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UBLIC-PRIVATE PARTNERSHIPS (PPPS OR P3S)1 HAVE COMPLETELY 

revolutionized the way capital-intensive infrastructure2 services are 

                                                            
1  Darrin Grimsey & Mervyn K Lewis, Public Private Partnerships: The Worldwide Revolution in 

Infrastructure Provision and Project Finance (Cheltenham, UK: Edward Elgar, 2004) [Grimsey & 
Lewis, Worldwide Revolution] (ñrisk-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 agreed outcome and/or public service,ò at xiv; ñarrangements whereby private parties 
participate in, or provide support for, the provision of infrastructure,ò at 2; ña PPP project results 
in a contract for a private entity to deliver public infrastructure-based services,ò ibid). For other 
definitions of P3s or PPPs, see Canadian Council for Public-Private Partnerships, ñDefinitionsò, 
online: Canadian Council for Public-Private Partnerships <http://www.pppcouncil.ca/resources 
/about-ppp/definitions.html>; Jeffrey Delmon & Victoria Rigby Delmon, eds, International 
Project Finance and PPPs: A Legal Guide to Key Growth Markets (The Netherlands: Kluwer Law 
International, 2010) ch 1 at 3-4 [Delmon & Rigby Delmon]; Geza R Banfai et al, ñConstruction 
Risk in Public-Private Partnerships in Canadaò [2007] Journal of Canadian College of 
Construction Lawyers 63 at 67; Apurva Sanghi, Public Private Partnership Units: Lessons for their 
Design and Use in Infrastructure (Washington DC: World Bank & Public-Private Infrastructure 
Advisory Facility, 2007) at 13 [Sanghi]; William D Eggers & Tom Startup, Closing the 
Infrastructure Gap: The Role of Public-Private Partnerships (New York: Deloitte Research, 2006) at 5 
[Eggers & Startup]; Erik-Hans Klijn & Geert R Teisman, ñGoverning Public-Private Partnerships: 
Analyzing and Managing the Processes and Institutional Characteristics of Public-Private 
Partnershipsò in Stephen P Osborne, ed, Public-Private Partnerships: Theory and Practice in 
International Perspective (London: Routledge, 2000) 84 at 85; Stephen H Linder & Pauline 
Vaillancourt Rosenau, ñMapping the Terrain of the Public-Private Policy Partnershipò in Pauline 
Vaillancourt Rosenau, ed, Public Private Policy Partnerships (Cambridge, MA: MIT Press, 2000) 1 
at 9; Jim Armstrong & Donald G Lenihan, ñFrom Controlling to Collaborating: When 
Governments Want to Be Partnersò (1999) Institute of Public Administration of Canada: New 
Directions-Number 3 1 at 13, online: IAPC <http://www.iapc.ca/documents/ND3-
RevFeb20091.pdf>; Consulting and Audit Canada, Impediments to Partnering and the Role of 
Treasury Board (Prepared for the Alternative Service Delivery Group, Treasury Board Secretariat) 
(13 May 1998) at 8; British Columbia, Task Force on Public-Private Partnerships, Building 
Partnerships: Report of the Task Force on Public-Private Partnerships (British Columbia, 1996) at 8; 
Kenneth Kernaghan, ñPartnership and Public Administration: Conceptual and Practical 
Considerationsò (1993) 36:1 Canadian Public Administration 57 at 61; Alti Rodal & Nick 
Mulder, ñPartnerships, Devolution and Power-Sharing: Issues and Implications for 
Managementò (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 Smithers, ñEducationò in Anthony Seldon & Dennis 
Kavanagh, eds, The Blair Effect, 2001-5 (Cambridge: Cambridge University Press, 2005) 256 
(ñPFIs, or...PPPs, involve the public sector purchasing a service, often the provision of property, 
from the private sector over a long period and paying an annual chargeò at 273); G Owen & A 
Merna, ñThe Private Finance Initiativeò in Darrin Grimsey & Mervyn K Lewis, eds, The 
Economics of Public Private Partnerships (Cheltenham, UK: Edward Elgar, 2005) 317 at 318 
[Grimsey & Lewis, Economics of Public Private Partnerships]; Paul A Grout, ñThe Economics of the 
Private Finance Initiativeò in Darrin Grimsey & Mervyn K Lewis, ibid, 332 at 333.  

2  See Darrin Grimsey & Mervyn K Lewis, ñEvaluating the Risks of Public Private Partnerships for 
Infrastructure Projectsò in Darrin Grimsey & Mervyn K Lewis, Economics of Public Private 
Partnership, ibid, 567 at 568. The authors define ñinfrastructure investmentò to include: 

Energy (power generation and supply); Transport (toll roads, light rail systems, bridges and 

P 
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procured by governments the world over. This global trend has been 
informed by a number of significant advantages that result from opting for 
this procurement approach rather than the conventional public 
procurement approach. These advantages are chiefly: 1) cost and time 
certainty and savings, and 2) innovation and high levels of efficiency. 

However, the evolution of the practice of procuring capital-intensive 
infrastructure services via P3s has not been without some resistance and 
opposition. The central proposition of this paper is that, taking Canada as 
a reference point, P3-related law, policy and practice, facilitate and 
accentuate the aforesaid advantages of PPPs, and also effectively allay the 
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 show the said 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 presents comparative and 
statistical studies of the performance of P3 projects relative to projects 
procured by alternative procurement approaches, especially conventional 
public procurement. There have also been several efforts to build a case 
for the use of P3s by sole 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 support in legal terms. 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, and into the 
domain of legal scholars. 

                                                                                                                                     
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 types of fixed investment 
(such as property development, [and] office construction...[share the following] 
characteristics: Duration (infrastructure is long-lived, and has a long gestation process); 
Illiquid (the lumpiness and indivisibility of infrastructure projects makes for a limited 
secondary market); Capital intensive (projects are large scale and highly geared); Valuation 
(projects are difficult to value because of taxation and pricing rules and embedded options 
and guarantees [footnotes omitted] [emphasis added].  

The foregoing is the sense in which either of the terms, infrastructure or infrastructure investment is 
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 for the findings and eventual conclusions such 
results support. 

This paper argues in favour of the use of P3s and addresses arguments 
against their use. This paper draws upon extensive legal analysis and sets a 
research agenda for legal theorists by an examination of the legal 
principles and provisions which provide the foundation for the economic 
and financial benefits possible under P3s. What follows immediately is a 
section highlighting the advantages of procuring capital-intensive 
infrastructure services via P3s 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 capital-intensive 
infrastructure services via P3s relate to the cost and time certainty and savings, 
and innovation that 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 and accentuate 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 conventional public procurement of capital-
intensive infrastructure projects, but not the procurement of such projects 
via PPPs.3 This global phenomenon, characteristic of conventional public 

                                                            
3  See Mario Iacobacci, Dispelling the Myths: A Pan-Canadian Assessment of Public-Private Partnerships 

for Infrastructure Investments (Ottawa, ON: Conference Board of Canada, 2010) at 11-24 
[Iacobacci]; Colin Duffield, National PPP Forum ï Benchmarking Study, Phase II: Report on the 
Performance of PPP Projects in Australia When Compared With a Representative Sample of Traditionally 
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procurements, is known either as ñappraisal optimismò4 or ñoptimism 
bias.ò5 In addition, such studies indicate that the procurement of such 
projects via PPPs yields considerable cost and time savings.6 

                                                                                                                                     
Procured Infrastructure Projects (Melbourne: Melbourne Engineering Research Institute, 2008) at 4-
6, 15-28, 43-44; Allen Consulting, Colin Duffield & Peter Raisbeck, Performance of PPPs and 
Traditional Procurement in Australia (Melbourne: Infrastructure Partnerships Australia, 2007) at 1-
2, 25-33; Partnerships UK, Report on Operational PFI Projects (London: Partnerships UK, 2006) at 
12-14; UK, National Audit Office, PFI: Construction Performance: A Report by the Comptroller and 
Auditor General (HC 371 Session 2002-2003) (London, UK: National Audit Office, 2003) at 1-9, 
11-17; Bent Flyvbjerg, Mette Skamris Holm & Soren Buhl, ñUnderestimating Costs in Public 
Works Projects: Error or Lie?ò (2002) 68:3 Journal of the American Planning Association 279 at 
280-291 [Flyvbjerg, Holm & Buhl]; Mott MacDonald, Review of Large Public Procurement in the UK 
(London: HM Treasury, 2002) at 14-20, 60-64, online: Mott MacDonald http://www.hm-
treasury.gov.uk/d/7(3).pdf [Mott MacDonald]; Philip Gray, Private Participation in Infrastructure: 
A Review of the Evidence (Washington DC: World Bank, 2001) at 1, 14-15; Don H Pickrell, Urban 
Rail Transit Projects: Forecast versus Actual Ridership and Cost (Washington DC: US Department of 
Transportation, 1990) at 61-65; RM Fraser, ñCompensation for Extra Preliminary and General 
(P & G) Costs Arising from Delays, Variations and Disruptions: The Palmiet Pumped Storage 
Schemeò (1990) 5:3 Tunneling and Underground Space Technology 205 [Fraser]; MM Dlakwa 
& MF Culpin, ñReasons for Overrun in Public Sector Construction Projects in Nigeriaò (1990) 
8:4 International Journal of Project Management 237 at 237-240 [Dlakwa & Culpin]; Peter WG 
Morris & George H Hough, The Anatomy of Major Projects: A Study of the Reality of Project 
Management (Chichester: John Wiley & Sons, 1987) at 7-13, 199-205, 220-226 [Morris & 
Hough]; David Arditi, Guzin Tarim Akan & San Gurdamar, ñCost Overruns in Public Projectsò 
(1985) 3:4 International Journal of Project Management 218 at 218, 220-223 [Arditi, Akan & 
Gurdamar]; Henry T Canaday, Construction Cost Overruns in Electric Utilities: Some Trends and 
Implications (Occasional Paper No 3) (Columbus, Ohio: National Regulatory Research Institute, 
Ohio State University, 1980) at i, 9-36 [Canaday]; Peter Hall, Great Planning Disasters (London, 
UK: George Weidenfeld and Nicolson, 1980) at 87-108, 138-151 [Hall]; PD Henderson, ñTwo 
British Errors: Their Probable Size and Some Possible Lessonsò (1977) 29:2 Oxford Economic 
Papers 159 at 159-185 [Henderson]; Leonard Merewitz, ñCost Overruns in Public Worksò in 
William A Niskanen et al, eds, Benefit Cost and Policy Analysis: 1972 (Chicago: Aldine, 1973) 277 
at 277-293 [Merewitz]; Maynard M Hufschmidt & Jacques Gerin, ñSystematic Errors in Cost 
Estimates for Public Investment Projectsò in Julius Margolis, ed, The Analysis of Public Output 
(New York: Columbia University Press, 1970) 267 at 271-281, 291-294 [Hufschmidt & Gerin]; 
Robert Summers, ñCost Estimates as Predictors of Actual Costs: A Statistical Study of Military 
Developmentsò in Thomas Marschak, Thomas K Glennan, Jr & Robert Summers, eds, Strategy 
for R & D: Studies in the Microeconomics of Development (New York: Springer-Verlag, 1967) 140 at 
140, 142, 148-149; JM Healey, ñErrors in Project Cost Estimatesò (1964) 12:1 Indian Economic 
Journal 44 at 44-52 [Healey]. 

4  Grimsey & Lewis, Worldwide Revolution, supra note 1 at 72. 
5  HM Treasury, The Green Book ï Appraisal and Evaluation in Central Government (London: TSO, 

2003) at 29-30, 85-87; See Mott MacDonald, supra note 3 (ñ[o]ptimism bias is the tendency for a 
projectôs costs and duration to be underestimated and/or benefits to be overestimated...a 
measure of the extent to which actual project costs (capital and operating), and duration (time 
from business case to benefit delivery (project duration) and time from contract award to benefit 
delivery (works duration) exceed those estimatedò at 4). 

6  See especially Iacobacci, supra note 3 at 11-24. See also Peter Fitzgerald, Review of Partnerships 
Victoria Provided Infrastructure (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. ñreal, accounted construction costs determined at 
the time of project completionò7) and estimated construction costs 
ñbudgeted, or forecastedò at the planning stage.8 Time delays refer to 
delays associated with the failure or inability to deliver infrastructure 
facilities ñfit and available for useò by the public, on schedule.9 

1. The Flyvbjerg Study 
One example of the studies just referred to, is that in which Flyvbjerg, 

Holm & Buhl examined 258 transportation infrastructure projects carried 
out over a seventy-year period across twenty countries and five continents, 
including Europe and North America.10 Of this number, there were fifty-
eight rail projects, thirty-three fixed-link (i.e. tunnels and bridges) projects, 
and 167 road projects.11 With the notable exception of the Channel 
Tunnel, ñthe overwhelming majorityò of these projects had been 
ñdeveloped using conventional approaches to public procurement.ò12 In 
90 per cent of these projects, however, there were cost overruns averaging 
28 per cent.13 The authors of the study found that for rail projects, the 
average cost overrun was as high as 44.7 per cent.14 For fixed-link projects, 
the average was 33.8 per cent;15 and for road projects, the average was 20.4 
per cent.16 ñFor a randomly selected project, the likelihood of actual costs 
being larger than estimated costs [was] 86 per cent.ò17 They also found that 
this global trend of optimism bias or cost underestimation, has not 
changed over time, leading them to conclude that ñ[u]nderestimation 
today is in the same order of magnitude as it was 10, 30 and 70 yearsò 
prior to their study.18 

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

                                                            
7  Flyvbjerg, Holm & Buhl, supra note 3 at 281. 
8  Ibid. 
9  Iacobacci, supra note 3 at 9, 12. 
10  Flyvbjerg, Holm & Buhl, supra note 3 at 282-283, 286-287, 289, 290. 
11  Ibid at 283-285 (figures 1 and 2, and tables 1 and 2). 
12  Grimsey & Lewis, Worldwide Revolution, supra note 1 at 72, 91, n 1. 
13  Flyvbjerg, Holm & Buhl, supra note 3 at 282, 287, 290. 
14  Ibid at 282. 
15  Ibid. 
16  Ibid. 
17  Ibid. 
18  Ibid at 286. 
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and occurs in other types of infrastructure projects as well.19 They 
ñreviewed cost data for several hundred other projects including power 
plants, dams, water distribution, oil and gas extraction, information 
technology systems, aerospace systems and weapons systems.ò20 Notable 
among these other types of infrastructure projects were the ñSydney Opera 
House, with actual costs approximately fifteen times higher than those 
projected, and the Concorde supersonic airplane, with a cost twelve times 
higher than predicted.ò21 Their analysis of the data led to the conclusion 
that ñother types of projects are at least as, if not more, prone to cost 
underestimation as are transportation infrastructure projects.ò22 

2. The Mott MacDonald Study 
Similarly in 2002, the UK Treasury commissioned the Mott 

MacDonald study to review the outcome of fifty capital-intensive 
infrastructure projects carried out in the UK over a twenty-year period.23 
Thirty-nine of the projects examined were conventionally procured, while 
eleven were procured via PFIs/PPPs.24 Broadly, the project categories 
included buildings, rail and road links, maintenance projects and the 
development of equipment and software systems.25 

The Mott MacDonald study observed that in the case of the thirty-
nine conventionally procured projects, actual capital expenditure exceeded 
estimates by an average of 47 per cent. For those same projects, the 
duration between contract award and benefit delivery (works duration) 
exceeded estimated time by 17 per cent.26 By contrast, optimism bias levels 

                                                            
19  Ibid. 
20  Ibid. See also: Arditi, Akan & Gurdamar, supra note 3; Coleman Blake, David Cox & Willard 

Fraize, Analysis of Projected vs. Actual Costs for Nuclear and Coal-Fired Power Plants (Report prepared 
for the United States Energy Research and Development Administration (McLean, VA: Mitre 
Corporation, 1976) at 3-31; Canaday, supra note 3; Department of Energy Study Group, Peat 
Marwick Mitchell & Co & Atkins Planning, North Sea Costs Escalation Study (Energy Paper No 7) 
(London: Her Majestyôs Stationery Office, 1976) at 6-7, 44-50; Dlakwa & Culpin, supra note 3; 
Fraser, supra note 3; Hall, supra note 3; Healey, supra note 3; Henderson, supra note 3; 
Hufschmidt & Gerin, supra note 3; Merewitz, supra note 3; Edward W Merrow, Lorraine 
McDonnell & R Yilmaz Argüden, Understanding the Outcomes of Megaprojects: A Quantitative 
Analysis of Very Large Civilian Projects (Santa Monica, CA: RAND Corporation, 1988) at v-vi, 30-
55, 63-64; Morris & Hough, supra note 3. 

21  Flyvbjerg, Holm & Buhl, supra note 3 at 286. 
22  Ibid. 
23  Mott MacDonald, supra note 3 at 4, 6-7. 
24  Ibid at 45-48. 
25  Ibid at 7-8. 
26  Ibid at 14 (Table 3). 
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were significantly less for the eleven PFI/PPP projectsð1 per cent for 
capital expenditure and minus 1 per cent for works duration.27 

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

3. The Conference Board Report 
In January 2010, as part of a report, which assessed the ñbenefits and 

drawbacks of using P3sò, the Conference Board of Canada (Conference 
Board) published the results of its review of fifty-five P3 projects initiated 
between June 2004 and November 2009.28 The P3 projects examined in 
this study were from ñthe four Canadian jurisdictions that have been most 
active in using a P3 procurement model for the delivery of infrastructure 
facilities and subsequent maintenance servicesðAlberta, British Columbia, 
Ontario and Québec.ò29 The projects examined cut across a wide range of 
social infrastructure.30 At the time of the Conference Board report, only 
nineteen of the fifty-five projects had ñreached their respective substantial 
completion date, that is, the date by which the new facility should be built 
and soon available to be put in service as stipulatedò in the P3 
agreement.31 

The Conference Board report highlighted value-for-money (VfM) 
estimates, ñwhich compare the total costs of P3 versus conventional 
procurement methods, before the start of each P3 project.ò32 The VfM 
estimates are ñbased on high-level comparisons with projects delivered 
through similar procurement methods as well as detailed cost analysis 
undertaken by the procurement authority and its advisors,ò33 and provide 
ña gauge of the cost savings expected at the outset of a project.ò34 

The VfM estimates highlighted in the report showed projected cost 
savings ranging from ñjust a few million dollars per project, as in the case 

                                                            
27  Ibid. 
28  Iacobacci, supra note 3 at i-ii, 13, 20. 
29  Ibid at 1 (the distribution was as follows: Alberta ï 4, British Columbia ï 16, Ontario ï 30, and 

Québec ï 5). 
30  Ibid. 
31  Ibid. 
32  Ibid [emphasis added]. 
33  Ibid. 
34  Ibid. 
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of Edmontonôs Anthony Henday Drive Southeast Leg Ring Road or 
Vancouverôs Golden Ears Bridge, through to $751 million in the case of 
the Autoroute 30 project just south of the Montréal area.ò35 These savings, 
when ñexpressed as a proportion of the potential costs for procuring the 
projects through conventional contracting methods . . . [identified in the 
report as the ñpublic sector comparator (PSC)ò36] range from 0.8 per cent 
through to 61.2 per cent of the PSC for each project.ò37 Thus, even at the 
budgeting stage, opting for a PPP approach held promise of significant 
cost savings compared to conventional procurement. 
Next, the report examined the documented ñcost and time 

performanceò38 of the projects ñagainst their own milestones,ò39 to 
ascertain ñthe time and cost certainty with which projects are deliveredò40 
and to determine whether the expected savings would crystallize at the end 
of the P3 project.41 This examination was necessary because ñ[w]hether the 
actual savings match the expected savings by the end of the P3 project 
depends on the degree of cost and time certainty of P3 projects.ò42 

All of the projects examined 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 the forward-looking VfM 
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, the delay was attributable to a province-
wide labour dispute and a schedule adjustment by the public sector owner 
provided for by the P3 contract; and in each case, the delay was merely 
two months long. On the other hand, eight of the completed projects were 
completed ahead of schedule. The report provides strong evidence for the 
time certainty and savings of PPPs. 

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

                                                            
35  Ibid . 
36  Ibid at 11. 
37  Ibid at 13. 
38  Ibid at 12. 
39  Ibid. 
40  Ibid at 13. 
41  Ibid at 12-13, 20-22. 
42  Ibid at 13 [emphasis added]. 
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characteristic 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 particular project risks between 
the public and private sector partners, depending on which is better qualified 
to assume each allocated risk.43 An additional factor that influences the 
allocation of risk is cost-effectiveness. These considerations give rise to 
three broad categories of risks: risks retained by 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 sector partner are those in which ñthe 

private partner has no control over the outcome.ò44 One example of such 
risk is that arising from ñsoil contamination that is undocumented and 
unknown prior to the start of the P3 project.ò45 
Risks shared by both the public and private sector partners are ñthose 

that are best shared between the two parties to the extent that they both 
have significant influence over the outcomes.ò46 For example, both the 
public sector owner and the private sector operator can wield a measure of 
influence over traffic outcomes arising from a toll road operated under a 
P3 contract. While public sector policy will determine the concentration 
of ñeconomic activityò in the area serviced by the road, and by extension, 
the volume of road use, the private sector operator may limit the volume 
of traffic through the quality of its ñmaintenance workò and resulting 
ñlane availability.ò47 For these reasons, traffic risk is usually shared. 

In determining which risks to transfer to the private sector partner, a 
key consideration is whether ñthe risks in question can be managed at a 
lower cost by the private partner.ò48 Where they can be so managed, a 
portion of the resulting ñcost saving is transferred to the public sector 

                                                            
43  See John R Allan, Public-Private Partnerships: A Review of Literature and Practice (Regina, Sask: 

Saskatchewan Institute of Public Policy, 2001) at 13. See also Grimsey & Lewis, Worldwide 
Revolution, supra note 1 at 14. 

44  Iacobacci, supra note 3 at 33. 
45  Ibid. 
46  Ibid. 
47  Ibid. 
48  Ibid. 
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owner in a competitive bid environment.ò49 And this is one explanation 
for the cost savings inherent in P3 procurements. 

To illustrate how cost-effective 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 Ontario in 
2007. ñ[T]he total risk exposure [that would have been] retained by the 
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 that risk exposure in value terms (i.e., 
$132 million) to the P3 partner.ò50 Transferring these risks to the private 
sector partner ñcost the public sector $74 millionò and resulted in a gross 
cost saving of $58 million.51 ñ[T]he net savings to the public purse (or the 
VfM savings) are obtained by subtracting the incremental transaction costs 
incurred by the public sector as a result of the P3 procurement method.ò52 
The incremental transaction costs in this project amounted to $9 million, 
resulting in net savings of $49 million.53 This represents a real cost saving 
for the public sector, as a result of transferring to the private sector partner 
risks which the latter were ñin a better position than the public sector to 
manage.ò54 
Risks that are ñworth transferringò to the private sector partner ñare 

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 partner.ò55 For this reason, some of the 

                                                            
49  Ibid. 
50  Ibid at 27 (figures are drawn from VfM studies that compared the total estimated costs of 

procuring the project via P3/PPP and conventional public procurement respectively).  
51  Ibid (ñ[t]his is the gross estimate of the cost to the public sector of the transferred risks (or risk 

premium), including 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 
procurement approachò at 27). 

52  Ibid at n 31 [emphasis added]. 
53  Ibid. 
54  Ibid at 27. The transferred risks included: ñConstruction price certaintyò, ñScheduling, project 

completion and delaysò, ñBuilding designò, ñBenchmarking and market testingò, ñLeadership in 
Energy and Environmental Design (LEED) design and construction obligationsò, ñFacilities 
maintenance risksò, and ñthe cost overruns associated with these risks.ò See Infrastructure 
Ontario, Value for Money Assessment: Durham Consolidated Courthouse, online: Infrastructure 
Ontario <http://www.infrastructureontario.ca/What-We-Do/Projects/Project-Profiles/Durham-
Region-Courthouse/> at 11-12, 14-15. 

55  Iacobacci, supra note 3 at 33. 
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risks typically transferred to the private sector partner include risks 
associated with financing, cost overruns and scheduling.56 

The transfer of cost overruns and scheduling risks account for the low 
incidence of cost and time overruns in P3 projects. Transferring the risk 
that the project will not be delivered on time and within budget to the 
private sector partner ensures effective performance on its part.57 This is 
because it makes the private sector partner responsible for cost overruns 
and introduces the possibility of reduced payments for delays. It is thus in 
the private partnerôs interest to perform optimally in order to eliminate 
the possibility of any such overruns or delays. In this connection, it has 
been opined respecting P3s that ñpayments [are] better aligned to the 
delivery of project objectives,ò and for this reason, P3s possess ña solid 
track record of completing construction on time or even ahead of 
schedule.ò58 

However, a conventional public procurement does not benefit from 
the risk-transfer incentive just discussed.59 ñ[T]he public sector owner (or 
procurement authority)ò does not put forth the same rigorous effort 
expended in a P3 ñto [identify] the wide range of possible risks and to 
[assess] the value of such risks retained by the public sector under a 
conventional contract and under one or more potential P3-type 
contracts.ò60 It is for this reason that the Mott MacDonald study attributed 
the differing levels of optimism bias between conventional public 
procurements and P3 procurements to, ñthe negotiated transfer 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 quality.ò61 

Optimal risk allocation represents one of the key areas 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 
capital-intensive infrastructure services. For example, in recognition of the 
efficiency gains which result from optimal risk allocation in the 
procurement of infrastructure services, section 1 of Qu®becôs An Act 

                                                            
56  Ibid. 
57  Timothy J Murphy, ñThe Case for Public-Private Partnerships in Infrastructureò (2008) 51:1 

Canadian Public Administration 99 at 101 [Murphy]. 
58  Eggers & Startup, supra note 1 at 7. 
59  Murphy, supra note 57 at 102. 
60  Iacobacci, supra note 3 at 34. 
61  Mott MacDonald, supra note 3 at 14-15. 
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Respecting Transport Infrastructure Partnerships,62 specifically provides that a 
P3 agreement for the ñconstruction, repair or operationò of transport 
infrastructure in Qu®bec ñmust involve the sharing of risks between the 
Government and the private sector.ò63 Provisions of this nature enshrine 
in P3 procurements the salutary practice of identifying, evaluating and 
cost-effectively apportioning project risks between public and private 
sector partners. 

Moreover, a number of Canadian legal institutions, known as PPP 
units,64 ñhave developed formal, quantitative risk assessment processes, 
which draw on past infrastructure procurement experience and on 
commercial cost evaluators to prepare risk templates for assessing which 
risks to transfer to the private partner.ò65 This rigorous process potentially 
allows public and private partners to completely avoid some risks.66 One 
example of a Canadian PPP unit that has developed such a process is 
Infrastructure Ontario, which ñhas had construction cost valuation experts 
develop a detailed set of risk templates identifying up to eighty categories 
of material risks for large infrastructure projects.ò67 

ii. The Presence of Private Project Financing in P3s 
The capital expenditure in most P3 projects often consists of both 

public and private financing. ñThe publicly financed portion of P3 
infrastructure projects takes the form of government contributions paid to 

                                                            
62  RSQ c P-9.001. 
63  Ibid, s 1 [emphasis added]. 
64  See Sanghi, supra note 1 (Broadly defined, PPP units are organizations designed to ñ[p]romote or 

improve PPPs.ò They ñmay manage the number and quality of PPPs by trying to attract more 
PPPs, or trying to ensure that the PPPs meet specific quality criteria such as affordability, value 
for money, and appropriate risk transferò and have ña lasting mandate to manage multiple PPP 
transactions, often in multiple sectors.ò The specific functions of these legal institutions vary 
across jurisdictions and include providing government departments with information on P3-
related activity in foreign jurisdictions, as well as specialized guidance on P3 procurements 
through the provision of standardized contractual templates, and streamlined ñprocedures for 
identifying, evaluating, and procuring PPPsò at 20-21); see also Mark Dutz et al, ñPublic-Private 
Partnership Unitsò (2006) 311 Viewpoint: Public Policy for the Private Sector 1 at 1-2. Examples 
of Canadian federal PPP units include: Public-Private Partnerships Canada Inc. and 
Infrastructure Canada; while The Alternative Capital Financing Office of the Alberta Treasury 
Board, Partnerships British Columbia (Partnerships BC), Infrastructure Ontario and 
Infrastructure Québec are all examples of provincial PPP units. 

65  Iacobacci, supra note 3 at 33. 
66  Ibid. 
67  Ibid at 34. 
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the private partner at key milestones in the delivery of the project.ò68 
However, ñ[a] significant portion of the capital spending on a P3 
infrastructure project is privately financed and at risk.ò69 

Also, as seen above, the risks most likely to escalate costs in a P3 
project are typically transferred to the private sector partner(s). Risk 
sharing agreements combined with private financing incentivize private 
sector partners to ñ[consider] upfront all the costs and risks associated with 
delivering on each stage of the project.ò70 This prevents optimism bias, as a 
private sector partner responsible for cost overruns would hardly ñbid on, 
let alone commit to, a P3 project to deliver a facility at a grossly 
underestimated budget.ò71 On the other hand, it is not ñuncommon [in 
conventional public procurements] for private firms to undertake projects 
where budgets have been underestimated by the public sector.ò72 Clearly, 
ñit is the presence of substantial private financing, and the risk that 
entails, that forces both parties in a P3 procurement to take full account 
upfront of all the requirements and risks entailed by the project.ò73 The 
incentive in P3 procurements to ascertain, all costs and risks of a project, 
makes for a ñdisciplined procurement processò74 that eliminates the 
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 levels of government have contributed to this ódisciplined 
procurement processô that is principally brought about by the presence of 
private project financing in P3s. These legal institutions ñadvise the public 
sector owner . . . as it prepares for a potential P3 procurement, and . . . 
ensures [the existence of] a clear, predictable procurement processò in 
their respective jurisdictions.75 This function of Canadian PPP units, 
which in conjunction with private financing ultimately contributes to the 
cost certainty of P3 procurements of capital-intensive infrastructure 
services, represents another salutary effect of Canadian P3 law, policy and 
practice. 
                                                            
68  Ibid at 35-36. 
69  Ibid at 35 (this portion of the capital spending is ñat riskò because ñservice payments begin only 

after constructionò). 
70  Ibid at 36. 
71  Ibid. 
72  Ibid (this ñwas the case with the extension of the Montr®al metro to the City of Lavalò). 
73  Ibid. 
74  Ibid. 
75  Ibid. 
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B. Innovation 
PPPs are intrinsically conducive to innovation as they focus on 

ñoutput specifications.ò76 In sharp contrast to the widespread use of 
ñprescriptive contractsò77 in conventional public procurement of 
infrastructure services whereby ñthe public sector owner specifies the exact 
inputs required for the facility,ò78 P3s typically employ the instrumentality 
of ñ[p]erformance-based contracts.ò79 These are detailed contracts in which 
the public sector partner stipulates ñdeliverables in terms of the outputs . . 
. desired by end users rather than prescribing specific inputs or materials 
to be used in delivering the outputs.ò80 In addition, such contracts include 
provisions that prescribe minimum service standards and quality levels 
expected of the private sector service provider and a pragmatic system of 
enforcement consisting of a combination of periodic inspections to 
ascertain compliance levels as well as ñpenalties (i.e. deductions from their 
monthly service payments) or bonuses depending on the outcomes.ò81 By 
reason of their emphasis on output and outcomes rather than inputs and 
methods,82 as well as built-in payment mechanisms to guarantee 
performance, the private sector partner has both the freedom ñto put 
forward the best solution for meeting the output specificationsò83 and the 
motivation to innovate efficiently and qualitatively.84 

The P3s intrinsic impetus for innovation, discussed above, represents 
one of the major arguments for its use in the procurement of complex, 
capital-intensive 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/performance-based contracts in P3s, and 
ultimately guarantee a level of innovation in P3 procurements that is 
virtually nonexistent in conventional public procurements. For example, 
British Columbiaôs Transportation Investment Act, in spelling out the 
mandatory provisions that must be incorporated in P3 agreements that 

                                                            
76  Grimsey & Lewis, Worldwide Revolution, supra note 1 at 14.  
77  Iacobacci, supra note 3 at 32. 
78  Ibid at 3 (table 1). 
79  Ibid at 32. 
80  Ibid. 
81  Ibid. 
82  Murphy, supra note 57 at 104. 
83  Iacobacci, supra note 3 at 3 (table 1). 
84  Grimsey & Lewis, Worldwide Revolution, supra note 1 at 14. 
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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 or amounts based on the performance by the concessionaire of 
any or all of its obligations under the concession agreement;85 and 

(ii) payment by the government or any other contracting party of an 
amount or amounts based on one or both of use and availability of the 
concession highway.86 

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 in relation to the concession highway  

to meet or exceed the standards applicable to a comparable public highway, or, if higher 
standards are referred to in the concession agreement, meet or exceed those specified 
standards, including without limiting this, design, construction, safety, 
maintenance and signage standards.87  

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 necessary for public safety, or . . . is required by the minister 
under the Transportation Act.88 

Lastly, as an added layer of security, the Transportation Investment Act 
provides that P3 agreements that regulate concession highways must 
stipulate  

requirements for insurance, bonds, including performance bonds and 
labour and material payment bonds, securities, indemnities and 
guarantees that the concessionaire must provide in connection with the 
concession highway.89 

                                                            
85  Transportation Investment Act, SBC 2002, c 65, s 3(c.1)(i) [emphasis added] [Transportation 

Investment Act]. 
86  Ibid, s 3(c.1)(ii) [emphasis added]. 
87  Ibid, s 3(f) [emphasis added]. 
88  Ibid, s 3(g). 
89  Ibid, s 3(m). 
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The Act facilitates monitoring and periodic inspection 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, and specify the records or classes of 
records, if any, respecting the maintenance or safety of the concession highway that 
the concessionaire must, on request, make available.90 

Recognizing on the one hand, that the use of penalties and drawbacks 
is pivotal to the enforcement of the performance standards prescribed in 
P3 output/performance-based contracts, and on the other that the judicial 
interpretation and treatment of penalties usually raises a particularly 
thorny legal issue across jurisdictions;91 the Transportation 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 agreement must not 

                                                            
90  Ibid, s 3(k). 
91  See Delmon & Rigby Delmon, supra note 1, (ñ[s]ome jurisdictions allow them [penalties] so long 

as they are reasonable, others require them to be a genuine [pre-estimate] of the damage likely to 
be suffered, for example, in England. Still others allow the court to modify such penalties in 
order to achieve reasonableness, in particular where one of the counterparties is a public entity.ò 
A sampling of the legal issues that frequently arise in connection with ñpenaltiesò, ñsanctionsò 
and ñbonusesò include the following: 
(i) ñWhat limitations apply to the governmentôs ability to pay bonuses to the project company for 
good performance? 
 ï Do the courts have a right to revise the level of bonuses agreed in a contract?ò 
(ii) ñDo penalties charged need to have some specific relationship with the level of actual 
damages to be incurred? 
(iii) Do the courts have a right to revise the level of penalties or sanctions agreed in a contract?ò 
at 15). 

 
For a detailed discussion of the treatment of penalties across jurisdictions, see Thomas Benes 
Felsberg et al, ñBrazilò in Delmon & Rigby Delmon, ibid, 34-35; F Patricia Núñez, F Sebastián 
Quijada & Carolina Benito Kelley, ñChileò (ibid at 16-17); Matthew McKee & Aldo Settimio 
Boni de Nobili, ñChinaò (ibid at 33-34); Ahmed El Sharkawy & Salma Shams El-Din, ñEgyptò 
(ibid at 12); Cyril Shroff & Alice George, ñIndiaò (ibid at 31-32); Adedolapo Akinrele, Zelda 
Odidison & Jumoke Onigbogi, ñNigeriaò (ibid at 26-27); LuminiŞa Popa, Iuliana Craiciu & 
Marius BârlŁdeanu, ñRomaniaò (ibid at 31-32); Andrei Baev et al, ñRussiaò (ibid at 42-43); Young 
Kyun Cho & Seong Soo Kim, ñSouth Koreaò (ibid at 16); Wilbert Basilius Kapinga, Joy Hadji 
Alliy & Nasra Hassan, ñTanzaniaò (ibid at 24-25); Tolga Daniĸman et al, ñTurkeyò (ibid at 42-45); 
Joseph B Luswata et al, ñUgandaò (ibid at 22); David Wadham & Mhairi Main Garcia, ñUnited 
Arab Emiratesò (ibid at 29-30); Allan T Marks et al, ñUnited Statesò (ibid at 48-49). 
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be construed as punitive, but as importing an assessment by mutual consent of 
the damages caused by the failure.92 

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

By thus prescribing minimum service and quality standards, 
implementing strict compliance regimes and ensuring that penalties 
cannot be labelled as ópunitiveô and then contested in court on that basis, 
Canadian P3 law, policy and practice enhances the advantages of PPPôs 
and helps ensure that their benefits accrue to the public sector. 

II.  RESPONDING TO KEY ARGUMENTS AGAINST P3S 

Murphy has succinctly articulated the major arguments proffered 
against the use of P3s as a procurement 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; 
3. Transparency and accountability are not hallmarks of P3 procurements; 
4. P3s pose a threat to workersô interests, and 
5. P3s erode public sector flexibility.93 

The crux of the first of the arguments enumerated above is that P3s 
cost more than conventional public procurements.94 The relatively higher 
costs, it is argued, are attributable to ñthe higher cost of private borrowing; 
the need to make a profit and associated other potential operational 
inefficiencies; and higher procurements costs.ò95 As to the higher cost of 

                                                            
92  Transportation Investment Act, supra note 85, s 5 [emphasis added]. 
93  Murphy, supra note 57 at 104. See also CUPE Research Branch, A CUPE Backgrounder on Urban 

Infrastructure (2004) online: CUPE <http://cupe.ca/updir/Cities_Paper.pdf> at 17-22 [CUPE 
Research Branch]; CUPE Research ï Alberta Region, The Case against Public-Private Partnership 
(P3) Financing for Public Infrastructure: Recent Research (np: Canadian Union of Public Employees, 
2008) at 2-5; Toby Sanger & Corina Crawley, ñThe Problem with Public-Private Partnerships: 
Economic Crisis Exposes the High Costs and Risks of P3sò, The CCPA Monitor (1 April 2009), 
online: CCPA <http://www.policyalternatives.ca/publications/monitor/problem-public-private-
partnerships>. 

94  Murphy, supra note 57 at 104. 
95  Lewis Auerbach, Issues Raised by Public Private Partnerships in Ontarioôs Hospital Sector (2002) at 19, 

online: CUPE <http://cupe.ca/updir/P3s-in%20Ont%20Hospitals.pdf> [Auerbach]. 
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private borrowing, Iacobacci observes that ñ[t]he private financing used for 
P3 projects is more expensive than the public financing (i.e., government 
bonds) used for conventional procurements.ò96 And elsewhere that 

the cost of bank debt is usually at least 100 basic points higher than 
equivalent-term 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 service payments to the P3 partner.97 

The relatively higher procurement costs, on the other hand, result 
from the ñadditional due diligenceò which arranging private financing and 
ñrisk assessment and allocationò entail;98 as well as from the bidding 
process itself.99 

Clearly, this initial argument does not fall squarely within the ambit of 
the present paper because strictly speaking, this particular concern does 
not raise any issue of a clear-cut legal nature; neither can it be addressed by 
direct reference to Canadian P3 law or policy. Be that as it may the 
supposed óhigher costsô of P3s are ñmore than offsetò by such tangible 
gains as access to private capital; cost and time certainty and savings; 
innovation, and efficiency-related benefits associated with risk-transfer and 
such contractual devices as performance standards, penalties and 
bonuses.100 

Any comparison between P3s and conventional public procurements 
that focuses solely on ñthe cost of moneyò is of necessity inaccurate.101 An 
accurate comparative assessment of the two procurement approaches must 
necessarily consider, as the foremost criterion, ñthe net benefit, taking into 
account all factors.ò102 
The óhigher costô refrain also erroneously leaves out the issue of risk.103 

ñLower interest rates for public sector borrowing exist because they are 
assumed to be risk free, which, of course they are not. Risks exist as long 
as there are potential problems with cost overruns, scheduling delays, and 

                                                            
96  Iacobacci, supra note 3 at ii. 
97  Ibid at 27. 
98  Ibid at 28. 
99  Auerbach, supra note 95 at 25; see also John Loxley, ñThe Hidden Expenses of Public-Private 

Partnershipsò, The Globe and Mail (27 June 2000) B16. 
100  Murphy, supra note 57 at 104. 
101  Ibid at 104-105. 
102  Ibid at 105. 
103  Ibid at 104. 
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so onðproblems that are common with public sector projects and lead to 
higher taxes in the future.ò104 The risk-free illusion of conventional public 
procurement ñis only achieved because of the public sectorsô ability to 
increase taxes if problems arise with the project. As such, the potentially 
sizeable costs associated with unforeseen events are effectively 
underwritten by the taxpayer.ò105 The added costs held out by P3 critics to 
be embodied in service payments to the P3 partner may properly be 
viewed as ñan insurance premium to protect against the risk of higher 
costs.ò106 These would otherwise have resulted from missed deadlines, cost 
overruns and other inefficiencies earlier demonstrated to be typical of 
conventional public procurements, where the practice is to ñ[self-insure] at 
a zero premium cost but at a potentially high failure cost.ò107 In a P3, such 
riskðñand potential costsðcan be transferred to the private sector, but only 
when compensated by an appropriate return.ò108 The situation is 
comparable to spending extra cash to purchase ñan extended warranty on 
a car or any other insurance premium.ò109 
Add to the foregoing, the fact that, ñit is not at all clear that 

governments can borrow more cheaply . . . or at a lower cost than the 
private sector.ò110 In fact, given the ongoing European sovereign debt 
crisis, in some cases the exact opposite is true. 

