>.

This is especially true in the WTO context, where decisions do not, strictly speaking, have
precedetial value. Thus, if a decision is wrong, a different decision can be made in a similar
future dispute without disrupting the repose of the parties to the erroneously decided dispute.
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VI. CONCLUSION

Although Article 21.5 seem® be working reasonably well, the
frequency of Article 21.5 panel requests has declined over the past three
years. One of the challenges for Article 21.5 panels if they wish to
maintain their relevancy and efficacy is determining how best to define
their scop@in particular, how to avoid including measures that should
not be reviewed (oweiclusion), and how to avoid excluding aseres
that should be reviewddndernclusion).

This paper suggests that the tools to avoid the twin risks of-amdier
overnclusion are already present in past Article 21.5 reports. The close
nexus test serves to reduce the likelihood of dandesion, while due
process concerns reduce the risk ofioghrsion. But these tools could
be improved: The effects prong of thlmse nexus test should be
abandoned, or at least further articulated. And due process concerns
should (but currently do not) bar Members from bringing claims in Article
21.5 proceedings that could have been raised in the initial proceedings but
were not.

Properly tailoring the scope of Article 21.5 panels is essential to
promoting the prompt resolution of disputes and protecting the rights and
obligations of Membedthe very purposes of these panels. Without
effective compliance proceedings, the WTO,tlikeGATT before it, will
cease to be a successful mechanism for enhancing the security an
predictability of the multilateral trading system.






More ThanJustGames: Virtual
Property Rights ih Massively
Multiplayer Online Games

CHRIS STALMANS’

the internet and can support hundreds of thousands of players

simultareousl. MMO games enable playe
one another in redime in a shared environment, even though these users
may be separate by vast ge ¢Blayarpchn acquir virsual a n
property by completing tasks within the game or by purchasing items with
real world currency.

The purpose of this paper is to explore the legal issues related to
virtual property rights in MMQyames. Part | will briefly describe why
MMO games should be considered as more jiidigames. Part 11 will
examine the current status as to
legal sense, and whether it belongs to MMO game players rather than to
game creators. Part Il will argue that it is important and beneficial to
recognize virtual property in favour of MMO game players and will
address some common criticisms of recognizing virtual property. Conflicts
involving virtual property in MMO gamermednevitable and it is hoped
that an evaluation of the current state of the law will allow for a better
resolution when these issues reach Canada.

For the purpose of this paper, virtual propegits will be defined as
inworld objects, including aveda(or characters), items, user accounts,
and land that can be possessed by one user to the exclusion of others i
MMO games. This paper is not interested in intellectual property rights
within MMO games.

M ASSIVELYMULTIPLAYER ONLINE(MMO) GAMES ARE PLAYED ON

* B.A. (Simon Fraser University); J.D. (University of Manitoba)

! Roger McFarlaneNetwork Software Architecture feFirRedlassively Multiplayer Online Games
(M Sc Thesis, McGill University School of Computer Science, 2005) [unpublished], online:
eScholarshiphttp://digitool.Library.McGill.ca>.

Z  Ibidat 14.
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There is an important distinction between propavisrse worlds and
propertypromoting worlds. MMO games that feature propesterse
worlds state in their end user licensing agreements (EULA) and terms of
service (TOS) that players cannot gain virtual property rights in the game
and that the sale of ganitems can result in disciplinary acttolror
example, in December 2005, Blizzard Entertainment, the maker of World
of Warcraft, shut down 18,000 player accounts for selling game assets on
third-party auction sites.

Linden Labds S e c aenotl a pgropdrggromatisgy an e X
world in that it Apurports to prote:
ri ght s 6dnd dlldws theuopea sake of virtual property. The CEO
of Linden Lab, Philip Rosendale has stressed this concept and publically
statelk A[y]ou cr daneéd iitds ywyaumnwnt’otdo w
However, the EULA and TOS of Second Life are less emphatic about
acknowl edging virtual propert:y right

acknowledge that Virtual Land is a liditeeense right and is not a real
property right or actual real estate, and it is not redeemable for any sum
of money from Linden Lab. .[and] agree that Linden Lab has the right

to manage, regulate, control, modify and/or eliminate such Virtual Land
asit sees fit and that Linden Lab shall have no liability to [users] based
on its exercise of such right

This discrepancy was relevant in the Evansaclass case, discussed
below?

. MORE THAN JUSTA GAME

MMO games armot justgamesln 2005, it wasstimated that up to
100 million people worldwide participated in an online digital wdrld.

s Stee n J. Horowit z, ACompeting Lockean Claims to
443 at 445 [Horowitz].

*  Ibidat 445446.

° Peter Brown & Richard Raysman, AProperty Right

Legal | ssues i 106)Y¥Indiah L& [TechP&7 atPX[Brawn & Rafysnan).
®  Horowitz,aupranote 3 at 448.
7 Joakim Baage, AFi ve Questions with Philip Rosed

of Second L i f2@G06), ofli2eldigitaknediawite ehttp://www.dmwmedia.com>.

Second Life, Terms of Servicdart 6 (19 May 2011), online: Second Life

<http://secondlife.com/corporate/tos.php?lang=d8#tosé.

o Evans v Linden Rese@@hl US Dist Lexis 11106 (QlEvs v Linden Resdardn further
discussion of this case, see text accompanyingiote









