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Foreword

JAN ELIASSON
DepPuTYy SECRETARY-GENERAL OF THE UNITED NATIONS

We are at a crucial moment for shaping the world we want. The Report of the
High-Level Panel of Eminent Persons on the Post-2015 Development Agenda
sets out an ambitious yet practical vision for tackling poverty and sustainable
development. It reflects a growing realization that the rule of law is funda-
mental for responsive institutions and is a driving force for development.

This understanding was confirmed when the United Nations General As-
sembly held its first High-level Meeting on the rule of law in September 2012.
The resulting Declaration recognizes that rule of law and development are
strongly interrelated and mutually reinforcing and should be reflected in the
post-2015 international development agenda. The Declaration also reaffirmed
that the rule of law is indispensable for upholding peace and security, as well
as respect for human rights.

The World Bank Legal Review highlights the breadth of reach of the rule of
law and, most critically, its centrality to development. The theme, Fostering
Development through Opportunity, Inclusion, and Equity, speaks to the holistic
nature of development and its relationship to the rule of law.

Reflecting the World Bank’s work to mainstream law and justice into the
development process, the authors explore innovative ways in which the rule
of law can be used to help achieve opportunity, inclusion, and equity. The
United Nations Secretary-General has also made it a priority to mainstream
the rule of law across the work of the United Nations system.

The rule of law is a concept at the very heart of development and people’s
daily life across the world. It is the land deed in the hands of the farmer, the
entrepreneur’s legitimate contract, the badge of a trusted police officer, and
the birth certificate that lets a child be counted.

But the rule of law also ranges well beyond these particular matters. The
World Bank rightfully applies a justice lens to the protection of the environ-
ment, anticorruption, the economy, and the empowerment of marginalized
groups and communities.

This edition of The World Bank Legal Review is a significant contribution to
scholarship on the rule of law and comes at a critical time. Our shared chal-
lenge—and obligation—is to build a future guided by the rule of law as a
vehicle for people’s security, rights, and economic well-being.

Xi
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Preface

ANNE-MARIE LEROY
SENIOR VICE PRESIDENT AND GROUP GENERAL COUNSEL
THE WOoRLD BANK

The world is confronted by a wide array of complex challenges that demand
attention. They range from fragile and conflict situations to the alarming pro-
gression of climate change, from the worrisome state of food security to the
persistent inequities and societal imbalances that limit people’s access to and
enjoyment of public goods. In some countries, political instability is threat-
ening the sustainability of development outcomes that have taken years of
painstaking effort to achieve. Addressing these challenges is a top priority for
development institutions today.

The World Bank is striving to meet the increasing needs of its member
countries not only through its lending instruments but also by providing tech-
nical assistance, knowledge sharing, and advisory services. Institutionally, the
change process is strategically designed to reposition the Bank to carry out
its mandate more efficiently while evolving with the times. The twin goals of
eradicating extreme poverty and boosting shared prosperity have also set the
Bank on a path to not only secure positive outcomes in its operations, but also
ensure that such outcomes translate to better lives for all, especially the poor.

The Legal Vice Presidency is actively supporting the Bank as it works to
meet its obligations. With the help and expertise of its team of lawyers, legal
analysts, and global partners, the Legal Vice Presidency is devising creative,
viable, and sustainable legal solutions that will help transform development
aspirations into reality. The World Bank Legal Review is one such effort. This
year’s volume, subtitled Fostering Development through Opportunity, Inclusion,
and Equity, explores critical issues affecting development, emphasizing that
we stand a better chance of achieving more meaningful impact when develop-
ment processes are inclusive and equitable, and provide adequate opportuni-
ties for all.

Now is a time not only for action but also for reflection, as the internation-
al community strives to set the post-2015 development agenda. The peoples
of the world are clamoring for a louder voice and greater participation in the
process of reform at the national, regional, and international levels; and re-
cent actions by the international community indicate a willingness to engage
more actively in that process. At the same time, lessons learned over the years
equip us with the tools we need to create more targeted, proactive, and, con-
sequently, successful engagement. To realize our ambitions, law and justice

xiii
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must play an enhanced and overarching role, as demonstrated by the chapters
in this volume.

This, the fifth volume of The World Bank Legal Review, has greatly benefited
from the input of seasoned development experts under the guidance of our
distinguished editors: Deputy General Counsel for Knowledge and Research,
Hassane Cissé; Professor N. R. Madhava Menon of the National Law School
of India University (NLSIU); Dr. Marie-Claire Cordonier Segger of the Inter-
national Development Law Organization (IDLO), Rome; and Professor
Vincent O. Nmehielle of the University of Witwatersrand, South Africa.

I'sincerely thank Jan Eliasson, the Deputy Secretary-General of the United
Nations, and Irene Khan, the Director-General of IDLO, who graciously wrote
this volume’s foreword and afterword, respectively. Now more than ever,
overcoming global challenges requires enhanced commitment and multi-
stakeholder partnerships among development institutions. Jan Eliasson’s and
Irene Khan's valuable insights have greatly enriched this volume. I also thank
all the contributors for their impressive and well-researched contributions.
Their thoughts, perspectives, and recommendations are as important as they
are timely. My sincere appreciation also goes to Dr. Nigel Quinney for his stellar
and invaluable editorial assistance.

This volume’s chapters have been organized under five main headings:
law and the economy, justice and rule of law reform, environmental and natu-
ral resources law, governance and anticorruption, and empowerment and eq-
uity for diverse communities. Each of these five parts contains interesting and
insightful discussions on the role of law and justice in development, offering
innovative and dynamic recommendations on how a synergy among law, jus-
tice, and development can inspire and facilitate more viable and sustainable
solutions to development challenges.
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Opportunity, Inclusion, and Equity
as Imperatives for Meaningful Law
and Justice-Guided Development

VINCENT O. NMEHIELLE AND N. R. MADHAVA MENON

In our globalized world, it is commonplace to throw around the concept “de-
velopment” in a manner that assumes that, somehow, we all share the same
understanding of what it means. In reality, there is no universally accepted
definition of the concept. As has been observed,' a broad reading of develop-
ment, such as that offered by the report of the Independent Commission on
International Development Issues, situates development within the context of
economic growth as “desirable social and economic progress,”? based on the
idea that “without [economic] growth and social change one cannot speak of
development.”® Scholars such as Walter Rodney put people at the center of
the development process. From this perspective, at the individual level, de-
velopment implies “increased skill and capacity, greater freedom, creativity,
self-discipline, responsibility and material well-being.”* Despite the subjective
nature of those categories, Rodney maintains that “it is indisputable that the
achievement of any of those aspects of personal development is very much
tied in with the state of the society as a whole.”® The emphasis on people in the
development process also received the scholarly approval of Julius Nyerere,
a respected African statesman and the first president of Tanzania.® Accord-
ing to Nyerere, “roads, buildings and increased crop output are not develop-
ment but tools of development”;” for these to be development, they must help
to “develop the minds and understanding of people” or be used “for other

1  Yolanda T. Chekera & Vincent O. Nmehielle, The International Law Principle of Permanent Sov-
ereignty over Natural Resources as an Instrument for Development: The Case of Zimbabwean Dia-
monds, 6 African J. Leg. Stud. 18 (2013) (hereinafter, Chekera & Nmehielle).

2 Independent Commission on International Development Issues, North-South: A Programme
for Survival 48 (Pan Books 1980), cited in Chekera & Nmehielle, supra note 1, at 18.

3 Id.

Walter Rodney, How Europe Underdeveloped Africa 9 (Tanzania Publg. H.; Bogle-L’Ouverture
1972), cited in Chekera & Nmehielle, supra note 1, at 18-19.

5 Id

Julius Nyerere, Freedom and Development (Uhuru na Maendeleo): A Selection from the Writings
and Speeches, 1968—1973 59 (Oxford U. Press 1974), cited in Chekera & Nmebhielle, supranote 1,
at 19.

7 Id.
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things that improve the health and comfort of the people.”® In short, the defin-
ing feature of development is that it “serves the people.”®

One cannot interrogate an understanding of the concept of development
without highlighting the widely acclaimed views of Amartya Sen. Sen argues
that economic growth is merely one aspect of development.'” Traditional no-
tions of development that conceptualize development as purely a matter of
economic growth fail to appreciate that “economic growth [is] no more than a
means to some other objectives.”!! Development must concern itself with “en-
titlements of people and capabilities these entitlements generate.”'> Those in-
dividuals, organizations, and governments that champion development must
commit themselves to reducing that which deprives people and to broadening
the choices available to people.”®

Sen’s views are echoed by Nayaran et al., who point out that “deprivation
represents a multidimensional view of poverty that includes hunger, illiteracy,
illness and poor health, powerlessness, voicelessness, insecurity, humiliation,
and a lack of access to basic infrastructure.”'* Sen himself sees development
in the light of whether people are empowered or disempowered: “whether
they can live long, escape avoidable morbidity, be well nourished, be able
to read and write and communicate, [and] take part in literary and scientific
pursuits,” among other human endeavors."

Despite the normative and ideological disagreements that exist regarding
the notion of a human right to development, the 1986 United Nations Declara-
tion on the Right to Development'® adopts a decidedly balanced perspective
and cements the people-centered nature of the development process. As rec-
ognized in Preamble 2 to the declaration, development must be understood as
“a comprehensive economic, social, cultural and political process which aims
at the constant improvement of the well-being of the entire population and of
the individual on the basis of their active, free and meaningful participation in
the development and in the fair distribution of benefits resulting therefrom.”"”

Id.
Id., at 60.

10 Amartya Sen, Development: Which Way Now?, 93 Econ. J. 745, 748 (1983), cited in Chekera &
Nmehielle, supra note 1, at 20.

11 Id., at 753.
12 Id., at 754.

13 E. Wayne Nafziger, From Seers to Sen: The Meaning of Economic Development 1 (paper pre-
sented at the UN U./World Inst. Dev. Economics Research Jubilee Conference, June 17-18,
2005), cited in Chekera & Nmehielle, supra note 1, at 20.

14  Deepa Narayan et al., Voices of the Poor: Can Anyone Hear Us? 4-5 (Oxford U. Press 2000), cited
in Chekera & Nmehielle, supra note 1, at 20.

15  Sen, supra note 10, at 754.

16 Declaration on the Right to Development, Res/41/128 (adopted by the U.N. General Assembly,
Dec. 4, 1986), cited in Chekera & Nmebhielle, supra note 1, at 21.

17 Declaration on the Right to Development, Preamble 2.
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In a further step toward giving content to the meaning of development, the
eight Millennium Development Goals (MDGs)," as articulated in 2000 under
the auspices of the United Nations and other development agencies, exem-
plify global aspirations to improve the well-being of the world’s poor and
reflect the general agreement of the majority of the world’s countries and de-
velopment institutions regarding the tangible attributes of development (with
particular resonance in developing countries). The MDGs do not, however,
define what development is or is not.

Yet, while the definition of development remains protean, a clear consen-
sus exists that development must serve people and society, and must priori-
tize how the development process affects people, particularly the poor and the
most vulnerable in society. As Peet and Hartwick argue, “human emancipation
and human welfare”'* must be central to development. The title of this volume
drives the message home. Fostering Development through Opportunity, Inclusion,
and Equity speaks to the holistic nature of the development process, a process
that should not only encourage all stakeholders to participate in the process
but also directly engage them. This volume generally and this introductory
chapter in particular posit that such participation must be guided by the law
and accord with the broader notion of justice for development as a concept to
be meaningfully appreciated today. A process that takes place without giving
stakeholders an opportunity to participate, or that excludes stakeholders, is
not only an unfair and inequitable process but also one that is likely to fall
foul of the notion of justice in a society that is governed by the rule of law.
Thus, equitable participation necessitates a careful inquiry into the conceptual
underpinnings of opportunity, inclusion, and equity as law and justice tools that
can be used to secure elements of meaningful development.

Opportunity as Key for Development: Inclusion and Equity
as Strategies for Achieving Development

“Opportunity” is an important dimension of the equality guarantee enshrined
in most constitutional documents. Denial of equal opportunity in terms of
access to basic needs such as health, education, work, leisure, and housing,
particularly in societies with a long history of discrimination and exploita-
tion based on race, caste, gender, and religion, results in skewed development
inimical to the rule of law and equal justice under law. Arguments based on
equity and inclusion can be advanced to equalize development opportunities

18 These goals as articulated include the eradication of “extreme poverty and hunger”; the
achievement of “universal primary education”; the promotion of “gender equality” and the
empowerment of women; the reduction of “child mortality”; the improvement of “maternal
health”; the need to “combat HIV/AIDS, malaria and other diseases”; and ensuring “envi-
ronmental sustainability” and the development of “a global partnership for development.”
See We Can End Poverty 2015: Millennium Development Goals—A Gateway to the UN System’s
Work on the MDGs, available at http://www.un.org/millenniumgoals/.

19  Richard Peet & Elaine Hartwick, Theories of Development: Contentions, Arguments, Alternatives,
2d ed., 1 (Guilford 2009), cited in Chekera & Nmehielle, supra note 1, at 21.
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through the introduction of appropriate policies and regulations of the gov-
ernments concerned. These policies relate not only to the prohibition of dis-
crimination but also, and more importantly, to the creation of conditions in
which equality of outcomes or substantive equality will appear in communi-
ties previously long excluded from development. To a certain extent, affirma-
tive action measures such as reserving a certain number of places for excluded
groups in schools and universities can help to meet demands for equal oppor-
tunity for those groups. In the progressive realization of the conditions that
tend to ensure equality of opportunity for all, development may have to take
certain forms that may not make economic sense in the short term. However,
the wisdom of designing and implementing locally owned policies, laws, and
institutions becomes apparent once the needs of future generations (of whose
heritage we are stewards) are taken sustainably into account, especially if
those local measures and actors address failures of management over global
public goods, such as biodiversity and climate change. This notion of sustain-
able development can be achieved through the assertion of many important
principles, including through legal and institutional reform that ensures the
integration of environmental and social considerations into economic decision
making that affects many sectors of policy and law related to poverty reduc-
tion and broader sustainable development goals.”’ In essence, legal systems
consciously make choices, intervening in economic planning and social recon-
struction to help create conditions of equal opportunity for all. In balancing
such choices with the freedom and liberty of individuals, the judiciary also
plays a critical role. Inclusive growth or growth with social justice is advocated
in many societies as a conceptual foundation on which to build sustainable
development under the rule of law. In India and South Africa, for example,
the legal system has embraced this model of law and development.

When he was U.S. president during the civil rights movement, Lyndon B.
Johnson spoke of the significance of “opportunity” in individual and social
development:

Freedom is not enough. You do not wipe away the scars of centu-
ries by saying, “Now you are free to go where you want and do as
you desire, and choose the leaders you please.” You do not take a
person who, for years, has been hobbled by chains and liberate him,
bring him up to the starting line of a race and then say, “you are
free to compete with others” and still justly believe that you have
been completely fair. Thus, it is not enough just to open the gates of
opportunity. All our citizens must have the ability to walk through
those gates. This is the next and more profound stage of the battle for
civil rights. We seek not just freedom but opportunity. We seek not
just legal equity but human ability, not just equality as a right and a

20 Marie-Claire Cordonier Segger & Ashfaq Khalfan, Sustainable Development Law: Principles,
Practices and Prospects (Oxford U. Press 2004); Marie-Claire Cordonier & C. G. Weeramantry
eds., Sustainable Justice: Integrating Social, Economic and Environmental Law (Martinus Nijhoff
2004).
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theory but equality as a fact and equality as a result. . . . To this end
equal opportunity is essential, but not enough.*

Fifteen years earlier, the Indian social reformer and constitutional expert
B. R. Ambedkar had pinpointed a contradiction between political equality, on
the one hand, and social and economic equality, on the other hand. Address-
ing the Constituent Assembly while presenting the draft of the republican
constitution, Ambedkar said:

On the 26th January, 1950 we are going to enter a life of contradic-
tions. In politics we have equality and in social and economic life, we
will have inequality. In politics we will be recognizing the principle
of one man one vote and one vote one value. In our social and eco-
nomic life, we shall, by reason of our social and economic structure,
continue to deny the principle of one man one value. How long shall
we continue to live this life of contradictions? How long shall we
continue to deny equality in our social and economic life? If we con-
tinue to deny it for long, we will do so only by putting our political
democracy in peril.”?

These statements, from two very different continents, highlight the chal-
lenges that legal systems in liberal democracies have faced in guiding develop-
ment without losing civil rights or political democracy. The roads traveled by
such legal systems are different and the distance covered has varied. Yet, their
destination is the same, namely equal opportunity for all and equality before
law. The strategy they have employed has been to adhere to the rule of law
while balancing rights to equality, freedom, and liberty. In the process, differ-
ent jurisdictions have evolved systems of equality, jurisprudence, and access
to justice that have helped to make development sustainable and inclusive.

In terms of development, equity entails the manner in which “resources
and opportunities are distributed in society”*—a fair manner that takes all
groups and individuals into account so as to level the “playing field to achieve

21 Lyndon B. Johnson (1965), as quoted in the Report on the Equal Opportunity Commission (Min-
istry of Minority Affairs, Government of India 2008). One is also reminded of the statement
of British suffragist Harriot Stanton Blatch (1856-1940) on the lack of voting opportunity
for marginalized groups, as quoted by Susan B. Anthony & Ida Husted Harper in History of
Woman Suffrage, vol. 4, ch. 18 (1902):

I'have seen in my time two enormous extensions of the suffrage to men—one in Amer-
ica and one in England. But neither the negroes in the South nor the agricultural labor-
ers in Great Britain had shown before they got the ballot any capacity of government;
for they had never had the opportunity to take the first steps of political action. Very
different has been the history of the march of women toward a recognized position in
the State. We have had to prove our ability at each stage of progress, and have gained
nothing without having satisfied a test of capacity. (emphasis added)

Available at http://quotes.dictionary.com/i_have_seen_in_my_time_two_enormous#zms
-hfAhipiiLzZWA.99.

22 Constituent Assembly Debates (vol. 11) 944-945 (1943).

23 Josephine Tucker & Eva Ludi, Empowerment and Equity, in Poverty Reduction and Pro-poor
Growth: The Role of Empowerment 227 (OECD 2012). Available at http://doi.org/10.1787
/9789264168350-en.
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equality of opportunity.”* The emphasis on equity is particularly important
in the context of global commitments to more sustainable development, in-
cluding the commitment to establish regimes and regulatory instruments
necessary to secure sound stewardship of natural resources in a way that is
intergenerationally equitable, demonstrating respect for the needs of both
present and future generations, as is increasingly recognized in international
courts and tribunals.® When opportunity, inclusion, and equity are present
in a society, an enabling environment can be facilitated, which in turn can
promote economic empowerment, “political voice,” access to justice, the de-
livery of and “access to public services,” the reduction or extermination of
“discrimination and social exclusion,” and more just and sustainable devel-
opment outcomes.” Conversely, the absence of opportunity, inclusion, and
equity leads to exclusion, which lays the foundations for a heated polity of
“conflict and insecurity,” with risks of ethnic war in societies in Sub-Saharan
Africa (and other regions of the world) “where one or more ethnic groups face
active discrimination.”” The “Occupy” movements that followed the global
economic meltdown in many developed countries, like the Arab Spring revo-
lutions that started in Tunisia and blew across Libya and Egypt and into Syria,
provide a glimpse into how societies can respond to various forms of lack of
opportunity, exclusion, and inequity in governance.

Law by its very nature is an instrument of social order, and as such it
is well positioned to respond to the societal yearning for development by
mainstreaming opportunity, inclusion, and equity —all elements of justice in
sustainable development. Effective, strong, and functional legal and judicial
institutions are essential in the global quest to accelerate development around
the world. In other words, there cannot be effective development without the
rule of law, which, as characterized by the World Justice Project in the Rule of
Law Index, hinges on “four universal principles”:

I. The government and its officials and agents are accountable
under the law.

II. The laws are clear, publicized, stable, and fair, and protect fun-
damental rights, including the security of persons and property.

III. The process by which the laws are enacted, administered and
enforced is accessible, fair and efficient.

IV. Justice is delivered by competent, ethical and independent rep-
resentatives and neutrals who are of sufficient number, have

24 Id.

25 Marie-Claire Cordonier Segger & Yolanda Saito eds., Sustainable Development in International
Courts and Tribunals (Routledge forthcoming).

26 Tucker & Ludi, supra note 23, at 227-232.
27 Id., at 232.
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adequate resources, and reflect the makeup of the communities
they serve.?®

This quartet of principles reinforces the contemporary view of develop-
ment as people centered, because a society based on the rule of law as articu-
lated by the World Justice Project will clearly serve the interest of the society at
large. To these four principles, we can add a fifth, underscored and explained
in the assembled works of this volume: regulatory and institutional reforms
are coherent and participatory across sectors, integrating social, economic,
and environmental considerations to meet the sustainable development needs
of present and future generations.

While such principles are typically embodied in legislation, they are equal-
ly represented in subsidiary legislation, such as regulations, as well as admin-
istrative directives and policies for the implementation of various legislative
endeavors, and administrative actions that eventually touch on development
plans and initiatives. Deploying these principles in the development process
is bound to promote equal opportunity, inclusion, and equity —all pivotal ele-
ments of justice. We cannot create a better world, one that caters to the diverse
needs of our global society, without entrenching the theme of this volume in
the development process. Opportunity, inclusion, and equity in global devel-
opment are clearly the foundation stones of the MDGs, and their importance
is growing yet greater in the context of a new post-2015 sustainable develop-
ment agenda that builds on the gains of implementing the eight Millennium
Development Goals while identifying new development challenges.

Thematic and Specific Issues Covered in This Volume

This volume is made up of 32 chapters organized into 5 thematic parts. Part I,
“Law and the Economy,” includes chapters 1-7; part II, “Justice and Rule
of Law Reform,” is made up of chapters 8-13; part III, “Environmental
and Natural Resources Law,” spans chapters 14-18; part IV, “Governance and
Anticorruption,” comprises chapters 19-24; and part V, “Empowerment and
Equity for Diverse Communities,” includes chapters 25-30. The volume ends
with a concluding chapter and an afterword.

Law and the Economy

Chapter 1, by Patricia O. Sulser and Cyril Chern, is titled “Keeping Public-
Private Partnership Infrastructure Projects on Track: The Power of Multi-
stakeholder Partnering Committees and Dispute Boards in Emerging-Market
Infrastructure Projects.” The authors posit that unlike traditional public infra-
structure projects, public-private partnership (PPP) projects have not gener-
ally specified the use of contemporary dispute resolution methods, includ-
ing facilitative mediation, dispute boards, and conciliation. They propose that
stakeholders in complex, multistakeholder infrastructure projects structured

28 Mark David Agrast et al., Rule of Law Index 20122013 Report 3 (World Justice Project 2012).
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as PPPs or fully private sector projects in emerging markets adopt a culture
and routine mechanism to anticipate, evaluate, and resolve disputes on a real-
time basis through the use of “multistakeholder committees,” called “part-
nering committees,” that include the appointment of a subset group, called a
“standing dispute board,” empowered to identify and ultimately to resolve
disputes on a real-time basis and expeditiously.

Chapter 2, by Beth Anne Hoffman and Charles Boudry, is titled “Pro-
tecting Traditional Practices and Country of Origin in Developing Countries
through Fair Trade and Intellectual Property Rights.” The authors interrogate
ways to protect traditional and local producers of commodities such as cof-
fee. Specifically, the authors explore Ethiopia’s legal and policy measures to
bolster coffee exports through branding and trademarking coffees on the in-
ternational market that began in mid-2000.

In chapter 3, “Tools for More Sustainable Trade Treaties with Develop-
ing Countries,” Markus W. Gehring explains that impact assessments can be
applied not only to transboundary development projects but also to develop-
ment policies and plans such as trade agreements. This leading expert dis-
cusses how new forms of impact assessments, mandated by law or policy, can
be expanded to take into account not just physical environmental issues but
also questions of equity, inclusion, and opportunity. He argues that by doing
so, the processes can identify and encourage more sustainable trade treaties
with developing countries. With a focus on the European Union’s Sustain-
ability Impact Assessment, the author highlights the connection between law,
policy, and development.

André Boraine and Melanie Roestoff’s chapter, “The Treatment of Insol-
vency of Natural Persons in South African Law: An Appeal for a Balanced and
Integrated Approach,” addresses South Africa’s statutory and nonstatutory
procedures pertaining to the insolvency of natural persons as well as aspects
of the legal position regarding the regulation of insolvency practitioners and
the insolvency reform initiatives currently on the table. They argue that with
regard to natural persons, although the system provides for both liquidation
and repayment plans for overindebted consumer debtors, presently there is
no principled view and approach regarding the treatment of the insolvency of
consumer debtors in South African law.

José M. Garrido’s chapter, “The Role of Personal Insolvency Law in Eco-
nomic Development: An Introduction to the World Bank Report on the Treat-
ment of the Insolvency of Natural Persons,” puts the World Bank report in context.
The chapter describes the approach taken by the report and the main issues
that a personal insolvency regime needs to address in order to contribute to
development and to counteract the negative side effects of increased access to
finance. The author posits that the concept of discharge occupies a central role,
because it provides the possibility for insolvent debtors to return to a produc-
tive life for their own benefit and for the benefit of society as a whole.
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In chapter 6, “Specialized Insolvency Regimes for Islamic Banks: Regula-
tory Prerogative and Process Design,” Hdeel Abdelhady proposes the adop-
tion of specialized, administratively managed resolution regimes for Islamic
banks. The author argues that the proposed resolution model is substantively
appropriate and multipurpose in that it addresses, in a practical way, current
deficits in relevant legal and regulatory environments, advances the sharia
policy of effective market regulation, incorporates banking and capital market
provisions that fit the cross-market nature of Islamic banking, and advances
the convergence of Islamic and conventional insolvency regimes.

Part I closes with Fabiano de Andrade Correa’s chapter, “The Role of Law
in the Green Economy: Challenges and Opportunities for the Liberalization of
Environmental Goods and Services.” The chapter explores how law can sup-
port the green economy by analyzing the challenges and opportunities related
to the liberalization of trade on environmental goods and services (EGS). The
author contends that trade can be a driver in the transition to a green economy
by, among other relevant objectives, helping to create and strengthen mar-
kets for goods and services that respond to sustainable development consid-
erations. He further argues that while the inclusion of EGS liberalization in a
regional context can help propel regulation and incentivize the transition to
a green economy, the point remains that regional measures cannot by them-
selves create an effective global regulatory framework.

Justice and Rule of Law Reform

Part II opens with chapter 8, “Institutional Responses to Social Demands: En-
hancing Access to Justice in Colombia,” in which David F. Varela and Annette
Pearson propose a policy of rationalization for the new options for access to
justice, especially by vulnerable social groups, made possible by the 1991 Con-
stitution of Colombia.

In chapter 9, “The Role of Access to Information in Promoting Develop-
ment,” Sean Fraser examines the status of the right to development in interna-
tional law and the role that access to information plays in promoting tangible
human development. The author argues that although the right to develop-
ment has gained acceptance among states and scholars, its practical imple-
mentation has been underwhelming in light of its vast potential. He posits
that the failure to maximize the benefits of the right is due, at least in part, to
the inaccessibility of information that groups and individuals can use to pro-
mote and protect their human rights.

In chapter 10, “The Search for Opportunity and Inclusion: Insecurity and
Migration,” Emilio Viano explores the impact of the lack of rule of law on mi-
gration and the security of the migrant. The author argues that migrants are
often caught in the middle of “the push and pull” in this regard and become
very vulnerable to exploitation and victimization at all stages of the migration
journey. The chapter examines measures and policies designed to alleviate the
situation that leads to the trafficking, exploitation, enslavement, and servitude
of migrants. The author stresses the importance of respecting the rule of law,
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especially international refugee law, in the countries of destination in order to
ameliorate the current situation and prevent victimization.

N. R. Madhava Menon’s contribution, chapter 11, is titled “Toward a Na-
tional Framework Law on Water for India” and inquires into how to meet
the water demands of India’s 1.3 billion people in terms of both quantity and
quality, given the constraints of geography and the country’s rainfall pattern.
Almost half the rainfall that the country receives happens during a period of
only two to three weeks, and about 90 percent of river flows occur in just four
months in a year. In the same vein, 70 percent of surface water is contaminat-
ed by biological, toxic, organic, and inorganic pollutants. The author argues
that the scheme for the distribution of powers for water management between
the three levels of government has not worked well, hence the adoption of a
National Water Policy and an attempt to legislate a framework law on water
management that is binding on all three levels. The chapter examines the ele-
ments of the framework law and the prospects of its adoption in view of the
emerging crisis in water availability and governance.

In chapter 12, “Targeting Justice Sector Services to Promote Equity and
Inclusion for the Poor in Jordan,” Paul Prettitore examines the state of service
delivery for the poor in the justice sector of Jordan. Drawing on data from a
novel household survey devoted solely to justice sector issues that was con-
ducted by the Jordanian Department of Statistics in 2011, the author discusses
the reforms introduced to benefit poor users of court services. He assesses the
current state of the delivery of justice sector services to the poor and explores
policy development; the demand side of services; gaps in service delivery; new
services under development; and gender aspects of service delivery. The chap-
ter also highlights a number of areas in which reforms might gain traction.

To end part II, Nicholas Joseph’s chapter, “Serving the Justice Needs of
the People: Adopting an Access to Justice Approach in Somalia’s Rule of Law
Reform,” examines the potential of “bottom-up and pro-poor approaches” in
the development of access to justice in Somalia as a postconflict country. In
this regard, the author discusses how the Somali government as well as inter-
veners in the country can focus on equity, inclusion, and opportunity in de-
veloping rule of law cultures, rather than strengthening and often solidifying
the elite status of justice and legal institutions.

Environmental and Natural Resources Law

Part III begins with Edesio Fernandes’s chapter, “The Challenges of Reform-
ing the Urban Legal Framework: A Critical Assessment of Brazil’s City Statute
10 Years Later.” The author explores the topic against the background that
in development discourses, management of natural resources occupies a sig-
nificant place and several principles have evolved and found universal accep-
tance. Law on urban development is part of this package of principles. How-
ever, there are serious shortcomings with the implementation mechanisms in
place. These shortcomings are generally the result of pressure groups and of
sociopolitical processes. The author points out that Brazil’s urban policy law
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of 2001 is a case study on the subject that highlights the pitfalls in the legal
regulation of urbanization and its effect on development policies.

In chapter 15, “Innovative Legal Measures for Climate Change Response
in the Green Economy: Integrating Opportunity, Inclusion, and Equity,”
Marie-Claire Cordonier Segger and Yolanda Saito argue that for a greener
economy to truly take root, participatory legal and institutional reforms are
needed, as are new economic opportunities for all. The authors point out that
innovative legal instruments are currently being pioneered to address climate
change in many countries. However, they argue, in order for these reforms to
be just and implementable, they must also resolve important challenges of in-
clusion and equity, ensuring that the poorest and most vulnerable can access
the benefits of climate finance and the new global green economy. The authors
underline that, as recognized in “The Future We Want,” the declaration of
the 2012 United Nations Commission on Sustainable Development, there is a
need for countries to move away from old economic practices that externalize
environmental and social costs, widening disparities in human security and
wasting scarce resources, and to start implementing a new green economy
that responds to pressing priorities of climate change, poverty reduction, and
sustainable development.

In chapter 16, “The Constitutional Basis of Public Participation in Envi-
ronmental Governance: Framing Equitable Opportunities at National and
County Government Levels in Kenya,” Robert Kibugi examines the 2010 Con-
stitution of Kenya as an interesting example of how governance is envisaged
by the general society to maximize public participation and sustainable devel-
opment. The constitution provides choices and opportunities to the admin-
istration to follow universally accepted principles in environmental decision
making. The author argues that in the context of this constitutional provision,
informed decisions can be made at all levels of government for equitable and
sustainable development in Kenya.

“Do planning regulations contribute to social justice or exacerbate social
disputes?” is the question examined in chapter 17 by Rachelle Alterman. “Plan-
ning Laws, Development Controls, and Social Equity: Lessons for Developing
Countries” finds that planning regulations do exacerbate social disparities,
more so in developing countries because regulations are vulnerable to greater
misuse in the developing world. Focusing on development control instru-
ments, the author advises decision makers in developing countries, including
representatives of aid organizations, to be careful in allowing the transplanta-
tion of planning laws from advanced economies to developing ones, because
those laws may not take local circumstances into account.

In a similar vein, Matthew Glasser in chapter 18, “Land Use Law and the
City: Toward Inclusive Planning,” draws out the relationship between urban
law and development outcomes. The author posits that when the laws are in-
appropriate or impractical for the majority of the city population, an informal
sector vulnerable to eviction develops that raises problems of human rights
protection. The contention is often about affordable access to the city, jobs,
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and other opportunities that very often get protection from the courts even if
the settlements are informal and therefore outside the law. He concludes that
good urban law must consider affordability and access to the city.

Governance and Anticorruption

Corruption subverts governance, undermines the rule of law, and wreaks havoc
on the lives and livelihoods of people, particularly the poor. Although anti-
corruption laws are in place in most jurisdictions, their impact is generally
limited. This issue is perceived in terms of access to justice and denial of basic
rights and has led to organized movements seeking accountability in gover-
nance. In chapter 19, “Fighting Corruption in Education: A Call for Sector In-
tegrity Standards,” which begins part IV, Mihaylo Milovanovitch argues in
favor of sectorwide standards of integrity and a sector-specific prevention
approach to fighting corruption. The author recommends cross-border agree-
ments against malpractices as an effective way to combat corruption.

In chapter 20, “The Battle between Corruption and Governance in India:
Strategies for Tipping the Scale,” Sriram Panchu and Avni Rastogi focus
on big-ticket corruption, given the limited resources available for the fight
against corruption and the possible impact of exposing and punishing corrup-
tion at the highest level of government on the lower rungs of officialdom. The
authors recommend the establishment of a strong, high-profile, independent
authority to oversee and discipline the leadership of the government and state
bureaucracy.

In chapter 21, “Leveling the Playing Field: A Race to the Top,” Bart Ste-
vens and Robert Delonis submit that any strategy to fight corruption needs to
ensure that the operating field is level and allows the private sector to operate
in an environment of fair competition and equal treatment under the rule of
law. They recommend a model of partnership between development agen-
cies and private firms based on voluntary disclosure, negotiated resolution
agreements, and an integrity compliance system as the best way to level the
field. The authors point out that this model was evolved by the World Bank
Group, which created a sanctions system that excludes firms and individuals
that undermine fair competition from bidding in World Bank-supported de-
velopment project contracts.

It is, however, interesting to note that Frank Fariello and Giovanni Bo, in
chapter 22, “The World Bank Group Sanctions System and Access to Justice
for Small and Medium-Size Enterprises,” find the World Bank’s sanctions sys-
tem not to be as effective vis-a-vis small and medium-size enterprises, which,
unlike larger enterprises, simply refuse to engage with it, possibly because
of an “access to justice” issue for such small and medium-size enterprises.
The authors suggest modifications to make the system fairer and to more ad-
equately address the lower capacities of small and medium-size players in
accessing justice under the system.
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As a way of dealing with corruption in governance, William T. Loris, in
chapter 23, “Private Civil Actions: A Tool for a Citizen-Led Battle against Cor-
ruption,” recommends encouraging and facilitating civil actions by citizens.
This could be accomplished by providing for specific remedial and recovery
measures and empowering victims of corruption with support from media
and civil society to fight corruption. He contends that the threat of criminal
prosecution will succeed in fighting corruption only if political will and com-
mitment are present along with an independent, noncorrupt judiciary. Even
so, private civil actions duly sanctioned by the legal system can become an
additional weapon in a citizen-led battle against corruption.

Chapter 24, “Fostering Opportunity through Development Finance in Af-
rica: Legal Perspectives from the African Development Bank,” looks at inter-
national economic governance and development. Kalidou Gadio proposes a
purposive rather than literal construction of the mandate of the African De-
velopment Bank in order to promote innovative economic interventions for
sustainable development in African countries. This approach would take into
account the circumstances of the various countries, some of which have been
affected by conflicts and thus require innovative service delivery.

Empowerment and Equity for Diverse Communities

Against the background of mainstreaming the marginalized in development
by providing for equal opportunities, part V begins with Vincent O. Nmehielle
and John-Mark lyi’s chapter, “Nation Building, State Reconstruction, and Incl
usiveness: Issues on South Sudan as a New State and Somalia as a Failed but
Reemerging State.” The authors opine that South Sudan and Somalia share
some significant characteristics: both have been conflict zones in decades of
civil wars; and the ethnic groups and clans of both states have a common his-
tory of political exclusion, social injustice, and economic inequality. Both have
alsorecently started out on the path of nation building and state reconstruction.
The chapter examines the prospects of nation building and reconstruction in
both states and uses a cause-and-effect analysis to argue for a development
approach that is based on the rule of law, social justice, and equality. The
authors contend that some core values of governance, when entrenched in
constitutive instruments of the state, function as indispensable drivers of so-
cial cohesion, political stability, and socioeconomic development; they also
argue that nation building and reconstruction efforts in these countries must
be anchored on these norms. For meaningful development to occur, both
states must design policies that emphasize uniting factors while addressing
grievances and other structural issues that, if left to fester, heighten group
differences.

In chapter 26, “Enabling Equal Opportunities for Women in the World of
Work: The Intersections of Formal and Informal Constraints,” Jeni Klugman
and Matthew Morton argue that multiple constraints in culture, markets, and
institutions inhibit women from accessing equal opportunities. They main-
tain that law reform in this regard can easily be thwarted by implementation
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challenges, including information gaps, institutional biases, and adverse so-
cial norms. The authors contend that law reform that is supplemented by
policy efforts can, to a certain extent, redress gender gaps, particularly in the
world of work.

David Patterson, Elisa Slattery, and Naomi Burke-Shyne’s chapter, “The
Role of Law in Promoting the Right to Health for Diverse Communities,”
finds discrimination and stigma in the delivery of health services to be a se-
rious problem in realizing the right to health in diverse communities. They
argue that unless proactive policies supported by legal sanctions are adopted,
vulnerable groups in diverse communities will be denied the right to health.

Along the same lines, Siobhdn McInerney-Lankford and Moses Mulumba
in chapter 28, “The Right to Health and Development: The Case of Uganda,”
highlight the centrality of the right to health in shaping health policy and de-
livery of health services. The authors draw out the content of that right in
relation to development goals, pointing out how human rights can add value
to development policies and programs.

In a conceptual analysis of India’s experience in development, Pulapre
Balakrishnan argues in chapter 29, “Mainstreaming the Marginalized in De-
velopment: Conceptualizing the Challenges in India,” that “capability” lies
at the core of freedom, opportunity, and development. The author contends
that it is the marginalized sections of Indian society that lack capability. Al-
though the Indian Constitution has some impressive provisions regarding
building capability, they are inadequate when it comes to capacitating the
marginalized. The author concludes that the “future of development in India
lies squarely in the space of politics,” with concrete political action needed to
implement the provisions of the constitution.

The final element in part V is Anupama Dokeniya’s chapter, “The Right to
Information as a Tool for Community Empowerment.” It posits that the right to
information is universally acclaimed as an effective instrument to fight corrup-
tion by exposing it in the public. Referencing examples from India and Mexico,
the author explains how the right to information has been used as a tool to
expose the corrupt practices of administrative officials and thereby mobilize
people to demand corrective action. She concludes that the full potential of this
tool is not yet realized in many communities because of low awareness, weak
civil society groups, and the unwillingness of officials to release information.

In the concluding chapter of the volume, Hassane Cissé and Marie-Claire
Cordonier Segger emphasize that, now more than ever, there is an urgent
need to mainstream law and justice into development, given the critical devel-
opment challenges the world faces, such as state fragility and conflict, climate
change, food insecurity, bad governance, and persistent gender inequality.
They argue that viewing these issues through a justice lens would more ef-
fectively promote the rule of law, eradicate extreme poverty, and ultimately
achieve broader development goals. This approach should also guide and in-
form global actions in mapping out a robust post-2015 development agenda.
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Indeed, the issues covered in this volume highlight the fact that law is an
instrument able to foster inclusion and equal opportunity in the development
process. Indeed, inclusion and equal opportunity are at the root of governance,
whether economic or political governance. Sustainable global development
can be achieved only if the law is deployed to help develop and implement
policies and programs that ensure opportunity and minimize marginalization.
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Keeping Public-Private Partnership
Infrastructure Projects on Track

The Power of Multistakeholder Partnering
Committees and Dispute Boards in
Emerging-Market Infrastructure Projects

PatricIA O. SuLseErR AND CYRIL CHERN

Efforts to expand and improve traditional and social infrastructure and pub-
lic services (such as water and sanitation; electricity generation, transmission,
and distribution; roads, railways, ports, and airports; hospitals and clinics;
schools; and prisons) are intrinsic to sustainable economic growth and pov-
erty alleviation, especially in fragile and conflict-affected states and rural ar-
eas, where the poorest communities can lack the broad and inclusive access
required to enjoy a dignified existence and to graduate from extreme poverty.'
When successfully implemented, these infrastructure projects and public
services can directly address issues of opportunity, inclusion, and equity, as
explained in more detail below.? It is therefore important to develop tools that
enhance the successful implementation of these projects and the delivery of
public services. This chapter addresses one such tool.

The direct cost of building and maintaining this infrastructure is indisput-
ably very high. Due to the size and complexity of these projects and the varied
interests of the parties involved, disputes inevitably arise during the course
of public-private partnership (PPP) and private sector infrastructure develop-
ment projects. Unlike traditional public infrastructure projects, PPP projects
have to date not generally specified the use of contemporary dispute resolu-
tion methods, such as facilitative mediation, dispute boards, and conciliation.
Left unresolved, disputes can result in enormous unplanned costs and delays,

1 The International Finance Corporation (IFC) uses the term “traditional” infrastructure to
mean water; sanitation; electricity generation, transmission, and distribution; roads, rail-
ways, ports, and airports; and some logistics, etc. It uses the term “social” to refer to hos-
pitals, clinics and health services; educational facilities; and prisons, etc. IFC invests in and
mobilizes resources for all of these kinds of projects and also provides advisory services in
both the traditional and social infrastructure areas, primarily to governments but also to cor-
porations, covering structuring of public-private partnerships and investment-climate work,
among other things.

2 See World Bank, Infrastructure, Strategy, available at http://web.worldbank.org/WBSITE
/EXTERNAL/TOPICS/EXTINFRA/0,,contentMDK:23117980~menuPK:8497224~pagePK:641
68445~piPK:64168309~theSitePK:8430730,00.html; and 7(1) Jobs 14-15 (2013), an IFC private
sector development-solutions publication.
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and in unnecessary damage to reputations and relationships—this in a sector
that can ill afford any of these consequences.

This chapter proposes that stakeholders in complex multistakeholder in-
frastructure projects structured as PPPs and fully private sector projects in
emerging markets adopt a culture and routine mechanism to anticipate, eval-
uate, and resolve disputes on a real-time basis. This chapter further proposes
that this be achieved through the use of multistakeholder committees called
“partnering committees,”® which include the appointment of a subset group,
called a “standing dispute board,” which is empowered to identify and ul-
timately to resolve disputes contemporaneously and expeditiously. Finally,
this chapter shows how to incorporate the necessary processes into the project
structure, how to select and empower the boards, how to justify the cost, and
how to maximize effectiveness, all with a view to keeping projects on budget
and on track, to ensuring optimal results, and to preserving the business envi-
ronment for future projects.

Context: Public Infrastructure and Traditional Dispute Resolution

Poor infrastructure development can cost economies billions of dollars a year
in missed opportunities and negative drag on economic growth.* In fact, the
International Bank for Reconstruction and Development was established to
help rebuild the infrastructure of Europe after World War II because of the im-
portance of infrastructure to the region’s renewed economic growth. Stated in
the positive, successful implementation of infrastructure projects and delivery
of public services are the engine of growth. Importantly, they also contribute
directly to the promotion of opportunity, inclusion, and equity. They are typi-
cally designed to provide affordable access to all segments of the population,
including indigenous populations, rural communities, and the poorest and
marginalized. For instance, opportunities are created through job creation as
a result of the investments themselves and through increased economic de-
velopment as a result of improvements to a country’s infrastructure; there is
more equity when people can receive the infrastructure service involved. Gen-
erally, tools that encourage and facilitate PPP and private sector investments

3 In some large and complex projects, a “steering committee” is appointed and meets regu-
larly to take stock of the project’s progress. Such a committee is not typically empowered to
resolve disputes and frequently does not meet physically, including at the site or even in the
country.

4 See IFC Support to Infrastructure, Transactions in Power, Transport and Water (Intl. Fin. Corp.
2009), available at http://wwwl.ifc.org/wps/wcm/connect/62aa5680498390a982c4d2336b93
d75f/InfrastructureBooklet_FINALweb.pdf?MOD=AJPERES&CACHEID=62aa5680498390a
982c4d2336b93d75f; see also Africa’s Infrastructure: A Time for Transformation (Agence Fran-
caise de Développement, World Bank 2010), available at http://siteresources.worldbank.org
/INTAFRICA/Resources/aicd_overview_english_no-embargo.pdf. There are myriad schol-
arly articles written by economists on the relationship between infrastructure and economic
growth, easily found by searching any of the more common Web-based search engines, such
as Google, or relevant institutional and academic databases.
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in infrastructure would certainly increase access to basic resources and create
more equity between segments of the population.

Major projects for the delivery and operation of infrastructure and public
services in developed countries are notoriously difficult to prioritize, plan, ap-
prove, implement, and operate. They are a natural context for conflict given
their high profile and the high stakes for governments, users of the services,
and the public at large, the latter of which is often taxed or charged, directly or
indirectly, to pay for the millions (often, billions) required for the construction
and operation of these projects over the long term. Two limited examples of
major infrastructure projects gone wrong are the Big Dig in Boston® and the
Channel Tunnel in England,® each of which suffered significant delays and
enormous cost overruns for various reasons, including legitimate reasons not
due to any party’s fault.

Implementing projects for the delivery and operation of basic infrastruc-
ture and public services in emerging markets can be even more challenging
given the constraints on public budgets” and government’s technical or hu-
man capacity, including the capacity to monitor and supervise works by third
parties. Projects in fragile and conflict-affected states and in rural areas de-
signed to provide broad and inclusive access to the poorest communities pres-
ent another layer of challenges, even if projects are smaller and smaller sums
are involved. Such projects have been an area of intense strategic focus for the
G20, the World Bank Group, and other international-development financial
institutions dedicated to the alleviation of poverty around the world.?

Given the constraints on emerging-market governments, there is consen-
sus around the need to mobilize the private sector to provide financial and

5  The Central Artery/Tunnel (CA/T) project, known informally as the Big Dig, was a mas-
sive project begun in 1982 in Boston that rerouted the city’s central highway into a 3.5-mile
tunnel. The project also included the construction of a tunnel, a bridge, and an elevated
highway. The Big Dig was the most expensive highway project in the United States and was
plagued by, among other things, rising costs, delays, design flaws, and allegations of poor
execution and use of substandard materials, not to mention criminal charges. The project
was originally scheduled to be completed in 1998 at an estimated cost of $2.8 billion (in
historical dollar values). The project was completed nearly ten years late at a cost overrun of
more than $10 billion (nearly 190 percent over planned costs).

6 The Channel Tunnel from Dover/Folkestone, England to Calais, France, is a 50-kilometer
undersea rail tunnel running beneath the English Channel. “From the word go, construc-
tion of the channel tunnel was blighted by delays which caused a rapid escalation of costs.
By the time Eurotunnel opened in May 1994, it was one year behind schedule and £2bn
($3.6bn) over budget. Before the first passenger car had boarded Le Shuttle for the short trip
from Folkestone to Calais, the original business plan was in tatters.” See Jeff Randall, How
Eurotunnel Went So Wrong, BBC News (June 13, 2005), available at http://news.bbc.co.uk/2
/hi/business/4088868.stm.

7  Developing countries, especially the poorest countries and those with limited natural re-
sources, have limited ability to raise funds through taxation or to charge for public services,
and end users are often unable to afford tariffs charged for such services.

8 See World Bank, Infrastructure, available at http://web.worldbank.org/WBSITE/EXTERNAL
/NEWS/0,,contentMDK:20127296~menuPK:34480~pagePK:34370~theSitePK:4607,00.html.
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technical support to governments for the delivery of public services, with
a special emphasis on the poorest countries (especially fragile and conflict-
affected states) and frontier regions and sectors in middle-income countries.’
Infrastructure projects can be publicly financed and operated (with private
contractors building and delivering the works to the government, often un-
der a fixed-price arrangement). Alternatively, a government may transfer the
financial, commercial, construction, and operational risk wholly or partially
to the private sector. The partial but significant transfer of these risks to the
private sector in partnership with the government is the essence of a PPP.
There is a copious amount of literature on the history and current practice
involved in public procurement and PPPs, but this is not within the scope of
this chapter.” Successful implementation of the first few PPPs or privately
financed infrastructure projects in a country can be critical to that country’s
ongoing ability to garner public support and attract to its infrastructure pro-
gram the scarce foreign and domestic resources that are necessary to ensure
its economic growth. This means assuring that the projects are structured in
a balanced way, with capable partners meeting their respective obligations so
as to maintain on-time, on-budget delivery and consistent and reliable opera-
tions of the infrastructure in question.

In reality, misunderstandings, differences of opinion, and disagreements
inevitably arise among two or more stakeholders during the life of even the
best-planned infrastructure projects, regardless of size. Disputes can arise at
the project level, among the direct stakeholders (such as between the private
construction contractor or operator and the government or the purchasers
of the goods or services), or at the financing level, between investors/lenders
and the private company implementing the project, or among any of those
parties and the government because of political or economic events in the
country. Rapid resolution of any such disputes is critical to keeping funda-
mentally good projects on track and also to building and maintaining confi-
dence among the many stakeholders in these complex projects— private sector
players, as well as governments and the local community —so that they will be
inclined to make follow-on investments in the country.

The most common forms of dispute resolution, especially in countries
without a track record of private sector investment in infrastructure projects
and public services, are litigation in courts and, to a somewhat lesser extent,
arbitration (and variations thereof)." In these situations, a third party (a judge

9 See World Bank, Fragility, Conflict and Violence, available at http://web.worldbank.org
/WBSITE/EXTERNAL/PROJECTS/STRATEGIES/EXTLICUS/0,, menuPK:511784~pagePK:64
171540~piPK:64171528~theSitePK:511778,00.html.

10 See World Bank, PPP Infrastructure Resource Center, available at http://ppp.worldbank.org
/public-private-partnership/; see also International Finance Corporation, Advisory Services,
available at http://wwwl.ifc.org/wps/wem/connect/AS_EXT_Content/What+We+Do/Advi
sory+Services/About+Us/Public-Private+Partnerships.

11  Arbitration is often a preferred dispute resolution mechanism for construction projects be-
cause of the ability to select arbitrators with expertise on the complex issues that are inherent
in the infrastructure construction industry, and because the time and expense of arbitra-
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or arbitrator), who may have no expertise in the matter at hand, evaluates
past events and evidence (including the terms of the contracts), decides which
party is “right” or “wrong,” and imposes a decision on the stakeholders. Proj-
ects may be delayed for months or even years during the formal legal proceed-
ings."”” In many developing countries, even if there is a functioning and repu-
table judiciary, courts may have enormous backlogs, adding to the potential
delays."” Appointing experienced arbitrators, who often have full schedules,
and agreeing on hearing dates can add to the delay. In addition to the effect of
the actual delays on the project timetable, delays can often lead to significant
cost overruns (time is, after all, money), in some cases making the project no
longer financially and economically feasible."* Adding the polarization of the
parties and the deterioration of relationships to these delays and cost overruns
can produce a nice recipe for scuttling an emerging economy’s prospects for
achieving development outcomes.

In public sector projects expected to cost more than $10 million and to be
financed directly or indirectly by the World Bank, the parties are required to
establish dispute boards' to expedite the settlement of disputes.'® These dis-
pute boards are to be formed at the beginning of the contract for the proposed
works, although in practice they are often not established until a dispute
arises. They are empowered to make recommendations and, in some cases,
depending on which type of board they are, to provide interim decisions in

tion compared to litigation are usually less. Nevertheless, not every developing country has
implemented legislation for the enforcement of foreign arbitral awards. Also, arbitration can
still be extremely expensive and nearly as time-consuming as litigation. Moreover, local arbi-
tral procedural rules apply even to international arbitration, and these local procedural rules
can often be subjective and unpredictable.

12 Construction disputes can take five to six years to resolve, even in a fast-track court sys-
tem, and the project is often stopped during that period. This is the reason, in fact, that
dispute boards were started after arbitration itself became stalled in the process. The Dispute
Board Federation, in its Annual Board Report, June 2009, determined that the average delay,
worldwide, on construction projects without an ADR or Dispute Board process averaged
seven years, and in some countries, such as India, went as long as 20 years.

13 Many international investors require in their investment documentation that the parties sub-
mit to the jurisdiction of the courts of New York or England for the resolution of disputes,
although it is not uncommon for rights against sponsors to need to be enforced in the juris-
diction of the sponsor if the sponsor has assets only in its country. Investor-state disputes
often are required to be resolved in local courts.

14 Most PPPs and private sector infrastructure projects, which are often structured as limited-
recourse financings (as opposed to corporate financings), are heavily dependent on timely
completion and the commencement of revenue generation. Delays usually mean higher in-
terest on construction loans and possibly escalation of construction costs. In addition, delays
in generating revenues can mean that the ability to pay for operating and maintenance costs
(including loan principal and daily costs) can be jeopardized. In some cases, governments
impose an obligation on concessionaires and operators to pay liquidated damages for delays
for which they are responsible to compensate the government for the cost of “cover” and lost
opportunity.

15 These can be either a dispute review board that gives advisory opinions only or a dispute
adjudication board that gives binding and immediately enforceable decisions.

16  See full discussion below.
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respect to disputed matters. In PPPs and private sector projects (including
ones in which the World Bank may be involved), there is often no compa-
rable mechanism required to be built into the project for early and ongoing
identification and resolution of disputes. The political and economic costs to
countries of projects being delayed or fully derailed as a result of conflicts that
end up in formal legal proceedings are enormous.

Building on the idea of dispute boards as employed in publicly pro-
cured projects financed by the World Bank and as contemplated in certain
standard bidding and construction contracts of other institutions (see below),
two proposals are made. First, the parties to PPPs and private sector proj-
ects should establish a similar approach to responsive and proactive dispute
resolution. This would involve a partnering committee being instituted at the
inception of the project and remaining fully involved through the life of the
project as a means of keeping stakeholders routinely and frequently apprised
of progress and any unexpected challenges in meeting their respective expec-
tations. Second, for large infrastructure projects, the partnering committee
should include a dispute board from the inception of the project. In practice,
on smaller projects, the dispute board can and does substitute entirely for the
partnering committee, with each party choosing a member, and those mem-
bers choosing a collective chair. In either case, the dispute board should have
the power to help facilitate resolution of any dispute among the parties by
encouraging the appointment of an impartial mediator (if the parties have
not already pursued mediation) or to impose a decision on the parties when a
negotiated settlement is not possible, ensuring that the parties have the great-
est opportunity to resolve disputes promptly and to keep the project on track.
The decision can be binding or nonbinding, depending on the parties’ agree-
ment, as described below.

The Challenge to Deliver

The World Bank Group' is at the forefront of the international-development
financial institutions supporting PPPs in the traditional and social infrastruc-

17 The World Bank Group consists of five organizations: the International Bank for Recon-
struction and Development lends to governments of middle-income and creditworthy low-
income countries. The International Development Association provides interest-free loans —
called credits—and grants to governments of the poorest countries. The International
Finance Corporation is the largest global development institution focused exclusively on
the private sector. It helps developing countries achieve sustainable growth by financing
investment, mobilizing capital and loans in international financial markets, and providing
advisory services to businesses and governments. The Multilateral Investment Guarantee
Agency (MIGA) promotes foreign direct investment into developing countries to support
economic growth, reduce poverty, and improve people’s lives. MIGA fulfills this mandate
by offering political risk insurance (guarantees) to investors and lenders. The International
Centre for Settlement of Investment Disputes provides international facilities for conciliation
and arbitration of investment disputes. See World Bank, About Us, available at http://web
.worldbank.org/WBSITE/EXTERNAL/EXTABOUTUS/0,,pagePK:50004410~piPK:36602~the
SitePK:29708,00.html.


http://web.worldbank.org/WBSITE/EXTERNAL/EXTABOUTUS/0,,pagePK:50004410~piPK:36602~theSitePK:29708,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/EXTABOUTUS/0,,pagePK:50004410~piPK:36602~theSitePK:29708,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/EXTABOUTUS/0,,pagePK:50004410~piPK:36602~theSitePK:29708,00.html

Keeping Public-Private Partnership 27
Infrastructure Projects on Track

ture sectors in emerging markets."® Increasingly, the World Bank Group is
involved in cutting-edge, first-of-a-kind infrastructure projects with trans-
formational potential and the ability to be repeated and scaled up across the
emerging world. The World Bank Group’s ability to support the successful
financing and sustained implementation and operation of a sound private sec-
tor or PPP project is central to enhancing investor confidence more generally
in the country and thereby to boosting development outcomes. The demands
and expectations to produce development results in these most challenging
environments and to reach the broadest base of the population—including
rural and urban environments—are high. There are even greater challenges
for a developing country with limited government, judicial, financial, or tech-
nical capacity, little or no history of private investment, a nascent legal system,
or a limited track record of interpreting and enforcing contracts, as can be the
case in new countries or countries that have just entered a postconflict phase.
Particularly because of these challenging circumstances, it is critical that the
parties have an effective and efficient way to expedite resolution of the dis-
putes that will inevitably arise in these high-profile, high-stakes infrastructure
projects. It is also important to find an effective way to monitor the progress of
the job itself, and to act as a control, such as by providing on-site monitoring,
and to aid in the prevention of fraud.