                                                            
104  Harry Kitchen, A State of Disrepair: How to Fix the Financing of Municipal Infrastructure in Canada 

(Toronto: CD Howe Institute, 2006) at 11 [Kitchen]. 
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(2004) 30:2 Can Pub Polôy 135 at 146  
(ñ[a] comparison between the borrowing rates charged to governments and to 
private partners is not necessarily comparing apples with apples, as 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 the risk-free rate 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 a not-insignificant chance it will be unable to meet its 
debt obligations. Thus, a loan contract with this private borrower, say at 7 
percent, is actually a combination of a loan plus an option to ñputò the 
remaining portion of the debt back to the original lender.  
The important observation here is that the government does not get this 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 proffered against the 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 sectorôs profit motive will eventually lead to diminished quality of 
service and/or design.111 In this connection, it has been argued that by 
their very structure, P3s incentivize the private sector to ñreduce costsò and 
ñoptimize revenuesò, ñeven if this impacts negatively on levels of service; and . . . 
causes the project ultimately to cost more than it would have with public ownership 
and normal procurement processes [i.e. conventional public procurement].ò112 

Quite to the contrary, rather than lower service or design quality, the 
profit maximizing motive of the private sector is in fact a powerful driver 
of efficiency, which is often reflected in higher service and design quality and 

                                                                                                                                     
the put option into account, it is just to point out that the listed rate 
exaggerates the difference... 
[Secondly] with a solid, long-term contract from a government buyer a private 
borrower can most likely secure a very good rate from private lenders. Here the 
governmentôs reliability as a buyer substitutes for its reliability as a borrower, 
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 
possibly face bankruptcy, we know that they will often not be able to borrow at 
the risk-free rate. Importantly, they may face an upward-sloping supply of capital 
curve such that the more they borrow the higher the interest they must pay. For 
example, as a provincial government increases borrowing it runs the risk of 
having its debt-rating downgraded and having to pay higher rates on all of its 
borrowing. The implication is a familiar one from monopsony theory ï the cost 
of borrowing for the next project is higher than 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 quarter percentage 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 partner would have to pay, the [ófullô] marginal cost 
to the government could be much higherò at 146-7). 

111  Murphy, supra note 57 at 107, citing .The Ontario Federation of Labour, ñPrivate-Public-
Partnerships (P3s) and the Transformation of Governmentò OFL Policy Papers (November 2005), 
online: The Ontario Federation of Labour <http://www.ofl.ca/uploads/library/policy_papers/ 
P3s.pdf>; CUPE Research Branch, supra note 93 at 19; Canadian Union of Public Employees ï 
Ontario Division, Re-Building Strong Communities with Public Infrastructure: A Submission to the 
Ontario Ministry of Public Infrastructure Renewal in Response to the Discussion Paper on Infrastructure 
Financing and Procurement ï ñBuilding a Better Tomorrow: Investing in Ontarioôs Infrastructure to 
Deliver Real, Positive Changeò (Ontario: CUPE SCFP, 2004) at 7. 

112  Auerbach, supra note 95 at 29 [emphasis added]. 
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lower costs. The reality is that the ñgoalsò of profit maximization on the one 
hand and service/design quality on the other hand ñare not mutually 
exclusive.ò113 If anything, the former induces the latter. 

Furthermore, in addition to the foregoing inherent private sector 
incentive to efficiency, additional incentives and safeguards can be ï and 
in practice usually have been ï created contractually or statutorily. 
Contractually, such incentives and safeguards are introduced by provisions 
in the P3 contract that stipulate minimum ñservice and quality 
standards,ò114 bonus clauses, ñ[p]enalty clauses and, in the extreme case, 
the right to [unilaterally and without liability] terminate the contract.ò115 
In this regard, as highlighted earlier, the Transportation Investment Act 
mandates the inclusion of provisions that stipulate minimum service and 
quality standards in P3 agreements concerning concession highways.116 
Additionally, performance-related penalty and bonus clauses are 
mandatory provisions in such agreements;117 and the validity and 
enforceability of penalty clauses is guaranteed by statutory provisions that 
preclude their interpretation as ñpunitive.ò118 The previously mentioned 
contractual devices, equip the public sector to stipulate and enforce the 
quality of performance expected from its private-sector partners,119 and 
constitute a veritable check to the lowering of service and design quality.120 
In those circumstances, the profits of the private-sector partner materialize 
ñnot through service quality reductions,ò121 as contended, but because of 
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onerous contractual provisions that necessitate the introduction of ñsound 
business techniques and practices, ranging from improvements in 
management efficiency, application of new technologies, cash flow 
management, personnel development and shared resources.ò122 

Statutorily, these same incentives and safeguards can be introduced by 
provisions that prescribe optimal levels of service from the private-sector 
P3 participants,123 provisions that legitimize the use of penalty clauses, and 
provisions that preserve the governmentôs power to unilaterally terminate 
the P3 agreement without liability, in the event of the private sector 
partnerôs failure to comply with prescribed standards. British Columbiaôs 
Transportation Investment Act once again provides an excellent example of 
the use of these types of statutory devices. As highlighted above, the Act 
outlines rules that regulate transportation P3s, and in particular provides 
that a concession agreement must obligate the private-sector operator of a 
concession highway ñto meet or exceed the standards applicable to a 
comparable public highway . . . including . . . design, construction, safety, 
maintenance and signage standards.ò124 The Transportation Investment Act 
also preserves the governmentôs power to engage another private-sector 
partner in relation to the same concession highway, following termination 
of the P3 agreement with a private-sector partner that was 
underperforming.125 

It remains however, that in the final analysis, ñthere is [also] no 
consistently compelling evidence of lower-quality design or service as a 
[direct] result of using the P3 model.ò126 
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B. Decreased Transparency and Accountability 
The present argument against P3s stems from the ñsecrecyò127 ï or 

privacy that surrounds P3s, given their contractual nature. It is argued that 
for this reason, ñ[t]here is insufficient transparency, accountability and 
public consultation.ò128 Proponents of this argument would like to see 
disclosure of at least the following: 

¶ comparisons of the cost and non-cost advantages and disadvantages of 
relevant alternatives with the use of appropriate comparators; 

¶ the RFP [request for proposals]; 
¶ the terms of the contract, if one is awarded. 

 
And if the project proceeds . . . 

¶ an adequate and appropriate monitoring and audit regime; 
¶ assurance of audit and public access to relevant performance and 

financial information of the private sector partners.129 

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 tools and practices that incorporate these minimum requirements 
in their procurement processes. Three such significant tools are ñthe 
public-sector comparator [PSC], value-for-money audits and . . . óbest 
practiceô standards for disclosure of information.ò130 All three have been 
heralded as ñkey standardsò131 that ñallow an adequate sharing of 
information in a form useful for citizens to hold governments to account 
on ñbest value for moneyò for P3 projects.ò132 

The PSC is straightforward and works as follows: 

[G]ather a realistic and detailed assessment of all of the costs of the 
proposed project, including delay and budgetary risks, inflation effects, 
life-cycle costs, finance charges, operating costs, etc., and, based on a net 
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present value, derive a public-sector cost of the project against which the 
price of a P3 model of delivering the same project can be compared.133 

Partnerships BC ñhas adopted the PSC model and obligates its use 
through the three-step procurement process outlined in its Capital Asset 
Management Framework.ò134 Infrastructure Ontario has equally embraced 
the use of the PSC model,135 and Albertaôs Treasury Board which houses 
the provinceôs PPP unit, the Alternative Capital Financing Office, 
similarly relies heavily on the use of the PSC model for the success of its 
entire P3 procurement process.136 
With regard to ñvalue-for-money auditsò137ðthe second ókey standardô 

referred to above138ðPartnerships BC and Infrastructure Ontario have 
taken up the salutary approach of subjecting P3 projects executed under 
their auspices ñto publicly available value-for-money assessments at three 
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 contract.ò139 For example, British 
Columbiaôs Sea-to Sky Highway Improvement project was repeatedly 
subjected to value-for-money assessments first by Partnerships BC and 
later by the provincial auditor general.140 Similarly, consistent with its 
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disclosure practice of publicizing value-for-money reports for each P3 
project within six months of financial close,141 Infrastructure Ontario saw 
to it that the ñH¹pital Montfort P3 project . . . was reviewed on a value-for-
money basis, and the results were posted on [its] web site.ò142 

Lastly, the specialized provincial P3 agencies have embraced the 
aforementioned ñbest practiceò disclosure standards.143 For example, 
Partnerships BC has articulated a balanced policy of ñ[disclosing] as much 
as possible in the public interest without jeopardizing the ability of the 
government to generate the best value agreement for taxpayers . . . while 
protecting commercially sensitive information, so that private companies 
will continue to participate in [its] market.ò144 In a similar vein, in a 
document outlining its Alternative Financing and Procurement (AFP) 
disclosure practices,145 Infrastructure Ontario announced its commitment 
to ñstriking a balance between acting in the public interest, maintaining 
accountability and ensuring that all processes are fair, transparent and 
efficient.ò146 It ñwill disclose key project documents on its web site, . . . [for 
example] RFPs, final project agreements and value for money reports . . . 
[but not commercially sensitive information as] determined with reference 
to the principles under FIPPA [Freedom of Information and Protection of 
Privacy Act, 1990].ò147 

A combination of each of the three measures just highlighted ï the 
PSC, value-for-money assessments and best-practice disclosure standards ï 
effectively addresses ñmost of the transparency and accountability 
concerns related to the project award phase.ò148 In practice, ñthe 
continued monitoring of the project during the concessionary period and the 
performance of the private-sector partner in meeting existing and evolving 
service standards,ò149 is achieved through the combined instrumentality of 
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carefully worded contractual clauses and the previously discussed devices 
for securing complianceðpenalties and bonuses. ñIn a well-drafted P3 
concessionary contract, the private sector 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 such monitoring or disclosureò150ðthe same penalties that, as 
previously highlighted, effectively ensure compliance with the contract. An 
added layer of concession-phase monitoring is introduced by the presence 
of private project financing in most P3 procurements. The lenders usually 
have considerable funding at stake, and as such, each hire a full 
complement of ñcommercial, technical, and legal due diligence advisors 
on each project . . . [and] continue to monitor the progress of the project 
after financial close.ò151 

A further transparency/accountability-related concern ñthat is often 
raised against P3sò152 relates to the problem of ñ[p]otential bidders 
lobbying public officials during the bidding process,ò153 as this is 
perceivedðand rightly soðas capable of impugning ñthe fairness of the 
bidding process.ò154 This, as with each of the other concerns raised, is 
easily dealt with; in this case, ñthrough anti-lobbying policies that 
disqualify bidders who attempt to lobby public officials.ò155 For example, 
ñInfrastructure Ontarioôs standard form request for proposals includes a 
prohibition against lobbying public officials and Infrastructure Ontario to 
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influence the bid process. A breach of this . . . [prohibition] can lead to 
disqualification of a bidderôs proposal.ò156 

In a related development, some Canadian P3 legislation addresses the 
issue of unsolicited bids. Specifically, section 6 of Qu®becôs Regulation 
respecting government concession contracts,157 which was made pursuant to 
section 23 of its An Act Respecting Contracting By Public Bodies,158 expressly 
provides that ñ[n]o concession contract 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 case the authorization of the Conseil du 
Trésor is required.ò159 The Regulation then states a detailed procedure for 
the making of calls for, and the receipt and treatment of tenders.160 The 
Public Contracting Act also makes equally detailed provisions which imbue 
Qu®becôs P3 tendering and procurement processes with fairness and 
transparency.161 All of these provisions put together ensure for Québec P3s 
the required level of disclosure, transparency, fairness and accountability 
that P3 critics argue for.162 

In the final analysis, contrary to the contentions of some P3 
opponents, existing and available 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 Workersô Rights 
From the Canadian Union of Public Employees (CUPE), the most 

vociferous of critics of P3s, comes the criticism that P3s are characterized 
by ñhigh [employee] turnoverò and ñreduced wages.ò163 These weaknesses, 
they argue, ñinvariably result in reduced service as a result of reduced staff 
complements.ò164 
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The merit of this contention becomes dubious in the face of ñthe 
general practice in most jurisdictions [whereby] the private sector is 
obligated to offer employment to all displaced public-sector employees on 
the same terms and conditionsò as their previous employment.165 As a 
specific example, ñOntario P3 deals include provisions obligating the 
private sector to hire public-sector employees on the same terms and 
conditions as outlined by any existing collective agreement or employment 
contract.ò166 Furthermore, ñeven in the absence of a successor employer 
obligation, there is no compelling evidence of large job losses as a [direct] 
result of moving to a P3.ò167 

Furthermore and significantly, Burleton cites a 2001 United States 
Department of Labor study ñwhich examined partnerships in thirty-four 
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 experience or transferred to other 
government positions.ò168 He adds that ñ[i]n the cases where there have 
been layoffs, these job cuts have usually occurred through attrition.ò169 
Hence, while it is common ñ[w]hen a private sector partner takes on the 
responsibility of delivering a public service, [for] concerns . . . [to] be raised 
about the potential for the company to lay-off government employees, cut 
wages and reduce pension entitlements and other benefitsò,170 for the 
patent lack of supporting evidence, empirical or otherwise, of such 
concerns actually crystallizing on a significantly widespread scale171ðeven 
in the CUPEôs foremost articulation of its resistance to P3s172ðthe 
argument that P3s threaten workersô rights is merely rhetoric. 
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D. Erosion of Public Policy Flexibility 
From a legal perspective, the most significant prong of the present 

argument against P3s is the perceived ñthreat of trade repercussions as a 
result of private-sector involvement in previously publicly delivered 
services.ò173 Proponents of this argument theorize that the participation of 
the private sector in ñthe delivery of public services,ò174 coupled with 
ñinternational trade disciplines concerning foreign investment and 
services,ò175 could potentially open the floodgates to an avalanche of 
ñforeign investor claimsò under agreements such as the North American Free 
Trade Agreement (NAFTA).176 This situation, they contend, would ñlimit 
the range of public choices available to government and force private-sector 
delivery of public goods and services,ò177 ultimately thereby ñ[reducing] the 
flexibility of the public sector to respond to public demands.ò178 Notably, 
Shrybman conceives of a situation where ña decision by government to 
terminate . . . [a] P3 contract, will be characterized as expropriation for the 
purposes of founding an investor-state claim,ò and asserts that, given the 
ñbinding international obligationsò created under ñinternational trade, 
investment and services agreements,ò P3s open up ñenvironmental and 
public-health measuresðfrom safe drinking-water standards and water 
pollution controls to the remedial orders of local health officialsðto trade 
challenges and foreign investor claims.ò179 Elsewhere, he has contended that 
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[T]he private dispute processes established by international investment 
treaties have now been invoked to challenge environmental and public 
health regulation, land-use planning by municipal governments, 
judgments and jury awards, procurement contracts, and in the broader 
international context, P3 agreements concerning water and sewer 
services which have gone sour.180 

The foregoing concerns however are in reality misgivings about 
international trade agreements and are misplaced as arguments against the 
use of P3s. They only tangentially involve P3s in so far as P3 opponents 
contend that ñ[b]y entering into P3 arrangements, governments and other 
public agencies expose Public services and indeed public authority to 
tremendous risk from corporate rights enshrined in international trade 
agreements.ò181 Be that as it may, on a closer analysis, these concerns are 
exaggerated. For example, as to the view that the remedies in trade 
agreements could be exploited to erode the flexibility of the public sector 
to respond to public demands, the decision of the NAFTA Chapter 11 
Tribunal in Marvin Feldman v Mexico182 is instructive. This case involved, 
among other things, a claim that the refusal by the Mexican authorities to 
grant to the Claimantôs company excise tax rebates on exported cigarettes 
amounted to expropriation of the Claimantôs investment under article 
1110 of the NAFTA. In dismissing this head of the claim, the Tribunal 
held that: 

governments must be free to act in the broader public interest through 
protection of the environment, new or modified tax regimes, the 
granting or withdrawal of government subsidies, reductions or increases 
in tariff levels, imposition of zoning restrictions and the like. Reasonable 
governmental regulation of this type cannot be achieved if any business that is 
adversely affected may seek compensation, and it is safe to say that customary 
international law recognizes this.183 

Article 1114 of NAFTA provides that nothing in Chapter 11 ñshall be 
construed to prevent a Party from adopting, maintaining or enforcing any 
measure otherwise consistent with this Chapter . . . to ensure that 
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investment activity in its territory is undertaken in a manner sensitive to 
environmental concerns.ò184 In the same juncture, NAFTA entitles the 
state parties to make unbounded reservations to the application of its 
provisions.185 Consistent with that right, Canada has reserved the right to 
take measures with respect to ñthe following services to the extent that 
they are social services established or maintained for a public purpose: 
income security or insurance, social security or insurance, social welfare, 
public education, public training, health, and child care.ò186 These 
provisions of NAFTA preserve public policy flexibility in each of the 
enumerated sectors. 

The contention that the termination of a P3 contract could be 
characterized as expropriation ófor the purposes of founding an investor-
state claimô,187 has been rejected by NAFTA tribunals. In Azinian, 188 a case in 
which the claimants had unsuccessfully sought damages as a result of the 
annulment of their concession contract by a Mexican municipality, the 
Tribunal stated: 

The problem is that the Claimantsô fundamental complaint is that they 
are the victims of a breach of the Concession Contract. NAFTA does 
not, however, allow investors to seek international arbitration for mere 
contractual breaches. Indeed, 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 persuading the Arbitral 
Tribunal that the Ayuntamiento of Naucalpan breached the Concession 
Contract.189 

Curiously, despite its outcome, Shrybman had referred to this case in 
support of his view that ñan act that might represent a breach of contract 
may also represent a violation of NAFTA and found a complaint under 
Chapter Eleven [i.e. for Expropriation under Article 1110 of NAFTA].ò190 
The more correct view of the case is expressed by Kirby and Doubilet: ñthe 
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Tribunal made it quite clear that NAFTA does not extend to protect 
investors from mere claims of breach of contract . . . . Termination of a 
properly drafted contract which provides for termination cannot be 
considered expropriation.ò191 

Finally, as to the contention that trade agreements such as NAFTA 
would have the effect of forcing private-sector delivery of public goods and 
services, it is noteworthy that ñNAFTA does not obligate all services to be 
delivered in the same way and, therefore, does not obligate governments 
to deliver . . . service[s] using a P3 methodology.ò192 

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. 

III.  CONCLUSION 

This paper has demonstrated that significant, well-documented 
advantages result from procuring capital-intensive infrastructure services 
via P3s rather than by conventional public procurement. Procurement of 
such infrastructure services via P3s typically leads to cost and time savings. 
Furthermore with 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 procurements of 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 efficiency, owing to their exclusive use of output/performance-based 
contracts which prescribe minimum service standards and quality levels 
expected of the private sector service provider, as well as a pragmatic 
                                                            
191  Peter Kirby & David Doubilet, The Canadian Council for Public-Private Partnerships Submission to the 

Walkerton Inquiry Part 2: Comments of Fasken Martineau DuMoulin LLP on the Shrybman Opinion 
(np: no publisher, 2001) at 11 [emphasis added], online: Canadian Council for Public-Private 
Partnerships <http://www.pppcouncil.ca/pdf/fretrade.pdf>. 

192  Murphy, supra note 57 at 116.  
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system of enforcement and incentives, consisting of a combination of 
periodic inspections, penalties and bonuses. As with cost and time savings 
and certainty; Canadian P3 law, policy and practiceðnotably the 
entrenchment and legitimization of the unique payment mechanisms that 
sustain the use of output/performance-based contracts in P3sðhas 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 P3 practice. On a 
careful analysis, and in the face of the present state of the law and 
applicable policy and practice, each of these arguments has been shown to 
be lacking in merit.



 

FASBôs Failure to Regulate Off-Balance 
Sheet Special Purpose Entities and the 

Downfall of Securitization 

C H A R L E S  A B R A M S *

 

I. INTRODUCTION  

ORPORATE SCANDALS AND FINANCIAL TURMOIL USHERED IN 

major overhauls of financial regulations and reporting 
requirements in the United States during the past decade. While 

many of these regulations aimed to increase transparency, corporate off-
balance sheet transactions that used special-purpose entities1 (SPEs) 
remained a mysterious and powerful force in both creating liquidity and 
increasing leverage. SPEs are legal entities created to carry out a specific 
purpose, activity, or series of transactions.2 The quantity of SPEs increased 
significantly with the growth of structured finance and, specifically, the use 
of securitization during the years leading up to the Great Recession.3 

                                                            
*  J.D. (Florida State University College of Law); Business Law Certificate (Florida State University 

College of Law); B.Sc. (Business) (Miami University). Thank you to Megan OôConnor for her 
continuous support and encouragement. Also, many thanks to Professor Jay Kesten for his 
guidance and to my brothers, Ben and Sam Abrams, for their helpful input. 

1  Special-purpose entities and special-purpose vehicles are interchangeable terms. This article uses 
only special purpose entity, or ñSPEò, for consistency and to avoid confusion. Economic 
Commission for Europe, The Treatment of Special Purpose Entities, UNESC, UN Doc 
ECE/CES/GE.20/2010/13 (15 February 2010) [UN Report] (also described as ñshell 
companies, special financial institutions, brass plate companies, mailbox companies or 
international business companiesò at para 4). 

2  Gary B. Gorton & Nicholas S. Souleles, ñSpecial Purpose Vehicles and Securitizationò in Mark 
Carey & René Stulz, eds., The Risks of Financial Institutions (Chicago: University of Chicago Press, 
2006) 549 at 550 [Gorton & Souleles]  

3  Basel Committee on Banking Supervision, The Joint Forum: Report on Special Purpose Entities, 
September 2009, (Basel: Bank for International Settlements, 2009), online: Bank for 
International Settlements <http://www.bis.org/publ/joint23.pdf> at 1 [Basel Report]; see also, 
Janet M. Tavakoli, Structured Finance and Collateralized Debt Obligations: New Developments in Cash 
and Synthetic Securitization, 2nd ed, (Hoboken: John Wiley & Sons, 2008) [Tavakoli, Structured 
Finance and CDOs] (ñ[s]tructured finance is a generic term referring to financings more 
complicated than traditional loans, generic bonds, and common equity. . . . [f]inancial 

C 
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Indeed, some experts estimate that SPE off-balance sheet transactions were 
in excess of four trillion dollars at the peak of their use.4  

SPEs in securitization contributed to the financial crisis that began in 
2008. To obtain the benefits of securitization, sponsor firms5 needed to 
avoid recognition of SPEsô assets and liabilities on their balance sheets.6 

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.7 

The classification of a transaction as a true sale allowed for non-
consolidation treatment.8 Non-consolidation through a true sale meant 
off-balance sheet treatment for the sponsor.9  

This paper identifies serious deficiencies in the understanding and 
risk management of SPEs and their connection to the information 
asymmetries, over-leveraging and risk-retention problems that flowed 
through the securitization pipeline and shadow banking system.10 A 
significant part of the failure to appropriately regulate off-balance sheet 
entities stemmed from the Financial Accounting Standards Boardôs 
(FASB) deficient accounting rules that governed the consolidation of 
related entities. FASBôs rules allowed the avoidance of capital 
requirements in securitization transactions and the asset-backed 
commercial paper (ABCP) markets without appropriately measuring risk 

                                                                                                                                     
engineering involving special purpose entities (SPEs) is also considered a part of structured 
financeò at 1). 

4  See Bill Emmons, ñFAS 166 and 167: Forcing Banks to Bring Assets Back on the Balance 
Sheetò, Remarks on the implications for banks of changes to Financial Accounting Standards 
166 and 167, (25 March 2010), online: Federal Reserve Bank of St. Louis 
<http://www.stlouisfed.org/media/video/transcripts/20100325-emmons.pdf> [Emmons].  

5  A sponsor is a firm that creates an SPE.  
6  Gorton & Souleles, supra note 2 at 550.  
7  Ibid at 555. 
8  Financial Accounting Standards Board, Statements of Financial Accounting Standards No. 140 

(Norwalk: FASB, 2000), online: FASB <www.fasb.org/pdf/fas140.pdf> at 4-5 [FASB, Statement of 
FAS No 140]; see also Financial Accounting Standards Board, FASB Interpretation No. 46(R) 
(Norwalk: FASB, 2003), online: FASB http://www.fasb.org/ [FASB, Interpretation No 46(R)]; 
Counterparty Risk Management Policy Group (CRMPG III), Containing Systemic Risk: The Road to 
Reform (6 August 2008), online: CRMPG http://www.crmpolicygroup.org/docs/CRMPG-III.pdf 
[CRMPG III] (ñ[c]onsolidation is the process by which the financial statements of a parent are 
combined with those of its subsidiaries, as if they were a single economic entityò at 40). 

9  Tyson Taylor, ñDetrimental Legal Implications of Off-Balance Sheet Special Purpose Vehicles in 
Light of Implicit Guaranteesò (2009) 11 U Pa J Bus L 1007 at 1008 [Taylor]. 

10  Financial Stability Board, Shadow Banking: Scoping the Issues ï A Background Note of the Financial 
Stability Board (12 April 2011), online: FSB <http://www.financialstabilityboard.org/publications 
/r_110412a.pdf> (the Financial Stability Board broadly defines the shadow banking system as 
ñcredit intermediation involving entities and activities outside the regular banking systemò at 2). 

http://www.stlouisfed.org/media/video/transcripts/20100325-emmons.pdf
http://www.crmpolicygroup.org/docs/CRMPG-III.pdf
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by permitting true sale treatment between firms and their SPEs without a 
complete divestiture of assets and without the consolidation of rights and 
obligations in an armôs length transaction. These problems were 
foreseeable to the regulatory bodies and should have been addressed by 
them.  
This paper shows that FASBôs rules failed in two ways: first, FASB 

created a concept known as qualified special purpose entities (QSPEs). By 
meeting a few requirements, discussed later, sponsors could set-up QSPEs, 
which automatically received true sale treatment.11 The leniency in 
creating QSPEs and receiving automatic non-consolidation treatment 
provided the mechanism for the growth of securitization. The accounting 
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 liquidity.12 
Consequently, the liquidity crunch of the Great Recession caused many 
QSPEs to fail and led to massive investment losses. Secondly, when the 
recession started and numerous SPEs began collapsing, many financial 
institutions honoured implicit recourse agreements to bailout their failing 
SPEs.13 This resulted in significant unaccounted for losses for sponsor 
firms.14 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 colluded to avoid reporting these 
risks.15 However, these implicit risks and guarantees were well known.16 
                                                            
11  See Parts IV-B-ii and V-A, below. 
12  See Part V-A, below. 
13  Taylor, supra note 9 at 1007; see also Office of the Comptroller of the Currency, Federal Deposit 

Insurance Corporation, Board of Governors of the Federal Reserve System & Office of Thrift 
Supervision, Interagency Guidance on Implicit Recourse in Asset Securitizations (OCC 2002-20) (May 
2002) online: OCC <http://www.occ.gov/news-issuances/bulletins/2002/bulletin-2002-
20a.pdf> [OCC, Interagency Guidance] (ñ[i]mplicit recourse arises from an institution providing 
post-sale support to a securitization in excess of any contractual obligationò at 3).  

14  Ibid.  
15  Gorton & Souleles, supra note 2 at 551.  
16  Ibid at 551-52; see also OCC, Interagency Guidance, supra note 13 at 3-5 (noting that the 

determination of implicit recourse agreements in securitization transactions requires a case-
specific factual inquiry and discussing the potential repercussions of non-contractual support of 
asset-securitization on a sponsorôs ñearnings capacity, liquidity, asset quality, and capital adequacy 
over the life of its securitizationòat 2); Dan Amiram et al., ñMarket Reaction to Securitization 
Retained Interest Impairments during the Financial Crisis of 2007-2008: Are Implicit 
Guarantees Worth the Paper Theyôre Not Written On?ò (2011), online: Social Science Research 
Network <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1508664> at 8-11 [Amiram et al] 
(examining various studies indicating that investors included the implicit guarantees when 
valuing securities issued by SPEs prior to the Great Recession); Office of the Comptroller of the 
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FASB should have addressed this collusion by forcing firms to disclose 
their off-balance sheet SPE assets and liabilities. This disclosure did not 
exist prior to the Great Recession.  

To address these two problems, FASB issued two statements that 
became effective in late 2009. Both of these statements aim to increase 
corporate transparency. First, FASB statement 166 (FAS 166) eliminated 
QSPEs.17 The second, FASB statement 167 (FAS 167), alters the approach 
to account for implicit guarantees by requiring disclosures of all off-
balance sheet entities.18 Although these changes arrived several years too 
late, they effectively address the type of off-balance sheet abuse of SPEs 
that occurred before the crisis.  

Before discussing how FASBôs rules failed to appropriately account for 
the problems with corporate SPEs in the securitization pipeline, it is 
necessary to understand SPEs and their off-balance sheet treatment. Thus, 
this paper proceeds as follows. Parts II  and III  provide an overview of SPEs 
and the benefits SPEs confer upon their sponsors and investors in the 
securitization process. Part IV briefly describes major regulatory changes in 
the consolidation treatment of SPEs that occurred in the aftermath of the 
Enron scandal. Parts V and VI explain how FASBôs rules and 
securitization went wrong during the Great Recession. Part VII  discusses 
FASBôs recent remedial action. Part XIII  provides a conclusion. 

II.  SPECIAL PURPOSE ENTI TIES 

Sponsor firms set up SPEs in various forms, including as limited 
partnerships, limited liability companies, trusts or corporations.19 Often, 

                                                                                                                                     
Currency, Asset Securitization: Comptrollerôs Handbook (November 1997) online: OCC 
<http://www.occ.gov/publications/publications-by-type/comptrollers-handbook/assetsec.pdf> at 
59 (acknowledging that banks provide implicit recourse in securitization by selling assets to SPEs 
at a discount value, exchanging performing for nonperforming assets, providing cash infusions, 
and in other ways that impair banksô capital). 

17  Financial Accounting Standards Board, Statements of Financial Accounting Standards No. 166: 
Accounting for Transfers of Financial Assets, an Amendment of FASB Statement No. 140 (June 2009), 
online: FASB <http://www.fasb.org> [FASB, Statement of FAS No 166]. 

18  Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 167: 
Amendments to FASB Interpretation No. 46(R) (June 2009), online: FASB <http://www.fasb.org> 
[FASB, Statement of FAS No 167]. 

19  Gorton & Souleles, supra note 2 at 551; Janet M. Tavakoli, ñStructured Finance: Uses (And 
Abuses) of Special Purpose Entitiesò (Address delivered at International Monetary Fund, 19 
April 2005) (transcript available at http://www.tavakolistructuredfinance.com) [Tavakoli, 
Address] (this includes ñSpecial Purpose Corporations (SPCs) which may or may not be Special 

http://www.tavakolistructuredfinance.com/
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multiple transferors contribute to the creation of a single SPE.20 They are 
typically thinly capitalized, have no employees, no independent 
management, no physical location, and are often serviced by a trustee, 
based on pre-specified rules under a servicing agreement.21 This means 
that SPEs do not make substantive economic decisions, but instead are 
governed by explicit financing arrangements. For these reasons SPEs are 
often classified as ñpassthroughò or ñpaythroughò structures.22 

Firms have used SPEs for many years23 because they provide several 
advantages in both non-securitization transactions and in the 
securitization process. Outside securitization, SPEs serve as a mechanism 
for transferring assets or contract rights,24 isolating high-risk projects from 
sponsors,25 facilitating permit transfers,26 creating financial engineering 
schemes designed to avoid taxes,27 circumventing regulatory restrictions,28 

                                                                                                                                     
Purpose Subsidiaries or captives; Master Trusts; Owners Trusts; Grantor Trusts; Real Estate 
Mortgage Investment Conduits (REMICs); Financial Asset Securitization Investment Trust 
(FASIT); Multiseller Conduits; Single Seller Conduits; and certain Domestically Domiciled 
Corporationsò at 2). 

20  See generally John E. Stewart et al., CCH Accounting for Financial Assets and Liabilities: Sales, 
Transfers, and Extinguishments, 2007 (Chicago: CCH, 2007) at 696-97. 

21  Gorton & Souleles, supra note 2 at 550; see also U.N. Report, supra note 1 (explaining that SPEs 
ñmay have little physical presence beyond a óbrass plateô confirming their place of registrationò 
and are always related to other entities, often as subsidiaries, at para 8). 

22  See Tavakoli, Address, supra note 19 at 2. 
Special purpose entities used for structured finance are often classified as either 
passthrough or paythrough structures. Passthrough structures pass through all 
of the principal and interest 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 allow reinvestment in new receivables so bonds of 
a longer average life can be issued. 

23  See Jalal Soroosh & Jack T. Ciesielski, ñAccounting for Special Purpose Entities Revised: FASB 
Interpretation 46(R)ò (July 2004) 74:7 CPA Journal 30 at 30 [Soroosh & Ciesielski] (explaining 
that SPEs were used for securitization in the 1970ôs); see also Tavakoli, Structured Finance and 
CDOs, supra note 3 at 11-14 (providing an account of the Catholic Church and the Vatican 
Bankôs abuses of SPEs in the 1970ôs through 1980ôs).  

24  UN Report, supra note 1 (ñthey are commonly used to own a single asset and associated permits 
and contract rights (such as an apartment building or a power plant), to allow for easier transfer 
of that assetò at para 5). 

25  Ibid (ñ[c]ompanies may use SPEs to legally isolate a high risk project/asset from the parent 
company and to allow other investors to take a share of the riskò at para 7).  

26  Ibid (ñ[m]any permits required to operate certain assets (such as power plants) are either non-
transferable or difficult to transfer. By having an SPE own the asset and all the permits, the SPE 
can be sold as a self-contained package, rather than attempting to assign over numerous permitsò 
at para 7). 

27  Ibid (ñSPEs are often used in complex financial engineering schemes which have, as their main 
goal, the avoidance of tax or the manipulation of financial statementsò at para 7). 
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and obtaining preferential tax treatment for investments.29 Because they 
contribute to such a broad range of activities, some experts attempt to 
categorize SPEs based on their functions. For example, a United Nations 
report on SPEs classifies these entities as financing and holding 
companies,30 royalty and licensing companies,31 factoring companies,32 and 
lease companies.33 To maximize SPEsô benefits, sponsors commonly 

                                                                                                                                     
28  Ibid (ñ[a] special purpose entity can sometimes be set up within an orphan structure to 

circumvent regulatory restrictions, such as regulations relating to nationality of ownership of 
specific assetsò at para 7). 

29  Ibid. 
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 be a good thing. These companies can then be sold and bought 
instead of the actual properties, effectively converting property sale gains into 
capital gains for tax purposesò at para 7); see also Tavakoli, Structured Finance 
and CDOs, supra note 3 (ñIf we choose a 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 assets that are not 
subject to withholding at the country of the assetsô origination so that investors 
will not suffer a reduced return. 

30  Ibid at para 15. 
The first category consists of financing and holding companies. Financing and 
holding companies channel funds in a world wide group on behalf of a non-
resident mother company. Large cross-border financial transactions are typical 
for this type of SPE. The asset side of the balance sheet almost completely 
consists of financial assets and accounts receivable relating to 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, by far, the largest group of SPEs. 

31  Ibid.  
Royalty and licence 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 parent company 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 are passed on to the parent company. 

32  Ibid. 
The third group of SPEs are factoring companies, conducting the invoice of 
sales of the world wide company on behalf of the (non-resident) parent 
company. Although the sales are not related to the domestic company, the 
payments are accounted as revenue for the SPE. 

33  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 assets to foreign customers through operational lease contracts. 
In the case of captive financial lease companies the SPE legally ñownsò the 
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choose tax-friendly states and countries to set up these entities.34 Further, 
the structure and organization of an SPE usually depends on the 
transaction type.35  

In the context of securitization, SPEs grant beneficial bankruptcy-
remote, liquidity, leverage, and interest rate risk treatment.36 These 
benefits allow sponsors to create more attractive investments, change the 
risk profiles of securities they issue, and avoid capital requirements.37 In 
turn, the securitization process provided an avenue for the abuse of SPEs. 
While SPEs serve a multitude of functions, it was predominantly their role 
in securitization that deepened the financial recession that began in 2008.  

III.  SPES IN SECURITIZATION  

Securitization is the process of transforming receivable assets into 
sellable securities.38 In a typical asset securitization, a sponsor firm pools 
together mortgages, car loans, student loans, credit card receivables, or 
other debt obligations, then transfers these pooled loans to an SPE.39 The 
SPE that holds these loans issues securities to investors.40 This means 
investors pay money to the SPE to receive a portion of the loan 
repayments made by the mortgage, student loan, and credit card 
borrowers. The SPE issues multiple securities from the repayment streams, 
with each security having a different risk profile.41 The lowest risk security 
will receive the earliest and most secure income stream, but this security 
                                                                                                                                     

assets and leases them back to the parent or other foreign affiliates of the group 
(who are in fact the ñeconomicò owners of the assets. 

34  Tavakoli, Structured Finance and CDOs, supra note 3 at 16-17 (listing Delaware, New York, 
Luxembourg, the Netherlands, the Cayman Islands, the Bahamas, Ireland, Jersey, Guernsey, and 
Gibraltar as common tax-friendly places where sponsors set up SPEs.). This is because SPEs are 
created and governed under state law; see David B. Stratton, ñNews at 11: Special-Purpose 
Entities and Authority to File Bankruptcyò (2004) 23:2 Am Bankr Inst J 36 at 36. [Stratton] 
(explaining that state law determines the recognition and enforcement of SPEsô charter 
documents and bankruptcy filings). 

35  Soroosh & Ciesielski, supra note 23 at 31. 
36  See Part III-A-D, below. 
37  See Part III B-C, below. 
38  Barry J. Epstein, Ralph Nach & Steven M. Bragg, Wiley GAAP Codification Enhanced (Hoboken: 

John Wiley & Sons, 2009) at 230-1 [Epstein, Nach & Bragg]. 
39  See The Financial Crisis Inquiry Committee, The Financial Crisis Inquiry Report: Final Report of the 

National Commission on the Causes of the Financial and Economic Crisis in the United States (January 
2011) (Chair: Phil Angelides) [FCIC, Crisis Inquiry Report] 

40  Kurt Eggert, ñThe Great Collapse: How Securitization Caused the Subprime Meltdownò (2009) 
41 Conn L Rev 1257 at 1266 [Eggert]. 

41  Ibid. 
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will pay a lower return to its investors.42 Conversely, the higher risk 
securities will pay greater returns to investors, but there is a greater chance 
that the SPE cannot collect enough income from the receivables to pay the 
higher risk securities. Put differently, the higher risk securities receive a 
lower payment priority. Multiple securities allow investors to invest based 
on their desired risk level. This process of risk profiling and granting 
priorities to the payment streams from different securities is referred to as 
ñtranching.ò43 The securities issued by the SPEs are called asset-backed 
securities (ABS) because the payment stream that flows to investors comes 
from borrowersô repayments of loans from underlying receivable assets (or 
from the sale or foreclosure of the asset if the borrower is in default).44 
Thus, the securities are ñbackedò by these assets.45 

Through the securitization process a sponsor can transform illiquid 
loans into rated securities.46 If the receivables in a securitization 
transaction consist solely of mortgage loans, the securities are labeled 
ñmortgage-backed securitiesò (MBS).47 Collateralized debt obligations 
(CDOs) contain a combination of receivables from both mortgage loans 
and other assets, making these instruments a hybrid or combination of 
MBSs and ABSs.48 In mortgage-backed securities, asset-backed securities 
and collateralized debt obligations, the highest payment priority of 
tranches are deemed senior 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 equity.49  
                                                            
42  Ibid. 
43  Ibid. 
44  Ibid. 
45  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 securities, servicers to collect and disperse the borrowersô 
payments and foreclose or collect when necessary, and credit rating agencies to rate the various 
securities. For more information on the securitization process; see generally Eggert, supra note 
40.  

46  Basel Report, supra note 3 at 12. 
47  See Steven L. Schwarcz, ñThe 2011 Diane Sanger Memorial LectureðProtecting Investors in 

Securitization Transactions: Does Dodd-Frank Help, or Hurt?ò (2012) 72 La L Rev 591 at 592 
[Schwarcz, ñProtecting Investorsò]. 

48  See Steven L. Schwarcz, ñProtecting Financial Markets: Lessons from the Subprime Mortgage 
Meltdownò (2008) 93 Minn L Rev 373 at 376. Many 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 see Tavakoli, Structured Finance and CDOs, supra note 3. 

49  Steven L. Schwarcz, ñDisintermediating Avarice: A Legal Framework for Commercially 
Sustainable Microfinanceò (2011) U Ill L Rev 1165 at 1176; see Gorton & Souleles, supra note 2 
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SPEs are an essential ingredient in creating each of these structured 
finance products. Along with the creation of debt instruments offering 
different sets of risk and rewards, using SPEs in securitization provides 
several advantages for sponsors and creditors. The following paragraphs 
describe the bankruptcy-remote treatment for sponsors, investors and 
creditors as well as liquidity, leverage and interest-rate risk benefits SPEs 
create for their sponsors. However, these benefits depend upon the 
classification of a sponsorôs transfer of the receivable assets to its SPEs as a 
true sale. 

A. Bankruptcy-Remote Treatment 
One primary advantage of using SPEs is their bankruptcy-remote 

status which refers to restrictions that reduce the risk that the SPE will 
voluntarily file for bankruptcy or will be involuntarily forced into a 
bankruptcy as a result of a substantive consolidation50 with an affiliate or 
sponsor.51 Firms employ various methods in setting up SPEs to achieve 
this goal.  
First, specific provisions in SPEsô organizational and loan documents, 

which create impediments to filing for bankruptcy, help in obtaining 
bankruptcy-remote status.52 Although the force of many of these 
provisions has recently been called into question,53 the pre-recession 

                                                                                                                                     
at 565 (these are sometimes labeled ñA,ò ñBò and ñCò tranches, with the A tranche being the 
senior note).  

50  Substantive consolidation refers to a 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 spirit of justice. 
See Practical Law Company, Resources: Glossary, online: Practical Law Company 
<http://uslf.practicallaw.com/9-382-3854> sub verdo ñSubstantive Consolidationò.  

51  Practical Law Company, Resources: Glossary, online: Practical Law Company 
<http://uslf.practicallaw.com/7-382-3826> sub verdo ñSpecial Purpose Entity (SPE)ò; see also 
Gorton & Souleles, supra note 2 at 549. 

52  Brian M. Resnick & Steven C. Krause, ñNot So Bankruptcy-Remote SPEs and In re General 
Growth Properties Inc.ò (2009) 28:8 Am Bankr Inst J at 60 [Resnick & Krause]. For example, 
Resnick and Krause provide that one common mechanism to accomplish bankruptcy-remote 
status is by stating in the SPEôs organizational documents the requirement of a unanimous vote 
of the directors to file for bankruptcy.  

