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ABSTRACT	  

A	   crucial	   issue	   for	   international	   law	   is	   how	   to	   deal	  with	   situations	  where	   one	   state’s	   policies	  

affect	  another	  state’s	  domestic	  affairs.	  The	  traditional	  answer	  is	  that	  international	  law	  is	  a	  liberal	  

system	  centred	  on	   relative	   sovereignty,	   in	  which	   states’	   freedom	   to	  exercise	   their	   sovereignty	  

(positive	   freedom)	   is	   inherently	   limited	   by	   the	   need	   to	   protect	   other	   states’	   domestic	   affairs	  

against	  interference	  (negative	  freedom).	  

Ideally,	  when	   facing	   global	   problems,	   states	   co-‐operate	  with	   each	   other	   to	   limit	   their	   positive	  

freedom.	  However,	  states	  often	  fail	  to	  agree	  on	  bilateral	  or	  multilateral	  co-‐operative	  responses	  

or	   only	   agree	   on	   a	   lowest	   common	   denominator	   that	   provides	   an	   inadequate	   response.	   This	  

creates	  tension	  between	  states’	  positive	  and	  negative	  freedom	  and	  exposes	  states	  to	  the	  adverse	  

effects	  of	  other	  states’	  policies.	  	  

Two	   transboundary	   problems	   that	   feature	   prominently	   on	   the	   international	   agenda—climate	  

change	  mitigation	   and	  macro-‐financial	   instability—serve	   as	   case	   studies	   to	   examine	   whether	  

international	   law	   protects	   states	   against	   such	   adverse	   effects.	   The	   case	   studies	   reveal	   how	  

international	   law	   fails	   to	   protect	   states’	   negative	   freedom	  against	   the	   adverse	   effects	   of	   other	  

states’	   actions	  or	  omissions.	  The	   starting	  position	  under	   the	  Lotus	  Principle	   is	   the	   freedom	  of	  

states	  to	  act.	  As	  the	  case	  studies	  demonstrate,	  limits	  on	  this	  freedom	  in	  general	  and	  specialized	  

international	   law	   are	   insufficient	   or	   inadequate	   to	   avoid	   adverse	   effects.	   Moreover,	   trade	  

liberalization	   obligations	   restrict	   states’	   ability	   to	   respond	   unilaterally	   to	   transboundary	  

problems	  when	  these	  responses	  potentially	  have	  a	  negative	  impact	  on	  trade.	  

Rather	  than	  advocating	  fundamental	  changes	  to	  the	  international	  order,	  the	  thesis	  proposes	  an	  

evolutionary	   process	   of	   rebalancing	   existing	   rules	   and	   principles	   on	   the	   exercise	   of	   state	  

sovereignty.	  This	  rebalancing	  can	  take	  place	  through	  dialectical	  processes	  of	  reinterpretation,	  in	  

which	   states,	   non-‐state	   actors	   and	   international	   institutions	   interact	   to	   argue	   and	   refine	   the	  

limits	   on	   the	   exercise	   of	   state	   sovereignty.	   The	   thesis	   identifies	   locality,	   reasonableness	   and	  

good	   neighbourliness	   as	   interstitial	   norms	   that	   can	   guide	   the	   reinterpretation	   of	   the	   existing	  

rules	  and	  principles	  on	  the	  exercise	  of	  state	  sovereignty.	  The	  goal	  of	   this	  reinterpretation	   is	   to	  

strengthen	   international	   law’s	  structure	  as	  a	   liberal	   system	  of	   states	   that	  ensures	  co-‐existence	  

and	  co-‐operation	  in	  a	  pluralistic	  society.	  
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law	  can	  respond	  to	  the	  increasing	  frequency	  of	  transboundary	  impacts	  of	  a	  state’s	  decisions.	  A	  

logical	   response	   to	   transboundary	   problems	   would	   be	   for	   states’	   to	   co-‐operate	   on	  

transboundary	   regulatory	   mechanisms.	   However,	   despite	   states’	   efforts,	   such	   co-‐operative	  
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discovered	   that	   the	   development	   of	   co-‐operative	   responses	   is	   often	   hampered	   by	   the	   very	  

reasons	   that	  make	   them	   so	   important.	   The	   increasing	   transboundary	   impacts	   result	   from	   the	  

broad	  freedom	  of	  states	  to	  exercise	  their	  sovereignty.	   In	  1971,	  the	  US	  Treasury	  Secretary	  John	  

Connally	  famously	  said	  to	  his	  European	  counterparts	  concerned	  about	  the	  impact	  of	  a	  declining	  

US	   dollar	   on	   their	   economies:	   “It’s	   our	   currency,	   but	   it’s	   your	   problem”.1	  In	   our	   increasingly	  

interdependent	   world,	   it	   is	   not	   just	   a	   state’s	   exchange	   rate	   policies	   that	   are	   other	   states’	  

problems.	  The	  broader	  states’	  freedom	  to	  act,	  the	  more	  frequent	  the	  impact	  of	  their	  decisions	  on	  

other	   states.	  Moreover,	   if	   states	  have	  a	  broad	   freedom	   to	  act,	   they	  need	   to	  be	  willing	   to	  make	  

significant	  sacrifices	  when	  accepting	  limits	  on	  the	  exercise	  of	  their	  sovereignty.	  Thus,	  claims	  that	  

increasing	   interdependence	   has	   reduced	   state	   sovereignty	   are	   at	   best	   incomplete.	   Increasing	  

interdependence	   has	   indeed	   reduced	   state’s	   ability	   to	   exercise	   their	   sovereignty	   over	  matters	  

that	  are	  traditionally	  part	  of	  their	  domestic	  affairs.	  However,	  this	  reduced	  freedom	  often	  results	  

from	  other	   states’	   exercise	  of	   their	   sovereignty.	  Adapting	   international	   law	   to	   the	  challenge	  of	  

increasing	   interdependence	   is	   therefore	   not	   about	   choosing	   between	  more	   or	   fewer	   limits	   on	  

the	  exercise	  of	  state	  sovereignty,	  but	  about	  different	  limits	  to	  ensure	  that	  a	  state’s	  exercise	  of	  its	  

sovereignty	  does	  not	  affect	  the	  exercise	  by	  other	  states	  of	  their	  sovereignty.	  This	  thesis	  proposes	  

a	  pathway	   towards	   this	  goal	   that	  can	  also	   increase	   the	   likelihood	  of	  co-‐operative	  responses	   to	  

transboundary	  problems.	  

To	  assist	  the	  reader,	  the	  table	  of	  contents	  is	  followed	  by	  lists	  of	  the	  treaties	  and	  cases	  referred	  to,	  

and	  of	  the	  abbreviations	  used	  throughout	  this	  thesis.	  An	  overview	  of	  the	  literature	  is	  included	  in	  

the	  bibliography	  at	  the	  end	  of	  this	  thesis.	  
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INTRODUCTION	  

For	  as	  long	  as	  states	  have	  existed,	  there	  has	  been	  a	  need	  for	  rules	  and	  principles	  to	  govern	  inter-‐

state	  relations.	  From	  the	  17th	  century	  onwards,	  inter-‐state	  relations	  have	  been	  organized	  around	  

the	  concept	  of	  state	  sovereignty.	  Sovereignty	  means	  that	  every	  state	  has	  the	  ultimate	  authority	  

to	  determine	  its	  domestic	  affairs	  to	  the	  exclusion	  of	  other	  states.2	  This	  concept	  is	  integral	  to	  the	  

traditional	  conception	  of	  international	  law’s	  nature	  as	  a	  liberal	  system	  of	  states	  that	  recognizes	  

the	  existence	  of	  a	   “private	  sphere”	   in	  which	  each	  state	   is	   free	   to	  decide	   for	   itself	  on	   the	  social,	  

economic	  and	  political	  structure	  of	  its	  domestic	  society.	  Any	  limitations	  on	  this	  freedom	  require	  

the	  state’s	  consent.	  

The	   fact	   that	   states	  are	   territorially	  distinct	  does	  not	  guarantee	   that	  each	   is	   immune	   from	   the	  

actions	  or	  omissions	  of	  other	   states.	  An	   international	   legal	   system	  heralding	   state	   sovereignty	  

inevitably	   leads	   to	   “a	   collision	   of	   sovereignties”.3	  Such	   collisions	   manifest	   themselves	   when	  

states’	  actions	  or	  omissions	  within	  their	  own	  territory	  adversely	  affect	  other	  states.	  For	  example,	  

transboundary	   air	   currents,	   rivers	   or	   aquifers	   can	   transfer	   pollution	   or	   disease	   across	   state	  

borders,	  with	  the	  ability	   to	  harm	  human,	  animal	  and/or	  plant	  health.	   In	  such	  situations,	  states	  

downwind	  or	  downriver	  depend	  on	   the	  state	  of	  origin	   to	  remove	   the	  source	  of	  pollution	  or	   to	  

contain	  the	  outbreak.	  

When	   states	   find	   themselves	   in	   a	   situation	   in	   which	   other	   states’	   actions	   or	   omissions	   affect	  

them,	   they	   are	   interdependent.	   Interdependence	   stems	   from	   the	   emergence	   of	   issues	   that	   fall	  

outside	   the	   scope	   of	   any	   one	   state’s	   regulatory	   capacity,	   because	   they	   are	   global	   in	   nature	   or	  

because	  their	  underlying	  causes	  fall	  within	  one	  state’s	  jurisdiction	  but	  their	  consequences	  occur	  

in	  another.	  Examples	  are	  myriad,	  and	  include	  the	  need	  to	  deal	  with	  migration	  issues,	  to	  maintain	  

international	   peace	   and	   security,	   to	   respond	   to	   transboundary	   and	   global	   environmental	  

problems,	  to	  ensure	  air	  transport	  and	  maritime	  shipping	  links	  between	  states	  or	  to	  prevent	  the	  

spread	  of	  contagious	  diseases.	  	  

In	   recent	   decades,	   interdependence	   between	   sovereign	   states	   has	   been	   increasing,4	  due	   to	  

changes	   in	   the	   intensity	   and	   types	   of	   problems	   of	   interdependence.	   This	   development	   can	   be	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

2	  See	  Chapter	  3,	  Section	  I.	  

3	  Wildhaber,	   “Sovereignty	   and	   International	   Law”,	   in	  Macdonald	   and	   Johnston	   (Eds.),	   The	   Structure	   and	  Process	   of	  
International	  Law:	  Essays	  in	  Legal	  Philosophy	  Doctrine	  and	  Theory	  (1986),	  444.	  

4	  Schrijver,	   Sovereignty	   over	   Natural	   Resources:	   Balancing	   Rights	   and	   Duties	   (1997),	   256;	   Gillespie,	   “International	  
Environmental	   Law	   and	   Policy”,	   in	   Bosselmann	   and	   Grinlinton	   (Eds.),	   Environmental	   Law	   for	   a	   Sustainable	   Society	  
(2002),	  75;	  Sobel,	  Political	  Economy	  and	  Global	  Affairs	  (2006),	  70.	  
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attributed	   to	   a	   number	   of	   factors.	   Interdependence	   has	   intensified	   because	   improvements	   in	  

international	   transport	   and	   communications	   have	   increased	   the	   frequency	   of	   interactions	  

between,	  on	  the	  one	  hand,	  states	  and	  private	  persons5	  within	  their	  jurisdiction	  and,	  on	  the	  other	  

hand,	  other	  states	  and	  private	  persons	  in	  the	  jurisdiction	  of	  other	  states.	  These	  innovations	  have	  

also	   reorganized	   commerce	   through	   transnational	   investment,	   production	   and	   supply	   chains,	  

and	   cross-‐border	   capital	   and	   information	   flows.	   A	   further,	   related	   source	   of	   increasing	  

interdependence	  is	  the	  international	  character	  of	  policy	  decisions	  that	  were	  previously	   limited	  

to	   states’	   territories.	   This	   international	   character	   arises	   because	   of	   trade	   liberalization.	   Trade	  

reduces	   states’	   regulatory	   options	  when	   they	  want	   to	   protect	   their	   environment	   or	   economy	  

from	  the	  adverse	  impact	  of	  goods,	  services	  and	  capital	  or	  the	  adverse	  impact	  of	  the	  production	  

processes	   of	   those	   goods	   or	   the	   supply	   methods	   of	   those	   services.	   Legally,	   states	   can	   still	  

regulate	   their	   domestically	   produced	   goods	   or	   their	   domestic	   services	   and	   service	   suppliers.	  

However,	  concerns	  about	  the	  competitiveness	  of	  domestic	  producers	  or	  service	  providers	  when	  

other	   states	   adopt	   regulation	   that	   is	   more	   lenient,	   or	   no	   regulation	   at	   all,	   may	   reduce	   their	  

willingness	  to	  regulate.	  Hence,	  states	  now	  frequently	  depend	  on	  other	  states	  to	  achieve	  effective	  

regulation	  of	  private	  economic	  actors	  involved	  in	  international	  trade.	  

This	   thesis	   uses	   climate	   change	   mitigation	   and	   macro-‐financial	   instability	   as	   examples	   of	  

increasing	  interdependence.	  As	  Strange	  pointed	  out	  at	  the	  end	  of	  the	  20th	  century:6	  

There	  are	  now	  two	  serious	  threats	  that	  jeopardize	  civilization	  and	  the	  life	  chances	  of	  our	  
children	   and	   grandchildren	   –both	   “threats	  without	   enemies”.	   The	  worst	   threat	   –if	  we	  
take	  a	  long-‐term	  view	  of	  life	  on	  this	  planet–	  is	  the	  environmental	  one.	  […]	  But	  though	  the	  
ecological	  threats	  to	  humanity	  are	  certainly	  the	  most	  serious,	  they	  are	  a	  comparatively	  
long-‐term	  threat.	  Whereas	  if	  confidence	  in	  the	  financial	  system	  were	  to	  collapse,	  causing	  
credit	   to	   shrink	   and	   world	   economic	   growth	   to	   slow	   to	   zero,	   that	   is	   a	   much	   more	  
immediate	  threat.	  

In	   each	   case	   study,	   a	   failure	   to	   act	   could	   undermine	   stability	   worldwide.	   However,	   climate	  

change	  and	  macro-‐financial	  instability	  exceed	  the	  regulatory	  capacity	  of	  individual	  states.	  This	  is	  

clear	  in	  the	  case	  study	  on	  climate	  change	  mitigation.	  The	  Earth’s	  atmosphere	  cannot	  be	  parcelled	  

up	   along	   state	   boundaries,	   and	   the	   effects	   of	   climate	   change	   triggered	   by	   greenhouse	   gas	  

emissions	  do	  not	  necessarily	  occur	  where	  these	  gases	  have	  been	  emitted.	  In	  contrast,	  problems	  

of	  macro-‐financial	  instability	  do	  not	  inherently	  exceed	  an	  individual	  state’s	  regulatory	  capacity,	  

but	   often	  do	  because	   of	   the	   increasing	   integration	   of	   domestic	   financial	   systems.	   In	   both	   case	  

studies,	   trade	   liberalization	   agreements	   limit	   states’	   ability	   to	   regulate	   unilaterally	   if	   this	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

5	  The	  reference	  to	  private	  persons	  includes	  both	  natural	  persons	  and	  legal	  persons.	  

6	  Strange,	  Mad	  Money:	  When	  Markets	  Outgrow	  Governments	  (1998),	  2.	  
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regulation	   has	   trade	   restrictive	   effects.	   These	   legal	   limits	   often	   restrict	   states’	   willingness	   to	  

regulate	  their	  domestic	  private	  economic	  actors	  unilaterally	  due	  to	  concerns	  about	  maintaining	  

the	  competitiveness	  of	  these	  actors	  over	  their	  foreign	  competitors	  in	  an	  increasingly	  integrated	  

global	  economy.	  Thus,	   if	   their	  unilateral	  regulation	  cannot	  have	  trade	  restrictive	  effects,	  states	  

depend	  on	  each	  other	  to	  develop	  a	  co-‐ordinated	  response.	  	  

A	  central	  question	   for	   this	   thesis	   is	  whether	   the	  rules	  and	  principles	  governing	  the	  exercise	  of	  

state	  sovereignty	  enable	  states	  to	  respond,	  multilaterally	  of	  unilaterally,	  to	  the	  pressures	  caused	  

by	   increasing	   interdependence.	   It	   will	   be	   argued	   that	   the	   current	   rules	   and	   principles	   on	   the	  

exercise	  of	  state	  sovereignty	  create	  obstacles	  towards	  unilateral	  and	  multilateral	  responses.	  

I.	   THE	  THEORETICAL	  FRAMEWORK	  

The	   reality	  of	   increasing	   interdependence	  means	   that	   it	   is	  more	   important	   than	  ever	   to	   find	  a	  

balance	  between	  a	  state’s	  sovereignty	  and	  the	  need	  to	  constrain	  state	  sovereignty	  because	  of	  the	  

possibility	   that	   a	   state’s	   actions	   or	   omissions	   affect	   other	   states	   and	   their	   inhabitants.	  

Traditionally,	  states	  have	  organized	  their	  relations	  around	  the	  concept	  of	  state	  sovereignty	  and	  

have	  recognized	  that	  sovereignty	  is	  not	  an	  absolute	  but	  a	  relative	  concept,	  inherently	  limited	  by	  

the	  equal	  sovereignty	  of	  other	  states.7	  States	  can	  also	  attempt	  to	  balance	  competing	  exercises	  of	  

state	  sovereignty	  through	  international	  agreements	  in	  which	  they	  agree	  on	  specific	  limits	  in	  the	  

exercise	  of	   state	   sovereignty.	   Since	  World	  War	  II,	   the	  number	  of	   international	   agreements	  has	  

grown	  considerably.8	  However,	   international	  agreements	  do	  not	  cover	  every	  area	  of	   increasing	  

interdependence.	   Some	   areas,	   such	   as	   trade	   liberalization,	   have	   been	   the	   subject	   of	   extensive	  

agreements	  in	  which	  states	  accept	  obligations	  to	  remove	  tariffs	  and	  non-‐tariff	  barriers	  to	  trade.	  

The	  limits	  on	  non-‐tariff	  barriers	  to	  trade	  are	  particularly	  significant	  because	  they	  restrict	  states’	  

ability	  to	  regulate	  trade-‐related	  issues	  where	  states	  have	  yet	  to	  consent	  to	  effective	  limits	  on	  the	  

exercise	  of	  state	  sovereignty,	  such	  as	  climate	  change	  mitigation	  and	  macro-‐financial	  stability.	  

The	   phenomenon	   of	   increasing	   interdependence	   thus	   exposes	   a	   fault-‐line	   beneath	   inter-‐state	  

relations.	   Pressure	   on	   this	   fault-‐line	   is	   building.	   Pulling	   in	   one	   direction	   is	   the	   need	   for	   co-‐

operative	  responses	  to	  international	  problems.	  Pulling	  in	  the	  other	  direction	  is	  an	  international	  

legal	   system	  based	   on	   state	   sovereignty	   that	   requires	   consent	   to	   international	   obligations.	   To	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

7 	  Lauterpacht,	   “Sovereignty–Myth	   or	   Reality?”,	   73	   International	   Affairs	   137	   (1997),	   140-‐141,	   149;	   Schermers,	  
“Different	  Aspects	  of	  Sovereignty”,	  in	  Kreijen	  (Ed.)	  State,	  Sovereignty,	  and	  International	  Governance	  (2002),	  185.	  

8	  A	  prominent	  example	  is	  the	  United	  Nations	  Convention	  on	  the	  Law	  of	  the	  Sea.	  Trade	  liberalization	  agreements,	  such	  
as	  the	  WTO	  Agreement,	  are	  responses	  to	  the	  need	  to	  act	  jointly	  to	  reduce	  tariffs	  and	  quota.	  	  
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relieve	  this	  pressure,	   this	   thesis	  argues	  that	   liberal	  principles	  should	  continue	  to	  govern	   inter-‐

state	   relations.	   A	   central	   concept	   in	   liberal	   theory	   is	   “freedom”.	   To	   understand	  what	   freedom	  

should	  entail,	   a	   crucial	  distinction	   is	   the	  one	  made	  by	  Berlin9	  between	  positive	   freedom	  to	  act	  

and	  negative	  freedom	  from	  external	  interference.	  	  

As	  will	  be	  explained,	  Berlin	  considered	  negative	  freedom	  to	  be	  the	  most	  important	  conception	  of	  

freedom.	  The	  case	  studies	  on	  climate	  change	  mitigation	  and	  macro-‐financial	  stability	  analyse	  the	  

rules	  and	  principles	  governing	  the	  exercise	  of	  state	  sovereignty,	  and	  reveal	  that	  they	  prioritize	  

protection	   of	   states’	   positive	   freedom	   rather	   than	   their	   negative	   freedom.	   The	   emphasis	   on	  

positive	   freedom	   is	   unproblematic	   as	   long	   as	   there	   are	   few	   transboundary	   impacts	   of	   states’	  

actions	   or	   omissions,	   or	   few	   problems	   requiring	   state	   co-‐operation.	   In	   those	   situations,	  

protection	   of	   positive	   freedom	   will	   also	   protect	   negative	   freedom.	   However,	   in	   increasing	  

interdependence,	  one	  state’s	  actions	  or	  omissions	  often	  affect	  another	  state’s	  negative	  freedom.	  	  

While	   the	   preference	   for	   positive	   freedom	   may	   provide	   a	   clear	   principle	   to	   guide	   a	   state’s	  

exercise	  of	  its	  sovereignty,	  it	  ultimately	  undermines	  not	  only	  negative	  freedom	  but	  also	  positive	  

freedom,	  as	  the	  impact	  of	  one	  state’s	  actions	  or	  omissions	  can	  narrow	  another	  state’s	  ability	  to	  

exercise	   its	   sovereignty.	   This	   is	   because	   the	   required	   balance	   is	   not	   just	   between	   one	   state’s	  

freedom	  to	  do	  X	  and	  another	  state’s	  freedom	  from	  the	  negative	  impact	  of	  X.	  The	  negative	  impact	  

of	  X	  may	  inhibit	  the	  freedom	  to	  do	  Y.	  For	  example,	  state	  A’s	  decision	  not	  to	  regulate	  greenhouse	  

gas	  emissions	  can	  reduce	   the	  regulatory	  options	  available	   to	  state	  B.	   In	   theory,	   state	  B	  retains	  

the	   choice	   between	   regulating	   or	   not.	   However,	   regulation	   can	   negatively	   affect	   the	  

competitiveness	  of	  its	  domestic	  industries.	  State	  B	  might	  therefore	  find	  regulation	  unattractive.	  

Thus,	  while	  legally	  speaking	  states’	  positive	  freedom	  is	  protected,	  this	  will	  in	  reality	  only	  be	  true	  

for	  large	  and	  strong	  states	  that	  by	  virtue	  of	  their	  size	  and	  strength	  are	  immune	  to	  other	  states’	  

actions	   or	   omissions.	   As	   interdependence	   increases,	   the	   question	   becomes	   how	   many	   states	  

truly	  fit	  that	  description.	  

The	  impact	  of	  the	  imbalance	  between	  states’	  positive	  and	  negative	  freedom	  affects	  states’	  ability	  

to	   co-‐exist	   in	   a	   pluralistic	   society	   of	   states.	   “Co-‐existence”	   requires	   that	   states	   recognize	   that	  

they	   exist	   together	   and	   that	   respect	   is	   due	   to	   each	   other’s	   existence.	   Ensuring	   co-‐existence	   is	  

important	  because	  of	   the	  differences	  between	  states.	  The	  more	   frequent	   interactions	  between	  

states	  in	  increasing	  interdependence	  and	  the	  fact	  that	  many	  of	  the	  new	  states	  created	  during	  the	  

second	  half	  of	   the	  20th	   century	  are	   considerably	   less	  powerful	   than	   the	  older	   states	  have	  only	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

9	  Berlin,	  Liberty:	  Incorporating	  ‘Four	  Essays	  on	  Liberty’	  (2002).	  
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made	   these	   differences	   more	   visible.	   Because	   of	   these	   differences,	   it	   remains	   important	   that	  

each	  state	  has	  its	  own	  space	  in	  which	  it	  can	  take	  policy	  decisions	  adapted	  to	  its	  particular	  needs	  

and	  those	  of	  its	  population.	  	  

In	  addition,	  the	   imbalance	  between	  states’	  positive	  and	  negative	  freedom	  creates	  disincentives	  

towards	   co-‐operation,	   despite	   the	   necessity	   of	   co-‐operation	   for	   the	   provision	   of	   global	   public	  

goods	   such	   as	   climate	   change	   mitigation	   and	   macro-‐financial	   stability.	   Although	   states	   may	  

share	  the	  need	  for	  effective	  responses	  to	  international	  problems,	  their	  individual	  interests	  in	  the	  

specific	   steps	   required	   for	   co-‐operation	   to	   arise	   and	   succeed	   are	   often	   very	   different,	   if	   not	  

wholly	  incompatible.	  So,	  while	  states	  may	  agree	  on	  a	  destination,	  they	  often	  strongly	  disagree	  on	  

the	  route	  to	  be	  taken	  towards	  that	  destination	  and	  on	  who	  should	  be	  carrying	  the	  load	  along	  that	  

journey.	   For	   example,	   states	   now	   agree	   on	   the	   significance	   of	   the	   challenge	   posed	   by	   climate	  

change	  and	  even	  on	  the	  need	  to	  keep	  temperature	  increases	  to	  2ºC	  above	  pre-‐industrial	  levels.	  

Nevertheless,	   disagreements	   remain	   on	   which	   states	   should	   bear	   the	   costs	   of	   the	   required	  

emission	  reductions	  and	  on	  how	  much	  each	  state	  should	  contribute.	  Endless	  discussions	  about	  

the	   journey	   can	   make	   it	   very	   difficult	   to	   reach	   the	   destination.	   To	   the	   extent	   that	   effective	  

responses	   to	   international	   problems	   require	   direct	   limits	   on	   states’	   positive	   freedom,	   they	  

require	   the	   consent	  of	   all	   states	   that	  need	   to	   co-‐operate.	  The	  analyses	   in	   the	   case	   studies	  will	  

illustrate	   that	  maintaining	   broad	   positive	   freedom	   in	   a	   liberalized	   global	   economy	   can	   hinder	  

adequate	  co-‐operative	  responses	  to	  international	  problems,	  because	  the	  states	  whose	  actions	  or	  

omissions	  have	  a	  negative	   impact	  abroad	  have	   to	  make	  significant	  sacrifices	  when	  agreeing	   to	  

limits	  on	  the	  exercise	  of	  their	  sovereignty.	  Moreover,	  affecting	  states,	  even	  developing	  ones,	  will	  

be	   in	   a	   stronger	   bargaining	   position	   than	   affected	   states	   when	   it	   comes	   to	   concluding	  

agreements,	  because	   the	   latter	   cannot	  unilaterally	   avoid	   the	  negative	   impact	   and	  may	   thus	  be	  

more	  inclined	  to	  make	  concessions.	  	  

Despite	   the	  need	   for	   limits	  on	   the	  exercise	  of	  state	  sovereignty	   in	   increasing	   interdependence,	  

the	   priority	   given	   to	   states’	   positive	   freedom	   erodes	   state	   sovereignty’s	   relative	   nature.	   This	  

affects	  states’	  “decisional	  sovereignty”,	  which	  encapsulates	  the	  idea	  that	  a	  state	  should	  be	  able	  to	  

decide	  what	  acts	  take	  place	  within	  its	  territory.	  	  

Decisional	  sovereignty	  is	  related	  to,	  but	  not	  congruent	  with,	  the	  idea	  of	  self-‐determination.	  Self-‐

determination	   requires	   the	   ability	   of	   states’	   inhabitants,	   acting	   collectively,	   to	   decide	   on	   their	  
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political	  structure	  and	  their	  economic,	  social	  and	  cultural	  policies	  without	  outside	  interference.10	  

When	  international	  lawyers	  discuss	  self-‐determination,	  they	  often	  refer	  to	  the	  “principle	  of	  self-‐

determination”.	  Over	  the	  years,	  this	  principle	  has	  promoted	  the	  creation	  of	  homogenous	  nation-‐

states	  (national	  self-‐determination),	  provided	  the	  legal	  conceptual	  basis	  for	  decolonization	  after	  

World	  War	  II	   (peoples’	   self-‐determination)	   and,	   in	   its	   latest	   incarnation,	   promoted	   the	  human	  

right	   of	   self-‐determination.11	  The	   goal	   behind	   each	   of	   these	   variations	   is	   to	   ensure	   that	   states	  

duly	   represent	   their	   populations.	   In	   increasing	   interdependence,	   even	   states	   that	   closely	  

represent	   their	   populations	   cannot	   create	   the	   necessary	   conditions	   for	   self-‐determination,	  

because	   all	   states	   are	   affected	   by	   other	   states’	   actions	   or	   omissions.	   Decisional	   sovereignty	   is	  

broader	  than	  self-‐determination.	  The	  aim	  of	  decisional	  sovereignty	  is	  not	  only	  to	  align	  states	  and	  

their	  populations,	   but	   also	   to	   ensure	   that	  decisions	   affecting	   a	   state’s	  population	  are	   taken	  by	  

that	  state	  rather	  than	  by	  external	  actors	  unaccountable	  to	  its	  population.	  

Having	   argued	   that	   liberal	   principles	   should	   govern	   inter-‐state	   relations	   to	   ensure	   states’	   co-‐

existence	   and	   co-‐operation,	   the	   thesis	   argues	   that	   the	   current	   rules	   and	   principles	   on	   the	  

exercise	   of	   state	   sovereignty	   are	   not	   robust	   enough	   to	   support	   a	   liberal	   system	  of	   states.	   The	  

question	   then	   becomes	   how	   to	   bring	   about	   such	   a	   system.	   Given	   that	   international	   law’s	  

prioritization	  of	  the	  protection	  of	  states’	  positive	  freedom	  over	  the	  protection	  of	  their	  negative	  

freedom	  is	  incompatible	  with	  the	  demands	  of	  a	  liberal	  system,	  how	  and	  to	  what	  extent	  can	  the	  

exercise	  of	  state	  sovereignty	  be	  limited	  to	  avoid	  adverse	  effects	  on	  other	  states’	  domestic	  affairs?	  

The	   reflexive	   response	   of	   many	   international	   lawyers	   to	   a	   perceived	   need	   for	   limits	   on	   the	  

exercise	  of	  state	  sovereignty	  is	  to	  advocate	  the	  development	  of	  multilateral	  agreements.	  Alvarez	  

describes	  the	  role	  of	  multilateralism	  for	  international	  lawyers	  as	  “our	  shared	  secular	  religion”.12	  

However,	   this	   focus	   on	   multilateralism	   fails	   to	   account	   for	   the	   disincentives	   towards	   co-‐

operation	   that	   exist	   because	   of	   the	   emphasis	   on	   states’	   positive	   freedom	   over	   their	   negative	  

freedom.	   In	  both	  case	  studies,	   the	  development	  and	   implementation	  of	  co-‐operative	  responses	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

10	  UN	  General	  Assembly,	  Declaration	  on	  the	  Granting	  of	  Independence	  to	  Colonial	  Countries	  and	  Peoples,	  GA	  Res.	  1514,	  
UN	   GAOR,	   15th	   sess,	   947th	   plen	   mtg	   (1960);	   UN	   General	   Assembly,	   Declaration	   on	   Principles	   of	   International	   Law	  
concerning	  Friendly	  Relations	  and	  Co-‐operation	  among	  States	  in	  accordance	  with	  the	  Charter	  of	  the	  United	  Nations,	  GA	  
Res.	  2625,	  UN	  GAOR,	  25th	  sess,	  1883rd	  plen	  mtg	  (1970);	  Thürer	  and	  Burri,	  “Self-‐Determination”,	  in	  Wolfrum	  (Ed.)	  The	  
Max	   Planck	   Encyclopedia	   of	   Public	   International	   Law,	   at	   <www.mpepil.com>;	   Peters,	   “Humanity	   as	   the	   A	   and	   Ω	   of	  
Sovereignty”,	  20	  European	  Journal	  of	  International	  Law	  513	  (2009),	  541.	  

11	  Casanovas,	   Unity	   and	   Pluralism	   in	   Public	   International	   Law	   (2001),	   131-‐135;	   Falk,	   “Self-‐Determination	   under	  
International	  Law:	  The	  Coherence	  of	  Doctrine	  Versus	   the	   Incoherence	  of	  Experience”,	   in	  Danspeckgruber	   (Ed.)	  The	  
Self-‐Determination	  of	  Peoples:	  Community,	  Nation	  and	  State	  in	  an	  Interdependent	  World	   (2002),	  32;	  McWhinney,	  Self-‐
Determination	   of	   Peoples	   and	  Plural-‐Ethnic	   States	   in	   Contemporary	   International	   Law:	   Failed	   States,	  Nation-‐Building	  
and	  the	  Alternative,	  Federal	  Option	  (2007),	  2.	  

12	  Alvarez,	  “Multilateralism	  and	  Its	  Discontents”,	  11	  European	  Journal	  of	  International	  Law	  393	  (2000),	  394.	  
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has	  featured	  prominently	  on	  the	  international	  agenda	  in	  recent	  years.	  Yet,	  existing	  international	  

responses	  are	  ineffective	  or	  incomplete,	  leaving	  states	  vulnerable	  to	  the	  threats	  of	  catastrophic	  

climate	  change	  and	  macro-‐financial	  instability.	  

This	   thesis	   argues	   that	   better	   protection	   of	   states’	   negative	   freedom	   in	   increasing	  

interdependence	   could	   be	   achieved	   through	   a	  more	   evolutionary	   and	   incremental	   process	   of	  

reinterpretation.	  The	  aim	  is	  to	  rebalance	  the	  existing	  rules	  and	  principles	  on	  the	  exercise	  of	  state	  

sovereignty.	  This	  rebalancing	  would	  take	  place	  through	  various	  formal	  and	  informal	  dialectical	  

processes	  in	  which	  a	  wide	  variety	  of	  actors	  through	  interaction	  and	  argument	  refine	  the	  limits	  

on	   the	   exercise	   of	   state	   sovereignty	   in	   increasing	   interdependence.	   Formal	   processes	   are,	   for	  

example,	   inter-‐state	   discussions	   at	   an	   international	   conference	   or	   dispute	   settlement	   by	   an	  

international	  adjudicator.	  Examples	  of	   informal	  processes	  are	   informal	  diplomatic	   interactions	  

between	  states	  or	  the	  influence	  non-‐state	  actors,	  such	  as	  non-‐governmental	  organisations,	  have	  

when	  lobbying	  states,	  international	  organisations	  or	  public	  opinion.	  

Dialectical	   processes	   alone	   are	   insufficient	   to	   achieve	   a	   liberal	   system	   of	   states;	   substantive	  

concepts	   are	   needed	   to	   give	   these	   processes	   normative	   direction.	   Accordingly,	   this	   thesis	  

identifies	  a	  set	  of	  “interstitial	  norms”	  that	  can	  drive	  the	  reinterpretation	  of	  rules	  and	  principles	  

governing	  the	  exercise	  of	  state	  sovereignty	  towards	  a	  liberal	  system	  of	  states.	  “Interstitial	  norms”	  

have	   been	   described	   by	   Lowe	   as	   norms	   that	   operate	   “in	   the	   interstices	   between	   [...]	   primary	  

rules”	   when	   these	   rules	   compete	   for	   application	   to	   a	   specific	   set	   of	   facts.13	  Three	   interstitial	  

norms	   are	   advanced	   here.	   The	   first	   is	   locality,	  which	   holds	   that	   states	   should	   be	   able	   to	   take	  

action	   if	   an	  act	   takes	  place	  within	   their	   territory	  or	   if	   an	  act	  has	  effects	  within	   their	   territory.	  

This	  norm	  would	  allow	  states	  to	  act	  when	  their	  negative	  freedom	  is	  adversely	  affected.	  However,	  

actions	  in	  accordance	  with	  the	  norm	  of	  locality	  can	  still	  have	  an	  adverse	  impact	  on	  other	  states’	  

negative	   freedom,	   because	   an	   act	   and	   its	   effects	   do	   not	   necessarily	   occur	   within	   the	   same	  

territory.	   Therefore,	   the	   two	   additional	   norms	   of	   reasonableness	   and	   good	   neighbourliness	  

further	  limit	  the	  exercise	  of	  states’	  positive	  freedom.	  States	  should	  avoid	  the	  situation	  whereby	  

the	   exercise	   of	   their	   positive	   freedom	   adversely	   affects	   their	   “neighbours”.	   This	   term	   is	  

understood	   broadly	   and	   therefore	   not	   limited	   to	   states	   that	   physically	   border	   each	   other.	   If	  

adverse	   effects	   on	   other	   states	   are	   inevitable,	   states	   should	   ensure	   that	   these	   effects	   remain	  

within	  reasonable	  bounds.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

13	  Lowe,	  “The	  Politics	  of	  Law-‐Making:	  Are	  the	  Method	  and	  Character	  of	  Norm	  Creation	  Changing?”,	  in	  Byers	  (Ed.)	  The	  
Role	  of	  Law	  in	  International	  Politics	  (2000),	  213-‐214.	  
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Removing	  the	  current	  preference	  for	  positive	  over	  negative	  freedom	  will	  increase	  the	  likelihood	  

of	   collisions	   of	   sovereignty.	   Although	   these	   collisions	  may	   go	   against	   the	   idea	   of	   fostering	   co-‐

existence	   between	   states,	   they	   are	   not	   necessarily	   a	   bad	   evolution.	   Rather,	   the	   collisions	   can	  

catalyse	  the	  development	  of	  more,	  and	  more	  successful,	  international	  agreements	  governing	  the	  

exercise	  of	  state	  sovereignty	  by	  raising	  states’	  awareness	  of	   the	   interconnected	  nature	  of	   their	  

interests.	   Rebalancing	   states’	   freedoms	   through	   reinterpretation	   based	   on	   interstitial	   norms	  

thus	  has	  the	  advantage	  of	  “ripening”	  international	  responses	  to	  international	  problems.	  	  

II.	   THE	  CASE	  STUDIES	  

The	  thesis	  explores	  the	  challenges	  of	  ensuring	  a	  liberal	  system	  of	  states	  in	  the	  specific	  contexts	  

of	  climate	  change	  mitigation	  and	  macro-‐financial	  instability.	  The	  analysis	  distinguishes	  between	  

“direct	   limits”	   on	   the	   exercise	   of	   state	   sovereignty	   and	   “limits	   on	   the	   legality	   of	   defensive	  

mechanisms”.	  	  

Direct	   limits	   take	   the	   form	   of	   “Do	   not	   do	   X”	   or	   “Do	   X”.	   They	   can	   be	   found	   in	   international	  

agreements	  that	  deal	  directly	  with	  climate	  change	  mitigation,	  such	  as	  the	  Kyoto	  Protocol,	  or	  with	  

macro-‐financial	   stability,	   such	   as	   the	   IMF	   Articles	   of	   Agreement.	   These	   limits	   are	   intended	   to	  

forestall	  an	  exercise	  of	  state	  sovereignty	  causing	  adverse	  impacts	  in	  other	  states	  or	  undermining	  

the	  achievement	  of	  a	  global	  public	  good.	  The	  thesis	  argues	  that	  there	  is	  a	  lack	  of	  direct	  limits	  in	  

each	  of	  the	  case	  studies,	  which	  results	  in	  a	  broad	  protection	  of	  states’	  positive	  freedom.	  

Defensive	  mechanisms	  are	  an	  alternative	  way	  of	  balancing	  states’	  positive	  and	  negative	  freedom.	  

The	  legality	  of	  defensive	  mechanisms	  in	  international	  law	  is	  determined	  by	  rules	  and	  principles	  

that	   take	   the	   form	   of	   “a	   State	   may	   do	   X	   to	   avoid	   an	   adverse	   external	   impact”.	   Defensive	  

mechanisms	  allow	  states	  that	  are	  (potentially)	  affected	  by	  another	  state’s	  actions	  or	  omissions	  

to	  regulate	  in	  protection	  of	  their	  sovereignty.	  Defensive	  mechanisms	  can	  be	  reactive	  as	  well	  as	  

preventive.	   States	   can	   thus	   rely	   upon	   defensive	  mechanisms	   even	   before	   they	   experience	   the	  

adverse	   impact.	   Defensive	  mechanisms	   are	   particularly	   important	   to	   protect	   states’	   domestic	  

affairs	  against	  another	  state’s	  actions	  or	  omissions	  when	  no	  direct	  limits	  are	  available	  to	  restrict	  

how	  the	  latter	  exercises	  its	  sovereignty.	  They	  can	  also	  complement	  existing	  direct	  limits	  on	  the	  

exercise	   of	   state	   sovereignty	   when	   these	   are	   not	   sufficient	   to	   eliminate	   all	   adverse	   effects.	  

Because	  defensive	  mechanisms	   focus	  on	   the	  protection	  of	   the	  affected	  state’s	  domestic	  affairs,	  

they	   are	   preferable	   over	   direct	   limits	   to	   deal	   with	   complex	   problems	   of	   increasing	  

interdependence.	   Direct	   limits	   on	   one	   state	   are	   crude	   instruments	   to	   protect	   other	   states’	  

domestic	   affairs;	   they	   restrict	   a	   state’s	   behaviour	   even	   if	   it	   does	   not	   affect	   another	   state’s	  
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domestic	  affairs.	  In	  contrast,	  defensive	  mechanisms	  are	  only	  available	  when	  a	  state	  (potentially)	  

experiences	  an	  adverse	  effect.	  

Given	   the	   argument	   that	   international	   law	  overprotects	   states’	   positive	   freedom,	   studying	   the	  

legality	  of	  defensive	  mechanisms	  may	  seem	  contradictory.	  However,	  the	  issue	  is	  highly	  relevant	  

because	   trade	   liberalization	   agreements	   horizontally	   allocate	   jurisdiction	   over	   trade-‐related	  

areas, 14 	  such	   as	   climate	   change	   mitigation	   and	   macro-‐financial	   instability.	   Often,	   these	  

agreements	   restrict	   a	   state’s	   exercise	  of	   its	   sovereignty	   in	  protection	  of	   its	   domestic	   affairs	   in	  

increasing	  interdependence,	  and	  lead	  to	  insufficient	  protection	  of	  states’	  negative	  freedom.	  They	  

thus	  constitute	  legal	  limits	  on	  the	  legality	  of	  defensive	  mechanisms.	  

The	   trade	   liberalization	   agreements	   studied	   to	   assess	   the	   limits	   on	   the	   legality	   of	   defensive	  

mechanisms	  are,	  firstly,	  the	  multilateral	  agreements	  under	  the	  WTO	  umbrella,	  such	  as	  GATT	  and	  

GATS.	   Due	   to	   the	   lack	   of	   progress	   in	   the	   WTO’s	   Doha	   Round,	   the	   momentum	   of	   trade	  

liberalization	  has	  now	  shifted	  to	  bilateral	  trade	  liberalization	  agreements.15	  The	  case	  studies	  will	  

therefore	  also	  look	  into	  two	  bilateral	  free	  trade	  agreements	  (FTAs):	  the	  US–Korea	  FTA	  and	  the	  

EU–Korea	  FTA.	  These	  bilateral	  FTAs	  have	  been	  chosen	  for	  several	  reasons.	  First,	  the	  US	  and	  the	  

EU	  are	  at	  the	  forefront	  of	  FTA	  negotiations,	  often	  pushing	  for	  more	  liberalization	  than	  has	  been	  

agreed	  within	  the	  WTO.	  Second,	  both	  are	  recent	  agreements	  that	  in	  the	  case	  of	  the	  EU	  exhibit	  a	  

new	  strategy,	  particularly	   in	   the	   area	  of	   services.16	  Of	   the	  various	  US	  FTAs,	   the	  US–Korea	  FTA	  

goes	   the	   furthest	   in	   relation	   to	   financial	   services	   trade	   liberalization. 17 	  Finally,	   choosing	  

agreements	   with	   the	   same	   state,	   i.e.	   Korea,	   reduces	   potential	   distortions	   in	   the	   comparison	  

between	   the	   EU	   and	   the	   US	   approaches	   due	   to	   differences	   between	   their	   respective	  

counterparties.	  	  

All	   the	   trade	   liberalization	  agreements	   studied	   contain	  disciplines	   for	   states	   regarding	  market	  

access	   and	   regulation	   of	   foreign	   goods,	   services	   or	   service	   suppliers.	   The	   US–Korea	   FTA	   also	  

contains	  disciplines	  on	  the	  regulation	  of	  financial	  investments.	  The	  agreements	  further	  provide	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

14	  Trachtman,	   “Institutional	   Linkage:	   Transcending	   ‘Trade	   And	   ...’”,	   96	   American	   Journal	   of	   International	   Law	   77	  
(2002),	   80;	   Horn	   and	  Mavroidis,	   “The	   Permissible	   Reach	   of	   National	   Environmental	   Policies”,	   42	   Journal	   of	  World	  
Trade	  1107	  (2008),	  1108.	  

15	  McRae,	  “Book	  Review:	  The	  Evolution	  of	  the	  Trade	  Regime:	  Politics,	  Law,	  and	  Economics	  of	  the	  GATT	  and	  the	  WTO”,	  
104	  American	  Journal	  of	  International	  Law	  334	  (2010),	  335.	  

16 	  European	   Commission	   DG	   Trade,	   “EU-‐Korea	   FTA:	   A	   Quick	   Reading	   Guide”	   (October	   2010),	   at	  
<http://trade.ec.europa.eu/doclib/docs/2009/october/tradoc_145203.pdf>,	  1,	  7.	  

17	  Public	   Citizen,	   Fixes	   to	   Problematic	   Foreign	   Investor,	   Financial	   Deregulation	   Provisions	   in	   Bush’s	   Korea	   FTA	   Text	  
Could	   Limit	   Prospective	   Damage,	   Start	   Obama’s	   Promised	   Trade	   Reforms,	   at	  
<http://www.citizen.org/documents/Talkingpointsinvestmentand%20financiaservices10.pdf>,	  4.	  
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exceptions	   that	   allow	   trade-‐restrictive	   regulation	   in	   response	   to	   specific	   societal	   needs.	   The	  

exceptions	   thus	   protect	   states’	   domestic	   affairs	   against	   negative	   impacts	   of	   another	   state’s	  

actions	  or	  omissions	  in	  relation	  to	  these	  specific	  societal	  needs.	  As	  a	  result,	  the	  balance	  between	  

liberalization	   commitments	   and	   the	   exceptions	   to	   those	   commitments	   contained	   in	   trade	  

liberalization	   agreements	   is	   crucial	   to	   determine	  whether	   international	   law	   can	   function	   as	   a	  

liberal	  system	  in	   increasing	   interdependence.	  The	  thesis	  argues	  that	   the	  scope	  of	   the	  available	  

exceptions	   is	   insufficiently	   broad	   to	   counterbalance	   states’	   liberalization	   commitments	  

whenever	  trade	  exposes	  states’	  domestic	  affairs	  to	  the	  adverse	  impact	  of	  other	  states’	  actions	  or	  

omissions.	  	  

Theoretically,	   new	   direct	   limits	   in	   response	   to	   problems	   of	   increasing	   interdependence	   could	  

remedy	   the	   imbalance	   between	   states’	   positive	   and	   negative	   freedom.	   Depending	   on	   the	  

situation,	   these	   limits	  would	  either	   force	  states	   to	   refrain	   from	  certain	  actions	  or	   to	  engage	   in	  

specific	   actions	   such	  as	   the	   regulation	  of	   economic	   actors	  within	   their	   territory.	  However,	   the	  

existing	   imbalance	   in	   favour	  of	  positive	   freedom	  combined	  with	   the	   requirement	  of	   sovereign	  

consent	  to	  international	  obligations	  complicates	  the	  development	  of	  new	  direct	  limits.	  	  

Instead,	   the	   thesis	   proposes	   to	   reinterpret	   the	   limits	   on	   the	   legality	   of	   defensive	  mechanisms,	  

guided	   by	   the	   interstitial	   norms	   of	   locality,	   reasonableness	   and	   good	   neighbourliness,	   as	   the	  

preferred	   solution	   to	   correct	   the	   existing	   imbalance	   between	   states’	   positive	   and	   negative	  

freedom.	  The	  main	  legal	  obstacle	  to	  the	  implementation	  of	  defensive	  mechanisms	  currently	  lies	  

in	   the	   interpretation	   of	   inherently	   abstract	   concepts,	   such	   as	   “likeness”	   or	   “necessity”,	   that	  

determine	  the	  application	  of	  crucial	  provisions	  of	  trade	  liberalization	  agreements.	  To	  lower	  the	  

existing	   obstacles	   to	   the	   legality	   of	   defensive	   mechanisms,	   the	   thesis	   suggests	   different	  

interpretations	   of	   these	   concepts	   that	   are	   compatible	  with	   the	   text	   of	   the	   trade	   liberalization	  

agreements	   as	  well	   as	  with	   the	   objective	   of	   ensuring	   that	   liberal	   principles	   govern	   inter-‐state	  

relations.	  	  

Reinterpretation	   of	   the	   limits	   in	   trade	   liberalization	   agreements	   on	   the	   legality	   of	   defensive	  

mechanisms	   is	   a	   dynamic	   process	   that	   can	   take	   place,	   for	   example,	   through	   consultations	  

between	  parties	   to	   the	   agreements,	   through	   formal	  dispute	   settlement	  or	   through	  discussions	  

within	  the	  various	  other	  committees	  created	  under	  the	  agreements.	  Ideally,	  a	  reinterpretation	  of	  

the	  rules	  and	  principles	  governing	  the	  exercise	  of	  state	  sovereignty	  will	  lead	  the	  affecting	  state	  

to	  change	  the	  policies	   that	  cause	  the	  adverse	   impact.	  Moreover,	   looser	   limits	  on	  the	   legality	  of	  

defensive	  mechanisms	  will	   allow	  affected	  states	   to	  protect	  non-‐trade	  values	   through	  domestic	  

regulation,	   even	   if	   their	   regulation	   is	   trade	   restrictive.	   Using	   defensive	   mechanisms,	   affected	  
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states	  can	  protect	  their	  domestic	  affairs	  against	  the	  adverse	  impact	  of	  another	  state’s	  actions	  or	  

omissions.	  Thus,	  the	  affected	  states	  do	  not	  depend	  on	  the	  affecting	  state	  to	  change	  its	  policies.	  

III.	   ROADMAP	  TO	  THE	  THESIS	  

This	  thesis	  is	  divided	  in	  two	  Parts.	  Part	  I	  analyses	  the	  impact	  of	  increasing	  interdependence	  on	  

the	   international	   system	   of	   sovereign	   states	   that	   has	   traditionally	   been	   seen	   as	   liberal.18	  It	  

demonstrates	  that	  general	  international	  law	  currently	  does	  not	  support	  a	  liberal	  system	  of	  states	  

because	  of	  imbalances	  between	  states’	  positive	  freedom	  and	  other	  states’	  negative	  freedom.	  Part	  

II	  then	  addresses	  how	  the	  legal	  system	  of	  sovereign	  states	  can	  be	  reconfigured	  as	  a	  liberal	  one,	  

even	  in	  situations	  of	  increasing	  interdependence	  such	  as	  climate	  change	  mitigation	  and	  macro-‐

financial	  stability.	  

Part	   I	   contains	   three	   Chapters	   that	   analyse	   the	   core	   building	   blocks	   of	   this	   thesis.	   Chapter	   1	  

discusses	   the	   increasing	   interdependence	   between	   states.	   As	   the	   examples	   of	   climate	   change	  

mitigation	  and	  macro-‐financial	  instability	  will	  illustrate,	  states	  are	  increasingly	  affected	  by	  other	  

states’	  policy	  decisions	  and	  rely	  on	  each	  other	  for	  co-‐ordinated	  responses	  to	  a	  growing	  number	  

of	  transboundary	  problems.	  However,	  as	  both	  case	  studies	  show,	  developing	  such	  responses	  is	  

very	  difficult	  in	  practice.	  

Chapter	   2	   argues	   that	   liberal	   principles	   should	   guide	   inter-‐state	   relations	   in	   situations	   of	  

increasing	   interdependence.	   Liberal	   principles	   dictate	   that	   protection	   of	   states’	   negative	  

freedom	  takes	  priority	  over	  protection	  of	  their	  positive	  freedom.	  This	  argument	  is	  supported	  by	  

an	  examination	  of	  the	  core	  tenets	  of	  a	  liberal	  system	  and	  of	  the	  reasons	  why	  a	  liberal	  system	  of	  

states	  remains	  important	  in	  increasing	  interdependence.	  

Chapter	  3	  proposes	   a	  more	   sophisticated	  approach	   to	   the	  premise	   that	   the	   international	   legal	  

system	   is	   based	   on	   the	   concept	   of	   state	   sovereignty.	   This	   Chapter	   emphasises	   that	   state	  

sovereignty	   is	   a	   relative	   concept,	   inherently	   limited	   by	   the	   equal	   sovereignty	   of	   other	   states.	  

However,	  the	  current	  rules	  and	  principles	  on	  the	  exercise	  of	  state	  sovereignty	  impose	  few	  limits	  

on	  a	  state’s	  exercise	  of	  its	  sovereignty,	  even	  if	  needed	  to	  protect	  the	  sovereignty	  of	  other	  states.	  

The	  principles	  establishing	  states’	  freedom	  to	  act,	  such	  as	  the	  Lotus	  Principle	  according	  to	  which	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

18	  Weil,	  “Towards	  Relative	  Normativity	  in	  International	  Law?”,	  77	  American	  Journal	  of	  International	  Law	  413	  (1983),	  
419;	  Carty,	  The	  Decay	  of	   International	  Law?:	  A	  Reappraisal	  of	  the	  Limits	  of	  Legal	  Imagination	  in	  International	  Affairs	  
(1986),	  88;	  Henkin,	  International	  Law:	  Politics	  and	  Values	  (1995),	  97,	  100-‐101,	  104;	  Simpson,	  “Two	  Liberalisms”,	  12	  
European	  Journal	  of	  International	  Law	   537	   (2001),	  540-‐541;	  Koskenniemi,	  From	  Apology	  to	  Utopia:	  The	  Structure	  of	  
International	  Legal	  Argument	   (2005),	  93-‐94;	  Sandholtz	  and	  Stiles,	   International	  Norms	  and	  Cycles	  of	  Change	   (2009),	  
20-‐21.	  
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states	  are	  presumed	   free	   to	  exercise	   their	  sovereignty	  within	   their	   territory,	  have	  a	  very	  wide	  

reach.	   Further,	   the	   few	   limits	   that	   exist	   to	   avoid	   a	   situation	   in	   which	   a	   state’s	   exercise	   of	   its	  

sovereignty	   adversely	   affects	   other	   states	   are	   interpreted	   narrowly.	   These	   limits	   are	   only	  

available	   for	   limited	   categories	   of	   adverse	   effects	   and	   require	   the	   affected	   state	   to	   establish	   a	  

causal	   link	   between	   the	   effect	   and	   another	   state’s	   actions	   or	   omissions.	   In	   situations	   of	  

increasing	  interdependence,	  these	  conditions	  are	  often	  difficult	  to	  fulfil.	  The	  combined	  effect	   is	  

that	  state	  sovereignty	   is	  not	  as	  relative	  as	  often	   thought.	  Linking	  back	   to	  Chapter	  2,	  Chapter	  3	  

further	  argues	   that	   the	  weakened	  relative	  nature	  of	  state	  sovereignty	   is	   incompatible	  with	   the	  

requirements	  of	  a	  liberal	  system	  of	  states.	  	  

Having	   established	   in	   Part	   I	   that	   the	   reality	   of	   increasing	   interdependence	   undermines	   the	  

argument	  that	  international	  law	  is	  a	  liberal	  system	  of	  sovereign	  states,	  the	  six	  chapters	  of	  Part	  II	  

address	  the	  question	  how	  a	  liberal	  system	  of	  sovereign	  states	  can	  be	  ensured	  despite	  increasing	  

interdependence.	  	  

Chapter	   4	   examines	   the	   dialectical	   processes	   of	   normative	   change,	   and	   identifies	   locality,	  

reasonableness	  and	  good	  neighbourliness	  as	  the	  interstitial	  norms	  that	  can	  serve	  as	  substantive	  

drivers	  of	  these	  processes.	  	  

Chapter	   5	   employs	   these	   interstitial	   norms	   to	   propose	   possible	   substantive	   outcomes	   of	   the	  

various	   formal	   and	   informal	   processes	   through	   which	   rules	   and	   principles	   of	   general	  

international	  law	  governing	  the	  exercise	  of	  state	  sovereignty	  can	  be	  reinterpreted.	  The	  goal	  is	  to	  

ensure	  that	  these	  rules	  and	  principles	  contain	  the	  necessary	  limits	  to	  guarantee	  that	  sovereignty	  

is	   a	   relative	   concept	   in	   increasing	   interdependence,	   so	   as	   to	   reduce	   the	  possibility	  of	   a	   state’s	  

actions	  or	  omissions	  adversely	  affecting	  other	  states.	  	  

The	  four	  remaining	  Chapters	  of	  Part	  II	  examine	  for	  each	  of	  the	  case	  studies	  the	  balance	  between	  

states’	  positive	  and	  negative	  freedom	  that	  results	  from	  the	  application	  of	  direct	  limits	  and	  limits	  

on	  the	  legality	  of	  defensive	  mechanisms.	  The	  thesis	  establishes	  that	  specialized	  international	  law	  

contains	  few	  direct	  limits	  on	  the	  exercise	  of	  state	  sovereignty	  to	  ensure	  that	  a	  state	  takes	  steps	  

to	  reduce	  greenhouse	  gas	  emissions	  (Chapter	  6)	  or	  to	  ensure	  that	  the	  necessary	  measures	  are	  in	  

place	   to	   protect	   macro-‐financial	   stability	   (Chapter	   8).	   In	   addition,	   trade	   liberalization	  

agreements	   impose	   limits	   on	   the	   legality	   of	   defensive	   mechanisms.	   The	   climate	   change	  

mitigation	  case	  study	   in	  Chapter	  7	  analyses	   the	  provisions	  related	  to	   the	   trade	   in	  goods	   in	   the	  

context	  of	  the	  WTO	  and	  in	  the	  FTAs.	  The	  provisions	  liberalizing	  trade	  in	  financial	  services	  in	  the	  

GATS	   and	   in	   the	   services	   chapters	   in	   the	   FTAs	   are	   the	   topic	   of	   the	  macro-‐financial	   instability	  

case	   study	   in	   Chapter	   9.	   The	   obligations	   these	   agreements	   impose	   on	   states	   are	   traditionally	  
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interpreted	  very	  broadly.	  Moreover,	  the	  available	  exceptions	  are	  subject	  to	  strict	  conditions	  and,	  

as	   a	   result,	   insufficiently	   compensate	   for	   the	   restrictive	   impact	   of	   these	   obligations	   on	   states’	  

ability	  to	  regulate	  in	  protection	  of	  their	  domestic	  affairs.	  	  

Before	  progressing	  further,	  it	  is	  useful	  to	  clarify	  what	  does	  not	  come	  within	  the	  scope	  of	  the	  core	  

question	   about	   the	   balance	   between	   states’	   positive	   and	   negative	   freedom	   to	   ensure	   a	   liberal	  

system	  of	  states	  in	  increasing	  interdependence.	  	  

First,	   the	   discussion	   of	   international	   law	   as	   a	   liberal	   system	   of	   states	   should	   not	   be	   confused	  

with	   a	   discussion	   of	   international	   law	   as	   a	   system	   of	   liberal	   states.	   Some	   “liberal”	   theories	   of	  

international	   relations	   extrapolate	   the	   focus	   on	   liberty	   of	   private	   actors	   that	   is	   typical	   for	  

applications	  of	  liberalism	  within	  the	  domestic	  context	  of	  states	  to	  the	  international	  context.	  The	  

position	   that	   international	   law	   should	   protect	   the	   individual	   freedoms	   of	   private	   actors	   over	  

those	  of	  states	  is	  central	  to	  these	  theories.19	  Moreover,	  these	  theories	  argue	  that	  any	  state	  that	  is	  

not	   organized	   based	   on	   (Western)	   ideas	   of	   democracy,	   separation	   of	   powers,	   checks	   and	  

balances	  and	  respect	  for	  private	  property20	  may	  be	  excluded	  from	  the	  international	  community.	  

In	  this	  conception	  of	  a	  liberal	  theory,	  the	  adjective	  “liberal”	  thus	  refers	  to	  a	  domestic	  quality	  of	  

the	  states	  rather	  than	  to	  a	  quality	  of	  the	  international	  system	  of	  states.	  Rather	  than	  promoting	  

co-‐existence	  and	  co-‐operation,	  these	  theories	  want	  to	  universalise	  values	  that	  are	  not	  currently	  

shared	  by	  all	  actors.	  Due	  to	  their	  anti-‐pluralist	  “intolerance	  of	  the	  illiberal”,21	  these	  theories	  are	  

not	  as	  liberal	  as	  their	  name	  suggests.22	  

Individual	  states’	  liberal	  credentials	  are	  not	  a	  central	  concern	  of	  this	  thesis.	  The	  focus	  is	  on	  the	  

liberal	   nature	   of	   international	   law	   as	   a	   legal	   system	   governing	   states’	   interactions.	   A	   liberal	  

system	   of	   international	   law	   does	   not	   require	   a	   system	   of	   liberal	   states.	   States’	   adherence	   to	  

liberalism	   internally	  does	  not	  necessarily	  overlap	  with	  adherence	   to	   liberalism	  externally,	  and	  

vice	  versa.	   Internally	   illiberal	  states	  can	  act	   in	  a	   liberal	  way	  externally.	  As	  Koskenniemi	  points	  

out,	  “it	  is	  a	  paradox	  that	  many	  writers	  or	  statesmen	  who	  most	  deplore	  the	  Western	  intellectual	  

heritage	   are	   most	   anxious	   to	   universalize	   it	   under	   a	   rigid	   international	   system	   of	   sovereign	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

19	  Arguments	  along	  these	  lines	  can	  be	  found	  in	  Teson,	  “The	  Kantian	  Theory	  of	  International	  Law”,	  92	  Columbia	  Law	  
Review	   53	   (1992),	   54	   and	   Slaughter,	   “International	   Law	   in	   a	   World	   of	   Liberal	   States”,	   6	   European	   Journal	   of	  
International	  Law	  503	  (1995),	  504-‐505.	  

20	  Richardson,	  “Contending	  Liberalisms:	  Past	  and	  Present”,	  3	  European	  Journal	  of	  International	  Relations	  5	  (1997),	  5.	  

21	  Simpson,	  Great	  Powers	  and	  Outlaw	  States:	  Unequal	  Sovereigns	  in	  the	  International	  Legal	  Order	  (2004),	  78.	  

22	  Gray,	  Two	  Faces	  of	  Liberalism	  (2000),	  2-‐3	  describes	  this	  tension	  as	  the	  “two	  faces	  of	  liberalism”.	  
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equality.”23	  For	   example,	   China	   is	   one	   of	   the	   strongest	   proponents	   of	   the	   principle	   of	   non-‐

intervention,	   the	   international	  equivalent	  of	   the	  classical	   liberal	  argument	  for	  autonomy	  in	  the	  

private	   space.	   Yet	   internally	   China	   is	   far	   from	   a	   liberal	   state.	   At	   the	   same	   time,	   the	   empirical	  

foundations	   for	  claims	   that	   internally	   liberal	  states	  are	  also	  externally	   liberal	  are	  debated,24	  as	  

the	   external	   behaviour	   of	   some	   internally	   liberal	   states	   can	   hardly	   be	   said	   to	   be	   consistently	  

liberal.	  Some	  internally	  liberal	  states,	  such	  as	  the	  US,	  have	  historically	  shown	  disregard	  for	  the	  

sovereignty	  of	  other	  states	  and	  for	  international	  law	  in	  general.25	  

Second,	   although	   the	   study	   of	   the	   legality	   of	   defensive	  mechanisms	   under	   trade	   liberalization	  

agreements	   involves	   an	   analysis	   of	   the	   balance	   struck	   in	   these	   agreements	   between	   trading	  

obligations	  and	  regulatory	  autonomy,	  the	  thesis	  focuses	  only	  on	  a	  subset	  of	  situations	  in	  which	  

trading	   obligations	   can	   conflict	   with	   regulatory	   autonomy.	   The	   tension	   between	   trade	   and	  

regulatory	   autonomy	   arises	   in	   a	   wide	   range	   of	   situations	   in	  which	   the	   exercise	   of	   regulatory	  

autonomy	   has	   some	   impact	   on	   trade.	   For	   example,	   trade	   can	   be	   affected	   by	   quantitative	   and	  

qualitative	  restrictions	  on	  the	  goods	  or	  services	  offered	  on	  the	  domestic	  market,	  by	  subsidies	  to	  

domestic	   production	   or	   by	   government	   procurement	   policies	   favouring	   domestic	   production.	  

The	   focus	   in	   this	   thesis	   is	  on	   trade	  as	  a	   contributor	   to	   increasing	   interdependence	  and	  on	   the	  

restrictions	   trade	   liberalization	   agreements	   impose	   on	   states’	   unilateral	   regulation	   to	   keep	  

goods	  or	  services	  that	  contribute	  to	  a	  transboundary	  problem	  out	  of	  their	  domestic	  markets.	  

Finally,	   despite	   its	   focus	   on	   better	   protection	   of	   states’	   negative	   freedom,	   the	   thesis	   does	   not	  

advocate	  a	  blind	  return	  to	  a	  state-‐centred	  system	  of	  international	  relations.	  In	  a	  liberal	  system	  of	  

states,	   states	   cannot	   have	   absolute	   rights	   to	   exercise	   their	   sovereignty	   or	   unlimited	   positive	  

freedom,	  as	  they	  cannot	  disregard	  the	  equal	  rights	  of	  other	  states.	  An	  absolute	  approach	  to	  the	  

exercise	  of	  sovereignty	  is	  unsustainable	  and	  incompatible	  with	  the	  idea	  of	  international	  law.	  	  

Instead,	   the	   ultimate	   aim	   of	   this	   thesis	   is	   more	   progressive.	   The	   goal	   is	   to	   incentivize	   co-‐

operation	  between	  states	  when	  needed.	   It	  will	  be	  argued	   that	   rebalanced	   rules	  and	  principles	  

governing	  the	  exercise	  of	  state	  sovereignty	  have	  the	  potential	  to	  force	  states	  to	  take	  into	  account	  

the	  costs	  of	  their	  actions	  when	  these	  have,	  or	  threaten	  to	  have,	  a	  negative	  impact	  on	  other	  states.	  

An	  important	  cost	  that	  arises	  out	  of	  reinterpreted	  limits	  on	  the	  legality	  of	  defensive	  mechanisms	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

23	  Koskenniemi,	  supra	  note	  18,	  156-‐157.	  

24	  Reus-‐Smit,	   “The	   Strange	   Death	   of	   Liberal	   International	   Theory”,	   12	   European	   Journal	   of	   International	   Law	   573	  
(2001),	  588-‐589.	  

25	  Simpson,	  supra	  note	  18,	  565.	  



Introduction	  

	   15	  

is	   that	   states	   affected	   by	   another	   state’s	   actions	   or	   omissions	  will	   be	   able	   to	   restrict	   trade	   in	  

response.	   The	   exclusion	   of	   the	   affecting	   state’s	   goods,	   services	   or	   service	   suppliers	   can	   be	   a	  

significant	  factor	  for	  this	  state	  to	  improve	  its	  regulatory	  framework	  and	  to	  co-‐operate	  with	  other	  

states	  when	  needed.	  To	  take	  the	  climate	  change	  case	  study	  as	  an	  example,	  under	  the	  prevailing	  

international	   legal	   framework,	   state	   A	   may	   decide	   to	   keep	   coal-‐fired	   electricity	   generation	  

because	  it	   is	  not	  at	  a	  high	  risk	  of	  experiencing	  climate	  change’s	  negative	  effects	  and	  because	  it	  

has	  access	  to	  an	  abundant	  supply	  of	  cheap	  coal.	  However,	   if	  state	  B	  decides	  to	  reduce	  trade	   in	  

goods	   based	   on	   the	   greenhouse	   gas	   intensity	   of	   the	   energy	   sources	   used	   in	   the	   production	  

process	  due	  to	  its	  vulnerability	  to	  climate	  change	  and/or	  to	  ensure	  that	  its	  domestic	  producers	  

switch	  to	  renewable	  energy	  sources,	  state	  A	  would	  lose	  access	  to	  an	  export	  market.	  To	  maintain	  

access	  to	  state	  B’s	  market,	  state	  A	  may	  want	  to	  switch	  towards	  more	  renewable	  energy	  sources.	  

Of	  course,	  co-‐operation	  has	  yet	  to	  emerge,	  but	  at	  least	  the	  underlying	  incentives	  are	  altered.	  

Thus,	  this	  thesis	  sees	  state	  sovereignty	  not	  as	  the	  end	  of	  the	  analysis,	  but	  as	  the	  starting	  point	  on	  

which	   to	   build	   reinterpreted	   international	   rules	   and	   principles	   that	   can	   function	   in	   the	   new	  

reality	  of	  increasing	  interdependence.	  As	  Greig	  points	  out,	  “interdependence	  can	  be	  as	  creative	  

of	   conflict	   and	   disagreement	   as	   of	   collaboration	   and	   consensus”.26	  The	   goal	   is	   to	   have	   an	  

international	  legal	  system	  that	  gently	  pushes	  states	  towards	  collaboration	  and	  consensus	  rather	  

than	  towards	  conflict	  and	  disagreement.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

26	  Greig,	   “‘International	  Community’,	   ‘Interdependence’	  and	  All	  That	  Rhetorical	  Correctness?”,	   in	  Kreijen	  (Ed.)	  State,	  
Sovereignty,	  and	  International	  Governance	  (2002),	  570.	  
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PART	  I. INCREASING	  INTERDEPENDENCE	  IN	  A	  LIBERAL	  SYSTEM	  OF	  SOVEREIGN	  

STATES	  

This	  Part	  analyses	  how	   increasing	   interdependence	  challenges	   the	   traditional	   characterisation	  

of	   the	   international	   legal	   system	  as	   a	   liberal	   system	  of	   states.	   Chapter	  1	  discusses	  how	   issues	  

that	  were	  previously	  thought	  of	  as	  within	  states’	  domestic	  affairs	  have	  become	  transboundary	  as	  

a	   result	   of	   increasing	   interdependence.	   As	   the	   climate	   change	  mitigation	   and	  macro-‐financial	  

instability	  case	  studies	   illustrate,	  a	   state’s	   regulatory	  decisions	   increasingly	  affect	  other	  states,	  

either	   because	   the	   latter	   experience	   harm	   as	   a	   result	   of	   the	   decisions	   or	   because	   the	  

competitiveness	   of	   their	   producers	   and	   service	   suppliers	   in	   global	  markets	   suffers.	   Both	   case	  

studies	  also	  illustrate	  the	  difficulties	  getting	  states	  to	  agree	  on	  the	  development	  of	  co-‐operative	  

responses	  to	  global	  problems.	  	  

How	  can	  international	  law	  limit	  the	  exercise	  of	  state	  sovereignty	  in	  increasing	  interdependence	  

to	  ensure	  that	  a	  state’s	  actions	  or	  omissions	  do	  not	  negatively	  affect	  other	  states	  and	  to	  ensure	  

that	  co-‐operative	  responses	  emerge	  when	  states	   face	  global	  problems?	  Chapter	  2	  develops	  the	  

central	   theoretical	   argument	   that	   inter-‐state	   relations	   should	   be	   guided	   by	   liberal	   principles.	  

Integral	   to	   the	   idea	   of	   a	   liberal	   system	   is	   the	   freedom	   of	   its	   constituents.	   In	   the	   case	   of	  

international	   law,	  these	  constituents	  are	  sovereign	  states.	  However,	   the	  concept	  of	   freedom	  by	  

itself	   is	   crude	   and	   needs	   to	   be	   nuanced.	   To	   this	   end,	   Chapter	   2	   relies	   on	   Berlin’s	   distinction	  

between	  positive	   freedom	  to	  act	  and	  negative	   freedom	  from	  external	   interference.	   It	   is	  argued	  

that	   a	   liberal	   system	   requires	   prioritizing	   states’	   negative	   over	   their	   positive	   freedom.	   The	  

Chapter	   further	   argues	   that	   liberal	  principles	   are	   important	   for	   inter-‐state	   relations	   to	   ensure	  

states’	  co-‐existence	  as	  well	  as	  their	  co-‐operation.	  	  

Chapter	   3	   examines	   the	   assumed	   reality	   of	   an	   international	   legal	   system	   premised	   on	   state	  

sovereignty.	   It	   argues	   that	   the	   concept	   of	   sovereignty	   focuses	   on	   protecting	   states’	   ability	   to	  

decide	  over	  their	  domestic	  affairs.	  Protection	  of	  states’	  “decisional	  sovereignty”	  implies	  that	  the	  

exercise	  of	  state	  sovereignty	  is	  limited	  by	  the	  equal	  sovereignty	  of	  other	  states.	  In	  other	  words,	  

states’	  positive	  freedom	  needs	  to	  be	  limited	  to	  protect	  other	  states’	  negative	  freedom.	  Chapter	  3	  

argues	  that	  the	  traditional	  corollaries	  of	  state	  sovereignty—sovereign	  equality,	  the	  principle	  of	  

non-‐intervention	   and	   sovereign	   consent	   to	   international	   obligations—illustrate	   how	  

international	   law	   is	   historically	   guided	   by	   liberal	   principles.	   However,	   the	   current	   rules	   and	  

principles	  on	  the	  exercise	  of	  state	  sovereignty	  in	  general	  international	  law	  are	  not	  sophisticated	  

enough	   to	   limit	   the	   exercise	   of	   state	   sovereignty	   in	   situations	   of	   increasing	   interdependence,	  

undermining	  the	  ideal	  of	  an	  liberal	  system	  of	  states	  in	  international	  law.	  
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CHAPTER	  1. THE	  REALITY	  OF	  INCREASING	  INTERDEPENDENCE	  

The	  Oxford	  English	  Dictionary	  defines	   interdependence	  as	   “the	   fact	  or	   condition	  of	  depending	  

each	   upon	   the	   other;	   mutual	   dependence.”	   When	   states	   are	   interdependent,	   they	   find	  

themselves	  in	  a	  situation	  where	  other	  states’	  actions	  or	  omissions	  can	  significantly	  affect	  them.27	  

While	  dependence	  is	  mutual,	  it	  is	  not	  necessarily	  equal.	  Due	  to	  closer	  links	  with	  other	  states	  or	  

differences	  in	  relative	  power,	  some	  states	  are	  more	  sensitive	  to	  the	  actions	  of	  other	  states	  than	  

others.	  	  

The	  four	  Sections	  in	  this	  Chapter	  have	  two	  goals.	  First,	  Section	  I	  discusses	  how	  interdependence	  

between	   states	   is	   an	   inherent	   feature	   of	   the	   international	   law	   landscape	   and	  why	   it	   has	   been	  

increasing	  in	  recent	  decades.	  Second,	  Sections	  II	  and	  III	  introduce	  climate	  change	  mitigation	  and	  

macro-‐financial	  instability	  as	  the	  two	  case	  studies	  central	  to	  the	  analysis	  in	  Part	  II,	  and	  discuss	  

why	  each	  of	  them	  illustrates	  increasing	  interdependence.	  Section	  IV	  concludes.	  

I. INCREASING	  INTERDEPENDENCE	  

Given	   that	   states	   share	   a	   single	   planet,	   interdependence	   has	   existed	   on	   some	   level	   since	   the	  

creation	  of	  states.	  Interdependence	  is	  thus	  not	  a	  new	  challenge	  for	  international	  law.	  It	  can	  even	  

be	   said	   that	   states’	   interdependence	   necessitated	   the	   development	   of	   international	   law	   to	  

regulate	  to	  what	  extent	  states’	  actions	  could	  affect	  others.	  	  

In	  recent	  decades,	  interdependence	  can	  be	  said	  to	  be	  increasing.	  One	  reason	  is	  a	  simple	  matter	  

of	   numbers.	   Following	   decolonization	   and	   the	   collapse	   of	   the	   USSR,	   the	   number	   of	   states	   has	  

more	   than	   tripled.	   As	   a	   result,	   issues	   that	   were	   previously	   intra-‐state	   suddenly	   became	  

transboundary.28	  For	  example,	  air	  pollution	  that	  would	  have	  been	  a	  domestic	  issue	  in	  the	  former	  

USSR	  became	  a	  transboundary	  issue	  between	  newly	  independent	  states.	  	  

However,	  there	  is	  more	  to	  increasing	  interdependence	  than	  simply	  the	  number	  of	  states.	  Major	  

technological	   advances	   have	   made	   states	   grow	   closer.	   Technological	   improvements	   have	  

spurred	  widespread	   industrialization	  and	   faster	   transport.	  Better	   transport	  enables	  producers	  

to	  access	  markets	  further	  away,	  creating	  the	  necessary	  scale	  to	  sustain	  specialization.	  There	  are,	  

however,	   environmental	  downsides.	  The	  engines	   that	  power	   this	   faster	   transport	   emit	   carbon	  

dioxide,	   one	   of	   the	   greenhouse	   gases	   (GHGs)	   that	   trigger	   climate	   change	   if	   their	   atmospheric	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

27	  Keohane	  and	  Nye,	  Power	  and	  Interdependence,	  3rd	  ed.	  (2001),	  7.	  

28	  Barrett,	  Environment	  and	  Statecraft:	  The	  Strategy	  of	  Environmental	  Treaty-‐Making	  (2003),	  136.	  
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concentrations	   rise.	   Intensive	   agriculture	   and	   industrialization	   increase	   the	   pressures	   on	   the	  

natural	  environment,	  with	  possible	  transboundary	  implications.	  	  

Another	   example	   of	   an	   important	   technological	   advance	   is	   the	   development	   of	   international	  

communications.	   The	   telephone,	   radio,	   television	   and	   the	   Internet	   have	   not	   only	   increased	  

people’s	   awareness	   of	   events	   on	   the	   other	   side	   of	   the	   world,	   they	   have	   also	   revolutionized	  

business.	   Computer	   networks	   have	   enhanced	   global	   financial	  markets	   by	   connecting	   trade	   in	  

different	  financial	  centres	  around	  the	  world.	  Trade	  in	  financial	  products	  or	  foreign	  exchange	  no	  

longer	   requires	   physical	   delivery	   of	   paper-‐based	   financial	   instruments	   or	   of	   banknotes,	   but	   is	  

done	   by	   a	   keystroke.	   Moreover,	   improved	   understanding	   of	   economic	   mechanisms	   and	   the	  

availability	  of	  powerful	  computers	  have	  enabled	  the	  development	  of	  new	  financial	  products	  that	  

repackage	  risk.	  As	  investors	  worldwide	  purchase	  these	  products,	  financial	  instability	  can	  easily	  

spread	  from	  one	  state	  to	  another.	  

Increased	  mobility	  because	  of	  technological	  improvements	  spurred	  further	  questions	  regarding	  

a	  wide	  range	  of	  problems.	  For	  example,	  given	   the	  ease	  with	  which	   individuals	  can	  now	  travel,	  

what	  information	  should	  be	  in	  the	  travel	  documents	  they	  present	  at	  the	  border?	  How	  should	  a	  

state	   treat	   foreign	  nationals	  within	   its	   territory?	  What	   can	   states	  do	   to	   fight	  organized	   crime?	  

Can	   they	   obtain	   evidence	   in	   other	   states	   for	   a	   domestic	   criminal	   procedure?	   Who	   should	  

prosecute	  suspected	  terrorists	  or	  war	  criminals?	  	  

The	  technological	  improvements	  also	  created	  a	  need	  for	  states	  to	  co-‐ordinate	  their	  behaviour.29	  

For	  example,	  in	  relation	  to	  transport,	  states	  depend	  on	  each	  other	  to	  develop	  road	  and	  railroad	  

networks	  that	  connect	  across	  boundaries	  and	  to	  determine	  whether	  airplanes	  of	  one	  state	  can	  

freely	   travel	   through	   the	  airspace	  of	   another,	  or	   ships	  of	  one	   through	   the	   territorial	  waters	  of	  

another	  state.	  	  

Two	   problems	   of	   interdependence	   central	   to	   this	   thesis	   are	   climate	   change	   mitigation	   and	  

macro-‐financial	   instability.	   In	   both	   case	   studies,	   interdependence	   arises	   because	   one	   state’s	  

policies	  affect	  other	  states.	  In	  addition,	  both	  case	  studies	  reflect	  problems	  of	  a	  global	  character.	  

The	  global	  character	  of	  climate	  change	  is	  obvious.	  Climate	  change	  is	  a	  problem	  that	  is	  inherently	  

global	  in	  nature.	  No	  state	  can	  change	  the	  fact	  that	  our	  planet	  only	  has	  one	  atmosphere.	  A	  further	  

problem	  of	  a	  global	  character	  results	  from	  the	  need	  for	  co-‐operation	  on	  the	  regulation	  of	  private	  

emitters	  within	  states.	  In	  theory,	  states	  can	  regulate	  emitters	  within	  their	  territories.	  In	  practice,	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

29	  Delbruck,	   “Structural	   Changes	   in	   the	   International	   System	   and	   Its	   Legal	   Order:	   International	   Law	   in	   the	   Era	   of	  
Globalization”,	  11	  Schweizerischen	  Zeitschrift	  für	  internationales	  und	  europäisches	  Recht	  1	  (2001),	  6.	  
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however,	   competitiveness	   concerns	   often	   limit	   their	  willingness	   to	   regulate	   unilaterally	  when	  

trading	  partners	  do	  not	  follow	  suit	  within	  their	  own	  territories.	  These	  concerns	  arise	  due	  to	  the	  

integration	   of	   the	   global	   economy,	   accelerated	   by	   states’	   decisions	   to	   liberalize	   trade	   on	   a	  

multilateral	   and	   bilateral	   basis.	   A	   solution	   would	   be	   to	   co-‐operate	   on	   minimum	   emission	  

standards	  to	  ensure	  a	  level	  playing	  field	  between	  internationally	  active	  producers,	  regardless	  of	  

where	  they	  are	  based,	  but	  this	  requires	  the	  co-‐operation	  of	  all	  states.	  

The	   case	   study	   on	  macro-‐financial	   instability	   is	   only	   a	   global	   problem	   for	   this	   second	   reason.	  

Contrary	  to	  climate	  change	  mitigation,	  macro-‐financial	  instability	  can	  be	  limited	  to	  one	  state	  and	  

is	   not	   inherently	   global	   in	   nature.	   Yet,	   it	   has	   a	   global	   dimension	   because	   of	   the	   need	   to	   co-‐

operate	  on	  the	  regulation	  of	  private	  players	  on	  globalized	  financial	  markets.	  	  

An	  important	  legal	  factor	  of	  why	  the	  case	  studies	  are	  global	  problems	  for	  this	  second	  reason	  lies	  

in	   the	   trade	   liberalization	   commitments	   states	   negotiated	   to	   facilitate	   the	   cross-‐border	  

movement	   of	   goods,	   investment	   and	   capital.	   These	   commitments	   were	   negotiated	   bilaterally	  

through	  Treaties	  of	  Friendship,	  Commerce	  and	  Navigation	  (FCN	  Treaties)	  and	  through	  free	  trade	  

agreements	  (FTAs)	  as	  well	  as	  multilaterally	  through	  the	  GATT	  and	  its	  successor,	  the	  WTO.	  These	  

agreements	  commit	  parties	  progressively	  to	  remove	  restrictions	  on	  trade	  in	  goods	  and	  services	  

and	   on	   capital	   and	   investment	   flows.	   Trade	   liberalization	   agreements	   provided	   a	   catalyst	   for	  

increased	  trade.	  Like	  technological	  improvements,	  increased	  trade	  opened	  up	  new	  questions	  of	  

interdependence.	   Liberalized	   trade,	   capital	   and	   investment	   flows	   can	   act	   like	   a	   conveyor	   belt	  

that	  transfers	  problems	  such	  as	  environmental	  pollution	  or	  economic	  instability	  from	  one	  state	  

to	   another.	   The	   closer	   economic	   connections	   between	   states	   that	   follow	   from	   liberalization	  

expose	   trade-‐related	   areas	   that	   are	   traditionally	   considered	   as	   part	   of	   their	   domestic	   affairs,	  

such	  as	  social,	  economic,	  health	  and	  environmental	  policies,	  to	  the	  impacts	  of	  other	  states’	  policy	  

and	  regulatory	  decisions.	  For	  example,	  should	  electronic	  or	  automotive	  products	  meet	  minimum	  

efficiency	   standards?	   Should	   imported	   products	   be	   produced	   through	   processes	   that	   use	   a	  

minimum	   percentage	   of	   “green	   energy”?	   Should	   labourers	   be	   protected	   through	   maximum	  

working	  hours,	  workplace	  health	  and	  safety	  standards,	  a	  specific	  minimum	  wage	  or	  a	  minimum	  

age,	   even	   if	   those	   raise	   the	   production	   costs?	   Which	   qualifications	   should	   financial	   service	  

providers	  have?	  How	  much	  information	  should	  financial	  products’	  prospectuses	  include?	  As	  will	  

be	  argued	  in	  Part	  II,	  trade	  liberalization	  agreements	  affect	  states’	  ability	  to	  regulate	  in	  protection	  

of	   their	   domestic	   affairs	   against	   the	   negative	   impact	   of	   climate	   change	   or	   of	   macro-‐financial	  

instability	  transferred	  through	  trade.	  

The	   impact	   on	   states	   of	   another	   state’s	   decision	   whether	   to	   regulate	   is	   not	   only	   the	   risk	   of	  

exposure	  to	  the	  problem	  that	  the	  regulation	  in	  question	  ought	  to	  avoid.	  In	  a	  globalized	  economy	  
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opened	  by	   trade	   liberalization,	   states	   compete	  with	   each	   other	   for	   investors	   and	   employment	  

opportunities	  for	  their	  population.	  A	  state’s	  decision	  to	  impose	  costly	  regulation	  on	  business	  can	  

drive	  businesses	  out	  to	  other,	  more	  lenient,	  states	  from	  where	  they	  can	  continue	  to	  serve	  their	  

customers	   living	   in	   their	   original	   home	   state.	   The	   risk	   of	   losing	   competitiveness	   because	   of	  

regulation	  can	  reduce	  the	  political	  will	  to	  regulate.	  In	  the	  end,	  states	  may	  refrain	  from	  regulating	  

within	   their	  market,	   even	   if	   regulation	   would	   bring	   important	   health	   or	   social	   benefits.	   If	   all	  

states	   follow	   this	   reasoning,	   important	   regulation	   will	   be	   lacking.	   This	   potential	   loss	   of	  

competitiveness	  is	  a	  further	  reason	  why	  states	  are	  interdependent	  when	  it	  comes	  to	  agreeing	  on	  

a	  minimum	  level	  of	  regulation	  to	  address	  global	  problems.	  	  

At	   first	   sight,	   a	   simple	   solution	   to	   increasing	   interdependence	   would	   be	   deeper	   co-‐operation	  

between	   states.	   Sometimes	   states	   can	   easily	   agree	   on	   behaviour	   that	   is	   beneficial	   to	   all,	   but	  

effective	  co-‐operation	  between	  states	  is	  often	  much	  harder	  to	  achieve.	  Different	  obstacles	  to	  co-‐

operation	  exist.	  First,	  states	  might	  agree	  on	  the	  need	  to	  deal	  with	  a	  particular	  problem,	  such	  as	  

climate	  change,	  but	  would	  rather	  see	  others	  bear	  the	  costs	  of	  addressing	  the	  problem.	  Second,	  

even	  when	  states	  agree	  on	  the	  need	  to	  co-‐operate,	   they	  can	  still	  disagree	  on	  how	  to	  do	  so.	  For	  

example,	  states	  might	  agree	  that	  fuel	  efficiency	  standards	  would	  help	  to	  mitigate	  climate	  change,	  

but	   disagree	   on	   how	   strict	   these	   standards	   should	   be.	   Or,	   if	   they	   already	   have	   domestic	  

standards,	  a	  state	  might	  prefer	  that	  other	  states	  adopt	   its	  standards	  rather	  than	  the	  other	  way	  

around.	  Finally,	  states	  might	  agree	  on	  the	  need	  for	  and	  type	  of	  action,	  but	  still	  be	  hesitant	  to	  act	  

without	  specific	  assurances	  that	  the	  other	  states	  will	  fulfil	  their	  part	  of	  the	  deal.	  The	  introduction	  

to	   the	   case	   studies	   in	   the	   following	   two	   Sections	   illustrates	   the	   difficulties	   in	   reaching	  

international	   co-‐operative	   agreements	   to	   respond	   to	   climate	   change	   and	   macro-‐financial	  

instability.	  

II. STUDY	  1:	  CLIMATE	  CHANGE	  MITIGATION	  

As	   a	   prelude	   to	   discussing	   how	   climate	   change	   mitigation	   is	   an	   example	   of	   increasing	  

interdependence,	  Section	  A	  discusses	  the	  science	  of	  climate	  change	  and	  the	  available	  responses	  

to	   it.	   Section	   B	   examines	   why	   climate	   change	   mitigation	   is	   a	   problem	   of	   increasing	  

interdependence.	  
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A. Climate	  Change	  Science	  and	  Responses	  

Since	  the	  19th	  century,	  scientists	  have	  been	  aware	  of	  the	  “greenhouse	  effect”	  that	  leads	  to	  climate	  

change.30 	  They	   discovered	   that	   various	   greenhouse	   gases	   (GHGs)	   in	   the	   atmosphere	   trap	  

infrared	  radiation	  that	  is	  reflected	  back	  towards	  space	  by	  the	  Earth’s	  surface,	  which	  causes	  the	  

atmosphere	   to	   be	   warmed.31	  The	   greenhouse	   effect	   itself	   is	   fully	   natural	   and	   even	   benign.	  

Without	   it,	   temperatures	  at	   the	  Earth’s	   surface	  would	   fluctuate	  substantially	  between	  day	  and	  

night,32	  making	  the	  Earth	  unsuitable	  for	  human	  life.33	  

The	   problem	   is	   that	   human	   activities,	   such	   as	   transport,	   industry,	   agriculture	   and	  

deforestation,34 	  have	   increased	   atmospheric	   GHG	   concentrations.	   The	   main	   culprit	   of	   this	  

increase	  is	  fossil	  fuel	  combustion	  that	  emits	  carbon	  dioxide	  (CO2).35	  However,	  CO2	  is	  not	  the	  only	  

GHG.	  Examples	  of	  other	  GHGs	  are	  methane	  (CH4)	  and	  halocarbons,	  such	  as	  chlorofluorocarbons	  

(CFCs),	   halogenated	   chlorofluorocarbons	   (HCFCs),	   hydrofluorocarbons	   (HFCs)	   and	  

perfluorocarbons	  (PFCs).36	  Increased	  atmospheric	  GHG	  concentrations	  trap	  radiation	  that	  would	  

otherwise	   have	   been	   reflected	   into	   space,	   leading	   to	   an	   increase	   in	   the	   Earth’s	   surface	  

temperature.	  Since	  1900,	  the	  global	  average	  near-‐surface	  temperature	  has	  increased	  by	  0.7°C.37	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

30	  Important	  milestones	  in	  the	  discovery	  of	  the	  greenhouse	  effect	  were	  reached	  in	  the	  work	  of	  Joseph	  Fourier,	   John	  
Tyndall	   and	  Svante	  Arrhenius	   in	   the	   second	  half	  of	   the	  19th	   century,	   see	  Fleming,	  Historical	  Perspectives	  on	  Climate	  
Change	  (1998),	  55-‐82.	  The	  link	  between	  human	  activities	  and	  climate	  change	  was	  established	  in	  the	  20th	  century,	  see	  
Ibid.,	  113-‐128.	  

31	  Ferguson,	   “The	  Kyoto	   Protocol:	   The	  Battle	   over	  Global	  Warming	  Heats	  Up”,	   8	  Transnational	  Law	  and	  Policy	   293	  
(1998-‐99),	  296;	  Cowie,	  Climate	  Change:	  Biological	  and	  Human	  Aspects	  (2007),	  3-‐4.	  	  

32	  Louka,	  International	  Environmental	  Law:	  Fairness,	  Effectiveness,	  and	  World	  Order	  (2006),	  357;	  Cowie,	  supra	  note	  31,	  
4.	  

33	  Bodansky,	   “The	   United	   Nations	   Framework	   Convention	   on	   Climate	   Change:	   A	   Commentary”,	   18	   Yale	   Journal	   of	  
International	  Law	  451	  (1993),	  456;	  Stern,	  The	  Economics	  of	  Climate	  Change:	  The	  Stern	  Review	  (2007),	  7.	  

34	  See	  Figure	  1	  in	  Stern,	  supra	  note	  33,	  iv;	  Intergovernmental	  Panel	  on	  Climate	  Change,	  “Summary	  for	  Policymakers”,	  
in	  Solomon	  et	  al.	  (Eds.),	  Climate	  Change	  2007:	  The	  Physical	  Science	  Basis.	  Contribution	  of	  Working	  Group	  I	  to	  the	  Fourth	  
Assessment	  Report	  of	  the	  Intergovernmental	  Panel	  on	  Climate	  Change	  (2007),	  2-‐3.	  

35	  CO2	   accounted	   for	  82.4%	  of	   total	   emissions	   in	  Annex	   I,	   or	  developed,	  Parties	   in	  2008,	   see	  UNFCCC	  SBI,	  National	  
greenhouse	   gas	   inventory	   data	   for	   the	   period	   1990-‐2008,	   FCCC/SBI/2010/18,	   para.	  22	   [“National	   greenhouse	   gas	  
inventory	  data	  1990-‐2008”].	  

36	  Oberthür	  and	  Ott,	  The	  Kyoto	  Protocol:	  International	  Climate	  Policy	  for	  the	  21st	  Century	  (1999),	  6.	  The	  Kyoto	  Protocol	  
deals	  with	  emissions	  of	  CO2,	  CH4,	  nitrous	  oxide	  (N2O),	  HFCs,	  PFCs	  and	  sulphur	  hexafluoride	  (SF6),	  see	  Kyoto	  Protocol,	  
Annex	  A.	  

37	  Intergovernmental	  Panel	  on	  Climate	  Change,	  supra	  note	  34,	  5;	  Stern,	  supra	  note	  33,	  5.	  
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Global	   warming	   triggers	   various	   other	   climatic	   effects	   that	   have	   an	   impact	   on	   the	   Earth’s	  

physical	   and	  biological	   systems.38	  For	   example,	   sea	   levels	   rise	   because	   of	  melting	   glaciers	   and	  

because	   the	   oceans	   absorb	  more	   than	   80%	  of	   the	   extra	   heat	   resulting	   in	   an	   expansion	   of	   sea	  

water	   (“thermal	   expansion”).39	  Other	   consequences	   include	   increased	   occurrences	   of	   storms,	  

floods,	  droughts	  and	  heat	  waves.40	  In	  some	  areas	  of	  the	  world,	  these	  effects	  are	  a	  greater	  cause	  

of	  concern	  than	  the	  warming	  itself,	  which	  may	  even	  be	  welcomed	  as	  it	  makes	  the	  local	  climate	  

more	  temperate.41	  

Depending	   on	   which	   link	   they	   relate	   to	   in	   the	   chain	   between	   emissions	   to	   damage,	   states’	  

individual	   or	   co-‐operative	   responses	   to	   the	   threat	   of	   climate	   change	   can	   be	   grouped	   in	   three	  

broad	  strategies:	  climate	  change	  mitigation,	  adaptation	  and	  geo-‐engineering.	  	  

A	   first	   response	   is	   to	   mitigate	   climate	   change.	   This	   response	   focuses	   on	   reducing	   the	  

atmospheric	   concentrations	   of	   GHGs.	   Because	   the	   breakdown	   of	   GHG	   emissions	   in	   the	  

atmosphere	   takes	  decades,	   depending	  on	   the	   type	  of	   gas,	   this	   is	   inherently	   a	   long-‐term	  effort.	  

Moreover,	  the	  success	  of	  climate	  change	  mitigation	  through	  emission	  reductions	  depends	  on	  the	  

aggregate	  efforts	  of	  all	  states.42	  As	  indicated	  in	  the	  Intergovernmental	  Panel	  on	  Climate	  Change	  

(IPCC)’s	  Fourth	  Assessment	  Report,43	  no	  country	  emits	  more	  than	  20%	  of	  global	  emissions	  and	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

38	  Rosenzweig	  et	  al.,	  “Attributing	  Physical	  and	  Biological	  Impacts	  to	  Anthropogenic	  Climate	  Change”,	  453	  Nature	  353	  
(2008).	  

39	  Intergovernmental	  Panel	  on	  Climate	  Change,	  supra	  note	  34,	  5	  ,7.	  

40	  Grover,	  “Introduction”,	  in	  Grover	  (Ed.)	  Climate	  Change:	  Five	  Years	  after	  Kyoto	  (2002),	  6-‐7.	  

41	  Stern,	  supra	  note	  33,	  56.	  

42	  Cooper,	   “The	  Kyoto	  Protocol:	  A	  Flawed	  Concept”,	   in	  Maxwell	  and	  Reuveny	  (Eds.),	  Trade	  and	  Environment:	  Theory	  
and	   Policy	   in	   the	   Context	   of	   EU	   Enlargement	   and	   Economic	   Transition	   (2005),	   19;	   Barrett,	   Why	   Cooperate?:	   The	  
Incentive	  to	  Supply	  Global	  Public	  Goods	  (2007),	  74.	  

43	  The	  Intergovernmental	  Panel	  on	  Climate	  Change	  was	  established	  by	  the	  World	  Meteorological	  Organization	  and	  the	  
UN	   Environment	   Programme	   (UNEP),	  with	   the	   endorsement	   of	   the	   UN	   General	   Assembly,	   see	  Protection	  of	  Global	  
Climate	  for	  Present	  and	  Future	  Generations	  of	  Mankind,	  GA	  Res.	  43/53,	  UN	  Doc	  A/RES/43/53	  (1988)	   [“Protection	  of	  
Global	  Climate”].	  Its	  aim	  is	  to	  collect	  information	  on	  climate	  change	  science,	  as	  well	  as	  on	  the	  environmental	  and	  socio-‐
economic	   impact	   thereof,	   and	   to	   formulate	   policy	   strategies	   to	   respond	   to	   climate	   change,	   see	   Intergovernmental	  
Panel	  on	  Climate	  Change,	  16	  Years	  of	  Scientific	  Assessment	  in	  Support	  of	  the	  Climate	  Convention	   (December	  2004),	  at	  
<http://www.ipcc.ch/pdf/10th-‐anniversary/anniversary-‐brochure.pdf>,	   2-‐3.	   The	   results	   of	   this	   exercise	   are	  
published	  in	  the	  IPCC’s	  Assessment	  Reports,	  which	  are	  considered	  the	  most	  authoritative	  statement	  of	  our	  scientific	  
knowledge	  about	   climate	   change,	   adaptation	  and	  mitigation,	   see	  Rodi	   et	   al.,	   “Implementing	   the	  Kyoto	  Protocol	   in	  a	  
Multidimensional	   Legal	   System:	   Lessons	   from	   a	   Comparative	   Assessment”,	   16	   Yearbook	   of	   International	  
Environmental	  Law	  3	  (2005),	  6-‐7.	  The	  latest	  and	  fourth	  edition	  of	  this	  report	  was	  published	  in	  2007.	  A	  fifth	  edition	  is	  
expected	  in	  2013-‐2014.	  
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no	  economic	  sector	  more	  than	  25%,	  requiring	  a	  cross-‐sectoral	  engagement	  of	  multiple	  states	  to	  

reduce	  emissions.44	  	  

Mitigation	   can	   take	   place	   through	   limits	   on	   GHG	   emissions	   before	   they	   occur.	   In	   addition,	  

atmospheric	   GHG	   concentrations	   can	   be	   reduced	   by	   removing	   already	   emitted	  GHGs,	   through	  

the	   sequestration	   of	   GHGs,	   particularly	   CO2,	   in	   forests	   or	   soil45	  or	   through	   the	   growth	   of	  

phytoplankton	   in	  the	  oceans.46	  Carbon	  capture	  and	  storage	  techniques	  are	  a	  second	  method	  of	  

sequestration.	   These	   techniques	   capture	   CO2	   emitted	   during	   electricity	   generation	   and	   other	  

industrial	  processes,	  such	  as	  steel	  or	  cement	  production,	  at	  the	  point	  of	  emission.	  The	  captured	  

CO2	   is	   then	   stored	   in	   geological	   formations	   such	   as	   depleted	   onshore	   or	   offshore	   oil	   fields	  

(“geological	  sequestration”),47	  in	  the	  deep	  ocean	  (“ocean	  sequestration”)	  or	  used	  as	  an	  input	  in	  

other	  production	  processes.48	  	  

In	  addition	  to	  the	  scientific	  uncertainty	  surrounding	  these	  processes,49	  permanency	  of	  storage	  is	  

an	   important	  downside	  of	   sequestration	   techniques.50	  Moreover,	   these	   techniques	  will	  only	  be	  

successful	  in	  reducing	  atmospheric	  GHG	  concentrations	  when	  emissions	  grow	  more	  slowly	  than	  

the	  capacity	  to	  sequester.	  It	  is	  expected	  that	  GHG	  emissions	  in	  developed	  and	  developing	  states	  

will	   continue	   to	   grow.	   For	   example,	   between	   1990	   and	   2008,	   New	   Zealand’s	   aggregate	   GHG	  

emissions	  increased	  by	  62.4%	  and	  the	  US’s	  by	  15.3%.51	  China’s	  GHG	  emissions	  have	  more	  than	  

doubled	   between	   1990	   and	   2006.52	  Other	   developing	   states	   are	   also	   seeing	   considerable	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

44	  Gupta	   et	   al.,	   “Policies,	   Instruments	   and	   Co-‐Operative	   Arrangements”,	   in	  Metz	   et	   al.	   (Eds.),	   Climate	  Change	  2007:	  
Mitigation.	   Contribution	   of	   Working	   Group	   III	   to	   the	   Fourth	   Assessment	   Report	   of	   the	   Intergovernmental	   Panel	   on	  
Climate	  Change	  (2007),	  768.	  

45	  Metz	  et	  al.	  (Eds.),	  IPCC	  Special	  Report	  on	  Carbon	  Dioxide	  Capture	  and	  Storage	  (2005),	  58;	  Michaelowa	  et	  al.,	  “Issues	  
and	   Options	   for	   the	   Post-‐2012	   Climate	   Architecture–an	   Overview”,	   5	   International	   Environmental	   Agreements	   5	  
(2005),	  14-‐15;	  Louka,	  supra	  note	  32,	  357.	  

46	  Michaelowa	   et	   al.,	   supra	  note	   45,	   15;	   Barker	   et	   al.,	   “Mitigation	   from	   a	   Cross-‐Sectoral	   Perspective”,	   in	  Metz	   et	   al.	  
(Eds.),	   Climate	   Change	   2007:	   Mitigation.	   Contribution	   of	   Working	   Group	   III	   to	   the	   Fourth	   Assessment	   Report	   of	   the	  
Intergovernmental	  Panel	  on	  Climate	  Change	  (2007),	  625.	  

47 	  Purdy	   and	   Macrory,	   Geological	   Carbon	   Sequestration:	   Critical	   Legal	   Isssues	   (January	   2004),	   at	  
<http://www.tyndall.ac.uk/sites/default/files/wp45.pdf>,	  2.	  

48	  Metz	  et	  al.	  (Eds.),	  supra	  note	  45,	  3.	  

49	  Purdy	  and	  Macrory,	  supra	  note	  47,	  2;	  Barker	  et	  al.,	  supra	  note	  46,	  625.	  

50	  Metz	  et	  al.	   (Eds.),	  supra	  note	  45,	  66;	  Michaelowa	  et	  al.,	  supra	  note	  45,	  15;	  Shackley	  and	  Cough,	   “Conclusions	  and	  
Recommendations”,	   in	  Shackley	  and	  Cough	  (Eds.),	  Carbon	  Capture	  and	  Its	  Storage:	  An	  Integrated	  Assessment	   (2006),	  
285-‐290.	  

51	  National	  Greenhouse	  Gas	  Inventory	  Data	  for	  the	  Period	  1990-‐2008,	  supra	  note	  35,	  table	  6.	  

52 	  Ecofys,	   G8	   Climate	   Scorecards	   2009	   (July	   2009),	   at	  
<http://www.ecofys.com/com/publications/documents/report_g8_climate09.pdf>,	  39.	  
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increases	  in	  their	  GHG	  emissions.	  Between	  1990	  and	  2006,	  Brazil’s	  GHG	  emissions	  increased	  by	  

47.4%,53	  India’s	  by	  78.2%54	  and	  Mexico’s	  by	  41.3%.55	  	  	  

A	  second	  and	  more	  immediate	  response	  to	  climate	  change	  is	  to	  adapt	  to	  the	  negative	  effects	  of	  

climate	   change.	   In	   contrast	   with	   mitigation	   efforts,	   adaptation	   deals	   with	   the	   consequences	  

rather	  than	  with	  the	  causes	  of	  climate	  change.	  It	  includes	  measures	  such	  as	  the	  construction	  of	  

dikes	   to	   prevent	   floods	   or	   desalination	   plants	   to	   convert	   seawater	   into	   fresh	   water	   during	  

droughts.56	  An	   important	   difference	   between	   adaptation	   and	  mitigation	   is	   that	   both	   the	   costs	  

and	  benefits	  of	  adaptation	  are	  situated	  at	  the	  local	  or	  national	  level	  whereas	  mitigation	  costs	  are	  

local,	  but	  its	  benefits	  are	  global.	  In	  recent	  years,	  adaptation	  is	  becoming	  increasingly	  important	  

as	  a	  policy	  response	  to	  climate	  change,57	  as	  mitigation	  efforts	  are	  unlikely	  to	  avoid	  the	  impact	  of	  

climate	   change	   in	   next	   few	   decades.58	  In	   the	   long	   run,	   however,	   adaptation	   alone	   will	   be	  

insufficient	   to	   shield	   states	   from	   the	   negative	   effects	   of	   climate	   change.	   Therefore,	   adaptation	  

and	  mitigation	  efforts	  need	  to	  be	  undertaken	  simultaneously.59	  

A	   third	   response,	  which	   is	   still	   in	   its	   infancy	   and	   the	   feasibility	   of	  which	   has	   not	   been	  widely	  

studied	   in	   practice,	   is	   geo-‐engineering.	   Similar	   to	  mitigation,	   but	   contrasting	  with	   adaptation,	  

geo-‐engineering	   aims	   to	   prevent	   climate	   change.	   In	   contrast	   to	   mitigation,	   but	   similar	   to	  

adaptation,	   geo-‐engineering	   does	   not	   seek	   to	   reduce	  GHG	   emissions	   or	   remove	  GHG	   from	   the	  

atmosphere	  in	  a	  bid	  to	  lower	  atmospheric	  GHG	  concentrations.	  Rather,	  these	  techniques	  aim	  to	  

regulate	   the	   amount	   of	   incoming	   solar	   radiation	   that	  warms	   the	   Earth.	   Suggested	   techniques	  

encompass	   managing	   the	   amount	   of	   incoming	   solar	   radiation	   through	   the	   spraying	   of	   dust	  

particles	   in	   the	   atmosphere60	  or	   even	   the	   placement	   of	  mirrors	   in	   space.61	  So	   far,	   none	   of	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

53	  Ibid.,	  37.	  

54	  Ibid.,	  41.	  

55	  Ibid.,	  43.	  

56	  Schipper,	   “Conceptual	   History	   of	   Adaptation	   in	   the	   UNFCCC	   Process”,	   15	   Review	   of	   European	   Community	   and	  
International	  Environmental	  Law	  82	  (2006),	  84.	  	  

57	  Yamin	  et	  al.,	  “Perspectives	  on	  ‘Dangerous	  Anthropogenic	  Interference’;	  or	  How	  to	  Operationalize	  Article	  2	  of	  the	  UN	  
Framework	  Convention	  on	  Climate	  Change”,	  in	  Schellnhuber	  et	  al.	  (Eds.),	  Avoiding	  Dangerous	  Climate	  Change	  (2006),	  
85-‐86.	  

58	  Klein	  et	   al.,	   “Inter-‐Relationships	  between	  Adaptation	  and	  Mitigation”,	   in	  Parry	  et	   al.	   (Eds.),	  Climate	  Change	  2007:	  
Impacts,	   Adaptation	   and	   Vulnerability.	   Contribution	   of	   Working	   Group	   II	   to	   the	   Fourth	   Assessment	   Report	   of	   the	  
Intergovernmental	  Panel	  on	  Climate	  Change	  (2007),	  747.	  

59	  Ibid.,	  748.	  

60	  Keith,	   “Geoengineering	   the	  Climate:	  History	  and	  Prospect”,	  25	  Annual	  Review	  of	  Energy	  and	  the	  Environment	   245	  
(2000),	   78;	   Crutzen,	   “Albedo	   Enhancement	   by	   Stratospheric	   Sulfur	   Injections:	   A	   Contribution	   to	   Resolve	   a	   Policy	  
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suggested	  techniques	  has	  actually	  been	  implemented.	  Moreover,	  current	  representations	  of	  geo-‐

engineering	  are	  fairly	  simplistic	  as	  they	  involve	  one	  action	  only.	  Further,	  geo-‐engineering	  efforts	  

are	  at	  this	  stage	  “largely	  speculative	  and	  unproven	  and	  with	  the	  risk	  of	  unknown	  side-‐effects”.62	  

B. Climate	  Change	  Mitigation	  as	  an	  Example	  of	  Increasing	  Interdependence	  

The	   need	   for	   climate	   change	  mitigation	   is	   an	   example	   of	   increasing	   interdependence	   because	  

effective	   climate	   change	   mitigation	   depends	   on	   the	   aggregate	   efforts	   of	   all	   states.	   Therefore,	  

states	   are	   affected	   by	   another	   state’s	   emissions	   or	   by	   its	   decision	   whether	   to	   participate	   in	  

international	  efforts	  to	  mitigate	  climate	  change.	  

In	   contrast	   to	   climate	   change	   mitigation,	   adaptation	   and	   geo-‐engineering	   can	   be	   undertaken	  

unilaterally.63	  For	   example,	   a	   state’s	   dikes	   can	   protect	   its	   territory	   against	   rising	   seawater,	  

regardless	  of	  whether	  another	  state	  does	  the	  same.	  Thus,	  states	  are	  not	  interdependent	  for	  the	  

provision	   of	   either	   of	   these	   responses	   to	   climate	   change.	   Moreover,	   in	   contrast	   with	   climate	  

change	   mitigation	   through	   emission	   reductions,	   the	   benefits	   of	   adaptation	   and	   of	   geo-‐

engineering	   will	   accrue	   to	   the	   states	   that	   are	   bearing	   the	   costs	   thereof.64	  Admittedly,	   not	   all	  

states	  will	  have	  the	  resources	  to	  shoulder	  these	  costs.	  Poor	  states	  may	  need	  to	  rely	  on	  wealthy	  

states	   for	   financial	   assistance.	  However,	   this	   does	  not	   point	   to	   interdependence,	   but	   rather	   to	  

dependence.	   Mutuality	   is	   lacking	   in	   the	   relationship	   between	   poor	   and	   wealthy	   states,	   as	  

wealthy	  states	  will	  not	  themselves	  be	  at	  a	  higher	  risk	  of	  climate	  change	  when	  they	  do	  not	  fund	  

poor	  states’	  adaptation	  efforts.	  Adaptation	  and	  geo-‐engineering	  will	  therefore	  not	  be	  discussed	  

further	  in	  this	  thesis.	  

(1) The	  Difficulties	  of	  Achieving	  Co-‐Operation	  on	  Climate	  Change	  Mitigation	  	  

Given	  that	  there	  is	  only	  one	  atmosphere,	  increased	  atmospheric	  GHG	  concentrations	  within	  one	  

state’s	   territory	   lead	   to	   global	   problems.	   Responding	   to	   the	   threat	   of	   climate	   change	   through	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

Dilemma?”,	  77	  Climatic	  Change	  211	  (2006);	  Barrett,	  “The	  Incredible	  Economics	  of	  Geoengineering”,	  39	  Environmental	  
and	  Resource	  Economics	  45	  (2008),	  47.	  

61	  Angel,	  “Feasibility	  of	  Cooling	  the	  Earth	  with	  a	  Cloud	  of	  Small	  Spacecraft	  near	  the	  Inner	  Lagrange	  Point	  (L1)”,	  103	  
Proceedings	  of	  the	  National	  Academy	  of	  Sciences	  17184	  (2006).	  

62	  Intergovernmental	   Panel	   on	   Climate	   Change,	   “Summary	   for	   Policymakers”,	   in	  Metz	   et	   al.	   (Eds.),	   Climate	  Change	  
2007:	  Mitigation.	  Contribution	  of	  Working	  Group	  III	  to	  the	  Fourth	  Assessment	  Report	  of	  the	  Intergovernmental	  Panel	  on	  
Climate	  Change	  (2007),	  15.	  

63	  For	   adaptation,	   see	   Bodansky,	   “Climate	   Commitments:	   Assessing	   the	   Options”,	   in	   Pew	   Center	   on	   Global	   Climate	  
Change	   (Ed.)	   Beyond	   Kyoto:	   Advancing	   the	   International	   Effort	   against	   Climate	   Change	   (2003),	   56,	   footnote	  52;	  
Schipper,	  supra	  note	  56,	  92.	  For	  geo-‐engineering	  see	  Barrett,	  supra	  note	  42,	  38.	  

64	  Klein	  et	  al.,	  supra	  note	  58,	  747.	  
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mitigation	  is,	  however,	  very	  complex.	  First,	  the	  impact	  of	  climate	  change	  is	  not	  uniform	  around	  

the	   world;	   higher	   latitudes	   and	   continental	   regions	   are	   expected	   to	   experience	   higher	  

temperature	   increases.65	  The	   need	   for	   climate	   change	  mitigation	   is	   therefore	  more	   urgent	   for	  

some	   regions	   than	   for	   others.	   Second,	   discrepancies	   exist	   between	   the	   vulnerability	   and	   the	  

responsibility	   of	   states.	   States	  where	   the	   impact	   of	   climate	   change	   is	  more	   keenly	   felt	   do	   not	  

correlate	  with	   the	   states	  most	   responsible	   for	   climate	   change.	  Developing	   states	   are	   the	  most	  

affected	  by	   climate	   change,	   even	   though	  on	   a	  per	   capita	   basis	   they	   contribute	   the	   least	   to	   the	  

overall	   increase	   in	   emissions,	   both	   historically	   and	   currently.	   Third,	   GHG	   emission	   reductions	  

are	  costly,	  and	  alternative	  sources	  of	  energy	  are	  not	  readily	  available	  at	  comparable	  cost.	  Fourth,	  

climate	  change	  is	  an	  inter-‐generational	  issue.	  Once	  emitted,	  GHGs	  remain	  in	  the	  atmosphere	  for	  

decades.	   Even	   if	   states	   invest	   now	   in	   cutting	   their	   GHG	   emissions,	   the	   benefits	   for	   global	  

temperatures	   will	   only	   be	   visible	   later.	   Combined,	   these	   factors	   reduce	   states’	   willingness	   to	  

mitigate	   climate	   change,	   as	   they	   are	   unlikely	   to	   spend	   considerable	   public	   resources	   to	   cut	  

emissions	  when	  the	  current	  generation	  of	  their	  citizens	  does	  not	  feel	  climate	  change’s	  impact	  or	  

might	  actually	  reap	  some	  benefits	  from	  it.66	  

Successful	  climate	  change	  mitigation	  is	  known	  in	  economic	  terms	  as	  a	  “global	  public	  good”.67	  By	  

definition,	   the	   benefits	   of	   public	   goods	   are	   non-‐excludable,	   meaning	   that	   no	   state	   can	   be	  

excluded	  from	  enjoying	  them,	  even	  if	  that	  state	  has	  not	  contributed	  to	  the	  supply	  of	  the	  public	  

good.	  The	  benefits	  of	  public	  goods	  are	  also	  non-‐rivalrous,	  meaning	  that	  their	  enjoyment	  by	  one	  

state	   does	   not	   reduce	   their	   enjoyment	   by	   another	   state.68	  The	   benefits	   of	   climate	   change	  

mitigation	  through	  emission	  reductions	  present	  these	  characteristics.	  The	  atmosphere	  cannot	  be	  

parcelled	  up	  into	  sections	  where	  GHG	  emissions	  are	  reduced,	  and	  climate	  change	  mitigated,	  and	  

others	  where	  GHG	  emissions	  continue	   to	   increase	  and	  climate	  change	  occurs.	  This	  means	   that	  

states	   that	  do	  not	  contribute	   to	  climate	  change	  mitigation	  cannot	  be	  excluded	   from	  benefiting.	  

Moreover,	  the	  benefit	  that	  one	  state	  draws	  from	  climate	  change	  mitigation	  does	  not	  reduce	  the	  

benefits	  drawn	  by	  other	  states.	  	  

Because	  of	   these	  characteristics,	  global	  public	  goods	  are	  notoriously	  hard	   to	  supply.	  While	   the	  

provision	  of	  the	  global	  public	  good	  may	  be	  in	  the	  collective	  interest	  of	  all	  states,	  for	  every	  state	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

65	  Stern,	  supra	  note	  33,	  13.	  	  

66	  For	  example,	   in	  cold	  areas	  such	  as	  Russia	  agriculture	  will	  benefit	   from	  a	  longer	  growing	  season	  if	  climate	  change	  
leads	   to	   a	   milder	   climate,	   see	   Schenck,	   “Climate	   Change	   ‘Crisis’–Struggling	   for	   Worldwide	   Collective	   Action”,	   19	  
Colorado	  Journal	  of	  International	  Environmental	  Law	  and	  Policy	  319	  (2008),	  343.	  

67	  Sandler,	  Global	  Collective	  Action	  (2004),	  47.	  

68	  Barrett,	  supra	  note	  42,	  1.	  
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individually	  it	  may	  be	  a	  more	  rational	  option	  to	  wait	  for	  other	  states	  to	  provide	  the	  global	  public	  

good	  and	  then	  enjoy	  the	  benefits	  from	  which	  they	  cannot	  be	  excluded	  anyway.	  Of	  course,	  states	  

know	  that	  other	  states	  will	  have	   this	   tendency	   to	   free	  ride	  and	   this	  may	  convince	   them	  not	   to	  

contribute	  to	  the	  provision	  of	  the	  global	  public	  good	  either.	  

The	  practical	  experience	  with	  the	  development	  of	  an	  international	  agreement	  on	  GHG	  emission	  

reductions	  confirms	  this	   theoretical	   insight.	  The	  negotiations	  on	  a	  climate	  change	  regime	  have	  

been	   protracted,	   and	   it	   is	   still	   unclear	   whether	   there	   will	   continue	   to	   be	   binding	   emission	  

reductions	  commitments	  from	  2013	  onwards.	  Negotiations	  on	  an	  international	  response	  to	  the	  

threat	  of	  climate	  change	  started	  in	  December	  1990,	  when	  the	  UN	  General	  Assembly	  established	  

the	  Intergovernmental	  Negotiating	  Committee	  for	  a	  Framework	  Convention	  on	  Climate	  Change	  

(INC).69	  Consistent	   with	   the	   instruction	   to	   complete	   the	   work	   before	   the	   UN	   Conference	   on	  

Environment	  and	  Development	  (“UNCED”)	  in	  June	  1992	  in	  Rio	  de	  Janeiro,70	  the	  INC	  adopted	  the	  

United	  Nations	  Framework	  Convention	  on	  Climate	  Change	  (“UNFCCC”)	  by	  acclamation	  on	  9	  May	  

1992.	   The	   UNFCCC	  was	   opened	   for	   signature	   during	   UNCED,	   entered	   into	   force	   on	   21	  March	  

1994	   and	   now	   has	   194	   parties.71	  While	   this	   two-‐year	   process	  was	   fast,	   the	   UNFCCC	   is	   only	   a	  

framework	  convention	  and	  imposes	  very	  limited	  obligations	  to	  reduce	  emissions,	  as	  Chapter	  6	  

discusses.	  

Article	   7	   UNFCCC	   established	   a	   Conference	   of	   the	   Parties	   (“COP”)	   to	   develop	   the	   UNFCCC	  

framework	   for	   the	   stabilization	  of	  GHG	  emissions	   through	  amendments,	   annexes	  or	  protocols.	  

The	  COP	  was	  required	  to	  meet	  within	  a	  year	  of	   the	  entry	   into	  force	  of	   the	  UNFCCC72	  to	  review	  

the	   adequacy	  of	   the	  UNFCCC’s	   obligations.73	  At	   its	   1995	  meeting	   in	  Berlin,	   COP	  1	  decided	   that	  

new	  negotiations	  were	  required	  to	  strengthen	  the	  commitments	  of	  developed	  states,	  known	  in	  

UNFCCC	   jargon	   as	  Annex	   I	   Parties.74	  This	   “Berlin	  Mandate”	   specified	   that	   the	   commitments	   of	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

69	  Protection	  of	  Global	  Climate,	  supra	  note	  43.	  

70	  Ibid.,	  para.	  7.	  

71	  UNFCCC,	  Status	  of	  Ratification	  of	  the	  Convention,	  at	  
<http://unfccc.int/essential_background/convention/status_of_ratification/items/2631.php>.	  

72	  UNFCCC,	  art.	  7(4).	  

73	  UNFCCC,	  art.	  4(2)(d).	  

74	  UNFCCC	  COP,	  The	  Berlin	  Mandate:	  Review	  of	   the	  adequacy	  of	  Article	  4,	  paragraph	  2(a)	  and	   (b),	   of	   the	  Convention,	  
including	   proposals	   related	   to	   a	   protocol	   and	   decisions	   on	   follow-‐up,	   Decision	   1/CP.1,	   FCCC/CP/1995/7/Add.1,	   4-‐6	  
[“Berlin	   Mandate”].	   The	   Annex	   I	   Parties	   are	   Australia,	   Austria,	   Belarus,	   Belgium,	   Bulgaria,	   Canada,	   Croatia,	   Czech	  
Republic,	  Denmark,	  European	  Community,	  Estonia,	  Finland,	  France,	  Germany,	  Greece,	  Hungary,	  Iceland,	  Ireland,	  Italy,	  
Japan,	   Latvia,	   Liechtenstein,	   Lithuania,	   Luxembourg,	  Monaco,	  Netherlands,	  New	  Zealand,	  Norway,	   Portugal,	   Poland,	  
Romania,	  Russian	  Federation,	  Slovakia,	  Slovenia,	  Spain,	  Sweden,	  Switzerland,	  Turkey,	  Ukraine,	  United	  Kingdom	  and	  
US.	   At	   the	   Copenhagen	   Conference	   of	   the	   Parties,	   Annex	   I	  was	   amended	   to	   include	  Malta	   as	   an	  Annex	   I	   Party,	   see	  



Chapter	  1	  

	   28	  

Annex	  I	  Parties	  had	  to	  be	  strengthened	  by	  setting	  “quantified	  limitation	  and	  reduction	  objectives	  

within	  specified	  timeframes”	  and	  that	  no	  new	  obligations	  could	  be	  imposed	  on	  other	  Parties.75	  	  

Negotiations	   based	   on	   the	   “Berlin	  Mandate”	   resulted	   in	   the	   1997	   Kyoto	   Protocol	   adopted	   by	  

COP	  3	  in	  Kyoto.76	  The	  Kyoto	  Protocol	  thus	  took	  only	  two	  years	  to	  negotiate,	  but	  like	  the	  UNFCCC	  

it	   required	   further	   implementation,	   as	   a	   number	   of	   key	   technical	   issues	   were	   left	   to	   the	  

“Conference	  of	  the	  Parties	  to	  the	  Convention	  serving	  as	  the	  meeting	  of	  the	  Parties	  to	  the	  Kyoto	  

Protocol”	   (“CMP”).77	  These	   negotiations	   took	   until	   the	   end	   of	   2001	   to	   finish,78	  at	   which	   point	  

most	   Annex	   I	   Parties	   ratified	   the	   Kyoto	   Protocol. 79 	  However,	   it	   still	   took	   until	   Russia’s	  

ratification	  in	  November	  2004	  before	  the	  Kyoto	  Protocol	  gained	  the	  necessary	  ratifications80	  to	  

enter	   into	   force	   on	   16	   February	   2005,81 	  almost	   15	   years	   after	   the	   start	   of	   the	   original	  

negotiations	  on	  the	  UNFCCC.	  

The	  development	  of	  direct	  limits	  on	  GHG	  emissions	  did	  not	  end	  with	  the	  Kyoto	  Protocol’s	  entry	  

into	   force.	   The	   Kyoto	   Protocol	   only	   provides	   for	   binding	   emission	   reductions	   in	   the	   “first	  

commitment	  period”	  from	  2008	  to	  2012.	  It	  foresees	  a	  continuation	  of	  commitments	  for	  Annex	  I	  

Parties	   beyond	  2012	   through	   amendments	   to	  Annex	  B	   of	   the	  Kyoto	  Protocol.	  Negotiations	   on	  

these	   amendments	   had	   to	   start	   at	   least	   seven	   years	   before	   the	   end	   of	   the	   first	   commitment	  

period.82	  In	  practice,	  the	  start	  of	  these	  negotiations	  hence	  coincided	  with	  the	  entry	  into	  force	  of	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

UNFCCC	  COP,	   Amendment	   to	   Annex	   I	   to	   the	   Convention,	   Decision	   3/CP.15,	   FCCC/CP/2009/11/Add.1,	   10	   [“Decision	  
3/CP.15”].	  

75	  Berlin	  Mandate,	  supra	  note	  74,	  para.	  2(a)	  and	  (b).	  

76	  For	  general	  discussions	  of	  the	  Kyoto	  Protocol,	  see	  Breidenich	  et	  al.,	  “Current	  Developments:	  The	  Kyoto	  Protocol	  to	  
the	  United	  Nations	  Framework	  Convention	  on	  Climate	  Change”,	  92	  American	  Journal	  of	  International	  Law	  315	  (1998);	  
French,	   “1997	   Kyoto	   Protocol	   to	   the	   1992	   UN	   Framework	   Convention	   on	   Climate	   Change”,	   10	   Journal	   of	  
Environmental	  Law	  227	  (1998);	  Yamin,	  “The	  Kyoto	  Protocol:	  Origins,	  Assessment	  and	  Future	  Challenges”,	  7	  Review	  of	  
European	   Community	   and	   International	   Environmental	   Law	   113	   (1998);	   Bryce,	   “Controlling	   the	   Temperature:	   An	  
Analysis	   of	   the	   Kyoto	   Protocol”,	   62	   Saskatchewan	  Law	  Review	   379	   (1999);	   Grubb	   et	   al.,	  Kyoto	  Protocol:	   A	  Guide	  &	  
Assessment	   (1999);	   Nanda,	   “The	   Kyoto	   Protocol	   on	   Climate	   Change	   and	   the	   Challenges	   to	   Its	   Implementation:	   A	  
Commentary”,	  10	  Colorado	  Journal	  of	  International	  Environmental	  Law	  and	  Policy	  319	   (1999);	  Freeland,	   “The	  Kyoto	  
Protocol:	  An	  Agreement	  without	  a	  Future?”,	  24	  UNSW	  Law	  Journal	  532	  (2001).	  

77	  See	  for	  example,	  Kyoto	  Protocol,	  art.	  2(b),	  3(14),	  5(1),	  6(2),	  7(4)	  and	  8(4).	  

78 	  UNFCCC	  COP,	   Decisions	   2-‐24/CP.7,	   FCCC/CP/2001/13/Add.1,	   FCCC/CP/2001/13/Add.2,	  
FCCC/CP/2001/13/Add.3;	   an	   important	   preceding	   step	   were	   UNFCCC	  COP,	   The	   Bonn	   Agreements	   on	   the	  
Implementation	  of	  the	  Buenos	  Aires	  Plan	  of	  Action,	  Decision	  5/CP.6,	  FCCC/CP/2001/5,	  36-‐49,	  concluded	  in	  July	  2001.	  

79	  Yamin	  and	  Depledge,	  The	  International	  Climate	  Change	  Regime:	  A	  Guide	  to	  Rules,	  Institutions	  and	  Procedures	  (2004),	  
28.	  

80	  Kyoto	  Protocol,	  art.	  25(1).	  

81	  UNFCCC,	  Kyoto	  Protocol	  Status	  of	  Ratification	  (October	  2010),	  at	  
<http://unfccc.int/files/kyoto_protocol/status_of_ratification/application/pdf/kp_ratification.pdf>.	  

82	  Kyoto	  Protocol,	  art.	  3(9).	  
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the	  Kyoto	  Protocol.83	  Because	  the	  membership	  of	  the	  UNFCCC’s	  COP	  and	  of	  the	  Kyoto	  Protocol’s	  

CMP	   does	   not	   overlap,	   a	   two-‐track	   process	  was	   adopted	   in	   the	   “Montreal	   Action	   Plan”.84	  The	  

CMP	   would	   start	   negotiations	   to	   continue	   the	   commitments	   of	   Annex	   I	   Parties.85	  An	   “Open-‐

ended	   Ad	   Hoc	  Working	   Group	   of	   Parties	   to	   the	   Kyoto	   Protocol”	   (AWG-‐KP)86	  was	   established	  

aiming	  to	  have	  its	  work	  completed	  as	  soon	  as	  possible	  so	  that	  there	  would	  be	  no	  gap	  at	  the	  end	  

of	   the	   first	   commitment	   period.87	  To	   include	   the	   UNFCCC	   parties	   that	  were	   not	   parties	   to	   the	  

Kyoto	  Protocol,	  the	  COP	  initiated	  a	  “Dialogue	  on	  Long-‐term	  Cooperative	  Action”.88	  The	  dialogue	  

was	   specifically	   not	   intended	   to	   open	   up	   new	  negotiations.89	  This	   changed	   in	  December	   2007	  

when	  the	  UNFCCC	  parties	  adopted	  the	  Bali	  Roadmap,90	  which	  contained	  yet	  another	  action	  plan:	  

the	  “Bali	  Action	  Plan”.91	  This	  Plan	  continued	  the	  two-‐track	  approach,	  but	  established	  an	  “Ad	  Hoc	  

Working	  Group	  on	  Long-‐term	  Cooperative	  Action”	  (“AWG-‐LCA”)	  for	  the	  UNFCCC	  track	  to	  work	  

in	   parallel	   to	   the	   already	   existing	   AWG-‐KP.92	  The	   aim	   was	   for	   the	   AWG-‐LCA	   to	   submit	   “the	  

outcome	  of	  its	  work”	  to	  the	  COP	  15/CMP	  5	  in	  Copenhagen	  at	  the	  end	  of	  2009.93	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

83	  Kyoto	   Protocol	  CMP,	   Consideration	   of	   commitments	   for	   subsequent	   periods	   for	   Parties	   included	   in	   Annex	   I	   to	   the	  
Convention	   under	   Article	   3,	   paragraph	   9,	   of	   the	  Kyoto	   Protocol,	   Decision	   1/CMP.1,	   FCCC/KP/CMP/2005/8/Add.1,	   3	  
[“Decision	   1/CMP.1”].	   Informal	   negotiations	   about	   the	   development	   of	   a	   post-‐2012	   regime	   had	   already	   started	   at	  
COP	  11	   in	   Buenos	   Aires	   in	   December	   2004,	   International	   Institute	   for	   Sustainable	   Development,	   “Summary	   of	   the	  
First	   Session	   of	   the	  Ad	  Hoc	  Working	  Group	  on	  Long-‐Term	  Cooperative	  Action	   and	   the	   Fifth	   Session	   of	   the	  Ad	  Hoc	  
Working	  Group	  on	  Further	  Commitments	  for	  Annex	  I	  Parties	  under	  the	  Kyoto	  Protocol:	  31	  March–4	  April	  2008”,	  12	  
Earth	  Negotiations	  Bulletin	  (2008),	  2.	  

84 	  The	   Honourable	   Stéphane	   Dion,	   The	   Montreal	   Action	   Plan	   (10	   December	   2005),	   at	  
<http://unfccc.int/files/meetings/cop_11/application/pdf/cop11_dion_closing_speech.pdf>.	  

85	  Decision	  1/CMP.1,	  supra	  note	  83.	  

86	  This	   ad	   hoc	   working	   group	   sometimes	   also	   goes	   by	   the	   acronym	   “AWG”.	   The	   “KP”	   was	   added	   after	   the	   Bali	  
conference	  to	  distinguish	  this	  working	  group	  from	  the	  “Ad	  Hoc	  Working	  Group	  on	  Long-‐term	  Cooperative	  Action”	  or	  
“AWG-‐LCA”	  created	  after	  the	  Bali	  Conference	  in	  December	  2007,	  see	  text	  accompanying	  footnote	  92.	  

87	  Decision	  1/CMP.1,	  supra	  note	  83,	  para.	  3.	  

88	  UNFCCC	  COP,	  Dialogue	  on	  Long-‐term	  Cooperative	  Action	  to	  Address	  Climate	  Change	  by	  Enhancing	  Implementation	  of	  
the	  Convention,	  Decision	  1/CP.11,	  FCCC/CP/2005/5/Add.1	  (2005).	  

89	  Ibid.,	  para.	  2.	  

90	  Exactly	   what	   constitutes	   the	   “Bali	   Roadmap”	   has	   not	   been	   defined	   precisely,	   but	   it	   has	   been	   described	   as	   “a	  
compendium	  of	  decisions	  and	  processes	  adopted	  and	  launched	  by	  the	  COP	  and	  COP/MOP”,	  see	  International	  Institute	  
for	  Sustainable	  Development,	  “Summary	  of	  the	  Thirteenth	  Conference	  of	  Parties	  to	  the	  UN	  Framework	  Convention	  on	  
Climate	   Change	   and	   Third	  Meeting	   of	   Parties	   to	   the	   Kyoto	   Protocol:	   3-‐15	   December	   2007”,	   12	  Earth	  Negotiations	  
Bulletin	  (2007),	  19.	  

91	  UNFCCC	  COP,	  Bali	  Action	  Plan,	  Decision	  1/CP.13,	  FCCC/CP/2007/6/Add.1.	  3-‐7,	  para.	  1.	  For	  commentary	  on	  the	  Bali	  
Roadmap,	   see	   Ibid.,	   15;	  Ott	   et	   al.,	   “The	  Bali	  Roadmap:	  New	  Horizons	   for	  Global	  Climate	  Policy”,	  8	  Climate	  Policy	   91	  
(2008).	  

92	  International	  Institute	  for	  Sustainable	  Development,	  supra	  note	  90,	  15.	  

93	  Bali	  Action	  Plan,	  supra	  note	  91,	  para.	  2.	  
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Despite	   high	   expectations,	   the	   Copenhagen	   COP	   failed	   to	   produce	   a	   successor	   to	   the	   Kyoto	  

Protocol.	  Instead,	  both	  working	  groups	  were	  given	  until	  the	  end	  of	  2010	  to	  present	  the	  outcome	  

of	  their	  work	  at	  the	  COP	  16/CMP	  6	  in	  Cancun.94	  The	  political	  leaders	  of	  a	  subgroup	  of	  states	  also	  

agreed	   on	   the	   Copenhagen	   Accord. 95 	  Objections	   to	   the	   negotiating	   tactics	   used	   and	   the	  

substantive	  shortcomings	  of	  the	  Accord	  resulted	  in	  a	  refusal	  by	  a	  small	  group	  of	  states	  to	  adopt	  

the	  Accord	  as	  a	  COP	  decision,	  but	  the	  COP	  nonetheless	  took	  note	  of	  it.96	  	  

The	  main	   achievement	   of	   the	   Copenhagen	  Accord	   lies	   in	   its	   ambition	   of	   keeping	   temperature	  

increases	  below	  2°C.97	  This	  quantified	  goal	  is	  a	  significant	  improvement98	  on	  the	  Kyoto	  Protocol	  

whose	   aim	   of	   reducing	  GHG	   emissions	   by	   at	   least	   5%	  below	  1990	   levels99	  was	   not	   set	   on	   the	  

basis	   of	   what	   was	   actually	   required	   to	   achieve	   stabilization.100	  Significant	   reductions	   of	   GHG	  

emissions	  below	  1990	   levels	  are	  required	   if	  global	  warming	   is	   to	  be	   limited	  to	  2°C.	  Developed	  

states	  would	  need	  to	  reduce	  their	  emissions	  by	  25-‐40%	  while	  developing	  states	  would	  need	  to	  

reduce	   by	   15-‐30%	   by	   2020.101	  By	   2050,	   CO2	   emissions	   will	   need	   to	   halve,	   combined	   with	  

reductions	  in	  emissions	  of	  other	  GHGs	  that	  have	  a	  shorter	  atmospheric	  lifespan.102	  

Following	  the	  Copenhagen	  COP,	  many	  states	  notified	  the	  UNFCCC	  Secretariat	  of	  their	  wish	  to	  be	  

listed	   as	   agreeing	   to	   the	   Accord.103	  However,	   states’	   pledges	   regarding	   GHG	   emission	   cuts	   are	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

94	  UNFCCC	  COP,	   Outcome	   of	   the	   work	   of	   the	   Ad	   Hoc	   Working	   Group	   on	   Long-‐term	   Cooperative	   Action	   under	   the	  
Convention,	  Decision	  1/CP.15,	  FCCC/CP/2009/11/Add.1,	  3,	  para.	  1;	  Kyoto	  Protocol	  CMP,	  Outcome	  of	  the	  work	  of	  the	  
Ad	   Hoc	   Working	   Group	   on	   Further	   Commitments	   for	   Annex	   I	   Parties	   under	   the	   Kyoto	   Protocol,	   Decision	   1/CMP.5,	  
FCCC/KP/CMP/2009/21/Add.1,	  3,	  para.	  3.	  

95 	  UNFCCC	  COP,	   Copenhagen	   Accord,	   Decision	   2/CP.15,	   FCCC/CP/2009/11/Add/1,	   4-‐9	   [“Copenhagen	   Accord”].	  
Bodansky,	  “The	  Copenhagen	  Climate	  Change	  Conference:	  A	  Postmortem”,	  104	  American	  Journal	  of	  International	  Law	  
230	  (2010),	  234,	  lists	  28	  states	  that	  were	  reportedly	  involved	  in	  the	  negotiations.	  

96	  Bodansky,	  supra	  note	  95,	  238;	  Rajamani,	  “The	  Making	  and	  Unmaking	  of	  the	  Copenhagen	  Accord”,	  59	  International	  
and	  Comparative	  Law	  Quarterly	  824	  (2010),	  826.	  

97	  Copenhagen	  Accord,	  supra	  note	  95,	  para.	  1.	  

98	  Bodansky,	  supra	  note	  95,	  240;	  Ramanathan	  and	  Xu,	  “The	  Copenhagen	  Accord	  for	  Limiting	  Global	  Warming:	  Criteria,	  
Constraints,	  and	  Available	  Avenues”,	  107	  Proceedings	  of	  the	  National	  Academy	  of	  Sciences	  8055	  (2010),	  8055.	  

99	  Kyoto	  Protocol,	  art.	  3(1).	  

100	  Bothe,	  “The	  United	  Nations	  Framework	  Convention	  on	  Climate	  Change–an	  Unprecedented	  Multilevel	  Regulatory	  
Challenge”,	   63	   Zeitschrift	   für	   ausländisches	   öffentliches	   Recht	   und	   Völkerrecht	   239	   (2003),	   246.	   The	   growth	   in	  
emissions	   in	   developing	   states	  made	   the	  5%	  goal	   even	  more	  unrealistic,	   see	  Den	  Elzen	   and	  Höhne,	   “Reductions	   of	  
Greenhouse	  Gas	  Emissions	  in	  Annex	  I	  and	  Non-‐Annex	  I	  Countries	  for	  Meeting	  Concentration	  Stabilisation	  Targets”,	  91	  
Climatic	  Change	  249	  (2008),	  264.	  

101	  Den	   Elzen	   and	   Höhne,	   supra	   note	   100;	   Den	   Elzen	   and	   Höhne,	   “Sharing	   the	   Reduction	   Effort	   to	   Limit	   Global	  
Warming	  to	  2°C”,	  10	  Climate	  Policy	  247	  (2010).	  

102	  Ramanathan	  and	  Xu,	  supra	  note	  98,	  8055,	  8057.	  

103	  UNFCCC,	  Copenhagen	  Accord	   (12	  August	  2010),	  at	  <http://unfccc.int/home/items/5262.php>.	  Reportedly,	  China	  
has	  since	  distanced	  itself	  from	  the	  roadmap	  in	  the	  Copenhagen	  Accord	  and	  expressed	  a	  preference	  to	  continue	  on	  the	  
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insufficient	   to	  achieve	  the	  ambitious	  goal	  of	   limiting	  temperature	   increases	  to	  2°C.	  An	  analysis	  

by	   the	   United	   Nations	   Environment	   Programme	   has	   shown	   that,	   even	   if	   the	   most	   ambitious	  

proposals	   are	   combined,	   the	   pledges	  made	  will	   not	   reduce	   emissions	   significantly	   enough	   by	  

2020.104	  Instead,	   the	   most	   ambitious	   proposals	   are	   more	   likely	   to	   achieve	   a	   temperature	  

increase	  of	  between	  2.5-‐5°C	  by	  the	  end	  of	  the	  21st	  century.105	  

Reflecting	  the	  reality	  that	  climate	  change	  mitigation	  is	  a	  global	  public	  good,	  most	  Annex	  I	  states	  

have	   made	   their	   most	   ambitious	   proposals	   conditional	   upon	   an	   international	   agreement	   in	  

which	   all	  major	   emitters,	   including	  major	   developing	   economies,	   participate.106	  In	   addition	   to	  

the	   pledges	   by	   Annex	   I	   states,	   forty	   non-‐Annex	   I	   states	   notified	   the	   mitigation	   actions	   they	  

intend	   to	   implement.107	  Of	   the	   four	   most	   important	   non-‐Annex	   I	   states,	   the	   so-‐called	   BASIC	  

countries,108	  Brazil	  and	  South	  Africa	  intend	  to	  reduce	  emission	  levels	  compared	  to	  a	  “business	  as	  

usual”-‐scenario.109	  India	   and	  China	   promise	   to	   reduce	   emissions	   per	   unit	   of	   GDP	   compared	   to	  

2005	  levels.110	  To	  result	  in	  actual	  emission	  reductions,	  emission	  reductions	  will	  need	  to	  outpace	  

GDP	  growth.	  This	  is	  unlikely	  given	  India’s	  and	  China’s	  high	  economic	  growth	  rates.	  

The	  deadline	  of	  December	  2010	  on	  the	  development	  of	  legally	  binding	  GHG	  emission	  reductions	  

came	   and	  went	   without	   a	   new	   agreement	   on	   the	   continuation	   of	   binding	   emission	   reduction	  

commitments,111	  although	   the	   Cancun	   Agreements	   leave	   open	   the	   possibility	   for	   a	   second	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

Kyoto	   Protocol,	   see	   Hiar,	   Is	   China	   Unwilling	   to	   Play	   the	   Climate	   Negotiation	   Game?	   (7	   September	   2010),	   at	  
<http://www.undispatch.com/is-‐china-‐unwilling-‐to-‐play-‐the-‐climate-‐negotiation-‐game>.	  

104	  UN	  Environment	  Programme,	  The	  Emissions	  Gap	  Report:	  Are	  the	  Copenhagen	  Accord	  Pledges	  Sufficient	  to	  Limit	  
Global	  Warming	  to	  2°C	  or	  1.5°C?	  (November	  2010),	  at	  
<http://www.unep.org/publications/ebooks/emissionsgapreport/pdfs/The_EMISSIONS_GAP_REPORT.pdf>,	  41.	  