PPPs and Disputes That Arise

Public-private partnerships in the infrastructure sector typically involve mul-
tiple stakeholders. The typical “public” stakeholders might include, for ex-
ample, government and/or state-owned and/or municipal enterprises as (1)
grantor of a concession or license, (2) regulator, (3) purchaser or off-taker of
the public services or products being generated by the private operator for
distribution to consumers, and, sometimes, (4) investor. On the private sec-
tor side, such a project might involve (1) a private company (the borrower or
investee company that is licensed by the government to evaluate the feasibil-
ity of the project and to design, construct, and operate the project on a certain
timetable and at an agreed-on, often regulated, tariff); (2) private construction
contractors and other service providers hired by the private operator to en-
able the private operator to meet its obligations to the government under its
concession, license, or off-take agreement; (3) lenders and political risk pro-
viders; and (4) investors—traditional shareholders as well as private equity
investors and others who have invested in, and who are therefore interested
in, the financial success of, the private operator. Finally, such a project will
include the ultimate beneficiaries of the public services (including potentially
private, commercial, and industrial consumers or users) as well as the local
community. All of these stakeholders have distinct interests in pursuing proj-
ects, including anticipated “rewards” commensurate with the risks taken in
the project in the case of private sector stakeholders, and “value for money”

18 See World Bank, Annual Report 2012, available at http://siteresources.worldbank.org
/EXTANNREP2012/Resources/8784408-1346247445238/ AnnualReport2012_En.pdf.


http://siteresources.worldbank.org/EXTANNREP2012/Resources/8784408-1346247445238/AnnualReport2012_En.pdf
http://siteresources.worldbank.org/EXTANNREP2012/Resources/8784408-1346247445238/AnnualReport2012_En.pdf

28 The World Bank Legal Review

in the case of government stakeholders and end users. In some cases, one or
more parties may have an interest in delaying resolution of the dispute and
any payment or other obligations they may have as a result of the resolution
of the dispute. Most large, multiparty infrastructure projects involve not only
extensive construction phases but also operations over a long period, some-
times up to 50 years.

Disputes might arise as a result of poor or untimely performance by the
private operator; unexpected increases in costs of certain components or ser-
vices that disproportionately disadvantage a particular party;'" a natural force
majeure event that physically delays or impedes the project development, con-
struction, delivery of equipment, or operation; disputes among shareholders
of the private operator (e.g., over funding obligations); breaches by the gov-
ernment or its agencies; macroeconomic changes or changes in the political
or regulatory environment; or laws that make the original terms of the con-
cession or license disadvantageous for one or more of the parties.?” In some
cases, the local community can be negatively affected by the proposed project;
for example, community members may need to be resettled or compensated,
or they may not understand how their needs will be met. In either case, if
disputes are left unaddressed or unresolved, relationships among the stake-
holders can deteriorate and, ultimately, the project can falter. PPPs are ad-
ditionally surrounded by intense public scrutiny, and when something goes
wrong in the project (e.g., a unilateral renegotiation of a concession’s terms
by the government,* or a breach or unexcused deficient performance by the
private operator), it often results in political fallout in the country. Lengthy
and expensive litigation or investor-state or other arbitration to resolve these
disputes can jeopardize the viability of the project or derail its implementation
or operation, and will at a minimum be frustrating to the private operator and
its contractors, investors, and lenders, as well as to the local government, end
users, and local community. In addition, certainty of outcome in formal pro-
ceedings (in litigation and also in arbitral proceedings) is not assured even in
seemingly strong cases, particularly in local arbitral fora or courts, which may
not have a long history of interpreting private commercial contracts or may
seem biased. Ultimately, these frustrating and often unpredictable formal dis-
pute resolution processes can seriously undermine both investor confidence
and potential contractor interest in investing in the country or in a project
involving the same government or local parties.

19 According to a recent World Bank study, roughly 70 percent of hydropower projects were
completed with cost overruns exceeding 30 percent, and a majority of projects were finished
with 50 percent overruns. One or more parties must pay for or bear these cost overruns.

20  See Renewables, Retro-active FiT Cuts in Bulgaria Cause Sector Fury, See News (Sept. 17, 2012),
available at http://renewables.seenews.com/news/retro-active-fit-cuts-in-bulgaria-cause
-sector-fury-303005.

21 See Toolkit for PPPs in Roads and Highways, Contract Renegotiation and Adaptation (Public-
Private Infrastructure Advisory Facility 2009), available at http://www.ppiaf.org/sites/ppiaf
.org/files/documents/toolkits/highwaystoolkit/6/pdf-version/4-37.pdf.


http://www.ppiaf.org/sites/ppiaf.org/files/documents/toolkits/highwaystoolkit/6/pdf-version/4-37.pdf
http://www.ppiaf.org/sites/ppiaf.org/files/documents/toolkits/highwaystoolkit/6/pdf-version/4-37.pdf
http://renewables.seenews.com/news/retro-active-fit-cuts-in-bulgaria-cause-sector-fury-303005
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The Need for Communication and Effective Dispute Resolution

It is vital in complex infrastructure projects that the parties keep as open a dia-
logue as possible in order to address contentious issues and changes in circum-
stances or perspectives as they arise and, ideally, even before they turn into
full-fledged disputes. While it is important that the original commercial deal
among the stakeholders be respected, particularly when unforeseen “neutral”
changes have arisen, a forward-looking creative solution that involves adjust-
ment to the originally negotiated terms of a contract may be a reasonable, and
perhaps the most favorable and sustainable, outcome. However, representa-
tives of parties may become anxious about the possible fallout within their
constituencies because they have suggested a solution that departs from the
negotiated contract, or because they are not empowered to consider alterna-
tives to the negotiated contract terms. In addition, the parties may be reluctant
to appear “weak” in negotiations by suggesting a compromise solution, or
they may be concerned about the risk of compromising their legal rights and
remedies by agreeing to an “alternative” means of dispute resolution, such as
mediation or a dispute board mechanism. Yet, without a pre-agreed-on and
routine mechanism for airing and ideally resolving concerns before they turn
into disputes, the disputes that result may be difficult or impossible to an-
ticipate or to resolve through direct negotiations among the parties—at least
not in a time frame that is reasonable given the time and resources involved
(including staff and management time, external legal counsel time, etc.) —and
may lead to the deterioration of the project, relationships, and trust among the
parties, as described below.

Dispute Resolution Proposal for PPPs

Partnering Committees: Composition and Role

It is therefore proposed that, as a matter of best practice in the construction
and operation of traditional and social PPPs and privately financed infrastruc-
ture projects around the world, each significant stakeholder be represented
on a partnering committee? that conducts periodic meetings (occasionally on-
site and/or in country) from the inception of the project (for example, monthly
during development and construction and less frequently during operations).
Thus, the partnering committee for a power generation project might consist
of a member from each of the private developer/operators; each of the major
material supply, construction, or services providers; the government (usually
arepresentative from the lead ministry and/or their external advisers) and any
government entity purchasing services from the private operator or having

22 Sometimes, these committees are called “steering committees” or “project development com-
mittees” and are included in a country’s standardized PPP contracts, together with extensive
reporting obligations about the project’s progress. This mechanism is critically important,
too, if the government or a government agency has an obligation to perform certain functions
to enable the private operator to deliver its works or services on time; e.g., a private power
plant operator’s ability to connect to the government-owned transmission line or grid.
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an ownership interest in the project; possibly the regulator, the lenders, and
investors; and, depending on the size, profile, and dynamics of the project, a
representative from the local community. However, the membership of the
partnering committee can vary according to the project and the desires of the
stakeholders. The size and composition of the partnering committee needs to
be sufficiently streamlined and managed to be and to remain productive and
not become sidetracked on minor issues or used as a forum for complaints
or delays. The specific mandate of the partnering committee would be (1) to
keep stakeholders apprised of project progress and any obstacles that have
arisen that could affect the expectations of any of the parties or the scope,
price, or timing of the project; (2) to provide an early-alert mechanism to any
concerns of one or more stakeholders; (3) to provide a frequent and routine
forum for the parties to directly negotiate resolution of any disputes, where
possible; and (4) to commit to engage a mediator to facilitate the resolution of
disputes if the parties are unable to do so on their own through direct discus-
sions and negotiations.” PPP projects can and should affect the bottom-line
issues of opportunity, inclusion, and equity when they allow for local-level
input from those who will be using the project, those who will benefit from
it, and those who will be impacted negatively by it; hearing all those voices
and providing for their inclusion in the early stages of the project through a
partnering committee will satisfy those vital needs. If used conscientiously as
a means of engaging the local community, a partnering committee can also be
an effective means of avoiding official complaints by the local community to
the World Bank’s Inspection Panel and to the IFC’s and MIGA’s Office of the
Compliance Adviser/Ombudsman, both independent recourse mechanisms
whose mission is to address complaints by people affected by World Bank
Group projects and to enhance the social and environmental accountability of
the World Bank Group institutions.

Active Commitment to Mediate

The power of mediation is essentially accepted in the construction industry.
Many financial institutions and companies involved in complex international
construction and infrastructure projects routinely provide in their contracts
for, and routinely use, alternative dispute resolution (ADR), and specifically
mediation, as a mechanism of “first resort” when there is an incipient conflict
brewing among the parties or when direct negotiations over a ripe conflict
break down or are overly prolonged.* (In this chapter, arbitration is consid-

23  Agreements to mediate can be tailored to ensure that the only disputes required to be me-
diated are those that (1) are good candidates for mediation and (2) do not jeopardize the
parties’ legal rights and remedies. A balance must be struck, however, between reassuring
parties that they do not give up too much by agreeing to mediate and creating a situation in
which the parties use the exclusions from the agreement to mediate as an excuse not to me-
diate. In situations in which the parties are reluctant or refuse to mediate, the dispute board
(discussed in the next section) can play an important role in urging the parties to try, at least
for an agreed-on period, to mediate disputes toward a negotiated settlement.

24  Construction industry contracts standardized by the International Federation of Consulting
Engineers (FIDIC) include provisions for “amicable settlement” of disputes among parties,
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ered a formal means of dispute resolution, much like litigation.) The Interna-
tional Institute for Conflict Prevention and Resolution (CPR) reports that over
4,000 companies and 1,500 law firms have established policy and signed a for-
mal pledge committing themselves to explore ADR options before pursuing
litigation.” These ADR mechanisms can fall along a wide-ranging continuum,
between mediation on the one end and arbitration and litigation on the other.
For example, such ADR mechanisms might include expert determination. In
1996, General Electric Company (GE) began the process of systematic use of
mediation, and in 1998, GE initiated a company-wide Early Dispute Reso-
lution (EDR) program tied to GE’s Six Sigma Quality initiative to eliminate
“defects” in the company’s processes and products. As of 2011, GE routinely
used mediation globally to resolve disputes of all sizes and complexity. EDR
is considered by GE to address the demands of its clients through (1) mini-
mal waste of executive and managerial time; (2) preservation of important
business relationships; (3) maximization of outcome; and (4) predictability of
results. GE’s policy of preferring mediation in the first instance for the resolu-
tion of disputes is based on a hardheaded, commercial analysis of the costs of
formal litigation or arbitration versus ADR mechanisms.?

Critical features of any voluntary mediation are its consensual and con-
fidential nature, its flexibility in structure and process, and its adaptability
to the needs and desires of the parties, including the need to control the out-
come. To further expedite resolution of disputes among the parties and keep
projects on track, it is therefore recommended that the parties select a few
mediators on a standby basis, up front, to be available to facilitate the resolu-
tion of disputes among the parties as and when disputes arise that cannot be
negotiated directly toward resolution. Indeed, in large infrastructure projects,
the dispute board often includes pre-agreed-on mediators, to avoid a dispute
over the selection of mediators just at the time when the parties could benefit
from trying mediation toward a settlement.

Including a provision for mediation before or during the dispute board
process—as proposed here, especially in PPP and related contracts—can be an
important legal and “political” basis for parties to try mediation and thereby
to avoid criticism for acting beyond their authority and outside the contract

and the FIDIC generally endorses the use of ADR mechanisms to reach such an amicable set-
tlement. However, there is no specific requirement to attempt an amicable settlement prior
to a decision by the dispute board. In practice, if a dispute is “brewing,” the parties either
ask the dispute board for its opinion on the situation or hire a mediator. If a dispute hardens
and the dispute board renders a decision, there is a 56-day cooling-off period during which
the parties are urged to resolve the dispute amicably (by whatever means they choose, it be-
ing taken for granted that this means mediation). Then, if there is no settlement, the party in
whose favor the decision was made can go to arbitration for enforcement of the decision. See
infra, note 30, on subclauses 20.4 and 20.5 of FIDIC contracts.

25  See http://www.cpradr.org. CPR’s Banking and Financial Services Committee is actively in-
volved in the development of best practices for use of ADR among banks and other financial
institutions.

26  CPR has an excellent tool kit, available online, for early case assessment.
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terms. This may be especially true for government contract counterparties. To
avoid further criticism, the language could also explicitly preserve the right of
any party to pursue formal legal proceedings in parallel with the mediation or
at any time (in case of abuse of the mediation process by any party or threat to
any party’s rights or remedies of forestalling formal legal proceedings).

The continued operation of the partnering committee and the commit-
ment to mediate disputes during the life of the project are important to ensure
that there is an early warning of any changes in circumstances or challenges
during the operations, or any deterioration in the assets or services. In this
way, the parties can more consistently preempt the development of any dis-
putes or “bad blood” among the parties during perhaps the most vulnerable
period of the project and resolve such disputes informally, when possible.?”

The Establishment and Role of the Embedded Dispute Board

It is also proposed that a standing subgroup of the partnering committee be
established as a dispute board (DB) for the specific PPP project. The DB should
be empowered to refer disputes to mediation and ultimately to adjudicate
the dispute if a negotiated settlement among the parties is not possible. The
DB should be able to refer a dispute to mediation either before it adjudicates
the dispute or during the adjudication step, described below. The mediation
and adjudication steps could run in parallel with each other, and the contract
could allow mediation to continue as long as needed, even into further adju-
dicative processes.

The DB can be a dispute resolution board giving opinions or, in the opin-
ion of the authors, it should be a dispute adjudication board with the power to
effectively resolve a dispute in the event the disputing parties are unable to do
so on their own. The proposed adjudicative mechanism would be structured
as a hybrid of the “dispute review boards” contemplated for sizable publicly
procured projects financed by the World Bank® and the “dispute adjudica-

27  Some argue that a project is most vulnerable to interference by a government after the spon-
sor has poured all its money into and completed construction of the project. Given the long
life-span of some infrastructure projects, there could be a tendency for the periodic meetings
to be postponed or canceled, or for stakeholder representatives to change or not participate.
These factors should be taken into account in the structuring and organization of partnering
committees and in setting realistic expectations based on the requirements of the project. If
the project is operating smoothly, there may not be a need for a partnering committee for the
full life of the project.

28 The World Bank’s standard form contract for procurement of works financed by the World
Bank is broadly based on the FIDIC documents. Under international competitive bidding,
the World Bank’s Procurement Guidelines (para. 2.43) require that the conditions of contract
for goods, works, and nonconsulting services include dispute settlement provisions, and,
essentially as the preferred approach, further require that contracts provide for international
commercial arbitration in a neutral venue “unless the Bank has specifically agreed to waive
this requirement for justified reasons such as equivalent national regulations and arbitra-
tion provisions, or [because] the contract has been awarded to a bidder from the Borrower’s
country.” In the case of works, supply and installation, and single responsibility (including
turnkey) contracts, the dispute settlement provisions shall also include “mechanisms such
as dispute review boards or adjudicators, which are designed to permit a speedier dispute
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tion boards” that are used extensively in the private construction industry all
over the world” and that are enshrined in various model construction con-
tracts, such as the widely used international procurement contracts of the In-
ternational Federation of Consulting Engineers (FIDIC) for major construction
works.*

Dispute adjudication boards were introduced into the FIDIC model docu-
ments (there are several versions) over a decade ago and are now included in
harmonized contract conditions that have been adopted by most multilateral
and bilateral development financial institutions, including the World Bank,
for works to be financed and procured in accordance with the rules of such
institutions and using the FIDIC contracts.’ While there are slightly different
structures in the different forms of FIDIC contracts, essentially the FIDIC form
of dispute adjudication board includes appointment of the board at the incep-
tion of the project with powers to impose interim binding decisions on the
parties pending resolution through a negotiated settlement among the parties
or through a final arbitral award.”> The World Bank’s comparable provision,
included in its standardized contract for publicly procured works in projects
costing over $10 million to be financed by the World Bank, states that “[i]n the
case of works, supply and installation, and single responsibility (including
turnkey) contracts, the dispute settlement provisions shall also include mech-
anisms such as dispute review boards or adjudicators, which are designed

settlement.” The World Bank’s Standard Bidding Documents for Works describe the details
of these boards. The World Bank’s procurement guidance and template contracts are avail-
able at http://web.worldbank.org/WBSITE/EXTERNAL/PROJECTS/PROCUREMENT/0,,pa
gePK:84271~theSitePK:84266,00.html.

29  Various forms of DBs have been used in the U.S. construction industry since the 1960s in
connection with underground construction (such as tunneling) and water management proj-
ects. Most credit the 1975 building of the Eisenhower Tunnel project in Colorado as the first
such use of a DB, in the current form. See Shaun Beaton, Dispute Resolution Boards in Power
Project Development, Infrastructure J. (2002), http://www ijonline.com/pdf/pdf/review2002
review2002_power_dispute_resolution.pdf; and Cyril Chern, Chern on Dispute Boards 8-9
(2d ed., Wiley 2011). They are now used in other industries, as well, such as the insurance,
telecoms, financial services, and maritime industries.

30 Dispute adjudication boards were introduced into the FIDIC model documents (there are
several versions) over a decade ago. Subclause 20 of the FIDIC Conditions—"Red Book”
(1999) and the 1999 editions of the other FIDIC contracts for major works, namely, the
Conditions of Contract for Plant and Design-Build (the “Yellow Book”) and Conditions of
Contract for EPC/Turnkey Projects (the “Silver Book”) (the three Books together being the
1999 FIDIC Books”), as updated and added to Design, Build and Operate (the “Gold Book”).

31 Asof 2013, the FIDIC harmonized contract conditions had been adopted by the World Bank,
European Bank for Reconstruction and Development, Asian Development Bank, African De-
velopment Bank, Black Sea Trade and Development Bank, Caribbean Development Bank,
Council of Europe Development Bank, and Inter-American Development Bank, among other
institutions. See http://fidic.org/node/321.

32 Seehttp://FIDIC.org; and Chern, supra note 29, at 8-10. Note that this mechanism permits the
parties to refer the dispute to formal resolution in the courts or arbitration, as the case may
be. The “interim” nature of the decision of the DB is reassuring to parties who may be wor-
ried about compromising their formal legal rights and remedies.


http://www.ijonline.com/pdf/pdf/review2002review2002_power_dispute_resolution.pdf
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to permit a speedier dispute settlement.”** The World Bank’s 2011 Standard
Bidding Documents for Works provide a mechanism for the establishment of
a similar dispute adjudication board for public works.

There is a good deal of literature to explain the advantages of dispute ad-
judication boards, including that the parties consider the input and decisions
of their dispute board to be at least as fair and informed as those of any court
or arbitral tribunal, and that they take a fraction of the time and cost of going
to arbitration. In addition, the dispute board typically helps in keeping the
parties “talking” and helps to “separate the people from the problem,” to use
popular conflict resolution vernacular. As a result, sometimes the mere exis-
tence of the dispute adjudication board is enough to preempt a dispute from
escalating into an entrenched battle among the parties. The Dispute Board
Federation in Geneva has indicated, based on anecdotal research, that some-
thing approaching 98 percent of all disputes referred to a dispute board have
been successfully resolved. Moreover, of the dispute board decisions that have
been appealed to a court or arbitral tribunal, only a small fraction have been
overturned. For example, the US$2 billion Ertan Hydroelectric Dam project
in China had 40 disputes referred to its dispute review board, none of which
continued to arbitration. At the US$2.5 billion Katse Dam project in South Af-
rica, 12 disputes were referred to the dispute board, and, of these, only 1 went
on to arbitration, where the DB decision was upheld. When dispute adjudica-
tion boards are not effective, it is often a result of delay in the DB’s appoint-
ment because of concerns over the costs of having a standing dispute board.*

The dispute adjudication board mechanism required for public procure-
ments financed by the World Bank is not specifically required for PPP con-
tracts to be financed by the World Bank and is not routinely established up
front, but rather is delayed to the time when a dispute has arisen.®> As a matter
of best practice, therefore, and in contrast to alternative dispute resolution

33 See Section VII, General Conditions, Clause 20, Claims, Disputes and Arbitration, which in-
troduces a dispute board that may comprise one or three members, as may be determined by
the employer and specified in the contract data (Part A of Section VIII, Particular Conditions)
without regard to the estimated cost of the contract.

34  Chern, supra note 29, at 20-24.

35 Depending on the project and financing structure and the World Bank’s involve-
ment (e.g., a Bank loan or guaranty), PPP contracts can sometimes be procured un-
der “open competitive bidding procedures” determined acceptable to the World Bank.
In these types of PPP projects, the World Bank has flexibility with respect to requir-
ing (or not requiring) compliance with the detailed procedures of international com-
petitive bidding, including the provision for a dispute review board or similar mecha-
nism contained in its standard contracts. However, a Guidance Note and Information
Note on Procurement in Public-Private Partnerships do seem to suggest (specifically in
the Information Note) that the contract include some mechanism for settling disputes:

Dispute Resolution

¢ The Contract must specify a procedure for handling disputes under the terms of the
Contract.... [A] common form of dispute resolution involves a three stage process as
follows:
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mechanisms that may provide primarily for a facilitated means of reaching
a negotiated settlement among the parties,* the proposed DB for complex,
multiparty PPP and private sector infrastructure projects (whether or not they
use contracts or financing from institutions that require it) would involve ap-
pointment—at the inception of the project—of a standing DB consisting of im-
partial and independent experts who monitor the progress of the works and
address—in real time—contentious issues as they arise and before they turn
into true disputes. The role of the DB should be: (1) in the first instance, to
refer unresolved disputes that may have arisen to mediation for an attempt
at a negotiated settlement among the parties;*” (2) to recommend a proposed
solution or problem-solving method, if the negotiated-settlement approach
(e.g., mediation) is proving to be ineffective; and (3) when necessary, to im-
pose a decision on the parties (typically after an informal opportunity for par-
ties to present their positions through written papers, interviews with person-
nel, and, in some cases, an informal hearing). It is proposed that decisions of
the DB should ideally be binding on the parties, pending final resolution of

e the Grantor and Concessionaire consult with each other for a fixed time period (pos-
sibly involving different levels of internal consultation) in an attempt to come to a mu-
tually satisfactory agreement;

e if consultation fails, the parties may then (except in the case of certain types of dis-
pute) put their case before an expert to decide. The expert is appointed from a panel
(e.g. of construction or operation experts) whose appointment is regulated by the Con-
tract. It may be appropriate in certain circumstances to substitute other forms of Alter-
native Dispute Resolution (“ADR”) for this type of expert determination. Disputes re-
lating to the mechanics of price variations may go to a financial expert agreed between
the parties at the time, and

o if either party is dissatisfied with the expert’s decision, it may refer the matter either
to arbitration (itself a form of ADR) or to the courts for a final and binding decision. The
method of appointing the arbitrator should be set out in the Contract.

http://intranet.worldbank.org/WBSITE/INTRANET/OPERATIONS/INTPROCUREMENT/0
,,contentMDK:23051237~menuPK:60000186~pagePK:60000209~piPK:60000211~theSitePK:27
8020~isCURL:Y,00.html. Note that many parties elect to skip the internal consultation
requirement as they assume that it would have taken place before the dispute had escalated.
Some clients elect to forgo expert determinations or make such determinations non-
binding, preferring instead to rely on arbitration for binding resolution. With respect to par-
tial risk guarantees of the World Bank, commercial lenders often drive the issue. Generally,
the World Bank’s rules require a procurement process that meets the “economy and effi-
ciency” standard, which is largely undefined and leaves some flexibility for the World Bank
to determine what makes sense within the context of the particular project.

36  See Chern, supra note 29, at 6-8. While there is a continuum of ADR techniques, ADR usu-
ally has as its objective a negotiated settlement among the parties, often reached through the
facilitation of a neutral third party. There is often no agreed-on mechanism for the neutral
third party (mediator) to impose a decision (especially one that is binding) on the parties.

37 Judges are increasingly ordering parties to try to reach a settlement through mediation be-
fore resorting to the court for resolution of the dispute. Indeed, in some jurisdictions, the law
requires parties to try to resolve their disputes through mediation before pursuing a remedy
in court. Not every dispute is a good candidate for ADR or mediation—especially as a sole
mechanism for resolution of the dispute at hand, and there are often excellent reasons for
pursuing formal legal remedies in court or in arbitration instead of, or in parallel with, ADR.
There is ample literature on the advantages and disadvantages of the many mechanisms of
ADR and the features that make a project a good candidate for ADR in the circumstances. It
is also critical to find a quality mediator.


http://intranet.worldbank.org/WBSITE/INTRANET/OPERATIONS/INTPROCUREMENT/0,,contentMDK:23051237~menuPK:60000186~pagePK:60000209~piPK:60000211~theSitePK:278020~isCURL:Y,00.html
http://intranet.worldbank.org/WBSITE/INTRANET/OPERATIONS/INTPROCUREMENT/0,,contentMDK:23051237~menuPK:60000186~pagePK:60000209~piPK:60000211~theSitePK:278020~isCURL:Y,00.html
http://intranet.worldbank.org/WBSITE/INTRANET/OPERATIONS/INTPROCUREMENT/0,,contentMDK:23051237~menuPK:60000186~pagePK:60000209~piPK:60000211~theSitePK:278020~isCURL:Y,00.html
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the matter in accordance with a negotiated settlement among the parties or
through a final judgment or arbitral award.*® A binding decision ensures that
the partnering committee and DB process are not used as a stalling tactic.

It is worth emphasizing that, with the interim binding-decision structure,
once the DB has given its decision, the decision must be adhered to. As a re-
sult, the project is not stalled or the timeline delayed while the unhappy party
takes the dispute further to arbitration or review. In other words, delays are
banished in this system.

Given the expertise and independence of DB members, DB decisions are
usually considered efficient, rational, and extremely well tailored to the dis-
pute and project. An experienced DB can actually prevent disputes from aris-
ing, by giving informal advice to the contracting parties and by encourag-
ing parties to consider, in advance of any formal dispute, points of potential
friction. A DB may also be creative and not necessarily tied to the letter of
the underlying contract if there is some inherent deficiency or unfairness in
the contract or if circumstances have fundamentally changed. As a result, DB
members are often considered trusted members of the project administration
and are frequently asked to give advisory opinions to the parties on some
point, even before any dispute arises. Notwithstanding their flexibility in re-
solving disputes, DBs may not be suitable for resolving/adjudicating all the
disputes that can arise in PPP transactions; in particular, they may not be able
to deal with highly charged political issues and similar problems, including
attempts by any party (public or private) to use the DB to renegotiate funda-
mentally sound terms on which parties based their decisions to enter into the
project contracts. In a formal or informal project administration role, a DB
can also influence the willingness and ability of the parties to perform their
respective obligations. In some cases, DBs have been helpful in preventing
corruption by supervising disbursements of moneys for agreed-on purposes
throughout the life of the project and at the time of the final accounting among
the parties. Use of a DB also has an important role to play in promoting the in-
clusion agenda, as during hearings; the DB is not limited to hearing evidence
from the contractual parties themselves. Indeed, the DB is under a duty to find
out the truth from whatever source is necessary; for example, this occasion-
ally can include hearing members of local tribes or other affected community
members on the issues.

An important feature of a DB’s ability to impose a decision on the par-
ties (whether or not the decision is binding) is the speed of the dispute reso-

38 Thereis great debate over the advantages and disadvantages of binding vs. nonbinding deci-
sions of DBs. See Chern, supra note 29, at 4-5. Decisions of DBs as used in the United States
have usually been nonbinding recommendations, whereas dispute adjudication boards used
in many other parts of the world are usually empowered to render a binding decision, which
can be appealed in a formal arbitration but which is binding pending a final resolution
through a negotiated settlement of the parties or a final arbitral award. In its standardized
documents, the International Chamber of Commerce offers parties three kinds of DBs un-
der its Dispute Board Rules from which to select. See http://www.iccwbo.org/Products-and
-Services/Arbitration-and-ADR/Dispute-Boards/Standard-ICC-Dispute-Boards-Clauses/.
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lution. While litigation and arbitration can often take years, a standing DB
can impose a decision extremely promptly in view of the members’ ongoing
familiarity with the project. DBs may be able to deliver such a recommend-
ed settlement or decision within as little as one month of the full exchange
of information about the dispute or hearing, with a normal time limit being
84 days from the inception of the dispute and notification to the DB. The time
savings can often be critical to the project’s viability as well as to maintaining
the parties’ relationships.”

It is both customary and essential that the DB include members with real-
world experience, including engineering, construction, commercial, and,
often, legal expertise. In larger projects, it is common for there to be three
members; in smaller projects, a single member with the right skill set can be
adequate. Thus, a DB might consist of one person selected by the owner, one
selected by the contractor, and the third (often the chair) selected by the first
two, each subject to the approval of the parties to the contract.”” The chair-
person’s role is critical to the fairness, credibility, and efficiency of the DB in
resolving disputes. He or she must continually take all the facts and circum-
stances, and the parties’ legitimate interests and bargaining positions, into
account. This can be especially important if the DB is asked to assist in the
resolution of a matter involving the affected local community.

Frequency of Dispute Board Meetings

During construction, the DB should meet frequently (e.g., every month or ev-
ery other month), and make occasional visits to the site. Although a project is
arguably more vulnerable to disputes during the construction phase, during
operations, problems can also arise that threaten revenues and, potentially, the
viability of the project. The operations phase is also the phase during which
many stakeholders have a declining interest in the project; for example, if they
have already secured their returns or, in the case of the government, if it has
less capacity to continue to focus on the project. It is therefore recommended
that the DB portion of the partnering committee remain actively involved and
meet, if less frequently, at least semiannually or annually, depending on the
complexity and dynamics of the project. This continuing role for the DB is
important to maintaining an open environment in which to identify problems

39 Foragood discussion about the complexities surrounding the enforceability of DB decisions,
see Christopher R. Seppéld, An Engineer’s Dispute Adjudication Board’s Decision Is Enforceable
By An Arbitral Award (White & Case Dec. 2009), available at http://www.whitecase.com/files/
Publication/5787c9al-5ebb-4858-aa74-b0543f0b5fec/Presentation/Publication Attachment/72
45da26-5ade-4380-b638-b361a26ac8f7/article_FIDIC_conditions_Dec09.PDF.

40 Some professionals believe that permitting the appointment of a DB representative by each
party can create a situation in which there is a “representative” of each party and only one
true neutral in the DB. It is interesting to note that the Supreme Court of Colombia declared
this process unconstitutional a number of years ago. Thus, a better practice may be to have
the main stakeholders agree on the names of the three DB members. Note, too, that in some
eastern European countries, in long-term concessions, DBs can have varying membership
for the project depending on the nature of the dispute. See Chern, supra note 29, at 11.
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http://www.whitecase.com/files/Publication/5787c9a1-5ebb-4858-aa74-b0543f0b5fec/Presentation/PublicationA??45da26-5ade-4380-b638-b361a26ac8f7/article_FIDIC_conditions_Dec09.PDF

38 The World Bank Legal Review

and attempt to resolve them before they morph into rigid disputes and ulti-
mately threaten to derail or destroy the viability of the project.

Dispute Board Costs

DB costs should be shared equally by the contract parties. The total cost of
establishing and operating a DB has been estimated to range from as little
as 0.015 percent to 0.05 percent of total project costs. Parties often consider
this a reasonable price to pay to avoid not only significant project delays or
cost overruns but also the delays and direct costs associated with formal le-
gal proceedings. Indeed, some contractors bidding on contracts that include
a dispute adjudication board process have developed a practice of adjusting
downward the premium they would otherwise include in a contract tender
that includes only formal dispute resolution. The cost of a DB can often be
justified solely in terms of its contribution toward cementing and preserving
relationships among the parties, which has a particular value for parties that
may wish to do repeat business.*!

Incorporating Partnering Committees and Dispute Boards
into the Project

It is impossible for construction and other project contracts for a PPP or pri-
vate infrastructure project to anticipate all events that will arise during the
project’s construction and operation. Nor can these contracts fully provide for
all remedies that might be appropriate in the circumstances, even if there is a
general agreement on allocation of project risks among the parties. Many proj-
ect contracts provide for dispute resolution but only briefly explain a process
that might be used by the parties leading up to formal legal proceedings. It is
critical for the parties to incorporate partnering committees, mediation, and
the DB structure into their project contracts to provide a road map for how the
parties can anticipate and resolve disputes on a real-time basis, all within the
objective of respecting the parties’ original commercial understanding and
keeping the project on track.

Summary

Whether infrastructure projects for the delivery of public services are gov-
ernment owned and operated, PPPs, or privately financed and operated, dis-
putes will inevitably arise. There is growing confidence in and use of dispute
adjudication boards in large infrastructure and construction projects around
the world, and these structures are often already built into publicly procured
projects. To preserve the expectations of the parties regarding the timing and
costs of PPPs and privately financed infrastructure projects, and to keep these
projects on track, it is proposed that, consistent with best practice, a partner-
ing committee with an embedded dispute board be established and become

41  See Chern, supra note 29, at 19; and Beaton, supra note 29.
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active at the inception of each project. If structured to provide a meaningful
flow of information among the stakeholders, including affected local commu-
nity members, a partnering committee can, together with a dispute board, be
instrumental in early identification and resolution of any disputes that arise
before the parties and affected local communities become entrenched in their
positions. In addition, a DB can play an important role in supporting a medi-
ated settlement agreement among the parties. When necessary, a DB can also
impose an interim binding decision on the contracting parties, pending reso-
lution of the matter through a negotiated settlement or a final arbitral award.
The costs associated with such a mechanism are more than outweighed by the
confidence that project stakeholders and investors will have in infrastructure
investments generally in the country.
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Protecting Traditional Practices
and Country of Origin in Developing
Countries through Fair Trade
and Intellectual Property Rights

BeTH ANNE HOFFMAN AND CHARLES BOUDRY

Ethiopia is widely regarded as the birthplace of coffee. With more than 30
native types of coffee plants, coffee is an integral part of Ethiopia’s cultural
heritage. The Ethiopian coffees Sidamo, Yirgacheffe, and Harrar are known
as some of the finest coffees in the world. Coffee makes up a large portion of
Ethiopia’s economy, accounting for more than 30 percent of the country’s total
export revenues. Moreover, nearly 20 percent of Ethiopia’s population earns
its living through coffee. Despite coffee’s importance—both on the interna-
tional market and to the domestic economy — coffee farmers in Ethiopia make
approximately US$1-$2 per day.

Ethiopia is a textbook example of how countries or producers can extract
higher export prices on the international market through the production of
specialty commodities. Since the collapse of the state-controlled coffee sec-
tor, Ethiopian coffee growers have pursued different methods to gain greater
profits. There is considerable experience in country in producing certified
organic and/or shade-grown coffees, as well as Fair Trade—certified coffees.
Most recently, the same producers have also used registered trademarks for
specific Ethiopian coffee exports.

In the mid-2000s, with considerable experience with the Fair Trade certifi-
cation process, the Government of the Federal Republic of Ethiopia (Govern-
ment of Ethiopia; GoE) chose to exercise its intellectual property rights (IPRs)
on certain varieties of coffee beans. Early work on defining coffee within the
framework of IPRs was done through a value chain analysis financed by the
United Kingdom’s Department for International Development (DfID) and
in partnership with the Ethiopian Intellectual Property Office (EIPO). It was
under the DfID project that the Ethiopian coffee trademarks were registered
internationally for Harrar (and Harar), Sidamo, and Yirgacheffe coffees. Dur-
ing this time, much of the domestic legal framework was enacted to support
the intellectual property claims. The World Bank financed a follow-up to the
DAID project. Both of these projects were aimed at improving the livelihoods
(and ultimately the revenues) of coffee producers in Ethiopia through Fair
Trade certification and coffee name trademarking. These projects and their
outcomes are described in this chapter.

41
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The case of Ethiopian specialty coffees highlights the fact that accessing
high-value or specialty markets through legal means can bring international
recognition for traditional knowledge. IPRs can protect products on the inter-
national market when trademarked. The level at which interventions of this
type can achieve financial success is ultimately affected by the overall open-
ness of markets, the capacity of the legal system to assert these rights in in-
ternational markets, and the overall sustainability of the intervention. Other
market externalities, such as land ownership, access to credit, and the partici-
pation of women and children in the production process, were also factors in
Ethiopian coffee production.

Commodities and High-Value Markets

IPRs are one way that farmers and other producers may seek to distinguish
their products on the international market and earn higher profits for their
products. Methods for the decommodification of coffee include Fair Trade
certification, and organic, shade-grown, or sustainably grown products. Fair
Trade certification is governed by standards established by private interna-
tional organizations. Fair Trade standards are meant to be applied to produc-
tion regardless of existing domestic legal and regulatory laws."

Fair Trade began as a social movement in the 1960s. Its aim was to bring
fair prices to producers in developing countries. Coffee was one of the first
products that received the Fair Trade brand, and it remains the single most im-
portant Fair Trade product.? Produced in developing countries by smallhold-
ers, coffee is well suited for this movement.’ Fair Trade promises fair prices
for products by sidestepping certain perceived market failures or anomalies.
Furthermore, Fair Trade has the promise of bringing the producer closer to the
consumer. Fair Trade—certified products are largely marketed as providing
ethical value-added for the consumer.

Fair Trade is not a process governed by national laws; it is a voluntary
process whereby producers adhere to 10 specific international standards that
can be applied to nearly any production system as long as the Fair Trade so-
cial standards are met.* Producers pay a Fair Trade organization to certify
their product’s adherence to certain criteria.” Certification includes site visits
to producer organizations to inspect production methods. In many cases, Fair
Trade standards are more stringent than domestic norms, and the onus is on

1 World Development Report 2008: Agriculture for Development 132 (World Bank 2008).

2 Loraine Ronchi, Fair Trade and Market Failures in Agricultural Commodity Markets (World Bank
Policy Research Working Paper No. 4011, 2006).

3 Peter Leigh Taylor, In the Market but Not of It: Fair Trade Coffee and Forest Stewardship Council
Certification as Market-Based Social Change, 33(1) World Dev. 136 (2005).

4  Kiristina Sorby, Production Costs and Income from Sustainable Coffee 4 (World Bank Report No.
29598, 2002).

5  The Fair Trade Labeling Organization (FLO) regulates all organizations that provide Fair
Trade certifications.
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the producer organization(s) to meet the Fair Trade standards in order to be
certified. The costs for the certification process are borne by the producers
themselves and can be substantial relative to an individual farmer’s or small-
holder’s income.

Fair Trade standards are applied independently of local laws and stan-
dards. Often, Fair Trade standards require a level of organization and regula-
tion that may not exist in many developing countries. These standards center
around 10 main issues: creating opportunities for economically disadvantaged
producers; transparency and accountability; fair trading practices; payment
of a fair price; ensuring no child labor and no forced labor; commitment to
nondiscrimination, gender equity, and women’s economic empowerment and
freedom of association; ensuring good working conditions; providing capacity
building; promoting Fair Trade; and respect for the environment.®

Without a local organization or cooperative to manage the many Fair
Trade standards, a smallholder or subsistence farmer may not understand
their importance or how they will be evaluated during the certification or re-
certification process. Implementing these standards on an isolated or individ-
ual basis would be an onerous and expensive process. As a result, Fair Trade
producers are generally organized in cooperatives to better manage the risks,
to deal with the resulting bureaucracy from the application of Fair Trade stan-
dards, and to ensure quality.

Within the Fair Trade standards, some are more easily implemented than
others; this was particularly the case with Ethiopian coffees. For example,
relatively few smallholders or subsistence farmers use commercial inputs—
such as fertilizers—when farming, which makes managing Fair Trade’s envi-
ronmental concerns relatively easy compared to meeting other standards. In
the case of Ethiopian coffee farmers, it has been reported that approximately
90 percent do not use any inputs in growing their coffees, making them virtu-
ally organic.” Fair Trade studies have long posited that by adhering to Fair
Trade ecological and environmental practices, growers may reap larger yields,
and therefore bigger profits.®

Issues related to transparency and accountability, capacity building, fair
pay and prompt payments, and the promotion of Fair Trade mainly apply
to the management of a farmers collective. As such, their impact on a small-
holder would be minimal, though it is conceivable that the collective would
ask a premium or contribution to manage these risks.

6  See the FLO World Fair Trade Organization (WFTO) website for a complete set of the stan-
dards, available at http://www.wfto.com/?option=com_content&task=view&id=2&Itemid
=14 (accessed July 31, 2013).

7 Overseas Development Institute, Ethiopia Trademarking and Licensing Initiative: Supporting a
Better Deal for Coffee Producers through Aid for Trade (2009), available at http://r4d.dfid.gov.uk/
PDF/Outputs/TradePolicy/aidfortrade.pdf.

8  Sorby, supranote 4, at 1.


http://www.wfto.com/?option=com_content&task=view&id=2&Itemid=14
http://www.wfto.com/?option=com_content&task=view&id=2&Itemid=14
http://r4d.dfid.gov.uk/PDF/Outputs/TradePolicy/aidfortrade.pdf
http://r4d.dfid.gov.uk/PDF/Outputs/TradePolicy/aidfortrade.pdf

44 The World Bank Legal Review

The Fair Trade standards more difficult to implement and sustain are
those related to labor. In the Ethiopian coffee sector, the majority of small-
holders use informal labor practices. Subsistence farming is often character-
ized by a structure in which the entire family participates. This means that
(pregnant) women and children are often involved in production. In many
cases, domestic law permits their participation, or the law is not enforced due
to the rural nature of agricultural production. Cultural norms and practices
may dictate that these practices are acceptable; some of these norms and prac-
tices may directly contravene prevailing law.

The Fair Trade certification process, however, views gender and child la-
bor standards largely in black and white. By allowing children or pregnant
women to work on Fair Trade—certified farms, the local producer risks losing
certification and the market premiums afforded by the Fair Trade label.” Simi-
larly, many coffee farmers depend on migrant labor when harvesting. The
highly transient nature of migrant labor may make it difficult for smallhold-
ers to monitor the labor supply and, ultimately, to fully adhere to Fair Trade
standards.'

The issues of access to land and credit underlie the Fair Trade model but
are not explicitly addressed by the Fair Trade standards. Access to land and
land rights have a direct bearing on what crops are produced and how they
are produced. Though Fair Trade welcomes and promotes the participation of
women producers in its networks through its gender standard, it falls short
of advocating for women’s land rights. Similar to the issue of labor discussed
above, cultural norms and practices may contravene national laws regarding
women'’s inheritance of land. Without directly addressing issues of inheri-
tance or a woman'’s right to hold property, the Fair Trade standard on gender
may miss an opportunity to build equity and capacity within producer com-
munities and organizations.

Linked to the issue of landholdings, access to credit can be a pressing is-
sue for smallholders engaged in Fair Trade production. Access to credit allows
farmers to buy new seeds or seedlings and fertilizers. Credit may also help a
family ensure that a child receives health care or education. Credit for small-
holders may be particularly difficult to obtain due to their geographic location
and industry." Microcredit may be better suited to subsistence farming, as
the cooperatives themselves may be more able to provide for their members’
needs than regular commercial banks can. Given this, and the comparatively
high cost of certification, it is somewhat surprising that Fair Trade organiza-

9 For an interesting discussion on child labor and adherence to the Fair Trade standards, see
Leonardo Becchetti & Marco Constantino, The Effects of Fair Trade on Affiliated Producers: An
Impact Analysis on Kenyan Farmers, 36(5) World Development 823-842 (2008).

10  See, generally, Cathy Farnworth & Michael Goodman, Growing Ethical Network: The Fair
Trade Market for Raw and Processed Agricultural Products (background paper for the World
Development Report 2008).

11 World Development Report 2008, supra note 1, at 143.



Protecting Traditional Practices through Fair Trade and IPRs 45

tions have not taken a more proactive approach to provide a more enabling
financial environment for their producers.

Credit could ultimately remove one of the biggest barriers to market entry
and increase production. It could also provide a form of insurance for produc-
ing families to weather market declines. Surveys of Ethiopian coffee farmers
have shown that a lack of credit greatly affects their willingness to buy agri-
cultural inputs to boost production. In some cases, farmers have reported not
wanting to take credit at all."

Finally, with regard to both organically grown and shade-grown products,
the majority of smallholder coffee production in Ethiopia is done through sub-
sistence farming. The certification process for these kinds of agricultural prod-
ucts is fairly streamlined. Ethiopian coffees are largely —if not entirely —pro-
duced without commercial fertilizers, GMO seeds, or other means that would
degrade the environment. If coffee production were to shift from smallholders
to larger farms, care would need to be taken to ensure that a commitment to
organic or shade-grown farming would continue to ensure certification and,
ultimately, market premiums.

Intellectual Property Rights and Agricultural Products

There is a range of IPRs that can be used to seek protection for an agricultural
product: trademarks, geographical indications (Gls), and traditional knowl-
edge (TK). Each country has its own intellectual property (IP) system, but
some general rules can be delineated. As with the Fair Trade standards de-
scribed above, adherence to any of the methods below will create value-added
commodities for export to other markets. All are relevant legal instruments
for the Ethiopian coffee case: trademarks and Gls are recognized in key export
markets, such as the European Union and the United States, Ethiopia’s main
export markets for coffee, and TK is receiving increasing attention from the
international community.

Trademarks

A trademark serves to distinguish a product or service from similar goods,
products, or services. It prevents confusion among consumers about the prod-
uct origin and protects the owner’s goodwill.”® A trademark does not refer to
the quality of the processes used to elaborate the service or manufacture the
good. It attaches to a good or services regardless of either the manufacturing

12 Samuel Gebreselassie & Eva Ludi, Agricultural Commercialisation in Coffee Growing Areas of
Ethiopia (research paper prepared for the Future Agricultures Consortium, Mar. 2008), avail-
able at http://r4d.dfid.gov.uk/PDF/Outputs/Futureagriculture/coffee_paper.pdf.

13 Maria Brownell, Coffee Trademark Licensing for Farmers: Brewing a Farmer-Owned Brand, 14
Drake J. Agric. L. 299 (2009).
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process or the location of the manufacturing process. The value of a trademark
depends on the intrinsic quality of the product or service itself."

Under U.S. trademark law, a party can file an application with the United
States Patent and Trademark Office (USPTO) to register a word, a logo, a de-
vice, a slogan, a package design, a scent, a color, or a shape. If the application
is accepted, the registered trademark becomes the private property of the reg-
istering party and can be used or licensed only by that party on the goods or
services identified in the application.’

A trademark owner has a right to permit nonowners to use the owner’s
mark, in which case the parties will enter into a license agreement. A trade-
mark owner can also prevent others from using the same or a similar mark
on otherwise similar products. In the United States, trademark owners must
protect their trademark by policing for its unauthorized use and can actively
enforce their right by excluding every other entity from using their trademark,
in order to prevent it from becoming diluted or generic.'

A trademark for a geographic region raises some issues because it gives
the owner the exclusive right to use the trademarked name commercially.
Generally, a geographically descriptive term cannot be granted a trademark
because it is only descriptive, the reason being that all place-names should
remain available for use by all competitors. However, this rule has an excep-
tion, and to overcome the descriptive nature of a geographic term, the term
must have acquired a “secondary meaning.” A term has a secondary meaning
when the product is considered significant beyond the physical location of the
goods.” Thus, when a geographic term is associated with qualities indepen-
dent of its physical location, the secondary meaning test is proven, and the
product can be registered. This test of secondary meaning was applied to the
Ethiopian case.

Geographical Indications

A Gl is a name or sign used on certain products that indicates the region of
origin of a specific good or service and relates to some standard of quality
associated with the good or service. There is no universal definition for what
constitutes a GI. It can include certification marks, designated Gls, protected
designations of origin, protected Gls, and appellations of origin.'®

14 Mary O’Kicki, Lessons Learned from Ethiopia’s Trademarking and Licensing Initiative: Is the Euro-
pean Union’s Position on Geographical Indication Really Beneficial for Developing Nations?, 6 Loy.
U. Chi. Intl. L. Rev. 324-325 (2008-2009), at 319.

15  See U.S. Trademark Law: Rules of Practices and Federal Statutes (U.S. Pat. & Trademark Off.,
Aug. 2012), available at http://www.uspto.gov/trademarks/law/tmlaw.pdf.

16 Brownell, supra note 13, at 300.
17 Id., at 296.
18  O’Kicki, supra note 14, at 321.
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The United States and the European Union have different approaches
regarding Gls. Under U.S. trademark law, Gls are registered and protected
with the USPTO as a certification mark and must meet the secondary meaning
requirement to be registered. A certification mark indicates that the good or
service bearing the mark possesses certain qualities or is made according to
traditional methods, as determined by a party, such as a trade group or a gov-
ernment entity, including state agricultural agencies, but not by a manufac-
turer itself. The mark indicates that the manufacturer adhered to third-party
standards when producing the product. Certification marks tend to be owned
by a collective group that establishes the standard or criteria that a product
must meet to bear the organization’s certification mark."

There are several differences between a trademark and a certification mark
in the U.S. IPR system. First, a certification mark is used by a third party, not
by the original manufacturer itself, to indicate some attribute or quality of the
goods. Second, while trademark owners are required to prevent every other
entity from using their trademark, a U.S. certification mark owner cannot ex-
clude other manufacturers that meet the standards and criteria as defined by
the registered certification mark. In this respect, the U.S. system of certifica-
tion marks creates opportunities for new producers and enables them to be
associated with a particular certification mark, which can be a very valuable
asset. A study found that consumers would be willing to pay 60 percent more
for a wine labeled “Napa Valley” than for a wine labeled “California.”?

In the European Union, GIs are given a registration and protection system
independently of trademarks. This is a core element of the EU trade and ag-
riculture policy, and the European Union established a single system for the
registry of Gls for some products intended for human consumption and cer-
tain foodstuffs, but not all. This system provides protection for two categories
of Gls: protected designation of origin and protected Gls. The EU system also
offers protection for traditional specialty guaranteed.”

A protected designation of origin covers agricultural products and food-
stuffs that are produced, processed, and prepared in a given geographical area
using recognized know-how. Thus, a protected designation of origin product
is tied both to the land through production and to the people who process
and prepare the good. It is important to note that the European Union places
a high value on the human skill associated with the preparation of a good.” In
order to qualify for GI protection, at least one of the stages of production, pro-
cessing, or preparation must take place in the geographical area. Because only

19 1Id
20 Id., at 321 & note 78.

21  See, generally, the European Commission’s definitions of geographical indicators and tradi-
tional specialties for definitions and lists of specific products, and so on, Geographical Indica-
tions and Traditional Specialties, available at http://ec.europa.eu/agriculture/quality/schemes/
(accessed Apr. 23, 2013).

22 O’Kicki, supra note 14, at 323.
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one of the three stages needs to occur within the designated region, protected
Gls are not as closely tied to the land as protected designation of origins. As
for the traditional specialty guaranteed protection, it highlights the traditional
character, either in the composition or in means of production, and it is not
directly connected to the land.”

The TRIPS Agreement and Geographical Indications

Geographic origin has been cited in trade for over a century, and in their cur-
rent form, Gls are governed by the 1995 WTO Agreement on Trade-Related
Aspects of Intellectual Property Rights (TRIPS Agreement). Article 22.1 of the
TRIPS Agreement defines Gls as “indications which identify a good as origi-
nating in the territory of a Member, or a region or locality in that territory,
where a given quality, reputation or other characteristic of the good is essen-
tially attributable to its geographic origin.” This broad definition encompasses
many of the different permutations of Gls that are legally recognized by WTO
member countries.?* Moreover, the TRIPS Agreement (Articles 41 ss.) requires
that all WTO members provide a certain level of protection for IPRs, including
the legal means for a member country to assert and enforce its IPRs.

The TRIPS Agreement provides two levels of protection for Gls, depend-
ing on the product considered. For products other than wines and spirits (Ar-
ticle 22), a Gl is protected to the extent it does not cause consumer confusion
or mislead the public as to the origin of the product. The protection of a Gl is
therefore not absolute. An appellation such as “Camembert-like cheese made
in Canada” is permitted, since the origin is clearly mentioned. Wines and spir-
its benefit from an additional protection under Article 23: GIs can be used only
for products that originated in the place indicated by the GI in question. Thus,
only producers of Champagne from the Champagne region of France can use
the term “Champagne” to identify their products. “Champagne-like” and
“produced by the Champagne method” are prohibited product designations
under the TRIPS Agreement.” The European Union advocates that the protec-
tion granted to wines and spirits be extended to all registered GIs.* This means
that product designations such as “Camembert-like cheese made in Canada”
would no longer be authorized if the European Union succeeds in its efforts.

The strong legal protection granted to wine and spirit GIs under Article 23
of the TRIPS Agreement is similar to the legal protection provided by the
trademark system. For example, the GoE has registered the word “Harar” as a
trademark for its coffee in several countries (see below for a description of the

23 See Geographical Indications and Traditional Specialties, supra note 21.
24  O’Kicki, supra note 14.
25 Id., at 324.

26  The Special Session of the TRIPS Council in WTO discussed at length the issue of applying
GI for wine. This discussion can be found at Communication from the European Commu-
nities, Geographical Indications, TN/C/W/26, TN/IP/W/11 (June 14, 2005), available at http://
www.wto.org/english/tratop_e/trips_e/gil_docs_e.htm (accessed Apr. 23, 2013).
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Ethiopian case), so only the GoE has the legal right to use and to license the
word “Harar” for coffees. “Harar-like” and “in the style of Harar” are unac-
ceptable uses of the word. In the same vein, only producers from the Cham-
pagne region, meeting the criteria described in the GI registration, can use the
word “Champagne” in their label.*

Traditional Knowledge

Traditional knowledge (TK) is not protected under the TRIPS Agreement. Cur-
rently, countries seeking IP protection for TK in the international market must
fit it into one of the IP categories that is protected under the TRIPS Agreement.
In principle, because Gls are not “intended to reward innovation, but rather
to reward members of an established group or community adhering to tra-
ditional practices belonging to the culture of that community or group,” it is
understandable that some developing nations would embrace the GI system
as a means to protect their TK.*® In other cases, communities have sought to
establish trademarks.

TK has received increasing attention in a range of recent international poli-
cy discussions. There have been considerable efforts to enshrine TK protection
in the law —most notably with the World Intellectual Property Organization
(WIPQO'’s) establishment of the Intergovernmental Committee on Intellectual
Property and Genetic Resources, Traditional Knowledge, and Folklore (the
IGC).? The IGC’s mission is to draft and reach an agreement on an internation-
al legal instrument (or instruments) that will ensure the effective protection of
TK, traditional cultural expressions, and genetic resources.” The IGC suggests
the following definition(s) for TK: “[refers to]/[includes]/[means] know-how,
skills, innovations, practices, teachings and learnings of [indigenous [peoples]
and [local communities]]/[or a state or states] that are dynamic and evolving,
and that are intergenerational/and that are passed on from generation to gen-
eration, and which may subsist in codified, oral or other forms.”*!

Efforts to protect TK by a new system of IPRs focus almost exclusively on
the knowledge of indigenous people. The proponents of a new legal regime
invoke concepts of property to enhance the protection of TK. A 2009 WIPO re-
port states that “holders of TK should be entitled to fair and equitable sharing

27 O’Kicki, supra note 14, at 325.
28 Id.

29 Stephen R. Munzer & Kal Raustiala, The Uneasy Case for Intellectual Property Rights in Tradi-
tional Knowledge, 27 Cardozo Arts & Ent. L.J. 37, 38 (2009).

30 WIPO uses the term traditional knowledge to encompass traditional knowledge, genetic re-
sources, and traditional cultural expressions. For more on how all three subtopics fit under
WIPO’s TK classification, see http://www.wipo.int/tk/en/igc/index.html (accessed Apr. 23,
2013).

31  Protection of Traditional Knowledge: Draft Articles Rev. 2 (Apr. 26, 2013), available at http://
www.wipo.int/edocs/mdocs/tk/en/wipo_grtkf_ic_24/wipo_grtkf ic_24_facilitators_docu
ment_rev_2.pdf (accessed Aug. 5, 2013).
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of benefits arising from the use of their knowledge.”** The objectives of the TK
legal protection would be to promote respect for TK; deter the misappropria-
tion of TK; empower TK holders, who are typically marginalized indigenous
communities; and protect tradition-based innovation.*® Proponents advocate
the creation of sui generis rights via international treaties and the establish-
ment of global databases of TK. There are those who oppose an establishment
of a legal instrument to protect TK, voicing concern that this type of IP protec-
tion would be “contrary to how many indigenous communities conceive of
their cultural heritage.”** The concept of TK will continue to evolve with the
continued work of the IGC and the overall efforts of WIPO.

The Case for Ethiopian Fine Coffees

By the mid-2000s, the GoE already had enacted a considerable legal frame-
work to protect Ethiopia’s cultural and agricultural heritage. This included,
inter alia, Trademark Registration & Protection Proclamation No. 501/2006;
Access to Genetic Resources and Community Knowledge and Community
Rights No. 482/2006; the Plant Breeders’ Right Proclamation; Copyright and
Neighboring Rights Protection Proclamation No. 410/2000; and Research and
Conservation of Cultural Heritage Proclamation No. 209/2000.