53  See e.g. In re General Growth Properties Inc., No. 09-11977 (Bankr SDNY 2009) (holding that the 
SPEs of General Growth Properties Inc. could be included in the firmôs chapter 11 bankruptcy); 
see also In re JER/Jameson Mezz Borrower II, LLC, 461 BR 293 (Bankr D Del 2011) (Finding that 
special purpose entities may be considered in a sponsorôs bankruptcy filing. However, the court 
blocked the 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 likelihood of rehabilitation 

http://uslf.practicallaw.com/9-382-3854
http://uslf.practicallaw.com/7-382-3826
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market operated under the assumption that these mechanisms protect 
lenders from the frustrations and delays associated with bankruptcies and 
other problematic financial conditions of an SPEôs sponsor and affiliates.54 
Put differently, because an SPE is a separate legal entity from its 
sponsoring firm, the SPE assets do not become subject to the sponsorôs 
creditorsô claims.55 Likewise, the investors and creditors of the sponsor do 
not become subject to any claims on the SPEôs assets or securities. Second, 
an SPE is typically restricted from all activities, except those considered 
necessary or incidental to the SPEôs ownership or operation of property.56 

These restrictions often prevent the SPE from incurring debt or engaging 
in risky activities that could eventually result in the SPEôs bankruptcy. 
Additional measures that increase the likelihood of bankruptcy-remote 
treatment depend on the legal form of the SPE and may include: 
restricting the SPEôs purpose, limiting its ability to incur indebtedness, 
ñprohibitions on merger, consolidation, dissolution, liquidation, winding 
up, asset sales, transfers of equity interests, and amendments to the 
organizational documents relating to óseparateness,ôò requiring an 
independent director ñwhose consent is required for the filing of a 
voluntary bankruptcy petition,ò and obtaining inter-creditors agreements 
to not file involuntary petitions for bankruptcy.57  

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 creditors.58 This means payment 
                                                                                                                                     

under 11 USC § 1112(b)(4)(A).); In re Zais Inv. Grade Ltd. VII, 455 BR 839 (Bankr DNJ 2011) 
(ignoring the supermajority requirement to force the SPE into bankruptcy). For an analysis of 
SPE bankruptcy-remote treatment, see generally L Distressed Real Est, vol 4 at § 56:52 
(September 2011). 

54  See Resnick & Krause, supra note 52 at 60.  
55  See Basel Report, supra note 3 at 2.  
56  Richard F. Hahn, Nicole L. Mesard, & Maureen A. Cronin, D & P Client Update: Bankruptcies of 

General Growth Propertiesô ñBankruptcy-Remoteò Affiliates Test CMBS Structure (June 1, 2009), 
online: Debevoise <http://www.debevoise.com/files/Publication/de8fd29f-895d-45bf-a47d-
28aaacdf0d58/Presentation/PublicationAttachment/ceb3a513-e588-44f9-b7df-
37de8534e6e1/BankruptciesOfGeneralGrowthPropertiesBankruptcyRemoteAffiliatesTestCMBS
Stru.pdf> [Hahn, Mesard & Cronin].  

57  Gorton & Souleles, supra note 2 at 550; see also Stratton, supra note 34 at 36 (noting that 
sponsors and SPEs can have the same managers and directors, which may cause a conflict of 
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 assetsðThis concern has prompted 
rating agencies and lenders to require an independent director for SPEs). 

58  Hahn, Mesard & Cronin, supra note 56; see also Lee Gilliam, ñAccounting Consolidation 
Versus Capital Calculation: The Conflict over Asset-Backed Commercial Paper Programsò 
(2005) 9 NC Banking Inst. 291 at 296 [Gilliam] (explaining that bankruptcy-remote SPE 

http://www.debevoise.com/files/Publication/de8fd29f-895d-45bf-a47d-28aaacdf0d58/Presentation/PublicationAttachment/ceb3a513-e588-44f9-b7df-37de8534e6e1/BankruptciesOfGeneralGrowthPropertiesBankruptcyRemoteAffiliatesTestCMBSStru.pdf
http://www.debevoise.com/files/Publication/de8fd29f-895d-45bf-a47d-28aaacdf0d58/Presentation/PublicationAttachment/ceb3a513-e588-44f9-b7df-37de8534e6e1/BankruptciesOfGeneralGrowthPropertiesBankruptcyRemoteAffiliatesTestCMBSStru.pdf
http://www.debevoise.com/files/Publication/de8fd29f-895d-45bf-a47d-28aaacdf0d58/Presentation/PublicationAttachment/ceb3a513-e588-44f9-b7df-37de8534e6e1/BankruptciesOfGeneralGrowthPropertiesBankruptcyRemoteAffiliatesTestCMBSStru.pdf
http://www.debevoise.com/files/Publication/de8fd29f-895d-45bf-a47d-28aaacdf0d58/Presentation/PublicationAttachment/ceb3a513-e588-44f9-b7df-37de8534e6e1/BankruptciesOfGeneralGrowthPropertiesBankruptcyRemoteAffiliatesTestCMBSStru.pdf
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streams from the receivable assets that the bankruptcy-remote SPE collects 
and distributes are not subject to any claims from the sponsor or the 
sponsorôs creditors. Consequently, investors stand a greater chance of 
receiving their payments. Additionally, because the limited financial assets 
held by bankruptcy-remote SPEs are easier to value and understand than 
those held by sponsor firms that engage in a far greater array of activities 
and risks, SPEs can pay lower interest rates to their investors than if the 
sponsors directly issued the securities.59  

Sponsors can also benefit by ridding themselves of risky receivable 
assets. In ABS transactions, most of the value received by a sponsor comes 
from the elimination of potential bankruptcy costs associated with risky 
receivables.60 Thus, securitization through SPEs allows sponsors to avoid 
recognizing risky receivables and creates interest-rate savings by not 
subjecting the SPE assets to sponsorôs creditorsô claims.61  

Further, credit rating agencies use bankruptcy-remoteness as a 
criterion in rating securities.62 For example, Standard and Poorôs 2004 
ratings guide for evaluating structured finance transactions considers 
whether the structure of the transaction provides for the availability of 
assets in the event of the sponsorôs insolvency, receivership, or 
bankruptcy.63 The inclusion of this bankruptcy-remote criterion helps 
account for the SPEôs ability to make timely payments to the holders of its 
rated securities.64 A better credit rating also creates better financing terms 
for bankruptcy-remote SPEs.65 Thus, SPEsô freedom from bankruptcy is an 
essential ingredient in gaining the benefits associated with SPEs.  

                                                                                                                                     
investors avoid the time and administrative costs as well as the need to deal with the sponsorôs 
creditors in the event of the sponsorôs bankruptcy; instead, investors only need to fight with 
other lenders of the SPE . . . in the event default).  

59  Schwarcz, ñProtecting Investorsò, supra note 47 at 591-592.  
60  Taylor, supra note 9 at 1012. 
61  See Stratton, supra note 34 at 36.  
62  See e.g. Standard & Poorôs, Structured Finance: Legal Criteria for U.S. Structured Finance 

Transactions (April 2004) at 71, online: Mortgage Bankers Association 
<http://www.mortgagebankers.org/files/ResourceCenter/RegAB/RegAB-
LegalCriteriaforStructuredFinance%28S&P%29.pdf> [Standard & Poorôs] (explaining that 
Standard & Poorôs can base its credit rating of ABS solely on the credit-worthiness of the assets 
delinked from the creditworthiness of the sponsor if the SPE is bankruptcy-remote).  

63  Ibid (ñ[t]he structure of the transaction should provide the means by which the assets would 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, receivership, or 
bankruptcy of the transferorò at 13.) 

64  Ibid at 14.  
65  See Schwarcz, ñProtecting Investorsò, supra 47 at 591-92 (explaining that the interest-rate payable 
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B. Liquidity  
SPEs in securitization also provide liquidity benefits for their 

sponsors. Many consumer 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 hands66 because 
capital requirements and certain loan covenants oblige lenders to hold 
specified minimum ratios of capital to assets.67 This restricts the number 
of loans a lender can provide, thereby limiting the lenderôs exposure to 
risk. Additionally, requiring the lender to maintain a certain amount of 
money on hand ensures it can 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 make additional 
loans.68 The sponsorôs balance sheet no longer needs to reflect the illiquid 
assets connected to the long-term loan receivables, allowing the sponsor to 
hold less capital.69 Thus, using SPEs creates an expanded funding base for 
sponsors.70  

                                                                                                                                     
on securities issued by SPEs is often lower because the assets are associated with less risks, are 
easier to value, and are more creditworthy). 

66  The Bond Market Association, International Swaps & Derivatives Association, & Securities 
Industry Association, Special Purpose Entities (SPEs) and the Securitization Markets (1 February 
2002), online: ISDA <http://www.isda.org/speeches/pdf/SPV-Discussion-Piece-Final-
Feb01.pdf> at 2 [Bond Market]. 

67  Squam Lake Working Group on Financial Regulations, Working Paper: Reforming Capital 
Requirements for Financial Institutions (April 2009), (New York: Council on Foreign Relations 
Press, Center for Geoeconomic Studies, 2009), online: Council on Foreign Relations 
<http://www.cfr.org/economics/reforming-capital-requirements-financial-institutions/p19001> 
at 2. 

Banks in the United States and many other countries must satisfy regulatory 
capital requirements that are intended to ensure 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 assets or risk- adjusted assets. 
Capital requirements are typically designed as if each bank is an isolated entity, 
with little concern for the effect losses or default at one bank can have on other 
financial institution. 

68  See Bond Market, supra note 66 at 2-3. 
69  However, this treatment often proved 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 V-B. & VI , below.  

70  Basel Report, supra note 3 at 12.  
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C. Leverage 
The ability 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 equity.71 
When a firm becomes exposed to a change in the value of the asset it 
purchased that is greater than the amount the firm paid for the asset, it 
faces economic leverage.72 For example, if a firm enters into an implicit 
agreement to guarantee a loan, this may not show up on the firmôs balance 
sheet.73 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 risk.74 Thus, the firm increases its 
leverage.  
In the United States, ñcapital adequacy requirements are based on the 

amount of reported balance sheet assets.ò75 To combat excessive leverage, 
U.S. agencies began developing risk-based capital frameworks for banking 
institutions that followed the standards set by the Basel Committee in the 
late 1980s.76 The Basel Committee altered its approach in 2004 in what is 
known as ñBasel II.ò77 Namely, Basel II attempted to create a framework 
that measures banksô credit risks, market risks and operational risks across 
jurisdictions.78 Following the Basel II guidelines, the U.S. created a tier 1 
capital ratio requirement of 3 percent for banks that were rated ñstrongò 
and 4 percent for all other banks.79 However, the accounting rules for 
                                                            
71  Katia DôHulster, ñThe Leverage Ratio: A New Binding Limit on Banksò, Note Number 11, Crisis 

Response: Public Policy for the Private Sector (2009 December) at 1, online: World Bank 
<http://www.worldbank.org/financialcrisis/pdf/levrage-ratio-web.pdf> [DôHulster].  

72  Ibid.  
73  See ibid.  
74  See Parts V-B and VI, below. 
75  Basel Report, supra note 3 at 13.  
76  Federal Reserve, Regulatory Capital Rules: Regulatory Capital, Implementation of Basel III, Minimum 

Regulatory Capital Ratios, Capital Adequacy, Transition Provisions, and Prompt Corrective Action, 
online: OCC <http://www.occ.gov/news-issuances/news-releases/2012/nr-ia-2012-88a.pdf > at 
21 [Federal Reserve, ñRegulatory Capital Rulesò]; see also BCBS, International Convergence of 
Capital Measurement and Capital Standards (July 1988), online: Bank for International Settlements 
<http://www.bis.org/publ/bcbs04a.htm>. 

77  Ibid; see Federal Reserve, ñRegulatory Capital Rulesò, supra note 76 at 22 (commonly known as 
ñBasel IIò). 

78  Ibid at 22. 
79  DôHulster, supra note 71 (ñ[t]ier 1 capital is broadly defined as the sum of capital and reserves 

minus some intangible assets such as goodwill software expenses, and deferred tax assetsò at 2; 
The largest U.S. investment banks followed a different measure of leverage based on the 
ñamount of customer receivables the investment bank could hold as a multiple of capital (net 
capital rule)ò ibid at 2-3).  

http://www.worldbank.org/financialcrisis/pdf/levrage-ratio-web.pdf
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measuring balance-sheet leverage varied widely amongst different 
countries, with the U.S. having very lenient rules.80 Specifically, through 
holding assets in off-balance sheet SPEs, U.S. firms can show better 
financial ratios.81 This means by removing the loan receivables from the 
sponsorôs balance sheet, and replacing them with funds that an SPE 
transfers upstream to the sponsor, the sponsor can engage in more 
transactions and sell new loans.82 However, firms also create greater risks 
by leveraging their assets.83  

D. Interest Rate Risk 
Along with liquidity and leverage benefits, securitizing loans through 

SPEs prevents interest rate risk. Interest rate risk may arise either in a 
mismatch situation where assets pay fixed-rate coupons and liabilities pay 
floating-rate interest or when assets and liabilities do not have equivalent 
maturities.84 Banks make money by obtaining deposits or borrowing short-
                                                            
80  Ibid at 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 lead to the 
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 accounting 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 under master netting agreements 
with the same counterparty. 

81  Ibid.  
By holding assets off-balance sheet, the sponsoring institution might benefit 
from the ability to show better financial ratios, such as a higher return on 
assets. In addition, the sponsoring institution might be able to show higher 
tangible capital ratios (depending on the extent to which off-balance sheet items 
are added back to on-balance sheet items), and will not have to reserve against 
the assets in the SPEs. The ability to move assets off balance 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 ratio in the US is one such example. 

82  See Robert B. Dickie, Financial Statement Analysis and Business Valuation for the Practical Lawyer, 2d 
ed, (Chicago: American Bar Association, 2006) at 83 (explaining that sponsors enhanced their 
earnings without needing to increase their assets or equity and without incurring debt on their 
balance sheets by using the proceeds from the sales to their SPEs to generate new assets to sell to 
other SPEs). 

83  Manual Utset, ñComplex Financial Institutions and Systemic Riskò (2011) 45 Ga L Rev 779 at 
790 (explaining that leverage magnifies potential profits and losses because it allows firms to 
engage in more transactions).  

84  See Christopher L. Culp, Structured Finance and Insurance: The Art of Managing Capital and Risk 
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term loans at low interest rates, then issuing long-term debt at higher 
interest rates. They require a higher rate of interest on these longer loans 
for the risk that interest rates will fluctuate during the term of the loan. If 
interest rates rise after a financial institution provides a loan, it loses the 
opportunity to loan money at the higher rate. By selling the loans to an 
SPE, a firm avoids interest rate risk because it no longer carries the long-
term loan and has replenished funds to make new loans.  

E. ñTrue-Saleò Treatment and SPE Independence 
Firms may generate each of the above benefits through using SPEs. 

However, effective securitization transactions require a true sale of the 
assets between the sponsor and SPE.85 A true sale makes the SPE an 
independent entity from its sponsor. Conversely, when the accounting 
rules treat a transaction as a loan instead of a true sale, the sponsor needs 
to consolidate the SPEôs assets and liabilities on its balance sheet.86 If a 
true sale does not occur, the SPE remains subject to its sponsorôs 
bankruptcy (is not bankruptcy-remote) and will not provide the liquidity, 
leverage or interest-rate benefits associated with securitization because the 
SPEôs assets and liabilities will remain on the sponsorôs consolidated 
financial statements. 

In the years leading up to the Great Recession, U.S. firms often 
employed a two-tiered structure that used two SPEs in securitization to 
achieve true sale treatment.87 In a simple version of this structure, the 
sponsor sells the originated or purchased assets to an intermediate SPE.88 
The intermediate SPE is typically a subsidiary of the sponsor that acts as a 
firewall between the sponsor and issuing QSPE.89 The intermediate SPE 
then sells the assets to the issuing QSPE.90 The issuing QSPE issues rated 
securities and receives proceeds from investors.91 With the proceeds, the 
issuing QSPE purchases assets from the intermediate SPE.92 The 
intermediate SPE, not the sponsor, holds the residual interest and retains 

                                                                                                                                     
(Hoboken: John Wiley & Sons, Inc. 2011).  

85  Gorton & Souleles, supra note 2 at 560. 
86  Ibid at 555. 
87  See Tavakoli, Address, supra note 19.  
88  Standard & Poorôs, supra note 62 at 14.  
89  Ibid. 
90  Ibid. 
91  Ibid. 
92  Ibid. 
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the proceeds.93 The true sale takes place between the two SPEs and not the 
sponsor.94 These multi-tiered transactions help eliminate the risk of a 
bankruptcy judge re-characterizing a true sale as a secured loan in the 
event of a sponsorôs bankruptcy.95  

FASB failed to correctly address this true sale treatment before the 
Great Recession. Sponsors were able to set up their SPEs in a manner that 
allowed them to retain significant interests and risks in these off-balance 
sheet entities.96 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. 

IV. ENRON AND THE CONSOLIDATION RULES BEFORE THE 

GREAT RECESSION 

FASB first addressed off-balance sheet entities in 1996.97 However, in 
2000, FASB issued FAS 140, which provided greater detail on how to 
treat SPEs.98 FAS 140 applied a ñfinancial componentsò approach that 
focused on control of assets and distinguishing sales from secured 
borrowing.99 It stated the following three 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 transferor-put 
presumptively beyond the reach of the transferor and its creditors, 
even in bankruptcy or other receivership.  

                                                            
93  Gorton & Souleles, supra note 2 at 558. 
94  Ibid. 
95  Ibid. 
96  See Parts IV-B-ii & V -A, below. 
97  See Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 125: 

Accounting for Transfer and Servicing of Financial Assets and Extinguishment of Liabilities (Norwalk: 
FASB, 1996), online: FASB <http://www.fasb.org/pdf/fas125.pdf>. In 1959, SPE accounting 
was indirectly established in Accounting 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 interest. See also Soroosh & Ciesielski, supra note 23 at 31.  

98  See FASB, Statement of FAS No 140, supra note 8 at 141-49. 
99  See ibid at 4 (explaining that under the financial components approach, ñsponsors derecognize 

financial assets when control has been surrendered, and derecognize liabilities when 
extinguished,ò at 4. Further, when a transferor surrenders control and receives consideration in 
exchange, a true sale occurs for the transferred assets. FAS 140 also introduced the concept of a 
ñqualifying special purpose entityò that does not require consolidation onto its sponsorôs balance 
sheet). See Parts IV-B-ii, below. 
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2. Each transferee (or, if the transferee is a qualifying special-purpose 
entity (SPE), each holder of its beneficial interests) has the right to 
pledge or exchange the assets (or beneficial 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 effective control over the 
transferred assets through either:  

i. an agreement that both entitles 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 than through a cleanup call.100 

These rules governing consolidation were lenient for sponsors 
receiving off-balance sheet treatment. By making SPEs bankruptcy-remote, 
not retaining decision-making power over the SPEsô assets, and avoiding 
repurchase agreements between 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 these 
rules. Thus, a brief description of Enronôs abuse of SPEs helps explain 
FASBôs reformation of the consolidation rules prior to the Great 
Recession. 

A. The SPEs of Enron 
Enron, a global energy company, restructured its operations in the 

mid-1990ôs to attain its goals of rapid growth and immediate profits.101 To 
retain its credit rating and ability to attract investment during this 

                                                            
100  Ibid; See also William C. Powers, Jr., Raymond S. Troubh, Herbert S. Winokur Jr., Report of 

Investigation by the Special Investigative Committee of the Board of Directors of Enron Corp. (2002), 
online: CNN <http://i.cnn.net/cnn/2002/LAW/02/02/enron.report/powers.report.pdf> at 
38-39 (explaining that without independent equity, there was a rebuttable presumption that the 
sponsor should consolidate. This presumption could be overcome if independent owners made a 
substantive capital investment of at least 3% in the SPE and an independent owner exercised 
control over the SPE). 

101  See US, Joint Committee on Taxation, 108th Cong, Report of Investigation of Enron Corporation 
and Related Entities Regarding Federal Tax and Compensation Issues, and Policy Recommendations, 
Volume I: Report (JCS-3-03) (Washington, DC: US Government Printing Office, 2003) at 64-74, 
online: Joint Committee on Taxation <http://www.jct.gov/s-3-03-vol1.pdf> [Joint Committee, 
on Taxation]. 

http://i.cnn.net/cnn/2002/LAW/02/02/enron.report/powers.report.pdf
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explosive growth, Enron and its subsidiaries developed financing, 
operational and accounting strategies to manipulate its financial 
statements through using SPEs.102  

In many of its transactions, Enron excluded its SPEsô debts from its 
consolidated financial statements while including SPEsô revenue, ñthereby 
enhancing its return on investment and certain other financial 
performance measures.ò103 Thus, Enron hid its true financial condition by 
overstating its net income, assets, and shareholder equity and concealing 
large amounts of debt through its SPEs.104 The auditors, who were 
supposed to act as Enronôs watchdogs, turned a blind eye instead of 
providing an independent examination of these off-balance sheet 
transactions because they were ñcompromised by lucrative non-audit 
contracts with Enron.ò105 By October of 2000, almost half of Enronôs 
approximately $60 billion in assets were in SPEs.106  
Enronôs SPEs violated FAS 140. In addition to various conflicts of 

interest involving Enronôs executives107 and misstatements of financial 
performance, its SPEs violated both the asset-isolation requirement and 
the necessity for an independent entity to exercise sufficient control.108 
Thus, Enron did not follow the consolidation rules, but instead 
fraudulently abused SPEs.109 

After the discovery of Enronôs fraud, it needed to restate its financial 
statements from the last several years. In doing so, Enron had to recognize 
certain SPEsô debts on its previous and current financial statements.110 
Although the consolidation rules did not permit the Enron scandal, 
Enronôs abuse of SPEs created a demand for greater transparency of off-
balance sheet activities.  

                                                            
102  Ibid at 70; see also Steven L. Schwarcz, ñEnron and the Use and Abuse of Special Purpose 

Entities in Corporate Structuresò (2002) 70 U. Cin L Rev 1309 [Schwarcz, ñEnronò](ñ[Enronôs] 
primary motivation was to minimize financial-statement losses and volatility, accelerate profits, 
and avoid adding debt to its balance sheet, which could have hurt Enron's credit rating and 
thereby damaged its credibility in the energy trading businessò at 1309-10). 

103  Joint Committee, on Taxation, supra note 101 at 70-71. 
104  Powers, supra note 100 at 3; see Epstein, Nach & Bragg, supra note 38 at 683-84. 
105  Gilliam, supra note 58 at 299.  
106  Joint Committee, on Taxation, supra note 101 at 70. 
107  See Schwarcz, ñEnronò, supra note 102 (explaining that Enronôs executives receiving massive 

amounts of compensation by manipulating Enronôs SPEs, thereby creating a ñtangled web of 
conflicts of interestò at 1312). 

108  For consolidation requirements, see text accompanying notes 99 & 100.  
109  See generally Schwarcz, ñEnronò, supra note 102.  
110  See ibid at 1311-12.  
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B. The Response to Enron 
A multitude of hearings and investigations following Enronôs demise 

sought to root out causes and initiate prevention measures to combat 
Enron-type fraud.111 In response, FASB designed new rules to reinforce 
accounting disclosures and created more stringent requirements for 
sponsors to receive non-consolidate treatment. Under these post-Enron 
regulations, SPEs either met the requirements set out in FAS 140, in 
which an SPE became a QSPE, or an SPE was treated as variable interest 
entity (VIE).112  

i. Variable Interest Entities 
FASB Interpretation 46(R) (FIN 46R) became the authoritative source 

in explaining how to identify when an SPE should be considered a VIE 
and when a sponsor ñshould include the assets, liabilities, non-controlling 
interests, and results of activities of a VIE in its consolidated financial 
statement.ò113 FIN 46R defined variable interests as ñcontractual, 
ownership, or other pecuniary interests in an entity that change with 
changes in the fair value of the entity's net assets exclusive of variable 
interests.ò114 Instead of only concentrating on financial control, FIN 46R 
focused on the actor that holds the residual risk and majority of the 
benefits.115  

                                                            
111  See e.g. Powers, supra note 100; US, Report on Fishtail, Bacchus, Sundance, and Slapshot: Four Enron 

Transactions Funded and Facilitated by U.S. Financial Institutions: Hearing Before the Senate Permanent 
Subcommittee on Investigations, 107th Cong (S. Rep. No. 107-82) (Washington, DC: US 
Government Printing Office, 2003); US, The Role Enron Energy Service, Inc., (EESI) Played in the 
Manipulation of Western State Electricity Markets: Hearing Before the Senate Committee on Commerce, 
Science, and Transportation, 107th Cong (S. Hrg. 107ï1139) (Washington, DC: United States 
Government Printing, 2005), online: GPO <http://www.gpo.gov/fdsys/pkg/CHRG-
107shrg83978/pdf/CHRG-107shrg83978.pdf>; US, Examining Enron: Developments Regarding 
Electricity Price Manipulation in California: Hearing Before the Subcommittee on Consumer Affairs, 
Foreign Commerce and Tourism of the Senate Committee on Commerce, Science, and Transportation, 
107th Cong (Washington, DC: United States Government Printing, 2005), online: GPO 
<http://www.gpo.gov/fdsys/pkg/CHRG-107shrg84039/pdf/CHRG-107shrg84039.pdf>.  

112  Gorton & Souleles, supra note 2 at 556. 
113  Soroosh & Ciesielski, supra note 23 at 37; FASB, Interpretation No 46(R), supra note 8. 
114  FASB, Interpretation No 46(R), supra note 8 (ñ[t]he identification of variable interests involves 

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 variable interest. It is the role of the 
itemðto absorb or receive the entity's variabilityð that distinguishes a variable interest. The role, 
in turn, often depends on the design of the entityò at para B4).  

115  Gorton & Souleles, supra note 2 at 556; see also Soroosh & Ciesielski, supra note 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
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While the consolidation rules of VIEs received a lot of attention after 
Enron, QSPEs served as the mechanism that enabled securitization 
transactions.116 For an SPE to achieve its desired bankruptcy-remote status 
and other securitization benefits,117 sponsors needed to exclude SPEs from 
their balance sheets. QSPEs automatically accomplished this task and did 
not require consolidation.118 On the other hand, the consolidation 
treatment of SPEs classified as VIEs required an examination of several 
complicated factors.119 Thus, to avoid potential consolidations, financial 
institutions generally used QSPEs in securitization transactions and 
circumvented the complicated VIE consolidation analysis.120  

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 needed to be ñdemonstrably distinctò from its 
sponsor.121 To meet this requirement, the sponsor of the SPE could not 
have the ability to unilaterally dissolve the SPE.122 Additionally, 
independent third parties needed to hold at least ten percent of the SPEôs 
beneficial interests.123 Second, a QSPEôs organizing legal documents 
needed to ensure that the SPE was ñsignificantly limited in its permitted 
activities.ò124 Third, the SPE could hold only ñpassiveò receivables.125 
Financial assets were considered passive if the holding of the assets did not 
involve any decision-making other than those necessary for servicing the 
assets.126 Passive receivables included cash collected from held assets, 
                                                                                                                                     

(ñ[a]ccording to Interpretation 46(R), expected losses and expected residual returns refer to 
amounts derived from expected cash flows as described in FASB Concept Statement 7, Using 
Cash Flow Information and Present Value in Accounting Measurementsò at 37). 

116  Epstein, Nach & Bragg, supra note 38 at 229-30. 
117  See Parts III-A-E, above. 
118  See FASB, Statement of FAS No 140, supra note 8.  
119  The determinations of whether an interest is a variable interest and whether an SPE is a variable 

interest entity often involves a complex range of decision-making steps. See generally Deloitte, 
Consolidation of Variable Interest Entities: A Roadmap to Applying Interpretation 46(R)ôs Consolidation 
Guidance, 3d ed (Deloitte Development L.L.C., 2007) online: Deloite 
<http://www.iasplus.com/usa/0709roadmapfin46r.pdf> . 

120  See Gorton and Souleles, supra note 2 at 560. 
121  Ibid at 556.  
122  Ibid.  
123  Ibid.  
124  Ibid. 
125  Ibid.  
126  Epstein, Nach & Bragg, supra note 38 at 230-31. 
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purchased investments that were pending distribution to beneficiaries, 
and certain derivative instruments that were sold to parties other than the 
sponsor and its affiliates, such as interest rate swaps.127 Fourth, an SPEôs 
sale or disposition of noncash receivables could only occur in automatic 
response situations that were triggered upon the occurrence of certain 
events.128 A few situations that would allow a QSPE to dispose of noncash 
financial assets included: the fair value of financial assets declining to a 
specified degree (as indicated in the SPEôs legal documents), an 
independent beneficial interest holder exercising its right to give a 
beneficial interest back to the QSPE, or termination of the QSPE.129  

V. FASBôS FAILURE 

A. The Leniency of Receiving Off-Balance Sheet Treatment 
Through QSPEs 
The requirements of creating QSPEs and receiving off-balance sheet 

treatment opened an avenue for sponsors to move assets off their balance 
sheets while still retaining the residual benefits and risks of their QSPEs.130 
Because the determination of whether an SPE qualified turned mainly on 
whether the SPE held passive receivables and reacted according to pre-
specified rules, firms could organize their off-balance 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 and retained 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  Ibid at 231. 
128  Gorton & Souleles, supra note 2 at 556. 
129  Epstein, Nach & Bragg, supra note 38 at 231. 
130  See CRMPG III, supra note 8 at 39. 

Securitization vehicles considered to be óQualifying Special Purpose Entitiesô 
(QSPEs) receive off-balance sheet treatment even if the 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 for off-balance sheet treatment is that the 
vehicle is passive and therefore the sponsor does not control it. 

See also Angela Petrucci, ñAccounting for Asset Securitization in A Full Disclosure Worldò 
(2004) 30 J. Legis. 327 at 350 (noting that FASB established a framework that can create 
incentives for sponsors to use off-balance sheet financing for manipulative or misleading 
purposes).  
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predetermined formula.131 Sponsors retention of significant interests in 
their SPEs resulted in unaccounted for exposure to risk.132 

Additionally, QSPEs had a fundamental underlying flaw: they were 
expected to ñcontinually roll over their liabilities in all market conditions,ò 
but were extremely vulnerable to disruptions in liquidity.133 This 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 prices.134 With the turmoil of the 
financial crisis, QSPEs that financed long-term assets with short-term 
liabilities could not renew their debt because of market concerns over the 
quality of the receivables.135 Likewise, selling the assets was not often a 
viable option, as the price of the assets fell with the market crisis.136 For 
example, the asset-backed commercial paper (ABCP) market was one of 
the first markets to collapse during the recession because the QSPEs used 
in ABCP transactions financed receivable assets with short-term debt.137  

By design, QSPEs could maintain very little or no capital.138 Because 
QSPEs issued mortgage-backed securities, asset-backed 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 
course.139 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 residual interests to their 
sponsors. Thus, the ability to transfer and de-recognize assets in QSPEs 
affected both sponsoring financial institutions through their residual 
interests and investors of the QSPEôs issued securities.  

                                                            
131  CRMPG III, supra note 8 at 45-46 (retaining a residual interest often meant that the sponsor 

would retain the risk and rewards of the lowest rated tranches). See Basel Report, supra note 3 at 
20. 

132  Ibid at 49. 
133  Emmons, supra note 4 at 2. 
134  US, Government Accountability Office, Financial Markets Regulation: Financial Crisis Highlights 

Need to Improve Oversight of Leverage at Financial Institutions and Across System (GAO-09-739) 
(Washington, DC: US Government Printing Office, 2009) at 56, online: GAO 
<http://www.gao.gov/assets/300/292757.pdf> [GAO Report]. 

135  Ibid at 57. 
136  Ibid at 4. 
137  See Part VI, below. 
138  See Part IV-D, above (explaining the requirement of qualifying special purpose entities to hold 

only ñpassiveò receivables).  
139  Emmons, supra note 4 at 2. 
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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 SPEs.140 Courts and the accounting rules 
view implicit recourse as if a true-sale never took place.141 If a court could 
identify implicit recourse agreements, creditors of a sponsor could ñclaw 
backò the assets of the SPE in the sponsorôs bankruptcy proceeding.142 

However, to avoid consolidation treatment, firms violated the accounting 
rules and colluded with their investors to provide recourse for their 
troubled QSPEs without openly acknowledging the existence of the 
agreement.143  

Although these implicit guarantees were not legally binding and 
violated the non-consolidation accounting rules for both VIEs and 
QSPEs,144 investors relied on this support when purchasing the securities 
issued by SPEs.145 These guarantees frequently occurred in situations 
where a QSPE held low quality assets, but the sponsor retained high-
quality assets on its balance sheets.146 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 rules 
could not account for the full economic effects of these transactions.147 
These implicit guarantees were not a secret.148 FASB should have required 
sponsors to disclose their SPE assets and liabilities regardless of whether 
the QSPEs or VIEs deserved off-balance sheet treatment.149 By not doing 
so, FASB did not fully account for the risk to sponsors of their SPEs 
failing. Although FASB recently enacted two accounting statements that 

                                                            
140  See generally Taylor, supra note 9. 
141  Gorton & Souleles, supra note 2 at 553. 
142  Taylor, supra note 9 at 1023. 
143  See ibid at 1023-27; see also Gorton & Souleles, supra note 2 at 554 
144  See FASB, Statement of FAS No 140, supra note 8; FASB, ñInterpretation 46Rò, supra note 8. 
145  Gorton & Souleles, supra note 2 at 551. 
146  Ibid at 553. 
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See also Gorton & Souleles, supra note 2 at 591 (concluding that efficient off-balance sheet 
financing is facilitated by implicit contractual arrangements between sponsors and investors); see 
also Taylor, supra note 9 at 1023 (detailing Citibank and HSBCôs implicit recourse for their 
SPEs). 

149  See Amiram et al, supra note 16 at 40. 
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require these disclosures, this collusion problem caused massive losses 
before the Great Recession.150 

VI. THE REPERCUSSIONS THROUGH THE SECURITIZATION 

PIPELINE 

With inadequate capital and no access to liquidity, many QSPEs 
began collapsing.151 This created the question of whether sponsors would 
maintain the required disconnect with their QSPEs.152 In many cases, the 
answer was no.153 The implicit agreements frequently required sponsors to 
provide help for their under-capitalized QSPEs.154 To keep up their end of 
the bargain, sponsors either issued lines of credit or provided capital 
support through instituting loss-sharing programs.155 Many sponsors chose 
to fund their QSPEs to avoid the repercussions associated with allowing 
ñdisruptive collapses of the entities they had created.ò156 In bailing out 
their SPEs, sponsors were likely trying to avoid reputational harm and 
wariness from future investors, as it was public knowledge that they had 
set up these entities.157 These implicit recourse agreements and the ease of 
off-balance sheet recognition through using QSPEs facilitated the 
expansion of securitization in the years leading up to the financial crisis.  

However, the blame for this expansion does not rest solely with 
FASBôs consolidation rules. Even when firms had explicit support 
agreements, they were not forced to hold adequate capital against their 
commitments.158 Thus, while FASBôs rules meaningfully contributed to 

                                                            
150  FASB, ñStatement of FAS No. 166ò, supra note 17; FASB, Statement of FAS No 167, supra note 

18; See generally Taylor, supra note 9. 
151  Emmons, supra note 4 at 2. 
152  Ibid at 2-3.  
153  Ibid at 3.  
154  Ibid. See also Gorton & Schoules, supra note 2 (ñ[b]ecause the SP[E]ôs business activities are 

constrained and its ability to incur debt is limited, it faces the risk of a shortfall of cash below 
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155  Emmons, supra note 4 at 3. 
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securitization markets). 

158  See GAO Report, supra note 134 at 56-57 (noting that when banks provided contingent funding 
support to their SPEs, they only needed to hold a small amounts of or no capital against their 
commitments). See also OCC, Interagency Guidance, supra note 13 at 2-3 (explaining that the 
interagency rules allow for lower risk-based capital requirements under recourse agreements than 
their on balance-sheet counterparts); Charles W. Calomiris, ñFinancial Innovation, 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 of explicit guarantees.159  

Following its normal course, regulatory arbitrage behaved in its typical 
mannerðbanks and other financial institutions sought the least regulated 
environment.160 Through the securitization of loans, regulated banks 
booked assets off their balance sheets.161 The pre-crisis accounting rules 
and the shadow banking system facilitated the avoidance of capital 
requirements and permitted higher levels of leverage than those required 
under normal banking regulations.162 Indeed, firms grew the shadow 
banking system largely for the purpose of hiding leverage from 
regulators.163 Some larger institutions created as many as two thousand 
SPEs.164 The growth of securitization resulted in banks holding 
ñinsufficient amounts of equity capital per unit of risk undertaken in their 
subprime holdings.ò165  

The lack of risk retention through transferring assets to QSPEs 
allowed originators to engage in what is known as the ñoriginate-to-
distributeò model of lending.166 Under this model, sponsors, knowing that 
their originated loans would be sold off-balance sheet (and eventually to 
investors), did not screen their borrowers and generated poor quality 
mortgages and other loans.167 Compensation for the managers of sponsor 

                                                                                                                                     
and Reformò (2009) 29 Cato Journal 65, online: CATO 
<http://www.cato.org/pubs/journal/cj29n1/cj29n1-7.pdf> [Calomiris] (ñ[s]everal of the capital 
requirement rules for 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 had been held on their 
balance sheetsò at 65-66). 

159  See ibid and accompanying text. 
160  See CRMPG III, supra note 8 at 38 (explaining that firms engaged in regulatory arbitrage 

through securitization because off-balance sheet vehicles called for little or no capital charges). 
161  Calomiris, supra note 158 at 65-66. 
162  Emmons, supra note 4. 
163  See Margaret M. Blair, ñLeverage, Bubbles and Income Distributionò (2012) Banking & Fin 

Services Pol'y Rep at 11-12 [Blair]. 
164  See Basel Report, supra note 3 at 35. 
165  Calomiris, supra note 158 at 66. 
166  US, Financial Stability Oversight Council, Macroeconomic Effects of Risk Retention Requirements 

(2011) online: US Department of the Treasury <http://www.treasury.gov/initiatives/wsr/Docu 
ments/Section%20946%20Risk%20Retention% 20Study%20%20(FINAL).pdf> at 3, 10-11 
[FSOC, Macroeconomic Effects]; see also Schwarcz, ñProtecting Investorsò, supra note 47 
(explaining the moral-hazard problems associated with the originate-to-distribute model of 
lending).  

167  FSOC, Macroeconomic Effects, supra note 166 at 3. 
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firms was often based on issuance volume instead of quality, leading 
originators to maximize their short-term returns by lowering underwriting 
standards and engaging in more transactions.168 Further, in the mid-2000s, 
riskier and more highly structured CDOs surfaced, which often combined 
the lowest rated tranches of other CDOs, MBSs, and ABSs.169 Credit 
rating agencies joined in on the race-to-the-bottom, assigning AAA or 
minimal credit risk ratings to the highest tranches of these re-
securitizations.170  

Regulators and institutions did not realize the scale and risk of these 
off-balance sheet entities until it was too late.171 The misaligned 
incentives and lack of risk retention through the securitization pipeline 
created moral hazard problems and caused significant harm to the 
economy.172 QSPEs served as securitizationôs vehicle to expose investors to 
these risks.173 Sponsors and investors paid a hefty price for their actions. 
In addition to securitization transactions, the ease of transferring assets to 
a QSPE and receiving off-balance sheet treatment facilitated the growth of 
the ABCP markets. 

A. Asset-Backed Commercial Paper and Structure Investment 
Vehicles 
ABCP refers to the use of QSPEs in financing ñthe purchase of 

receivables primarily through commercial paper.ò174 Unlike ABSs, ABCP 
conduits generally had maturities of under three months, retained explicit 
liquidity support provided by sponsors for protection of investors, carried 
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and risky products that were made through re-securitizations).  
170  Ibid; see generally John C. Coffee, ñRatings Reform: The Good, the Bad, and the Uglyò (2011) 1 
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171  Emmons, supra note 4 at 2-3 (stating that the regulatory community and financial institutions 
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172  See generally FSOC, Macroeconomic Effects, supra note 166 (ñ[a]s the recent financial crisis 
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diversified portfolios of assets, and the administrators could change the 
level of credit enhancement to reflect credit concerns.175  

Most ABCP conduits received a 100 percent liquidity backup line 
from the issuing bank to insure investorsô repayments when the 
commercial paper matured.176 However, banks needed to maintain only a 
capital charge for a backup liquidity line for these ABCP conduits.177 Put 
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 the loan had existed on the bankôs 
balance sheet.178 Thus, banks retained exposure to these off-balance sheet 
conduits through their liquidity lines.179 At its peak, ñthe ABCP market 
was approximately $1.2 trillion in the United States.ò180 As a result of 
these conduits, banks reported better financial performance without 
accounting for the risk.181  

However, similar to QSPEs in securitization transactions, these ABCP 
conduits held poorly underwritten asset pools because of the lack of credit 
standards and risk-retention.182 During the second half of 2007, many 
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program permits the Sponsor (i.e., the commercial bank) to offer receivable 
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179  Adrian, supra note 176 at 3.  
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not having secondary liquidity available to fund maturing ABCP (so-called market value 
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181  Adrian, supra note 176 at 3. 
182  See Blackrock, supra note 175 at 3. 
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banks had to consolidate assets from these conduits.183 Just as the case 
with QSPEs in securitization, the regulations governing these ABCP 
conduits did not properly account for the exposure.184  

Structured Investment Vehicles (SIVs) posed a similar threat as ABCP 
conduits. SIVs were bankruptcy-remote special purpose entities that held 
diversified pools of assets.185 However, unlike ABCP conduits, SIVs did 
not have the same liquidity support or credit enhancement.186 Also, their 
notes typically had slightly longer maturity dates than those of ABCP 
conduits.187 At the peak of their use, it is estimated that commercial banks 
operated SIVs with assets of approximately $400 billion.188 Despite the 
lower required liquidity lines, many investors believed that the affiliated 
investment banks would provide implicit liquidity support for their 
SIVs.189 Again, the accounting standards lacked transparency in exposing 
these implicit recourse agreements for the QSPEs used in these 
transactions. 