105	  Ibid.,	  55.	  

106	  See	  offers	  by	  Australia,	  the	  EU,	  Iceland,	  Japan,	  Liechtenstein,	  New	  Zealand,	  the	  Russian	  Federation	  and	  Switzerland	  
on	  UNFCCC,	  Appendix	  I–Quantified	  Economy-‐Wide	  Emissions	  Targets	  for	  2020,	  at	  
<http://unfccc.int/home/items/5264.php>.	  	  

107 	  UNFCCC,	   Appendix	   II–Nationally	   Appropriate	   Mitigation	   Actions	   of	   Developing	   Country	   Parties,	   at	  
<http://unfccc.int/home/items/5265.php>.	  

108	  Brazil,	  India,	  China	  and	  South	  Africa,	  see	  Bodansky,	  supra	  note	  95,	  234.	  

109 	  Brazil,	   Letter	   Including	   Nationally	   Appropriate	   Mitigation	   Actions	   (29	   January	   2010),	   at	  
<http://unfccc.int/files/meetings/cop_15/copenhagen_accord/application/pdf/brazilcphaccord_app2.pdf>;	   South	  
Africa,	   Letter	   Including	   Nationally	   Appropriate	   Mitigation	   Actions	   (29	   January	   2010),	   at	  
<http://unfccc.int/files/meetings/application/pdf/southafricacphaccord_app2.pdf>.	  

110 	  China,	   Letter	   Including	   Autonomous	   Domestic	   Mitigation	   Actions	   (28	   January	   2010),	   at	  
<http://unfccc.int/files/meetings/cop_15/copenhagen_accord/application/pdf/chinacphaccord.pdf>;	   India,	   Letter	  
Including	   India’s	   Domestic	   Mitigation	   Actions	   (30	   January	   2010),	   at	  
<http://unfccc.int/files/meetings/cop_15/copenhagen_accord/application/pdf/indiacphaccord.pdf>.	  

111	  International	   Centre	   for	  Trade	   and	   Sustainable	  Development,	  Cancun	  Climate	  Summit	  Exceeds	  Low	  Expectations,	  
but	  Sidesteps	  Trade	  Issues	  (22	  December	  2010),	  at	  <http://ictsd.org/i/news/bridgesweekly/99004/>.	  
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commitment	   period	   under	   the	   Kyoto	   Protocol. 112 	  The	   main	   achievement	   of	   the	   Cancun	  

Agreements	  was	   to	   formalize	   the	   political	   Copenhagen	  Accord	   that	   set	   out	   a	   system	   in	  which	  

states	   make	   individual	   pledges	   to	   reduce	   emissions,	   verified	   internationally	   through	   states’	  

reporting	  on	  their	  emissions.113	  The	  Agreements	  confirm	  the	  commitment	  to	  keep	   increases	   in	  

global	   average	   temperature	   to	   a	  maximum	  of	  2°C	  above	  pre-‐industrial	   levels,114	  and	   recognize	  

that	   this	   requires	  Annex	   I	   parties	   to	   reduce	   their	   emissions	   by	   25-‐40%	  below	  1990	   levels	   by	  

2020.115	  The	   parties	   are	   clearly	   aware	   of	   the	   shortfalls	   in	   their	   proposals	   given	   that	   the	  

Agreements	  urge	  Annex	  I	  parties	  “to	  raise	  the	   level	  of	  ambition	  of	   the	  emission	  reductions”.116	  

However,	   the	   pledges	  made	   by	   Annex	   I	   and	   non-‐Annex	  I	   parties	   remain	   similar	   to	   what	   was	  

proposed	   under	   the	   Copenhagen	   Accord,	   and	   are	   thus	   insufficient	   to	   achieve	   the	   required	  

emission	  reductions.117	  	  

Looking	  at	  the	  climate	  change	  negotiations	  to	  date,	  the	  conclusion	  unfortunately	  has	  to	  be	  that,	  

over	  twenty	  years	  since	  the	  start	  of	  the	  negotiations,	  the	  only	  binding	  obligations	  to	  reduce	  GHG	  

emissions	  are	  set	  to	  expire	  at	  the	  end	  of	  2012	  with	  no	  replacement	  in	  sight.118	  

In	   addition	   to	   the	   climate	   change	   regime	   based	   on	   the	   UNFCCC,	   states	   have	   taken	   other	  

initiatives	   to	   respond	   to	   climate	   change.	   Some	   of	   these	   initiatives,	   such	   as	   the	   Asia-‐Pacific	  

Partnership	  for	  Clean	  Development	  and	  Climate,119	  deal	  specifically	  with	  climate	  change.	  Various	  

existing	   international	   fora	   of	   a	   general	   nature,	   such	   as	   the	   G-‐8,120	  and	   international	   fora	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

112	  Kyoto	   Protocol	  CMP,	   The	   Cancun	   Agreements:	   Outcome	   of	   the	   work	   of	   the	   Ad	   Hoc	   Working	   Group	   on	   Further	  
Commitments	   for	   Annex	  I	   Parties	   under	   the	   Kyoto	   Protocol	   at	   its	   fifteenth	   session,	   Decision	   1/CMP.6,	  
FCCC/KP/CMP/2010/12/Add.1,	  3,	  preamble	  [“Decision	  1/CMP.6”].	  

113	  Bodansky,	  supra	  note	  95,	  231.	  

114	  UNFCCC	  COP,	  The	  Cancun	  Agreements:	  Outcome	  of	  the	  work	  of	  the	  Ad	  Hoc	  Working	  Group	  on	  Long-‐term	  Cooperative	  
Action	  under	  the	  Convention,	  Decision	  1/CP.16,	  FCCC/CP/2010/7/Add.1,	  2,	  4,	  para.	  4.	  

115	  Decision	  1/CMP.6,	  supra	  note	  112,	  paras	  1,	  2,	  6.	  

116	  Ibid.,	  para.	  4.	  

117	  UNFCCC	  SBI,	   Compilation	   of	   economy-‐wide	   emission	   reduction	   targets	   to	   be	   implemented	   by	   Parties	   included	   in	  
Annex	  I	  to	  the	  Convention	  FCCC/SB/2011/INF.1;	  Ad	  Hoc	  Working	  Group	  on	  Long-‐term	  Cooperative	  Action	  under	  the	  
Convention,	  Compilation	  of	  information	  on	  nationally	  appropriate	  mitigation	  actions	  to	  be	  implemented	  by	  Parties	  not	  
included	  in	  Annex	  I	  to	  the	  Convention	  FCCC/AWGLCA/2011/INF.1.	  

118	  Bodansky,	  “A	  Tale	  of	  Two	  Architectures:	  The	  Once	  and	  Future	  U.N.	  Climate	  Change	  Regime”	  (1	  March	  2011),	  SSRN	  
eLibrary,	  at	   <http://ssrn.com/paper=1773865>,	   3;	   Rajamani,	   “The	   Cancun	   Climate	   Agreements:	   Reading	   the	   Text,	  
Subtext	   and	   Tea	   Leaves”,	   60	   International	   and	   Comparative	   Law	   Quarterly	   499	   (2011),	   511-‐512;	   Romano	   and	  
Burleson,	  The	  Cancún	  Climate	  Conference	  (21	  January	  2011),	  at	  <http://www.asil.org/insights110121.cfm>.	  

119 	  Asia-‐Pacific	   Partnership	   on	   Clean	   Development	   and	   Climate,	   APP	   Fact	   Sheet,	   at	  
<http://www.asiapacificpartnership.org/pdf/translated_versions/Fact_Sheet_English.pdf>,	  1.	  

120	  The	   Gleneagles	   Dialogue	   on	   Climate	   Change,	   Clean	   Energy	   and	   Sustainable	   Development,	   launched	   in	   2005,	  
resulted	  in	  a	  “vision”	  to	  be	  shared	  with	  other	  UNFCCC	  parties	  of	  reducing	  global	  emissions	  by	  50%	  by	  2050,	  see	  G-‐8,	  
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specialized	  in	  other	  problems	  of	  interdependence,	  such	  as	  the	  WTO121	  and	  various	  international	  

environmental	  treaty	  bodies,122	  have	  also	  considered	  responses	  to	  climate	  change.	  

At	   this	   stage,	   however,	   the	   regulatory	   responses	   under	   the	   UNFCCC	   umbrella	   are	   the	   only	  

international	  regulatory	  efforts	  that	  have	  moved	  beyond	  the	  level	  of	  aspirational	  statements	  and	  

into	   an	   extensive,	   albeit	   incomplete,	   regulatory	   regime	   to	   deal	   with	   climate	   change	   through	  

reduced	  GHG	  emissions.	  Many	  of	  the	  alternative	  initiatives	  are	  still	  at	  a	  discussion	  stage	  and	  it	  is	  

unclear	  whether,	  and	  if	  so,	  when,	  they	  will	  lead	  to	  direct	  limits	  on	  the	  freedom	  to	  regulate	  GHG	  

emissions.	  

(2) The	  Added	  Complexity	  of	  Mitigating	  Climate	  Change	  in	  A	  Global	  Economy	  

The	   incentives	   to	   free	   ride	   that	   arise	   because	   climate	   change	   mitigation	   through	   emission	  

reductions	   is	  a	  global	  public	  good	  are	  exacerbated	   in	  a	  global	  economy	   in	  which	   trade,	   capital	  

and	  investment	  are	  liberalized.	  	  

Concerns	   about	  protecting	   the	   competitiveness	  of	  domestic	   industries	   in	   global	  markets	  often	  

reduce	   states’	   willingness	   to	   adopt	   regulatory	   measures	   to	   help	   fight	   climate	   change,	   unless	  

there	   is	   a	  guarantee	   that	   trading	  partners	  will	   adopt	   similar	  policies	  and	   regulation,	  or	  unless	  

they	  can	  restrict	  trade	  with	  states	  that	  have	  more	  lenient	  regulation	  or	  policies.	  The	  concern	  is	  

that	  when	  a	   state	   imposes	  emission	   reductions,	   industries	  will	   relocate	   to	  more	   lenient	   states	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

G8	   Hokkaido	   Toyako	   Summit	   Leaders	   Declaration	   (8	   July	   2008),	   at	  
<http://www.mofa.go.jp/policy/economy/summit/2008/doc/doc080714__en.html>.	   In	   2009,	   the	   G-‐8	   leaders	  
affirmed	  that	  global	  average	  temperatures	  should	  not	  exceed	  2°C	  compared	  to	  pre-‐industrial	  levels.	  To	  this	  end,	  the	  
“50	  by	  50”	  goal	  was	  confirmed,	  as	  well	  as	  a	  goal	  to	  reduce	  developed	  countries’	  emissions	  by	  at	  least	  80%	  by	  2050,	  if	  
major	  emerging	  economies	  “undertake	  quantifiable	  actions	  to	  reduce	  emissions”,	  see	  G-‐8,	  Responsible	  Leadership	  for	  a	  
Sustainable	   Future	   (8	   July	   2009),	   at	   <http://www.g8.utoronto.ca/summit/2009laquila/2009-‐declaration.pdf>,	  
para.	  65.	  This	  was	  repeated	  in	  2010	  in	  G-‐8,	  G8	  Muskoka	  Declaration:	  Recovery	  and	  New	  Beginnings	  (25-‐26	  June	  2010),	  
at	  <http://www.g8.utoronto.ca/summit/2010muskoka/communique.pdf>,	  para.	  21.	  

121	  The	  Doha	  Ministerial	  Declaration	  called	   for	   the	   liberalization	  of	   trade	   in	  environmental	   goods	  and	  services.	   See	  
Ministerial	   Declaration	   adopted	   on	   14	   November	   2001	   WT/MIN(01)/DEC/1	   (2001),	   para.	  31(iii).	   However,	  
negotiations	  have	  yet	  to	  produce	  results,	  see	  Cosbey	  et	  al.,	  Environmental	  Goods	  and	  Services	  Negotiations	  at	  the	  WTO:	  
Lessons	   from	   Multilateral	   Environmental	   Agreements	   and	   Ecolabels	   for	   Breaking	   the	   Impasse	   (March	   2010),	   at	  
<http://www.iisd.org/pdf/2009/bali_2_copenhagen_egs_lessons.pdf>,	  15.	  This	  is	  largely	  due	  to	  the	  fact	  that	  it	  is	  not	  
entirely	   clear	   from	   the	   Doha	  Mandate	   how	   liberalization	   needs	   to	   take	   place	   and	   what	   degree	   of	   liberalization	   is	  
considered	  appropriate,	  see	  Ibid.,	  12.	  

122	  See,	   e.g.,	   Tenth	   Conference	   of	   the	   Contracting	   Parties	   to	   the	   Convention	   on	  Wetlands,	  Resolution	  24	  on	  Climate	  
Change	   and	   Wetlands	   (28	   October–4	   November	   2008),	   at	   <http://www.ramsar.org/pdf/res/key_res_x_24_e.pdf>;	  
Tenth	  Conference	  of	  the	  Contracting	  Parties	  to	  the	  Convention	  on	  Wetlands,	  Resolution	  25	  on	  Wetlands	  and	  “biofuels”	  
(28	  October–4	  November	  2008),	  at	  <http://www.ramsar.org/pdf/res/key_res_x_25_e.pdf>;	  Tenth	  Conference	  of	   the	  
Contracting	   Parties	   to	   the	   Convention	   on	   Biodiversity,	   Biodiversity	   and	   Climate	   Change	   (2	   November	   2010),	   at	  
<http://www.cbd.int/decision/cop/?id=12299>.	  
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where	  they	  can	  continue	  to	  emit.123	  As	  a	  result	  there	  is	  no	  net	  reduction	  in	  global	  emissions.	  This	  

is	  known	  in	  the	  context	  of	  climate	  change	  as	  “leakage”.124	  The	  chance	  that	  their	  climate	  change	  

measures	  will	  have	  no	  effect	  on	  global	  emissions,	  may	  convince	  states	  not	   to	  undertake	   them.	  

The	  research	  summarized	  in	  the	  IPCC’s	  Fourth	  Assessment	  Report,	  while	  not	  fully	  conclusive,125	  

indicates	   that	   carbon	   leakage	  may	  not	  be	  as	   substantial	   as	  often	  portrayed,	  because	   transport	  

costs,	  local	  preferences,	  or	  an	  unstable	  investment	  climate	  in	  the	  potential	  host	  state	  reduce	  the	  

incentives	   for	   producers	   to	   shift	   overseas.126	  However,	   concerns	   about	   competitiveness	   as	   a	  

result	   of	   leakage,	   even	   if	   unwarranted,	   are	   an	   important	   political	   argument	   against	   stringent	  

regulation,127	  and	  often	  prompt	  states	  to	  exempt	  energy-‐intensive	  production	  from	  regulation.128	  	  

III. STUDY	  2:	  MACRO-‐FINANCIAL	  INSTABILITY	  AND	  MONETARY	  MANAGEMENT	  POLICIES	  

The	  choice	  of	  international	  monetary	  relations	  as	  an	  area	  to	  study	  increasing	  interdependence	  is	  

inspired	  by	  the	  centrality	  of	  macro-‐financial	  instability	  concerns	  since	  the	  outbreak	  of	  the	  Global	  

Financial	  Crisis	  in	  2007.	  The	  Global	  Financial	  Crisis	  has	  shown	  just	  how	  much	  states	  are	  exposed	  

to	   financial	   instability	   in	   other	   states	   and	   to	   other	   states’	   monetary	   and	   financial	   decisions.	  

Section	   A	   discusses	   the	   concept	   of	   “money”	   and	   introduces	   the	   concept	   of	   “monetary	  

management	   policies”	   that	   is	   central	   to	   the	   study.	   Section	  B	   then	   argues	   that	   these	  monetary	  

management	   policies	   are	   linked	   to	   macro-‐financial	   stability	   and	   that	   they	   are	   an	   example	   of	  

increasing	   interdependence.	   Section	   C	   describes	   the	   difficulties	   states	   have	   experienced	   to	  

achieve	   international	   co-‐operation	   in	   relation	   to	   the	   conduct	   of	   these	  monetary	  management	  

policies.	  

A. Money	  and	  Monetary	  Management	  Policies	  in	  Increasing	  Interdependence	  

Central	  to	  this	  study	  are	  “monetary	  management	  policies”,	  a	  term	  adopted	  in	  this	  thesis	  to	  refer	  

to	  a	  range	  of	  policies	   through	  which	  states	  directly	  or	   indirectly	  manage	  and	  supply	  money	   to	  

their	  domestic	  economies.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

123	  Cooper,	  supra	  note	  42,	  21;	  Low	  et	  al.,	  “The	  Interface	  between	  the	  Trade	  and	  Climate	  Change	  Regimes:	  Scoping	  the	  
Issues”	  (12	  January	  2011),	  SSRN	  eLibrary,	  at	  <http://ssrn.com/abstract=1742803>,	  1.	  

124	  Intergovernmental	   Panel	   on	   Climate	   Change,	   “Appendix	   I:	   Glossary”,	   in	  Metz	   et	   al.	   (Eds.),	  Climate	  Change	  2007:	  
Mitigation.	   Contribution	   of	   Working	   Group	   III	   to	   the	   Fourth	   Assessment	   Report	   of	   the	   Intergovernmental	   Panel	   on	  
Climate	  Change	  (2007),	  811.	  

125	  Barker	  et	  al.,	  supra	  note	  46,	  667.	  

126	  Ibid.,	  665-‐666.	  

127	  The	  World	  Bank,	  International	  Trade	  and	  Climate	  Change	  (2008),	  29-‐34.	  

128	  Barker	  et	  al.,	  supra	  note	  46,	  666.	  
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Monetary	  management	  policies	  are	  applied	  in	  an	  increasingly	  integrated	  global	  financial	  market	  

that	   has	   grown	   as	   a	   result	   of	   the	   liberalization	   of	   trade,	   capital	   and	   investment	   flows.	   This	  

increased	   integration,	   and	   particularly	   the	   inclusion	   of	   developing	   states,	   is	   at	   least	   partially	  

attributable	  to	  international	  law	  and	  international	  institutions.	  Through	  its	  conditional	  lending,	  

the	   IMF	   has	   pushed	   developing	   states	   to	   remove	   capital	   controls,129	  to	   liberalize	   trade	   in	  

financial	  services,130	  to	  liberalize	  investment131	  and	  to	  adopt	  light-‐handed	  standards	  for	  financial	  

regulation.132	  Similarly,	   loans	   by	   the	  World	   Bank	   and	   its	   subsidiary	   the	   International	   Finance	  

Corporation	   have	   often	   been	   conditional	   upon	   the	   adoption	   of	   financial	   models	   applied	   by	  

financial	   institutions	   in	   developed	   economies133	  or	   banking	   sector	   reform.134	  Many	   developing	  

states	   have	   also	   made	   new	   commitments	   to	   liberalize	   trade	   in	   financial	   services	   when	  

negotiating	   accession	   to	   the	   WTO,135	  often	   beyond	   the	   commitments	   made	   by	   existing	   WTO	  

Members,136	  or	  when	  negotiating	  preferential	  trade	  agreements.137	  	  

Sections	  (2)	  and	  (3)	  discuss	  the	  different	  types	  of	  monetary	  management	  policies	  in	  the	  context	  

of	  an	   increasingly	   interdependent	  global	  economy.	  As	  a	  preliminary	  matter,	  Section	  (1)	  briefly	  

addresses	  what	  constitutes	  “money”.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

129 	  Leiteritz,	   “Explaining	   Organizational	   Outcomes:	   The	   International	   Monetary	   Fund	   and	   Capital	   Account	  
Liberalization”,	  8	  Journal	  of	  International	  Relations	  and	  Development	  1	  (2005),	  5-‐6.	  

130	  Saner	  and	  Guilherme,	  “The	  International	  Monetary	  Fund’s	  Influence	  on	  Trade	  Policies	  of	  Low-‐Income	  Countries:	  A	  
Valid	  Undertaking?”,	  41	  Journal	  of	  World	  Trade	  931	  (2007),	  936,	  950.	  

131	  Kalderimis,	  “IMF	  Conditionality	  as	  Investment	  Regulation:	  A	  Theoretical	  Analysis”,	  13	  Social	  and	  Legal	  Studies	  103	  
(2004).	  

132	  Alexander	  et	  al.,	  Global	  Governance	  of	  Financial	  Systems:	  The	  International	  Regulation	  of	  Systemic	  Risk	  (2006),	  36;	  
Yokoi-‐Arai,	   “GATS’	   Prudential	   Carve	   Out	   in	   Financial	   Services	   and	   Its	   Relation	   with	   Prudential	   Regulation”,	   57	  
International	  and	  Comparative	  Law	  Quarterly	  613	  (2008),	  637-‐638.	  

133	  Alexander	  et	  al.,	  supra	  note	  132,	  36,	  143;	  dos	  Santos,	  The	  World	  Bank,	  the	  IFC	  and	  the	  Antecedents	  of	  the	  Financial	  
Crisis	  (27	  November	  2008),	  at	  <http://www.brettonwoodsproject.org/art-‐563119>.	  

134	  World	  Bank	  Independent	  Evaluation	  Group,	  World	  Bank	  Assistance	  to	  the	  Financial	  Sector:	  A	  Synthesis	  of	  IEG	  
Evaluations	  (2006),	  at	  
<http://lnweb90.worldbank.org/oed/oeddoclib.nsf/DocUNIDViewForJavaSearch/55901055A53BCDE08525717200
7AF978/$file/financial_sector_synthesis.pdf>.	  

135	  Thomas,	  “Globalization	  in	  Financial	  Services–What	  Role	  for	  GATS?”,	  21	  Annual	  Review	  of	  Banking	  Law	  323	  (2002),	  
332;	   Adlung,	   “Services	   Liberalization	   from	   a	   WTO/GATS	   Perspective:	   In	   Search	   of	   Volunteers”,	   World	   Trade	  
Organization–Economic	  Research	  and	  Statistics	  Division	  Staff	  Working	  Paper	  (2009),	  6.	  

136	  Jara	  and	  Dominguez,	  “Liberalization	  of	  Trade	  in	  Services	  and	  Trade	  Negotiations”,	  40	  Journal	  of	  World	  Trade	  113	  
(2006),	  115.	  

137	  Fink	   and	   Molinuevo,	   “East	   Asian	   Preferential	   Trade	   Agreements	   in	   Services:	   Liberalization	   Content	   and	   WTO	  
Rules”,	  7	  World	  Trade	  Review	  641	  (2008),	  647.	  
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(1) What	  is	  Money?	  

The	   traditional	   economic	   functions	   of	  money	   are	   as	   a	  medium	   of	   exchange	   that	   removes	   the	  

need	  for	  individuals	  to	  trade	  by	  barter,	  as	  a	  unit	  of	  account	  allowing	  for	  easy	  comparison	  of	  the	  

price	   of	   all	   goods	   or	   services,	   and	   as	   an	   asset	   that	   stores	   value	   for	   future	   purchases.138	  In	   a	  

capitalist	   economy,	   money	   is	   also	   a	   commodity139	  that	   is	   traded	   for	   its	   own	   sake	   and	   whose	  

intrinsic	  value	  can	  rise	  or	  fall	  depending	  on	  supply	  and	  demand.	  

When	  thinking	  of	  money,	  traditional	  bank	  notes	  and	  coins	  that	  are	  usually	  issued	  by	  the	  central	  

bank	   spring	   to	  mind	   first.	   Cash	   is	   however	   not	   the	   only	   kind	   of	   “money”	   in	   an	   economy.	   The	  

central	   bank,	   or	   the	   bankers’	   bank,	   also	   controls	   the	  money	   supply	   through	   the	   reserves	   that	  

commercial	   banks	   are	   commonly	   required	   to	   hold	   with	   it. 140 	  The	   reserves	   are	   simply	  

bookkeeping	   entries	   on	   the	   liabilities	   side	   of	   the	   central	   bank’s	   balance	   sheet.141	  When	   the	  

central	   bank	   purchases	   assets,	   such	   as	   government	   securities	   or	   foreign	   exchange,	   from	  

commercial	   banks	   in	   open	  market	   operations142	  or	   when	   it	   lends	   to	   commercial	   banks	   using	  

specific	   safe	   assets	   as	   collateral,143	  commercial	   bank	   reserves	   increase.	   Conversely,	   when	   the	  

central	   bank	   sells	   assets	   to	   the	   commercial	   banks	   or	  when	   it	   calls	   in,	   or	   refuses	   to	   roll	   over,	  

existing	  loans,	  the	  reserves	  shrink.	  

Taken	   together,	   cash	   and	   bank	   reserves	   with	   the	   central	   bank	   are	   known	   as	   the	   “monetary	  

base”.144	  The	   aggregate	  money	   supply	   in	   an	   economy	   is	  much	  wider	   than	   this	  monetary	   base.	  

Most	  cash	  holders	  deposit	  their	  cash	  with	  commercial	  banks	  in	  broader	  categories	  of	  assets	  with	  

varying	   degrees	   of	   liquidity,145	  such	   as	   on-‐call	   bank	   deposits,	   term	   deposits	   or	   bonds.146	  As	  

financial	   intermediaries,	  banks	  use	   these	  deposits	   to	  extend	   loans.	  These	   loans	  become	  a	  new	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

138	  Burda	  and	  Wyplosz,	  Macroeconomics:	  A	  European	  Text,	  4th	  ed.	  (2005),	  177;	  Baumol	  and	  Blinder,	  Macroeconomics:	  
Principles	  and	  Policy,	  10th	  ed.	  (2007),	  244.	  

139	  Kelsey,	   “The	  Denationalization	   of	  Money:	   Embedded	  Neo-‐Liberalism	   and	   the	  Risks	   of	   Implosion”,	   12	  Social	  and	  
Legal	  Studies	  155	  (2003),	  156.	  

140	  Burda	  and	  Wyplosz,	  supra	  note	  138,	  203.	  

141	  Friedman,	   “Monetary	  Policy”,	   in	   Smelser	   and	  Baltes	   (Eds.),	   International	  Encyclopedia	  of	   the	  Social	  &	  Behavioral	  
Sciences	  (2001),	  9977-‐9978;	  Baumol	  and	  Blinder,	  supra	  note	  138,	  266.	  

142	  Burda	  and	  Wyplosz,	  supra	  note	  138,	  210-‐211;	  Baumol	  and	  Blinder,	  supra	  note	  138,	  267-‐268.	  

143	  Burda	  and	  Wyplosz,	  supra	  note	  138,	  211.	  

144	  Ibid.,	  203.	  

145	  “Liquidity”	  expresses	  the	  speed	  and	  ease	  by	  which	  the	  assets	  can	  be	  converted	  into	  the	  medium	  of	  exchange	  used	  
in	  a	  particular	  economy,	  see	  Stonecash,	  Principles	  of	  Macroeconomics,	  4th	  ed.	  (2009),	  257.	  

146	  Burda	  and	  Wyplosz,	  supra	  note	  138,	  175;	  Baumol	  and	  Blinder,	  supra	  note	  138,	  247.	  
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deposit,	  in	  addition	  to	  the	  original	  one.147	  For	  example,	  a	  bank	  accepts	  a	  $50,000	  deposit	  from	  A	  

and	  lends	  $20,000	  thereof	  to	  B	  for	  the	  purchase	  of	  a	  car.	  Once	  the	  loan	  to	  B	  has	  been	  approved,	  A	  

will	  still	  have	  $50,000	  in	  his	  account	  and	  B	  will	  have	  $20,000	  in	  his	  account.	  Thus,	  through	  the	  

process	  of	  credit	  creation,	  the	  aggregate	  money	  supply	  in	  the	  economy	  has	  increased	  by	  $20,000,	  

illustrating	  how	  commercial	  banks	  play	  an	  important	  and	  direct	  role	  in	  the	  money	  supply.	  

In	  the	  run	  up	  to	  the	  Global	  Financial	  Crisis,	  the	  financial	  system	  had	  gone	  through	  considerable	  

changes	  that	  have	  transformed	  the	  ways	  in	  which	  credit	  is	  created.	  	  

First,	   financial	   systems	   evolved	   from	   being	   bank-‐based,	   where	   banks	   are	   intermediaries	  

between	   borrowers	   and	   lenders,	   to	   being	   an	   increasingly	   market-‐based	   system	   where	  

borrowers	  deal	  directly	  with	  a	  variety	  of	  lenders	  through	  the	  stock	  or	  bond	  markets.148	  Financial	  

institutions	   developed	   innovative	   over-‐the-‐counter	   financial	   products,	   such	   as	   securities	   and	  

derivatives	   intended	   to	  provide	   the	   lender	  an	   investment	  with	   the	  desired	  degree	  of	   risk.149	  A	  

study	  by	  IMF	  Staff	  points	  to	  the	  “rapid	  expansion	  of	  credit	  sources	  in	  wholesale	  funding	  markets	  

over	  the	  period	  1999	  to	  2007.”150	  

Particularly	   in	   the	  US,	   a	   “shadow	   financial	   system”	  of	  non-‐bank	   institutions	  developed.151	  This	  

term	   covers	   various	   non-‐bank	   institutions,	   such	   as	   hedge	   funds,	   investment	   banks,	   private	  

equity	  funds,	  structured	  investment	  vehicles	  and	  conduits.	  These	  non-‐bank	  institutions	  are	  not	  

subject	   to	   the	   stricter	   prudential	   regulation	   and	   supervision	   requirements	   applicable	   to	  

traditional	  banks.152	  The	  shadow	  financial	  system	  relies	  on	  issuing	  short-‐term	  commercial	  paper,	  

i.e.	  debt	   instruments	  such	  as	  bonds,153	  rather	   than	  on	  deposits	   to	  obtain	   the	   funding	   to	  extend	  

credit.	  Traditionally,	  commercial	  paper	  was	  unsecured,	  but	  commercial	  paper	  backed	  by	  assets	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

147	  Baumol	  and	  Blinder,	  supra	  note	  138,	  252-‐258.	  

148	  Hendricks	  et	  al.,	   “Systemic	  Risk	  and	  the	  Financial	  System”,	  13	  Federal	  Reserve	  Bank	  of	  New	  York	  Economic	  Policy	  
Review	  65	  (2007),	  69;	  Hoenig,	  “Maintaining	  Stability	  in	  a	  Changing	  Financial	  System:	  Some	  Lessons	  Relearned	  Again?”,	  
93	  Federal	  Reserve	  Bank	  of	  Kansas	  City	  Economic	  Review	  5	  (2008),	  6;	  Crockett,	  “Rebuilding	  the	  Financial	  Architecture”,	  
September	  2009	  Finance	  &	  Development	  18	  (2009),	  18.	  

149	  Jenkinson	  et	  al.,	  “Financial	  Innovation:	  What	  Have	  We	  Learnt?”,	  48	  Bank	  of	  England	  Quarterly	  Bulletin	  330	  (2008),	  
332.	  

150	  Merrouche	  and	  Nier,	  “What	  Caused	  the	  Global	  Financial	  Crisis?	  —	  Evidence	  on	  the	  Drivers	  of	  Financial	  Imbalances	  
1999-‐2007”	   (December	   2010),	   IMF	   Working	   Paper	   WP/10/265,	   at	  
<http://www.imf.org/external/pubs/ft/wp/2010/wp10265.pdf>,	  6.	  

151	  Ibid.,	  24.	  

152 	  International	   Monetary	   Fund,	   Initial	   Lessons	   of	   the	   Crisis	   (6	   February	   2009),	   at	  
<http://www.imf.org/external/np/pp/eng/2009/020609.pdf>,	  3.	  

153	  “Commercial	  Paper”,	  in	  Law	  and	  Smullen	  (Eds.),	  A	  Dictionary	  of	  Finance	  and	  Banking	  (2008).	  
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or	   mortgages	   has	   become	   more	   widespread	   in	   recent	   years.154	  By	   late	   2007,	   the	   shadow	  

financial	  system	  in	  the	  US	  held	  the	  same	  amount	  of	  assets	  as	  the	  traditional	  banking	  system.155	  

By	  March	  2008,	  its	  liabilities	  were	  significantly	  higher	  than	  those	  held	  by	  traditional	  banks	  and	  it	  

still	  plays	  an	  important	  role	  in	  credit	  creation.156	  	  

This	   change	   also	   affected	   traditional	   banks	   that	   changed	   their	   business	   model	   from	   the	  

traditional	  “originate	  to	  hold”	  model,	  in	  which	  they	  originate	  loans	  and	  hold	  on	  to	  them	  as	  assets	  

on	  their	  books,	  to	  an	  “originate	  to	  distribute”	  model,	   in	  which	  they	  originate	  loans	  and	  sell	  the	  

underlying	  claims	  to	  other	  investors	  through	  securitization.157	  This	  sale	  removes	  the	  loan	  as	  an	  

asset	   on	   the	   banks’	   books,	  which	  means	   that	   banks	   can	   create	  more	   credit	  without	   having	   to	  

increase	   their	   capital,	   or	   can	   reduce	   their	   capital	   without	   violating	   their	   capital	   adequacy	  

requirements,	  discussed	  in	  Section	  (2).	  	  

In	  addition	  to	  the	  important	  changes	  in	  the	  identity	  of	  financial	  intermediaries,	  a	  second	  major	  

change	   in	   the	   creation	   of	   credit	   stems	   from	   the	   liberalization	   of	   capital,	   trade	   in	   services	   and	  

investment.	   Liberalization	   has	   made	   it	   possible	   for	   financial	   intermediaries	   to	   provide	   credit	  

beyond	  their	  state	  of	  origin	  and	  for	  companies	  to	  seek	  credit	   in	  other	  states.	  The	  ramifications	  

will	  be	  discussed	  in	  Section	  B.	  

(2) Monetary	  Policy	  and	  Credit	  Creation	  Limits	  

Monetary	  policy	  can	  be	  defined	  as	  “the	  management	  by	  the	  central	  bank	  of	  liquidity	  conditions	  

in	   the	  economy”.158	  “Liquidity	  conditions”	  refer	   to	  “the	  price	  and	  availability	  of	   funding	   for	   the	  

economy’s	  expenditure”.159	  	  

A	   first	   way	   for	   central	   banks	   to	   set	   monetary	   policy	   is	   by	   providing	   the	   “monetary	   base”,	  

consisting	   of	   cash	   and	   the	   central	   bank	   reserves	   of	   commercial	   banks.160	  If	   the	   central	   bank	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

154	  Ibid.	  

155	  International	  Monetary	  Fund,	  Lessons	  of	  the	  Financial	  Crisis	  for	  Future	  Regulation	  of	  Financial	  Institutions	  and	  
Markets	  and	  for	  Liquidity	  Management	  (4	  February	  2009),	  at	  
<http://www.imf.org/external/np/pp/eng/2009/020409.pdf>,	  9.	  

156 	  Pozsar	   et	   al.,	   “Shadow	   Banking”	   (July	   2010),	   Federal	   Reserve	   Bank	   of	   New	   York	   Staff	   Reports,	   at	  
<http://www.newyorkfed.org/research/staff_reports/sr458.pdf>,	  4-‐5.	  

157	  Goodhart,	   “The	   Background	   to	   the	   2007	   Financial	   Crisis”,	   4	   International	   Economics	   and	   Economic	   Policy	   331	  
(2008),	  334;	  Mizen,	  “The	  Credit	  Crunch	  of	  2007-‐2008:	  A	  Discussion	  of	  the	  Background,	  Market	  Reactions,	  and	  Policy	  
Responses”,	  90	  Federal	  Reserve	  Bank	  of	  St.	  Louis	  Review	  531	  (2008),	  550.	  

158	  Stonecash,	  supra	  note	  145,	  263.	  

159	  Ibid.,	  263.	  
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wishes	   to	   increase	   or	   decrease	   the	  money	   supply	   it	   can	   change	   the	   supply	   of	   either	   of	   these	  

components.	  In	  practice,	  central	  banks	  work	  through	  the	  reserves	  rather	  than	  going	  through	  the	  

slow	  and	  cumbersome	  process	  of	  changing	  the	  supply	  of	  physical	  bank	  notes	  or	  coins.	  	  

Only	   the	   monetary	   base	   is	   under	   the	   central	   bank’s	   direct	   control. 161 	  Private	   financial	  

institutions,	  such	  as	  commercial	  banks,	  provide	  the	  largest	  part	  of	  the	  aggregate	  money	  supply	  

in	   an	   economy.	   Nonetheless,	   the	   central	   bank’s	   monopoly	   over	   the	   monetary	   base	   allows	   it	  

indirectly	   to	   influence	   credit	   creation	   by	   financial	   institutions	   and	   thus	   the	   aggregate	  money	  

supply.162	  Changes	   in	   the	   amount	   of	   central	   bank	   reserves	   supplied	  will	   affect	   their	   “price”,163	  

which	   is	   expressed	   by	   the	   interest	   rate.	   An	   increase	   in	   the	   interest	   rate	   leads	   to	   higher	   debt	  

servicing	  costs	  and	  will	   slow	  down	  demand	   for	  debt,	   thus	   tempering	  credit	  creation	  by	  banks.	  

Conversely,	   lower	   interest	   rates	   increase	   demand	   for	   debt,	   resulting	   in	   an	   expansion	   of	   the	  

money	  supply	  through	  increased	  lending	  by	  commercial	  banks.	  	  

In	  addition	  to	  setting	  the	  interest	  rate,	  authorities	  can	  regulate	  credit	  creation	  through	  “reserve	  

ratios”	  and	  “capital	  adequacy	  ratios”.	  Some	  states	  operate	  a	  fractional	  reserve	  banking	  system,	  in	  

which	  banks	  have	  to	  hold	  a	  minimum	  amount	  of	  cash	  or	  other	  liquid	  assets	  in	  reserves,	  defined	  

as	  a	  percentage	  of	   their	  deposit	   liabilities.164	  This	   “reserve	   ratio”	  determines	  how	  much	  banks	  

can	  lend	  and	  as	  a	  result	  limits	  the	  money	  supply.165	  Reserve	  ratios	  protect	  financial	  stability	  by	  

ensuring	  that	  banks	  have	  sufficient	  liquidity	  when	  depositors	  call	  in	  their	  funds.	  The	  percentage,	  

or	   the	   “reserve	   ratio”,	   can	   be	   regulated.166	  However,	   not	   all	   states	   require	   their	   banks	   to	   hold	  

reserves.	  Indeed,	  some	  states,	  such	  as	  the	  UK,	  do	  not	  require	  their	  banks	  to	  hold	  any	  reserves	  at	  

all,	  but	   instead	  rely	  on	  other	  forms	  of	  prudential	  regulation	  to	  ensure	  the	  safety	  of	  deposits,167	  

such	  as	  character	  requirements	  of	  board	  members.	  Due	   to	  competitive	  pressures	   in	   the	  global	  

financial	  markets,	  reserve	  ratios	  have	  become	  quite	  low.168	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

160	  Burda	  and	  Wyplosz,	  supra	  note	  138,	  203.	  

161	  Ibid.,	  200.	  

162	  Friedman,	  supra	  note	  141,	  9977.	  

163	  Burda	  and	  Wyplosz,	  supra	  note	  138,	  212.	  

164	  “Fractional	  Reserve	  Banking”,	  in	  Black	  et	  al.	  (Eds.),	  A	  Dictionary	  of	  Economics	  (2009).	  

165	  Baumol	  and	  Blinder,	  supra	  note	  138,	  251.	  	  

166	  Ibid.,	  270;	  Burda	  and	  Wyplosz,	  supra	  note	  138,	  212;	  Stonecash,	  supra	  note	  145,	  271.	  

167	  Burda	  and	  Wyplosz,	  supra	  note	  138,	  205,	  209.	  

168	  Ibid.,	  209.	  
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In	  contrast,	  states	  impose	  capital	  adequacy	  ratios,	  which	  are	  subject	  to	  international	  gentlemen’s	  

agreements	  discussed	  in	  Chapter	  7.	  The	  capital	  adequacy	  ratio	  defines	  the	  amount	  of	  capital169	  

banks	  need	   to	  maintain	   relative	   to	   their	   risk-‐weighted	  assets.	  Thus,	  whereas	   the	   reserve	   ratio	  

determines	  the	  amount	  of	  credit	  that	  can	  be	  created,	  the	  capital	  adequacy	  ratio	  determines	  the	  

amount	  of	  capital	  banks	  need	  to	  raise	  when	  extending	  that	  credit	  to	  ensure	  adequate	  protection	  

against	   the	   risks	   involved	   in	   financial	   intermediation.170	  Capital	   adequacy	   ratios	   and	   credit	  

creation	  are	  closely	   linked,	  because	  a	  requirement	  on	  banks	   to	  hold	  more	  capital	  against	   their	  

assets	   acts	   as	   a	   brake	   on	   their	   ability	   to	   extend	   credit.	   The	   following	   example	   illustrates	   this.	  

Under	  a	  1:10	  capital	  adequacy	  ratio,	  banks	  can	  extend	  a	  loan	  of	  10	  units	  for	  every	  unit	  of	  capital	  

they	  hold.	   If	   the	   ratio	  were	   to	   lower	   to	  1:5,	   banks	  would	  have	   to	   reduce	   the	   amount	  of	   credit	  

extended	   by	   half	   or	   double	   their	   capital	   to	   be	   able	   to	  maintain	   the	   same	   amount	   of	   loans	   as	  

under	  a	  1:10	  capital	  adequacy	  ratio.	  

The	   emergence	   of	   non-‐bank	   financial	   institutions	   has	   removed	   an	   important	   source	   of	   credit	  

creation	   from	   regulatory	   supervision.	   To	   ensure	   that	   credit	   creation	   by	   the	   financial	   system	  

remains	   in	  check,	  monetary	  authorities	  now	   face	   the	  challenge	  of	   improving	  regulation	  and	  of	  

broadening	  oversight	  over	  players	  and	  products	  in	  the	  financial	  system.171	  

(3) Exchange	  Rates	  and	  Official	  Reserves	  

The	  currency	  component	  of	  the	  monetary	  base	  links	  monetary	  policy	  to	  exchange	  rate	  policy.	  A	  

currency’s	   exchange	   rate	   expresses	   the	   price	   of	   a	   foreign	   currency	   in	   terms	   of	   domestic	  

currency.172	  In	  an	  open	  economy,	  the	  exchange	  rate	  is	  the	  “most	  important	  single	  price”173	  as	  it	  

determines	  the	  price	  of	   imports	  and	  exports.	   It	   is	  a	  key	  macroeconomic	  variable	  that	   links	  the	  

domestic	  economy	  to	  the	  global	  economy.174	  	  

When	  the	  value	  of	  a	  currency	  is	  tied	  to	  another	  currency	  (the	  anchor	  currency)	  or	  to	  a	  basket	  of	  

other	  currencies,	  the	  central	  bank	  can	  intervene	  in	  the	  foreign	  exchange	  market	  to	  ensure	  that	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

169	  Lowenfeld,	  International	  Economic	  Law,	  2nd	  ed.	  (2008),	  820	  defines	  “capital”	  as	  “the	  residual	  amount	  available	  to	  
common	  equity	  holders	  after	  all	  other	  claims—of	  creditors	  and	  others—have	  been	  satisfied.”	  

170	  Singer,	  Regulating	  Capital:	  Setting	  Standards	  for	  the	  International	  Financial	  System	  (2007),	  16.	  

171	  Crockett,	  supra	  note	  148,	  18.	  

172	  Blanchard,	  Macroeconomics	   (1997),	   209.	   An	   alternative	   definition	   of	   the	   exchange	   rate	   is	   the	   price	   of	   domestic	  
currency	  in	  terms	  of	  the	  foreign	  currency.	  	  

173	  UN	  Conference	  on	  Trade	  and	  Development,	  Trade	  and	  Development	  Report	  2007	  (2007),	  25.	  

174	  Moosa,	  Exchange	  Rate	  Regimes:	  Fixed,	  Flexible	  or	  Something	  in	  Between	   (2005),	  29;	  UN	  Conference	  on	  Trade	  and	  
Development,	  Trade	  and	  Development	  Report	  2008	  (2008),	  5.	  
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the	  exchange	  rate	  of	  its	  currency	  does	  not	  change.	  Even	  under	  a	  floating	  exchange	  rate	  regime,	  

the	  central	  bank	  sometimes	   intervenes	  when	   the	  exchange	  rate	   is	  at	  a	   level	   that	   is	  considered	  

harmful	   to	   the	   domestic	   economy	   because	   it	   does	   not	   reflect	   the	   underlying	   economic	  

fundamentals.	   For	   example,	   inflation	   erodes	   the	   value	   of	   a	   state’s	   currency	   in	   terms	   of	   the	  

currency	  of	  another	  state	  where	  inflation	  is	  lower.	  As	  a	  result,	  the	  former’s	  exchange	  rate	  should	  

depreciate	   and	   the	   latter’s	   exchange	   rate	   should	  appreciate.	  However,	   the	  higher	   interest	   rate	  

used	   to	   fight	   inflation	   could	   attract	   speculative	   capital	   flows	   to	   the	   former.	   This	   increased	  

demand	   for	   the	   former’s	   currency	   raises	   its	   price	   in	   terms	   of	   the	   latter’s	   currency.	   In	   other	  

words,	  the	  former’s	  exchange	  rate	  appreciates.	  The	  inflows	  of	  funds	  can	  trigger	  further	  inflation	  

that	  can	  lead	  to	  price	  instability.	  

Central	  banks	   intervene	   in	   the	   foreign	  exchange	  market	  by	  buying	  or	  selling	  their	  currency	  or	  

the	   foreign	   currencies	   they	   hold	   in	   reserves.	   Buying	   back	   the	   domestic	   currency	   by	   selling	  

foreign	   currency	   reserves	   takes	   domestic	   currency	   out	   of	   circulation,	   reducing	   the	   monetary	  

base	   and,	   by	   extension,	   the	   aggregate	   supply	   of	   money.	   Conversely,	   selling	   the	   domestic	  

currency	  not	  only	  lowers	  its	  price,	  but	  also	  increases	  the	  currency	  component	  of	  the	  monetary	  

base.	  

B. The	  Link	  between	  Monetary	  Management	  Policies	  and	  Macro-‐Financial	  Stability	  

in	  Increasing	  Interdependence	  

Following	   the	   previous	   Section’s	   overview	   of	   monetary	   management	   policies,	   this	   Section	  

explains	   that	   many	   of	   the	   financial	   crises	   that	   have	   plagued	   the	   international	   monetary	   and	  

financial	  system	  in	  recent	  decades	  can	  be	  linked	  to	  monetary	  management	  policies.175	  Moreover,	  

increased	   economic	   links	   between	   states	   and	   between	   inhabitants	   of	   different	   states	   have	  

created	   an	   economic	   environment	   in	   which	   states’	   monetary	  management	   policies	   can	   easily	  

have	   a	   transboundary	   impact.	   This	   illustrates	   the	   reading	   that	   states	   are	   increasingly	  

interdependent,	  because	  they	  find	  themselves	  in	  situations	  where	  they	  are	  affected	  by	  another	  

state’s	  decisions.	  States	  will	  need	  to	  adapt	  their	  behaviour	  in	  response	  to	  other	  states’	  decisions	  

or	   they	  will	  need	   to	  work	   together	   to	  develop	  an	   international	  monetary	  and	   financial	   system	  

that	   aims	   to	   contain	   episodes	   of	   financial	   instability	   within	   the	   state	   in	   which	   they	   occur.	  

Moreover,	   once	   financial	   instability	   affects	   the	   “real”	   economy,176	  the	   integrated	  global	  market	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

175	  Saccomanni,	  Managing	  International	  Financial	  Instability:	  National	  Tamers	  Versus	  Global	  Tigers	  (2008),	  133-‐137.	  

176	  The	  real	  economy	  can	  be	  defined	  as	  “the	  part	  of	  the	  economy	  that	  is	  concerned	  with	  actually	  producing	  goods	  and	  
services,	  as	  opposed	  to	  the	  part	  of	  the	  economy	  that	  is	  concerned	  with	  buying	  and	  selling	  on	  the	  financial	  markets”,	  
see	  Financial	  Times	  Lexicon,	  Real	  Economy,	  at	  <http://lexicon.ft.com/term.asp?t=real-‐economy>.	  
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for	   goods	   can	   be	   a	   further	   vehicle	   for	   economic	   contagion.177	  As	   the	   current	   Global	   Financial	  

Crisis	  has	  shown,	  economies	   following	  an	  export-‐led	  growth	  model	  are	  particularly	  vulnerable	  

to	  a	  reduction	  in	  demand	  due	  to	  a	  financial	  crisis	  in	  their	  main	  export	  markets.178	  Sections	  (1)	  to	  

(3)	  explain	  the	  links	  between	  recent	  financial	  crises	  and	  monetary	  management	  policies.	  

(1) Credit	  Creation	  Limits	  and	  Macro-‐Financial	  Stability	  

Credit	   creation	   limits	  are	   clearly	   linked	   to	   macro-‐financial	   instability.	   Looser	   limits	   on	   credit	  

creation	   will	   encourage	   banks	   to	   extend	   more	   credit, 179 	  including	   to	   debtors	   they	   might	  

otherwise	  not	  have	   lent	   to	  due	   to	  higher	   risks	  of	  default.	   Strict	   credit	   creation	   limits	   can	  slow	  

growth	  in	  credit	  extended	  by	  banks,	  but	  can	  also	  create	  incentives	  to	  develop	  potentially	  riskier	  

innovative	  financial	  products	  to	  circumvent	  these	  limits	  as	  was	  the	  case	  with	  the	  development	  of	  

the	  shadow	  financial	  system	  and	  the	  “originate	  to	  distribute”	  business	  model	  for	  banks.	  

A	   state’s	   credit	   creation	   limits	   can	   affect	   other	   states,	   particularly	   if	   cross-‐border	   financial	  

institutions	   are	   involved	   or	   if	   the	   financial	   products	   are	   traded	   internationally.	   The	   Global	  

Financial	  Crisis	  illustrates	  this.	  The	  collapse	  of	  US	  sub-‐prime	  mortgages	  and	  its	  spread	  to	  related	  

financial	  products	  and	  financial	  systems	  across	  the	  globe	  are	  well	  known.	  The	  immediate	  origins	  

of	   the	   crisis	   lie	   in	   specific	   solvency	   problems	   of	   sub-‐prime	  mortgages,	   primarily	   in	   the	   US,180	  

which	  resulted	  in	  liquidity	  problems	  in	  the	  money	  markets	  that	  in	  turn	  led	  to	  further	  solvency	  

problems,	   first	   in	   the	   financial	   sector	   and	   later	   in	   the	   “real”	   economy	   as	   the	   financial	   sector	  

stopped	  lending	  to	  address	  its	  own	  liquidity	  and	  solvency	  issues.181	  	  
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178	  Pisani-‐Ferry	  and	  Santos,	   “Reshaping	  the	  Global	  Economy”,	  46	  Finance	  &	  Development	  8	   (2009),	  10;	  World	  Bank,	  
2009	  World	  Development	  Indicators	  (2009),	  at	  <http://go.worldbank.org/U0FSM7AQ40>,	  10.	  

179	  Levine,	   An	   Autopsy	   of	   the	   US	   Financial	   System:	   Accident,	   Suicide,	   or	   Negligent	   Homicide?	   (25	   May	   2010),	   at	  
<http://www.voxeu.org/index.php?q=node/5096>.	  

180	  International	   Monetary	   Fund,	   Lessons	   of	   the	   Global	   Crisis	   for	   Macroeconomic	   Policy	   (19	   February	   2009),	   at	  
<http://www.imf.org/external/np/pp/eng/2009/021909.pdf>,	  7.	  

181	  Ibid.;	  Blundell-‐Wignall	  and	  Atkinson,	  “The	  Sub-‐Prime	  Crisis:	  Causal	  Distortions	  and	  Regulatory	  Reform”,	  Lessons	  
from	  the	  Financial	  Turmoil	  of	  2007	  and	  2008	  (H.C.	  Coombs	  Centre	  for	  Financial	  Studies,	  Kirribili,	  Australia,	  2008),	  at	  
<www.rba.gov.au/publications/confs/2008/blundell-‐wignall-‐atkinson.pdf>,	   64;	   Financial	   Stability	   Forum,	  Report	   of	  
the	  Financial	  Stability	  Forum	  on	  Enhancing	  Market	  and	  Institutional	  Resilience	  (2008),	  6;	  Hoenig,	  supra	  note	  148,	  9-‐10;	  
International	  Monetary	  Fund,	  Global	  Financial	  Stability	  Report–October	  2008	  (2008),	  3-‐25;	  Mizen,	  supra	  note	  157,	  532,	  
539-‐545;	  Wehinger,	   “Lessons	   from	   the	   Financial	  Market	   Turmoil:	   Challenges	  Ahead	   for	   the	   Financial	   Industry	   and	  
Policy	  Makers”,	  2008/2	  Financial	  Market	  Trends	  (2008),	  4,	  fig.	  2.	  For	  a	  timeline	  of	  events	  as	  the	  Global	  Financial	  Crisis	  
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A	   regional	   example	   is	   that	   of	   three	   Icelandic	   banks—Landsbanki,	   Glitnir	   and	  Kaupthing—that	  

had	   been	   privatized	   and	   deregulated	   without	   having	   in	   place	   the	   appropriate	   supervisory	  

infrastructure.182	  Starting	  from	  around	  2002,183	  these	  banks	  were	  able	  to	  borrow	  large	  amounts	  

of	  foreign	  currency,	  often	  with	  short	  repayment	  terms.	  Part	  of	  this	  funding	  originated	  from	  high	  

interest	   on-‐call	   savings	   accounts	   offered	   to	   retail	   depositors	   in	   the	  EU.	  By	  2007,	   the	   Icelandic	  

banking	   sector	   had	   expanded	   to	   about	   nine	   times	   the	   size	   of	   Iceland’s	   economy.184 	  This	  

spectacular	  growth	  hid	  a	  maturity	  mismatch	  between	  long-‐term	  assets	  and	  short-‐term	  liabilities	  

as	   well	   as	   a	   currency	   mismatch	   between	   assets	   and	   liabilities	   denominated	   in	   different	  

currencies.185	  Both	  mismatches	  can	  trigger	  financial	  problems	  when	  a	  liability	  becomes	  due	  and	  

insufficient	   assets	   are	   available	   to	  meet	   these	   liabilities	   because	   they	   are	   tied	   up	   for	   a	   longer	  

term	   (maturity	  mismatch)	  or	  because	   they	  have,	   as	   a	   result	  of	   exchange	   rate	  movements,	   lost	  

value	   compared	   to	   the	   liabilities	  when	  converted	   into	   the	   currency	   in	  which	   the	   liabilities	  are	  

denominated	  (currency	  mismatch).	  	  

When	   the	   Global	   Financial	   Crisis	   made	   it	   harder	   for	   the	   Icelandic	   banks	   to	   refinance	   their	  

loans,186	  the	  markets	  to	  which	  they	  had	  extended	  their	  activities	  were	  affected.	  In	  the	  UK,	  a	  bank	  

run	  on	  Landsbanki’s	  branch	  Icesave	  occurred.187	  Within	  a	  week,	  Landsbanki	  collapsed.188	  Given	  

the	   incapacity	   of	   the	   Icelandic	   authorities	   to	   act	   as	   a	   lender	   of	   last	   resort	   without	   external	  

assistance,189	  it	  was	  unclear	  whether	  they	  would	  be	  able	  to	  compensate	  the	  UK	  depositors190	  as	  

required	  under	  the	  Depositor	  Guarantee	  Directive	  that	  is	  part	  of	  the	  legislation	  of	  the	  European	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

182 	  Danielsson	   and	   Zoega,	   Entranced	   by	   Banking	   (9	   February	   2009),	   at	  
<http://www.voxeu.org/index.php?q=node/3029>.	   Overviews	   of	   the	   events	   can	   be	   found	   in	   Agius,	   “Dying	   a	  
Thousand	   Deaths:	   Recurring	   Emergencies	   and	   Exceptional	   Measures	   in	   International	   Law”,	   2	   Göttingen	   Journal	   of	  
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189	  Buiter	  and	  Sibert,	  supra	  note	  185,	  7-‐9.	  
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October	  2008.	  
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Economic	  Area.191	  In	  a	  controversial	  move,	  the	  UK	  Treasury	  froze	  Landsbanki’s	  assets	  under	  the	  

Anti-‐terrorism,	  Crime	  and	  Security	  Act	  2001	   to	  protect	  UK	  depositors.192	  A	   few	  days	   later,	   the	  

other	   Icelandic	   banks	   collapsed.193	  The	   UK	   and	   the	   Netherlands,	   where	   depositors	   were	   also	  

affected,	   then	  negotiated	  a	  deal	  with	   Iceland	   to	  advance	   the	   funds	  necessary	   to	   reimburse	   the	  

deposits	   up	   to	   the	   guaranteed	   maximum. 194 	  The	   Icelandic	   bill	   approving	   the	   negotiated	  

repayments	   to	   the	   UK	   and	   the	   Netherlands	   passed	   in	   January	   2010.195	  However,	   applying	   his	  

constitutional	   powers,	   Iceland’s	   President	   referred	   the	   bill	   to	   a	   referendum,	   in	   which	   it	   was	  

rejected	   on	   6	   March	   2010.196	  On	   9	   April	   2011,	   the	   Icelandic	   population	   also	   rejected	   the	  

renegotiated	   agreement	   that	   Iceland’s	   Parliament	   had	   approved	   in	   February	   2011.197 	  The	  

Surveillance	  Authority	   of	   the	  European	  Free	  Trade	  Association	   is	   expected	   to	   file	   a	   complaint	  

against	  Iceland	  for	  violation	  of	  its	  obligations	  under	  the	  European	  Economic	  Area	  Agreement.198	  

(2) The	  Effect	  of	  Monetary	  Policies	  and	  Exchange	  Rate	  Policies	  on	  Macro-‐Financial	  

Stability	  

As	   discussed	   in	   Section	   A(2),	   monetary	   policies	   affect	   the	   amount	   of	   credit	   extended	   in	   an	  

economy.199	  Contractionary	   as	   well	   as	   expansionary	   monetary	   policies	   can	   trigger	   macro-‐

financial	  instability.	  On	  the	  one	  hand,	  expansionary	  monetary	  policies	  can	  fuel	  an	  unsustainable	  

increase	   in	   asset	   prices.200	  From	   early	   2001	   until	   June	   2004,	   the	   US	   Federal	   Reserve	   lowered	  

interest	  rates201	  to	  stimulate	  the	  economy	  in	  the	  aftermath	  of	  the	  bursting	  of	  the	  dotcom	  bubble	  
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and	   the	   terrorist	   attacks	   of	   9/11.202	  This	   expansionary	   monetary	   policy	   is	   thought	   to	   have	  

contributed	  to	  the	  credit	  and	  mortgage	  distortions	  that	  eventuated	  in	  the	  sub-‐prime	  crisis	  and	  

the	   Global	   Financial	   Crisis.203	  On	   the	   other	   hand,	   a	   contractionary	   monetary	   policy	   can	   push	  

debtors	  over	   the	  precipice	  because	  higher	   interest	   rates	  will	   increase	  debt-‐servicing	   costs.	  An	  

example	   of	   the	   former	   is	   the	   US	   Federal	   Reserve	   decision	   in	   1979	   to	   embark	   upon	   a	   sharply	  

contractionary	  monetary	  policy,	  triggering	  financial	  instability	  globally.204	  

The	   effect	   of	   a	   state’s	  monetary	   policies	   on	   another	   state	   depends,	   firstly,	   on	  whether	   capital	  

flows	  freely	  between	  them.	  According	  to	  a	  fundamental	  principle	  of	  macro-‐economics,	  known	  as	  

the	   “Impossible	   Trinity”,	   a	   state	   can	   only	   have	   two	   out	   of	   the	   following	   three	   policies:	   an	  

independent	  monetary	   policy,	   a	   fixed	   exchange	   rate	   and	   capital	   mobility.205	  Given	   the	   role	   of	  

capital	  account	  liberalization	  in	  increasing	  interdependence	  between	  states,	  the	  analysis	  below	  

assumes	   capital	  mobility	   between	   the	   affecting	   and	   the	   affected	   state	   to	   explain	   the	   different	  

impact	   of	   other	   states’	   monetary	   policies	   depending	   on	   whether	   a	   state	   floats	   or	   fixes	   its	  

exchange	   rate.	   Given	   this	   assumption	   of	   capital	   mobility,	   the	   Impossible	   Trinity	   implies	   that	  

states	  will	  have	  to	  choose	  between	  a	  fixed	  exchange	  rate	  and	  an	  independent	  monetary	  policy.	  

Thus,	   a	   second	   factor	   influencing	   the	   effect	   of	   a	   state’s	  monetary	   policies	   on	   another	   state	   is	  

whether	  the	  exchange	  rate	  of	  their	  currencies	  is	  fixed	  or	  floating.	  	  

If	   capital	   flows	   are	   liberalized,	   a	   fixed	   exchange	   rate	   arrangement	   makes	   an	   independent	  

monetary	   policy	   impossible.	   Instead,	   the	   anchor’s	   monetary	   policy	   will	   automatically	   be	  

“imported”,	   regardless	   of	   whether	   this	   is	   suitable	   for	   the	   fixing	   state’s	   economy.	   Unsuitable	  

monetary	  policies	  can	  lead	  to	  financial	  instability	  in	  the	  fixing	  state	  if	  large	  inflation	  differentials	  

prevail	  between	  it	  and	  the	  anchor	  state,	  because	  higher	  inflation	  in	  the	  fixing	  state	  will	  erode	  the	  

value	   of	   the	   fixed	   currency	   faster	   than	   the	   value	   of	   the	   anchor	   currency,	   resulting	   in	  

overvaluation	   of	   the	   former	   compared	   to	   the	   latter.	   For	   example,	   in	   the	   early	   1980s,	   Mexico	  

maintained	  a	  peg	  to	  the	  US	  dollar,	  but	  its	  inflation	  was	  much	  higher	  than	  in	  the	  US,	  leading	  to	  an	  
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overvalued	   peso.206	  When	   a	   currency	   is	   overvalued,	   it	   can	   become	   exposed	   to	   a	   speculative	  

attack	   anticipating	   a	   drop	   in	   value.	   To	  maintain	   the	   value	   of	   its	   currency,	   the	   fixing	   state	  will	  

either	   have	   to	   increase	   the	   domestic	   interest	   rate	   to	   attract	   foreign	   funds	   or	   buy	   up	   its	   own	  

currency	  using	  official	  foreign	  currency	  reserves.	  The	  first	  option	  can	  stymie	  domestic	  economic	  

growth,	  whereas	  the	  second	  option	  can	  only	  last	  as	  long	  as	  the	  official	  foreign	  currency	  reserves	  

last.	  In	  the	  case	  of	  Mexico,	  the	  government	  eventually	  ordered	  the	  conversion	  of	  US	  dollar	  bank	  

deposits	   into	   pesos	   at	   a	   rate	   fixed	   below	   the	   prevailing	   market	   rate,	   creating	   havoc	   on	  

international	   financial	   markets	   on	   which	   it	   had	   borrowed.207	  Similar	   problems	   with	   fixed	  

exchange	  rates	  occurred	  again	  in	  Mexico	  in	  the	  mid-‐1990s,208	  in	  Thailand	  and	  other	  Asian	  states	  

in	  1997-‐1998209	  and	  in	  Argentina	  in	  2001.210	  	  

In	  case	  of	  floating	  exchange	  rates,	  market	  forces	  determine	  the	  value	  of	  a	  state’s	  currency.	  When	  

combined	  with	  capital	  mobility,	  states	  can	  have	  an	  independent	  monetary	  policy.	  However,	  they	  

are	  exposed	  to	  the	  monetary	  policies	  of	  other	  states	  because	  their	  exchange	  rate	  will	  fluctuate	  in	  

response	  to	  their	  and	  other	  states’	  monetary	  policies.	  This	  is	  so	  because	  higher	  interest	  rates	  to	  

stop	  an	  economy	  from	  overheating	  will	  make	  domestic	  investment	  more	  attractive	  to	  local	  and	  

offshore	   investors.	   The	   increased	   demand	   for	   the	   domestic	   currency	   will	   increase	   its	   price,	  

expressed	   in	   the	  exchange	  rate.211	  A	   lower	   interest	   rate	   to	  stimulate	  an	  economy	  can	  have	   the	  

opposite	  effect.	  Moreover,	  differences	  in	  prevailing	  interest	  rates	  between	  two	  open	  economies	  

can	   trigger	   so-‐called	   “carry	   trades”.212	  These	  are	   “the	   specific	   financial	  operation	  of	  borrowing	  

and	   selling	   a	   low-‐yielding	   currency	   to	   buy	   and	   lend	   in	   a	   high-‐yielding	   currency”.213	  The	   state	  

with	   the	  higher	   interest	  rate,	   i.e.	   the	  state	  with	   the	  currency	   in	  which	   investments	  yield	  more,	  

will	   experience	   an	   inflow	   of	   foreign	   funds.	   This	   increases	   the	   money	   supply	   in	   that	   state,	  

possibly	  causing	  inflation,	  which	  can	  worsen	  the	  problems	  of	   inflation	  that	   its	  central	  bank	  set	  

out	   to	   battle	   in	   the	   first	   place.	   The	   increased	   demand	   for	   the	   high	   yielding	   currency	  will	   also	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

206	  Lowenfeld,	  supra	  note	  169,	  672.	  

207	  Ibid.,	  673.	  

208	  Ibid.,	  688-‐689.	  

209	  Eichengreen,	  supra	  note	  1,	  193-‐194.	  

210	  Lowenfeld,	  supra	  note	  169,	  719-‐733.	  

211	  Blanchard,	  supra	  note	  172,	  259.	  

212	  Merrouche	  and	  Nier,	  supra	  note	  150,	  28-‐29.	  

213	  UN	  Conference	  on	  Trade	  and	  Development,	  supra	  note	  173,	  15.	  
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push	   its	   price	   upwards,	   even	   if	   this	   is	   not	   warranted	   on	   the	   basis	   of	   other	   economic	  

fundamentals,	  for	  example	  if	  the	  state	  is	  running	  a	  current	  account	  deficit.214	  	  

An	  example	  of	  how	  a	  state’s	  monetary	  policy	  can	  affect	  other	  states	  where	  a	  higher	  interest	  rate	  

prevails	  is	  visible	  in	  the	  wake	  of	  the	  US	  Federal	  Reserve’s	  decision	  in	  November	  2010	  to	  inject	  

$600	  billion	  into	  the	  ailing	  US	  economy	  by	  buying	  back	  government	  bonds.215	  This	  second	  round	  

of	  quantitative	  easing,	  also	  known	  as	  QE2,	  resulted	  in	  depreciation	  of	  the	  US	  dollar	  and	  of	  all	  the	  

currencies	  pegged	   to	   it,	   such	   as	   the	  Chinese	  Yuan,	   and	   in	   an	   appreciation	  of	   other	   currencies,	  

particularly	   those	   of	   emerging	   economies	   with	   higher	   interest	   rates.	  While	   the	   US	   denied	   an	  

intention	  to	   lower	  the	  US	  dollar,	  other	  states	  saw	  this	  QE2	  as	  a	  deliberate	  move	  to	  undermine	  

the	   value	   of	   the	   dollar	   and	   improve	   the	   competitive	   position	   of	   US	   exports	   on	   the	   global	  

markets.216	  The	   latter	   states’	   concerns	   about	   the	   effects	   of	   QE2	   are	   twofold.	   First,	   there	   is	   a	  

concern	  that	  the	  inflows	  of	  “hot	  money”	  into	  their	  economies	  as	  a	  result	  of	  the	  cash	  injection	  in	  

the	  US	   economy	  will	   be	   easily	   reversed,	   triggering	   a	   financial	   crisis	   similar	   to	   the	  1997	  Asian	  

Financial	  Crisis	  when	  foreign	  investors	  withdrew	  funds	  from	  emerging	  Asian	  economies	  which	  

caused	  the	  value	  of	   their	  currencies	  to	  drop.217	  Second,	   there	  are	  concerns	  about	  the	   impact	  of	  

exchange	  rates	  on	  the	  competitiveness	  of	  emerging	  economies’	  exports	  on	  global	  markets.	  	  

The	   events	   even	   led	   the	   Brazilian	   Minister	   of	   Finance	   to	   warn	   of	   an	   “International	   Currency	  

War”.218	  The	   fear	   is	   that	   states	   engage	   in	   successive	   competitive	   devaluations	   to	   make	   their	  

exports	  cheaper	  internationally	  and	  increase	  the	  relative	  price	  of	  imports	  in	  an	  effort	  to	  create	  

growth	  for	  their	  economies	  at	  the	  expense	  of	  other	  economies.	  This	  warning	  has	  been	  triggered	  

by	   the	   significant	   decline	   in	   the	   value	   of	   the	   US	   dollar	   and,	   given	   its	   peg,	   of	   the	   value	   of	   the	  

Chinese	   Yuan.	   Various	   central	   banks	   have	   intervened	   in	   international	   currency	   markets	   to	  

prevent	   their	   own	   currencies	   from	   rising.219	  These	   events	   illustrate	  how	   in	   an	   interdependent	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

214	  Ibid.,	  15-‐17.	  

215 	  Kakuchi,	   Development:	   Currency	   Friction	   A	   Test	   of	   G-‐20	   Mettle	   (8	   November	   2010),	   at	  
<http://www.globalissues.org/news/2010/11/08/7570>.	  

216	  International	   Centre	   for	   Trade	   and	   Sustainable	   Development,	  G-‐20	  Falls	   Short	   of	   Agreement	   on	  Trade	  Balances,	  
Makes	  New	  Plug	  for	  Doha	  (17	  November	  2010),	  at	  <http://ictsd.org/i/news/bridgesweekly/96519/>.	  

217	  Eichengreen,	  supra	  note	  1,	  194.	  

218	  Bowley,	  “As	  Dollar’s	  Value	  Falls,	  Currency	  Conflicts	  Rise”,	  New	  York	  Times,	  20	  October	  2010;	  International	  Centre	  
for	   Trade	   and	   Sustainable	   Development,	   Brazilian	   Finance	   Minister	   Warns	   of	   ‘International	   Currency	   War’	   (29	  
September	  2010),	  at	  <http://ictsd.org/i/news/bridgesweekly/85803/>.	  

219 	  Portes,	   Currency	   Wars	   and	   the	   Emerging-‐Market	   Countries	   (4	   November	   2010),	   at	  
<http://www.voxeu.org/index.php?q=node/5740>.	  
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world,	   states’	   domestic	   policies	   have	   an	   impact	   on	   other	   states.220	  This	   is	   so	   for	   the	   exchange	  

rates,	  as	  well	  as	  for	  the	  other	  monetary	  management	  policies	  that	  have	  an	  impact	  on	  other	  states	  

through	  their	  impact	  on	  the	  exchange	  rate.	  

(3) Official	  Foreign	  Currency	  Reserves	  and	  Macro-‐Financial	  Stability	  

Decisions	   regarding	   the	   accumulation	   and	   management	   of	   official	   foreign	   currency	   reserves	  

create	   links	   between	   the	  monetary	  management	   policies	   of	   a	   state	   accumulating	   the	   reserves	  

and	  a	  state	   issuing	  the	  reserve	  currency.	  Based	  on	  the	   idea	  that	   the	  US	  government	  will	  never	  

default	  on	   its	  debts,	   the	  US	  dollar	  has	  become	  the	  preferred	  reserve	  currency	  worldwide.221	  In	  

the	  past	  decade,	   official	  US	  dollar	   reserves	  held	  by	  developing	   states	  have	  grown	  significantly	  

due	  to	  increased	  savings.222	  Their	  reserve	  holdings	  are	  now	  five	  times	  what	  they	  were	  about	  ten	  

years	  ago.223	  As	  a	  percentage	  of	  global	  GDP,	  reserves	  more	  than	  doubled	  over	  the	  same	  period.224	  

One	  factor	  behind	  the	  increased	  savings	  is	  the	  current	  account	  surpluses	  in	  oil-‐producing	  states	  

resulting	   from	   the	   increase	   in	   oil	   prices.225	  Another	   is	   the	   systematic	   undervaluation	   of	   fixed	  

exchange	   rates	   by	  Asian	   economies.	   In	   the	   aftermath	   of	   the	   1997	  Asian	   financial	   crisis,	  many	  

emerging	  economies	  successfully	  adopted	  this	  strategy	  to	  improve	  the	  competitiveness	  of	  their	  

exports	  on	  the	  international	  markets.226	  To	  avoid	  the	  resulting	  influx	  of	  money	  overheating	  the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

220	  Dadush	   and	   Eidelman,	   The	   International	  Monetary	   System:	   If	   It	   Ain’t	   Broke,	   Don’t	   Fix	   It	   (26	   February	   2011),	   at	  
<http://www.voxeu.org/index.php?q=node/6156>.	  

221	  UN	  Conference	  on	  Trade	  and	  Development,	  Trade	  and	  Development	  Report	  2009	  (2009),	  121.	  Between	  1999	  and	  
2006,	  the	  US	  absorbed	  85%	  of	  the	  net	  external	  financing	  from	  surplus	  countries,	  see	  Higgins	  and	  Klitgaard,	  “Financial	  
Globalization	  and	  the	  U.S.	  Current	  Account	  Deficit”,	  13	  Current	  Issues	  in	  Economics	  and	  Finance	  1	  (2007),	  1.	  

222	  Commission	  of	  Experts,	  Report	  of	  the	  Commission	  of	  Experts	  of	  the	  President	  of	  the	  United	  Nations	  General	  Assembly	  
on	   Reforms	   of	   the	   International	   Monetary	   and	   Financial	   System	   (21	   September	   2009),	   at	  
<http://www.un.org/ga/econcrisissummit/docs/FinalReport_CoE.pdf>,	  27;	  World	  Bank,	  supra	  note	  178,	  7.	  

223	  Korinek	  and	  Servén,	  Undervaluation	  through	  Foreign	  Reserve	  Accumulation:	  Static	  Losses,	  Dynamic	  Gains	   (10	  May	  
2010),	  at	  <http://www.voxeu.org/index.php?q=node/5022>.	  

224	  Commission	  of	  Experts,	  supra	  note	  222,	  112.	  

225	  Bernanke,	  “The	  Global	  Saving	  Glut	  and	  the	  U.S.	  Current	  Account	  Deficit”,	  Sandridge	  Lecture,	  Virginia	  Association	  of	  
Economists	   (Richmond,	   Virginia,	   10	   March	   2005),	   at	  
<http://www.federalreserve.gov/boarddocs/speeches/2005/200503102/>;	   Setser,	   “A	   Neo-‐Westphalian	  
International	  Financial	  System?”,	  62	  Journal	  of	  International	  Affairs	  17	  (2008),	  22-‐25.	  	  	  

226	  Bernanke,	  supra	  note	  225;	  UN	  Conference	  on	  Trade	  and	  Development,	  Trade	  and	  Development	  Report	  2005	  (2005),	  
ix-‐x;	  UN	  Conference	  on	  Trade	  and	  Development,	  Trade	  and	  Development	  Report	  2006	  (2006),	  7,	  12;	  Setser,	  supra	  note	  
225,	  19.	  
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economy	   and	   causing	   inflation,	   oil-‐producing	   and	   export-‐oriented	   states	   absorbed	   their	  

newfound	  wealth	  in	  official	  reserves	  or	  in	  sovereign	  wealth	  funds.227	  	  

Reserve	  accumulation	  can	  be	  perfectly	   justified	  based	  on	   the	  economic	   conditions	  of	   the	   state	  

involved,	   such	   as	   the	   need	   to	   save	   current	   income	   out	   of	   non-‐renewable	   resources	   for	   future	  

use.228	  Many	   developing	   states	   accumulate	   reserves	   out	   of	   a	   desire	   for	   self-‐insurance	   against	  

financial	   instability.229	  Self-‐insurance	   decreases	   the	   need	   to	   rely	   on	   the	   IMF’s	   funding	  with	   its	  

demanding	  conditions,	  the	  appropriateness	  of	  which	  is	  questioned	  given	  the	  IMF’s	  poor	  record	  

during	  the	  Asian	  Financial	  Crisis.	  

However,	  reserve	  accumulation	  comes	  at	  a	  considerable	  cost.230	  First,	  when	  funds	  are	  tied	  up	  in	  

reserves,	   they	  cannot	  be	   invested	   in	  other	  projects,	  such	  as	   the	  development	  of	   infrastructure,	  

hospitals	  or	  schools.	  Second,	  the	  assets	  in	  which	  reserves	  are	  invested	  (usually	  US	  Treasury	  Bills)	  

yield	  a	  low	  return	  on	  investment.	  Domestic	  investment	  could	  have	  yielded	  a	  much	  higher	  return.	  

Third,	  any	  international	  monetary	  system	  based	  on	  a	  national	  currency	  will	  inevitably	  produce	  

global	  imbalances,	  as	  a	  state	  providing	  a	  reserve	  currency	  will	  run	  a	  continuous	  capital	  account	  

surplus,	   to	   reflect	   the	   exports	   of	   financial	   assets	   to	   states	   holding	   the	   reserves.	   The	   more	  

reserves	   other	   states	   hold,	   the	   more	   a	   state	   providing	   the	   reserve	   currency	   will	   become	  

indebted.231	  

Reserve	  accumulation	  links	  the	  economic	  fates	  of	  the	  emerging	  economies	  and	  the	  US	  economy.	  

This	  has	  influenced	  monetary	  conditions	  in	  the	  US,232	  where	  the	  resulting	  increased	  liquidity	  has	  

made	   it	   possible	   for	   policymakers	   to	   lower	   interest	   rates	   to	   stimulate	   growth	   because	   other	  

states	   have	   been	   willing	   to	   hold	   US	   assets	   as	   reserves. 233 	  At	   the	   same	   time,	   the	   states	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

227	  Setser,	  supra	  note	  225,	  25	  explains	  the	  sterilisation	  procedures	  undertaken	  by	  the	  Chinese	  government	  to	  absorb	  
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229	  International	   Monetary	   Fund,	   Review	   of	   the	   Fund’s	   Financing	   Role	   in	   Member	   Countries	   (28	   August	   2008),	   at	  
<http://www.imf.org/external/pp/longres.aspx?id=4287>,	  5.	  

230	  Stiglitz,	  Making	  Globalization	  Work	  (2006),	  248-‐260;	  Verma,	  Brazil	  Rebuff	  for	  IMF	  Reserves	  Plan	  (22	  March	  2010),	  
at	  <http://www.emergingmarkets.org/article.asp?PositionID=2601&ArticleID=2449724>.	  	  

231	  Stiglitz,	   supra	   note	   230,	   254.	   The	   “Triffin	   Dilemma”	   suggests	   that	   this	   will	   eventually	   undermine	   the	   reserve	  
currency’s	  qualities	  as	  a	  reserve	  currency,	  see	  Commission	  of	  Experts,	  supra	  note	  222,	  109.	  

232	  Setser,	  supra	  note	  225,	  27.	  

233	  Blundell-‐Wignall	  and	  Atkinson,	  supra	  note	  181;	  Gowan,	  “Crisis	  in	  the	  Heartland”,	  55	  New	  Left	  Review	  5	  (2009),	  26;	  
International	  Monetary	  Fund,	  supra	  note	  152,	  8.	  
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accumulating	   US	   dollars	   in	   their	   official	   reserves	   have	   exposed	   themselves	   to	   the	   monetary	  

management	   policies	   of	   the	   US.234	  Indeed,	   US	   monetary	   policy	   determines	   the	   yield	   of	   these	  

investments,	   its	   exchange	   rate	   policies	   determine	   their	   value	   in	   terms	   of	   the	   investing	   state’s	  

currency	  and	  its	  credit	  creation	  regulation	  determines	  the	  safety	  of	  the	  investment.	  

C. The	  Difficulties	  Achieving	  International	  Co-‐Operation	  on	  Monetary	  Management	  

Policies	  

Sections	   A	   and	   B	   discussed	   how	   monetary	   management	   policies	   relate	   to	   macro-‐financial	  

instability	  and	  how	  one	  state’s	  monetary	  management	  policies	  can	  have	  an	  adverse	   impact	  on	  

other	  states	  in	  increasing	  interdependence.	  This	  Section	  discusses	  the	  difficulties	  states	  face	  to	  

develop	  co-‐operative	  agreements	  on	  the	  conduct	  of	  monetary	  management	  policies	  as	  another	  

reason	  why	  states	  are	  increasingly	  interdependent	  to	  avoid	  macro-‐financial	  instability.	  

States	   have	   agreed	   to	   limit	   their	   discretion	   regarding	  monetary	  management	   policies	   through	  

the	   IMF	   Articles	   of	   Agreement.	   However,	   as	   Chapter	   8	   discusses,	   the	   agreed	   limits	   are	   often	  

weak	  or,	  if	  stronger,	  difficult	  to	  apply	  in	  practice.	  	  

States	   have	   made	   few	   attempts	   to	   negotiate	   other	   international	   agreements	   imposing	   direct	  

limits	  on	  the	  exercise	  of	  their	  sovereignty	  in	  relation	  to	  macro-‐financial	  stability.	  In	  2009,	  the	  UN	  

General	  Assembly’s	  Commission	  of	  Experts,	   led	  by	  Stiglitz,	  argued	   for	   the	  creation	  of	  a	  “Global	  

Economic	   Coordination	   Council”	   to	   address	   “areas	   of	   concern	   in	   the	   functioning	   of	   the	   global	  

economic	  system	  in	  a	  comprehensive	  and	  sustainable	  way”.235	  The	  Council	  would	  be	  supported	  

by	  an	  International	  Panel	  of	  Experts,	  which	  would	  play	  a	  role	  similar	   to	   the	  one	  played	  by	  the	  

IPCC	   in	   relation	   to	   climate	   change.236	  In	   the	   longer	   term,	   the	   Council	   would	   be	   at	   the	   same	  

organisational	   level	   as	   the	   Security	   Council	   and	   the	   General	   Assembly.237	  It	   would	   not	   only	  

oversee	   the	   activities	   of	   the	   UN	   but	   also	   those	   of	   the	   IMF,	   the	  World	   Bank	   and	   the	  WTO.238	  

However,	   it	   is	   highly	   unlikely	   that	   this	   Council	   will	   ever	   see	   the	   light	   of	   day.239	  During	   the	  

preparation	   of	   the	   Commission	   of	   Experts’	   report,	   many	   developed	   states	   disputed	   the	   UN’s	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

234	  UN	  Conference	  on	  Trade	  and	  Development,	  supra	  note	  221,	  122.	  

235	  Commission	  of	  Experts,	  supra	  note	  222,	  90.	  

236	  Ibid.,	  91.	  

237	  Ibid.,	  91.	  

238	  Ibid.,	  91.	  

239	  For	   a	   recent	   call	   to	   reconsider	   the	   Stiglitz	   Commission’s	   recommendations,	   see	   Gallagher,	   Financial	   Reform:	  
Whatever	  Happened	  to	  the	  Stiglitz	  Commission	  (9	  May	  2011),	  at	  <http://triplecrisis.com/stiglitz-‐commission/>.	  
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competency	   in	   financial	  matters.240	  A	   few	  days	   after	   the	   Stiglitz	   Commission	   issued	   its	   report,	  

the	  main	  developed	  and	  developing	  states	  chose	  the	  G-‐20,	  rather	  than	  the	  UN	  or	  the	  G-‐8,	  as	  the	  

primary	  vehicle	  for	  international	  economic	  co-‐operation.241	  	  

The	   G-‐20	   is	   an	   informal	   grouping	   of	   the	   finance	  ministers	   and	   central	   bank	   governors	   of	   19	  

developed	   and	   developing	   states	   as	   well	   as	   the	   EU.242	  The	   IMF	   and	   the	   World	   Bank	   also	  

participate.	   In	   2008,	   the	   G-‐20	   heads	   of	   state	   started	   meeting	   at	   semi-‐annual	   summits.243	  

Although	  “unsustainable	  global	  macroeconomic	  outcomes”	  have	  been	  recognized	  as	  one	  of	   the	  

Global	  Financial	  Crisis’	  major	  underlying	  factors,	  the	  G-‐20	  has,	  according	  to	  its	  own	  assessment,	  

focused	   primarily	   on	   microeconomic	   reforms	   such	   as	   regulatory	   standards	   for	   individual	  

financial	   institutions	   or	   measures	   combating	   terrorist	   financing.244	  At	   the	   Seoul	   summit	   in	  

November	  2010,	  concerns	  about	  an	  “International	  Currency	  War”	  prompted	  a	  statement	  that	  G-‐

20	   members	   would	   undertake	   macro-‐economic	   policies	   that	   would,	   inter	   alia,	   involve	  

“enhancing	  exchange	  rate	  flexibility	  to	  reflect	  underlying	  economic	  fundamentals,	  and	  refraining	  

from	  competitive	  devaluation	  of	  currencies”.245	  A	  US	  proposal	  to	  limit	  current	  account	  surpluses	  

or	  deficits	  to	  a	  specific	  percentage	  of	  GDP	  was	  however	  rejected	  by	  other	  states.246	  In	  early	  2011,	  

G-‐20	  Finance	  Ministers	   and	  Central	  Bank	  Governors	  developed	   indicative	   guidelines	   to	   assess	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

240	  Ibid.,	  9.	  

241 	  G-‐20,	   Leaders’	   Statement:	   The	   Pittsburgh	   Summit	   (24-‐25	   September	   2009),	   at	  
<http://www.g20.org/Documents/pittsburgh_summit_leaders_statement_250909.pdf>,	   para.	  19;	  Arner	   and	  Buckley,	  
“Redesiging	  the	  Architecture	  of	  the	  Global	  Financial	  System”,	  11	  Melbourne	  Journal	  of	  International	  Law	  1	  (2010),	  24.	  	  

242	  The	   19	   states	   are	   Argentina,	   Australia,	   Brazil,	   Canada,	   China,	   France,	   Germany,	   India,	   Indonesia,	   Italy,	   Japan,	  
Mexico,	   Russia,	   Saudi	   Arabia,	   South	   Africa,	   Korea,	   Turkey,	   United	   Kingdom	   and	   the	   United	   States.	   G-‐20	   members	  
represent	  85%	  of	  global	  GDP	  and	  2/3	  of	  the	  world’s	  population,	  see	  G-‐20,	  The	  Group	  of	  Twenty:	  A	  History	  (2008),	  at	  
<http://www.g20.org/Documents/history_report_dm1.pdf>,	  8.	  

243	  G-‐20,	  Washington	  Declaration	  of	  the	  Summit	  on	  Financial	  Markets	  and	  the	  World	  Economy	  (15	  November	  2008),	  at	  
<http://www.g20.org/Documents/g20_summit_declaration.pdf>,	   para.	  1.	   Later	   statements	   are	   G-‐20,	   The	   G-‐20	  
Toronto	   Summit	   Declaration	   (26-‐27	   June	   2010),	   at	   <http://g20.gc.ca/wp-‐
content/uploads/2010/06/g20_declaration_en.pdf>;	  G-‐20,	  The	  Global	  Plan	  for	  Recovery	  and	  Reform	  (2	  April	  2009),	  at	  
<http://www.g20.org/Documents/final-‐communique.pdf>;	  G-‐20,	  supra	  note	  241.	  

244	  G-‐20,	  supra	  note	  242,	  50.	  

245 	  G-‐20,	   The	   G20	   Seoul	   Summit	   Leaders’	   Declaration	   (12	   November	   2010),	   at	  
<http://media.seoulsummit.kr/contents/dlobo/E1._Seoul_Summit_Leaders_Declaration.pdf>,	  para.	  9.	  

246	  International	  Centre	  for	  Trade	  and	  Sustainable	  Development,	  supra	  note	  216.	  
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“persistently	  large	  imbalances”.247	  At	  this	  stage,	  the	  indicators	  in	  these	  guidelines	  only	  serve	  to	  

identify	  the	  states	  that	  run	  such	  imbalances,	  and	  not	  as	  policy	  targets.248	  

The	  various	  G-‐20	  leaders’	  statements	  thus	  outline	  a	  big	  picture	  approach	  as	  to	  what	  needs	  to	  be	  

done,	   but	   fail	   to	   specify	   how	   to	   implement	   this	   vision.249	  Despite	   the	   lofty	   words	   of	   the	  

statements,	  the	  agreed	  changes	  are	  still	  awaiting	  practical	  implementation,250	  and	  the	  wait	  may	  

be	   long.	   Implementation	   has	   to	   happen	   domestically	   and	   will	   therefore	   need	   to	   overcome	  

domestic	  political	  obstacles.	  Further,	  the	  G-‐20	  is	  not	  a	  formal	  organisation	  that	  can	  ensure	  that	  

states	  undertake	  effective	  commitments	  and	  comply	  with	  them.	  The	  G-‐20	  cannot	  provide	  global	  

leadership	   due	   to	   diversity	   of	   opinions	   between	   the	   members	   and	   due	   to	   their	   competing	  

domestic	  priorities.251	  

IV. CONCLUSION	  

Both	  case	  studies	  illustrate	  how	  states	  are	  increasingly	  interdependent	  because	  they	  are	  affected	  

by	  policy	  and	  regulatory	  decisions	   taken	  by	  other	  states.	   International	  agreements	   liberalizing	  

trade	  and	  capital	   flows	  play	  an	  important	  role	   in	  transferring	  the	  transboundary	  effects	  of	  one	  

state’s	   actions	   or	   omissions	   to	   another	   state.	   The	   transboundary	   impact	   in	   increasing	  

interdependence	   is	   not	   only	   the	   impact	   of	   emissions	   or	  macro-‐financial	   instability	  within	   one	  

territory	  on	  another,	  but	  also	  the	  impact	  of	  decisions	  not	  to	  regulate	  or	  to	  regulate	  minimally	  on	  

the	   economic	   competitiveness	   of	   other	   states.	   Increasing	   interdependence	   can	   be	   addressed	  

through	   co-‐operative	  agreements	  between	   states	   in	  which	   they	  voluntarily	   agree	   to	   limit	  how	  

they	  exercise	  their	  sovereignty	  or	  in	  which	  they	  develop	  a	  regulatory	  framework	  in	  response	  to	  

a	  specific	  global	  problem.	  However,	  in	  both	  case	  studies	  there	  is	  evidence	  of	  a	  clear	  dissonance	  

between	   theory	   and	   practice.	   States	   generally	   understand	   that	   restrictions	   on	   unilateral	  

decisions	  are	  needed	   to	  avoid	   transboundary	  problems,	  but	   fail	   to	  agree	  on	  effective	   limits	  on	  

their	  sovereignty	  for	  which	  international	  law	  requires	  sovereign	  consent.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

247	  G-‐20,	  Meeting	  of	  Finance	  Ministers	  and	  Central	  Bank	  Governors.	  Communiqué–Washington	  DC	  (14-‐15	  April	  2011),	  
at	  <http://www.g20.org/Documents2011/04/G20%20Washington%2014-‐15%20April%202011%20-‐
%20final%20communique.pdf>.	  

248	  Ibid.,	  para.	  3.	  

249	  Davies,	  “Global	  Financial	  Regulation	  after	  the	  Credit	  Crisis”,	  1	  Global	  Policy	  185	  (2010),	  188.	  

250 	  Godoy,	   No	   Sign	   of	   Financial	   Regulation	   (20	   July	   2010),	   at	  
<http://www.globalissues.org/news/2010/07/20/6350>.	  

251 	  Roubini,	   Our	   G-‐Zero	   World	   (11	   February	   2011),	   at	   <http://www.project-‐
syndicate.org/commentary/roubini35/English>.	  
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A	   first	   question	   for	   this	   thesis	   is	   therefore	   whether	   there	   are	   principles	   that	   can	   provide	  

guidance	  on	  how	  exercises	  of	  state	  sovereignty	  should	  be	   limited	  in	  order	  to	  protect	  the	  equal	  

rights	   of	   other	   sovereign	   states.	   The	   next	   Chapter	   looks	   into	   liberal	   principles	   that	   have	  

traditionally	   governed	   inter-‐state	   relations,	   and	   argues	   that	   these	   principles	   are	   still	   relevant	  

even	  in	  increasing	  interdependence.	  
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CHAPTER	  2. INTERNATIONAL	  LAW	  AS	  A	  LIBERAL	  SYSTEM	  

A	   key	   part	   of	   this	   thesis’	   argument	   is	   that	   inter-‐state	   relations	   should	   be	   guided	   by	   liberal	  

principles	   to	   achieve	   a	   balance	   between	   competing	   exercises	   of	   state	   sovereignty	   even	   in	  

situations	   of	   increasing	   interdependence.	   Various	   scholars	   have	   described	   the	   international	  

system	   as	   a	   liberal	   system,	   because	   of	   the	   central	   position	   given	   to	   state	   sovereignty	   and	   its	  

corollaries	   of	   sovereign	   equality,	   the	   principle	   of	   non-‐intervention	   and	   sovereign	   consent.252	  

This	  concept	  and	  its	  corollaries	  are	  studied	  in	  Chapter	  3.	  This	  Chapter	  examines	  liberalism	  more	  

closely.	   Section	   I	  describes	   the	  core	   tenets	  of	   liberal	   theory.	  Section	   II	  develops	   the	  normative	  

argument	   for	   a	   liberal	   system	   of	   international	   law	   on	   the	   basis	   that	   it	   enables	   co-‐existence	  

between	  highly	  different	  sovereign	  states.	  Section	  III	  concludes.	  

I. THE	  CORE	  TENETS	  OF	  A	  LIBERAL	  SYSTEM	  

Traditionally,	   liberalism	  is	  a	  political	   theory	  that	   is	  primarily	  concerned	  with	  the	  relationships	  

between	  people	  and	   their	   relationship	  with	   the	  state.	   In	   this	   thesis,	   liberal	   theory	   is,	  however,	  

used	  to	  assess	  inter-‐state	  relations	  and	  to	  determine	  the	  scope	  of	  states’	  rights	  and	  obligations	  in	  

the	   exercise	   of	   their	   sovereignty.	   The	   core	   tenets	   of	   a	   liberal	   system	   are,	   first,	   a	   distinction	  

between	  an	  unlimited	  private	  and	  a	  limited	  public	  sphere,	  and	  second,	  the	  concept	  of	  freedom.	  

The	  following	  two	  Sections	  explore	  these	  tenets	  in	  the	  specific	  context	  of	  inter-‐state	  relations.	  

A. The	  Distinction	  between	  Private	  and	  Public	  Spheres	  

Liberalism	  is	  a	  moral	  and	  political	  philosophy	  that	  provides	  a	  justification	  for	  the	  priority	  given	  

to	  individuals’	  liberties	  and	  rights	  in	  society.253	  Liberalism	  propounds	  individual	  autonomy	  and	  

freedom	  of	   choice	   so	   that	   people	   can	   lead	   “their	   lives	   as	   they	   see	   fit,	  within	   a	   broad	   range	   of	  

legitimate	  variation,	  in	  accordance	  with	  their	  own	  understanding	  of	  what	  gives	  life	  meaning	  and	  

value”.254	  	  

The	   preference	   for	   individual	   freedom	   provides	   the	   basis	   for	   a	  model	   for	   political	   and	   social	  

organisation.255	  In	   traditional	   applications	   of	   liberal	   theory,	   the	   actors	   whose	   freedom	  merits	  
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253	  Hall,	   “Liberalism”,	   in	  Krieger	  (Ed.)	  The	  Oxford	  Companion	  to	  the	  Politics	  of	  the	  World	   (2001);	  Hovden	  and	  Keene,	  
“Introduction”,	   in	  Hovden	   and	  Keene	   (Eds.),	  The	  Globalization	  of	  Liberalism	   (2002),	   4;	   “Liberalism”,	   in	  McLean	   and	  
McMillan	  (Eds.),	  The	  Concise	  Oxford	  Dictionary	  of	  Politics	  (2009).	  

254	  Galston,	  Liberal	  Pluralism:	  The	  Implications	  of	  Value	  Pluralism	  for	  Political	  Theory	  and	  Practice	  (2002),	  3.	  

255	  Hovden	  and	  Keene,	  supra	  note	  253,	  4.	  
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protection	   are	   private	   individuals	   within	   the	   domestic	   society	   of	   a	   nation,	   whether	   they	   are	  

natural	  or	  legal	  persons.	  In	  the	  application	  of	  liberalism	  to	  international	  law,	  the	  relevant	  actors	  

whose	  freedom	  merits	  protection	  are	  states.256	  Thus,	  the	  principles	  of	  a	  domestic	  liberal	  society	  

of	  individuals	  are	  applied	  to	  the	  international	  society	  of	  states.257	  	  

Liberal	   theories	   argue	   for	   a	   separation	   between	   a	   public	   and	   a	   private	   sphere.258	  Within	   the	  

private	   sphere,	   every	   individual	   is	   in	   principle	   free	   to	   act.	   To	   reconcile	   this	   freedom	  with	   the	  

need	  for	  social	  order,	  the	  “harm	  principle”	  formulated	  by	  John	  Stuart	  Mill	  provides	  an	  exception	  

to	   freedom,	   acceptable	   even	   to	   liberal	   theorists	   who	   promote	   a	   very	   wide	   interpretation	   of	  

freedom.259	  In	  his	  essay	  “On	  Liberty”,	  Mill	  noted	  as	  the	  object	  of	  his	  essay:260	  

to	   assert	   one	   very	   simple	   principle,	   as	   entitled	   to	   govern	   absolutely	   the	   dealings	   of	  
society	  with	   the	   individual	   in	   the	  way	  of	   compulsion	   or	   control,	   […]	  That	   principle	   is,	  
that	   the	   sole	   end	   for	   which	   mankind	   are	   warranted,	   individually	   or	   collectively,	   in	  
interfering	  with	  the	  liberty	  of	  action	  of	  any	  of	  their	  number,	  is	  self-‐protection.	  That	  the	  
only	  purpose	  for	  which	  power	  can	  be	  rightfully	  exercised	  over	  any	  member	  of	  a	  civilised	  
community,	  against	  his	  will,	  is	  to	  prevent	  harm	  to	  others.	  His	  own	  good,	  either	  physical	  
or	  moral,	  is	  not	  a	  sufficient	  warrant.	  He	  cannot	  rightfully	  be	  compelled	  to	  do	  or	  forbear	  
because	  it	  will	  be	  better	  for	  him	  to	  do	  so,	  because	  it	  will	  make	  him	  happier	  because,	  in	  
the	  opinion	  of	  others,	  to	  do	  so	  would	  be	  wise,	  or	  even	  right.	  	  

In	   contrast	   to	   the	   almost	   unlimited	   nature	   of	   an	   individual	   person’s	   private	   sphere,	   liberals	  

argue	   that	   the	   state’s	   actions,	   in	   the	   public	   sphere,	   should	   be	   limited	   to	   ensure	   the	   basic	  

individual	  freedom	  in	  the	  private	  sphere.261	  

A	  liberal	  system	  of	  international	  law	  starts	  from	  the	  premise	  that	  states	  should	  be	  able	  to	  decide	  

independently	  on	  their	  domestic	  affairs262	  which,	  expressed	  in	  terms	  used	  in	  liberal	  theory,	  can	  

be	  considered	  as	  a	  state’s	  “private	  sphere”.263	  The	  “public	  sphere”	  of	  a	  state	  in	  international	  law	  

is	   more	   difficult	   to	   identify.	   Except	   in	   the	   specific	   areas	   where	   states	   have	   created	   a	  

supranational	   institution,	   there	   is	   no	   international	   government	   in	   the	   “public	   sphere”	   whose	  

competences	   need	   to	   be	   circumscribed	   to	   protect	   states’	   private	   sphere.	   Neither	   is	   there	   a	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

256	  Koskenniemi,	   “The	  Future	  of	  Statehood”,	  32	  Harvard	  International	  Law	  Journal	  397	  (1991),	  404;	  Simpson,	  supra	  
note	  18,	  541.	  

257	  Simpson,	   “Imagined	   Consent:	   Democratic	   Liberalism	   in	   International	   Legal	   Theory”,	   15	  Australian	  Year	  Book	  of	  
International	  Law	  103	  (1994),	  113;	  Simpson,	  supra	  note	  18,	  540-‐541.	  

258	  Crowder,	  Liberalism	  and	  Value	  Pluralism	  (2002),	  23;	  Hovden	  and	  Keene,	  supra	  note	  253,	  4.	  

259	  Conway,	  Classical	  Liberalism:	  The	  Unvanquished	  Ideal	  (1995),	  10.	  

260	  Mill,	  On	  Liberty	  and	  the	  Subjection	  of	  Women	  (1859),	  13.	  

261	  Galston,	  supra	  note	  254,	  4.	  

262	  The	  current	  scope	  of	  states’	  domestic	  affairs	  under	  international	  law	  is	  examined	  in	  Chapter	  3,	  Section	  I.B.	  

263	  Simpson,	  supra	  note	  257,	  113.	  
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central	  authority	  that	  can	  arbitrate	  between	  conflicting	  freedoms	  of	  equal	  actors,	  such	  as	  in	  the	  

case	   of	   conflicts	   between	   one	   individual’s	   privacy	   and	   another’s	   right	   to	   free	   speech	   at	   the	  

domestic	   level.	   Due	   to	   international	   law’s	   decentralized	   nature,	   states	   are	   both	   subjects	   and	  

rulers	   in	   international	   law.	   This	   congruence	   of	   subjects	   and	   rulers	   is	   very	   different	   to	   the	  

domestic	  situations	  from	  which	  liberal	  theory	  is	  extrapolated.	  As	  a	  result	  of	  this	  congruence	  in	  

international	  law,	  not	  every	  action	  taken	  by	  a	  state	  within	  its	  territory	  is	  therefore	  also	  within	  its	  

private	  sphere.	  When	  states	  take	  regulatory	  decisions	  that	  have	  an	  impact	  on	  other	  states,	  they	  

are	  effectively	  regulating	  beyond	  their	  own	  private	  sphere	  and	  in	  the	  public	  sphere.	  For	  example,	  

a	  state’s	  decision	  not	  to	  reduce	  GHG	  emissions	  or	  to	  set	  its	  interest	  rate	  at	  a	  particular	  level,	  even	  

though	  prima	  facie	   limited	  to	  its	  own	  territory,	  can	  have	  transboundary	  consequences	   in	  other	  

states’	  private	  spheres.	  When	  such	  transboundary	  impacts	  occur,	  actions	  should	  be	  recognized	  

as	   taken	   in	   the	   public	   rather	   than	   in	   the	   private	   sphere.264	  This	   implies	   that	   limits	   on	   state	  

sovereignty	   are	   not	   necessarily	   incompatible	   with	   liberal	   principles,	   as	   long	   as	   they	   do	   not	  

interfere	  with	  the	  “private	  sphere”	  of	  states’	  domestic	  affairs.	  

B. The	  Concept	  of	  Freedom	  in	  Liberal	  Theory	  

Despite	  the	  concept’s	  centrality	  to	  liberal	  theory,	  an	  agreed	  definition	  of	  “freedom”	  is	  lacking.265	  

Liberalism	  does	  not	  promote	   a	  particular	  understanding	  of	   justice	   to	   aid	   the	   interpretation	  of	  

“freedom”,	  but	  instead	  leaves	  such	  matters	  to	  the	  individual.266	  But	  individuals	  often	  disagree	  on	  

what	   is	   valuable	   and	   make	   different	   choices	   when	   incommensurable	   values—i.e.	   values	   that	  

cannot	   be	  weighed	   and	   balanced	   against	   because	   there	   is	   no	   “common	   currency”	   to	   quantify	  

their	  relative	  values267—conflict.268	  As	  a	  result,	  self-‐proclaimed	  liberal	  theories	  aiming	  to	  reach	  a	  

consensus	   between	   all	   actors	   on	   a	   particular	   understanding	   of	   justice	   and	   on	   an	   accepted	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

264	  For	  the	  purposes	  of	  this	  argument,	  the	  private	  sphere	  of	  the	  individual	  as	  opposed	  to	  the	  public	  sphere	  of	  the	  state	  
is	   irrelevant.	   The	   emergence	   of	   international	   human	   rights	   agreements	   indicates	   the	   growing	   involvement	   of	  
international	   law	   with	   how	   states,	   when	   regulating	   in	   the	   domestic	   public	   sphere,	   affect	   the	   private	   sphere	   of	  
individuals.	  However,	  this	  thesis	  is	  not	  concerned	  with	  this	  vertical	  relationship.	  Instead,	  it	  focuses	  on	  the	  horizontal	  
relationship	   between	   states	   and	   how	   their	   actions	   or	   omissions	   in	   the	   exercise	   of	   state	   sovereignty	   affect	   the	  
sovereignty	  of	  other	  states.	  	  

265	  Waldron,	  “Theoretical	  Foundations	  of	  Liberalism”,	  37	  The	  Philosophical	  Quarterly	  127	  (1987),	  130;	  “Liberalism”,	  in	  
Iain	   McLean	   and	   Alistair	   McMillan	   (Eds.)	   The	   Concise	   Oxford	   Dictionary	   of	   Politics	   (2009);	   Gaus	   and	   Courtland,	  
“Liberalism”,	  in	  Zalta	  (Ed.)	  The	  Stanford	  Encyclopedia	  of	  Philosophy	  (2010).	  

266	  Hall,	  supra	  note	  253.	  

267	  Crowder,	  “Pluralism,	  Liberalism	  and	  Distributive	  Justice”,	  46	  San	  Diego	  Law	  Review	  773	  (2009),	  776.	  	  

268	  Berlin,	  supra	  note	  9,	  212;	  Crowder,	  supra	  note	  258,	  2.	  
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hierarchy	   between	   different	   values,	   rather	   than	   allowing	   for	   co-‐existence	   between	   diverse	  

approaches	  to	  morality,	  are	  inconsistent	  with	  the	  basic	  premise	  of	  freedom	  in	  liberalism.269	  

This	   rejection	   of	   “monist”	   theories	   does	   not	   mean	   that	   liberalism’s	   commitment	   to	   freedom	  

should	  be	  entirely	  unconditional	  or	   that	   freedom	  can	  never	  be	   restricted.	  Liberalism	  does	  not	  

need	  to	  result	  in	  disorder	  and	  anarchy.270	  Despite	  its	  neutrality	  towards	  the	  moral	  choices	  made	  

by	  individual	  actors,	  liberalism	  is	  not	  neutral	  about	  the	  desirability	  of	  freedom	  itself.271	  Systemic	  

arguments	  can	  be	  made	   that	   justify	   limits	  on	   the	  exercise	  of	   freedom.	  An	   individual	  or	  a	   state	  

does	  not	  exercise	  this	  freedom	  in	  a	  vacuum,	  but	  in	  interactions	  with	  other	  individuals	  or	  other	  

states.	   It	   follows	   logically	   from	   the	  need	   to	   respect	   an	   individual	  or	  a	   state’s	   freedom	   that	   the	  

freedom	  of	  other	  individuals	  or	  other	  states	  needs	  to	  be	  respected	  as	  well.	  	  

A	  useful	  distinction	  to	  better	  understand	  “freedom”	  and	  the	  limitations	  that	  may	  be	  needed	  on	  

freedom	  is	  that	  between	  the	  concepts	  of	  positive	  and	  negative	  freedom,	  usually	  associated	  with	  

Berlin’s	   famous	  essay,	  “Two	  Concepts	  of	  Liberty”.272	  This	  distinction	  is	  central	   to	  the	  argument	  

developed	  in	  this	  thesis.	  

“Positive	  freedom	  or	  liberty”273	  is	  the	  ability	  to	  be	  “one’s	  own	  master”	  or	  the	  “freedom	  to”.274	  It	  is	  

“the	  possibility	  of	  acting—or	  the	  fact	  of	  acting—in	  such	  a	  way	  as	  to	  take	  control	  of	  one’s	  life	  and	  

realize	  one’s	  fundamental	  purposes”.275	  It	  is	  labelled	  “positive”	  because	  it	  requires	  the	  presence	  

of	   something,	   e.g.	   control	   over	   oneself.276	  “Negative	   freedom	   or	   liberty”	   represents	   a	   different	  

way	  of	  looking	  at	  “freedom”.	  It	  designates	  “the	  area	  within	  which	  a	  man	  can	  act	  unobstructed	  by	  

others”.277	  The	   label	   “negative”	   indicates	   the	   absence	   of	   obstacles	   or	   interference.278	  It	   is	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

269	  Gray,	  supra	  note	  22,	  2-‐3;	  Simpson,	  supra	  note	  18,	  539;	  Galston,	  supra	  note	  254,	  6.	  

270	  Waldron,	  supra	  note	  265,	  134;	  Galston,	  supra	  note	  254,	  7.	  

271	  Hall,	  supra	  note	  253;	  Galston,	  supra	  note	  254,	  23,	  66.	  

272	  Berlin,	  supra	  note	  9,	  166-‐217.	  The	  roots	  of	  this	  distinction	  can	  be	  traced	  to	  earlier	  liberal	  thinking,	  e.g.	  by	  Kant,	  but	  
Berlin’s	  formulation	  is	  the	  most	  famous,	  see	  Crowder,	  Isaiah	  Berlin:	  Liberty	  and	  Pluralism	  (2004),	  66;	  Carter,	  “Positive	  
and	  Negative	  Liberty”,	  in	  Zalta	  (Ed.)	  The	  Stanford	  Encyclopedia	  of	  Philosophy	  (2008).	  

273	  The	  terms	  “freedom”	  and	  “liberty”	  can	  be	  used	  interchangeably,	  see	  Berlin,	  supra	  note	  9,	  169;	  Carter,	  supra	  note	  
272.	  

274	  Berlin,	  supra	  note	  9,	  178;	  Galipeau,	  Isaiah	  Berlin’s	  Liberalism	  (1994),	  104;	  Crowder,	  supra	  note	  272,	  66-‐67.	  

275	  Carter,	  supra	  note	  272.	  

276	  Ibid.	  

277	  Berlin,	  supra	  note	  9,	  169.	  

278	  Carter,	  supra	  note	  272.	  
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freedom	  from	  external	  interference.279	  Negative	  freedom	  implies	  the	  “choice	  among	  alternatives	  

or	   options	   that	   is	   unimpeded	   by	   others.”280	  Both	   concepts	   ultimately	   protect	   the	   same	   goal,	  

namely	  to	  ensure	  a	  private	  sphere	  for	  action.	  As	  Berlin	  put	  it:281	  

The	  essence	  of	   the	  notion	  of	   liberty,	   in	  both	   the	   ‘positive’	   and	   ‘negative’	   senses,	   is	   the	  
holding	  off	  of	  something	  or	  someone	  –of	  others	  who	  trespass	  on	  my	  field	  or	  assert	  their	  
authority	   over	   me,	   or	   of	   obsessions,	   fears,	   neuroses,	   irrational	   forces–	   intruders	   and	  
despots	  of	  one	  kind	  or	  another.	  

Both	   conceptions	  of	   freedom	  complement	  each	  other,	  but	   they	   can	  also	   conflict.	  The	  potential	  

conflict	   between	   both	   conceptions	   of	   freedom	   raises	   the	   question	   which	   conception	   should	  

receive	  priority:	  should	  a	  liberal	  system	  start	  by	  protecting	  negative	  freedom	  in	  order	  to	  ensure	  

positive	  freedom	  or	  vice	  versa?	  A	  crucial	  part	  of	  Berlin’s	  argument	  is	  that	  negative	  freedom,	  or	  

“freedom	  from”,	  is	  the	  most	  basic	  conception	  of	  freedom.	  Berlin	  considered	  negative	  freedom	  to	  

be	  foundational.282	  Without	  negative	  freedom,	  no	  individual	  is	  capable	  of	  the	  “self-‐mastery”	  that	  

is	   central	   to	   positive	   freedom.283	  Berlin	   emphasised	   the	   need	   to	   protect	   negative	   freedom	  

because	   of	   the	   need	   to	   accommodate	   the	   wide	   variety	   of	   values	   that	   will	   perpetually	  

characterize	  the	  human	  condition.284	  He	  argued	  that285	  

[p]luralism,	  with	  the	  measure	  of	  ‘negative’	  liberty	  that	  it	  entails,	  seems	  to	  me	  a	  truer	  and	  
more	   humane	   ideal	   than	   the	   goals	   of	   those	   who	   seek	   in	   the	   great	   disciplined,	  
authoritarian	  structures	  the	  ideal	  of	  ‘positive’	  self-‐mastery	  by	  classes,	  or	  peoples,	  or	  the	  
whole	   of	  mankind.	   It	   is	   truer,	   because	   it	   does,	   at	   least,	   recognise	   the	   fact	   that	   human	  
goals	   are	   many,	   not	   all	   of	   them	   commensurable,	   and	   in	   perpetual	   rivalry	   with	   one	  
another.	  	  

Giving	  priority	   to	  negative	   freedom	  rather	   than	  positive	   freedom	   is	   thus	   important	  because	   it	  

allows	  for	  this	  diversity	  and	  for	  rivalry	  between	  different	  values.286	  A	  different	  way	  of	  looking	  at	  

this	   is	   that	   negative	   freedom	   is	   a	   necessary	   condition	   for	   positive	   freedom;287	  protection	   of	  

negative	   freedom	   provides	   a	   basis	   for	   the	   exercise	   of	   positive	   freedom,	   because	   external	  

interference	   limits	   the	   ability	   of	   being	   “one’s	   own	   master”.	   For	   states,	   protection	   of	   their	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

279	  Berlin,	  supra	  note	  9,	  172;	  Galipeau,	  supra	  note	  274,	  89.	  

280	  Gray,	  Isaiah	  Berlin	  (1996),	  15.	  

281	  Berlin,	  supra	  note	  9,	  203.	  

282	  Ibid.,	  207,	  208.	  

283	  Galipeau,	  supra	  note	  274,	  90-‐91,	  95-‐96,	  105.	  

284	  Ibid.,	  111;	  Berlin,	  supra	  note	  9,	  214.	  

285	  Berlin,	  supra	  note	  9,	  216.	  

286	  Gray,	  supra	  note	  280,	  23.	  

287	  Galipeau,	  supra	  note	  274,	  105.	  



Chapter	  2	  

	   59	  

negative	  freedom	  ensures	  the	  existence	  of	  a	  regulatory	  space,	  free	  from	  external	  interference,	  in	  

which	   they	   can	   exercise	   their	   positive	   freedom.	   For	   example,	   if	   a	   state	   can	   restrict	   inflows	   or	  

outflows	  of	  hot	  money	   to	  avoid	  macro-‐financial	   instability	   (protection	  of	  negative	   freedom),	   it	  

can	  adopt	  monetary	  policies	  (exercise	  of	  positive	  freedom)	  without	  having	  to	  fear	  a	  rush	  to	  the	  

exit	   by	   speculators.288	  If	   states’	   negative	   freedom	   is	   not	   ensured,	   their	   ability	   to	   exercise	   their	  

positive	  freedom	  is	  considerably	  impaired.289	  

However,	   protection	   of	   negative	   freedom	   is	   not	   a	   sufficient	   condition	   for	   the	   protection	   of	  

positive	  freedom.	  Various	  obstacles	  towards	  “self-‐mastery”	  exist,	  not	  all	  of	  which	  are	  caused	  by	  

external	   interference.	  For	  example,	  an	   individual	  may	  experience	   limited	  positive	  freedom	  due	  

to	  internal	  limits	  on	  his	  or	  her	  ability	  or	  capacity.	  Applied	  to	  the	  context	  of	  states,	  states	  may	  lack	  

the	   resources	   to	  pursue	   the	  development	  policies	   they	  would	  prefer.	   Solely	   ensuring	  negative	  

freedom	  will	  not	  remove	  such	  obstacles.	  Therefore,	  once	  negative	  freedom	  is	  protected,	  positive	  

freedom	   should	   be	   protected	   as	   well.	   Positive	   freedom	  merits	   protection,	   because	   without	   it	  

negative	  freedom	  is	  little	  more	  than	  an	  empty	  promise.	  

Thus,	   the	   order	   of	   protection	   is	   important.	   International	   law’s	   priority	   should	   be	   protecting	  

states’	  negative	  freedom	  rather	  than	  positive	  freedom.	  If	  the	  order	  in	  which	  these	  freedoms	  are	  

protected	  is	  reversed	  so	  that	  the	  protection	  of	  positive	  freedom	  occurs	  first,	  risks	  arise	  for	  the	  

protection	  of	  negative	   freedom.	  Protection	  of	  positive	   freedom	   is	  not	  a	  sufficient	  condition	   for	  

the	   protection	   of	   negative	   freedom.	   For	   example,	   international	   law	   can	   claim	   that	   states	   are	  

independent	  in	  setting	  their	  monetary	  policy.	  However,	  this	  independence	  does	  not	  shield	  them	  

from	  capital	  inflows	  or	  outflows	  in	  response	  to	  their	  monetary	  policy	  decisions	  that	  may	  lead	  to	  

undesired	   exchange	   rate	   fluctuations	   affecting	   the	   economy’s	   competitiveness	   on	   the	   global	  

markets.	  Moreover,	  these	  decisions	  can	  have	  a	  negative	  impact	  on	  other	  states,	  as	  explained	  in	  

Chapter	  1.	  The	  two	  case	  studies	  offer	  numerous	  other	  examples	  of	  how	  one	  state’s	  exercise	  of	  its	  

positive	   freedom	   can	   affect	   other	   states’	   negative	   freedom,	   and	   as	   a	   result	   can	   restrict	   their	  

enjoyment	  of	  their	  positive	  freedom.	  	  

The	   next	   Section	   develops	   the	   normative	   argument	   for	   a	   liberal	   system	   of	   states.	   It	   will	   be	  

argued	  that	  giving	  priority	  to	  the	  protection	  of	  negative	  freedom	  is	  important	  to	  ensure	  states’	  

co-‐existence	  and	  their	  co-‐operation	  in	  a	  pluralistic	  society	  of	  states.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

288	  See	  Chapter	  1,	  Section	  III.B(2)	  for	  a	  discussion	  of	  the	  “hot	  money”.	  

289	  Jackson,	  “Sovereignty	  in	  World	  Politics:	  A	  Glance	  at	  the	  Conceptual	  and	  Historical	  Landscape”,	  47	  Political	  Studies	  
431	  (1999),	  455.	  	  
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II. THE	  NORMATIVE	  ARGUMENT	  FOR	  A	  LIBERAL	  SYSTEM	  OF	  STATES	  

Having	  described	  in	  the	  previous	  Section	  the	  core	  tenets	  of	  a	  liberal	  system	  as	  applied	  to	  inter-‐

state	   relations,	   this	   Section	   argues	   that	   liberal	   principles	   should	   govern	   inter-‐state	   relations	  

because	  this	  best	  ensures	  co-‐existence	  in	  a	  pluralistic	  society	  of	  states	  and,	  if	  needed,	  inter-‐state	  

co-‐operation.	  

An	   important	   task	   for	   international	   law	   is	   to	   determine	   the	   relative	   boundaries	   of	   competing	  

exercises	   of	   state	   sovereignty.	   This	   balancing	   act	   requires	   a	   series	   of	   normative	   choices	   as	   to	  

which	  aspect	  of	   freedom	  deserves	  relative	  protection	  over	  the	  other.	   It	   is	  argued	  here	  that	  the	  

exercise	   of	   balancing	   states’	   positive	   and	   negative	   freedom	   should	   be	   guided	   by	   the	   need	   to	  

ensure	  co-‐existence	  in	  a	  pluralistic	  society	  of	  states	  and,	  where	  required	  due	  to	  the	  scale	  of	  the	  

problems	  states	  face,	  their	  co-‐operation.	  

Liberal	  principles	  offer	  a	  way	  to	  organize	  the	  international	  society	  of	  widely	  different	  states	  to	  

help	  ensure	  their	  co-‐existence,	  and	  if	  needed	  their	  co-‐operation.	  This	  does	  not	  necessarily	  mean	  

that	  liberal	  principles	  provide	  the	  only	  possible	  model	  of	  political	  organisation	  that	  can	  ensure	  

co-‐existence	  and	  co-‐operation.	  However,	  an	  alternative	  model	  of	  international	  organisation,	  e.g.	  

one	  in	  which	  state	  sovereignty	  is	  not	  as	  important	  as	  it	  currently	  is,	  would	  require	  fundamental	  

changes	  in	  the	  structure	  of	  international	  society	  before	  it	  could	  be	  implemented.	  A	  liberal	  model	  

of	   political	   organisation	   best	   fits	   the	   current	   reality	   of	   the	   international	   society	   of	   sovereign	  

states.290	  Moreover,	   although	   it	   is	   not	   essential	   for	   states	   to	   be	   liberal	   internally	   to	   behave	   in	  

accordance	   with	   liberal	   principles	   in	   their	   external	   relations,	   many	   states	   are	   domestically	  

organised	  as	  liberal	  democracies,	  and	  are	  thus	  receptive	  to	  liberal	  principles.	  	  

A. Ensuring	  States’	  Co-‐Existence	  

In	   his	   seminal	   work,	   “The	   Changing	   Structure	   of	   International	   law”,	   Friedmann	   distinguished	  

between	  the	  international	  law	  of	  co-‐existence	  and	  the	  international	  law	  of	  co-‐operation.291	  In	  his	  

taxonomy,	   the	  “international	   law	  of	  co-‐existence”	  covers	   the	  rules	  and	  principles	  guaranteeing	  

mutual	   respect	   for	   each	   state’s	   territorial	   sovereignty,	   regardless	   of	   social	   or	   economic	  

structure.292	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

290	  Cottier,	   “Multilayered	  Governance,	  Pluralism,	  and	  Moral	  Conflict”,	  16	   Indiana	  Journal	  of	  Global	  Legal	  Studies	  647	  
(2009),	  657.	  

291	  Friedmann,	  The	  Changing	  Structure	  of	  International	  Law	  (1964),	  60-‐61.	  

292	  Ibid.,	  60-‐61.	  	  
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Mutual	   respect	   for	   state	   sovereignty	   is	   a	   crucial	   element	   in	   Friedmann’s	   definition	   of	   “co-‐

existence”.	   This	   is	   also	   the	   understanding	   given	   to	   “co-‐existence”	   in	   this	   thesis.	   This	  

interpretation	  corresponds	  to	  the	  dictionary	  meaning	  of	  “co-‐existence”	  as	  “existing	  together	  or	  

in	  conjunction”,293	  in	  which	  the	  addition	  of	  “together	  or	  in	  conjunction”	  expresses	  the	  mutuality	  

in	   Friedman’s	   definition.	   Jackson	   likewise	   uses	   “co-‐existence”	   to	   mean	   “mutual	   regard	   of	  

separate	  states	  as,	  prima	  facie,	  worthy	  of	  recognition	  and	  respect”.294	  	  

During	   the	  Cold	  War,	   “co-‐existence”	  had	  a	   loaded	  meaning	  because	  of	   the	  cynical	  usage	  of	   the	  

term	  in	  Soviet	  foreign	  policy.	  From	  1956	  onwards,	  the	  Soviets	  used	  the	  term	  to	  refer	  to	  the	  side-‐

by-‐side	  existence	  of	  communist	  and	  capitalist	  states	  through	  repudiation	  of	  war	  and	  any	  other	  

form	  of	  interference	  as	  a	  tool	  in	  the	  ideological	  competition	  between	  them.295	  Their	  usage	  of	  the	  

term	  “co-‐existence”	  was	  cynical	  because	  the	  policy	  did	  not	  apply	  to	  relations	  between	  states	  that	  

shared	   the	   same	   ideology.296	  Moreover,	   the	   USSR’s	   commitment	   to	   co-‐existence	   was	   mainly	  

pragmatic	   as	   it	   was	   only	   professed	   when	   the	   competing	   objective	   of	   world	   revolution	   was	  

unsuccessful	  or	  had	  reached	  its	  limits.297	  

Despite	   falling	   into	   disuse	   following	   the	   end	   of	   the	   Cold	   War,298	  the	   term	   has	   not	   entirely	  

disappeared	   from	   legal	   discourse.299	  The	   maintenance	   of	   co-‐existence	   or	   “friendly	   relations”	  

between	   states	   remains	   important	   as	   it	   ensures	   a	   minimum	   amount	   of	   order	   in	   what	   would	  

otherwise	  be	  anarchy.300	  Ensuring	  states’	  co-‐existence	  is	  important	  because	  of	  the	  wide	  diversity	  

between	   states.	   They	   differ,	   firstly,	  when	   it	   comes	   to	   size	   of	   their	   territory	   and	   population.	   A	  

state’s	   territory	   can	   range	   from	   two	   km2	   for	  Monaco	   to	   over	   17	  million	  km2	  for	   Russia	   and	   a	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

293	  “Coexistence”,	  in	  Oxford	  English	  Dictionary	  2nd	  ed.	  (1989).	  

294	  Jackson,	  supra	  note	  289,	  455.	  

295	  Khrushchev,	   “On	  Peaceful	   Coexistence”,	   38	  Foreign	  Affairs	   1	   (1959),	   3.	   As	  mentioned	   in	   Lerner,	   “The	  Historical	  
Origins	  of	  the	  Soviet	  Doctrine	  of	  Peaceful	  Coexistence”,	  in	  Baade	  (Ed.)	  The	  Soviet	  Impact	  on	  International	  Law	  (1965),	  
21,	   the	   element	   of	   competition	   however	   remained,	   as	   the	   doctrine	   only	   excluded	   force	   and	   interference	   from	   the	  
methods	  of	  competition.	  	  

296	  Lipson,	  “Peaceful	  Coexistence”,	  in	  Baade	  (Ed.)	  The	  Soviet	  Impact	  on	  International	  Law	  (1965),	  34.	  

297	  Lerner,	  supra	  note	  295,	  26.	  

298	  Dupuy,	   “International	   Law:	   Torn	   between	   Coexistence,	   Cooperation	   and	   Globalization.	   General	   Conclusions”,	   9	  
European	  Journal	  of	  International	  Law	  278	  (1998),	  279.	  

299	  See,	   for	   example,	   Fitzgerald,	   “Trade-‐Based	   Constitutionalisms:	   The	   Framework	   for	   Universalizing	   Substantive	  
International	  Law?”,	  5	  University	  of	  Miami	  Yearbook	  of	  International	  Law	  111	  (1996-‐1997);	  Spiermann,	  “Lotus	  and	  the	  
Double	  Structure	  of	  International	  Legal	  Argument”,	  in	  Boisson	  de	  Chazournes	  and	  Sands	  (Eds.),	  International	  Law,	  the	  
International	  Court	  of	  Justice	  and	  Nuclear	  Weapons	  (1999),	  144-‐145;	  Casanovas,	  supra	  note	  11,	  171;	  Yee,	  Towards	  an	  
International	   Law	   of	   Co-‐Progressiveness	   (2004),	   2;	   Preuss,	   “Equality	   of	   States–Its	   Meaning	   in	   a	   Constitutionalized	  
Global	  Order”,	  9	  Chicago	  Journal	  of	  International	  Law	  17	  (2008),	  35.	  

300	  Abi-‐Saab,	  “Whither	  the	  International	  Community?”,	  9	  European	  Journal	  of	  International	  Law	  248	  (1998),	  251.	  	  
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state’s	  population	  can	  range	  from	  48	  in	  the	  Pitcairn	  Islands	  to	  1.3	  billion	  in	  China.301	  Population	  

and	  territory	  size	  do	  not	  always	  correlate,	  as	  some	  large	  states	  have	  relatively	  small	  populations	  

and	   some	   large	   populations	   live	   in	   relatively	   small	   territories.	   An	   example	   of	   the	   first	   type	   is	  

Canada,	  which	   is	   the	  second	   largest	  state	  but	  only	  ranks	  36th	   in	  population.	  An	  example	  of	   the	  

second	  is	  the	  UK	  with	  the	  22nd	  largest	  population	  for	  the	  79th	  largest	  territory.302	  Secondly,	  states	  

differ	  politically,	   although	   the	  end	  of	   the	  Cold	  War	  has	   significantly	   reduced	   these	  differences.	  

Thirdly,	   states	   differ	   in	   their	   economic	   structure.	   In	   some	   states	   subsistence	   or	   commercial	  

agriculture	  is	  an	  important	  part	  of	  the	  economy,	  whereas	  other	  states’	  economies	  are	  centred	  on	  

services	  or	  manufacturing.	  Finally,	  strong	  differences	  also	  exist	  in	  the	  cultural	  or	  religious	  make-‐

up	  of	  states’	  populations.	  

In	   light	  of	   these	  differences,	   it	   is	   important	   that	  each	  state	  has	   its	  own	   “space”	   in	  which	   it	   can	  

regulate	   as	   appropriate	   to	   its	   specific	   characteristics	   in	   terms	   of	   size,	   population	   and	  

development.	  A	   liberal	  system,	  with	   its	  emphasis	  of	  ensuring	  a	  private	  sphere	   in	  which	  states’	  

can	  exercise	  their	  freedoms,	  provides	  such	  a	  space.	  

A	   liberal	   system	   of	   international	   law	   can	   ensure	   co-‐existence	   by	   protecting	   states’	   negative	  

freedom	  as	  well	  as	  their	  positive	  freedom.	  However,	  states’	  exercises	  of	  their	  freedom	  can	  lead	  

to	  conflicts	  when	  a	  state’s	  exercise	  of	  its	  positive	  freedom	  affects	  other	  states’	  negative	  freedom.	  

As	  argued	  in	  Section	  I.B,	  the	  protection	  of	  states’	  negative	  freedom	  should	  receive	  priority	  over	  

the	  protection	  of	  states’	  positive	  freedom.	  Prioritizing	  protection	  of	  states’	  negative	  freedom	  is	  

necessary	  because	  of	  the	  diversity	  between	  states.	  Support	  for	  the	  argument	  that	  priority	  should	  

be	  given	  to	  protection	  of	  states’	  negative	  freedom	  can	  be	  found	  in	  Jackson’s	  statement	  that	  the	  

negative	  dimension	  of	  sovereignty	  is	  the	  “legal	  foundation	  upon	  which	  a	  society	  of	  independent	  

and	   formally	   equal	   states	   fundamentally	   rests.”303	  Peters	   similarly	   argues	   that	   protection	   of	  

states’	  negative	  freedom	  is	  crucial	  for	  states’	  co-‐existence.	  As	  will	  be	  discussed	  in	  Chapter	  3,	  this	  

is	  made	  possible	  legally	  through	  the	  principle	  of	  non-‐intervention.	  She	  argues	  that304	  

[t]he	   principle	   of	   non-‐intervention	   is	   conventionally	   considered	   as	   the	   corollary	   of	  
external	  state	  sovereignty,	  conceived	  as	  state	  autonomy.	  However,	  both	  principles	  have	  
slightly	   different	   rationales.	   State	   sovereignty	   was	   initially	   ascribed	   to	   the	   holder	   of	  
factual	   political	   power,	   and	   the	   legal	   principle	   still	   incorporates	   elements	   of	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

301 	  Central	   Intelligence	   Agency,	   The	   World	   Factbook,	   at	   <https://www.cia.gov/library/publications/the-‐world-‐
factbook/index.html>	  [“World	  Factbook”]	  

302	  Ibid.	  

303	  Jackson,	  Quasi-‐States:	  Sovereignty,	  International	  Relations,	  and	  the	  Third	  World	  (1990),	  27.	  

304	  Peters,	  supra	  note	  10,	  533	  (citations	  omitted).	  
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effectiveness.	  Therefore,	  sovereignty	   inevitably	  has	  an	  extra-‐legal	  or	   ‘untamed’	   face.	   In	  
contrast,	  the	  rule	  of	  non-‐intervention	  has	  its	  origin	  in	  the	  society	  of	  states.	  It	  arises	  from	  
their	   coexistence	   and	   provides	   for	   their	   continued	   existence.	   So	   non-‐intervention	   is	  
constitutive	   for	   the	   international	   legal	   order,	   while	   sovereignty	   is	   not.	   The	   prior	  
imperative	  is	  therefore	  non-‐intervention.	  

An	   international	   system	   that	   prioritises	   the	   protection	   of	   states’	   positive	   freedom	   over	   the	  

protection	   of	   states’	   negative	   freedom	   cannot	   properly	   ensure	   co-‐existence	   between	   states.	  

Ensuring	  co-‐existence	  requires	  limits	  on	  states’	  positive	  freedom	  to	  ensure	  that	  their	  actions	  do	  

not	  negatively	  affect	  other	  states.	  Otherwise,	  in	  a	  situation	  of	  increasing	  interdependence,	  other	  

states’	  negative	  freedom	  will	  be	  affected	  which	  will	  impair	  states’	  ability	  to	  co-‐exist.	  

In	   increasing	   interdependence,	   where	   states’	   actions	   or	   omissions	   increasingly	   affect	   other	  

states,	   improving	   the	   protection	   of	   states’	   negative	   freedom	  may	   involve	   limitations	   on	   other	  

states’	  positive	  freedom.	  These	  limitations	  are	  not	  necessarily	  incompatible	  with	  the	  distinction	  

between	   the	   private	   and	   public	   spheres	   in	   liberal	   theory.	   Not	   all	   instances	   in	   which	   states	  

exercise	  their	  positive	  freedom	  take	  place	  in	  their	  private	  sphere.	  As	  argued	  in	  Section	  I.A,	  some	  

exercises	  of	  positive	  freedom	  in	  international	  law	  actually	  take	  place	  in	  the	  public	  sphere,	  given	  

the	   decentralized	   nature	   of	   international	   law.	   In	   contrast,	   a	   state’s	   negative	   freedom	   is	  

congruent	  with	  its	  private	  sphere.	  Thus,	  this	  negative	  freedom	  should	  remain	  unlimited.	  Limits	  

on	  positive	   freedom	  are	  possible	   if	  actions	   taken	   in	  pursuit	  of	   this	  positive	   freedom	  are	   in	   the	  

“public	  sphere”	  of	  international	  law.	  

B. Ensuring	  States’	  Co-‐Operation	  

In	  increasing	  interdependence,	  states	  will	  need	  to	  co-‐operate	  with	  each	  other	  to	  develop	  global	  

solutions	   through	   the	   creation	   of	   an	   international	   institution	   or	   through	   the	   development	   of	  

rules	   and	   principles	   that	   define	   when,	   where	   or	   how	   states	   are	   allowed	   to	   exercise	   their	  

sovereignty	  in	  specific	  circumstances	  of	  increasing	  interdependence.	  Friedmann	  argued	  that	  the	  

“proliferation	  of	  sovereignties”	  put	  pressure	  on	  the	  traditional	  international	  law	  of	  co-‐existence,	  

and	  described	  how	  international	  law	  needed	  to	  extend	  to	  subject	  matters	  previously	  outside	  its	  

reach	  in	  order	  to	  bring	  states	  together	  to	  achieve	  what	  they	  cannot	  do	  alone.305	  

A	  liberal	  system	  is	  therefore	  not	  only	  required	  to	  ensure	  the	  co-‐existence	  of	  states	  in	  increasing	  

interdependence,	  but	  also	  their	  co-‐operation.	  An	   international	   legal	  system	  that	  prioritizes	   the	  

protection	   of	   states’	   positive	   freedom	   over	   the	   protection	   of	   their	   negative	   freedom	   will	  

experience	   major	   difficulties	   in	   getting	   states	   to	   co-‐operate.	   This	   is	   because,	   as	   Chapter	   3	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

305	  Friedmann,	  supra	  note	  291,	  61-‐71.	  
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discusses,	  co-‐operation	  between	  states	  relies	  on	  their	  consent.	  Although	  decisions	  on	  whether	  or	  

not	   to	   co-‐operate,	   and	   on	   the	   extent	   and	  means	   of	   any	   possible	   co-‐operation,	   can	   take	   place	  

under	   international	  political	  pressure,	   they	  are	  ultimately	  domestic	  political	  decisions	   that	  are	  

usually	   focused	   on	   short-‐term	   domestic	   costs	   and	   benefits	   rather	   than	   on	   long-‐term	   global	  

interests.	   It	   cannot	   be	   assumed	   that	   governments	  will	   always	   be	  willing	   to	   sacrifice	   domestic	  

policy	   objectives	   to	   advance	   solutions	   to	   global	   problems,	   even	   if	   it	   is	   important	   for	   the	  

international	  community	  that	  the	  problem	  be	  avoided.306	  	  

This	  will	  particularly	  be	  so	  if	  the	  problem’s	  impacts	  around	  the	  world	  are	  asymmetric	  or	  if	  states	  

have	  asymmetric	  interests	  in	  the	  various	  possible	  co-‐operative	  solutions.	  As	  discussed	  above,307	  

this	   is	   the	  case	  with	  respect	   to	  climate	  change	  mitigation.	  There	   is	  an	  asymmetry	  between	  the	  

states	   that	   are	   affected	   by	   the	   risk	   of	   climate	   change	   and	   those	   that	   contribute	   the	   most	   to	  

increased	  atmospheric	  GHG	  emissions.	  States	  for	  whom	  mitigation	  will	  be	  costly	  but	  who	  are	  not	  

at	  risk	  of	  climate	  change	  will	  be	  unwilling	  to	  co-‐operate.	  	  

Similar	   problems	   arise	   in	   the	   case	   study	   on	   macro-‐financial	   instability	   and	   monetary	  

management	   policies.	   All	   states	   benefit	   from	   macro-‐financial	   stability,	   but	   may	   benefit	  

differently	   depending	   on	   the	   measures	   needed	   to	   ensure	   macro-‐financial	   stability.	   A	   clear	  

example	   is	   that	   of	   the	   “global	   imbalances”	   between	   states.	   Some	   states,	   such	   as	   the	   US,	   are	  

running	   a	   chronic	   current	   account	   deficit,	   whereas	   others,	   such	   as	   China	   and	   Germany,	   are	  

running	   a	   chronic	   surplus.	   The	   imbalances	   are	   the	   product	   of	   various	   factors,	   such	   as	  

undervalued	   fixed	   exchange	   rates,	   different	   domestic	   savings	   rates	   and	   the	   export-‐oriented	  

nature	  of	  industries.	  The	  question	  is	  which	  states	  should	  have	  to	  change	  which	  policies.	  Should	  

China	  allow	  appreciation	  of	  the	  Yuan?	  Should	  China	  take	  measures	  to	  reduce	  the	  savings	  rate	  by	  

developing	  a	  social	  safety	  net	  so	  its	  citizens	  no	  longer	  need	  to	  save	  and	  can	  consume	  more?	  Or,	  

should	  the	  US	  adopt	  measures	  to	  increase	  savings	  and	  reduce	  consumption?	  

III. CONCLUSION	  

This	   Chapter	   proceeded	   from	   the	   premise	   of	   much	   international	   law	   literature,	   namely	   that	  

international	   law	   is	   based	   on	   liberal	   principles.	   It	   has	   described	   how	   liberal	   principles	   can	  

provide	  guidance	  on	  the	  balance	  between	  potentially	  competing	  exercises	  of	  state	  sovereignty	  to	  

maintain	  sovereignty’s	  relative	  nature	  and	  to	  ensure	  the	  decisional	  sovereignty	  of	  states,	  even	  in	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

306 	  Rodrik,	   Don’t	   Count	   on	   Global	   Governance	   (8	   November	   2010),	   at	   <http://www.project-‐
syndicate.org/commentary/rodrik50/English>.	  

307	  See	  Chapter	  1,	  Section	  II.B(1).	  
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situations	  of	  increasing	  interdependence.	  It	  has	  further	  been	  argued	  that	  for	  international	  law	  to	  

be	   a	   liberal	   system	   of	   states,	   priority	   should	   be	   given	   to	   the	   protection	   of	   states’	   negative	  

freedom	  over	  the	  protection	  of	  their	  positive	  freedom	  to	  ensure	  co-‐existence	  and	  co-‐operation	  

between	  states.	  

Chapter	   3	   focuses	   on	   the	   concept	   of	   state	   sovereignty	   that	   has	   been	   the	   basis	   for	   inter-‐state	  

relations	   for	   the	   past	   few	   centuries.	   The	   rules	   and	   principles	   governing	   the	   exercise	   of	   state	  

sovereignty	  in	  general	   international	   law	  will	  be	  analysed	  to	  assess	  the	  scope	  of	  states’	  positive	  

freedom	  when	  their	  actions	  have	  a	  negative	   impact	  on	  other	  states.	  As	  will	  be	  argued,	  general	  

international	   law	   currently	   gives	   states	   broad	  positive	   freedom.	  This	   is	   incompatible	  with	   the	  

requirements	  of	  a	  liberal	  system	  in	  which	  the	  focus	  should	  be	  on	  protecting	  states’	  freedom	  from	  

external	  interference.	  
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CHAPTER	  3. THE	  CENTRALITY	  OF	  STATE	  SOVEREIGNTY	  IN	  INTERNATIONAL	  LAW	  

Chapter	  1	  discussed	  how	  states	  increasingly	  find	  themselves	  in	  situations	  where	  their	  decision-‐

making	   options	   and	   the	   potential	   outcomes	   of	   their	   decisions	   are	   affected	   by	   other	   states’	  

decisions.	  This	  Chapter	  describes	  the	  traditional	  basic	  structure	  of	  the	  international	  legal	  system	  

as	   a	   system	   centred	   on	   the	   idea	   of	   state	   sovereignty.	   Despite	   the	   reality	   of	   states’	   increasing	  

interdependence,	  it	  will	  be	  argued	  that	  state	  sovereignty	  continues	  to	  be	  central	  to	  international	  

law.	  	  

Section	  I	   analyses	   the	   two	   components	   of	   “state	   sovereignty”:	   the	   state	   and	   sovereignty.	  

Section	  II	   discusses	   the	   traditional	   emphasis	   on	   state	   sovereignty	  because	  of	   its	   connection	   to	  

self-‐determination,	  and	  argues	  that	  the	  most	  appropriate	  way	  to	  think	  about	  state	  sovereignty	  is	  

as	  “decisional	  sovereignty”.	  Section	  III	  discusses	  how	  state	  sovereignty	  is	  a	  relative	  concept	  that	  

is	  limited	  by	  the	  equal	  sovereignty	  of	  other	  states.	  However,	  it	  will	  be	  argued	  that	  the	  reality	  of	  

increasing	   interdependence	   puts	   the	   idea	   of	   “relative	   sovereignty”	   under	   pressure.	   This	   is	  

because	  the	  legal	  limits	  on	  the	  exercise	  of	  state	  sovereignty	  that	  traditionally	  ensure	  its	  relative	  

nature	   are	   insufficiently	   flexible	   to	   accommodate	   the	   complex	   situations	   that	   arise	   out	   of	  

increasing	  interdependence.	  Section	  IV	  concludes.	  