In the international sphere, Ethiopia has been a member of WIPO since
1998. The GoE is also a signatory to the Convention on Biological Diversity. It
signed the Nagoya Protocol on Access to Genetic Resources and the Fair and
Equitable Sharing of Benefits and the Cartagena Protocol on Biosafety to the
Convention of Biological Diversity, as well as the International Treaty on Plant
and Genetic Resources for Food and Agriculture.

Coffee historically has been a major export for Ethiopia. The collapse of
the International Coffee Agreements in the late 1980s and the almost simulta-
neous collapse of the state-run coffee trade that occurred with the overthrow
of the Derg led to disarray and a precipitous drop in coffee earnings for the
country. State-run coffee cooperatives collapsed, leaving many to rebuild af-
ter losing their records and premises due to looting. Over time, and with the
reestablishment of coffee cooperatives and export agencies, the coffee sector
began to rebuild. With market liberalization, prices paid to producers began
to rise by the 1990s, and the government allowed some gourmet coffees and
organics to be sold directly on the international market.

Private land ownership, which had been abolished by the Derg, remained
state controlled in the post-Derg (post-1991) period. This fact is important be-
cause all of the country’s land belongs to the GoE and the government claims

32 WIPO, Intellectual Property and Traditional Knowledge 11 (Booklet No. 2), available at http://
www.wipo.int/freepublications/en/tk/920/wipo_pub920.pdf; cited in Munzer & Raustiala,
supra note 29, at note 3.

33 Munzer & Raustiala, supra note 29, at 39.
34 Id.
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the right to direct all economic initiatives. Recognizing that coffee would re-
main one of the country’s chief exports, the GoE’s first Poverty Reduction
Strategy paper— A Plan for Accelerated and Sustained Development to End Poverty
(PASDEP) (2005-2009/10) noted that

due consideration will also be given to the production of high value/
cash crops like fruit and vegetables, coffee, tea and spices which
could play a significant role in improving the living standards of
smallholder farmers and strengthening the foreign currency earning
capacity of the country.®

The PASDEP gave the GoE a strong role in supporting the coffee produc-
tion. This included targeted assistance to coffee preparation industries and the
provision of adequate warehouses and storage facilities both in the woredas
and centrally. Moreover, maintaining the quality of the coffee exports was a
priority for the GoE. In this regard, the PASDEP called for, inter alia,

e Improving the quality and agricultural products to supply ex-
port markets, improving existing standards and produce new
ones, and ensure the introduction and control of proper obser-
vation of standards;

e  Establishment of coffee and tea inspection and auction centers
in major coffee growing woredas.*

It was against this backdrop that the GoE began to work with DfID to
develop its ability to enforce and manage its IPRs internationally in the early
2000s. As part of DfID’s efforts, and in order to build capacity within the GoE
to support these claims, the project provided technical assistance to the Ethio-
pia Intellectual Property Office, established in 2003.

The overall aim of DfID’s support was to afford coffee producers a means to
negotiate coffee prices through the operation of a transparent market. The pro-
ject was based on a value chain analysis and a value capture strategy that en-
tailed the use of trademarks, branding and licensing, and brand management.

DfID brought together the biggest actors in the national coffee market
with the creation of the Ethiopian Fine Coffee Stakeholder Committee. This
committee included local coffee farmers cooperatives, the relevant line min-
istries, EIPO, and the Ethiopian Coffee Exports Association Board. Through
the creation of this committee, as well from as the direct support to EIPO, the
DIfID project assisted in crafting trademark strategies and policies to maintain
and protect the value of four high-value Ethiopian coffees—Harrar, Harar (an-
other trademarked name for Harrar), Sidamo, and Yirgacheffe—on the inter-
national market.

35 Government of Ethiopia, Ministry of Finance and Economic Development (MoFED), Ethiopia:
Building on Progress, A Plan for Accelerated and Sustained Development to End Poverty (PASDEP)
(2005/06-2009/10), vol. 1: Main Text (MoFED, Sept. 2006), available at http://siteresources
.worldbank.org/INTETHIOPIA/Resources/PASDEP_Final_English.pdf.

36 Id., at106.
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The DfID project undertook a value chain analysis for these Ethiopian
coffees. The objective of the value chain analysis was to ensure that value was
accrued at the production end of the coffee value chain. The DfID project also
worked with a law firm on a pro bono basis to register the four coffees in 33 in-
ternational markets, including the United States, the European Union, Japan,
Canada, Australia, and Saudi Arabia. Early indications from this trademark-
ing effort showed an increase in export prices on the order of 50-100 percent.*”
Trademarks may be more lucrative for producers to use, because they require
less up front as compared to Fair Trade. This is important for a farmer making
only a slight margin on products and is a different approach from Fair Trade
certification, which requires compliance with a number of standards and rela-
tively costly site inspections before crops are certified.

The DfID effort also sought to establish more transparent mechanisms for
exporting. The collapse of the Derg regime and the resulting liberalization of
the coffee sector resulted in the corresponding collapse of the old systems and
agencies supporting Ethiopia’s coffee exports. The Ethiopian Coffee Purchase
and Sales Enterprise and the Ethiopian Coffee Export Enterprise emerged as
government-controlled agencies in the early post-Derg period. By the 2000s,
even these state-run companies were being phased out and replaced by pri-
vate entities. Work was under way in Ethiopia to create a nationwide com-
modity exchange linked to various warehouses to handle coffee auctions.

Maintaining the brands established with DfID assistance, however, meant
that coffee farmers needed to understand and apply the brand and ensure that
quality was preserved. This would be a long-term process, as historically there
had been little emphasis on coffee quality in Ethiopia. The World Bank would
help finance, inter alia, a government-sponsored campaign to raise awareness
among coffee farmers.

Trademark Dispute with Starbucks

In March 2005, the GoE filed trademark applications with USPTO for three
of Ethiopia’s specialty coffees: Harrar, Sidamo, and Yirgacheffe. This appli-
cation took some companies, including U.S.-based Starbucks, by surprise. In
2004, Starbucks had applied for trademark registration of a limited-edition
coffee. Shirkina Sun-Dried Sidamo. Ethiopia, working with Oxfam and a U.S.-
based pro bono law firm, requested that Starbucks withdraw its trademark
application to allow its own trademark application to move forward. Star-
bucks’ initial response to Ethiopia was that a certification mark or a GI was
a more appropriate designation for Ethiopia’s heritage coffees.®® Eventually,
Starbucks withdrew its application for Shirkina Sun-Dried Sidamo, stating it
was a limited-edition coffee, but the dispute did not end there.

37 Overseas Development Institute, supra note 7, at 10.
38 O’Kicki, supra note 14, at 329-330.
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The National Coffee Association (NCA), representing U.S. coffee roasters,
importers, retailers, and distributors, including Starbucks, objected to Ethio-
pia’s applications for trademarking Harrar and Sidamo by filing notices of
opposition with USPTO. The NCA contended that Sidamo and Harrar his-
torically have been used in the United States. Furthermore, the NCA posted
that these were generic terms for coffee from geographical regions of Ethiopia
and therefore did not meet the legal criteria to qualify for trademark registra-
tion. This point of view was adopted by USPTO, which did not register these
trademarks.”

Ethiopia appealed this decision, arguing that the names had acquired
secondary meaning to consumers (that is, consumers recognized the words
as a source of quality and for characteristics of the coffee) and were not ge-
neric words for coffee. Ethiopia eventually succeeded, and, in February 2008,
the USPTO recognized Ethiopia’s qualification under the secondary-meaning
test and granted Ethiopia a trademark for the coffee-producing regions.* Ul-
timately, Starbucks signed a licensing agreement with Ethiopia recognizing
Ethiopia’s ownership of the names.

The World Bank Intellectual Property Rights Project

The World Bank coffee project came about at a time when the Bank was ac-
tively looking into Fair Trade as a way to raise profits for farmers and induce
development. In the lead-up to the 2008 World Development Report, Agricul-
ture for Development (WDR), considerable research was done by the Bank on
the impacts of Fair Trade. Agriculture for Development recognized the growing
trend of producing high-value or niche agricultural products for export. The
WDR called this trend “decommodification,” as producers sought alternative
markets for these products.* Yet, the report offered no specific policy recom-
mendations on Fair Trade as a result of this research. On the contrary, the
WDR cited a number of concerns about Fair Trade, related to rationing of
Fair Trade products in the export markets due to saturation, and the high
cost for farmers to do business with the Fair Trade organizations themselves.**
The report made recommendations for governments to establish enabling en-
vironments for agriculture and agricultural exports, with specific support to
smallholders through strong producer organizations and more transparent
market mechanisms.

IPRs fit squarely within the World Bank’s operational policies. Specifi-
cally, the Bank’s Indigenous Peoples Policy (Operational Policy 4.10) of the
same period endorses the use of IPRs as one of nine initiatives to support

39  Seehttp://tsdr.uspto.gov (case no. 78589307) for the proceedings documents; cited in O’Kicki,
supra note 14, note 133.

40  An Ethiopian trademark for Yirgacheffe was awarded by the USPTO in August 2006.
41 World Development Report 2008, supra note 1, at 132.
42 Id., at133.
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development and poverty reduction.* The policy further recognizes cultural
ties to lands, as well as the species and fauna of indigenous peoples.* The
World Bank’s support for Ethiopian coffee fits well within this framework.

The GoE first approached the World Bank for technical assistance with
EIPO and for the protection and enforcement of the country’s IPRs. The re-
quest came in as EIPO’s involvement with DfID was drawing to a close. At
the time the World Bank grant was developed, the Ethiopian government
claimed that Ethiopian coffee names had been misappropriated in both local
and foreign markets, the most visible example of which was the U.S. trade-
mark dispute with Starbucks. The GoE asserted that the country’s unique cul-
tural, biotech, and agricultural assets held considerable promise as IP assets
on the international market. With the proper branding and enforcement of the
country’s IPRs, these products could be appropriately valued and could gen-
erate the export income anticipated by the government. The promotion and
enforcement of IPRs was seen as an effective policy tool to promote social and
economic development in the country.

The World Bank project, Managing and Enforcing Intellectual Property
Rights: Creating a Driver of Growth—an Institutional Development Fund
(IDF) grant—was approved in June 2006 for US$496,000.* The project closed
in October 2010. The project objective was to strengthen the capacity of EIPO
to manage, brand, and protect IPRs in Western markets. Although the coun-
try had considerable potential for branding other IPRs for other products,
such as leather, flowers, spices, and traditional medicine knowledge, the IDF
grant focused solely on coffee. The main beneficiaries of the project activities
were EIPO, Ethiopian coffee growers” organizations, and coffee growers more
generally.

The grant had three main activities: to assess IP assets within the country,
building local capacity to undertake these types of assessments; to build the
capacity of Ethiopian administrative and justice sector teams to enforce IPRs;
and to empower local IPR owners.

Due to delays in project approval, the IP asset valuation exercise was
ultimately done with the assistance of DfID prior to that project’s closing.
The Starbucks case helped transform EIPO’s role, further transforming the

43 The 2005 Indigenous Peoples Policy was important in that this version of the policy con-
tained nine specific product lines for which Bank-financed projects could actively provide
assistance to indigenous communities. One of these product lines dealt specifically with in-
tellectual property rights. OP 4.10, para. 22(h).

44  For purposes of the World Bank-financed Ethiopian coffee project, however, the policy
framework was adapted to the circumstances but not applied because the GoE does not
recognize indigenous peoples.

45 This type of grant is given to build just-in-time capacity for a discrete need within the gov-
ernment. Prior to 2011, the IDF gave priority to grant proposals that focused on one of five
areas: public expenditure management and financial accountability; procurement; results-
oriented monitoring and evaluation systems; systemic legal and judicial reforms; or nonfo-
cus or other. The Ethiopia IDF grant focused on systemic legal and judicial reforms.
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agency’s responsibilities and changing the scope of many of the planned IPR
activities. In mid-2007, EIPO embarked on a process of reorganization with
World Bank support. It sought to broaden its responsibilities from serving as
a conventional IP registry to more broadly engaging in advocacy activities on
a national, regional, and international scale. EIPO placed the country’s inno-
vations and products at the fore with this restructuring. As part of the reorga-
nization and expansion of its activities, EIPO proposed to undertake greater
outreach to small and median enterprises within Ethiopia, as well as build
greater awareness of IPRs in local universities and industries.

A large portion of the grant activities involved the creation of a licensing
and branding program within EIPO. Originally, the World Bank project envi-
sioned the creation of specialized capacities within EIPO to manage trademark
registration, foreign supply chain licensing, brand management, and stake-
holder engagement. Recognizing that there was low recognition and knowl-
edge of IPRs within various government agencies, the World Bank project
scaled back its original aim to create a licensing program within EIPO. Rather,
a comprehensive training program was designed and implemented using a
train-the-trainers approach. Under this initiative, four EIPO staff members
were trained on issues relevant to certification.

The project sought to expand the number of coffees trademarked in inter-
national markets. EIPO chose to pursue the licensing of Limu and Nekemte
coffees internationally, first by developing a value capture analysis for these
two coffees. Brand guidelines were also drafted for these two coffees, based
largely on the precedent set by the guidelines developed for Harar, Harrar,
Sidamo, and Yirgacheffe coffees. The project engaged the same U.S.-based law
firm that had worked on the Starbucks case and the trademark claims for the
four trademarked coffees on a pro bono basis.* At the project’s conclusion, it
was estimated that the legal services provided for the trademarking of these
two coffees cost close to US$1.0 million, more than twice the total amount of
the grant. This figure is relatively conservative; a considerable amount of legal
work was done drafting model licensing contracts and creating an umbrella
brand standard and trademark.

As part of EIPO’s new advocacy and outreach efforts, an Intellectual
Property Rights Center was established in Addis Ababa to house information
regarding IPRs. The center is open to the public. EIPO launched a website in
Aramaic to describe EIPO’s role and responsibilities. In addition, the grant
financed a number of outreach activities to empower local producers, includ-
ing television and radio programs, as well as leaflets regarding the role of
intellectual property in their own personal lives and on the role that EIPO has
played in the enjoyment and enforcement of those rights.

46  Ultimately, this activity led to the registration of only one coffee in one international market.
This was due to a dispute between EIPO and the pro bono law firm over minor, nonlegal
fees paid by the firm in the course of licensing. EIPO disputed the firm’s claim that the gov-
ernment needed to pay the charges. At the end of the project, EIPO and the firm were in a
stalemate over the payment of the fees and additional licensing.
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The grant’s more successful activities involved the outreach activities re-
lated to IP and coffee growers themselves. A number of radio and television
programs were produced and aired on local stations to empower local IPR
owners on IPR protection. These activities were targeted specifically at small
producers, cooperatives, local business owners, and IP lawyers.

The grant was active in creating and disseminating local knowledge re-
garding IPRs. EIPO delivered specific training to the coffee farmers cooper-
atives and other stakeholders regarding the importance of maintaining the
respective brands. Through their own experiences with producing other de-
commoditized coffees—such as organics, shade-grown, and Fair Trade cof-
fees—various Ethiopian coffee farmers unions* were aware of the importance
of quality and began to ensure quality in their own production. Furthermore,
the licensing agreements to use the trademarked brand names of coffee were
royalty free for the coffee farmers, meaning that any additional profit accrued
to the coffees at the point of sale accrued to the coffee farmer.

The grant had the least success in building the capacity of local Ethiopian
administrative and justice sector teams. This was due in large part to the gen-
eral outward/export orientation of the project. Local judges, lawyers, investi-
gators, and other government officials were less involved in the enforcement
of IPRs. There was little buy-in for the project’s activities by the customs and
other enforcement officials.

Project Outcomes

The World Bank project built on a number of crucial building blocks already
in place in Ethiopia. The fact that the project implementation was not depen-
dent on the passage of new laws or structures—most of which were created
under the DfID project—meant that the time frames for implementation were
short. Furthermore, when the project was designed, it was conceivable that
the project outcomes could be met by the end of the project’s original three-
year term. It was also conceivable that certain targets for capacity building
within EIPO and among the coffee growers could be met during the original
implementation period.

The World Bank project largely succeeded due to the presence of an en-
abling framework for trade within the country. On a much larger scale, and as
measured by the website produced by Doing Business, it is more costly, time-
consuming, and bureaucratic to export out of Sub-Saharan Africa than it is to
export out of Latin America.*® Africa-specific studies, notably a World Bank

47 A number of coffee cooperatives emerged in the post-Derg era. These include the Oromia
Coffee Farmers Cooperative Union, the Yirgacheffe Coffee Farmers Cooperative Union, the
Sidama Coffee Farmers Cooperative Union, and the Kaffa Forest Coffee Farmers Coopera-
tive Union.

48 Cf. data in Trading across Borders. Published by the Doing Business Project, World Bank
Group, available at http://www.doingbusiness.org/data/exploretopics/trading-across
-borders (accessed Apr. 1, 2013).
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report on mango production in Mali, cite the need to leverage economies of
scale though the creation and support of producer organizations in country.*
The DfID and World Bank projects tapped into well-organized, existing coffee
farmers cooperatives to boost exports and ensure export quality. The consider-
able experience in country with Fair Trade branding as well as organic brand-
ing on the international market helped to create a culture of quality coffee.

A Success Story: The Oromia Coffee Farmers Cooperative Union

The Oromia Coffee Farmers Cooperative Union (OCFCU) was established
in 1999 in Addis Ababa to facilitate the direct export of coffee produced by
small farmers organized in cooperatives throughout the state. It is the old-
est of the existing coffee farmers unions; it was one of the most active cof-
fee farmers cooperative unions under the World Bank project. The OCFCU
operates in Oromia regional state, where 65 percent of the country’s coffee
is grown. It is responsible for processing, marketing, and commercializing
coffee for its members. OCFCU comprises 197 primary cooperatives, repre-
senting some 200,000 farming families. The OCFCU oversees quality control
and a processing plant and has established a bank for cooperative members.

The World Bank project also benefitted from the Ethiopian Commodities
Exchange (ECX), established in 2008. The ECX was initially supported by the
GoE. The ECX provided a transparent, real-time platform for trading coffee
and other commodities. It also served as an independent verification body
for the qualities and types of coffees delivered. Compared to the Derg era,
when the state controlled coffee trade through the creation of cooperatives,
set prices, and mandated only two auctions per year, the ECX provides coffee
farmers greater transparency, timeliness, and assurance that their coffee will
be marketed correctly, reducing transaction costs for farmers and traders.

A long-standing history of coffee exports in country, an existing culture
of agricultural cooperatives, and a growing appreciation for quality within
the coffee farmers cooperative unions were the main factors that were already
present. Furthermore, the government’s own policies to promote specialty
coffees through special pricing mechanisms, and later EIPO’s support of IPRs
in international markets, helped boost exports and profits.

On the whole, the use of trademarks did bring better prices to producers
and farmers in Ethiopia. Farmers saw the greatest increases in profits when
producing a combination of Fair Trade, organic, and trademarked coffees.
WIPO estimates that prior to the enforcement of IPRs, Ethiopian smallholders
received approximately US$1 per kilo of coffee; the final market price ranged
from US$20 to US$28 per kilo. WIPO also reported that Yirgacheffe farmers’
income doubled in 2007 with the use and enforcement of IPRs.* This rise in

49 Morgane Danielou, Patrick Labaste, & Jean-Michel Voisard, Linking Farmers to Markets: Ex-
porting Malian Mangoes to Europe (World Bank Africa Region Working Paper No. 60, 2003).

50 See communications of WIPO: The Coffee War: Ethiopia and the Starbucks Story, available at
http://www.wipo.int/ipadvantage/en/details.jsp?id=2621 (accessed Apr. 4, 2013).
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prices had a direct impact on local coffee-farming communities and indivi-
duals. The coffee unions have self-reported an increase in investments in
coffee-producing communities through the provision of physical infrastruc-
ture for schools, the creation of health posts, and the development of fresh-
water supplies, among other developments.”!

The project had mixed success when it came to promoting IP issues in-
ternally. By the end of the project, there was considerable awareness among
local coffee producers regarding their ability to use IP to extract a higher price
on the market for their coffees. The project had more limited traction in dis-
cussing these issues with government officials, such as judges and customs
officials. For a majority of these officials, IP will remain a theoretical issue until
clear domestic cases of IP infringement arise. Some observers have hinted at
the fact that kickbacks may be at play with regard to inspectors and those in-
volved in the export trade. Maintaining clear governance structures and trans-
parency, with direct oversight by concerned stakeholders, will be the only
way to ensure that such problems are minimized.

By the end of the World Bank project, EIPO had let a number of trademark
licenses lapse on the international market. Trademarks in the United States
require constant policing and research to enforce. Keeping licenses and trade-
marks current requires a level of internal organization, planning, and financial
resources that fell outside the scope of this project. This leads to questions
regarding the overall viability and sustainability of IPR interventions such
as this.

A Possible Way Forward

Fair Trade and trademarking (through the enforcement of IPRs) can help pro-
mote development within countries that pursue export-led growth. Both Fair
Trade and IPRs have their strengths and their weaknesses. A combination of
the two may provide the best way to promote equitable development while
helping coffee farmers mitigate prevailing market risks.

World Bank research has shown that Fair Trade can deliver higher prices
to producers and access to high-value markets.”> The World Development Report
2008: Agriculture for Development recognized that by linking agribusiness and
smallholders, there could be reductions in rural poverty.® As illustrated by
the Ethiopian case, Fair Trade certification and IPRs can complement existing
trade regimes. There is evidence that Fair Trade creates real impacts at the lo-
cal level through the creation of a more level playing field for coffee farmers.
There is also evidence of concrete improvements in Ethiopian Fair Trade pro-

51 See the table Life Improving, published by the Oromia Coffee Farmers Cooperative Union,
available at http://www.oromiacoffeeunion.org/Lifelmproving.php (accessed Apr. 4, 2013).

52 Ronchi, supra note 2, at 1.
53 World Development Report 2008, supra note 1, at 135.
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ducer communities through the building of health posts, schools, and clean
drinking wells.

At the same time, the same research shows that Fair Trade does not sup-
plant international trade mechanisms. As a single cash crop, coffee faces a
number of externalities on the international market that are difficult to over-
come. Regardless of special trademarks or brands, coffee prices remain vola-
tile on the international market. Like conventional coffee, Fair Trade coffee
exports can face market saturation. Ethiopian smallholders, cognizant of the
risk of solely producing coffee, often raise other crops as well as produce to
feed their own families.

Furthermore, Fair Trade mechanisms cannot wholly protect Fair Trade
products from market failures. This was certainly the case for Ethiopian cof-
fee in the fall of 2012, as local prices for coffee were higher than international
prices. Many coffee farmers turned to the production of local consumable
products to weather the drop in international prices. Without support to fur-
ther diversify exports—both on a general level and with respect to the protec-
tion of the country’s TK through IPRs—Ethiopia will lose market share and
development potential.

However noble Fair Trade’s objectives are, it can create unintended in-
congruences within markets. A community risks considerable harm by losing
Fair Trade certification but may feel disempowered to apply the standard for
cultural or financial reasons. Indeed, the decertification process would inflict
considerable financial harm on a community or producer organization, as the
fees paid to the Fair Trade certifying organization are substantial. These op-
portunity costs—and the level of risk involved to the producer itself —may
discourage current and new entrants into the Fair Trade market.

With respect to Fair Trade’s child labor standards, producers can quickly
fall into trouble and lose Fair Trade certification if children perform tasks dur-
ing (re)certification site visits. Some research has indicated that while labeling
(such as Fair Trade) may be a deterrent for using child labor in the production
of the Fair Trade goods, this labor pool may be shifted into domestic produc-
tion where child labor is not an issue.”* One study of organic and Fair Trade
producers in Kenya showed that they employed virtually the same (high) lev-
els of child labor as conventional means of production.®

Building greater outreach on this standard, in particular by international
Fair Trade groups to local producers, may go a long way toward changing at-
titudes regarding these practices. Furthermore, there may be real and pressing
economic needs for children to be involved in production. If Fair Trade orga-
nizations would adopt a more graded or phased application of this standard,

54 Jean-Marie Baland & Cédric Duprez, Are Fair Trade Labels Effective against Child Labour?, 12
(Discussion Paper No. 6259, Ctr. Econ. Policy Research, 2007), available at http://www.cepr
.org/pubs/dps/DP6259.asp.

55 Leonardo Becchetti & Marco Constantino, The Effects of Fair Trade on Affiliated Producers: An
Impact Analysis on Kenyan Farmers, 36(5) World Dev. 823-842 (2008).
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one where children would attend school but could also work for a prescriptive
amount or period of time, communities could reap the double benefits of Fair
Trade and increased human capital.

In the case of the Fair Trade gender standard, its promotion of women’s
rights within the production of Fair Trade-labeled goods is commendable.
Yet, the standard is silent regarding the support of a woman’s right to hold
land. Women, particularly in Africa, can face tremendous obstacles to own-
ing and working their own farms. Although much has been written about
large-scale land grabs in Africa, smaller land grabs within communities over
inheritance tend to impact women the most.

Female land ownership in Ethiopia—for example, of land received by
women through post-Derg land distribution or through the death of their hus-
bands—does not automatically give the women a right to cultivate their own
fields. Labor restrictions do not allow women to use oxen to plow fields. Many
women keep their fields in coffee production because they are able to hire
migrants and temporary labor to work during the harvests more easily than
if they are growing other crops.”® Continued restrictions on women working
their own land, and dwindling pools of migrant workers, will have a negative,
long-term impact on women heads of household if the economy continues to
diversify and offers more skilled, higher-paid jobs.

The IPR approach to trademarking of coffees, as noted above, has an ex-
ternal focus and therefore does not have the same level of impact on social
development within the coffee-producing communities. Unlike with Fair
Trade certification, a farmer does not face (substantial) up-front costs to the
trademark or brand using IPRs, as the Ethiopian licensing agreements are roy-
alty free. The trademark approach is less interventionist for the individual
coffee farmers, although coffee farmers associations may pass some of their
overhead costs on to the producers through fees. The quality of the coffees is
ensured through the coffee farmers associations as well as the ECX.

Maintaining market share and quality have been constant problems for all
producers in Ethiopia. If the country continues to pursue export-led growth
through exports such as specialty coffees, the local coffee farmers coopera-
tive associations must continue their outreach and capacity-building activities
within communities around these issues. Additional policy supports from the
GoE or capacity-building activities from international Fair Trade associations
can be extremely beneficial in creating a strong culture of quality and brand
adherence.

To date, few cases of World Bank-financed projects have involved the en-
forcement of IPRs. One reason may be the reluctance to use such a legal-based
and (inherently) costly activity in pursuit of development. Unfortunately,
an impact evaluation of the World Bank project’s activities fell outside the
purview of the IDF grant. An evaluation of the cost-effectiveness of the IPR

56  Gebreselassie & Ludji, supra note 12, at 14.
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intervention would be useful, as the World Bank has provided a specific poli-
cy recommendation to undertake protection of traditional knowledge through
IPRs in its Indigenous Peoples’ Policy.

From the data gathered in the World Bank project, it is apparent that some
of the profits made through decommoditization have been reinvested into
the community. It is difficult to measure the quantitative impact of the Bank-
financed IPR intervention, either on a cost basis (cost to farmer) or a benefits
basis. Furthermore, it is difficult to separate a purely Fair Trade coffee from
a trademarked coffee because production is so intertwined in Ethiopia. Some
anecdotal evidence points to certain economic and social gains made at the
cooperative level. In the future, impact evaluations would be useful to gauge
the overall effectiveness of enforcing IPRs on the international market.

What is apparent from the World Bank-financed project is that IPRs re-
quire specialized legal knowledge. This knowledge and capacity are often be-
yond the scope of a domestic IP agency such as EIPO. It is highly unlikely that
EIPO (or any national government) would be the main actor in drafting future
licensing agreements. A greater appreciation by local agencies of the content
of an agreement and the steps taken to file and fulfill such an agreement would
go a long way toward ensuring greater sustainability of IP assets over the long
term. Future twinning arrangements with (pro bono) law firms and local IP
agencies would ensure greater understanding and appreciation of how these
agreements and rights work on the international level. Building capacity with-
in local legal communities—through specialized training provided by local
bar associations, Fair Trade training and legal advisory services provided by
international Fair Trade organizations, and specific courses in law schools—
could help build the technical capacity to run domestic IP programs and re-
duce the involvement of other international actors. This approach will take
considerable time to consolidate. As noted above, some of the teaching will
remain theoretical in developing countries until there is a landmark IPR case.

The World Bank project brought an understanding to Ethiopian coffee
growers and exporters alike that trademarks could bring value above and be-
yond that of merely Fair Trade—certified coffee. As a single cash crop, coffee
exports face a number of market externalities that are difficult to overcome.
Without greater diversification of crops or products for export, Ethiopian cof-
fee farmers will continue to weather cycles of boom and bust. Further diversi-
fication of Ethiopia’s export base, including the pursuit of protecting other TK
assets on the international market through trademarks, and continued adher-
ence to Fair Trade standards by producer organizations in country, can bring
considerable equitable development to Ethiopia while growing the economy.
The gains made through Fair Trade certification and the use of trademarks
positively affected those involved in the Ethiopian coffee sector. The larger
question remains whether or not these gains can be sustained financially and
institutionally.
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Tools for More Sustainable Trade
Treaties with Developing Countries

MARKUS W. GEHRING

The European Union has long struggled to find the right tools to integrate
social, economic, and environmental priorities into its trade policies and trea-
ties and to foster opportunity, inclusion, and equity. This has become more
important since the Lisbon Treaty entered into force on December 1, 2009.
One element of the Lisbon Treaty, the Treaty on European Union, is to “foster
the sustainable economic, social and environmental development of develop-
ing countries with the primary aim of eradicating poverty” (Article 25). This
general objective is also binding for the EU’s international trade policy or, to
be more precise, for the EU’s “common commercial policy,” per Article 205 of
the Treaty on the Functioning of the European Union.

One of the most important tools that the EU has implemented to achieve
this objective is a detailed process of the assessment of the impact of trade
treaties.! Impact assessments are an integral part of environmental policy
making and increasingly address social concerns such as health impacts.> An
earlier generation of environmental impact assessment (EIA) methodologies
focused almost exclusively on the risks for the natural, biophysical environ-
ment that were engendered by specific development projects.’

The prototypical EIA procedure involves a preliminary scientific or
information-gathering phase and a report, which is then followed by a deci-
sion to proceed with the activity (a finding of “no significant impact”) or to
undertake a more in-depth assessment. An initial screening is performed to
determine if a project triggers the EIA requirement.* If an EIA is necessary,
a scoping phase follows, whereby the party in charge of the EIA determines
which impact should be considered as well as which alternatives should be
assessed.” Following this phase, a full assessment may be required, which

1 G.Duran & M. E. Marin, Environmental Integration in the EU’s External Relations: Beyond Mul-
tilateral Dimensions 234 (Hart Publg. 2012).

2 For more information on the evolution from environmental to sustainable development as-
sessment, see M. C. Cordonier Segger & A. Khalfan, Sustainable Development Law 175 (Oxford
U. Press 2004).

3 See M. Gehring & M. C. Cordonier Segger, Sustainable Development through Process in World
Trade Law, in Sustainable Development in World Trade Law 191, 192 (M. Gehring & M. C. Cor-
donier Segger eds., Kluwer L. Intl. 2005).

4 United States National Environmental Policy Act (NEPA) and Agency Planning, 40 C.F.R. secs.
1501.3, 1501.4, 1507.3, 1508.9 (2002).

5  There are varying approaches to and varying emphases in the different stages. For example,
the EIA process in the United States under NEPA is a detailed two-tier process in which
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includes more comprehensive investigations and studies, public meetings or
consultations, and the publication of more-in-depth studies supplemented
with recommended measures to mitigate risks and enhance benefits (a man-
agement plan).®

At national levels, the United States National Environmental Policy Act
of 1969 (NEPA) is generally considered to have introduced the concept of the
EIA.” NEPA requires a report that includes an “assessment of the likely or
potential environmental impacts of [a] proposed activity.”® In the 1970s, many
nations adopted NEPA-style EIA processes, including Canada (1973), Aus-
tralia (1974), New Zealand (1974), Colombia (1974), Thailand (1975), France
(1976), and the Netherlands (1979).° The 1987 publication of the Brundtland
Report, Our Common Future, which called for improved environmental impact
assessments, also contributed to the evolution of national laws on the issue.!°
By 1999, half of the 48 Sub-Saharan African countries had adopted EIA legis-
lation." Even though political regimes, regional priorities, and cultural values
are different in various countries, EIA processes tend to be consistent.”? As
with other emerging themes in contemporary international law, the contours
of national EIA policy and law have gained increasing normative resonance in
the international arena.” As a consequence, EIAs have been included in both

an environmental assessment is conducted to determine the necessity of pursuing a full
environmental impact statement. An environmental impact statement is not required if there
is a finding of no significant impact (FONSI) at the end of the environmental assessment. To
some extent, then, the environmental assessment combines the scoping phase and the base-
line study. See 40 C.F.R. secs. 1501.3, 1501.4, 1506.6. Other jurisdictions take a more stream-
lined (or less rigorous, depending on one’s perspective) approach to the scoping process that
may or may not involve public participation. See, for example, Dennis Te-Chung Tang, New
Developments in Environmental Law and Policy in Taiwan, 6 P. Rim L. & Policy J. 245, 257-263,
304 (1997); European Commission, Guidance on EIA Scoping pt. A (2001), available at http://
ec.europa.eu/environment/eia/eia-guidelines/g-scoping-full-text.pdf.

European Commission, supra note 5, at 194.

NEPA, sec. 102, 42 U.S.C. sec. 4332 (2000). See Kevin R. Gray, International Environmental
Impact Assessment: Potential for a Multilateral Environmental Agreement, 11 Colo. J. Intl. Envtl.
L. & Policy 83, 89 (2000); Christopher Wood, Environmental Impact Assessment: A Comparative
Review 1 (2d ed., Prentice Hall 2002).

8  United Nations Environment Programme (UNEP), Governing Council Decision: Goals and
Principles of Environmental Impact Assessment, princ. 4, UNEP/GC.14/17 Annex III, UNEP/GC/
DEC/14/25 (June 17, 1987) (hereinafter, UNEP EIA Principles), reprinted in UNEP, Principles
of Environmental Impact Assessment, 17 Envtl. Policy & L. 36 (1987).

9 Wood, supra note 7.

10 World Commission on Environment and Development, Our Common Future: Brundtland Re-
port (Oxford U. Press 1987).

11 MohammedBekhechi&Jean-RogerMercier, TheLegaland Regulatory Frameworkfor Environmental
Impact Assessments: A Study of Selected Countries in Sub-Saharan Africa 13 (World Bank 2002).

12 Erika L. Preiss, The International Obligation to Conduct an Environmental Impact Assessment:
The ICJ Case Concerning the Gabcikovo-Nagymaros Project, 7 N.Y.U. Envtl. L. J. 307, 310 (1999);
Alexandre S. Timoshenko, The Problem of Preventing Damage to the Environment in National
and International Law: Impact Assessment and International Consultations, 5 Pace Envtl. L. Rev.
475, 481-482 (1988).

13 After a certain amount of international consensus (see the growing literature on international
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multilateral environmental agreements at the international level and in trade
agreements at the global and regional levels.

The requirement to conduct an impact assessment has become common
in international law. The Convention on Environmental Impact Assessment
in a Transboundary Context (Espoo Convention) specifically contains such
obligations for the parties to the treaty. The obligation to undertake EIAs has,
in international law, become applicable beyond the limits of national jurisdic-
tion, when activities are proposed to take place in areas of “common concern”
or “common heritage” of humanity. In this vein, duties to conduct a variety of
EIA procedures are found in the 1991 Protocol to the Antarctic Treaty on Envi-
ronmental Protection'* and under the 1982 UN Convention on the Law of the
Sea (UNCLOS)."”® For example, the International Tribunal on the Law of the
Seas concluded in 2001 that the United Kingdom had breached its obligations
under UNCLOS in relation to the authorization of the MOX (mixed oxide fuel)
plant, inter alia, by refusing to carry out a proper environmental assessment
of the impacts on the marine environment of a MOX plant.' In an ITLOS case
involving a proposed development in a disputed area between Singapore and
Malaysia, the judges imposed provisional measures that included an impact
assessment.

The International Court of Justice (IC]) has found a duty to conduct EIAs
before proceeding with serious transboundary projects under customary in-
ternational law as well as treaty law, in the case concerning the Danube Dam'”

environmental law, e.g. Philippe Sands, Principles of International Environmental Law, 3d ed.
(Cambridge U. Press 2012), on the necessities of EIAs, norms associated with the assessment
policy have “filtered back” from international to national and regional laws in three man-
ners: through the influence of soft law; under state obligations to implement specific inter-
national obligations; and under obligations in customary international law. See M. Gehring
& M. C. Cordonier Segger eds., Sustainable Development in World Trade Law 194 (Kluwer L.
Intl. 2005).

14 See Antarctic Environmental Protocol, 30 LL.M. 1461 (1991), art. 23(1). Nine parties have rat-
ified the protocol to date, but all 26 Antarctic Treaty consultative parties are required to
bring it into force. See also Convention on the Conservation of Antarctic Marine Living Resources
(May 20, 1980), T.I.A.S. No. 10240, 1329 U.N.T.S. 48.

15 United Nations Convention on the Law of the Sea (UNCLOS), vol. 1833 U.N.T.S. 3; 21 LL.M. 1261
(1982 preamble, arts. 192, 194). See also Agreement for the Implementation of the Provisions of the
UN Convention on the Law of the Sea (Dec. 10, 1982), relating to the conservation and manage-
ment of straddling fish stocks and highly migratory fish stocks, U.N. Doc. A/CONF.164/38
(1995), 34 1.L.M. 1542 (1995). Straddling Stocks Agreement, preamble and arts. 2, 5, address
issues such as the inadequate management of high-seas fisheries, the overutilization of fish-
ing resources, and the inadequate regulation of fishing vessels. UNCLOS states, at art. 206:
“When States have reasonable grounds for believing that planned activities under their ju-
risdiction or control may cause substantial pollution of or significant and harmful changes to
the marine environment, they shall, as far as practicable, assess the potential effects of such
activities on the marine environment and shall communicate reports of the results of such
assessments in the manner provided in article 205.”

16 ITLOS, The MOX Plant Case (Ireland v. United Kingdom), Provisional Measures, [2001] ITLOS 10
(Order of Dec. 3, 2001).

17  For an expression of the customary principle, see Preiss, supranote 12, at 206. Judge Schwebel,
speaking for the majority, took judicial notice of the vulnerability of the environment and the
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as well as more recently and more explicitly in the Pulp Mill and Costa Rica/
Nicaragua cases. One can now persuasively argue that there are customary
obligations to consult on and cooperate in the implementation of projects that
might affect other states’ interests. The weight of evidence has led many legal
scholars and the ICJ to find that there is a customary international law re-
quirement to do an EIA when transboundary impacts could result from a pro-
posed course of action.” Transboundary EIA obligations are particularly well
established with regard to international waterways. Given that 261 major river
basins are shared by two or more sovereign nations, waterways constitute a
significant class of transboundary environment requiring improved planning,
regulation, and management.”

Questions remain as to whether and how impact assessment might be
applied to broader development policies and plans, such as trade agreements,
rather than simply transboundary development projects, and how new forms
of impact assessments mandated by law or policy might be expanded to take
into account not just physical, environmental issues but also questions of eq-
uity, inclusion, and opportunity.

The application of impact review and assessment tools to trade agree-
ments has, from the start, been inextricably linked to questions of law, policy,
and development. One of the main reasons for engaging in impact assess-
ments is to increase the information base in order to avoid trade decisions
that might be harmful for the environment; however, impact assessments are
increasingly being performed in the context of broader development issues.
The explicit sustainable development objective of virtually all assessment

importance of having risks assessed on a continuous basis. These provisions were construed
by Judge Weeramantry in a minority opinion as “building in” the principle of EIA. He added
that a duty of EIA is to be read into treaties whose subject can reasonably be considered to
have a significant impact on the environment. The Experts Group on Environmental Law
of the World Commission on Environment and Development in 1984 identified EIA as an
emerging principle of international law. For examples of treaty obligations in this respect, see
Convention on the Law of the Non-navigational Uses of International Watercourses (Watercourses
Convention) (36 I.L.M. 700 (1997), G.A. Res. 51/229, U.N. GAOR, 51st Sess., 99th mtg., U.N.
Doc. A/RES/51/229 (1997): ILC, 1997); Convention on the Protection and Use of Transboundary
Watercourses and International Lakes (Helsinki Water Convention) (1936 U.N.T.S.) 269; 31 .L.M.
1312 (1992): United Nations Economic Commission for Europe (UNECE), 1992, at art.
3(1)(h), where states are required to develop, adopt, implement, and, as much as possible,
render compatible relevant measures to ensure that an EIA is applied. See also International
Law Commission (ILC), Draft Articles on the Non-navigational Uses of International Watercourses,
U.N. Doc. A/46/10 (1991), at 161, and U.N. Doc. A/CN.4/L492 & Add. 1 (1994).

18 In the 2010 Pulp Mill on the River Uruguay ICJ case between Argentina and Uruguay, the
court considered and stated that it is a requirement under “general international law” to
undertake an EIA when there is a risk that the proposed industrial activity may have a sig-
nificant adverse impact in a transboundary context, in particular, on a shared resource. See
also Dispute Regarding Navigational and Related Rights (Costa Rica v. Nicaragua), Judgment of
13 July 2009, para. 64. In the literature, see Patricia Birnie, Alan Boyle, & Catherine Redgwell,
International Law and the Environment, 3d ed. (Oxford U. Press 2009); Sands, supra note 13;
Gehring & Cordonier Segger, supra note 13.

19  Aaron T. Wolf et al., International River Basins of the World, 15 Water Resources Dev. 387, 391
(1999).
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tools applied to trade agreements underlines this trend. Trading partners
now view sustainable development as a global concept that applies to their
international relations. This impression is most pronounced in the European
Union, where the foreign policy objective that applies to trading relations also
concerns sustainable development at home and abroad. One of the first in-
ternational organizations to consider such assessments was the Organisation
for Economic Co-operation and Development (OECD), through its 1993 Pro-
cedural Guidelines on Trade and Environment, which pinpointed “reviews” as a
tool for legal and policy coherence.” In 1994, the OECD proposed a complete
methodology,* which has had a substantive influence on the development of
impact assessment tools in many countries.”? Since these early attempts, the
scope and procedures of these instruments have evolved considerably.?

Several impact assessment instruments are now being applied to evaluate
proposals for trade liberalization and new trade law. Trade impact assess-
ments have distinct scope, requirements, attributes, and legal foundations
in different national, regional, and international contexts. The earliest types
of impact assessment, typically found at the national level, were concerned
with reviewing the environmental effects of trade. As a result, assessments
often considered only environmental issues, making little reference to social
issues (i.e., indigenous peoples, gender, health, poverty, social development).
Examples of such tools include Canadian environmental assessments and U.S.
environmental reviews of new trade agreements.

More recent impact assessment instruments for sustainable development
seek to integrate elements of economic, environmental, and social concerns.
The sustainability impact assessment methodology that is employed by the
EU is one example of this approach. These distinctions are important— certain
states, regions, and international organizations are simply evaluating the na-
tional or international environmental effects of their potential trade policies
without focusing on social equity and inclusion elements, while others are
undertaking broader sustainability assessments of trade policies. These differ-
ences are, at least in part, a reflection of the diversity of contexts and origins of
existing assessment methods and mandates. In this chapter, when distinctions
between the environmental and sustainable types of impact assessment are
not relevant, the generic term “impact assessment” is used.

This chapter considers current practices in impact assessments related
to trade treaties, especially how these instruments place greater emphasis on

20 OECD, Procedural Guidelines on Trade and Environment (1994) (hereinafter, OECD, Procedural
Guidelines).

21 OECD, Methodologies for Environmental and Trade Reviews, OCDE/GD(94)103 (hereinafter,
OECD, Methodologies).

22 C. Tebar Less, The OECD Methodology for the Environmental Assessment of Trade Policies and
Agreements: Types of Effects to Evaluate, in The International Experts’ Meeting on Sustainability
Assessments of Trade Liberalisation—Quito, Ecuador, 6-8 March 2000, Full Meeting Report 82
(WWE 2000).

23 Gehring & Cordonier Segger, supra note 13.
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opportunity, inclusion, and equity, and how, through this refinement, impact
assessments can assist trade agreements better reflect law, justice, and devel-
opment concerns. The first section elaborates the rules concerning the basic
structure and methodologies of impact assessments as they are being used
across jurisdictions. The second section considers existing impact assessment
mechanisms with relevance to trade in specificjurisdictions, such as the NAFTA
environmental reviews, the U.S. and Canadian processes, the EU’s instru-
ments, and those used by certain international organizations, discussing the
opportunities presented by these processes. The third section analyzes the ex-
isting mechanisms and their rules, considering how they might better reflect
the sustainable development principle of equity through measures to ensure
greater attention to inclusion and offering recommendations.

Rules Governing Impact Assessments of Trade Agreements
across Jurisdictions

All impact assessment mechanisms for trade treaties share certain elements.
However, differing time frames and degrees of integration between environ-
mental, economic, and social considerations exist. This section explains the
general analytical framework and methodology of environmental assess-
ments of trade negotiations and treaty texts.

Impact assessment normally follows four main steps: conduct a scop-
ing exercise; perform an initial review; publish the preliminary assessment
(which informs negotiators of the party that uses an impact assessment); and
prepare a final assessment. Ongoing reviews may be mandated as follow-up.

Most impact assessments are structured to examine the economic effects
of trade liberalization scenarios that are likely to result from a new treaty, to
ascertain the potential environmental effects of this liberalization, and to ana-
lyze the potential significance of projected environmental impacts to provide
a basis from which to identify options to enhance positive benefits while miti-
gating negative effects. Impact assessments that are oriented toward sustain-
able development objectives, such as those undertaken by the EU, investigate
economic and environmental as well as social development implications of
trade negotiations. Each trading relationship is distinct, and trade agreements
have the potential to affect few or many sectors of the parties’ economies. A
trade agreement may be as simple as a single tariff reduction or business nego-
tiation with few environmental consequences, or it may provide the legal un-
derpinnings of a full-blown economic partnership and cooperation process in
which goods, services, public procurement, intellectual property, investment,
competition, and other provisions are expected to be agreed to and where sev-
eral potentially serious environmental and social impacts may be identified.
In the case of the U.S. environmental reviews, only negotiations that reach a
certain magnitude of economic relevance are subject to the next phase of the
assessment, which involves increased consultation and analysis of the poten-
tial environmental impact in the United States. In most other countries, as-
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sessment might end at the initial review phase if no significant environmental
impacts are foreseen, a finding of no significant impact (FONSI).

The definition of “significant”” is by no means settled. As noted by legal
scholars,

Agreements such as the Espoo Convention, the North American
draft TEIAA264, the East African MOU, and others specifically re-
quire a transboundary environmental impact assessment (TEIA)
to be conducted for activities that are likely to have a “significant”
impact on the environment. The definition of “significant” in these
instruments varies, or is frequently vague or as-yet undetermined.

To minimize uncertainty, international instruments or national laws often
prescribe a nonexhaustive list of specific activities that require a transbound-
ary or other environmental impact assessment.”

The objective of an initial review is to identify the potential impacts of the
trade negotiations on the environment. The level of analysis is variegated and
depends on the mandate of the impact assessment. Some environmental as-
sessments merely examine the effects wrought on a domestic level (Canada),
whereas others investigate transboundary impacts once a certain threshold is
crossed (United States). Still other processes, such as sustainability impact as-
sessments, take a global perspective in analyzing the impacts (EU). Definition
of the key issues that are relevant and identification of areas in which further
investigation is necessary are achieved through a broad consultation process
that engages authorities from various interested government departments, as
well as expert groups and academics; public stakeholders and civil society
organizations, including representatives of vulnerable groups; and the private
sector. In the scoping or initial review phases, experts and consultants assess
the range of potential issues. Information-gathering and scientific studies typ-
ify the process at this point.* In some countries, including the United States,
the public is invited to participate in the scoping stage to help identify im-
pacts, alternatives, and data sources.” The environmental impact assessment
can provide an important mechanism for advancing the transparency, partici-
pation, and accountability advocated by Principle 10 of the Rio Declaration,*
and may provide an opportunity for vulnerable citizens to advocate for greater
inclusion of their interests and needs at the initial stages of trade negotiations.
Due to this participatory element, impact assessment processes could be a

24  Angela Z. Cassar & Carl E. Bruch, Transboundary Environmental Impact Assessment in Interna-
tional Watercourse Management, 12 N.Y.U. Envtl. L. J. 222 (2004).

25 Id. This article gives many examples, including appendix I of the Espoo Convention and the
bilateral agreement between Estonia and Latvia.

26  See Gehring & Cordonier Segger, supra note 13, at 194.

27 Julie Teel, International Environmental Impact Assessment: A Case Study in Implementation, 31
Envtl. L. Rep. (Envtl. L. Inst.) 10,291, 10,294-10,306 (2001).

28  United Nations Conference on Environment and Development: Rio Declaration on Environment and
Development (adopted June 14, 1992), U.N. Doc. A/CONF.151/5/Rev.1, 31 L.L.M. 874, 878.
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tool for diverse sectors of societies to use as they seek greater economic and
social inclusion. When taken seriously and effectively implemented, public
participation measures can provide local and underrepresented interests an
opportunity to be heard and to participate in decision making that affects their
environment and livelihoods.”

In terms of further steps, in most cases, the preliminary assessment docu-
ment is discussed formally, informing the negotiators as to projected economic
and environmental impacts of trade liberalization in certain areas and in cer-
tain processes, and in some cases requiring a formal internal or externally
released reply from the responsible authority. For some countries, the report,
even at this initial phase, may contain mention of mitigation proposals, par-
ticularly if potential impacts are familiar from previous trade agreements. For
example, if the preliminary scoping or review identifies that an importing
party might be vulnerable to pressure to lower its environmental standards
in order to attract investment, the preliminary report might note that this im-
pact could be addressed by the inclusion of provisions committing all parties
not to lower standards to attract investment. Some instruments also consider
a “zero-line approach” when appropriate—the preliminary assessment may
suggest ceasing negotiations on trade liberalization in a specific product area.
For example, if a preliminary scoping exercise notes that the liberalization
of wood and wood products holds the potential to increase rates of illegal
extraction of timber from protected areas, the preliminary report might rec-
ommend that the parties not increase market access by liberalizing trade in
this sector without first assuring themselves that forest governance has been
strengthened.

To give a more specific example, the preliminary appraisal of measures
for inclusion in the proposed WTO Millennium Round Agenda® led to the
initial EU sustainability impact assessment findings presented in table 1.

After publication of a preliminary assessment that informs negotia-
tors, a final and more detailed assessment report is prepared that addresses
the issues raised in the scoping and initial review. Often, the responsible
authority will need to commission in-depth studies that will result in reports
on key projected impacts (positive or negative) that might be important for the
negotiations and encompass the consultation of relevant authorities in other
departments, including scientific and economic commissions. To continue
with the earlier example, following the initial findings of the EU sustainabil-
ity impact assessment of the World Trade Organization (WTO) Millennium
round of trade negotiations, the most important measures that were found
to hold potential for adverse or other impacts were subjected to a review and

29 Nicholas A. Robinson, International Trends in Environmental Impact Assessment, 19 B.C. Envtl.
Aff. L. Rev. 591, 594 (1992).

30 Colin Kirkpatrick, Norman Lee, & O. Morrissey, WTO New Round: Sustainability Impact As-
sessment Study (Phase Two Report) S.14 (Mar. 2004).
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Table 1. Significant Sustainability Impacts of the WTO New Round According to
Colin Kirkpatrick et al.

Significant impacts
Scenario 1 Scenario 2 Scenario 3

Impact on (business as usual) (liberalization) (moderate liberalization)

A B C A B C A B C
EU countries 0-1) 0  0¢l) | =1 +1 B T 7S R 7% R |
Developing 0 0 0 +1 +1 R B S T R |
countries
Least-developed 0 0 0 +1 +1 +1 -1/+1 2/+1 -1
countries
Global 0 0 0 +1 +1 +1 -1/+1 -1/+1 -1

Note: This table summarizes the outcomes of a scoping exercise. In the column headings, “A”
represents economic impacts (changes in the level of average real income; net fixed capital
formation; and employment); “B” represents projected social impacts (changes in level of equity
and poverty, health, and education; and gender inequality); and “C” represents environmental
impacts (changes in air, water, and land quality; biological diversity; and air resource stocks).

In the table, “0” is a nonsignificant impact compared with the base condition; “1” denotes areas
where a lesser significant impact is projected, and “2” is where a greater significant impact
can be projected. The symbol “+” is used to represent a potential positive impact, whereas
is used to represent a negative impact, and “+” raises the potential for positive and negative
impacts, meaning that the net effect is uncertain and/or varies according to context. Parentheses
indicate situations in which the impact in the base situation can be compared with the existing
situation. The use of -/+ notes a range indicating variation over time.

“_r

presented in a general summarized report with proposed measures to enhance
positive outcomes and to reduce or mitigate potential negative outcomes for
the societies, environments, and economies affected. These later phases of
the sustainability impact assessment took into account the outcomes of pub-
lic participation processes, including consultations with nongovernmental
organizations (NGOs). Numerous workshops were held both in Europe and
in the developing country trading partner in every phase of the assessment,
with a dedicated and accessible website used to publish reports and other
documents.® The site was promoted on social media to allow for exchanges
of opinions in less formal settings. Although, due to other factors, the WTO

31 Id.



72 The World Bank Legal Review

Ministerial Conference in Seattle was ultimately unsuccessful,® the sustain-
ability impact assessment process provided opportunities for the inclusion of
otherwise unheard voices, defusing certain elements of public concern and
reducing the potential for conflict, as well as influencing the European Com-
munity negotiation position.

Most impact assessments also contain an ex post final assessment, pre-
pared after the negotiations have been concluded and the final text has been
approved. The closing report illustrates how some negotiation positions may
have changed due to the contents of the preliminary assessment. The final re-
port might illuminate the trade-offs and balance between economic liberaliza-
tion and environmental protection,® thereby explaining motives behind deci-
sions that potentially have adverse environmental effects but were accepted
in order to secure other benefits deemed important by the mandated decision
makers.

Rules Governing Impact Assessments of Trade Agreements
by Jurisdiction

The section above presents the main components shared by most trade agree-
ment impact assessments, drawing on examples of actual environmental as-
sessments and sustainability impact assessments. This section provides an il-
lustrative overview of the methodologies and practical applications of impact
assessments for trade agreements at national and regional levels and discusses
several examples of practical applications that highlight the opportunities for
law and sustainable development provided by these instruments.*

The OECD was the first international organization to address the field
of environmental assessments, following studies undertaken in some of its
member states.® As early as 1994, a methodology for such assessments was
proposed,* and OECD Methodologies for Environmental and Trade Reviews was

32 See Gary Sampson, Trade, Environment and the WTO: The Post-Seattle Agenda (Overseas Dev.
Council 2000). See also, P. Grady & K. Macmillan, Seattle and Beyond: The WTO Millennium
Round (Global Economics Ltd 1999); Edith Brown Weiss, The Rise or the Fall of International
Law, 69 Fordham L. Rev. S.345 ff. (2000).

33 Bernard Hoekman, Aaditya Mattoo, & André Sapir, The Political Economy of Services Trade
Liberalization: A Case for International Regulatory Cooperation?, 23(3) Oxford Rev. Eco. Policy
367-391 (2007).

34 The fields and areas of applications are many. See Katarina Granah, Study to Inform a Subse-
quent Impact Assessment on the Commission Proposal on Jurisdiction and Applicable Law in Divorce
Matters (European Policy Evaluation Consortium 2006), or Siripen Supakankunti & Wattana
S. Janjaroen, Impact of the World Trade Organization TRIPS Agreement on the Pharmaceutical
Industry in Thailand, 79(5) Bull. of the World Health Org. (2001).

35 Cristina Tebar Less, The OECD Methodology for the Environmental Assessment of Trade Policies
and Agreements: Types of Effects to Evaluate, in The International Experts’ Meeting on Sustainabil-
ity Assessments of Trade Liberalisation (Mar. 6-8, 2000, full meeting report, Gland 2000), S.82ff.

36 OECD, Methodologies, supra note 21.
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adopted at a joint session of trade and environment experts.”” Before this, in
1993, the OECD ministers had adopted procedural guidelines on trade and
the environment suggesting the examination and review of economic and en-
vironmental policies.” The guidelines endorse the use of reviews as a tool for
legal and policy coherence:

Governments should examine or review trade and environmental
policies and agreements with potentially significant effects on the
other policy area and identify alternative policy options for ad-
dressing concerns. Governments may co-operate in undertaking
such examinations and reviews. Governments should follow-up as
appropriate: to implement policy options to re-examine the policy
agreements and any measure in place, and to address any concerns
identified in the conclusion of such re-examinations.*

Since these guidelines were drafted, there have been significant advances
in thinking regarding environmental assessments that show that the OECD
guidelines are flawed. The OECD’s recommendations were founded on an
alternative-based approach, favoring cooperation between states on a bilateral
or even multilateral level. This was not adopted in subsequent state initiatives
but remains a valid suggestion. The OECD also recommended retrospective
assessments following the main assessment but, again, none of the OECD
member states adopted this approach. All discussed impact assessment in-
struments fall short of these OECD recommendations. From another perspec-
tive, the guidelines did not recommend public participation in the assessment
process, which has proven to be an essential part of these assessments. Dur-
ing early discussions, reviews and assessments were conceptualized as pure
expert exercises rather than as opportunities for public participation and the
inclusion of different sectors. The methodology adopted by the OECD builds
on this approach. Without reference to public participation, these approaches
constitute a violation of the principle of precaution through process.