Financial institutions used ABCP conduits and SIVs to borrow 
securities with lower-rate, short-term maturities and invest in longer-term 
and higher yielding assets.190 For success, the ABCP market required a 
sustained demand of short-term paper.191 It also relied on the continuing 
payment streams from long-term receivable assets. With the 
unprecedented stresses caused by the financial crisis, the ñduration 
mismatch of borrowing short and lending longò was exposed,192 resulting 
in the ABCP market being ñone of the first markets of the shadow 
banking system to collapse during the financial crisis.ò193 Just as in 
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securitization transactions, sponsoring institutions needed to provide 
support to their SPEs used in these commercial paper transactions.194  

B. Off-Balance Sheet Entities of the Recession in Hindsight 
Through securitization, ABCP conduits and SIVs, trillions of dollars 

flowed into off-balance sheet entities. As a result of the recession, financial 
institutions experienced vast losses with their on-balance-sheet business.195 
Compounding these losses with needing to provide capital support for 
their off-balance sheet entities put banks and other financial institutions 
in a precarious position.196 The bailouts of SPEs resulted in sponsor firms 
losing billions of dollars.197 The bifurcated approach of maintaining both 
visible assets on balance sheets and hidden assets off-balance sheets created 
what some have called a ñschizophrenicò banking system.198  

The legislature and other regulators did not intervene under the 
premise that ñless regulation and more innovation would lead to a greater 
growth in the economy.ò199 Securitization 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 have.200 Companies 
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that engaged in greater usage of off-balance 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 is emerging consensus that companies that have more accurately 
accounted for their balance sheets remain viable, while those companies 
that were slower to recognize losses are punished by the marketplace. 
This is a clear signal for investors that there is a premium on improved 
transparency. . . . Over the last year or so, we have seen revelations of a 
significant build-up of off-balance-sheet exposures among some of the 
largest financial institutions. These exposures not only weaken these 
institutions but, indeed, 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 rules that allowed 
mortgage-backed 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 learned anything from this recent mortgage messð
and I hope that we haveðit is that we need more transparency in our 
markets, not less. Holding large amounts of assets off-balance sheet is 
not more transparency. If firms hold such risk, it should be disclosed so 
that investors can decide whether they are comfortable with such risk.201 

                                                                                                                                     
2007, became so severe was that the banking sectors of many countries had 
built up excessive on- and off-balance sheet leverage. This was accompanied by a 
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 cope with the reintermediation of large off-balance 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 array of complex 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 system and the 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, exposing taxpayers to large losses. 

201  US, Transparency in Accounting: Proposed Changes to Accounting for Off-Balance-Sheet Entities: Hearing 
Before the Subcommittee on Securities, Insurance, and Investment of the Committee on Banking, Housing 
and Urban Affairs, 110th Cong (Washington, DC: United State Government Printing, 2008) at 1 
(Senator Jack Reed, Chairman) [US, Transparency in Accounting].  
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VII.  POST-GREAT RECESSION 

Similar to other economic catastrophes, the credit crisis has led to a 
crackdown on those who abused the system. Investigations of the largest 
financial institutions attempt to hold bad actors accountable for the 
crisis.202 Companies, regulatory agencies and academics are taking a long, 
hard look at the perverse incentive structures that encouraged short-term 
profits, large and systemically risky behavior, and other moral-hazard 
issues.  

The lack of disclosure throughout the shadow banking system and the 
use of SPEs to carry out off-balance sheet transactions necessitated the 
governmentôs creation of many credit and liquidity facilities.203 Thus, a 
part of this re-evaluation of regulations concerns off-balance sheet SPEs. 
As previously discussed, the accounting standards that determined true 
sale treatment of asset transfers between sponsors and SPEs formed the 
crux of these off-balance sheet problems.204  
FASB found two fundamental issues with FAS 140 and FIN 46R.205 First, 
exempting QSPEs from consolidation exacerbated the crisis.206 Secondly, 
FIN 46R incorrectly relied ñon a mathematical calculation to assess 
whether a holder of an interest in an SPE should consolidate that entityò 
instead of using a more appropriate qualitative evaluation of control.207 A 
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qualitative evaluation of control better accounts for the implicit recourse 
problem.208  

In April 2008, FASB announced its intention to revise FIN 46R and 
eliminate QSPEs.209 Of course, these measures were met with a strong 
lobbying opposition from various banking associations.210 Nonetheless, 
FASB crafted two statements, FAS 166 and FAS 167 that amended FAS 
140 and FIN 46R, respectively, and came into effect in November 2009.211  

FAS 166 and 167 focus on increasing transparency and capital 
requirements in major financial institutions.212 For example, FAS 166 and 
167 require firms to list all of their assets and liabilities that they originate 
or have continuing involvement with on their balance sheets.213 
Specifically, FAS 166 created new standards that affect institutions that 
engage in securitization and other off-balance sheet transactions by raising 
the standard for receiving ñtrue saleò treatment.214 Most importantly, FAS 
166 eliminated the concept of a QSPE.215  

FAS 167 requires institutions to perform qualitative analysis to 
determine the beneficiaries of their SPEs for deciding consolidation 
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211  FASB, Statement of FAS No 166, supra note 17; FASB, Statement of FAS No 167, supra note 18. 
212  Emmons, supra note 4 at 4-5 (explaining that FAS 166 and 167 will require firms to disclose off-

balance sheet commitments that were not adequately reflected on firmsô financial statements 
during the crisis). 

213  See e.g. FASB, Statement of FAS No 166, supra note 17 at 65-66 (defining continuing involvement 
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transactions and where companies have continuing exposure to the risks associated with 
transferred assets). See also Emmons, supra note 4 at 4 (explaining that the motivation behind 
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treatment.216 This analysis needs to consider whether an enterprise has a 
controlling financial interest and whether there is an implicit financial 
responsibility tied to the SPE.217 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. 
Specifically, it looks at whether an ñenterprise with a variable interest ha[s] 
the power to direct significant matters of the VIE and the right to receive 
significant benefits or the obligation to absorb significant lossesò from the 
VIEôs activity.218  

These rules effectively address the two major problems with the 
accounting of off-balance sheet entities that surfaced during the Great 
Recession. The elimination of QSPEs closes the opportunity for firms to 
retain residual interests in their off-balance sheet entities without 
appropriately accounting for the risk. Additionally, firms can no longer 
obtain off-balance sheet treatment without engaging in a rigorous analysis. 
Secondly, 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 effectively deal 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.219  

In addition to FASBôs changes in the accounting rules, the Dodd-Frank 
Act220 has many implications for securitization and the ABCP markets. For 
large banks and other institutions deemed systemically important to the 
financial system by the Financial Stability Oversight Council,221 section 
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165 prescribes prudential standards for risk management and capital 
requirements.222 This section requires the inclusion of off-balance sheet 
activities in computing capital requirements.223 The definition of ñoff-
balance sheet activitiesò under the Dodd-Frank Act ñexplicitly includes 
standby letters of credit, repos, interest rate swaps and credit swaps, among 
others.ò224 In conjunction with the new accounting standards, this resulted 
in the consolidation of most ABCP programs, effectively eliminating 
sponsorsô abilities to avoid capital requirements through ABCP conduits 
and SIVs.225 These requirements aim to better align ñrisk based capital 
requirements with the actual risk of certain exposures.ò226 

Further, the Basel Committee on Banking Supervision recently 
revised their capital rules with the introduction of Basel III. The new Basel 
III framework is consistent with the Dodd-Frank Act and aims to improve 
the quality and quantity of regulatory capital in an effort to help banks 
absorb losses during times of economic stress.227 Specifically, Basel III 
increases the previous capital ratio from 4 to 6 percent and incorporates 
more off-balance sheet assets in calculating the leverage ratio.228  

VIII.  CONCLUSION 

It is widely accepted that problems throughout the securitization 
pipeline contributed to the financial crisis.229 Off-balance sheet SPEs were 
the mechanism that allowed the expansion of securitization and the ABCP 
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markets. And, behind the SPEs, were the accounting regulations that laid 
the groundwork for the abuse of SPEs. Thus, one contributing cause of 
the moral hazard problems and information asymmetries that flowed 
through the securitization pipeline and asset-backed commercial paper 
market stemmed from FASBôs poor accounting regulations.  
FASBôs rules did not appropriately account for the potential abuses 

arising from the ease of creating QSPEs and obtaining off-balance sheet 
treatment. Additionally, FASB failed to correctly measure the risks to 
firms engaging in securitization by not accounting for implicit guarantees 
and sponsorsô retention of residual interests in their SPEs. Consequently, 
the off-balance sheet treatment of SPEs facilitated poor origination 
models, packaging of risky receivables into highly rated tranches, as well as 
credit rating agenciesô race to the bottom, and banks circumvention of 
capital requirements, all of which persisted throughout the economy. 
Thus, SPEs contributed to the multi-faceted problem that resulted in 
corporations and investors losing trillions of dollars, along with their faith 
in the United Statesô financial markets.  

The accounting for off-balance sheet transactions was not the only 
problem in the shadow-banking system.230 Additionally, FASB is not the 
only actor to blame for the abuse of SPEs.231 However, if FASB enacted 
FAS 166 and FAS 167 several years before the Great Recession, it would 
have prevented a great deal of harm that resulted from the loopholes in 
this poorly understood area of accounting for off-balance sheet 
transactions.  

The future of SPEs and off-balance sheet treatment remains uncertain. 
However, the new accounting standards and rules under the Dodd-Frank 
Act create large barriers for sponsors to obtain off-balance sheet treatment. 
These new changes effectively address the problems that SPEs created 
during the Great Recession. Some have questioned these changes for 
eliminating the lending benefits of securitization.232 However, to create 
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better functioning markets, appropriate regulation of financial institutions 
and increased transparency is a necessary evil.233 

The use of SPEs has expanded into the public forum, providing 
different potential disclosure issues and abusive situations.234 While the 
accounting has changed to better reflect the problems associated with 
SPEs leading up to the Great Recession, it appears new avenues may open 
for the misuse of these entities. Moving forward, regulators must attempt 
to foresee firmsô next opportunistic move and take appropriate measures 
to prevent the potential negative externalities.
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Fair is Fair: Fair Dealing, Derivative 
Rights and the Internet 

S T E V E N  O ô H E A N Y*  

I. INTRODUCTION  

OPYRIGHT LAW IS AN IMPORTANT PART OF THE CANADIAN LEGAL 
system designed to encourage creativity by rewarding those who 

create original works. However, copyright law that grants creators too 
much control 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 exceptions 
allow for the limited use of copyrighted material without permission or 
payment. But with new technologies come new challenges. The fair 
dealing exception to copyright law has become outdated because of two 
factors: the impact that the internet has had on Canadian culture, and the 
decision of CCH Canadian v Law Society of Upper Canada1 (CCH), 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 required amending.2 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 C-11,3 adopted the former approach. This 
paper, however, will argue that the ñsuch asò approach, which favours a 
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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 the CCH test for fair dealing should be amended. Only 
through this process will the fair dealing exception survive the ever-
evolving nature of technology. 

II.  WHAT IS COPYRIGHT? 

Copyright is an exclusive set of rights provided to creators of original 
works. As set forth in section 3(1) of the Copyright Act,  

ñcopyrightò means the sole right to produce or reproduce the work or 
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 publish the work or any substantial part thereof.4  

According to Lawrence Lessig, copyright and other forms of 
intellectual property rights provide a state-sanctioned monopoly to the 
producers of original works in exchange for their production of the 
works.5 Thus, the law of copyright is designed to stimulate the marketplace 
of ideas by allowing creators of original works to profit from their 
creations. Lessigôs statement, while somewhat accurate, may not be very 
helpful in understanding copyright. As argued by Mark Helprin, it is 
meaningless to label copyright as a monopoly, as practically speaking it is 
ñno more a monopoly than the monopoly anyone exercises over his labor, 
or the monopoly anyone enjoys in regard to his property, or the monopoly 
someone might have over the sale of a watermelon he grew in his 
garden.ò6 In fact, 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 works, its primary goal is to promote the public 
interest through increased creative output. Copyright does not grant 
authors absolute ownership over their works. Instead, ñit is designed . . . to 
stimulate activity and progress in the arts for the intellectual enrichment 
of the public.ò7 Intellectual property protections that are too strong do not 
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necessarily promote progress and often have the reverse effect of stifling 
originality.8 As such, legislators have sought to balance the interests of 
creators against the publicôs interest in using the original work for the 
betterment of society. These interests include education, criticism and 
research, among others.9  

In recent years, however, technological advancements have led to a 
movement to increase user's rights in relation 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 
price,10 it is gaining traction. To understand the proposed changes to 
Canadaôs copyright law, it is important to examine first the conflict 
between creatorsô derivative rights and the publicôs interest in using their 
works. 

III.  WHAT ARE DERIVATIVE RIGHTS? 

A derivative right is the right granted to the creator of an original, 
copyrighted work to build upon that work. As set forth in section 101 of 
the U.S. Copyright Act, ñ[a] óderivative workô is a work based upon one or 
more pre-existing works, such as a translation, musical arrangement, 
dramatization, fictionalization, motion picture version, sound recording, 
art reproduction, abridgment, condensation, or any other form in which a 
work may be recast, transformed, or adapted.ò11 

Unlike its American counterpart, Canadian copyright law does not 
have a distinct ñderivative workò concept.12 Although not defined in 
Canadian legislation, the principle is set forth in section 3(1) of the 
Copyright Act.  

ócopyrightô . . . means the sole right 

(a) to produce, reproduce, perform or publish any translation of the 
work, 
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(b) in the case of a dramatic work, to convert it into a novel or other 
non-dramatic work, 

(c) in the case of a novel or other non-dramatic 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, dramatic or 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 publicly present the work as a cinematographic 
work, 

(f) in 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 machine, device 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 acts.13 

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 same song if the would-be recorder 
follows certain procedures and pays a specified rate.14 

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. First, virtually all intellectual creative activity is 
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in part derivative.15 Consider the formation of a song: although the lyrics 
may be original, the genre of music, the musical notes used and the tempo 
have all evolved over centuries. Second, several areas of intellectual activity 
are inherently referential. Philosophy, history, science, and criticism all 
rely on continuous re-examination of the original works of other 
creators.16 Since almost all new creations borrow from existing works to 
some degree, the law of copyright has had to develop exceptions to protect 
these new creations. In the United States, this exception is referred to as 
the ñfair use doctrine.ò 

IV. EXPLAINING THE FAIR USE DOCTRINE  

óFair useô is the right to use copyrighted material without the 
permission of the creator or owner of that material.17 The fair use 
exception to the law of copyright is an American concept. Its purpose is to 
counterbalance creatorsô derivative rights in order to allow for increased 
intellectual creativity.18 This exception was eventually incorporated into 
the Copyright Act of 1976.19 Section 107 of the U.S. Copyright Act states:  

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 a fair use the factors to be considered 
shall include ð  

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

(2) the nature of the copyrighted work; 

(3) the amount and substantiality of the portion used in relation to the 
copyrighted work as a whole; and 
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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 such finding is made upon consideration of all the above factors.20 

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 the primary objective of the 
law of copyright.21 It should be noted that the words ósuch asô transform 
the examples, i.e., criticism, comment, news reporting, teaching, 
scholarship and research, into a suggestive, rather than exhaustive, list. 
Thus, the doctrine is able 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 fits within the list 
enumerated in section 107of the U.S. Copyright Act.22 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 purpose and 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 the old work. In fact, ñ[t]he use must 
be productive and must employ the quoted matter in a different manner 
or for a different purpose from the original.ò23 Transformative uses 
include, but are not limited to, criticism, proving a fact, summarizing ideas 
in order to defend or rebut them, parody, and symbolism.24 Commercial 
purposes are not a bar to 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 infringement.25 
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5. The Nature of the Copyrighted Work 
The nature of the copyrighted work concerns the protection 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 
communications.26 Private communications and unpublished works 
favour a finding of fair use. Conversely, substantial creativity in the 
original work tends to support a finding against fair use.27  

6. The Amount and Substantiality of the Portion Used in Relation 
to the Copyrighted Work 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 fair use exception decreases.28 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 quotation can 
constitute a large part of it.29 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 Effect 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 fair use doctrine.30 If the use of the 
copyrighted work harms the original creatorôs potential market, courts will 
be less likely to find that the use was fair.31 However, the fact that the use 
of the copyrighted work does not harm the market for the original work 
does not guarantee that it will qualify under the fair use doctrine.32 

                                                            
26  Leval, supra note 7 at 1122. 
27  DôAgostino, supra note 25 at 347. 
28  Leval, supra note 7 at 1122. 
29  Ibid. 
30  DôAgostino, supra note 25 at 348. 
31  See Harper & Row v Nation Enterprises, 471 US 539 at 566, 195 S Ct 2218 (1985) [Harper & Row]. 
32  Leval, supra note 7 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 impair the bookôs potential market, but 
this would not be a relevant factor under this inquiry.33 

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 material, does 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 to qualify for 
protection under the fair use exception. 

V. FAIR USE IN CANADA ï THE CONCEPT OF FAIR DEALING 

Canada has not adopted the American fair use doctrine exception. 
Rather, following the lead of the UK, Canada has enacted the fair dealing 
exception to the law of copyright. Fair dealing is ñthe right, within limits, 
to reproduce a substantial amount of copyrighted work without 
permission from, or payment to, the copyright owner.ò34 Canada first 
introduced fair dealing in 1921, when the Canadian government adopted 
section 2(1) of the Copyright Act 1911 (UK).35 This exception has been 
amended three times since.36 The fair dealing exception currently states: 

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

29.1 Fair dealing for the 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, 

                                                            
33  Ibid at 1125. 
34  Canadian Association of University Teachers, ñFair Dealingò Intellectual Property Advisory No 3 

(December 2008) at 1, online: CAUT <http://www.caut.ca> [CAUT]. 
35  1911 (UK), c 46. 
36  DôAgostino, supra note 25 at 318. 
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   (ii) performer, in the case of a performerôs performance, 

   (iii) maker, in the 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 performerôs performance, 

   (iii) maker, in the case of a sound recording, or 

(iv) broadcaster, in the case of a communication signal.37 

Much like fair use, fair dealing counterbalances the rights of creators 
of original works with the interests of the public at large. Indeed, fair 
dealing ñadvance[s] the general diffusion of literature and promote[s] the 
public interest,ò38 and is needed because innovation is often based on 
existing copyrighted works.39 

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 U.S. Copyright Act.40 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, i.e., research or private study, criticism or review, 
and news reporting; (2) the action was fair; and (3) that, in relation to 
criticism or review and news reporting, there was acknowledgement of the 

                                                            
37  Copyright Act, supra note 4, ss 29-29.2. 
38  DôAgostino, supra note 25 at 312.  
39  See e.g., Mark Fassen, ñAmending Fair Dealing; A Response to Why Canada Should Not Adopt 

Fair Useò (2010) Windsor Rev Legal Soc 71 (WL) [Fassen] at 74, citing Alex Cameron & Robert 
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source.41 Additionally, unlike fair use, the fair dealing exceptions found in 
sections 29-29.2 of the Copyright Act are exhaustive rather than suggestive. 
This has led to the criticism that fair dealing is weak and overly 
restrictive.42 The conflict between the importance of the fair dealing 
exception and its apparently restrictive nature came to a head in the 
Supreme Court of Canada decision of CCH Canadian Ltd v Law Society of 
Upper Canada.43 

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 Society of Upper Canada maintained and operated the Great 
Library at Osgoode Hall in Toronto, which contained self-service 
photocopiers for use by its patrons.44 CCH 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 materials.45 

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 Court unanimously held that ñresearchò must be given 
a large and liberal interpretation in order to ensure that usersô rights are 
not unduly constrained.46 Thus, research was not limited to non-
commercial activities, but included ñ[r]esearch for the purpose of advising 
clients, giving opinions, arguing cases, [and] preparing briefs and 
factums.ò47 The Court also expanded upon what would classify as ñfairò in 
the context of fair dealing. This decision enumerated six factors that could 
provide a useful analytical framework to govern determinations of fairness 
in future cases.48 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 dealing in the twin decisions Society of Composers, 

                                                            
41  DôAgostino, supra note 25 at 319. 
42  Ibid at 309. 
43  CCH, supra note 1. 
44  Ibid at 1. 
45  Ibid at 2. 
46  Ibid at 51. 
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48  Ibid at 53. 
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Authors and Music Publishers of Canada (SOCAN) v Bell Canada49 and Alberta 
(Education) v Canadian Copyright Licencing Agency (Access Copyright).50 At 
issue in SOCAN was whether musical previews on commercial Internet 
sites constituted ñfair dealingò under the Copyright Act.51 The unanimous 
court held that the 30 to 90 second clips constituted ñresearchò as 
reasonably necessary in helping consumers decided what to purchase. In 
Alberta (Education), the court considered whether the photocopying of 
materials by teachers for students fell under the ñresearch or private studyò 
exception. In the 5-4 decision, the majority held that photocopying short 
sections of copyrighted textbooks for student use did constitute fair 
dealing.  

iii.  The Purpose of the Dealing 
The purpose of the dealing will be fair if it is one of the allowable 

purposes under sections 29-29.2 of the Copyright Act. These include 
research, private study, criticism or review, and news reporting. These 
purposes should not be given a restrictive interpretation as this could 
result in unwarranted restrictions on usersô rights.52 In the 2012 SOCAN 
decision, the court refused to narrow the definition of óresearchô and 
affirmed the generous interpretation laid down in CCN. Furthermore, the 
Alberta (Education) decision gave a wide interpretation to the concept of 
óprivate studyô. The court held that ñthe word óprivateô in óprivate studyô 
should not be understood as requiring users to view copyrighted works in 
splendid isolation.ò53 

iv. The Character of the Dealing 
To assess the character of the dealing, courts should examine how the 

works were dealt with.54 If multiple copies of the works are being 
distributed it will tend to be unfair.55 Conversely, single copies of works 
used for specific purposes may lead to a determination that the use of the 
copyrighted work is permitted under the fair dealing exception.56 This 

                                                            
49  SOCAN, supra note 22. 
50  2012 SCC 37 [Alberta (Education)]. 
51  SOCAN, supra note 22 at 1. 
52  CCH, supra note 1 at 54. 
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54  CCH, supra note 1 at 55. 
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factor was central in the 2012 Alberta (Education) decision. The majority 
characterized the copying for the purposes of a studentôs private study, and 
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 unfair. Rothstein J argued, ñthe expression 
óprivate studyô cannot have been intended to cover situations where tens, 
hundreds, or thousands of copies are made in a school, school district or 
across a province as part of an organized program of instruction.ò57 

v. The Amount of the Dealing 
The quantity of the work taken will not be determinative of fairness, 

but it can help in the determination.58 Much 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 in SOCAN where the court held that the 
óamountô factor should be assessed by looking at how each dealing occurs 
at an individual level, not on the aggregate use.ò59 

vi. Alternatives to the Dealing 
ñIf there is a non-copyrighted equivalent of the work that could have 

been used instead of the copyrighted work, this should be considered by 
the court.ò60 In Alberta, the majority found that having the Board buy 
sufficient copies of every text, magazine, and newspaper relied on by a 
teacher for every student was a ñdemonstrably unrealistic outcome.ò61 
However, the dissent held, ñthe fact that there are no non-copyrighted 
alternatives to the dealing does not automatically render the dealing 
fair.ò62 

vii. The Nature of the Work 
This factor concerns the nature of the original copyrighted work 

which examines ñwhether the work is one which should be widely 
disseminated.ò63 If the work in question was confidential, it may favour a 
                                                            
57  Alberta (Education), supra note 50 at 48. 
58  CCH, supra note 1 at 56. 
59  SOCAN, supra note 22 at 42.  
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finding that the dealing was unfair.64 Although this factor is not 
determinative, it 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.65 
Although this is an important factor, it is not the most important factor 
that the courts should consider.66 To 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 practice.67 Thus, if a 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, stage of the fair dealing analysis. 

VI. CCH AND THE IMPORTANCE OF FAIR DEALING 

The Supreme Court also expanded on the importance of fair dealing 
within the context of Canadian copyright law. The Court held that ñthe 
fair dealing exception is perhaps more properly understood as an integral 
part of the Copyright Act than simply a defence.ò68 Additionally, the Court 
stated that the fair dealing exception is a ñuserôs right.ò69 Nevertheless, 
how should this be accomplished? According to the unanimous Court, 
ñ[i]n order to maintain the proper balance between the rights of a 
copyright owner and usersô interests, [fair dealing] must not be interpreted 
restrictively.ò70 The question has thus become how can usersô rights to fair 
dealing be interpreted broadly while being subject to the exhaustive list of 
exceptions found in sections 29-29.2 of the Copyright Act? Some 
commentators have taken this statement to mean that new exceptions can 
and should be incorporated into the Copyright Act.71  
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66  Ibid. 
67  DôAgostino, supra note 25 at 326. 
68  CCH, supra note 1 at 48. 
69  Ibid. 
70  Ibid. 
71  See DôAgostino, supra note 25 at 338; Emir Aly Crowne Mohammed, ñParody as fair dealing in 

Canada: a guide for lawyers and judgesò, (2009) 4 Journal of Intellectual Property Law & 
Practice 468 at 468, cited in Graham Reynolds, ñNecessarily Critical? The Adoption of a Parody 
Defence to Copyright Infringement in Canadaò, (2009) 33:2 Man LJ 243 at 244. 



88  ASPER REVIEW XII  

C. National Consultation on Copyright Policy 
The concept of fair dealing as enunciated by the Supreme Court in 

CCH seems reasonable. It does conflict however, with the restrictively 
worded fair dealing provisions in the Copyright Act, which only includes a 
limited number of categorical exceptions.72 As a result, on July 20, 2009, 
the federal government, led by Industry Minister Tony Clement and 
Canadian Heritage Minister James Moore, instituted the first national 
public consultation on copyright policy in eight years.73 This consultation 
was designed to gauge what reforms would, in the opinion of the average 
Canadian, best foster innovation, creativity, competition and 
investment.74 

A previous consultation, conducted in 2001, generated approximately 
700 responses, and was considered successful.75 The 2009 consultation, on 
the other hand, was an unequivocal success. It generated ñover 8000 
submissions, two packed town halls, nearly a dozen roundtables, 
thousands of comments in an online discussion forum, and hundreds of 
news articles, blog postings, and tweets.ò76 These submissions included 
maintaining the status quo, adopting fair use, adding additional 
exceptions to the fair dealingôs exhaustive list, and adding the words ñsuch 
asò to section 29 to make the examples illustrative rather than exhaustive.  

D. Bill C-11  
Bill C-11 is a set of amendments to the Copyright Act proposed by the 

federal government.77 This bill covers a variety of issues, but the 
amendments relevant to fair dealing are found in clause 21 which states, 
ñSection 29 of the Act is replaced by the following: 

29. Fair dealing for the purpose of research, private study, education, 
parody or satire does not infringe copyrightò [emphasis in original].78  

                                                            
72  Michael Geist, ñMy Fair Copyright for Canada Principlesò, Michael Geist Blog (17 January 2008) 

online: Michael Geist <http://www.michaelgeist.ca/content/view/2572/125/>. 
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As clause 21 of Bill C-11 indicates, in light of CCH, the federal 
government has proposed to add further exceptions to the exhaustive list 
found in sections 29-29.2 of the Copyright Act. This appears to be contrary 
to the Supreme Courtôs holding in CCH that fair dealing must not be 
interpreted restrictively. Does Bill C-11 represent the best way to address 
fair dealing going forward? 

VII.  EXPANDING FAIR DEALING OR ADOPTING FAIR USE ï 
WHICH IS BEST FOR CANADA? 

At the most basic level, both fair dealing and fair use attempt to 
accomplish the same goal. Both moderate creatorsô monopolies over their 
copyrighted works by allowing the public to use these works, without 
permission, in appropriate circumstances.79 Many submissions to the 
National Consultation on Copyright Policy recommended either expanding 
the fair dealing exception or adopting the U.S. doctrine of fair use.80 What 
is clear is that any changes to the law should reflect the changing nature of 
Canadian society; a society that is increasingly using copyrighted materials 
in interactive, creative and transformative ways.81 

A. Adopting Fair Use 
Unlike fair dealing, fair use is referred to as an open-norm model.82 

This is because the list of purposes provided in the U.S. Copyright Act is 
non-exhaustive. This allows American courts to expand the exception to 
suit the ever-evolving nature of business, technology and social practices. 83 
Although any fair dealing must fit into at least one of six pre-determined 
categories these are not defined in the Canadian Copyright Act.84 This was 
evident in the CCH decision, where the definition of ñresearchò was at 
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 
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source, and the name of the author, performer, broadcaster or maker must 
be mentioned.85 This is not a requirement under the fair 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 use in Canada however, could have several drawbacks. 
Fair use can lead to uncertainty amongst both copyright owners and users. 
This uncertainty could lead to expensive litigation.86 Even worse, this 
uncertainty could lead to a óchilling effectô whereby users are afraid to take 
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 into between copyright holders and users of 
their copyrighted works.87 

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 in favour of 
targeted reforms to fair dealing.88 The reasons for these rejections included 
international treaty compliance and the lack of lengthy judicial 
interpretation that has served to provide American courts with 
clarification and boundaries.89 

B. Expanding Fair Dealing 
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 change.90 There are two basic options for expanding fair 
dealing: the ñnew exceptionsò approach and the ñsuch asò approach.  
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i. The ñNew Exceptionsò Approach 
The federal government, in clause 21 of Bill C-11, has adopted the 

ñnew exceptionsò approach.91 This approach entails legislating new 
exceptions for fair dealing, namely, education, parody and satire. The 
inflexible nature of the exceptions remains, but the list of allowable 
purposes has been expanded.92 This rigid approach has a possible benefit; 
it would address the uncertainty at the root of the ñchilling effectò that 
opponents of fair use fear, by clarifying what dealings are considered fair. 
However, due to the rapid nature of societal changes, the new exceptions 
list risks being ñpast its best before dateò relatively quickly.93 In fact, this 
issue contributed to the need for the 2009 National Consultation on 
Copyright Policy. 

ii. The ñSuch Asò Approach 
The ñsuch asò approach entails adding the words ñsuch asò or 

ñincludingò to section 29 of the Copyright Act. This would transform the 
present exceptions into a suggestive list rather than an exhaustive one.94 
Rather than being limited by the confines of the legislation, courts would 
be able to create new exceptions as long as they (1) qualified as ñfairò and 
(2) conformed to the purposes of the Copyright Act by encouraging 
creativity. This approach 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 arise.95 The disadvantage, 
however, would be that the possibility for uncertainty could lead to the 
same ñchilling effectò as the fair use exception. This would have a negative 
effect on creativity and innovation. 

iii.  Would the ñSuch Asò Approach Lead to a óChilling Effectô? 
Opponents of the ñsuch asò approach suggest that it could lead to a 

ñchilling effectò in the marketplace of ideas because users might not want 
to take advantage of an uncertain exception which could possibly lead to 
litigation.96 However, would the ñsuch asò approach lead to this ñchilling 
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effectò any more than the ñnew exceptionsò approach would? As the 
Supreme Court held in CCH, ñ[i]n order to maintain the proper balance 
between the rights of a copyright owner and usersô interests, it [fair 
dealing] must not be interpreted restrictively.ò97 In light of this, the Court 
greatly expanded the óresearchô exception to include research done for 
financial profit. Additionally, in the case Productions Avanti Ciné-Vidéo Inc. 
c. Favreau, the Quebec Court of Appeal held, ñ[p]arody normally involves 
the humorous imitation of the work of another writer, often exaggerated, 
for purposes of criticism or comment.ò98 Parody is now included as one of 
the enumerated exceptions under section 29. However, the CCH decision 
seems to recommend judicial discretion in the expansion of the fair 
dealing exception, not in the number of enumerated purposes, but in the 
scope. This broad and liberal approach to the exhaustive exceptions could, 
therefore, lead to the same level of uncertainty as adopting the ñsuch asò 
approach. 

VIII.  WHICH APPROACH BEST SUITS CANADA? 

The approach that best suits Canada is the ñsuch asò approach to 
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 this doctrine 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 is not something that should be abandoned. 
The ñnew exceptionsò approach advocated by the federal government 

is inflexible and thus not in the best interest of Canadians. Technological 
and societal advancements can quickly limit its effectiveness. Furthermore, 
it is not in line with the CCH decision, which held that the fair dealing 
provision should not be interpreted restrictively, but in a broad and liberal 
manner.  
This leaves the ñsuch asò approach. This approach allows for judicial 

discretion in the face of societal progress as it is technologically neutral.99 
Many of those who made submissions to the National Consultation on 
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Copyright Policy also favoured it.100 This approach, coupled with the 
sourcing requirement, could lead to a larger potential market for 
copyrighted materials. As discussed above, this approach would lead to no 
more uncertainty than the ñnew exceptionsò approach, as the possibility 
for uncertainty is present in each. Finally, judicial discretion would not be 
absolute, as any court would first need to find that the fair dealing was in 
fact ñfairò by applying the six factors enumerated in CCH. The ñsuch asò 
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 of 
copyright infringement becomes more difficult to interpret and address.101 
Prior to the digital age, 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 manner.102 Consumers who believed that they could do whatever 
they wanted with content that they had purchased could disseminate it on 
the internet.103 The widespread popularity of the internet has led to 
confusion concerning the law of copyright, as evidenced in the Supreme 
Court of Canada decision Robertson v Thompson Corp.104 

Robertson v Thompson Corp. was concerned with whether newspaper 
publishers were entitled to republish freelance articles in electronic 
databases without consent or compensation.105 The Court recognized that 
advancements in computer technology had significantly altered the 
newspaper industry. Databases that were once kept in paper-filled 
ñmorguesò are now being kept in online databases.106 The Court held that 
the transfer of articles from their newspaper format to Info Globe Online 
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(the online database) was no mere conversion of the newspaper from the 
print realm to the electronic world.107 This was because the online 
database compiled individual articles and presented them outside of the 
context of the original newspaper. This, in the Courtôs opinion, led to the 
creation of a new collective work, not just a reproduction of an existing 
collective work.108 Newspaper publishers do not have the right to 
reproduce the work of freelance authors outside of their collective works ï 
the newspapers themselves. 

X. FACTORS IN DETERMINING FAIR DEALING: REVISITED 

Much like the current fair dealing exception, several of the six factors 
enumerated in CCH for determining whether or not a dealing is fair have 
become less relevant in the face of rapid technological 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 ñsuch asò approach to amending fair dealing. These 
proposed changes are based heavily on the copyright law of the United 
States, and not the copyright laws of Canadaôs commonwealth partners. 
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 approach.109 

1. The Purpose of the Dealing 
Currently, the purpose of the dealing will be fair if it is one of the 

allowable purposes under sections 29-29.2 of the Copyright Act.110 Under 
the broader ñsuch asò approach, however, dealings could be considered 
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 fits within 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 public.111 As such, it would be wise to integrate the 
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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, ñ[t]he use must be productive and must employ the quoted 
matter in a different manner or for a different purpose from the 
original.ò112 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 confidentiality. Technological 
advancements, however, have led to a new concern. In recent years, 
ñdigital locksò or ñtechnological protection measuresò have grown in 
popularity. These locks are designed to prevent users from improperly 
using copyrighted materials. In response to this trend, new technologies 
have emerged to circumvent these locks, which have become a serious 
concern of the federal government. Clause 47 of the proposed Bill C-11 
would amend section 41113 of the Copyright Act by adding, ñ[n]o person 
shall . . . circumvent a technological protection measure within the 
meaning of paragraph (a) of the definition of ñtechnological protection 
measureò in section 41.ò114 If this provision becomes part of the law of 
copyright in Canada, whether the person creating the dealing 
circumvented any ñtechnological protection measuresò should be 
considered under this factor to determine if the dealing was fair. 
It is still possible that all digital works will adopt ñtechnological 

protection measuresò to prevent copyright infringement. If this were to 
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 
ñtechnological protection measuresò under the ñNature of the Workò 
factor may be severely diminished in the near future. It is important, 
however, not to become too fixated on the particulars of technologies, as 
copyright laws should be technologically neutral since technology-specific 
provisions can become outdated.115 If anything, this example accurately 
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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 copies of 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 important consideration when considering dealings posted to the 
internet. Notably, section 107 in the U.S. Copyright Act116 does 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 U.S. Copyright Act, 

several American courts have considered whether the alleged infringer of a 
copyrighted work demonstrated good faith.117 This factor could be highly 
relevant in a case that is currently proceeding through the American 
judicial system. In 2008, artist Shepard Fairey used a photograph, 
copyrighted by the Associated Press, to create the now famous ñHopeò 
image of President Barack Obama.118 This image led to sales of hundreds 
of thousands of posters and stickers.119 The Associated Press began 
litigation for copyright infringement against Fairey in early 2009.120 
Although the poster in question is highly transformative of the 
copyrighted photograph, a finding of fair use has become increasingly 
unlikely due to Faireyôs handling of the situation. When launching a pre-
emptive lawsuit against the Associated Press, Fairey claimed that his poster 
was based on a photograph of Obama seated next to actor George 
Clooney.121 After Fairey filed his lawsuit, however, he admitted that he 
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submitted false images and deleted other images in order to conceal his 
actions.122 
The term ófair dealingô implies that the dealing in fact, should be fair. 

Users should not be permitted to rely on the fair dealing exception 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 any fair 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 Bill C-11 
greatly expand this exception, as evidenced by the previous case study, a 
more flexible approach is preferable. Canada should adopt the ñsuch asò 
approach instead of adopting fair use or Bill C-11ôs ñnew exception 
approach.ò Not only would the ñsuch asò approach allow for judicial 
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 lead to a ñchilling effectò in the actions of Canadians 
than the ñnew exceptionsò approach would.  

The six factors for determining fair dealing that were enumerated in 
CCH would serve as safeguards to protect copyright holders from excessive 
judicial discretion. However, these factors also risk becoming outdated. 
Specifically, ñThe Character of the Dealingò factor, which involves a 
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 preferable to adopt the six 
amended factors recommended in this paper. The proposed changes serve 
to reign in judicial discretion, thereby helping to prevent the ñchilling 
effectò on the marketplace of ideas, while remaining flexible in the face of 
further technological improvements. Canadian copyright law needs a way 
forward, and the ñsuch asò approach, in combination with the six 
amended CCH factors, provides the best possible solution for the fair 
dealing exception. 
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Justifying Patent Harmonization 

D O N G W O O K  C H U N *  

I. INTRODUCTION  

ATENT SYSTEMS ARE DESIGNED FOR MOTIVATING INNOVATION , 
encouraging development, and incentivizing inventions.1 Initially, 
the effectiveness of patent law was limited to national boundaries so 

as to motivate innovative local activities.2 Later, the concern grew beyond 
national boundaries with the expansion of international trade.3 
Arguments to harmonize domestic patent laws at the international level 
have attracted substantial attention.4 As intellectual property (IP) grows as 
a component of trade, the costs are soaring for worldwide protection of 
patents.5 Inventors also bear increasing frustration due to the need to 
pursue multiple actions in several countries.6 Under the bedrock principle 
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of territoriality, successive litigations can trigger different applications of 
patent norms to the same set of facts, which can lead to conflicting 
judgments and potentially irreconcilable outcomes.7 The Paris Convention 
was a reflection of this concern, but the dramatic turning point 
concerning international patents was the Trade-Related Aspects of 
International Property Rights (TRIPs)8, which establishes strong principles 
that applied to all members of the World Trade Organization (WTO).9 
TRIPs had a significant impact as they signaled the inevitability of a more 
harmonized and global patent system.10 

In the post-TRIPs 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 
opposition, TRIPs became increasingly problematic for many developing 
states.11 Since intellectual assets emerged as one of the most important and 
valuable assets for economic development, developing countries realized 
the importance of higher IP protection. Accordingly, 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 developing countries to sign ñTRIPs-plusò 
bilateral agreements containing higher standards than those found in 
TRIPs, such as patent term extensions or limits on compulsory licenses, 
and limits on parallel importing.12 In 2000, several industrialized states 
helped the World Intellectual Property Organization (WIPO) initiate an 
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international discussion about the Substantive Patent Law Treaty (SPLT) to 
realize the adoption of identical rules granting and enforcing patents. As a 
result, there is a growing belief among developing countries that the 
international patent system and patent harmonization should be resisted 
rather than embraced.13  

This paper first investigates the relationship between intellectual 
property, mainly patents, and the free trade argument. Based on the 
critique of current recognition of IP in connection with free trade, this 
paper suggests new justification for patent harmonization from different 
perspectives. Finally, based on this new approach, this paper revisits 
several TRIPs provisions and proposes new approaches for the mutual 
benefit of all participating countries.  

II.  FREE TRADE AND PATENT HARMONIZATION  

It has been argued that patent harmonization is indispensable for 
global free trade and the TRIPs agreement is a part of the WTO treaties. 
Some countries claim that shortcomings in availability and enforcement of 
intellectual property rights (IPRs) constitutes a barrier to trade, as 
potential exports by inventors or creators may be prevented or diminished 
by counterfeit versions of their products in foreign markets.14 For example, 
if a country had no IP protection, then presumably that country would be 
a source for counterfeit goods. Some of these goods would then find their 
way into markets where there is IP protection. Thus, a heavier burden 
would be placed on border monitoring of imports. This monitoring would 
impose a cost on international trade that would be avoided with a certain 
minimum level of IP protection in all countriesðso that IP rights holders 
could try to stop the counterfeiting at its source, instead of the less 
efficient method of blocking the exports of goods to countries with IP 
protection. Supporting this argument, it was stated that: 

[T]rade distortions and impediments were resulting from, among other 
things: the displacement of exports of legitimate goods by unauthorized 
copies, or of domestic sales by imports of unauthorized copies; the 
disincentive effect that inadequate protection of intellectual property 
rights had on inventors and creators to engage in research and 
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development and in trade and investment; the deliberate use in some 
instances of intellectual property right protection to discourage imports 
and encourage local production, often of an inefficient and small-scale 
nature; and the inhibiting effect on international trade of disparities in 
the protection accorded under different legislations.15 

In line with this argument, the preamble's chapeau of TRIPs 
highlights the reduction ñof distortions and impediments to international 
tradeò as the main target of the Agreement.16 This statement suggests that 
improving the protection of IPRs could contribute to such a reduction.17 
Because free trade is theoretically beneficial to all participating countries, 
this theory suggests that a harmonized patent law would contribute to the 
removal of trade barriers and to the free movement of resources, which 
benefits all countries involved.  