I. STATES	  AND	  SOVEREIGNTY	  

In	   international	   law,	   sovereignty	   is	   closely	   associated	   with	   statehood308	  with	   the	   result	   that	  

“sovereignty”	   is	   nowadays	   often	   used	   synonymously	   with	   “state	   sovereignty”.	   However,	  

sovereignty	  has	  historically	  belonged	  to	  different	  entities.309	  Originally,	  it	  rested	  with	  the	  person	  

of	   the	   sovereign.	   Between	   the	   16th	   and	   early	   19th	   century,	   sovereignty	   became	   attributed	   to	  

states	   that	   were	   considered	   legally	   equal	   by	   virtue	   of	   their	   sovereignty.	   State	   sovereignty	   is	  

traditionally	  linked	  to	  the	  1648	  Peace	  of	  Westphalia,	  the	  umbrella	  term	  for	  the	  Peace	  Treaties	  of	  

Münster	   and	   Osnabrück	   that	   ended	   the	   Thirty	   Years’	   War.310	  The	   state-‐centred	   system	   of	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

308	  Crawford,	  The	  Creation	  of	  States	  in	  International	  Law,	  2nd	  ed.	  (2006),	  32.	  

309	  Jackson,	  Sovereignty:	  Evolution	  of	  an	  Idea	  (2007),	  8.	  

310	  Janis,	   “Sovereignty	   and	   International	   Law:	   Hobbes	   and	   Grotius”,	   in	  MacDonald	   (Ed.)	   Essays	   in	  Honour	   of	  Wang	  
Tieya	  (1993),	  392-‐393;	  Brand,	  “The	  Role	  of	  International	  Law	  in	  the	  Twenty-‐First	  Century:	  External	  Sovereignty	  and	  
International	  Law”,	  18	  Fordham	  International	  Law	  Journal	  1685	  (1995),	  1688;	  Fowler	  and	  Bunck,	  Law,	  Power,	  and	  the	  
Sovereign	  State:	  The	  Evolution	  and	  Application	  of	  the	  Concept	  of	  Sovereignty	   (1995),	  65;	  Taylor,	   “A	  Modest	  Proposal:	  
Statehood	  and	  Sovereignty	  in	  a	  Global	  Age”,	  18	  University	  of	  Pennsylvania	  Journal	  of	  International	  Economic	  Law	  745	  
(1997),	  751;	  Harding	  and	  Lim,	   “The	  Significance	  of	  Westphalia:	  An	  Archeology	  of	   the	   International	  Legal	  Order”,	   in	  
Harding	   and	   Lim	   (Eds.),	   Renegotiating	   Westphalia:	   Essays	   and	   Commentary	   on	   the	   European	   and	   Conceptual	  
Foundations	   of	   Modern	   International	   Law	   (1999),	   5;	   Perrez,	   Cooperative	   Sovereignty:	   From	   Independence	   to	  
Interdependence	  in	  the	  Structure	  of	  International	  Environmental	  Law	  (2000),	  18-‐25.	  
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international	   law	   and	   international	   relations	   is	   therefore	   commonly	   referred	   to	   as	   the	  

“Westphalian	  system”.311	  An	   increasing	  number	  of	   scholars	  argue	   that	   this	   link	   to	   the	  Peace	  of	  

Westphalia	   is	   historically	   inaccurate,312	  or	   at	   the	   very	   least	   an	   oversimplification,313	  as	   neither	  

treaty	   explicitly	   refers	   to	   sovereignty.	   Nevertheless,	   the	   term	   “Westphalian”	   is	   still	   a	   useful	  

“professional	   code	   word”314	  to	   refer	   to	   the	   fact	   that	   state	   sovereignty	   is	   the	   cornerstone	   of	  

international	  law	  and	  international	  relations.315	  It	  is	  not	  inconceivable	  that	  state	  sovereignty	  will	  

in	   the	   future	   be	   abandoned	   in	   favour	   of	   another	   arrangement	   of	   sovereignty.316	  However,	   as	  

Section	  A	  argues,	  states	  continue	  to	  play	  a	  central	  role	  in	  contemporary	  international	  law,317	  and	  

future	  systemic	  changes	  are,	   for	  now,	  in	  the	  realm	  of	  speculation.	  Nevertheless,	  this	  discussion	  

illustrates	   that	   the	   ideas	  of	   the	  “state”	  and	  of	   “sovereignty”	  are	   two	  components	   that	  make	  up	  

“state	  sovereignty”.	  Section	  A	  focuses	  on	  the	  idea	  of	  states	  and	  Section	  B	  examines	  the	  meaning	  

of	  state	  sovereignty.	  

A. States	  as	  Vehicles	  for	  Political	  and	  Social	  Organisation	  

A	  state	  is	  an	  institution	  for	  the	  political	  and	  social	  organisation	  of	  a	  community	  of	  individuals.318	  

States	  do	  not	  physically	  exist	  separately	  from	  the	  individuals	  that	  make	  up	  the	  community,	  but	  

are	   a	   “fiction”319	  or	   an	   “abstraction”320	  individuals	   identify	   with.	   A	   political	   community	   is	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

311 	  Lyons	   and	   Mastanduno,	   “Introduction:	   International	   Intervention,	   State	   Sovereignty,	   and	   the	   Future	   of	  
International	   Society”,	   in	   Lyons	   and	   Mastanduno	   (Eds.),	   Beyond	   Westphalia?	   	   State	   Sovereignty	   and	   International	  
Intervention	  (1995),	  5;	  Jackson,	  “Sovereignty-‐Modern:	  A	  New	  Approach	  to	  an	  Outdated	  Concept”,	  97	  American	  Journal	  
of	   International	   Law	   782	   (2003),	   786;	   Engle,	   “The	   Transformation	   of	   the	   International	   Legal	   System:	   The	   Post-‐
Westphalian	   Legal	   Order”,	   23	   Quinnipiac	   Law	   Review	   (2004-‐2005),	   23-‐24;	   Hayman	   and	   Williams,	   “Westphalian	  
Sovereignty:	  Rights,	  Intervention,	  Meaning	  and	  Context”,	  20	  Global	  Society	  521	  (2006),	  522.	  

312	  Osiander,	   “Sovereignty,	   International	   Relations,	   and	   the	  Westphalian	  Myth”,	   55	   International	   Organization	   251	  
(2001),	   267;	   Besson,	   “Sovereignty	   in	   Conflict”,	   in	   Warbrick	   and	   Tierney	   (Eds.),	   Towards	   an	   ‘International	   Legal	  
Community’?	  The	  Sovereignty	  of	  States	  and	  the	  Sovereignty	  of	  International	  Law	  (2006),	  141.	  

313	  Schreuer,	   “The	  Waning	   of	   the	   Sovereign	   State:	   Towards	   a	   New	   Paradigm	   for	   International	   Law?”,	   4	   European	  
Journal	  of	  International	  Law	  447	  (1993),	  447;	  Beaulac,	  “The	  Westphalian	  Legal	  Orthodoxy–Myth	  or	  Reality?”,	  2	  Journal	  
of	  the	  History	  of	  International	  Law	  148	  (2000),	  162.	  

314	  Pulkowski,	   “Structural	   Paradigms	   of	   International	   Law”,	   in	   Broude	   and	   Shany	   (Eds.),	   The	   Shifting	   Allocation	   of	  
Authority	  in	  International	  Law:	  Considering	  Sovereignty,	  Supremacy	  and	  Subsidiarity.	  Essays	  in	  Honour	  of	  Professor	  Ruth	  
Lapidoth	  (2008),	  64.	  

315	  Nicaragua,	  para.	  263;	  Commission	  on	  Global	  Governance,	  Our	  Global	  Neighbourhood:	  The	  Report	  of	  the	  Commission	  
on	  Global	  Governance	   (1995),	  68;	  Brunnée	  and	  Toope,	  Legitimacy	  and	  Legality	  in	  International	  Law:	  An	  Interactional	  
Account	  (2010),	  71.	  

316	  Jackson,	  supra	  note	  309,	  112-‐113.	  

317	  Delbruck,	  supra	  note	  29,	  13;	  Schermers,	  supra	  note	  7,	  186,	  192.	  

318	  Raič,	  Statehood	  and	  the	  Law	  of	  Self-‐Determination	  (2002),	  20-‐21.	  

319	  McCorquodale,	  “International	  Community	  and	  State	  Sovereignty:	  An	  Uneasy	  Symbiotic	  Relationship”,	  in	  Warbrick	  
and	   Tierney	   (Eds.),	   Towards	   an	   ‘International	   Legal	   Community’?:	   The	   Sovereignty	   of	   States	   and	   the	   Sovereignty	   of	  
International	  Law	  (2006),	  245.	  
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recognized	   as	   a	   state	   under	   international	   law	   if	   certain	   criteria	   are	   met.	   These	   criteria	   are	  

reflected	   in	   the	   first	   article	   of	   the	   1933	   Montevideo	   Convention	   on	   the	   Rights	   and	   Duties	   of	  

States:321	  

The	   state	   as	   a	  person	  of	   international	   law	   should	  possess	   the	   following	  qualifications:	  
a)	  a	   permanent	   population;	   b)	  a	   defined	   territory;	   c)	  government;	   and	   d)	  capacity	   to	  
enter	  into	  relations	  with	  other	  states.	  

In	   international	   law,	  states	  are	  recognized	  as	   international	   legal	  persons	  that	  can	  interact	  with	  

other	   legal	  persons.	   States	   are	  no	   longer	   the	  only	   actors	   in	   international	   law.322	  However,	   this	  

thesis	   takes	   the	   position	   that	   sovereign	   states	   remain	   the	   preferred	   vehicles	   for	   political	  

organisation	  even	  in	  increasing	  interdependence.	  There	  are	  a	  number	  of	  reasons	  for	  this.	  First,	  

suitable	   alternatives	   to	   a	   state-‐based	   system	   of	   international	   relations	   are	   not	   immediately	  

available.323	  Second,	   as	   instruments	   for	   political	   and	   social	   organisation	   between	   individuals,	  

states	  serve	  a	  useful	  role.	  State	  sovereignty	   is	  not	  a	  central	  concept	  of	   international	   law	  for	   its	  

own	  sake.324	  Rather,	  as	  the	  following	  Sections	  explain,	  the	  concept	  is	  central	  because	  it	  expresses	  

notions	   of	   self-‐assertion,	   self-‐rule	   and	   self-‐hood325	  and	   incorporates	   values	   such	   as	   sovereign	  

equality,	  self-‐determination	  and	  order	  between	  states.326	  	  

A	  state-‐based	  international	  legal	  system	  is	  far	  from	  perfect.	  States	  do	  not	  always	  appropriately	  

represent	   all	   their	   inhabitants.	   For	   example,	   in	   former	   colonies	   the	   application	   of	   the	   uti	  

possidetis	  principle	  meant	   that	   the	   boundaries	   of	   newly	   independent	   states	  were	   often	  drawn	  

along	   the	   lines	  of	   demarcation	  prevailing	  before	   independence.327	  A	  discussion	  of	  what	  makes	  

states	  legitimate	  or	  when	  states	  are	  an	  adequate	  reflection	  of	  self-‐determination	  is,	  however,	  not	  

of	  direct	  relevance	  to	  this	  thesis	  and	  will	  therefore	  be	  left	  aside.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

320	  Henkin,	  supra	  note	  18,	  7.	  

321	  Montevideo	  Convention,	  art.	  1.	  

322	  Lowe,	  International	  Law	  (2007),	  14-‐18.	  

323	  Jackson,	  supra	  note	  289,	  456;	  Brooks,	  “Failed	  States,	  or	  the	  State	  as	  Failure?”,	  72	  University	  of	  Chicago	  Law	  Review	  
1159	   (2005),	   1182;	   Marauhn,	   “Changing	   Role	   of	   the	   State”,	   in	   Bodansky	   et	   al.	   (Eds.),	   The	   Oxford	   Handbook	   of	  
International	  Environmental	  Law	  (2007),	  728.	  

324	  Brooks,	  supra	  note	  323,	  1191;	  Peters,	  supra	  note	  10,	  518;	  Brunnée	  and	  Toope,	  supra	  note	  315,	  36.	  

325	  Delbruck,	  supra	  note	  29,	  5;	  Koskenniemi,	  “What	  Use	  for	  Sovereignty	  Today?”,	  1	  Asian	  Journal	  of	  International	  Law	  
61	  (2011),	  68-‐69.	  

326	  Jackson,	   supra	  note	   289,	   454;	   Bederman,	  The	   Spirit	   of	   International	   Law	   (2002),	   85;	   Sarooshi,	   “The	   Essentially	  
Contested	   Nature	   of	   the	   Concept	   of	   Sovereignty:	   Implications	   for	   the	   Exercise	   by	   International	   Organizations	   of	  
Delegated	  Powers	  of	  Government”,	  25	  Michigan	  Journal	  of	  International	  Law	  1107	  (2003-‐2004),	  1115;	  Besson,	  supra	  
note	  312,	  148.	  

327	  Brownlie,	  Principles	  of	  Public	  International	  Law,	  6th	  ed.	  (2003),	  129-‐130.	  
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B. State	  Sovereignty	  and	  its	  Corollaries	  

As	  soon	  as	  there	  exists	  more	  than	  one	  community	  of	  individuals	  organized	  in	  a	  state,	  there	  is	  a	  

need	   to	   regulate	   states’	   interactions.	   Between	   the	   17th	   and	   19th	   century,	   states’	   interactions	  

started	  being	  organized	  on	  the	  basis	  of	  the	  idea	  of	  sovereignty	  over	  a	  specific	  territory.	  	  

“Sovereignty”	   can	   be	   defined	   as	   the	   ultimate	   legal	   authority	   to	   decide	   to	   the	   exclusion	   of	  

others.328	  States	  exercise	   this	  authority	  over	  their	   “domestic	  affairs”.	  Often,	   the	  term	  “domestic	  

affairs”	   is	   used	   interchangeably	   with	   “reserved	   domain”	   329 	  or	   “domestic	   jurisdiction”. 330	  

Therefore,	   to	   understand	   the	   scope	   of	   state	   sovereignty,	   a	   crucial	   question	   is	   the	   extent	   of	   a	  

state’s	   “domestic	   affairs”.	   The	   1923	   Nationality	   Decrees	   Advisory	   Opinion	   of	   the	   Permanent	  

Court	   of	   International	   Justice	   (“PCIJ”)	   is	   still	   regarded	   as	   the	   authoritative	   interpretation	   of	  

“domestic	   jurisdiction”,	   “reserved	   domain”	   or	   “domestic	   affairs”.331	  The	   background	   to	   his	  

Opinion	   is	   a	   dispute	   between	   the	   UK	   and	   France	   about	   the	   impact	   on	   British	   citizens	   of	   the	  

nationality	   decrees	   issued	   by	   France	   in	   Tunis—at	   the	   time	   a	   French	   protectorate—and	   in	  

Morocco’s	   French	   Zone.	   The	   League	   of	   Nations’	   Council	   asked	   the	   PCIJ	   whether	   the	   dispute	  

related	  to	  a	  matter	  which,	  by	  international	  law,	  was	  solely	  within	  France’s	  domestic	  jurisdiction.	  

This	   question	  was	   important	   because	   Article	   15(8)	   of	   the	   Covenant	   of	   the	   League	   of	   Nations	  

precluded	   the	   Council	   of	   the	   League	   of	   Nations	   from	   making	   recommendations	   about	   the	  

settlement	  of	  a	  dispute	  arising	  “out	  of	  a	  matter	  which	  by	   international	   law	  is	  solely	  within	  the	  

domestic	  jurisdiction	  of	  that	  party”.332	  The	  PCIJ	  held	  that333	  

[t]he	   question	  whether	   a	   certain	  matter	   is	   or	   is	   not	   solely	  within	   the	   jurisdiction	   of	   a	  
State	   is	   an	   essentially	   relative	   question;	   it	   depends	   upon	   the	   development	   of	  
international	   relations.	   […]	   [I]t	  may	  well	   happen	   that,	   in	   a	  matter	  which	   […]	   is	  not,	   in	  
principle	   regulated	   by	   international	   law,	   the	   right	   of	   a	   State	   to	   use	   its	   discretion	   is	  
nevertheless	   restricted	   by	   obligations	   which	   it	   may	   have	   undertaken	   towards	   other	  
States.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

328	  Island	   of	   Palmas,	   838;	   Sarooshi,	   supra	   note	   326,	   1108;	   Jackson,	   supra	   note	   309,	   10-‐11;	   Lake,	   “The	   State	   and	  
International	  Relations”,	  in	  Reus-‐Smit	  and	  Snidal	  (Eds.),	  The	  Oxford	  Handbook	  of	  International	  Relations	  (2008),	  43.	  

329	  A	  literal	  translation	  of	  the	  French	  “domaine	  réservé”.	  Brownlie,	  supra	  note	  327,	  291;	  Ziegler,	  “Domaine	  Réservé”,	  
in	  Wolfrum	  (Ed.)	  The	  Max	  Planck	  Encyclopedia	  of	  Public	  International	  Law,	  at	  <www.mpepil.com>.	  
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Public	  International	  Law,	  1090.	  

331	  Nolte,	  “Article	  2	  (7)”,	  in	  Simma	  (Ed.)	  The	  Charter	  of	  the	  United	  Nations:	  A	  Commentary	  (2002),	  157;	  Brownlie,	  supra	  
note	  327,	  291.	  

332	  Covenant	  of	  the	  League	  of	  Nations,	  art.	  15(8).	  

333	  Nationality	  Decrees	  Advisory	  Opinion,	  24.	  
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Given	  its	  dependence	  on	  the	  evolution	  of	  international	  relations,	  the	  scope	  of	  a	  state’s	  domestic	  

affairs	   is	   inherently	   in	   flux.	   As	   the	   passage	   above	   indicates,	   the	   evolution	   of	   international	   law	  

and	   international	   relations	   can	   restrict	   the	   scope	   of	   a	   state’s	   domestic	   affairs.	   Attempts	   at	  

abstractly	   categorizing	   matters	   as	   within	   or	   outside	   domestic	   jurisdiction	   are	   considered	   a	  

meaningless	  exercise.334	  This	  can	  only	  be	  determined	  for	  each	  state	   individually,	  depending	  on	  

its	  specific	  obligations	  under	  international	  law.335	  	  

State	  sovereignty	  is	  an	  abstract	  concept.	  To	  imbue	  the	  concept	  with	  greater	  meaning,	  a	  number	  

of	   its	   corollaries	   can	   be	   identified.336	  The	   following	   Sections	   give	   an	   overview	   of	   the	   basic	  

corollaries	   of	   state	   sovereignty:	   sovereign	   equality,	   the	   principle	   of	   non-‐intervention	   and	   the	  

requirement	  of	  sovereign	  consent	  to	  international	  obligations.	  

(1) Sovereign	  Equality	  

Despite	  the	  factual	  differences	  between	  states,	  described	  above,337	  the	  legal	  equality	  of	  states	  as	  

international	  legal	  persons	  is	  central	  to	  international	  law.338	  Legal	  equality	  follows	  logically	  from	  

the	   idea	   of	   sovereignty	   as	   ultimate	   authority;339	  if	   one	   state	   were	   hierarchically	   higher	   than	  

another,	  the	  latter’s	  authority	  would	  no	  longer	  qualify	  as	  ultimate.	  

The	   legal	   equality	   of	   sovereign	   states	   is	   expressed	   in	   the	   UN	   Charter,	   where	   it	   is	   the	   first	  

proclaimed	   principle	   on	   which	   the	   United	   Nations	   is	   based.340	  The	   UN	   General	   Assembly	  

confirmed	   the	   principle	   of	   sovereign	   equality	   in	   the	   Friendly	   Relations	   Declaration, 341	  

considered	   to	   be	   an	   authoritative	   interpretation	   of	   the	   UN	   Charter. 342 	  According	   to	   this	  

Declaration,	  sovereign	  equality	  means	  that	  all	  states	  “have	  equal	  rights	  and	  duties	  and	  are	  equal	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

334	  Preuss,	   “Article	   2,	   Paragraph	   7	   of	   the	   Charter	   of	   the	   United	   Nations	   and	  Matters	   of	   Domestic	   Jurisdiction”,	   74	  
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Theory	  and	  Practice	  (1998),	  230.	  
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528-‐529.	  
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members	   of	   the	   international	   community,	   notwithstanding	   differences	   of	   an	   economic,	   social,	  

political	  or	  other	  nature.”	  	  

All	  states	  are	  thus	  entitled	  to	  the	  same	  set	  of	  rights,343	  such	  as	  the	  right	  to	  be	  free	  from	  external	  

intervention	  and	  the	  right	  to	  consent	  to	  international	  obligations.	  Each	  is	  discussed	  in	  turn	  in	  the	  

following	  two	  Sections.	  These	  rights	  allow	  for	  the	  diversity	  of	  states	  and	  protect	  a	  state’s	  internal	  

structure	  from	  external	  interference.	  Ultimately,	  these	  rights	  are	  more	  important	  in	  determining	  

inter-‐state	  relations	  than	  the	  abstract	  principle	  of	  sovereign	  equality	  that	  underpins	  them.344	  

(2) Principle	  of	  Non-‐Intervention	  

A	   second	   corollary	   of	   state	   sovereignty	   is	   the	   principle	   of	   non-‐intervention.345	  This	   principle	  

protects	  states	  against	  external	   interference	  in	  their	  domestic	  affairs	  by	  other	  states,	  non-‐state	  

actors	   and	   international	   organisations. 346 	  Prohibiting	   external	   interference,	   whether	   that	  

interference	  is	  by	  armed	  force	  or	  by	  other	  means,	  can	  help	  to	  protect	  states’	  ability	  to	  exercise	  

their	  legal	  authority.347	  The	  principle	  of	  non-‐intervention	  can	  be	  seen	  as	  ensuring	  the	  existence	  

of	  a	  “private	  sphere”	  in	  which	  states	  can	  exercise	  their	  sovereignty	  free	  from	  any	  international	  

interference.	  Thus,	   the	  principle	  of	  non-‐intervention	  illustrates	  how	  international	   law	  is	  set	  up	  

as	  a	  liberal	  system.348	  

In	  practice,	   a	   crucial	   issue	   in	   the	  protection	  of	   state	   sovereignty	   through	   the	  principle	  of	  non-‐

intervention	  is	  the	  definition	  of	  “intervention”.	  A	  wide	  definition	  of	  prohibited	  interventions,	  i.e.	  

one	  that	  includes	  a	  wide	  range	  of	  externally	  caused	  impacts,	  will	  provide	  better	  protection	  of	  the	  

affected	  state’s	  domestic	  affairs	  at	  the	  expense	  of	  other	  states’	  freedom	  to	  act.	  A	  strict	  definition	  

of	   prohibited	   intervention,	   i.e.	   one	   that	   only	   includes	   a	   specific	   subset	   of	   externally	   caused	  

impacts,	  will	  protect	  affected	  states’	  negative	  freedom	  only	  in	  specific	  situations,	  and	  result	  in	  a	  

wider	   scope	   of	   action	   for	   other	   states.	   Section	   III.C(1)	   will	   argue	   that	   “intervention”	   is	  

interpreted	   narrowly	   which	   reduces	   the	   principle’s	   utility	   in	   situations	   of	   increasing	  

interdependence.	   Therefore,	   in	   situations	   of	   increasing	   interdependence,	   the	  principle	   of	   non-‐
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intervention	   does	   not	   sufficiently	   restrict	   states	   in	   the	   exercise	   of	   their	   sovereignty	   to	   shield	  

other	  states	  from	  external	  interference.	  

(3) Sovereign	  Consent	  

States	   can	   restrict	   the	   exercise	  of	   their	   sovereignty	  by	   voluntarily	   entering	   into	   an	   agreement	  

with	   other	   actors	   to	   exercise	   their	   sovereignty	   in	   a	   particular	   way.349	  The	   requirement	   of	  

consent	   is	   analogous	   to	   the	   exercise	   of	   individuals’	   contractual	   freedom	   in	   a	   liberal	   system.	  

Consent	  opens	  up	  opportunities	  for	  states	  to	  refine	  the	  parameters	  of	  the	  legitimate	  exercise	  of	  

sovereignty	  when	  conflicts	  arise	  or	  when	  co-‐operation	  is	  necessary	  to	  deal	  with	  global	  problems,	  

allowing	  them	  to	  make	  the	  most	  of	  their	  sovereignty.	  In	  this	  respect,	  the	  PCIJ	  has	  held	  that350	  

the	  discretion	  left	  to	  states	  by	  international	  law	  explains	  the	  great	  variety	  of	  rules	  which	  
they	   have	   been	   able	   to	   adopt	   without	   objections	   or	   complaints	   on	   the	   part	   of	   other	  
States;	   it	   is	   in	   order	   to	   remedy	   the	  difficulties	   resulting	   from	   such	   variety	   that	   efforts	  
have	  been	  made	   […]	   to	  prepare	   conventions	   the	  effect	  of	  which	  would	  be	  precisely	   to	  
limit	   the	   discretion	   at	   present	   left	   to	   States	   in	   this	   respect	   by	   international	   law,	   thus	  
making	  good	  the	  existing	   lacunae	   in	  respect	  of	   jurisdiction	  or	  removing	  the	  conflicting	  
jurisdictions	  arising	  from	  the	  diversity	  of	  principles	  adopted	  by	  the	  various	  states.	  

Once	  states	  have	  consented	  to	  an	  international	  agreement	  that	  limits	  how	  they	  can	  exercise	  their	  

sovereignty,	   these	   limits	   are	   considered	   compatible	   with	   their	   sovereignty.351	  The	   consent	  

requirement	  is	  useful	  to	  ensure	  that	  states	  are	  not	  subject	  to	  international	  obligations	  to	  which	  

they	  have	  not	  consented	  and	  protects	  states	  against	  external	  interference.352	  This	  is	  particularly	  

important	  given	  the	  wide	  diversity	  between	  states	  and	  between	  the	  opinions	  that	  they	  may	  hold	  

on	  the	  substantive	  matters	  covered	  by	  the	  international	  agreement.353	  

II. STATE	  SOVEREIGNTY	  AS	  DECISIONAL	  SOVEREIGNTY	  

Traditionally,	   state	   sovereignty	   had	   normative	   value	   because	   it	   was	   seen	   as	   promoting	   self-‐

determination,	   self-‐reliance	   and	   self-‐sufficiency,	   while	   at	   the	   same	   time	   ensuring	   sovereign	  

equality	  between	  states.354	  A	  different	  way	  of	  expressing	  this	  notion	  of	  self-‐determination	  is	  the	  

notion	  of	  “decisional	  sovereignty”,	  a	  notion	  first	  used	  by	  Australia	  in	  its	  pleadings	  before	  the	  ICJ	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

349	  Weil,	  supra	  note	  18,	  420.	  

350	  Lotus,	  19.	  

351	  Wimbledon,	  25.	  

352	  Henkin,	  supra	  note	  18,	  28;	  Sweetser,	  “Humanity	  as	  the	  A	  and	  Ω	  of	  Sovereignty:	  Four	  Replies	  to	  Anne	  Peters”,	  20	  
European	  Journal	  of	  International	  Law	  549	  (2009),	  551.	  

353	  Cottier,	  supra	  note	  290,	  650.	  

354	  Delbruck,	  supra	  note	  29,	  5;	  Besson,	  supra	  note	  312,	  148,	  160.	  
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in	   the	   Nuclear	   Tests	   case.	   Australia	   argued	   that	   sovereignty	   does	   not	   only	   entitle	   states	   to	  

territorial	   inviolability,	  but	  also	   to	  decisional	   inviolability.	  Each	   state,	  Australia	  argued,	  has	  an	  

“independent	   right	   to	   determine	  what	   acts	   shall	   take	   place	   within	   its	   territory.”355	  Therefore,	  

“decisional	   sovereignty	   is	   violated	   by	   such	   an	   intrusion	   as	   impairs	   or	   destroys	   the	   unfettered	  

capacity	  to	  decide.”356	  	  

Although	   the	   concept	   of	   decisional	   sovereignty	   was	   not	   analysed	   by	   the	   ICJ357	  and	   is	   only	  

mentioned	  in	  passing	  in	  legal	  literature,358	  it	  is	  a	  useful	  concept	  that	  merits	  further	  exploration.	  

Adding	  the	  qualifier	  “decisional”	  to	  sovereignty	  may	  seem	  superfluous,	  given	  that	  sovereignty	  is	  

defined	   as	   the	   ultimate	   authority	   to	   decide.	   However,	   the	   qualifier	   is	   useful	   to	   shift	   the	   focus	  

from	   the	   traditional	   “Westphalian”	   conception	   of	   sovereignty	   as	   states’	   independent	   decision-‐

making	  within	   their	   territory	   towards	  states’	   independent	  decision-‐making	   in	  relation	   to	   their	  

domestic	   affairs.	   Traditionally,	   sovereignty	   is	   often	   considered	   as	   a	   “title	   to	   territory”359	  that	  

allows	  states	  to	  take	  independent	  decisions	  within	  their	  territory	  and	  bans	  them	  from	  acting	  in	  

another	  state’s	  territory	  without	  the	  latter’s	  consent.360	  As	  famously	  articulated	  by	  Huber	  in	  the	  

Island	  of	  Palmas	  arbitration:361	  	  

Sovereignty	   in	   the	   relations	   between	   States	   signifies	   independence.	   Independence	   in	  
regard	  to	  a	  portion	  of	  the	  globe	  is	  the	  right	  to	  exercise	  therein,	   to	  the	  exclusion	  of	  any	  
other	  State,	  the	  functions	  of	  a	  State.	  

However,	   in	   increasing	   interdependence,	   states’	   domestic	   affairs	   are	   often	   affected	   by	   events	  

happening	  outside	  their	  territory.	  Likewise,	  actions	  within	  their	  territory	  can	  increasingly	  affect	  

other	  states’	  domestic	  affairs.	  Therefore,	  the	  link	  between	  territory	  and	  sovereignty	  has	  become	  

more	   complex	   than	   it	   was	   when	   states	   were	   less	   interdependent.	   Although	   territorial	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

355	  Nuclear	  Test	  Cases	  (Australia	  v.	  France),	  Memorial	  on	  Jurisdiction	  and	  Admissibility	  Submitted	  by	  the	  Government	  of	  
Australia,	  336,	  para.	  454,	  at	  <http://www.icj-‐cij.org/docket/files/58/9443.pdf>.	  

356	  Nuclear	   Test	   Cases	   (Australia	   v.	   France),	  Oral	   arguments	   on	   Jurisdiction	   and	  Admissibility–Minutes	   of	   the	   public	  
sittings	  held	  at	  the	  Peace	  Palace,	  The	  Hague,	  on	  4,	  5,	  6,	  8,	  9	  and	  11	  July	  and	  20	  December	  1974,	  496,	  at	  <http://www.icj-‐
cij.org/docket/files/58/11829.pdf>.	  

357	  Judge	   Barwick	   discusses	   it	   briefly	   in	   his	   dissenting	   opinion,	   where	   he	   mentions	   though	   that,	   despite	   initial	  
impressions,	  decisional	  sovereignty	  was	  not	  a	  major	  basis	  of	  Australia’s	  claim,	  see	  Nuclear	  Tests,	  dissenting	  opinion	  
Judge	  Barwick,	  428.	  

358	  See,	   e.g.,	   Brownlie,	   State	   Responsibility	   (1983),	   68-‐69	   who	   states	   that	   “it	   is	   not	   unreasonable	   to	   propose	   the	  
concept	  of	   ‘decisional	  sovereignty’”,	  but	  does	  not	  analyse	   it,	  or	  Giref,	   “Legal	  Aspects	  of	  Nuclear	  Testing”,	  23	  Bracton	  
Law	  Journal	  25	  (1991),	  34.	  

359	  Lauterpacht,	  supra	  note	  7,	  139-‐140.	  See	  also,	  Brownlie,	  supra	  note	  327,	  who	  devotes	  a	  whole	  Part	  to	  the	  discussion	  
of	  territorial	  sovereignty.	  

360	  Malanczuk	  and	  Akehurst,	  Akehurst’s	  Modern	  Introduction	  to	  International	  Law,	  7th	  rev.	  ed.	  (1997),	  109.	  

361	  Island	  of	  Palmas,	  838.	  
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boundaries	  remain	  an	  important	  factor	  in	  determining	  whether	  states	  can	  exercise	  sovereignty	  

over	  a	  specific	  matter,	  the	  simple	  fact	  that	  a	  state’s	  decision	  relates	  to	  an	  act	  or	  actor	  within	  its	  

territory	   may,	   under	   a	   decisional	   approach	   to	   sovereignty,	   not	   be	   a	   sufficient	   basis	   for	  

sovereignty	   when	   other	   states	   are	   negatively	   affected	   by	   the	   decision.	   What	   is	   important	  

nowadays	   is	   to	   protect	   states’	   entitlement	   to	   take	   independent	   decisions	   regarding	   their	  

domestic	  affairs,	  unrestricted	  by	  external	  actions	  but	   limited	  by	  the	  equal	  sovereignty	  of	  other	  

states.	  	  

Like	   sovereign	   equality,	   decisional	   sovereignty	   is	   integral	   to	   the	   stability	   of	   an	   international	  

system	   based	   on	   sovereign	   states.	   Decisional	   sovereignty	   and	   sovereign	   equality	   imply	   that	  

exercises	  of	  sovereignty	  are	  inherently	  limited	  to	  ensure	  the	  sovereignty	  of	  other	  states.	  This	  is	  

the	  topic	  of	  the	  following	  Section.	  

III. STATE	  SOVEREIGNTY	  AS	  A	  RELATIVE	  CONCEPT	  

Since	  state	  sovereignty	  is	  applied	  in	  a	  world	  of	  about	  200	  states,	  this	  ultimate	  legal	  authority	  is	  

not	   absolute	   but	   is	   limited	   by	   the	   equal	   sovereignty	   of	   other	   states.362	  Given	   the	   existence	   of	  

other	  states	  and	  their	   legal	  equality,	  state	  sovereignty	  is	  by	  definition	  a	  relative	  rather	  than	  an	  

absolute	  concept.363	  This	  means	  that	  sovereignty	  is	   inherently	  limited	  by	  the	  equal	  sovereignty	  

of	   other	   states.	   Section	   A	   explains	   the	   need	   for	   limits	   on	   the	   exercise	   of	   state	   sovereignty.	  

Sections	  B	  and	  C	  then	  argue	  how	  the	  reality	  of	  increasing	  interdependence	  puts	  pressure	  on	  the	  

rules	  and	  principles	  governing	  the	  exercise	  of	  state	  sovereignty	   in	  general	   international	   law.	  It	  

will	  be	  argued	  that	  these	  rules	  and	  principles	  give	  too	  much	  leeway	  for	  states	  to	  act	  in	  a	  way	  that	  

has	  a	  negative	  impact	  on	  other	  states.	  Section	  B	  discusses	  first	  how	  states	  are	  traditionally	  given	  

a	  broad	   freedom	   in	   the	  exercise	  of	   their	  sovereignty.	  Section	  C	  argues	   that	  any	  restrictions	  on	  

the	  exercise	  of	  state	  sovereignty	  are	  subject	  to	  strict	  conditions,	  resulting	  in	  a	  failure	  to	  protect	  

states	  against	  negative	  impacts	  of	  other	  states’	  actions	  in	  increasing	  interdependence.	  

A. The	  Need	  for	  Limits	  on	  States’	  Freedoms	  in	  the	  Exercise	  of	  Their	  Sovereignty	  

The	  need	  for	  limitations	  on	  the	  exercise	  of	  state	  sovereignty	  is	  recognized	  in	  international	  case	  

law	  and	  jurisprudence.	  In	  the	  Island	  of	  Palmas	  arbitration,	  Huber	  argued:364	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

362	  Fowler	  and	  Bunck,	  supra	  note	  310,	  44-‐45.	  

363	  Lauterpacht,	  supra	  note	  7,	  140.	  

364	  Island	  of	  Palmas,	  839.	  
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Territorial	  sovereignty	  […]	  involves	  the	  exclusive	  right	  to	  display	  the	  activities	  of	  a	  State.	  
This	  right	  has	  as	  corollary	  a	  duty:	  the	  obligation	  to	  protect	  within	  the	  territory	  the	  rights	  
of	  other	  States,	  in	  particular	  their	  right	  to	  integrity	  and	  inviolability	  in	  peace	  and	  in	  war,	  
together	  with	  the	  rights	  which	  each	  State	  may	  claim	  for	  its	  nationals	  in	  foreign	  territory.	  

Abi-‐Saab	  similarly	  points	  to	  the	  need	  to	  protect	  the	  sovereignty	  of	  other	  states:365	  

The	  omnipotent	   state	  exercises	   its	   full	  powers	  within	   the	  ambit	  of	   its	   jurisdiction,	  but	  
has	  to	  recognize	  that	  other	  states	  have	  the	  same	  faculty,	  by	  abstaining	  from	  encroaching	  
on	   their	   ambits,	  whether	   it	  be	  by	   force	   (the	  principle	  of	  non-‐use	  of	   force)	  or	  by	  other	  
means	   (the	   principle	   of	   non-‐intervention).	   Otherwise,	   the	   exercise	   of	   sovereignty	  
without	   the	   counterweight	   of	   equality	   leads	   inexorably	   to	   the	  universal	   empire	   of	   the	  
most	  powerful,	  and	  the	  system	  changes	  in	  nature.	  

More	   recently,	   Preuss	   has	   argued	   that	   equal	   sovereignty	   of	   states	   leads	   to	   restrictions	   on	   the	  

exercise	  of	  sovereignty:366	  

A	  state’s	  sovereignty	  is	  defined	  by	  its	  embeddedness	  in	  the	  society	  with	  other	  states,	  and	  
this	  membership	  has	  priority	  over	   its	   independent	  status.	  The	  principle	  does	  not	   read	  
“equal	   sovereignty,”	   where	   “sovereignty”	   is	   the	   substantive	   term	   qualified	   by	   the	  
adjective	   “equal”.	   Instead,	   it	   is	   the	   reverse:	   equality	   is	   the	   substantive,	  which	  means	  a	  
state’s	  membership	  is	  its	  defining	  feature,	  while	  the	  adjective	  “sovereign”	  explicates	  that	  
membership	   does	   not	   involve	   dependence	   from	   other	   states	   but	   leaves	   the	   principle	  
intact	  that	  no	  state	  is	  superior	  to	  any	  other	  state.	  

A	  crucial	  question	  is	  however	  whether	  sovereignty	  really	  is	  a	  relative	  legal	  concept	  in	  situations	  

of	   increasing	   interdependence	   such	   as	   the	   two	   case	   studies	   examined	   in	   this	   thesis.	   The	  

remainder	  of	  this	  Section	  analyses	  the	  reach	  of	  state	  sovereignty	  and	  its	  corollaries	  in	  increasing	  

interdependence.	   To	   this	   end,	   the	   rules	   and	   principles	   governing	   the	   exercise	   of	   state	  

sovereignty	   in	   general	   international	   law	  will	   be	   examined	   to	   evaluate	  whether	   they	   limit	   the	  

exercise	  of	  state	  sovereignty	  when	  this	  (potentially)	  has	  transboundary	  impacts.	  These	  rules	  and	  

principles	   include	   the	   Lotus	  Principle,	   the	   various	   principles	   allocating	   jurisdiction,	   as	  well	   as	  

various	  “rules	  of	  abstention”367	  in	  the	  exercise	  of	  state	  sovereignty,	  such	  as	  the	  principle	  of	  non-‐

intervention	  and	  the	  no	  harm	  principle.	  	  

B. Broad	  Protection	  for	  States’	  Positive	  Freedom	  

The	  analysis	  starts	  with	  the	  principles	  of	  general	  international	  law	  that	  clarify	  when,	  where	  and	  

how	  states	  can	  exercise	  their	  sovereignty	  through	  policy	  setting	  or	  regulation	  of	  private	  actors.	  

A	   central	   element	   in	   this	   discussion	   is	  when	   states	   are	   allowed	   to	   exercise	   jurisdiction	   under	  

international	   law.	   “Jurisdiction”	   refers	   to	   the	   authority	   and	   power	   of	   a	   state	   to	   affect	   people,	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

365	  Abi-‐Saab,	  supra	  note	  300,	  254.	  

366	  Preuss,	  supra	  note	  299,	  27.	  

367	  Friedmann,	  supra	  note	  291,	  62.	  
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property	  and	  circumstances.368	  The	  focus	  in	  this	  thesis	  is	  on	  states’	  ability	  to	  regulate	  and	  thus	  

on	  prescriptive	  jurisdiction.	  	  

Various	  international	  principles	  determine	  the	  boundaries	  of	  states’	  jurisdiction.	  A	  first	  principle	  

is	  the	  Lotus	  Principle.	  Section	  (1)	  discusses	  how	  this	  Principle	  is	  generally	  understood	  as	  giving	  

states	   a	   very	   wide	   scope	   of	   jurisdiction,	   limited	   only	   by	   prohibitive	   rules.	   In	   contrast,	   the	  

principles	   allocating	   jurisdiction,	   briefly	  discussed	   in	   Section	   (2),	   take	  a	  different	   approach	  by	  

providing	   grounds	   defining	   when	   states	   are	   permitted	   to	   exercise	   jurisdiction.369	  As	   will	   be	  

argued,	   these	   grounds	   do	   not	   exclude	   competing	   exercises	   of	   jurisdiction,	   and	   are	   therefore	  

insufficient	  to	  determine	  the	  balance	  between	  states’	  positive	  and	  negative	  freedom.	  Section	  (3)	  

discusses	  how	  the	  broad	  freedom	  to	  act	  is	  reflected	  in	  the	  requirement	  of	  sovereign	  consent	  to	  

international	  obligations.	  

(1) The	  Lotus	  Principle	  

The	  Lotus	  Principle	   is	   derived	   from	   the	  PCIJ’s	  Lotus	   judgment.	  The	   case	   involved	   the	   criminal	  

prosecution	  in	  a	  Turkish	  Court	  under	  Turkish	  law	  of	  a	  French	  national,	  Lieutenant	  Demons,	  for	  

involuntary	   manslaughter	   as	   a	   result	   of	   a	   collision	   on	   the	   high	   seas	   between	   his	   ship,	   the	  

S.S.	  Lotus,	  flying	  under	  the	  French	  flag,	  and	  the	  S.S.	  Boz-‐Kourt,	  flying	  under	  the	  Turkish	  flag.	  The	  

latter	  sank	  as	  a	  result	  of	  the	  collision,	  killing	  eight	  Turkish	  nationals	  travelling	  on	  board.	  These	  

events	  posed	  the	  question	  whether	  Turkey	  could	  institute	  such	  proceedings	  under	  international	  

law.370	  

In	  its	  judgment	  the	  PCIJ	  held371	  

International	   law	   governs	   relations	   between	   independent	   States.	   The	   rules	   of	   law	  
binding	   upon	   States	   therefore	   emanate	   from	   their	   own	   free	   will	   as	   expressed	   in	  
conventions	   or	   by	   usages	   generally	   accepted	   as	   expressing	   principles	   of	   law	   and	  
established	   in	   order	   to	   regulate	   the	   relations	   between	   these	   co-‐existing	   independent	  
communities	  or	  with	  a	  view	  to	  the	  achievement	  of	  common	  aims.	  Restrictions	  upon	  the	  
independence	  of	  States	  cannot	  therefore	  be	  presumed.	  

Now	  the	  first	  and	  foremost	  restriction	  imposed	  by	  international	  law	  upon	  a	  State	  is	  that	  
–failing	  the	  existence	  of	  a	  permissive	  rule	  to	  the	  contrary–	  it	  may	  not	  exercise	  its	  power	  
in	  any	  form	  in	  the	  territory	  of	  another	  State.	  […]	  

It	   does	   not,	   however,	   follow	   that	   international	   law	   prohibits	   a	   State	   from	   exercising	  
jurisdiction	  in	  its	  own	  territory,	  in	  respect	  of	  any	  case	  which	  relates	  to	  acts	  which	  have	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

368	  Shaw,	  International	  Law,	  5th	  ed.	  (2003),	  572;	  Lowe,	  “Jurisdiction”,	  in	  Evans	  (Ed.)	  International	  Law	  (2006),	  342.	  

369	  Ryngaert,	  Jurisdiction	  in	  International	  Law	  (2008),	  27.	  

370	  Lotus,	  15.	  

371	  Ibid.,	  18-‐19.	  
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taken	  place	  abroad,	  and	  in	  which	  it	  cannot	  rely	  on	  some	  permissive	  rule	  of	  international	  
law.	   […]	   Far	   from	   laying	   down	   a	   general	   prohibition	   to	   the	   effect	   that	   States	  may	   not	  
extend	   the	   application	   of	   their	   laws	   and	   the	   jurisdiction	   of	   their	   courts	   to	   persons,	  
property	  and	  acts	  outside	  their	  territory,	  it	  leaves	  them	  in	  this	  respect	  a	  wide	  measure	  
of	  discretion	  which	  is	  only	  limited	  in	  certain	  cases	  by	  prohibitive	  rules.	  

This	   statement	   is	   traditionally	   interpreted	   as	   recognizing	   the	   rights	   of	   states	   to	   exercise	   their	  

authority	   freely	  within	   their	  own	  territory,	  even	  when	   the	  exercise	  of	   their	   jurisdiction	  affects	  

persons,	  property	  and	  acts	  outside	  their	   territory,	  unless	  prohibited	  by	   international	   law	  (“the	  

Lotus	  Principle”).372	  	  

The	  traditional	  interpretation	  of	  the	  Lotus	  judgment	  results	  in	  a	  very	  broad	  positive	  freedom	  of	  

states,	  including	  when	  the	  exercise	  of	  this	  freedom	  has	  a	  potentially	  detrimental	  impact	  on	  other	  

states.	   The	   basic	   idea	   that	   states	   have	   a	   broad	   positive	   freedom	   in	   the	   exercise	   of	   their	  

sovereignty	  is	  visible	  in	  both	  case	  studies.	  	  

In	  the	  context	  of	  environmental	  policies,	  of	  which	  climate	  change	  mitigation	  policies	  are	  a	  part,	  

the	  traditional	  viewpoint	  is	  that	  states	  have	  the	  sovereign	  right	  to	  determine	  the	  environmental	  

policies	  regarding	  the	  resources	  within	  their	  territory.373	  Of	  course,	  from	  a	  practical	  perspective,	  

due	   to	   the	   transboundary	   nature	   of	   natural	   resources	   and	   dynamics	   such	   as	  wind	   and	  water	  

currents,	  state	  sovereignty	   “can	  only	  be	  a	  claim,	  never	  a	   fact”.374	  Such	  practical	   limitations	  are,	  

however,	  not	  of	  direct	  concern	  in	  this	  thesis.	  What	  matters	  is	  that,	  in	  the	  absence	  of	  international	  

obligations,	   the	   presumption	   of	   freedom	   over	   environmental	   and	   economic	   policies	   still	  

applies.375	  In	  the	  dispute	  between	  France	  and	  Spain	  on	  the	  usage	  of	  the	  waters	  of	  Lake	  Lanoux	  

and	   the	   diversion	   of	   water	   from	   a	   transboundary	   river	   for	   the	   generation	   of	   electricity,	   the	  

arbitral	  tribunal	  confirmed	  that	  “territorial	  sovereignty	  plays	  the	  part	  of	  a	  presumption.	  It	  must	  

bend	   before	   all	   international	   obligations,	   whatever	   their	   origin,	   but	   only	   before	   such	  

obligations.”376	  

Consistent	  with	   the	   Lotus	  Principle,	   international	   obligations	   can	  prohibit	   certain	   exercises	   of	  

territorial	   sovereignty.	   International	   environmental	   law	   recognizes	   the	   need	   to	   protect	   global	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

372	  Weil,	  “‘The	  Court	  Cannot	  Conclude	  Definitively...’	  Non	  Liquet	  Revisited”,	  36	  Columbia	  Journal	  of	  Transnational	  Law	  
109	  (1998),	  112.	  See	  overview	  in	  Handeyside,	  “The	  Lotus	  Principle	  in	  ICJ	  Jurisprudence:	  Was	  the	  Ship	  Ever	  Afloat?”,	  
29	  Michigan	  Journal	  of	  International	  Law	  71	  (2007-‐2008),	  72.	  

373	  Melkas,	  “Sovereignty	  and	  Equity	  within	  the	  Framework	  of	  the	  Climate	  Regime”,	  11	  Review	  of	  European	  Community	  
and	  International	  Environmental	  Law	  115	  (2002),	  117;	  Elliot,	  “Sovereignty	  and	  the	  Global	  Politics	  of	  the	  Environment:	  
Beyond	  Westphalia?”,	  in	  Jacobsen	  et	  al.	  (Eds.),	  Re-‐Envisioning	  Sovereignty:	  The	  End	  of	  Westphalia?	  (2008),	  198.	  

374	  Marauhn,	  supra	  note	  323,	  730.	  See	  also,	  Elliot,	  supra	  note	  373,	  195-‐196.	  

375	  Schrijver,	  supra	  note	  4,	  252.	  

376	  Lac	  Lanoux,	  120.	  
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commons,	   such	   as	   the	   oceans	   and	   the	   atmosphere,	   as	   well	   as	   the	   need	   to	   protect	   the	  

environment	  of	  other	  states,	  as	  reasons	  for	  legal	  limits	  on	  the	  exercise	  of	  state	  sovereignty.377	  In	  

the	  specific	  context	  of	  climate	  change,	  the	  UNFCCC’s	  preamble	  recognizes	  both	  state	  sovereignty	  

and	  the	  goal	  of	  protecting	  the	  global	  commons	  and	  the	  environment	  of	  other	  states:378	  

Recalling	  also	  that	  States	  have,	  in	  accordance	  with	  the	  Charter	  of	  the	  United	  Nations	  and	  
the	   principles	   of	   international	   law,	   the	   sovereign	   right	   to	   exploit	   their	   own	   resources	  
pursuant	  to	  their	  own	  environmental	  and	  developmental	  policies,	  and	  the	  responsibility	  
to	  ensure	  that	  activities	  within	  their	  jurisdiction	  or	  control	  do	  not	  cause	  damage	  to	  the	  
environment	  of	  other	  States	  or	  of	  areas	  beyond	  the	  limits	  of	  national	  jurisdiction.	  

To	   determine	   where	   the	   boundaries	   of	   legitimate	   exercises	   of	   state	   sovereignty	   are	   in	   the	  

context	   of	   climate	   change	   mitigation	   and	   whether	   they	   promote	   a	   relative	   concept	   of	   state	  

sovereignty,	   Chapter	   6	   will	   examine	   the	   direct	   limits	   on	   the	   states’	   policies	   regarding	   GHG	  

emissions.	   Chapter	   7	   will	   assess	   whether	   affected	   states	   are	   limited	   by	   trade	   liberalization	  

agreements	  in	  their	  ability	  to	  regulate	  unilaterally	  in	  protection	  of	  their	  domestic	  affairs	  against	  

the	  negative	  impact	  of	  climate	  change.	  

In	   the	  case	  study	  on	  monetary	  management	  policies	  and	  macro-‐financial	   stability,	   the	  starting	  

point	  is	  the	  concept	  of	  monetary	  sovereignty.	  An	  80	  year	  old	  PCIJ	  judgment	  holding	  that	  “a	  state	  

is	   entitled	   to	   regulate	   its	   own	   currency”379	  is	   still	   considered	   the	   legal	   basis	   for	   a	   state’s	  

monetary	  sovereignty,	  despite	  considerable	  changes	  in	  international	  monetary	  conditions	  since	  

then.380 	  The	   monetary	   management	   policies	   central	   to	   the	   case	   study	   on	   macro-‐financial	  

instability	   are	   considered	   attributes	   of	   monetary	   sovereignty.381	  Thus,	   in	   principle,	   states	   are	  

presumed	  to	  be	  free	  to	  set	  their	  monetary	  management	  policies.	  	  

Nonetheless,	   the	  exercise	  of	  monetary	  sovereignty	   is	  not	  unlimited	  and	   its	  external	  effects	  are	  

not	  beyond	  international	  law’s	  reach.382	  Treaty	  law	  and	  customary	  international	  law	  temper	  its	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

377	  Nuclear	  Weapons	   Advisory	  Opinion,	   241-‐242,	   para.	  229;	   Schrijver,	   supra	  note	   4,	   232;	   French,	   “A	   Reappraisal	   of	  
Sovereignty	  in	  the	  Light	  of	  Global	  Environmental	  Concerns”,	  21	  Legal	  Studies	  376	  (2001),	  380;	  Melkas,	  supra	  note	  373,	  
117-‐118.	  

378	  UNFCCC,	  preamble.	  

379	  Serbian	  Loans,	  44.	  

380	  Treves,	  “Monetary	  Sovereignty	  Today”,	  in	  Giovanoli	  (Ed.)	  International	  Monetary	  Law:	  Issues	  for	  the	  New	  Millenium	  
(2000),	  111;	  Lastra,	  Legal	  Foundations	  of	  International	  Monetary	  Stability	  (2006),	  16-‐18.	  

381	  Gianviti,	  “Current	  Legal	  Aspects	  of	  Monetary	  Sovereignty”,	  4	  Current	  Developments	  in	  Monetary	  and	  Financial	  Law	  
3	  (2004),	  4-‐5;	  Lastra,	  supra	  note	  380,	  22-‐23.	  

382	  Proctor	  and	  Mann,	  Mann	  on	  the	  Legal	  Aspect	  of	  Money,	  6th	  ed.	  (2005),	  510.	  
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exercise.383	  Thus,	  while	  monetary	  sovereignty	  is	  still	  recognized	  by	  international	  law,	  this	  is	  only	  

the	  starting	  point	  of	  the	  analysis.384	  To	  obtain	  a	  full	  picture,	  a	  review	  of	  international	  law	  relating	  

to	  the	  exercise	  of	  monetary	  sovereignty	  is	  required.	  This	  review	  will	  be	  performed	  in	  Chapters	  8	  

and	  9.	  

To	  conclude,	  analysing	  the	  breadth	  of	  states’	  freedom	  in	  the	  exercise	  of	  their	  sovereignty	  starts	  

by	  evaluating	  whether	  international	  law	  prohibits	  their	  behaviour.	  The	  broad	  positive	  freedom	  

in	   which	   this	   approach	   results	   can	   be	   criticized	   from	   the	   perspective	   of	   requiring	   a	   relative	  

concept	   of	   state	   sovereignty.	   Chapter	   5	   will	   discuss	   alternative	   interpretations	   of	   the	   Lotus	  

judgment	  that	  are	  more	  consistent	  with	  the	  idea	  of	  relative	  sovereignty	  and	  therefore	  preferred	  

in	  situations	  of	  increasing	  interdependence.	  

(2) Principles	  Allocating	  Jurisdiction	  

Despite	   the	   Lotus	   Principle’s	   starting	   point	   of	   a	   presumption	   of	   freedom,	   customary	  

international	  law	  requires	  a	  sufficient	  nexus	  between	  a	  state	  and	  the	  object	  of	  regulation	  before	  

the	   exercise	   of	   jurisdiction	   is	   presumed	   to	   be	   valid.	   A	   number	   of	   principles	   help	   with	   the	  

identification	  of	  such	  a	  nexus.	  A	  first	  nexus	  is	  a	  state’s	  territory.	  This	  nexus	  exists	  when	  acts	  take	  

place	  (partly)	  within	  a	  state’s	  territory,385	  or,	  more	  controversially,	  when	  an	  act’s	  effects	  are	  felt	  

within	  the	  territory	  (“effects	  doctrine”).386	  Other	  nexuses	  allow	  for	  extra-‐territorial	  action	  on	  the	  

basis	  of	  the	  nationality	  of	  the	  actors	  (“active	  personality	  principle”)387	  or	  of	  those	  affected	  by	  an	  

act	  (“passive	  personality	  principle”),388	  and	  the	  protection	  of	  a	  state’s	  vital	  interests	  (“protective	  

principle”).389	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

383	  Carreau,	  Souveraineté	  et	  Coopération	  Monétaire	  Internationale	  (1970),	  52;	  Proctor	  and	  Mann,	  supra	  note	  382,	  500,	  
footnote	  506.	  

384	  Treves,	  supra	  note	  380,	  113.	  

385	  Oxman,	   “Jurisdiction	   of	   States”,	   in	   Bernhardt	   (Ed.)	   Encyclopedia	   of	   Public	   International	   Law,	   56;	   Jennings,	   “The	  
Limits	  of	  States	  Jurisdiction	  (1962)”,	  Collected	  Writings	  of	  Sir	  Robert	  Jennings	  (1998);	  Brownlie,	  supra	  note	  327,	  297.	  

386	  Lowe,	  supra	  note	  368,	  344-‐345.	  It	  has	  been	  used	  by	  the	  US	  to	  apply	  its	  antitrust	  legislation	  to	  non-‐US	  companies	  
whose	  cartelistic	  behaviour	  has	  had	  economic	  repercussions	  in	  the	  US,	  see	  US	  v.	  Aluminium	  Co	  of	  America	  [1945]	  148	  
F.2d	  416	  (USA).	  

387	  Oxman,	  supra	  note	  385,	  56.	  

388	  This	  principle	  has	  been	  given	   recognition	  as	  of	   late	   in	   the	   context	  of	   terrorism,	   Ibid.,	   58;	  Lowe,	   supra	   note	  368,	  
351-‐352.	  

389	  Precisely	  what	  may	   constitute	   a	   vital	   interest	   under	   international	   law	   is	   not	   exhaustively	   defined,	   but	   a	   typical	  
example	  of	  the	  protective	  principle	  is	  a	  state’s	  exercise	  of	  jurisdiction	  to	  criminalize	  the	  counterfeiting	  of	  its	  currency,	  
Lowe,	  supra	  note	  368,	  347-‐348.	  
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A	  state	  is	  presumed	  to	  be	  validly	  exercising	  its	  jurisdiction	  when	  it	  acts	  in	  accordance	  with	  these	  

principles.390	  Conversely,	   if	   there	   is	  no	   sufficient	  nexus,	   states	  will	   have	   to	   show	  why	   they	  are	  

nevertheless	  entitled	   to	  exercise	   jurisdiction.391	  Thus,	   these	  principles	  can	  be	  seen	  as	   limits	  on	  

states’	  positive	   freedom	  to	  reduce	   instances	  where	  other	  states	  are	  affected	  by	   the	  exercise	  of	  

extra-‐territorial	   jurisdiction.	   Hence,	   they	   support	   the	   idea	   of	   state	   sovereignty	   as	   a	   relative	  

concept.	  

However,	  these	  principles	  cannot	  exclude	  transboundary	  impacts	  of	  a	  state’s	  actions.	  Given	  that	  

they	  can	  justify	  extra-‐territorial	  exercises	  of	  jurisdiction,	  some	  form	  of	  impact	  on	  another	  state	  is	  

inevitable.	   Nor	   do	   they	   exclude	   conflicting	   exercises	   of	   jurisdiction.	   If	   these	   principles	   are	  

applied	  to	  specific	  problems,	  such	  as	  climate	  change	  or	  macro-‐financial	  instability,	  various	  states	  

can	  legitimately	  claim	  jurisdiction	  over	  acts	  or	  actors	  that	  contribute	  to	  climate	  change	  of	  macro-‐

financial	  instability.	  Hence,	  conflicts	  can	  still	  arise	  in	  which	  one	  state’s	  positive	  freedom	  conflicts	  

with	  another	  state’s	  negative	  freedom.	  The	  principles	  do	  not	  guarantee	  exclusivity	  of	  jurisdiction	  

and	  do	  not	  determine	  which	  ground	  for	  jurisdiction	  prevails	  over	  another.392	  States	  can	  and	  do	  

agree	  on	  formal	  or	  informal	  international	  instruments	  that	  allocate	  jurisdiction	  in	  specific	  cross-‐

border	  situations	  to	  reduce	  regulatory	  conflicts.	  The	  Basel	  Concordat,	  discussed	  in	  Chapter	  8,	  is	  

an	   example	   of	   such	   an	   international	   instrument.	   In	   the	   absence	   of	   such	   instruments,	  

considerations	  of	  reasonableness	  may	  need	  to	  guide	  the	  exercise	  of	  jurisdiction.393	  	  

(3) Sovereign	  Consent’s	  Janus	  Faced	  Nature	  

As	  argued	  above,394	  consent	   is	  an	   important	   corollary	  of	   state	   sovereignty.	  Consent	  provides	  a	  

way	  for	  states	  to	  agree	  on	  restrictions	  on	  their	  freedoms	  in	  response	  to	  transboundary	  problems.	  

Consent	   also	   protects	   states	   against	   the	   creation	   of	   unwanted	   international	   obligations.	  

However,	  in	  situations	  of	  increasing	  interdependence,	  the	  development	  of	  effective	  international	  

co-‐operative	  instruments	  that	  combine	  broad	  participation,	  effective	  enforcement	  and	  in-‐depth	  

regulation,	   has	   proven	   difficult.395	  Sovereign	   consent	   to	   international	   co-‐operation	   requires	  

states	  to	  agree	  on	  the	  existence	  of	  the	  problem,	  on	  how	  to	  respond	  to	  a	  particular	  global	   issue	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

390	  Ibid.,	  342.	  

391	  Ibid.,	  342.	  

392	  Ryngaert,	  supra	  note	  369,	  134.	  

393	  Ibid.,	  134-‐135.	  

394	  See	  Section	  I.B(3).	  

395	  Raustiala,	   “Form	   and	   Substance	   in	   International	   Agreements”,	   99	   American	   Journal	   of	   International	   Law	   581	  
(2005),	  582,	  609.	  
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and	   on	   how	   to	   divide	   responsibilities	   amongst	   states.	   The	   “community	   of	   interests”	   that	   is	   a	  

prerequisite	   for	   the	   development	   of	   co-‐operative	   international	   law396 	  is	   often	   lacking	   in	  

increasing	  interdependence.	  The	  widely	  divergent	  opinions	  on	  whether	  and	  how	  to	  deal	  with	  a	  

problem	  and	  its	  side	  effects	  reduce	  the	  likelihood	  of	  achieving	  substantive	  regulation.	  

A	  novel	  element	  in	  increasing	  interdependence	  is	  that	  co-‐operation	  is	  not	  merely	  desirable,	  but	  

may	   actually	   be	   required.	   A	   failure	   to	   consent	   to	   co-‐operative	   measures	   when	   these	   are	  

necessary	   to	  supply	  a	  global	  public	  good	  can	  have	  negative	  consequences	   for	  other	  states	   that	  

may	   be	  more	   vulnerable	   to	   the	   specific	   problem.	   For	   example,	   in	   climate	   change,	   developing	  

states	  are	  more	  vulnerable	  to	  the	  negative	  impact	  of	  climate	  change,	  but	  they	  contribute	  little	  to	  

the	  aggregate	  GHG	  emissions.	  A	  lack	  of	  co-‐operation	  could	  even	  affect	  the	  very	  existence	  of	  some	  

states,	  particularly	  weaker	  ones,	  as	  most	  aptly	  illustrated	  by	  the	  threat	  posed	  by	  climate	  change	  

to	  low-‐lying	  island	  states	  such	  as	  Tuvalu	  and	  the	  Maldives.	  	  

The	  need	   for	   co-‐operation	  means	   that	   states’	   freedom	   to	  decide	  whether	  or	  not	   to	   co-‐operate	  

may	  need	  to	  be	  curtailed.	  Some	  limits	  on	  the	  consent	  requirement	  already	  exist.	  States	  are	  not	  

only	  bound	  by	  obligations	  to	  which	  they	  have	  expressly	  consented.	  Customary	  international	  law	  

does	   not	   rely	   for	   its	   creation	   on	   the	   express	   consent	   of	   states	   to	   which	   it	   applies,	   but	   still	  

requires	  some	  consent,	  albeit	  in	  a	  tacit	  form.397	  The	  need	  for	  consent	  also	  underpins	  the	  concept	  

of	   the	   persistent	   objector,398	  according	   to	   which	   a	   state	   that	   has	   persistently	   objected	   to	   the	  

formation	   of	   a	   rule	   based	   on	   a	   specific	   practice	   will	   not	   be	   bound	   when	   a	   rule	   eventually	  

emerges.399	  In	  some	  instances,	  states	  are	  deemed	  to	  have	  consented	  to	  new	  rules	  of	  customary	  

international	   law.400	  This	   is	   the	   case	   for	   peremptory	   rules	   of	   international	   law	   or	   ius	   cogens.	  

Nevertheless,	  even	  these	  rules	  do	  not	  arise	  unless	  the	  wider	  community	  of	  states	  has	  recognized	  

them.401	  Likewise,	  general	  principles	  of	  law	  are	  a	  recognized	  source	  of	  international	  obligations	  

to	  the	  extent	  that	  they	  are	  recognized	  by	  states.402	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

396	  Friedmann,	  supra	  note	  291,	  17.	  

397	  Watson,	  “State	  Consent	  and	  the	  Sources	  of	  International	  Obligation”,	  86	  ASIL	  Proceedings	  118	  (1992),	  111.	  

398	  Lowe,	  supra	  note	  322,	  55.	  

399	  Fisheries	  Case	  (United	  Kingdom	  v.	  Norway),	  131.	  

400	  Simpson,	  supra	  note	  257,	  127.	  

401	  Vienna	  Convention	  on	  the	  Law	  of	  Treaties,	  art.	  53.	  

402	  ICJ	  Statute,	  art.	  38(1)(c);	  Lowe	  supra	  note	  322,	  87-‐88.	  
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Moreover,	   states	   can	   consent	   to	   international	   agreements	   in	   which	   they	   delegate	   or	   even	  

transfer	  sovereign	  powers	   to	   international	  organisations.	  The	  protection	  of	  states’	   sovereignty	  

does	   not	   require	   their	   consent	   to	   every	   separate	   decision	   adopted	   by	   such	   organisations,	  

provided	  of	  course	  that	  the	  decisions	  are	  not	  ultra	  vires.	  States	  have	  a	  right	  to	  participate	  in	  the	  

discussions	   at	   the	   international	   organisations,	   but	   can	   usually	   not	   veto	   decisions.403	  This	   is	  

particularly	   so	   when	   the	   international	   agreement	   setting	   up	   the	   organisation	   provides	   for	  

majority	  or	  weighed	  voting	  and	  states	  have	  no	  choice	  but	  to	  implement	  the	  decision	  as	  is	  within	  

their	   domestic	   legal	   order.404	  When	   an	   international	   organisation’s	   decision-‐making	   powers	  

depend	   on	   consensus,	   states’	   on-‐going	   consent	   to	   the	   international	   obligations	   is	   better	  

protected,	   as	   a	   consensus	   requirement	   is	   traditionally	   seen	   as	   only	   allowing	   measures	   to	   be	  

adopted	  without	   a	   formal	   vote	   if	   no	   state	  objects.405	  This	  may	  have	   changed	  as	   a	   result	   of	   the	  

decision	   of	   the	   Mexican	   Chair	   at	   the	   latest	   UNFCCC	   COP	   to	   allow	   adoption	   of	   the	   Cancun	  

Agreements	   despite	   Bolivia’s	   objections	   on	   the	   basis	   that	   a	   single	   country	   could	   not	   block	  

consensus.406	  Whilst	  it	  is	  too	  early	  to	  tell	  at	  this	  stage,	  this	  approach	  may	  have	  ramifications	  for	  

the	  interpretation	  of	  consensus	  requirements	  in	  other	  international	  fora.407	  	  

There	  are,	  however,	  no	  general	  limits	  on	  consent	  that	  would	  force	  states	  to	  co-‐operate	  with	  each	  

other	   to	  avoid	  a	  negative	   impact	  on	  other	  states’	   sovereignty.	  A	  duty	   to	  co-‐operate	  with	  other	  

states	  has	  been	  suggested	  in	  the	  literature.408	  But,	  to	  the	  extent	  that	  such	  a	  duty	  exists	  it	  is	  a	  duty	  

to	  negotiate	  rather	  than	  a	  duty	  to	  reach	  an	  actual	  agreement	  on	  specific	  limits	  on	  the	  exercise	  of	  

state	  sovereignty	  with	  respect	  to	  global	  problems.409	  

In	  sum,	  the	  consent	  requirement,	  despite	  its	  limits,	  still	  gives	  states	  broad	  freedom	  to	  determine	  

whether	  or	  not	   to	  co-‐operate	  with	  other	  states,	  and	   if	   so,	  what	   the	  nature	  of	   this	  co-‐operation	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

403	  Peters,	   “Compensatory	   Constitutionalism:	   The	   Function	   and	  Potential	   of	   Fundamental	   International	  Norms	   and	  
Structures”,	  19	  Leiden	  Journal	  of	  International	  Law	  579	  (2006),	  591.	  

404 	  Sarooshi,	   “Sovereignty,	   Economic	   Autonomy,	   the	   United	   States,	   and	   the	   International	   Trading	   System:	  
Representations	  of	  a	  Relationship”,	  15	  European	  Journal	  of	  International	  Law	  651	  (2004),	  30-‐32.	  

405	  Rajamani,	  supra	  note	  118,	  515-‐517.	  

406	  International	   Institute	   for	   Sustainable	   Development,	   “Summary	   of	   the	   Cancun	   Climate	   Change	   Conference:	   29	  
November	  -‐	  11	  December	  2010”,	  12	  Earth	  Negotiations	  Bulletin	  (2010),	  5-‐6.	  

407	  Khor,	  Complex	  Implications	  of	  the	  Cancun	  Climate	  Conference	  (March	  2011),	  at	  
<http://www.southcentre.org/files/policy%20briefs/Climate%20PB%205%20cancunissue.pdf>,	  1,	  4.	  

408	  Perrez,	  supra	  note	  310.	  

409	  In	   the	   context	   of	   international	   monetary	   relations:	   Proctor	   and	   Mann,	   supra	  note	   382,	   562.	   In	   the	   context	   of	  
international	   environmental	   law:	   Kyoto	   Protocol,	   art.	  2(1)(b);	   US–Shrimp	   21.5	   (AB),	   paras.	  123-‐124;	   Barrett,	   supra	  
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should	   be.	   This	   freedom	   exists	   even	   if	   the	   lack	   of	   co-‐operation	   affects	   other	   states’	   negative	  

freedom	   because	   of	   the	   increasing	   interdependence	   between	   them.	   Thus,	   the	   requirement	   of	  

consent	  is	  Janus-‐faced	  in	  situations	  of	  increasing	  interdependence.	  On	  the	  one	  hand,	  it	  protects	  

states	   against	   unwanted	   international	   obligations,	   but	   on	   the	   other	   hand,	   it	   can	   hamper	   the	  

creation	  of	  much	  needed	  co-‐operative	  instruments	  when	  states	  use	  their	  power	  not	  to	  consent.	  

C. The	  Limited	  Reach	  of	  Principles	  Protecting	  States’	  Domestic	  Affairs	  

So	   far,	   the	   analysis	   of	   the	   relative	   nature	   of	   state	   sovereignty	   in	   situations	   of	   increasing	  

interdependence	   has	   focused	   on	   the	   rules	   and	   principles	   determining	   the	   scope	   of	   states’	  

positive	  freedom.	  To	  obtain	  a	  more	  accurate	  picture	  of	  the	  relative	  nature	  of	  state	  sovereignty,	  

we	   need	   to	   look	   into	   the	   provisions	   that	   impose	   limits	   on	   the	   exercise	   of	   state	   sovereignty.	  

International	  law	  has	  long	  known	  “rules	  of	  abstention”	  that	  limit	  states’	  behaviour	  to	  protect	  the	  

equal	   sovereignty	   of	   their	   peers. 410 	  The	   following	   Sections	   discuss	   the	   principle	   of	   non-‐

intervention	   and	   the	   no	   harm	   principle.	   These	   rules	   and	   principles	   protect	   states’	   negative	  

freedom	  against	   external	   interferences	  by	   limiting	  other	   states’	   positive	   freedom	   if	   and	   to	   the	  

extent	   that	   their	   actions	   affect	   other	   states.	   As	   these	   limits	   are	   conditional	   upon	   a	   negative	  

impact	  on	  other	  states,	  this	  thesis	  will	  refer	  to	  them	  as	  “conditional	  limits”.	  	  

(1) The	  Principle	  of	  Non-‐Intervention	  

At	   first	   sight,	   the	   principle	   of	   non-‐intervention	   gives	   broad	   protection	   to	   states’	   negative	  

freedom	  by	  prohibiting	  any	  direct	  and	  indirect	  interventions	  in	  the	  internal	  or	  external	  affairs	  of	  

a	   state.411	  The	   threshold	   of	   “internal	   or	   external	   affairs”	   is	   not	   difficult	   to	   meet.	   The	   ICJ’s	  

judgment	  in	  the	  Nicaragua	  case	  rather	  circularly	  mentions	  that	  “the	  internal	  or	  external	  affairs	  

of	  a	  state”	  include	  “matters	  in	  which	  each	  State	  is	  permitted,	  by	  the	  principle	  of	  State	  sovereignty,	  

to	  decide	  freely”.412	  The	  relevant	  paragraphs	  on	  the	  principle	  of	  non-‐intervention	  in	  the	  Friendly	  

Relations	  Declaration	  of	   the	  UN	  General	  Assembly	   refer	   to	  a	   state’s	   “personality	   […]	  or	   […]	   its	  

political,	  economic	  and	  cultural	  elements.413	  	  
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In	  an	   increasingly	   interdependent	  world,	   the	  actions	  of	  one	  state	  will	  often	  have	  an	   impact	  on	  

another	  state’s	  internal	  or	  external	  affairs.	  As	  described	  in	  Chapter	  1,	  both	  case	  studies	  provide	  

ample	   examples	   of	   how	   one	   state’s	   decisions	   can	   affect	   others.	   However,	   it	   is	   undesirable	   to	  

consider	   all	   transboundary	   impacts	   as	   prohibited	   interventions.	   Such	   a	   prohibition	   would	  

severely	   restrict	   states’	   positive	   freedom.	   Thus,	   we	   need	   a	   criterion	   to	   distinguish	   between	  

acceptable	  and	  unacceptable	  transboundary	  impacts	  to	  determine	  when	  the	  negative	  impact	  of	  a	  

state’s	   actions	   or	   omissions	   in	   another	   state’s	   domestic	   affairs	   amounts	   to	   a	   prohibited	  

intervention.	  	  

Traditionally,	  only	  “dictatorial”	  interventions	  into	  the	  affairs	  of	  another	  state	  for	  the	  purpose	  of	  

maintaining	   or	   changing	   the	   existing	   state	   of	   affairs	   are	   prohibited	   by	   the	   principle	   of	   non-‐

intervention.414	  An	  intervention	  must	  be	  intended	  to	  force	  the	  target	  state	  to	  change	  a	  policy.415	  

In	   the	  Nicaragua	   judgment,	   the	   ICJ	   referred	   to	   this	   coercive	   element	   as	   the	   “very	   essence	   of	  

prohibited	  intervention”.416	  

Contrary	  to	  the	  standard	  position,	  which	  conceived	  of	  coercion	  as	  involving	  armed	  force,417	  the	  

concept	  of	  intervention	  has	  expanded	  beyond	  the	  traditional	  confines	  of	  armed	  intervention.418	  

The	   Friendly	   Relations	   Declaration	   prohibits	   not	   only	   armed	   intervention,	   but	   also	   “all	   other	  

forms	  of	  interference”.419	  The	  ICJ	  confirmed	  in	  the	  Nicaragua	  case	  that	  the	  prohibition	  on	  the	  use	  

of	   force	   and	   the	   principle	   of	   non-‐intervention	   are	   separate	   principles	   in	   international	   law.420	  

Limiting	   the	   principle	   of	   non-‐intervention	   solely	   to	   forcible	   interventions	   would	   result	   in	   its	  

redundancy	  given	   that	   the	  prohibition	  on	   the	  use	  of	   force	  already	  outlaws	   such	   interventions.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

414	  Oppenheim	  and	  Roxburgh,	  International	  Law:	  A	  Treatise,	  3rd	  ed.	  (1920),	  222;	  Van	  Wynen	  Thomas	  and	  Thomas	  Jr.,	  
Non-‐Intervention:	  The	  Law	  and	  Its	  Import	  in	  the	  Americas	  (1956),	  68.	  	  

415	  Jamnejad	  and	  Wood,	  “The	  Principle	  of	  Non-‐Intervention”,	  22	  Leiden	  Journal	  of	  International	  Law	  345	  (2009),	  348.	  
See	   also	  Van	  Wynen	  Thomas	   and	  Thomas	   Jr.,	   supra	  note	  414,	   71;	  Mayer-‐Schonberger,	   “Into	   the	  Heart	   of	   the	   State:	  
Intervention	   through	   Constitution-‐Making”,	   8	  Temple	   International	   and	  Comparative	   Law	   Journal	   315	   (1994),	   315;	  
Kegley	  Jr.	  et	  al.,	  “The	  Rise	  and	  Fall	  of	  the	  Nonintervention	  Norm:	  Some	  Correlates	  and	  Potential	  Consequences”,	  22	  The	  
Fletcher	  Forum	  of	  World	  Affairs	  81	  (1998),	  83.	  

416	  Nicaragua,	  para.	  205.	  

417	  Van	  Wynen	   Thomas	   and	   Thomas	   Jr.,	   supra	  note	   414,	   68;	  Mitrovic,	   “Non-‐Intervention	   in	   the	   Internal	   Affairs	   of	  
States”,	  in	  Sahovic	  (Ed.)	  Principles	  of	  International	  Law	  Concerning	  Friendly	  Relations	  and	  Cooperation	  (1972),	  224.	  

418	  Mitrovic,	  supra	  note	  417,	  227.	  

419	  Friendly	  Relations	  Declaration,	  supra	  note	  10.	  

420	  Nicaragua,	  para.	  209.	  
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However,	   the	   ICJ	   did	  not	   indicate	  how	   to	   identify	   coercion	   in	   the	   absence	  of	   armed	   force,	   but	  

merely	  stated	  that	  coercion421	  

is	   particularly	   obvious	   in	   the	   case	   of	   an	   intervention	   which	   uses	   force,	   either	   in	   the	  
direct	   form	   of	   military	   action,	   or	   in	   the	   indirect	   form	   of	   support	   for	   subversive	   or	  
terrorist	  military	  armed	  activities	  within	  another	  State.	  

The	  principle	  of	  non-‐intervention	  has	  not	  been	  tested	  independently	  in	  ICJ	  jurisprudence,	  as	  the	  

very	  few	  cases	  in	  which	  it	  has	  been	  discussed	  all	  involved	  the	  use	  of	  armed	  force	  too.422	  

The	  ICJ’s	  response	  to	  Nicaragua’s	  assertion	  that	  the	  US	  had	  indirectly	  intervened	  in	  its	  domestic	  

affairs	  due	   to	   the	  cessation	  of	  US	  aid	   to	  Nicaragua,	   the	   imposition	  of	  a	   trade	  embargo	  and	   like	  

measures,	  seems	  to	   indicate	   that	   the	  principle	  of	  non-‐intervention	   is	  not	  a	  blanket	  prohibition	  

covering	  any	  action	   that	   triggers	  a	  negative	   impact	   in	   another	   state.	  The	  Court	   held	   that	   “it	   is	  

unable	   to	   regard	   such	   action	   on	   the	   economic	   plane	   (…)	   as	   a	   breach	   of	   the	   customary-‐law	  

principle	  of	  non-‐intervention”.423	  Disappointingly,	  the	  Court	  gave	  no	  reasons	  for	  this	  conclusion.	  

In	   a	   different	   passage	   of	   its	   judgment,	   the	   ICJ	   stated	   that	   that	   the	   cessation	   of	   economic	   aid	  

would	   only	   violate	   the	   FCN	   Treaty	   between	   the	   US	   and	   Nicaragua	   in	   very	   exceptional	  

circumstances	  given	   the	  unilateral	   and	  voluntary	  nature	  of	   economic	  aid.424	  The	  Court	  did	  not	  

indicate	   what	   could	   qualify	   as	   such	   “very	   exceptional	   circumstances”.	   There	   is	   a	   fine	   line	  

between	   a	   withdrawal	   of	   a	   benefit	   that	   was	   unilaterally	   and	   voluntary	   given	   and	   economic	  

coercion	  to	  bring	  about	  structural	  change	  or	  pre-‐empt	  the	  sovereign	  will	  of	  the	  aid’s	  recipient.425	  

Presumably,	   the	   Court	  was	   of	   the	   opinion	   that	   this	   particular	   cessation	   of	   aid	  was	   not	   severe	  

enough	  to	  bring	  about	  structural	  change	  in	  Nicaragua	  or	  to	  pre-‐empt	  Nicaragua’s	  sovereign	  will.	  

The	   ICJ’s	   conclusion	   also	   suggests	   that	   no	   intervention	   arises	  when	   a	   state	   causes	   a	   negative	  

impact	   that	   it	   was	   under	   no	   obligation	   to	   avoid.	   Unless	   there	   is	   some	   internationally	   agreed	  

standard	  that	  prohibits	  certain	  actions,	  it	  will	  be	  very	  difficult	  to	  argue	  that	  states	  have	  violated	  

other	  states’	  sovereignty	  through	  the	  negative	  impact	  of	  their	  actions.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

421	  Ibid.,	  para.	  205.	  

422	  Ibid.,	  para.	  15;	  Armed	  Activities	  on	  the	  Territory	  of	  the	  Congo.	  See	  also	  Schröder,	  “Principle	  of	  Non-‐Intervention”,	  in	  
Bernhardt	  (Ed.)	  Encyclopedia	  of	  Public	  International	  Law,	  619	  (arguing	  that	  “[a]ttempts	  to	  exclude	  armed	  intervention	  
from	  the	  principle	  [of	  non-‐intervention]	  and	  to	  reserve	  the	  latter	  to	  other	  forms	  of	  intervention	  are	  possible	  by	  means	  
of	  definition,	  but	  they	  have	  found	  little	  resonance	  in	  international	  practice.”)	  	  

423	  Nicaragua,	  para.	  245.	  

424	  Ibid.,	  para.	  276.	  	  

425	  Jamnejad	  and	  Wood,	  supra	  note	  415,	  370-‐371.	  	  
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Both	   case	   studies	   illustrate	   the	   difficulty	   of	   meeting	   the	   element	   of	   coercion	   under	   the	  

traditional	   test	   for	   intervention.	   Situations	   in	   which	   states	   have	   deliberately	   used	   monetary	  

management	  policies	  to	  effect	  structural	  change	  in	  other	  states	  have	  arisen	  in	  the	  past,	  but	  are	  

uncommon.	  Kirshner	  describes	  how	  Iraq,	  in	  the	  aftermath	  of	  the	  first	  Gulf	  war,	  could	  no	  longer	  

import	  banknotes	  printed	  in	  Switzerland	  due	  to	  economic	  sanctions.426	  Instead,	  it	  had	  to	  resort	  

to	   domestically	   printed	   banknotes.	   These	   domestic	   banknotes	   were	   less	   desirable	   than	   the	  

original	   “Swiss”	   dinars	   alongside	   which	   they	   continued	   to	   circulate.	   In	   May	   1993,	   Saddam	  

Hussein	   ruled	   that	   the	   Swiss	   dinars	  were	  no	   longer	   legal	   tender.	  He	  provided	   for	   a	   one-‐week	  

transition,	  during	  which	  he	  sealed	   Iraq’s	  only	  open	   international	  border	  with	   Jordan.	  Kirshner	  

argues	   that	   the	   currency	  action	  was	  partly	  directed	  against	   Jordan’s	  King	  Hussein,427	  who	  had	  

indicated	  his	  reluctance	  to	  continue	  supporting	  Saddam	  Hussein’s	  regime.	  Many	  Jordanians	  held	  

Swiss	  dinars	  as	  a	  store	  of	  value	  and	  saw	  their	  savings	  wiped	  out.	   In	  addition,	  Saddam	  Hussein	  

blocked	  Kurds	  from	  exchanging	  Swiss	  dinars.	  Turkey	  interpreted	  this	  as	  a	  threat	  to	  its	  stability,	  

as	   it	   could	   have	   pushed	   Kurdistan	   towards	   creating	   its	   own	   currency,	   a	   highly	   symbolic	   step	  

towards	   independence.	   It	   is	   only	   in	   such	   exceptional	   situations	   that	   the	   principle	   of	   non-‐

intervention	  will	  limit	  states’	  freedom	  to	  decide	  on	  their	  monetary	  management	  policies.	  When	  

the	  negative	  external	  impact	  of	  monetary	  management	  policies	  does	  not	  amount	  to	  coercion,	  the	  

principle	   of	   non-‐intervention	   would	   not	   effectively	   limit	   states,	   because	   the	   threshold	   of	  

“intervention”	  would	  not	  be	  met.	  

The	   element	   of	   coercion	   that	   is	   essential	   for	   a	   finding	   of	   “intervention”	   will	   be	   difficult	   to	  

establish	   in	   the	   context	   of	   GHG	   emissions.	   GHG	   emissions	  would	   be	   a	   very	   ineffective	   tool	   to	  

coerce	   other	   states,	   because	   the	   causal	   link	   between	   specific	   emissions	   in	   one	   state	   and	   a	  

specific	   impact	   in	   another	   state	   is	   too	   remote	   for	   states	   strategically	   to	   emit	   to	   manipulate	  

another	  state’s	  structure	  or	  behaviour.	  

A	   further	   obstacle	   to	   the	   application	   of	   the	   principle	   of	   non-‐intervention	   in	   situations	   of	  

increasing	  interdependence	  is	  that	  the	  principle	  of	  non-‐intervention	  is	  often	  said	  to	  require	  an	  

affirmative	   action	   of	   a	   state.428	  The	   Oxford	   English	   Dictionary	   defines	   “intervention”	   as	   “the	  

action	  of	  intervening,	  ‘stepping	  in’,	  or	  interfering	  in	  any	  affair,	  so	  as	  to	  affect	  its	  course	  or	  issue.”	  

The	   requirement	   of	   an	   affirmative	   action	   limits	   the	   availability	   of	   the	   principle	   of	   non-‐

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

426	  Kirshner,	   “Currency	  and	  Coercion	   in	   the	  Twenty-‐First	  Century”,	   in	  Andrews	   (Ed.)	   International	  Monetary	  Power	  
(2006),	  142-‐147.	  

427	  Ibid.	  

428	  Vincent,	  Nonintervention	  and	  International	  Order	  (1974),	  7;	  Mayer-‐Schonberger,	  supra	  note	  415,	  315.	  	  



Chapter	  3	  

	   87	  

intervention	  as	  a	  mechanism	  to	  ensure	   the	  relative	  nature	  of	  state	  sovereignty	   in	  situations	  of	  

increasing	   interdependence.	   In	   these	   situations,	   the	   transboundary	   impacts	   often	   result	   from	  

actions	  by	  private	  actors	  rather	  than	  from	  state	  actions.	  In	  the	  climate	  change	  case	  study,	  most	  

emissions	  are	  caused	  by	  the	  actions	  of	  private	  individuals	  or	  private	  economic	  actors,	  such	  as	  in	  

the	   transport	   sector	  or	   in	  energy-‐intensive	   industries.	  These	  actions	   cannot	  be	  attributed	   to	  a	  

state.429	  A	  state’s	  responsibility	  for	  climate	  change	  lies	  primarily430	  in	  a	  failure	  to	  take	  (sufficient)	  

actions	   to	   regulate	   GHG	   emissions	   or	   increased	   carbon	   capture	   in	   sinks.431	  Similarly,	   macro-‐

financial	  instability	  can	  result	  from	  credit	  creation	  by	  financial	  institutions	  active	  on	  the	  global	  

financial	   markets.	   In	   these	   situations,	   states	   can	   at	   most	   be	   faulted	   for	   a	   failure	   to	   regulate	  

private	  actors’	  GHG	  emissions	  or	  credit	  creation.	  Thus,	  their	  omissions,	  rather	  than	  their	  actions,	  

lead	   to	   negative	   impacts	   in	   other	   states	   and	   these	   omissions	   legally	   do	   not	   amount	   to	   an	  

intervention.	  	  

To	   conclude,	   in	   a	   case	   of	   conflict	   between	   one	   state’s	   positive	   freedom	   and	   another	   state’s	  

negative	   freedom,	   the	   principle	   of	   non-‐intervention,	   by	   only	   considering	   as	   prohibited	  

intervention	   actions	   that	   are	   intended	   to	   change	   the	   authority	   structure	   or	   policies	   of	   the	  

affected	  state	  through	  coercion,	  does	  not	  adequately	  protect	  states’	  negative	  freedom.432	  

(2) The	  No	  Harm/Due	  Diligence	  Principle	  

A	  second	  limit	  on	  states’	  sovereignty	  to	  ensure	  the	  relative	  nature	  of	  state	  sovereignty	  is	  the	  no	  

harm	  principle,	  which	  expresses	  the	  maxim	  sic	  utere	  tuo	  ut	  alienum	  non	  laedas.433	  	  

The	   Trail	   Smelter	   arbitration	   between	   the	   US	   and	   Canada	   is	   traditionally	   seen	   as	   the	   first	  

expression	  of	  this	  principle	  in	  international	  law.	  In	  this	  arbitration,	  the	  Panel	  held	  that434	  

Under	  the	  principles	  of	  international	  law	  […]	  no	  State	  has	  the	  right	  to	  use	  or	  permit	  the	  
use	  of	  its	  territory	  in	  such	  a	  manner	  as	  to	  cause	  injury	  by	  fumes	  in	  or	  to	  the	  territory	  of	  
another	  or	   the	  properties	  or	  persons	  therein,	  when	  the	  case	   is	  of	  serious	  consequence	  
and	  the	  injury	  is	  established	  by	  clear	  and	  convincing	  evidence.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

429	  Voigt,	  “State	  Responsibility	  for	  Climate	  Change	  Damages”,	  77	  Nordic	  Journal	  of	  International	  Law	  1	  (2008),	  9.	  

430	  “Primarily”	   is	  used	  here	  because	   it	   cannot	  be	   excluded	   that	   some	   states	  operate	   industrial	   activities.	  Moreover,	  
state	  agencies,	  such	  as	  the	  police,	  require	  transport	  and	  in	  that	  sense	  contribute	  to	  climate	  change.	  

431	  Tol	   and	  Verheyen,	   “State	  Responsibility	   and	  Compensation	   for	   Climate	   Change	  Damages–a	   Legal	   and	  Economic	  
Assessment”,	  32	  Energy	  Policy	  1109	  (2004),	  1112.	  

432	  Jamnejad	  and	  Wood,	  supra	  note	  415,	  348.	  

433	  “so	  to	  use	  your	  own	  property	  as	  not	  to	  injure	  another’s”,	  see	  Verheyen,	  Climate	  Change	  Damage	  and	  International	  
Law:	  Prevention	  Duties	  and	  State	  Responsibility	  (2005),	  149.	  

434	  Trail	  Smelter,	  1965.	  
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Like	  the	  principle	  of	  non-‐intervention,	  the	  no	  harm	  principle	  aims	  to	  limit	  states’	  sovereignty	  in	  

order	  to	  protect	  the	  equal	  sovereignty	  of	  other	  states.435	  An	  important	  advantage	  of	  the	  no	  harm	  

principle	  over	  the	  principle	  of	  non-‐intervention	  is	  that	  the	  no	  harm	  principle	  is	  premised	  on	  the	  

potential	  occurrence	  of	  harm,	  rather	  than	  on	  the	  specific	  usage	  a	  state	  makes	  of	  its	  territory.436	  

As	   a	   result,	   in	   contrast	   to	   the	   principle	   of	   non-‐intervention,	   states’	   actions	   as	   well	   as	   their	  

omissions	   can	   violate	   the	   no	   harm	   principle,	   and	   trigger	   state	   responsibility	   under	   the	  

secondary	  rules	  of	  international	  law.437	  

The	  balance	  between	  states’	  freedoms	  in	  the	  exercise	  of	  their	  sovereignty	  depends	  on	  whether	  

the	  no	  harm	  principle	   is	  seen	  as	  an	  obligation	  of	  result	  or	  an	  obligation	  of	  conduct.	  Classifying	  

the	  no	  harm	  principle	   as	   an	  obligation	  of	   result	   that	   is	   violated	   as	   soon	   as	  harm	  occurs	  has	   a	  

limiting	   impact	   on	   states’	   positive	   freedom,438	  but	   gives	   a	   wide	   protection	   to	   states’	   negative	  

freedom.	  Concerns	  about	  sovereignty	  generally	  lead	  to	  the	  conclusion	  that	  the	  no	  harm	  principle	  

is	  an	  obligation	  of	  conduct	  that	  requires	  states	  to	  act	  diligently	  to	  prevent	  harm,439	  but	  does	  not	  

hold	  them	  responsible	  for	  the	  mere	  occurrence	  of	  harm.	  

The	   due	   diligence	   principle	   can	   be	   traced	   to	   the	   1949	   Corfu	   Channel	   case,	   in	   which	   the	   ICJ	  

confirmed	  the	  “obligation	  not	  to	  allow	  knowingly	  its	  territory	  to	  be	  used	  contrary	  to	  the	  rights	  of	  

other	   states”	   as	   one	   of	   the	   “general	   and	  well-‐recognized	   principles”	   that	   govern	   international	  

law.440	  	  

In	  practice,	   the	  no	  harm/due	  diligence	  principle	  does	  not	  significantly	  restrain	  acting	  states.441	  

As	   a	   result,	   the	   principle	   fails	   to	   protect	   states’	   negative	   freedom	   adequately	   to	   ensure	   the	  

relative	   nature	   of	   state	   sovereignty	   in	   situations	   of	   increasing	   interdependence.	   The	   difficulty	  

with	   applying	   the	  no	  harm	  principle	   can	  be	   seen	   in	   the	   saga	   of	   a	   2005	  petition	   filed	  with	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

435	  Verheyen,	  supra	  note	  433,	  150,	  181.	  

436	  Birnie	  and	  Boyle,	  International	  Law	  and	  the	  Environment,	  2nd	  ed.	  (2002),	  106-‐107.	  

437	  Nanda	   and	   Pring,	   International	   Environmental	   Law	   for	   the	   21st	   Century	   (2003),	   21,	   42.	   The	   secondary	   rules	   of	  
international	   law	   are	   not	   studied	   further	   in	   this	   thesis,	  which	   focuses	   on	   the	   balance	   between	   states’	   positive	   and	  
negative	  freedom	  in	  primary	  rules	  of	  international	  law.	  

438	  Birnie	  and	  Boyle,	  supra	  note	  436,	  114.	  

439	  Kiss	   and	   Shelton,	   International	  Environmental	  Law,	   2nd	   ed.	   (2000),	   263-‐264;	   Birnie	   and	  Boyle,	   supra	  note	   436,	  
114-‐115;	  Koivurova,	   “Due	  Diligence”,	   in	  Wolfrum	   (Ed.)	  The	  Max	  Planck	  Encyclopedia	  of	  Public	   International	  Law,	   at	  
<www.mpepil.com>;	  Hafner	  and	  Buffard,	  “Obligations	  of	  Prevention	  and	  the	  Precautionary	  Principle”,	  in	  Crawford	  et	  
al.	  (Eds.),	  The	  Law	  of	  International	  Responsibility	  (2010),	  524.	  

440	  Corfu	  Channel,	  22.	  

441	  Barton,	   “State	  Responsibility	  and	  Climate	  Change:	  Could	  Canada	  Be	  Liable	   to	  Small	   Island	  States?”,	  11	  Dalhousie	  
Journal	  of	  Legal	  Studies	  65	  (2002),	  87;	  Bodansky,	  supra	  note	  63,	  38;	  Elliot,	  supra	  note	  373,	  200.	  
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Inter-‐American	   Commission	   on	   Human	   Rights.	   In	   this	   petition,	   a	   group	   of	   Inuit	   sought	   relief	  

from	   the	   US	   for	   damage	   done	   by	   global	  warming	   allegedly	   triggered	   by	   the	   latter’s	   failure	   to	  

regulate	  GHG	   emissions.	   The	   petition	  mentions	   that	   an	   obligation	   not	   to	   cause	   harm	   exists	   in	  

international	   law,	   that	   the	  US	   is	   the	  main	  GHG	  emitter	  and	  that	  GHG	  emissions	   trigger	  climate	  

change.442	  A	  year	  later,	  the	  Commission	  declined	  to	  look	  into	  the	  claim	  because	  the	  petition	  did	  

not	  “enable	  [it]	  to	  determine	  whether	  the	  alleged	  facts	  would	  tend	  to	  characterize	  a	  violation	  of	  

the	  rights	  protected	  by	  the	  American	  Declaration”.443	  The	  Commission	  invited	  the	  petitioners	  to	  

an	  extraordinary	  hearing	  in	  early	  2007,	  but	  this	  hearing	  did	  not	  reopen	  the	  case.444	  

Three	  problems	  with	  the	  no	  harm/due	  diligence	  principle	  are	  evident	  in	  situations	  of	  increasing	  

interdependence.	   First,	   the	   scope	   of	   the	   principle	   is	   limited	   because	   only	   specific	   instances	   of	  

“harm”	   are	   recognized	   as	   legally	   relevant.	   Second,	   it	   is	   difficult	   to	   establish	   that	   harm	   results	  

from	  a	  lack	  of	  diligent	  behaviour.	  Third,	  the	  causation	  requirement	  is	  unsuitable	  for	  situations	  of	  

increasing	  interdependence.	  	  

The	   first	   difficulty	   stems	   from	   the	   lack	   of	   precision	   in	   international	   law	   concerning	   what	  

constitutes	   “harm”.	   When	   thinking	   of	   “harm”,	   physical	   harm	   first	   springs	   to	   mind,	   but	   harm	  

could	  also	  be	  of	  a	  pecuniary	  nature,	  for	  example,	  income	  lost	  as	  a	  result	  of	  another’s	  actions	  or	  

omissions.	  Finally,	  “harm”	  can	  also	  be	  of	  an	  intangible	  nature,	  for	  example,	  the	  “moral”	  harm	  that	  

results	  when	  one	  state’s	  actions	  are	  considered	  objectionable	  or	  unacceptable	  by	  another	  state.	  	  

There	  is,	  however,	  no	  primary	  rule	  covering	  all	  types	  of	  harm	  that	  states	  can	  inflict	  upon	  other	  

states.	  The	  UN	  International	  Law	  Commission	  (ILC)’s	  2001	  Draft	  Articles	  on	  Prevention	  and	  the	  

2006	  Draft	  Principles	  on	  Allocation	  of	  Loss	  have	   taken	  an	  even	  narrower	  approach	   to	   “harm”.	  

These	  instruments	  are	  limited	  to	  the	  physical	  consequences	  of	  actions	  that	  must	  themselves	  be	  

of	  a	  physical	  quality,445	  a	  condition	  that	  could	  be	  met	   in	  the	  context	  of	   the	  climate	  change	  case	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

442	  Inuit	   Circumpolar	   Conference,	   Petition	   to	   the	   Inter	   American	   Commission	   on	   Human	   Rights	   Seeking	   Relief	   from	  
Violations	  Resulting	   from	  Global	  Warming	  Caused	  by	  Acts	  and	  Omissions	  of	   the	  United	  States	   (7	   December	   2005),	   at	  
<http://www.ciel.org/Publications/ICC_Petition_7Dec05.pdf>,	  99-‐100.	  

443	  Orellana	  et	  al.,	  Climate	  Change	  in	  the	  Work	  of	  the	  Committee	  on	  Economic,	  Social	  and	  Cultural	  Rights	  (May	  2010),	  at	  
<http://www.ciel.org/Publications/CESCR_CC_03May10.pdf>,	  19.	  	  

444	  Earthjustice,	  Inter-‐American	  Commission	  on	  Human	  Rights	  to	  Hold	  Hearing	  on	  Global	  Warming	  (6	  February	  2007),	  
at	   <http://www.earthjustice.org/news/press/2007/inter-‐american-‐commission-‐on-‐human-‐rights-‐to-‐hold-‐hearing-‐
on-‐global-‐warming>.	  

445	  International	  Law	  Commission,	  Draft	  Articles	  on	  Prevention	  of	  Transboundary	  Harm	  from	  Hazardous	  Activities	  with	  
Commentaries,	   UN	   Doc	   A/56/10,	   144-‐170,	   151,	   point	   17	   [“2001	   Draft	   Articles	   on	   Prevention”];	   International	   Law	  
Commission,	  Draft	   Principles	   on	   the	  Allocation	   of	   Loss	   in	   the	   Case	   of	   Transboundary	  Harm	  Arising	   out	   of	  Hazardous	  
Activities	   with	   Commentaries,	   UN	   Doc	   A/61/10,	   101-‐182,	   117-‐118	   [“2006	   Draft	   Principles	   on	   Allocation	   of	   Loss”];	  
International	  Law	  Commission,	  Fifth	  Report	  on	  International	  Liability	  for	  Injurious	  Consequences	  Arising	  out	  of	  Acts	  Not	  
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study	   but	   not	   in	   the	   context	   of	   the	   macro-‐financial	   instability	   case	   study.	   This	   is	   because	  

economic	   policy	   decisions,	   such	   as	   monetary	   management	   policies,	   are	   intangible	   and	   thus	  

excluded	  from	  this	  notion	  of	  harm.446	  This	  conclusion	  is	  not	  altered	  by	  the	  inclusion	  in	  the	  2006	  

Draft	  Principles	  on	  Allocation	  of	  Loss	  of	  “loss	  or	  damage	  by	  impairment	  of	  the	  environment”447	  

as	   a	   basis	   for	   compensation	   for	   economic	   losses	   that	   result	   from	   physical	   damage	   to	   the	  

environment.	  As	   there	   is	  still	  a	   link	  required	  between	  the	  economic	   loss	  and	  physical	  damage,	  

this	  inclusion	  does	  not	  cover	  any	  economic	  losses	  state	  A	  experiences	  when	  state	  B’s	  policies	  put	  

state	   A’s	   industries	   at	   a	   competitive	   disadvantage,	   because	   this	   disadvantage	   does	   not	   follow	  

from	  the	  physical	  consequences	  to	  the	  environment	  caused	  by	  the	  regulation.	  	  

As	  mentioned,	  the	  mere	  occurrence	  of	  harm	  is	  not	  considered	  sufficient	  to	  establish	  a	  violation	  

of	   international	   law.	   Instead,	   customary	   international	   law	   and	   the	   ILC’s	   Draft	   Articles	   on	  

Prevention	   require	   due	  diligence	   as	   the	   required	   standard	  of	   care.448	  This	   leads	   to	   the	   second	  

obstacle	  towards	  applying	  the	  no	  harm/due	  diligence	  principle:	  the	  difficulties	  identifying	  which	  

actions	  are	  required	  of	  a	  diligent	  state.	  

In	  the	  Pulp	  Mills	  judgment,	  the	  ICJ	  described	  the	  obligation	  of	  due	  diligence	  as449	  	  

an	  obligation	  which	  entails	  not	  only	  the	  adoption	  of	  appropriate	  rules	  and	  measures,	  but	  
also	  a	  certain	  level	  of	  vigilance	  in	  their	  enforcement	  and	  the	  exercise	  of	  administrative	  
control	  applicable	   to	  public	  and	  private	  operators,	   such	  as	   the	  monitoring	  of	  activities	  
undertaken	  by	  such	  operators,	  to	  safeguard	  the	  rights	  of	  the	  other	  party.	  

Importantly,	  in	  the	  context	  of	  both	  case	  studies	  where	  many	  of	  the	  decisions	  that	  lead	  to	  climate	  

change	  or	  macro-‐financial	  instability	  are	  actually	  made	  by	  private	  actors,	  due	  diligence	  requires	  

regulation	  of	  private	  actors.	  This	  does	  not	  yet	  clarify	  which	  regulatory	  actions	  are	  required.450	  	  

An	   important	   element	   of	   a	   due	   diligence	   obligation	   is	   that	   the	   potential	   harm	   in	   response	   to	  

which	  action	   is	   required	  needs	   to	  be	   foreseeable.451	  A	   lack	  of	   scientific	   certainty	  may	  hinder	  a	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

Prohibited	  by	  International	  Law,	  by	  Mr.	  Robert	  Q.	  Quentin-‐Baxter,	  UN	  Doc	  A/CN.4/383	  and	  Corr.1	   (French	  only)	  and	  
Add.1	  (1984),	  161,	  para.	  118.	  

446	  2001	  Draft	  Articles	  on	  Prevention,	  supra	  note	  445,	  151,	  para.	  16.	  See	  also	  International	  Law	  Commission,	  Fourth	  
Report	  on	  International	  Liability	  for	  Injurious	  Consequences	  Arising	  out	  of	  Acts	  Not	  Prohibited	  by	  International	  Law,	  by	  
Mr.	  Robert	  Q.	  Quentin-‐Baxter,	  UN	  Doc	  A/CN.4/373	  (1983),	  205.	  

447	  2006	  Draft	  Principles	  on	  Allocation	  of	  Loss,	  supra	  note	  445,	  Principle	  2	  (a)(iii).	  

448	  2001	   Draft	   Articles	   on	   Prevention,	   supra	   note	   445,	   154,	   paras	   7-‐11;	   Birnie	   and	   Boyle,	   supra	   note	   436,	   113;	  
Koivurova,	  supra	  note	  439.	  

449	  Pulp	  Mills,	  para.	  197.	  

450	  Birnie	  and	  Boyle,	  supra	  note	  436,	  113.	  

451	  2001	  Draft	  Articles	  on	  Prevention,	  supra	  note	  445,	  155,	  para.	  18;	  Verheyen,	  supra	  note	  433,	  176.	  
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finding	  of	  foreseeability,	  particularly	  if	  the	  standard	  of	  “clear	  and	  convincing	  evidence”	  from	  the	  

Trail	  Smelter	  arbitration	   is	  adopted.452	  However,	   the	  development	  of	  a	  precautionary	  approach	  

or	  principle	  can	  assist	  with	  overcoming	  the	  barrier	  of	  scientific	  uncertainty	  when	  a	  state	  wants	  

to	  argue	   that	  another	  state	  has	   failed	   to	  act	  diligently.453	  As	   formulated	   in	   the	  Rio	  Declaration,	  

this	  principle	  holds	  that	  “where	  there	  are	  threats	  of	  serious	  or	  irreversible	  damage,	  lack	  of	  full	  

scientific	   certainty	   shall	   not	   be	   used	   as	   a	   reason	   for	   postponing	   cost-‐effective	   measures	   to	  

prevent	  environmental	  degradation.”454	  

In	  the	  context	  of	  seabed	  mining,	  the	  Seabed	  Disputes	  Chamber	  of	  the	  International	  Tribunal	  for	  

the	  Law	  of	  the	  Sea	  recently	  issued	  an	  Advisory	  Opinion	  in	  which	  it	  underlined	  the	  importance	  of	  

including	  a	  precautionary	  approach	  in	  the	  due	  diligence	  analysis:455	  

it	  is	  appropriate	  to	  point	  out	  that	  the	  precautionary	  approach	  is	  also	  an	  integral	  part	  of	  
the	   general	   obligation	   of	   due	   diligence	   of	   sponsoring	   States	   […].	   The	   due	   diligence	  
obligation	   of	   the	   sponsoring	   States	   requires	   them	   to	   take	   all	   appropriate	  measures	   to	  
prevent	  damage	   that	  might	   result	   from	   the	  activities	  of	   contractors	   that	   they	   sponsor.	  
This	  obligation	  applies	  in	  situations	  where	  scientific	  evidence	  concerning	  the	  scope	  and	  
potential	  negative	   impact	  of	   the	  activity	   in	  question	   is	   insufficient	  but	  where	  there	  are	  
plausible	  indications	  of	  potential	  risks.	  A	  sponsoring	  State	  would	  not	  meet	  its	  obligation	  
of	  due	  diligence	  if	  it	  disregarded	  those	  risks.	  Such	  disregard	  would	  amount	  to	  a	  failure	  to	  
comply	  with	  the	  precautionary	  approach.	  

This	  statement	  interprets	  the	  precautionary	  principle	  not	  just	  as	  justifying	  action	  when	  there	  is	  

scientific	  uncertainty,	  but	  also	  as	  requiring	  action	  when	  there	  is	  scientific	  uncertainty	  about	  the	  

risks	  linked	  to	  particular	  activities.456	  Even	  so,	  it	  remains	  unclear	  what	  actions	  are	  required.	  As	  

Chapters	  6	  and	  8	  will	  discuss,	  international	  benchmarks	  for	  diligent	  state	  behaviour	  in	  response	  

to	  climate	  change	  or	  macro-‐financial	  instability	  are	  lacking	  despite	  the	  existence	  of	  international	  

instruments.	  Uncertainty	  about	  which	  actions	  are	  diligent	  makes	  it	  difficult	  for	  states	  affected	  by	  

another	   state’s	   actions	   to	   establish	   that	   the	   latter	   has	   acted	   in	   violation	   of	   the	   no	   harm/due	  

diligence	  principle.457	  
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454	  UN	   Conference	   on	   Environment	   and	   Development,	   Rio	   Declaration	   on	   Environment	   and	   Development,	   UN	   Doc	  
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An	  important	  note	  in	  relation	  to	  the	  case	  studies	  is	  that	  the	  precautionary	  approach	  so	  far	  has	  

been	   limited	   to	  physical	  harm	   in	   the	  broader	  context	  of	   the	  environment	  and	  health,	  although	  

domestically	   the	   US	   and	   the	   UK	   have	   argued	   for	   a	   precautionary	   approach	   in	   the	   context	   of	  

counterterrorism.458	  Chapter	   5	   will	   address	   whether	   the	   precautionary	   approach	   could	   be	  

applied	   to	   a	   non-‐environmental	   context	   such	   as	   that	   of	   macro-‐financial	   instability.	   If	   so,	   this	  

would	   require	   states	   to	   regulate	   in	  ways	   that	   do	   not	   contribute	   to	  macro-‐financial	   instability	  

abroad	  if	  there	  is	  an	  indication	  of	  risk.	  

A	   third	   problem	   for	   the	   application	   of	   the	   no	   harm/due	   diligence	   principle	   is	   the	   need	   to	  

establish	   a	   causal	   link	   between	   activities	   or	   omissions	   in	   one	   state	   and	   the	   potential	   harm	  

arising	  therefrom	  in	  another	  state.459	  International	  law	  does	  not	  prescribe	  a	  specific	  standard	  of	  

causation.460	  A	  traditional	  test	  is	  a	  “but	  for”	  test.461	  Applying	  a	  “but	  for”	  test	  would	  imply	  that	  the	  

no	   harm	  principle	  would	   only	   prohibit	   actions	   if	   the	   harm	  would	   not	   occur	   in	   the	   absence	   of	  

such	  actions.	  While	  this	  test	  may	  work	  in	  the	  context	  of	  bilateral	  relations,	  it	  does	  not	  work	  well	  

in	  the	  highly	  multilateral	  contexts	  of	  the	  case	  studies.	  Both	  climate	  change	  and	  macro-‐financial	  

instability	   are	   complex	   situations	   of	   increasing	   interdependence	   in	   which	   various	   factors	  

combine	  to	  bring	  about	  a	  particular	  outcome.	  	  

In	  increasing	  interdependence,	  requiring	  that	  an	  action	  or	  omission	  in	  one	  state	  is	  the	  conditio	  

sine	  qua	  non	  for	  a	  potential	  negative	  impact	  in	  another	  state	  is	  too	  narrow	  as	  it	  excludes	  actions	  

or	  omissions	  that	  combine	  with	  prior	  or	  later	  other	  actions	  or	  omissions	  to	  trigger	  the	  negative	  

impact.462	  The	   example	   of	   climate	   change	   is	   a	   clear	   illustration.	   Despite	   wide	   acceptance	  

nowadays	  that	  cumulative	  GHG	  emissions	  cause	  climate	  change	  and	  can	  lead	  to	  environmental	  

damage,463	  establishing	  a	  causal	   link	  between	  one	  state’s	  actions	  or	  omissions	  and	   the	  specific	  

negative	  impact	  in	  another	  state	  is	  nigh	  impossible.	  Given	  the	  continuing	  increases	  in	  cumulative	  

GHG	   emissions,	   it	   is	   unlikely	   that	   the	   environmental	   damage	   would	   not	   occur	   if	   one	   state	  

reduced	  its	  GHG	  emissions.	  Thus,	  it	  cannot	  be	  said	  that	  “but	  for”	  these	  individual	  GHG	  emissions,	  

the	  environmental	  damage	  would	  not	  occur.	  Admittedly,	   lower	  cumulative	  GHG	  emissions	  may	  

result	  in	  a	  lower	  risk	  of	  environmental	  damage,	  but	  the	  link	  between	  GHG	  emissions	  and	  damage	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

458	  Wiener,	  supra	  note	  456,	  611.	  

459	  Xue,	  Transboundary	  Damage	  in	  International	  Law	  (2003),	  86-‐87.	  

460	  Voigt,	  supra	  note	  429,	  16.	  

461	  Barton,	  supra	  note	  441,	  83.	  

462	  Verheyen,	  supra	  note	  433,	  253.	  

463	  Intergovernmental	  Panel	  on	  Climate	  Change,	  “Summary	  for	  Policymakers”,	  supra	  note	  34,	  10.	  
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is	  not	  necessarily	   linear.	  For	  example,	  to	  reduce	  the	  risk	  of	  rising	  sea	   level	   for	   low-‐lying	  island	  

states	  significant	  GHG	  emission	  reductions	  may	  be	  required	  to	  limit	  sea	  level	  rise.	  For	  a	  state	  like	  

Tuvalu,	  whose	  highest	  point	  is	  five	  metres,464	  it	  matters	  little	  whether	  sea	  level	  rises	  five	  or	  six	  

metres.	  Therefore,	  the	  “but	  for”	  test	  of	  the	  causation	  requirement	  further	  reduces	  the	  relevance	  

of	  the	  no	  harm/due	  diligence	  principle,	  as	  currently	  interpreted,	  as	  a	  limit	  on	  states’	  exercise	  of	  

their	  positive	  freedom.	  	  

To	   summarize,	   by	   incorporating	   due	   diligence	   as	   the	   required	   standard	   of	   care	   based	   on	  

considerations	   about	   protecting	   state	   sovereignty,	   the	   no	   harm	   principle	   protects	   states’	  

positive	  freedom	  at	  the	  expense	  of	  negative	  freedom.	  This	  preference	  is	  further	  enhanced	  by	  the	  

restricted	  definition	  of	  “harm”,	  the	  difficulties	  establishing	  a	  lack	  of	  due	  diligence,	  and	  the	  strict	  

requirement	  of	  causality	  between	  the	  actions	  or	  omissions	  and	  the	  harm	  caused	  in	  other	  states.	  

IV. CONCLUSION	  

This	   Chapter	   has	   discussed	   the	   concept	   of	   state	   sovereignty	   and	   its	   corollaries,	   which	   are	  

traditionally	  central	  to	  international	  law.	  State	  sovereignty	  was	  defined	  as	  the	  ultimate	  authority	  

of	  states	  to	  determine	  their	  domestic	  affairs.	  It	  has	  been	  discussed	  how	  logic	  dictates	  that	  state	  

sovereignty	   and	   its	   corollary	   of	   equal	   sovereignty	   imply	   that	   sovereignty	   is	   by	   definition	   a	  

relative	  concept	  as	  soon	  as	  more	  than	  one	  state	  exists.	  A	  state’s	  sovereignty	  in	  international	  law	  

can	  never	   be	   absolute,	   because	   this	  would	   encroach	  upon	   the	   sovereignty	   of	   other	   states	   and	  

thus	   reduce	   their	   ability	   to	   decide	   on	   their	   domestic	   affairs.	   To	   ensure	   relative	   sovereignty,	  

international	   law	  contains	  a	  number	  of	  rules	  and	  principles	  that	  govern	  when,	  where	  and	  how	  

state	  sovereignty	  can	  or	  cannot	  be	  exercised.	  	  

It	   has	  been	  argued	   that	   the	   reality	  of	   increasing	   interdependence	  puts	   significant	  pressure	  on	  

the	   ability	   of	   these	   traditional	   rules	   and	   principles	   to	   ensure	   the	   relative	   nature	   of	   state	  

sovereignty.	  This	  pressure	  is	  particularly	  felt	   in	  the	  context	  of	  the	  conditional	   limits	  where	  the	  

traditional	   interpretation	   of	   crucial	   elements,	   such	   as	   “intervention”,	   “harm”	   or	   the	   required	  

causal	  link,	  is	  unsuitable	  to	  cover	  transboundary	  impacts	  that	  result	  from	  complex	  problems	  of	  

increasing	   interdependence.465 	  At	   the	   same	   time,	   the	   basic	   presumption	   of	   state	   freedom	  

expressed	  in	  the	  Lotus	  Principle	  stands.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

464	  World	  Factbook,	  supra	  nota	  301.	  

465	  See	   in	   the	   context	   of	   the	   causation	   requirement:	   Perrez,	   supra	  note	   310,	   158-‐161;	   Barrett,	   supra	  note	   28,	   122;	  
Jacobs,	  “Treading	  Deep	  Waters:	  Substantive	  Law	  Issues	  in	  Tuvalu’s	  Threat	  to	  Sue	  the	  United	  States	  in	  the	  International	  
Court	  of	  Justice”,	  14	  Pacific	  Rim	  Law	  &	  Policy	  Journal	  103	  (2005),	  121.	  
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The	  result	  is	  effectively	  an	  absolute	  concept	  of	  sovereignty,	  rather	  than	  a	  relative	  concept	  with	  

inherent	   limits	   that	   ensure	   respect	   for	   other	   states’	   equal	   sovereignty	   and	   balance	   competing	  

exercises	  of	  state	  sovereignty.	  In	  practice,	  states	  retain	  an	  almost	  unrestricted	  ability	  to	  exercise	  

their	  sovereignty	  whereas	  affected	  states	   face	  reduced	  opportunities	   to	  protect	   their	  domestic	  

affairs	   against	   external	   interference.	   This	   is	   contrary	   to	   what	   is	   needed	   in	   increasing	  

interdependence.	  

In	  Part	   II,	   attention	   turns	   to	   the	  question	  whether	   a	   liberal	   system	  of	   sovereign	   states	   can	  be	  

maintained	   in	   situations	   of	   increasing	   interdependence.	   Since	   the	   problems	   with	   ensuring	   a	  

relative	  concept	  of	  sovereignty	  arise	  out	  of	  the	  current	  interpretation	  of	  the	  rules	  and	  principles	  

of	  general	  international	  law	  on	  the	  exercise	  of	  state	  sovereignty,	  the	  thesis	  proposes	  to	  alter	  the	  

interpretation	  of	  these	  rules	  and	  principles	  through	  dialectical	  processes	  of	  normative	  change.	  
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PART	  II. A	  LIBERAL	  SYSTEM	  OF	  SOVEREIGN	  STATES	  IN	  INCREASING	  

INTERDEPENDENCE	  

Part	   I	   described	   how	   increasing	   interdependence,	   and	   the	   resulting	   increase	   in	   frequency	   of	  

collisions	  of	  sovereignty,	  poses	  a	  challenge	  to	  the	  traditional	  approach	  to	  international	  law	  as	  a	  

liberal	   system	  of	   sovereign	  states.	  The	   traditional	   rules	  and	  principles	  on	   the	  exercise	  of	   state	  

sovereignty	   are	   far	   less	   capable	   of	   ensuring	   the	   relative	   nature	   of	   state	   sovereignty	   than	   is	  

necessary	   to	  ensure	  states’	   co-‐existence	  and	   their	  co-‐operation	   in	   increasing	   interdependence.	  

All	  of	  these	  elements	  make	  it	  more	  difficult	  for	  international	  law	  to	  support	  a	  liberal	  system	  of	  

states.	  Having	  argued	  in	  Chapter	  2	  that	  international	  law	  should	  support	  such	  a	  system,	  and	  that	  

this	   implies	  prioritizing	   states’	  negative	   freedom	  over	   their	  positive	   freedom,	   the	   six	  Chapters	  

that	  make	  up	  Part	   II	  of	   the	   thesis	  examine	  how	  to	  ensure	   that	   the	   legal	   scaffolding	  remains	   in	  

place	  to	  support	  a	  liberal	  system	  of	  states	  despite	  their	  increasing	  interdependence.	  	  

Three	   questions	   guide	   this	   examination.	   The	   first	   arises	   out	   of	   Chapter	   3’s	   argument	   that	   the	  

existing	  rules	  and	  principles	  governing	  the	  exercise	  of	  state	  sovereignty	  in	  general	  international	  

law	  are	  insufficient	  to	  ensure	  the	  relative	  nature	  of	  state	  sovereignty.	  In	  terms	  of	  liberal	  theory,	  

the	   broad	   freedom	   to	   exercise	   state	   sovereignty,	   expressed	   in	   the	   Lotus	   Principle	   and	   the	  

principles	   allocating	   jurisdiction,	   combined	   with	   the	   limited	   scope	   of	   the	   principle	   of	   non-‐

intervention	  and	  the	  no	  harm/due	  diligence	  principle,	  prioritizes	  states’	  positive	  freedom	  over	  

their	  negative	  freedom.	  As	  argued	  in	  Chapter	  2,	  such	  prioritization	  is	   incompatible	  with	  liberal	  

principles.	  The	  central	  question	  therefore	  is	  how	  to	  remove	  the	  prioritization	  of	  states’	  positive	  

freedom	  and	  to	  ensure	  international	  law’s	  consistency	  with	  liberal	  principles.	  Chapter	  4	  argues	  

for	   dialectical	   processes	   to	   reinterpret	   existing	   rules	   and	   principles	   governing	   the	   exercise	   of	  

state	  sovereignty.	  It	  proposes	  a	  set	  of	  “interstitial	  norms”	  to	  guide	  the	  reinterpretation	  of	  these	  

rules	   and	   principles	   towards	   a	   liberal	   system	   of	   states	   even	   in	   increasing	   interdependence.	  

Chapter	   5	   examines	  whether	   the	   existing	   rules	   and	   principles	   governing	   the	   exercise	   of	   state	  

sovereignty	  in	  general	  international	  law,	  criticized	  in	  Chapter	  3,	  can	  be	  reinterpreted	  using	  the	  

interstitial	   norms	   so	   as	   to	   render	   them	   more	   compatible	   with	   the	   requirements	   of	   a	   liberal	  

system.	  

The	  second	  question	  considered	  in	  Part	  II	  is	  whether	  there	  is	  a	  balance	  between	  states’	  positive	  

and	  negative	  freedom	  in	  specialized	  international	  law.	  This	  question	  is	  analysed	  in	  Chapters	  6	  to	  

9,	  using	  the	  two	  case	  studies	  as	  examples.	  Chapters	  6	  and	  8	  examine	  whether	  states	  have	  agreed	  

to	   specific	   direct	   limits	   on	   the	   exercise	   of	   their	   sovereignty	   in	   each	   of	   the	   two	   case	   studies.	  

Chapters	   7	   and	   9	   examine	   whether	   international	   law	   affects	   the	   legality	   of	   defensive	  

mechanisms	   used	   by	   states	   to	   protect	   their	   domestic	   affairs	   against	   the	   actual	   or	   potential	  
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negative	  impact	  of	  another	  state’s	  actions	  or	  omissions	  in	  the	  context	  of	  climate	  change	  (Chapter	  

7)	   or	   macro-‐financial	   instability	   (Chapter	   9).	   The	   goal	   is	   to	   look	   at	   the	   degree	   to	   which	  

international	   law	   limits	   states	   in	   the	   exercise	   of	   their	   sovereignty.	   It	   will	   be	   argued	   that	  

international	   law	   does	   not	   function	   as	   a	   liberal	   system	   in	   situations	   of	   increasing	  

interdependence,	   such	   as	   the	   two	   case	   studies.	   The	   problem	   is	   twofold.	   First,	   the	   rules	   and	  

principles	  governing	  states’	  GHG	  emissions	  policies	  or	  their	  monetary	  management	  policies	  do	  

not	  adequately	  regulate	  states’	  decisions	  that	  can	  adversely	  affect	  other	  states’	  domestic	  affairs.	  

Second,	   limits	   exist	   on	   the	   legality	   of	  mechanisms	   through	  which	   affected	   states	   protect	   their	  

domestic	   affairs	   against	   the	   negative	   impacts	   of	   other	   states’	   decisions.	   As	   a	   result,	   positive	  

freedom	   is	   protected	   generously	   at	   the	   expense	   of	   negative	   freedom.	   The	   imbalance	   between	  

states’	   positive	   and	   negative	   freedom,	   already	   identified	   in	   general	   international	   law,	   thus	  

continues	   in	   specialized	   international	   law,	   further	   undermining	   international	   law’s	   liberal	  

nature.	  	  

Finally,	  the	  third	  question	  for	  Part	  II	  is	  whether	  the	  interstitial	  norms	  discussed	  in	  Chapter	  4	  can	  

help	   to	  remedy	  the	  existing	   imbalances	  by	  guiding	   the	  reinterpretation	  of	   rules	  and	  principles	  

governing	  the	  exercise	  of	  state	  sovereignty.	  Particular	  candidates	  for	  reinterpretation,	  discussed	  

in	  Chapters	  7	  and	  9,	  are	  the	  rules	  and	  principles	  that	  limit	  the	  legality	  of	  defensive	  mechanisms.	  

This	   discussion	   will	   include	   suggestions	   as	   to	   how	   these	   rules	   and	   principles	   can	   be	  

reinterpreted	  in	  order	  to	  achieve	  a	  liberal	  system	  of	  states	  in	  increasing	  interdependence.	  
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CHAPTER	  4. PROTECTING	  A	  LIBERAL	  SYSTEM	  OF	  STATES	  IN	  INCREASING	  INTERDEPENDENCE	  

If,	  as	  argued	  in	  Chapter	  2,	  liberal	  principles	  should	  guide	  the	  exercise	  of	  state	  sovereignty	  so	  as	  

to	   ensure	   co-‐existence	   and	   co-‐operation	   in	   a	   pluralistic	   society	   of	   states,	   how	   can	   liberal	  

principles	  shape	  international	  law	  so	  as	  to	  balance	  states’	  positive	  and	  negative	  freedoms?	  There	  

are	  two	  components	  to	  this	  question:	  one	  procedural	  and	  the	  other	  substantive.	  Sections	  I	  and	  II	  

focus	  on	  the	  procedural	  question.	  These	  Sections	  address	  the	  dynamic	  processes	  that	  can	  guide	  

international	  law	  towards	  a	  balance	  between	  states’	  positive	  freedom	  and	  other	  states’	  negative	  

freedom.	   Section	   III	   examines	   the	   interstitial	   norms	   of	   locality,	   reasonableness	   and	   good	  

neighbourliness	  as	  normative	  principles	  that	  can	  provide	  substantive	  guidance	  and	  drive	  these	  

dynamic	   processes.	   Section	   IV	   argues	   that	   the	   reinterpretation	   of	   the	   existing	   rules	   and	  

principles	   on	   the	   exercise	   of	   state	   sovereignty	   should	   focus	   on	   reinterpreting	   the	   conditional	  

limits	   as	   well	   as	   the	   limits	   on	   the	   legality	   of	   defensive	   mechanisms.	   Section	   V	   concludes	   the	  

theoretical	   analysis	   regarding	   reinterpretation	   and	   explains	   how	   this	   analysis	   fits	   into	   the	  

remaining	  chapters	  of	  Part	  II.	  

I. THEORETICAL	  INSIGHTS	  INTO	  THE	  DYNAMICS	  OF	  NORMATIVE	  CHANGE	  

The	   inquiry	   into	   the	   dynamic	   processes	   through	   which	   liberal	   principles	   can	   guide	   the	  

development	   of	   international	   law	   is	   not	   just	   a	   question	   about	   the	   creation	   of	   positive	  

international	   law.	   It	   extends	   into	   the	   domain	   of	   international	   relations	   theory	   to	   assess	   how	  

norms	   emerge	   and	   evolve.	   A	   description	   of	   the	   dynamic	   process	   of	   normative	   change	   can	   be	  

found	  in	  Sandholtz	  and	  Stiles:466	  

In	  every	  social	  system,	  the	  evolution	  of	  norms	  follows	  a	  cyclical,	  or	  dialectical,	  pattern.	  
The	  cycle	  begins	  with	  the	  constellation	  of	  existing	  norms,	  which	  provides	  the	  normative	  
structure	  within	  which	   actors	   decide	  what	   to	   do,	   decide	  how	   to	   justify	   their	   acts,	   and	  
evaluate	   the	   behaviour	   of	   others.	   Because	   rules	   cannot	   cover	   every	   contingency	   and	  
because	   conflicts	   among	   rules	   are	   commonplace,	   actions	   regularly	   trigger	   disputes.	  
Actors	  argue	  about	  which	  norms	  apply	  and	  what	  the	  norms	  require	  or	  permit.	  As	  actors	  
seek	   to	  resolve	  disputes,	   they	  reason	  by	  analogy,	   invoke	  precedents,	  and	  give	  reasons,	  
whether	   their	  audience	   is	  a	   judge	  or	  a	  set	  of	  other	  governments.	  The	  outcome	  of	  such	  
discourses	   is	   always	   to	   change	   the	   norms	   under	   dispute,	   making	   them	   stronger	   or	  
weaker,	   more	   specific	   (or	   less),	   broader	   or	   narrower.	   […]	   The	   process	   of	   disputing	  
reveals	   the	  extent	   to	  which	  states	  and	  other	  actors	  agree	  on	   the	   international	   rules	   in	  
question.	   The	   crucial	   point,	   however,	   is	   that	   the	   cycle	   of	   normative	   change	   has	  
completed	   a	   turn	   and	  modified	   the	   norms	   underlying	   the	   dispute.	   The	   altered	   norms	  
establish	  the	  context	  for	  subsequent	  actions,	  disputes	  and	  discourses.	  	  

To	  lawyers,	  the	  terms	  “dispute”	  may	  conjure	  up	  images	  of	  a	  formal	  judicial	  proceeding.	  However,	  

the	   term	   is	   not	   necessarily	   this	   narrow.	   Instead,	   normative	   change	   can	  be	   triggered	   from	  any	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

466	  Sandholtz	  and	  Stiles,	  supra	  note	  18,	  6-‐7.	  



Chapter	  4	  

	   98	  

interaction	  or	  contestation	  between	  states	  due	  to	  a	  lack	  of	  clarity	  of	  the	  rules,	  uncertainty	  about	  

their	  applicability	  in	  a	  given	  context,	  or	  a	  conflict	  between	  rules.467	  

Norms	  regarding	  the	  exercise	  of	  state	  sovereignty	  are	  thus	  in	  a	  continuous	  state	  of	  flux,	  and	  their	  

crystallization	   into	  positive	   international	   law	  is	  only	  a	   temporary	   “resting”	  point	   that	  does	  not	  

exclude	  the	  possibility	  of	  continuing	  engagement	  and	  contestation.	  Even	  norms	  crystallized	  in	  a	  

treaty	   provision	   are	   rarely	   set	   in	   stone,	   and	   can	   evolve	   without	   formal	   amendment	   due	   to	  

changes	  in	  the	  interpretation	  of	  the	  treaty	  provision’s	  central	  terms.	  Should	  the	  circumstances	  of	  

interdependence	   change,	   or	   should	   the	   beliefs	   about	   the	   proper	   balance	   between	   states’	  

freedoms	   in	   increasing	   interdependence	   evolve,	   the	   norms	   can	   evolve	   to	   incorporate	   these	  

changes.	  The	  evolved	  norm	  is	  not	  necessarily	  clearer	  than	  the	  starting	  point;	  sometimes	  it	  can	  be	  

more	   ambiguous.468	  Disappointing	   as	   ambiguity	   might	   be,	   the	   cycle	   of	   normative	   change	   is	  

perpetually	  in	  motion	  and	  the	  increased	  opacity	  of	  the	  rules	  will	  lead	  to	  new	  disputes.469	  These	  

new	  disputes	  will	   eventually	  clarify	   the	  boundaries	  of	   states’	   rights	  and	  responsibilities	  under	  

the	  interpreted	  rules.	  	  

The	  role	  of	  engagement	  between	  actors	   in	  shaping	   international	   law	  is	  central	   in	  Brunnée	  and	  

Toope’s	  interactional	  account	  of	  international	  law.470	  They	  build	  on	  insights	  from	  constructivist	  

literature	   to	  argue	   that	   international	   law	   is	  created	  and	  maintained	   through	  on-‐going	   learning	  

processes	  about	  shared	  understandings	  regarding	  social	  norms	  within	  a	  “community	  of	  practice”	  

of	   states	   and	   non-‐state	   actors.471	  Through	   their	   interactions,	   actors	   can	   change	   the	   applicable	  

norms	  and	  structures.	  Legal	  procedures	  are	  important	  to	  facilitate	  the	  interactions,	  but	  Brunnée	  

and	   Toope	   argue	   that	   legality	   requires	   more	   than	   just	   creation	   through	   a	   specific	   formal	  

procedure.472	  Any	   formal	   instrument	  must	   be	   backed	   up	   by	   shared	   understandings	   about	   the	  

meaning	  of	  the	  law	  as	  well	  as	  reflected	  in	  practical	  applications.473	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

467	  Sandholtz,	   “Dynamics	   of	   International	   Norm	   Change:	   Rules	   against	   Wartime	   Plunder”,	   14	   European	   Journal	   of	  
International	  Relations	  101	  (2008),	  105.	  

468	  Ibid.,	  110.	  

469	  Ibid.,	  110.	  

470	  Brunnée	  and	  Toope,	  supra	  note	  315.	  

471	  Ibid.,	  62.	  

472	  Ibid.,	  72.	  

473	  Ibid.,	  75,	  77,	  351-‐353.	  
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Section	  II	  identifies	  the	  processes	  in	  which	  contestation	  or	  interaction	  can	  take	  place.	  Section	  III	  

then	  discusses	  the	  substantive	  drivers	  that	  can	  direct	  these	  processes	  towards	  a	  liberal	  system	  

of	  states.	  

II. THE	  WIDE	  RANGE	  OF	  PROCESSES	  FOR	  NORMATIVE	  CHANGE	  

A	   variety	   of	   processes	   exist	   in	   international	   law	   to	   provide	   a	   space	   in	   which	   the	   dialectical	  

process	   of	   contestation	   is	   facilitated.	   They	   can	   be	   seen	   as	   part	   of	   international	   law’s	   ever	  

expanding	  “operating	  system”.474	  The	  following	  overview	  of	  the	  available	  options	  is	  not	  intended	  

to	  be	  exhaustive,	  nor	  does	  it	  express	  a	  preference	  between	  the	  different	  processes	  available	  to	  

states	  for	  their	  interaction	  and	  contestation	  that	  drives	  normative	  change.	  

A	   state’s	  motives	   for	   selecting	  one	  mechanism	  over	   another	   can	  vary	   considerably,	   and	   states	  

are	  not	  necessarily	  limited	  to	  one	  mechanism	  alone.	  Often	  these	  processes	  can	  be	  combined	  in	  a	  

multi-‐pronged	   strategy	   involving	   other	   states,	   international	   institutions	   or	   non-‐state	   actors.	  

Specific	   combinations	   of	   processes	   will	   depend	   on	   the	   strategies	   chosen	   and	   the	   resources	  

available	   to	   the	   different	   sides	   in	   a	   debate	   about	   the	   meaning	   of	   a	   norm.	   As	   the	   following	  

discussion	  will	  explain,	  all	  processes	  have	  their	  advantages	  and	  disadvantages.	  

Given	  that	  the	  availability	  of	  resources	  determines	  the	  choice	  of	  processes,	  not	  all	  options	  will	  be	  

available	  to	  all	  states.	  Power	  asymmetries	  between	  states	  can	  make	  it	  difficult	  for	  less	  powerful	  

states	   to	   influence	   international	   negotiations	   or	   decision-‐making	   in	   international	   institutions	  

and	   to	   enforce	   international	   judgments,	   particularly	   if	   their	   desired	   outcome	   is	   incompatible	  

with	  the	  desired	  outcome	  of	  more	  powerful	  states.	  	  

However,	   these	   asymmetries	   do	   not	  mean	   that	   less	   powerful	   states	   are	   completely	   unable	   to	  

influence	   the	   development	   of	   international	   law. 475 	  For	   example,	   in	   trade	   negotiations,	  

developing	  states	  have	  used	  various	  negotiating	  tactics	  to	  improve	  their	  chances	  of	  being	  heard	  

and	   achieving	   their	   desired	   outcomes. 476 	  Moreover,	   powerful	   states	   do	   not	   automatically	  

dominate	  this	  cyclical	  process	  of	  normative	  change,	  even	  if	  they	  can	  more	  easily	  get	  away	  with	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

474	  Diehl	   et	   al.,	   “The	   Dynamics	   of	   International	   Law:	   The	   Interaction	   of	   Normative	   and	   Operating	   Systems”,	   57	  
International	  Organization	  43	  (2003),	  46-‐47,	  49-‐50.	  

475	  Brunnée	  and	  Toope,	  supra	  note	  315,	  84-‐85,	  353.	  

476	  Cottier,	  “A	  Two-‐Tier	  Approach	  to	  WTO	  Decision	  Making”,	  in	  Steger	  (Ed.)	  Redesigning	  the	  World	  Trade	  Organization	  
for	  the	  Twenty-‐First	  Century	   (2010),	  48-‐49;	  Odell,	   “Negotiating	   from	  Weakness	   in	   International	  Trade	  Relations”,	  44	  
Journal	  of	  World	  Trade	  545	  (2010).	  
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non-‐compliance.477	  This	   is	  not	  to	  say	  that	  non-‐compliance	  can	  never	   lead	  to	  normative	  change,	  

but	   only	   that	   non-‐compliance	   by	   a	   powerful	   state	   does	   not	   automatically	   lead	   to	   normative	  

change,	   particularly	   not	   in	   the	   face	   of	   opposition	   by	   other	   states.	   If	   non-‐compliance	   is	  

widespread,	   then	   normative	   change	   may	   occur.	   This	   is	   known	   as	   desuetude,	   which	   happens	  

when,	   through	   non-‐compliance	   and	   non-‐enforcement,	   a	   given	   rule	   falls	   out	   of	   practice	   in	  

international	   law	  resulting	   in	   its	  extinction	  as	  a	  valid	  norm	   for	   state	  behaviour.478	  An	  example	  

from	  the	  case	  studies	  is	  the	  par	  value	  system	  that	  remained	  on	  the	  books	  of	  the	  IMF	  Articles	  of	  

Agreement	  until	  the	  entry	  into	  force	  of	  the	  Second	  Amendment	  on	  1	  April	  1978,	  even	  though	  it	  

was	  not	  applied	  after	  US	  President	  Nixon’s	  refusal	  to	  convert	  US	  dollars	  into	  gold	  on	  15	  August	  

1971.479	  	  

There	  is	  no	  silver	  bullet	  for	  the	  obstacles	  to	  meaningful	  participation	  in	  international	  processes	  

of	  normative	  change	  faced	  by	  small	  or	  otherwise	  vulnerable	  states.	  However,	  overcoming	  these	  

obstacles	  is	  not	  a	  prerequisite	  for	  normative	  change.	  Importantly,	  colliding	  sovereignties	  are	  not	  

restricted	   to	   traditional	   North-‐South	   lines;	   collisions	   also	   occur	   between	   developed	   states	   or	  

major	  economies.	  If	  the	  balance	  between	  states’	  positive	  and	  negative	  freedom	  in	  this	  collision	  

needs	  to	  be	  addressed,	  the	  outcome	  of	  the	  dialectical	  process	  of	  change	  does	  not	  only	  affect	  the	  

relationship	  between	  the	  specific	  states	  whose	  exercises	  of	  sovereignty	  collide,	  but	  relationships	  

generally	  among	  all	  other	  states	  subject	  to	  the	  changed	  rule	  or	  principle	  concerning	  the	  exercise	  

of	   their	  sovereignty.	  For	  example,	   if	   the	  WTO	  Appellate	  Body	  expands	   its	   interpretation	  of	   the	  

environmental	  exception	  or	  the	  prudential	  carve-‐out,480	  this	  new	  interpretation	  will	  inform	  not	  

only	  the	  trade	  relations	  between	  the	  applicant	  and	  the	  respondent	  in	  the	  particular	  case	  before	  

the	  Appellate	  Body,	  but	  also	  similar	  relations	  between	  other	  WTO	  Members	  due	  to	  the	  de	  facto	  

stare	  decisis	  of	  their	  decisions,	  as	  discussed	  in	  Section	  B(2).	  

A. Diplomatic	  Interactions	  between	  States	  

The	   traditional	   thinking	   is	   that	   when	   faced	   with	   an	   inability	   to	   regulate	   a	   transboundary	  

phenomenon,	   states	   will	   be	   tempted	   to	   co-‐operate	   with	   each	   other	   to	   determine	   how	  

sovereignty	   should	  be	   exercised.	   Co-‐operation	   can	   take	  place	   through	  bilateral	   or	  multilateral	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

477	  Sandholtz,	  supra	  note	  467,	  108.	  

478	  Glennon,	   “How	   International	   Rules	   Die”,	   93	   Georgetown	   Law	   Journal	   939	   (2004-‐2005),	   971;	   Wouters	   and	  
Verhoeven,	   “Desuetudo”,	   in	   Wolfrum	   (Ed.)	   The	   Max	   Planck	   Encyclopedia	   of	   Public	   International	   Law,	   at	  
<www.mpepil.com>.	  

479	  These	  events	  are	  discussed	  in	  more	  detail	  in	  Chapter	  8,	  Section	  I.	  

480	  See	  Chapter	  7,	   Section	   I.D	   for	  a	  discussion	  on	   the	   interpretation	  of	   the	  environmental	   exception	  and	  Chapter	  9,	  
Section	  IV.D	  for	  a	  discussion	  of	  the	  prudential	  carve-‐out.	  
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interactions,	   depending	   on	   the	   scale	   of	   the	   underlying	   problem.	   Through	   co-‐operation,	   states	  

can	   create	  new	   limitations	  on	   the	   exercise	  of	   state	   sovereignty,	   or	   revise	   existing	  ones.	   In	   the	  

context	   of	   both	   case	   studies,	   these	   limitations	   can	   be	   direct	   limits	   on	   states’	   actions	   that	   can	  

trigger	   climate	   change	   damage	   or	   macro-‐financial	   instability	   in	   other	   states.	   However,	  

limitations	   can	   also	   be	   imposed	   on	   the	   legality	   of	   defensive	   mechanisms	   used	   by	   states	   to	  

protect	   their	  domestic	  affairs	  against	   the	  negative	   impact	  of	  climate	  change	  or	  macro-‐financial	  

instability	  triggered	  by	  other	  states’	  actions	  or	  omissions.	  The	  limits	  that	  are	  agreed	  to,	  therefore,	  

have	  a	  direct	  influence	  on	  the	  balance	  between	  states’	  positive	  and	  negative	  freedom.	  

The	  first	  reaction	  of	  many	  international	  lawyers	  and	  policy	  makers	  to	  an	  international	  problem	  

is	   to	   co-‐operate	   through	   the	   creation	   of	   new	   formal	   international	   instruments.481 	  Formal	  

agreements	  have	  the	  advantage	  that	  they	  can	  provide	  binding	  rules	  regarding	  states’	  obligations	  

in	   the	   specific	   subject	  matter	   to	  which	   they	   relate.	   For	   example,	   the	   Kyoto	   Protocol	   binds	   all	  

states	  listed	  in	  Annex	  I	  to	  the	  UNFCCC	  to	  reduce	  their	  aggregate	  emissions	  by	  5%	  compared	  to	  

1990	   levels.	   Formal	   agreements	   are	   particularly	   useful	   to	   create	   obligations	   of	   a	   level	   of	  

specificity	   that	   is	  not	  possible	   in	  other	  sources	  of	   international	   law	  such	  as	  custom	  or	  general	  

principles.	  

However,	   it	   is	  not	  straightforward	   to	  achieve	   formal	  agreements	   that	  are	  binding,	   specific	  and	  

effective.482	  Effectiveness	   is	   undermined	   by	   the	   fact	   that	   formal	   agreements	   reflect	   only	   the	  

lowest	  common	  denominator.	  In	  situations	  of	  increasing	  interdependence,	  this	  lowest	  common	  

denominator	  may	  not	  be	  sufficient	  to	  resolve	  the	  transboundary	  problem	  targeted.	  As	  discussed	  

in	   Chapter	   1,	   both	   case	   studies	   illustrate	   the	   difficulties	   of	   achieving	  meaningful	   co-‐operation	  

between	  states.	  The	  examination	  of	   the	  direct	   limits	  on	  states’	  GHG	  emissions	  (Chapter	  6)	  and	  

on	  their	  monetary	  management	  policies	  (Chapter	  8)	  further	  illustrates	  these	  difficulties.	  

