INTRODUCTION: RULING THE WORLD

Steven A. Dean” & Claire R. Kelly"™

As recent events have taught us, globalization demands that we
consider not just the national, but also the worldwide, implica-
tions of regulatory shortcomings of all sorts. There is no single country
with the power to impose its legal framework throughout the world. Just
as important, no country operates in legal or regulatory isolation. Legal
failures and their consequences cross borders, sometimes in spectacular
fashion. National economies have never been more interconnected.

Norm entrepreneurs work to connect the legal frameworks that guide
and constrain behavior within these economies. International legal norms
not only facilitate economic interaction among States and nonstate actors
from different parts of the world, but also foster stability, predictability,
and prosperity. Even isolated rule failures have the potential to reverbe-
rate throughout the world. A less visible, but no less troubling, reality is
that where legal vacuums arise, opportunities go wanting.

A host of organizations, communities, and groups have stepped for-
ward to generate norms that shape conduct across borders. The subject of
this Symposium is how these entities manage the alchemical trick of
turning chaos into order despite daunting legal, philosophical, practical,
and cultural impediments. We focus on the development of international
norms in the private law context, a process that can be contentious and
even frustrating. The Symposium explores different models for the crea-
tion of international legal norms, including, but not limited to, institu-
tional regulation, private legislators, model treaties, legislative guides,
and transnational harmonization.

Of course, government actors have not abandoned the field. In fact,
different lawmaking bodies compete with each other for relevance. States
and domestic rule-makers vie for influence while interest groups hope to
direct lawmaking activities. When norms do take root and blossom into
soft or hard law, the interrelated problems of compliance and legitimacy
bedevil would-be enforcers. This Symposium Issue explores these con-
cerns and many others by considering three case studies: commercial
law, taxation, and financial regulation. We are fortunate to have a diverse
lineup of experts from all over the world to examine these issues.

In Three Metaphors of Norm Migration in International Context, Ro-
derick A. Macdonald, F.R. Scott Professor of Constitutional and Public
Law, Faculty of Law, McGill University, frames our discussion of inter-
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national norm development using three metaphors: harmonization, trans-
plantation, and viral propagation. Each of these metaphors reveals de-
fects in universal norm generation and highlights the fallacy that one
view of the law may be good for all people at all times. Using specific
commercial law examples, Professor Macdonald illustrates that the dif-
ferences among States, their legal architectures, their political and legal
environments, and their adaptive capabilities make perfect harmonization
or transplantation of law unattainable and, perhaps, undesirable. Like-
wise, the ability of a legal concept or norm to infect a legal community
depends on a variety of factors, including the nature of the lawmaking
authority (e.g., highly centralized, hierarchically organized, or legisla-
tively, rather than judicially, driven); the points of entry (e.g., agencies or
scholarly communities); and the relationship of the State to other coun-
tries and ideology. These metaphors help us understand how States are
inseparable from their social, economic, and political contexts. In doing
so, we realize that international norm generation cannot be based on the
unique socioeconomic and political contexts of a few States. This over-
arching perspective informs all of the panels and Articles that follow.
Our first panel focuses on commercial law. Henry Deeb Gabriel, De-
Van Daggett Professor of Law, Loyola University School of Law, New
Orleans, articulates an important resource question: is creating nonbind-
ing general principles (soft law instruments) a worthwhile goal when
there are scarce resources to generate norms? Noting the call for both
harmonization and modernization, Professor Gabriel echoes the chal-
lenges identified by Professor Macdonald, positing soft law as a vehicle
capable of avoiding pitfalls to harmonization. In particular, The Advan-
tages of Soft Law in International Commercial Law: The Role of
UNIDROIT, UNCITRAL, and the Hague Conference explores how soft
law serves important functions that hard law does not. Soft law is more
helpful in achieving harmonization than hard law because of its flexibili-
ty. Professor Gabriel observes that with soft law there is “less conflict
between the international and the domestic law compared to a binding
convention.” Because soft law does not require adoption, it is “more
easily and readily available for use.” ' Additionally, it serves as the basis
for further work, provides guiding principles, and fosters party autonomy
and neutrality. These attributes, however, also give rise to some criti-
cism. Soft law instruments may offer less certainty because they are non-
binding. They may also suffer because a lack “of vetting, compromise,

1. Henry Deeb Gabriel, The Advantages of Soft Law in International Commercial
Law: The Role of UNIDROIT, UNCITRAL, and the Hague Conference, 34 BROOK. J.
INT’L L. 655, 656 (2009).
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and ultimate acceptance usually yields instruments acceptable to the var-
ious constituencies.”

Amelia H. Boss, Trustee Professor of Law, Drexel University, Earle
Mack School of Law, focuses on electronic commerce to highlight sym-
biosis at work in norm development. In The Evolution of Commercial
Law Norms: Lessons to be Learned from Electronic Commerce, she
highlights that product and form (either soft or hard law) are not as im-
portant as process, particularly the “exchange of ideas, and the education
that occurs during the drafting process.” Moreover, she reminds us that
success is difficult to judge. Success is not simply a matter of adoption or
implementation. By examining the relatively recent developmental histo-
ry of electronic commerce law, Professor Boss shows the process and
mutual effect of national and international efforts. She also warns us of
the dangers of this process, specifically fragmentation, when missteps
occur in international norm development.

Boris Kozolchyk, Evo DeConcini Professor of Law, James E. Rogers
College of Law, University of Arizona, recounts the long history of soft
law in commercial transactions in Modernization of Commercial Law:
International Uniformity and Economic Development. He specifically
notes that “the vitality and universality of a commercial law shaped by
best practices are apparent in institutions that stretch back as far as the
ancient Greek version of the maritime contract and security agreement.”
Legal culture is comprised not merely of the written positive law, but
also of the attitudes towards commerce and the law, as well as the living
law, i.e., how law is practiced. This last variable, how law is practiced, is
crucial to the success of law.

Our second panel focuses on taxation norms. Hugh J. Ault, Professor
of Law, Boston College School of Law; Senior Advisor, Centre for Tax
Policy and Administration, OECD Paris, delves into the process by
which the Organisation for Economic Co-operation and Development
(“OECD”) develops international tax norms. In particular, he tracks the
changes in OECD structure and functioning. His Article, Reflections on
the Role of the OECD in Developing International Tax Norms, considers
tax competition, dispute resolution, and taxation of services. Professor
Ault reveals that the OECD process has become more open and inclu-
sive, perhaps at the cost of its ability to reach consensus. In light of these
changes, he suggests means by which the OECD may further its agenda.

2. Id. at 671.
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He cautions that it will be necessary for the OECD to develop techniques
for securing “agreement on policy principles and technical rules” while
still allowing an “escape valve” for certain sensitive issues.’

Reuven S. Avi-Yonah, Irwin I. Cohn Professor of Law, University of
Michigan Law School, considers the subjects of tax havens and tax com-
petition in order to explore norm development. His Article, The OECD
Harmful Tax Competition Report: A Retrospective After a Decade, ar-
gues that the OECD has dealt successfully with preferential tax regimes,
but reminds us that this is an ongoing process. He suggests additional
mechanisms by which the OECD members can promote norms that com-
bat tax competition.

Lisa Philipps, Associate Professor of Law and incoming Associate
Dean (Research, Graduate Studies, and Institutional Relations), Osgoode
Hall Law School, York University, Toronto, Canada and Miranda Ste-
wart, Associate Professor of Law, Melbourne Law School, University of
Melbourne, Australia conclude our tax discussion by tackling transpa-
rency norms in the budgetary context. In Fiscal Transparency: Global
Norms, Domestic Laws, and the Politics of Budgets, they contend that the
discursive roots of fiscal transparency stem from the shifts toward neoli-
beralism and good governance. Emphasizing fiscal discipline as well as
accountability, participation, and ownership concerns, these movements
were facilitated by numerous global initiatives: the International Mone-
tary Fund Code of Good Practices on Fiscal Transparency, the OECD
Best Practices for Budget Transparency, the World Bank, and the OECD
and EU Stability Growth Pact. Philipps and Stewart consider how vari-
ous transparency mechanisms account for “issues of distributive impact
and politics.”® Ultimately, while recognizing the emerging international
architecture for transparency, they urge us to acknowledge the need to
promote transparency and inclusiveness on the State level.

Our final subject is financial regulation. Kern Alexander, Director of
Research in Financial Regulation, University of Cambridge, explores
international banking supervision and, in particular, the Basel Commit-
tee. His Article, Global Financial Standard Setting, the G10 Committees,
and International Economic Law, examines the soft law emanating from
the Basel Committee, as well as other G10 committees, and its signifi-
cant public policy influence. He also examines the decision-making
process that resulted in Basel II and its weaknesses. While these stan-
dards are “voluntary,” Doctor Alexander explains that the pressure on

5. Hugh J. Ault, Reflections on the Role of the OECD in Developing International
Tax Norms, 34 BROOK. J. INT’L L. 757, 781 (2009).

6. Lisa Phillips & Miranda Stewart, Fiscal Transparency: Global Norms, Domestic
Laws, and the Politics of Budgets, 34 BROOK. J. INT’L L. 797, 800 (2009).
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States to adopt them raises serious accountability and legitimacy issues,
and further suggests that the imposition of these standards on States ex-
cluded from their development could have negative consequences.

In The Hardening of Soft Law in Securities Regulation, Roberta S.
Karmel, Centennial Professor of Law, Brooklyn Law School and Claire
R. Kelly, Professor of Law, Brooklyn Law School, argue that soft law
counteracts regulatory competition and makes regulatory cooperation
more palatable. They trace a long history of soft law securities regulation
and detail the current international efforts to shape international soft law
norms. While they see this continued process as desirable, they nonethe-
less identify problems with international norm development via soft law,
namely, those of authority, process, and legitimacy.

Finally, Elizabeth F. Brown, Assistant Professor, J. Mack Robinson
College of Business, Georgia State University, explains the problem of
developing international insurance norms. Professor Brown’s Article,
The Development of International Norms for Insurance Regulation, notes
that there is a great deal of pressure for international insurance standards,
but they have not kept pace with other international financial regulatory
efforts. Existing sources of international law (e.g., GATS, NAFTA) fall
short, in large part, due to U.S. reservations made to these agreements.
And, in fact, some of the principles espoused by these agreements—
notably, national treatment and market access—are not fully supported
by state legislation. Still, the International Association of Insurance Su-
pervisors has tried to develop guiding principles. Its efforts have been
thwarted by the complexity of negotiation due to the number of U.S.
states involved. Given the federalism issue posed by U.S. participation, it
is difficult to imagine the development of an internationally based con-
sensus.

These symposium Articles, and the Symposium itself, raise many is-
sues for those interested in international norm generation. First, the
process of international norm generation is just that, a process. It is ongo-
ing, dynamic, and interconnected. And it cannot be isolated from politics
or socioeconomic pressures. Further, questions regarding legitimacy,
accountability, power, and transparency are unavoidable.

Second, the reach of soft law and the role it plays in international norm
generation are remarkably extensive. Soft law serves a variety of values.
Quite obviously, it may harden into positive hard law. More importantly,
perhaps, is the role it plays in allowing for a symbiotic process of norm
generation. It allows different legal cultures, perspectives, and values to
coexist. More profoundly, it lays the groundwork for regulatory coopera-
tion among States.
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Third, we see that international norm generation reflects the needs and
conduct of the actors affected by the norms. When these rules fail to ac-
count for the needs and values of the constituencies they serve, they fail
to take hold, and lose whatever legitimacy they may have had.

Lastly, we see that national constituencies and domestic political pres-
sures can thwart the formation of general principles and universal norms.
Moreover, the diversity of interests and approaches harkens back to the
note struck by Professor Macdonald at the very beginning:

Law is both a constant process of interaction between citizens and offi-
cials, and in international affairs, a constant process of adjustment
among States conceived in dyadic interaction. If we are genuinely
committed to “generating international legal norms,” then we can do no
better than attend to Aristotelian wisdom: far from ruling the world, we
will first be seeking to rule ourselves.”

7. Roderick A. Macdonald, Three Metaphors of Norm Migration in International
Context, 34 BROOK. J. INT’L L. 603, 653 (2009).



THREE METAPHORS OF NORM
MIGRATION IN INTERNATIONAL CONTEXT

Roderick A. Macdonald*

INTRODUCTION: INTERNATIONAL NORM ENTREPRENEURSHIP

wo metaphors constantly recur in the activities and scholarship of
those who promote a regime of global legal norms': harmonization
and transplantation.” More recently a third hads also found scholarly fa-
vor: viral propagation.” Whichever metaphor is adopted, however, and
regardless of whether the field is public law and judicial institutions
(notably, international human rights and the rule of law),* environmental

* F.R. Scott Professor of Law, McGill University. This essay is a revised version of
the keynote address presented at the symposium Ruling the World: Generating Interna-
tional Norms, held at Brooklyn Law School, October 24, 2008. I should like to thank my
United Nations Commission on International Trade Law (“UNCITRAL”) colleagues
Michel Deschamps, Richard Kohn, Jean-Frangois Riffard, Uwe Schneider, Harry Sig-
man, Ed Smith, Catherine Walsh, and Steve Weise for many helpful conversations over
the years about international commercial law reform. I am especially grateful to Neil
Cohen for his friendship and generosity in sharing his insights into the themes I develop
here. The Editors of the Journal have been most gracious in assisting me with the task of
turning my symposium paper into the present Article. I trust the reader will judge that any
errors of fact or interpretation (responsibility for which lies with me alone) have been
made “in good faith and in a commercially reasonable manner.”

1. In this Article, I focus on international norm migration as involving the conscious
efforts of norm entrepreneurs, be they States acting individually or collectively (e.g., the
International Institute for the Unification of Private Law (“UNIDROIT?”)), the agencies of
which States are members (e.g., UNCITRAL), or private organizations (e.g., the National
Conference of Commissioners on Uniform State Laws). For a discussion of the difference
between intended norm migration and unintentional norm migration, see Finn Makela,
The Drug Testing Virus, 43(3) REVUE JURIDIQUE THEMIS [R.J.T.] (forthcoming 2009)
(Can.) (examining the northward migration of U.S. legal norms concerning employee
drug testing to Canada).

2. Both harmonization and transplantation have been staples of comparative law
discourse since the mid-1970s. See, e.g., Marc Ancel, From the Unification of Law to Its
Harmonization, 51 TUL. L. REv. 108, 114-17 (1976); W.J. Kamba, Comparative Law: A
Theoretical Framework, 23 INT’L & CoMP. L. Q. 485, 501-04 (1974); Alan Watson, Le-
gal Transplants and Law Reform, 92 LAW Q. REV. 79, 79-84 (1976).

3. Perhaps the most insightful discussion of the viral propagation metaphor in legal
circles is the unpublished manuscript by Spencer Weber Waller, The Law & Economics
Virus 1 (2008) (unpublished manuscript) (available at http://ssr.com/abstract=1017882).

4. See generally BEYOND COMMON KNOWLEDGE: EMPIRICAL APPROACHES TO THE
RULE OF LAW (Erik Jensen & Thomas Heller eds., 2003) (bringing together empirical
studies of legal and judicial reform from across Asia, Europe, Latin America, and the
United States); THE MIGRATION OF CONSTITUTIONAL IDEAS (Sujit Choudhry ed., 2006);
Judith Resnick, Law’s Migration: American Exceptionalism, Silent Dialogues, and Fede-
ralism’s Multiple Ports of Entry, 115 YALE L.J. 1564 (2006) (exposing American federal-
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law, labor law, or the structural components of the trading economy,’ a
single conclusion typically follows. Western law, particularly in its
common law reflections, and specifically in its U.S. common law instan-
tiations, is not just the best available earthly representation of the possi-
bilities; it is the Platonic ideal-type.® Yet as far as I am aware, the asser-
tion has not actually been put to a meaningful empirical test in many of
the above fields. It remains a canon of the faith-based international law
reform congregation, to which even disciples of reality-based constituen-
cies are required to pay tribute.

My own field of interest, secured transactions law, is not immune from
this type of theological proselytizing. Again and again one hears that the
latest revision of Article 9 of the U.S. Uniform Commercial Code
(“UCC”) is the dialectical endpoint of centuries of experimentation with
regimes of security on movable property.” As such, Article 9.3% is neces-
sarily superior to all other models for modernizing the law of commercial

ism as a both an excuse for evading transnational dialogue and a port of entry for norm
migration in the context of international human rights).

5. See generally BOAVENTURA DE SOUSA SANTOS, TOWARDS A NEW COMMON SENSE:
LAW, SCIENCE AND POLITICS IN THE PARADIGMATIC TRANSITION (1995) (critiquing mod-
ern norms as incapable of generating progressive laws for regulating the global econo-
my).

6. The literature exploded following HERNANDO DE SOTO, THE MYSTERY OF
CAPITAL: WHY CAPITALISM TRIUMPHS IN THE WEST AND FAILS EVERYWHERE ELSE (2000).
But compare Daniel Berkowitz et al., Economic Development, Legality and the Trans-
plant Effect, 47 EUR. ECON. REv. 165 (2003) (arguing that the mode in which the bor-
rowed law was initially transplanted and received is a more important determinant of
effective legal institutions than the supply of law from a particular legal family), with
Sigrid Quack, Agency Legal Professionals and Transnational Law-Making: A Case of
Distributed Agency, 14 ORGANIZATION 643 (2007) (“[I]n the face of weak or ‘loose’ gov-
ernment at the international level, the development of transnational legal norms follows a
pattern of dispersed rule-setting that is manifested in the common law system and led by
legal practitioners in large law firms and an internationalized legal profession.”).

7. See, e.g., Heywood Fleisig, Secured Transactions: The Power of Collateral, 33
FIN. & DEv. 44 (1996); Heywood Fleisig & Nuria de la Pefla, Law, Legal Institutions and
Development: Lessons of the 1990s for Property Rights, Secured Transactions, Business
Registration, and Contract Enforcement (Oct. 2003), reprinted in WORLD BANK, GLOBAL
INSOLVENCY DATABASE http://siteresources.worldbank.org/GILD/ConferenceMaterial/202
60806/CEAL_Legal Lessons%20-%20formatted.pdf. Two recent volumes provide a good
conspectus of challenges and developments in the North Atlantic trading block. See
SECURITY RIGHTS IN MOVABLE PROPERTY IN EUROPEAN PRIVATE LAW (Eva-Maria Kie-
ninger ed., 2004), and the essays in Part I of the collection in particular; GERALD MCCOR-
MACK, SECURED CREDIT UNDER ENGLISH AND AMERICAN LAW (2004).

8. In order to differentiate the versions of Article 9, I borrow the protocols of com-
puter programs and characterize these official versions as Article 9.1, Article 9.2, and
Article 9.3.
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financing worldwide and should serve as a template for both national law
and transnational legal norms.’

The failure to test this apostolic creed against the data provided by ri-
gorous scholarly inquiry is, I argue, a fundamental flaw in contemporary
international norm entrepreneurship, especially in those fields of busi-
ness and commercial law where various versions of “economic analysis”
reign supreme.'® In the City of God, there may well be an exact coinci-
dence between the ideal and the actual, between norm and action; in the
City of Man, a somewhat more attenuated relationship is invariably
present.11

There is another, procedural defect in the argument for universal legal
norms that usually escapes the notice of law reformers. Global norm en-
trepreneurs do not take sufficiently seriously their privileged metaphors.
Because these metaphors are familiar in popular conversation and be-
cause they seem, at least superficially, to plausibly characterize the
processes for generating transnational legal norms, they lose their an-
chorage in the knowledge fields from which they arise. Divorced from
their disciplinary contexts, these metaphors become rhetorical slogans,'
mere ciphers." If ever international law reformers were to engage care-
fully with any one of their harmonization, transplantation, and viral

9. Typical of the Article 9 literature in this respect is Boris Kozolchyk & Dale Beck
Furnish, The OAS Model Law on Secured Transactions: A Comparative Analysis, 12 SW.
J. L. & TRADE AM. 235 (2005).

10. E.g., Kenneth W. Dam, Credit Markets, Creditors’ Rights and Economic Devel-
opment (Univ. of Chi. Law Sch., John M. Olin Law & Econ. Working Paper No. 281,
2006), available at http://www.law.uchicago.edu/Lawecon/WkngPprs_251-300/281-kd-
credit.pdf.

11. I have considered this theme in two recent unpublished conference papers. See
Roderick A. Macdonald, Exporting Article 9, Presentation at the Jefferson School of Law
Conference on Globalizing Secured Transactions (Mar. 14-15, 2008) (on file with au-
thor) [hereinafter Macdonald, Exporting Article 9]; Roderick A. Macdonald, Distinguish-
ing “Interest” From “Position”: Negotiating the Modernization of Secured Transactions
Law in International Trade, Presentation at the Institute of Law and Finance, Johann Wolf-
gang Goethe Universitét, Frankfurt, F.R.G. (Apr. 30, 2008) (on file with author).

12. Metaphor as rhetorical device—a memorable way to make a point that could be
made otherwise—is the most usual deployment of metaphors in legal scholarship. Ber-
nard J. Hibbitts, Making Sense of Metaphors: Visuality, Aurality and the Reconfiguration
of American Legal Discourse, 16 CARDOZO L. REV. 229 (1994). Hibbitts is one of very
few scholars who have theorized the use of metaphors about law by contrast with meta-
phors in law.

13. I am, of course, making a broader claim about metaphors in legal discourse. Fol-
lowing Finn Makela, A Viral Model of Legal Norm Migration (Nov. 14, 2008) (unpub-
lished thesis, University of Montreal) (on file with author), I argue that “every metaphor
is a submerged model.” For an extended development, see Roderick A. Macdonald &
Jonathan Widell, Office Politics (Again)!, 20 CAN. J.L. & Soc. 1, 5-8 (2005).
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propagation metaphors and examine their disciplinary detail in music,
botany, and genetics respectively, they would, I believe, be much less
optimistic about deeming North American legal artifacts like Article 9.3
transcendent (that is, good for all times and all places)."*

In support of this claim, I extrapolate from my experiences over a
twenty-year period as a national law reformer in two civil law jurisdic-
tions, Quebec and Ukraine,"” and from lessons learned during the past six
years as an international law reformer privileged to serve as a member of
the Canadian delegation to UNCITRAL Working Group VI: Secured
Transactions.'® I draw parallels between these three experiences and the
three metaphors I have identified in an effort to show how global norm
entrepreneurs selectively choose (and selectively attend to the features
of) their metaphors in order to validate their often unrealistic expecta-
tions about the receptivity of States to proposals for legislating interna-
tional legal norms as domestic law. The reform process in Quebec was
driven by the rhetorical logic of harmonization, in Ukraine by the rhetor-
ical logic of transplantation, and at UNCITRAL by the rhetorical logic
of viral propagation."” In none of these cases, however, was significant
effort invested in deriving a viable model of norm migration from these
metaphors. In none did norm entrepreneurs rely on a theory that would

14. Too often when borrowed across disciplines, metaphors are stripped of their
nuance, their equivocation, and their politics. See generally PAUL RICOEUR, THE RULE OF
METAPHOR: MULTI-DISCIPLINARY STUDIES OF THE CREATION OF MEANING IN LANGUAGE
65—133 (1977). The point is further elaborated in J. DOUGLAS PORTEOUS, LANDSCAPES OF
THE MIND: WORLDS OF SENSE AND METAPHOR (1990). The general point about metaphors
in law is also developed by Waller, supra note 3, at 6-7.

15. Between 1985 and 1989, I served on a Ministerial Working Group charged with
drafting articles for what became Book VI: Prior Claims and Hypothecs of the CiviL
CODE OF QUEBEC [C.C.Q.], R.S.Q., ch. 64, arts. 2644-2802 (1991) (proclaimed in force
Jan. 1, 1994). In 2003 and 2004, I served as an external Consultant to the World Bank
and assisted in the drafting of what became the Ukraine Law on Securing Creditors’
Claims and the Registration of Encumbrances Law No. 1255-IV, Nov. 18, 2003, Vido-
mosti Verkhovnoyi Rady Ukrainy [V.V.R.] [Official Bulletin of the Supreme Council of
Ukraine] 2004, No.l1, p.140 (Ukr.) (proclaimed in force Jan. 8, 2004), available at
http://zakon.nau.ua/eng/doc/?uid=3020.360.0 [hereinafter Charge Law].

16. See Working Group VI, 2002 to Present: Security Interests, http://www.uncitral.
org/uncitral/en/commission/working_groups/6Security_Interests.html (last visited Apr. 19,
2009) [hereinafter 2002 to Present: Security Interests].

17. In the oral presentation of this Article, I also used these three metaphors more gen-
erally to explore the framing of the three panels of the Symposium, thereby illustrating their
analytical power. International organizations (panel I) are habitually engaged in an endeavor
that can be captured by the metaphor of legal transplants; transnational epistemic commu-
nities (panel II) are constituted in a logic of harmonization; and the notion of an evolution
from global soft law to global hard law (panel III) evokes an image of viral propagation.
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have enabled them to judge the success or failure of their work against a
template of testable hypotheses.'®

To put the matter slightly differently, whether the law reform objective
is to generate international legal norms located within the legal regimes
of States or to generate international legal norms located within the sys-
tem of international or transnational commercial law, the endeavor is
similar. The fundamental questions of norm creation and norm migration
do not change simply because the scope and scale of the legal order in
question differ."

Before discussing these experiences in detail, I should like to enter two
caveats. First, my observations about the metaphors and practices of
global law reform are to be understood analytically, not polemically. All
three metaphors carry with them symbolic baggage. Without further spe-
cification, the idea of harmonization resonates positively—harmony is
preferable to disharmony. Without further specification, the idea of
transplantation is rather neutral—positive perhaps, if a life-saving organ
transplant, less positive if it involves the introduction of a foreign species
that destroys an indigenous habitat. Without further specification, the
idea of viral propagation evokes a negative consequence—a viral disease
pandemic. I ascribe no such symbolism to these metaphors. In this Ar-
ticle, my aim is simply to reflect on how effectively these metaphors cap-
ture the mode of norm migration at issue.

My second disclaimer pertains to the substantive field of inquiry. My
reflections on the manner in which international norm entrepreneurs have
promoted the reform of secured transactions law are in no way intended
to denigrate Article 9.3 or its predecessors. Article 9 in all its versions is
a remarkably successful legislative endeavor, and its key policies are
widely acknowledged as capturing the central premises and core prin-
ciples that should be pursued in any reform of secured transactions.”
Still, success (even extraordinary success) in one domestic legal order is

18. On the importance of modeling metaphors, see MAX BLACK, MODELS AND
METAPHORS: STUDIES IN LANGUAGE AND PHILOSOPHY (1962).

19. The point has long been standard currency among legal pluralists, although its
impact in the field of international commercial law reform is minimal. On norm migra-
tion in a legal pluralistic context, see the essays in LE DROIT SOLUBLE: CONTRIBUTIONS
QUEBECOISES A L’ETUDE L’ INTERNORMATIVITE [SOLUBLE LAW: QUEBEC’S CONTRIBUTIONS
TO THE STUDY OF INTERNORMATIVITY] (Jean-Guy Belley ed., 1996) [hereinafter SOLUBLE
Law].

20. This is confirmed by the principles many international organizations have identi-
fied as key to secured transactions reform. For one attempt to state these principles co-
gently, see WORLD BANK, PRINCIPLES AND GUIDELINES FOR EFFECTIVE INSOLVENCY AND
CREDITOR RIGHTS SYSTEMS (Apr. 2001), http://www.worldbank.org/ifa/ipg_eng.pdf [he-
reinafter WORLD BANK, PRINCIPLES AND GUIDELINES].
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no guarantee of success elsewhere. Such success does, however, provide
a good benchmark for inquiring into the conditions for successful law
reform and the why and how of mitigated success.

Article 9 remains an enigma for many jurists outside common law
North America. Jurists from States that have not adopted the basic pri-
vate law institutions of Western Europe typically find the esoteric voca-
bulary and conceptual structure of Article 9 to be curious.”’ Those
trained in the civil law find Article 9 to be slightly schizophrenic in de-
sign. After all, none of its key structural features are conceptually new:
the idea of a security right as a nonpossessory charge on property is far
from foreign to the civil law tradition.”” But the sweeping up of title
transactions into the general concept of security, particularly in cases
involving vendors that retain title to the property sold, suggests incohe-
rence. How can one be both the owner of property and the titulary of a
security right in the same property?* Of course, one must be careful not
to overstate these points. On the one hand, many States have not adopted
basic institutions of Western law, whether because of political theory (in
socialist regimes), theology (in Islamic republics) or traditions (in some
Asia-Pacific nations). Jurists from each can be expected to have their
own differentiated reactions to Article 9, deriving from the particular
assumptions of their different legal regimes. Moreover, the civil law tra-
dition, like the common law tradition, is not a monolith. It would be in-
correct to affirm that the secured transactions regimes in Quebec, France,
Germany, Italy, and various States in Central Europe and Latin America
are equally hospitable to the underlying logic of Article 9.** Even less are

21. Roderick A. Macdonald, Presentation at the AALS Conference on Commercial
Law at the Crossroads: Have I Got a Law for You . . . (June 14-17, 2005), outline avail-
able at http://www.aals.org/2005midyear/commercial/RoderickMacdonaldOutline.pdf.

22. Classical Roman law knew of the nonpossessory charge—#hypotheca—on mova-
ble property fourteen centuries before the chattel mortgage emerged in common law
countries. See R.W. LEE, THE ELEMENTS OF ROMAN LAw 175-78 (4th ed. 1956). The
prohibition on the hypothecation of movables was a later development that did not fun-
damentally alter the civilian concept of hypothecation as a debtor-in-possession charge
on property. See Pierre Crocq, L évolution des garanties du paiement: de la diversité a
['unité [The Evolution of Payment Guarantees: From Diversity to Unity], in 2 MELANGES
CHRISTIAN MOULY [A COLLECTION OF ESSAYS IN HONOR OF CHRISTIAN MoOULY] 317
(1998) (Fr.).

23. For a comprehensive discussion of the problem, see JEAN-FRANCOIS RIFFARD, LE
SECURITY INTEREST OU L’APPROCHE FONCTIONNELLE ET UNITAIRE DES SURETES MOBILIERES:
CONTRIBUTION A UNE RATIONALISATION DU DROIT FRANGAIS [THE SECURITY INTEREST OR
THE FUNCTIONAL UNITARY APPROACH TO SECURITY ON MOVEABLE PROPERTY: CONTRIBU-
TION TO A RATIONALIZATION OF FRENCH LAW] (1997) (Fr.).

24. For a subtle treatment of the diversity of different legal traditions, and the diversi-
ty within such traditions, see H. PATRICK GLENN, LEGAL TRADITIONS OF THE WORLD (2d
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they equally hospitable to the particular mechanisms by which this logic
is reduced to the specific legal norms of Article 9.3.%

In both substance and form, Article 9 is the necessary product of a
common law regime that never fully developed the generic concept of a
security right as a “legal cause of preference,” embracing consensual and
nonconsensual hypothecations, charges, liens, and possessory pledges.
Substantively, and consistent with the evolution of the common law
mortgage over land, Article 9 relativizes title according to the purposes
of its deployment: a creditor’s or vendor’s ownership does not comprise
the full prerogatives of ownership where title is used to secure the per-
formance of an obligation. In form, Article 9 does not set out a general
concept by which the “essential” characteristics of the various transac-
tions it regulates may be identified. So, for example, it does not define
the generic idea of a “security right.” While Article 9 does incorporate
the definition of a “security interest” provided in Section 1-201(35),%
this definition is under-specified. Consequently, many types of transac-
tions that could be functionally understood to create a security interest
have been excluded from the scope of Article 9 by judicial interpreta-
tion.”” At the same time, many types of transactions that are not func-
tionally secured transactions under the opening sentence of the definition

ed. 2004). See also H. Patrick Glenn, A Concept of Legal Tradition, 34 QUEENS L.J. 427
(2008).

25. Commentators generally acknowledge that Article 9.3 is much more responsive to
the particular features of secured financing in the United States and that its detailed rules
and definitions diminish its suitability as a template for international secured transactions
reform. See, e.g., Ronald C.C. Cuming & Catherine Walsh, Revised Article 9 of the Uni-
form Commercial Code: Implications for the Canadian Personal Property Security Acts,
16 BANKING & FIN. L. REV. 339 (2000).

26. U.C.C. § 1-201(35) (2001) (“‘Security interest’ means an interest in personal
property or fixtures which secures payment or performance of an obligation. ‘Security
interest’ “includes any interest of a consignor and a buyer of accounts, chattel paper, a
payment intangible, or a promissory note in a transaction that is subject to Article 9. ‘Se-
curity interest’ does not include the special property interest of a buyer of goods on iden-
tification of those goods to a contract for sale under Section 2-401, but a buyer may also
acquire a ‘security interest’ by complying with Article 9. Except as otherwise provided in
Section 2-505, the right of a seller or lessor of goods under Article 2 or 2A to retain or
acquire possession of the goods is not a ‘security interest,” but a seller or lessor may also
acquire a ‘security interest’ by complying with Article 9. The retention or reservation of
title by a seller of goods notwithstanding shipment or delivery to the buyer under Section
2-401 is limited in effect to a reservation of a ‘security interest.” Whether a transaction in
the form of a lease creates a ‘security interest’ is determined pursuant to Section 1-203.”).

27. Douglas G. Baird & Thomas H. Jackson, Possession and Ownership: An Exami-
nation of the Scope of Article 9, 35 STAN. L. REV. 175 (1983). This article remains one of
the best explorations of this theme.
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of Section 1-102(35) have been added to the scope of Article 9; and
many legal devices not caught under any conceivable definition of a se-
curity interest are included within the regulatory framework of Section 9-
109(a).”®

The discomfort of jurists outside common law North America with Ar-
ticle 9 can also be traced to its pragmatic, remedy-oriented structure and
its highly-detailed, fact-driven drafting style—both features that particu-
larly grate upon those who appreciate the notion of a code.” For many,
Article 9.3 in particular is the antithesis of a code; it is anti-conceptual,
written in a technical style, and not integrated within a syncretic frame of
private law such as a civil code.

To shed light on the source of these misgivings about Article 9, I
should like to conclude this Introduction by situating the law of secured
transactions within its broader intellectual context.”” Conceptually, the
genus security right (including the species security interest) can only be
fully understood within the regime governing the compulsory enforce-
ment of obligations (or what in common law systems is conventionally
called debtor-creditor law). In contemporary Western legal traditions,
whether Continental civil law or Anglo-American common law, four
principles underpin debtor-creditor law. The first principle, which we
now take as a given, but which really only achieved its status as a prin-
ciple in the nineteenth century with the abolition of debtor’s prison, is
that judgments are to be executed against property, not persons. The
second principle is that the preferred creditor’s remedy for nonperfor-
mance of an obligation is not to coerce specific performance, but rather
to seek performance by equivalence, in the form of a judicial determina-
tion of money damages. The third principle (the common pledge of
creditors) is that the entire patrimony of a debtor is liable for these debts.
That is, the law presumes that what people own secures what they owe,
and that any creditor is entitled to seek satisfaction of an unperformed
obligation by seizing and selling however much of its debtor’s exigible
estate is required to satisfy the debt. The fourth principle is now unders-
tood in common law systems more as a feature of insolvency law, al-
though in civil law systems it remains a feature of debtor-creditor law.
Should the assets of a debtor be insufficient to pay all creditors with un-
paid obligations, the money received from the sale of these assets will be

28. See U.C.C. § 9-109(a)(2)—(4) (2000).

29. On the key features of a code as a juristic technique, see QUEBEC CIVIL LAW: AN
INTRODUCTION TO QUEBEC PRIVATE LAW 98-111 (John E.C. Brierley & Roderick A.
Macdonald eds., 1993).

30. For an elaboration of this context, see PIERRE CROCQ, PROPRIETE ET GARANTIE
[PROPERTY AND SECURITY] (1995) (Fr.).
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distributed ratably (pari passu) among these creditors, unless the law
gives their claim a priority status (a preference).

Once these features of debtor-creditor law are clearly articulated it is
easier to grasp the basic logic of a security right and to see why an Ar-
ticle 9 security interest is only one species of the larger genus. This logic
can be expressed as follows:

A security right is constituted by (1) the specific and purposive affecta-
tion of property (2) to the satisfaction of a debt, (3) in a manner that
improves the legal situation of an ordinary creditor (4) by attenuating
the principle that an insolvent debtor’s entire estate is the common
pledge of creditors in which all creditors share pari passu.31

A security right may be consensual or nonconsensual. It may be a right in
corporeal or incorporeal property. It may affect individual assets or a
universality. It may attach to movable or immovable property. It need not
be a right in assets, but may simply be a right in their proceeds. It need
not generate an execution preference. It need not involve the rendering of
assets into money. It may involve the direct payment of the debt by subs-
tituted performance.*

Of course, simply noting these features of the generic concept of a se-
curity right does not, in any meaningful sense, tell us how they may be
instantiated in any particular legal regime. Nor does it tell us how legal
ideas circulate or the mechanisms by which international norm entrepre-
neurs seek to sell their product in a globalized economy. These are the
issues I address in the three following Sections of this Article.* I consid-
er in turn the dominant metaphors that capture the objectives of each of
the three secured transactions law reform endeavors with which I have
been associated over the past three decades.’® While the discussion is

31. This definition is drawn from Roderick A. Macdonald & Jean-Frédérick Ménard,
Credo, credere, credidi, creditum: Essai de phénoménologie des siiretés réelles [A Phe-
nomenological Study of Security on Property], in MELANGES OFFERTS AU PROFESSEUR
FRANCOIS FRENETTE: ETUDES PORTANT SUR LE DROIT PATRIMONIAL [ESSAYS IN HONOR OF
PROFESSOR FRANCOIS FRENETTE: STUDIES IN PATRIMONIAL RIGHTS] 309 (2006) (Can.).

32. Doctrinal commentators in France have been particularly thoughtful in working
through the subtleties of the generic idea of a security right. See, e.g., JACQUES MESTRE
ET AL., DROIT COMMUN DES SURETES REELLES [COMMON LAW OF SECURITY ON PROPERTY]
1-10 (1996) (Fr.); Michel Cabrillac & Christian Mouly, DROIT DES SURETES [SECURITIES
LAw] 1-19 (6th ed. 2002) (Fr.).

33. I have discussed many of these points in two other recent articles. See Roderick
A. Macdonald, Article 9 Norm Entrepreneurship, 43 CAN. Bus. L.J. 240 (2006) [hereinaf-
ter Macdonald, Norm Entrepreneurship]; Roderick A. Macdonald, In Praise of the Hypo-
thecary Charge, 7/8 DECITA 287 (2007).

34. In this Article, I do not address the complementary question of whether there can
(and should) be international legal norms that are proper to an international legal order
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broadly cast, I pay particular attention to issues of scope: how does each
law reform project address the deployment of title to secure the perfor-
mance of an obligation?*> My conclusion raises the more general issues
of formalism and functionalism as strategies of international law reform
and situates the endeavor within the larger context of ethical theory.

I. HARMONIZATION: THE NAIVETY OF EQUAL TEMPERAMENT

My first example, meant to illustrate the use and abuse of the metaphor
of harmonization by international commercial law norm entrepreneurs, is
drawn from the process of civil code revision in Quebec.

Exactly what does the metaphor of harmonization imply?*® For most
jurists it means reforming the law of one State to bring it into accord with
the law of another State. The assumption is that there already exists a
desired theme or melody, and that some discordant melody needs to be
rewritten so that it is in harmony with the existing, desired theme. Other
jurists see the challenge as bilateral. Harmonization implies that the ex-
isting theme or melody may have to be changed in order to better ac-
commodate the harmonic efforts of others. Here, the assumption is that
the goal is to find the best set of policies and principles (whether or not
there is actually an existing legal regime that reflects these policies and
principles) and to adopt these policies and principles as the guiding mo-
tifs for legislative drafting in all receiving States. In both hypotheses,
however, there is a presupposition that harmony rather than discord is
deiirable, and that harmony will always produce substantive compatibili-
ty.”’

conceived as such, and that derive their first-order legitimacy from legitimating structures
other than States. That is, I do not consider either so-called legislated international legal
norms deriving from international treaties and conventions or nonlegislated international
legal norms deriving from practice, contract, or everyday interaction. For a brief discus-
sion of the theoretical ground for such developments in the idea of legal pluralism, see
Roderick A. Macdonald, Metaphors of Multiplicity: Civil Society, Regimes, and Legal
Pluralism, 15 Ariz. J. INT'L & Comp. L. 69 (1998).

35. A broad overview of the alternatives in common law and civil law regimes may
be found in Michael G. Bridge et al., Formalism, Functionalism, and Understanding the
Law of Secured Transactions, 44 McGILL L.J. 567 (1999).

36. According to the Oxford English Dictionary, “harmonization” is the “action or
process of harmonizing”—meaning the reduction to harmony or agreement; reconciliation.
See Oxford English Dictionary Online, Harmonization, http://dictionary.oed.com/cgi/
entry/501027297single=1&query_type=word&queryword=harmonization&first=1&max to
show=10 (last visited Apr. 19, 2009).

37. For an extended discussion of harmonization through law reform, see Martin
Boodman, The Myth of Harmonization of Laws, 39 AM. J. ComP. L. 699 (1991). I leave
aside collateral issues such as whether it is necessary to achieve rhythmic coherence as
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A. The Process of Civil Code Revision in Quebec

To test the utility of the harmonization metaphor I commence with
several observations about the unique socio-political context of Quebec
commercial law. An initial point is that Quebec is a predominantly
French-speaking jurisdiction in a commercial law world dominated, until
recently even in Quebec, by English. Moreover, except in matters of con-
stitutional and public law, Quebec is a civil law jurisdiction, but finds
itself surrounded by States having common law legal systems. Third,
even though its political economy and governance institutions would
place it among States characterized in the United States as verging on
socialist, in comparison with most European States, Quebec would be
seen as having a relatively unregulated North American market econo-
my. Again, notwithstanding a significant operative overlay of common
law-influenced federal commercial law in matters such as banking, bank-
ruptcy, negotiable instruments, interest regulation, and intellectual prop-
erty, basic conceptions of property and obligations have retained the cen-
tral features of the French civil law tradition. Fifth, this private law of
property and obligations is expressed in the style and form of the Na-
poleonic (Code civil frangais), not the German (Burgerlichesgesetzbuch)
codification. Finally, Quebec’s Civil Code Revision Office (“CCRO”)
began a process of modernizing its private law in the 1950s—that is, at
the same time the UCC enactment project was getting off the ground in
the United States—even though the CCRO submitted its report and Draft
Civil Code (“DCC”) only in 1977, and the reformed Civil Code of
Québec (“CCQ”) did not actually come into force until 1994.%° These six
features bear greatly on how the specific reform of secured transactions
took shape in Quebec.

When the provincial government published the DCC in 1978, the in-
spiration of Article 9 was evident in the Title on Security on Property.*’
Throughout the previous decade, the CCRO Committee on Security on
Property had sought, in modernizing the 1866 Civil Code of Lower Can-

well, and whether harmonization implies the possibility that reform might involve a “var-
iation” on the primary theme.

38. See CiviL CODE REVISION OFFICE, 2 REPORT ON THE QUEBEC CIVIL CODE (1977)
(Can.) [hereinafter REPORT ON THE CCQ)].

39. On that lengthy process of codal reform, see QUEBEC CIVIL LAW: AN INTRO-
DUCTION TO QUEBEC PRIVATE LAW, supra note 29, at 84-97.

40. The Chair of the Committee on Security on Property, Yves Caron, often acknowl-
edged the influence of Article 9. See, e.g., Yves Caron, L Article 9 du Code Uniforme de
Commerce peut-il étre exporté? Point de vue d’un Juriste Québecois [Is Article 9 of the
Uniform Commercial Code Exportable? Viewpoint of a Quebecois Jurist], in ASPECTS OF
COMPARATIVE COMMERCIAL LAW 374 (J. Ziegel & W. Foster eds., 1969).
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ada (“CCLC”), to harmonize Quebec commercial law with Article 9.2
and its Canadian derivatives, the Personal Property Security Acts.*' Sen-
sitive to the nationalist political undertones of Quebec’s ongoing “Quiet
Revolution,” the Committee carefully avoided the word “unification”* in
claborating its proposals. It did, however, expressly adopt the general
conception of a security interest found in Article 9. The DCC was sub-
mitted just following the election of a government committed to with-
drawing Quebec from the Canadian Confederation. As a result, other
matters (including a sovereignty referendum) took precedence, and the
CCRO proposals languished for almost a decade. In early 1985, howev-
er, once again following an election, the new non-separatist government
announced that enacting a reformed Civil Code would be a priority. A
number of expert committees were formed to consider the text of the
DCC.

Between 1985 and 1989, I served as a member of a Working Group of
the Quebec Ministry of Justice charged with examining the CCRO’s rec-
ommendations relating to security on property and the registration of
rights. Because the DCC dealt with security on both movable and im-
movable property, the representatives of the legal professions on the
Working Group included both commercial and real estate practitioners,
and more importantly, both advocates (lawyers) and notaries. While the
former in each pairing were generally favorable to the DCC proposals,
the latter expressed five major concerns. First, in extending the concept
of the hypothec to movables (especially to universalities of present and
future movables), the DCC appeared to attenuate significantly the prin-
ciple of the hypothec’s “specific affectation” and the requirement of a
notarial deed to constitute a hypothec. Second, in characterizing all forms
of movable security as hypothecs, the DCC undermined the particularity
of rules governing the creation, third-party effectiveness, priority, and
enforcement of the existing panoply of movable security devices—
pledges, assignments of receivables, corporate trust deeds, floating
charges, special nonpossessory pledges, transfers of property in stock,
etc.—a detailed knowledge of which constituted much of the expertise
and intellectual capital of the profession. Third, the DCC proposed
broadly opening secured credit to consumers by permitting debtor-in-
possession security over movable property. Fourth, the DCC proposed an

41. See REPORT ON THE CCQ, supra note 38, at 346—72.

42. Curiously, among Quebec jurists, there seems less resistance to the specific word
(independent of its conceptual content) when associated with international organizations
like UNIDROIT, the International Institute for the Unification of Private Law, than with
a national organization like the ULCC, the Uniform Law Conference of Canada in Eng-
lish, but La conférence pour I’harmonisation des lois au Canada in French.
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extended conception of real subrogation for security rights that would
mirror the Article 9 proceeds rule. Finally, the DCC adopted a functio-
nalist logic for rationalizing transactions (including all title transactions)
intended as security through a mechanism it labeled the “presumption of
hypothec.”*

More than anything else, it was the presumption of hypothec that
raised the suspicion of doctrinal heresy. Despite the care of the CCRO to
use the expression harmonization, many jurists saw the specter of unifi-
cation in this proposal. Part of the difficulty lay in the fact that the pre-
sumption of hypothec idea departed from the procedural logic that had
previously driven secured transactions reform in Quebec. That is, rather
than follow a well-known regulatory technique, according to which par-
ticular formalities for creation, third-party effects, and enforcement of
security were overlaid on existing transactions,* the idea of the presump-
tion of hypothec was to adopt an unfamiliar deeming logic, under which
even title transactions would be legislatively recharacterized as hypo-
thecs (implying that title would vest for all purposes in a debtor, who
would be deemed to have granted a security right to the creditor).” So,

43. CrviL CoDE REVISION OFFICE, 1 DRAFT CIVIL CODE [D.C.C.], arts. 281-85 (1977)
(Can.). The CCRO described its work as involving the horizontal and vertical integration
of security rights. Vertical integration was meant to signal that different rules for crea-
tion, third-party effectiveness, priority, and enforcement of existing security rights would
be brought together in a common frame; horizontal integration was meant to signal that
all legal devices serving to secure the performance of an obligation would be considered
security rights. See Yves Caron, La Loi des pouvoirs spéciaux des corporations et les
recommandations de [’office de revision du Code civil sur les stiretés réelle [The Special
Corporate Powers Act and the Civil Code Revision Office’s Recommendations on Securi-
ty on Property], in W.C.J. MEREDITH MEMORIAL LECTURES: LEGAL ASPECTS OF CORPOR-
ATE DEBT FINANCING 82 (1976).

44. For example, this was the approach taken in 1938 with the amendment of Articles
1535 et seq. of the Civil Code of Lower Canada, and in 1964 with the addition of Articles
1040a-1040e to the CCLC. The technique is widespread, and can be found, most evident-
ly, in statutes like the Consumer Protection Act, R.S.Q. c. P-40.1, s. 15 (2009). Paradoxi-
cally, this is a law reform technique more familiar to the common law (consider equity’s
maxim “once a mortgage always a mortgage”) and, even more paradoxically, was exactly
that adopted by the drafters of Article 9.

45. The differences between the “substance of the transaction” approach of Article 9
and the deeming logic of the “presumption of hypothec” are reviewed in Roderick A.
Macdonald, Faut-il s’assurer d’appeler un chat un chat? Observations sur la méthodolo-
gie législative a travers [’énumération limitative des siretés, ‘la présomption
d’hypotheque’ et le principe de ‘I’essence de l’opération’ [Is It Always Better to Make
Sure That We Call a Cat a Cat? Observations on Legislative Method in Relation to the
Numerus Clausus of Security Rights, the “Presumption of Hypothec,” and the Principle
of the “Substance of the Transaction’], in MELANGES GERMAIN BRIERE 527 (Ernest Ca-
parros ed., 1993) (Can.) [hereinafter Macdonald, Observations]. Paradoxically, in view of
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for example, installment sellers would be deemed to be secured creditors,
and installment purchasers would be deemed to be owners who had
granted vendor’s security; buyers under a sale with a right of redemption
would be deemed to be lenders, and sellers under a right of redemption
would be deemed to be borrowers.

After almost four years of study and debate, the Working Group came
to the conclusion that it would not take the DCC as the starting point for
its recommendations to the Minister. It proposed an entirely different
legislative framework—the Avant-projet de loi of 1989—that harkened
back to the logic of the CCLC.* For present purposes, the most profound
change was the decision to abandon a general presumption of hypothec.
The CCQ did enact a presumption of hypothec in so far as traditional
security devices were concerned, recasting and recharacterizing all forms
of existing security as hypothecs; however, it did not extend this rationa-
lization to title security.!’ Instead, it proposed a transaction-specific, and
not altogether identical, regulation of only some title devices, those that
are the most common, installment sales, sales under resolutory condition,
sales with a right of redemption, finance leases, and security trusts.** At
the end of the day, the text of Book 6 of the CCQ, Prior Claims and Hy-
pothecs, was derived directly from the recommendations of the minis-
terial working group and its Avant-projet de loi, not from the proposals
contained in the DCC.* Understanding why this occurred is instructive
for assessing the limits of the metaphor of harmonization in international
commercial law reform.

In my view, there were two key factors at play: ideology and ignor-
ance. Ideologically, the DCC proposals were interpreted as entirely too
much of a break from the civil law tradition. Ironically, this interpreta-
tion derived more from the CCRO’s presentation of its recommenda-
tions, which considered security on property a new departure meant to

the resistance to the presumption of hypothec idea, this technique is a more accurate ref-
lection of traditional civil law methodology.

46. The Avant-projet was never enacted but was introduced into the National Assem-
bly as Bill 106 of 1989. For discussion of the process, see Roderick A. Macdonald, The
Counter-Reformation of Secured Transactions Law in Quebec, 19 CAN. Bus. L.J. 239
(1991) [hereinafter Macdonald, Counter-Reformation].

47. See C.C.Q., R.S.Q. arts. 2674, 2660, 2664—65 (1991). In other words, the CCQ
adopted the concept of vertical integration of security devices as proposed by the CCRO,
but did not at the same time adopt the concept of horizontal integration of security devices.

48. The regulation of these different devices in the CCQ is discussed in detail in
Macdonald, Observations, supra note 45, at 572-91.

49. The process by which the Avant-projet was then translated into Book 6 of the
CCQ is discussed in Roderick A. Macdonald, Change of Terminology? Change of Law?,
23 REVUE GENERALE DE DROIT 357 (1992).
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modernize, rationalize, and harmonize Quebec law with laws being
enacted by other North American jurisdictions, than from the actual con-
tent of the regime it proposed. So, for example, because the DCC was
described as being compatible with Article 9, the Minister of Justice and
others immediately (and incorrectly) declaimed the presumption of hypo-
thec as a common law incursion into the civil law. As noted, however,
the presumption of hypothec was a typically civilian way of addressing a
problem that Article 9 had dealt with in a procedural, pragmatic, and cha-
racteristically Anglo-American fashion.” The orthodox civil law approach
has been to deploy characterization as a regulatory tool.”' So, while one
might describe the Article 9 approach as “if it quacks like a duck and it
walks like a duck, treat it like a duck,”** the DCC approach could be de-
scribed as “if it quacks like a duck and it walks like a duck, it is a
duck.””® Unfortunately, the Minister and his advisers incorrectly believed
that the presumption of hypothec was an example of U.S. legal imperial-
ism aimed at unification of law; and in the name of harmonization, they
proposed a regime that conceptually followed the logic of unification
(even if this was unconscious) while rejecting an approach that sought a
genuine harmonization respectful of the civil law tradition.

50. While Article 9.1 clearly did not operate a recharacterization of title security—
that is, it did not for all purposes deem a title-reservation sale to involve an outright sale
with a vendor’s mortgage back—but merely imposed a regulatory overlay for issues of
creation, third-party effectiveness, enforcement, and priorities, it is an open question
whether Article 9.3 and judicial interpretation have now effectively transformed the idea
of a security interest into a deeming provision of the type envisioned under the presump-
tion of hypothec. See Bridge et al., supra note 35, at 621-26.

51. A classic example of the approach can be found in the manner in which courts
treated attempts to overcome the traditional prohibition on the hypothecation of mo-
vables. See CIVIL CODE OF LOWER CANADA [C.C.L.C.] art. 2022 (Sharp 1889). Where
parties deployed a double sale mechanism—outright sale by the borrower to the lender
combined with an installment sale from the lender back to the borrower—Quebec courts
consistently declared these transactions to be disguised “movable hypothec” and refused
enforcement to the lender. See, e.g., Rousseau v. Bélanger [1952] B.R. 772 (Qué.).

52. The principle flows from § 9-109(a), “Except as otherwise provided in subsec-
tions (c) and (d), this article applies to: (1) a transaction, regardless of its form, that
creates a security interest in personal property or fixtures by contract.” U.C.C. § 9-109(a)
(2000). See also id. § 1-201(35) (2001) (“‘Security interest’ means an interest in personal
property or fixtures which secures payment or performance of an obligation.”).

53. D.C.C. art. 281 (Can.). (1) No person may assert a right to property in order to
secure payment of an obligation, except by way of hypothec. (2) Any stipulation the ef-
fect of which is to preserve or confer a right to property in order to secure payment of an
obligation is a stipulation of hypothec. (3) It may only preserve or confer a hypothec in
favour of the creditor, subject to the formalities required for constitution and publication
of hypothecs.
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The second factor leading to rejection of the DCC was related less to
notions of legal and conceptual integrity than to “facts on the ground.”
Because much of the Quebec commercial law of the 1950s to 1980s was
contained in extra-codal statutes enacted as exceptions to the regime ela-
borated in the CCLC, at the time the DCC saw the light of day, Quebec
private law legal culture was neither familiar with nor amenable to the
assumptions underlying the CCRO proposals. That is, atavisms of Civil
Law thinking, uninfluenced by decades of modernization in commercial
legislation, colored the general professional reception of the DCC. On
the basis that it constituted a radical departure from existing law, several
jurists opposed the very idea of a regime of security on property aimed at
facilitating consensual transactions where (1) the principle of numerus
clausus of multiple distinctive transactions was not respected; (2) credi-
tors would be permitted to take nonpossessory security over all manner
of movable assets—corporeal and incorporeal, specific assets and un-
iversalities, present and future assets—granted by all manner of debtor
(including those not carrying on an enterprise); (3) creditors could exer-
cise self-help enforcement remedies; and (4) the supervisory role of
courts would be ex post facto, rather than ex ante. Close comparison of
the DCC with existing Quebec commercial practices, of course, belies
each of these presuppositions.>*

Not surprisingly, therefore, the CCQ remains an incomplete reform.
The most glaring deficiencies can be located in two main areas. Most
importantly, the regime governing title transactions remains poorly
worked out. Although the DCC proposal to enact a presumption of hypo-
thec was not pursued in the CCQ, the National Assembly could not simp-
ly ignore the problem posed by extensive use of title-security such as
installment sales. So, using the blueprint that it sketched out in the
CCLC, the National Assembly decided to maintain a distinction between
title transactions and security devices and to overlay the former with a
number of procedural mechanisms meant to protect a debtor’s equity.
But this approach was ad hoc, and no attempt was made to comprehen-
sively think through the implications of this bifurcated approach. The
CCQ does not conceptualize all title transactions as instantiations of one
of four logical types: vendor title retention (e.g., sale under suspensive

54. For a detailed discussion, see Macdonald, Norm Entrepreneurship, supra note 33.
Perhaps, strategically, the CCRO could have been more accommodating of these con-
cerns. For example, it could have proposed a new term like security right to embrace the
existing inventory of security rights denominated as pledges, hypothecs, trust deeds, fidu-
ciary transfers of property-in-stock, conditional assignments, sales with a right of re-
demption, retention-of-title devices, and financial leases, rather than relabel all these
devices as hypothecs.
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condition, installment sale, or lease), vendor title resolution (e.g., reven-
dication of thirty-day goods, or resolutory clauses), creditor acquisition
and retention of title (e.g., sale with a right of redemption, double sales,
or sale leaseback), and creditor title-suspensive acquisition or transfer of
title (e.g., giving-in-payment clauses). Instead, it identifies the paradig-
matic (and most familiar) device among the various specific transactions
falling within each of these logical types, and imposes, apparently upon
this device alone, certain procedural mechanisms. As a result, the legisla-
ture implicitly invited inventive parties to create transactions falling just
outside the scope of the regulated type—a maneuver that, absent judicial
sensitivity to excessive formalism, permits the regulatory regime to be
easily subverted.” It would be possible to solve most of these problems
by implementing a single functional approach for true security and a
four-fold functional approach for title transactions falling within each of
the four categories.

The second deficiency is that the CCQ was not conceived with the fi-
nancing practices of a 1990s commercial economy in mind. One might
say that the CCQ more closely resembles Article 9.1 of 1954 than it does
Article 9.3. Thus, while the CCQ contemplates the hypothecation of
share certificates, securities, negotiable instruments, incorporeal business
assets, intellectual property, debentures, partnership shares, investment,
and mutual funds and like assets, its regulatory regime is rudimentary.
The CCQ contains no special priority rule like that found in Article 9,
which privileges “publicity by possession” over “publicity by registra-
tion” in respect of negotiable instruments, securities, and documents; nor
does it provide for “publicity by control” in respect of deposit accounts.™
Another indication of the Code’s uneasy relationship with contemporary
commercial finance can be found in its enforcement regime. The proce-
dures for realizing upon security are heavily laden with ex ante controls,
reflecting the kinds of considerations that might properly come into play
in relation to security on immovable property, but that are less appropri-

55. For example, even though sales under suspensive condition produce almost identical
consequences to installment sales, the former are currently unregulated while the latter are
closely assimilated to the hypothec for the purposes of registration, enforcement upon de-
fault by the purchaser, and priorities. C.C.Q. arts. 1745-49. A similar nominalistic legisla-
tive strategy was pursued in Articles 1040(a)—(e) of the CCLC (which was added in 1964
by An Act to Protect Borrowers Against Certain Abuses and Lenders Against Certain
Privileges, S.Q. 1964, ch. 67, art. 1), with predictable consequences. It was only with the
decision of a nine-member bench of the Quebec Court of Appeal in Nadeau v. Nadeau,
[1977] C.A. 234 (Qué.), that courts stopped reading these Articles as a closed list of regu-
lated transactions and began to interpret them as implying a general principle.

56. Part of this may be explained by commercial financing practices in Canada. See
Cuming & Walsh, supra note 25.
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ate in a regime of security on movables.”” But, just as Article 9 has been
subject to adjustment, one might presume that similar adjustments will
occur with the CCQ.™ Still, the story of its initial enactment has much to
teach about how the metaphor of harmonization can illuminate (and oc-
clude) the process of international commercial law reform.

B. The Logic of Harmonization

Let me now return to the rhetoric that underlies appeals to harmoniza-
tion in international commercial law reform: unification is bad; harmoni-
zation is good.”® As a legal pluralist, I have no difficulty with the first
affirmation. But I should like to go further by marking the limits of the
harmonization metaphor. With very few exceptions, global norm entre-
preneurs believe that harmonization is an appropriate metaphor to de-
scribe the process of achieving comity in secured transactions law. Is it?
What guidance does it really give as to how to effectuate international
commercial law reform?

Consider the following illustration.”* The key harmonic principles of
Western music are derived from ratios: unison = 1:1; octave = 2:1; fifth =
3:2; fourth = 4:3; major third = 5:4. In theory, if you start with any note
and tune through the circle of fifths, you should get back to where you
began (e.g., A—-E-B-F#-C#-Ab/G#-Eb-Bb-F-C-G-A), and this pro-
gression of twelve fifths should produce the same note as seven octaves.
However, it does not. 3:2 to the twelfth power equals 129.746; 2:1 to the

57. Currently, by contrast to the immediate possession regime of UCC Article 9,
CCQ Article 2758 requires an enforcing creditor to give a twenty-day (or, in the case of
consumer transactions, thirty-day) prior notice of an intention to exercise a hypothecary
recourse against movable property. Where a debtor is carrying on an enterprise and the
property is susceptible to rapid deterioration, the prior notice may be dispensed with alto-
gether. In such cases, the notice would be post-possession and would be intended merely
to inform the debtor and third parties of the specific realization recourse that the creditor
intends to pursue.

58. So, for example, the National Assembly has just enacted amendments to the CCQ
to provide for the third-party effectiveness of hypothecs over intermediated securities to
be obtained by control. See An Act Respecting the Transfer of Securities and the Estab-
lishment of Security Entitlements, R.S.Q. 2008, c. 20, s. 136 (2008) (adding Articles
2714.1-14.7 to the CCQ).

59. For comprehensive studies grounded in this metaphor and published by the De-
partment of Justice, Canada, sce THE HARMONIZATION OF FEDERAL LEGISLATION WITH
THE CIVIL LAW OF THE PROVINCE OF QUEBEC AND CANADIAN BIJURALISM, available at
http:/justice.gc.ca/eng/dept-min/pub/hfl-hlf/table.html. Compare this with the critical
perspective of Arthur Rosett, Unification, Harmonization, Restatement, Codification, and
Reform in International Commercial Law, 40 AM. J. Comp. L. 683 (1992).

60. The illustration is taken from Ross w. DUFFIN, HOwW EQUAL TEMPERAMENT RUINED
HARMONY (AND WHY YOU SHOULD CARE) 1545 (2007).
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seventh power equals 128.000. The dissonance with octaves is worse if
we take the progression cycle of major thirds.

To overcome these dissonances musicians developed the theory of
temperament. That is, because the triad C—E~G # (an augmented chord in
the key of C major) is not the same as the triad C-E—Ab (an augmented
chord in the key of Ab major), a violin must be slightly retuned depend-
ing on the particular key in which a piece is being played. The four violin
strings, if played open, will not sound exactly right in all keys. Yet, even
though tuning to a particular key with a perfect instrument (for example,
a stringed instrument that permits strings to be stopped precisely where a
violinist wishes, by contrast with a fretted instrument like a guitar that
predetermines where strings are stopped) will resolve most of these dis-
sonances, it will never overcome the root dissonance produced when oc-
taves are compared with major fifth and major third cyclical progres-
sions. With nonperfect instruments such as pianos, the problem is worse
since each note is given a fixed cycles per second regardless of the key in
which one plays. That is, even though pianos are constructed so that C#
and Db are played by touching the same key, neither is an exact reflec-
tion of, say, the major fifth in the key of Gb (D) or the major third in the
key of A (C#).

This accommodation to the practical limits of the piano does not mean,
however, that the tonal difference, for example, between C and C#/Db,
C#/Db and D, D and D#/Eb, needs to be the same. Dividing the octave
into twelve equally-spaced tonal units (equal temperament) is only one
way of tuning an instrument. Over the past half a millennium, some 150
different methods for tempering instruments have been devised. None are
exact.”’ And none can overcome the dissonance produced because the
mathematical ratios by which we produce octaves, major fifths and major
thirds cannot be reconciled, even when an instrument is tuned for a sin-
gle key. While something akin to perfect harmony may be imagined in a
single key (except for the discords at either end of the circle of major
fifths or generally in relation to major thirds), and an instrument tuned to
play almost perfect harmony within a narrow octaval range,* it can be

61. A pianist can tell by hearing, for example, “Mary Had a Little Lamb” played suc-
cessively in the keys of Db and G what adjustments to equal temperament the piano tuner
had made. For example, the tuner may have slightly modulated the note F #/G b so that it
shades towards the F 4, with the consequence that when the song is played in Db it sounds
slightly more discordant than when the piano is tuned so that the F #/G b note is equidis-
tant from F and G.

62. That is, the small differences that appear when a full cycle of fifths or thirds is
compared with octaves are barely perceptible when a piece is played entirely within a
two- or three-octave range.
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neither played nor imagined where a piece changes keys. In fact, the only
perfect harmonies available are those of unison and its mirror, octave.

The central question for international law reformers who like the musi-
cal metaphor, therefore, is not simply one of harmonization.” It is also
one of temperament: what tuning (legislative) compromises do we make
in order to achieve something like harmony, and why do we make these
choices in the places that we do? Before we naively throw around meta-
phors that sound good when stripped of their complexity in the field from
which they arise, or conversely, before we abandon these metaphors be-
cause they do not seem to provide the simple rhetorical punch we wish,
we should consider whether those field-specific complexities may actual-
ly help us to better understand the law reform project to which we are
applying the metaphor. More precisely, a richer understanding of the me-
taphor of harmonization enables us to attend to three important tempera-
ment variables: instrument, key, and range.

I believe that these variables, and the fundamental hypotheses about
secured transactions law reform in relatively developed commercial
economies they illuminate, are nicely illustrated by the CCQ reform
process. A first point is this: there can never be perfect harmony regard-
less of how closely two States may resemble each other. Each State is an
instrument, with its particular manner of tuning and its particular built-in
harmonic compromises. The more stable the political and legal environ-
ment (as in a fretted or valved instrument), the more the doctrinal atav-
isms of conservative legal scholarship and traditional legal practice are
able to derail reforms that threaten acquired intellectual capital by invok-
ing the specter of unification and by purporting to defend the presumed
essence of the existing legal order. The rejection of the presumption of
hypothec in Quebec can be seen as evidence that imperfect instruments
(fretted guitars, valved trumpets, or holed clarinets) should not be trans-
formed into perfect instruments (unfretted violins, or slide trombones),
since tuning compromises are inherent to the instruments themselves.**

63. I adopt fully the critique of harmonization as a goal for law reform advanced by
Boodman, supra note 37, and pursue the general logic of that critique in developing the
idea of temperament.

64. This is not to say that no accommodation is possible. Experienced players can re-
tune their instruments or more pragmatically stretch strings to modulate pitch. Experienced
law reformers can do likewise, in the manner suggested in the paragraph following this
footnote. In Quebec, a useful comparison might be drawn between two monographs writ-
ten by and for practicing commercial lawyers, and two monographs written by professors
for students. For the former, see JOHN B. CLAXTON, SECURITY ON PROPERTY AND THE
RIGHTS OF SECURED CREDITORS UNDER THE CIVIL CODE OF QUEBEC (1995); Louis
PAYETTE, LES SURETES REELLES DANS LE CODE CIVIL DU QUEBEC [SECURITY ON PROPERTY
IN THE CIvIL CODE OF QUEBEC] (2d ed. 2001) (Can.). For the latter, see PIERRE CIOTOLA,



2009] THREE METAPHORS 623

Secondly, the richest harmonies are often contrapuntal and call forth an
extended fonal range. They work because they provide an alternative
melody, which follows its own logic and thematic development. Unfor-
tunately, the more that entrenched local norm entrepreneurs have suc-
cessfully exercised political power in the past, the more likely it is that
they will defeat proposals for legal reform that threaten to disrupt exist-
ing spheres of influence by opening up market sectors to new actors. The
rejection of non-vendor purchase-money security interests can be seen as
instantiating the point that the broader the tonal range of a legal concept,
the less acute the contrapuntal harmonies may be.”’

Thirdly, all temperaments privilege certain keys (whether major or mi-
nor), certain melodic progressions, and certain dominant instruments (for
example, violins, trumpets, clarinets, guitars, and saxophones). Follow-
ing the general themes of Donald Black,*® even when legislative temper-
ing ex ante fails to protect these previously dominant instruments, the
choice of key can significantly influence the manner in which any partic-
ular piece of music is played and the relative harmonics of the perfor-
mance. The rejection of an extensive proceeds rule is an example of the
dialectical quality of true harmony reflected in different keys."’

From the perspective of 2009, the drafters of Book 6 of the CCQ ma-
naged to produce a remarkably successful law reform product. Without
the benefit of any other civil law precedent, they were able to achieve

DROIT DES SURETES [THE LAW OF SECURITIES] (3d ed. 1999) (Can.); DENISE PRATTE,
PRIORITES ET HYPOTHEQUES [PRIORITIES AND HYPOTHECS] (2d ed. 2005) (Can.). The for-
mer are much more attuned to experimentation and making things work in practice; the
latter to explicating and defending the presumed intellectual heritage of Quebec civil law.

65. Article 2954 of the CCQ provides that the hypothec of the vendor of movables
will outrank a prior registered hypothec over a universality of future property charging
the type of asset sold, but does not extend the vendor’s hypothec to nonvendor acquisi-
tion financiers. While Article 9 purportedly applies the temporal priority rule to all pur-
chase-money security interests (“PMSIs”), in fact the primacy of title reemerges in Sec-
tion 9-324(g), which gives vendor PMSIs priority over even prior-registered lender
PMSIs.

66. DONALD BLACK, SOCIOLOGICAL JUSTICE (1989).

67. U.C.C. § 9-102(64) (2000) defines “proceeds” to include numerous items that in
traditional civil law thinking would not be captured by the theory of real subrogation.
Insurance monies, damages payments, replacement property, and receivables arising
upon disposition (see paragraphs A, D, E) are of this character; but fruits, revenues, divi-
dends, products, and the offspring of animals or of reseeded plants (see paragraphs B, C)
are not. The approach of the CCQ permits debtors to fractionate new property from exist-
ing assets while maintaining the creditors’ rights in initially encumbered assets, acces-
sions, manufactured property, commingled property, and true proceeds. For a discussion
of these distinctions in relation to security rights, see Roderick A. Macdonald, Fruit Sal-
ad, 38 REVUE GENERALE DE DROIT 405 (2008).
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both modernization and rationalization of the law of secured transactions
in a manner that embraced corporeal and incorporeal movable property,
consensual and nonconsensual security, possessory and nonpossessory
security, execution preferences, non-judicial enforcement, and a notice-
filing publicity regime, while at the same time regulating the major title
transactions deployed to secure the performance of obligations. If there
are still unresolved issues, they do not revolve around the failure to im-
plement the presumption of hypothec as recommended by the CCRO.
Rather, they reflect a failure to recall the wisdom of temperament. Simp-
ly because the CCQ was tempered to preserve title security ought not to
have meant that it had to be tempered so that harmony would be
achieved only by certain instruments, played in certain keys over a li-
mited tonal range.

II. TRANSPLANTATION: THE VULGARITY OF LEGAL HORTICULTURE

My second example, drawn from the process of secured transactions
reform in Ukraine, illustrates the use and abuse of the metaphor of trans-
plantation by international commercial law norm entrepreneurs.

Again, I begin by asking what exactly the metaphor of transplantation
implies.®® For most jurists it means reforming the law of one State by
importing into it the law of another State. The assumption is that there is
a relative autonomy of legal artifacts that permits them to be easily trans-
ferred from one context to another. Other jurists see the challenge as
more contextual. As law is a product of social forces, there will always be
the need for adaptation, whether ex ante or ex post. Here, the assumption
is that acculturation is a central feature of successful legal adaptation. In
both hypotheses, however, there is a presupposition that transplantation
is beneficial and that the biological precautionary principle, which pro-
poses that transplants may be harmful assaults on biodiversity, is inap-
plicable.”

68. According to the Oxford English Dictionary, “transplantation” is “the action of
transplanting”—meaning the removing of a plant from one place or soil and planting it in
another. See Oxford English Dictionary, Transplantation, http://dictionary.oed.com/cgi/
entry/502564867single=1&query _type=word&queryword=transplantation&first=1&max_to
show=10 (last visited Apr. 12, 2009).

69. For an extended discussion, see William. Ewald, Comparative Jurisprudence (Il):
The Logic of Legal Transplants, 43 AM. J. ComP. L. 489 (1995); Pierre Legrand, The
Impossibility of “Legal Transplants,” 4 MAASTRICHT J. EURO. & Comp. L. 111 (1997);
JM. Miller, A Typology of Legal Transplants: Using Sociology, Legal History and Ar-
gentine Examples to Explain the Transplant Process, 51 AM. J. Comp. L. 839 (2003);
David Nelken, Legal Transplants and Beyond: Of Disciplines and Metaphors, in COMP-
ARATIVE LAW IN THE 21ST CENTURY 19 (Andrew Harding & Esin Orucu eds., 2002).
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A. The Development of the Charge Law in Ukraine

To test the utility of the transplantation metaphor, I begin with the ef-
forts of the government of Ukraine since independence in 1989 to enact a
modern secured transactions regime. In the 1990s, the Ukraine Ministry
of Finance and the World Bank signed an agreement establishing the Ru-
ral Finance Project. This initiative went well beyond rural finance and
was intended to provide Ukraine with a basic legislative infrastructure
governing areas as diverse as mortgage law, land registration, secured
transactions, debenture lending, insolvency, bankruptcy, corporate finance,
securities regulation, and so on. In relation to security on movable prop-
erty, the idea was to modernize the law along the lines of the core prin-
ciples enunciated by the World Bank and the Model Law on Secured
Transactions of the European Bank for Reconstruction and Development
(“EBRD”).” This modernization was to be accomplished by enacting a
new secured transactions law that reformed the rules set out in both the
Civil Code of Ukraine (“CCU”) and a more recently adopted Pledge Law
and that, for the first time, permitted debtor-in-possession pledges of
movables.

Early in 2003, in a first reading the Ukraine Parliament adopted a se-
cured transactions law prepared as part of the Rural Finance Project by
the Center for the Economic Analysis of Law (“CEAL”).”" This law was
largely a copy of a similar statute adopted in Romania several years ear-
lier,”” a law that was itself little more than a transcription of Article 9.7

70. See WORLD BANK, PRINCIPLES AND GUIDELINES, supra note 20; EUR. BANK FOR
RECONSTR. & DEV., MODEL LAW ON SECURED TRANSACTIONS (2004), available at http://www.
ebrd.com/pubs/legal/secured.pdf.

71. For further information about the legislative reform projects, see: Center for the
Economic Analysis of Law, http://www.ceal.org (last visited Apr. 19, 2009).

72. Law Regarding Some Steps to Speed Up Economic Reform, Law No. 99, May
26, 1999. This law was a project of the Word Bank (International Bank for Reconstruc-
tion and Development), and is presented and discussed in Nuria De la Pefia & Heywood
W. Fleisig, Romania: Law on Security Interests in Personal Property and Commentaries,
29 REV. CENT. & E. EUR. L. 133 (2004). As well as serving as the model for the initial
secured transactions law in Ukraine, Article 9 (as instantiated in Romanian law) inspired
the Law Amending the Civil Code, Notarial Law and Other Laws, adopted by the Slovak
Republic on August 19, 2002, and the Law on Registered Charges on Movable Assets,
Law No. 57/2003, adopted by the Republic of Serbia on May 30, 2003, available at
http://www.ebrd.com/country/sector/law/st/core/pledge/serbia.pdf (unofficial English trans-
lation provided by the Serbian Ministry for International Economic Relations). For dis-
cussion of the former law, see EUR. BANK FOR RECONSTR. & DEV., GUIDE FOR TAKING
CHARGES IN THE SLOVAK REPUBLIC (2003), available at http://www/ebrd.com/pubs/legal/
slovak.pdf.

73. It is important to signal that there are important differences of opinion about the
possible role of Article 9 in international secured transactions reform. Some see in it a
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After the first reading, broad consultations with relevant stakeholders
revealed that the proposed legislation was unlikely to take root in
Ukraine. In part, this was because it did not cohere with basic civil law
principles. But a more important factor was that, in conception, style of
drafting, scope, and ambition, it had little resonance with either Ukrai-
nian legal culture or on-the-ground practices. The World Bank then con-
tracted with two local lawyers to revise the law for presentation to the
Parliament for a second reading in July. I was asked to comment on an
early version of the revision and then to come to Kiev to assist the lawyers
in fine-tuning the draft and to consult with other professionals—bankers,
business leaders, public officials, and lawyers—who had taken a special
interest in the project.”*

These consultations led to a number of policy conclusions about the
form and content of the redraft. Given that a second, post-socialist Civil
Code had only recently been enacted, we felt we could not insert the
reform directly into the CCU. Moreover, the Pledge Law that the
Ukraine Parliament had also recently enacted modified many provisions
of the Civil Code. Consequently, we determined that the new law would
have to be drafted as a targeted overlay upon these two existing enact-
ments and that it would only address a few key issues: the scope of secu-
rity rights; certain inter partes and third-party effects of security; publicity;
priorities; and enforcement.”

Second, given that broad contractual experimentation with all types of
nonpossessory rights in movable property was rampant in the legal pro-
fession, even in domains well outside the traditional compass of secured
transactions law, we felt that the new law should seek to provide some
transparency about all nonpossessory rights in movables. Consequently,

ready-made template; others, a flexible set of principles and institutions; still others, an
inventory of “best practices” from which States might reasonably pick and choose de-
pending on other law then in force. Much of the difficulty with the transplantation efforts
of certain international organizations is that the “model laws” being proposed are, as in
the case of Ukraine, typically offered on an all-or-nothing basis. See Gunther Teubner,
Legal Irritants: Good Faith in British Law or How Unifying Law Ends up in New Diver-
gences, 61 MoD. L. REv. 11, 31-32 (1998).

74. By the time I became associated with the project, it had already been decided that
the North American regime of security on movable property to be imported as a model
was that of Quebec and not Article 9. Indeed, my involvement (as an English-speaking
Quebec professor of civil law as well as common law secured transactions) was probably
predicated upon this basic policy decision.

75. While we took the approach of Article 9 as a general template, we did not purport
to modify basic rules relating to the creation of security rights or the basic pre-default
rights and obligations of parties, which continued to be governed by the CCU and the
Pledge Law.
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we proposed a publicity, priority, and enforcement regime to embrace
not just traditional consensual security rights, title transactions, ordinary
assignments, consignments, and long term leases, but also all nonconsen-
sual security rights and all interests in movables that encumber an own-
er’s rights (for example, usufructs) whether or not intended or deployed
as security.”®

Third, given a widespread perception of unreliability and delays within
the civil justice process, we felt the need to provide for the possibility of
a complementary (alternative) regime of private arbitration, which would
also directly produce enforceable third-party effects and be combined
with significant ex ante debtor-protection mechanisms to forestall ag-
gressive foreclosures and realizations. Consequently, we concluded that
(1) the term “court” should be defined broadly so as to include accredited
private arbitrators, (2) creditors should be required to give prior notice of
their intention to enforce their security, and (3) creditors should be en-
titled to enforce it judicially without having to proceed through the state
execution service.”’

Fourth, we felt that the primary need of Ukraine was for a regime that
dealt with security over equipment, inventory, and receivables. Conse-
quently, we thought that the legislative framework should be designed
primarily with these assets in view. Even through drafted so as to govern
security rights in all manner of movable property, it was not so finely
tuned as to provide detailed regulation of security on second-generation
incorporeal rights, negotiable documents, deposit accounts, and intellec-
tual property.”

Taking these factors into account, while still attempting to accommo-
date concerns about imposing unknown legal concepts as a derogatory
overlay to the CCU and the Pledge Law, we concluded that we could not
simply “fix” the CEAL draft, but would have to begin afresh. An entirely

76. In coming to this decision we were mindful that, for analogous reasons, Section
9-109(a)(3)—(4) extended coverage to all consignment transactions, whether intended as
security or not, and sales of payment intangibles. In the Canadian Personal Property Se-
curity Act law, the extension goes even further, embracing as well all “leases of more
than [twelve] months.” See Personal Property and Security Act, R.S.0. 1990, c. P-10, 2.
2(c).

77. Atrticle 2 of the Charge Law, supra note 15, defines “court decision” as including
a “decision, decree, and order of a court, a commercial court, an arbitration tribunal, a
foreign court or arbitration.” Article 27 provides for advance notice, and Article 30 pro-
vides for nonjudicial creditor enforcement.

78. But see id. art. 16 (on priority given to creditors in possession of securities subject
to a security right); id. art. 33 (on enforcement against money or securities). Nor did the
law seek to address security over immovables, or even basic principles governing immobili-
zation (attachment) or mobilization (crops, trees, mines, oil and gas, etc.).
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new law, entitled Law on Securing Creditors’ Claims and the Registra-
tion of Charges (“Charge Law”), that was more in line with the existing
conceptual structure of domestic law was drafted in June 2003, enacted
in September 2003, and proclaimed in force in January 2004, and be-
came fully effective when the computerized registry was made opera-
tional in August 2004.”

Because law reform through legal transplants is a common strategy in
the field of secured transactions, especially when States are seeking not
just to modernize or rationalize existing law, but to radically change an
entire legal regime, it is possible to identify a number of particular fea-
tures that shape success or failure in this endeavor. Indeed, the expe-
rience in Ukraine nicely illustrates why attending to economics, social
practices, legal structures, and political decision-making is a prerequisite
to successful commercial law reform and, concomitantly, why the meta-
phor of transplant needs to be understood more richly than is currently
the case.

To begin, notwithstanding almost seven decades of “socialist legality,”
civil law conceptual distinctions between real rights and personal rights
and between owing and owning remained central in legal thinking. In
particular, jurists in Ukraine were not prepared to adopt a unitary “sub-
stance of the transaction rule” that would attenuate these distinctions for
publicity and enforcement purposes. While the need to regulate title
transactions was accepted, attachment to the idea of ownership, which
had been suppressed for a long time, prevented its conceptual relativiza-
tion for purposes of secured transactions law.™ As a result, and in order to
prevent strategic instrument choice by debtors and creditors, the Charge
Law was elaborated around a newly-minted generic concept, “charge.”' A
charge was defined broadly to include traditional security rights in a deb-
tor’s assets (secured charges); other consensual limitations on an owner’s
rights, whether or not securing the performance of an obligation (contrac-
tual charges); and nonconsensual limitations on an owner’s rights (public

79. For a detailed discussion of the features of the law as it was enacted, see
RODERICK A. MACDONALD, COMMENTARIES ON THE LAW OF UKRAINE: ON SECURING
CREDITORS CLAIMS AND REGISTRATION OF ENCUMBRANCES, at pt. IT (2004) (Ukr.) [herei-
nafter MACDONALD, LAW OF UKRAINE].

80. The reaction to the “law and economics” approach reflected in the initial proposals
by CEAL is strong evidence that certain concepts have untouchable status in particular
States at particular times: law is not simply an independent variable, and legal doctrine is
not fungible. For an excellent analysis of this point, see Peer Zumbansen, Comparative
Law’s Coming of Age? Twenty Years After Critical Comparisons, 6 GERMAN L.J. 1073
(2005).

81. The Ukrainian word for “charge” is sometimes translated alternatively as “en-
cumbrance,” with no intended difference in meaning.
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charges).* In addition, rather than explicitly denominating a single securi-
ty device and repealing existing CCU and Pledge Law devices like posses-
sory and nonpossessory pledges, the Charge Law simply provided for a
number of mandatory rules relating to scope, publicity, priorities, and en-
forcement on various existing legal institutions.*” Finally, although these
formalities roughly track those of ordinary security, the charge regime
differentiates certain rights and recourses according to the character of
the transaction in question—that is, where title is located at any particu-
lar moment in the transaction—in order to acknowledge the specificity of
conditional ownership and to ensure a functional equivalence of out-
comes.* In other words, in keeping with its civil law heritage, the
Ukraine Charge Law acknowledges the difference between title devices
and security devices by conceptually grouping all manner of title transac-
tions (installment sale, sale under resolutory condition, sale with a right of
redemption, giving-in-payment clause) together on the one hand, and con-
ceptually grouping all manner of security devices (pledges, rights of reten-
tion, hypothecs) together on the other. The Charge Law has the additional
merit of comprehensively tracing out the specific consequences of this
conceptual grouping within the framework of title transactions, rather than

82. Charge Law, supra note 15, art. 4 (Types of Encumbrances). Thus, the Charge
Law has broader coverage than both Article 9 and the CCQ. Unlike Article 9, but like the
CCQ, it includes nonconsensual security devices; unlike the CCQ, but like Article 9, it
includes consignments, ordinary leases, and outright assignments of receivables; and
unlike both Article 9 and the CCQ, it includes all limitations on an owner’s rights, includ-
ing lesser proprietary interests like usufructs and leases, and public encumbrances like
servitudes and state liens.

83. Thus, the Charge Law conceives the concept of “charge” the way Article 9 con-
ceives the concept of “security interest.” The term is a linguistic shorthand for the recha-
racterization of disparate legal institutions for the specific purposes of the Charge Law,
but does not imply the creation of a new legal institution for any other purpose (save
perhaps bankruptcy, to the extent Ukraine bankruptcy law may later be amended to rec-
ognize the notion of a “charge”).

84. Thus, one has to be careful with vocabulary in describing the effect of the Charge
Law. Here is an example of an operational difficulty caused by the way that “chargor”
and “chargee” are defined. In ordinary security, and in cases where a creditor has a con-
tingent future ownership right, the chargor is the debtor; but where there is an installment
sale or a lease, the chargor is the creditor, since the encumbrance falls upon the property
of the creditor. It follows that if the seller were to sell under an installment sale, it would
be a chargor, but if it were to transfer title and take a charge over the property sold, it
would be a chargee. During deliberations about the law, it was suggested that the defini-
tions should be linked to who has physical detention of the encumbered asset. But adopt-
ing this approach would mean that a pledge in possession would be a chargor, where a
pledgee in cases where the pledgor retained possession would be a chargee. Given the
decision to include all proprietary rights (including principal real rights) under the regula-
tory regime, these ambiguities of terminology are inevitable.
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leaving some types of title security unregulated, some only partially regu-
lated, and some confusingly regulated.®

A second issue facing law reformers was to decide the mechanics by
which the Charge Law could be rendered operational. Some of the in-
stincts and practices of a market economy and some of the basic concep-
tions of the rule of law were not reflected in Ukraine’s property, con-
tracts, and judicature regimes. Moreover, the uneven sophistication of the
legal profession and judiciary in matters of secured financing argued
against conferring substantial discretion upon courts to police ex post
“good faith and commercial reasonableness” and argued in favor of ex
ante “bright line non-waivable structuring rules” and mandatory, fill-in-
the-blank contractual forms. Finally, it was important to account for how
the enforcement system worked in practice. Considerable collateral reform
was required in order to rework the system of judicature so as to permit
consensual realization. Because it routinely took three to four years to
obtain a money judgment and a further year to obtain enforcement, and
because there was no expedited procedure to obtain interim and interloc-
utory orders, the law provided for alternatives to the public enforcement
mechanisms.*

Notwithstanding this general overhaul of the law of security on movable
property, the Charge Law remains an incompletely achieved reform.
From a contemporary vantage point, there are probably two areas where
further improvements might be made. As a stand-alone, first-generation
secured transactions law, the Charge Law mainly targets basic business
and consumer property—corporeal movables such as equipment and in-
ventory, accounts receivable, and consumer durables. Once experience
with the law accumulates, one might imagine that it will undergo an evo-
lution similar to that of Article 9; rules relating to deposit accounts, intel-
lectual property, letters of credit, and other specific transactions will be
inserted into its general framework, and the entire law will probably be
inserted into the UCC.

Moreover, it would probably be expedient for lawyers, registrars, and
judges to become more familiar with the new regime, and to gradually
replace the ex ante regulation of creditor recourses with a structure that
gives greater scope for party autonomy, subject to ex post facto judicial
review on a standard of good faith and commercial reasonableness. And

85. The points raised in this paragraph reflect important differences between the Quebec
and Ukraine regimes that exhibit not only the different socio-economic-political-legal cul-
tures of the two countries, but also the fact that the Charge Law is an improved, second-
generation statute that irons out some of the wrinkles that persist in first-generation civil law
modernization regimes like that of the CCQ.

86. Charge Law, supra note 15, art. 27.
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in doing so, the law might streamline the publicity regime so that it is
minimalist in its informational requirements and permits direct remote
access for filing and searching. This said, in comparison with the pre-
reform law and with the CEAL draft, the Charge Law must be counted as
a success. Moreover, the story of its enactment offers many lessons about
how the metaphor of transplantation can contribute to a better under-
standing of international commercial law reform. To these lessons I now
turn.

B. The Logic of Transplantation

The transplantation metaphor is another favorite of those involved in
international commercial law reform: for many the mantra is grafts are
bad, transplants are good.*” Here again, I have no difficulty with the first
affirmation. But I find that the transplant metaphor is typically misap-
plied. In my view, it is better to talk of the “circulation” of legal ideas
and the “irritation” they inevitably cause,® two metaphors that imme-
diately suggest the paradoxes of inter-normative transfers.®” Nonetheless,
given the prevalence of the transplant metaphor, I should like to suggest
how careful attention to the nuances of horticulture and botany might
actually assist in understanding processes of international commercial
law reform.

Recall the fundamental distinction in botanical sub-disciplines between
those that consider a plant as an organism separate from the milieu in
which it grows and those that see a plant as dependent upon its milieu.”

87. As noted, the use of the metaphor in law can be traced to Watson, supra note 2.
Since then it has had remarkable currency among comparative lawyers. The metaphor has
not gone unchallenged, however, especially by “comparative functionalists” writing in
the tradition of legal sociology. See, e.g., Pierre Legrand, What ‘Legal Transplants’?, in
ADAPTING LEGAL CULTURES (David Nelken & Johannes Feest, eds., 2001); David Nel-
ken, Towards a Sociology of Legal Transplants, in ADAPTING LEGAL CULTURES, supra;
Edward M. Wise, The Transplant of Legal Patterns, 38 AM. J. Comp. L. Supp. 1 (1990);
William Twining, Generalizing About Law: The Case of Legal Transplants, The Tilburg-
Warwick Lectures: General Jurisprudence (Nov. 2000-May 2001) 1, available at http://www.
ucl.ac.uk/laws/jurisprudence/docs/twi_til 4.pdf. For brief histories of the debate, see Rich-
ard G. Small, Towards a Theory of Contextual Transplants, 19 EMORY INT’L L. REV.
1431, 1432-39 (2005).

88. Teubner, supra note 73, at 12.

89. For discussion of this theme, see Roderick A. Macdonald, Les Vieilles Gardes:.
Hypotheses sur |’émergence des normes, l'internormativité et le désordre a travers une
typologie des institutions normatives [Old Guards: Thoughts on the Emergence of Norms,
Inter-normativity and Disorder Through A Typology of Normative Institutions), in
SOLUBLE LAW, supra note 19, at 233, 233-72.

90. For brief introductions to the distinction, see generally JAMES D. MAUSETH,
BOTANY: AN INTRODUCTION TO PLANT BIOLOGY 10-13 (4th ed. 2008) (on “Plants Versus
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In the former group can be ranged anatomy, physiology, genetics, and
taxonomy—or should we say legal concepts, legal institutions, legal
rules, and legal classification? In the latter may be ranged elements of
ecosystem analysis, soil, climate, existing flora and fauna, etc.”! As ap-
plied to law, this type of analysis focuses on economic, legal, social, po-
litical, and pragmatic components of a functioning system.”> While these
analogies are helpful, much may also be gained by exploring how botany
understands the mechanics of successful transplantation. Here the lex-
icon includes as exogenous objectives beauty and gene diversity; and as
endogenous objectives photosynthesis, reproduction, symbiosis, and evo-
lution. In law we translate these concerns by asking how acculturation
can be facilitated through administrative precedents and formularies,
case reports, doctrinal commentary, and formalized legal education.

And so arises the central question for international law reformers seek-
ing to introduce countries that heretofore have not had economies in
which security on movable property formed a significant part of the legal
universe to the universe of Article 9: what counts as success in legal
transplantation? To measure success, we should consider a more nuanced
metaphor of transplantation that accounts for three key botanical va-
riables: physiology and genetics, ecosystem analysis, and time.

Typically jurists have taken a reductionist approach to the question of
success: either the transplant survives, or it dies. Botanists tell us, how-
ever, that a finer-grained evaluation framework is possible: (1) trans-
plants can only be measured as successful or unsuccessful depending on
the objectives sought to be accomplished through the transplant; (2) even
when those objectives are fully attained, a transplant may produce perni-
cious consequences in other domains; (3) the perspectives and aspira-
tions of the evaluator impact how the data is collected and interpreted;
(4) the time period during which the evaluation takes place affects the
assessment; (5) success or failure often depends on how one evaluates
the transplant’s subsequent adaptations to its milieu; and (6) different
criteria are deployed depending on whether the transplantation is organic,

the Study of Plants”); MURRAY W, NABORS, INTRODUCTION TO BOTANY (2004) (hig-
hlighting four major themes: plants and people, conservation biology, evolution, and
biotechnology).

91. See generally WALTER LARCHER, PHYSIOLOGICAL PLANT ECOLOGY: ECOPHYSIOL-
OGY AND STRESS PHYSIOLOGY OF FUNCTIONAL GROUPS (4th ed. 2003) (examining the
science of plant life as affected by various abiotic and biotic factors).

92. I have attempted to address each of these components in Macdonald, Norm En-
trepreneurship, supra note 33; Roderick A. Macdonald, Unitary Law Re-form, Pluralistic
Law Re-substance: Illuminating Legal Change, 67 LA. L. REv. 1114 (2007) [hereinafter
Macdonald, //luminating Legal Change].
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natural, and voluntary, or disjunctive, artificial, and involuntary.93 Once
again, the inescapable conclusion is that, before we vulgarly take on
board complex metaphors from other disciplines, or conversely, before
we abandon these metaphors because they do not seem to provide the
simple rhetorical punch we wish, we should attend to the deep theory of
the disciplinary knowledge we seek to appropriate as our own.

With this theoretical background in view, I should now like return to
the CCU. The central question for international law reformers who like
the botanical metaphor, therefore, is not simply one of transplantation.”*
It is also one of acculturation: when selecting legal institutions to trans-
plant, what ex ante compromises do we make, and what ex post adjust-
ments are we willing to tolerate? And why do we make these choices in
the places that we do? Before we naively throw around metaphors that
sound good when stripped of their complexity in the field from which
they arise, we should consider whether those field-specific complexities
may actually help us to better understand the law reform project to which
we are applying the metaphor. The richer understanding of the transplan-
tation metaphor permits me to explore three hypotheses about secured
transactions law reform in States with economies in transition.

First, all transplants imply more than the insertion of a clean species
into new soil. Unlike the grafting of material from plant onto plant,
transplanting involves attentiveness to physiology and genetics. Follow-
ing the general themes of Geoffrey Samuels,” one might conclude that
the more the legal architecture of the transplant resembles the architec-
ture of cognate legal institutions, the greater the chances of survival and
adaptation. However, even when commercial law reform is accompanied
by ex ante reforms, for example, to bankruptcy law, debtor-creditor law,
and sales law, the climate, the character of the ambient soil, and other
features of the ecosystem will generate ex post adaptive strategies.” As
applied to Ukraine, in order to overcome strategic behavior by creditors
and debtors, it was necessary to define the generic category of “charge” to

93. This inventory is derived from ROBERT LEO SMITH & THOMAS SMITH, ECOLOGY
AND FIELD BIOLOGY (6th ed. 2001).

94. 1 adopt fully as a goal for law reform the critique of transplantation advanced by
Nelken, supra note 69, and I pursue the general logic of that critique in developing the
idea of acculturation.