The tensions caused by differences in IPRs as a barrier to trade are 
contemplated in Article XX(d) of the GATT18, which permitted GATT 
Contracting Parties to justify trade restrictions imposed by IPRs.19 
Specifically, GATT Article XX, General Exceptions states: 

Subject to the requirement that such measures are not applied in a 
manner which would constitute a means of arbitrary or unjustifiable 
discrimination between countries where the same conditions prevail, or 
a disguised restriction on international trade, nothing in this Agreement 
shall be construed to prevent the adoption or enforcement by any 
contracting party of measures: 

(d) necessary to secure compliance with laws or regulations which are 
not inconsistent with the provisions of this Agreement, including those 
relating to . . . the protection of patents, trademarks and copyrights . . .20 

In addition, intellectual property is not necessarily related to the 
movement of goods. This argument becomes more apparent when one 
compares the core provisions of national treatment (NT) and most-
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favored-nation (MFN) between GATT, the treaty governing free movement 
of goods, and the treaty of intellectual property. In GATT, these 
provisions are linked to the product or production. However, similar 
provisions in TRIPs do not have reference to products. Rather, it says that 
nationals of different countries should be treated the same (NT) or most-
favorably (MFN). This comparison obviously shows that intellectual 
property is not related to the movement of goods, but to personal rights. 

Table 1: Comparison between GATT and TRIPs  

 GATT TRIPs 
National 
Treatment (NT) 

Article III. 1 . The contracting parties 
recognize that internal taxes and other 
internal charges and laws, regulations, 
and requirements . . ., should not be 
applied to imported or domestic 
products so as to afford protection to 
domestic production. 

Article 3.1 Each Member shall 
accord to the nationals of other 
Members treatment no less favorable 
than that it accords to its own 
nationals with regard to the 
protection of intellectual property . . 
. 

Most Favored 
Nation (MFN) 

Article I. 1. With respect to customs 
duties and charges of any kind . . . , any 
advantage, favour, privilege or 
immunity granted by any contracting 
party to any product originating in or 
destined for any other country shall be 
accorded immediately and 
unconditionally to the like product 
originating in or destined for the 
territories of all other contracting 
parties 

Article 4. With regard to the 
protection of intellectual property, 
any advantage, favour, privilege or 
immunity granted by a Member to 
the nationals of any other country 
shall be accorded immediately and 
unconditionally to the nationals of all 
other Members. . . 

In short, the rational for patent harmonization should be very 
different from that for free trade. As a result, patent rights are not 
necessarily related to comparative advantage. In other words, in contrast 
to free trade of goods or services, the reduction of distortions and 
impediments by intellectual property will not necessarily result in the same 
benefits for all participating countries. Specifically, under the concept of 
comparative advantage, the neoclassical theory of trade suggests that 
ñfurther liberalization will, with certain defined exceptions, always be 
beneficial both to the domestic economic welfare of the liberalizing state 
and to global economic welfare.ò21 With respect to IP protection, however, 
ñthe case cannot be stated in these terms, as a requirement of 
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strengthened protection could increase economic welfare in some 
countries while reducing it in others, in at least some sectors.ò22 Based on 
this observation, Trebilcock and Howse argues that ñthe conclusion that 
stronger intellectual property protection may benefit some countries but 
not others suggests a fundamental difference between the theoretical case 
for trade liberalization and the case for mandating high levels of IP 
protection throughout the world.ò23 Bhagwati supports this idea by 
arguing that ñTRIPs has distorted and deformed an important multilateral 
institution, turning it away from its trade mission.ò24 In short, patent 
harmonization cannot be justified from the trade theory perspective, and 
political pressure to implement patent harmonization would result in a 
growing belief among developing countries that the international patent 
system and patent harmonization is a coerced agreement that should be 
resisted rather than embraced.25  

III.  JUSTIFYING PATENT HARMONIZATION BASED ON THE 

PATENT THEORY 

As discussed in the previous section, patent harmonization would not 
be justifiable by the framework of international trade. Theoretically, the 
WTO regime is designed to motivate free trade that will consequentially 
benefit all participating countries. However, with respect to patent 
harmonization, there is a strong possibility that some countries will be 
damaged whereas others will benefit. This is a fundamental theoretical 
difference between international trade and patent harmonization, and it is 
necessary to find a satisfactory justification for patent harmonization. This 
paper seeks guidance from the patent theory of utilitarianism that has 
been applied as the principal philosophical theory to the protection of 
utilitarian works or technological inventions.26  
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A. Patent System in a Closed Economy 
Utilitarian theorists have generally endorsed the creation of 

intellectual property rights as an appropriate means to foster innovation, 
subject to the caveat that such rights are limited in duration so as to 
balance the social welfare loss of monopoly exploitation.27 In other words, 
patent law is designed to strike a balance between its utility by 
incentivizing local inventors and benefiting society by disclosing the 
description and disutility from the monopoly by granting the exclusive 
rights of patents. Based on this analysis, one can determine that the 
consequential social utility in a closed economy is the difference between 
domestic invention and domestic monopoly on ideas. 

Social Welfare in a Closed Economy = Domestic Innovation ï Domestic Monopoly 

Under the current patent law system, a domestic patent system is 
believed to produce a net social gain because the social benefits of this 
increased rate of invention are large enough to more than offset the costs 
of patenting.28 Moy elaborates this point as follows: 

Each unit of increased cost imposed on domestic consumers provides a 
unit of increased revenue to domestic industry. Evaluating such a patent 
system therefore involves, in large part, estimating the amount of 
increased invention that will actually result from a given increase in 
expected revenue. In addition, the increased resources diverted to a 
domestic patent owner are not wholly lost to the domestic economy. 
Rather, the domestic patent owner generally will reinvest all or a part of 
those resources, thereby mitigating the cost of patenting to some 
degree.29 

B. Change in the Patent System in an Open Economy 
In a closed economy, this utility-balancing mechanism works well 

because the domestic effects of these costs and benefits of patent systems 
were linked together relatively tightly.30 The advent of an open economy 
changed this mechanism and brought into consideration two elements: 
the monopoly and spill-over effects of a foreignerôs patent rights. First, 
there is a welfare loss caused by foreigners who obtain a patent. Foreigners 
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who obtain a patent can often exercise their exclusionary power regardless 
of whether that exercise is closely related to local economic benefits. For 
example, assume that a foreign inventor from country B obtains a patent 
in country A, but exploits the advance through producing or óworking the 
patentô, not in country A, but in his or her own country B. In this 
situation, according to Moy, domestic industry in the inventor's own 
country, B, receives increased profits from patenting, so higher prices are 
imposed on consumers in foreign country A without giving any benefit to 
country A.31 For this reason, by the late 1880s, national governments and 
economists determined that these differences between national patent 
systems could be used as tools to manipulate national wealth, because they 
realized that granting patents to foreign nationals generally resulted in a 
net outflow of national wealth.32 As a result, international patent 
transactions reallocate wealth away from the granting country and into the 
country of the patent owner.33  

There might be some positive effects, however, by motivating an 
inflow of foreign direct investment (FDI) and technology transfer. It is 
true that ñFDI . . . is seen as key determinants for economic development 
and poverty reduction in developing countries.ò34 Specifically, according 
to Hassan, Yaqub, and Diepeveen, ñinward FDI can generate important 
spillovers for developing economies, resulting in the upgrading of 
domestic innovative capacity, increased R&D employment, better training 
and support to education.ò Stronger IPRs in developing countries can 
help motivate FDI inflow because they can eliminate worries about losing 
their rights through non-market-based channels, especially reverse 
engineering and imitation. Stronger IPRs can also encourage international 
technology transfer through market-based channels, particularly licensing, 
at least in countries with strong technical absorptive capacities.35  

The welfare function of the patent system should be modified in an 
open economy considering the monopoly and spill-over effects that a 
foreignerôs patent has. It should be noted that patent rights are not the 
right to use, but the right to exclude, so the welfare loss by a foreign 

                                                            
31  Moy, supra note 28 at 475. 
32  Janice Muller, Patent Law, 3d ed (New York: Aspen Publishers, 2009) at 526 ï 527; see also ibid.  
33  Moy, supra note 28 at 475. 
34  Emmanuel Hassan, Ohid Yaqub, & Stephanie Diepeveen, Intellectual Property and Developing 

Countries: A review of the literature, (Cambridge: Rand Europe, 2010), online: Rand 
<http://www.rand.org/pubs/technical_reports/2010/RAND_TR804.pdf>. 

35  See ibid. 



Justifying Patent Harmonization  107 

monopoly is generally assumed when foreigners obtain a patent. However, 
positive spillover effects cannot be generalized because they vary case by 
case. Thus, we can see that the balancing mechanism is far more 
complicated in a globalized economy. In short, the modified social welfare 
function is as follows: 

Social Welfare in an Open Economy = Domestic Innovation Gain ï 
Domestic Monopoly costs ï Foreign Monopoly costs + Spillover effects Gain  

C. Utilitarian Justification for Patent Harmonization 
According to this theory, harmonization can be justified only when 

harmonization increases the social welfare of each country that joined the 
scheme of harmonization. In other words, one country can consider the 
otherôs patent law if this consideration results in maximizing social utility. 
If multiple states agreed on the fact that harmonization could increase 
their social utility, harmonization would be justified and realized 
smoothly.  

The essential task in discussing a mid-level principle is to develop a 
more precise and administrable standard of efficiency in the international 
context. Although one might define ñglobal welfareò by summing up the 
utility of each country, the argument for maximizing aggregate global 
wealth cannot be valid in the global context because one countryôs welfare 
cannot be sacrificed for the welfare of the other. In other words, patent 
harmonization would not be satisfactory if any one participating countryôs 
utility is consequentially worse off than before. Rather, it can be efficient 
only when harmonization increases the welfare of each country. This can 
be realized in only two cases: 1) Pareto improvement where harmonization 
harms no one and helps at least one state by making each social utility 
increase or be sustained in all participating countries; and 2) Kaldor-Hicks 
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.36  

 
 

                                                            
36  Investopedia, ñDefinition of óPareto Improvementôò, online: Investopedia 

<http://www.investopedia.com/terms/p/ paretoimprovement. asp#axzz1ofNkit9S>. 



108  ASPER REVIEW XII  

Figure 1: Pareto and Kaldor-Hicks Improvement37  

 

The first case is very simple. If harmonization can lead to an increase 
of social utility in each country, harmonization is good in the utilitarian 
sense. This is a classic example of Pareto improvement in the sense that a 
change in the allocation of a resource to a set of countries is an 
improvement for at least one and no worse for any other. As a result, 
maximization of social welfare in each country is achieved and all 
countries will agree to change their patent laws through harmonization. 
The second case of Kaldor-Hicks improvement is a more complicated 
process, realizing maximization through compensation. Under Kaldor-
Hicks criterion, one state of affairs is preferred to a second state of affairs 
if, by moving from the second to the first, the "gainer" from the move can, 
by a lump-sum transfer, compensate the "loser" for his loss of utility and 
still be better off.38 In this case, the compensation from the one who is 
better off to the other who is worse off will result in increasing the social 
utility in each country. Then, each country can agree on the compensation 
and improvement mechanism; as a result, patent harmonization can be 
implemented efficiently.  
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IV. JUSTIFYING PATENT HARMONIZATION BASED ON THE 

UTILITARIAN THEORY 

In the previous section, the paper argues that patent harmonization 
cannot be justified by the neo-classic trade theory and it ñmust be justified 
instead as a fair bargain or trade-off between the competing or conflicting 
economic interests of different states.ò39 In other words, patent 
harmonization can be justified by the utilitarian theory only when it can 
provide higher utility and when this modified welfare function after 
harmonization falls into Pareto optimal or Kaldor-Hicks improvement. 
However, it is obvious that patent harmonization is not necessarily Pareto-
superior.40 In addition, it is highly questionable whether ñ[patent 
harmonization] is even Kaldor-Hicks efficient.ò41 Thus, this chapter 
investigates the application of the theory into actual international 
cooperation. Specifically, this section will justify major IP treaties that have 
been concluded by distinguishing between them as focusing on 
substantive harmonization and procedural harmonization. 

A. Substantive Harmonization and Procedural Harmonization 
Patent law harmonization can be classified into a procedural or 

substantive focus. Procedural issues deal with forms and processes to file 
applications, whereas substantive cooperation covers standards and rules 
for granting and enforcing patents. For example, TRIPs is a famous treaty 
based on substantive harmonization, whereas the Patent Cooperation 
Treaty (PCT) focuses on procedural harmonization.  

Substantive harmonization is often called ñdeep harmonization,ò 
concerning not just the drafting, filing, and examination of patent 
applications, but also the cornerstone requirements of patentability.42 
Specifically, ósubstantive harmonizationô means the adoption of similar 
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 requirement for an ñinventive stepò (non-
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obviousness).43 It would also entail an agreement on the priority of 
inventorship (whether a patent is awarded to the first to invent or the first 
to file), and whether inventors will be accorded a grace period permitting 
publication prior to filing.44 Moreover, this substantive harmonization 
requires comprehensive attention to many post-grant issues, such as 
enforcement and remedies.45 The anticipated advantage of this 
harmonization is the simple and rapid procedures, simplicity of access, 
proximity to courts, legal clarity, and predictability.46 In this sense, 
substantive harmonization involves essential elements for the ultimate goal 
of harmonizationðone patent application and global protection.  

Procedural harmonization, on the other hand, focuses on providing a 
filing tool for applicants to file foreign patents and suggesting a route for 
other patent offices for effective processing of patent applications if they 
are willing to exploit work done by others.47 Thus, procedural 
harmonization deals with requirements relating to form and methods of 
patent applications. It does not deal with requirements of patentability in 
substantive patent law; rather, it focuses on providing tools which allow 
many countries to effectively deal with the requirements of their 
substantive patent laws.  

B. Substantive Patent Harmonization within WTO 
WIPO, the specialized UN agency that deals with Intellectual Property 

Rights, initiated a discussion on IP harmonization beginning in the 19th 
century and now administers two of the oldest IPR treaties: the Paris 
Convention for the Protection of Industrial Property, 1883 as revised up to 1967 
(Paris Convention); and the Berne Convention for the Protection of Literary and 
Artistic Works, 1886 as revised up to 1971 (Berne Convention).48 However, 
the substantive standard of patent law in the Paris Convention was 
considered to be weak by several developed countries such as the U.S. 
Specifically, the Paris Convention principally mandates national treatment 
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and the recognition of a grace period for filing of industrial property 
applications.49 Otherwise, member countries are more or less free to 
determine the standards of protection for industrial property, more 
particularly for patents, such as the subject matter to be protected, the 
terms of protection or even exceptions, with some limited restrictions on 
compulsory licenses.50 However, developed countries were unsatisfied with 
the lack of substantive standards in the Paris Convention and negotiated a 
higher standard of IP protection. Since 1974, developing countries have 
been demanding that they further lower the standards of industrial 
property which are applicable to them. 51 As a result, the revision process 
broke down during the third session in Geneva in 1982,52 and no further 
sessions were held after the fourth session in Geneva in 1984.53  

To overcome the deadlocked situation, developed countries attempted 
to discuss IP issues within the WTO framework. In the Tokyo Round, 
there was discussion about counterfeiting. During the negotiations for the 
Uruguay Round, developed countries lobbied for their industries, which 
initiated the discussion process with WTO. For example, as far back as the 
early 1980s, the International Anti-Counterfeiting Coalition, a private 
association of US multilateral companies, was created to lobby against 
counterfeiting during the Tokyo Round and expanded its mandate to 
include strengthened protection of all forms of IPRs.54 The Intellectual 
Property Committee (IPC), founded in March 1986 and dominated by the 
US based research industries, also closely coordinated industry positions 
with that of the US government throughout the negotiations.55 Based on 
the support of these lobbying groups, although IP issues are not related to 
free trade, developed countries led the negotiation and successfully 
persuaded developing countries within the WTO to sign on to the 
substantive IP law treaty, or TRIPs. 

The conclusion of TRIPs within the WTO seems to be a good 
example of Kaldor-Hicks harmonization because it was realized through 
the compensation mechanism. When negotiating substantive 
harmonization, countries need to strike a balance between the welfare loss 
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and welfare gains caused by an open economy. Because this patent 
harmonization does not always result in welfare gains or welfare losses, 
countries have to calculate welfare changes for each patent harmonization 
scheme. If harmonization is expected to cause an overall welfare loss for 
given countries, those countries will be reluctant to participate in 
negotiations. In addition, it is obvious that substantive patent 
harmonization would create a welfare loss for certain developing 
countries. For example, if the local innovative capacity is very weak and 
the spill-over effects are expected to be very low, the substantive 
harmonization of patent law with states of higher technical capacity would 
cause negative effects on social utility. When there is obvious welfare loss, 
developing countries need to be compensated to implement the treaty. 
The problem that needed to be revised within WIPO during the Paris 
Convention was that there were limited tools for compensation because 
WIPOôs scope of work was inherently limited to IP issues. However, 
countries were able to negotiate compensation at the WTO, including 
trade concessions in other fields. In the Uruguay Round, developing 
countries gained trading concessions in agriculture and textiles as 
compensation for the welfare loss caused by stronger IP rights.56 Unlike 
WIPO, representatives in the WTO have more flexibility to negotiate 
compensation for developing countries. This made it easier to satisfy the 
Kaldor-Hicks improvement matrix and help substantive harmonization 
within the WTO, rather than WIPO. 

C. Procedural Harmonization within WIPO 
Unlike substantive harmonization, the international community has 

been quite successful in realizing procedural harmonization. For example, 
the Patent Cooperation Treaty (PCT) provided procedural enhancements to 
the international IP regime.57 Signed in 1970, the PCT greatly streamlined 
and simplified the process for securing patent protection in multiple 
countries, resulting in patent protection in as many as 142 countries in 
2010. Specifically, PCT created a uniform legal route to file an 
international patent application in several countries by a single domestic 
filing.58 It also allows filing a single application, performing an 
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international prior art search and providing international publication of 
the patent.59  

The successful operation of this procedural harmonization can be 
explained by Pareto improvement. Because it does not involve substantive 
issues, developed countries benefit as their inventors gain easy access to 
multiple patents in many countries, providing substantial benefit. From 
the developing countriesô point of view, the welfare loss would be minimal 
because governments only have to provide additional routes for their 
patents. Procedural harmonization does not require changing laws, 
making it relatively simple to implement. Procedural harmonization 
requires developing countries to provide additional routes to obtain a 
patent, but they do not need to change any substantive patent standard 
that is designed for their best interests. By being a member of PCT, 
developing countries can expect their industries to benefit by gaining 
easier access to the disclosed information of patents. Consequentially, 
each participating country can expect welfare gains or at least no welfare 
loss.  

V. CONCLUSION 

The rationale for patent harmonization should be distinguished from 
that of free trade. As patent harmonization cannot be based on any 
comparative advantage and cannot benefit all participating countries, it is 
necessary to investigate patent harmonization from the points of view of 
patent theory or utilitarianism. According to this theory, the patent system 
was originally designed to maximize social utility. Thus, for patent 
harmonization to be economically justified, it should contribute to 
increased welfare. Based on this theory, this paper suggests two cases of 
justification, Pareto Improvement and Kaldor-Hicks Improvement. This 
paper also explores the application of this justifying theory in several 
historical events: the successful conclusion of TRIPs within the WTO 
framework and procedural harmonization such as PCT within the WIPO 
framework. As substantive harmonization necessarily entails welfare loss in 
some countries, it is very important to consider compensation. On the 
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other hand, procedural harmonization or work-sharing can be beneficial 
for all participating countries, and there can be a fair starting point for 
win-win results.



 

The Turkish Republic of Northern 
Cyprus and  

International Trade Law 

P A T R I C K  T A N I *  

I. INTRODUCTION  

HERE ARE MANY UNRECOGNIZED STATES WORLDWIDE, THOUGH 

the exact number depends on how one chooses to define óstateô. 
The Turkish Republic of Northern Cyprus (TRNC) is one of those 

states not recognized by the international community. Many legal scholars 
have delved into the 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 Cyprus. The Republic of Cyprus 
controls 60 percent of the 3,572 square miles of the islandôs land area, the 
TRNC controls 35 percent, the United Kingdomôs sovereign bases control 
3 percent and the rest is in the United Nationsô buffer zone. De jure, or 
legally, there is only one border, which is between the Republic of Cyprus 
and the UKôs sovereign bases. Although there have been many 
international efforts to unify Cyprus, the island remains divided and its 
future is unclear. 

As a result of the partition of Cyprus, 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 
approaches regarding trade with unrecognized states: 1) the practical trade 
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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 even for the purpose 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 practical 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 rules of origin and 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 TRNCôs trade issues, and 2) the contrast with the 
current international approach to the 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.  

II.  A BRIEF INTRODUCTION 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. In 1983, Northern Cyprus declared its 
independence as the Turkish Republic of Northern Cyprus and 
introduced its own government and legal system.1 The international 
community rejected the move to independence, and to date, only Turkey 
recognises it as a state. Considered the de jure government of the entire 
island (save for the military bases under UK sovereignty) the Republic of 
Cyprus joined the European Union in 2004.  

                                                            
1  Michael Fishpool, ñCyprusò (2003/2004) 27 Middle East Review: The Economic and Business 

Report, 25 at 25.  



The Turkish Republic of Northern Cyprus  117 

III.  A BRIEF INTRODUCTION O N STATE RECOGNITION 

Currently, there are two theories regarding the recognition of a state: 
the constitutive and the declarative. The constitutive theory posits, ñan 
entity does not exist as a state until it has been recognized by other statesò 
and ñthe recognition itself constitutes the state.ò2 However, this theory is 
ñnot widely accepted today, as is borne out by actual practice.ò3 Some 
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 community of states. At a 
very concrete level, questions arise as to how many recognizing states are 
needed before an entity ótransformsô into a state and whether the 
decision to recognize should be based on facts, norms, geopolitical 
considerations, or a combination of factors. At a more fundamental 
level, the theory leads to the somewhat counterintuitive conclusion that 
statehood is a relative, rather than an absolute, concept.4 

Under the declaratory theory, the facts of statehood rather than 
formal recognition define an entity as a state. The necessary factors are 
well defined in Article 1 of the Montevideo Convention on Rights and Duties 
of States:5 ñ[t]he state as a person of international law should possess the 
following qualifications: a) a permanent population; b) a defined territory; 
c) government; and d) capacity to enter into relations with the other 
states.ò6 If an entity is recognized as a state without meeting the criteria of 
the Montevideo Convention, ñthe premature recognition is seen as a 
violation of the principle of non-intervention and therefore an illegitimate 
act.ò7 While the declaratory theory dominates in current doctrine and 
jurisprudence, the theory also contains flaws. 

First of all, it is often pointed out that non-recognized 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 
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necessary requirements, as result of which states can come into being 
through grave violations of international law. State practice responds to 
such events by not granting recognition to these entitiesða sanction that 
cannot be fitted into the pure declaratory theory.8  

Indeed, from the perspective of the declaratory theory, the TRNC 
meets all the criteria listed in the Montevideo Convention: they have a 
permanent population, a defined territory, an effective government that 
actually controls and provide services within their territory, and they are 
capable of entering into relations with the other states as soon as the other 
states recognize them. To make this clearer, we need to examine the 
definition of ócapacityô.  

Arguably, the essence of the capacity to enter into relations with other 
states in the context Montevideo Convention is derived from 
ñindependence.ò9 Anzilotti J in the Austro-German Customs Union case10 
held that ñindependenceò means, ñthe State has over it no other authority 
than that of international law.ò At the same time, Anzilotti J added that a 
state does not have to be free from outside interference in order to be 
independent: 

The legal conception of independence has nothing to do with a Stateôs 
subordination to international law or with the numerous and constantly 
increasing states of de facto dependence which characterise the relation 
of one country to other countries. It also follows that the restrictions 
upon a Stateôs liberty, whether arising out of ordinary international law 
or contractual engagements, do not as such in the least affect its 
independence.11 

Viewed from this definition, the TRNC is an independent state 
because it is, by itself, working in a framework of a semi-presidential 
representative democratic republic, with a head of state; head of 
government; executive, legislative 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 that the influence of 

                                                            
8  Ibid at 470. 
9  David Raic, Statehood and the Law of Self-determination (The Hague: Kluwer Law International, 

2002) at 74. 
10  Customs Regime Between Germany and Austria (Protocol of March 19th, 1931), Advisory Opinion, 

PCIJ, Ser. A/B, No 41, at 45, Anzilotti J, separate opinion. 
11  Ibid at 57-58. 



The Turkish Republic of Northern Cyprus  119 

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 reasoning, no member of the United Nations except 
Turkey recognizes the TRNC. This very limited acknowledgment 
demonstrates a middle position between the constitutive and declaratory 
theories and practice.12 When the TRNC unilaterally claimed its 
independence, UN Resolution 541 clearly urged ñall States not to recognize 
any Cypriot State other than the Republic of Cyprus.ò13 According to the 
resolution, recognition of the TRNC would be incompatible with the 
1960 UN Treaty No. 5476 concerning the establishment of the Republic 
of Cyprus and the 1960 UN Treaty of Guarantee (No. 5475), and would 
ñcontribute to a worsening of the situation in Cyprus.ò14  

The Turkish invasion was a response to a Greek-backed coup in 
Cyprus on July 20, 1974.15 Fighting ceased during negotiations in Geneva, 
but resumed on August 14 after they proved unsuccessful.16 On August 
16, Turkey launched the second wave of the invasion of Cyprus. A 
permanent ceasefire, signed on August 17, saw Turkey control 36 percent 
of Cyprus.17 From a legal perspective, the Turkish invasion can be 
challenged under Article IV of the UN Treaty of Guarantee.18 This article 
states that each of the three guaranteeing powers of Cyprus (Greece, 
Turkey and the UK) ñreserves the right to take action with the sole aim of 
re-establishing the state of affairs created by the present Treaty.ò19 The 
result of the Turkish action on Cyprus, however, was not ñre-establishing 
the state of affairsò called for by the Treaty, but rather the opposite: the de 
facto partitioning of the Republic of Cyprus.  

UN Resolution 541 resulted in all UN members, except Turkey, 
refusing to recognize the TRNC as a sovereign state. From an 
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international perspective, the TRNC is de jure part of the territory of the 
Republic of Cyprus, despite the fact that the Republic of Cyprus currently 
holds no control over the region. As a result, the government of the 
TRNC holds no title in international organizations (including the WTO 
and the United Nations), and its citizens are barred from being involved 
in such international activity. Such barriers bring many difficult issues, 
especially in terms of international trade, which unfairly expands the 
economic gap between the south and north in Cyprus (further 
explanation of the use of unfairly follows in subsection 7). For now, this 
paper will examine the rules of origin, because ñunrecognized by the 
international communityò means that the products from the TRNC may 
have a difficult time proving the origin of goods. 

IV. BASIC TECHNIQUES FOR DETERMINING THE COUN TRY OF 

ORIGIN  

The Rules of Origin, as the name suggests, define where a product 
originates. There are two classes: non-preferential and preferential. Non-
preferential rules of origin are used ñto distinguish foreign from domestic 
products in establishing anti-dumping and countervailing duties, safeguard 
measures, origin marking requirements, and/or discriminatory 
quantitative restrictions or quotas.ò20 The preferential rules of origin 
define ñthe conditions under which the importing country will regard a 
product as originating in an exporting country that receives preferential 
treatment under a free trade agreementò used mainly ñto prevent imports 
from third countries from taking advantage of the concessions made by 
member countries of the free trade agreement.ò21 In other words, the 
prime function of the rules of origin is to differentiate mechanisms ñto 
determine whether a particular discriminatory arrangement will be applied 
to a given product in international trade.ò22 The problem is, with an 
increasing number of global corporations and factories, ñmost final 
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products in contemporary international commerce involve factors of 
production from more than one country.ò23  

The Rules of Origin Agreement, which all the members of the World 
Trade Organization are party to, is an attempt to respond to this growing 
problem. Article 1(1) of the agreement defines the rules as ñthose laws, 
regulations and administrative determinations of general application 
applied by any Member to determine the country of origin of goods.ò24 It 
is relatively easy to determine the country of origin for products that are 
ñwholly obtained or producedò in one state, and these are commonly 
included in many preferential trade agreements. Nevertheless, under the 
WTO Rules of Origin Agreement ñ[t]here is no international consensus . . . 
as to how, precisely, national and regional preferential rules of origin 
should be formulated.ò25 While many WTO members enjoy a wide degree 
of discretion there are, in practice, four broad categories of rules or tests 
employed to determine origin, although these are not exhaustive or 
mutually exclusive.26  
One of the categories ñwidely accepted in international trade lawò27 is 

that of substantial transformation: ñthe State carrying out the last 
substantial process or sufficient working or processing is the originating 
State.ò28 However, this has been criticised as a principle that ñis vague and 
leaves wide discretion to national customs authoritiesò generating ñan 
undesirable situation of uncertainty and undermin[ing] predictability for 
traders.ò29  

The remaining three categories are economic tests designed to 
facilitate precision. First, the ad valorem percentage test, (the value-added 
or the domestic content test) requires either a minimum content 
originating from the preferential area, or a maximum percentage from 
outside the area.30 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 region.31 The third is the 
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tariff-shift 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 state32 (also referred to as the 
Harmonized System or HS). Simply put, HS is a structured nomenclature 
rule system used for the purpose of comparing trade statistics, based on 
the HS Convention of 1983.33  
The rules of origin are ñrelevant to territorial disputes because the 

origin of goods is commonly defined in international trade law on a 
territorial basis.ò34 Issues arise when a product 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 certification for the export of a product. 
Therefore, applying the rules of origin to goods produced in disputed 
territories, such as the TRNC, ñis likely to constitute a source of political 
friction.ò35  

V. RULES OF ORIGIN AND THE TRNC 

The situation in the TRNC is not unique. 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 may pursue one of two alternative approaches: 

The practical-trade 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 facto 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 political-sovereignty approach considers the issue of origin from an 
international political perspective, underlines the involved questions of 
sovereignty and recognition, and addresses the question of origin as 
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flowing from an early determination regarding the questions of 
sovereignty or recognition.36 

Currently, the international communityôs approach to the TRNC is 
the second, the political-sovereignty approach. Regarding international 
trade with the TRNC this approach was clearly demonstrated in the two 
casesðAnastasiou 199437 and Anastasiou 200338. In these two decisions, the 
ECJ gave more weight to 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 1994 was brought to the UK High Court in 1993, but the 

court referred the case to the ECJ for a preliminary ruling in 1994.39 
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 tried to export citrus 
and potatoes to the UK with the certification issued by the TRNC, the 
British authority refused to accept the certificates of origin issued by, or 
bearing customs stamps referring to the TRNC.  

Two issues arose before the ECJ. The first was who the appropriate 
customs authority for the exporting state was. The key to solving the issue 
was contained in the 1977 protocol.40 Article 6(1) of the 1977 protocol 
states that the evidence of the originating status of products is to be given 
by the movements certificate EUR 1.41 Articles 7(1) and 8(1) specify that 
the movement certificate is to be issued by the customs authorities of the 
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exporting state, and Article 8(3) provides in particular that it is the 
responsibility of the customs authorities of the exporting state to ensure 
that the forms referred to in Article 9 and afterwards to be duly 
completed.42  

Considering the special situation of Cyprus, ñde facto acceptance of 
the certificates in question issued by authorities other than the competent 
authorities 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 account.ò43 However, the court made it clear 
that the current political situation would not change the interpretation of 
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 Cyprus, that does not warrant a departure from the 
clear, precise and unconditional provisions of the 1977 Protocol on the origin of 
products and administrative cooperation.44 

Political circumstances aside, the court found the purpose of the 
protocol to be: ñ[t]he system whereby movement 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 State.ò45 The court further 
explained: 

Acceptance 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 shows that 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 
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carried out efficiently with the cooperation of the authorities 
concerned.46 

Viewed in this way, the court concluded that ñthe northern part of 
Cyprus, which is recognised neither by the community nor by the Member 
States,ò is excluded from recognition by the authorities because ñ[a] system 
of that kind cannot therefore function properly unless the procedures for 
administrative cooperation are strictly complied with.ò47 Thus, regardless 
of the changed political circumstances, the only acceptable certificates are 
from those issued by the Republic of Cyprus. 

The second issue is whether denying the certificates from the TRNC 
constitutes discrimination as defined under Article 5 of the Association 
Agreement.48 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.49 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 product to have an EUR 1 
movement certificate as proof of origin. At the same time, Article 5 of the 
agreement states, "[t]he rules governing trade between contracting parties 
may not give rise to any discrimination between nationals or companies of 
Cyprus."50 Since the 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 response, the 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 fulfillment of the obligations arising out of 
the agreement. They shall refrain from any measure likely to jeopardise 
the achievements of the aims of the agreement."51 According to the court, 
ñ[a]ny alternative means of proof must be discussed and decided upon by 
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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 Parties.ò52 Overall, 
the ECJ took the view that interpreting the fundamental principle of non-
discrimination must be balanced against the 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 authorities.53 Thus, ñArticle 5 cannot in any event confer on 
the Community the right to interfere in the internal affairs of Cyprusò 
and ñ[t]he problems resulting from the de facto partition of the island 
must be resolved exclusively by the Republic of Cyprus, which alone is 
internationally recognized.ò54  

Furthermore, the court exemplified 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 Cyprus. Thus, the financial protocols 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.55 

The court concluded that:  

[T]he 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 Agreement by discriminating against 
Turkish exporters established in the northern part of Cyprus.56 

Stressing that the Cyprus dispute has to be solved within the 
community, rather than through international law, the court eventually 
rejected the claim that denying certificates from the TRNC constituted 
discrimination under the Article 5 of the agreement. The issue and 
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reasoning used by the court supports the political-sovereignty approach, 
which ñaccords considerable importance to prior determination regarding 
sovereignty or recognition with regard to a particular territory, and this 
earlier stage overshadows the process of determination of origin.ò57  

B. Anastasiou 2000 
Six years after the decision of Anastasiou 1994, the House of Lords in 

England referred a second case to the ECJ, commonly called, Anastasiou 
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 provided that citrus fruit 
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 put in to a Turkish port for less than twenty-
four hours and then, without any cargo being unloaded or imported, 
continue its voyage to the UK. The cargo was to be subsequently covered 
by phytosanitary certificates issued by the Turkish authorities following its 
inspection on board the ship.  

Anastasiou 1994 has 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 importing Member State 
by reference to the shipping documents, ensures cooperation between 
the exporting and importing States, the importance of which was 
emphasised in Anastasiou 1994, and reduces the various risks inherent in 
a situation in which products would be certified when they were merely 
passing through the territory of a non-member State.58 

The court stated that the introduction of harmful organisms in 
produce imported from non-member states ñis based essentially on a 
system of checks carried out by experts lawfully empowered for that 
purpose by the Government of the exporting State and guaranteed by the 
issue of the appropriate phytosanitary certificate.ò59 The certificate is ñto 
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protect the territory of the community from the introduction and spread 
of organisms harmful to plants.ò60 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 importation. 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 products and issuance of certificates is a satisfactory arrangement. It 
ñensures cooperation between the exporting and importing State, the 
importance of which was emphasised in Anastasiou 1994, and reduces the 
various risks inherent in a situation in which products would be certified 
when they were merely pressing through the territory of a non-member 
state.ò61 

However, when the House of Lords resumed the case after the 
decision by the ECJ in 2000, the question remained as to whether the 
citrus fruit at issue in those proceedings was indeed subject to the special 
requirement, laid down in item 16.1 of the Council Directive 77/93: that 
its packaging must bear an appropriate origin mark. In their submission, 
this could be satisfied only in the country of origin, so that the Minister 
was not entitled to accept the phytosanitary certificate issued by the 
Turkish authorities.62 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 mark referred 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 issue once more 
to the ECJ in 2003. 

It was argued that the requirement of an appropriate origin mark 
could be fulfilled in a country other than the country of origin, based on a 
check as to the mark's validity by an inspector empowered in that other 
country to issue the phytosanitary certificate. However, the court rejected 
the argument, listing the following reasons: 
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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 
contrary 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 country of 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 or transport or dispatch documents. Finally, the cooperation 
which the competent authorities of the importing Member State build 
up with those of a non-member country other than the country from 
which the imported plants originate cannot establish itself under 
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 contamination.63 

There were also provisions requiring that the phytosanitary certificate 
accompanying the plants can provide a permanent record of their origin, 
whereas the origin mark affixed to the packaging may be lost if the 
packaging is damaged. As a result, the court held that it would 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 be 
capable of being made in a non-member country other than the products' 
country of origin, when those new provisions are designed to extend the 
requirements for certification of origin.64 

Overall, the ECJ assumed, particularly in Anastasiou 1994 (2003), that 
the government of the TRNC is politically unrecognised and, thus, the 
authority from the TRNC government is unacceptable. The Courtôs 
decision in Anastasiou 1994 has clearly followed an approach based on the 
fact that the TRNC is not recognized by the international community, the 
political-sovereignty, discussed above. This draws a sharp contrast from 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.  

                                                            
63  Anastasiou 2003, supra note 38 at para 63. 
64  Ibid at para 69. 



130  ASPER REVIEW XII  

VI. CURRENT PRACTICES REGARDING TAIWAN  

Unlike the TRNC, Taiwan is a separate member of the World Trade 
Organization despite not being considered an independent state by that 
international body. The legal basis for Taiwanôs membership was Article 
XII (1) of the Marrakesh Agreement Establishing the World Trade Organization, 
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 Agreement, on terms to be agreed between it and the 
WTO. Such accession shall apply to this Agreement and the Multilateral 
Trade.65 

The above article suggests that statehood itself is not the sole basis for 
WTO membership eligibility. Corroborating this interpretation is the 
WTO Ministerial Meetingôs approval of Taiwanôs membership application 
on 11 November 2001, and Taiwanôs accession to the WTO on January 1, 
2002.66  

Notably, the international community has approached the Taiwan 
issue from the practical-trade approach perspective mentioned above, even 
before 2002. When considering the Taiwanese case from the perspective 
of Anastasiou, Taiwanôs non-recognized status has not precluded mutual 
reliance and cooperation with respect to import certificates. For instance, 
some 10 months after the decision in Anastasiou 1994, the EC 
Commission adopted Regulation No. 1084/95,67 abolishing the protective 
measure applicable to imports of garlic originating in Taiwan and 
replacing it with a certificate of origin. Article 2(1)(a) of Regulation (EC) 
No. 1084/95 provides that garlic originating in Taiwan must be 
accompanied upon importation into the Community by a ñcertificate of 
origin issued by the competent national authorities of the country of 
origin, in accordance with Article 55 to 65 of Regulation (EEC) No. 
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2454/93.ò óCompetent national authorityô means competent 
governmental authority, which is the ñBureau of Commodity Inspection 
& Quarantine in the Ministry of Economic Affairs for Exports & Import 
Certificates issued on behalf of the Ministry of Economic Affairs in the 
Republic of Chinaò in the case of Taiwan.68 An observer notes that: 

If one applied the reasoning of the Court of Justice in Anastasiou 1994, 
whereby óit would be impossible for an importing state to address 
inquiries to the departments or officials of an entity which is not 
recognised, for instance, concerning . . . certificates that are incorrect or 
have been interfered withô, to Taiwan, the member states would not be 
allowed to accept certificates of origin issued by the unrecognized 
authorities of the Republic of China.69  

Both the decision in Anastasiou and the EC Commission were made 
in 1994, and some progress has been made since the Republic of Cyprusô 
EU Accession Agreement in 2004.70 According to the current report, 
ñtrade between north Cyprus and EU member states can take place as 
long as products from the north transited through ports operated by the 
government of Cyprus,ò under the EUôs Green Line Regulations of 
2004.71 As the government of the Republic of Cyprus argues, it may 
initially seem that the TRNC is far from isolated, since the type of 
production noted above even gives EU trade preferences.72 However, 
allowing transition from the north through ports operated by the 
government of Cyprus does not fix the ñisolated situationò of TRNC in 
international trade, because the process of transition is more expensive 
than exporting products via Turkey,73 (further details will be in next 
section). The basic assumption in Anastasiou, that the TRNC cannot be 
considered a legitimate authority in the realm of international trade, has 
not changed. The sharp contrast between the treatments of the two states 
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lends support to the notion that it is time for the international 
community to adopt an approach to the TRNC similar to its approach to 
Taiwan.  

VII.  WHY SHOULD THE INTERNATIONAL COMMUNITY 

CHANGE ITS APPROACH TO THE TRNC? 

When examining the international communityôs approach to Taiwan, 
it becomes clear that the decision of the ECJ in Anastasiou 1994 is based 
only on non-recognition and ñnot on any specific reasons for the non-
recognition.ò74 As briefly discussed above, the peaceful unification of 
Cyprus is the stated purpose of non-recognition. Arguably, ñthe illegality 
with which the Security Council was concerned constituted the violation 
of the 1960 treaties, and possibly the secessionò but neither is ña sufficient 
ground for an obligation of non-recognition.ò75 According to the observer, 
the ñuse of force by Turkey in 1974ò brings serious illegality to the 
government of the Turkish Republic of Cyprus.76 The government of the 
TRNC argues, ñTurkeyôs recourse to force was within its right ï and 
obligation ï under the Treaty of Guarantee, to protect the Turkish Cypriot 
population.ò77 However, it is ñnot clear that the Treaty of Guarantee allows 
the guarantor powers to intervene on behalf of only part of the 
population, rather than for the protection of Cyprus as a whole.ò78 Still, 
even if the international community does not recognize the sovereignty of 
TRNC, the world has to allow the products 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 unaffected by its own ñillegalò actions. If the obstacles 
imposed on trade relate to the purpose of peaceful unification, as 
mentioned in the Treaty of Guarantee, the difficulty of becoming involved 
in international trade for the residents of the TRNC has rather made 
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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 other 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 through Turkey.  

The government of the TRNC has complained that the transition 
process has serious limitations in itself. The Government of Cyprus has 
placed certain restrictions on the transit of goods making it ñmore 
expensive to comply with EU regulations.ò79 Therefore, most of the 
TRNCôs imports and exports (unless requiring strict certificate regulations, 
as did citrus fruits in Anastasiou) still come or go via Turkish ports, which 
inflicts excessive trade transaction costs on the residents of the TRNC.80 
One researcher finds that the process of shipping via Turkey has ñcaused 
damage to the economy of North Cyprus in a variety of other waysò81 and 
calculated that the economic loss due to such shipping amounted to more 
than 12 million US dollars in 2004.82  

Indeed, the most recent version of the CIA World Factbook reports, 
ñ[t]he Turkish Cypriot economy has roughly half the per capita GDP of 
the south, and economic growth tends to be volatile, given the Northôs 
relative isolation.ò83 A large economic gap between northern 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 TRNC more dependent on the government of 
Turkey. The CIA World Factbook states ñ[t]he Turkish Cypriots are heavily 
dependent on transfers from the Turkish Government . . . . Aid from 
Turkey has exceeded $400 million annually in recent years.ò84 If 
dependence on the Turkish government continues, both the cultural and 
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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 prospect of 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 practical-trade 
approach holds that:  

Trade treaties, such as the free-trade-areas agreements, are ordinarily 
aimed at liberalizing trade relations between the contracting parties, and 
not at determining 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 recognition, but 
rather, on factual factors like de facto control, jurisdiction, and ensuing 
international responsibility.85 

It follows that the trade practices can be separated from the official 
recognition of a state, as this is the approach that the international 
community has taken with respect to Taiwan. Recently, Kemell Baykalli, 
of the Turkish Cypriot Chamber of Commerce (KTTO), has also 
suggested that ñthe adoption of the direct trade proposal é will increase 
the competitiveness of Turkish Cypriot products and thus help bridge the 
economic gap with Greek Cyprus,ò86 adding that such a ñbridgeò will not 
harm the unification of Cyprus, as argued above. 