The	  traditional	  approach	  of	  negotiating	  an	  international	  agreement	  to	  limit	  specific	  exercises	  of	  

state	  sovereignty	  is	  inappropriate	  for	  many	  situations	  of	  increasing	  interdependence,	  because	  it	  

overlooks	   the	   asymmetry	   of	   states’	   interests,	   power	   and	   policy	   preferences.	   All	   of	   these	   can	  

make	   the	   negotiating	   process	   very	   lengthy,	   as	   illustrated	   above.483	  The	   lengthy	   nature	   of	  

negotiations	  extends	  to	  the	  negotiation	  of	  amendments	  to	  adapt	  international	  agreements	  to	  the	  

changing	  needs	  of	  the	  parties.	  Formal	  amendments	  of	  the	  UNFCCC,	  the	  Kyoto	  Protocol,	  the	  IMF	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

481	  Jackson,	  supra	  note	  339,	  59;	  Rodrik,	  supra	  note	  306.	  

482	  Raustiala,	  supra	  note	  395,	  582,	  609.	  

483	  See	  Chapter	  1,	  Section	  II.B	  and	  Chapter	  1,	  Section	  III.C.	  



Chapter	  4	  

	   102	  

Articles	   of	   Agreement	   or	   the	   various	   agreements	   under	   the	   WTO	   umbrella	   are	   lengthy	  

procedures	  that	  require	  a	   large	  majority	  vote,	   if	  not	  consensus.484	  While	  a	  difficult	  amendment	  

procedure	  may	  ensure	   the	  stability	  of	  a	  carefully	  crafted	  compromise,	   later	  events	  can	  disturb	  

the	  delicate	  balance	  between	  stability	  and	  flexibility.	  The	  WTO	  offers	  an	  example	  of	  this.	  When	  

states	   originally	   negotiated	   the	   GATT	   exceptions	   for	   the	   protection	   of	   the	   environment,	   they	  

were	   not	   yet	   aware	   of	   climate	   change.	   Instead,	   the	   concern	   in	   the	   1950s	   was	   about	   global	  

cooling	   rather	   than	  about	  global	  warming.485	  The	  need	   for	  aggregate	  GHG	  emission	  reductions	  

hence	   was	   not	   yet	   appreciated.	   From	   the	   1970s	   onwards,	   concerns	   about	   global	   warming	  

increased,	   but	   as	   Chapter	   7	   will	   discuss,	   a	   state’s	   trading	   obligations	   can	   limit	   its	   ability	   to	  

respond	  to	  climate	  change	  when	  its	  responses	  have	  a	  negative	  impact	  on	  trade.	  

Fortunately,	  a	  “big	  bang”	  creation	  of	  a	  new	  formal	  international	  agreement	  is	  not	  necessarily	  the	  

only	  outcome	  of	  states’	  diplomatic	  interactions.	  Diplomatic	  interactions	  between	  states	  can	  also	  

lead	  to	  more	  incremental	  changes	   in	   international	  rules	  and	  principles	  on	  the	  exercise	  of	  state	  

sovereignty,	   such	  as	   the	  development	  of	   informal	   instruments.	  A	  prominent	  example	   is	   the	  no	  

harm/due	   diligence	   principle	   in	   international	   environmental	   law	   expressed	   in	   the	   Stockholm	  

Declaration	  of	  the	  1972	  UN	  Conference	  on	  the	  Human	  Environment	  and	  Rio	  Declaration	  of	  the	  

1992	  UN	  Conference	  on	  Environment	  and	  Development.486	  	  

B. Normative	  Change	  through	  International	  Institutions	  

A	  second	  avenue	  for	  normative	  change	  is	  through	  existing	  international	  institutions	  which	  play	  

an	  important	  role	  in	  providing	  an	  arena	  in	  which	  the	  dialectical	  process	  of	  normative	  change	  can	  

take	  place.	   First,	   these	   institutions	  provide	   fora	   to	   states	   to	   interact.	   Second,	  depending	  on	   its	  

constitutive	  instrument,	  an	  international	  institution	  may	  have	  a	  dispute	  settlement	  arm	  to	  settle	  

disputes	  between	  member	  states	  regarding	  the	  scope	  of	   their	  rights	  and	  obligations	  under	  the	  

international	  agreement.	  	  

(1) Fora	  for	  Inter-‐State	  Interactions	  

The	   inter-‐state	   interactions	   that	   can	   lead	   to	   normative	   change	   are	   not	   necessarily	   limited	   to	  

traditional	   diplomatic	   interactions	   between	   states,	   but	   can	   take	   place	  within	   an	   international	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

484	  UNFCCC,	  art.	  15;	  Kyoto	  Protocol,	  art.	  20;	  IMF	  Articles	  of	  Agreement,	  art.	  XXVIII;	  WTO	  Agreement,	  art.	  X.	  

485	  Fleming,	  supra	  note	  30,	  82,	  115,	  131-‐134.	  

486	  UN	  Conference	  on	  the	  Human	  Environment,	  Stockholm	  Declaration	  of	  the	  United	  Nations	  Conference	  on	  the	  Human	  
Environment,	  UN	  Doc	  A/CONF.48/14/REV.1,	  16	  June	  1972;	  Rio	  Declaration,	  supra	  note	  454.	  The	  no	  harm	  principle	  is	  
discussed	  in	  more	  detail	  in	  Chapter	  3,	  Section	  III.C(2).	  
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institution.	   For	   example,	   the	   UN	   provides	   a	   forum	   for	   multilateral	   interactions	   through	   the	  

General	  Assembly	  and	  Security	  Council.	   In	   the	  past,	  UN	  General	  Assembly	   resolutions,	   such	  as	  

the	  Friendly	  Relations	  Declaration,	  have	  played	  an	   important	   role	   in	  defining	   the	   scope	  of	   the	  

principle	   of	   non-‐intervention.487	  Debates	   in	   the	  UN	   Security	   Council	   on	   the	   legality	   of	   forcible	  

humanitarian	  intervention	  have	  also	  been	  significant	  in	  redefining	  the	  duties	  of	  sovereign	  states	  

towards	  their	  own	  citizens	  and	  the	  rights	  of	  other	  states	  to	  intervene.488	  

Another	   example	   is	   the	   range	   of	   formal	  mechanisms	   available	   to	   the	  WTO	   political	   bodies	   to	  

drive	   normative	   change.	   First,	   the	   Ministerial	   Conference	   and	   the	   General	   Council	   can	   issue	  

“authoritative	  interpretations”,	  based	  on	  recommendations	  by	  one	  of	  the	  specialized	  councils	  in	  

charge	   of	   overseeing	   particular	   agreements,489	  such	   as	   the	   Council	   for	   Trade	   in	   Goods	   or	   the	  

Council	  for	  Trade	  in	  Services	  for	  the	  issues	  studied	  in	  this	  thesis.490	  An	  interpretation	  is	  binding	  

upon	   all	   members	   and	   can	   affect	   the	   scope	   of	   their	   rights	   and	   obligations,	   although	   the	  

procedure	   of	   an	   authoritative	   interpretation	   cannot	   replace	   the	   amendment	   procedure.491	  

Second,	   in	   the	   context	   of	   the	   GATS,	   the	   Council	   for	   Trade	   in	   Services	   is	   charged	   with	   the	  

development	  of	  disciplines	  regarding	  domestic	  measures	  relating	  to	  qualification	  requirements	  

and	   procedures,	   technical	   standards	   and	   licensing	   requirements.492	  Once	   developed,	   these	  

disciplines	  will	  have	  an	  important	  impact	  on	  the	  balance	  between	  competing	  exercises	  of	  state	  

sovereignty.	  While	   the	  WTO	   political	   bodies	   can	   thus	   drive	   normative	   change,	   even	   between	  

trade	   rounds,	   Cottier	   points	   out	   that	   in	   practice	   instances	   of	   these	   formal	   mechanisms	   of	  

normative	  change	  have	  been	  exceptional.493	  

In	   addition,	   informal	  mechanisms	  exist	  within	   the	  WTO.	  Examples	   are	   the	   technical	  work	  and	  

discussions	  within	  various	  committees	  and	  working	  parties	  such	  as	  the	  Committee	  on	  Trade	  and	  

Environment,	  the	  Committee	  on	  Balance-‐of-‐Payments	  Restrictions	  or	  the	  Committee	  on	  Trade	  in	  

Financial	   Services	   that	   work	   independently	   under	   the	   authority	   of	   the	   Council	   for	   Trade	   in	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

487	  See	  Chapter	  3,	  Section	  III.C(1).	  

488	  Sandholtz	  and	  Sweet,	  “Law,	  Politics,	  and	  International	  Governance”,	  in	  Reus-‐Smit	  (Ed.)	  Politics	  of	  International	  Law	  
(2004),	  259.	  

489	  WTO	  Agreement,	  art.	  IX:2.	  

490	  Ibid.,	  art.	  IX:2	  jo.	  art.	  IV:5.	  	  

491	  Ibid.,	   art.	  IX:2;	  Van	  den	  Bossche,	  The	  Law	  and	  Policy	  of	   the	  World	  Trade	  Organization:	  Text,	  Cases,	  and	  Materials,	  
2nd	  ed.	  (2008),	  141-‐142.	  

492	  GATS,	  art.	  VI:4.	  

493	  Cottier,	  supra	  note	  476,	  50.	  
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Goods	   or	   the	   Council	   for	   Trade	   in	   Services.494	  Another	   example	   are	   the	   discussions	   on	   the	  

legality	   of	   technical	   regulations	   or	   standards	   that	   can	   take	   place	   within	   the	   Committee	   on	  

Technical	  Barriers	  to	  Trade.495	  Likewise,	  the	  WTO	  Secretariat	  can	  play	  a	  role	  in	  influencing	  norm	  

development	  through	  various	  background	  notes	  it	  develops,	  even	  if	  these	  officially	  do	  not	  affect	  

member	  states’	  rights	  and	  obligations.496	  

Still	   in	   the	   trade	   context,	   both	   FTAs	   studied	   in	   this	   thesis	   will	   establish	   an	   organisational	  

structure	  that	  can	  play	  a	  role	  in	  on-‐going	  normative	  development.	  The	  US–Korea	  FTA	  will	  create	  

a	   Joint	   Committee 497 	  as	   well	   as	   a	   Financial	   Services	   Committee	   to	   report	   to	   the	   Joint	  

Committee.498 	  Similarly,	   the	   EU–Korea	   FTA	   will	   establish	   a	   Trade	   Committee	   and	   various	  

specialized	   committees,	   including	   a	   Committee	   on	   Trade	   in	   Services,	   Establishment	   and	  

Electronic	   Commerce.499	  Within	   the	   specific	   context	   of	   the	   FTAs,	   these	   bodies	   will	   provide	   a	  

forum	  for	  normative	  change.	  

(2) Dispute	  Settlement	  

In	   addition	   to	   providing	   a	   forum	   for	   state	   interaction,	   some	   international	   institutions	   also	  

provide	  a	   forum	  for	  dispute	  settlement,	  such	  as	   the	   ICJ	  or	   the	  Permanent	  Court	  of	  Arbitration.	  

This	  avenue	  is	  particularly	  useful	  in	  efforts	  to	  rebalance	  states’	  freedoms	  in	  the	  exercise	  of	  state	  

sovereignty	   under	   general	   international	   law.	   Disputes	   that	   arise	   under	   trade	   liberalization	  

agreements	   such	   as	   the	   WTO	   agreements	   and	   the	   FTAs	   studied	   in	   this	   thesis	   are	   handled	  

through	  the	  specialized	  dispute	  settlement	  procedures	   instituted	  by	  these	  agreements.500	  Since	  

at	   least	   the	   1970s,	   the	   dispute	   settlement	   bodies	   under	   the	   GATT,	   and	   later	   on	   the	   WTO	  

agreements,	   have	   been	   very	   active	   in	   interpreting	   and	   developing	   the	   relevant	   provisions.501	  

Given	  the	  lack	  of	  success	  in	  the	  Doha	  Round,	  dispute	  settlement	  by	  the	  Appellate	  Body	  has	  been	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

494	  Van	  den	  Bossche,	  supra	  note	  491,	  126-‐127.	  

495	  TBT	  Agreement,	  art.	  14.	  

496	  See	  for	  example	  the	  recent	  note	  which	  includes	  statements	  on	  how	  the	  prudential	  carve-‐out	  should	  be	  interpreted	  
Council	   for	  Trade	   in	  Services	  and	  Committee	  on	  Trade	   in	  Financial	  Services,	  Financial	  Services:	  Background	  Note	  by	  
the	   Secretariat,	   S/C/W/312,	   S/FIN/W/73	   (3	   February	   2010),	   8-‐9.	   This	   note	   was	  more	   lenient	   towards	   regulating	  
states	  than	  an	  earlier	  note	  on	  the	  same	  topic:	  Council	  for	  Trade	  in	  Services,	  Financial	  Services:	  Background	  Note	  by	  the	  
Secretariat,	  S/C/W/72	  (2	  December	  1998).	  For	  further	  discussion,	  see	  Chapter	  9,	  Section	  V.	  

497	  US–Korea	  FTA,	  art.	  22.2.	  

498	  US–Korea	  FTA,	  art.	  13.16.	  

499	  EU–Korea	  FTA,	  art.	  15.1-‐15.2.	  

500	  DSU,	   art.	  23;	  US–Korea	   FTA,	   art.	  13.18	   jo.	  Chapter	   22	   and	   art.	  13.19	   jo.	   Chapter	   11;	   EU–Korea	   FTA,	   art.	  7.45	   jo.	  
Chapter	  14.	  

501	  Sandholtz	  and	  Sweet,	  supra	  note	  488,	  250;	  Cottier,	  supra	  note	  476,	  50-‐51.	  
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a	  more	   important	   force	   for	   normative	   development	  within	   the	  WTO	   than	   the	   development	   of	  

new	  agreements	  or	  the	  amendment	  of	  existing	  agreements.502	  	  

An	  advantage	  of	  dispute	  settlement	  as	  a	  place	   for	  contestation	  and	   interaction	   is	   that	   it	  allows	  

for	   the	   immediate	   testing	   of	   the	   “tension”	   that	   arises	   out	   of	   colliding	   exercises	   of	   state	  

sovereignty.	  As	  soon	  as	  a	  state	  feels	  the	  negative	  impact	  of	  another	  state’s	  actions	  or	  omissions,	  

it	   could	   invoke	  a	  violation	  of	   an	  existing	   limit	   such	  as	   an	  exercise	  of	   jurisdiction	   incompatible	  

with	   one	   of	   the	   principles	   allocating	   jurisdiction.	   This	   violation	   would	   initially	   be	   raised	   in	  

negotiations	  and	  consultations	  with	  the	  other	  state	  and,	  if	  unsuccessful,	  through	  formal	  dispute	  

settlement	  procedures.	  The	  affected	  state	  does	  not	  need	  to	  wait	  until	  all	  the	  other	  states	  agree	  

on	  the	  importance	  of	  the	  issue,	  commit	  resources	  to	  international	  negotiations,	  and	  develop	  new	  

rules	  or	  principles	   governing	   the	   exercise	  of	   state	   sovereignty.	  Obviously,	   claiming	   a	   violation	  

does	  not	  necessarily	  entail	  a	  confirmation	  of	  the	  affected	  state’s	  rights.	  Nevertheless,	  the	  ensuing	  

debate	  will	  illustrate	  tangible	  problems	  with	  the	  application	  of	  the	  prevailing	  international	  rules	  

and	  principles	   in	  the	  context	  of	   increasing	   interdependence.	   It	  also	  provides	  an	  opportunity	  to	  

refine	   these	   rules	   and	   principles	   through	   the	   exchange	   of	   arguments,	   comments	   and	  

justifications.	  

This	  dynamic	  is	  particularly	  clear	  in	  the	  context	  of	  defensive	  mechanisms	  used	  to	  protect	  macro-‐

financial	   stability.	   Capital	   controls	   can	  protect	   state	  A	   against	   the	  negative	   impact	   of	   state	  B’s	  

monetary	  management	  policies,	  for	  example	  an	  expansive	  monetary	  policy	  or	  lax	  credit	  creation	  

limits.	   These	   controls	   do	   not	   require	   state	   B	   to	   change	   its	   monetary	   management	   policies,	  

although	  the	  controls	  will	  restrict	  its	  ability	  to	  trade	  with	  or	  invest	  in	  state	  A.	  If	  state	  A	  imposes	  

these	  capital	  controls,	  state	  B	  could	  start	  negotiations	  or	  consultations.	  If	  state	  B	  is	  not	  pleased	  

with	  the	  outcome	  of	  these	  steps,	  it	  can	  lodge	  a	  claim	  against	  state	  A	  before	  a	  WTO	  Panel,	  with	  the	  

possibility	   of	   appeal	   to	   the	   Appellate	   Body,	   or	   before	   an	   FTA	   Panel	   if	   state	   A	   and	   B	   have	  

concluded	  a	  FTA	  between	  them.	  The	  dispute	  process	  can	  clarify	  the	  scope	  of	  the	  obligations	  to	  

liberalize	   capital	   flows,	   and	   exceptions	   thereto,	   in	   the	   FTA	   or	   GATS.	   A	   formal	   decision	   by	   the	  

competent	  dispute	  settlement	  body	  sets	  a	  precedent	  for	  future	  interactions	  between	  state	  A	  and	  

state	  B,	  as	  well	  as	  between	  other	  WTO	  Members	  if	  the	  dispute	  is	  under	  GATS.	  

In	   the	   context	   of	   climate	   change,	   an	   affected	   state	   could	   consider	   trade	   restrictions	   against	  

another	   state.	  Even	   if	   a	  win	   in	  a	  WTO	  or	  FTA	  dispute	  may	  not	  directly	   lead	   the	  other	   state	   to	  

change	   its	   GHG	   emission	   policies,	   the	   clarification	   of	   the	   applicable	   rules	   and	   of	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

502	  McRae,	  supra	  note	  15,	  336-‐337.	  
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environmental	  exception,	   in	  particular,	  will	  set	  an	  important	  precedent.	  Even	  if	   the	  other	  state	  

decides	  not	  to	  comply	  with	  the	  decision,	  this	  rule-‐breaking	  behaviour	  is,	  as	  argued	  above,503	  not	  

necessarily	  rule-‐making.504	  

Normative	  change	  through	  dispute	  settlement	  is	  an	  incremental	  process	  that	  can	  at	  times	  move	  

slowly	  and	  in	  various	  directions.	  However,	  it	  is	  not	  necessarily	  as	  slow	  as	  might	  be	  expected.	  For	  

example,	   in	   the	   context	   of	   the	   link	   between	   trade	   and	   the	   environment,	   the	   outcome	   in	  US–

Shrimp	  was	  very	  different	   from	   the	  outcome	   in	  Tuna–Dolphin	  I.	   Yet	  only	   seven	  years	   separate	  

these	  decisions.	  As	  the	   long	  process	  to	  develop	  the	  Kyoto	  Protocol	   illustrates,	   treaty	  making	   is	  

not	  necessarily	  faster.	  	  

Despite	   the	   absence	   of	   a	   doctrine	   of	   binding	   legal	   precedent	   in	   international	   law,	   dispute	  

settlement	  outcomes	  are	  very	  influential.	  In	  the	  WTO	  context,	  Bhala	  argues	  that	  Appellate	  Body	  

decisions	   are	   highly	   authoritative	   in	   the	   reasoning	   of	   later	   cases505	  and	   create	   expectations	  

about	   how	   future	   cases	   will	   be	   decided.506	  He	   describes	   this	   phenomenon	   as	   de	   facto	   stare	  

decisis.507	  Any	  arguments	  to	  change	  the	  prevailing	  interpretations	  of	  some	  of	  the	  crucial	  articles	  

of	  the	  GATT	  and	  the	  GATS	  need	  to	  counter	  the	  authoritative	  force	  of	  the	  existing	  “precedents”.	  	  

This	  de	  facto	  stare	  decisis	  is	  both	  a	  blessing	  and	  a	  curse	  for	  normative	  change.	  On	  the	  one	  hand,	  it	  

is	  a	  blessing	  because	  without	  their	  authority,	  decisions	  would	  not	  be	  able	  to	  sustain	  normative	  

change.	  On	   the	  other	  hand,	   it	   is	  a	  curse	   if	   the	   imbalance	  between	  states’	  positive	  and	  negative	  

freedom	  stems	  from	  an	  existing	  decision,	  because	  the	  authoritative	  force	  of	  the	  existing	  decision	  

creates	   an	   obstacle	   to	   redressing	   the	   imbalance,	   particularly	   if	   there	   is	   no	   effective	   political	  

mechanism	  that	  can	  react	  swiftly	  to	  correct	  any	  imbalances	  created	  through	  dispute	  settlement,	  

as	  is	  the	  case	  in	  the	  context	  of	  the	  WTO.508	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

503	  See	  text	  accompanying	  footnote	  477.	  

504	  Sandholtz,	  supra	  note	  467,	  108-‐109.	  

505	  Bhala,	   “The	  Precedent	   Setters:	  De	  Facto	  Stare	  Decisis	   in	  WTO	  Adjudication	   (Part	  Two	  of	  a	  Trilogy)”,	   9	   Journal	  of	  
Transnational	  Law	  and	  Policy	  1	  (1999),	  3-‐4.	  

506	  Japan–Alcoholic	  Beverages	  II	  (AB),	  14.	  

507	  Bhala,	  supra	  note	  505,	  4.	  

508	  Alter,	  “Resolving	  or	  Exacerbating	  Disputes?	  The	  WTO’s	  New	  Dispute	  Resolution	  System”,	  79	  International	  Affairs	  
783	  (2003),	  795.	  
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Nevertheless,	   stare	  decisis	  does	   not	   require	   rigid	   adherence	   to	   earlier	   decisions.509	  A	   trade-‐off	  

can	  and	   should	  be	  made	  between,	  on	   the	  one	  hand,	   the	   stability	   and	  predictability	   created	  by	  

consistency	   in	   interpretation	   over	   time510	  and,	   on	   the	   other	   hand,	   the	   need	   to	   adapt	   to	   the	  

changing	  times	  and	  circumstances.511	  Making	  this	   trade-‐off	  between	  stability	  and	  adaptation	   is	  

particularly	  important	  in	  the	  WTO	  context.	  Panels	  and	  the	  Appellate	  Body	  often	  need	  to	  decide	  

on	   sensitive	   issues	   related	   to	   the	   interaction	  between	   trade	  and	  other	   societal	   values,	   such	  as	  

protection	  of	  the	  environment	  or	  macro-‐financial	  stability,	  on	  which	  the	  WTO’s	  political	  bodies	  

are	  slow	  to	  act.512	  	  

Finally,	   it	   needs	   to	   be	   borne	   in	   mind	   that	   formal	   dispute	   settlement	   is	   but	   one	   pathway	   to	  

normative	  change.	  Admittedly,	   it	   is	  a	  very	   important	  one	   in	   increasing	   interdependence,	  given	  

the	  power	   vested	  by	   trade	   liberalization	   agreements	   in	   dispute	  panels.	   It	   is	   probably	   also	   the	  

most	  realistic	  one.	  Nevertheless,	  other	  pathways	  remain	  open,	  and	  some	  of	  these	  can	  ultimately	  

lead	   to	   the	   “highway”	  of	  a	   re-‐interpretation	  by	  an	  adjudicator	  such	  as	   the	  Appellate	  Body.	  For	  

example,	  the	  non-‐state	  actors	  discussed	  in	  the	  next	  Section	  play	  an	  important	  role	  in	  developing	  

alternative	   interpretations,	  and	  in	  convincing	  not	  only	  the	  adjudicators	  but	  also	  the	  states	  that	  

are	   parties	   to	   the	   disputes	   into	   adopting	   the	   alternative	   interpretation	   of	   a	   specific	   rule	   or	  

principle	  that	  is	  central	  to	  a	  dispute.	  

C. Non-‐State	  Actors	  

While	  states	  are	  the	  main	  actors	   in	   international	   law,	  a	  wide	  range	  of	  non-‐state	  actors	  such	  as	  

non-‐governmental	   organisations,	   religious	   groups	   and	   lobbyists,	   play	   an	   important	   role	   in	  

shaping	   the	   outcome	   of	   a	   process	   of	   normative	   change.	   For	   example,	   they	   identify	   problems,	  

analyse	  different	  possible	  outcomes	  or	  actively	  promote	  norms	  and	  persuade	  a	  critical	  mass	  of	  

states	  of	  the	  appropriateness	  of	  the	  proposed	  new	  norms.513	  Once	  a	  norm	  has	  been	  modified,	  its	  

evaluation	  by	  non-‐state	  actors	  can	  furthermore	  bring	  the	  attention	  of	  states	  to	  the	  implications	  

of	  this	  modification	  and	  set	  in	  motion	  a	  new	  cycle	  of	  change.514	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

509	  Bhala,	  supra	  note	  505,	  130-‐137.	  

510	  Hilf,	   “Power,	  Rules	  and	  Principles–Which	  Orientation	   for	  WTO/GATT	  Law?”,	  4	   Journal	  of	  International	  Economic	  
Law	  111	  (2001),	  116-‐117.	  

511	  Bhala,	  supra	  note	  505,	  130.	  

512	  Ibid.,	  149.	  

513	  Finnemore	  and	  Sikkink,	   “International	  Norm	  Dynamics	  and	  Political	  Change”,	  52	   International	  Organization	  887	  
(1998),	  895-‐901;	  Brunnée	  and	  Toope,	  supra	  note	  315,	  60-‐65.	  
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Non-‐state	   actors	   can	   feed	   into	   the	   dialectical	   processes	   of	   normative	   change,	   discussed	   in	  

Sections	  A	  and	  B,	  in	  both	  direct	  and	  indirect	  ways.	  First,	  non-‐state	  actors	  can	  participate	  directly	  

by	   assisting	   states	   in	   diplomatic	   interactions	   or	   in	   dispute	   settlement	   proceedings	   through	  

expert	  advice	  about	  negotiation	  or	  litigation	  strategies.	  Non-‐state	  actors	  can	  also	  be	  included	  in	  

official	   state	   delegations,	   or	   their	   views	   can	   be	   incorporated	   into	   a	   state’s	   submissions	   in	   a	  

dispute	  settlement	  procedure.515	  Another	  avenue	  for	  direct	  participation	  is	  through	  assistance	  to	  

international	   institutions	   or	   dispute	   settlement	   bodies.	   For	   example,	   in	   2009,	   the	   Stiglitz	  

Commission	  discussed	   earlier,516	  provided	   input	   into	   the	  UN	  General	  Assembly’s	   deliberations	  

on	   the	  Global	  Financial	  Crisis.517	  Likewise,	   the	   International	  Law	  Commission,	  whose	  work	   for	  

the	  UN	  General	  Assembly	  on	  the	  codification	  and	  progressive	  development	  of	  international	  law	  

is	  considered	  highly	  influential,	  can	  shape	  the	  dialectical	  process	  of	  normative	  change.	  When	  it	  

comes	  to	  assisting	  dispute	  settlement	  bodies,	  experts	  can	  assess	  the	  risks	  related	  to	  a	  particular	  

state	  decision	  to	  allow	  a	  dispute	  settlement	  body	  to	  determine	  whether	  the	  state	  decision	  was	  

diligent.	  Non-‐state	  actors	  can	  also	  assist	  dispute	  settlement	  bodies	  through	  amicus	  curiae	  briefs	  

where	  the	  dispute	  settlement	  bodies	  allow	  this.518	  

Second,	   non-‐state	   actors	   can	   indirectly	   influence	   the	   dialectical	   process	   of	   normative	   change	  

through	  campaigns	  to	  affect	  public	  opinion	  with	  the	  goal	  of	  prompting	  political	  decision-‐makers	  

domestically	   and	   internationally	   into	   action.519 	  In	   addition,	   they	   can	   also	   lobby	   states	   or	  

international	  institutions	  directly.	  

The	   role	   played	   by	   non-‐state	   actors	   may	   not	   always	   be	   of	   major	   importance.	   For	   example,	  

Bartolomeusz	  points	  out	  that	  amicus	  curiae	  briefs	  play	  a	  relatively	  modest	  role.520	  However,	  the	  

precise	  role	  of	   these	  non-‐state	  actors	   is	  not	   important	   for	  present	  purposes,	  which	   is	   to	  give	  a	  

sample	  of	  the	  various	  dialectical	  processes	  through	  which	  normative	  change	  can	  take	  place.	  The	  

main	  point	  of	  this	  particular	  Section	  is	  to	  clarify	  that	  states	  are	  not	  the	  only	  actors	  in	  this	  process	  

of	  normative	  change.	  Bianchi	  develops	  Cheng’s	  metaphor	  of	  a	  play	  with	  the	  states	  as	  the	  stage	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

515 	  Bartholomeusz,	   “The	   Amicus	   Curiae	   before	   International	   Courts	   and	   Tribunals”,	   5	   Non-‐State	   Actors	   and	  
International	  Law	  209	  (2005),	  256,	  266.	  

516	  See	  text	  accompanying	  footnote	  235.	  
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actors,	  but	  with	  various	  other	  participants	   involved	   in	   the	  production.521	  This	   thesis	   considers	  

the	   script	   of	   the	  play	  more	   important	   in	   the	  quest	   for	   a	   liberal	   system	  of	   international	   law	   in	  

increasing	  interdependence	  than	  the	  question	  of	  the	  identity	  of	  the	  actors,	  whether	  on	  stage	  or	  

behind	   the	   scenes.	   The	   substantive	  drivers	   of	   normative	   change	  discussed	   in	   the	  next	   Section	  

determine	  this	  script.	  

III. SUBSTANTIVE	  DRIVERS	  OF	  NORMATIVE	  CHANGE	  TOWARDS	  A	  LIBERAL	  SYSTEM	  OF	  

STATES	  

Section	   II	   gave	   an	   overview	   of	   the	   wide	   variety	   of	   formal	   and	   informal	   dialectical	   processes	  

through	  which	  the	  contestation	  between	  different	  positions	  on	  the	  legality	  of	  specific	  exercises	  

of	   state	   sovereignty	   in	   increasing	   interdependence	   can	   take	   place.	   However,	   these	   processes	  

themselves	   do	   not	   guarantee	   an	   international	   legal	   system	   that	   creates	   the	   foundations	   for	   a	  

liberal	   system	   of	   states.	   The	   dialectical	   process	   of	   normative	   change	   is	   rudderless	   without	  

guidance	  on	  the	  substantive	  changes	  that	  should	  be	  made	  to	  the	  current	  rules	  and	  principles	  of	  

international	   law	   as	   a	   normative	   system.522	  It	   is	   incumbent	   upon	   international	   lawyers	   and	  

scholars	  to	  take	  a	  position	  on	  what	  the	  outcome	  of	  the	  dialectical	  processes	  ought	  to	  be	  for	  the	  

prevailing	  situation	  of	  interdependence.	  This	  Section	  looks	  into	  substantive	  norms	  that	  can	  drive	  

these	  processes	  towards	  an	  outcome	  that	  is	  compatible	  with	  liberal	  principles.	  	  

Suggesting	  possible	  outcomes	  of	  the	  normative	  “cycle”	  is	  not	  an	  easy	  task.	  As	  Special	  Rapporteur	  

Quentin-‐Baxter	   pointed	   out	   in	   his	   Fourth	   Report	   on	   International	   Liability	   for	   Injurious	  

Consequences	   Arising	   out	   of	   Acts	   Not	   Prohibited	   by	   International	   Law,	   “there	   is	   no	   simple	  

formula	  to	  reconcile	  one	  State’s	  right	  to	  freedom	  of	  action	  with	  another	  State’s	  right	  to	  freedom	  

from	   adverse	   transboundary	   effects”.523	  This	   thesis	   does	   not	   intend	   to	   devise	   such	   a	   formula.	  

Instead,	  it	  identifies	  normative	  principles	  that,	  consistent	  with	  the	  desirability	  of	  a	  liberal	  system	  

of	   states,	   can	   address	   existing	   imbalances	   between	   states’	   freedoms	   in	   the	   exercise	   of	   their	  

sovereignty	   in	   increasing	   interdependence.	  Consistent	  with	  the	  dialectal	  nature	  of	   the	  process,	  

any	   substantive	   changes,	   if	   successful,	   will	   also	   only	   establish	   the	   new	   benchmark	   for	   states’	  

behaviour	  for	  the	  time	  being.	  
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This	   Section	   examines	   substantive	   normative	   principles	   that	   can	  drive	   the	   dynamic	   processes	  

discussed	   in	   Section	   II	   and	   ensure	   a	   balance	   between	   states’	   positive	   and	   negative	   freedom,	  

thereby	  promoting	   states’	   co-‐existence	  and	   co-‐operation.	   It	   is	   argued	   that	   “interstitial	  norms”,	  

described	  by	  Lowe,	  can	  provide	  that	  guidance.	  	  

A. What	  are	  Interstitial	  Norms?	  

Interstitial	   norms	   are	   norms	   “operating	   in	   the	   interstices	   between	   [...]	   primary	   rules”,	   where	  

they	   can	  usefully	   direct	   the	   interaction	  between	  overlapping	  primary	  norms	   that	   compete	   for	  

application	  to	  a	  specific	  set	  of	  facts.524	  Lowe	  has	  described	  “interstitial	  norms”	  as	  “the	  engine	  of	  

change	   in	   international	   law”525	  and	   as	   providing	   colour	   in	   the	   “black-‐and-‐white”	   world	   of	  

primary	  rules.526	  He	  added	  that	   these	  norms	  “do	  not	   themselves	  have	  a	  normative	   force	  of	   the	  

traditional	  kind	  but	  instead	  operate	  by	  modifying	  the	  normative	  effect	  of	  other,	  primary	  norms	  

of	  international	  law”.527	  Unlike	  primary	  norms,	  interstitial	  norms	  are	  not	  backed	  by	  formal	  state	  

consent	   or	   by	   state	   practice	   combined	   with	   opinio	   iuris.528	  This	   is	   not	   a	   reflection	   of	   the	  

underdeveloped	  state	  of	  these	  norms	  that	  can	  be	  overcome	  over	  time.	  Rather,	  their	  conceptual	  

nature	   makes	   their	   coherent	   formulation	   into	   primary	   rules	   that	   define	   the	   rights	   and	  

obligations	  of	  states	  in	  the	  exercise	  of	  their	  sovereignty	  difficult.529	  	  

Interstitial	   norms	   are	   “drawn	   out”	   by	   a	   wide	   variety	   of	   participants,	   including	   political	  

representatives	  of	  states,	  international	  institutions	  and	  members	  of	  civil	  society	  or	  academia.530	  

However,	  that	  does	  not	  imply	  that	  the	  proponents	  of	  interstitial	  norms	  can	  make	  up	  these	  norms	  

as	  they	  see	   fit,	  but	  only	  that	   these	   interstitial	  norms	  are	  not	  derived	  from	  the	  same	  sources	  as	  

primary	  rules	  of	  international	  law.531	  Rather,	  they	  are	  based	  on	  considerations	  of	  equity	  and	  the	  

general	  cohesion	  of	  the	  legal	  system	  in	  which	  interstitial	  norms	  operate.532	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

524	  Lowe,	  supra	  note	  13,	  213-‐214.	  

525	  Ibid.,	  212.	  

526	  Ibid.,	  218.	  

527	  Ibid.,	  213.	  

528	  Ibid.,	  213,	  216.	  

529	  Ibid.,	  216.	  

530	  Ibid.,	  219-‐220.	  

531	  Ibid.,	  219.	  

532	  Ibid.,	  216.	  
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Lowe’s	  arguments	  on	  the	  development	  of	  interstitial	  norms	  resonate	  with	  Brunnée	  and	  Toope’s	  

insights	   on	   interactional	   international	   law.	   Brunnée	   and	  Toope	   argue	   that	   it	   is	   through	   social	  

interaction	  between	  and	  participation	  of	  various	  actors	  in	  a	  “community	  of	  practice”	  that	  shared	  

understandings533	  develop	   to	   support	   and	   maintain	   social	   norms,	   and	   through	   which	   these	  

social	   norms	   develop	   and	   maintain	   legal	   norms.534	  Lowe’s	   interstitial	   norms	   can	   be	   seen	   as	  

instances	   of	   these	   social	   norms	   that	   assist	   in	   developing	   and	   grounding	   legal	   norms.	  Brunnée	  

and	  Toope	  point	   out	   that	   the	   shared	  understandings	  underlying	   the	   social	   norms	   can	  be	   very	  

“thin”,	   and	   that	   in	   a	   diverse	   world	   such	   as	   ours	   this	   is	   often	   the	   case.535	  However,	   continued	  

interaction	  can	  deepen	  shared	  understandings	  and	  allow	  for	  more	  ambitious	   international	   law	  

to	  develop.536	  

Sections	  B	  to	  D	  discuss	  three	  possible	  interstitial	  norms	  that	  can	  create	  conditions	  conducive	  to	  

the	  development	  of	  more	  ambitious	  international	  law.	  

B. Locality	  

Locality	  incorporates	  the	  idea	  that	  states	  feeling	  the	  effects	  of	  an	  action	  should	  be	  allowed	  to	  act	  

in	  response.	  For	  example,	  when	  a	  state’s	  emission	  standards	  or	  regulation	  of	  credit	  creation	  by	  

internationally	   active	   banks	   conflict	   with	   those	   of	   its	   trading	   partners,	   the	   former	   should	   be	  

authorized	  to	  make	  the	  political	  decision	  on	  the	  appropriate	  hierarchy	  between	  trade	  and	  other	  

societal	  values.	  	  

Leaving	   the	   political	   decision	   to	   the	   state	   that	   feels	   the	   effects	   of	   an	   action	   is	   preferable	   for	  

several	  reasons.	  First,	  if	  an	  act	  and	  its	  negative	  effects	  are	  not	  located	  within	  the	  same	  territory,	  

the	  state	   in	  which	   the	  act	   takes	  place	  has	  very	   little	   incentive	   to	  regulate,	  as	   illustrated	  by	   the	  

free	   riding	   that	   is	   prevalent	   in	   relation	   to	   climate	   change	   mitigation	   efforts.	   Second,	   it	   is	  

consistent	  with	  decisional	  sovereignty,	  because	  it	  enables	  states	  to	  take	  decisions	  regarding	  acts	  

that	  affect	  them.	  Third,	  states	  are	  responsible	  towards	  their	  inhabitants	  for	  the	  protection	  of	  the	  

environment,	   health	   or	   financial	   stability.537	  If	   the	   decision	   on	   how	   to	   regulate	   activities	   that	  

have	  an	  impact	  on	  these	  matters	   is	   left	  to	  states	  where	  the	  activity	  takes	  place	  rather	  than	  the	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

533	  “Shared	   understandings”	   are	   defined	   by	   Brunnée	   and	   Toope	   as	   “collectively	   background	   knowledge,	   norms	   or	  
practices	   […].	  They	  are	  shared	  understandings	  precisely	  because	   they	  are	  generated	  and	  maintained	   through	  social	  
interaction”,	  see	  Brunnée	  and	  Toope,	  supra	  note	  315,	  64.	  

534	  Ibid.,	  15,	  75.	  

535	  Ibid.,	  42,	  81-‐82,	  86.	  

536	  Ibid.,	  81-‐82,	  356-‐357.	  

537	  Alter,	  supra	  note	  508,	  797.	  
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state	  where	  the	  impact	  is	  felt,	  the	  acting	  state	  will	  be	  able	  to	  affect	  people	  to	  whom	  it	  bears	  no	  

responsibility.	  

As	  a	  norm	  that	   identifies	   the	  appropriate	   locus	   for	  political	  decision-‐making,	   locality	   is	  a	  close	  

relative	   of	   subsidiarity.	   Subsidiarity	   is	   often	   applied	   when	   there	   are	   overlapping	   levels	   of	  

governance,	   for	   example	   in	   federal	   states	   or	   between	   states	   and	   supranational	   institutions,	   to	  

express	  a	  preference	  for	  the	  exercise	  of	  authority	  at	  the	  lowest	  possible	  level	  of	  government,538	  

depending	   on	   the	   scale	   of	   the	   problem	   to	   be	   addressed.	   If	   there	   is	   a	   collective	   interest	   in	  

regulation,	   the	   matter	   should	   be	   dealt	   with	   at	   the	   federal	   or	   supranational	   level.	   Locality	  

performs	   a	   similar	   function,	   albeit	   in	   the	   horizontal	   relationships	   between	   equally	   sovereign	  

states,	  by	  allowing	  the	  political	  decision	  to	  be	  made	  by	  the	  state	   that	   is	  closest	   to	   the	  negative	  

effects	  of	  actions	  that	  need	  to	  be	  regulated.	  

By	  shifting	   the	   focus	  away	   from	  the	  action	   itself	   towards	   the	  effects	  of	   this	  action,	   locality	  can	  

provide	  better	  protection	  for	  states’	  negative	  freedom,	  compared	  to	  the	  current	  priority	  given	  to	  

states’	  positive	  freedom.	  However,	  locality	  does	  not	  fully	  exclude	  collisions	  of	  sovereignty,	  as	  it	  is	  

possible	  that	  an	  act	  has	  an	  impact	  in	  both	  the	  state	  where	  it	  takes	  place	  as	  well	  as	  in	  other	  states.	  

Moreover,	  even	  if	  the	  state	  should	  be	  able	  to	  regulate	  a	  specific	  act	  because	  it	  feels	  the	  impact	  of	  

that	  act,	  the	  state	  should	  not	  therefore	  be	  allowed	  to	  regulate	  at	  its	  discretion	  and	  in	  turn	  cause	  a	  

negative	  impact	  on	  another	  state.	  Therefore,	  locality	  alone	  is	  not	  enough,	  and	  there	  is	  a	  need	  for	  

further	  normative	  principles	  to	  govern	  the	  exercise	  of	  state	  sovereignty	  to	  help	  ensure	  a	  balance	  

between	  states’	  negative	  and	  positive	  freedom.	  

C. Reasonableness	  

The	   second	   interstitial	   norm	   that	   can	   facilitate	   a	   better	   balance	   between	   states’	   negative	   and	  

positive	   freedom	   is	   that	   of	   “reasonableness”.	   Lowe	   described	   reasonableness	   as	   “perhaps	   the	  

most	   obvious	   example”	   of	   an	   interstitial	   norm.539	  As	   an	   interstitial	   norm,	   it	   can	   accommodate	  

tensions	   between	   conflicting	   primary	   rules,	   such	   as	   conflicting	   exercises	   of	   state	   sovereignty	  

that	   all	   benefit	   from	   a	   presumption	   of	   legality	   by	   virtue	   of	   one	   of	   the	   principles	   allocating	  

jurisdiction.	   Overlaying	   these	   principles	   with	   considerations	   of	   reasonableness	   is	   one	   step	  

towards	   limiting	   the	   positive	   freedom	   of	   states	   so	   as	   to	   avoid	   their	   exercises	   of	   jurisdiction	  

having	  a	  negative	  impact	  on	  other	  states.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

538 	  Feichtner,	   “Subsidiarity”,	   in	   Wolfrum	   (Ed.)	   The	   Max	   Planck	   Encyclopedia	   of	   Public	   International	   Law,	   at	  
<www.mpepil.com>.	  

539	  Lowe,	  supra	  note	  13,	  217.	  
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D. Good	  Neighbourliness	  

The	   third	   interstitial	   norm	   is	   good	   neighbourliness.	   Elements	   of	   this	   interstitial	   norm	   are	  

incorporated	  in	  the	  no	  harm/due	  diligence	  principle.	  However,	  good	  neighbourliness	  is	  broader	  

than	   the	   no	   harm/due	   diligence	   principle.	   As	   discussed	   above,540	  the	   no	   harm	   principle	   only	  

exists	   as	   a	   primary	   rule	   of	   international	   law	   in	   the	   environmental	   context,	   and	   even	   in	   that	  

context	   is	   rather	   limited.	   In	   other	   contexts,	   such	   as	   the	   regulation	   of	   economic	   affairs,	   good	  

neighbourliness	   could	   be	   employed	   to	   support	   a	   broader	   understanding	   of	   harm	   that	   occurs	  

through	   the	   exercise	  of	   sovereignty.	   Support	   for	   a	  broader	   conception	  of	   harm	   than	   currently	  

available	  under	  the	  no	  harm/due	  diligence	  principle	  can	  be	  found	  in	  the	  Preliminary	  Report	  on	  

International	   Liability	   for	   Injurious	   Consequences	   Arising	   out	   of	   Acts	   Not	   Prohibited	   by	  

International	  Law,	  in	  which	  Special	  Rapporteur	  Quentin-‐Baxter	  described	  the	  “concept	  of	  harm”	  

as	   a	   “principle	   governing	   legal	   development”.541	  To	   avoid	   confusion	   with	   the	   no	   harm/due	  

diligence	  principle,	  this	  thesis	  will	  refer	  to	  the	  interstitial	  norm	  as	  “good	  neighbourliness”.	  

The	  standard	  against	  which	  good	  neighbourly	  behaviour	  should	  be	  tested	  is	  one	  of	  due	  diligence.	  

Due	  diligence	  may	  even	  go	  as	  far	  as	  requiring	  states	  to	  adopt	  a	  precautionary	  approach	  and	  not	  

take	  a	  particular	  action	  when	  there	  is	  scientific	  uncertainty	  as	  to	  whether	  this	  action	  will	  lead	  to	  

harm	   or	   not.	   A	   precautionary	   approach	   is	   relevant	   beyond	   the	   context	   of	   international	  

environmental	   law	   in	  which	   it	   is	   currently	   recognized.	   For	   example,	  when	   it	   comes	   to	   actions	  

and	   omissions	   that	   threaten	   macro-‐financial	   stability,	   the	   precise	   link	   between	   financial	  

regulation	  and	  the	  macro-‐economy	  is	   in	  general	  poorly	  understood	  and	   is	  something	  to	  which	  

mainstream	  economists	  have	  only	  recently	  turned	  their	  attention.542	  	  

Closely	  related	  to	  good	  neighbourliness	  is	  the	  abuse	  of	  rights	  doctrine.543	  Under	  this	  doctrine	  of	  

civil	  law	  origins544	  abusive	  exercises	  of	  rights	  are	  violations	  of	  international	  law.	  The	  doctrine	  is	  

useful	  for	  several	  purposes:	  to	  limit	  broadly	  defined	  rights,	  such	  as	  the	  wide	  freedoms	  granted	  to	  

states	   in	   the	   exercise	   of	   their	   sovereignty;	   to	   reduce	   conflicts	   with	   other	   rights	   of	   similar	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

540	  See	  Chapter	  3,	  Section	  III.C(2).	  

541	  International	  Law	  Commission,	  Preliminary	  Report	  on	  International	  Liability	  for	  Injurious	  Consequences	  Arising	  out	  
of	  Acts	  Not	  Prohibited	  by	  International	  Law,	  by	  Mr.	  Robert	  Q.	  Quentin-‐Baxter,	  Special	  Rapporteur,	  UN	  Doc	  A/CN.4/334	  
and	  Add.1	  &	  Corr.1	  and	  Add.2	  (1980),	  para.	  38.	  

542 	  Pavlova	   and	   Rigobon,	   International	   Macro-‐Finance	   (15	   February	   2011),	   at	  
<http://www.voxeu.org/index.php?q=node/6110>.	  

543	  Kiss	   and	  Shelton	  describe	   abuse	  of	   rights	   as	   “the	   conduit	   towards	  a	   legal	   solution	  based	  on	   the	  existence	  of	   an	  
autonomous	   norm”,	   see	   Kiss	   and	   Shelton,	   supra	  note	   439,	   273;	   Kiss,	   “Abuse	   of	   Rights”,	   in	  Wolfrum	   (Ed.)	  The	  Max	  
Planck	  Encyclopedia	  of	  Public	  International	  Law,	  at	  <www.mpepil.com>.	  	  

544	  Byers,	  “Abuse	  of	  Rights:	  An	  Old	  Principle,	  A	  New	  Age”,	  47	  McGill	  Law	  Journal	  389	  (2002),	  395.	  



Chapter	  4	  

	   114	  

standing	   in	   international	   law;	   and	   to	   fill	   normative	   gaps.545	  It	   is	   no	   surprise,	   then,	   that	   states	  

often	  invoke	  it	  in	  state-‐to-‐state	  litigation.546	  However,	  because	  the	  abuse	  of	  rights	  doctrine	  turns	  

otherwise	  lawful	  exercises	  of	  sovereignty	  into	  a	  breach	  of	  international	  law,	  it	  is	  not	  universally	  

accepted.547	  Moreover,	   continuing	  disagreement	  on	   the	  precise	   contours	  of	   the	  abuse	  of	   rights	  

doctrine	   in	   current	   international	   law	  undermines	   the	  doctrine’s	  utility	   as	   an	  effective	   limit	   on	  

states’	   exercise	   of	   their	   positive	   freedom	   when	   this	   exercise	   reduces	   other	   states’	   negative	  

freedom.	   Brownlie	   argues	   that	   the	   principle	   does	   not	   exist	   as	   a	   general	   principle	   in	   positive	  

law.548	  Rather	  than	  attempting	  to	  find	  common	  ground	  on	  the	  meaning	  of	  “abuse	  of	  rights”	  as	  a	  

primary	  norm,	  an	  alternative	  approach	  would	  be	  to	  consider	  the	  abuse	  of	  rights	  doctrine	  as	  an	  

interstitial	  norm,549	  closely	  related	  to	  the	  idea	  that	  rights	  and	  obligations	  needs	  to	  be	  exercised	  

in	  good	  faith.	  	  

Good	  neighbourliness	  can	  help	  to	  guarantee	  the	  liberal	  nature	  of	  international	  law	  by	  clarifying	  

the	   boundaries	   on	   states’	   positive	   freedom	   necessary	   to	   ensure	   that	   it	   is	   not	   prioritized	   over	  

negative	   freedom.	   At	   the	   same	   time,	   states	   cannot	   expect	   to	   have	   their	   negative	   freedom	  

completely	   shielded	   from	   external	   interference	   in	   increasing	   interdependence.	   Some	   external	  

effects,	   even	   negative	   ones,	   may	   need	   to	   be	   tolerated	   to	   ensure	   that	   other	   states’	   positive	  

freedom,	   and	   by	   extension	   their	   decisional	   sovereignty,	   is	   not	   unduly	   restricted.	   In	   these	  

situations,	   good	   neighbourliness	   combines	   with	   the	   interstitial	   norm	   of	   reasonableness	   to	  

require	  that	  states	  negatively	  affected	  by	  another	  states’	  actions	  or	  omissions	  in	  the	  exercise	  of	  

their	   positive	   freedom	   tolerate	   reasonable	   exercises	   of	   sovereignty,	   despite	   the	   impacts.	   A	  

determination	   of	   what	   constitutes	   “reasonable”	   behaviour	   of	   a	   “good	   neighbour”	   cannot	   be	  

made	  in	  the	  abstract,	  but	  will	  have	  to	  be	  assessed	  on	  a	  case-‐by-‐case	  basis.	  These	  assessments	  are	  

part	   and	   parcel	   of	   the	   dynamic	   processes	   for	   normative	   change	   as	   they	   help	   to	   refine	   the	  

boundaries	  of	  acceptable	  state	  behaviour.	  

IV. REINTERPRETATION	  OF	  CONDITIONAL	  LIMITS	  AND	  DEFENSIVE	  MECHANISMS	  

Having	   identified	   the	  processes	  and	  the	  substantive	  drivers	  of	  normative	  change	   in	  Sections	   II	  

and	   III,	   this	   Section	   argues	   that	   the	   prime	   candidates	   for	   reinterpretation	   are	   the	   conditional	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

545	  Ibid.,	  397,	  403,	  423.	  

546	  Ibid.,	  398-‐402.	  

547	  Ibid.,	  410;	  Kiss,	  supra	  note	  543.	  

548	  Brownlie,	  supra	  note	  327,	  430.	  

549	  Lowe,	  supra	  note	  13,	  218;	  Byers,	  supra	  note	  544,	  422-‐423.	  
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limits	   on	   the	   exercise	   of	   state	   sovereignty	   in	   general	   international	   law	   and	   the	   limits	   on	   the	  

legality	   of	   defensive	   mechanisms	   in	   specialized	   international	   law.	   As	   discussed	   above, 550	  

conditional	   limits,	   such	   as	   the	   no	   harm/due	   diligence	   principle,	   restrict	   exercises	   of	   positive	  

freedom	   if	   these	   would	   adversely	   affect	   other	   states.	   In	   contrast,	   rules	   that	   determine	   the	  

legality	  of	  defensive	  mechanisms	  take	  the	  form	  of	  “a	  State	  may	  do	  X	  to	  avoid	  an	  adverse	  external	  

impact”.	   The	   remaining	   Chapters	   of	   this	   Part	   analyse	   how	   the	   interstitial	   norms	   discussed	   in	  

Section	  III	  can	  drive	  the	  dialectical	  processes	  through	  which	  the	  reinterpretation	  of	  the	  limits	  on	  

the	   legality	   of	   defensive	   mechanisms	   and	   the	   conditional	   limits	   that	   currently	   exist	   in	  

international	  law	  can	  occur.	  

The	  choice	  to	  reinterpret	  conditional	   limits	  and	   limits	  on	  the	   legality	  of	  defensive	  mechanisms	  

does	  not	  exclude	  the	  development	  of	  new	  direct	  limits	  on	  the	  exercise	  of	  state	  sovereignty	  as	  a	  

pathway	  to	  protecting	  the	  liberal	  nature	  of	  international	  law.	  However,	  as	  Section	  II.A	  discussed,	  

the	   requirement	   of	   consent	   in	   practice	   is	   often	   an	   obstacle	   to	   the	   creation	   of	   direct	   limits	   in	  

situations	  of	  increasing	  interdependence.	  	  

The	   aim	   of	   the	   reinterpretation	   would	   be	   to	   improve	   the	   availability	   of	   conditional	   limits	   to	  

restrict	   states’	   actions	   or	   omissions	   that	   can	   negatively	   affect	   other	   states	   as	   well	   as	   the	  

availability	  of	  defensive	  mechanisms	  through	  a	  more	  lenient	  interpretation	  of	  the	  current	  limits	  

on	  their	  legality.	  This	  approach	  has	  a	  number	  of	  advantages.	  

To	  start,	  the	  foundations	  of	  conditional	  limits	  and	  defensive	  mechanisms	  are	  already	  available	  in	  

international	   law.	   Moreover,	   conditional	   limits	   and	   limits	   on	   the	   legality	   of	   defensive	  

mechanisms	   are	   inherently	   flexible.	   There	   are	   at	   least	   four	   reasons	   for	   this	   flexibility.	   First,	  

conditional	  limits	  and	  defensive	  mechanisms	  are	  only	  available	  when	  there	  is	  a	  potential	  threat	  

of	  an	  externally	  caused	  impact	  on	  a	  state’s	  negative	  freedom.	  When	  such	  a	  threat	  is	  absent,	  the	  

acting	   state’s	   positive	   freedom	   is	   not	   affected.	   Second,	   they	   are	  more	   future	  proof	   than	  direct	  

limits.	  Should	  there	  no	  longer	  be	  a	  need	  to	  protect	  domestic	  affairs	  against	  a	  particular	  negative	  

effect,	   the	   conditional	   limits	   and	   the	   limits	   on	   the	   legality	   of	   defensive	   mechanisms	   become	  

redundant.	   Acting	   states	   thus	   will	   not	   have	   to	   fear	   unnecessary	   restraints	   on	   their	   positive	  

freedom.	   In	   contrast,	   direct	   limits	   would	   continue	   to	   limit	   states’	   actions,	   with	   potentially	  

detrimental	   effects	   on	   state	   sovereignty,	   even	   if	   no	   longer	   needed	   to	   protect	   other	   states’	  

negative	   freedom.	  Third,	   the	  no	  harm/due	  diligence	  principle	   and	   the	   limits	   on	   the	   legality	   of	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

550	  See	  Chapter	  3,	  Section	  III.C.	  



Chapter	  4	  

	   116	  

defensive	  mechanisms	  are	  expressed	  in	  general	  terms.551	  The	  inherent	  flexibility	  allows	  for	  the	  

progressive	  adaptation	  of	  the	  law	  to	  a	  complex	  and	  continuously	  changing	  reality,	  which	  should	  

ultimately	  lead	  to	  more	  effective	  responses	  to	  global	  problems.	  No	  legal	  system	  can	  anticipate	  all	  

situations,	  particularly	  not	  complex	  situations	  of	  increasing	  interdependence.	  This	  is	  even	  more	  

so	  for	  international	  law,	  which	  is	  notoriously	  slow	  to	  develop.	  

While	   the	   thesis	   argues	   for	   the	   reinterpretation	   of	   both	   conditional	   limits	   and	   limits	   on	   the	  

legality	   of	   defensive	   mechanisms,	   it	   considers	   defensive	   mechanisms	   to	   be	   more	   suitable	   to	  

protect	   states’	   domestic	   affairs	   in	   increasing	   interdependence	   and	   therefore	   expresses	   a	  

preference	  for	  improving	  the	  legality	  of	  defensive	  mechanisms.	  	  

Defensive	  mechanisms	  are	  preferable	  over	  conditional	   limits	  because	   they	   focus	  on	  protecting	  

the	   domestic	   affairs	   of	   a	   state	   against	   a	   negative	   external	   impact,	   regardless	   of	   whether	   the	  

impact	   results	  directly	   from	  an	  action	  of	   another	   state	  or	   from	  a	  more	   complex	   interaction	  of	  

various	  contributory	  factors	  originating	  from	  different	  states.	  Therefore,	  defensive	  mechanisms	  

can	  offer	  protection	  against	  actions	  of	  other	  states	   that	  are	  not	  necessarily	   intended	   to	  have	  a	  

negative	  impact	  abroad.	  For	  example,	  the	  US	  Federal	  Reserve	  Bank’s	  decision	  in	  November	  2010	  

to	  engage	  in	  a	  second	  round	  of	  “quantitative	  easing”	  through	  the	  buyback	  of	  government	  bonds	  

injected	  cash	  into	  the	  US	  economy.	  While	  this	  decision	  was	  not	  officially	  intended	  to	  manipulate	  

the	   exchange	   rate	   of	   the	   US	   dollar,	   US	   investors	   used	   the	   newly	   available	   funds	   to	   invest	   in	  

higher	   yielding	   emerging	   markets.	   These	   investments	   increased	   the	   demand	   for	   foreign	  

currencies	  and	  increased	  the	  supply	  of	  the	  US	  dollar,	  resulting	  in	  an	  appreciation	  of	  the	  foreign	  

currencies	  compared	  to	  the	  US	  dollar.	  If	  legally	  available,	  the	  use	  of	  defensive	  mechanisms	  such	  

as	  capital	  controls552	  could	  protect	  the	  “destination”	  states	  of	  these	  funds	  against	  the	  inflows	  of	  

“hot	  money”.	  

Moreover,	   in	   increasing	   interdependence,	   private	   actors	   engaged	   in	   cross-‐border	   trade	   often	  

cause	  the	  negative	  impact	  when	  they	  are	  inadequately	  regulated	  by	  their	  home	  state.	  When	  an	  

affected	  state	  uses	  a	  defensive	  mechanism	  that	  involves	  a	  trade	  restriction,	  these	  private	  actors	  

of	   foreign	   origin	   are	   directly	   affected.	   If	   the	   private	   actors	  want	   to	   continue	   trading	  with	   the	  

affected	  state,	  they	  will	  have	  to	  adapt	  their	  behaviour	  or	  put	  domestic	  political	  pressure	  on	  their	  

own	  government	   to	  make	   the	  political	   choice	  between	  a	   lower	   level	  of	   regulation	  and	  a	   lower	  

level	  of	  exporting	  opportunities.	  For	  example,	  US	  investment	  banks	  convinced	  the	  US	  Securities	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

551	  de	  Sadeleer,	  Environmental	  Principles:	  From	  Political	  Slogans	  to	  Legal	  Rules	  (2002),	  259.	  

552	  The	  legality	  of	  capital	  controls	  is	  discussed	  in	  Chapter	  9,	  Sections	  II.C	  and	  IV.E.	  
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and	   Exchange	   Commission	   to	   develop	   a	   voluntary	   regulatory	   framework	   based	   on	  Basel	   II,553	  

which	   the	   US	   had	   not	   fully	   implemented,	   to	   ensure	   that	   its	   regulation	   would	   meet	   the	  

requirement	  of	  equivalence	  with	  regulations	  imposed	  by	  the	  EU	  on	  any	  financial	  conglomerates	  

that	  want	  to	  operate	  within	  the	  EU.554	  Private	  actors	  could	  also	  put	  pressure	  on	  the	  affected	  state	  

to	  remove	  the	  trade	  restriction,	  but	  this	  may	  not	  always	  be	  possible,	  particularly	  not	  when	  the	  

affected	  state	  is	  a	  strong	  economy	  that	  does	  not	  depend	  on	  the	  private	  actor’s	  good	  or	  services.	  

In	  contrast,	  when	  invoking	  conditional	  limits	  such	  as	  the	  no	  harm/due	  diligence	  principle	  when	  

other	  states	  fail	  to	  regulate	  private	  actors	  within	  their	  territory,	  the	  affected	  state	  still	  depends	  

on	  the	  territorial	  state	  to	  adopt	  the	  necessary	  regulation.	  

Defensive	  mechanisms	   are	   also	   preferable	   over	   conditional	   limits	   when	   it	   comes	   to	   a	   formal	  

legal	  dispute.	  When	  a	  state	  affected	  by	  another	  state’s	  actions	  or	  omissions	  invokes	  the	  violation	  

of	   a	   conditional	   limit,	   it	  will	   be	   the	   claimant.	   Thus,	   it	  will	   have	   to	  prove	   that	   the	   other	   states’	  

actions	   are	   illegal	   and	   establish	   the	   causal	   link	   between	   the	   other	   state’s	   actions	   and	   the	  

negative	   impact	   it	   has	   felt.	   Establishing	   causation	   in	   complex	   situations	   of	   increasing	  

interdependence	  is	  an	  important	  obstacle	  to	  the	  success	  of	  a	  claim	  based	  on	  a	  conditional	  limit.	  

If,	  on	  the	  other	  hand,	  the	  state	  relies	  on	  a	  defensive	  mechanism,	  i.e.	  a	  trade	  restriction,	  the	  other	  

state	  will	  have	  to	  challenge	  the	  legality	  of	  the	  defensive	  mechanism	  before	  a	  WTO	  or	  FTA	  Panel.	  

If	   another	   state	   chooses	   to	   challenge,	   it	  will	   then	  have	   to	   establish	   that	   international	   law	  was	  

violated	  whereas	  the	  state	  using	  the	  defensive	  mechanism	  has	  to	  make	  a	  prima	  facie	  case	  that	  an	  

exception	  exculpates	  the	  violation.	  

Despite	  this	  preference	  for	  defensive	  mechanisms,	  conditional	   limits	  can	  still	  play	  a	  useful	  role	  

when	  the	  negative	  impact	  does	  not	  result	  from	  a	  lack	  of	  regulation	  but	  rather	  from	  the	  policies	  

of	  another	  state.	  Examples	  of	  these	  are	  decisions	  relating	  to	  the	  management	  of	  official	  reserves	  

that	   affect	   the	   exchange	   rate,	   and	   by	   extension	   the	   economy,	   of	   the	   state	   issuing	   the	   reserve	  

currency,	  or,	  decisions	  regarding	   the	   level	  of	  a	   fixed	  exchange	  rate.	   In	   the	  climate	  change	  case	  

study,	   emissions	   of	   a	   state-‐owned	   steel	   producer	   can	   contribute	   to	   climate	   change	   that	   has	   a	  

negative	  impact	  on	  other	  states.	  

A	  potential	  downside	  of	   relying	  on	  defensive	  mechanisms	   is	   that	   they	   can	   increase	   conflicting	  

exercises	  of	  sovereignty,	  which	  can	  lead	  to	  disputes.	  For	  example,	  state	  A	  might	  feel	  harmed	  by	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

553	  The	  Basel	  Accords	  are	  discussed	  in	  Chapter	  8,	  Section	  III.	  

554	  Scott,	   “Reducing	   Systemic	  Risk	   through	   the	  Reform	  of	   Capital	   Regulation”,	   13	   Journal	  of	   International	  Economic	  
Law	  763	  (2010),	  765.	  
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state	  B’s	  lack	  of	  environmental	  or	  financial	  regulation	  and	  restrict	  imports	  or	  services	  that	  fail	  to	  

meet	   a	   minimum	   standard.	   State	   B	   might	   in	   turn	   experience	   this	   as	   a	   limit	   on	   its	   trading	  

opportunities	   to	   which	   it	   needs	   to	   respond.	   Some	   international	   lawyers	   may	   find	   this	   a	  

disturbing	  evolution.	  However,	  this	  thesis	  considers	  such	  regulatory	  conflicts	  are	  an	  important	  

part	  of	  the	  dialectical	  process	  of	  normative	  change,	  as	  long	  as	  the	  disputes	  are	  settled	  peacefully	  

either	  through	  consultations	  between	  parties	  or	  by	  a	  third	  party	  adjudicator	  if	  consultations	  fail.	  

Regulatory	  conflicts	  provide	  an	  opportunity	  for	  states	  to	  have	  a	  discourse	  about	  the	  appropriate	  

rules	  in	  any	  given	  situation	  and	  to	  modify	  the	  rules	  through	  contestation.555	  	  

V. CONCLUSION	  

This	   Chapter	   has	   argued	   for	   dialectical	   processes	   of	   change,	   driven	   by	   interstitial	   norms,	   to	  

ensure	  that	  international	  law	  provides	  the	  legal	  scaffolding	  to	  support	  a	  liberal	  system	  of	  states	  

in	  increasing	  interdependence.	  	  

The	   remaining	   Chapters	   of	   Part	   II	   have	   two	   overarching	   goals.	   One	   is	   to	   analyse	  whether	   the	  

rules	   and	   principles	   governing	   the	   exercise	   of	   state	   sovereignty	   in	   specific	   situations	   of	  

increasing	   interdependence,	   such	  as	   climate	   change	  mitigation	  and	  macro-‐financial	   instability,	  

support	   a	   liberal	   system	   of	   states.	   It	   will	   be	   argued	   that	   states’	   freedom	   to	   decide	   on	   their	  

climate	  change	  policies	  or	  on	   their	  monetary	  management	  policies	   is	  currently	  subject	   to	  very	  

few	  direct	   limits,	  even	   if	   their	  chosen	  policy	  mix	  adversely	  affects	  other	  states.	  States	  can	  thus	  

take	   policy	   decisions	   without	   having	   to	   take	   into	   account	   the	   full	   costs	   of	   their	   actions.	   The	  

existence	   of	   a	   broad	   positive	   freedom	   has	   an	   impact	   on	   the	   likelihood	   of	   international	  

agreements	   in	   response	   to	   international	  problems,	  which	   in	   international	   law	  relies	  on	  states’	  

consent.	  If	  an	  effective	  response	  to	  an	  international	  problem	  requires	  states	  to	  give	  up	  much	  of	  

the	  positive	  freedom	  to	  which	  they	  are	  entitled	  under	  international	  law,	  the	  consent	  needed	  for	  

the	  development	  of	  new	  international	  agreements	  will	  often	  not	  be	  forthcoming.	  Chapters	  7	  and	  

9	   discuss	   how	   trade	   liberalization	   obligations	   further	   increase	   the	   incentives	   to	   free	   ride,	  

because	   if	   states	  do	  not	   regulate	  within	   their	   territory,	   their	   exporters	   can	  gain	   a	   competitive	  

advantage	   over	   producers	   in	   another	   state	   that	   has	   decided	   to	   regulate.	   The	   knowledge	   that	  

other	  states	  will	  free	  ride	  and	  enjoy	  a	  competitive	  advantage	  if	  it	  regulates	  can	  dampen	  a	  state’s	  

willingness	  to	  regulate.	  	  
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The	  other	  goal	  of	  the	  following	  Chapters	  is	  to	  make	  suggestions	  for	  changes	  to	  international	  law	  

to	   help	   ensure	   that	   it	   continues	   to	   support	   a	   liberal	   system	   of	   sovereign	   states,	   even	   in	  

increasing	   interdependence.	   To	   this	   end,	   suggestions	   will	   be	   made	   as	   to	   how	   the	   interstitial	  

norms	   can	   assist	   with	   the	   reinterpretation	   of	   existing	   rules	   and	   principles	   on	   the	   exercise	   of	  

state	  sovereignty	  in	   line	  with	  the	  requirements	  of	  a	   liberal	  system	  of	  states.	  These	  suggestions	  

will	  be	  made	  in	  the	  context	  of	  general	  and	  specialized	  international	  law.	  	  
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CHAPTER	  5. RETURNING	  TO	  RELATIVE	  SOVEREIGNTY	  IN	  GENERAL	  INTERNATIONAL	  LAW	  

A	  recurring	  theme	  of	  this	  thesis	  is	  the	  pressure	  building	  under	  a	  legal	  system	  of	  sovereign	  states	  

in	   increasing	   interdependence.	   To	   ensure	   that	   international	   law	   continues	   to	   function	   as	   a	  

liberal	  system	  in	  which	  each	  state’s	  decisional	  sovereignty	  is	  protected,	  including	  through	  limits	  

on	  the	  exercise	  of	  sovereignty	  to	  ensure	  the	  equal	  sovereignty	  of	  other	  states,	  it	  has	  been	  argued	  

that	   it	   is	   necessary	   to	   prioritize	   the	   protection	   of	   states’	   negative	   freedom	   rather	   than	   their	  

positive	   freedom.	   As	   discussed	   in	   Chapter	   3,	   the	   current	   rules	   and	   principles	   of	   general	  

international	   law	   that	   govern	   the	   exercise	   of	   state	   sovereignty	   result	   in	   a	   concept	   of	   state	  

sovereignty	   that	   is	   far	   less	   relative	   than	   it	   ought	   to	   be	   because	   of	   the	   emphasis	   on	   positive	  

freedom	   at	   the	   expense	   of	   negative	   freedom.	   The	   analysis	   in	   the	   current	   Chapter	   examines	  

whether	  there	  is	  scope	  to	  reinterpret	  these	  rules	  and	  principles	  in	  line	  with	  the	  overall	  goal	  of	  a	  

liberal	  system	  of	  states	  and	  the	  requirements	  of	  the	  interstitial	  norms	  discussed	  in	  Chapter	  4.	  

The	   thesis	   does	   not	   argue	   that	   all	   the	   rules	   and	   principles	   of	   general	   international	   law	   that	  

govern	  the	  exercise	  of	  state	  sovereignty	  require	  reinterpretation.	  In	  light	  of	  the	  importance	  of	  a	  

liberal	  system	  of	  states	  to	  ensure	  co-‐existence	  and	  co-‐operation	  of	  very	  different	  states,	  Chapter	  

2	  has	  argued	  that	  international	  law	  should	  remain	  a	  liberal	  system	  of	  states.	  Section	  I	  therefore	  

argues	  that,	  because	  of	  their	  fundamental	  importance	  to	  a	  liberal	  system	  of	  states	  and	  to	  states’	  

decisional	   sovereignty,	   the	  principle	   of	   non-‐intervention	   and	   sovereign	   consent	   should	  not	   be	  

reinterpreted.	  However,	  Section	  II	  suggests	  changes	  in	  two	  areas:	  a	  reinterpretation	  of	  the	  Lotus	  

Principle	  and	  the	  principles	  allocating	  jurisdiction	  guided	  by	  the	  interstitial	  norms	  to	  reduce	  the	  

broad	  protection	  given	   to	  states’	  positive	   freedom;	  and	  a	   reinterpretation	  of	   the	  no	  harm/due	  

diligence	  principle	  to	  ensure	  better	  protection	  of	  states’	  negative	  freedom.	  Section	  III	  concludes	  

that	   it	   is	  possible	   to	  address	   the	   imbalance	  between	  positive	  and	  negative	   freedom	   in	  general	  

international	  law	  through	  reinterpretation.	  

I. ENSURING	  THE	  FUNDAMENTAL	  ELEMENTS	  OF	  A	  LIBERAL	  SYSTEM	  OF	  STATES:	  NON-‐

INTERVENTION	  AND	  SOVEREIGN	  CONSENT	  

Due	   to	   the	   central	   position	   of	   concepts	   such	   as	   sovereign	   equality,	   the	   principle	   of	   non-‐

intervention	  and	  sovereign	  consent,	   international	   law	   is	  often	  described	  as	  a	   liberal	  system.556	  

The	  principle	   of	   non-‐intervention	   and	   the	   requirement	   of	   consent	   to	   international	   obligations	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

556	  See	  the	  references	  quoted	  in	  footnote	  18.	  
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are	   both	   important	   to	   protect	   states’	   decisional	   sovereignty	   and	   should	   therefore	   not	   be	  

reinterpreted.	  

Addressing	   first	   the	   principle	   of	   non-‐intervention,	   it	   should	   be	   noted	   that	   it	   underwent	   a	  

significant	   transformation	  during	   the	  second	  half	  of	   the	  20th	  century,	  when	   it	  was	  extended	   to	  

include	  instances	  of	  coercion	  that	  did	  not	  involve	  the	  use	  of	  armed	  force.557	  This	  transformation	  

allowed	  it	  to	  be	  distinguished	  from	  the	  prohibition	  on	  the	  use	  of	  force.	  If	  we	  take	  a	  step	  further	  

and	   remove	   the	   coercion	   requirement,	   any	   state	   action	   that	   has	   a	   transboundary	   impact	   on	  

another	  state	  could	  potentially	  be	  seen	  as	  an	   intervention.	   In	   increasing	   interdependence,	   this	  

could	   expose	   a	   state	   to	   claims	   of	   violations	   of	   the	   principle	   of	   non-‐intervention	   almost	   every	  

time	  it	  exercises	  its	  sovereignty.	  Thus,	  an	  expansion	  of	  the	  principle	  of	  non-‐intervention	  would	  

erode	  the	  idea	  of	  decisional	  sovereignty.	  Concerns	  regarding	  this	  could	  be	  addressed	  by	  adding	  a	  

due	   diligence	   standard	   of	   care,	   but	   then	   the	   principle	   of	   non-‐intervention	   would	   become	  

coterminous	  with	  the	  no	  harm/due	  diligence	  principle.	  

Alternatively,	   including	   inaction	   in	   the	  definition	  of	   intervention	  could	  expand	   the	  principle	  of	  

non-‐intervention,	   e.g.	   when	   states	   fail	   to	   regulate	   the	   private	   actors	   whose	   actions	   are	  

responsible	  for	  climate	  change	  or	  macro-‐financial	  instability,	  but	  only	  if	  the	  omission	  is	  done	  for	  

the	   purpose	   of	   coercing	   another	   state.	   If	   coercion	   is	   not	   required,	   inclusion	   of	   inaction	   in	   the	  

definition	  of	  intervention	  would	  lead	  to	  the	  untenable	  situation	  in	  which	  a	  state	  can	  be	  found	  to	  

be	  intervening	  in	  another	  state’s	  affairs	  when	  it	  acts	  as	  well	  as	  when	  it	  fails	  to	  act.558	  This	  is	  not	  a	  

concern	  for	  the	  no	  harm/due	  diligence	  principle	  because	  the	  obligations	  under	  the	  no	  harm/due	  

diligence	  principle	  are	  not	  triggered	  unless	  there	  is	  harm	  to	  another	  state.	  The	  principle	  of	  non-‐

intervention,	  however,	  is	  premised	  on	  the	  actions	  of	  a	  state,	  regardless	  of	  their	  consequences.	  	  

As	   for	   the	   requirement	   of	   sovereign	   consent	   to	   international	   obligations,	   it	   is	   undesirable	   to	  

reduce	  the	  importance	  of	  this	  requirement,	  despite	  it	  sometimes	  being	  an	  obstacle	  towards	  the	  

development	   of	   international	   obligations	   in	   situations	   of	   increasing	   interdependence. 559	  

Lessening	   the	   importance	   of	   consent	   can	   affect	   states’	   negative	   freedom	  by	   exposing	   them	   to	  

international	   obligations	   that	   go	   against	   values	   and	   interests	   that	   they	   hold	   dear.	   Hence,	   a	  

reduced	  consent	  requirement	  would	  affect	  states’	  decisional	  sovereignty.	  Watson	  has	  compared	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

557	  See	  text	  accompanying	  footnotes	  417-‐422.	  

558	  Rosenau,	  “Intervention	  as	  a	  Scientific	  Concept”,	  13	  Journal	  of	  Conflict	  Resolution	  149	  (1969),	  153.	  

559	  For	   a	   discussion	   of	   these	   difficulties	   in	   each	   of	   the	   case	   studies,	   see	   Chapter	   1,	   Section	   II.B(1)	   and	   Chapter	   1,	  
Section	  III.C.	  
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efforts	   to	   disregard	   the	   importance	   of	   state	   consent	   to	   a	   physicist	   “disregarding	   the	   law	   of	  

gravity	  because	  he	  prefers	  the	  results	  that	  can	  thus	  be	  obtained.”560	  

Rather	  than	  reducing	  the	  importance	  of	  consent,	  this	  thesis	  argues	  that	  the	  focus	  should	  be	  on	  

addressing	   the	   imbalances	  between	  states’	  positive	  and	  negative	   freedom.	  States	   still	  hold	   the	  

ultimate	  authority	  to	  decide	  in	  international	   law,	  not	  only	  on	  matters	  regarding	  their	  domestic	  

affairs,	  but	  also	  regarding	  co-‐operation	  on	  solutions	  to	  global	  problems.	  International	  law	  needs	  

to	  make	  it	  more	  attractive	  for	  states	  to	  co-‐operate	  in	  the	  provision	  of	  these	  solutions.	  One	  way	  is	  

to	  make	  states	   internalize	   the	  costs	  of	   their	  actions.	   International	   law	  has	  been	  able	   to	  do	  this	  

with	   some	   success	   in	   the	   context	   of	   trade	   liberalization	   agreements.	   Although	   these	   have	   not	  

fully	   liberalized	   trade,	   they	   have	   reduced	   instances	   of	   beggar-‐thy-‐neighbour	   behaviour,	   even	  

during	  the	  recent	  Global	  Financial	  Crisis.561	  States’	  agreement	  on	  co-‐operative	  instruments	  that	  

force	   them	   to	   internalize	   the	   costs	  of	   their	   actions	   is	   thus	  not	   impossible,	   but	  depends	  on	   the	  

incentives	   towards	   co-‐operation.	   This	   thesis	   suggests	   creating	   these	   incentives	   by	   improving	  

existing	   limits	   on	   states’	   freedom	   of	   action	   to	   achieve	   a	   balance	   between	   states’	   positive	   and	  

negative	  freedom	  in	  line	  with	  the	  requirements	  of	  a	  liberal	  system.	  

II. IMPROVED	  LIMITS	  ON	  STATES’	  FREEDOM	  OF	  ACTION	  

Chapter	  3	  concluded	  that	  state	  sovereignty	  is	  not	  the	  relative	  concept	   it	   is	  often	  thought	  to	  be,	  

due	   to	   the	   broad	   freedom	   to	   exercise	   state	   sovereignty	   combined	   with	   the	   limited	   reach	   of	  

principles	   protecting	   states’	   domestic	   affairs.	   This	   Section	   argues	   that	   interstitial	   norms	   can	  

modify	   the	   current	   interpretations	   of	   the	   traditional	   rules	   and	   principles	   defining	   the	  

boundaries	  of	   the	   legitimate	  exercise	  of	  state	  sovereignty	  to	  develop	  a	  better	  balance	  between	  

states’	  positive	  and	  negative	  freedom	  in	  situations	  of	  increasing	  interdependence.	  

A. A	  Less	  Radical	  Interpretation	  of	  the	  Lotus	  Judgment	  

As	   discussed	   in	   Chapter	   3,	   the	   Lotus	   Principle	   derived	   from	   the	   PCIJ’s	   Lotus	   judgment	   gives	  

states	   the	   right	   to	   exercise	   their	   authority	   freely	   within	   their	   own	   territory,	   even	   when	   the	  

exercise	   of	   their	   jurisdiction	   affects	   persons,	   property	   and	   acts	   outside	   their	   territory,	   unless	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

560	  Watson,	  supra	  note	  397,	  110.	  

561	  Baltensperger	   and	   Cottier,	   “The	   Role	   of	   International	   Law	   in	   Monetary	   Affairs”,	   13	   Journal	   of	   International	  
Economic	  Law	  911	  (2010),	  926-‐927;	  Viju	  and	  Kerr,	  “Protectionism	  and	  Global	  Recession:	  Has	  the	  Link	  Been	  Broken?”,	  
45	  Journal	  of	  World	  Trade	  605	  (2011);	  Wolfe	  and	  Halle,	  Did	  the	  Protectionist	  Dog	  Bark?	  Transparency,	  Accountability,	  
and	   the	   WTO	   During	   the	   Global	   Financial	   Crisis	   (March	   2011),	   at	  
<http://www.iisd.org/publications/pub.aspx?id=1434>.	  
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prohibited	   by	   international	   law. 562 	  This	   wide	   freedom	   creates	   problems	   in	   increasing	  

interdependence	   and	   it	   is	   therefore	  not	   surprising	   that	   there	  have	  been	   calls	   to	  disregard	   the	  

Lotus	  judgment.	  	  

Some	  ICJ	  judges	  have	  argued	  that	  the	  Lotus	  Principle	  no	  longer	  has	  a	  place	  in	  international	  law	  

and	   that	   the	   Lotus	   case	   is	   therefore	   no	   longer	   a	   relevant	   precedent.	   When	   the	   ICJ	   issued	   an	  

Advisory	  Opinion	  on	  the	  Legality	  of	  the	  Threat	  or	  Use	  of	  Nuclear	  Weapons,563	  President	  Bedjaoui	  

attached	  a	  Declaration	   in	  which	  he	  dismissed	   the	  Lotus	  Principle	  as	  no	   longer	  consistent	  with	  

current	  understandings	  of	  international	  law,	  stating	  that564	  

The	   resolutely	   positivist,	   voluntarist	   approach	   of	   international	   law	   still	   current	   at	   the	  
beginning	  of	  the	  century	  –and	  which	  the	  Permanent	  Court	  did	  not	  fail	  to	  endorse	  in	  the	  
[Lotus]	  Judgment–	  has	  been	  replaced	  by	  an	  objective	  conception	  of	  international	  law,	  a	  
law	  more	  readily	  seeking	  to	  reflect	  a	  collective	  juridical	  conscience	  and	  respond	  to	  the	  
social	  necessities	  of	  States	  organized	  as	  a	  community.	  

He	  argued	  that	  the	  ICJ’s	  controversial	  decision	  not	  to	  reach	  a	  definitive	  conclusion	  on	  the	  legality	  

of	  the	  threat	  or	  use	  of	  nuclear	  weapons	  “in	  an	  extreme	  circumstance	  of	  self-‐defence,	  in	  which	  the	  

very	  survival	  of	  a	  state	  would	  be	  at	  stake”565	  should	  not	  be	  seen	  by	  states	  as	  an	  authorization	  “to	  

act	  as	   they	  please”	  because	   “the	  Court	   […]	   is	   far	  more	  circumspect	   than	   its	  predecessor	   in	   the	  

‘Lotus’	  case	  in	  asserting	  today	  that	  what	  is	  not	  expressly	  prohibited	  by	  international	   law	  is	  not	  

therefore	  authorized”.566	  If	  President	  Bedjaoui	   is	   correct,	   states’	  positive	   freedom	   is	  now	  more	  

restricted	  than	  it	  was	  at	  the	  time	  of	  the	  Lotus	  judgment	  because	  states	  can	  no	  longer	  derive	  an	  

authorization	  to	  act	  from	  the	  absence	  of	  an	  express	  prohibition	  on	  these	  acts.	  

However,	  President	  Bedjaoui’s	  statement	  is	  at	  odds	  with	  the	  statement	  in	  the	  Advisory	  Opinion	  

itself	  that	  the	  approach	  in	  customary	  international	  law	  and	  in	  international	  treaties	  towards	  the	  

legality	  of	   the	   threat	  or	  use	  of	  nuclear	  weapons,	  or	  of	  any	  other	  weapon,	   is	  one	  of	  prohibition	  

rather	  than	  authorization.567	  The	  Advisory	  Opinion	  also	  started	  its	  analysis	  on	  the	  premise	  that	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

562	  See	  Chapter	  3,	  Section	  III.B(1).	  

563	  It	  is	  interesting	  to	  note	  that,	  unlike	  Lotus,	  the	  Nuclear	  Weapons	  Advisory	  Opinion	  did	  not	  deal	  with	  the	  exercise	  of	  
jurisdiction	  but	  with	   the	   legality	  of	   a	  policy	  decision.	  Thus,	   the	   reach	  of	   the	  Lotus	  Principle	  extends	   to	  exercises	  of	  
positive	  freedom	  that	  are	  broader	  than	  the	  exercise	  of	  jurisdiction.	  

564	  Nuclear	  Weapons	  Advisory	  Opinion,	  Declaration	  of	  President	  Bedjaoui,	  270-‐271.	  

565	  Ibid.,	  266.	  

566	  Ibid.,	  Declaration	  of	  President	  Bedjaoui,	  271-‐272.	  

567	  Ibid.,	  247.	  



Chapter	  5	  

	   124	  

it	   had	   to	   look	   for	   a	   prohibition,568	  although	   it	   had	   been	   asked	   whether	   the	   threat	   or	   use	   of	  

nuclear	   weapons	   was	   permitted	   under	   international	   law.	   The	   ICJ	   likewise	   looked	   for	   a	  

prohibition	   in	   its	   recent	   Advisory	   Opinion	   on	   the	   Accordance	   with	   International	   Law	   of	   the	  

Unilateral	   Declaration	   of	   Independence	   by	   the	   Provisional	   Institutions	   of	   Self-‐Government	   of	  

Kosovo.569	  

The	  possibility	  that	  acts	  that	  are	  not	  expressly	  prohibited	  may	  nevertheless	  still	  run	  counter	  to	  

international	   law,	   envisaged	   in	   President	   Bedjaoui’s	   Declaration,	   is	   echoed	   in	   Judge	   Simma’s	  

Declaration	  attached	  to	  the	  Kosovo	  Advisory	  Opinion.570	  In	  his	  Declaration,	  he	  criticised	  the	  ICJ’s	  

focus	   on	   whether	   international	   law	   prohibited	   Kosovo’s	   declaration	   of	   independence	   as	  

upholding	  the	  Lotus	  Principle.	  He	  argued	  that571	  

[t]he	   Court	   could	   have	   considered	   the	   scope	   of	   the	   question	   from	   an	   approach	  which	  
does	  not,	  in	  a	  formalistic	  fashion,	  equate	  the	  absence	  of	  a	  prohibition	  with	  the	  existence	  
of	  a	  permissive	  rule;	  […]	  

The	  Court’s	  reading	  of	  the	  General	  Assembly’s	  question	  and	  its	  reasoning,	   leaping	  as	   it	  
does	   straight	   from	   the	   lack	   of	   a	   prohibition	   to	   permissibility,	   is	   a	   straightforward	  
application	   of	   the	   so-‐called	   Lotus	   principle.	   By	   reverting	   to	   it,	   the	   Court	   answers	   the	  
question	   in	   a	   manner	   redolent	   of	   nineteenth-‐century	   positivism,	   with	   its	   excessively	  
deferential	   approach	   to	   State	   consent.	   Under	   this	   approach,	   everything	   which	   is	   not	  
expressly	  prohibited	  carries	  with	  it	  the	  same	  colour	  of	  legality;	  […]	  

[…]	  by	  moving	  away	  from	  “Lotus”,	  the	  Court	  could	  have	  explored	  whether	  international	  
law	  can	  be	  deliberately	  neutral	  or	  silent	  on	  a	  certain	  issue,	  and	  whether	  it	  allows	  for	  the	  
concept	   of	   toleration,	   something	   which	   breaks	   from	   the	   binary	   understanding	   of	  
permission/prohibition	  and	  which	  allows	  for	  a	  range	  of	  non-‐prohibited	  options.	  That	  an	  
act	  might	  be	  “tolerated”	  would	  not	  necessarily	  mean	  that	  it	  is	  “legal”,	  but	  rather	  that	  it	  is	  
“not	  illegal”.	  

However,	   Judge	   Simma’s	   suggestion	   does	   not	   clarify	   a	   general	   standard	   for	   the	   appropriate	  

behaviour	  of	  states	  when	  international	  law	  is	  neutral	  or	  silent.	  As	  Peters	  argues,	  this	  depends	  on	  

the	  residual	   rule:	   in	   the	  example	  of	  a	  declaration	  of	   independence,	   the	  stability	  of	   the	  existing	  

state	  or	  the	  self-‐determination	  of	  the	  inhabitants	  of	  the	  newly	  independent	  state.572	  If	  stability	  of	  

the	   state	   is	   the	   residual	   rule,	   the	   declaration	   of	   independence	   is	   illegal.	   In	   contrast,	   if	   self-‐

determination	  is	  the	  residual	  rule,	  the	  declaration	  of	  independence	  is	  at	  the	  very	  least	  tolerated.	  

In	  the	  absence	  of	  a	  residual	  rule	  that	  would	  restrict	  a	  specific	  exercise	  of	  state	  sovereignty,	  the	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

568	  Greenwood,	   “The	   Advisory	   Opinion	   on	   Nuclear	   Weapons	   and	   the	   Contribution	   of	   the	   International	   Court	   to	  
International	  Humanitarian	  Law”,	  37	  International	  Review	  of	  the	  Red	  Cross	  65	  (1997),	  68.	  

569	  Kosovo	  Advisory	  Opinion,	  para.	  56	  (emphasis	  added).	  

570	  In	  Simma	  and	  Paulus,	  “The	  ‘International	  Community’:	  Facing	  the	  Challenge	  of	  Globalization”,	  9	  European	  Journal	  
of	  International	  Law	  266	  (1998),	  277,	  Bedjaoui’s	  declaration	  is	  quoted	  with	  approval.	  

571	  Kosovo	  Advisory	  Opinion,	  Declaration	  of	  Judge	  Simma,	  paras	  3,	  8-‐9.	  

572	  Peters,	  “Does	  Kosovo	  Lie	  in	  the	  Lotus-‐Land	  of	  Freedom?”,	  24	  Leiden	  Journal	  of	  International	  Law	  95	  (2011),	  99.	  
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practical	   effect	   of	   adding	   a	   dimension	   of	   “toleration”	   of	   behaviour	   that	   is	   “not	   illegal”	   to	   the	  

traditional	  binary	  analysis	  of	  legal	  or	  illegal	  is	  the	  same	  as	  that	  dictated	  by	  the	  Lotus	  Principle,	  

namely	   that	   states	   are	   free	   to	   act	   as	   they	   see	   fit.	   If	   a	   state	   should	   be	   restricted	   from	   taking	  

actions	  that,	  while	  not	  necessarily	  legal,	  are	  not	  illegal	  either,	  Judge	  Simma	  does	  not	  advance	  a	  

residual	  rule	  that	  would	  support	  this	  proposition.	  One	  possibility	  would	  be	  to	  consider	  the	  need	  

for	   relative	   sovereignty	   as	   central	   to	   the	   public	   order	   of	   an	   international	   society.	   An	  

international	  legal	  system	  that	  fails	  to	  recognize	  the	  relative	  nature	  of	  sovereignty	  will	  collapse	  

upon	  itself.573	  Thus,	  when	  international	  law	  seems	  neutral	  or	  silent	  on	  the	  legality	  of	  a	  particular	  

state	  action,	  the	  question	  to	  be	  considered	  is	  whether	  the	  action	  respects	  the	  equal	  sovereignty	  

of	  other	  states.	  If	  it	  does,	  the	  action	  would	  be	  “tolerated”.	  

There	   is,	   however,	   a	   further	   problem	   with	   Judge	   Simma’s	   position.	   As	   Peters	   points	   out,	   the	  

decentralized	  structure	  of	  international	  law-‐making	  makes	  it	  difficult	  to	  apply	  concepts	  such	  as	  

“deliberate	   silence”,	   as	   it	   is	   rarely	   clear	   in	   international	   law	   whether	   silence	   is	   deliberate	   or	  

whether	  it	  is	  the	  result	  of	  “unwanted	  or	  unconscious	  non-‐regulation”.574	  

The	  positions	  advanced	  by	  President	  Bedjaoui	  and	  Judge	  Simma	  both	  have	  in	  common	  that	  they	  

reject	  the	  Lotus	  Principle.	  However,	  it	  can	  be	  debated	  whether	  the	  Lotus	  Principle	  appropriately	  

encapsulates	  the	  actual	  judgment.575	  Handeyside	  argues	  that	  the	  Lotus	  Principle	  is	  based	  on	  the	  

exaggerated	   reading	   of	   the	   majority’s	   opinion	   by	   the	   dissenters.576	  A	   reinterpretation	   would	  

mean	  that	  the	  PCIJ’s	  precedent	  does	  not	  need	  to	  be	  discarded,	  but	  rather	  the	  inaccurate	  reading	  

of	  the	  majority’s	  opinion	  that	  has	  thrived	  in	  the	  literature.	  

A	   different	   approach	   to	   the	   Lotus	   judgment	   that	   can	   lead	   to	   a	   better	   balance	   between	   states’	  

positive	   and	   negative	   freedom	   than	   the	   Lotus	   Principle	   can	   be	   seen	   in	   Judge	   Shahabuddeen’s	  

dissenting	  opinion	  in	  the	  Nuclear	  Weapons	  Advisory	  Opinion.	  Rather	  than	  arguing	  that	  states	  are	  

allowed	   to	   act	   unless	   they	   are	   prohibited	   to	   do	   so,	   he	   argued	   that	   the	   PCIJ	   in	  Lotus	   accepted	  

inherent	  limits	  on	  state	  sovereignty:577	  

The	  existence	  of	  a	  number	  of	  sovereignties	  side	  by	  side	  places	  limits	  on	  the	  freedom	  of	  
each	  State	  to	  act	  as	  if	  the	  others	  did	  not	  exist.	  These	  limits	  define	  an	  objective	  structural	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

573	  Mosler,	  The	  International	  Society	  as	  a	  Legal	  Community	  (1980),	  18.	  

574	  Ibid.,	  99.	  

575	  See	  page	  76	  above	  for	  a	  quote	  of	  the	  relevant	  paragraphs.	  

576	  Handeyside,	  supra	  note	  372,	  76.	  

577	  Nuclear	  Weapons,	  Dissenting	  Opinion	  Judge	  Shahabuddeen,	  393-‐394	  (citations	  omitted).	  
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framework	   within	   which	   sovereignty	   must	   necessarily	   exist;	   the	   framework,	   and	   its	  
defining	   limits,	   are	   implicit	   in	   the	   reference	   in	   “Lotus”	   to	   “co-‐existing	   independent	  
communities”	   […].	   Thus,	   however	   far-‐reaching	   may	   be	   the	   rights	   conferred	   by	  
sovereignty,	   those	   rights	   cannot	   extend	   beyond	   the	   framework	   within	   which	  
sovereignty	   itself	   exists;	   in	   particular,	   they	   cannot	   violate	   the	   framework.	   […]	   It	   is	  
difficult	   for	   the	  Court	   to	  uphold	  a	  proposition	   that,	   absent	   a	  prohibition,	   a	   State	  has	   a	  
right	   in	   law	   to	   act	   in	  ways	  which	   could	   deprive	   the	   sovereignty	   of	   all	   other	   States	   of	  
meaning.	  	  

Thus,	   rather	   than	   arguing	   that	   there	   is	   no	   longer	   a	   place	   in	   international	   law	   for	   the	   Lotus	  

Principle,	  Judge	  Shahabuddeen’s	  argument	  is	  that	  the	  majority	  opinion	  in	  Lotus	  never	  intended	  

to	  proclaim	  a	  principle	  as	  wide	  as	  the	  Lotus	  Principle,	  because	  the	  PCIJ	  was	  aware	  of	  the	  need	  to	  

ensure	  co-‐existence	  between	  states.	  

Spiermann	  makes	  a	  similar	  argument.	  He	  argues	  that	  although	  the	  traditional	  interpretation	  of	  

the	  Lotus	  Principle	   is	  as	  a	  presumption	  of	   freedom,578	  the	  Lotus	   judgment	  expresses	  a	  residual	  

principle	   instead.579	  Applied	   to	   the	   freedom	   of	   states,	   a	   presumption	   of	   freedom	   holds	   that	  

“states	  are	  free	  to	  act,	  unless	  there	  are	  prohibitive	  rules”.	  In	  contrast,	  a	  residual	  principle	  holds	  

that	  “if	  there	  are	  no	  prohibitive	  rules,	  then	  states	  are	  free	  to	  act”.	  The	  difference	  between	  the	  two	  

is	   plain	   in	   situations	   where	   it	   is	   unclear	   whether	   there	   are	   prohibitive	   rules	   or	   not.	   Under	   a	  

presumption	  of	  freedom,	  states	  are	  free	  to	  act	  when	  there	  is	  no	  specific	  prohibition.580	  They	  are	  

also	   free	   to	  act	  when	   it	   is	  unclear	  whether	   there	   is	  a	  prohibition.	   In	  contrast,	  under	  a	  residual	  

principle,	  states	  are	  not	  free	  to	  act	  when	  it	  is	  unclear	  whether	  or	  not	  their	  actions	  are	  prohibited.	  	  

Spiermann	  argues	  that	  the	  PCIJ	  did	  not	  express	  a	  “presumption	  of	  freedom”	  but	  only	  rejected	  a	  

“presumption	  against	  freedom”.581	  An	  important	  element	  in	  his	  argument	  is	  the	  mention	  in	  the	  

judgment	   that	   states	   cannot	   exercise	   their	   power	   in	   the	   territory	   of	   another	   state	   “failing	   the	  

existence	  of	  a	  permissive	  rule	  to	  the	  contrary”.582	  If	  there	  were	  indeed	  a	  presumption	  of	  freedom,	  

permissive	  rules	  would	  not	  be	  necessary.	  The	  inclusion	  of	  this	  reference	  in	  the	  Lotus	  judgment	  

suggests	  that	  international	  law	  is	  not	  just	  a	  system	  of	  prohibitive	  rules,	  but	  a	  system	  in	  which	  a	  

state	  may	  require	  permission	  before	  it	  can	  act,	  particularly	  when	  exercising	  power	  in	  any	  form	  

in	  other	  states’	  territories.	  Thus,	  it	  is	  not	  sufficient	  to	  determine	  that	  there	  is	  no	  prohibition	  on	  

action	  in	  order	  to	  know	  the	  scope	  of	  a	  state’s	  freedom	  to	  act.	  	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

578	  See,	  e.g.,	  Peters,	  supra	  note	  572,	  100.	  

579	  Spiermann,	  supra	  note	  299,	  132-‐134,	  142.	  The	  distinction	  between	  a	  presumption	  and	  a	  residual	  principle	  is	  also	  
discussed	  in	  Handeyside,	  supra	  note	  372,	  79-‐80.	  

580	  See,	   e.g.,	   Christakis,	   “The	   ICJ	   Advisory	   Opinion	   on	   Kosovo:	   Has	   International	   Law	   Something	   to	   Say	   About	  
Secession?”,	  24	  Leiden	  Journal	  of	  International	  Law	  73	  (2011),	  79.	  

581	  Spiermann,	  supra	  note	  299,	  142.	  

582	  Handeyside,	  supra	  note	  372,	  76.	  
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This	   interpretation	   of	   the	   Lotus	   judgment	   as	   expressing	   a	   residual	   principle	   rather	   than	   a	  

presumption	  of	  freedom	  is	  more	  compatible	  with	  a	  liberal	  system	  of	  international	  law	  than	  the	  

traditional	  interpretation	  of	  the	  judgment	  expressed	  in	  the	  Lotus	  Principle.	  The	  need	  to	  ensure	  

co-‐existence	  between	  states	  and	  the	  need	  to	  achieve	  common	  aims,	  mentioned	  in	  the	  majority’s	  

opinion	  in	  Lotus,	  and	  to	  which	  Judge	  Shahabuddeen	  also	  refers,	  can	  help	  to	  clarify	  whether	  there	  

is	   a	   prohibition.	   Contrary	   to	   the	   traditional	   interpretation,	   the	   alternative	   interpretation	   does	  

not	   prioritize	   states’	   positive	   freedom,	   but	   accepts	   the	   possibility	   of	   limits,	   particularly	   those	  

that	  are	  required	  to	  ensure	  the	  co-‐existence	  of	  states.	  Moreover,	  this	  alternative	  interpretation	  is	  

compatible	   with	   the	   role	   played	   by	   interstitial	   norms	   discussed	   in	   Chapter	   4.	   The	   majority’s	  

opinion	  in	  Lotus	  refers	  explicitly	  to	  the	  principles	  that	  follow	  from	  the	  need	  for	  the	  co-‐existence	  

of	   independent	   communities.583	  It	   also	   expresses	   the	   idea	   of	   locality	   where	   it	   confirms	   that	  

states	  do	  not	  require	  permission	  to	  exercise	  jurisdiction	  within	  their	  own	  territory	  over	  actions	  

that	  have	  taken	  place	  abroad.	  

B. Guidance	  on	  the	  Exercise	  of	  Jurisdiction	  

The	   principles	   allocating	   jurisdiction	   that	   help	   to	   identify	   the	   situations	   in	   which	   states	   are	  

presumed	   to	   be	   validly	   exercising	   their	   jurisdiction	   can	   be	   seen	   as	   expressions	   of	   the	   idea	   of	  

locality.	  They	  allow	  the	  exercise	  of	  jurisdiction	  not	  only	  over	  acts	  that	  take	  place	  within	  a	  state’s	  

territory,	  but	  also	  over	  acts	   in	  other	   territories	   that	  nevertheless	  have	  a	  nexus	  with	   the	  acting	  

state	  due	  to	  their	  effects.	  However,	  the	  principles	  suffer	  from	  the	  same	  problems	  as	  locality.	  As	  

discussed	   in	   Chapter	   4,	   locality	   by	   itself	   cannot	   determine	   the	   balance	   between	   positive	   and	  

negative	  freedom,	  as	  it	  does	  not	  exclude	  conflicting	  exercises	  of	  jurisdiction	  when	  a	  specific	  act	  

affects	  multiple	  states.	  Therefore,	  to	  achieve	  a	  balance	  between	  positive	  and	  negative	  freedom	  in	  

the	  exercise	  of	  jurisdiction,	  reasonableness	  and	  good	  neighbourliness	  need	  to	  be	  considered.	  

Ryngaert	   argues	   that	   difficulties	   applying	   reasonableness	   to	   a	   given	   collision	   of	   sovereignties	  

may	   reduce	   its	   ability	   to	   restrict	   specific	   exercises	  of	   jurisdiction.	  584	  However,	   the	   aim	  here	   is	  

not	  to	  use	  reasonableness	  as	  a	  primary	  rule,	  but	  instead	  as	  an	  interstitial	  norm.	  The	  possibility	  

of	  using	  reasonableness	  as	  an	  interstitial	  norm	  does	  not	  depend	  on	  international	  law’s	  ability	  to	  

set	  the	  limits	  of	  reasonableness	  in	  stone.	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

583	  Lowe,	  supra	  note	  368,	  341-‐342.	  

584	  Ryngaert,	  supra	  note	  369,	  135,	  178-‐182.	  
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The	   interpretation	   of	   reasonableness	   in	   such	   situations	   can	   be	   further	   “coloured”	   by	   other	  

interstitial	   norms	   such	   as	   good	   neighbourliness.	   Good	   neighbourliness	   finds	   a	   particular	  

expression	  in	  the	  no	  harm/due	  diligence	  principle,	  which	  is	  the	  topic	  of	  the	  next	  Section.	  

C. A	  Broader	  Approach	  to	  the	  No	  Harm/Due	  Diligence	  Principle	  

The	  interstitial	  norm	  of	  good	  neighbourliness,	  discussed	  above,585	  expresses	  the	  need	  for	  states	  

to	  exercise	  their	  positive	  freedom	  in	  a	  way	  that	  ensures	  other	  states’	  negative	  freedom,	  even	  in	  

situations	   of	   increasing	   interdependence	   where	   transboundary	   impacts	   are	   rife.	   Its	   main	  

expression	   in	   primary	   international	   law	   is	   in	   the	   no	   harm/due	   diligence	   principle.	   Chapter	   3	  

identified	  three	  limitations	  of	  the	  current	  interpretation	  of	  the	  no	  harm/due	  diligence	  principle:	  

the	   restricted	   definition	   of	   harm,	   the	   difficulty	   establishing	   a	   lack	   of	   due	   diligence	   and	   the	  

requirement	  of	  a	  cause	  between	  a	  state’s	  actions	  or	  omissions	  and	  the	  real	  or	  potential	   impact	  

thereof	  on	  other	  states.	  

A	  first	  possible	  change	  to	  the	  no	  harm/due	  diligence	  principle	  would	  be	  to	  recognize	  that	  states’	  

negative	  freedom	  is	  not	  only	  affected	  when	  another	  state’s	  actions	  of	  a	  physical	  nature	  cause	  it	  

to	  experience	  harm,	  but	  also	  when	  harm	  results	   from	  economic	  policy	  decisions.	  As	  the	  Global	  

Financial	  Crisis	  illustrates,	  economic	  policies	  can	  pose	  “tail	  risks”,	  i.e.	  risks	  of	  low	  probability	  but	  

with	  very	  serious	  implications	  if	  realized,586	  similar	  to	  the	  hazardous	  activities	  that	  are	  the	  topic	  

of	  the	  ILC’s	  Draft	  Principles	  on	  the	  Allocation	  of	  Loss	  and	  its	  Draft	  Articles	  on	  the	  Prevention	  of	  

Transboundary	   Harm.	   However,	   achieving	   this	   incorporation	   of	   economic	   policies	   in	   the	   no	  

harm/due	   diligence	   principle	   is	   likely	   to	   be	   difficult.	   In	   the	   discussions	   on	   the	   ILC’s	   Draft	  

Principles	  on	  Allocation	  of	  Loss	  and	   its	  Draft	  Articles	  on	  Prevention,	   the	   inclusion	  of	  economic	  

harm	  was	   considered	   too	  delicate	  by	   the	   ILC	  and	   the	   state	   representatives	  on	   the	  UN	  General	  

Assembly’s	   Sixth	   Committee,	   who	   made	   it	   clear	   that	   “the	   wholesale	   transfer	   of	   pioneering	  

experience	   in	   the	   field	   of	   the	   physical	   uses	   of	   territory	   to	   the	   even	   less	   developed	   field	   on	  

economic	   regulation”	   was	   a	   line	   that	   should	   not	   be	   crossed.587	  Special	   Rapporteur	   Quentin-‐

Baxter	   added	   that	   although	   the	   no	   harm/due	   diligence	   principle	   could	   be	   very	   useful	   for	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

585	  See	  Chapter	  4,	  Section	  III.D.	  

586	  International	   Monetary	   Fund,	   “The	   Acting	   Chairman’s	   Summing	   up—2008	   Triennial	   Surveillance	   Review—
Overview	  Paper,	  Executive	  Board	  Meeting	  08/84,	  September	  26,	  2008”	  Selected	  Decisions	  and	  Selected	  Documents	  of	  
the	  International	  Monetary	  Fund,	  33,	  42.	  

587	  Quentin-‐Baxter,	  supra	  note	  446,	  204-‐205,	  para.	  212.	  
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achieving	  a	  balance	  in	  the	  economic	  area	  between	  “liberty	  of	  action”	  and	  “freedom	  from	  adverse	  

effects”,588	  

there	   is	  no	  possibility	  of	  proceeding	   inductively	   from	   the	  evidence	  of	  State	  practice	   in	  
the	  field	  of	  the	  physical	  uses	  of	  territory	  to	  the	  formulation	  of	  rules	  or	  guidelines	  in	  the	  
economic	  field.	  	  

In	   light	   of	   the	   painstaking	   deliberations	   in	   the	   ILC	   to	   recognize	   the	   need	   to	   prevent	   physical	  

harm,	   it	   is	   unlikely	   that	   the	   no	   harm/due	   diligence	   principle	  will	   be	   reinterpreted	   to	   include	  

economic	  policies.	  

Moreover,	  even	  if	  such	  an	  extension	  of	  the	  no	  harm/due	  diligence	  principle	  were	  achievable,	  it	  

would	   be	   insufficient	   in	   itself	   to	  make	   the	   principle	   better	   suited	   for	   situations	   of	   increasing	  

interdependence.	   The	   no	   harm/due	   diligence	   principle	   requires	   a	   causal	   link	   between	   the	  

actions	  or	  omissions	  and	  the	  negative	  impact	  felt	  in	  other	  states.	  There	  is	  no	  categorical	  problem	  

with	   such	  a	   requirement.	  After	   all,	   frivolous	   claims	  based	  on	  a	   tenuous	   link	  between	  negative	  

effects	   and	   the	   actions	   or	   omissions	   of	   another	   state	   should	   not	   be	   tolerated.	   However,	   the	  

standard	  of	  causation	  used	  to	  identify	  the	  causal	  link	  between	  the	  actions	  or	  omissions	  and	  the	  

negative	  impact	  is	  crucial.	  This	  question	  is	  particularly	  acute	  in	  complex	  situations	  of	  increasing	  

interdependence,	  such	  as	  climate	  change	  and	  macro-‐financial	  instability,	  because	  there	  is	  rarely	  

a	  single	  cause	  that	  directly	  leads	  to	  a	  negative	  impact.	  

In	   increasing	   interdependence,	   the	   standard	  of	   causation	  used	   should	  not	   allow	  states	   to	  hide	  

behind	  the	  complexity	  of	  increasing	  interdependence	  to	  avoid	  accountability	  for	  their	  actions	  or	  

omissions.	  However,	  as	  discussed	  above,589	  the	  “but	   for”	   test	  does	  exactly	   that.	  A	  better	  option	  

than	  a	  “but	  for”	  test	  would	  be	  to	  base	  causation	  on	  the	  contribution	  of	  an	  action	  or	  omission	  to	  

the	   overall	   negative	   impact	   of	   a	   transboundary	   problem	   on	   another	   state.	   This	   option	   is	  

regularly	  suggested	  in	  the	  context	  of	  climate	  change,	  where	  it	  is	  difficult	  for	  small	  island	  states	  to	  

link	  the	  rising	  sea	  levels	  to	  specific	  emissions	  in	  a	  developed	  state,	  such	  as	  the	  US.590	  In	  complex	  

situations,	   this	   alternative	   test	   for	   causation	   would	   allow	   states	   to	   be	   held	   responsible	   for	   a	  

violation	  of	  the	  no	  harm/due	  diligence	  principle,	  even	  if	  their	  action	  or	  omission	  would	  not	  have	  

triggered	  the	  negative	  impact	  by	  itself.	  It	  would	  acknowledge	  sovereignty’s	  relative	  nature	  in	  the	  

international	  community	  through	  the	  recognition	  of	  limits	  on	  the	  exercise	  of	  state	  sovereignty	  to	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

588	  Ibid.,	  205,	  para.	  215.	  

589	  See	  text	  accompanying	  footnotes	  461-‐464.	  

590 	  Verheyen,	   supra	   note	   433,	   254;	   Stallard,	   “Turning	   up	   the	   Heat	   on	   Tuvalu:	   An	   Assessment	   of	   Potential	  
Compensation	   for	   Climate	   Change	   Damage	   in	   Accordance	   with	   State	   Responsibility	   under	   International	   Law”,	   15	  
Canterbury	  Law	  Review	  163	  (2009),	  184.	  This	  was	  also	  the	  strategy	  in	  the	  Inuit	  Petition,	  supra	  note	  442,	  99-‐100.	  



Chapter	  5	  

	   130	  

ensure	  the	  equal	  sovereignty	  of	  other	  states.	  Although	  the	  specific	  contribution	  of	  each	  factor	  is	  

often	  impossible	  to	  quantify,	  this	  is	  not	  a	  major	  concern	  when	  the	  focus	  is	  on	  the	  need	  to	  prevent	  

transboundary	   harm	   rather	   than	   on	   compensation	   for	   harm	   done.	   Specific	   shares	   of	  

contribution	   to	   the	   overall	   impact	   are	   not	   required.	   Instead,	   the	   due	   diligence	   standard	   can	  

provide	   guidance	   to	   interpret	   whether	   the	   state	   contributed	   to	   the	   overall	   impact	   or	   not.	   Of	  

particular	  importance	  would	  be	  whether	  the	  state’s	  actions,	  or	  lack	  thereof,	  were	  diligent.	  Was	  it,	  

for	  example,	  foreseeable	  that	  its	  actions	  or	  omissions	  would	  combine	  with	  other	  states’	  actions	  

and	  omissions	  to	  lead	  eventually	  to	  a	  negative	  impact	  on	  other	  states?	  

However,	  it	  will	  be	  very	  difficult	  for	  any	  state	  affected	  by	  another	  state’s	  actions	  or	  omissions	  to	  

establish	   a	   lack	   of	   due	   diligence.	   The	   affected	   state	   will	   need	   to	   argue	   that	   the	   harm	   was	  

foreseeable	   at	   the	   moment	   of	   action	   or	   omission,	   which	   can	   be	   difficult	   when	   the	   harm	   of	  

particular	  actions	  or	  omissions	  only	  becomes	  apparent	  later	  in	  time.	  As	  discussed	  in	  Chapter	  3,	  a	  

precautionary	  approach	  can	  make	  room	  for	  a	  finding	  of	  insufficient	  diligence	  even	  if	  there	  was	  

scientific	   uncertainty	   about	   the	   consequences	   of	   the	   actions	   or	   omissions.	   However,	  

international	   law	  only	   recognizes	   the	  precautionary	   approach	   in	   the	   context	   of	   protecting	   the	  

environment	  and	  health,	  but	  not	  in	  the	  context	  of	  economic	  policy	  decisions.	  This	  goes	  hand	  in	  

hand	   with	   the	   restrictive	   approach	   to	   the	   definition	   of	   harm.	   If	   the	   definition	   of	   harm	   were	  

expanded	   to	   include	   the	   negative	   consequences	   of	   economic	   policies,	   the	   precautionary	  

approach	   should	   also	   be	   extended	   to	   the	   non-‐environmental	   context	   such	   as	   that	   of	   macro-‐

financial	   instability.	   As	   a	   result,	   states	   would	   be	   required	   to	   regulate	   in	   ways	   that	   do	   not	  

contribute	  to	  macro-‐financial	  instability	  abroad	  if	  there	  is	  a	  plausible	  indication	  of	  potential	  risk.	  

Yet,	   states	   would	   not	   be	   exposed	   to	   liability	   claims	  whenever	   their	   economic	   policies	   have	   a	  

negative	  impact	  abroad,	  but	  only	  when	  their	  actions	  or	  omissions	  are	  not	  those	  of	  a	  diligent	  state.	  	  

III. CONCLUSION	  

This	   Chapter	   has	   argued	   that	   it	   is	   possible	   to	   reinterpret	   existing	   provisions	   of	   general	  

international	   law	   to	   achieve	   a	   balance	   between	   states’	   positive	   and	   negative	   freedom	   that	   is	  

more	   in	   line	  with	   the	   requirements	  of	   a	   liberal	   system.	  These	   improvements	   can	  be	  achieved,	  

first,	  by	  a	  more	   limited	  interpretation	  of	   the	  rules	  and	  principles	  that	  currently	  confer	  a	  broad	  

positive	   freedom	  on	   states	   and,	   second,	   through	   a	  broader	   interpretation	  of	   the	  no	  harm/due	  

diligence	   principle	   as	   a	   limit	   on	   this	   positive	   freedom.	   Importantly,	   Section	   I	   argued	   that	   no	  

changes	  should	  be	  made	  to	  the	  corollaries	  of	  sovereignty	  that	  express	  international	  law’s	  nature	  

as	  a	  liberal	  system,	  i.e.	  the	  principle	  of	  non-‐intervention	  and	  sovereign	  consent.	  
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Contemporary	   international	   law	   is	   of	   course	   broader	   than	   the	   general	   rules	   and	   principles	  

discussed	   in	   this	   Chapter.	   In	   increasing	   interdependence,	   states	   have	   concluded	   international	  

agreements	   that	   limit	  how	   they	   can	  exercise	   their	   sovereignty.	  Therefore,	   the	  next	   step	   in	   the	  

analysis	   is	   to	   assess	   the	   balance	   between	   states’	   positive	   and	   negative	   freedom	   struck	   in	  

specialized	   international	   law	   that	  applies	   in	   the	  case	  studies.	   Is	   the	   imbalance	  between	  states’	  

positive	  and	  negative	   freedom	  that	  exists	   in	  general	   international	   law	  reproduced?	  Chapters	  6	  

and	   7	   deal	   with	   the	   rules	   and	   principles	   governing	   the	   exercise	   of	   state	   sovereignty	   in	   the	  

context	  of	  climate	  change	  mitigation,	  whereas	  Chapters	  8	  and	  9	  deal	  with	  monetary	  sovereignty	  

and	  macro-‐financial	  stability.	  
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CHAPTER	  6. DIRECT	  LIMITS	  ON	  STATES’	  POLICIES	  REGARDING	  GHG	  EMISSIONS	  

This	  Chapter	  is	  the	  first	  of	  two	  that	  examine	  the	  balance	  between	  states’	  positive	  and	  negative	  

freedom	   in	   the	   context	   of	   climate	   change.	   As	   discussed	   in	   Chapter	   3,	   states	   are	   in	   principle	  

sovereign	   to	   set	   environmental	   policies	  within	   their	   territory.	  However,	   international	   law	   can	  

limit	  how	  states	  exercise	  this	  sovereignty	  by	  prohibiting	  behaviour	  that	  leads	  to	  pollution.	  This	  

Chapter	   examines	   whether	   international	   law	   imposes	   any	   limits	   on	   states’	   policies	   regarding	  

GHG	  emissions	  within	  their	  territories.	  

The	  main	  source	  of	  direct	   limits	  on	   the	  exercise	  of	   state	  sovereignty	   to	  ensure	  climate	  change	  

mitigation	   can	   be	   found	   in	   the	   UNFCCC	   and	   the	   Kyoto	   Protocol	   implementing	   the	   UNFCCC.	  

However,	  the	  UNFCCC	  and	  the	  Kyoto	  Protocol	  are	  not	  the	  only	  possible	  source	  of	  direct	  emission	  

reduction	   obligations.	   The	   Kyoto	   Protocol	   leaves	   it	   to	   the	   International	   Civil	   Aviation	  

Organization	  (“ICAO”)	  and	  the	  International	  Maritime	  Organization	  (“IMO”)	  to	  develop	  emission	  

reduction	  obligations	  for	  fuels	  used	  in	  aviation	  and	  maritime	  transport.	  In	  addition,	  the	  Montreal	  

Protocol	   on	   Substances	   that	   Deplete	   the	   Ozone	   Layer	   (“Montreal	   Protocol”)591	  restricts	   the	  

production	  and	  consumption	  of	  ozone	  depleting	  substances,	  some	  of	  which	  are	  also	  greenhouse	  

gases.	  The	  UNFCCC	  and	  the	  Kyoto	  Protocol	  explicitly	  do	  not	  apply	  to	  greenhouse	  gases	  that	  are	  

covered	  by	  the	  Montreal	  Protocol.592	  	  

In	  practice,	  none	  of	  these	  agreements	  provides	  effective	  limits	  on	  states’	  policies	  regarding	  GHG	  

emissions,	  even	  when	  emissions	  adversely	  affect	  other	  states.	  The	  result	  is	  a	  broad	  protection	  of	  

states’	  positive	  freedom	  to	  decide	  on	  regulation	  of	  GHG	  emissions	  at	  the	  expense	  of	  other	  states’	  

negative	   freedom	   from	   the	   negative	   effects	   of	   climate	   change.	   This	   is	   incompatible	   with	   the	  

requirements	  of	  a	  liberal	  system	  that	  respects	  the	  decisional	  sovereignty	  of	  states.	  

I. THE	  UNFCCC	  

The	  UNFCCC	  does	  not	  provide	  strong	  limits	  on	  how	  state	  sovereignty	  should	  be	  exercised	  when	  

it	   comes	   to	   reducing	  GHG	  emissions.	   It	   allows	   for	   “specific	  national	   and	   regional	  development	  

priorities,	   objectives	   and	   circumstances”	   to	   be	   taken	   into	   account	   in	   the	   implementation	   of	  

precautionary	   measures.593	  Annex	   I	   Parties594	  agree	   to	   limit	   emissions	   or	   enhance	   sinks	   to	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

591	  Montreal	  Protocol,	  art.	  4.	  

592	  UNFCCC,	  art.	  4(2)(a);	  Kyoto	  Protocol,	  art.	  2(2)	  and	  Annex	  A.	  

593	  UNFCCC,	  art.	  4(1).	  See	  also	  art.	  3(4),	  4(2)(a).	  

594	  See	  footnote	  74	  for	  a	  list	  of	  Annex	  I	  Parties.	  
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remove	  emissions	  through	  national	  policies	  and	  measures,	  but	  only	  “with	  the	  aim	  of	  returning”	  

their	  GHG	  emissions	  to	  1990	  levels	  by	  2000.595	  The	  language	  of	  this	  provision	  is	  too	  ambiguous	  

to	  constitute	  a	  legally	  binding	  target	  or	  a	  binding	  timetable	  for	  emission	  reductions,596	  although	  

some	   argue	   that	   a	   general	   obligation	   of	   conduct	   to	   reduce	   emissions	   applies	   to	   Annex	   I	  

Parties.597	  Within	   the	  group	  of	  Annex	   I	  Parties,	   the	  Economies	   in	  Transition	   (“EITs”)598	  benefit	  

from	   “a	   certain	   degree	   of	   flexibility”	   to	   comply	   with	   the	   commitment	   to	   reduce	   emissions.599	  

Developing	   states	   are	   allowed	   to	   give	   “first	   and	   overriding”	   priority	   to	   “economic	   and	   social	  

development	  and	  poverty	  eradication”.600	  	  

Most	  of	  the	  obligations	  in	  the	  UNFCCC	  are	  not	  about	  actual	  emission	  reductions	  but	  are	  of	  a	  very	  

general	  nature,	   such	  as	   the	  obligation	   to	   take	   the	   climate	   change	   impact	   into	  account	   in	  other	  

policy	   decisions,601	  and	   various	   obligations	   to	   promote	   and	   cooperate	   on	   the	   development	   of	  

technology,602	  on	   the	   conservation	   of	   sinks,603	  on	   the	   preparation	   for	   adaptation	   to	   climate	  

change,604	  on	   climate	   change	   research605	  and	   the	   exchange	   of	   knowledge	   about	   the	   climate	  

system	  and	  climate	  change606	  as	  well	  as	  on	  education	  and	  public	  awareness.607	  

The	   2009	   Copenhagen	   Accord	   and	   the	   2010	   Cancun	   Agreements	   represent	   a	   return	   to	   the	  

UNFCCC’s	   “pledge	   and	   review	   system”	   that	   envisages	   unilateral	   emission	   reductions	   without	  

allocating	  specific	  responsibilities	  or	  a	  specific	  time	  frame	  to	  achieve	  a	  global	  emission	  reduction	  

goal.608	  The	   approach	   in	   Copenhagen	   and	   Cancun	   is	   a	   “bottom	   up”	   approach.609	  Under	   this	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

595	  UNFCCC,	  art.	  4(2)(a)	  and	  (b).	  

596	  Bodansky,	  supra	  note	  33,	  512-‐517;	  Verheyen,	  supra	  note	  433,	  81.	  

597	  Verheyen,	  supra	  note	  433,	  82;	  Voigt,	  supra	  note	  429,	  6-‐7.	  

598	  The	   EITs	   are	   Belarus,	   Bulgaria,	   Croatia,	   Czech	   Republic,	   Estonia,	   Hungary,	   Latvia,	   Lithuania,	   Monaco,	   Poland,	  
Romania,	  Russian	  Federation,	  Slovakia,	  Slovenia	  and	  Ukraine.	  

599	  UNFCCC,	  art.	  4(6).	  

600	  Ibid.,	  art.	  4(7).	  

601	  Ibid.,	  art.	  4(1)(f).	  

602	  Ibid.,	  art.	  4(1)(c).	  

603	  Ibid.,	  art.	  4(1)(d).	  

604	  Ibid.,	  art.	  4(1)(e).	  

605	  Ibid.,	  art.	  4(1)(g)	  and	  5.	  

606	  Ibid.,	  art.	  4(1)(h).	  

607	  Ibid.,	  art.	  4(1)(i)	  and	  6.	  

608	  Copenhagen	  Accord,	  supra	  note	  95,	  paras	  4-‐5;	  Decision	  1/CP.16,	  supra	  note	  114,	  paras	  36,	  40;	  Decision	  1/CMP.6,	  
supra	  note	  112,	  para.	  3.	  
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approach,	  states	  pledge	  to	  reduce	  GHG	  emissions	  by	  a	  percentage	  determined	  by	  each	  of	  them	  

individually,	  without	  assessing	  whether	  the	  individual	  pledges	  combined	  will	  reduce	  global	  GHG	  

emissions	  sufficiently	  to	  mitigate	  the	  risks	  of	  climate	  change.	  This	  approach	  is	  illustrative	  of	  an	  

approach	   that	   is	   respectful	  of	   states’	  positive	   freedom	   in	   the	  exercise	  of	   their	   sovereignty,	  but	  

one	  that	  does	  not	  address	   the	  underlying	   fact	   that	  climate	  change	  mitigation	   is	  a	  global	  public	  

good	  that	  depends	  on	  the	  aggregate	  efforts	  of	  states	  for	  its	  supply.	  

I. THE	  KYOTO	  PROTOCOL	  

The	  purpose	  of	  this	  Section	  is	  to	  analyse	  the	  extent	  to	  which	  the	  Kyoto	  Protocol	  directly	   limits	  

states’	  GHG	  emissions.	  While	  Section	  A	  discusses	  how	  the	  Kyoto	  Protocol	  includes	  binding	  limits	  

on	  GHG	  emissions,	  Section	  B	  argues	  that	  these	  limits	  are	  in	  practice	  ineffective	  in	  reducing	  GHG	  

emissions	  to	  a	  degree	  sufficient	  to	  avert	  the	  threat	  of	  climate	  change.	  

A. Binding	  yet	  Flexible	  Quantified	  Emission	  Limits	  for	  Annex	  I	  Parties	  

Unlike	  the	  UNFCCC,	  the	  Kyoto	  Protocol	  employs	  a	  “top	  down”	  approach	  to	  the	  regulation	  of	  GHG	  

emissions.610	  The	  Kyoto	  Protocol	  imposes	  direct	  limits	  on	  the	  amount	  of	  emissions	  in	  the	  form	  of	  

“quantified	  emission	  limitation	  and	  reduction	  commitments”,	  referred	  to	  in	  literature	  as	  “qelrc”,	  

“qelro”	  or	  “quelro”.611	  During	  the	  first	  commitment	  period,	  running	  from	  2008	  until	  2012,	  Annex	  

I	   Parties	   have	   to	   reduce	   overall	   emissions	   of	   six	   GHGs612	  by	   at	   least	   5%	  below	  1990	   levels.613	  

Individually,	  most	   Annex	   I	   Parties	   have	   to	   reduce	   their	   emissions	   to	   92%	   of	   the	   1990	   levels,	  

while	   some,	   such	   as	   New	   Zealand,	   need	   to	   maintain	   their	   emissions	   at	   1990	   levels	   and	   still	  

others,	  such	  as	  Australia,	  may	  even	  increase	  their	  emissions	  compared	  to	  1990	  levels.614	  If	  fully	  

implemented,	   the	  Kyoto	  Protocol	  will	   reduce	   the	   emissions	  of	   six	  GHGs	  by	  5.8%	  compared	   to	  

1990	  levels.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

609	  Bodansky,	  supra	  note	  118,	  3,	  14;	  Khor,	  supra	  note	  407,	  2.	  

610	  Bodansky,	  supra	  note	  118,	  7-‐8.	  

611	  “qelrc”	   stands	   for	  quantified	  emission	   limitation	   and	  reduction	  commitment,	   “q(u)elro”	   stands	   for	  q(u)antified	  
emission	   limitation	   and	   reduction	   objectives,	   see	   Bali	   Action	   Plan,	   supra	   note	   91,	   para.	  (1)(b)(i)	   and	   Yamin	   and	  
Depledge,	  supra	  note	  79,	  xxix.	  

612	  The	  Kyoto	  Protocol	  only	  applies	  to	  the	  emissions	  of	  CO2,	  CH4,	  N2O,	  HFCs,	  PFCs	  and	  SF6,	  see	  Kyoto	  Protocol,	  Annex	  A.	  

613	  Kyoto	  Protocol,	  art.	  3(1).	  

614	  Kyoto	  Protocol,	  Annex	  B.	  This	   list	  was	  amended	  by	  at	  the	  Second	  Meeting	  of	  the	  Parties	  to	  the	  Kyoto	  Protocol	   in	  
November	   2006	   to	   include	   Belarus,	   see	   Kyoto	   Protocol	  CMP,	  Proposal	   from	  Belarus	   to	  amend	  Annex	  B	   to	   the	  Kyoto	  
Protocol,	   Decision	   10/CMP.2,	   FCCC/KP/CMP/2006/10/Add.1,	   36-‐37.	   This	   Amendment	   did	   not	   receive	   sufficient	  
ratifications	   to	   enter	   into	   force,	   see	   UNFCCC,	   Amendment	   to	   Annex	   B	   of	   the	   Kyoto	   Protocol,	   at	  
<http://unfccc.int/kyoto_protocol/amendment_to_annex_b/items/4082.php>.	  
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The	  Kyoto	  Protocol	  is	  flexible	  as	  to	  how	  Annex	  I	  Parties	  achieve	  their	  quelros.615	  First	  of	  all,	  they	  

only	  have	  to	  comply	  with	  their	  quelro	  by	  the	  end	  of	  2012.	  Second,	  a	  basket	  approach	  has	  been	  

taken	  to	  the	  six	  GHGs	  covered	  by	  the	  Kyoto	  Protocol.	  Rather	  than	  imposing	  a	  specific	  reduction	  

target	   for	  each	  of	   these	  gases,	   the	  Kyoto	  Protocol	   imposes	  an	  overall	   target	  based	  on	   the	   “CO2	  

equivalence”	   of	   each	   gas.616	  Third,	   emission	   reductions	   do	   not	   necessarily	   have	   to	   take	   place	  

within	  the	  state	  that	  claims	  them.	  States	  can	  fulfil	  their	  quelros	  jointly.617	  The	  only	  states	  to	  have	  

done	  so	  are	  the	  Annex	  I	  Parties	  of	  the	  EU.618	  In	  addition,	  the	  Kyoto	  Protocol	  provides	  for	  three	  

flexibility	   mechanisms:	   Joint	   Implementation, 619 	  Emissions	   Trading 620 	  and	   the	   Clean	  

Development	  Mechanism.621	  Nonetheless,	  Annex	  I	  Parties	  cannot	  completely	  buy	  their	  way	  out	  

of	   taking	   domestic	   action	   to	   curb	   climate	   change. 622 	  Flexibility	   mechanisms	   have	   to	   be	  

supplemental	   to	   significant	  domestic	   actions,	  but	   the	  Kyoto	  Protocol	  does	  not	  define	   the	   term	  

“significant”.623	  

In	   sum,	   the	  Kyoto	   Protocol	   directly	   limits	   the	   positive	   freedom	  of	  Annex	   I	   Parties	   by	   obliging	  

them	  to	  reduce	  their	  GHG	  emissions	  by	  2012.	  The	  various	  facets	  of	  flexibility,	  however,	  leave	  a	  

significant	  amount	  of	  discretion	  as	  to	  how	  to	  reach	  the	  ultimate	  reduction	  target.	  This	  flexibility	  

is	  indicative	  of	  the	  strong	  focus	  on	  the	  protection	  of	  states’	  positive	  freedom	  in	  international	  law.	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

615	  Bodansky,	   “International	   Law	   and	   the	   Design	   of	   a	   Climate	   Change	   Regime”,	   in	   Luterbacher	   and	   Sprinz	   (Eds.),	  
International	  Relations	  and	  Global	  Climate	  Change	   (2001),	  210;	  Frankel,	   “You’re	  Getting	  Warmer:	  The	  Most	  Feasible	  
Path	   for	   Addressing	   Global	   Climate	   Change	   Does	   Run	   through	   Kyoto”,	   in	   Maxwell	   and	   Reuveny	   (Eds.),	   Trade	   and	  
Environment:	  Theory	  and	  Policy	  in	  the	  Context	  of	  EU	  Enlargement	  and	  Economic	  Transition	  (2005),	  46.	  

616	  Intergovernmental	  Panel	  on	  Climate	  Change,	  supra	  note	  62,	  3,	  footnote	  2.	  See	  also	  Kyoto	  Protocol,	  art.	  5(3)	  on	  the	  
calculation	  of	  CO2	  equivalence.	  

617	  Kyoto	  Protocol,	  art.	  3(1)	  and	  4(1).	  The	  legal	  basis	  can	  be	  found	  in	  UNFCCC,	  art.	  3(3),	  final	  sentence.	  

618	  Council	   Decision	   (EC)	   No	   2002/358	   of	   25	   April	   2002	   concerning	   the	   approval,	   on	   behalf	   of	   the	   European	  
Community,	   of	   the	   Kyoto	   Protocol	   to	   the	   United	   Nations	   Framework	   Convention	   on	   Climate	   Change	   and	   the	   joint	  
fulfilment	  of	  commitments	   thereunder	  (2002)	  Official	  Journal	  L	  130/1.	  Austria,	  Denmark,	  Germany,	  Luxemburg	  and	  
the	   UK	   have	   accepted	   more	   stringent	   emission	   reduction	   targets	   under	   EC	   law	   than	   they	   have	   under	   the	   Kyoto	  
Protocol,	  whereas	  Belgium,	  Finland,	  France,	  Greece,	  Ireland,	  Portugal,	  Spain	  and	  Sweden	  have	  received	  more	  lenient	  
targets.	  They	  remain	  however	  individually	  responsible	  for	  their	  Kyoto	  Protocol	  quelros	  should	  the	  EC	  as	  a	  whole	  not	  
achieve	  the	  8%	  reduction,	  see	  Kyoto	  Protocol,	  art.	  4(5).	  

619	  Kyoto	  Protocol,	  art.	  6.	  

620	  Ibid.,	   art.	  17.	   Additional	   eligibility	   requirements	   can	   be	   found	   in	   Kyoto	   Protocol	  CMP,	   Modalities,	   rules	   and	  
guidelines	   for	   emissions	   trading	   under	   Article	   17	   of	   the	   Kyoto	   Protocol,	   Decision	   11/CMP.1,	  
FCCC/KP/CMP/2005/8/Add.2,	  p.	  17-‐20,	  Annex,	  para.	  2	  [“Decision	  11/CMP.1”].	  

621	  Kyoto	  Protocol,	  art.	  12.	  

622	  Yamin	  and	  Depledge,	  supra	  note	  79,	  139.	  

623	  Kyoto	  Protocol	  CMP,	  Principles,	  nature	  and	  scope	  of	  the	  mechanisms	  pursuant	  to	  Articles	  6,	  12	  and	  17	  of	  the	  Kyoto	  
Protocol,	  Decision	  2/CMP.1,	   FCCC/KP/CMP/2005/8/Add.1,	  p.	  4-‐5,	  para.	  1.	  This	  decision	   confirms	   the	  draft	  decision	  
15/CP.7,	  FCCC/CP/2001/13/Add.2,	  p.	  2-‐4.	  
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B. Limited	  Effectiveness	  in	  Practice	  	  

While	   the	   Kyoto	   Protocol	   places	   direct	   limits	   on	   the	   exercise	   of	   state	   sovereignty	   in	   order	   to	  

reduce	  the	  adverse	  effects	  of	  a	  global	  problem,	  these	  limits	  have	  not	  been	  effective	  in	  practice	  for	  

two	  reasons:	  first,	  they	  only	  apply	  to	  a	  limited	  number	  of	  states,	  and,	  second,	  these	  states	  have	  

so	  far	  made	  little	  progress	  towards	  achieving	  their	  quelros.	  

First,	   with	   191	   Parties	   including	   the	   European	   Community,624	  the	   Kyoto	   Protocol	   is	   a	   widely	  

applicable	   treaty.	  However,	  many	  Parties	   did	  not	   have	   to	   commit	   themselves	   to	   any	   emission	  

reductions	  because	  they	  were	  not	  listed	  in	  Annex	  I	  to	  the	  UNFCCC.	  Annex	  B	  of	  the	  Kyoto	  Protocol	  

lists	  the	  39	  states	  that	  have	  accepted	  quelros	  under	  the	  Kyoto	  Protocol.625	  Of	  those,	  the	  US	  has	  

refused	  to	  ratify	  the	  Protocol	  and	  is	  thus	  not	  bound	  by	  its	  7%	  quelro.626	  To	  achieve	  wide	  and	  in-‐

depth	   co-‐operation	   between	   states,	   a	   treaty	   should	   incentivize	   participation.627	  The	   Kyoto	  

Protocol’s	  only	  incentive	  to	  secure	  Annex	  I	  Parties’	  participation	  is	  access	  to	  the	  Kyoto	  flexibility	  

mechanisms.628	  Since	  these	  mechanisms	  are	  only	  of	  interest	  to	  states	  that	  are	  bound	  by	  a	  quelro	  

under	  the	  Kyoto	  Protocol,	  they	  are	  hardly	  a	  strong	  incentive	  to	  induce	  participation.	  Given	  that	  

climate	  change	   is	  a	  global	  public	  good	   that	   is	  prone	   to	   free	  riding,	   the	  absence	  of	  measures	   to	  

deter	   non-‐participation	   is	   puzzling.	   In	   contrast,	   the	   Montreal	   Protocol,	   which	   provided	   the	  

inspiration	   for	   the	   Kyoto	   Protocol,	   includes	   trade	   restrictions	   on	   non-‐participants.629	  These	  

restrictions	  have	  been	  very	  successful	  at	  incentivizing	  participation	  in	  the	  Protocol.630	  

Second,	   the	   remaining	   Annex	   I	   Parties	   are	   not	  making	   good	   progress	   towards	   reducing	   their	  

emissions	   in	   accordance	   with	   their	   quelros.	   Admittedly,	   compliance	   with	   the	   quelros	   is	   only	  

required	  by	  the	  end	  of	  2012.	  However,	  the	  recent	  evolution	  of	  GHG	  emissions	  is	  not	  promising.	  

The	   most	   recent	   UNFCCC	   data	   on	   Annex	   I	   Parties’	   aggregate	   emissions	   covers	   the	   period	  

between	  1990	  and	  2008.631	  The	  data	  are	  summarized	  in	  this	  table:	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

624	  Kyoto	  Protocol	  Status	  of	  Ratification,	  supra	  note	  81.	  

625	  Ratification	  and	  entry	  into	  force	  of	  an	  amendment	  providing	  for	  the	  inclusion	  of	  Belarus	  in	  Annex	  B	  is	  pending,	  see	  
Amendment	  to	  Annex	  B	  of	  the	  Kyoto	  Protocol,	  supra	  note	  614.	  

626	  Kyoto	  Protocol	  Status	  of	  Ratification,	  supra	  note	  81.	  

627	  Barrett,	  supra	  note	  28,	  355,	  sub	  352.	  

628	  Kyoto	  Protocol,	  art.	  6,	  12,	  17.	  

629	  Montreal	  Protocol,	  art.	  4.	  

630	  Barrett,	  supra	  note	  42,	  82-‐83.	  

631	  National	  greenhouse	  gas	  inventory	  data	  1990-‐2008,	  supra	  note	  35,	  paras	  18-‐20.	  
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	   1990-‐2008	   2000-‐2008	   	  

Non	  EIT	   +7.9%	   -‐1.0%	   Excluding	  LULUCF632	  

+8.3%	   -‐2.2%	   Including	  LULUCF	  

EIT	   -‐36.8%	   +8.0%	   Excluding	  LULUCF	  

-‐48.5%	   +4.2%	   Including	  LULUCF	  

Total	  Annex	  I	   -‐6.1%	   +0.8%	   Excluding	  LULUCF	  

-‐10.4%	   -‐1.1%	   Including	  LULUCF	  

	  

Overall,	  these	  data	  show	  a	  decrease	  since	  1990	  beyond	  the	  5%	  reduction	  required	  by	  the	  Kyoto	  

Protocol.	   However,	   this	   overall	   reduction	   does	   not	   accurately	   reflect	   the	   scope	   of	   emission	  

reductions	  under	  the	  Kyoto	  Protocol.	  This	  decrease	  is	  entirely	  on	  account	  of	  the	  EITs.	  Non-‐EIT	  

Annex	  I	  Parties	  have	  increased	  their	  emissions	  since	  1990	  by	  around	  8%,	  depending	  on	  whether	  

net	   GHG	   emissions	   through	   LULUCF	   activities	   are	   taken	   into	   account.	   Since	   2000,	   non-‐EIT	  

Annex	  I	  Parties	  have	  managed	  to	  reduce	  their	  emissions,	  although	  not	  to	  the	  extent	  required	  by	  

the	   Kyoto	   Protocol.	   Some	   non-‐EIT	   Annex	   I	   Parties	   have	   reduced	   their	   GHG	   emissions	   in	  

compliance	   with	   their	   quelros,633	  but	   many	   are	   still	   far	   off	   their	   target.	   For	   example,	   New	  

Zealand’s	   emissions	   have	   increased	   by	   22.7%	   excluding	   LULUCF	   and	   by	   62.4%	   including	  

LULUCF	   since	   1990.634	  These	   reductions	   achieved	   by	   non-‐EIT	   Annex	   I	   Parties	   since	   2000	   are,	  

moreover,	   offset	   by	   emissions	   growth	   in	   the	   EITs.	   Most	  worryingly,	   EITs’	   emissions	   between	  

2000	   and	   2008	   have	   grown	   almost	   twice	   as	   fast	   when	   LULUCF	   is	   excluded	   than	   when	   it	   is	  

included.	  This	  shows	  that,	  rather	  than	  restraining	  emissions,	  EITs	  rely	  heavily	  on	  the	  use	  of	  sinks	  

to	  reach	  the	  Kyoto	  Protocol	  target.	  Given	  the	  physical	  limits	  on	  available	  sinks,	  this	  strategy	  will	  

not	  reduce	  overall	  GHG	  emissions	  when	  emissions	  from	  other	  sources,	  such	  as	  transport,	  keep	  

increasing.	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

632	  “LULUCF”	  stands	  for	  “Land	  Use,	  Land	  Use	  Change	  and	  Forestry”.	  The	  phrase	  refers	  to	  “a	  greenhouse	  gas	  inventory	  
sector	  that	  covers	  emissions	  and	  removals	  of	  greenhouse	  gases	  resulting	  from	  direct	  human-‐induced	  land	  use,	  land-‐
use	   change	   and	   forestry	   activities.”	   See	   UNFCCC,	   Glossary	   of	   Climate	   Change	   Acronyms,	   at	  
<http://unfccc.int/essential_background/glossary/items/3666.php>.	  

633	  National	  greenhouse	  gas	  inventory	  data	  1990-‐2008,	  supra	  note	  35,	  figure	  3.	  

634	  National	  greenhouse	  gas	  inventory	  data	  1990-‐2008,	  supra	  note	  35,	  figure	  3.	  
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The	   Kyoto	   Protocol	   does	   not	   attach	   strong	   sanctions	   to	   non-‐compliance.	   One	   consequence	   of	  

non-‐compliance	   is	   that	   excess	   emissions,	   increased	  by	  30%,	  will	   be	  deducted	   from	   the	   state’s	  

assigned	  amount	  for	  the	  second	  commitment	  period.635	  At	  this	  stage,	  it	  is	  unclear	  whether	  there	  

will	  even	  be	  a	  second	  commitment	  period	  under	  their	  Kyoto	  Protocol.	  Even	  if	  there	  is	  one,	  this	  

sanction	   is	   of	   no	   effect	   as	   states	   will	   take	   their	   excess	   emissions	   and	   the	   30%	   penalty	   into	  

account	  when	  negotiating	  the	  new	  assigned	  amounts.636	  	  

Despite	   its	   flaws,	   the	  Kyoto	  Protocol	  has	  helped	  to	  slow	  down	  emissions	  growth	  in	  the	   limited	  

group	   of	   states	   on	  which	   it	   imposes	   a	   quelro.	   The	   fact	   that	   emissions	   in	   the	   two	   EU	  Member	  

States	   that	   are	   not	   bound	   by	   the	   Kyoto	   Protocol—Cyprus	   and	   Malta—have	   increased	  

significantly	  more	  than	  those	  of	  other	  EU	  Annex	  I	  Parties637	  points	  in	  that	  direction.	  Nonetheless,	  

too	  many	  Annex	  I	  Parties	  are	  not	  on	  track	  to	  reach	  their	  quelro	  by	  the	  end	  of	  2012,	  and	  as	  of	  yet,	  

there	  is	  no	  agreement	  on	  what	  should	  happen	  post-‐2012.	  	  