95. Geoffrey Samuels, Can Gaius Really Be Compared to Darwin?, 49 INT'L &
Comp. L.Q. 297 (2000) (differentiating legal and zoological structural taxonomies).

96. See generally Roderick A. Macdonald & Hoi Kong, Patchwork Law Reform:
Your Idea Is Good in Practice, But It Won't Work in Theory, 44 OSGOODE HALL L.J. 11
(2006).
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include all consensual and nonconsensual encumbrances on an owner’s
rights.

Second, there can never be a perfect transplant, regardless of how simi-
lar the political economies of two States may be. All transplants are ex-
ogenous. All require ecosystem analysis. The less the political and legal
environment is stable, the less entrenched legal interests are likely to derail
substantive reforms that threaten acquired intellectual capital.”” That is, the
greater the specific character of the climate, the soil, and native flora, the
harder it is to neutralize local difference. In this light, it is impressive how
quickly the legal profession and business and financial establishments
have adapted to the new law, and how quickly pressure has arisen to de-
velop detailed rules relating specifically to deposit accounts, intellectual
property, letters of credit, and so on.

Third, and conversely, all transplants have consequences for surround-
ing flora and fauna. No transplant is limited in its effects to the soil im-
mediately surrounding it. Some of these consequences are immediate;
some make themselves felt through time. Much of the Western theory of
secured lending is inapplicable to and unworkable in countries like
Ukraine. Commentators who would make law subservient to market ra-
tionality tend to downplay the extent to which principles of domestic law—
from the constitution, to rules of judicature and civil procedure, to family
law, to tax law—influence the shape and operation of commercial law re-
gimes. It is not possible to enact fine-grained legislation relating to security
on movable property until there is broad consensus on and acceptance of
the basic objectives and institutions of a modernized secured transactions
regime. This said, it remains to be seen whether it will take Ukraine half a
century and two major rewrites (as has been the case with Article 9) to
achieve a secured transactions law that meets the strictures of critics.

From the perspective of 2009, the Charge Law can also be seen as a
remarkably successful enactment. There is evidence that, as a moder-
nized and rationalized regime of security on movable property, it has
contributed to enhanced credit availability and commercial activity. As it
is well adapted to the social, economic, political, and legal environment
into which it has been projected, jurists suggest that the Charge Law has

97. While formally, the rejection of the CEAL draft in Ukraine and the rejection of
the DCC in Quebec appear to be motivated by similar atavistic responses, the differences
between the two processes were substantial. Most notably, even though expressed in the
language of “preserving the purity of the civil law tradition,” the Quebec rejection was
actually more the rejection by the profession’s conservative elements of the substance of
the reform being proposed, than the rejection of the conceptual form in which it was pre-
sented. By contrast, the Ukraine rejection did not center upon the substance of the pro-
posed reform, but its mode of expression.
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taken root and has generated calls for further reforms to facilitate the
granting of security over intangibles and other commercial instruments.
The drafters were able to reform the law with minimum conceptual dis-
ruption to the existing legal regime. As such, the endeavor in Ukraine
offers a model of how the logic of modernization can be pursued in civil
law jurisdictions transitioning from socialist economies to market-based
economies. If there are still unresolved issues, they do not revolve
around the failure to adopt fully the model of Article 9 functionalism.
Rather, these issues illustrate how a vulgar concept of transplantation can
color our evaluation of a law reform’s success of failure. Simply because
the receiving ecosystem altered the ex ante physiology of the transplant,
as reflected in the Charge Law, does not mean that, over time, these ex
post adaptive strategies will not be successful in generating further
reform.

III. VIRAL PROPAGATION: THE EPIDEMIOLOGY OF NORMATIVE
PANDEMICS

I take my third example from the recent work of UNCITRAL’s Work-
ing Group VI: Secured Transactions. This example is meant to illustrate
the usefulness of a newer metaphor for the migration of international
commercial law norms—yviral propagation.

Once more, I begin by asking what exactly the metaphor of viral prop-
agation implies. The relative novelty of the metaphor in international
commercial law reform means both that it is not as well developed as
other metaphors, and that strong counter-currents have not yet emerged.”®
For most jurists the viral metaphor connotes an unplanned and uncon-
certed mechanism by which norms self-perpetuate and self-propagate. In
this version of norm migration, the memetic idea is directly applied to
law and is subject to the same critiques as memetics.” Other jurists dep-
loy the viral metaphor more as a rhetorical device than as a conceptual
tool. Here, the assumption is that there are mappable affinities between

98. The viral propagation metaphor is occasionally deployed in other human fields,
such as memetics and marketing. See, e.g., RICHARD DAWKINS, THE SELFISH GENE 203—
15 (1976); Jeffrey Rayport, The Virus of Marketing, FAST COMPANY, Dec. 1996, at 68,
available at http://www .fastcompany.com/magazine/06/virus.html. The first usage is rhe-
torical, while the second use claims prescriptive bite and has, therefore, been subject to
critique. See Mark Jeffreys, The Meme Metaphor, 43 PERSP. BIOLOGY & MED. 227
(2000).

99. While the legal literature is small, it is powerful. See, e.g., Michael S. Fried, The
Evolution of Legal Concepts: The Memetic Perspective, 39 JURIMETRICS 291, 302—16
(1999); Jeftrey Evans Starke, Pushing Evolutionary Analysis of Law or Evolving Law:
Design Without a Designer, 53 FLA. L. REV. 875 (2001).
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the transmission of viruses to human organisms and the transmission of
ideas to legal systems.'® Both hypotheses, however, presuppose that no
matter how viral (that is, unplanned and self-perpetuating) international
law reform may be, the relevant sites of normative transmission will al-
ways be the official law of States.'"'

A. The UNCITRAL Legislative Guide

To test the utility of the viral propagation metaphor I begin with the ef-
forts of UNCITRAL’s Working Group VI to produce a Legislative Guide
on Secured Transactions (“Legislative Guide” or “Guide”), which is
aimed at States seeking to modernize their secured transactions laws.'"*
From the outset, the rationale for the project was stated in relatively un-
compromising terms. Secured credit is a good thing, and therefore States
should establish legal regimes to facilitate the growth of secured credit in
their economies.'” Initially, there was an (unstated) assumption that only
certain countries would benefit from attending to the recommendations

100. See, e.g., Richard Michael Fischl, The Epidemiology of Critique, 57 U. MIAMI L.
REV. 475 (2003) (discussing the critical legal studies outbreak); Gil Grantmore, The
Phages of American Law, 36 U.C. DAVIS L. REV. 455 (2002) (using the biological analogy
to describe terrorism and the American security and law enforcement response).

101. Even Waller, supra note 3, makes this assumption; compare it, however, with the
work of Makela, supra note 1, who imagines deploying the metaphor to explore norm
migration in a legal pluralist perspective. On the legal pluralist point, see also Macdonald,
Illuminating Legal Change, supra note 91, at 1116, 1119-21 (exploring “several dimen-
sions of law making in a global world” through the metaphor of light and color).

102. Between 1968 and 1980, UNCITRAL considered various projects to study securi-
ty interests, propose core principles, and develop uniform rules for secured transactions,
but all were abandoned because of a failure to achieve consensus as to their scope, utility,
or feasibility. See UNCITRAL, Earlier Projects Relating to Security Interests, http:/www.
uncitral.org/uncitral/en/uncitral _texts/security past.html (last visited Apr. 20, 2009). After
Working Group VI completed its work on the Convention on the Assignment of Recei-
vables in International Trade, G.A. Res. 56/81, U.N. Doc. A/RES/56/81 (Jan. 31, 2002),
it was charged by the Commission to begin work on preparing a Legislative Guide to
Secured Transactions. This Guide was meant to complement the work of other interna-
tional organizations—e.g., the IMF, World Bank, EBRD, ADB, OAS, L Organisation
pour [’Harmonisation en Afrique du Droit des Affaires (“OHADA”), and UNIDROIT—
many of which had already produced documents entitled “core principles of secured trans-
actions,” model laws, or international conventions, such as the UNIDROIT Convention
on International Interests in Mobile Equipment (Nov. 16, 2001), available at http://www.
unidroit.org/english/conventions/mobile-equipment/mobile-equipment.pdf.

103. The literature, particularly the law and economics literature, is extensive. See,
e.g., Ross Levine, Financial Development and Economic Growth: Views and Agenda, 35
J. ECON. LIT. 688 (1997); Anthony Saunders et al., The Economic Implications of Interna-
tional Secured Transactions Law Reform: A Case Study, 20 U. PA. J. INT’L ECON. L. 309
(2000).
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of the Legislative Guide, although a broader framing of the project’s util-
ity emerged as the deliberations of the Working Group proceeded. In-
deed, the final document provided in its first paragraph: “[t]he Guide is
intended to be useful to States that do not currently have efficient and
effective secured transactions laws, as well as to States that already have
workable laws but wish to modernize these laws and harmonize them
with the laws of other States.”'**

While delegates from most States broadly agreed with the proposition
that inadequate access to business credit often impeded entrepreneurial
activity, some were less convinced that secured credit as such was the
primary palliative for this inadequacy. On the whole, concern was not
expressed in the skeptical “not net efficiency” language of U.S. law and
economics scholars,'® but rather as uncertainty that secured commercial
financing credit was a greater social good than employment insurance,
health care, worker’s compensation, pensions, and supplier-based trade
credit.'® More significantly, delegates from many States bristled at the
paternalistic suggestion (often originating in delegations from States with
so-called developed economies) that the point of the exercise was to al-
low States with economies “in course of development” to benefit from
the experience, insight, and expertise on offer.'”” Other delegates (nota-

104. UNCITRAL, LEGISLATIVE GUIDE ON SECURED TRANSACTIONS (2007) (final text
submitted for publication), available at http://www.uncitral.org/pdf/english/texts/security-
lg/e/final-final-e.pdf [hereinafter FINAL LEGISLATIVE GUIDE]. By the end of the delibera-
tions of the Working Group, four main targets of legislative reform were identified: (a)
developed economies with what were deemed to be relatively efficient, effective, and
functioning regimes (e.g., Canada, New Zealand, the United States); (b) developed
economies with what were deemed to be inefficient secured transactions regimes (e.g.,
Australia, France, Germany, the United Kingdom); (c) economies in the course of devel-
opment with secured credit-unfriendly regimes (e.g., many Latin American States; many
States in central Europe); (d) economies that are of all three above types but not based on
“market principles” (e.g., many Islamic republics).

105. Since Alan Schwarz first raised the question whether secured transactions law
was efficient, the debate has attracted continued scholarly interest. For one light-hearted
contribution, see Richard L. Barnes, The Efficiency Justification for Secured Transac-
tions: Foxes with Soxes and Other Fanciful Stuff, 42 U. KAN. L. REV. 13 (1993). See also
David Carlson, Secured Credit as a Zero Sum Game, 19 CARDOZO L. REV. 1635 (1998).

106. For a discussion of the hedonistic logic of secured transactions in the frame of
Aristotelian distributive justice, see Macdonald, Counter-Reformation, supra note 46. But
¢f. Ronald J. Mann, Bankruptcy and the Entitlements of Government: Whose Money Is It
Anyway?, 70 N.Y.U. L. REv. 993 (1995).

107. The Final Legislative Guide addresses this concern by introductorily stating that it
is designed to assist States at various stages of development. FINAL LEGISLATIVE GUIDE,
supra note 104, 9 1. Looking ahead towards implementation, however, Vijay Tata, Chief
Counsel at the World Bank, has cautioned that the Guide should not be used prescriptive-
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bly those from civil law States with functioning, although not recently
reformed, secured transactions regimes) also felt that the logic driving
the project was insensitive to models of secured financing other than Ar-
ticle 9. In addition, some European States with modernized non-Article 9
regimes saw the project as an attempt to drive a wedge between them and
their traditional “client States” in matters of law and trade. Finally, as the
project drew near to completion, other European States perceived a threat
to their predominance in financial markets and sought to modify the Leg-
islative Guide to protect existing distributions of economic power.
Throughout the Working Group process, these tensions and cleavages
were never far from the surface.'®®

Despite these reservations, however, various macro-facts and macro-
norms of international trade led delegates to Working Group VI to con-
clude that modernizing secured transactions regimes to produce efficient,
effective, accessible, low-cost commercial credit was a worthwhile en-
deavor.'” First, States that are resource rich are frequently cash poor;
States that are cash rich are somewhat less frequently resource poor (or
have more available cash than they do borrowers seeking credit for entre-
preneurial purposes). Hence, legal regimes should facilitate economic co-
operation among States under conditions of political equality. Second, the
production of tradable goods often takes place in States with low labor
costs, where local manufacturers do not own the intellectual property re-
flected in the products they produce. Hence, legal regimes should facilitate
the cooperative engagement of production across trade boundaries even
when the assets produced are themselves not destined for export. Third,
much of international sales law involves the delivery of already charged
assets into States lacking developed regimes of nonpossessory security
over movable property. Hence, legal regimes should display sufficient

ly as a proxy for a participatory, deliberative legislative process within States. Rather,
“[t]he very complex debates about policies and the costs and benefits of various legisla-
tive designs that took place in Vienna and [New York] in the preparation of the Guide,
will and should be replayed in greater detail and with greater specificity in the reforming
countries.” Vijay Tata, The Role of Multilaterals in the Promotion of Modern Securities
Law, Remarks at the Congress to Celebrate the Fortieth Annual Session of UNCITRAL
(July 10, 2007), available at http://www.uncitral.org/pdf/english/congress/Tata-revised.pdf.

108. This is, obviously, my own interpretation of interventions made at Working
Group sessions reported in the sessions and related documents. For a complete account-
ing of the activities of Working Group VI on the Legislative Guide project, see 2002 to
Present: Security Interests, supra note 16.

109. The current empirical literature appears to suggest that the effect of security is not
primarily that it serves to reduce the cost of credit. Rather, the absence of effective secu-
rity rights simply means that credit is unavailable. See SECURED TRANSACTIONS REFORM
AND ACCESS TO CREDIT (Frédérique Dahan & John Simpson eds., 2008)
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comity so that the cross-border delivery of assets does not comprise the
security of an export creditor’s rights. And finally, the international market
for trade in securities and other incorporeal rights is often distinct from the
international market for manufactured property. Hence, legal regimes need
to facilitate the aggregation and disaggregation of securities and recei-
vables so that they may be financed separately from the production at their
origin.

These facts on the ground and the normative consequences they imply,
along with my experience at UNCITRAL, convince me of the founda-
tional principle that should drive the modernization of secured transac-
tions law: internationalization is a two-way street. From this principle
two corollaries may immediately be derived. First, a number of so-called
advanced economies with so-called modernized secured transactions re-
gimes (for example, the United States and Canada) will have to further
reform their secured transactions laws (especially in connection with
cross-border insolvencies) in order to be successful in the international
sphere. The second corollary is that sellers and lenders from so-called
developed economies need purchasers and borrowers from so-called de-
veloping economies just as much as these purchasers and borrowers need
them. In brief, notwithstanding the rhetoric that “secured credit transac-
tions” are a good thing because developing countries need capital in-
flows, it is equally the case that cash-rich developed economies need safe
harbors for their capital outflow.'"

When the Legislative Guide was first mooted in the late fall of 2001,
there was a consensus among the group of experts convened by
UNCITRAL that the Guide should begin with a restatement of the core
principles of an efficient and effective secured transactions law. At that
time, two members of the group were charged with drafting a brief pres-
entation of these core principles. One argued for a set of key objectives
and core principles that more or less tracked those already identified by
other international organizations and that focused uniquely on the pro-

110. The point has not often been raised in connection with what is euphemistically
characterized as the subprime crisis, although business debtors from developing countries
are now paying the price for the profligacy of institutional lenders. On the one hand, the
very existence of subprime mortgage loans is a classical example of the consequences of
too much credit chasing too few good risks. On the other hand, the reckless repackaging
of high-risk domestic receivables supposedly backed by appreciating assets has drawn
investment away from entrepreneurs in States with under-developed secured transactions
laws that, in fact, are less likely to default than domestic borrowers formally issuing ap-
parently secured debt.
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motion of secured credit.'"' The other proposed a more comprehensive
set of principles meant to contextualize secured transactions within the
general law relating to the compulsory performance of obligations.'"
Although the issues presented by both perspectives remained throughout
the process of drafting the Guide, the group of experts quickly decided to
recommend to the Working Group that it adopt a series of core principles
based on existing documents in international circulation, and Working
Group VI accepted this recommendation at the outset of its deliberations.

What, then, were the basic features of the UNCITRAL approach, and
how were they actually put into practice? First the project was to develop
a legislative guide, not a model law or a convention. In fact, however,
Working Group VI hoped that its Guide might achieve uptake, and so its
recommendations were quite detailed and cast precisely in the form of
text that could be pasted without much difficulty into a draft law.
Second, Working Group VI aimed to produce a legislative guide that
would assist States with a broad range of economies, social practices,
and political priorities. In fact, however, many of the Guide’s proposals
assumed a market economy with a number of correlative financial and
judicial institutions typical of a North American economy. Third, the
stated ambition of Working Group VI was to set out “best practices” for
secured financing, wherever these were to be found."” In fact, however,
the Guide by and large adopted the basic principles of modernization

111. For examples of the core principles identified by other international organiza-
tions, see ASIAN DEV. BANK, 2 LAW AND POLICY REFORM AT THE ASIAN DEVELOPMENT
BANK 2000 (2000), available at http://www.adb.org/Documents/Others/Law_ADB/lpr
2000_2.asp?p=lawdevt#contents_(comprising a major study on secured transactions law
reform in India, Indonesia, Pakistan, the People’s Republic of China, and Thailand);
Frédérique Dahan & John Simpson, The European Bank for Reconstruction and Devel-
opment’s Secured Transactions Project: A Model Law and Ten Core Principles for a
Modern Secured Transactions Law in Countries of Central and Eastern Europe (and
Elsewhere!), in SECURITY RIGHTS IN MOVABLE PROPERTY IN EUROPEAN PRIVATE LAW,
supra note 7, at 98—116; Pascale DeBoeck & Thomas Laryea, Development of Standards
for Security Interests and Enforcement of Claims (2003), http://www.imf.org/external/np/
leg/sem/2002/cdmfl/eng/pdb.pdf; WORLD BANK, PRINCIPLES FOR EFFECTIVE INSOLVENCY
AND CREDITOR RIGHTS SYSTEMS (REVISED DRAFT) (2005), available at http:/siteresources.
worldbank.org/GILD/Resources/FINAL-ICRPrinciples-March2009.pdf.

112. For a brief outline of this larger context, see supra text accompanying notes 25-32.

113. U.N. Conf. on Int’l Trade Law [UNCITRAL], Working Group VI on Sec. Interests,
Draft Legislative Guide on Secured Transactions, § 2, UN. Doc. A/CN.9/WG.VI/WP.2/
Add.1 (Feb. 12, 2002) [hereinafter Draft Legislative Guide] (“The focus of the Guide is
on developing laws that achieve practical economic benefits for States that adopt them.
The Guide seeks to rise above the differences among legal regimes to suggest pragmatic
and proven solutions that can be accepted and implemented in States having divergent
legal traditions.”).
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instantiated by Article 9: (a) a unitary, functional approach to scope; (b)
nonpossessory security over present and future property; (c) an extended
concept of proceeds; (d) a notice-filing registry system; (e) non-judicial
enforcement; (f) equal protection for acquisition financing whether of-
fered by sellers or lenders; and (g) special rules governing third-party
effectiveness, priority, and enforcement of certain intangible assets, in-
cluding receivables, bank accounts, independent guarantees, negotiable
instruments, and negotiable documents.'"*

In view of these divergences between the ambitions of the Working
Group and the manner in which these ambitions were actually translated
into recommendations, it is worth reflecting on whether the initial state-
ment of the Guide’s core principles may have truncated discussion of
alternatives to Article 9. Recall that the overall objective of secured trans-
actions regimes was said to be promoting availability of low-cost credit in
order to facilitate the successful operation and expansion of domestic busi-
nesses and improve their ability to compete domestically and in the global
marketplace. Compare the “[k]ey objectives of an effective and efficient
secured transactions law” as set out in Recommendation 1, taking note of
the manner in which the title is phrased, with the draft proposal that the
group of experts did not recommend to Working Group VL' The key
objectives expressed in the Legislative Guide focus on the design of an
“efficient and effective” secured transactions law:

(a) To promote low-cost credit by enhancing the availability of secured
credit[;]

(b) To allow debtors to use the full value inherent in their assets to sup-
port credit[;]

(c) To enable parties to obtain security rights in a simple and efficient
manner[;]

(d) To provide for equal treatment of diverse sources of credit and of
diverse forms of secured transactions][;]

114. See FINAL LEGISLATIVE GUIDE, supra note 104, at Recommendations 8-9; Rec-
ommendation 13; Recommendation 19; Recommendations 32—-33; Recommendation 142;
Recommendations 178, 187—88; Recommendations 23-28, 48-53, 101-09, 114-16, 117—
30, 16777, respectively.

115. See supra text accompanying note 17.
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(e) To validate non-possessory security rights in all types of asset[;]

(f) To enhance certainty and transparency by providing for registration
of a notice in a general security rights registry][;]

(g) To establish clear and predictable priority rules[;]
(h) To facilitate efficient enforcement of creditors’ rights[;]

(i) To allow parties maximum flexibility to negotiate the terms of their
security agreement][;]

(j) To balance the interests of all affected persons[; and]

(k) To harmonize secured transactions laws, including conflict-of-laws
116
rules[.]

With the sole exception of principle (j), all of these objectives are inter-
nal to the logic of a secured transactions regime itself and aim at achiev-
ing transactional efficiency.

Consider how these key objectives and core principles might have been
alternatively formulated had the ambition been to provide States with
guidance on not only the secured transactions regime, but also how it
should be successfully implemented. The following were presented to the
group of experts in the fall of 2001, under the title “Core Principles of
Modern Regimes of Security Rights,” a title that did not explicitly refer
to economic efficiency as an overriding value.''” The principles aimed at
several objectives:

(1) To balance efficiency and justice, the regime should aim at making
credit available at the lowest possible cost, in a manner that respects the
fundamental political and social goals of the society in question.

(2) To achieve coherence with public policy, the regime must reflect a
fair balance between legitimate public policy goals being pursued by

116. FINAL LEGISLATIVE GUIDE, supra note 104, 9 46-59.

117. These alternative core principles were derived from the core principles guiding
the reform of the secured transactions law in Ukraine. See MACDONALD, LAW OF UKRAINE,
supra note 79, at 17-24.
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States as reflected in their regulation of basic concepts of status, proper-
ty, and obligations and the opportunistic goals of individual creditors
and debtors as reflected in the idea of freedom of contract.

(3) To achieve a comprehensive regulatory framework, the regime of se-
curity should be comprehensive as to all the elements of the security
nexus—debtors, creditors, obligations, collateral—in order to (a) minim-
ize regulatory uncertainties or unfair inequality of access to the regime;
(b) avoid creating inadvertent gaps; (c) ensure the best integration poss-
ible of competing regulatory regimes; and (d) promote competition on
the cost of credit among purveyors of credit to businesses.

(4) To reflect a functional design, a regime capable of granting securi-
ty, eligible collateral, pre-default rights and obligations, and secured
creditors’ recourses, and upholding a general theory of publicity of se-
cured rights should apply, regardless of the origin or form of the security
right in order to prevent debtors and creditors from artificially manipu-
lating their status, the character of their obligation, or the legal nature
of their assets so as to either escape or fall under the regulatory regime.

(5) To promote party autonomy, the logic of the regime should be as
simple as possible, with the legislature deciding questions having to do
with definition and distribution of entitlements in the regime from an
“ideal-type” perspective that maximizes the efficiency potentialities of
a consensual regime of secured transactions.

(6) To provide for intelligible rules, since the point of the regime is to
permit debtors and creditors to plan their affairs in reasonable legal se-
curity, (a) the regime’s rules should be drafted in a manner that is intel-
ligible to non-lawyers; (b) imperative rules should limit or prohibit
choices only for reasons of unfairness or perverse distribution of bur-
dens upon the parties to the transaction or third parties; (c) the regime
should avoid making superficial distinctions of form where there are
essential identities of substance; (d) the regime should not mandate an
implied intent either by creditors or debtors, and legal fictions should be
purged; (e) the regime should not presume outcomes (e.g., a commer-
cially reasonable price upon realization) that can actually by deter-
mined by the operation of market principles.

(7) To achieve internal coherence, the rights created should reflect the
legitimate interests and expectations of debtors, creditors, and third per-
sons, given the underlying logic of a regime of security on property, by
(a) structuring incentives to encourage performance by debtors; (b)
structuring incentives to encourage responsible behavior by creditors;
(c) designing the regime to discourage illegitimate third-party interfe-
rence.

(8) To maximize realization value, the regime should structure incen-
tives so that the value of the collateral is maintained prior to default,
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and should be designed to avoid inefficient formalism in post-default
enforcement by providing debtors, creditors, and third parties with in-
centives to maximize realization value.''®

Of all the policy differences that were manifest throughout the delibe-
rations of Working Group VI, two were present from the outset and
preoccupied the Working Group up until its very final sessions. The first
was the question of title security, including most pointedly the seller’s
retention-of-title transaction; the second, closely allied to this, was whether
the Guide should recommend a comprehensive filing regime in order to
obtain third-party effectiveness of nonpossessory rights.'"” Initially, del-
egates from many States expressed resistance to the functional approach
of Article 9. As in the reform process in Quebec and Ukraine, they felt
that title security was of a different genus than true security."*® Over the
course of its deliberations, however, the Working Group reached a con-
sensus that the primary difficulty lay not with title security in general,
but with the retention-of-title transaction specifically. The delegations
came to accept that lender transactions, such as sales with a right of re-
demption, fiduciary transfers of title, retroactive giving-in-payment
clauses, and foreclosure agreements, were in fact secured transactions
and could properly be included within the Guide’s general functional
definition."'

Nonetheless, the process almost broke down over how to deal with re-
tention-of-title transactions. In the end, the Working Group decided that
it would adopt a dual approach. To begin, the overall frame of the Guide
would be cast in the language of a functional approach; then, in so far as
a particular type of security right was concerned, acquisition financing,
two approaches were permitted: a unitary approach that tracked the Ar-

118. Id.

119. In the chronological order of the Working Group sessions, the issue of registra-
tion actually came up for resolution first (in what is now Chapter IV), since consideration
of retention-of-title transactions was deferred to acquisition financing (what is now Chap-
ter IX). But the concern about registration was essentially about the necessity for registra-
tion of retention-of-title devices rather than an opposition to the concept of notice filing
per se.

120. This concern was expressed primarily by many civil law States in Africa, Europe,
and Latin America, although it also found resonance with delegations from States having
other legal traditions, but not those from common law States (with the exception of the
United Kingdom).

121. The deliberations of the Working Group are nicely tracked in the Commentary
section of the FINAL LEGISLATIVE GUIDE, supra note 104. On title transactions generally,
see id. ch. 1, 9 45-112 (on “Scope of application, basic approaches to security and gen-
eral themes common to all chapters of the Guide”), and for retention-of-title particularly,
see id. ch. IX, 99 13—84 (on “Acquisition financing”).
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ticle 9 model, and a non-unitary approach that preserved not only the
Article 9 model, but also separate retention-of-title type transactions (a
seller’s reservation of ownership and financial leases) as long as they
produced functionally equivalent results.'” Interestingly, this dual ap-
proach—assimilating lender title transactions to security rights and pre-
serving retention-of-title transactions as a separate category—is also
adopted by the just released Draft European Civil Code, Book IX on
“Proprietary Security in Movable Assets.”'>’

While some delegations regret the compromise over acquisition financ-
ing, all in all it must be said that the Legislative Guide is a significant
achievement, judged both on its intellectual merit and as the output of a
lengthy process of negotiation. This process, moreover, has much to
teach about how the metaphor of viral propagation can assist in manag-
ing consensual, international commercial law reform such as that under-
taken by UNCITRAL.

B. The Logic of Viral Transmission

Let me develop this point by exploring the nuances of the third metaphor
deployed by international commercial law reformers, viral propaga-
tion.'** The metaphor of virus provides a rich point of entry for examin-
ing how Article 9 thinking has become a pandemic in international
commercial law reform. However, in order to derive the full benefit of
the virus metaphor, it is important first to attend carefully to the subtle-
ties of epidemiology. How do viruses actually propagate themselves?

One of the reasons why viruses have become such a powerful meta-
phor is their association with the technology of knowledge transmission
through computer programs. Biological viruses are also found every-
where, constantly attaching themselves to host cells via their protein. At
this point, the virus is able to exploit the nucleus of the host cell to assist
its reproduction, which then migrates outwards to another host. Of
course, to propagate themselves viruses need to be transmitted. Hence
the importance of studying “vectors of transmission.” Some viruses are
relatively benign, but very easily transmitted—the common cold, for ex-

122. See id. at Recommendations 8-9, 178-202.

123. See ULRICH DROBNIG, STUDY GROUP ON A EUR. CIviL CODE, PROPRIETARY
SECURITY IN MOVEABLE ASSETS 1-13 (2009) (elaborating on the Draft Common Frame
of Reference, bk. IX, § 1: scope of application articles, IX-1:101 (general rule), IX-1:102
(security right), IX-1:103 (retention of ownership devices: scope), and IX-1:104 (reten-
tion of ownership devices: applicable rules)).

124. T use the viral metaphor purely descriptively and not normatively. In this usage, I
follow Waller, supra note 3. Much of the account of the next four paragraphs relies upon
this unpublished article and from Makela, supra note 1.
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ample. Others are particularly vicious, but relatively difficult to trans-
mit—the HIV virus, for example. But whether a virus becomes a pan-
demic also depends on the nature of the host population to which it is
spread. If the host is relatively immune to such infections, even a malig-
nant virus propagated by multiple effective vectors of transmission may
not result in infection. The host’s resistance to a virus may be founded on
its own inherent biological properties or may be enhanced by inoculation
with an effective vaccine.'” As Guido Calabresi reportedly said in ex-
plaining why CLS had not infected Yale Law School, “[People] with
Cow Pox do not contract Small Pox.”'** By contrast, if the immune sys-
tem is weak, a virus may kill the host before it has the chance to repro-
duce itself and infect others.

A further structural factor influencing the spread of a virus is the con-
text within which the host lives. So for example, the influence of the
relative density of susceptible hosts is inversely proportionate to the
strength of the transmission vectors. Isolated hosts are less susceptible to
viral transmission than densely arranged hosts. Here is a final reflection.
Because viruses are so active, they can often mutate, and host immune
systems that have successfully resisted one viral strand can often fall
prey to a new mutated strand. Alternatively, viruses may remain dormant
for years following infection, before ultimately manifesting themselves
in a variant form.

This brief canvass of viral epidemiology hardly scratches the surface of
what might be learned from the metaphor and how the metaphor may be
used to generate a model of norm migration. It does, nonetheless, suggest
some variables that will affect international norm entrepreneurs’ propa-
gation of particular legal ideologies, such as Article 9.

First of all, a legal ideology will be most effectively propagated when
it infects a field of law organized around a few broadly accepted assump-
tions. The barrage of essentially identical “key objectives” and “core
principles” promulgated by well-endowed entrepreneurs since the mid-
1980s can been seen as an essential precondition to UNCITRAL’s deci-
sion to ask Working Group VI to take on the Legislative Guide project
twenty years after the last of several failed attempts to move onto this
terrain.

Second, a legal concept or regime is most likely to infect a decision-
making body where authority (in particular, law-making authority) is
highly centralized, hierarchically organized, and legislatively rather than

125. See generally TERI SHORS, UNDERSTANDING VIRUSES 140-89 (2008) (on host
resistance to viral infections).
126. Fischl, supra note 100, at 478.
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judicially driven. This is the case, for example, with Ukraine, but not
Quebec, where competing legal professions prevent the State from im-
posing a singular law reform agenda and where, notwithstanding codifi-
cation, courts play a role akin to that played by courts in common law
jurisdictions.

Third, propagation will be most successful where there are multiple re-
combinant interests—vectors of transmission—to sustain contact in di-
verse settings: uniform law organizations; model laws; international
agencies (e.g., UNIDROIT and UNCITRAL); international financial or-
ganizations with tied grants (e.g., the World Bank and IMF); treaties and
conventions; regional trading blocs; vestiges of colonialism; scholarly
round tables on best practices involving law professors, graduate stu-
dents, and private economic actors; and the conscription of powerful in-
terest groups.

Fourth, countries that are relatively isolated, geographically or intellec-
tually, are less susceptible to viral transmission than densely arranged
countries with relatively open intellectual frontiers. On the one hand, one
may cite Albania, Myanmar, and Zimbabwe as States relatively unlikely
to spread a law reform virus; on the other hand, one may cite most post-
communist States of Central Europe, and States that belong to the
OHADA, Mercado Comun Sudamericano, and Association of Southeast
Asian Nations as likely targets for explosive transmission once one State
becomes infected.

Fifth, propagation is diminished where hosts have been ideologically
inoculated against the virus, usually by precommitments said to be
grounded in socio-cultural factors. These factors may be defensive (a
strong host), or offensive (an inoculation by a modest form of the virus
that successfully propagates itself in resistance to more virulent forms).
Examples of the former would include the reaction of Germany to the
acquisition financing regime of Article 9, and the latter would include the
reaction of the United Kingdom to any proposal that threatens to dimi-
nish the role of the City in international finance, especially the financing
of receivables.

How then might we understand the viral metaphor in relation to the
UNCITRAL project? It is important to identify the ideological points of
resistance among Member States. One was the reaction to an extended
concept of proceeds combined with security on future assets and univer-
salities, which led to a perceived overprotection of a first secured credi-
tor’s rights. Another was the attempt to restrain policy choices by States
that had nonmarket-driven social welfare programs and that did not ex-
ternalize the cost of excessive credit onto the bankruptcy market. A third
was the suspicion of special rules designed to favor the purveyors of fi-
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nancial proxies for asset-backed lending, bank accounts, receivables, ne-
gotiable documents, and so on. And a fourth, where compromise was
ultimately reached, involved recognizing the special character of reten-
tion of a vendor’s ownership rights in relation to a financing lender’s
rights. Given these points of resistance and the States that were more
vocal in articulating them, the viral metaphor suggests that the propaga-
tion of Article 9 ideology through the Legislative Guide may be less
pandemic than desired. The viral metaphor also suggests that, had there
been greater sensitivity to implementation in the articulation of key ob-
jectives (the legal, social, political, and economic contexts of law reform)
and the necessary steps to ensure propagation (attentiveness to those es-
pecially vocal and organized in their interests), the chances of wide-
spread infection would have increased. Finally, the viral metaphor points
to a paradox in the processes of international agencies like UNCITRAL.
Viral propagation presumes, at least initially, a one way migration: the
infection of Working Group VI by the Article 9 virus. But viruses can
also mutate. To the extent that a mutant virus may emerge in the new
host, the initial host may be re-infected by the mutant strain. The condi-
tions under which North American common law States are susceptible to
re-infection will depend on the same considerations of viral propagation
that initiated the original pandemic.

From the perspective of early 2009, and despite the cautionary remarks
of the previous paragraph, the UNCITRAL Legislative Guide looks like
it could be a relatively successful endeavor of international norm migra-
tion. I have argued above that the context of commercial law reform en-
compasses a broad range of factors besides the general structure of the
domestic legal regime. For this reason, it is important to be clear about
the economic, social, and political conditions presupposed by existing
secured lending regimes, so that the policy goals sought to be achieved
through modernization can be realized in practice. We must be modest in
our claims, because we have only an incomplete understanding of which
modernized secured transactions regimes are successful, and somewhat
more troubling, because it is not at all clear that we possess the criteria
that will enable us to judge whether a particular law reform project has
succeeded or failed. In acknowledging the depth of our ignorance on
these issues, we can appreciate why, ultimately, our choice of metaphors
matters: metaphors (like core principles) frame analysis, exposing and
occluding political choices, and defining possibilities for action as well
as the sites where action is most likely to be effective.'?’

127. The discussion in C.S. Bjerre, Mental Capacity as Metaphor, 18 INT'L J.
SEMIOTICS & L. 101 (2005), develops this point further.
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CONCLUSION: VIRTUE ETHICS IN INTERNATIONAL LAW REFORM

My experiences with reforming secured transactions regimes in Que-
bec and Ukraine provided an important background for my later partici-
pation in UNCITRAL’s Working Group VI: Secured Transactions. As
the UNCITRAL project evolved over the past seven years, it seemed to
me that Member States have learned an important foundational lesson. To
the surprise of many who have hitched their wagon (intellectually, and
more importantly, emotionally) to Article 9, there are no conceptual fea-
tures of the civil law tradition preventing the enactment of a functionally-
integrated secured transactions regime that achieves the same goals as
Article 9 and does so in an equally efficient manner.'*® Further, there are
no conceptual features of the Islamic law tradition or of any other legal
tradition (including diverse chthonic legal traditions)'*’ preventing the
realization of a functionally-integrated secured transactions regime that
achieves the same goals as Article 9 and does so in an equally efficient
manner.

Of course, for many the learning curve has been steep. On the one
hand, some from advanced commercial economies tend to be patronizing
of States with advanced commercial economies that do not agree on the
“perfection” of Article 9. Their learning curve is moral. Whatever U.S.
jurists may think of American exceptionalism and the mission of the
United States to bring about a commercial pax Americana, it is far from
clear that this ambition is shared around the world. On the other hand,
some from other States tend to be quite defensive about existing legal
regimes and unwilling to question the legal “way it is,” which they
learned several decades earlier as law students. Their learning curve is
also moral.

More generally, in accounts of modernization, it is now time to give up
claims to universalism in favor of more differentiated analyses and pre-
scriptions for particular times and particular places. We need to locate
our evaluations of commercial law reform within a better understanding
of how local entrepreneurial networks and credit institutions function on
the ground. The history of successive revisions to Article 9 illustrates the
point. Its initial design was meant to respond to a particular set of prob-
lems faced by common law jurisdictions in the middle decades of the

128. For a comparison of unreformed and reformed common law approaches to the defi-
nition of a security interest, with unreformed and reformed civil law approaches to the same
issue, see Bridge et al., supra note 35.

129. On different Islamic approaches to secured transactions law, see Nicholas H.D.
Foster, The Islamic Law of Real Security, 15 ARAB L.Q. 131 (2000); Mark J. Sundahl,
Iraq, Secured Transactions, and the Promise of Islamic Law, 40 VAND. J. TRANSNAT’L L.
1301 (2007), especially sec. IV.



650 BROOK. J. INT'L L. [Vol. 34:3

twentieth century, and the revisions since then have continued to be res-
ponsive to locally specific problems.'*°

These observations about Article 9 are not meant to sound a note of
pessimism about the possibilities of international norm migration. Ra-
ther, they invite discussion about a larger ontological point. Much of our
current thinking about generating international legal norms, especially as
reflected in the metaphors of harmonization, transplantation, and viruses,
follows from the manner in which Western legal culture conceives law.
Central to both common law and civil law traditions is the belief that law
is fundamentally propositional: law as rules and justice as following rules.
Hence the commitment to law reform as a matter of simply, one, “enacting
a regime of rules,” and, two, “getting the rules right.” My happy expe-
rience as President of the Law Commission of Canada and my equivocal
experiences in other law reform settings suggest otherwise.">' Reforming
law by changing rules will never solve legal problems. The best one can
hope for by changing the rules is to substitute a better class of questions for
the suboptimal questions that might currently shape legal reflection.'**

The attempts to modernize the law of secured transactions illustrate
this larger point. The initial ambition of Article 9 was to achieve, as far
as possible, a unitary and comprehensive regulation of consensual devices
deployed to secure the performance of an obligation. As Grant Gilmore
observed, the primary targets of the reform were inventory financing
(where manifold title-based institutions were utilized) and receivables
financing (where the law was still largely stuck in judge-made rules de-
veloped in the mid-nineteenth century)."** The mechanism was the “sub-

130. For an argument that successive revisions to Article 9 have had the effect of mak-
ing it even less universal in potential application, and consequently less suitable as a tem-
plate for international law reform, see Macdonald, Exporting Article 9, supra note 11.
See also Edward S. Cohen, Constructing Power Through Law: Private Law Pluralism
and Harmonization in the Global Political Economy, 15 REv. INT’L POL. ECON. 770
(2008); Cuming & Walsh, supra note 25.

131. Compare Roderick A. Macdonald, Recommissioning Law Reform, 35 ALTA. L.
REv. 831 (1997) (Can.), and Roderick A. Macdonald, Jamais deux sans trois . . . Once
Commission, Twice Reform, Thrice Law, 22 CAN. J.L. & Soc’y. 117 (2007), with Mac-
donald & Kong, supra note 95, and Macdonald, llluminating Legal Change, supra note
92.

132. See Roderick A. Macdonald, Triangulating Social Law Reform, in DESSINER LA
SOCIETE PAR LE DROIT [MAPPING SOCIETY THROUGH LAW] 119 (Ysolde Gendreau ed.,
2004) (Can.).

133. Grant Gilmore, The Good Faith Purchase ldea and the Uniform Commercial
Code: Confessions of a Repentant Drafisman, 15 GA. L. REV. 605, 620-21 (1981).



2009] THREE METAPHORS 651

stance of the transaction principle.”"** Today, however, given the in-
creasing specialization of rules relating to different types of collateral, it
is far from certain that the idea of a general regime of security interests
still exists under Article 9.3. In addition, the regime in Quebec reveals
that it is possible to enact multiple functional regimes, distinguishing not
only between true security and title security, but also among subsets of
title security. And again, as the Charge Law of Ukraine reveals, it is
possible to enact a dual functionality, regrouping all true security under
one functional system and all title security under a single, complementa-
ry functional system. Finally, as the UNCITRAL Legislative Guide and
the Draft Common Frame of Reference (“DCFR”) reveal, it is possible to
enact a regime that sweeps all true security and all title security into a
single functional regime, with the exception of reservation-of-title trans-
actions like financial leases and retention-of-title sales. Nothing about the
idea of functionalism dictates which of these regulatory strategies is op-
timal. It is worth noting, however, the enactment dates in chronological
order: Article 9.1, 1962; the Civil Code of Québec, 1994; Article 9.3,
2000; the Ukraine Charge Law, 2004; and both the UNCITRAL Legisla-
tive Guide and Book IX (Proprietary Security in Movable Assets) of the
DCEFR, 2008. To what extent do these differences reflect particularity—
not only in space, but also in time? Perhaps now is the moment to aban-
don the quest for transcendent (good-for-all-places-and-all-times) law
reform.

If this is the case, the central question then becomes the following:
how does one achieve a better class of questions in law reform projects?
In my view this is not a matter of propositional ethics, whether Kantian
or utilitarian. It is a matter of what Aristotle called phronesis. Phronesis
means “moral sensitivity, perception, imagination and judgment in-
formed by experience.”"*> For Aristotle the capacity to be sensitive to the
particularities of a given situation is a necessary condition for moral
agency. Even if universal moral principles were to exist, they would not
be self-applying. The moral agent displaying phronesis is never relieved
of the responsibility for making decisions. As moral agents we must
therefore constantly reassess what it is we think we know. This, in turn,
means cultivating openness to and reciprocity with others. One site of
inter-subjective communication is allegory. The strength of allegory is
that it captures the minutiac of moral life, permitting context to be con-

134. Id. The development of Article 9’s functional approach, defining security rights
based on the economic substance of the transaction, is discussed at length in GRANT
GILMORE, 1 SECURITY INTERESTS IN PERSONAL PROPERTY (1965) (1999), chs. 9-10.

135. Stanford Encyclopedia of Philosophy Online, Virtue Ethics, http://plato.stanford.
edu/entries/ethics-virtue/ (last visited Apr. 19, 2009).
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veyed, often with explicit metaphor referents.'*® It is, in this sense, a ve-
hicle for phronesis, a form of expression that does not allow for a final,
propositionalized message that is separable from the story itself, easily
transmissible, formulaic, and universalized.

As law reformers (moral agents), how do we translate this sense of
phronesis into actions and justifications for action in an inter-dependent
world? In all my commercial law reform experiences over the past dec-
ades, Working Groups have conducted their affairs under “ideal-type”
assumptions that States, businesses, and people are rational, “wealth-
maximizing,” economic actors. Of course, such assumptions are methodo-
logical hypotheses and should not be taken as “truth claims.” Unfortunate-
ly, at times, these Working Groups (and I) lost sight of this and became
prisoners of our own internal logic. As a consequence, we did not attend
sufficiently to an important pragmatic question that normally drives law
reform in bodies charged with enacting legal norms, whether the project
involves is domestic legislation or transnational constructs like conven-
tions, model laws, or legislative guides. The question is this: how should
reform be designed so that it will receive broad uptake from as many coun-
tries as possible (and having been taken up, will actually work in these
countries)? After thirty years, I have come to the conclusion that the objec-
tive is not to design a legal regime that is the equivalent of a high-
performance F1 racing car, which requires expert drivers, expert mechan-
ics, and relatively high maintenance costs. Rather, it is to design a legal
regime that is the equivalent of the Volkswagen “Beetle”—a serviceable,
predictable, easy to acquire, and easy to maintain vehicle that fulfills basic
transportation purposes.

In making this claim I do not mean to insinuate that some States are
“better” than others; nor do I even mean to insinuate that some legal re-
gimes are, by definition, “better” than others. My claim is different and
flows from the recognition that legal regimes are only partly autonomous
from their socio-economic political contexts. Every State will aim to
enact a regime that works best for it, with the consequence that if one
wants to negotiate a secured transactions regime that works across the
world, it cannot be based on the assumptions, practices, and economic
structures of a very small set of States with developed commercial re-
gimes.

136. Allegory may be defined as “a narrative, whether in prose or verse, in which the
agents and actions, and sometimes the setting as well, are contrived by the author to make
coherent sense on the ‘literal,” or primary, level of signification, and at the same time to
signify a second, correlated order of signification.” M.H. ABRAMS, A GLOSSARY OF LIT-
ERARY TERMS 5 (7th ed. 1998).



2009] THREE METAPHORS 653

Let me now return to Aristotle and to virtue ethics. Moral perception is
a precondition of moral judgment. The implication is that knowledge is a
kind of sight: if we cannot see, we cannot know; likewise, if we cannot
know, we cannot see. Moral knowledge depends on insight. Success in
norm migration, like success in law itself, is open to different interpreta-
tions by different people at different times in different places. Law is not
a hierarchically organized projection of power from law giver or judge to
law subject; nor is it, in the international context, the projection of ideol-
ogy by dominant States upon subordinated States. Law is both a constant
process of interaction between citizens and officials, and in international
affairs, a constant process of adjustment among States conceived in dya-
dic interaction. If we are genuinely committed to “generating interna-
tional legal norms,” then we can do no better than attend to Aristotelian
wisdom: far from ruling the world, we will first be seeking to rule our-
selves.



THE ADVANTAGES OF SOFT LAW IN
INTERNATIONAL COMMERCIAL LAW:
THE ROLE OF UNIDROIT, UNCITRAL, AND
THE HAGUE CONFERENCE

Henry Deeb Gabriel

INTRODUCTION

In this Article, I suggest that the recent rise of nonbinding general
principles (“soft law™) in international commercial law, such as the
International Institute for the Unification of Private Law (“UNIDROIT”)
Principles of International Commercial Law' and the United Nations
Commission on International Trade Law (“UNCITRAL”) Draft Legisla-
tive Guide on Secured Transactions,’ serves two important functions not
met in treaties, conventions, or other positive law.

Following a brief introduction to soft law principles, I discuss in Part II
how nonbinding general principles can achieve the goal of uniform or, at
least, harmonized law” by providing general principles that can more eas-

* DeVan Daggett Professor of Law, Loyola University New Orleans.
1. UNIDROIT, PRINCIPLES OF INTERNATIONAL COMMERCIAL CONTRACTS (2004).
2. UNCITRAL, LEGISLATIVE GUIDE ON SECURED TRANSACTIONS (2008).
3. UNCITRAL notes the following distinction between harmonization and unifica-

“Harmonization” and “unification” of the law of international trade refers to the
process through which the law facilitating international commerce is created
and adopted. International commerce may be hindered by factors such as the
lack of a predictable governing law or out-of-date laws unsuited to commercial
practice. [UNCITRAL] identifies such problems and then carefully crafts solu-
tions which are acceptable to States having different legal systems and levels of
economic and social development.

“Harmonization” may conceptually be thought of as the process through which
domestic laws may be modified to enhance predictability in cross-border com-
mercial transactions. “Unification” may be seen as the adoption by States of a
common legal standard governing particular aspects of international business
transactions. A model law or a legislative guide is an example of a text which is
drafted to harmonize domestic law, while a convention is an international in-
strument which is adopted by States for the unification of the law at an interna-
tional level. Texts resulting from the work of UNCITRAL include conventions,
model laws, legal guides, legislative guides, rules, and practice notes. In prac-
tice, the two concepts are closely related.

UNCITRAL, FAQ—Origin, Mandate and Composition of UNCITRAL, http://www.uncitral.
org/uncitral/en/about/origin_faq.html [hereinafter FAQ—UNCITRAL] (last visited Mar.
27, 2009). This distinction is important because many, including myself, see true interna-
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ily accommodate various legal traditions. In addition, because of their
nonbinding effect, they can accommodate local law. This flexibility pro-
vides an easier basis for adoption in a given court or arbitration because
there is less conflict between the international and the domestic law
compared to a binding convention.

Second, as I discuss in Part III, because there is no need to have prin-
ciples adopted by a given jurisdiction, the principles are more easily and
readily available for use. Since these principles are not binding, their
likely effect is more to set norms instead of hard and fast rules, but this
still achieves the salutary goal of creating broad international standards.

The larger question posed is whether organizations such as UNIDROIT,’
UNCITRAL,’ and the Hague Conference on Private International Law

tional unification as a goal that may not be possible, given the different legal traditions in
the world. Harmonization, on the other hand, is a much more reachable goal.

For a discussion of how Restatements in the United States have not brought about un-
iformity within the domestic law, see, for example, Kristen David Adams, Blaming the
Mirror: The Restatements and the Common Law, 40 IND. L. REv. 205 (2007); Kristen
David Adams, The Folly of Uniformity? Lessons from the Restatement Movement, 33
HOFSTRA L. REV. 423 (2004).

4. UNIDROIT is an independent intergovernmental organization seated in Rome.
The purpose of UNIDROIT is to study the needs and methods for modernizing and har-
monizing private law, particularly commercial law, at the international level. UNIDROIT
was created in 1926 as an auxiliary organ of the League of Nations. Following the demise
of the League of Nations, UNIDROIT was reestablished in 1940 on the basis of a multila-
teral agreement. UNIDROIT: An Overview, http://www.unidroit.org/english/presentation/
main.htm (last visited Mar. 27, 2009). This agreement is known as the UNIDROIT Sta-
tute, and the membership of UNIDROIT is restricted to States that have acceded to the
statute. There are presently sixty-one Member States: Argentina, Australia, Austria, Bel-
gium, Bolivia, Brazil, Bulgaria, Canada, Chile, China, Colombia, Croatia, Cuba, Cyprus,
Czech Republic, Denmark, Egypt, Estonia, Finland, France, Germany, Greece, the Holy
See, Hungary, India, Indonesia, Iran, Iraq, Ireland, Israel, Italy, Japan, Latvia, Lithuania,
Luxembourg, Malta, Mexico, Netherlands, Nicaragua, Nigeria, Norway, Pakistan, Para-
guay, Poland, Portugal, Republic of Korea, Romania, Russian Federation, San Marino,
Serbia and Montenegro, Slovakia, Slovenia, South Africa, Spain, Sweden, Switzerland,
Tunisia, Turkey, the United Kingdom, the United States of America, Uruguay, and Vene-
zuela. “The Institute is financed by annual contributions from its Member States,” with
an additional annual contribution from the Italian Government. /d.; UNIDROIT: Mem-
bership, http://www.unidroit.org/english/members/main.htm (last visited Mar. 27, 2009)

As with other international organizations whose broad mandate is legal reform,
UNIDROIT has tended to develop certain specializations in its work. UNIDROIT’s basic
statutory objective is to prepare modern and, where appropriate, harmonized, uniform
rules of private law, and to a great extent, it has eschewed work in public law. In addi-
tion, its uniform rules are generally concerned with substantive rules and not with the
conflict of law principles that would supplement them or work independently of them.
Over the years, UNIDROIT has drafted both hard law (conventions) and soft law (model
laws and suggested principles).
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(“Hague Conference”)® should be spending their limited resources that
come from their respective Member States to produce instruments other

5. A subsidiary body of the U.N. General Assembly, UNCITRAL was established in
1966, under G.A. Res. 2205 (XXI), U.N. Doc. A/6396 (Dec. 17, 1966) and has a general
mandate to harmonize and unify the law of international trade. /d. art I.

From its founding, “UNCITRAL has since prepared a wide range of conventions,
model laws and other instruments dealing with the substantive law that governs trade
transactions or other aspects of business law which have an impact on international
trade.” FAQ—UNCITRAL, supra note 1. A convention is a treaty that provides a set of
international obligations that sovereign nations choose to undertake in their relations with
one another. A model law is created as a suggested piece of domestic legislation.

UNCITRAL is made up of sixty-one Member States from five regional groups. See
General Assembly, Report of the United Nations Commission on International Trade
Law on Its Thirty-Seventh Session, § 4, Supp. No. 17, U.N. Doc. A/59/17 (June 14-15,
2004).

The current members of the Commission, elected on 16 October 2000 and 17
November 2003, are the following States, whose term of office expires on the
last day prior to the beginning of the annual session of the Commission in the
year indicated: Algeria (2010), Argentina (2007), Australia (2010), Austria
(2010), Belarus (2010), Belgium (2007), Benin (2007), Brazil (2007), Came-
roon (2007), Canada (2007), Chile (2007), China (2007), Colombia (2010),
Croatia (2007), Czech Republic (2010), Ecuador (2010), Fiji (2010), France
(2007), Gabon (2010), Germany (2007), Guatemala (2010), India (2010), Iran
(Islamic Republic of) (2010), Israel (2010), Italy (2010), Japan (2007), Jordan
(2007), Kenya (2010), Lebanon (2010), Lithuania (2007), Madagascar (2010),
Mexico (2007), Mongolia (2010), Morocco (2007), Nigeria (2010), Pakistan
(2010), Paraguay (2010), Poland (2010), Qatar (2007), Republic of Korea
(2007), Russian Federation (2007), Rwanda (2007), Serbia and Montenegro
(2010), Sierra Leone (2007), Singapore (2007), South Africa (2007), Spain
(2010), Sri Lanka (2007), Sweden (2007), Switzerland (2010), Thailand (2010),
the former Yugoslav Republic of Macedonia (2007), Tunisia (2007), Turkey
(2007), Uganda (2010), United Kingdom of Great Britain and Northern Ireland
(2007), United States of America (2010), Uruguay (2007), Venezuela (2010)
and Zimbabwe (2010).

1d. “Members of the Commission are elected for terms of six years. The terms of half the
members expire every three years.” FAQ—UNCITRAL, supra note 1. The UNCITRAL
Secretariat presently consists of only nineteen people. There are eleven professional and
eight administrative support staff.

6. There are presently sixty-nine Member States of the Hague Conference on Private
International Law: Albania, Argentina, Australia, Austria, Belarus, Belgium, Bosnia and
Herzegovina, Brazil, Bulgaria, Canada, Chile, China, Croatia, Cyprus, Czech Republic,
Denmark, Ecuador, Egypt, Estonia, European Community, Finland, France, Georgia,
Germany, Greece, Hungary, Iceland, Ireland, India, Israel, Italy, Japan, Jordan, Latvia,
Lithuania, Luxembourg, Malaysia, Malta, Mexico, Monaco, Montenegro, Morocco, the
Netherlands, New Zealand, Norway, Panama, Paraguay, Peru, Poland, Portugal, Republic
of Korea, Romania, Russian Federation, Serbia, Slovak Republic, Slovenia, South Africa,
Spain, Sri Lanka, Suriname, Sweden, Switzerland, the former Yugoslav Republic of Ma-
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than positive law. As I discuss in Part IV, I believe there are some specif-
ic uses of soft law that justify the allocation of resources to create soft
law instruments.

Although my analysis should apply to any governmental or nongo-
vernmental organization that produces soft law instruments, my particu-
lar concern is whether, given the limited resources available to the three
international organizations most active in producing private international
laws, UNCITRAL, UNIDROIT, and the Hague Conference, these organ-
izations should be in the business of creating soft law.

I. “SOFT LAW”

Nonbinding legal principles are often referred to as “soft law.” Defined
by one commentator, “‘soft law’ is understood as referring in general to
instruments of normative nature with no legally binding force and which
are applied only through voluntary acceptance.”’ Soft law is generally
established legal rules that are not positive and therefore not judicially
binding. The various soft law instruments in international commercial
law include model laws,® a codification of custom and usage promulgat-
ed by an international nongovernmental organization,” the promulgation

cedonia, Turkey, Ukraine, the United Kingdom, the United States of America, Uruguay,
Venezuela. HCCH Members, http://www.hcch.net/index_en.php?act=states.listing (last
visited Mar. 27, 2009).

7. Michael Joachim Bonell, Soft Law and Party Autonomy: The Case of the UNIDROIT
Principles, 51 Loy. L. REv. 229, 229 (2005).

8. See, e.g., UNCITRAL, MODEL LAW ON INTERNATIONAL COMMERCIAL ARBITRATION
(1985). The principle purpose of this instrument is to assist countries in reforming and
modernizing their laws on arbitration. /d. art I(1). In this respect, the Model Law has been
quite successful, and it has been enacted into law by a large number of jurisdictions, in-
cluding Armenia, Australia, Austria, Azerbaijan, Bangladesh, Belarus, Bulgaria, Canada,
Chile, Croatia, Cyprus, Egypt, Germany, Greece, Guatemala, Hong Kong Special Ad-
ministrative Region of China, Hungary, India, Iran, Ireland, Jordan, Kenya, Lithuania,
Macau Special Administrative Region of China, Madagascar, Malta, Mexico, New Zeal-
and, Nigeria, Oman, Peru, Republic of Korea, Russian Federation, Singapore, Sri Lanka,
Scotland, Tunisia, Ukraine, Zambia, and Zimbabwe, and within the United States of
America by the states of California, Connecticut, Illinois, Louisiana, Oregon, and Texas.
UNCITRAL, Status—1985 UNCITRAL Model Law on International Commercial Arbi-
tration, http://www.uncitral.org/uncitral/en/uncitral texts/arbitration/1985Model_arbitration
status.html (last visited Mar. 27, 2009).

9. For example, the International Chamber of Commerce (“ICC”) has promulgated
the UNIFORM CUSTOMS AND PRACTICE FOR DOCUMENTARY CREDITS (1993) (ICC Publ’n.
No. 500), which sets out the rules and principles that govern letters of credit. The ICC,
founded in 1919 in Paris, is a federation of business organizations and business people. It
is a nongovernmental body, and it is neither supervised nor subsidized by governments.
What Is the ICC?, http://www.iccwbo.org/id93/index.html (last visited, Mar. 27, 2009).
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of international trade terms,'® model forms,'' contracts,'? restatements by
leading scholars and experts," or international conventions.'* Although
soft law principles do not begin as positive law, they can of course be-
come positive law either by courts, arbitral tribunals, or legislatures
adopting them, or by transactional parties adopting them in their agree-
ments. Often they are drafted with the intent of becoming positive law in
the future."

Of the three major international governmental organizations delegated
the task of producing international commercial law instruments,'® two of
the organizations, UNIDROIT and UNCITRAL, have been quite active.
These would include, for example, the UNIDROIT Principles on Interna-
tional Contracts and the UNCITRAL Arbitration Rules.'” Both of these
have been used extensively by tribunals as guidance. Recent examples of
new soft law products include the UNIDROIT Principles and Rules of
Transnational Civil Procedure and the new UNCITRAL Legislative
Guide to Secured Transactions.'® Unlike UNIDROIT and UNCITRAL,

10. See, e.g., the 2000 ICC, International Commercial Terms (“INCOTERMS”). “The
ICC introduced the first version of [INCOTERMS] in 1936.” Since then, they have ac-
quired tremendous popularity and are the standard trade definitions universally used in
international sales contracts. International Chamber of Commerce, Understanding Inco-
terms, http://www.iccwbo.org/incoterms/id3042/index.html (last visited Mar. 27, 2009).

11. See INT’L CHAMBER OF COMMERCE, MODEL CLAUSES FOR USE IN CONTRACTS
INVOLVING TRANSBORDER DATA FLOWS (1998).

12. The Grain and Free Trade Association has more than eighty contracts covering
cost, insurance, and freight, “free on board,” and delivered terms. GAFTA Contract,
http://gafta.com/index.php?page=contracts (last visited Mar. 27, 2009).

13. See, e.g., UNDROIT, PRINCIPLES OF INTERNATIONAL COMMERCIAL CONTRACTS
(2004); UNDROIT, PRINCIPLES OF INTERNATIONAL COMMERCIAL CONTRACTS (1994).

14. For a discussion of the appropriate use of each of these types of soft law instru-
ments, see Roy Goode, Reflections on the Harmonisation of Commercial Law, 1991-1
UNIF. L. REV. 54 0.s. (1991).

15. For example, this is the case with the COMM’N ON EUROPEAN CONTRACT LAW,
EUROPEAN PRINCIPLES OF CONTRACT LAW (1998).

16. There are, of course, many organizations that create private international law. For
example, within the United Nations itself, these include the U.N. Conference on Trade
and Development and the U.N. Economic Commissions for Africa, Asia and the Pacific,
Europe, and Latin America and the Caribbean, as well as specialized agencies of the
United Nations such as the International Bank for Reconstruction and Development, the
World Intellectual Property Organization, the International Maritime Organisation, and
the International Civil Aviation Organization.

17. G.A. Res. 31/98 (Dec. 15, 1967).

18. UNIDROIT Principles and Rules of Transnational Civil Procedure, available at
http://www.unidroit.org/english/principles/civilprocedure/ali-unidroitprinciples-e.pdf, U.N.
Com’n on Int’l Trade Law [UNCITRALY], Security Interests: Recommendations of the
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the third organization, the Hague Conference, has not historically pro-
duced soft law texts.

Because of their long involvement in specialized trade issues, other
private organizations, such as the ICC, have a long history of drafting
very successful soft law documents. In the case of the ICC, this would
include the highly influential INCOTERMS, governing shipping terms,
and the Uniform Customs and Practice for Documentary Credits, govern-
ing letters of credit."”

II. THE DIFFICULTY OF HARMONIZATION IS NOT PRESENT IN CREATING
SOFT LAW

Harmonization of positive law has some inherent difficulties that do
not arise in the creation of soft law. The list of challenges offered in this
Section is not meant to be exhaustive; however, it does set forth the ma-
jor concerns and difficulties that drafters of positive law will confront in
their efforts to harmonize the law among different legal systems in inter-
national commercial law.

In an ideal world, the drafters of both international and domestic laws
would take the best features of several bodies of law and meld them into
a comprehensive legislative scheme. The world is not ideal, however,
and attempts to harmonize, though successful in many cases, often run
into obstacles such as differences in commercial practices as well as dif-
ferences in legal theory and legal policies.”® As I see it, there are four
major challenges to harmonization that may be mitigated by soft law.

UNCITRAL Drafi Legislative Guide on Secured Transactions, UN. Doc. A/CN.9/631
(Mar. 16, 2007).

19. INT’L CHAMBER OF COMMERCE, UNIFORM CUSTOMS AND PRACTICE FOR DOCUMEN-
TARY CREDITS (1993) (ICC Publ’n No. 500)

20. Thus, after twelve years of work revising the American Uniform Commercial
Code, the fruits of attempting to harmonize the Uniform Commercial Code with the Con-
vention on the International Sale of Goods (“CISG”) were reduced to the following prefa-
tory comment:

When the parties enter into an agreement for the international sale of goods,
because the United States is a party to the [CISG], the convention may be the
applicable law. Since many of the provisions of the CISG appear quite similar
to provisions in Article 2, the committee drafting the amendments considered
making references in the Official Comments toprovisions in the CISG. Howev-
er, upon reflection, it was decided that this would not be done because the in-
clusion of such references might suggest a greater similarity between the Ar-
ticle 2 and the CISG than in fact exists.

U.C.C. REVISED ART. 2, 2003 prefatory note (amended 2003 & 2005).
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A. The Mandate

Generally, drafters of any statute or convention will be given a specific
mandate for change. Although the mandate may include harmonization
with other law, the mandate will inevitably also include modernizing ex-
isting law to suit contemporary business practices as well as correcting or
clarifying ambiguities and mistakes that have arisen in the current law.
Harmonization will be a minor part of the mandate; the major pressure is
to keep existing law, to the extent possible, consistent with the mandate
for change, and the subsidiary goal of harmonization is often greatly mi-
nimized in the drafting process.

This is likely to be exacerbated when an existing statute or code is be-
ing revised, as contrasted with the creation of a new convention or treaty.
When the drafters confront the actual and perceived problems of an ex-
isting convention, the focus tends to be inward looking, and the focus is
on the pre-existing convention. This draws attention away from the goal
of harmonization. To the extent that the revision is designed to update
the law for purposes of changing business practices or social goals, the
goal of harmonization may well lose out to the goal of modernizing the
law.

It is also often the case that those tasked with the revisions bring to the
process expertise in the laws being revised, but have no particular exper-
tise in the other laws with which the revisions are to be harmonized. In
this case, attempts for harmonization quickly get lost in the process.

This is not the case in the drafting of a soft law instrument because
prior law does not confine the final product. Thus, for example, given the
freedom to create a new soft law legal instrument, drafters of the
UNIDROIT Principles of International Commercial Law sought to draft
the best law possible based on actual commercial practices, without the
restraint of an existing international or domestic law guiding their work.

B. Harmonization Is Difficult to Achieve Among Different Legal Tradi-
tions

The harmonization of international legal rules needs to take into ac-
count the globalization of trade and economies. To the extent that this
crosses different legal traditions, harmonization efforts are more difficult
because of the differences both among the various legal traditions as well
as among languages.”’

21. For a general discussion of the incompatibility issues in attempting to reconcile
domestic and international law, see Henry D. Gabriel, The Inapplicability of the United
Nations Convention on the International Sale of Goods as a Model for the Revision of
Article Two of the Uniform Commercial Code, 72 TUL. L. REV. 1995 (1998).
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Although there have been many successful efforts to harmonize inter-
national commercial law, this success has largely been due to the fact
that its principles have only to be compatible with international commer-
cial practice, not with domestic laws based on civil law or common law
traditions.”

Yet, when the process of crafting international legal rules begins, there
is great pressure by the drafters to conform the international rules to their
respective domestic laws. In this process, something has to be compro-
mised, particularly when the drafters are coming from wholly different
legal traditions. Either the international rules will not conform to the do-
mestic rules, or the domestic rules will have to be redrafted to conform to
emerging international law. The latter is rarely desired or achieved. Even
if the goal of harmonization with other international or domestic legal
systems 1is articulated, there is less incentive to make fundamental
changes in one’s domestic law to achieve this goal.” Moreover, to the
extent that the law being revised is, or is based upon, the law of contract
or property, the basic concepts and terms are not compatible. In addition,
basic legal principles tend to work as a unified whole; thus, to selectively
borrow a contract or property principle from another legal system runs
the risk of destroying the balance and interplay with other rules.

This problem is greatly diminished with soft law principles in interna-
tional commercial law because no domestic legal rules need to be ac-
commodated.” There are also numerous examples of soft law instru-
ments that straddle the civil law and common law traditions.”

C. Harmonizing Existing Laws Is Difficult If the Scope of the Laws Dif-
fers

It is easier to harmonize laws when the laws being compared have the
same scope. To the extent that a given statute or code provides unified
coverage of a given area of the law or is part of a broader unified code,
there is likely to be an internally consistent structure in the law that will
make harmonization with other law difficult if the other law does not

22. An obvious exception is the CISG. The CISG successfully straddles both the
common law and the civil law, and avoids grappling with the major distinctions between
the two. See HENRY DEEB GABRIEL, CONTRACTS FOR THE SALE OF GOODS: A COMPARISON
OF U.S. AND INTERNATIONAL LAW 14 (2d ed. 2009).

23. See Gabriel, supra note 21, at 2003.

24. T am assuming that the law of the enforcing jurisdiction or applicable arbitration
tribunal will provide for the application of the soft law principles under choice of law
rules. This would appear to be the case in the United States, for example. See U.C.C. § 1-
301, cmt. 2 (2008).

25. See Gabriel, supra note 21, at 2004.
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have the same scope.”® Soft law instruments do not have this limitation
because they are not attempts to replicate an existing law or legal struc-
ture.

D. The Advantages of Soft Law Instruments as a Means to Harmoniza-
tion of the Law

As discussed above, soft law instruments are not subject to the same
pressure to be harmonized with existing law, as is the case with treaties,
conventions, and other sources of positive law. Moreover, in the case of
soft law instruments, it is not necessary to attempt to harmonize the en-
tire area of law, and therefore it is easy to pick the provisions out of
another law that fit a specific need in the law being drafted for selective
harmonization. Selective borrowing also lends itself to borrowing from
various sources. This process of picking and choosing affords systematic
reflection on what should be the best result, not simply a possible result,
for the issue being considered.

Because treaties and conventions must be fashioned in a way that en-
courages adoption by various States, in order to create a high comfort
level with the appropriateness of the instrument, there is a strong tenden-
cy toward the creation of instruments that will reflect the legal traditions
of the potential adopting States. This inevitably results in an attempt to
reconcile the differing legal traditions. It creates problems in terms of
both the time necessary to finish the instrument as well as the actual sub-
stance of the resulting convention.

Preparation of international commercial law conventions and treaties
tends to be a long process, and the long length of time is partially attri-
butable to incessantly searching for common principles and reconciling
established principles from different legal systems and traditions. This
need was in large part the reason why the CISG took over ten years to
prepare.”’

Moreover, and more importantly, the need to accommodate specific
legal traditions locks the drafters into a straightjacket of limited possibili-
ties that often prevents the examination of the best solution. This is often
politically driven. For example, the late Professor Allan Farnsworth, who
served as an American delegate for the CISG and as a member of the
working group for the UNIDROIT Principles of International Commer-

26. Id. at 2006.

27. G.A. Res. 35/51, U.N. Doc. A/RES/35/51 (Dec. 4, 1980). See also UNCITRAL,
1980—United Nations Convention on Contracts for the International Sale of Goods
(CISG), available at http://www.uncitral.org/uncitral/en/uncitral_texts/sale_goods/1980
CISG.html.
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cial Contracts, characterized the work leading to these two instruments as
follows: “While the atmosphere in UNCITRAL was political (because
delegates represented governments, which were grouped in regional
blocs), that in UNIDROIT was apolitical (because participants appeared
in their private capacity).”*® For this reason, the UNIDROIT Principles
are viewed as “neutral” contract law principles in that they reflect a bal-
ance of interests and have not been formulated by any government.

III. THE LACK OF A NEED FOR RATIFICATION AS AN ADVANTAGE OF
SOFT LAW

Once completed, a soft law instrument is ready for adoption by the par-
ties as part of their agreement or ready for use as an interpretive docu-
ment by courts and arbitrators. Soft law instruments, unlike treaties and
conventions, are not subject to the lengthy process of ratification that can
delay enforcement for years.”” For example, one of the most successful
international conventions in recent times, the U.N. Convention on the
Recognition and Enforcement of Foreign Arbitral Awards (“New York
Convention”), was completed in 1958, but not ratified by the United
States until 1970.*° Moreover, although the New York Convention has
been very successful, this has not been the case with many recent inter-
national commercial law conventions.’' In a federal system, such as the
United States, Canada, or Mexico, ratification often entails complicated
political maneuvering between the federal government and the state or
provincial governments.**

28. E. Allan Farnsworth, The American Provenance of the UNIDROIT Principles, 72
TuUL. L. REv. 1985, 1989 (1998) (citations omitted).

29. This can be the case with domestic law as well. For example, four years following
a thirteen-year revision of the sales provisions of the American Uniform Commercial
Code, no state has yet adopted the new law.

30. UNCITRAL, Status, 1958—Convention on the Recognition and Enforcement of
Foreign Arbitral Awards, http://www.uncitral.org/uncitral/en/uncitral_texts/arbitration/
NYConvention_status.html (last visited Mar. 27, 2009)

31. See Sandeep Gopalan, New Trends in the Making of International Commercial
Law, 23 J.L. & CoM. 117, 153-55 (2004). Gopalan provides a detailed breakdown of the
relative success of various conventions based on their ratification. Generally, many con-
ventions passed since the 1964 Convention Related to a Uniformed Law on the Interna-
tional Sale of Goods have been ratified by only a handful of States. /d. The few excep-
tions to this pattern include “[t]he 1958 New York Convention on the Recognition of
Foreign Arbitral Awards[,] . . . perhaps the most successful convention ever with 134
ratifications[,] . . . [and tJhe 1980 Vienna Convention on Contracts for the International
Sale of Goods[,] . . . ratified by sixty-two countries.” Id. at 155.

32. Obviously a similar problem exists between the European Union and its Member
States.
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In the case of a treaty or convention, there is a strong desire by adopt-
ing jurisdictions to produce a treaty or convention consistent with the
domestic law of the jurisdiction.”® There is not a concomitant pressure to
harmonize soft law instruments with domestic law because there is no
need to ratify the soft law instrument, and therefore no need to justify it
in relation to existing laws.*

It has been suggested that soft law instruments, such as the UNIDROIT
Principles of International Commercial Contracts, have been successful

precisely because they are not binding, have not been influenced by
governments and do not pose any threat to national legal systems. Like
the UNCITRAL Model Law on Arbitration they are designed to be a
unifying influence and a resource, but it is left to legislatures, courts
and arbitral tribunals to decide to what extent they assist in the solution
of problems.35

IV. THE USES OF SOFT LAW INSTRUMENTS

Soft law may have advantages over positive law instruments in terms
of both harmonization as well as the lack of a need for ratification. But
unless the soft law instruments themselves produce benefits beyond
those derived from positive law, there would still be the question of
whether they justify expenditure of limited resources. I believe that there
are in fact important practical uses of soft law that justify the efforts and
resources necessary to produce them, and I outline these uses below.

A. The Basis for Further Work

Some soft laws, such as model laws, are specifically intended to be the
basis for adoption by individual jurisdictions,*® and many have been most

33. See, e.g., Henry Gabriel, The Revision of the Uniform Commercial Code—How
Successful Has It Been?, 52 HASTINGS L.J. 653, 654 (2001) (comparing the structure and
content of the UCC to the Uniformed Electronic Transactions Act to argue that it is pre-
ferable to introduce state, rather than federal, legislation to promote universal commercial
legal principles in the fifty U.S. states).

34. This is not to say that various domestic or other international laws will not have a
strong influence on soft law principles. For example, the UNIDROIT Principles of Inter-
national Commercial Law were influenced by the laws of Algeria, Canada, Germany, the
Netherlands, and the United States, among other sources. See Sandeep Gopalan, The
Creation of International Commercial Law: Sovereingty Felled?, 5 SAN DIEGO L. REV.
267,319-20 (2004).

35. Gopalan, supra note 31, at 159 & n.188 (citing Roy Goode, Communication on
European Contract Law, available at http://ec.europa.eu/consumers/cons_int/safe_shop/
fair_bus_pract/cont_law/comments/5.6.pdf).

36. For example, the UNCITRAL Model Law on Electronic Commerce, or legislation
based on it, has been adopted in Australia, Bermuda, Colombia, France, Hong Kong Spe-
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successful in setting international and domestic standards for legisla-
tion.”” Nonetheless, model laws intended to be adopted as drafted or with
minor revisions are often subject to the same political pressures of har-
monization and the same need to conform to specific legal traditions as a
treaty or a convention. Because the drafters of model law have the same
concerns of ratification and coordination as drafters of domestic law,
many model laws determined to be well drafted, such as the Model Law
on Electronic Commerce, have been used for domestic legislation.*®
Moreover, model laws can be used as a template for related legislation.
Thus, for example, the Model Law of Electronic Commerce was a source
for the American Uniform Electronic Transactions Act, the Canadian
Uniform Electronic Commerce Act, and the Australian Electronic Trans-
actions Act.”’

cial Administrative Region of China, Ireland, the Philippines, Republic of Korea, Singa-
pore, Slovenia, the States of Jersey (Crown Dependency of the United Kingdom of Great
Britain and Northern Ireland) and, within the United States of America, the State of Illi-
nois.

The countries that have implemented legislation influenced by the UNCITRAL Mod-
el Law on Electronic Commerce and the Principles include Canada and the United States.
The Uniform Electronic Commerce Act was adopted in 1999 by the Uniform Law Confe-
rence of Canada, and enacted as federal Canadian legislation and Saskatchewan, Manito-
ba, Ontario, Nova Scotia, and Yukon. The U.S. legislation, the Uniform Electronic
Transactions Act, was adopted in 1999 by the National Conference of Commissioners on
Uniform State Law, and has been enacted in the following states: Alabama, Arizona,
Arkansas, California, Delaware, the District of Columbia, Florida, Hawaii, Idaho, Indiana,
Iowa, Kansas, Kentucky, Louisiana, Maine, Maryland, Massachusetts, Michigan, Minne-
sota, Mississippi, Montana, Nebraska, Nevada, New Hampshire, New Jersey, New Mex-
ico, North Carolina, North Dakota, Ohio, Oklahoma, Pennsylvania, Rhode Island, South
Dakota, Tennessee, Texas, Utah, Virginia, West Virginia, and Wyoming. UNCITRAL,
Status, 1996—UNCITRAL Model Law on Electronic Commerce, http://www.uncitral.org/
uncitral/en/uncitral _texts/electronic_commerce/1996Model status.html [hereinafter Status—
Model Law on Electronic Commerce] (last visited Mar. 27, 2009).

37. Of course, sometimes actual conventions can be useful for setting international
commercial standards for further conventions. This was clearly the case with the 1964
UNIDROIT Convention Relating to a Uniform Law on the International Sale of Goods,
which was the basis for UNCITRAL’s CISG.

38. Status—Model Law on Electronic Commerce, supra note 36.

39. For a discussion on the history and development of the UNCITRAL Model Law
of Electronic Commerce as well as its influence on and differences from the American
Uniform Electronic Transactions Act, see Henry Gabriel, The New United States Uniform
Electronic Transactions Act: Substantive Provisions, Drafting History, and Comparison
to the UNCITRAL Model Law on Electronic Commerce, 54 UNIF. L. REV. 652 (2000). For
a discussion on the influence of the Model Law of Electronic Commerce on Canadian
and Australian legislation, see Henry Gabriel, Fear of the Unknown: The Need to Provide
Special Protections in International Electronic Commerce, 50 LOY. L. REV. 307 (2004).
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On the other hand, statements of principles such as the UNIDROIT
Principles of International Commercial Contracts, the UNIDROIT/Amer-
ican Law Institute Principles of Transnational Civil Procedure, and the
many American Law Institute Restatements of the Law have all been
drafted without the express purpose of adoption and therefore are not
drafted with the attendant structural limitations. As a result, they have
frequently achieved a neutrality and balance that would not otherwise be
possible. Once completed, model laws have often taken on a great influ-
ence and significance in the further development of positive law. This
can occur simply because they are a convenient and ready source of law
and therefore eliminate the difficulty of drafting new language.*’

There can also be a more conscious adoption because it is thought that
they represent the correct result. This would appear to be the case with
the recent promulgation by the Organization for the Harmonization of
Business Law in Africa of a new Uniform Law on Contracts, which is
based on the UNIDROIT Principles of International Commercial Con-
tracts. *'

Of course, some of the most successful soft law instruments, such as
the Uniform Customs and Practices for Documentary Credits and
INCOTERMS, were specifically drafted for use by a large number of
contracting parties because they reflect common, well-established busi-
ness practices; for this reason they are the de facto legal standards for the
transactions they govern. Thus, although not designed as models for fur-
ther legislation, they have in fact become such. For example, this is the
case with the letter of credit provisions of the American Uniform Com-
mercial Code, which draws heavily from the Uniform Customs and Prac-
tice for Documentary Credits.**

Private organizations, particularly trade organizations, have a strong
financial incentive to produce soft law instruments that benefit their con-
stituencies. It has been questioned whether governmental organizations,
especially international organizations, should be spending limited re-

40. Describing the influence of the American Uniform Commercial Code and the
Restatement (Second) of Contracts on the drafting of the UNIDROIT Principles of Inter-
national Contracts, the late Professor E. Allan Farnsworth noted that unlike any other
common lawyer, “I came with texts in statutory form: the Uniform Commercial Code and
the Restatement (Second) of Contracts. No decision of a common law tribunal—not even
the House of Lords—was as persuasive as a bit of blackletter text.” Farnsworth, supra
note 28, at 1990 (italics omitted).

41. Preparation by UNIDROIT of a Draft OHADA Uniform Act on Contract Law,
http://www.unidroit.org/english/legalcooperation/ohada.htm (last visited Apr. 24, 2009).

42. Katherine Barski, Comment, Letters of Credit: A Comparison of Article 5 of the
Uniform Commercial Code and the Uniform Customs and Practice for Documentary
Credits, 41 Loy. L. REv. 735, 738 (1996).
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sources on developing tools other than legislation intended for enact-
ment. This critique, however, often does not take into consideration that
by providing a template for possible legislation, model laws and restate-
ments save the respective government the cost of having to produce a
similar piece of legislation from scratch.

B. Guidance to Tribunals

Soft law instruments, such as principles and restatements, have been
widely used by courts and arbitrations as a basis for forging new legal
rules as well as interpreting existing ones. In the common law world,
particularly the United States, courts have long relied upon as a source of
law the various Restatements of the Law produced by the American Law
Institute.” Moreover, arbitration tribunals, which are generally not bound
by domestic choice of law restrictions, often adopt legal rules, such as
the UNIDROIT Principles of International Commercial Law, because of
the presumed neutrality of these rules.**

Moreover, soft law is often a basis for gap fillers when the otherwise
applicable international or domestic law does not address a specific ques-
tion. For example, as the UNIDROIT Principles of International Com-
mercial Law have a broader scope than the CISG, the Principles have
been used to resolve questions not addressed by the CISG.*

Whether this guidance is always useful may be questioned because,
with the convenience of having existing rules in place, according to
some, tribunals have a tendency to follow soft law principles blindly
without any analysis of why the rules are appropriate or better suited for
the issue than competing rules.”® However, to the extent that the prin-
ciples were drafted carefully and thoughtfully, this concern should be
minimal. The courts, in effect, are likely to stumble upon the best rule.

43. See generally Kristen David Adams, The American Law Institute: Justice Cardo-
zo’s Ministry of Justice?, 32 S. ILL. U. L.J. 173 (2007) (noting Justice Cardozo’s support
for the Restatements published by the American Law Institute).

44. MICHAEL JOACHIM BONELL, AN INTERNATIONAL RESTATEMENT OF CONTRACT LAW
208-09 (3d ed. 2005).

45. See, e.g., Yoshimoto v. Canterbury Golf Int’l Ltd., [2004] 2000 N.Z.C.A. 350
(C.A.); SCEA GAEC Des Beauches Bernard Bruno v. Société Teso Ten Elsen GmbH &
COKG, Cour d’appel [CA] Gernoble, Oct. 23, 1996, available at http://www.unilex.info/
case.cfm?pid=2&id=638&do=case.

46. See, e.g., Gregory E. Maggs, Ipse Dixit: The Restatement (Second) of Contracts
and the Modern Development of Contract Law, 66 GEO. WASH. L. REv. 508, 512 (1998);
Symeon C. Symeonides, The Judicial Acceptance of the Second Conflicts Restatement: A
Mixed Blessing, 56 MD. L. REv. 1248, 1269 (1997).
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C. Party Autonomy and Neutrality

Within the limits provided by choice of law rules and party autonomy,
parties may choose to adopt specific rules embodied in nonbinding in-
struments. Some instruments, such as the Uniform Customs and Practice
for Documentary Credits or the INCOTERMS," are so commonly used
and accepted that they often govern by default absent a contrary party
agreement. Most soft law instruments, however, become a part of the
parties’ agreement by express or implicit adoption.

The parties may choose to do so because they believe the rules reflect
their business relationship better than domestic or other international law
or they seek a neutral principle that does not give one party an advantage.
Between parties of unequal bargaining power, the stronger party may
insist on the choice of its own domestic law. However, there are times
when a party, although having sufficient bargaining power to impose its
own domestic law, in practice prefers not to because of its own law’s
lack of predictability or for another reason, and instead opts for other
governing law such as the UNIDROIT Principles of International Com-
mercial Contracts.*®

V. CAUTIONARY CONCERNS OF SOFT LAW INSTRUMENTS

There are two specific drawbacks to soft law instruments. First is the
inability to meet the need for certainty of enforcement, and second is the
concern that they have not been tested in the political process.

A. The Need for Certainty of Enforceability

In some areas of international commercial law, certainty of the law and
the enforcement of the specific rules is a necessity. Because international

47. INT’L CHAMBER OF COMMERCE, INCOTERMS (2000) (ICC Publ’n No. 560).
48. For instance, as pointed out by the President of the International Court of Arbitra-
tion of the Russian Federation, Alexander S. Komarov:

[One] reason which may militate in favour of the wide use of the [UNIDROIT]
Principles [in Russia] is the fact that Russian lawyers and business people do
not seem to be as reluctant as their foreign counterparts to contemplate refer-
ences to the Principles in place of the application of their domestic law on the
ground that the former would not confer on them the advantages which parties
to foreign trade contracts usually expect from the application of their own do-
mestic law, namely the well-known and detailed regulation of business transac-
tions to which they are accustomed.

Alexander S. Komarov, The UNIDROIT Principles of International Commercial Con-
tracts: A Russian View, 1 UNIF. L. REV. 247, 250 (1996).
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conventions are binding, once they are ratified they have the advantage
of instant uniformity and enforceability.

Thus, for example, the recent Cape Town Convention on International
Interests in Mobile Equipment® and the accompanying Protocol to the
Convention on International Interests in Mobile Equipment on Matters
Specific to Aircraft Equipment™® give an enforceable basis for the se-
cured financing of aircraft in the international market; it would be unrea-
sonable to expect the international financing of multimillion dollar air-
craft without the level of certainty and protection afforded parties by a
clear, black letter, enforceable convention.”'

An agreement to use a particular set of rules is not self-enforcing, but
needs some domestic law to provide a basis for its enforcement.”® This,
in many circumstances, leads to uncertainty because the parties may not
know in advance whether the governing terms of the agreement will be
enforced according to their express wishes. However, this problem
should not be overstated. A large proportion of international legal dis-
putes are resolved in arbitration, and generally the party’s choice of law
will control in arbitration irrespective of the underlying substantive do-
mestic law. Moreover, absent some direct conflict with domestic policy,
most domestic laws provide for a strong rule of party autonomy.

49. Convention on International Interests in Mobile Equipment (Cape Town, 2001),
available at http://www.unidroit.org/english/conventions/mobile-equipment/main.htm.

50. Protocol to the Convention on International Interests in Mobile Equipment on
Matters Specific to Aircraft Equipment (Cape Town, 2001), available at http://www.
unidroit.org/english/conventions/mobile-equipment/main.htm#NR2.

51. For a discussion of the history of the Convention and the need for certainty in this
area of international finance, see Sandeep Gopalan, Harmonization of Commercial Law:
Lessons from the Cape Town Convention on International Interests in Mobile Equipment,
9 LAW & Bus. REv. AM. 255 (2003).

52. Domestic courts are obligated to apply their own national law, including the rele-
vant conflict of law rules. Under the traditional and prevailing view, the choice of law
applicable to international agreements is limited to the particular domestic law. This is
the position of the European Union under the 1980 Convention on the Law Applicable to
Contractual Obligations, Jun. 19, 1980, 19 L.LL.M. 1492 (1993), which unifies the conflict
of law rules for contracts within its Member States. Thus, even if parties expressly refer
to soft law principles or rules as the law that governs their agreement, domestic courts are
likely to conclude that soft law principles are incorporated into the contract. The law of
the contract will therefore have to be determined separately on the basis of the conflict of
law rules of the forum, and the incorporated terms will bind the parties only to the extent
that they do not affect the domestic rules of law from which the parties may not derogate.
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B. Untested in the Political Process of Adoption

With the drafting of conventions and treaties, political forces strongly
influence the process at two stages. First, this occurs during the drafting
process. Second, this occurs during the ratification process.

During the drafting, representative governments have a strong sense of
what is in their best interests, and these interests will be strongly debated
and lobbied for during the drafting process. Moreover, it is common in
organizations, such as UNCITRAL, to have wide representation by in-
dustry and business organizations that will also press their concerns.

This process of vetting, compromise, and ultimate acceptance usually
yields instruments acceptable to the various constituencies and, therefore,
they are likely to result in a wide acceptance. This may not be the case
with soft law instruments, which may have evolved through a more insu-
lar process. Moreover, conventions and treaties tend to reflect practical,
specific problems that call for fact-specific rules, as opposed to abstract
principles, and thus may be easier to apply and lend more certainty and
less divergence in interpretation.

However, because of the various compromises for acceptable results, a
convention may not reflect best practices but merely acceptable practic-
es. In addition, they may lend themselves to a less flexible cherry-
picking of rules. Moreover, irrespective of the proposed convention’s
quality, unless it is adopted, it has no force. That of course presupposes
that the various constituencies do not bring the project to a standstill be-
cause of an inability of the various stakeholders to agree upon a final text
at all.

CONCLUSION

This brings us back to our original question. Given the limited finan-
cial and human resources available to UNCITRAL, UNIDROIT, and the
Hague Conference, should these organizations be in the business of pro-
ducing soft law? This Article argues that they should. Given the in-
creased globalization of the world economy, the development of interna-
tional commercial law has had an exponential growth. For the reasons
discussed in this Article, soft law has been an important part of this de-
velopment.

The former Secretary General of UNIDROIT, Professor Herbert
Kronke, recently addressed the question of whether it should be within
the domain of government-financed international organizations to pro-
duce soft law instruments rather than concentrating solely on the produc-
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tion of specific conventions that confront specific problems.® He con-
cludes, I think properly, that the answer should not be an all-or-nothing
proposition. Instead, there is a proper role for both soft law and binding
conventions in the development of international commercial law. There

are advantages to both.

53. See Herbert Kronke, Methodical Freedom and Organizational Constraints in the
Development of Transnational Commercial Law, 51 Loy. L. REv. 287, 293-94 (2005).

Kronke observes that

1d.

[m]Juch has recently been written about the “new” transnational commercial
law, consisting of fact-specific rules, having taken over from the “old” law,
consisting all too often of highly abstract standards, which are constantly in
need of interpretation and are, therefore, threatened by erosion. Assuming that
is correct, would it then not be a disservice to the constituencies of transnation-
al commercial law to continue producing international instruments such as the
UNIDROIT Contract Principles? As a result, should we not then concentrate all
resources on narrow problem areas resolving those specific problems by prac-
tice-driven drafting of instruments such as the Cape Town Convention or the
[U.N.] Receivables Financing Convention?

The answer is “no” if the question were to suggest a radical “either-or” choice.
For example, it is true that governments would be well-advised not to again
discuss the concept of good faith in the context of developing rules for a specif-
ic transaction as they did in Vienna where they finally settled on papering over
disagreements in article 7 CISG. We can make this assertion only now that we
have discovered an alternative vehicle for the promotion of that concept: article
1.7 UNIDROIT Contract Principles. While it is equally true that a maxim of in-
terpretation in good faith would sit awkwardly in the Cape Town Convention
today, it would not today be used as an overarching and abstract principle on
interpretation of any sophisticated domestic law concerning the taking of colla-
teral either. Rather, it would be broken down into specific, mostly judge-made
rules regarding the protection of the security provider or the lessee in specific
circumstances.

In other words, standards have not become irrelevant. They have found their
proper, yet different, place within the widened spectrum of types of interna-
tional instrument. In an ongoing intellectual exchange with academic debate
and business, the intergovernmental organizations were able to identify their
proper role and designate their proper place thanks to the freedom granted by
governments.



THE EVOLUTION OF COMMERCIAL LAW
NORMS: LESSONS TO BE LEARNED FROM
ELECTRONIC COMMERCE

Amelia H. Boss

INTRODUCTION

ommercial law in the United States is the product of centuries of
development. For many years, apart from the common law influ-
ences of our mother country,' the development of commercial norms and
commercial laws in the United States occurred with relatively little re-
gard for international norms and international commercial law develop-
ments.” Indeed, for many scholars in the United States looking at the de-
velopment of commercial law norms, the study of commercial law had
been primarily inwardly focused, for example, on the role of entities such
as the National Conference of Commissioners on Uniform State Laws
and the American Law Institute in the process,’ or the appropriate alloca-
tion of responsibility between the states and the federal government.*
The landscape has changed somewhat over the past two decades, how-
ever, as we have observed the emergence of an “International Uniform

* Trustee Professor of Law, Drexel University, Earle Macke School of Law.

1. One might also note the origins of the Uniform Commercial Code in the British
codification movement of the nineteenth century. See generally GERALD POSTEMA, BENT-
HAM AND THE COMMON LAW TRADITION (Tony Honoré & Joseph Raz eds., 1986). See
also CHARLES M. COOK, THE AMERICAN CODIFICATION MOVEMENT: A STUDY OF
ANTEBELLUM LEGAL REFORM 76-77 (1981); Charles Noble Gregory, Bentham and the
Codifiers, 13 HARV. L. REV. 344, 356 (1900). Indeed, Bentham once wrote to President
Madison volunteering to create a code for the New World. Jeremy Bentham, Legislator
of the World: Writings on Codification, Law and Education, in THE COLLECTED WORKS
OF JEREMY BENTHAM 20-21 (Philip Schofield & Jonathan Harris eds., 1998).

2. This is ironic, given the historical roots of commercial law in the law merchant or
law of the itinerant merchant, which was law that had no geographic limitations.

3. See, e.g., Peter A. Alces & David Frisch, On the UCC Revision Process: A Reply
to Dean Scott, 37 WM. & MARY L. REV. 1217 (1996); Larry E. Ribstein & Bruce H. Ko-
bayashi, An Economic Analysis of Uniform State Laws, 25 J. LEGAL STUD. 131 (1996);
Steven L. Schwarcz, A Fundamental Inquiry into the Statutory Rulemaking Process of
Private Legislatures, 29 GA. L. REv. 909, 921 (1995); Alan Schwartz, The Still Question-
able Role of Private Legislatures, 62 LA. L. REV. 1147 (2002); Alan Schwartz & Robert
E. Scott, The Political Economy of Private Legislatures, 143 U. PA. L. REV. 595 (1995).
But see Paul B. Stephan, The Futility of Unification and Harmonization in International
Commercial Law, 39 VA. J. INT’L L. 743 (1999).

4. See, e.g., A. Brooke Overby, Modeling UCC Drafting, 29 Loy. L.A. L. REV. 645
(1996); A. Brooke Overby, Our New Commercial Law Federalism, 76 TEMP. L. REV. 297
(2003); Kathleen Patchel, Interest Group Politics, Federalism, and the Uniform Laws
Process: Some Lessons from the Uniform Commercial Code, 78 MINN. L. REV. 83 (1993).
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Commercial Code.” The 1980 Convention on the International Sale of
Goods,” which came into force a little over twenty years ago, is, of
course, one of the core components of this emerging code; joining it are
newer conventions such as the Cape Town Convention on International
Interests in Mobile Equipment,® promulgated by the Institute for the Un-
ification of Private International Law (“UNIDROIT”),” and the Hague
Convention on the Law Applicable to Certain Rights in Respect of Se-
curities Held with an Intermediary, promulgated by the Hague Confe-
rence on Private International Law in 2002.* Supplementing these “hard
laws” are, of course, soft law products9 such as the UNIDROIT Prin-

5. United Nations Convention on Contracts for the International Sale of Goods, Apr.
11, 1980, 1489 U.N.T.S. 3.

6. UNIDROIT Convention on International Interests in Mobile Equipment, Nov. 16,
2001, S. TREATY Doc. No. 108-10, available at http://www.unidroit.org/english/conven
tions/mobile-equipment/mobile-equipment.pdf.