It took years to develop methodologies for environmental assessments of
trade measures. Although no formal conclusions were adopted at a workshop
on assessing the environmental effects of trade liberalization held in 1999, the
record of discussions reveals that the 1994 OECD Methodologies for Environ-
mental and Trade Reviews were still seen as a valid approach, in particular with
regard to the different types of impacts that an assessment of a trade measure
should address.* The methodology has not been significantly amended since.
There have been discussions in the WTO to develop a common approach, but
these were overshadowed by the Doha Round discussions. So when assess-
ments at the national level were first recommended in the Doha Declaration,

37 Originally founded as the OECD Joint Session of Trade and Environment Experts, now
meeting as the Joint Working Party on Trade and Environment.

38 OECD, Procedural Guidelines, supra note 20.
39 Id.

40 OECD, Assessing the Environmental Effects of Trade Liberalisation Agreements: Methodologies —
Proceedings of the Paris Workshop 11 (OECD 2000).



74 The World Bank Legal Review

there was little to suggest further efforts at the multilateral level.*! Gaps in
methodologies were revealed in the WTO Committee on Trade and Environ-
ment discussions. The absence of a specific methodology for assessing impacts
in trade, services, and investment was subject to criticism by WTO member
states. Furthermore, the need for intensified research concerning the integra-
tion of social aspects into environmental assessments was identified.*?

In current practice, several methodologies are being tested in parallel.
This section introduces the principal instruments, providing analysis of the
legal foundations of each trade impact assessment (IA) tool, including its po-
litical context; the evolution of the IA tool’s scope and methodological content;
a brief step-by-step outline of how the IA tool functions in practice; an expla-
nation of the IA tool’s modes of public participation and consultation; and a
concrete example in which the IA tool was applied to assess the impacts of a
particular trade negotiation.

The European Union’s Sustainability Impact Assessments on Trade

The European Union, in accordance with Agenda 21 and the 1992 Rio Decla-
ration, established the sustainability impact assessment, a mechanism crafted
to include environmental and social concerns in economic policies to pro-
mote sustainable development.** Since the 1990s, the commission has devel-
oped processes implementing the “precautionary principle” with the goal of
“better understand[ing] the benefits and costs of its policies and to manage
risk, including ex-ante assessment of policies (i.e. assessment in advance of
implementation).”* Sustainability impact assessments seek to identify po-
tential social, economic, and environmental impacts using indicators from all
three pillars of sustainable development. In the quest for a fully developed
and rigorously defined methodology, indicators and measurements have both
quantitative and qualitative attributes.*® Today, the sustainability impact as-
sessment is at the vanguard of holistic impact assessment tools, showing evi-

41 Doha WTO Ministerial Declaration (4th Ministerial Conference, Doha, Qatar: WT/MIN(01)/
DEC/1; 41 LL.M. 746 (2002), 2001), para. 6.

42 See Richard Tarasofsky, Report on the Workshop “Methodologies for Environmental Assessment of
Trade Liberalisation Agreements” (WTO-Document WT/CTE/W/133, Feb. 18, 2000).

43  European Commission, Directorate-General of Trade, Draft Handbook for Sustainability Im-
pact Assessment 1 (European Commn. 2005) (hereinafter, SIA Handbook), available at http://
trade-info.cec.eu.int/doclib/docs/2005/april/tradoc_122363.doc.,

44  The precautionary principle is at the intersection of three areas of law (economic, social, and
environmental) within the broad rubric of international sustainable development law. The
precautionary approach to risk management commits states, international organizations,
and civil society, particularly the scientific and business communities, to avoid activity that
may cause significant harm to human health, natural resources, or ecosystems, including in
the face of scientific uncertainty. See Cordonier Segger & Khalfan, supra note 2, at 100.

45  Although the commission currently proposes to determine the methodology for each sus-
tainability impact assessment, it considers the incorporation of a mix of qualitative and
quantitative methods, such as case studies, modeling, statistical estimations, and expert
opinion, to be beneficial.


http://trade-info.cec.eu.int/doclib/docs/2005/april/tradoc_122363.doc
http://trade-info.cec.eu.int/doclib/docs/2005/april/tradoc_122363.doc
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dence of being a fully integrated instrument and including recommendations
for enhancement and mitigation.

Member-state and NGO demands leading up to the WTO Ministerial
Conference in Seattle prompted the Directorate General for Trade of the EC
(the DG Trade) to commission a study conducted by a research team affili-
ated with the University of Manchester. This team was tasked with develop-
ing a methodology for an ex ante sustainability impact assessment. After the
methodology was formalized (with degrees of context-specific flexibility), the
DG Trade inaugurated several studies using the framework for assessing the
impact of trade policy on sustainable development. After refining, the sustain-
ability impact assessment consisted of four main phases:

®  Screening: to determine which measures require SIA because they are likely
to have significant impacts

e Scoping: to establish the appropriate coverage of each SIA

®  Preliminary sustainability assessment: to identify potentially significant ef-
fects, positive and negative, on sustainable development

*  Mitigation and enhancement analysis: to suggest types of improvements that
may enhance the overall impact on sustainable development of new trade
agreements/measures*

These phases are infused with avenues of public participation and consulta-
tion with civil society organizations. Numerous workshops and consultations,
both formal and informal, are held at each phase of the process. A website
provides public access to reports and timely publications.

One of the more unconventional and controversial features of the sustain-
ability impact assessment methodology is the investigation of the impacts on
the (often developing country) trading partner(s) in trade negotiations, rather
than simply the impacts on the commissioning EU state. Unfortunately, re-
search collaboration with trading partners is not always reciprocal. For in-
stance, although strong collaborative links between researchers were possible
for the sustainability impact assessment of EU-Mercosur trade negotiations
and the SIA of the EU-Mediterranean trade negotiations,”” the sustainability
impact assessment of the EC-Cooperation Council for the Arab States of the
Gulf trade negotiations did not unfold as smoothly.* The means of mobilizing
public participation in the studies varied, from extensive debates and consulta-
tions to merely an administered website. As the private consultancy noted, “The
NGO world did not show a big interest in the topic, nevertheless engagement

46  See Gehring & Cordonier Segger, supra note 13, at 211.

47  See Final Report EU-Mercosur SIA (Mar. 2009), available at http://trade.ec.europa.eu/doclib
/docs/2009/april/tradoc_142921.pdf.

48  See PriceWaterhouseCoopers, Sustainability Impact Assessment (SIA) of the Negotiations of the
Trade Agreement between the European Community and the Countries of the Cooperation Coun-
cil for the Arab States of the Gulf (GCC) (PWC 2004), available at http://trade-info.cec.eu.int
/doclib/docs/2005/january/tradoc_121208.pdf.


http://trade.ec.europa.eu/doclib/docs/2009/april/tradoc_142921.pdf
http://trade.ec.europa.eu/doclib/docs/2009/april/tradoc_142921.pdf
http://trade-info.cec.eu.int/doclib/docs/2005/january/tradoc_121208.pdf
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was done at several moments. NGO from the Gulf Cooperation Council (GCC)
have not even replied to our requests to get their view, input (sic).”*’ In a recent
sustainability impact assessment of the EU-Canada Comprehensive Economic
and Trade Agreement (CETA), consultants obtained positive responses from
the public in the EU, but comparatively little input from Canadians. As noted
in the study, possible reasons included “that domestic issues, including cli-
mate and transportation policies take most importance; that CETA represents
a small portion of Canada’s trade; and that Europe is generally perceived as
an environmental leader. For these reasons, CETA appears to generate little
interest or worries in the environmental community.”* If similar reasoning
were transposed to a developing country context, where the possibility for
consultation might be much more limited than in Canada, this would raise
serious concerns as to participation and the potential value for inclusion of
diverse groups and especially the most vulnerable elements of society that
could be affected by the degradation of resources or other impacts of trade
liberalization.

The EU-Andean trade sustainability impact assessment provides a use-
ful example of the methodology and its outcomes.” In 2006, the EU and An-
dean countries began negotiations for a regional trade agreement; and in
2008, pursuant to the Draft Handbook for Sustainability Impact Assessment (SIA
Handbook),* the EC commissioned a sustainability impact assessment of these
negotiations. The sustainability impact assessment investigators, during the
initial assessment, focused on increasing outreach, including by establishing
a dedicated website that attracted more than 3,000 unique visitors. One-day
consultations were conducted in Lima and other cities, and inputs were ac-
tively solicited from a variety of stakeholders, ranging from local grassroots
NGOs to government departments.*

The study concluded that the impact on trade for the EU was predicted to
be insignificant; as for the Andean countries, an increase in trade and invest-
ment flows between 3 to 10 percent was predicted. Although the methodology
takes a broad-brush approach, this report nevertheless provides an example of
how a sustainability impact assessment can highlight both potential impacts
and opportunities for development. The analysis started with a modeling of
the expected economic impact. It used two scenarios, a modest scenario of
50 percent liberalization of services and an ambitious scenario with 75 percent
liberalization of services. As concluded in the sustainability impact assess-
ment, the economic impact of the trade accord was positive:

49 Id., at 36.

50  Final Report for the EU-Canada Sustainability Impact Assessment (SIA) on the EU-Canada Com-
prehensive Economic and Trade Agreement, footnote 11, available at http://trade.ec.europa.eu
/doclib/docs/2011/september/tradoc_148201.pdf.

51 EU-Andean Trade Sustainability Impact Assessment (hereinafter, EU-Andean Trade SIA), avail-
able at http://trade.ec.europa.eu/doclib/docs/2010/april/tradoc_146014.pdf.

52 SIA Handbook, supra note 43.
53  EU-Andean Trade SIA, supra note 51, at 136.
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The modeling analysis shows modest income gains for all econo-
mies in all settings and scenarios, with the biggest absolute gains
occurring in the EU and Colombia, where real incomes are projected
to increase by up to €4 billion and €2.8 billion respectively. In rela-
tive terms, the expected income gains are estimated to be highest
for Bolivia and Ecuador, where real income is expected to increase
by between 0.5 and 2 percent of GDP. The impact in the EU is only
marginal, at less than 0.1 percent of GDP. On an aggregate level, real
income across all Andean countries will increase by €5 billion under
the ambitious scenario.*

In other words, economic modeling predicted large overall gains for the
developed country partner and significant relative gains for the developing
country partners. As the report noted, however, the trade agreement could
also generate important social and environmental impacts. These might in-
clude unmanaged expansion of the agricultural frontier, with the potential to
exacerbate biodiversity loss and exponentially increase illegal logging, and
expansion of mining and petroleum extraction, with related environmental
impacts and social conflict in rural areas. The assessment identified several
sustainable development opportunities, including increased monitoring and
reporting on EU companies and their compliance with corporate social re-
sponsibility (CSR) standards in mining, oil, and gas, as well as cooperation
to strengthen education, to make forestry activity more sustainable, and to
improve financial, public utilities, and environmental service sectors, among
others. The assessment identified important development opportunities if
the liberalization is accompanied by careful services regulation. The report
stressed that, “with effective domestic regulatory control, market opening in
the basic utilities sector improves access for the poor to affordable and reliable
services in water, energy, communications and transportation. Liberalization
of distribution may result in some reduction in prices for consumers.”* Un-
fortunately, the response by the commission after the negotiations were con-
cluded was somewhat lackluster with regard to regulatory assistance:

In this respect, the Commission services recall that the findings of
this SIA are available to the governments of Andean countries which
have the prime responsibility for the strengthening of their national
and regional legislations in this area. In addition, the Commission
services point out that the Commission has already been playing a
substantial role in promoting this regulatory capacity building via
its actions in the region.>

Itis unclearif the simple fact that the sustainability impact assessment itself
is available to government regulators will open new sustainable development

54 Id., at9.
55 Id., at 108.

56  Commission Services Position Paper on the Trade Sustainability Impact Assessment (SIA) of the
Multiparty Trade Agreement with Andean Countries (Nov. 2010), available at http://trade
.ec.europa.eu/doclib/docs/2010/november/tradoc_146987.pdf.
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opportunities for the developing country trading partners or support partici-
patory processes for inclusion of vulnerable or excluded groups.

The recommendations of the EU-Andean sustainability impact assess-
ment report do highlight specific development opportunities in the area of
biofuels, noting the expected expansion of biofuel production in the region
due to the economic treaty with the EU.”” Development opportunities such as
increased market access for the export of biodiesel and bioethanol along with
measures to address challenges such as the pressure to increase landholding
to the detriment of social cohesion, are discussed. Environmental impacts are
not neglected, and the sustainability impact assessment signals potential chal-
lenges generated by conversion of tropical forest to farmlands for biofuels.
The sustainability impact assessment reported that biofuels produced with
tailored and appropriate technologies, sourced from existing agricultural
lands without replacing food crops, could benefit the Andean countries and
highlighted specific regions where this might occur. This balanced assessment
seems to have benefited from significant background research and stakeholder
input. Careful analysis can maximize trade and economic opportunities for
the developing country partner, if accompanied by appropriate policy mea-
sures, regulations, and enforcement capacity.

The sustainability impact assessment gives special attention to the needs
of vulnerable groups. In the Andean countries, the focus is on the needs of
indigenous populations. The sustainability impact assessment highlights
the vulnerability of indigenous groups as one of the main social concerns in
the region, alongside rural poverty. It establishes clear linkages between in-
creased deforestation and conglomeration in the agricultural sector and the
vulnerability of indigenous populations. Thus, the sustainability impact as-
sessment highlights that

in so far as poverty is deeper in rural areas, particularly in more re-
mote areas, indigenous peoples are adversely affected by insufficient
access to basic goods and services. Although little information exists
about non-contacted indigenous peoples, there is evidence that the
way of life of those who inhabit the Peruvian Amazon and the tropi-
cal forest of Bolivia are under constant threat, as modernization and
commercial economic activity continues to penetrate these areas.*®

The European Commission, in its response, took this concern into consid-
eration, highlighting further cooperation initiatives and enhanced support to
Andean governments to address poverty, education, and health concerns.”
This focus, coupled with new cooperation measures to promote opportunities,
inclusion, and equity, is one of the most important benefits of the sustainabil-
ity impact assessment process for these countries. The European Commission
white paper demonstrates that despite the lack of explicit legal frameworks,

57 Id., at 74-81.
58 Id., at32.
59 Id., at8.
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the de facto requirement that the commission take sustainability impact as-
sessment outcomes into account can help this tool serve the interests of inclu-
sion and equity. For several sustainability impact assessments, as is clear from
the responses of the commission to the studies, the inputs were carefully con-
sidered and influenced the negotiating position of the EU, particularly with
regard to mitigation or flanking measures.

The U.S. and Canadian Environmental Assessments/Reviews

In 1991, the United States conducted pilot assessments on certain aspects of
negotiations for the North American Free Trade Agreement (NAFTA).® At
first, U.S. NGOs litigated to apply general EIA laws to trade negotiations, ar-
guing that the office of the United States Trade Representative (USTR) should
conduct an environmental impact statement of its negotiation positions for
NAFTA under the U.S. National Environmental Policy Act (NEPA).®® How-
ever, because the final decision as to whether or not to sign a trade agreement
rests with the U.S. president, the U.S. Court of Appeals found that a trade
agreement could not be considered an “action of an agency” and dismissed the
request.®* Several years later, on November 16, 1999,% President Bill Clinton
signed Executive Order (EO) 13.141, which codifies environmental reviews
as an internally binding assessment obligation for trade negotiations, using
terminology to avoid confusion with an environmental impact statement and
to prevent litigants from using environmental review results in future litiga-
tion.* The political context was significant in this instance. In preparation for
the Seattle WTO Ministerial Conference, the U.S. sought to strengthen inclu-
sion of civil society into trade negotiations. EO 13.141 contained essentially
the same phases as required under the NEPA, belonging to the same family of
legal instruments as the environmental impact statement. The environmental
review —an ex ante procedure laden with public participation requirements—
is tripartite in character and avoids imposing any conditions on the trade ne-
gotiation process. The first phase is initiated by a notice in the Federal Register
describing the proposed trade agreement and soliciting public comments and
statements about the scope of the environmental review. In the second phase,
the environmental review is to be published where practicable and further
comments are encouraged. The final phase constitutes the final environmental
review, the content of which contains a compendium of public concerns that
were considered by the drafting body.

60 U.S. Trade Representative (USTR), Draft Review of U.S.-Mexico Environmental Issues (USTR
1991). For a full account of the history, see J. Salzmann, Executive Order 13.141 and the Envi-
ronmental Review of Trade Agreements, 95 Am. J. Intl. L. 368 (2001).

61  Public Citizen v. Office U.S. Trade Representative, 822 F. Supp. 21 (D.D.C. 1993).
62 Public Citizen v. Office U.S. Trade Representative, 5 F.3d 549 (D.C. Cir. 1993).
63 U.S. Federal Registry 64(.222) of 18.11.1999, 63.169.

64 Executive Order 13.141, sec. 7, contains the usual disclaimer for executive orders: “This order
is intended only to improve the internal management of the executive branch and does not
create any right, benefit, trust, or responsibility, substantive or procedural, enforceable at
law or equity by a party against the United States, its agencies, its officers, or any person.”
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Several features of the instrument are noteworthy for the purposes of this
chapter. First, environmental reviews are primarily an instrument used to as-
sess environmental, rather than social or other, impacts:

The United States is committed to a policy of careful assessment and
consideration of the environmental impacts of trade agreements.
The United States will factor environmental considerations into the
development of its trade negotiating objectives. Responsible agen-
cies will accomplish these goals through a process of ongoing as-
sessment and evaluation, and, in certain instances, written environ-
mental reviews.*

If the environmental effects (positive and negative) are determined to be
transboundary in nature and have ramifications for the United States, the as-
sessment may take on a more global character.® Edicts within the environmen-
tal review procedures provide for cooperation to build the capacity of trading
partners for environmental protection in order to ensure “the promotion of
sustainable development.”®” Governmental actions that may impede sustain-
able development are prohibited. Coordination between the administration
and Congress, as well as encouragement toward participating in international
environmental agreements, is included in the Trade Act of 2002.

By 2013, six U.S. environmental reviews had taken place. The environ-
mental review for the Central American Free Trade Agreement (CAFTA),
which considered the impact of including the Dominican Republic in the
trade agreement, was published in February 2005.% The disclosure reiterated
an interim review in 2003 and pronounced that the modified membership

may have relatively greater effects on the economies of Central
America and the Dominican Republic. In the near term, however,
net changes in production and trade are expected to be relatively
small because exports to the United States from these countries al-
ready face low or zero tariffs. Longer term effects, through invest-

65 Executive Order 13.141, sec. 1.

66 USTR, Guidelines for Implementation of EO 13.141 (USTR 2001), app. C.G: “Transboundary and
global impacts may include those on: Places not subject to national jurisdiction or subject to
shared jurisdiction, such as Antarctica, the atmosphere (including ozone and climate change
features), outer space, and the high seas; Migratory species, including straddling and highly
migratory fish stocks and migratory mammals; Impacts relating to environmental issues
identified by the international community as having a global dimension and warranting
a global response; Transboundary impacts involving the boundaries of the United States;
Environmental resources and issues otherwise of concern to the United States.” Available at
http://www.ustr.gov/sites/default/files/guidelines%20for%2013141.pdf.

67 Trade Act of 2002, sec. 2102(b)(11)(d).

68 USTR, Final Environmental Review of the Dominican Republic—Central America—United States Free
Trade Agreement (USTR 2005), available at http://www.ustr.gov/assets/Trade_Agreements
/Bilateral/CAFTA/asset_upload_file953_7901.pdf.

69  USTR, Interim Environmental Review of the U.S.—Central America Free Trade Agreement (CAFTA)
(Aug. 22,2003), available at http://www.ustr.gov/assets/Trade_Agreements/Bilateral CAFTA
/asset_upload_file946_3356.pdf.
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ment and economic development, are expected to be greater but
cannot currently be predicted in terms of timing, type and environ-
mental implications.”

Canadian environmental assessments of trade agreements are also founded
on phased analytical reviews, intergovernmental discussion procedures, and
public comment periods, although the Canadian environmental assessments
appear to have less scope regarding international issues than the U.S. envi-
ronmental reviews do. Canada’s environmental assessments of trade agree-
ments were also adopted in a particular political and historical context. In
1994, Canada carried out a brief ex post environmental review of the Uruguay
Round WTO Agreements, perhaps in part to reassure the Canadian public and
stakeholders as to what had been agreed on.” In 1999, the newly consolidated
Department of Foreign Affairs and International Trade (DFAIT) undertook to
assess the outcomes of the Uruguay Round agreements anew, after their first
four years of operation, to prepare for the expected WTO Millennium Round
negotiations (later postponed by the WTO Ministerial Conference in Seattle
in 2000). The Retrospective Analysis of the 1994 Canadian Environmental Review
of the Uruguay Round of Multilateral Trade Negotiations was published in
November 1999.72

Increasing domestic pressure from agencies, civil society groups, and oth-
ers led the Canadian government to introduce the internally binding Cabi-
net Directive on Strategic Environmental Assessment of Plans and Policies in
1999.7 After the positive experience of introducing an informal environmental
impact statement framework in the 1980s prior to formally adopting the Ca-
nadian Environmental Assessment Act (CEAA) in 1992 and its entry into force
in 1995, the Canadian government may have anticipated a similar approach
for environmental assessments of trade agreements.” The 1999 cabinet direc-
tive mandates that every governmental policy be assessed as to its environ-
mental impact.” Trade policy was included in Annex 1 of the cabinet direc-
tive, because the CEAA is not applicable to trade policy.” Binding guidelines
were also adopted, detailing all necessary assessments and regulated public

70 Id., at para. 4.

71 Department of Foreign Affairs and International Trade (DFAIT), 1994 Canadian Environmen-
tal Review of the Uruguay Round of Multilateral Trade Negotiations, available at http://www
.dfait-maeci.gc.ca/sustain/EnvironA/strategic/urugay-en.asp.

72 See DFAIT, http://www.dfait-maeci.gc.ca/tna-nac/documents/retrospective-e.pdf.
73  See Gehring & Cordonier Segger, supra note 13, at 206.
74 Id.

75 Canadian Environmental Assessment Agency (CEAA), Strategic Environmental Assessment:
The 1999 Cabinet Directive on the Environmental Assessment of Policy, Plan and Program Propos-
als; Guidelines for Implementing the Cabinet Directive (CEAA 1999) (hereinafter, Guidelines for
Implementing the Cabinet Directive).

76  For its history, see Canadian Environmental Assessment Agency, The Canadian Environmen-
tal Assessment Act: Introduction 2d ed. (2011), available at http://www.ceaa-acee.gc.ca/default
.asp?lang=En&n=0DF82AA5-1; the complete text is available at http://laws-lois.justice.gc.ca
/eng/acts/C-15.21/page-1.html.
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participation.”” Later, in addition to consultations with provinces and territo-
ries, representatives from the first nations (i.e., indigenous nations), and other
civil society representatives, this framework was expanded to bilateral, re-
gional, and multilateral trade negotiations. The Framework for Conducting En-
vironmental Assessment of Trade Negotiations was adopted through a decision
of the cabinet in February 2001.”* Implementation of the cabinet directive on
strategic environmental assessments in the area of trade policy was allocated
to DFAIT.

The Canadian environmental assessment of trade agreements consists of
three primary phases. In the initial environmental assessment, a DFAIT-led
interagency committee analyzes the scope of the negotiations and the range
of potential negative or positive environmental impacts within Canada from
the economic effects of the potential treaty. If these are found to be minimal,
the formal assessment halts at this stage.” If a second phase is mandated, it
involves the elaboration of a draft study, with a third phase resulting in a fi-
nal report. The draft environmental assessment is intended to assist Canadian
trade negotiators. The final report describes the result of the trade negotia-
tions and speculates on the role the assessment played in reaching the conclu-
sion. All stages are guided by public participation requirements, including
the publication of drafts; a website designed for interested stakeholders to
comment on the assessment; interdepartmental and multilevel government
consultation; and an explicit feedback loop in which concerns that have arisen
are factored into the investigation. Ex post monitoring and ex post assessment
might be recommended but are not mandatory.*

Several features are noteworthy. First, the Canadian environmental as-
sessments focus almost exclusively on environmental issues, rather than social
and development issues. Despite this narrow scope, the Canadian government
refers to the assessment instrument as an indispensable decision-making tool
for promoting sustainable development. Environmental assessments contrib-
ute to the enhanced transparency and good governance principles of sustain-
able development by encouraging “more open decision making within the
federal government by engaging representatives from other levels of govern-
ment, the public, the private sector and non-governmental organizations in
this process.”® The environmental assessment guidelines succinctly summa-
rize these objectives: “to assist Canadian negotiators integrate environmental
considerations into the negotiating process by providing information on the
environmental impacts of the proposed trade agreement; and to address pub-

77  CEAA, Guidelines for Implementing the Cabinet Directive on the Environmental Assessment of
Policy, Plan and Program Proposals (Privy Council Off. & CEAA 2010).

78  DFAIT, Framework for Conducting Environmental Assessments of Trade Negotiations (DFAIT Feb.
2001), available at http://www.international.gc.ca/trade-agreements-accords-commerciaux
/env/framework-cadre.aspx.

79  See Gehring & Cordonier Segger, supra note 13, at 208.
80 Id.
81 DFAIT, supra note 78.
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lic concerns by documenting how environmental factors are being considered
in the course of trade negotiations.”*

The Canadian assessment process seeks a balance between public partici-
pation and new ideas and direct impact on the negotiation, that is, the ques-
tion as to how the assessment results influence the negotiations. It does not
assess social and developmental concerns explicitly and is restricted to envi-
ronmental impacts within Canada (even though certain health issues are con-
sidered). The procedure eschews any investigation of environmental impacts
on the trading partner or potential implications on a global level.

The environmental impact assessments of the United States and Canada
are similar in their outcomes. For instance, the 2003 Initial Strategic Environ-
mental Assessment Report of the Canada—Central America Four Free Trade Nego-
tiations (El Salvador, Guatemala, Honduras, and Nicaragua) concluded that
the small quantity of trade flows overall would have negligible economic ef-
fects, and therefore, the environmental consequences were insignificant for
Canada.® Even in areas where increased exports such as high-value paper and
plastics were likely, the Central America negotiations were deemed to pre-
clude adverse environmental effects. The assessment did not consider effects
of the negotiations on the C4 countries (El Salvador, Guatemala, Honduras,
and Nicaragua), nor was a more regional approach to an environmental as-
sessment considered. Given the limited scope of Canada’s environmental as-
sessment process, this missed opportunity is regrettable but understandable.
Basic support for further studies in the C4, coupled with international coordi-
nation of assessment efforts, might have enabled Canada to address impacts
with regard to the trading partners.

As another example, Canada’s initial environmental assessment of the
proposed free trade agreement (FTA) with Andean countries concluded:

While FTAs with the Andean Community are expected to provide
increased market access into Canada, it is unlikely that there will be
a substantial increase in trade in services as a result of these negotia-
tions. Canada is already quite open in most services sectors and no
domestic regulatory changes are expected as a result of FTAs with
the Andean Community. There may be some increased services ex-
ports to Andean countries, but it is difficult to segregate the effects
of the Canada-Andean Community trade negotiations from those
resulting from Canada’s other trade negotiations or implementation
of existing regional or bilateral trade agreements or from unilateral
liberalization. Generally speaking, while the environmental impacts
are not expected to be significant, we will need to consider indirect

82 Id., at4.

83  DFAIT, Initial Strategic Environmental Assessment Report of the Canada—Central America Four
Free Trade Negotiations (El Salvador, Guatemala, Honduras and Nicaragua) (DFAIT 2003),
available at http://www.international.gc.ca/trade-agreements-accords-commerciaux/env
/EAlist-listeEE.aspx.
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or cumulative impacts and the synergies between environmental
goods and services which may increase the impact.®*

In other words, these types of assessment are less helpful to developing
country partners and have less potential to identify development opportuni-
ties than they are to Canada. In spite of vigorous public participation provi-
sions, the restricted scope of the assessments, together with their focus on en-
vironmental impacts of economic changes alone, appears to limit their ability
to signal opportunities for sustainable development cooperation, inclusion, or
equity in developing countries.

Securing Greater Equity through Trade Impact Assessments

Some observations can be made about the role that impact assessments might
play in securing more equitable trade agreements.

Economic Considerations Continue to Dominate Trade-Related
Impact Assessment Instruments

Impact assessments require economic analysis to assess the likely impact of
proposed economic development in the parties to a trade negotiation or fi-
nancial arrangement. An impact assessment is based on relative consensus on
simple cases (for example, tariffs) that use commonly acknowledged econo-
metric calculations. The influence of impact assessments extends beyond ini-
tial flows of trade in goods to shape infrastructure projects (harbors, roads,
airports) and facilities for trade in services such as transport, health, educa-
tion, and other vulnerable social sectors. Therefore, careful consideration of
equity issues, including the potential for a trade agreement to widen or nar-
row existing income and other disparities, is important.

The European Union: Sui Generis in Its Application of
Developmental and Social Concerns in Trade-Related
Environmental Impact Assessments

The United Nations Environment Programme (UNEP) gave special recog-
nition to the EU for its fully integrated impact assessment instrument.® Al-
though most environmental impact assessment tools fail to explicitly consider
social and developmental issues, the EU’s sustainability impact assessments
model amalgamates economic, social, and environmental issues using a mix of
measures and indicators constantly undergoing refinement. The SIA Handbook
enunciates the virtues of a flexible, context-specific methodological approach
to sustainability impact assessment. In keeping with its cutting-edge status
in impact assessment innovation, the EU is considering proposals to extend

84  Canada—Andean Community Free Trade Negotiations—Initial Environmental Assessment Report
(Jan. 2008), available at http://www.international.gc.ca/trade-agreements-accords
-commerciaux/agr-acc/andean-andin/ea-andean-andine.aspx?lang=en.

85 UNEDP, Reference Manual for the Integrated Assessment of Trade-Related Policies (UNEP 2001).
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sustainability impact assessments to human rights. This development, from
the perspective of securing increased law, justice, and development through
opportunity, inclusion, and equity, is a step in the right direction.

Public Participation Has Become Central, Although Successful
Engagement Is Inconsistent at Best

Most impact assessment mechanisms and practices rely on domestic public
inputs to direct the extensiveness of the study and to identify potential envi-
ronmental or social impacts of trade liberalization. Expert groups work with
the public and with civil society organizations but are expected to investigate
the validity of concerns raised through consultation feedback cycles. At a min-
imum, initial impact assessment reports are published or available on govern-
ment websites, and solicitation of comments occurs. Final drafts of impact
assessments seek to incorporate issues deemed material, often addressing con-
cerns that have arisen through public participation. Impact assessment proce-
dures such as the EU’s sustainability impact assessment procedure integrate
sustainable development concerns, taking potential social impacts into con-
sideration. These impact assessments depend on strong public participation
and often have a broad range of participation mechanisms instilled in their
methodologies. Numerous workshops and consultations, at both formal and
informal levels, are held at each phase of the assessment. Sustainability im-
pact assessments hold the potential to facilitate cross-boundary consultations
through a coordinated structure of transfrontier public discussions.®® As an
essential tool for signaling concerns related to equity and potential disparities
in the effects of a potential trade negotiation, public participation and engage-
ment procedures offer an excellent starting point. However, inconsistencies
remain, in part due to lack of support, in terms of capacity and resources. The
DG Trade is considering the formalization of such processes, as discussed in
the Draft Handbook for Sustainability Impact Assessment (SIA Handbook), and this
is one area in which further development of impact assessment instruments
holds the potential for equity and inclusion.*”

Regulatory Reviews, a Fundamental Aspect of
Environmental Impact Assessments, Seem Less
Applicable in Sustainability Impact Assessments

Chiefly in the case of the Canadian environmental assessments and the U.S. en-
vironmental reviews of trade negotiations, regulatory reviews are an integral
part of the assessment process. In contrast, the SIA Handbook has no provi-
sions mandating the analysis of regulations. Indeed, EU consultants rarely
give regulatory analysis a central role in the studies undertaken. Assessing the

86 Transboundary consultations, however, are not easy to organize. For example, the allocation
of responsibilities for facilitating these international discussions raises important questions
that could require clarification. In addition, discrepancies related to substantive and tempo-
ral issues that may exist in the scoping process need to be assuaged.

87  SIA Handbook, supra note 43.
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regulatory impact of trade liberalization is interesting to lawyers specifically
because of the need to harmonize international commitments with the na-
tional legal framework. Not surprisingly, the majority of studies undertaken
merely reiterate that trade positions requiring negative modifications to na-
tional environmental regulatory configurations are untenable. However, this
trend may be diminishing; due to increased public awareness concerning in-
vestment arbitration, recent U.S. environmental reviews have attempted to
rebuff the argument that investor-state arbitration processes could be used to
negatively influence U.S. environmental laws.*

Conclusions

Differing methodologies and applications of impact assessment tools and sev-
eral deficiencies inhibit the evolution of impact assessments of trade agree-
ments into a universally utilized instrument that integrates principles of sus-
tainable development, serving as a tool for opportunity, equity, and inclusion.

The focus of the current instruments—principally national —has a limit-
ing effect on their applicability.®” This defect is clearest in the case of Canada,
where global environmental impacts of trade negotiations enter analysis only
if they affect Canada. The national nature, even though endorsed by the WTO
Doha Ministerial Declaration, could lead to imbalances in scenarios in which
bilateral trade negotiations take place among trading partners with disparate
resources and stringency of regulation. This situation may be exacerbated if
parties to an existing regional trade agreement enter into a trade agreement
with a third country, which then assesses the impact in a necessarily narrow
way (for example, the case of the U.S.-Andean trade agreement).

One potential solution to the paucity of impact assessments with a global
perspective is embodied in the framework of the EU sustainability impact as-
sessment, which mandates a reciprocal impact assessment on trading part-
ners. Although some critics have argued that the overall effect of the sustain-
ability impact assessment is limited, there is growing evidence that the EU
Commission’s reports have legal value and can be referred to as administra-
tive practice. On several occasions, negotiation teams amended their positions
based on a sustainability impact assessment finding. Employing regional

88 The case in question was the environmental review assessing the Australia-U.S. Free Trade
Agreement. The USTR took the position that regulatory alterations were not intrinsically
detrimental to U.S. interests in the case of an “open economic environment and the shared
legal traditions and the confidence of investors in the fairness and integrity of their respective
legal systems.” For further discussion, see M. Kerr, Sustainable Development in the Australia-
US Free Trade Agreement, in Gehring & Cordonier Segger, supra note 13, at 499, 510.
See lengthy discussion in USTR, Final Environmental Review of the Dominican Republic—Central
America—United States Free Trade Agreement (USTR 2005); USTR, Final Environmental Review of
the United States—Morocco Free Trade Agreement (July 2004), available at http://www.ustr.gov
/assets/Trade_Agreements/Bilateral/Morocco_FTA/asset_upload_file569_5831.pdf.

89  Nicholas Low, Global Ethics and Environment (Routledge 1999).
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impact assessments to overcome a lack of parity among trading partners in-
volves methodological and structural innovation as well as increased informa-
tion exchange. However, attempts by NAFTA trading partners to initiate an
integrated assessment process at the regional level have not progressed be-
yond discussions about abstract methodology issues. In fact, the EU is the sole
region to produce a self-reflective environmental assessment. The multilateral
forum of the WTO provides another potential solution to the inadequacies of
national and bilateral impact assessments.

Moving beyond the narrow focus of common impact assessments of trade,
there is greater potential for applying strategic environmental assessments to
negotiations. When environmental impact assessments are applied to projects,
target-related indicators (performance based, specific timeline) limit the reach
of enhancement and mitigation recommendations. Conversely, strategic-level
assessments incorporate process-related indicators such as the soundness of
institutional planning, management processes, and mechanisms. Indeed, stra-
tegic environmental assessments have already been formulated and imple-
mented in most states for the analysis of land use plans or policies. Broadly
defined in Article 2.6 of the 2003 Protocol on Strategic Environmental Assess-
ment (the Kiev Protocol), strategic environmental assessments are

the evaluation of the likely environmental, including health, effects,
which comprises the determination of the scope of an environmental
report and its preparation, the carrying out of public participation
and consultations, and the taking into account of the environmental
report and the results of the public participation and consultations
in a plan or programme.”

Thus, the Kiev Protocol explicitly regulates the impact assessment of
plans and programs but is not binding at the policy level. This protocol is
an international treaty designed to mitigate the tension between internation-
ally delimited impact assessment procedures and state freedom to govern
the exploitation of the environment. Trade policy and negotiations are not
covered under the protocol, which mentions the importance of assessing the
environmental and developmental (particularly health) impact of plans and
programs. The Kiev Protocol limits the assessment of plans and programs to
the following areas: agriculture; forestry; fisheries; energy;” industry, includ-
ing mining; transport; regional development; waste management; water man-
agement; telecommunications; tourism; and town and country planning or
land use.

Other international cooperation has been based on the foundations laid
out in the Kiev Protocol. UNEP adopted a more inclusive approach to impact

90 The Kiev Protocol was entered into force on July 11, 2010. By June 2013, 25 countries had
ratified the protocol. It was negotiated in the context of the 1991 Espoo Convention (30 LL.M.
800). For more information, see UNECE Components of Strategic Assessment, available at
http://www.unece.org/env/eia/sea_protocol.html.

91 Jochen Lamp, The Baltic Sea Gas Pipeline: A Transnational Infrastructure Project as Touchstone for
International Environmental Standards, 58(4-5) Osteuropa 383-391 (2008).
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assessments, fabricating an expanded definition that considers “the economic,
environmental and social effects of trade measures, the linkages between these
effects, and aims to build upon this analysis by identifying ways in which the
negative consequences can be avoided or mitigated, and ways in which posi-
tive effects can be enhanced.”*?

UNEP avoided proposing a single methodology, suggesting instead that
countries carefully tailor their assessments to the specific sector of trade and
potential impacts at hand. After testing and refining integrated assessment
methods through various country studies,”” UNEP developed a considerable
amount of analytical data that can be used by developing countries and others
seeking to undertake specific studies, but it has not developed any rules.* The
scope of these studies has been national in character.

As this chapter has indicated, the inconsistencies and patchiness of the
current international impact assessment regime leave plenty of room for im-
provement to galvanize environmental protection and to graft sustainable de-
velopment issues firmly onto trade negotiation proceedings. In this sense, the
evolution of the sustainability impact assessment in the European Union can
serve as an example. Given that the current scale and scope of the described
assessments are restricted, a genuinely collective review mechanism is ad-
visable. Broader participation is possible and necessary. Multilateral —or at
least multilaterally coordinated —assessment could provide superior results
because the impact on all participating members would be explored simulta-
neously. Akin to the case of transnational projects, broader information and
participation can drive legal innovations as ameliorative results feed more
easily into the negotiation process.

An expanded commitment to equity, informed by the precautionary
principle, might be met procedurally by some form of impact assessment
adopted at the institutional level of the WTO.* The obligation to perform an
impact assessment can be called “precaution through process.”* Conducting
simultaneous assessments at the WTO level can help overcome resource and
regulatory imbalances. Perhaps the most egalitarian of the international fi-
nancial institutions, the WTO operates on a do ut des basis, precluding any

92  UNEP, Reference Manual for the Integrated Assessment of Trade-Related Policies (UNEP 2001),
available at http://www.unep.ch/etb/publications/intAssessment/refmaniaFinal.pdf.

93 UNEP Economics and Trade Programme, Country Projects on Trade Liberalisation and the En-
vironment and on the Design and Implementation of Economic Instruments, available at http://
www.unep.ch/etu/etp/acts/capbld/cp.htm.

94 See UNEP, Annual Report 68 (UNEP 2006).
95  See Gehring & Cordonier Segger, supra note 13, at 191, 192.

96  See M. Gehring, Nachhaltigkeit durch Verfahren im Welthandel (diss., U. Hamburg 2005). See
also C. Weeramantry’s separate opinion in New Zealand v. France; he saw the obligation to
perform an environmental impact assessment as ancillary to the precautionary principle, ICJ
Decision (Sep. 22, 1995), ICJ Request for an Examination of the Situation in Accordance with
Paragraph 63 of the Court’s Judgment of Dec. 20, 1974 in the Nuclear Tests (New Zealand v.
France) Case, IC] Reports (1995), 344.
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single country from swaying the outcome of negotiations. Even though a full
WTO review, comprising all the negotiations and impact assessments on the
148 member states, would probably be untenable, subsets of the membership
might be able to undertake such a task. However, the dearth of commitment
on devising a coherent methodological framework has obstructed fruitful
progress on this front. Arguably, the best place for coordinating assessment
efforts within the WTO is the Trade Policy Review Mechanism (TPRM). The
rationale for embedding multilateral impact assessments in the TPRM is tri-
partite: congruencies in the objectives and outcomes of the tools,”” adherence
to comparable principles, and feasibility within the established institutional
arrangement.”® Furthermore, discussion on such an innovation may not be
politically charged; information provided in a trade policy review is barred
from applicability in dispute settlements. An incipient WTO strategic impact
assessment body would be more likely to receive acclaim if it were molded
from existing institutional structures.”

There are myriad parallels between impact assessments and current trade
policy review mechanisms. Both instruments are designed to exchange and
obtain information but are not teleological toward results rendered.'® More-
over, both trade policy reviews and impact assessments adhere to analogous
principles: trade policy reviews scrutinize the degree to which WTO mem-
bers fulfill their WTO commitments; impact assessments analyze the extent to
which states ponder the multifarious implications of new areas of trade. Thus,
impact assessments could be considered part of the WTO pledge to support
sustainable development initiatives and policies of its members. Furthermore,
the transparency attribute of trade policy reviews is shared by impact assess-
ments, making impact assessments relevant in different stages of the trade
policy review process. One offshoot of such coherence would be to enable
members to include their latest national trade impact assessments in their
mandatory country reports. As the trade policy reviews are currently con-
figured, national impact assessments are considered extraneous: Switzerland
included sections on trade and the environment in its 2000 trade policy review
country report, but the WTO secretariat was unable to review those aspects.'”!

Another point of connection resulting in improved complementarity be-
tween nationally derived impact assessments and trade policy reviews could

97  Bernard M. Hoekman & Will Martin, Developing Countries and the WTO: A Pro-active Agenda
(Blackwell 2001).

98 Kym Anderson & Bernard M. Hoekman, The WTO’s Core Rules and Disciplines 2 (Edward
Elgar, 2006).

99 Tilman Santarius et al., Balancing Trade and Environment—An Ecological Reform of the WTO as
a Challenge in Sustainable Global Governance 46 (Wuppertal Paper No. 133, Wuppertal Inst. for
Climate, Env., Energy, Feb. 2004).

100 Id., at 45.

101 See Trade Policy Review Body, Joint Trade Policy Review Switzerland and Liechtenstein,
(Minutes of Meeting, Dec. 4 & 6, 2000, WTO-Dokument WT/TPR/M/77/Add.1 vol. 24,
Jan. 2001).
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be the augmented range of information gathering executed by the WTO sec-
retariat. The secretariat could extend its focus on other international financial
institutions to embrace environmental or developmental (including human
rights—an integral aspect of sustainable development) organizations. Finally,
the publication requirements of the TPRM are in line with common impact
assessment tools. Concerns arising from the impact assessment consultation
process could be brought to the table at the multilateral level to abet coordina-
tion. Participation in these debates should be extended to NGOs, similar to the
multifaceted consultation requirements of extant impact assessments.'*

At a fundamental level, a truly multilateral impact assessment regime
would have to ensure broad developing country participation to countervail
perceptions that the innovation is yet another way to move forward with dis-
guised protectionism. Some observers fear that impact assessments could be-
come a precondition for trade agreements'® or could consume the diminutive
resources of strained environmental ministries. Substantive inclusion of other
international stakeholders and transferring elements of the process to com-
petent international organizations such as UNEP and UNDP are alternatives
worthy of examination.'™

There are many lessons to be learned from national and regional assess-
ment measures in order to facilitate greater equity and inclusion within the
WTO. The framework encompassing current national impact assessments is
conducive to public participation, although useful enhancement and mitiga-
tion recommendations are limited by the national scope of the mechanism.
Moreover, integrated impact assessments are indicative of substantive ad-
vances but have uneven sway on the outcomes of national negotiation posi-
tions. This chapter has highlighted the need for participation and coordina-
tion efforts at the regional level for regional trade agreements, as well as the
potential for progress at the multilateral level for the WTO. Inherent difficul-
ties exist in efforts to innovate existing multilateral organizations and to open
up proceedings and decision making to heretofore excluded participants. At-
tempts by the WTO to replicate impact assessment strategies tested by other
international organizations (such as the World Bank) have led to critiques
from developing countries. Any innovation in institutional mandate and av-
enues of participation within the fledgling impact assessment regime need to
be broad based and conducted in a manner that facilitates ownership of the
process for developing countries. The long-term premises of sustainable de-
velopment, founded on both intragenerational and intergenerational equity,
necessitate a high threshold of consensus and proactive commitment.

102 OECD, Trading Up: Economic Perspectives on Development Issues in the Multilateral Trading Sys-
tem (OECD 2006).

103 USAID provided funding for the Jordanian side of the impact assessment process for the
U.S.-Jordan Free Trade Agreement.

104 Frank Biermann, A World Environment Organization: Solution or Threat for Effective Interna-
tional Environmental Governance? (Ashgate 2005).



The Treatment of Insolvency of Natural
Persons in South African Law

An Appeal for a Balanced
and Integrated Approach

ANDRE BORAINE AND MELANIE ROESTOFF

The increased availability of credit around the world and the recent global
financial crisis have emphasized the need for modern and effective regimes
for the insolvency of natural persons.! An effective and efficient personal in-
solvency regime, and hence its ability to assist in counteracting poverty, eco-
nomic exclusion, and inequality, can play an important role in the economic
development of a country, especially in South Africa.?

To better understand the availability and operation of personal insolvency
and debt relief measures in South Africa, one must have an understanding of
the socioeconomic conditions in South Africa and the levels of overindebted-
ness of natural person debtors in that society.?

South Africa can largely be classified as a developing economy, although
it contains elements of a highly developed economy and elements of an ex-
tremely underdeveloped economy. The differences between these two ex-
tremes are stark, and there are few bridges between these two landscapes.*

As of the latest national census, South Africa had 50 million inhabitants, of
whom around 25 percent were formally classified as unemployed and around

1 See Working Group on the Treatment of the Insolvency of Natural Persons, Report on the
Treatment of the Insolvency of Natural Persons 2 (Insolvency and Creditor/Debtor Regimes
Task Force, World Bank 2012), available at http://www-wds.worldbank.org/external/default
/WDSContentServer/WDSP/IB/2013/05/02/000333037_20130502131241/Rendered/PDF/771
700WPOWB0In00Box377289B0O0PUBLICO.pdf.

2 See Michael R. Rochelle, Lowering the Penalties for Failure: Using the Insolvency Law as a Tool
for Spurring Economic Growth; The American Experience, and Possible Uses for South Africa, 2 J.
South African L. 315 (1996). With regard to financial inclusion in South Africa, see World
Bank, South Africa Economic Update: Focus on Financial Inclusion (May 2013). As indicated in
this report (at v), this topic is especially important for South Africa because it could help
reduce poverty and inequality and stimulate job creation.

3 See Hermie Coetzee & Melanie Roestoff, Consumer Debt Relief in South Africa: Should the Insol-
vency System Provide for NINA Debtors? Lessons from New Zealand (forthcoming).

4 For a general discussion of the socioeconomic context and social policy needs in South Af-
rica, see Marius P. Olivier, Nicola Smit, & Evance R. Kalula, Social Security: A Legal Analysis
(LexisNexis Butterworths 2003).
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23 percent lived below the national poverty line.> Although white South Afri-
cans are generally perceived to be rich and black South Africans are generally
perceived to be poor, the “new” society that has taken shape since the advent
of the current democratic order in 1994 is not so clear-cut. To be sure, the
former apartheid laws did exclude the majority of South Africans from many
opportunities in the economy, including the credit markets. Despite this—
and despite the fact that great inequalities still exist—the financial position of
many black South Africans has improved over the past 20 years.® Although the
average white-headed household still earns more than 5.5 times the income of
the average black-headed household, there has been a significant rise in the
number of black-headed households that can be described as middle-class.”
Overindebtedness can affect—and is affecting—all communities.

Of the estimated 50 million South Africans, nearly 16 million (almost a
third) receive government social grants, such as children’s grants, disability
grants, or old-age grants.® However, the number of South Africans liable for
personal income tax is significantly less than this figure.’

When it comes to granting credit, there was a major increase in the mi-
croloan market during the 1990s, when South Africa embraced a democratic
constitution. This also gave rise to a significant problem of overindebtedness,
especially among black South Africans.” Since June 2007, there has been an
ongoing deterioration in the number of consumers in “good standing.” At the
end of December 2012, credit bureaus had recorded 19.97 million active credit
consumers, of whom 9.34 million had impaired credit records. Thus, only

5  World Bank, Poverty Headcount Ratio at National Poverty Line (% of Population), available at
http://search.worldbank.org/data?qterm=national+poverty+rate&language=EN&format
(accessed Apr. 10, 2013); See Quarterly Labour Force Survey (Statistical Release P0211, Statis-
tics South Africa, July 31, 2012), available at http://www.statssa.gov.za/publications/P0211
/P02114thQuarter2012.pdf (accessed Apr. 10, 2013).

6  The income-expenditure survey conducted by Statistics South Africa indicates that the an-
nual household income of white-headed South African households increased by 0.4 per-
cent between 2005-2006 and 2010-2011, while the corresponding figure for other population
groups ranged between 28 and 37 percent. See Income and Expenditure of Households (Statisti-
cal Release P0100, Statistics South Africa, 2012).

7 Murray Leibbrandt et al., Trends in South African Income Distribution and Poverty since the Fall
of Apartheid (Social, Employment and Migration Working Paper No. 101, Organisation for
Economic Co-operation and Development, May 28, 2010).

8 See Pravin Gordhan, 2012 Budget Speech (Feb. 22, 2012), available at http://www.treasury.gov
.za/documents/national %20budget/2012/speech/speech.pdf. (accessed Apr. 10, 2013).

9  Oupa Magashula, Address by the Commissioner of SARS to the Standing Committee on Finance
on the 2011 Tax Statistics (May 23, 2012), available at http://www.sars.gov.za/home
.asp?pid=63144 (accessed Apr. 12, 2013). The South African Revenue Services (SARS) report-
ed a growth in the individual tax register from 1.7 million in 1994 to 6 million in 2010. A fur-
ther growth to more than 12 million was reported in 2011 following a policy change to regis-
ter all individuals in formal employment. However, this figure does not reflect the number of
individuals actually liable for income tax because all salary earners, irrespective of whether
they are liable, must now be registered with SARS. See Coetzee & Roestoff, supra note 3.

10  André Boraine, Some Thoughts on the Reform of Administration Orders and Related Issues, 36 De
Jure 217, 230 (2003).
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http://www.treasury.gov.za/documents/national%20budget/2012/speech/speech.pdf
http://www.sars.gov.za/home.asp?pid=63144
http://www.sars.gov.za/home.asp?pid=63144
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53.2 percent of active credit consumers were in good standing."! Many of these
overstretched or debt-stressed, if not insolvent, consumers will be subject to
some kind of debt collection procedure.

Certain individual debt collection procedures, including wage garnishee
orders, have become notorious due to abuses in the South African system.
Garnishee orders have even been blamed for labor unrest, because these or-
ders are not limited to a prescribed percentage of the debtor’s income, giv-
ing rise to a zero paycheck situation for some debtors.”> Debtors subject to
garnishee orders are technically insolvent but are usually not able to file for
sequestration with the view of ultimately obtaining a statutory discharge
following rehabilitation because they do not meet the requirements set by
the Insolvency Act 24 of 1936.

The Insolvency Act provides for sequestration, which entails a liquidation
of assets; other statutes provide for debt-restructuring procedures, namely,
the Magistrates” Courts Act 32 of 1944 (MCA) and the National Credit Act 34
of 2005 (NCA).” In addition, voluntary debt restructuring is possible for some
debtors.

This chapter discusses and evaluates the statutory and nonstatutory pro-
cedures pertaining to the insolvency of natural persons, the regulation of in-
solvency practitioners, and the insolvency reform initiatives on the table in
South Africa. The chapter demonstrates that the current South African system
does not follow a balanced approach and it does not provide adequate debt
relief to all insolvent or debt-stressed individuals. There is no principled view
or approach regarding the treatment of the insolvency of natural persons in
South African law. This chapter is therefore an appeal to South African law-
makers to address this weakness; in this regard, it proposes suggestions for
insolvency law reform.

11 National Credit Regulator, Credit Bureau Monitor Fourth Quarter (Dec. 2012), available at
http://www.ncr.org.za/publications/CBM%20Dec%202012.pdf (accessed Apr. 10, 2013).

12 “In incidents, entire pay checks have been absorbed for the repayment of debt through
garnishee orders, while in other cases miners have been forced to repay in excess of ten
times their outstanding debt.” See Malcolm Rees, Mines to Investigate Garnishes, Moneyweb
(Apr. 3, 2013), available at http://www.moneyweb.co.za/moneyweb-economic-trends/mines
-to investigate-garnishees. For proposals to improve the position, see Working Document on
Magistrates’ Courts Amendment Bill (Feb. 21, 2013), available at http://www.northernlaw
.co.za/Documents/magistrate_court/Working%20document%20Magistrates’%20Courts %20
Amendment%20Bill%2021Feb13.pdf.

13 For a detailed discussion of the South African statutory measures, see Melanie Roestoff &
Hermie Coetzee, Consumer Debt Relief in South Africa: Lessons from America and England; and
Suggestions for the Way Forward, 24 South African Mercantile L.J. 53 (2012); Lienne Steyn,
Statutory Regulation of Forced Sale of the Home in South Africa 349 (L.L.D. thesis, U. of Pretoria,
2012); André Boraine, Corlia van Heerden, & Melanie Roestoff, A Comparison between Formal
Debt Administration and Debt Review: The Pros and Cons of These Measures and Suggestions for
Law Reform, part 1, 45(1) De Jure 80 (2012), part 2, 45(2) De Jure 254 (2012).
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Sequestration under the Insolvency Act

The insolvency of natural persons is primarily regulated by the Insolvency
Act," which provides that a sequestration order can be obtained upon appli-
cation to the South African High Court® by a creditor for compulsory seques-
tration of the debtor’s estate'® or upon application for voluntary surrender of
his or her estate by the debtor.”” After a sequestration order is granted, the
debtor is formally referred to as an “insolvent.”

The granting of a sequestration order is based on a number of statutory
requirements, but the “advantage for creditors” requirement is the decisive
factor regarding whose estate will be sequestrated and whose will not.”® One
of the most important questions used to determine compliance with this re-
quirement is if the creditors will receive a pecuniary benefit."” In practice, this
relates to the question of whether unsecured concurrent creditors will receive
at least a dividend based on the pari passu principle. The size of the dividend
is not prescribed in the Insolvency Act, but some courts require an indication
in the case of voluntary surrender that the dividend will be at least 20 cents
to the rand.*® The court will consider other factors within the realm of the
advantage principle, such as whether the trustee will be able to unearth other
assets, and also alternative repayment measures, such as an administration
order under the MCA or debt review under the NCA.*! The court hearing the
matter has discretion to grant the sequestration order.?? The requirement of
the advantage of creditors plays a significant role in the exercise of this dis-

14  See, in general, Jennifer M. Kunst et al., Meskin: Insolvency Law, chs. 2-3 (LexisNexis 2012),
Eberhard Bertelsmann et al., Mars: The Law of Insolvency in South Africa, chs. 3-5 (Juta 2008).

15 The sequestration procedure is therefore expensive. See Melanie Roestoff & Stéfan Renke,
Debt Relief for Consumers: Insolvency and Consumer Protection Legislation pt. 2, 27 Obiter 98, 99
(2006).

16  Insolvency Act of 1936, secs. 8-12 (hereinafter Insolvency Act).
17 Id., at secs. 3-7.
18 Id., atsecs. 6, 10, 12.

19 See Meskin & Co. v. Friedman (1948) 2 SA (W) 555, 559; Lynn & Main Inc. v. Naidoo (2006) 1 SA
(N) 59, 68; Ex parte Bouwer & Similar Applications (2009) 6 SA (GNP) 382, 386.

20 In the past, the South African courts have set the minimum dividend at 10 cents on the rand
for each concurrent creditor (Nieuwenhuizen & Another v. Nedcor Bank Ltd. [2001] 2 All SA
364 (O) 367); Ex parte Kelly [2008] 4 SA 615 (T) 617). In recent times, however, a dividend of
20 cents on the rand is generally regarded as the minimum benefit that has to be established
before a sequestration application will be granted (Ex parte Ogunlaja & Others [2011] JOL
27029 (GNP) para. 9).

21 See C. H. Smith, The Recurrent Motive of the Insolvency Act: Advantage of Creditors 7 Modern
Bus. L. 27 (1985). See also Jhatam v. Jhatam (1958) 4 SA 36 (N); Behrman v. Sideris (1950) 2 SA
366 (T); London Estates (Pty) Ltd. v. Nair (1957) 3 SA 591 (D); Ex parte Ford & Two Similar Cases
(2009) 3 SA 376 (C). See, further, C. Van Heerden & A. Boraine, The Interaction between the Debt
Relief Measures in the National Credit Act 34 of 2005 and Aspects of Insolvency Law, 12 Potchef-
stroom Electronic L.J. 22 (2009).

22 Julie Whyte Dresses (Pty) Ltd. v. Whitehead (1970) 3 SA 218 (D) 219.
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cretion, and the court will not grant an order if it deems the application to be
an abuse of the sequestration process.”