VIII.  OTHER PROBLEMS REGARDING CYPRUS 

There are many more obstacles to the involvement of the residents of 
the TRNC in the international community. For one, it has been reported 
that the embargoes resulting from non-recognition by the international 
community have created a banking system ñthat is under-resourced and 
stretched but hardy.ò87 These embargoes ñcross every area of the banking 
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sector, from access to the swift payment system to obtaining international 
legal and financial qualifications and travel.ò88 Isolation in the banking 
sector means, ñforeign banks play a minimal role in the development of 
the countryò and consequently, ñdo not have any positive impact on the 
countryôs economic growth.ò89 

Furthermore, even if non-Cypriots living outside of the island of 
Cyprus are not involved in international trade with the TRNC, they may 
feel the results of the embargoes on the TRNC merely by sending a parcel 
there. The northern part of Cyprus is still barred from the Universal 
Postal Union and ñforeign mail addressed to residents of the north has to 
transit via Turkeyò; proving that ñevery effort is made to symbolically link 
the north to mainland Turkeyò rather than Cyprus.90 In addition, all mail 
going to the TRNC from foreign countries has to use the suffix ñMersin 
10, Turkeyò not ñthe Turkish Republic of Northern Cyprusò or even 
ñCyprus.ò91 Mersin is a province in southern Turkey, implying 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 specifically, the WTO considers postal and courier services to 
ñform a key part of the global communications infrastructure, with high 
economic and social importance,ò92 thus, reform of the current 
arrangements regarding the sending of international post to the TRNC 
can be argued as part of a practical-trade 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. If exclusion from membership creates trouble for Cyprus, the 
ideal solution would be for Cyprus to follow Taiwanôs example and join. 
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. Taiwan has avoided an 
assertion of statehood, by claiming to be the ñcustom territory of Taiwan, 
Penghu, Kinmen and Matsuò93 and, in its WTO membership, been 
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named the ñSeparate Customs Territory of Taiwan, Penghu, Kinmen, and 
Matsuò or ñChinese Taipei.ò There has been consistent pressure from the 
Peopleôs Republic of China not to name Taiwan ñthe Republic of Chinaò, 
and the current membership name has been the result of negotiation.94 
Therefore, the term ñcustom territoryò is ambiguous, since it locates 
Taiwan somewhere between an independent state and part of the Peopleôs 
Republic of China. Still, the ambiguity of the term suggests a potential 
solution to the TRNC, since it was the key to bringing about separate 
membership within the international community without requiring 
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 more seriously, since their adoption does 
not harm the unification of Cyprus. Rather, from this perspective, an 
ambiguous name would move the TRNC closer to Cyprus and away from 
Turkey. 

IX.  INTERNATIONAL ATTEMPTS TO UNIFY CYPRUS 

There have been international efforts to unify Cyprus, the most 
popular being former UN Secretary General Kofi Annanôs peace plan, 
which arranged a referendum on April 24, 2004 between North and 
South Cyprus for the first time. This plan ñgenerated great hopes for the 
international communityò to achieve the peaceful unification of Cyprus.95 
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 it.96  

Such efforts continue to this day. There have 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 
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Cyprus peacefully, and this is why approaching the TRNC from a 
practical-trade approach is more appropriate as argued above. 

X. CONCLUSION 

This paper has dealt with the issue of Cyprus in international trade 
law. Even if the non-recognition of the government of the TRNC is 
justified, current practices in international trade law have contradicted the 
purposes of non-recognition. The two Anastasiou cases have shown that 
the current international policy serves the political-sovereignty approach, 
which emphasizes official sovereignty and recognition, over the situation 
on the ground. The political-sovereignty approach has made it much more 
difficult for the people living in the TRNC to be involved in international 
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 a result, 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 case of 
Germany, reunification was very expensive and more difficult for West 
Germany than it would have been, had East Germany been more 
prosperous.97 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 recognizes the 
TRNC, the political-sovereignty 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 ñTurkeyò to reach anyone in the TRNC.  

In summary, the international community must apply a practical-trade 
approach towards the TRNC that would remove the bans on products 
exported from the TRNC to the world. The practical-trade approach 
would reduce the economic gap between the Republic of Cyprus and the 
TRNC, stop pushing the TRNC towards Turkey and lay a more effective 
framework for the political reunification of the island of Cyprus.  

 

                                                            
97  Marc Fisher, ñGermany's birthday blues; on 1st anniversary of unification, easterners await happy 

returns amid soaring inflation, unemploymentò The Gazette (3 October 1991) A9. 
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D I M I T R I J  E U L E R *  

I. INTRODUCTION  

ECENT INVESTMENT TRIBUNALS HAVE ADOPTED A VARIETY OF 

transparency standards in investor-state arbitral practice. The 
requirements for openness in investment dispute settlements have 

included: considering amicus briefs, publishing memoranda, awards, and 
witness statements and allowing for access to partiesô pleadings, transcripts 
and public hearings either digitally or physically. This practice leads actors 
to reconsider their positions on transparency as set out in international 
investment agreements (IIAs), 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 a new multilateral standard of 
transparency. The United Nations Commission on International Trade 
Law (UNCITRAL) Working Group II (WG) has proposed a standard 
(Standard) which, to some extent, may find consensus within the mandate 
of the WG and the arbitral community. However, it is uncertain how such 
a standard will interact with existing IIAs and contractual obligations of 
host-states and investors. 
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This paper examines the likely effects of applying the proposed 
Standard in investor-state disputes arising from existing 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 host-states, is necessary to ensure participation from the maximum 
number of investors and states. 

II.  HISTORY OF THE DEBATE ON TRANSPARENCY IN 

INTERNATIONAL INVESTOR-STATE ARBITRATION  

In general, international investor-state disputes, as a product of 
contracts, are confidential unless the parties agree otherwise.1 In the 1990s 
however, disputes involving environmental concerns drove governments 
and international organisations towards transparency. In 1992, the Rio 
Declaration on the Environment and Development2 enunciated the importance 
of public access to information dealing with issues of public interest as the 
key principle.3 Moreover, the Aarhus Convention called on governments 
to grant public access,4 in international and domestic proceedings5 to cases 
involving environmental matters.6 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 involving cross-boundary 
impacts7. 

                                                            
1  Gary B. Born, International Commercial Arbitration 3d ed (Netherlands: Wolters Kluwer, 2009) at 

2273. 
2  UNCED, 3d Sess, UN Doc A/CONF.151/26/ (Vol. I) (1992) online: UN 

<http://www.un.org/documents/ga/conf151/aconf15126-1annex1.htm>. 
3  Ibid, Principle 10. 
4  Convention on Access to Information, Public Participation in Decision-Making and Public Access to Justice 

in Environmental Matters, Aarhus Denmark, 25 June 1998, 2161 UNTS 447, online: United 
Nations Treaty Collection <http://treaties.un.org/doc/publication/UNTS/Volume%202161 
/v2161.pdf>. 

5  Nathalie Bernasconi-Osterwalder, ñTransparency and Amicus Curiae in ICSID Arbitrations" in 
in Marie-Claire Cordonier Segger, Markus W. Gehring & Andrew Newcombe, eds, Sustainable 
Development in World Investment Law (The Netherlands: Kluwer Law International, 2011) 191 at 
192-3. 

6  Ibid at 193. 
7  Promoting the Application of the Principles of the Aarhus Convention in International Forums, ESC Dec 

II/4, UNESCOR, 2005, ECE/MP.PP/2005/2/Add.5, online: UNECE 
<http://www.unece.org/env/pp/ppif.html>. 

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 investor-state disputes to encourage greater transparency. In 
particular, the WTO Appellate Body established procedural rules 
requiring transparency and public access.8 To some extent, the appellate 
body allows transparency and public access during their proceedings.9 

The arbitral tribunals, facing public pressure to allow access to 
tribunal proceedings, were influenced by the WTOs proceedings on 
public awareness.10 In the first decade of the 21st century, public pressure 
and policy concerns led to a change in arbitral practices under NAFTA 
tribunals.11 The tribunal in UPS v Canada made a precedent-setting 
decision towards transparency by allowing the amicus briefs submitted by 
the Canadian Union of Postal Workers and others.12 Thereafter, NAFTA 
tribunals continued to substantiate the right to transparency and to public 
access.13 Hence, in October 2003 the government of Canada declared that 
                                                            
8  See WTO, Appellate Body, Working Procedures for Appellate Review (16 August 2010), WTO Doc 

WT/AB/WP/6, online: WTO <http://docsonline.wto.org/> at arts 24(1), 27(3)(a). 
9  See United States--Import Prohibition of certain Shrimp and Shrimp Products (Complaint by India, 

Malaysia, Pakistan, Thailand) (1998), WTO Doc WT/DS58/AB/R (Appellate Body Report), 
online: WTO <http://docsonline.wto.org/> (the appellate body allowed third party access); 
affirmed by United States-Imposition of Countervailing Duties on Certain Hot-Rolled Lead and Bismuth 
Carbon Steel Products Originating in the United Kingdom (United States v European Communities), 
(2000), WTO Doc WT/DS138/AB/R (Panel Report), online: WTO 
<http://docsonline.wto.org/>; contra European Communities-Measures Affecting Asbestos and 
Asbestos-Containing Products (2001), 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 Body accepts briefs varies case-by-case and is 
criticised for this. See e.g. Greenpeace International et al, Press Release, ñA Court Without 
Friends: One Year After Seattle, the WTO Slams the Door on NGOsò (22 November 2000) 
online: FIELD <http://www.field.org.uk/library/archive>. 

10  See e.g. United Parcel Service of America Incorporated (UPS) v Canada (2007), (International Centre 
for Settlement of Investment Disputes), online: NAFTA Claims <http://www.nafta 
law.org/Disputes/Canada/UPS/UPS-Canada-Final_Award_and_Dissent.pdf> at 45-63 [UPS v 
Canada]. 

11  Settlement of commercial disputes: Transparency in treaty-based investor-State arbitration-Compilation of 
comments by Governments, UNCITRAL, 53rd Sess, UN Doc A/CN.9/WG.II/WP.159/Add.1, 
(2010) at 8. 

12  UPS v Canada, Decision of the Tribunal on Petitions for Intervention and Participation as Amici Curiae 
(2001), online: NAFTA Claims <http://naftaclaims.com/Disputes/Canada/UPS/UPSDecision 
ReParticipationAmiciCuriae.pdf> [UPS v Canada, Amicus Brief]. 

13  Chemtura Corporation v Canada, Award, (2010) (Ad hoc NAFTA Arbitration under UNCITRAL 
Rules), online: Investment Treaty Arbitration <http://italaw.com/documents/ 
ChemturaAward.pdf> (this tribunal approved UPS v Canada, supra note 10); see also Merrill Ring 
Forestry LP v Canada (2010), (UNCITRAL, ICSID Administered Case (NAFTA), Award), online: 
Arbitration Law <http://arbitra tionlaw.com/files/free_pdfs/Merrill%20%26%20Ring 
%20v%20Canada%20-%20Award.pdf>; Gallo v Canada, Decision on the Challenge to an Arbitrator 
(2009), (PCAðUNCITRAL Arbitration Rules ), online: NAFTA Claims <http://www.naftalaw 

http://docsonline.wto.org/
http://www.nafta/
http://naftaclaims.com/Disputes/Canada/UPS/UPSDecision
http://italaw.com/documents/
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it would take appropriate steps towards mandating transparency in 
investor-state arbitration.14 A similar development emerged in the USA in 
the 2005 landmark decision, Methanex Corporation v United States15 where 
the tribunal explicitly adopted the WTOôs practice.16 In reaction to these 
cases, NAFTA States agreed on binding obligations of transparency and 
public access in dispute proceedings.17 

Developments in South America were slightly different. In 2006, the 
Inter-American Court of Human Rights (IACHR) held that governments 
refusing to provide information of public interest violated the right of 
access to state-held information under its Human Rightsô Charter.18 At the 
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 appeared.19 Argentina, for example, 
unilaterally enforced a decree allowing for the broadest possible access.20 
                                                                                                                                     

.org/Disputes/Canada/Gallo/Gallo-Canada-Thomas_Challenge-Decision.pdf>. 
14  Government of Canada, NAFTAïChapter 11ïInvestment: Statement of Canada on Open Hearings in 

NAFTA Chapter Eleven Arbitrations in October 2003, online: Foreign Affairs and International 
Trade Canada <http://www.international.gc.ca/trade-agreements-accords-commerciaux/disp-
diff/nafta-transparency-alena-transparence.aspx?lang=enview=d>. 

15  Final Award on Jurisdiction and Merits (2005), (Ad hocðUNCITRAL Arbitration Rules) online: 
NAFTA Claims <http://naftaclaims.com/Disputes/USA/Methanex/Methanex_Final_Award 
.pdf>. 

16  Methanex Corp. v USA, 1st Partial Award (2002) online: NAFTA Claims 
<http://naftaclaims.com/Disputes/USA/Methanex/MethanexPreliminaryAwardJurisdiction.pd
f>; see also Glamis Gold, Ltd. v United States of America, Award (8 Jun 2009), (International Centre 
for Settlement of Investment Disputes), online: NAFTA Claims 
<http://www.naftalaw.org/Disputes/USA/Glamis/Glamis-USA-Award.pdf>. 

17  NAFTA Free Trade Commission, Press Release and Statement, ñNAFTA Commission 
Announces New Transparency Measuresò (October 2003), online: Office of the United States 
Trade Representative <http://www.ustr.gov/about-us/press-office/press-releases/archives/2003/ 
october/nafta-commission-announces-new-transparen> [NAFTA Free Trade Commission]. 

18  Claude Reyes et al. Case (Chile) (2006), Merits, reparations and costs, Inter-Am Ct HR (Ser C) No 
151, online: Inter-Am Ct HR <http://www.corteidh.or.cr/docs/casos/articulos/seriec_151_ 
ing.pdf> at 57(13), 48, 99, 87ï102 (Reyes and others requested 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 Ecuador for inter alias having violated 
the right to information.). 

19  Suez, Sociedad General de Aguas de Barcelona S.A., and Vivendi Universal S.A v Argentine Republic, 

(2006), ICSID case No Arb/3/19, online: ICSID <https://icsid.worldbank.org/ICSID/Front 
Servlet?requestType=CasesRHactionVal=showDocdocId=DC518_EncaseId=C19>; Order in 
Response to a Petition by Five Non-Governmental 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=CasesRHactionVal=showDocdo
cId=DC519_EncaseId=C19> at 12-25 (the tribunal responded to an amicus brief of five non-
governmental organizations for permission to make a submission. Although the tribunal denied 
the briefs, it outlined the procedure and requirement to accept briefs outside NAFTA-
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Under current and widely accepted tenets of international investment 
law, the transparency of proceedings largely depends on the language of 
the IIAs, the agreement of the parties and on rules governing the arbitral 
proceedings themselves. ICSID21 and UNCITRAL22 rules account for 
transparency to some limited extent.23 Other tribunals continue to require 
the explicit consent of disputing parties.24 

Since 2000, it has become increasingly common to include explicit 
provisions regarding transparency in IIAs.25 Recent IIAs, mainly of 

                                                                                                                                     
jurisdiction.); Suez, Sociedad General de Aguas de Barcelona S.A., and InterAguas Servicios Integrales del 
Agua S.A. v The Argentine Republic (2006), ICSID case No. Arb/3/17, online: ICSID 
https://icsid.worldbank.org/ICSID/FrontServlet?requestType=CasesRHactionVal=showDocdoc
Id=DC514_EncaseId=C18 at 14-15 (amicus briefs were considered). 

20  See Settlement of commercial disputes: Transparency in treaty-based investor-State arbitration-Compilation 
of comments by Governments, UNCITRAL, 53rd Sess, UN Doc. A/CN.9/WG.II/WP.159 (2010) 
4-6 (Argentina provides by Decree No. 1172/2003 fullest possible access). 

21  International Centre for Settlement of Investment Disputes, Additional Facility Rules (2006), 
ICSID/11, art 39(2), online: ICSID 
<https://icsid.worldbank.org/ICSID/ICSID/AdditionalFacilityRules.jsp> [Additional Facility 
Rules]; ICSID Convention, Regulations, and Rules: Rules of Procedure for Arbitration 
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 parties); see also Additional Facility Rules, art 41.3 and ICSID Arbitration Rules, 
art 37.2 (grants some power to accept amicus briefs by considering a non-exclusive list); ICSID 
Arbitration Rules, art 48.4 and Additional Facility Rules, art 53.3 (allows the publication of excerpts 
of the legal reasoning in absence of the disputing parties consent to publish the award). 

22  UNCITRAL, Arbitration Rules (as revised in 2010), (New York: UN, 2011), art 28(3), online: 
UNCITRAL http://www.uncitral.org/pdf/english/texts/arbitration/arb-rules-revised/arb-rules-
revised-2010-e.pdf (parties have a veto against in camera proceedings).  

23  Phoenix Action, Ltd. v Czech Republic, Award (2009), (International Centre for Settlement of 

Investment Disputes), online: ICSID <https://icsid.worldbank.org/ICSID/FrontServlet? 
requestType=CasesRHactionVal=showDocdocId=DC1033_EncaseId=C74>; see Mariel Dimsey, 
ñForeign direct investment and the alleviation of poverty: is investment arbitration falling short 
of its goals?ò in Poverty and International Law: Setting out the Framework (K. Nadakavukaren, 
forthcoming 2013); K. Nadakavukaren, Dispute Settlement, in International Investment Law 
(Cambridge University Press, forthcoming 2013); see also Lise Johnson & Nathalie Bernasconi-
Osterwalder, Transparency in Dispute Settlement Process: Countries best practices (Winnipeg: IISD 
Publication Center, 2011), online: IISD <www.iisd.org/publications/pub.aspx?id=1529> 5-8 
[Johnson & Bernasconi].  

24  See London Court of International Arbitration, LCIA Arbitration Rules, (1 January 1998), online: 
LCIA <http://www.lcia.org/> (the LCIA states explicit provisions relating to confidentiality at 
art 30.1); Arbitration Institute of the Stockholm Chamber of Commerce, Arbitration Rules, (1 
January 2010) (the SCC states similar requirements at art 46); see also Permanent Court of 
Arbitration (PCA), Rules of Procedure, online: PCA-CPA <http://www.pca-
cpa.org/showpage.asp?pag_id=363>; American Association of Arbitration (AAA), Rules & 
Procedures, online: AAA <http://www.adr.org>. 

25  See Andrew Paul Newcombe & Lluís Paradell, Law and Practice of Investment Treaties: standards of 
treatment (New York: Wolters Kluwer, 2009) 8.28ï8.30 [Newcombe & Paradell]; Johnson & 

https://icsid.worldbank.org/ICSID/ICSID/AdditionalFacilityRules.jsp
https://icsid.worldbank.org/ICSID/ICSID/RulesMain.jsp
http://www.lcia.org/
http://www.pca-cpa.org/showpage.asp?pag_id=363
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countries in the Americas, include transparency provisions.26 
Furthermore, public pressure has led to an attempt by UNCITRAL to 
capture current practice in the Standard.27 Such efforts notwithstanding, a 
great majority of countries still deny the right of public access to 
proceedings in treaty-based investor-state arbitration.28  

The UN commissioner for human rightsô guiding principles on 
business and human rights stated the importance of transparency in non-
judicial grievance mechanism between different actors.29 However, most 
European countries generally do not provide provisions requiring 
transparency in their IIAs. 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 investors free to ignore 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. 

 
 

                                                                                                                                     
Bernasconi, supra note 23 (the authors describe the trend going slowly in the direction of 
transparency at 2). 

26  See Dominican Republic-Central America FTA (CAFTA-DR), 5 August 2004, online: USTR 
<http://www.ustr.gov/trade-agreements/free-trade-agreements/cafta-dr-dominican-republic-
central-america-fta> (the Dominican Republic, USA and Central American Sates agreed on 
explicit transparency and third party access in investor-state arbitration, arts 10.14 & 10.21); 
Agreement Establishing the ASEAN-Australian New Zealand Free Trade Area, 27 February 2009, c 11 
art 26, online: <ASEAN, http://www.asean.fta.govt.nz/> (Australia, New Zealand, and other 
countries agreed on similar rules); see also United States-Singapore Free Trade Agreement, 6 May 
2003, art 15.20, online: USTR http://www.ustr.gov/trade-agreements/free-trade-
agreements/singapore-fta; Australia-Chile Free Trade Agreement, 6 March 2009, art 10.21 &  10.22, 
online: Australian Government www.dfat.gov.au/fta/aclfta; US-Morocco Free Trade Agreement, 15 
June 2004 (entered into force 1 January 2006) art 10.20, online: USTR 
http://www.ustr.gov/trade-agreements/free-trade-agreements/morocco-fta; Investment Agreement 
for the Common Market for Eastern and Southern Africa (COMESA) Common Investment Area, 23 May 
2007, art 27(3), online: TRALAC <http://www.tralac.org/wp-
content/blogs.dir/12/files/2011/uploads/Investment_agreement_for_the_CCIA.pdf>. 

27  See UNCITRAL, Report of the Working Group on Arbitration and Conciliation on the work of its forty-
eighth session, 41 Sess, UN Doc. A/CN.9/646 (2008) at 57. 

28  Johnson & Bernasconi, supra note 23 at 2. 
29  See John Ruggie, Report of the Special Representative of the Secretary-General on the issue of human 

rights and transnational corporations and other business enterprises: Guiding Principles on Business and 
Human Rights, HRC, 17th Sess, UN Doc. A/HRC/17/31 (March 2011), art 31 lit d & e, online: 
United Nations Human Rights <http://www.ohchr.org/documents/issues/business/ 
A.HRC.17.31.pdf> [Ruggie].  

http://www.ustr.gov/trade-agreements/free-trade-agreements/cafta-dr-dominican-republic-central-america-fta
http://www.ustr.gov/trade-agreements/free-trade-agreements/cafta-dr-dominican-republic-central-america-fta
http://www.asean.fta.govt.nz/
http://www.ustr.gov/trade-agreements/free-trade-agreements/singapore-fta
http://www.ustr.gov/trade-agreements/free-trade-agreements/singapore-fta
http://www.ustr.gov/trade-agreements/free-trade-agreements/morocco-fta
http://www.tralac.org/wp-content/blogs.dir/12/files/2011/uploads/Investment_agreement_for_the_CCIA.pdf
http://www.tralac.org/wp-content/blogs.dir/12/files/2011/uploads/Investment_agreement_for_the_CCIA.pdf
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III.  HOW THE STANDARD INTERFERES WITH EXISTING IIA S 

AND HOW ARBITRAL TRIBUNALS COULD INTERPRET THIS 

INTERFERENCE IN CASE OF A DISPUTE ARISING FROM AN 

EXISTING IIA S  

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, access to 
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 of a non-disputing 
party or third person. 

At commencement, the Standard potentially requires disclosure of the 
notice of arbitration either immediately after receipt by the other party or 
within a period of, for example, thirty days. The burden lies on the parties 
to redact information in a manner that does not disclose confidential 
information as defined under the Standard.30 
Under the Standard, any person ñhaving an interestò31 in the dispute 

is granted access to the following documents:  

[T]he notice of arbitration, the response to the notice of arbitration; the 
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-
disputing Party(ies) [é]; transcripts of hearings, where available; and 
orders and decisions of the arbitral tribunal.32  

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 confidential information in accordance with 
the Standard33 the final award, including reasoning, must be published.34 

                                                            
30  UNCITRAL, Settlement of commercial disputes: preparation of a legal standard on transparency in treaty-

based investor-State arbitration, 56th Session, UN Doc. A/CN.9/WG.II/WP.169 (2011) at 25 
(referring to the preamble of the potential standard) [UNCITRAL, Settlement of commercial 
disputes]. 

31  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. 

32  UNCITRAL, Settlement of commercial disputes, supra note 30 at 29 
33  Ibid at 45-46. 
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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 
reasons, the tribunal may use means of broadcasting or hold hearings in 
camera.35 

Furthermore, the standard defines types of third party submissions. 
Firstly, the arbitral tribunal has discretion to allow or disallow submissions 
by third parties.36 The Standard allows for submissions by ñnon-disputing 
statesò to the tribunal. 37 Here the home-state government of the investor 
and other member states to multilateral IIAs qualify as non-disputing state 
party. Third party submissions may refer to legal arguments, factual 
interpretations, or both. The impact on the final award of a third partyôs 
submissions outside the scope of the disputing partiesô submissions 
remains unclear. 

In any case, an arbitral tribunal may refuse access to, or the 
publication of, information. The Standard provides an extensive catalogue 
of confidential information. Information qualifies as confidential 
whenever business and industrial secrecy, protected under the particular 
procedure, protected by the disputing partyôs law, or protected by any 
other rule or law determined applicable by the tribunal, is involved.38 

B. Application of the Standard under Existing IIAs 
The potential Standard applies to disputes arising out of 

investments.39 A further requirement is that the dispute be treaty-based;40 
eventually, the Standard will apply stand-alone to investor-state disputes as 
well.41  

With regard to the temporal scope of the application of the Standard, 
member states agreed that its application on any investor-state arbitration 

                                                                                                                                     
34  Ibid at 33-34. 
35  Ibid at 41ï44. 
36  Ibid at 35. 
37  Ibid at 37. 
38  Ibid at 45ï51. 
39  Ibid at 7-8. 
40  Ibid at 7. 
41  Ibid at 15ï16. See also UNCITRAL, Report of Working Group II (Arbitration and Conciliation) on the 

work of its fifty-fifth session, UNCITRAL WG II Paper, 45th Sess, UN Doc. A/CN.9/736 (2011) at 
18-37 [UNCITRAL, Report of Working Group II (Arbitration and Conciliation)] (the question of 
temporal scope of the application of the Standard was widely discussed within the WG. States 
argued over disputes arising from both existing and future IIAs. Resolved disputes are not 
covered). 
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goes beyond the mandate of UNCITRAL.42 The WG considered the 
following alternatives: to not apply the Standard to existing treaties, apply 
it to certain existing treaties unless the treaty expresses otherwise (opt-out 
variant); or apply the Standard to investor-state arbitration if the treaty 
expressly refers to the application of the Standard (opt-in variant).43 The 
latter two options were extensively debated. However, the sub-variant of 
both options, in which any state or investors unilaterally selects the 
application, was not considered. 

States in favour of the opt-out option argue that the Standard will 
merely reflect general, existing transparency practices under international 
investment law.44 Although the Standard is common for NAFTA 
tribunals, for some European countries the Standard goes 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 Rights, which merely requires for public 
hearings and publication of the judgement in proceedings involving an 
economical dispute.45 Other countries express their concern and have a 
different understanding of transparency. State parties to CAFTA-DR, 
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 solution.46 
However, the majority of UNCITRAL states are in favour of opting in47 
but remain sceptical of the Standard. As a result, states opposed to 
transparency favour opt-in and states in favour of transparency opt-out.  

                                                            
42  Establishment of United Nations Commission on International Trade Law, GA Res 2205(XXI), 

UNGAOR, 21st Sess, Annex, Agenda Item 88, UN Doc A/6396 and Add.1 and 2 (1966). 
43  Settlement of commercial disputes: preparation of a legal standard on transparency in treaty-based investor-

State arbitration, UNCITRAL, 55th Sess, UN Doc A/CN.9/WG.II/WP.166 (Oct 2011) at 10, 
online: UNCITRAL <http://www.uncitral.org/uncitral/en/commission/working_groups/ 
2Arbitration.html> [UNCITRAL, Settlement of Commercial Disputes, October 2011]. 

44  Ibid at 30. 
45  Council of Europe, Convention for Human Rights and Fundamental Freedoms, as amended by 

Protocols Nos. 11 and 14, 4 November 1950, Eur TS 5, Art 6(1). 
46  See Nathalie Bernasconi-Osterwalder & Lise Johnson et al, Comments on Draft Rules on 

Transparency in Investor-State Arbitration (2011), online: IISD <www.iisd.org>.  
47  UNCITRAL, Report of Working Group II (Arbitration and Conciliation), supra note 41, at 26-29. 
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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 adoption 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 violate such a 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 
investments immune to statesô subsequent legislation. If host-states 
legislated within the scope of the stabilization clause, the investor may 
either ignore the new rules or receive compensation from the host-state for 
its efforts to comply with the clause. Thus, stabilization clauses increase 
investment protection by lowering the bar of the IIA under which a host-
state has to pay compensation to an investor.48 Although the wording of 
these clauses differ, they generally lead to the same result: compensation.49 
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 following legislation is 
inapplicable on the investment. An example of a full freezing clause 
follows below. 

 

                                                            
48  Lorenzo Cotula, ñRegulatory Takings in Stabilisation Clauses and Sustainable Developmentò 

(2009) in OECD, OECD Investment Policy Perspectives 2008 (France: OECD, 2009) 69 at 75 
[Cotula]. 

49  See American Independant Oil Company (Aminoil) v The Government of the State of Kuwait (1982), 21 
ILM 976 at 115 [Aminoil v Kuwait] (Kuwait had to compensate Aminoil for the nationalisation of 
an oil field. Aminoil stated that the full freezing stabilization clause prevents Kuwait from 
nationalise the project. The tribunal decided to the contrary, it left open if this clause may 
prevent a state from confiscating the project.); see also Texaco Overseas Petroleum Company and 
California Asiatic Oil Company v The Government of the Libyan Arab Republic (1977) 53 ILR 389 
[Texaco v Libya]; AGIP Company v Popular Republic of the Congo (1982) 21 ILM 726 [AGIP v Congo].  
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The [host-state] government [é] will take all the steps necessary to ensure 
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.50 

A literal interpretation of such a clause leads to the conclusion that 
the host-state is not allowed to enact legislation that effects the investment. 
However, the purpose of the clause is fulfilled if the host-state merely 
excludes the particular investor from the application of the new law. In 
any case, the host-state has to compensate the investor fully if it forces 
such an investor to comply with the new law. The potential standard 
obliges investors and host-states to disclose information about the dispute 
at the commencement and during the proceeding. This obligation falls 
within the scope of a full freezing clause as shown 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-

state to 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 contracts.51 An 
example of a full economic equilibrium clause follows. 

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) establishes requirements for the 
construction, financing, ownership, operation or 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 [investorôs company], the [Project] or the return [é] 
to the [investorôs company];  

[é] 

In the event of the occurrence of a Change in Law [é] the Company will 
be entitled to receive Recovery Allowance payments [é] to recover fully 

                                                            
50  Texaco v Libya, ibid at 394.  
51  See Andrea Shemberg, Stabilization Clauses and Human Rights (11 March 2008), online: IFC 

<http://www.ifc.org/ifcext/enviro.nsf/AttachmentsByTitle/p_StabilizationClausesandHumanRi
ghts/$FILE/Stabilization+Paper.pdf> at 29 [Shemberg]. 
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the costs of complying with the Change in Law [é]. The amount of any 
Recovery Allowance due under this Article shall be determined pursuant 
to Article [ . . . ].52 

The scope of an economic equilibrium clause may be limited to 
certain legislation, e.g. tax and customs.53 Hereto follows an example of a 
limited economic equilibrium clause used in a contract between an 
investor of power plants and the government: 

ñChange in Law" shall mean any change in the Applicable Laws . . ., but 
only to the extent that such change (a) relates to (i) fiscal matters, (ii) 
customs matters, (iii) environmental matters, (iv) labor or job safety 
matters, (v) water consumption of the Power Plant, (vi) changes to the . . 
. Procedures or related with the electric power regulation . . . (b) 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. Additionally, the clause obliges the host-state to bear the 
investorôs costs arising in order to comply with the new legislation. 
Therefore, if host-states introduce the Standard to their set of rules related 
to investor-state arbitration and the adoption falls within the scope of an 
economic equilibrium clause between the investor and the host-state 
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 company. 

3. Hybrid Clauses 
 Hybrid clauses are a combination of economic equilibrium and 

fixed stabilization clauses. It is primarily up to the host-state to decide to 
either exclude the investment from the application of the new legislation 
or to compensate the investor for its effort to comply with the new 

                                                            
52  Ibid. 
53  See Muthucumaraswamy Sornarajah, The International Law on Foreign Investment, 3rd ed, (New 

York: Cambridge University Press, 2010) at 282 [Sornarajah, International Law]; Cotula, supra 
note 48, 73-76. 

54  Shemberg, supra note 51 at 30. 
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legislation. The clause aims to require host-states to put the investor into 
the position it was prior to the triggering legislation.55 

[I]f any existing Laws of [the host-state 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 necessary to completely or partially release the 
[project] or the Parties from the above-mentioned changes, or the Parties 
will undertake all other necessary steps to alleviate the unfavourable 
impact of these changes.56 

If the adoption of the Standard falls within the scope of a hybrid 
clause, the host-state 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. A violation 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 IIAs, 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 a result, the contract is governed 
by international principles. Therefore, a host-state may not modify any 
obligation towards an investor by decree whatsoever. Thus, the legal 
framework of the investment is stabilized.57  

B. Interpretation of Stabilization Clauses 
The law of the seat of the arbitral tribunal determines the 

interpretation of a contract.58 Tribunals may limit the application of a 

                                                            
55  Ibid at 22, 29-31; Audley Sheppard & Antony Crockett, ñAre Stabilization Clauses a Threat to 

Sustainable Development?ô in Marie-Claire Cordonier Segger, Markus W. Gehring & 
Newcombe, eds, Sustainable Development in World Investment Law (The Netherlands: Kluwer Law 
International, 2011) 329 at 337-338 [Sheppard & Crockett]. 

56  Shemberg, supra note 51 at 31. 
57  See AGIP v Congo, supra note 49; Texaco v Libya, ibid; Aminoil v Kuwait, ibid; see also Amnesty 

International UK, Human Rights on the line-The Baku-Tbilisi-Ceyhan pipeline project (May 2003), 
online: Amnesty International <www.amnesty.org.uk/content.asp?CategoryID=11587> at 4 & 
14 [Amnesty International, BTC]. 

58  See Markus Burgstaller & Charles B. Rosenberg, ñChallenging International Arbitral Awards: 
To ICSID or not to ICSID?ò (2011) 27 Arbitration International 91 at 92. 
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stabilization clause. Due to a faulty party the contract and its inherent 
stabilization clause is invalid. E.g. the clause forms not 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 tainted by corruption or other defects.59 The clause may 
be limited by differing methods of interpretation. An unlimited clause60 
may entail an implied limitation. From a systematic point of view, a strict 
interpretation of a stabilization clause in an investment contract, that 
binds the party for more than twenty years, depends on how other 
provisions of the contract anticipate legal changes of the host-state. 
Despite clear wording of the stabilization clause, some tribunals may limit 
the effect of a stabilization clause 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 in the light of social and environmental standards.61 Albeit 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 have a limiting 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 

                                                            
59  See Muthucumaraswamy Sornarajah, The Settlement of Foreign Investment Disputes (Kluwer Law 

International, 2000) at 50; Sornarajah, International Law, supra note 53 at 283; see also Stephan 
Wilske & Willa Obel, ñThe óCorruption Objectionô to Jurisdiction in Investment Arbitration: 
Does it really protect the Poor?ò in K. Nadakavukaren, ed, Poverty and International Law: Setting 
out the Framework, [Cambridge University Press, forthcoming 2013]. 

60  See e.g. Amnesty International, BTC, supra note 57 (in this project the contract goes even further 
in stating that, ñin connection with [...] any action or inaction by the relevant Host Government 
that is reasonably required to fulfil the obligation of the Host Government under any 
international treaty on human rights (including the European Convention on Human Rights) 
[...]ò); see also National Petroleum Institute, Mozambique 3rd Licencing Round-Model EPC (Eng): 
Exploration and Production Concession Contract (December 2007), online: Mozambique 
http://www.inpmz.com/DownLoads/App_Docs/Schedules/Schedule_3_EPC/EPC_English/M
odel_EPCC_English.pdf (ñmeasures taken for the protection of health, safety, labour or the 
environment are in accordance with standards that are reasonable and generally accepted in the 
international petroleum industryò at Art. 27.13). 

61  Hungary v Slovakia (Gabcíkovo-Nagymaros Project, 25 September 1997) (1997), ICJ Rep 92 
(ĂRien n'indique non plus que les parties entendaient admettre la possibilit® de d®noncer le 
traité ou de s'en retirer. Au contraire, le traité établit un système durable d'investissement 
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 also Shemberg, supra note 51 at 84 & 115. 
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Standard is adopted and it falls within the scope of the stabilization clause 
from a literal perspective, interpretations as aforementioned may limit the 
extent of the clause. 

In any case, stabilization clauses form an obstacle in adopting rules.62 
Notwithstanding an investorôs potential favour for new legislation, (e.g. 
conventions containing environmental law or human rights), a host-state 
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 international 
personality compared to a government or an international organisation. 
An internationalisation of a contract requires possession of international 
legal personality of all parties under international law.63 The opinio iuris is 
that investors lack international personality64 so that they may not 
conclude contracts beyond domestic law.65 Thereafter, international 
standards may be implemented without breach of obligations arising from 
an investment contract. Following this, the implementation of the 
proposed Standard is 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 expropriation, arbitrariness, fair and equitable treatment (FET) 66 
or international principles of law such as estoppels, venire contra factum 
proprium and due process. In the following section, I focus on the probable 
violation of the FET or the umbrella clause itself in connection with a 
stabilization clause. 

FET is a concept found in almost every IIA. The German Model 
Treaty states a very typical clause for IIAs. 

                                                            
62  See Amnesty International UK, Contracting Out of Human Right-The Chad-Cameroon Pipeline Project 

(September 2005) online: Amnesty International UK <www.amnesty.org.uk/content.asp? 
CategoryID=11587> at 28 [Amnesty International, Chad-Cameroon]; Amnesty International BTC, 
supra note 57 at 13.  

63  Sornarajah, International Law, supra note 53 at 284. 
64  See Anne Peters, Völkerrecht: Allgemeiner Teil 272 (Zürich: Schulthess Verlag, 2. Auflage 2008). 
65  Ibid at 274; Sornarajah, International Law, supra note 53 at 283. 
66  Shemberg, supra note 51 at 139. 
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Each Contracting State shall in its territory in every case accord 
investments by investors of the other Contracting State fair and 
equitable treatment . . . under this Treaty.67 

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 international law. The majority of cases 
endorse the view that FET encompasses different sub-standards, which 
may interfere with the implementation of the Standard. The sub-standards 
articulated thus far include: transparency, stability and protection of the 
investorôs legitimate expectation;68 compliance with contractual 
obligations;69 and, procedural propriety and due process.70 

In Técnicas Medioambientales Tecmed, SA v United Mexican States, Award 
[Tecmed], the tribunal adopts an international definition for FET that 
other tribunals acknowledge in later cases.71 The tribunal in Occidental 

                                                            
67 German 2008 Model BIT, online: Investment Treaty Arbitration 

<http://www.italaw.com/investment-treaties>, art 2 (2) [German Model BIT]; see also The 
Energy Charter Treaty, December 1994, online: Energy Charter <http://www.encharter.org/> 
(ñ[e]ach Contracting Party shall, in accordance with the provisions of this Treaty, encourage and 
create stable, equitable, favourable and transparent conditions for Investors of other Contracting 
Parties to make Investments in its Area. Such conditions shall include a commitment to accord 
at all times to Investments of Investors of other Contracting Parties fair and equitable 
treatment,ò art 10(1)) [Energy Charter Treaty]; Norway 2007 Draft Model BIT (191207), online: 
Investment Treaty Arbitration <http://www.italaw.com/investment-treaties> (ñ[e]ach Party shall 
accord to investors of the other Party, and their investments treatment in accordance with 
customary international law, including fair and equitable treatment and full protection and 
security,ò art 5) [Norway Model BIT]; IISD Model International Agreement on Investment for 
Sustainable Development, online: Investment Treaty Arbitration 
<http://www.italaw.com/investment-treaties> (ñ[e]ach Party shall accord to investors or their 
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 host-states, in particular under Article 19 of this Agreement,ò 
art 7A) [IISD Model Agreement]; Canada 2004 Model BIT, online: Investment Treaty Arbitration 
<http://www.italaw.com/investment-treaties> (ñ[e]ach Party shall accord to covered investments 
treatment in accordance with the customary international law minimum standard of treatment 
of aliens, including fair and equitable treatment and full protection and security,ò art 5(1)) 
[Canada Model BIT].  

68  See Rudolf Dolzer & Christoph Schreuer, Principles of International Investment Law ((New 
York: Oxford University Press, 2008) at 133 [Dolzer & Schreuer]. 

69  Ibid at 140. 
70  Ibid at 142; Sheppard & Crockett, supra note 55 at 343; see also K. Nadakavukaren, Standards of 

Host State Behavior, in International Investment Law, Cases and Materials (Cambridge University 
Press, forthcoming 2013). 

71  (2003), Case No ARB(AF)/00/2, online: International Centre for Settlement of Investment 
Disputes <https://icsid.worldbank.org/ICSID/FrontServlet?requestType=CasesRHactionVal 
=showDocdocId=DC602_EncaseId=C186> (ñ[t]he Arbitral Tribunal [...] requires the 
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Exploration and Production Company v The Republic of Ecuador clarified that 
an investor legitimately expects ñ[t]he stability of the legal and business 
framework é [as] an essential element of fair and equitable treatment.ò72 
FET protects the investorôs expectation ñthat the overall business 
framework in which the investment was made shall remain constant.ò73 In 
further reliance on Tecmed, the Rumeli Telekom AS and Telsim Mobil 
Telekomikasyon Hizmetleri AS v. Kazakhstan tribunal delineated that the 
protection of procedural propriety and due process is part of FET.74 
Nevertheless, bona fide legislation enacted of the host-state would not 
likely violate this provision.75 Therefore, the implementation of the 
Standard bona fide fails to violate the 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, as evidence to 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 make the investment. 
The foreign investor expects the host-state 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 govern its investments, 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 the guidelines, directives or requirements issued, or the 
resolutions approved thereunder, but also to the goals underlying such regulations. The foreign 
investor also expects the host-state to act consistently, i.e. without arbitrarily revoking any pre-
existing 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 that govern the actions 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 without the required compensationò at 154). 