7. UNIDROIT is an independent intergovernmental organization founded in 1926
and presently composed of sixty-three Member States. The Institute’s seat is located in
Rome. UNIDROIT: An Overview, http://www.unidroit.org/dynasite.cfm?dsmid=84219
(last visited Apr. 3, 2009).

8. The Hague Convention on the Law Applicable to Certain Rights in Respect of
Securities Held with an Intermediary, July 5, 2006, available at http://hcch.e-vision.nl/
index_en.php?act=conventions.text&cid=72. See also generally James Steven Rogers,
Conflict of Laws for Transactions in Securities Held Through Intermediaries, 39 COR-
NELL INT’L L.J. 285 (2006). There are other completed international commercial law in-
struments as well as others on the drafting tables of organizations such as UNCITRAL,
UNIDROIT, and the Hague Conference; these are just illustrations of the phenomenon.

9. The following is a cogent description of the dichotomy between “hard law” and
“soft law”:

Soft law means rules that do not emerge from an autonomous source of law and
are not law in that sense. In the international commercial and financial sphere,
soft law often means proposals or sets of principles from UNIDROIT,
UNCITRAL or other such organizations, or from think-tanks that aspire to re-
flect the living law particularly at the transnational level. Academic opinion
may also be part of soft law. If soft law reaches the level of treaty law, it will
operate in that category and becomes, then, law. Soft law may also attain the
level of law as custom or general principle. . . . To repeat, short of soft law
emerging as custom or general principle, it is not law, and therefore not a norm
that must be applied, although it may provide guidance (usually supplementary
to hard law or as some manifestation thereof). The UNIDROIT and European
Contract Principles are of this nature, as are many unratified UNIDROIT and
UNCITRAL projects, and their model laws.

J.H. Dalhuisen, Custom and Its Revival in Transnational Private Law, 18 DUKE J. COMP.
& INT’L L. 339, 355-57 (2008). For a discussion of the various types of international
lawmaking, including “soft law” and “hard law,” see ALAN BOYLE & CHRISTINE CHINKIN,
THE MAKING OF INTERNATIONAL LAW 211-29 (2007).



2009] ELECTRONIC COMMERCE 675

ciples of International Commercial Contracts, which, like the Restate-
ment of Contracts in the United States, can be used to fill the gaps left by
the “harder” treaty-based law.'” Model laws, drafted for States to use as
guidance if they so desire, are another form of “soft law”'' used in the
international commercial arena.'?

As these international conventions and products have evolved, howev-
er, interesting questions have been presented: how international norms
take root; how they can be cultivated and the unique challenges they
raise for policymakers; the interrelationship among the various methods
of lawmaking (whether their final results are categorized as hard law or
soft law); the relationship between international and national lawmaking
bodies, and the relationship (in the United States) between federal and
state lawmakers.

The more recent area of electronic commerce offers a unique opportu-
nity to examine these issues. The opportunity is unique for several rea-
sons. Unlike many (or most) areas of commercial law, the evolution of
commercial law norms governing electronic communications and trans-
actions is a relatively recent phenomenon. The speed with which elec-
tronic commerce has developed and spread throughout the world has
placed a premium on the need to develop governing norms definitively
and just as swiftly. As a result, what took generations to occur in areas
such as sales or secured transactions has occurred in a matter of decades
with electronic commerce.

The case study of electronic commerce reveals several important les-
sons. Some of these lessons mirror the experiences from other areas of
commercial law. First, it is imperative that any legal structure be built
upon and reflect commercial practices in order for there to be an accept-

10. For a helpful book on the UNIDROIT Principles, see MICHAEL JOACHIM BONELL,
AN INTERNATIONAL RESTATEMENT OF CONTRACT LAW: THE UNIDROIT PRINCIPLES OF
INTERNATIONAL COMMERCIAL CONTRACTS (1994).

11. A. Claire Cutler, Virginia Haufler & Tony Porter, The Contours and Significance
of Private Authority in International Affairs, in PRIVATE AUTHORITY AND INTERNATIONAL
AFFAIRS 333, 367-68 (A. Claire Cutler et al., 1999) (“Soft law includes statements of
principles, guidelines, understandings, model laws[,] and codes, and declarations that . . .
are ‘neither strictly binding norms of law, nor completely irrelevant political maxims, and
operate in a grey zone between law and politics.’”).

12. Examples of model laws in the field include the U.N. COMM’N ON INT’L TRADE
LAW, MODEL LAW ON INTERNATIONAL COMMERCIAL ARBITRATION 1985, U.N. Sales No.
E.08.V.4 (2008), and the U.N. Comm’n on Int’l Trade Law [UNCITRAL], UNCITRAL
Model Law on International Credit Transfers, in Report of the United Nations Commis-
sion on International Trade Law on the Work of Its Twenty-Fifth Session, UN. GAOR,
47th Sess., Supp. No. 17, Annex 1, UN. DOC. A/47/17 (May 22, 1992), reprinted in 32
L.L.M. 587 (1993).
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able and viable system for trade. Second, while commercial practices are
developing or in flux, it is crucial that any legal norms be sufficiently
minimal and flexible to accommodate growth and change. This flexibili-
ty and adaptability, deemed important to many actors in the development
of legal norms, can easily be lost, however; and harmonization can be
defeated when these norms are adapted as part of “hard law” through the
process of implementation. And thus a third, related lesson: where too
high a premium is placed on speed in developing rules, the end product
runs the risk of stultifying or jeopardizing future developments.

There are other lessons, however, that can be learned from electronic
commerce, lessons that are not as apparent in other areas. Elsewhere in
this Symposium Issue, Professor McDonald has critically examined three
metaphors often used to describe international law reform activities,
“harmonization,” “transplantation,” and “viral propagation.”* Electronic
commerce law reform activity is a good illustration of a different form of
international lawmaking, the process of symbiosis. It is symbiotic in sev-
eral respects: there is symbiosis between the domestic and the interna-
tional development of norms; between and among countries; and be-
tween the legal world and the business world. A second and related key
point: while elsewhere there may be discussions of the appropriate roles
of “soft” and “hard” lawmaking, and the relative merits of these types of
lawmaking, study in the area of electronic commerce demonstrates that
what is important is not necessarily the form that the lawmaking product
takes (treaty, statute, model law, model agreement), but the process that
leads to its formulation. In other words, the process is in many ways as
important if not more so than the product itself. Most important are the
development and exchange of ideas, and the education that occurs during
the drafting process.'* A corollary is that one cannot really judge the suc-
cess of either a soft law or a hard law project solely by its (intended) im-
plementation or adoption by a state or nation state; rather, the impact
must be assessed by the effect that the product and the process have on
the development of the law more generally.

There are a few other final and more sobering lessons. One is that
when there is the occasional “misstep” in the development of legal
norms, where a product of questionable long-term value is developed, the

13. Roderick A. Macdonald, Three Metaphors of Norm Migration in International
Context, 34 BROOK. J. INT’L L. 603, 603 (2009).

14. The author would have to admit to a certain bias in favor of education, given her
career in the field. It should be noted that there is a project within the United Nations
Conference on Trade and Development (“UNCTAD?”), the TrainForTrade programme,
which focuses on training and capacity building in the field of electronic commerce. See
generally TrainForTrade, http://learn.unctad.org/ (last visited Apr. 11, 2009).
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same factors that contributed to the symbiotic development of law in the
first place may similarly contribute to the propagation of this “misstep”
in other jurisdictions. The end result may not be harmonization, but
fragmentation. Correcting or containing that misstep becomes problemat-
ic. A related observation: as legal norms advance in their maturation, the
process of symbiosis slows down as other differences emerge. It is too
early to tell whether this lull in the symbiotic process signals its end.
Now on to the story.

I. THE BIRTH OF ELECTRONIC COMMERCE LEGAL NORMS

In the area of electronic commerce, in a short period of twelve years,
we have seen (at a minimum) three instruments emerge from one interna-
tional body, the United Nations Commission on International Trade Law
(“UNCITRAL”),"” in a process that has been called “vertical integra-
tion.”'® Other electronic commerce products have emerged from other
U.N. bodies such as the United Nations Centre for Trade Facilitation and
Electronic Business (“UN/CEFACT”),"” from regional harmonization
programs in electronic commerce (such as that within the Association of

15. These three instruments are the UNCITRAL MODEL LAW ON ELECTRONIC
COMMERCE, U.N. Doc. A/Res/51/162/Annex, U.N. Sales No. E.99.V.4 (1999); the
UNCITRAL MODEL LAW ON ELECTRONIC SIGNATURES WITH GUIDE TO ENACTMENT 2001,
U.N. Sales No. E.02.V.8 (2002); and the 2005 United Nations Convention on the Use of
Electronic Communications in International Contracts, G.A. Res. 60/21, U.N. Doc.
A/RES/60/21 (Dec. 9, 2005). The Convention was published with an accompanying ex-
planatory note. U.N. CONVENTION ON THE USE OF ELECTRONIC COMMUNICATIONS IN
INTERNATIONAL CONTRACTS, at 13—-100, U.N. Sales No. E.07.V.2 (2007) [hereinafter
SECRETARIAT’S EXPLANATORY NOTE].

16. Susan Block-Lieb & Terence C. Halliday, Incrementalisms in Global Lawmaking,
32 BROOK. J. INT’L L. 851, 854, 868—72 (2007) (speaking of the progression from the two
model laws to the United Nations Convention on the Use of Electronic Communications
in International Contracts as “vertical incrementalism,” where “international organiza-
tions dig more deeply in a particular area over progressive rounds”).

17. Formerly known as the United Nations Working Party on the Facilitation of In-
ternational Trade Procedures (Working Party or W.P.4), it operates in Geneva under the
auspices of the United Nations Economic Commission for Europe and is the international
body responsible for developing international standards for electronic data interchange.
See United Nations Centre for Trade Facilitation and Electronic Business, About Us,
http://www.unece.org/cefact/about.htm (last visited Apr. 3, 2009). Another U.N. entity
that has taken a role in the evolution of electronic commerce norms is the UNCTAD,
which among other efforts publishes an Information Economy Report that “focus[es] on
trends in information and communications technologies . . . , such as e-commerce and e-
business, and on national and international policy and strategy options for improving the
development impact of these technologies in developing countries.” UNCTAD, Main
Publications, http://www.unctad.org/Templates/Page.asp?intltemID=1717&lang=1 (last
visited Apr. 1, 2009).



678 BROOK. J. INT'L L. [Vol. 34:3

Southeast Asian Nations),'® from industry groups,'’ and from efforts to
accommodate electronic commerce within other substantive projects (in
the area of secured transactions or maritime law, for example) by bor-
rowing principles and rules from electronic commerce instruments.” Ul-
timately, within the area of electronic commerce, we have examples of a
variety of soft law and hard law approaches to electronic commerce. Yet
the three products produced by UNCITRAL, two model laws (which
might be characterized as soft law) and a convention (hard law), provide
a unique opportunity to examine the evolution of commercial law norms,
an evolution in which UNCITRAL has played a key role. Two of these
UNCITRAL products (one model law, one convention) contain striking-
ly similar if not identical provisions. A study of the evolution of these
instruments and their success in achieving adherence or implementation
gives us an opportunity to compare and examine the interrelationship
between soft law and hard law products. Though the sample is small, this
study enables us to examine questions such as whether the existence of
soft law is a help or a hindrance to the development of hard law; whether
soft law or hard law is more effective in achieving adoption; whether soft

18. For a description of the products of the Association of Southeast Asian Nations in
the area of electronic commerce, see Chris Connolly, Using the Electronic Communica-
tions Convention to Harmonize National and International Electronic Commerce Laws:
An ASEAN Case Study, in THE UNITED NATIONS CONVENTION ON THE USE OF ELECTRONIC
COMMUNICATIONS IN  INTERNATIONAL CONTRACTS: AN IN-DEPTH GUIDE AND
SOURCEBOOK 315, 317 (Amelia H. Boss & W. Kilian eds., 2008) [hereinafter U.N. GUIDE
TO ELECTRONIC COMMUNICATIONS].

19. The International Chamber of Commerce (“ICC”), for example, has produced its
Electronic Uniform Customs and Practices (“eUCP”), a supplement to its Uniform Cus-
toms and Practices 500 (“UCP 500”) that covers situations where electronic presentation
of documents occurs, and General Usage for International Digitally Ensured Commerce
(“GUIDEC”) and GUIDEC II, which provide a legal framework for the use of digital
signatures and certification authorities. See LORNA BRAZELL, ELECTRONIC SIGNATURES
LAW AND REGULATION 84 (2004) (describing the goals and content of GUIDEC); Coas-
tline Solutions, eUCP: Online Training in eUCP, http://www.coastlinesolutions.com/
eUCP.htm (last visited Apr. 5, 2009) (describing the UCP 500 versus the eUCP). In addi-
tion, it has published eTerms 2004 for parties trading electronically, and an accompany-
ing ICC Guide to Electronic Contracting explaining the use of those terms. See ICC’s
Commission on Commercial Law and Practice, http://www.iccwbo.org/policy/law/id279/
index.html (last visited Apr. 5, 2009). See also Christopher Kuner, /CC Perspectives on the
United Nations Electronic Communications Convention, in UN. GUIDE TO ELECTRONIC
COMMUNICATIONS, supra note 18, at 415, 415-21.

20. Two scholars examining the working agendas of all the UNCITRAL working
groups during the year 2007 observed that five of the six working groups “are revisiting
or revising existing international instruments to account for practical experience and
technical developments since adoption.” Block-Lieb & Halliday, supra note 16, at 873
n.53.
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law or hard law is more effective in achieving harmonization (for, as
Professor Macdonald observed, nations can adopt the same or similar
products, but without tempering, the results would not necessarily be
harmonious);*' whether hard law is feasible without the earlier develop-
ment of soft law; and the impact of drafting hard law without the prior
existence of soft law.

II. SETTING THE STAGE: THE EVOLUTION OF ELECTRONIC COMMERCIAL
PRACTICES

The story of the evolution of electronic commerce norms begins well
before UNCITRAL produced its first model law in 1996. Twenty-five
years ago, the Internet as we know it today was a thing of science fiction,
and the phrase “electronic commerce” was unheard of, yet the glimmers
of electronic commerce were beginning to emerge. Banks and other
businesses and institutions started to use computer technology to com-
municate and explored ways to harness the technology for a competitive
advantage, though the use of these technologies was limited. Nonethe-
less, the thought that some type of legal framework might be needed be-
gan to take hold.” As early as 1984, the issue of the need for a legal
structure to govern electronic commerce was articulated on an interna-
tional level by UNCITRAL, although at that time the phrase used to de-
scribe the phenomenon was “automatic data processing.”” Despite
UNCITRAL subsequently calling upon all nations to review their legal
rules affecting the use of electronic technologies in commerce,** there

21. Macdonald, supra note 13, at 623-24.

22. The banking industry, at the forefront of developing legal norms for electronic
commerce, led the way with the formulation of products both domestically (e.g., UCC
Article 4A) and internationally. See UNCITRAL Model Law on International Credit
Transfers, supra note 12.

23. See UNCITRAL, Report of the United Nations Commission on International
Trade Law on the Work of Its Seventeenth Session, UN. GAOR, Supp. No. 17, 9 135—
36, U.N. Doc. A/39/17 (1984). This followed receipt of a report by the Secretary-General
on the legal aspects of automatic data processing. See Secretary-General, Legal Aspects
of Automatic Data Processing: Report of the Secretary-General, UN. Doc. A/CN.9/254
(1984). That report identified several legal issues involving electronic communications
technology: the legal value of computer records as evidence, the requirement of a writing
and its application in an electronic environment, authentication of the source and veracity
of electronic transmissions, general conditions applied in electronic transactions, liability
for erroneous or unauthorized transmissions, and electronic transmissions of bills of lad-
ing, which have traditionally been represented by a piece of paper. /d.

24. See UNCITRAL, Report of the United Nations Commission on International
Trade Law on the Work of Its Seventeenth Session, supra note 23, 9 136. This recom-
mendation was endorsed by the United Nations General Assembly. See G.A. Res. 40/71,
9 5, UN. GAOR Supp. No. 17, U.N. Doc. A/40/17 (Dec. 11, 1985).
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was virtually no response from governments around the world, on any
level. In hindsight, that was probably a fortunate result, as over the next
decade electronic commercial practices continued to grow and evolve.
Indeed, electronic commerce practices began to develop at a time when
no states, and no nation states, had laws tailored for electronic com-
merce.

During the late 1980s, the use of electronic technologies in commerce
increased and continued to develop, morphing from “automatic data
processing” (“ADP”) into “electronic data interchange” (“EDI”),” and
the legal challenges it presented began to attract greater attention. One of
the first responders was the Nordic Legal Community, which suggested
interchange agreements between private trading partners to govern their
use of electronic technologies in the communication and contracting
process. This initial idea resulted in the ICC adopting the Uniform Rules
of Conduct for Interchange of Trade Data by Teletransmission (“UNCID
Rules”) in 1987.%° The UNCID Rules were a small set of nonmandatory
rules, which EDI users and suppliers of network services could incorpo-
rate into any agreement between parties using electronic communications
technologies. Following the publication of the UNCID Rules, numerous
model interchange agreements were developed—by user groups
representing specific industries (such as Odette, representing the automo-
tive industry, and the International Maritime Committee, representing the
maritime industry), by industry groups (such as the U.K. EDI Associa-
tion and the EDI Council of Canada), by attorney groups (such as the
American Bar Association),”’ and by multinational organizations (such
as the European Commission through its Trade Electronic Data Inter-

25. “Electronic data interchange” has been defined as “the computer-to-computer
interchange of strictly formatted messages that represent documents other than monetary
instruments.” NAT’L INST. OF STANDARDS & TECH., FED. INFO. PROCESSING STANDARDS
PUBL’N 161-2, ANNOUNCING THE STANDARD FOR ELECTRONIC DATA INTERCHANGE (EDI)
(Apr. 29, 1996), available at http://www.itl.nist.gov/fipspubs/fip161-2.htm. The shift
from ADP to EDI is significant. ADP, which refers to computer assisted storing, manipu-
lating or processing information with minimal or no human interaction, is most often
used to describe internal uses of information technology within a business. Conversely,
EDI encompasses using information technology to communicate with external parties
such as suppliers and customers.

26. Int’l Chamber of Commerce [ICC], Special Joint Comm. UNIFORM RULES OF
CONDUCT FOR INTERCHANGE OF TRADE DATA BY TELETRANSMISSION (UNCID), ICC
Publ’n No. 452 (1988).

27. See, e.g., Elec. Messaging Servs. Task Force, The Commercial Use of Electronic
Data Interchange—A Report and Model Trading Partner Agreement, 45 BUS. LAW.
1645, 1647-48 (1990).
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change Systems Programme).”® These model interchange agreements
were suggested for use by private parties who agreed to communicate
electronically in their conduct of commercial transactions (generally pur-
chase and sale transactions).

Cumulatively, these private law products, themselves a form of “soft
law,” were to have a profound impact. First, most of these model agree-
ments were the results of collaboration between attorneys and industry
participants; indeed, the agreements themselves dealt with both legal and
business issues. Thus, they represent efforts to adapt the law to the prac-
tice, and the practice to the law. Second, groups in many geographic sec-
tors, industries, and countries worked diligently in developing their own
agreements, but not without studying agreements that had been produced
in other sectors, industries, and countries. Thus, symbiosis was already at
work, and norms were beginning to evolve both domestically and inter-
nationally. Third, the proliferation of different agreements on national,
sectoral, and association levels put pressure on international organiza-
tions to come up with an international and harmonized approach to these
issues. Indeed, the provisions of these different agreements offered a
sound basis for future norm construction.

I11. ACT ONE: UNICTRAL ENTERS THE STAGE WITH THE MODEL LAW
ON ELECTRONIC COMMERCE?’

UNICTRAL began consideration of potential work in electronic com-
merce in the early 1990s.>” Among other possible projects, it considered
drafting a model interchange agreement for electronic commerce; this
proposal was ultimately rejected for two reasons. First, UNCITRAL rec-
ognized that as an international organization its primary focus was on the
legal facilitation of international trade, and it might not have been as
suited to the drafting of these types of agreements as other organizations
whose constituents included businesspeople and technical people as well
as lawyers.”' Instead, UNCITRAL concluded that it was uniquely si-

28. See AMELIA H. Boss & JEFFREY B. RITTER, ELECTRONIC DATA INTERCHANGE
AGREEMENTS: A GUIDE AND SOURCEBOOK 4-5, 15-18, 24 (1993); Amelia H. Boss, Elec-
tronic Data Interchange Agreements: Private Contracting Toward a Global Environ-
ment, 13 Nw.J.INT’L L. & Bus. 31, 40-41 (1992).

29. For the text of the Model Law, see UNCITRAL MODEL LAW ON ELECTRONIC
COMMERCE, supra note 15.

30. See generally Amelia H. Boss, Electronic Commerce and the Symbiotic Relation-
ship Between International and Domestic Law Reform, 72 TUL. L. REv. 1931, 1951-52
(1998).

31. Two groups were at the time involved in drafting such model interchange agree-
ments. The first was the Working Party on the Facilitation of International Trade Proce-
dures, now known as UN/CEFACT. See supra note 17. In 1995, UN/CEFACT published
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tuated to undertake the formulation of positive legal rules (either in con-
vention form or model law form) to assist countries in addressing the
needs of electronic commerce in a harmonized manner, thereby eliminat-
ing barriers to international trade.”

Second, and more importantly, UNCITRAL rightly noted that the pro-
liferation of model interchange agreements and the use of private order-
ing by the parties to electronic commerce transactions were not sufficient
to address all of the legal issues revolving around the use of electronic
commerce.” In this respect, it is clear that there are important limitations
on the ability of such soft law products to resolve all the issues presented
by these transactions. Even with the evolution of these interchange
agreements, questions still remained as to the legality and enforceability
of electronically formed transactions, questions that could only affirma-
tively be resolved by judicial decision or legislation.* Moreover, the
transition from proprietary communications networks to the environment
of the World Wide Web changed the commercial paradigm from one of
trade between established trading partners to an increasing number of
transactions between parties who had not had prior dealings with each
other.” For these parties, legal norms in soft law products that in essence

its Recommendation No. 26. Working Party on the Facilitation of Int’] Trade Procedures,
Recommendation No. 26: Commercial Use of Interchange Agreements for Electronic
Data Interchange, U.N. Doc. ECE/TRADE/WP.4/R.1133/Rev.1 (1995). The second
body working on the development of a model agreement was the European Commission.
It published its model interchange agreement in 1994. Commission Recommendation of
19 October 1994 Relating to the Legal Aspects of Electronic Data Interchange, 94/820/EC,
1994 O.J. (L 338) 98-117.

32. See, e.g., UNCITRAL, Working Group on Int’l Payments, Report of the Working
Group on International Payments on the Work of Its Twenty-Fourth Session, q 1, U.N.
Doc. A/CN.9/360 (Feb. 17, 1992). It should be noted that there were technical and busi-
ness people present at the subsequent deliberations at UNCITRAL on electronic com-
merce, but they participated more as technical experts than as the crafters of the ultimate
UNCITRAL products.

33. UNCITRAL MoODEL LAW ON ELECTRONIC COMMERCE WITH GUIDE TO
ENACTMENT 1996, 9 140, UN. Sales No. E.99.V.4 (1999) [hereinafter ELECTRONIC
COMMERCE GUIDE TO ENACTMENT].

34. For example, the law of many States required certain contracts to be in a writing
signed by the parties in order to be enforceable. Though the parties themselves might
agree that certain communications constituted writings and certain acts constituted signa-
tures, there was no guarantee that any particular court might not disagree and proceed to
apply its statute of frauds. Though some of the trading partner agreements used other
tactics as well, such as agreements to waive the statute of frauds, those solutions did not
provide the desired legal certainty.

35. ELECTRONIC COMMERCE GUIDE TO ENACTMENT, supra note 33, 9 140. On the limi-
tations inherent in interchange agreements generally, see BOSS & RITTER, supra note 28,
at 8-9, 20-26; Boss, supra note 28, at 65-68.



2009] ELECTRONIC COMMERCE 683

require parties to opt in (for example, by incorporating the products’
terms into master agreements) are of limited utility. Soft law norms that
operate independently of adoption by courts or legislatures have their
limits. Thus, the challenge presented to UNCITRAL was to propose a
legal structure for adoption by nations that would minimize the barriers
to electronic commerce. Yet, having determined that the model trading
partner agreements were of limited utility, the groundwork on which
UNCITRAL proceeded to build its own legal structure was the body of
norms that had begun to be articulated in the trading partner agreements
themselves.*®

The challenge for UNCITRAL in articulating the legal norms for elec-
tronic commerce was fundamentally different than what it had faced in
other areas, such as sales (whether it be sales, carriage of goods, securi-
ties, or secured transactions). In many of these other areas, norms had
already developed on a national basis. Thus, in some areas of interna-
tional commercial rule-making development, the question was one of
harmonization: how to take the laws of divergent nations (which in many
cases had already developed their own norms and made them a part of
their legal structures) and harmonize their provisions. In other areas, such
as securities and secured transactions, there were some countries with
very developed legal systems, and the question involved whether the le-
gal structures that had evolved in these countries could be or should be
adapted for other legal cultures for use on an international basis. Elec-
tronic commerce was different. This was an area where there was no pos-
itive “hard” law in any country. Countries such as the United States,
where electronic commerce was beginning to burgeon, were starting to
acknowledge the need for legal norms, as the industry itself began to ask
for a legal rubric to support its transactions; in other countries, wide-
spread use of electronic commerce was still in the future.”” At the time, it
was noted that

36. The foundation of UNCITRAL’s work in the body of business practices and
norms that had begun to develop was fostered by the participation of the business com-
munity (along with the legal community) in UNCITRAL’s deliberations in the area of
electronic commerce. See, e.g., ELECTRONIC COMMERCE GUIDE TO ENACTMENT, supra note
33, 9 19. (“Chapter III of part one [of the Model Law] contains a set of rules of the kind
that would typically be found in agreements between parties, e.g., interchange agree-
ments or ‘system rules.’”).

37. The concentration of electronic commerce use and revenues in those industria-
lized and developed countries with sophisticated technological infrastructures and its
underutilization in developing countries is one aspect of what has been referred to as the
great “digital divide.” UNCTAD has documented the existence of this divide. See U.N.
Conference on Trade & Dev. [UNCTAD], Secretariat, Electronic Commerce and Infor-
mation and Communication Technologies for Development. Selected Issues, {9 5-8, U.N.
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as of yet, none of the developing and developed countries, common law
and civil law countries, and countries of different cultural and legal he-
ritages, have developed a comprehensive legal structure governing
electronic commerce. Thus, the challenge is to take countries of diver-
gent economic capabilities, legal heritage, telecommunications infra-
structures, and needs, and bring them together to develop common ana-
lyses of, and approaches to, problems never encountered previously.38

As a result, when UNCITRAL began work on a model law on elec-
tronic commerce, many countries took up parallel drafting efforts to deal
with the same issues. The existence of parallel projects in the same field
(relatively unhampered by prior hard law on point), the overlap between
the personnel staffing the domestic lawmaking processes and those par-
ticipating in the international lawmaking setting, and the technological
ability to instantaneously exchange information on new domestic and
international developments created a law reform process that might best
be described as “symbiotic,” with the domestic lawmaking projects and
the international lawmaking projects influencing and being influenced by
the other. The synergies between the domestic and international lawmak-
ing efforts created a process that worked to strengthen both.*

As has been noted, the approach UNCITRAL initially took, once it had
rejected the concept of a model interchange agreement, was to draft “le-
gal rules.” This original charge to the UNCITRAL Working Group, the
preparation of legal rules, was a charge flexible enough to allow the
Working Group to use whichever form was deemed appropriate: conven-
tion or treaty, or model law. Other techniques to promote harmonization
of international trade law include model treaty provisions, uniform rules
for parties to adopt, and legal guides. Indeed, up until its work was final-
ly completed, UNCITRAL was still contemplating whether it would pro-
duce a set of model rules, rather than a more coherent and principled text
of a uniform law. Given the novelty of electronic commerce issues, the

Doc. TD/B/COM.3/62 (Oct. 7, 2003). UNCTAD has also developed an index for assess-
ing countries’ development in the field. See UNCTAD, The Digital Divide: ICT Diffusion
Index 2005, UN. Doc. UNCTAD/ITE/IPC/2006/5 (2006). See also UNCTAD, Informa-
tion Economy Report 2007-2008: Science and Technology for Development: The New
Paradigm of ICT, UN. Doc. UNCTAD/SDTE/ECB/2007/1, at 12 (2007) (prepared by
the UNCTAD Secretariat) (characterizing the digital divide as still significant). Even
developing countries, however, were involved in UNCITRAL’s efforts in the areas of
electronic commerce, viewing the establishment of a supportive legal regime as one as-
pect of their creation of a hospitable environment for the growth of electronic commerce.

38. Amelia H. Boss, The Emerging Law of International Electronic Commerce, 6
TemP. INT’L & Comp. L.J. 293, 300-01 (1992).

39. See Boss, supra note 30, at 1958—63 (describing the symbiotic process at work in
the evolution of standards for the attribution of electronic messages to purported senders).
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differences that existed among the legal frameworks of the nation states,
and the minimalist rules that it finally articulated, however, UNCITRAL
ultimately did not venture to create a text that would bind the hands of
the enacting State, choosing instead a “softer” approach, that of a model
law:

The Model Law is intended to provide essential procedures and prin-
ciples for facilitating the use of modern techniques for recording and
communicating information in various types of circumstances. Howev-
er, it is a “framework™ law that does not itself set forth all the rules and
regulations that may be necessary to implement those techniques in an
enacting State.*

The key attribute of the model law approach, which supported
UNCITRAL’s goal of providing merely a “framework law,” was the
flexibility it gave countries in their implementation of its provisions.
States considering the Model Law on Electronic Commerce (or “Model
Law”) have the option of either enacting the Model Law as a single sta-
tute or incorporating the Model Law’s various provisions into specific
parts of their domestic law."'

The Model Law on Electronic Commerce was completed and adopted
by the U.N. General Assembly in 1996, yet it began to influence the
shaping of domestic electronic commerce laws even prior to its comple-
tion. This is not surprising, given that some domestic lawmaking efforts
were proceeding on a parallel track at the same time, and as mentioned
above, domestic and international efforts influenced each other. In the
United States, drafting efforts to accommodate electronic contracting
within the provisions of the Uniform Commercial Code were informed
by the work on the Model Law, and these drafting efforts eventually con-
tributed to the formulation of the Uniform Electronic Transactions Act
(“UETA”) in 1999.** Similarly, work was being undertaken in Canada on

40. ELECTRONIC COMMERCE GUIDE TO ENACTMENT, supra note 33, 9 13.
41. At one stage, the working group considered describing its product as model statu-
tory provisions rather than as a model law, noting that

the text contained a variety of provisions relating to existing rules scattered
throughout various parts of the national laws in an enacting State. It was thus a
possibility that enacting States would not incorporate the text as a whole and
that the provisions of such a “model law” might not appear together in any one
particular place in the national law.

1d. 9§ 142.

42. For a fuller description of the intricate relationship between domestic law devel-
opments in the United States and the Model Law on Electronic Commerce, see Boss,
supra note 30.
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a Uniform Electronic Commerce Act,” but even before this act was
passed, the provisions found their way into various aspects of Canadian
law.* Singapore was another early adopter of provisions somewhat in
accord with the Model Law.*

Though a soft law product, the success of the Model Law can be seen
from its enactment by countries around the world, including the follow-
ing: developing countries (Vietnam) and developed countries; common
law countries (Australia) and civil law countries (France); countries in
North America (Canada), South America (Venezuela), Asia (Korea and
China), the Middle East (Jordan), Europe, both West (the United King-
dom) and East (Slovenia), and Africa (South Africa).*® It has been used
as the basis for domestic harmonization of e-commerce legislation in
federal systems such as Canada*” and the United States,* and as the basis
for “hard law” harmonization projects by regional groups, such as the
electronic commerce projects in the Southern African Development
Community.*

43. See John D. Gregory, The UETA and the UECA—Canadian Reflections, 37
IDAHO L. REV. 441 (2001) (discussing the drafting of the Canadian Uniform Electronic
Commerce Act).

44. Terms of the draft Model Law were used as the basis for regulations permitting
electronic filing of speeding tickets issued in a photoradar system. See John D. Gregory,
Electronic Documents in Ontario’s Photoradar System, 6 J. MOTOR VEHICLE L. 277, 281
(1995).

45. Electronic Transactions Act, No. 25, Cap. 88 (1998) (Sing.), available at
http://statutes.age.gov.sg/ (click “E” hyperlink; then follow “Electronic Transactions Act”
hyperlink).

46. For a list of country enactments of the Model Law, see Appendix F: Domestic
Enactments of the UNCITRAL Model Law on Electronic Commerce, in UN. GUIDE TO
ELECTRONIC COMMUNICATIONS, supra note 18, at 493. See also UNCITRAL Texts and
Status, http://www.uncitral.org/uncitral/en/uncitral_texts.html (last visited Apr. 5, 2009)
(providing a list of UNCITRAL products and the countries that have adopted each prod-
uct). It should be noted that making any such list of enactments is difficult, since there is
no requirement that countries report their use of the Model Law in designing and enacting
domestic legislation.

47. The domestic enactment of the Model Law in Canada, the Uniform Electronic
Commerce Act, was adopted by the Uniform Law Commission of Canada in 1999 and
has since been implemented in every province but the Northwest Territories. See UNIF.
LAW CONFERENCE OF CAN., STATUS OF UNIFORM ACTS RECOMMENDED BY THE COMMERCIAL
LAW STRATEGY (2007), available at http://www.ulcc.ca/en/cls/CLS_Status_Acts_En.pdf.

48. The UETA has been enacted in forty-six U.S. states, the District of Columbia, and
the U.S. Virgin Islands. See the Uniform Law Commissioners—A Few Facts About the
Uniform Electronic Transactions Act, http://nccusl.org/Update/uniformact factsheets/
uniformacts-fs-ueta.asp (last visited Apr. 5, 2009) (listing states adopting the UETA).

49. See South African Development Community, www.sadc.int (last visited Mar. 31,
2009). See also Harmonization of E-Commerce Legal Framework for Southern Africa,
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Why was the Model Law successful in bringing together countries “of
divergent economic capabilities, legal heritage, [and] telecommunica-
tions infrastructures”?>® The success of the Model Law is due in large
part to the fact that it was “a unique instrument in a legal landscape
where there was no existing body of law, whether uniform international
law or national law, which comprehensively addressed the issues raised
by electronic commerce.”' As such, the Model Law has been “an in-
strument of ‘preventive’ or ‘pre-emptive’ harmonization: it led the
process of development of law by providing universally acceptable solu-
tions to the issues likely to arise, rather than being negotiated after prac-
tices and usage had already resulted in disparate laws and regulations.”**

Of course, not all would agree that the Model Law on Electronic
Commerce was successful. Professor Justin Hughes, for example, has
argued that the convergence that emerged around the norms set forth in
the Model Law “would have occurred at roughly the same pace with or
without the UNCITRAL model.”* It is true that the Model Law on Elec-
tronic Commerce was built on legal norms that were already developing,
but Professor Hughes appears to completely discount the role that the
Model Law had in legitimizing their development and contributing to
their spread to countries, particularly developing countries, where there
were no such norms. Indeed, the success of the Model Law should not be
measured solely, or even primarily, by the number of countries that used
the Model Law as the basis for their domestic enactments. It could be
argued that the process itself had a greater impact than the product. Elec-
tronic commerce was so sufficiently new and unfamiliar to people that
substantial time was spent in the negotiating sessions understanding the
technologies and their use, as well as attempting to ascertain the manner
in which existing law did or did not apply, or how it applied, to electron-
ic transactions. The sessions were not characterized by political posturing
or attempts to persuade other delegations to adopt particular positions.
Critically important were the exchange of ideas and the education that
occurred about the challenges faced by electronic commerce. Countries

DOT-COMMENTS E-NEWSLETTER, Mar. 2007, at 19, available at http://www.dot-com-
alliance.org/newsletter/article.php?article_id=30.

50. Boss, supra note 38, at 300-01.

51. José Angelo Estrella Faria, Drafting and Negotiating History of the Electronic
Communications Convention, in UN. GUIDE TO ELECTRONIC COMMUNICATIONS, supra
note 18, at 17, 29.

52. Id.

53. Justin Hughes, Of World Music and Sovereign States, Professors and the Forma-
tion of Legal Norms, 35 Loy. U. CHL. L.J. 155, 177 (2003). Professor Hughes calls the
evolution of electronic commerce norms an “environment-based emergence of legal
norms” or “invisible hand convergence.” /d. at 175.
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could either be wary of these challenges and run from them, or embrace
electronic technologies. The work of UNICTRAL encouraged them to do
the latter by dispelling the fear of the unknown. The preparatory material
along with the reports from each of the sessions were for many delega-
tions a gold mine of information about business practices as well as legal
issues.

Of course, not all countries adopted the Model Law on Electronic
Commerce in a uniform manner. To some degree, this lack of uniformity
in the adoption process was inherent in the choice of a model law format
for the treatment of electronic commerce and in the needs of countries to
conform the Model Law to their domestic law. But some of the nonuni-
formity arose for reasons that were not anticipated.

IV. ACT TWO: THE EVOLUTION OF DIGITAL SIGNATURE LEGISLATION

Even before the Model Law on Electronic Commerce was completed,
problems began to surface. While the approach of the Model Law and its
related siblings was one of enabling and supporting rather than regulating
and guiding the use of electronic commerce, the argument was heard in
some quarters that “more” was needed—more guidance, more regulation,
more focus. Compounding this was the drafting in some states in the
United States of digital signature statutes, which sought to enshrine in
their provisions the recognition of a specific implementation and use of
electronic technologies—digital signatures—and to establish public key
infrastructures to support their use.

Digital signature legislation grew out of the pioneering work of a
group within the American Bar Association that saw the benefits that
could be achieved by adopting this type of technology.* While it is
beyond the scope of this Article to delve into the intricacies of digital
signatures and public key infrastructures, the following summary may be
helpful. “Digital signatures” are an advanced form of cryptography used
to guarantee the authenticity and integrity of electronic documents. How-
ever, their use between parties who do not deal directly with each other
depends upon the existence of an infrastructure that allows the parties to
determine the authenticity of the digital signatures themselves. Building
a public key infrastructure that provides this ability in turn requires regu-

54. This movement had its genesis in the United States in the work of the American
Bar Associations’ Section on Science and Technology, which promulgated the Digital
Signature Guidelines in 1996. These Guidelines set out policy issues that needed to be
faced in order to implement a legal structure to support the use of digital signatures. AM.
BAR ASS’N, DIGITAL SIGNATURE GUIDELINES: LEGAL INFRASTRUCTURE FOR
CERTIFICATION AUTHORITIES AND SECURE ELECTRONIC COMMERCE (1996), available at
http://www.abanet.org/scitech/ec/isc/dsgfree.html.
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lating the rights and responsibilities of the parties involved in such an
infrastructure.” Digital signature legislation attempted to further the
adoption of these technologies by providing a mechanism for building
the needed public key infrastructures and establishing the rights and re-
sponsibilities of the parties in that system. An early adopter of this ap-
proach was the state of Utah.™

Digital signature legislation in the United States, particularly the Utah
statute, was not without its critics, who raised several major concerns.
First, the critics were concerned that having legislation dictate the use of
one technology to the exclusion of others would interfere with the ability
of private parties to determine the type of technology suitable for their
particular transactions. Indeed, government regulators would replace
businesses in determining the level of security and the propriety of au-
thentication techniques that businesses should use. Second, there was the
concern that the technology as it then existed did not in fact deliver the
level of security that it purported to, and that with the passage of time
what was once secure would cease to be.”” Third, there was the concern
that having a scheme that enshrined one technology and its application in
a statutory form would freeze the development of other technologies and
other business practices.” This third concern reflected the view that the
technology might not be implemented in the way that the early digital
signature legislation foresaw, and that the technology itself might devel-
op in ways that the statute did not anticipate.™ Last, the balance struck in
this digital signature legislation, particularly the risk allocation between

55. For an overview of this technology and its application, sce WARWICK FORD &
MICHAEL S. BAUM, SECURE ELECTRONIC COMMERCE (2d ed. 2000); ONLINE LAW: THE
SPA’S LEGAL GUIDE TO DOING BUSINESS ON THE INTERNET chs. 3—4, 31 (Thomas J. Sme-
dinghoff ed., 1996); UNCITRAL MODEL LAW ON ELECTRONIC SIGNATURES WITH GUIDE
TO ENACTMENT 2001, supra note 15, at 20-31, 99 31-62.

56. See UTAH CODE ANN. §§ 46-3-101 to -104 (1996), repealed by 2006 Utah Laws,
ch. 21, § 13.

57. See, e.g., Henry Gabriel, The Fear of the Unknown: The Need to Provide Special
Procedural Protections in International Electronic Commerce, 50 Loy. L. REv. 307, 316
(2004) (“[Alttempts to develop rules on standards and procedures to be used as substi-
tutes for specific instances of ‘signatures’ have been unsuccessful as they have tied the
legal frameworks to a given state of technical development.”).

58. Zhang Chu & Lingfei Lei, The Chinese Approach to Electronic Transactions
Legislation, 9 Comp. L. REV. & TECH. J. 333, 343 (2005) (“[W]hat may be an adequate
technical solution today may cease to be adequate with advances in information technol-
ogies tomorrow.”).

59. See Jane K. Winn, The Emperor’s New Clothes: The Shocking Truth about Digi-
tal Signatures and Internet Commerce, 37 IDAHO L. REv. 353, 377-79, 381-82 (2001)
(presciently predicting possible uses for digital signature technology).
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users of the technology in the event of fraud,” was attacked as inappro-
priate.'

In response to the criticism that the Utah statute dictated or enshrined
one technology to the exclusion of others, Illinois adopted an approach®
(referred to as a “hybrid” or two-tiered approach) that combined the mi-
nimalistic provisions that were essential to both the Model Law on Elec-
tronic Commerce and the UETA and provisions that would support the
technological choices made by private parties with additional protections
given to those who chose to use electronic signatures. The Illinois act
thus tried to retrieve the flexibility of the Model Law on Electronic
Commerce while at the same time giving some certainty to the use of
particular types of electronic technologies.

Both the Utah and Illinois legislation had an impact outside the United
States. While some countries adopted legislation like that in Utah, which
prescribed particular technology in the form of digital signatures (legisla-
tion known as digital signature legislation),”® other countries, following
[llinois, adopted hybrid legislation, which combined the supportive and
minimalist provisions of the Model Law on Electronic Commerce (and its
sibling the UETA) with the more regulatory provisions of digital signature
legislation.* In the United States, Illinois stood alone among the states
taking such a hybrid approach; others stuck with the familiar UETA. In-

60. See Jane K. Winn, The Hedgehog and the Fox: Distinguishing Public and Private
Sector Approaches to Managing Risk for Internet Transactions, 51 ADMIN. L. REV. 955,
962 n.18 (1999).

61. See Jane K. Winn & Song Yuping, Can China Promote Electronic Commerce
Through Law Reform? Some Preliminary Case Study Evidence, 20 COLUM. J. ASIAN L.
415, 438 (2007) (“This problem was described in the U.S. in the 1990s as ‘Grandma
picks a bad password and loses her house.’”).

62. Illinois Electronic Commerce Security Act, 5 ILL. COMP. STAT. 175/99-1 to -101
(West 2001). The Illinois Act was signed into law before the promulgation of the Uni-
form Electronic Transactions Act, but has provisions validating electronic records and
signatures that are similar to some in the UETA. The Illinois Act aims to ensure the inte-
grity of electronic records and the authenticity of electronic signatures by providing spe-
cial evidentiary rules for proving the integrity of electronic records and the authenticity of
electronic signatures if “secure” electronic records and “secure” electronic signatures are
used. /d. 175/10-120.

63. Early examples included Germany and Malaysia.

64. This led to attempts to categorize national electronic commerce legislation into
one of three categories: minimalist (based on the Model Law on Electronic Commerce);
prescriptive or regulatory (directing use of digital signature technology in particular); and
hybrid or two-tiered legislation. See MORRISON & FOERSTER LLP, & STEPTOE & JOHNSON
LLP, AN ANALYSIS OF INTERNATIONAL ELECTRONIC AND DIGITAL SIGNATURE IMPLEMEN-
TATION INITIATIVES: A STUDY PREPARED FOR THE INTERNET LAW AND PoLICY FORUM
(2000), available at http://www.ilpf.org/groups/analysis IEDSILhtm [hereinafter ILPF
ANALYSIS OF ELECTRONIC SIGNATURE INITIATIVES].
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deed, within the United States, both the Utah and Illinois approaches
were eschewed in the drafting of the federal Electronic Signatures in
Global and National Commerce Act (“E-SIGN™),® which was passed in
2000. E-SIGN, like the UETA, was built on the principle of technology
neutrality, and preempts any state statute setting forth alternative proce-
dures or technologies for the use or acceptance of electronic signatures to
establish the legal effect, validity, or enforceability of contracts unless
that legislation does not “require, or accord greater legal status or effect
to, the implementation or application of a specific technology or technic-
al specification for performing the functions of creating, storing, generat-
ing, receiving, communicating, or authenticating electronic records or
electronic signatures.”® Digital signature legislation, which does accord
greater legal status to digital signatures, appears to violate this principle
and therefore to be preempted by E-SIGN. The Illinois approach is more
problematic, for while it does not necessarily single out digital signatures
for special treatment, it does establish a category of “qualified” signa-
tures that are given greater legal significance. To this day, the debate still
continues as to whether the laws of states that went beyond the UETA
(such as Illinois) are or are not preempted by E-SIGN.?’

Following the enactment of E-SIGN in the United States, the Illinois
legislation and the Utah legislation, which began digital signature legisla-
tion, were unable to gain additional adherents within the United States.
Indeed, Utah ultimately repealed its digital signature legislation.® None-
theless, the approaches these two states advocated did gain international
adherents.

On the international level, Singapore became the first country to enact
the Model Law on Electronic Commerce, passing its Electronic Transac-
tions Act on July 10, 1998.% This is the “good news.” Though the Singa-
pore legislation purported to enact the Model Law, it borrowed liberally
as well from U.S. precedent. Many of its provisions are drawn from the
Illinois Electronic Commerce and Security Act and the Utah Digital Sig-

65. Electronic Signatures in Global and National Commerce Act, 15 U.S.C. §§ 7001—
21 (2000).

66. Id. § 7002(a)(2)(A)(i1).

67. The creation in the Illinois Act of different categories of electronic signatures and
records has been argued to violate the principle of technology neutrality and thus to be
preempted by E-SIGN. At this stage, however, the preemption issues remain unresolved.
See generally Jamie A. Splinter, Does E-Sign Preempt the Illinois Electronic Commerce
Security Act?,27 S. ILL. U. L.J. 129 (2002).

68. See UTAH CODE ANN. §§ 46-3-101 to -104 (1996), repealed by 2006 Utah Laws,
ch. 21, § 13.

69. Electronic Transactions Act, No. 25, Cap. 88 (1998) (Sing.).
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nature Act.”” Singapore’s action was not an isolated incident; others,
such as Germany’' and Malaysia,”* followed suit. The European Union,
in an effort to avoid diverse and incompatible electronic commerce re-
gimes among its countries, adopted an electronic signature directive giv-
ing special weight and importance to digital signatures.”

The emergence of these types of digital signature legislation created a
demand within UNCITRAL from countries that wanted more specific
and detailed rules such as those in the digital signature legislation. There
was an attempt (by the United States) to push for a convention based on
the Model Law on Electronic Commerce, but work nonetheless pro-
ceeded first on electronic signatures.” The result was the Model Law on
Electronic Signatures, completed by UNCITRAL in 2001 (or “Second
Model Law”).

As a key participant in its deliberations observed, “the negotiation of
the [S]econd [M]odel [L]aw proved to be more difficult” than the negoti-
ation of the earlier Model Law on Electronic Commerce.” The debates
during the drafting of the Second Model Law reflected divergent views
on whether countries should take a leading role in defining technologies
to be used by private parties, the degree to which party autonomy was to
be respected, whether the law should reflect or direct developments in
electronic commerce, and the appropriate level of government regulation
of security in private relationships.”” The United States, where digital
signature legislation was born, in many respects disinherited its child,
and worked within UNCITRAL to keep the legislation as nonregulatory
and permissive as possible.”” Industry groups such as the Internet Policy

70. Compare id., with Illinois Electronic Commerce and Security Act, 5 ILL COMP.
STAT. 175 (1999), and Utah Digital Signature Act, UTAH CODE. ANN. §§ 46-3-101 to
-504 (1999).

71. Gesetz zur Digitalen Signatur [Signaturgesetz] [SigG] [German Digital Signatures
Act 1997], Jun. 13, 1997, BGBI. I at 1870, 1872 (F.R.G.), available at http://net-law.de/
gesetze/sigg.htm.

72. Digital Signature Act (1997) (Malay.), available at http://www.parlimen.gov.my/
actindexbi/pdf/ACT-562.pdf.

73. A Community Framework for Electronic Signatures, Council Directive 1999/93,
2000 O.J. (L 13), 12 [hereinafter Council Directive 1999/93].

74. See UNCITRAL, Working Group on Elec. Commerce, Proposal by the United
States, UN. Doc. A/CN.9/WG.IV/WP.77 (May 25, 1998).

75. Faria, supra note 51, at 30.

76. For the “official” summary of some of those debates, sece UNCITRAL MODEL
LAW ON ELECTRONIC SIGNATURES WITH GUIDE TO ENACTMENT 2001, supra note 15, at 13,
99 18-19.

77. For the views of one of the American participants in the process, see Do You
Know Who You Are Doing Business with? Signatures in a Digital Age: Hearing Before
the H. Comm. on Science Subcomm. on Tech. (Oct. 28, 1997) (testimony of Stewart A.
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and Law Forum,” joined by academics,” were critical of this digital sig-
nature legislation. But the pressure to do something beyond the Model
Law on Electronic Commerce to provide added “security,” combined
with a fascination with the new technology and a desire to lead the way
in the field, created momentum within UNCITRAL to move forward in
the field.”

The final product, the Model Law on Electronic Signatures, was de-
scribed in its accompanying Guide to Enactment as “[bJuilding on the
fundamental principles underlying article 7 of the UNCITRAL Model
Law on Electronic Commerce” with a “modest but significant addition”
offering “practical standards against which the technical reliability of
electronic signatures may be measured.”®" It purported to reflect the prin-
ciple of “technology neutrality” as well.** The Guide to Enactment did
recognize the argument that “some countries consider that the legal is-
sues related to the use of electronic signatures have already been solved
by the UNCITRAL Model Law on Electronic Commerce and do not plan
to adopt further rules on electronic signatures until market practices in
that new area are better established,” but opined that those also adopting
the Model Law on Electronic Signatures “may expect additional bene-

Baker, Steptoe & Johnson LLP), available at http://wbenton.tripod.com/tech/digisig
testimony.htm.

78. ILPF ANALYSIS OF ELECTRONIC SIGNATURE INITIATIVES, supra note 64.

79. See, e.g., C. Bradford Biddle, Legislating Market Winners: Digital Signature
Laws and the Electronic Commerce Marketplace, 34 SAN DIEGO L. REv. 1225, 1226-27
(1997); Winn, supra note 59, at 357.

80. Contributing to the pressure was the fact that the European Union in 1999
adopted a digital signature directive. Council Directive 1999/93, supra note 73, at 14.
The goal of the directive was to harmonize the law among the Member States, which had
taken divergent directions to electronic commerce: Germany and Italy were great suppor-
ters of digital signature legislation, while States such as the United Kingdom shared the
skepticism of many about the viability of such legislation, preferring instead the more
flexible and technology-neutral approach exemplified in the UNCITRAL Model Law on
Electronic Commerce. The existence of the directive, however, was an extremely influen-
tial factor in the debates leading to the evolution of the UNCITRAL Model Law on Elec-
tronic Signatures, as it was effectively viewed as the “law” and the position of all the EU
Member States.

81. UNCITRAL MoODEL LAW ON ELECTRONIC SIGNATURES WITH GUIDE TO
ENACTMENT 2001, supra note 15, at 8, 4 4.

82. Id. art. 3. See also id. at 9, 9 5; id. at 18,9 27; id. at 21, 9 34; id. at 33, 4/ 67; id. at
40, 9 88; id. at 4849, 4 107. Nonetheless, the Guide to Enactment makes it clear that the
purpose of the Model Law was to validate the use of one particular technology—digital
signatures—and to provide a structure for its implementation. /d. at 18-19, § 28 (“The
Model Law thus provides common grounds for [public key infrastructure] systems rely-
ing on independent certification authorities and electronic signature systems where no
such independent third party is involved in the electronic signature process.”).
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fits” in providing guidance in the establishment of public key infrastruc-
tures (although it was not necessarily limited to such systems).*

Despite this language about the relationship between the two model
laws, the Model Law on Electronic Signatures represented an important
departure in tone and direction from its older sibling. While the earlier
Model Law merely provided that an electronic signature could satisfy the
legal requirements of a signature if it was “as reliable as was appropri-
ate,” the Model Law on Electronic Signatures set out the circumstances
under which an electronic signature was considered to be reliable.* It
also set out rules for assessing the conduct of the signatory,* the relying
party,®® and any certification service provider,®” as well as standards for
determining the trustworthiness of systems, procedures, and human re-
sources.®® All of the detailed rules have one primary (or sole) application:
the use of digital signatures in public key infrastructures.*® The Model
Law on Electronic Signatures was thus more specific, with less flexible
rules, and gave more power to governments to set the rules for determin-
ing the acceptability of electronic signatures. More significantly, while
the Model Law on Electronic Commerce had been acceptable to a wide
variety of nations, the Model Law on Electronic Signatures was more
controversial.

Once the Model Law on Electronic Signatures was completed (and
even before then), it too began to have an impact. Or, in Professor Mac-
donald’s words, depending upon one’s view, the “virus” had begun to
spread.”” The Model Law on Electronic Signatures, though it did not re-
ceive the same reception as the Model Law on Electronic Commerce, did
gain a number of adherents.”’ Just as the Model Law on Electronic

83. Id.

84. Id. art. 6(3).

85. Id. art. 8.

86. Id.art. 11.

87. Id. art. 9.

88. Id. art. 10.

89. Indeed, a fair amount of the UNCITRAL Model Law on Electronic Signatures
Guide to Enactment is devoted to explaining the operation of digital signatures and public
key infrastructures. See id. at 20-31, 9 31-62.

90. See Macdonald, supra note 13, at 635—49 (discussing the viral propagation meta-
phor).

91. Though it is difficult to determine the extent to which the Model Law on Elec-
tronic Signatures has had favorable reception, as most of the digital signature legislation
predates the Model Law on Electronic Signatures, the UNCITRAL website reports that
legislation based on the UNCITRAL Model Law on Electronic Signatures has been
adopted in China (2004), Mexico (2003), Thailand (2001), the United Arab Emirates
(2006), and Viet Nam (2005), and that legislation influenced by the principles on which
the Model Law is based has been enacted in Costa Rica (2005). UNICTRAL Model Law
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Commerce has been used for regional harmonization projects, the Model
Law on Electronic Signatures has been advanced as a template for re-
gional harmonization projects on cyberlaw.”

Yet, in fashioning their own laws, some countries relied less on the
Model Law on Electronic Signatures than on other digital signature legis-
lation. An example is China, with its enactment of the Electronic Signa-
tures Law and the Administrative Measure on Electronic Certification
Service.” Other countries that jumped on the digital signature bandwa-
gon include Dubai and Nepal.”* One commentator has noted that cross-
border recognition of signatures and their supporting devices, one of the
primary goals of the Model Law on Electronic Signatures, “remains a
largely unsettled issue,”” mainly because of the lack of worldwide im-
plementation of common standards.

It should be noted, however, that most if not all of the countries that
have recently adopted digital signature legislation have been developing

on Electronic Signatures—Status, http://www.uncitral.org/uncitral/en/uncitral_texts/elec
tronic_commerce/2001Model_status.html (last visited Apr. 5, 2009).

However, as noted, other countries, such as Germany, have independently
adopted legislation more akin to the UNCITRAL Model Law on Electronic Signatures.
See Minyan Wang, A Review of Electronic Signatures Regulations: Do They Facilitate or
Impede International Electronic Commerce?, 156 ACM INT. CONF. PROC. SERIES 548
(2006), abstract available at http://portal.acm.org/citation.cfm?id=1151454.1151458#.
Other countries have adopted legislation dealing specifically with and giving special
treatment to digital signatures and their use in electronic commerce. See Jeff Hynick,
May I Borrow Your Mouse? A Note On Electronic Signatures in The United States, Ar-
gentina and Brazil, 12 Sw. J. L. & TRADE AM. 159, 174-75 (2005) (noting the lack of
technology neutrality in the digital signature statutes in Argentina and Brazil, and their
lack of flexibility to accommodate advances in technology).

92. See, e.g., UNCTAD, E. Af. Cmty. Secretariat, Report of the 2d Regional Task-
force Meeting on Cyber Laws, UN. Doc. EAC/TF/2/2008 (Jun. 23-25, 2008).

93. See generally Gao Fuping, Implementation of the Electronic Communications
Convention: A Chinese Perspective, in UN. GUIDE TO ELECTRONIC COMMUNICATIONS,
supra note 18, at 385. See also Chu & Lei, supra note 58, at 342; Aashish Srivastava, No
Rice, No Wife to Cook: An Analysis of the Electronic Signatures Law of China, 13 INT’L
J.L. & INFO. TECH. 437, 438 (2005).

94. Other examples of countries with a required digital signature regime such as Chi-
na’s include Nepal and Dubai. Stephen E. Blythe, On Top of the World and Wired: A
Critique of Nepal’s E-Commerce Law, 8 J. HIGH TECH. L. 1 (2008). See also Stephen E.
Blythe, Azerbaijan’s E-Commerce Statutes: Contributing to Economic Growth and Glo-
balization in the Caucasus Region, 1 COLUM. J. E. EUR. L. 44 (2007) (noting that Azer-
baijan has a permissive digital signature regime); Stephen E. Blythe, The Dubai Electronic
Transactions Statute: A Prototype for E-Commerce Law in the United Arab Emirates and
the G.C.C. Countries, 23 J. ECON. & ADMIN. ScI. 103, 111, 114 (2007), available at
http://jeas.cbe.uacu.ac.ae/jeas2007 Jun/04 Stephen.pdf (explaining and analyzing Du-
bai’s Electronic Transactions Law).

95. Faria, supra note 51, at 30.
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countries. Moreover, most of the countries that have adopted digital sig-
nature legislation or even the hybrid version exemplified by the Euro-
pean Union have found that it has failed to promote the use of digital
signature technology in electronic commerce. While the use of digital
signatures has increased, it has not been in the business context that the
digital signature legislation contemplated. Several studies in the Euro-
pean Union from 2002 to 2006 illustrate this point. The first, undertaken
on behalf of the European Commission in 2002, found that there was “no
natural market demand” for qualified certificates and related services,”®
and “low market uptake” of public key infrastructure technologies.”” The
report observed that the directive “focuses strongly on one business
model which took center stage from 1998 to 2000, but which has since
been replaced by a more heterogencous and complex market.””® A
second study in the United Kingdom revealed similar results about the
marketplace.” A final report issued by the Commission in 2006 on its
electronic signatures directive found that private parties had not been
using digital signatures in their private transactions with commercial par-
ties,'™ and that there has been a “very slow take up” on the use of ad-
vanced or qualified electronic signatures, yet it also found that many oth-
er simpler electronic signature applications had become available.'”' The
report advanced a number of theories for these findings: technical prob-

96. Interdisciplinary Ctr. for Law & Info. Tech., The Legal and Market Aspects of
Electronic Signatures: Legal and Market Aspects of the Application of Directive
1999/93/EC and Practical Applications of Electronic Signatures in the Member States,
the EEA, the Candidate and the Accession Countries (2003) (prepared by Jos Dumortier
et al.), available at http://ec.europa.eu/information_society/ecurope/2005/all_about/
security/electronic_sig_report.pdf.

97. Id.q5.1.

98. 1d.9§5.5.3.

99. RICHARD WILSHER & JANE HILL, DEP’T OF TRADE & INDUS., REPORT ON THE
ImPACT IN THE UNITED KINGDOM OF THE EC ELECTRONIC SIGNATURES FRAMEWORK
DIRECTIVE, 2003, Doc. DTI TFBJ/C/003/006 1X, 2003, at 7, quoted in Winn & Yuping,
supra note 61, at 441 n.85 (“[T]he study uncovered a far greater degree of indifference,
cynicism and lack of faith in private sector use of electronic signatures than it did enthu-
siasm and belief in a burgeoning market.”).

100. See Report on the Operation of Directive 1999/93/EC on a Community Frame-
work for Electronic Signatures, § 5.2, COM (2006) 120 final (Mar. 15, 2006) [hereinafter
Report on the Operation of Council Directive 1999/93]. See also Jane K. Winn & Brian
H. Bix, Diverging Perspectives on Electronic Contracting in the U.S. and EU, 54 CLEV.
ST. L. REV. 175, 180 (2006) (discussing substantive and procedural fairness in electronic
contracting between individuals and commercial parties).

101. Report on the Operation of Council Directive 1999/93, supra note 100, § 3.1. The
use of digital signatures was found to be limited to the e-banking and e-government are-
nas. Id. 4 3.2.
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lems in the market place, a lack of criteria for certification and mutual
recognition, a lack of interoperability at national and cross-border levels,
and the existence of isolated areas where certificates were used for a sin-
gle purpose.'” The Commission report noted that

[t]The main reason for the slow take-off of the market is economic: ser-
vice providers have little incentive to develop multi-application elec-
tronic signature[s] and prefer to offer solutions for their own services,
for instance, solutions developed by the banking sector. This slows
down the process of developing interoperable solutions. The lack of
applications . . . might also prevent the development of a multi-purpose
e—signellgglre, which requires reaching a critical mass of users and
usage.

Some developing countries had adopted electronic commerce legisla-
tion with a hope that by eliminating the barriers to electronic trade they
might promote greater electronic commerce by their businesses. What
these studies were beginning to demonstrate is that hopes of building
strong digital signature infrastructures were not even being realized in
developed countries through digital signature legislation.'**

Professor Jane Winn, a noted scholar in the field, predicted this result
shortly after the Model Law on Electronic Signatures was completed:

Some . . . believed that the E-Signatures Model Law was based on an
outmoded idea of how digital signatures are likely to be used in Internet
commerce and thought that the Model Law compounded this shortcom-
ing by mandating risk allocation rules that are counter-intuitive and un-
productive. In addition, the E-Signatures Model Law was promulgated
by UNCITRAL after developed countries had already passed laws deal-
ing with the same subject matter in quite different ways than the Model
Law. Because it is unlikely any developed countries are going to repeal
their current laws in order to enact legislation based on the Model Law,
the Model Law is unlikely to achieve its objective of harmonizing law
in this area. What it is likely to do, however, is encourage developing
countries to pass laws that are out of step with actual commercial prac-
tice in Internet commerce, further disadvantaging their local businesses
that try to compete in the global information economy.lo5

102. Id. 93.3.2.

103. Id. 95.2.

104. See, e.g., Winn & Yuping, supra note 61, at 417 (suggesting that “government
efforts to promote the use of electronic commerce among local businesses will require
much more than transferring legislative models created for developed market economies
to transition economies such as China’s if they are to succeed”).

105. Jane Winn, Electronic Commerce Law: 2001 Developments, 57 BUSs. LAw. 541,
550 (2001). Others knowledgeable in the field have agreed. See John D. Gregory, Cana-
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Professor Winn’s views, though they may be shared by many people in
many countries, have not been universally adopted. The European Com-
mission was not deterred by the failure of the market to adopt digital sig-
natures; instead, it stated that it would continue to encourage the devel-
opment of e-signatures services and applications, with an emphasis on
interoperability and cross-border use.'” So while the jurisdiction that
pioneered it all, Utah, repealed its law, the first digital signature law, fif-
teen years after its passage,'”’ with the observation that the legislation
had been unsuccessful in encouraging the establishment of digital signa-
ture systems,'® digital signature and electronic signature legislation con-
tinues to find fertile ground for propagation in other countries.

V. LESSONS FROM THE TWO MODEL LAWS

The two UNCITRAL Model Laws tell different stories. One, the Mod-
el Law on Electronic Commerce, though criticized for not doing enough,
gained great acceptance throughout the world. The other, criticized for
doing too much, has nonetheless also been utilized as a guide for coun-
tries wishing to adapt their laws for electronic commerce. Neither has
been enacted uniformly, and variations exist in their implementation
from country to country. Could it be said that one of the Model Laws is
more successful than the other?

Judging from the goals of the two laws, the Model Law on Electronic
Commerce is arguably more successful. Its main goal was the removal of
legal barriers to electronic commerce, a goal it has to some degree
achieved. The goal of the Model Law on Electronic Signatures was lof-

dian and American Legislation on Electronic Signatures with Reflections on the Euro-
pean Union Directive (2001), http://droit-internet-2001.univ-paris1.fr/pdf/ve/Gregory J.pdf
(“[E]-commerce is global in scope, and neither country wants to take a seriously different
approach from its major partners.”).

106. Winn, supra note 105.

107. The bill repealing the Utah Digital Signature Act was signed into law in 2006.
S.B. 20, 2006 Leg., Gen. Sess. (Utah 2006) (enacted). For the repeal of the Utah Digital
Signature Statute Rules, see 22 UTAH BULL. 16 (Nov. 15, 2007).

108. See Wendy Leibowitz, Utah Will Repeal Its Digital Signature Law, Never Used,
as Tech, National Law Diverged, 10 Electronic Com. & L. Rep. (BNA) No. 48 (Dec. 21,
2005), available at http://ipcenter.bna.com/pic2/ip.nst/id/BNAP-6KCM2E?OpenDocument
&PrintVersion=Yes (On March 10, 2006, Utah’s Governor signed S.B. 20, supra note
107, repealing the Utah Digital Signature Act because no one was using digital signa-
tures.). Although electronic commerce has not gone heavily into digital signatures and
public key infrastructures, a number of governments in Europe use it for communications
with the government in areas such as tax filings and identity cards. See DESIGNING E-
GOVERNMENT: ON THE CROSSROADS OF TECHNOLOGICAL INNOVATION AND INSTITUTIONAL
CHANGE (J.E.J. Prins ed., 2001).
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tier: to set common standards for the recognition of electronic signatures
in a way that allowed for cross-border recognition. As noted, that has not
occurred. The differences, however, are greater. The Model Law on
Electronic Commerce was built on prior business practices that had
evolved internationally, and found much inspiration in the trading partner
agreements that had been drafted over the years for use by commercial
parties. The Model Law on Electronic Signatures was built on a technol-
ogy that had not yet received widespread use, and was an attempt to
guide the development of business practices and norms. And while the
Model Law on Electronic Commerce gave great leeway to parties to de-
termine their own levels of security in their business dealings, the Model
Law on Electronic Signatures gave a greater role to governmental entities
to determine the trustworthiness of signature technologies.

Arguably, while the Model Law on Electronic Commerce emphasized
the common goal of many countries to accommodate electronic com-
merce to paper-based rules by establishing an equivalence between the
two, the Model Law on Electronic Signatures emphasized the distinc-
tions among countries based to a large extent on cultural predispositions.
The first Model Law on Electronic Commerce resonated with societies
where there was emphasis on a free marketplace with the maximum
amount of party autonomy, where the thought was that practice should
lead and the law should follow. The Model Law on Electronic Signa-
tures, however, represented a different philosophy: that the law should
lead and tell private commercial parties the manner in which they should
do business. Although the Model Law on Electronic Signatures carefully
tried to continue the emphasis on technology neutrality and party auton-
omy, it was readily adaptable (and has been adapted) in ways that under-
cut these basic notions.

The comparison of the Model Law on Electronic Commerce and the
Model Law on Electronic Signatures vividly illustrates the point that not
all “soft laws,” though drafted by the same body on roughly the same
subject matter, are equal. Though both Model Laws professed to be flex-
ible in their implementation, the Model Law on Electronic Commerce
may be characterized as setting forth general principles (e.g., an electron-
ic signature may satisfy signature requirements if it is reliable), whereas
the Model Law on Electronic Signatures attempted to lay out the stan-
dards by which the general principle was to be applied.'” The Model

109. There is another example in electronic commerce demonstrating that attempts to
develop rigid detailed rules for electronic commerce may be doomed, compared to at-
tempts to develop more general principles that can be adapted to changes in technology
and the evolution of practices. The UETA (adopted in 1999), consisting of only twenty-
one provisions, has been adopted in forty-eight states and jurisdictions and become the
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Law on Electronic Commerce is an example of principles-based harmo-
nization, as opposed to rules-based harmonization exemplified by the
Model Law on Electronic Signatures.

Of course, the success of the Model Laws should not be measured
solely on the basis of the number of enactments; as noted above, enact-
ments may or may not result in harmonization. Moreover, harmonization
may not be the only criteria by which to measure success. Articulation of
the legal issues by a body of the stature of UNCITRAL performs the im-
portant function of educating people about some of the legal ramifica-
tions of using electronic technologies: “[tlhe Commission noted with
satisfaction that the Working Group had become generally recognized as
a particularly important international forum for the exchange of views
regarding the legal issues of electronic commerce and for the preparation
of solutions to those issues.”''’

Second, apart from its pure educational value, the Model Law serves as
a framework for countries that wish to draft their own law on electronic
commerce, rather than adopt in full the work of the United Nations. In
some countries, such as Sweden, the Model Law may be used as a guide
for reviewing existing legislation to determine whether it satisfies the
principles laid out in the Model Law. It is noteworthy that the provisions
of the Model Law on Electronic Commerce are even being used by
UNCITRAL, which includes them in its other products in an attempt to

foundation of federal legislation. Uniform Law Commissioners: The National Conference
of Commissioners on Uniform State Laws, A Few Facts About the Uniform Electronic
Transactions Act, http://nccusl.org/Update/uniformact_factsheets/uniformacts-fs-ueta.asp
(last visited Apr. 3, 2009). The Uniform Computer Information Transactions Act
(“UCITA”), completed the same year and consisting of some 121 provisions attempting
to set forth rules covering all aspects of computer information transactions, was enacted
in only two states. Uniform Law Commissioners: The National Conference of Commis-
sioners on Uniform State Laws, A Few Facts About the Uniform Computer Information
Transactions Act, http://nccusl.org/Update/uniformact_factsheets/uniformacts-fs-ucita.asp
(last visited Apr. 3, 2009). The latter effort, however, laid the foundation for another “soft
law” project, the Principles of Software Contracting, which will receive final approval by
its sponsor, the American Law Institute, in May 2009. Maureen A. O’Rourke, An Essay
on the Challenges of Drafting a Uniform Law of Sofiware Contracting, 10 LEWIS &
CLARK L. REV. 925, 926 (2006). It remains to be seen whether this “soft law” project will
be any more successful than its predecessor, UCITA. What differentiates the two? One is
a proposed law that, upon enactment, is “hard law”; the other consists of mere sugges-
tions for either judicial or legislative adaptation, but does not purport to be a statute. One
is a long, detailed set of rules and standards; the other is flexible principles. The Prin-
ciples do not seek to restate the developing law. Rather, they seek to “identify . . . trans-
actions giving rise to disputes and litigation because they do not fit well within existing
law and . . . address them in a technology-neutral way.” Id. at 931.
110. ELECTRONIC COMMERCE GUIDE TO ENACTMENT, supra note 33, 9 16.
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accommodate electronic commerce.''" Third, even in the absence of
positive domestic law adopting the provisions of the Model Law, it is
possible that when disputes arise in the international context, the Model
Law may be used as an authoritative source of norms (even if not bind-
ing) in the application of relevant domestic legal principles.

In this respect, it is the process that is important: Who are the partici-
pants? What is the nature of the discussions? How are the debates
framed? From the perspective of at least one participant in the process,
there was a substantial difference between the negotiations on the Model
Law on Electronic Commerce and the Model Law on Electronic Signa-
tures. The former negotiations were populated by those who, struggling
to understand the nature of electronic commerce, were open-minded as to
possible solutions and were not advocates of a particular technology or
position. As a result, there was substantial give and take among the par-
ticipants and more learning resulted. By the time of the negotiations on
the Model Law on Electronic Signatures, countries’ views had solidified
more around preferred approaches and desirable technologies; the partic-
ipants were more often instructed by their governments on what positions
to take, and there was more jockeying in trying to achieve ultimate goals.
Academics and businesspeople were more common in the first set of ne-
gotiations, government functionaries and diplomats in the second. And,
as has been observed, it is more difficult to produce detailed and precise
rules (as the Model Law on Electronic Signatures attempted to do) than
flexible, open-ended provisions that can accommodate diversity.'"?

VI. ACT THREE: THE UNCITRAL CONVENTION ON THE USE OF
ELECTRONIC COMMUNICATIONS IN INTERNATIONAL CONTRACTS

The Model Law on Electronic Commerce was completed in 1996, and
the Model Law on Electronic Signatures was completed in 2001. As
UNCITRAL began to consider what other work, if any, to undertake in
the area of electronic commerce, the concept that had surfaced earlier,
preparing a convention as opposed to a model law, was resurrected. Al-
though there were cogent arguments that the two model laws were suffi-
cient to provide countries with a structure for electronic commerce, it
was argued that a convention “could contribute to the legislative arsenal
of means of increasing legal certainty or commercial predictability in
electronic business transactions—alongside [the Model Law on Electron-

111. See Block-Lieb & Halliday, supra note 16, at 864.

112. Harry C. Sigman, Comments at the Dennis J. Block Center for the Study of Inter-
national Business Law and the Brooklyn Journal of International Law Symposium: Rul-
ing the World: Generating International Legal Norms (Oct. 24, 2008).
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ic Commerce].”""® Such a convention would apply to transactions under
international conventions like the Convention on the International Sale of
Goods, where the application of countries’ domestic electronic com-
merce laws might be problematic, and since a convention was arguably
easier for some countries to adopt than a model law, this type of conven-
tion would encourage wider adoption of electronic commerce rules.'™*
But for some, the strongest argument was that the “hard law” of a con-
vention would visibly demonstrate that the principles on which it is
based are no longer tentative, but are viable, workable solutions that “de-
serve more legal force behind them.”'"> An unarticulated hope for some
participants was that a convention would encourage countries to abandon
alternative approaches based on specific technology and represent a re-
turn to the technology-neutral, media-neutral principles on which the
original Model Law on Electronic Commerce was based.''°

The United Nations Convention on the Use of Electronic Communica-
tions in International Contracts (“Convention”) has been described as
building on the Model Law on Electronic Commerce.''” The terminology
used in the Convention is drawn from the Model Law on Electronic
Commerce.'"® More importantly, many of the Convention’s key provi-

113. John D. Gregory, The Proposed UNCITRAL Convention On Electronic Contracts,
59 Bus. LAw. 313, 317 (2003). See also SECRETARIAT’S EXPLANATORY NOTE, supra note
15, 99 21-25.

114. See Gregory, supra note 113, at 317.

115. Id.

116. “Legal analysis had shown, however, that, despite an acceptable degree of har-
monization, ‘many of the proposed and current laws are mutually exclusive; others disag-
ree on basic principles, despite the stated desire to coordinate the drafting of domestic
laws.”” Faria, supra note 51, at 31-32, (quoting Christopher T. Poggi, Electronic Com-
merce Legislation: An Analysis of European and American Approaches to Contract For-
mation, 41 VA. J. INT’L L. 224 (2000)).

117. José Angelo Estrella Faria, The United Nations Convention of the Use of Elec-
tronic Communications in International Contracts—An Introductory Note, 55 INT'L &
Comp. L.Q. 689, 690 (2006).

118. More specifically, it adopts the vernacular of the UNCITRAL Model Law on
Electronic Commerce of referring to “data messages.” Compare 2005 UNITED NATIONS
CONVENTION ON THE USE OF ELECTRONIC COMMUNICATIONS IN INTERNATIONAL
CONTRACTS, supra note 15, art. 4(c), with UNCITRAL MODEL LAW ON ELECTRONIC
COMMERCE, supra note 15, art. 2(a). Compare also 2005 UNITED NATIONS CONVENTION
ON THE USE OF ELECTRONIC COMMUNICATIONS IN INTERNATIONAL CONTRACTS, supra note
15, art. 4(d), with UNCITRAL MODEL LAW ON ELECTRONIC COMMERCE, supra note 15,
art. 2(c) (originator); 2005 UNITED NATIONS CONVENTION ON THE USE OF ELECTRONIC
COMMUNICATIONS IN INTERNATIONAL CONTRACTS, supra mnote 15, art. 4(e), with
UNCITRAL MODEL LAW ON ELECTRONIC COMMERCE, supra note 15, art. 2(d) (addres-
see); 2005 UNITED NATIONS CONVENTION ON THE USE OF ELECTRONIC COMMUNICATIONS
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sions have their roots in the Model Law: the basic concept that commu-
nications or contracts shall not be denied validity or enforceability solely
because of their electronic form;'”’ the treatment of form requirements
such as writing requirements,'* signature requirements,'>' and require-
ments for an original; and the basic rules on time and place of dispatch
and receipt of electronic communications.'* Not all of the substantive
provisions of the Model Law on Electronic Commerce were carried over
into the Convention; dropped were those provisions that had been omit-
ted from many domestic implementations of the Model Law.'> Lastly,
there were articles added to the Convention that were absent in the Mod-
el Law.'* Significantly, several of the newer additions had originally
appeared in domestic legislation that was based on the Model Law on
Electronic Commerce, continuing the symbiotic process between interna-

IN INTERNATIONAL CONTRACTS, supra note 15, art. 4(f), with UNCITRAL MODEL LAwW
ON ELECTRONIC COMMERCE, supra note 15, art. 2(f) (information system).

119. Compare 2005 UNITED NATIONS CONVENTION ON THE USE OF ELECTRONIC
COMMUNICATIONS IN INTERNATIONAL CONTRACTS, supra note 15, art. 8, with
UNCITRAL MoODEL LAW ON ELECTRONIC COMMERCE, supra note 15, art. 5 (information
shall not be denied legal effect, validity, or enforceability) and id. art. 11 (contract shall
not be denied legal effect).

120. Compare 2005 UNITED NATIONS CONVENTION ON THE USE OF ELECTRONIC
COMMUNICATIONS IN INTERNATIONAL CONTRACTS, supra note 15, art. 9(2), with
UNCITRAL MODEL LAW ON ELECTRONIC COMMERCE, supra note 15, art. 6.

121. Compare 2005 UNITED NATIONS CONVENTION ON THE USE OF ELECTRONIC
COMMUNICATIONS IN INTERNATIONAL CONTRACTS, supra note 15, art. 9(3), with
UNCITRAL MoODEL LAW ON ELECTRONIC COMMERCE, supra note 15, art. 7.

122. Compare 2005 UNITED NATIONS CONVENTION ON THE USE OF ELECTRONIC
COMMUNICATIONS IN INTERNATIONAL CONTRACTS, supra note 15, art. 10, with
UNCITRAL MODEL LAW ON ELECTRONIC COMMERCE, supra note 15, art. 15.

123. Notable absences are the following provisions of the UNCITRAL Model Law on
Electronic Commerce: Article 9 on the admissibility and evidentiary weight of data mes-
sages; Article 13 on the attribution of data messages (a concept that was not always car-
ried over into domestic laws; Article 14 regarding acknowledgement of receipt (which
only applies if the parties themselves require such an acknowledgement); and the special
rules in part two of the Model Law on the carriage of goods. The omission of the rules in
part two bears emphasis: those rules were attempts to apply the general principles of the
Model Law to the specific area of the carriage of goods, and were the most detailed and
specific of the Model Law’s rules.

124. The three key new sections are Article 11 (invitations to make offers); Article 12
(use of automated message systems for contract formation), and Article 14 (error in elec-
tronic communication). UNCITRAL MODEL LAW ON ELECTRONIC COMMERCE, supra note
15. The latter two sections were based on domestic legislation that had been enacted (e.g.,
the UETA in the United States), while the first responded to concerns about the legal
status of offerings on websites and in other electronic communications.
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tional and domestic efforts.'” Throughout the Secretariat’s Explanatory
Note that accompanies the printed version of the Convention, there is
repeated discussion of the Convention’s roots in the Model Law on Elec-
tronic Commerce and comparison of the Model Law’s provisions of that
Model Law to those in the Convention. Thus, there appears to be a
process of restatement (of those provisions that have worked),'*® refine-
ment (of those provisions that need adjustment), rejection (of provisions
deemed unneeded or ultimately unworkable), and reinforcement (through
the addition of other related provisions). Notably absent in the Secreta-
riat’s Explanatory Note accompanying the Convention is any discussion
of the other Model Law; in fact, there are only three passing references to
the Model Law on Electronic Signatures.'?’

As of the date of this Article, almost four years after the final adoption
of the Convention on the Use of Electronic Communications in Interna-
tional Contracts in 2005, it has been signed by eighteen countries (not
including the United States)'*® but has received no ratifications. The rea-

125. Article 14 on errors in electronic communications is one such provision. See
SECRETARIAT’S EXPLANATORY NOTE, supra note 15, § 225 (“Recent legislation on elec-
tronic commerce, including some domestic enactments of the UNCITRAL Model Law,
contain[s] provisions dealing with error . . . .”). Article 14 was “inspired by two statutes
that aimed to implement the [U.N.] Model Law on Electronic Commerce, namely the
Uniform Electronic Transactions Act . . . of the United States and the Uniform Electronic
Commerce Act . . . of Canada.” John D. Gregory & Joan Remsu, Article 14: Error in
Electronic Communications, in UN. GUIDE TO ELECTRONIC COMMUNICATIONS, supra
note 18, at 198, 200. These pieces of domestic legislation were in turn based on trading
partner or interchange agreements that frequently set forth error detection procedures and
rules for assigning risk of error.

Article 12 on automated message systems also had its roots in domestic legisla-
tion. UNCITRAL, Working Group on Elec. Commerce, Report of the Working Group on
Electronic Commerce on the Work of Its Forty-Second Session, § 124, U.N. Doc.
A/CN.9/546 (Dec. 8, 2003) (“A number of jurisdictions have found it necessary or at
least useful to enact similar provisions in domestic legislation on electronic commerce.”).
This domestic legislation included acts in the United States, UNIF. ELEC. TRANS. ACT §
14(1) (2000); Canada, UNIF. ELEC. CoM. ACT § 20 [ECA]; and the European Union,
Council Directive 95/46, art. 15,9 1, 1995 O.J. (L 281) 31.

126. The Convention could be viewed as a statement that the principles set forth in the
Model Law had obtained sufficient consensus and support so that hard law treatment in a
convention was possible and desirable.

127. See SECRETARIAT’S EXPLANATORY NOTE, supra note 15, 4 22, 287 (Convention
taken up after UNCITRAL Model Law on Electronic Signatures); id. § 150 (referring to
the UNCITRAL Model Law on Electronic Signatures Guide to Enactment for a descrip-
tion of digital signatures).

128. The following countries are signatories to the Convention: Central African Re-
public, China, Colombia, Honduras, the Islamic Republic of Iran, Lebanon, Madagascar,
Montenegro, Panama, Paraguay, the Philippines, the Republic of Korea, the Russian Fed-
eration, Saudi Arabia, Senegal, Sierra Leone, Singapore, and Sri Lanka. Status—United
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son for the lack of action is unclear: do countries believe that there is no
need for the Convention in light of the wide adoption of electronic com-
merce legislation? Or are countries waiting to see if the major proponent
of the Convention, the United States, will enact it?

Efforts are underway in the United States to achieve ratification, but
the internal problems involved in ratification as the result of our federal-
ist system are significant.'”® There is a drafting committee within the
Uniform Law Conference in the United States exploring possible me-
chanisms for implementing the Convention should it be ratified."** There
are many reasons for the United States to implement the Convention. In
its E-SIGN legislation, the United States adopted the principles of the
Model Law on Electronic Commerce as part of its foreign policy. Part
three of E-SIGN, which is directed to international developments, pro-
vides that the “Secretary of Commerce shall promote the acceptance and
use, on an international basis, of electronic signatures,”13 " but more spe-
cifically, encourage governments to “[r]emove paper-based obstacles to
electronic transactions by adopting relevant principles from the Model
Law on Electronic Commerce adopted in 1996 by [UNCITRAL].”"** E-
SIGN, however, does not give the same approval to more specific legis-
lation directed towards particular technologies.'” Given the support of

Nations Convention on the Use of Electronic Communications in International Contracts,
http://www.uncitral.org/uncitral/en/uncitraltexts/electronic_commerce/2005Conventio_status
html (last visited Apr. 5, 2009).

129. See Amelia H. Boss, The Future of the Uniform Commercial Code in an Increa-
singly International World, 68 OHIO ST. L.J. 349, 352-58 (2007).

130. The Committee to Implement the U.N. E-Commerce Convention is chaired by
Professor Henry Deeb Gabriel, Jr.; the reporter is Professor D. Benjamin Beard. Uniform
Law Commission—National Conference of Commissioners on Uniform State Laws,
http://www.nccusl.org/Update/DesktopDefault.aspx?tabindex=0&tabid=59 (last visited
Apr. 3,2009).

131. Electronic Signatures in Global and National Commerce Act, 15 U.S.C. §
7031(a)(1) (2000).

132. Id. § 7031(a)(2)(A). Three years earlier, the Clinton administration had specifical-
ly endorsed the work of UNCITRAL in the area of electronic commerce, saying “[t]he
United States Government supports the adoption of principles along these lines by all
nations as a start to defining an international set of uniform commercial principles for
electronic commerce.” William J. Clinton & Albert Gore, Jr., A Framework for Global
Electronic Commerce, http://people.hofstra.edu/peter j spiro/cyberlaw/framework.htm
(last visited Apr. 11, 2009).

133. Other principles are directly aimed at undermining digital signature-specific legis-
lation. For example, permitting parties to a transaction “to determine the appropriate au-
thentication technologies and implementation models for their transactions, with assur-
ance that those technologies and implementation models will be recognized and en-
forced.” 15 U.S.C. § 7031(a)(2)(B). Or, taking a “nondiscriminatory approach to electron-
ic signatures and authentication methods from other jurisdictions.” Id. § 7031(a)(2)(D).
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the United States for the Model Law and its encouragement of the Con-
vention within UNCITRAL, as well as the support the Convention has
received from the legal community,'** there is a possibility of its ratifica-
tion. Failure of the United States to ratify the Convention, however, may
be a disincentive for other countries to do so, and would therefore allow
the proliferation of different types of electronic commerce legislation to
continue.

If the Convention fails to achieve substantial (or any) ratifications, and
fails to come into force, would this mean it was a failure? If one meas-
ures success solely in terms of numbers of ratifications, and if one be-
lieves that a convention can only be successful if it comes into force, the
answer is yes. But if one considers not only the product, but the process
as well, there may be another answer. The existence of the Convention
has already provided the incentive to some countries to adopt its provi-
sions as a matter of domestic law,'* and one commentator has observed
that the Convention “has become a useful legislative tool for many de-
veloping countries.”*® In addition, the Convention has been used as the
template for regional electronic commerce harmonization projects.”’ The
Convention arguably serves another important educational point: it rein-
forces and ratifies the principles upon which the original Model Law on
Electronic Commerce was built. Those countries that have enacted digi-
tal signature legislation may find it necessary to reevaluate that legisla-
tion in light of the Convention’s provisions.'*®

134. The ABA House of Delegates at its 2006 Annual Meeting passed Resolution 303
recommending that the United States sign the Convention. Am. Bar Ass’n Annual Meet-
ing, Resolution 303 (Aug. 67, 2006), available at www.abanet.org/leadership/2006/
annual/dailyjournal/threehundredthree.doc. Two years later, it passed a second resolution
recommending ratification. Am. Bar Ass’n Annual Meeting, Resolution 100 (Aug. 11—
12, 2008), available at http://www.law.upenn.edu/bll/archives/ulc/ecom/2008augl1
resolution.htm. Similarly, the National Conference of Commissioners on Uniform State
Laws has indicated its support for the Convention.

135. See Jayantha Fernando, 4 Developing Country Perspective: The Impact of Elec-
tronic Communications Convention on Legislation in the South Asian Region, in U.N.
GUIDE TO ELECTRONIC COMMUNICATIONS, supra note 18, at 353, 355-73 (describing Sri
Lanka’s use of the Convention in its drafting of its own electronic commerce laws).

136. Id. at 355.

137. See Connolly, supra note 18, at 315 (describing the projects in Southeast Asia).

138. See Fernando, supra note 135 (comparing the degree to which the laws of Sri
Lanka and India are in conformity with the Convention, and noting that while the Con-
vention was taken into account in the drafting of the Sri Lankan legislation, it was not
considered in the drafting of either the Indian legislation or proposed amendments to that
legislation). As Fernando concludes: “[t]his review establishes that it is easier for a coun-
try to implement the Convention if it has adopted the Model Law on Electronic Com-
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CONCLUSION

The law of electronic commerce has evolved significantly over the past
two decades. The evolution of electronic commerce norms during that
period reinforces the lesson in other areas of commercial law: it is imper-
ative that any legal structure be built upon and reflect commercial prac-
tices in order for there to be an acceptable and viable system for trade.
The Model Law on Electronic Commerce was successful for that reason;
the Model Law on Electronic Signatures demonstrates the difficulties of
attempting to encourage particular business implementation structures
for the use of particular technologies where no prior foundation for them
exists in commercial practice. Second, while commercial practices are
developing or in flux, it is imperative that any legal norms be sufficiently
minimal and flexible to accommodate growth and change. The inherent
flexibility of the Model Law on Electronic Commerce may be objection-
able because it fails to give specific guidance on how parties should
manage business affairs, but that flexibility is its strength, as it will ac-
commodate newer technologies and emerging uses. Thirteen years after
its completion, it is now the basis for a new international convention. Yet
the Model Law on Electronic Signatures, eight years after its completion,
has not had the results its proponents sought and has failed to keep pace
with changes in commercial practice that have occurred. Perhaps, begin-
ning with the Utah digital signature legislation, too high a premium was
placed on quickly producing a statute that represented the “new” tech-
nological face of government.

The products of the evolution of electronic commerce norms tell one
story; the process by which they were developed tells another. The
process was one of symbiosis: symbiosis between the domestic and the
international development of norms; between and among the countries;
and between the legal world and the business world. Throughout the
process, huge advances were made in appreciation of the technologies
themselves, their uses, and the legal framework surrounding them. The
educational process, however, is not always straightforward: there will
be false starts, missteps, mistakes. It is not always easy to know whether
a given direction is the right one to take. The question is whether the
symbiotic process, over time, results in the correction of these false
starts, or whether these false starts result in fragmentation of approaches
among the countries. The symbiotic process in the electronic commerce
arena was successful in the beginning, when all the participants in the
process had questions, but no one purported to have “the” answer. As

merce, but it is more difficult if it has adopted the Model Law on Electronic Signatures.”
Id. at 383.
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differing views emerged on the need for and role of standards in the area
of electronic commerce, the symbiotic process began to slow down. But
lawmaking is a constant process of action, reaction, and interaction. Let
us hope that the lull in symbiosis is temporary, and that the synergies that
contributed to the early developments in the field continue.
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I. THE INTERNATIONAL UNIFORMITY OF COMMERCIAL LAW, LEGAL
INSTITUTIONS, AND LEGAL CULTURE

During the nineteen sixties, a good number of well-intentioned law
professors were attracted by the then-fledgling field of “law and
economic development”; unfortunately, very few were conversant with
the legal systems and cultures of developing nations. Despite their meag-
er understanding of these nations’ laws and cultures, some warned
against the modernization of their commercial law by what they de-
scribed as attempts to “import” legal institutions from developed nations.
I placed quotation marks around the word “import” because for many
centuries, similar legal concepts, rules, principles of interpretation, dis-
pute resolution procedures, and remedies were viewed by merchants
throughout the trading world as their law. This was the so-called “law
merchant” (or lex mercatoria), and it resulted from the commercial prac-
tices that national groups of internationally active merchants adopted as a
result of their interaction with their foreign counterparts.'

Hence, the law merchant could not be properly characterized as an
“imported” law because it embodied a uniform, reciprocal, and equal
treatment of merchants by fair courts, consulates, and eventually, com-
mercial courts, regardless of the provenance of the disputing merchants
and the location of these courts.” Eventually, the law merchant was ab-
sorbed by the decisional, statutory, and codified law of common and civil
law countries; yet, even when “comingled” with other types of law, it has
continued to be largely shaped by what merchants deem their best com-

1. See Boris Kozolchyk, The Law of Commercial Contracts in a Comparative and
Economic Development Perspective VIII-8 (2008) (printed class materials, on file with
author) [hereinafter Kozolchyk, Printed Class Materials]. See also PAUL HUVELIN, ESSAI
HISTORIQUE SUR LE DROIT DES MARCHES ET DES FOIRES 258 (1897), cited in Kozolchyk,
Printed Class Materials, supra, at VIII-7. In Huvelin’s words:

Thanks to the fairs, groups of merchants could deal with each other governed
by the same enforceable law and under the same tribunals. A central authority
existed to which the merchants of all nations could demand, successfully in
many cases, protection against overreaching attempts by other merchants intent
on applying their local law. This is a fact whose historical importance is unsur-
passed by any other in the development of the commercial law of the middle
ages . ...

Id. See also Boris Kozolchyk, 4 Roadmap to Economic Development Through Law:
Third Parties and Comparative Legal Structure, 23 ARIZ. J. INT'L & Comp. L. 1 (2005)
[hereinafter Kozolchyk, Roadmap]; Boris Kozolchyk, Highways and Byways of NAFTA
Commercial Law: The Challenge to Develop a Best Practice in North American Trade, 4.
U.S. MEX. L.J. 1 (1996) [hereinafter Kozolchyk, Highways and Byways]; Boris Kozolc-
hyk, Secured Lending and Its Poverty Reduction Effect, 42 TEX. INT’'L L.J. 727 (2007).

2. Kozolchyk, Printed Class Materials, supra note 1, at VIII-9.



2009] MODERNIZATION OF COMMERCIAL LAW 711

mercial practices—both national and international. It also continues to
rely on simple and expedited procedures and methods of adjudication.
The vitality and universality of a commercial law shaped by best prac-
tices are apparent in institutions that stretch back as far as the ancient
Greek version of the maritime contract and security agreement (known in
common law countries as the contract or bond of “Bottomry”).* Other
commercial legal institutions, albeit of a more recent vintage, continue to
be used worldwide. Among these are the twelfth century Genoese Lettera
di Cambio (bill of exchange or draft);* the fourteenth century Florentine
double-entry bookkeeping;’ the English seventeenth century Gold-
smith’s notes and receipts (eventually known around the world as the
“checks”),’ and the joint stock companies or corporations;’ the German-
Silesian eighteenth century mortgage notes;® the Anglo-American nine-
teenth and twentieth centuries’ commercial letter of credit; and the U.S.
standby letters of credit’ and unitary security interest in personal property
collateral.'® All of these commercial law institutions reflect best practices
because they incorporate not only practices that have proven themselves
in everyday marketplace transactions as the most cost-effective, but also
those perceived as most fair by the regular participants in these transac-
tions."" By a commercial legal institution, then, I mean not only the con-

3. For a historical sketch of the Contract or Bond of Bottomry, see HUGH CHISHOLM,
IV THE ENCYCLOPEDIA BRITANNICA DICTIONARY OF ARTS, SCIENCES, LITERATURE AND
GENERAL INFORMATION 310—11 (11th ed. 1910).

4. For a brief history of the inception of the Lettera di Cambio, see Martin Korner &
Jean-Frangois Bergier, Lettera di Cambio, in DIZIONARIO STORICO DELLA SVIZZERA
(2008), available at http://hls-dhs-dss.ch/textes/i/126229.php.

5. See ALFRED W. CROSBY, THE MEASURE OF REALITY: QUANTIFICATION AND WEST-
ERN SOCIETY 199-226 (1997). See also Radio broadcast: John H. Lienhard, Double-Entry
Bookkeeping, Engines of Our Ingenuity, Episode No. 1229 (1997) (transcript available at
http://www.uh.edu/engines/epil229.htm).