After sequestration, an insolvent debtor may be rehabilitated, which in
principle gives the debtor a discharge of presequestration debt.?* Sequestration
coupled with rehabilitation under the Insolvency Act is the only formal statu-
tory procedure that provides for a discharge of debt of overburdened debtors.
In some instances, unsecured creditors either will receive no payment or will
receive only a trifling dividend in lieu of the original debt. Still, as a rule, the
debtor will enjoy the advantage of the discharge that follows rehabilitation.
The advantage to creditors is decisive in this regard. If the court cannot be con-
vinced of such advantage, the estate will not be sequestrated and the debtor
will not receive the statutory discharge. This situation causes a differentiation
between debtors whose estates can be sequestrated and those who are overbur-
dened but who cannot obtain a sequestration order due to the absence of an ad-
vantage to creditors. Such differentiation may be irrational in some instances.”

This situation is illustrated by Van Rooyen v. Van Rooyen (Automutual In-
vestments (EC) (Pty) Ltd., Intervening Creditor).” In this instance, two former
members of a close corporation, S and V, bound themselves as sureties for the
due performance of certain contractual payments in favor of a creditor of the
close corporation. The estate of S was subsequently sequestrated, but no divi-
dend was paid out to the creditors. In view of the sequestration of S’s estate,
V became liable for the total remaining debt of the close corporation. Because

23 See Craggs v. Dedekind; Baartman v. Baartman & Another; Van Aardt v. Borrett (1996) 1 SA (C)
935, 937; Ex parte Steenkamp & Related Cases (1996) 3 SA (C) 822, 825; Van Eck v. Kirkwood (1997)
1 SA (SE) 289, 290; Van Rooyen v. Van Rooyen (Automutual Investements (EC) (Pty) Ltd., Interven-
ing Creditor) (2000) 2 All SA (SE) 485, 490; Beinash & Co. v. Nathan (1998) 3 SA (W) 540, 542;
Lemley v. Lemley (2009) JDR 0445 (SE) 4. Because sequestration can eventually afford a debtor
a discharge of his or her debts, the process of compulsory sequestration has in the past been
used—or, according to some, abused —by debtors in the form of an application for a so-
called friendly sequestration to obtain debt relief. See Roger G. Evans, Friendly Sequestrations,
the Abuse of the Process of Court, and Possible Solutions for Overburdened Debtors, 13 South Afri-
can Mercantile L.J. 485 (2001). See also Esterhuizen v. Swanepoel & Sixteen Other Cases (2004) 4
SA (W) 89, 92. This phenomenon developed because proving advantage in a compulsory se-
questration application is less onerous than proving advantage in a voluntary sequestration
application. Unlike voluntary surrender, which requires positive proof of advantage for cred-
itors, compulsory sequestration requires only a “reasonable prospect” that it will be to the
advantage of creditors—compare the wording of the Insolvency Act, secs. 10(c) and 12(1)(c).
Furthermore, no formal requirements are prescribed with regard to compulsory sequestra-
tion; Catherine Smith, Friendly and Not So Friendly Sequestrations, 3 Modern Bus. L. 58, 59
(1981). However, regarding applications for voluntary surrender, the South African courts
have tightened their approach to thwart abuse of the process. See, for example, Ex parte
Bouwer & Similar Applications, supra note 19, at 386, and, further, Bertelsmann et al., supra
note 14, at 63.

24 See Insolvency Act, sec. 129.

25  See André Boraine & Roger Evans, The Law of Insolvency and the Bill of Rights, in The Bill of
Rights Compendium para. 4A8 (LexisNexis 2009 update); Lee Steyn, Human Rights Issues in
South African Law, 13 Intl. Insolvency Rev. 1, 11 (2004).

26 See Van Rooyen v. Van Rooyen, supra note 23. See also Boraine & Evans, supra note 25, at para
4AS8; Evans, supra note 23, at 503.
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V could not repay this debt, her mother brought an application for compul-
sory sequestration of her estate, but the application was denied due to the fact
that the court did not accept that there would be an advantage for creditors.
Because her debt amounted to more than R 50,000, she could not apply for ad-
ministration under Section 74 of the MCA. Debt review under the NCA, which
was not an option at the stage when the Van Rooyen case was decided, would
offer relief only if the debt qualified as a credit agreement as provided for by
this act. As is discussed below, the alternative procedures of administration
and debt review do not provide discharge for overburdened debtors. More-
over, South African insolvency legislation does not provide for a procedure for
dealing with assetless estates or no-income-no-asset (NINA) debtors.”

Rehabilitation and Discharge of Debt under the Insolvency Act

The only statutory discharge offered to natural person debtors in South Af-
rican law is provided for by Section 129 of the Insolvency Act. Sequestration
followed by rehabilitation of the insolvent affords the debtor a discharge of all
presequestration debts.?

An insolvent will automatically be rehabilitated after 10 years from the
date of sequestration. However, any interested party is entitled to apply to the
court within that 10-year period to prevent automatic rehabilitation.?” An in-
solvent may also be rehabilitated by means of a court order.** The Insolvency
Act provides various conditions and different time limits before the debtor
may apply for rehabilitation, but he or she usually has to wait four years from
the commencement date of sequestration.*

An insolvent may apply for rehabilitation to the same court that granted
the sequestration order.” The application must be supported by an affidavit
in which the insolvent declares that he or she has made a complete surrender
of his or her estate and has not granted or promised any person any benefit
or entered into any secret agreement with the intent to induce the trustee
or any creditor not to oppose the application. The affidavit must contain in-
formation relating to the dividend paid out to the creditors and the current
income, expenditures, and assets of the insolvent.* Anyone with an inter-
est in the estate may object to the insolvent’s rehabilitation.* The insolvent

27  See Roestoff & Coetzee, supra note 13; Coetzee & Roestoff, supra note 3.
28 Insolvency Act, sec. 129(1)(b).

29 Id., at sec. 127A.

30 Id., atsec. 124.

31  See the proviso to the Insolvency Act, sec. 124(2).

32 See, with regard to formal defects in aplications for rehabilitation, Ex parte Mason (1981) 4 SA
648 (D); Ex parte Anderson (1995) 1 SA 40 (SE); Ex parte Minnie et Uxor (1996) 3 SA 97 (SE); Ex
parte Elliot (1997) 4 SA 292 (W); Ex parte Van Zyl (1997) 2 SA 438 (EC).

33 Insolvency Act, sec. 126.
34 Id., atsec. 127(1).
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must furnish security with the registrar of the high court in the value of at
least R 500 for any costs incurred due to the opposition of the application for
rehabilitation.® The insolvent must usually also give notice to the master of
the high court and/or his or her trustee, as well as in the Government Gazette,
depending on the specific statutory ground he or she relies on, prior to bring-
ing the application.* The statutory grounds for rehabilitation by court order
are as follows:

35
36
37
38
39

40
41

The insolvent may apply for rehabilitation after 12 months have elapsed
since the date of confirmation of the first trustee’s account. The insolvent
must publish a notice of the intended application in the Government Ga-
zette at least six weeks prior to the application.*”

When the insolvent had been sequestrated previously, he or she may
apply for rehabilitation three years after date of confirmation of the
trustee’s first account. Also, six weeks prior, notice must be given to the
master and creditors with the publication of a notice to that effect in the
Government Gazette.%

When the insolvent has been convicted of any fraudulent act in relation
to his or her existing or previous insolvency, or any other offense under
Sections 132, 133, and 134 of the Insolvency Act, the insolvent may apply
for rehabilitation after five years have elapsed from the date of conviction.
Six weeks’ prior notice must be given.¥

When no claims were proved by any creditor, the insolvent has not been
convicted of an offense mentioned in Section 124(2)(c), and this is the first
time that his or her estate has been sequestrated, the insolvent may apply
for rehabilitation six months after the application for his or her sequestra-
tion. Six weeks’ prior notice must be given.*

When a composition is agreed to as indicated in Section 119(7) of the In-
solvency Act, and where the master of the high court certifies that at least
50 cents on the rand was paid in respect to all claims proved against the
estate, or when security was given for such payment, the insolvent may
apply for rehabilitation. The insolvent must give three weeks’ notice of the
application in the Government Gazette, and a copy of the notice must also
be handed to the trustee.*

Id., at sec. 125.
Id., at sec. 124.
Id., at sec. 124(2)(a).
Id., at sec. 124(2)(b).

Id., at sec. 124(2)(c). In none of the cases mentioned in sec. 124(2) will the court order rehabili-
tation within four years after sequestration without the master’s recommendation—proviso
to sec. 124(2). See also Ex parte Porrit (1991) 3 SA 866 (N); Ex parte Anderson (1995) 1 SA 40 (SE);
Greub v. The Master (1999) 1 SA 746 (C).

Insolvency Act, sec. 124(3).
Id., at sec. 124(1).
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e When all claims have been paid in full together with interest, the insolvent
may, at any time after confirmation of the distribution account, apply for
rehabilitation. Three weeks’ prior notice must be given to the master and
the trustee.”

The court hearing the application may refuse, postpone, or grant the re-
quested order for rehabilitation and may also impose conditions for rehabili-
tation.” Before granting the order, the court must be convinced that the statu-
tory requirements referred to above have been met and that the rehabilitation
of the debtor is indeed desirable. It is thus accepted in South African law that
an insolvent does not have a right to rehabilitation but that rehabilitation is
a discretionary matter in the hands of the courts.* Such discretion must be
exercised judicially and not arbitrarily.* It is normally expected that both the
trustee and the master will provide a report as to the desirability of rehabili-
tation in a particular instance. Apart from the facts stated in the application
of the insolvent, the court will also consider these reports and objections to
rehabilitation raised by creditors, if any.* When exercising its discretion, the
court will consider the desirability of rehabilitation in the sense of whether
the insolvent deserves to be rehabilitated. In this regard, the question is if the
insolvent is a person who ought to be allowed to trade with the public on the
same basis as any other honest person.*’

Subject to any conditions imposed by the court, rehabilitation ends se-
questration; discharges all the insolvent’s presequestration debts, except those
arising out of any fraud on his or her part; and relieves the insolvent of every
disability resulting from sequestration.*® A claim for maintenance (alimony) is
an ongoing obligation, and even a rehabilitated insolvent will remain obliged
to pay maintenance out of future income. The court hearing the matter may
also impose conditions for rehabilitation, including an order that certain debts
will not be discharged upon rehabilitation.*

42 Id., at sec. 124(5).

43 Id., at sec. 127(2) and (3). See, further, Kruger v. The Master (1982) 1 SA 754 (W); Ex parte Le
Roux (1996) 2 SA 419 (C); Ex parte Theron; Ex parte Smit; Ex parte Webster (1999) 4 SA 136 (O);
Ex parte Fourie (2008) 4 All SA 340 (D).

44  Ex parte Hittersay (1974) 4 SA 326 (SWA).

45  Ex parte Phillips (1938) CPD 381.

46  Ex parte Goshalia (1957) 2 SA 182 (N); Ex parte Isaacs (1962) 4 SA 767 (W).

47  Ex parte Heydenreich (1917) TPD 657, 658; Greub v. The Master (1999) 1 SA 746 (C).
48 Insolvency Act, sec. 129(1).

49  Id., at sec. 129, read with sec. 127(3) and (4).
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Alternative Statutory Procedures

South African law provides two statutory debt-restructuring models for natu-
ral person debtors: administration order under the MCA® and debt review
under the NCA.>!

Administration Orders under the MCA

Natural person debtors who are unable to pay the amount of any judgment
against them or to meet their financial obligations and who do not have suf-
ficient assets capable of attachment to satisfy such judgment or obligations
may apply to a magistrate’s court for an administration order that would, if
successful, compel the creditors to accept a rearrangement or restructuring of
the debt.

Although this procedure does provide debt relief for natural person debt-
ors, its application is limited in that it applies only when the debts amount
to not more than R 50,000. The procedure offers no discharge,* and debtors
may thus remain under debt almost indefinitely. Debts that are claimable only
in the future, that s, after the granting of a particular administration order, are
not included in the order.”

In terms of an administration order, a court will assist the debtor by ap-
pointing an administrator to take control of the debtor’s financial affairs and
to manage the payment of debts due to creditors.”® In terms of the order, the
debtor has an obligation to make monthly or weekly payments to the adminis-
trator. The administrator, after deducting necessary expenses and a specified
remuneration determined by a prescribed tariff, must in turn make a regular
distribution out of such payments to all proven creditors.”” The procedure has
an element of a collective judicial procedure and is therefore sometimes de-
scribed as a modified form of insolvency proceedings.™

50 Administration orders are regulated by the Magistrates” Courts Act (MCA), sec. 74. See, in
general, L. T. C. Harms et al., Civil Procedure in the Magistrates” Courts paras. 37.1-37.10 (But-
terworths 1997); Torquil J. M. Paterson, Eckards’ Principles of Civil Procedure in the Magistrates’
Courts 218 (Juta 2005).

51  See National Credit Act (NCA), sec. 86. See, also, in general, C. Van Heerden, Over-indebted-
ness and Reckless Credit (ch. 11) & A Practical Discussion of the Debt Counselling Process (ch. 14),
in Guide to the National Credit Act (J. W. Scholtz ed., LexisNexis 2008); J. M. Otto & R.-L. Otto,
The National Credit Act Explained 64 (LexisNexis 2013).

52 MCA, sec. 74(1).
53  Government Notice R1411, in Government Gazette 19435 (Oct. 30, 1998).
54  See MCA, sec. 74U.

55  Cape Town Municipality v. Dunne (1964) 1 SA (C) 741, 744. See, further, Carletonville Huishoude-
like Voorsieners (Edms) Bpk v. Van Vuuren en ‘n Ander (1962) 2 SA (T) 296, and M. A. Greig,
Administration Orders as Shark Nets, 117 S.A.L.J. 622, 624 (2000), for a discussion of in futuro
debts as well as criticism of the exclusion thereof.

56 MCA, sec. 74E.
57 Id., at sec. 741-].
58 H.]. Erasmus & D. E. Van Loggerenberg, Jones and Buckle: The Civil Practice of the Magistrates’
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A restructuring sanctioned by court order thus basically entails a repay-
ment plan that will provide for an extension of the repayment period. It is
implicit in the procedure that the debtor must have a regular income, because
he or she must make weekly or monthly payments to the administrator to
be distributed among the creditors. The amount that the debtor must pay to
the administrator is based on an approximation of the difference between the
debtor’s future income and the sum of a reasonable amount required for the
maintenance of the debtor and his or her dependents, periodic payments to be
made under credit agreements per the NCA, payments to be made under an
existing maintenance order, periodic payments to be made under a mortgage
bond, and certain other future debts.”® Secured debt, insofar as it qualifies as
in futuro debt, is thus excluded from an administration order, and an order
for the rescheduling of such debt is therefore not possible. However, the court
will usually and may at its discretion, when calculating the amount to be paid
to the administrator in terms of the order, make provision for the periodic
payment that a debtor is obliged to make under a credit agreement under the
NCA as well as for the periodic payments under a mortgage bond.*

Administration under Section 74 of the MCA first and foremost provides
for a debt-restructuring plan in the form of a repayment plan However, Sec-
tion 74C(1)(b) and Section 74K allow in principle for property to be realized
(by selling) by the administrator if a court authorizes such sale. However, this
provision is seldom used in practice. Furthermore, if the property to be sold is
subject to a credit agreement under the NCA, the written consent of the credit
provider must first be obtained.®

Administration has become subject to severe criticism due to, among
other reasons, the following: ©

® Various abuses are manifest in the system.

e There are many practical difficulties, especially the lack of capacity of
some courts to deal with all the applications.

e There is no proper regulation of administrators.
¢ No maximum time period for repayment or discharge is provided for.

* Because no discharge or maximum period for repayment is provided for,
the added administration costs and interest cause the amount of debt to
escalate to such an extent that many debtors never get out of debt.

Courts in South Africa 305 (Juta 1996); Weiner NO v. Broekhuysen (2003) 4 SA 301 (SCA) 305. See,
further, for a diverging opinion, C. P. Joubert, Artikel 74: Magistraatshowewet 32 van 1944 Soos
Gewysig, 19 Tydskrif vir Hedendaagse Romeins-Hollandse Reg 135, 138 (1956).

59  MCA, sec. 74C(2).

60 Id.

61 NCA, sec. 74C(1)(b)(i).

62  See Boraine, supra note 10, at 230.
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* Because the procedure is limited to those instances in which the debt is
not more than R 50,000, many debtors are excluded from this procedure.

e It is not clear to what extent this procedure and debt review under the
NCA should or could coexist.®

Debt Review under the NCA

Section 86 of the NCA covers debt review.* The NCA regulates various as-
pects relating to “credit agreements.” Not all types of debt are regulated by
this act.®® The purpose of NCA Section 3(g) is to address and prevent over-
indebtedness of consumer debtors and to provide mechanisms for resolving
overindebtedness based on the principle of satisfaction by the consumer of
all responsible financial obligations. The cornerstone of debt relief under the
NCA is thus full satisfaction, and not to provide a discharge of any kind.®

In order to assist overindebted consumers, the NCA created the office of
debt counselors, persons designated to offer and conduct the services of debt
counseling and debt review that may lead to the restructuring of credit agree-
ments regulated by the NCA.%

The process of debt review commences with a consumer applying to a debt
counselor to be declared overindebted and to be placed under debt review.*
During the initial debt review process, the debt counselor is obliged to re-
view the debtor’s credit agreements in order to determine whether the debtor
is overindebted and whether reckless credit was extended.” A consumer is
overindebted if the preponderance of available information at the time of the
determination indicates that the consumer is or will be unable to satisfy in a
timely manner all the obligations under all the credit agreements to which
he or she is party. This is determined with regard to the person’s financial
means, prospects, and obligations and probable propensity to satisfy all the
obligations of all his or her credit agreements in a timely manner.” The NCA

63  See Boraine, van Heerden, & Roestoff, supra note 13, at 267.

64 NCA, sec. 86, should be read with the National Credit Regulations, reg. 24. For a detailed
discussion of the debt review process, see M. Roestoff et al., The Debt Counselling Process: Clos-
ing the Loopholes in the National Credit Act 34 of 2005, 23 Potchefstroom Electronic L.J. 247, 255
(2009).

65 The NCA applies only to “credit agreements” as defined in sec. 8. These are a credit facility,
a credit transaction, a credit guarantee, or a combination thereof. Usually, two elements can
be identified in credit agreements, namely, a deferral of payment and a charge, interest, or
fee. See sec. 1 for the definitions of the different credit agreements; Otto & Otto, supra note 51,
at 20.

66  See, further, NCA, sec. 3(i); Collett v. FirstRand Bank Ltd. (2011) 4 SA 508 (SCA), at 514.
67 NCA, secs. 86-87.

68 Id., at sec. 86(1), read with the National Credit Regulations, reg. 24(1). Debt review may also
be initiated by any court hearing any matter in which a credit agreement is being considered
and it is alleged that the debtor is overindebted; NCA, sec. 85.

69 NCA, sec. 86(6).
70 Id., read with NCA, sec. 79.
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furthermore prescribes certain penalties for the credit provider in the case of
reckless credit granting under Sections 83 and 84.

An assessment by a debt counselor regarding the overindebtedness of a
consumer will determine the way forward. In this regard, NCA Section 86(7)
provides that if, as a result of an assessment conducted under Section 86(6),
a debt counselor reasonably concludes that a consumer is not overindebted,
the debt counselor must reject the application, even if he or she has concluded
that a particular credit agreement was reckless at the time it was entered into.”
However, if the debt counselor concludes that the consumer is not overin-
debted but is nevertheless experiencing, or likely to experience, difficulty
satisfying all the consumer’s obligations under credit agreements in a time-
ly manner, the debt counselor may recommend that the consumer and the
respective credit providers voluntarily consider and agree on a plan of debt
re-arrangement. If such a plan is accepted by (all) the credit provider(s), the
debt counselor may obtain a consent order from a magistrate’s court under
Section 86(8)(a) to effect the restructuring as provided for by the NCA in
Section 86(7)(c)(ii). Should the debt counselor conclude that the consumer is
indeed overindebted, the debt counselor may issue a proposal recommend-
ing that the magistrate’s court make either or both of the following orders as
provided for in the subsections of Section 86(7)(c) of the NCA:

e That one or more of the consumer’s credit agreements be declared to be
reckless credit, if the debt counselor has concluded that those agreements
appear to be reckless

e That one or more of the consumer’s obligations be rearranged by:

e Extending the period of the agreement and reducing the amount of
each payment due accordingly

e Postponing during a specified period the dates on which payments
are due under the agreement

e Extending the period of the agreement and postponing during a speci-
fied period the dates on which payments are due under the agreement

® Recalculating the consumer’s obligations because of contraventions of
NCA Part A” or B” of Chapter 5 or Part A7 of Chapter 6

When a debt rearrangement is ordered, the effect is usually that the
amount of the installment is reduced and the payment term is extended. In
practice, the debt counselor does not receive and distribute payments on be-

71 In such an instance, the debtor may, with the approval of the magistrate’s court, apply
directly to the court for an order covered by NCA, sec. 86(7)(c).

72 Dealing with unlawful agreements and provisions.
73  Dealing with disclosure, form, and effect of credit agreements.

74  Dealing with collection and repayment practices.
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half of the debtor; this function is assigned to independent payment distribu-
tion agents.”

Although the court has limited restructuring powers, it is empowered to
force, or “cram down,” a rescheduling of debt upon creditors. The court is also
empowered to order such rescheduling with regard to secured debt, which
includes, inter alia, obligations with regard to home mortgages. Compared to
foreign systems, such as Chapter 13 repayment plans in the U.S. Bankruptcy
Code, this is revolutionary.

No provision is made in the NCA for a debt counselor to realize a debtor’s
assets or to make such a recommendation to a court. In practice and in view
of the determination of overindebtedness under Section 79,7 assets available
for realization may be taken into consideration for the purposes of debt re-
structuring. In Standard Bank of South Africa Ltd. v. Panayiotts, it was held that
“financial means” under Section 79 also include assets and liabilities and that
“prospects” under Section 79 include prospects of improving the consumer’s
financial position, such as increases in and liquidation of assets.”” In the case
of credit agreements that involve goods as the subject matter of the agree-
ment, the consumer’s financial means and prospects must therefore include
the prospect of selling the goods in order to reduce the consumer’s indebted-
ness.”® It therefore appears that South African courts are not willing to allow
consumers to include a credit agreement in the eventual rearrangement order
or to retain the subject matter of the agreement if they believe that such goods
are luxurious and unnecessary for the maintenance of the consumer and his
or her dependents.”

Debt review followed by debt restructuring under the NCA is in high de-
mand among South African natural person debtors due to economic woes and
because the majority of their debts amount to credit agreements as regulated
by the NCA. However, the process is not without difficulties. Following are
the most significant:*

® Debt restructuring under the NCA does not offer a discharge. The NCA
envisages full repayment of the debt, and no time limit is prescribed re-
garding the rescheduling of the debt repayment period.

75  See, with regard to payment distribution agents, E. Van Zyl, Registration and the Consequences
of Non-registration, in Guide to the National Credit Act para. 525 (J. W. Scholtz ed., LexisNexis
2008).

76  Sec. 79(1)(a) provides that the debt counselor must take into consideration the debtor’s “fi-
nancial means, prospects and obligations.”

77 Standard Bank of South Africa Ltd. v. Panayiotts (2009) 3 SA 363 (W) para. 47.
78 Id., para.77.
79  See Boraine, van Heerden, & Roestoff, supra note 13, at 94.

80  SeeRoestoff & Coetzee, supranote 13, at 68-70; Boraine, van Heerden, & Roestoff, supranote 13,
at 93-103.
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A particular credit agreement that has already commenced will be ex-
cluded from the debt review application.® In this regard, the Supreme
Court of Appeal held that the provisions of Section 86(2) would bar the
consumer from including that specific agreement in the debt review pro-
cedure as soon as a Section 129(1)(a) notice has been delivered in respect
to that specific agreement.®

The fact that the procedure does not provide for a discharge causes debt-
ors to remain in debt almost indefinitely and causes an escalation in the
amount of the debt, due to the cost and interest factor.

As in the case of administration orders under the MCA, there seems to
be a lack of capacity in some magistrates’ courts to deal with the many
applications, and this causes delays in the matters being heard within a
reasonable time.

The NCA does not specifically prescribe the procedure to be followed or
the information to be disclosed when a debt review application is brought
to court. It is not clear what the hearing entails. The procedure may be
regarded as cumbersome, costly, and slow.

The NCA provides that a credit provider may give notice to terminate the
debt review process 60 business days after the date on which the consum-
er applied for the debt review.* In this regard, the Supreme Court of Ap-
peal held that a referral of a debt review matter to the court does not bar
the credit provider from terminating the debt review.* A credit provider
may therefore terminate the process in respect to a specific agreement as
soon as 60 business days have elapsed, irrespective of whether the matter
is pending in court. Such termination is not necessarily a dead end for the
consumer, because the NCA provides that a court may order that the debt
review resume in regard to a credit agreement that is being enforced by
litigation.® However, courts are reluctant to order a resumption of debt
review, and it seems that an order will be granted only if a court is con-
vinced that the consumer will eventually succeed in the application for
debt review.®

Although nearly the majority of consumer debts amount to credit agree-
ments under the NCA, this debt-restructuring procedure is applicable to
only credit agreement debt, not to other types of debt that a consumer may
have. This aspect restricts the applicability of the procedure. In practice,

NCA, sec. 86(2).

See Nedbank Ltd. v. National Credit Regulator (2011) 3 SA (SCA) 581, 590. A Section 129(1)(a)
notice is a letter that a credit provider must send to a defaulting consumer before the credit
provider may commence legal proceedings to enforce the agreement.

NCA, sec. 86(10).
Collett v. FirstRand Bank Ltd., supra note 66.
NCA, sec. 86(11).

Collett v. FirstRand Bank Ltd, supra note 66, at para. 19; Wesbank v. Schroder (2012) JOL 28767
(EL) paras. 16, 17.
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debt counselors sometimes use the voluntary distribution procedure in
conjunction with the statutory procedure in order to deal with noncredit
agreement debt as well.¥ It is possible to restructure some debt under the
NCA and other debt in terms of an administration procedure, but these
procedures are not well aligned.®

e As a result of the decision in Investec Bank Ltd. v. Mutemeri and Another,®
a debtor who opts for debt review as a form of debt relief may be barred
from continuing with this process when a creditor decides to apply for
the compulsory sequestration of the debtor’s estate. In that case, the court
held that an application for compulsory sequestration did not amount to
debt enforcement under the NCA,* and therefore did not preclude the ap-
plicant creditor from proceeding with an application for sequestration.”
The debtor is therefore given no choice as to how to deal with his or her
financial dilemma and will be forced to lose his or her assets and be sub-
jected to the social stigma of being insolvent.”

Nonstatutory Procedures

Natural person debtors may, with the cooperation of creditors, use an infor-
mal creditor agreement that may amount to a voluntary debt restructuring or
voluntary composition. This method is based on the contractual principle of
consent, but some creditors are not prepared to participate in such a volun-
tary system. When the creditors accept a rescheduling of payment, it is also
referred to as a voluntary distribution.

Insolvency Practitioners

Although South African insolvency law in the broadest sense does not pro-
vide for regulated insolvency professionals, there are attorneys, accountants,
and auditors who act as such. There are also other persons without formal
qualifications who take appointments as insolvency practitioners. In general,
only the trustee appointed per the Insolvency Act is viewed as an insolvency

87  See Boraine, van Heerden, & Roestoff, supra note 13, at 267.
88 Id.

89  Investec Bank Ltd. v. Mutemeri and Another (2010) 1 SA 265 (GS]). See, further, FirstRand Bank
Ltd. v. Evans (2011) 4 SA 597 (KZD), and Naidoo v. Absa Bank Ltd. (2010) 4 SA 597 (SCA), con-
firming the decision in Mutemeri. See the discussion of Naidoo by N. Maghembe, The Appellate
Division Has Spoken: Sequestration Proceedings Do Not Qualify as Proceedings to Enforce a Credit
Agreement under the National Credit Act 34 of 2005, 14 Potchefstroom Electronic L.J. 171 (2011).

90 See NCA, sec. 130(1).

91 NCA, sec. 83(3); Investec Bank v. Mutemeri, supra note 89, at 274-277. See, for a detailed discus-
sion of the Mutemeri case, A. Boraine & C. Van Heerden, To Sequestrate or Not to Sequestrate
in View of the National Credit Act 34 of 2005: A Tale of Two Judgments (2010), 13 Potchefstroom
Electronic L.J. 84 (2010).

92 See Roestoff & Coetzee, supra note 13, at 62-63; Maghembe, supra note 89, at 177-178.
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practitioner; the insolvency fraternity in South Africa does not generally view
debtors who apply for alternative debt relief measures such as administration
orders or debt review to make use of formal bankruptcy procedures. Although
insolvency practitioners appointed to deal with the liquidation of assets per
the Insolvency Act are not compelled by law to belong to a professional body,
there are statutory bars against the appointment of certain persons to act as
trustees under the Insolvency Act.”® With regard to the administration of a
sequestrated estate, the master of the high court fulfills a supervisory role and
can thus be seen as a type of regulator.” The master has discretion to appoint
a person to act as a trustee in the case of sequestration, but will in practice ap-
point only persons with some expertise in the field who are not barred from
such appointments.

The NCA created the office of the debt counselor, a person designated to
offer and conduct the service of debt review. Debt counselors are regulated by
the national credit regulator (NCR), a regulatory body, and must comply with
certain statutory requirements, undergo training, and register as such under
the NCA before they may act as such.”

In the case of administration orders, there is no regulatory body except
when the administrator is, for example, also an attorney or an accountant who
might be disciplined by his or her respective professional body in the event
of misconduct. However, a court has certain statutory powers® to deal with
an administrator who fails to meet his or her statutory duties.” There are no
formal requirements or disqualifications set for administrators appointed by
the court under Section 74 of the MCA.

All the categories of “insolvency practitioners”—namely, trustees, debt
counselors, and administrators—are in principle subject to systems of pre-
scribed fees, which are borne by the debtor or his or her insolvent estate in the
case of sequestration.”® At present, there is no state funding available to meet
these fees when the debtor or the debtor’s estate cannot meet them.

If an estate is sequestrated under the Insolvency Act and there is a short-
fall to meet the costs of administering such an estate, certain creditors may

93 Thatis, a system of negative licensing. See Insolvency Act, sec. 55.

94  The master does not supervise the debt review and administration procedures.
95  See National Credit Regulations, reg. 10.

96  See MCA sec. 74E(2). See, further, Stander v. Erasmus (2011) 2 SA 320 (GNP) 324.
97  See, for example, MCA, sec. 74].

98 The trustee is entitled to have the remuneration be taxed by the master according to tar-
iff B in the second schedule to the Insolvency Act; see Insolvency Act, sec. 63(1). The debt
counselor’s remuneration consists of an initial application fee of R 50; see NCA, sec. 86(3)(a),
read with sch. 2 of the regulations. A debt counselor may also claim the fees prescribed by
the Debt Counselling Association of South Africa (DCASA). Currently, debt counselors are
bound to this fee structure as a condition of their registration as debt counselors; Boraine,
van Heerden, & Roestoff, supra note 13, at 259. In general, the remuneration of an admin-
istrator is capped at 12.5 percent of the regular payments received from the debtor for the
purposes of distribution among creditors; MCA, sec. 74L(2).
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become liable toward the estate to settle these costs by means of a system of
contributions.” In the case of debt review under the NCA, debtors must in
principle pay the fees of debt counselors, but those who earn less than R 2,500
per month may apply for assistance from the NCR.'®

Insolvency Law Reform Initiatives

The South African Law Reform Commission has been working on new insol-
vency legislation since 1987; it published a report and a draft Insolvency Bill
in 2000."" One of the aims of the reform project is to have one piece of insol-
vency legislation that deals with the insolvency of both individuals and other
entities, such as companies. In March 2003, the cabinet accepted the concept
of a new unified Insolvency Act, but this initiative has stalled. Likely due to
the Companies Act of 2008, a further working document containing the Draft
Insolvency and Business Recovery Bill in the format of a working document
was completed by the Department of Justice in 2010. It is unclear when the
government will take this new piece of legislation forward.

The 2010 Draft Insolvency Bill uses the term “liquidation” when refer-
ring to both the liquidation of juristic persons and the sequestration of natural
persons. The advantage for creditors requirement is, however, retained in the
2012 draft bill.’> However, little changed from the Insolvency Act 24 of 1936
in principle, and the draft bill as the latest document dealing with insolvency
reform in South Africa does not introduce a revolutionary new insolvency
system. For all intents and purposes, the Insolvency Act 24 of 1936 is still the
main piece of legislation that deals with personal insolvency insofar as it re-
lates to the liquidation of assets of insolvent debtors, and at present it is still
unclear when the reform initiatives as mentioned above and further discussed
below will be taken forward

The 2010 Insolvency Bill proposes an alternative debt relief measure to
sequestration in the form of a preliquidation composition.'” The composition
is supervised by the court, and provision is made for an investigation into

99  See Insolvency Act, sec. 106. See, with regard to contribution in general, David Burdette,
Kontribusiepligtigheid van Skuldeisers in Insolvente Boedels, Nov. De Rebus 1004 (1993); David
Burdette, New Problems Relating to Contribution in Insolvent Estates, 63 T.H.R.H.R 458 (2000).

100 NCR press release (July 2008).

101 South African Law Commission, Report on the Review of the Law of Insolvency (Project 63) vol. 1
(explanatory memorandum) and vol. 2 (draft bill) (Feb. 2000) (hereinafter 2000 Explanatory
Memorandum and 2000 Insolvency bill, respectively).

102 See 2000 Insolvency Bill, cls. 7(1)(b) and 8(1)(c), and the concomitant 2000 Explanatory
Memorandum, at 15. From the 2010 Insolvency Bill, it appears that the commission has not
changed its mind in regard to retaining the advantage for creditors principle; see cls. 3(8)(a)(ii),

10(M)(©)(@), T1(1)(c)-
103 See 2010 Insolvency Bill, cl. 118.
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the affairs of the debtor.'™ Although the proposed composition is in essence
a debt-restructuring device, a prescribed majority of creditors can bind the
minority.'® If the majority do not accept the composition and the debtor is
unable to pay substantially more than what is offered in the composition, the
court must declare that the proceedings have ceased and that the debtor is in
the position in which he or she was prior to the commencement thereof. Al-
ternatively, the court must determine if Section 74 of the MCA can be applied
to the debtor; if it can be, the court must apply the provisions accordingly and
within the discretion of the presiding officer.'%

Administration orders became extremely popular after 1994, to such an ex-
tent that they were referred to as “an industry.” Many observers feel that the
unregulated nature of this industry gave rise to serious abuse. It was widely be-
lieved thatunscrupulous administrators were holding unsuspecting consumer-
debtors at ransom —and that these debtors would never escape their financial
problems. There were indications that many individuals who had to rely on
so-called microlenders ended up under the administration regime, which has
aggravated their debt situation rather than affording relief. In spite of the fact
that a Micro Finance Regulatory Council was established in 1999 to accredit
lenders and monitor their behavior, problems in this area persisted.

These and other complaints prompted the Department of Justice to imple-
ment a reform project in 2001."” The Centre for Advanced Corporate and In-
solvency Law, based at the University of Pretoria, conducted this project with
the view of advising on reform. As a result of this preliminary investigation,
which culminated in the Interim Report on the Review of Administration Orders
in Terms of Section 74 of the Magistrates’ Courts Act 32 of 1944, the Department
of Justice requested the South African Law Reform Commission to appoint a
project committee to make formal proposals regarding the reform of adminis-
tration orders. The project committee was appointed in 2003, and the project
registered as Project 127, Review of Administration Orders.'® This project was
eventually suspended, pending the promulgation of the NCA, but, contrary to
expectations, the NCA did not deal with administration orders.

104 Id., at cl. 118(10)(e).

105 That is, a majority in number and two-thirds in value of the concurrent creditors who vote
on the composition; 2010 Insolvency Bill, cl. 118(17).

106 See 2010 Insolvency Bill, subcls. 118(22)(a) and (b). The commission’s proposal in the 2000
Insolvency Bill afforded the debtor the option to convert to liquidation and rehabilitation un-
der the proposed Insolvency Act in instances in which the composition was not accepted by
the required majority; see the discussion of this proposal by M. Roestoff & L. Jacobs, Statutére
Akkoord voor Likwidasie: 'n Toereikende Skuldenaarremedie, 30 De Jure 189, 207 (1997).

107 See Boraine, supra note 10, at 218; Roestoff & Coetzee, supra note 13, at 66.
108 See Boraine, supra note 10, at 219.
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Conclusion

The main point of criticism against the South African insolvency system for
individuals is that it is largely creditor oriented despite the worldwide trend
to accommodate debtors seeking relief. The South African system does not
provide adequate debt relief to insolvent or debt-stressed individuals, and
the proposals of the South African Law Reform Commission do not address
this situation. Moreover, there is no principled view or approach regarding
the treatment of the insolvency of natural persons in South African law. Even
when the insolvency reform initiatives discussed above are considered, there
is no sense of integrating the various procedures in order to establish an over-
arching framework. For example, it is not clear if and how administration
and debt review could operate in the same case. It is also not clear why provi-
sion should be made for two coexisting procedures serving the same purpose,
namely, to provide for debt reorganization. The legislature, when introducing
the NCA in 2007, missed a golden opportunity for comprehensive reform.

South African law needs a complete overhaul of its debt relief measures.
Existing statutory procedures should be streamlined by eliminating the over-
lap between the different procedures and the unnecessary duplication of
regulators and “insolvency practitioners.” A principled approach should be
adopted to deal with the liquidation of assets, debt restructuring, and asset-
less estates in a coherent way. With regard to debt-restructuring measures,
lawmakers should devise one single measure providing for all debt reorga-
nization cases. Lawmakers should build on the existing and well-established
system of debt counseling that is regulated by the NCR as the regulatory body
under the NCA.

The South African personal insolvency system must abandon its creditor-
oriented approach. The system should provide adequate debt relief and equal
treatment to all insolvent or overindebted individuals. The Van Rooyen case
illustrates the plight and dilemma of many overburdened debtors in South
Africa. Because many creditors do not receive significant benefit from the se-
questration of the estate of their debtors, in spite of the advantage of creditors’
principle, debtors are treated inequitably, in that many are left without re-
lief in the form of a statutory discharge.'” This exclusion infringes the basic
constitutional right of equality under the South African Constitution'® and
upholds the dualism in the South African economy.!"!

As Rochelle suggests, a discharge of debt and a fresh-start policy in per-
sonal insolvency could be an effective tool for spurring economic growth and
development. In his words:

109 See Boraine & Evans supra note 25, at para. 4A8.

110 See South African Constitution (1996), sec. 9(1); Boraine & Evans, supra note 25, at para. 4AB;
Steyn, supra note 25, at 11.

111 See Coetzee & Roestoff, supra note 3.
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Improving the citizen’s economic lot is a central priority for most
national governments. Insolvency laws can have a significant role to
play in this work. Were the penalties for failure lowered from their
current levels in South Africa, citizens and companies would take
more economic risks to succeed. More businesses would start, more
jobs would be created, and society as a whole would benefit. Those
who fail would not become modern lepers, but instead would re-
ceive another chance to be productive for themselves and society.!*?

112 Supra note 2, at 315.



The Role of Personal Insolvency Law
in Economic Development

An Introduction to the World Bank Report on the
Treatment of the Insolvency of Natural Persons

José M. GARRIDO

The association between insolvency law and economic development is fre-
quently overlooked. The idea of insolvency evokes failure and poverty, which
is indicative of a lack of economic development. However, the role of insol-
vency law is broad, and insolvency law serves several important functions in
an economy. It is a useful instrument to reallocate assets to more productive
uses, and an appropriate reorganization or debt-restructuring framework pro-
vides instruments to preserve valuable businesses under distress. Traditional
business insolvency regimes, however, tend to lack the appropriate treatment
of the indebtedness of natural persons. An effective personal insolvency re-
gime provides solutions for indebted persons while attaining broader goals
for inclusive economic development.

A couple examples illustrate the connection between personal insolvency
law and economic development. In India, the indebtedness of farmers has re-
sulted in severe social problems, with an alarming number of farmers com-
mitting suicide.! In Hungary, the crisis created by the expansion of mortgage
credit denominated in foreign currencies, especially in Swiss francs, resulted
in the default of one-quarter of all mortgage loans in the country, creating an
enormous social conflict.” Both examples show that the connections between
financial stability and personal indebtedness have become stronger and that
the issue of personal insolvency is at the forefront of an agenda for inclusive
economic development and shared prosperity in both developed and devel-
oping nations.

This chapter provides an introduction to the work undertaken by the
Working Group of the World Bank’s Insolvency Task Force. The first section

1 See K. Nagaraj, Farmers’ Suicides in India: Magnitudes, Trends and Spatial Patterns (2008), avail-
able at http://www.macroscan.org/anl/mar08/pdf/farmers_suicides.pdf, reporting 190,753
suicides from 1995 to 2006, and considering the figure an underestimation; see also A. R. Va-
savi, Shadow Space: Suicides and the Predicament of Rural India (Three Essays Collective 2012),
referring to 199,132 suicides in the period 1997-2008, according to official records, which
tend to underestimate the real number of suicides. Although there is a constellation of causes
for this suicide epidemic, personal indebtedness is considered to be one of the major factors.

2 SeeTamas Egedy, The Effects of Global Economic Crisis in Hungary, 61(2) Hungarian Geograph-
ical Bull,, 155, 162-163 (2012).
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provides background on the project. The second section describes the issues
covered in the World Bank’s Report on the Treatment of the Insolvency of Natural
Persons (hereinafter World Bank report) and the contribution of the report to a
better understanding of the essential issues in the treatment of the insolvency
of natural persons.’> A short conclusion examines possible future develop-
ments in this area.

Background to the World Bank’s Involvement
in Personal Insolvency Law

The World Bank developed its insolvency and creditor rights (ICR) initiative
as part of the standards and codes initiative of the international financial ar-
chitecture. Per the mandate of the Financial Stability Forum, the World Bank
developed a standard for the assessment of ICR regimes, known as the ICR
standard.* This standard comprises the World Bank Principles for Effective
Insolvency and Creditor Rights Systems® and the recommendations from the
United Nations Commission for International Trade Law (UNCITRAL) Leg-
islative Guide on Insolvency Law.® The World Bank is responsible for the de-
velopment of the standard and for the assessment of the legal, regulatory,
and institutional frameworks in business insolvency. Those assessments are
conducted under the program of reports on the observation of standards and
codes (ROSC), which has covered more than 60 countries. The experiences
of the ROSC program have been positive, and the program has contributed
to numerous reforms in various legal systems, which have resulted in more
efficient insolvency systems responsive to the needs of developing economies
and contributed to the solution of crises in the corporate and financial sectors.

The original focus of the ICR initiative was exclusively on business insol-
vency systems. There is a clear justification for this: at the time the insolvency
initiative was launched and the first version of the World Bank Principles was
passed, the main concern was to deal with the aftermath of the Asian and
Latin American corporate and financial crises of the late 1990s. These crises
affected the corporate sectors first, and the contagion then spread to the fi-
nancial sector. Efficient mechanisms to restructure loans and to reorganize
businesses were identified as a main element missing in the countries that suf-

3 World Bank, Report on the Treatment of the Insolvency of Natural Persons, para. 7 (hereinaf-
ter, World Bank report), available at http://www-wds.worldbank.org/external/default
/WDSContentServer/WDSP/IB/2013/05/02/000333037_20130502131241/Rendered/PDF/7717
00WPOWB0In00Box377289B00PUBLICO.pdf.

4 See Creditor Rights and Insolvency Standard (2005), http://siteresources.worldbank.org/GILD
/ConferenceMaterial/20774191/ICR_Standard_21_Dec_2005_Eng.pdf.

5  See World Bank, Principles for Effective Insolvency and Creditor/Debtor Regimes, available at
http://siteresources.worldbank.org/INTGILD/Resources/ICRPrinciples_Jan2011.pdf. The
principles were originally formulated in 2001 and revised in 2005 and 2011.

6  United Nations Commission for International Trade Law, Legislative Guide on Insolvency
Law, parts 1-2 (United Nations 2004), available at www.uncitral.org/pdf/english/texts
/insolven/05-80722_Ebook.pdf.
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www.uncitral.org/pdf/english/texts/insolven/05-80722_Ebook.pdf
http://siteresources.worldbank.org/GILD/ConferenceMaterial/20774191/ICR_Standard_21_Dec_2005_Eng.pdf
http://siteresources.worldbank.org/GILD/ConferenceMaterial/20774191/ICR_Standard_21_Dec_2005_Eng.pdf
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fered the consequences of the crises most intensely. Some scholars have com-
mented that financial stability is the first precondition for economic growth,”
and therefore the focus on business insolvency and on restructuring mecha-
nisms for distressed companies is entirely justified. As a result of the efforts
of the international community in dealing with insolvency and restructuring
frameworks in systemic crises, a comprehensive and flexible standard is now
available for all countries and there is a growing body of knowledge and expe-
rience about the effectiveness of institutions and rules dealing with business
insolvency.

However, the global financial crisis in 2008 showed a very different pic-
ture: in many of the countries where the crisis had the worst impact, the crisis
originated in the financial sector and subsequently affected both businesses
and individuals. The crisis also showed, for the first time, the connections
between personal indebtedness and a systemic crisis: the origination of the
financial crisis in the subprime lending practices in the U.S. market demon-
strated clear links between unlimited credit expansion to businesses and in-
dividuals and macroeconomic financial stability.® This was particularly ap-
parent in certain countries, such as the Baltic states.” Analyses of the global
financial crises have concluded that the indebtedness of natural persons and
the lack of proper mechanisms to deal with it may have serious social and
economic repercussions.

There are further considerations on the importance of personal insolvency
law." Insolvency is a phenomenon that occurs only in societies in which credit
is widespread. Without credit, there is no insolvency and there is no need for
an insolvency regime. Yet, the need for an insolvency framework manifests it-
self in all societies in which access to credit becomes the foundation for the de-
velopment of economic activities. This is the explanation for the development
of the first insolvency regimes in the Middle Ages."” But in medieval socie-
ties, access to credit was restricted to merchants and the aristocratic class. In
modern society, access to credit is a fundamental tool for every individual. It
is the basis for the acquisition of housing, for the development of professional

7 See, for example, William C. Dudley, president and chief executive officer, Federal Reserve
Bank of New York, Speech, Financial Stability and Economic Growth (Bretton Woods Comm.,
Intl. Council Meeting 2011, Washington, DC, Sept. 23, 2011), available at http://www.bis.org
[review/r110927c.pdf. In the words of Dudley, “A stable financial system is a prerequisite for
sustainable economic growth.”

8  See Stijn Claessens et al., Cross-Country Experiences and Policy Implications from the Global
Financial Crisis, 25 Econ. Policy 267 (2010).

9 On the crisis in the Baltic states, see, generally, Gediminas Macys, The Crisis and Economic
Recovery in Baltic Countries, 2 Intl. J. Humanities & Soc. Sci. 202 (2012).

10  See Nick Huls, Consumer Bankruptcy: A Third Way between Autonomy and Paternalism in Private
Law, 3 Erasmus L. Rev. 7 (2010).

11 Throughout this chapter, and in the World Bank report, the expressions “personal insol-
vency” and “insolvency of natural persons” are used interchangeably.

12 See Louis E. Levinthal, The Early History of Bankruptcy Law, 66 U. Pa. L. Rev. 223 (1918).
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and economic activities, for education, and for the satisfaction of consumption
needs. Access to credit and entrepreneurial skills are motors of economic de-
velopment.”® A modern economy is based on credit, with many positive effects
for development; but a credit-based economy means that individuals sustain
considerable levels of debt,* and this results in higher rates of personal insol-
vency.” In essence, the rise in consumer bankruptcies is a by-product of the
rise of consumer credit.'

Strategies for economic growth and poverty reduction are frequently
based on the expansion of available credit, especially for small and medium-
size enterprises and households. The increase of the importance of access to
finance and the development of financial intermediation have created the
need for an insolvency regime. Greater access to credit brings about more
economic opportunities while allowing more possibilities for individuals to
incur debts and to default on payments. Constructive solutions to the negative
consequences of indebtedness are useful tools for sustainable and inclusive
economic development. The regulation of personal insolvency has an influ-
ence on how individuals perceive and deal with risks in their economic activ-
ity, and determines whether and how individuals suffering from an excessive
debt burden can return to a productive economic life.

The increasingly recognized importance of personal insolvency law has
attracted the attention of academic researchers” and several regional orga-
nizations and international associations.'® It is in this context that the World

13 See Huw Lloyd-Ellis & Dan Bernhardt, Enterprise, Inequality and Economic Development, 67
Rev. Econ. Stud. 147 (2000).

14  See International Monetary Fund (IMF), Dealing with Household Debt, chap. 3 in World Eco-
nomic Outlook: Growth Resuming, Dangers Remain, vol. 1 (IMF 2012). See also Yan Liu & Chris-
topher Rosenberg, Dealing with Private Debt Distress in the Wake of the European Financial Crisis:
A Review of the Economics and Legal Toolbox (IMF Working Paper WP/13/44, 2013).

15  See House of Commons, Public Accounts Committee, Helping Over-Indebted Consumers (UK
Parliament, 2010). According to the report, UK consumers had some £1,459 billion of out-
standing debt as of November 2009, and personal borrowing represented 160 percent of
household annual pretax income.

16  See the pioneering work of Teresa Sullivan, Elizabeth Warren, & Jay Lawrence Westbrook, As
We Forgive Our Debtors (Oxford U. Press 1989); David A. Moss & Gibbs A. Johnson, The Rise
of Consumer Bankruptcy: Evolution, Revolution, or Both, 73 Am. Bankr. L. J. 311 (1999).

17 See Jacob Ziegel, Comparative Consumer Insolvency Regimes: A Canadian Perspective (Hart
2003); Johanna Niemi, Iain Ramsay, & William Whitford eds., Consumer Bankruptcy in Global
Perspective (Hart 2003); Kent Anderson, The Explosive Growth of Personal Insolvency and the
Concomitant Birth of the Study of Comparative Consumer Bankruptcy, 42 Osgoode Hall L.J. 661
(2004); Jason Kilborn, Comparative Consumer Bankruptcy (Carolina Academic Press 2007).

18  See Johanna Niemi-Kiesildinen & Ann-Sofie Henrikson, Report on Legal Solutions to Debt Prob-
lems in Credit Societies (report prepared for the Bureau of the European Committee on Le-
gal Co-operation, 2005), available at http://www.coe.int/t/e/legal_affairs/legal_co-operation
/steering_committees/cdcj/cj_s_debt/CDCJ-BU_2005_11e%20rev.pdf; Udo Reifner et al,
Consumer Overindebtedness and Consumer Law in the European Union: Final Report (report pre-
sented to the Commn. of the European Communities, Health and Consumer Protec. Direc-
torate-General, Sept. 2003), available at http://news.iff-hh.de/media.php?id=1886, INSOL
International, Consumer Debt Report: Report of Findings and Recommendations (2001), avail-
able at http://www.insol.org/pdf/consdebt.pdf (a second version of the INSOL report was


http://www.coe.int/t/e/legal_affairs/legal_co-operation/steering_committees/cdcj/cj_s_debt/CDCJ-BU_2005_11e%20rev.pdf
http://www.coe.int/t/e/legal_affairs/legal_co-operation/steering_committees/cdcj/cj_s_debt/CDCJ-BU_2005_11e%20rev.pdf
http://news.iff-hh.de/media.php?id=1886
http://www.insol.org/pdf/consdebt.pdf
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Bank Insolvency Task Force, in sessions held in Washington, D.C., in January
2011, considered the topic of the insolvency of natural persons. The task force
reviewed a survey covering 59 countries that highlighted, among other as-
pects, the lack of personal insolvency systems in the low- and middle-income
countries included in the survey.” The data, together with an analysis of the
global financial crisis and its connections with the indebtedness of individu-
als, prompted the task force to create a working group to study the treatment
of the insolvency of natural persons.”

The working group comprised academics, judges, practitioners, and policy
makers from many countries. The working group was formed to “study the
issue of the insolvency of natural persons and produce a reflective report on
this matter, suggesting guidance for the treatment of the different issues in-
volved, taking into account different policy options and the diverse sensitivi-
ties around the world.”* Within the working group, a drafting committee was
established, comprising specialists in comparative approaches to personal
insolvency regimes.” The drafting committee produced successive versions
of the report that were submitted to the working group. The working group
commented on those drafts and debated them in meetings held in Washing-
ton, D.C., in November 2011 and December 2012, when the substantive work
of the working group was concluded.

The World Bank Report on the Treatment
of the Insolvency of Natural Persons
The objective of the working group was to produce a document that could

serve as guidance for policy makers considering reforms in the area of per-
sonal insolvency law. However, the issue of personal insolvency presents

published in 2011). See also Nick Huls, Toward a European Approach to Overindebtedness of
Consumers 16 J. Consumer Policy 215 (1993); European Commission, Enterprise Directorate
General, Best Project on Restructuring, Bankruptcy and a Fresh Start, Final Report of the Expert
Group (2003), available at http://ec.europa.eu/enterprise/policies/sme/files/sme2chance/doc
/failure_final_en.pdf; European Commission, Towards a Common Operational European Defi-
nition of Over-Indebtedness (2008), available at http://ec.europa.eu/social/BlobServlet?docld
=5093&langld=en.

19  The survey was directed by Adolfo Rouillon at the World Bank. The results of the survey are
available at http://siteresources.worldbank.org/EXTGILD/Resources/Jan11-CI-Rouillon.pdf.
The full name of the task force is World Bank Insolvency and Debtor/Creditor Regimes Task
Force.

20  See the concluding remarks of the task force meeting by Vijay S. Tata (chief counsel, LEGPS,
World Bank), available at http://siteresources.worldbank.org/EXTGILD/Resources/WB_TF
_2011_Consumer_Insolvency.pdf. See also Susan Block-Lieb, Best Practices in the Insolvency
of Natural Persons, available at http://siteresources.worldbank.org/EXTGILD/Resources
/WB_TF_2011_Consumer_Insolvency.pdf.

21  See World Bank report, supra note 3, para. 7.

22 The drafting committee included Jason Kilborn, from the John Marshall Law School of Chi-
cago (chairman); Jose M. Garrido, senior counsel at the World Bank (secretariat); Charles D.
Booth, from the University of Hawaii; Johanna Niemi, from the University of Helsinki; and
[ain Ramsay, from the University of Kent.
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challenges and does not lend itself easily to a unified or uniform treatment.
Attitudes to personal insolvency law are embedded in the society, the culture,
and the history of a particular country. Whereas business insolvency law re-
sponds to a set of common problems in modern economies, albeit using differ-
ent legal techniques, the social implications of the policy options in business
insolvency are less intense than those of personal insolvency law.? Therefore,
although the problems of personal indebtedness are virtually universal, there
are substantial differences in the way those problems are treated.*

The working group recognized the difficulties of creating a standard in
the area of personal insolvency law. Even a standard such as the one used for
business insolvency (the ICR standard), which is eminently functional and al-
lows for important variations, would be too rigid for the development of solu-
tions to the problem of personal indebtedness in different parts of the world. It
was clear from the start, therefore, that the result of the working group would
not be a model, a template, or a standard for the regulation of personal insol-
vency. Instead, the approach favored was nonprescriptive, based on the idea
that an organized report could arrange all the important topics that a personal
insolvency system needs to address and show the advantages and disadvan-
tages of different, tested approaches to the problems that typically arise in the
development of such systems. In this way, the report acknowledges that a list
of best practices in personal insolvency law may be premature, but it offers
a catalogue of problems and solutions. Policy makers can use the report as a
checklist for the topics to address in a reform or as an analytical tool for an
already-existing system.

Another task for the working group was to determine the relation be-
tween a report on the treatment of the insolvency of natural persons and the
ICR standard, which applies to business insolvency regimes. The difficulty
lies in the fact that the ICR standard applies not only to companies and other
legal persons but also to natural persons engaged in business activities. The
insolvency law was initiated with the insolvency of merchants, long before
companies became the main vehicle for organized economic activity. Tradi-
tional insolvency systems are not designed to deal with the problems of in-
debtedness of natural persons in a modern society. There are important dif-
ferences between systems developed to address the insolvency of traders and

23 There is an exception to this general observation: the treatment of workers in the insolvency
of businesses tends to be a topic in which opposing policies and traditions clash. In practice,
the international standard offers only very general guidance on how to solve the issues of
worker protection in the insolvency of businesses.

24  This is demonstrated by the existence of a rich comparative legal literature on the subject:
See, for a variety of countries and methodological approaches, Jason Kilborn, The Innovative
German Approach to Consumer Debt Relief: Revolutionary Changes in German Law, and Surprising
Lessons for the United States, 24 Nw. J. Intl. L. & Bus. 257 (2004); Jason Kilborn, Out with the
New, In with the Old: As Sweden Aggressively Streamlines Its Consumer Bankruptcy System, Have
U.S. Reformers Fallen Off the Learning Curve?, 80 Am. Bankr. L.J. 435 (2007); Junichi Matsu-
shita, Japan’s Personal Insolvency Law, 42 Texas Intl. L.]J. 765 (2007); Rafael Efrat, Global Trends
in Personal Bankruptcy, 76 Am. Bankruptcy L.J. 81 (2002); Iain Ramsay, Comparative Consumer
Bankruptcy, U. 1IL. L. Rev. 241 (2007).
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merchants, on one hand, and systems designed to treat the insolvency of natu-
ral persons, on the other hand.