To	   sum	   up,	   there	   are	   few	   direct	   limits	   in	   the	   Kyoto	   Protocol	   that	   require	   states	   to	   reduce	  

emissions	   to	   mitigate	   the	   adverse	   effects	   of	   climate	   change,	   because	   the	   agreement	   lacks	  

mechanisms	  for	  ensuring	  participation	  and	  compliance	  by	  participating	  states.	  

II. AVIATION	  AND	  MARINE	  BUNKER	  FUELS	  

As	   mentioned,	   the	   Kyoto	   Protocol’s	   quelros	   exclude	   emissions	   from	   bunker	   fuels.638	  Instead,	  

Article	  2(2)	  stipulates	  that	  

The	   Parties	   included	   in	   Annex	   I	   shall	   pursue	   limitation	   or	   reduction	   of	   emissions	   of	  
greenhouse	   gases	   not	   controlled	   by	   the	   Montreal	   Protocol	   from	   aviation	   and	   marine	  
bunker	   fuels	   working	   through	   the	   International	   Civil	   Aviation	   Organization	   and	   the	  
International	  Maritime	  Organization.	  	  

Instruments	  developed	  by	  ICAO	  and	  the	  IMO	  could	  thus	  be	  a	   further	  source	  of	  direct	   limits	  on	  

GHG	  emissions.	  However,	  effective	  direct	  limits	  have	  yet	  to	  be	  developed.	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

635	  UNFCCC	  COP,	   Procedures	   and	   mechanisms	   relating	   to	   compliance	   under	   the	   Kyoto	   Protocol,	   Decision	   24/CP.7,	  
FCCC/CP/2001/13/Add.3,	   64-‐77,	   formally	   adopted	  by	   the	  CMP	   in	  Kyoto	  Protocol	  CMP,	  Procedures	  and	  mechanisms	  
relating	   to	   compliance	   under	   the	   Kyoto	   Protocol,	   Decision	   27/CMP.1,	   FCCC/KP/CMP/2005/8/Add.3,	   92-‐103,	  
s	  XV(5)(a).	  

636	  Barrett,	  Rethinking	  Global	  Climate	  Change	  Governance	  (15	  October	  2008),	  at	  <http://www.economics-‐
ejournal.org/economics/discussionpapers/2008-‐31>,	  5.	  

637	  By	   respectively	   78.3%	   and	   38.8%,	   see	   European	   Environment	   Agency,	  Annual	  European	  Union	  Greenhouse	  Gas	  
Inventory	   1990–2009	   and	   Inventory	   Report	   2011	   (27	   May	   2011),	   at	  
<http://www.eea.europa.eu/publications/european-‐union-‐greenhouse-‐gas-‐inventory-‐2011/greenhouse-‐gas-‐
inventory>,	  vii.	  Malta	  has	  since	  been	  included	  in	  Annex	  I,	  Decision	  3/CP.15,	  supra	  note	  74.	  

638	  The	  UNFCCC’s	  Glossary	  on	  Climate	  Change	  Acronyms,	  supra	  note	  632,	  describes	  “bunker	  fuels”	  as	  “a	  term	  used	  to	  
refer	  to	  fuels	  consumed	  for	  international	  marine	  and	  air	  transport.”	  
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The	  current	  focus	  in	  ICAO	  is	  on	  protecting	  states’	  autonomy	  to	  regulate	  aviation	  rather	  than	  on	  

protecting	   their	  autonomy	   to	   regulate	  against	   the	  negative	   impact	  of	   climate	   change.	  Between	  

2007	   and	   2010,	   the	   ICAO	   Council	   and	   Assembly	   developed	   and	   adopted639	  a	   Programme	   of	  

Action.640	  The	  Programme	  does	  not	   require	  states	   to	   reduce	   their	  GHG	  emissions	   from	  bunker	  

fuels,	   but	   only	   provides	   aspirational	   goals	   such	   as	   a	   reduction	   of	   in-‐service	   fleet	   average	   fuel	  

efficiency	   of	   international	   aviation	   operations	   by	   2%	   per	   year	   until	   2050.641	  More	   ambitious	  

goals,	  such	  as	  carbon	  neutral	  growth	  relative	  to	  2005	  by	  2020	  or	  carbon	  emission	  reductions	  for	  

the	   long	   term	  between	  2021	  and	  2050	  were	  considered,	  but	  not	  accepted.642	  It	   is	  probably	   for	  

this	  reason	  that	  some	  members	  considered	  that	  the	  Programme	  of	  Action	  “does	  not	  address	  the	  

commitments	   under	   Article	   2.2	   of	   the	   Kyoto	   Protocol”.643	  The	   latest	   consolidation	   of	   ICAO	  

principles	  and	  practices	  related	  to	  climate	  change	  explicitly	  specifies	  that	  no	  specific	  obligations	  

are	   attributed	   to	   individual	   states	   and	   that	   contributions	   to	   the	   aspirational	   goal	   of	   fuel	  

efficiency	  improvement	  are	  entirely	  voluntary.644	  

A	   particular	   issue	   is	   whether	   states	   can	   use	  market-‐based	  measures	   across	   national	   borders.	  

This	  issue	  has	  been	  debated	  particularly	  in	  the	  context	  of	  the	  EU’s	  decision	  to	  include	  aviation	  in	  

its	   emission	   reduction	   target	   and	   Emission	   Trading	   Scheme	   from	   2012.645	  The	   inclusion	   of	  

aviation	   is	   not	   limited	   to	   intra-‐EU	   flights,	   but	   extends	   to	   international	   flights	   arriving	   or	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

639	  International	  Civil	  Aviation	  Organization	  Assembly,	  “A36-‐22:	  Consolidated	  Statement	  of	  Continuing	  ICAO	  Policies	  
and	   Practices	   Related	   to	   Environmental	   Protection”	   in	  Assembly	  Resolutions	   in	   Force	   (as	   of	   28	   September	   2007),	  at	  
<http://www.icao.int/icaonet/dcs/9902/9902_en.pdf>,	  Appendix	  K,	  I-‐69,	  operative	  clause	  62;	  High-‐level	  Meeting	  on	  
International	   Aviation	   and	   Climate	   Change,	  Minutes	   of	   the	   13th	   and	   14th	  Meeting	   of	   the	   187th	   Session	   of	   the	   ICAO	  
Council	  (2009)	  HLM-‐ENV/09-‐IP/2,	  at	  <http://www.icao.int/Highlevel2009/Docs/HLMENV_IP002_en.pdf>,	  Appendix	  
B,	  para.	  12	  [“Minutes”].	  

640	  The	   Programme	   of	   Action	   is	   included	   in	   High-‐level	   Meeting	   on	   International	   Aviation	   and	   Climate	   Change,	  
Information	   Paper–Report	   of	   the	   Group	   on	   International	   Aviation	   and	   Climate	   Change	   (7–9	   October	   2009)	   HLM-‐
ENV/09-‐WP/4,	   at	   <http://www.icao.int/Highlevel2009/Docs/HLMENV_WP004_en.pdf>,	   Appendix	   A	   [“Information	  
Paper”].	  

641	  Ibid.,	   Appendix	  A,	   paras	  8-‐10;	  High-‐level	  Meeting	   on	   International	   Aviation	   and	   Climate	   Change,	  Minutes,	   supra	  
note	  639,	  Appendix	  B,	  para.	  12,	  h)-‐j).	  

642	  High-‐level	  Meeting	  on	  International	  Aviation	  and	  Climate	  Change,	  Information	  Paper,	  supra	  note	  640,	  Appendix	  A,	  
paras	  11-‐12;	  High-‐level	  Meeting	  on	  International	  Aviation	  and	  Climate	  Change,	  Minutes,	  supra	  note	  639,	  Appendix	  B,	  
para.	  12,	  k)-‐l).	  

643	  High-‐level	  Meeting	  on	  International	  Aviation	  and	  Climate	  Change,	  Information	  Paper,	  supra	  note	  640,	  Appendix	  A,	  
para.	  5;	   High-‐level	   Meeting	   on	   International	   Aviation	   and	   Climate	   Change,	   Minutes,	   supra	   note	   639,	   Appendix	   B,	  
para.	  12,	  f).	  

644	  International	  Civil	  Aviation	  Organization	  Assembly,	  Resolution	  A37-‐19:	  Consolidated	  Statement	  of	  Continuing	  ICAO	  
Policies	   and	   Practices	   Related	   to	   Environmental	   Protection–Climate	   Change	   (2010),	   at	  
<http://www.icao.int/icao/en/env2010/A37_Res19_en.pdf>,	  para.5.	  

645	  Directive	  2008/101/EC	  of	  the	  European	  Parliament	  and	  of	  the	  Council	  of	  19	  November	  2008	  amending	  Directive	  
2003/87/EC	  so	  as	  to	  include	  aviation	  activities	  in	  the	  scheme	  for	  greenhouse	  gas	  emission	  allowance	  trading	  within	  
the	  Community	  (2009)	  Official	  Journal	  L	  8/3.	  



Chapter	  6	  

	   140	  

departing	  within	   the	  EU.646	  Within	   ICAO	   the	   reaction	   to	   this	   inclusion	  has	  been	  strong.	  Led	  by	  

the	   US,	   the	   ICAO	  Assembly	   passed	   a	   resolution	   urging	   states	   “not	   to	   implement	   an	   emissions	  

trading	   system	   on	   other	   Contracting	   States’	   aircraft	   operators	   except	   on	   the	   basis	   of	   mutual	  

agreement	  between	  those	  States”.647	  The	  EU	  members	  and	  other	  members	  of	  the	  European	  Civil	  

Aviation	  Conference	  registered	  a	   formal	  reservation	  to	  this	  particular	  part	  of	   the	  resolution.648	  

Despite	   this	   reservation,	   the	   resolution	   is	   a	   strong	   indication	   of	   the	   other	   states’	   position	  

towards	   the	   role	   of	   ICAO	   in	   regulating	  GHG	   emissions	   from	  aviation.	   A	   number	   of	  US	   airlines	  

have	  challenged	  the	  legality	  of	  the	  EU	  Directive	  in	  the	  UK.	  The	  High	  Court	  has	  referred	  a	  request	  

for	  a	  preliminary	  ruling	  to	  the	  European	  Court	  of	  Justice	  to	  determine	  whether	  the	  legality	  of	  the	  

Directive	   can	   be	   challenged	   based	   on	   “the	   principle	   of	   customary	   international	   law	   that	   each	  

state	   has	   complete	   and	   exclusive	   sovereignty	   over	   its	   air	   space”	   and	   article	   2(2)	   of	   the	  Kyoto	  

Protocol.649	  	  

In	  2010,	   the	   ICAO	  resolution	  was	   superseded	  by	  a	  new	  one	   that	  no	   longer	  explicitly	  prohibits	  

states	  to	  implement	  unilateral	  measures	  or	  to	  include	  foreign	  airlines	  in	  their	  emission	  trading	  

schemes.650	  However,	   the	   “guiding	   principles	   for	   the	   design	   and	   implementation	   of	   market-‐

based	  measures”	   attached	   to	   the	   new	   resolution	  mention	   that	   these	  measures	   “should	   not	   be	  

duplicative	   and	   international	   aviation	   CO2	   emission	   should	   be	   accounted	   for	   only	   once”.651	  

Although	   there	   is	   little	   background	   information	   available	   on	   the	   precise	   meaning	   of	   this	  

principle,	   it	   is	   not	   implausible	   to	   see	   this	   as	   a	   requirement	   that	   states	   should	   not	   regulate	  

airlines	  that	  are	  already	  regulated	  in	  their	  state	  of	  origin.	  A	  global	  framework	  on	  market-‐based	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

646	  Ibid.,	  Annex,	  1)	  a).	  

647	  International	  Civil	  Aviation	  Organization	  Assembly,	  supra	  note	  639,	  Appendix	  L,	  operative	  clause	  1	  b)	  1).	  

648	  European	  Community	  and	  European	  Civil	  Aviation	  Conference	  MEMO/07/391–Written	  statement	  of	  reservation	  on	  
behalf	   of	   the	   member	   states	   of	   the	   European	   Community	   (EC)	   and	   the	   other	   states	   members	   of	   the	   European	   Civil	  
Aviation	   (ECAC)	   [made	   at	   the	   36th	   Assembly	   of	   the	   International	   Civil	   Aviation	   Organization	   in	   Montreal,	   18-‐28	  
September	   2007]	   at	  
<http://europa.eu/rapid/pressReleasesAction.do?reference=MEMO/07/391&format=PDF&aged=1&language=EN&g
uiLanguage=fr	  >.	  

649	  Reference	   for	   a	   Preliminary	   Ruling	   from	   High	   Court	   of	   Justice	   Queen’s	   Bench	   Division	   (Administrative	   Court)	  
(United	   Kingdom)	   made	   on	   22	   July	   2010	   —	   The	   Air	   Transport	   Association	   of	   America,	   American	   Airlines,	   Inc.,	  
Continental	  Airlines,	  Inc.,	  United	  Airlines,	  Inc.	  v	  The	  Secretary	  of	  State	  for	  Energy	  and	  Climate	  Change,	  Case	  C-‐366/10	  
(2010)	  Official	  Journal	  C	  260/9.	  

650	  International	  Civil	  Aviation	  Organization	  Assembly,	  supra	  note	  644,	  para.	  1.	  

651	  Ibid.,	  Annex,	  para.	  f.	  
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measures	  would	  resolve	  any	  tensions	  between	  diverging	  national	  systems.	  However,	   ICAO	  has	  

not	  moved	  beyond	  exploring	  the	  feasibility	  of	  such	  a	  framework.652	  

The	  IMO	  so	  far	  has	  only	  developed	  an	  interim	  package	  with	  voluntary	  measures	  to	  increase	  the	  

energy	   efficiency	   of	   ships.653	  Proposals	   to	   make	   these	   measures	   mandatory	   for	   new	   ships	  

through	   an	   amendment	   to	   the	   International	   Convention	   for	   the	   Prevention	   of	   Pollution	   from	  

Ships	  (MARPOL)	  have	  been	  circulated	  in	  the	  IMO’s	  Marine	  Environment	  Protection	  Committee,	  

but	  will	  not	  be	  discussed	  further	  until	   July	  2011.654	  The	  July	  2011	  meeting	  is	  also	  scheduled	  to	  

discuss	  the	  use	  of	  market-‐based	  mechanisms,	  such	  as	  levies	  or	  emission	  trading,	  to	  reduce	  GHG	  

emissions	  from	  ships.655	  

The	   focus	   of	   both	   ICAO	   and	   the	   IMO	   is	   on	   improving	   the	   fuel	   efficiency	   of	   airplanes	   or	   ships	  

rather	   than	  on	  direct	   restrictions	  on	  emissions.	  Hence,	   to	  be	   successful	   at	   reducing	  emissions,	  

efficiency	   standards	   will	   have	   to	   improve	   efficiency	   at	   a	   faster	   rate	   than	   growth	   in	   air	   or	  

maritime	   transport.	   Since	  1990	  bunker	   fuel	   emissions	  have	   increased	  considerably.	  Emissions	  

from	   aviation	   increased	   by	   74.8%	   between	   1990	   and	   2008	   while	   marine	   transportation	  

emissions	   grew	   19.5%.656	  Between	   2007	   and	   2008,	   both	   aviation	   and	   marine	   transportation	  

emissions	   increased	   by	   1.9%	   and	   0.1%	   respectively.657	  Therefore,	   the	   required	   increases	   in	  

energy	  efficiency	  will	  at	  least	  have	  to	  match	  these	  increases	  in	  emissions	  before	  they	  can	  result	  

in	  a	  net	  reduction	  of	  GHG	  emissions.	  

III. THE	  MONTREAL	  PROTOCOL	  

Often	  the	  focus	  of	  climate	  change	  mitigation	  efforts	   is	  on	   limiting	  CO2	  emissions	  because	  these	  

by	   far	  represent	   the	   largest	  volume	  of	  GHG	  emissions.658	  However,	  as	  mentioned	   in	  Chapter	  1,	  

CO2	   is	   not	   the	   only	   GHG.	   Emissions	   of	   other	   GHGs	   are	   smaller	   in	   volume,	   but	   their	   global	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

652	  Ibid.,	  para.	  18.	  

653	  International	  Maritime	  Organization,	  IMO	  Circs	  on	  GHG	  Issues	  (28	  August	  2009),	  at	  
<http://www.imo.org/Environment/mainframe.asp?topic_id=1831>.	  

654	  International	  Maritime	  Organization,	  Marine	  Environment	  Protection	  Committee	  (MEPC)	  61st	  Session:	  27	  September	  
to	  1	  October	  2010	  (1	  October	  2010),	  at	  <http://www.imo.org/MediaCentre/MeetingSummaries/MEPC/Pages/MEPC-‐
61st-‐Session.aspx>.	  

655	  Ibid.	  

656	  National	  greenhouse	  gas	  inventory	  data	  1990-‐2008,	  supra	  note	  35,	  para.	  28.	  

657	  National	  greenhouse	  gas	  inventory	  data	  1990-‐2008,	  supra	  note	  35,	  para.	  29.	  

658	  In	  2008,	  it	  accounted	  for	  82.4%	  of	  total	  emissions	  in	  Annex	  I	  Parties,	  see	  National	  greenhouse	  gas	  inventory	  data	  
1990-‐2008,	  supra	  note	  35,	  para.	  22.	  



Chapter	  6	  

	   142	  

warming	  potential	  exceeds	  that	  of	  CO2.659	  The	  Kyoto	  Protocol	  only	  applies	  to	  HFCs	  and	  PFCs	  but	  

does	   not	   limit	   CFC	   and	  HCFC	   emissions.660	  Instead,	   the	  Montreal	   Protocol	   regulates	   the	   latter	  

two	  gases,	  which	  are	  also	  ozone-‐depleting	  substances	  (ODS).	  	  

The	  Montreal	  Protocol’s	  limits	  on	  the	  production	  and	  consumption	  of	  ODS	  have	  been	  successful	  

at	  phasing	  out	  ODS,	  to	  the	  extent	  even	  that	  the	  original	  targets	  were	  lowered,	  brought	  forward	  in	  

time	  and	  applied	  to	  a	   larger	  group	  of	  ODS.661	  Following	  sustained	  ODS	  emissions	  since	  the	  late	  

1980s,662	  atmospheric	   ODS	   concentrations	   are	   now	   decreasing.663	  Unfortunately,	   the	   relation	  

between	  climate	  change	  and	  ODS	  is	  ambiguous.	  While	  ODS	  reductions	  can	  help	  to	  avoid	  climate	  

change,	   this	   is	   slightly	   offset	   by	   the	   regeneration	   of	   ozone,	   itself	   a	   GHG.664	  Moreover,	   the	  

Montreal	   Protocol’s	   focus	   on	   ODS	   has	   led	   to	   the	   promotion	   of	   ozone-‐friendly,	   but	   climate	  

unfriendly,	   ODS	   substitutes,	   such	   as	   HFCs.665	  Although	   these	   alternatives	   reduce	   the	  Montreal	  

Protocol’s	  positive	  impact	  on	  climate	  change,	  the	  net	  impact	  is	  still	  thought	  to	  be	  positive.666	  

The	   Montreal	   Protocol’s	   success	   provided	   inspiration	   for	   the	   Kyoto	   Protocol.667	  However,	   as	  

others	   have	   argued,	   the	   feasibility	   of	   reducing	   GHGs	   is	   very	   different	   from	   the	   feasibility	   of	  

reducing	  ODS	  emissions.668	  The	  need	  to	  reduce	  GHG	  emissions	  affects	  virtually	  every	  economic	  

sector.	  Moreover,	  cost-‐effective	  alternatives	  to	  fossil	  fuels	  are	  not	  readily	  available.669	  In	  the	  case	  

of	  ODS,	  public	  pressure	  and	   increased	  domestic	   regulation	  since	   the	   late	  1970s	  had	  prompted	  

US	   industries	   to	   develop	   alternatives. 670 	  They	   then	   lobbied	   the	   US	   government	   to	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

659	  Oberthür,	   “Linkages	   between	   the	   Montreal	   and	   Kyoto	   Protocols”,	   1	   International	   Environmental	   Agreements:	  
Politics,	  Law	  and	  Economics	  357	  (2001),	  359;	  Velders	  et	  al.,	   “The	   Importance	  of	   the	  Montreal	  Protocol	   in	  Protecting	  
Climate”,	  104	  Proceedings	  of	  the	  National	  Academy	  of	  Sciences	  4814	  (2007),	  4814.	  

660	  Kyoto	  Protocol,	  Annex	  A.	  

661	  Barrett,	  supra	  note	  42,	  77.	  

662	  Velders	  et	  al.,	  supra	  note	  659,	  4815.	  

663	  World	  Meteorological	  Organization,	  Twenty	  Questions	  and	  Answers	  About	  the	  Ozone	  Layer:	  2006	  Update	  (2006),	  at	  
<http://ozone.unep.org/Assessment_Panels/SAP/Scientific_Assessment_2006/Twenty_Questions.pdf>,	   Q.34,	  
Question	  16.	  

664	  Velders	  et	  al.,	  supra	  note	  659,	  4817.	  

665	  Oberthür,	  supra	  note	  659,	  361.	  	  

666	  Velders	  et	  al.,	  supra	  note	  659,	  4818.	  

667	  Oberthür,	  supra	  note	  659,	  360.	  

668	  Barrett,	  supra	  note	  42,	  94-‐95;	  Sunstein,	  “Montreal	  vs.	  Kyoto:	  A	  Tale	  of	  Two	  Protocols”,	  31	  Harvard	  Environmental	  
Law	  Review	  1	  (2007),	  5.	  

669 	  Cole,	   “Climate	   Change	   and	   Collective	   Action”	   (12	   December	   2007),	   SSRN	   eLibrary,	   at	  
<http://ssrn.com/paper=1069906	  >,	  11-‐16.	  

670	  Sunstein,	  supra	  note	  668,	  12.	  
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internationalise	  the	  domestic	  restrictions	  in	  order	  to	  protect	  their	  competitiveness	  and	  to	  reap	  

the	   benefit	   of	   the	   competitive	   advantage	   they	   had	   obtained	   in	   ODS	   substitutes.671	  Given	   the	  

available	  substitutes,	  ODS	  reductions	  could	  be	  achieved	  at	  low	  costs	  to	  reap	  high	  benefits.	  This	  is	  

very	  different	   from	  climate	   change	  where	   the	   immediate	   costs	  of	  mitigation	  are	  high	  whereas	  

the	   immediate	   benefits	   are	   low.	   Finally,	   some	   states,	   such	   as	   Russia,	   stand	   to	   benefit	   from	   a	  

milder	  climate.	  In	  contrast,	  ozone	  depletion	  does	  not	  benefit	  any	  state.672	  

IV. CONCLUSION	  

While	  on	  paper	  the	  exercise	  of	  state	  sovereignty	  is	  subject	  to	  some	  direct	  limits	  to	  reduce	  GHG	  

emissions,	   this	   Chapter	   has	   argued	   that	   in	   practice	   these	   limits	   do	   not	   always	   have	   the	   effect	  

needed.	  The	  Montreal	  Protocol	  has	  been	  successful	  in	  reducing	  production	  and	  consumption	  of	  

ODS,	   some	   of	  which	   are	   also	   GHGs.	   However,	   the	   agreements	   that	   deal	   specifically	  with	   GHG	  

emissions	   have	   been	   far	   less	   successful	   at	   redirecting	   states’	   policies.	   Participation	   in	   and	  

compliance	  with	  the	  Kyoto	  Protocol	  are	  insufficient	  to	  reduce	  GHG	  emissions	  by	  5%	  below	  1990	  

levels.	  The	  pledges	  made	  so	  far	  under	  the	  Copenhagen	  Accord	  and	  the	  Cancun	  Agreements	  are	  

insufficient	  to	  limit	  global	  temperature	  increases	  to	  2°C.	  	  

The	  bottom	   line	   is	   that	   in	   relation	   to	   climate	   change	  mitigation,	   few	  direct	   limits	   apply	   to	   the	  

exercise	  of	  states’	  positive	  freedom.	  As	  a	  result,	  states	  currently	  have	  a	  broad	  freedom	  to	  decide	  

whether	  to	  limit	  GHG	  emissions	  within	  their	  jurisdiction.	  While	  this	  may	  seem	  compatible	  with	  

the	  idea	  of	  locality,	  concerns	  about	  good	  neighbourliness	  arise	  when	  states’	  actions	  or	  omissions	  

regarding	   GHG	   emissions	   lead	   to	   climate	   change	   that	   negatively	   affects	   other	   states	   in	   the	  

exercise	   of	   their	   sovereignty.	   The	  wide	   protection	   of	   states’	   positive	   freedom	   is	   incompatible	  

with	   the	   need	   for	   a	   relative	   concept	   of	   sovereignty	   in	   increasing	   interdependence	   to	   ensure	  

protection	  for	  all	  states’	  decisional	  sovereignty.	  

In	   theory,	   it	   would	   be	   possible	   for	   states	   to	   strengthen	   the	   relative	   nature	   of	   sovereignty	   in	  

increasing	   interdependence	   through	   the	   negotiation	   of	   formal	   agreements	   imposing	   stronger	  

direct	   limits	   on	   states’	   GHG	   emissions.	   However,	   as	   discussed	   above, 673 	  climate	   change	  

negotiations	   have	   historically	   been	   sluggish	   affairs.	   The	   2011	   Cancun	   Agreements	   may	   have	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

671	  Ibid.,	  13-‐14.	  

672	  Barrett,	  supra	  note	  42,	  95.	  

673	  See	  Chapter	  1,	  Section	  II.B(1).	  
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exceeded	   expectations,	   but	   these	   were	   extremely	   low	   to	   begin	   with.674	  Despite	   the	   Kyoto	  

Protocol	   Parties	   expressing	   their	   desire	   for	   there	   to	   be	   no	   gap	   between	   the	   first	   and	   second	  

commitment	   period, 675 	  the	   necessary	   international	   measures	   and	   their	   domestic	  

implementation	  will	   not	   be	   developed	   in	   time.676	  Even	   if	   there	   is	   a	   seamless	   transition	   to	   the	  

second	   commitment	   period	   at	   the	   end	   of	   2012,	   this	   is	   unlikely	   to	   improve	   the	   chances	   of	  

successfully	  mitigating	  climate	  change	  through	  emission	  reductions.	  The	  issue	  is	  not	  that	  states	  

do	  not	   see	   the	  need	   for	   co-‐operation	  on	   climate	   change.	  They	  are	   clearly	   aware	  of	   the	   shared	  

need	   to	  mitigate	   climate	  change.	  However,	   the	  nature	  of	   climate	  change	  mitigation	  as	  a	  global	  

public	  good	  makes	  it	  difficult	  to	  convert	  this	  community	  of	  needs	  into	  a	  community	  of	  deeds.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

674 	  International	   Centre	   for	   Trade	   and	   Sustainable	   Development,	   supra	   note	   111;	   International	   Institute	   for	  
Sustainable	  Development,	  supra	  note	  406,	  28;	  Bodansky,	  supra	  note	  118,	  13.	  

675	  Decision	  1/CMP.6,	  supra	  note	  112,	  para.	  1.	  

676	  Rajamani,	  supra	  note	  118,	  511-‐512.	  
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CHAPTER	  7. LIMITS	  ON	  THE	  LEGALITY	  OF	  DEFENSIVE	  MECHANISMS	  IN	  RELATION	  TO	  CLIMATE	  

CHANGE	  

The	   previous	   Chapter	   argued	   that	   the	   absence	   of	   limits	   on	   states’	   policies	   regarding	   GHG	  

emissions	  gives	   a	  broad	  protection	   to	   states’	  positive	   freedom.	  However,	   to	   establish	  whether	  

there	   is	  an	   imbalance	  between	  the	  protection	  of	  states’	  positive	   freedom	  and	  the	  protection	  of	  

their	  negative	   freedom,	   the	  protection	  of	   states’	  negative	   freedom	  needs	   to	  be	  examined.	  This	  

Chapter	   focuses	  on	  whether	   states	   are	   limited	   in	   their	   ability	   to	  protect	   their	  domestic	   affairs	  

from	  adverse	  effects	  caused	  by	  other	  states’	  policies	  on	  GHG	  emissions.	  

In	  light	  of	  the	  broad	  protection	  given	  to	  states’	  positive	  freedom,	  this	  may	  seem	  an	  odd	  question.	  

After	  all,	   if	   states	  have	  a	  broad	  positive	   freedom	  to	  exercise	   their	   sovereignty,	   they	  surely	  can	  

employ	   this	   freedom	   in	   protection	   of	   their	   domestic	   affairs.	   However,	   international	   law	   often	  

restricts	  states’	  ability	  to	  do	  so.	  Of	  particular	  importance	  are	  trade	  liberalization	  agreements.	  As	  

argued	  in	  Chapter	  1,	   liberalized	  trade	  flows	  expose	  states	  to	  the	  negative	  impact	  of	  insufficient	  

regulation	   by	   their	   trading	   partners.	   To	   protect	   their	   domestic	   affairs	   against	   the	   negative	  

impact	   of	   climate	   change	   felt	   through	   trade,	   states	   could	   consider	   restricting	   access	   to	   their	  

markets.	  On	  paper,	  there	  are	  a	  number	  of	  options	  for	  restricting	  market	  access.	  

A	   drastic	   option	   would	   be	   to	   impose	   quantitative	   restrictions	   and	   limit	   the	   amount	   of	   all	  

imported	  goods.	  The	  idea	  behind	  such	  restrictions	  would	  be	  that	   international	  transport	  emits	  

GHGs.	   If	   the	   quantity	   of	   imports	   and	   exports	   is	   restricted,	   demand	   for	   international	   transport	  

will	   fall.	  Restrictions	  such	  as	  these	   in	  the	  context	  of	  climate	  change	  are	  theoretical,	  as	  they	  are	  

not	  something	  that	  states	  have	  tried	  or	  are	  actively	  considering,	  most	  likely	  because	  of	  the	  trade	  

liberalization	   commitments	   they	   have	   accepted,	   and	   because	  many	   economies	   rely	   heavily	   on	  

imports	  and	  exports.	  

A	  second,	  more	  likely,	  option	  is	  the	  taxation	  or	  regulation	  of	  certain	  goods	  offered	  for	  sale	  within	  

the	   state.	  A	  wide	  variety	  of	   taxes	  or	   regulations	  are	  possible.	   States	   could,	   for	   example,	   tax	  or	  

regulate	   fuels	   differently	   depending	   on	   their	   carbon	   content	   or	   their	   renewable	   nature.	   They	  

could	   also	   condition	   market	   access	   of	   goods,	   such	   as	   cars	   or	   other	   appliances,	   on	   minimum	  

requirements	  of	   energy	  efficiency.	   Likewise,	   these	  goods	   could	  be	   taxed	  differently	  depending	  

on	  their	  energy	  efficiency	  to	  encourage	  the	  consumption	  of	  energy	  efficient	  ones.	  Finally,	  rather	  

than	   the	   energy	   efficiency	   of	   the	   goods	   themselves,	   states	  might	   also	  want	   to	   tax	   or	   regulate	  

market	  access	  of	  goods	  depending	  on	  the	  climate	  change	  impact	  of	  the	  processes	  used	  for	  their	  

production,	  including	  transport	  to	  the	  point	  of	  sale.	  	  
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If	  the	  taxation	  or	  market	  access	  regulation	  affects	  trade,	  it	  will	  need	  to	  meet	  the	  requirements	  of	  

the	   applicable	   multilateral	   and	   bilateral	   trade	   liberalization	   agreements	   to	   be	   legal	   under	  

international	   law.	   The	   net	   result	   of	   the	   prohibitions	   and	   exceptions	   in	   these	   agreements	  

determines	   states’	   freedom	   to	   ban	   all	   imports,	   regulate	  market	   access	   or	   tax	   imported	   goods	  

when	   aiming	   to	   protect	   their	   domestic	   affairs	   against	   the	   negative	   impact	   of	   climate	   change	  

triggered	  by	  insufficient	  action	  by	  exporting	  states.	  This	  net	  result	  also	  determines	  the	  balance	  

between	  states’	  freedom	  to	  trade	  and	  other	  states’	  negative	  freedom	  from	  the	  adverse	  effects	  of	  

climate	   change	   that	   are	   transferred	   through	   trade,	   as	  well	   as	   between	   the	   latter’s	   freedom	   to	  

regulate	  and	  other	  states’	  freedom	  from	  interference	  with	  their	  trading	  opportunities.	  

Sections	  I	  and	  II	  argue	  that	  the	  current	  emphasis	  in	  trade	  liberalization	  agreements	  is	  on	  states’	  

freedom	  to	  trade	  rather	  than	  on	  their	  freedom	  to	  protect	  their	  domestic	  affairs	  against	  negative	  

impacts	   that	   are	   transferred	   through	   trade.	   This	   broadens	   the	   protection	   of	   emitting	   states’	  

positive	   freedom	   resulting	   in	   incentives	   to	   free	   ride	   on	   other	   states’	   efforts	   to	   reduce	   GHG	  

emissions,	   in	   addition	   to	   the	   incentives	   that	   already	   exist	   given	   the	   global	   public	   good	  

characteristics	  of	  climate	  change	  mitigation.	  Section	  III	  offers	  suggestions	  as	  to	  how	  to	  use	  the	  

interstitial	  norms	  discussed	  in	  Chapter	  4	  to	  reinterpret	  the	  limits	  on	  defensive	  mechanisms.	  The	  

goal	   of	   this	   reinterpretation	   is	   to	   ensure	   that	   liberal	   principles	   govern	   inter-‐state	   relations,	  

sovereignty	  is	  recognized	  as	  relative,	  and	  that	  co-‐existence	  and	  co-‐operation	  between	  states	  are	  

more	  achievable.	  Section	  IV	  concludes.	  

I. FOCUS	  ON	  MARKET	  INTEGRATION	  

This	  Section	  assesses	   the	  extent	   to	  which	   international	  agreements	   liberalizing	   trade	   in	  goods	  

allow	  market	  access	  restrictions	  to	  protect	  states’	  domestic	  affairs	  against	  the	  negative	  impact	  of	  

climate	   change	   triggered	   by	   other	   states’	   actions	   or	   omissions.	   Sections	   A	   and	   B	   address	  

limitations	  on	  states’	  ability	  to	  tax	  or	  regulate	  products	  sold	  within	  their	  territories.	  A	  relevant	  

distinction	   in	   this	   context	   is	   between	   negative	   and	   positive	   integration.	   The	   approach	   of	   the	  

national	  treatment	  obligation	  discussed	  in	  Section	  A	  is	  one	  of	  negative	  integration,	  allowing	  each	  

state	   to	   develop	   its	   own	   non-‐discriminatory	   policies.677	  Negative	   integration	   can	   still	   lead	   to	  

regulatory	   differences	   that	   may	   have	   an	   impact	   on	   international	   trade.	   In	   contrast,	   positive	  

integration	   efforts	   aim	   to	   remove	   obstacles	   resulting	   from	   regulatory	   diversity	   through	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

677	  Marceau	  and	  Trachtman,	  “The	  Technical	  Barriers	  to	  Trade	  Agreement,	   the	  Sanitary	  and	  Phytosanitary	  Measures	  
Agreement,	   and	   the	   General	   Agreement	   on	   Tariffs	   and	   Trade:	   A	   Map	   of	   the	   World	   Trade	   Organization’s	   Law	   of	  
Domestic	  Regulation	  of	  Goods”,	  36	  Journal	  of	  World	  Trade	  (2002),	  838;	  Mavroidis,	  Trade	  in	  Goods:	  The	  GATT	  and	  the	  
Other	  Agreements	  Regulating	  Trade	  in	  Goods	  (2007),	  215.	  
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development	  of	  internationally	  agreed	  common	  policies	  and	  harmonization	  of	  domestic	  policies.	  

In	   the	  WTO	   context,	   positive	   integration	   is	   visible	   in	   the	   Agreement	   on	   Technical	   Barriers	   to	  

Trade	   (“TBT	   Agreement”),	   discussed	   in	   Section	   B.	   Section	   C	   examines	   the	   prohibition	   on	  

quantitative	  restrictions.	  Sections	  D	  and	  E	  analyse	  rules	  on	  the	  relationship	  between	  trade	  and	  

other	  societal	  values	   to	  complete	   the	  picture	  of	   the	  balance	  struck	  between	  states’	   freedom	  to	  

trade	  and	  other	  states’	  freedom	  to	  regulate	  to	  avoid	  negative	  impacts	  triggered	  by	  trade.	  

A. Negative	  Integration	  through	  the	  National	  Treatment	  Obligation	  

Trade	   liberalization	   agreements	   can	   expose	   states	   to	   other	   states’	   decisions	   in	   relation	   to	  

climate	  change	  mitigation	  in	  two	  ways.	  First,	  states	  may	  have	  to	  accept	  goods	  produced	  in	  other	  

states.	   These	   goods	   can	   contribute	   to	   GHG	   emissions	   in	   their	   operation,	   or	   their	   production	  

process	  may	   have	   emitted	   GHGs.	   Second,	   if	   a	   state	   uses	   taxation	   or	   regulation	   to	   ensure	   that	  

domestically	   produced	   goods	   or	   production	   processes	   meet	   minimum	   energy	   efficiency	  

requirements,	  production	  of	  these	  goods	  could	  move	  abroad.	  Alternatively,	   if	  production	  is	  not	  

relocated	  and	  the	  higher	  production	  costs	  are	  passed	  on	  to	  consumers,	  consumers	  could	  switch	  

towards	  imported	  products	  that	  are	  not	  subject	  to	  the	  same	  stringent	  production	  requirements.	  

Therefore,	   regulating	   states	   may	   want	   to	   limit	   imports	   of	   these	   goods	   or	   of	   goods	   produced	  

through	   these	   processes	   to	   avoid	   leakage	   and	   protect	   the	   competitiveness	   of	   their	   domestic	  

producers.	  However,	  the	  national	  treatment	  obligation	  of	  Article	  III	  GATT	  limits	  states’	  ability	  to	  

do	  so.	  In	  light	  of	  this	  Article’s	  incorporation	  mutatis	  mutandis	  in	  both	  FTAs	  studied,	  the	  analysis	  

below	   will	   only	   deal	   with	   Article	   III	  GATT.678	  Section	   (1)	   gives	   an	   overview	   of	   the	   scope	   of	  

Article	  III.	  Sections	  (2)	  and	  (3)	  discuss	  how	  the	  current	  interpretation	  of	  two	  crucial	  elements	  of	  

Article	  III—likeness	   and	   discrimination—limits	   the	   legality	   of	   defensive	   mechanisms	   used	   to	  

protect	   states’	   domestic	   affairs	   against	   the	   negative	   impact	   of	   climate	   change.	   Section	  (4)	  

summarizes	   the	   findings	   regarding	   the	   impact	   of	   the	   national	   treatment	   obligation	   on	   the	  

legality	  of	  defensive	  mechanisms.	  

(1) An	  Overview	  of	  Article	  III	  GATT	  

Article	   III	   obliges	   WTO	   Members	   to	   assimilate	   imported	   products,	   once	   imported,	   to	  

domestically	   produced	   goods.679	  Article	   III:1	   includes	   a	   general	   non-‐discrimination	   provision	  

which	   stipulates	   that	   WTO	   members	   will	   not	   apply	   internal	   taxation	   or	   regulation	   “so	   as	   to	  

afford	  protection	  to	  domestic	  production”.	  This	  general	  provision	  is	  seen	  as	  part	  of	  the	  context	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

678	  US–Korea	  FTA,	  art.	  2.2;	  EU–Korea	  FTA,	  art.	  2.1.	  

679	  Mavroidis,	  supra	  note	  677,	  194.	  
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of	  each	  of	  the	  other	  paragraphs	  of	  Article	  III.680	  Of	  particular	  relevance	  for	  the	  current	  analysis	  

are	  the	  second	  and	  fourth	  paragraphs	  that	  deal	  respectively	  with	  internal	  taxation	  and	  internal	  

regulation.	  	  

Article	  III:2	  contains	  two	  restrictions	  with	  respect	  to	  internal	  taxation.	  Its	  first	  sentence	  requires	  

that	   imported	   products	   not	   be	   subject	   to	   internal	   taxes	   “in	   excess	   of”	   those	   applied	   to	   “like	  

domestic	  products”.	  According	  to	  the	  Appellate	  Body	  “even	  the	  smallest	  amount	  of	  ‘excess’	  is	  too	  

much”.681	  Moreover,	   if	   taxation	   is	   “in	  excess	  of”,	   there	   is	  no	  need	   to	  assess	  whether	   the	  excess	  

taxation	  is	  done	  “so	  as	  to	  afford	  protection	  to	  domestic	  production”,	  because	  there	  is	  no	  explicit	  

reference	  to	  this	  requirement	  in	  the	  first	  sentence	  of	  Article	  III:2.682	  

The	  requirement	  of	  Article	  III:1	  is	  mentioned	  in	  the	  second	  sentence	  of	  Article	  III:2.	  An	  Ad	  Note	  

to	  Article	  III	  in	  Annex	  I	  GATT	  explains	  that	  when	  imported	  goods	  are	  not	  “like”	  domestic	  goods,	  

they	  must	   still	  be	   taxed	  similarly	   to	  a	  broader	  group	  of	   “directly	   competitive	  or	   substitutable”	  

domestic	   goods.683	  The	   broader	   character	   of	   the	   comparator	   group	   is	   offset	   by	   the	   Appellate	  

Body’s	   decision	   that	   “not	   similarly	   taxed”	   must	   be	   more	   than	   de	   minimis.684	  As	   a	   result,	   the	  

standard	   of	   “not	   similarly	   taxed”	   leaves	   more	   discretion	   for	   the	   importing	   state	   than	   the	   “in	  

excess	  of”	  standard	  in	  the	  first	  sentence.	  Because	  of	  the	  reference	  to	  Article	  III:1,	  a	  tax	  measure	  

that	  does	  not	  tax	  imported	  goods	  similarly	  to	  domestic	  goods	  still	  needs	  to	  be	  tested	  under	  the	  

“so	  as	   to	  afford	  protection	   to	  domestic	  production”	   clause	  before	   it	   can	  be	   found	   to	  be	   illegal.	  

Whether	  a	  domestic	   tax	  protects	  domestic	  production	   is	   to	  be	   judged	  on	  a	   case-‐by-‐case	  basis,	  

taking	  into	  account	  the	  structure	  and	  application	  of	  the	  taxation	  measure	  at	  issue.685	  

Internal	  regulations	  are	  disciplined	  by	  Article	  III:4.	  Under	  this	  paragraph,	  imported	  products	  are	  

discriminated	  against	  if	  their	  treatment	  under	  domestic	  regulation	  is	  “less	  favourable”	  than	  that	  

accorded	   to	   like	   domestic	   products.	   In	  Korea–Beef,	   the	   Appellate	   Body	   specified	   that	   this	   test	  

requires	   an	   examination	   of	   whether	   the	   measure	   “modifies	   conditions	   of	   competition	   in	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

680	  Japan–Alcoholic	  Beverages	  II	  (AB),	  p.	  18.	  

681	  Ibid.,	  p.	  23.	  

682	  Ibid.,	  p.	  18.	  

683	  Epps	  and	  Green,	  Reconciling	  Trade	  and	  Climate:	  How	  the	  WTO	  Can	  Help	  Address	  Climate	  Change	  (2010),	  96.	  

684	  Japan–Alcoholic	  Beverages	  II	  (AB),	  p.	  27.	  

685	  Ibid.,	  p.	  29.	  
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relevant	  market	  to	  the	  detriment	  of	  imported	  products.”686	  This	  test	  is	  seen	  as	  including	  the	  “so	  

as	  to	  afford	  protection	  to	  domestic	  production”	  test	  of	  Article	  III:1	  GATT.687	  	  

In	   principle,	   the	   national	   treatment	   obligation	   only	   applies	   to	   internal	  measures688	  and	   not	   to	  

border	  measures.689	  Nevertheless,	  the	  Ad	  Note	  to	  Article	  III	  in	  Annex	  I	  GATT	  provides	  that:	  	  

[a]ny	  internal	  tax	  or	  other	  internal	  charge,	  or	  any	  law,	  regulation	  or	  requirement	  of	  the	  
kind	   referred	   to	   in	  paragraph	  1	  which	   applies	   to	   an	   imported	  product	   and	   to	   the	   like	  
domestic	  product	  and	  is	  collected	  or	  enforced	  in	  the	  case	  of	  the	  imported	  product	  at	  the	  
time	  or	  point	  of	   importation,	   is	  nevertheless	  to	  be	  regarded	  as	  an	  internal	  tax	  or	  other	  
internal	  charge,	  or	  a	  law,	  regulation	  or	  requirement	  of	  the	  kind	  referred	  to	  in	  paragraph	  
1,	  and	  is	  accordingly	  subject	  to	  the	  provisions	  of	  Article	  III.	  

This	  Ad	  Note	   is	   relevant	   to	  determine	   the	   legality	  of	   “border	   tax	  adjustments”	  or	  BTAs.	  These	  

adjustments	  occur	  when	  domestic	  taxes	  are	  imposed	  on	  imports	  or	  when	  taxes	  paid	  on	  exports	  

are	  reimbursed	  to	  protect	  domestic	  industries	  against	  the	  loss	  of	  competitiveness.690	  	  

In	  the	  context	  of	  climate	  change	  mitigation,	  states	  could	  use	  BTAs	  to	  subject	  imported	  products	  

to	   the	   same	   internal	   taxes	   as	   like691	  domestic	   products	   or	   to	   reimburse	   taxes	   on	   domestic	  

products	  exported	  to	  markets	  with	  a	  lower	  level	  of	  taxation.	  Levelling	  the	  playing	  field	  between	  

imports	  and	  exports	  can	  help	  to	  overcome	  concerns	  about	  “leakage”.	  	  

In	  practice,	  BTAs	  are	  often	  difficult	  to	  implement,	  particularly	  in	  the	  context	  of	  climate	  change,692	  

as	  the	  calculation	  of	  the	  increased	  costs	  related	  to	  stricter	  regulation	  or	  higher	  taxation	  can	  be	  

complex.693	  If	  state	  A	  wishes	  to	  apply	  a	  BTA	  to	  goods	  imported	  from	  state	  B	  or	  to	  domestic	  goods	  

exported	   to	   state	   B,	   a	   comparison	   is	   needed	   between	   the	   costs	   resulting	   from	   state	   A’s	  

regulation	   and	   the	   costs	   resulting	   from	   state	   B’s	   regulation.	   This	   exercise	   would	   need	   to	   be	  

performed	   for	   all	   imports	   from	   and	   all	   exports	   to	   every	   state	  with	  which	   state	  A	   trades.	   This	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

686	  Korea–Beef	  (AB),	  paras	  135-‐137.	  

687	  EC–Asbestos	  (AB),	  para.	  100.	  

688	  GATT,	  art.	  IIII:1.	  

689	  Van	  den	  Bossche,	  supra	  note	  491,	  346-‐347.	  

690	  Epps	  and	  Green,	  supra	  note	  683,	  122.	  

691	  BTAs	  are	  limited	  to	  “like”	  products	  and	  are	  thus	  not	  allowed	  for	  “directly	  competitive	  or	  substitutable”	  products,	  
see	  Ibid.,	  130-‐131.	  

692	  Barrett,	  supra	  note	  636,	  6;	  Epps	  and	  Green,	  supra	  note	  683,	  201.	  

693	  Tamiotti	  et	  al.,	  Trade	  and	  Climate	  Change:	  A	  Report	  by	  the	  United	  Nations	  Environment	  Programme	  and	  the	  World	  
Trade	  Organization	  (2009),	  at	  <http://www.wto.org/english/res_e/booksp_e/trade_climate_change_e.pdf>,	  101;	  Low	  
et	  al.,	  supra	  note	  123,	  13.	  
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would	  be	  impractical	  and	  could	  give	  rise	  to	  considerable	  litigation	  about	  the	  precise	  calculation	  

of	  the	  adjustment.	  

Legally,	   BTAs	   on	   imports	   need	   to	   comply	   with	   Article	   III.694	  An	   initial	   reading	   of	   this	   Article	  

seems	   to	   ensure	   states’	   ability	   to	   regulate,	   as	   long	   as	   there	   is	   no	   discrimination	   between	   like	  

imported	  and	  domestic	  products	   to	  protect	  domestic	  products.	  However,	   as	   the	   following	   two	  

Sections	   argue,	   the	   interpretation	   of	   crucial	   aspects	   of	   this	   obligation—“like	   products”	   and	  

discrimination—erects	   legal	   barriers	   to	   internal	   regulation	   and	   taxation,	   particularly	   in	  

situations	  of	  increasing	  interdependence	  such	  as	  climate	  change	  mitigation.	  

(2) A	  Broad	  Definition	  of	  “Like	  Products”	  

The	  practical	  application	  of	  “likeness”	  is	  one	  of	  the	  thorniest	  issues	  in	  international	  trade	  law.695	  

The	   concept	  of	   “like”	  products	  directly	  determines	  whether	   imported	  products	   can	  be	   treated	  

differently	  from	  domestic	  products	  for	  the	  purposes	  of	  internal	  taxation	  or	  regulation.	  A	  narrow	  

conception	   of	   likeness	   restricts	   the	   group	   of	   imported	   products	   that	   cannot	   be	   treated	  

differently	   from	   domestic	   products,	   whereas	   a	   broad	   conception	   increases	   the	   group	   of	  

imported	  products	  that	  are	  protected	  from	  differential	  treatment.696	  For	  example,	  when	  it	  comes	  

to	   the	   regulation	   or	   taxation	   of	   energy	   sources,	   are	   biofuels	   “like”	   fossil	   fuels	   or	   does	   their	  

renewable	  nature	  set	  them	  apart	  from	  the	  latter?	  Are	  all	  fossil	  fuels	  “alike”	  or	  can	  their	  different	  

carbon	  content	  be	  taken	  into	  consideration?	  Similarly,	  is	  the	  higher	  fuel	  efficiency	  of	  a	  small	  car	  

enough	  to	  set	   it	  apart	   from	  a	   large	  car?	   Is	  a	  hybrid	  car	  “like”	  one	  of	   the	  same	  make	  but	  with	  a	  

traditional	   engine?	   Finally,	   is	   aluminium	   produced	   using	   electricity	   generated	   through	  

renewable	   resources	   the	   same	   as	   aluminium	  produced	  using	   electricity	   generated	   by	   burning	  

fossil	  fuels?	  

Precise	   criteria	   to	   identify	   likeness	   have	   proven	   elusive.	   In	   1970,	   a	   GATT	  Working	   Party	   on	  

Border	   Tax	   Adjustments	   suggested	   evaluating	   likeness	   on	   a	   case-‐by-‐case	   basis,	   taking	   into	  

consideration	   “the	   product’s	   end-‐uses	   in	   a	   given	  market;	   consumers’	   tastes	   and	   habits,	  which	  

change	  from	  country	  to	  country;	  the	  product’s	  properties,	  nature	  and	  quality”.697	  These	  criteria	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

694	  Epps	  and	  Green,	  supra	  note	  683,	  129-‐136.	  

695	  Matsushita	  et	  al.,	  The	  World	  Trade	  Organization:	  Law,	  Practice,	  and	  Policy,	  2nd	  ed.	  (2006),	  236.	  

696	  Choi,	   ‘Like	   Products’	   in	   International	   Trade	   Law:	   Towards	   a	   Consistent	   GATT/WTO	   Jurisprudence	   (2003),	   5;	  
Bernasconi-‐Osterwalder,	   Environment	   and	   Trade:	   A	   Guide	   to	   WTO	   Jurisprudence	   (2006),	   8;	   Diebold,	   Non-‐
Discrimination	  in	  International	  Trade	  in	  Services:	  ‘Likeness’	  in	  WTO/GATS	  (2010),	  66.	  

697	  Working	   Party	   on	   Border	   Tax	   Adjustments,	  Border	  Tax	  Adjustments,	   L/3464	   BISD	   18S/97	   (2	   December	   1970),	  
para.	  18.	  
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are	   only	   the	   basic	   approach.	   The	   Appellate	   Body	   has	   held	   that	   “[t]he	   criteria	   in	   Border	   Tax	  

Adjustments	  should	  be	  examined,	  but	  there	  can	  be	  no	  one	  precise	  and	  absolute	  definition	  of	  what	  

is	  ‘like’.”698	  To	  complicate	  matters	  further,	  “likeness”	  has	  a	  different	  meaning	  in	  different	  Articles	  

of	  GATT,	  in	  different	  paragraphs	  of	  the	  same	  Article	  and	  even	  within	  different	  sentences	  of	  the	  

same	  paragraph.699	  	  

There	   are	   two	   specific	   issues	   with	   the	   interpretation	   of	   “likeness”	   that	   are	   relevant	   for	   the	  

legality	   of	   internal	   regulation	   or	   taxation	   through	   which	   a	   state	   aims	   to	   protect	   its	   domestic	  

affairs	  against	  the	  negative	  impact	  of	  climate	  change	  triggered	  by	  other	  states’	  policies.	  The	  first	  

is	   the	   rejection	  of	   the	   “aims	  and	  effects”	   test.	  This	   test	   allowed	  distinctions	  between	   imported	  

and	   domestic	   products	   unless	   the	   distinctions	   were	   intended	   for	   the	   protection	   of	   domestic	  

production.700	  Notably	  in	  the	  context	  of	  climate	  change,	  the	  “aims	  and	  effects”	  test	  was	  applied	  in	  

an	  unadopted	  1994	  GATT	  Panel	  decision,	  holding	  that	  distinctions	  between	  cars	  with	  different	  

fuel	  efficiency	  were	  not	  applied	  “so	  as	  to	  afford	  protection	  to	  domestic	  production.701	  Therefore,	  

the	   domestic	   and	   imported	   cars	   were	   not	   like	   products	   under	   Article	   III:2.702	  However,	   later	  

decisions	  in	  the	  WTO	  have	  rejected	  the	  “aims	  and	  effects”	  test	  in	  the	  context	  of	  Article	  III:2,	  1st	  

sentence 703 	  and	   of	   Article	   III:4. 704 	  Excluding	   the	   aims	   and	   effects	   of	   a	   measure	   in	   the	  

determination	   of	   likeness	   gives	   states	   less	   discretion	   to	   restrict	   trade	   based	   on	   the	   different	  

energy	  efficiency	  of	  imported	  and	  domestic	  products	  or	  their	  production	  processes.705	  

A	   second	   issue	   in	   the	   determination	   of	   “likeness”	   arises	   from	   the	   debate	   about	   the	   legality	   of	  

regulatory	   distinctions	   based	   on	   how	   goods	   are	   produced.	   From	   the	   perspective	   of	   states	  

negatively	   affected	   by	   other	   states’	   decisions	   regarding	   climate	   change	   mitigation,	   there	   are	  

sound	   reasons	   to	   distinguish	   on	   this	   basis.	   If	   a	   state	   decides	   to	   regulate	   or	   tax	   domestic	  

production	   based	   on	   the	   energy	   consumed	   during	   the	   production	   process,	   liberalized	   trade	  

could	   lead	   to	   “leakage”.	   If	   leakage	   occurs,	   the	   impact	   of	   domestic	   emission	   reductions	  will,	   at	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

698	  Japan–Alcoholic	  Beverages	  II	  (AB),	  p.	  21.	  

699	  Choi,	  supra	  note	  696,	  104;	  Matsushita	  et	  al.,	  supra	  note	  695,	  237-‐239.	  

700	  US–Malt	  Beverages,	  paras	  5.24-‐5.25.	  

701	  US–Taxes	  on	  Automobiles,	  paras	  5.26,	  5.32,	  5.36.	  

702	  Ibid.	  

703	  Japan–Alcoholic	  Beverages	  II	  (Panel),	  para.	  6.16;	  Japan–Alcoholic	  Beverages	  II	  (AB),	  p.	  18.	  

704	  EC–Bananas	  III	  (AB),	  para.	  216.	  

705 	  Charnovitz,	   Beyond	   Kyoto:	   Advancing	   the	   International	   Effort	   against	   Climate	   Change	   (July	   2003),	   at	  
<http://www.pewclimate.org/docUploads/Beyond_Kyoto_Trade.pdf>,	   5;	   Vranes,	   Trade	   and	   the	   Environment:	  
Fundamental	  Issues	  in	  International	  Law,	  WTO	  Law,	  and	  Legal	  Theory	  (2009),	  392.	  
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least	   partially,	   be	   cancelled	   out	   by	   emission	   increases	   in	   other	   states.	   Aggregate	   emissions	  

worldwide	   would	   thus	   not	   reduce	   in	   step	   with	   domestic	   reductions.	   It	   is	   not	   required	   that	  

leakage	  effectively	  occurs	  in	  practice,	  as	  the	  mere	  threat	  of	  it	  may	  reduce	  the	  political	  will	  to	  act	  

without	  guarantees	  of	  emission	  reductions	  in	  other	  states.	  	  

The	  prevailing	  view	  is	  that	  the	  determination	  of	  likeness	  is	  based	  on	  the	  end	  product,	  regardless	  

of	   how	   it	   has	   been	   produced.	   Differences	   in	   the	   processes	   or	   production	  methods	   (PPMs)	   of	  

imported	   products	   compared	   to	   the	   PPMs	   of	   domestic	   products	   are	   irrelevant	   to	   determine	  

“likeness”,	   unless	   the	   PPM	   has	   affected	   the	   product’s	   characteristics.706	  The	   product/process	  

distinction	  dates	  back	  to	  the	  first	  Tuna–Dolphin	  case	  in	  which	  a	  GATT	  Panel	  held	  that	  Article	  III	  

did	  not	  apply	  to	  a	  measure	  restricting	  imports	  if	  caught	  in	  dolphin-‐unfriendly	  ways,	  because	  the	  

measure	  did	  not	  apply	  to	  the	  product	  as	  such.707	  WTO	  jurisprudence	  confirms	  that	  the	  likeness	  

of	  products	  can	  only	  be	  determined	  on	  the	  basis	  of	  their	  physical	  characteristics,	  end	  uses,	  tariff	  

classification	   and	   substitutability,	   and	   not	   on	   the	   basis	   of	   the	   different	   situation	   of	   their	  

producers.708	  	  

Nevertheless,	  WTO	   jurisprudence	   does	   not	   fully	   exclude	   PPM-‐based	   distinctions.709	  Given	   that	  

consumer	   preferences	   are	   a	   recognized	   criterion	   to	   determine	   likeness,	   it	  may	   be	   possible	   to	  

base	  differential	  regulation	  or	  taxation	  on	  non-‐produced	  related	  PPMs	  when	  consumers	  display	  

a	   clear	   preference	   for	   products	   produced	   according	   to	   a	   particular	   process	   or	   method.710	  

However,	  regulation	  or	  taxation	   is	  often	  needed	  to	  make	  goods	  produced	   in	  an	  undesired	  way	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

706	  Hudec,	   “The	   Product-‐Process	   Doctrine	   in	   GATT/WTO	   Jurisprudence”,	   in	   Bronckers	   and	   Quick	   (Eds.),	   New	  
Directions	   in	   International	   Economic	   Law:	   Essays	   in	  Honour	   of	   John	  H.	   Jackson	   (2000),	   187;	   Gaines,	   “Processes	   and	  
Production	  Methods:	  How	   to	   Produce	   Sound	   Policy	   for	   Environmental	   PPM-‐Based	   Trade	  Measures?”,	   27	  Columbia	  
Journal	  of	  Environmental	  Law	  383	  (2002),	  417;	  Marceau	  and	  Trachtman,	  supra	  note	  677,	  857;	  Matsushita	  et	  al.,	  supra	  
note	  695,	  271;	  Low	  et	  al.,	  supra	  note	  123,	  5,	  7.	  For	  specific	  arguments	  that	  PPM-‐based	  distinctions	  should	  not	  be	  prima	  
facie	   GATT	   illegal,	   see	   Howse	   and	   Regan,	   “The	   Product/Process	   Distinction–an	   Illusory	   Basis	   for	   Disciplining	  
‘Unilateralism’	   in	   Trade	   Policy”,	   11	   European	   Journal	   of	   International	   Law	   249	   (2000);	   Charnovitz,	   “The	   Law	   of	  
Environmental	  “PPMs”	  in	  the	  WTO:	  Debunking	  the	  Myth	  of	  Illegality”,	  27	  Yale	  Journal	  of	  International	  Law	  59	  (2002);	  
Potts,	   The	   Legality	   of	   PPMs	   under	   the	   GATT:	   Challenges	   and	   Opportunities	   for	   Sustainable	   Trade	   Policy	   (2008),	   at	  
<http://www.iisd.org/pdf/2008/ppms_gatt.pdf>.	  

707	  US–Tuna	   I,	  para.	  5.14.	   The	   Panel’s	   reasoning	   that	   a	   PPM-‐based	  measure	   is	   not	   covered	   by	   Article	   III	   has	   been	  
criticized	  in	  the	  literature,	  see,	  e.g.,	  Howse	  and	  Regan,	  supra	  note	  706,	  251,	  254;	  Hudec,	  supra	  note	  706,	  198-‐199;	  Van	  
den	   Bossche	   et	   al.,	   Unilateral	   Measures	   Addressing	   Non-‐Trade	   Concerns:	   A	   Study	   on	  WTO	   Consistency,	   Relevance	   of	  
Other	   International	   Agreements,	   Economic	  Effectiveness	   and	   Impact	   on	  Developing	  Countries	   of	  Measures	   Concerning	  
Non-‐Product-‐Related	  Processes	  and	  Production	  Methods	  (2007),	  85.	  	  

708	  US–Reformulated	  Gasoline	  (Panel),	  paras	  6.9,	  6.11.	  

709	  Green	   and	   Epps,	   “Is	   There	   a	   Role	   for	   Trade	  Measures	   in	   Addressing	   Climate	   Change?”,	   15	  U.C.	  Davis	   Journal	  of	  	  
International	  Law	  and	  Policy	  1	  (2008-‐2009),	  10.	  

710	  Van	   den	   Bossche,	   supra	  note	   491,	   381;	   Lydgate,	   “Consumer	   Preferences	   and	   the	  National	   Treatment	   Principle:	  
Emerging	  Environmental	  Regulations	  Prompt	   a	  New	  Look	  at	   an	  Old	  Problem”,	  10	  World	  Trade	  Review	   165	   (2011),	  
181.	  
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less	  attractive	  to	  consumers	  and	  affect	   the	  relative	  prices	  of	  desirable,	   in	  casu	  climate	   friendly,	  

and	   undesirable,	   in	   casu	   climate	   unfriendly,	   goods	   before	   consumers	   will	   care	   about	   the	  

difference.711	  	  

Furthermore,	  the	  Appellate	  Body	  accepted	  in	  US–Shrimp712	  that	  distinctions	  based	  on	  PPMs	  can	  

benefit	  from	  the	  exceptions	  of	  Article	  XX	  GATT.713	  Unfortunately,	  the	  Appellate	  Body	  was	  not	  in	  a	  

position	   to	   discuss	   the	   legality	   of	   PPM-‐based	   distinctions	   under	   Article	  III,	   since	   the	   US	   had	  

admitted	   that	   its	   ban	   on	   shrimp	   caught	   using	   nets	   that	   did	   not	   have	   turtle	   excluding	   devices	  

violated	   the	  GATT.714	  As	   a	   result,	   the	  debate	   revolved	  around	   the	   availability	   of	   the	  Article	  XX	  

exception	   and	  did	   not	   address	   the	   relevance	   of	   PPMs	   for	   the	   determination	   of	   likeness	   under	  

Article	  III.	  

It	   is	   not	   argued	   here	   that	   the	   product/process	   distinction	   in	   the	   determination	   of	   likeness	   is	  

devoid	  of	  merit.	  PPM	  based	  regulation	  can	  be	  disguised	  protectionism,	  as	  it	  may	  shield	  domestic	  

production	   from	   cheaper	   imported	   products	   when	   the	   price	   difference	   is	   caused	   by	   higher	  

domestic	  production	  standards.715	  The	  product/process	  distinction	  counters	  such	  protectionism	  

and	  protects	  each	  state’s	  opportunity	  to	  participate	  in	  and	  reap	  the	  rewards	  of	  the	  international	  

economy.	   This	   is	   particularly	   important	   for	   developing	   states	   that	   may	   lack	   the	   capacity	   to	  

implement	   other	   states’	   PPM	   requirements.	  Moreover,	   domestic	  markets	   in	   developing	   states	  

often	   lack	  sufficient	   capacity	   to	  absorb	  production	   that	  does	  not	  meet	  PPM	  requirements.	  The	  

ability	   to	   export	   is	   thus	   important,	   at	   the	   micro-‐economic	   level,	   to	   ensure	   the	   viability	   of	  

production	  and,	  at	  the	  macro-‐economic	  level,	  to	  earn	  foreign	  currencies.	  

The	  idea	  reflected	  in	  the	  product/process	  distinction	  is	  that	  decisions	  on	  the	  production	  process	  

belong	  to	  the	  states	   in	  whose	  territories	  the	  production	  takes	  place.	  States’	  ability	  to	   influence	  

production	  processes	  abroad	  through	  the	  regulation	  or	  taxation	  of	  products	  imported	  into	  their	  

territory	   is	   seen	   as	   unlawful,	   extra-‐territorial,	   interference	   in	   the	   exercise	   of	   the	   exporting	  

state’s	   territorial	   sovereignty.716	  The	   decision	   on	   how	   to	   produce	   is	   seen	   as	   more	   worthy	   of	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

711	  Epps	  and	  Green,	  supra	  note	  683,	  122.	  

712	  US–Shrimp	  (AB),	  paras	  128-‐131.	  

713	  Article	  XX	  is	  discussed	  in	  Section	  D.	  

714	  US–Shrimp	  (Panel),	  para.	  7.17.	  

715	  For	  an	  overview,	  and	  a	  rebuttal,	  of	  this	  argument,	  see	  Howse	  and	  Regan,	  supra	  note	  706,	  279-‐285.	  

716	  Jansen	   and	   Lugard,	   “Some	   Considerations	   on	   Trade	   Barriers	   Erected	   for	   Non-‐Economic	   Reasons	   and	   WTO	  
Obligations”,	  2	  Journal	  of	  International	  Economic	  Law	  530	  (1999),	  532;	  Sampson,	  “WTO	  and	  Climate	  Change:	  The	  Need	  
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protection	  than	  the	  decision	  on	  what	  to	  import	  or	  not,	  based	  on	  a	  belief	  that	  the	  GATT	  gives	  its	  

contracting	  parties	  a	  general	  right	  of	  market	  access	  into	  other	  contracting	  parties’	  territories.717	  

For	  importing	  states,	  the	  product/process	  distinction	  implies	  that	  they	  do	  not	  have	  full	  control	  

about	   what	   enters	   their	   territory,	   but	   need	   to	   accept	   the	   regulatory	   choices	   made	   in	   or	   by	  

another	   state	   unless	   these	   choices	   affect	   the	   product’s	   characteristics.	   Of	   course,	   importing	  

states	  can	  still	  regulate	  the	  PPMs	  used	  in	  domestic	  production.	  However,	  they	  must	  be	  prepared	  

to	   accept	   reductions	   in	   competitiveness	   if	   they	   regulate	   the	   PPMs	   used	   by	   their	   import-‐

competing	  industries.	  This	  may	  lead	  to	  leakage	  that	  undermines	  the	  environmental	  objectives	  of	  

its	  domestic	  regulation.	  

Nevertheless,	   the	  main	   issue	  with	   the	   product/process	   distinction	   is	   that	   climate	   change	   is	   a	  

global	  problem,	  as	  are	  many	  other	  problems	  of	   increasing	  interdependence.	   In	  such	  situations,	  

the	   impact	   of	   PPMs	   is	   not	   limited	   to	   the	   state	   of	   production.718	  This	   gives	   other	   states	   a	  

legitimate	   stake	   in	   the	   emissions	   caused	   by	   the	   production	   of	   their	   imports.719	  However,	   the	  

product/process	   distinction	   leaves	   regulation	   of	   the	   production	   processes	   to	   the	   exporting	  

states.	  When	  transboundary	  problems	  such	  as	  GHG	  emissions	  are	  at	  stake,	  this	  effectively	  allows	  

exporting	   states	   to	   regulate	   extraterritorially.720	  Section	   III.B	   will	   therefore	   argue	   against	   the	  

inclusion	  of	   the	  product/process	  distinction	   in	   the	  determination	  of	   likeness	  when	   it	  comes	  to	  

regulation	  in	  response	  to	  global	  problems.	  

(3) Uncertainty	  About	  De	  Facto	  Discrimination	  

The	  determination	  of	  “likeness”	  discussed	  in	  Section	  (2)	  is	  only	  a	  first	  step	  in	  the	  assessment	  of	  

the	  legality	  of	  unilateral	  measures	  under	  Article	  III.721	  Before	  a	  violation	  can	  be	  found	  there	  must	  

also	   be	   differential	   treatment	   of	   imported	   goods	   compared	   to	   domestic	   goods.	   It	   has	   been	  

argued	   in	   the	   literature	   that	   the	  original	   idea	  behind	  Article	   III	  was	   to	  prohibit	  discrimination	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

for	   Policy	   Coherence”,	   in	   Chambers	   (Ed.)	  Global	  Climate	  Governance:	   Inter-‐Linkages	  between	  the	  Kyoto	  Protocol	  and	  
Other	  Multilateral	  Regimes	  (2001),	  77.	  For	  a	  rebuttal,	  see	  Howse	  and	  Regan,	  supra	  note	  706,	  274-‐279.	  

717	  US–Shrimp	   (AB),	   para.	  156.	   This	   interpretation	   of	   states’	   rights	   under	   GATT	   has	   been	   criticized	   in	   relevant	  
literature,	   see	   Howse	   and	   Regan,	   supra	  note	   706,	   251,	   275-‐276;	  McRae,	   “GATT	   Article	   XX	   and	   the	  WTO	  Appellate	  
Body”,	   in	   Bronckers	   and	  Quick	   (Eds.),	  New	  Directions	   in	   International	  Economic	  Law	   (2000),	   232;	   Charnovitz,	   “The	  
WTO’s	  Environmental	  Progress”,	  10	  Journal	  of	  International	  Economic	  Law	  685	  (2007),	  703.	  

718	  Brack	  et	  al.,	  International	  Trade	  and	  Climate	  Change	  Policies	  (2000),	  15-‐16.	  

719	  Doelle,	   “Climate	   Change	   and	   the	  WTO:	   Opportunities	   to	   Motivate	   State	   Action	   on	   Climate	   Change	   through	   the	  
World	  Trade	  Organization”,	  13	  Review	  of	  European	  Community	  and	  International	  Environmental	  Law	  85	  (2004),	  94.	  

720	  Howse	  and	  Regan,	  supra	  note	  706,	  251.	  

721	  Bernasconi-‐Osterwalder,	  supra	  note	  696,	  8.	  
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based	  explicitly	  on	  the	  origin	  of	  a	  good.722	  However,	  GATT	  and	  WTO	  jurisprudence	  have	  applied	  

Article	   III	   to	   treatment	   that	   is	   facially	  origin-‐neutral	  but	  de	   facto	  applies	  disproportionately	   to	  

goods	  of	  a	  certain	  origin.723	  

The	   theoretical	   need	   for	   prohibiting	   de	   facto	   discrimination	   is	   clear.724	  Without	   it,	   the	   GATT	  

disciplines	  could	  easily	  be	  circumvented.	  For	  example,	  when	  a	  domestic	  measure	  prohibits	  the	  

sale	  of	  energy	  inefficient	  cars,	  a	  state	  could	  set	  the	  minimum	  requirement	  of	  energy	  efficiency	  at	  

a	  level	  that	  only	  domestic	  cars	  can	  meet.	  The	  outcome	  would	  be	  the	  same	  as	  a	  rule	  that	  imposes	  

a	   higher	   tax	   or	   stricter	   regulation	   for	   imports,	   even	   though	   it	   would	   not	   explicitly	   include	   a	  

distinction	   based	   on	   origin.	   However,	   the	   precise	   test	   for	   de	   facto	   discrimination	   becomes	  

significant	  when	  the	  measure	  affects	  both	  domestic	  and	  foreign	  cars	  that	  fail	  to	  meet	  the	  energy	  

efficiency	   threshold,	   but	   restricts	   a	   larger	   portion	   of	   potential	   imports,	   compared	   to	   potential	  

domestic	  production.	  

It	   is	   unclear	   how	   broad	   the	   standard	   for	   de	   facto	   discrimination	   is	   under	   current	   WTO	  

jurisprudence.725	  The	  main	  question	  is	  whether	  to	  assess	  de	  facto	  discrimination	  on	  the	  basis	  of	  

a	   “diagonal”	   or	   an	   “asymmetric	   impact”	   test.	   To	   understand	   both	   tests,	   four	   groups	   of	   “like”	  

products	  need	   to	  be	   identified:	  1)	  domestic	  products	   treated	   favourably,	  2)	  domestic	  products	  

treated	  less	  favourably,	  3)	  imported	  products	  treated	  favourably,	  and	  4)	  imported	  products	  less	  

favourably.	  

Under	   a	   diagonal	   test,	   de	   facto	   discrimination	   arises	   as	   soon	   as	   there	   (potentially)	   are	   “like”	  

products	  in	  the	  first	  and	  the	  fourth	  group.	  A	  diagonal	  test	  makes	  it	  very	  easy	  to	  establish	  de	  facto	  

discrimination,726	  particularly	  if	  “likeness”	  is	  interpreted	  broadly.	  In	  practice,	  this	  interpretation	  

of	  de	   facto	  discrimination	   constructs	   the	  national	   treatment	  obligation	   as	   an	  obligation	  not	   to	  

restrict	  trade.727	  The	  implication	  for	  the	  legality	  of	  defensive	  mechanisms	  is	  that	  states	  will	  only	  

be	  able	  to	  avoid	  a	  finding	  of	  discrimination	  if	  they	  treat	  imported	  products	   in	  the	  same	  way	  as	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

722	  Hudec,	  “GATT/WTO	  Constraints	  on	  National	  Regulation:	  Requiem	  for	  an	  “Aims	  and	  Effects”	  Test”,	  32	  International	  
Lawyer	  619	  (1998),	  622;	  Ehring,	  “De	  Facto	  Discrimination	  in	  World	  Trade	  Law:	  National	  and	  Most-‐Favoured-‐Nation	  
Treatment–or	  Equal	  Treatment?”,	  36	  Journal	  of	  World	  Trade	  921	  (2002),	  921.	  

723	  Ehring,	  supra	  note	  722,	  931-‐948;	  Matsushita	  et	  al.,	  supra	  note	  695,	  253.	  

724	  Vranes,	  supra	  note	  705,	  233.	  

725	  Ibid.,	  223;	  Diebold,	  supra	  note	  696,	  40,	  43.	  

726	  Ehring,	  supra	  note	  722,	  924;	  Diebold,	  supra	  note	  696,	  40-‐41.	  

727	  Diebold,	  supra	  note	  696,	  41.	  



	   Chapter	  7	  

	   156	  

domestic	   products	   that	   receive	   the	   best	   treatment.728	  To	   avoid	   discrimination	   under	   such	   a	  

broad	   test,	   a	   state	  would	  need	  a	  global	  monopoly	  on	   the	  production	  of	   a	  particular	  good	  or	   it	  

would	  need	  to	  impose	  a	  lower	  standard	  of	  regulation	  than	  any	  of	  its	  trading	  partners.	  The	  first	  

situation	  of	  a	  global	  monopoly	  is	  unlikely	  in	  practice,	  whereas	  the	  second	  situation	  is	  unhelpful	  

in	  the	  context	  of	  the	  current	  question	  about	  how	  states	  can	  use	  trade	  restrictions	  to	  protect	  their	  

domestic	  affairs	  against	  the	  negative	  impact	  of	  other	  states’	  policies,	  such	  as	  a	  failure	  to	  regulate	  

GHG	  emissions.	  

In	  contrast,	  under	  the	  asymmetric	   impact	   test,	  de	   facto	  discrimination	  only	  arises	   if	  all	   foreign	  

products	   taken	  together	  are	   treated	   less	   favourably	   than	  the	  “like”	  domestic	  products.729	  Thus,	  

this	  test	  requires	  an	  assessment	  whether	  the	  proportion	  of	  domestic	  products	  in	  the	  first	  group	  

is	  similar	  to	  the	  proportion	  of	   imported	  products	   in	  the	  third	  group.	  This	   test	   leaves	  scope	  for	  

domestic	  regulation	  that,	  even	  though	  it	  affects	  imported	  products,	  does	  so	  to	  the	  same	  extent	  as	  

it	  affects	  domestic	  products.	  

WTO	   jurisprudence	   has	   not	   yet	   taken	   an	   explicit	   stance	   on	   the	   interpretation	   of	   de	   facto	  

discrimination.	  However,	  in	  an	  obiter	  dictum	  in	  EC–Asbestos	  the	  Appellate	  Body	  held	  that	  while	  it	  

gave	  broad	  scope	  to	  the	  interpretation	  of	  “like	  products”	  in	  Article	  III:4	  GATT,730	  

A	   complaining	  Member	  must	   still	   establish	   that	   the	  measure	   accords	   to	   the	  group	   of	  
“like”	  imported	  products	  “less	  favourable	  treatment”	  than	  it	  accords	  to	  the	  group	  of	  “like”	  
domestic	  products.	  […]	  a	  Member	  may	  draw	  distinctions	  between	  products	  which	  have	  
been	  found	  to	  be	  “like”,	  without,	   for	   this	  reason	  alone,	  according	  to	   the	  group	  of	   “like”	  
imported	  products	  “less	  favourable	  treatment”	  than	  that	  accorded	  to	  the	  group	  of	  “like”	  
domestic	  products.	  	  

Many	  commentators	  conclude	  that	  a	  comparison	  between	  the	  “group”	  of	  imported	  products	  and	  

the	   “group”	   of	   domestic	   products	  means	   that	   a	   finding	   of	   de	   facto	   discrimination	   needs	   to	   be	  

established	  using	   the	   asymmetric	   impact	   test.731	  De	   facto	   discrimination	  will	   thus	   be	   found	   to	  

exist	  if	  domestic	  products	  are	  comparatively	  overrepresented	  in	  the	  group	  of	  like	  products	  that	  

are	  subject	  to	  a	  lesser	  fiscal	  or	  regulatory	  burden.	  A	  measure	  is	  only	  de	  facto	  discriminatory	  if	  its	  

geographical	  impact	  is	  asymmetric.732	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

728	  Ibid.,	  41.	  

729	  Ehring,	  supra	  note	  722,	  924-‐925.	  

730	  EC–Asbestos	  (AB),	  para.	  100	  (emphasis	  added	  in	  bold).	  

731	  Ehring,	  supra	  note	  722,	  943-‐944,	  964-‐965;	  Vranes,	  supra	  note	  705,	  235,	  238;	  Diebold,	  supra	  note	  696,	  44;	  Epps	  
and	  Green,	  supra	  note	  683,	  75-‐77.	  

732	  Vranes,	  supra	  note	  705,	  235.	  
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That	   this	   obiter	   dictum	   should	   inform	   the	   interpretation	   of	   de	   facto	   discrimination	   is	   not	  

accepted	  by	   all.733	  Unless	   the	  Appellate	  Body	   clarifies	   its	   position,	   the	   possibility	   that	   de	   facto	  

discrimination	   is	   established	   using	   the	   diagonal	   test	   cannot	   be	   excluded.	   Such	   a	   test	   would	  

severely	   restrict	   states’	   fiscal	   and	   regulatory	   autonomy	   and	   their	   ability	   to	   protect	   their	  

domestic	  affairs	  against	  the	  negative	  impact	  of	  other	  states’	  climate	  change	  policies.	  

(4) Conclusion	  on	  the	  National	  Treatment	  Obligation	  

Although	   the	  national	   treatment	  obligation	  of	  Article	   III	   at	   first	   sight	   appears	   to	  be	   consistent	  

with	   importing	   states’	   fiscal	   and	   regulatory	   autonomy,	   the	   interpretation	   of	   likeness	   and	  

discrimination	  reduces	  Members’	  freedom	  to	  act	  in	  defence	  of	  their	  domestic	  affairs	  against	  the	  

negative	   impact	  of	   climate	  change	   triggered	  by	   their	   trading	  partners’	  policies.	  For	  example,	  a	  

Member	  that	  wants	  to	  promote	  renewable	  energy	  sources	  or	  higher	  energy	  efficiency	  standards	  

will	   not	   be	   able	   to	   restrict	   imports	   of	   competing	   products	   that	   have	   been	   produced	   in	   a	   less	  

efficient	  way,	  because	  Article	  III	  is	  traditionally	  interpreted	  as	  prohibiting	  distinctions	  based	  on	  

PPMs	   that	   are	   not	   reflected	   in	   the	   final	   product.	   This	   inability	   to	   restrict	   products	   generated	  

through	  polluting	  processes	  worsens	  the	   free	  rider	  problem	  in	  the	  provision	  of	  a	  global	  public	  

good	  such	  as	  climate	  change	  mitigation.	  Exporting	  Members	  know	  that	   the	  national	   treatment	  

obligation	   obliges	   importing	  Members	   to	   accept	   their	   products,	   regardless	   of	   the	   PPMs	   used.	  

This	   creates	   a	   disincentive	   to	   regulate,	   because	   exporters	   can	   increase	   their	   market	   share	   if	  

importing	  Members’	  products	  become	  more	  expensive	  because	  of	  regulation.	  The	  wide	  reach	  of	  

likeness,	   resulting	   from	   the	   rejection	   of	   the	   “aims	   and	   effects”	   test	   and	   the	   application	   of	   the	  

product/process	  distinction,	  means	  that	  the	  precise	  test	  to	  establish	  de	  facto	  discrimination	  is	  of	  

great	  moment.	  If	  de	  facto	  discrimination	  is	  defined	  broadly,	  allowing	  a	  finding	  of	  discrimination	  

whenever	  a	  complainant	  can	   find	  one	   imported	  product	   treated	  differently	   from	  one	  domestic	  

product,	  very	  little	  is	  left	  of	  the	  importing	  state’s	  fiscal	  and	  regulatory	  autonomy.	  The	  Appellate	  

Body’s	  obiter	  dictum	  in	  EC–Asbestos	   indicates	  that	  the	  Appellate	  Body	  is	  aware	  of	  the	  problems	  

of	   a	   broad	   definition	   of	   de	   facto	   discrimination.	   Nevertheless,	   no	   firm	   test	   for	   de	   facto	  

discrimination	  has	  been	  developed	  so	  far.	  

If	  a	  tax	  or	  regulation	  is	  incompatible	  with	  the	  national	  treatment	  obligation,	  it	  can	  only	  be	  used	  

as	   a	   defensive	   mechanism	   if	   one	   of	   the	   exceptions	   in	   GATT	   provides	   a	   justification.	   The	  

availability	  in	  practice	  of	  these	  exceptions	  is	  analysed	  in	  Sections	  D	  and	  E.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

733	  As	  discussed	  by	  Ehring,	  supra	  note	  722,	  944-‐946.	  See	  also	  Matsushita	  et	  al.,	  supra	  note	  695,	  254	  (arguing	  that	  “the	  
WTO	  seems	  to	  be	  locked	  into	  a	  very	  restrictive	  approach	  to	  de	  facto	  discrimination”)	  
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B. Positive	  Integration	  through	  the	  TBT	  Agreement	  

The	  national	   treatment	  obligation	  only	   removes	   trade	   restrictions	   that	   are	  de	   iure	  or	  de	   facto	  

discriminatory.	   It	   does	   not	   lower	   the	   barriers	   to	   trade	   that	   can	   result	   from	   regulatory	  

differences.	   The	   TBT	   Agreement	   is	   meant	   to	   address	   non-‐discriminatory	   obstacles	   to	  

international	   trade	   through	   disciplines	   on	   technical	   regulations,	   standards	   and	   conformity	  

assessment	  procedures.	  In	  both	  FTAs	  studied,	  the	  Parties	  affirm	  their	  existing	  rights	  under	  the	  

TBT	   Agreement.734	  According	   to	   the	   definitions	   in	   Annex	   I	   of	   the	   TBT	   Agreement,	   a	   technical	  

regulation	   “lays	   down	   product	   characteristics	   or	   their	   related	   processes	   and	   production	  

methods”	  with	  which	  compliance	  is	  mandatory.735	  Standards	  perform	  a	  similar	  function,	  but	  are	  

not	   mandatory. 736 	  Conformity	   assessment	   procedures	   are	   the	   procedures	   through	   which	  

compliance	  with	  the	  technical	  regulation	  or	  the	  standards	  is	  verified.737	  Examples	  in	  the	  context	  

of	  climate	  change	  are	  fuel	  efficiency	  standards	  or	  eco-‐labelling	  standards.	  	  

Given	   that	   such	  measures	   can	   also	   come	  within	   the	   scope	   of	   Article	   III	   GATT,	   the	   question	   is	  

under	  which	  legal	  provision	  they	  have	  to	  be	  tested.	  No	  explicit	  provision	  in	  the	  TBT	  Agreement	  

or	   in	   the	  GATT	  governs	   their	   relationship.	  The	  practice	  has	  emerged	   to	  assess	  a	  measure	   first	  

under	  the	  TBT	  Agreement,	  on	  the	  basis	  of	  the	   lex	  specialis	  principle.738	  If	  a	  domestic	  measure	  is	  

found	  to	  be	  consistent	  with	  the	  TBT	  Agreement,	  it	  can	  still	  be	  found	  illegal	  under	  Article	  III.739	  

It	   is	  debated	  whether	  the	  reference	  to	  “related	  processes	  and	  production	  methods”	   in	  the	  TBT	  

Agreement’s	   definitions	   of	   technical	   regulations	   and	   standards	   encompasses	   only	   PPMs	   that	  

manifest	   themselves	   in	   the	   final	  product,	   such	  as	   traces	  of	   insecticide	  on	  plants,	  or	  extends	   to	  

non-‐product	  related	  PPMs,	  such	  as	  the	  use	  of	  renewable	  energy	  in	  the	  production	  of	  steel.740	  A	  

number	   of	   sources	   consider	   that	   non-‐product	   related	   PPMs	   are	   outside	   the	   scope	   of	   the	   TBT	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

734	  US–Korea	  FTA,	  art.	  9.1;	  EU–Korea	  FTA,	  art.	  4.1.	  

735	  TBT	  Agreement,	  Annex	  I,	  para.	  1.	  

736	  TBT	  Agreement,	  Annex	  I,	  para.	  2.	  

737	  TBT	  Agreement,	  Annex	  I,	  para.	  3.	  

738	  Matsushita	  et	  al.,	  supra	  note	  695,	  482-‐483.	  

739	  EC–Sardines,	   paras	  7.14-‐7.16.	   The	   Appellate	   Body	   did	   not	   reverse	   the	   order	   of	   this	   analysis	   and	   declined	   to	  
address	  whether	  the	  disputed	  measure	  was	  inconsistent	  with	  Article	  III:4	  GATT,	  see	  EC–Sardines	  (AB),	  para.	  313.	  	  

740	  Marceau	  and	  Trachtman,	  supra	  note	  677,	  861-‐862;	  Charnovitz,	  supra	  note	  705,	  9;	  Matsushita	  et	  al.,	  supra	  note	  695,	  
808;	  Koebele,	  “Article	  I	  and	  Annex	  I	  TBT”,	  in	  Wolfrum	  et	  al.	  (Eds.),	  WTO–Technical	  Barriers	  and	  SPS	  Measures	  (2007),	  
196-‐197;	  Epps	  and	  Green,	  supra	  note	  683,	  78;	  Low	  et	  al.,	  supra	  note	  123,	  22.	  For	  a	  good	  overview	  of	  the	  debate	  in	  the	  
TBT	  negotiations	  and	  later	  discussions	  in	  the	  WTO’s	  Committee	  on	  Trade	  and	  Environment,	  see	  Van	  den	  Bossche	  et	  al.,	  
supra	  note	  707,	  143-‐145.	  
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Agreement.741	  However,	  this	  does	  not	  imply	  that	  non-‐product	  related	  PPMs	  are	  prohibited	  under	  

the	  TBT	  Agreement,	  but	   that	   technical	   regulations	  or	   standards	  based	  on	  non-‐product	   related	  

PPMs	  need	  only	  comply	  with	  the	  relevant	  provisions	  under	  GATT.742	  	  

The	   TBT	   Agreement	   has	   the	   potential	   to	   affect	   the	   legality	   of	   domestic	   regulation	   to	   protect	  

against	  the	  negative	  impact	  of	  climate	  change	  triggered	  by	  trading	  partners’	  policies,	  beyond	  the	  

restrictions	   imposed	  by	  Article	   III:4	  GATT.	  Article	   2(1)	   imposes	   the	   equivalent	   of	   the	  national	  

treatment	   obligation	   in	   Article	  III	  GATT	   by	   prohibiting	   discrimination	   between	   imported	   and	  

domestic	  like	  products.	  So,	  as	  with	  Article	  III	  GATT,	  the	  national	  treatment	  obligation	  in	  Article	  

2(1)	   hinges	   upon	   the	   interpretation	   of	   “likeness”	   and	   of	   discrimination.	   It	   is	   unclear	   how	  

“likeness”	  needs	  to	  be	  assessed	  under	  the	  TBT	  Agreement.	  Using	  the	  same	  criteria	  for	  “likeness”	  

as	  under	  Article	   III	  GATT	  may	  result	   in	   too	  broad	  a	  national	   treatment	  obligation,	  because	   the	  

TBT	   Agreement	   does	   not	   contain	   a	   list	   of	   exceptions	   allowing	   the	   exercise	   of	   regulatory	  

autonomy	  in	  specific	  situations.743	  Article	  2(2)	  requires	  that	  domestic	  measures,	  including	  non-‐

discriminatory	   measures,	   “shall	   not	   be	   more	   trade-‐restrictive	   than	   necessary	   to	   fulfil	   a	  

legitimate	  objective”.	  An	   indicative	   list	  of	   legitimate	  objectives	   is	  provided	   in	  Article	  2(2),	   and	  

includes	  measures	   to	  protect	   the	  environment	  and	  human	  health.	  Article	  2(4)	  provides	   for	  an	  

obligation	  to	  use	   international	  standards	  where	  available,	  unless	   these	  would	  be	   ineffective	  or	  

inappropriate	  to	  achieve	  the	  objective.	  If	  a	  state	  uses	  an	  international	  standard	  as	  the	  basis	  for	  

its	   domestic	  measures,	   these	  measures	   are,	   in	   accordance	  with	   Article	   2(5),	   presumed	   not	   to	  

create	  an	  unnecessary	  obstacle	  to	  international	  trade.	  	  

As	   argued	   by	   Hudec,	   this	   “post-‐discriminatory”	   WTO	   law	   of	   the	   TBT	   Agreement	   allows	  

international	   tribunals	   to	  question	   the	  rationality	  of	   state’s	  domestic	   regulatory	  decisions.744	  A	  

state	  wanting	  to	  impose	  technical	  regulations	  needs	  to	  ensure	  that	  all	  its	  measures,	  including	  its	  

non-‐discriminatory	   ones,	   are	   necessary.	   Necessity	   is	   a	   positive	   obligation	   for	   states,	   not	   a	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

741	  Appleton,	   “Private	   Climate	   Change	   Standards	   and	   Labelling	   Schemes	   under	   the	  WTO	   Agreement	   on	   Technical	  
Barriers	  to	  Trade”,	  in	  Cottier	  et	  al.	  (Eds.),	  International	  Trade	  Regulation	  and	  the	  Mitigation	  of	  Climate	  Change	  (2009),	  
139.	   The	  OECD	  has	   taken	   the	   position	   that	   non-‐product	   related	  PPMs	   are	   not	   covered	   by	   the	  TBT	  Agreement,	   see	  
OECD,	   Processes	   and	   Production	   Methods	   (PPMs):	   Conceptual	   Framework	   and	   Considerations	   on	   Use	   of	   PPM-‐Based	  
Trade	   Measures	   OCDE/GC(97)137	   (1997),	   11.	   Vranes,	   supra	   note	   705,	   340-‐342	   argues	   that	   this	   traditional	  
understanding	  may	   be	   based	   on	   incorrect	   assumptions	   about	   the	   degree	   to	  which	   PPMs	   are	   prohibited	   under	   the	  
GATT.	  

742	  Condon,	   “Climate	   Change	   and	   Unresolved	   Issues	   in	   WTO	   Law”,	   12	   Journal	   of	   International	   Economic	   Law	   895	  
(2009),	  921;	  Low	  et	  al.,	  supra	  note	  123,	  24.	  

743	  Tamiotti,	   “Article	  2	  TBT”,	   in	  Wolfrum	  et	   al.	   (Eds.),	  WTO–Technical	  Barriers	  and	  SPS	  Measures	   (2007),	   217;	  Epps	  
and	  Green,	  supra	  note	  683,	  79.	  

744	  Hudec,	   “Science	   and	   ‘Post-‐Discriminatory’	   WTO	   Law”,	   26	   Boston	   College	   International	   and	   Comparative	   Law	  
Review	  185	  (2003),	  188.	  
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justification	  as	  it	  is	  in	  the	  context	  of	  the	  exceptions	  in	  Article	  XX	  GATT,745	  discussed	  in	  Section	  D.	  

The	   interpretation	   of	   “necessity”	   is	   thus	   crucial	   to	   determine	   the	   legality	   of	   defensive	  

mechanisms	   and,	   by	   implication,	   the	   balance	   between	   positive	   and	   negative	   freedom	   in	  

increasing	  interdependence.	  As	  Section	  D	  will	  discuss	  in	  the	  context	  of	  Article	  XX	  GATT,	  the	  test	  

is	   interpreted	  in	  a	  way	  that	   favours	  the	   interests	  of	   trade	  and	  exporters	  over	  the	  protection	  of	  

non-‐trade	  values.	  

C. The	  Prohibition	  on	  Quantitative	  Restrictions	  

In	   addition	   to	   the	   limits	   on	   trade	   restrictions	   based	   on	   the	   quality	   of	   the	   goods	   sold	  within	   a	  

state,	   an	   important	   goal	   of	   the	   GATT	   is	   to	   eliminate	   quantitative	   restrictions	   on	   trade.	  

Quantitative	   restrictions	   to	   protect	   domestic	   affairs	   against	   the	   negative	   impact	   of	   climate	  

change	  face	  a	  significant	  legal	  hurdle	  in	  Article	  XI	  GATT,	  which	  is	  incorporated	  mutatis	  mutandis	  

in	  both	  FTAs	  studied.746	  	  

Article	  XI	  provides	   for	  the	  “general	  elimination	  of	  quantitative	  restrictions”.	   Its	   first	  paragraph	  

stipulates	  that	  

[n]o	  prohibitions	  or	  restrictions	  other	  than	  duties,	  taxes	  or	  other	  charges,	  whether	  made	  
effective	  through	  quotas,	  import	  or	  export	  licences	  or	  other	  measures,	  shall	  be	  instituted	  
or	   maintained	   by	   any	   contracting	   party	   on	   the	   importation	   of	   any	   product	   of	   the	  
territory	  of	  any	  other	  contracting	  party	  or	  on	  the	  exportation	  or	  sale	   for	  export	  of	  any	  
product	  destined	  for	  the	  territory	  of	  any	  other	  contracting	  party.	  

Article	  XI:1	  has	  been	  interpreted	  expansively	  to	  cover	  virtually	  any	  non-‐fiscal	  measure	  that	  can	  

potentially	  affect	  imports	  or	  exports	  of	  non-‐agricultural	  goods.747	  This	  is	  further	  strengthened	  by	  

the	   fact	   that	   the	  mere	   design	   of	   the	  measure	   can	   trigger	   a	   violation	   of	   Article	   XI,	   even	   in	   the	  

absence	  of	  an	  actual	  effect	  on	  trade.748	  

The	   impact	   of	   Article	   XI	   on	   domestic	   measures	   aiming	   to	   protect	   a	   state’s	   domestic	   affairs	  

against	   the	   negative	   impact	   of	   another	   state’s	   actions	   or	   omissions	   is	   much	   wider	   than	  

prohibitions	  on	  restricting	  the	  quantity	  of	  imports.	  A	  particular	  point	  of	  discussion	  regarding	  its	  

reach	  is	  whether	  the	  reference	  to	  “other	  measures”	  means	  that	  non-‐fiscal	  regulations	  that	  limit	  

which	  goods	   can	  be	   sold	  on	  a	  domestic	  market	   are	   also	   covered	  by	  Article	  XI.	  Although	   these	  

regulations	   restrict	   market	   access	   on	   the	   basis	   of	   the	   quality	   rather	   than	   the	   quantity	   of	   the	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

745	  Marceau	  and	  Trachtman,	  supra	  note	  677,	  824-‐825,	  831.	  

746	  US–Korea	  FTA,	  art.	  2.8(1);	  EU–Korea	  FTA,	  art.	  2.9.	  

747	  India–QR	  (Panel),	  para.	  5.142;	  Matsushita	  et	  al.,	  supra	  note	  695,	  271.	  

748	  EEC–Oilseeds	  I,	  para.	  150.	  
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goods,	  they	  have	  the	  effect	  of	  restricting	  all	  imports	  that	  fall	  below	  the	  qualitative	  threshold.	  The	  

WTO	   Panel	   has	   held	   that	   Article	   XI:1	   extends	   to	   restrictions	   “of	   a	   de	   facto	   nature”.749	  This	  

conclusion	  raises	  questions	  about	  the	  relationship	  between	  Article	  XI	  and	  the	  national	  treatment	  

obligation	  in	  Article	  III.	  	  

As	   discussed	   in	   Section	   A,	   Article	   III	   comes	  with	   an	   Ad	   Note	   clarifying	   that	   Article	   III	   covers	  

measures	   applied	   at	   the	   border.	   However,	   the	   Ad	   Note	   does	   not	   make	   clear	   whether	   this	  

excludes	   the	   application	   of	   Article	   XI	   to	   these	   border	   measures.750	  GATT	   and	   WTO	   cases	  

debating	  the	  application	  of	  Articles	  III	  and	  XI	  tend	  towards	  a	  broad	  application	  of	  Article	  XI.	  The	  

GATT	  Panel	  in	  the	  US–Tuna	  I	  first	  analysed	  the	  prohibition	  on	  tuna	  caught	  in	  dolphin-‐unfriendly	  

circumstances	  under	  Article	  III,	  to	  decide	  that	  the	  import	  prohibition	  did	  not	  fall	  under	  Article	  III	  

because	   it	   did	   not	   affect	   tuna	   as	   a	   product.751	  Subsequently,	   the	   Panel	   held	   the	   measure	  

incompatible	  with	  Article	  XI.752	  As	  Driesen	  pointed	  out,753	  

[t]his	  broad	  construction	  of	  Article	  XI	  goes	  beyond	  the	  anti-‐mercantilist	  limit	  on	  quotas	  
necessary	  to	  sustain	  the	  non-‐discrimination	  principle	  and	  embraces	  a	  laissez-‐faire	  rule	  
limited	  only	  by	  applicable	  defenses.	  Hence,	  narrow	  construction	  of	  the	  ad	  note	   implies	  
greater	  movement	  towards	  laissez-‐faire	  trade.	  

In	   2000,	   the	  WTO	  Panel	   in	  EC–Asbestos	   examined	   the	   legality	   of	   the	   French	   bans	   on	   imports,	  

exports	  and	  domestic	  marketing	  of	  asbestos	  fibres	  under	  Article	  III:4	  rather	  than	  under	  Article	  

XI.	  Once	   it	   found	  a	  violation	  of	  Article	  III:4,	   it	  declined	  to	  examine	  whether	  both	  Articles	  could	  

apply	  cumulatively.754	  A	  year	  later,	  the	  WTO	  Panel	  in	  India–Autos	  held	  that	  an	  overlap	  between	  

the	   provisions	   could	   not	   be	   excluded	   in	   the	   exceptional	   circumstance	   “of	   state	   trading	  

enterprises	  involving	  a	  monopoly	  over	  both	  importation	  and	  distribution	  of	  goods”.755	  Moreover,	  

India’s	   claim	   that	   Articles	   III:4	   and	  XI	  were	  mutually	   exclusive	  was	   rejected	   on	   the	   basis	   that	  

“different	  aspects	  of	  the	  same	  measure	  may	  be	  covered	  by	  different	  provisions”.756	  Such	  a	  broad	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

749	  Argentina–Hides	  and	  Leather,	  para.	  11.17.	  

750	  Van	  den	  Bossche,	  supra	  note	  491,	  347.	  

751	  US–Tuna	  I,	  paras	  5.14-‐5.15.	  

752	  Ibid.,	  paras	  5.17-‐5.18.	  

753	  Driesen,	   “What	   Is	  Free	  Trade?:	  The	  Real	   Issue	  Lurking	  Behind	   the	  Trade	  and	  Environment	  Debate”,	  41	  Virginia	  
Journal	  of	  International	  Law	  279	  (2000-‐2001),	  340.	  

754	  EC–Asbestos	  (Panel),	  paras	  8.99-‐8.100.	  

755	  India–Autos	  (Panel),	  paras	  7.221	  and	  7.224.	  

756	  Ibid.,	  para.	  7.296.	  
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application	  of	  Article	  XI	  restricts	  states’	  regulatory	  autonomy	  to	  situations	   in	  which	  one	  of	   the	  

exceptions	  discussed	  in	  the	  next	  two	  Sections	  applies.	  	  

D. The	  Environmental	  Exceptions	  

The	   imbalance	   in	   favour	   of	   a	   state’s	   positive	   freedom	   to	   trade	   over	   another	   state’s	   negative	  

freedom	   from	   the	   negative	   impact	   of	   climate	   change	   transferred	   through	   trade	   can	   still	   be	  

corrected	   if	   an	   exception	   is	   available.	   Article	   XX	  GATT,	   incorporated	   mutatis	   mutandis	   with	  

respect	  to	  trade	   in	  goods	  in	  both	  FTAs	  studied,757	  contains	  general	  exceptions	  to	  balance	  trade	  

with	  specifically	  listed	  non-‐trade	  objectives.	  Whether	  the	  Article	  XX	  exceptions	  are	  also	  available	  

for	   the	   obligations	   under	   the	   TBT	   Agreement	   is	   unclear.758	  Little	   turns	   on	   this	   point	   for	   the	  

purposes	  of	  this	  thesis.	  Under	  both	  Article	  2(2)	  TBT	  Agreement	  and	  Article	  XX	  GATT,	  domestic	  

measures	   will	   have	   to	   meet	   a	   requirement	   of	   necessity.	   The	   difference	   between	   the	   two	  

provisions	  is	  that	  a	  complainant	  will	  have	  to	  prove	  that	  the	  measure	  is	  not	  necessary	  under	  the	  

TBT	   Agreement,	   whereas	   the	   defendant	   will	   have	   to	   prove	   that	   the	   measure	   is	   necessary	   if	  

relying	  on	  an	  exception	  of	  Article	  XX	  GATT.759	  	  

Of	   the	   exceptions	   provided	   for	   in	   Article	   XX(a)	   to	   (j),	   the	   most	   relevant	   to	   climate	   change	  

mitigation	  are	   those	   in	  paragraphs	   (b)	   and	   (g).	  Article	  XX(b)	   exempts	  measures	   “necessary	   to	  

protect	   human,	   animal	   or	   plant	   life	   or	   health”.	   Climate	   change	   can	   constitute	   a	   threat	   to	  

health. 760 	  Moreover,	   Article	   XX(g)	   provides	   an	   exemption	   for	   measures	   “relating	   to	   the	  

conservation	  of	  exhaustible	  natural	  resources	  if	  such	  measures	  are	  made	  effective	  in	  conjunction	  

with	   restrictions	   on	   domestic	   production	   or	   consumption”.	   In	  US–Shrimp,	   the	   Appellate	   Body	  

interpreted	   “exhaustible	   natural	   resources”	   broadly,	   arguing	   that	   it	   had	   to	   “read	   by	   a	   treaty	  

interpreter	   in	   the	   light	   of	   contemporary	   concerns	   of	   the	   community	   of	   nations	   about	   the	  

protection	   and	   conservation	   of	   the	   environment”.761	  The	  WTO	  Panel	   and	  Appellate	  Body	  have	  

already	   accepted	   clean	   air	   as	   an	   exhaustible	   natural	   resource	   under	   Article	   XX(g).762	  GHG	  

emission	   reductions,	   particularly	   of	   HFCs	   and	   CFCs	   that	   do	   not	   occur	   naturally,	   can	   be	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

757	  US–Korea	  FTA,	  art.	  23.1(1);	  EU–Korea	  FTA,	  art.	  2.15.	  

758	  Vranes,	  supra	  note	  705,	  303-‐305.	  

759	  Marceau	  and	  Trachtman,	  supra	  note	  677,	  831.	  

760	  Vanden	  Brink,	  “Competitiveness	  Border	  Adjustments	  in	  U.S.	  Climate	  Change	  Proposals	  Violate	  GATT:	  Suggestions	  
to	  Utilize	  GATT’s	  Environmental	  Exceptions”,	  21	  Colorado	  Journal	  of	  International	  Environmental	  Law	  and	  Policy	   85	  
(2010),	  107.	  

761	  US–Shrimp	  (AB),	  paras	  128-‐131.	  

762	  US–Reformulated	  Gasoline	  (Panel),	  para.	  6.37.	  This	  conclusion	  was	  not	  appealed	  by	  the	  Parties	  and	  was	  followed	  in	  
US–Reformulated	  Gasoline	  (AB),	  p.	  14.	  
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considered	  as	  protecting	   clean	  air.	  Moreover,	   the	   atmosphere	   itself	   is	   arguably	   an	  exhaustible	  

natural	  resource	  because	  its	  capacity	  to	  regulate	  the	  Earth’s	  surface	  temperature	  is	  impaired	  by	  

increased	  GHG	  concentrations.763	  	  

Paragraphs	   (b)	   and	   (g)	   require	   a	   different	   link	   between	   the	   domestic	  measure	   that	   violates	   a	  

GATT	   obligation	   and	   its	   goal,	   with	   (b)	   requiring	   necessity	   and	   (g)	   only	   requiring	   a	   relation	  

between	  both.	  To	  be	  necessary	  under	  paragraph	   (b),	   a	  domestic	  measure	  does	  not	  have	   to	  be	  

indispensable.764	  In	   a	   range	   of	   decisions,	   the	   Appellate	   Body	   has	   held	   that	   a	   determination	   of	  

necessity	  for	  measures	  that	  are	  not	  indispensable	  involves765	  

a	  process	  of	  weighing	  and	  balancing	  a	  series	  of	   factors	  which	  prominently	   include	   the	  
contribution	   [to	   the	   realization	   of	   the	   end	   pursued],	   the	   importance	   of	   the	   common	  
interests	  or	  values	  protected	  by	  that	  law	  or	  regulation,	  and	  the	  accompanying	  impact	  of	  
the	  law	  or	  regulation	  on	  imports	  or	  exports.	  

Subjecting	  measures	   that	  are	  not	   indispensable	   to	  a	  weighing	  and	  balancing	   test	   is	  difficult	   to	  

reconcile	  with	  the	  Appellate	  Body’s	  statements766	  that	  it	  is	  up	  to	  the	  Member	  enacting	  a	  measure	  

to	   choose	   its	   desired	   level	   of	   protection	   for	   non-‐trade	   objectives.767	  Despite	   assertions	   by	   the	  

Appellate	   Body	   that	   “necessity”	   is	   an	   objective	   standard,768	  the	   weighing	   and	   balancing	   test	  

involves	   inherently	   subjective	   assessments	   of	   the	   importance	   of	   the	   values	   pursued,	   the	  

seriousness	  of	  the	  impact	  on	  trade	  and	  the	  strength	  of	  the	  contribution	  of	  the	  domestic	  measure	  

to	   the	  non-‐trade	  goal.769	  It	  may	  be	  an	  objective	  standard	   in	   the	  sense	   that	   is	  not	  a	  self-‐judging	  

standard	  depending	  upon	  the	  regulating	  Member’s	  subjective	  assessment	  of	  necessity.	  However,	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

763	  Pauwelyn,	  U.S.	  Federal	  Climate	  Policy	  and	  Competitiveness	  Concerns:	  The	  Limits	  and	  Options	  of	  International	  Trade	  
Law	   (April	   2007),	   at	   <http://nicholasinstitute.duke.edu/climate/policydesign/u.s.-‐federal-‐climate-‐policy-‐and-‐
competitiveness-‐concerns-‐the-‐limits-‐and-‐options-‐of-‐international-‐trade-‐law>,	   35;	   Hawkins,	   “Skirting	   Protectionism:	  
A	  GHG-‐Based	  Trade	  Restriction	  under	  the	  WTO”,	  20	  Georgetown	  International	  Environmental	  Law	  Review	  427	  (2008),	  
445-‐446;	  Ponnambalam,	  “U.S.	  Climate	  Change	  Legislation	  and	  the	  Use	  of	  GATT	  Article	  XX	  to	  Justify	  a	  ‘Competitiveness	  
Provision’	  in	  the	  Wake	  of	  Brazil-‐Tyres”,	  40	  Georgetown	  Journal	  of	  International	  Law	  261	  (2008),	  272;	  Voigt,	  “WTO	  Law	  
and	   International	  Emissions	  Trading:	   Is	  There	  Potential	   for	  Conflict?”,	  1	  Carbon	  and	  Climate	  Law	  Review	  54	  (2008),	  
59-‐61;	  Vanden	  Brink,	  supra	  note	  760,	  109;	  Hertel,	  “Climate-‐Change-‐Related	  Trade	  Measures	  and	  Article	  XX:	  Defining	  
Discrimination	  in	  Light	  of	  the	  Principle	  of	  Common	  but	  Differentiated	  Responsibilities”,	  45	  Journal	  of	  World	  Trade	  653	  
(2011),	  670.	  

764	  Korea–Beef	  (AB),	  para.	  161;	  Brazil–Retreaded	  Tyres	  (AB),	  para.	  141.	  

765	  The	  test	  was	  first	  advanced	  in	  the	  context	  of	  Article	  XX(d)	  in	  Korea–Beef	  (AB),	  paras	  163-‐164	  and	  was	  later	  applied	  
in	  the	  context	  of	  Article	  XX(b)	  in	  EC–Asbestos	  (AB),	  para.	  172	  and	  in	  Brazil–Retreaded	  Tyres	  (AB),	  paras	  142-‐183.	  

766	  Korea–Beef	  (AB),	  para.	  180;	  EC–Asbestos	  (AB),	  para.	  168;	  Brazil–Retreaded	  Tyres	  (AB),	  para.	  140.	  

767	  Marceau	  and	  Trachtman,	  supra	  note	  677,	  852;	  Regan,	  “The	  Meaning	  of	   ‘Necessary’	   in	  GATT	  Article	  XX	  and	  GATS	  
Article	  XIV:	  The	  Myth	  of	  Cost-‐Benefit	  Balancing”,	  6	  World	  Trade	  Review	  347	  (2007),	  348.	  

768	  US–Gambling	  (AB),	  para	  304.	  

769	  Doyle,	   “Gimme	   Shelter:	   The	   ‘Necessary’	   Element	   of	   GATT	   Article	   XX	   in	   the	   Context	   of	   the	   China-‐Audiovisual	  
Products	  Case”,	  29	  Boston	  University	  International	  Law	  Journal	  143	  (2011),	  166.	  
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claiming	   that	   necessity	   is	   an	   objective	   standard	   creates	   the	   impression	   that	   necessity	   can	   be	  

established	  using	  objective	  means.	  This	   is	  clearly	  not	  the	  case	  when	  a	   judgment	  is	  required	  on	  

the	  relative	  merit	  of	  trade	  and	  the	  competing	  social	  values	  to	  determine	  which	  has	  priority	  over	  

the	  other.	  	  

The	  weighing	  and	  balancing	  test	  allows	  the	  Panel	  and	  the	  Appellate	  Body	  to	  decide	  whether	  the	  

contested	  measure	  is	  indispensable	  or,	  if	  not,	  whether	  the	  domestic	  regulation	  contributes	  to	  its	  

goal,	  whether	   the	   interests	  pursued	  by	   the	  measure	   are	   important,	   and	  whether	   these	   factors	  

outweigh	   the	   restrictive	   impact	   on	   trade.770	  It	   also	   allows	   the	   Panel	   or	   the	   Appellate	   Body	   to	  

decide	  whether	   the	  values	  protected	  by	   the	   trade	   restriction	  are	   important	   enough	   to	   restrict	  

trade	  to	  the	  extent	  that	  they	  do.771	  In	  the	  end,	  it	  is	  the	  WTO	  Panel	  or	  Appellate	  Body	  rather	  than	  

the	  regulating	  Member	  that	  decides	  on	  the	  appropriate	  level	  of	  protection.	  Given	  the	  Appellate	  

Body’s	  emphasis	  on	  Members’	  rights	  to	  trade,772	  the	  current	  interpretation	  of	  necessity	  creates	  

obstacles	   to	   the	   legality	  of	  defensive	  mechanisms	  used	   in	   response	   to	  negative	   transboundary	  

impacts	  in	  situations	  of	  increasing	  interdependence.	  

The	  requirement	  of	  paragraph	  (g)	  that	  the	  domestic	  measure	  “relate	  to”	  the	  environmental	  goal	  

is	  not	   as	   strict	   as	   the	  necessity	   requirement	  of	  paragraph	   (b).	   It	   is	   thus	  more	   likely	   that	  WTO	  

Members	  will	   chose	   to	   justify	   climate	   change	  measures	   that	   violate	   their	   trade	   commitments	  

based	   on	   paragraph	  (g)	   rather	   than	   on	   paragraph	  (b). 773 	  Moreover,	   paragraph	   (g)’s	  

interpretation	  has	  become	  more	  lenient	  in	  the	  WTO	  era,774	  providing	  more	  scope	  for	  defensive	  

mechanisms	   to	   protect	   a	   state	   against	   the	   negative	   impact	   of	   climate	   change	   triggered	   by	   the	  

actions	  or	  omissions	  of	   its	   trading	  partners.775	  The	   traditional	   interpretation	  of	   “relating	   to”	   in	  

Article	   XX(g)	   was	   that	   it	   meant	   “primarily	   aimed	   at”.776	  In	   US–Reformulated	   Gasoline,	   the	  

Appellate	  Body	  noted	  that	  while	  this	  interpretation	  was	  accepted	  by	  all	  participants	  in	  the	  case,	  

“the	  phrase	   ‘primarily	  aimed	  at’	   is	  not	   itself	   treaty	   language	  and	  was	  not	  designed	  as	  a	  simple	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

770	  Marceau	  and	  Trachtman,	  supra	  note	  677,	  827,	  852-‐853.	  

771	  Du,	  “Autonomy	  in	  Setting	  Appropriate	  Level	  of	  Protection	  under	  the	  WTO	  Law:	  Rhetoric	  or	  Reality?”,	  13	  Journal	  of	  
International	  Economic	  Law	  1077	  (2010),	  1097.	  

772	  US–Shrimp	  (AB),	  para.	  156.	  

773	  Hertel,	  supra	  note	  763,	  669.	  

774	  Pauwelyn,	  supra	  note	  763,	  34.	  

775	  Ponnambalam,	  supra	  note	  763,	  271.	  

776	  Canada–Herring	  and	  Salmon,	  para.	  4.6.	  
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litmus	   test	   for	   inclusion	   or	   exclusion	   from	  Article	   XX(g).”777	  In	  US–Shrimp,	   the	  Appellate	  Body	  

accepted	  a	  wider	  interpretation	  of	  “relating	  to”.	  It	  concluded	  that	  the	  US	  import	  prohibition	  on	  

shrimp	  and	  shrimp	  products	  caught	   in	  nets	  without	   turtle	  excluding	  devices	  was	  related	  to	   its	  

environmental	  goal	  since	  its	  design	  was	  “not	  disproportionately	  wide	  in	  its	  scope	  and	  reach	  in	  

relation	  to	  the	  policy	  objective	  of	  protection	  and	  conservation	  of	  sea	  turtle	  species.”778	  	  

Once	  the	  domestic	  measure	  is	  identified	  as	  promoting	  a	  policy	  objective	  listed	  in	  Article	  XX	  and	  

found	   to	   comply	   with	   the	   requirements	   of	   the	   applicable	   paragraph,	   the	   analysis	   moves	   to	  

examining	  the	  measure’s	  compatibility	  with	  Article	  XX’s	  chapeau.779	  The	  chapeau	  requires	   that	  

the	  domestic	  measure	  is	  “not	  applied	  in	  a	  manner	  which	  would	  constitute	  a	  means	  of	  arbitrary	  

or	   unjustifiable	   discrimination	   between	   countries	   where	   the	   same	   conditions	   prevail,	   or	   a	  

disguised	   restriction	  on	   international	   trade.”	  As	   its	  wording	   indicates,	   the	   chapeau	   focuses	  on	  

the	   application,	   rather	   than	   on	   the	   design	   of	   the	  measure.780	  The	   jurisprudence	   regarding	   the	  

chapeau	  is	  highly	  relevant	  to	  determine	  how	  international	  law	  allocates	  states’	  rights	  to	  exercise	  

their	  sovereignty	  when	  collisions	  are	  likely.	  As	  the	  Appellate	  Body	  remarked	  in	  US–Shrimp,781	  

a	  balance	  must	  be	  struck	  between	  the	  right	  of	  a	  Member	  to	  invoke	  an	  exception	  under	  
Article	  XX	  and	   the	  duty	  of	   that	   same	  Member	   to	   respect	   the	   treaty	   rights	  of	   the	  other	  
Members.	   […]	  The	   task	   of	   interpreting	   and	   applying	   the	   chapeau	   is,	   hence,	   essentially	  
the	  delicate	  one	  of	  locating	  and	  marking	  out	  a	  line	  of	  equilibrium	  between	  the	  right	  of	  a	  
Member	   to	   invoke	  an	  exception	  under	  Article	  XX	  and	   the	   rights	  of	   the	  other	  Members	  
under	  varying	  substantive	  provisions	  (e.g.,	  Article	  XI)	  of	  the	  GATT	  1994,	  so	  that	  neither	  
of	   the	   competing	   rights	   will	   cancel	   out	   the	   other	   and	   thereby	   distort	   and	   nullify	   or	  
impair	  the	  balance	  of	  rights	  and	  obligations	  constructed	  by	  the	  Members	  themselves	  in	  
that	  Agreement.	  The	  location	  of	  the	  line	  of	  equilibrium,	  as	  expressed	  in	  the	  chapeau,	  is	  
not	  fixed	  and	  unchanging;	  the	  line	  moves	  as	  the	  kind	  and	  the	  shape	  of	  the	  measures	  at	  
stake	  vary	  and	  as	  the	  facts	  making	  up	  specific	  cases	  differ.	  

In	   the	   interpretation	   of	   the	   chapeau,	   the	   Appellate	   Body	   has	   allowed	   more	   flexibility	   for	  

regulating	  states	  compared	  to	  the	  GATT	  Panel’s	  unadopted	  decision	   in	  US–Tuna	  I.	   In	  1991,	   the	  

latter	   held	   that	   Article	   XX	   cannot	   be	   invoked	   to	   justify	  measures	   that	   reach	   beyond	   a	   state’s	  

territorial	   jurisdiction.782	  In	  1998,	   the	  WTO	  Panel	   in	  US–Shrimp	   held	   that	  Article	  XX’s	   chapeau	  

cannot	   be	   interpreted	   so	   as	   to	   allow	   a	  Member	   “to	   adopt	  measures	   conditioning	   access	   to	   its	  

market	   for	   a	   given	   product	   upon	   the	   adoption	   by	   the	   exporting	  Members	   of	   certain	   policies,	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

777	  US–Reformulated	  Gasoline	  (AB),	  p.	  18-‐19.	  

778	  US–Shrimp	  (AB),	  para.	  141.	  

779	  This	  two-‐tiered	  approach	  was	  set	  out	  in	  US–Reformulated	  Gasoline	  (AB),	  p.	  22.	  

780	  US–Reformulated	  Gasoline	  (AB),	  p.	  22;	  US–Shrimp	  (AB),	  para.	  160.	  

781	  US–Shrimp	  (AB),	  paras	  156-‐159.	  

782	  US–Tuna	  I,	  paras	  5.25-‐5.32.	  
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including	  conservation	  policies”	  as	  this	  would	  threaten	  “the	  security	  and	  predictability	  of	  trade	  

relations”.783	  The	  Panel’s	  interpretation	  of	  the	  regulation	  of	  market	  access	  was	  overruled	  by	  the	  

Appellate	  Body,	  which	  stated	  that:784	  

conditioning	   access	   to	   a	   Member’s	   domestic	   market	   on	   whether	   exporting	   Members	  
comply	   with,	   or	   adopt,	   a	   policy	   or	   policies	   unilaterally	   prescribed	   by	   the	   importing	  
Member	  may,	  to	  some	  degree,	  be	  a	  common	  aspect	  of	  measures	  falling	  within	  the	  scope	  
of	   one	   or	   another	   of	   the	   exceptions	   (a)	   to	   (j)	   of	   Article	   XX.	   […]	   It	   is	   not	   necessary	   to	  
assume	  that	  requiring	  from	  exporting	  countries	  compliance	  with,	  or	  adoption	  of,	  certain	  
policies	  (although	  covered	  in	  principle	  by	  one	  or	  another	  of	  the	  exceptions)	  prescribed	  
by	   the	   importing	   country,	   renders	   a	  measure	   a	  priori	   incapable	   of	   justification	   under	  
Article	  XX.	  Such	  an	   interpretation	  renders	  most,	   if	  not	  all,	  of	   the	  specific	  exceptions	  of	  
Article	  XX	  inutile,	  a	  result	  abhorrent	  to	  the	  principles	  of	  interpretation	  we	  are	  bound	  to	  
apply.	  

As	   it	   found	   that	   the	   turtles’	  migration	   through	  US	   territorial	  waters	   created	  a	   sufficient	  nexus	  

between	  the	  US	  territory	  and	  the	  turtles,	  the	  Appellate	  Body	  declined	  to	  assess	  whether	  Article	  

XX(g)	  contains	  an	  “implied	  jurisdictional	  limitation”.785	  This	  does	  not	  cause	  particular	  problems	  

for	   applying	   the	   exception	   to	   a	   domestic	  measure	   on	   climate	   change	   given	   that	   a	   sufficiently	  

clear	  nexus	  exists	  between	  a	  state	  and	  the	  atmosphere.786	  	  

Another	   step	   towards	  more	   flexibility	   for	   regulating	   states	   under	   the	   chapeau,	   related	   to	   the	  

discussion	  on	  extraterritoriality,	   is	   the	  acceptance	   that	  PPM-‐based	  distinctions	  can	  be	   justified	  

under	  Article	  XX.	   In	  US–Shrimp,	   the	   follow-‐up	  Appellate	  Body’s	  decision	   to	  exempt	   the	  revised	  

US	  legislation,	  which	  included	  the	  requirement	  that	  shrimp	  are	  caught	  using	  nets	  equipped	  with	  

“turtle	   excluding	   devices”,787	  indicates	   that	   even	   non-‐product	   related	   PPMs	   are	   a	   permissible	  

basis	  for	  differential	  taxation	  or	  regulation.	  From	  the	  perspective	  of	  protecting	  a	  state’s	  domestic	  

affairs	  against	  the	  negative	  impact	  of	  climate	  change,	  this	  is	  a	  welcome	  recognition	  in	  the	  WTO’s	  

jurisprudence.	  

Despite	   the	  Appellate	  Body’s	   increased	   flexibility	   in	   the	   application	  of	   the	  paragraphs	  and	   the	  

chapeau	  to	  environmental	  measures,	  there	  are	  still	   important	  restrictions	  on	  states’	  regulatory	  

autonomy	  that	  limit	  their	  ability	  to	  protect	  their	  domestic	  affairs	  against	  external	  interference.	  It	  

has	  been	  argued	  in	  the	  literature	  that	  WTO	  jurisprudence	  has	  introduced	  a	  necessity	  test,	  even	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

783	  US–Shrimp	  (Panel),	  para.	  7.45.	  

784	  US–Shrimp	  (AB),	  para.	  121.	  

785	  US–Shrimp	  (AB),	  para.	  133.	  

786	  Van	  den	  Bossche	  et	  al.,	  supra	  note	  707,	  96.	  

787	  US–Shrimp	  21.5	  (AB),	  para.	  154.	  



	   Chapter	  7	  

	   167	  

though	  the	  text	  of	  the	  chapeau	  does	  not	  mention	  necessity.	   In	  US–Reformulated	  Gasoline,788	  the	  

Appellate	   Body	   held	   that	   a	   determination	   of	   whether	   the	   discrimination	   was	   arbitrary	   or	  

unjustifiable	   involved	   a	   review	   of	   the	   availability	   of	   alternative	   measures	   that	   were	   less	  

restrictive	  of	  trade.789	  	  

The	   impact	   of	   introducing	   a	   necessity	   test	   in	   the	   chapeau	   is	   compounded	  by	   the	   fact	   that	   the	  

regulating	   state	   bears	   the	   burden	   of	   proving	   that	   the	   contested	   measure	   benefits	   from	   an	  

exception	  under	  Article	  XX.790	  This	  includes	  showing	  that	  the	  domestic	  measure	  falls	  within	  one	  

of	  Article	  XX’s	  paragraphs	  and	  that	  the	  measure	  is	  necessary	  in	  accordance	  with	  the	  chapeau.	  To	  

this	  end,	  a	  WTO	  Panel	  will	  in	  all	  likelihood	  require	  scientific	  evidence.791	  In	  the	  context	  of	  climate	  

change,	   there	   is	  considerable	  uncertainty	  about	  the	  precise	  mechanisms	  of	  climate	  change,	   the	  

effectiveness	  of	  specific	  types	  of	  measures	  to	  reduce	  a	  state’s	  emissions,	  and	  the	  impact	  of	  these	  

measures	  on	  trade.792	  As	  argued	  by	  Sykes,	  in	  situations	  of	  scientific	  uncertainty,	  requirements	  to	  

produce	  scientific	  evidence	  can	  prevent	  benign	  regulatory	  efforts	  intended	  to	  manage	  the	  risks	  

to	  which	  a	  state	  finds	  itself	  exposed.793	  	  

Finally,	   the	   Appellate	   Body	   has	   indicated	   that,	   rather	   than	   undertaking	   unilateral	   measures,	  

states	   should	   attempt	   to	   reach	   an	   international	   solution	   through	   “serious,	   across-‐the-‐board	  

negotiations	  with	  the	  objective	  of	  concluding	  bilateral	  or	  multilateral	  agreements”.794	  All	  trading	  

partners	  must	  be	  offered	  similar	  opportunities	  to	  negotiate.795	  The	  Appellate	  Body	  later	  clarified	  

that	  a	  bilateral	  or	  multilateral	  solution	  is	  not	  required	  to	  benefit	  from	  an	  Article	  XX	  exemption	  as	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

788	  US–Reformulated	  Gasoline	  (AB),	  p.	  25-‐29.	  

789	  Hudec,	   supra	   note	   722,	   638;	   Marceau	   and	   Trachtman,	   supra	   note	   677,	   830;	   Neumann	   and	   Türk,	   “Necessity	  
Revisited:	  Proportionality	  in	  World	  Trade	  Organization	  Law	  after	  Korea-‐Beef,	  EC-‐Asbestos	  and	  EC-‐Sardines”,	  37	  Journal	  
of	  World	  Trade	  199	  (2003),	  228,	  230;	  Green,	  “Climate	  Change,	  Regulatory	  Policy	  and	  the	  WTO:	  How	  Constraining	  Are	  
Trade	   Rules?”,	   8	   Journal	   of	   International	   Economic	   Law	   143	   (2005),	   178;	   Vranes,	   supra	  note	   705,	   278-‐282;	   Reid,	  
“Regulatory	  Autonomy	  in	  the	  EU	  and	  WTO:	  Defining	  and	  Defending	  Its	  Limits”,	  44	  Journal	  of	  World	  Trade	  877	  (2010),	  
894.	   See	   contra	   Appleton,	   “GATT	   Article	   XX’s	   Chapeau:	   A	   Disguised	   ‘Necessary’	   Test?:	   The	  WTO	   Appellate	   Body’s	  
Ruling	  in	  United	  States–Standards	  for	  Reformulated	  and	  Conventional	  Gasoline”,	  6	  Review	  of	  European	  Community	  and	  
International	  Environmental	  Law	  131	  (1997),	  134-‐135.	  

790	  US–Reformulated	  Gasoline	  (AB),	  p.	  22-‐23.	  For	  a	  discussion	  of	  the	  rules	  on	  the	  burden	  of	  proof,	  see	  Foster,	  Science	  
and	  the	  Precautionary	  Principle	  in	  International	  Courts	  and	  Tribunals	  (2011),	  Part	  III.	  

791	  Green,	   supra	  note	   789,	   171-‐173;	   Green	   and	   Epps,	   “The	  WTO,	   Science,	   and	   the	   Environment:	   Moving	   Towards	  
Consistency”,	  10	  Journal	  of	  International	  Economic	  Law	  285	  (2007),	  294.	  

792	  Green,	  supra	  note	  789,	  185-‐186.	  

793	  Sykes,	   “Domestic	  Regulation,	   Sovereignty,	   and	  Scientific	  Evidence	  Requirements:	  A	  Pessimistic	  View”,	  3	  Chicago	  
Journal	  of	  International	  Law	  353	  (2002),	  354-‐355.	  

794	  US–Shrimp	  (AB),	  para.	  166.	  See	  also	  US–Reformulated	  Gasoline	  (AB),	  p.	  27.	  

795	  US–Shrimp	  (AB),	  para.	  172;	  US–Shrimp	  21.5	  (AB),	  para.	  122.	  
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long	   as	   serious	   negotiations	   have	   been	   attempted	   in	   good	   faith.796	  In	   addition,	   when	   acting	  

unilaterally,	  states	  cannot	  require	  trading	  partners	  to	  adopt	  a	  domestic	  regulatory	  regime	  that	  is	  

“essentially	  the	  same”	  as	  the	  importing	  state’s	  regime.797	  Instead,	  the	  importing	  state	  must	  take	  

into	   account	   the	  different	   conditions	  prevailing	   in	   exporting	   states	   and	  must	   analyse	  whether	  

the	  regulatory	  program	  of	  the	  exporting	  state	  is	  appropriate	  to	  those	  conditions.798	  

In	  the	  context	  of	  climate	  change,	  an	  important	  factor	  when	  applying	  this	  procedural	  requirement	  

is	  the	  existence	  of	  the	  UNFCCC	  and	  the	  Kyoto	  Protocol.799	  These	  agreements	  arguably	  represent	  

a	   concerted	   effort	   to	   reach	   a	   multilateral	   co-‐operative	   solution	   on	   climate	   change.	   Thus,	   the	  

procedural	   requirement	   of	   Article	   XX’s	   chapeau	   would	   be	   met,	   opening	   up	   the	   exception	   to	  

justify	   unilateral	   trade	   restrictions.800 	  However,	   it	   is	   not	   simply	   the	   case	   that	   good	   faith	  

negotiations	  were	  attempted;	  the	  negotiations	  have	  led	  to	  actual	  agreements,	  even	  though	  these	  

have	  not	  yet	  been	  very	  successful	  in	  mitigating	  climate	  change.	  As	  international	  agreements	  go,	  

the	   Kyoto	   Protocol	   is	   unique	   in	   that	   it	   only	   obliges	   a	   minority	   of	   its	   Parties	   to	   reduce	   GHG	  

emissions.	  Thus,	  when	  a	  state	  has	  accepted	  that	  the	  Kyoto	  Protocol	  does	  not	  oblige	  another	  state	  

to	   reduce	   its	   emissions,	   a	   measure	   discriminating	   against	   the	   latter’s	   exports	   unless	   its	   GHG	  

emissions	   are	   comparable	   to	   those	   in	   the	   importing	   state	   could	  be	   considered	   as	   arbitrary	   or	  

unjustifiable	  discrimination.	   In	   contrast,	   such	  a	  measure	   could	  arguably	  be	   introduced	  against	  

states	  that	  are	  bound	  by	  the	  Kyoto	  Protocol	  to	  restrict	  their	  emissions.	  Nevertheless,	  given	  that	  

compliance	  is	  only	  required	  by	  the	  end	  of	  2012,	  it	  may	  be	  too	  early	  to	  introduce	  discriminatory	  

measures	  to	  address	  non-‐compliance.	  

In	  sum,	  domestic	  climate	  change	  measures	  containing	  trade	  restrictions	  can	  be	  considered	  to	  fall	  

within	  the	  scope	  of	  Article	  XX(b)	  and	  (g).	  However,	  the	  application	  of	  Article	  XX’s	  chapeau	  leaves	  

a	   considerable	   degree	   of	   discretion	   to	   a	  WTO	   Panel	   and	   the	   Appellate	   Body	   to	   decide	   on	   the	  

legality	   of	   a	   Member’s	   measures	   adopted	   to	   protect	   its	   domestic	   affairs	   against	   the	   negative	  

impact	  of	  climate	  change.801	  As	  argued	  in	  Chapter	  6,	  there	  is	  no	  similar	  oversight	  of	  the	  domestic	  

environmental	  measures	  that	  have	  an	  impact	  on	  other	  states	  through	  trade.	  The	  importing	  state	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

796	  US–Shrimp	  21.5	  (AB),	  paras	  123-‐124.	  

797	  US–Shrimp	  (AB),	  paras	  163-‐164.	  

798	  US–Shrimp	  (AB),	  para.	  165.	  

799	  Hertel,	  supra	  note	  763,	  676-‐678.	  

800	  Voigt,	  supra	  note	  763,	  62-‐63.	  

801	  Buck	   and	   Verheyen,	   International	   Trade	   Law	   and	   Climate	   Change–A	   Positive	   Way	   Forward	   (July	   2001),	   at	  
<http://library.fes.de/pdf-‐files/stabsabteilung/01052.pdf>;	  Green,	  supra	  note	  789;	  Charnovitz,	  supra	  note	  717,	  702.	  
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will	  have	  to	  justify	  its	  regulation,	  whereas	  the	  exporting	  state	  does	  not	  have	  to	  justify	  its	  lack	  of	  

regulation.	  	  

E. The	  Security	  Exception	  	  

A	  second	  exception	  that	  could	  be	  of	  relevance	  is	  the	  security	  exception	  in	  Article	  XXI	  GATT.	  Two	  

openings	   are	   potentially	   available	   for	   climate	   change	   to	   be	   considered	   under	   the	   security	  

exception,	   although	   it	   is	   unlikely	   that	  Members	  will	   use	   the	   security	   exception	   to	   justify	   their	  

trade	   restrictive	   climate	   change	   measures.	   Tellingly,	   a	   recent	   book	   on	   the	   linkages	   between	  

trade	  and	  climate	  change802	  does	  not	  even	  address	  the	  security	  exception.	  	  

A	  first	  opening	  is	  Article	  XXI(c)	  which	  provides	  an	  exception	  for	  actions	  by	  a	  WTO	  member	  “in	  

pursuance	   of	   its	   obligations	   under	   the	   United	   Nations	   Charter	   for	   the	   maintenance	   of	  

international	   peace	   and	   security”.	   For	   this	   exception	   to	   be	   available,	   the	   UN	   Security	   Council	  

would	   first	  have	   to	  declare	   climate	   change	  a	   threat	   to	   international	  peace	  and	   security.803	  The	  

UN	  Security	  Council	  itself	  has	  only	  discussed	  the	  link	  between	  climate	  change	  and	  international	  

peace	   and	   security	   once,	   in	   April	   2007,	   but	   did	   not	   take	   any	   further	   action.804	  The	   Chinese	  

representative	   held	   that	   “the	   discussions	   at	   this	  meeting	   should	   be	   regarded	   as	   an	   exception	  

giving	   rise	   to	   neither	   outcome	   documents	   nor	   follow-‐up	   actions”.805	  Given	   the	   US	   and	   China’s	  

opposition	   to	   climate	   change	   regulation	   and	   their	   status	   as	   permanent	   members	   on	   the	   UN	  

Security	  Council,	  it	  is	  politically	  unlikely	  that	  the	  UN	  Security	  Council	  will	  declare	  climate	  change	  

a	   threat	   to	   international	   peace	   and	   security	   in	   the	   near	   future.806	  As	   long	   as	   such	   action	   is	  

missing,	   Article	   XXI(c)	   is	   unavailable	   to	   states	  wishing	   to	   impose	   trade	   restrictions	   to	   protect	  

their	  domestic	  affairs	  against	  the	  negative	  impact	  of	  climate	  change.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

802	  Epps	  and	  Green,	  supra	  note	  683.	  

803	  Penny,	   “Greening	   the	   Security	   Council:	   Climate	   Change	   as	   an	   Emerging	   ‘Threat	   to	   International	   Peace	   and	  
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Legislate?”,	  9	  Melbourne	  Journal	  of	  International	  Law	  495	  (2008),	  505-‐506.	  

804	  UN	  Security	  Council,	  Letter	  dated	  5	  April	  2007	  from	  the	  Permanent	  Representative	  of	  the	  United	  Kingdom	  of	  Great	  
Britain	  and	  Northern	  Ireland	  to	  the	  United	  Nations	  addressed	  to	  the	  President	  of	  the	  Security	  Council	  (S/2007/186),	  UN	  
Doc	  S/PV.5663	  (2007).	  

805	  Ibid.,	  p.	  13.	  

806	  Penny,	  supra	  note	  803,	  63;	  German	  Advisory	  Council	  on	  Global	  Change	  (WBGU),	  supra	  note	  803,	  196;	  Scott,	  supra	  
note	  803,	  508-‐510.	  
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Both	  FTAs	   studied	   also	   contain	   an	   exception	   for	   the	   fulfilment	  of	   international	   obligations	   for	  

the	   maintenance	   of	   international	   peace	   and	   security.	   However,	   the	   exceptions	   in	   these	  

agreements	  are	  not	  limited	  to	  international	  obligations	  imposed	  by	  the	  UN,807	  but	  would	  extend	  

to	  obligations	  under	  regional	  security	  arrangements.	  

A	  second	  opening	  is	  the	  protection	  of	  essential	  security	  interests.	  Article	  XXI(b)(iii)	  provides	  an	  

exception	  for	  measures	  

to	  prevent	  any	  contracting	  party	  from	  taking	  any	  action	  which	  it	  considers	  necessary	  for	  
the	   protection	   of	   its	   essential	   security	   interests	   […]	   taken	   in	   time	   of	   war	   or	   other	  
emergency	  in	  international	  relations.	  	  

The	  phrase	  “which	  it	  considers	  necessary”	  suggests	  that	  the	  exception	  is	  self-‐judging,	  as	  argued	  

by	   the	   US	   before	   a	   GATT	   Panel	   examining	   the	   legality	   of	   its	   1985	   trade	   embargo	   against	  

Nicaragua.	   The	  GATT	  Panel	   did	   not	   have	   the	   opportunity	   to	   analyse	   the	  US	   claim,	   because	   its	  

terms	  of	  reference	  explicitly	  precluded	  it	  from	  assessing	  the	  validity	  of	  invoking	  the	  exception	  of	  

Article	  XXI(b)(iii).808	  The	  Panel	  nevertheless	  raised	  the	  general	  question	  how	  it	  could	  be	  ensured	  

that	   the	  exception	   “is	  not	   invoked	  excessively	  or	   for	  purposes	  other	   than	   those	   set	  out	   in	   this	  

provision”	   if	   its	   interpretation	   is	   left	   to	   the	   state	   relying	  on	   it.809	  This	  question	   can	  be	   seen	  as	  

opposition	  to	  the	  claim	  that	  the	  exception	  is	  non-‐justiciable.810	  In	  the	  literature,	  the	  potential	  of	  

abuse	  of	  a	  non-‐justiciable	  exception	  is	  pointed	  out,811	  although	  this	  has	  not	  materialized	  so	  far	  in	  

practice	  as	  the	  exception	  is	  very	  rarely	  invoked.812	  	  

The	   EU–Korea	   FTA	   contains	   an	   identically	   worded	   exception	   for	   the	   protection	   of	   essential	  

security	  interests.	   In	  contrast,	   the	  US–Korea	  FTA’s	  security	  exception	  is	  even	  broader.	  There	  is	  

no	   reference	   to	   the	   existence	   of	   an	   “emergency	   in	   international	   relations”,	   only	   to	   “essential	  

security	  interests”.813	  In	  line	  with	  the	  US	  position	  in	  GATT,	  a	  footnote	  to	  the	  FTA	  clarifies	  that	  if	  

the	  exception	  is	  invoked	  in	  a	  dispute,	  “the	  tribunal	  or	  panel	  hearing	  the	  matter	  shall	  find	  that	  the	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

807	  US–Korea	  FTA,	  art.	  23.2(b);	  EU–Korea	  FTA,	  art.	  15.9	  (c).	  

808	  US–Nicaraguan	  Trade,	  paras	  1.4	  and	  5.3.	  

809	  Ibid.,	  para.	  5.17.	  

810	  Mavroidis,	  supra	  note	  677,	  330.	  

811	  Jackson,	   The	   World	   Trading	   System:	   Law	   and	   Policy	   of	   International	   Economic	   Relations,	   2nd	   ed.	   (1997),	   230;	  
Kennedy,	  “GATT	  1994”,	  in	  Macrory	  et	  al.	  (Eds.),	  The	  World	  Trade	  Organization:	  Legal,	  Economic	  and	  Political	  Analysis	  
(2005),	  168.	  

812	  Alexandroff	  and	  Sharma,	  “The	  National	  Security	  Provision–GATT	  Article	  XXI”,	   in	  Macrory	  et	  al.	  (Eds.),	  The	  World	  
Trade	  Organization:	  Legal,	  Economic	  and	  Political	  Analysis	   (2005),	  1572;	  Bhala,	  Modern	  GATT	  Law:	  A	  Treatise	  on	  the	  
General	  Agreement	  on	  Tariffs	  and	  Trade	  (2005),	  560.	  

813	  US–Korea	  FTA,	  art.	  23.2.	  
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exception	  applies”.814	  The	  essential	  security	  exception	  in	  the	  US–Korea	  FTA	  is	  thus	  a	  self-‐judging	  

exception,	   giving	  parties	   a	  wide	   freedom	   to	   justify	  measures	  based	  on	   their	   essential	   security	  

interests.	  