6. See generally GLYN DAVIES, A HISTORY OF MONEY FROM ANCIENT TIMES TO THE
PRESENT DAY (3d ed., Univ. of Wales Press 2002) (1994). See also BENJAMIN GEVA, BANK
COLLECTION AND PAYMENT TRANSACTIONS 14, 15 (2001).

7. See C.E. Walker, The History of the Joint Stock Company, 6 ACCT. REV. 97
(1931).

8. For a brief account of the historical development of mortgage bond financing in
Germany, see Tim Lassen, Association of German Mortgage Banks, 3rd Workshop on
Housing Finance in Transition Economies: Development of Mortgage Bonds (Dec. 5-6,
2002), available at http://www.oecd.org/dataoecd/33/10/1844485.pdf.

9. See generally Boris Kozolchyk, Letters of Credit, in IX INTERNATIONAL ENCY-
CLOPEDIA OF COMPARATIVE LAW ch. 5 (1978).

10. Boris Kozolchyk & Dale Beck Furnish, The OAS Model Law on Secured Trans-
actions: A Comparative Analysis, 12 SW.J. L. & TRADE AM. 235, 266, 276, 281 (2005).

11. Boris Kozolchyk, Fairness in Anglo and Latin American Commercial Adjudica-
tion, 2 B.C. INT’L & Comp. L. REV. 257 (1979) [hereinafter Kozolchyk, Fairness]; Boris
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cepts, rules, and principles of interpretation that comprise or inspire the
“written” or “positive” commercial law, but also the attitudes that shape
the “unwritten” or “living” law, the law as it is actually observed or prac-
ticed.

For those of us engaged in commercial legal modernization, the atti-
tudes toward commerce (especially its respectability as a profession) and
toward law (especially the manner and extent of its observance) are as
important as the positive or governmentally enacted legal institutions.
Where commerce is widely regarded as a tricky or picaresque endeavor
or as a “zero-sum game,” or where for one of the contracting parties to
win the other must necessarily lose, or where an equal commercial treat-
ment is only accorded to a family member or close friend and not to third
parties or strangers, a weak marketplace and a weak economy are inevit-
able. Similarly, where the written law is widely disobeyed or disre-
garded, the economic consequences could be equally negative. The liv-
ing-law variable, then, is often what determines the success or failure of
a commercial legal institution. And, together, the positive or written law
and the living law, as well as the above-described attitudes are what I
refer to as a nation’s or region’s “legal culture.”

II. INTERNATIONALITY OF PRACTICE AND UNIFORM LEGAL INGREDIENTS
OF COMMERCIAL TRANSACTIONS

Why does commercial law tend to be internationally uniform? First,
because despite man’s innate selfishness and drive for gain, he has
learned that cooperation is indispensable in commerce, regardless of
where it is conducted. Unlike war, and even unlike hunting and gather-
ing, sustained, gainful commerce cannot be based upon theft, deceit, or
variations thereof. A “zero-sum game” attitude toward commerce de-
stroys trust, and with it, the viability of a marketplace. Second, because
of the need for cooperation among the regular participants in commerce,
the legal ingredients of the various types of contracts, as contrasted with
the forms of these contracts, are not as open-ended or variable as is the
imagination of the participating merchants. The need for cooperation
imposes serious limits on both the operational and moral components of
these ingredients.

This does not mean that commercial law should not be open to new
types of contracts. Most certainly it must be open and especially to those
practices prompted by commercial and financial needs and technological
innovations. Thus once it became clear to Roman jurists that most of the

Kozolchyk, The Commercialization of Civil Law and the Civilization of Commercial
Law, 40 LA. L. REV. 3 (1979) [hereinafter Kozolchyk, Commercialization].
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transactions in the Roman marketplace consisted of informal sales, they
made these transactions enforceable by the “mere consent of the parties”
(solus consensus obligant)."> And unlike the pre-existing law of formal
sales which applied to highly valuable property (res mancipi), consensual
sales governed the sale of everyday goods.”> Moreover, consensual
agreements had to be interpreted according to good faith and not based
upon a strict or literal reading (stricti iuris)."* Countless commercial sales
later, the Roman insight continues to prove its universal wisdom. This is
also why, in our time, consensual electronic transactions are gradually
replacing many of their paper-based counterparts.

As suggested by the validation of Roman consensual agreements, the
cost-effectiveness of a commercial practice results first from the choice
of an appropriate transactional means, including its physical format. Any
format that impeded the purpose of a transaction would be inappropriate.
Consider, for example, the practice jokingly suggested by an English
legal humorist who asked why a valid negotiable bill of exchange or
draft could not be created by stenciling its standard binding language on
the back of a cow."” Obviously, whoever chose a cow as a physical for-
mat for a bill of exchange or check ignored not only the mechanics but
also the purposes of deposits, negotiations, and payments of these in-
struments.'® These mechanics and purposes are inseparable from the
rights, duties, and remedies incorporated into a bill of exchange or check,
all of which require a compact, portable, standard, inexpensive, durable,
and yet easily endorsable or transferable medium. It hardly needs saying
that the difficulty of using a cow as a negotiable instrument would be the
same regardless of the country or region where the issuers, depositors,
banks, or negotiating parties of bills of exchange or checks were located.

Mutatis mutandis fairness (the other main component of a successful or
best commercial practice) presupposes that the parties to a transaction
(including third parties) must be treated in the same manner as they or
regular participants in the marketplace would reasonably expect to be
treated. To be a contractually fair party, then, one must place oneself in
the position of the other contracting party and ask oneself what that party
reasonably expects to get out of the contract, and if that intent is not
clear, place oneself in the position of a collective “other,” i.e., that of

12. See Kozolchyk, Printed Class Materials, supra note 1, at I11-14.

13. See id.

14. See id. at 111I-15.

15. See A.P. HERBERT, UNCOMMON LAW: BEING 66 MISLEADING CASES 112-17
(1935) (explaining the case Board of Inland Revenue v. Haddock).

16. Id.
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regular participants in the marketplace, and ask the same question.'’
Commercial fairness, then, presupposes that each commercial legal insti-
tution contains a formula of rights, duties, and remedies that bring about
a protection of market “otherness” and that these rights, duties, and re-
medies be inspired by principles without which commercial law and its
practices could not discharge their economic development mission.

As I have noted in some of my earlier writings, what distinguished Eu-
ropean commercial law during its emergence in the eighteenth and nine-
teenth centuries as a separate branch of private law was its adherence to a
set of principles that I will enumerate in an illustrative and thus nonex-
haustive fashion.'® They are (1) the parties’ ability to bind themselves in
a manner consistent with their intent, including the finality and limitation
of their liability as to time and amount; (2) the equal treatment of mer-
chants by authorities and merchants, regardless of their country of origin,
race, ethnicity, or religion; (3) the parties’ and their adjudicators’ ability
to observe and apply best practices derived from standards of customary
behavior as well as from the behavior of model or archetypal merchants;
(4) the recognition of possession of movable property as equivalent of
title to it; (5) the ability to convey better title to movable property, in-
cluding commercial paper and documents of title, than that received from
one’s predecessor (the principle of negotiability); and (6) the protection
of parties (contracting as well as third parties) who act in good faith.

Yet, despite the proven contribution of these principles to the viability
of commercial and financial marketplaces, opponents of modernization
still argue in favor of retaining autochthonous legal institutions that are
inconsistent with these principles for the sake of preserving a national or
regional “legal tradition.”

III. POVERTY AND AN EXCLUSIVELY AUTOCHTHONOUS LEGAL
MODERNIZATION

Some of these opponents regard the modernization of commercial legal
institutions of developing nations as a product of intellectual arrogance
or of cultural, legal imperialism. They doubt that developing nations
would fare better with legal institutions inspired by what they believe are
crassly commercial and materialistic legal cultures.

17. See Kozolchyk, Commercialization, supra note 11, at 27-28; Kozolchyk, Fair-
ness, supra note 11, at 233-35.

18. Boris Kozolchyk, On the State of Commercial Law at the End of the Twentieth
Century, 8 ARIZ. J. INT'L & CoMP. L. 1, 7-10 (1991). I have rephrased the original formu-
lation of these principles in later publications. The formulation in the principal text re-
flects their latest version.
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Despite the difficulty of pinning down the meaning of crass material-
ism, what some of these skeptics truly object to is the prevalence of capi-
talistically-inspired commercial values. They continue to cling to Marxist-
inspired models of economic development, despite undisputable signs of
the failure of these models in countries as diverse as China, Cuba, Rus-
sia, and those in Eastern Europe. Other skeptics, especially during the
nineteen sixties and seventies, seemed under the spell of the bucolic, “re-
turn-to-nature” movement of those years. They believe that far from “ex-
porting” their legal institutions, developed nations should learn from de-
veloping nations’ ability to live with much less and enjoy life as much, if
not more, than in capitalist societies. I remember asking one such “neo-
Marxist” (who sported the expensive Ivy League tweed jacket and aro-
matic pipe de rigeur among senior “protest” academics of the nineteen
sixties) if he had ever discussed his version of life’s enjoyment with a
poor parent in a developing nation unable to feed, let alone cure, his pa-
rasitically bellied child. He had not. I then suggested that had he ever
discussed such a topic, he would have quickly learned how heartily that
parent would have welcomed any legal institution that provided im-
provement to such sad living conditions, regardless of the institution’s
provenance.

Another variation on the theme of exclusively autochthonous solutions
to economic development through modernization of commercial law was
expressed by a Mexican government official during the North American
Free Trade Agreement negotiations. I suggested to him that the Mexican
law of secured transactions should be harmonized with Canadian and
U.S. laws to be able to provide credit to small and medium-sized Mex-
ican businesses; otherwise, these businesses could not compete on equal
terms with their Canadian and U.S. counterparts, which had access to
credit at much lower rates of interest. His reply was, “Why should Mex-
ico harmonize its law with that of Canada and the United States and not
the other way around?” I told him that his question could only be ans-
wered if it was rephrased. What he should have asked was, “Does Mex-
ico want access to credit for its small and medium-sized businesses on
the same terms and conditions enjoyed by Canadian and U.S. business-
es?” If it did, then, as the old saying goes, “there are only so many ways
to skin that cat,” and relying on institutions intended for a nineteenth-
century world, where, among other principles, real estate was the most
valuable asset and movable property was “vile” property, is not the an-

SWET. 19

19. See generally Boris Kozolchyk, What to Do About Mexico’s Antiquated Secured
Financing Law, 12 Ariz. J. INT’L CoMmP. L. 523 (1995).
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IV. SOME OF THE MAIN CAUSES OF UNREMITTING POVERTY: LACK OF
RESOURCES AND FAILURES OF THE OFFICIAL AND LIVING LAW

Some of the causes of the poverty of our archetypal developing-nation
parent are not hard to identify. Nations that lack essential physical and
human resources find it much harder to feed their hungry than do nations
endowed with such resources. Yet even assuming the presence of a mod-
icum of physical and human resources, as is the case with many a develop-
ing nation, the main causes of unremitting poverty are legally institution-
al in nature, as I, among others, have argued for a considerable period of
time.”” A 2006 Report by the World Bank amply confirms this conclu-
sion.”! It studies comprehensively the monetary estimates of the range of
120 countries’ resources (which it refers to as “assets”), including both
the “natural, and intangible—upon which development depends.”* In
answer to the question, “[w]hat are the key assets in the generation of
well-being?”* the authors of the Report emphatically reply: “[m]ost of a
country’s wealth is captured by what we term intangible capital.”** This
is so because “the development process primarily entails growth in . . .
[the] sectors of manufacturing and services, which depend heavily on
more intangible forms of wealth.”*

Thus, “in most countries intangible capital is the largest share of total
wealth,”*® and this measure of capital includes human capital, the skills
and know-how embodied in the labor force. It encompasses social capi-
tal, that is, the degree of trust among people in a society and their ability
to work together for common purposes. It also includes those governance
elements that boost the productivity of the economy. For example, if an

20. See, e.g., BORIS KOZOLCHYK, LAW AND THE CREDIT STRUCTURE IN LATIN AMERICA
(1966) [hereinafter KOZOLCHYK, LAW AND THE CREDIT STRUCTURE]; Kozolchyk, Com-
mercialization, supra note 11; Kozolchyk, Fairness, supra note 11; Kozolchyk, High-
ways & Byways, supra note 1; Boris Kozolchyk, Law and Social Change in Latin Ameri-
ca: The Alliance for Progress, 44 Hisp. AM. HIST. REV. 491 (1964); Kozolchyk, Road-
map, supra note 1; Boris Kozolchyk, Toward a Theory of Law in Economic Develop-
ment, the Costa Rican USAID ROCAP, 4 LAwW & Soc. ORDER 681 (1971) [hereinafter
Kozolchyk, Toward a Theory on Law]. See also the pathbreaking essays in CULTURE
MATTERS: HOW VALUES SHAPE HUMAN PROGRESS (Lawrence E. Harrison ed., 2001);
LAWRENCE HARRISON, THE CENTRAL LIBERAL TRUTH: HOW POLITICS CAN CHANGE A
CULTURE AND SAVE IT FROM ITSELF (2006).

21. See THE WORLD BANK, WHERE IS THE WEALTH OF NATIONS? MEASURING CAPITAL
FOR THE 21ST CENTURY (2006).

22. Id. at XIII.

23. Id. at XVIIL.

24. Id.

25. Id. at XVIIL.

26. Id. at 87.
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economy has a “very efficient judicial system, clear property rights, and
an effective government, the result will be a higher total wealth and thus
an increase in the intangible capital residual.””’ As pointed out by Na-
tional Law Center for Inter-American Free Trade (“NLCIFT”) research
fellow Licenciado Octavio Sanchez, one of the most important features
of this study is its quantification of what an effective legal system can
contribute to economic development. The Report concludes that of the
world’s total wealth, seventy-eight percent is intangible capital, and of
this capital, fifty-seven percent is the direct result of an effective legal
system and thirty-six percent of a sound educational system.*®

The failures of official and living-law institutions—substantive, proce-
dural, administrative, or judicial—are most clearly reflected in the dis-
trust in which these institutions are held by those who should be able to
rely on them.”” A host country’s inability to employ, educate, and feed its
hungry suffers when investors are unwilling to invest because of their
founded fears that governmental entities or private parties will breach
their promises with impunity. Similarly, the lenders’ unwillingness to
lend because of their inability to collect or repossess collateral in a timely
and inexpensive manner contributes to the failure to overcome poverty.
Nowhere is such a failure more apparent than with respect to the absence
of credit for micro-, small-, and medium-sized businesses in the develop-
ing world, particularly in Latin American countries.

A 2008 study by the NLCIFT on commercial credit in Honduras re-
vealed that even a bank that specializes in micro and small business loans
rejects seven out of ten applications for such loans.® An earlier study on
secured commercial credit in Mexico showed that this credit was mostly
unavailable to small- and medium-sized businesses, and when available,
the rates of interest were simply unaffordable.’’ Meanwhile, the Central
Bank of Brazil established that during 1999 in Brazil, the risk of uncer-
tainty of collection was the most important factor (one-third) in the

27. Id.

28. Id. at4 tbl.1.1, 96 fig.7.2. See also Octavio Sanchez Barrientos, Culture and Legal
Dogmatism in an Era of Immaterial Wealth 3 (unpublished manuscript, on file with au-
thor).

29. Kozolchyk, Toward a Theory on Law, supra note 20, at 740-45.

30. BoORiS ROSEN & GEORGE A. GULISANO, DIAGNOSTIC ASSESSMENT OF CURRENT
ACCOUNTING, BUSINESS, BANKING, LENDING AND TAX PRACTICES OF INDIVIDUALS AND
SMALL TO MEDIUM-SIZED BUSINESSES AND ANALYSIS OF SECTORS WHICH ARE CANDIDATES
FOR PARTICIPATION IN THE PROPOSED HONDURAN SECURED TRANSACTIONS PROGRAM §
(Dec. 2008) (on file with author).

31. See ToDD NELSON & BORIS KOZOLCHYK, HARMONIZATION OF THE SECURED
FINANCING LAWS OF THE NAFTA PARTNERS: FOCUS ON MEXICO 15-38, 119-20 (1995).
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steepness of interest rates paid for commercial loans (around forty per-
cent per annum).”?

Furthermore, commercial legal uncertainties have a way of triggering
highly uncooperative and economically damaging commercial behavior
at times uncontrollably. In a study I conducted during the nineteen sixties
for the RAND Corporation in Argentina (a study which included other
Latin American nations), I described how negotiable instruments such as
drafts and checks that were unlikely to be paid at maturity continued to
be taken as payments for goods or services by Argentine merchants and
bankers.” To my question, “[w]hy would you take such an uncertain in-
strument as payment of obligations?* the answer of merchants and
bankers was

because of the false money psychologyl[;] i.e., the seller takes it because
of his need to sell and hopes that he will be able to pass on that bad
check or draft to someone else, as if it were a false coin or bill that reg-
ularly comes into and leaves his cash register.35

And when asked why that “someone else”—who was as likely to be
aware of the poor quality of that quasi-money as the transmitter—would
still take that doubtful instrument, the answer was equally picaresque:

[T]he price of goods or services likely to be paid with that bad money
would also be highly inflated and the required down payment in cash
would cover the cost of the goods or services plus a small 3proﬁt; the
collection of the remainder would be the seller’s gamble . . . . 6

Thus, the socio-economic cost of a legal uncertainty, nourished by a liv-
ing law of defaults and a “false money” commercial psychology, sharply
increased the already inflated prices of a hyperinflationary marketplace
in Argentina.”’

The lack of trust in merchants and legal institutions is countered by the
merchants’ distrust of those borrowers who are not well known to them
because they are not members of their families or are not part of their
close circle of friends. Hence, distrust continues to be at the root of the
present lack of commercial credit in Latin America. This was apparent
when I visited Mexico and Central America two years ago (prior to the

32. See Departamento De Estudios E Pesquisa, Banco Central Do Brasil, Juros E
Spread Bancario no Brasil (1999) (on file with author).

33. Kozolchyk, Law and the Credit Structure, supra note 20.

34. Transcript of Questionnaire Prepared by Boris Kozolchyk, for Argentine Retail
(Apr. 12, 1965) (unpublished, on file with author).

35. Id.

36. Id.

37. Kozolchyk, Law and the Credit Structure, supra note 20, at 25.
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present world financial crisis and collapse of lending sources). I was told
by banks, government officials, and central bank economists that banks
had ample lending capital at their disposal, yet very few were willing to
lend to small businesses unless their owners were very well known to the
banks and could supply their “personal” signatures and “good” real estate
mortgages as collateral.

The remainder of this Article will analyze how legal institutional cures
for the lack of commercial credit have fared and are faring in developing
Latin American nations. My hope is that the lessons learned from this
experience can improve the chances of success of modernized commer-
cial legal institutions in Latin America and in other developing regions.

V. INSTITUTIONAL CURES FOR THE LACK OF COMMERCIAL CREDIT

As relied on by banks in developed financial centers for approximately
two centuries, and more recently in some developing nations, the re-
quirements of “safe and sound” commercial lending are the result of un-
iversally tried and tested business and legal practices.*® From a business
standpoint, the borrower must be trustworthy and able to convince the
banker that he or she has the ability and willingness to repay the loan and
that he or she is in possession of a reliable source of repayment. Unlike
real property loans, whose principal collateral is land or buildings and
whose value is steady and often increases over time (except in crises
such as the present one), commercial loans rely on assets and sources of
repayment that are movable and mutable in value. The number and value
of commercial assets fluctuate depending upon variables such as the vo-
lume of inventory sales, the amounts owed by accredited customers, the
market value of intangibles like the business’ goodwill, or other intellec-
tual property rights.

As first experienced by English bankers and merchants during the
eighteenth century, this type of loan functions best when it can be repaid
with the proceeds from the sales of goods, whose acquisition it made
possible. From a business standpoint, then, the best commercial loan is
one that I have described as “self-liquidating” or that “pays for itself.”*’
This fact requires the bank to allow the borrower to remain in possession
of the loan-repaying collateral and establish realistic ratios of required
collateral in proportion to the amount(s) lent. It also requires that the

38. See generally Boris Kozolchyk, Introduction, in NAT’L LAW CTR. FOR INTER-AM.
FREE TRADE, TRANSPARENCY AND TRUTH IN LATIN AMERICAN BANKING (Boris Kozolc-
hyk ed., 2001).

39. See Kozolchyk & Furnish, supra note 10, at 243—44; Boris Kozolchyk & John M.
Wilson, The Organization of American States Model Inter-American Law on Secured
Transactions, 36 UCCL.J. 15, 20 (2002).
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loans be carefully monitored to assure that, among other things, the ratios
of collateral and amounts lent continue to be realistic.

At the other end of the spectrum of requirements is the creditor’s abili-
ty to repossess and resell the collateral as quickly and inexpensively as
possible if his or her debtor fails to repay the loan in time.* Side by side
with these requirements inspired by best business practices are those de-
rived from the best supervisory practices of national central bankers and
their colleagues in public international banking institutions. During the
last three decades, these regulators have formulated rules on the adequa-
cy of banking capital that stress the importance of safe and sound risk
assessment, collateralization, and transparent reporting practices.*'

Meanwhile, international legislative bodies such as the Organization of
American States (“OAS”) and the U.N. Commission on International
Trade Law (“UNCITRAL”) have enacted, respectively, a Model Law of
Secured Transactions for the Americas* (“OAS Model Law™) and the
2008 UNCITRAL Legislative Guide on Secured Transactions.* Another
such an enactment is the 1994 Model Law on Secured Transactions for
Eastern European countries.** What follows is a summary description of
the NLCIFT’s work in helping to bring about the uniformity of secured
transactions law and practice in the Americas by relying on the OAS
Model Law as its drafting basis.

VI. THE NLCIFT WORK ON A UNIFORM SECURED TRANSACTIONS LAW
IN THE AMERICAS

While the official and living law of secured transactions in the United
States and Canada is largely uniform, the rest of the hemisphere, with the

40. Kozolchyk & Furnish, supra note 10, at 256-57; Kozolchyk & Wilson, supra
note 39, at 88.

41. See BANK FOR INT’L SETTLEMENTS, BASEL COMM. ON BANKING SUPERVISION,
BASEL II: INTERNATIONAL CONVERGENCE OF CAPITAL MEASUREMENT AND CAPITAL
STANDARDS: A REVISED FRAMEWORK (2005), available at http://www.bis.org/publ/bcbs118.
pdf?noframes=1; BASEL COMM. ON BANKING SUPERVISION, BASEL I: INTERNATIONAL
CONVERGENCE OF CAPITAL MEASUREMENT AND CAPITAL STANDARDS (1988, revised
1998), available at http://www.bis.org/publ/bcbscl11.pdf?noframes=1. See also TRANS-
PARENCY AND TRUTH IN LATIN AMERICAN BANKING, supra note 38, at 180-83.

42. ORG. OF AM. STATES, MODEL INTER-AMERICAN LAW ON SECURED TRANSACTIONS
(2002), available at http://natlaw.com/seminar/doc12.pdf [hereinafter OAS MODEL LAW].

43. UN. COMM’N ON INT’L TRADE LAW, LEGISLATIVE GUIDE ON SECURED TRANS-
ACTIONS (2008), available at http://www.uncitral.org/pdf/english/texts/security/combined
legislative %20guide.pdf.

44. EUROPEAN BANK FOR RECONSTRUCTION & DEV., MODEL LAW ON SECURED TRANS-
ACTIONS (1994), available at http://www.ebrd.com/country/sector/law/st/core/model/model
law.pdf.
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exception of Guatemala and, hopefully soon, Honduras, lacks such a
modern uniform law. Hemispheric uniformity had an auspicious begin-
ning with the above-mentioned OAS Model Law. It inspired Guatema-
la’s enactment of Decree 51-2007 of October 24, 2007,* as well as the
likely enactment of a Honduran counterpart statute’ and implementing
legislation. In 2006, Peru also enacted a law inspired by the OAS Model
Law,"” but it contains serious substantive and registry law deficiencies
that have made it basically an inoperative law at this time. Mexico
enacted partial versions of the OAS Model law as well, first in 2000,48
and subsequently in 2003.%

A. The Drafting of the OAS Model Law

1. The Mexican SECOFI Draft and the NLCIFT Principles of Secured
Transactions Law

The OAS Model Law benefited considerably from the earlier drafting
of a secured transactions law for Mexico, a task that was started in 1996,
and concluded in 2003.”° At the direction of Mexico’s then-President
Ernesto Zedillo, the Secretariat of the Economy and Industrial Develop-
ment (“SECOFI”) became the drafting agency, and it invited the

45. Ley de Garantias Mobiliarias, Decree 51-2007, enacted Oct. 24, 2007, published
in the Official Gazette on Nov. 16, 2007 (Guat.), available at http://natlaw.com/hndocs/
stgubk00033.pdf [hereinafter Guatemalan, LGM].

46. Honduran Law on Secured Transactions (working draft), available at http://www.
natlaw.com/hndocs/sthnbk-drjul08.pdf (last visited Feb. 17, 2009).

47. Ley de la Garantia Mobiliaria, Law 28677, enacted Feb. 10, 2006, published in
the Official Gazette on Mar. 1, 2006 (Peru), available at http://natlaw.com/interam/pe/pp/
st/stpepp00001.htm [hereinafter Peruvian, LGM].

48. Decreto por el que se Reforman, Adicionan y Derogan diversas disposicones de
la Ley General de Titulos y Operaciones de Crédito, del Codigo de Comercio y de la Ley
de Instituciones de Crédito [Decree to Enact Secured Transactions Law], Diario Oficial
de la Federacion [D.O.], 23 de Mayo de 2000 (Mex.), available at http://natlaw.com/
interam/mx/pp/dc/prmx3 1.htm [hereinafter Mexican Decree of 2000].

49. Decreto por el que se reforman, adicionan y derogan diversas disposiciones de la
Ley General de Titulos y Operaciones de Crédito, del Codigo de Comercio, de la Ley de
Instituciones de Crédito, de la Ley del Mercado de Valores, de la Ley General de Institu-
ciones y Sociedades Mutualistas de Seguros, de la Ley Federal de Instituciones de Fian-
zas y de la Ley General de Organizaciones y Actividades Auxiliares del Crédito [Decree
to Reform Mexico’s Secured Transactions Law], Diario Oficial de la Federacion [D.O.],
13 de Junio de 2003 (Mex.), available at http://natlaw.com/interam/mx/pp/dc/decmxbk
23.htm [hereinafter Mexican Decree of 2003].

50. For a short account of the drafting of this law and its subsequent equally incom-
plete reforms, see Kozolchyk & Furnish, supra note 10, at 278-94.
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NLCIFT to participate in the drafting effort.”’ The draft was fully dis-
cussed with and approved by the Mexican Bankers Association and
members of the management and legal staff of BANAMEX, S.A (at that
time Mexico’s largest bank). It was also reviewed and endorsed by some
of Mexico’s most respected commercial law scholars, such as Professor
Raul Cervantes Ahumada and Dean Miguel Acosta Romero of the Na-
tional University of Mexico Law School. In addition, it was the subject
of thorough discussions at the College of Public Notaries that involved
highly qualified practitioner-scholars.™

The Mexican notaries submitted a number of questions to the NLCIFT
and suggested that joint meetings be held on the topic of “How Compati-
ble Is the Proposed Law with Mexican Legal Institutions: Which Institu-
tions Are Incompatible and Why?” In preparation for these sessions, I
used a set of principles first employed when briefing Mexican govern-
ment officials and legislators (these principles underwent subsequent
revisions until a final version was published by the NLCIFT in 2006).”
As will be discussed shortly, these principles proved helpful for didactic
and drafting purposes, especially in connection with the subsequent se-
cured lending statutes for Guatemala and Honduras. They can be found
in Appendix 1, and the reader is encouraged to review them at this time.

As drafting tools, the NLCIFT Principles proved helpful because (1)
they provide summaries of the best practices for secured lending, and
they also provide good starting points for the drafting of many rules; (2)
they facilitate the search for compatible and incompatible local legal in-
stitutions by allowing questionable provisions to be compared with ap-
plicable principles; (3) they help to select rules that must be made man-
datory in light of inconsistent local law and practice; (4) they contribute
to a draft’s internal coherence by enabling checks for consistency be-
tween or among rules that appear to be in conflict with one another and
their supporting or excluding principles; (5) as statements of the rational
bases of technically complex rules, they help explain these rules to local
legislators, judges, registry officials, or practicing lawyers who lack the

51. The NLCIFT staff members who participated in the drafting efforts with SECOFI
were Licensiado Francisco Ciscomany, John Molina Wilson, Esq., presently Legal Coun-
sel at the OAS (at that time a Project Coordinator for the NLCIFT), and Boris Kozolchyk.

52. Especially, the highly qualified practitioner-scholar, the then-President of the
College of Public Notaries, Licensiado Adrian Iturbide and his colleagues, Licensiado
Miguel Alessio and Licensiado Javier Arce Gorgollo.

53. See NAT’L LAW CTR. FOR INTER-AM. FREE TRADE, NLCIFT 12 PRINCIPLES OF SEC-
URED TRANSACTIONS LAW IN THE AMERICAS (2006), available at http://www.natlaw.com/
bci9.pdf [hereinafter 12 PRINCIPLES]. See also id. app. 1. The drafting group for the 12
Principles consisted of Mariana Silveira, Dale Beck Furnish, Marek Dubovec, and Boris
Kozolchyk.
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necessary transactional background; and (6) their international nature
helps to bridge the perceived conflicts between the civil and the common
law systems by showing how Roman law (at the root of both) provided
conceptual bases applicable to these two systems and their secured trans-
actions laws.

Consider, for example, NLCIFT Principle 2:

A security interest is a preferential right to possession or control of per-
sonal property. As such, it does not require that the debtor who grants
the interest have title to the personal property collateral; his right to its
possession, even though co-existent with other possessory rights in the
same property by other creditors and debtors, will allow the creation of
the security interest. 4

Consider also Uniform Commercial Code (“UCC”) section 9-202, whose
heading is “Title to Collateral Immaterial.” This provision validates
rights and obligations of the parties to a secured transaction “whether
title to the collateral is in the secured party or the debtor.”> At first sight,
this is sheer heresy to a civil lawyer brought up with the Roman law
axiom regula iuris—nemo plus iuris in alium transferre potest quam ipse
habet, also known as nemo dat quod non habet. That is, “no one can
convey what he does not have” and thus a debtor cannot grant a security
interest in property he does not own. Yet, as set forth by NLCIFT Prin-
ciple 2, the right granted to the creditor by the debtor is not one of own-
ership, but rather, of possession. As long as the debtor has a right to the
possession of the collateral, whatever its lawful source, he or she can
convey such a right to the creditor, much as the Romans conveyed pos-
sessory rights in the things of others (jura in re aliena).’®

54. Id. princ. 2.

55. In its relevant part, this provision states: “[e]xcept as otherwise provided . . . the
provisions of this Article with regard to rights and obligations apply whether title to col-
lateral is in the secured party or the debtor.” U.C.C. § 9-202 (2000).

56. For more on this concept, see Kozolchyk & Furnish, supra note 10, at 247.

Roman law lawyers referred to as possessory rights or iura in re aliena. These
are also rights in property owned by others, and even though they were lodged
below the exalted level of dominium, or absolute ownership, they were also
lodged above the level of rights of detention or of physical, albeit legitimate,
control of real or personal property.

Among the rights in rem in property that belonged to others were the Roman
usufruct, which could be granted for the life of its beneficiary or for the life of
third parties and the predial servitudes. However, unlike the English common
law, which regarded “time in the land” rights as transferable and saleable by
their holders, Romans, as a rule, regarded the usufruct and analogous rights as
personal to their beneficiary and therefore non-saleable.
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Thus, neither NLCIFT Principle 2, nor the rules that rely on what are
essentially possessory rights to create a security interest, violate the
above quoted Roman and civil law maxim or regula iuris. The ability to
demonstrate the compatibility between U.S. security interests, and the
Roman civil law and Mexican possessory rights enabled SECOFI and
NLCIFT to secure the endorsement of highly influential Mexico City
notaries, among other respected Mexican jurists.

Upon completion of the SECOFI draft, it was forwarded to the Office
of the Presidency, which referred it to the Office of the Legal Advisor to
the Secretary of the Treasury. At this office, the draft was considerably
altered without consultation with the original drafters and its, by then,
numerous and important constituencies. While in some respects the final
text represented an advance over preexisting law, in most others it was a
retrocession. As reformed in 2000,” this law contained several provi-
sions that were contrary to the tried and true banking practices reflected
in the NLCIFT Principles. For example, in the event of the debtor’s de-
fault, it limited the amount of the creditor’s recovery to the value of the
repossessed or resold collateral.”® This requirement did not take into ac-
count that the type of collateral involved in commercial loans generally
depreciates and does so quickly. Faced with such an artificial limit, the
lender was forced to either lend much less or require much more colla-
teral in order to retain a realistic ratio between the amount lent and the
supporting collateral. Similarly, the law retained a regime of secret liens
by allowing a number of existing security interests that did not require
public notice to continue to be used side by side other security interests
that did require such notice.” In 2003, the Mexican Ministry of the Trea-
sury tried to correct some of these mistakes and others it made by rein-
serting some of the SECOFI draft provisions, but in doing so, it retained
other problems, especially those that preserved the regime of secret or
disguised liens for such massive secured loans as disguised (“simulated”)
financial leases.”

Despite the absence of key requirements, such as the elimination of the
regime of secret liens, a perceived improvement in the certainty of col-
lection prompted by the amendments’ extrajudicial repossession and re-
sale of collateral caused a significant increase in commercial and con-
sumer lending during the two years that followed their enactment.®' Yet,

1d.
57. See Mexican Decree of 2000, supra note 48.
58. Id.art. 379.
59. See Kozolchyk & Furnish, supra note 10, at 280.
60. See id. at 280-94.
61. Id. at 239-40.
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once lenders realized the continuing secrecy of a number of liens and the
delays of extra-judicial enforcement, the volume of secured lending fell
again. As of the time of this writing, Mexico’s secured lending law re-
mains largely ineffective, awaiting what is hopefully its final revision
and implementation.

2. The OAS Model Law

In December 1998, the OAS Permanent Council convened a meeting
of experts to establish the topics for its forthcoming treaty/model law
sessions.®” It approved discussion of using a joint Mexican-U.S. Draft of
a Model Inter-American Law on Secured Transactions as the working
document. This document contained rules responsive to the NLCIFT
Principles, SECOFI’s draft law, as well as to the rules in UCC Article 9,
the Canadian Personal Property Security Act, and the United Nations
Convention on Assignment of Accounts Receivable in International
Trade.”” The OAS delegates agreed to study this draft at two subsequent
experts’ meetings.* Finally, delegates and experts appointed a drafting
committee headed by the delegations from Mexico and the United States,
which produced an annotated draft of the Model Law in 2000.%

Ironically, the draft that Mexico and the United States submitted to the
General Assembly of the OAS for its approval retained most of the pro-
visions from the same SECOFI draft that was discarded by Mexico’s
own Office of the Legal Advisor to the Secretary of the Treasury a few
months earlier. As just noted, this OAS draft of a Model Law for the
Americas was carefully studied by the OAS Group of Experts, comprised
of highly respected jurists and commercial law specialists from the entire
hemisphere.®® After a thorough examination, it was approved and submit-
ted to the General Assembly of the OAS for a final vote. During this
vote, OAS delegates made some changes, particularly to the provisions
on extrajudicial enforcement. The final vote was unanimous in favor of
recommending its adoption by Member States.

62. See Org. for Am. States [OAS] P.C. Res. 1173/98, OAS Doc. CP/RES. 732 (Oct.
21, 1998).

63. For a detailed description of the drafting and adoption processes at the OAS, see
Kozolchyk & Wilson, supra note 39, at 22-35, 40—42, 59.

64. OAS G.A. Res. XXVIII-0/98, OAS Doc. AG/RES. 1558 (June 2, 1998).

65. Among the participants in Washington, D.C., were, on behalf of Mexico, Alejan-
dro Ogarrio, Jorge Sanchez Cordero, Leonel Pereznieto, and José Luis Siqueiros, and on
behalf of the United States, José Astigarraga, Boris Kozolchyk, and John M. Wilson. See
Kozolchyk & Wilson, supra note 39 (opening sentiments of gratitude).

66. See Boris Kozolchyk, Meeting of OAS-CIDIP-VI Drafting Committee on Secured
Transactions Conference Transcript, 18 ARIZ.J. INT’L & Comp. L. 321 (2001).
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B. Adoptions by OAS Member States

In addition to the above-described partial and incomplete adoption by
Mexico in 2000 and 2003, the OAS Model Law has been adopted by Pe-
ru and Guatemala and is expected to be adopted by Honduras in May or
June of 2009. El Salvador continues to debate its adoption and the Costa
Rican and Ecuadorean governments have recently expressed an interest
in doing the same. The following are brief reviews of the existing and
likely adoptions.

1. Peru

Peru adopted its version of the OAS Model Law in 2006.°” Unfortu-
nately, many of its provisions contradict the OAS Model Law and misin-
terpret the NLCIFT Principles and practices that inspired them. As a re-
sult, this law is already being criticized by Peru’s bench, bar, and com-
mentators.®® Several provisions illustrate its poor quality.®

Article 7 allows the perfection of successive security interests in the
same collateral, but requires that a notary public give notice to the holder
of the “first” security interest (presumably the secured creditor who rec-
orded first).”’ This provision misunderstands the principle of functional
notice as set forth in NLCIFT Principles 6 and 7. As stated by NLCIFT
Principle 7, in relevant part: “[r]egistration should be inexpensive and
should take place in a public registry easily accessible to third parties
regardless of nationality or economic sector, if at all possible by electron-
ic means . . . .”"" By requiring a notarial notification where, for some un-
explained reason, the only party to be notified appears to be the holder of
the first recorded security interest, a costly and incomplete notice is in-
troduced.

Article 9 precludes the co-existence of, say, a possessory security in-
terest in goods warehoused and in transit, with the security interest in a

67. Peruvian, LGM, supra note 47.

68. For an illustration of some of the criticism, see Critica a Ley de Garantias Mobilia-
rias, http://vlex.com.pe/tags/critica-a-ley-garantias-mobiliarias-466469 (last visited Apr. 12,
2009).

69. This section is based on a Memorandum submitted to the Peruvian Superinten-
dencia Nacional de Registros Publicos. Boris Kozolchyk, Memorandum, Comentarios a
la Ley de Garantias Mobiliarias del Peru (May 1, 2009), available at http://www .natlaw.
com/interam/pe/bk/sp/sppebk 00002.pdf.

70. Peruvian, LGM, supra note 47, art. 7. “Successive Security Interests. During the
term of effectiveness of a security interest, the grantor [of the security interest] may
create a subsequent security interest with lower priority over the same movable property,
by giving notarial notice to the senior secured creditor.” /d. (author’s translation).

71. See 12 PRINCIPLES, supra note 53, princ. 7.
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document of title covering the same warehoused or transported goods.”
This provision ignores the long-standing and important practice of pro-
viding a carrier or warechouseman with a statutory lien or right of reten-
tion of the goods for the unpaid freight or storage fees, while allowing
the creation of a contractual security interest in the document of title that
covers the same goods. There is no reason for these security interests not
to co-exist as long as a clear priority rule is provided for them as is done
by the OAS Model Law.”

The second paragraph of Article 15 misunderstands what proceeds are
in the context of manufactured goods and how they are used as collateral.
These misunderstandings create a costly and outside-of-the-registry sys-
tem of notarial notice. This paragraph states that

[1]f the debtor transforms personal property collateral [an original good
or raw materials] into a second good, such a good will be subject to the
security interest. The debtor[, however,] is obligated to notify the se-
cured creditor within a period of five days by means of a notarial com-
munication de [sic] date during which the transformation took place
and features of the new movable property. In such a case the secured
creditor shall record in the corresponding registry that security interest
over tl}f new movable property, cancelling the preexisting security in-
terest.

Note the limitation placed upon proceeds when they are referred to as a
“second good.” It would seem, then, that only a first generation of

72. Peruvian, LGM, supra note 47, art. 9.

Security interests in documents of title over movable property. When, pursuant
to the provisions of this Law, a security interest is granted in a document of title
over movable property, it shall not be possible to create a direct security inter-
est over the movable property covered by such document of title.

Id. (author’s translation).

73. See OAS MODEL LAW, supra note 42, art. 26, 4 2 (“A security interest in docu-
ments may coexist with one on the movable property covered by it; the latter will have
the priority given to it by Article 51.”).

74. See Peruvian, LGM, supra note 47, art. 15.

If the debtor transforms the movable property granted as security interest into
additional movable property, the security interest will cover the new movable
property. The debtor must give notice to the secured creditor of the date in
which the movable property was transformed and the characteristics of the new
movable property resulting from the transformation, [notice must be given] by
means of a notarial letter and within [five] days. In this case, the secured credi-
tor must register the security interest in the new movable property at the Regi-
stry, freeing it from the security interest previously created.

Id. (author’s translation).
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proceeds is allowed as collateral and presumably based upon a separate
proceeds’ filing. Yet, the Peruvian law’s own definition of “inventory,”
defective though it is,” authorizes the inclusion of “second” goods as
components of such inventory collateral. In addition, what Article 15
refers to as a “second good” bears the same conceptual restriction of col-
lateral referred to as “products” in early twentieth-century agrarian
pledge laws in Latin America; that is, goods that replaced earlier goods
had to be of the same kind as those replaced or manufactured with the
same raw material as collateral.”® Needless to say, such a restriction
makes the Peruvian concept of “second goods” considerably narrower
than that of proceeds in both the NLCIFT Principles and the OAS Model
Law.”’

Some of the dysfunctional, costly, and uncertain consequences of Ar-
ticle 15 can be illustrated in the following everyday transaction. “M,” a
manufacturer of furniture, purchases lumber on credit from “S,” M ex-
pects to manufacture thousands of individual chairs, tables, etc., secured
by loans from S and M’s bank, “C.” S and C rely on the same raw mate-
rials, inventory, and proceeds as their collateral. Article 15 requires that
by means of a notarial communication, M notify S (and presumably C as
well) of the date(s) the furniture was manufactured and of the new furni-
ture’s features, conceivably even the features of each new desk or chair.
Moreover, it does not clarify whether S and C’s priorities on the pieces
of furniture and other proceeds will depend upon when each creditor re-
ceived notice of their manufacture or upon the dates of their respective
filings; nor does it even clarify whether the original filings on “raw mate-
rials and inventory” or their floating lien (garantia abierta) will retain

75. Id. art. 2(10) (“Inventory: a set of moveable goods in the possession of a person
for its consumption, transformation, sale, exchange, lease or any other commercial trans-
action in the ordinary course of its commercial activity.”). It should be noted that the
inclusion of consumer goods as part of inventory for goods, while part of an inventory,
are not supposed to be consumed by whoever holds them as such. They become consum-
er goods once they are bought and taken out of a commercial inventory.

76. See Kozolchyk & Furnish, supra note 10, at 257; Kozolchyk & Wilson, supra
note 39, at 37.

77. Notice that NLCIFT Principle 3 makes it clear that a security interest may be
created in assets, present or future, tangible or corporeal, and all types of intangible
or incorporeal, including rights to the same, as well as in the proceeds of this collateral,
whether in their first or future generations. This principle assumes that personal property
collateral is open in number (numerus apertus) and that a security interest may be created
in any personal property susceptible to monetary valuation. 12 PRINCIPLES, supra note 53,
princ. 3. For illustrations of proceeds included in the OAS Model Law that are not in-
cluded as proceeds in the Peruvian law category of “second goods,” see OAS MODEL
LAW, supra note 42, arts. 2, 3(V), 25, S1(1II).
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their respective priorities based upon the dates of their original record-
ings. Finally, it does not answer the question of why S and C should have
to undertake the notarial notifications and additional recordings if the
Peruvian law allows security interests in collateral, generically described
as “raw materials and inventory,” and allows an open-ended floating lien,
referred to as an “open security interest” (garantia abierta).”

Articles 17 and 19 leave the impression that what must be filed in Peru
to give notice to third parties and affect their rights in the collateral is not
merely the simple and terse financing statement required by the OAS
Model Law, but actually the security agreement itself, or the acto juridi-
co constitutivo de la garantia.” This requirement contradicts the above-
mentioned NLCIFT Principles 7 and 8 of a “functional notice” or notice
filing. It also subjects the filing of the agreement, in lieu of a standar-
dized financing statement, to possible actions on nullity, because the
agreement itself may lack the formalities required by Peru’s civil or
commercial code, or it may contain an invalid “cause” (causa). It also
forces the registry to become an evaluator of the legal soundness of secu-
rity agreements, rather than an automated custodian of financing state-
ments with only ministerial responsibility for the completeness of the
filings.

To compound this confusion, Article 19 requires additional elements in
the security agreement. After listing data such as the identification and
domicile of the grantor of the security agreement, signature, and “in the
case of unrecorded personal property, an affidavit by the grantor that he
is the owner of the property subject to the security interest,” it indicates
that the grantor shall “assume the civil and criminal liability derived
from the falsity of such a declaration.”™

78. Peruvian, LGM, supra note 47, art. 3(3.4) (provision on open security interests).

79. Id. art. 17 (stating, in its relevant part, that the relationship between the parties to
a security agreement is created by means of a bilateral or multilateral contract, which it
alludes to as the acto juridico constitutivo and goes on to say that it must be recorded in
the appropriate registry).

80. Id. art. 19.

Content of the legal contract (acto juridico constitutivo) creating the security
interest. The contract creating the security interest must contain, at least: (1) In-
formation to identify the grantor [of the security interest,] secured creditor and
debtor, including their domicile, as well as written or electronic signature of the
grantor. (2) In the case of collateral that is not subject to registration, an affida-
vit by the grantor stating that s/he is the owner of the movable property granted
as security interest. The grantor will be civil and criminally liable for deceit or
inaccuracy of this statement.

Id. (author’s translation).
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Consider the predicament of a Peruvian secured transactions lawyer
having to advise his client-debtor-grantor of the security interest on his
civil and criminal liability flowing from an affidavit of ownership. As-
sume that the collateral pledged by the secured debtor are inventory
goods subject to a retention of title agreement until the full purchase
price is paid to the seller or to another secured lender (an agreement that
is as common in Latin America and Europe as it was in the United States
until the nineteen fifties and the adoption of Article 9 of the UCC). Even
though his client, the secured-debtor, has possessory rights in that colla-
teral, and thus should be able to use them to secure a loan in a manner
compatible with the retention of title by the seller, he must advise her not
to do so, lest his client risk a jail sentence.

This is one of the reasons why the above-mentioned NLCIFT Principle
2 as well as OAS Model Law Article 2 make it clear that title to the col-
lateral is immaterial and can be in the hands of the secured creditor or
debtor, among others. A similar requirement of secured debtor ownership
of the collateral appears or is implied from the language of Articles 21-24
of Peru’s law.

These are not the only problems to which Articles 17 and 19 of the Pe-
ruvian law give rise. When Article 36 sets forth the duties of the registrar
of security interests in movable property, it notes that his evaluation of
the filed transaction’s legality and formal validity and of the contracting
parties’ capacity is “limited only to what appears in the pre-printed form
(financing statement) and its certification . . . . The registrar shall, in no
case, request the filing of the security agreement (acto juridico constitu-
tivo de la garantia mobiliaria o generador del acto inscribible).”®' So,
what needs to be filed to “affect the rights of third parties”—the security
agreement or the financing statement? Or is it perhaps both, because as
will now be discussed, there are two registries created by this law, one
for the movable property collateral and the other for contracts or security
agreements?

Article 32 provides a list of recordable juristic acts or transactions in
two distinct registries:

81. Id. art. 36.

The evaluation made by the Registrar as to the legality and validity of the regis-
tered transaction and the capacity of the parties [to such transaction] will be li-
mited only to the content of the Registration Form and its certification. The Re-
gistrar must evaluate the legal authority [of the parties], if applicable. The regi-
strar may under no circumstances request the filing of the contract creating the
security interest or the contract that generated the registration.

Id. (author’s translation).
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(1) Security interests, their creation, perfection, amendments or even-
tual assignment;

(2) Judicial or administrative decrees and arbitral awards as related to
this law;

(3) The juristic acts enumerated hereafter for purposes of their notice,
priority and ability to raise them against the contracting or third
parties, whatever their form, if they have an effect upon moveable
property or rights thereto, whether they are determined or deter-
minable, subject to terms or conditions or not, including: a) as-
signment of rights; b) trusts; c) ordinary leases; d) financial leases;
e) consignment agreements; f) pre-trial cautionary proceedings; g)
preparatory agreements; h) options; and i) other juristic acts that
create rights in moveable proper‘[y.82

When the recordable acts or transactions referred to in this Article in-
volve movable goods already registered in the Registry of Movable
Property (“RMB”), they are recorded in the appropriate section of that
Registry. If they do not, they are recorded in the Registry of Security
Agreements (“RMC”). Recordable acts or transactions that involve fu-
ture movable property shall be recorded in the RMC, where they remain
even after they cease to be future goods, with the exception of movable
goods certain to come about, which shall be registered in the RMB,
whose recorded acts shall be transferred to the corresponding registry.®

82. Id. art. 32.
83. Id.

Acts that may be registered.

The following contracts related to movable property listed under article 4 of
this Law may be registered: (1) The security interest to which this Law refers
and contracts related to its effectiveness, amendment or possible assignment.
(2) Judicial, arbitral or administrative decisions related to security interests go-
verned by this Law. (3) With respect to their priority, effectiveness against third
parties and publicity, the legal contracts listed below, regardless of their form,
nomenclature or nature, [and] whose object is to affect movable property or
rights of all natures, present or future, determined or determinable, [and]
whether they are subject or not to a formality, including: (a) assignment of
rights; (b) trusts; (c) leases; (d) financial leases . . . . When the contracts listed
in this article affect movable property registered at a Property Registry, these
[contracts] will be registered in their relevant registry sheet. Otherwise, they
will be registered at the Registry of Movable Contracts. Contracts related to fu-
ture movable property will be registered at the Registry of Movable Contracts
and will remain there even when they are no longer future movable property,
except for real movable property that must be registered at the Property Regi-
stry, [in which case] these registered contracts will be transferred to the rele-
vant registry.
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If the reader is puzzled about the meaning and consequences of this
provision, he or she is in good company. At a recent hemispheric Rule of
Law Conference held in Mexico City in June 2008, I moderated a panel
of Latin American chief justices, and Chief Justice Francisco A. Tavara
Cordova of the Supreme Court of Peru wasted no time in inquiring, with
evident concern, if the NLCIFT or I had anything to do with this law, and
in particular with Article 32. I quickly disabused him of any notion of
NLCIFT involvement.

To begin with, this Article directs the filing of the security interest in
personal property to two ill-defined, possibly overlapping and thus com-
peting registries. In addition, Article 32 does not clarify the relationship,
if any, between or among these registries and other possible registries,
such as those for airplanes and aircraft parts, railroad equipment and
tracks, fixtures, and crops. For example, where does a security interest in
fixtures and crops have to be filed, in the Article 32 registries or in the
Real Property Registry? If in the latter, in the case of, say, fixtures, the
number of registries to check in Peru would have to be at least three. The
possibility of conflicting results on the perfection and priority of the var-
ious recordings looms large in Peru—and so does endless litigation.

And as if all of the above were not enough, Article 36 requires the two
registries mentioned in Article 32 to engage in a legal evaluation of the
filers’ powers of attorney to enter into the security agreement, as well as
the presence of an interrupted chain of title to the movable property col-
lateral (as if it were possible in the majority of instances).* These two

1d. (author’s translation).
84. Id. art. 36.

In case of movable property subject to registration [at a property registry], the
Registrar shall also verify that the content of the Registration Form is consistent
with the registry’s information . . . . In this case, the filer, the person granting
the security interest or any of the parties related to the filing, may file before
the Registrar, additional documentation as needed, including the contract creat-
ing the security interest or contract related to the registration. In case of [filing
of] the latter documents, the Registrar will limit is evaluation only to what is
necessary to make the Form consistent with the registry information . . . .

In case that the Registrar finds that the filing has a . . . defect that may be cor-
rected, [the Registrar] will make a precautionary notation of the relevant filing
for ninety (90) business days . . . . If the defect is corrected within such term,
the Registrar will register the filing, converting the precautionary notation into
a definite registration. Otherwise, the precautionary notation will be terminated
by law. The term previously mentioned[] may be modified by the SUNARP by
means of a regulation.

Id. (author’s translation).
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requirements, among others, are responsible for serious delays in the fil-
ing of security interests in Peru, thereby negating the functional notice
required by Principles 7 and 8 of NLCIFT and implemented by Articles
4246 of the OAS Model Law.

2. Guatemala

(a) The Law and Some of Its Goals

On October 24, 2007, the Guatemalan Congress approved the coun-
try’s law of secured transactions and Latin America’s first statute fully
congruous with the purposes and text of the OAS Model Law as well as
the NLCIFT Principles.* It took Guatemala approximately three years of
drafting, followed by intensive lobbying of numerous constituencies,
including the congressional representatives of commercial and farming
interests; official and unofficial leaders of small businesses and farmers;
chambers of commerce and chambers of exporters and importers; bank-
ing associations and central bankers; and other high government offi-
cials, such as legislators and judges. In its official news release, the Head
of Public Affairs of the Guatemalan Congress stated:

By means of Decree 51-2007 the Plenum of the Congress of the Repub-
lic approved the “Law of Secured Transactions on Personal Property”
(Ley de Garantias Mobiliarias) whose purpose is to enable access to
credit to small producers who will be able to provide their tools,
equipment, crops and harvests, and other assets as securities. Access to
credit by means other than real estate mortgages implies a sensible in-
crease in the working cag)ital of small producers thereby increasing
their productive capacity.8

This news release’s emphasis on agricultural credit was neither acci-
dental nor mistaken. Even though the law enabled the collateral and se-
curity interests to take on an open-ended nature that favored all types of
small- and medium-sized businesses, the small farmers and their cooper-
atives were the ones who most actively campaigned in favor of this law.
Contrary to my expectations, the members of the bankers’ association,
whom | had envisioned as beneficiaries of this law, were not among its
initial supporters. They were unwilling to assume the risks of lending to
small businesses and farmers even if secured by valuable assets, albeit

85. See Guatemalan, LGM, supra note 45; OAS MODEL LAW, supra note 42; 12
PRINCIPLES, supra note 53.

86. Héctor Solis, Departamento de Comunicacion Social, Congress of the Republic of
Guatemala, Cosechas u Otros Activos (Oct. 24, 2007), available at http://www.congreso.
gob.gt/gt/ver noticia.asp?id=4377.
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with which they had little experience. After all, theirs was a stable and
profitable industry. Why take risks that in their eyes endangered the safe-
ty and soundness of their traditional assets? Conversely, the small farmer
and businessperson had never had access to asset-based credit and were
only too willing to campaign for this law.

The need for a sound secured transactions law had been identified by
Fundacion para el Desarrollo de Guatemala (“FUNDESA”), one of
Guatemala’s premier private sector associations. As pointed out by a
FUNDESA 2002 study,”” while eighty percent of developed countries’
credit transactions were secured by business assets of one type or anoth-
er, only thirty-five percent of Guatemalan banks’ loan portfolios were
secured by assets in general, and only four percent of all of their total
loans were secured by business assets of any kind.** Accordingly, the
FUNDESA study confirmed the bankers’ reticence to lend to small- and
medium-sized businesses on the security of their business assets.

In earlier decades, this reticence might have quickly caused a congres-
sional rejection of the proposed law of secured transactions. Yet times
had changed; twenty-first-century Guatemala is a more pluralistic coun-
try. Surely, the Guatemalan Congress was willing to listen to bankers, its
traditional interlocutors in financial matters, but it was also willing to
listen to farmers, farming cooperatives, small business associations, and
their supporters inside the State’s Monetary Council (Guatemala’s most
influential governmental body in financial and economic decision mak-

ing).
(b) How to Attain the Law’s Goals

i. Participants and Tasks

Even the shortest of summaries of this landmark statute’s enactment
must mention the work of the Vice Minister of the Economy, Carlos Her-
rera, a man endowed with innate wisdom, courage, humility, unshakable
honesty, and concern for the “little people” of Guatemala. In the absence
of bankers willing to participate, he appointed a Drafting Commission
(“Commission”) comprised of distinguished former public and private
banking lawyers who were also sympathetic to the plight of Guatemala’s

87. FUNDESA-BID-CIEN, Andlisis de los Impedimentos a la Competividad en Guate-
mala: Garantias Financieras 3 (2003) (Guat.) (on file with author) [hereinafter FUNDESA
Study).

88. Id at3n.l.
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small businesses.” Jorge Molina was the coordinator of the Commission.
Licenciado Molina was a nonlawyer but had been a superintendant of
banks; in that position he acquired a firm grasp of the preconditions of a
modern commercial credit system and came to regard the NLCIFT Prin-
ciples as “the spirit of the law.” I acted as the technical advisor of the
Commission.

Prior to drafting, the Commission arrived at a consensus on observing
the NLCIFT Principles as, in Licenciado Molina’s words, the “guiding
spirit” behind the OAS Model Law and Guatemala’s future law. The next
decision was to prioritize the sectors most deserving of protection by the
law. The first sector chosen was agriculture. Given its economic impor-
tance for Guatemala, the financing of agricultural production for local
and international consumption had to be given special attention. Hence,
attention was paid to the rules that governed security interests in seeds,
fertilizers, equipment, and present and future crops, whether warehoused
or transported, whether covered by paper-based or electronic documents
of title. The law’s focus on commercial credit at reasonable rates of in-
terest aimed to replace the usurious practices of those who bought small
farmers’ crops for fractions of their market value and resold them at
many times their purchase price.

Other sectors similarly chosen for protection were the small urban and
rural shop owners, and professionals who would also be able to use their
inventories, fixtures, equipment, contract rights, and accounts receivable
as collateral, however informally recorded or documented.

ii. The Drafting

Unfortunately, much of the initial generous funds made available by
the Inter-American Development Bank (“IADB”) to Guatemala had been
spent on workshops concerning the advisability of a law of secured fi-
nancing and on poorly drafted projects. By the time I joined this project,
only meager funds were left, and none were available for field research
on contemporary market conditions and practices or on the crucial design
of a secured transactions registry. Commission members had to rely on
their own knowledge of these conditions and practices. Later drafts bene-
fitted from the participation of Licenciada Maria del Pilar Bonilla, an
able banking and commercial lawyer and law professor who quickly and
firmly grasped the “spirit” of this law. Her presence as one of the drafters

89. The drafting commission was formed by Licensiado Daniel Orlando Cabrera
Garcia, Secretary; Jorge Molina, Coordinator; Augusto René Ramirez Hernandez; Arturo
Martinez Galvez; and Gustavo Antonio de Le6n Asturias.
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made the final drafting style more “Chapin” like (“Chapin” is a popular
expression in Guatemala to denote what is peculiarly Guatemalan).

a. The Problem of Consistency with French-Inspired Civil Codes

One of the first warnings I received from members of the Drafting
Commission was the need to avoid, whenever possible, the abrogation of
Guatemalan Civil Code provisions. I was aware of the importance of civ-
il codes in the private law of civil law nations, where they often act as the
“constitutions” of their private law by providing basic definitions, gener-
al principles, and default rules that fill the gaps in their companion com-
mercial codes, among other private law statutes.”’ I was also aware,
however, that many of the nineteenth-century French-inspired civil codes
were not supportive of commercial legal institutions in particular or of
profit making through commerce and related endeavors. After all, unlike
commercial codes, civil codes governed “civil,” meaning “not for profit,”
transactions. This attitude was responsible for the characterization of the
professional, albeit profit-making, activities of physicians, lawyers, ac-
countants, and engineers as those of not-for-profit “civil law associa-
tions.”" In addition, civil codes of the French extraction tended to as-
cribe greater certainty to agreements entered into with costly formalities
such as actes authentiques (public or notarial deeds) and to “typified”
and classified contracts than to those agreements concluded by means of
the informal communications common to everyday commerce.”” These
codes also lacked provisions for contracts entered into inter ausentes or
by parties at a distance from one another, and for the protection of third
parties who lent or purchased relying on what appeared in France’s first
and highly uncertain land registry.” Their requirement of both a legal
and moral cause (causa) as one of the pillars of a valid contract, such as a
loan agreement, endangered the rights of third parties, such as subse-
quent and innocent holders of negotiable instruments issued by the origi-
nal debtors. This was especially true where the underlying loan agree-
ment was deemed usurious; however loosely defined, usury automatical-
ly embodied an illegal or immoral cause. And where a registrar had to
evaluate such a cause to determine the validity of an underlying contract,
as is the case of the Peruvian law discussed earlier, the results could be
equally as damaging.

90. See FREDERICK HENRY LAWSON, A COMMON LAWYER LOOKS AT THE CIVIL LAW:
FIVE LECTURES DELIVERED AT THE UNIVERSITY OF MICHIGAN, NOVEMBER 16, 17, 18, 19
AND 20, 1953, at 167 (1955).

91. See Kozolchyk, Commercialization, supra note 11, at 4.

92. Seeid. at 6-17. See also Kozolchyk, Printed Class Materials, supra note 1, at IX-7.

93. See Kozolchyk, Commercialization, supra note 11, at 6, 12.
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Another harmful feature of the French Code Civil, where commercial
legal institutions were concerned is its Aristotelian-scholastic style for
drafting definitions and classifications, especially in the sections on obli-
gations and contracts. Consider, for example, the manner in which the
term “contract” is defined and classified in Articles 1101, 1102, and
1103 of the Code Civil:

A contract is an agreement which binds one or more persons, towards
another or several others, to give, to do, or not to do something.

A contract is synallagmatical or bilateral when the contractors bind
themselves mutually some of them towards the remainder.

It is unilateral when it binds one person or several towards one other or
several others, without any engagement being made on the part of such
latter.”

Following the Aristotelian method of definition, the Code identifies
what it treats as the essential feature of the defined object, i.e., the feature
that is peculiar or unique to the species of agreements known as con-
tracts, the voluntary creation of obligations or engagements. The purpose
of this feature was to distinguish contracts—permanently and universal-
ly—from other agreements that extinguish or modify previous obliga-
tions, but do not form engagements. This interest in classification and
taxonomy, surely an Aristotelian legacy, is responsible for the assump-
tion of many an interpreter of this type of code that only what has been
defined or classified can exist (and at times physically exist) as a con-
tract. The “is” part of the definitions appeals to the universality and thus
to the permanence or immutability of the concept. This feature explains
why there are so many enumerations of legal institutions “closed in
number” (numerus clausus) such as those for movable goods and securi-
ty interests. Having in mind precisely this numerus clausus feature of the
Code Civil and its progeny, NLCIFT Principle 3 states:

The security interest may be created in any personal property suscepti-
ble to monetary valuation whether present or future, tangible or intang-
ible including rights to the same, as well as in the proceeds of this col-
lateral, whether in their first or future generations. Thus, personal prop-
erty collateral, as well as security interests in them are open in number
(numerus apertus), and these security interests are not limited to preex-
isting devices such as the pledge, with or without dispossession of the

94. CopE CIvIL [C. C1v.] ch. I, arts. 1101-03 (1804) (Fr.), reprinted in CODE NAPOLE-
ON (1827) (trans. George Spence), available at http://www.napoleon-series.org/research/
government/code/book3/c_title03.html (emphasis added).
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collateral, chattle mortgages, retention of title or conditional sales,
95
etc.

During the drafting discussions on Guatemala’s law, I pointed out to
the Commission that some civil codes, such as Germany’s Biirgerliches
Gesetzbuch (“BGB” or “Civil Code”) of 1900, are more supportive of
commerce than the French and Spanish Civil Codes. The latter codes are
responsible for the slow development of crucial commercial legal institu-
tions such as “sales with retention of title” or “conditional sales,” or of
pledges without the debtor’s dispossession. The French and Spanish
codes rely on definitions of sales contracts as “consensual” and thus on
the transfer of title from the seller to the buyer from the moment of the
agreement.”® This makes the title retention by the seller hard to justify.
They also require that the pledgor transfer his possession of the collateral
to the pledgee-creditor.”’

b. Incompatible Features of the Guatemalan Civil Code

Despite its late twentieth-century extraction (1963), the Guatemalan
Civil Code still evidences traces of French and Spanish civil code influ-
ence. It opted for a system with the following features: (1) formally
created pledges (whether in a public or private deed); (2) a highly de-
tailed description of the collateral in the security agreement;”® (3) a
closed number of movable goods that can be used as collateral” and en-

95. 12 PRINCIPLES, supra note 53, princ. 3.

96. See C.Civ. art. 1583 (1804). This provision provides that the sale is perfected and
ownership is acquired by the purchaser from the moment that there is agreement on the
subject matter and price of the sale. /d.

97. Id. art. 2071. Additionally, Appendix 2 of this Article contains comparative charts
of two archetypal civil codes, the French Code Civil of 1804 and the German. Despite the
fact that the latter is also a civil code, it is more commercial, or less hostile to commerce,
than the former. The goal of these charts is to illustrate how different attitudes toward
commerce are reflected in provisions such as those on the formalities of contracts and
protection of third parties, among others. The reader is encouraged to review these charts
at this point.

98. GUATEMALAN CIVIL CODE art. 884 (1963) (on file with author).

99. Id. art. 451 (providing an enumeration of moveable property).

Art. 451 Movable property are[]

Property that can be transferred from one location to another without detriment
to such property or to the immovable property in which they are located;

Temporary buildings on land property of a third party;

Natural resources that may be taken in possession;
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forcement for only the allowed security interests; (4) a strictly judicial
collection, repossession, and foreclosure remedies;'* and (5) a limitation
of the successful creditor’s recovery to the value of the recovered colla-
teral.'"!

c. Guatemala’s New Law, the NLCIFT Principles, and the OAS Model
Law

Article 3 of Guatemala’s new law of secured transactions on personal
property collateral (“GSTL”) echoes both the OAS Model Law and the
NLCIFT Principles by defining a security interest

as an in rem security right created by a secured debtor in favor of a se-
cured creditor to secure performance of one or several obligations of
the secured debtor or a third party. It is the preferential possessory
right, includiﬂ)% the right to enforce the collateral granted to the secured
creditor . . . .

It also adopts the open number (numerus apertus) approach to the avail-
able security interests by providing that

[tThe concept of security interest also includes those contracts, agree-
ments or clauses commonly used to secure obligations with respect to
movable property, such as [] retention[s] of title, guarantee trusts (fidei-
comisos), floating liens over business establishments, [sales and] dis-
counts of [accounts] receivable[] . . . in the creditor’s books, financial
leases and any other security in movable property regulated prior to the
adoption of this law.'®

The GSTL enables the creation of both possessory and nonpossessory
security interests'** for individual credit extensions or for “line of credit

Shares or stock and obligations of stock companies, even when they are incor-
porated for the purpose of acquiring immovable properties, or for construction
or other type of business in relation to this type of property;

Rights to receivables related to movables, cash or personal services; and,
Copyrights or patents of literary, artistic or industrial property.

Id. (author’s translation).

100. Id. art. 882 (concerning the nullity of the Pactum Commissorium or clause enabl-
ing the creditor to repossess and foreclose on the collateral without judicial intervention).

101. Id. art. 881. This provision is not found in either France’s or Spain’s civil codes,
but has been advocated by consumer protection commentators in these countries.

102. Guatemalan, LGM, supra note 45, art. 3. See also OAS MODEL LAW, supra note
42, art. 2; 12 PRINCIPLES, supra note 53, princs. 2-3.

103. Guatemalan, LGM, supra note 45, art. 3. See also OAS MODEL LAW, supra note
42, art. 2.

104. Guatemalan, LGM, supra note 45, art. 5; OAS MODEL LAW, supra note 42, art. 2.
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agreements” with their corresponding “after acquired debts” and “after
acquired collateral” clauses.'® It lists the statutory liens present in Gua-
temalan law for the purpose of providing certainty to secured creditors
and bona fide purchasers of the collateral.'” In a pathbreaking manner
for Latin American law, it adopts for the first time a unitary and unifying
approach to the concept of the security (garantia mobiliaria). In the same
manner initiated by UCC Article 9, GSTL Article 7 provides that

the term security interest will include all guarantees in movable proper-
ty, including, but not limited to, civil or traditional pledges; agricultur-
al, cattle and industrial pledges; pledges over warehouse receipts [and]
asset-backed bonds [and] bills of lading or ocean bills of lading, factor-
ing, mortgage bonds, notes, certificates of deposit, trust certificates, ne-
gotiable instruments, deposits in checking accounts and claims to
proceeds of an insurance policy[, among others].107

The creation (or “attachment,” in UCC Article 9 parlance) of a security
interest requires that an agreement, except for possessory security inter-
ests, be granted in writing, whether in a public deed, private document
with certified signatures, or electronic form, or by any other means that
leaves a permanent record of the parties’ consent to the creation of the
security interest. Unlike the Peruvian law, the description of the collater-
al may be in generic or detailed fashion. In addition, it reminds the par-
ties that if they wish to avail themselves of a private, extrajudicial en-
forcement of the security interest, the security agreement is a good place
for it.'®

As with UCC Article 9, the OAS Model Law, and NLCIFT Principles,
perfection of the security interest is acquired by the creditor’s or his
agent’s possession when the security interest is possessory; in the case of
a nonpossessory security interest, perfection is acquired by public notice
in a registry or by the control of the collateral by a designated third party
acting on behalf of the secured creditor.'” Unlike the Peruvian law dis-
cussed earlier, the Guatemalan law is clear on the use of a financing
statement instead of the security agreement and on the essentially auto-
mated, nonevaluative functions of the registrar. It also provides for a
public, easily accessible, and nationally and internationally intercon-
nected registry.''”

105. Guatemalan, LGM, supra note 45, art. 5.

106. Id.

107. Id. art. 7.

108. See id. art. 12(d), (g), (j).

109. See id. art. 15; 12 PRINCIPLES, supra note 53, princs. 5-7; OAS MODEL LAW, su-
pra note 42, art. 10.

110. Guatemalan, LGM, supra note 45, arts. 40—41.
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In a sharp departure from the drafting methodology of UCC Article 9,
but in accordance with that of the OAS Model Law, the GSTL adopted a
segmented approach to the rules on perfection and priority of the security
interests in the major types of collateral. This was done to facilitate the
application of concepts, rules, remedies, and principles of interpretation
new to most of their users, even at the expense of some repetition. Thus,
perfection and priority rules are provided for security interests in
proceeds (Article 16); purchase money security interests (Articles 17, 45,
and 55); accounts receivable (Articles 19-24, and 56-c); nonmonetary
claims such as contract rights (Articles 25-26); documentary credits and
their proceeds (Articles 27-30); negotiable instruments and documents of
title (Articles 31 and 56-b); paper-based or electronic nonnegotiable doc-
uments (Article 32 and 56-a); control of goods in possession of bailees
(Articles 34 and 56-¢); control of bank and investment accounts (Articles
35 and 56-e); inventory (Article 36); intellectual property rights (Article
37); and fixtures (Article 56-d)."""

d. Enforcement

Finally, the enforcement provisions are a novel combination of the
UCC Article 9 self-help-without-breach-of-peace remedies,''> the OAS
Model Law judicial and extrajudicial remedies,'”® and Guatemala’s own
arrangement of judicial, extrajudicial, and expedited procedures:

Article 65. Voluntary enforcement. The secured creditor and secured
debtor may agree in the security agreement or at any time, before or
during the judicial enforcement procedure established in this law, that
the enforcement against the collateral will be performed privately under
the terms and conditions that they may freely agree on.

They may agree on the delivery or repossession of the collateral, the
form and conditions of sale or auction, and any other matter, provided
that they do not infringe the parties’ and third parties’ constitutional
rights.

In case of chattel mortgage bonds and guarantee trusts, the parties may
agree that enforcement is done in accordance with the Law of Ware-
houses and the Code of Commerce, as the case may be.

111. See generally id.

112. See, e.g., U.C.C. § 9-609 (2004).

113. OAS MODEL LAW, supra note 42, arts. 53—66. (Article 61 is particularly informa-
tive.)
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Article 66. Secured debtor’s right. In any event, the secured debtor will
retain the right to claim damages for the abuse of rights by the secured
creditor.'"*

e. The Registry

Unfortunately, the lack of funds with which to set up the type of regi-
stry contemplated by the GSTL and the OAS Model Law has resulted in
the creation of a temporary registry, which will hopefully be redesigned
soon and set in full motion with the support of the IADB. Despite the
rudimentary nature of the current registry, a Guatemalan daily recently
reported on the warm reaction by the business community (lenders and
borrowers) to the presence of this registry under the auspices of the
GSTL.'" Hopefully, a registry such as the one contemplated by the
GSTL and being built in Honduras as of this writing will also be in oper-
ation in Guatemala in the near future with IADB support.

3. Honduras

The NLCIFT signed its contract with the Millennium Challenge Ac-
count—Honduras (“MCA—Honduras”) in October 2007.""® This con-
tract enabled the NLCIFT to put together an ambitious but feasible plan
of action to bring commercial credit to small- and medium-sized busi-
nesses in a developing nation that truly needs them. Having established
the state of Honduran law and practice under previous contract work
with Booz Allen Hamilton and the United States Agency for Internation-
al Development, the NLCIFT’s plan for the MCA—Honduras work con-
sisted of first establishing the conditions under which local and foreign
lenders could commit to providing corporate and individual merchants’
lines of credit for the various sectors of the Honduran economy.'"”

With this in mind, the NLCIFT invited Michael Quinn of J.P. Morgan
Chase, among other prominent U.S. bankers, to a preliminary meeting
with Honduran public and private sector representatives. One of the pur-
poses of this meeting was to evaluate the type of secured lending that Mr.
Quinn’s bank was willing to undertake in Honduras and other Central
American countries, as well as in Mexico, either directly or with local

114. Guatemalan, LGM, supra note 45, arts. 65-66.

115. Cristobal Veliz, Diez Empresas se Adhieren al RGM, Siglo XXI (Feb. 10, 2009),
http://www.sigloxxi.com/noticias/26460.

116. Contract for Consulting Services Between MCA—Honduras and National Law
Center for Inter-American Free Trade (NLCIFT) (Oct. 9, 2007) (on file with author) [he-
reinafter Contract].

117. U.S. AGENCY FOR INT’L DEV. & B0o0z ALLEN HAMILTON, FINAL REPORT, TRADE
AND COMMERCIAL LAW ASSESSMENT—HONDURAS (2005) (on file with author).
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banks. After listening to the various presentations by Honduran exporters
and U.S. importers of Honduran products, Mr. Quinn stated that depend-
ing upon the volume, timeliness, and quality of the products and effec-
tive security interests in them, his bank was willing to consider extending
credit to Honduran exporters and their U.S. importers on the basis of
“supply chain financing,” i.e., acquiring the accounts receivable owed to
the Honduran exporters by acceptable U.S. importers, and securing them
with a UCC Article 9-like statutory provision and an easily accessible,
reliable, and inexpensive registry system that would enable perfection
and priority on the collateralized accounts and their proceeds, both in the
United States and in Honduras.'" These preconditions were helpful be-
cause they confirmed that a certain segment of the Honduran export
market could be financed at reasonable rates of interest by a respectable
and reliable U.S. source.

From there, the project moved to Honduras. Having established the
state of Honduran law and legal practice, the NLCIFT had to accomplish
seven different but related objectives: (1) determine the conditions under
which local bankers would be willing to lend in a manner similar to that
which decided J.P. Morgan Chase’s likely participation; (2) reactivate
the drafting of a Honduran law inspired at this point by not only the
NLCIFT Principles and the OAS Model Law, but also the just-enacted
Guatemalan law; (3) create a working group of U.S. and Honduran or
other Latin American experts to plan the design and operation of the
Honduran secured transactions registry, including its networking with
other local, regional, and international registries; (4) establish the busi-
ness and accounting practices of small- and medium-sized Honduran
businesses and the type of collateral they could offer to the satisfaction of
their local and foreign lenders; (5) prepare standard accounting and lend-
ing forms, including those to be filed as financing statements; (6) create a
regulatory working group formed by Honduran bankers and bank regula-
tors as well as foreign experts in the regulation of secured loans; and (7)
provide training sessions for bankers, banking lawyers, judges, and law
professors.'”” In order to accomplish these objectives, a group of
NLCIFT researchers traveled to Honduras to interview local bankers (big
and small), farmers, small-shop owners or operators, importers and ex-
porters, cattle ranchers, fishermen, and their cooperatives, professionals,
and artisans.

118. First Regional CAFTA Implementation Meeting, MCA—Honduras and National
Law Center for Inter-American Free Trade (NLCIFT), in Tegucigalpa, Honduras (Feb.
28-29, 2008).

119. See Contract, supra note 116.
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The object of this field study was to find out not only what the local
lenders required by way of security, but also what their actual or poten-
tial borrowers could offer by way of collateral.'”® And if, say, central
market stall operators (by the hundreds) and taxi drivers (also by the
hundreds) presently offered as collateral to their very expensive lenders
the licenses or franchises (fichas) used to operate their respective busi-
nesses, would bankers and other less expensive lenders be willing to take
the same collateral, and if so, under what conditions? How about ac-
counts receivable—would a very rudimentary form of accounts accom-
panied by simple bookkeeping records suffice to procure a line of credit
geared to the borrower’s volume of sales, rather than to the threat of los-
ing an operator’s license? And then what would the lenders like to moni-
tor, and would any of the monitoring be possible with filings in the future
registry, as “attachments” to the filings or otherwise? Or, if subsistence
farmers in Honduras had to sell their crops for a fraction of their market
worth (as they did in Guatemala) simply because they lacked a simple
vehicle to transport their produce to the market, would a micro- or small-
business bank be willing to finance the cost of acquiring such a vehicle
with the security of the proceeds of the sales of produce?

The purpose of this extensive research was to be able to write a better
law by taking advantage of the findings on Honduras’ living law of busi-
ness and accounting practices or on lenders’ relied-upon collateral (such
as the above-mentioned licenses). It was also completed in order to de-
sign a truly certain but also flexible and dynamic registry, one that ac-
commodated the need for reliable information on collateral and available
assets with a highly efficient, automated, and eventually fully electronic
filing, search, and interconnected database system. Once the official law
component is in place, including an effective secured transactions law,
registry regulations, and bankruptcy law, commercial lending could start,
and its results upon the Honduran economy could be measured, month by
month.

I am happy to report that the final draft of the secured transactions law
has been approved by the Honduran Supreme Court and sent to the Hon-
duran Congress for a vote, which will possibly take place in May or June
2009. The registry software is about to be tested in April 2009, and the
registry regulations will be completed shortly thereafter. Meanwhile, ac-
counting practices and suggested registry forms are being tested. The

120. Nat’l Law Ctr. for Inter-Am. Free Trade, Report, Consulting Services for the
Implementation of the Honduran Secured Transactions Law: Roadmap Documents (Mar.
2008) (unpublished confidential report, on file with author). This report was provided to
MCA—Honduras. /d.
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intrinsically transparent nature of both a modern registry and modern
accounting practices will indeed challenge Honduras’ culture of non-
payment of taxes. In such a tax-avoidance culture, there is an obvious
disincentive to record liens, maintain accurate business records, and ab-
andon secrecy in business and commercial dealings. Such a scenario in-
variably presents itself in all such secured transactions modernization
reform efforts in the developing world.

As the project further progresses, a U.S. banking regulator will be
meeting with his Honduran counterparts, and hopefully risk management
and safe and sound secured lending lessons learned from the U.S. (and
the world’s) financial meltdown can be applied in Honduras. Last but not
least, a computerized, interactive teaching manual on the law of secured
transactions is about to be completed as well.

CONCLUSIONS

As I reflect upon the failures and successes of the efforts to facilitate
economic development in Latin America by enacting statutes patterned
after the OAS Model Law on Secured Transactions, I must conclude that
the reason why Mexico and Peru have yet to properly modernize their
secured lending laws and practices and experience their undisputed eco-
nomic benefits is because responsible policymakers have failed to ask the
right questions.

There are still politicians and bureaucrats in Mexico who continue to
ask themselves variants of the same question I was asked during the
NAFTA negotiations, “Why us?” Or who remain convinced of the va-
lidity of the autochthonous slogan: “[w]hy should we change our law if it
is the one that best reflects our legal culture?” On the other hand, other
influential lenders echo the same autochthonous slogan but know better
than to take the slogan seriously. The real question they ask themselves
is “[w]hy should those of us who are doing well under the present non-
transparent legal regime want to give up its secrecy and our priority?”

In Peru, an effective reform effort will require that drafters and imple-
menters of its secured transactions law and registry regulations ask the
following: What is the purpose of the statute we are about to enact? Who
are its intended beneficiaries, and why? Who must it protect for it to
function effectively? What are its essential concepts, rules, and principles
of interpretation, and why? What is a truly functional registry? How
could the substantive, procedural, and registry requirements best be im-
plemented by encouraging best business, administrative, and judicial
practices? Do we also need to modernize our bankruptcy law to prevent
it from becoming a prime device to enable evasions of the secured trans-
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actions’ law while at the same time becoming a tool for the rehabilitation
of deserving debtors?

In sharp contrast, Honduran and Guatemalan legislators, judges, and
constituent small- and medium-sized borrowers and supporting agencies
such as MCA—Honduras and the IADB asked the questions in the pre-
ceding paragraph and concluded that the satisfactory answer was to mod-
ernize the laws involved by modernizing and harmonizing them with
those that reflect the best secured lending, notice, and accounting and
business practices.

Clearly, the enactment of good laws and registry regulations are only
the first step of a long process of day-to-day implementation. The suc-
cess of these and other developing nations in accessing commercial and
consumer credit at reasonable rates of interest will only be attained if
they rely on both the “top-down” and “bottom-up” approaches to the
modernization of their commercial law. The top-down approach presup-
poses the implementers’ ability to select the most effective official legal
institutions, as tested in the most active and efficient secured lending
markets and as accompanied by a sufficient understanding of how to ad-
just them to local law and practice.

This is the understanding that led the Guatemalans to avoid the pitfalls
of relying on institutions inspired by the French and Spanish Civil Codes,
which are contrary to the purposes of the desirable law and which would
only produce retrogressive judicial or administrative decisions. It is also
this understanding that enables the inviolate preservation of the funda-
mental constitutional protections of debtors and creditors alike.

The bottom-up approach, consists of identifying those living law insti-
tutions that can best help attain the goals of a modernized official law,
including commercial, banking, bookkeeping, accounting, registry filing
and searching, and taxpaying customs and practices. Once the helpful
living-law institutions have been identified, the next step is both crucial
and delicate: incorporate those local customs and practices into official
legal institutions, such as laws or regulations, or into official or unofficial
compilations of best practices and explain and evaluate them in thought-
ful, academic-doctrinal, yet nondogmatic, commentaries.

When properly carried out, this selection of best practices would dis-
tinguish between those practices that can best function in, say, a highly
active, trusting, and sophisticated marketplace from those required by a
much smaller, unsophisticated, and distrusting marketplace. Thus prac-
tices associated with the former marketplace, such as a preponderant re-
liance on electronic records and filings by only one of the parties (usually
the creditor), may have to be modified to accommodate for the filing of
some paper-based documents and signatures by both parties as well as
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for other “trust-inducing” practices. These trust-inducing practices may
also require legitimizing those filings that involve unusual collateral (by
developed-country standards) such as governmental licenses or permits
that enable the operation of small businesses ranging from market stalls,
artisans and craftsmen’s shops, and taxis, to rudimentary bookkeeping
entries in grocery shops’ “booklets” (libretas).

At the end of the day, the top-down and bottom-up methods of moderni-
zation of commercial law must be combined to reflect what is interna-
tionally uniform or universal and what is the best local practice. In doing
this, the result must always be consistent with the above-discussed se-
minal principles of commercial legal institutions in general, as well as
those that inspire the institution in question. It is not an easy task, but I
am convinced that it is the only one that can succeed when using moder-
nized commercial law as the prime tool of economic development: it is in
some markets and can be in others.
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APPENDIX I
NLCIFT 12 PRINCIPLES OF SECURED TRANSACTIONS LAW IN THE

AMERICAS'!

© National Law Center for Inter-American Free Trade, 2006

1. Secured commercial and con-
sumer credit is an effective tool for
economic development because it
allows the debtor’s use, transfor-
mation, sale or barter of collateral
(mobilization). The mobilization of
these assets leading to their sale or
disposition makes possible the
payment or self-liquidation of the
loan. A single security interest can
support a series of loans whose
amount and collateral can vary
during the life of the loan or loans.
By executing a single security
agreement and by giving public
notice of the loan or line of credit,
the secured creditor establishes his
priority in the collateral over third
parties without having to enter into
new credit extension agreements or
having to make successive filings.
Self liquidation can take place only
when the following corollary prin-
ciples are implemented by legisla-
tors, the parties, registries and
courts.

2. A security interest is a prefe-
rential right to possession or con-
trol of personal property. As such,

1. Las garantias mobiliarias del
crédito comercial y del consumo
propician el desarrollo econémico
porque permiten al deudor el uso,
transformacion venta o permuta de
los bienes garantizadores (movili-
zacion de los activos). El producto
de la venta o disposicion de estos
activos o de sus bienes derivados o
atribuibles hacen posible la auto-
cancelacion o pago del préstamo.
La ejecucion de un solo acuerdo de
garantia y su publicidad registral
efectuada desde el momento de ese
acuerdo puede garantizar a una se-
rie de préstamos o “linea de crédi-
to” cuyo monto y cantidad o valor
de bienes garantizadores pueden
fluctuar durante la vida de ese
préstamo o préstamos. Publicitada
la garantia, el acreedor establece su
prioridad respecto a terceros sin
necesidad de acuerdos o registros
sucesivos. La auto-cancelacion de
las garantias mobiliarias requiere
que los siguientes principios, coro-
larios de la misma, se implementen
por los legisladores, las partes, los
registros y las cortes.

2. La garantia mobiliaria es un
derecho de posesion o de control
preferente sobre bienes muebles.

121. 12 PRINCIPLES, supra note 53.
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it does not require that the debtor
who grants the interest have title to
the personal property collateral; his
right to its possession, even though
co-existent with other possessory
rights in the same property by oth-
er creditors and debtors, will allow
the creation of the security interest.

3. The security interest may be
created in any personal property
susceptible to monetary valuation
whether present or future, tangible
or intangible including rights to the
same, as well as in the proceeds of
this collateral, whether in their first
or future generations. Thus, per-
sonal property collateral as well as
security interests in them are open
in number (numerus apertus), and
these security interests are not li-
mited to pre-existing devices such
as the pledge, with or without dis-
possession of the collateral, chattel
mortgages, retention of title or
conditional sales, etc.

4. Security interests may be
created by contract or by law. The
effectiveness of a security interest
between the secured creditor and
debtor arises from their contract or
from a statutory or judicial imposi-
tion without any additional formal-
ity. Nevertheless, third party rights,
including the rights of judgment
creditors and trustees in bankrupt-
cy, will not be affected by the se-
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Como tal, no requiere que el deu-
dor garante sea el propietario del
bien mueble garantizador; su dere-
cho a la posesion del mismo bien,
asi sea coetaneo con otros derechos
posesorios de otros acreedores o
deudores, permitird la creacion de
la garantia mobiliaria.

3. La garantia mobiliaria se pue-
de constituir sobre cualquier bien
susceptible de valoracidon pecunia-
ria, sean ellos presentes o futuros,
corporales o incorporales, inclu-
yendo derechos sobre los mismos,
asi como sobre los bienes deriva-
dos o atribuibles a la venta o per-
muta de estas garantias, ya sea en
una primera o ulterior generacion
de tales bienes derivados o atribui-
bles. Por tanto, los bienes garanti-
zadores al igual que las garantias
sobre los mismos son de nimero
abierto (numerus apertus) y no se
encuentran limitadas a figuras pre-
existentes tales como las prendas
con o sin desplazamiento o las hi-
potecas mobiliarias, o ventas con
reserva o retencion de dominio,
etc.

4. Las garantias mobiliarias pue-
den ser creadas mediante contrato
o en virtud de la ley. La efectividad
de una garantia mobiliaria entre el
acreedor garantizado y el deudor se
origina por el contrato entre los
mismos por imposicion de la ley o
decision judicial, sin necesidad de
formalidades adicionales. Sin em-
bargo, los derechos de terceros,
incluyendo los de los acreedores
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curity interest unless proper notice
of it is provided to third parties.

5. A principal goal of a secured
transactions public notice system is
to eliminate secret liens. Public no-
tice can either be attained by the
creditor’s or designated third par-
ty’s possession or control of the
collateral, or by registration. A per-
fected security interest in personal
property can merge with a negotia-
ble instrument, in which case it
will become a negotiable security
interest and, thus, an “abstract”
undertaking, independent of rights
and equities associated with the
underlying transaction, thereby al-
lowing its “true sale” or unre-
stricted negotiation to a bona fide
purchaser.

6. Effective public notice by a
specialized registry occurs when
all known or future legal mechan-
isms with the effect of guarantee-
ing the payment of a debt against
personal property are treated as a
unitary security interest. The effect
of such a recorded security interest,
including its priority, upon third
parties (such as other secured cred-
itors and purchasers) commences
from the time of its filing, irrespec-
tive of the time of its creation.
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quirografarios con sentencias de
embargo o remate y los de los sindi-
cos, no quedaran afectados a me-
nos que la garantia mobiliaria haya
sido debidamente publicitada.

5. Uno de los objetivos principa-
les del sistema de publicidad de las
garantias mobiliarias es el de eli-
minar los gravamenes ocultos o
secretos. La publicidad (perfeccio-
namiento) se puede lograr ya sea
mediante registro publico o por la
posesion o control del bien garan-
tizador en manos del acreedor o de
un tercero designado por éste. La
garantia mobiliaria perfeccionada
sobre un bien mueble podra fusio-
narse con un documento negocia-
ble, en cuyo caso se convertird en
una garantia mobiliaria negociable
y, en consecuencia, en una obliga-
cion abstracta, independiente de
los derechos y obligaciones de la
transaccion subyacente, permitien-
do asi su venta autébnoma (true sa-
le) 0 negociacion sin limitaciones a
un tercero de buena fe.

6. La publicidad efectiva por par-
te del registro especializado se lo-
gra cuando todos los mecanismos
legales, presentes y futuros, cuyo
efecto consiste en garantizar el pa-
go de una deuda a través de bienes
muebles, son tratados como un
derecho de caracter unitario. El
efecto de dicha garantia mobiliaria
registrada (incluyendo su priori-
dad) ante terceros (tales como
otros acreedores garantizados y
compradores) da comienzo a partir
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7. Registration should be inex-
pensive and should take place in a
public registry easily accessible to
third parties regardless of natio-
nality or economic sector, if at all
possible by electronic means. The
filing, in standardized fashion,
should contain only the essential
data to identify the parties, the
amount of the loan or line of credit
and collateral, consistent with the
needs of actual and potential third
parties to discover all recorded
liens against the debtor’s assets.
Generic descriptions of collateral
such as “inventory” or “accounts
receivable” should suffice. The re-
gistry should be indexed generally
by the debtor’’s name and, only
exceptionally, by the serial number
of the goods.

8. A “purchase money,” or “ac-
quisition” security interest should
take priority, to the extent that the
credit provided is used directly to
acquire the collateral, over prior
existing perfected security interests
in the same kind of collateral, as an
incentive to those wishing to pro-
vide timely, valuable and needed
loans and as a safeguard against
the monopolization and immobili-
zation of the collateral available by
one or more secured creditors. Per-
fection of a purchase money secu-
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de su inscripcidn, independiente-
mente del momento de su constitu-
cién.

7. El registro de la garantia debera
ser lo mas econdmico posible y de-
bera realizarse en un registro publi-
co facilmente accesible a terceros
sin distincion de giro comercial o
nacionalidad, y, de ser posible, en
forma electronica. La inscripcion
deberd contener los datos mas
esenciales, en forma estandardiza-
da, a efectos de identificar a las
partes, el monto del préstamo o
linea de crédito y los bienes garan-
tizadores, en forma coherente con
las necesidades de informacion de
terceros, actuales o potenciales.
Resultaran suficientes las descrip-
ciones genéricas de los bienes ga-
rantizadores, como ser “inventario”
0 “cuentas por cobrar.” El indice
debera organizarse en general con
base al nombre del deudor y, ex-
cepcionalmente, en base al nimero
de serie de los bienes.

8. En la medida en que el crédito
proporcionado en base a una ga-
rantia mobiliaria de ‘“adquisicion”
o de “compra de bienes especifi-
cos” se utilice directamente para la
compra de los bienes garantizado-
res, dicha garantia tendra prioridad
sobre otras garantias mobiliarias
pre-existentes que cubran la misma
clase de bienes, creando asi un in-
centivo para quienes deseen pro-
porcionar los préstamos necesarios
y oportunos, y una proteccion en
contra del monopolio e inmoviliza-
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rity interest should require, in addi-
tion to the appropriate filing, a
special notice to pre-existing secu-
rity interests.

9. A buyer in the ordinary course
of business takes free of a per-
fected security interest created by
his seller, even when the buyer
may know of that security interest.
If the sale occurs outside the ordi-
nary course of business, then the
buyer takes subject to the security
interest even if he pays a fair pur-
chase price.

10. Self liquidation of the securi-
ty interests requires that reposses-
sion of the collateral and foreclo-
sure take place by means of a con-
tractual, rescissory and extrajudi-
cial enforcement that confers upon
the creditor or agreed-upon fidu-
ciary the power to repossess or re-
tain and foreclose on the collateral
privately or by means of a highly
expeditious judicial foreclosure.

11. Whenever possible—and un-
til such time as a perfected and
modern bankruptcy system that du-
ly protects debtor and creditor
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cion de los bienes garantizadores
disponibles por parte de uno o mas
acreedores garantizados. Ademas
de la inscripcion correspondiente,
para el perfeccionamiento de la
garantia mobiliaria de adquisicion
se requerird un aviso especial a los
acreedores pre-existentes.

9. El comprador en el curso or-
dinario de los negocios adquiere
los bienes libres de cualquier ga-
rantia mobiliaria perfeccionada
anteriormente por el vendedor, in-
cluso en los casos en que el com-
prador pueda tener conocimiento
de su existencia. Si la venta ocurre
fuera del curso ordinario de los
negocios, entonces el comprador se
encuentra sujeto a la garantia mo-
biliaria, incluso cuando haya paga-
do un precio de compra justo.

10. La auto-cancelacion de las
garantias mobiliarias exige que la
reposesion de las garantias y su
gjecucion se puedan realizar a
través de mecanismos de resolu-
cion contractual y de ejecucion ex-
trajudicial, confiriéndole al acree-
dor o a quien se haya acordado
habra de actuar como fiduciario la
potestad de tomar posesion o rete-
ner y hacer ejecutar la garantia ya
sea de manera privada o a través de
un proceso judicial altamente ex-
pedito.

11. En la medida de lo posible—
y hasta el momento en que rija un
sistema moderno en materia de
quiebras que proteja en forma ade-
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rights has been adopted—the per-
fected security interest should not
become part of bankruptcy pro-
ceedings and the law of bankruptcy
or any other branch of the law
should not become a tool to delay,
avoid and evade secured obliga-
tions. Exceptionally, where the
bankruptcy takes the form of a
business reorganization, collateral
may become part of the bankruptcy
estate, subject to the exclusive ju-
risdiction of the bankruptcy court
to confirm the perfection of the se-
curity interest and establish its
priority against the claims of other
creditors, to determine the extent
and value of the security interest
and ultimately to decide whether
the collateral is essential to a feasi-
ble reorganization that shall protect
valid security interests.

12. The harmonization of se-
cured transaction laws—including
conflict of law rules—is essential
in order to promote cross-border
extension of credit.
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cuada los derechos de los acreedo-
res y deudores—Ia garantia mobi-
liaria perfeccionada no debera
formar parte de los procedimientos
de quiebra, y las leyes relativas a
quiebra o a otras ramas del derecho
no habran de convertirse en un
vehiculo para retrasar, evitar y
evadir el pago de las obligaciones
garantizadas. De manera excepcio-
nal, si los procedimientos corres-
ponden a un concurso preventivo,
los bienes garantizadores pueden
pasar a integrar la masa de la quie-
bra, sujetos a la jurisdiccion exclu-
siva del tribunal de quiebras, a
efectos de confirmar el perfeccio-
namiento de las garantias mobilia-
rias asi como su prioridad con res-
pecto a los reclamos de otros
acreedores, de determinar el alcan-
ce y valor de las garantias y, en
ultima instancia, para decidir si los
bienes garantizadores son esencia-
les para el éxito de un concurso
preventivo que habra de proteger a
las garantias mobiliarias validas.