72  Occidental Exploration and Production Company v The Republic of Ecuador (2004), LCIA Case No 
UN3467, online: Arbitration Law <http://arbitrationlaw.com/files/free_pdfs/ 
Occidental%20v%20Ecuador%20-%20Award.pdf> at 183. 

73  Sheppard & Crockett, supra note 55 at 344. 
74  Dolzer & Schreuer, supra note 68 at 142; see Rumeli Telekom AS and Telsim Mobil Telekomikasyon 

Hizmetleri AS v Kazakhstan (Award) (2008), ICSID Case No ARB/05/16 at 583, 
<http://www.investmentclaims.com/ViewPdf/ic/Awards/law-iic-344-2008.pdf>; see also Rumeli 
Telekom AS and Telsim Mobil Telekomunikasyon Hizmetleri AS v Kazakhstan, Decision of the ad hoc 
Committee on the Application for Annulment (2010), ICSID Case No ARB/05/16, online: 
Investment Claims <http://www.investmentclaims.com/ViewPdf/ic/Awards/law-iic-420-
2010.pdf>. 

75  Sheppard & Crockett, supra note 55 at 347. 
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Alternatively, the implementation of the Standard may violate an 
IIAôs umbrella clause. The 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 host-state, e.g. 
investment contract. A minority argues (e.g. the council for SGS v. Pakistan 
and Philippines) that umbrella clauses aim to lift obligations on an 
international level uncoupled whatsoever by domestic law. An umbrella 
clause in itself stabilizes the legal framework at the time of concluding the 
investment contract.76 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 assumes that umbrella 
clauses merely extend jurisdiction. 

Most European IIAs 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 investors of the other 
Contracting State.77 

The extent to which an umbrella clause may cover a host-stateôs 
obligations towards an investor is contentious.78 This may be why some 
countries prefer to not integrate an umbrella clause and avoid creating 
legal uncertainty.79 ICSID tribunals have clarified this question in SGS 

                                                            
76  Dolzer & Schreuer, supra note 68 (ñOne may no longer speak of an umbrella clause in the case 

of a provision that addresses the future legal order [...]ò at 154). 
77  German Model BIT, supra note 67, art 7(2). See also Energy Charter Treaty, ibid (ñEach Contracting 

Party shall observe any obligations it has entered into with an Investor or an Investment of an 
Investor of any other Contracting Party,ò art 10(1)). 

78  Dolzer & Schreuer, supra note 68 at 153; Sornarajah, International Law, supra note 53 (against an 
wide interpretation of the umbrella clause at 304). 

79  See e.g. IISD Model Agreement, supra note 67, which lacks an umbrella clause but entails extensive 
obligations and duties of investors in Part 3 and of the host state in Part 4. (ñ[i]nvestors and 
investments shall not manage or operate the investments in a manner that circumvents 
international environmental, labour and human rights obligations to which the host-state 
and/or home-state are Parties,ò art 14 D); Norway Model BIT, ibid, (ñ[n]othing in this Agreement 
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 
activity is undertaken in a manner sensitive to health, safety or environmental concerns,ò art 12, 
ñRight to Regulateò); Canada Model BIT, ibid, (has a very narrow scope of the minimal standard, 
lists additionally performance requirements in art 7 subject to the rules of 9, 10 and 11, and 
contains no umbrella clause). 
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Société Générale de Surveillance SA v Pakistan, Procedural Order No 280 and its 
sister case, SGS Société Générale de Surveillance SA v. Philippines, Decision on 
Objections to Jurisdiction and Separate Declaration.81 Both came to differing 
conclusions due to tiny differences in the wording of the umbrella clause. 
The umbrella clause ñ[e]ither Contracting Party shall constantly guarantee 
the observance of the commitments it has entered intoò in SGS v. Pakistan 
is not extending the jurisdiction to decide upon contract breaches.82 
However, sufficiently defined was the clause ñshall observe any obligation 
it has assumedò in SGS v. Philippines.83 Finally, both tribunals decided that 
in the absence of additional evidence the contract provisions are governed 
by host-state law. 84 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 umbrella clause together with the stabilization clause extends 
jurisdiction of the tribunal and transfers contractual obligations on to the 
level of the IIA.85Hence, depending on the contract between an investor 
and a home state in connection with the IIAôs, the implementation of the 
Standard leads to compensation. Disclosure of information may lead to 
reputation damage of the investor. E.g. after a host-state government 
change, the new government limits concession contracts by decree. 

                                                            
80  (2002), ICSID Case No ARB/01/13, at 161 & 165, online: Investment Claims 

<http://www.investmentclaims.com/ViewPdf/ic/Awards/law-iic-222-2002.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/02/6 [SGS v Philippines] (the tribunal accepted jurisdiction to 
decide upon disputes arising out of the treaty, but contrary to SGS v Pakistan, ordered 
proceedings for claims arising out of contractual obligations under the forum of choice clause). 

82  See Accord du 11 juillet 1995 entre 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 with SGS v Pakistan, supra note 80 at 53 (ñ[r]espect des engagements Chacune des 
Parties Contractantes assure ¨ tout moment le respect des engagements assum®s par elle ¨ lô®gard 
des investissements des investisseurs de lôautre Partie Contractanteò was not considered 
sufficient). 

83  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.admin.ch/ch/f/rs/c0_975_264_5.html> in 
connection with SGS v Philippines, supra note 83 ¶¶117-128 & 177 (the wording in art X(2) was 
considered clear enough "[c]hacune des Parties contractantes se conformera à toutes ses 
obligations ¨ lô®gard dôun investissement effectu® sur son territoire par un investisseur de lôautre 
Partie contractanteò). 

84  See SGS v Pakistan, supra note 80 at 173; see also SGS v Philippines, supra note 81 at 128. 
85  Newcombe & Paradell, supra note 25 at 476; Sornarajah, International Law, supra note 53 at 289. 

http://www.investmentclaims.com/ViewPdf/ic/Awards/law-iic-222-2002.pdf
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Thereafter a foreign investor sues the host-state under an investor-state 
tribunal for its changes. In addition, the investor is required by law to 
disclose information. This obligation was implemented by the home and 
host-state 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 oil companyôs garage, furniture shopping mall, or chain 
stores of a shoe company. In this hypothetical case, a stabilization clause 
requires the host-state not to alter the legal framework. If the host-state 
changes the framework, the implementation is a breach of the investment 
contract, in particular the stabilization clause. Therefore, this breach of a 
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 protections86 if the implementation falls within the 
scope of a stabilization clause in the treaty. 

VI. HOW A NEW UNCITRAL  TRANSPARENCY STANDARD 

COULD BE IMPLEMENTED TO EXISTING IIA S 

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 declarations, 
guidelines, conventions and Memorandum of Understanding (MoU).87 
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 instruments express the consensus of all 

                                                            
86  Cotula, supra note 48 at 77. 
87  See Report of Working Group II (Arbitration and Conciliation) on the work of its fifty-fourth session, 

UNCITRAL, 44th Sess, UN Doc A/CN.9/717 (Feb 2011) at 42-46. [UNCITRAL, Report of 
Working Group II (Feb 2011)] online: UNCITRAL <http://www.uncitral.org/uncitral/en/ 
commission/working_groups/2Arbitration.html>; See also Report of Working Group II (Arbitration 
and Conciliation) on the work of its fifty-third session, UNCITRAL, (Oct 2010) 53rd Sess, UN Doc 
A/CN.9/712 at 22-29; UNCITRAL, Report of Working Group II (Oct 2010)]; UNCITRAL, 
Settlement of Commercial Disputes, October 2011, supra note 43 at 12-16. 
. 

http://www.uncitral.org/uncitral/en/
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parties. To bind all parties, a consensus has to be reached between the 
states as well as between the investors and the host-state.88  

B. Implementation of a new Transparency Standard under 
International Investment Law  

1. Instruments to Implement the Standard on Existing IIAs 
 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 the host-state and 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 for implementation 
expresses a partyôs commitment to the Standard.  

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 Rules, or adopt the 
Standard as a standalone convention.89  

MMoUs are a very elegant form of expressing consensus for all market 
participants.90 Pursuant to a MMoU, the investor, the host-state and the 
home state agree on the application of the Standard. They express 
consensus on all levels. MMoUs are widely used in international financial 
law in connection with frameworks.91 This means to express consent 
reflects, to some extent, the Ruggie principles that international law is 
primarily a state duty; still, business enterprises may contribute to the 
implementation of the Standard.92 Transferred to UNCITRAL or another 

                                                            
88  UNCITRAL, Report of Working Group II (Oct 2010), ibid, at 23; see also UNCITRAL, Report of 

Working Group II (Feb 2011), supra note 87 at 47. 
89  A/CN.9/736,  supra note 42, at 13, 134-135. 
90  Chris Brummer, ñHow International Financial Law Works (and How it Doesnôt)ò 99 Geo LJ 257 

at 281-283, online: Georgetown Law Journal <http://georgetownlawjournal.org/files/pdf/99-
2/Brummer.pdf> [Brummer] (refers to the administrative nature of the international financial 
law that allows all market participants to consent. However, they unfold validity even in absence 
of some actors. Herein the author of the paper sees the elegant form.). 

91  Ibid at 301 (for example, under International Organization of Securities Commissions (IOSCO), 
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). 

92  Ruggie, supra note 29 at 6, Preamble, Principle I, II III (guiding principles on business and 
human rights are based on three pillars: first the state has a duty to protect, second CSR of 

http://georgetownlawjournal.org/files/pdf/99-2/Brummer.pdf
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, host-states and other states to 
comply with the Standard on all levels of consensus. MMoU may lead to a 
consensus among participants in the absence of costly negotiations. The 
text is drafted first, and potential parties thereafter agree to the 
implementation rather than, negotiating the draft of a convention and 
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 
Standard in the form of a convention.93 Some proposed joint 
interpretation of states in connection with the guidelines like NAFTA-
states94 However, all means lack consensus on the level of host-state and 
investor. On this level, host-states either offer or require investors to 
comply with the Standard. 

Further, the WG discussed other instruments with non-binding 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 
referring to the Standard can simplify implementation from non-binding 
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. Hereby 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 investor-state 
contract and the underlying IIA.95 These instruments could offer or 
require an investor to comply with the Standard.96 

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 greater access by victims to remedies 
ensures compliance).  

93  UNCITRAL, Settlement of Commercial Disputes, October 2011, supra note 43 at 16; see also 
Working Group II (Arbitration and Conciliation), Settlement of commercial disputes: Preparation of a legal 
standard on transparency in treaty-based investor-State arbitration, UNCITRAL, 54th Sess, U.N. Doc. 
A/CN.9/WG.II/WP.162 (February 2011) at 7-21 [UNCITRAL, Settlement of Commercial 
Disputes, February 2011] 

94  See e.g. NAFTA Free Trade Commission, supra note 17 (NAFTA states declare to apply rules of 
transparency in NAFTA investment disputes). 

95  See Chapter 3 above. 
96  UNCITRAL, Settlement of Commercial Disputes, February 2011, supra note 93 at 11-12. 
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express commitment in order to comply with the Standard in CSR97. In 
the absence of a stateôs commitment, CSR may have an impact on an 
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 the Standard case-
by-case98. However, although most multi- and transnational corporations 
have CSR-guidelines, there is generally not a lot of binding wording in 
them. It is unlikely that the investor will be bound on the grounds of 
general principles of law such as venire contra factum proprium, estoppel or 
waiver in connection with its CSR. 

Additionally, an investment contract may oblige an investor to comply 
with rules even if the host-state has not implemented those rules as a 
convention or in another form having similar effect. 99 The investor will be 
contractually bound to comply with the obligations. 

As for the adaption of the Standard in a non-binding form, it is 
interesting as challenging norms are more easily reached in this form. 
Without additional steps, ñsoft lawò remains located ñin the twilight 
between law and politics,ò100 non-binding to anyone. Therefore, 
depending on the instrument, it requires additional steps to transfer the 
Standard into ñhard law.ò However, even without such steps, ñsoft lawò 
contributes to international law since guidelines are drafted with great 
care,101 expresses commitment on common standards102 and thereto, 
contributes to resolve unclear situations between states.103 Thus, guidelines 
may be seen as a precondition for the regulation of public interest.104 

                                                            
97  Ruggie, supra note 29, Principle 21. 
98  UNICITRAL, Report of Working Group II (Oct 2010), supra note 87 at 24; see also Brummer, 

supra note 90 at 302. 
99  Amnesty International BTC, supra note 57 at 4.  
100  See Jon Birger SkjÞrseth, Olav Shram Stokke & Jßrgen Wettestad, ñSoft Law, Hard Law, and 

Effective Implementation of International Environmental Normsò (2006) 6:3 Global 
Environmental Politics 104 at 104, online: Fridtjof Nansen Institute 
<http://www.fni.no/docpdf/JBS-OSS-JW-GEP-2006-3.pdf>. 

101  Brummer, supra note 90 at 306. 
102  Ibid. 
103  See e.g. Rainer J. Schweizer, Der Rechtstaat und die EMRK im Fall der Kunden der UBS AG, 

AJP 1007, at 1008-1009 (2011) (This author outlines the dispute between USA and Switzerland 
concerning 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.). 

104  Lars Markert, ñThe Crucial Questions of Future Investment Treaties: Balancing Investors' Rights 
and Regulatory Interest of Host-statesò in Marc Bungenberg, Joern Griebel & Steffen Hindelang, 

http://www.fni.no/doc&pdf/JBS-OSS-JW-GEP-2006-3.pdf
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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 express consensus of all parties affected by the 
implementation of the Standard.  

2. Surveillance of Implementation and Compliance with the 
Standard 
The difficulty in bringing a large number of states in compliance with 

the Standard presupposes some characteristics of a state 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 pressure.105 Only states with negotiation power 
bring other states 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 case, the existence 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 has to express litigable obligations. States in 
favour of the draft have to destroy any doubts concerning the non-binding 
nature. In addition, other states need to show the extent to which they 
intend to be bound.106  

In international law, examples exist in which states in favour of a 
standard successfully brought other states to comply with non-binding 
standards.107 In this regard, some WG member states in favour of 

                                                                                                                                     
eds, International Investment Law and EU Law (Berlin, Heidelberg: Springer-Verlag, 2011) at 167. 

105  Skjærseth, Stokke & Wettestad, supra note 100 at 107, 115-116 (example of INSC and example 
concerning Marine Algea Explosion back in 1980s that led in WTO to a dispute subsidies in 
fisheries).  

106  See Ulrich Ehricke, ĂSoft lawñ Aspekte einer neuen Rechtsquelle, NJW 1906, at 1908 (1989). 
107  See Angelo Colombini, Les délits fiscaux et la loi sur le blanchiment d'argent (LBA), TREX-Der 

Treuhandexperte 336, at 338 (2011) and supra note 104, 1009 (Colombini 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 these recommendations. 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.). See also Giovanni Molo, Die neue Trennungslinie 
bei der Amtshilfe in Steuersachen: 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 Standard.  

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. National authorities 
meet periodically in global fora108 to draft new non-binding standards.109 
These standards should be implemented into hard law.110 International 
organisations monitor the implementation111 and report non-compliance 
to the public.112 Non-compliance has 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.113 Human rights organisations scrutinized the investment 
contracts in context of the legal framework in an early stage. Thereupon, 
they gave recommendations to the states and the companies.114 Such 
recommendations had an impact on the investment contracts. For 
example, in the BTC-Project the parties renegotiated the stabilization 
clause thereupon. In this project, originally only the investment contract 

                                                                                                                                     
an das Gesuch, 161, ASA 143 (He describes how Switzerland transfers the OECD soft law 
standard into binding national law. Switzerland had reservation on art 26 of OECDôs double 
taxation standard. In the turmoil of the worldwide financial crises, Germany, the USA, France, 
and Italy in concert took the day and pushed Switzerland towards application of what these 
countries 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 OECD, a system of 
monitoring and peer-review 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 and national law, principle of the 
rule of law, various guaranties assumed under ECHR 6, and violation of ban of retrospective 
application.). 

108  Examples in this field are: Baselôs Committee for Banking Supervision (BCBS), Financial Action 
Task Force (FATF), and International Organization of Securities Commission (IOSCO). 

109  Brummer, supra note 90 at 263-268, 274-275. 
110  Ibid (ñ[t]hese bodies generally implement their broad regulatory agendas through more granular 

standard setting by national regulators and the so-called standard-setting organizationsò at 277). 
111  Ibid at 280. 
112  Ibid at 281. 
113  See e.g. Agreement between Baku-Tiblisi-Ceyhan (BTC) Company and the Government of Georgia on the 

Establishment of a Grant Program for Georgia (19 October 2004), art 3, online: BP in Georgia 
<http://subsites.bp.com/caspian/BTC/Eng/Geo_Grant_Prog_Agre/Georgia%20Grant%20Pro
gramme%20Agreement%20(En).pdf>. 

114  See e.g. Amnesty International, BTC, supra note 57; Amnesty International, Chad-Cameroon, 
supra note 62. 

http://subsites.bp.com/caspian/BTC/Eng/Geo_Grant_Prog_Agre/Georgia%20Grant%20Programme%20Agreement%20(En).pdf
http://subsites.bp.com/caspian/BTC/Eng/Geo_Grant_Prog_Agre/Georgia%20Grant%20Programme%20Agreement%20(En).pdf
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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 host-state to advance its human rights in domestic law. Therefore, the 
parties to the investment released the stabilization clause in a manner that 
the host-state may comply with international standards without violating 
the contract and risking having to pay compensation to the investor.115 

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, Chile, Japan, and the USA do have the 
required characteristics to increase the binding effect of the Standard. If 
UNCITRAL adopts it in a non-binding instrument, and a framework 
supervises the implementation and compliance with the Standard and the 
result is published, 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 treaty-based investor-state arbitration 
due to public pressure and the public interest in these disputes. 
Thereafter, WG decided to prepare a Standard in treaty-based investor-
state arbitration. The Standard contains rules regarding disclosure of 
information at the commencement of, during and at the end of the 
proceeding. It additionally entails an obligation of public hearings and 
rules for third party submissions. 
States may implement this Standard without the investorôs 

commitment. Depending on the form of implementation, doing so may 
violate an IIAôs umbrella clause and FET-provision in connection with full 
stabilization clauses in investor state contracts. Thus, host-states agreeing 
to such stabilization clauses may implement the Standard with caution, 
otherwise risking the payment of compensation to the investor. 

The Standard may be adopted using model clauses, joint 
interpretative declarations, guidelines, conventions, and MoUs. These 
                                                            
115  Amnesty International, BTC, supra note 57 (recommendation to modify the economic 

equilibrium clause in a way that all parties to the contract may comply with international human 
rights without fear of paying for adverse effects to the other party at 15 ); Amnesty International, 
Chad-Cameroon, supra note 62 (impact was acknowledged, 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 investment contracts. 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 parties and lack the commitment of an investor. Alternatively or 
additionally, a host-state 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 case of a 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 implementation of the Standard in an appropriate 
form a host-state 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 is likely that other 
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 should 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 binding effect on the 
level of states and the level of investor and host-state. Even if not every 
single investor or state agrees to the Standard, this instrument should 
sufficiently bind the arbitral tribunal to the Standard, thus largely 
reducing the risk of a host-state to pay compensation for the 
implementation.





 

The Scope of Compliance Proceedings 
Under the WTO Dispute Settlement 

Understanding: What Are  
ñMeasures Taken to Complyò? 

K E N D A L L  T U R N E R *  

I. INTRODUCTION  

LL JUDICIAL PROCEEDINGS STRIVE TO AVOID THE TWIN RISKS OF 

over- and under-inclusion: 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 over-inclusion is especially great in these contexts because the 
courtôs scope is so narrow. Conversely, the risk of under-inclusion is also 
great because if the court excludes precisely the sorts of claims it is 
supposed to hear, it cannot serve the special purpose for which it was 
designed. 

Because Article 21.5 panels have such a limited scope, one of their 
primary challenges is avoiding over- and under-inclusion. As the WTOôs 
Appellate Body has explained, Article 21.5 panels may only consider 
measures that have been, or should have been, implemented by a Member 
to bring about compliance with the recommendations and rulings adopted 
in a prior proceeding.1 But what are measures ñtaken to complyò? If a 
panel answers this question too narrowly, they will allow offending 
Members to delay or evade compliance with the intent of the panelôs 
recommendations by changing only the form, not the substance, of the 

                                                            
*  B.A. (Princeton University), J.D. (Stanford University) (expected 2013). 
1  WTO, Appellate Body Report, CanadaïMeasures Affecting the Export of Civilian Aircraft (Recourse 

by Brazil to Article 21.5 of the DSU) WT/ 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 Report, Canada ï Aircraft (Article 21.5 ï 
Brazil)]. 

A 
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offending behavior. Conversely, if a panel defines these measures too 
broadly, it will allow complaining Members to circumvent ñregularò 
adjudicatory procedures 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 defining their scope to narrowly or too broadlyð
in other words, how do they avoid the risks of under- and over-inclusion? 
and (3) How should they modify the tools they use to address the risks of 
under- and over-inclusion to better serve the ends of Article 21.5? Part I of 
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 II presents a table of 
Article 21.5 cases through the end of 2011, and briefly examines their 
results to draw some conclusions about how well Article 21.5 proceedings 
are working. Part III explains how WTO panels use the ñclose nexusò test 
and due process concerns to limit the under- and over-inclusion of 
measures in Article 21.5 proceedings. Finally, Part IV suggests 
improvements for of each of these tools: (1) how the ñeffectsò prong of the 
close nexus test could more effectively limit the scope of measures that fall 
within the purview of Article 21.5 panels, and (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 meaningful dispute resolution and 
enforcement powers. But without a proper definition of the scope of 
Article 21.5 panels, the WTOôs enforcement capabilities will deteriorate, 
jeopardizing its continued efficacy. 

II.  THE WTO  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 Member.2 If these consultations do not settle the 
dispute, the complainant may then request that a panel be established to 
                                                            
2  Understanding on Rules and Procedures Governing the Settlement of Disputes, Marrakesh Agreement 

Establishing the World Trade Organization, Annex 2, (1994) 1869 UNTS, article 4.3, online: WTO 
<http://www.wto.org/english/docs_e/legal_e/28-dsu.pdf> [DSU]. 
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adjudicate the matter.3 If 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 Member can bring the 
measure into conformity with its WTO obligations.4 Until compliance is 
achieved, the Dispute Settlement Body (DSB) continues to monitor the 
offending Memberôs compliance or lack thereof.5 If the offending Member 
fails to comply with its WTO obligations within a reasonable period, the 
prevailing Member may request compensationðsuch as a tariff reductionð
from the offending Member,6 or it may suspend its WTO obligations with 
respect to the offending Member.7 Alternatively, if the offending Member 
claims that it has taken measures to comply with the panelôs 
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 panel.8 The panel will review the 
measures allegedly taken to comply and determine whether they do, in 
fact, bring the offending Member into compliance.9 

A. The Purposes of the WTO Dispute Settlement Understanding 
and Article 21.5 Panels 
Compliance proceedings did not exist under the WTOôs predecessor, 

the General Agreement on Tariffs and Trade (GATT). Although the 
Contracting Parties to the GATT introduced the concept of post-panel 
surveillance at the end of the Tokyo Round in 1979, this surveillance 
procedure essentially asked the parties to the dispute to monitor their own 
compliance and did not provide an independent review of a Memberôs 

                                                            
3  Ibid art 6.1. 
4  Ibid art 19.1. 
5  Ibid art 21.6. 
6  Ibid art 22.2. 
7  Ibid. 
8  For a discussion of whether Members can resort to Article 22 before convening a compliance 

panel under Article 21.5, see Cherise M. Valles & Brendan McGivern, ñThe Right to Retaliate 
Under the WTO Agreement: the ñSequencing Problemò (2000) 34 J World Trade 63. 

9  Jeanne J. Grimmet, Dispute Settlement in the World Trade Organization (WTO): An Overview, 
Congressional Research Service, (2 May 2011), online: Foreign Press Centers 
<http://fpc.state.gov/documents/organization/168669.pdf> at 1. 
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compliance.10 While Article XXIII of the GATT 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 procedures.11 

The desire for reform of the GATT led to the Uruguay Round of 1986 

to 1994, which produced the Marrakesh Agreement, the WTO, and, among 
other things, the Dispute Settlement Understanding (DSU). The purposes 
of the WTOôs new dispute settlement system under the DSU were to 
provide security and predictability to the multilateral trading system,12 to 
preserve the rights and obligations of WTO Members,13 to clarify these 
rights and obligations through interpretation of the covered WTO 
agreements,14 to settle disputes promptly15 with a ñpositive solution,ò16 and 
to avoid unilateral retaliation.17 Article 21.5 proceedings serve all of these 
ends, but they are especially 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 Members. 

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  See Understanding on Notification, Consultation, Dispute Settlement and Surveillance (28 November 

1979), BISD 26S/210, at para 22 (ñThe contracting Parties shall keep under surveillance any 
matter on which they have made recommendations or given rulings. If the Contracting Partiesô 
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 
an appropriate solution.ò). 

11  See Jason E. Kearns & Steve Charnovitz, ñAdjudicating Compliance in the WTO: A Review of 
DSU Article 21.5ò (2002) 5 J Intl Econ L 331 at 331-332 [Kearns & Charnovitz]. 

12  DSU, supra note 2 at art 3.2. 
13  Ibid. 
14  Ibid. 
15  Ibid art 3.3 (ñThe prompt settlement of situations in which a Member considers that any benefits 

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 the WTO and the 
maintenance of a proper balance between the rights and obligations of Members.ò). 

16  Ibid art 3.7. 
17  See ibid art 23. 
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report, an Article 21.5 panel has only ninety days.18 Whenever possible, 
the members of the original dispute panel comprise the members of the 
Article 21.5 panel.19 Consequently, the panelists are already familiar with 
the facts and legal issues of the case.20 

The very existence of Article 21.5 proceedings promotes prompt 
dispute resolution by saving a complaining Member from having to 
initiate new dispute settlement proceedings when a responding Member 
has failed to comply with earlier rulings and recommendations.21 The 
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 familiarize themself 
with the issues and spares the injured party the burden of initiating a 
separate action. 

2. Preserving the rights and obligations of Members 
The GATTôs lack of objective surveillance of Membersô efforts to 

comply with the original panelôs rulings and recommendations made it 
possible for Members to avoid compliance.22 Article 21.5 proceedings were 
created to ensure that Members obey DSB rulings to respect other 
Membersô WTO rights. To this end, the DSB has the power toðand doesð

                                                            
18  Ibid arts. 12.8, 21.5. Both Article 6 and Article 21.5 panels generally take longer to circulate their 

reports in practice. Article 21.5 panel reports are still expedited relative to Article 6 panel 
reports. 

19  Ibid art 21.5. 
20  Gene M. Grossman & Alan O. Sykes, ñEuropean CommunitiesðAnti-Dumping Duties on 

Imports of Cotton-Type Bed Linen from India: Recourse to Article 21.5 of the DSU by Indiaò 
(2006) 5 World Trade Rev 133 at 142 [Grossman & Sykes]. 

21  See DSU, supra note 2 at art 21.1; WTO, Appellate Body Report, United States ï Final 
Countervailing Duty Determination with respect to Certain Softwood Lumber from Canada (Recourse by 
Canada to Article 21.5) WT/DS257/AB/RW at para 72, online: WTO 
<www.wto.org/english/tratop_e/dispu_e/257abr_e.pdf> [Appellate Body Report, US ï Softwood 
Lumber IV (Article 21.5 ï Canada)]. (ñOn the one hand, [Article 21.5] seeks to promote the 
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, and to make 
efficient use of the original panel and its relevant experience.ò). 

22  Under the GATT, the lack of independent review of Membersô compliance efforts was more 
problematic because of the possibility of increasing non-compliance, rather than numerous 
instances of actual non-compliance. The level of voluntary compliance was quite high. See 
George W. Downs, David M. Rocke & Peter N. Barsoom, ñIs the Good News About 
Compliance Good News About Cooperation?ò (1996) 50:3 Intôl Org 379 at 379.  
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monitor Membersô efforts to comply until compliance is achieved.23 The 
dispute in EC ï Bananas III, for example, was on the DSB agenda for years 
and opened every regular DSB meeting until it was settled.24 

Members can only obtain an adequate adjudication of substantive 
issues under Article 21.5 if they stand on procedurally equal footing.25 
Article 21.5 proceedings protect Membersô procedural equality in a 
number of ways. First, the panelists are selected to ensure their 
independence.26 Second, the process for appealing Article 21.5 findings 
provides Members with a procedural protection of their substantive rights. 
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 standing and the admission of 

claims in Article 21.5 proceedings that protects Membersô right to be 
heard. Either party to the original dispute may request compliance 
proceedings even if compliance measures were successfully implemented.27 
A responding Member, for example, might initiate proceedings to obtain 
what is effectively a declaratory judgment that the measures it has taken to 
comply are consistent with its WTO obligations.28 This approach to 

                                                            
23  DSU, supra note 2 at art 21.6. 
24  WTO, Dispute Settlement Training Module: Chapter 6: The Process ï Stages in a Typical WTO Dispute 

Settlement Case, online: WTO <http://www.wto.org/english/tratop_e/dispu_e/disp_settle 
ment_cbt_e/c6s7p2_e.htm>. 

25  Procedural equality can be 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 judgment. See WTO, 
Appellate Body Report, United States ï Restrictions on Imports of Cotton and Man-made Fibre 
Underwear, WT/DS24/AB/R at 15, online: WTO <https://www.wto.org/english/tratop 
_e/dispu_e/24abr.pdf>. (Finding that the requirement of consultation has its basis in due 
process rights); Bin Cheng, General Principles of Law as Applied By International Courts and Tribunals 
(Cambridge: University of Cambridge Press, 1987) at 292-296, 307-310; V.S Mani, International 
Adjudication: Procedural Aspects (The Hague: Martinus Nijhoff Publishers, 1980) at 15. 

26  DSU, supra note 2 at art 8.2; see also Andrew D Mitchell, Legal Principles in WTO Disputes 
(Cambridge: Cambridge University Press, 2008) at 153-57 (explaining the different elements of 
WTO procedure that guard against bias of adjudicators); John P Gaffney, ñDue Process in the 
World Trade Organization: The Need for Procedural Justice in the Dispute Settlement Systemò 
(1999) 14 Am U Intôl L Rev 1173 at 1198-1203 (explaining how other aspects of the DSU 
protect the judgesô impartiality). 

27  Jeanne J. Grimmett, WTO Dispute Settlement: Status of U.S. Compliance in Pending Cases, 
Congressional Research Service, online: Federation of American Scientists 
<http://www.fas.org/sgp/crs/misc/RL32014.pdf> at 1. 

28  In European Communities ï Measures Concerning Meat and Meat Products (Hormones), for example, 
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standing and the admission of claims may also produce swifter 
complianceðand thus greater protection of Membersô rights and 
obligationsðby 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 should 
not fall within the purview of an Article 21.5 panel reviewed by an Article 
21.5 panel to put the responding Member at a procedural 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, 
prolong them, tempering the Article 21.5 panelôs ability to secure prompt 
compliance with the DSBôs rulings and recommendations. 
The WTOôs liberal approach to claims and standing in Article 21.5 

proceedings thus both serves and undermines the goals of prompt 
compliance and preserving Membersô rights and obligations. An overly 
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, is for Article 21.5 
panels to avoid the twin risks of over- and under-inclusion. 

B. Article 21.5 
An Article 21.5 panel must first determine whether any measures 

taken to comply with the DSBôs recommendations and rulings exist, and 
second, assuming that such measures do exist, whether they are consistent 
with the covered WTO agreements.29 This paper does not deal with this 
second step, as that effort depends on the substance of the WTO 

                                                                                                                                     
the European Union requested Article 21.5 consultations because it wished to obtain a holding 
that the measures it had taken to comply with the DSBôs recommendations and rulings were 
consistent with its WTO obligations. See WTO, Request for Consultations by the European 
Communities, European Communities ï Measures 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 Waincymer, WTO Litigation: Procedural Aspects of Formal Dispute Settlement 
(London: Cameron May, 2002) at 672 (explaining that, while it is normally the successful 
claimant who seeks an Article 21.5 panelôs review of the adequacy of implementation, a 
respondent may make such a request, too) [Waincymer].  

29  DSU, supra note 2 at art 21.5 (the word ñpanelò in this provision refers to the original DSU 
Article 6 panel rather than the DSU Article 21.5 panel).  
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obligations at issue and thus varies from case to case. Instead, this paper 
focuses on the first step: identifying the measures that should properly fall 
within the Article 21.5 panelôs scope. 
The Appellate Body has explained that such measures are not ñjust 

any measure of a Member of the WTO,ò30 but are limited to ñmeasures 
taken in the direction of, or for the purpose of achieving, compliance.ò31 But the 
language of Article 21.5 indicates that the scope of compliance panels is 
broader than measures ñtaken to complyò in several ways, all of which 
allow Article 21.5 panels to limit the risks of over- and under-inclusion. 

First, since ñdisagreementsò about measures taken to comply fall within 
the scope of Article 21.5 panels, these panels may consider certain 
measures that the implementing Member does not identify as measures it 
has taken to comply with the DSBôs recommendations and rulings.32 
Holding otherwise would allow the offending Member to evade review 
of any new measure by declining to identify it as a measure ñtaken to 
comply,ò which would risk under-inclusion of measures by Article 21.5 
panels. Conversely, the complaining Member does not have the 
authority to decide what constitutes a measure taken to comply either,33 

                                                            
30  See supra text accompanying note 1.  
31  WTO, Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at 

para 66. The Appellate Bodyôs interpretative approach in this case derives from that outlined in 
Articles 31 and 32 of the Vienna Convention On 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 does not necessarily suggest that ñmeasures taken to complyò must be 
measures taken with the intention of complyingˈthey might be measures that just happen to 
bring the Member into compliance̍the French and, especially, the Spanish versions of the 
phrase (ñmeasures prises pour se conformerò and ñmedidas destinadas a cumplir,ò respectively) suggest 
that the relevant measures are those taken with such an intention. Ibid. 

32  WTO, Appellate Body Report, United States ï Laws, Regulations and Methodology for Calculating 
Dumping Margins (ñZeroingò) ï Recourse to Article 21.5 of the DSU by the European Communities, 
WT/DS294/AB/RW at para 202, online: WTO <http://www.wto.org/english 
/news_e/news09_e/294abrw_e.htm> [Appellate Body Report, US ï Zeroing (Article 21.5 ï EC)], 
(ñ[T]he Appellate Body also expressed the view that a panelôs mandate under Article 21.5 of the 
DSU is not necessarily limited to the measures that the implementing Member maintains are 
taken óin the direction ofô or ófor the purposes of achievingô compliance with the 
recommendations and rulings of the DSB. Rather the Appellate Body considered that a panelôs 
mandate under Article 21.5 may extend to measures that the implementing Member maintains 
are not ótaken to complyô with the recommendations and rulings of the DSB.ò); Appellate Body 
Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 67 (noting that the 
words ñexistenceò and ñconsistencyò in Article 21.5 ñweigh against an interpretation of Article 
21.5 that would confine the scope of a panelôs jurisdiction to measures that move in the direction 
of, or have the objective of achieving, complianceò). 

33  Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 
73. 
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as this practice would lend itself to manipulation in the direction of 
over-inclusion of measures in compliance proceedings.34 The Appellate 
Body has accordingly found that, while a Memberôs designation of a 
measure as one ñtaken to complyò is always relevant to the 
determination of an Article 21.5 panelôs scope,35 it is ultimately up to 
the panel itself to determine which measures fall within its purview.36 

Second, the word ñexistenceò in Article 21.5 indicates that ñmeasures 
falling within the scope of Article 21.5 encompass not only positive acts, 
but also omissions.ò37 Consequently, an Article 21.5 panel may consider 
not only those measures that the allegedly offending Member has taken to 
comply, but also those measures that the Member ñshould have taken to 
                                                            
34  That said, a complaint generally does define the outer limits of an Article 21.5 panelôs scope. As 

a panel explained: ñthe Panelôs terms of reference are defined by the órequest for establishmentô . 
. . . In general, it is the complaining Member in WTO dispute settlement which establishes the 
scope of the measures before a panel.ò WTO, Panel Report, Australia ï Subsidies Provided to 
Producers and Exporters of Automotive Leather ï Recourse to Article 21.5 of the DSU by the United 
States, WT/DS126/RW at para 6.4 [Australia ï Automotive Leather II (Article 21.5 ï US)]; WTO, 
Appellate Body Report, United States ï Import Prohibition of Certain Shrimp and Shrimp Products ï 
Recourse by Malaysia to Article 21.5 of the DSU, WT/DS58/AB/RW at para 82, online: WTO 
<docsonline.wto.org/imrd/directdoc.asp?DDFDocuments/t/WT/DS/58ABRW.doc> 
[Appellate Body Report, US ï Shrimp (Article 21.5 ï Malaysia)] (ñThe task of a panel under Article 
21.5 to examine the óconsistency with a covered agreement of measures taken to comply with the 
recommendations and rulingsô of the DSB. That task is circumscribed by the specific claims 
made by the complainant 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.ò). 

35  Appellate Body Report, US ï Zeroing (Article 21.5 ï EC), supra note 32 at para 203 (ñ[A] 
Memberôs designation of a measure as one ótaken to complyô will always be relevant . . .ò); 
Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 73 
(ñA memberôs designation of a measure as one taken óto comply,ô or not, is relevant to this 
inquiry, but it cannot be conclusive.ò). Notably, in no case where the implementing Member has 
identified a measure as a measure ñtaken to complyò has the panel or Appellate Body found that 
it was not, in fact, such a measure. (Of course, this does not mean that the identified measure 
actually brought the implementing Member into full compliance.) 

36  WTO, Appellate Body Report, European Communities ï Anti-Dumping Duties on Imports of Cotton-
Type Bed Linen from India ï Recourse to Article 21.5 of the DSU by India, WT/DS141/AB/RW at 
para 78, online: WTO <www.wto.org/english/tratop_e/dispu_e/141abrw_e.doc> [Appellate 
Body Report, EC ï Bed Linen (Article 21.5 ï India)], (ñ[I]t is, ultimately, for an Article 21.5 panelð
and not for the complainant or respondentðto determine which of the measures listed in the 
request for its establishment are ómeasures taken to comply.ôò); Appellate Body Report, US ï 
Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 73; see also WTO, Panel 
Report, Australia ï Measures Affecting the Importation of Salmon ï Recourse to Article 21.5 of the DSU by 
Canada, WT/DS18/RW at para 7.10.22, online: World Trade Law 
<http://www.worldtradelaw.net/reports/wtopanelsfull/Australiasalmon%28panel%29%2821. 
5%29%28 full%29.pdf> [Panel Report, Australia ï Salmon (Article 21.5 ï Canada)].  

37  Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 
67; Appellate Body Report, US ï Zeroing (Article 21.5 ï EC), supra note 32 at para 205. 
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bring itself into compliance.ò38 The inclusion of ñomissionsò in the purview 
of Article 21.5 panels serves to avoid the risk of under-inclusion. If an 
Article 21.5 panel could not consider a responding Memberôs failure to 
take action to implement the original panelôs recommendations and 
rulings, it would be severely constrained in its ability to secure prompt 
compliance with those recommendations and rulings. 
Third, the word ñconsistencyò implies that Article 21.5 panels must 

objectively determine whether the measures in question are consistent 
with both the covered WTO agreements and the original panelôs 
recommendations and rulings.39 The determination of WTO consistency 
(or lack thereof) requires that the Article 21.5 panel consider the 
challenged measure ñin its totalityò ï focusing on ñboth the measure itself 
and the measureôs applicationò ï not just specific aspects of it.40 This 
approach makes sense as a means to avoid under-inclusion 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 only consider measures taken to comply for 
their consistency with the original panelôs rulings and recommendations, 
it would not achieve the prompt resolution of disputes. Rather, a 
complaining Member would be forced to initiate distinct proceedings 
against the same responding Member to address any additional 
inconsistencies in the new measures. 
Finally, the express link between ñmeasures taken to complyò and the 

recommendations and rulings of the DSB indicates that Article 21.5 
proceedings must include an examination of the recommendations and 
rulings adopted by the original DSB, and of the original measures to 

                                                            
38  WTO, Panel Report, US ï 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/wtopanels/us-zeroing%28panel%29%2821.5%29.pdf> 
[Panel Report, US ï Zeroing (Article 21.5 ï EC)] [emphasis added]; see also Appellate Body 
Report, Canada ï Aircraft (Article 21.5 ï Brazil), supra note 1 at para 36 (defining a measure 
ñtaken to complyò as one that has ñbeen, or which should be, adopted by a Member to bring 
about compliance with the recommendations and rulingsò of the panel in the original 
proceeding); see also WTO, Appellate Body Report, United States ï Sunset Review of Anti-Dumping 
Duties on Corrosion-Resistant Carbon Steel Flat Products from Japan, WT/DS244/AB/R at para 81, 
online: WTO <www.wto.org/english/tratop_e/dispu_e/244abr_e.doc> (ñ[A]ny act or omission 
attributable to a WTO Member can be a measure of that Member for purposes of dispute 
settlement.ò). 

39  Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 
67. 

40  Appellate Body Report, US ï Shrimp (Article 21.5 ï Malaysia), supra note 34 at para 87. 
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which they refer.41 Otherwise, Article 21.5 panels would not be able to 
determine whether measures allegedly taken to comply were actually taken 
to remedy the inconsistencies found in the original proceedings. 

The scope of Article 21.5 panels is thus in many ways broader than 
suggested by the language ñmeasures taken to comply,ò reflecting the 
DSUôs concern with avoiding both under- and over-inclusion in Article 
21.5 proceedings. 

III.  IS ARTICLE 21.5 WORKING? 

This section does not examine the substantive conclusions of Article 
21.5 panel and Appellate Body reports to determine their ñcorrectness;ò 
rather, it focuses on two simpler inquiries: are Members using Article 21.5 
procedures? If so, are they abusing them? Regular Member usage of Article 
21.5 proceedings could suggest that these proceedings are seen as effective 
in resolving their disputes and thus do, in the most importance sense, 
ñwork.ò 

Alternatively, regular Member recourse to Article 21.5 proceedings 
could reflect that these proceedings are used abusively: a Member might 
bring Article 21.5 claims to harass another Member that has not acted 
inconsistently with its WTO obligations. This paper thus uses findings 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 non-frivolous usage, but they do suggest that Article 
21.5 proceedings are not 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 
No. 