Although	  it	  can	  be	  debated	  whether	  Article	  XXI(b)(iii)	  and	  its	  equivalent	  provisions	  in	  the	  FTAs	  

can	  extend	  to	  non-‐military	  threats,815	  it	  is	  not	  inconceivable	  that	  climate	  change	  could	  qualify	  as	  

an	   “emergency	   in	   international	   relations”,	   under	   GATT	   or	   the	   EU–Korea	   FTA,	   or	   a	   threat	   to	  

“essential	   security	   interests”	   under	   the	   US–Korea	   FTA.	   There	   is	   growing	   concern	   that	  

insufficient	   climate	   change	   mitigation	   could	   lead	   to	   serious	   security	   problems	   around	   2025-‐

2040.816	  Some	  evidence	  is	  already	  emerging.	  For	  example,	  the	  crisis	  in	  Darfur	  has	  been	  linked	  to	  

climate	   change.817	  The	   melting	   of	   the	   Arctic	   ice	   cap	   has	   revived	   debates	   about	   unresolved	  

continental	  shelf	  claims818	  and	  the	  idea	  of	  open	  seas	  on	  the	  North	  Pole	  has	  raised	  concerns	  in	  the	  

US	  about	  its	  and	  Canada’s	  exposure	  to	  Russia.819	  	  

II. INSUFFICIENT	  GUARANTEES	  AGAINST	  “UNFAIR	  TRADE”	  

Section	  I	  focused	  on	  the	  legality	  of	  defensive	  mechanisms	  under	  provisions	  of	  the	  GATT	  and	  the	  

FTAs	   studied	   that	   aim	   to	   guarantee	  market	   access	   to	   imported	   goods.	   These	   are	   not	   the	   only	  

category	   of	   rules	   in	   the	   WTO	   framework.	   The	   Agreement	   on	   Subsidies	   and	   Countervailing	  

Measures	   (“SCM	  Agreement”)	   aims	   to	   ensure	   the	   fairness	   of	   international	   trade	  by	   restricting	  

WTO	  Members’	  ability	  to	  give	  their	  exporters	  a	  competitive	  edge	  through	  subsidies.820	  Members	  

whose	   domestic	   industries	   suffer	   “material	   injury”	   because	   of	   imports	   that	   are	   subsidised	   by	  

their	  home	  state	  may	  adopt	  countervailing	  duties.	  

An	  argument	  has	  developed	  in	  trade	  literature	  that	  a	  failure	  to	  regulate	  GHG	  emissions	  equates	  

to	   a	   subsidy	   to	   domestic	   producers,	   since	   these	   producers	   are	   not	   required	   to	   internalize	   the	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

814	  Ibid.,	  art.	  23.2,	  footnote	  2.	  

815	  Hahn,	   “Vital	   Interests	   and	   the	   Law	   of	   GATT:	   An	  Analysis	   of	   GATT’s	   Security	   Exception”,	   12	  Michigan	   Journal	  of	  
International	   Law	   (1990-‐1991),	   580-‐581,	   587-‐589;	   Pauwelyn,	   “How	   to	   Win	   a	   World	   Trade	   Organization	   Dispute	  
Based	  on	  Non-‐World	  Trade	  Organization	  Law?	  Questions	  of	   Jurisdiction	  and	  Merits”,	  37	   Journal	  of	  World	  Trade	  997	  
(2003),	  997;	  Bhala,	  supra	  note	  812,	  560-‐561.	  

816	  CNA	   Corporation,	  National	   Security	   and	   the	   Threat	   of	   Climate	   Change	   (2007),	   44;	   German	   Advisory	   Council	   on	  
Global	  Change	  (WBGU),	  supra	  note	  803,	  6.	  

817	  UN	  Environment	  Programme,	  Synthesis	  Report.	  Sudan.	  Post-‐Conflict	  Environmental	  Assessment	  (2007),	  7.	  

818 	  BBC	   News,	   Russia	   plants	   flag	   under	   N	   Pole	   (2	   August	   2007),	   at	  
<http://news.bbc.co.uk/2/hi/europe/6927395.stm>.	  

819	  CNA	  Corporation,	  supra	  note	  816,	  33,	  38.	  

820	  Van	  den	  Bossche,	  supra	  note	  491,	  37.	  
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environmental	   cost	  of	   their	  activities	  whereas	   their	   competitors	   in	   importing	   jurisdictions	  are	  

required	   to	   do	   so.821	  For	   a	   subsidy	   to	   arise,	   the	   producing	   Member	   must	   make	   a	   financial	  

contribution	  or	  grant	  any	  form	  of	  income	  or	  price	  support	  in	  such	  a	  way	  that	  confers	  a	  benefit.822	  

The	  subsidy	  will	  only	  be	  prohibited	  by	  or	  actionable	  under	  the	  SCM	  Agreement	  if	  it	  is	  specific.823	  

The	   argument	   that	   a	   lack	   of	   regulation	   qualifies	   as	   a	   subsidy	   is,	   however,	   tenuous	   since	   key	  

concepts	  in	  the	  SCM	  Agreement	  need	  to	  be	  stretched	  to	  accommodate	  such	  a	  claim.	  	  

A	  crucial	  question	  is	  whether	  lack	  of	  regulation	  constitutes	  a	  financial	  contribution	  by	  a	  Member	  

to	  its	  domestic	  producers.824	  Opinion	  on	  this	  is	  divided.	  Bhagwati	  and	  Mavroidis	  argue	  that	  the	  

failure	  to	  ratify	  the	  Kyoto	  Protocol	  does	  not	  amount	  to	  a	  financial	  subsidy.825	  Green	  argues	  that	  a	  

lack	  of	  regulation	  could	  be	  seen	  as	  an	  indirect	  subsidy,	  although	  he	  admits	  that	  this	  conclusion	  

could	  open	  up	  Members’	  environmental	  laws	  to	  WTO	  scrutiny.826	  

The	   argument	   that	   a	  Member	  makes	   a	   financial	   contribution	   to	   its	   producers	   by	   not	   obliging	  

them	  to	  reduce	  GHG	  emissions	  is	  unlikely	  to	  succeed.	  Article	  1.1(iii)	  SCM	  Agreement	  stipulates	  

that	   there	   is	   a	   financial	   contribution	   where	   “government	   revenue	   that	   is	   otherwise	   due	   is	  

foregone	   or	   not	   collected”.	   In	   the	  US–FSC	   case,	   the	   Appellate	   Body	   held	   that	   “[a]	   Member,	   in	  

principle,	  has	  the	  sovereign	  authority	  to	  tax	  any	  particular	  categories	  of	  revenue	  it	  wishes.	  It	  is	  

also	   free	  not	   to	   tax	   any	  particular	   categories	  of	   revenues.”827	  Hence,	   national	   tax	   legislation	  of	  

the	   state	   allegedly	   giving	   a	   subsidy	   sets	   the	   benchmark	   against	   which	   to	   judge	   whether	   the	  

government	   is	   foregoing	   revenue	   that	   would	   otherwise	   be	   due.	   A	   Member’s	   decision	   not	   to	  

impose	  a	   carbon	   tax	   is	   therefore	  not	  enough	   to	   find	  a	   subsidy	  under	   the	  SCM	  Agreement.	  The	  

situation	   is	   different	   when	   a	   Member	   decides	   to	   impose	   a	   carbon	   tax,	   but	   exempts	   specific	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

821	  Wolf,	   “Countervailing	   a	   Hidden	   Subsidy:	   The	   US	   Failure	   to	   Require	   Greenhouse	   Gas	   Emission	   Reductions”,	   19	  
Georgetown	  International	  Environmental	  Law	  Review	  83	  (2006),	  91.	  

822	  SCM	  Agreement,	  art.	  1-‐2.	  

823	  Ibid.,	  art.	  2(3).	  Under	  Article	  3,	  prohibited	  subsidies	  are	  those	  that	  are	  contingent	  upon	  export	  performance	  or	  the	  
use	  of	  domestic	  goods	  over	  imported	  ones.	  Other	  subsidies	  are	  not	  necessarily	  prohibited,	  but	  are	  “actionable”	  under	  
Part	  III	  when	  they	  adversely	  affect	  other	  WTO	  Members	  by	  injuring	  its	  domestic	  industry,	  nullifying	  or	  impairing	  its	  
benefits	  under	  GATT	  or	  by	  causing	  serious	  prejudice	  to	  its	  interests.	  Part	  IV	  of	  the	  SCM	  Agreement	  also	  contains	  a	  list	  
of	   “non-‐actionable”	  subsidies.	   In	  accordance	  with	  Article	  31	  SCM	  Agreement,	   this	  part	  was	  only	  valid	   for	   five	  years	  
following	   the	   entry	   into	   force	   of	   the	  WTO	  Agreement	   after	  which	   the	   Committee	   on	   Subsidies	   and	   Countervailing	  
Measures	  had	  to	  decide	  whether	  to	  extend	  its	  application.	  The	  Committee	  however	  did	  not	  reach	  an	  agreement	  on	  the	  
extension,	  see	  Lowenfeld,	  supra	  note	  169,	  245.	  	  

824	  Wolf,	  supra	  note	  821,	  101.	  	  

825	  Bhagwati	  and	  Mavroidis,	   “Is	  Action	  against	  US	  Exports	   for	  Failure	   to	  Sign	  Kyoto	  Protocol	  WTO-‐Legal?”,	  6	  World	  
Trade	  Review	  299	  (2007),	  302.	  

826	  Green,	  “Trade	  Rules	  and	  Climate	  Change	  Subsidies”,	  5	  World	  Trade	  Review	  377	  (2006),	  381,	  395.	  

827	  US–FSC	  (AB),	  para.	  90.	  
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industries	   due	   to	   their	   exposure	   to	   international	   competition.	   This	   exemption	   qualifies	   as	   a	  

“financial	   contribution”	   because	   the	   Member	   foregoes	   revenue	   that	   was	   otherwise	   due.	   This	  

thesis	  is	  not	  concerned	  with	  this	  situation,	  which	  does	  not	  involve	  the	  question	  of	  the	  allocation	  

of	   jurisdiction	   between	   Members	   and	   the	   balance	   between	   Members’	   positive	   and	   negative	  

freedom.	  

This	  interpretation	  of	  “financial	  contribution”	  in	  Article	  1.1	  SCM	  Agreement	  stops	  Members	  from	  

imposing	  countervailing	  measures	  to	  protect	  their	  domestic	  affairs	  against	  the	  negative	  impact	  

of	   another	  Member’s	  decision	  not	   to	  oblige	   its	  producers	   to	   internalize	   the	   costs	  of	   their	  GHG	  

emissions.	  But	  would	  such	  countervailing	  measures	  be	  desirable?	  It	  needs	  to	  be	  borne	  in	  mind	  

that	   although	   this	   thesis	   argues	   that	   protection	   of	   Members’	   negative	   freedom	   should	   be	  

prioritized	   over	   protection	   of	   Members’	   positive	   freedom,	   protection	   of	   positive	   freedom	  

remains	  important.	  	  

Opening	  up	   the	  possibility	   that	   importing	  Members	  may	   impose	   countervailing	   duties	   against	  

the	  exporting	  Member’s	  more	   lenient	   regulation	  would	  allow	   importing	  Members	   to	   influence	  

the	   regulatory	   framework	   of	   exporting	   Members,	   even	   if	   the	   regulation	   is	   part	   of	   a	   broader	  

regulatory	   framework	   that	   is	  overall	   equivalent	   to	   the	   regulatory	   framework	  of	   the	   importing	  

state.	  This	   goes	  directly	   against	   the	   idea	  of	  decisional	   sovereignty	   and	   the	   interstitial	  norm	  of	  

locality,	   because	   it	   erodes	   the	   exporting	   Member’s	   authority	   to	   regulate	   for	   the	   conditions	  

within	   its	   own	   territory.	   Some	   accommodation	   could	   be	   possible	  when	   the	   lack	   of	   regulation	  

relates	  to	  a	  global	  problem	  such	  as	  climate	  change.	  However,	  this	  would	  require	  an	  amendment	  

of	   the	   SCM	   Agreement.	   It	   is	   questionable	   whether	   Members	   are	   willing	   to	   accept	   such	   a	  

restriction	  on	  their	  sovereignty.	  	  

In	   addition,	   there	   are	   considerable	   practicable	   difficulties	  with	   the	   calculation	   of	   the	   “benefit”	  

that	   a	   Member	   is	   allegedly	   granting	   to	   its	   exporters	   through	   the	   lower	   regulatory	   standard.	  

What	   if	   one	   Member	   imposes	   an	   emissions	   tax	   and	   the	   other	   imposes	   stringent	   efficiency	  

standards	   for	  production	  processes?	  Are	   the	   costs	  of	   these	   two	  different	   responses	   to	   climate	  

change	   comparable?	  Moreover,	   the	   costs	   of	   the	   overall	   framework	   of	   regulation	  might	   not	   be	  

different.	  

The	   intuitive	   attractiveness	   of	   the	   argument	   in	   favour	   of	   countervailing	   duties	   in	   response	   to	  

regulatory	   differences	   results	   from	   the	   push	   towards	   market	   integration	   in	   the	   absence	   of	  

international	  regulation	   for	   trade-‐related	  problems.	  However,	   this	  problem	  is	  not	  one	  that	  can	  

or	  should	  be	  solved	  through	  an	  expansive	   interpretation	  of	  the	  SCM	  Agreement.	  Rather,	  as	  the	  
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next	   Section	   argues,	   it	   should	   be	   solved	   through	   a	   reinterpretation	   of	   the	   various	   provisions	  

discussed	  in	  Section	  I.	  

III. MODIFICATIONS	  TO	  LIMITS	  ON	  THE	  LEGALITY	  OF	  DEFENSIVE	  MECHANISMS	  	  

Sections	   I	   and	   II	   discussed	   how	   the	   current	   interpretation	   of	   states’	   obligations	   under	   trade	  

liberalization	  agreements	  restricts	  the	  legality	  of	  defensive	  mechanisms	  used	  by	  states	  affected	  

by	   other	   states’	   actions	   or	   omissions	   in	   relation	   to	   climate	   change	   mitigation.	   Trade	  

liberalization	   agreements	   include	   exceptions	   that	   allow	   some	   scope	   for	   employing	   trade	  

restrictions	   in	   defence	   of	   domestic	   affairs.	   To	   benefit	   from	   an	   exception,	   regulating	   WTO	  

Members	   will	   have	   to	   establish	   that	   no	   less	   trade	   restrictive	   alternatives	   are	   available.	   In	  

combination	   with	   the	   lack	   of	   direct	   limits	   discussed	   in	   Chapter	   6,	   the	   uncertain	   legality	   of	  

defensive	   mechanisms	   in	   the	   context	   of	   climate	   change	   leads	   to	   an	   imbalance	   between	   a	  

Member’s	   right	   to	   trade	   and	   other	   Members’	   right	   to	   be	   free	   from	   the	   adverse	   impact	   of	   its	  

trading	  partners’	  actions	  or	  omissions.	  

As	   discussed	   above,828	  this	   thesis	   suggests	   addressing	   the	   imbalance	   between	   states’	   positive	  

and	   negative	   freedom	   through	   a	   reinterpretation	   of	   the	   existing	   limits	   on	   the	   legality	   of	  

defensive	  mechanisms	   to	   ensure	   states’	   decisional	   sovereignty	   in	   increasing	   interdependence.	  

This	   reinterpretation	   should	   begin	   with	   a	   fresh	   look	   at	   the	   GATT	   obligations,	   rather	   than	  

resorting	  to	  the	  exceptions	  as	  the	  means	  of	  justifying	  the	  legality	  of	  defensive	  mechanisms.	  It	  is	  

argued	  here	  that	  the	  basic	  provisions	  need	  to	  be	  taken	  for	  what	  they	  are:	  obligations	  regarding	  

specific	   acts	  of	   states.	  For	  example,	  Article	   III:2	  obliges	   states	  not	   to	   tax	   imported	  products	   in	  

excess	   of	   like	   domestic	   products;	   Article	   XI	   prohibits	   quantitative	   restrictions.	   WTO	  

jurisprudence	  has	  conceptualized	  these	  provisions	  as	  measures	  expressing	  market	  access	  rights	  

of	  exporting	  states.829	  In	  US–Shrimp,	   the	  Appellate	  Body	  decided	   that	   the	  application	  of	  Article	  

XX’s	  chapeau	  involved830	  

making	  out	  a	  line	  of	  equilibrium	  between	  the	  right	  of	  a	  Member	  to	  invoke	  an	  exception	  
under	   Article	   XX	   and	   the	   rights	   of	   other	  Members	  under	   varying	   substantive	  provisions	  
(e.g.,	  Article	  XI)	  of	  the	  GATT	  1994.	  

The	  difference	  between	  interpreting	  the	  provisions	  as	  rights	  of	  exporting	  states	  or	  prohibitions	  

on	   importing	  states	  may	  seem	  slight.	  After	  all,	   the	  prohibitions	  on	   importing	  Members	  exist	   to	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

828	  See	  Chapter	  4,	  Section	  IV.	  

829	  Howse	  and	  Regan,	  supra	  note	  706,	  257.	  

830	  US–Shrimp	  (AB),	  paras	  156-‐159	  (emphasis	  added).	  
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ensure	   exporting	   opportunities	   for	   other	  Members.	   However,	   the	   two	   interpretations	   are	   not	  

interchangeable:	   conceptualizing	   the	   limits	   on	   importing	   Members	   as	   rights	   of	   exporting	  

Members	  has	  important	  consequences.	  By	  treating	  the	  GATT	  provisions	  as	  conferring	  rights	  on	  

exporting	   Members	   as	   opposed	   to	   disciplines	   regarding	   domestic	   regulation	   by	   importing	  

Members,	   the	   Appellate	   Body	   has	   laid	   the	   foundation	   for	   a	   broad	   interpretation	   of	   these	  

provisions	  to	  ensure	  optimal	  protection	  of	  Members’	   freedom	  to	  export.	  As	  a	  result,	  Members’	  

freedom	   to	   regulate	   in	   trade-‐related	   areas	   is	   limited,	   unless	   one	   of	   the	   exceptions	   provides	   a	  

justification.	  	  

Instead,	  this	  thesis	  argues	  for	  a	  reinterpretation	  of	  existing	  GATT	  provisions	  that	  is	  more	  loyal	  to	  

the	   text	   and	   its	   purposes.	   The	   following	   Sections	   discuss	   each	   of	   the	   relevant	   provisions	   and	  

some	  of	  the	  potential	  reinterpretations.	  

A. Limiting	  Article	  XI	  GATT	  

Section	   I.C	   discussed	   how	   Article	   XI	   is	   often	   interpreted	   to	   prohibit	   any	   non-‐fiscal	   measure	  

applied	   at	   the	   border	   that	   hampers	   imports.	   This	   expansive	   interpretation,	   it	   was	   argued,	  

complicates	  its	  relationship	  with	  Article	  III.	  	  

To	  ensure	  WTO	  Members’	  decisional	  sovereignty,	  a	  clear	  distinction	  between	  Articles	  III	  and	  XI	  

is	  required.	  In	  line	  with	  the	  idea	  of	  locality,	  it	  should	  be	  up	  to	  states	  to	  ban	  all	  goods,	  regardless	  

of	   their	   origin,	   which	   they	   consider	   being	   of	   unacceptable	   quality	   because	   of	   the	   potential	  

negative	  impact	  on	  their	  inhabitants.	  Non-‐discriminatory	  regulation	  that	  determines	  which	  kind	  

of	  products	  can	  be	  imported,	  even	  if	  applied	  to	  imported	  products	  at	  the	  moment	  of	  importation,	  

should	   only	   need	   to	   comply	   with	   Article	   III:4	   and	   should	   not	   also	   be	   subject	   to	   the	   stricter	  

requirements	   of	   Article	   XI.	   To	   this	   end,	   the	   Ad	   Note	   to	   Article	   III	   should	   be	   interpreted	   as	  

bringing	   non-‐discriminatory	   regulation	   applied	   to	   imported	   products	   at	   the	   moment	   of	  

importation	  exclusively	  within	  the	  scope	  of	  Article	  III,	  and	  therefore	  as	  excluding	  the	  application	  

of	  Article	  XI	  to	  these	  measures.831	  Article	  XI	  needs	  to	  be	  limited	  to	  non-‐fiscal	  measures	  that	  deal	  

directly	  and	  only	  with	  the	  importation	  of	  goods.	  	  

This	   interpretation	   is	   not	   contrary	   to	   the	   text	   of	   the	   Ad	   Note	   to	   Article	   III	   or	   of	   Article	   XI.	  

Moreover,	   it	   is	   in	   line	   with	   the	   context	   of	   the	   provisions	   in	   the	   GATT.	   The	   reference	   to	  

“quantitative	   restrictions”	   in	   the	   title	   of	   Article	   XI	   is	   of	   relevance	   here.	   By	   virtue	   of	   its	   title,	  

Article	  XI’s	  scope	  should	  be	   limited	  to	  quantitative	  restrictions,	  despite	  the	  reference	  to	  “other	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

831	  Vranes,	  supra	  note	  705,	  252-‐253.	  



	   Chapter	  7	  

	   176	  

measures”	  in	  its	  text.	  Regulations	  that	  determine	  the	  criteria	  goods	  need	  to	  meet	  before	  they	  can	  

be	  sold	  within	  a	  territory	  de	  facto	  restrict	  imports	  that	  fail	  to	  meet	  these	  criteria,	  as	  there	  is	  no	  

sense	  in	  importing	  products	  that	  cannot	  legally	  be	  sold	  within	  the	  territory.	  However,	  that	  does	  

not	  change	  the	  nature	  of	   these	  restrictions	   from	  qualitative	   into	  quantitative.	   If	  any	  regulation	  

that	   imposes	   a	   regulatory	   limit	   on	   the	   products	   allowed	   for	   sale	   within	   a	   territory	   can	   be	  

converted	  into	  a	  quantitative	  restriction	  on	  the	  importation	  of	  goods,	  significant	  parts	  of	  Article	  

III	  would	  become	  redundant.	  In	  fact,	  only	  Article	  III’s	  provisions	  on	  taxation	  of	  imported	  goods	  

would	   be	   effective	   in	   practice	   given	   that	   Article	   XI	   allows	   “duties	   taxes	   and	   other	   charges”.	   A	  

GATT	  Panel	  report	  adopted	  in	  1984	  stated	  that	  the	  GATT832	  

distinguishes	   between	   measures	   affecting	   the	   “importation”	   of	   products,	   which	   are	  
regulated	  in	  Article	  XI:1,	  and	  those	  affecting	  “imported	  products”,	  which	  are	  dealt	  with	  
in	  Article	  III.	  If	  Article	  XI:1	  were	  interpreted	  broadly	  to	  cover	  also	  internal	  requirements,	  
Article	  III	  would	  be	  partly	  superfluous.	  

However,	   as	   Section	   I.C	   discussed,	   later	   decisions	   by	  WTO	   Panels	   are	   not	   as	   clear	   about	   the	  

distinction	  between	  Articles	  III	  and	  XI.	  	  

This	   thesis	   agrees	   with	   the	   GATT	   Panel’s	   argument	   that	   Article	   III:4	   should	   not	   be	   made	  

redundant	   by	   an	   expansive	   interpretation	   of	   Article	   XI.	   This	   argument	   does	   not	   necessarily	  

imply	  that	  different	  provisions	  cannot	  apply	  to	  different	  aspects	  of	  the	  same	  measure.	  However,	  

the	  aspects	  considered	  must	  be	  different.	  This	   is	  not	   the	  case	  when	  a	  measure	   is	  considered	  a	  

qualitative	   restriction	   for	   the	   purposes	   of	   Article	   III,	   but	   a	   quantitative	   restriction	   for	   the	  

purposes	   of	   Article	   XI.	   This	   would	   amount	   to	   the	   creation	   of	   artificial	   divisions	   between	   an	  

internal	   restriction	   solely	   applicable	   to	   domestic	   products,	   outside	   the	   scope	   of	   GATT,	   and	   a	  

border	   restriction	   on	   imported	   products,	   prohibited	   under	   Article	   XI.	   The	   inclusion	   of	   the	   Ad	  

Note	  to	  Article	  III	  advocates	  against	  such	  an	  illogical	  and	  artificial	  division.	  

The	  argument	  that	  Article	  XI	  should	  be	  limited	  to	  purely	  quantitative	  restrictions	  does	  not	  imply	  

that	   the	   prohibition	   cannot	   be	   interpreted	   broadly	   to	   include	   a	   wide	   variety	   of	   measures.	   A	  

quantitative	   restriction	   on	   imports	   can	   clearly	   be	   protectionist	   and	   undermine	   other	   states’	  

ability	  to	  reap	  the	  rewards	  of	  their	  comparative	  advantage.	  However,	  domestic	  measures	  should	  

only	  be	  prohibited	  if	  they	  impose	  a	  quantitative	  restriction,	  and	  not	  if	  they	  relate	  to	  the	  quality	  of	  

the	   imported	   products.	   Qualitative	   restrictions	   on	   imported	   products	   should	   only	   be	   illegal	  

under	  GATT	  if	  they	  discriminate	  in	  favour	  of	  like	  domestic	  products.	  The	  reinterpretation	  of	  the	  

non-‐discrimination	  obligation	  under	  Article	  III	  is	  the	  topic	  of	  the	  next	  Section.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

832	  Canada–FIRA,	  para.	  5.14.	  



	   Chapter	  7	  

	   177	  

B. Emphasizing	  Non-‐Discrimination	  

A	   second	   pathway	   towards	   ensuring	   a	   liberal	   system	   of	   states	   in	   increasing	   interdependence	  

relates	   to	   the	   national	   treatment	   obligation	   in	   Article	   III	   GATT.	   As	   Section	   I.A	   argues,	   the	  

application	  of	  the	  national	  treatment	  obligation	  depends	  crucially	  on	  the	  interpretation	  of	  “like	  

products”	   and	  on	   the	   criteria	   for	   identifying	  de	   facto	  discrimination.	  Currently	   “like	  products”	  

and	  “de	  facto	  discrimination”	  are	  interpreted	  broadly,	  reducing	  Members’	  ability	  to	  protect	  their	  

domestic	   affairs	   against	   the	   negative	   impact	   of	   climate	   change	   triggered	   by	   their	   trading	  

partners’	   policies.	   Instead,	   the	   national	   treatment	   obligation	   should	   be	   interpreted	   more	  

narrowly	   in	   order	   to	   allow	   regulation	   that	   aims	   to	   protect	  Members’	   domestic	   affairs	   against	  

problems	   of	   increasing	   interdependence	   while	   at	   the	   same	   time	   prohibiting	   protectionist	  

behaviour.	   Finding	   a	   new	   balance	   between	   protectionism	   and	   protection	   is	   needed	   to	   help	  

ensure	  decisional	   sovereignty	   in	   conformity	  with	   the	   interstitial	   norms.	  Good	  neighbourliness	  

and	   reasonableness	   require	   that	   there	   is	   a	   balance	   between,	   on	   the	   one	   hand,	   the	   impact	   of	  

regulatory	   decisions	   on	   trade	   and,	   on	   the	   other	   hand,	   the	   impact	   of	   trade	   on	   the	   ability	   to	  

regulate	   in	   situations	   of	   increasing	   interdependence.	   Locality	   implies	   that	   the	   Member	  

experiencing	  the	  negative	  impact	  should	  make	  this	  decision.	  	  

It	   is	  worth	  pointing	  out	   that	   the	   idea	  of	   locality	  already	  applies	  under	  Article	   III	   in	   relation	   to	  

taxation.	   The	   possibility	   of	   BTAs	   provided	   for	   under	   the	   Ad	   Note	   to	   Article	   III	   theoretically	  

allows	  a	  Member	  to	  protect	  the	  competitiveness	  of	  its	  domestic	  producers	  when	  imposing	  taxes	  

that	  are	  not	  imposed	  by	  other	  Members	  that	  export	  to	  it.	  This	  reflects	  the	  “destination	  principle”	  

under	  international	  tax	  law	  according	  to	  which	  states	  can	  tax	  products	  used	  or	  consumed	  within	  

their	  territory.833	  

The	  principle	  of	  non-‐discrimination	  provides	  guidance	  as	  to	  when	  a	  trade	  restrictive	  regulation	  

is	   protectionist	   and	   when	   it	   is	   a	   tool	   to	   protect	   another	   societal	   value.	   Regan	   defines	   a	  

protectionist	  regulation	  as	  one	  “adopted	  for	  the	  purpose	  of	  improving	  the	  competitive	  position	  

of	   some	   group	   of	   domestic	   economic	   actors	   vis-‐à-‐vis	   their	   foreign	   competitors”.834	  Increasing	  

interdependence	  requires	  a	  more	  nuanced	  approach	  to	  what	  constitute	  protectionist	  measures.	  

In	  addition	  to	  measures	  that	  do	  not	  improve	  the	  competitive	  position	  of	  domestic	  producers,	  the	  

category	  of	  non-‐protectionist	  measures	  should	  be	  extended	  to	  include	  trade	  restrictions	  applied	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

833	  Working	   Party	   on	   Border	   Tax	   Adjustments,	   supra	   note	   697,	   para.	  4;	   Schoenbaum,	   “International	   Trade	   and	  
Protection	  of	   the	  Environment:	  The	  Continuing	  Search	  for	  Reconciliation”,	  91	  American	  Journal	  of	  International	  Law	  
268	  (1997),	  307;	  Epps	  and	  Green,	  supra	  note	  683,	  127.	  

834	  Regan,	  “What	  Are	  Trade	  Agreements	  For?–Two	  Conflicting	  Stories	  Told	  by	  Economists,	  with	  a	  Lesson	  for	  Lawyers”,	  
9	  Journal	  of	  International	  Economic	  Law	  951	  (2006),	  962.	  
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in	  response	  to	   the	   lack	  of	  regulation	   in	   the	  exporting	  Member	  necessary	   for	   the	  provision	  of	  a	  

global	  public	  good.	  Thus,	  measures	  that	  restrict	  market	  access	  to	  goods	  produced	   in	  a	  manner	  

that	   contributes	   to	   a	   global	   problem	   such	   as	   climate	   change	   should	   not	   be	   considered	  

protectionist.	  The	  lack	  of	  regulation	  in	  the	  exporting	  Member	  means	  that	  its	  producers	  are	  not	  

obliged	   to	   internalize	  a	   significant	  part	  of	   their	  production	  costs.	   Instead,	   these	   costs	   fall	  onto	  

other	   Members	   that	   experience	   the	   negative	   impact	   of	   the	   global	   problem.	   The	   insufficient	  

internalization	  creates	  a	  competitive	  advantage	  for	  the	  producers	  in	  the	  exporting	  Member	  and	  

a	  competitive	  disadvantage	   for	   their	  competitors	   in	  the	   importing	  Member	  that	  are	  obliged	  by	  

regulation	   to	   internalize	   the	   costs	  of	   their	   actions.	  A	   trade	   restriction	   can	   compensate	   for	   this	  

difference	   in	   cost	   internalization	   without	   distorting	   the	   comparative	   advantage	   that	   is	   often	  

invoked	  as	  a	  justification	  for	  liberalized	  trade.835	  	  

It	   is	   important	   that	   this	  second	  group	  of	  protective,	  but	  non-‐protectionist,	   trade	  restrictions	   is	  

limited	   to	   the	   regulation	   of	   global	   problems.	   Decisional	   sovereignty,	   reasonableness,	   good	  

neighbourliness	   and	   locality	   require	   that	   trade	   restrictions	   are	   not	   used	   in	   response	   to	  

regulatory	   decisions	   of	   exporting	   Members	   regarding	   their	   domestic	   affairs.	   As	   discussed,836	  

“domestic	  affairs”	  is	  a	  flexible	  concept	  that	  evolves	  along	  with	  international	  law.	  Many	  areas	  that	  

previously	   were	   part	   of	   a	   state’s	   domestic	   jurisdiction	   may	   no	   longer	   be,	   depending	   on	   the	  

state’s	  international	  obligations.	  For	  example,	  human	  rights	  protection,	  certain	  labour	  rights	  and	  

environmental	   protection	   are	   increasingly	   covered	   by	   international	   agreements	   or	   customary	  

international	  law.	  The	  ability	  for	  importing	  Members	  to	  impose	  trade	  restrictions	  to	  compensate	  

for	   a	   competitive	   advantage	   in	   exporting	   Members	   will	   depend	   on	   the	   scope	   for	   domestic	  

regulation	  in	  the	  exporting	  Member	  left	  by	  international	  law.	  

Unilateral	   trade	   restrictions	  are	  often	  approached	  with	   suspicion	   in	   international	   law	  because	  

they	  are	  seen	  as	  extra-‐territorial	  actions.837	  However,	  it	  would	  be	  wrong	  to	  consider	  the	  current	  

interpretation	  of	  the	  national	  treatment	  obligation	  as	  protecting	  against	  extra-‐territorial	  actions.	  

Rather,	   the	   current	   interpretation	   effectively	   allows	   exporting	   Members	   to	   regulate	   extra-‐

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

835	  Howse	  and	  Regan,	  supra	  note	  706,	  281.	  For	  a	  discussion	  of	  comparative	  advantage,	  see	  McRae,	  “The	  Contribution	  
of	   International	   Trade	   Law	   to	   the	   Development	   of	   International	   Law”,	   260	  Recueil	   des	   Cours	   99	   (1996),	   141-‐144;	  
Sykes,	   “Comparative	   Advantage	   and	   the	   Normative	   Economics	   of	   International	   Trade	   Policy”,	   1	   Journal	   of	  
International	  Economic	  Law	  49	  (1998);	  Lowenfeld,	  supra	  note	  169,	  4-‐5.	  

836	  See	  Chapter	  3,	  Section	  I.B.	  

837	  Jansen,	  “The	  Limits	  of	  Unilateralism	  from	  a	  European	  Perspective”,	  11	  European	  Journal	  of	  International	  Law	  309	  
(2000).	  
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territorially838	  by	  claiming	  a	  trade	  restriction	  whenever	  an	  importing	  Member	  regulates,	  even	  if	  

the	  regulation	  is	  non-‐discriminatory.	  This	  result	  is	  incompatible	  with	  the	  idea	  of	  locality	  because	  

it	  allows	  Members	   to	  regulate	  when	  they	  do	  not	   feel	   the	   full	   impact	  of	  a	  global	  problem	  while	  

restricting	  Members	  that	  are	  negatively	  affected	  in	  their	  ability	  to	  regulate.	  

It	  is	  fully	  recognized	  here	  that	  unilateral	  trade	  restrictions	  will	  not	  solve	  global	  problems	  such	  as	  

climate	  change.	  However,	  that	  is	  not	  the	  aim	  of	  this	  argument.	  Rather,	  its	  aim	  is	  to	  increase	  the	  

likelihood	   of	   co-‐operation	   between	   states	   to	   address	   global	   problems.	   The	   current	   imbalance	  

between	  acting	  states’	  positive	  freedom	  and	  affected	  states’	  negative	  freedom	  stands	  in	  the	  way	  

of	   co-‐operation.	   Reinterpretation	   of	   Article	   III	   addresses	   this	   imbalance	   by	   opening	   up	  

possibilities	  for	  trade	  restrictive	  domestic	  regulation,	  and	  can	  thus	  assist	  in	  removing	  obstacles	  

to	  co-‐operation.	  	  

Having	  made	  the	  argument	  that	  Article	  III	  should	  be	  reinterpreted,	  the	  question	  then	  becomes	  

what	  the	  new	  interpretation	  should	  be.	  As	  Section	  I.A	  discussed,	  the	  prevailing	  interpretation	  of	  

Article	  III	  holds	  products	  to	  be	  “like”	  despite	  differences	  in	  processes	  and	  production	  methods,	  

unless	   these	  differences	  have	  affected	   the	   final	  product.	  Moreover,	  non-‐protectionist	  aims	  and	  

effects	  of	  a	  measure	  cannot	  be	  taken	  into	  account	  for	  the	  determination	  of	  likeness.	  This	  broad	  

interpretation	  of	  “likeness”	  significantly	  reduces	  Members’	  ability	  to	  tax	  and	  regulate	  products	  

sold	  within	  their	  territory,	  unless	  they	  can	  rely	  on	  an	  exception,	  in	  which	  case	  they	  will	  face	  the	  

difficult	  task	  of	  establishing	  the	  necessity	  of	  their	  measure.	  	  

The	   following	  Sections	   suggest	  alternative	   interpretations	  of	   the	  national	   treatment	  obligation	  

that	   offer	  Members	  more	   freedom	   to	   protect	   their	   domestic	   affairs	   through	   trade	   restrictions	  

without	  having	  to	  rely	  only	  on	  the	  exceptions	  provided	  by	  the	  trade	  liberalization	  agreements.	  

These	   suggestions	   involve	   a	   narrower	   concept	   of	   “likeness”	   and	   a	   clarified	   test	   for	   de	   facto	  

discrimination	  based	  on	  the	  origin	  of	  the	  goods.	  	  

(1) Rejection	  of	  the	  Product/Process	  Distinction	  

A	   first	   change	   to	   the	   interpretation	   of	   Article	   III	   would	   be	   to	   reject	   the	   product/process	  

distinction	  in	  relation	  to	  transboundary	  problems.	  This	  would	  allow	  Members	  to	  regulate	  or	  tax	  

in	  a	  non-‐discriminatory	  fashion	  whenever	  they	  bear	  some	  of	  the	  negative	  costs	  of	  a	  PPM	  used,	  

even	  if	  the	  method	  does	  not	  leave	  any	  trace	  in	  the	  final	  product	  and	  even	  if	  the	  production	  does	  

not	  take	  place	  within	  their	  territory.	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

838	  Howse	  and	  Regan,	  supra	  note	  706,	  251.	  
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Currently,	   the	  product/process	  distinction	  means	  that	  products	  cannot	  be	  considered	  “unlike”,	  

and	  as	  a	  result	  cannot	  be	  treated	  differently,	  based	  on	  how	  they	  are	  produced	  unless	  the	  process	  

affects	   the	   final	   product.	   In	   essence,	   the	   product/process	   distinction	   allocates	   territorial	  

jurisdiction	   between	   importing	   and	   exporting	   WTO	   Members.839	  It	   does	   so	   in	   a	   way	   that	   is	  

incompatible	  with	  the	  idea	  of	  locality	  when	  global	  problems	  are	  involved.	  A	  traditional	  objection	  

to	   the	  product/process	  distinction	  was	   that	   it	  would	  allow	   for	   the	  extra-‐territorial	   exercise	  of	  

jurisdiction	   by	   importing	   Members,	   impinging	   upon	   the	   sovereignty	   of	   exporting	   Members.	  

However,	   as	   convincingly	   argued	   by	   Howse	   and	   Regan,	   accepting	   the	   product/process	  

distinction	   has	   the	   opposite	   effect:	   by	   allowing	   exporting	  Members	   to	   not	   only	   regulate	   how	  

products	   are	   produced	   within	   their	   territory,	   but	   also	   to	   determine	   which	   products	   other	  

Members	   should	   accept	   to	   be	   marketed	   within	   their	   territory,	   the	   sovereignty	   of	   importing	  

Members	  is	  restricted.840	  	  

If	   a	   PPM	   creates	   costs	   outside	   the	   territory	   of	   production,	   the	   Member	   that	   decides	   not	   to	  

regulate	  should	  not	  be	  able	  to	  tar	  with	  a	  protectionist	  brush	  another	  Member	  that	  restricts	  trade	  

to	   protect	   its	   domestic	   affairs	   against	   these	   costs.	   This	   may	   mean	   that	   developing	   Members	  

cannot	   get	   access	   to	   developed	   Members’	   markets	   on	   which	   their	   production	   is	   dependent.	  

However,	   as	   Howse	   and	   Regan	   point	   out,	   the	   same	   argument	   can	   be	   made	   regarding	   non-‐

discriminatory	   regulation	   based	   on	   product	   characteristics,	   which	   is	   accepted	   under	   Article	  

III.841	  

Allowing	  PPMs	  as	  a	  basis	  for	  domestic	  regulation	  or	  taxation	  does	  not	  involve	  amending	  Article	  

III.	   There	   is	   no	   explicit	   reference	   in	   its	   text	   that	   only	   permits	   distinctions	   based	   on	   product	  

characteristics	   and	   prohibits	   those	   based	   on	   PPMs.	   Moreover,	   this	   change	   would	   not	   even	  

require	  a	   reversal	  of	   existing	   case	   law.	  The	  Tuna–Dolphin	  I	  GATT	  Panel	  decision	  on	  which	   the	  

product/process	  distinction	  is	  based	  was	  never	  adopted.	  The	  Appellate	  Body	  was	  never	  asked	  to	  

rule	  explicitly	  on	  the	  legality	  of	  PPM	  based	  distinctions	  under	  Article	  III.	  What	  may	  be	  required	  

is	   a	   willingness	   of	   Members	   to	   challenge	   the	   existing	   approach,	   rather	   than	   accepting	   that	   a	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

839	  Trachtman	  and	  Nicolaïdis,	  “From	  Policed	  Regulation	  to	  Managed	  Recognition:	  Mapping	  the	  Boundary	  in	  GATS”,	  in	  
Trachtman	  (Ed.)	  The	  International	  Economic	  Law	  Revolution	  and	  the	  Right	  to	  Regulate	  (2006),	  293.	  

840	  Howse	  and	  Regan,	  supra	  note	  706,	  275.	  

841	  Ibid.,	  277.	  
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specific	  GATT	  provision	  was	  violated	  and	  only	  debating	  the	  exceptions	  under	  Article	  XX,	  as	  the	  

US	  did	  in	  US–Shrimp.842	  	  

(2) Relevance	  of	  Regulatory	  Intent	  

A	  second	  option	  for	  the	  interpretation	  of	  Article	  III	  would	  be	  to	  take	  into	  account	  the	  goals	  of	  a	  

regulatory	  action,	  despite	  the	  rejection	  of	  the	  “aims	  and	  effects”	  test	  by	  the	  WTO	  Panel	  in	  Japan–

Alcoholic	  Beverages	   II,	   discussed	   in	   Section	   I.A(2).	   This	   test	   allows	   the	   assessment	   of	   likeness	  

based	   on	   whether	   the	   product	   differentiation	   has	   a	   protectionist	   purpose	   or	   not.	   A	   related	  

approach	  would	  be	   to	   recognize	   that	  non-‐economic	   factors,	   such	  as	   a	  different	   environmental	  

impact	  of	  products	  or	  the	  processes	  through	  which	  they	  are	  produced,	  can	  make	  domestic	  and	  

imported	   products	   unlike.	   In	   EC–Asbestos,	   the	   Appellate	   Body	   recognized	   that	   non-‐economic	  

factors,	   such	  as	  health	   risks,	   could	  be	   relevant	   to	   assess	   the	   competitive	   relationship	  between	  

products.843	  One	   of	   the	   Appellate	   Body	  members	   even	   argued	   in	   a	   concurring	   statement	   that	  

non-‐economic	   factors	   should	   be	   relevant	   to	   determine	   the	   likeness	   of	   domestic	   and	   imported	  

products	  independently	  of	  their	  competitive	  relationship.844	  

However,	  this	  thesis	  does	  not	  consider	  the	  adoption	  of	  an	  “aims	  and	  effects”	  test	  for	  likeness	  to	  

be	  a	  promising	  pathway	  towards	  addressing	  the	  current	  imbalances	  between	  Members’	  positive	  

and	   negative	   freedom.	   An	   important	   argument	   against	   the	   “aims	   and	   effects”	   test	   is	   that	   it	  

conflates	   the	  analysis	  of	   likeness	  with	   the	  analysis	  of	  a	  protectionist	  purpose.	  Since	   likeness	   is	  

part	   of	   the	   analysis	   of	   whether	   a	   measure	   is	   protectionist,	   it	   is	   circular	   to	   establish	   likeness	  

based	  on	  whether	  the	  measure	  is	  protectionist.	  Moreover,	   including	  an	  evaluation	  of	  the	  “aims	  

and	  effects”	   in	  the	  determination	  of	   likeness	  makes	  the	  exceptions	  under	  Article	  XX	  redundant	  

because	  if	  the	  domestic	  and	  imported	  products	  are	  considered	  unlike	  Members	  can	  discriminate	  

between	  them	  without	  the	  need	  for	  an	  exception.	  

Nevertheless,	  the	  goals	  of	  a	  measure	  could	  still	  be	  relevant	  under	  Article	  III,	   just	  not	  as	  part	  of	  

the	   likeness	   analysis.	   Rather,	   they	   could	   be	   evaluated	   separately	   to	   determine	   whether	   the	  

domestic	  measure	  is	  applied	  “so	  as	  to	  afford	  protection	  to	  domestic	  production”,	  as	  expressed	  in	  

Article	  IIII:1,	  or	  as	  part	  of	  the	  test	  of	  “less	  favourable	  treatment”.845	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

842	  See	  text	  accompanying	  footnote	  715.	  

843	  EC–Asbestos	  (AB),	  para.	  130.	  

844	  EC–Asbestos	  (AB),	  paras	  149-‐154.	  

845	  Diebold,	  supra	  note	  696,	  74.	  
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Whether	  a	  separate	  test	  of	  a	  measure’s	  purpose	  exists	  is	  debated	  in	  jurisprudence	  on	  Article	  III.	  

In	  Japan–Alcoholic	  Beverages	  II	  and	  EC–Bananas	  III,	   the	  Appellate	  Body	  applied	  a	  strict	  reading	  

of,	   respectively,	   Article	   III:2,	   1st	   sentence	   and	  Article	   III:4	   to	   conclude	   that	   there	  was	   no	   legal	  

basis	   to	   examine	   separately	   whether	   the	   measure	   protected	   domestic	   production.846	  In	   this	  

strict	   reading,	   the	   reference	   to	   “so	   as	   to	   afford	   protection	   to	   domestic	   production”	   in	   Article	  

IIII:1	  was	  declared	  to	  be	  only	  a	  general	  principle	  that	  informs	  the	  other	  paragraphs	  of	  Article	  III	  

but	  does	  not	  require	  a	  separate	  assessment	  of	  a	  measure’s	  protectionist	  purpose.847	  Once	  again,	  

what	  may	  be	  required	  for	  this	  argument	  to	  succeed	  is	  a	  willingness	  to	  defend	  domestic	  measures	  

under	  Article	  III	  by	  invoking	  the	  absence	  of	  a	  protectionist	  purpose.	  

Regulatory	   purpose	   could	   also	   be	   relevant	   when	   assessing	   whether	   imported	   products	   are	  

treated	   less	   favourably,848	  particularly	  when	   the	  differential	   treatment	   is	  not	  de	   iure	  based	  on	  

the	  origin	  of	   the	  products.	   In	  EC–Biotech,	   the	  Panel	  held	   that	  Argentina	  had	  not	  established	  as	  

part	  of	  its	  complaint	  that	  the	  less	  favourable	  treatment	  was	  explicable	  by	  the	  foreign	  origin	  of	  its	  

products	   rather	   than	   by	   the	   difference	   between	   the	   domestic	   and	   imported	   products	   for	   the	  

purposes	  of	  regulation.849	  

(3) De	  Facto	  Discrimination	  

A	   final	   option	   for	   normative	   change	   of	   Article	   III	   is	   to	   clarify	   the	   standard	   for	   de	   facto	  

discrimination.	  As	  discussed	  in	  Section	  I.A(3),	  the	  Appellate	  Body	  has	  yet	  to	  express	  its	  position	  

on	   de	   facto	   discrimination.	   To	   protect	   Members’	   ability	   to	   regulate	   in	   response	   to	   a	   global	  

problem,	   particularly	   when	   co-‐operative	   responses	   are	   lacking,	   the	   existence	   of	   de	   facto	  

discrimination	   should	   be	   assessed	   on	   the	   basis	   of	   the	   asymmetric	   impact	   of	   the	   domestic	  

measure	  on	  imported	  products	  as	  a	  group	  compared	  to	  domestic	  products	  as	  a	  group.	  It	  should	  

thus	  not	  be	  a	  sufficient	  basis	   for	  a	   finding	  of	  de	   facto	  discrimination	   that	   there	   is	  an	   imported	  

product	  that	  is	  not	  taxed	  similarly	  to	  a	  directly	  competitive	  and	  substitutable	  domestic	  product,	  

taxed	   in	   excess	   of	   a	   like	   domestic	   product	   or	   regulated	   less	   favourably	   than	   a	   like	   domestic	  

product.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

846	  Japan–Alcoholic	  Beverages	  II	  (AB),	  p.	  18;	  EC–Bananas	  III,	  para.	  216.	  

847	  Japan–Alcoholic	  Beverages	  II	  (AB),	  p.	  18,	  24.	  

848	  Pauwelyn,	  “Comment:	  The	  Unbearable	  Lightness	  of	  Likeness”,	  in	  Panizzon	  et	  al.	  (Eds.),	  GATS	  and	  the	  Regulation	  of	  
International	  Trade	  in	  Services	  (2008),	  364-‐367;	  Diebold,	  supra	  note	  696,	  83;	  Epps	  and	  Green,	  supra	  note	  683,	  73-‐74.	  

849	  EC–Biotech,	  para.	  7.2514.	  
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C. Balancing	  Members’	  Freedoms	  in	  the	  TBT	  Agreement	  

Further	  obstacles	  to	  the	  legality	  of	  defensive	  mechanisms	  that	  restrict	  the	  ability	  of	  international	  

law	   to	   function	   as	   a	   liberal	   system	   of	   states	   arise	   from	   the	   TBT	  Agreement.	   As	   in	   the	   case	   of	  

Article	   III	   GATT,	   clarifying	   the	   definition	   of	   “like	   products”	   is	   a	   first	   option	   to	   help	   ensure	   a	  

Member’s	   ability	   to	   regulate	   in	   response	   to	   transboundary	   problems	   when	   co-‐operative	  

responses	  are	   lacking	  or	   ineffective.	  The	  current	   interpretation	  that	  non-‐product	  related	  PPMs	  

are	  not	  covered	  by	   the	  TBT	  Agreement	  actually	  protects	  Members’	  ability	   to	  regulate,	  because	  

technical	  regulations	  or	  standards	  based	  on	  these	  PPMs	  will	  not	  be	  subject	  to	  the	  stricter	  “post-‐

discriminatory”	   provisions	   of	   the	   TBT	   Agreement.	   Yet,	   the	   TBT	   Agreement	   is	   stricter	   for	  

technical	  regulations	  and	  standards	  based	  on	  product	  characteristics	  or	  product-‐related	  PPMs,	  

which	   are	   not	   allowed	   to	   create	   unnecessary	   obstacles	   to	   international	   trade.850	  Article	   2.2	  

contains	  an	  indicative	  list	  of	  “legitimate”	  objectives	  that	  trade	  restrictive	  measures	  can	  pursue.	  

This	   list	   includes	   protection	   of	   the	   environment.	   This	   open	   list	   may	   seem	   positive	   from	   the	  

perspective	  of	  the	  regulating	  Member.	  However,	  in	  case	  of	  a	  dispute	  the	  legitimacy	  is	  ultimately	  

not	  assessed	  by	  the	  regulating	  Member,	  but	  in	  discussions	  at	  the	  TBT	  Committee	  established	  in	  

accordance	   with	   Article	   13	  TBT	  Agreement	   or	   during	   consultations	   and	   dispute	   settlements	  

under	   the	   WTO	   Dispute	   Settlement	   Understanding.851	  Moreover,	   the	   necessity	   of	   a	   technical	  

regulation	   that	   is	   found	   to	   pursue	   a	   legitimate	   objective	   can	   be	   challenged.	   Given	   that	   the	  

interpretation	  of	  “necessity”	  is	  not	  only	  important	  in	  the	  context	  of	  the	  TBT	  Agreement,	  but	  also	  

in	  the	  context	  of	  Article	  XX	  GATT,	  a	  detailed	  argument	  on	  the	  application	  of	  the	  “necessity”	  test	  is	  

developed	  in	  the	  next	  Section.	  

A	  second	  option	   for	   reinterpretation	  of	   the	  obligations	  under	   the	  TBT	  Agreement	  would	  be	   to	  

include	  an	  assessment	  of	   the	   regulatory	  purpose	  of	  domestic	  measure	   in	   the	  standard	  of	   “less	  

favourable	   treatment”	   of	   Article	   2.1,	   in	   line	   with	   the	   WTO	   Panel’s	   assessment	   in	   EC–Biotech	  

under	  Article	  III	  GATT.852	  

D. The	  Exceptions	  in	  Articles	  XX	  and	  XXI	  GATT	  

Reinterpretation	   of	   the	   limits	   on	   the	   legality	   of	   defensive	   mechanisms	   should	   focus	   on	  WTO	  

Members’	  obligations,	  discussed	   in	  Sections	  A	   to	  C.	  This	  would	  reduce	   the	  need	   to	   rely	  on	   the	  

exceptions	  in	  the	  trade	  liberalization	  agreements	  to	  justify	  domestic	  regulation.	  However,	  there	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

850	  TBT	  Agreement,	  Article	  2.2.	  

851	  Ibid.,	  Article	  14.	  

852	  See	  text	  accompanying	  footnotes	  848-‐849.	  
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will	   still	   be	   situations	   where	   the	   exceptions	   remain	   relevant,	   for	   example	   when	   a	   state’s	  

regulation	  is	  de	  iure	  or	  de	  facto	  discriminatory.	  A	  reinterpretation	  of	  the	  exceptions	  can	  further	  

ensure	  WTO	  Members’	  regulatory	  autonomy	  in	  line	  with	  the	  requirements	  of	  a	  liberal	  system.	  

Sections	   I.D	   and	   I.E	   examined	   whether	   the	   general	   exceptions	   in	   Article	   XX	   and	   the	   security	  

exception	   in	   Article	   XXI	   temper	   the	   drive	   towards	   market	   integration.	   Of	   these	   grounds	   for	  

exception,	  not	  much	  can	  be	  changed	  through	  reinterpretation	  to	  Article	  XXI.	  This	  Article	  already	  

provides	  a	  way	  of	  dealing	  with	  climate	  change	  through	  the	  UN	  Security	  Council	  or	  by	  invoking	  

“essential	   security	   interests”.	  However,	   the	   availability	   of	   this	   exception	   is	   limited	   by	   political	  

constraints.	   It	   is	   unlikely	   that	   UN	   Security	   Council	   will	   declare	   climate	   change	   as	   a	   threat	   to	  

international	  peace	  and	  security.	  Moreover,	  states	  rarely	  invoke	  their	  essential	  security	  interests	  

as	  this	  exception	  has	  the	  potential	  to	  undermine	  the	  trading	  system	  significantly.	  	  

Of	  more	  importance	  are	  the	  general	  exceptions	  in	  Article	  XX.	  This	  Article	  leaves	  WTO	  Panels	  and	  

the	   Appellate	   Body	   a	   wide	   scope	   of	   discretion	   to	   decide	   on	   the	   legality	   of	   a	   Member’s	   trade	  

restrictive	  measures	  to	  protect	  its	  domestic	  affairs	  against	  the	  negative	  impact	  of	  climate	  change	  

triggered	  by	  other	  Members’	  policies	  when	  these	  measures	  have	  a	  restrictive	   impact	  on	  trade.	  

The	  source	  of	  the	  discretion	  lies	  primarily	  in	  the	  necessity	  requirement	  that,	  as	  argued	  in	  Section	  

I.D,	  has	  been	  read	  into	  the	  chapeau	  even	  when	  not	  required	  by	  the	  subparagraph	  of	  Article	  XX.	  

Necessity	   is	   also	   an	   important	   aspect	   of	   the	   positive	   obligations	   of	   Members	   under	   the	   TBT	  

Agreement,	  as	  discussed	  in	  the	  previous	  Section.	  

In	  the	  abstract,	  a	  condition	  of	  “necessity”	  is	  not	  unreasonable,	  but	  much	  depends	  on	  its	  precise	  

interpretation.	  The	  focus	  here	  is	  not	  on	  a	  semantic	  analysis	  of	  the	  specific	  terms	  in	  the	  chapeau	  

or	  in	  the	  subparagraphs.	  As	  the	  Appellate	  Body	  pointed	  out	  in	  its	  Korea–Beef	  decision	  there	  is	  “a	  

range	  of	  degrees	  of	  necessity”.853	  Whether	  “necessity”	  requires	  that	  a	  measure	  restricting	  trade	  

is	  “indispensable”,	  is	  the	  “least	  or	  less	  trade	  restrictive	  alternative”,	  is	  “proportionate”	  to	  its	  non-‐

trade	   goal	   or	   is	   “reasonable”,	   its	   application	  will	   always	   involve	   an	   element	   of	   discretion.	  The	  

main	  question	  is	  how	  to	  exercise	  this	  discretion.	  Trade	  is	  intertwined	  with	  other	  policies	  that	  are	  

important	   for	   sovereign	   states	   and	   their	   inhabitants.	   Depending	   on	   how	   the	   necessity	   test	   is	  

applied,	  a	  WTO	  Member’s	  ability	  to	  adopt	  regulation	  or	  taxation	  that	  has	  an	  indirect	  impact	  on	  

imports	   into	   its	   territory	  might	  be	  restricted.	   It	   is	  argued	  that	   the	   interpretation	  of	  “necessity”	  

needs	  to	  allow	  Members	  to	  protect	  their	  negative	  freedom	  in	  increasing	  interdependence	  so	  as	  

to	  ensure	  a	  balance	  between	  Members’	  positive	  and	  negative	  freedom	  that	  is	  compatible	  with	  a	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

853	  Korea–Beef	  (AB),	  para.	  161.	  
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liberal	  system	  of	  sovereign	  states.	  The	  idea	  of	  locality	  should	  allow	  the	  Member	  that	  is	  at	  risk	  of	  

the	  negative	  impact	  of	  climate	  change	  to	  decide	  whether	  to	  regulate	  imports	  to	  avoid	  this	  impact.	  

Locality	  also	  implies	  that	  it	  should	  be	  up	  to	  each	  individual	  Member	  to	  decide	  on	  the	  appropriate	  

level	  of	  protection	  to	  protect	  its	  domestic	  affairs	  against	  the	  negative	  impact	  of	  other	  Members’	  

climate	  change	  policies	  transferred	  through	  trade.	  

As	  discussed	  in	  Section	  I.D,	  the	  Appellate	  Body	  has	  repeatedly	  stated	  that	  the	  regulating	  Member	  

can	  decide	  the	  appropriate	   level	  of	  protection	  it	  seeks	  through	  domestic	  regulation.854	  Yet,	   this	  

concession	   is	  difficult	   to	   reconcile	  with	   the	  weighing	  and	  balancing	  exercise	   also	   advanced	  by	  

the	   Appellate	   Body	   to	   determine	   the	   necessity	   of	   measures	   that	   are	   not	   indispensable.855	  A	  

weighing	  and	  balancing	  test	  allows	  the	  Panel	  and	  the	  Appellate	  Body	  to	  decide,	  first,	  whether	  the	  

measure	   is	   indispensable,	   and	   if	   not,	  whether	   the	   domestic	   regulation	   contributes	   to	   its	   goal,	  

whether	   the	   interests	   pursued	   by	   the	   measure	   are	   important	   and	   whether	   these	   factors	  

outweigh	  the	  restrictive	   impact	  on	  trade.	  As	  soon	  as	  a	  weighing	  and	  balancing	  by	  the	  Panel	  or	  

the	   Appellate	   Body	   is	   required,	   the	   regulating	   Member	   is	   no	   longer	   free	   to	   determine	   the	  

appropriate	   level	  of	  protection.856	  If	   it	   is	   indeed	  up	   to	   the	   regulating	  Member	   to	  decide	  on	   the	  

appropriate	   level	   of	   regulation,	   any	   less	   trade	   restrictive	   alternative	   should	   achieve	   the	   same	  

level	   of	   protection	   as	   the	   domestic	   measure	   and	   should	   not	   just	   be	   almost	   as	   good	   as	   the	  

contested	  domestic	  measure.857	  	  

A	   reinterpretation	   of	   Article	   XX	   should	   remove	   the	   contradiction	   between	   the	   statement	   that	  

Members	  are	  allowed	  to	  determine	  their	  appropriate	   level	  of	  protection	  and	  the	  weighing	  and	  

balancing	   of	   domestic	   regulation	   that	   is	   not	   indispensable.	   Members’	   ability	   to	   decide	   which	  

level	  of	  protection	  is	  appropriate	  for	  their	  individual	  situation	  should	  receive	  priority.	  Moreover,	  

what	  should	  be	  weighed	  and	  balanced	   is	  not	   the	  protection	  of	   the	  non-‐trade	  value	  against	   the	  

trade	   impact,	   but	   rather	   the	   higher	   administrative	   and	   enforcement	   costs	   of	   an	   alternative	  

measure	   against	   the	   trade	   costs	   of	   the	   actual	  measure.858	  This	   decision	   entails	   a	  more	   flexible	  

and	   deferential	   approach	   towards	   the	   regulating	   Member,	   which	   is	   particularly	   appropriate	  

when	  the	  Member	  is	  acting	  in	  response	  to	  a	  global	  problem	  for	  which	  there	  is	  no	  co-‐operative	  

response	  yet.	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

854	  Ibid.,	  para.	  180;	  EC–Asbestos	  (AB),	  para.	  168;	  Brazil–Retreaded	  Tyres	  (AB),	  para.	  140.	  

855	  Regan,	  supra	  note	  767,	  348;	  Du,	  supra	  note	  771,	  1096.	  

856	  Regan,	  supra	  note	  767,	  359.	  

857	  Ibid.,	  359.	  

858	  Ibid.,	  349.	  
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These	  changes	  to	  the	  interpretation	  of	  Article	  XX’s	  exceptions	  would	  ensure	  that	  states’	  negative	  

freedom	  is	  protected	  not	  only	  against	  external	  interference	  with	  their	  trading	  opportunities,	  but	  

also	  against	  external	  interference	  with	  their	  ability	  to	  regulate	  to	  protect	  their	  domestic	  affairs	  

against	  the	  negative	  impact	  of	  other	  Members’	  policies.	  Therefore,	  these	  changes	  are	  consistent	  

with	  the	  need	  to	  protect	  Members’	  decisional	  sovereignty.	  In	  accordance	  with	  the	  idea	  of	  locality,	  

the	  reinterpretation	  would	  also	  recognize	  that	  the	  ability	  to	  regulate	  is	  more	  important	  for	  state	  

sovereignty	  than	  the	  ability	  to	  export.	  	  

Nevertheless,	   the	   interpretation	   of	   “necessity”	   should	   not	  make	   the	   exceptions	   that	   rely	   on	   it	  

self-‐judging.	  Therefore,	  reasonableness	  and	  good	  neighbourliness	  complement	  locality.	  The	  use	  

of	   an	   exception	   should	   remain	   within	   reasonable	   bounds.	   When	   assessing	   the	   necessity	   of	   a	  

trade	   restriction,	   an	   evaluation	   is	   needed	   of	   whether	   it	   would	   be	   unreasonably	   costly	   for	   a	  

Member	   to	   employ	   a	   less	   trade	   restrictive	   defensive	   mechanism.	   Moreover,	   good	  

neighbourliness	  would	  require	   that	  a	  Member	   take	  care	  not	   to	  harm	   its	   trading	  partners.	  This	  

requirement	  can	  lead	  to	  an	  evaluation	  of	  whether	  a	  Member	  has	  been	  willing	  to	  negotiate	  with	  

its	   trading	   partners	   on	   the	   standards	   that	   they	   apply	   or	  whether	   it	   is	  willing	   to	   consider	   the	  

equivalence	  of	  the	  regulation	  of	  its	  trading	  partners.	  

IV. CONCLUSION	  

This	  Chapter	  has	  discussed	  how	  trade	  liberalization	  agreements	  impose	  limits	  on	  the	  legality	  of	  

defensive	  mechanisms	  that	  can	  be	  used	  to	  protect	  states’	  domestic	  affairs	  against	   the	  negative	  

impact	  of	  climate	  change	  when	  global	  responses	  are	  lacking.	  The	  reason	  behind	  this	  is	  a	  strong	  

focus	  on	  market	   integration	  and	   insufficient	  guarantees	  against	   “unfair	   trade”	  when	  exporting	  

states	   do	   not	   have	   an	   appropriate	   regulatory	   framework	   in	   place	   to	   respond	   to	   international	  

problems.	  The	   focus	  on	  market	   integration	   translates	   into	  wide	  ranging	  obligations	   to	  remove	  

barriers	   to	   trade,	   including	   non-‐discriminatory	   ones.	   The	   legality	   of	   trade	   barriers	   depends	  

almost	  entirely	  on	  the	  availability	  of	  exceptions,	  which	  are	  subject	  to	  a	  requirement	  of	  necessity.	  

The	  Chapter	  has	  argued	  that	  the	  focus	  needs	  to	  shift	  back	  from	  the	  exceptions	  to	  the	  obligations.	  

The	   obligations	   to	   liberalize	   trade	   need	   to	   be	   contained	   by	   narrowing	   their	   scope.	   The	   thesis	  

suggests	   in	   particular	   reinterpreting	   the	   non-‐discrimination	   obligation,	   through	   a	   narrower	  

approach	   to	   “likeness”	   and	   by	   taking	   into	   account	   regulatory	   intent	   to	   determine	   whether	  

discrimination	  has	  occurred.	  	  

The	   reinterpretation	   of	   “likeness”	   should	   be	   achieved	   by	   accepting	   PPMs	   as	   relevant	   to	  

distinguish	  between	  products	   in	   the	   context	   of	   transboundary	  problems.	  This	   option	   removes	  
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part	  of	  the	  obstacle	  imposed	  by	  the	  rejection	  of	  an	  “aims	  and	  effects”	  test.	  If	  a	  distinction	  based	  

on	  PPMs	  applied	  to	  all	  products	  sold	  within	  a	  territory	  regardless	  of	  their	  origin	  is	  accepted,	  it	  is	  

no	   longer	  necessary	  to	  argue	  that	  the	  measure	  has	  no	  protectionist	  purpose	  but	   is	   inspired	  by	  

other	  concerns	  such	  as	  the	  protection	  of	  the	  environment.	  It	  should,	  however,	  be	  acknowledged	  

that	  the	  acceptance	  of	  the	  product/process	  distinction	  is	  limited	  to	  the	  context	  of	  international	  

problems,	   that	   is	   to	  say	  to	  problems	  that	  are	  not	  within	  the	  scope	  of	  a	  state’s	  domestic	  affairs.	  

Not	   every	   PPM-‐based	   distinction	   should	   be	   allowed,	   as	   PPMs	   are	   frequently	   misused	   for	  

protectionist	  reasons.	  For	  example,	  a	  state	  should	  not	  be	  able	  to	  single	  out	  its	  domestic	  products	  

for	   preferential	   treatment	   on	   the	   basis	   that	   its	   building	   code	   requirements	   or	   social	   security	  

allowances	  are	  higher	  than	  those	  that	  apply	  in	  other	  states,	  unless	  it	  can	  rely	  on	  an	  exception.	  
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CHAPTER	  8. DIRECT	  LIMITS	  ON	  THE	  EXERCISE	  OF	  MONETARY	  SOVEREIGNTY	  	  

This	  Chapter	   turns	   to	  macro-‐financial	   stability,	   the	   second	  area	  of	   increasing	   interdependence	  

studied	  in	  this	  thesis.	  States’	  actions	  in	  relation	  to	  their	  monetary	  management	  policies,	  i.e.	  their	  

monetary	  policies,	  their	  credit	  creation	  limits,	  their	  exchange	  rate	  policies	  and	  the	  management	  

of	  their	  official	  reserves,	  can	  negatively	  affect	  other	  states’	  decisional	  sovereignty.	  For	  example,	  

lax	   credit	   creation	   regulation	   in	   state	   A	   can	   cause	   financial	   instability	   in	   state	   B	   where	  

consumers	  of	  financial	  services	  originating	  from	  state	  A	  live.	  Or,	  an	  undervaluation	  of	  state	  A’s	  

currency	   in	   terms	  of	   state	  B’s	  currency	  can	  modify	   the	  competitive	  relationship	  between	   their	  

economies.	  

This	   Chapter	   argues	   that	   international	   law	   contains	   some	   direct	   limits	   on	   a	   state’s	  monetary	  

sovereignty	   that	   apply	  when	   the	   exercise	   of	   that	   sovereignty	   has	   a	   negative	   impact	   on	   other	  

states.	  Direct	  limits	  can	  also	  be	  found	  in	  informal	  sources	  of	  international	  financial	  law	  such	  as	  

the	  Basel	  Accords	  that	  harmonize	  specific	  aspects	  of	  financial	  market	  regulation.	  These	  are	  thus	  

relevant	   as	   an,	   albeit	   soft,	   limit	   on	   credit	   creation	   regulation.	   However,	   many	   of	   the	   central	  

concepts	  in	  these	  formal	  and	  informal	  direct	  limits	  are	  vague,	  reducing	  their	  practical	  relevance	  

in	   restricting	  how	  states	  exercise	   their	  monetary	  management	  policies,	   and	  resulting	   in	  broad	  

protection	  of	  states’	  positive	  freedom.	  

I. MONETARY	  MANAGEMENT	  POLICIES	  UNDER	  THE	  IMF	  ARTICLES	  OF	  AGREEMENT	  

The	  IMF	  Articles	  of	  Agreement	  not	  only	  set	  up	  the	  International	  Monetary	  Fund,	  but	  also	  contain	  

rules	   of	   conduct	   for	   the	   exercise	   of	   states’	   monetary	   management	   policies.	   Articles	   IV	  

(obligations	  regarding	  exchange	  arrangements),	  VII	  (known	  as	  the	  “scarce	  currency	  clause”)859	  

and	   VIII	   (general	   obligations)	   constitute	   a	   basic	   code	   of	   conduct	   for	   international	   monetary	  

relations.	  	  

The	  most	  important	  of	  these	  is	  Article	  IV,	  the	  first	  paragraph	  of	  which	  stipulates	  the	  following:	  

Recognizing	   that	   the	   essential	   purpose	   of	   the	   international	   monetary	   system	   is	   to	  
provide	  a	  framework	  that	  facilitates	  the	  exchange	  of	  goods,	  services,	  and	  capital	  among	  
countries,	  and	  that	  sustains	  sound	  economic	  growth,	  and	  that	  a	  principal	  objective	  is	  the	  
continuing	   development	   of	   orderly	   underlying	   conditions	   that	   are	   necessary	   for	  
financial	  and	  economic	  stability,	  each	  member	  undertakes	  to	  collaborate	  with	  the	  Fund	  
and	  other	  members	  to	  assure	  orderly	  exchange	  arrangements	  and	  to	  promote	  a	  stable	  
system	  of	  exchange	  rates.	  In	  particular,	  each	  member	  shall:	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

859	  This	  clause	  enables	  the	  IMF	  to	  declare	  a	  currency	  scarce.	  As	  a	  result,	  Members	  can	  impose	  temporary	  limitations	  
on	  exchange	  operations	  in	  the	  scarce	  currency.	  It	  has	  however	  never	  been	  invoked,	  see	  Pattanaik,	  “Global	  Imbalances,	  
Tanking	  Dollar,	  and	  the	  IMF’s	  Surveillance	  over	  Exchange	  Rate	  Policies”,	  27	  Cato	  Journal	  299	  (2007),	  321-‐322.	  
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(i)	  endeavor	   to	   direct	   its	   economic	   and	   financial	   policies	   toward	   the	   objective	   of	  
fostering	  orderly	  economic	  growth	  with	  reasonable	  price	  stability,	  with	  due	  regard	  to	  its	  
circumstances;	  

(ii)	  seek	   to	   promote	   stability	   by	   fostering	   orderly	   underlying	   economic	   and	   financial	  
conditions	  and	  a	  monetary	  system	  that	  does	  not	  tend	  to	  produce	  erratic	  disruptions;	  

(iii)	  avoid	  manipulating	  exchange	  rates	  or	  the	  international	  monetary	  system	  in	  order	  to	  
prevent	   effective	   balance	   of	   payments	   adjustment	   or	   to	   gain	   an	   unfair	   competitive	  
advantage	  over	  other	  members;	  and	  

(iv)	  follow	  exchange	  policies	  compatible	  with	  the	  undertakings	  under	  this	  Section.	  

Article	  IV	  was	  substantially	  rewritten	  with	  the	  entry	  into	  force	  of	  the	  Second	  Amendment	  to	  the	  

IMF	   Articles	   of	   Agreement860	  in	   1978.	   This	   amendment	   legalized	   the	   de	   facto	   freedom	   to	  

determine	  exchange	  rates	  that	  had	  arisen	  following	  US	  President	  Nixon’s	  decision	  of	  15	  August	  

1971	  to	  abandon	  the	  gold-‐dollar	  two-‐tier	  system	  of	  convertibility,861	  and	  the	  failure	  by	  1973	  of	  

attempts	   to	   save	   the	   “par	   value”	   system	   that	   required	   governments	   to	   intervene	   in	   currency	  

markets	  if	  this	  was	  needed	  to	  maintain	  the	  relative	  value	  of	  their	  currency.862	  The	  new	  version	  of	  

Article	   IV	   represents	   a	   radical	   departure	   from	   the	   strictures	   of	   the	   “par	   value”	   system	   as	   it	  

involves	  a	  return	  towards	  discretion	  for	  states	  in	  their	  economic	  policies,	  and	  particularly	  their	  

exchange	   rate	   policies.863	  The	   changes	   made	   by	   the	   Second	   Amendment	   have	   therefore	   been	  

critiqued	  from	  the	  start	  as	  creating	  an	  international	  monetary	  “non-‐system”.864	  

The	   IMF	   oversees	   compliance	   with	   the	   obligations	   of	   Article	   IV	   through	   its	   bilateral	  

surveillance.865	  Bilateral	  surveillance	  is	  mandatory	  for	  all	  IMF	  Members,	  including	  those	  that	  are	  

not	  borrowing.866	  The	   IMF’s	   current	  policies	   regarding	  bilateral	   surveillance	   are	   set	   out	   in	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

860	  IMF	  Board	  of	  Governors	  Resolution	  No.	  31-‐4,	  adopted	  30	  April	  1976,	  entered	  into	  force	  on	  1	  April	  1978.	  On	  the	  
process	  of	  the	  amendment,	  see	  Lowenfeld,	  supra	  note	  169,	  631-‐633.	  

861	  In	  this	  system,	  the	  exchange	  rate	  of	  every	  currency	  was	  fixed	  relative	  to	  the	  US	  dollar	  and	  the	  US	  Treasury	  would	  
buy	  and	  sell	  gold	  from	  and	  to	  other	  monetary	  authorities	  at	  a	  fixed	  price,	  see	  Lastra,	  supra	  note	  380,	  356;	  Lowenfeld,	  
supra	  note	  169,	  622-‐623.	  

862	  Treves,	  supra	  note	  380,	  114;	  Proctor,	  “USA	  v	  China	  and	  the	  Revaluation	  of	  the	  Renminbi:	  Exchange	  Rate	  Pegs	  and	  
International	  Law”,	  17	  European	  Business	  Law	  Review	  1333	  (2006),	  1337;	  Lowenfeld,	  supra	  note	  169,	  625-‐627.	  

863 	  Bossone,	   IMF	   Surveillance:	   A	   Case	   Study	   on	   IMF	   Governance–IEO	   Background	   Paper	   (May	   2008),	   at	  
<http://www.ieo-‐imf.org/eval/complete/pdf/05212008/BP08_10.pdf>,	  9.	  

864	  See	  references	  in	  Masson,	  “The	  IMF:	  Victim	  of	  Its	  Own	  Success	  or	  Institutional	  Failure?”,	  62	  International	  Journal	  
889	  (2007),	  905;	  Lowenfeld,	  supra	  note	  169,	  634.	  

865	  IMF	  Articles	  of	  Agreement,	  art.	  IV(3)(b).	  	  

866	  Lastra,	  supra	  note	  380,	  398-‐399.	  
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2007	   Decision	   on	   Bilateral	   Surveillance	   over	   Members’	   Policies	   (“2007	   Surveillance	  

Decision”).867	  	  

The	  2007	  Surveillance	  Decision	  replaced	  the	  1977	  Decision	  on	  Surveillance	  over	  Exchange	  Rate	  

Policies.	   The	   change	   was	   prompted	   by	   the	   considerable	   changes	   in	   the	   global	   economy,	  

particularly	  as	  a	  result	  of	  increased	  capital	  mobility	  that	  provides	  not	  only	  an	  alternative	  source	  

of	   financing	   but	   also	   an	   added	   factor	   of	   potential	   instability.868	  The	   background	   to	   the	   new	  

decision	  was	   an	   increased	   focus	   on	   the	   impact	   of	   exchange	   rate	   policies	   on	   other	   states.869	  A	  

specific	   matter	   of	   concern	   was	   the	   Chinese	   Yuan’s	   exchange	   rate,	   which	   is	   pegged	   to	   the	   US	  

dollar. 870 	  Unsurprisingly,	   Chinese	   officials	   protested	   heavily	   against	   the	   2007	   Surveillance	  

Decision.871	  However,	   given	   the	   distribution	   of	   voting	   power	   on	   the	   IMF	   Executive	   Board,872	  

China	  was	  unable	  to	  block	  adoption	  of	  the	  decision.	  	  

The	   main	   novelty	   compared	   to	   the	   1977	   Decision	   is	   the	   centrality	   given	   to	   the	   notion	   of	  

“external	  stability”.873	  “External	  stability”	  is	  defined	  as	  “a	  balance-‐of-‐payments	  position	  that	  does	  

not,	  and	  is	  not	   likely	  to,	  give	  rise	  to	  disruptive	  exchange	  rate	  movements.”874	  A	  state’s	  balance-‐

of-‐payments	   systematically	   records	   the	   economic	   transactions	  between	   its	   residents	   and	  non-‐

residents	   during	   a	   specific	   period	   of	   time875	  on	   the	   current	   account	   or	   on	   the	   capital	   and	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

867	  International	   Monetary	   Fund,	   Bilateral	   Surveillance	   over	   Members’	   Policies–2007	   Decision	   (15	   June	   2007),	   at	  
<http://www.imf.org/external/pubs/ft/sd/index.asp?decision=13919-‐(07/51)>	   [“2007	   Surveillance	   Decision”].	   The	  
legal	  authority	  for	  the	  adoption	  of	  this	  decision	  can	  be	  found	  in	  IMF	  Articles	  of	  Agreement,	  art.	  IV(3)(b).	  The	  current	  
surveillance	   priorities	   can	   be	   found	   in	   International	   Monetary	   Fund,	   IMF	   Executive	   Board	   Revises	   Surveillance	  
Priorities	   for	   2008-‐2011–Press	   Release	   No.	   09/336	   (29	   September	   2009),	   at	  
<http://www.imf.org/external/np/sec/pr/2009/pr09336.htm>.	  

868 	  Mussa,	   IMF	   Surveillance	   over	   China’s	   Exchange	   Rate	   Policy	   (19	   October	   2007),	   at	  
<www.iie.com/publications/papers/mussa1007.pdf>,	  36;	  Bossone,	  supra	  note	  863,	  7.	  

869	  Independent	  Evaluation	  Office	  of	  the	  International	  Monetary	  Fund,	  IMF	  Performance	  in	  the	  Run-‐up	  to	  the	  Financial	  
Economic	   Crisis:	   IMF	   Surveillance	   in	   2004-‐07	   (10	   January	   2011),	   at	   <http://www.ieo-‐
imf.org/eval/complete/pdf/01102011/IEO_full_report_crisis.pdf>,	  25.	  

870	  “Is	  the	  IMF	  Obsolete?	  A	  Symposion	  of	  Views”,	  21	  The	  International	  Economy	  9	  (2007),	  12.	  

871 	  Ling	   and	   Tan,	   China	   Criticizes	   IMF	   Decision	   on	   Exchange-‐Rate	   Surveillance	   (3	   July	   2007),	   at	  
<http://www.twnside.org.sg/title2/finance/twninfofinance070701.htm>;	   People’s	   Bank	   of	   China,	   IMF	   Adopted	   the	  
Decision	   on	   Bilateral	   Surveillance	   over	   Member’s	   Policies	   with	   China’s	   Reservation	   (20	   June	   2007),	   at	  
<http://www.pbc.gov.cn/publish/english/955/2021/20213/20213_.html>.	  

872 	  International	   Monetary	   Fund,	   IMF	   Members’	   Quotas	   and	   Voting	   Power,	   and	   IMF	   Board	   of	   Governors,	   at	  
<http://www.imf.org/external/np/sec/memdir/members.htm>	  [“IMF	  Voting	  Power”].	  

873	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  para.	  4;	  International	  Monetary	  Fund,	  Review	  of	  the	  1977	  Decision	  on	  
Surveillance	   over	   Exchange	   Rate	   Policies:	   Preliminary	   Considerations	   (28	   June	   2006),	   at	  
<http://www.imf.org/external/np/pp/eng/2006/pc.pdf>,	   3;	   Mussa,	   IMF	   Surveillance	   over	   China’s	   Exchange	   Rate	  
Policy,	  supra	  note	  868,	  19.	  

874	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  para.	  4.	  

875	  Acocella,	  Economic	  Policy	  in	  the	  Age	  of	  Globalisation	  (2005),	  80.	  
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financial	   account.876	  A	   balance-‐of-‐payments	   position	   is	   consistent	  with	   external	   stability	   if	   the	  

member’s	   “net	   external	   asset	   position	   is	   evolving	   in	   a	  manner	   consistent	  with	   the	   economy’s	  

structure	   and	   fundamentals”	   and	   there	   are	   no	   risks	   of	   “abrupt	   shifts	   in	   capital	   flows.”877	  The	  

2007	   Surveillance	   Decision	   identifies	   both	   large	   and	   prolonged	   current	   account	   deficits	   and	  

surpluses	  as	  a	  source	  of	  instability.878	  

IMF	   Members’	   obligations	   under	   Article	   IV(1)	   extend	   not	   just	   to	   the	   exchange	   arrangements	  

themselves,	   but	   also	   to	   the	   underlying	   economic	   and	   financial	   policies	   that	   can	   affect	   the	  

exchange	   rate.	   The	   2007	   Surveillance	   Decision	   confirms	   that	   the	   IMF’s	   surveillance	   powers	  

cover	  all	  domestic	  policies	  that	  can	  affect	  external	  stability:879	  

In	   its	  bilateral	   surveillance,	   the	  Fund	  will	   focus	  on	   those	  policies	  of	  members	   that	   can	  
significantly	   influence	   present	   or	   prospective	   external	   stability.	   […]	   Accordingly,	  
exchange	  rate	  policies	  will	  always	  be	  the	  subject	  of	  the	  Fund’s	  bilateral	  surveillance	  with	  
respect	  to	  each	  member,	  as	  will	  monetary,	  fiscal,	  and	  financial	  sector	  policies	  (both	  their	  
macroeconomic	   aspects	   and	   macroeconomically	   relevant	   structural	   aspects).	   Other	  
policies	   will	   be	   examined	   in	   the	   context	   of	   surveillance	   only	   to	   the	   extent	   that	   they	  
significantly	  influence	  present	  or	  prospective	  external	  stability.	  

Hence,	  the	  monetary	  management	  policies	  at	  the	  centre	  of	  this	  case	  study	  fall	  within	  the	  scope	  of	  

IMF	  surveillance	  and	  are	  potentially	  limited	  by	  the	  obligations	  of	  the	  IMF	  Articles	  of	  Agreement.	  

However,	   as	   Sections	   A	   and	   B	   explain,	   only	   a	   Member’s	   exchange	   rate	   policies	   are	   directly	  

limited	   and	  even	   these	   limits	   are	  of	   a	   soft	   nature.	  Other	  domestic	  policies	   are	   subject	   to	   even	  

softer	  obligations.880	  Section	  C	  then	  argues	  that	  there	  are	  practical	  and	  political	  obstacles	  to	  the	  

effectiveness	   of	   the	   existing	   limits.	   The	   result	   is	   a	   prioritization	   of	   the	   protection	   of	   positive	  

freedom	   to	   exercise	   monetary	   sovereignty	   through	   monetary	   management	   policies	   over	   the	  

protection	  of	  other	  states’	  negative	  freedom	  against	  the	  adverse	  impact	  of	  these	  policies.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

876	  International	   Monetary	   Fund,	   Balance	   of	   Payments	   Manual,	   5th	   ed.	   (1993),	   38.	   According	   to	   this	   manual,	   the	  
current	   account	   pertains	   to	   goods	   and	   services,	   income,	   and	   current	   transfers,	   whereas	   the	   capital	   and	   financial	  
account	   pertains	   to	   (i)	  capital	   transfers	   and	   acquisition	   or	   disposal	   of	   nonproduced,	   nonfinancial	   assets	   and	  
(ii)	  financial	  assets	  and	  liabilities.	  This	  thesis	  refers	  to	  the	  capital	  and	  financial	  account	  as	  the	  capital	  account.	  

877	  International	  Monetary	   Fund,	  2007	  Surveillance	  Decision	  Companion	  Paper	  Excerpts:	  Material	  Explicitly	  Endorsed	  
by	  the	  Executive	  Board	  (21	  June	  2007),	  at	  <http://www.imf.org/external/np/pp/2007/eng/ndexc.pdf>,	  paras	  3-‐4.	  

878	  International	   Monetary	   Fund,	   The	   2007	   Surveillance	   Decision:	   Revised	   Operational	   Guidance	   (22	   June	   2009),	   at	  
<http://www.imf.org/external/np/pp/eng/2008/080408.pdf>	  [“Revised	  Operational	  Guidance”],	  9,	  Q2.	  

879	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  para.	  5.	  

880	  Leckow,	   “The	   IMF	   and	   Crisis	   Prevention–the	   Legal	   Framework	   for	   Surveillance”,	   17	  Kansas	   Journal	  of	  Law	  and	  
Public	  Policy	  285	  (2007-‐2008),	  288.	  
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A. Direct	  Limits	  on	  the	  Choice	  of	  Exchange	  Rate	  Policies	  

Since	   an	   exchange	   rate	   expresses	   the	   price	   of	   one	   currency	   in	   terms	   of	   another	   currency,881	  

every	   exchange	   rate	   inherently	   links	   two	   states.	  This	   inherent	   link	   suggests	   that	   limits	   on	   the	  

choice	   of	   exchange	   rate	   policies	   are	   sensible,	   given	   that	   the	   ability	   to	   claim	   sovereignty	   over	  

something	  that	  automatically	  affects	  another	  state	  is	  a	  “logical	  absurdity”.882	  Moreover,	  because	  

foreign	  currency	  is	  required	  for	  trade	  in	  goods,	  services	  and	  assets,	  the	  level	  of	  the	  exchange	  rate	  

affects	   virtually	   every	   aspect	   of	   a	   state’s	   economy.	   Given	   the	   large	  US	   current	   account	   deficit,	  

mirrored	  by	  the	  Chinese	  current	  account	  surplus,	  the	  issue	  of	  exchange	  rate	  determination	  has	  

been	  the	  most	  prominent	  international	  monetary	  issue	  of	  the	  past	  decade.883	  

As	  a	  result	  of	   the	  Second	  Amendment	  to	  the	  IMF	  Articles	  of	  Agreement,884	  only	  three	   limits	  on	  

Members’	  exchange	  rate	  policies	  now	  remain.	  First,	  Article	   IV(2)(b)	  bars	  Members	   from	  fixing	  

their	  currency	  to	  the	  value	  of	  gold.	  Second,	  Article	  VIII(3)	  prohibits	  the	  use	  of	  discriminatory	  or	  

multiple	  currency	  practices,885	  except	  when	  authorized	  or	  approved	  by	  the	  Fund.	  Finally,	  Article	  

IV(1)(iii)	  prohibits	  Members	  from	  manipulating	  their	  exchange	  rate.886	  

Principle	  A	  of	   the	  2007	  Surveillance	  Decision	  repeats	  verbatim	  Article	   IV(1)(iii)’s	  obligation	  to	  

avoid	  exchange	  rate	  manipulation.887	  Legal	  literature	  recognizes	  this	  obligation	  as	  an	  obligation	  

of	  conduct.888	  The	  Annex	  to	  the	  2007	  Surveillance	  Decision	  stipulates	  further	  conditions	  defining	  

exchange	   rate	  manipulation.	   First,	   the	  Member	  must	   have	   adopted	   policies	   that	   are	   not	   only	  

targeted	  at,	  but	  also	  affect,	  the	  exchange	  rate	  level,	  regardless	  of	  whether	  this	  effect	  is	  to	  move	  

the	   exchange	   rate	   or	   to	   keep	   it	   constant.889	  Second,	   the	  Member	  must	   be	   doing	   this	   either	   to	  

prevent	  balance-‐of-‐payments	  adjustment	  or	  to	  gain	  an	  unfair	  competitive	  advantage	  over	  other	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

881	  See	  text	  accompanying	  footnote	  172.	  

882	  Mussa,	  supra	  note	  868,	  8.	  

883	  For	  a	  good	  description	  see	  Staiger	  and	  Sykes,	   “‘Currency	  Manipulation’	  and	  World	  Trade”	   (13	   June	  2008),	  SSRN	  
eLibrary,	  at	  <http://ssrn.com/abstract=1151942>,	  2.	  

884	  See	  text	  accompanying	  footnotes	  860	  to	  864.	  

885	  Discriminatory	  or	  multiple	  exchange	  rates	  exist	  when	  states	  apply	  different	  exchange	  rates	  depending	  on	  the	  state	  
they	  are	  trading	  with	  or	  depending	  on	  the	  type	  of	  transaction	  (e.g.	  inflow	  or	  outflow).	  	  

886	  IMF	   Articles	   of	   Agreement,	   art.	   IV(1)(iii).	   The	   definition	   of	   “exchange	   rate	   manipulation”	   is	   discussed	   in	   the	  
following	  paragraphs.	  

887	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  para.	  14.	  

888	  Proctor,	   supra	   note	   862,	   1339;	   Mercurio	   and	   Leung,	   “Is	   China	   a	   ‘Currency	   Manipulator’”?:	   The	   Legitimacy	   of	  
China’s	  Exchange	  Regime	  under	  the	  Current	   International	  Legal	  Framework”,	  43	   International	  Lawyer	  1257	  (2009),	  
1276.	  

889	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  Annex,	  para.	  2(a).	  
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Members.890	  The	  second	  condition	  requires	  a	  double	  purpose:	  first,	  that	  the	  Member	  is	  pursuing	  

a	  fundamentally	  misaligned	  undervalued	  exchange	  rate;	  and,	  second,	  that	  the	  Member’s	  purpose	  

is	   to	   increase	  net	   exports	   through	   this	  undervalued	  exchange	   rate.891	  This	   requires	   the	   IMF	   to	  

make	  a	  judgment	  call	  about	  the	  intentions	  of	  a	  sovereign	  government,	  which	  is	  both	  difficult	  and	  

politically	   sensitive.892	  As	   Section	  C	  discusses,	   even	   if	   the	   IMF	  were	  able	   to	   establish	  exchange	  

rate	  manipulation,	  its	  enforcement	  powers,	  particularly	  against	  stronger	  Members,	  are	  limited.	  

In	   addition	   to	   the	   limits	   that	   expressly	   address	   exchange	   rate	   policies,	   the	   2007	   Surveillance	  

Decision	  also	  gives	  an	  indication	  of	  how	  the	  generally	  worded	  provisions	  of	  Article	  IV(1)	  apply	  

in	   the	   context	   of	   exchange	   rate	   policies.	   Principles	   B	   to	   D	   of	   the	   2007	   Surveillance	   Decision	  

declare	  that893	  

B.	   A	   member	   should	   intervene	   in	   the	   exchange	   market	   if	   necessary	   to	   counter	  
disorderly	   conditions,	  which	  may	   be	   characterized	   inter	   alia	   by	   disruptive	   short-‐term	  
movements	  in	  the	  exchange	  rate	  of	  its	  currency.	  

C.	   Members	   should	   take	   into	   account	   in	   their	   intervention	   policies	   the	   interests	   of	  
other	  members,	  including	  those	  of	  the	  countries	  in	  whose	  currencies	  they	  intervene.	  

D.	   A	  member	  should	  avoid	  exchange	  rate	  policies	  that	  result	  in	  external	  instability.	  

The	  scope	  of	  Principle	  D	  goes	  beyond	  the	  obligation	  to	  avoid	  exchange	  rate	  manipulation,	  as	  it	  

applies	   to	   all	   exchange	   rate	   policies	   having	   an	   effect	   on	   external	   stability,	   regardless	   of	   their	  

purpose. 894 	  However,	   in	   contrast	   with	   Principle	   A,	   Principles	   B	   to	   D	   are	   only	  

recommendations.895	  As	  far	  as	  intervention	  in	  the	  exchange	  markets	  covered	  by	  Principles	  B	  and	  

C	   is	   concerned,	   the	   2007	   Surveillance	   Decision	   further	   indicates	   that	   “protracted	   large-‐scale	  

intervention	  in	  one	  direction”	  will	  attract	  IMF	  scrutiny.896	  The	  same	  will	  occur	  for	  “fundamental	  

exchange	  rate	  misalignment”.897	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

890	  Ibid.,	  Annex,	  para.	  2(b).	  

891	  Ibid.	  

892	  Staiger	   and	   Sykes,	   “‘Currency	  Manipulation’	   and	  World	   Trade”,	   9	  World	  Trade	  Review	   583	   (2010),	   592;	   Fudge,	  
“Walter	  Mitty	  and	  the	  Dragon:	  An	  Analysis	  of	  the	  Possibility	  for	  WTO	  or	  IMF	  Action	  against	  China’s	  Manipulation	  of	  
the	  Yuan”,	  45	  Journal	  of	  World	  Trade	  349	  (2011),	  366-‐369.	  

893	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  para.	  14,	  principles	  B-‐D.	  

894	  International	   Monetary	   Fund,	   External	   Relations	   Department,	   IMF	   Executive	   Board	   Adopts	   New	   Decision	   on	  
Bilateral	   Surveillance	   Over	   Members’	   Policies	   (21	   June	   2007),	   at	  
<http://www.imf.org/external/np/sec/pn/2007/pn0769.htm>,	  background.	  

895	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  para.	  14.	  

896	  Ibid.,	  para.	  15(i).	  

897	  Ibid.,	  para.	  15(v).	  
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Overall,	  there	  are	  few	  direct	  limits	  on	  Members’	  exchange	  rate	  policies.	  The	  Second	  Amendment	  

has	  reconfirmed	  the	  central	  position	  of	  monetary	  sovereignty	  in	  the	  IMF	  Articles	  of	  Agreement.	  

The	  2007	  Surveillance	  Decision	  mentions	  explicitly	  that	  non-‐compliance	  with	  Principles	  A	  to	  D	  

governing	   Members’	   exchange	   rate	   policies	   does	   not	   amount	   to	   a	   breach	   of	   Article	   IV(1).898	  

Moreover,	   in	  practice,	   the	  complexity	  of	  determining	  an	  exchange	  rate’s	   “fair	  value”	  combined	  

with	  a	  Member’s	  entitlement	  to	  the	  benefit	  of	  any	  reasonable	  doubt	  regarding	  the	  purpose	  of	  its	  

policies899	  has	   led	   the	   IMF’s	  Executive	  Board	   to	  defer	   to	  a	  Member’s	  policy	  choices.900	  The	   IMF	  

has	   indicated	   that	   it	   expects	   non-‐observance	   of	   Principle	   D	   to	   be	   very	   rare,	   due	   to	   the	  

uncertainties	   about	   the	   causal	   link	   between	   exchange	   rate	   policies	   and	   macro-‐economic	  

developments.901	  When	   it	   comes	   to	  Members’	   exchange	   rate	  policies,	   international	   law	   thus	   in	  

effect	   prioritizes	  Members’	   positive	   freedom	   to	   set	   these	   policies,	   even	   if	   the	   exercise	   of	   this	  

freedom	  leads	  to	  interference	  with	  other	  Members’	  negative	  freedom.	  

B. Direct	  Limits	  on	  Other	  Monetary	  Management	  Policies	  

Article	   IV(1)	   and	   the	   2007	   Surveillance	   Decision	   cover	   not	   only	   a	   Member’s	   exchange	   rate	  

policies,	  but	  also	  its	  monetary	  policy,	  its	  credit	  creation	  limits	  and	  the	  policy	  managing	  its	  official	  

reserves.	   Subsections	   (i)	   and	   (ii)	   of	   Article	   IV(1),	   quoted	   above,	   focus	   on	   the	   promotion	   of	  

domestic	   stability.902	  They	   are	   however	   only	   “best	   effort	   obligations”	   given	   that	   the	   operative	  

verbs	   are	   “endeavour”	   and	   “seek”. 903 	  The	   2007	   Surveillance	   Decision	   lists	   a	   range	   of	  

developments	  related	  to	  a	  Member’s	  other	  monetary	  management	  policies	  that	  will	  attract	  the	  

IMF’s	  attention	  during	  the	  surveillance	  process:904	  

(ii)	  official	  or	  quasi-‐official	  borrowing	  that	  either	  is	  unsustainable	  or	  brings	  unduly	  high	  
liquidity	   risks,	   or	   excessive	   and	   prolonged	   official	   or	   quasi-‐official	   accumulation	   of	  
foreign	  assets,	  for	  balance	  of	  payments	  purposes;	  

(iii)	   (a)	   the	   introduction,	   substantial	   intensification,	   or	   prolonged	   maintenance,	   for	  
balance	  of	  payments	  purposes,	  of	  restrictions	  on,	  or	   incentives	  for,	  current	  transaction	  
or	  payments,	  or	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

898	  Ibid.,	  para.	  14.	  

899	  Ibid.,	  Annex,	  para.	  3;	  Mercurio	  and	  Leung,	  supra	  note	  888,	  1279.	  

900	  Revised	  Operational	  Guidance,	  supra	  note	  884,	  2,	  paras	  2-‐3.	  

901	  Ibid.,	  3,	  para.	  8.	  	  

902	  Companion	  Paper,	  supra	  note	  228,	  para.	  37.	  

903	  Ibid.,	  para.	  12;	  Gianviti,	  “The	  International	  Monetary	  Fund	  and	  External	  Debt”,	  215	  Recueil	  des	  Cours	  205	  (1989),	  
267-‐268;	  Proctor,	  supra	  note	  862,	  1338-‐1339;	  Mercurio	  and	  Leung,	  supra	  note	  888,	  1282.	  

904	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  para.	  15.	  
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(b)	   the	   introduction	   or	   substantial	   modification	   for	   balance	   of	   payments	   purposes	   of	  
restrictions	  on,	  or	  incentives	  for,	  the	  inflow	  or	  outflow	  of	  capital;	  

(iv)	   the	   pursuit,	   for	   balance	   of	   payments	   purposes,	   of	   monetary	   and	   other	   financial	  
policies	  that	  provide	  abnormal	  encouragement	  or	  discouragement	  to	  capital	  flows;	  

[…]	  

(vi)	  large	  and	  prolonged	  current	  account	  deficits	  or	  surpluses;	  and	  

(vii)	   large	  external	   sector	  vulnerabilities,	   including	   liquidity	   risks,	  arising	   from	  private	  
capital	  flows.	  

However,	  no	  further	  legal	  consequences	  are	  attached	  to	  these	  indicators,	  thus	  leaving	  Members	  

a	  wide	  freedom	  to	  act	  in	  the	  conduct	  of	  their	  other	  monetary	  management	  policies.	  

A	   2011	   Report	   by	   the	   Independent	   Evaluation	   Office	   to	   the	   IMF	   pointed	   out	   that	   the	   IMF’s	  

performance	  on	  surveillance	   in	   the	  run	  up	   to	   the	  Global	  Financial	  Crisis	  was	   inconsistent.	  The	  

IMF	   focused	   primarily	   on	   the	   risk	   of	   a	   disorderly	   unwinding	   of	   global	   imbalances	   for	   the	  

exchange	   rate	   of	   the	   US	   dollar	   and	   paid	   insufficient	   attention	   to	   financial	   sector	   issues,	  

particularly	  in	  financial	  centres	  of	  systemic	  importance.905	  

Together	  with	   the	  World	  Bank,	   the	   IMF	  has	  had	  a	   special	  programme	   in	  place	  since	   the	  Asian	  

Financial	  Crisis	  of	  the	  late	  1990s	  to	  provide	  technical	  assistance	  to	  Members	  regarding	  financial	  

sector	  policies.	  The	  Financial	  Sector	  Assessment	  Program	  (FSAP)	  is	  primarily	  a	  diagnostic	  tool	  to	  

prevent	  financial	  instability	  by	  assessing	  the	  strengths	  and	  weaknesses	  of	  a	  Member’s	  financial	  

system.906	  It	  also	  assesses	  observance	  of	  various	  international	  standards	  and	  codes.907	  The	  FSAP	  

has	   only	   had	   a	   limited	   reach	   over	   Members’	   financial	   sector	   policies,908	  as	   some	  Members	   of	  

strategic	   importance	   for	   international	   financial	   stability,	   such	   as	   the	   US, 909 	  chose	   not	   to	  

participate	  in	  an	  assessment	  of	  their	  financial	  sector	  in	  the	  years	  preceding	  the	  Global	  Financial	  

Crisis.910	  To	  remedy	  this,	  the	  IMF’s	  Executive	  Board	  decided	  in	  September	  2010,	  with	  respect	  to	  

25	  Members	  with	  systemically	  important	  financial	  sectors,	  to	  integrate	  the	  FSAP	  every	  five	  years	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

905	  Independent	  Evaluation	  Office	  of	  the	  International	  Monetary	  Fund,	  supra	  note	  869,	  5,	  11-‐20.	  

906 	  Gottselig	   and	   Gulde-‐Wolf,	   “The	   International	   Monetary	   Fund’s	   Work	   on	   Financial	   Stability”,	   4	   Current	  
Developments	  in	  Monetary	  and	  Financial	  Law	  55	  (2004),	  57-‐59;	  Singh,	  “The	  IMF	  and	  World	  Bank	  in	  Financial	  Sector	  
Reform	  and	  Compliance”,	  in	  Shan	  et	  al.	  (Eds.),	  Redefining	  Sovereignty	  in	  International	  Economic	  Law	  (2008),	  347-‐348.	  

907	  Gottselig	  and	  Gulde-‐Wolf,	  supra	  note	  906,	  62.	  

908	  World	  Bank	  Independent	  Evaluation	  Group,	  supra	  note	  134.	  

909	  Independent	  Evaluation	  Office	  of	  the	  International	  Monetary	  Fund,	  supra	  note	  869,	  13.	  

910	  Singh,	  supra	  note	  906,	  359.	  
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in	   their	   annual	  Article	   IV	   surveillance.911	  This	  move	  extends	   the	   IMF’s	  bilateral	   surveillance	   to	  

Members’	  credit	  creation	  policies.	  It	  is,	  however,	  too	  soon	  to	  tell	  what	  the	  impact	  of	  participation	  

in	  the	  FSAP	  will	  be	  on	  a	  Member’s	  credit	  creation	  policies.	  

C. Limits	  on	  the	  Effectiveness	  of	  the	  Existing	  Direct	  Limits	  

The	  centrality	  of	  “external	  stability”	  in	  the	  2007	  Surveillance	  Decision	  is	  recognition	  of	  the	  fact	  

that	  monetary	  management	  policies	  can	  have	  external	  effects	  on	  other	  Members.	  This	  is	  a	  step	  in	  

the	   right	   direction	   towards	   ensuring	   that	   international	   law	   functions	   as	   a	   liberal	   system	   in	  

increasing	  interdependence.	  	  

However,	  the	  approach	  of	  the	  IMF	  Articles	  of	  Agreement	  and	  the	  2007	  Surveillance	  Decision	  is	  

to	   prioritize	   protection	   of	  Members’	   positive	   freedom	   in	   decisions	   on	  monetary	  management	  

policies	   over	   the	   protection	   of	   their	   negative	   freedom	   against	   the	   negative	   impact	   of	   other	  

Members’	   monetary	   management	   policies.	   While	   the	   obligation	   to	   avoid	   exchange	   rate	  

manipulation	  is	  an	  obligation	  of	  conduct,	  the	  other	  “limits”	  are	  only	  hortatory.	  Moreover,	  even	  if	  

a	   breach	   of	   Article	   IV(1)	   could	   be	   established,	   the	   IMF	   lacks	   the	   power	   to	   change	   Members’	  

actions.912	  The	   only	   sanction	   available	   under	   the	   Articles	   of	   Agreement	   is	   an	   exclusion	   from	  

lending,	   followed	   by	   a	   suspension	   of	   voting	   rights	   and,	   failing	   that,	   a	   compulsory	  withdrawal	  

from	  membership.913	  The	   final	   two	   steps	   require	   a	  majority	   of,	   respectively,	   70%	  and	   85%	  of	  

voting	  power	  on	  the	  IMF	  Board	  of	  Governors.914	  Politically,	  this	  may	  be	  very	  difficult	  to	  achieve,	  

particularly	  against	  important	  Members	  such	  as	  the	  US,	  which	  holds	  16.78%	  of	  voting	  power.915	  

Ineligibility	   to	   borrow	   funds	  may	   be	   an	   effective	   sanction	   against	   Members	   that	   rely	   on	   IMF	  

loans	  to	  fund	  shortfalls	  on	  their	  balance-‐of-‐payments,916	  but	  is	  a	  toothless	  measure	  in	  relation	  to	  

Members	  that	  do	  not	  require	  IMF	  funding	  and	  are	  often	  important	  creditors	  to	  the	  IMF.917	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

911	  International	  Monetary	  Fund,	   IMF	  Expanding	  Surveillance	  to	  Require	  Mandatory	  Financial	  Stability	  Assessments	  of	  
Countries	   with	   Systemically	   Important	   Financial	   Sectors	   (27	   September	   2010),	   at	  
<http://www.imf.org/external/np/sec/pr/2010/pr10357.htm>.	  

912	  Howse,	  “Sovereignty,	  Lost	  and	  Found”,	  in	  Shan	  et	  al.	  (Eds.),	  Redefining	  Sovereignty	  in	  International	  Economic	  Law	  
(2008),	  69;	  Baltensperger	  and	  Cottier,	  supra	  note	  561,	  935;	  Fudge,	  supra	  note	  892,	  372.	  

913	  IMF	  Articles	  of	  Agreement,	  art.	  XXVI(2).	  

914	  Ibid.	  

915	  IMF	  Voting	  Power,	  supra	  note	  872;	  Herrmann,	  “Don	  Yuan:	  China’s	  ‘Selfish’	  Exchange	  Rate	  Policy	  and	  International	  
Economic	  Law”,	   in	  Herrmann	  and	  Terhechte	  (Eds.),	  European	  Yearbook	  of	  International	  Economic	  Law	  2010	   (2010),	  
45.	  

916	  Pattanaik,	  supra	  note	  859,	  318,	  322.	  

917	  Mattoo	  and	  Subramanian,	  Currency	  Undervaluation	  and	  Sovereign	  Wealth	  Funds:	  A	  New	  Role	  for	  the	  World	  Trade	  
Organization	   (January	   2008),	   at	   <www.petersoninstitute.org/publications/wp/wp08-‐2.pdf>,	   7;	   Staiger	   and	   Sykes,	  
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Due	   to	   the	  deference	   given	   to	  Members’	   sovereignty,918	  any	   changes	   in	  Members’	   policies	  will	  

depend	  on	   the	   IMF’s	  ability	   to	  persuade	   the	  Member	   into	  changing.919	  The	  degree	  of	   the	   IMF’s	  

persuasive	   power	   depends	   on	  many	   factors	   such	   as	  whether	   the	  Member	   is	   a	   borrower	   or	   a	  

creditor,	   political	   considerations	   within	   the	   Executive	   Board,	   and	   the	   technical	   and	  

communications	  skills	  of	  the	  IMF	  staff	  participating	  in	  the	  surveillance	  mission.920	  If	  the	  IMF	  fails	  

to	   raise	   awareness	   that	   risks	   are	   building	   up,	   it	   is	   unlikely	   that	   Members	   will	   change	   their	  

policies.	  This	  is	  particularly	  problematic	  in	  the	  IMF’s	  interaction	  with	  advanced	  economies	  that	  

can	   be	   of	   systemic	   importance	   to	   the	   global	   economy.	   A	   2009	   report	   by	   the	   Independent	  

Evaluation	  Office	  points	  out	  that	  advanced	  economies	  are	  not	  interested	  in	  the	  IMF’s	  analysis	  of	  

spillovers	   that	   one	   Member’s	   policies	   may	   create	   for	   other	   states,	   unless	   they	   are	   on	   the	  

receiving	   end	   of	   such	   spillovers.921	  According	   to	   the	   same	   report,	   effective	   surveillance	   over	  

large	  emerging	  economies	   is	  undermined	  by	   the	  distrust	   these	  economies’	   authorities	  have	  of	  

the	  IMF,	  which	  they	  see	  as	  acting	  “predominantly	  in	  the	  interests	  of	  major	  shareholders”.922	  	  

In	   addition	   to	   the	   deference	   given	   to	  Members	   in	   the	   exercise	   of	   their	  monetary	   sovereignty,	  

substantive	  problems	  with	  IMF	  surveillance	  further	  weakens	  the	  effectiveness	  of	  direct	  limits.	  A	  

2011	  report	  of	  the	  Independent	  Evaluation	  Office	  pointed	  to	  several	  such	  problems	  in	  the	  years	  

prior	   to	   the	  Global	   Financial	   Crisis.923	  First,	   given	   the	   stronger	  obligations	   regarding	   exchange	  

rate	  policies	   in	   the	   IMF	  Articles	  of	  Agreement,	  exchange	  rate	  misalignment	  has	  often	  been	   the	  

focus	  in	  surveillance	  exercises.	  Given	  the	  sensitivity	  of	  an	  exchange	  rate,	  as	  a	  close	  expression	  of	  

state	   sovereignty, 924 	  debates	   on	   the	   exchange	   rate	   have	   sometimes	   slowed	   down	   or	  

overshadowed	  pertinent	  findings	  in	  relation	  to	  other	  monetary	  management	  policies.925	  Second,	  

analytical	   weaknesses,	   such	   as	   groupthink	   and	   gaps	   in	   knowledge	   on	   the	   link	   between	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

supra	   note	   883,	   28;	   Bretton	   Woods	   Project,	   IMF	   Mandate	   Needs	   Fundamental	   Rethink	   (11	   May	   2010),	   at	  
<http://www.brettonwoodsproject.org/art-‐566307>;	  Herrmann,	  supra	  note	  915,	  45.	  

918	  IMF	  Articles	  of	  Agreement,	  art.	  IV(3)(b);	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  paras	  9	  and	  11.	  

919	  This	  is	  recognized	  by	  the	  2007	  Surveillance	  Decision,	  supra	  note	  867,	  para.	  8.	  

920Watson,	   IMF	   Surveillance	   in	   Europe:	   Progress	   in	   Refocusing.	   Report	   by	   an	   External	   Consultant	   (2008),	   at	  
<http://www.imf.org/external/np/pp/eng/2008/090208c.pdf>,	  9.	  

921	  Independent	   Evaluation	  Office	   of	   the	   International	  Monetary	   Fund,	   IMF	   Interactions	  with	  Member	  Countries	  (25	  
November	   2009),	   at	   <http://www.ieo-‐imf.org/eval/complete/pdf/01202010/IMC_Full_Text_Main_Report.pdf>,	   13-‐
14.	  

922	  Ibid.,	  16.	  This	   lack	  of	  evenhandedness	  was	  also	  confirmed	   in	   Independent	  Evaluation	  Office	  of	   the	   International	  
Monetary	  Fund,	  supra	  note	  869,	  25.	  

923	  Independent	  Evaluation	  Office	  of	  the	  International	  Monetary	  Fund,	  supra	  note	  869.	  

924	  Baltensperger	  and	  Cottier,	  supra	  note	  561,	  912.	  

925	  Independent	  Evaluation	  Office	  of	  the	  International	  Monetary	  Fund,	  supra	  note	  869,	  19-‐20.	  
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financial	   sector	   and	   the	   broader	   macro-‐economy,	   combined	   with	   internal	   organisation	   and	  

governance	  problems	  and	  political	  constraints,	  have	  limited	  the	  IMF’s	  actions	  in	  its	  surveillance	  

of	  the	  financial	  sector.926	  

II. MONETARY	  MANAGEMENT	  POLICIES	  IN	  THE	  WTO	  FRAMEWORK	  

Debates	   on	   monetary	   management	   policies	   pay	   increasing	   attention	   to	   the	   agreements	  

concluded	   under	   the	   WTO	   umbrella	   as	   a	   source	   of	   limits	   on	   WTO	   Members’	   monetary	  

management	  policies,	  and	  exchange	  rate	  valuations	  in	  particular.	  

The	  turn	  towards	  the	  WTO	  should	  not	  be	  surprising.	  There	  is	  after	  all	  a	  close	  link	  between	  trade	  

and	  monetary	  management	  policies.927	  This	   link	  applies	   to	  both	  commodity	   trade	  and	   trade	   in	  

financial	  services.	  First,	  a	  stable	  monetary	  system	  promotes	  trade	  and	  long-‐term	  investment	  by	  

providing	  certainty	   to	   traders	  and	   investors	  about	   future	  prices	  and	  profits	  whereas	  a	  volatile	  

system	   only	   benefits	   speculators.	   Second,	   trade	   links	   can	   channel	   the	   effect	   of	   monetary	  

management	  policies	  from	  one	  state	  to	  another	  when	  economic	  actors	  respond	  to	  the	  economic	  

environment	  in	  various	  states.	  For	  example,	  exchange	  rate	  levels—by	  definition	  relative	  as	  they	  

express	  the	  price	  of	  one	  currency	  in	  terms	  of	  another—directly	  affect	  the	  competitive	  position	  of	  

producers	  worldwide,	  regardless	  of	  the	  quality	  of	  their	  product.	  In	  addition,	  an	  expansion	  of	  the	  

money	   supply	   in	   a	   given	   economy	   implies	   that	  domestic	   consumers	  will	   have	  more	  money	   to	  

spend.	  It	  is	  not	  unlikely	  that	  some	  of	  this	  will	  be	  spent	  on	  imported	  products,	  thereby	  increasing	  

export	  opportunities	   for	   foreign	  producers.928	  This	   link	   is	  also	  visible	   in	  the	  context	  of	  trade	  in	  

financial	   services	  where	   a	   lenient	  monetary	   policy	   in	   one	   state	   can	   lead	   to	   carry	   trades	  with	  

another	  state	  between	  which	  capital	  account	  flows	  have	  been	  liberalized.	  Third,	  changes	  in	  trade	  

flows	  can	  affect	  the	  exchange	  rate.	  A	  sudden	  increase	  in	  demand	  for	  a	  state’s	  exports	  drives	  up	  

its	   exchange	   rate,	   which	   in	   turn	   can	   make	   its	   other	   domestic	   industries	   less	   competitive	   on	  

global	  markets.929	  

Political	  and	  academic	  commentators	  also	  turn	  towards	  the	  WTO	  in	  the	  hope	  that	  its	  response	  to	  

the	  potential	  negative	  impact	  of	  monetary	  management	  policies	  will	  be	  more	  effective	  than	  the	  

IMF’s.	   The	   main	   reason	   for	   this	   is	   institutional.	   Many	   WTO	   Members	   have	   permanent	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

926	  Ibid.,	  20-‐26.	  

927	  Proctor,	  supra	  note	  862,	  1345.	  

928	  Staiger	  and	  Sykes,	  supra	  note	  883,	  1.	  

929	  This	  phenomenon	  is	  known	  as	  the	  “Dutch	  Disease”,	  see	  Ebrahim-‐Zadeh,	  Dutch	  Disease:	  Too	  Much	  Wealth	  Managed	  
Unwisely	  (March	  2003),	  at	  <http://www.imf.org/external/pubs/ft/fandd/2003/03/ebra.htm>.	  
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representatives	   in	   Geneva	   through	   which	   they	   can	   interact	   with	   other	   Members,	   directly	   or	  

through	   the	   various	   committees	   within	   the	   WTO.	   Moreover,	   the	   WTO	   is	   equipped	   with	   a	  

horizontal	  and	  binding	  dispute	  settlement	  system	  through	  which	  one	  Member	  can	  settle,	  and	  if	  

necessary	  enforce,	  its	  disputes	  with	  another	  Member.	  In	  contrast,	  IMF	  Members	  are	  represented	  

by	  their	  Governors	  who	  only	  meet	  once	  a	  year	  and	  are	  not	  permanently	  based	  in	  Washington	  DC.	  

The	  IMF	  also	  lacks	  a	  mechanism	  to	  settle	  disputes	  between	  Members	  and	  has	  very	  little	  to	  offer	  

in	   terms	   of	   sanctions,	   particularly	   against	   Members	   running	   a	   current	   account	   surplus.	  

Furthermore,	  the	  IMF’s	  governance	  structure	  still	  reflects	  the	  post-‐World	  War	  II	  power	  balance	  

and	  is	  as	  a	  result	  dominated	  by	  the	  US	  and	  Europe,	  whereas	  the	  WTO	  is	  at	  least	  formally	  more	  

equal.930	  

In	  light	  of	  the	  close	  link	  between	  trade	  and	  monetary	  management	  policies	  a	  crucial	  question	  is	  

whether	   the	   WTO	   rules	   can	   be	   a	   source	   of	   direct	   limits	   on	   a	   state’s	   monetary	   management	  

policies.931	  In	   relation	   to	   trade	   in	   goods,	   a	   number	   of	   rules	   could	   potentially	   provide	   a	   direct	  

limit	   on	   the	   conduct	   of	   monetary	   management	   policies.	   Four	   potential	   direct	   limits	   will	   be	  

discussed	   below:	   Article	   XV:4	  GATT,	   Article	   XII:3(a)	   GATT,	   the	   nullification	   or	   impairment	  

provision	   of	   Article	   XXIII	   GATT	   and	   the	   SCM	  Agreement.	   It	   is	   argued	   here	   that	   none	   of	   these	  

potential	  direct	  limits	  restricts	  WTO	  Members’	  monetary	  management	  policies.	  	  

A	  first	  potential	  direct	  limit	  on	  monetary	  management	  policies	  can	  be	  found	  in	  Article	  XV	  GATT,	  

arguably	  “the	  most	  obscure	  provision	  in	  the	  GATT”.932	  Article	  XV:4	  recognizes	  the	  link	  between	  

trade	  and	  exchange	  policies	  and	  stipulates	  that	  

Contracting	  Parties	  shall	  not,	  by	  exchange	  action,	  frustrate	  the	  intent	  of	  the	  provisions	  of	  
this	   Agreement,	   nor,	   by	   trade	   action,	   the	   intent	   of	   the	   provisions	   of	   the	   Articles	   of	  
Agreement	  of	  the	  International	  Monetary	  Fund.	  

For	   current	   purposes,	   the	   limits	   on	   “exchange	   action”	   are	   the	  most	   relevant.	   The	  meaning	   of	  

“exchange	   action”	   is	   debated	   in	   legal	   literature,	   as	   the	   term	   is	   not	   used	   in	   the	   IMF	  Articles	   of	  

Agreement	  or	  anywhere	  else	  in	  the	  GATT.	  In	  the	  absence	  of	  any	  case	  law,	  the	  meaning	  of	  Article	  

XV:4	   is	   unclear.933	  Some	   authors	   restrict	   its	   meaning	   to	   the	   liberalization	   of	   payments	   for	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

930	  Mattoo	  and	  Subramanian,	  supra	  note	  917,	  7-‐8.	  

931	  Staiger	  and	  Sykes,	  supra	  note	  892,	  593-‐594.	  

932	  Bhala,	  supra	  note	  812,	  1169.	  

933	  Proctor	  and	  Mann,	  supra	  note	  382,	  570;	  Staiger	  and	  Sykes,	  supra	  note	  883,	  29.	  
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current	  transactions934	  and	  multiple	  exchange	  rates,935	  whereas	  others	  define	  it	  more	  broadly	  to	  

include	  manipulative	  currency	  practices.936	  

No	  information	  can	  be	  gleaned	  from	  the	  Ad	  Note	  to	  this	  Article	  which	  only	  clarifies	  that	  	  

[t]he	  word	  “frustrate”	  is	  intended	  to	  indicate	  […]	  that	  infringements	  of	  the	  letter	  of	  any	  
Article	  of	  this	  Agreement	  by	  exchange	  action	  shall	  not	  be	  regarded	  as	  a	  violation	  of	  that	  
Article	  if,	  in	  practice,	  there	  is	  no	  appreciable	  departure	  from	  the	  intent	  of	  the	  Article.	  	  […]	  

The	   definition	   of	   “frustrate”	   in	   the	   Ad	  Note	   creates	   a	   high	   threshold.	   Thus,	   even	   if	   “exchange	  

action”	   is	   defined	   broadly,	   it	  will	   have	   to	   be	   established	   that	   the	   exchange	   action	   violates	   the	  

intent	  of	  a	  GATT	  provision	  and	  that	  the	  departure	  from	  this	  intent	  is	  “appreciable”.	  This	  raises	  

important	  questions	  that	  have	  not	  yet	  been	  answered	  in	  GATT	  case	  law	  about	  the	  precise	  intent	  

of	   the	   GATT,	   and	   whether	   an	   action	   that	   complies	   with	   the	   letter	   of	   GATT	   can	   nevertheless	  

violate	  the	  intent.937	  	  

It	   is	   theoretically	   possible	   to	   reflect	   on	   the	   precise	   “intent”	   of	   the	   GATT	   and	   to	   reinterpret	  

“exchange	  action”	  or	  of	   “frustrate”.	  This	   thesis	  would	  argue	   that	   this	  exercise	  should	   take	   into	  

account	   the	   interstitial	   norms	   discussed	   in	   Chapter	   4.	  However,	   these	   clarifications	  may	   have	  

limited	   utility	   in	   practice,	   because	   even	   if	   these	   legal	   hurdles	   could	   be	   cleared,	   it	  will	   be	   very	  

difficult	   to	   qualify	   and	   quantify	   the	   relationship	   between	   exchange	   rates	   and	   trade.	   Macro-‐

economic	   theory	   suggests	   that	   a	   depreciation	   of	   the	   exchange	   rate	   will	   improve	   the	   trade	  

balance,	  which	  is	  part	  of	  the	  current	  account,	   if	  as	  a	  result	  of	  the	  depreciation	  exports	  increase	  

and	   imports	   decrease	   sufficiently	   to	   offset	   the	   increased	   price	   of	   imports.	   This	   condition	   is	  

known	   in	  macroeconomic	   literature	  as	   the	   “Marshall-‐Lerner	  condition”.938	  The	  adjustment	  will	  

not	  be	   immediate.	  At	   first,	   the	   trade	  balance	  will	  deteriorate	  as	   the	  price	  of	   imports	   increases	  

and	  that	  of	  exports	  lowers	  while	  their	  volumes	  remain	  unchanged.	  Once	  import	  volumes	  shrink	  

and	   export	   volumes	   grow	   in	   response	   to	   the	   price	   signals	   and	   once	   the	   “Marshall-‐Lerner	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

934 	  Denters,	   Manipulation	   of	   Exchange	   Rates	   in	   International	   Law:	   The	   Chinese	   Yuan	   (November	   2003),	   at	  
<http://www.asil.org/insigh118.cfm>.	   However,	   a	   later	   publication,	   co-‐authored	   by	   Denters,	   seems	   to	   include	  
exchange	   rate	   policies	   to	   manipulate	   the	   exchange	   rate	   under	   “exchange	   action”	   Ciobănaşu	   and	   Denters,	  
“Manipulation	  of	  the	  Chinese	  Yuan–May	  WTO	  Members	  Respond?”,	  9	  Griffin’s	  View	  on	  International	  and	  Comparative	  
Law	   55	   (2008),	   11-‐13.	   “Current	   transactions”	   are	   the	   payments	   that	   reflect	   to	   imports	   and	   exports	   of	   goods	   and	  
services.	  As	  discussed	  in	  Alexander	  et	  al.,	  supra	  note	  132,	  85-‐86,	  the	  IMF	  Articles	  of	  Agreement,	  art.	  XXX(d)(2)	  and	  (3)	  
define	  “current	  transactions”	  broader	  than	  economists	  would	  usually	  do	  by	  including	  payments	  that	  reflect	  interests	  
on	  loans,	  net	  income	  from	  investments,	  loan	  amortization	  and	  depreciation	  of	  direct	  investments.	  	  

935	  Herrmann,	  supra	  note	  915,	  46.	  

936	  Proctor,	  supra	  note	  862,	  1348.	  

937	  Bhala,	  supra	  note	  812,	  1172.	  

938	  Blanchard,	  supra	  note	  172,	  240.	  
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condition”	  is	  satisfied,	  the	  trade	  balance	  will	  improve.939	  However,	  the	  reality	  is	  not	  as	  simple	  as	  

this	   theory	   suggests.	   A	   detailed	   economic	   analysis	   by	   Staiger	   and	   Sykes	   has	   shown	   that	   the	  

conclusion	   that	   exchange	   rate	   misalignment	   undermines	   WTO	   commitments	   is	   not	   always	  

warranted	  under	  standard	  trade	  models.	  They	  argue	  that	  the	  qualitative	  and	  quantitative	  effects	  

of	  exchange	  rate	  misalignment	  on	  trade	  depend	  on	  a	  range	  of	  other	  factors	  such	  as	  the	  flexibility	  

of	   the	   prices	   of	   traded	   goods	   and	   services	   and	  whether	   pricing	   occurs	   in	   the	   currency	   of	   the	  

producer,	  the	  consumer	  or	  in	  US	  dollar	  if	  this	  is	  not	  the	  currency	  of	  either	  the	  producer	  or	  the	  

consumer.940	  Depending	  on	  these	  other	  factors,	  exchange	  rate	  manipulation	  will	  sometimes	  have	  

effects	  on	  trade,	  but	  they	  will	  be	  very	  difficult	  to	  establish.	  	  

Given	  these	  obstacles,	  meeting	  the	  threshold	  of	  an	  “appreciable	  departure	  from	  the	  intent	  of	  the	  

Article”	  is	  likely	  to	  be	  difficult	  in	  practice.941	  This	  requirement	  protects	  WTO	  Members	  against	  a	  

trade	   challenge	   of	   their	   exchange	   rate	   policies	   or	   even	   of	   other	  macro-‐economic	   policies	   that	  

have	   an	   effect	   on	   the	   level	   of	   the	   exchange	   rate.	   However,	   the	   complex	   assessment	   required	  

under	  this	  already	  high	  threshold	  limits	  the	  ability	  of	  WTO	  Members	  that	  are	  affected	  by	  other	  

Members’	  actions	  to	  rely	  on	  Article	  XV:4	  in	  protection	  of	  their	  negative	  freedom.	  	  

A	   second	   GATT	   provision	   that	   could	   provide	   a	   limit	   on	   a	   Member’s	   monetary	   management	  

policies	  is	  Article	  XII:3(a)	  which	  holds	  that	  

Contracting	  Parties	  undertake,	  in	  carrying	  out	  their	  domestic	  policies,	  to	  pay	  due	  regard	  
to	  the	  need	  for	  maintaining	  or	  restoring	  equilibrium	  in	  their	  balance	  of	  payments	  on	  a	  
sound	  and	  lasting	  basis	  and	  to	  the	  desirability	  of	  avoiding	  an	  uneconomic	  employment	  
of	   productive	   resources.	   They	   recognize	   that,	   in	   order	   to	   achieve	   these	   ends,	   it	   is	  
desirable	   so	   far	   as	   possible	   to	   adopt	   measures	   which	   expand	   rather	   than	   contract	  
international	  trade.	  

This	   Article	   is	   rarely	   invoked	   by	   legal	   commentators 942 	  or	   within	   the	   WTO.	   A	   possible	  

explanation	  could	  be	  that	  the	  need	  for	  equilibrium	  in	  the	  balance-‐of-‐payments	  is	  not	  considered	  

as	  pressing	  anymore	  since	  the	  collapse	  of	  the	  “par	  value”	  system	  of	  exchange	  rates.	  Mainstream	  

economic	   thinking	   expects	   balance-‐of-‐payments	   problems	   to	   be	   addressed	   through	   exchange	  

rates,	  either	  through	  market	  mechanisms	  for	  freely	  floating	  exchange	  rates	  or	  through	  a	  change	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

939	  This	  dynamic	  is	  referred	  to	  as	  the	  “J-‐curve”,	  see	  Ibid.,	  244;	  Bhala,	  supra	  note	  812,	  1000.	  

940	  Staiger	  and	  Sykes,	  supra	  note	  892,	  605.	  A	  more	  elaborate	  and	  technical	  analysis	  supporting	  their	  argument	  can	  be	  
found	  in	  Staiger	  and	  Sykes,	  supra	  note	  883,	  4-‐25.	  

941	  Staiger	  and	  Sykes,	  supra	  note	  892,	  606,	  608.	  

942	  A	   lone	  exception,	   focusing	  however	  on	  employment,	   is	   Charnovitz,	   “The	   (Neglected)	  Employment	  Dimension	  of	  
the	  World	  Trade	  Organization”	   in	  Leary	  and	  Warner	  (Eds.)	  Social	  Issues,	  Globalisation	  and	  International	  Institutions:	  
Labour	  Rights	  and	  the	  EU,	  ILO,	  OECD,	  and	  WTO	  (2005),	  124-‐155.	  
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in	  the	  peg	  for	  fixed	  exchange	  rates.943	  Moreover,	  Article	  XII:3(a)	   is	  only	  an	  undertaking	  “to	  pay	  

due	  regard”	  to	  the	  specific	  ends	  of	  balance-‐of-‐payments	  equilibrium	  and	  economic	  employment	  

of	   resources.	   It	   is	   “more	   exhortative	   than	   mandatory”.944	  Therefore,	   it	   does	   not	   contain	   a	  

particularly	   strong	   obligation	   of	   result	   regarding	   the	   exercise	   of	   a	   Member’s	   monetary	  

management	  policies.	  

Third,	   Article	   XXIII:1(b)	   GATT	   prohibits	   Members	   from	   nullifying	   or	   impairing	   the	   benefits	  

accruing	   to	  other	  Members	  under	   the	  GATT,	  even	  when	  no	  specific	  obligation	   is	  violated.945	  In	  

case	   of	   nullification	   or	   impairment,	   the	   affected	   Member	   can	   expect	   to	   receive	   “satisfactory	  

adjustment”	   from	   the	   affecting	   Member,	   or	   failing	   that,	   may	   be	   authorized	   to	   suspend	   the	  

application	  of	  concessions	  or	  other	  obligations	  under	  the	  GATT	  towards	  the	  affecting	  Member.946	  

The	   requirement	   of	   compensation	   can	   provide	   a	   limit	   on	   Members’	   monetary	   management	  

policies	   if	  another	  Member	  can	  establish	  that	  these	  policies,	  despite	  being	  compatible	  with	  the	  

GATT,	  nullify	  or	  impair	  benefits	  accruing	  to	  it.	  	  

Given	   the	  Article	   XXIII:1(b)’s	   potentially	   far-‐reaching	   nature	   in	   reducing	  Members’	   regulatory	  

autonomy	  beyond	  what	  is	  prohibited	  by	  the	  GATT,	  the	  WTO	  Panel	  has	  expressed	  that	  it	  should	  

only	  by	  an	  exceptional	  remedy.947	  The	  Panel	  identified	  three	  requirements	  that	  a	  successful	  non-‐

violation	  nullification	  or	  impairment	  claim	  needs	  to	  meet:948	  

(1)	  application	   of	   a	   measure	   by	   a	   WTO	   Member;	   (2)	  a	   benefit	   accruing	   under	   the	  
relevant	   agreement;	   and	   (3)	  nullification	   or	   impairment	   of	   the	   benefit	   as	   the	   result	   of	  
the	  application	  of	  the	  measure.	  

The	   Panel	   admitted	   that	   the	   third	   requirement,	   which	   is	   one	   of	   causality,	   may	   be	   factually	  

complex.949	  Non-‐violation	   nullification	   or	   impairment	   claims	   based	   on	   Article	   XXIII:1(b)	   are	  

rare 950 	  and	   have	   only	   seldom	   been	   successful,	   typically	   in	   the	   context	   of	   subsidies	   that	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

943	  Jackson,	  supra	  note	  811,	  242-‐243;	  Matsushita	  et	  al.,	  supra	  note	  695,	  463,	  465;	  Van	  den	  Bossche,	  supra	  note	  491,	  
714.	  

944	  Bhala,	  supra	  note	  812,	  1011.	  

945	  GATT,	  art.	  XXIII:1(b).	  

946	  GATT,	  art.	  XXIII:2.	  

947	  Japan–Film,	  para.	  10.37.	  

948	  Ibid.,	  para.	  10.41.	  

949	  Ibid.,	  para.	  10.83.	  

950	  Bhala,	  supra	  note	  812,	  1152.	  
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undermine	   tariff	   reduction	   commitments.951	  It	   is	   highly	   unlikely	   that	   Article	   XXIII:1(b)	   could	  

successfully	   be	   applied	   to	   deal	   with	   the	   indirect	   trade	   consequences	   of	   macro-‐economic	  

policies.952	  	  

Fourth,	  the	  SCM	  Agreement	  prohibits	  subsidies	  and	  permits	  affected	  WTO	  Members	  to	  respond	  

through	  countervailing	  duties.	   In	  economic	  terms,	  an	  undervalued	  exchange	  rate	  has	  the	  same	  

effect	   as	   an	   export	   subsidy.953	  A	   specific	   question	   in	   the	   context	   of	  macro-‐financial	   stability	   is	  

whether	   the	   SCM	   Agreement	   prohibits	   non-‐fiscal954	  support	   in	   the	   form	   of	   an	   undervalued	  

exchange	  rate	  allegedly	  caused	  by	  exchange	  rate	  manipulation,	  and	  as	  a	  consequence	  allows	  any	  

affected	  WTO	  Members	   to	   impose	   countervailing	  duties.955	  Some	  authors	   reject	   the	  possibility	  

that	   the	   effects	   of	   exchange	   rate	   manipulation	   justify	   countervailing	   duties	   under	   the	   SCM	  

Agreement, 956 	  whereas	   others	   agree	   that	   applying	   the	   SCM	   Agreement	   to	   exchange	   rate	  

manipulation	  will	  be	  difficult,	  but	  do	  not	  exclude	  it	  completely.957	  	  

As	  discussed	  above,958	  for	  a	  subsidy	  to	  exist	  in	  accordance	  with	  the	  SCM	  Agreement	  there	  must	  

be	  1)	  a	   financial	   contribution	  or	  any	   form	  of	   income	  or	  price	   support,	  by	  which	  a	  2)	  benefit	   is	  

conferred	   3)	  specific	   to	   an	   enterprise	   or	   industry	   or	   group	   thereof.959	  Even	   if	   exchange	   rate	  

manipulation	  were	  seen	  as	  a	  financial	  contribution	  by	  the	  government,	  whether	  this	   leads	  to	  a	  

benefit	   to	   specific	   enterprises	  or	  undertakings	   is	   a	  different	  matter.	   In	  principle,	   the	   exchange	  

rate	   applies	   across	   an	   economy	   and	   is	   not	   determined	   for	   exporters	   individually	   as	   such	   a	  

discriminatory	   practice	   would	   be	   contrary	   to	   the	   obligations	   under	   the	   IMF	   Articles	   of	  

Agreement.960	  One	  way	  around	  this	  requirement	  of	  specificity	  is	  Article	  2.3	  that	  deems	  subsidies	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

951	  Staiger	  and	  Sykes,	  supra	  note	  892,	  612.	  

952	  Ibid.,	  612.	  

953	  Mattoo	  and	  Subramanian,	  supra	  note	  917,	  5.	  

954	  Rodrik,	   “How	   to	   Save	   Globalization	   from	   Its	   Cheerleaders”,	   1	   Journal	   of	   International	   Trade	   and	   Diplomacy	   1	  
(2007),	  21.	  

955	  Baltensperger	  and	  Cottier,	  supra	  note	  561,	  936.	  

956	  Staiger	  and	  Sykes,	  supra	  note	  883,	  31-‐33;	  Mercurio	  and	  Leung,	  supra	  note	  888,	  1294-‐1297.	  

957	  Benitah,	   China’s	   Fixed	  Exchange	  Rate	   for	   the	  Yuan:	   Could	   the	  United	   State	  Challenge	   It	   in	   the	  WTO	  as	   a	   Subsidy?	  
(Corrected	  Version)	   (October	   2003),	   at	   <http://www.asil.org/insigh117.cfm>;	   Caryl,	   “Is	   China’s	   Currency	   Regime	   a	  
Countervailable	   Subsidy?	   A	   Legal	   Analysis	   under	   the	   World	   Trade	   Organization’s	   SCM	   Agreement”,	   45	   Journal	   of	  
World	  Trade	  187	  (2011),	  217.	  

958	  See	  Chapter	  7,	  Section	  II.	  

959	  SCM	  Agreement,	  art.	  1	  and	  2.	  	  

960	  Multiple	   or	   discriminatory	   exchange	   practices,	   explained	   in	   footnote	   891,	   are	   prohibited	   by	   the	   IMF	  Articles	  of	  
Agreement,	  art.	  VIII(3).	  
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listed	  in	  Article	  3	  to	  be	  specific.	  Of	  relevance	  in	  this	  context	  is	  the	  prohibition	  in	  Article	  3.1(a)	  on	  

“subsidies	  contingent,	  in	  law	  or	  in	  fact,	  whether	  solely	  or	  as	  one	  of	  several	  other	  conditions	  upon	  

export	  performance	  […]”.	  	  

An	  undervalued	  exchange	  rate	  cannot	  be	  brought	  within	   this	  category	  of	  subsidies	   that	  are	  de	  

iure	  or	  de	   facto	  contingent	  upon	  export	  performance.	  First,	   assuming	   that	  a	  Member	  does	  not	  

operate	  multiple	  exchange	  rates	  that	  would	  give	  exporters	  a	  better	  exchange	  rate	  if	  they	  export	  

more	  of	   their	  production,	  an	  undervalued	  exchange	  rate	   is	  not	  de	   iure	  contingent	  upon	  export	  

performance.	   Second,	   there	   is	   no	   de	   facto	   contingency	   upon	   export	   performance	   either.	   A	  

footnote	   to	   Article	   3.1(a)	   specifies	   that	   a	   subsidy	   is	   de	   facto	   contingent	   upon	   export	  

performance961	  

when	   the	   facts	  demonstrate	   that	   the	  granting	  of	  a	   subsidy,	  without	  having	  been	  made	  
legally	   contingent	   upon	   export	   performance,	   is	   in	   fact	   tied	   to	   actual	   or	   anticipated	  
exportation	  or	  export	   earnings.	  The	  mere	   fact	   that	   a	   subsidy	   is	   granted	   to	  enterprises	  
which	   export	   shall	   not	   for	   that	   reason	   alone	   be	   considered	   to	   be	   an	   export	   subsidy	  
within	  the	  meaning	  of	  this	  provision.	  

In	  US–FSC,	  the	  WTO	  Panel	  argued	  that	  contingency	  upon	  export	  performance	  can	  be	  seen	  when	  

a	  domestic	  measure	  provides	   for	  differential	   treatment	  when	  domestic	  production	   is	  exported	  

compared	   to	   when	   it	   is	   sold	   domestically.962	  Even	   if	   we	   assume	   arguendo,	   first,	   that	   an	  

undervalued	  exchange	  rate	  meets	  the	  requirements	  of	  a	  financial	  contribution	  and	  a	  benefit	  and,	  

second,	   that	   an	   undervalued	   exchange	   rate	   creates	   a	   competitive	   advantage	   for	   exports,	   the	  

difficulty	  is	  that	  an	  undervalued	  exchange	  rate	  is	  available	  regardless	  of	  exportation.	  If	  domestic	  

producers	  do	  not	  export,	  an	  undervalued	  exchange	  rate	  still	  puts	  them	  in	  a	  better	  position	  than	  

their	   foreign	   competitors	   whose	   imports	   onto	   the	   domestic	   market	   will	   be	   more	   expensive	  

relative	  to	  the	  domestic	  production.	  The	  existence	  of	  a	  subsidy	  is	  thus	  not	  tied	  to	  the	  actual	  or	  

anticipated	   exportation	   of	   the	   goods	   or	   export	   earnings.	   In	   line	   with	   the	   clarification	   in	   the	  

footnote	  to	  Article	  3.1(a),	  the	  fact	  that	  some	  of	  the	  alleged	  beneficiaries	  export	  is	  not	  sufficient	  to	  

conclude	  that	  the	  undervalued	  exchange	  rate	  is	  an	  export	  subsidy.	  	  

The	  WTO	  Panel	  also	  held	  in	  US–FSC	  that	  export	  contingency	  requires	  that963	  	  

the	  existence	  and	  amount	  of	  the	  subsidy	  depends	  upon	  the	  existence	  of	  income	  arising	  
from	  the	  exportation	  of	  […]	  goods	  or	  the	  provision	  of	  services	  relating	  to	  the	  exportation	  
of	  such	  goods.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

961	  SCM	  Agreement,	  art.	  3.1(a),	  footnote	  4.	  

962	  US–FSC	  21.5	  (EC),	  para.	  8.72.	  

963	  US–FSC	  (Panel),	  para.	  7.108.	  
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In	  the	  situation	  of	  an	  undervalued	  exchange	  rate,	  the	  existence	  and	  amount	  of	  the	  “subsidy”	  does	  

not	  depend	  upon	  the	  existence	  of	  income	  from	  exportation.	  It	  is	  not	  the	  case	  that	  exporter	  will	  

receive	  more	  subsidies	  if	  more	  is	  exported	  rather	  than	  kept	  for	  the	  domestic	  market.	  	  

An	   abstract	  numerical	   example	   can	   illustrate	   this.	  Assume	   that	   a	  Chinese	   factory’s	  production	  

can	  achieve	  US$24	  and	  that	  the	  exchange	  rate	  with	  the	  US	  dollar	  is	  8	  Yuan	  for	  1	  US	  dollar,	  which	  

arguably	   is	   undervalued	   and	   should	   instead	   be	   6	   Yuan	   for	   1	   US	   dollar.	   If	   the	   Chinese	   factory	  

exports	   its	   total	   production,	   it	   will	   achieve	   192	   Yuan	   ($24	   x	   8	   Yuan/$)	   at	   the	   undervalued	  

exchange	  rate.	  Under	  the	  different	  exchange	  rate	   it	  would	  achieve	  144	  Yuan	  ($24	  x	  6	  Yuan/$).	  

Thus,	   the	   undervalued	   exchange	   rate	   results	   in	   an	   “advantage”	   of	   48	   Yuan	   for	   the	   Chinese	  

manufacturer.	  Applying	  the	  same	  calculations,	  but	  assuming	  that	  the	  manufacturer	  only	  exports	  

half	   of	   its	   production,	   leads	   to	   an	   “advantage”	   of	   only	   24	   Yuan.	   While	   it	   may	   seem	   that	   the	  

manufacturer	   receives	   a	   larger	   advantage	   when	   exporting	   more,	   the	   proportion	   thereof	  

compared	   to	   the	   total	   exports	   remains	   the	   same:	   25%.	   Despite	   exports	   in	   the	   first	   situation	  

being	  twice	  those	  in	  the	  second	  situation,	  the	  relative	  amount	  of	  the	  advantage	  has	  not	  doubled.	  

Compare	   this	   situation	   to	   one	   in	   which	   the	   Chinese	   government	   promises	   exporters	   a	   1%	  

subsidy	  for	  every	  unit	  exported.	  If	  exporters	  decide	  to	  export	  everything,	  they	  achieve	  the	  Yuan	  

equivalent	   of	   $24.24	   ($24	   +	   1%	   of	   $24).	   If,	   however,	   they	   decide	   to	   only	   export	   half	   of	   their	  

production,	   they	   only	   achieve	   the	   Yuan	   equivalent	   of	   $24.12	   ($12	   for	   the	   production	   sold	  

domestically	   +	   $12	   for	   the	   exports	   +	   1%	   of	   $12).	   Thus,	   when	   export	   volumes	   double,	   the	  

proportion	  of	  the	  subsidy	  in	  the	  total	  earnings	  also	  doubles:	  from	  just	  under	  0.5%	  to	  just	  under	  

1%.	  	  