12. La armonizacién de las leyes
sobre garantias mobiliarias—inclu-
yendo las normas de conflicto de
leyes—resulta esencial a los efec-
tos de promover la disponibilidad
del crédito transfronterizo.
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not limited to) the following: alternative dispute resolution, banking,
bankruptcy, business formation and associations, competition law and
policy, customs, electronic commerce, environment, family law, intel-
lectual property, investment securities, judicial reform and training, la-
bor, products liability, real estate, securitization, secured transactions
and transportation.

El National Law Center for Inter-American Free Trade (Centro Juri-
dico Nacional para el Libre Comercio Interamericano) es una institu-
cion educativa y de investigacion afiliada a la Facultad de Derecho Ja-
mes E. Rogers de la Universidad de Arizona en Tucson, Arizona. El
Centro se encuentra dedicado al desarrollo de la infraestructura legal
necesaria para construir la capacidad comercial y promover el desarro-
llo econdémico en las Américas. El Centro fue fundado en el afio 1992 y
ha colaborado estrechamente con los sectores publico y privado en te-
mas de reforma legal y desarrollo de las mejores practicas comerciales
en una amplia gama de areas tematicas, incluyendo (de modo no limita-
tivo) las siguientes: resolucion alternativa de controversias, derecho
bancario, quiebras, derecho societario y creacion de empresas, derecho
y politica de libre competencia, aduanas, comercio electronico, derecho
ambiental, derecho de familia, propiedad intelectual, titulos valores,
reforma y capacitacion judicial, derecho laboral, responsabilidad del
fabricante, derecho inmobiliario, bursatilizacion, garantias mobiliarias y
transporte.
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APPENDIX IT
RULES THAT ENCOURAGE OR DISCOURAGE THE COMMERCIALIZATION
OF CONTRACTS CIVIL CODE OF FRANCE AND THE GERMAN B.G.B.

Civil Code—France'*?

B.G.B.—Germany'*

Formality: only authentic acts
(notarial deeds) and documents
under private signature—i.e.,
documents formally acknowl-
edged by the signing party—are
given evidentiary value as literal
(full) proof of the obligation. (Ar-
ticles 1317-32.)

Lesser formality: where the law
requires a writing, a signature is
required; informal contracts can
be signed without formal ac-
knowledgment of signatures.
Telegraphic communications can
be binding, and contracts by ex-
changes of letters are also bind-
ing; however, authentication of
signatures may be required. (§§
126-27.)

No Comparable Provisions.
Generally, enforceable contrac-
tual promises require the accep-
tance of the promisee (as Po-
thier’s pollicitations).

Promises can be enforceable
without the expressed acceptance
of a promisee. See executory
promises (formally nuda pacta), §
780 (Abstract Promise), § 781
(Acknowledgment of a Debt), §
787 (Payment Instruction), §§
793-94 (Bearer Instruments), and
§ 657 (Public Offer of a Reward).

Promises are unenforceable un-
less they contain a lawful and
valid underlying cause. (Articles
1108 and 1131.)

Abstract promises are enforce-
able regardless of the underlying
cause. (§§ 780-82.)

Mortgage is a causal contract,
and its certificate cannot be made
out to “bearer” as in 1195 of the
BGB. (Articles 2124, 2127, and
2115-16.)

Provisions on the Grundschuld
or Territorial Debt. Mortgages
can be abstract contracts and be
made out to “bearer.” (§§ 1191—
98.)

122. C.Cv. (1804).

123. Bugerliches Gesetzbuch [BGB] [Civil Code] Jan. 1, 1975, translated in THE
GERMAN CIVIL CODE (lan S. Forrester, Simon L. Goren & Hans-Michael Ilgen trans.,

1975).
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No regulation for contracts in-
ter-ausentes.

Express regulation of contracts
inter-ausentes (§ 130) including
offers binding during a time spe-
cified by the offeror and others
made during auctions (§§ 147-56
and 158-63).

Restrictive provisions on the
enforcement of contracts for the
benefit of third parties. (Articles
1165 and 1121.)

Liberal enforcement of con-
tracts for the benefit of third par-
ties. (§ 328.)

No comparable provisions are
found in the Code Civil.

Simplifies claims by third-party
beneficiaries by applying rules on
the interpretation of contracts and
the use of assumptions. (§ 330.)

Contracts for the sale of land
can be rescinded if the seller sells
for a price lower than 7/12th of
market value (objective lesion),
third parties’ rights notwithstand-
ing. (Article 1674.)

A loss suffered while selling
land below its market value is not
protected unless in cases of sub-
jective lesion (§ 138). Third par-
ties who purchase land based on
the land registry records are pro-
tected (§ 892).

Ownership of goods/raw mate-
rials determines ownership of the
processed final goods unless the
value of the workmanship is sur-
passed by much of the value of
raw materials/goods. (Articles
570-71.)

The value of the work invested
in processing or transforming
another’s goods/raw materials
determines ownership of the final
goods, if the value of the latter is
not substantially less than the
value of former. (§ 950.)

In an agency contract, the prin-
cipal is not bound to perform if
the agent exceeds the principal’s
instructions. (Article 1998.)

Ostensible authority binds the
principal under certain circums-
tances. (§ 166.)

Only regulates Civil or Non-
Profit  Associations. (Articles
1832-73.)

Regulates Civil or Non-Profit
Associations, as well as Commer-
cial or Profit Associations. (§ 21
et seq.)




REFLECTIONS ON THE ROLE OF THE OECD
IN DEVELOPING INTERNATIONAL TAX
NORMS

Hugh J. Ault’

INTRODUCTION

On September 8-9, 2008, the Organisation for Economic Co-
operation and Development (“OECD”) held a Special Conference
commemorating the 50th Anniversary of the OECD Model Tax Conven-
tion (“Model Convention” or “Model”)." The Conference was attended
by over 650 participants from the private sector and the government,
representing over 100 countries. Both the level of participation® and the
geographical diversity represented at the conference would seem con-
crete evidence of the perceived importance of the role of the OECD in
developing international tax norms. In his remarks opening the confe-
rence, the OECD Secretary General noted that the success of the OECD
Model was based on three elements: “the capacity to adapt international
tax rules to the changing business environment, the enhanced participa-
tion of the business community and the progressive involvement of non-
member countries.” His observations about the Model Convention are
more generally applicable to all of the OECD’s work in the tax area.

In this paper, I would like to focus on the process through which the
OECD works, as reflected in several of the projects in which the OECD
could be said to be developing international tax norms. Hopefully, a bet-
ter understanding of how the OECD functions at a practical level will
help to inform the fascinating theoretical academic scholarship that has
focused on the OECD tax work.*

* Professor of Law, Boston College Law School, and Senior Advisor since 1997,
Centre for Tax Policy and Analysis, OECD. The views expressed are those of the author
and should not be interpreted as the positions of the OECD or any of its member govern-
ments.

1. See Joann M. Weiner, OECD Celebrates 50th Anniversary of Model Tax Conven-
tion, 51 TAX NOTES INT’L 997 (2008).

2. The conference was sold out within a few weeks of its announcement.

3. Angel Gurria, OECD Secretary-General, Remarks at Conference on the 50th An-
niversary of the OECD Model Tax Convention (Sept. 8, 2008).

4. See, e.g., Allison Christians, Sovereignty, Taxation and Social Contract, 18 MINN.
J.INT’L L. 99 (2009); Arthur J. Cockfield, The Rise of the OECD as Informal ‘World Tax
Organization’ Through National Responses to E-commerce Tax Challenges, 8 YALE J.L.
& TECH.136 (2006); Diane M. Ring, What's at Stake in the Sovereignty Debate?: Inter-
national Tax and the Nation-State, 49 VA.J. INT’L L. 155 (2008).
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I. LEGAL STRUCTURE AND ORGANIZATION OF THE OECD

The OECD was formed in 1961 as the successor to the Organization
for European Economic Co-operation, which was set up in 1948 to coor-
dinate Marshall Plan relief.’ It is based on the Convention of December
14, 1960.° The OECD Council is the principal decision-making body of
the organization and is composed of representatives from the thirty
Member countries, which send Ambassadors to the OECD as well as
staff national delegations. Decisions must be made on a consensus basis,
and any country has the right to veto any proposed action at the Council
level. The substantive work of the OECD is carried out in specialized
Committees working in various areas: economics, trade, financial mar-
kets, labor, public governance, and the like. There are about 200 Com-
mittees, working groups, and expert groups in all. Some 40,000 senior
officials from national administrations come to OECD Committee meet-
ings each year to request, review, and contribute to work undertaken by
the OECD Secretariat. The Committees meet regularly to come to deci-
sions on issues and submit proposals to the Council for approval.

While the founding Convention provides for “decisions” that are bind-
ing on Member States,’ this form of an OECD Act is not often used. The
most frequently used form of an OECD Act is the Council Recommenda-
tion. Under the OECD’s procedures, a Recommendation represents the
strong political commitment of a country to follow the Recommendation
in its domestic policy. Recommendations are often composed of a gener-
al statement of principle with an Annex setting out more detailed rules
and entitled “Guidelines.” The OECD also issues Reports, which are not
legal instruments but written analyses of particular issues. They can be
adopted at the Committee level as well as at the Council level.® Before
final action is taken by the OECD in the area of taxation, the work is of-

5. OECD, History, http://www.oecd.org/pages/0,3417,en_36734052 36761863 1 1
_1_1_1,00.html (last visited Apr. 20, 2009).

6. Convention on the Organisation for Economic Co-operation and Development,
Dec. 14, 1969, 12 U.S.T. 1728, 888 U.N.T.S. 179 [hereinafter OECD Convention]. Inte-
restingly, it was viewed as the economic counterpart to the North Atlantic Treaty Organi-
zation.

7. 1d. The Code on the Liberalization of Capital Movements is an example.

8. For example, the report “The Application of the OECD Model Tax Convention to
Partnerships” was first presented as a report with suggested changes to Commentary and
then changes in the Commentary were implemented in a Recommendation as part of the
2000 Model update. See OECD, 2 Model Tax Convention on Income and on Capital
R(15-1) (Apr. 2000) (current version available at www.oecd.org/dataoecd/43/57/42219
418.pdf).
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ten published for public comment as a Discussion Draft.” The OECD
also publishes statistical analyses and other descriptive information in the
various fields in which it operates. The Economics Directorate publishes
Economic Surveys of both Member and non-Member countries, often
with quite prescriptive policy analyses in many areas, including tax.

Funding for the OECD is provided by the Member States. A portion of
the budget is funded by contributions based on relative GDP and another
portion based on individual country contributions. In 2008, the United
States provided nearly 25% of the budget of EUR 303 million, and Japan
contributed 14%. Iceland contributed 0.1%."

The original membership of the OECD has expanded over the years,
most recently with the admission of Mexico (1994), the Czech Republic
(1995), Hungary (1996), Korea (1996), Poland (1996), and the Slovak
Republic (2000)."" Thus, while the OECD is often characterized as the
“rich man’s club,” in fact the Member country economies vary substan-
tially." Currently, an accessions process leading to membership is under
way with Chile, Estonia, Israel, Russia, and Slovenia. Discussions are
also underway with Brazil, China, India, Indonesia, and South Africa on
enhanced engagement programs with a view to possible membership. '
In addition, a number of countries have Observer status on various
Committees. For example, Argentina, Chile, China, Russia, India, and
South Africa are Observers on the Committee on Fiscal Affairs."

The activities of the Committees are supported by the Secretariat and
led by the Secretary General, who also chairs Council meetings, thus
providing a link between the staff input and the Member countries. The

9. See OECD, OECD Aims to Improve International Tax Disputes Mechanisms
(Mar. 13, 2006), http://www.oecd.org/document/28/0,3343,en_2649 37989739_3627100
4 1_1_1_1,00.html.

10. OECD, Scale of Members’ Contributions to the OECD’s Core Budget-2009,
http://www.oecd.org/document/14/0,3343,en 2649 201185 31420750 1 1 1 1,00.html (last
visited Apr. 24, 2009).

11. OECD, Ratification of the Convention on the OECD, http://www.oecd.org/document/
58/0,3343,en_2649 201185_1889402_1 1 1_1,00.html (last visited Apr. 20, 2009).

12. For example, both Mexico and Korea have basic tax policies that reflect strong
interests as source countries.

13. OECD, OECD Member Countries, http://www.oecd.org/countrieslist/0,3351,en_

14. OECD, China, South Africa to Participate in Work of OECD’s Committee on
Fiscal Affairs (June 6, 2004), http://www.oecd.org/document/21/0,3343,en_2649 34897
32074069 1 1 1 1,00.html; OECD, OECD Countries Welcome Chile’s Participation
in the OECD’s Taxation Work, http://www.oecd.org/document/33/0,3343,en 2649 348
97 36339297 1 1 1 1,00.html (last visited Apr. 20, 2009); OECD, OECD Invites India
to Participate in Its Committee on Fiscal Affairs, http://www.oecd.org/document/9/0,
3343,en 2649 34897 37131209 1 1 1 1,00.html (last visited Apr. 20, 2009).
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Secretariat is organized around Directorates, which provide support for
the various Committees. The current professional staff is about 700.
Some of the staff are international civil servants associated with the
OECD on a long-term basis, and others are secondees from national ad-
ministrations, typically spending several years at the OECD.

II. ORGANIZATION OF TAX ANALYSIS AT THE OECD

Most work in the tax area is done by the Committee on Fiscal Affairs
(“CFA”). The Committee meets twice a year in Paris. Country represent-
atives are generally high-level officials in national treasuries and tax ad-
ministrations. The United States typically sends the International Tax
Counsel and the Deputy Assistant Secretary for International Tax. Other
Treasury and Internal Revenue Service officials may attend depending
on the items on the agenda. The Chair of the CFA is currently from Ita-
ly;15 recent past chairs have been from Sweden, the United States, the
United Kingdom, and Canada. Currently, in addition to representatives of
the thirty Member countries, Observers are sent from Argentina, Chile,
China, India, Russia, and South Africa.

According to the CFA’s Mission Statement, its goals are

to provide a forum for tax policymakers and administrators to discuss
current policy and administration issues; to assist OECD countries and
non-OECD [Countries]16 to improve the design and operation of their
tax systems; to promote co-operation and co-ordination among them in
the area of taxation; and to encourage non-OECD economies to adopt
taxation practices which promote economic growth through the devel-
opment of international trade and investment.'’

Much of the preparatory work for the CFA meetings is done by the
CFA Bureau, an executive Committee that meets periodically between
the CFA plenary meetings. The Bureau develops the agenda for the CFA
meeting and often prepares Recommendations for particular issues,
which have a great deal of presumptive weight in the discussions. Often,
at impasses in the CFA meeting discussions, the Bureau will meet sepa-
rately and prepare compromise solutions. The CFA approves the Pro-

15. OECD, New Chair of the OECD’s Committee on Fiscal Affairs, http://www.oecd.
org/document/20/0,2340,en_2649 34897 36396500 1 1 1 1,00.html (last visited Apr.
20, 2009).

16. OECD documents typically refer to “Non-Member Economies” rather than Non-
Member Countries because of the participation of some dependent territories that have
fiscal autonomy (e.g., Hong Kong) or to avoid political issues (e.g., Taiwan). Here, I will
use the less awkward Non-OECD Member.

17. ORG. FOR ECON. COOPERATION & DEV., OECD’s CURRENT TAX AGENDA (2008),
available at http://www.oecd.org/dataoecd/38/17/1909369.pdf.
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gram of Work and gives mandates to various subsidiary bodies to carry
out the work. Topics for the work usually come from the subsidiary bo-
dies themselves, based on proposals by Member countries, businesses, or
the Secretariat, and the proposals are subsequently approved by the CFA.

The most important subsidiary bodies are structured as follows: Work-
ing Party 1 deals with tax treaty and related issues; Working Party 2 cov-
ers tax policy analysis and statistical work; Working Party 6 deals with
the taxation of multinational enterprises, including transfer pricing;
Working Party 8 investigates how Member governments can cooperate
to minimize the extent of tax evasion and avoidance; Working Party 9
examines consumption taxes.'® In addition to the Working Parties, the
Forum on Harmful Tax Practices advances the OECD’s work on harmful
tax practices, and the Forum on Tax Administration provides a forum to
improve taxpayer service and compliance.

The CFA also sponsors a number of events aimed at pursuing a dialo-
gue and sharing expertise with non-Member countries at its Multilateral
Tax Centres in Austria, Hungary, Korea, Mexico, and Turkey and at its
in-country Centres in Moscow and Yangzhou, China." Individual events
are also provided. For example, four events are held each year in India at
the Indian National Academy of Direct Taxes in Nagpur. These meetings
cover a broad range of topics including tax treaty policy and negotiation,
transfer pricing, tax policy including modeling and the use of incentives,
auditing, and value added tax compliance. Over sixty events, each typi-
cally lasting one week, are staged each year.

Another important mechanism through which the OECD carries on its
dialogue with Non-OECD Members in the tax area is the Global Forum
on Taxation, which are large international meetings held to cover a varie-
ty of subjects. The composition of the Global Forum generally varies
depending on the topics covered. The annual Global Forum Meeting on
Tax Treaties, which has the broadest country participation, typically at-
tracts several hundred participants from over ninety countries.

The CFA’s work is supported by the Centre for Tax Policy and Ad-
ministration, a Directorate within the Secretariat. The Centre is divided
into Divisions that serve the various working parties and other subsidiary
bodies. Some of the staff of the Centre are on long-term or indefinite
contracts, and others are seconded to the Centre for more limited periods

18. The odd numbering arrangement comes from the fact that when Working Parties
achieve their mandate, they go out of existence but the continuing Working Parties are
not renumbered.

19. ORG. FOR ECON. CO-OPERATION & DEV., CTR. FOR CO-OPERATION WITH NON-
MEMBERS, THE OECD’S GLOBAL RELATIONS PROGRAMME (2007-08), available at
http://www.oecd.org/dataoecd/57/5/39109041.pdf.
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of time by the Member countries. The Centre staff play a key role in the
CFA’s work and represent the organization, not any particular country.
While procedures vary from topic to topic, typically the responsible Di-
vision prepares the initial drafts of the documents on the matter in ques-
tion. The drafts are first discussed in smaller working groups or directly
at the Working Party or Forum level and then discussed on a line-by-line
basis by the delegates. Proposed changes and redrafted text are put for-
ward by the delegates. The Chair of the meeting usually summarizes the
results of the discussion. The text is then redrafted by the staff and re-
viewed by the delegates for final approval. In some cases, additional
changes are made in the final drafting by the Secretariat and are ap-
proved by written communication. Thus, the skill of the staff in dealing
with delegates in reaching (and in some cases possibly creating) a con-
sensus on the substantive issues is extremely important. Depending on
the complexity and political sensitivity of the issues involved, the draft-
ing process can take a few weeks or more than a decade (e.g., as has been
the case for the recently approved Report on Attribution of Profits to
Permanent Establishments).

Private sector input into the CFA’s work comes from several sources.
The Business and Industry Advisory Committee (“BIAC”) and, to a less-
er extent, the Trade Union Advisory Committee (“TUAC”) comment on
documents both while they are being prepared and after they have been
issued. In addition, it is common to issue a Discussion Draft for public
comment and, in some cases, to hold a Consultative meeting attended by
both government and private sector representatives to review the Discus-
sion Draft.?® Dialogue with the private sector at the inception of a project
may take the form of a Centre for Tax Policy and Administration Round-
table, such as those held in recent years on business restructuring and the
tax treaty treatment of collective investment vehicles. There are also a
variety of ways in which dialogue can be conducted throughout the
course of a project, either by having private sector representatives partic-
ipate in the drafting groups, which was done with the e-commerce work
in the 1990s and the current projects on collective investment vehicles
and real estate investment trusts, or by having them act as advisory
groups to the governmental delegates, which was done with the revisions
to the OECD Model Commentary on international transportation income.

Some general observations can be made about the process through
which the CFA deals with tax matters. In the first place, the consensus
principle is extremely important and taken very seriously by the partici-
pants. The lengthy discussions, skillfully led by the Chair and the Secre-

20. OECD Aims to Improve International Tax Disputes Mechanisms, supra note 9.
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tariat, can often lead to agreements and compromises that were not at all
evident when the discussions began. In addition, the process is an itera-
tive one, with the same parties, both in terms of countries and in terms of
persons, often having a wide range of issues to consider over a number of
years. Countries are reluctant to be too intransigent on a particular issue,
as they may need the support of other Members on a subsequent question
where they have more at stake. Peer pressure and the perceived status of
various individuals, especially those with a long history at the institution,
also play arole.

Sometimes the pressure for consensus can lead to difficulties if the
pressure to agree on language generates too much ambiguity and leads to
differences in subsequent interpretation and implementation. There is a
danger that striving for consensus can result in agreement on “principles”
at such a high level of generality that they do not in fact advance matters.
While creative ambiguity can at times be useful, masking important dif-
ferences with bland platitudes is not helpful. As a delegate once ob-
served, if country A says the world is flat and country B says the world is
round, and after a long discussion, the OECD issues a report that says the
world is an attractive shape and declares a consensus has been reached, it
is difficult to call that real progress in establishing international norms.
On the other hand, “parking” a contentious question in ambiguous lan-
guage while reaching agreement on other related issues can leave open
the possibility of revisiting that issue for “clarification” at another time.

These aspects of the OECD process are discussed below in the context
of more concrete developments in the tax area.

III. THE PROCESS AT WORK: SOME SELECTED TAX “NORMS” AND THE
OECD INVOLVEMENT

A. Harmful Tax Competition™

It is commonplace that increased globalization of trade and investment
has made countries’ economies and policies more interconnected. In the
tax area, that has meant that policies that have been historically devel-
oped in a closed economy now have increasingly important impacts on
other countries, as economies have become more open. This has led to
concerns about “harmful tax competition,” where one country’s tax sys-
tem can have a potentially negative impact on those of other countries. In

21. Reuven Avi-Yonah’s Article looks at the harmful tax competition project after ten
years; my focus here is to look back at the process through which the project developed.
See Reuven S. Avi-Yonah, The OECD Harmful Tax Competition Report: A Retrospective
After a Decade, 34 BROOK. J. INT’L L. 783 (2009).
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particular, this increased openness has resulted in the appearance of spe-
cial tax regimes and practices aimed at attracting mobile activities and
capital from other jurisdictions through legislative and administrative tax
breaks tailored to attract foreign investment. These problems attracted a
great deal of concern among Member States and in 1996, after much in-
ternal discussion, the OECD Ministers charged the organization to “de-
velop measures to counter the distorting effects of harmful tax competi-
tion on investment and financing decisions and the consequences for na-
tional tax bases, and report back in 1998.”** The OECD proposal was
supported by the G7 at their Summit in Lyon in 1996, where they urged
the OECD to “vigorously pursue its work in [tax competition] aimed at
establishing a multilateral approach under which countries could operate
individually and collectively to limit the extent of these practices.””

The work was initially carried out in a so-called “Special Session,” an
ad hoc organizational form that cuts across divisional lines to deal with a
particular problem. The Special Session fulfilled its mandate by the 1998
deadline provided by the Ministers and issued the report “Harmful Tax
Competition: An Emerging Global Issue” (“Report” or “1998 Report™).

The first issue to be considered in the Special Session was the devel-
opment of a framework for determining when and in what circumstances
tax competition can be appropriately characterized as “harmful.”** This
issue has been the subject of a long and ongoing debate in the economic
literature about the benefits and detriments of tax competition. Some see
tax competition as a good and healthy thing—it keeps the Hobbesian Le-
viathan in check, limits the State’s tendency to expand, promotes more
efficient government and governmental services, and limits political
pandering to domestic interest groups, purposes that are all very much
public choice and Buchannan oriented.

On the other side, there are those who see tax competition as resulting
in a destructive “race to the bottom.” Tax competition has a number of
potential negative effects: it causes “bidding wars” in the competition for
mobile activities, ultimately resulting in no tax at all on mobile capital; it
makes redistributive, benefits-based income taxation impossible; it may
require States to shift to other revenue sources, taxing less mobile activi-
ties and taxing labor, in particular, more heavily; it may force a reduction

22. ORG. FOR ECON. CO-OPERATION & DEV., HARMFUL TAX COMPETITION, AN
EMERGING GLOBAL ISSUE 3 (1998), available at http://www.oecd.org/dataoecd/33/0/190
4176.pdf [hereinafter HTC REPORT].

23. Id. at7.

24. The HTC Report made a distinction between harmful tax competition in the form
of harmful preferential regimes, which are discussed here, and the issue of tax havens,
which are discussed infra at note 35. See HTC REPORT, supra note 22, at 19-21.
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in public expenditures to a suboptimal level; it may prevent the imple-
mentation of democratically arrived at tax policy decisions as to tax mix
and tax level, and generally leave everyone worse off.*’

There was substantial attention paid to theoretical work in the Special
Session discussions. There was wide agreement that the general interna-
tional movement in the direction of a broader tax base with fewer prefe-
rences and lower rates, which was in part a result of the “competitive”
reaction to changes in the U.S. and U.K. systems in the mid-1980s, was a
good thing.? Tt forced the elimination of wasteful and inefficient tax pre-
ferences and excessively high marginal rates, and it generally increased
efficiency. This approach is consistent with the basic market orientation
of the OECD.

It is also clear, though, that some kinds of tax practices can have more
negative effects than positive ones, and the issues facing the Special Ses-
sion were how to identify those situations and how to develop some kind
of consensus on a distinction between “fair” and “harmful” tax competi-
tion.”’

As one could imagine, reaching international agreement on a definition
of harmful tax competition was a difficult and contentious process. Some
countries—as would be expected of typically high-tax countries—started
out from the tentative position that any country that had a low rate of tax
and could potentially attract investment through that rate was engaging in
harmful tax competition. And in some senses that was true, viewed sole-
ly from the national perspective of the high-tax country, since the other

25. Reuven S. Avi-Yonah, Globalization, Tax Competition, and the Fiscal Crisis of
the Welfare State, 113 HARV. L. REV. 1573, 1576 (2000).

26. See generally HTC REPORT, supra note 22.

27. Much of the economic literature on tax competition is in the subnational area and
is generally positive about tax competition. The argument goes something like this: local
taxes tend to be benefits-based taxes, and there is substantial mobility of both individuals
and business activities. Thus, competition will result in different tax/benefit mixes, which
actors will respond to by moving, and the results will force local governments to be more
efficient in the provision of public services, and people will sort themselves out according
to preference. See generally Charles M. Tiebout, 4 Pure Theory of Local Expenditures,
64 J. PoL. ECON. 416 (1956). This is the so-called efficient Tiebout equilibrium. Obvious-
ly, things in the international setting are different. In the first place, mobility is different,
though it might be similar with respect to mobile service activities. More important, from
a theoretical point of view, national-level taxes have a redistributional function beyond
being simply benefits based. This is the classic Musgrave model in which local units
provide services and the National government provides nonspatially limited public goods
and transfer payments. It is not clear how much the subnational analysis, to the extent the
OECD comes to the conclusion that tax competition is uniformly good, is relevant in the
international context.
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jurisdictions with low rates were capable of attracting investment away
from the high-tax country.

On the other hand, the issues of what general rate of income tax to im-
pose, or whether or not a State should even have an income tax at all, are
basic questions of national policy and sovereignty, which every country,
at least historically, has been able to decide for itself. So, while a low
rate of tax may be potentially harmful, this cannot be enough—at least at
this stage of international cooperation—to constitute harmful tax compe-
tition.

The Report issued by the Special Session distinguishes between a gen-
eral low rate, which applies to all taxpayers and activities in a jurisdiction,
and a special regime or practice, which is limited to mobile activities.*®
The special regime is combined with some other features that make it
likely that the effect and, in all probability, the purpose of the regime
were simply to attract investment from elsewhere with no other impact
on the domestic economy. The first situation is not covered by the Re-
port, and the second constitutes harmful tax competition.” So to take two
extreme examples, if a country introduces a general, nondiscriminatory,
across-the-board 12.5% corporate tax rate, this would be viewed as an
appropriate policy choice under the approach adopted by the OECD. In
contrast, it would constitute harmful tax competition if the country has a
special zero-tax regime for corporations engaged in offshore banking
where (1) only foreign investors can invest; (2) those corporations cannot
do business in the domestic economy; and (3) the country will not ex-
change information about the income of such corporations with the in-
vestors’ home country (so that the latter country could try to continue to
tax its residents on the income arising in the regime). For cases in be-
tween these extremes, the Report emphasizes that the decision is to be
made on the basis of all the factors taken together in context.*

The articulation of these principles was an important first step in creat-
ing a framework that can preserve the benefits of “fair” competition
while restraining the negative effects of other forms. However, the actual
implementation of these ideas requires some sort of international institu-
tional framework through which the principles can be developed and
monitored. Countries dealing with issues of tax competition are, to use a
game theory concept, in a prisoner’s dilemma situation. If all cooperated,
all would be better off than if no one cooperated, but if some cooperated

28. HTC REPORT, supra note 22, at 20-21.

29. One could see this as recognition of some sort of “sovereign duty” not to utilize a
tax practice that has the sole purpose of negatively impacting another jurisdiction. Cf.
Christians, supra note 4.

30. HTC REPORT, supra note 22, at 21.
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and others did not, the defectors who did not play by the rules could ac-
tually be the winners. What was needed was an institutional framework
both to develop the principles and to establish a monitoring mechanism
that, if necessary, would sanction those countries that were tempted to
stray. The beginning of such a structure was developed in the OECD
work through the establishment of the Forum on Harmful Tax Practices
and the Global Forum on Taxation.

The Report established a new subsidiary body within the OECD, the
Forum on Harmful Tax Practices, which, since 1998, has administered a
set of guidelines on tax practices setting out certain obligations on coun-
tries that adopted the Report. Under these guidelines, which the Report
implemented, the countries agreed to carry out a self-review process of
their domestic measures in light of the criteria set out in the Report and
to eliminate within a stipulated period of time those measures found to
constitute harmful tax competition, as defined by the Report. In addition,
they agreed not to introduce any new measures that would constitute
harmful tax competition. The self-review process presented the countries
with a classic prisoner’s dilemma. Each country was looking over its
shoulder to try to decide whether to cooperate or not. All of them recog-
nized that they would be better off if they cooperated, but they would be
worse off if they listed their regimes as harmful while other countries did
not. Conversely, they could be better off if they did not list themselves as
harmful while others did.

However, there is another mechanism that strengthens discipline: a
peer review process that begins after the initial self-review period. Under
this procedure, a country can ask the Forum to review a measure of
another country not listed in the self-review, and the Forum can give an
opinion as to whether or not the regime constitutes harmful tax competi-
tion. If a measure is found to be harmful under the criteria of the Report,
the offending Member State is obligated under the Report to remove it.

What does this mean in practice? This question involves the legal na-
ture of the measures contained in the Report. As a formal matter, the Re-
port deals with “Recommendations,” a defined term of art in the OECD
treaty; as indicated above, these are not binding international law com-
mitments. Under the Treaty, countries undertake to make a strong politi-
cal commitment to follow the Recommendations, but the Treaty express-
ly recognizes that there may be circumstances in which a country is una-
ble to fulfill its commitment or needs to delay compliance. This “soft”
international undertaking is not legally binding but creates substantial
peer pressure to act in accordance with the Recommendation. This
process has been extremely effective in bringing countries to eliminate
regimes found to be harmful under the criteria of the Report. Of the for-
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ty-seven preferential tax regimes that had been identified as potentially
harmful in 2000, none of the regimes are deemed harmful at the present
time.*! A number of regimes have been abolished, others have been
amended to remove their potentially harmful features, and still others
were found not to be harmful on further analysis of their actual impact.
Here, the actual details of the results are less important than the process
by which they were reached. Countries were able to establish a coopera-
tive process through which they could escape the logic of the prisoner’s
dilemma. In addition to the consultative process foreseen in the Report,
the Report also provided for so-called “co-ordinated defensive measures”
against harmful tax practices. These are, in general terms, measures that
can counteract the effects of the harmful tax competition in various ways.
For example, if the residence country can directly tax the income that
arises in the offshore regime, this can have the effect of discouraging its
taxpayers from taking advantage of that regime in the first place. Any
country can unilaterally introduce such measures, but they are more ef-
fective if done on a coordinated basis, the course recommended by the
Report. Similarly, in some cases, harmful tax competition is the result of
the utilization of favorable provisions in a tax treaty. A Recommendation
urges countries to modify treaties to exclude from treaty benefits the in-
come and entities benefiting from measures found to constitute harmful
tax competition. Given the requirement of action by consensus, the like-
lihood that the OECD would ever actually approve of a defensive meas-
ure against a Member country is doubtful, but in any event the issue has
not been tested because all regimes previously identified as harmful have
been eliminated.

The Recommendation on harmful tax competition was approved by the
Council with the abstentions of Switzerland and Luxembourg. In annexes
to the Recommendation, these countries objected to two basic aspects of
the Report: (1) its focus was only on geographically mobile activities and
did not include “bricks and mortar” investments, and (2) its stress on the
importance of the elimination of bank secrecy.*” From a process point of
view, however, the interesting thing is that neither country elected to ve-
to the project as it could have done under the OECD operating rules. This

31. ORG. FOR ECON. CO-OPERATION & DEV., REPORT TO THE 2000 MINISTERIAL
COUNCIL MEETING AND RECOMMENDATIONS BY THE COMMITTEE ON FISCAL AFFAIRS,
TOWARDS GLOBAL TAX CO-OPERATION (2000), available at http://www.oecd.org/data
0ecd/9/61/2090192.pdf; ORG. FOR ECON. CO-OPERATION & DEV., CTR. FOR TAX POL’Y &
ADMIN., THE OECD’s PROJECT ON HARMFUL TAX PRACTICES: 2006 UPDATE ON PROGRESS
IN MEMBER COUNTRIES, www.oecd.org/dataoecd/1/17/37446434.pdf (last visited Apr. 20,
2009).

32. HTC REPORT, supra note 22, at 73.
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would seem to indicate a judgment that the impact of a veto on this im-
portant and high-visibility project would have had a significant negative
impact on these countries’ abilities to work in the future with the organi-
zation. In addition, both countries in fact participated in the Forum on
Harmful Tax Practices, submitted their potentially harmful regimes for
review and, in the case of Switzerland, ultimately made the changes ne-
cessary to have their regime taken off the list of harmful tax regimes.™”

A second aspect of the harmful tax competition project involved the
treatment of tax havens. This work has been described elsewhere (with
varying degrees of accuracy),” and I would like to focus primarily on
some aspects of how the work evolved. The 1998 Report made a distinc-
tion between countries that collected “significant revenues” from income
tax and those that did not. With respect to the first category, a “harmful
preferential regime” was present if the regime involved no or low tax and
either “ring-fencing,” (that is, limiting the tax to foreign investors), lack
of transparency, or lack of exchange of information. Tax havens, on the
other hand, which by definition did not have significant revenues, also
involved no or nominal tax rates, and lack of transparency and exchange
of information, in addition to the lack of any requirement of “substantial
activity” (that is, it was possible to set up a “letter box” or “booking cen-
tre” in the jurisdiction). This requirement was parallel to the “ring-
fencing” requirement for other jurisdictions, as it stipulated that there be
some real connection between the low-taxed activity and the jurisdiction.

Applying these criteria, the OECD, in 2002, listed thirty-five jurisdic-
tions that met the technical tax haven criteria and began discussions with
those jurisdictions focused on getting from them “commitments” to elim-
inate the “harmful features” from their tax systems.” At the same time,
the Council instructed the Forum to prepare a list of “uncooperative tax
havens,” those havens that did not agree to make the necessary commit-
ments. While the OECD process was taking place, there was a change of
Administration in the United States, and after six months, during which
time he apparently thought about what reaction to take, Paul O’Neill,
incoming U.S. Secretary of the Treasury, made the following announce-
ment:

33. The situation involving the Luxembourg 1929 Holding Company regime is more
complicated and involves the application of the EU state aid disciplines.

34. See generally J.C. SHARMAN, HAVENS IN A STORM: THE STRUGGLE FOR GLOBAL
TAX REGULATION (2006); Lorraine Eden & Robert T. Kudrle, Tax Havens: Renegade
States in the International Tax Regime?, 27 LAW & POL’Y 100 (2005).

35. OECD, The OECD List of Unco-operative Tax Havens—A Statement by the Chair
of the OECD’s Committee on Fiscal Affairs, Gabriel Makhlouf (Apr. 18, 2002),
http://www.oecd.org/document/28/0,3343,en_2649 33745 2082460 1 1 1 1,00.html.
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Although the OECD has accomplished many great things over the
years, I share many of the serious concerns that have been expressed
recently about the direction of the OECD initiative. | am troubled by
the underlying premise that low tax rates are somehow suspect and by
the notion that any country, or group of countries, should interfere in
any other country’s decision about how to structure its own tax system.
I also am concerned about the potentially unfair treatment of some non-
OECD countries. The United States does not support efforts to dictate
to any country what its own tax rates or tax system should be, and will
not participate in any initiative to harmonize world tax systems. The
United States simply has no interest in stifling the competition that
forces governments—like businesses—to create efficiencies. . . . In its
current form, the project is too broad and it is not in line with this Ad-
ministration’s tax and economic priorities.36

The O’Neill announcement, despite its substantial mischaracterization
of the thrust behind the OECD project, appeared on its face to be a dra-
matic withdrawal of support by the United States, previously a key play-
er in the tax competition work.’” In fact, it had much less impact on the
progress of the project than was initially anticipated. In 2001, the OECD
revised its criteria for tax haven status by eliminating the “no substantial
activities” requirement, which had been of very little significance in
practice.”® In addition, it agreed not to apply defensive measures to tax
havens any sooner than it applied them to Member country regimes. This
was largely meaningless because, by this time, it was clear that the
Member countries themselves would have eliminated the harmful fea-
tures of the regimes. In 2002, the OECD published its list of seven “un-
cooperative tax havens,” which has subsequently been reduced to three.*

The harmful tax competition exercise raises some interesting process
points. While the OECD did have an extensive dialogue with the havens
in connection with the commitment process, the process still had a con-
frontational tone. In its later forms, the tone is more conciliatory. The
former havens that have made commitments to transparency and ex-
change of information are now called “Participating Partners”; they are
working together with Member countries in the context of an OECD

36. Press Release, Paul O’Neill, Sec’y of the U.S. Dep’t of the Treasury, PO-366
(May 10, 2001) [hereinafter O’Neill Press Release].

37. The U.S. International Tax Counsel was the first Co-Chairman of the Forum on
Harmful Tax Practices.

38. OECD, The OECD'’s Project on Harmful Tax Practices: The 2001 Progress Re-
port 9, http://www.oecd.org/dataoecd/60/28/2664438.pdf (last visited Apr. 20, 2009).

39. These are Andorra, Liechtenstein, and Monaco. See OECD, Centre for Tax Policy
and Administration, List of Unco-operative Tax Havens, http://www.oecd.org/document/
57/0,3343,en_2649 33745 30578809 1 1 1 1,00.html (last visited Apr. 20, 2009).
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Global Forum on Taxation to develop uniformity in rules on transparen-
cy and exchange of information.”” Cooperative efforts have also generat-
ed a Model Exchange of Information Agreement,*" which has been suc-
cessfully used in bilateral and multilateral negotiations. However, one
can wonder how much of the later cooperation would have developed if
the initial phases of the project had not been as prescriptive as they were.
In addition, while a number of exchange agreements have been con-
cluded,* there is an increasing concern about “foot dragging” on the part
of some jurisdictions that have made commitments and avoided the ini-
tial listing process, but have taken no real steps toward implementation
since then. Consideration may then turn again to defensive measures, for
example, perhaps a list of “Committed but Uncooperative Jurisdictions”
suggesting that “establishing international norms” in some cases must
involve the combination of cooperation and enforcement mechanisms.

It is also interesting to note that the focus of much of the later work in
this area is on exchange of information generally, not just exchange in
connection with the narrowly defined activities of geographically mobile
financial services covered by the 1998 Report. For example, the Ex-
change of Information Agreements that have been entered into with the
havens are not limited to information concerning geographically mobile
services but cover exchange generally. In addition, they are not limited to
exchange in criminal conduct, but cover civil exchange as well.*’ Thus,
somewhat ironically, from one perspective, the U.S. “withdrawal” from
the project had no impact at all on the elimination of ring-fenced regimes
in Member countries. Actions by countries that eliminated ring-fenced
regimes in response to the OECD Recommendations involved the recog-
nition by those countries of a substantive international obligation not to
construct regimes aimed entirely at the tax base of other countries, a
clear example of the OECD’s “interfering with [an]Jother country’s deci-
sion about how to structure its own tax system,” which O’Neill found so
objectionable.** At the same time, the increased attention that the U.S.

40. OECD GLOBAL FORUM ON TAXATION: A PROCESS FOR ACHIEVING A GLOBAL LE-
VEL PLAYING FIELD 1 (June 3—4, 2004), http://www.oecd.org/dataoecd/13/0/31967501.pdf.

41. OECD, Agreement on Exchange of Information on Tax Matters, http://www.oecd.
org/dataoecd/15/43/2082215.pdf (last visited Apr. 20, 2009).

42. For a list of the exchange agreements, see OECD, Model Agreement on Exchange
of Information on Tax Matters, Developed by the OECD Global Forum Working Group
on Effective Exchange of Information, http://www.oecd.org/document/7/0,3343,en 2649
33767_38312839_1_1_1_1,00.html (last visited Apr. 20, 2009).

43. See, e.g., Agreement on Assistance in Civil and Criminal Tax Matters Through
Exchange of Information, F.R.G.-Isle of Man, Mar. 2, 2009, available at http:www.oecd.
org/dataoecd/57/5/42262036.pdf.

44. See O’Neill Press Release, supra note 36.
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position brought to the importance of exchange of information seemingly
aided in establishing an international norm or benchmark for exchange,
which includes civil tax matters and goes far beyond O’Neill’s references
to “tax evaders” and “prosecution of illegal activity.”

While non-Member countries were not directly involved in developing
the analytical framework of the 1998 Report before it was adopted, sub-
stantial effort was made to bring non-Member countries into the dialo-
gue. In many cases, their concerns with harmful tax competition were
greater than those of Member countries because they were less able to
protect their tax bases unilaterally. Three regional seminars were held in
Mexico, Singapore, and Turkey while the Report was being drafted.” At
this time, the issues raised by harmful tax competition were discussed
and the views of non-Member countries were expressed. After the Report
was published and the Forum on Harmful Tax Practices set up, a number
of multilateral meetings were held in conjunction with the Southern Afri-
can Development Community, the Asian Development Bank, and the
Inter-American Center of Tax Administrations. After the issuance of
“Towards Global Tax Co-operation: Progress in Identifying and Elimi-
nating Harmful Tax Practices” (“2000 Report”), which listed preferential
regimes in Member countries and provided the initial list of tax havens,
an international symposium to discuss the global implications of harmful
tax practices was held in Paris and attended by twenty-seven non-
Member countries.*® The purpose of these meetings was to encourage
non-Member countries to associate themselves with the 1998 Report.
The Global Forum on Taxation has also held events dealing with harmful
tax practices and the need for a “level playing field” with regard to trans-
parency and exchange of information. These efforts can be seen as part
of the wider move by the OECD to be more inclusive.

B. Dispute Resolution and Arbitration

As international trade and investment increase, so too do the possibili-
ties of disagreements among countries as to the appropriate application
of international tax rules. These disputes may involve transfer pricing
issues, differing characterization rules for income, disagreement about
whether a permanent establishment exists, or more generally, the appro-
priate exercise of potential taxing rights by the source-country jurisdic-
tion.

45. The OECD’s Global Relations Programme, supra note 19.
46. The OECD’s Project on Harmful Tax Practices: The 2001 Progress Report, su-
pra note 38, at 7.
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The OECD Model Convention and bilateral treaties based on the Mod-
el provide a procedural mechanism, the Mutual Agreement Procedure
(“MAP”), for resolving these types of disputes where the interpretation
and application of a treaty is involved. Article 25 of the Model Conven-
tion, implemented in existing bilateral treaties, provides that if the tax-
payer believes that the actions of one or both of the countries result in
taxation “not in accordance with the convention,” he can present the case
to the “competent authority” of the country of which he is a resident.*’ If
that country cannot resolve the problem unilaterally, it has the obligation
under the treaty to undertake discussions with the other country to “en-
deavor” through the MAP to resolve the issue. This procedure usually
results in a “mutual agreement” that provides a resolution to the issue
regarding the treaty. If, after “endeavoring” to agree, the two countries
are in fact unable to agree, however, the taxpayer is potentially left with
unrelieved double taxation, thus thwarting the principal purpose of the
treaty, to avoid double taxation,*

The lack of a mechanism to achieve a solution to these issues under tax
treaties has become more and more striking as nontax barriers to trade
and investment are eliminated and tax issues assume greater and greater
importance. Competing trade*” and investment disciplines™ already pro-
vide institutional structures to resolve disputes in their fields of compe-
tence, and the lack of such a mechanism in the tax area is highlighted.

For many years, there have been proposals to have unresolved treaty
issues dealt with by some form of arbitration procedure.”’ A number of
existing treaties contain a provision for optional arbitration, but as a
practical matter, the provisions have not been used; as both competent
authorities must agree to go forward, it is possible for one of the authori-
ties to block the arbitration when the taxpayer requests the proceeding. In
order to ensure some kind of consistent and binding arbitration decision,
it would be necessary to provide for the mandatory arbitration of unre-
solved cases after a certain period of time has passed. There have been

47. OECD, Model Convention with Respect to Taxes on Income and on Capital art.
25, para. 5, July 17, 2008, available at http://www.oecd.org/dataoecd/14/32/41147804.pdf
[hereinafter Model Tax Convention].

48. Id.

49. See, e.g., Reuven Avi-Yonah, The WTO, Export Subsidies, and Tax Competition,
in WTO AND DIRECT TAXATION 115 (Michael Lang, Judith Herdin & Ines Hofbauer eds.,
2005).

50. See, e,g., Thomas Walde & Abba Kolo, Investor-State Disputes: The Interface
Between Treaty-Based International Investment Protection and Fiscal Sovereignty, 35
INTERTAX 424 (2007).

51. See, e.g., GUSTAF LINDENCRONA & NILS MATTSSON, ARBITRATION IN TAXATION
(1981).
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several proposals modeled on commercial arbitration from private sector
groups providing for mandatory arbitration in tax matters.”®> These pro-
posals essentially deal with the arbitration of tax disputes as an alterna-
tive to the existing MAP procedures.

Not unexpectedly, countries’ reactions to proposals for mandatory ar-
bitration in taxation have historically been muted. From a theoretical
perspective, giving up the power to determine the tax liability of a tax-
payer to a nongovernmental body could be viewed as an unacceptable
intrusion on the State’s sovereignty. From a practical point of view, the
competent authorities charged with deciding the case could object to hav-
ing the case taken out of their hands. Nonetheless, the practical need for
some kind of mechanism to resolve disputes grew increasingly clear. At
the same time, there were complaints from the private sector about the
functioning of the existing MAP procedure. The procedure took too long
and was not transparent; it was costly and expenses were incurred with
no assurance of an acceptable outcome.

The recognition early on that effective dispute resolution mechanisms
were essential to the functioning of the OECD led to an OECD project to
develop them. As the Committee of Fiscal Affairs observed in describing
the background of the work of the Joint Working Group charged with
developing the dispute resolution proposals:

[P]roviding an effective dispute resolution mechanism for tax disputes
is closely connected to the basic OECD approach to its work. The
OECD is a consensus organization and does not typically generate
“hard law” but principles and guidelines. Working in this way, it is un-
avoidable that differences in interpretation and application will arise. It
is thus an important responsibility of the Organization to make every
effort to ensure that there is a well-functioning procedural mechanism
to deal with these disputes when they do arise. This is true both with
regard to relations between Member countries, but also, and in some
ways more importantly, in relations between the OECD Member coun-
tries and Non-OECD Economiies . . . .

The starting point for the [Joint Working Group’s] work was a detailed
examination of the existing MAP process. It is clear that the MAP
process will continue to be the basic mechanism for the resolution of
international tax disputes. The existing MAP process has provided and
will continue to provide a generally effective and efficient method for
dealing with these issues. . . . [However] it remains the case that the ex-
isting procedures do not ensure that in all cases a final resolution of in-

52. ORG. FOR ECON. CO-OPERATION & DEV., CTR. FOR TAX POL’Y & ADMIN.,
IMPROVING THE PROCESS FOR RESOLVING INTERNATIONAL TAX DISPUTES, app. at 40-54
(July 27, 2004), available at http://www.oecd.org/dataoecd/44/6/33629447 .pdf.
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ternational tax disputes can be achieved. Thus the JWG has considered
in some detail a range of Supplementary Dispute Resolution . . . tech-
niques which can help to ensure that international tax disputes come to
a satisfactory conclusion.”

The focus of the OECD dispute resolution work was thus on improving
the MAP process generally and providing supplementary mechanisms to
make the MAP work more effectively. In this way, the proposal for man-
datory arbitration could be considered together with other changes and
improvements in MAP generally and not a (threatening) free-standing
proposal. This approach was carried forward in the structure of the arbi-
tration proposal developed by a Joint Working Group and ultimately
adopted as part of the 2008 amendments to the Model Convention.>* Ar-
bitration was not presented, as in previous proposals, as an alternative to
MAP, but as a means of supplementing MAP. Rather than taking the en-
tire unresolved case away from the competent authorities, the proposed
arbitration procedure referred unresolved issues to the arbitrators. When
the arbitrators’ decisions on those issues were reached, the case was re-
turned to the competent authorities to establish an agreed solution to the
entire case. This solution went far to assuage countries’ sovereignty con-
cerns and, at the same time, left the competent authorities with an impor-
tant role in the final resolution of the case.

A remaining issue was the relation of the arbitration procedure to the
taxpayer’s domestic law remedies. Under the original proposal, the tax-
payer was required to give up his rights to domestic legal remedies as a
condition to entering into the arbitration process. When this structure was
presented in the initial Discussion Draft,” it was met by skepticism from
the private sector. There was objection to waiving domestic rights in a
situation where the process remained a government-to-government one,
the taxpayer had no right to be directly represented, and there was no
assurance that double taxation would in fact be relieved. There were also
concerns that such waivers might not be legally enforceable in some
countries.

In response to these concerns, the procedure was subsequently mod-
ified to provide that submission to arbitration did not require waiver of
domestic rights. The unresolved issue would be submitted to arbitration;
the arbitral decision would then be incorporated into a mutual agreement,

53. Id. at 3.

54. Model Tax Convention, supra note 47.

55. ORG. FOR EcCON. CO-OPERATION & DEv., CTR. FOR TAX PoL’Y & ADMIN.,
PROPOSALS FOR IMPROVING MECHANISMS FOR THE RESOLUTION OF TAX TREATY DISPUTES
9 (Feb. 2006), available at http://www.oecd.org/dataoecd/5/20/36054823.pdf.
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which would be presented to the taxpayer as an agreed solution giving a
uniform interpretation or application of the treaty. If the taxpayers af-
fected by the case agreed, the case could be resolved; if not, as is the
normal procedure in mutual agreement cases, any taxpayer affected by
the case could reject the MAP and be left with domestic remedies.”® In
this way, the arbitration functioned to supplement MAP and allowed the
case to be resolved. This approach was in general satisfactory to gov-
ernments since it minimized the intrusion of nongovernmental actors in
the dispute resolution process and was also responsive to private sector
concerns by providing for the mandatory resolution of the dispute issues
without unduly compromising the ultimate recourse to domestic reme-
dies. Thus, by moving from an approach that viewed arbitration as an
alternative to traditional procedures, to dealing with arbitration as part of
a general process of improving dispute resolution, a satisfactory resolu-
tion of the various concerns was achieved.

Article 25.5 of the Model Convention now contains a procedure for
mandatory arbitration following the structure outlined above, and a sam-
ple mutual agreement contained in the Commentary includes a substantial
discussion as to the details of the procedure.’” It provides for a number of
“default” provisions to deal with situations where one of the parties to
the arbitration is stalling or refusing to cooperate. For example, if one of
the competent authorities does not appoint an arbitrator within the stipu-
lated time frame, the Director of the Centre for Tax Policy and Adminis-
tration is authorized to make the appointment, thus allowing the process
to go forward. It is not expected that many cases will in fact require arbi-
tration. Even under prior procedures, the vast majority of MAP cases
were satisfactorily resolved, and the possibility of arbitration at the end
of the two-year period provided should likely increase the competent
authorities’ efforts to reach a successful conclusion to the case.”

The new paragraph is accompanied by a footnote, which provides:

In some States, national law, policy or administrative considerations
may not allow or justify the type of dispute resolution envisaged under
this paragraph. In addition, some States may only wish to include this
paragraph in treaties with certain States. For these reasons, the para-

56. In practice, it is very rare for an agreed MAP solution to be rejected because it can
cause the taxpayer to face the possibility of conflicting national decisions and the result-
ing double taxation.

57. Model Tax Convention, supra note 47.

58. The prophylactic effect of the existence of an arbitration procedure should en-
courage the competent authorities to reach a decision to avoid having to refer the case to
arbitration. As was observed in the process of the dispute resolution work, “The best
arbitration is no arbitration.”
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graph should only be included in the Convention where each State con-
cludes that it would be appropriate to do so . . . R

The inclusion of the footnote was important for some countries that
were still hesitant about the arbitration procedure, and it allowed them to
approve the procedure in principle while still retaining some flexibility in
its application.®” It was clear in the nearly ten-year process leading to the
adoption of the new article that it took countries some time to understand
and become comfortable with arbitration. In that process, it was impor-
tant to move from a generalized discussion of whether countries were
“for” or “against” arbitration to looking at the details of a concrete pro-
posal, which could then be modified in a nuanced way to take specific
concerns into account. The use of the footnote technique was part of that
evolution.

It remains to be seen how the dispute resolution process will work in
the future. Article 25.5 in the Model, even accompanied by the footnote,
establishes the principle that an arbitration procedure is important in the
proper functioning of the treaty, and the extensive Commentary offers
solutions to many of the structural problems involved in making arbitra-
tion function. The United States has recently ratified three new treaties
containing mandatory arbitration procedures: Protocol to the Germany-
United States treaty (signed June 1, 2006), the new Belgium-United
States treaty (signed November 27, 2006), and the 5th Protocol to the
Canada-United States treaty (signed September 21, 2007). In addition,
other important recent treaties contain mandatory arbitration provisions
along the lines of the OECD Model.®" Thus, it may take some time be-
fore arbitration is a standard provision in bilateral treaties. However, as
an “international norm,” the provision in the Model will certainly speed
up the process.

59. Model Tax Convention, supra note 47.

60. See id. at 7 n.1. The footnote technique was also used in connection with the
adoption of Article 27 dealing with assistance in the collection of taxes, an issue that also
raises some sensitive issues.

61. The recently signed Netherlands-U.K. treaty contains an arbitration provision that
tracks very closely the provision in the OECD Model. Compare Convention for the
Avoidance of Double Taxation and the Prevention of Fiscal Evasion with Respect to
Taxes on Income and on Capital Gains, Neth.-U.K., art. 25(5), Sept. 26, 2008, available
at http://www.minfin.nl/dsresource?objectid=59016&type=pdf, with ORG. FOR ECON. CO-
OPERATION & DEV., CTR. FOR TAX PoL’Y & ADMIN., THE 2008 UPDATE TO THE MODEL
TAX CONVENTION, para. 1 (July 17, 2008), available at http://www.oecd.org/dataoecd/
20/34/41032078.pdf.
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C. Services Permanent Establishment

One of the principal functions of tax treaties is to relieve double taxa-
tion by allocating taxing jurisdiction between the source and resident
States. This is technically accomplished by reducing the source country’s
taxing claims in some situations and requiring the residence country to
give double tax relief for the source country tax in cases where the
source country has retained the right under the treaty to tax the income.

Under this set of rules, in order for the source country to have the right
to tax business profits, the OECD Model requires a certain level of eco-
nomic penetration in the source country, a so-called “permanent estab-
lishment.” While the treaty definition of permanent establishment is
complex, it generally requires some sort of “fixed place of business”
through which the business of the enterprise is carried on.®® As a result of
this definition, the provision in the source country of personal services
not attributable to a permanent establishment generally does not give the
source country the right to tax.®> The 2008 update of the OECD Model
confirms the OECD’s basic policy conclusion that its provision of per-
sonal services should not constitute a permanent establishment. How-
ever, the Commentary to Article 5 now provides for an “alternative pro-
vision” whereby countries that do not share the policy conclusion could
allow the taxation of profits from the provision of personal services if the
period in which the personal services are performed in the source country
exceeds 183 days over a twelve-month period, even in the absence of a
fixed place of business.** The public Discussion Draft that presented the
Report of the Working Group that developed the proposal set forth the
background of the proposal:

The report of the Working Group concluded that no changes should be
made to the provisions of the OECD Model Tax Convention and that
services should continue to be treated the same way as other types of
business activities. Under the applicable rules of the OECD Model, the
profits from services performed in the territory of a Contracting State
by an enterprise of the other Contracting State are not taxable in the
first-mentioned State if they are not attributable to a permanent estab-
lishment situated therein (as long as they are not covered by other Ar-
ticles of the Convention that would allow such taxation). This result,

62. The OECD work on establishing an international consensus on how this principle
would apply in the case of electronic commerce has been extensively discussed in the
literature. See, e.g., Cockfield, supra note 4, at 144.

63. The U.N. Model contains a services permanent establishment provision. U.N.
Model Double Taxation Convention Between Developed and Developing Countries art.
5(3)(b), U.N. Doc. ST/ESA/102 (Jan. 1, 1980).

64. Model Tax Convention, supra note 47, at 102—03.
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under which these profits are only taxable in the State of residence of
the enterprise, is supported by various policy and administrative con-
siderations. . . . The report acknowledged, however, that some States
are reluctant to adopt the above principle of exclusive residence taxa-
tion of services that are not attributable to a permanent establishment
situated on their territory but that are performed on that territory and
noted that these States propose alternative provisions to preserve source
taxation rights, in certain circumstances, with respect to the profits
from such services.

The Working Group considered that it was important to circumscribe
the circumstances in which States that did not agree with its conclusion
could, in a bilateral treaty, provide that profits from services performed
by a foreign enterprise could be taxed by them even if not attributable
to a permanent establishment situated on their territory. In particular,
the Group considered that it was important to stress that a State should
not have source taxation rights on income derived from the provision of
services performed by a non-resident outside that State, that only the
profits from services, as opposed to the gross payments for these ser-
vices, should be subjected to tax and that it was appropriate, for com-
pliance and other reasons, not to allow a State to tax the profits from
services performed on their territory in certain circumstances (e.g.
when such services are provided during a very short period of time).65

IV. WHAT IS THE “MODEL”? WHAT IS THE “NORM”?

This brief exposition of a few recent activities of the OECD in the tax
area is by no means exhaustive and is intended only to review several
representative projects.®® It does allow, however, some modest conclu-
sions about the OECD’s role in the “formation of international norms.”

It is clear that the OECD has become much more open and inclusive in
its work. The accession project for new Members, the increased role of
Observers in Committee activities, the proposal for enhanced engage-
ment, the extensive activities in the Multilateral Centres, and the activi-
ties of the Global Forum on Taxation have all brought different voices to
the discussions of international tax issues. In addition, business represen-
tatives are consulted more frequently, as it is important that the tax pol-
icy makers understand the commercial settings in which the tax rules will

65. ORG. FOR ECON. CO-OPERATION & DEV., CTR. FOR TAX POL’Y & ADMIN., THE TAX
TREATY TREATMENT OF SERVICES: PROPOSED COMMENTARY CHANGES 2-3 (Dec. 8, 2006),
available at http://www.oecd.org/dataoecd/2/20/37811491.pdf [hereinafter TAX TREATY
TREATMENT OF SERVICES].

66. For a description of the ongoing work at the Centre for Tax Policy and Analysis,
see ORG. FOR ECON. CO-OPERATION & DEV. CTR. FOR TAX PoL’Y & ADMIN., CURRENT
TAX AGENDA (2008), available at http://www.oecd.org/dataoecd/38/17/1909369.pdf.
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apply. All States have an interest in designing workable rules, and in-
cluding private sector representatives in the process (e.g., through the use
of Discussion Drafts prior to final decisions) helps to focus on these is-
sues.

This expansion of scope, however, has increased the difficulty of
reaching consensus on some questions. The OECD has been most suc-
cessful where it works to establish principles of sufficient specificity to
be helpful in channelling policy formulation, but not principles so de-
tailed as to be too restrictive of the ways in which the countries can im-
plement them. Thus, with respect to dispute resolution, the basic principle
of the need for arbitration as a means to resolve treaty disputes has been
established, but the details have been left open.67 In addition, the footnote
concerning the possibility that some countries may not wish to use arbi-
tration in all cases also makes the Model less prescriptive, but at the
same time, it keeps the basic principle as part of the Model.

A similar situation exists in the case of reservations and observations
to the Model.®® By allowing countries to indicate reservations with re-
spect to particular narrow issues, agreement can be reached on the basic
structure and approach of the provision in question. The discussions and
peer pressure to come to a consensus conclusion on as much of the treaty
and commentary text as possible work to narrow the areas of disagree-
ment. Thus, the OECD work can provide the basic structure for technical
rules on which all agree, leaving other issues for further, usually bilat-
eral, negotiation. In other cases, the use of alternative provisions in the
Commentary to the Model can preserve the basic principle in the Model
while allowing countries “reluctant” to accept the majority view to have
their position expressed. At the same time, this allows a process in which
variation from the Model can be “circumscribed” and made to work
technically.®’

Not all view these developments as favorable. The BIAC comments
from the business community indicated that it was very “concerned”

67. Note, for example, that details of the arbitration procedure are set forth in an An-
nex.

68. See Model Tax Convention, supra note 47, at 14-15.

69. For example, the changes in the commentary make it clear that if personal servic-
es are to be taxed in connection with a personal services permanent establishment, they
must be taxed on a net basis, allowing a deduction for associated costs, and not on a gross
basis, thus disapproving of the approach taken by some countries and establishing net-
basis taxation as the norm. Tax Treaty Treatment of Services, supra note 65, at 6.
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about the use of alternative provisions.”’ A former Chair of the Commit-
tee on Fiscal Affairs recently observed:

In terms of the model tax convention, in my view, in many ways it no
longer reflects consensus because of all of the reservations and obser-
vations the convention and the commentary now contain. More impor-
tantly, some of the diverging views are now presented in areas that go
beyond reservations and observations. For example, the commentary to
the latest update to the model includes an alternative position on the
taxation of services in the article on permanent establishments (article
5). How can consensus be maintained if the commentary provides al-
ternative positions? A similar situation arises in the article on assistance
in the collection of taxes (article 27). The article contains a footnote
saying that in some countries, national law, policy, or administrative
considerations may not allow or justify the type of assistance envisaged
under this article and therefore indicates that this article only applies
where countries agree. In my view, if the country’s law does not allow
for collection assistance as provided in this article, then the country
should change its law. Because the model convention increasingly al-
lows countries to cherry-pick among their favorite provisions, the mod-
el really no longer is a model.”!

Thus, in taking its work forward, the challenge for the OECD will be
to develop techniques that can not only establish agreement on policy
principles and technical rules to the extent possible, but at the same time
provide for adequate “escape valves” on certain issues to facilitate
agreement on others. While the OECD is certainly not a “Ruler of the
World,” by taking advantage of its expanded institutional structure and
its high technical standards, going forward it seems to be well-placed to
contribute to the development of international tax norms.

70. Letter from Patrick J. Ellingsworth, Chair, Bus. & Indus. Advisory Comm. on
Taxation & Fiscal Affairs, to Jeffrey Owens, Dir., Ctr. For Tax Pol’y & Admin. (Feb. 20,
2007), available at http://www.biac.org/statements/tax/Final-07-01-22-services-tax-treaty-
treatment.pdf.

71. Joann M. Weiner, Inteview with Joseph Guttentag, 51 Tax NOTES INT’L 1024
(2008). Guttentag was Deputy Assistant Secretary of the Treasury (International) in the
Clinton Administration.



THE OECD HARMFUL TAX COMPETITION
REPORT: A RETROSPECTIVE
AFTER A DECADE

Reuven S. Avi-Yonah'

INTRODUCTION: TWO VIEWS OF THE OECD REPORT

leven years ago the Organisation for Economic Co-operation and

Development (“OECD”) published its report “Harmful Tax Com-
petition: An Emerging Global Issue”' (“OECD Report” or “Report”).
The Report identified for the first time two problem areas facing interna-
tional income taxation of geographically mobile activities: tax havens
and harmful preferential tax regimes.” It sought to initiate activities to
eliminate both types of problems.’

Over a decade has passed, and it is now time to consider the following:
have the OECD Report and its progeny achieved anything useful? There
have been two recent but contradictory answers to this question. On the
one hand, J.C. Sharman concluded in his book on tax havens that the
OECD effort was unsuccessful: “[b]y 2002 the small [S]tate tax havens
had prevailed, and the campaign to regulate international tax competition
had failed.” On the other hand, Vaughn James argued as early as 2002
that the policy driven by the OECD Report has “robbed . . . Caribbean
countries of their sovereign right to determine their tax and economic
policies.”

These two views obviously cannot both be true. Either the tax havens
have prevailed, or they have been crushed. Which view is correct? This
Article will argue in Parts I and II that, overall, the OECD effort has been
a success. The principal ground for this argument is data showing no de-
cline in individual or corporate tax revenues in OECD member countries

* Irwin I. Cohn Professor of Law and Director, International Tax LL.M. Program,
The University of Michigan Law School. I would like to thank Hugh Ault, Joe Guttentag,
Phil West, and participants in the Tax Competition workshop at the Université¢ de
Montréal for their helpful comments.

1. ComM. ON FiIsc. AFF., ORG. FOR ECON. CO-OPERATION & DEV., HARMFUL TAX
COMPETITION: AN EMERGING GLOBAL ISSUE (1998), available at http://www.oecd.org/
dataoecd/33/1/1904184.pdf [hereinafter OECD REPORT].

2. Id Y4.

3. Seeid. q90.

4. J.C. SHARMAN, HAVENS IN A STORM: THE STRUGGLE FOR GLOBAL TAX REGULA-
TION 1 (2006).

5. Vaughn E. James, Twenty-First Century Pirates of the Caribbean: How the Or-
ganization for Economic Cooperation and Development Robbed Fourteen CARICOM
Countries of Their Tax and Economic Policy Sovereignty, 34 U. MIAMI INTER-AM. L.
REV. 1,2 (2002).
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over the past decade, in contrast with a decline in corporate tax revenues
in non-OECD countries over the same period, as a result of tax competi-
tion among them and their failure to collect individual income taxes from
the rich due to tax evasion.

However, more work remains to be done, and Part III of this Article
argues that the OECD members could advance the objectives of the Re-
port in two key ways: imposing a coordinated, refundable withholding
tax on all payments to nontreaty jurisdictions; and strengthening tax rules
for controlled foreign corporations (“CFCs”) to combat preferential re-
gimes in non-OECD countries.

I. THE OECD REPORT AND ITS PROGENY®

The original OECD Report focused on two issues. First, it identified
“tax havens” as jurisdictions with (a) no or nominal income taxes and (b)
at least one of three characteristics: lack of effective exchange of infor-
mation, lack of transparency, and lack of substantial activities by taxpay-
ers.” Second, it identified “preferential regimes” as regimes offering (a) a
no or low effective tax rate and (b) at least one of the following: ring
fencing, lack of transparency, and lack of effective exchange of informa-
tion.® The OECD Report condemned both tax havens and preferential
regimes as “harmful tax competition.”

Following publication of the Report, the OECD began efforts to curtail
preferential regimes in OECD member countries and to force tax havens
to cooperate. In 2000, the OECD published a second report, focused in
particular on how bank secrecy laws in many tax havens impeded their
cooperation with international tax information requests.'’ This report
stated that all OECD countries should “permit tax authorities to have
access to bank information, directly or indirectly, for all tax purposes so
that tax authorities can fully discharge their revenue raising responsibili-
ties and engage in effective exchange of information.”""

6. This section is based on a 2008 report by the U.S. Senate Permanent Subcommit-
tee on Investigations. STAFF OF S. COMM. ON HOMELAND SEC. & GOV. AFF., PERM.
SUBCOMM. ON INVESTIGATIONS, 110TH CONG., REPORT ON TAX HAVEN BANKS AND U.S.
TAx COMPLIANCE 26-29 (2008), available at http://hsgac.senate.gov/public/ files/071708
PSIReport.pdf [hereinafter SENATE REPORT].

7. OECD REPORT, supra note 1, § 23.

8. Id §27.

9. Seeid. 4.

10. CoMM. ON FIsc. AFF., ORG. FOR ECON. CO-OPERATION & DEV., IMPROVING
ACCESS TO BANK INFORMATION FOR TAX PURPOSES (2000), available at http://www.oecd.
org/dataoecd/3/7/2497487 .pdf [hereinafter OECD BANK INFORMATION REPORT].

11. I1d. 9 20.
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As a result of these two reports, in mid-2000, the OECD published a
list of thirty-five offshore jurisdictions that it planned to include in a sub-
sequent list of “uncooperative tax havens” unless the countries agreed to
remove “the harmful features of preferential regimes” by April 2003, and
fully eliminated taxpayers’ benefits under such regimes by December
2005."* Echoing the Report, in this document the OECD defined a “tax
haven” as a country with (a) no or nominal taxation and (b) one or both
of the following: ineffective tax information exchange with other coun-
tries, and a lack of transparency in its tax or regulatory regime, including
excessive bank or beneficial ownership secrecy.'?

Many countries did not want to appear on either the OECD’s list of
thirty-five offshore jurisdictions or its subsequent list of uncooperative
tax havens. To avoid being included on the former, six jurisdictions,
Bermuda, the Cayman Islands, Cyprus, Malta, Mauritius, and San Mari-
no, gave the OECD signed commitment letters in April and May 2000,
promising to provide effective tax information exchange by the specified
deadlines."* In response, the OECD omitted these countries from the list
of thirty-five."” To avoid appearing on the list of uncooperative tax ha-
vens, other countries provided similar commitment letters to the OECD
later in 2000 and in 2001, and the OECD agreed to omit them from the
updated list of uncooperative tax havens.'®

Despite wavering support from the United States for the OECD effort,
by 2002, twenty-eight of the original thirty-five offshore jurisdictions
identified by the OECD had committed to offering effective information

12. ComM. ON FIsc. AFF., ORG. FOR ECON. CO-OPERATION & DEV., TOWARDS GLOBAL
TAX CO-OPERATION: PROGRESS IN IDENTIFYING AND ELIMINATING HARMFUL TAX PRAC-
TICES 9 4, 17-19 (2000), available at http://www.oecd.org/dataoecd/9/61/2090192.pdf
[hereinafter 2000 PROGRESS REPORT].

13. Id. The OECD 2000 Progress Report did, however, omit from the definition the
“lack of substantial activities by taxpayers,” which would have limited the ability of tax-
payers to set up pure shell corporations in tax havens. Compare id. § 7, with OECD
REPORT, supra note 1, q 23. For a critique of this change, see Michael C. Webb, Defining
the Boundaries of Legitimate State Practice: Norms, Transnational Actors and the
OECD’s Project on Harmful Tax Competition, 11 REvV. INT’L PoL. ECON. 787-827
(2004).

14. See CoMM. ON FISc. AFF., ORG. FOR ECON. CO-OPERATION & DEv., THE OECD’s
PROJECT ON HARMFUL TAX PRACTICES: THE 2001 PROGRESS REPORT § 17 (2001), available
at http://www.oecd.org/dataoecd/60/28/2664438.pdf [hereinafter 2001 PROGRESS REPORT].

15. See id.; 2000 PROGRESS REPORT, supra note 12, § 17 (excluding these six jurisdic-
tions from the list of thirty-five jurisdictions deemed “uncooperative tax havens”).

16. See 2001 PROGRESS REPORT, supra note 14, 9 22 (“Since the issuance of the 2000
Report, [five] jurisdictions have made commitments to eliminate harmful tax practices.
They are Aruba, Bahrain, the Isle of Man, the Netherlands Antilles, and the Seychelles.”).
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exchange in criminal and civil tax matters by the given dates.'” The result
was that only seven jurisdictions were ultimately named on the OECD’s
official list of uncooperative tax havens, made public in mid-2002."®
Over time, four of the seven made the required commitments, so that, by
2008, the OECD’s list had shrunk to just three countries: Andorra, Liech-
tenstein, and Monaco." To date, these three countries have persistently
refused to provide tax exchange information with other jurisdictions in
civil and criminal matters.*

While it was developing the lists of offshore jurisdictions and uncoo-
perative tax havens, the OECD took a number of steps to advance global
tax information exchange. In 2001, it established the Global Forum on
Taxation, with participants drawn from OECD member countries and
nonmember offshore jurisdictions, to discuss transparency and tax in-
formation exchange issues.”’ In 2002, the OECD issued a model Agree-
ment on Exchange of Information on Tax Matters that States could sign
on a bilateral or multilateral basis to meet their commitments to tax in-
formation exchange.** In 2004, to further promote the OECD’s work, the
G20 Finance Ministers issued a communiqué supporting the OECD’s tax
information exchange initiative and model agreement.”

17. See OECD, The OECD Issues the List of Unco-operative Tax Havens (Apr. 18,
2002), http://www.oecd.org/document/19/0,3343,en_2649 33745 2082323 1 1 1 1,00.html
(listing Andorra, the Principality of Liechtenstein, Liberia, the Principality of Monaco,
the Republic of the Marshall Islands, the Republic of Nauru, and the Republic of Vanuatu
as the remaining “unco-operative tax havens”).

18. See id.

19. OECD, List of Unco-operative Tax Havens, http://www.oecd.org/document/57/0,
3343,en_2649 33745 30578809 1 1 1 1,00.html (last visited Mar. 7, 2009).

20. Liechtenstein, however, is currently under pressure and has agreed to cooperate
with the OECD. See EUbusiness.com, Liechtenstein Says Must Shed Tax Haven Image,
Feb. 18, 2009, http://www.eubusiness.com/news-eu/1234957621.46/ (‘“Liechtenstein is
ready to work with the OECD to overcome tax fraud, as the principality seeks to shed its
image of an uncooperative tax haven . . ..”).

21. See OECD, OECD Pursues a Global Dialogue on International Taxation (Oct. 1,
2001), http://www.oecd.org/document/23/0,3343,en_2649 33745 2367319 _1_1_1_1,00.html.

22. See OECD, Agreement on Exchange of Information on Tax Matters, available at
http://www.oecd.org/dataoecd/15/43/2082215.pdf (last visited Mar. 7, 2009). See also
OECD, OECD Releases Model Agreement on Exchange of Information in Tax Matters
(Apr. 18, 2002), http://www.oecd.org/document/4/0,3343,en_2649 33745 2082244 1 1
1_1,00.html.

23. G20, Meeting of Finance Ministers and Central Bank Governors: Communiqué,
at 9 (Nov. 21, 2004), available at http://www.g20.org/Documents/2004_germany.pdf
(“The G20 therefore strongly support the efforts of the OECD Global Forum on Taxation
to promote high standards of transparency and exchange of information for tax purposes
and to provide a cooperative forum in which all countries can work towards the estab-
lishment of a level playing field based on these standards.”).
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In 2006, the OECD issued a new report assessing the legal and admin-
istrative frameworks for tax transparency and tax information exchange
in eighty-two countries.”* The purpose of this assessment was to help the
OECD determine “what is required to achieve a global level playing field
in the areas of transparency and effect exchange of information for tax
purposes.”® In October 2007, the OECD updated its eighty-two-country
assessment.”® The OECD summarized its findings as follows:

Significant restrictions on access to bank information for tax purposes
remain in three OECD countries (Austria, Luxembourg, Switzerland)
and in a number of offshore financial centres (e.g. Cyprus, Liechtens-
tein, Panama and Singapore). Moreover, a number of offshore financial
centres that committed to implement standards on transparency and the
effective exchange of information standards developed by the OECD’s
Global Forum on Taxation have failed to do so.”’

OECD-led efforts to promote tax information exchange are ongoing. In
March 2007, the OECD sponsored a series of meetings among more than
one hundred tax inspectors from thirty-six countries to discuss aggressive
tax planning schemes within their jurisdictions.® According to top
OECD officials, the meetings indicated that key elements in most of
these tax dodges could be traced to tax havens.” In January 2008, the
OECD held discussions among its members on taking “defensive meas-
ures” against tax havens that refuse to cooperate with tax information
requests.”” Some OECD members have also recently called for expand-
ing the list of uncooperative tax havens to include countries that, despite
a written commitment, have failed to provide tax information upon re-
quest in criminal and civil matters.”'

24. GLOBAL FORUM ON TAXATION, OECD, TAX CO-OPERATION: TOWARDS A LEVEL
PLAYING FIELD (2006).

25. Id. at7.

26. GLOBAL FORUM ON TAXATION, OECD, TAX CO-OPERATION: TOWARDS A LEVEL
PLAYING FIELD (2007).

27. OECD, OECD Reports Progress in Fighting Offshore Tax Evasion, but Says
More Efforts Are Needed (Dec. 10, 2007), http://www.oecd.org/document/48/0,3343,en_
2649 201185_39482288_1_1_1_1,00.html.

28. See, e.g., Richard Highfield, OECD Meeting with Mexican Legislators on Fiscal
Policy and Finance: Tax Administration and the Reform Process, Mar. 27, 2007, http://gaceta.
diputados.gob.mx/Gaceta/60/2007/jun/InfOCDE/Anexos.ppt/Archivol 1.ppt.

29. See Offshore Financial Centers Playing Key Role in Aggressive Tax Plans, OECD
Official Says, BNA DAILY REPORT FOR EXECUTIVES, Mar. 27, 2007.

30. OECD Signals Plan to Renew Efforts Against Non-Cooperative Jurisdictions,
BNA DAILY REPORT FOR EXECUTIVES, Oct. 15, 2007.

31. See Testimony of Jeffrey Owens, Senate Finance Committee Hearing on Offshore
Tax Evasion (2007).
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II. THE DATA

The theoretical and practical basis for the concerns expressed in the
OECD Report is laid out in detail elsewhere,” so I will only summarize
it here. In the last two decades, an increasing number of countries have
competed for inbound investment by offering foreign corporate investors
tax holidays.”> Multinational companies can with relative ease relocate
production facilities in response to variations in foreign tax rates. Multi-
nationals use such “production tax havens” to derive the bulk of their
foreign income free of host country taxation.** Furthermore, wishing not
to damage the competitiveness of their multinational firms against multi-
nationals based in other countries, the United States and most other de-
veloped countries balk at directly taxing foreign-source business in-
come.” If multinationals’ foreign-source income were taxed by their
home jurisdictions, new firms would migrate towards jurisdictions that
leave such income effectively untaxed,’ creating a regime where corpo-
rate income earned abroad would largely be free of both host- and home-
country taxation.

For example, as a large multinational corporation, Intel Corporation
has facilities in many countries that grant tax holidays: the company’s
major wafer fabrication facilities are in Ireland and Israel, and it also has
assembly lines in China, Costa Rica, Malaysia, and the Philippines.’’
Intel does not pay current U.S. tax on income from its foreign operations;
according to U.S. law, income earned by U.S. multinationals’ foreign

32. For an extensive discussion, see Reuven S. Avi-Yonah, Globalization, Tax Com-
petition, and the Fiscal Crisis of the Welfare State, 113 HARv. L. REV. 1573 (2000) [he-
reinafter Fiscal Crisis). See also Reuven S. Avi-Yonah, Bridging the North/South Divide:
International Redistribution and Tax Competition, 26 MICH. J. INT’L L. 371 (2004) [he-
reinafter International Redistribution).

33. See RAYMOND VERNON, IN THE HURRICANE’S EYE: THE TROUBLED PROSPECTS OF
MULTINATIONAL ENTERPRISES 32 (1998); U.N. CONF. ON TRADE & DEV., WORLD INVEST-
MENT REPORT 1996: INVESTMENT, TRADE AND INTERNATIONAL POLICY ARRANGEMENTS
180 (1996).

34. See Rosanne Altshuler & T. Scott Newlon, The Effects of U.S. Tax Policy on the
Income Repatriation Patterns of U.S. Multinational Corporations, in STUDIES IN INTER-
NATIONAL TAXATION (Giovannini et al. eds., 1993); James R. Hines, Jr. & Eric M. Rice,
Fiscal Paradise: Foreign Tax Havens and American Business, 109 Q. J. ECON. 149
(1994).

35. See Robert J. Peroni, Back to the Future: A Path to Progressive Reform of U.S.
International Income Tax Rules, 51 U. MiaMI L. REV. 975 (1997).

36. See James R. Hines, Jr., The Flight Paths of Migratory Corporations, 6 J.
ACCOUNTING, AUDITING & FIN. 447, 451-52 (1991).

37. Intel Corp., Annual Report (Form 10-K), at 7 (Dec. 29, 2007), available at
http://media.corporateir.net/media_files/irol/10/101302/2007annualReport/common/pdfs/
intel_2007ar.pdf.
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subsidiaries is taxed only after it is repatriated in the form of dividends,
which Intel can defer indefinitely.”® Intel’s effective tax rate on foreign-
source income is therefore considerably lower than 35%, the nominal
rate at which U.S. corporations are taxed.

Should income derived from capital avoid the income tax net, the tax
effectively becomes a tax on labor. In fact, as a number of empirical stu-
dies suggest, the effective tax rate on income from capital nears zero in
some developed countries, and tax rates on capital have tended to notice-
ably decline since exchange controls were relaxed in the early 1980s.*
Jurisdictions that had previously relied on income tax revenues must re-
sultantly supplement their tax revenue by raising more regressive taxes.

In OECD member countries, for example, consumption and payroll
taxes, both more regressive than the income tax, have expanded the fast-
est: as a percentage of total revenues, consumption taxes rose from 12%
in 1965 to 18% in 1995, and payroll taxes increased from 19% to 27%
during the same thirty-year span.** Personal and corporate income taxes,
however, failed to grow markedly as a percentage of total revenues be-
tween 1965 and 1995,"' the personal income tax comprising 26% com-
pared to 27% and the corporate income tax accounting for 9% versus
8%, in these two years respectively.*” Additionally, between 1965 and
1994, total tax revenue as a percentage of developed countries’ gross
domestic product (“GDP”) increased sharply—from 28% to almost
40%.* This increase was mainly due to the increases in consumption and
payroll tax rates.* Evidence also suggests that as an OECD member
economy becomes more open, taxes on labor tend to rise, but taxes on
capital tend to fall.*

38. See Reuven S. Avi-Yonah, International Taxation of Electronic Commerce, 52
TAX L. REV. 507, 517 (1997) (discussing the “Single Tax Principle” under which foreign-
source income is taxed in the residence jurisdiction at the tax rate for investment income).

39. See, e.g., DANI RODRIK, HAS GLOBALIZATION GONE TOO FAR? 6365 (1997); Jeft-
rey Owens, Emerging Issues in Tax Reform: The Perspective of an International Bureau-
crat, 15 TAX NOTES INT’L 2035, 204247 (1997).

40. Owens, supra note 39, at 2038—40.

41. Id.

42. 1d.

43. INT’L MONETARY FUND, TAX PoLicY HANDBOOK 289-94 (Parthasarathi Shome
ed., 1995).

44. Id.

45. See Enrique G. Mendoza et al., Effective Tax Rates in Macroeconomics: Esti-
mates of Tax Rates on Factor Income and Consumption, 34 J. MONETARY ECON. 297, 321
(1994); Enrique G. Mendoza et al., On the Ineffectiveness of Tax Policy in Altering Long-
Run Growth (Ctr. for Econ. Pol’y Research Discussion Paper No. 1378, 1996). Insofar as
the income tax is placed on capital and labor, its stability may conceal this trend.
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Similar trends may also be noted in countries that are not OECD mem-
bers or located in the Middle East. These States’ total revenues as a share
of their GDP increased from an average of 18.8% between 1975 and
1980, to 20.1% between 1986 and 1992.* This growth, however, was
principally financed through an increase in another revenue source—the
value-added tax (“VAT”), which grew from 25.5% to 31.8% of total rev-
enues over the 1980s.*” During this same period, individual and corpo-
rate income tax revenues remained flat, or even declined.*®

A study by Keen and Simone illustrates both the extent of this problem
and its impact on developing countries.” Keen and Simone show that,
from 1990 to 2001, corporate tax rates declined in both developed and
developing countries.”® However, while in developed countries this de-
cline in the rates was matched by a broadening of the tax base, so that no
decline in revenues can be observed,’' in developing countries, the same
period witnessed a decline of corporate tax revenues by about 20% on
average.”> This decline is particularly important in light of the larger
share of tax revenues produced by the corporate tax in developing coun-
tries (an average of 17%) as opposed to developed countries (an average
of 7%).>* Keen and Simone attribute most of this decline to the spread of
targeted tax incentives for multi-national enterprises (“MNEs”). From
1990 to 2001, the percent of developing countries granting tax holidays
to MNEs grew from 45% to 58%, and similar trends can be seen for tax
breaks for exporters (32% to 45%), reduced corporate rates for MNEs
(40% to 60%), and free trade zones (17.5% to 45%).>* These figures are
particularly important because a companion paper by Altshuler and Gru-
bert shows that the evolution of effective tax rates between 1992 and
1998 seem to have been driven by tax competition, and that U.S. manu-
facturers are becoming increasingly sensitive to tax considerations in
determining the location of their investments.”

46. Tax PoLicY HANDBOOK, supra note 43, at 295-303, 307-12.

47. Seeid. at5.

48. Id. at 295-303, 307-12.

49. Michael Keen & Alejandro Simone, Is Tax Competition Harming Developing
Countries More Than Developed?, 34 TAX NOTES INT’L 1317 (2004).

50. See id. at 1320.

51. See Rachel Griffith & Alexander Klemm, What Has Been the Tax Competition
Experience of the Last 20 Years?, 34 TAX NOTES INT’L 1299, 1301 (2004).

52. See Keen & Simone, supra note 49, at 1318.

53. Id. at 1318-21.

54. Id.

55. Rosanne Altshuler & Harry Grubert, Taxpayer Responses to Competitive Tax
Policies and Tax Policy Responses to Competitive Taxpayers: Recent Evidence, 34 TAX
NOTES INT’L 1349 (2004).
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However, as Griffith and Klemm point out, there is no evidence that
tax competition had a negative effect on OECD member countries, even
if it led them to reduce tax rates.”® In fact, in those countries, both indi-
vidual and corporate tax revenues have been remarkably stable on aver-
age from 1975 to 2006. Total tax revenue as a percentage of GDP in
OECD countries was 29.4% in 1975, and 35.9% in 2006.” Of this, indi-
vidual taxes on income were 11.2% of GDP in 1975, and 13% in 2006.®
Corporate taxes were 2.2% of GDP in 1975, and 3.9% in 2006.%° Thus,
while consumption taxes account for most of the increase in tax revenue
in the era of globalization, there is no indication that either individual or
corporate tax revenues have gone down in OECD countries as a result of
tax competition.

It can be argued that these overall statistics are misleading, and that
they represent a shift from income taxes paid by the rich on mobile capi-
tal to income taxes paid by salary earners who are less mobile. However,
this argument does not explain the stability of the corporate tax, since
most corporations do have the option of earning their income overseas.
Moreover, the fact that in non-OECD countries the effects of tax compe-
tition are apparent in the data and lead to a decline in corporate tax reve-
nue suggests that there is something occurring in the OECD countries
that prevents such a decline from taking place.” Similarly, it is striking
that OECD countries succeed in taxing the rich through the income tax
far more than developing countries.®’

In my opinion, the OECD effort to curtail harmful tax competition has
something to do with this achievement. As far as the corporate tax is
concerned, the effort to cut back on preferential regimes in OECD mem-

56. Griffith & Klemm, supra note 51, at 1299.

57. ORG. FOR ECON. CO-OPERATION & DEV., REVENUE STATISTICS 1965-2007, at 19
(2008).

58. Id. at 20.

59. Id. at 21. In the EU, the trends are similar: total tax revenue was 39.6% of GDP in
1995 and 39.9% in 2006; the implicit tax rate on capital (the most important part of which
is the corporate tax) was 25.8% in 1995, and 33.3% in 2006, despite a decline in the cor-
porate tax rate from 35.3% in 1995, to 23.6% in 2006. See TAXATION TRENDS IN THE
EUROPEAN UNION (European Comm’n 2008), available at http://epp.eurostat.ec.curopa.eu/
cache/ITY_OFFPUB/KS-30-08-421/EN/KS-30-08-421-EN.PDF.

60. This also addresses the critique that the reason corporate tax revenues are stable is
the high profitability of corporations. Presumably, multinationals are just as profitable in
developing countries, so without limits on preferential regimes, there would be a decline
in profits in OECD countries as well.

61. See Richard M. Bird & Eric M. Zolt, Redistribution via Taxation: The Limited
Role of the Personal Income Tax in Developing Countries, 52 UCLA L. REv. 1627
(2005).
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ber countries, plus an increased vigilance on transfer pricing and a con-
certed effort to lower the permanent establishment (“PE”) threshold,
have all prevented a decline in corporate tax revenues that would other-
wise have taken place.*

The U.S. corporate tax shelter saga is a good indication that these kinds
of efforts can have a real impact on the numbers. From 1993 to 2003,
there was a surge in corporate tax shelters in the United States, the con-
sequence of which was a real decline in corporate tax revenues from 3%
to 2% of GDP.® In 2003 (following the Enron scandal and a Senate
Hearing), the Internal Revenue Service (“IRS”) began a serious crack-
down on tax shelters, involving in particular an assault on the intermedia-
ries (i.e., accounting firms and law firms) that were essential to devising
and marketing the shelters. The result was a remarkable recovery in rev-
enues to 4% of GDP, a level not seen since just after the 1986 Tax
Reform Act (which significantly broadened the corporate tax base).*
This shows that crackdowns like the OECD harmful tax competition in-
itiative can have a material effect on the macro revenue data.

With respect to individual income taxation, the recent stories from
Liechtenstein and Switzerland demonstrate that, despite the OECD Re-
port, there is still a lot of revenue lost to tax havens.®” The Senate Perma-
nent Subcommittee on Investigation estimated the total amount of lost
revenue for the United States alone at $100 billion a year; other estimates
are lower (i.e., $50 billion) but still quite high.®® However, the question is
not how many people cheat, but how many more would have cheated but
for the pressure on tax havens and the negative publicity generated by the
OECD effort. In my opinion, if the OECD did not put pressure on tax
havens, many more citizens of OECD countries would have transferred
their funds to tax havens than the admittedly large numbers that currently
do so. To the extent that OECD countries succeed in taxing the rich more

62. See Reuven S. Avi-Yonah, Tax Competition and E-Commerce, 23 TAX NOTES
INT’L 1395 (2001). On lowering the PE threshold, see, for example, Jean Pierre Le Gall,
Can a Subsidiary Be a Permanent Establishment of Its Foreign Parent?, 60 TAX L. REV.
179 (2007); Lee Sheppard, Revenge of the Source Countries, 2006 TNT 200-3 (Oct. 17,
2006).

63. See REUVEN S. AVI-YONAH, SENATOR MCCAIN’S CORPORATE TAX PROPOSALS: A
CRITICAL EXAMINATION 8 n.7 (2008), available at http://www.americanprogressaction.
org/issues/2008/pdf/avi-yonah_paper.pdf.

64. Seeid.

65. See SENATE REPORT, supra note 6, at 32—114.

66. See id. at 1; Joseph Guttentag & Reuven Avi-Yonah, Closing the International
Tax Gap, in BRIDGING THE TAX GAP: ADDRESSING THE CRISIS IN FEDERAL TAX ADMIN-
ISTRATION 99, 101 (Max B. Sawicky ed., 2005).
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than developing countries, and all the evidence shows that they do, this is
in large part because of efforts like the OECD Report.

III. THE FUTURE

Nevertheless, it is clear, and the OECD would not dispute, that the
OECD’s current efforts are not enough. What more can be done? In the
corporate arena the answer is clear. While tax competition among OECD
countries is on the wane, in large part because of OECD efforts, tax
competition continues unabated among non-OECD countries, and in my
view that is to their own detriment.®” The obvious solution is to streng-
then the CFC rules. Since 90% or more of MNEs are headquartered in
OECD countries, if all OECD jurisdictions abolished deferral, there
would be no incentive for developing countries to engage in tax competi-
tion. New MNEs might be established in developing countries, but that is
not necessarily a bad thing. The major impediment to adopting and
strengthening CFC rules has been the fear of harming “your” MNEs in
the face of competition from other MNEs.*® But if all OECD countries
acted together, source-based taxation by developing countries could be
saved with no harm to competitiveness.”

For taxation of individuals’ income, the problem is similarly a matter
of coordination.”” A principal problem of dealing with tax havens is that
if even a few countries do not cooperate with information exchange, tax
evaders are likely to shift their funds there from cooperating jurisdic-
tions, thereby rewarding the noncooperating ones and deterring others
from cooperation. Thus, some jurisdictions have advertised their refusal
to cooperate with OECD efforts. Recent accounts about Liechtenstein
illustrate this point.

However, if the political will existed, the tax haven problem could eas-
ily be resolved by rich States through their own actions. The key obser-
vation here is that funds cannot remain in tax havens and be productive;
they must be reinvested into the prosperous and stable economies of the
world (which is why some laundered funds that need to remain in the tax
havens earn a negative interest rate). If the rich countries could agree,
they could eliminate the tax havens’ harmful activities overnight by, for
example, imposing a refundable withholding tax (e.g., at 35%) on pay-

67. See International Redistribution, supra note 32, at 9—12.

68. This fear has led numerous countries, including the United States, to relax their
CFC rules. See Reuven S. Avi-Yonah, Back to the Future? The Potential Revival of Ter-
ritoriality, 62 BULL. FOR INT’L TAX’N 471 (2008).

69. See Reuven S. Avi-Yonah, Tax Competition and Multinational Competitiveness:
The New Balance of Subpart F, 18 TAX NOTES INT’L 1575 (1999).

70. See Guttentag & Avi-Yonah, supra note 66.
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ments to noncooperating tax havens, or more broadly, to all nontreaty
countries, and insisting on effective exchange of information with treaty
countries. The withholding tax would be refunded upon a showing that
the income was reported to the residence country.

The financial services industry would no doubt lobby hard against such
a step, on the grounds that it would induce investors to shift funds to oth-
er OECD member countries. However, the EU and Japan have both
committed themselves to taxing their residents on foreign-source interest
income. The EU Savings Directive, in particular, requires all EU mem-
bers to cooperate in exchange of information or impose a withholding tax
on interest paid to EU residents.”' Both the EU and Japan would like to
extend this treatment to income from the United States. Thus, this would
seem an appropriate moment to cooperate with other OECD member
countries by imposing a withholding tax on payments to tax havens that
cannot be induced to cooperate in exchanging information, without trig-
gering a flow of capital out of the OECD."

CONCLUSION

In the last decades of the twentieth century, there were frequent predic-
tions that the income tax would be dead in the era of globalization. The
distinguished Canadian economist Richard Bird wrote in 1988 that “the
weakness of international taxation calls into question the viability of the
income tax itself. . . . If something is not done to rectify these problems
soon, the future of the income tax is bleak.””* Other authors wrote papers
with titles such as, “Can Capital Income Taxes Survive in Open Econo-
mies?”"* and “Is There a Future for Capital Income Taxation?””” and I
wrote one entitled “Globalization, Tax Competition, and the Fiscal Crisis
of the Welfare State.””

These obituaries for the income tax have proven premature. Within the
OECD, income taxation is alive and well. In my opinion, part of this suc-

71. See generally Council Directive 2003/48, 2003 O.J. (L 157) (EC).

72. For a discussion of this proposal in a U.S. context, see Reuven S. Avi-Yonah, 4
Coordinated Withholding Tax On Deductible Payments, Shelf Project Proposal, TAX
NoOTES (June 2, 2008). Note that, for the United States, the authority to impose such a tax
on interest payments already exists, so no change in the law is needed. /d.