Case Name 
(Short Form) 

Requesting 
Member 

Date of 
Request Appeal Outcome 

18 Australia ï 
Salmon  

Canada 7/28/1999 No appeal Inconsistent 

26 EC ï Hormones EU 12/22/2008 N/A  MoU reached 

                                                            
41  Ibid at para 68. 
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27 EC ï Bananas 
III  

EU 12/15/1998 No appeal No finding of 
presumption 
of consistency 

Ecuador 12/18/1998 No appeal Inconsistent 

Honduras, 
Nicaragua 
& Panama 

11/20/2005 N/A  Joined 
Ecuadorôs 
second 
recourse to 
Article 21.5 

Ecuador 11/16/2006 Mostly 
upheld panel 
findings 

Inconsistent 

US 6/29/2007 Upheld 
panel 
findings 

Inconsistent 

46 Brazil ï Aircraft Canada 11/23/1999 Upheld 
panel 
findings 

Not consistent 

48 EC ï Hormones EU 11/22/2008 N/A  MoU reached 

58 US ï Shrimp Malaysia 10/12/2000 Upheld 
panel 
findings 

Not 
inconsistent 

70 Canada ï 
Aircraft 

Brazil 11/23/1999 Upheld 
panel finding 

Some 
consistent; 
some 
inconsistent 

99 US ï DRAMS Korea 3/9/2000 N/A  Mutually 
agreed solution 
reached 
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103, 113 Canada ï Dairy 

 

New 
Zealand & 
US 

2/16/2001 Reversed 
panel 
finding; 
unable to 
complete 
analysis for 
lack of data 

Panel found 
measures 
inconsistent; 
second 
recourse to 
Article 21.5 
initiated to 
address 
inadequacies 
in record on 
appeal 

12/6/2001 Upheld 
panel 
findingsÿ 

Inconsistent 

108 US ï FSC EU 12/7/2000 Upheld 
panel 
findingsÿ 

Inconsistent 

EU 1/13/2005 Upheld 
panel 
findings 

Not consistent 

126 Australia ï 
Automotive 
Leather II 

US 10/4/1999 No appeal Not consistent 

132 Mexico ï Corn 
Syrup 

US 10/12/2000 Upheld 
panel 
findings 

Inconsistent 

141 EC ï Bed Linen India 4/4/2002 Reversed 
panel finding 
of no 
inconsistency 

Inconsistent 

207 Chile ï Price 
Band System 

Argentina 12/29/2005 Upheld 
panel 
findings 

Inconsistent 
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212 US ï 
Countervailing 
Measures on 
Certain EC 
Products 

EU 9/16/2004 No appeal Mostly 
consistent; 
some 
inconsistent 

245 Japan ï Apples US 7/19/2004 No appeal Inconsistent 

257 US ï Softwood 
Lumber IV 

Canada 12/30/2004 Upheld 
panel 
findings 

Inconsistent 

264 US ï Softwood 
Lumber V 

Canada 5/19/2005 Reversed 
panel finding 
of no 
inconsistency 

Inconsistent 

267 US ï Upland 
Cotton  

Brazil 8/18/2006 Mostly 
upheld panel 
findings 

Some 
inconsistent; 
some 
consistent 

268 US ï OCTGs 
Sunset Reviews 

Argentina 3/6/2006 Reversed 
some panel 
findings; 
upheld 
others 

Mostly not 
inconsistent; 
some 
inconsistent 

277 US ï Softwood 
Lumber VI  

Canada 2/14/2005 Reversed 
panel finding 
of no 
inconsistency 

Appellate Body 
unable to 
complete 
analysis 
because of 
inadequacies 
in record on 
appeal; 
mutually 
agreed solution 
later reached 

282 US ï Anti-
Dumping 
Measures on 
OCTGs 

Mexico 4/12/2007 N/A  Request 
withdrawn 
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285 US ï Gambling Antigua & 
Barbuda 

7/6/2006 No appeal Not consistent 

294 US ï Zeroing EU 9/13/2007 Reversed 
some panel 
findings; 
upheld 
others 

Some 
inconsistent; 
some 
consistent 

312 Korea ï Certain 
Paper 

Indonesia 12/22/2006 No appeal Inconsistent 

316 EC and certain 
member States ï 
Large Civil 
Aircraft 

EU42 12/9/2011 N/A  Proceedings 
suspended at 
Membersô 
request 

322 US ï Zeroing Japan 4/7/2008 Upheld 
panel 
findings 

Inconsistent 

336 Japan ï DRAMs Korea 9/9/2008 N/A  Proceedings 
suspended at 
Membersô 
request 

344 US ï Stainless 
Steel 

Mexico 9/7/2010 N/A  Panel report 
forthcoming 

ÿ The Appellate Body reversed one of the panelôs findings of law, but upheld their findings 
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 harassment. 
In the vast majority of cases, WTO-inconsistent actions have been found, 
suggesting that complainants are generally requesting Article 21.5 panels 
only when they have good reason to do so in good faith. 

Second, the Article 21.5 process is used regularly, suggesting 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 Article 2243 even though suspension would 
intuitively seem to compel compliance 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 
effective way 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 case, US ï Continued Suspension, the 
complainant opted to initiate a new proceeding rather than an Article 
21.5 proceeding, even though an Article 21.5 proceeding would have been 
appropriate.44 It would be premature to suggest that this recent trend 
reflects dissatisfaction with 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 
allow complaining Members to ñcheatò the system by bringing claims that 
should be brought in Article 6 proceedings in expedited Article 21.5 
proceedings instead. On the other hand, too narrow a scope will allow the 
responding Member to ñcheatò the system by evading review by an Article 
21.5 panel. 

IV. HOW DO ARTICLE 21.5 PANELS LIMIT THE RISKS OF 

OVER-INCLUSION AND UNDER-INCLUSION? 

When both parties agree that a certain measure is one taken to 
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 outlined in US ï Softwood Lumber IV 
(Article 21.5 ï Canada) to determine if the measure nevertheless falls 
within the scope of Article 21.5 ñby reason of the close relationship 

                                                            
43  Again, or a discussion of whether Members can resort to Article 22 before convening a 

compliance panel under Article 21.5, see, for example, Valles & McGivern, supra note 8. 
44  WTO, Appellate Body Report, United States ï Continued Suspension of Obligations in the EC ï 

Hormones Dispute, WT/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 to 
comply.ò45 This approach (called the ñclose nexusò test) is designed to 
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.46 Panels rely on the close nexus test to limit the risk of under-
inclusion. Likewise, Article 21.5 panels rely on due process safeguards to 
avoid the risk of over-inclusion: they protect Members from having to 
answer to an Article 21.5 panel about measures that they could not 
reasonably foresee would fall within that panelôs purview.47 

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 that 

the implementing Member denies are measures taken to comply but that 
have a very close relationship both to any declared measures taken to 
comply and to the recommendations and rulings of the DSB.48 The test 
allows Article 21.5 panels to avoid the under-inclusion of measures that 
do not seem, superficially, to be measures taken to comply, even though 
substantively they are. 

1. The creation of the close nexus test 
In Australia ï Salmon (Article 21.5 ï Canada), a panel found that a 

measure by the Government of Tasmania that effectively prohibited the 
importation of certain Canadian salmon products into most of Tasmania 
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 that the Article 21.5 panel could not review 
the Tasmanian ban as it was not a measure that Australia had taken with 

                                                            
45  WTO, Appellate Body Report, European Communities ï Regime for the Importation, Sale and 

Distribution of Bananas ï Second Recourse to Article 21.5 of the DSU by Ecuador, 
WT/DS27/AB/RW2/ECU, at para 243, online: WTO <www.wto.org/english/tratop_e/dispu 
_e/27abrw_e.doc>. 

46  Ibid at para 245 (ñThe Appellate Body has emphasized that the reasoning in US ï Softwood 
Lumber IV (Article 21.5 ï Canada) concerned the identification of closely connected measures 
so as to avoid circumvention.ò). 

47  Panel Report, Australia ï Salmon (Article 21.5 ï Canada), supra note 36 at para 7.10.26. 
48  This test was first articulated in Australia ï Salmon (Article 21.5 ï Canada), supra note 36 and 

Australia ï Automotive Leather II (Article 21.5 ï US), supra note 34 and was elaborated upon in US 
ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21. 
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the intention of complying with the DSBôs recommendations and rulings. 
But, as the panel explained, it ñwould be absurd to hold that the effects of 
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 measure ótaken to complyô.ò49 Such a result would not 
promote the purposes of Article 21.5 proceedings: ensuring prompt 
compliance with the recommendations and rulings of the DSB, and 
preserving the rights and obligations of Members.50 Limiting the purview 
of an Article 21.5 panel to measures intentionally taken to comply would 
result in the under-inclusion of measures in Article 21.5 proceedings. 

To avoid such under-inclusion, the panel explained that Article 21.5 
panels can review measures that are ñso clearly connected to the panel and 
Appellate Body reports concerned, both in time and in respect of the 
subject-matter, that any impartial observer would consider them measures 
ótaken to comply,ôò then they are, in fact, measures taken to comply, even 
if the implementing Member has not identified them as such (emphasis 
added).51 That panel did not attempt to define ñclearly connectedò in a 
way that would suit all contexts,52 but its determination that the two 
measures were closely connected seemed to rest on the measuresô nature 
(that the second measure was a quarantine measure, like the measure 
examined and found inconsistent in the initial dispute) and their timing 
(the second measure was implemented seventeen days before the adoption 
of the recommendations and rulings in the original dispute53). The effects 
of the two measures (both of which effectively prevented the importation 
of certain salmon products into various parts of Australia) were also 
relevant. Though the panel spent little time focusing on those effects, this 

                                                            
49  Panel Report, Australia ï Salmon (Article 21.5 ï Canada), supra note 36 at para 4.28. 
50  Ibid. 
51  Ibid at para 7.10.2; see also ibid at para 7.10. 26 (ñPrevious panels have examined measures not 

explicitly mentioned in the panel request on the ground that they were implementing, subsidiary 
or so closely related to measures that were specifically mentioned, that the responding party 
could reasonably be found to have received adequate notice of the scope of the claims asserted 
by the complainant.ò). 

52  Ibid at para 7.10. 22 (ñWithout attempting to give a precise definition of ómeasures taken to 
complyô that should apply in all cases, we 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 dispute ï and with a more 
or less limited period of time thereafter ï that applies to imports of fresh chilled or frozen 
salmon from Canada, is a ómeasure taken to comply.ôò). 

53  Ibid. 
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part of the close nexus test would become more prominent in later cases 
(emphasis added).54 

In Australia ï Automotive Leather II (Article 21.5 ï US), the panel 
similarly explained that a loan would be considered a measure taken to 
comply because it was ñinextricably linkedò to the measure that Australia 
identified as one taken to comply ñin view of both its timing and its natureò 
(emphasis added).55 Australia had withdrawn a private sector grant that 
had been found to be a prohibited subsidy. Around the same time, it had 
granted a loan on non-commercial terms to a related company; this loan 
was conditioned on repayment of the original subsidy. When the second 
loan was challenged, Australia argued that it was ñnot part of the 
implementation of the DSBôs ruling and recommendationò and thus did 
not fall within the purview of the Article 21.5 panel. The panel disagreed, 
noting that exclusion of the second loan from its purview would ñseverely 
limit [the panelôs] ability to judge . . . whether Australia has taken 
measures to comply with the DSBôs ruling.ò56 In other words, the panel 
could not determine whether Australia had taken the measures necessary 
to bring its WTO-inconsistent loan into compliance without examining 
the subsequent loan, given the similarity of their timing and nature.57 
Thus, the close nexus approach was again used to avoid the under-
inclusion of measures in Article 21.5 proceedings when review of those 
measures was essential to achieve the Article 21.5 panelôs ends. 

The Australia ï Automotive Leather II (Article 21.5 ï US) and Australia ï 
Salmon (Article 21.5 ï Canada) panels did not elaborate on which elements 
of a measureôs nature are relevant in determining whether the two 
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 one 
another. For the most part, their approaches seemed to be like Justice 
Potter Stewartôs approach to pornography: it is hard to define, but one 
knows it when one sees it.58 The two panels did, however, offer some 
guidance as to certain aspects of the measuresô timing and nature that 
would be relevant in determining whether the close nexus test was met. 
                                                            
54  See ibid at 4.28 (ñIt would be absurd to hold that the effects of 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 measure ótaken to complyô.ò). 

55  Panel Report, Australia ï Automotive Leather II (Article 21.5 ï US), supra note 34 at para 6.5. 
56  Ibid. 
57  Ibid. 
58  Jacobellis v Ohio, 378 U.S. 184, 197 (1964). 
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As to timing, Australia ï Salmon (Article 21.5 ï Canada) noted that the 
greater a measureôs proximity in time to the adoption of the DSB 
recommendations and rulings in the original dispute, the more likely the 
measure would be deemed one taken to comply.59 A measure taken after 
the establishment of an Article 21.5 panel will generally (but not always) 
be excluded from that panelôs purview.60 As the panel explained, 
ñcompliance is often an ongoing or continuous process and once it has 
been identified as such in the panel request . . . any ómeasures taken to 
complyô can be presumed to fall within the panelôs mandate.ò61 This ability 
to examine measures taken after the formation of the Article 21.5 panel is 
necessary to fulfill those panelsô purposes; without it, a responding 
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 if the responding Memberôs new measures had the same effect 
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 was filed, it 
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 after Article 21.5 panel requests are filed 
serves to avoid the over- and under-inclusion of measures that should fall 
within the purview of Article 21.5 panels. 

As to the nature, Australia ï Salmon (Article 21.5 ï Canada) noted that 
the existence of a close nexus could 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 
ñbetterò measureðin the direction of WTO conformityðit would be 
subject to an expedited Article 21.5 procedure; if it introduces a ñworseò 
measureðmaintaining or aggravating the violationðit would have a right to 
a completely new WTO procedure.62This approach would risk the under-
inclusion of measures that should properly fall within the purview of 
Article 21.5 panels, thereby allowing offending Members to persist in their 

                                                            
59  Ibid. 
60  Panel Report, US ï Zeroing (Article 21.5 ï EC), supra note 38 at para 8.115-8.116. 
61  Panel Report, Australia ï Salmon (Article 21.5 ï Canada), supra note 36 at para 7.10.28. 
62  Ibid at para 7.10.23. 
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offenses. Moreover, Article 21.5 panels would face great difficulty in 
determining which measures are ñbetterò and which are ñworse.ò63 

2.  The elaboration of the close nexus test 
The Appellate Bodyôs language in US ï Softwood Lumber IV (Article 

21.5 ï Canada) expanded on the close nexus test and clarified that its 
purpose is to avoid the under- and over-inclusion of measures in Article 
21.5 proceedings. As the Appellate Body explained, the scope of Article 
21.5 panels must be sufficiently broad if these panels are ñto promote the 
prompt resolution of disputes.ò64 A complaining Member should not be 
forced to instigate new proceedings when an inconsistent measure has not 
been brought into conformity with the DSBôs recommendations and 
rulings, as that requirement would delay compliance.65 On the other 
hand, ñthe scope of Article 21.5 proceedings logically must be narrower 
than the scope of original dispute proceedingsò to avoid over-inclusion.66 

In US ï Softwood Lumber IV (Article 21.5 ï Canada), Canada claimed 
that measures the United States had taken to comply with an Appellate 
Body ruling regarding U.S. countervailing duties on Canadian softwood 
lumber violated the United Statesô WTO obligations. The United States 
denied that some of the challenged measures were measures ñtaken to 
comply,ò arguing that that phrase could not include just any ñconnectedò 
measures that ñcould have an impact onò or ñpossibly undermineò the 
declared implementation measures.67 Canada 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 they affect the 
existence or consistency of measures that have admittedly been taken to 
comply, since they may negate purported compliance with DSB 
recommendations and rulings.68 The Appellate Body sided with Canada, 
explaining: 

Some measures with a particularly close relationship to the declared 
ómeasure taken to comply,ô and to the recommendations and rulings of 
the DSB, may also be susceptible to review by a panel acting under 

                                                            
63  Ibid. 
64  Ibid at para 72. 
65  Ibid. 
66  Ibid. 
67  Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 

21, 22. 
68  Ibid at para 62. 
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Article 21.5. Determining whether this is the case requires a panel to 
scrutinize these relationships, 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 declared ómeasure 
taken to complyô is adopted. Only then is a panel in a position to take a 
view as to whether there are sufficiently close links for it to characterize 
another measure as one ótaken to complyô and, consequently, to assess its 
consistency with the covered agreements in an Article 21.5 proceeding.69 

The three measures the Appellate Body deemed ñmeasures taken to 
complyò in US ï Softwood Lumber IV (Article 21.5 ï Canada) were measures 
implemented to determine the countervailing duty liability for imports of 
Canadian softwood lumber. According to the Appellate Body, they were 
closely connected in terms of their nature: all three measures involved the 
issue of pass-through and covered imports of softwood lumber from 
Canada. They were also closely connected in terms 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 by the 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 
earlier articulations of the close nexus test. In considering two measuresô 
ñeffects,ò the Appellate Body seems to focus on the subsequent measureôs 
impact on the existence of the inconsistency identified by the original 
panel. This understanding of a measureôs effects derives from the text of 
Article 21.5, which states that ñ[w]here there is disagreement as to the 
existence or consistency with a covered agreement of measures taken to 
comply with the recommendations and rulings such dispute shall be 
decided through recourse to these dispute settlement proceduresò 
(emphasis added).70 For example, in US ï Softwood Lumber IV (Article 21.5 
ï Canada), the changes the United States made to its methodology for 
determining countervailing duties against Canada after the initial 
Appellate Body proceedings effectively reinstated the offending measures. 
Both methodologies committed the United States to examining a pass-

                                                            
69  Ibid at para 77. 
70  DSU, supra note 2 at art 21.5. 
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through of alleged stumpage subsidies, and both resulted in a similar cash 
deposit rate.71 Thus, the United Statesô subsequent measures perpetuated 
the existence of the original offending measures, and were inconsistent 
with the United Statesô WTO obligations. Accordingly, they fell within 
the purview of the Article 21.5 panel. 

B. Due Process As a Means to Limit the Risk of Over-Inclusion 
While the close nexus test helps Article 21.5 panels avoid excluding 

measures from their purview that they should be able to scrutinize, due 
process limitations help Article 21.5 panels avoid including measures 
within their purview that they should not be able to scrutinize. For 
example, in finding that the second loan in Australia ï Salmon (Article 21.5 
ï Canada) was a measure taken to comply, the Appellate Body justified its 
holding partly on the grounds that it did not ñdeprive Australia of its right 
to adequate notice under Article 6.2. On the basis of the Panel request 
Australia should have reasonably expected that any further measures it 
would take to comply, could be scrutinized by the Panel.ò72 Where a 
responding Member could not 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 purview.73 Thus, concerns 
about noticeðan essential component of due processðoperate to reduce 
the risk of over-inclusion of measures in Article 21.5 proceedings. 

Although the WTO has not adopted the doctrines of res judicata or 
collateral estoppel,74 it employs some principles of issue and claim 

                                                            
71  Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra, note 21 at para 

33. 
72  Panel Report, Australia ï Salmon (Article 21.5 ï Canada), supra note 36 at para 7.10.27. 
73  See WTO, Appellate Body Report, United States ï Tax Treatment for ñForeign Sales Corporationsò ï 

Second Recourse to Article 21.5 of the DSU by the European Communities, WT/DS108/AB/RW2, at 
para 68, online: WTO < www.wto.org/english/tratop_e/dispu_e/108abrw2_e.doc> [US ï FSC II 
(Article 21.5 ï EC)], (ñ[W]e conclude that the European Communitiesô panel request does 
identify the continued operation of Section 5 of the ETI Act sufficiently to put the United States 
on notice in this respect.ò); see also Panel Report, Australia ï Salmon (Article 21.5 ï Canada), 
supra note 36 at para 7.10.28 (ñ[A]ny ómeasures taken to complyô can be presumed to fall within 
the panelôs mandate, unless a genuine lack of notice can be pointed to.ò). 

74  Waincymer, supra note 28 at 519 (regarding res judicata); Appellate Body Report, European 
Communities ï Export Subsidies on Sugar, WT/DS265/AB/R, online: WTO 
<www.wto.org/english/tratop_e/dispu_e/265_266_283abr_e.pdf> at para 312 (ñThe principle 
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 
proceeding. We see little in the DSU that explicitly limits the rights of WTO Members to bring 
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preclusion to reduce the risk of the over-inclusion of measures in Article 
21.5 proceedings.75 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 these inconsistencies rightly fall within an Article 21.5 
panelôs purview. An Article 21.5 panel could not properly execute its task 
of assessing measures ñtaken to complyò for WTO-consistency if it could 
not examine claims that were different from and additional to those 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 proceedings.76 
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 settlement of disputes that is so ñessential to 
the effective functioning of the WTO.ò77 Members would be able to raise 
the same claims anew, wasting both Membersô time without achieving any 
resolution, and squandering limited adjudicatory resources. Consequently, 
an unappealed finding of no violation that the DSB adopts must be 
treated as the final resolution of the dispute between the parties with 
respect to that particular claim.78 

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 responding Member 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 explained in EC ï Bed Linen (Article 21.5 ï India): 
ñit would be unfairò to expose the responding Member to a possible 

                                                                                                                                     
an action; WTO Members must exercise their ójudgement [sic] as to whether action under these 
procedures would be fruitfulô, by virtue of Article 3.7 of the DSU, and they must engage in 
dispute settlement procedures in good faith, by virtue of Article 3.10 of the DSU. This latter 
obligation covers, in our view, the entire spectrum of dispute settlement, from the point of 
initiation of a case through implementation. Thus, even assuming arguendo that the principle of 
estoppel could apply in the WTO, its application would fall within these narrow parameters set 
out in the DSU.ò). 

75  The WTO does not generally use the terms ñclaim preclusionò or ñissue preclusion.ò 
76  Appellate Body Report, EC ï Bed Linen (Article 21.5 ï India), supra note 36 at para 80. 
77  Appellate Body Report, US ï Shrimp (Article 21.5 ï Malaysia), supra note 34 at para 97; Appellate 

Body Report, EC ï Bed Linen (Article 21.5 ï India), supra note 36 at para 90. 
78  Ibid at para 93. 
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finding of violation on an aspect of the original measure that that Member 
ñwas entitled to assume was consistent with its obligations under the 
relevant agreement given the absence of a finding of violation in the 
original report.ò79 

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 challenged during compliance proceedings.80 The panel explicitly 
described the rationale for this conclusion as concern for the responding 
Memberôs due process rights, stating that ñthe utility of an Article 21.5 
proceeding should not override the basic due process rights of the parties 
to a dispute.ò81 Preventing Members 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, enhances the consistency of judicial decisions, and, 
consequently, public confidence in the legitimacy of the adjudicators.82  

V. HOW SHOULD THE WTO  MODIFY ITS UNDERSTANDING 

OF DUE PROCESS AND THE CLOSE NEXUS TEST TO BETTER 

MITIGATE THE RISKS OF OVER- AND UNDER-INCLUSION IN 

ARTICLE 21.5 PROCEEDINGS? 

Due process concerns and the close nexus test help Article 21.5 panels 
avoid the risks of over- and under-inclusion, 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 makes two suggestions 
for improvement: first, 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 been in the 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 

                                                            
79  WTO, Panel Report, European Communities ï Anti-Dumping Duties on Imports of Cotton-Type Bed 

Linen from India ï Recourse to Article 21.5 of the DSU by India, WT/DS141/R, at para 7.75. [Panel 
Report, EC ï Bed Linen (Article 21.5 ï India)]. 

80  Appellate Body Report, US ï Shrimp (Article 21.5 ï Malaysia), supra note 34 at para 97; see also 
Appellate Body Report, EC ï Bed Linen (Article 21.5 ï India), supra note 36 at para 87-93. 

81  Panel Report, EC ï Bed Linen (Article 21.5 ï India), supra note 79 at para 7.76. 
82  See e.g. 47 American Jurisprudence 2d ñJudgmentsò, § 473 (West 2011).  
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Members from bringing claims in Article 21.5 proceedings that could have 
beenðbut were notðraised 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 measureôs nature, timing, and effects will be 
relevant when considering whether that measure is 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 
ñeffects?ò 

Moving towards 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 frame and enact 
their measures then. Through manipulation of this ñstatute of 
limitations,ò Members could thus avoid the scrutiny of an Article 21.5 
panel and force the complaining Member to initiate an entirely new 
dispute resolution proceeding to address the later measure. 

Giving a more precise definition as to the nature prong of the close 
nexus test would also likely worsen the under- and over-inclusion of 
measures in Article 21.5 proceedings. When considering measuresô 
natures, panels seem to be concerned about whether 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 in Australia ï Automotive Leather II (Article 21.5 ï US), or 
quarantine regulations on salmon in Australia ï Salmon (Article 21.5 ï 
Canada). It is difficult to imagine a more elaborate definition of ñnatureò 
than ñtypeòðor ñkindò or ñsortòðthat would still allow Article 21.5 panels 
to assume within their purview all of the measures that 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, in Australia ï 
Automotive Leather II (Article 21. 5 ï US), 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 loan negated Australiaôs efforts to comply with the DSBôs rulings and 
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recommendations. As the panel stated: ñbecause of the loan . . . no 
withdrawal of the prohibited subsidies[ ] has effectively taken place.ò83 
Similarly, in US ï Zeroing (Article 21.5 ï EC), the Appellate Body suggested 
that two measures can be deemed closely connected in terms of their 
effects when the later measure results in a ñcontinuationò of the earlier 
inconsistent measure.84 And in US ï Softwood Lumber IV (Article 21.5 ï 
Canada), the panel explained: 

Since the pass-through analysis in the First Assessment Review could, 
therefore, have an impact on, and possibly undermine, any implementation of 
the DSB rulings and recommendations regarding pass-through by the 
Section 129 Determination, we consider that the pass-through analysis in 
the First Assessment Review should also fall within the scope of these 
DSU Article 21.5 proceedings.85 

In other words, because the pass-through analysis in the First 
Assessment Review reversed the change that the United States had made 
to the pass-through analysis in the Section 129 Determination, the First 
Assessment review negated U.S. efforts to comply with the DSBôs rulings 
and recommendations with respect to the Section 129 Determination. 
Consequently, the pass-through analysis in the First Assessment Review 
fell within the purview of the Article 21.5 panel. 

In its appeal of US ï Softwood Lumber IV (Article 21.5 ï Canada), the 
United States arguedðunsuccessfullyðthat the effects of a measure could 
not be the appropriate standard by which to determine whether that 
measure falls within an Article 21.5 panelôs purview.86 Not only does this 
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 

                                                            
83  Appellate Body Report, US ï Shrimp (Article 21.5 ï Malaysia), supra note 34 at para 6. 
84  Appellate Body Report, US ï Zeroing (Article 21.5 ï EC), supra note 32 at para 233 (finding that 

ñto the extent that sunset review determinations led to the continuation of the relevant anti-
dumping duty orders, which in turn provided the legal basis for the continued imposition of 
assessment rates 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 
terms of effects, with the recommendations and rulings of the DSBò). 

85  WTO, Panel Report, United States ï Final Duty Determination with Respect to Certain Softwood 
Lumber from Canada Recourse by Canada to Article 21.5 of the DSU, WT/DS257/R, at para 4.41, 
online: World Trade Law <http://www.worldtradelaw.net/reports/wtopanels/us-
lumbercvdsfinal%28panel%29.pdf>. The panel also based its determination that the First 
Assessment Review fell within the scope of the Article 21.5 proceedings on the ñconsiderable 
overlap in effect of [the] various measures.ò Ibid. 

86  Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 
23. 
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measure could ñhave an impact on, and possibly undermineò the 
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 
antidumping or countervailing duty investigation could fall within the 
purview of an Article 21.5 panel.87 But this cannot be true; as the 
Appellate Body has explained: not ñevery assessment review will . . . fall 
within the jurisdiction of an Article 21.5 panel.ò88 

Moreover, a Member may not know the effects of any particular 
measure at the time of the measureôs enactment.89 Potentially offending 
Members will thus struggle to anticipate when their actions might fall 
within the purview of an Article 21.5 panel. This insecurity 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 obligations.90 At the very least, 
the unpredictability as to which 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 Body.91 The effects prong must be modified if it is to remain 
a useful component of the close nexus test. Simply requiring that the two 

                                                            
87  Appellee Submission of the United States, US ï Zeroing (Article 21.5 ï EC), WT/DS294 n. 57, 

online: United States Trade Representative <http://www.ustr.gov/trade-
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88  Appellate Body Report, US ï Softwood Lumber IV (Article 21.5 ï Canada), supra note 21 at para 
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89  History is rife with examples of government measuresô unintended consequences. See 
e.g. Marc Benitah, ñU.S. Agricultural Export Credits After the WTO Cotton Ruling: The Law of 
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Consequences of Remedial Measures Taken to Correct the Global Financial Crisis: Possible Implications 
for WTO Compliance, JOB/SERV/38, at para 3; Stephen J. Dubner & Steven D. Levitt, 
ñUnintended Consequencesò, New York Times Magazine (20 January 2008) online: New York 
Times <http://www.nytimes.com/2008/01/20/magazine/20wwlnfreakt.html?pagewanted= 
1&_r=1&sq=unintended>. 

90  For a discussion of how an effects-based test in another area of law is over-inclusive and thus 
leads to over-deterrence, see Marco Lankhorst, ñImproving Accuracy in Effects-Based Analysis: 
An Incentive-Oriented Approachò (2007) Amsterdam Ctr. for Law & Econ. Working Paper No. 
2007-01, 2006, online: Social Science Research Network http://ssrn.com/paper=956330.  

91  See Clarance Mann, The Function of Judicial Decision Making in European Economic Integration (The 
Hague: Nijhoff, 1972) at 176 (ñ[M]odes of legitimacy may vary in effectiveness by area of law. . . . 
Rules of economic regulation and commercial transactions . . . are measured to a large extent by 
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measures affect and target the same products or producers does not 
sufficiently constrain the effects prong.92  
Focusing on the subsequent measureôs effects on the ñexistenceò of 

the original violation and the ñconsistencyò of the subsequent measure 
with the Memberôs WTO obligations is not a sufficient limitation on the 
effects prong, either. Although this understanding of one measureôs effect 
on another is appealing because it is grounded in the text of the DSU,93 
any subsequent measure that affects the same products and producers as 
the earlier measure that was deemed inconsistent could be said to affect 
the ñexistenceò of that earlier measure. Furthermore, a measure should 
not fall within the purview of an Article 21.5 panel simply because it is 
inconsistent with the Membersô WTO obligations lest any sort of claim at 
all be brought in an Article 21.5ðrather than an Article 6ðproceeding.94 

While the close nexus test as a whole is designed to remedy the 
problem of under-inclusion, Article 21.5 panels must take to care to avoid 
using it in a way that creates the problem of over-inclusion. In particular, 
they must narrowly define the effects prong of this test and clearly 
articulate what it means for a challenged measure to ñhave an impact on 
and possibly undermineò the implementation measure. 

But even if such a narrow articulation of the effects prong of the close 
nexus test is possible, the prong does not seem necessary. The timing 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 ñmeasures taken to comply.ò If we consider the nature prong 
satisfied only if the subsequent measure is applied to the same products or 
producers as the original measure, as Australia ï Salmon (Article 21.5 ï 
Canada) and Australia ï Automotive Leather II (Article 21.5 ï US) suggest, 
the effects prong is unnecessary and should be abandoned. Its usage 
threatens only undesirable over-inclusion of measures in Article 21.5 
proceedings. 

                                                            
92  Kearns & Charnovitz, supra note 11 at 347 (suggesting this limitation). 
93  DSU, supra note 3 at art 21.5 (ñWhere there is disagreement as to the existence or consistency 

with a covered agreement of measures taken to complyéò). 
94  Appellate Body Report, Canada ï Aircraft (Article 21.5 ï Brazil), supra note 1 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 proceedings, 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 from raising 
objections to a measure taken to comply that it did not raiseðbut could 
have raisedðin the original panel proceeding. Indeed, some panels have 
suggested as much.95 In particular, the panel in US ï Countervailing 
Measures on Certain EC Products (Article 21.5 ï EC) explained: ñan Article 
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 original proceedingsò (emphasis 
added).96 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 vis-à-vis the original measure.97 The panel 
explained that allowing the complaining Member to raise claims in an 
Article 21.5 proceeding that it could have raisedðbut did not raiseðin the 
initial proceeding would result in ñprocedural unfairness.ò98 

The goal of prompt settlement of 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 faster Membersô disputes can be settled. 

                                                            
95  See e.g. Panel Report, EC ï Bed Linen (Article 21.5 ï India), supra note 79 at para 6.43 (finding 

that India would not be afforded ñan opportunity to obtain a ruling in an Article 21.5 
proceeding that they could have sought and obtained in the original disputeò); ibid at para 6.4 
(explaining that allowing a Member to bring such claims in an Article 21.5 proceeding ñwould 
not seem to be consistent with the overall object and 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 agreements are not nullified or impairedò). Grossman & Sykes, supra note 20 at 
140 (ñThis language [just cited] suggests that all legal issues that could have been raised in the 
earlier proceeding, but were not, are waived.ò). 

96  Panel Report, United States ï Countervailing Measures Concerning Certain Products from the European 
Communities (Recourse to Article 21.5 of the DSU by the European Communities) WT/DS212/RW at 
para 7.207, online: World Trade Law <http://www.worldtradelaw.net/reports/wtopanels/us-
countervailing%28panel%29%2821.5%29.pdf>.  

97  Ibid at para 7.217. 
98  Ibid n. 294. 
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But the goal of prompt resolution must be balanced against the goal of 
preserving Membersô rights and obligations. Deciding Membersô disputes 
by coin toss would of course allow for faster resolution, but not better 
resolutionðit would be patently procedurally unfair. 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 
proceeding but were not. 
It should, then, also be ñprocedurally unfairò to allow a WTO 

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 Member would 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 ñan extremely limited evidentiary basis on which to rule.ò99 
Finally, the shorter timeline provided for by Article 21.5 ñsignificantly 
limits both the panelôs opportunity to interact with the parties and the 
panelôs time to deliberate.ò100 

Despite these concerns, the Appellate Body rejected the idea that 
claims that could 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 used to re-open issues that were 
decided on substance in the original proceedings, the unconditional 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 made, but were not 
made, in the original proceedings.101 

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, however, 
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 

                                                            
99  Ibid. 
100  Ibid (ñThe panel typically has only one opportunity to meet with the parties, unlike the normal 

proceedings where two substantive meetings taking placeò). 
101  Panel Report, US ï Zeroing (Article 21.5 ï EC), supra note 38 at para 8.240-8.242. 
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ñsecond chanceò to take issue with the original measure.102 Rather, they 
allow Members to argue claims that were not decided in the original 
proceedings.  

The Appellate Body expressly rejected the argument that allowing 
such claims ñjeopardize[s] the principles of fundamental fairness and due 
process.ò103 This seems like exactly the wrong conclusion. The measures a 
Member takes to comply with the original panelôs rulings and 
recommendations are designed to correct the inconsistencies identified in 
the panel proceedings. Accordingly, the Member should not 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 proceedings, it has little time to respond to the new allegations, and 
no time to correct the violation if one is found.104 

The WTO could employ the doctrine of good faith to limit which new 
claims could be brought in Article 21.5 proceedings.105 If a complainant 
had an objectively 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 often links good faith 
obligations and due process concerns.106 If good faith requires Members to 
act consistently with the objective of protecting due process in WTO 

                                                            
102  Appellate Body Report, US ï Zeroing (Article 21.5 ï EC), supra note 32 at para 427. 
103  Ibid. 
104  While responding Members in original panel proceedings have a ñreasonable period of timeò to 

comply with the panelôs recommendations and rulings, responding Members in Article 21.5 
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Safeguard Measure on Combed Cotton Yarn from Pakistan, WT/DS192/AB/R at para 81, online: 
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WTO Dispute Settlementò 7 Melb. J. Intôl L. 339, 352 (2006) [Mitchell](ñA responding Member 
could claim that the complainant was using the dispute settlement mechanism as a mere strategy 
or tactic to achieve some unrelated result instead of in an effort to resolve the disputeéò). 

106  Mitchell, supra note 105 at 353-355. 
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proceedings,107 then good faith would seem to caution against including 
measures that could have been 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 proceedings.108 The central role of any dispute settlement 
system is to provide answers to adversaries: by so doing, the system frees 
litigants from the ñuncertain prospect of litigation, with all its costs to 
emotional peace and the ordering of future affairs.ò109 Claim preclusion 
promotes not only a formal, but also a more holistic, resolution of 
disputes. Such resolution of disputes enhances respect for the judiciaryôs 
ability to resolve inter-party issuesðand thus enhances respect for the 
judiciary overall. 

Still, one of the most commonly cited rationales for claim preclusion 
in the domestic contextðencouraging litigants to bring all their claims at 
the outset of the procedureðmay not justify its application in Article 21.5 
proceedings. Grossman and Sykes explain that encouraging litigants to 
bring all their claims at the outset of compliance proceedings will not 
necessarily make these compliance proceedings more efficient: indeed, it 
might be preferable to allow a complaining Member to bring its strongest 
claims first, leaving the weaker ones aside should the initial claims fail in 
order to reduce the costs of litigation.110 And because Article 21.5 panels 
are comprised of the same members of the original panel, minimal 
additional effort is needed to familiarize the judges with the facts and legal 
issues in a compliance proceeding.111 In other words, the fixed costs of the 
second proceeding will generally be small relative to the variable costs of 
litigating more issues, suggesting that Members should not be obligated to 
bring all of their claims about a measure in the original proceeding if they 
wish they can raise them before an Article 21.5 panel.112 Otherwise, 
Members could be encouraged to ñthrow the ókitchen sinkô into their 

                                                            
107  Appellate Body Report, US ï FSC II (Article 21.5 ï EC), supra note 73 at para 166; Mitchell, supra 

note 105 at 354. 
108  See Federal Practice and Procedure vol 18, 2d ed (Rochester, NY: Lawyerôs Cooperative, 2011) § 

4403 (describing the policies underlying res judicata). 
109  Ibid. 
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111  Ibid at 142. 
112  Ibid at 147. 



200  ASPER REVIEW XII  

initial complaints and arguments, so that initial panel proceedings become 
even more . . . cumbersome.ò113 
But if claim preclusion does not yield an overwhelming ókitchen sinkò 

result in the domestic context, why would it be expected to do so in the 
WTO context? And, even if it did yield this result, 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, as explained above, be balanced against protection of Membersô 
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 understanding of the ñsameò claim be 
narrow.114 In other words, they are concerned about a use of claim 
preclusion that could result in the under-inclusion of measures in Article 
21.5 proceedings. That concern is consistent with preventing Members 
from, during Article 21.5 proceedings, 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 not want to provide repose. The panel in US ï Shrimp 
(Article 21.5 ï Malaysia), for example, stated that the WTO-consistency of 
implementation measures may be ñreassessed at any time.ò115 This suggests 
that the WTO sees its dispute settlement system not as primarily 
concerned with providing finality, but with coming to the right conclusion 
about the WTOôs consistency 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 Members. At some 
point, Members must get on with their activities in peace.116 They cannot 
do so if the WTO-conformity of their measures is always subject to 
challenge, even when they have implicitly been deemed consistent before. 

                                                            
113  Ibid. 
114  Ibid. 
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(Recourse to Article 21.5 by Malaysia), WT/DS58/RW, at para 5.88, online: World Trade Law 
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VI. CONCLUSION 

Although Article 21.5 seems to 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 scopeðin particular, how to avoid including measures that should 
not be reviewed (over-inclusion), and how to avoid excluding measures 
that should be reviewed (under-inclusion). 

This paper suggests that the tools to avoid the twin risks of under- and 
over-inclusion are already present in past Article 21.5 reports. The close 
nexus test serves to reduce the likelihood of under-inclusion, while due 
process concerns reduce the risk of over-inclusion. But these tools could 
be improved: The effects prong of the close 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 Membersðthe very purposes of these panels. Without 
effective compliance proceedings, the WTO, like the GATT before it, will 
cease to be a successful mechanism for enhancing the security and 
predictability of the multilateral trading system. 
 





 

More Than Just Games: Virtual 
Property Rights In Massively 
Multiplayer Online Games 

C H R I S  S T AL M A N S *  

ASSIVELY MULTIPLAYER ONLINE (MMO) GAMES ARE PLAYED ON 
the internet and can support hundreds of thousands of players 
simultaneously.1 MMO games enable players to ñinteract with 

one another in real-time in a shared environment, even though these users 
may be separated by vast geographic distances.ò2 Players can acquire virtual 
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 MMO games. Part I will briefly describe why 
MMO games should be considered as more than just games. Part II will 
examine the current status as to whether virtual property is ñpropertyò in a 
legal sense, and whether it belongs to MMO game players rather than to 
game creators. Part III 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 games are inevitable 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 property rights will be defined as 
in-world objects, including avatars (or characters), items, user accounts, 
and land that can be possessed by one user to the exclusion of others in 
MMO games. This paper is not interested in intellectual property rights 
within MMO games. 
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There is an important distinction between property-averse worlds and 
property-promoting worlds.3 MMO games that feature property-averse 
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 game items can result in disciplinary action.4 For 
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.5 
Linden Labôs Second Life is an example of a property-promoting 

world in that it ñpurports to protect the virtual and intellectual property 
rights of its usersò6 and allows the open sale of virtual property. The CEO 
of Linden Lab, Philip Rosendale has stressed this concept and publically 
stated ñ[y]ou create it, you own itðand itôs yours to do with as you please.ò7 
However, the EULA and TOS of Second Life are less emphatic about 
acknowledging virtual property rights. Second Lifeôs TOS state that users:  

acknowledge that Virtual Land is a limited license 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 
as it sees fit and that Linden Lab shall have no liability to [users] based 
on its exercise of such right.8  

This discrepancy was relevant in the Evans class-action case, discussed 
below.9  

I. MORE THAN  JUST A GAME 

MMO games are not just games. In 2005, it was estimated that up to 
100 million people worldwide participated in an online digital world.10 
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