For	   these	   reasons,	   the	   alleged	   subsidy	   arising	   out	   of	   an	   undervalued	   exchange	   rate	   is	   not	   de	  

facto	   contingent	   upon	   export	   performance	   under	   Article	   3(1)(a).	   As	   a	   result,	   it	   cannot	   be	  

deemed	   specific	   under	   Article	   2(3).	   This	   means	   that	   the	   SCM	   Agreement	   does	   not	   provide	   a	  

direct	  limit	  on	  WTO	  Members’	  positive	  freedom	  to	  determine	  their	  exchange	  rate,	  even	  if	  such	  a	  

limit	  would	  be	  helpful	  to	  ensure	  protection	  of	  another	  Member’s	  negative	  freedom	  in	  increasing	  

interdependence.	  	  

Given	   that	   an	   extension	   of	   the	   definition	   of	   an	   export	   subsidy	   to	   incorporate	   undervalued	  

exchange	   rates	   goes	   against	   the	   explicit	   terms	   of	   the	   SCM	  Agreement,	   reinterpretation	   of	   the	  

existing	   norms	   cannot	   achieve	   such	   a	   change.	   Instead,	   subjecting	  WTO	  Members	   to	   the	   SCM	  

Agreement	   in	   the	   conduct	  of	   their	   exchange	   rate	  policies	   requires	  a	   formal	  amendment	  of	   the	  

SCM	  Agreement,	  which	   is	  a	  difficult	  and	  cumbersome	  procedure.	   In	  addition,	  even	   if	   there	   is	  a	  

legal	   basis	   to	   qualify	   exchange	   rate	   policies	   as	   a	   prohibited	   subsidy,	   practical	   problems	   arise	  

regarding	  the	  calculation	  of	  benefits	  as	  the	  basis	  of	  countervailing	  duties.	  
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So	  far	  the	  analysis	  of	  direct	  limits	  on	  monetary	  management	  policies	  in	  the	  WTO	  framework	  has	  

focused	   on	   trade	   in	   goods.	   In	   relation	   to	   trade	   in	   financial	   services,	   the	   GATS	   and	   both	   FTAs	  

studied	   include	  no	  restrictions	  on	  monetary	  management	  policies	  equivalent	   to	   the	  provisions	  

relating	  to	  trade	  in	  goods.	  The	  Annex	  on	  Financial	  Services	  excludes	  “activities	  conducted	  by	  a	  

central	   bank	   or	   monetary	   authority	   or	   by	   any	   other	   public	   entity	   in	   pursuit	   of	   monetary	   or	  

exchange	   rate	  policies”	   from	   the	  definition	  of	   services.964	  Thus,	  WTO	  Members	  do	  not	  need	   to	  

liberalize	   these	   activities.	   To	   the	   extent	   that	   monetary	   management	   policies	   affect	   trade	   in	  

services	   they	   will,	   however,	   have	   to	   respect	   the	   requirements	   of	   GATS965	  and	   the	   FTAs.	   For	  

example,	   a	  multiple	   exchange	   rate	   practice	   that	   grants	   domestic	   financial	   institutions	   a	  more	  

favourable	  exchange	  rate	  when	  they	  borrow	  offshore	  than	  the	  one	  granted	  to	   foreign	  financial	  

institutions	   that	   want	   to	   convert	   funds	   into	   the	   domestic	   currency	   would	   be	   contrary	   to	   the	  

national	   treatment	  obligation	   in	  GATS.	  The	  EU–Korea	  FTA	  contains	  a	  similar	  exception	   for	   the	  

activities	  of	  a	  central	  bank	  or	  monetary	  authority.966	  In	  contrast,	  the	  US–Korea	  FTA	  contains	  an	  

exception	  for	  “non-‐discriminatory	  measures	  of	  general	  application	  taken	  by	  any	  public	  entity	  in	  

the	  pursuit	  of	  monetary	  and	  related	  credit	  policies	  or	  exchange	  rate	  policies”.967	  This	  emphasis	  

on	  measures	  rather	   than	  on	  activities	  results	   in	  a	  broader	  exception	  than	  under	   the	  GATS	  and	  

the	  EU–Korea	  FTA,	  because	  it	  is	  not	  just	  an	  affirmation	  that	  certain	  public	  services	  do	  not	  need	  

to	  be	  liberalized,	  but	  also	  that	  that	  the	  measures	  are	  exempted	  from	  the	  FTA’s	  obligations	  even	  if	  

they	  restrict	  trade.	  This	  exception	  is	  however	  subject	  to	  two	  conditions.	  First,	  the	  measures	  have	  

to	   be	  non-‐discriminatory.	   Second,	   compliance	  with	   the	  provisions	   on	  payments	   and	   transfers,	  

studied	  in	  more	  detail	  below,968	  is	  still	  required.969	  	  

It	  should	  be	  noted	  that	  the	  direct	  limits	  discussed	  in	  this	  Chapter	  are	  not	  the	  only	  links	  drawn	  in	  

the	   GATT,	   the	   GATS	   and	   the	   FTAs	   between	   trade	   and	  monetary	  management	   policies.	   These	  

agreements	   also	   determine	   the	   legality	   of	   restrictions	   on	   trade,	   used	   by	   states	   as	   defensive	  

mechanisms	  against	   their	   trading	  partners’	  monetary	  management	  policies.	  This	   link	  between	  

trade,	   particularly	   in	   financial	   services,	   and	   monetary	   management	   policies	   is	   discussed	   in	  

Chapter	  9.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

964	  Annex	  on	  Financial	  Services,	  para.	  1(b)(i)	  jo.	  GATS,	  art.	  I:2(b).	  

965	  De	  Meester,	  “The	  Global	  Financial	  Crisis	  and	  Government	  Support	  for	  Banks:	  What	  Role	  for	  the	  GATS?”,	  13	  Journal	  
of	  International	  Economic	  Law	  27	  (2010),	  36.	  

966	  EU–Korea	  FTA,	  art.	  7.44(2).	  

967	  US–Korea	  FTA,	  art.	  13.10(2).	  	  

968	  See	  Chapter	  9,	  Section	  II.C.	  

969	  US–Korea	  FTA,	  art.	  13.10(2).	  
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III. CREDIT	  CREATION	  POLICIES	  IN	  INTERNATIONAL	  FINANCIAL	  LAW	  

In	  addition	  to	  the	  limits	  stemming	  from	  IMF	  and	  WTO	  membership,	  international	  financial	  rules	  

affect	  states’	  credit	  creation	  policies.	  Originally,	  banks	  and	  financial	  institutions	  were	  regulated	  

and	   supervised	  by	   the	   state	   in	  whose	   territory	   they	  were	   located	  and	   for	   the	  activities	  within	  

that	   territory.970	  However,	   this	  was	   insufficient	   to	  ensure	  proper	  regulation	  and	  supervision	  of	  

internationally	   active	   banks.	   In	   the	   aftermath	   of	   a	   high	   profile	   banking	   collapse	   in	   1974,	   the	  

central	  bank	  governors	  of	   the	  G-‐10	  members971	  created	  a	  special	  committee	  based	  at	   the	  Bank	  

for	   International	   Settlements.972	  This	   Committee	   is	   now	   known	   as	   the	   Basel	   Committee	   on	  

Banking	  Supervision	  (“Basel	  Committee”).973	  

A	   first	   product	   of	   this	   Committee	   was	   the	   Basel	   Concordat	   that	   allocated	   responsibilities	   for	  

internationally	  active	  banks	  between	  home	  and	  host	   state	   supervisors.974	  The	  Basel	  Concordat	  

was	   later	   supplemented	   with	   minimum	   standards	   for	   supervision975	  and	   core	   principles	   for	  

effective	   banking	   supervision.976	  In	   essence,	   the	   home	   state	   of	   a	   bank	   or	   banking	   group	   is	  

entrusted	  with	   the	   supervision	   of	   global	   operations	   (“consolidated	   supervision”)	  whereas	   the	  

host	  country	  is	  responsible	  for	  supervision	  of	  subsidiaries	  active	  within	  its	  territory.977	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

970	  Lowenfeld,	  supra	  note	  169,	  811-‐812.	  

971	  The	  G-‐10	  is	  a	  group	  of	  ten	  industrialized	  states,	  also	  known	  as	  the	  Paris	  Club,	  who	  in	  the	  1960s	  agreed	  to	  provide	  
funds	   to	   the	   IMF.	   These	   states	   are	   Belgium,	   Canada,	   France,	   Germany,	   Italy,	   Japan,	   the	   Netherlands,	   Sweden,	   the	  
United	  Kingdom,	  and	  the	  United	  States.	  Later,	  Switzerland	  also	  agreed	  to	  lend	  money	  to	  the	  IMF.	  See	  “Group	  of	  Ten”,	  
in	  Law	  and	  Smullen	  (Eds.),	  A	  Dictionary	  of	  Finance	  and	  Banking	  (2008)	  and	  International	  Monetary	  Fund,	  A	  Guide	  To	  
Committees,	  Groups,	  And	  Clubs	  (23	  March	  2011),	  at	  <http://www.imf.org/external/np/exr/facts/groups.htm#G10>.	  

972	  Lowenfeld,	  supra	  note	  169,	  812.	  The	  Bank	  for	  International	  Settlements	  was	  established	  in	  1930	  to	  facilitate	  co-‐
operation	  between	  central	  banks	  and	   financial	  regulators,	  see	  Tarullo,	  Banking	  on	  Basel:	  The	  Future	  of	  International	  
Financial	  Regulation	  (2008),	  4.	  

973	  Its	   current	   members	   are	   the	   central	   bank	   governors	   and	   the	   head	   of	   the	   bank	   supervisor,	   if	   this	   task	   is	   not	  
entrusted	  upon	  the	  central	  bank,	  of	  Argentina,	  Australia,	  Belgium,	  Brazil,	  Canada,	  China,	  France,	  Germany,	  Hong	  Kong	  
SAR,	   India,	   Indonesia,	   Italy,	   Japan,	   Korea,	   Luxembourg,	   Mexico,	   the	   Netherlands,	   Russia,	   Saudi	   Arabia,	   Singapore,	  
South	   Africa,	   Spain,	   Sweden,	   Switzerland,	   Turkey,	   the	   United	   Kingdom	   and	   the	   United	   States.	   See	   Bank	   for	  
International	  Settlements,	  About	  the	  Basel	  Committee,	  at	  <http://www.bis.org/bcbs/index.htm>.	  

974 	  Basel	   Committee	   on	   Banking	   Supervision,	   Report	   to	   the	   Governors	   on	   the	   Supervision	   of	   Banks’	   Foreign	  
Establishments	   (26	   September	   1975),	   at	   <http://www.bis.org/publ/bcbs00a.htm>.	   This	   document	   was	   revised	   in	  
1983,	   see	   Basel	   Committee	   on	   Banking	   Supervision,	   Principles	   for	   the	   Supervision	   of	  Banks’	   Foreign	  Establishments	  
(May	  1983),	  at	  <http://www.bis.org/publ/bcbsc312.htm>	  [“Basel	  Concordat”].	  

975	  Basel	  Committee	  on	  Banking	  Supervision,	  Minimum	  Standards	  for	  the	  Supervision	  of	  International	  Banking	  Groups	  
and	   their	   Cross-‐Border	   Establishments	   (July	   1992),	   at	   <http://www.bis.org/publ/bcbsc314.htm>	   [“Minimum	  
Standards	  Supervision”].	  

976	  Basel	   Committee	   on	   Banking	   Supervision,	   Core	   Principles	   for	   Effective	   Banking	   Supervision	   (October	   2006),	   at	  
<http://www.bis.org/publ/bcbs129.htm>.	  

977	  Minimum	  Standards	  Supervision,	  supra	  note	  981;	  Basel	  Committee	  on	  Banking	  Supervision,	  High-‐Level	  Principles	  
for	  the	  Cross-‐Border	  Implementation	  of	  the	  New	  Accord	  (August	  2003),	  5,	  at	  <http://www.bis.org/publ/bcbs100.htm>	  
[“High-‐Level	  Principles	  Implementation	  New	  Accord”];	  Alexander	  et	  al.,	  supra	  note	  132,	  47-‐48.	  
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In	  addition	  to	  the	  allocation	  of	  regulatory	  and	  supervisory	  responsibilities,	  the	  Basel	  Committee	  

also	   worked	   on	   harmonized	   credit	   creation	   limits.	   Chapter	   1	   identified	   two	   types	   of	   credit	  

creation	   limits:978	  reserve	   ratios	   and	   capital	   adequacy	   ratios.	   No	   international	   instruments	  

govern	  the	  level	  at	  which	  reserve	  ratios	  are	  set.	  The	  main	  source	  of	  capital	  adequacy	  ratios	  are	  

the	   Basel	   Accords	   concluded	   within	   the	   Basel	   Committee.	   The	   1988	   Basel	   Accord,	   now	  

commonly	  known	  as	  Basel	   I,	   harmonized	  minimum	  capital	   adequacy	   ratios	   for	   internationally	  

active	   banks.979	  Before	   Basel	   I,	   national	   financial	   regulators	   were	   often	   reluctant	   to	   regulate	  

capital	  adequacy	  ratios	  out	  of	  a	   fear	   that	   their	  domestic	  banks	  would	  become	   less	  competitive	  

than	   branches	   of	   foreign	   banks	   that	   were	   subject	   to	   lower	   capital	   adequacy	   requirements	   in	  

their	  home	  state	  and	  therefore	  had	  lower	  costs	  than	  domestic	  banks	  of	  the	  host	  state.980	  Basel	  I	  

was	  meant	   to	  overcome	  this	  classic	  collective	  action	  problem,981	  by	  aiming	  to	   level	   the	  playing	  

field	   for	   internationally	   active	   financial	   institutions	   through	   harmonized	   standards	   for	   capital	  

adequacy	   requirements.982	  However,	   Basel	   I’s	   capital	   requirements	   provided	   an	   incentive	   for	  

traditional	   banks	   to	   step	   into	   the	   shadow	  banking	   system	   through	   the	   creation	   of	   off-‐balance	  

sheet	   vehicles	   where	   they	   could	   warehouse	   riskier	   assets	   in	   an	   effort	   to	   circumvent	   the	  

minimum	  capital	  requirements.983	  The	  Basel	  Committee	  developed	  a	  new	  framework,	  Basel	  II,	  in	  

2004,984 	  but	   not	   all	   states	   fully	   implemented	   it.985 	  Moreover,	   it	   also	   contained	   significant	  

shortcomings.	   The	   transition	   to	   Basel	   II	   allegedly	   created	   incentives	   for	   banks	   to	   focus	   on	  

mortgage	  origination	  and	  distribution	  because	   it	   reduced	   the	  risk	  weighting	  of	  mortgages	  and	  

thereby	  fuelled	  the	  asset	  price	  bubble.986	  Furthermore,	  Basel	  II	  was	  pro-‐cyclical,987	  which	  means	  

that	  it	  follows	  and	  confirms	  the	  economic	  cycle.	  The	  leverage	  that	  is	  permitted	  by	  the	  minimum	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

978	  See	  Chapter	  1,	  Section	  III.A(2).	  

979	  Basel	  Committee	  on	  Banking	  Supervision,	  International	  Convergence	  of	  Capital	  Measurement	  and	  Capital	  Standards	  
(July	  1988,	  updated	  to	  April	  1988),	  at	  <http://www.bis.org/publ/bcbsc111.pdf>	  [“Basel	  Accord”].	  	  

980	  Singer,	  supra	  note	  170,	  41-‐42.	  

981	  Tarullo,	  supra	  note	  972,	  45-‐46,	  51-‐52;	  Kreitner,	  “The	  Jurisprudence	  of	  Global	  Money”,	  11	  Theoretical	  Inquiries	  in	  
Law	  177	  (2010),	  199.	  

982	  Kapstein,	  Governing	  the	  Global	  Economy:	  International	  Finance	  and	  the	  State	   (1994),	  104;	  Singer,	  supra	  note	  170,	  
53.	  	  

983	  Mizen,	  supra	  note	  157,	  560-‐561;	  Tarullo,	  supra	  note	  972,	  81.	  

984	  Basel	  Committee	  on	  Banking	  Supervision,	  International	  Convergence	  of	  Capital	  Measurement	  and	  Capital	  Standards:	  
A	  Revised	  Framework	  (Comprehensive	  Version)	  (June	  2006),	  at	  <http://www.bis.org/publ/bcbs128.htm>	  [“Basel	  II”].	  

985	  The	  major	  G-‐20	  financial	  centres	  have	  committed	  to	  adopting	  it	  by	  2011,	  see	  G-‐20	  Leaders,	  supra	  note	  241,	  8	  with	  
implementation	  aimed	  for	  the	  end	  of	  2012	  and	  G-‐20,	  “Toronto	  Summit”,	  supra	  note	  243,	  16,	  para.	  18.	  

986	  Blundell-‐Wignall	  and	  Atkinson,	  supra	  note	  181.	  

987	  Ibid.,	  74;	  International	  Monetary	  Fund,	  supra	  note	  152,	  4.	  
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capital	  requirements	  drives	  asset	  prices	  and	  banks’	  balance	  sheets	  up	  during	  an	  economic	  boom,	  

but	   depresses	   prices	   and	   balance	   sheets	   even	   further	   during	   an	   economic	   downturn.988	  In	  

September	  2010,	   the	  Basel	  Committee	  decided	   to	   increase	   the	  minimum	  standards	   to	  address	  

these	   shortcomings	   (Basel	   III).989	  This	   revised	   framework	  will	   be	   implemented	  gradually	   from	  

2013	  onwards.990	  	  

One	  idea	  behind	  the	  Basel	  Accords	  was	  to	  establish	  a	  regulatory	  floor	  to	  protect	  states	  against	  a	  

loss	  of	   competitiveness	  when	   they	   impose	  stricter	   regulations	   than	  other	  states.	   In	  addition,	  a	  

floor	   should	   protect	   states	   against	   financial	   instability	   imported	   through	   foreign	   banks’	  

branches	  or	  subsidiaries.	  Harmonized	  capital	  adequacy	  requirements	  are,	  however,	  insufficient	  

to	  level	  the	  playing	  field	  between	  banks	  in	  different	  jurisdictions,	  given	  that	  these	  requirements	  

are	  only	  one	  regulatory	  factor	  determining	  competitiveness.991	  

The	   focus	   of	   the	   analysis	   below	   is	   not	   on	   the	   precise	   substantive	   requirements	   of	   the	  

harmonized	   standards	   as	   this	   is	   not	  necessary	   to	   answer	   the	   thesis’	   central	   question.	   Instead,	  

the	  question	  addressed	  is	  whether	  the	  Basel	  Accords	  directly	  limit	  states’	  credit	  creation	  policies	  

that	   can	   adversely	   affect	   other	   states.	   Strictly	   speaking,	   the	   Accords	   are	   only	   gentlemen’s	  

agreements	   between	   the	   central	   banks	   and	   financial	   regulators	   making	   up	   the	   Basel	  

Committee.992	  Nevertheless,	   more	   than	   100	   states	   worldwide	   adopted	   the	   standards	   due	   to	  

pressure	  from	  the	  IMF	  and	  the	  World	  Bank,	  from	  the	  Basel	  Committee	  members	  on	  their	  trading	  

partners	  in	  free	  trade	  agreements993	  and	  from	  financial	  markets.994	  Thus,	  while	  not	  constituting	  

formal	  international	  obligations	  such	  as	  those	  flowing	  from	  the	  IMF	  Articles	  of	  Agreement,	  GATT	  

or	   GATS,	   the	   Basel	   Accords’	   minimum	   requirement	   for	   states’	   capital	   adequacy	   ratios	   can	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

988	  Gowan,	  supra	  note	  233,	  10-‐12.	  

989	  Caruana,	   “Basel	   III:	  Towards	  a	  Safer	  Financial	  System”,	  3rd	  Santander	  International	  Banking	  Conference	   (Madrid,	  
15	  September	  2010),	  at	  <http://www.bis.org/speeches/sp100921.htm>,	  4;	  Basel	  Committee	  on	  Banking	  Supervision,	  
Basel	   III:	   A	   Global	   Regulatory	   Framework	   for	   More	   Resilient	   Banks	   and	   Banking	   Systems	   (December	   2010),	   at	  
<http://www.bis.org/publ/bcbs189.pdf>	  [“Basel	  III”];	  Scott,	  supra	  note	  554,	  766-‐773.	  

990	  Basel	  III,	  supra	  note	  989,	  paras	  165-‐167.	  

991	  Acharya,	  “Is	  the	  International	  Convergence	  of	  Capital	  Adequacy	  Regulation	  Desirable?”,	  58	  Journal	  of	  Finance	  2745	  
(2003),	   2746;	   Scott,	   An	   Overview	   of	   International	   Finance:	   Law	   and	   Regulation	   (18	   December	   2005)	   at	  
<http://www.law.harvard.edu/programs/about/pifs/research/4scott.pdf>,	  38-‐39;	  Tarullo,	  supra	  note	  972,	  76.	  

992	  See	  footnote	  973	  for	  a	  list	  of	  Members.	  

993	  Bismuth,	   “Financial	   Sector	  Regulation	  and	  Financial	   Services	  Liberalization	  at	   the	  Crossroads:	  The	  Relevance	  of	  
International	  Financial	  Standards	  in	  WTO	  Law”,	  44	  Journal	  of	  World	  Trade	  489	  (2010),	  490.	  

994	  Brummer,	  “How	  International	  Financial	  Law	  Works	  (and	  How	  It	  Doesn’t)”,	  99	  Georgetown	  Law	  Journal	  257	  (2011),	  
286-‐288;	  Alexander	  et	  al.,	  supra	  note	  132,	  36,	  41;	  Singer,	  supra	  note	  170,	  62;	  Tarullo,	  supra	  note	  972,	  65;	  Kreitner,	  
supra	  note	  981,	  200.	  
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constrain	   states’	   decisions	   regarding	   their	   credit	   creation	   policies.	   Nevertheless,	   states	   retain	  

considerable	   freedom	   to	   set	   the	   capital	   adequacy	   ratios	  within	   their	   territories,	   even	   if	   these	  

have	   a	   negative	   impact	   on	   other	   states,	   due	   to	   a	   lack	   of	   harmonization	   of	   what	   constitutes	  

“capital”	  or	  “assets”.	  

The	   basic	   approach	   of	   the	   Basel	   Accords	   is	   to	   set	   a	  minimum	   ratio	   between	   capital	   and	   risk-‐

weighted	  assets.	  The	  approach	  to	  capital	  adequacy	  ratios	  can	  be	  schematized	  as	  follows:	  

!"#$%"&
!"#$!!"#$!!"#  !""#$"

	  =    !"#$  !  !"#$%"&  !  !"#$  !  !"#$%"!  
!"#"$%&  !!!!"  !"#$%  !  !""!!"#"$%&  !!!!"  !"#$%

	  

Overall,	  the	  capital	  adequacy	  ratio	  needs	  to	  be	  8%.995	  This	  means	  that	  capital	  must	  amount	  to	  8%	  

of	   the	   assets.	  As	   simple	   as	   that	  may	   sound,	   this	   involves	   a	  number	  of	   difficult	   questions	   as	   to	  

what	  capital	  is.996	  The	  definition	  of	  “capital”	  in	  the	  Basel	  Accords	  leaves	  considerable	  freedom	  to	  

states	   to	   determine	   what	   they	   consider	   capital.	   The	   Basel	   Accords	   make	   a	   basic	   distinction	  

between	   two	   tiers	  of	   capital.	   In	  Basel	   I	   and	   II,	   tier	  1	   is	   the	   core	   capital,	  which	   includes	   equity	  

capital	  and	  disclosed	  reserves.997	  This	  is	  a	  definition	  of	  “capital”	  that	  Basel	  Committee	  members	  

could	   agree	   on.998	  In	   tier	   2,	   Basel	   I	   and	   II	   include	   other	   components	   that	   not	   all	   states	  might	  

consider	   as	   capital,	   such	   as	   undisclosed	   reserves	   instruments.999	  In	   addition,	   Basel	   II	   makes	  

provision	  for	  a	  Tier	  3	  at	  the	  discretion	  of	  the	  national	  authorities.1000	  The	  division	  of	  capital	  in	  up	  

to	   three	   tiers	  allows	  states	   to	  determine	   the	  precise	  capital	  adequacy	  ratios	   for	  banks	   in	   their	  

jurisdiction.	   In	   practice,	   standards	   have	   been	   very	   different	   in	   terms	   of	   the	   requirements	   of	  

which	   assets	  qualified	   as	   capital.1001	  Basel	   III	   aims	   to	   reduce	   this	   freedom	  by	  harmonizing	   the	  

definition	  of	  tier	  2	  capital	  and	  by	  providing	  for	  the	  phasing	  out	  of	  tier	  3	  capital.1002	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

995	  Basel	  Accord,	  supra	  note	  979,	  para.	  44;	  Basel	  II,	  supra	  note	  984,	  para.	  40;	  Basel	  III,	  supra	  note	  989,	  para.	  50.	  

996	  Obtaining	  a	   full	  picture	  of	   the	  capital	  adequacy	  ratio	  also	   involves	  questions	  about	  how	  the	  risk	  of	  each	   type	  of	  
asset	  should	  be	  weighted.	  However,	  these	  are	  not	  directly	  relevant	  for	  this	  thesis.	  Thus,	  the	  issue	  of	  the	  involvement	  of	  
private	   credit	   rating	   agencies,	   such	   as	   Standard	   &	   Poor’s,	   in	   rating	   assets	   and	   the	   use	   of	   these	   ratings	   for	   risk	  
weighting	   in	  capital	  adequacy	  ratios	   is	  outside	   the	  scope	  of	   the	  current	  discussion	  which	   is	   limited	   to	   the	  question	  
whether	  international	  law	  limits	  states’	  ability	  to	  regulate	  against	  macro-‐financial	  instability	  triggered	  by	  other	  states’	  
monetary	  management	  policies.	  	  

997	  Basel	  Accord,	  supra	  note	  979,	  para.	  12;	  Basel	  II,	  supra	  note	  984,	  para.	  49(i).	  

998	  Basel	  Accord,	  supra	  note	  979,	  para.	  12;	  Lowenfeld,	  supra	  note	  169,	  825.	  

999	  Basel	  Accord,	  supra	  note	  979,	  para.	  15;	  Basel	  II,	  supra	  note	  984,	  para.	  49(iv).	  

1000	  Basel	  II,	  supra	  note	  984,	  para.	  49(xiii).	  

1001	  Merrouche	  and	  Nier,	  supra	  note	  150,	  16.	  

1002	  Basel	  III,	  supra	  note	  989,	  para.	  9.	  



Chapter	  8	  

	   211	  

In	  addition	  to	  the	  lack	  of	  harmonization,	  no	  legal	  sanctions	  apply	  in	  case	  of	  non-‐implementation	  

of	   these	   international	   limits	   on	   credit	   creation	   policies.	   The	   only	   pressures	   to	   implement	   the	  

limits	   on	   credit	   creation	   are	   political	   and	   economic,	   imposed	   through	   the	   surveillance	   or	  

conditionality	   of	   lending	   by	   international	   financial	   institutions,	   through	   reputational	   costs	   in	  

interactions	  with	   other	   regulators	   and	   through	  market	   pressure.1003	  Host	   states	   could	   require	  

subsidiaries	  of	  foreign	  banks	  to	  comply	  with	  their	  higher	  capital	  adequacy	  ratios,	  as	  recognized	  

in	   the	   allocation	   of	   jurisdiction	   agreed	   under	   the	   Basel	   Concordat	   and	   related	   documents.1004	  

This	   is	   an	  example	  of	   existing	   international	  principles	   that	  apply	   the	   idea	  of	   locality	   to	  enable	  

regulation	   by	   the	   state	   in	   whose	   jurisdiction	   the	   negative	   effects	   can	   be	   felt.	   This	   ability	   to	  

regulate	  can	  lead	  to	  pressure	  by	  internationally	  active	  financial	  institutions	  on	  the	  regulators	  of	  

their	   home	   state	   to	   ratchet	   up	   the	   level	   of	   their	   regulation	   in	   order	   to	   protect	  market	   access	  

abroad.1005	  In	  practice,	  however,	  the	  general	  trend	  is	  towards	  regulation	  and	  supervision	  by	  the	  

home	   state	   rather	   than	   by	   the	   host	   state.1006	  This	   trend	   gives	   states	   considerable	   freedom	   in	  

setting	   capital	   adequacy	   requirements	   for	   internationally	   active	   financial	   institutions,	  without	  

having	   to	   take	   into	   account	   the	   potential	   impact	   on	   other	   states	   in	   which	   the	   financial	  

institutions	   are	   active	   or	   in	   which	   their	   counterparties	   of	   any	   commercial	   transactions	   are	  

located.	  

IV. CONCLUSION	  

Apart	  from	  some	  limits	  on	  exchange	  rate	  policies	  in	  the	  IMF	  context	  and	  limits	  on	  credit	  creation	  

policies	  under	  the	  Basel	  Accords,	  monetary	  management	  policies	  are	  subject	  to	  few	  direct	  limits	  

in	   international	   law.	   It	   is	  no	  surprise	   that	  monetary	  affairs	  have	  been	   labelled	   “one	  of	   the	   last	  

and	  most	   solid	   bastions	   of	   national	   sovereignty”.1007	  Given	   the	   continued	   importance	   of	   states	  

for	  economic	  and	  fiscal	  policies,	  there	  are	  good	  reasons	  to	  keep	  monetary	  management	  policies	  

organized	  along	  state	  lines	  too.1008	  However,	  given	  the	  increasing	  economic	  integration	  between	  

states,	  there	  are	  also	  good	  reasons	  to	  at	  least	  protect	  other	  states	  and	  their	  inhabitants	  against	  

the	  negative	   impact	  of	  a	  state’s	  monetary	  management	  policies.	  The	  next	  Chapter	  analyses	  the	  

extent	  to	  which	  international	  law	  limits	  the	  legality	  of	  defensive	  mechanisms.	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1003	  Brummer,	  supra	  note	  994,	  284-‐288.	  

1004	  High-‐Level	  Principles	  Implementation	  New	  Accord,	  supra	  note	  977,	  Principle	  3.	  

1005	  See	  text	  accompanying	  footnotes	  553-‐554	  for	  a	  specific	  example.	  

1006	  Commission	  of	  Experts,	  supra	  note	  222,	  84.	  

1007	  Baltensperger	  and	  Cottier,	  supra	  note	  561,	  912.	  

1008	  Ibid.,	  917.	  
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CHAPTER	  9. LIMITS	  ON	  THE	  LEGALITY	  OF	  DEFENSIVE	  MECHANISMS	  IN	  RESPONSE	  TO	  

MONETARY	  MANAGEMENT	  POLICIES	  

As	  in	  the	  case	  of	  protecting	  states’	  domestic	  affairs	  against	  the	  negative	  impact	  of	  other	  states’	  

climate	   change	   mitigation	   policies,	   protection	   of	   states’	   domestic	   affairs	   against	   the	   negative	  

impact	   of	   other	   states’	  monetary	  management	   policies,	   i.e.	   their	  monetary	   policy,	   their	   credit	  

creation	  limits,	  their	  exchange	  rate	  policies	  or	  the	  management	  of	  their	  official	  foreign	  currency	  

reserves,	  does	  not	  only	  depend	  on	  the	  existence	  of	  enforceable	  direct	  limits	  on	  the	  acting	  states.	  

States	  affected	  negatively	  by	  other	  states’	  monetary	  management	  policies	  could	  consider	  three	  

types	   of	   trade	   restrictions	   to	   protect	   their	   domestic	   affairs.	   First,	   states	  may	  want	   to	   impose	  

quantitative	  or	  qualitative	  restrictions	  on	  trade	  in	  financial	  services.	  These	  could	  include	  limits	  

on	   the	   number	   of	   foreign	   financial	   service	   suppliers,	   on	   the	   kind	   of	   financial	   services	   and	  

products	  that	  foreign	  financial	  service	  suppliers	  can	  offer	  or	  on	  the	  size	  of	  financial	  institutions	  

active	   within	   its	   territory.	   Second,	   states	   could	   consider	   restricting	   incoming	   or	   outgoing	  

payments	   and	   transfers	   on	   the	   current	   or	   capital	   accounts	  of	   its	   balance-‐of-‐payments.	   Finally,	  

states	   could	   consider	   regulating	   service	   suppliers	   and	   services	   supplied	   in	   their	   territory	  

through,	   e.g.,	   capital	   adequacy	   requirements	   or	   requirements	   as	   to	   the	   suitability	   of	  

management	  and	  directors.	  

Restrictions	   on	   trade	   in	   financial	   services,	   on	   service	   suppliers,	   or	   on	  payments	   and	   transfers	  

related	   to	   trade	   in	   goods	   or	   services	   could	   assist	   states	   in	   protecting	   their	   domestic	   affairs	  

against	   the	   negative	   impact	   of	  macro-‐financial	   instability	   triggered	   by	   other	   states’	  monetary	  

management	  policies	  in	  two	  ways.	  First,	  trade	  restrictions	  work	  on	  restricting	  trade’s	  capacity	  as	  

a	  mechanism	   through	  which	   negative	   impacts	   spread	   from	  one	   state	   to	   another	   in	   increasing	  

interdependence.	  For	  example,	  restrictions	  on	  foreign	  ownership	  of	   financial	  service	  providers	  

can	   protect	   the	   stability	   of	   a	   state’s	   financial	   institutions	   against	   situations	   in	  which	   financial	  

instability	  in	  the	  home	  state	  of	  a	  parent	  company	  forces	  the	  subsidiary	  or	  branch	  to	  sell	  assets	  or	  

restrict	  credit	  to	  free	  up	  capital	  for	  the	  parent	  company.	  Second,	  restrictions	  on	  opportunities	  to	  

export	  financial	  services	  may	  put	  pressure	  on	  the	  home	  states	  of	  the	  financial	  service	  providers	  

to	  change	  their	  monetary	  management	  policies	  to	  ensure	  that	  these	  policies	  do	  not	  pose	  a	  risk	  to	  

macro-‐financial	   stability	   in	   other	   states.	   For	   example,	   if	   a	   state’s	   credit	   creation	   policies	  

encourage	  high	   risk	   financial	   products,	   such	   as	   credit	   default	   swaps,1009	  it	  may	  have	   to	   accept	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1009	  A	   credit	   default	   swap	   or	   CDS	   is	   a	   contract	   in	   which	   one	   party	   sells	   “protection”	   to	   another	   party	   against	   the	  
default	  in	  another	  investment,	  such	  as	  a	  bond,	  in	  exchange	  for	  a	  yearly	  fee,	  see	  Financial	  Times	  Lexicon,	  Credit	  Default	  
Swaps	  CDS,	   at	  <http://lexicon.ft.com/Term?term=credit-‐default-‐swaps-‐-‐CDS>.	  This	   looks	   like	  an	   insurance	  contract,	  
but	   the	   buyer	   is	   not	   necessarily	   the	   owner	   of	   the	   investment	   against	   which	   default	   the	   “insurance”	   is	   bought.	  



Chapter	  9	  

	   213	  

that	  other	  states	  respond	  with	  restrictions	  on	  transboundary	  transactions	  in	  these	  products	  to	  

protect	  macro-‐financial	  stability.	  	  

The	  central	  question	  for	  this	  Chapter	  is	  whether	  states	  can	  legally	  employ	  defensive	  mechanisms	  

to	  protect	   their	  domestic	   affairs	   against	   threats	   to	  macro-‐financial	   stability	   triggered	  by	  other	  

states’	  monetary	  management	  policies.	  To	  avoid	  overlaps	  with	  the	  trade	  in	  goods	  analysis	  in	  the	  

climate	  change	  study,	  this	  Chapter	  will	  focus	  on	  the	  provisions	  of	  the	  GATS	  and	  on	  the	  financial	  

services	   related	   provisions	   in	   the	   two	   FTAs	   rather	   than	   on	   the	   provisions	   related	   to	   trade	   in	  

goods.	  As	  mentioned	   in	  the	  Introduction,	  and	  as	  will	  become	  clear	  through	  the	  analysis	   in	  this	  

Chapter,	   the	  FTAs	  are	   important	   in	   the	  context	  of	  macro-‐financial	   instability,	  as	  both	  push	   the	  

envelope	  of	  financial	  services	  liberalization	  further	  than	  GATS.	  The	  general	  trend	  visible	  in	  both	  

GATS	   and	   the	   FTAs	   studied	   with	   respect	   to	   financial	   services	   trade	   liberalization	   is	   towards	  

increased	   trade	   liberalization	   and	   light-‐handed	   regulation	   of	   financial	   markets	   rather	   than	  

towards	  allowing	  restrictions	  on	  trade	  in	  financial	  services,	  even	  if	  those	  would	  help	  to	  promote	  

macro-‐financial	   stability.	   The	   preference	   is	   for	   ensuring	   exporting	   opportunities	   for	   financial	  

service	  providers	   rather	   than	   for	  ensuring	  macro-‐financial	   stability,	  domestically	   and	  globally.	  

This	   trend	   restricts	   the	   legality	   of	   defensive	   mechanisms	   available	   to	   states	   affected	   by	   the	  

negative	  impact	  of	  other	  states’	  monetary	  management	  policies.	  

Section	  I	  provides	  an	  overview	  of	  the	  scope	  and	  structure	  of	  the	  GATS	  and	  the	  FTAs	  to	  guide	  the	  

analysis	   in	   later	   Sections.	   Section	   II	   discusses	   how	   the	   push	   towards	   “de-‐nationalization”	   and	  

integration	  of	  financial	  markets	  limits	  states’	  ability	  to	  restrict	  trade	  in	  financial	  services	  and	  to	  

restrict	  payments	  and	  transfers.	  Section	  III	  discusses	  how	  the	  push	  towards	  deregulation	  limits	  

states’	  ability	  to	  impose	  non-‐discriminatory	  quantitative	  and	  qualitative	  restrictions	  on	  trade	  in	  

financial	   services.	   Section	   IV	   analyses	   the	   available	   exceptions.	   In	   terms	   of	   the	   argument	  

developed	  in	  this	  thesis,	   this	   focus	  on	  de-‐nationalization	  and	  deregulation	  in	  the	  GATS	  and	  the	  

FTAs	  restricts	  states	   in	  the	  exercise	  of	   their	  positive	  freedom,	  because	  they	  are	   limited	   in	  how	  

they	  can	  exercise	  their	  sovereignty	  when	  this	  exercise	  has	  an	  impact	  on	  financial	  services	  trade.	  

However,	   the	   restriction	   can	   result	   in	   inadequate	   protection	   of	   these	   states’	   domestic	   affairs	  

against	   the	   negative	   impact	   of	   another	   state’s	   monetary	   management	   policies	   which	   in	   turn	  

expands	   the	   latter’s	   positive	   freedom	   regarding	   its	   monetary	   management	   policies.	   To	   the	  

extent	   that	   they	   are	   available,	   exceptions	   in	   trade	   liberalization	   agreements	   can	   restore	   the	  

negative	   freedom	   of	   states	   affected	   by	   the	   impact	   of	   another	   state’s	   monetary	   management	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

Therefore,	  a	  CDS	  can	  be	  used	  to	  speculate	  on	  the	  default	  of	  an	  asset.	  If	  the	  asset	  defaults,	  the	  original	  investment	  of	  the	  
fees	  paid	  can	  be	  returned	  many	  times	  over	  in	  the	  form	  of	  the	  compensation	  received.	  
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policies.	  However,	  the	  existing	  exceptions	  are	  not	  sufficient	  and	  an	  imbalance	  exists	  between	  the	  

positive	  freedom	  of	  a	  state	  to	  set	  its	  monetary	  management	  policies	  and	  the	  negative	  freedom	  of	  

other	  states	  to	  be	  free	  from	  the	  negative	  impact	  of	  these	  monetary	  management	  policies.	  

I. THE	  SCOPE	  AND	  STRUCTURE	  OF	  OBLIGATIONS	  UNDER	  THE	  GATS	  AND	  THE	  FTAS’	  

FINANCIAL	  SERVICES	  PROVISIONS	  

To	  understand	  the	  impact	  of	  GATS	  and	  the	  FTAs	  on	  regulatory	  autonomy	  in	  relation	  to	  financial	  

services,	  this	  Section	  starts	  with	  a	  general	  overview	  of	  their	  scope	  and	  structure.	  Article	  I:1	  GATS	  

stipulates	   that	   “this	   Agreement	   applies	   to	   measures	   by	  Members	   affecting	   trade	   in	   services”.	  

Two	  central	  components	  of	   this	  definition	  can	  be	   identified:	  an	   institutional	  one,	  expressed	  by	  

“measures	   by	  Members”,	   and	   a	   substantive	   one,	   expressed	   by	   “affecting	   trade	   in	   services”.1010	  

Articles	   I	   and	   XXVIII	  GATS	   provide	   definitions	   of	   the	   various	   terms	   that	   make	   up	   each	  

component.	  Each	  of	  these	  components	  and	  their	  constituent	  terms	  are	  defined	  broadly	  either	  in	  

the	   GATS	   itself	   or	   in	   the	   relevant	   jurisprudence,	   resulting	   in	   a	   very	   broad	   coverage	   of	   GATS	  

overall.1011	  	  

Institutionally,	  the	  GATS	  applies	  to	  “measures	  by	  Members”.	  This	  includes	  all	  measures	  taken	  by	  

“central,	   regional	   or	   local	   governments	   and	   authorities	   and	   non-‐governmental	   bodies	   in	   the	  

exercise	   of	   powers	   delegated	   by	   central,	   regional	   or	   local	   governments	   or	   authorities”.1012	  

Moreover,	   any	   type	   of	   measure	   “whether	   in	   the	   form	   of	   a	   law,	   regulation,	   rule,	   procedure,	  

decision,	   administrative	   action,	   or	   any	  other	   form”1013	  comes	  within	   the	   scope	  of	   the	  GATS.	   In	  

EC–Bananas	  III,	  the	  WTO	  Panel	  held	  that1014	  

in	  principle,	  no	  measures	  are	  excluded	  a	  priori	  from	  the	  scope	  of	  the	  GATS	  as	  defined	  by	  
its	   provisions.	   The	   scope	   of	   the	   GATS	   encompasses	   any	  measure	   of	   a	  Member	   to	   the	  
extent	   it	   affects	   the	   supply	   of	   a	   service	   regardless	   of	   whether	   such	   measure	   directly	  
governs	  the	  supply	  of	  a	  service	  or	  whether	   it	  regulates	  other	  matters	  but	  nevertheless	  
affects	  trade	  in	  services.	  

Substantively,	  the	  GATS	  applies	  to	  “measures	  affecting	  trade	  in	  services”,	  which	  include1015	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1010	  Krajewski,	  National	  Regulation	  and	  Trade	  Liberalization	  in	  Services:	  The	  Legal	  Impact	  of	  the	  General	  Agreement	  on	  
Trade	  in	  Services	  (GATS)	  on	  National	  Regulatory	  Autonomy	  (2003),	  65.	  

1011	  Ibid.,	  73-‐74.	  

1012	  GATS,	  art.	  I:3(a).	  

1013	  GATS,	  art.	  XXVIII(a).	  

1014	  EC–Bananas	  III	  (Ecuador),	  para.	  7.285.	  

1015	  GATS,	  art.	  XXVIII(c).	  



Chapter	  9	  

	   215	  

measures	   in	   respect	  of	   (i)	  the	  purchase,	  payment	  or	  use	  of	   a	   service;	   (ii)	  the	  access	   to	  
and	  use	  of,	   in	   connection	  with	   the	   supply	  of	   a	   service,	   services	  which	  are	   required	  by	  
those	   Members	   to	   be	   offered	   to	   the	   public	   generally;	   (iii)	  the	   presence,	   including	  
commercial	  presence	  of	  a	  Member	  for	  the	  supply	  of	  a	  service	  in	  the	  territory	  of	  another	  
Member.	  

This	  list	  is	  not	  considered	  exhaustive.1016	  The	  substantive	  scope	  of	  GATS	  expressed	  by	  “measures	  

affecting	  trade	  in	  services”	  is	  much	  broader	  than	  this	  list	  suggests,	  as	  indicated	  by	  the	  definitions	  

of	   “services”,	   “trade	   in	   services”	   and	   “affecting”	   elsewhere	   in	   the	   GATS	   and	   in	   GATS	  

jurisprudence.	  

First,	  the	  GATS	  provides	  a	  very	  broad,	  and	  tautological,	  definition	  of	  “services”	  as	  including	  “any	  

service	  in	  any	  sector	  except	  services	  supplied	  in	  the	  exercise	  of	  governmental	  authority”.1017	  In	  

the	  specific	  context	  of	  trade	  in	  financial	  services,	  the	  GATS’	  Annex	  on	  Financial	  Services	  defines	  

“financial	   services”	   broadly	   as	   “any	   service	   of	   a	   financial	   nature	   offered	   by	   a	   financial	   service	  

supplier	   of	   a	   Member”	   and	   including	   “all	   insurance	   and	   insurance-‐related	   services,	   and	   all	  

banking	  and	  other	  financial	  services	  (excluding	  insurance)”.1018	  The	  Annex	  then	  lists	  a	  range	  of	  

financial	   services	   included	   in	   the	   definition.	   This	   list	   incorporates	   potentially	   speculative	  

financial	  products	  that	  have	  turned	  out	  to	  be	  instrumental	  in	  the	  current	  financial	  crisis,	  such	  as	  

over-‐the	   counter	   derivatives	   and	   securities. 1019 	  The	   Annex	   also	   defines	   “financial	   service	  

supplier”	  broadly	  to	  include	  those	  who	  wish	  to	  supply	  a	  financial	  service.1020	  

Second,	   trade	   in	   services	   is	   defined	   in	   the	   GATS	   as	   the	   supply	   of	   a	   service	   in	   either	   of	   four	  

modes:1021	  

o Mode	  1:	  cross-‐border	  supply,	  from	  the	  territory	  of	  one	  Member	  into	  the	  territory	  

of	  another;	  

o Mode	  2:	  consumption	  abroad	  by	  a	  consumer	  from	  one	  Member	  in	  the	  territory	  of	  

another;	  

o Mode	  3:	  commercial	   presence	   of	   a	   service	   supplier	   from	   one	   Member	   in	   the	  

territory	  of	  another;1022	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1016	  Krajewski,	  supra	  note	  1010,	  65.	  

1017	  GATS,	  art.	  I:3(b).	  For	  a	  discussion	  about	  the	  difficulties	  in	  defining	  “service”,	  see	  Zacharias,	  “Article	  I	  GATS–Scope	  
and	  Definition”,	  in	  Wolfrum	  et	  al.	  (Eds.),	  WTO–Trade	  in	  Services	  (2008),	  38-‐44.	  

1018	  Annex	  on	  Financial	  Services,	  para.	  5(a).	  	  

1019	  Ibid.,	  para.	  5(a)(x).	  

1020	  Ibid.,	  para.	  5(b).	  

1021	  GATS,	  art.	  I:2.	  

1022	  “Commercial	  presence”	  is	  defined	  in	  GATS,	  art.	  XXVIII(d).	  	  
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o Mode	  4:	  presence	   of	   a	   natural	   person	   of	   one	   Member	   in	   the	   territory	   of	  

another.1023	  

Finally,	   the	  Appellate	  Body	   stated	   in	  EC–Bananas	   III	  that	   “[t]he	  ordinary	  meaning	  of	   the	  word	  

‘affecting’	  implies	  a	  measure	  that	  has	  ‘an	  effect	  on’,	  which	  indicates	  a	  broad	  scope	  of	  application”	  

and	  that	  this	  broad	  scope	  was	  also	  the	  intention	  of	  the	  GATS’	  drafters.1024	  

The	  objective	  of	   the	  GATS	   is	   to	  achieve	  progressive	   liberalization	  of	   trade	   in	  services.1025	  WTO	  

Members’	   obligations	   under	   GATS	   go	   directly	   to	   the	   heart	   of	   their	   regulatory	   autonomy,1026	  

because	   barriers	   to	   trade	   in	   services	   arise	   solely	   from	   domestic	   regulation	   rather	   than	   from	  

tariffs	   and	   non-‐tariff	   barriers,	   such	   as	   quantitative	   restrictions	   and	   discriminatory	   domestic	  

regulation,	  as	  in	  the	  case	  of	  trade	  in	  goods	  under	  GATT.1027	  The	  following	  paragraphs	  give	  a	  brief	  

overview	  of	  the	  main	  obligations	  under	  GATS.	  Sections	  II	  to	  IV	  discuss	  in	  more	  detail	  the	  balance	  

currently	   struck	   in	   GATS	   between	  Members’	   liberalization	   commitments	   and	   their	   regulatory	  

autonomy	  to	  address	  whether	  the	  GATS	  limits	  the	  legality	  of	  defensive	  mechanisms	  that	  can	  be	  

used	   to	   protect	   Members’	   domestic	   affairs	   against	   the	   negative	   impact	   of	   other	   Members’	  

monetary	  management	  policies.	  

To	   achieve	   its	   objective	   of	   progressive	   liberalization,	   GATS	   stipulates	   a	   range	   of	   “general	  

obligations”	  and	  “specific	  commitments”	   that	  Members	  can	  adopt.	  The	  distinction	  between	  the	  

two	  lies	  in	  the	  ability	  of	  Members	  to	  control	  the	  scope	  of	  their	  liberalization	  commitments.	  

All	  Members	  are	  bound	  by	  the	  general	  obligations,	  listed	  in	  Part	  II	  of	  GATS.	  Of	  relevance	  for	  the	  

discussion	   on	   the	   scope	   of	   regulatory	   autonomy	   to	   employ	   defensive	   mechanisms	   so	   as	   to	  

protect	  a	  Member’s	  domestic	  affairs	  against	  the	  negative	  impact	  of	  another	  Member’s	  monetary	  

management	  policies	  are	  Article	  VI	  on	  domestic	  regulation,	  Article	  XI	  on	  payments	  and	  transfers,	  

Article	  XII	  on	  balance-‐of-‐payments	  restrictions,	  Article	  XIV	  on	  general	  exceptions,	  Article	  XIVbis	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1023	  “Natural	  person	  of	  another	  Member”	  is	  defined	  in	  GATS,	  art.	  XXVIII(k).	  

1024	  EC–Bananas	  III	  (AB),	  para.	  220.	  

1025	  GATS,	   preamble	   and	   Part	   IV;	   Kelsey,	   Serving	   Whose	   Interests?	   The	   Political	   Economy	   of	   Trade	   in	   Services	  
Agreements	  (2008),	  28.	  

1026	  Ibid.,	   4;	   Wouters	   and	   Coppens,	   “GATS	   and	   Domestic	   Regulation:	   Balancing	   the	   Right	   to	   Regulate	   and	   Trade	  
Liberalization”,	  in	  Alexander	  and	  Andenas	  (Eds.),	  The	  World	  Trade	  Organization	  and	  Trade	  in	  Services	  (2008),	  207-‐208.	  

1027	  Verhoosel,	  National	  Treatment	  and	  WTO	  Dispute	  Settlement:	  Adjudicating	  the	  Boundaries	  of	  Regulatory	  Autonomy	  
(2002),	  14-‐15;	  Diebold,	  supra	  note	  696,	  18-‐21.	  
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on	   the	   security	   exception	   and	   the	   “prudential	   carve-‐out”	   in	   paragraph	   2(a)	   of	   the	   Annex	   on	  

Financial	  Services.1028	  Each	  of	  these	  provisions	  is	  discussed	  further	  in	  Sections	  II	  to	  IV.	  	  

The	   specific	   commitments	   only	   apply	   to	   the	   extent	   that	   they	   are	   negotiated	   between	   WTO	  

Members	  and	  listed	  in	  each	  Member’s	  Schedule	  of	  Commitments,	  which	  is	  considered	  an	  integral	  

part	  of	  the	  GATS.1029	  A	  Member’s	  Schedule	  lists	  the	  service	  sectors	  in	  which	  it	  agrees	  to	  liberalize	  

trade,	   the	   modes	   of	   supply	   that	   are	   liberalized	   as	   well	   as	   the	   conditions	   to	   which	   this	  

liberalization	   is	   subject.1030	  This	   approach	   is	   known	   as	   the	   positive	   list	   approach	   because	   the	  

Schedule	   lists	  which	  services	  are	   liberalized	  and,	   if	   liberalized,	   to	  what	  extent.	  Once	  a	  Member	  

has	  made	   specific	   commitments,	   it	   is	   subject	   to	  obligations	  of	  market	   access	   (Article	  XVI)	   and	  

national	   treatment	   (Article	   XVII)	   in	   Part	   III	   of	   GATS.	   Sections	   II.A	   and	   III	   discuss	   how	   these	  

provisions	   can	   limit	   the	   legality	   of	   defensive	   mechanisms	   employed	   by	   Members	   that	   have	  

accepted	  specific	  commitments.	  

Although	  in	  principle	  Members	  cannot	  individually	  tailor	  their	  obligations	  under	  Part	  II	  of	  GATS,	  

their	  Schedules	  can	  limit	  a	  number	  of	  obligations	  under	  Part	  II.	  For	  example,	  Article	  VI	  subjects	  

Members’	  domestic	  regulation	  to	  a	  range	  of	  procedural1031	  and	  substantive1032	  requirements,	  but	  

only	   in	   sectors	  where	   specific	   commitments	   are	   undertaken.1033	  Section	   III.B	  will	   discuss	   how	  

the	   substantive	   requirements	   limit	   Members’	   ability	   to	   regulate	   services	   through	   non-‐

discriminatory	   licensing	   and	   qualification	   requirements	   and	   technical	   standards.	   Another	  

example	   relevant	   in	   the	   context	   of	   this	   thesis	   is	   Article	   XI,	   requiring	  Members	   not	   to	   restrict	  

payments	  and	  transfers	  in	  relation	  to	  their	  specific	  commitments.	  

The	   precise	   impact	   of	   GATS	   on	   a	  Member’s	   regulatory	   autonomy	   thus	   depends	   largely	   on	   its	  

Schedule.	  When	   negotiating	   original	   GATS	   commitments,	   Members	   could	   choose	   to	   liberalize	  

only	  a	   few,	   if	  any,	   financial	  service	  sectors	   in	  an	  effort	   to	  protect	   their	  economy	  against	   future	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1028	  The	  general	  obligations	  of	  the	  GATS	  also	  include	  a	  “most	  favoured	  nation”	  (MFN)-‐obligation	  that	  bans	  Members	  
from	  discriminating	  between	  services	  or	  service	  suppliers	  from	  different	  trading	  partners.	  However,	  the	  focus	  in	  this	  
thesis	   is	   on	   the	   legality	   of	   domestic	   regulation	   of	   foreign	   services	   or	   service	   suppliers	   when	   a	   Member	   wants	   to	  
impose	  higher	  standards	  than	  the	  Member	  from	  where	  the	  services	  or	  service	  suppliers	  originate.	  The	  MFN	  obligation	  
is	  not	  relevant	   to	  address	   this	  question,	  because	   it	  does	  not	  rely	  on	  a	  comparison	  of	   the	  domestic	  regulation	  of	   the	  
importing	  Member	  with	  that	  of	  the	  exporting	  Member.	  

1029	  GATS,	  art.	  XX:3.	  

1030	  GATS,	  art.	  XX:1.	  

1031	  GATS,	  art.	  VI:1-‐3.	  

1032	  GATS,	  art.	  VI:4-‐5.	  

1033	  GATS,	  art.	  VI:1.	  
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macro-‐financial	  instability	  triggered	  by	  other	  Members’	  monetary	  management	  policies.1034	  The	  

negotiations	  on	  trade	  in	  financial	  services,	  which	  were	  extended	  beyond	  the	  end	  of	  the	  Uruguay	  

Round,1035	  placed	   Members	   under	   intense	   pressure	   to	   make	   extensive	   commitments.	   That	  

pressure	  has	  continued	  subsequently,	  both	  during	   the	  so-‐far	   inconclusive	  Doha	  Round	  and	   for	  

newly	   acceding	   countries.	   Indeed,	   studies	   of	   GATS’	   impact	   on	   financial	   services	   trade	  

liberalization	  reveal	  that	  many	  developing	  states	  have	  made	  significant	  new	  commitments	  when	  

negotiating	   accession	   to	   the	   WTO, 1036 	  often	   going	   beyond	   those	   made	   by	   existing	   WTO	  

Members.1037	  

The	  general	  tendency	  of	  the	  provisions	  on	  the	  liberalization	  of	  trade	  in	  services	  towards	  further	  

integration	  of	  financial	  markets,	  rather	  than	  towards	  allowing	  restrictions,	  was	  reflected	  in	  the	  

initiative	  of	  a	  group	  of	  mainly	  developed	  WTO	  Members	  during	  the	  Uruguay	  round	  to	  develop	  an	  

additional	   Understanding	   on	   Commitments	   in	   Financial	   Services	   (hereafter	   “Understanding”)	  

that	  invited	  Members	  to	  make	  additional	  commitments	  with	  respect	  to	  financial	  services	  that	  go	  

beyond	  market	   access	   and	   national	   treatment.1038	  This	   is	   adopted	   voluntarily	   on	   the	   basis	   of	  

Article	  XVIII	  GATS.	  The	  Understanding	  is	  not	  in	  itself	  part	  of	  GATS.1039	  Only	  if,	  and	  to	  the	  extent	  

that,	  Members	   integrate	   it	   into	   their	  Schedules	  will	   the	  Understanding	  become	   legally	  binding	  

for	  them.1040	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1034	  No	   liberalization	  will	  be	   indicated	   in	   the	  schedule	  as	  “unbound”	  whereas	   full	   liberalization	  will	  be	   indicated	  as	  
“none”,	  see	  Hoekman,	  “The	  General	  Agreement	  on	  Trade	   in	  Services:	  Doomed	  to	  Fail?	  Does	   It	  Matter?”,	  8	   Journal	  of	  
Industry,	  Competition	  and	  Trade	  295	  (2008),	  302.	  

1035	  For	   a	   discussion	   of	   the	   history	   of	   the	   negotiations	   on	   financial	   services,	   see	   Sauvé	   and	   Gillespie,	   “Financial	  
Services	  and	  the	  GATS	  2000	  Round”,	  Brookings-‐Wharton	  Papers	  on	  Financial	  Services	  (2000),	  428-‐430;	  Key,	  “Financial	  
Services”,	   in	  Macrory	  et	  al.	   (Eds.),	  The	  World	  Trade	  Organization:	  Legal,	  Economic	  and	  Political	  Analysis	   (2005),	  958-‐
962.	  

1036	  Fink	  and	  Molinuevo,	  supra	  note	  137,	  647;	  Adlung,	  supra	  note	  135,	  6.	  

1037	  Jara	  and	  Dominguez,	  supra	  note	  136,	  115.	  

1038	  Understanding	   on	   Commitments	   in	   Financial	   Services,	   LT/UR/U/1,	   15	   April	   1994	   [“Understanding	   on	   Financial	  
Services”];	   von	   Bogdandy	   and	  Windsor,	   “Understanding	   on	   Commitments	   in	   Financial	   Services”,	   in	  Wolfrum	   et	   al.	  
(Eds.),	  WTO–Trade	  in	  Services	  (2008),	  650.	  

1039	  Leroux,	  “Trade	  in	  Financial	  Services	  under	  the	  World	  Trade	  Organization”,	  36	  Journal	  of	  World	  Trade	  413	  (2002),	  
432;	   Raghavan,	   Financial	   Services,	   the	   WTO	   and	   Initiatives	   for	   Global	   Financial	   Reform	   (2009),	   at	  
<http://www.tradeobservatory.org/library.cfm?refID=106932>,	  22-‐24.	  

1040	  Leroux,	   supra	  note	   1039,	   433;	   von	   Bogdandy	   and	  Windsor,	   supra	   note	   1038,	   650.	   As	   part	   of	   the	  Doha	  Round	  
negotiations,	  developed	  WTO	  Members	  have	  argued	  to	  extend	  the	  Understanding’s	  approach	  to	  all	  Members,	  see	  e.g.	  
Council	   for	   Trade	   in	   Services	   Special	   Session,	   Communication	   from	   the	   United	   States,	   S/CSS/W/27	   (18	   December	  
2000),	   para.	  14;	   Council	   for	   Trade	   in	   Services	   Special	   Session,	  Communication	   from	   the	  European	  Communities	  and	  
their	   Member	   States,	   S/CSS/W/39	   (22	   December	   2000),	   para.	  12;	   Council	   for	   Trade	   in	   Services	   Special	   Session,	  
Communication	  from	  Switzerland,	  S/CSS/W/71	  (4	  May	  2001),	  para.	  12.	  
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The	   Understanding	   provides	   a	   template	   for	   the	   liberalization	   and	   deregulation	   of	   financial	  

services	  trade.	  Of	  particular	  importance	  for	  the	  current	  analysis	  are	  the	  commitments	  to	  permit:	  

the	  consumption	  of	  banking	  and	  non-‐insurance	  financial	  services	  abroad;1041	  the	  establishment	  

of	  a	  commercial	  presence	  by	  financial	  service	  suppliers	  of	  another	  Member;1042	  and,	  once	  these	  

foreign	   financial	   service	   suppliers	   are	   established,	   the	   offer	   of	   any	   new	   financial	   service.1043	  A	  

new	  financial	  service	  is	  defined	  as1044	  

a	  service	  of	  a	  financial	  nature,	  including	  services	  related	  to	  existing	  and	  new	  products	  or	  
the	  manner	  in	  which	  a	  product	  is	  delivered,	  that	  is	  not	  supplied	  by	  any	  financial	  service	  
supplier	  in	  the	  territory	  of	  a	  particular	  Member	  but	  which	  is	  supplied	  in	  the	  territory	  of	  
another	  Member.	  

Thus,	   the	   Understanding	   clears	   the	   way	   for	   innovative	   financial	   products,	   developed	   in	   one	  

Member,	  to	  be	  supplied	  in	  other	  Members	  through	  a	  foreign	  investment.	  As	  the	  recent	  episode	  of	  

financial	  instability	  has	  shown,	  innovative	  products	  can	  increase	  the	  risk	  of	  financial	  instability	  if	  

the	  investment	  risks	  related	  to	  the	  innovative	  product	  are	  incorrectly	  understood	  and	  priced.	  

The	   Understanding	   also	   provides	   a	   standstill	   clause,	   limiting	   “any	   conditions,	   limitations	   and	  

qualifications	  to	  the	  commitments	  […]	  to	  existing	  non-‐conforming	  measures.”1045	  In	  other	  words,	  

if	  Members	  wish	   to	   schedule	   restrictions	  on	   trade,	   their	   existing	   regulations	   at	  domestic	   level	  

are	  the	  bottom	  line.	  Leroux	  gives	  the	  example	  of	  a	  Member	  that	  allows	  for	  51	  per	  cent	   foreign	  

participation	   in	   domestic	   banks.1046	  The	   standstill	   clause	   bars	   this	   Member	   from	   making	   a	  

specific	  GATS	  commitment	  not	  to	  restrict	  foreign	  participation	  to	  49	  per	  cent,	  as	  this	  would	  bind	  

the	  Member	  at	  a	  level	  of	  liberalization	  lower	  than	  that	  it	  had	  already	  put	  in	  place	  regardless	  of	  

GATS.	   The	   standstill	   clause	   limits	   Members’	   ability	   to	   create	   a	   “regulatory	   cushion”	   in	   their	  

Schedule	  by	  accepting	  commitments	  that	  do	  not	  go	  as	  far	  as	  already	  existing	  regulation,	  which	  

would	   allow	   them	   to	   dial	   back	   effective	   liberalization	   at	   a	   later	   stage	   without	   violating	   their	  

obligations	  under	  GATS.1047	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1041	  Understanding	  on	  Financial	  Services,	  supra	  note	  1038,	  B(4)(c).	  

1042	  Ibid.,	  B(5).	  

1043	  Ibid.,	  B(7)	  

1044	  Ibid.,	  D(3).	  

1045	  Ibid.,	  A.	  

1046	  Leroux,	  supra	  note	  1039,	  433.	  

1047	  von	  Bogdandy	  and	  Windsor,	  supra	  note	  1038,	  653.	  



Chapter	  9	  

	   220	  

As	  mentioned,	  the	  goal	  of	  GATS	  is	  progressively	  to	  liberalize	  trade	  in	  services	  through	  successive	  

rounds	  of	  negotiations	   that	  aim	  to	   further	  reduce	  or	  eliminate	  any	  adverse	  effects	  of	  domestic	  

measures	   on	   trade	   in	   services.1048	  So	   far,	   however,	   offers	   for	   further	   reductions	   of	   barriers	   to	  

trade	   in	   financial	   services	  have	  been	   limited.1049	  In	   response	   to	   the	   slow	  progress	   in	   the	  Doha	  

Round	   of	   negotiations,	   Members	   have	   turned	   towards	   bilateral	   and	   multilateral	   FTAs	   that	  

include	  provisions	  relating	  to	  the	  liberalization	  of	  trade	  in	  services.	  The	  US–Korea	  FTA	  and	  the	  

EU–Korea	  FTA	  studied	  in	  this	  thesis	  are	  examples	  of	  such	  agreements.	  

In	  many	  aspects,	   the	  obligations	   in	  relation	   to	   trade	   in	   financial	   services	   imposed	  by	   the	  FTAs	  

are	  similar	  to	  the	  obligations	  under	  the	  GATS.1050	  However,	  there	  are	  also	  important	  differences.	  

The	  following	  paragraphs	  give	  a	  brief	  comparison	  of	  the	  two	  FTAs	  studied	  with	  the	  GATS.	  

Of	   the	   two	   FTAs	   studied,	   the	  US–Korea	   FTA	   differs	   the	  most	   from	   the	   GATS	   both	   in	   terms	   of	  

structure	  and	  substance	  as	  it	  includes	  a	  chapter	  on	  the	  cross-‐border	  trade	  in	  services,	  a	  specific	  

chapter	  on	  financial	  services	  and	  a	  chapter	  on	  investment.	  The	  existence	  of	  three	  chapters	  raises	  

questions	  about	  how	  they	  relate	  to	  each	  other.	  	  

The	  chapter	  on	  financial	  services	  applies	  to	  measures	  relating	  to	  the	  supply	  of	  financial	  services	  

through	   an	   adaptation	   of	   the	   four	   modes.1051	  Article	   13.1(2)	  US–Korea	   FTA	   specifies	   that	   the	  

only	   provisions	   from	   the	   chapter	   on	   the	   cross-‐border	   trade	   in	   services	   that	   apply	   to	   financial	  

services	  are	  the	  provisions	  on	  denial	  of	  benefits	  and	  on	  payments	  and	  transfers	  to	  the	  extent	  of	  

the	  obligations	   to	   liberalize	   cross-‐border	   trade	   in	   financial	   services	  under	  Article	  13.5.1052	  The	  

relationship	  between	  the	  financial	  services	  and	  the	  investment	  chapters	  is	  more	  complex.	  Article	  

11.2(3)	   exempts	   measures	   covered	   by	   the	   financial	   services	   chapter	   from	   the	   investment	  

chapter.1053	  Nevertheless,	   the	   financial	   services	   chapter	   incorporates	   some	   provisions	   of	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1048	  GATS,	  art.	  XIX:1.	  

1049	  Council	   for	   Trade	   in	   Services	   Special	   Session,	   Negotiations	   on	   Trade	   in	   Services–Report	   by	   the	   Chairman,	  
Ambassador	  Fernando	  de	  Mateo,	   to	   the	  Trade	  Negotiations	  Committee,	   TN/S/36	   (21	  April	   2011),	   paras	   30-‐32	   [“CTS	  
Chairman’s	  Report	  April	  2011”].	  

1050	  For	   example,	   the	   EU–Korea	   FTA	   adopts	   the	   same	   definition	   as	   GATS	   for	   “measures”	   (art.	  7.2(a)),	   “members”	  
(art.	  7.2(b)),	   “services”	   (art.	  7.4(3)(b))	   and	   “financial	   services”	   (art.	  7.37(2)).	   The	   US–Korea	   FTA	   does	   not	   define	  
“service”	  nor	  “adopted	  or	  maintained	  by	  a	  party”.	  The	  US–Korea	  FTA’s	  definition	  of	  “measures”	  is	  less	  tautological	  that	  
in	  GATS	  and	  the	  EU–Korea	  FTA	  but	  refers	  to	  “any	  law,	  regulation,	  procedure,	  requirement,	  or	  practice”,	  see	  US–Korea	  
FTA,	  art.	  1.4.	  

1051	  Modes	   1	   and	   2	   are	   covered	   by	   US–Korea	   FTA,	   art.	  13.1(1)(c)	   jo.	   art.	  13.20.	   Mode	   3	   is	   covered	   by	   Ibid.,	  
art.	  13.1(1)(a)	  and	  (b)	  jo.	  art.	  13.20.	  A	  version	  of	  Mode	  4	  restricted	  to	  senior	  management	  and	  board	  of	  directors	  can	  
be	  found	  in	  Ibid.,	  art.	  13.8.	  

1052	  Ibid.,	  art.	  13.1(2)(c).	  

1053	  Ibid.,	  art.	  11.2(3).	  
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investment	   chapter. 1054 	  One	   of	   these	   provisions	   is	   the	   prohibition	   on	   direct	   or	   indirect	  

expropriation	   in	   Article	   11.6,	  which	   can	   have	   a	   significant	   impact	   on	   the	   legality	   of	   defensive	  

mechanisms,	  as	  will	  be	  touched	  upon	  briefly	  in	  Section	  II.B.	  The	  obligations	  to	  accord	  “fair	  and	  

equitable	   treatment”	  and	  “full	  protection	  of	  security”	   to	   foreign	   investors1055	  are,	  however,	  not	  

incorporated	   in	   the	   financial	   services	   chapter.	   Article	   13.20	   also	   excludes	   some	   financial	  

instruments	   from	   its	   scope,	   which	   are	   included	   instead	   in	   the	   investment	   chapter.	   These	  

instruments	  are	  loans	  granted,	  or	  debt	  instruments	  owned,	  by	  financial	  institutions	  unless	  they	  

are	   also	   granted	   to	   or	   issued	   by	   a	   financial	   institution	   and	   treated	   as	   part	   of	   that	   financial	  

institution’s	  regulatory	  capital	  by	   its	  home	  state.1056	  Thus,	   if	  a	  US	   financial	   institution	  wants	   to	  

supply	   a	   loan	   cross-‐border	   to	   a	   Korean	   national	   or	   a	   Korean	   company	   that	   is	   not	   a	   financial	  

institution,	  the	  provision	  of	  this	  loan	  would	  fall	  under	  the	  investment	  chapter	  rather	  than	  under	  

the	  financial	  services	  chapter.	  

An	  important	  consequence	  of	  the	  inclusion	  of	  investment	  in	  the	  US–Korea	  FTA	  is	  that	  it	  opens	  up	  

Parties’	  domestic	  regulation	  to	  investor-‐state	  dispute	  settlement,	  provided	  for	  in	  Section	  B	  of	  the	  

investment	   chapter.	   Dispute	   settlement	   is	   also	   available	   for	   investment	   under	   the	   financial	  

services	   chapter	   to	   the	   extent	   that	   this	   chapter	   incorporates	   the	   provisions	   of	   the	   investment	  

chapter.1057	  As	   pointed	   out	   by	   Van	   Aaken	   and	   Kurtz,	   private	   investors	   in	   an	   investor-‐state	  

dispute	  are	  often	  more	  willing	   than	  other	   states	   in	  a	   state-‐state	  dispute	   to	  challenge	  domestic	  

measures	  aiming	  at	  protecting	  financial	  stability	  because	  there	  are	  no	  political	  considerations	  to	  

provide	  a	  restraint.1058	  This	  inclusion	  of	  investor-‐state	  dispute	  settlement	  thus	  exposes	  states	  to	  

a	   higher	   risk	   of	   legal	   challenges	   to	   exercises	   of	   their	   regulatory	   autonomy	   compared	   to	  when	  

there	   is	   no	   such	   system.	   This	   higher	   risk	   of	   challenge	   can	   have	   a	   chilling	   effect	   on	   states’	  

willingness	  to	  regulate.1059	  

In	  contrast	  to	  the	  US–Korea	  FTA,	  the	  EU–Korea	  FTA	  does	  not	  contain	  a	  comprehensive	  chapter	  

on	   investment	   that	   includes	   investor	   protections	   and	   investor-‐state	   enforcement.1060	  This	   is	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1054	  Ibid.,	  art.	  13.1(2)(a)	  and	  (b).	  

1055	  Ibid.,	  art.	  11.5.	  

1056	  Ibid.,	  art.	  13.20.	  

1057	  Ibid.,	  art.	  13.1(2)(b).	  	  

1058	  van	   Aaken	   and	   Kurtz,	   “Prudence	   or	   Discrimination?	   Emergency	   Measures,	   the	   Global	   Financial	   Crisis	   and	  
International	  Economic	  Law”,	  12	  Journal	  of	  International	  Economic	  Law	  859	  (2009),	  860-‐861.	  

1059 	  Anderson,	   Policy	   Handcuffs	   in	   the	   Financial	   Crisis	   (9	   February	   2009),	   at	   <http://www.ips-‐
dc.org/reports/policy_handcuffs_in_the_financial_crisis>,	  14.	  

1060	  EU–Korea	  FTA,	  art.	  7.10,	  footnote	  11.	  
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because	   it	  was	  negotiated	  before	  the	  entry	   into	   force	  of	   the	  Lisbon	  Treaty	  that	  granted	  the	  EU	  

exclusive	  competence	  over	  foreign	  direct	  investment.1061	  The	  EU–Korea	  FTA	  also	  does	  not	  have	  

a	   specific	   chapter	   on	   financial	   services,	   but	   includes	   the	   obligations	   regarding	   the	   regulatory	  

framework	   for	   financial	   services	   in	   its	   chapter	   on	   trade	   in	   services,	   establishment	   and	   e-‐

commerce.1062	  Within	  this	  chapter,	  the	  EU–Korea	  FTA	  does	  not	  follow	  the	  same	  distinction	  as	  the	  

GATS	   between	   the	   four	  modes	   of	   supply	   of	   services.	   Instead,	   it	   merges	  modes	   1	   and	   2	   in	   its	  

definition	   of	   cross-‐border	   supply	   of	   services.1063	  It	   further	   contains	   provisions	   relating	   to	   the	  

establishment	  of	  foreign	  investors1064	  and	  relating	  to	  the	  temporary	  presence	  of	  natural	  persons	  

for	  business.1065	  These	  final	  two	  categories	  do	  not	  fully	  overlap	  with	  modes	  3	  and	  4	  under	  GATS.	  

The	  establishment	  category	  is	  broader	  than	  GATS	  mode	  3	  as	  it	  includes	  establishment	  that	  is	  not	  

limited	   to	   trade	   in	   services,	  whereas	   the	   temporary	  presence	  category	   is	  narrower	   than	  GATS	  

mode	  4	  as	  it	  only	  applies	  to	  five	  groups	  of	  natural	  persons.1066	  

The	  US–Korea	  FTA	  also	  differs	  from	  the	  GATS	  and	  its	  EU	  counterpart	  in	  that	  it	  does	  not	  apply	  to	  

measures	   “affecting”	   trade	   in	   services,	   but	   measures	   “relating	   to”	   the	   financial	   institutions,	  

investors	  and	  cross-‐border	  trade	  in	  financial	  services.1067	  In	  WTO	  law,	  “relating	  to”	  is	  interpreted	  

broadly. 1068 	  If	   this	   interpretation	   were	   followed	   in	   the	   US–Korea	   FTA,	   a	   wide	   scope	   of	  

application	  of	  the	  obligations	  under	  the	  chapter	  on	  financial	  services	  would	  result.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1061	  Treaty	  of	  Lisbon	  amending	  the	  Treaty	  on	  European	  Union	  and	  the	  Treaty	  establishing	  the	  European	  Community,	  
signed	   at	   Lisbon,	   13	   December	   2007	   (2007)	   Official	   Journal	   C	  306/1,	   see	   Kelsey,	   Legal	   Analysis	   of	   Services	   and	  
Investment	   in	   the	   CARIFORUM-‐EC	   EPA:	   Lessons	   for	   Other	   Developing	   Countries	   (July	   2010),	   at	  
<http://www.southcentre.org/index.php?option=com_docman&task=doc_download&gid=1860&Itemid=182&lang=e
n>,	  49.	  The	  precise	  transitional	  arrangements	  relating	  to	  existing	  BITs	  between	  EU	  Members	  and	  third	  states	  are	  still	  
subject	  to	  debate.	  In	  its	  first	  reading	  of	  the	  proposed	  regulation	  on	  this	  topic,	  the	  European	  Parliament	  reduced	  the	  
European	  Commission’s	  proposed	  power	  to	  review	  existing	  BITs,	  see	  Position	  of	  the	  European	  Parliament	  adopted	  at	  
first	  reading	  on	  10	  May	  2011	  with	  a	  view	  to	  the	  adoption	  of	  Regulation	  (EU)	  No	  ../2011	  of	  the	  European	  Parliament	  and	  
of	  the	  Council	  establishing	  transitional	  arrangements	  for	  bilateral	   investment	  agreements	  between	  Member	  States	  and	  
third	   countries,	   at	   <http://www.europarl.europa.eu/sides/getDoc.do?pubRef=-‐//EP//TEXT+TA+P7-‐TA-‐2011-‐
0206+0+DOC+XML+V0//EN&language=EN#BKMD-‐121>.	  

1062	  EU–Korea	  FTA,	  Chapter	  7.	  

1063	  Ibid.,	  art.	  7.4(3)(a).	  

1064	  Ibid.,	  Chapter	  7,	  Section	  C.	  Article	  7.9(a)	  defines	  establishment	  as	  “(i)	  the	  constitution,	  acquisition	  or	  maintenance	  
of	  a	  juridical	  person;	  or	  (ii)	  the	  creation	  or	  maintenance	  of	  a	  branch	  or	  representative,	  office	  within	  the	  territory	  of	  a	  
Party	  for	  the	  purpose	  of	  performing	  an	  economic	  activity.”	  

1065	  Ibid.,	  Chapter	  7,	  Section	  D.	  Article	  7.17	  limits	  the	  applicability	  of	  the	  temporary	  presence	  provisions	  to	  “measures	  
of	   Parties	   concerning	   the	   entry	   into,	   and	   temporary	   stay	   in,	   their	   territories	   of	   key	   personnel,	   graduate	   trainees,	  
business	  services	  sellers,	  contractual	  service	  suppliers	  and	  independent	  professionals.”	  

1066	  See,	  in	  the	  context	  of	  the	  CARIFORUM-‐EC	  EPA,	  Kelsey,	  supra	  note	  1061,	  24.	  

1067	  US–Korea	  FTA,	  art.	  13.1(1).	  

1068	  See	  for	  example	  the	  interpretation	  of	  “relating	  to”	  in	  Article	  XX(g)	  GATT,	  discussed	  in	  Chapter	  7,	  Section	  I.D.	  
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Substantively,	   an	   important	   difference	   between	   the	   US–Korea	   FTA,	   on	   the	   one	   hand,	   and	   the	  

GATS	   and	   the	   EU–Korea	   FTA,	   on	   the	   other	   hand,	   is	   a	   different	   approach	   to	   the	   scheduling	   of	  

commitments	   for	   market	   access	   and	   national	   treatment	   of	   services,	   with	   flow-‐on	   effects	   for	  

current	  and	  capital	  account	  transactions	  and	  domestic	  regulation.	  The	  GATS	  adopt	  a	  positive	  list	  

approach.1069	  Under	  this	  approach,	  a	  Member’s	  Schedule	  lists	  the	  service	  sectors	  and	  the	  modes	  

of	   supply	   in	   which	   it	   agrees	   to	   liberalize	   trade	   as	   well	   as	   the	   conditions	   to	   which	   this	  

liberalization	  is	  subject.	  Services,	  sectors	  or	  modes	  of	  supply	  that	  a	  Member	  has	  not	  listed	  in	  its	  

Schedule	  are	  not	   subject	   to	  market	  access	  and	  national	   treatment	   liberalization	  commitments.	  

The	  EU–Korea	  FTA	   follows	   that	  approach.1070	  In	  contrast,	   the	  US–Korea	  FTA	  adopts	  a	  negative	  

list	   approach,	   meaning	   that	   a	   Party	   needs	   to	   list	   non-‐conforming	   measures	   explicitly	   in	   the	  

Annexes	  of	  Non-‐Conforming	  Measures.1071	  Any	  trade-‐restricting	  measures	  not	  mentioned	  in	  the	  

enacting	  Party’s	  Annex	  have	  to	  comply	  with	  the	  relevant	  rules	  in	  the	  FTA.	  	  

Precisely	  what	  to	  list	  in	  a	  Schedule	  thus	  becomes	  a	  very	  important	  decision.	  This	  is	  particularly	  

so	   for	   agreements	   that	   take	   a	   negative	   list	   approach	   as	   a	   negative	   list	   schedule	   needs	   to	  

anticipate	  any	  domestic	  measure	  with	  trade	  restricting	  effects	  that	  may	  be	  needed	  in	  the	  future	  

to	   protect	   a	   state’s	   domestic	   affairs.	   This	   is	   near	   impossible	   given	   the	   endless	   creativity	   of	  

financial	  markets	   in	  developing	  new	   financial	  products	  and	  services.	  Moreover,	   as	  Section	   II.B	  

argues,	  the	  Understanding	  on	  Financial	  Services	  and	  both	  FTAs	  studied	  restrict	  states’	  ability	  to	  

regulate	  new	  financial	  services	  introduced	  in	  other	  states.	  

Other	  substantive	  differences	  between	  the	  GATS	  and	  the	  FTAs	  regarding	  the	  specific	  obligations	  

to	  which	  their	  ability	  to	  regulate	  financial	  services	  trade	  is	  subject	  are	  discussed	  in	  the	  analysis	  

below.	  As	  will	  be	  argued,	  the	  GATS	  and	  the	  FTAs	  impose	  a	  range	  of	  obligations	  on	  states’	  ability	  

to	   regulate	   that	   serve	   to	   “de-‐nationalize”	   financial	   markets,1072	  by	   requiring	   states	   to	   grant	  

market	  access	  to	  foreign	  services	  and	  service	  suppliers,	  and	  by	  requiring	  them	  to	  liberalize	  their	  

current	   and	   capital	   account.	   While	   the	   thesis	   does	   not	   take	   a	   position	   on	   the	   desirability	   of	  

financial	   globalization,	   globalization	   can	   be	   problematic	   if	   not	   combined	   with	   appropriate	  

regulation.	   Regulation	   of	   states’	  monetary	  management	   policies	   is	   sorely	   lacking	   at	   the	   global	  

level,	   as	   discussed	   in	   Chapter	   8.	   As	   Sections	   III	   and	   IV	   discuss,	   the	   GATS	   and	   the	   FTAs	   only	  

worsen	  this	  lack	  of	  regulation	  by	  imposing	  limits	  on	  domestic	  regulation	  that	  are	  not	  sufficiently	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1069	  GATS,	  art.	  XX:1.	  

1070	  EU–Korea	  FTA,	  art.	  7.13.	  

1071	  US–Korea	  FTA,	  art.	  13.9.	  

1072	  Raghavan,	  supra	  note	  1039,	  35.	  
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compensated	   by	   the	   available	   exceptions	   and	   thus	   do	   not	   ensure	   the	   balance	   between	   states’	  

positive	  and	  negative	  freedom	  that	  is	  necessary	  to	  ensure	  a	  liberal	  system	  of	  sovereign	  states.	  As	  

a	   result	   of	   de-‐nationalization	   and	   deregulation,	   the	   GATS’	   and	   the	   FTAs’	   financial	   services	  

provisions	  potentially	  have	  a	  very	  wide	  impact	  on	  states’	  ability	  to	  enact	  domestic	  measures	  in	  

response	  to	  the	  negative	  impacts	  experienced	  as	  a	  result	  of	  other	  states’	  monetary	  management	  

policies,	  unless	  an	  exception	  is	  available.	  

II. THE	  PUSH	  TOWARDS	  FINANCIAL	  “DE-‐NATIONALIZATION”	  

When	   exposed	   to	   the	   threat	   of	   or	   actual	  macro-‐financial	   instability	   triggered	   by	   other	   states’	  

policies,	   the	   affected	   state	   could	   consider	   using	   restrictions	   on	   foreign	   service	   suppliers,	   on	  

foreign	  services	  or	  on	  the	  transboundary	  movements	  of	  funds	  as	  defensive	  mechanisms	  against	  

these	   inflows	   and	   outflows	   of	   “hot	   money”.	   For	   example,	   when	   state	   A	   increases	   the	   money	  

supply	   in	   its	   domestic	   economy	   through	   lax	   credit	   creation	   policies	   or	   expansive	   monetary	  

policies	   (i.e.	   a	   low	   interest	   rate),	   investors	   from	   state	   A	   seeking	   a	   better	   return	   on	   their	  

investments	  will	  be	  tempted	  to	  move	  their	  funds	  to	  state	  B	  where	  a	  higher	  interest	  rate	  applies.	  

These	  inflows	  of	  funds	  increase	  the	  demand	  for	  state	  B’s	  currency,	  leading	  to	  an	  appreciation	  of	  

its	  exchange	  rate.	  This	  appreciation	  can	  negatively	  affect	  the	  competitiveness	  of	  state	  B’s	  exports	  

on	   the	  global	  markets.	  Moreover,	   the	   inflow	  of	   funds	   can	   lead	   to	   an	  unsustainable	   inflation	  of	  

asset	  prices	   in	  state	  B.	  Another	  reason	  why	  State	  B	  may	  want	   to	  avoid	   “hot	  money”	   inflows	   is	  

that	   these	   foreign	   investors	   typically	   only	   invest	   for	   the	   short	   term	   and	   have	   no	   particular	  

commitment	   to	   its	   economy.	  When	   the	   interest	   rate	   differential	   between	   state	   A	   and	   state	   B	  

reduces	  or	  when	  state	  C	  offers	  an	  even	  higher	   interest	  rate	   than	  state	  B,	   funds	  are	  withdrawn	  

from	  state	  B.	  This	  withdrawal	   leads	   to	  a	  depreciation	  of	  state	  B’s	  exchange	  rate.	  Although	  this	  

depreciation	  can	  undo	  the	  negative	   impact	  of	   the	  appreciation	  on	   the	  competitiveness	  of	  state	  

B’s	   exporters,	   the	   depreciation	  will	  make	   it	  more	   difficult	   for	   state	  B	   or	   private	   borrowers	   to	  

repay	  any	  foreign	  currency	  loans	  that	  they	  have	  taken	  out	  while	  their	  currency’s	  exchange	  rate	  

was	   high.	   If	   the	   capital	   inflows	   were	   sustaining	   increases	   in	   asset	   prices,	   the	   stop	   in	   these	  

inflows	  may	  bring	   the	  asset	  price	  rises	   to	  a	  standstill.	  Moreover,	   if	   state	  B’s	  banks	  have	   to	  sell	  

assets	   to	   ensure	   that	   they	  have	   sufficient	   liquid	   assets	   available	   to	  meet	   the	  demands	  of	   their	  

investors,	  the	  sudden	  outflows	  of	  funds	  can	  cause	  the	  prices	  of	  these	  assets	  to	  drop	  and	  threaten	  

not	  only	  the	  liquidity,	  but	  also	  the	  solvency,	  of	  state	  B’s	  banks.	  

The	  push	   in	   the	  GATS	   and	   the	   FTAs	   towards	   reducing	   the	   relevance	   of	   territorial	   borders	   for	  

financial	  markets	  and	  the	  resulting	  creation	  of	  global	  financial	  markets	  has	  led	  to	  restrictions	  on	  

the	  legality	  of	  defensive	  mechanisms.	  
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A. Limits	  on	  Discriminatory	  Measures	  	  

To	   regulate	   the	   supply	   of	   financial	   services	   in	   its	   territory,	   a	   state	   could	   enact	  measures	   that	  

restrict	   the	   offer	   of	   retail	   deposit	   accounts	   to	   domestic	   banks	   to	   ensure	   that	   it	   can	   exercise	  

consolidated	  supervision	  over	  the	  banks	  that	  offer	  basic	  financial	  services	  to	  private	  individuals.	  

A	  state	  could	  also	  consider	  restricting	  the	  remote	  supply	  of	  financial	  services	  to	  financial	  service	  

providers	   that	   are	   physically	   present	   within	   its	   territory.	   Further,	   a	   state	   could	   require	   that	  

personal	   loans	   be	   offered	   by	   banks	   and	   not	   by	   other	   financial	   institutions,	   such	   as	   finance	  

companies,	  which	  are	  not	  subject	   to	   the	  same	  prudential	   regulation	  and	  supervision	  as	  banks.	  

The	  measures	  do	  not	  necessarily	  have	   to	  be	  prohibitions	  on	   the	  supply	  of	  a	   service,	  but	  could	  

also	   subject	   foreign	   financial	   service	   providers	   to	   specific	   reporting	   obligations	   or	   different	  

reserve	   requirements.	   As	   the	   following	   paragraphs	   illustrate,	   the	   legality	   of	   each	   of	   these	  

examples	   as	   a	   defensive	   mechanism	   against	   the	   negative	   impact	   of	   other	   states’	   monetary	  

management	  policies	  depends	  on	  the	  interpretation	  of	  the	  national	  treatment	  obligation	  in	  the	  

GATS	  and	  the	  FTAs	  studied.	  

Article	   XVII	   GATS	   binds	   WTO	   Members	   to	   accord	   to	   services	   and	   service	   suppliers	   of	   other	  

Members,	  in	  the	  sectors	  listed	  in	  their	  Schedule	  and	  subject	  to	  the	  conditions	  and	  qualifications	  

listed	  therein,	  treatment	  that	  is	  no	  less	  favourable	  than	  that	  accorded	  to	  their	  own	  like	  services	  

and	  service	  suppliers.1073	  This	  national	   treatment	  obligation,	  which	  applies	  very	  broadly	  to	  “all	  

measures	   affecting	   the	   supply	   of	   services”,1074	  points	   to	   GATS’	   goal	   of	   avoiding	   protection	   of	  

domestic	  service	  suppliers	  or	  services	  at	  the	  expense	  of	  foreign	  ones.1075	  	  

The	   EU–Korea	   FTA	   contains	   the	   same	   national	   treatment	   provision	   as	   GATS	   in	   its	   section	   on	  

establishment. 1076 	  There	   is,	   however,	   an	   important	   difference	   in	   the	   national	   treatment	  

provision	   in	   its	   section	   on	   the	   cross-‐border	   supply	   of	   services.1077	  This	   provision	   requires	   the	  

parties	   to	   list	   specifically	   any	   conditions	   on	   and	   qualifications	   to	   the	   national	   treatment	  

obligation	  in	  all	  sectors	  where	  market	  access	  commitments	  have	  been	  accepted.	  This	  amounts	  to	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1073	  GATS,	   art.	  XVII:1.	   In	   accordance	  with	  Article	  XX:2	  GATS,	   any	   conditions	   and	  qualifications	   that	   are	   inconsistent	  
with	  the	  national	  treatment	  obligation	  of	  Article	  XVII	  and	  the	  market	  access	  obligations	  of	  Article	  XVI	  will	  be	  inscribed	  
in	  the	  column	  relating	  to	  Article	  XVI.	  Therefore,	  to	  understand	  a	  state’s	  national	  treatment	  commitments,	  the	  market	  
access	  column	  has	  to	  be	  studied.	  

1074	  GATS,	   art.	  XVII:1;	   Krajewski	   and	   Engelke,	   “Article	   XVII	   GATS”,	   in	  Wolfrum	   et	   al.	   (Eds.),	  WTO–Trade	   in	   Services	  
(2008),	  398-‐399.	  

1075	  Diebold,	   supra	  note	   696,	   20.	   The	   Understanding	   on	   Financial	   Services,	   supra	   note	   1038,	   B(3)	   and	   C	   stipulate	  
specific	  national	  treatment	  obligations	  that	  states	  can	  schedule	  in	  relation	  to	  financial	  services.	  

1076	  EU–Korea	  FTA,	  art.	  7.12	  (establishment).	  

1077	  Ibid.,	  art.	  7.6.	  
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a	  negative	  list	  in	  practice,	  because	  unless	  states	  have	  listed	  exceptions	  to	  the	  national	  treatment	  

obligation,	   they	  will	  be	  obliged	  not	   to	  discriminate	   in	  all	   sectors	   for	  which	   they	  have	  accepted	  

market	  access	  obligations.1078	  

The	   US–Korea	   FTA	   national	   treatment	   provision	   applicable	   to	   financial	   services	   is	   worded	  

differently,	  because	  of	   the	  negative	   list	   approach	   taken	   in	   this	  FTA.	   It	  provides	   that	   treatment	  

“no	   less	   favourable”	   than	   that	   accorded	   to	   a	   Party’s	   own	   investors,	   financial	   institutions	   or	  

financial	   service	   suppliers	   “in	   like	   circumstances”	   shall	   be	   accorded	   to	   investors,	   financial	  

institutions	  or	  financial	  service	  suppliers	  from	  the	  other	  Party.1079	  	  

This	  brief	  overview	  of	   the	  relevant	  provisions	  reveals	   that,	  as	   in	   the	  context	  of	   trade	   in	  goods,	  

there	  are	  two	  important	  components	  to	  the	  national	  treatment	  obligation	  in	  the	  context	  of	  trade	  

in	  services:	  “likeness”	  and	  “less	  favourable	  treatment”.	  	  

The	  determination	  of	  “likeness”	  is	  even	  more	  elusive	  in	  the	  context	  of	  trade	  in	  services	  than	  it	  is	  

in	  the	  context	  of	  trade	  in	  goods.1080	  Of	  the	  four	  criteria	  that	  are	  traditionally	  used	  to	  determine	  

likeness	   of	   goods—physical	   characteristics,	   tariff	   classification,	   end	   uses	   and	   consumer	  

preferences1081—only	   the	   final	   two	   are	   useful	   to	   determine	   the	   likeness	   of	   services.	   Physical	  

characteristics	  cannot	  be	  used	  as	  a	  criterion	  for	  likeness	  in	  the	  context	  of	  trade	  in	  services	  due	  to	  

the	  intangible	  nature	  of	  services.1082	  Given	  that	  services	  do	  not	  physically	  cross	  a	  border,	  tariffs	  

are	  not	  an	  obstacle	   to	   their	   trade.	  Moreover,	   there	   is	  no	  standard	  classification	   for	  services	  as	  

there	   is	   for	   the	   tariff	   classification	   of	   goods.1083	  The	   WTO	   Secretariat	   has	   classified	   services	  

based	  on	  the	  UN	  Central	  Product	  Classification	  (CPC),1084	  but	  this	  classification	  is	  not	  considered	  

sufficient	  to	  make	  a	  positive	  finding	  of	  “likeness”.1085	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1078	  Kelsey,	  supra	  note	  1061,	  49.	  

1079	  US–Korea	  FTA,	  art.	  13.2.	  

1080	  Working	  Party	  on	  GATS	  Rules,	  Subsidies	  and	  Trade	  in	  Services:	  Note	  by	  the	  Secretariat,	   S/WPGR/W/9	   (6	  March	  
1996),	  para.	  9.	  

1081	  Working	  Party	  on	  Border	  Tax	  Adjustments,	  supra	  note	  697,	  para.	  18;	  Japan–Alcoholic	  Beverages	  II	  (AB),	  p.	  21.	  

1082	  Krajewski,	  supra	  note	  1010,	  101.	  

1083	  Ibid.,	  99.	  

1084	  WTO	  Secretariat,	  Services	  Sectoral	  Classification	  List,	  MTN.GNS/W/120	  (10	  July	  1991).	  

1085	  Krajewski,	   supra	   note	   1010,	   101-‐102;	   Cossy,	   “Some	   Thoughts	   on	   the	   Concept	   of	   ‘Likeness’	   in	   the	   GATS”,	   in	  
Panizzon	  et	  al.	  (Eds.),	  GATS	  and	  the	  Regulation	  of	  International	  Trade	  in	  Services	  (2008),	  334.	  
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Furthermore,	   services	   and	   service	   suppliers	   are	   inherently	   more	   diverse	   than	   goods.1086	  The	  

question	  becomes	   to	  what	  extent	   these	  differences	  make	  services	  and	  service	  suppliers	  unlike	  

for	  the	  purpose	  of	  applying	  the	  national	   treatment	  obligation.	  Three	  questions	  are	  particularly	  

relevant:	  1)	  does	  the	  mode	  of	  supply	  of	  a	  service	  affect	  likeness?;	  2)	  do	  the	  methods	  or	  means	  of	  

supply	  affect	  likeness?;	  3)	  do	  the	  characteristics	  of	  the	  service	  suppliers	  affect	  likeness?	  To	  this	  

date,	   there	   is	   no	   WTO	   jurisprudence	   that	   directly	   addresses	   the	   precise	   interpretation	   of	  

“likeness”	  in	  the	  context	  of	  trade	  in	  services.1087	  

The	  relevance	  of	  the	  first	  question	  can	  be	  seen	  in	  the	  situation	  when	  a	  state	  restricts	  the	  supply	  

of	   a	   financial	   service	   to	   financial	   service	   providers	   that	   are	   incorporated	   within	   its	   territory	  

(mode	  3)	  and	  excludes	  the	  ability	  of	  natural	  persons	  (mode	  4)	  to	  offer	  a	  service	  that	  is	  otherwise	  

the	  same.	  The	  question	  then	  becomes	  whether	  the	  foreign	  mode	  4	  suppliers	  are	  only	  “like”	  the	  

domestic	   natural	   person	   suppliers	   or	  whether	   they	   are	   also	   “like”	   the	   domestic	   incorporated	  

suppliers.	   If	   cross-‐modal	   likeness	   is	   accepted,	   the	   legality	   of	   states’	   defensive	   mechanisms	   is	  

limited,	  because	  it	  will	  have	  to	  treat	  a	  broader	  range	  of	  foreign	  services	  and	  services	  suppliers	  

no	  less	  favourably	  than	  their	  domestic	  counterparts.	  	  

The	   second	   question	   regarding	   the	   methods	   or	   means	   of	   supply	   refer	   to	   how	   a	   service	   is	  

provided	  to	  the	  consumer.	  In	  the	  context	  of	  financial	  services	  trade,	  this	  question	  arises	  when	  a	  

state	  wishes	  to	  make	  a	  distinction	  between	  savings	  accounts	  offered	  by	  internet-‐only	  banks1088	  

and	  savings	  accounts	  offered	  by	  “brick	  and	  mortar”	  banks.	  Are	  both	  types	  of	  accounts	  seen	  as	  a	  

like	  service	  or	  does	  the	  remote	  supply	  of	  the	  online	  accounts	  make	  them	  “unlike”?	  Krajewski	  and	  

Engelke	  argue	  that	  services	  supplied	  through	  different	  methods	  or	  means	  should	  in	  general	  be	  

considered	  unlike,	  because	  of	   the	  absence	  of	   a	   full	   competitive	   relationship	  between	   them.1089	  

However,	   that	   would	   mean	   that	   if	   there	   is	   a	   competitive	   relationship	   between	   two	   services,	  

despite	  the	  differences	  in	  the	  methods	  or	  means	  of	  supply,	  states	  could	  not	  treat	  foreign	  services	  

less	  favourably	  than	  domestic	  services.	  This	  interpretation	  of	  the	  national	  treatment	  obligation	  

restricts	  the	  legality	  of	  defensive	  mechanisms.	  

Tying	  into	  this	  question	  of	  likeness	  across	  different	  methods	  of	  supply	  is	  the	  question	  whether	  

the	   characteristics	   of	   the	   service	   supplier	   affect	   the	   likeness	   of	   the	   service.	   This	   question	   is	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1086	  Cossy,	  supra	  note	  1085,	  327.	  

1087	  Diebold,	  supra	  note	  696,	  120.	  

1088	  An	  example	  in	  the	  New	  Zealand	  context	  is	  RaboDirect.	  

1089	  Krajewski	  and	  Engelke,	  supra	  note	  1074,	  403-‐404.	  
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similar	   to	   the	   question	   of	   the	   product/process	   distinction	   in	   the	   context	   of	   trade	   in	   goods.	  

However,	  unlike	  the	  trade	  in	  goods	  context,	  the	  characteristics	  of	  a	  service	  are	  often	  difficult	  to	  

distinguish	   from	   the	   characteristics	   of	   the	   service	   supplier	   or	   the	   methods	   of	   supply.1090	  

Moreover,	   the	   GATS	   and	   EU–Korea	   FTA’s	   reference	   to	   “like	   services	   and	   service	   suppliers”	  

indicates	  that	  there	  is	  no	  equivalent	  to	  the	  product/process	  distinction	  in	  the	  context	  of	  trade	  in	  

services.1091	  Therefore,	   the	  method	   through	  which	   a	   service	   is	   supplied	   should	   be	   allowed	   to	  

determine	   whether	   a	   service	   is	   like,	   and	   thus	   be	   able	   to	   constitute	   a	   ground	   for	   differential	  

treatment.	  	  

The	  reference	  to	  “like	  services	  and	  service	  suppliers”	  in	  the	  GATS	  and	  the	  EU–Korea	  FTA	  creates	  

a	  further	  complication	  for	  the	  determination	  of	  “likeness”.	  “Like	  services	  and	  service	  suppliers”	  

is	  open	  to	  different	  interpretations	  depending	  on	  whether	  the	  reference	  to	  “services	  and	  service	  

suppliers”	   is	   seen	   as	   a	   cumulative	   requirement.1092	  For	   example,	   if	   a	   defensive	   mechanism	  

involves	   stricter	  prudential	   requirements	   that	   can	  only	  be	  met	  by	  banks	  and	  not	  by	  non-‐bank	  

financial	   institutions	  that	  offer	   the	  same	  service	  as	  the	  banks,	  can	  another	  state	  argue	  that	   the	  

national	   treatment	   obligation	   is	   violated	   with	   respect	   to	   its	   non-‐bank	   financial	   institutions	  

compared	  to	  the	  regulating	  state’s	  banks?	  Each	  of	  these	  interpretations	  has	  a	  different	  impact	  on	  

the	   legality	   of	   a	   state’s	   defensive	   mechanisms	   in	   response	   to	   other	   states’	   monetary	  

management	  policies.	  	  

A	   first	   interpretation	  would	  be	   to	   argue	   that	   the	  national	   treatment	  obligation	  does	  not	   apply	  

given	  the	  differences	  between	  service	  suppliers,	  even	  if	  they	  offer	  the	  same	  service.	  Under	  this	  

approach,	  the	  national	  treatment	  obligation	  only	  applies	  if	  the	  foreign	  service	  supplier	  is	  “like”	  

the	  domestic	  service	  supplier	  and	  the	  service	  provided	  by	  the	  foreign	  service	  provider	  is	  “like”	  

the	  service	  provided	  by	  the	  domestic	  service	  supplier.1093	  	  

A	  second	  interpretation	  results	   in	  a	  similar	  outcome,	  but	  would	  only	  require	   likeness	  of	  either	  

the	  service	  or	  the	  service	  supplier,	  depending	  on	  whether	  the	  domestic	  measure	  relates	  to	  the	  

service	  or	  the	  service	  supplier.	  Thus,	  if	  the	  measure	  applies	  to	  banks,	  it	  only	  needs	  to	  be	  verified	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1090	  Ibid.,	  406;	  Trachtman	  and	  Nicolaïdis,	  supra	  note	  839,	  293;	  Diebold,	  supra	  note	  696,	  203,	  345.	  

1091	  Krajewski	  and	  Engelke,	  supra	  note	  1074,	  406;	  Pauwelyn,	  supra	  note	  848,	  359.	  

1092	  Krajewski	  and	  Engelke,	  supra	  note	  1074,	  408-‐409.	  	  

1093	  Ibid.,	  408;	  Diebold,	  supra	  note	  696,	  205.	  
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whether	  the	  measure	  does	  not	  treat	  foreign	  banks	  less	  favourably	  than	  domestic	  banks	  even	  if	  

foreign	  non-‐bank	  financial	  institutions	  offer	  the	  same	  service	  as	  domestic	  banks.1094	  	  

A	   third	   interpretation	   would	   be	   to	   argue	   that	   given	   the	   likeness	   of	   the	   service,	   foreign	   and	  

domestic	  suppliers	  cannot	  be	  treated	  differently	  even	  though	  they	  are	  unlike,	   i.e.	  one	  is	  a	  bank	  

and	  the	  other	  is	  not.	  Under	  this	  approach,	  both	  service	  provider	  and	  service	  need	  to	  be	  unlike	  to	  

exclude	  application	  of	  the	  national	  treatment	  obligation.1095	  If	  one	  of	  them	  is	  “like”	  its	  domestic	  

counterpart,	  the	  national	  treatment	  obligation	  applies.	  	  

Although	  there	  is	  no	  specific	  GATS	  case	  law	  specifically	  analysing	  “likeness”,	  WTO	  Panels	  seem	  

to	   have	   chosen	   the	   third	   interpretation	   by	   asserting	   that	   “to	   the	   extent	   that	   entities	   provide	  

these	   like	   services,	   they	   are	   like	   service	   suppliers.”1096	  Therefore,	   states’	   ability	   to	   regulate	  

service	   suppliers	   is	   restricted.1097	  The	   third	   interpretation	   prioritizes	   trade	   liberalization	   over	  

regulatory	  autonomy	  as	  it	  expands	  the	  scope	  of	  the	  national	  treatment	  obligation.1098	  As	  a	  result,	  

WTO	   Members’	   positive	   freedom	   to	   adopt	   the	   monetary	   management	   policies	   they	   see	   fit	  

prevails	  over	  the	  negative	  freedom	  of	  other	  Members.	  

As	   a	   final	   point	   regarding	   “likeness”,	   it	   needs	   to	   be	   borne	   in	   mind	   that	   the	   US–Korea	   FTA’s	  

national	   treatment	   obligation	   does	   not	   apply	   to	   “like	   services	   and	   service	   suppliers”	   but	   to	  

investors,	   financial	   institutions	   and	   financial	   service	   suppliers	   “in	   like	   circumstances”.	   This	  

different	   formulation,	  which	   is	   taken	   from	  NAFTA,	  allows	   for	  a	  wide	  range	  of	  circumstances—

including	  the	  “aims	  and	  effects”	  of	  a	  regulatory	  measure—to	  be	  taken	  into	  account	  to	  determine	  

likeness.1099	  Inclusion	  of	  the	  aims	  and	  effects	  allows	  for	  a	  narrower	  group	  of	  services	  and	  service	  

suppliers	   that	   cannot	  be	  discriminated	   against.	  Thus,	   the	  different	   formulation	  of	   the	  national	  

treatment	   obligation	   under	   the	   US–Korea	   FTA	   can	   result	   in	   fewer	   limits	   on	   the	   legality	   of	  

defensive	  mechanisms	  than	  in	  the	  context	  of	  the	  GATS	  or	  the	  EU–Korea	  FTA.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1094	  Krajewski	  and	  Engelke,	  supra	  note	  1074,	  409;	  Diebold,	  supra	  note	  696,	  210.	  

1095	  Krajewski	  and	  Engelke,	  supra	  note	  1074,	  408.	  

1096	  EC–Bananas	  III	  (Ecuador),	  para.	  7.322;	  Canada–Autos,	  para.	  10.248;	  Krajewski	  and	  Engelke,	  supra	  note	  1074,	  408-‐
409;	  Diebold,	  supra	  note	  696,	  188-‐195.	  

1097	  Diebold,	  supra	  note	  696,	  198.	  

1098	  Krajewski	  and	  Engelke,	  supra	  note	  1074,	  409;	  Diebold,	  supra	  note	  696,	  204.	  

1099	  Trujillo,	   “Mission	   Possible:	   Reciprocal	   Deference	   between	   Domestic	   Regulatory	   Structures	   and	   the	   WTO”,	   40	  
Cornell	   International	  Law	  Journal	   201	   (2007),	   241-‐244,	  248;	  Cossy,	   supra	   note	  1085,	  340;	  Diebold,	   supra	  note	  696,	  
121,	  146-‐153.	  
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As	  mentioned,	  “likeness”	  is	  only	  one	  aspect	  of	  the	  national	  treatment	  obligation.	  The	  treatment	  

of	  foreign	  services	  and	  service	  suppliers	  compared	  to	  their	  domestic	  counterparts	  also	  needs	  to	  

be	   less	   favourable	   to	   amount	   to	   a	   violation	   of	   the	   national	   treatment	   obligation.	   Treatment	   is	  

less	   favourable	   if	   it,	   through	   formally	   identical	   or	   formally	   different	   treatment,	   modifies	  

competitive	   conditions	   in	   favour	   of	   domestic	   services	   or	   service	   suppliers	   compared	   to	   like	  

services	   or	   service	   suppliers	   of	   other	   members.1100	  The	   national	   treatment	   provision	   thus	  

extends	  to	  de	  iure	  and	  de	  facto	  discrimination.1101	  Some	  of	  the	  examples	  given	  at	  the	  start	  of	  this	  

Section,	   such	   as	   the	   restriction	   of	   retail	   deposit	   accounts	   to	   domestic	   banks	   or	   the	   additional	  

reporting	   requirements	   for	   foreign	   financial	   service	   providers	   compared	   to	   their	   domestic	  

counterparts,	  are	  clearly	  de	  iure	  discriminatory.	  

To	  determine	   the	   limits	  on	   the	   legality	  of	   states’	  defensive	  mechanisms,	   the	  prohibition	  on	  de	  

facto	   discrimination	   is	   crucial,	   because	   this	   prohibition	   has	   the	   potential	   to	   reach	   deeply	   into	  

states’	  regulatory	  autonomy.	  A	  footnote	  to	  Article	  XVII	  GATS	  specifies	  that	  	  

[s]pecific	  commitments	  assumed	  under	  this	  Article	  shall	  not	  be	  construed	  to	  require	  any	  
Member	   to	   compensate	   for	  any	   inherent	   competitive	  disadvantages	  which	   result	   from	  
the	  foreign	  character	  of	  the	  relevant	  services	  or	  service	  suppliers.	  

As	  in	  the	  context	  of	  trade	  in	  goods,	  discussed	  in	  Chapter	  7,	  there	  is	  no	  jurisprudence	  on	  whether	  

de	  facto	  discrimination	  should	  be	  interpreted	  as	  requiring	  a	  diagonal	  or	  an	  asymmetric	  impact	  

test.	  Many	  authors	  have	  expressed	  a	  clear	  preference	  for	  the	   latter.1102	  Given	  that	  the	  standard	  

for	  de	   facto	  discrimination	   is	  arguably	   the	  most	   important	  question	   in	  relation	   to	   the	  scope	  of	  

the	   national	   treatment	   test,1103	  the	   lack	   of	   clarity	   raises	   questions	   about	   the	   legality	   of	   states’	  

defensive	  mechanisms	  in	  response	  to	  other	  states’	  monetary	  management	  policies.	  	  

B. Limits	  on	  Restrictions	  of	  New	  Financial	  Services	  with	  a	  Foreign	  Element	  

An	   important	   contributor	   to	   the	   Global	   Financial	   Crisis	   was	   the	   creation	   of	   various	   financial	  

innovations,	   such	   as	   asset-‐backed	   securities	   and	   credit	   default	   swaps,1104	  that	   were	   poorly	  

understood	   by	   investors,	   regulators	   and	   credit	   rating	   agencies.	   Many	   of	   these	   products	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1100	  GATS,	  art.	  XVII:3.	  

1101	  Diebold,	  supra	  note	  696,	  123.	  

1102	  See	  sources	  quoted	  in	  Ibid.,	  44,	  footnote	  35.	  

1103	  Pauwelyn,	  supra	  note	  848,	  359.	  

1104	  Blundell-‐Wignall	   and	   Atkinson,	   supra	   note	   181.	   A	   “credit	   default	   swap”	   is	   explained	   in	   footnote	   1009.	   “Asset-‐
backed	   securities”	   are	   securities	   that	   use	   the	   payments	   generated	   by	   other	   assets,	   e.g.	   mortgage	   repayments,	   as	  
collateral,	   see	   Financial	   Times	   Lexicon,	  Asset-‐Backed	  Securities,	   at	   <http://lexicon.ft.com/Term?term=asset_backed-‐
securities>.	  
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originated	  in	  the	  US,	  but	  were	  supplied	  cross-‐border	  to	  foreign	  investors.	  Given	  this	  experience,	  

states	   may	   want	   to	   be	   cautious	   before	   allowing	   novel	   financial	   services	   and	   products	   to	   be	  

supplied	   in	   their	  markets.	  Their	  ability	   to	  regulate	  or	  even	  restrict	   the	  supply	  of	  new	  financial	  

services	  through	  one	  of	  the	  four	  modes	  of	  supply	  can,	  however,	  be	  restricted	  by	  their	  obligations	  

under	  GATS	  or	  an	  FTA.	  

Under	  GATS,	  Members	  that	  have	  scheduled	  financial	  services	  in	  accordance	  with	  the	  approach	  of	  

the	  Understanding	  are	  required	  to	  allow	  financial	  service	  suppliers	  of	  another	  Member	  that	  are	  

already	  established	  within	  their	  territory	  to	  offer	  any	  new	  financial	  service.1105	  A	  “new	  financial	  

service”	  is	  defined	  as1106	  

a	  service	  of	  a	  financial	  nature,	  including	  services	  related	  to	  existing	  and	  new	  products	  or	  
the	  manner	  in	  which	  a	  product	  is	  delivered,	  that	  is	  not	  supplied	  by	  any	  financial	  service	  
supplier	  in	  the	  territory	  of	  a	  particular	  Member	  but	  which	  is	  supplied	  in	  the	  territory	  of	  
another	  Member.	  	  

Thus,	   if	  Member	  A	  incorporates	  the	  Understanding	  in	  its	  Schedule,	   it	  has	  to	  accept	  that	  service	  

suppliers	   established	   within	   its	   territory	   offer	   a	   new	   financial	   service	   that	   is	   already	   being	  

offered	  in	  any	  other	  WTO	  Member.	  Given	  that	  the	  Understanding	  requires	  the	  full	  liberalization	  

of	   the	   supply	   of	   financial	   services	   in	  mode	   3,	   Member	   A	  will	   have	   to	   allow	   foreign	   suppliers	  

under	  mode	   3	   to	   offer	   any	   service	   that	   is	   already	   offered	   in	   any	   other	  Member,	  which	   is	   not	  

necessarily	   limited	   to	   the	   home	   state	   of	   the	   financial	   service	   supplier.	   This	  will	   be	   so	   even	   if	  

Member	  A,	   the	   home	   state	  Member	   and	   the	  Member	   in	  which	   the	   financial	   service	   is	   already	  

supplied	  have	  a	  very	  different	  regulatory	  framework	  and	  the	  new	  financial	  service	  is	  not	  suited	  

for	  Member	  A’s	  regulatory	  framework.	  	  

The	  FTAs	  both	  adopt	  a	  mixed	  approach	   to	   the	   introduction	  of	  new	   financial	   services.	  Like	   the	  

Understanding,	  the	  EU–Korea	  FTA	  only	  applies	  to	  financial	  service	  suppliers	  already	  established	  

within	  the	  regulating	  Party’s	   territory	  when	  they	  want	  to	  offer	  the	  new	  financial	  service.1107	  In	  

contrast,	   the	   US–Korea	   FTA	   goes	   beyond	   GATS	   by	   extending	   the	   obligation	   to	   allow	   new	  

financial	   services	   to	   include	   the	   cross-‐border	   supply	   of	   the	   financial	   service	   or	   product.	   Both	  

FTAs	   are	   “GATS	  minus”	   because	   the	   obligation	   to	   allow	   new	   financial	   services	   only	   applies	   if	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1105	  Understanding	  on	  Financial	  Services,	  supra	  note	  1038,	  B(7).	  	  

1106	  Ibid.,	  D(3).	  

1107	  EU–Korea	  FTA,	  art.	  7.42.	  
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supply	  of	  the	  new	  financial	  service	  would	  be	  permitted	  to	  a	  Party’s	  own	  financial	  institutions	  in	  

like	  circumstances	  without	  the	  need	  for	  additional	  legislative	  action.1108	  	  

In	   the	   US–Korea	   FTA,	   a	   Party’s	   ability	   to	   introduce	   regulation	   once	   regulators	   have	   become	  

aware	   of	   the	   existence	   of	   a	   new	   financial	   service	   is	   hampered	   by	   the	   incorporation	   of	   the	  

expropriation	   and	   compensation	   provision	   and	   the	   investor-‐state	   dispute	   settlement	   of	   the	  

investment	   chapter	   in	   the	   chapter	   on	   financial	   services.1109	  The	   regulation	   of	   new	   financial	  

services	   could	   constitute	   an	   “indirect	   expropriation”	   if	   the	   regulatory	   measures	   affect	   the	  

investor’s	  enjoyment	  of	  the	  investment	  regardless	  of	  whether	  the	  ownership	  of	  the	  investment	  

is	   transferred	   from	   the	   investor	   to	   the	   state.1110	  Any	   measure	   that	   substantially	   reduces	   the	  

value	  of	   the	   investment	   to	   the	   investor	  could	  be	  considered	  an	  expropriation,	  regardless	  of	   its	  

purpose.1111	  

To	  soften	  the	  potentially	  broad	  impact	  of	  the	  expropriation	  provisions	  on	  regulatory	  autonomy,	  

many	   states	   now	   include	   interpretive	   annexes	   in	   their	   BITs	   and	   FTAs	   to	   clarify	   the	   scope	   of	  

these	  provisions.1112	  In	  the	  same	  vein,	  an	  Interpretive	  Annex	  to	  Chapter	  11	  has	  been	  included	  in	  

the	  US–Korea	  FTA.	  The	  Annex	   clarifies	   that	   the	  determination	  of	  whether	   a	  Party’s	   regulation	  

relating	   to	   new	   financial	   services	   constitutes	   an	   indirect	   expropriation	   depends	   on	   a	   case-‐by-‐

case	   analysis	   of	   the	   relevant	   facts.1113 	  Moreover,	   the	   Annex	   mitigates	   the	   prohibition	   on	  

expropriation	  by	   recognizing	   that,	   except	   in	   rare	   circumstances,	   non-‐discriminatory	  measures	  

designed	  and	  applied	  to	  protect	  legitimate	  public	  welfare	  objectives	  do	  not	  constitute	  an	  indirect	  

expropriation.1114	  Although	   the	   list	   of	   legitimate	   welfare	   objectives	   is	   not	   exhaustive,1115	  it	   is	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1108	  US–Korea	  FTA,	  art.	  13.6;	  EU–Korea	  FTA,	  art.	  7.42.	  

1109	  US–Korea	  FTA,	  art.	  13.1(2)(a)	  and	  (b)	  jo.	  art.	  11.6.	  

1110	  Lowenfeld,	  supra	  note	  169,	  563.	  

1111 	  Dolzer	   and	   Schreuer,	   Principles	   of	   International	   Investment	   Law	   (2008),	   93;	   Reinisch,	   “Expropriation”,	   in	  
Muchlinski	  et	  al.	  (Eds.),	  The	  Oxford	  Handbook	  of	  International	  Investment	  Law	  (2008),	  432-‐433.	  

1112	  Vandevelde,	  “A	  Brief	  History	  of	  International	  Investment	  Agreements”,	  12	  U.C.	  Davis	  Journal	  of	  	  International	  Law	  
and	  Policy	  157	  (2005),	  187-‐188;	  Spears,	  “The	  Quest	  for	  Policy	  Space	  in	  a	  New	  Generation	  of	  International	  Investment	  
Agreements”,	  13	  Journal	  of	  International	  Economic	  Law	  1037	  (2010),	  1051.	  

1113	  US–Korea	  FTA,	  Annex	  11-‐B,	  para.	  3(a).	  

1114	  Ibid.,	  para.	  3(b).	  	  

1115	  Ibid.,	  footnote	  19.	  
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unclear	   whether	   it	   includes	   prudential	   regulation	   of	   new	   financial	   services	   or	   whether	   these	  

measures	  need	  to	  pass	  under	  the	  prudential	  carve-‐out	  discussed	  below.1116	  	  

If	   a	   regulation	  were	   found	   to	  be	   an	   indirect	   expropriation,	   it	   triggers	   an	  obligation	   to	  pay	   the	  

investor	  “prompt,	  adequate,	  and	  effective	  compensation”	  equivalent	  to	  the	  “fair	  market	  value	  of	  

the	   expropriated	   investment	   immediately	   before	   the	   expropriation	   took	   place”.1117	  While	   a	  

prohibition	  on	  expropriation	  does	  not	  bar	  states	  from	  exercising	  their	  regulatory	  autonomy,	  the	  

risk	  of	  being	  exposed	  to	  an	  arbitral	  procedure	  initiated	  by	  an	  investor	  and	  the	  obligation	  to	  pay	  

prompt,	   adequate	   and	   effective	   compensation	   can	   be	   prohibitive	   for	   host	   states	   and	   stymie	  

regulation	  of	  new	  financial	  services.	  

C. Current	  and	  Capital	  Account	  Liberalization	  

The	   push	   towards	   “de-‐nationalization”	   is	   further	   visible	   in	   various	   obligations	   to	   liberalize	  

current	   transactions	   and	   certain	   capital	   transactions.	   Capital	   account	   liberalization	   was	   an	  

important	  goal	  of	  the	  US	  and	  the	  EC	  during	  the	  GATS	  negotiations.1118	  

Footnote	  8,	  appended	  to	  Article	  XVI:1	  GATS,	  specifies,	   firstly,	   that	  market	  access	  commitments	  

relating	  to	  the	  cross-‐border	  supply	  of	  a	  service	  (mode	  1)	  imply	  a	  commitment	  to	  allowing	  free	  

cross-‐border	   capital	   flows	   if	   this	   is	   an	   essential	   part	   of	   the	   service	   and,	   secondly,	   that	  

commitments	   relating	   to	   mode	   3	   (commercial	   presence)	   require	   capital	   transfers	   relating	   to	  

such	   presence	   to	   be	   allowed	   into	   the	   territory.1119	  Article	   XI:2	  GATS	   similarly	   holds	   that	   a	  

Member	  cannot	  “impose	  restrictions	  on	  any	  capital	  transactions	  inconsistently	  with	  its	  specific	  

commitment	   regarding	   such	   transactions”.	   These	   obligations	   regarding	   capital	   account	  

liberalization	  come	  on	  top	  of	  the	  requirement	  to	  liberalize	  current	  transactions	  with	  respect	  to	  

specific	  commitments.1120	  	  

In	   the	  Doha	  Round	   of	  multilateral	   trade	   negotiations	   in	   the	  WTO,	   Korea	   has	   commented	   that	  

cross-‐border	   transactions	   that	   are	   not	   related	   to	   large-‐scale	   capital	  movement	   should	   not	   be	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1116	  See	  Chapter	  9,	  Section	  IV.D.	  

1117	  US–Korea	  FTA,	  art.	  11.6(1)(c)	  and	  11.6(2)(b).	  

1118	  Raghavan,	  supra	  note	  1039,	  38.	  

1119	  The	   footnote	   is	   silent	   about	   capital	   outflows	   under	   mode	   3.	   This	   suggests	   that	   they	   need	   not	   be	   liberalized.	  
Delimatsis	  and	  Molinuevo,	  “Article	  XVI	  GATS”,	  in	  Wolfrum	  et	  al.	  (Eds.),	  WTO–Trade	  in	  Services	  (2003),	  373.	  

1120	  GATS,	  art.	  XI:1.	  
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liberalized.1121	  Nevertheless,	   Korea’s	   FTAs	   with	   the	   US	   and	   the	   EU	   go	   much	   further	   than	   the	  

GATS	  in	  liberalizing	  both	  current	  and	  capital	  flows.	  

The	  EU–Korea	  FTA	  provides	  for	  unrestricted	  current	  account	  payments	  and	  transfers.1122	  Unlike	  

the	   requirement	   under	   Article	   XI:1	  GATS,	   this	   obligation	   is	   not	   subject	   to	   the	   Parties’	   specific	  

commitments.	  Capital	   transfers	  are	  also	  subject	   to	  broad	   liberalization	  obligations.	  The	  Parties	  

cannot	  restrict	  transfers	  of	  capital	  relating	  to	  investments	  and	  other	  transactions	  liberalized	  in	  

accordance	  with	  the	  chapter	  on	  trade	  in	  services,	  establishment	  and	  e-‐commerce,	  or	  relating	  to	  

the	   liquidation	   and	   repatriation	   of	   invested	   capital	   and	   of	   profit.1123	  In	   addition,	   investors	   can	  

also	   freely	   move	   capital	   related	   to	   other	   transactions	   such	   as	   financial	   loans	   and	   credits	   or	  

capital	   participation	   in	   a	   legal	   person. 1124 	  Finally,	   the	   EU–Korea	   FTA	   subjects	   existing	  

restrictions	   on	   capital	   transfers	   to	   a	   standstill	   clause,	   meaning	   that	   a	   Party	   cannot	   tighten	  

existing	  restrictions	  nor	  introduce	  new	  restrictions.1125	  

The	  US–Korea	  FTA	   imposes	  an	  obligation	  to	  allow	  all	   transfers	  relating	  to	  an	   investment	  or	   to	  

the	  cross-‐border	  supply	  of	  financial	  services,	  which,	  as	  discussed	  above,	  includes	  the	  obligation	  

to	  allow	  new	  financial	  services.1126	  All	  transfers	  have	  to	  be	  allowed	  in	  a	  freely	  usable	  currency	  at	  

the	   market	   rate	   of	   exchange	   prevailing	   at	   the	   time	   of	   transfer.1127	  A	   breach	   of	   these	   transfer	  

provisions	   in	   relation	   to	   investment,	   but	   not	   those	   in	   relation	   to	   the	   cross-‐border	   supply	   of	  

financial	  services,1128	  can	  trigger	  investor-‐state	  dispute	  settlement.1129	  

The	   GATS	   and	   the	   FTAs	   thus	   impose	   broad	   obligations	   on	   states	   to	   liberalize	   payments	   and	  

transfers	   relating	   to	   current	   and	   capital	   transactions	  within	   their	   territory.	   These	   obligations	  

limit	   states’	   freedom	   to	   impose	   capital	   controls	   on	   inflows	   of	   hot	   money,	   even	   if	   actions	   are	  

needed	   to	  protect	   their	  domestic	   affairs	   against	   the	  negative	   impact	  of	  other	   states’	  monetary	  

management	  policies.	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1121	  Communication	  from	  the	  Republic	  of	  Korea,	  S/CSS/W/86	  (2001),	  para.	  14.	  

1122	  EU–Korea	  FTA,	  art.	  8.1.	  

1123	  Ibid.,	  art.	  8.2(1).	  

1124	  Ibid.,	  art.	  8.2(2).	  

1125	  Ibid.,	  art.	  8.2(3).	  

1126	  US–Korea	  FTA,	  art.	  11.7(1),	  13.1(2)(a)	  jo.	  art.	  11(7)(1),	  13.1(2)(b)	  jo.	  art.	  12.10.	  

1127	  Ibid.,	  art.	  11.7(2),	  art.	  12.10(2).	  

1128	  Ibid.,	  art.	  13.1(2)(c)	  jo.	  art.	  12.10	  and	  footnote	  2	  to	  Chapter	  12.	  

1129	  Ibid.,	  art.	  13.1(2).	  
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III. THE	  PUSH	  TOWARDS	  DEREGULATION	  

In	  addition	  to	  restrictions	  on	  services	  or	  service	  suppliers	  of	  a	  foreign	  origin	  or	  restrictions	  on	  

payments	   and	   transfers,	   a	   state	   affected	   by	   the	   negative	   impact	   of	   other	   states’	   monetary	  

management	  policies	  on	  its	  macro-‐financial	  stability	  could	  opt	  to	  regulate	  all	  services	  or	  service	  

suppliers	   within	   its	   territory,	   regardless	   of	   their	   origin.	   This	   Section	   argues	   that	   trade	  

liberalization	  agreements,	  despite	  provisions	  aiming	   to	  ensure	  domestic	   regulatory	  autonomy,	  

limit	   states’	   ability	   to	   impose	   quantitative	   restrictions	   or	   non-‐discriminatory	   qualitative	  

measures	  on	  service	  suppliers	  or	  imported	  services.	  

A. Limits	  on	  Non-‐Discriminatory	  Quantitative	  Restrictions	  	  

Article	  XVI	  GATS	  and	  the	  similarly	  worded	  corresponding	  Articles	  in	  both	  FTAs1130	  prohibit	  five	  

types	  of	  quantitative	  measures	  that	  can	  restrict	  market	  access	  such	  as	  limitations	  on	  the	  number	  

of	  service	  suppliers,	  service	  operations	  or	  natural	  persons	  that	  can	  be	  employed,	  on	  the	  value	  of	  

service	   transactions	   or	   assets,	   or	   on	   the	   maximum	   foreign	   capital	   participation.1131	  These	  

prohibitions	   apply	  whenever	   states	   have	  made	   specific	   commitments	   under	   GATS	   or	   the	   EU–

Korea	  FTA	  or	  unless	  states	  have	  excluded	  a	  specific	  sector	  or	  measure	  from	  this	  obligation	  under	  

the	  US–Korea	  FTA.	  	  

Financial	  service	  providers	  who	  want	  to	  stand	  out	  in	  a	  crowded	  marketplace	  will	  often	  seek	  to	  

increase	   the	   yield	   on	   their	   investments	   to	   attract	   potential	   investors.	   A	   higher	   yield	   does	   not	  

always	  result	   from	  better	   investment	  skills	  of	  the	  financial	  service	  providers,	  but	  can	  also	  be	  a	  

reward	   for	   higher	   risks	   they	   have	   taken	   on.	   Excessive	   competition	   between	   financial	   service	  

providers	   can	   encourage	   higher	   risk	   activities. 1132 	  States	   may	   therefore	   want	   to	   impose	  

maximum	   restrictions	   on	   the	   number	   of	   financial	   service	   providers	   to	   reduce	   excessive	  

competition.	  However,	  Article	  XVI:2(a)	  restricts	  their	  ability	  to	  introduce	  limits	  on	  the	  maximum	  

number	  of	   financial	   service	  providers.	  The	   legality	  of	  such	  measures	  as	  defensive	  mechanisms	  

thus	  depends	  on	  the	  availability	  of	  an	  exception,	  which	  is	  the	  topic	  of	  Section	  IV.	  

Since	  US–Gambling,	   it	   has	   been	   clear	   that	   the	   scope	   of	   Article	   XVI	   is	   wider	   than	   its	   wording	  

suggests.	  In	  this	  case,	  a	  non-‐discriminatory	  ban	  imposed	  by	  the	  US	  on	  remote	  gambling	  was	  seen	  

as	  a	  “zero	  quota”	  because	  it	  had	  the	  effect	  of	   limiting	  imports	  of	  remote	  gambling	  services	  to	  a	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1130	  US–Korea	   FTA,	   art.	  12.4,	   for	   financial	   services	   supplied	   by	   investments	   that	   are	   not	   covered	   investments	   in	   a	  
financial	  institution,	  and	  art.	  13.4,	  for	  financial	  institutions.	  EU–Korea	  FTA,	  art.	  7.5(2)	  and	  7.11(2).	  

1131	  GATS,	  art.	  XVI:2(a)-‐(d)	  and	  (f).	  

1132	  Kelsey,	  supra	  note	  1061,	  85.	  
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maximum	   of	   zero	   whereas	   the	   US	   had	  made	   a	   full	   market	   access	   commitment.	   The	   ban	   was	  

equated	  to	  a	  quantitative	  restriction	  prohibited	  by	  Article	  XVI:2(a)	  and	  (c)	  rather	  than	  treated	  as	  

a	   qualitative	   restriction.1133	  This	   conclusion	  was	   reached	  despite	   the	   recognition	   that	   only	   the	  

market	   access	   restrictions	   specifically	   listed	   in	   Article	   XVI:2	   are	   prohibited	   if	   market	   access	  

commitments	  are	  undertaken	  and	  despite	  this	  list	  not	  including	  limits	  based	  on	  how	  a	  service	  is	  

supplied.1134	  	  

Under	  this	  jurisprudence,	  qualitative	  measures	  in	  a	  sector	  for	  which	  specific	  commitments	  have	  

been	   accepted	   are	   surreptitiously	   turned	   into	   quantitative	   measures.	   This	   is	   because	   any	  

qualitative	  threshold	  implies	  that	  services	  or	  service	  suppliers	  that	  fall	  below	  the	  threshold	  are	  

excluded	  from	  the	  market	  and	  thus	  subject	  to	  a	  “zero	  quota”.1135	  Equating	  a	  qualitative	  threshold	  

with	   a	   quantitative	   restriction	   leaves	   very	   little	   in	   terms	   of	   Members’	   domestic	   regulatory	  

autonomy	   and	   shows	   a	   preference	   for	   liberalized	   trade.1136	  This	   preference	  was	   confirmed	   as	  

much	  by	  the	  WTO	  Panel	  when	  it	  held	  that	  while	  Members	  had	  a	  right	  to	  regulate	  under	  Article	  VI,	  

“this	  sovereignty	  ends	  whenever	  rights	  of	  other	  Members	  under	  the	  GATS	  are	  impaired”.1137	  	  

As	  a	  result,	  various	  measures	  that	  Members	  have	  considered	  in	  response	  to	  the	  Global	  Financial	  

Crisis	  would	  come	  within	  the	  scope	  of	  Article	  XVI	  if	  Members	  have	  made	  commitments	  to	  grant	  

market	   access	   to	   financial	   service	   providers.	   In	   a	   recent	   communication	   to	   the	   Committee	   on	  

Trade	  in	  Services,	  Barbados	  invoked	  the	  examples	  of	  bans	  on	  the	  use	  of	  hedge	  funds	  or	  on	  the	  

use	  of	  credit	  default	  swaps,	  unless	  the	  purchaser	  of	  the	  swap	  also	  owns	  the	  underlying	  debt.1138	  

B. Limits	  on	  Non-‐Discriminatory	  Qualitative	  Measures	  

A	  further	  push	  towards	  deregulation	  in	  trade	  liberalization	  agreements	  arises	  from	  the	  various	  

limits	   on	   non-‐discriminatory	   qualitative	   measures.	   A	   first	   restriction	   is	   included	   in	   Article	  

XVI:2(e)	  GATS	  which	  prohibits	  “measures	  which	  restrict	  or	  require	  specific	  types	  of	  legal	  entity	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1133	  US–Gambling	  (Panel),	  paras	  6.330	  and	  6.355;	  US–Gambling	  (AB),	  paras	  238	  and	  251.	  

1134	  US–Gambling	   (Panel),	   paras	  6.298	   and	   6.318;	   King	   and	   Kalupahana,	   “Choosing	   between	   Liberalization	   and	  
Regulatory	  Autonomy	  under	  GATS:	  Implications	  of	  U.S.-‐Gambling	  for	  Trade	  in	  Cross	  Border	  E-‐Services”,	  40	  Vanderbilt	  
Journal	  of	  Transnational	  Law	  1189	  (2007),	  1240.	  

1135	  Pauwelyn,	   “Rien	   Ne	   Va	   Plus?	   Distinguishing	   Domestic	   Regulation	   from	   Market	   Access	   in	   GATT	   and	   GATS”,	   4	  
World	  Trade	  Review	  131	  (2005),	  166.	  

1136	  Regan,	   “A	  Gambling	   Paradox:	  Why	   an	   Origin-‐Neutral	   ‘Zero-‐Quota’	   Is	   Not	   a	   Quota	   under	   GATS	   Article	   XVI”,	   41	  
Journal	  of	  World	  Trade	  1297	  (2007),	  1315.	  

1137	  US–Gambling	  (Panel),	  para.	  6.316.	  

1138	  Committee	  on	  Trade	  in	  Financial	  Services,	  Communication	  from	  Barbados:	  Unintended	  Consequences	  of	  Remedial	  
Measures	   Taken	   to	   Correct	   the	   Global	   Financial	   Crisis:	   Possible	   Implications	   for	  WTO	   Compliance,	   JOB/SERV/38	   (18	  
February	  2011),	  paras	  5	  and	  9.	  “Credit	  Default	  Swaps”	  are	  defined	  in	  footnote	  1009.	  
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or	   joint	   venture	   through	  which	   a	   service	   supplier	  may	   supply	   a	   service”.1139	  Unless	   a	  Member	  

has	   included	  a	  reservation	  in	   its	  Schedule,	   this	  provision	  bans	  it	   from	  imposing	  a	  specific	   legal	  

form	   on	   financial	   institutions	   active	   within	   its	   territory.	   If	   a	   Member	   has	   adopted	   the	  

Understanding	   in	   its	   Schedule,	   it	  will	   be	  bound	   to	   allow	   financial	   service	   suppliers	   of	   another	  

Member	   to	   access	   its	   market	   through	   a	   branch	   rather	   than	   through	   a	   subsidiary	   due	   to	   the	  

commercial	  presence	  commitments	  in	  the	  Understanding.1140	  Moreover,	  if	  the	  Member	  wishes	  to	  

limit	  this	  commitment,	  it	  is	  bound	  by	  the	  Understanding’s	  standstill	  obligation.1141	  

Thus,	   domestic	   legislation	   that	   obliges	   foreign	   financial	   service	   providers	   to	   operate	   through	  

subsidiaries	  rather	  than	  branches	  would	  be	  contrary	  to	  the	  market	  access	  obligations	  to	  which	  

Members	  have	  committed	  themselves.1142	  The	  difference	  between	  branches	  and	  subsidiaries	   is	  

crucial,	   because	   under	   the	   rules	   allocating	   the	   responsibility	   to	   regulate	   and	   supervise	  

internationally	   active	   banks, 1143 	  host	   states	   typically	   can	   only	   regulate	   and	   supervise	  

subsidiaries	   and	   not	   branches	   of	   foreign	   financial	   institutions,	   which	   instead	   fall	   within	   the	  

jurisdiction	  of	  the	  parent	  company’s	  home	  state.1144	  	  

A	  second	  restriction	  is	  Article	  VI	  GATS	  which	  complements	  the	  provisions	  on	  market	  access	  and	  

national	   treatment	   by	   preventing	   unnecessary	   barriers	   to	   trade	   in	   services.1145	  These	   barriers	  

can	  be	  of	  a	  procedural	  or	  of	  a	  substantive	  nature.	  Of	  relevance	  here	  is	  the	  impact	  of	  Article	  VI	  on	  

substantive	  requirements	  regarding	  services	  and	  service	  suppliers.	  	  

Article	   VI:4	   provides	   for	   the	   development	   by	   the	   Council	   for	   Trade	   in	   Services	   of	   necessary	  

disciplines	   for	   domestic	   measures	   relating	   to	   “qualification	   requirements	   and	   procedures,	  

technical	   standards	   and	   licensing	   requirements”	   (“QTL-‐requirements”)	   to	   ensure	   that	   these	  

requirements	  are	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1139	  GATS,	  art.	  XVI:2(e);	  US–Korea	  FTA,	  art.	  13.4(b);	  EU–Korea	  FTA,	  art.	  7.11(e).	  

1140	  Understanding	   on	   Financial	   Services,	   supra	   note	  1038,	   B(5).	   Commercial	   presence	   includes	   the	   creation	   of	   a	  
branch	  rather	  than	  a	  subsidiary,	  see	  GATS,	  art.	  XXVIII:d(ii).	  

1141	  Understanding	  on	  Financial	  Services,	  supra	  note	  1038,	  A.	  

1142	  Delimatsis	   and	   Sauvé,	   “Financial	   Services	   Trade	   after	   the	   Crisis:	   Policy	   and	   Legal	   Conjectures”,	   13	   Journal	   of	  
International	   Economic	   Law	   837	   (2010),	   841-‐842;	   Committee	   on	   Trade	   in	   Financial	   Services,	   supra	   note	   1138,	   3,	  
para.	  12.	  

1143	  See	  Chapter	  8,	  Section	  III.	  

1144	  Delimatsis	  and	  Sauvé,	  supra	  note	  1142,	  841-‐842;	  Kelsey,	  supra	  note	  1061,	  85.	  	  

1145	  Mattoo	  and	  Sauvé,	  “Domestic	  Regulation	  and	  Trade	  in	  Services:	  Key	  Issues”,	  in	  Sauvé	  and	  Mattoo	  (Eds.),	  Domestic	  
Regulation	  and	  Service	  Trade	  Liberalization	   (2003),	   3;	  Krajewski,	   “Article	  VI	  GATS”,	   in	  Wolfrum	  et	   al.	   (Eds.),	  WTO–
Trade	  in	  Services	  (2008),	  167-‐168;	  Wouters	  and	  Coppens,	  supra	  note	  1026,	  216.	  
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(a)	  based	   on	   objective	   and	   transparent	   criteria	   […];	   (b)	  not	   more	   burdensome	   than	  
necessary	  to	  ensure	  the	  quality	  of	  the	  service;	  (c)	  in	  the	  case	  of	  licensing	  procedures,	  not	  
in	  themselves	  a	  restriction	  on	  the	  supply	  of	  the	  service.	  

Examples	  of	  such	  measures	  in	  the	  context	  of	  financial	  services	  trade	  could	  be	  capital	  adequacy	  

ratios,	  reserve	  ratios,	  or	  minimum	  qualifications	  of	  board	  members	  of	  financial	  institutions.	  

Disciplines	   regarding	   these	  measures	   have	   not	   been	   developed	   yet	   in	   the	   context	   of	   financial	  

services	   trade.1146	  In	   the	  absence	  of	  disciplines	  developed	  by	   the	  Council	   for	  Trade	   in	  Services	  

and	  to	  ensure	  that	  Members’	  domestic	  measures	  relating	  to	  QTL-‐requirements	  in	  sectors	  where	  

they	  have	  undertaken	  specific	  commitments	  do	  not	  nullify	  or	  impair	  these	  commitments,	  Article	  

VI:5	  applies	  provisionally.	  	  

Of	   the	   substantive	   obligations	   imposed,	   the	   obligation	   to	   ensure	   that	   the	   requirements	   in	   the	  

domestic	   measures	   are	   “not	   more	   burdensome	   than	   necessary	   to	   ensure	   the	   quality	   of	   the	  

service”	   is	  directly	   relevant	   to	  determine	  Members’	   freedom	  to	  employ	  defensive	  mechanisms	  

against	  the	  negative	  impact	  of	  other	  Members’	  monetary	  management	  policies.1147	  As	  argued	  by	  

Trachtman,	  this	  obligation	  is	  potentially	  very	  restrictive	  of	  Members’	  regulatory	  autonomy.1148	  It	  

can	   raise	   debates	   in	   various	   contexts1149	  on	  whether	   a	   domestic	  measure	   is	   necessary	   for	   the	  

quality	  of	  the	  service	  or	  whether	  it	  serves	  other	  goals	  that	  are	  not	  necessarily	  related	  to	  quality	  

considerations,	   such	   as	   ensuring	   financial	   stability	   in	   the	   domestic	   economy.	   To	   determine	  

whether	   a	   trade	   restrictive	   domestic	   measure	   is	   necessary,	   international	   standards	   will	   be	  

considered,	  but	  only	  if	  developed	  by	  international	  organisations	  “whose	  membership	  is	  open	  to	  

the	   relevant	  bodies	  of	   at	   least	  all	   the	  Members	  of	   the	  WTO.”1150	  Given	   that	  membership	   in	   the	  

Basel	  Committee	  is	  limited,	  the	  Basel	  Accords	  are	  not	  an	  acceptable	  source	  of	  such	  international	  

standards.1151	  

The	   restriction	   on	   regulatory	   autonomy	   in	   Article	   VI:5	   is	   compensated	   for	   by	   the	   fact	   that	   it	  

would	   be	   up	   to	   a	   complaining	   Member	   to	   provide	   evidence	   that	   the	   measure	   is	   more	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1146	  Delimatsis	  and	  Sauvé,	  supra	  note	  1142,	  852-‐853.	  The	  latest	  state	  of	  play	  can	  be	  found	  in	  CTS	  Chairman’s	  Report	  
April	  2011,	  supra	  note	  1049,	  Annex	  I.	  