73. Richard Bird, Shaping a New International Tax Order, 42 BULL. FOR INT’L
FISCAL DOCUMENTATION 292, 303 (1988).

74. Roger H. Gordon, Can Capital Income Taxes Survive in Open Economies?, 47 J.
FIN. 1159 (1992).

75. Jack Mintz, Is There a Future for Capital Income Taxation?, 42 CANADIAN TAX.
J. 1469 (1994).

76. Fiscal Crisis, supra note 32.
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cess story is due to the OECD Report and its progeny. However, there
are serious problems in non-OECD countries, and anecdotal evidence
like the recent Senate Report confirms the continued existence of prob-
lems in OECD countries as well. If left unchecked, the dire predictions of
a twenty-first century world based on the VAT, while perhaps premature,
could in time still be borne out.

The OECD Report and its progeny represented a useful beginning. To
complete the work, two steps are needed, both of which can be taken by
the OECD countries if the political will exists: eliminate the ability of
non-OECD countries to offer preferential tax regimes by eliminating de-
ferral for all CFCs, and eliminate tax evasion by OECD residents by im-
posing a refundable withholding tax on payments to nontreaty countries
while requiring real exchange of information by treaty countries. If these
steps are implemented, the income tax can survive well into the next cen-

tury.
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INTRODUCTION

Since the early 1990s, the issue of fiscal transparency has attracted
increasing attention from international institutions, governments,
and nongovernment actors concerned with budgets and fiscal policy
reform. The Organisation for Economic Co-operation and Development
(“OECD”) has described the budget as “[t]he single most important poli-
cy document of governments, where policy objectives are reconciled and
implemented in concrete terms.”’ In the last decade, the OECD and In-
ternational Monetary Fund (“IMF”’) have embarked on significant pro-
grams to develop standards and codes of conduct on budget transparency
and to assess country practices in this area.” Nongovernmental organiza-
tions (“NGOs”) have developed their own indices to measure and com-
pare fiscal transparency internationally.” At the domestic level, where
budgeting takes place, some governments have enacted legislation to
formalize their commitments to fiscal disclosure.

This Article seeks to address two major questions that have received
very limited attention from researchers: (1) What is fiscal transparency

1. Org. for Econ. Co-operation & Dev., OECD Best Practices for Budget Transpa-
rency, 1(3) OECD J. oN BUDGETING 2001, at 7 [hereinafter OECD Best Practices).

2. See id.; INT’L MONETARY FUND, CODE OF GOOD PRACTICES ON FISCAL TRANSPAR-
ENCY (2007), available at http://www.imf.org/external/np/pp/2007/eng/051507c.pdf [he-
reinafter 2007 IMF CODE]. See generally INT’L MONETARY FUND, MANUAL ON FISCAL TRANS-
PARENCY (2001), available at http://www.imf.org/external/np/fad/trans/manual/manual.pdf
[hereinafter 2001 IMF MANUAL]; INT’L MONETARY FUND, MANUAL ON FISCAL TRANS-
PARENCY (2007), available at http://www.imf.org/external/np/pp/2007/eng/101907m.pdf
[hereinafter 2007 IMF MANUAL].

3. In the late 1990s the Institute for Democracy in South Africa (“IDASA”) collabo-
rated with the International Budget Project (“IBP”), based in Washington, D.C., to devel-
op a survey questionnaire for evaluating budget transparency that was then applied to
South Africa. See ALTA FOLSCHER ET AL., TRANSPARENCY AND PARTICIPATION IN THE
BUDGET PROCESS—SOUTH AFRICA: A COUNTRY REPORT (Dec. 2000). This methodology
has been adapted for studies of several other countries. See Int’l Budget P’ship, /ndex of
Budget Transparency in Five Latin American Countries: Argentina, Brazil, Chile, Mex-
ico and Peru, Jan. 10, 2002, http://internationalbudget.org/resources/L Abudtrans.pdf [he-
reinafter Index of Five Latin American Countries]. The Center on Budget and Policy
Priorities, a nongovernment organization based in Washington, D.C., launched its Open
Budget Index in 2006 with the goal of scrutinizing fiscal transparency practices in differ-
ent countries around the world. Open Budget Initiative, About the Open Budget Initia-
tive, http://www.openbudgetindex.org/index.cfm?fa=about (last visited Apr. 8, 2009).
For information on the history and goals of the Open Budget Index, see Int’l Budget
P’ship, Transparency and Participation in the Budget Process: Why Focus on Budget
Transparency and Participation, http://www.internationalbudget.org/themes/BudTrans/in
dex.htm (last visited Apr. 20, 2009) [hereinafter Transparency and Participation in the
Budget Process].
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for? That is, what different meanings can be ascribed to this concept, and
what political economic purposes does it advance? And, (2) what is the
role of law and legal institutions in securing different visions of fiscal
transparency?

On the first point, a central argument of this Article is that the concept
of fiscal transparency is not a neutral public good, but one that is open to
a range of definitions that serve different interests. As has frequently
been said about taxation, the (re)distribution of benefits and burdens
through budgeting or fiscal policy processes is inherently political.* Sus-
tainable budgeting requires negotiation of a legitimate, fair, and relative-
ly stable fiscal compact or bargain.’

This Article offers a critical analysis of the meaning and purposes of
fiscal transparency in light of developing international norms. It is ar-
gued that fiscal transparency norms as they are currently promulgated by
most governments and international institutions focus primarily on fiscal
discipline and on providing information to establish credibility for finan-
cial markets, international lenders, and aid donors. While these aspects of
transparency are obviously important, they tend to ignore the political
nature of the budget in both domestic and international contexts. In par-
ticular, this Article examines whether and to what extent fiscal transpa-
rency norms enable distributive justice and democratic participation in
budget decision making by legislative and civil society actors. We find
that these dimensions of transparency have been widely neglected in the
design of prevailing norms. As a result, we argue, the “best practices”
that currently dominate this field will be of limited help in generating the
political consensus needed to ensure equitable development. These dis-
tributional and democratic deficits should concern all of us, but may be
especially problematic for developing countries, for which issues of po-
verty reduction and economic sovereignty are most pressing. This Article
also examines some alternative definitions of fiscal transparency that
address these issues in a more meaningful way.

Regarding our second key question, the role of law or legal institutions
in securing different visions of fiscal transparency, we emphasize the

4. UN. DEP’T OF INT’L ECON. & SoC. AFFAIRS, WORLD ECONOMIC AND SOCIAL
SURVEY 1997: TRENDS AND POLICIES IN THE WORLD EcoNnoMY, at 64-65, U.N. Doc.
ST/ESA/256, U.N. Sales No. E/1997/50 (1997); Nicholas Kaldor, Will Underdeveloped
Countries Learn to Tax?, 41 FOREIGN AFE. 410, 418 (1963).

5. MARGARET LEvVI, OF RULE AND REVENUE 181 (1988). See generally SVEN
STEINMO, TAXATION AND DEMOCRACY: SWEDISH, BRITISH, AND AMERICAN APPROACHES
TO FINANCING THE MODERN STATE (1993); Mick Moore & Lise Rakner, Introduction: The
New Politics of Taxation and Accountability in Developing Countries, 33 INST. OF DEV.
STuD. BULL. 1 (2002).
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potential importance of fiscal transparency norms in empowering citizens
to participate in establishing a fair and legitimate fiscal policy in their
country, both through their representatives in a democratic legislature
and more broadly. Here, we draw on theories of deliberative democracy
in which laws play the important role of establishing the rules of en-
gagement in the decision-making process.® As we see the budget as cen-
tral to political decision making about taxing and spending, we advocate
for the expansion of budget transparency laws to fulfill this deliberative
role, and we identify the shortcomings of current fiscal codes and norms
in addressing transparency and accountability. We also inquire as to the
practical role that law has played thus far in the spread and reform of
budget transparency norms and in the establishment of “transparency” as
an identifiable measure of good governance (however it be defined). This
is a subset of a broader set of questions about the role of law in develop-
ment.” We examine the importance of the “rule of law” and “good go-
vernance” in the fiscal context and consider what role budget transparen-
cy laws might play in a particular country’s “development” process. We
identify a wide diversity of laws and practices concerning fiscal transpa-
rency in national and international contexts and ask to what extent it mat-
ters whether budget norms are “hard law” compared to “soft law” norms,
administrative practices, or market incentives.

The discussion of these overarching themes is organized into six Parts.
In Part I, we analyze the reasons why fiscal transparency has surfaced so
widely and insistently as a law reform issue at this particular juncture.
Part II tracks the paths and networks by which these norms have been
developed and transmitted globally, through initiatives at various interna-
tional and domestic levels. Part III takes a closer look at the content of
fiscal transparency, according to the dominant model associated princi-
pally with the IMF. Part IV examines how various fiscal transparency
codes and statutes deal with (or ignore) issues of distributive impact and
politics. Part V analyzes democratic participation in the budget process.
Part VI concludes with a discussion of the implications of this analysis
for the broader project of “ruling the world,” including the role of law or
norms and the implications for national and global governance. Recog-

6. See generally Philip Pettit, Depoliticizing Democracy, 17 RATIO JURIS 52 (2004).

7. The relationship between law and development has begun to be critically ana-
lyzed by many scholars after nearly two decades of “law reform,” which has frequently
been unsuccessful. See, e.g., Kevin Davis & Michael Trebilcock, The Relationship Be-
tween Law and Development: Optimists Versus Skeptics, 56 AM. J. ComP. L. 8§95 (2008);
David Kennedy, The ‘Rule of Law’ as Development, in LAW AND DEVELOPMENT: FACING
COMPLEXITY IN THE 21ST CENTURY 17, 22 (John Hatchard & Amanda Perry-Kassaris
eds., 2003).
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nizing that nation states remain the primary actors in formulating fiscal
policy, we emphasize the need to design transnational fiscal norms that
foster inclusive, democratic institutions at the country level, although we
also identify the beginnings of an architecture that could provide an in-
clusionary framework for taxing and spending in the global context.

I. THE ROOTS OF FISCAL TRANSPARENCY DISCOURSE

Budgeting is a process for organizing government fiscal activities and,
as such, it is as old as government taxing and spending. Prudence in fis-
cal management—in some commonsense way, matching expenditures to
revenues—is the essence of budgeting. Just as budgeting has a long tradi-
tion, the basic principle of fiscal transparency, the notion that govern-
mental fiscal activities should be subject to public scrutiny, is not new. In
this context, a central purpose of budgeting has been to ensure a degree
of transparency, and therefore accountability, regarding the nature and
quantum of public spending and taxation.® The institutional and proce-
dural framework for raising, appropriating, spending, and accounting for
public funds is typically laid out in a country’s constitution and financial
management legislation, and supplemented by longstanding convention.
In many developing countries, the “organic finance laws” are based on
administrative practices that became entrenched during colonial times.
They have generally been in place for several decades, though in practice
these formal rules may not be fully implemented.’

In the last decade, the term “fiscal transparency” has obtained currency
as the banner for a host of policy initiatives designed to regularize bud-
geting practices and mandate the disclosure of specific information by
governments around the world. In this Part, we explore the roots of this
discourse on fiscal transparency, which has emerged so forcefully since
the mid-1990s. We suggest it is linked to two broader trends that have
affected both developed and developing countries: (i) the neoliberal turn
in economic policy, which emphasizes fiscal discipline, and (ii) the
movement to reform institutions to promote good governance.

8. See Aaron Wildavsky, A Budget for All Seasons? Why the Traditional Budget
Lasts, 38 PUB. ADMIN. REv. 501, 502 (1978).

9. Mike Stevens, Institutional and Incentive Issues in Public Financial Management
Reform in Poor Countries 5 (World Bank, Working Paper No. 35106, 2004), available at
http://www.wds.worldbank.org/external/default/WDSContentServer/ WDSP/IB/2006/027
/000090341_20060207162350/Rendered/PDF/351060InstitutionalOissues.pdf.
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A. Fiscal Transparency and Fiscal Discipline

As a defining aspect of the neoliberal turn in the 1980s, governments
lost authority as economic decision makers and were subjected in various
ways to more intensive forms of market discipline, in particular, reducing
budget deficits.'’ This included the discipline of credit-rating agencies,
which directly impacted the cost to governments of financing a deficit,
and the discipline of market analysts, who influenced where mobile capi-
tal would be invested. In developing countries, such market pressures
were reinforced by explicit conditions imposed on concessional lending
and aid. A review of IMF-supported fiscal reforms during the 1990s in-
dicates that their key elements were reducing government spending,
downsizing the State, shifting expenditures from current to capital ac-
counts, and some provisions on safety net expenditures.'' In order to es-
tablish credibility with these increasingly powerful external audiences
and allow them to assess investment risks, governments had to be more
forthcoming with detailed information about country finances.

In developed countries, the constraints on government action in eco-
nomic matters first became apparent in relation to monetary policy. De-
veloped States have fashioned various methods of institutionalizing
monetary policy in such a way that, at least to some extent, it is taken out
of the hands of elected governments.'? This is commonly done by dele-
gating the determination of interest rates to an independent central bank,
now also a key plank of IMF recommendations for developing countries,
because it is seen as a vital way to control inflation."> Monetary policy
also may be implemented through controls on exchange rates imposed in
many developing countries (for example, countries may peg their curren-

10. See, e.g., Peter A. Hall, Policy Paradigms, Social Learning, and the State: The
Case of Economic Policymaking in Britain, 25 CoMP. POL. 275, 285 (1993) (identifying a
“shift” in the “locus of authority over macroeconomic issues” away from the Treasury
and Keynesian economics towards monetarism, cemented under Margaret Thatcher and
institutionalized through the 1980s and 1990s). See also Carl Emmerson, Chris Frayne &
Sarah Love, Updating the U.K.’s Code for Fiscal Stability (Inst. for Fiscal Studies, Work-
ing Paper No. 04/29, 2004).

11. Int’l Monetary Fund, Fiscal Reforms in Low-Income Countries 4, Occasional
Paper No. 160, Mar. 31, 1998 (led by George T. Abed). See also Allen Schick, The Role
of Fiscal Rules in Budgeting, 3(3) OECD J. ON BUDGETING 2003, at 7-8.

12. Emmerson, Frayne & Love , supra note 10, at 4.

13. The IMF monitors monetary transparency and practices as well as fiscal transpa-
rency. In 1999, it released the Code of Good Practices on Transparency in Monetary and
Financial Policies: Declaration of Principles. INT’L MONETARY FUND, CODE OF GOOD
PRACTICES ON TRANSPARENCY IN MONETARY AND FINANCIAL POLICIES: DECLARATION OF
PRINCIPLES (1999), available at http://www.imf.org/external/np/mae/mft/code/ [hereinaf-
ter IMF PRINCIPLES].
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cy to the U.S. dollar, or establish currency boards or capital import or
export limits). Governments sought to establish the independence of this
decision making, so as to credibly influence market expectations and
thus “create conditions favorable to that level of inflation being rea-
lized.”"* For our purposes, what is most interesting about this institution-
al transformation is the need for governments to establish “credibility”
with markets and their loss of authority as economic decision makers."

New Zealand was a pioneer in legalizing central bank control over in-
terest rates, during its massive economic liberalization in the 1980s. The
Reserve Bank of New Zealand Act 1989 established an independent bank
and a “transparent” process of implementing interest rates “without inter-
ference from Government, Treasury, or anybody else,” which was
claimed to have “no exact parallels anywhere else in the world.”'® Five
years later, the same philosophy was applied to fiscal policy:

[T]he key is transparency—indeed, chronologically it was the transpa-
rency in the Reserve Bank Act which inspired the idea of attempting
something similar for fiscal policy. Government’s hands are tied only
by the need to make policy intentions absolutely unambiguous to the
public—surely a fundamentally sound principle.17

Governments have not formally delegated their powers to set fiscal
policy as they have for monetary policy. However, in the last decade,
governments have placed a range of hard and soft law constraints on
their own fiscal decision making. Why governments—in particular,
elected governments—should agree to constrain themselves in this way
is not obvious.'® The evidence suggests that for fiscal policy, as for mon-

14. Id. See also 2007 IMF MANUAL, supra note 2, at 26 (discussing monetary policy
and central bank independence).

15. The financial crisis of 2008 and the global recession have shifted the balance of
authority back to government decision makers in the short-term. However, we suggest
that market mechanisms will remain dominant in the long-term.

16. Specifically, the goal of this Act was to “Muldoon-proof” monetary policy, a
reference to the previous long-standing Prime Minister of New Zealand. Donald T.
Brash, Governor of the Reserve Bank of N.Z., New Zealand’s Remarkable Reforms,
Address to the Fifth Annual Hayek Memorial Lecture at Institute of Economic Affairs,
London (June 4, 1996) [hereinafter Brash Speech] (also discussing the New Zealand
fiscal responsibility reforms in depth). Begun in 1955, the Institute of Economic Affairs
bills itself as rightwing and as “the U.K.’s original free-market think-tank.” Inst. of Econ.
Affairs, About the IEA, http://www.iea.org.uk/record.jsp?type=page&ID=23 (last visited
Apr. 8,2009).

17. Brash Speech, supra note 16.

18. See Emmerson, Frayne & Love, supra note 10, at 4—6; Schick, supra note 11, at 8
(asking, “Why have democracies accepted or imposed fiscal limits on themselves, and
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etary policy, the desire to strengthen credibility vis-a-vis external au-
diences has been the driving factor and credibility regarding deficit con-
straint a constant theme."” Trends to increase legislative control over
budgeting, including the imposition of fiscal rules and other measures,
have been identified as a reaction to concerns about “precarious” fiscal
balances and about “losing the confidence of world credit markets.”*
Schick claims that, prior to World War II, “virtually all democratic
countries embraced the balanced budget rule, including some that often
breached the rule or did not have any legal constraint on unbalanced
budgets.””' More recently, many States legislated fiscal caps that ex-
pressly require a balanced budget or place limits on permissible spending
or borrowing, sometimes with schedules for deficit elimination. Exam-
ples include the expenditure ceilings introduced in many developed
countries, such as Finland, Japan, Spain, Sweden, and Switzerland.”* In
the European Union, the Maastricht Stability and Growth Pact (“Pact”)
was established in order to stabilize and support the euro currency un-
ion.” It requires Member States to “avoid excessive government defi-
cits” defined as planned or actual deficits above three percent of gross
domestic product (“GDP”) and government debt above sixty percent of
GDP.** Article 104 of the Pact sets out the consequences for Member
States that breach this requirement, which escalate in severity: comple-
tion of a confidential Commission report, a Council recommendation,
publicity requirements, constraints on borrowing from the European In-
vestment Bank, a required deposit with the Community, and fines.” A

why should we expect these limits to be effective when they run counter to the prefe-
rences of voters and politicians?”).

19. There have been a few suggestions to make fiscal policy “more like” monetary
policy—a lever to be pulled in response to economic conditions—and thereby take some
of the “politics” out of setting tax rates. See Nicholas Gruen, Greater Independence for
Fiscal Institutions, 1(1) OECD J. ON BUDGETING 2001, at 89. So far, this path has not
been taken up by either the international institutions or country governments.

20. Paul Posner & Chung-Keun Park, Role of the Legislature in the Budget Process:
Recent Trends and Innovations, 7(3) OECD J. ON BUDGETING 2007, at 83; Schick, supra
note 11.

21. Schick, supra note 11, at 15.

22. Isabelle Joumard et al., Enhancing the Cost Effectiveness of Public Spending:
Experience in OECD Countries, 37 OECD EcoN. Stub. 2004, at 120-23.

23. The Pact (establishing the European Community) creates a framework under
which Member States “shall regard their economic policies as a matter of common con-
cern” and hence submit themselves to “multilateral surveillance” by the European Com-
mission and through it, by each other. Maastricht Treaty art. 103, Feb. 7, 1992, O.J. 1992
C191/6.

24. Id. art 104(c); Protocol annexed to the Pact, art. 1.

25. Id. art 104(c).
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set of detailed procedural norms concerning data release and acquies-
cence to economic surveillance is laid down in resolutions, codes of con-
duct, and the conclusions and recommendations of the Economic and
Financial Affairs Council.*

However, experience with hard fiscal caps during the 1990s was often
negative. Many studies demonstrate that these numerical restraints were
frequently too rigid and were ignored, or worse, that they encouraged
gaming, as governments tried to hide noncompliance through accounting
changes or off-budget spending.”’” The IMF has criticized the “perverse
incentives” that such rules may generate if they are not backed by trans-
parent reporting “such that non-compliance can be easily detected and
addressed.”*®

The IMF Code does not advocate the adoption of substantive fiscal
caps. Instead, the Code discusses such fiscal rules as one possible element
of an overall policy of fiscal transparency, stating that this discussion
“should not be taken as an endorsement of the practices themselves.””

26. All of the resolutions and legal texts on the Stability and Growth Pact are available
at European Commission, Economic and Financial Affairs, http://ec.europa.eu/economy
finance/other pages/other pages12638 en.htm (last visited May 7, 2009).

27. At least some of this research took place inside the IMF, whose preoccupation
with budget deficits is indicated by Alberto Alesina and Roberto Perotti. See Alberto
Alesina & Roberto Perotti, Fiscal Discipline and the Budget Process, 86 AM. ECON. REV.
401, 403 (1996); Alberto Alesina & Roberto Perotti, The Political Economy of Budget
Deficits (Nat’l Bureau of Econ. Research, Working Paper No. 4637, 1994), available at
http://www.nber.org/papers/w4637. See also James L. Chan, Major Federal Budget Laws
of the United States, in BUDGET DEFICITS AND DEBT: A GLOBAL PERSPECTIVE 17 (Sia-
mack Shojai ed., 1999); 2007 IMF MANUAL, supra note 2, at 40—42; INT’L MONETARY
FUND, ANNUAL REPORT 1998, at 40 (1998) [hereinafter IMF 1998 ANNUAL REPORT];
Miguel Braun & Nicolas Gadano, What Are Fiscal Rules for? A Critical Analysis of the
Argentine Experience, 91 CEPAL REV. 53 (2007); Org. for Econ. Co-operation & Dev.,
Fiscal Sustainability: The Contribution of Fiscal Rules, 72 OECD EcoNOMIC OUTLOOK
117 (2002), available at http://www.oecd.org/dataoecd/6/2/2483962.pdf [hereinafter
OECD, Fiscal Sustainability]; Lisa Philipps, The Rise of Balanced Budget Laws in Cana-
da: Legislating Fiscal (Ir)responsibility, 34 OSGOODE HALL L.J. 681 (1996); Charles
Wyplosz, Fiscal Policy: Institutions Versus Rules, 191 NAT’L INST. ECON. REV. 70, 74-76
(2005); Allan Drazen, Fiscal Rules from a Political Economy Perspective 13—17 (June 9,
2002) (Paper presented at the IMF World Bank Conference on Rules-Based Fiscal Policy
in Emerging Market Economies, Oaxaca, Mexico, Feb. 14—16, 2002); George Kopits &
Jon Craig, Transparency in Government Operations 2 (Int’l Monetary Fund, Occasional
Paper No. 158, 1998).

28. 2007 IMF MANUAL, supra note 2, at 41. Similarly, the OECD suggests that more
coercive fiscal rules, such as balanced budget laws or spending caps, may be ineffective
unless accompanied by transparency rules that prevent governments from hiding certain
expenditures off budget. Joumard et al., supra note 22.

29. 2007 IMF MANUAL, supra note 2, at 14—15.
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Even the Pact’s strict three-percent fiscal deficit rule is dominated in
practice by the various “soft” procedures for enforcement; the Council of
the European Union uses these procedures primarily to enforce increased
transparency, medium-term budgeting frameworks, and expenditure
management processes among Member States.”® Information about na-
tional fiscal rules and institutions, including monitoring mechanisms and
multi-annual fiscal frameworks, must be reported annually to the EU in-
stitutions.>’ The Council has “recall[ed] the importance of domestic own-
ership, including the appropriate involvement of national Parliaments,”
but the main audience for these significant “transparency” obligations
seems to be the Commission and the Council; the finance ministers and
economic policy makers of the other Member States; and financial mar-
kets.

The notion of transparency does not on its face commit governments to
restrain spending or deficits. However, as we show in Part II below, the
need to establish credibility in the eyes of financial markets, donors, and
investors has been a key driver of transparency initiatives. As one IMF
staff member explained when promoting fiscal transparency to an au-
dience consisting largely of representatives from developing countries:

In fiscal policy perhaps nothing matters quite so much these days as
what the financial markets think you are doing and how well you are
doing it, and to add to the financial markets I think you increasingly
have to take into account the fact that the donors like to know what it is
that a country is doing and how well it is doing it.*?

While prudent fiscal management has a commonsense appeal, what is
less obvious on the face of the transparency debate are the constraints on
taxation which, when combined with the spending constraints, have the
ideological goal of restricting the overall size of government. Although
the analogy between government and household budgeting is often made,
there is a key difference: a government’s overall budget constraint is not
set by any objective or external standard. What a government can raise in
resources is limited only by its capacity and desire to do so. The budget
constraint is itself a set of political choices, capabilities, and distribution-
al goals. In developed countries, there has been a trend towards reduction

30. Press Release, Council of the European Union (Oct. 9, 2007), available at http://ec.
europa.eu/economy_finance/about/activities/sgp/council-october-2007_en.pdf [hereinafter EU
Press Release].

31. Id at 10.

32. Barry Potter, Address at the Second Conference on the International Budget Pro-
ject: The IMF Transparency Code (Feb. 23, 1999), available at http://www.international
budget.org/conference/2nd/imf.htm.
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of taxes on capital and on mobile labor since the beginning of the 1980s,
although overall revenue collections have remained high. In developing
countries, the trend is more complex: it is accepted that tax collections in
these countries need to be increased so as to enable proper provision by
government, but a combination of economic globalization (especially the
mobility of capital) and domestic distributional politics puts great pres-
sure on the ability of States to do so. We have written about the focus on
fiscal deficits and the politics of tax reform elsewhere;*® however, it re-
mains an essential part of the neoliberal turn to which fiscal transparency
norms can, in part, be traced.

B. Fiscal Transparency and Good Governance

The second major impetus for the new discourse on fiscal transparency
came from changing ideas about governance that affected developing
and developed countries in different ways. In the late 1990s, develop-
ment theorists and agencies began to emphasize the need to support insti-
tutional reforms or “good governance” in developing countries, as well as
to strengthen initiatives to reduce poverty and address the social side of
development. These ideas took hold in the wake of widespread dissatis-
faction with the neoliberal model, particularly the economic and political
failure of structural adjustment programs in many developing countries.
The U.N. Millennium Declaration of 2000 reflected these shifting atti-
tudes and laid out specific targets for reducing the number of people liv-
ing in extreme poverty and other measurable improvements in human
welfare.** The U.N. Financing for Development process examined how
resources can be made available to achieve these goals.” In 2001, a high-
level panel chaired by Ernesto Zedillo offered a series of Recommenda-

33. See Lisa Philipps, Discursive Deficits: A Feminist Perspective on the Power of
Technical Knowledge in Fiscal Law and Policy, 11 CAN. J. L. & Soc. 141 (1996) [herei-
nafter Philipps, Discursive Defecits]; Lisa Philipps, Taxing the Market Citizen: Fiscal
Policy and Inequality in an Age of Privatization, 63 LAW & CONTEMP. PROBS. 111
(2000); Miranda Stewart, Global Trajectories of Tax Reform: The Discourse of Tax
Reform in Developing and Transition Countries, 44 HARV. INT’L L.J. 139 (2003) [herei-
nafter Stewart, Global Trajectories]; Miranda Stewart & Sunita Jogarajan, The Interna-
tional Monetary Fund and Tax Reform, 2 BRIT. TAX REV. 146 (2004).

34. United Nations Millennium Declaration, G.A. Res. 55/2, U.N. Doc. A/Res/55/2
(Sept. 18, 2000). Notably, the Declaration states that creating “an environment . . . con-
ducive to development and to the elimination of poverty . . . depends on []good gover-
nance within each country . . . at the international level” as well as on “transparency in
the financial, monetary and trading systems.” /d. art. III(12)—(13).

35. See generally International Conference on Financing for Development, Mar. 18-25,
2002, Monterrey Consensus on Financing for Development, UN. Doc A/CONF.198/11
(June 22, 2002), available at http://www.un.org/esa/ftd/monterrey/MonterreyConsensus.pdf.
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tions (“Zedillo Report”).*® The panel emphasized the need for public in-
vestments in education, health, nutrition, and other basic social pro-
grams:

Financing an adequate level of social public expenditure while limiting
budget deficits calls for substantial tax revenues. Most countries of the
developing world must undertake significant tax reforms if they are to
raise the additional revenue that they need.”’

The Zedillo Report further stated that developing countries themselves
bear the primary responsibility for achieving growth and equitable de-
velopment, in part by “creating the conditions that make it possible to
secure the needed financial resources for investment.”® These conditions
include “[f]irst and foremost . . . good governance that commands the
consent of the governed, and effective and impartial rule of law—
including relentless combat of corruption . . . .”* Budget transparency
initiatives can be seen as part of this good governance agenda aimed at
securing resources for development. As we discuss in Part V below, a
second element of “governance” reform in both developing and devel-
oped countries has been an increase in consultation on policy reform and
its implementation, a trend that can been seen as both a logical conse-
quence of increased transparency or information sharing and that has also
developed as part of broader efforts to improve expenditure and tax poli-
cy outcomes. In sum, fiscal transparency laws are part of the shift to gov-
ernance in the global context of fiscal reform for development.

36. U.N. High-Level Panel on Fin. for Dev., Report of the High-Level Panel on Fin.
for Dev., Delivered to the General Assembly, U.N. Doc. A/55/1000 (2001), available at
http://www.un.org/reports/financing/full_report.pdf [hereinafter Zedillo Report]. The Ze-
dillo Report was followed by a major U.N. Conference on Financing for Development.
See International Conference on Financing for Development, Monterrey, Mexico, Mar.
18-20, 2002, Report of the International Conference on Financing for Development,
U.N. Doc A/CONF.198/11 (2002). The Follow-up International Conference on Financing
for Development to Review the Implementation of the Monterrey Consensus was held in
Doha, Qatar from November 29 to December 2, 2008. Follow-up International Confe-
rence on Financing for Development to Review the Implementation of the Monterrey
Consensus, Doha, Qatar, Nov. 29—Dec. 2, Doha Declaration on Financing for Develop-
ment, UN. Doc. A/CONF.212/L.1/Rev.1 (Dec. 2, 2008).

37. Zedillo Report, supra note 36, at 5.

38. Id. at 4.

39. Id.
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II. THE GLOBAL SPREAD OF FISCAL TRANSPARENCY NORMS

A. International Initiatives

This Part tracks the emergence and spread of budget transparency
norms since the mid-1990s through the interaction of transnational “soft
law” with more conventional legal forms at the country level. While in-
ternational economic agencies have played a major role in this process,
we find that they in turn have been influenced by government practices
in certain developed countries, notably New Zealand. The normative un-
derpinning of international agency codes is often obscured by the appar-
ently neutral, procedural language of fiscal transparency. We also draw
attention to the efforts of certain NGOs to reformulate budget transpa-
rency norms in order to advance an alternative fiscal politics in which the
values of social equality and democratic legitimacy are more heavily
weighted.

1. The IMF

In previous work, Stewart has documented the rising influence of in-
ternational financial institutions and their affiliated experts over domestic
tax reform agendas, especially, but not only, in developing countries.” A
similar pattern of transfer from the international to the domestic level is
clearly evident in the spread of fiscal transparency norms, and the IMF
has taken the lead role in this process.

The IMF’s work on fiscal transparency evolved directly out of its ef-
forts to promote budget discipline as a cornerstone of worldwide eco-
nomic policy. By 1996, however, the IMF had begun to stress that re-
forms to promote good governance, the rule of law, and public sector
accountability were also needed in many countries to create conditions
for the success of its economic policy prescriptions.*’ At this early stage

40. Stewart, Global Trajectories, supra note 33; Miranda Stewart, Tax Policy Trans-
fer to Developing Countries: Politics, Institutions and Experts, in GLOBAL DEBATES
ABOUT TAXATION 182 (Holger Nehring & Florian Schui eds., 2007) [hereinafter Stewart,
Tax Policy Transfers]; Stewart & Jogarajan, supra note 33. See also Allison Christians,
Hard Law, Soft Law, and International Taxation, 25 Wis. INT’L L.J. 325, 331 (2007) (on
the OECD).

41. See Press Release, Int’l Monetary Fund, Communiqué of the Interim Committee
of the Board of Governors of the Internationall Monetary Fund, No. 96/49 (Sept. 29,
1996), available at http://www.imf.org/external/np/sec/pr/1996/pr9649.htm [hereinafter
IMF Press Release 96/49]; Int’l Monetary Fund, Good Governance: The IMF’s Role 3—4
(Aug. 1997), available at http://www.imf.org/external/pubs/ft/exrp/govern/govern.pdf
[hereinafter The IMF’s Role] (identifying issues of budget process and management as
central to the IMF’s mandate and expertise).
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of the governance revolution, the IMF advocated fiscal transparency
primarily as a means of shoring up fiscal discipline and improving a
country’s credibility with private investors. A critical 1996 declaration
restated the IMF’s longstanding view that countries should aim for
“budget balance and strengthened fiscal discipline in a multi-year
framework™ and added the following:

Continued fiscal imbalances and excessive public indebtedness, and the

upward pressures they put on global real interest rates, are threats to fi-

nancial stability and durable growth. It is essential to enhance the

transparency of fiscal policy by persevering with efforts to reduce off-
. . )

budget transactions and quasi-fiscal deficits.

The link between transparency and fiscal restraint was further empha-
sized in an influential study paper by two senior members of the IMF
Fiscal Affairs Department:

Timely publication of a clearly presented budget document makes it
easier for the market to evaluate the government’s intentions and allows
the market itself to impose a constructive discipline on the government.
Transparency increases the political risk of unsustainable policies, whe-
reas the lack thereof means that fiscal profligacy can go undetected
longer than it otherwise would.”

Initially the IMF sought to encourage fiscal transparency by incorpo-
rating governance concerns into its existing programs of country surveil-
lance, technical advice, and loan conditionality.** In carrying out these
long-standing functions, IMF staff were to impress upon country authori-
ties the “potential risk that poor governance could adversely affect market
confidence and, in turn, reduce private capital in-flows and invest-
ment.”” In 1997, the IMF moved to formalize its guidance on fiscal
transparency in a detailed set of standards. This decision flowed directly
from the Asian financial crisis and the sense of urgency it created about
restoring market confidence.*® At a meeting in October 1997, executive
directors debated the merits of having staff prepare a “brief manual of

42. IMF Press Release 96/49, supra note 41 (emphasis added).

43. Kopits & Craig, supra note 27, at 2.

44. The IMF'’s Role, supra note 41, at 6-9.

45. Id. at 7.

46. This decision was the result of the Asian financial crisis and the sense of urgency
it created about restoring market confidence. Murray Petrie, The IMF Fiscal Transparen-
cy Code: A Potentially Powerful New Anti-Corruption Tool 4 (paper presented at the 9th
International Anti-Corruption Conference, Durban, Oct. 10-15, 1999) [hereinafter Petrie,
The IMF Fiscal Transparency Code).
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good practices for fiscal transparency.”*’ While the report of this discus-
sion indicates that some directors had reservations, the staff was in-
structed to proceed, and the IMF’s first Code of Good Practices on Fiscal
Transparency was approved in April 1998 (“Code™).* Revised versions
of the Code were published in 2001 and 2007, along with the extensive
Manual on Fiscal Transparency (“Manual”), which provides detailed
guidance to assist with “practical implementation.”*

On publishing its first Code in 1998, the IMF stated the purposes of
fiscal transparency more broadly than in earlier documents:

The underlying rationale was that fiscal transparency could lead to better-
informed public debate about the design and results of fiscal policy,
make governments more accountable for the implementation of fiscal
policy, and thereby promote good governance, strengthen credibility,
and mobilize popular support for sound macroeconomic policies.50

The IMF’s interest in promoting public debate must be read skeptically,
we argue, in light of its fundamental policy orientation towards fiscal
discipline. Its early discussions of transparency show that the driving
purpose was not to facilitate more informed and inclusive political bar-
gaining over budgetary decisions, but rather to help ensure that countries
would stick to an IMF-approved set of fiscal policies, even in the face of
domestic political protest.”’

The resolution approving the Code noted that it “does not imply a legal
obligation on members.””* Nonetheless, the IMF has taken concerted

47. IMF 1998 ANNUAL REPORT, supra note 27.

48. Id.; Press Release, Int’l Monetary Fund, Communiqué of the Interim Committee
of the Board of Governors of the Internationall Monetary Fund, No. 98/14 (Apr. 16,
1998), available at http://www.imf.org/external/np/sec/pr/1998/pr9814.htm [hereinafter
IMF Press Release 98/14].

49. Int’l Monetary Fund, Factsheet: How Does the IMF Encourage Greater Fiscal
Transparency?, http://www.imf.org/external/np/exr/facts/fiscal.htm (last visited Apr. 8§,
2009) [hereinafter IMF Factsheet]. See also 2007 IMF MANUAL, supra note 2; INT’L
MONETARY FUND, FISCAL AFFAIRS DEP’T, GUIDE ON RESOURCE REVENUE TRANSPARENCY
(2007), available at http://www.imf.org/external/np/pp/2007/eng/101907g.pdf.

50. IMF 1998 ANNUAL REPORT, supra note 27.

51. For example, in their leading paper on fiscal transparency, Kopits and Craig ex-
plained its role in quelling popular protest as follows:

Although fiscal transparency cannot guarantee consensus, there have been epi-
sodes (including recent ones) where a failure to prepare the population, through
adequate and candid explanation, for the removal of a critical subsidy or of a
labor market regulation has led to major unrest and jeopardized the improved
economic performance sought by those measures.

Kopits & Craig, supra note 27, at 2.
52. IMF Press Release 98/14, supra note 48.
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steps to encourage compliance. As a result, the Code now exerts signifi-
cant normative pressure on policy makers in many countries. The IMF’s
main implementation vehicle is the fiscal Report on the Observance of
Standards and Codes (“fiscal ROSC”). This is a module on fiscal policy
incorporated into the ROSC process which is applied generally by the
IMF to evaluate country compliance with a range of norms and stan-
dard.*® For example, in its 2001 fiscal ROSC on Brazil, the IMF com-
mented favorably on the country’s improved fiscal management and
noted that “[t]he cornerstone of these achievements has been the enact-
ment in May 2000 of the Fiscal Responsibility Law which sets out for all
levels of government fiscal rules designed to ensure medium-term fiscal
sustainability, and strict transparency requirements to underpin the effec-
tiveness and credibility of such rules.””* Formally, fiscal ROSCs are vo-
luntary, as countries must request an assessment by the IMF, and they are
published only by consent.”® While many developed countries have un-
dergone the process, participation has been especially strong among de-
veloping countries seeking better capital market access, in part because
the IMF’s published reports are used by credit-rating agencies and pri-
vate analysts to gauge investment risk.”® Moreover, the IMF indicated
that it has sometimes incorporated the recommendations of fiscal ROSCs
into loan conditionality for particular countries.”” The decision to under-
go or comply with the results of a fiscal ROSC cannot be seen as equally
voluntary for all countries.

It is our view that, globally, the IMF Code is the dominant model and
it has had pervasive influence via several channels. The norm-
transmitting capacity of the Code has been magnified by the work of other
transnational players in both the public and private sectors. This includes

53. See 2007 IMF MANUAL, supra note 2, at 8—12.

54. Int’l Monetary Fund, Fiscal Affairs Dep’t, Brazil: Report on Observance of Stan-
dards and Codes (ROSC)—Fiscal Transparency Module 1, IMF Country Report No.
01/217 (Dec. 2001).

55. By 2003, the IMF reported that “[fifty-four] fiscal ROSCs had been completed, of
which [forty-eight] were published on the IMF website.” INT’L MONETARY FUND, FISCAL
AFFAIRS DEP’T, ASSESSING AND PROMOTING FISCAL TRANSPARENCY: A REPORT ON PRO-
GRESS 4 (Mar. 5, 2003), available at http://imf.org/external/np/pdr/sac/2003/030503s2.pdf
[hereinafter REPORT ON PROGRESS]. A more recent document indicates that “[a]s of
March 2009, [eighty-eight] countries from all regions and levels of economic develop-
ment had posted their fiscal transparency ROSCs on the IMF’s Standards and Codes web
page.” IMF Factsheet, supra note 49.

56. REPORT ON PROGRESS, supra note 55, at 9, 17.

57. Id. at 12-13. One example is Argentina, where a new Fiscal Responsibility Law
was enacted in 2004, as a direct response to IMF requirements for institutional reform.
See Braun & Gadano, supra note 27, at 60—62.
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the World Bank, which has sometimes collaborated with the IMF in
completing fiscal ROSC reports and has relied on them in its own work,
in particular in developing aid and loan expenditure accountability me-
chanisms.”® The Code has also been promoted by the Financial Stability
Forum (“FSF”), a group comprised of financial regulators from several
developed countries, international financial institutions, and standard-
setting bodies, including the IMF.” The FSF has urged “market practi-
tioners to take further account, when making lending and investment
decisions, of jurisdictions’ observance of standards.”® Private sector in-
vestment analysts do appear to use the Code in this manner, both by rely-
ing on IMF reports of country compliance and by applying the Code
independently to evaluate fiscal transparency in countries for which no
fiscal ROSC is available.®' Furthermore, there is some evidence that the
Code is influencing the way donor countries deliver foreign aid. For ex-
ample, the United Kingdom’s Department for International Development
uses the Code along with other international standards to help it assess
the risks of delivering aid directly through a government’s central budg-
et, as contrasted with aid tied to specific projects or administered by
NGOs.** The prospect of securing less conditional forms of international

58. See World Bank, Poverty Reduction & Econ. Mgmt. Network & Int’l Monetary
Fund, Fiscal Affairs Dep’t, Bank/Fund Collaboration on Public Expenditure Issues 20,
Board Report No. 25763 (Feb. 14, 2003), available at http://www1.worldbank.org/
publicsector/pe/BankFundPER Collaboration.pdf. World Bank analysts have also used the
2007 IMF CODE, supra note 2, as a benchmark for evaluating budget processes in devel-
oped and developing countries. See, e.g., Zhicheng Li Swift, Managing the Effects of Tax
Expenditures on National Budgets 26-27 (World Bank Pol’y Research, Working Paper
No. 3927, 2006). Note also the endorsement by G7 Finance Ministers in 1999. See gen-
erally World Bank & IMF, Bank/Fund Collaboration on Public Expenditure Issues 20,
IBRD Report No. 25763 (Feb. 14, 2003), available at http://www-wds.worldbank.org/
external/defaulty WDSContentServer/WDSP/IB/2003/04/25/000094946_03041604014622/
Rendered/PDF/multiOpage.pdf.

59. See Financial Stability Forum, History, http://www.fsforum.org/about/history.htm
(last visited Apr. 8, 2009). See also FIN. STABILITY FORUM, UPDATE ON THE IMPLEMEN-
TATION OF THE FSF’S RECOMMENDATIONS: REPORT BY THE FSF CHAIRMAN TO THE G8
FINANCE MINISTERS (2008), available at http://www.fsforum.org/publications/r_0806.pdf.

60. Fin. Stability Forum, Follow-Up Group on Incentives to Foster Implementation of
Standards, Sept. 6, 2001, http://www.fsforum.org/publications/r _0109a.htm.

61. Murray Petrie, Promoting Fiscal Transparency: The Complementary Roles of the
IMF, Financial Markets, and Civil Society 614 (Int’l Monetary Fund, Working Paper
No. 03/199, 2003), available at http://www.imf.org/external/pubs/ft/wp/2003/wp03199.pdf
[hereinafter Petrie, Promoting Fiscal Transparency).

62. See DEP’T FOR INT’L DEV., MANAGING FIDUCIARY RISK WHEN PROVIDING DIRECT
BUDGET SUPPORT 8—10 (2002), available at http://www.dfid.gov.uk/pubs/files/pfma-fiduciary
risk.pdf. See also Norwegian Agency for Dev. Cooperation, Coordination of Budget Sup-
port Programs: Lessons from the Joint Macro-Financial Aid Program to Mozambique 5,
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aid thus provides another impetus for developing countries to adopt IMF-
defined fiscal transparency norms in their domestic law and practice.

2. The OECD

Following the IMF’s lead, the OECD began work in 1999 on a set of
Best Practices for Budget Transparency (“OECD Best Practices”),
gleaned from the experience of member countries.”” The active involve-
ment of both the IMF and the OECD indicates the global sweep of fiscal
transparency norms, encompassing developed and developing nations
alike. As explained in Part I, like the IMF, the OECD’s interest in this
subject is firmly rooted in its concerns about the prudence and sustaina-
bility of fiscal policy among its members. Though many OECD countries
reduced their large deficits during the 1990s, budget balances are clearly
at risk in the current financial crisis as well as because of the longer term
spending pressures associated with demographic aging, such as health
care and pensions.”* The OECD has predicted that the fiscal conse-
quences of aging populations will be “severe” in virtually all its member
countries.”” From its perspective, the main purpose of transparency
measures is to encourage spending restraint by revealing “the true cost of
government activities.”®

The OECD Best Practices notes that some countries have legislated
fiscal rules while others have merely adopted policies or guidelines.®’ It
strikes a more skeptical tone than the IMF about the value of law reform
per se, observing that “enforcing fiscal frameworks is a political economy
issue as well as a technical one.”® The OECD explains that its descrip-
tion of best practices “are not meant to constitute a formal ‘standard’ for
budget transparency.”® The OECD is not a funding body and does not
have the same types of leverage over its members as the IMF, in the
sense of imposing conditions on financial assistance. Nor does the
OECD formally report on country compliance with the OECD Best Prac-
tices. Nonetheless, one of the purposes of the document is clearly to en-
courage reform and convergence at the country level: “[t]he Best Practic-
es are designed as a reference tool for Member and non-member coun-

NORAD Report No. 2001/1 (2001), available at http://www.norad.no/items/1128/38/257
4038865/0101coordination%200f%20budget%20support.pdf.

63. OECD Best Practices, supra note 1.

64. OECD, Fiscal Sustainability, supra note 27, at 117.

65. Joumard et al., supra note 22, at 117-18.

66. Id. at 127.

67. OECD Best Practices, supra note 1, at 122-23.

68. Joumard et al., supra note 22, at 130.

69. OECD Best Practices, supra note 1, at 7.
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tries to use in order to increase the degree of budget transparency in their
respective countries.””’

Since 2003, the OECD has also engaged in a major research endeavour
to collect detailed information about budget practices in member and
selected non-member countries, through a questionnaire which covers
many of the aspects of transparency addressed in OECD Best Practices.”'
The findings of this research are made public as a free electronic data-
base which has been used by academics to compare and rank the fiscal
transparency of different countries.” While it is difficult to measure the
extent to which domestic policy makers, investment analysts, or other
players are influenced by these rankings, their existence suggests that the
OECD functions as another informal regulator of budgeting norms,
though it plays a less direct role than the IMF.

3. NGOs

The concept of “transparency” has a venerable history among NGOs,
particularly with respect to their work on corruption. Several nongo-
vernmental actors are making efforts at the international level to encour-
age and assess budget transparency in different countries. Perhaps the
most prominent is the IBP of the Centre on Budget and Policy Priorities,
based in Washington, D.C. In a study on who uses the IMF Code, Petrie
reported that civil society organizations generally found it inadequate for
their purposes and thus have developed their own modified standards.”
For example, in the late 1990s, the IBP worked with the IDASA to for-
mulate an alternative budget transparency questionnaire for use in South
Africa and several other African countries.”* The authors of the IBP re-
port offered a rationale for the study: “in the context of widespread po-
verty in the developing world, citizens and civil society organizations are

70. Id.

71. ORG. FOR ECON. CO-OPERATION & DEV., OECD BUDGET PRACTICES AND PROCE-
DURES SURVEY, available at http://www.oecd.org/dataoecd/30/45/39466141.pdf (the most
recent version of the survey). Interestingly, while the survey includes questions about any
substantive fiscal rules applicable in the jurisdiction (such as spending caps or balanced
budget rules), it does not ask whether a country has enacted fiscal transparency legisla-
tion. /d. at 14.

72. The database was most recently updated in 2007, and can be accessed at http://web
net4.oecd.org/budgeting/Budgeting.aspx. For rankings based on the database, see, for
example, JAMES E. ALT ET. AL., FISCAL TRANSPARENCY AND FISCAL POLICY OUTCOMES IN
OECD COUNTRIES (2003); Francisco Bastida & Bernardino Benito, Central Government
Budget Practices and Transparency: An International Comparison, 85 PUB. ADMIN. 667,
680, 684-85 (2007).

73. Petrie, Promoting Fiscal Transparency, supra note 61, at 20.

74. FOLSCHER ET AL., supra note 3, at 3.
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increasingly focusing on the budget and its effects on the distribution of
resources, leading them to demand more and better budget informa-
tion.””> Contrasting this explanation with the IMF and OECD emphasis
on fiscal discipline and credibility demonstrates the range of different
meanings and goals that can be attached to the concept of fiscal transpa-
rency. These different visions are also reflected in the specific criteria
used to measure transparency at the country level, the subject of Part I11
below.

The IBP also helped to initiate a comparative study of budget transpa-
rency in five Latin American countries.”® The study was designed and
carried out by civil society groups and academics based in Latin Ameri-
ca, and it employed both a survey of expert participants in the budget
process and a separate study of the legal framework for budgeting in
each country. This methodology was chosen in order to assess “whether
the lack of transparency is due to legal gaps or a deficient application of
budget legislation.””” Since the release of these regional studies, in 2006
the IBP launched its more ambitious Open Budget Index (“IBP Index”),
which examines budgeting practices in a large number of countries
through a detailed questionnaire used by independent academic or civil
society researchers to assess performance in each country.”® The most
recent Open Budget Index, from 2008, surveyed eighty countries. In its
final report, the IBP asserts that eighty percent of these countries fail to
provide enough information to their citizens to ensure accountability,
while fifty percent of these countries provide such minimal information
that they can hide unpopular, wasteful, or corrupt spending.”

It would be a mistake to treat NGO work on fiscal transparency as en-
tirely separate and distinct from that of the international financial institu-
tions. Certainly, the NGO focus on empowering local civil society

75. Id. at 3.

76. See Index of Five Latin American Countries, supra note 3.

77. Id. at 1. The researchers found that while laws regulating the budget process ex-
isted in the region, they did not include mechanisms to promote citizen participation. /d.

78. Open Budget Initiative, Country Date Archives, http://www.openbudgetindex.org/
countryData/?fa=archive&pubdate=10/18/06 (last visited Apr. 8, 2009). For this report
and many resources on budget transparency projects worldwide, see Internationall Budg-
et Partnershipship, http://www.internationalbudget.org (last visited Apr. 8, 2009). The
survey results were unveiled on October 18, 2006. The concept of such an index clearly
takes inspiration from Transparency International’s work on measuring corruption
worldwide. See Transparency Internationall: The Global Coalition Against Corruption,
www.transparency.org (last visited Apr. 8, 2009).

79. INT’L BUDGET P’SHIP, OPEN BUDGETS TRANSFORM LIVES: THE OPEN BUDGET
SURVEY 2008, at 3 (2008), available at http://openbudgetindex.org/files/FinalFullReport
English1.pdf [hereinafter OPEN BUDGET SURVEY 2008].
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groups to engage in the budget process means they are less preoccupied
than the IMF or OECD with issues of economic stability and growth.
However, the IBP does not present itself as opposing the IMF’s fiscal
transparency campaign, but rather supplementing it with research and
activism. The IBP is eager to point out that a consensus in favor of trans-
parency crosses a range of interests:

[T]he idea of promoting open budgets is one that can gather support
from a wide range of actors, leading to a coalition not available on other
issues. Business interests often favor open budgets because they pro-
vide a better understood context in which to invest. International organ-
izations support them because they feel open budgets are essential to
good governance. Civil society organizations favor open budgets re-
flecting their general support of more open and democratic societies.
Governments find them hard to oppose.80

Thus, the IBP and IDASA have lauded the IMF Code as “an important
advance in efforts to promote fiscal transparency,” while also asserting
that “it is limited, particularly when it is examined from the perspective
of promoting participation in the budget decision-making process.”' The
IMF staff has participated in conferences of the IBP, and its Code has
served as a starting point for IBP work. On the other side, there is some
evidence that IMF personnel have begun to place some stock in the IBP’s
findings about transparency for particular countries and to incorporate
them into its analyses.*” This interweaving complicates the pattern of
norm development at the transnational level, as it suggests a significant
degree of collaboration among different policy networks or epistemic
communities.

4. Aid Donors

Budget transparency and accountability also concern governments and
institutions in their capacity as aid donors. As identified recently by the
OECD, donors and the World Bank have put significant effort into
strengthening and managing accountability for aid and project expendi-
ture and much less into budgeting in general, or tax policy and adminis-
tration in countries receiving aid.*’ Several avenues have been developed

80. Transparency and Participation in the Budget Process, supra note 3.

81. FOLSCHER ET AL., supra note 3, at 6 n.4.

82. See, e.g., Taryn Parry, The Role of Fiscal Transparency in Sustaining Growth and
Stability in Latin America 22 (Int’]l Monetary Fund, Working Paper No. 07/220, 2007)
(including data from the Open Budget Index).

83. ORG. FOR ECON. CO-OPERATION & DEV., GOVERNANCE, TAXATION AND ACCOUNT-
ABILITY: ISSUES AND PRACTICES 27 (2008), available at http://www.oecd.org/dataoecd/52/
35/40210055.pdf [hereinafter OECD, GOVERNANCE].
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by country donors to strengthen and help manage public finances and
fiscal policy in aid-recipient countries.

First, the process outlined in the Poverty Reduction Strategy Paper
(“PRSP”) associated with conditional lending and debt relief comprises
the central means by which the IMF and World Bank seek to consult
with developing States, the poor, and other stakeholders with respect to
expenditures, reforms, and general policy. As of March 2009, more than
sixty-six countries have completed PRSPs since 2000.* They are lengthy
documents, running to several hundred pages. As stated by the IMF, the
key goals of PRSPs are to “strengthen country ownership” and “enhance
the poverty focus” of reform programs and to “provide for stronger col-
laboration” among the institutions, recipient countries, and other devel-
opment lenders and donors.*

Second, the OECD, jointly with the Development Assistance Commit-
tee (“DAC”), the peak body for donor countries, have begun to monitor
aid effectiveness, and in 2005 they established a program to monitor the
use of harmonized standards to assess public financial management in
aid-recipient countries; to provide training and share experiences; and to
establish harmonized accounting standards for aid-recipient countries
reporting on external assistance.*

This monitoring process builds on the Public Expenditure and Finan-
cial Accountability (“PEFA”) program established in 2001, and is jointly
financed by the European Commission, France, the IMF, Norway, Swit-
zerland, the United Kingdom (through its Department for International
Development), and the World Bank (using its Development Grant Facili-
ty), , the United Kingdom (through its Department for International De-
velopment)®” PEFA’s goal is to strengthen both “recipient and donor

84. Int’l Monetary Fund, Poverty Reduction Strategy Papers, Mar. 9, 2009, http://www.
imf.org/external/np/prsp/prsp.asp. Many countries have completed more than one PRSP.
1d.

85. Int’l Monetary Fund, Indep. Evaluation Office, Evaluation of the IMF’s Role in
Poverty Reduction Strategy Papers and the Poverty Reduction and Growth Facility 14
(2004), available at http://www.imf.org/External/NP/ieo/2004/prspprgf/eng.index.htm.

86. Org. for Econ. Co-operation & Dev., Paris Declaration on Aid Effectiveness:
Ownership, Harmonization, Alignment, Results and Mutual Accountability (Mar. 2,
2005), available at http://www.oecd.org/dataoecd/11/41/34428351.pdf [hereinafter Paris
Declaration]. The Paris Declaration was an international agreement to which over one
hundred ministers, heads of agencies, and other senior officials adhered and committed
their countries and organizations in order to continue to increase efforts in harmonization,
alignment, and managing aid. This resulted in a set of actions and indicators capable of
being monitored.

87. Public Expenditure and Financial Accountability, About PEFA—PEFA Program,
http://www.pefa.org/about_pefamn.php (last visited Apr. 27, 2009).
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ability” in order to assess the condition of (presumably recipient) country
public expenditure, and procurement and financial accountability sys-
tems, generally termed Public Financial Management (“PFM”), and to
develop reforms and capacity building in this area.*®

The PEFA framework replaces the previous Highly Indebted Poor
Country framework for country financial assessment (so as to qualify
countries for debt relief under that program) and is being used by the
United Kingdom and some other States in their own donor assessments
of countries.*” PEFA claims strong support for its framework for assess-
ing public financial management and suggests that the framework is likely
to be sustainable into the future because of several factors, among others:

(1) its wide support from international agencies (the members of the
OECD DAC joint venture on PFM), (ii) its fast, global adoption, de-
spite the decentralized (country based) decision-making on if and when
to use the Framework, [and] (iii) the agreement to implement repeat as-
sessments in many countries . . . .

One concern that has been widely aired over the last decade about re-
forms implemented in donor and lender-dominated processes has been a
lack of country “ownership” of the reform. Ten years ago, this was de-
scribed in relation to conditionality-linked loan facilities of the IMF as
follows:

The one common theme that runs through perceptions of [the Enhanced
Structural Adjustment Facility] . . . is a feeling of a loss of control over
the policy content and the pace of implementation of reform . . . .
[TThere is broad agreement that ownership is a necessary condition of
successful policy reform.”!

PEFA states that it aims for a significant level of “country ownership”
of expenditure management policy and systems in order to reduce trans-
action costs for aid recipient and donor countries, and to increase donor
harmonization (fragmentation of aid is described as a very significant

88. Public Expenditure and Financial Accountability, About PEFA—PEFA Goals,
http://www.pefa.org/about_pefamn.php (last visited Apr. 27, 2009).

89. ORG. FOR ECON. CO-OPERATION & DEV., BETTER AID: MANAGING DEVELOPMENT
RESOURCES—THE USE OF COUNTRY SYSTEMS IN PUBLIC FINANCIAL MANAGEMENT 5258
(2009).

90. Public Expenditure and Financial Accountability, Frequently Asked Questions,
http://www.pefa.org/fagmn.php (last visited Apr. 8, 2009) [hereinafter PEFA FAQs].

91. INT’L MONETARY FUND, REPORT OF THE GROUP OF INDEPENDENT PERSONS
APPOINTED TO CONDUCT AN EVALUATION OF CERTAIN ASPECTS OF THE ENHANCED STRUC-
TURAL ADJUSTMENT FACILITY (PART 2), at 20 (1998) (prepared by Kwesi Botchwey, Paul
Collier, Jan Willem Gunning & Koichi Hamada), available at http://www.imf.org/external/
pubs/ft/extev/esaf2.pdf.
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complicating factor for recipient-country budget processes). While sepa-
rate from the fiscal transparency and budget assessment processes, with a
particular focus on expenditure and tracking of aid funds (and debt relief
benefits), the PEFA framework has developed largely on account of in-
creased attention to country ownership and the move to include aid funds
in a government budget rather than off budget.”

Budget support requires donors to negotiate with a government about
the overall budget expenditure process and administration through go-
vernmental mechanisms, in contrast to direct aid-to-project processes,
which are administered and funded in communities by external agencies
or nongovernment organizations. Most aid is provided directly on a
project basis and hence is off budget. This presents real challenges for
countries seeking to enhance budget transparency and accountability and
also receiving large aid inflows, in particular, because these can be vola-
tile and uncertain unless there is a mechanism for centrally tracking all
aid disbursements. The World Bank has begun to take the view that a
country’s budget process is “the central institutional framework for exer-
cising choices on where resources should be channeled and for holding
governments accountable.” The European Commission and World
Bank aim to provide thirty percent of aid through long-term budget sup-
port.”*

Concerns associated with budget support as the mechanism for aid
provision include fiduciary risk where financial management in a country
is weak (especially, the risk that aid will be misappropriated), increased
transaction costs for donors, and a strain on the capacity of the ministry
of finance as the main coordinator of a variety of development priorities.
However, the “emerging consensus among donors is that budget support
is an approach better suited to countries with a good track record and . . .
transparent budget management.””

The PEFA framework overlaps with the IMF fiscal ROSC process and
with budget transparency norms. PEFA explains this as follows:

92. BUDGET SUPPORT AS MORE EFFECTIVE AID? RECENT EXPERIENCES AND EMERGING
LESSONS (Stefan Koeberle, Zoran Stavreski & Jan Walliser eds., 2006), available at
http://www.wds.worldbank.org/external/default/WDSContentServer/IW3P/IB/2006/04/2
7/000090341 20060427100443/Rendered/PDF/359670BudgetOSupport01 PUBLIC1.pdf.

93. Id. at 4.

94. See id. (providing a detailed discussion of recent experiences and issues).

95. Id. at 12. However, note that caution is required as the implementation of budget
support can cause some perverse outcomes. See Philippa Venning, Impact of Budget Sup-
port on Accountabilities at the Local Level in Indonesia, 1 OECD J. ON BUDGETING 105
(2009).
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The mobilization and utilization of financial resources for the public is
a most essential part of governance. Where transparency and accounta-
bility mechanisms are weak or lacking, poor people’s needs are often
marginalized and development outcomes suffer. Several PFM analyti-
cal tools can help to promote transparency through publication of their
findings, including in a PFM Performance Report. However, monitor-
ing is key to accountability . . . . The PEFA Framework can therefore
provide an important part of a monitoring framework for governance.96

B. Country Initiatives

In this Section we shift the focus to the domestic level by charting the
adoption of budget-related legislation in selected countries, seeking to
uncover the historical process of norm creation and transfer.

1. Developed Countries: New Zealand, Australia, and
the United Kingdom

The experience of these three countries is critical because it shows that
ideas about fiscal transparency have migrated not only from the transna-
tional to the domestic level, but also in the reverse direction. All three
countries were ranked above average in a recent study of country com-
pliance with OECD Best Practices, with New Zealand ranked “far and
away” the best performing country.”” As we shall see, this may be be-
cause the OECD Best Practices follow the New Zealand design. Accord-
ing to this study, Australia ranks high on integrity, control, and accoun-
tability, but less high on budget reports and specific disclosures, while
the United Kingdom ranks high on disclosures and accountability, but
very low on budget reports (a mark which brings its average down).”®
Both the United Kingdom and New Zealand also rank very high in the
IBP Open Budget Survey 2008 (as does the United States); ironically,
Australia is not included in that Index.”

As with monetary policy, New Zealand pioneered the design of budget
transparency legislation with its Fiscal Responsibility Act 1994,'” a
move that predated all of the international fiscal transparency codes. This

96. PEFA FAQs, supra note 90 (follow hyperlink to question 1.2).

97. Bastida & Benito, supra note 72, at 680, 684-85. We consider the results of this
study (one of the few comparative studies made to date) to be interesting, but to have
significant limitations, including that it is based on country self-reporting through the
OECD questionnaire process; and that it does not examine actual practice but the legal
and administrative procedures in place.

98. Id. at 684-85.

99. OPEN BUDGET SURVEY 2008, supra note 79, at 7.

100. Fiscal Responsibility Act 1994, 1994 S.N.Z. No. 18 (N.Z.).
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Act was highly innovative in that it sought to tighten fiscal discipline not
through hard fiscal caps, but through procedural rules that stressed trans-
parency.'”" It caught the attention of fiscal policy analysts in the interna-
tional agencies, and the New Zealand model quickly became a “bench-
mark” for defining fiscal transparency.'%*

Australia and the United Kingdom followed suit by enacting compara-
ble statutes in 1998, the same year the IMF approved its first version of
the Code.'™ All three governments eschewed strict numerical limits in
favor of procedural rules that mandated disclosure of the government’s
fiscal policy agenda and actual results on an ongoing basis. The expe-
rience of these nations influenced the development and enforcement of
fiscal transparency standards set by the IMF and OECD.

For example, Australia took an early leadership role by conducting a
detailed analysis of its own compliance with the IMF Code shortly after
its adoption in 1998. IMF staff participated as independent reviewers of
the draft report. The stated purpose of the whole exercise was to “contri-
bute to international financial reform” by “preparing a self-assessment
report, providing a format and methodology that other countries may
choose to follow.”'® Australia’s Charter of Budget Honesty emphasizes
the publication of fiscal strategies, outlook and performance reports, and
a long-term intergenerational report.'” Australia is said to have pio-
neered the medium term expenditure framework (“MTEF”) using multi-
year forward estimates as the starting point for considering governmental
department bids for resources from the budget within the overall resource
framework set by the government.'® This requirement is not contained in
detail in the Charter, although it does require fiscal objectives and fore-
casting on a rolling three-year time horizon—in substance, an MTEF.

101. See Angela Barnes & Steve Leith, Budget Management That Counts: Recent Ap-
proaches to Budget and Fiscal Management in New Zealand 2 (N.Z. Treasury Dep’t,
Treasury Working Paper No. 01/24, 2001); Jon Janssen, New Zealand’s Fiscal Policy
Framework: Experience and Evolution 2 (N.Z. Treasury Dep’t, Treasury Working Paper
No. 01/25, 2001). See also GRAHAM C. SCOTT, GOVERNMENT REFORM IN NEW ZEALAND
(1996); Marco Cangiano, Accountability and Transparency in the Public Sector: The
New Zealand Experience (Int’l Monetary Fund, Working Paper No. 96/122, 1996).

102. See Kopits & Craig, supra note 27, at 37. The New Zealand legislation was hig-
hlighted as a novel approach in OECD, Budgeting for the Future 19-23 (OECD, Work-
ing Paper No. 95, 1997).

103. Charter of Budget Honesty Act, 1998, c. 22 (Austl.); Code for Fiscal Stability,
1998, c. 36, § 155 (Eng.).

104. COMMONWEALTH OF AUSTL., MAKING TRANSPARENCY TRANSPARENT: AN AUS-
TRALIAN ASSESSMENT at vi (1999), available at http://www treasury.gov.au/documents/178/
PDF/intro.pdf.

105. Charter of Budget Honesty Act, 1998.

106. Schick, supra note 11, at 18.
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Overall, the budget is to be managed in accordance with “prudent” fiscal
practice.'”’

The United Kingdom’s Code for Fiscal Stability (“U.K. Code”) was
approved by the Parliament under Section 155(7) of the Finance Act
1998."% New Zealand’s example and the IMF work on budget transpa-
rency both appear to have been important influences. However, perhaps
most important was the goal of “signaling a commitment to sensible
management of the public finances” by the new Labor government.'”
Chancellor Gordon Brown stated that the U.K. Code was intended to
strengthen the openness, transparency, and “credibility” of fiscal poli-
cy.'"” The UK. Code does not impose explicit fiscal caps, but operates
together with two nonbinding, “conventional” budget principles outside
the UK. Code.""" These principles are the “golden rule,” which states
that the current budget surplus must be at least zero, or rather, there
should not be a deficit over an economic cycle, and the “sustainable in-
vestment” rule, which requires the net debt to be maintained below forty
percent of GDP in an economic cycle.

The role of New Zealand especially suggests that fiscal transparency
norms did not simply emerge from within the IMF, but were formed by a
broader epistemic community that included policy makers from certain
key developed countries. However, once a blueprint was codified at the
international level, the IMF and OECD began using it to assess the budg-
et institutions and practices of many other countries facing a wide range
of different economic challenges. As Rodrik observes, the use of such
blueprints may be beneficial in enabling an efficient process of reform,
but also carries risks if it overshadows local political processes that en-
sure local ownership, and effective design and implementation of re-

107. Charter of Budget Honesty Act, 1998, § 5.

108. The EU Stability and Growth Pact was also being developed at this time. See
Resolution of the European Council on the Stability and Growth Pact, 1997 O.J. (C 236).
Although the United Kingdom did not join the euro currency area (and hence is not re-
quired to adhere to the strict budgetary deficit rules established under the Maastricht
Treaty), as a member of the EU, it monitors its compliance with the European Pact. Euro-
pean Commission, Economic and Financial Affairs—United Kingdom, http://ec.europa.eu/
economy _finance/eu_economic_situation/member_state8622 en.htm (last visited Apr. 19,
2009).

109. See Emmerson, Frayne & Love, supra note 10, at 6. The Labour Party under To-
ny Blair and Gordon Brown was elected in a landslide victory in 1997. Blair’s Britain—
Blair’s Team Tackles Britain, BBCNEWS.cOM, Dec. 26, 1997, http://news.bbc.co.uk/2/hi/
special_report/for_christmas/ new_year/blairs_britain/39177.stm.

110. Code for Fiscal Stability, 1998, c. 36, § 155 (Eng.); Her Majesty’s Treasury,
Chancellor Proposes Code for Fiscal Stability (Nov. 25, 1997), http://www.hm-treasury.
gov.uk/prebud _pbr97 presshmt2.htm.

111. 2007 IMF MANUAL, supra note 2, at 53.
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forms."'? In particular, according to Stevens, attempts to reform the pub-
lic financial management systems of developing countries by simply
transplanting advanced-country best practices have often failed. Too of-
ten, such reforms do not jibe with the informal culture and traditions that
have helped to stabilize the host State, or they require too much support
from external consultants to be sustained over the long-term.""

2. Developing and Emerging Countries: Nigeria, Pakistan,
India, and South Africa

During the last decade, developing and emerging countries have also
begun moving towards establishing or reforming budget laws and fiscal
frameworks. In adopting these laws, some countries were influenced by
the policy directions of the IMF, either through conditionality-linked bor-
rowing or as part of the general surveillance process carried out by the
IMF, including a fiscal ROSC. In other countries, in particular emerging
economies and strong democracies like South Africa and India, a differ-
ent path has been taken towards establishing fiscal transparency laws,
with some different outcomes in both the content and impact of these
laws.

(a) Pakistan and Nigeria: IMF-Linked Reforms

In 2000, the IMF lamented in a review of Pakistan’s fiscal regime that
“[t]he current legal framework does not make specific provision for re-
porting on performance or reporting to parliament or the public beyond
the annual budget and annual accounts presentations.”''* It recommended
that Pakistan consider “developing a Public Finance Act . . . giving ex-
plicit emphasis to performance and fiscal transparency.”''” Three years
later, following a technical advice mission to Pakistan, the IMF reported
that the country had made progress on transparency through several
steps, including “preparation of a draft fiscal responsibility law.”''® Pa-

112. DANI RODRIK, ONE ECONOMICS, MANY RECIPES: GLOBALIZATION, INSTITUTIONS,
AND EcONOMIC GROWTH (2007), at 164—65.

113. Stevens, supra note 9, at 1-4.

114. INT’L MONETARY FUND, FISCAL AFFAIRS DEP’T, REPORT ON OBSERVANCE OF
STANDARDS AND CODES: PAKISTAN—FISCAL TRANSPARENCY, 9 13, (Nov. 28, 2000),
available at http://www.imf.org/external/np/rosc/pak/fiscal.htm.

115. Id. 9 38.

116. REPORT ON PROGRESS, supra note 55, at 13. Additionally, there are other reports
urging or praising the adoption of fiscal transparency legislation at the country level. See,
e.g., Int’l Monetary Fund, Fiscal Affairs Dep’t, United States: Report on the Observance
of Standards and Codes—Fiscal Transparency, Y 1, IMF Country Report No. 03/243
(Aug. 2003), available at http://www.imf.org/external/pubs/ft/scr/2003/cr03243.pdf.
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kistan’s Parliament subsequently enacted the Fiscal Responsibility and
Debt Limitation Act 2005, which includes both substantive fiscal targets
and transparency provisions requiring the government to make regular
reports to the National Assembly.''” While domestic politics undoubtedly
also played a role in bringing about this law reform, the IMF’s involve-
ment through its fiscal ROSC process is clearly evident. In this sense,
Pakistan’s legislation can be viewed as a hard law manifestation of soft
law promulgated at the transnational level.

There is no published IMF fiscal ROSC available for Nigeria. Transpa-
rency and corruption have been and remain enormous problems in this
country, particularly in relation to oil extraction. Although Nigeria has
managed to pay down its international creditors and does not borrow
from the IMF, domestic tensions about oil projects remain high. Howev-
er, in the last few years, there have been some developments relating to
transparency, including the Fiscal Responsibility Act, 2007.""® First in-
troduced in 2004 by Finance Minister Ngolzi Okonjo-Iweala, this Act
imposes only soft limits on deficits and debt.'"” Its main focus is to
improve transparency, for example, by requiring the government to set
explicit fiscal targets over a three-year time horizon, and then to file
quarterly reports on its own performance in reaching these objectives.'*’

Although Nigeria is not publicly engaged with the IMF, its massive oil
wealth has finally led to significant attention to the transparency of re-
source revenues. The Nigeria Extractive Industries Transparency Initia-
tive report, prepared by an international auditor, was published in April
2006,"*" and Nigeria entered into a policy support instrument with the
IMF in October 2005 (which ended in 2007, around the same time that
the Fiscal Responsibility Bill received approval in the National Assem-

117. Fiscal Responsibility and Debt Limitation Act, Gazette of Pakistan, No. VI, June
13,2005, at 115.

118. Nigeria: Yar’Adua Signs Fiscal Responsibility Bill into Law, THIS DAY, Nov. 8§,
2007, http://allafrica.com/stories/200711090303.html.

119. Fiscal Responsibility Act, § 12(1) (restricting annual deficits to no more than
three percent of gross domestic product “or any sustainable percentage as may be deter-
mined by the National Assembly for each financial year”); id. § 41(1)(c) (requiring the
government to ensure that public debt “is held at a sustainable level as prescribed from
time to time by the National Assembly on the advice of the Minister”).

120. Id. pt. I (Medium-Term Expenditure Framework); id. § 30.

121. This report follows the IMF Extractive Industries Transparency Initiative, a
process also complemented by Transparency International’s recently established civil
society/NGO project. Transparency Int’l, Promoting Revenue Transparency Project:
Project Description and Relationship with EITI, http://www.transparency.org/policy
research/surveys_indices/promoting_revenue_transparency/in_english/eiti (click “Eng-
lish” for PDF) (last visited Apr. 26, 2008).
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bly). The policy support instrument is described by the IMF as a purely
voluntary process in which a member country signs up for “more fre-
quent Fund assessments” of its economic and financial policies.'”* It
promotes a “close policy dialogue” between the IMF and the country,
with the primary goal of “deliver[ing] clear signals on the strength of
these policies.”'** The IMF explains:

“Signaling” refers to the information that Fund activities can indirectly
provide about countries’ performances and prospects. Such information
can be used to inform the decisions of outsiders. Outsiders can include
private creditors, including banks and bondholders, who are interested
in information on the repayment prospects of loans; official donors and
creditors, both bilateral and multilateral, who may be interested in reas-
suran?ze4 about the countries they are supporting; and the public at
large.

In its concluding review of the policy support instrument with Nigeria,
the IMF highlighted the passage of the Fiscal Responsibility Bill as one
of the structural reforms contributing to improved economic governance
in the country.'” Nigeria’s engagement with the IMF suggests that its
transparency initiatives are largely directed at outside investors, credi-
tors, and donors. Even so, the Nigerian Fiscal Responsibility Bill has
been praised by Human Rights Watch'?® and the Nigerian Budget Moni-
toring Group.'?” While the new law may represent an important symbolic
victory for those advocating fiscal governance reforms within the coun-
try, it remains to be seen whether this will translate into greater fiscal
openness and integrity.

122. Int’l Monetary Fund, Factsheet—The Policy Support Instrument, Nov. 2008,
http://www.imf.org/external/np/exr/facts/psi.htm.

123. Id.

124. Id.

125. Int’l Monetary Fund, Nigeria: Fourth Review Under the Policy Support Instru-
ment—Staff Report 29, IMF Country Report No. 07/353 7 (2007), available at http://www.
imf.org/external/pubs/cat/longres.cfm?sk=21414.0.

126. HUMAN RIGHTS WATCH, CHOP FINE: THE HUMAN RIGHTS IMPACT OF LOCAL
GOVERNMENT CORRUPTION AND MISMANAGEMENT IN RIVERS STATE, NIGERIA 94-98
(2007), available at http://www.hrw.org/sites/default/files/reports/nigeria0107%5B1%5D.pdf.

127. Nigeria Budget Monitoring Project, Fiscal Responsibility Bill: Rising Hopes in
the Horizon, Feb. 26, 2007, http://www.budgetmonitoringng.org/Spotlights/2007/02/26/
News11618/ [hereinafter Rising Hopes]; Vincent Nwanma, Fiscal Responsibility: Don't
Spend Money Unless You Have It, NIG. BUDGET MONITORING PROJECT, http://www.
budgetmonitoringng.org/Spotlights/2007/12/13/News12271/ (last visited Apr. 8, 2009).
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(b) India and South Africa: Activism and NGOs Driving Reform

India, which does not borrow from the IMF, is an example of a more
homegrown fiscal transparency reform process. In 2003, the Indian fed-
eral Parliament passed the Fiscal Reform and Budget Management
Act.'”™ This Act provides a substantive medium-term three-year fiscal
target and imposes on the central government reporting requirements for
strategies and outcomes.'*’ Section 6 states that the central government
“shall take suitable measures to ensure greater transparency in its fiscal
operations in the public interest and minimize secrecy.”** According to
the IBP, the push for greater budget openness in India started with grass
roots civil society organizations tracking misuse of funds by local gov-
ernments.”' Yet here, too, the IMF promoted reform of budget practices.
In its 2001 fiscal ROSC on India, the IMF commented that the country
had “achieved a reasonably high level of fiscal transparency,” but that
“[e]nacting the Fiscal Responsibility and Budget Management Bill would
be a major step forward given the emphasis it places on achieving a high
standard of fiscal transparency.”

According to one recent study, South Africa ranks above average, and
indeed, above the United Kingdom, in its compliance with OECD Best
Practices on fiscal transparency.'” In particular, South Africa has a high
ranking with respect to integrity, control, and accountability and a rea-
sonable ranking for budget reports and disclosures."** South Africa has a
substantial and informative budget website for its National Treasury, in-
cluding guides to the national budget in Afrikaans, English, Tswana,
Xhosa, and Zulu."® The website also sets out the core goals of the Trea-

sury:

128. Fiscal Responsibility and Budget Management Act, No. 39 of 2003, Gazette of
India (2003).

129. Id. § 3.

130. Id. § 6.

131. See International Budget Partnership, Access to Budget Information Empowers
Citizens in India, http://openbudgetindex.org/files/IndiaStoryEnglish.pdf (last visited
Apr. 8, 2009). India has an active NGO sector in this area. See, e.g., Press Release, Ctr.
for Budget & Governance Accountability, Civil Society People’s Charter on Union
Budget 2008-09: People’s Budget Initiative (Nov. 16, 2007), available at http://www.
cbgaindia.org/press_releases.php?id=7.

132. Int’] Monetary Fund, Statistics Dep’t, India: Report on the Observance of Standards
and Codes, 9 29, IMF Country Report No. 04/96 (Apr. 2004), available at http://www.
imf.org/external/np/rosc/ind/fiscal.htm.

133. Bastida & Benito, supra note 72, at 680.

134. Id.

135. See National Treasury, Republic of South Africa, www.treasury.gov.za (last vi-
sited May 8, 2009).
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Supporting efficient and sustainable public financial management is
fundamental to the promotion of economic development, good gover-
nance, social progress and a rising standard of living for all South
Africans. The Constitution of the Republic (Chapter 13) mandates the
National Treasury to ensure transparency, accountability and sound fi-
nancial controls in the management of public finances.

. . . Over the current medium-term expenditure framework period
(2007-2009) the National Treasury will focus on sustaining growth and
macroeconomic stability, while accelerating development and the crea-
tion of employment opportunities.136

The high level of fiscal transparency in South Africa seems to have
been largely a response to NGO or civil society action during the late
1990s (after establishment of the new State in 1994). The Budget Infor-
mation Service of the Institute for Democracy in South Africa and the
IBP produced a report on transparency and participation in South Afri-
ca’s budget process, which was released in October 1999, and revised in
2000."" Around the same time, South Africa followed Australia’s exam-
ple and successfully introduced a medium-term expenditure framework
that remains part of its budgetary process today."** We suggest that the
reasons for the relatively successful implementation of this constraint
include its connection with the local activist push for fiscal transparen-
cy."” South Africa’s engagement in the IMF fiscal ROSC process in
2001 was not the key influence on South African reform. South Africa
now appears to have satisfied the IMF on its transparency score—such
that the IMF’s most recent country report, from 2007, does not once
mention transparency as an issue or goal for South Africa.'*’

136. National Treasury, Republic of South Africa, The Role of the National Treasury,
http://www.finance.gov.za/nt/info.aspx (last visited Apr. 30, 2009).

137. FOLSCHER ET AL., supra note 3, at 3. The South African report is said to have
influenced research in other countries in Eastern Europe, Africa, and Latin America. /d.
at 4.

138. See Foreword, in NAT’L TREASURY DEP’T, REPUBLIC OF S. AFR., MEDIUM TERM
BUDGET POLICY STATEMENT (1997), available at http://www.treasury.gov.za/documents/
mtbps/1997/all.pdf. See also NAT’L TREASURY DEP’T, REPUBLIC OF S. AFR., MEDIUM
TERM BUDGET POLICY STATEMENT AND ADJUSTED ESTIMATES OF NATIONAL EXPENDITURE
(2008), available at http://www .treasury.gov.za/documents/mtbps/2008/mtbps/MTBPS%
20full.pdf.

139. Matthew Andrews, Creating Space for Effective Political Engagement in Devel-
opment, in GOVERNANCE REFORM UNDER REAL-WORLD CONDITIONS: CITIZENS, STAKE-
HOLDERS, AND VOICE 95 (Sina Odugbemi & Thomas Jacobson eds., 2008).

140. Int’l Monetary Fund, South Africa: 2007 Article IV Consultation, IMF Country
Report No. 07/274 (Aug. 2007), available at http://www.imf.org/external/pubs/ft/scr/2007/
cr07274.pdf.
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III. THE CONTENT OF FISCAL TRANSPARENCY NORMS

Fiscal transparency is generally discussed as a neutral procedural norm
that will produce better or more predictable fiscal policy. We argue that
transparency standards have more normative content than their usual
treatment suggests and may serve different constituencies and substan-
tive policy ends depending on the types of disclosure and processes they
require. Analysis of the IMF Code reveals a much larger “wish list” of
desirable practices for governance, subsumed under the overall banner of
fiscal transparency. While we will not set out exhaustively all of the ele-
ments of fiscal transparency as proposed by the various international
codes and national laws and policies, it is useful to survey and discuss
key elements of the IMF Code as the dominant model, as well as selected
features of the OECD Best Practices.

A. Rule of Law and Structure of Government

The first section of the IMF Code (and accompanying Manual) empha-
sizes the “[r]oles and [r]esponsibilities” of government, in particular, es-
tablishing clear, public rules about the structure and fiscal powers and
responsibilities of legislative, executive, and judicial branches of gov-
ernment; setting out the relationship between government and public
corporations; and overseeing the relationship between government and
private enterprise with respect to the public availability of contractual
arrangements.'*' In addition, the Code requires governments to publish
comprehensive, understandable budget, tax, and other public finance
laws; set forth regulations and administrative procedures relating to the
collection, commitment, and use of public funds; and provide the ability
to appeal tax and nontax obligations, and an explicitly legal basis for the
management of government assets and liabilities.'**

The IMF appears, in this first section of the Code, to require member
countries to establish a solid constitutional framework for government,
together with property and contract rights, in a way that is recognizably
“Western” in form. The Code steers clear of requiring “democracy,” but
it assumes a legislature and the separation of powers, including a legal
basis for the power to tax; a legal basis for resource distribution and
public-private contracting; a working judiciary and appeals system; and a
clear legal definition of public property and public debt. The requirement
for clear rules on taxation implicitly assumes private property (i.e., there
must be something to tax). Thus, the “legal institutions” of property and
contract are embedded in this part of the Code, and the necessity for a

141. 2007 IMF CODE, supra note 2, § 1.
142. Id. § 1.2.
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clear demarcation of public and private realms inscribes the market into
the very structure of the State.

This first section also makes clear that the IMF places considerable
emphasis on the role of national laws in securing fiscal transparency. The
Code states generally that “[t]he collection, commitment, and use of pub-
lic funds should be governed by comprehensive budget, tax, and other
public finance laws, regulations[,] and administrative procedures.”'** The
Manual more clearly endorses the concept of fiscal transparency legisla-
tion or other legislated fiscal limits:

These arrangements generally support fiscal transparency by providing
a clear statement as to policy objectives and how these objectives will
be achieved, including informing the public of fiscal risks. One func-
tion of these laws is to help build support for fiscal consolidation by
strengthening the credibility of fiscal policies and by increasing ac-
countability.'*

Thus, the IMF evidences considerable faith in law as delivering the “go-
vernance” limb of development and in its use for the formalization of
essentially political and economic processes.

A study by Isabelle Joumard and others for the OECD noted that some
countries have legislated fiscal rules while others have merely adopted
policies or guidelines.'*’ The authors appear less persuaded than the IMF
about the value of law reform per se in the absence of political will, ob-
serving that “enforcing fiscal frameworks is a political economy issue as
well as a technical one.”'*® Nonetheless, they identify how many coun-
tries have implemented fiscal transparency laws as a mechanism for im-
proving fiscal discipline and policy outcomes, as seen in Part II.

B. Budget Process and Fiscal Objectives

The second key element of the IMF Code is a requirement for “open
budget processes” that “follow an established timetable” and are “guided
by well-defined macroeconomic and fiscal policy objectives.”'* In par-
ticular, the Code requires

* adequate time for a draft budget to be considered by the legisla-
ture;

143. 2007 IMF CODE, supra note 2, § 1.2.1.
144. 2007 IMF MANUAL, supra note 2, at 52.
145. Joumard et. al, supra note 22, at 120.
146. Id. at 130.

147. 2007 IMF CODE, supra note 2, § 2.1.
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*  a “realistic” budget presented in a medium-term framework and an
assessment of “fiscal sustainability” setting out the main assump-
tions and sensitivity analysis (for estimated errors);

* aclear statement of any fiscal targets or rules;

* a description of major expenditure and revenue measures lined to
policy objectives and with estimates of impact on the budget and
the economy;

* clear mechanisms for coordination of budget and off-budget activi-
ties; and

« an effective accounting system for monitoring and tracking reve-
nues, commitments, liabilities, and assets, including a timely mi-
dyear report and account auditing presented to the legislature and
published within a year of the budget.148

These requirements for open and timely budget information are clearly
essential for a legislature and for citizens to participate adequately in the
budget process. Similarly, effective accounting of revenues and the set-
ting out and costing of expenditure goals are crucial. Both of these ele-
ments support democratic participation in budgeting as well as donor or
lender review of a government’s fiscal position.

The concept of a “realistic” budget appears to relate primarily to the
economic assumptions in the budget and assumptions about revenue pro-
jections and “targets” set out in multi-year development plans.'*’ Reve-
nue forecasting'™ is notoriously difficult even for developed countries,
except for the rule of thumb that a good starting point for predicting rev-
enues in a given year is the revenues achieved in the prior year. Treasu-
ries of developed countries, including that of the United Kingdom, have
been criticized for under-estimating tax revenues, in particular corporate
tax revenues.”' Developing countries may be too optimistic about reve-
nue estimates, in particular where they are striving to increase “tax ef-
fort.” Both of these tendencies may be based on politics as well as statis-
tics.

Both the IMF and the OECD emphasize that the creation of formal
procedures takes a substantial period of time. In addition to preparing the
advance provision of draft budgets and policies (several months before
the year commences), a government must plan a medium-term frame-
work beyond the fiscal year and manage “sustainably” over the long-

148. Id. pt. II.

149. 2007 IMF MANUAL, supra note 2, at 37-38.

150. Id. at 49.

151. See, e.g., Emmerson, Frayne & Love, supra note 10.
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term—usually a time well beyond a normal democratic electoral cycle.'”
In particular, the MTEF (or the similar notion of a medium-term budget
framework) has been most often proposed as an external “blueprint” for
reform, and the IMF contends that it is essential for fiscal transparen-
cy.153

However, even the IMF acknowledges how difficult establishing a
plausible and sustained MTEF can be. The IMF Manual points to success-
ful implementation in Australia, Brazil, Chile, and the United Kingdom.
Nonetheless, the IMF underlines the necessity for “stringent conditions”;
“robust revenue forecasts”; “rigorous” connections between target ex-
penditures and the expected economic prospects over time; and “clearly
defined and fully costed policy proposals.” It emphasizes that a medium-
term framework is “most likely to be effective in the context of a real,
stable, transparent, and well-publicized commitment to fiscal control.”*
These conditions are very challenging for developing countries with poor
systems, under-staffing, and low government commitment.'>

It is also interesting to note the mechanisms for coordinating “on-
budget” and “off-budget” items. Clearly, if we see the budget as a central
element of democratic governance, expenditures should be largely “on-
budget.” However, it is often the case that various items are “off-budget,”
such as pension entitlements and special purpose funds. Furthermore, as
discussed above, most aid for developing countries is currently delivered
off-budget. It is laudable that the IMF calls for “a strong interface be-
tween the government’s national planning or development framework
(e.g. Poverty Reduction Strategy Paper) and the medium-term budget.”'*®
If aid flows are also accounted for in this overall framework, it may im-
prove management and coordination of aid and other revenues and
spending. However, on the whole, the IMF Code as it is currently drafted
cannot address the issue of accountability of aid flows; these issues are
outside the scope of its fiscal transparency framework.

C. Public Budget Documentation

The third key element of the IMF Code is a requirement for timely
publication of all budget documentation, especially of fiscal information.

152. 2007 IMF CODE, supra note 2, § 2.1.2; 2007 IMF MANUAL, supra note 2, at 78.

153. 2007 IMF MANUAL, supra note 2, at 40—41.

154. Id.

155. A very recent IMF working paper acknowledges this and other difficulties in
budget reform. Richard Allen, The Challenge of Reforming Budgetary Institutions in
Developing Countries (Int’l Monetary Fund, Working Paper No.09/96, 2009).

156. Id. at 39.
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Again, this is to be a “legal obligation” upon a government. In particular,
the IMF looks for the following:

*  the release of information in advance and the publication of out-
comes for at least the two preceding years and forecasts for at least
the two following years;

*  tax expenditure statements and explanation of quasi-fiscal activity
and other fiscal risks;

» reporting fiscal data on a gross basis, including separate identifica-
tion of receipts from all revenue sources such as taxes, resource-
related activities, foreign aid, information about expenditures and
debt, other significant liabilities (e.g., pensions), and natural re-
source assets;

* reporting subnational government budgets and public corporation
positions;

* aperiodic report on long-term public finances;

* wide distribution of a “clear and simple summary guide” at the
time of the annual budget;

* reporting overall balance (fiscal deficit or surplus) and gross debt
of government for the period; and

* reporting on an annual basis results linked to objectives of major
budget programs.157

Few would disagree that publicizing such information benefits a wide
range of social interests. Indeed, the IBP argues that many governments
could significantly improve fiscal transparency simply by making availa-
ble to the public the budget information they already collect for donors or
for internal government purposes.'”® However, some controversy sur-
rounds the requirement to report on long-term finances, because of the
virtual impossibility of making accurate cost or revenue predictions over
a long horizon, which creates a risk that such reports will do more to
mislead than to inform. Neil Buchanan, for instance, has argued that
long-term forecasting, also known as “generational” accounting, tends to
raise false fears that social programs are unaffordable over the long-term
or will be excessively burdensome to future generations.” To this we
would add that requiring such a report goes beyond simple disclosure. It
also directs fiscal policy makers to gather, analyze, and consider particu-

157. 2007 IMF CODE, supra note 2, pt. I11.

158. OPEN BUDGET SURVEY 2008, supra note 79.

159. See Neil H. Buchanan, Social Security, Generational Justice and Long-Term
Deficits, 58 TAX L. REV. 275, 312 (2005).
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lar kinds of information focused on the longer term, and tends to over-
emphasize the values of fiscal prudence and discipline. These values are
further reinforced by the need to disclose aggregate budget balance and
debt. In contrast, it is striking that neither the IMF Code nor the OECD
Best Practices call for disclosure of any specific information about the
distributive impact of the annual budget or fiscal policy for the current
population. The content of tax expenditure reports, for example, is either
left to governments to determine or weighted toward the types of infor-
mation that will expose any risk of fiscal imbalance.

D. Integrity of Data and Bureaucracy

The fourth element of the IMF Code encompasses a number of differ-
ent strands that concern the integrity of data and bureaucracy. The IMF
calls for measures to secure the quality of fiscal data.'® These include
forecasts, indication of the cash or accrual accounting basis, and the ap-
plication of “generally accepted accounting standards” for the public sec-
tor in a manner that is internally consistent and reconciled with other data
sources.'® The Code also proposes internal and external auditing of gov-
ernment activities and finances. These data and accounting criteria draw
heavily on the establishment and dissemination of global accounting
standards for both public and private bodies—integrating the “fiscal
transparency’’ norm-development process into a wider network.

The IMF also calls for clear ethical standards for public servants and
publication of their conditions of employment. And concerning procure-
ment, it demands purchase and sale of public assets and major transac-
tions; independence of the revenue authority from political direction;
protection of taxpayer rights; and regular reporting to the public by the
revenue authority.'®> Here, the IMF Code overlaps with the very consi-
derable work that international institutions responding to corruption have
undertaken in the last decade.

The reference to an independent revenue authority has a long history in
the IMF and its reform recommendations for developing countries. The
OECD has recently noted that the establishment of autonomous revenue
authorities has been a “high-profile innovation, and a particular focus for
donor support,” and about thirty such authorities have now been estab-
lished in developing countries, mostly in Africa and South America.'®
However, as the OECD has also observed, experience in successfully

160. 2007 IMF CODE, supra note 2, at 3.

161. Id.

162. Id. at 4.

163. OECD, GOVERNANCE, supra note 83, at 28.
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establishing an ‘“autonomous” agency independent of political interfe-
rence has been mixed and “early gains have been hard to sustain.”'** As
“tax collection cannot be entirely divorced from making tax and budget
policy,” reporting lines to the executive government must be carefully
established.'®

Even more recently, a new emphasis on taxpayer rights, as opposed to
merely strengthening the revenue authority, is welcome, as this can help
establish a sounder political basis for participation in taxing and spend-
ing.'® This seems to be one way in which the IMF has (indirectly) ac-
knowledged the need for active engagement and protection of taxpayers,
albeit it proposes this in the quite limited context of engagement with the
revenue authority, rather than the budget process more broadly.

In this Part, we have reviewed the main features of the IMF model and
have pointed out that it does far more to promote values of fiscal pru-
dence, discipline, and integrity than to support other possible goals of
transparency, such as equity or democratic oversight. No one could se-
riously protest that prudence, discipline, and integrity are unimportant—
they are clearly imperative to all citizens, including those concerned with
improving the fairness and democratic oversight of budgets. This is re-
flected in the fact that independent watchdogs such as the IBP and
IDASA have incorporated many of the IMF’s budget transparency re-
quirements. However, as discussed in the next Part, these groups have
supplemented the IMF standards with their own criteria related to social
equality and democracy.

IV. FISCAL TRANSPARENCY AND DISTRIBUTIVE JUSTICE

Distributive politics are at the heart of fiscal policy because they will
often make or break the viability of a reform. For this pragmatic reason,
if no other, the omission of distributive analysis from the dominant mod-
el of fiscal transparency is problematic. We also consider it to be trouble-
some, though, for the establishment of fairness in principle.