In some states, a distinction has been drawn between the insolvency of
merchants and the insolvency of consumers.” This distinction may be fea-
sible—and effective—in a number of legal systems, but the line between
consumers and entrepreneurs is increasingly blurred in both developed and
developing economies. In fact, a common pattern in developing economies
is the existence of a high percentage of self-employed persons.” Taking into
account that the distinction between entrepreneurs and consumers is not use-
ful in most economies, the question is how to draw a relevant distinction be-
tween a standard designed for business insolvency and the issues raised by
the insolvency of natural persons. No clear dividing line categorizes persons
according to the degree of sophistication or complexity of their economic ac-
tivities, and the definitions of traders, typical of the commercial codes in 19th-
century Europe, are an unsuitable basis for different regimes. The distinction
lies, instead, in the different approaches that the law takes toward insolvency.
Defined as such, the function of the World Bank report is not to create a dif-
ferent standard for the insolvency of natural persons as opposed to a standard
for business insolvency, but to analyze the questions that refer to insolvent
debtors as persons, rather than paying attention to other considerations.

What distinguishes a system for the regulation of personal insolvency,
as opposed to business insolvency, is that the personal element occupies the
central position in such a system. Of course, personal insolvency systems have
implications for the economy of a country, as the most recent financial crises
have shown, but the main considerations in the design of a personal insol-
vency system exceed the purely economic aspects and must focus, first and
foremost, on the human element present in these insolvencies. This concept
colors the World Bank report and distinguishes clearly the subject matter and
the approach followed from the documents in which the business insolvency
standard is based.” In essence, the World Bank report recognizes that there are
overlapping areas in the regime of business insolvency and in a personal insol-
vency regime: both regimes aim for “increasing and more fairly distributing
payment to creditors, streamlining procedures, and enhancing economic per-
formance for the ultimate benefit of society,”* but the difference is that busi-
ness insolvency focuses on credit protection and the preservation of enterprise

25 For example, in the United States, the words “consumer bankruptcy” are most frequently
used to refer to the insolvency of natural persons. Paradoxically, there are many procedures
in the U.S. Bankruptcy Code that apply to both consumers and business actors.

26  See Carlo Pietrobelli, Roberta Rabellotti, & Matteo Aquilina, An Empirical Study of the Deter-
minants of Self-Employment in Developing Countries, 16 J. Intl. Dev. 803 (2004).

27  The World Bank report states clearly that it does not conflict with the business insolvency
standard. In fact, the report takes a different look at the issues that the insolvency of indi-
viduals creates, and it explicitly refers to the standard in all cases in which the insolvency of
a natural person does not present peculiarities and can be adequately treated in accordance
with the approaches recommended in the standard.

28  See World Bank report, supra note 3, at para. 51.
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value, whereas an insolvency regime for natural persons places the human
elements of indebtedness problems at the center of the system, with the main
goal of alleviating those problems for the benefit of debtors and society as
a whole.

The Benefits of an Effective Personal Insolvency System

The World Bank report raises awareness about the importance of a personal
insolvency system by examining the benefits produced by a well-designed
regime for the treatment of personal insolvency.” There are substantial dif-
ferences as compared with business insolvency systems, where the protection
of credit is the overriding concern. A personal insolvency system represents a
balanced solution to the problems of indebtedness of individuals, taking into
account not only the interests of creditors but, more important, the interests of
debtors and the interests of society as a whole. A personal insolvency regime
provides relief to “honest but unfortunate” debtors and their families, and it
benefits society as a whole by addressing wider social issues.*

The World Bank report cites numerous benefits flowing from the exis-
tence of an efficient insolvency system. These benefits can be grouped un-
der common themes, showing how personal insolvency can benefit creditors,
debtors, and society as a whole.

A sound financial sector benefits from an effective personal insolvency
system. A well-functioning personal insolvency system encourages proper
valuation of accounts, because it forces creditors—especially financial insti-
tutions—to recognize the loss of value of their claims and to take remedial
action. A personal insolvency system reduces wasteful collection costs and ef-
forts, and it can also reduce the destruction of value that results from fire sales,
especially in systemic crises. The existence of a personal insolvency system
encourages responsible lending. Such a system reduces negative externali-
ties produced by inaccurate risk assessment® and helps concentrate losses on
those who are prepared to deal with losses in an efficient and effective way.

Even more important, an effective system for the treatment of the insol-
vency of natural persons directly benefits the debtors and their families, pro-
viding them with incentives to continue being productive and to solve their
indebtedness problems. These benefits flow to society as a whole in a number
of ways: by reducing social costs of illness, crime, and unemployment;* by

29 Id., at para. 58ff.

30  Onthe challenges faced by personal insolvency systems from a social point of view, see Teresa
Sullivan, Elizabeth Warren, & Jay Lawrence Westbrook, The Fragile Middle Class: Americans
in Debt (Yale U. Press 2000).

31  SeeJason J. Kilborn, Twenty-Five Years of Consumer Bankruptcy in Continental Europe: Internal-
izing Negative Externalities and Humanizing Justice in Denmark, 18 Intl. Insolv. Rev. 155 (2009).

32 See INSOL report (2001), supra note 18, at 4: “Solving consumer debt problems can be very
complex. Unfortunately, these problems are frequently caused by or in relation to socio-
psychological factors, such as divorce, redundancy, job loss, addiction, disability etc. These
situations interfere with the quality of life and in many respects may have serious conse-
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increasing the production of taxable income; by maximizing economic activity
and encouraging entrepreneurship; and by enhancing stability and predict-
ability in the financial system and the economy.

An effective and efficient personal insolvency regime, therefore, both
avoids waste and increases productivity, and it contributes to a healthier and
more stable economy. These benefits deserve careful consideration by policy
makers and provide a justification for the importance of developing adequate
regimes for the treatment of the insolvency of natural persons. The World Bank
report considers the impediments in achieving the objectives of a personal in-
solvency system. Those impediments are identified as fraud, stigma, and moral
hazard. These factors may operate at different levels of intensity, reducing the
benefits of a personal insolvency system.* Cultural and historical peculiarities
of each society may require different responses to these issues,* but the experi-
ence of a number of systems shows that these concerns may be overcome.

Core Legal Attributes of an Insolvency Regime for Natural Persons

The World Bank report describes the main attributes of a personal insolvency
regime.® In including such a description, the report makes no attempt to
promote any particular system as the “ideal” regime for the treatment of the
insolvency of natural persons. The report includes the essential elements of
a system, with different possibilities and options and their corresponding
advantages and disadvantages, as experienced in numerous legal systems
of both developed and developing countries. The report acknowledges that
the design of a personal insolvency regime needs to take into account the pe-
culiar traits of a nation—social, economic, and cultural —in a more marked
fashion than a business insolvency system does. A one-size-fits-all approach
is expressly discarded. Another important concept is that personal insolvency
law does not exist in a vacuum: it is essential to consider connections with the
general insolvency regime and connections with the regulation of consumer
and commercial credit.

The World Bank report concentrates on the legal attributes that are ger-
mane to personal insolvency regimes. There are numerous issues—for in-
stance, the regulation of avoidance actions or the regulation of insolvency pro-
fessionals—for which the solutions provided by general insolvency regimes
require practically no additional consideration. The report focuses on aspects
that may require special treatment in a regime for the treatment of the insol-
vency of natural persons: the general design of the regime; the relationship

quences for the health of the debtor and his or her family and the way they live. They may
become socially isolated or retreat from life altogether.”

33  See Rafael Efrat, Personal Bankruptcy in the 21st Century: Emerging Trends and New Challenges;
The Evolution of Bankruptcy Stigma, 7 Theoretical Inq. L. 365 (2006).

34  See lain Ramsay, Between Neo-liberalism and the Social Market: Approaches to Debt Adjustment
and Consumer Insolvency in the EU, 35 J. Consumer Policy, 421 (2012).

35 See World Bank report, supra note 3, at para. 126ff.
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of the formal insolvency regime with alternative informal solutions; the role
of courts, agencies, and intermediaries; the conditions for access to the insol-
vency process; and the solutions to the insolvency process and the discharge
of the debtor.

General Regime Design: Procedural Options and the Relation
with Informal Workouts

There are many options for the design of a personal insolvency regime: in
some countries, a special statute for the treatment of consumer indebtedness
represents the way in which a separate insolvency regime is introduced. In
other countries, there is a closer integration with the general insolvency re-
gime, and the general insolvency statute includes a regime that either is flex-
ible enough to accommodate the needs of natural persons or incorporates spe-
cial rules and procedures for natural persons.* The decision regarding which
options to use depends mostly on the characteristics of the national legal sys-
tem and the political implications of enacting a special statute for consumers
or individual debtors.

In any case, a formal insolvency regime can serve as the backdrop for
informal negotiations, as creditors and debtors “bargain in the shadow of
insolvency law.”¥ It is important that an insolvency regime provide for the
possibility of resolving insolvency through informal negotiations, often called
workouts, with subsequent savings in costs, fees, and administrative and judi-
cial resources. There are important advantages to negotiated solutions: apart
from lower costs, the most noticeable ones are the avoidance of stigma and a
less adverse impact on debtors” scores in credit information systems. There
are also advantages in the fact that informal negotiations tend to yield better
outcomes for creditors and can provide for greater flexibility to accommodate
the needs of both the debtor and the creditor, taking into account, addition-
ally, that financial institutions generally prefer to renegotiate loans than to
resort to formal enforcement or insolvency proceedings.

There are obstacles to voluntary negotiations, however. Some creditors
refuse to negotiate and, in so doing, boycott a negotiated solution to the in-
solvency of the debtor. Other creditors do not engage actively in negotiations,
exhibiting considerable apathy.®® As with creditor apathy in business insol-
vency, the law can provide mechanisms to deal with holdout and inactive
creditors by imposing the binding force of agreements on those creditors.

The experience in the few systems in which informal alternatives to insol-
vency have been successful suggests that several elements perform a useful

36 Id., at para. 139ff.

37 Following the classic expression of Robert H. Mnookin & Lewis Kornhauser, Bargaining in
the Shadow of the Law: The Case of Divorce, 88 Yale L.J. 950 (1979).

38 The phenomenon is similar in some of its traits to that of rational apathy of shareholders in
corporate law: see Robert C. Clark, Vote Buying and Corporate Law, 29 Case W. Res. L. Rev. 776
(1978-1979).
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role in promoting negotiations, such as professional assistance in negotiations
at a very low cost, or without cost, and a standstill agreement so that there is
no immediate threat of the enforcement of claims.

The Institutional Framework

An essential part of a personal insolvency system is a well-functioning insti-
tutional framework.” Ideally, the institutional framework reduces the overall
costs of the system by minimizing errors in the treatment of insolvent debtors
and by providing for timely resolution of cases, with predictable results for all
parties. The design of an institutional structure for a personal insolvency sys-
tem must take into account the context of existing institutions and the avail-
ability of professional intermediaries in any particular country.

A factor in personal insolvency systems is the large number of cases.* The
high number of individual insolvents, together with the relative homogeneity
of many of these cases, allows for standardized systems of treatment and re-
quires a reconsideration of the costs and resources necessary to resolve cases
in which the legal controversies tend to be less complex than those that arise
in corporate or business insolvencies.

The institutional framework to be adopted depends on the capability of
the state. In some institutional frameworks, an administrative agency is in
charge of the insolvency procedures; others are characterized by hybrid public-
private systems in which public insolvency procedures coexist with private
restructuring alternatives; and still others are court-based systems. Although
the majority of countries have court-based systems, some countries have
adopted administrative approaches, with courts taking a role only in disputed
cases.

Intermediaries are very important in most systems. In several countries,
public agencies play a significant role in the insolvency of natural persons.
Hybrid public-private models exist in which the primary actors are insolvency
practitioners who perform several functions in the personal insolvency pro-
cess under the supervision of a public regulator.*

Access to the Formal Insolvency Regime

A main challenge in implementing a personal insolvency regime is the cre-
ation of enough incentives for honest and unfortunate debtors so that they are

39  See World Bank report, supra note 3, at para. 152ff.

40  See, for example, Edward J. Janger, Crystals and Mud in Bankruptcy Law: Judicial Competence
and Statutory Design, 43 Ariz. L. Rev. 559, 615 (2001), which highlights the well-known fact
that every year there are more than one million consumer bankruptcy cases in the United
States.

41 In this regard, the English individual voluntary arrangement, which consists of a payment
plan agreed to outside the court with the assistance of an insolvency practitioner, provides
a good example; see Adrian Walters, Individual Voluntary Arrangements: A “Fresh Start” for
Salaried Consumer Debtors in England and Wales?, 18 Intl. Insolv. Rev. 5 (2009).
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able to use the insolvency process without being deterred by stigma or by the
costs of the procedure itself.*?

The World Bankreportliststhe mainapproachesused to finance personalin-
solvency processes. Those approaches include state funding; cross-subsidiza-
tion of low-value insolvencies by higher-value estates; state subsidies to pro-
fessionals involved in the process and write-off of court costs when there is
an inability to repay; levies on creditors, such as taxation of distressed debt to
fund cases for which individuals have no ability to pay; and no state support
beyond general public funding of the court system.

On the issue of standards for access to individual insolvency, the World
Bank report emphasizes that standards should be transparent and certain and
should ensure against improper use by creditors or debtors. There are dif-
ferent philosophies on this issue. On the one hand, open access represents
an approach whereby any individual who meets an insolvency test gains ac-
cess to an insolvency procedure that allows an ultimate discharge of debts.
On the other hand, numerous systems include additional requirements, with
the purpose of addressing the problems of moral hazard and debtor fraud.
When high barriers to access are used, the risk is that they can result in a large
number of individuals being driven out of the formal economy, with negative
consequences for themselves, for creditors, and for society. It is possible to ad-
dress the problems of abuse of process, or of questionable conduct within the
process itself, by imposing sanctions or denying some or all of the benefits of
the insolvency process.

Payment through Liquidation or through a Payment Plan

Personal insolvency law comprises many of the features of traditional busi-
ness insolvency law: it is a collective process in which creditors participate to
protect their interests, and one of main goals of the process is the satisfaction
of claims. However, in personal insolvencies, creditor participation is reduced
due to a lack of incentives for creditors to take part in procedures in which the
absence of valuable assets is the rule. This lack of resources does not justify
a complex structure of creditor participation through creditors” meetings or
creditor committees.

Regarding payment to creditors, there are important qualifications in per-
sonal insolvency law. There are two fundamental approaches to payment, as
in business insolvency: creditors may receive a payment through the liqui-
dation of the debtor’s assets, or they may receive a payment through a plan
funded with the debtor’s future income.

Payment presents one of the most intense conflicts in personal insolvency
law. If personal insolvency aims at the preservation of the person, allowing
the debtor to resume a productive life, then a liquidation cannot include all

42 See World Bank report, supra note 3, at para. 186ff.
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the assets of the debtor nor can a payment plan absorb all the future income
of the debtor.

In most legal systems, natural persons are allowed to keep some of their
essential assets. Exemptions, therefore, represent a relevant aspect of the per-
sonal insolvency regime and of the debt enforcement regime in general.®
Typically exempt assets are automobiles, household furnishings, postcom-
mencement salaries, retirement plans, and professional equipment. Differ-
ences in the treatment of exemptions can create incentives and disincentives
for debtors, although the effects of those incentives and disincentives on the
conduct of actual debtors have often been overstated.* The family home is an
exemption in some legal systems, but this exemption can be alleged by the
debtor against unsecured creditors and does not affect the rights of mortgage
creditors to enforce their security. The social problem caused by the loss of
housing as a result of mortgage foreclosures may require extraordinary mea-
sures, especially in the context of a systemic crisis.”

Exemptions are clearly connected to the notion of a fresh start. When debt-
ors exit from insolvency, discharge their debts, and obtain a fresh start, they
should own sufficient property to meet their basic needs. In some systems,
exemptions have provided the only relief to debtors, in the absence of a dis-
charge, but experience shows that exemptions alone, without the extinction of
debt, are insufficient to provide debtors with the opportunity of resuming a
normal, productive life.

Because available assets of natural person debtors often have little or no
value, personal insolvency regimes increasingly incorporate payment plans
based on the future income of debtors. In some cases, a payment plan is an
alternative to traditional liquidation, but in other cases, the most valuable as-
sets of debtors are liquidated and the payment plan is a subsequent phase of
the procedure.

The requirement of a payment plan based on future income in exchange
for the discharge of debt has given rise to the notion of earned start, rather
than a simple fresh start.* However, including future income in the insolvency
of natural persons raises a number of other issues. For example, a personal
insolvency system cannot achieve its basic goals if debtors do not preserve
a sufficient portion of their income to cover their basic needs. In this regard,

43 Id., at para. 223ff.

44 See William J. Woodward Jr. & Richard S. Woodward, Exemptions as an Incentive to Voluntary
Bankruptcy: An Empirical Study, 57 Am. Bankr. L.J. 53 (1983); see also Susan Block-Lieb &
Edward J. Janger, The Myth of the Rational Borrower: Rationality, Behavioralism, and the
Misguided “Reform” of Bankruptcy Law, 84 Texas L. Rev. 1481 (2006).

45  See Michelle J. White, Bankruptcy: Past Puzzles, Recent Reforms, and the Mortgage Crisis (NBER
Working Paper No. 14549, Dec. 2008), available at http://www.nber.org/papers/w14549;
Adam J. Levitin & Joshua Goodman, Mortgage Market Sensitivity to Bankruptcy Modification
(paper presented at the 2008 Am. L. & Economics Assn. Conference), available at http://law
bepress.com/cgi/viewcontent.cgi?article=2485&context=alea.

46  See World Bank report, supra note 3, at para. 262ff.
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the discussion mirrors the debate on property exemptions. But additional is-
sues need to be considered in the design of a personal insolvency system, and
perhaps the most important one is the duration of payment plans. There are
substantial differences in the duration of plans that can be linked to social and
cultural issues. Although from a purely logical perspective, longer payment
plans should result in higher payments to creditors, the experience in several
systems suggests that payment plans extending over periods of many years
create disincentives for debtors and do not result in significantly higher rates
of repayment to creditors. Debtors who have no valuable assets and cannot
generate significant disposable income are known as NINAs (no income, no
assets). These debtors may have no access to the formal insolvency system,
and, if they are granted access, they may be unable to comply with the re-
quirements of a payment plan. In those cases, the main goals of the insolvency
system may not be achieved if these persons cannot receive relief. This obser-
vation illustrates the broader issue of the crisis of payment plans. Payment
plans can be regarded not primarily as an instrument to extract a higher pay-
ment from debtors, but rather as a mechanism that prevents moral hazard and
abuse of the insolvency system and that inculcates the notions of payment
responsibility and financial discipline.

Some systems have introduced incentives for the productivity of debtors
in payment plans. This is an interesting approach, because persons who are
producing virtually all excess income for third parties—the creditors—can
easily devote their efforts to covering only their basic needs, rendering the
payment plan ineffective. Combining incentives with penalties can create a
positive dynamic in payment plans.

A payment plan requires monitoring tools, and it may need to provide for
the necessity of revising the circumstances of the debtor and modifying the
plan, especially when the insolvency regime establishes a long rehabilitation
period for debtors.

Discharge

Discharge is the essential feature and one of the most salient characteristics
of modern systems for the regulation of the insolvency of natural persons.*”
One of the principal purposes of an insolvency system for natural persons
is to reestablish the debtor’s economic capability, in other words, economic
rehabilitation,* and discharge is the most effective way in which the debtor
can resume productive activity for society. It is also the most effective incen-
tive for the use of a personal insolvency regime.*

47  See Thomas H. Jackson, The Fresh-Start Policy in Bankruptcy, 98 Harv. L. Rev. 1393 (1985);
Margaret Howard, A Theory of Discharge in Consumer Bankruptcy, 48 Ohio St. L.J. 1047 (1987);
John C. McCoid 11, Discharge: The Most Important Development in Bankruptcy History, 70 Am.
Bankr. L.J. 163 (1996).

48  See, for instance, Richard M. Hynes, Why (Consumer) Bankruptcy?, 56 Ala. L. Rev. 121 (2004).

49  See Emily Kadens, The Last Bankrupt Hanged: Balancing Incentives in the Development of Bank-
ruptcy Law, 59 Duke L.J. 1229 (2010).
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The World Bank report analyzes the three main elements in a rehabilita-
tion policy.” Discharge of debts is the most important one, but two additional
elements are connected to the treatment of indebtedness: debtors should not
be discriminated against after having been subject to an insolvency process
(principle of nondiscrimination); and debtors should be in a position to avoid
excessive indebtedness in the future, which may require the adoption of mea-
sures to change debtors’ attitudes concerning the use of credit, depending on
the circumstances of each case.” In some systems, debtors are not allowed into
the insolvency system again until the passage of a period of time.

The discharge of debt provides a fresh start for the debtor by extinguish-
ing unpaid debts. This notion is contrary to traditional principles of the law
of obligations, however, and many legal systems reject the notion of a straight
discharge. Most systems try to favor “honest but unfortunate” debtors over
persons responsible for fraudulent or reckless behavior, but these distinctions
are not always easy to draw. A requirement of good faith of the debtor is
important to justify the loss of creditor rights caused by the discharge. Addi-
tionally, debtors need to “earn” a discharge by surrendering their nonexempt
assets to creditors and/or by complying with a payment plan for a specified
period of time.

To be effective, a discharge should include as many debts as possible. Cer-
tain debts may be excluded from the discharge due to social or economic con-
siderations, including child and spousal support, fines and other sanctions,
and taxes; the examples differ depending on the country. A more problematic
issue that affects the effectiveness of discharge is the sureties given by mem-
bers of the debtor’s family. Because discharge generally affects only individual
debtors, family members who have guaranteed debts may find themselves in
a difficult situation. There is a trend toward greater flexibility in the treatment
of guarantees, although the issue presents numerous challenges.

Conclusion

Insolvency is an inevitable consequence of credit. As economies grow and ac-
cess to credit becomes widespread, the need for an effective personal insol-
vency law will become more apparent. Developing an effective insolvency
regime that provides solutions to the complex and sensitive problems of the
indebtedness of natural persons and assists in returning debtors to a produc-
tive life requires a deep knowledge of legal techniques and considerable expe-
rience in their implementation. The World Bank report condenses knowledge

50 See World Bank report, supra note 3, at para. 354ff.

51 Prevention of overindebtedness requires policies that are broader than the regulation of in-
solvency. See Claudia Lima Marques, Fundamentos Cientificos da Prevengdo e Tratamento do
Superendividamento, in Prevengio e Tratamento do Superendividamento 15 (Claudia Lima Mar-
ques, Clarissa Costa Lima, & Karen Bertoncello eds., Departamento de Prote¢do e Defesa do
Consumidor & Sistema Nacional de Defesa do Consumidor 2010).
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and experience in this area and is an extremely useful instrument for research-
ers and policy makers.

The World Bank report is not prescriptive, and it does not purport to offer
solutions that are applicable to all countries. Instead, the purpose of the report
is to provide a comprehensive list of issues to consider in the design of a per-
sonal insolvency system and an analysis of the positive and negative effects of
the different policy choices available in the configuration of the legal regime.
In this regard, the report represents an approach that is very different from
that of international standards. The report acknowledges the impact of cul-
tural, legal, and social differences; policy makers can assess the consequences
of their policy choices, and the implicit message that emerges favors a more
humane and equitable treatment of debtors. Indeed, the history of bankruptcy
law evidences a clear trend toward a more humane treatment of debtors.
There has been a long evolution from the extreme treatment of debtors un-
der primitive Roman law, which included the (possibly figurative) killing and
dismemberment of debtors.” The contrast with modern insolvency systems is
striking: debtors are provided an opportunity to restart a productive activity
and are assisted by social and educational programs. A personal insolvency
system has become an important element for the promotion of equity and
inclusion in modern societies.

Recently, Colombia became the first Latin American country to introduce
a personal insolvency regime with the notion of the discharge of debts as a
core element.” The Colombian regime provides for discharge through liqui-
dation or through the completion of a payment plan. The drafters of the new
law have declared that the World Bank report was a valuable element in their
analysis of the reform and a useful tool to guide choices among different policy
options with the ultimate goal of designing an effective system. It is hoped
that policy makers in other countries will rely on the World Bank report, and
that the treatment of personal indebtedness and personal insolvency becomes
an essential element in policies that seek to achieve inclusive and sustainable
economic development.

52 See Geoffrey MacCormack, Partes Secanto, 36 Tijdschrift voor Rechtsgescheidenis 509 (1968);
see also S. Laurence Shaiman, The History of Imprisonment for Debt and Insolvency Laws in
Pennsylvania as They Evolved from the Common Law, 4 Am. ]. Leg. Hist. 205 (1960). Although
the killing and dismemberment of the debtor seems to be fictional, the alternative of selling
the debtor as a slave was used, not to mention the practice of imprisonment for debts, which
was common in European countries for many centuries.

53  See Ley 1564 (2012) (Colombian General Code of Procedure), secs. 531ff.



Specialized Insolvency Regimes
for Islamic Banks

Regulatory Prerogative and Process Design
HpeeL ABDELHADY

The failures of large financial institutions in 2007 and 2008 revealed the inad-
equacy of existing insolvency regimes to resolve failed firms while limiting
the impact to the financial system, public funds, and market confidence.! In
response, governments have studied and adopted measures to better manage
the insolvency of financial institutions, with a focus on systemically impor-
tant financial institutions (SIFIs) and attention to smaller firms. In the United
States, the Dodd-Frank Wall Street Reform and Consumer Protection Act cre-
ated a special framework for the resolution of systemically important finan-
cial companies.” In the United Kingdom, the Banking Act 2009 established
a Special Resolution Regime to facilitate the swift and orderly resolution of
failed firms.> Multilaterally, the G20 Financial Stability Board has moved to
strengthen and standardize resolution frameworks.* These measures share
common policy objectives; namely, the timely detection of risk, early regula-
tory intervention, the avoidance of government bailouts and related moral
hazard, and enhanced market discipline.

1 In this chapter, Arabic terms such as mudaraba, mudarib, and Shari'ah appear with alterna-
tive phonetic spellings, due to differences in spelling between the author and some quoted
sources. Because the differences are minor and the meanings remain clear, source spellings
are intact. The terms Shari‘ah and Islamic law are used interchangeably.

2 Orderly Liquidation Authority (OLA) under Title II of the Dodd-Frank Wall Street Reform
and Consumer Protection Act, Pub. L. No. 111-203, 124 Stat. 1376 (2010) (codified as amended
in scattered sections of 12 U.S.C. and 15 U.S.C.) (hereinafter Dodd-Frank). In this chapter,
OLA, a substantively harmonized and administratively managed resolution regime, is dis-
cussed as a framework of reference for the design of insolvency regimes for Islamic banks,
which, like some financial companies subject to OLA, straddle banking and capital markets
and are well-suited for insolvency frameworks that combine banking and capital market
rules and administratively managed insolvency processes

3 Banking Act 2009, 2009, ch. 1, secs. 90-122 (Eng.). See also, for a brief overview, Her Majesty’s
Treasury, Banking Act 2009 and the Establishment of the Special Resolution Regime, available at
http://www . hm-treasury.gov.uk/fin_stability_bankingact_srr.htm (accessed May 2, 2013).
Notably, the Special Resolution Regime includes resolution mechanisms used in the United
States for decades, such as bridge banks and regulator-brokered transfers of failed bank as-
sets and liabilities to healthy firms.

4 See, for example, Financial Stability Board, Key Attributes of Effective Resolution Regimes for Fi-
nancial Institutions (Oct. 2011), enumerating the “core elements . . . necessary for an effective
resolution regime.”
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Notably, Islamic banks and other Islamic financial institutions have been
absent from recent discussions on the resolution of failed banks.® This is not
unexpected. Islamic financial institutions are not—individually or collective-
ly —sulfficiently large or interconnected to qualify for SIFI status.® But there is
no reason to wait for Islamic banks to become systemically important to adopt
regimes for their resolution. Islamic banks are not yet “too big to fail,” but
they are too young to risk failure.” Many governments, in Muslim-majority
and other jurisdictions, have embraced Islamic banks, but only half-heartedly:
they have taken steps to attract funds through Islamic finance, but have yet to
construct the legal and regulatory infrastructure needed to support its sustain-
able growth within their borders. This approach has proved passable, but it is
neither legally sustainable nor economically optimal. Particularly in Muslim-
majority jurisdictions, Islamic banking has the potential to boost economic
and finance sector development and financial inclusion. To realize this po-
tential, enabling legal and regulatory environments are required to facilitate
the sustainable growth of Islamic banking. Such environments must include
insolvency regimes for Islamic banks that, like other well-crafted regimes
promote market confidence, allow for early detection of risk and regulatory
intervention, and impose market discipline on Islamic banks and their coun-
terparties, including by necessitating, if not mandating, improved disclosure
and contracting practices.

5  Although the World Bank and the Islamic Financial Services Board (IFSB), an Islamic finan-
cial services standard-setting body, have explored “[e]ffective insolvency regimes for Islamic
financial institutions,” with a focus on framing some of the issues.

6 Information about the systemic importance of Islamic banks has been, and is, relatively
scant. For example, the authors of a 2008 International Monetary Fund (IMF) publication
believed their paper was “the first to provide a cross-country empirical analysis of the
role of Islamic banks in financial stability.” Martin Cihak & Heiko Hesse, Islamic Banks and
Financial Stability: An Empirical Analysis 3 (International Monetary Fund Working Paper
No. WP/08/16, 2008). Available literature on Islamic banks and financial stability is based on
theoretical models, rather than on “formal empirical analysis.” (Id., at 5.)

7 Uncertainty as to the nature of Islamic financial instruments and investor rights at default
has had a chilling effect. For example, the sukuk market was adversely affected by a lead-
ing Shari‘ah scholar’s 2007 opinion raising doubts about the legality of some sukuk (com-
monly described as “Islamic bonds”) then on the market. See, for example, Robin Wiggles-
worth, Sharia Boards: Scholars Hold Sway over the Success of Products, Financial Times (May
5, 2009), available at http://www.ft.com/cms/s/0/91c1636e-3836-11de-9211-00144feabdcO
‘html#axzz2UMouSeaW (accessed May 5, 2013). Dubai World’s November 2009 request to
halt debt repayments, including payments to holders of a $3.5 billion sukuk issued by the
property developer Nakheel, exposed uncertainty as to the legal rights and obligations of
sukuk holders in default or other distress. See, for example, Heiko Hesse & Andreas Jobst,
Debriefing Nakheel: Wider Implications for the Sukuk Market, Roubini Global Economics, Econo-
monitor (Apr. 29, 2010), available at http://www.economonitor.com/blog/2010/04/debriefing
-nakheel-wider-implications-for-the-sukuk-market/ (accessed May 5, 2013). In banking,
some Egyptian consumers and regulators remain skeptical of Islamic banking as a result of
decades-old fraud cases involving Islamic institutions. See, for example, Flirting with Islamic
Finance, infra note 21 (“For many years, Egyptians have had reservations against Islamic fi-
nance, after firms like Al-Rayan and Al-Saad stripped thousands of Egyptians of millions of
pounds in Ponzi schemes in the mid-1980s”).
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This chapter advocates the adoption of specialized, administratively man-

aged (nonjudicial) resolution regimes for Islamicbanks, for the following reasons:®

Insolvency regimes must mirror the unique features of Islamic banking;
profit-sharing investment accounts are discussed as an example of those
unique features.

Early intervention and expeditious resolution at failure are necessary to
protect consumers, maintain confidence in banks, and preserve the as-
sets of failing or failed banks. These objectives would be best met through
nimble, administratively managed processes rather than through the
courts and subject to generic bankruptcy laws, particularly in jurisdic-
tions in which the courts and/or insolvency laws are not suited for bank
failures or where existing procedures might lead to ad hoc outcomes.’

Islamic banking is, where Shari’ah compliance is concerned, effectively
self-regulating, at both the firm and industry levels. Self-enforced Shari’ah
compliance is appropriate given the relative youth of Islamic banking and
the potential innovation benefits of laissez-faire approaches. But because
Shari’ah shapes all aspects of Islamic banking, self-regulation must be
tempered by robust process-based and outcome-driven regimes that dis-
allow the monopolization of information to an extent that regulators are
limited in their ability to obtain, process, validate, and act on information
pertinent to the health of Islamic banks.

Importantly, the positions advanced in this chapter are premised on the view
that defining legal outcomes through specialized insolvency regimes for
Islamic banks will propel—as a matter of necessity—Islamic banks, standard-
setting bodies, and regulators to improve existing Islamic banking regula-
tion, with much needed policy direction and urgency.

Islamic Banking

Islamic banking has grown rapidly in the past 35 years,"” reaching an esti-
mated value of $1.1 trillion in 2012." Since 2008, growth has accelerated even

10

11

This chapter is concerned only with Islamic banks, and not with Islamic windows of conven-
tional banks.

In some jurisdictions, bank resolution can be ad hoc, even where the law provides for the
regulation of banks by a single authority. For example, in the United Arab Emirates, “on-
shore” banks are supervised by the Central Bank. The Central Bank may appoint a liquida-
tor and not itself liquidate insolvent banks (which are also subject to generally applicable
insolvency laws). Such a framework does not ensure uniformity of outcomes. See United
Arab Emirates Union Law No. 10 of 1980, Concerning the Central Bank, the Monetary System,
and Organization of Banking.

Since shortly after the establishment of Dubai Islamic Bank in 1975. The first modern Islamic
bank was Mit Ghamr, established in 1963 in Egypt. The establishment of Dubai Islamic Bank
is used as a time marker here given the bank’s comparatively large size, wider commercial
banking mandate, and greater visibility.

Camilla Hall, Islamic Banking: Impressive Growth Underscores Success, Financial Times
(Mar. 27, 2012), available at http://www.ft.com/cms/s/0/09a99422-7291-11e1-9be9-00144
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faster. By some estimates, Islamic banking broke $1 trillion in 2009, from
$947 billion in 2008." “One potential scenario” predicts that “global Islamic
banking assets with commercial banks . . . [will] reach $1.8 trillion in 2013 . . .
representing average annual growth of 17%.”" In the Middle East and North
Africa, Islamic banking assets are projected to more than double to $990 bil-
lion by 2015, from $416 billion in 2010.* In Gulf Cooperation Council states,
Islamic banks have “crossed the . . . important 25% [market share] threshold
which means . . . [they] are competing in the conventional market as well.”"®
At the firm level, it is expected that Islamic banks will take near-term steps to
achieve scale through mergers and expansion.'®

The growth of Islamic banks should be welcome. They have the potential
to facilitate financial inclusion, including by meeting the needs of financially
marginalized individuals and small and medium-size enterprises (SMEs) and
capturing assets traditionally beyond the reach of formal economies. Accord-
ing to the World Bank, approximately “2.5 billion adults lack access to formal
financial services, limiting their ability to benefit from economic opportuni-
ties, improve their health and education, and raise their income levels.”"” In
the Middle East and North Africa, a natural market for Islamic banks, “only
18% of adults have a bank account.”’® In Egypt, the most populous Arab state,
fewer than 10 percent of Egyptians have bank accounts, according to some es-
timates.”” In Indonesia, the largest Muslim country by population, SMEs “are
facing a credit crunch,” notwithstanding the relative liquidity of Indonesia’s
commercial banks.? In other majority-Muslim jurisdictions, the market poten-

feab49a. html#axzz2UKZvZVYt (accessed May 5, 2013). This is a conservative estimate. Ernst
& Young, for example, estimates the 2011 value of global Islamic banking assets at $1.334 tril-
lion. Ernst & Young, World Islamic Banking Competitiveness Report 2013: Growing beyond DNA
of Successful Transformation, 6 (Dec. 2012), available at http://www.mifc.com/index.php?ch
=151&pg=735&ac=818&bb=filel (accessed May 3, 2013).

12 Pejman Abedfar, Philip Molyneux, & Amine Tarazi, Risk in Islamic Banking 2 (LAPE working
paper, May 3, 2012). Cumulative estimates include both wholly Islamic banks and Islamic
windows of conventional banks.

13 Ernst & Young, supra note 11, at 6.

14  Ernst & Young, The World Islamic Banking Competitiveness Report: A Brave New World of Sus-
tainable Growth 2011-2012 8 available at http://www.ey.com/Publication/vwLUAssets/IBCR
_Report/$FILE/IBCRReport2011(LR)%20Final.pdf (accessed May 3, 2013).

15 Id., at19.

16 Id., at 66, 70.

17 World Bank, Financial Inclusion: Helping Countries Meet the Needs of the Under-Banked and
Under-Served, available at http://www.worldbank.org/en/results/2013/04/02/financial
-inclusion-helping-countries-meet-the-needs-of-the-underbanked-and-underserved (ac-
cessed May 3, 2013).

18 Id.

19 Business Today Egypt, Payroll Potential, available at http://www.businesstodayegypt.com
/index.php?url=news/display/article/artld:39/payroll-potential/secld:3 (Jan. 1, 2011) (ac-
cessed May 3, 2013).

20 Jay K. Rosengard, If the Banks Are Doing So Well, Why Can’t I Get a Loan? Regulatory Constraints
to Financial Inclusion in Indonesia 1 (Kennedy Sch. of Govt., Mossavar-Rahmani Ctr. for Bus.
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tial for Islamic banking is strong due to religion-based demand.?' In minority-
Muslim jurisdictions, regulators are keen to develop Islamic banking and
finance to cater to small Muslim populations and to attract foreign funds.*

With the growth of Islamic banking and its potential comes the need for
substantively appropriate regulation and effective enforcement. An Interna-
tional Monetary Fund (IMF) study on Islamic banks and financial stability
found that “Islamic banks pose risks to the financial system that . . . differ from
those posed by conventional banks . . . [due to] the specific features of Islamic
contracts, and the overall legal, governance, and liquidity infrastructure of Is-
lamic finance.”* The same study concluded that large Islamic banks, compared
to small Islamic and small and large conventional banks, were the least stable
of the group.* “[L]arge Islamic banks . . . [had] significantly lower z-scores [a
stability measure] than small Islamic banks,” while large conventional banks
were found to have “significantly higher z-scores than small commercial
banks.”?” The growth of Islamic banks in number and size necessitates and
underscores the importance of tailored regulation and insolvency frameworks.

& Govt. Working Paper No. 2011-15, Harv. U. 2011).

21  Some research has shown a preference among Muslim consumers for Islamic banking when
it is available and perceived to be truly Shari’ah compliant. This sentiment was illustrated in
an article about an Egyptian consumer who planned to transfer her savings to Islamic banks
“after spending the last 15 years unwillingly investing her money in interest-bearing invest-
ment certificates . . . [and feeling that her profits were] never blessed.” Sherine Abdel-Razek,
Flirting with Islamic Finance, 1092, Al-Ahram Weekly (Apr. 5-11, 2012), available at http://
weekly.ahram.org.eg/2012/1092/ecl.htm (hereinafter Flirting with Islamic Finance). The article
reflects the preference of some Muslim consumers for Islamic banking, as well as their skep-
ticism, noting the view of some Egyptians that “even Islamic banks in Egypt did not apply
Sharia law completely.”

22 For example, in South Africa, where 2 percent or less of the population is Muslim, authorities
are working to position the country as an Islamic finance hub. Xola Potelwa, S. Africa’s FNB
Hires New Sharia Committee, Faces Regulation Challenges, Reuters (Apr. 30, 2013), available
at http://www.reuters.com/article/2012/08/28/safrica-fnb-sharia-id AFL5E8JQ30M20120828
(accessed May 3, 2013). Similarly, in Zambia, where approximately 12 percent (or less) of
the population is Muslim, the country’s central bank governor explained that Zambia’s
relatively small Muslim population includes ““high value businessmen who control a very
significant share of the Zambian economy,” making their exclusion from the banking sector
hurtful to the economy.” Other Muslim-minority jurisdictions, such as the United Kingdom;
Hong Kong SAR, China; and Singapore, have pursued Islamic finance with varying degrees
of ambition.

23 Cihak & Hesse, supra note 6, at 4-5, countering the minority view that Islamic banking, as
practiced, for example, in Malaysia, “is not very different from conventional banking . . .
[and thus] for purposes of financial section analysis, Islamic banks should be treated simi-
larly to their commercial [conventional] counterparts.”

24 Id., at 13-16 and generally. Finding also that Islamic banks —small and large—“appeared to
be more stable than commercial banks . . . [a] result [that] seem[ed] driven by small Islamic
banks that have higher z-scores than small commercial banks (indicating higher stability),
while large Islamic banks have lower z-scores than large commercial banks.” (Id., at 13-14.)

25 Id., at 14 & note 12, noting that these findings were at 1 percent. The authors indicate a
positive correlation between “greater income diversity” (i.e., nonlending-based income) and
increases in z-scores in large Islamic banks, “suggesting that a move from lending-based
operation to other sources of income might improve stability in those banks.” (Id., at 17.)


http://www.reuters.com/article/2012/08/28/safrica-fnb-sharia-idAFL5E8JQ3OM20120828
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Islamic Banks in Practice
Four of the bedrock principles of Shari’ah that shape Islamic banking are

¢ The prohibition of riba, a term commonly described as interest but that
more broadly connotes the predetermination of fixed and guaranteed re-
turns with elements of excessive risk asymmetry*

e Profit and loss sharing (PLS)

® The avoidance of gharar; that is, uncertainty to a degree that would obfus-
cate or frustrate economic or contractual purpose®

* The avoidance of speculation

As to the prohibition of interest, the Accounting and Auditing Organisation
for Islamic Financial Institutions (AAOIFI) has a standard on the conversion
of banks from conventional to Islamic that is emphatic. That standard requires
as a prerequisite of conversion that “[a]ll traces of conventional transactions
whereby the bank originated monetary assets and is liable to pay interest for
them must be liquidated.”* The prohibition of interest—the primary measure
of profit and marker for managing assets and liabilities in conventional bank-
ing—in principle distinguishes Islamic banks in all aspects of their operations.

Islamic Banking: Commercial Landscape

To compete with conventional counterparts, Islamic banks often benchmark
profit margins to prevailing interest rates (e.g., Libor), both in extending credit
and in sourcing funding through deposits. For example, ijarah (lease finance)
and murabaha (cost-plus-profit sale-based financing) transactions (on the asset
side of the banks’ balance sheets) are typically benchmarked to interest rates.
On the liability side of the balance sheet, Islamic banks raise funds through

26  The concept of riba is well elucidated, as follows:

[R]iba—a term literally meaning “an excess” and interpreted as “any justifiable increase
of capital whether in loans or sales” —is the central tenet of the [Islamic] system . . .
riba covers not only usury but also the charging of “interest” as widely practiced. This
prohibition is based on arguments of social justice, equality, and property rights. Is-
lamic law encourages the earning of profits but forbids the charging of interest because
profits, determined ex post, symbolize successful entrepreneurship and creation of ad-
ditional wealth, whereas interest, determined ex ante, is a cost that is accrued irrespec-
tive of the outcome of business operations. . . . Social justice demands that borrowers
and lenders share rewards as well as losses . . . and that the process of accumulating and
distributing wealth in the economy be fair and representative of true productivity.

Hennie Van Greuning & Zamir Igbal, Risk Analysis for Islamic Banks 7 (International Bank for
Reconstruction and Development/World Bank 2008).

27 AAOQIF], a key standard-setting body, defines gharar as “a state of uncertainty that exists
when the process of concluding a transaction involves an unknown aspect . . . gharar refers
to the status of results that may or may not materialize.” AAOIFI, Shari'a Standards for Islamic
Financial Institutions, Shari’a Standard No. (31), Controls on Gharar in Financial Transactions,
para. 2/1 (Accounting and Auditing Organisation for Islamic Financial Institutions 1432H-
2010) (entire compilation, hereinafter AAOIFI Shari'a Standards).

28 AAOIFI Shari'a Standards, supra note 27, Shari’a Standard No. (6), Conversion of a Conventional
Bank to an Islamic Bank, para. 6/1.
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PLS-based investment accounts (discussed below), which often are managed
to achieve competitiveness with conventional interest-bearing deposit ac-
counts.” Such practices have not gone without criticism. Both from within
and outside the Islamic finance industry, Islamic banks have been accused
of mimicking conventional products, rather than providing truly Shari’ah
-compliant offerings. Critics often cite the practice of benchmarking profits
to interest rates as proof. Some Muslim consumers are skeptical as to the
authenticity of Islamic banking products and refrain from Islamic banking for
that reason.

Legal Landscape: Gaps and Gray Zones

Most of the jurisdictions in which Islamic banks operate, including those in
which Shari’ah is a source of law, have yet to adopt comprehensive legal frame-
works tailored to Islamic banking. Where Islamic banking contracts have been
litigated under civil law, results have been confusing and unhelpful to the
extent that litigation has not yielded Shari’ah precedent.* Although standard-
setting bodies such as AAOIFI and the Islamic Financial Services Board pro-
duce helpful frameworks, these frameworks are generally nonbinding and are
not always timely.*! As noted above, Islamic banks are largely self-regulating
where Shari'ah compliance is concerned: substantive decisions as to the
Shari’ah soundness of products and governance are made by Shari’ah super-
visory boards that comprise Shari’ah scholars who are recruited and remuner-
ated by the banks they supervise and whose decisions are often proprietary.

29  See, for example, V. Sundararajan, Profit Sharing Investment Accounts—Measurement and
Control of Displaced Commercial Risk (DCR) in Islamic Finance, 19(1) Islamic Econ. Studies, 42
(2011) (hereinafter Sundararajan 2011) noting commercial pressures on Islamic banks to pro-
vide “market related returns that might deviate from the underlying asset returns to which
IAH are contractually entitled.” In marketing mudaraba-based accounts, some Islamic banks
indicate, but do not commit to, expected returns comparable to prevailing interest-based
returns on functionally similar conventional products. Other observations on the likeness of
Islamic and conventional banking are at, for example, Abedfar et al., supra note 12, at 10-11,
discussing findings from Malaysia that “only 0.5% of Islamic bank finance is based on PLS
principles”; from Pakistan, that mudaraba companies that “are supposed to operate in the
form of PLS mainly follow non-PLS modes of finance”; from Indonesia, where “PLS modes
of finance accounted for 35.7% in the financing of Islamic banks . . . by the end of 2008”; and,
noting one interesting finding that “while Islamic banks appear to refrain from practicing
PLS modes of finance they face possible greater withdrawal risks than conventional banks.”

30  See, for example, Hdeel Abdelhady, Islamic Law in Secular Courts (Again): Teachable Moments
from the Journey, 18 Intl. L. News (Fall 2009), discussing Shamil Bank of Bahrain EC v. Beximco
Pharmaceuticals Ltd. (2004) All E.R. 1072; Shamil Bank of Bahrain v. Beximco Pharmaceuticals
Ltd. (2003) All E.R. (Comm.) 849; Hdeel Abdelhady, The Front Office Generates Revenue, the
Back Office Creates Value: Operational Excellence Is the Key to Unlocking Lasting Value in Islamic
Finance (ABA & Hawkamabh, the Inst. of Corp. Governance [DIFC] white paper). Both pub-
lications are available at http://www.masspointpllc.com/#!masspointnews-and-publications
/c17jc (accessed May 3, 2013).

31 For example, AAOIFI’s standard on the important subject of distribution of profit from
PSIAs was issued in 2009, more than six years after AAOIFI’s Shari’ah Board decided, in
2003, to issue a standard on the subject. AAOIFI Shar’ia Standards, Shari’a Standard No. (40),
Distribution of Profit in Mudarabah-Based Investment Accounts, App. A: Historical Note on
Preparation of Standard (hereinafter AAOIFI 40).
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Such deficient and sometimes incongruous legal environments breed ambigu-
ity as to the rights and obligations of Islamic banks and their counterparties,
generally and at insolvency. The profit-sharing investment account (PSIA), a
deposit product that yields no interest but is often managed to compete with
interest-based deposits, is discussed here as an example of the issues that ex-
ist and can arise in jurisdictions lacking clear Islamic banking regulation and
insolvency regimes.

PSIAs: A Unique “Liability” of Islamic Banks

Like their conventional counterparts, Islamic banks rely on customer deposits
as a source of core funding. However, Islamic banks do not offer interest or
other fixed, guaranteed returns on deposits (demand deposits® and others),
but rather provide nonfinancial incentives to current account holders, such as
bill payment, checkbooks, and debit cards.” Of interest here are PSIAs, which,
from the consumer perspective, are functionally similar to, for example, con-
ventional savings or certificate of deposit accounts.* Based on mudaraba,®
PSIAs are of two kinds: “restricted” and “unrestricted.”*® They constitute a

32 Current (or checking) accounts are known as amanah accounts. Amanah, an Arabic term,
means, inter alia, “trust,” and its definition includes “deposited in trust” and “a deposit.”
The Hans Wehr Dictionary of Modern Written Arabic 35, 36 (J. Milton Cowan ed., 4th ed., Spo-
ken Language Services, Inc. 1994) (hereinafter Wehr Dictionary). From the Shari’ah perspec-
tive, Islamic banks are custodians of funds held in such accounts. Appropriately, an absolute
reserve requirement attaches to amanah accounts.

33  See, for example, Rodney Wilson, Legal, Regulatory and Governance Issues in Islamic Finance
41 (Edinburgh U. Press 2012), discussing current account services offered by Dubai Islamic
Bank.

34  Mudaraba-based Islamic banking accounts are referred to by some key regulators as PSIAs,
a term that is used herein to refer only to mudaraba-based accounts. See, for example, Dubai
Financial Services Authority (DFSA), The DFSA’s Islamic Finance Regulatory Regime, available
at http://www.dfsa.ae/Pages/DoingBusinesswithDFSA/IslamicFinance/IFRR.aspx (accessed
May 2, 2012); and Bank Negara Malaysia, Guidelines on Musharakah and Mudharabah Contracts
for Islamic Banking Institutions, available at http://www.bnm.gov.my/guidelines/01_banking
/04_prudential_stds/15_mnm.pdf (accessed May 2, 2012). The DFSA is the regulator of finan-
cial (conventional and Islamic) and related activities in the Dubai International Financial
Centre. Bank Negara Malaysia is Malaysia’s central bank.

35 Mudaraba is a form of Islamic partnership between one or more providers of capital (rab al-
maal, pl. arbab al-maal) and one or more parties providing labor or other services, such as in-
vestment management (the mudarib). Mudaraba generally and mudaraba-based bank products
are discussed in AAOIFI Shari‘a Standards, supra note 27, Shari’a Standard No. (13), Mudaraba
(hereinafter AAOIFI 13), and AAOQIFI 40, supra note 31. Mudaraba-based investments also
appear on the asset side of Islamic banks” balance sheets (with the Islamic bank as capital
provider and a third party as mudarib). Like PSIA holders, Islamic banks risk the loss of their
capital in such arrangements, which raises separate but related regulatory and insolvency
risk issues that are not discussed in this chapter.

36 Restricted mudaraba accounts typically are held by more sophisticated customers (e.g., in
the High Net Worth bracket). Unlike unrestricted accounts, restricted mudaraba transactions
are limited to certain investments (e.g., specific projects, industries) per the instruction of or
agreement with the capital provider; thus bank discretion is limited. Importantly, restricted
mudaraba accounts are not balance sheet liabilities for Islamic banks.


http://www.dfsa.ae/Pages/DoingBusinesswithDFSA/IslamicFinance/IFRR.aspx
http://www.bnm.gov.my/guidelines/01_banking/04_prudential_stds/15_mnm.pdf
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significant portion of Islamic banks’ liabilities. By one estimate, more than 60
percent of Islamic banks” funding derives from PSIAs.*”

PSIAs are generally available to all classes of customers, regardless of

sophistication, and often with relatively small opening or minimum balance
requirements.* Funds deposited are pooled with bank funds and invested by
the bank at its discretion. Profits, if any, are distributed between the bank and
PSIA depositors, according to pre-agreed-on percentages. Risk between the
bank and PSIA depositors must be shared coextensively. According to AAO-

IFI:

37

38

39

40

It is not permissible for the capital provider to give the mudarib two
amounts of capital on condition that the profit earned on one of the
two amounts would be taken by the mudarib while the capital pro-
vider would take the profit earned on the other amount. It is not
also permissible for the capital provider to state that the profit of
one financial period would be taken by the mudarib and the capital
provider would take the profit of the following financial period.*”
Similarly, it is not permissible to assign the profit from a particular
transaction to the mudarib and the profit from another transaction to
the capital provider.*

Sundararajan 2011, supra note 29, at 42. “A survey of [a]nnual [r]eports of Islamic banks in
different countries showed that about 62% of total assets of those banks were funded, on
average, by profit sharing investment accounts.” (Id., at note 1.) See also V. Sundararajan,
Risk Measurement and Disclosure in Islamic Finance and the Implications of Profit Sharing Invest-
ment Accounts, Proceedings of 6th International Conference on Islamic Economics and Finance 118
(Munawar Igbal et al. eds., Islamic Development Bank 2007) (unrestricted mudaraba accounts
represented “nearly zero to 80%” of the total deposits of some Islamic banks).

For example, Mashreq al Islami, the Islamic banking arm of Mashreq Bank, according to its
website, requires an initial minimum deposit amount of AED 3,000 (roughly $816 per May
2013 exchange rates) to open a mudaraba-based “savings account,” the mechanics of which
are described on the website as follows:

Under the Mudarabah (Fund management) arrangement, depositor (Rab Al-Mal) au-
thorizes the bank (Mudareb) to invest the deposit according to the unrestricted Muda-
rabah. Funds of the term investment and Savings accounts are invested according to
unrestricted Mudarabah basis in the joint investing pool between the depositors and
the shareholders and the realized profits from the joint investment pool are distributed
between the depositors according to their respective shares in investment.

Mashreqallslami, Personal Banking, Savings Accounts, available athttp://www.mashreqalislami
.com/english/personal/accounts/savings-account/#faq-47573 (accessed May 4, 2013).

Interestingly, however, AAOIFI provides that “when loss is incurred in one mudarabah op-
eration, it can be covered from the profits of other operations, and if it exceeds the profits it
should be covered from capital. What should really matter is the final result of the liquidation
at the end of the financial period specified by the institution.” AAOIFI 40, supra note 31, at
para. 3/2/1. Shari‘ah merits aside, this allowance should come with explicit requirements for
disclosures to PSIA depositors and regulators and policies for management and accounting.

AAOIFI 13, supra note 35, at para. 8/6. The Shari’ah requirement of coextensive risk is el-
emental. For example, in agricultural investment and sharecropping, the “Prophet [Muham-
mad (PBUH)] . . . prohibited speculative sharecropping arrangements, such as agreements
giving parties rights to yields from specific tracts of agricultural land or specific produce
from sharecropped land . . . [and] required that parties agree to apportion the total agri-
cultural produce, whether in percentages or by other measures.” Hdeel Abdelhady, Islamic
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Owing to their nature and objectives, PSIAs have been likened to open-
ended mutual funds and other collective investment schemes. But because
they are offered by deposit-taking banks, regulatory classification of PSIAs
varies. In the Dubai International Financial Centre, PSIAs are classified spe-
cially for regulatory purposes. In the United Kingdom, bank-offered PSIAs
are treated as “deposits,” a classification necessitated by the deposit-taking
function of the offering bank but incompatible with the nature of the prod-
uct.* AAOIFI describes PSIAs as “demand deposits” in one standard,* and
likens the role of mudarib to an asset or fund manager in another standard.*

In theory, PSIA depositors bear the risk of loss of principal, except in cases
of bank negligence, misconduct, or breach of contract. Therefore, no reserve
requirement attaches to PSIAs.* In reality, however, Islamic banks engage in
“return smoothing” to avoid depositor withdrawals in response to losses and
to achieve parity with returns offered by conventional banks. They do this by
various means, including

* Maintaining profit equalization reserve (PER) accounts and investment
risk return (IRR) accounts, essentially rainy-day funds in which excess pe-
riodic profits are held to cover periodic profit shortfalls and capital losses*

* Forgoing, in favor of PSIA depositors, a portion of the bank’s pre-agreed-
on percentage of profits (as mudarib)

Finance as a Mechanism for Bolstering Food Security in the Middle East: Food Security Waqf, 13(1)
Sustainable Dev. L. & Policy 29, 33 (2012), available at http://digitalcommons.wcl.american
.edu/cgi/viewcontent.cgi?article=1524&context=sdlp (accessed June 11, 2013).

41 TheIslamic Bank of Britain, for example, was required by the now-defunct Financial Services
Authority to offer capital certainty to PSIA depositors as a condition of offering PSIA “deposit”
accounts. To bridge the gap between Shari’ah and banking regulations, the Financial Services
Authority and the Islamic Bank of Britain agreed to a two-step process whereby PSIA de-
positors were entitled, as a matter of law, to capital certainty at the time of account opening
and thereafter could, by agreement with the Islamic Bank of Britain, forgo capital certainty.
Andrew Henderson, Islamic Financial Institutions, in Islamic Finance: Law and Practice 54, 69
(Craig R. Nethercott & David M. Eisenberg eds., Oxford U. Press 2012). This two-step pro-
cess, expedient on the front end, could lead to uncertainty in the absence of explicit, effective
disclosure. For example, would depositors’ waivers of capital certainty have been acceptable
and effective only upon their having verifiably received and agreed to express disclosures
as to the nature and consequences of such waivers? Would the waivers, particularly those
given by retail customers, be enforceable against customers in the event of bank insolvency
(thus foreclosing any claims to deposit insurance)? Even if yes, would or should public policy
tolerate, or allow a repeat of, such an outcome, to the detriment of consumer confidence?

42 AAOIFI 40, supra note 31, at para. 2.

43 AAOIFI 13, supra note 35, at para. 9/4. This original Shari’ah standard on mudaraba, under the
heading “Duties and Powers of the Mudarib,” states that “the mudarib must carry out all the
work that any similar asset or fund manager would be liable.”