As already noted, there is no requirement in the IMF Code or OECD
Best Practices for governments to report on how fiscal policy decisions
impact different income groups or segments of the population. However,
in the most recent version of the Manual that accompanies the IMF

164. Id. South Africa, as in so many other ways, is an exception.

165. Id.

166. Florens Luoga, Taxpayers Rights in the Context of Democratic Governance: Tan-
zania, 33 INST. OF DEv. STUD. BULL. 50 (2002).
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Code, the IMF does briefly acknowledge that fiscal discipline may in-
volve political tradeoffs that ideally should be disclosed:

Reforms aimed at reducing fiscal deficits and improving macro stabili-
ty, or at enhancing efficiency, may affect different income and social
groups differently, and may hurt or benefit vulnerable and low-income
groups more than others. It is important for transparency that some as-
sessment of these impacts be included in the budget documentation . . . .
Poverty and Social Impact Analysis refers to the analysis of the distri-
butional impact of policies and policy reforms on the welfare of differ-
ent groups, with a specific emphasis on the poor and vulnerable . . . .
Good practice would require that budget documentation include at least
a sin}lg;e analysis of the differential impacts of new policies and meas-
ures.

The addition of this commentary may reflect the IMF’s sensitivity to
criticisms of its structural adjustment programs and the need to acknowl-
edge the turn in development discourse often found in its own policy ad-
vice. However, it is important to note that the Manual is 124 pages long
(plus glossary and references), and these passages only briefly interrupt
an otherwise unrelenting focus on fiscal discipline and integrity.'®® Nor
do they impose more than a minimal obligation to include some basic
analysis of distributional impact. Most importantly, these recommenda-
tions are not reflected in the Code itself. The reason may have to do with
concerns that this type of information will increase the likelihood of po-
litical resistance to tough decisions about spending restraint or taxation,
challenging the ability of governments to deliver on their promises of
fiscal prudence. As Heald discusses, one view is that “‘too much’ trans-
parency produces ‘over-exposure,” leading to losses in effectiveness
through high levels of transaction costs and excessive politicization.”'®

Unsurprisingly, NGOs involved with budget transparency have placed
social equity issues higher on the agenda. In developing the IBP Index,
the IBP states that IMF standards “do not go far enough to ensure that
budgeting is responsive and accountable to citizens.”'” To redress this,

167. 2007 IMF MANUAL, supra note 2, at 44. The Manual goes on to briefly describe
various methods that can be used to carry out a Poverty and Social Impact Analysis. /d. at
45.

168. See generally id.

169. David Heald, Fiscal Transparency: Concepts, Measurement and U.K. Practice,
81 PuB. ADMIN. 723, 727 (2003). Similarly, Tanzi argues that “[t]rying to eliminate cor-
ruption altogether would be too costly, both in terms of resources and in other ways.”
Vito Tanzi, Corruption Around the World, 45 INT’L MONETARY FUND STAFF PAPERS 559,
586 (1998).

170. IBP INDEX, supra note 3, at 3.
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the IBP’s survey questionnaire includes the following questions, to be
answered on a transparency scale of one to five:

55. Does the executive’s budget or any supporting budget documenta-
tion present information on policies (both proposals and existing com-
mitments) in at least the budget year that are intended to benefit direct-
ly the country’s most impoverished populations? . . .

57. Does the executive make available to the public an analysis of the
distribution of the tax burden? . . .

65. Are citizens able in practice to obtain non-financial information re-
lated to expenditures (for example, number of beneficiaries, number of
persons employed by the program, etc.) for individual programs in a
format that is more highly disaggregated than that which appears in the
executive’s budget proposal if they request it from a ministry or agen-
cy? ...

109. Does the year-end report explain the difference between the
enacted level of funds intended to benefit directly the country’s most
) . . 171

impoverished populations and the actual outcome? . . .

In addition, the IBP asks numerous questions about availability of infor-
mation to citizens and recommends that the right to obtain not only
budget documents but also detailed information about particular program
expenditures at the local level be established by legislation.'”

An earlier 2001 study of budget transparency in Latin American coun-
tries also highlighted the connection of transparency to social equity,
stating that “knowledge and analysis of the budget should be sufficient to
make it possible for the external observers to verify whether the distribu-
tion of . . . resources and their application reflect social preferences and
comply with the criteria of equality and justice.”'” Notably, however,
this survey instrument did not include direct questions about the availa-
bility of distributive information related to budget policies. Instead, these

171. INT’L BUDGET P’SHIP, OPEN BUDGET QUESTIONNAIRE: NEW ZEALAND (Sept. 28,
2007), available at http://openbudgetindex.org/files/IBPQuestionnaire2008NewZealand.pdf.
The survey questionnaires with country responses are available online at http://www.open
budgetindex.org/countryData/ (last visited Apr. 30, 2009).

172. See, e.g., INT’L BUDGET P’SHIP, KEY FINDINGS AND RECOMMENDATIONS (2008),
available at http://openbudgetindex.org/files/KeyFindingsEnglish.pdf.

173. Index of Five Latin American Countries, supra note 3, at 12. This study was faci-
litated in part by the IBP, but conducted independently by the Latin American partners.
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issues were addressed indirectly through numerous questions about citi-
zen access to and influence over the budget process.'™ This approach has
remained consistent in two follow-up studies, the most recent of which
adopts a more politically neutral definition of transparency, but also
states that “[a]pplied budget analysis . . . makes it possible to evaluate
who wins and who loses with the distribution of public resources.”'”

In South Africa, the collaborative 1999 study by the IBP and IDASA
concluded, among its many findings, that “analysis of tax incidence is
lacking”'’® in South Africa’s budget documentation. The report recom-
mended that detailed information on spending allocations be provided to
Parliament earlier in the budget process and cited the lack of consistent
and detailed data as a barrier to oversight of budgets by civil society.'”” It
also described the limited but growing role of civil society groups in
meeting with parliamentary committees to discuss issues such as the
priorities of low-income people and women, as well as sectionalized so-
cial welfare.'”®

Like the IMF and OECD, these NGOs have attempted to articulate
global standards of fiscal transparency that can be applied to evaluate
country practice and create pressure for reform. The NGOs have taken
some modest steps to add a distributive lens to the assessment of fiscal
transparency, while also confirming the importance of reliable informa-
tion regarding the government’s fiscal prudence and integrity. It must be
acknowledged that analysis of distributional incidence of taxes and
spending may be difficult, especially for countries with a low analytical
capacity in government.'”” However, such difficulties also arise with rev-
enue estimating, forecasting, and the establishment of credible medium-

174. See generally id.

175. CENTRO DE ANALISIS E INVESTIGACION, LATIN AMERICAN INDEX OF BUDGET TRANS-
PARENCY 2005: A COMPARISON OF 8 COUNTRIES, at 7 (2005), available at http://www.fun
dar.org.mx/indice2005/docs/Regional%20Transparency%20Report%202005.pdf [hereinaf-
ter BUDGET TRANSPARENCY 2005]; LATIN AMERICAN INDEX OF BUDGET TRANSPARENCY
2003: A COMPARISON OF 10 COUNTRIES, at 5 (2003), available at http://www.international
budget.org/themes/BudTrans/English.pdf [hereinafter BUDGET TRANSPARENCY 2003].

176. FOLSCHER ET AL., supra note 3, at 21.

177. Id. at 46,49-51.

178. Id. at 49-51. Note that this project led to a further study of budget transparency in
several African countries. See generally INST. FOR DEMOCRACY & ACCOUNTABILITY IN S.
AFR., BUDGET TRANSPARENCY AND PARTICIPATION: FIVE AFRICAN CASE STUDIES (Dec.
17, 2003), available at http://www.idasa.org.za/index.asp?page=output_details.asp%3FR
ID%3D511%260plang%3Den%26TID%3D8%260TID%3D6.

179. Richard M. Bird & Eric M. Zolt, Redistribution via Taxation: The Limited Role of
the Personal Income Tax in Developing Countries, 52 UCLA L. REv. 1627, 1639-44
(2005).
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term budget frameworks, which are nonetheless explicitly included in the
IMF Code.

Budget transparency legislation at the country level has tended to track
the IMF and OECD approaches—it generally makes no explicit refer-
ence to social justice indicators. For example, the Australian Charter re-
quires an assessment of distributional impact not for current generations,
but for future ones alone. One exception is the U.K. Code for Fiscal Sta-
bility, which includes fairness as one of the principles that must govern
fiscal policy. It defines “fairness” as follows: “[t]he principle of fairness
means that, so far as reasonably practical, the Government shall seek to
operate fiscal policy in a way that takes into account the financial effects
on future generations, as well as its distributional impact on the current
population.”'® The mandate to consider future generations relates back
to the issue of discipline over current social spending. However, the ref-
erence to distributional impact on the current population at least creates
an opening for scrutiny of the distributive impact of budgets. This poten-
tial is not realized in practice, because none of the requisite public re-
ports under the Code must include a distributional analysis. According to
a 2004 report, the U.K. Treasury has, on some occasions, provided in-
formation about the impact of its proposals on different income

groups.'®! The report recommends making this mandatory:

There is no reason why the Code . . . should not contain an explicit re-
quirement that, where significant and possible, the distributional impact
on the current population of new measures should be made publicly
available. Similarly estimates of the impact on marginal deduction rates
across the whole population should also be provided . . . . It is also de-
sirable that indicative information be provided as early as possible in
the consultation process rather than simply being provided when all of
the details of the policy have been finalized.'®

The obvious problem with giving governments discretion to publish
such information selectively is that they will tend to do so only when it is
politically convenient. Even if distributive analyses were required for all

180. Code for Fiscal Stability, 1998, c. 36, § 2(7) (Eng.). The other principles govern-
ing fiscal policy are transparency, stability, responsibility, and efficiency. See id. c. 36, §
155. For example, “equity” features prominently among the principles governing fiscal
policy in Ontario. See Fiscal Transparency and Accountability Act, 2004 S.O., ch. 27
(Can.). See also Mary Condon & Lisa Philipps, Transnational Market Governance and
Economic Citizenship: New Frontiers for Feminist Legal Theory, 28 T. JEFFERSON L.
REV. 105, 14046 (2005) (discussing the U.K. and Ontario, Canada, legislation as well as
the IMF’s efforts to have countries adopt its Code).

181. Emmerson, Frayne & Love, supra note 10, at 29.

182. Id.
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new policies, though, there is concern about how to ensure a degree of
rigor and objectivity in the way such data is presented. This points to the
need for effective oversight of the executive by legislative and civil so-
ciety actors, which we discuss in the next Part.

In Pakistan, the transparency provisions of the Fiscal Responsibility
and Debt Limitation Act of 2005 are based on the IMF Code and do not
require disclosure of any distributional data.'™ However, equity issues
are addressed in a different way. The statute’s deficit and debt reduction
targets are subject to an exception for “social and poverty alleviation re-
lated expenditures,” which are not to fall below 4.5% of GDP in any giv-
en year.'® The term “social and poverty related expenditure” is defined
to include, inter alia, health, education, and “such other expenditures as
may be specified in the National Poverty Reduction Strategy Paper from
time to time.”'® The government must report on its compliance with
these objectives in an annual fiscal policy statement; some account must
be given as to the amount of budgetary spending that qualifies as “social
and poverty related.”'® The IBP reported in 2008 that Pakistan’s budget
did include information “highlighting the impact of key policies intended
to alleviate poverty, but some details are excluded.”'®” However, the IBP
report indicates that the Pakistani government does not publicize any
analysis of the distribution of the tax burden.'™

Tax expenditures are one aspect of fiscal policy that cries out for more
open distributive analysis. The IMF Code recommends that tax expendi-
tures be reported in the budget documents, but does not prescribe exactly
what information should be reported." It is common, particularly for

183. ESTANDARDS FORUM, BEST PRACTICES REPORT: PAKISTAN 3 (2008), available at
http://www.estandardsforum.org/servlet/PrintPDFReport?country id=136&bpr=on (indi-
cating that Pakistan merely expressed intent to adopt full disclosure practices, but the
practice has yet to be implemented).

184. Pakistan Fiscal Responsibility and Debt Limitation Act, Gazette of Pakistan, No.
VI, June 13, 2005, § 3(3)(c). This provision also states that education- and health-related
expenditures should double as a percentage of GDP over ten years. Id. Section 9 of the
Act protects social and poverty alleviation spending from any cuts that must be made to
meet deficit and debt targets. Id. § 9(b).

185. 1d. § 2(1).

186. Seeid. §§ 4, 6.

187. INT’L BUDGET P’sHIP, OPEN BUDGET QUESTIONNAIRE: PAKISTAN 42 (2008), avail-
able at http://openbudgetindex.org/files/IBPQuestionnaire2008Pakistan.pdf.

188. Id. at 43. In contrast to Pakistan, the U.K. government fully discloses “policies
intended to alleviate poverty” and a “detailed analysis of the distribution of the tax bur-
den.” See INT’L BUDGET P’SHIP, OPEN BUDGET QUESTIONNAIRE: UNITED KINGDOM 4445
(2007), available at http://openbudgetindex.org/files/IBPQuestionnaire2008 UK .pdf.

189. 2007 IMF CoODE, supra note 2, § 3.1.3. Since its establishment by Stanley Surrey
in the United States during the 1960s, the concept of tax expenditures, which compares
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developed countries, to provide some kind of report that compares tax
expenditures to a defined, baseline, “normal” income or consumption
tax. This is required, for example, in the Australian Charter."”® However,
the reports are frequently not well integrated into the budget process,
include inadequate estimates of lost revenue, and contain little or no evi-
dence about the distributive impact of particular tax concessions."' This
weakens their usefulness in improving transparency.

Tax expenditure reporting could be strengthened significantly in de-
veloped and developing countries to illuminate the benefits received by
different social groups and firms. India began releasing tax expenditure
reports with its 2006-2007 budget, and in 2008-2009, it included a dis-
tributive analysis of corporate tax expenditures showing that the smallest
firms were receiving the least benefits from these concessions.'”> The
Nigerian Fiscal Responsibility Law 2007, Section 11(3)(c)(iii), calls for
an “aggregate tax expenditure projection” on a rolling three-year time
horizon."”® Section 29(1) states that “[a]ny proposed tax expenditure shall
be accompanied by an evaluation of its budgetary and financial implica-
tions in the year it becomes effective and in the three subsequent financial
years,” and in the event of unplanned revenue losses, such expenditure
requires offsetting measures “such as tax rate raises and expansion of the

the income tax law with a “benchmark” income tax said to be an ideal income tax system,
has had a primarily political purpose, to draw legislators’ attention to the many conces-
sions, exemptions, and other incentives in the U.S. tax code and to the implicit “cost to
revenue,” or revenue foregone, as a result of these concessions. For all of the flaws that
can be identified with respect to the tax expenditure concept, this is still its most valuable
function, and it is thus best understood as a strategic intervention into the budget process.

190. Charter of Budget Honesty Act, 1998, pt. 5, div. 1, cl. 12(1)(d) (Austl.). We do
not propose here to enter the debate about how to define the baseline for identifying and
measuring tax expenditures, but instead, see tax expenditure reporting as an additional
and useful tool for analyzing and debating the distributional burdens and benefits of fiscal
policy.

191. HANA POLACKOVA BRIXI, CHRISTIAN VALENDUC & ZHICHENG LI SWIFT, TAX
EXPENDITURES: SHEDDING LIGHT ON GOVERNMENT SPENDING THROUGH THE TAX
SYSTEM—LESSONS FROM DEVELOPED AND TRANSITION ECONOMIES (2003); Mark Burton,
Making the Australian Tax Expenditures Statement an Effective Policy Instrument—From
Fiscal Record to Transparent Report, 8 J. OF AUSTRALIAN TAX’N 1 (2005).

192. See GOV’T OF INDIA, MINISTRY OF FIN., UNION BUDGET RECEIPTS BUDGET 2008—
2009: REVENUE FOREGONE UNDER THE CENTRAL TAX SYSTEM: FINANCIAL YEARS 2006—
07 AND 2007-08, at Annex 12, 45 (2008), available at http://indiabudget.nic.in/ub200809/
rec/annex12.pdf; GOV’T OF INDIA, MINISTRY OF FIN., UNION BUDGET 2006-2007: TAX
EXPENDITURE UNDER THE CENTRAL TAX SYSTEM: FINANCIAL YEAR 2004-2005, at Annex
12, 45 (2006), available at http://indiabudget.nic.in/ub2006-07/rec/annex12.pdf.

193. Fiscal Responsibility Act, Gazette of the Federal Republic of Nigeria, No. 126,
Dec. 31, 2007, § 11(3)(c)(iii). See also Rising Hopes, supra note 127.
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tax base.”'”* This type of initiative could help build support for base-
broadening reforms in developing countries, which have been identified
as crucial for increasing the resources available for antipoverty and other
types of development spending.

The strategy of using fiscal transparency and tax expenditure reporting
to build domestic political support for base-broadening tax reforms could
have some advantages over other strategies that focus on reducing tax
competition through a more international coordination of tax policy.
Many international tax scholars have criticized developing countries’ use
of investment tax incentives, pointing out their negative effects on corpo-
rate tax revenue and on the efficiency and fairness of tax systems.'”> The
persistence of this form of tax competition has led some scholars to rec-
ommend changes in the way developed countries tax business income
earned abroad by their resident multinationals. They have advocated eli-
minating any benefits from the host countries’ tax incentives, thereby
freeing these countries from pressure to engage in self-destructive tax
competition.'”® Others have argued just the opposite, that developed
countries should engage in more tax sparing to preserve the value of
these incentives, on the basis that this may help developing countries
attract much-needed investment and accord them greater autonomy over
domestic tax policy."””’” Promoting more transparency at the country level
with respect to the cost and distributive impact of tax expenditures could
help to resolve this impasse by enabling a country’s own citizens to chal-
lenge incentives that shift the burden of taxation onto local firms and
individuals without achieving any clear benefits. Similarly, especially in
developed countries, tax expenditures are a significant way for govern-
ments to deliver government spending programs.'”® Requiring govern-

194. Fiscal Responsibility Act § 29(1).

195. See, e.g., Michael Keen & Alejandro Simone, Tax Policy in Developing Coun-
tries: Some Lessons from the 1990s and Some Challenges Ahead, in HELPING COUNTRIES
DEVELOP: THE ROLE OF FISCAL PoLICY 302 (Sanjeev Gupta, Benedict J. Clements & Ga-
briela Inchauste eds., 2004).

196. See, e.g., Reuvan S. Avi-Yonah, The OECD Harmful Tax Competition Report: A
Retrospective After a Decade, 34 BROOK. J. INT’L L. 783 (2009).

197. See, e.g., Yoram Margalioth, Tax Competition, Foreign Direct Investments and
Growth: Using the Tax System to Promote Developing Countries, 23 VA. TAX. REV. 161,
192-94 (2003). The traditional U.S. view against tax sparing was also questioned by
Karen R. Brown, Book Review, Harmful Tax Competition: The OECD View, 32 GEO.
WASH. J.INT’L L. & ECcON. 311 (1999).

198. Burton, supra note 191. See also U.S. GOV’T ACCOUNTABILITY OFFICE, GAO No.
05-690, TAX EXPENDITURES REPRESENT A SUBSTANTIAL FEDERAL COMMITMENT AND
NEED TO BE REEXAMINED 19-42 (2005); Zhicheng Li Swift, Managing the Effects on
National Budgets (World Bank, Working Paper No. 3927, 2006).
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ments to publicize with the budget an analysis of these effects would rad-
ically increase the overall transparency of fiscal policy.

The gender budgeting initiatives undertaken in several countries, in-
cluding India and South Africa, provide yet another angle on distributive
transparency.'”” The Platform of Action adopted at the 1995 U.N. Fourth
World Conference on Women, in Beijing, called on governments to “fa-
cilitate, at appropriate levels, more open and transparent budget
processes™® and mandated “the integration of a gender perspective in
budgetary decisions on policies and programs.”*' In response, the Unit-
ed Nations and other international agencies organized to support many
local gender budgeting projects at both the civil society and governmen-
tal level.*”* The basic starting point for these projects is the fact that even
though fiscal policy often purports to be gender neutral on its face, its
impact is seldom gender neutral because of the different economic status
and roles of men and women. A variety of methods are used to reveal
and analyze the differential impacts of taxes and spending on women and
men, in terms of both the distribution of costs and benefits, and beha-
vioral effects (for example, marginal choices between paid and unpaid
labor, or the effectiveness of business incentives). In addition, many in-
itiatives focus on increasing women’s participation in budget processes
as well as the capacity of civil society organizations to critically analyze
budget documents from a gender perspective. Advocates of gender bud-
geting often use the language of transparency in describing its value. In

199. See generally DEBBIE BUDLENDER & GUY HEWITT, GENDER BUDGETS MAKE
MORE CENTS: COUNTRY STUDIES AND GOOD PRACTICE (2003); U.N. DEv. FUND FOR
WOMEN, GENDER BUDGET INITIATIVES: STRATEGIES, CONCEPTS AND EXPERIENCE 113
(2001), available at http://www.bridge.ids.ac.uk/gender_budgets_cd/Budgets%20CD%20
subsection%204.1/4.1c¢%20Gender%20budget%20initiatives%20UNIFEM%20link%20for
%?204.4f.pdf; Vibhuti Patel, Gender Budgeting in India, Paper presented at National
Workshop on Gender Budgeting—An Effective Tool for Achieving Women’s Empower-
ment (Apr. 15, 2007), available at http://www.gender-budgets.org/content/blogcategory/
84/156/.

200. Fourth World Conference on Women, Sept. 4-15, 1995, Report of the Fourth
World Conference on Women, | 165(i), UN. Doc. A/CONF.177/20/Rev.1 (1996) [here-
inafter Report of the Fourth World Conference on Women).

201. Id. 9§ 345.

202. See Lisa Philipps, Gender Budgets and Tax Policy-Making: Contrasting Cana-
dian and Australian Experiences, 24 LAW IN CONTEXT 143 (2006). See also Report of the
Fourth World Conference on Women, supra note 200, 9 165(i), 345 (reporting that gov-
ernments pledged to “[f]acilitate, at appropriate levels, more open and transparent budget
processes” and emphasizing the need for “the integration of a gender perspective in bud-
getary decisions on policies and programs”); Janet Stotsky, Gender Budgeting (Int’l
Monetary Fund, Working Paper No. 06/232, Oct. 2006), available at http://www.imf.org/
external/pubs/ft/wp/2006/wp06232.pdf.



844 BROOK. J. INT'L L. [Vol. 34:3

particular, the U.N. Financing for Development Conference has recently
emphasized the importance of including a gender lens in the analysis of
fiscal policy.”” This is in stark contrast with the standards of transparen-
cy articulated by the IMF and OECD, which do not mention gender im-
pact as a relevant fact to be reported by governments. With the exception
of the IBP/IDASA report, gender also does not receive any explicit men-
tion in the NGO-led budget transparency exercises.

V. FISCAL TRANSPARENCY AND DEMOCRATIC EMPOWERMENT

Our genealogy of fiscal transparency indicates that the interventions of
the IMF and OECD are directed mostly at promoting fiscal discipline
and capital market efficiency. The institutional codes and best practices
pay little attention to the democratic accountability aspects of transpa-
rency in budgeting, an area of government policy making that, as we
have demonstrated elsewhere, is already prone to ignore citizens in favor
of economic expertise and markets.””* While the IMF and OECD pay
some lip service to citizen accountability, a detailed examination of the
IMF Code and OECD Best Practices reveals a democratic deficit in rela-
tion to both the expected audience for fiscal transparency information
and the overall understanding of the purpose and processes of budgeting.
If the budget is, as the OECD suggests, the most important policy docu-
ment of a government, the question of who receives information and is
empowered to participate is crucial for the legitimacy, fairness, and sus-
tainability of budget decisions.

The IMF Code itself does not state who the expected audience is for
fiscal information. The accompanying Manual notes that transparency
involves openness to “the public” about “the structure and functions of
government, fiscal policy intentions, public sector accounts, and fiscal
projections.”® The “public,” as explained by the Manual, incorporates
four distinct audiences. First are governments themselves (past, current,
and future), which should utilize budget analysis to improve economic
decision making.**® Second are “citizens” and the goal of fiscal transpa-
rency here is to “giv[e] them the information they need to hold their gov-
ernment accountable for its policy choices.””’ The third audience is “in-
ternational capital markets,” and the last is the IMF itself, in its role in

203. Doha Declaration on Financing for Development, supra note 36, at 3—6.

204. See generally Condon & Philipps, supra note 180; Philipps, Discursive Deficits,
supra note 33; Stewart, Global Trajectories, supra note 33; Stewart & Jogarajan, supra
note 33.

205. 2007 IMF MANUAL, supra note 2, at 6.

206. Id. at 1.

207. Id.
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the economic “surveillance” of member countries “to assess economic
vulnerabilities.”*” The explicit recognition of citizens in the IMF Code is
a significant change from the first edition, released in 1998, which em-
phasized “surveillance of economic policies by country authorities, fi-
nancial markets, and international institutions.”*” Indeed, according to a
note in the 2001 edition of the Manual, “there is an issue as to the lan-
guage(s) in which information should be made available,” and this note
even suggested that “it is unclear whether countries should routinely pub-
lish fiscal information, and economic information more generally, in a
commonly-used language.””'" This note recognized, though, that “for
countries seeking access to international capital markets, there is likely to
be some benefit from translating key documents and reports for release
simultaneously with national language versions.”*"!

The OECD Best Practices also addresses the role of citizens, in par-
ticular, by requiring publication of reports and active promotion of citi-
zens’ and NGOs’ understanding of the budget process.”'> Both the IMF
Code and OECD Best Practices find that the most important way to
achieve accountability to citizens is, unsurprisingly, through legislative
review of an executive budget.’”®> As explained in Part III, Section A, for
such accountability to have any content, this approach implicitly requires
a democratic legislature.

While the IBP and other organizations involved in budget assessment
consider accountability to the legislature important, they have a different
vision of democratic control over fiscal processes. The IBP Open Budget
Initiative is explicitly oriented towards empowering relatively disadvan-
taged constituencies to engage with budgetary policy, though it is also
concerned with exposing fiscal corruption or unrealistic and imprudent
budgeting. NGO researchers in Latin America frame the issue as follows:
“IpJarticipation by the citizenry throughout the budget process is indis-
pensable, not only to strengthen the democracy of a country, but also
because it represents an effective way to ensure that the population’s

208. Id.at 1-2.

209. Int’l Monetary Fund, Code of Good Practices on Fiscal Transparency—
Declaration of Principles (1998), reprinted in Int’l Monetary Fund, Communiqué of the
Interim Committee of the Board of Governors of the International Monetary Fund (Apr.
16, 1998), available at http://www.imf.org/external/np/cm/1998/041698 A. HTM.

210. INT’L MONETARY FUND, MANUAL ON FISCAL TRANSPARENCY pt. II, para. 57 n.49
(2001), available at http://www.imf.org/external/np/fad/trans/manual/manual.pdf.

211. Seeid.

212. OECD Best Practices, supra note 1, at 8, 14.

213. 2007 IMF CoODE, supra note 2, §§ 2.1.1, 4.3.2; OECD Best Practices, supra note
1, at 14.
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most pressing needs are covered within the government’s budget.”*'* In
the index these researchers prepared, citizen participation received the
lowest score of all its variables.*'”

Although fiscal transparency laws and codes acknowledge the role of
the legislature in constraining the executive from undisciplined spending
and taxation, other rules seek to constrain the legislature by institutiona-
lizing stronger executive control over many budget decisions.*'® The
common factor in these apparently contradictory checks and balances is
not accountability as such, but fiscal discipline to establish credibility for
the market.*"’

If the discussion is refocused towards the fundamental purpose of a
budget, namely, to establish politically legitimate and sustainable distri-
butional decisions for a country, the meaning and uses of fiscal transpa-
rency may be reexamined. Fiscal transparency norms have the potential
to expand the political space for budget decision making, allowing citi-
zens to participate in more than just elections for legislative representa-
tives in a given electoral cycle. Effective fiscal transparency norms could
operate to connect fiscal policy makers with existing networks of go-
vernmental departments, businesses, civil society, and local communities
in order to more effectively design, assess, and implement fiscal deci-
sions. Transparency norms and frameworks should seek to increase the
knowledge of ordinary citizens and “civil society” about fiscal policy
decisions and their impact on the distribution of benefits and burdens
throughout society.

The use of fiscal transparency norms to increase participation in bud-
geting fits with a global trend to encourage public participation in policy
making. As a broad principle, the United Nations has stated that “wide-
spread participation in decision-making processes” is important in enabl-
ing “the creation of the critical mass of support needed to change institu-
tions.””'® The second half of the 1990s saw a massive enhancement of

214. BUDGET TRANSPARENCY 2005, supra note 175, at 16.

215. Index of Five Latin American Countries, supra note 3, at 2.

216. See, e.g., Alesina & Perotti, supra note 27; 2007 IMF MANUAL, supra note 2, at
21-22.

217. Mario Marcel & Marcelo Tokman, Building a Consensus for Fiscal Reform: The
Chilean Case, 2(3) OECD J. oN BUDGETING 2002, at 35, 37. This recent and insightful
article about fiscal reform in Chile emphasizes the combined macroeconomic, manageri-
al, and political role of budgets and the need, in the longer term, to establish a political
consensus through increasing and strengthening the contributions of the Congress, in
addition to a strong government leader and a strict fiscal rule. /d. at 37.

218. U.N., WORLD ECONOMIC AND SOCIAL SURVEY 2000: TRENDS AND POLICIES IN THE
WOoRrLD EcoNnoMy 211 (2000), available at http://www.un.org/esa/policy/wess/WESS%
20since%201948/world%20economic%20and%20social%20survey%202000.pdf.
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consultation on expenditure policies in PRSPs associated with condition-
al loans from the IMF, the World Bank, and aid donors. This has been
called a “paradigm shift” for development policy.”"® A concept of “parti-
cipatory development” has become the norm, at least as a matter of rhe-
toric, in the broader development discourse, whether carried out by mul-
tilateral development agencies or NGOs.*** Using Bolivia, Burkina Faso,
Cambodia, Tanzania, and Vietnam as case studies, a recent evaluation of
PRSPs and their interaction with budget formation concluded that PRSPs
have enhanced public education about government policies and expendi-
tures and, to some extent, have increased citizen participation in budget
processes.””!

Despite this new emphasis on participation, some critics have sug-
gested that citizen participation in economic and fiscal policymaking is
not well-embedded in existing political structures, such as parliaments.**
A recent study criticizes the PRSP process as being insufficiently linked
to budget and government fiscal agencies.** It observes that the Ministry
of Finance is not always given a lead role in the PRSP process, which is
often established in a separate ministry.”** This is likely to lead to a fail-
ure of the Ministry of Finance to “own” the PRSP process. Such a “weak
link between the PRSP and the budgets™ is identified as a crucial prob-
lem in many countries; the solution seems to be to establish an MTEF,
but doing so successfully, as outlined above, is very challenging.”*> Prob-
lems also arise in ensuring that local governments participate in both
PRSP formulation and budget decisions at a national level, although
PRSPs are supposed to be driven by local-community consultation, and
tax systems are increasingly decentralized. Furthermore, it is rare for
consultation in a PRSP process to involve a discussion of taxation policy

219. See Fantu Cheru, Building and Supporting PRSPs in Africa: What Has Worked
Well So Far? What Needs Changing?, 27 THIRD WORLD Q. 355, 364 (2006). Regarding
Australia, see Mark Burton, Is Participatory Tax Transparency in Australia Achievable?,
43 TAX NOTES INT’L 333 (2006) [hereinafter Burton, Participatory Tax Transparency).

220. See, e.g., DEEPA NARAYAN & LYRA SRINIVASAN, WORLD BANK, PARTICIPATORY
DEVELOPMENT TOOL KIT: MATERIALS TO FACILITATE COMMUNITY EMPOWERMENT (1994);
Maia Green, Participatory Development and the Appropriation of Agency in Southern
Tanzania, 20 CRITIQUE OF ANTHROPOLOGY 67-89 (2000).

221. Rosa Alonso et al., PRSPs and Budgets: A Synthesis of Five Case Studies, in
BUDGET SUPPORT AS MORE EFFECTIVE AID? RECENT EXPERIENCES AND EMERGING
LESSONS, supra note 92, at 155, 159.

222. See Condon & Philipps, supra note 180, at 128; Kevin M. Morrison & Mathew
M. Singer, Inequality and Deliberative Development: Revisiting Bolivia’s Experience
with the PRSP, 25 DEv. PoL’Y REv. 721 (2007).

223. Stevens, supra note 9, at 8-9.

224. Id.

225. See Cheru, supra note 219, at 362.
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(as opposed to spending). Attention needs to be paid to identifying “me-
chanisms of accountability” that could incorporate the poor into the tax
reform debate and “enhance their ability to articulate their interests and
advance a progressive system of public finance, both in taxation and ex-
penditures.””*® The disconnect between participation in the PRSP process
and the budget process is an indication of the inadequacy of fiscal trans-
parency norms, which have tended to focus heavily on prudence and dis-
cipline, rather than the legitimacy of budgetary policy.

Consultation mechanisms have also become popular in many countries
as a means of securing political support for tax reform.”>’ The IMF Code
calls for adequate consultation in reform,”® but surprisingly, the OECD
Best Practices does not. In developed countries, consultation about tech-
nical or detailed policy elements of tax reform is frequently carried out
with the private sector. The advantages of such consultation may include
provision of an external expert eye to identify issues, uncertainties, or
problems with the law, and to provide examples and information about
taxpayer practices, accounting, and other compliance issues. The expert
may also ensure professional or business support for tax legislation and
its effective implementation, which is likely to be politically important.
As Gordon and Thuronyi have noted, less attention has been paid to the
process of designing and drafting tax legislation in developing coun-
tries.”*’

Consultation on aspects of policy, or the way a tax law or policy is im-
plemented or administered, is usually carried out with business groups
and professional tax advisors, rather than with a broad spectrum of tax-
payers. However, consultation targeted to particular business sectors or
taxpayers may collapse into a “thin” politics of taxation, which, as de-
scribed by Moore and Rakner, is essentially special interest groups nego-

226. See RICARDO SABATES & AARON SCHNEIDER, INST. OF DEV. STUD. AT THE UNIV.
OF ESSEX, TAXATION, ACCOUNTABILITY AND THE POOR 5 (2003), available at http://www2.
ids.ac.uk/gdr/cfs/pdfs/Tax%20account%20poor-final%20report.pdf. See also Alonso et al.,
supra note 221, at 162.

227. See CEDRIC SANDFORD, SUCCESSFUL TAX REFORM: LESSONS FROM AN ANALYSIS
OF TAX REFORM IN Six COUNTRIES (1993); Thomas E. McDonnell, Toward Getting It
Right: Reflections on 50 Years of the Tax Legislative Process in Canada, 43 CAN. TAX. J.
1131, 1133 (1995). Miranda Stewart, Consultation in Business Tax Reform: Towards an
Effective Tax Policy Network, in EXECUTING THE INCOME TAX 249 (Graeme Cooper ed.,
2008) [hereinafter Stewart, Consultation in Business Tax Reform] (discussing the “tax
policy network™ with respect to taxation of the corporate sector in Australia).

228. 2007 IMF CODE, supra note 2, § 1.2.3.

229. See Richard K. Gordon & Victor Thuronyi, Tax Legislative Process, in TAX LAW
DESIGN AND DRAFTING 1, 2 (Victor Thuronyi ed., 2000).
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tiating behind closed doors.”” The “tax policy network” identified by
Stewart with respect to taxation of the corporate sector in Australia is not
open to broader citizen engagement, although it appears to have contri-
buted to some successful business tax reforms.”' Ideally, a fiscal trans-
parency law would build institutional procedures and mechanisms that
would help ensure that consultation in policy formation is public to the
greatest extent possible and that would enable a wide spectrum of tax-
payers an opportunity to engage in the process.

A lack of consultation on tax reform often seems to go hand in hand
with a failure to respect taxpayer rights and procedural or appellate
processes concerning taxation, particularly in developing countries.”” In
this context, the IMF Code’s incorporation of a requirement to ensure
taxpayer rights and due process is likely to increase taxpayers’ capacity
to engage in tax reform processes, though this capacity is somewhat indi-
rect. Business and taxpayer associations may not exist or may be poorly
educated or resourced. There is also a need for “skilling up” both parlia-
mentarians and the wider population in all countries, so as to enable them
to participate in consultation about tax reforms that will affect them and
the broader public interest.”> Gordon and Thuronyi have also identified
inadequate coordination between the legislative branch and tax policy
makers in the treasury or executive branch. They argue that it is impor-
tant to both educate and consult with members of parliament, perhaps via
a parliamentary committee, and with parliamentary staff.”** Formal inter-
est groups and business associations may be weak or subject to co-
option, thus creating an inadequate demand for broad consultation and
hiding the influence of smaller groups.>”

The claim in support of consultation in budget policy is that it en-
hances information sharing, accountability, institutional knowledge, and
public understanding, which in turn strengthen the quality and legitimacy
of the budget.*® Often, however, there is an assumed dichotomy between

230. Moore & Rakner, supra note 5, at 1. See also Avi Nov, The ‘Bidding War’ to
Attract Foreign Direct Investment: The Need for a Global Solution, 25 VA. TAX. REV.
835, 847 (2006) (discussing foreign direct investment as an example of the dominant
dynamic that corrupts tax policy in the developing world).

231. Stewart, Consultation in Business Tax Reform, supra note 227.

232. See, e.g., Luoga, supra note 166 (referring to more than twelve studies of the
Tanzanian tax system since 1990, none of which addressed the need for consultation or
the legal framework for taxation).

233. See Burton, Participatory Tax Transparency, supra note 219, at 335.

234. See Gordon & Thuronyi, supra note 229, at 8.

235. Lise Rakner, The Politics of Revenue Mobilization: Explaining Continuity in Na-
mibian Tax Policies, 28 F. FOR DEv. STUD. 125, 135 (2001).

236. See 2007 IMF MANUAL, supra note 2, at 5-6, 27.
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content and process in fiscal policy reform. That is, it is assumed that
consultation will not affect the content of reforms (which can be deter-
mined by reference to abstract or “ideal” technical policy choices), but
will simply enable the refining of a policy and assure more effective im-
plementation of that policy. This assumption is consistent with what has
been termed the “technical idea” approach to a development intervention,
an approach used across the broad field of development and according to
which “effective political engagement is evidenced by receptivity to the
technical idea and support of its implementation.””’ However, the se-
rious implementation of process-oriented reforms is likely to lead to sig-
nificant compromises in the ultimate content of tax and spending propos-
als. The discourse of transparency reflects an underlying tension between
the drive for “best practice” policy and fiscal discipline, on the one hand,
and the need to achieve a legitimate fiscal bargain among citizens, on the
other.”*®

There is a striking contrast between the OECD’s approach to fiscal
transparency, which only marginally considers participation, and the
considerable attention the OECD has paid in recent years to public par-
ticipation in Member States’ policy making more generally.”” In a re-
cent, substantial document on participatory policy making, the OECD
identifies three different types of relationships, based on information,
consultation, and active participation, respectively: “a one-way relation-
ship in which government produces and delivers information for use by
citizens”; “a two-way relationship in which citizens provide feedback to
government” on a defined issue; and “a relation based on partnership
with government, in which citizens actively engage in defining the
process and content of policy-making.”** It seems safe to say that most

237. Andrews, supra note 139.

238. See, e.g., Stewart, Tax Policy Transfers, supra note 40.

239. See ORG. FOR ECON. CO-OPERATION & DEV., CITIZENS AS PARTNERS: INFOR-
MATION, CONSULTATION AND PUBLIC PARTICIPATION IN POLICY-MAKING (2001) [hereinaf-
ter CITIZENS AS PARTNERS]; ORG. FOR ECON. CO-OPERATION & DEV., EVALUATING PUBLIC
PARTICIPATION IN POLICY MAKING (2005).

240. CITIZENS AS PARTNERS, supra note 239, at 23 (emphasis added). Some commenta-
tors have called for increased and more widespread participation in tax policy making.
See Mark Burton, Democratic Tax Administration, in FURTHER GLOBAL CHALLENGES IN
TAX ADMINISTRATION (Margaret McKerchar & Michael Walpole eds., 2006); Burton,
Participatory Tax Transparency, supra note 219. In contrast to the call for widespread
“citizen” participation, Stewart has found that enhanced consultation in business tax poli-
cy making in Australia has certainly strengthened a “shared ownership” of the tax system
between business and government, but within a closed and tightly held “network” of
interdependence that does not incorporate citizens or civil society more broadly. Stewart,
Consultation in Business Tax Reform, supra note 227.
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efforts at engaging citizens in tax reform initiatives or budget processes
do not rise to the third level of active participation, and many involve
only the provision of information to those who already have the skills to
understand and utilize it.

An alternative view of a successful development intervention by inter-
national experts or institutions is targeted towards local “ownership” and
warns against the wholesale implementation of external technical ideas
or blueprints without adequate local consideration. This view suggested
by Andrews, involves the creation of “space in which the developing
entity can identify, define, and solve its own problems.”**' The dominant
fiscal transparency norms are not aimed at creating “space” for political
negotiation or engagement concerning the budget.

The IBP and other fiscal policy NGOs form part of an emergent civil
society network within States and in the international arena that aims to
fill this democratic deficit, but currently operates with limited communi-
cation and coherence among the different participants. The importance of
civil society or independent critique of budget policy has been noted in a
variety of contexts, including tax expenditures and gender budgeting.
Without external monitoring and pressure, governments are unlikely to
engage in meaningful disclosure or self-criticism of their policies. How-
ever, also well-known are the challenges of developing a civil society
network that is both socially diverse and well-informed about fiscal poli-
cy. The international codes fail not only to prioritize information or
processes that would serve economically marginalized groups in the
wider civil society, but also to foster critical analysis by those interested
in problems of poverty and inequality.

Our call for “political space” and for increased citizen participation in
fiscal policy (and other policy aimed at development) is grounded in a
notion of “deliberative democracy.”*** Philip Pettit has argued that deli-
berative democracy should combine two dimensions: first, representative
“contestatory institutions,” and second, institutions that remove some
decisions from the immediately political domain, but are designed to

241. Andrews, supra note 139, at 95.

242. Although it has a longer history in democratic theory, the theory around delibera-
tive democracy is being made simultaneously with various experiments in participation
and consultation taking place with respect to development and policy. See, e.g., Joshua
Cohen, Deliberation and Democratic Legitimacy, in THE GOOD POLITY: NORMATIVE
ANALYSIS OF THE STATE 17 (Alan P. Hamlin & Phillip Petit eds., 2002); James D. Fearon,
Deliberation as Discussion, in DELIBERATIVE DEMOCRACY 44, 44-45 (Jon Elster ed.,
1998). In the development context, it has been termed “deliberative development.” See,
e.g., Morrison & Singer, supra note 222.
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empower participation.”*® Relevant to our discussion of budget transpa-

rency, “‘contestatory institutions” ensure that “the people” are “indivi-
dually enabled to act as editors of the laws and policies that the repre-
sentatives author—and author in their collective name.”** On the other
hand, the “depoliticizing” institutions “reduce” the “contestatory bur-
den,” including constitutional constraints and consultative procedures.**

At their best, fiscal transparency laws and other laws relating to bud-
geting would empower “contestation”—participation in fiscal decision
making—by informing and enabling citizens, while at the same time
providing adequate constraints and procedures to achieve “realistic” out-
comes.**® These constraints could include the use of an MTEF, and re-
quirements to assess the achievement of development goals and to weigh
distributive impact on both current and future generations. The Nigerian
Fiscal Responsibility Act of 2007 includes a number of provisions that
gesture in this direction, though their impact on the ground is yet to be
determined. For example, the Act creates a Fiscal Responsibility Com-
mission charged with implementing the statute and empowered to de-
mand relevant information from any person.”*’ The Commission has ten
members, with one appointed to represent organized labor, and another
to represent “[c]ivil [s]ociety engaged in causes relating to probity,
transparencyl,] and good governance.”** The law also provides for time-
ly and wide publication of its many reports, including via the Internet.**’
Most interestingly, it gives standing to ordinary citizens to seek preroga-
tive orders or other remedies in the Federal High Court to enforce the
law.>

We call on the international financial institutions (“IFIs”) to turn their
attention to fostering “contestatory” processes and networks both locally
and internationally. What best practices could be identified at the country
level for involving and providing resources to civil society? Could trans-
parency be broadened by promoting more effective parliamentary over-

243. Pettit, supra note 6, at 52—65.

244. Id. at61.

245. Id. at 62-63.

246. See James E. Alt & David Dreyer Lassen, Transparency, Political Polarization,
and Political Budget Cycles in OECD Countries, 50 AM. J. OF POL. ScI. 530, 531 (2006)
(conducting a rigorous inquiry into the relationship between electoral politics and fiscal
transparency).

247. Fiscal Responsibility Act, Gazette of the Federal Republic of Nigeria, No. 126,
Dec. 31, 2007, pt. 1.

248. Id. § 5(1)(b).

249. Id. §§ 30(2), 44(5), 48(1).
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sight of fiscal policy impacts, including the wider use of committees and
local community consultations?

VI. FORMALISATION, META-INSTITUTIONS, AND GLOBAL NORMS

This Article has sought to analyze and critique budget transparency
laws through the lens of social justice and democratic values. In this final
Part, we discuss the role of law in the network of codes, standards, and
regulators dealing with fiscal transparency and operating at both an in-
ternational and national level. We also explore the import of fiscal trans-
parency for the broader project of “ruling the world.” Our analysis sug-
gests that the international institutions, and even NGOs, put considerable
faith in law as a vehicle for mandating transparency and accountability.
However, scholars of law and development have expressed skepticism
about the role of law in development and the ability of law reform to en-
hance or influence development.*"

The IMF Code and OECD Best Practices are prime examples of the in-
creasing role of “soft law” in transnational economic governance. Soft
law can be defined as standards or norms developed by quasi-public in-
ternational institutions, with a view to influencing policy development
and practice at the state level so as to convince markets of sound eco-
nomic policy-making.”** They are just one element of a broader network
of standards and codes at the international level aimed at establishing
“good governance” norms so as to achieve “macroeconomic stability and
high-quality growth.”>>* Even the “hardest” set of global rules, the Maas-
tricht fiscal rules for the euro area, operates in practice predominantly as
a set of procedural and reporting requirements.**

The IMF Code and OECD Best Practices also seek to embed and legi-
timate other global norms or standards with respect to government fiscal,
monetary, and investment policies. The IMF Manual notes that the Code
is “one of [twelve] standards that have been recognized by the interna-
tional community” (and endorsed by the IMF and the World Bank) in
various guises.”> The Code is also supported by private sector investors
as one of twelve key international standards deserving of priority imple-
mentation by governments.”>* The OECD Best Practices forms an ele-

251. Davis & Trebilcock, supra note 7.

252. See Christians, supra note 40; Schick, supra note 11 (discussing “hard rules” for
fiscal restraint).

253. 2001 IMF MANUAL, supra note 2, at 1.

254. EU Press Release, supra note 30.

255. Id. at 1.

256. See Financial Stability Forum, 12 Key Standards for Sound Financial Systems,
http://www.fsforum.org/cos/key_standards.htm (last visited Apr. 8, 2009).
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ment of its overall Policy Framework for Investment. In addition to pro-
posing ten policy “domains” that have the most impact on investment,
and setting out questions or issues for governments to consider in each
domain, the Framework seeks “to define the respective responsibilities of
government, business and other stakeholders and to pinpoint where in-
ternational co-operation can most effectively redress weaknesses in the
investment environment.”’ Transparency in policy development and
implementation is one of three core principles that underlie the Frame-
work, together with “policy coherence” and regular evaluation of poli-
cies’ impact.”®

The expansion of efforts in monitoring aid and government expendi-
tures is a part of the World Bank’s efforts to monitor and implement
“governance” reforms worldwide. These efforts are epitomized by the
World Bank’s Governance Indicators, which seeks to measure gover-
nance quality across six dimensions and 212 countries and territories.”’
Most of these dimensions could incorporate fiscal transparency, but it
has not always been the subject of attention.”®® The Indicators draw on a
range of institutional, governmental, nongovernmental, and academic
sources for components of data, and these have recently begun to include
monitoring of fiscal transparency.”®

257. ORG. FOR ECON. CO-OPERATION & DEV., POLICY FRAMEWORK FOR INVESTMENT 11
(2006), available at http://www.oecd.org/dataoecd/1/31/36671400.pdf. One question that
arises is to what extent nongovernment actors, in particular transnational corporations
(but also, increasingly, charities, NGOs, and the international institutions themselves), are
also called upon to be “transparent.” It is arguable that transnational corporations face
much lower expectations of transparency despite their very significant impact on the
economy and society, although it must be noted that transparency norms are also being
urged on the corporate sector by the OECD and, of course, by national regulators.

258. Id.

259. Daniel Kaufmann et al., Governance Matters VII: Aggregate and Individual Go-
vernance Indicators 19962007, at 1 (World Bank Pol’y Res. Working Paper No. 4654,
2008), available at http://info.worldbank.org/governance/wgi/pdf/GovernanceMatters VIL.pdf.
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Together with a host of international regulators or observers led by the
IFIs, these standards and codes create an international web of metaregu-
lation (of States by States and nonstate actors) that has the primary goal
of ensuring that governments are more fully subjected to the discipline of
well-informed markets. As illustrated in this Article, this range of inter-
national standards can infiltrate local policy making in a variety of ways,
including country surveillance by the IMF, creation of an OECD data-
base then used by academic researchers to rank country performance,
and incentives for developing countries to participate as a way of demon-
strating good governance.

In particular countries, substantive fiscal transparency norms may be
embedded in a legislative framework—that is, may assume a formal le-
gal character—but they are more often built into “soft” procedural rules
or codes that governments will adhere to because of political, rather than
legal, constraints. Australia, New Zealand, and the United Kingdom have
each chosen not to legislate hard fiscal targets or rules. Instead, they ap-
ply transparency requirements to impose fiscal discipline. Many of these
requirements, such as medium-term frameworks, are not legislated, al-
though all three countries legislate reporting, auditing, and institutional
independence requirements.”®* By contrast, many developing countries
have attempted to combine hard legal restrictions for deficits with a
range of legal and nonlegal transparency obligations. Mike Stevens re-
minds us that it is important to look at the history of budgeting laws and
processes in a country when analyzing and seeking to “modernize” the
budgeting frameworks of many developing countries along the lines pro-
posed by the IMF and OECD.*® Some countries, like India and South
Africa, provide a much more diverse set of reports and information than
is required in their legal systems, largely in response to legislators’ con-
cerns and an active, vocal civil society and NGO sector. The effective-
ness and content of fiscal transparency norms are both largely shaped by
domestic politics and pre-existing institutions, not by formal laws.

In practice, country transparency laws and norms, even if strictly non-
binding, may have the effect of binding future governments in all but the
most extreme circumstances: “in practice it is also the case that given
that the [United Kingdom] now has a code in place it might be very diffi-
cult for a future government to remove or substantially loosen the code
without significant loss to its economic credibility.”*** A future govern-
ment may only succeed in removing a fiscal code in a time of crisis. The

262. 2007 IMF MANUAL, supra note 2, at 80.
263. Stevens, supra note 9, at 11.
264. Emmerson, Frayne & Love, supra note 10, at 39.
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global financial crisis of 2008, in which governments have been required
to spend unprecedented levels of public funds to support banks, mort-
gage institutions, and credit markets, as well to stimulate countries out of
recession, may have given governments some flexibility to operate with
significant fiscal deficits for a period of time. Whether governments gen-
erate adequate authority to raise taxes if required is yet to be seen.

Are global transparency norms, which seem to be the goal of the IMF
and the OECD, desirable or useful, or are policies designed in one con-
text simply being transplanted elsewhere without adequate attention to
local visions of development? Would local development or experimenta-
tion—or grassroots action—be better? Rodrik argues that institutions are
central to development, but the most successful institutions tend to be
local and embedded.”® We argue here that international transparency
norms have positive potential but that more attention must be paid to lo-
cal (or national) distributional and democratic implications of fiscal
transparency. We have observed that the dominant institutional ap-
proaches to fiscal transparency tend to call for comprehensive and timely
disclosure of certain kinds of “relevant” fiscal information, so that exter-
nal parties, including lenders, institutions and markets, can assess the
“performance” or “effectiveness” of government. Budget transparency
norms with only this goal may ensure accountability of a government to
lenders and donors, but a different sort of information and analysis is
called for to ensure the “effectiveness” of government performance and
accountability to local constituencies in a particular country. Regarding
the “law and development” debate more generally, Kennedy has sug-
gested that formalization itself may be of greater benefit to outsiders than
to locals.*® Discretionary or unformalized taxing and spending powers
may operate predictably for local people, but not for external investors.
There is, of course, a danger of relativism: discretionary powers are very
likely to be applied for the benefit of only some local participants, in a
way that discriminates against the less powerful and less well resourced
in a national economy, such as a rural underclass, urban factory workers
at the mercy of footloose industries, or women. Nonetheless, as noted by
Kennedy, it is important to acknowledge squarely the politics embedded
in apparently neutral standards and procedural norms.*®’

A related question is whether the transfer of such global transparency
norms across borders challenges national control over economic policy.
Fiscal policies are classically the domain of national governments, a core

265. See RODRIK, supra note 112.
266. Kennedy, supra note 7, at 22.
267. Id.
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element of the sovereign State. In particular (but not only) for developing
countries, however, tax and spending policies are increasingly formu-
lated at a global level, utilizing expertise in international and regional
institutions. In the era of globalization, the “fiscal compact” must be un-
derstood as traversing national boundaries. It concerns both the relation-
ship between a national government (or other levels of government) and
citizens in that country, and the relationship of the government and these
citizens with other countries and organizations in the international
sphere. In this broad sense, the “fiscal compact” encompasses all ele-
ments of a government budget, including taxes, spending, aid, debt, and
the political and institutional arrangements necessary to sustain equitable
development through the budget.

Recently, various commentators have begun to envisage what global
governance might look like.*® Tax scholars have envisaged various
means of collecting and distributing tax revenues at the global level, ei-
ther through the establishment of an international tax organization that
would enable significantly enhanced cooperation and sharing among
countries, or even through an international tax.*® As discussed with re-
spect to tax expenditures, above, international coordination is argued by
many to be essential to stop harmful tax competition with respect to cor-
porate tax incentives. International tax policy literature has debated the
problem of how to increase multilateral coordination in a manner consis-
tent with international equity.””® As outlined above, there has also been a
significant increase in cooperation regarding the delivery of aid and the
implementation of lending—on one level, this is the “transfer” element
of a nascent global tax system.

Increased fiscal transparency at a country level is likely to enhance a
country’s domestic political and social fiscal compact, which is nego-
tiated at national, provincial, and local levels of government. At present,
fiscal transparency rules and norms tend to enhance accountability of
national governments, especially those of developing countries, to exter-
nal lenders and donors rather than to the domestic polity. We argue that
national budgets remain the centerpiece for establishing a sustainable

268. RODRIK, supra note 112, at 211-12 (putting forth an idealistic vision of global
fiscal federalism).
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al Tax Relations: Theory and Implications, 60 TAX L. REv. 83, 89 (2007).
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fiscal compact for development. New developments in international aid
that link it to the budget process seek, however imperfectly, to integrate
the global and national dimensions of the fiscal compact by engaging
international agencies, donors, and recipients in budget policy making.
This is promising because the budget process provides a space for con-
testing the distributive and other consequences of taxing and spending.
One difficult question, though, is how a country’s budget process can
handle so many different policy goals and stakeholders in an effective
manner.

In conclusion, we find that global norms of fiscal transparency have
been developed through a complex interaction of international and do-
mestic processes, public and private actors, and soft and hard legal
forms. While there is an obvious pattern of norm transfer from interna-
tional agencies to the domestic level, the reverse has also occurred. Cer-
tain developed countries have been especially influential in defining
what constitutes best practice, and this points to a concern about the im-
plications of simply transplanting these norms around the world without
adequate attention to local priorities and stages of development. Fur-
thermore, the distinction between soft and hard law is often blurry. In-
formal norms may have de facto enforcement mechanisms having to do
with market credibility and access to loans, thus giving them some cha-
racteristics of hard law for developing countries. Conversely, domestic
fiscal transparency legislation may take the form of hard law, but its
power may be primarily symbolic and contingent on the strength of do-
mestic institutions, making it similar to soft law.

Global fiscal transparency norms may be an important pillar in a global
fiscal framework that links citizens, local and national governments, and
international institutions. This pillar could comprise a first step in meta-
regulation of a global fiscal federation.””' It may also be combined with a
move in many sectors, but pushed primarily by NGOs, towards establish-
ing increased transparency and accountability in the international finan-
cial institutions and other agencies with respect to their policy prescrip-
tions and funding choices.””” The IMF and other organizations are
increasingly engaging directly with civil society as well as with govern-
ments.””” On one level, this engagement is aimed at improving the
processes and outcomes of these agencies’ activities; for example, a fair-

271. RODRIK, supra note 112, at 114, 148.

272. See MICHAEL BARNETT & MARTHA FINNEMORE, RULES FOR THE WORLD: INTER-
NATIONAL ORGANIZATIONS IN GLOBAL PoOLITICS 48-51 (2004).

273. See, e.g., INT’L MONETARY FUND, GUIDE FOR STAFF RELATIONS WITH CIVIL SOCI-
ETY ORGANIZATIONS (2003), available at http://www.sarpn.org.za/documents/d0002110/
IMF_Civil-society Oct2003.pdf.
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ly widespread consultation took place with respect to the revision of the
2007 IMF Code. On another level, this engagement is aimed at increas-
ing the legitimacy of the IFIs themselves in the face of public opposition
to organizational policies. As Ben Thirkill-White explains, however, this
involves agencies such as the IMF in an inevitably political process and
therefore sits uneasily with their current technocratic function of manag-
ing global stability.””*

This Article calls for carefully balancing these goals with the promo-
tion of a meaningful and inclusive fiscal politics at the domestic level.
Budgeting remains primarily an activity of nation states. A particular
fiscal bargain between growth- and equity-promoting policies needs do-
mestic support in order to gain traction. Our study draws attention to the
equal importance of domestic budget processes and institutions in gene-
rating the political support needed for fiscal reforms, including any new
forms of transnational cooperation.

274. Ben Thirkell-White, The International Monetary Fund and Civil Society, 9 NEW
PoL. ECON. 251 (2004).



GLOBAL FINANCIAL STANDARD SETTING,
THE G10 COMMITTEES, AND
INTERNATIONAL ECONOMIC LAW

Kern Alexander”

INTRODUCTION

he global financial and credit crisis of 2007-2009 has highlighted

the important role of the G10 committees in setting international
standards for the regulation of bank capital adequacy, payment systems,
and related issues pertaining to global financial stability. The main three
G10 committees—consisting of the Basel Committee on Banking Super-
vision (“Basel Committee” or “BCBS”), the Committee on Payment and
Settlement Systems (“CPSS”), and the Committee on the Global Finan-
cial System—are the most influential international financial standard-
setting bodies and exercise either direct or indirect influence over the
development of banking and payment system law and regulation for all
developed countries and most developing countries. Specifically, the Ba-
sel Committee has produced a number of important international agree-
ments that regulate the amount of capital that banks must set aside
against their risk-based assets, and the allocation of jurisdictional respon-
sibility for bank regulators in overseeing the international operations of
banks. Its activities have usually been kept away from the fanfare of high
politics, but its recent efforts to amend the 1988 Basel Capital Accord by
adopting the Basel II Capital Agreement (“Basel 1I”) and to extend its
application to all countries where international banks operate have at-
tracted significant critical comment and brought its work under close
scrutiny by leading policymakers and regulators. The CPSS has created
important agreements setting forth principles and recommendations for
the regulation of bank payment systems and for the regulation of clearing
and settlement of securities trading, and recommendations regarding
counterparties. The Committee on Global Financial Systems, though it
has not yet adopted regulatory principles or recommendations, has pro-
duced a number of influential reports that have influenced the debate on

* Ph.D., J.D., MPhil, A.B. Director of Research in Financial Regulation, the Centre
for Financial Analysis and Policy, University of Cambridge. I would like to thank Profes-
sor Dr. Christine Kaufmann and Professor Dr. Rolf Weber of the University of Zurich
Law Faculty for their collaboration, comments, and support. Special thanks to the Swiss
National Science Foundation for its financial support on the research project entitled
“Trade and Finance: the Regulatory Impact of Liberalized Financial Services” and to
Laura Paez and Xenia Roduner at the University of Zurich Rechtswissenschaftliches
Institut for their research assistance from 2006 to 2008. All errors are mine.
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the credit crisis and have analyzed other issues that affect financial sta-
bility.

This Article considers the role of these Committees in influencing the
development of international financial law norms that govern domestic
law standards, and rules of banking and financial regulation. This Article
also examines how the Committees’ decision making influences interna-
tional norms of banking regulation and constitutes an alternative form of
international lawmaking. In particular, it will focus on the decision mak-
ing of the Basel Committee and address how its decision-making process
led to the adoption of Basel I and how Basel II has put the global finan-
cial system at serious risk. Finally, this Article suggests that the voluntary,
nonlegally binding decision-making process of these Committees has
important international public policy implications because of the influ-
ence they exert on the development of national banking law and regula-
tion, and on the stability of financial markets.

I. SOURCES OF INTERNATIONAL ECONOMIC LAW AND FINANCIAL
REGULATION

International economic law has become important for economic poli-
cymakers who seek to design legal rules by which to manage the growth
of global economic interdependence.' In 1965, Vellas defined the foun-
dations of international economic law as “dynamic and evolutionary,” in
contrast to the traditional sources of “general public international law,”
which he found to be more primitive because they are limited to elemen-
tary relationships, such as the concept of state sovereignty; these rela-
tionships have made filling in the gaps in international legal rules and
principles extremely difficult.” Vellas further noted that international
economic law is characterized by the specific qualities that constitute a
supranational legal order, an empirical and nonformalistic order, one of
pragmatism, realism, flexibility, and mobility.’

More recently, Lowenfeld suggested that international economic law
should be considered all “rules . . . [that] have been developed against the

1. See PETER MALANCZUK, AKEHURST’S MODERN INTRODUCTION TO INTERNATIONAL
Law, 222 & nn.2, 4-5 (7th rev. ed. 1997) (with further references).

2. The U.S. Restatement (Third) of Foreign Relations defines international econom-
ic law as “all the international law and international agreements governing economic
transactions that cross state boundaries or that otherwise have implications for more than
one state, such as those involving the movement of goods, funds, persons, intangibles,
technology, vessels or aircraft.” RESTATEMENT (THIRD) OF FOREIGN RELATIONS OF THE
UNITED STATES pt. 8, intro (1987).

3. PIERRE VELLAS, DROIT INTERNATIONAL ECONOMIQUE ET SOCIAL [INTERNATIONAL
EcoNoMIC AND SOCIAL LAW] 21-34 (1965) (Fr.).
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backdrop of the theory of international trade, and . . . the question—
sometimes explicit, at other times tacit—how far deviations from the
theory should be allowed.” A broader doctrine of international economic
law includes the role of money, exchange rates, and the balance of pay-
ments, in addition to related areas concerning international finance. Ac-
cording to this view, international economic law covers many specialized
areas such as trade in the World Trade Organization (“WTO”) agree-
ments, and finance and monetary policy under the Bretton Woods
Agreements, as well as the work of the Organisation for Economic Co-
operation and Development (“OECD”), the U.N. Commission on Inter-
national Trade Law, and the Bank for International Settlements (“BIS”).
Also, international economic law is usually governed by bilateral and
multilateral agreements rather than custom or general principles of law.”

International financial law has been defined as covering both the pri-
vate law relationships of banking and financial services and the public
international law of currency and foreign exchange arrangements.® The
inclusion of international financial law in the broader regime of interna-
tional economic law, as well as the emergence of the specialized field of
international monetary law, can be attributed to the works of the late Sir
Joseph Gold.” Indeed, according to Gold, the purpose of international
monetary law is to form “a complex of relationships among countries on
matters . . . that are governed by rules and understandings that are more
extensive than international monetary law as a branch of public interna-
tional law.”®

Global economic law has also been interpreted as a self-replicating
process in which legal norms arise from nonstate actors, such as associa-
tions of private market participants and multinational corporations that
operate on a transnational basis. Teubner and others, building on Eh-

4. ANDREAS F. LOWENFELD, INTERNATIONAL ECONOMIC LAW 8 (2003).

5. Cf: MALANCZUK, supra note 1, at 223.

6. See RosA M. LASTRA, LEGAL FOUNDATIONS OF INTERNATIONAL MONETARY
STABILITY 18-20 (2006). See also Stephen Zamora & Sir Joseph Gold, Development of
International Monetary Law, in FESTSCHRIFT IN HONOR OF SIR JOSEPH GOLD 439 & n.2
(Werner F. Ebke & Joseph J. Norton eds., 1990) (providing further references) (discuss-
ing international financial law as “encompassing both private and public international
law, the private law of international banking relationships, national regulation of financial
transactions, and the public international law of money, including the rules of the IMF”).

7. Sir Joseph was the IMF’s General Counsel from 1960 to 1979, and was the draf-
ter of the First and Second Amendments to the IMF Articles of Agreement. See Kenneth
W. Dam, Introduction, in FESTSCHRIFT IN HONOR OF SIR JOSEPH GOLD, supra note 6, at
17-19; Zamora, supra note 6, at 440.

8. Zamora, supra note 6, at 446. Gold argued that the IMF administered a legal re-
gime. /1d.
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rlich’s “Bukowina,” argue that a modern /lex mercatoria has emerged
outside public law sources and relatively insulated from state institutions
to constitute a new “trans-national law of economic transactions.” A
theory of legal pluralism can explain this global nonstate law governing
commercial and economic transactions that has arisen from diverse social
systems and is subject to “a highly asymmetric process of legal self-
reproduction.”’® For example, the model contracts for cross-border in-
vestments, such as project finance or financial services between wholesale
counterparties, are often governed by terms that do not have a necessary
link to a national legal system. Moreover, accountants and lawyers have
agreed to use transnational rule-making processes to govern multination-
al insolvencies. Similarly, the internal legal regimes of multinational
corporations are often devised independently of any one country’s corpo-
rate law and apply sui generis to particular areas of corporate activity.
This has also been recognised in the area of labour relations, where mul-
tinational firms adopt agreements to govern employee relations with
transnational labor unions that are outside the laws of any state legal sys-
tem.

The generation of international economic norms has also been analyzed
through various institutional perspectives. For instance, Slaughter de-
scribes the current global order as a world of “disaggregated” States rather
than the traditional realist notion of unitary States.'' These disaggregated
states interact with each other not only through foreign ministries, but
also through regulatory, judicial, substate, and legislative bodies.'> She
views this “network™ system as a novel development in response to glo-
balization. Networks involve mainly government officials who create
links across national borders and between national and supranational in-
stitutions. These networks perform a variety of functions, including the
facilitation of information collection and sharing, technical assistance,
and coordination of cross-border enforcement. The scope of these net-
works can be bilateral, plurilateral, regional, or global, and they interact
with a wide range of international organizations, nongovernmental or-
ganizations, and civil society movements."”” Upon closer analysis, how-
ever, the novelty of the “network” theory is undermined by the fact that
economic, financial, and commercial diplomacy has been conducted
through interstate networks since the early nineteenth century and, there-

9. Gunther Teubner, “Global Bukowina”: Legal Pluralism in the World Society, in
GLOBAL LAW WITHOUT A STATE 3, 3 (Gunther Teubner ed., 1997).

10. Id.at11.

11. ANN-MARIE SLAUGHTER, NEW WORLD ORDER 5 (2004).

12. Id.

13. Id. at 5-6.
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fore, is not a new form of international cooperation.14 Nevertheless, as
Howse observes, the theory of networks helps to “keep in perspective the
role of international law and international institutions in contrast to other
mechanisms and tools of governance.”"”

II. GLOBALIZATION AND INTERNATIONAL STANDARD SETTING

State borders no longer contain and define economic activity.'® While
sovereign nation states regulate domestic markets, advances in transpor-
tation and communication links, which require transnational management
and international regulation, facilitate cross-border trade in goods, ser-
vices, capital, and labor. The growth of financial markets, cross-border
capital flows, and financial transactions has led States to create multila-
teral institutions and international standard-setting bodies to attempt to
regulate the cross-border activities of transnational corporations and other
firms, and to control and minimize the cross-border externalities produced
by certain types of economic and financial risk taking.'” It is recognized
that the influence of these multilateral institutions and standard-setting
bodies has grown immensely and that many States have responded by
building parallel structures to counterbalance their influence.'® This has
raised several questions: how state decision-making and standard-setting
practices should be regulated in these multilateral institutions; what type
of legal competency States should exercise when engaged in standard
setting; and what the optimal allocation of competency is between inter-
national and state-level actors.

Although nation states remain the principal actors in public interna-
tional law, it is widely accepted today that legal personality can extend to
international organizations and, in certain circumstances, to other non-
state actors, such as individuals and juridical or corporate persons." Sov-

14. Extensive networks of economic, financial, and central bank policymakers were
involved in the negotiations leading up to the London Conference in 1932 on currency
and trade arrangements, as well as in the creation of the Bretton Woods institutions in
1944, and the General Agreement on Tariffs and Trade in 1947.

15. Robert Howse, Book Review, 101 AM. J. INT’L L. 231, 232 (2007).

16. JOHN EATWELL & LANCE TAYLOR, GLOBAL FINANCE AT RisK ch. 1 (1999).

17. For a discussion of the negative externality of systemic risk in financial systems
and its cross-border dimension, see KERN ALEXANDER, RAHUL DHUMALE & JOHN
EATWELL, GLOBAL GOVERNANCE OF FINANCIAL SYSTEMS: THE INTERNATIONAL REGULA-
TION OF SYSTEMIC RisK 23-25 (2006).

18. See ALVIN LEROY BENNETT, INTERNATIONAL ORGANIZATIONS: PRINCIPLES AND
ISSUES 265 (1996). See also Ngaire Woods, The Political Economy of Globalization, in
THE PoOLITICAL ECONOMY OF GLOBALIZATION 1, 4-5 (Ngaire Woods ed., 2000).

19. IGNAZ SEIDL-HOHENVELDERN, INTERNATIONAL ECONOMIC LAW 13 (2nd rev. ed.
1992).
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ereign States also continue to be the main actors in economic policy and
regulation, usually in both formal international economic organizations,
such as the International Monetary Fund (“IMF”) and the WTO, and in-
ternational financial standard-setting bodies, such as the G10 commit-
tees, which include the Basel Committee. In these international institu-
tions, States typically establish the initial terms of reference and decide
on membership for States, interstate organizations, and nonstate actors,
as well as approve the financing and general operational oversight of
these international bodies and organizations. States, though, are finding it
increasingly difficult to regulate and manage cross-border trading activi-
ties and financial transactions, given the new modes of production,
distribution, and consumption, and the rising interconnectedness of gov-
ernments, societies, and private actors in the world economy. Indeed the
forces of globalization are changing the structure of the world economy
and are posing major regulatory challenges for States.”

As a response to the growing cross-border flow of goods, services,
ideas, and people, States have sought to enhance their management and
surveillance of cross-border economic activities by coordinating their
economic and financial policies with other States through international
organizations and multilateral institutions. States have also facilitated the
rise and transformation of domestic corporations and firms into multina-
tional enterprises, thus creating new and influential entities at the interna-
tional level. For international financial markets, the process of globaliza-
tion has been no different. Expansion, diversification, and international
coordination of banking activities and operations have been transformed
with the increase of “global competition among bank and non-bank fi-
nancial intermediaries” and have resulted in the rise of global financial
service companies and the consolidation and conglomeration of the
banking and financial services industry.*'

20. See, e.g., Jost Delbriick, Structural Changes in the International System and Its
Legal Order: International Law in the Era of Globalization, in 11 SCHWEIZERISCHE
ZEITSCHRIFT FUR INTERNATIONALES UND EUROPAISCHES RECHT 1, 16 (2001) (Switz.) (defin-
ing globalization “as the process or the processes of denationalization/deterritorialization
of politics, markets, and laws or, more specifically, process of denationaliza-
tion/deterritorialization of clusters of political, economic and social transactions involving
national and international actors, public and private, leading to a global interconnected-
ness of these actors in time and space including individuals™).

21. See Joseph J. Norton, The Multidimensions of the Convergence Processes Re-
garding the Prudential Supervision of International Banking Activities: The Impact of the
Basel Supervisors Committee’s Efforts Upon, Within and Without the European Commu-
nity, in FESTSCHRIFT IN HONOR OF SIR JOSEPH GOLD, supra note 6, at 249.
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III. INTERNATIONAL STANDARD SETTING AND THE G10 COMMITTEES

In contrast to international economic organizations such as the WTO,*
or BIS,” international standard-setting bodies are not entities with sepa-
rate legal personality created by States, but rather informal associations
of state representatives and/or professionals that meet to address specific
problems or to identify issues of concern. In international finance, the
globalization of financial services has necessitated that regulators devel-
op cooperative relations to facilitate their oversight and regulation of
banking and financial services. Beginning in 1962, the central banks of
the ten leading industrialized nations, as well as the Swiss National
Bank, began to meet regularly at the BIS and other venues to coordinate
central bank policy and to organize lending to each other through the
General Arrangements to Borrow.”* These ten countries plus the Swiss
National Bank became known as the Group of Ten or G10.> Goodhart
has described the relationship of the G10 with one of its standard-setting
committees—the Basel Committee—as one of delegated authority to
engage in regulatory standard setting:

Having established a standing committee of specialists in this field, the
G-10 Governors would find it difficult to reject a proposal from them,
especially on a technical matter. The relationships between the G-10
Governors and the BCBS emerge from the analysis of what the BCBS
actually did and were quite complex. The G-10 Governors set priorities
for work, and frequently required papers to be revised and reconsi-
dered. But at the same time they often gave the BCBS considerable

22. The WTO was created by the Uruguay Round of Multilateral Trade Negotiations
which adopted the WTO Agreements. See Marrakesh Agreement Establishing the World
Trade Organization pmbl., Apr. 15, 1994, 1867 U.N.T.S. 154, 33 LL.M. 1144.

23. The BIS is an international organization created under the Hague Agreements of
1930 and the Constituent Charter of the Bank for International Settlements of 1930. It
was established in the context of the Young Plan, which dealt with the reparation pay-
ments imposed on Germany by the Treaty of Versailles following the First World War.
See JAMES C. BAKER, THE BANK FOR INTERNATIONAL SETTLEMENTS: EVOLUTION AND
EVALUATION 34 (2002). The BIS served as the payment agent for the European Payments
Union, which facilitated the restoration of currency convertibility for the western Euro-
pean countries following the Second World War. For more on the European Payment
Union, see DANIEL GROS & NIELS THYGESEN, EUROPEAN MONETARY INTEGRATION 4—8
(1998).

24. For a discussion of the General Arrangements to Borrow, see Kern Alexander,
The Fund’s Role in Sovereign Liquidity Crises, in 5 CURRENT DEVELOPMENTS IN MONE-
TARY AND FINANCIAL LAW 131, 140-46.

25. The G10 central banks today consist of the central governors of eleven coun-
triecs—Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, the Netherlands,
Sweden, Swiss National Bank, United Kingdom, and United States—as well as the Euro-
pean Central Bank.
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freedom to decide its own agenda, and frequently rubber-stamped the
papers emerging; basically the Governors did not have the time or the
desire for textual criticism. They had a general oversight role; the detail
was to be hammered out in the BCBS.*

The G10 established several committees whose secretariats were based
at the BIS. The first of these committees was the Eurocurrency Standing
Committee. Founded in 1962, it was formed to monitor and assess the
operations of the then newly established Euro-currency markets. This
Committee later became the Committee on the Global Financial System
in 1971. It now deals with broader issues of systemic risk and financial
stability. The best-known Committee, the Basel Committee on Banking
Regulation and Supervisory Practices, was established in 1974, and to-
day is known as the Basel Committee on Banking Supervision. Finally,
the Committee on Payment and Settlement Systems was formed in 1990
to negotiate and set standards to support the continued functioning of
payment and settlement systems.*’

These Committees have examined many important economic policy
and financial regulatory issues, as well as elaborated and promulgated
best practices in supervision and regulation, the functioning of payment,
settlement systems, and the overall operation of financial markets. The
Committees are usually chaired by senior officials of member central
banks and are composed of experts from central banks, regulatory au-
thorities, and finance ministries. In the case of the BCBS, members also
include noncentral bank supervisory authorities and other regulatory and
economic policy experts. Members of the Committees have voting power
and decision-making authority, while non-G10 country representatives
are often consulted for their views on a variety of regulatory and eco-
nomic issues. Frequently, special initiatives are undertaken to share ex-
perience with, and invite the opinions of, those not directly involved in
the work of the Committees. In promoting cooperation in their respective
areas, the Committees determine their own agenda and, within their
mandate, operate independently from their host organization, the BIS,

26. CHARLES A.E. GOODHART, A HISTORY OF THE BASEL COMMITTEE ON BANKING
SUPERVISION (forthcoming 2009) (manuscript at ch. 14, on file with author).

27. The CPSS adopted the Core Principles of Systemically Important Payment Sys-
tems, CPSS Publications, No. 43 (Jan 2001). See also CPSS, Recommendations for Secur-
ities Settlement Systems, CPSS Publications, No. 46 (Nov. 2001). Three other secretariats
for international financial standard setting bodies operate out of the BIS: the Financial
Stability Board (“FSB”) (originally established as the Financial Stability Forum in 1999),
the International Association of Deposit Insurers (“IADI”), and the International Associa-
tion of Insurance Supervisors (“IAIS”).
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which only provides its good offices for meetings as well as administra-
tive and research support.

Significantly, these Committees have resolved not to adopt legally
binding international standards in a public international law sense, but
rather to influence domestic regulatory law, practices and standards by
adopting what has become known as “international soft law.” Indeed,
Giovanoli, examining some of the issues in the international soft law de-
bate as it relates to financial regulation and markets, has observed that

[flrom the institutional point of view, the new international financial
system involves a great number and variety of institutions, entities and
bodies which are directly or indirectly concerned with setting interna-
tional financial standards. In other words, the new system is decentra-
lized, although some institutions, in particular the IMF, have a promi-
nent position as a result of their strong institutional basis and broad
membership. The legal status of the multitude of entities involved varies
significantly. The [international financial institutions] are fully-fledged
international organizations, while the ‘Gs’ (G-7, G—10 or G-20) are de
facto groupings created at the initiative of the governments of a number
of states and meeting at different levels. There also are sector-specific
international groupings of supervisors and regulators, central bank ex-
perts’ committees and other groupings such as the FSF. However, what
all these bodies have in common is the fact that, as a whole, they have
no competence with regard to law-making or rule-making at either the
national or international level **

The Basel Committee has been the most important G10 committee
with respect to its impact on developing legally nonbinding international
financial standards. In December 1974, the Basel Committee was formed
by the G10 central bankers to respond to a financial crisis that had arisen
from the collapse of the German bank Herstatt, which had led to signifi-

28. Mario Giovanoli, 4 New Architecture for the Global Financial Market: Legal
Aspects of International Financial Standard Setting, in INTERNATIONAL MONETARY LAW:
ISSUES FOR THE NEW MILLENNIUM 3, 11 (Mario Giovanoli ed., 2000). The FSF was estab-
lished by the G7 in 1999 in response to the Asian financial crisis, partly to coordinate the
work of the multifarious bodies already established, including the BCBS and the various
departments of the OECD. See Financial Stability Forum, History, http://www.financial
stabilityboard.org/about/history.htm (last visited June 3, 2009). The FSF Compendium of
Standards with a summary and classification of the most significant rules, best practices,
principles, and guidelines of international financial regulation. They are categorized
based on twelve key standards, which are broken into three categories: macroeconomic
policy and data transparency; institutional and market infrastructure; and financial regula-
tion and supervision. See Financial Stability Forum, Compendium of Standards, 12 Key
Standards for Sound Financial Systems, http://www.financialstabilityboard.org/cos/key
standards.htm (last visited June 3, 2009). See LASTRA, supra note 4, at 459—60.
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cant problems with foreign exchange and settlement risk between U.S.
and European banks. In the same year, the U.S. Franklin National Bank
became insolvent and posed a risk to counterparty banks because of its
miscalculations of foreign exchange risk in the wholesale loan market.
Both of these crises exposed substantial gaps in the ability of central
bankers and national regulators to control and manage a crisis with cross-
border effects. The Basel Committee adopted a Concordat, in February
1975, that established principles of information exchange and coordina-
tion for the oversight of the cross-border operations of banking institu-
tions.”” The 1975 Concordat was amended in 1983, in response to the
collapse and insolvency of the Italian bank Banco Ambrosiano.”® The
1983 Revised Concordat contained the principle of consolidated supervi-
sion; this principle provides that home country regulators shall have re-
sponsibility for ensuring that the transnational operations of their home
country banks are sound regarding credit risk exposure, quality of assets,
and the capital adequacy of the banking group’s global operations.”'
Later, following the Latin American sovereign debt crisis of the early
1980s, and the resulting near collapse of several major U.S. banks be-
cause of their excessive lending to emerging market sovereigns, the Ba-
sel Committee adopted the 1988 Capital Accord, which established a
minimum eight percent capital adequacy requirement on internationally
active banks within G10 country jurisdictions.”> The Capital Accord was
originally calculated based on a bank’s credit risk exposure, but was later

29. See GEORGE A. WALKER, INTERNATIONAL BANKING REGULATION: LAW, PoLICY
AND PRACTICE 87 (2001).

30. The 1983 Revised Concordat was entitled “Principles for the Supervision of
Banks’ Foreign Establishments.”

31. See ALEXANDER, supra note 17, at 47-48.

32. The 1988 Capital Accord’s original purpose was to prevent the erosion of bank
capital ratios resulting from aggressive competition for market share by the leading banks
during the 1980s. The Accord also hoped to harmonize the different levels and approach-
es to capital among the G10 countries. In adopting the 1988 Accord, banking regulators
wanted to establish an international minimum standard that would create a level playing
field for banks operating in the G10 countries, and banking regulators wanted capital
requirements to reflect accurately the true risks facing banks in a deregulated and interna-
tionally competitive market. The 1988 Capital Accord required banks actively engaged in
international transactions to hold capital equal to at least eight per cent of their risk-
weighted assets. This capital adequacy standard was intended to prevent banks from in-
creasing their exposure to credit risk by imprudently incurring greater leverage. The Ac-
cord was entitled “International Convergence of Capital Measurement and Capital Stan-
dards,” and it applied, according to the principle of home-country control, to banks based
in G10 countries with international operations. Basle Comm. on Banking, International
Convergence of Capital Measurement and Capital Standards, July 1988, http://www.bis.
org/publ/bcbs04a.pdf?noframes=1.
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amended in 1996 to include a bank’s market risk exposure (i.e., trading
book exposure), thereby extending the eight percent capital adequacy
requirement to a bank’s trading book activities.”> Between 1999 and
2004, the Committee engaged in a lengthy and radical revision of the
Accord known as “Basel 11.” The revision was concluded in 2004, and
the Committee published a final text of the revised Capital Accord in
June 2004.

Basel Il aims to make regulatory capital more sensitive to the risks that
banks face in the marketplace. In doing so, it allows banks, under most
conditions, to hold less regulatory capital for their credit, market, and
operational risk exposures. The global credit crisis, however, revealed
that banks are also exposed to significant liquidity risks, especially in
their off-balance sheet exposures. Basel II regulatory capital require-
ments fail to address the liquidity risks to which banks are exposed and
also do not require banks to hold adequate capital for the systemic risk
that their lending and risk-taking creates.’* These issues are now under
review by the Basel Committee in light of the credit crisis. Having com-
mitted themselves to implementing Basel II into their domestic legal sys-
tems, the G10 countries have begun to do so or have already completed
the implementation process.*

A. Decision Making and Implementation

The Basel Committee’s decision making operates on a consensus ba-
sis. Although the Committee’s decision making has traditionally been
secretive and substantially relied on personal contacts, it has become
more formalized in recent years because of the considerable attention
given to the deliberations over Basel I1.*° As discussed above, the Com-

33. This was known as the “Market Risk Amendment 1996.” See ALEXANDER, supra
note 17, at 38-39.

34. See KERN ALEXANDER ET AL., FINANCIAL SUPERVISION AND CRISIS MANAGEMENT
IN THE EU 2-7 IP/A/JECON/ST/2007-26 (Dec. 2007) (Commissioned Report by the EU
Parliament Committee on Economic and Monetary Affairs), available at http://www.euro
parl.europa.eu/activities/committees/studies/download.do?file=19191#search=%20Financial
%?20supervision [hereinafter FINANCIAL SUPERVISION].

35. In Europe, the European Community adopted Basel II as EC law in 2006, when
the Council of Ministers and the EU Parliament approved the Capital Requirements Di-
rective, which is contained in Council Directives 2006/48/EC, 2006 O.J. (L 177) and
2006/49/EC, 2006 O.J. (L 177).

36. For instance, during the Basel II negotiations, the Committee put a number of
issues for consultation on its website where it then engaged in a public dialogue through
the publication of its quantitative impact studies, which, on a hypothetical basis, meas-
ured the impact of Basel II using the reports of a number of banks in both G10 and non-
G10 countries.
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mittee’s decisions are legally nonbinding in a traditional public interna-
tional law sense and place a great deal of emphasis on decentralized im-
plementation and informal monitoring of member compliance.’” The
Committee has sought to extend its informal network with banking regu-
lators outside the G10 through various consultation groups.®® It has con-
ducted seminars and consultations with banking regulators from over one
hundred countries as part of the deliberations over adopting the Basel 11
agreement. Most recently, in response to criticism over Basel II and to
the lack of accountability and legitimacy in its decision-making structure,
the Committee expanded its membership from thirteen to twenty coun-
tries in March 2009.”

Although some have viewed the informality of the Committee’s deci-
sion-making process as effective for developing international banking
regulatory standards,* others have considered it a constraint on effective
irnplementation.41 As Goodhart has observed, “The way that the BCBS,
under its various Chairmen, interpreted this constraint was that all pro-
posals for forward transmission to the G-10 Governors, and thence to the

37. Indeed, the Basel Committee states the following on the BIS website:

The Committee does not possess any formal supranational supervisory authori-
ty, and its conclusions do not, and were never intended to, have legal force. Ra-
ther, it formulates broad supervisory standards and guidelines and recommends
statements of best practice in the expectation that individual authorities will
take steps to implement them through detailed arrangements—statutory or oth-
erwise—which are best suited to their own national systems. In this way, the
Committee encourages convergence towards common approaches and common
standards without attempting detailed harmonisation of member countries’ su-
pervisory techniques.

Basel Comm. on Banking Supervision, History of the Basel Committee and Its Member-
ship 1 (Jan. 2007), http://www.bis.org/bcbs/history.pdf.

38. The Core Principles Liaison Group remains the most important forum for dialo-
gue between the Committee and systemically-relevant non-G10 countries. Moreover, the
BIS established the Financial Stability Institute to conduct outreach to non-G10 banking
regulators by holding seminars and conferences on implementing international banking
and financial standards.

39. See Bank for Int’1 Settlements, Expansion of Membership Announced by the Basel
Committee (Mar. 13, 2009), http://www.bis.org/press/p090313.htm (announcing that the
Basel Committee decided on March 10-11, 2009, to expand its membership from thirteen
to twenty countries by adding Australia, Brazil, China, India, South Korea, Mexico, and
Russia). The BCBS’s expanded membership, however, does not apply to the membership
of the G10 central bank governors, which remains the same with twelve developed coun-
tries plus the European Central Bank.

40. Patricia Jackson, Bank of Eng., Lecture at the Judge Institute of Management,
University of Cambridge (Mar. 15, 2002).

41. See GOODHART, supra note 23.
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wider community of regulators/supervisors around the world, had to be
accepted consensually by all country members of the Committee.”** As a
consensus of all Committee members was required to adopt any stan-
dards or agreement, each country had a veto. According to Goodhart,
however, this was in practice “somewhat less of a constraint than it
might seem at first sight.””* The smaller countries, for example, Benelux,
Canada, Italy, Sweden, and Switzerland, were reluctant to object to pro-
posals by the United States and United Kingdom and rarely took a mi-
nority position, “except on a matter of extreme national importance, an
example of [which is] . . . banking secrecy for Switzerland.”** Despite
Japan’s substantial economic and financial influence, Goodhart notes
that Japanese representatives on the Committee “usually remained quiet
and withdrawn . . . partly due to their rapid turn-over of personnel, so
they had little opportunity to build up expertise.”*’

Monitoring noncompliance has generally been a decentralized task that
is the responsibility of Member States themselves, not international or-
ganizations, such as the BIS, or other international bodies.*® Nonetheless,
the Committee monitors and reviews the Basel framework with a view to
achieving greater uniformity in its implementation and convergence in
substantive standards. Moreover, the Committee claims that the legitima-
cy of the international standards it adopts derives from a communiqué
issued by the G7 Heads of State in 1998 that encouraged emerging econ-
omies to adopt “strong prudential standards” and “effective supervisory
structures.”’ To ensure that its standards are adopted, the Committee
expects the IMF and World Bank to play a surveillance role in oversee-
ing Member State adherence through its various conditionality programs.
In addition, because most G10 countries are members of the European
Union, they are required by EU law to implement the Capital Accord
into domestic law.*® In fact, the only G10 countries not required by local
law to implement the Capital Accord are Canada, Japan, and the United
States.* This extended application of the Basel Committee’s standards to

42. Id.

43. Id.

44. Id.

45. Id.

46. See JOSEPH NORTON, DEVISING INTERNATIONAL STANDARDS OF BANKING
SUPERVISION (1995).

47. Id.

48. See Council Directive 2006/48/EC, 2006 O.J. (L 177); Council Directive 2006/49/EC,
2006 O.J. (L 177).

49. In fact, a major obstacle in negotiations over Basel II had been the initial reluc-
tance of the U.S. Congress and the refusal of some U.S. bank regulators to apply Basel 11
to most U.S. banks. The Federal Reserve, which has been an important supporter of Basel
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non-G10 countries has raised questions regarding the accountability of
its decision-making structure and its suitability for application in devel-
oping and emerging market economies.™

As an international legal matter, the Basel Capital Accord and its
amended version, Basel II, are not legally binding in any way for G10
countries or other countries that adhere to it. The Capital Accord has
been analyzed and classified as a form of “soft” law.”' On an institutional
level, the BCBS has no authority to take a decision of its own and has no
formal legal mandate. It merely serves as a forum for discussion amongst
central bankers and bank supervisors. It voluntarily adopts common
regulatory standards and suggested financial policies, but leaves it to the
discretion of national authorities to implement them into their national
systems.52

The work of the Basel Committee does generate international stan-
dards of financial regulation, but these standards are not intended to have
legally binding effect under public international law. Basel Committee
standards only become legally effective when national authorities adopt

II and has the authority to apply it to U.S. financial holding companies, has begun apply-
ing it to the largest of such companies, while all other U.S. credit institutions will follow
a different implementation schedule that will result in Basel II being fully adopted by
U.S. banks between 2013 and 2015. See Risk-based Capital Guidelines; Capital Adequa-
cy Guidelines; Capital Maintenance; Domestic Capital Modifications, Advanced Notice
of Proposed Rule-Making, 12 C.F.R. pt. 3 (Oct 6, 2005).

50. ALEXANDER, supra note 17, at 135-37.

51. See id. ch. 3 (discussing international soft law). See also Giovanoli, supra note
28, at 11-12.

52. Walker observes that

[i]nternational standards have become of particular importance in recent years
due to the need to develop some common or, at least, minimum level of rules
and regulations in various core areas of modern financial and economic prac-
tice. In light of the difficulties that naturally arise in attempting to agree [to]
any formal treaty, convention or similar formal prescriptive solution at the in-
ternational level, a more informal consensus based approach has to be at-
tempted, at least[] during the early stages until some basic common agreement
(and supporting sense of self-interest and commitment) may be achieved. This
will certainly be the case in many such sensitive and complex areas as interna-
tional bank and financial market control. A standards based approach also has
the obvious advantage of flexibility and informality although this necessarily
means that it suffers from the associated operational limitations of weak adop-
tion and compliance. The key issues that then arise with international standards
are not with regard to legal classification and formal enforcement but with na-
tional adoption and implementation[,] and implementation review.

GEORGE ALEXANDER WALKER, LAW, POLICY AND PRACTICE, at xxiii (2000).
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them into domestic law and regulation. Although there is a tendency to
attribute international legal significance to the international standards
generated by the various committees that meet at the BIS, the over-
whelming opinion of experts and policymakers clearly holds that the in-
ternational standards adopted by these committees are not legally binding
in any sense. They are, however, important international norms that in-
fluence and shape state behavior and are an effective form of legally
nonbinding international soft law that has significant public policy relev-
ance in the global financial governance debate.

The Basel Committee’s capital adequacy standards and rules on con-
solidated supervision were intended to apply only to credit institutions
based in G10 countries that had cross-border operations. But this
changed in 1998 during the Asian financial crisis when, at the urging of
the G7 finance ministers and the world’s largest financial institutions,
which were lobbying for more market sensitive capital standards, the
Basel Committee stated its intent to amend the Capital Accord and to
begin working on Basel II with a view to making it applicable to all
countries where banks operate on a cross-border basis. Many non-G10
countries have incorporated the Basel standards into their regulatory
frameworks for a variety of reasons, including strengthening the sound-
ness of their commercial banks, raising their credit rating in international
financial markets, and achieving a universally recognized international
standard. The IMF and World Bank have also required many countries to
demonstrate adherence or a realistic effort to implement the Basel Ac-
cord in order to qualify for financial assistance as part of IMF Financial
Sector Assessment Programs and World Bank Financial Sector Adjust-
ment Programs. Moreover, as a condition for obtaining a bank license, all
G10 countries require foreign banks to demonstrate that their home coun-
try regulators have adopted the Capital Accord and other international
agreements. International reputation and market signals are also impor-
tant in creating incentives for non-G10 countries to adopt the Capital Ac-
cord. Many non-G10 countries (including developing countries) have
found it necessary to require their banks to adopt similar capital adequa-
cy standards in order to attract foreign investment as well as to stand on
equal footing with international banks in global financial markets.

B. The CPSS and the Committee on the Global Financial System

The other G10 committees that serve as international financial standard
setting bodies—the CPSS and the Committee on Global Financial Sys-
tem—have adopted standards, principles, codes, guidelines, frameworks,
and reports that have had a significant impact on the development of do-
mestic public law standards, national regulations, and supervisory prac-
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tices. The CPSS consists of the G10 central bank officials who examine
issues of payment system regulation as well as clearing and settlement of
securities and foreign exchange transactions. The Committee undertakes
specific studies in the field of payment and settlement systems at its own
discretion or at the request of the G10 Governors. It has published sever-
al important sets of principles and recommendations in the areas of pay-
ment system regulation and clearing and settlement of securities.”> The
Committee operates through a network of working groups. To address
concerns that it is merely an exclusive committee of G10 central bankers,
the Committee has in recent years developed relationships with other
central banks, particularly those of emerging market economies, so that
its work can have more influence with, and be influenced by, central
banks outside the G10. The CPSS has also published a number of reports
that have influenced the regulation of payment infrastructure and settle-
ment systems.” As with the Basel Committee, the principles and rec-
ommendations issued by the CPSS are not legally binding, as regulators
seek to agree on standards that different jurisdictions can flexibly imple-
ment into their regulatory regimes. Although these international stan-
dards are without legal effect, they provide an important set of interna-
tional norms that influence regulatory and supervisory practices and the
standards for controls and oversight of financial infrastructure.

Similarly, the Committee on Global Financial Systems monitors de-
velopments in global financial markets for the G10 central bank Gover-
nors. The G10 Governors have provided a mandate to the Committee to
identify and assess potential sources of stress in global financial mar-
kets.” The Committee engages in research to identify issues and threats
to systemic stability in global financial markets, examine the structural
underpinnings of financial markets, and promote improvements to the
functioning and stability of these markets. Representatives of the G10
monitor on a quarterly basis the discussions and reports issued by the

53. The CPSS’s publication of the Core Principles for Systemically Important Pay-
ment Systems, the CPSS/IOSCO Recommendations for Securities Settlement Systems,
and the CPSS/IOSCO Recommendations for Central Counterparties has contributed to
the set of standards, codes, and best practices that are deemed essential for strengthening
the international financial system. Committee on Payment and Settlement Systems, CPSS
Publications, http://www.bis.org/cpss/index.htm (last visited Apr. 26, 2009).

54. The Committee has published various reports examining large-value funds trans-
fer systems, securities settlement systems, settlement mechanisms for foreign exchange
transactions, clearing arrangements for exchange-traded derivatives, and retail payment
instruments, including electronic money. Its “Red Book” on payment systems provides
extensive information on the most important systems in the CPSS countries.