44 See Greuning & Igbal, supra note 26, at 19-20.

45 PER and IRR accounts are employed to further a common objective, but their mechanics dif-
fer. Excess profits are reserved in PER accounts to cover future shortfalls in profit. Funds are
reserved in IRR accounts to compensate for losses of principal.
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® Deducting from profits owed to shareholders to bolster returns to PSIA
depositors*

The transfer of profits from shareholders to PSIA depositors is known as dis-
placed commercial risk, because the risk of loss is “displaced” to shareholders to
maintain a competitive position.*”

PSIAs raise a number of issues for Islamic bank insolvency and supervi-
sion, not only because of the risk of loss borne by depositors, but also because
of the way these accounts are managed. The Dubai Financial Services Author-
ity (DFSA) highlighted some of these issues in its comments to the G20 Finan-
cial Stability Board on effective insolvency regimes for SIFIs:

The structures used in Islamic finance raise substantial questions
[in insolvency] about depositor preference and deposit insurance.
A common structure in Islamic banking is the . . . (PSIA), which in
market terms plays a similar role to a conventional deposit account.
It is in principle an investment product, in which both return and
principal are at risk, but in practice, banks use various smoothing
mechanisms to provide a return very similar to a conventional de-
posit and often mirroring conventional interest rates in the same
market. Some regulators therefore follow the underlying principle,
and treat PSIAs as investments; others treat them as deposits. Views
in this area tend to be strongly held, and the situation is further com-
plicated by the fact that there has been no legal test of this position
in an insolvency.*

In addition to the classification of PSIA accounts, determinations of de-
positor preference, and rights to deposit insurance (where available), im-
portant questions about PSIA depositor treatment vis-a-vis Islamic banks,
nondepositor creditors, and other PSIA depositors must be addressed.* For
example, should less sophisticated PSIA depositors be treated more favor-
ably than their more sophisticated counterparts? Retail consumer protection
would require this result.”® Should all PSIA holders be given low or no priority

46  See, for example, Sundararajan 2011, supra note 29, at 48-49. In an extreme case, “the Interna-
tional Islamic Bank for Investment and Development in Egypt . . . distributed all of its profits
to investment account holders and nothing to shareholders from the middle to late 1980s.”
Greuning & Igbal, supra note 26, at 176-177.

47 Sundararajan 2011, supra note 29, at 48.

48 G20 Financial Stability Board, Press Release, Comments Received on the FSB Consultative Docu-
ment on Effective Resolutions of SIFIs, DFSA Draft Comment Letter to the FSB (hereinafter DFSA
Comments), available at http://www.financialstabilityboard.org/press/c_110909t.pdf (ac-
cessed May 3, 2013).

49 A rudimentary question is whether PSIA depositors are creditors at all, particularly in the
absence of bank negligence, misconduct, or breach of contract (events that would trigger
different kinds of claims and perhaps render them judgment creditors).

50 Consumer protection and the maintenance of market confidence would justify strict dis-
closure requirements and depositor priority preferences tied to the relative sophistication
of PSIA holders, using, for example, proxy measures of “sophistication,” such as the net
worth or annual income criteria, applied to determine accredited investor status in the
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because they assumed risk of loss? If so, are prevailing standards of disclosure
sufficient to justify this outcome?*' If yes, would the policy objectives of con-
sumer protection and market confidence outweigh a contract-based assign-
ment of responsibility at insolvency? In addition, there are insolvency-related
issues relevant to return smoothing practices. For example, are PER and IRR
accounts the property of the bank, or do PSIA holders have some claim to
those funds in insolvency? If the latter is the case, how and in what percentag-
es should PSIA depositor claims to PER and IRR accounts be fixed? More im-
portant, do regulators understand return smoothing and related accounting
and distribution practices sufficiently to isolate claims to them in insolvency?
At what point should the Islamic bank’s profit for managing PSIAs be consid-
ered realized, and how does this factor into insolvency?** And do regulators
have the information needed to determine if an insolvency is attributable to
negligence or misconduct, which would trigger clear PSIA depositor claims?
These are just some of the questions surrounding PSIAs in insolvency. Ques-
tions about the nature of Islamic banking and the classification and preference
of claims in insolvency are numerous and have yet to be clearly answered or
comprehensively identified.”

United States for purposes of allowing exemptions from registration requirements. See, for
example, United States Securities & Exchange Commission, Accredited Investors, available at
http://www.sec.gov/answers/accred . htm (accessed May 3, 2013).

51 Typically, parties that contract for the least risk (e.g., secured creditors) are accorded higher
priority in bankruptcy. Shareholders, commensurate with their risk and presumed exertion
of control, have low priority. In such creditor hierarchies, PSIA depositors occupy a legal
no-man’s-land because they share risk like shareholders but have no control and are treated
as depositors but have no capital certainty.

52 Related to these questions are AAOIFI standards on the realization of distributable prof-
its, including that “realization of profit in investment accounts does not take place before
protecting the capital” (AAOIFI 40, supra note 31, at para. 3/1/1); “[r]ealization of profit in
investment accounts does not take place before . . . [inter alia] [l]iquidation of mudarabah
assets, which can be either actual liquidation . . . or legal liquidation” (id., at para. 3/1/2/1);
“[i]t is permissible to pay advance amounts to the holders of accounts before actual or legal
liquidations so that final settlement can be made later on [and] [a]fter actual or legal liqui-
dation the institution is committed to make necessary additions to, or deductions from, the
advanced amounts so that each holder of an investment account receives his exact share of
the profit” (id., at para. 5/3). As these and other mudaraba standards make clear, attribution
of entitlement to profit requires meticulous and transparent accounting and reporting that is
very specific as to, inter alia, time and finality.

53  With respect to return smoothing, neither the size of PER and IRR accounts nor the internal
policies governing their management are sufficiently clear. What checks are in place to en-
sure that PER and IRR accounts are properly used and accurately represented in regulatory
disclosures, annual reports, and customer documentation? Publicly available information
does not facilitate ready verification that PER and IRR funds are consistently managed and
distributed in strict accordance with PSIA account documentation, articulated policies, and
applicable standards. Could PER and IRR funds be appropriated for other purposes, such
as to raise firm value or shareholder returns? One study of Islamic banks showed that “Is-
lamic banks [generally] yield lower stock returns for their investors . . . but [yielded higher
returns] during the crisis [period of Q4-2007 and Q4-2008].” Thorsten Beck, Asli Deirguc-
Kunt, & Ouarda Merrouche, Islamic vs. Conventional Banking: Business Model, Efficiency and
Stability 21 (World Bank Policy Research Working Paper No. 5446, World Bank 2010). These
authors state that the “higher liquidity reserves and better capitalization [of Islamic banks]
can explain the higher stock returns.” But it is reasonable to question what, if any, role funds
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Specialized Insolvency Regimes for Islamic Banks

Insolvency regimes for Islamic banks should reflect the nature of Islamic
banking,* comport with Shari’ah insolvency rules, and further Shari’ah-based
objectives for market regulation. In dual jurisdictions in which Islamic and
conventional banks operate side by side, considerations of judicial economy
are particularly relevant.®® The design of resolution regimes should compen-
sate for any general weaknesses of legal and regulatory infrastructure, such as
the inexperience or inadequacy of courts or regulators to expeditiously man-
age bank insolvencies in the absence of specialized frameworks.

In designing insolvency regimes for Islamic banks, it is not sufficient to
focus only on achieving convergence of Shari’ah and conventional insolvency
rules. Shari’ah insolvency rules developed and applied in the context of
single debtors, bilateral relationships, or relatively small groups are not, by
themselves, sufficient to inform resolution regimes for Islamic banks. Rather,
Shari‘ah insolvency rules must be interpreted in accordance with, and fur-
ther the objectives of, Islamic legal and historical views of market regulation,
which require that regulators be empowered to ensure lawful market con-
duct, impose market discipline, promote transparency, and protect consum-
ers. Similarly, it is insufficient to examine conventional insolvency regimes
applicable only to banks, because Islamic banking encompasses banking
and capital market activities. The remainder of this chapter focuses on some
fundamental Shari’ah insolvency rules, the nature and objectives of Shari'ah
market regulation, and an example from the United States of a substantively
harmonized, administratively managed insolvency regime.

reserved in PER and IRR accounts could play in such an atypical performance, particularly
at times in which PSIA depositor expectations for returns might be low (such as during
a financial crisis). Although it is accepted that Islamic banks were not directly exposed to
losses incurred by conventional banks in the 2007-2008 period (an obvious explanation for
the atypically better return to shareholders), it is also accepted that Islamic banks typically
yield lower returns to shareholders. Such issues underscore the need for robust, uniform
accounting rules and practices, meaningful reporting requirements, and effective disclosure.
Without verifiable information, the conclusiveness of some empirical analyses of Islamic
banks’ performance (however measured) is open to doubt.

54 Regulators need to decide whether to tailor insolvency frameworks to Islamic banking as
understood in theory or as practiced, where there is divergence. As indicated above, Islamic
banking theory and practice are not always or reliably the same. Presumably, regulators
prefer that Islamic banking be truly Islamic, to justify and promote competition with and to
secure the benefits of Islamic banking. But regulations must be practical. This is yet another
policy question that is crystallized by insolvency considerations.

55 The author is aware of only two wholly Islamic banking systems, one in Sudan and one in
Iran.
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Shari’ah View: Insolvency (Taflis) and Regulatory
Prerogative (Hisba)

Insolvency regimes for Islamic banks must conform to, or be compatible with,
Shari’ah rules on bankruptcy (taflis)* and Shari‘ah generally. But the extraction
of rules from one area of Shari’ah (bankruptcy) without consideration of other
relevant areas (market conduct and regulation) is an approach that lacks pol-
icy direction. This section discusses some of the basic elements of Shari’ah in-
solvency and market regulation, which together should inform policy choices
on matters such as depositor and other creditor priority in bankruptcy.

Shari’ah Foundational Principles on Insolvency

Shari’ah bankruptcy rules share common principles with what are regarded
as modern insolvency rules. The rules of taflis and varying opinions of clas-
sical Shari'ah scholars were articulated not long after the advent of Islam.”
Islamic law recognizes insolvency as a legal status that triggers both creditor
standing to bring claims and judicial authority to intervene in the financial af-
fairs of debtors.”® Classical Shari’ah jurists recognized both balance sheet and
cash flow insolvency, and courts (judges) were authorized to “interdict” debt-
ors (declaring the debtor insolvent as a matter of law) and prohibit the sale or
other disposition of assets during the pendency of insolvency proceedings.”
Shari’ah deals also with creditors’ rights and respective priorities, but there
are questions as to how those priorities would play out in contemporary prac-
tice. The DFSA has highlighted some of the issues:

[W]e note that thinking about insolvency in the context of Shari'a
law is at a relatively rudimentary level. . . . To give just one exam-
ple, traditionally creditors are only those with matured debt, which
clearly limits the ability of many who would normally be deemed
creditors to take part in insolvency proceedings. One important
feature of traditional Shari’a thinking is that all unsecured creditors
rank pari passu, which clearly limits the ability to establish a hierar-
chy of claims. More work will therefore need to be done to consider

56  The Arabic taflis means bankruptcy or insolvency, or the “declaration of bankruptcy.” Wehr
Dictionary, supra note 32, at 850.

57 Asevidenced by Ibn Rushd’s writing discussed here, infra note 58.

58 IbnRushd, The Distinguished Jurist’s Primer, vol. 2 (Bidayat al-Mujtahid wa Nihayat al-Muqtahid),
The Book of Taflis (Insolvency; Bankruptcy), 341-352 (Imran Ahsan Khan Nyazee trans., Garnet
2000) (hereinafter Ibn Rushd). Ibn Rushd, full name Abt al-Walid Muhammad ibn Ahmad
ibn Rushd, or Averdes, as he is referred to in Western literature, was a distinguished jurist
and a judge (qadi) in Cordova. This work is a book on khilaf (Arabic term that, in this context,
means different views or disagreement), that is, a “discipline that records and analyzes the
differences among Muslim jurists.” (Id., at 33.) It is the equivalent of a modern treatise or
restatement of law that catalogs majority and minority views on points of Islamic law. The
purpose of the book was, in Ibn Rushd’s words, “for guidance of the (would-be) mujtahid
[jurist] in whatever he may encounter of the [legal] issues of this book.” (Id.)

59 Id., at 342-344. “The term iflds [bankruptcy], in the law . . . [has] two meanings. First, when
the debts completely cover the assets of the debtor, and his wealth does not suffice to pay his
debts. Second, when he does not have any known wealth at all.” (Id., at 341.)
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how effective resolution regimes can be implemented in countries
where Shari’a law is a significant element of the legal system. There
may also be instances in Islamic finance where Shari’a may be held
to apply to particular transactions even within a common or civil
law system.*

The DFSA is correct, except that more work is needed to do more than just
“consider how effective resolution regimes can be implemented in countries
where Shari’a law is a significant element of the legal system.” More funda-
mentally, work is needed to fashion Shari’ah-compliant insolvency rules that
reflect the reality that Islamic banks deal with the public and intermediate on
a large scale. Shari'ah-based market regulation is instructive in this respect.

Shari’ah-Based Market Regulation: Hisba®

Islamic law and historical practice favor a strong role for regulators in setting
binding standards of market conduct and carrying out market supervision.
The Islamic framework of government includes the office of the market su-
pervisor (al Muhtasib), the mandate of which is, broadly, “to promote good . . .
and prohibit evil.”®> Bound by law and possessing delegated authority, the
Mubhtasib’s function, like that of the modern regulator, is decidedly executive
in nature.®® The Muhtasib’s powers are greatest in the areas of commerce and
trade.* In the markets, the Muhtasib is duty-bound to promote transparency

60 DFSA Comments, supra note 48. As to creditor priority, this interpretation is not entirely rep-
resentative (and neglects Shari’ah views on market regulation, which should influence in-
terpretations as to creditor priority and other matters). For example, Shari’ah accords higher
priority, assuming certain conditions exist, to parties that have sold or financed property to
a debtor but have yet to be paid in full at the time of the debtor’s insolvency. For example, “If
the corpus of the thing [the property] itself, because of which the creditor has a claim against
the insolvent, has expired, the debt exists as a liability of the insolvent. If, however, the thing
exists and has not expired, but the creditor did not take possession of the price (thaman)
... [some jurists held that] the owner . . . has a prior right to it, unless he relinquishes it and
participates in the liquidation.” (Id., at 341.)

61 Hisba derives from the Arabic root hasb, meaning, inter alia, “reckoning or opinion.” Simi-
larly, the terms hisab (meaning, inter alia, “accounting”) and muhtasib (meaning “accountant,
bookkeeper, comptroller, auditor”) share the same lineage. Wehr Dictionary, supra note 32, at
205-207.

62 Abu al-Hasan Al-Mawardi, The Ordinances of Government (Al-Ahkam al-Sulhaniyya w’ al-
Wilayat al-Diniyya), 260-280, 260 (Wafaa H. Wahba trans., Garnet 2000) (hereinafter, Al-
Mawardi). “The market supervision, or public morals office . . . is an injunction to promote
good if obviously forsaken, and prohibit evil if manifestly done. As God, exalt Him, says:
‘Let there be among you a nation who invite the good, enjoin kindliness, and forbid inde-
cency’ ” (citing the Qur’an 3:104).

63  Id., at 260-280, discussing the role of the Muhtasib as an official office of the state in respect to
both public morals and the regulation and supervision of commerce in the marketplace. See
also Karen Stilt, Islamic Law in Action: Authority, Discretion, and Everyday Experiences in Mam-
luk Egypt (Oxford U. Press 2011), discussing historical accounts of the Muhtasib in Mamluk
Egypt (hereinafter, Stilt). The role of the Muhtasib encompasses both the oversight and regu-
lation of commercial activities and the oversight and regulation of public morals (related to
such matters as public prayer). This chapter is concerned only with market regulation.

64 Al-Mawardi, supra note 62, at 262.



142 The World Bank Legal Review

and market discipline, ensure lawful market conduct, maintain market confi-
dence, and protect consumers® against unlawful and deceptive practices.® To
achieve these ends, the Muhtasib is required to formulate rules based on practi-
cal knowledge of the marketplace.”” According to one historical account of the
Muhtasib’s rule-making role during the Mamluk period in Egypt (1215-1517):

For all of their detailed rules . . . the figh [i.e., law or jurisprudence]
books did not offer much guidance on how the muhtasib should
identify infractions and punish them. . .. A muhtasib needed to know
the tricks [of the market] and how to identify them, and the [Muhta-
sib’s] manuals gave very practical advice on how to detect fraud in
the various trades. On a daily basis, the muhtasib himself added an-
other layer of discretion in deciding how to approach the regulation
of the markets.”®

At the same time, the Muhtasib, consistent with the principle of freedom of
contract in Islamic law, respected market participants’ contracts, so long as
their transactions were understood by them and not harmful to others (in con-
temporary practice, this position would support, for example, strict disclosure
and the restriction of some products to sophisticated consumers).

This brief description of the Muhtasib indicates that the role of the regu-
lator, from the Shari’ah perspective, is clear, requiring practical regulation,
consumer protection, responsiveness to market realities, and respect for the
rights of qualified parties to contract as they see fit. The approaches and objec-
tives of Shari’ah market regulation should be reflected in insolvency regimes
for Islamic banks.

Specialized Insolvency Regimes for Islamic Banks: Administrative
Management and Substantive Hybridization

Because Islamic bank operations are complex in the sense that they encom-
pass traditional banking and capital market activities, and because they offer
sophisticated products to both sophisticated and unsophisticated customers,
specialized regimes for their resolution should be multifaceted, with banking
and capital market components and strong consumer protection objectives.®

65 “Consumer protection was a core part of the muhtasib’s job.” Stilt, supra note 63, at 127,
explaining that in Mamluk Egypt, “the [muhtasib’s] appointment decree from the sultan fo-
cuses almost exclusively on market-related behavior, indicating a strong interest in com-
mercial transactions. From the sultan’s perspective, ensuring that the markets were running
smoothly was more than a concern for the average person’s welfare.”

66 Al-Mawardi, supra note 62, at 261-262.

67 Id., at 279-280. “The market supervisor does not avoid reasoning based on customary prac-
tice, although he refrains from reasoning in jurisprudence.” (Id., at 279.)

68  Stilt, supra note 63, at 127.
69 Indeed, the post-financial crisis adoption of OLA is testament to the need for timely adop-
tion of insolvency regimes that fit the realities of the market and financial firm operations.

Arguably, revisions to U.S. bankruptcy laws and processes should have been made in tan-
dem with or not long after the enactment of the Gramm Leach Bliley Act in 1999, a law that,
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An instructive example of such a specialized, substantively harmonized, and
administratively managed framework is the Orderly Liquidation Authority
(OLA) regime under Dodd-Frank.” The multiparty and multidisciplinary pro-
cess by which OLA was formulated is also instructive because the process of
designing Islamic bank insolvency regimes should include Shari’ah experts,
regulators, standard setters, and Islamic banks.” The remainder of this chapter
discusses aspects of the OLA framework, with a focus on some of the powers
of the FDIC as receiver (separately of deposit-taking banks and OLA-eligible
financial companies) and the treatment of insolvent broker-dealers (also a part
of the OLA framework).

70

71

inter alia, repealed the “affiliation” sections of the Banking Act of 1933 (commonly known as
the Glass-Steagall Act), and thereby removed the statutory wall separating banks, securities
firms, and insurance companies in the United States and opening the door for their affilia-
tion and competition. See Gramm-Leach-Blilely Act, Pub. L. No. 106-102, sec. 101, 113 Stat.
1338, 1341 (1999).

This chapter does not suggest that Islamic banks and OLA-eligible entities have the same
operations or are exposed to or pose the same risks. It is important to note that orderly lig-
uidation is a last resort option available only when it is determined that, inter alia, orderly
liquidation is necessary to avoid damage to the financial system and protect public funds
from bailout scenarios. Furthermore, OLA-eligible financial entities, particularly bank hold-
ing companies, conduct different business lines through subsidiaries. Islamic banks conduct
traditional banking and capital market operations via a single entity, and such organization-
al differences have implications at resolution. Finally, it is worth noting that the OLA frame-
work has not been unanimously embraced; for example, doubts have been raised about the
FDIC’s ability to orderly liquidate financial behemoths subject to OLA and the constitu-
tionality of OLA itself. See, for example, Stephen ]. Lubben, The Flaws in the New Liquidation
Authority, N.Y. Times (April 18, 2012), available at http://dealbook.nytimes.com/2012/04/18
/the-flaws-in-the-new-liquidation-authority (accessed May 5, 2013); United States House
of Representatives Committee on Financial Services, July 9, 2013, Subcommittee on Oversight
and Investigations Hearing titled “Examining Constitutional Deficiencies and Legal Uncertainties
in the Dodd Frank Act,” available at http://financialservices.house.gov/uploadedfiles/070913
_oi_memo.pdf (accessed July 9, 2013). Views on the merits of OLA in the U.S. context aside,
the framework is instructive for Islamic bank insolvency design as a substantively harmo-
nized, administratively managed resolution regime. And, in any case, the components of
OLA discussed herein, for example, SIPA liquidation and FDIC resolution mechanisms, are
instructive as stand-alone features of U.S. bankruptcy and resolution regimes.

See, for example, Board of Governors of the Federal Reserve System, Study on the Resolution
of Financial Companies under the Bankruptcy Code, 1 (July 2011), explaining that Dodd-Frank
required the board of governors of the Federal Reserve System, in consultation with the
Administrative Office of the United States Courts, to conduct a study of various options
for a resolution framework. Multiple federal agencies, such as the Securities and Exchange
Commission and the Commodities Futures Trading Commission, which have exclusive or
shared subject-matter authority over OLA-eligible entities, have a role in the rule-making
and orderly liquidation process.


http://dealbook.nytimes.com/2012/04/18/the-flaws-in-the-new-liquidation-authority
http://dealbook.nytimes.com/2012/04/18/the-flaws-in-the-new-liquidation-authority
http://financialservices.house.gov/uploadedfiles/070913_oi_memo.pdf
http://financialservices.house.gov/uploadedfiles/070913_oi_memo.pdf
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FDIC Resolution of Deposit-Taking Banks

The FDIC-administered resolution regime” provides for a number of mecha-
nisms that aid in furthering three primary policy objectives:

e To maintain public confidence in banks and the financial system

* To preserve and, where practicable, maximize failed bank assets and li-
abilities by, for example, the transfer of liabilities and assets to a healthy
institution (purchase and assumption) or by establishing a bridge bank

* To minimize the cost of resolution to deposit insurance funds™

In addition, in FDIC resolution, the FDIC has the power to repudiate contracts,
disallow claims, and recover assets fraudulently transferred up to five years
before or after its appointment as receiver.”* Importantly, some of the FDIC’s
resolution powers (applicable in bank resolutions) are available, in modified
form, in orderly liquidation.” These and other aspects of the FDIC resolution
process are attractive for the relative flexibility they provide.”

In the case of Islamic banks, receivership powers similar to those of the
FDIC, particularly the ability to repudiate contracts, transfer assets to healthy
institutions, and establish bridge banks (or bridge frameworks), are important,
particularly in cases in which Shari’ah bankruptcy rules might limit a failed
or failing bank’s ability to accelerate and recover against counterparties that
are in default at or around the time of the bank’s distress or insolvency.” The
ability to transfer assets and liabilities to a healthy Islamic bank or to create
a bridge bank is also important given the absence of (demand) deposit insur-

72 The FDIC’s role as receiver, and not as deposit insurer, is discussed in this chapter.

73  See Federal Deposit Insurance Corporation, FDIC Resolutions Handbook 81-88, available at
http://www fdic.gov/bank/historical/reshandbook/ (accessed May 3, 2013) (hereinafter FDIC
Resolutions Handbook). Transfer by purchase and assumption (P&A) is the most used resolu-
tion method. Id., at 82.

74  The FDIC’s powers in some regards here are broader than those of a bankruptcy trustee
under the Bankruptcy Code (judicially managed); for example, the FDIC may repudiate
contracts without regard to type, but a bankruptcy trustee may repudiate only executory
contracts. (Id., at 67-83.)

75 In the OLA context, for example, the FDIC has the power to organize a “bridge financial
company,” the functional equivalent of a bridge bank. Dodd-Frank, Pub. L. No. 111-203,
sec. 210(a)(1)(F) (codified at 12 U.S.C. sec. 5390(a)(1)(D)) (Lexis 2013).

76  Generally, a study of the U.S. experience in supervising and resolving banks is worth re-
view, as it reveals lessons learned (even if not always heeded). As the FDIC has stated: “The
... FDIC learned many lessons about resolving failing financial institutions as it managed
the banking crisis of the 1980s and 1990s. The number of failing institutions, their varied
businesses, and asset sizes afforded the FDIC a wide range of resolution experiences. Be-
cause the crisis lasted a long time, the FDIC had to conduct resolutions at all phases of vari-
ous economic cycles.” FDIC Resolutions Handbook, supra note 73, at 81.

77 In addition, prevailing Shari'ah interpretations prohibit the assessment and retention of
monetary penalties for delinquency in payment (penalties may be assessed to impose disci-
pline but may not be retained by Islamic banks, and thus must be allocated to charity or dis-
gorged if reflected as income to a bank). Some Islamic banks use positive incentives, such as
rebates, to encourage counterparty discipline. See, for example, Abedfar et al., supra note 12,
at 11 & note 9.
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ance in most relevant jurisdictions and to facilitate the transfer of restricted
mudaraba accounts to other institutions.”

In addition to the affirmative powers of the FDIC in resolving deposit-
taking institutions (and its similar powers in the OLA context), the FDIC,
as a matter of case law and statute, has the authority to deem “improperly
documented agreements” nonbinding on failed banks, an important tool for
preserving assets and imposing market discipline.”” In the Islamic banking
context, imposition of market discipline through such authority would be par-
ticularly helpful in light of some of the suboptimal contracting practices that
have become known.*

OLA and SIPA Broker-Dealer Insolvency

The orderly liquidation framework encompasses insolvency rules and proce-
dures for failed broker-dealers, a relevant element because Islamic banks en-
gage in intermediation functions similar to those of broker-dealers that provide
full (trade and advisory) and limited (trade and incidental services only) bro-
kerage services. Some Islamic banks provide investment advisory, placement,
and incidental services in various jurisdictions, including in the capacity of a
mudarib and wakeel (agent under a wakala [agency] agreement). To the extent
that Islamic banks place client funds and provide advisory services, the treat-
ment and disposition of some customer accounts (particularly unrestricted
mudaraba and wakala) will be an issue in insolvency. In connection with this,
the United States Securities Investor Protection Act (SIPA) is relevant to the
extent that it provides for an insurance program that protects the customers
of certain insolvent broker-dealers and a specialized bankruptcy procedure
for broker-dealers.®! In bankruptcy (only Chapter 7 liquidation is available
to broker-dealers), the Securities Investor Protection Corporation (SIPC) is

78 The insurability of PSIA deposits is questionable (risk is borne in principle by PSIA deposi-
tors), but some observers have advocated for insuring PSIA depositors in some fashion. As
noted below, the SIPC’s (privately funded) insurance fund for broker-dealers is an interest-
ing model that might have relevance for Islamic banking where nondemand liabilities (i.e.,
PSIAs) are concerned. As to the ability of regulators to transfer liabilities and/or assets to
healthy firms, regulators must have access to verifiable information about other firms in
the market—this is yet another instance in which insolvency considerations highlight pre-
insolvency regulatory matters that need attention.

79  Thisis a special defense of the FDIC to claims on a failed bank’s assets. As the FDIC explains:
“Like a bank regulator, the receiver must be able to rely upon the books and records of the
failed financial institution to evaluate its assets and liabilities accurately . . . unless an agree-
ment is properly documented in the institution’s records, it cannot be enforced either in
making a claim or defending against a claim by the receiver.” FDIC Resolutions Handbook,
supra note 73, at 74.

80 For a discussion of some representative cases, see, for example, Abdelhady, Islamic Law in
Secular Courts (Again), supra note 30; and Abdelhady, The Front Office Generates Revenue, the
Back Office Creates Value, supra note 30.

81 The insurance fund, mandated by federal statute and maintained by the Securities Investor
Protection Corporation (SIPC) (the SIPC fund) is available only to customers of insolvent
SIPC members, who are required to contribute to the SIPC fund. 15 U.S.C.S. sec. 78ddd
(2013).
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authorized to intervene and initiate (with court approval) a SIPA liquidation.®
In a SIPA liquidation, the trustee (SIPC or a court-appointed trustee) is re-
quired to deliver securities (name securities) to customers of the failed broker-
dealer, to the extent practicable.®® This feature of SIPA-based insolvency
reflects two relevant objectives of the SIPA process: to promote continuity in
market activity and to protect consumers. Both the SIPA and the SIPA-specific
insolvency procedures for broker-dealers are worthy of consideration in the
development of insolvency regimes for Islamic banks as a component of a har-
monized resolution regime relevant to their capital market functions.

Conclusion

The story of the growth of Islamic finance and banking has been recounted
many times, with good reason. In a relatively short period, Islamic banking
has become an international industry, estimated to control more than $1 tril-
lion in assets and with stellar growth projections. The potential of Islamic
banks to contribute to economic and financial sector development and finan-
cial inclusion is well understood. But the full potential of Islamic banking will
not be realized without adequate legal and regulatory support.

As Islamic banks continue to expand across borders and in size, the risks
associated with Islamic banking will increase as a practicality of doing busi-
ness. Islamic banking is too young to absorb the shocks of poorly managed
bank failures. But it is sufficiently mature to be understood and effectively
regulated, including in insolvency. Owing to the nature of Islamic banking
and the need for streamlined, expeditious resolution of failed banks, an ad-
ministratively managed insolvency regime that combines laws appropriate
to Islamic banks’ various lines of business is desirable. One model for such a
substantively harmonized, administratively managed regime is the orderly lig-
uidation framework in the United States. Regulators, Islamic banks, standard-
setting bodies, and other interested parties are well advised to undertake a
collaborative process to develop and implement an insolvency regime for Is-
lamic banks now, rather than to bear the reputational and economic costs of
poorly managed bank failures in the future.

82 11 U.S.C. sec. 742 (2013).
83 11 U.S.C. sec. 78££(1)(b)(1) (2013).



The Role of Law in the Green Economy

Challenges and Opportunities for
the Liberalization of Environmental
Goods and Services

FaBiANO DE ANDRADE CORREA

The green economy is a concept developed by the United Nations Environ-
ment Programme (UNEP) aimed at fostering a transition to a new kind of eco-
nomic growth for both developed and developing countries. It involves the
greening of eleven key sectors of the economy toward a less carbon-intensive
and more resource-efficient development model. It is thus considered one of
the most important economic vehicles for sustainable development and a new
paradigm that can drive growth of income and jobs with less stress put on the
environment.

There are two important legal points related to the promotion of the green
economy. First, the lack of a binding definition of this concept raises criticism
regarding its scope and objectives. Second, law and regulation have an im-
portant role in promoting the implementation of these objectives, at both the
national and international levels. The liberalization of trade in environmental
goods and services (EGS), for example, is important to the greening of the
economy and to the expansion of cleaner technologies worldwide. However,
the lack of a legal definition of EGS, and of a binding timetable for their liber-
alization, hinders progress in this area.

This chapter provides a brief discussion of these issues, first comment-
ing on the definition of the green economy and the role that trade plays in
promoting it, then examining the legal challenges facing liberalization of EGS.
Considering the lack of progress of liberalization of EGS at the multilateral
level, the chapter presents examples of forward-moving regional initiatives,
such as among the Asia-Pacific Economic Cooperation (APEC) agreement par-
ties and in trade agreements signed by the European Union (EU).

Any statements of fact, opinion, or analysis expressed herein are entirely those of the author
and are not attributable to the International Development Law Organization.

Information contained in this chapter draws partly upon work included in Fabiano de An-
drade Correa, “The Implementation of Sustainable Development in Regional Trade Agree-
ments: A Case Study on the European Union and MERCOSUR,” Ph.D. thesis defended at the
European University Institute, Florence, Italy, in June 2013.
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The Concept of the Green Economy

The green economy was conceived by UNEP as an economic model that
would improve human well-being and social equity while also significantly
reducing environmental risks and ecological scarcities:

In its simplest expression, a green economy is low carbon, resource
efficient, and socially inclusive. In a green economy, growth in in-
come and employment should be driven by public and private
investments that reduce carbon emissions and pollution, enhance
energy and resource efficiency, and prevent the loss of biodiversity
and ecosystem services. . .. The key aim for a transition to a green
economy is to eliminate the trade-offs between economic growth
and investment and gains in environmental quality and social inclu-
siveness. The main hypothesis . . . is that the environmental and so-
cial goals of a green economy can also generate increases in income,
growth, and enhanced well-being.!

The green economy agenda implies a departure from many accepted
practices in key sectors of the economy, recognizing that “business as usual”
economic practices cannot respond to global challenges such as climate
change, loss of biodiversity, and the remaining worldwide inequality. The
UNEP green economy report thus proposes the greening of eleven key sectors
of the economy: agriculture, fisheries, water, forests, energy, manufacturing,
waste, buildings and construction, transportation, tourism, and cities. It also
proposes innovative solutions to challenges that are fundamentally linked to
the manner in which economic development is framed and guided by policy
makers. The basic premise is that economic development combined with im-
proved human well-being and environmental protection will result in stable
economic growth. Numerous actors, especially within the private sector, have
important roles in this process of change. Governments and policy makers can
play a key role in “kick-starting” financing for the green economy, as well as
in creating and implementing laws and policies that will guide and support
the transition in each sector.?

The concept of the green economy is both ambitious and promising in
its aim to promote sustainable development through a new economic model
based on environmental sustainability while still providing livelihood op-
portunities. In this regard, a green economy can provide a better alternative
for international cooperation in the pursuit of sustainable development than
development aid, because the aim of a green economy is to build an economic
system that will work for the sustainable development of all nations. At the
same time, the idea of a green economy is controversial for three main rea-

1 United Nations Environment Programme (UNEP), Towards a Green Economy: Pathways to
Sustainable Development and Poverty Eradication—A Synthesis for Policy Makers (2011), avail-
able at http://www.unep.org/greeneconomy.

2 International Development Law Organization (IDLO) & Centre for International Sustainable
Development Law (CISDL), Green Economy for Sustainable Development: Compendium of Legal
Best Practices (2012).
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sons: there is no clear definition of what it means, its scope being very broad;
its relationship to sustainable development is unclear, and it consequently
provokes fears that the international community will return to focusing solely
on the economic sphere as opposed to the three-pillar model of the former;
and it engenders concern that it might lead to “green protectionism” and
new conditionalities in official development assistance trade and investment
patterns.?

Despite the criticism to which it is susceptible, the green economy is a
powerful concept that was cited by the United Nations during the Rio+20
summit meeting in 2012 as one of the most important tools in the pursuit
of sustainable development. Rio+20 renewed the commitment of the inter-
national community to the promotion of an “economically, socially and en-
vironmentally sustainable future for our planet and for present and future
generations,” acknowledging the need to further mainstream sustainable
development at all levels.* The green economy in the context of sustainable
development was one of the two overarching themes of the conference, and
the outcome document of Rio+20, The Future We Want, dedicates a section to it.
Although the provisions of the document do little to clarify the contours
of the concept of the green economy, they address the two main concerns
of most stakeholders: the conceptual ambiguity related to sustainable devel-
opment, especially regarding how it is to be a promotional tool and not a
replacement of the former; and the economic and commercial implications of
the adoption of the green economy as a main policy goal, especially regarding
the fear of green protectionism and new green conditionalities. The language
used is vague, affirming that “we consider green economy in the context of
sustainable development and poverty eradication as one of the important
tools available for achieving sustainable development and that it could pro-
vide options for policymaking but should not be a rigid set of rules.” Never-
theless, it expressly states that green economy policies should be consistent
with international law, should effectively avoid unwarranted conditionalities
and unilateral actions outside national jurisdiction, and should not constitute
ameans of arbitrary or unjustifiable discrimination or disguised restriction on
international trade (paras. 56-58).

Despite these critical issues, the outcome document supports a less impos-
ing and more cooperative approach in implementing green economy policies,
which are fundamental for dealing with key issues such as the modification
of production and consumption patterns, the transition to a more sustainable
lifestyle, and the participation of all relevant stakeholders from the public,
private, and civil society sectors. The main challenge is to put into practice
policies and instruments that will facilitate concrete progress toward the goals
of the green economy.

3 Holger Bar, Klaus Jacob, & Stefan Werland, Green Economy Discourses in the Run-Up to Rio
2012 (FFU Report 07-2011, Envtl. Policy Res. Ctr., Freie Universitat Berlin 2011).

4 The Future We Want, UN Document A/66/L.56, UNGA 66th Session, July 24 2012. (UNCSD
outcome document), available at http://www.uncsd2012.org/thefuturewewant.html.
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Trade and the Green Economy

Trade is considered one of the main drivers of the world economy.> Accord-
ing to a recent UNEP report examining various trends worldwide, the sum of
world exports of goods and commercial services amounted to US$22.3 trillion
at the end of 2010, growing at an average annual rate of 5 percent between 2000
and 2011. Merchandise and commercial services exports rose from 14 percent
in 1970 to 29.3 percent in 2011. In developing countries, the rate had reached
45 percent before the financial and economic crisis of 2008. Trade between
developing countries was the most dynamic segment of global trade in the
first decade of the 21st century, increasing from 39.2 percent of total exports
in 2002 to 50 percent in 2010. However, despite creating economic growth,
increasing volumes of trade put additional stress on natural resources and
increased greenhouse gas emissions. Increased demands for natural resources
by emerging economies coupled with the already unsustainable levels of re-
source consumption in more developed countries led to an unprecedented
surge in resource consumption and trade in the period 1995-2010.°

The UNEP report makes clear that to nurture sustainable development,
trade must be accompanied by regulations that can facilitate the transition to
a green economy, thereby fostering the exchange of environmentally friendly
goods and services (including environmentally sound technologies), increas-
ing resource efficiency, and generating economic opportunities and employ-
ment. The transition to a green economy, in turn, will have the potential to
create enhanced trade opportunities: opening new export markets for EGS, in-
creasing trade in products certified for sustainability, promoting certification-
related services, and greening international supply chains. The adoption of
more resource- and energy-efficient production methods as part of the green
economy is important in securing access to and building long-term compet-
itiveness in international markets. Consequently, a green economy will in-
creasingly be seen as a gateway to new opportunities for trade, growth, and
sustainable development.”

Yet, while a shift to more sustainable trade practices may advance eco-
nomic and social development, a number of important obstacles remain, such
as the lack of or weak regulatory frameworks and enforcement mechanisms.
Thus there is a role for law and regulation to play in the implementation of
these policies, to be addressed through concerted efforts at the international,
national, regional, and local levels.

5  See, for example, Joseph Stiglitz, Fair Trade for All: How Trade Can Promote Development (Ox-
ford U. Press 2005).

6  UNEP, Green Economy and Trade: Trends, Challenges and Opportunities (report prepared by
the Trade, Policy and Planning Unit of UNEP, 2013), available at: http://www.unep.org
/greeneconomy/GreenEconomyandTrade.

7 Id
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The Green Economy and the Law

The promotion of a green economy requires enabling conditions. Interna-
tional law, the international community’s main tool for achieving consensus,
determining common paths of action, and establishing national laws and
regulatory instruments, is the key component that enables the promotion
of a green economy. This chapter focuses on both the international and the
regional frameworks related to this issue.

The rationale of international law as a body of rules and norms that gov-
erns the interaction between states and other international actors has under-
gone change.? This rationale can be explained in three different ways: First,
international law works as the law of nations, given their interest in following
similar rules or applying like standards in their domestic legal orders, includ-
ing, for example, commercial transactions. Second, it is justified due to states’
interest in reciprocally limiting liberties so as to respect sovereignty and jus-
tify noninterference in internal matters; third, and more important, states have
found international law instrumental as a means of achieving common inter-
national goals.’

This three-fold justification for the existence of international law parallels
the transformations that have occurred in international relations and to which
this system of rules attempts to respond. First, international law has changed
in regard to the actors to which it attributes legal personality and which affect
its functioning. International law is still made chiefly by states and focuses on
states, but it has also evolved from a system that merely safeguards the peace-
ful coexistence of states to a system that tries to guide states and other relevant
actors toward the different objectives that emerge at the international level.
Second, international law has seen a considerable evolution in scope, which
has expanded from the safeguarding of coexistence and sovereignty to the
regulation of common objectives such as peace, human rights, security, and
environmental protection. Third, international law currently not only aims at
producing legal rules that create obligations through the traditional form of
treaty making with binding power and led by states but also works increas-
ingly through “soft law” to codify the conduct or opinion of different actors
regarding desirable paths to follow. In such ways, these norms contribute to
solidifying the international legal order."

These observations serve to show that international law is more than ever
a vital instrument for the international community in its attempt to regulate
the globalized, interdependent international relations that characterize the
current international scene. International conferences such as Rio+20, with its
soft-law documents and policy concepts such as the green economy, should
be seen as part of this process. However, lack of concrete progress on relevant

8  Christopher Joyner, International Law in the 21st Century: Rules for Global Governance (Row-
man and Littlefield 2005).

9 Mark Janis, International Law (Wolters Kluwer, 2008).
10 Joyner, supra note 8, at 24.
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regimes for the implementation of agreed-on policy goals, including those
for the green economy, might hinder the advancement of those goals. One
example is the finalization of negotiations on relevant trade law and green
economy issues.

The Green Economy and International Trade Law

The development of new multilateral rules under the World Trade Organiza-
tion (WTO) can provide opportunities for effective collective actions to solve
global problems. For example, the rules-based multilateral trading system can
provide transparency, predictability, and the necessary legal framework for
promoting the trade-related aspects of a green economy. However, the lack
of progress in the creation of new rules on important sectors within the WTO,
such as the stalled Doha negotiations, is creating a barrier for the effective
contribution of trade to the green economy. One example is the liberalization
of trade in EGS.

Liberalizing trade in EGS can create new markets and export opportunities
and provide access to “green” goods and technologies at lower costs and with
greater efficiency. Increased deployment of cheaper and better-quality envi-
ronmental goods helps countries pursue their national environmental policy
objectives and counter environmental degradation and climate change, facili-
tating the transition to a green economy. Moreover, EGS represents a significant
opportunity for development: in 2006, the global market for the environmental
sector was valued at $690 billion. This figure could rise to $1.9 trillion by 2020,
with the greatest market potential in developing countries.

Negotiations on EGS liberalization were part of the WTO Doha Round
mandate, and the Doha Declaration, in paragraph 31(iii), called for the “re-
duction or, as appropriate, elimination of tariff and non-tariff barriers to envi-
ronmental goods and services.” The mandate, however, defined neither EGS
nor the speed or depth of liberalization to be achieved, making progress dif-
ficult, as no international agreement exists on the definition of EGS. A number
of organizations have proposed unilateral definitions; the Organisation for
Economic Co-operation and Development (OECD) defined EGS as “activi-
ties which produce goods and services to measure, prevent, limit, minimize
or correct environmental damage to water, air and soil as well as problems
related to waste, noise and ecosystems.” However, the lack of agreement on
how to define and categorize EGS at the multilateral level has been one of the
main barriers to progress in negotiations on liberalization of trade in such
products at the WTO, and much of the debate within the WTO negotiations
has centered on the identification of specific environmental goods for liberal-
ization. Further, despite the Doha mandate to reduce or eliminate tariff and
nontariff barriers to EGS, substantial obstacles remain; it is estimated that the

11 UNEP, International Trade Centre, and International Centre for Trade and Sustainable
Development (ICTSD), Trade and Environment Briefings: Environmental Goods and Services
(ICTSD Programme on Global Econ. Policy and Institutions, Policy Brief No. 6, ICTSD).
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average world tariffs on EGS are bound at a level of 8.7 percent, almost three
times higher than the average applied rate for all goods, considering full use
of preferences, at 3 percent.'

Regional Initiatives for the Liberalization of EGS

Regional trade agreements, if properly designed, can offer significant oppor-
tunities to promote sustainable practices and be a driver of policy reforms,
increased capacity development, strengthened environmental regulation,
and better cooperation among relevant ministries. In light of the challenges
highlighted above, and given the relevance of liberalizing EGS trade for the
achievement of green economy and climate change objectives in the context of
sustainable development, liberalization of certain EGS through other frame-
works, such as regional or bilateral trade agreements, can be an option.

Asia-Pacific Economic Cooperation

One recent example is the decision to begin liberalizing trade in environmental
goods in the Asia-Pacific Economic Cooperation (APEC) agreement. In 2010,
APEC members" adopted the Honolulu Declaration, in which they outlined
plans to develop a list of environmental goods that “directly and positively
contribute to our green growth and sustainable development objectives.” On
September 9, 2012, APEC members meeting in Vladivostok, Russia, agreed
to voluntarily liberalize tariffs on 54 environmental goods. The Vladivostok
Declaration signatories welcomed and endorsed the APEC list and committed
to reducing applied tariff rates on the listed goods to 5 percent or less by the
end of 2015. The deal has been considered a political breakthrough in that it
represents the first international agreement to liberalize trade on EGS. The 54
subheadings identified in the APEC list are subject to further refinement as
so-called ex-outs (products that can be further subdivided because they serve
two or more functions), based on national tariff classifications. The products
will now need to be interpreted in the individual national tariff schedules of
member countries because different APEC members may use different tariff
codes and different product descriptions for the ex-outs."*

The APEC outcome could also have an important and positive “signal-
ing” effect on the WTO as well as on other regional trade blocs that want to
undertake similar initiatives. While some observers have been critical of the
lack of enforceability of the APEC outcome, the voluntary, nonbinding nature
of APEC decisions could have been a factor in ensuring a successful environ-
mental goods agreement and likely encouraged members to be bolder than

12 Id.

13 APEC comprises 21 members: Australia; Brunei; Canada; Chile; China; Hong Kong SAR,
China; Indonesia; Japan; Malaysia; Mexico; New Zealand; Papua New Guinea; Peru; the
Philippines; Russia; Singapore; Republic of Korea; Chinese Taipei; Thailand; the United
States; and Vietnam.

14  Mahesh Sugathan & Thomas L. Brewer, APEC’s Environmental Goods Initiative: How Climate-
Friendly Is It? 6(4) Bridges Trade BioRes Rev. (Nov. 2012).
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they would have been at the WTO. Furthermore, given the political weight
behind any APEC ministerial decision, it seems unlikely that members would
attempt to raise tariffs once they had been lowered."

Regional Trade Agreements of the European Union

Sustainable development is an important principle in the European Union’s
legal framework, and its guiding treaties and policies determine the pursuit of
this objective at all levels of activity.'® Based on this framework, the European
Union has increasingly sought to integrate sustainable development concerns
into its trade policy and has been including the liberalization of EGS in its
recent trade agreements, which represent an important incentive for these is-
sues to move forward.

The European Union currently has a wide array of trade agreements:" 28
in force, 9 completed but not yet in force (5 of which are economic partnership
agreements, or EPAs, with African and Pacific countries), and several others
under negotiation (with partners such as MERCOSUR, Canada, India, Ma-
laysia, and the Gulf Cooperation Council; furthermore, future negotiations
are said to be starting soon with the United States, Japan, the Association of
Southeast Asian Nations (ASEAN), and Morocco.” EU trade agreements have

15 Id.

16  The Lisbon Treaty reaffirmed this commitment, and in one of the provisions that it shares
with the Treaty on European Union, art. 3(3), states: “The Union shall establish an internal
market. It shall work for the sustainable development of Europe.” In addition, regarding the
external dimension, art. 3(5) states that

in its relations with the wider world, the Union shall uphold and promote its values and in-
terests and contribute to the protection of its citizens. It shall contribute to peace, security,
the sustainable development of the Earth, solidarity and mutual respect among peoples,
free and fair trade, eradication of poverty and the protection of human rights, in par-
ticular the rights of the child, as well as to the strict observance and the development
of international law, including respect for the principles of the United Nations Charter.
(Emphasis added.)

Moreover, under Title V, covering the general provisions on external actions, art. 21.2 deter-
mines that

the Union shall define and pursue common policies and actions, and shall work for a
high degree of cooperation in all fields of international relations, in order to: (d) foster
the sustainable economic, social and environmental development of developing countries, with
the primary aim of eradicating poverty; . . . (f) help develop international measures to
preserve and improve the quality of the environment and the sustainable management
of global natural resources, in order to ensure sustainable development; . . . and (h)
promote an international system based on stronger multilateral cooperation and good
global governance. (Emphasis added.)

These provisions show that sustainable development became a guiding principle of EU
policies in general, being granted a place in the constitutional treaties. Further, a “sustainable
development strategy” complements the legal framework, establishing priorities for actions
and work plans.

17 Agreements that would require notification under either art. XXIV, GATT, or art. V, GATS.

18 European Commission, The EU’s Free Trade Agreements—Where Are We? (Mar. 25, 2013),
available at http://ec.europa.eu/trade/creating-opportunities/bilateral-relations/agreements/
#_europe.
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become not only significant in number but also among the most sophisticated
instruments used in advancing trade liberalization, market access, and other
policy objectives. This expansion of agreements—in terms of number, depth
(i.e., the way in which the European Union seeks to deepen economic integra-
tion, to extend beyond the traditional removal of tariff barriers and quotas
to regulatory policy, and beyond trade in goods to services and investment),
and breadth (i.e., the embedding of economic integration into the wider re-
lationship with the partner country or region)—is related to the many goals
pursued by the bloc through its trade policy.

These agreements can be seen as part of the framework within which
countries can move toward accession to the European Union. They provide the
core of relations between the European Union and its neighbors who are not
candidates or potential candidates; they have become a basic means for pursu-
ing EU development policy goals; and they are used for accessing markets."
This last aspect has been emphasized in Global Europe: Competing in the World,
a communication by the European Commission’s Directorate General —Trade,
which discusses the external aspects of EU competitiveness in the context of the
European Union’s broader competitiveness agenda, presented in the Lisbon
strategy for growth and jobs.” The commission, while claiming that “there will
be no European retreat from multilateralism,” argued the value of trade agree-
ments in furthering the European Union’s market-opening objectives, pointing
out that while the WTO provides the basic ground rules for trade relations
as well as a framework for ongoing negotiation, free trade agreements (FTAs)
can include issues not yet covered by the WTO, including investment, public
procurement, competition, and other regulatory issues. In addition, the com-
mission referred to the stalled Doha Round, and while it recognized the prob-
lems that FTA proliferation can cause for the multilateral system, it defended
the idea that under the right conditions FTAs could “build on” the WTO and
“prepare the ground” for multilateral liberalization, acting as a stepping-stone
rather than a stumbling block. Furthermore, as sustainable development has
become one of the main overarching objectives of EU policy in general, trade
agreements have progressively integrated the promotion of this goal, includ-
ing green economy-related issues such as liberalization of EGS.

The analysis in this section focuses on four EU agreements that provide an
overview of how the above issues have been integrated: (1) the EPA concluded
with the Caribbean Forum (CARIFORUM) in 2008, the first such agreement
to include a “trade and sustainable development” chapter; (2) the FTA signed
with the Republic of Korea, considered the European Union’s flagship agree-
ment given its deep level of integration and broad coverage; (3) the associa-
tion agreement (AA) signed with the Central American countries, the first and

19 Marise Cremona, The European Union and Regional Trade Agreements, in European Yearbook
of International Economic Law, vol. 1, part 2, 245-268 (Christoph Herrmann & Jorg Philippe
Terhechte eds., Springer 2010).

20  Global Europe: Competing in the World: A Contribution to the EU’s Growth and Job Strategy (com-
munication, European Commission, Directorate General —Trade, Oct. 4, 2006).
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only biregional association agreement concluded thus far and among the most
advanced agreements in terms of references to sustainable development; and
(4) the FTA concluded with the Andean countries, the latest one to include a
“trade and sustainable development” chapter, with innovative references to
climate change and biodiversity. These agreements represent an innovative
form of integration of sustainable development objectives within a trade in-
strument, progressively including positive integration measures, in the sense
of using trade to promote important goals of sustainable development such as
the transition to a green economy and the fight against climate change. These
measures include liberalization of trade in important sectors such as EGS, re-
newable energy, transfer of green technologies, support for certification, and
labeling schemes aimed at making the supply chain more sustainable, such
as “fair trade” certified timber and fishing schemes, among others. The fact
that these issues can be included in measures aimed at liberalization within
the trade relations of parties represents an important building block for the
establishment of a multilateral framework regulating these issues, which is
currently lacking.

The Economic Partnership Agreement with CARIFORUM. The EU-CARIFORUM
EPA? was signed on October 15, 2008, and was the first to be concluded among
the African, Caribbean and Pacific (ACP) Group of States negotiations. One
of the main changes introduced by the agreement was the reciprocal grant-
ing of preferences by the two sides, instead of the nonreciprocal, preferential
(duty-free) market access for ACP states, which encompasses trade in goods,
services, trade-related issues, and development cooperation, with strong em-
phasis on sustainable development and regional integration. The preamble
of the EPA contains several references to sustainable development, including
“the need to promote economic and social progress for their people in a man-
ner consistent with sustainable development.”

These preamble references are reinforced in Part II of the agreement,
“Trade-Related Issues,” and chapters 4 and 5 deal with environmental and
social issues, respectively. Among the measures included is a commitment to
facilitate trade in socioenvironmentally friendly goods. Article 183 provides
for the promotion of international trade in such a way as to ensure sustain-
able and sound management of the environment, in accordance with other
undertakings in this area, including the international conventions to which
they are party and with due regard to other respective levels of development.
In this regard, the parties undertake “to facilitate” trade in goods and services
considered to be beneficial to the environment, such as environmental tech-
nologies, renewable and energy-efficient goods and services, and eco-labeled
goods. Article 191 recognizes the benefits and importance of facilitating com-
merce in “fair and ethical trade” products.

21  Economic Partnership Agreement between the CARIFORUM States and the European Com-
munity and Its Member States, OJ L 289/1/3, 30/10/2008.
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The Free Trade Agreement with South Korea. The 2006 “Global Europe” strategy
mandated the negotiation of a new generation of FTAs focusing on countries
with high potential for the EU economy. These FTAs would be ambitious in
eliminating tariffs as well as far-reaching in the liberalization of services and
investment, and in finding novel ways of effectively tackling nontariff barri-
ers. In this context, the negotiations with Korea, the European Union’s fourth-
largest trading partner outside Europe, were launched in 2007 and concluded
in 2009. The European Union-Korea FTA* is considered the most compre-
hensive agreement ever to have been negotiated by the European Union in
terms of trade issues, with import duties eliminated on nearly all products;
far-reaching liberalization of trade in services, including provisions on invest-
ments in both services and industrial sectors; and strong discipline applied to
the enforcement of regulations pertaining to intellectual property (including
geographical indications), public procurement, competition rules, transpar-
ency of regulation, and sustainable development.

This FTA also includes several provisions on sustainable development.
In Article 1, the parties “commit, in the recognition that sustainable develop-
ment is an overarching objective, to the development of international trade in
such a way as to contribute to the objective of sustainable development and
strive to ensure that this objective is integrated and reflected at every level
of the Parties’ trade relationship” (emphasis added). In this regard, a chap-
ter on “trade and sustainable development” was inserted, featuring, among
other provisions, a determination that the parties “shall strive to facilitate and
promote trade and foreign direct investment in environmental goods and ser-
vices, including environmental technologies, sustainable renewable energy,
energy efficient products and services and eco-labelled goods, including
through addressing related non-tariff barriers.” The nature of the sustainable
development-related provisions in this agreement were thus very similar to
those of the CARIFORUM EPA. The difference here, however, was that all of
those measures were condensed into a “trade and sustainable development”
chapter, which was more specific in listing socioenvironmental goods whose
liberalization was to be facilitated by the parties.

The Association Agreement with Central America. The AA between the European
Union and Central America (CA) is a particularly relevant agreement for EU
external relations because it is the first biregional AA to be finalized within
the interregional approach to international relations, which was adopted by
the European Union in the 1990s.” The EU-CA AA?* follows a three-pillar for-
mat that includes chapters on political dialogue, cooperation, and trade. The
AA also has very comprehensive coverage of sustainable-development issues.

22 Free Trade Agreement between the European Union and Its Member States, of the One Part, and the
Republic of Korea, of the Other Part, Off. ]. of the European Union (L 127/6, May 14, 2011).

23 See, in this regard, Fredrik Soderbaum & Luk Van Langenhove eds., The EU as a Global Player:
The Politics of Interregionalism (Routledge 2006).

24 Agreement Establishing an Association between the European Union and Its Member States, on the
One Hand, and Central America, on the Other, Off. ]. of the European Union (May 30, 2010).
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Among other provisions is the “trade chapter,” featuring “trade and sustain-
able development” (Title IV), in which the parties explicitly express their
stance on the “benefit of considering trade related social and environmental
issues as part of a global approach to trade and sustainable development.”

The trade chapter also contains trade-related provisions that go beyond
the facilitation of trade in environmental goods and services and “fair trade”
and other labeled goods, as in the Korea FTA. Article 288, “Trade Favoring
Sustainable Development,” contains recognition by the parties of the value
of international cooperation in support of trade schemes and trade practices
favoring sustainable development, and determination that the parties “shall
endeavor to” (a) facilitate and promote trade and foreign direct investment in
environmental technologies and services and renewable-energy and energy-
efficient products and services, including through addressing related nontariff
barriers; (b) facilitate and promote trade in products that respond to sustain-
ability considerations, including products that are the subject of schemes such
as fair and ethical trade schemes, eco-labeling, organic production, and those
involving corporate social responsibility (CSR) and accountability; (c) facili-
tate and promote the development of practices and programs aiming to foster
appropriate economic returns from the conservation and sustainable use of
the environment, such as ecotourism. Article 289 contains specific provisions
on trade in forest products, including a commitment “to work together to
improve” forest law enforcement and governance and “to promote trade in”
legal and sustainable forest products through instruments such as the use of
the Convention on International Trade on Endangered Species (CITES) with
regard to endangered timber species; and certification schemes for sustain-
ably harvested forest products; regional or bilateral Forest Law Enforcement
Governance and Trade (FLEGT) voluntary partnership agreements. Article
290 deals with trade in fish products, addressing particular issues and mak-
ing reference to multilateral conventions that the parties undertake to adhere
to and effectively implement, such as the agreement for the implementation
of the provisions of the UN Convention on the Law of the Sea relating to the
conservation and management of straddling fish stocks and highly migratory
fish stocks; cooperation to prevent illegal, unreported, and unregulated (IUU)
fishing, to exchange scientific and nonconfidential trade data, experiences,
and best practices in the field of sustainable fisheries, and, more generally, to
promote a sustainable approach to fisheries. Thus, this chapter contains not
only the liberalization of EGS but also windows of opportunity to encourage
trade in key areas such as fisheries and forestry products, which are of great
relevance for the sustainability agenda. This approach has been reproduced
and enhanced in the next agreement analyzed.