55. Bank for Int’l Settlements, Committee on the Global Financial System: Mandate,
Feb. 8, 1999, http://www.bis.org/cgfs/mandate.htm.



2009] GLOBAL FINANCIAL STANDARD SETTING 877

Committee; they also work with the Committee to identify long-term
research projects involving working groups, which consist of central
bank and regulatory staff, and the drafting of various reports.

Other international supervisory bodies have also played a key role in
developing international standards and rules for the regulation of finan-
cial markets. The International Association of Deposit Insurers meets at
the BIS and discusses and adopts international principles and standards
that govern deposit insurance regulation. In the area of money laundering
and terrorist financing, the OECD’s Financial Action Task Force
(“FATF”) has attained a high profile role in setting international stan-
dards (so-called recommendations) of disclosure and transparency for the
regulation of banks, financial service providers, and other businesses in
order to combat the global problem of financial crime.”® The FATF and
the Basel Committee have each played a much more prominent role in
their respective international regulatory standard-setting functions as
compared to the International Organization of Securities Commissions
(“IOSCQO”) and the TAIS. In recent years, however, IOSCO and the TAIS
have attracted much more policy attention since their standards and rec-
ommendations have been recognized by the IMF and World Bank as in-
ternational benchmarks against which IMF and World Bank member
countries are assessed for compliance in their financial sector assessment
programs.

As discussed above, these international standard-setting bodies have
been characterized as “networks” of international technical experts. But,
it is submitted that their role is much larger than narrow technical ex-
perts, as they influence the development of broader economic policy and
their negotiations and standard setting is more accurately characterized
as a form of financial diplomacy. Although they are at the “coal face” of
technical and regulatory standard setting, the goal of these regulatory
technicians in international bodies is to devise broader international stan-
dards that govern the operations of financial markets and the many fi-
nancial firms—banks, securities and insurance companies—in those
markets with an important impact on the broader macroeconomy. These
national regulators and supervisors—mainly from developed countries—
use international standard-setting bodies to influence not only technical
areas of regulation, but also broader areas of financial development. This

56. Other important international standard setting bodies include the International
Accounting Standards Board and the International Federation of Accountants, which are
composed of non-state representatives that include professional accountants and academ-
ics who devise international accounting standards for the accounting industry. Similarly,
the International Auditing and Assurance Standards Board sets standards for international
financial reporting.
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is especially the case with the creation of the G20 and the enhanced fi-
nancial policy role of the FSB and the broader policy agenda for the Ba-
sel Committee with respect to the Core Principles of Banking Supervi-
sion. The G20, the FSB, and the G10 committees are all playing high
profile roles in economic and financial policymaking and in influencing
the development of international financial regulation.

In this vein, the Joint Forum on Financial Conglomerates (“Joint Fo-
rum”) and the FSB*’ have both been characterized as intergovernmental
standard-setting bodies. They are composed of regulators and supervisors
from the G10 and G20 countries and some large emerging market coun-
tries, and of representatives from other G10 standard-setting bodies. Es-
tablished in 1996 under the aegis of the BCBS, IAIS, and 10SCO,™ the
Joint Forum issues legally nonbinding documents and principles. In con-
trast to its constituent international bodies, the Joint Forum has estab-
lished a set of principles designed to assist regulated entities in determin-
ing the minimum steps they should take when considering outsourcing
activities. These include creating a coherent policy and specific man-
agement plan for programs as well as deciding the types of issues that
should be considered in contracts. The principles also contain some
broad standards to help supervisors.”® It develops its principles in con-
junction with IOSCO, which produced the Objectives and Principles of
Securities Regulation in 1998.% The Joint Forum’s principles are in its
own words “high-level and cross-sectoral, designed to provide a mini-
mum benchmark” for all financial institutions.®' In contrast to the IOSCO
principles, the Joint Forum minimum benchmarks are complementary
and designed specifically for securities firms.

57. The FSB, formerly the Financial Stability Forum, was “re-established” at the G20
Summit in London in April 2009. See G20, Declaration on Strengthening the Financial
System—London 1 (Apr. 2, 2009). The FSB will play a higher-profile role than its prede-
cessor, the FSF, in monitoring global financial stability. Specifically, it will establish a
supervisory college to monitor each of the largest international financial services firms. It
will monitor a firm's financial and operational structure, and any contingency funding
arrangements, and will act as a clearing house for information sharing and contingency
planning for the benefit of its member countries. /d.

58. ALEXANDER, supra note 17, at 50.

59. Id.

60. INT’L ORG. OF SEC. COMM’NS, OBJECTIVES AND PRINCIPLES OF SECURITIES REGU-
LATION (1998), available at http://www.iosco.org/library/pubdocs/pdf/IOSCOPDS82.pdf.

61. Bank for Int’l Settlements, Joint Forum Provides Outsourcing Guidance to the
Financial Sector (Aug. 2, 2004) http://www.bis.org/press/p040802.htm.
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The FSB consists of the twenty countries that compose the G20.%* It
coordinates activities relating to issues common to the banking, securi-
ties, and insurance sectors. As the common body of three international
financial bodies, the BCBS, the IAIS, and IOSCO, the FSB sets soft law
in the form of guidance, and issues reports producing principles of pru-
dential regulation, international cooperation between supervisors, execu-
tive compensation in financial firms, accounting standards, tax havens,
and non-cooperative jurisdictions. It also collaborates with the IMF in
conducting early warning exercises.

These international bodies lack the requisite attributes of an interna-
tional organization, namely, they are not subject to international law, and
do not have international personality, the capacity to conclude treaties, or
international legal immunities. It is precisely because of these nonlegal
attributes that these international standard-setting bodies—composed of
state representatives and international organizations—have been praised
for having a more flexible decision-making structure with a powerful
normative component that significantly influences the development of
national economic law and regulatory practices. Indeed, the type of in-
ternational financial standard setting engaged in by the Basel Committee
has been praised as an alternative form of international lawmaking with-
out the burden of cumbersome treaty formation rules and the imprecise—
and often politically impractical—requirements for the formation of cus-
tomary international law. The international financial standard-setting
bodies have been praised for being more effective in adopting economi-
cally beneficial regulatory norms and standards for most countries, while
exercising far more influence over state economic and regulatory prac-
tice than the influence exerted by many formal international and regional
economic organizations.(’3 The worldwide credit crisis, however, has
called the efficacy of this flexible and unstructured international deci-
sion-making process into question.

IV. THE BASEL COMMITTEE AND THE WORLDWIDE CREDIT CRISIS

Although the flexible and secretive manner in which the Basel Com-
mittee and the other G10 committees have conducted their deliberations
and standard setting has generally been considered a strength in the effec-
tiveness of their governance structures and decision-making processes,**

62. The G20 countries are the same countries that are members of the Basel Commit-
tee. See supra note 39 and accompanying text.

63. See ALEXANDER, supra note 17, at 136-39.

64. The unstructured and secretive deliberations process has been praised because it
allows regulators to respond quickly to rapidly changing developments in financial mar-
kets. See Jackson, supra note 38.
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it has also had the unfortunate result of exposing them to special interest
group pressure from major banks and international finance associations.®
Most of the major international banks and their advocates used the more
flexible institutional structure of the Basel Committee with its opaque
decision-making processes to lobby regulators and central bankers to
adopt more market-sensitive regulatory capital requirements. This led to
weaker capital adequacy measurement processes for banks, which re-
sulted in lower bank capital levels that did not cover the social costs (or
negative externalities) of bank lending and overall risk-taking.®® Moreo-
ver, Basel II did not address the serious liquidity risks which banks were
exposed to through securitization and other forms of credit risk transfer.
The combination of the banks’ exposure to liquidity risk in securitization
markets and to higher levels of credit risk and market risk, because the
Basel II models permitted banks to hold far lower levels of regulatory
capital than what was socially optimal, created serious systemic risk to
the global financial system and contributed significantly to the causes of
the global credit and financial market crisis of 2007-2009.°” Essentially,
Basel II permitted regulators to approve more market-risk sensitive capi-
tal models, which led to lower levels of regulatory capital and created an
incentive for banks to increase their leverage levels in the structured
finance and securitization markets.®®

The failure of the Basel Committee and other international financial
standard-setting bodies to anticipate the virulent risks created in the fi-
nancial system over the last ten years has resulted in tremendous criti-
cism of the bodies and the G10 committees for their failure to oversee
adequately the international standard-setting process. The Basel Commit-
tee’s failure to adopt regulatory capital standards that would require
banks to manage their balance sheets in a more socially compatible man-
ner resulted in high levels of leverage in the global financial system that
contributed significantly to the causes of the worst financial crisis since
the Great Depression of the 1930s. In other words, the lack of transpa-
rency and accountability in the Committee’s decision-making structure,
and the bankers’ excessive influence on the regulators who were mem-
bers of the Committee, resulted in the leading G10 countries adopting

65. For example, the Institute for International Finance in Washington D.C.

66. Indeed, a major impetus for Basel II was the lobbying of major multinational
banks and their trade associations, which wanted the eight-percent capital adequacy stan-
dard of the 1988 Capital Accord lowered significantly to reflect more approximately the
economic capital levels that bank risk models suggested they hold to protect the invest-
ment capital of bank shareholders.

67. FINANCIAL SUPERVISION, supra note 34, at 2—7.

68. Id.
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weak bank capital standards, thereby bringing about the world econo-
my’s fall into a serious economic recession.

CONCLUSION

The legal implications of the international financial standards produced
by these bodies have raised important questions regarding the definition,
relevance, and development of international economic law. The growing
importance of the international financial standards, such as the Basel
Capital Accord, and their acceptance by most countries for their domes-
tic regulatory systems have demonstrated the importance of international
financial soft law in influencing state practice. It has also shown that
States in the financial regulatory arena have a certain disregard for using
traditional public international law to govern state practice and the opera-
tions of global financial markets.

The current enthusiasm for international financial soft law standards
has two disquieting implications. First, many governments not actively
involved in the Basel standard-setting process are suffering an involunta-
ry loss of sovereignty, as they have not been involved in the negotiation
and design of the international standards. This loss is at odds with the
general presumption in international law that governments are sovereign
unless they decide to cede their sovereignty. Moreover, the growing ob-
ligation for States to adopt the Basel standards without representation in
the standard-setting process calls into question the accountability and
legitimacy of the Basel Committee. Perhaps, the G10’s effective mono-
poly on decision making should be ended by allowing other countries
that are also representative of the global financial system to have a seat at
the table.

Second, as a matter of economic policy, if those designing the stan-
dards maintain the fiction that they are voluntary when in fact they are
not, the content of the standards is likely to be suboptimal for economic
growth and financial development, as is demonstrated with the recent
financial crisis. Future research should elaborate what role international
economic law should play in enhancing the institutional structure of de-
cision making in order to achieve financial stability and development
objectives. Moreover, the catastrophic financial crisis that has plagued
Western financial markets from 2007 to the present raises important is-
sues regarding the governance structure of the G10 committees and in
particular the standard-setting competence of the Basel Committee,
whose regulatory standards have completely failed in protecting the
global financial system and in providing an efficacious, prudential regu-
latory model for future financial development.
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INTRODUCTION
Securities law has long existed at the intersections of private and
public law, and also state and federal law. Currently, securities
law, like the capital markets, is becoming international. This Article will
address how international securities regulation relies upon soft law, but
frequently becomes hard law.

Soft law is nonbinding standards and principles of conduct. It may
emanate from international organizations such as the Organisation for
Economic Co-operation and Development (“OECD”), where state mem-
bers agree to resolutions or recommendations. Or it may be the result of
international organizations such as the International Organization of Se-
curities Commissions (“IOSCO”), where individual regulators espouse
principles and best practices. A large part of the soft law of securities
regulation is standard setting by self-regulatory organizations (“SROs”)
such as the International Accounting Standards Board (“IASB”), which
formulates accounting principles for use by companies.

Hard law, on the other hand, is statutes, regulations, and treaties and is
binding. Soft law sometimes can harden law when it is incorporated into
statutes, regulations, and even treaties. For example, after establishing
norms through soft law, the OECD concluded a treaty combating bribery
that States adopted and ratified. Congress may implement standards set
by private bodies in a statute. Frequently, statutes in the securities field
are passed in response to financial crises and, to some extent, incorporate
pre-existing soft law into statutory language. Soft law may be codified
through regulation. For example, the Securities and Exchange Commis-
sion (“SEC”) has adopted rules codifying best practices established by
I0SCO. Alternatively, self-regulatory law can become subject to gov-
ernment oversight and consequently become binding.

In the United States, securities regulation is primarily found in the fed-
eral securities laws enacted from 1933 to 1940 and their subsequent
amendments, as well as in the implementing regulations of the SEC.
Some securities regulation also comes from state corporate and securities
laws. Much of federal securities regulation is based upon SRO standards,
and today, securities industry SROs are subject to extensive SEC over-
sight. In other countries, a similar trajectory—from SRO standard setting
to regulation by government securities commissions—has been followed.
In the European Union, although there are numerous securities regulation
directives, there is not an EU securities commission. Nevertheless, the
Committee of European Securities Regulators (“CESR”) coordinates
regulation by the various EU Member States, each of which has a securi-
ties regulatory commission.
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Numerous international bodies are involved in the development of se-
curities standards. IOSCO, for instance, is an international body com-
posed of securities regulators from all over the world, which formulates
standards for securities regulation. Its members pledge to implement
these standards in their home countries to the extent they are able to do
so, but IOSCO standards do not have the force of either international or
national law. Other bodies that work on establishing regulatory standards
in the securities field include the OECD, the World Bank and similar
regional banks, and the World Federation of Stock Exchanges. But any
standard setting by such bodies is soft law, although it may influence
national legislatures or even lead to treaties.

One issue that this Article will address is why so much standard setting
in the field of securities regulation is accomplished through soft law. We
believe this occurs because of the need for speed, flexibility, and exper-
tise in dealing with fast-breaking developments in capital markets. Since
SRO standards and other soft law are based on a consensus by partici-
pants in the markets, soft law is frequently more informed and more ef-
fective than statutory law, although it may eventually be translated into
statutes or rules for enforcement purposes. The soft law of securities reg-
ulation also can become hard law when it is recognized as custom and
usage in the securities industry; this is the content of many SRO stan-
dards. National legislatures are often leery of interfering with financial
markets and may be even more divided than players in those markets as
to how to address problems that threaten the markets or investors. Inter-
national regulatory bodies find it even more difficult to agree on appro-
priate regulation for the securities markets, in part because national mar-
ket centers and firms compete with one another. Treaties take much too
long to become law to rectify most problems that arise in capital markets.

Despite the advantages of soft securities regulatory law, its use has
some drawbacks. Not all concerned parties necessarily have input into its
formulation. To some extent, this deficit can be addressed through ap-
propriate consultative processes by standard-setting organizations. In
terms of U.S. constitutional law, the widespread use of soft law in the
regulation of global capital markets seems to contradict the treaty-
making powers of Congress and the President. Indeed, the SEC, an inde-
pendent regulatory agency, negotiates and utilizes memoranda of under-
standing (“MOUs”), which are treaty-like agreements, but are soft law.
Even though MOUs and other forms of soft law may survive constitu-
tional scrutiny, they still raise some serious questions concerning checks
and balances, accountability, and transparency.

The plethora of regulators and organizations engaged in the production
of both hard and soft law in the securities field can lead to a race to the
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bottom in standard setting, and to the under-enforcement of the estab-
lished regulations. While some academics argue that regulatory competi-
tion is salutary, the authors are skeptical that such competition in the
international realm produces sufficiently robust legal standards. Until
relatively recently, the U.S. economy and capital markets were so much
stronger than any other national economy that the SEC could impose
rigorous standards upon the issuers and investment bankers of other na-
tions. In a world where there is no economic hegemony by any one coun-
try, it is necessary for all of the major players in the global capital mar-
kets to agree upon the regulation of these markets. The development of
standards through soft law is probably the only realistic method of doing
SO.

Part I of this Article will discuss the use of soft law in securities regu-
lation, and why soft law works in this field. It will also introduce some
international soft-law generators. Part Il will set forth four examples of
the use and hardening of soft law in the international realm, specifically,
the establishment of international financial reporting standards (“IFRS”)
by the IASB; the development of MOUs by securities regulators; the ne-
gotiation of an anti-bribery treaty in the OECD; and the development of
standards regulating credit rating agencies (“CRAs”). Part III will discuss
some of the costs and benefits of the widespread use of soft law to regu-
late capital markets.

I. THE USE OF SOFT LAW FOR SECURITIES REGULATION

A. A Short History of Soft Law in Securities Regulation

Before there were any state or federal securities laws, securities regula-
tion was a matter of contract between stock exchanges and other SROs
and their members and listed companies. The New York Stock Exchange
(“NYSE”) was organized in 1792 by brokers to govern securities trading
in the wake of a scandal in the government bond market after the Revo-
lutionary War." In addition to establishing fixed commission rates* and

1. See RON CHERNOW, ALEXANDER HAMILTON 383-84 (2004).

2. The fixing of commission rates was the keystone of SRO regulation, not only for
the NYSE, but later for the National Association of Securities Dealers, Inc. (“NASD”),
which was formed in 1936, in a restructuring of a trade group previously known as the
Investment Bankers Association of America. See Donna Nagy, Playing Peekaboo with
Constitutional Law: The PCAOB and Its Public/Private Status, 80 NOTRE DAME L. REV.
975, 1023-24 (2005). Members of the NASD, and later, the Nasdaq Stock Market (“Nas-
daq”) did not trade on an agency basis and charge commissions, but did trade as dealers
with members at preferential prices. See Roger D. Blanc, Intermarket Competition and
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setting standards of conduct for the trading of securities, the NYSE also
regulated the corporate governance of large public corporations by con-
tractual agreements so that the exchange could advertise that its listed
issuers were “blue chip” companies. Prior to the twentieth century, such
listing agreements were individually negotiated with companies and were
flexible and subject to ad hoc enforcement.’

As early as 1869, the Stock List Committee of the NYSE evaluated the
qualitative character of listed companies regarding business, manage-
ment, capitalization structure, financials, and accounting policies to de-
termine whether a company should be listed.* It was not until the early
twentieth century that listing criteria became more standardized and in-
cluded such investor protections as requirements that listed companies
have an annual shareholders’ meeting and distribute financial informa-
tion to shareholders.’

After the 1929 stock market crash the first federal securities laws were
passed. The Securities Act of 1933 (“Securities Act”)® covers initial dis-
tributions of securities and requires that securities issuances be registered
with the SEC prior to sale unless an appropriate exemption from registra-
tion was available.” The Securities Exchange Act of 1934 (“Exchange
Act”)® covers postdistribution trading of securities and gives the SEC
oversight of stock exchanges and trading markets, including listed com-
panies, as well as securities industry intermediaries. Many matters pre-
viously dealt with in NYSE listing agreements, such as quarterly and
annual financial reporting, the holding of annual meetings, and the need
for independent audits, became matters of federal law.” Nevertheless,
stock exchanges continued to formulate and enforce listing standards,
and in 1996 Congress pre-empted blue sky securities laws.'” Then, in

Monopoly Power in the U.S. Stock Markets, 1 BROOK. J. COrRP. & CoM. L. 273, 278
(2007). See also United States v. Nat’l Ass’n of Sec. Dealers, Inc., 422 U.S. 694 (1975).

3. Douglas C. Michael, Untenable Status of Corporate Governance Listing Stan-
dards Under the Securities Exchange Act, 47 Bus. LAwW. 1461, 1465-66 (1992).

4. See CHARLES A. DICE & WILFRED J. EITEMAN, THE STOCK MARKET 111-16 (2d ed.
1941).

5. See Special Study on Market Structure, Listing Standards and Corporate Gover-
nance, 57 BUS. LAW. 1487, 1498-99 (2002) [hereinafter Special Study on Listing Stan-
dards]. At about this same time, the states began to pass securities regulation statutes
designed to assure that public offerings of securities were based on fair, just, and equita-
ble capital structures. Id. See also Hall v. Geiger-Jones Co., 242 U.S. 539 (1917).

6. Securities Act of 1933, 15 U.S.C. § 77a et seq. (1933).

7. 15U.S.C. § 77e.

8. Securities Exchange Act of 1934, 15 U.S.C. § 78a et seq. (1934).

9. Special Study on Listing Standards, supra note 5, at 1500.

10. 15 U.S.C. § 77r (1996). See also Pinnacle Commc’ns Int’l, Inc. v. Am. Family
Mortgage Corp., 417 F. Supp.2d 1073 (D. Minn. 2006).
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response to the Enron and WorldCom debacles and the bursting of the
stock market technology bubble, the Sarbanes-Oxley Act of 2002'" au-
thorized the SEC to oversee SROs. "

SRO ratemaking had a somewhat different history. The fixed minimum
commission rate for NYSE and other stock exchange trades was under-
mined by market practices and the growth of institutional investors in the
1970s. The NYSE, however, resisted the unfixing of commission rates,
while the Supreme Court held that antitrust laws did not apply to the sys-
tem of fixed commission rates because direct and active SEC supervision
negated antitrust liability." Then, both Congress and the SEC provided
that fixed commission rates be abolished."* Under a threat similar to
Congressional legislation, the SROs also moved from the one-eighth se-
curities trading convention to decimal pricing."’

Both the NYSE and NASD engaged in regulation of their members
with respect to the protection of customers, and disciplined members for
unfair or improper conduct. Prior to 1975, any SEC oversight of SRO
rulemaking and disciplinary activities was loose and informal. In the Se-
curities Act Amendments of 1975, the SEC was given the power to in-
itiate, as well as to approve, SRO rulemaking, and the SEC’s role in SRO
enforcement and discipline was expanded.'® The Exchange Act now pro-
vides that new SRO rules and rule changes must be filed with the SEC
and approved by the SEC before they can become effective.'’

At one time, SROs denied their members certain fundamental rights.
For example, persons under investigation were not entitled to bring

11. Pub. L. No. 107-204, 116 Stat. 745 (2002) (codified in scattered sections of 11,
15, 18, 28, and 29 U.S.C.).

12. This included changing SRO listing rules to meet certain corporate governance
standards as to board and committee structures. Sarbanes-Oxley, § 301, 15 U.S.C. § 78j-1
(2002).

13. Gordon v. New York Stock Exch., 422 U.S. 659 (1975).

14. Securities Acts Amendments of 1975, Pub. L. No. 94-29, 89 Stat. 97 (1975); Ex-
change Act, § 6(e), 15 U.S.C. § 78f(e) (1934). Exchange Act Rule 19b-3 prohibited fixed
commissions, but was rescinded in 1988. Rescission of Rules, Exchange Act Release No.
26,180, 53 Fed. Reg. 41,205 (Oct. 20, 1988). The Nasdaq market did not have fixed
commissions, but had a similar type of rate making in the one-eighth securities trading
convention, a structure found by the SEC to be anticompetitive in 1996. See Report Pur-
suant to Section 21(a) Regarding the NASD and Nasdaq Market, Exchange Act Release
No. 37,542, 1996 WL 452691 (Aug. 8, 1996).

15. See PLI, THE SEC SPEAKS IN 1999, Corp. L. & Prac. Handbook B-1105, at 115—
19 (1999).

16. Exchange Act §§ 11A, 19(c).

17. Id. § 19(b).
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counsel to investigative hearings.'® Since 1975, however, the SEC’s
oversight of SROs has assured that all members of SROs would be
treated fairly in connection with investigations and disciplinary proceed-
ings. SROs must provide a “fair procedure,” which includes bringing
specific charges, notifying a person subject to discipline, giving him or
her an opportunity to defend against such charges, and keeping a record.
Further, in order to impose a sanction, there needs to be a statement set-
ting forth the act or practice in which the member engaged or omitted,
the provision(s) of the regulation(s) violated, and the sanction and reason
for its imposition.'’ Sanctioned individuals have a right to appeal a deci-
sion to the SRO board or other committee.”” A further appeal to the SEC
also is provided.”' In most respects, all of these due process rights are
similar to the rights granted to persons subject to SEC disciplinary pro-
ceedings.”

Whether or not securities industry SROs have become—or should be
considered—government agencies for various purposes,” the soft law of
SROs, which began as private contract law between SROs and their
listed companies and members, has been transformed into hard law and
is legally binding upon public corporations and SRO members as a mat-
ter of federal securities regulation. Indeed, in some instances, SRO rules
have been held to preempt state law.>* This hardening was a gradual

18. See Villani v. New York Stock Exch., 348 F. Supp. 1185 (S.D.N.Y. 1972), aff’d
Sloan v. NYSE, 489 F.2d 1 (2d Cir. 1973).

19. 15 U.S.C. §§ 781(b)(7), 780-3(h)(1) (2000).

20. In the case of the NASD, this committee has been the National Adjudicatory
Council. See National Adjudicatory Council, FINRA Regulatory Enforcement (NAC),
http://www.finra.org/Industry/Enforcement/Adjudication/NAC/index.htm (last visited Feb.
17, 2009).

21. Exchange Act § 19(e)(2).

22. See SEC Rules of Practice, 17 C.F.R. pt. 201 (2009). Prior to 1975, these proce-
dural rights were afforded to persons subject to NASD discipline, but not stock exchange
discipline. See S. Doc. No. 13, at 145 (1973). As pointed out by the Senate Committee on
Banking, Housing and Urban Affairs when the 1975 Act Amendments were drafted,
since the SROs “exercise government power . . . by imposing a disciplinary sanction,
broadly defined, on a member or person affiliated with a member . . . [they] must be re-
quired to conform their activities to fundamental standards of due process.” S. REP. No.
94-75, at 24-25 (1975). The Committee also noted that SROs can adversely affect the
interests of particular persons by denying membership to an applicant or requiring mem-
bers to cease doing business in specified ways. /d.

23. See Roberta S. Karmel, Should Securities Industry Self-Regulatory Organizations
Be Considered Government Agencies?, 14 STAN. J.L. Bus. & FIN. (forthcoming 2009),
available at http://papers.ssrn.com/sol3/papers.cfm?abstract _id=1128329.

24. See NASD Dispute Resolution, Inc. v. Judicial Council, 488 F.3d 1065 (9th Cir.
2007); Credit Suisse First Boston Corp. v. Grunwald, 400 F.3d 1119 (9th Cir. 2005).
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process, brought about by the Congressional and SEC view that SROs
should not be private clubs, looking out for the interests of their mem-
bers, but public bodies, looking out for the interests of investors.

From time to time, self-regulation has been seriously questioned due to
stock market abuses that were not prevented,” but SROs have continued
to exist and formulate new standards of conduct under SEC oversight.
These soft law standards come under the rubric of “just and equitable
principles of trade.”*® The theory justifying self-regulation is that it is
more flexible than government regulation and is based on a superior
knowledge of industry practices and capabilities. Further, it can promote
ethical as well as legal standards.”” These arguments also apply to the
production of soft law in international financial regulation. But as can be
seen from the experience of SRO regulation, soft law frequently hardens
into statutes and government regulations, particularly when soft law is
used for anticompetitive purposes or has been ineffective in preventing
securities fraud. Despite some failings, soft law works well for securities
regulation. Not surprisingly it has continued to work well as securities
law has become international.

B. Why Soft Law Works for International Securities Regulation

The long history of national soft law securities regulation has contin-
ued in the international sphere out of necessity. Neither treaty law nor
customary international law can provide the speed, flexibility, and exper-
tise that international securities regulation requires. The treaty process is
not easy. Typically treaties take years to conclude.®® Thereafter, they

25. See, e.g., H.R. Doc. No. 88-95, pt. 4, at 502 (1963); Report Pursuant to Section
21(a) Regarding the NASD and Nasdaq Market, Exchange Act Release No. 37,542, 1996
WL 452691 (Aug. 8, 1996).

26. See, e.g., Order Approving Rule Change by National Association of Securities
Dealers, Inc. Relating to Limit Order Protection, Exchange Act Release No. 35,751, 1995
WL 316674 (May 26, 1995) (discussing the “Manning decision” and approving amend-
ments to the NASD’s rule based on this case, which prohibits market makers from trad-
ing ahead of customer limit orders because the practice “is inconsistent with just and
equitable principles of trade”).

27. See S.Doc. No. 13, at 149 (1973).

28. See, e.g., Jason C. Nelson, The Contemporary Seabed Mining Regime: A Critical
Analysis of the Mining Regulations Promulgated by the International Seabed Authority,
16 CoLo. J. INT’L ENVTL. L. & PoL’Y 27, 30-34 (2005) (detailing the history of the United
Nations Convention on the Law of the Sea from 1958 through 1994); S. Jacob Scherr &
R. Juge Gregg, Johannesburg and Beyond: The 2002 World Summit on Sustainable De-
velopment and the Rise of Partnerships, 18 GEO. INT’L ENVTL. L. REv. 425, 432-33
(2006) (discussing treaty-making stages of the Stockholm Convention on Persistent Or-
ganic Pollutants); David Weissbrodt & Muria Kruger, Norms on the Responsibilities of
Transnational Corporations and Other Business Enterprises with Regard to Human
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need to be ratified by a number of countries in order to enter into force.”
Ratification can be a long and complicated process in many countries
and often may not occur.’® For example, the United Nations Commission
on International Trade Law (“UNCITRAL”) has been very successful in
developing a number of treaties that have broad support such as the Unit-
ed Nations Convention on the Carriage of Goods by Sea (1978),*' the
United Nations Convention on Contracts for the International Sale of
Goods (1980),” and the Convention on the Recognition and Enforce-
ment of Foreign Arbitral Awards (1958) (“New York Convention”).”

Rights, 97 AM. J. INT’L L. 901, 914 (2003) (discussing development of the U.N. Draft
Declaration on the Rights of Indigenous Peoples and the Universal Declaration of Human
Rights, both spanning over a decade).

29. Vienna Convention on the Law of Treaties art. 24(2), May 23, 1969, 1155
U.N.T.S. 331 (stating that “a treaty enters into force as soon as consent to be bound by
the treaty has been established for all the negotiating States™); id. art. 2(b) (defining “rati-
fication” as “the international act so named whereby a State establishes . . . its consent to
be bound”).

30. RESTATEMENT (THIRD) OF FOREIGN RELATIONS LAW OF THE UNITED STATES § 303
cmt. d (1987) (stating that the president may only ratify a treaty after the Senate gives its
consent and ratification must be subject to any conditions imposed by the Senate); id. §
312 cmt. j (stating that a treaty may not enter into force in the United States unless it is
also in force internationally and even if the treaty is in force, “it will not be given effect
as law of the United States” if it is inconsistent with the U.S. Constitution).

31. UN. Comm’n on Int’l Trade Law [UNCITRAL], Status of Conventions and
Model Laws, at 2, 4 4(c), A/CN.9/626 (May 25, 2007) [hereinafter Status of Conventions
and Model Laws]. UNCITRAL’s Working Group III handled topics related to “interna-
tional legislation on shipping” and held eight sessions between 1970 and 1975. Working
Group III, http://www.uncitral.org/uncitral/en/commission/working_groups/3Shipping.html
(last visited Feb. 12, 2009). Following these sessions, a diplomatic conference adopted
the Convention on Carriage of Goods by Sea on March 31, 1978, but the treaty did not
enter into force until November 1, 1992. United Nations Convention on the Carriage of
Goods by Sea, http://www.uncitral.org/uncitral/en/uncitral_texts/transport goods/Hamburg_
rules.html (last visited Feb. 12, 2009).

32. Status of Conventions and Model Laws, supra note 31, at 2, 9 4(d). UNCITRAL’s
Working Group II held nine sessions between 1968 and 1978 to develop the Convention
on Contracts for the International Sale of Goods (“CISG”). Working Group IL, http://www.
uncitral.org/uncitral/en/commission/working_groups/2Sale of Good.html (last visited Feb.
12, 2009). The CISG was adopted on April 11, 1980, by a diplomatic conference, but did
not enter into force until January 1, 1988. United Nations Convention on Contracts for
the International Sale of Goods, http://www.uncitral.org/uncitral/en/uncitral _texts/sale
200ds/1980CISG.html (last visited Feb. 12, 2009).

33. Status of Conventions and Model Laws, supra note 31, at 2, § 4(j). See also Noah
Rubins, The Enforcement and Annulment of International Arbitration Awards in Indone-
sia, 20 AM. U. INT’L L. REV. 359, 360 (2005) (noting that the New York Convention is
“one of the most widely-ratified treaties in the world”). There was a draft New York
Convention by early 1955, and the comment period lasted until 1958. Convention on the
Recognition and Enforcement of Foreign Arbitral Awards: Travaux Préparatoires, http://www.
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The first two of these agreements took over twenty years to negotiate and
enter into force, while the New York Convention took a mere four years
to establish. Other efforts have resulted in treaties that failed to enter into
force or gain widespread acceptance: the United Nations Convention on
International Bills of Exchange and International Promissory Notes
(1988), which has five States parties but requires ten for entry into
force;** and the United Nations Convention on the Liability of Operators
of Transport Terminals in International Trade (1991), which has four
signatories and requires five for entry into force.*® Thus, developing rules
through formal international agreements is by no means swift or sure.
Even when formal international agreements are reached, their place in
domestic law is uncertain. In dualist countries, the international legal
effect is separate and distinct from the national legal effect.’® In the Unit-
ed States, for example, unless the treaty is “self-executing” it lacks do-
mestic force until it is codified in domestic legislation.’” Whether a treaty
is self-executing in the United States is not always clear. Recently, the
U.S. Supreme Court, for example, found that the Vienna Convention on
Consular Notification was not a self-executing treaty because the treaty
text itself lacked a clear indication of such status.*® Thus, the treaty
lacked force to override an inconsistent federal statute.”” Other dualist

uncitral.org/uncitral/en/uncitral_texts/arbitration/NYConvention_travaux.html (last visited
Feb. 12, 2009). The New York Convention was completed and adopted on June 10, 1958,
by diplomatic conference, and entered into force on June 7, 1959. Convention on the
Recognition and Enforcement of Foreign Arbitral Awards, http://www.uncitral.org/
uncitral/en/uncitral _texts/arbitration/N'Y Convention.html (last visited Feb. 12, 2009).

34. Status of Conventions and Model Laws, supra note 31, at 2, § 4(e).

35. Id. at 2, g 4(f). See also Claire R. Kelly, Legitimacy and Law-Making Alliances,
29 MicH. J. INT’L L. 605 (2008) (discussing successes and failures of UNCITRAL’s trea-
ties).

36. 1AN BROWNLIE, PRINCIPLES OF PUBLIC INTERNATIONAL LAW 32-33 (4th ed. 1990)
(“[In dualist countries i]nternational law is a law between sovereign states: municipal law
applies within a state and regulates the relations of its citizens with each other and with
the executive.”); John H. Jackson, Status of Treaties in Domestic Legal Systems: A Policy
Analysis, 86 AM. J. INT’L L. 310, 314 (1992) [hereinafter Jackson, Status of Treaties)
(“[TInternational treaties are part of a separate legal system from that of the domestic law

37. Foster v. Neilson, 27 U.S. (1 Pet.) 253, 314 (1829).

38. In Medellin v. Texas, the Supreme Court held that the language of the Vienna
Convention on Consular Notification does not indicate by “explicit textual expression”
that the treaty is self-executing. 128 S. Ct. 1346, 1361-62 (2008).

39. See id. at 1361 (“The Executive Branch has unfailingly adhered to its view that
the relevant treaties do not create domestically enforceable federal law.”). The ratification
history of the Convention on Consular Notification also does not suggest that either the
Senate or the president intended that the Convention and any resultant International Court
of Justice judgments would be immediately enforceable in U.S. domestic courts. Id. at
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countries do not even recognize the possibility of a self-executing treaty
and always require implementing legislation.*

Customary international law develops in a different but equally ar-
duous fashion. Customary international laws are norms that most States
follow out of a sense of obligation.*' They are not really custom; they are
binding law.** But parties can disagree as to whether a practice has risen
to the level of customary international law.” Identifying and tracking
state practice on a particular issue takes time.* Moreover, the require-
ment that States follow the norm out of a sense of obligation creates an
interpretive ambiguity that can lead to disputes over what is customary
international law.* Not surprisingly, it takes time for norms to evolve to
the point where most would agree that States follow the norms out of a

1360. Further, the relief sought by Medellin was not supported by “the postratification
understanding” of any other Convention signatories. /d. at 1363.

40. Jackson, Status of Treaties, supra note 36, at 315 (discussing that dualist States
require “act[s] of transformation” before treaty norms can be incorporated into domestic
law). See also, e.g., Carl Baudenbacher, Judicialization: Can the European Model Be
Exported to Other Parts of the World?, 39 TEX. INT’L L.J. 381, 391 (2004) (stating that, as
a dualist country, Norway had to implement the Convention establishing the European
Court of Human Rights into its domestic law to give the court legal effect); David Dy-
zenhaus, The Rule of (Administrative) Law in International Law, 68 LAW & CONTEMP.
PRrOBS. 127, 141-42 (2005) (noting that the dualist legal system of Canada requires par-
liamentary approval); Michael H. Lee, Revolution, Evolution, Devolution: Confusion?
The Erosion of the “Supremacy of Parliament” and the Expanding Powers of the Courts
in the United Kingdom, 23 SUFFOLK TRANSNAT’L L. REV. 465, 466 (2000) (stating that
treaties do not become part of domestic law in the United Kingdom unless the provisions
are passed in an act of parliament).

41. MARK E. VILLIGER, CUSTOMARY INTERNATIONAL LAW AND TREATIES: A MANUAL
ON THE THEORY AND PRACTICE OF INTERRELATION OF SOURCES 53-54 (2d ed. 1997) (de-
scribing a pattern by which practices are “hardened” and become “generally regarded as
obligatory”). See also North Sea Continental Shelf (F.R.G. v. Den.; F.R.G. v. Neth.),
1969 1.C.J. 4, 44 (Feb. 20) (“Not only must the acts concerned amount to a settled prac-
tice, [but] . . . [t]he States concerned must . . . [also] feel that they are conforming to what
amounts to a legal obligation.”); SIR HERSCH LAUTERPACHT, THE DEVELOPMENT OF
INTERNATIONAL LAW BY THE INTERNATIONAL COURT 379 (1958) (discussing that interna-
tional customary law primarily consists of a “psychological conception” that a practice
should be followed out of obligation).

42. See LAUTERPACHT, supra note 41, at 377 (noting that legally binding rules are
manifestations of the general and gradual acceptance of international customs).

43. Andrew T. Guzman, Saving Customary International Law, 27 MICH. J. INT’L L.
115, 142-43 (2005) (discussing the doctrine of “persistent objectors”).

44. Seeid. at 126-27.

45. See id. at 124-25 (noting the circularity of the subjective opinio juris requirement
and the resultant vagueness regarding when a practice is customary).
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sense of obligation.*® Some never agree.*’ For example, the United States
and Switzerland often disagree over the U.S. desires to prosecute insider
trading and to seek information in connection with an alleged crime in
the United States, where revealing that information would violate Swiss
bank secrecy laws.*® The Swiss norms value bank secrecy, while the U.S.
norms criminalize insider trading and support the production of evidence
in connection with criminal activity.*

Unlike treaty or customary international law, soft law is nonbinding
law that can form in a variety of relatively timely ways. It may be devel-
oped through resolutions, practices, aspirational agreements, and the
promulgation of norms in various forms that guide behavior.”® Although
soft law is not customary international law—norms that most States fol-
low out of a sense of obligation—it can evolve into customary interna-
tional law and thus into hard law.’' International soft law may also
evolve from self-regulatory bodies, such as the IASB, and voluntary in-
ternational standard-setting bodies, such as IOSCO. Paradoxically, soft
law, while nonbinding, may also be found in treaties, which do bind. The
parts of treaty law that are soft law (and thus nonbinding) are so because
they are imprecise or lack an obligatory command.” A treaty provision

46. H.W.A. THIRLWAY, INTERNATIONAL CUSTOMARY LAW AND CODIFICATION 1-2
(1972) (stating that the development of customary international law is a “majestic”
process).

47. E.g., Melynda J. Price, Balancing Lives: Individual Accountability and the Death
Penalty as Punishment for Genocide (Lessons from Rwanda), 21 EMORY INT’L L. REV.
563, 566 & n.13 (2007) (discussing that there are varying viewpoints on the use of the
death penalty); A. Mark Weisburd, Customary International Law and Torture: The Case
of India, 2 CHI. J. INT’L L. 81 (2001) (discussing differing opinions on torture).

48. See, e.g., Europe, U.S. Battle Swiss Bank Secrecy, Bus. WK., May 21, 2008,
http://www.businessweek.com/globalbiz/content/may2008/gb20080521 571069.htm.

49. See infra notes 153—57 and accompanying text.

50. See Kenneth W. Abbott & Duncan Snidal, Hard and Soft Law in International
Governance, 54 INT’L. ORG. 421, 421-23 (2000) [hereinafter Abbott & Snidal, Hard and
Soft Law] (noting that most international law is soft and its form varies greatly depending
on the purpose of the law).

51. Catherine Tinker, Responsibility for Biological Diversity Conservation Under
International Law, 28 VAND. J. TRANSNAT’L L. 777, 804 (1995) (stating that while soft
law may not be binding, it “indicates[s] the direction in which the international communi-
ty is interested in moving and how far states are willing to go”). See also Pierre-Marie
Dupuy, Soft Law and the International Law of the Environment, 12 MICH. J. INT’L L. 420,
428-29 (1991) (stating that soft law identifies future goals rather than current legal duties,
but noting that parties often ascribe much importance to soft law instruments and nego-
tiate them as they would treaty provisions).

52. See, e.g., North American Agreement on Environmental Cooperation, U.S.-Can.-
Mex., Sept. 8-14, 1993, 32 I.L.M. 1480 (1993); North American Agreement on Labor
Cooperation, U.S.-Can.-Mex., Sept. 8-14, 1993, 32 LL.M. 1499 (1993). Abbott and
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may speak in aspirational terms. For example, the Organization of Amer-
ican States (“OAS”) in its Inter-American Convention Against Corrup-
tion asks States parties to agree “to consider the applicability of measures
within their own institutional system[].”>* Even though such aspirations
are contained within a treaty, they are nonetheless “soft law.” Soft law,
unlike customary international law or treaty law (hard law), does not
purport to bind States.

To understand the close relationship among these different sources of
norms, it is helpful to compare hard and soft law more generally. Profes-
sors Abbott and Snidal explain hard and soft law through a legalization
optic. Legalization refers to the degree of precision, obligation, and dele-
gation contained in any rule or norm.”* Rules or norms with high degrees
of each of these characteristics reflect hard law; those instances where
States have bound themselves to precise rules that can be adjudicated by
a body having the authority to pass on the rules.”” Rules or norms that
lack precision, obligation, and/or delegation are soft law.’® Thus, soft law
may be “soft” because, although it is contained in a treaty and therefore
has a high degree of obligation, it is not precise or lacks an interpretive
forum.”” Alternatively, soft law may be precise in terms of its require-
ments, by establishing technical standards in a fair degree of detail, for
example, but States may not commit to those standards as binding (even
though they may use them consistently).”

Snidal reference these side agreements as instances where States used “hortatory or im-
precise provisions to deal with the difficult issues, allowing them to proceed with the rest
of the bargain.” Abbott & Snidal, Hard and Soft Law, supra note 50, at 445. See also the
Vienna Convention for the Protection of the Ozone Layer, Mar. 22, 1985, 1513 U.N.T.S.
324, as discussed in Kenneth W. Abbott et al., The Concept of Legalization, 54 INT’L
ORG. 401, 407 (2000). As the authors explain, the agreement “imposed binding treaty
obligations, but most of its substantive commitments were expressed in general, even
hortatory language and were not connected to an institutional framework with indepen-
dent authority.” Id.

53. Organization of American States, Inter-American Convention Against Corruption
art. III, Mar. 29, 1996, 35 I.L.M. 724 [hereinafter IACAC].

54. See Abbott & Snidal, Hard and Soft Law, supra note 50, at 421-24 (discussing
legalization along the continuum from hard law to soft law).

55. Id. at 421-22.

56. Id. at 422.

57. Id. at 441-43 (stating that precision and delegation can be reduced or even unat-
tainable in response to concerns regarding uncertainty, and referencing the Vienna Ozone
Convention as legally binding yet imprecise and arms control agreements as “precise and
binding[,] but limit[ing] delegation to forums that promote political bargaining”).

58. Id. at 442 (noting the advantages of hortatory rules utilizing precision to limit
obligations and maintain flexibility).
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The difficulty of developing international law through the treaty
process or customary international law reveals the comparative advan-
tage of soft law. Soft law often evolves over time with less of a commit-
ment than treaty law. For example, the IOSCO nonfinancial disclosure
standards took a decade to develop.” The SEC adopted the substance of
the IOSCO standards when it codified them through the regulatory
process.” Additionally, self-regulatory organizations that develop soft
law build upon expertise and fashion norms through consensus. As a re-
sult, soft law norms face less resistance and thus may be better able to
secure compliance.

Soft law’s ability to secure compliance, despite its nonbinding status,
enhances its appeal internationally. International rules developed through
treaty, customary international law, or soft law may go unheeded. De-
spite pacta sunt servanda, the principle that agreements are to be obey-
ed,®" all international law sources generally face a compliance challenge.
Treaties typically do not provide remedies for their breach and even
where they do, parties usually retain the option to withdraw from the
treaty altogether.”> Customary international law and soft law also lack
explicit compliance mechanisms.”> Some claim that international law is

59. See About IOSCO, http://www.iosco.org/about/index.cfm?section=history (last
visited Mar. 26, 2009) (detailing IOSCO’s formation in 1983 and ultimate adoption of the
disclosure standards in 1998).

60. See infra note 122 and accompanying text.

61. Vienna Convention on the Law of Treaties, supra note 29, art. 26 (“Every treaty
in force is binding upon the parties to it and must be performed by them in good faith.”).
See also Norwegian Loans (Fr. v. Nor.), 1957 1.C.J. 9, 53 (July 6) (separate opinion of
Judge Lauterpacht) (stating that the obligation to act in good faith is “a general principle
of law, [and] is also part of international law”); Vienna Convention on the Law of Trea-
ties, supra note 29, art. 31(1) (stating that all treaties “shall be interpreted in good faith”);
id. pmbl. (“[n]oting that the principle[] of . . . good faith and the pacta sunt servanda rule
are universally recognized”).

62. Vienna Convention on the Law of Treaties, supra note 29, art. 54 (stating that a
party may withdraw from a treaty as provided in the treaty’s provisions or following con-
sultations with other signatories); id. art. 56 (stating that a party may withdraw from a
treaty where its provisions do not indicate the right to withdrawal if the right was either
intended or implied).

63. See George Norman & Joel P. Trachtman, The Customary International Law
Game, 99 AM. J. INT’L L. 541, 544 (2005) (discussing whether States comply with custo-
mary international law out of a “sense of legal obligation,” or opinio juris); id. at 572
(noting that in order for customary international law to maintain its dynamism and to
evolve, it necessarily must not require total compliance). See also Charles K. Whitehead,
What’s Your Sign?—International Norms, Signals, and Compliance, 27 MICH. J. INT’L L.
695, 715-18 (2006) (discussing that compliance with soft law is a matter of relational
theory rather than enforcement based).
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not law at all because there is no means of enforcement.®* This claim
overemphasizes coercion as a compliance tool.”’ In international law,
compliance can stem not only from coercion but also from self-interest®
and/or from the sense that the law ought to be obeyed, i.e., the “legitima-
cy pull.” Some have argued that a State’s commitment to honor an inter-
national agreement exists whether that commitment comes in the form of
treaty law or soft law.”’” In fact, soft law may be followed more consis-
tently than a rule adopted by treaty or acknowledged as customary inter-
national law. Even when soft law rules eventually harden, there is often a
great deal of regulatory discretion regarding enforcement. Thus, hard law
rules are not necessarily more likely to be enforced simply because they
are “hard law.” Rather, compliance stems from self-interest and legiti-
macy.

In sum, treaties are not easy to conclude, their effect in domestic law
often awaits domestic legislation, and compliance stems less from the
written agreement and more from the compliance benefits or the recogni-
tion that the rules contained in those treaties are legitimate. So too with
customary international law. Although its creation takes a different path
than treaty law, it is still a cumbersome, complicated, and time-
consuming process. It is also fraught with ambiguities and disagreement.
While soft law is certainly not free from ambiguities, its less threatening
nature allows it to develop more swiftly. At the same time, it may be able
to guide conduct as effectively as treaty or customary international law.
It, too, must look to tangible benefits and legitimacy to secure com-
pliance. Soft law, however, has its own problems. Examining the interna-
tional organizations that create soft law, as well as how soft law develops
and hardens, will help illustrate these problems.

64. E.g., John R. Bolton, Is There Really “Law” in International Affairs?, 10
TRANSNAT’L L. & CONTEMP. PROBS. 1, 7 (2000) (discussing that international law is not
law because “there are certainly no agreed-upon enforcement, execution, or compliance
mechanisms”).

65. H.L. A. HART, THE CONCEPT OF LAW 217-18 (2d ed. 1994) (stating that identify-
ing binding obligations with the threat of punishment distorts the concepts of duty and
obligation in international law).

66. See IAN HURD, AFTER ANARCHY: LEGITIMACY AND POWER IN THE UNITED
NATIONS SECURITY COUNCIL 37-38 (2007) [hereinafter HURD, AFTER ANARCHY] (noting
that self-interest as a means of compliance is preferable to coercion because the latter
necessarily “leaves the coerced worse off than before”).

67. JAN KLABBERS, THE CONCEPT OF TREATY IN INTERNATIONAL LAW 165-217 (1996)
(arguing that soft law is no less binding than hard law by detailing various cases in which
the World Court held that parties were legally bound to agreements or commitments re-
gardless of their form).
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C. Important Soft Law Organizations

There are a number of soft law norm generators in the securities field.
It is helpful to understand how some of them are structured.

1. IOSCO

IOSCO is an “international association of securities regulators”® with
tremendous influence on the development of international norms for the
regulation of securities.®” The IOSCO membership’® has agreed

to cooperate together to promote high standards of regulation in order
to maintain just, efficient and sound markets; to exchange information
on their respective experiences in order to promote the development of
domestic markets; to unite [their] efforts to establish standards and an
effective surveillance of international securities transactions; and to
provide mutual assistance to promote the integrity of the markets by a

68. INT’L ORG. OF SEC. COMM’NS, 2007 ANNUAL REPORT 34 (2007), available at
http://www.iosco.org/annual reports/annual report 2007/pdf/annual report 2007.pdf [he-
reinafter [IOSCO, ANNUAL REPORT].

69. Aaron Unterman, Exporting Risk: Global Implications of the Securitization of
U.S. Housing Debt, 4 HASTINGS Bus. L.J. 77, 117 (2008) (citing Harold S. Bloomenthal
& Samuel Wolff, International Organizations and Processes: International Organization
of Securities Commissions—Background, 10 INT’L CAP. MARKETS & SEC. REG. 1:73
(2006). Originally founded as the “Inter-American Conference of Securities Commis-
sions” in 1974, it became IOSCO in 1983 when its membership expanded beyond North
and South American securities regulators. About IOSCO, supra note 59.

70. IOSCO’s membership is broken down into three categories: “ordinary” members
(who possess a single vote); “associate” members (who do not possess voting power and
may not become members of the Executive Committee, though they are eligible to be-
come members of the Presidents Committee); and “affiliate” members (who possess no
vote and cannot become members of either the Executive Committee or the Presidents
Committee). There are currently 109 ordinary members, eleven associate members, and
seventy-one affiliate members. See IOSCO Membership Lists, http://www.iosco.org
/lists/index.cfm?section=general (last visited Feb. 16, 2009) (follow “Ordinary,” “Asso-
ciate,” and “Affiliate” hyperlinks for individual lists). Ordinary membership is available
to securities commissions and similar government bodies, and in the event that a given
jurisdiction does have a regulatory government body, a self-regulatory body (e.g., a stock
exchange) may become eligible. [IOSCO, ANNUAL REPORT, supra note 68, at 37. Ordinary
members include the SEC, the United Kingdom’s Financial Services Authority (“FSA”),
and Hong Kong’s Securities and Futures Commission. IOSCO Membership Lists, supra.
Associate membership is available to public regulatory bodies of countries that are al-
ready ordinary members: the Commodity Futures Trading Commissions (“CFTC”) is a
notable example. Affiliate membership is available to SROs and international bodies with
“an appropriate interest in securities regulation,” IOSCO, ANNUAL REPORT, supra note
68, at 37, including the London Stock Exchange, the New York Stock Exchange, and the
International Monetary Fund (“IMF”). IOSCO Membership Lists, supra.
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rigorous application of the standards and by effective enforcement
against offenses.”’

The resulting dialogue established at IOSCO has led to a set of prin-
ciples and best practices for securities regulation.”” For example,
IOSCO’s Objectives and Principles of Securities Regulation” (“OPSR”)
sets forth thirty principles of securities regulation based upon three ob-
jectives: (1) the protection of investors; (2) ensuring that markets are fair,
efficient, and transparent; and (3) the reduction of systemic risk.”* The
principles promulgated by IOSCO are nonbinding on its members,
though members undertake “to use their best endeavors within their ju-
risdiction to ensure adherence” to the organization’s principles.”” The
nonbinding nature of IOSCO’s resolutions is reflective of the organiza-
tion’s predilection towards flexibility.”®

I0SCO is set apart from many other international regulatory organiza-
tions insofar as it has become formalized enough to justify a general se-
cretariat, even though it merits “no place on the landscape of the interna-
tional legal system.””” The General Secretariat, based in Madrid, Spain,
organizes [OSCO’s business (including the collection of dues and plan-
ning of annual conferences)’® and handles all requests for information
from members and nonmembers.” I0SCO has a number of commit-
tees,™ but the Technical Committee is responsible for developing finan-

71. I0SCO, ANNUAL REPORT, supra note 68, at 3.

72. ANNE-MARIE SLAUGHTER, A NEW WORLD ORDER 53—-54 (2004).

73. The OPSR was originally adopted in 1998 and amended in May 2003. Int’l Org.
of Sec. Comm’ns [IOSCO], Objectives and Principles of Securities Regulation (2003),
available at http://www .iosco.org/library/pubdocs/pdf/IOSCOPD154.pdf.

74. Id. ati.

75. Id. at 3.

76. The essence of this flexibility is captured in the OPSR’s declaration that “there is
often no single correct approach to a regulatory issue” and, therefore, local developments
and history must be taken into account in order for members to implement the organiza-
tion’s principles domestically. /d.

77. SLAUGHTER, supra note 72, at 38.

78. 10SCO, ANNUAL REPORT, supra note 68, at 37.

79. David Zaring, Informal Procedure, Hard and Sofi, in International Administra-
tion, 5 CHL J. INT’L L. 547, 563 (2005). While IOSCO’s administration is lodged with the
General Secretariat, its regulatory standards are created through its committees. Cheryl
Nichols, The Importance of Selective Federal Preemption in the U.S. Securities Regula-
tory Framework: A Lesson from Canada, Our Neighbor to the North, 10 CHAP. L. REV.
391, 406 (2006).

80. There are ten IOSCO committees. IOSCO, ANNUAL REPORT, supra note 68, at 35.
The Presidents’ Committee is composed of the presidents of regular and associate mem-
ber agencies, meets annually, and “has all the powers necessary or convenient to achieve
the purpose of IOSCO.” Id. at 34. The Executive Committee is composed of nineteen
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cial regulatory standards and recommendations of best practices, and has
therefore garnered the majority of IOSCO’s press.®' It has been characte-
rized by one commentator as the place where “most of the important
work is done.”® Its meetings are closed to the public and its work is di-
vided into five subject areas, each deliberated upon by a working group:
(1) multinational disclosure and accounting, (2) regulation of secondary
markets, (3) regulation of market intermediaries, (4) enforcement and the
exchange of information, and (5) investment management.*> After re-
viewing the issues in each of these defined areas, the recommendations
of these working groups are forwarded to the Presidents and Executive
Committees, where they are ultimately promulgated.®

members, meets periodically, is “subject to the By-Laws of IOSCO, [and] takes all deci-
sions and undertakes all actions necessary or convenient to achieve the objectives of
I0SCO.” Id. Membership of the Executive Committee is comprised of “the Chairmen of
the Technical and Emerging Markets Committees, the Chairmen of each Regional Com-
mittee, one ordinary member elected by each Regional Committee from among the ordi-
nary members elected by the Presidents Committee, and nine ordinary members elected
by the Presidents Committee.” Id. The Executive Committee consists of two highly spe-
cialized working committees: the Technical Committee and the Emerging Markets Com-
mittee. [OSCO Working Committees, http://www.iosco.org/about/index.cfm?section=
workingemts (last visited Mar. 18, 2009). The Technical Committee is composed of fi-
nancial regulators from the world’s most developed markets, and its stated objective is
“to review major regulatory issues related to international securities and futures transac-
tions and to coordinate practical responses to these concerns.” Id. Membership currently
includes representatives from the SEC, the CFTC, and the FSA. Id. (follow “Executive
Committee” hyperlink). The Emerging Markets Committee was established to promote
efficiency in the world’s emerging securities and futures markets through the establish-
ment of standards and principles. /d. The SRO Consultative Committee (“SROCC”) is
comprised of self-regulatory organizations that are affiliate members, and its primary
function is to provide information regarding SRO rules and regulations to individuals
contemplating investment in the global securities market. Nichols, supra note 79, at 407.
The SROCC also interacts with the Technical Committee in order to provide information
about domestic markets to aid in the drafting of regulatory initiatives. See I0SCO,
ANNUAL REPORT, supra note 68.

81. Zaring, supra note 79, at 564.

82. SLAUGHTER, supra note 72, at 227.

83. I0SCO, ANNUAL REPORT, supra note 68.

84. Marc 1. Steinberg & Lee E. Michaels, Disclosure in Global Securities Offerings:
Analysis of Jurisdictional Approaches, Commonality and Reciprocity, 20 MICH. J. INT’L.
L.207, 240 (1999).
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2.IASB

The TASB is “an independent, privately-funded accounting standard
setter based in London, [United Kingdom].” It was created to meet the
increasing demand for international accounting rules.*® Its goal is “to
provide the world’s integrating capital markets with a common language
for financial reporting”®’ through the creation of a universal, understand-
able, and enforceable set of accounting standards.®

The oversight of the IASB, which includes the appointment of its
members and fundraising, is handled by the twenty-two trustees of the
International Accounting Standards Committee Foundation (“IASC”).*
In the interest of ensuring that the makeup of the board of trustees re-
flects the diversity of the world’s capital markets, six trustees must be
appointed from North America, Europe, and the Asia/Oceania region,
respectively, and the remaining four trustees can come from anywhere so
long as the “overall geographical balance” is maintained.”

The IASB is comprised of fourteen members, twelve on a full-time ba-
sis and two on a part-time basis, and unlike the IASC trustees, member-
ship is not based upon geographical criteria.”’ The most important quali-

85. About the TASB, http://www.iasb.org/About+Us/About+the+IASB/About+the+
IASB.htm (last visited Mar. 18, 2009). The IASB is the standard-setting body of IASC
Foundation. Int’l Accounting Standards Comm. [IASC], IASC Foundation Constitution
14, available at http://www.iasb.org/NR/rdonlyres/1904AEEE-3554-49C6-BD96-A46
11A6964BE/0/IASCFoundationConstitution2.pdf [hereinafter IASC, Constitution]. The
TASB exists under the umbrella of its parent entity, the IASC, a not-for-profit corporation
incorporated in the State of Delaware. About the IASB, supra. The IASC was formed in
1973 through an agreement among nine national accounting bodies: Australia, Canada,
France, Germany, Japan, Mexico, Holland, the United Kingdom, and the United States.
Mark J. Hanson, Becoming One: The SEC Should Join the World in Adopting the Inter-
national Financial Reporting Standards, 28 Loy. L.A. INT’L & Comp. L. REv. 521, 524
(2006). The IASC was criticized for being a part-time accounting principle setter whose
structure would hinder its ability to promulgate fair and efficient global accounting stan-
dards, so it overhauled its infrastructure, creating the IASB and delegating most of the
technical rulemaking power to it. /d. at 524-25.

86. Walter Mattli & Tim Buthe, Global Private Governance: Lessons from a Nation-
al Model of Setting Standards in Accounting, 68 LAW & CONTEMP. PROBS. 225, 228
(2005).

87. INT’L ACCOUNTING STANDARDS BD., IASB AND THE IASC FOUNDATION: WHO WE
ARE AND WHAT WE Do 1 (2008), available at http://www.iasb.org/NR/rdonlyres/0ASA
767C-ETDE-49E5-8B12-499F62F8870C/0/WhoWeAre Finall12508.pdf.

88. International Accounting Standards Board—About Us, http://www.iasb.org/
About+Us/International+Accounting+Standards+Board+-+About+Us.htm (last visited Mar.
14, 2009).

89. IASC, Constitution, supra note 85, at 19.

90. Id.

91. Id.at 18.
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fications for membership are that individuals shall have the professional
and practical experience to ensure that the membership is comprised of
“the best available combination of technical expertise and diversity of
international business and market experience in order to contribute to the
development of high quality, global accounting standards.”* Each mem-
ber possesses a single vote, and nine votes are required for the promulga-
tion of any standard.”

The TASB is solely responsible for drafting and promulgating Interna-
tional Accounting Standards (“IAS”), most notably IFRS. However, the
IASB consults with two other bodies, the Standards Advisory Council
(“SAC”) and the International Financial Reporting Interpretations Com-
mittee (“IFRIC”), and reports to the IASC. The SAC is responsible for
providing comments and advice on the development of IASB projects,
and IFRIC is charged with reviewing any potential accounting concerns
that arise from IASB projects, though any interpretation that it proffers is
subject to the approval of the IASB.” The IASB’s meetings are open to
the public (as well as publicly available on its website).”” It also solicits
public comments on its standards.”®

The IASB is also given the authority by the IASC to “have full discre-
tion in developing and pursuing the technical agenda of the IASB and
over project assignments on technical matters: in organising the conduct
of its work, the IASB may outsource detailed research or other work to

92. Id. Current board members include Professor Mary E. Barth from the Stanford
University Graduate School of Business, Stephen Cooper from the UBS Investment Bank
in London, and Tatsumi Yamada, a former Partner of ChuoAoyama Audit Corporation
(PricewaterhouseCoopers) in Japan. See About IASB: Board Members, http://www.iasb.
org/About+Us/About+the+IASB/IASB+members.htm (last visited Feb. 15, 2009).

93. DoUGLAS R. CARMICHAEL, RAY WHITTINGTON & LYNFORD GRAHAM, ACCOUNT-
ANTS’ HANDBOOK 907 (11th ed. 2007).

94. Mattli & Buthe, supra note 86, at 251.

95. INT’L ACCOUNTING STANDARDS BD., DUE PROCESS HANDBOOK 9 68 (2006), avail-
able at http://www.iasb.org/NR/rdonlyres/7D97095E-96FD-4F1F-B7F2-366527CB4FA
7/0/DueProcessHandbook.pdf [hereinafter IASB, DUE PROCESS HANDBOOK]. Information
on IASB meetings can be found at IASB Meetings, http://www.iasb.org/Meetings/
Meetings+Page.htm (last visited Feb. 16, 2009).

96. IASB, DUE PROCESS HANDBOOK, supra note 95, 94 94-98 (discussing public
comments on published proposals and exposure drafts, and duration of comment periods);
id. 99 103-06 (discussing IASB’s usage of public hearings, round-table discussions, and
the possibility that IASB will send representatives to meetings initiated by the public to
address concerns about the organization’s agenda). For documents currently open to public
comment, see International Accounting Standards Board—Open to Comment, http:/www.
iasb.org/Open+to+Comment/International+Accounting+Standards+Board+-+Open+to+Com
ment.htm (last visited Feb. 16, 2009).
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national standard setters or other organizations.”’ One notable example
of this is the fact that IFRS were originally a recommendation of
10SCO.”

Due to the fact that the IASB derives its funding from private sector
firms, some commentators have argued that the international accounting
standards that it promulgates are rife with potential conflicts of interest.”’
Since the IASB’s funding and budgetary concerns are handled by the
IASC, it may be argued that the IASB’s members are insulated from the
influence of the donors.'”

3. OECD

The OECD, an international organization with its general secretariat
headquartered in Paris, France, “provides a forum where governments
can compare and exchange policy experiences, identify good practices
and promote decisions and recommendations” with respect to “the eco-
nomic, social and governance challenges that can accompany [globaliza-
tion].”"" As others have pointed out, it is a forum for national regulators
to tackle common problems.'” The OECD develops guidelines and mod-
els of best practices, and sometimes formal agreements.103

The thirty market democracies that comprise the OECD’s current
membership are represented by ambassadors, and unlike many interna-
tional organizations, membership is contingent upon approval by the
Council of members following the “accession process.”'** The OECD is

97. TASC, Constitution, supra note 85, at 20.

98. See Hanson, supra note 85, at 526. IOSCO released an “International Equity Of-
fers” report in 1989, which “called for a single worldwide securities disclosure document
that would use internationally accepted accounting standards.” /d.

99. Caroline Bradley, Private International Law-Making for the Financial Markets,
29 ForDHAM INT’L L.J. 127, 178 (2005) (quoting Charlie McCreevy, European Comm’r
for Internal Mkt. & Servs., Governance and Accountability in Fin. Servs., Speech at the
Economic and Monetary Affairs Committee of European Parliament, Brussels (Feb. 2,
2005)) (“The standard setters are currently sponsored by voluntary contributions from
contributors ranging from central banks to listed companies, which raises potential issues
of conflict of interest.”).

100. Nevertheless, some commentators have admonished that the case of the FASB
and Sarbanes-Oxley in the United States provides a strong argument that “alternative
sources of funding are required to guarantee effective independence.” Mattli & Buthe,
supra note 86, at 254.

101. ORG. FOR ECON. CO-OPERATION & DEV., OECD ANNUAL REPORT 2008, at 10,
available at http://www.oecd.org/dataoecd/39/19/40556222.pdf.

102. SLAUGHTER, supra note 72, at 17.

103. See id.

104. OECD, Members and Partners, http://www.oecd.org/pages/0,3417,en_36734052_



904 BROOK. J. INT'L L. [Vol. 34:3

funded by contributions from its member countries, which are based
upon a percentage of the member’s economy.'”®

The OECD largely functions through its General Secretariat, specia-
lized committees, and the Council.'®® There are approximately 200 spe-
cialized committees, working groups, and expert groups, all of which are
comprised of representatives from member countries that discuss, ex-
change information, and evaluate the progress of policy areas ranging
from economics to employment and education.'”” The Council is where
“decision-making power is vested.”'” “It is made up of one representa-
tive per member country, plus a representative from the European Com-
mission.”'” Council meetings involve discussion of key issues and lead
to the delegation of work projects to the General Secretariat.''® The
OECD has described the manner in which it functions as “consist[ing] of
a highly effective process that begins with data collection and analysis
and moves on to collective discussion of policy, then decision-making
and implementation.”""'

None of these organizations develop soft law in the same way; thus, it
is helpful to consider some concrete examples of how soft law develops
and how it subsequently hardens. Although a variety of international or-
ganizations, primarily SROs, trade associations, and international banks,
develop soft securities regulation, IOSCO, the IASB, and the OECD are
the bodies focused upon in this Article.'"

volves a review by the Council where the applicant must show “attachment to the basic
values shared by all OECD members: an open market economy, democratic pluralism
and respect for human rights.” The applicant must also “state its position vis-a-vis the
OECD ‘legal instruments’ (meaning the Decisions, Recommendations and Declarations
adopted within the framework of the Organisation).” OECD, Becoming a Member of the
OECD: The Accession Process, http://www.oecd.org/document/11/0,3343,en 2649 344
89 1958091 _1_1_1_1,00.html (last visited Mar. 18, 2009).

105. ORG. FOR ECON. CO-OPERATION & DEv., THE OECD 12 (2008), available at
http://www.oecd.org/dataoecd/15/33/34011915.pdf (“The largest contributor is the Unit-
ed States, which provides approximately 25% of the budget, followed by Japan.”).

106. Id. at 11. The general secretariat is comprised of 2,500 staff members (“in-
clud[ing] about 700 economists, lawyers, scientists and other professionals”), and its
primary function is to perform research and analysis requested by its member countries.
Id. at 12.

107. Id. at 11.

108. Id.

109. Id.

110. Id.

111. Id. at 13.

112. CESR is composed of representatives from the securities regulatory agencies of
the EU and functions as a coordinating and advisory group under the European Commis-
sion. CESR’s determinations are soft law, but CESR is influential in formulating a Euro-



2009] HARDENING OF SOFT LAW 905

II. STORIES ABOUT THE HARDENING OF SOFT LAW

A. IFRS'

The U.S. federal securities laws establish mandatory disclosure of the
business and financial affairs of all companies that make public offerings
of securities in the United States or that have 500 shareholders and $10
million in assets and trade in the U.S. securities markets. Public offering
documents must include audited financial statements prepared according
to U.S. generally accepted accounting principles (“GAAP”), and publicly
traded companies must file annual and periodic reports that include au-
dited annual financial statements prepared according to U.S. GAAP.'"
Although it has been argued for some time that international accounting
standards would better serve the needs of investors in the global capital
markets,'"” the SEC has been slow to accept any non-U.S. GAAP finan-
cial statements for SEC filings. But in response to pressures from the
European Union and foreign issuers, the SEC is currently in the process
of shifting its requirements from U.S. GAAP to IFRS. Although account-
ing standards are promulgated by private sector bodies, they become
hard law when regulators require their inclusion in financial statements
given to investors.

The most important part of an SEC registration statement is the pros-
pectus circulated to investors. Information required in a prospectus is
specified in § 7 of the Securities Act.''® Under § 19(a) of the Securities

pean position with regard to securities regulation in the EU. CESR has played an impor-
tant role in the convergence of accounting standards between the United States and the
EU and may be utilized in development of international standards for credit rating agen-
cies. See CESR in Short, http://www.cesr-eu.org/index.php?page=cesrinshort&mac=0&id=
(last visited Mar. 26, 2009). See also supra note 138 and accompanying text.

113. A more comprehensive analysis of this topic, arguing that the EU was instrumen-
tal in moving the SEC to recognizing IFRS, can be found at Roberta S. Karmel, The EU
Challenge to the SEC, 31 FORDHAM J. INT’L L. 1692 (2008).

114. 15 U.S.C. § 78m (2008).

115. See Edward F. Greene, Beyond Borders: Time to Tear Down the Barriers to
Global Investing, 48 HARV. INT’L L.J. 85 (2007); Roberta S. Karmel & Mary S. Head,
Barriers to Foreign Issuer Entry into U.S. Markets, 24 LAw & PoL’Y INT’L Bus. 1207
(1993); Ethiopis Tafara & Robert J. Peterson, A4 Blueprint for Cross-Border Access to
U.S. Investors: A New International Framework, 48 HARvV. INT’L L.J. 31 (2007); Edward
F. Greene, Beyond Borders Part II: A New Approach to the Regulation of Global Securi-
ties Offerings (2007), http://www.sechistorical.org/collection/papers/2000/2007 0501
GreeneBeyondT.pdf; Edward F. Greene & Linda C. Quinn, Building on the International
Convergence of the Global Markets: A Model for Securities Law Reform, 1372 PLI/CORP
561 (Nov. 15, 2001, revised Aug. 2002).

116. 15U.S.C. § 77g.
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Act, the SEC may adopt rules and regulations and define terms.''” Pur-
suant to this authority, the SEC has adopted forms for the registration of
securities offerings, regulations specifying the narrative contents of such
forms, and the accounting statements required to be included in SEC fil-
ings.""® The SEC’s rulemaking power is very broad and gives the SEC
authority to formulate accounting principles, but the SEC has delegated
this authority to the accounting profession, specifically the Financial Ac-
counting Standards Board (“FASB”), by recognizing its standards as “au-
thoritative” for filed documents.'"® In Sarbanes-Oxley, Congress set forth
requirements as to board composition, funding, and other matters for a
body that would promulgate accounting standards that the SEC could
recognize as “authoritative.”'*® Such a body is required to be from the
private sector, rather than a government body. The IASB is such a pri-
vate sector body, although, as will be explained below, its governance
was changed at the insistence of the SEC so that the SEC could eventual-
ly recognize its standards as “authoritative.”

The SEC generally requires foreign (that is, non-U.S.) issuers that pub-
licly raise capital in the United States or list their shares on a U.S. securi-
ties exchange to comply with the registration requirements of the Securi-
ties Act and the Exchange Act, unless appropriate exemptions from
registration are available. Although the SEC’s approach to foreign issuer
disclosure is essentially a national treatment approach, the SEC has de-
signed special registration forms for foreign issuers that relax some of
the rigors of the registration process.'””’ In October 1999, the SEC
amended the foreign issuer disclosure forms to substantially replace the
nonfinancial disclosure requirements with disclosure standards endorsed
by 10SCO.'** The development of these international disclosure stan-

117. Id. § 77s(a).

118. Form S-1 is the general form of registration statement; Form S-3 is a form for
seasoned issuers. Regulation S-K, specifying the contents of such forms, is set forth at 17
C.F.R. §§ 229.101 et seq. Regulation S-X, specifying the contents of accounting state-
ments, is set forth at 17 C.F.R. §§ 210.2-01 et segq.

119. Accounting Series Release No. 150, 1973 WL 149263 (Dec. 20, 1973), updated
in Commission Statement of Policy Reaffirming the Status of FASB as a Designated
Private-Sector Standard Setter, Securities Act Release No. 8221 (Apr. 25, 2003). The
SEC has specified the contents of financial statements and other information for Securi-
ties Act registration statements, and Exchange Act filings in Regulation S-K and Regula-
tion S-X.

120. Securities Act § 19(b)(1), 15 U.S.C. § 77s(b)(1).

121. Form 20-F is the core document authorized by the SEC for use by foreign issuers.
17 C.F.R. § 249.220f. Forms F-1 and F-3 are registration forms for foreign private issu-
ers. 17 C.F.R. §§ 239.31, 239.33.

122. See International Disclosure Standards, Securities Act Release No. 7745, 64 Fed.
Reg. 53,900, 53,903 (Oct. 5, 1999).
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dards by IOSCO was an important step in the convergence of U.S. and
EU narrative and financial disclosure standards, and influenced Asian
and other countries to move toward international accounting standards.

In adopting IOSCO’s disclosure standards for foreign private issuers,
the SEC significantly changed the form, although not the content, of pre-
vious disclosure standards.'” At that time, the SEC did not change its
accounting disclosure regulations for foreign private issuers, which were
still required to reconcile their financial statements to U.S. GAAP. The
SEC nevertheless issued a Concept Release requesting comments to de-
termine under what conditions it would accept financial statements of
foreign private issuers prepared using international accounting stan-
dards.'**

Previously, in 1988, the SEC “explicitly supported the establishment of

. . international accounting standards . . . to reduce regulatory impedi-
ments [] result[ing] from disparate national accounting standards,” but
continued to reject a mutual recognition approach.'> But at this time, the
SEC decided not to adopt a process-oriented approach to IASB stan-
dards, recognizing them as “authoritative” and therefore comparable to
U.S. GAAP standards promulgated by the FASB. However, after a dec-
ade of considering IASB standards, the SEC’s 2000 Concept Release
was part of an assessment process possibly leading to the SEC’s accep-
tance of IFRS. IOSCO, as well as the SEC and others, were working on
financial disclosure harmonization, and by May 2000, IOSCO had as-
sessed all thirty core standards in the IASB work program and recom-
mended to its members that multinational issuers use the core standards,
supplemented by reconciliation, and such disclosure interpretation as
might be necessary.'*°

At this time, the SEC was not concerned about particular IFRS stan-
dards, with a few exceptions, but it questioned whether these standards
could be rigorously interpreted and applied.'”’ In particular, the SEC crit-
icized the structure and financing of the IASB and took a heavy hand in
restructuring it. A new constitution was adopted in May 2000 that estab-

123. See id. at 53,908.

124. International Accounting Standards Concept Release, Securities Act Release No.
7801, 65 Fed. Reg. 8896 (Feb. 23, 2000) [hereinafter IAS Concept Release].

125. Conrad W. Hewitt, Chief Accountant, & John W. White, Director, Division of
Corporation Finance, Testimony Concerning Globally Accepted Accounting Standards,
Before the Subcomm. on Securities, Insurance and Investment of the Sen. Comm. on
Banking, Housing, and Urban Affairs (Oct. 24, 2007), available at www .sec.gov/news/
testimony/2007/ts102407cwh-jww.htm.

126. See Press Release, Int’l Org. of Sec. Comm’ns, IASC Standards (May 17, 2000),
available at http://www.iosco.org/news/pdf/IOSCONEWS26.pdf.

127. See IAS Concept Release, supra note 124, at 8901-02.
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lished this body as an independent organization with two main bodies,
the Trustees and the Board, as well as a Standing Interpretations Com-
mittee and a Standards Advisory Council.'”® The Trustees appoint the
Board Members, exercise oversight, and fundraise, whereas the Board
has sole responsibility for setting accounting standards. The Chairman of
the Nominating Committee established for the purpose of selecting the
initial Trustees for the restructured IASB was then-SEC Chairman Ar-
thur Levitt, Jr. The Chairman selected to head the new body of Trustees
was Paul A. Volker, Former Chairman of the U.S. Federal Reserve
Board.'”

It appeared that, despite SEC staff reservations about IFRS, momen-
tum for mutual recognition of accounting standards based on conver-
gence, if not harmonization, was moving along."*’ But the spirit of coop-
eration that had been established between the SEC and the IASB was
unfortunately dampened by the stock market collapse of 2000-2001 and
the enactment of the Sarbanes-Oxley Act. The provisions of Sarbanes-
Oxley dealing with the structure of audit committees and the registration
and regulation of auditors by the newly created Public Company Ac-
counting Oversight Board (“PCAOB”) were met with strenuous objec-
tions abroad because they were applicable to foreign issuers and their
auditors. Relations between U.S. and foreign regulators soured to some
extent, and the SEC became too preoccupied with implementing various
mandates in Sarbanes-Oxley, and structuring necessary accommodations
for foreign auditors and audit committees, to focus on mutual recognition
in financial disclosure."!

128. See Acceptance from Foreign Private Issuers of Financial Statements Prepared in
Accordance with International Financial Reporting Standards Without Reconciliation to
U.S. GAAP, Securities Act Release No. 8818, 72 Fed. Reg. 37,962, 37,964. (July 11,
2007) [hereinafter Acceptance of IFRS Proposing Release].

129. IASC Trustees Announce New Standard-Setting Board to Reach Goal of Global
Accounting Standards, Bus. WIRE, Jan. 25, 2001.

130. Donald T. Nicolaisen, 4 Securities Regulator Looks at Convergence, 25 Nw. J.
INT’L L. & BUS. 661 (2005).

131. The Sarbanes-Oxley Act created the PCAOB and directed public accounting
firms that participate in audits of SEC reporting companies to register with the PCAOB
and become subject to PCAOB audit rules and inspection. Sarbanes-Oxley, §§ 102-04,
15 U.S.C. § 7212 (2004). These provisions applied on their face to foreign auditors, a
situation that created conflict between the SEC and foreign regulators. In order to ameli-
orate these problems, the PCAOB stated its intention to cooperate with non-U.S. regulators
in accomplishing the goals of the statute without subjecting non-U.S. public accounting
firms to unnecessary burdens or conflicting requirements. See Final Rules Relating to the
Oversight of Non-U.S. Public Accounting Firms, PCAOB Release No. 2004-005, at 2-3
(June 9, 2004), www.pcaobus.org/Rules/Docket_013/2004-06-09_Release 2004-005.pdf.
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The European Union then seized the initiative with respect to interna-
tional accounting standards, undermining those European issuers that had
been considering reporting in U.S. GAAP rather than their home country
GAAP, by mandating that all listed companies report in IFRS and threat-
ening to make U.S. EU-listed companies also report in IFRS. Moreover,
Asian and other issuers also began looking at IFRS, rather than U.S.
GAAP, as an alternative to reporting in their national GAAPs for offer-
ings in the international capital markets.'**> As the markets in Europe and
Asia strengthened, relative to the U.S. markets, New York was no longer
the only place where multinational corporations could raise capital, and
the SEC was no longer a regulator that could force its regulations on for-
eign issuers.

In April 2005, the Chief Accountant of the SEC set forth a “roadmap”
for eliminating the need for non-U.S. companies to reconcile to U.S.
GAAP financial statements prepared according to IFRS.'** This roadmap
was explicitly affirmed by successive SEC chairmen in meetings with
EU Internal Market Commissioner Charlie McCreevy.'**

On July 2, 2007, the SEC issued a release proposing to accept from
foreign private issuers financial statements prepared in accordance with
IFRS." In that release, the SEC pointed out that almost 100 countries,
including the twenty-seven EU Member States, were using IFRS, with
more countries considering adopting IFRS."*® The SEC made two argu-
ments in favor of allowing foreign issuers to report in IFRS, which were
a somewhat remarkable turnabout from its prior resistance to a foreign
GAAP. First, the SEC asserted that it had long advocated reducing the
disparity between U.S. accounting and disclosure regulations and those
of other countries as a means to facilitate cross-border capital formation.
Second, the SEC asserted that an international accounting standard may
be adequate for investor protection even if it is not the same as the U.S.
standard.”’ Therefore, based on increasing convergence between U.S.
GAAP and IFRS, and cooperation among the SEC, IOSCO, and CESR,

132. Sir David Tweedie & Thomas R. Seidenstein, Setting a Global Standard: The
Case for Accounting Convergence, 25 Nw. J.INT’L L. & Bus. 589, 593 (2005).

133. Nicolaisen, supra note 130.

134. See Press Release, SEC, No. 2006-17, Accounting Standards: SEC Chairman Cox
and EU Commissioner McCreevy Affirm Commitment to Elimination of the Need for
Reconciliation Requirements (Feb. 8, 2006), available at www.sec.gov/news/press/2006-
17.htm; Press Release, SEC, No. 2005-62, Chairman Donaldson Meets with EU Internal
Market Commissioner McCreevy (Apr. 21, 2005), available at www.sec.gov/news/
press/2005-62.htm.

135. Acceptance of IFRS Proposing Release, supra note 128.

136. Id. at 37,965.

137. Id. at 37,965-66.



910 BROOK. J. INT'L L. [Vol. 34:3

the SEC proposed amendments to its rules that would allow a foreign
private issuer to file financial statements without reconciliation to U.S.
GAAP, if those financial statements are in full compliance with the Eng-
lish language version of IFRS as published by the IASB."** The SEC also
then issued a Concept Release proposing possible reporting in IFRS by
U.S. corporations.*” The SEC adopted final rules permitting foreign is-
suers to report in IFRS, substantially as proposed, based primarily on the
progress of the IASB and the FASB toward convergence, their expressed
intention to work toward further convergence in the future, and a finding
that IFRS are high-quality standards.'*’

The interplay and negotiations among the SEC, I0SCO, the EU,
CESR, and the IASB leading to the SEC’s acceptance of IFRS were ar-
duous and complex. As a practical matter, this is not a result that could
have been accomplished by treaty. Further, whether IFRS is soft or hard
law is debatable, but once it becomes the accounting standard for SEC
filings, adherence to IFRS is legally binding for public companies regu-
lated by the SEC. Moreover, it already is legally required for EU confir-
mations.

B. MOUs

Although growth of the global capital markets has proceeded rapidly,
and linkages between various markets have become quite efficient, the
harmonization of regulation, surveillance, and enforcement has pro-
gressed at a much slower pace. As was stated in a congressional report in
1989, and continues to be true, there is “no global regulatory structure to

138. Id. at 37,970.

139. Concept Release on Allowing U.S. Issuers to Prepare Financial Statements in
Accordance with International Financial Reporting Standards, Securities Act Release No.
8831, 72 Fed. Reg. 45,600 (Aug. 14, 2007), corrected 72 Fed. Reg. 53,509 (Sept. 19,
2007). This development is related to the European Union’s program for accepting U.S.
GAAP financial statements by U.S. companies listed on European exchanges. Such com-
panies can continue to report in U.S. GAAP because the United States has permitted EU
companies to use IFRS in SEC filings and also has made a public commitment to con-
verge U.S. GAAP with IFRS. See Commission Regulation (EC) 1569/2007, Establishing
a Mechanism for the Determination of Equivalence of Accounting Standards Applied by
Third Country Issuers of Securities Pursuant to Directives 2003/71/EC and 2004/109/EC
of the European Parliament and of the Council, 2007 O.J. (L 340/66). The SEC has sub-
sequently issued a roadmap for a switch to IFRS by U.S. companies. Roadmap for the
Potential Use of Financial Statements Prepared in Accordance with International Ac-
counting Standards by U.S. Issuers, Exchange Act Release No. 58,960, 73 Fed. Reg. 226
(Nov. 21, 2008).

140. Acceptance from Foreign Private Issuers of Financial Statements Prepared in
Accordance with International Financial Reporting Standards Without Reconciliation to
U.S. GAAP, Securities Act Release No. 8879, 73 Fed. Reg. 986 (Jan. 4, 2008).
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oversee the markets and coordinate harmonization of laws and regula-
tions to ensure efficiency and honesty. Therefore, securities regulators in
each nation must work with their foreign counterparts to seek coordi-
nated international solutions to assure fairer as well as more efficient
market operations across borders.”*' One consequence of the dramatic
increase in foreign participation in U.S. securities markets is the in-
creased opportunity for transnational securities fraud.

The SEC has been particularly concerned about insider trading, market
manipulation, and financial fraud where information and evidence relat-
ing to suspicious conduct is located beyond the agency’s jurisdictional
reach. Many foreign countries have secrecy or blocking statutes that pro-
hibit the disclosure of information. Bank secrecy laws provide (criminal)
sanctions against banks that breach client confidentiality.'* Blocking
laws prevent evidence gathering under U.S. law in foreign jurisdictions.
A blocking statute forbids the communication of information except as
provided by treaty or international agreement.'* It would generally apply
to domestic courts and prevent such courts from forwarding information
to another jurisdiction. Therefore, even if a subpoena can be served on a
foreign bank, the bank is prohibited by secrecy or blocking statutes from
giving the SEC any information pursuant to its national law.

For example, in SEC v. Tome, there was substantial insider trading in
the common stock and options of St. Joe Minerals shortly before a tender
offer by Seagram.'** The day before the tender offer was announced, ac-
counts at Banca Della Swizzera Italiana (“BSI”) purchased 3000 shares
and options for over 100,000 shares. Showing a strong probability of in-
sider trading, the SEC obtained a temporary restraining order and a
freeze order on profits in BSI’s account at Irving Trust. The SEC did not
know the identity of BSI’s customers and did not identify them in the
complaint. BSI refused to disclose their identity because of Swiss bank
secrecy laws. The SEC obtained a discovery order on the basis that it
would be a “travesty of justice” for foreign companies to “invade Ameri-
can markets, violate American laws . . . , withdraw profits, and resist ac-

141. H.R.REpP.No. 101-240, at 3 (1989), as reprinted in 1990 U.S.C.C.A.N. 3888.

142. See, e.g., United States v. First National Bank of Chicago, 699 F.2d 341 (7th Cir.
1983). See also Ralph C. Ferrara & Triplett Mackintosh, Legal Representation in the
International Securities Market: Representing a Party or Witness in an SEC or SRO Pro-
ceeding, 14 DEL. J. CORP. L. 893,912-13 (1989).

143. See Societe Nationale Industrielle Aeros-Patiale v. U.S. Dist. Court for the S.
Dist. of Towa, 482 U.S. 522, 526 n.6 (1987); ANDREAS F. LOWENFELD, INTERNATIONAL
LITIGATION AND ARBITRATION 773-75 (2d ed. 2002); Ferrara & Mackintosh, supra note
142, at 910, 915-16.

144. 638 F. Supp. 596 (S.D.N.Y. 1986), aff’d 833 F.2d 1086 (2d Cir. 1987).
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countability.”'* BSI’s client turned out to be an Italian national operat-
ing a firm in Switzerland, and the SEC was able to permanently enjoin
him and order disgorgement of over $4 million in profits.'*® In this case,
the SEC was able to crack Swiss bank secrecy laws, but it was able to do
so only because it froze the profits of illegal activity so soon after trading
on inside information.

International agreements for the production of evidence can be used to
obtain evidence abroad, even from banks in countries that have secrecy
or blocking statutes, but the pursuit of evidence under these agreements
is painfully slow and makes it difficult for the SEC or other securities
commissions to proceed. The first U.S. Mutual Legal Assistance Treaty
entered into force with Switzerland in 1977.'*" The United States then
entered into treaties to provide mutual assistance in criminal matters with
many other countries.'*® The SEC was able to make use of the Swiss
treaty in the Santa Fe case.'”

After the entry of a preliminary injunction in 1981, the SEC sought to
learn the identities of certain account holders who had directed purchases
of Santa Fe stock and options through Swiss banks just prior to the an-
nouncement of a merger, making a profit of $6.2 million."””® The Swiss
banks refused to respond to the SEC request. In March 1982, the SEC
submitted a request for assistance under the Swiss Treaty with the United
States."”' In May 1984, the request was finally granted, and in February
1986, the SEC was successful in obtaining disgorgement of $7.8 mil-
lion," but this took over three years, and if the SEC had not frozen the
funds from the insider trading transactions, the profits from this illegal
activity would probably have been long dissipated. As this case demon-
strates, although the SEC can use mutual assistance treaties for the pro-
duction of information, the coverage of the agreements is limited, and the

145. SEC v. Banca Della Svizzera Italiana, 92 F.R.D. 111, 119 (S.D.N.Y. 1981).

146. Sec. Exch. Comm’n v. Tome, Litigation Release No. 11,120, 1986 SEC LEXIS
2348, at *1-2 (June 9, 1986).

147. Treaty Between the United States of America and the Swiss Confederation on
Mutual Assistance in Criminal Matters, U.S.-Switz., May 25, 1977, 20 U.S.T. 2019.

148. JORDAN J. PAUST ET AL., INTERNATIONAL LAW AND LITIGATION IN THE U.S. 732 (2d
ed. 2005).

149. SEC v. Certain Unknown Purchasers, 81 Civ. 6553 (WCC), 1983 WL 1343
(S.D.N.Y. 1983).

150. SEC v. Certain Unknown Purchasers, Litigation Release No. 11,012, 1986 WL
70986, at *1 (Feb. 26, 1986).

151. Id. at *2.

152. In addition to the $6.2 million in profits made by the “unknown purchasers,” a
Santa Fe director and his business associate also traded on the stock in violation of insid-
er trading laws, realizing profits in excess of $3.5 million. /d. at *1-2.
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procedures that must be followed are cumbersome and entail lengthy
negotiations. Further, generally there must be dual criminality. Until
1988, insider trading was not criminal in Switzerland, and the absence of
dual criminality hampered SEC investigations.'*

The SEC set out to solve its problems in obtaining evidence of illegal
behavior from foreign regulators by negotiating MOUs. MOUs are
statements of cooperative intent, not legally binding obligations.">* They
do not override domestic law or preclude other avenues for obtaining
evidence abroad.” The first MOU that the SEC negotiated was with
Switzerland in 1982."°° Since insider trading was not then illegal, the
MOU stated that the parties would rely on a private agreement between
the SEC and the Swiss Bankers Association until the Swiss legislature
criminalized insider trading."”” The MOU between the SEC and Switzer-
land was followed by numerous negotiated MOUs between the SEC and
foreign regulators. MOUs formalize methods of requesting and providing
information between like-minded regulators. The Swiss MOU was li-
mited, however, in that it allowed private parties to challenge SEC re-
quests and restricted the SEC’s use of information provided. In the next
few years, the SEC negotiated MOUs with the U.K. Department of Trade
and Industry, the Japanese Ministry of Finance, and the Brazilian Securi-
ties Commission.'”® Also, in 1989, the SEC created the Office of Interna-
tional Affairs, reporting directly to the Chairman, specifically to nego-
tiate MOUs."

Seeking a more global solution to the problems of gathering evidence
in foreign countries, the SEC sought and received assistance from
IOSCO. In November 1986, an IOSCO resolution called on all securities
authorities, to the extent permitted by law, to provide assistance on a re-

153. See Daniel L. Goelzer, Anne Sullivan & Robert Mills, Securities Regulation in
the International Marketplace: Bilateral and Multilateral Agreements, 9 MICH. Y.B.
INT’L STUD. 53, 83-84 (1988).

154. See DOUGLAS M. JOHNSTON, CONSENT AND COMMITMENT IN THE WORLD
COMMUNITY: THE CLASSIFICATION AND ANALYSIS OF INTERNATIONAL INSTRUMENTS 38
(1997).

155. MARC 1. STEINBERG, INTERNATIONAL SECURITIES LAW: A CONTEMPORARY AND
COMPARATIVE ANALYSIS 205 (1999).

156. Seeid. at 218.

157. Id. The mechanism for such cooperation was that a private group of Swiss bank-
ers required their customers to waive Swiss bank secrecy as a condition to conducting
U.S. securities transactions. Goelzer et al., supra note 153, at 87. See also Jonathan R.
Macey, Regulatory Globalization as a Response to Regulatory Competition, 52 EMORY
L.J. 1353, 1368 (2003) (noting that the Swiss eventually criminalized insider trading in
1988).

158. H.R.REP.No. 101-240, at 7 (1989), as reprinted in 1990 U.S.C.C.A.N. 3888.

159. Office of International Affairs Established, SEC NEws DIG., Dec. 19, 1989, at 1.
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ciprocal basis for obtaining information relating to market oversight and
protection of markets against fraud.'® When questions arose as to the
SEC’s authority to collect evidence for foreign regulators, Congress
passed the International Securities Enforcement Cooperation Act of
1990'" to confirm the SEC’s authority to enter into MOUs and to gather
evidence for foreign regulators. In addition, the statute created a confi-
dentiality exception from the Freedom of Information Act for evidence
that the SEC obtains from foreign regulators.'®*

In 2002, IOSCO created a Multilateral Memorandum of Understanding
(“MMOU”) for enforcement cooperation among securities regulators.
The SEC was an initial signatory to the agreement, and by December
2007, there were forty-three securities and derivatives regulators that
were signatories.'® Before the I0SCO MMOU came into existence, the
SEC had signed bilateral information-sharing MOUs with the securities
authorities of twenty different countries, and in 2007, the SEC made 556
requests to foreign regulators for assistance and responded to 454 re-
quests.' Yet, the I0OSCO MMOU is neither a treaty nor an international
agreement, and it specifically states that its provisions “are not intended
to create legally binding obligations or supersede domestic laws.”'®

The globalization of the securities markets has created the need for the
sharing of information and cooperation among securities regulators
beyond the sharing of evidence in a particular enforcement investigation.
Demutualization of securities exchanges and their search for cross-border
merger partners have raised questions about how these new multinational
markets should be regulated.'® In 2007, the SEC approved the combina-

160. Michael D. Mann & William P. Barry, Developments in the Internationalization
of Securities Enforcement, 39 INT’L LAW. 667, 673 n.23 (2005).

161. International Securities Enforcement Cooperation Act of 1990, Pub. L. 101-550,
104 Stat. 2714 (1990).

162. 15 U.S.C. § 78x(d) (1934).

163. List of Signatories to the IOSCO MMOU, http://www.iosco.org/library/index.cfm?
section=mou_siglist (last visited Mar. 14, 2009). See Office of International Affairs Out-
line, in The SEC Speaks in 2008, at 1181, 1200-01 (PLI Corp. L. & Practice Course,
Handbook Series No. 13966, 2008) [hereinafter SEC Speaks in 2008].

164. SEC Speaks in 2008, supra note 163, at 1201-02.

165. Multilateral Memorandum of Understanding Concerning Consultation and Coop-
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tion of the NYSE Group, Inc., the publicly traded parent of the New
York Stock Exchange, and Euronext N.V., a Netherlands company that
owns five European stock exchanges. The SEC then entered into an
MOU with the College of Euronext Regulators, a consortium of five Eu-
ropean national authorities, that provides a framework for coordination,
consultation, cooperation, and exchange of information in connection
with the oversight of NYSE Euronext and its markets.'®” Yet, the absence
of a global securities regulator, conflicting securities regulation on mar-
k