The FTA with Colombia and Peru. The Colombia-Peru agreement is an FTA
signed in 2012,% similar in structure to the Korea FTA, but including deeper
sustainability provisions, like those in the Central America AA. A “trade and

25  Trade Agreement between the European Union and Its Member States, of the One Part, and Colombia
and Peru, of the Other Part, Off. ]. of the European Union (Dec. 21, 2012).
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sustainable development” chapter has also been inserted, featuring trade-
related provisions that go beyond even those of the Central America AA. Ar-
ticle 271, “Trade Favoring Sustainable Development,” contains recognition
by the parties of the value of international cooperation in support of trade
schemes and trade practices favoring sustainable development, and a deter-
mination that the parties “shall strive to facilitate and promote” (a) trade and
foreign direct investment in environmental goods and services; (b) business
practices related to CSR; and (c) the development of flexible, incentive-based
and voluntary schemes.

Articles 272-275 contain specific provisions on (a) trade in biodiversity
products (Article 272), with commitments to: endeavor to jointly promote the
development of practices and programs aiming to foster economic returns from
the conservation and sustainable use of biological diversity; endeavor to create
conditions to facilitate access to genetic resources for environmentally sound
uses and not to impose restrictions that run counter to the objectives of the
United Nations Convention on Biological Diversity (CBD); confirm that access
to genetic resources shall be subject to the prior informed consent of any party
providing such resources, unless otherwise determined, and to take appropri-
ate measures, in accordance with the CBD, to share the results of research and
development and the benefits arising from the commercial and other utiliza-
tion of genetic resources with the party providing such resources; strengthen
the capacity of national institutions in relation to the conservation and sus-
tainable use of biological diversity; (b) trade in forest products (Article 273),
including a commitment to work together to improve forest law enforcement
and governance and to promote trade in legal and sustainable forest prod-
ucts through instruments such as CITES, with regard to endangered timber
species; the development of systems and mechanisms for verification of the
legal origin of timber products throughout the market chain and voluntary
mechanisms for forest certification; (c) trade in fish products (Article 274), ad-
dressing particular issues and cooperation in the context of regional fisheries
management organizations of which they are parties, to revise and adjust the
fishing capacity for fishery resources, adopt tools for monitoring and control,
to ensure full compliance with applicable conservation measures, and adopt
actions to combat IUU fishing; (d) trade and climate change issues (Article
275). The measures would include facilitating the removal of trade and invest-
ment barriers to access to innovation, development, and deployment of goods,
services, and technologies that can contribute to mitigation or adaptation, tak-
ing into account the circumstances of developing countries; and promoting
measures for energy efficiency and renewable energy that respond to environ-
mental and economic needs and minimize technical obstacles to trade.

The provisions contained in these trade and sustainable development
chapters have been made as a quasi-soft-law obligation, without a precise
definition of modalities or timelines. Thus, while these provisions represent
a starting point that can be used to move forward with these novel and im-
portant issues, how they will be implemented with this very diverse set of
partners remains to be seen.
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Conclusion

The analysis undertaken in this chapter allows us to conclude that law has a
relevant role in the promotion of the green economy. International law rep-
resents the instrument for the international community to agree on common
goals and paths of action, while regional and national law remain fundamen-
tal in the implementation of such goals in a more specific context. One impor-
tant area, in this regard, is trade law, given the key role played by trade in the
promotion of the green economy. However, considering the stalled negotia-
tions at the multilateral level in the WTO, the regional sphere constitutes a
valuable means to move forward with the implementation of trade and green
economy issues.

The liberalization of EGS, for instance, despite being featured as an im-
portant point within the Doha negotiations, has not progressed at the multi-
lateral level. Thus, any progress achieved in this area in the context of regional
trade agreements will represent an important building block for this issue to
move forward. The two regional initiatives discussed in this chapter show dif-
ferent aspects of this matter.

The APEC list of environmental goods represents a first initiative to es-
tablish a timeline for liberalization of EGS. Services, however, are not includ-
ed, and will apply only to APEC’s member-state markets. Furthermore, it is
hard to assess how significant the eventual tariff reductions will be, as it is
uncertain how individual APEC countries will implement the commitment
and how they will define the ex-outs for which they decide to reduce applied
tariffs in terms of their own tariff schedules. The APEC decision, in any case,
remains of high political significance, and lessons learned from this approach
can be useful in designing similar initiatives in other regional groupings, and
also at the WTO.?

The other initiative analyzed, the EU trade agreements, represent the
other side of this issue. The commitments in these agreements are broader and
would apply to the markets of both the European Union and the partner, thus
fostering the liberalization of EGS in a wider context. However, the measures
in the EU agreements are drafted as soft obligations without precise defini-
tions of modalities or timelines to “facilitate,” “strive to,” and “incentivize”
the liberalization of trade in goods and services that might have a beneficial
social and environmental impact, such as EGS, fair trade products, trade in
certified timber, and sustainable fisheries.

These provisions represent a starting point that can be used to move for-
ward with these issues, which are fundamental to the transition to a green
economy and sustainable development but are also still left outside a mul-
tilateral framework. At the same time, most of these measures are drafted in

26  For more information, see Renee Vossenaar, The APEC List of Environmental Goods: An Analy-
sis of the Outcome and Expected Impact (Issue Paper No. 18, Intl. Ctr. Trade & Sustainable Dev.,
2013).
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“soft” language and open-ended obligations. In this regard, a multilateral
framework would still be important to ensure coherence and effectiveness in
relation to the wider sphere, and national measures would have an important
role to play in assuring the implementation of these provisions in an effective
and appropriate way.
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Institutional Responses to
Social Demands

Enhancing Access to Justice in Colombia
DaviD F. VARELA AND ANNETTE PEARSON

Over the past 40 years, Colombia has made great strides in addressing is-
sues related to access to justice. The impetus for change has been multifaceted:
Colombian nongovernmental groups have demanded new social priorities;
regional social movements have pushed for improvements in the areas of hu-
man rights, land policy, and ethnic issues; international legal and political
theories regarding access to justice have come into greater focus. The stron-
gest institutional response has come from progressive constitutional devel-
opments in the administration of justice. Since the Constituent Assembly ap-
proved a new constitution in 1991, Colombia has witnessed groundbreaking
progress in jurisprudence and pronounced institutional development in many
branches of the justice sector.

Long-term strategies for the justice sector, and access to justice in parti-
cular, were recently articulated in the government’s Visién Colombia Segundo
Centenario: 2019." A Commission of Experts subsequently explored these
strategies to augment plans for justice reform and issued its final report in
June 2010.2 Both of these policy documents focus on reducing the barriers that
hinder access to justice, rationalizing the use of justice services, and promot-
ing wider use of alternative (nonjudicial) justice mechanisms.

1 Departamento Nacional de Planeacion, Vision Colombia Segundo Centenario: 2019; Garantizar
una justicia eficiente (2008). This document contains the ground rules, the aspirations, and
the guiding principles of the Colombian political system, economic model, and social de-
velopments. However, all these achievements are just the base that will enable the country
to make a qualitative and competitive leap toward the new economic, political, and social
scenarios of the 21st century. To do this, it is necessary that both the state and society take
responsibility for undertaking a great, collective planning exercise, both medium- and long-
term, that goes beyond four-year development plans.

2 The Commission of Experts for the Reform of Justice (Comisién de Expertos de Reforma a
la Justicia), was created by Presidential Decree No. 4932 in December 2009. The commission
issued its Final Report in Bogota in June 2010 (hereinafter, Commission of Experts). The stra-
tegic areas for review included structural issues concerning the judiciary; the relationship
of the judiciary to the other branches of government and civil society; the functions of the
Ministry of Justice and the Office of the Attorney General; the national coverage of judicial
services; tutela, or constitutional protection order, and other constitutional mechanisms; re-
sponsibility and judicial ethics; judicial delays; and the role of jurisprudence, disciplinary
regimes, and alternative justice. See http://www.cej.org.co.
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This chapter looks at the policy of rationalization from the perspective
of access, especially for vulnerable social groups. In the Colombian context,
the term rationalization refers to the distribution of public demand for justice
services among a wide range of traditional and alternative conflict resolution
mechanisms that have been developed since the constitutional reforms of
1991. Following this introductory section, the next two sections of the chapter
provide background information on how the concept of access to justice has
changed in Colombia since 1991. Changes in the way access to justice was
defined led to the creation of wide-ranging programs to combat a number
of barriers that reduced access, especially for poor and vulnerable groups.
The fourth section introduces the concept of rationalization, underscoring
the fact that it must go beyond the simple diversification of formal, informal,
and administrative options for resolving legal disputes and social conflicts. A
pyramid model of dispute resolution alternatives is presented as a conceptual
framework for examining the challenges that this proposal poses for the ar-
ticulation of the justice sector in Colombia.

National institutions and legislative developments have progressively
charged municipalities with tasks that the justice sector previously consid-
ered national responsibilities. The fifth and sixth sections identify a number of
issues related to the delegation of justice services that are not adequately con-
sidered in rationalization policies, as currently proposed by the Commission
of Experts. For that matter, these services are not fully discussed in govern-
ment proposals that seek to expand access to justice in general.

In short, rationalization of justice services from an institutional point of
view fails to consider access barriers from a citizen’s point of view, ignores
the very limited national coverage of several significant justice operators, and
does not differentiate between those problems that can be addressed fairly
by local, informal, or administrative justice alternatives and those problems
in which rights are not yet well recognized and for which fast-track access to
judicial forums is vital.?

Changes in the Concept of Access to Justice

The Right of Access to Justice

The Constitution of 1991 represents a critical milestone in Colombia’s trans-
formation toward a more just, peaceful, and democratic state—a social state
based on the rule of law (estado social de derecho). The constitution not only
introduced substantial reforms to overhaul the justice system but also trans-

3 This chapter focuses its discussion of rationalization and access to justice on poor house-
holds and vulnerable groups, and in particular on women. In no way is this meant to take
away from the significant barriers faced by other vulnerable groups, such as ethnic commu-
nities, children and adolescents, people with disabilities, victims of the internal conflict, and
the elderly.
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formed the concept of access to justice dramatically. Features of jurisprudence
under the constitution and subsequent Constitutional Court include

e Access to justice as a fundamental right

* Legal justification for differential treatment and affirmative action to pro-
mote equality for historically deprived population groups

e Special jurisdictions providing for community and ethnic-community jus-
tice systems

* Promotion of alternative dispute resolution mechanisms as options for
access to justice

This conceptual modification made it unacceptable to define access to jus-
tice merely as access to the courts or to legal representation via public defenders
and legal aid clinics. Simplified and more user-friendly judicial mechanisms
were introduced to safeguard people’s rights and interests: a writ to order
administrative officials to fulfill their obligations (accién de cumplimiento); a
procedure to protect collective rights (accion popular); another to protect the
rights of specificsocial groups (accion de grupo); and a fast-track, citizen-initiated
action to protect fundamental rights (accién de tutela). From the public per-
spective, the most important of these measures has been the accion de tutela,
which can be availed through less formal proceedings, with minimal legal
requirements (e.g., the presence of a lawyer is not necessary), and for which
a fast judicial decision is required by law. For instance, in 2001 Decision 1195,
the Constitutional Court ruled that the right of access to justice consisted of

appropriate and effective procedures to determine legal rights and
obligations; timely resolution of controversies without unjustified
delays; respect for due process; availability of a broad and sufficient
range of mechanisms to resolve conflicts; specific mechanisms to fa-
cilitate access for the poor; and national coverage of justice services.

New Institutional Actors

The Constitution of 1991 broadened the range of institutional and civilian ac-
tors involved in the administration of justice and the protection of human
rights. New entities and institutions were created, including the Constitu-
tional Court, the Public Prosecutor’s Office (Fiscalia General de la Nacion;
FGN), and the Ombudsman’s Office (Defensoria del Pueblo), which includes
the public defenders system. At the community level, equity-based justice ser-
vices were created, comprising special jurisdictions for justices of the peace
(jueces de paz) and the office of the equity conciliator. Under the Colombian
constitution, Special Jurisdictions for Indigenous Communities allowed au-
thorities in indigenous communities to have jurisdiction within their terri-
tories, in accordance with their “uses and customs.” In addition, executive
and local government agencies, in cooperation with some private actors, were
charged with justice-sector duties to ensure access to national government-
provided alternative and complementary services to the court system.
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The Constitutional Court and National Agendas

Since the passage of the constitution, the Constitutional Court has become a
key proponent of ensuring access to justice. Since its inception, the court has
taken groundbreaking and progressive steps in making jurisprudence more
accessible for the protection of individual and social rights. It has protected
the rights of women, forcibly displaced populations, indigenous and Afro-
Colombian communities, children, prisoners, religious minorities, the elderly,
and the handicapped. It has upheld such social rights as the right to health
and the right to a dignified dwelling. Despite some criticism, the court has as-
sumed a role that goes beyond the judicial decision itself, extending to the su-
pervision of compliance, such that “effective enjoyment of rights” is realized.

Access tojustice has also been included in national public policy and sector
-specific development agendas. For example, it has been mainstreamed in the
National Program to Promote Non-violent Family Relations, known as Haz
Paz, which addresses domestic violence issues, and has been incorporated into
the objectives of Red Unidos, a social protection network created to reduce ex-
treme poverty in Colombia.* As a product of the 14th Ibero-American Judicial
Summit Meeting in March 2008, Colombia signed the Brasilia 100 Regulations
Regarding Access to Justice for Vulnerable Groups. Through these actions,
the state has recognized the importance of access to justice as a tenet of social
inclusion and citizenship.

Programs and Services to Address Access Barriers

During the past two decades, increased attention has been placed on reducing
the barriers that citizens face, especially the poor, in securing access to justice
and pursuing legal recourse and remedies in a variety of settings. In addition
to streamlined instruments to defend fundamental rights (e.g., tutela),” a sig-

4 Previously known as Red Juntos, this program aims to address the multidimensional nature
of poverty and has 45 strategic objectives, 2 of which deal directly with access to justice: (1)
household members should know their rights and duties as citizens and be able to identify
their legal needs and the appropriate justice institution for resolving disputes (i.e., access to
alternative methods of conflict resolution are favored over the court system); and (2) house-
hold legal matters should receive prompt attention from justice operators and be considered
relevant for alternative conflict resolution mechanisms. The World Bank—financed Justice
Services Strengthening Project is financing the first national survey of unmet basic justice
needs. See World Bank, Report No: 47338-Co, Project Appraisal Document on a Proposed
Adaptable Program Loan in the amount of US$20 million to the Republic of Colombia for
a Justice Services Strengthening Project—Phase I (APL1) in support of the First Phase of
the Justice Services Strengthening Program, November 6, 2009, Poverty Reduction and Eco-
nomic Management Sector Management Unit, Colombia and Mexico Country Management
Unit, Latin Americans and the Caribbean Region.

5  While tutela was never intended to be a grand-scale solution to the larger access to justice
problem, its widespread popularity demonstrates that reducing barriers created by judicial
procedures, judicial culture, and rules of legal representation can improve access to justice.
It may also generate externalities for regular cases that are crowded out by the priority al-
located to tutelas. The Commission of Experts for Justice Reform recognized the contribution
made by tutelas to access goals and recommended maintaining them, but proposed modi-
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nificant number of programs and projects have been developed at the national,
departmental, and municipal levels, sometimes in combination with other
justice objectives or national goals. These programs address barriers such as
costs and delays associated with litigation, excessive procedural formalities,
difficulties due to language and cultural differences, lack of information on
legal rights, and the need for legal advice and representation.

Substantial reforms have been made to civil and criminal justice systems.
A public prosecutor’s agency and a public defense system have been estab-
lished, and the number of public prosecutors and public defenders has been
increased. New administrative and community justice agencies have been set
up; the number of conciliation centers has grown; and innovative “one-stop”

Box 1. Small Claims Courts

Upon the request of the Colombian Judicial Superior Council, the World Bank has
been entrusted with the design of a management model for a proposed “small
claims court system” with jurisdiction over civil, commercial, and family matters.
This initiative, a follow-up on previous attempts to address concerns over the in-
ability of the current system to serve low-income users adequately, hopes to fill
a vacuum that the justices of the peace and other alternative dispute resolution
mechanisms have been unable to fill.

This initiative is still at the inception stage, making the feasibility of the final
proposals unpredictable, but it is worth mentioning that an ambitious participa-
tory methodology has been accepted by both the council and the Bank. This meth-
odology will allow substantial fieldwork to be conducted to create a blueprint of
a proposal that subsequently will be validated by other justice-sector participants.

The two main challenges of the design process identified so far are (1) dif-
ferentiating these “small claims courts” from the traditional municipal courts
while minimizing or eliminating any overlap or duplication; and (2) developing
a particular workflow that could provide a “firewall” for these courts, protecting
them against the litigious practices common in the rest of the Colombian court
system, which can potentially transform even the simplest judicial process into a
protracted set of motions and countermotions.

The international experience reviewed by the Bank team indicates that one
of the most relevant features of “small claims courts” is mandatory pro se repre-
sentation (i.e., no attorneys should be allowed to represent either party), which
would be fully consistent with the small amounts involved, the low complexity
of the issues, the low-income profile of most users, and the zero-cost approach
required by these users. The optional pro se representation risks converting small
claims courts into another municipal court, as seen in the experience of Sao Paulo
State in Brazil, where lawyers seek to benefit from the addition of a new layer of
the court system and perpetuate traditional practices.

fications when they were used against decisions made by the highest courts in the judicial
structure.
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programs—community justice houses and victim assistance centers, for ex-
ample—have been created, mainly at the municipal level. New types of judges
to deal specifically with small claims, land, agrarian, and other rural matters,
or who can deal with issues in multiple areas of law, were on the statute books
for years before recent developments regarding land restitution and small
claims courts with multiple jurisdiction have opened the way to innovation
within the judicial branch (see, for example, box 1).

Among the various alternative dispute resolution (ADR) methods, concil-
iation has become the most popular in Colombia because it provides prompt
and effective means for dispute settlement at a relatively low cost. For instance,
conciliation can contribute to rapid contract enforcement and help solve minor
family and neighborhood conflicts. The private sector considers conciliation a
substitute for a slow court apparatus; however, because contract enforcement
through the judiciary is not predictable, some companies prefer to use concili-
ation even if it involves higher costs in the short term. About three hundred
formal conciliation centers operate in Colombia, and independent mediators
(most but not all of whom are lawyers) are very active. Conciliation services in
Colombia are provided via conciliacion en derecho (with lawyers as conciliators
operating within the applicable legal framework; see box 2) and conciliacion
en equidad (with nonlawyer conciliators deciding in equity). In marginal ar-
eas, conciliacién en equidad may be the most suitable conciliation mechanism

Box 2. Conciliacion de Derecho

“Conciliation based on law” is increasing in importance in Colombia. Concilia-
tors work in centers approved and supervised by the Ministry of Justice and Law
(Ministerio de Justicia y Derecho) and can be located at universities, chambers
of commerce, and centers created by private and public agencies. The number
of centers has grown from 11 in 2001 to 345 in March 2011. Between 2002 and
2009, a total of 523,232 conciliations were undertaken in these centers.

The distribution of the 25,899 conciliators associated with the centers still
privileges larger cities.

Area Number of cases Percent of total
Civil and commercial 39,711 73.77
Criminal 386 0.71
Family 12,061 224
Other special cases 1,672 3.1

Source: Ministerio del Interior y Justicia (MI]), “Conciliation Based on Law” (2007).

Information on the socioeconomic status of the clients of the centers is not available;
however, based on the fees charged, it appears that low-income groups and vulnerable
sectors of the population do not use this type of mechanism. Each center is responsible
for submitting routine reports to the MIJ on the number of requests, hearings, and cases
resolved. Based on the data observed, gender-differentiated data are not collected.
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for many disputes. These claims include, for example, noncompliance with
payment of debts, rental agreements and other types of contracts, disputes be-
tween neighbors, and matters related to property boundaries. These reforms
and new developments have given rise to a considerable increase in the num-
ber of justice operators, both formal and informal (see table 1).® According to
national statistics, the total number of justice-sector operators doubled from
16,073 in 2003 to 32,935 in 2008.

Table 1. Increase in the number of formal and informal justice operators*

2003 2004 2005 2006 2007 2008

Judges 3,970 4,073 4,073 4,285 4,479
Public defenders 1,015 1,138 1,369 1,795 2,011 2,257
Public prosecutors 3,638 3,640 3,640 3,640 4,051
Family defenders 513 495 513 497 527
Notary publics 613 613 613 613 856
Labor inspectors 179 179 179 179 328
Municipal personeros 1,098 1,098 1,098 1,098 1,098
Law-based conciliation centers 185 216 236 259 286 310
Potential law-based conciliators

(Public officers with

conciliation powers) 4,786 5,636 6,486 7,334 14,820
Equity conciliators 823 1,862 2,424 3,365 5,203
Elected jueces de paz .. 834 1,401 1,418 1,054

* Figures for potential law-based conciliator include municipal comisarias de familia and inspectores
de policia.

Source: Departamento Nacional de Planeacion, Visién Colombia Segundo Centenario: 2019; Garantizar
una justicia eficiente (2008), p. 7, based on figures from the Ministry of the Interior and Justice, the
Public Prosecutor’s Office, and the Judicial Superior Council.

Understanding the Legal Needs of the Population: Initial Findings

Empirical studies of (unsatisfied) legal/justice needs of the population can
significantly improve the design of public policies and the delivery of jus-
tice services.” Legal experts and proponents of access to justice contend that
examining the complexity of justice needs helps in determining the level of
intervention necessary and contributes to the development of sound poli-
cies. A full-fledged national study on the unsatisfied legal/justice needs of the

6  “Formal justice” is the impartial and coherent application of laws and institutional regula-
tions; “informal justice” is applied by a variety of voluntary persons who seek to strengthen
peaceful coexistence and who have been trained and authorized to assist with the handling
of certain types of citizens” disputes.

7  This section draws on the text of Colombia—Justice Sector: Social Assessment (World Bank
Dec. 4, 2008).
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population has yet to be conducted in Colombia.? In the past five years, how-
ever, empirical work has taken place in cities and small municipalities that
shed light on these issues.

The Corporacion Excelencia en la Justicia (CEJ) Study

CE]J released the first study in Colombia on unsatisfied legal needs of Colom-
bian households (June 2008).° The purpose of the study was to learn about the
legal needs of poor households (low to medium-low income groups) in the cit-
ies of Armenia and Chia, what they did about those needs, and how satisfied
they were with the outcomes."” Underpinning the rationale of the study is the
notion that justice reforms should benefit the poor, and that their needs and
preferences should inform the design of interventions. Specifically, the study
argues that equal and effective access to justice has the potential to empower
disadvantaged groups and reduce their vulnerability.

The study’s findings reaffirm the common belief that the court system
is profoundly disconnected from the lives of many Colombians. Some of the
study’s major findings:

o There is a high level of unsatisfied legal needs among poor households. A signifi-
cant proportion of poor households facing a situation with a legal dimen-
sion did not turn to any part of the justice sector for help.

The study asserts that lack of access deepens the vulnerability of poor
households. Although the principle of access to justice is reflected in the
legal system, in reality, the average citizen faces significant economic, cul-
tural, and institutional obstacles that constrain access. Of the households
surveyed in the cities of Armenia and Chia, 84 percent stated that they did
not turn to the formal court system for help to resolve a legally oriented
conflict."

8  This activity is being supported under the ongoing World Bank—financed Justice Services
Strengthening Project (Loan No. 7824-CO) and should be finalized by the end of 2013.

9  Corporacién Excelencia en la Justicia (CE]), Estudio de necesidades juridicas insatisfechas en las
ciudades de Armenia y Chia (CEJ 2008). The study did not assess the (unmet) legal/justice
needs of the rural population, for which poverty levels are higher, or how the presence of
armed conflict at the municipal level significantly affects access.

10 The study examined legal/justice needs in 13 areas: labor, family, neighborhood disputes,
housing, public services, health, education, criminal matters, discrimination, debt, identity
matters, consumer rights, and civil responsibility.

11 These findings are consistent with justice-sector data. Based on a 1997 justice survey, the CE]J
estimated that 63 percent of crimes go unreported and that 40 percent of all reported crimes
go unpunished. The 1997 survey indicated that people do not seek judicial relief because of
lack of trust in the transparency and effectiveness of the system. The same survey reported
that chronic congestion, excessive delays, a complex and cumbersome procedural frame-
work, and difficulties in execution of judicial orders contributed significantly to this lack of
trust (cited in DPK Consulting, Reforma de la justicia colombiana: Informe final 10, 15 (project
report for Judicial Conflict Resolution Improvement Project, World Bank, Aug. 2004) (avail-
able in the World Bank project file for closed Loan No. 7081-CO, Judicial Conflict Resolution
Improvement Project) (hereinafter, DPK Consulting).



Institutional Responses to Social Demands 173

o The reasons people gave to stay away from the court system can be grouped as
follows: pervasive distrust in the system, lack of legal empowerment to demand
justice remedies, high opportunity costs, insufficient knowledge of the justice sys-
tem, and a sense that the problem was best resolved outside the system.

In 2008, a second study of unsatisfied conflict resolution needs among
poor and nonpoor households' found that the types of conflicts that most
affect poor households are related to housing, health, family, and criminal
victimization. Nearly 51 percent of households sampled in Bucaramanga,
Buenaventura, and Cienaga did not turn to the justice sector to resolve their
conflicts. Of those that did, 27 percent turned to the formal agencies (i.e., the
judiciary, the FGN, and the police) and 13 percent to the informal mechanisms
(e.g., conciliation centers, elected jueces de paz, equity conciliators, and casas de
justicia).”®

The majority of family-related and health-related disputes were taken to
casas de justicia. Only about 8 percent of the disputants sought judicial reme-
dies, of which 50 percent of claims were made through tfutelas claims (of which
75 percent were related to health rights); 19 percent of the claims were made
through acciones populares, and 6 percent through class action suits.

The study compared the conflict resolution needs of poor households
with those of nonpoor households, as well as the steps taken to resolve such
conflicts. Of those households sampled, the study found that poor households
were most likely to suffer from an unsatisfied need, and at the same time the
most likely to turn to the formal or informal justice sector, in spite of their lack
of confidence in sector authorities. In addition, poor households reported a
higher level of vulnerability in terms of crime and victimization than nonpoor
households."

A major source of confusion for users is the classification of particular
operators or programs as “formal” or “informal,” because several cross a com-
monly held but poorly conceived divider line and thereby play an important
bridging or complementary role. Furthermore, such titles imply a separation
involving a capacity or quality judgment, which is confusing for the public
and counterproductive for the justice system.

A second matter of concern as one considers the growing dimension of the
conciliation field is the persistent lack of precision in the number and distribu-
tion of active equity conciliators and jueces de paz. The difficulties inherent in
sustaining voluntary community justice services and subsidiary responsibili-
ties assigned to busy public servants belie what appears to be a very strong

12 Fedesarrollo, desarrollo de una metodologia para la identificacion de necesidades insatisfechas de reso-
lucién de conflictos (2008).

13 For a description of each such informal justice mechanism, see Colombia—Justice Sector: Social
Assessment, supra note 8.

14  The findings of the two studies coincide with national-level studies conducted by the Na-
tional Planning Department that revealed high levels of victimization but low levels of resort
to the courts for redress. See DPK Consulting, supra note 11.
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presence throughout the country. Indeed, a complete list of justice and conflict
resolution instances and operators is not available.'

While there has been a significant increase in the number and the types of
justice operators, there has also been significant concentration, principally in
the main towns and cities of Colombia. The constitution and legislation guar-
antee the presence of basic judicial authorities (judges, public prosecutors, and
public defenders) in every municipality; however, budget deficits; numerous,
spatially dispersed, smaller towns, with meager populations (which implies
a very low cost/benefit ratio); and poor security conditions (due to ongoing
armed conflict and organized crime) have led to less than full compliance.

To help remedy these problems, the Consejo Superior de la Judicatura has
set up Judicial Units for Municipalities, which provide criminal justice services
by sharing justice personnel among several towns. Eighty-one such units were
operating and were providing services to 251 municipalities in 2008. Other
national justice institutions have distributed their human resources based on
similar criteria, but these were not necessarily in strict alignment with the ju-
dicial capacity. However, entities such as the Forensic Medicine Institute and
family defenders are so few in number that there is no alternative but to reas-
sign their tasks to other local officials. This creates enormous challenges at the
municipal and community levels.

Besides the lack of personnel in many parts of the country and the uncer-
tainty of the justice services available in any particular place, the absence of
an articulated justice-system model hinders effective access to justice. Such a
model would identify, connect, and activate the potential of multiple justice
operators and programs in any particular location and seek to ensure their
interaction in a coherent and collaborative system.

Local Justice Services Provision: Two Mechanisms in Need
of Rationalization

As a result of the constitutional provisions for strengthening local govern-
ments, responsibility for the delivery of several types of justice services has
increasingly been delegated to municipalities. For example, the Ministry of
Justice calls on mayors to promote community conciliator programs, set up
municipal conciliation centers, and elect jueces de paz using municipal budgets.
Also coming under the responsibility of local governments have been entities
that facilitate the initial response (at least) to conflict resolution and peace-
ful coexistence requirements in family matters, disputes between neighbors,
the use of public grounds and facilities, and protection against human rights
abuses and environmental problems. These entities include the casas de justicia,
centros de convivencia, comisarias de familia, inspectores de policia—personerias. The

15 The World Bank—financed Justice Services Strengthening Project for Colombia (Loan No.

7824-CO) is also financing regular updates to the Justice Ministry’s “justice map,” which is
meant to reflect the full range of providers of justice services.
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Box 3. Casas de Justicia

The casas de justicia are multiagency venues that provide information on
rights, legal advice, and conflict resolution services. A variety of conciliation op-
tions are offered, together with administrative and some formal justice services
(Decree 1447 of 2000). Since 1995, the Ministry of the Interior and Justice, with sup-
port from USAID, has constructed a system of casas de justicia comprising some 81
houses. Originally designed for cities with populations in excess of 100,000, casas
de justicia provide rapid solutions to everyday interpersonal disputes and neigh-
borhood conflicts. Other issues they address include personal identity verifica-
tion, domestic and sexual violence, and criminal cases of lesser gravity. Services
for displaced populations are also provided, and matters of institutional abuse
are considered.

Since 2005, a regional model—consisting of a main justice house in a me-
dium-sized municipality and satellite houses in neighboring, much-smaller
towns— has been developed to reach municipalities in zones severely affected by
armed conflict. As many as 20 of the new justice houses have adopted this model,
seeking to cooperate with government efforts to reestablish a state presence in
such territories. Many of the new facilities will serve Afro-Colombian and indig-
enous communities in rural-conflict and post conflict situations, a critical step for
achieving peace in Colombia.

The purpose of the casas de justicia is to facilitate “one-stop” access to legal
help for poor people in marginalized or conflictive neighborhoods, and to pro-
mote peaceful-dispute resolution and social cohesion. Although they vary in de-
sign, casas de justicia incorporate local prosecutors, public defenders, municipal
human rights officers, municipal neighborhood affairs units, comisarias de familia,
legal aid specialists, social workers, and psychologists in a variety of conciliation
services. Many justice houses also include other entities such as nongovernmen-
tal women'’s organizations, youth mediation services, children’s playrooms, and
university law clinics, and personnel such as forensic doctors, community police
officers, and representatives for ethnic-communities.

Casas de justicia eliminate or reduce common access barriers and bring justice
closer to the people, both physically and culturally. Procedures are free of charge,
easy to arrange, and informal. Legal representation (having a lawyer present) is
not required. Disputes are resolved in a timely manner. However, the sustain-
ability of the houses is dependent on the continued participation of various insti-
tutions from the justice sector, some of which have insufficient staff to assign to
small town projects; municipal political will to assume justice and conflict resolu-
tion commitments;, and municipal budgets for justice services. Unfortunately, all
of these factors are compounded when justice houses are located in small, war-
torn areas.
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Children and Adolescent Code of 2006, for example, requires municipal op-
erators to play a subsidiary role in towns where there is no family defender.'®
Similar legislation also calls on municipal operators when forensic medical
staff and judicial police are not on hand in small municipalities.

These municipal-based programs provide access to justice for many peo-
ple, but simply calling for an increase in their use, or for an expansion of the
programs countrywide, is not a sound measure for improving access. Policy
makers must develop a better understanding of the benefits and current chal-
lenges from the perspectives both of the users of these systems and of the local
governments in charge of service delivery. By way of example, this section
provides an overview of the opportunities and challenges of the national jus-
tice houses (casas de justicia) program and equity, or community, conciliators
(conciliadores en equidad) (see boxes 3 and 4).

Decentralized delivery of justice services can be an important mechanism
to expand access, especially in terms of extending national coverage to smaller
municipalities and towns located in rural conflict areas. It also can help elimi-
nate or reduce barriers to justice by providing services that are culturally and
physically accessible and responsive to the needs of the community. How-
ever, these benefits are compromised by structural problems that limit impact,
such as unclear roles or overlapping jurisdictional responsibilities, insufficient
or ineffective institutional coordination, reduced number of professionals pre-
pared to live and work in many municipalities, lack of training and opera-
tional capacity, absence of quality controls, and undue political influence in
appointments, all coupled with severe municipal and departmental budget
limitations."”

Can the Use of Justice Services Be Rationalized?
The Proposed Strategy to Address Access Issues

The Commission of Experts for Justice Reform promoted rationalization as
part of a policy approach to deal with the crisis of judicial congestion and
case backlogs, which has worsened in the face of increasing demand for court
services. Congestion in the system contributes to delays in the settlement of
disputes, sluggish response times, higher transaction costs, and widespread
dissatisfaction with the delivery of justice services. To deal with this problem,
the commission proposed an interlinked strategy that included the develop-
ment of a strategic modernization plan, new procedural codes with an urgent

16  Article 98 of the code assigns municipal operators these responsibilities, which normally
belong to family defenders.

17  There are exceptions that should be noted, such as the undertakings of the Antioquia state
government, 2008-2011, which has trained community conciliators, supported the creation
of municipal family disputes officers (comisarias de familia), and built nine casas de justicia.
Efforts made by larger cities such as Bogota and Medellin are also noteworthy.
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Box 4. Equity (Community) Conciliators

Conciliacién en equidad (equity conciliation) is a community justice mechanism whereby
an impartial third party, called the equity conciliator, helps his or her fellow community
members solve their everyday types of conflicts. Agreements reached are recorded in
a document called the Acta de conciliacion en equidad, which has the same effect as a
judicial ruling. Both law-based and equity-conciliation options are legally regulated
and are recognized as an alternative form of conflict resolution by Law 23 of 1991
and Law 446 of 1998. A network of community mediators and equity conciliators has
been established that receives support from civil society organizations such as Red de
Justicia Comunitaria (Community Justice Network).

Equity conciliation was first created as a tool to reduce the caseload of the judicial
sector but has since been appreciated as having an important role in conflict trans-
formation and community development, especially in remote geographical areas. In
Decision C-893 2001, the Constitutional Court stated, “equity conciliation enhances de-
mocracy because it prevents conflict, strengthens the justice system, and allows people
to actively participate in the solution of their own conflicts.”’® In certain contexts, the
legitimacy of equity conciliators comes from the legal framework, and in other places,
from the community itself and community-based conflict resolution practices that are
based on community knowledge and traditions.

Although more than 5,800 equity conciliators have been trained, an undeter-
mined, lower number of those remain active."” According to a USAID evaluation, the
reasons given for these desertions include “displacement by the armed conflict, ab-
sence of technical assistance by the Ministry of the Interior and Justice, lack of sup-
port by municipal governments, abandonment by NGOs and other supporting institu-
tions, low motivation due to the lack of institutional incentives, and poor promotion
of the practice in the host communities.”® In some areas, an additional obstacle to
the successful development of a conciliation program is the insufficient integration of
conciliation practices with community traditions and practices.» The community and
voluntary nature of the function makes it difficult to adequately monitor and evalu-
ate their work. To address this issue, some observers have proposed the use of local
coordination points. Such points could include casas de justicia, centros de convivencia,
community councils, municipal offices, or any other central point within the commu-
nity. A different initiative in this same direction is a national call center in Bogota that
provides advice and information to conciliators and endeavors to obtain copies of the
agreements (actas) that result from the conciliators” activities.

For a grassroots analysis of the impact of equity conciliation and challenges faced, see Maria
Lucia Zapata, Peacebuilding from the Grassroots: Equity Conciliation and Conflict Transformation
in Colombia (Mar. 2008), available at http://www.beyondintractability.org/casestudy/zapata
-peacebuilding.

While community conciliators are trained and certified under the supervision of the Minis-
try of Justice, it is nearly impossible to know at any given point how many of those trained
remain active. In its 2009 report to Congress, the ministry reported that 5,700 community
conciliators were present in more than 230 municipalities. See Ministry of Justice, Annual
Report to Congress (2009).

Checchi and Company Consulting, Inc., Colombia Administration of Justice Program, Final Re-
port 16 (Sept. 2006).

See Zapata, supra note 18.
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focus on the civil procedural code, use of new technologies, rationalization of
the use of a wide range of justice services, and a short-term emergency plan to
reduce the case backlog.”

The assumption is that rationalization would enable the judicial system
to better respond to demand by, first, filtering certain types of cases to out-of-
court forums based on the principle that not all disputes require the interven-
tion of a judge and not all clients are best served by judicial procedures, and,
second, promoting greater use of alternative justice mechanisms.? In its re-
port, the commission identified two main benefits (outcomes) of such a policy
approach: less litigation and consequently a reduction in the number of cases
filed; and better outcomes and access for users because of less delay, cost, and
procedural formalities associated with ADR.*

The key aspect of rationalization is greater use of out-of-court ADR fa-
cilities. For the commission, this means greater promotion of the benefits of
ADR in general, and greater use of conciliation centers; administrative mecha-
nisms for dispute resolution, including those available at the Defensoria del
Pueblo, the Procuraduria General de la Nacion (PGN), the Instituto de Bien-
estar Familiar (Law 640, 1991); community-level equity conciliation processes
(Law 23, 1991); arbitration; and an expanded use of the notary publics when
the matter at hand is not a dispute or when no legal rights are at stake. In es-
sence, the commission envisions an extreme effect of rationalization via ADR
with the court system as the last resort for conflict resolution.”” However,
while the National Planning Department’s Vision Colombia Segundo Centena-
rio: 2019 supports rationalization, it places greater weight on other issues that
should be factored into rationalization policies, namely, the need to promote
social harmony and peaceful coexistence.

Filtering the demand for judicial services can potentially have important
efficiency gains, improve access to justice, and support long-term peace build-
ing. Rationalization policies, however, must go beyond the simple diversifica-
tion and growing national coverage of formal, informal, and administrative
options for legal decisions and conflict resolution services. If this is to serve
access to justice goals, it must also focus on the conflict resolution needs of
people in large cities, small towns, rural areas, and socially disadvantaged
groups.

The studies by Corporacién Excelencia en la Justicia and Fedesarrollo
identified five characteristics related to unsatisfied conflict resolution and le-
gal needs in Colombian municipalities. First, poorer social classes need in-
formation and advice, offered freely, by local institutions to help understand
their rights and decide how best to deal with their legal needs and conflicts.

22 Commission of Experts, supra note 2, at 64—66.

23 L. 446, 1998, art. 65, and L. 640, 2001, art. 19, regulate matters amenable to conciliation.
24 Commission of Experts, supra note 2, at 71.

25 Id., at129.
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Second, citizens are more likely to consult lawyers who are part of an institu-
tion they trust, especially if this service is free or considered inexpensive. Such
consultations occur most frequently in connection with family problems and
criminal matters. Third, vulnerable population groups living in poverty condi-
tions are more likely to seek help in solving their legal problems if the barriers
limiting access and procedures prolonging solutions are reduced. Fourth, the
judicial system is not a first option for the poor when resolving conflicts, al-
though the poor will seek assistance if they know it is available. They look for
help most frequently in informal and administrative settings. Fifth, negative

Figure 1. Pyramid model for articulating dispute processing options
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perceptions of the justice system are long-standing, as the first National Justice
Survey in 1997 demonstrated and more recent studies confirm. Poor citizens
are especially dissuaded by these perceptions and avoid using institutional
mechanisms to resolve their conflicts.

Several experts on access to justice advocate a model known as “the pyra-
mid of dispute resolution” (see figure 1).*® The broad base of the pyramid is
made up of an array of interpersonal and social options for dealing with dis-
putes between equals. Entities such as jueces de paz, equity conciliators, neigh-
borhood action boards (juntas de accion comunal), family counselors, church
leaders, and community elders are located at this level. As one ascends the
pyramid, levels offer processes that become more formal, more grounded in
legal precepts, and more institutionally controlled. Comisarias de familia, con-
ciliation centers, university law clinics, casas de justicia, local human rights of-
ficers (personerias), and administrative agencies are located farther upward in
the pyramid. The top tier and more formal levels include the judicial struc-
ture, entities responsible for investigation and collecting evidence for victim
and witness protection, and arbitration centers.

If this pyramid model accurately reflects the desirable distribution of con-
flict resolution options in a society that does not give priority to litigation in
citizens’ disputes and differences, a great deal more attention and resources
need to be directed by the state toward developing a culture of dialogue and
conciliation. The notion of the pyramid and its broad base helps identify many
institutional challenges at the informal levels, which are the least consolidated
and documented, yet are the preferred choices of many citizens. If the vast
majority of conflicts are to be dealt with by community justice processes and
equity-based and conciliatory justice services, considerable effort must be
made to provide adequate training opportunities, ongoing technical support,
basic standards for quality control, and, when necessary, appropriate disci-
plinary actions to maintain credibility, fairness, and a sense of justice,

The development of an inclusive pyramid model for dispute resolution
will require detailed proposals to address the link between ADR mechanisms
and community justice options within the judicial system. From an organiza-
tional perspective, the model demands a thoughtful and concerted interin-
stitutional access to justice policy building and calls for a rethinking of how
Colombian justice entities currently envision their role concerning their spe-
cific functions in promoting social harmony and peaceful coexistence in mu-
nicipalities and certain territorial regions.

A major challenge for establishing such a model in Colombia is the weak
link between ADR, on one side, and municipal and community justice options
and the courts, on the other. Because the success of rationalization rests in
large part on a system of nonjudicial mechanisms or ADR, it is critical to ask

26 R. Uprimny et al., Justicia para todos? Sistema judicial, derechos sociales y democracia en Colombia
252 (Grupo Editorial Norma 2006); and B. Sousa Santos & M. Garcia, El caleidoscopio de las
justicias en Colombia 123-32 (Siglo del Hombre Editores 2001).
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basic questions about ADR itself. Are the different ADR mechanisms meeting
the conflict resolution needs of citizens? Are they improving access to justice,
particularly for the poor and other vulnerable groups? How can these services
ensure follow-up of agreements to verify compliance, and what steps should
be taken by whom when this is not the case?

Programs such as municipal justice houses provide a venue for integrat-
ing legal advice and municipal and community justice services with public
prosecutors and public defenders; however, a clear path upward to the courts
for cases that cannot be settled or resolved by such entities as justice houses
has yet to be traced. Since this program plays a bridging role across alterna-
tive and formal justice options, it presents an ideal opportunity to apply the
pyramid model and test rationalization approaches. If the Center for Decen-
tralizing Judicial Services, a pilot project under way with support from the
Colombian Judicial Superior Council in the Ciudad Bolivar section of Bogota,
achieves its goal of linking lower-level courts directly to the justice houses, a
breakthrough may be seen.

A rationalization policy would need to resolve ambiguities along the
spectrum of informal-to-formal and better develop the roles and responsibili-
ties across different levels. To accomplish this, the following issues need to be
explored: identifying circumstances that warrant greater legal rigor; develop-
ing clearer paths for cases that cannot be settled or resolved through primary
justice mechanisms to move upward or across to other options; and improving
the quality of and coordination between operators and organizations on the
bottom tiers while maintaining people’s direct participation and the inherent
organizational flexibility and simplicity that make community options work;?
and arranging appropriate forms of institutional support and oversight.

The justice house program would be located midway up the pyramid, in-
tegrating lower-level community justice services with municipal admin-
istrative options and the first echelons of potential judicial proceedings.
Community conciliators, however, are one of the first points of contact for
many people, especially in rural and marginalized urban areas. Plotting their
positions on the dispute resolution pyramid immediately suggests necessary
lines of articulation, both horizontally and vertically, which presently are
not clearly established. Rather, duplication and confusion between the roles
of equity conciliators and jueces de paz are common complaints. Interaction of
justice houses and conciliators with municipal judges is presently a largely
unmapped territory.

A plethora of legislation, municipal decrees, and national program
regulations have assigned functions, responsibilities, and conditions to an

27 Community options work when they are appropriated from and have direct effect on the
community. When “national institutions” want to exercise control, ways must be found to
improve quality and coordination at the community level while still maintaining the inher-
ent local and voluntary characteristics of the community. Too much vertical institutional
control can restrict community justice initiatives to the point that they cease to work.
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ever-widening range of new justice operators, as if the policy were “the more
the better.” This situation has given rise to duplication, uncertainty in terms
of accountability, and weak controls regarding quality, consistency, and eth-
ics. It also has created obstacles for the coordination of services. Justice-sector
leaders are aware of these challenges, some of which may be partly inevitable
in light of constitutional developments and other ADR initiatives. However,
twenty years after the reform of the constitution, there are no conceptual mod-
els or operational protocols that integrate the multitude of formal and infor-
mal justice innovations to promote user convenience or institutional efficiency.

What makes these considerations all the more concerning is the fact that
the variety of justice services located along the pyramid model are rarely ac-
cessible in the majority of Colombian towns. Citizens must find entry wher-
ever they can or travel to larger municipalities to seek other services. New
technologies could help to fill the gaps and shorten the distances, since Inter-
net access is definitely more widespread than justice operators.

Beyond such novel strategies, regenerating a law-based culture, access-
ing legitimate administrative justice institutions, and overcoming the popular
perception of costly, time-consuming, incomprehensible legal practices that
lead to unpredictable judicial decisions call for focused and strong affirmative
action by the state to return justice options to war-stricken or otherwise less-
than-lawful Colombian municipalities (see box 5).

Box 5. Local Justice Systems in Municipalities in War-Torn
Areas of Colombia

Since 2004, the Colombian national government has strived to regain military con-
trol in 11 states seriously affected by the presence, and in some cases dominance,
of illegal armed groups. Many of these areas have a history of a very limited
state presence, which has been seriously undermined by internal armed conflict.
An initial predominantly military intervention in these “consolidation zones”
has gradually given way to a wider institutional intervention. In 2013, led by the
Presidential Agency for Territorial Consolidation (the Unidad Administrativa de
Consolidacion Territorial, UACT), 58 municipalities will be involved in the con-
solidation efforts.

In 2011, the Ministry of Justice and Law funded an analysis of the adminis-
tration of justice in these regions, which gave rise to a proposal to develop “local
justice systems” that recognize formal, informal, and administrative justice opera-
tors in meeting the need to strengthen the presence of these entities. Recognized
as part of the UACT's actions, this justice-strengthening approach has a territorial
vision that reaches beyond the urban center and places more importance on rural
settlements and populations. This proposal seeks to reduce justice barriers and
improve the efficiency of the administration of justice. Initial implementation has
begun in the state of Meta.
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Women'’s Rights and Access to Justice: A Case Study
to lllustrate the Challenges of Rationalization

Undoubtedly, mechanisms at the community and municipal levels avoid
many of the barriers that often limit access to justice, such as physical and
cultural distance, legal formalism, and costs. But such mechanisms are often
not suitable for enforcing the rights of vulnerable populations when there is
a clear imbalance of power between those involved in the conflict. This is the
situation in cases of violence against women and other violations of women's
rights.

Specialized family affairs offices (comisarias de familia) have been created
at the municipal level to provide integrated services for family dispute situa-
tions and frequently for victims of domestic and sexual violence.® Women'’s
organizations play an integral role in service delivery in main cities, and sev-
eral networks have been developed in smaller municipalities, some of which
cover extensive regions of the country.

Protocols for coordinated attention have been put in place in larger urban
cities of Colombia, but capacity to expand integrated service delivery to all
municipalities is greatly limited. National entities working on these issues,
such as the Ministry of the Interior, Ministry of Justice, Consejeria Presiden-
cial para la Equidad de la Mujer (CPEM), and the family justice branch of
the Colombian Family Welfare Institute (ICBF), provide directives, formulate
policies, and offer assistance. However, the daily responsibility for providing
justice services to victims of family violence falls in large part on the shoulders
of municipal justice and health and welfare agencies (sometimes combined
with nongovernmental actors). At the front line of service delivery, resources,
training, coverage, accountability, and institutional capacity are limited and
very unevenly spread from one town to the next.

The functions of the comisarias de familia have deepened and expanded
over time through several reforms in the legal framework and, consequently,
they are responsible for “guaranteeing, protecting, reestablishing, and repair-
ing the rights of the members of the family affected by intra-family violence”
through the provision of integrated and multidisciplinary services.?” As stated
in current legislation, town councils are responsible for the establishment and
operation of comisarias de familia in all municipalities. Nevertheless, to date,
while the number of municipalities that have comisarias has increased, very

28  Asin other matters, Colombia has moved toward the provision of integrated services rather
than relying on judicial remedies alone. An integrated response includes the delivery of so-
cial, medical, psychological, legal protection, advocacy, and legal aid/legal defense services.

29  The comisarias de familia were created in 1989 as an innovative mechanism to address family
violence. These specialized agencies were first recognized formally in the Codigo del Menor
of 1989 and later recognized in the domestic violence laws (L. 294, 1996; L. 575, 2000; &
L. 1257, 2008) and the criminal procedure code, and in the recently passed Children and
Adolescent Code of 2006. In 2011 a study showed the precarious nature of the majority of the
1,217 comisarias de familia registered in 1,102 municipalities. See Comisarias de Familia— Linea
de Base Nacional Primera Parte (Procuraduria General de la Nacion (2011).
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few have a lawyer specializing in family issues and a multidisciplinary team
of psychologists, social workers, doctors, and administrative auxiliaries. For
example, in January 2008, only half of the 125 municipalities in the depart-
ment of Antioquia had comisarias that were operating, and many of those did
not have the required multidisciplinary team. Smaller municipalities—those
located in rural areas, and especially those located in areas affected by the
armed conflict—find it difficult to comply with the law and set up integrated
services for victims of gender-based violence. Smaller towns frequently assign
multiple responsibilities to a single municipal officer.

Family courts, as such, are few and far between;* hence coverage limita-
tions are dealt with by transferring certain duties from family courts to comi-
sarias de familia, mixed courts, or municipal courts. This is a serious concern for
women'’s rights organizations. The shift has been criticized by many women'’s
rights advocates and is perceived as an orchestrated move by the judicial ap-
paratus to reduce court congestion.” Women’s organizations argue that shift-
ing responsibility from the judiciary and the court system to the comisarias
de familia undermines access to the administration of justice for women who
are victims of family violence. In addition, they argue that justice operators
perceive domestic violence cases as having little legal importance. Other areas
of concern include the use of conciliation in cases of domestic violence, given
the typical unequal power between male and female parties, and ineffective
procedures to monitor the impact of conciliation procedures on women'’s
access to justice and judicial remedies. Studies such as the research under-
taken on violence against women in Pereira and Bogota reveal a critical ten-
sion between three objectives: the need to provide easy access for women to
institutions that are located close to residential areas; the desire to lighten the
burden on the judicial system; and the need to respond to the large volume of
cases of intrafamily violence.®

Even if coverage is expanded, issues of quality of services and interin-
stitutional coordination and standards in delivery, resource availability, and
sustainability will need to be addressed. Despite 20 years of activity, a number
of institutional matters remain unresolved. For example, what agency estab-
lishes the standards and characteristics of due process in the comisarias de fa-
milia, and who provides oversight? What legal and access to justice principles
guide the decisions made by the comisarias? What is the responsibility of the
judicial system or the national family welfare system in terms of training, pro-
vision of an adequate work environment, and other technical assistance? As

30 The 144 family courts in Colombia are situated in the large cities. For example, there are 23
in Bogotd, 14 in Medellin, and 11 in Cali.

31 See M. Hurtado, Violencias de género y acceso a la justicia (unpublished paper presented as an
officer of the Defensoria Publica para los Derechos de la Nifiez, la Juventud y la Mujer, Santa
Marta, Colombia, June 2007). Hurtado cites statistics of the Consejo Superior de la Judica-
tura regarding the tenfold increase in the number of protection orders requested in courts
between 1996 and 1998.

32  Corporacion Humanas, La situacion de las mujeres victimas de violencias de genero en el sistema
penal acusatoria, Bogotd (June 2008).
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these issues are sorted out, access to justice for women seeking to resolve the
multifaceted problems of family violence remains precarious, especially in
municipalities other than the larger cities of Colombia. In very few places be-
yond the state capitals do a comisaria de familia with a multidisciplinary capac-
ity, a family defender, and a family court come together to address violence,
protection orders, child custody, parental visits, matrimonial property, and
ongoing victims’” assistance issues.

While lower levels of the pyramid undoubtedly avoid many of the barri-
ers that inhibit access to justice, they are not suitable for enforcing the rights
of vulnerable populations when there is a clear imbalance of power between
those involved in the conflict. Be they for dealing with family violence situa-
tions, human rights violations, injustices that arise from the armed conflict, or
the territorial domination by organized crime, immediate-access channels to
higher justice authorities must be open and guaranteed.

Highly Vulnerable Groups Demand Special Access Options

Highly vulnerable groups, such as women forcibly displaced by internal con-
flict, suffer severe discrimination and violence. The Public Defender’s Office
conducted a study of 2,200 displaced women who were sexually abused; 8
out of every 10 did not report the abuse because of fear, shame, or lack of ser-
vices. As of September 2008, of the total alerts issued by the Sistema de Alertas
Tempranas (SAT), 69 percent were related to sexual exploitation and assault.
As part of a project to address this issue in Magdalena state, the Procuraduria
General de la Nacién (PGN) concluded that violence against women is used
pervasively as a strategy of war.* Moreover, local women’s organizations were
not aware of the services provided by the PGN, the organizations and officials
working on the problem did not have the knowledge or the tools to provide
appropriate services, and the organizational demand for increased technical
assistance to improve the delivery of services to women victims of violence
was high. Statistics provided by government entities and NGOs show that
between 40 percent and 50 percent of the total displaced population consists
of girls and women. Female heads of households represent between 34 per-
cent and 48 percent of all displaced households.* In addition, the Social Soli-
darity Network estimates that in 2002 almost 18 percent of the total number
of displaced persons are Afro-Colombians. According to the Human Rights
and Displacement Clinic (Spanish abbreviation: COHDES), Afro-Colombians
and indigenous groups were the most affected by the armed conflict and dis-
placements. The indigenous population represents 8 percent of the displaced,

33  This coincides with the assessments of the IACHR, which found that violence against women
is a structural problem in Colombia, where armed actors have used women as pawns.

34 Thenumber of women heads of households increased from 25.8 percent in 1997 to 30.9 percent
in 2003, and was higher in some urban areas. The percentage of women heads of low-income
households grew from 52 percent to 54 percent between 1992 and 2001 (DANE 2003).
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compared to 2 percent of the total population. Afro-Colombians represent
25 percent of the displaced, compared to 9 percent of the total population.*®

Though important, explaining the myriad of issues affecting the rights
of those displaced by Colombia’s internal conflict is difficult and beyond the
scope of this chapter. The barriers to access to justice for many seem insur-
mountable. Yet there has been some progress on many fronts. In 2004, for
example, some 1,150 families challenged the inefficiency of state programs
for displaced people, and the Constitutional Court issued a decision in favor
of the rights of displaced people, including the rights of displaced women.*
The decision instructed the National Council for the Integrated Assistance of
Populations Displaced by Violence to comply with the law by March 2004.
Due to continued violations of the law and frequent injunction orders, the
Constitutional Court instructed the Executive to conduct a complete review
of the system (within a six-month period), which had to include a differential
analysis of gender, age, ethnicity, and race, among other categories.” Govern-
ment agencies have redoubled efforts to comply, though they are often unable
to adequately attend to this ever-growing problem, which seriously and dis-
proportionately affects women and children.

What is even more questionable is that human rights and women'’s orga-
nizations that have provided legal advice and representation for the displaced
population have been the object of criminal threats and actions in an endeavor
to further isolate these people from the institutions charged with their protec-
tion and the responsibility to address their legal rights and needs. Such access
to justice issues cannot be approached with the normal barrier and rational-
ization of services analysis and proposals.

This is also the case for other vulnerable groups that need affirmative ac-
tion efforts from the highest judicial authorities for establishing groundbreak-
ing legal concepts and legally binding decisions. The mainstream rationaliza-
tion policy proposed by the commission must address such issues and open
fast-track measures for exceptional situations. Rationalization will not be an
alternative for protecting particularly vulnerable population groups, such as
displaced women. Here the tutela and direct access to courts are needed to
establish jurisprudence that recognizes rights and explores how they can be
implemented.

As the discussion above illustrates, delegating to municipal and nonju-
dicial actors appears to overcome at least three access barriers by ensuring
proximity, access without a lawyer, and specialized family services. But in
reality, access to justice for women 