1147	  GATS,	  art.	  VI:5(a)(i)	  jo.	  art.	  VI:4(b).	  

1148	  Trachtman,	  “Lessons	  for	  the	  GATS	  from	  Existing	  WTO	  Rules	  on	  Domestic	  Regulation”,	  in	  Sauvé	  and	  Mattoo	  (Eds.),	  
Domestic	  Regulation	  and	  Services	  Trade	  Liberalization	  (2003),	  68.	  

1149	  The	  various	  fora	  for	  normative	  change,	  discussed	  in	  Chapter	  4,	  are	  all	  possible	  contexts	  in	  which	  the	  debate	  about	  
the	  necessity	  of	  a	  state’s	  regulatory	  actions	  can	  take	  place.	  

1150	  GATS,	  art.	  VI:5(b)	  and	  footnote	  3.	  

1151	  See	  footnote	  973	  for	  a	  list	  of	  current	  members.	  
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burdensome	  than	  necessary	  to	  ensure	  the	  quality	  of	  the	  service,	  as	  the	  necessity	  test	  is	  part	  of	  a	  

positive	   obligation	   rather	   than	   an	   exception.1152	  Moreover,	   the	   complainant	   would	   have	   to	  

establish	  that	  the	  measure	  “could	  not	  reasonably	  have	  been	  expected	  […]	  at	  the	  time	  the	  specific	  

commitments	   […]	   were	   made”.1153	  Proving	   this	   may	   be	   very	   onerous	   for	   the	   complaining	  

Member.1154	  The	  obstacles	   facing	  complainants	   indirectly	  protect	  Members’	   freedom	  to	   impose	  

QTL-‐requirements,	  at	  least	  until	  disciplines	  have	  been	  developed.	  

Limits	  on	  non-‐discriminatory	  qualitative	  measures	  also	  exist	  in	  the	  FTAs.	  At	  the	  start	  of	  the	  EU–

Korea	   FTA’s	   chapter	   trade	   in	   services,	   establishment	   and	   electronic	   commerce,	   the	   Parties	  

recognize	   in	   general	   terms	   the	   right	   to	   regulate	   and	   to	   introduce	   new	   regulation	   to	   meet	  

legitimate	   policy	   objectives,	   on	   the	   condition	   that	   this	   right	   is	   exercised	   consistently	  with	   the	  

provisions	  of	  the	  chapter	  on	  trade	  in	  services.1155	  What	  constitute	  “legitimate”	  objectives	  is	  not	  

specified,1156	  leaving	   considerable	   scope	   for	   interpretation	   that	   can	   be	   shaped	   by	   ideological	  

commitments	  prioritizing	  free	  trade	  over	  the	  protection	  of	  other	  values	  that	  Parties	  hold	  dear.	  

This	  general	  right	  to	  regulate	  is	  further	  developed	  in	  Article	  7.23	  EU–Korea	  FTA.	  The	  impact	  of	  

this	   Article	   on	   the	   legality	   of	   defensive	  mechanisms	   is	   different	   from	   the	   impact	   of	   Article	   VI	  

GATS.	   First,	   the	   obligation	   is	   cast	   in	   softer	   terms,	   as	   Parties	   only	   “endeavour	   to	   ensure”	   their	  

domestic	  regulation	  is	  based	  on	  the	  FTA’s	  requirements.1157	  Second,	  the	  right	  to	  regulate	  and	  to	  

impose	   new	   regulation	   to	   meet	   public	   policy	   objectives	   is	   explicitly	   recognized.	   These	   two	  

elements	  suggest	  a	  broader	  ability	  for	  host	  states	  to	  regulate	  as	  they	  see	  fit.	  However,	  there	  are	  

also	   factors	   that	   limit	   this	   ability.	   First,	   the	   obligation	   is	   not	   restricted	   to	   sectors	   in	   which	  

specific	   commitments	   have	   been	   accepted.	   Second,	   while	   the	   FTA	   does	   not	   require	   that	   the	  

measures	   be	   no	  more	   burdensome	   than	  necessary,	   it	   requires	   that	   the	  QTL-‐requirements	   not	  

constitute	  unnecessary	  barriers	   to	   trade	   in	   services	  between	   the	  Parties.	   Finally,	   the	  FTA	  also	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1152	  Krajewski,	  supra	  note	  1145,	  187.	  

1153	  GATS,	  art.	  VI:5(a)(ii).	  

1154	  Matsushita	  et	  al.,	  supra	  note	  695,	  629.	  

1155	  EU–Korea	  FTA,	  art.	  7.1(4).	  

1156	  “Legitimate	   objectives”	   are	   not	   defined	   in	   the	   GATS	   either.	   However,	   the	   Accountancy	   Disciplines	   developed	  
under	   Article	   VI	   GATS	   refer	   to	   legitimate	   objectives,	   see	   Council	   on	   Trade	   in	   Services,	   Disciplines	   on	   Domestic	  
Regulation	   in	   the	   Accountancy	   Sector,	   S/L/64	   (14	   December	   1998),	   para.	  2.	   Although	   this	   list	   is	   not	   exhaustive,	   it	  
points	  to	  a	  narrow	  range	  of	  objectives	  and	  still	  exposes	  states	  to	  the	  risk	  that	  the	  Appellate	  Body	  disagrees	  with	  the	  
legitimacy	  of	  its	  objectives.	  

1157	  EU–Korea	  FTA,	  art.	  7.23(3).	  
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specifies	  that	  Parties	  shall	  implement	  and	  apply	  a	  list	  of	  internationally	  agreed	  standards,	  such	  

as	  the	  Basel	  Accords,	  for	  regulation	  and	  supervision	  in	  the	  financial	  services	  sector.1158	  

The	   US–Korea	   FTA	   imposes	   disciplines	   on	   domestic	   regulation	   in	   its	   Chapter	   on	   the	   cross-‐

border	   supply	  of	   services.1159	  But,	   this	  provision	   is	  not	   listed	   in	   the	  provisions	  of	   that	  Chapter	  

incorporated	   in	   the	   Chapter	   on	   financial	   services.1160	  Yet,	   the	   domestic	   regulation	   provision	  

applies	  to	  a	  subset	  of	  financial	  services,	  namely	  those	  supplied	  by	  an	  investment	  that	  qualifies	  as	  

a	   “covered	   investment”	   in	   the	   investment	   chapter1161	  unless	   that	   investment	   is	   in	   a	   financial	  

institution.1162	  The	  text	  of	  this	  domestic	  regulation	  provision	  is	  almost	  identical	  to	  the	  one	  in	  the	  

EU–Korea	   FTA,	   with	   the	   exception	   that	   the	   right	   to	   introduce	   new	   regulations	   is	   limited	   to	  

“national	  policy	  objectives”	  rather	  than	  “public	  policy	  objectives”.	  The	  term	  “national”	  could	  be	  

seen	   as	   indicating	   that	   it	   is	   up	   to	   the	   regulating	   Party	   itself	   to	   determine	   the	   policy	   objective	  

without	   external	   interference	   or	   a	   need	   to	   justify	   that	   the	   objective	   is	   indeed	   one	   of	   “public”	  

policy.	  

The	   ability	   to	   regulate	   financial	   services	   under	   the	   US–Korea	   FTA	   is	   further	   affected	   by	   the	  

incorporation	   of	   the	   provision	   on	   expropriation	   and	   compensation	   that	   is	   part	   of	   the	   FTA’s	  

investment	  chapter	  into	  the	  chapter	  on	  financial	  services.1163	  If	  a	  Party’s	  regulation	  is	  considered	  

as	   an	   action	   equivalent	   to	   expropriation,1164	  the	   exercise	   of	   its	   right	   to	   regulate	   can	   trigger	   a	  

claim	   for	  compensation	  by	  a	   foreign	   investor	  of	   the	  other	  Party.1165	  The	   Interpretive	  Annex	  on	  

Expropriation1166	  stipulates	   that	   a	   relevant	   criterion	   to	   assess	   whether	   a	   specific	   regulatory	  

action	  is	  an	  indirect	  expropriation	  is	  “the	  extent	  to	  which	  the	  government	  action	  interferes	  with	  

distinct,	  reasonable	  investment-‐backed	  expectations”.1167	  The	  introduction	  of	  new	  regulation	  in	  

a	   less	   heavily	   regulated	   sector	   is	   less	   likely	   to	   be	   reasonable	   than	   in	   a	   heavily	   regulated	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1158	  Ibid.,	  art.	  7.24.	  	  

1159	  US–Korea	  FTA,	  art.	  12.7.	  

1160	  Ibid.,	  art.	  13.1(2).	  

1161	  Ibid.,	  art.	  1.4	  and	  11.28.	  

1162	  Ibid.,	  art.	  12.1(4)(a).	  

1163	  Ibid.,	  art.	  13.1(2)(a).	  

1164	  As	  defined	  in	  Ibid.,	  Annex	  11-‐B,	  para.	  3.	  

1165	  Ibid.,	  art.	  11.6(c).	  Chapter	  11’s	  investor-‐state	  dispute	  settlement	  mechanism	  applies	  to	  financial	  services	  by	  virtue	  
of	  art.	  13.1(2)(b).	  

1166	  Ibid.,	  Annex	  11-‐B.	  See	  also	  text	  accompanying	  footnotes	  1112-‐1114.	  

1167	  Ibid.,	  Annex	  11-‐B,	  para.	  3(a)(ii)	  	  
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sector. 1168 	  Given	   the	   general	   tendency	   towards	   deregulation	   of	   financial	   services,	   it	   is	  

conceivable	   that	   the	   introduction	   of	   new	   regulation	   would	   be	   seen	   as	   interference	   with	  

reasonable	   investment-‐backed	   expectations,	   and	   could	   thus	   be	   qualified	   as	   an	   indirect	  

expropriation.1169	  Some	  regulation	  may,	  however,	  be	  covered	  by	  the	  exemption	  in	  the	  Annex	  for	  

non-‐discriminatory	  regulation	  enacted	  to	  protect	  legitimate	  public	  welfare	  objectives,	  of	  which	  a	  

non-‐exhaustive	   list	   is	   included. 1170 	  In	   the	   context	   of	   monetary	   management	   policies,	   the	  

inclusion	  of	   real	   estate	  price	   stabilization	   is	   recognized	   as	   a	   relevant	  public	  welfare	  objective.	  

This	  could	  cover	  measures	  such	  as	  increased	  loan-‐to-‐value	  ratios	  for	  real	  estate	  investments.	  

In	   all	   three	   trade	   liberalization	   agreements,	   the	   main	   problem	   is	   the	   chilling	   effect	   of	   the	  

possibility	   of	   a	   legal	   challenge	   to	   domestic	   regulation.	   Regulation	   can	   expose	   a	   state	   to	  

complaints	  by	  other	  states,	  or	  by	  foreign	  investors	  under	  the	  US–Korea	  FTA,	  that	  their	  freedom	  

to	   trade	   is	   negatively	   affected.1171	  This	   is	   so	   even	   if	   the	   state	  wishes	   to	   regulate	   to	   protect	   its	  

domestic	  affairs	  against	  the	  negative	  impact	  of	  other	  states’	  monetary	  management	  policies.	  The	  

end	  result	  is	  an	  imbalance	  between	  one	  state’s	  freedom	  from	  external	  interference	  in	  its	  trading	  

opportunities	   and	   another	   state’s	   freedom	   from	   external	   interference	   in	   its	   macro-‐financial	  

stability.	  Seen	   from	  the	  perspective	  of	  states’	  positive	   freedom,	   there	   is	  an	   imbalance	  between	  

one	   state’s	   freedom	   to	   determine	   its	   monetary	   management	   policies,	   even	   if	   these	   have	   a	  

negative	   impact	   on	   other	   states’	   macro-‐financial	   stability,	   and	   another	   state’s	   freedom	   to	  

regulate	  the	  supply	  of	  financial	  services	  within	  its	  domestic	  market.	  	  

IV. THE	  EXCEPTIONS	  IN	  GATS	  AND	  THE	  FTAS	  

The	   interim	  conclusion	   that	  can	  be	  reached	  on	   the	  basis	  of	  Sections	   II	  and	   III’s	  analysis	  of	   the	  

limits	  in	  trade	  liberalization	  agreements	  on	  states’	  ability	  to	  regulate	  trade	  in	  financial	  services	  

is	  that	  states	  often	  have	  to	  accept	  restrictions	  on	  their	  negative	  freedom	  to	  protect	  other	  states’	  

exporting	  opportunities.	  This	  Section	  examines	  the	  various	  exceptions	  that	  are	  available	  under	  

the	   trade	   liberalization	   agreements	   to	   evaluate	   whether	   they	   compensate	   for	   the	   imbalance	  

between	  states’	  freedoms.	  Five	  exceptions	  will	  be	  discussed.	  These	  can	  be	  grouped	  in	  two	  types.	  

The	  first,	  discussed	  in	  Sections	  A	  to	  D,	  are	  defined	  by	  the	  situations	  in	  which	  they	  are	  available,	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1168	  Ibid.,	  Annex	  11-‐B,	  para.	  3(a)(ii),	  footnote	  18.	  

1169	  Kelsey,	   “How	   the	   Trans-‐Pacific	   Partnership	   Agreement	   Could	   Heighten	   Financial	   Instability	   and	   Foreclose	  
Governments’	  Regulatory	  Space”,	  New	  Zealand	  Yearbook	  of	  International	  Law	  (Forthcoming).	  

1170	  US–Korea	  FTA,	  Annex	  11-‐B,	  para.	  3(b)	  and	  footnote	  19.	  

1171	  Such	   claims	   can	   also	   arise	  between	  Korea	   and	   individual	  EU	  Member	  States	   if	   they	  have	   concluded	  a	  bilateral	  
investment	  treaty.	  The	  rights	  under	  these	  agreements	  are	  not	  limited	  by	  the	  FTA,	  see	  EU–Korea	  FTA,	  art.	  7.15.	  



Chapter	  9	  

	   242	  

for	   example,	   to	   protect	   public	   order	   or	   to	   protect	   against	   balance-‐of-‐payments	   problems.	   The	  

second,	   discussed	   in	   Section	  E,	   are	   exceptions	   that	   apply	   to	   a	   specific	   obligation	   only,	   namely	  

that	  to	  liberalize	  payments	  and	  transfers.	  

A. The	  General	  Exceptions	  

Like	   the	  GATT,	   the	  GATS	   includes	   a	   list	   of	   “general	   exceptions”.	   Article	   XIV	  GATS	  mirrors	   the	  

two-‐tier	   structure	   of	   Article	   XX	   GATT	   with	   a	   chapeau	   and	   a	   list	   of	   situations	   for	   which	   an	  

exception	  is	  available.	  The	  Appellate	  Body	  in	  US–Gambling	  considered	  that	  the	  case	  law	  relating	  

to	  the	  Article	  XX	  GATT	  is	  relevant	  in	  interpreting	  Article	  XIV	  GATS.1172	  	  

General	  exceptions	  are	  also	  available	   in	   the	  FTAs	  studied.	  Article	  7.50	  EU–Korea	  FTA	   includes	  

exceptions	  on	  the	  obligations	  on	  trade	  in	  services	  that	  are	  worded	  similarly	  to	  those	  in	  the	  GATS.	  

Article	  23.1(2)	  US–Korea	  FTA	  declares	  that	  Article	  XIV	  GATS	  is	   incorporated	  mutatis	  mutandis,	  

but	   only	   for	   specific	   chapters.	   The	   list	   of	   specific	   chapters	   does	   not	   include	   the	   chapter	   on	  

financial	   services,	   but	   includes	   the	   general	   chapter	   on	   the	   cross	   border	   supply	   of	   services.	  

Therefore,	  when	   a	   state	  wants	   to	   impose	   restrictions	   on	   trade	   in	   financial	   services	   to	   protect	  

macro-‐financial	   stability	  against	   the	  negative	   impact	  of	   another	   states’	  monetary	  management	  

policies,	  the	  exception	  can	  only	  be	  invoked	  as	  a	  justification	  for	  the	  breach	  of	  the	  provisions	  of	  

the	   chapter	   on	   cross	   border	   supply	   of	   services	   that	   apply	   to	   financial	   services.1173	  Given	   the	  

similarities	  between	  the	  GATS	  and	  the	  FTAs,	  the	  discussion	  below	  will	  focus	  on	  Article	  XIV	  GATS.	  

Of	  particular	  relevance	  in	  the	  context	  of	  trade	  restrictions	  that	  aim	  to	  protect	  a	  state’s	  domestic	  

affairs	  against	  transboundary	  macro-‐financial	  instability	  are	  subparagraphs	  (a)	  and	  (c)	  of	  Article	  

XIV.	  Article	  XIV(c)	  provides	  for	  an	  exception	  for	  measures	  that	  are	  	  

necessary	  to	  secure	  compliance	  with	  laws	  or	  regulations	  which	  are	  not	  inconsistent	  with	  
the	  provisions	  of	  this	  Agreement	  including	  those	  relating	  to	  	  

(i)	  the	  prevention	  of	  deceptive	  and	  fraudulent	  practices	  or	  to	  deal	  with	  the	  effects	  of	  a	  
default	  on	  services	  contracts;	  

[…]	  

A	  Member	  can	  only	  impose	  trade	  restrictions	  under	  this	  subparagraph	  if	  the	  laws	  or	  regulations	  

with	  which	  compliance	  is	  sought	  are	  not	  themselves	  inconsistent	  with	  GATS	  obligations.	  Trade	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1172	  US–Gambling	  (AB),	  para.	  291,	  confirming	  US–Gambling	  (Panel),	  para.	  6.448.	  

1173	  US–Korea	  FTA,	  art.	  12.1(4)(a)	  and	  13.1.2(c).	  
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restrictions	  imposed	  to	  ensure	  compliance	  with	  quantitative	  restrictions	  or	  non-‐discriminatory	  

“zero	  quota”	  can	  thus	  not	  be	  justified.	  

Article	   XIV(a)	   provides	   an	   exception	   for	   measures	   “necessary	   to	   protect	   public	   morals	   or	   to	  

maintain	  public	  order”.	  A	  footnote	  clarifies	  that	  “the	  public	  order	  exception	  may	  be	  invoked	  only	  

where	  a	  genuine	  and	  sufficiently	  serious	  threat	  is	  posed	  to	  one	  of	  the	  fundamental	   interests	  of	  

society”.	  Although	   the	   concept	  of	   “public	   order”	  has	  been	  part	   of	   the	  GATT	   since	  1947,	   it	  was	  

only	  interpreted	  for	  the	  first	  time	  in	  US–Gambling.1174	  The	  Panel	  held	  that1175	  	  

“public	   order”	   refers	   to	   the	   preservation	   of	   the	   fundamental	   interests	   of	   a	   society,	   as	  
reflected	  in	  public	  policy	  and	  law.	  These	  fundamental	   interests	  can	  relate,	   inter	  alia,	   to	  
standards	  of	  law,	  security	  and	  morality.	  

The	  WTO	  Panel	  confirmed	  that	  “Members	  […]	  have	  the	  right	  to	  determine	  the	  level	  of	  protection	  

that	  they	  consider	  appropriate”	  under	  Article	  XIV(a),	  as	  they	  have	  under	  Article	  XX	  GATT.1176	  It	  

added	  that1177	  

Members	  should	  be	  given	  some	  scope	  to	  define	  and	  apply	  for	  themselves	  the	  concepts	  of	  
“public	  morals”	  and	  “public	  order”	  in	  their	  respective	  territories,	  according	  to	  their	  own	  
systems	  and	  scales	  of	  values.	  

The	  Panel’s	  interpretation	  of	  “public	  morals”	  and	  “public	  order”	  was	  left	  intact	  on	  appeal1178	  and	  

later	   confirmed	   in	   the	   China–Audiovisual	   case.1179 	  Diebold	   criticizes	   this	   interpretation	   for	  

allowing	   too	   much	   scope	   for	   a	   unilateral	   definition	   of	   “public	   morals”.1180	  He	   argues	   that	   in	  

Article	  XX	  GATT	  cases	  such	  as	  EC–Asbestos	  or	  Korea–Beef,	  Members	  were	  only	  free	  to	  determine	  

the	  appropriate	   level	  of	  protection	  for	  a	  specific	  non-‐trade	  value.	  However,	  Members	  were	  not	  

free	  to	  decide	  whether	  the	  value	  could	   justify	  a	  violation	  of	  a	   trade	  obligation	  as	   this	  was	  pre-‐

determined	  by	   the	   subparagraphs	  of	  Article	  XX.	  The	   interpretation	  of	   “health”	   or	   “exhaustible	  

natural	   resources”	   in	   Article	   XX	   is	   subject	   to	   challenge	   before	  WTO	   Panels	   and	   the	   Appellate	  

Body.	   Thus,	   the	  Panel’s	   decision	   in	  US–Gambling	  to	   allow	  Members	   to	   determine	  not	   only	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1174	  Wu,	   “Free	  Trade	  and	   the	  Protection	  of	  Public	  Morals:	  An	  Analysis	  of	   the	  Newly	  Emerging	  Public	  Morals	  Clause	  
Doctrine”,	  33	  Yale	  Journal	  of	  International	  Law	  215	  (2008),	  219-‐225.	  

1175	  US–Gambling	  (Panel),	  para.	  6.467.	  

1176	  Ibid.,	  para.	  6.461.	  

1177	  Ibid.,	  para.	  6.461.	  

1178	  US–Gambling	  (AB),	  paras	  296-‐299.	  

1179	  China–Audiovisual	   (Panel),	   para.	  7.759.	   The	   Appellate	   Body	   accepted	   this	   qualification,	  China–Audiovisual	   (AB),	  
para.	  243.	  

1180	  Diebold,	   “The	  Morals	   and	  Order	   Exceptions	   in	  WTO	   Law:	   Balancing	   the	   Toothless	   Tiger	   and	   the	  Undermining	  
Mole”,	  11	  Journal	  of	  International	  Economic	  Law	  43	  (2008),	  52-‐53.	  
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appropriate	  level	  of	  protection,	  but	  also	  whether	  a	  particular	  value	  falls	  within	  the	  scope	  of	  the	  

concept	   of	   “public	   order”,	   gives	  Members	   considerably	  more	   freedom	   than	   the	   affirmation	   of	  

Members’	  right	  to	  determine	  the	  appropriate	  level	  of	  protection	  in	  the	  context	  of	  Article	  XX.	  	  

Nevertheless,	  the	  Panel	  in	  US–Gambling	  did	  not	  give	  the	  US	  carte	  blanche	  in	  the	  determination	  of	  

“public	   morals”	   and	   “public	   order”,	   but	   referred	   to	   the	   practice	   of	   other	   Members	   regarding	  

restrictions	   on	   gambling	   activities. 1181 	  Marwell	   argues	   that	   this	   comparative	   approach	  

constitutes	  a	  limit	  on	  Members’	  ability	  to	  define	  public	  morals	  unilaterally.1182	  

A	  broad	  interpretation	  of	  the	  public	  order	  exception	  makes	  it	  easier	  for	  Members	  to	  argue	  that	  

macro-‐financial	  instability	  is	  a	  genuine	  and	  sufficiently	  serious	  threat	  to	  the	  preservation	  of	  the	  

fundamental	  interests	  of	  society.	  The	  social	  unrest	  following	  recent	  instances	  of	  macro-‐financial	  

instability	   in	   Iceland	   and	   Greece	   are	   examples	   of	   how	   macro-‐financial	   instability	   can	   pose	   a	  

threat	  to	  the	  maintenance	  of	  public	  order	  in	  a	  society.	  

However,	   establishing	   that	   the	   trade	   restrictions	   are	   a	   means	   towards	   the	   end	   of	   reducing	  

macro-‐financial	   instability	   is	   only	   the	   first	   step	   in	   the	   first	   tier	   of	   the	   exception	   in	   Article	  

XIV(a)	  GATS.	   Trade	   restrictive	   measures	   can	   only	   be	   provisionally	   justified	   if	   necessary	   to	  

protect	  against	  a	  genuine	  and	  sufficiently	  serious	  threat	  to	  a	  fundamental	  interest	  of	  society.	  In	  

US–Gambling,	   the	   Panel	   and	   the	   Appellate	   Body	   applied	   the	   weighing	   and	   balancing	   test	  

developed	  in	  the	  context	  of	  Article	  XX	  GATT.1183	  However,	  these	  decisions	  also	  confirm	  Members’	  

“right	   to	  achieve	   its	  desired	   level	  of	  protection	  with	  respect	   to	   the	  objective	  pursued”.	  As	  with	  

respect	  to	  Article	  XX,	  the	  Appellate	  Body’s	  analysis	  of	  the	  necessity	  requirement	  can	  be	  faulted	  

for	   its	   internal	   inconsistency	  because	  the	  weighing	  and	  balancing	  test	   is	   incompatible	  with	  the	  

right	   to	   determine	   the	   appropriate	   level	   of	   protection.	   Although	  Members	   allegedly	   have	   the	  

power	   to	   determine	   the	   appropriate	   level	   of	   protection	   for	   a	   specific	   value,	   the	   necessity	  

requirement	  exposes	  them	  to	  a	  review	  of	  their	  policies	  by	  the	  WTO	  bodies.	  In	  contrast,	  Members	  

whose	  monetary	  management	  policies	  trigger	  the	  trade	  response	  are	  not	  subject	  to	  a	  review	  of	  

the	  necessity	  of	  those	  policies	  even	  though	  they	  have	  a	  negative	  impact	  abroad.	  	  

Finally,	  even	  if	  Members	  succeed	  in	  establishing	  that	  their	  measures	  fall	  within	  a	  subparagraph	  

of	  Article	  XIV	  GATS,	  they	  still	  have	  to	  show	  that	  these	  measures	  are	  applied	  consistently	  with	  the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1181	  US–Gambling	  (Panel),	  para.	  6.473.	  

1182	  Marwell,	   “Trade	   and	   Morality:	   The	  WTO	   Public	   Morals	   Exception	   after	   Gambling”,	   81	  N.Y.U.	   Law	   Review	   802	  
(2006),	  817-‐819.	  

1183	  US–Gambling	  (Panel),	  para.	  6.477;	  US–Gambling	  (AB),	  paras	  305-‐308.	  
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chapeau	  which,	   like	  the	  chapeau	  under	  Article	  XX	  GATT,1184	  requires	  that	  the	  restriction	  not	  be	  

an	  arbitrary	  or	  unjustifiable	  discriminatory,	  or	  a	  disguised	  restriction	  on	  trade	  in	  services.	  

B. The	  Security	  Exception	  

Like	   the	   GATT,	   the	   GATS	   provides	   for	   an	   exception	   when	   trade	   liberalization	   commitments	  

interfere	   with	   security-‐related	   concerns.	   Of	   relevance	   in	   the	   context	   of	   macro-‐financial	  

instability	   are	   the	   exceptions	   for,	   first,	   actions	   pursuing	   obligations	   under	   the	  UN	   Charter,1185	  

and,	  second,	  measures	  a	  Member	  considers	  “necessary	  for	  the	  protection	  of	  its	  essential	  security	  

interests	  […]	  taken	  in	  time	  of	  […]	  emergency	  in	  international	  relations”.1186	  

Regarding	  the	  first	  ground	  for	  exception,	  arguments	  can	  be	  found	  in	  the	   literature	  that	  the	  UN	  

Security	  Council	  should	  be	  able	  to	  use	  its	  Chapter	  VII	  powers	  to	  respond	  to	  acute	  situations	  of	  

economic	   instability.1187	  However,	   the	   Security	   Council	   has	   not	   yet	   done	   so	   in	   response	   to	  

macro-‐financial	   instability.	   Both	   FTAs	   studied	   also	   include	   an	   exception	   for	   measures	   that	  

execute	  a	  Party’s	   international	  obligations	  to	  maintain	  peace	  and	  security.1188	  Unlike	  the	  GATS,	  

neither	  of	  the	  FTAs	  requires	  that	  these	  obligations	  have	  to	  be	  found	  under	  the	  UN	  Charter.	  	  

Regarding	  the	  second	  ground	  for	  exception,	   the	  GATS	   is	   limited	  to	  situations	  of	  emergency	  “in	  

international	   relations”.1189 	  It	   is	   unclear	   whether	   macro-‐financial	   instability	   limited	   to	   the	  

territory	   of	   one	  Member,	   even	   if	   triggered	   by	   another	  Member’s	   policies,	   can	   be	   qualified	   as	  

“international”.	  Given	  that	  its	  GATT	  counterpart	  has	  rarely	  been	  invoked	  in	  practice,	  it	  is	  unlikely	  

that	  Members	  will	  often	  try	  to	  rely	  on	  Article	  XIVbis:1(b)(iii)	  GATS.	  The	  same	  can	  be	  said	  with	  

respect	  to	  the	  similarly	  worded	  exception	  in	  the	  EU–Korea	  FTA.1190	  

As	  pointed	  out	  in	  the	  context	  of	  climate	  change,1191	  the	  exception	  for	  “essential	  security	  interests”	  

in	  Article	  23.2(b)	  US–Korea	  FTA	  is	  broader	  than	  the	  exceptions	   in	  the	  GATS	  and	  the	  EU–Korea	  

FTA.	   First,	   it	   does	   not	   include	   a	   reference	   to	   “international	   relations”.	   Second,	   a	   footnote	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1184	  See	  Chapter	  7,	  Section	  I.D.	  

1185	  GATS,	  Article	  XIVbis:1(c).	  

1186	  Ibid.,	  Article	  XIVbis:1(b)(iii).	  

1187	  Boon,	   “Coining	   a	   New	   Jurisdiction:	   The	   Security	   Council	   as	   Economic	   Peacekeeper”,	   41	   Vanderbilt	   Journal	   of	  
Transnational	  Law	  991	  (2008),	  1026.	  

1188	  US–Korea	  FTA,	  art.	  23.2(b);	  EU–Korea	  FTA,	  art.	  15.9(c).	  

1189	  GATS,	  Article	  XIVbis:1(b)(iii).	  

1190	  EU–Korea	  FTA,	  art.	  15.9(b)(iii).	  

1191	  See	  Chapter	  7,	  Section	  I.E.	  
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specifies	  that	  if	  this	  exception	  is	  invoked	  in	  an	  arbitral	  proceeding,	  “the	  tribunal	  or	  panel	  hearing	  

the	   matter	   shall	   find	   that	   the	   exception	   applies”,1192	  leaving	   no	   doubt	   about	   the	   self-‐judging	  

nature	  of	  this	  exception.	  

The	   exception	   for	   the	   protection	   of	   essential	   security	   interests	   in	   the	   US–Korea	   FTA	   could	  

arguably	  include	  the	  need	  to	  avoid	  economic	  problems	  due	  to	  macro-‐financial	  instability.	  In	  this	  

respect,	   a	   parallel	   can	   be	   drawn	   with	   various	   cases	   before	   the	   International	   Centre	   for	  

Settlement	  of	  Investment	  Disputes	  (ICSID)	  in	  relation	  to	  the	  emergency	  exception	  of	  Article	  XI	  of	  

the	   US–Argentina	   BIT.1193	  These	   cases	   did	   not	   examine	   the	   legality	   of	   trade	   restrictions,	   but	  

rather	   the	   legality	   of	   domestic	   measures	   that	   had	   an	   effect	   on	   foreign	   investors	   within	   the	  

territory	   of	   the	   regulating	   state.	   Therefore,	   the	   underlying	   question	   is	   different	   from	   the	  

question	  in	  this	  thesis,	  which	  is	  whether	  states	  can	  use	  trade	  restrictions	  against	  actors	  outside	  

their	   territory	   when	   the	   state	   of	   origin	   does	   not	   regulate	   adequately.	   However,	   the	   cases	   do	  

provide	   guidance	   as	   to	   the	   interpretation	   of	   “essential	   security	   interests”	   in	   a	   globalized	  

economy.1194	  The	   ICSID	   tribunals	   have	   recognized	   that	   economic	   concerns	   can	   fall	   within	   the	  

scope	  of	  “essential	  security	  interests”.1195	  However,	  their	  opinions	  have	  diverged	  on	  the	  question	  

whether	   the	   economic	   concerns	   invoked	   by	   Argentina	   were	   serious	   enough	   to	   justify	   an	  

exception	  to	  its	  treaty	  obligations.1196	  In	  light	  of	  the	  footnote	  to	  the	  “essential	  security	  interests”	  

exception	   in	   the	   US–Korea	   FTA,	   an	   arbitral	   tribunal	   examining	   a	   Party’s	   trade	   restrictive	  

measure	  would	  however	  not	  be	  allowed	  to	  examine	  the	  availability	  of	   the	  exception.	  Thus,	   the	  

essential	  security	  exception	  could	  serve	  as	  a	  trump	  card	  under	  this	  particular	  FTA	  to	  justify	  the	  

legality	  of	  defensive	  mechanisms	  adopted	  to	  protect	  domestic	  affairs	  against	  the	  negative	  impact	  

of	  the	  other	  Party’s	  monetary	  management	  policies.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1192	  US–Korea	  FTA,	  art.	  23.2(b),	  footnote	  2.	  

1193	  US–Argentina	  BIT,	  Article	  XI.	  	  

1194	  These	  cases	  also	  discussed	  whether	  the	  domestic	  measures	  could	  qualify	  as	  “necessary”	  and	  thus	  preclude	  any	  
wrongfulness	  under	  the	  ILC	  Articles	  on	  State	  Responsibility.	  This	  question,	  however,	  deals	  with	  the	  secondary	  rules	  
on	   state	   liability	   rather	   than	  with	   the	   question,	   central	   here,	  whether	   a	   domestic	  measure	   aimed	   at	   protecting	   an	  
essential	  security	  interest	  constitutes	  a	  breach	  of	  primary	  rules	  of	  international	  law.	  For	  a	  discussion	  of	  the	  difference	  
between	   the	   primary	   and	   secondary	   rules	   in	   the	   Argentinian	   investment	   decisions,	   see	   Kurtz,	   ICSID	   Annulment	  
Committee	  Rules	  on	  the	  Relationship	  between	  Customary	  and	  Treaty	  Exceptions	  on	  Necessity	   in	  Situations	  of	  Financial	  
Crises	   (20	   December	   2007),	   at	   <http://www.asil.org/insights/2007/12/insights071220.html>;	   Bjorklund,	  
“Emergency	   Exceptions:	   State	   of	   Necessity	   and	  Force	  Majeure”,	   in	  Muchlinski	   et	   al.	   (Eds.),	  The	  Oxford	  Handbook	  of	  
International	  Investment	  Law	  (2008),	  494-‐495.	  

1195	  LG&E	  (Liability),	  para.	  238;	  Bjorklund,	  supra	  note	  1194,	  493-‐494.	  

1196	  Ibid.,	  481;	  Lowenfeld,	  supra	  note	  169,	  580-‐581.	  
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C. The	  Balance-‐of-‐Payments	  Exceptions	  

The	  balance-‐of-‐payments	   consists	   of	   a	   current	   account	   and	  a	   capital	   and	   financial	   account.1197	  

The	   balance-‐of-‐payments	   is	   closely	   related	   to	   the	   exchange	   rate,	   which	   has	   an	   impact	   on	   the	  

movement	   of	   goods	   and	   capital.	   A	   higher	   exchange	   rate	   will	   make	   a	   state’s	   goods	   more	  

expensive	   on	   the	   global	  market,	   thereby	   lowering	   its	   exports	  while	   at	   the	   same	   time	  making	  

imports	   cheaper.1198	  A	   lower	   exchange	   rate	   will	   lead	   to	   the	   opposite	   result.	   Macro-‐financial	  

instability	  can	  follow	  from	  an	  imbalance	  in	  either	  account.	  For	  example,	  a	  sudden	  in-‐	  or	  outflow	  

of	   capital	   can	   destabilize	   an	   economy	  when	   the	   inflow	   of	   money	   leads	   to	   imprudent	   lending	  

which	  is	  later	  recalled,	  as	  happened	  in	  Thailand	  in	  the	  1990s.1199	  Instability	  can	  also	  follow	  when	  

imports	  continuously	  exceed	  exports,	   leaving	  a	  deficit	  on	   the	  current	  account	   that	  needs	   to	  be	  

compensated	  by	  a	  capital	  account	  surplus,	  i.e.	  an	  inflow	  of	  capital	  that	  outweighs	  the	  outflow	  of	  

capital.	  When	  capital	  inflows	  dry	  up,	  the	  state	  in	  question	  will	  need	  to	  export	  more	  to	  reduce	  the	  

underlying	  imbalance	  on	  the	  current	  account.	  	  

The	  GATT	  and	  GATS	  allow	  trade	  restrictive	  measures	  to	  safeguard	  the	  balance-‐of-‐payments.1200	  

The	  measures	  can	  affect	  trade	  in	  goods,	  trade	  in	  services	  where	  specific	  commitments	  have	  been	  

undertaken,	   as	   well	   as	   payments	   and	   transfers	   for	   current	   or	   capital	   transactions	   relating	   to	  

liberalized	  services.	  Despite	  the	  text	  of	  Articles	  XII	  and	  XVIII:9	  GATT,	  Members	  are	  not	  limited	  to	  

quantitative	   restrictions	   when	   restricting	   trade	   in	   goods.1201 	  The	   1994	   Understanding	   on	  

Balance-‐of-‐Payments	  Provisions	  even	  expresses	  a	  preference	  for	  price-‐based	  measures,	  such	  as	  

import	   surcharges	   or	   import	   deposit	   requirements,	   over	   quantitative	   restrictions.1202 	  This	  

preference	  for	  price-‐based	  measures	  does	  not	  apply	  in	  the	  context	  of	  trade	  in	  services.1203	  This	  is	  

not	   surprising	   given	   that	   price-‐based	   measures	   are	   applied	   at	   the	   border	   whereas	   services,	  

unlike	  goods,	  do	  not	  physically	  cross	  borders.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1197	  See	  text	  accompanying	  footnotes	  875-‐876.	  

1198	  Acocella,	  supra	  note	  875,	  240.	  

1199	  Thomas,	  “Balance-‐of-‐Payments	  Crises	  in	  the	  Developing	  World:	  Balancing	  Trade,	  Finance	  and	  Development	  in	  the	  
New	  Economic	  Order”,	  15	  American	  University	  International	  Law	  Review	  1249	  (2000),	  1252-‐1253.	  

1200	  GATT,	  art.	  XII	  and	  XVIII:9;	  GATS,	  art.	  XI	  and	  XII.	  

1201	  Van	  den	  Bossche,	  supra	  note	  491,	  715.	  

1202	  Understanding	   on	   the	   Balance-‐of-‐Payments	   Provisions	   of	   the	   General	   Agreement	   on	   Tariffs	   and	   Trade	   1994,	   at	  
<http://www.wto.org/english/docs_e/legal_e/09-‐bops.pdf>,	  paras	  2-‐3.	  

1203	  Grote,	  “Article	  XII	  GATS”,	  in	  Wolfrum	  et	  al.	  (Eds.),	  WTO–Trade	  in	  Services	  (2008),	  265.	  
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Of	   the	   two	   FTAs	   studied,	   only	   the	   EU–Korea	   FTA	   contains	   a	   balance-‐of-‐payments	   exception.	  

Under	  the	  US–Korea	  FTA,	  restrictions	  on	  trade	  in	  services	  or	  on	  payments	  and	  transfers	  can	  thus	  

not	  be	  justified	  as	  a	  measure	  to	  resolve	  balance-‐of-‐payments	  problems.	  This	  reduces	  the	  Parties’	  

regulatory	   autonomy	   to	   adopt	   trade	   restrictive	   measures.	   Unlike	   the	   exception	   in	   GATS,	   the	  

balance-‐of-‐payments	  exception	  in	  the	  EU–Korea	  FTA	  only	  mentions	  the	  possibility	  of	   imposing	  

restrictions	  “with	  regard	  to	  trade	  in	  goods,	  services	  and	  establishment”.1204	  In	  the	  absence	  of	  an	  

explicit	  reference	  to	  payments	  and	  transfers,	  which	  are	  discussed	  in	  a	  specific	  chapter	  of	  the	  EU–

Korea	  FTA,	   it	   is	  questionable	  whether	  the	  balance-‐of-‐payments	  exception	  is	  available	  to	   justify	  

restrictions	   on	   payments	   and	   transfers,	   or	   whether	   such	   restrictions	  would	   be	   seen	   as	   “with	  

regard	  to”	  trade	  in	  goods,	  service	  and	  establishment.	  

The	   GATT,	   GATS	   and	   EU–Korea	   FTA	   subject	   the	   availability	   of	   the	   balance-‐of-‐payments	  

exception	  to	  a	  number	  of	  procedural	  and	  substantive	  conditions.	  Procedurally,	  under	  GATT	  and	  

GATS,	  Members	  need	   to	  notify	   the	  General	  Council	   of	   the	  WTO	  and	  consult	   the	  Committee	  on	  

Balance-‐of-‐Payments	   Restrictions.1205	  In	   addition,	   WTO	   panels	   and	   the	   Appellate	   Body	   can	  

exercise	  jurisdiction	  over	  trade	  restrictions	  for	  balance-‐of-‐payment	  purposes.	  This	  became	  clear	  

when	  a	  Panel	  and	  the	  Appellate	  Body	  rejected	  India’s	  argument	  that	  the	  General	  Council	  and	  the	  

Committee	   on	  Balance-‐of-‐Payments	  Restrictions	   had	   exclusive	   competence	   over	   the	   challenge	  

by	  the	  US	  against	  the	  legality	  of	  India’s	  quantitative	  restrictions	  under	  the	  balance-‐of-‐payments	  

exception.1206	  Under	   the	  EU–Korea	  FTA,	   the	  other	  Party	  needs	   to	  be	  notified	  of	   the	  balance-‐of-‐

payments	   restriction	   and	   the	   Trade	   Committee,	   which	   is	   charged	   with	   ensuring	   the	   proper	  

operation	  of	  the	  FTA,1207	  is	  to	  be	  consulted.1208	  All	  the	  agreements	  leave	  the	  determination	  of	  the	  

factual	  and	  statistical	  findings	  about	  the	  underlying	  economic	  situation	  to	  the	  IMF.1209	  	  

Substantively,	  the	  trade	  restrictions	  imposed	  may	  not	  discriminate	  based	  on	  the	  state	  of	  origin	  

of	  goods	  or	  services,	  cannot	  exceed	  what	  is	  necessary	  to	  solve	  the	  balance-‐of-‐payments	  problem,	  

and	  have	   to	   be	   temporary.1210	  Moreover,	   the	  GATT	   and	  GATS	   require	   that	  Members	   using	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1204	  EU–Korea	  FTA,	  art.	  15.8(1)	  

1205	  GATT,	   art.	   XII:4	   and	  XVIII:12;	  GATS,	  art.	  XII:5.	   The	   procedures	   under	  GATS	   are	   the	   same	   as	   the	   one	   developed	  
under	   GATT,	   see	  GATS,	   art.	  XII:5,	   footnote	   4.	   These	   procedures	   can	   be	   found	   in	   Understanding	   on	   the	   Balance-‐of-‐
Payments	  Provisions	  of	  the	  General	  Agreement	  on	  Tariffs	  and	  Trade	  1994,	  supra	  note	  1202,	  paras	  5-‐13.	  

1206	  India–QR	  (Panel),	  paras	  5.113-‐5.114;	  India–QR	  (AB),	  para.	  109.	  	  

1207	  EU–Korea	  FTA,	  art.	  15.1.	  

1208	  Ibid.,	  art.	  15.8(3)-‐(4).	  

1209	  GATT,	  art.	  XV:2;	  GATS,	  art.	  XII:5(e);	  EU–Korea	  FTA,	  art.	  15.8(4).	  

1210	  GATT,	  art.	  XII:2,	  XI:4,	  XVIII:9	  and	  XVII:11;	  GATS,	  art.	  XII:2(a),(d)	  and	  (e).	  
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balance-‐of-‐payments	  exception	  to	   justify	  trade	  restrictions	  avoid	  unnecessary	  damage	  to	  other	  

Members’	  commercial,	  economic	  and	  financial	  interests.1211	  The	  EU–Korea	  FTA	  provides	  that	  the	  

measures	  have	  to	  be	  in	  accordance	  with	  the	  conditions	  established	  in	  the	  WTO	  Agreement	  and	  

consistent	  with	  the	  IMF	  Articles	  of	  Agreement.1212	  Since	  the	  IMF	  Articles	  of	  Agreement	  prohibit	  

restrictions	  on	  current	  transactions	  without	  the	  approval	  of	  the	  IMF,1213	  a	  Party	  to	  the	  EU–Korea	  

FTA	  wanting	  to	  impose	  restrictions	  on	  current	  transactions	  will	  require	  the	  IMF’s	  prior	  approval.	  

At	   first	  sight,	   the	  balance-‐of-‐payments	  exceptions	  allow	  states	  to	  restrict	  trade	  in	  goods	  and	  in	  

services	  on	  which	  specific	  commitments	  have	  been	  undertaken	  in	  response	  to	  threats	  to	  macro-‐

financial	   instability	   that	   are	   triggered	   by	   other	   states’	   monetary	   management	   policies	   and	  

transferred	   through	   trade.	   Moreover,	   both	   Article	   XII	   and	   XVIII:11	  GATT	   contain	   a	   proviso	  

allowing	   Members	   to	   rely	   on	   restrictions	   on	   trade	   in	   goods	   to	   resolve	   balance-‐of-‐payments	  

problems	   rather	   than	   having	   to	   change	   other	   domestic	   policies,	   such	   as	   monetary	   policy	   or	  

exchange	   rate	   policy,	   if	   a	   change	   of	   these	   policies	  would	  make	   restrictions	   on	   trade	   in	   goods	  

redundant.1214	  

In	  practice,	   however,	   the	   availability	   of	   the	  balance-‐of-‐payments	   exceptions	   is	   undermined	  by	  

the	   requirement	   that	   the	   restrictions	   not	   exceed	   those	   necessary	   to	   deal	  with	   the	   balance-‐of-‐

payments	   problems	   and	   that	   unnecessary	   damage	   to	   the	   commercial,	   economic	   and	   financial	  

interests	  of	  other	  states	  be	  avoided.	  While	  this	  may	  sound	  reasonable	  on	  its	  face,	  necessity	  may	  

be	  very	  difficult	  to	  establish,1215	  particularly	  given	  the	  prevailing	  belief	  that	  balance-‐of-‐payments	  

problems	   should	   be	   adjusted	   through	   exchange	   rate	   depreciation	   or	   devaluation,	   rather	   than	  

through	  trade	  restrictions.1216	  This	  belief	  is	  particularly	  clear	  in	  the	  EU–Korea	  FTA	  in	  which	  the	  

parties	   have	   agreed	   to	   “endeavour	   to	   avoid”	   restrictive	   measures	   for	   balance-‐of-‐payments	  

reasons.1217	  This	  requirement	  can	  be	  seen	  as	  reducing	  trade	  restrictions	  to	  a	  final	  wall	  of	  defence	  

against	  balance-‐of-‐payments	  problems,	  reducing	  Parties’	   freedom	  of	  choice	  regarding	  the	  most	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1211	  GATT,	  art.	  XII:3(c)	  and	  XVIII:10;	  GATS,	  art.	  XII:2(c).	  

1212	  EU–Korea	  FTA,	  art.	  15.8(2),	  2nd	  sentence.	  

1213	  IMF	  Articles	  of	  Agreement,	  art.	  VIII(2).	  

1214	  GATT,	  art.	  XII:3(d)	  and	  XVIII:11.	  

1215	  Gallagher,	  Policy	  Space	  to	  Prevent	  and	  Mitigate	  Financial	  Crises	  in	  Trade	  and	  Investment	  Agreements	  (May	  2010),	  
at	  <http://www.ase.tufts.edu/gdae/Pubs/rp/KGCapControlsG-‐24.pdf>,	  8.	  

1216	  Jackson,	  supra	  note	  811,	  242-‐243;	  Matsushita	  et	  al.,	  supra	  note	  695,	  463,	  465;	  Van	  den	  Bossche,	  supra	  note	  491,	  
714.	  

1217	  EU–Korea	  FTA,	  art.	  15.8(2),	  1st	  sentence.	  
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appropriate	  domestic	   response	  even	   if	   those	   trade	   restrictions	   are	  otherwise	   compatible	  with	  

the	  requirements	  of	  the	  balance-‐of-‐payments	  exception.	  	  

This	  concern	  with	  protecting	  trading	  interests	  and	  the	  resulting	  preference	  for	  depreciation	  or	  

devaluation	  to	  address	  balance-‐of-‐payments	  problems	  can	  have	  devastating	  consequences	  when	  

the	  state	  facing	  balance-‐of-‐payments	  difficulties	  has	  large	  foreign	  currency	  debts.	  As	  a	  result	  of	  

the	   depreciation	   or	   devaluation,	   the	   value	   of	   these	   foreign	   currency	   debts	   expressed	   in	   the	  

domestic	   currency	   will	   increase	   significantly,	   making	   them	   very	   difficult	   to	   service.	   Thomas	  

attributes	  the	  negative	  attitude	  towards	  trade	  restrictions	  to	  a	  belief	   that	  balance-‐of-‐payments	  

problems	   are	   due	   to	   policy	   mistakes	   by	   the	   affected	   states	   and	   that	   the	   adoption	   of	   trade	  

liberalization	  policies	  will	  solve	  these	  mistakes.1218	  Yet,	  in	  increasing	  interdependence,	  financial	  

instability	  does	  not	  necessarily	  stem	  from	  misguided	  domestic	  policies.	  This	  is	  particularly	  so	  for	  

smaller	  economies	  that	  cannot	  rely	  on	  a	  sizable	  domestic	   financial	  market	  for	  all	   their	   funding	  

needs. 1219 	  Cross-‐border	   capital	   flows	   and	   financial	   institutions	   increase	   the	   likelihood	   of	  

financial	  contagion,1220	  because	  it	  will	  be	  easier	  for	  financial	  institutions	  to	  build	  up	  exposure	  to	  

foreign	  markets	  and	  also	  easier	  for	  them	  to	  withdraw	  funds	  if	  disaster	  strikes.1221	  Sometimes	  the	  

withdrawal	   is	   out	   of	   proportion	   to	   the	   economic	   fundamentals	   in	   the	   states	   from	   which	   the	  

capital	   is	   withdrawn,	   but	   simply	   a	   reaction	   to	   financial	   problems	   in	   other	   economies.1222	  An	  

overly	  restrictive	  interpretation	  of	  the	  balance-‐of-‐payments	  exceptions	  thus	  limits	  states’	  ability	  

to	   protect	   their	   domestic	   affairs	   against	   the	   negative	   impact	   of	   other	   states’	   actions	   by	  

restricting	  the	  trade	  that	  channels	  the	  negative	  impact.	  

The	  GATT	  and	  the	  GATS	  recognize	  that	   the	  specific	  circumstances	  of	  developing	  Members	  and	  

economies	   in	   transition	   may	   necessitate	   trade	   restrictions.1223	  For	   example,	   in	   the	   context	   of	  

financial	   services,	   an	   expansive	   monetary	   policy	   in	   a	   developed	   state	   can	   trigger	   “carry	  

trades”1224	  towards	  a	  developing	  state	  that,	  to	  fight	  inflation,	  has	  a	  higher	  interest	  rate	  than	  the	  

developed	  state.	  The	  increased	  demand	  for	  the	  developing	  state’s	  currency	  that	  results	  from	  the	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1218	  Thomas,	  supra	  note	  1199,	  1275.	  

1219	  Ishii	  and	  Habermeier,	  Capital	  Account	  Liberalization	  and	  Financial	  Sector	  Stability	  (2002),	  13.	  

1220	  Crockett,	  “Progress	  Towards	  Greater	  International	  Financial	  Stability”,	  in	  Vines	  and	  Gilbert	  (Eds.),	  The	  IMF	  and	  Its	  
Critics	  (2004),	  44-‐45.	  

1221	  Finger	  and	  Schuknecht,	  supra	  note	  177,	  19.	  

1222	  Crockett,	  supra	  note	  1220,	  45.	  

1223	  The	   GATT	   provides	   a	   special	   article,	   see	   GATT,	   art.	  XVIII:9.	   In	   contrast,	   GATS	   makes	   special	   mention	   of	   the	  
situation	  of	  Members	  “in	  the	  process	  of	  economic	  development	  or	  economic	  transition,	  in	  GATS,	  art.	  XII:1,	  2nd	  sentence.	  

1224	  See	  text	  accompanying	  footnotes	  212-‐214.	  
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carry	  trade	  will	  lead	  to	  an	  appreciation	  of	  that	  currency.	  As	  with	  any	  state	  that	  relies	  on	  exports	  

to	  drive	  its	  growth,	  the	  appreciation	  will	  increase	  the	  relative	  price	  of	  its	  products	  on	  the	  global	  

markets	  and	  can	  thus	  undermine	  its	  export-‐driven	  growth	  model.	  Therefore,	  the	  state	  may	  want	  

to	  restrict	  transfers	  or	  the	  cross-‐border	  supply	  of	  financial	  services	  to	  avoid	  the	  appreciation.	  

However,	  whether	  a	  dispute	  settlement	  panel	  will	  accept	  the	  application	  of	  trade	  restrictions	  by	  

a	  developing	  Member	   is	   another	  matter.	   In	   India–Quantitative	  Restrictions,	   the	  Appellate	  Body	  

upheld	  the	  view	  of	  the	  Panel	  that	  since	  the	  IMF	  had	  stated	  that	  India	  could	  manage	  its	  external	  

situation	   in	   the	   short-‐term	   through	   macro-‐economic	   policies	   rather	   than	   through	   trade	  

restrictions,	   and	   given	   that	   India	   had	   used	  macro-‐economic	   policies	   before,	   trade	   restrictions	  

could	   be	   removed	   without	   the	   need	   to	   change	   India’s	   development	   policy. 1225 	  Thus,	   the	  

Appellate	   Body	   has	   made	   clear	   that	   when	   a	   Member	   needs	   to	   defend	   its	   currency,	   it	   can	   be	  

obliged	  to	  use	  macro-‐economic	  responses	  rather	  than	  trade	  restrictions.1226	  The	  WTO	  Panel	  and	  

the	  Appellate	  Body	  followed	  the	  IMF’s	  opinion	  that	  balance-‐of-‐payments	  problems	  should	  in	  the	  

first	  place	  be	  addressed	  through	  a	  change	  in	  macro-‐economic	  policies.1227	  As	  Section	  V	  will	  argue,	  

recent	   changes	   in	   the	   IMF’s	   position	   on	   trade	   restrictions	   and	   capital	   controls	   in	   particular,	  

prompted	   by	   the	   experiences	   of	   the	   Global	   Financial	   Crisis,	   may	   trigger	   a	   change	   in	   this	  

approach	   and	   provide	   some	   leniency	   towards	   Members	   relying	   on	   the	   balance-‐of-‐payments	  

exception	  to	  defend	  their	  domestic	  affairs	  using	  trade	  restrictions.	  

D. The	  “Prudential	  Carve-‐Out”	  

Paragraph	  2(a)	  of	  the	  GATS’	  Annex	  on	  Financial	  Services	  incorporates	  a	  provision	  on	  domestic	  

regulation,	  generally	  known	  as	  the	  “prudential	  carve-‐out”:1228	  

Notwithstanding	   any	   other	   provisions	   of	   the	   Agreement,	   a	   Member	   shall	   not	   be	  
prevented	  from	  taking	  measures	  for	  prudential	  reasons,	  including	  for	  the	  protection	  of	  
investors,	  depositors,	  policy	  holders	  or	  persons	  to	  whom	  a	  fiduciary	  duty	  is	  owed	  by	  a	  
financial	  service	  supplier,	  or	  to	  ensure	  the	  integrity	  and	  stability	  of	  the	  financial	  system.	  
Where	  such	  measures	  do	  not	  conform	  with	  the	  provisions	  of	  the	  Agreement,	  they	  shall	  
not	  be	  used	  as	  a	  means	  of	  avoiding	  the	  Member’s	  commitments	  or	  obligations	  under	  the	  
Agreement.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1225	  India–QR	  (AB),	  paras	  125-‐130.	  

1226	  Bhala,	  Trade,	  Development,	  and	  Social	  Justice	  (2003),	  271.	  

1227	  Matsushita	  et	  al.,	  supra	  note	  695,	  465.	  

1228	  Annex	  on	  Financial	  Services,	  para.	  2(a).	  The	  appropriateness	  of	  labelling	  this	  provision	  a	  “carve-‐out”	  is	  debated	  by	  
some	  because	   it	  arguably	  does	  not	  exclude	   the	  application	  of	  GATS	  obligations	   to	  prudential	  measures,	   see	  Tucker,	  
PMD:	   “Strictly	   Business”	   Interpretations	   of	   a	   WTO	   Rule	   (29	   April	   2011),	   at	  
<http://citizen.typepad.com/eyesontrade/2011/04/reflections-‐on-‐meaning-‐of-‐prudential-‐language-‐in-‐the-‐
wto.html>.	  
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The	   US–Korea	   FTA	   contains	   a	   similarly	   worded	   prudential	   carve-‐out.1229	  The	   EU–Korea	   FTA	  

allows	   parties	   to	   adopt	   or	   maintain	   measures	   for	   the	   same	   reasons,	   but	   requires	   that	   the	  

measures	   “shall	   not	   be	   more	   burdensome	   than	   necessary	   to	   achieve	   their	   aim.”1230 	  This	  

significantly	  restricts	  the	  ability	  of	  Korea	  or	  one	  of	  the	  EU	  Member	  States’	  to	  impose	  prudential	  

measures,	  as	  only	  those	  that	  are	  least	  restrictive	  of	  trade	  in	  financial	  services	  will	  be	  lawful.	  

The	  prudential	   carve-‐out	   in	   the	   agreements	   studied	  provides	   the	  possibility	   of	   restrictions	  on	  

trade	  in	  services	  to	  protect	  states’	  domestic	  affairs	  against	  a	  transboundary	  negative	  impact	  on	  

macro-‐financial	   stability.	  However,	  uncertainties	   regarding	   the	  prudential	   carve-‐out’s	   scope	  of	  

application	   hamper	   its	   utility	   for	   the	   justification	   of	   defensive	   mechanisms.	   As	   a	   result,	   it	   is	  

unclear	  how	   the	  prudential	   carve-‐out	  affects	   the	  delicate	  balance	  between	  states’	  positive	  and	  

negative	  freedom.	  Moreover,	  states	  may	  decide	  not	  to	  rely	  on	  the	  prudential	  carve-‐out	  to	  restrict	  

trade	  in	  financial	  services	  because	  of	  uncertainty	  about	  the	  availability	  of	  the	  exception.	  	  

A	  first	  area	  of	  uncertainty	  relates	  to	  the	  meaning	  of	  “prudential”.	  Which	  goals	  must	  a	  domestic	  

measure	   pursue	   if	   it	   is	   to	   benefit	   from	   the	   prudential	   carve-‐out,	   and	  when	   can	   a	  measure	   be	  

considered	   to	  be	  pursuing	   these	   goals?1231	  According	   to	   the	   text	   of	   the	  prudential	   carve-‐out,	   a	  

prudential	   objective	   includes	   protecting	   investors,	   depositors,	   policyholders	   or	   persons	   to	  

whom	  a	   fiduciary	   duty	   is	   owed,	   as	  well	   as	   ensuring	   the	   integrity	   and	   stability	   of	   the	   financial	  

system.	   The	   FTAs	   both	   add	   footnotes	   indicating	   that	   “prudential	   reasons”	   include	   the	  

“maintenance	  of	  the	  safety,	  soundness,	  integrity	  or	  financial	  responsibility	  of	  individual	  financial	  

institutions	  or	  cross-‐border	  financial	  service	  suppliers”.1232	  Like	  the	  GATS	  prudential	  carve-‐out,	  

the	  FTAs	  also	  refer	  to	  the	  integrity	  and	  stability	  of	  the	  financial	  system	  as	  a	  basis	  for	  prudential	  

measures.	  

The	  references	  to	  the	  “integrity	  and	  stability	  of	   the	   financial	  system”	  suggest	   that	  a	  distinction	  

between	  “systemic”	  and	  “prudential”	   regulation1233	  is	  not	  appropriate	   for	  defining	   the	  reach	  of	  

the	  prudential	  carve-‐out.	  In	  any	  event,	  this	  distinction	  is	  artificial	  because	  it	  is	  conceptually	  and	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1229	  US–Korea	  FTA,	  art.	  13.10(1).	  

1230	  EU–Korea	  FTA,	  art.	  7.38.	  

1231	  Alexander	  et	  al.,	  supra	  note	  132,	  108;	  Delimatsis	  and	  Sauvé,	  supra	  note	  1142,	  849.	  

1232	  US–Korea	  FTA,	   art.	  13.10,	   footnote	  5.	  EU–Korea	  FTA,	   art.	  7.38,	   footnote	  37	  differs	   in	   its	   reference	   to	   “individual	  
financial	  service	  suppliers”	  rather	  than	  to	  “individual	  financial	  institutions	  or	  cross-‐border	  financial	  service	  suppliers”	  
and	  in	  the	  operative	  verb	  “may	  include”	  compared	  to	  “includes”.	  

1233	  As	  for	  example	  made	  by	  Yokoi-‐Arai,	  supra	  note	  132,	  631.	  
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practically	   difficult	   to	   distinguish	   the	   stability	   of	   an	   individual	   financial	   institution	   from	   the	  

stability	  of	  the	  financial	  system.1234	  	  

The	   term	  “including”	   in	   the	  prudential	  carve-‐out	  suggests	   that	   the	   list	  of	  prudential	   reasons	   is	  

indicative	   only,1235	  which	   raises	   the	   question	   how	   wide	   the	   provision’s	   reach	   is.	   Pertinent	  

questions	   that,	   in	   the	   absence	   of	   WTO	   jurisprudence,	   have	   not	   yet	   been	   answered	   are,	   for	  

example,	  whether	  prudential	  measures	  can	  be	  preventive	  (ex	  ante)	  measures	  or	  whether	   they	  

are	   only	   protective	   (ex	   post	   facto)	  measures	   to	   remedy	   financial	   instability	   once	   it	   occurs,1236	  

and	  whether	  the	  prudential	  objective	  has	  to	  be	  the	  main	  objective	  of	  the	  measures	  or	  whether	  it	  

can	  be	  incidental.1237	  

Some	  authors	  have	  suggested	  testing	  domestic	  standards	  against	  those	  developed	  by	  the	  Basel	  

Committee	   on	   Banking	   Supervision	   or	   the	   International	   Organization	   of	   Securities	  

Commissions.1238	  This	  is	  also	  the	  position	  taken	  by	  Switzerland	  in	  its	  financial	  services	  proposal	  

in	   the	   Doha	   Round.1239	  However,	   no	   text	   requires	   domestic	   prudential	   regulation	   to	   follow	  

international	  standards.	  	  

A	  second	  element	  of	  uncertainty	  surrounding	  the	  prudential	  carve-‐out	  arises	  out	  of	  the	  second	  

sentence,	  which	  is	  repeated	  in	  both	  FTAs.1240	  This	  sentence	  stipulates	  that	  	  

where	   [measures	   taken	   for	  prudential	   reasons]	  do	  not	  conform	  with	   the	  provisions	  of	  
the	   Agreement,	   they	   shall	   not	   be	   used	   as	   a	   means	   of	   avoiding	   the	   Member’s	  
commitments	  or	  obligations	  under	  the	  Agreement.	  	  

The	  main	   issue	   is	  whether	   this	   sentence	   implies	   that	   a	  WTO	  Member	  wishing	   to	   regulate	   for	  

prudential	  reasons	  has	  to	  respect	  the	  GATS	  provisions	  defining	  the	  right	  to	  regulate—i.e.	  Article	  

VI	   on	   domestic	   regulation,	   Article	   XVI	   on	   market	   access,	   Article	   XVII	   on	   national	   treatment,	  

subject	  to	  the	  general	  exceptions	  in	  Article	  XIV—or	  whether	  the	  prudential	  carve-‐out	  provides	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1234	  Panourgias,	  Banking	  Regulation	  and	  World	  Trade	  Law:	  GATS,	  EU	  and	  ‘Prudential’	  Institution-‐Building	   (2006),	  12-‐
13.	  

1235	  Council	  for	  Trade	  in	  Services	  and	  Committee	  on	  Trade	  in	  Financial	  Services,	  supra	  note	  496,	  para.	  29.	  

1236	  De	  Meester,	  supra	  note	  965,	  57.	  

1237	  Panourgias,	   supra	   note	   1234,	   70-‐71	   gives	   the	   example	   of	   exclusions	   of	   foreign	   branches	   from	   the	   domestic	  
payment	  and	  settlement	  system	  to	  ensure	  the	  efficiency	  of	  this	  system.	  	  

1238	  Kaufmann	   and	   Weber,	   “Reconciling	   Liberalized	   Trade	   in	   Financial	   Services	   and	   Domestic	   Regulation”,	   in	  
Alexander	  and	  Andenas	   (Eds.),	  The	  World	  Trade	  Organization	  and	  Trade	  in	  Services	   (2008),	  424;	  von	  Bogdandy	  and	  
Windsor,	  “Annex	  on	  Financial	  Services”,	  in	  Wolfrum	  et	  al.	  (Eds.),	  WTO–Trade	  in	  Services	  (2008),	  634.	  

1239	  Council	  for	  Trade	  in	  Services	  Special	  Session,	  Communication	  from	  Switzerland,	  supra	  note	  1040,	  para.	  19.	  

1240	  US–Korea	  FTA,	  art.	  13.10(1);	  EU–Korea	  FTA,	  art.	  7.38(2).	  



Chapter	  9	  

	   254	  

an	   exception	   from	   these	   rules	   as	   well.1241	  In	   the	   absence	   of	   jurisprudence	   on	   the	   prudential	  

carve-‐out,	   there	   is	  no	  official	   indication	  on	   the	   interpretation	  of	   the	  ambiguous	  anti-‐avoidance	  

provision	  in	  the	  second	  sentence.	  Different	  interpretations	  are	  advanced	  in	  the	  literature.	  

The	   argument	   that	   the	   anti-‐avoidance	   provision	   requires	   domestic	   prudential	   regulation	   to	  

comply	  with	  Articles	  VI,	  XVI	  and	  XVII	  or,	  in	  case	  of	  non-‐compliance	  with	  Article	  XIV,	  is	  advanced	  

by	   pro-‐GATS	   authors	   as	   well	   as	   GATS	   critics.	   Some	   pro-‐GATS	   authors	   assert	   that	   prudential	  

measures	   need	   to	   be	   necessary	   and	   proportionate,1242	  even	   though	   no	   such	   requirement	   is	  

expressly	   included	   in	   the	   prudential	   carve-‐out.1243	  Their	   argument	   is	   justified	   by	   the	   need	   to	  

avoid	  an	  otherwise	  “overly	  broad	  discretion	  for	  national	  regulators	  to	  introduce	  measures	  of	  a	  

discriminatory	   nature.”1244	  Of	   course,	   this	   broad	   discretion	   may	   be	   exactly	   what	   the	   WTO	  

Members	  may	  have	  wanted.1245	  Some	  GATS	  critics	  also	  argue	  that	  prudential	  measures	  need	  to	  

comply	  with	  the	  other	  obligations	  under	  the	  GATS	  when	  labelling	  the	  second	  sentence	  as	  a	  “self-‐

cancelling	  loophole”	  that	  takes	  away	  what	  the	  first	  sentence	  has	  given.1246	  

Both	  positions	  are	  problematic	  because	   they	  result	   in	   the	  redundancy	  of	   the	  prudential	  carve-‐

out.	   If	  a	  prudential	  measure	  could	  only	  be	   justified	   if	   it	  meets	   the	  requirements	  of	   the	  general	  

exception	   in	   Article	   XIV,	   there	   would	   be	   no	   need	   for	   a	   prudential	   carve-‐out.	   Given	   that	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1241	  Arner,	  Financial	  Stability,	  Economic	  Growth,	  and	  the	  Role	  of	  Law	   (2007),	  275;	  Kaufmann	  and	  Weber,	  supra	  note	  
1238,	  424-‐425;	  Wang,	   “The	  Prudential	  Carve-‐Out”,	   in	  Alexander	  and	  Andenas	   (Eds.),	  The	  World	  Trade	  Organization	  
and	  Trade	  in	  Services	  (2008),	  603.	  

1242	  Kaufmann	  and	  Weber,	  supra	  note	  1238,	  426.	  Gkoutzinis,	  “International	  Trade	  in	  Banking	  Services	  and	  the	  Role	  of	  
the	  WTO:	  Discussing	  the	  Legal	  Framework	  and	  Policy	  Objectives	  of	  the	  General	  Agreement	  on	  Trade	  in	  Services	  and	  
the	  Current	  State	  of	  Play	  in	  the	  Doha	  Round	  of	  Trade	  Negotiations”,	  39	  International	  Lawyer	  877	  (2005),	  903	  argues	  
that	  discrimination	  between	  foreign	  and	  domestic	  banks	  cannot	  be	  justified	  under	  the	  prudential	  carve-‐out.	  He	  then	  
suggests	  necessity	  and	  proportionality	  as	  a	  method	  to	  “adjust	  domestic	  regulations	  to	  the	  needs	  of	  international	  trade.”	  	  

1243	  As	  recognized	  in	  Kaufmann	  and	  Weber,	  supra	  note	  1238,	  423.	  

1244	  Ibid.,	  423,	  426.	  

1245	  von	  Bogdandy	  and	  Windsor,	  supra	  note	  1238,	  635-‐636.	  

1246	  Tucker	   and	  Wallach,	  No	  Meaningful	  Safeguards	   for	  Prudential	  Measures	   in	  World	  Trade	  Organization’s	  Financial	  
Service	   Deregulation	   Agreements	   (September	   2009),	   at	  
<http://www.citizen.org/documents/PrudentialMeasuresReportFINAL.pdf>,	   3,	   5.	   In	  more	   recent	   blog	   posts,	   Public	  
Citizen’s	   approach	   to	   the	   anti-‐avoidance	   provision	   has	   shifted.	   In	   Tucker,	   supra	   note	   1228,	   the	   anti-‐avoidance	  
provision	  is	  seen	  as	  requiring	  compliance	  with	  the	  market	  access	  and	  national	  treatment	  obligations	  of	  Articles	  XVI	  
and	  XVII,	  but	  not	  with	  the	  provision	  on	  non-‐discriminatory	  regulation	  in	  Article	  VI.	  A	  postscript	  in	  Tucker,	  Postscript	  
on	  PMD	   (6	  May	   2011),	   at	   <http://citizen.typepad.com/eyesontrade/2011/05/postscript-‐on-‐pmd.html>	   argues	   that	  
the	  anti-‐avoidance	  provision	  requires	  compliance	  with	  Article	  XVI	  but	  is	  silent	  on	  whether	  it	  requires	  compliance	  with	  
Article	   XVII.	   In	   a	   comment	   on	   Lester,	   Todd	   Tucker	   on	   Prudential	   Measures	   (1	   May	   2011),	   at	  
<http://worldtradelaw.typepad.com/ielpblog/2011/05/todd-‐tucker-‐on-‐prudential-‐measures.html>,	   Tucker	   accepts	  
that	   “the	   anti-‐abuse	   theory	   could	   be	   in	   theory	   applied	   to	   claimed	   violations	   of	   Article	   XVII.”	   Another	   contribution	  
questioning	  whether	   the	  anti-‐avoidance	  provision	  provides	  an	  exception	   to	   the	  market	   access	  provision	   is	   Seuffert	  
and	  Kelsey,	   “The	  TPPA	   and	   Financial	   Sector	  Deregulation”,	   in	  Kelsey	   (Ed.)	  No	  Ordinary	  Deal:	  Unmasking	  the	  Trans-‐
Pacific	  Partnership	  Free	  Trade	  Agreement	  (2010),	  244.	  
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prudential	   carve-‐out	   exists,	   alternative	   interpretations	  of	   the	   anti-‐avoidance	  provision	   that	  do	  

not	  bring	  about	  redundancy	  need	  to	  be	  looked	  into.	  In	  the	  context	  of	  GATT,	  the	  Appellate	  Body	  

stated	  that1247	  

interpretation	  must	  give	  meaning	  and	  effect	  to	  all	  the	  terms	  of	  a	  treaty.	  An	  interpreter	  is	  
not	  free	  to	  adopt	  a	  reading	  that	  would	  result	  in	  reducing	  whole	  clauses	  or	  paragraphs	  of	  
a	  treaty	  to	  redundancy	  or	  inutility.	  

An	  alternative	  interpretation	  of	  the	  anti-‐avoidance	  provision	  put	  forward	  in	  the	  literature	  is	  as	  a	  

limit	   to	  avoid	  an	  abuse	  of	   the	  right	   to	  regulate	  under	   the	  carve-‐out.1248	  This	   interpretation	  has	  

the	   advantage	   that	   it	   does	   not	   reintroduce	   the	   general	   GATS’	   limits	   on	   domestic	   regulation	  

through	  the	  back	  door.	  Thus,	  the	  prudential	  carve-‐out	  should	  not	  be	  subject	  to	  a	  requirement	  of	  

necessity, 1249 	  as	   the	   WTO	   Secretariat	   recently	   argued	   in	   a	   background	   note	   on	   financial	  

services.1250	  Instead,	  the	  second	  sentence	  is	  a	  good	  faith	  obligation	  that	  plays	  a	  role	  similar	  to	  the	  

chapeaux	  of	  Articles	  XX	  GATT	  and	  XIV	  GATS.1251	  The	  similarity	  with	  the	  chapeaux	  does	  not	  mean	  

that	   good	   faith	   can	   only	   be	   established	   through	   evidence	   that	   the	   measure	   is	   “a	   means	   of	  

arbitrary	  or	  unjustifiable	  discrimination	  between	  countries	  where	   like	   conditions	  prevail,	   or	  a	  

disguised	  restriction	  on	  trade	  in	  services.”	  A	  test	  advanced	  in	  the	  literature	  is	  whether	  there	  is	  a	  

“reasonable	   relationship”	   between	   the	   domestic	   measure	   and	   the	   prudential	   objective.1252	  In	  

other	  words,	  a	  Member	  may	  have	  to	  convince	  other	  Members	  or,	  eventually,	  a	  dispute	  panel	  that	  

its	   measure	   is	   linked	   to	   the	   prudential	   objective.	   A	   question	   raised	   in	   literature	   is	   how	   the	  

prudential	   carve-‐out	   should	   deal	   with	   trade	   restrictions	   that	   are	   both	   prudential	   and	   non-‐

prudential.1253	  It	   is	  argued	  here	   that	   this	  will	  depend	  on	  whether	   the	  relationship	  between	  the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1247	  US–Reformulated	  Gasoline	  (AB),	  p.	  23.	  

1248	  Leroux,	  supra	  note	  1039,	  430-‐431;	  Key,	  supra	  note	  1035,	  964;	  von	  Bogdandy	  and	  Windsor,	  supra	  note	  1238,	  635.	  
Tucker,	   “That’s	   All	   They’ve	  Got?”:	  What	   the	   Latest	  WTO	  Secretariat	   Paper	   on	  Financial	   Crisis	  Does	   and	  Does	  Not	   Say	  
About	   GATS	   Disciplines	   on	   Financial	   Regulation	   (15	   March	   2010),	   at	  
<http://www.citizen.org/documents/That%27sAllTheyGot.pdf>,	  6	  argues	  that	  there	  is	  “no	  textual	  basis	  for	  thinking	  
that	   the	   second	   sentence	   of	   the	   prudential	   measures	   provision	   is	   intended	   only	   to	   ‘avoid	   abuse’.”	   However,	   his	  
argument	  overlooks	  that	  there	  is	  even	  less	  of	  a	  textual	  basis	  to	  argue	  that	  prudential	  measures	  should	  comply	  with	  
the	  other	  GATS	  articles,	  as	  he	  argues	  in	  Tucker	  and	  Wallach,	  supra	  note	  1246,	  3.	  As	  argued	  above,	  such	  argument	  goes	  
against	  the	  text	  of	  the	  GATS,	  because	  it	  would	  make	  the	  prudential	  carve-‐out	  redundant.	  

1249	  Alexander,	   “The	   GATS	   and	   Financial	   Services:	   Liberalisation	   and	   Regulation	   in	   Global	   Financial	   Markets”,	   in	  
Alexander	   and	   Andenas	   (Eds.),	   The	  World	  Trade	  Organization	  and	  Trade	   in	   Services	   (2008),	   587;	   Yokoi-‐Arai,	   supra	  
note	  132,	  640.	  

1250	  Council	  for	  Trade	  in	  Services	  and	  Committee	  on	  Trade	  in	  Financial	  Services,	  supra	  note	  496,	  para.	  31.	  

1251	  von	  Bogdandy	  and	  Windsor,	  supra	  note	  1238,	  635;	  van	  Aaken	  and	  Kurtz,	  supra	  note	  1058,	  876;	  De	  Meester,	  supra	  
note	  965,	  59;	  Delimatsis	  and	  Sauvé,	  supra	  note	  1142,	  850;	  Lester,	  Global	  Trade	  Watch	  on	  the	  Prudential	  Carve-‐Out	  (28	  
May	   2010),	   at	   <http://worldtradelaw.typepad.com/ielpblog/2010/05/global-‐trade-‐watch-‐on-‐the-‐prudential-‐carve-‐
out.html>.	  

1252	  De	  Meester,	  supra	  note	  965,	  61;	  Delimatsis	  and	  Sauvé,	  supra	  note	  1142,	  850.	  

1253	  Kelsey,	  supra	  note	  1169.	  
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measure	  and	  the	  prudential	  objective	  is	  reasonable.	  If	  the	  prudential	  objective	  is	  only	  added	  to	  

give	   a	   non-‐prudential	   trade	   restriction	   the	   veneer	   of	   legality,	   the	   reasonableness	   test	   would	  

arguably	  not	  be	  met.	  

This	   alternative	   interpretation	   is	   more	   loyal	   to	   the	   text	   of	   Paragraph	   2(a)	   of	   the	   Annex	   on	  

Financial	   Services,	   because	   it	   does	   not	   result	   in	   the	   redundancy	   of	   the	   prudential	   carve-‐out,	  

while	   at	   the	   same	   time	  giving	  effect	   to	   the	   anti-‐avoidance	  provision	   in	  which	   the	   reference	   to	  

“used”	  can	  be	  seen	  as	   implying	  a	  state’s	   intention	  behind	  the	  allegedly	  prudential	  measure.1254	  

Moreover,	   this	   alternative	   interpretation	   ensures	   a	   better	   protection	   for	   Members’	   negative	  

freedom	   against	   other	   Members’	   monetary	   management	   policies	   by	   not	   undermining	   the	  

legality	   of	   defensive	  mechanisms	   that	   the	   former	   can	   use.	   For	   example	   if	   a	  Member’s	   trading	  

partner	  has	  lax	  prudential	  regulation,	  allowing	  the	  Member	  to	  impose	  additional	  regulation	  on,	  

or	   in	  extreme	  cases	   restrict,	   financial	   services	  and	  service	   suppliers	   from	   that	   trading	  partner	  

allows	  for	  a	  better	  protection	  of	  their	  domestic	  affairs.	  Admittedly,	  this	  can	  be	  seen	  as	  a	  limit	  on	  

the	   trading	   partner’s	   right	   to	   determine	   the	   desired	   level	   of	   prudential	   regulation.	   However,	  

nothing	   stops	   the	   latter	   from	   setting	   prudential	   regulation	   within	   its	   territory.	   Moreover,	   it	  

would	  create	  the	  incentives	  to	  develop	  a	  sound	  regulatory	  framework	  that	  are	  currently	  lacking	  

in	  WTO	  law.1255	  

Ultimately,	   the	   interpretation	   of	   the	   anti-‐avoidance	   provision	   and	   of	   the	   precise	   standard	   of	  

good	   faith,	   if	   the	   alternative	   interpretation	   is	   chosen,	   will	   need	   to	   be	   made	   by	   the	   relevant	  

tribunal	  called	  upon	  to	  interpret	  the	  provision.	  So	  far,	  this	  opportunity	  has	  not	  yet	  arisen.	  Should	  

a	  dispute	  arise	  in	  which	  the	  anti-‐avoidance	  provision	  is	  interpreted	  more	  strictly	  than	  as	  a	  good	  

faith	  obligation,	  for	  example	  by	  reading	  a	  requirement	  of	  necessity	  and	  proportionality	  into	  the	  

provision,	   Members’	   ability	   to	   enact	   prudential	   measures	   will	   narrow	   as	   the	   limits	   on	   the	  

legality	  of	  the	  defensive	  mechanisms	  increase.	  

E. Only	  Limited	  Exceptions	  on	  Current	  and	  Capital	  Account	  Liberalization	  

The	  exceptions	  discussed	  in	  Sections	  A	  to	  D	  all	  apply	  to	  a	  broad	  range	  of	  obligations	  under	  GATS	  

or	   the	  FTAs.	   In	  addition,	  exceptions	  exist	   to	  specific	  obligations,	  such	  as	   those	  to	   liberalize	   the	  

current	  and	  capital	  accounts	  of	  the	  balance-‐of-‐payments	  discussed	  above.1256	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1254	  Ibid.	  

1255	  Cottier	   and	  Krajewski,	   “What	  Role	   for	  Non-‐Discrimination	   and	  Prudential	   Standards	   in	   International	   Financial	  
Law?”,	  13	  Journal	  of	  International	  Economic	  Law	  817	  (2010),	  829.	  

1256	  See	  Section	  II.C.	  
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The	   following	   paragraphs	   discuss	   the	   specific	   exceptions	   that	   are	   relevant	   for	   the	   current	  

question	  whether	   states	   can	   use	   restrictions	   on	   current	   and	   capital	   transfers	   to	   protect	   their	  

domestic	   affairs	   against	   the	   threat	   of	   macro-‐financial	   instability	   triggered	   by	   other	   states’	  

monetary	  management	  policies.	  It	  will	  be	  described	  how	  these	  specific	  exceptions	  are	  subject	  to	  

strict	  conditions	  that	  limit	  their	  availability	  in	  practice.	  These	  strict	  conditions	  make	  it	  difficult	  

to	  correct	  the	  imbalance	  between	  states’	  freedom	  to	  trade	  in	  financial	  services	  and	  their	  trading	  

partners’	  freedom	  from	  external	  interference.	  	  

An	  Annex	  to	  the	  US–Korea	  FTA	  conditionally	  allows	  Korea	  to	  impose	  temporary	  restrictions	  on	  

transfers	  pursuant	  to	  Article	  6	  of	  its	  Foreign	  Exchange	  Transactions	  Act.1257	  This	  Act	  provides	  a	  

legal	   basis	   for	   temporary	   restrictions	   on	   payments	   and	   capital	   transactions	   if	   inevitable	  

following,	   inter	  alia,	  grave	  and	  sudden	  changes	  in	  domestic	  or	  foreign	  economic	  conditions.1258	  

While	  the	  US–Korea	  FTA’s	  exception	  could	  provide	  Korea	  with	  some	  leeway	  to	  employ	  defensive	  

mechanisms	  in	  protection	  of	  its	  domestic	  affairs	  against	  inflows	  of	  hot	  money,	  this	  exception	  is	  

not	  available	  for	  restrictions	  on	  current	  transactions,	  unless	  imposed	  by	  the	  IMF	  or	  co-‐ordinated	  

with	  the	  US,	  nor	  for	  payments	  and	  transfers	  related	  to	  foreign	  direct	  investment.	  

Either	  Party	  to	  the	  US–Korea	  FTA	  may	  also	   limit	  transfers	  by	  a	   financial	   institution	  or	  a	  cross-‐

border	  financial	  service	  supplier	  “to,	  or	  for	  the	  benefit	  of	  an	  affiliate	  of	  or	  person	  related	  to	  such	  

institution	   or	   suppliers”	   through	   measures	   that	   relate	   to	   the	   “maintenance	   of	   the	   safety,	  

soundness,	  integrity,	  or	  financial	  responsibility	  of	  financial	  institutions	  or	  cross-‐border	  financial	  

service	   suppliers”.1259	  This	   exception	  would	   allow	   a	   party	   to	   limit	   transfers	   between	   affiliated	  

institutions	  or	  cross-‐border	  financial	  service	  suppliers,	  but	  only	  to	  ensure	  the	  “safety,	  soundness,	  

integrity,	   or	   financial	   responsibility”	   of	   these	   actors	   rather	   than	   to	   ensure	   macro-‐financial	  

stability.	  Parties	  can	  also	  limit	  transfers	  through	  legislation	  on	  the	  “issuing,	  trading,	  or	  dealing	  in	  

securities,	   futures,	   options	   or	   derivatives”. 1260 	  These	   exceptions	   provide	   some	   scope	   for	  

restrictions,	  including	  on	  current	  transactions,	  but	  only	  for	  a	  subset	  of	  transactions.	  	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1257	  US–Korea	  FTA,	  Annex	  11-‐G.	  

1258	  An	  English	  translation	  can	  be	  found	  on	  UN	  Public	  Administration	  Network,	  Foreign	  Exchange	  Transactions	  Act	  
(Republic	  of	  Korea)	  (16	  September	  1998),	  at	  
<http://unpan1.un.org/intradoc/groups/public/documents/apcity/unpan011482.pdf>.	  

1259	  US–Korea	  FTA,	  art.	  13.10(3).	  

1260	  Ibid.,	  art.	  11.7(4)(b).	  
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The	   EU–Korea	   FTA	   provides	   more	   protection	   to	   a	   Party	   wishing	   to	   restrict	   payments	   and	  

transfers	   to	   ensure	  macro-‐financial	   stability.	   Article	   8.3	   provides	   for	   two	   exceptions	   that	   are	  

relevant	  when	  a	  Party	  seeks	  to	  restrict	  capital	  flows	  in	  order	  to	  ensure	  macro-‐financial	  stability.	  	  

The	  first	  is	  the	  exception	  for	  measures	  that	  are	  “necessary	  to	  protect	  public	  security	  and	  public	  

morals	   or	   to	  maintain	  public	   order”.1261	  Presumably,	   “public	   order”	   is	   understood	   in	   the	   same	  

way	   as	   in	   the	   similarly	   worded	   exception	   provision	   of	   Article	   7.50	   with	   respect	   to	   trade	   in	  

services,	  which	  bears	  a	  footnote	  taken	  literally	  from	  Article	  XIV(a)	  GATS	  stating	  that	  “the	  public	  

order	  exception	  may	  be	  invoked	  only	  where	  a	  genuine	  and	  sufficiently	  serious	  threat	  is	  posed	  to	  

one	   of	   the	   fundamental	   interests	   of	   society.”	   As	   discussed	   in	   Section	   A,	   macro-‐financial	  

instability	  can	  pose	  a	  serious	  threat	  to	  a	  fundamental	  interest	  of	  society.	  	  

The	  second	  exception	  allows	  for	  restrictions	  on	  transfers	  if1262	  

necessary	  to	  secure	  compliance	  with	  laws	  or	  regulations	  which	  are	  not	  inconsistent	  with	  
the	  provisions	  of	   this	  Chapter	   including	   those	  relating	   to	   […]	   (ii)	  measures	  adopted	  or	  
maintained	  to	  ensure	  the	  integrity	  and	  stability	  of	  a	  Party’s	  financial	  system.	  	  

Thus,	  restrictions	  on	  transfers	  are	  permitted	  if	  a	  Party	  can	  argue	  that	  the	  restrictions	  are	  needed	  

to	  enforce	  measures	  that	  ensure	  the	  integrity	  and	  stability	  of	  the	  financial	  system,	  and	  that	  these	  

restrictions	  are	  not	   in	   themselves	   contrary	   to	  obligations	  under	   the	  FTA.	  An	  example	  of	   these	  

could	  be	   restrictions	   imposed	  during	  bankruptcy	  proceedings	   of	   financial	   service	   suppliers	   to	  

prevent	  the	  repatriation	  of	  funds.	  

Regardless	  of	  the	  precise	  interpretation	  of	  the	  justification	  for	  each	  of	  these	  exceptions,	  they	  are	  

both	  subject	  to	  a	  requirement	  of	  necessity.	  In	  addition,	  Article	  8.3	  EU–Korea	  FTA	  has	  a	  chapeau,	  

similar	   to	   Articles	   XX	   GATT	   and	   XIV	   GATS,	   requiring	   that	   the	   “measures	   are	   not	   applied	   in	   a	  

manner	  which	  would	   constitute	   a	  means	   of	   arbitrary	   or	   unjustifiable	   discrimination	   between	  

countries	  where	  like	  conditions	  prevail,	  or	  a	  disguised	  restriction	  on	  capital	  movements.”	  These	  

conditions	  restrict	  the	  availability	  of	  restrictions	  and	  expose	  the	  restricting	  Party	  to	  a	  challenge	  

to	  its	  measures’	  necessity.	  

Of	  more	  help	  for	  a	  Party	  to	  the	  EU–Korea	  FTA	  that	  wants	  to	  restrict	  capital	  movements	  to	  ensure	  

macro-‐financial	   stability	   are	   the	   safeguard	  measures	   in	   Article	   8.4.	   Under	   this	   Article,	   capital	  

movements	   can	   be	   restricted	   in	   exceptional	   circumstances	   where	   payments	   and	   capital	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1261	  EU–Korea	  FTA,	  art.	  8.3(a).	  

1262	  Ibid.,	  art.	  8.3(b)(ii).	  
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movements	  “cause	  or	  threaten	  to	  cause	  serious	  difficulties	  for	  the	  operation	  of	  monetary	  policy	  

or	   exchange	   rate	   policy”.	   A	   first	   footnote	   to	   this	   Article	   specifies	   that	   this	   includes,	   but	   is	   not	  

limited	  to,	  serious	  balance-‐of-‐payments	  or	  external	   financial	  difficulties.	  The	  measures	  need	  to	  

be	  notified	  to	  the	  Trade	  Committee	  established	  under	  the	  FTA,1263	  and	  can	  only	  be	  imposed	  for	  a	  

period	  of	  six	  months,	  with	  some	  further	  extensions	  possible.	  Moreover,	  the	  safeguard	  measures	  

cannot	   apply	   to	   foreign	   direct	   investments.1264	  Finally,	   the	   safeguard	   measures	   have	   to	   be	  

strictly	  necessary,	  which	  is	  defined	  similarly	  to	  the	  conditions	  imposed	  by	  Annex	  11-‐G	  of	  the	  US–

Korea	   FTA	   on	   the	   permitted	   restrictions	   under	   Article	   6	   of	   Korea’s	   Foreign	   Exchange	  

Transactions	   Act.1265	  The	  main	   obstacle	   for	   the	   application	   of	   these	  measures	   by	   a	   Party	   that	  

wants	   to	   restrict	   capital	   flows	   to	   ensure	  macro-‐financial	   stability	   is	   that	   the	  measures	   should	  

“avoid	   unnecessary	   damage	   to	   the	   commercial,	   economic	   or	   financial	   interests	   of	   the	   other	  

Party”.1266	  	  

No	  provision	  is	  made	  for	  such	  safeguard	  measures	  in	  the	  US–Korea	  FTA.	  While	  an	  exception	  is	  

provided	  for	  “non-‐discriminatory	  measures	  of	  general	  application	  taken	  by	  any	  public	  entity	  in	  

pursuit	   of	   monetary	   and	   related	   credit	   policies	   or	   exchange	   rate	   policies”,	   this	   provision	  

explicitly	  excludes	  obligations	  to	  liberalize	  payments	  and	  transfers.1267	  

The	   exceptions	   discussed	   here	   are	   not	   the	   only	   exceptions	   to	   the	   obligations	   not	   to	   restrict	  

payments	   and	   transfers	   related	   to	   specific	   commitments.	   Another	   example,	   irrelevant	   for	   the	  

purpose	   of	   this	   thesis,	   is	   Article	  XI:2	   GATS.	   This	   Article	   allows	   restrictions	   on	   capital	  

transactions,	  even	  inconsistently	  with	  specific	  commitments,	  at	  the	  request	  of	  the	  IMF.	  The	  IMF	  

will	   request	   such	   restrictions	  when	   it	  wants	   to	   ensure	   that	   the	   resources	   it	   provides	  will	   not	  

simply	  sustain	  an	  outflow	  of	  capital.1268	  In	  addition,	  Members	  are	  not	  precluded	  from	  attempting	  

to	  justify	  restrictions	  on	  transfers	  and	  payments	  under	  one	  of	  the	  exceptions	  discussed	  in	  A	  to	  D,	  

although	  this	  may	  be	  difficult	  under	  the	  current	  interpretations	  of	  these	  exceptions.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1263	  Ibid.,	  art.	  8.4(2).	  

1264	  Ibid.,	  art.	  8.4(1),	  footnote	  1.	  

1265	  See	  text	  accompanying	  footnote	  1257.	  

1266	  EU–Korea	  FTA,	  art.	  8.4(1),	  footnote	  2.	  

1267	  US–Korea	  FTA,	  art.	  13.10(2).	  

1268	  IMF	  Articles	  of	  Agreement,	  art.	  VI(1).	  
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V. MODIFICATIONS	  TO	  LIMITS	  ON	  THE	  LEGALITY	  OF	  DEFENSIVE	  MECHANISMS	  	  

The	   previous	   Sections	   have	   outlined	   potentially	   considerable	   problems	   with	   the	   legality	   of	  

defensive	   mechanisms	   used	   by	   a	   state	   affected	   by	   another	   state’s	   monetary	   management	  

policies.	   As	  with	   the	   GATT,	   the	   obligations	   imposed	   on	   states	   by	   GATS	   are	   almost	   seamlessly	  

conceptualised	   as	   rights	   of	   other	  WTO	  Members.	   This	   is	   visible	   in	  US–Gambling,	   in	  which	   the	  

Panel	   held	   that	   “sovereignty	   ends	  whenever	   the	   rights	   of	   other	  Members	  under	   the	  GATS	   are	  

impaired”,1269	  arguably	  creating	  the	  impression	  that	  there	  is	  a	  right	  to	  trade,	  even	  though	  such	  a	  

right	  is	  not	  expressed	  in	  the	  GATS	  itself.	  Unlike	  with	  the	  GATT,	  WTO	  Members	  and	  FTA	  Parties	  

retain	  some	  control	  over	  the	  scope	  of	  their	  liberalization	  commitments	  through	  the	  negotiations	  

of	  their	  Schedules	  of	  Commitments,	  in	  case	  of	  a	  positive	  list	  approach,	  or	  of	  the	  Annexes	  of	  Non-‐

Conforming	  Measures,	  in	  case	  of	  a	  negative	  list	  approach.	  In	  these	  negotiations,	  states	  will	  need	  

to	  be	  cautious	  and	  preserve	  their	  ability	  to	  regulate	  to	  protect	  macro-‐financial	  stability,	  even	  in	  

situations	   that	   may	   be	   difficult	   to	   anticipate.	   Requirements	   to	   extend	   market	   access	   to	   new	  

financial	   services,	   as	   seen	   in	   the	   Understanding,	   or	   the	   use	   of	   a	   negative	   list	   approach	   to	  

scheduling,	  as	  employed	  in	  the	  US–Korea	  FTA,	  can	  significantly	  hamper	  states’	  ability	  to	  restrict	  

trade	   in	   an	   effort	   to	  protect	   their	  domestic	   affairs	   against	   the	  negative	   impact	  of	   other	   states’	  

monetary	  management	  policies	  transferred	  through	  trade	  in	  financial	  services.	  

Once	   liberalization	   commitments	   have	   been	   undertaken,	   the	   obligations	   to	   liberalize	   trade	   in	  

services	   in	   the	   GATS	   and	   the	   FTAs	   have	   a	   more	   significant	   impact	   on	   states’	   regulatory	  

autonomy	  than	  the	  obligations	  under	  the	  GATT.	  For	  example,	  Article	  XVI	  GATS	  excludes	  specific	  

non-‐discriminatory	  measures,	  such	  as	  restrictions	  on	  legal	  form,	  in	  areas	  where	  Members	  have	  

undertaken	   market	   access	   commitments,	   unless	   exceptions	   have	   been	   scheduled.	   The	  

Understanding	   on	   Financial	   Services	   likewise	   binds	   Members	   that	   have	   adopted	   it	   in	   their	  

Schedule	   to	   a	   standstill	   obligation	   as	   well	   as	   to	   a	   variety	   of	   other	   obligations,	   including	   the	  

obligation	  to	  permit	  any	  new	  financial	  service	  by	  foreign	  financial	  service	  suppliers	  established	  

within	  its	  territory.	  Some	  domestic	  measures	  that	  Members	  have	  introduced	  in	  response	  to	  the	  

Global	   Financial	   Crisis,	   such	   as	   bans	   on	   naked	   short	   selling,1270	  could	   be	   contrary	   to	   their	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1269	  US–Gambling	  (Panel),	  para.	  6.316.	  

1270	  “Short	  selling”	  or	  “shorting”	  occurs	  when	  traders	  sell	  shares	  they	  do	  not	  own,	  but	  have	  borrowed	  from	  the	  shares’	  
owners.	  Once	  sold,	  traders	  will	  have	  to	  purchase	  the	  same	  amount	  of	  shares	  and	  return	  them	  to	  the	  original	  owner.	  
Traders	  stand	  to	  profit	   if	   they	  can	  purchase	  the	  shares	  at	  a	  price	   lower	  than	  what	  they	  sold	  them	  for.	   “Naked	  short	  
selling”	  occurs	  when	  traders	  sell	  shares	  for	  future	  delivery,	  but	  have	  no	  prior	  arrangement	  to	  borrow	  the	  shares.	  At	  
the	  time	  of	  delivery	  of	  the	  shares	  to	  the	  purchaser,	  traders	  will	  have	  to	  purchase	  the	  shares	  in	  the	  market.	  Once	  again,	  
traders	  will	  profit	  if	  the	  share	  price	  has	  fallen	  by	  the	  time	  of	  the	  agreed	  delivery.	  See	  Financial	  Times	  Lexicon,	  Naked	  
Short	  Selling,	  at	  <http://lexicon.ft.com/Term?term=naked-‐short-‐selling>.	  
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obligations	  under	   the	  Understanding,1271	  unless	  Members	  have	  made	  a	   reservation	   that	  would	  

allow	  them	  to	  introduce	  such	  bans.	  

This	  difference	  between	  the	  obligations	  in	  the	  context	  of	  trade	  in	  goods	  and	  those	  in	  the	  context	  

of	  trade	  in	  services	  is	  due	  to	  the	  fact	  that	  neo-‐liberal	   ideas	  are	  more	  strongly	  embedded	  in	  the	  

GATS	  and	  in	  the	  FTAs’	  provisions	  on	  services	  than	  in	  the	  GATT.	  A	  historical	  explanation	  is	  that	  

the	   GATS	   developed	   in	   the	   1980s	   and	   1990s	   when	   neo-‐liberalism	   dominated	   the	   economic	  

policy	  agenda.1272	  The	  negotiations	  on	  both	  FTAs	  predate	  the	  onset	  of	  the	  Global	  Financial	  Crisis	  

that	  challenged	  traditional	  neo-‐liberal	  ideas.	  An	  important	  element	  of	  the	  neo-‐liberal	  agenda	  is	  

to	   free	   the	   economy	   from	   state	   interference	   through	   liberalization,	   privatization	   and	  

deregulation.1273	  	  

The	  wide	  reach	  of	  the	  obligations	  regarding	  trade	  in	  services	  is	  not	  sufficiently	  counterbalanced	  

by	  the	  available	  exceptions,	  which	  are	  often	  subject	  to	  necessity	  requirements.	  Necessity	  may	  be	  

an	  appealing	  standard	  to	  distinguish	  legitimate	  domestic	  regulation	  from	  protectionism,	  but	  the	  

application	  of	  a	  necessity	  test	  requires	  an	  interpretation	  of	  the	  “reasonable”	  availability	  of	   less	  

trade	  restrictive	  alternative	  measures.	  As	  argued	  in	  the	  context	  of	  climate	  change	  mitigation,1274	  

this	   assessment	   of	   reasonable	   availability	   is	   inherently	   subjective,	   despite	   assertions	   by	   the	  

Appellate	   Body	   to	   the	   contrary.1275	  The	   ultimate	   decision	   on	   the	   reasonable	   availability	   of	  

alternatives	  may	  be	  made	  not	  by	   the	  regulating	  state,	  but	  by	   the	  competent	  adjudicating	  body	  

under	  the	  applicable	  trade	  liberalization	  agreement.	  In	  contrast,	  the	  necessity	  of	  the	  actions	  that	  

trigger	  the	  negative	  impact	  is	  not	  subject	  to	  international	  scrutiny.	  

To	  obtain	  a	  better	  balance	  between	  states’	  positive	  and	  negative	   freedom	  in	  relation	   to	  states’	  

monetary	  management	  policies	  and	  the	  impact	  thereof	  on	  other	  states,	  a	  range	  of	  modifications	  

of	  the	  existing	  limits	  on	  the	  legality	  of	  defensive	  mechanisms	  are	  conceivable.	  To	  begin,	  it	  would	  

be	  desirable	  for	  the	  protection	  of	  states’	  domestic	  affairs	  if	  the	  obligations	  that	  limit	  the	  legality	  

of	   defensive	   mechanisms	   were	   tempered	   or	   if	   international	   disciplines	   on	   monetary	  

management	   policies	   were	   developed	   to	   limit	   the	   negative	   impact	   thereof	   on	   other	   states.	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1271	  Committee	  on	  Trade	  in	  Financial	  Services,	  supra	  note	  1138,	  1.	  

1272	  Public	   Citizen,	  Memo	  to	  Senate	  Finance	  Committee	  on	  Conflict	  between	  Financial	  Regulation	  and	  WTO	  Rules	  (21	  
May	  2010),	  at	  <http://www.citizen.org/documents/Memo_to_Senate_Finance_on_GATS_Regulation.pdf>,	  2.	  

1273	  Harvey,	  A	  Brief	  History	  of	  Neoliberalism	  (2005),	  2.	  

1274	  See	  Chapter	  7,	  Section	  I.D.	  

1275	  US–Gambling	  (AB),	  para.	  304.	  
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However,	  as	  discussed,1276	  formal	  amendments	  to	  these	  agreements	  are	  very	  difficult	  to	  achieve.	  

The	   imbalance	   between	   states’	   positive	   and	   negative	   freedom	   is	   itself	   an	   obstacle	   to	   the	  

development	  or	  amendment	  of	  international	  agreements,	  because	  states	  will	  have	  to	  surrender	  

broad	  positive	  freedom	  that	  is	  the	  default	  position	  in	  contemporary	  international	  law.	  

Instead,	  this	  thesis	  argues	  for	  a	  more	  dialectical	  process	  of	  change	  through	  the	  reinterpretation	  

of	   existing	   rules	   and	   principles	   governing	   the	   exercise	   of	   state	   sovereignty.	   Reinterpretation	  

cannot	  be	   inconsistent	  with	   the	   text	  of	   the	   trade	   liberalization	  agreements	  or	  of	  commitments	  

undertaken	  by	  WTO	  Members.	  However,	  despite	  the	  stronger	  embeddedness	  of	  neo-‐liberalism	  

in	   the	   text	   of	   agreements	   liberalizing	   trade	   in	   services,	   many	   of	   the	   provisions	   in	   such	  

agreements	  are	  open	  to	  alternative	  interpretations.	  This	  creates	  room	  for	  the	  interstitial	  norms	  

of	   locality,	   reasonableness	   and	  good	  neighbourliness,1277	  to	   guide	   the	   interpretation	  of	  market	  

access	  and	  national	  treatment	  obligations,	  as	  well	  as	  the	  exceptions	  that	  together	  determine	  the	  

scope	   of	   decisional	   sovereignty	   in	   trade-‐related	   areas,	   and	   thus	   steer	   international	   law	   back	  

towards	  a	  more	  liberal	  system	  of	  states.	  

A	   first	   obstacle	   to	  domestic	   regulation	   in	   trade	   liberalization	   agreements	   that	   can	  be	   changed	  

through	   re-‐interpretation	   is	   the	   “zero	   quota”	   jurisprudence	   of	   the	   Appellate	   Body	   in	   US–

Gambling.	   As	   argued	   in	   Section	   III.A,	   the	   Appellate	   Body’s	   decision	   that	   a	   non-‐discriminatory	  

prohibition	  on	  remote	  gambling	  is	  a	  quantitative	  restriction	  prohibited	  under	  Article	  XVI:2	  GATS	  

affects	  any	  measure	  that	  restricts	  the	  supply	  of	  a	  service	  to	  the	  domestic	  market,	  even	  if	  based	  

on	   non-‐discriminatory	   qualitative	   criteria,	   such	   as	   minimum	   requirements	   regarding	   the	  

identity	  of	  the	  supplier	  or	  regarding	  how	  the	  service	  is	  supplied	  to	  consumers.	  	  

Scholars	   concerned	   about	   the	   regulatory	   autonomy	   of	   states	   under	   GATS	   have	   criticized	   the	  

consideration	  of	  qualitative	  measures	  under	  the	  market	  access	  provisions	  of	  Article	  XVI,	  rather	  

than	   under	   the	   national	   treatment	   obligation	   of	   Article	   XVII	   and	   the	   domestic	   regulation	  

obligation	  of	  Article	  VI.	  Some	  have	  criticized	  the	  Appellate	  Body	  for	  turning	  qualitative	  measures	  

into	  quantitative	  ones	  due	  to	  the	  quantitative	  effects	  on	  the	  supply	  of	  a	  service	  that	  falls	  below	  

the	   qualitative	   threshold.1278	  Another	   critique	   is	   that	   the	   Appellate	   Body	   incorrectly	   accepted	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1276	  See	  Chapter	  4,	  Section	  II.A.	  

1277	  See	  Chapter	  4,	  Section	  III.	  

1278	  Pauwelyn,	   supra	   note	   1135,	   166;	   Ortino,	   “Treaty	   Interpretation	   and	   the	   WTO	   Appellate	   Body	   Report	   in	   US-‐
Gambling:	  A	  Critique”,	  9	  Journal	  of	  International	  Economic	  Law	  117	  (2006),	  141.	  
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that	  a	  “zero	  quota”	   is	  a	  quota	   in	   the	  technical	  sense.1279	  Regan	  argues	  that,	   technically,	  a	  quota	  

conditions	  market	  access	  for	  a	  specific	  service	  or	  service	  supplier	  upon	  the	  number	  of	  services	  

or	   service	   suppliers	   that	  have	  already	  been	  granted	  market	  access.	  A	   “zero	  quota”	  misses	   this	  

numerical	  conditionality;	  the	  only	  conditionality	  that	  applies	  under	  a	  “zero	  quota”	  is	  qualitative,	  

in	   that	   the	   service	   or	   the	   service	   supplier	  will	   need	   to	  meet	   certain	   qualitative	   criteria	   to	   be	  

allowed	   in	   the	   regulating	   state’s	   territory.1280	  In	   the	   context	   of	   macro-‐financial	   stability,	   a	  

qualitative	   measure	   that	   would	   regulate	   hedge	   funds	   that	   offer	   investment	   services	   would	  

qualify	   as	   a	   “zero	   quota”,	   because	   it	  would	   restrict	   the	  market	   access	   of	   hedge	   funds	   offering	  

investment	  services	  that	  fall	  below	  the	  regulatory	  threshold.	  	  

A	   further	   critique	   of	   the	   Appellate	   Body’s	   decision	   relates	   to	   its	   conclusion	   that	   all	  measures	  

equivalent	   to	   “zero	   quota”	   come	   within	   the	   reach	   of	   Article	   XVI:2,1281 	  because	   the	   1993	  

Scheduling	   Guidelines	   mention	   that	   “nationality	   requirements	   for	   suppliers	   of	   services	  

(equivalent	   to	   zero	   quota)”	   need	   to	   be	   scheduled	   as	   limitations	   on	   market	   access	  

commitments.1282	  The	   Appellate	   Body’s	   conclusion	   is	   questionable.	   First,	   the	   Appellate	   Body	  

overlooks	   other	   passages	   in	   the	   1993	   Scheduling	  Guidelines	   that	   state	   in	   clear	   terms	   that	   the	  

criteria	   of	   Article	   XVI:2(a)-‐(d)	   “do	   not	   apply	   to	   the	   quality	   of	   the	   service	   supplied,	   or	   to	   the	  

ability	   of	   the	   supplier	   to	   supply	   the	   service	   (i.e.	   technical	   standards	   or	   qualification	   of	   the	  

supplier)”. 1283 	  Second,	   even	   if	   market	   access	   restrictions	   based	   on	   nationality	   could	   be	  

considered	  as	  “zero	  quota”	  (and	  thus	  fall	  within	  the	  rubric	  of	  market	  access	  disciplines),	   it	   is	  a	  

significant	  step	  to	  conclude	  from	  this	  that	  origin-‐neutral	  restrictions	  are	  also	  covered	  by	  Article	  

XVI:2(a).1284	  The	  main	  problem	  with	  nationality	  requirements	  is	  that	  they	  make	  it	  impossible	  for	  

anyone	  of	   a	  different	  nationality	   to	   access	   the	  market,	  which	   contradicts	   the	  principle	  of	  non-‐

discrimination	   that	   is	   central	   to	   trade	   liberalization	   agreements.	   Nationality	   requirements	  

indirectly	  limit	  the	  size	  of	  the	  market	  to	  the	  domestic	  service	  suppliers,	  because	  they	  exclude	  all	  

foreign	  service	  suppliers.	   In	  contrast,	  an	  origin-‐neutral	  qualitative	  restriction	  does	  not	  cap	   the	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1279	  Regan,	  supra	  note	  1136,	  1302-‐1303.	  

1280	  Ibid.,	  1306,	  1312.	  

1281	  US–Gambling	  (AB),	  para.	  237.	  

1282	  Group	   of	  Negotiations	   on	   Services,	  Scheduling	  of	   Initial	  Commitments	   in	  Trade	   in	  Services,	  MTN.GNS/W/164	   (3	  
September	   1993),	   para.	  6(a)	   [“1993	   Scheduling	   Guidelines”].	   The	   new	   version	   repeats	   this:	   Council	   for	   Trade	   in	  
Services,	   Guidelines	   for	   the	   Scheduling	   of	   Specific	   Commitments	   under	   the	   General	   Agreement	   on	   Trade	   in	   Services	  
(GATS),	  S/L/92	  (28	  March	  2001),	  para.	  12(a).	  

1283	  1993	  Scheduling	  Guidelines,	  supra	  note	  1282,	  para.	  4;	  Ortino,	  supra	  note	  1278,	  144.	  

1284	  Regan,	  supra	  note	  1136,	  1313.	  
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size	  of	  the	  market.	  As	  long	  as	  the	  qualitative	  minimum	  criteria	  for	  the	  supply	  of	  a	  service	  are	  met,	  

the	  services	  can	  be	  offered	  regardless	  of	  the	  size	  of	  the	  market.	  

Thus,	  the	  term	  “quota”	  in	  Article	  XVI	  should	  be	  given	  its	  proper	  interpretation,	  i.e.	  one	  in	  which	  

market	  access	  is	  conditional	  upon	  the	  number	  of	  competitors,	  of	  foreign	  or	  domestic	  origin,	  that	  

have	   already	   been	   given	   access	   to	   the	   market.	   Prohibitions	   on	   the	   supply	   of	   a	   sub-‐standard	  

service	   or	   by	   a	   unqualified	   service	   supplier	   should	   not	   fall	   under	   Article	   XVI,	   but	   should	   be	  

assessed	  under	  Article	  XVII	  when	  discriminatory	  or	  under	  Article	  VI	  when	  origin-‐neutral.	  This	  

result	  is	  consistent	  with	  the	  three	  interstitial	  norms.	  First,	  it	  is	  consistent	  with	  the	  idea	  of	  locality	  

because	  it	  would	  allow	  Members	  to	  decide	  which	  services	  or	  service	  suppliers	  they	  consider	  too	  

objectionable	  to	  be	  offered	  or	  to	  be	  present	  within	  their	  territory,	  without	  violating	  their	  trade	  

liberalization	   commitments.	   Second,	   it	   is	   consistent	   with	   good	   neighbourliness	   and	  

reasonableness.	   Qualitative	   trade	   restrictions	   would	   still	   be	   subject	   to	   the	   requirements	   of	  

Articles	   VI	   and	   XVII,	   and,	   if	   contrary	   to	   either	   of	   these	   articles,	   to	   the	   requirements	   of	   the	  

exceptions.	  At	   the	   same	   time,	  Members	   that	   avoid	   a	  negative	   impact	  on	  other	  Members	  when	  

conducting	   their	  monetary	  management	   policies	  will	   be	   rewarded	  with	   trading	   opportunities	  

because	  their	  services	  or	  service	  suppliers	  will	  pass	  muster	  in	  the	  importing	  jurisdiction.	  

A	   second	   obstacle	   to	   the	   legality	   of	   defensive	   mechanisms	   relates	   to	   the	   national	   treatment	  

obligation	   in	   Article	   XVII	  GATS.	   As	   discussed	   in	   Section	   II.A,	   the	   current	   scope	   of	   the	   national	  

treatment	  obligation	  is	  broad	  due	  to	  a	  willingness	  to	  consider	  service	  suppliers	  as	  “like”	  as	  soon	  

as	   they	   supply	   the	   same	   service.	   A	   return	   to	   the	   text	   of	   Article	   XVII	   is	   advocated	   here,	  which	  

refers	   to	   “services	  and	  service	  suppliers”.	  Thus,	   if	  different	   types	  of	   service	  suppliers	   supply	  a	  

similar	   service,	   e.g.	   a	   personal	   loan	   offered	   by	   a	   bank	   and	   by	   a	   finance	   company	   that	   is	   not	  

subject	   to	   the	   same	   prudential	   requirements	   as	   a	   bank,	   states	   should	   be	   able	   to	   regulate	   the	  

service	  suppliers	  differently	  without	  violating	  the	  national	  treatment	  obligation.	  As	  the	  example	  

shows,	   requiring	   likeness	   of	   both	   the	   service	   and	   the	   service	   supplier	   before	   the	   national	  

treatment	  obligation	  applies	  is	  particularly	  important	  when	  the	  service	  suppliers	  in	  question	  are	  

subject	  to	  regulatory	  supervision	  as	  is	  often	  the	  case	  in	  the	  financial	  services	  industry.	  

In	  addition	  to	  “likeness”,	   the	  application	  of	  the	  national	  treatment	  obligation	  depends	  crucially	  

on	   the	   standard	   chosen	   to	   determine	  de	   facto	   discrimination.1285	  To	   ensure	   that	  Members	   are	  

able	  to	  exercise	  their	  decisional	  sovereignty,	  de	  facto	  discrimination	  should	  be	  established	  based	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1285	  Pauwelyn,	  supra	  note	  848,	  359.	  
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on	  the	  asymmetric	   impact	  on	  imported	  services	  rather	  than	  based	  on	  a	  diagonal	  test.1286	  Given	  

that	  a	  diagonal	  test	  finds	  de	  facto	  discrimination	  as	  soon	  as	  there	  is	  a	  foreign	  service	  or	  service	  

supplier	  that	  is	  treated	  less	  favourably	  than	  a	  domestic	  service	  or	  service	  supplier,	  Members	  will	  

be	  found	  to	  be	  de	  facto	  discriminating	  unless	  they	  have	  the	  lowest	  level	  of	  regulation	  of	  all	  their	  

trading	   partners.	   Although	   technically	  Members	   retain	   the	   power	   to	   regulate	   in	   line	  with	   the	  

idea	   of	   locality,	   the	   diagonal	   test	   implies	   that	   the	   most	   deregulated	   trading	   partner	   sets	   the	  

ceiling	  for	  domestic	  regulation	  in	  other	  Members	  even	  if	  the	  regulation	  has	  a	  negative	  impact	  on	  

other	  Members	  and	  is	  thus	  contrary	  to	  considerations	  of	  good	  neighbourliness.	  The	  asymmetric	  

impact	   test	   in	   contrast	   allows	   states	   to	   regulate	   while	   at	   the	   same	   time	   ensuring	   that	   the	  

domestic	   regulation	   does	   not	   have	   a	   disproportionate	   impact	   on	   foreign	   services	   and	   service	  

suppliers.	   Such	   an	   impact	   is	   incompatible	   with	   requirements	   of	   reasonableness	   and	   good	  

neighbourliness,	   because	   it	   enables	   Members	   to	   engage	   in	   protectionist	   behaviour	   under	   the	  

guise	  of	  regulation.	  

A	   third	   avenue	   for	   reinterpretation	   of	   the	   GATS	   obligations	   and	   exceptions	   lies,	   as	   with	   the	  

reinterpretation	   of	   the	   GATT,	   in	   the	   appropriate	   interpretation	   of	   “necessity”.	   Necessity	   is	   an	  

element	  of	  positive	  obligations,	  such	  as	  Article	  VI:5,	  and	  of	  the	  exceptions	  discussed	  in	  Section	  IV.	  

These	   provisions	   have	   a	   direct	   impact	   on	   the	   scope	   of	  Members’	   regulatory	   autonomy	   under	  

GATS	  when	  aiming	  to	  protect	  their	  domestic	  affairs	  against	  macro-‐financial	  instability	  triggered	  

by	  other	  Members’	  monetary	  management	  policies.	  	  

As	  discussed	  in	  Section	  IV.A,	  the	  Appellate	  Body’s	  US-‐Gambling	  decision	  interprets	  “necessity”	  in	  

Article	  XIV	  using	  the	  “weighing	  and	  balancing”	  test	  developed	  in	  the	  context	  of	  Article	  XX	  GATT	  

while	   at	   the	   same	   time	   confirming	   a	   WTO	   Member’s	   “right	   to	   achieve	   its	   desired	   level	   of	  

protection	  with	  respect	   to	   the	  objective	  pursued”.1287	  The	  weighing	  and	  balancing	   test	  and	   the	  

right	  to	  determine	  the	  appropriate	  level	  of	  protection	  are	  however	  incompatible.	  If	  the	  Appellate	  

Body	  ultimately	  has	  the	  power	  to	  overrule	  the	  chosen	  balance	  between	  the	  protected	  value	  and	  

the	   restriction	   on	   trade,	   it	   is	   not	   up	   to	   the	   Members	   to	   define	   their	   appropriate	   level	   of	  

protection.	  This	  interpretation	  of	  “necessity”	  is	  thus	  incompatible	  with	  the	  idea	  of	  locality.	  

An	  option	  suggested	  by	  Regan	  to	  correct	  this	  inconsistency	  is	  not	  to	  focus	  on	  balancing	  the	  trade	  

costs	  with	   the	  measure’s	   underlying	   goal,	   but	   rather	  with	   the	   additional	   costs	   of	   a	   less	   trade	  

restrictive	   alternative	   for	   the	   regulating	  Member:	  will	   it	   be	  more	   costly	   for	  Members	   to	   grant	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1286	  See	  Chapter	  7,	  Section	  I.A(3)	  for	  an	  analysis	  of	  both	  tests.	  

1287	  US–Gambling	  (AB),	  paras	  305-‐308.	  
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foreign	   service	   providers	   better	   access	   to	   their	  markets	   or	   is	   a	   less	   trade	   restrictive	  measure	  

more	  costly?1288	  Consider	  the	  example	  of	  a	  domestic	  measure	  that	  requires	  all	   financial	  service	  

suppliers	   to	   be	   set	   up	   as	   a	   separate	   legal	   person	   with	   a	   specified	   level	   of	   own	   capital.	   This	  

requirement	   restricts	   the	   ability	   of	   foreign	   financial	   service	   suppliers	   to	   offer	   these	   services	  

cross-‐border	   or	   through	   a	   branch	   and	   is	   in	   violation	   of	   Article	   XVI	  GATS	   if	   the	   Member	   has	  

scheduled	  commitments	   relating	   to	   financial	   services.	  The	   justification	  given	   is	   that	   it	   ensures	  

separate	  assets	   in	   case	  of	   a	  bankruptcy	  procedure	   if	   the	   financial	   service	   supplier	   fails.	  Under	  

Regan’s	   proposed	   test,	   the	   additional	   costs	   of	   transnational	   litigation	   in	   a	   cross-‐border	  

bankruptcy	  would	  have	  to	  be	  compared	  with	  the	  costs	  of	  the	  domestic	  measure	  under	  scrutiny,	  

assuming	  that	  the	   less	  trade	  restrictive	  alternative	  offers	  comparable	  protection	  for	  the	  values	  

sought.	  Another	  example	  arises	  when	  a	  Member	  wants	  to	  stem	  capital	  inflows	  and	  choses	  to	  do	  

so	  through	  administrative	  measures,	  such	  as	  an	  obligation	  to	  “park”	  a	  portion	  of	  the	  inflows	  on	  

an	  account	  with	   the	   central	  bank,	   rather	   than	   through	  price-‐based	  measures	   such	  as	   taxes	  on	  

inflows.1289	  If	  the	  Member	  can	  argue	  that	  it	  has	  a	  well-‐functioning	  administrative	  infrastructure	  

in	  place	  at	  the	  Central	  Bank,	  but	  not	  within	  its	  tax	  administration,	  the	  extra	  costs	  of	  setting	  up	  

the	  fiscal	  administration	  should	  be	  weighed	  against	  the	  costs	  of	  using	  the	  existing	  infrastructure	  

at	  the	  Central	  Bank.	  An	  important	  advantage	  of	  this	  test	  proposed	  by	  Regan	  is	  that	  its	  application	  

of	   “necessity”	   is	  compatible	  with	   the	   interstitial	  norms.	  By	  allowing	  Members	   to	  decide	  on	   the	  

appropriate	  level	  of	  protection	  of	  a	  certain	  value,	  locality	  is	  respected.	  However,	  reasonableness	  

and	   good	   neighbourliness	   are	   still	   ensured	   by	   the	   remaining	   limits	   on	   Members’	   domestic	  

regulation	  resulting	  from	  the	  comparison	  of	  the	  measure’s	  costs	  for	  the	  regulating	  Member	  and	  

the	  costs	  for	  trade.	  

Finally,	  neo-‐liberal	  ideology	  poses	  an	  obstacle	  to	  the	  availability	  of	  exceptions	  that	  can	  justify	  the	  

legality	  of	  defensive	  mechanisms	  in	  response	  to	  other	  states’	  monetary	  management	  policies.	  As	  

argued,1290	  the	  neo-‐liberal	  agenda	  of	  deregulation	  and	  liberalization	  has	  influenced	  the	  balance-‐

of-‐payments	  exception	  by	  a	  strong	  preference	  for	  exchange	  rate	  measures	  rather	  than	  for	  trade	  

restrictions	   to	  address	  balance-‐of-‐payments	  problems.	  Neo-‐liberalism	  has	  also	   influenced	  how	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1288	  Regan,	  supra	  note	  767,	  349-‐350.	  

1289	  This	  example	  is	  inspired	  by	  Ostry	  et	  al.,	  “Managing	  Capital	  Inflows:	  What	  Tools	  to	  Use?”	  (5	  April	  2011)	  IMF	  Staff	  
Discussion	  Note	  SDN/11/06,	  at	  <http://www.imf.org/external/pubs/ft/sdn/2011/sdn1106.pdf>,	  29.	  

1290	  See	  Section	  IV.C.	  
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“prudential”	  is	  interpreted	  in	  the	  prudential	  carve-‐out	  and	  particularly	  whether	  this	  term	  covers	  

capital	  controls.1291	  	  

The	  Global	  Financial	  Crisis	  has	  cast	  doubts	  over	   the	  dominance	  of	  neo-‐liberal	   ideology.1292	  For	  

example,	   research	   shows	   that	   states	  with	   closed	   capital	   accounts	  have	   fared	  better	   than	  open	  

economies	   since	   the	   start	   of	   the	   crisis.1293	  A	  December	   2010	  Working	   Paper	   by	   two	   IMF	   Staff	  

Members	  provided	  empirical	  evidence	  that	  capital	  inflows	  compressed	  the	  spread	  between	  long	  

and	  short-‐term	   interest	   rates	  which	  created	   incentives	   for	   financial	   institutions	   to	   take	  riskier	  

“leverage”	   strategies	   in	   the	   search	   for	  yield.1294	  The	  Working	  Paper	  also	   identified	   supervision	  

and	  regulation	  as	  “a	  key	  means	  to	  prevent	  crises”	  that	  played	  an	  important	  role	  in	  reducing	  the	  

build	  up	  of	  imbalance	  in	  financial	  systems.1295	  	  

The	   waning	   influence	   of	   neo-‐liberal	   ideology	   is	   further	   demonstrated	   by	   the	   willingness	   to	  

discuss	  the	  validity	  of	  capital	  controls	  adopted	  to	  avert	  a	  financial	  crisis	  or	  to	  mitigate	  its	  impact.	  

As	  the	  IMF’s	  General	  Counsel	  pointed	  out,	  the	  pendulum	  has	  swung	  back	  to	  regulation	  of	  capital	  

movements	  rather	  than	  their	  liberalization.1296	  A	  steady	  stream	  of	  IMF	  documents	  on	  the	  topic	  of	  

capital	   controls	   illustrates	   this	   momentum	   shift.	   An	   IMF	   Staff	   Position	   Note	   of	   early	   2010	  

recognizes	   that	   “following	   the	   crisis,	   policymakers	   are	   again	   reconsidering	   the	   view	   that	  

unfettered	  capital	  flows	  are	  a	  fundamentally	  benign	  phenomenon”.1297	  The	  note	  concluded	  that	  

controls	  on	  capital	  inflows	  could	  in	  certain	  situations	  be	  justified	  to	  deal	  with	  temporary	  surges	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1291	  Support	   for	   the	   argument	   that	   capital	   controls	   are	   not	   prudential	   can	  be	   found	   in	   statements	   of	   the	  US	  Trade	  
Representative	  and	  the	  US	  Under	  Secretary	  of	  Treasury	  for	  International	  Affairs	  quoted	  in	  Gallagher,	  Reforming	  United	  
States	   Trade	   and	   Investment	   Treaties	   for	   Financial	   Stability:	   The	   Case	   of	   Capital	   Controls	   (April	   2011),	   at	  
<http://www.iisd.org/pdf/2011/iisd_itn_april_2011_en.pdf>,	  10	  and	  in	  Kaufmann	  and	  Weber,	  supra	  note	  1238,	  424.	  
In	  contrast,	  Christ	  and	  Panizzon,	  “Article	  XI	  GATS”,	   in	  Wolfrum	  et	  al.	  (Eds.),	  WTO–Trade	  in	  Services	  (2008),	  246,	  254	  
argue	  that	  the	  prudential	  carve-‐out	  is	  available	  as	  an	  exception	  to	  Article	  XI	  GATS.	  

1292	  Delimatsis	  and	  Sauvé,	  supra	  note	  1142,	  840.	  

1293	  Dadush	  and	  Eidelman,	  supra	  note	  220.	  

1294	  Merrouche	  and	  Nier,	  supra	  note	  150,	  9,	  17.	  Investors	  such	  as	  financial	   institutions	  are	  leveraged	  if	  they	  borrow	  
funds	  to	  invest.	  As	  the	  following	  stylized	  example	  explains,	  leverage	  has	  a	  multiplier	  effect,	  making	  it	  a	  risky	  strategy.	  
Investors	  with	  a	  capital	  of	  5	  could	  buy	  one	  asset	  that	  costs	  5.	  However,	  they	  could	  also	  take	  out	  an	  additional	  loan	  of	  
20	  and	  buy	  five	  of	  these	  assets,	  for	  a	  total	  value	  of	  25.	  If	  the	  value	  of	  each	  asset	  increases	  by	  1,	  the	  total	  value	  of	  the	  
investment	  will	  be	  30.	  Through	  leverage,	  investors	  have	  achieved	  a	  100%	  return	  on	  their	  investment,	  and	  their	  capital	  
increases	   from	  5	   to	   10.	   If	   they	   had	   not	   borrowed	   anything,	   they	  would	   only	   have	   achieved	   a	   20%	   return	   on	   their	  
investment,	  because	  their	  capital	  would	  only	  have	  grown	  from	  5	  to	  6.	  However,	  if	  the	  value	  of	  each	  asset	  were	  to	  slip	  
by	  1,	  the	  total	  value	  of	  the	  assets	  would	  be	  20.	  Investors	  that	  have	  borrowed	  to	  purchase	  four	  additional	  assets	  will	  
need	  all	  of	  this	  to	  repay	  their	  loan	  and	  will	  have	  lost	  their	  entire	  starting	  capital.	  A	  non-‐leveraged	  investor	  would	  still	  
have	  a	  capital	  of	  4	  left.	  	  

1295	  Ibid.,	  9,	  18.	  

1296	  Hagan,	  “Enhancing	  the	  IMF’s	  Regulatory	  Authority”,	  13	  Journal	  of	  International	  Economic	  Law	  955	  (2010),	  967.	  

1297	  Ostry	   et	   al.,	   “Capital	   Inflows:	   The	   Role	   of	   Controls”	   (19	   February	   2010)	   IMF	  Staff	  Position	  Note	  SPN/10/04,	  at	  
<http://www.imf.org/external/pubs/ft/spn/2010/spn1004.pdf>,	  4.	  
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in	  inflows.1298	  In	  April	  2011,	  the	  IMF	  released	  a	  document	  for	  discussion	  by	  the	  IMF	  Board	  at	  its	  

2011	  Spring	  Meeting1299	  and	  a	  Staff	  Discussion	  Note.1300	  These	  documents	  recognize	  that	  capital	  

inflows	   may	   need	   to	   be	   controlled,	   but	   suggest	   that	   macro-‐economic	   and	   prudential	   policies	  

should	  be	  exhausted	  first.1301	  While	  these	  documents	  are	  not	  binding	  IMF	  decisions,	  they	  suggest	  

a	  shift	   in	  thinking	  on	  the	  validity	  and	  necessity	  of	  capital	  controls.1302	  This	  willingness	  to	  think	  

less	  dogmatically	  about	  capital	  controls	  is	  a	  significant	  shift	  compared	  to	  just	  over	  a	  decade	  ago	  

when	  the	  IMF	  sought	  to	  expand	  its	  role	  by	  examining	  a	  possible	  amendment	  to	  the	  IMF	  Articles	  

of	  Agreement	  that	  would	  have	  restricted	  IMF	  Members’	  ability	  to	  impose	  capital	  controls,	  unless	  

they	  had	  the	  prior	  approval	  of	  the	  IMF.1303	  	  

These	   improved	   understandings	   of	   the	   dynamics	   influencing	  macro-‐financial	   stability	   and	   the	  

willingness	  to	  consider	  capital	  controls	  are	  important	  to	  guide	  the	  process	  of	  normative	  change	  

advanced	   in	   this	   thesis.	   The	   first	   possible	   outcome	   is	   a	   broader	   scope	   for	   the	   balance-‐of-‐

payments	   exception	   in	   GATS.	   In	   line	   with	   the	   idea	   of	   locality,	   Members	   would	   be	   allowed	   to	  

decide	  for	  themselves	  whether	  to	  rely	  on	  capital	  controls	  or	  on	  other	  policies,	  such	  as	  exchange	  

rate	   adjustment,	   to	   address	   a	   balance-‐of-‐payments	   problem.	   Once	   again,	   reasonableness	   and	  

good	   neighbourliness	   act	   as	   a	   counterweight	   to	   locality	   by	   requiring	   that	   the	   use	   of	   capital	  

controls	  is	  reasonable	  and	  does	  not	  unduly	  harm	  other	  Members.	  Thus,	  Members	  would	  not	  be	  

allowed	   to	  use	   capital	   controls	  when	   they	  use	   these	   to	  off-‐load	   the	   adjustment	   costs	  of	  policy	  

mistakes	   on	   trading	   partners.	   In	   the	   assessment	   of	   reasonableness	   and	   good	   neighbourliness,	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1298	  Ibid.,	  5.	  

1299	  International	  Monetary	  Fund,	  Recent	  Experiences	  in	  Managing	  Capital	  Inflows–Cross-‐Cutting	  Themes	  and	  Possible	  
Policy	   Framework	   (5	   April	   2011),	   at	   <http://www.imf.org/external/np/pp/eng/2011/021411a.pdf>.	   See	   also	  
International	   Monetary	   Fund,	   Recent	   Experiences	   in	   Managing	   Capital	   Inflows–Cross-‐Cutting	   Themes	   and	   Possible	  
Policy	   Framework–Supplementary	   Information	   (5	   April	   2011),	   at	  
<http://www.imf.org/external/np/pp/eng/2011/031111.pdf>.	  

1300	  Ostry	  et	  al.,	  supra	  note	  1289.	  

1301	  International	   Monetary	   Fund,	   “Recent	   Experiences	   in	   Managing	   Capital	   Inflows–Cross-‐Cutting	   Themes	   and	  
Possible	  Policy	  Framework”,	  supra	  note	  1299,	  39-‐48;	  Ostry	  et	  al.,	  supra	  note	  1289,	  9.	  

1302	  For	  an	  overview	  of	  the	  changing	  beliefs	  of	  IMF	  staff	  about	  capital	  controls	  see	  Chwieroth,	  Capital	  Ideas:	  The	  IMF	  
and	   the	   Rise	   of	   Financial	   Liberalization	   (2010).	   At	   its	   2011	   Spring	   Meeting,	   the	   IMF	   Members	   urged	   the	   IMF	   to	  
continue	  its	  work	  on	  capital	  flows,	  see	  International	  Monetary	  Fund,	  Communiqué	  of	  the	  Twenty-‐Third	  Meeting	  of	  the	  
International	  Monetary	   and	   Financial	   Committee	   of	   the	   Board	   of	   Governors	   of	   the	   International	  Monetary	   Fund	   (16	  
April	  2011),	  at	  <http://www.imf.org/external/np/cm/2011/041611.htm>.	  	  

1303	  The	   arguments	   are	   explained	   in	   International	   Monetary	   Fund	   Annual	   Report	   of	   the	   Executive	   Board	   for	   the	  
Financial	  Year	  Ended	  April	  30,	  1997,	  at	   <http://www.imf.org/external/pubs/ft/ar/97/pdf/file04.pdf>,	   38-‐39.	   In	   the	  
end,	   the	   Asian	   Financial	   Crisis	   questioned	   the	  wisdom	   of	   capital	   account	   liberalization	   and	   the	   amendment	   never	  
materialized,	  see	  Williams,	  “Policy	  Perspectives	  on	  the	  Use	  of	  Capital	  Controls	  in	  Emerging	  Market	  Nations:	  Lessons	  
from	  the	  Asian	  Financial	  Crisis	  and	  a	  Look	  at	   the	   International	  Legal	  Regime”,	  70	  Fordham	  Law	  Review	  561	  (2001),	  
562;	   Fischer,	   IMF	   Essays	   from	   a	   Time	   of	   Crisis:	   The	   International	   Financial	   System,	   Stabilization,	   and	   Development	  
(2004),	  115;	  Alexander	  et	  al.,	  supra	  note	  132,	  94-‐95.	  
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the	  specific	  characteristics	  of	  the	  Member	  imposing	  the	  capital	  controls	  need	  to	  be	  considered.	  

For	  example,	  a	  developing	  Member	  should	  be	  given	  more	  flexibility	  than	  a	  developed	  Member	  to	  

impose	   capital	   controls.	   This	   was	   recognized	   by	   the	   G-‐20	   at	   its	   Seoul	   Meeting,	   where	   it	   was	  

agreed	  that	  1304	  	  

in	   circumstances	   where	   countries	   are	   facing	   undue	   burden	   of	   adjustment,	   policy	  
responses	   in	   emerging	   market	   economies	   with	   adequate	   reserves	   and	   increasingly	  
overvalued	   flexible	   exchange	   rates	   may	   also	   include	   carefully	   designed	   macro-‐
prudential	  measures.	  

This	  excerpt	  is	  taken	  from	  a	  paragraph	  entitled	  “monetary	  and	  exchange	  rate	  policies”	  and	  the	  

reference	   to	   “carefully	   designed	   macro-‐prudential	   measures”	   is	   seen	   as	   “code	   for	   capital	  

controls”.1305	  Admittedly,	   both	   FTAs	   studied	   limit	   the	   availability	   of	   the	   balance-‐of-‐payments	  

exception,	  although	  they	  contain	  other	  exceptions,	  such	  as	  the	  prudential	  carve-‐out	  that	  could	  be	  

reinterpreted	  to	  facilitate	  capital	  controls.	  

A	  second	  possible	  outcome	  of	  the	  change	  in	  attitude	  towards	  capital	  controls	  would	  be	  clarity	  in	  

the	   interpretation	   of	   the	   prudential	   carve-‐out,	   particularly	   of	   the	   measures	   qualifying	   as	  

“prudential”.	  As	  argued	  by	  Panourgias,	  “prudential”	  is	  a	  “dynamic	  and	  evolutionary”	  concept.1306	  

In	   the	   context	   of	   the	   prudential	   carve-‐out	   in	   NAFTA,	   Trachtman	   argues	   that	   the	   term	   “for	  

prudential	   reasons”,	  which	   is	   also	   used	   in	   the	   Annex	   on	   Financial	   Services	   and	   the	   two	   FTAs	  

studied	   here,	   can	   be	   given	   a	   “post-‐financial	   crisis	   evolutionary	   interpretation”	   according	   to	  

which	  it	  could	  include	  capital	  controls.1307	  

A	   readiness	   to	   consider	   capital	   controls	   as	   legitimate	   for	   “prudential	   reasons”	   can	   be	   seen	   in	  

both	  the	  IMF	  and	  the	  WTO.	  The	  2010	  IMF	  Staff	  Position	  Note	  explicitly	  mentions	  that	  “for	  both	  

macroeconomic	   and	   prudential	   reasons	   […]	   there	   may	   be	   circumstances	   in	   which	   capital	  

controls	   are	   a	   legitimate	   component	   of	   the	   policy	   response	   to	   surges	   in	   capital	   inflows”.1308	  A	  

reinterpretation	   of	   the	   prudential	   carve-‐out	   does	   not	   necessarily	   have	   to	   be	   limited	   to	  

permitting	   capital	   controls.	   Pascal	   Lamy,	   the	  WTO	  Director-‐General,	   has	   stated	   that	   the	  GATS’	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1304 	  G-‐20,	   The	   Seoul	   Summit	   Document	   (12	   November	   2010),	   at	  
<http://media.seoulsummit.kr/contents/dlobo/E2._Seoul_Summit_Document.pdf>,	   para.	  6;	   International	   Centre	   for	  
Trade	  and	  Sustainable	  Development,	  supra	  note	  216.	  

1305 	  Richardson,	   Factbox-‐Outcome	   of	   the	   Seoul	   G20	   Summit	   (12	   November	   2010),	   at	  
<http://www.reuters.com/article/2010/11/12/g20-‐outcomes-‐idUSN0911933720101112>.	  

1306	  Panourgias,	  supra	  note	  1234,	  17.	  

1307 	  Trachtman,	   Applicability	   of	   the	   NAFTA	   “Prudential	   Carveout”	   to	   Capital	   Controls	   (20	   January	   2011),	   at	  
<http://worldtradelaw.typepad.com/ielpblog/2011/01/applicability-‐of-‐the-‐nafta-‐prudential-‐carveout-‐to-‐capital-‐
controls.html>.	  

1308	  Ostry	  et	  al.,	  supra	  note	  1297,	  15.	  
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prudential	  carve-‐out	  is	  not	  restricted	  to	  specific	  measures,	  as	  long	  as	  the	  chosen	  measures	  have	  

a	  prudential	  objective.1309	  Likewise,	  the	  WTO	  Secretariat	  confirmed	  in	  a	  recent	  background	  note	  

on	  financial	  services	  that	  “any	  measure	  adopted	  for	  prudential	  reasons	  is	  covered	  a	  priori”,	  even	  

if	   contrary	   to	   the	  MFN-‐obligation	  or	  specific	  commitments	  on	   financial	   services.1310	  This	  was	  a	  

change	  in	  position	  compared	  to	  1998	  when	  the	  WTO	  Secretariat	  argued	  that	  domestic	  measures,	  

such	   as	   a	   restriction	   on	   the	   number	   of	   banks,	   may	   have	   prudential	   connotations,	   but	   do	   not	  

therefore	  qualify	  as	  prudential	  under	  the	  prudential	  carve-‐out	  if	  protection	  of	  investors	  or	  of	  the	  

stability	  of	   the	   financial	   system	  was	  not	   the	  direct	  and	  primary	  objective.1311	  Neither	   the	  WTO	  

Director-‐General	  nor	  the	  Secretariat	  can	  issue	  binding	  rulings	  on	  the	  meaning	  of	  the	  prudential	  

carve-‐out,	  but	   their	  positions	  are	  nevertheless	   influential.	  Ultimately,	   the	   issue	  will	  need	   to	  be	  

decided	  by	  WTO	  Members	  or	  the	  Dispute	  Settlement	  Body.	  

A	   broader	   interpretation	   of	   “prudential”	   cannot,	   however,	   change	   the	   fact	   that	   the	   EU–Korea	  

FTA	   incorporates	   a	   necessity	   requirement	   in	   its	   prudential	   carve-‐out.	   As	   argued	   before,	   a	  

necessity	   requirement	   can	   have	   a	   chilling	   effect	   on	   domestic	   regulation.	   An	   approach	   to	  

necessity	  in	  line	  with	  the	  interstitial	  norms,	  as	  argued	  in	  this	  Section,	  could	  provide	  more	  leeway	  

for	   a	   Party	   to	   legally	   employ	   defensive	  mechanisms	   against	   the	   negative	   impact	   of	   the	   other	  

Party’s	  monetary	  management	  policies.	  

The	   anti-‐avoidance	   provision	   of	   the	   prudential	   carve-‐out	   should,	   as	   argued	   above,1312 	  be	  

interpreted	  as	  an	  obligation	  of	  good	  faith	  that	  requires	  the	  existence	  of	  a	  reasonable	  relationship	  

between	  a	  domestic	  measure	  and	  its	  prudential	  objective.	  It	  is	  argued	  that	  the	  requirement	  of	  a	  

reasonable	   relationship	   can	   accommodate	   situations	   in	   which	   prudential	   objectives	   combine	  

with	  non-‐prudential	  objectives.	  After	  all,	  this	  is	  exactly	  the	  challenge	  that	  the	  prudential	  carve-‐

out,	   as	   an	   exception	   to	   the	   GATS	   or	   FTA	   commitments,	   should	   be	   dealing	   with.	   When	  

determining	   the	   reasonableness	   of	   the	   relationship,	   attention	   should	   be	   paid	   to	   the	   tail	   risks	  

related	   to	   prudential	   regulation	   and	   to	   the	   imbalance	   between	   the	   short-‐term	   benefits	   of	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1309	  Trade	  Policy	  Review	  Body,	  Report	  to	  the	  TPRB	  from	  the	  Director-‐General	  on	  the	  Financial	  and	  Economic	  Crisis	  and	  
Trade-‐Related	  Developments,	  WT/TPR/OV/W/2	  (15	  July	  2009),	  para.	  54.	  

1310	  Council	  for	  Trade	  in	  Services	  and	  Committee	  on	  Trade	  in	  Financial	  Services,	  supra	  note	  496,	  paras	  28-‐29.	  

1311	  Council	  for	  Trade	  in	  Services,	  supra	  note	  496,	  para.	  44.	  

1312	  See	  Section	  IV.D.	  
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liberalized	  trade	  and	  the	  long-‐term	  risks	  for	  financial	  stability,	  which	  as	  recently	  pointed	  out	  to	  

the	  G-‐20,	  “may	  lead	  to	  a	  strong	  bias	  in	  favour	  of	  inaction.”1313	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1313	  Financial	   Stability	   Board	   et	   al.,	  Macroprudential	  Policy	  Tools	  and	  Frameworks:	  Update	   to	  G20	  Finance	  Ministers	  
and	  Central	  Bank	  Governors	  (14	  February	  2011),	  at	  <www.bis.org/publ/othp13.pdf>,	  11.	  
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CONCLUSION:	  TOWARDS	  A	  LIBERAL	  SYSTEM	  OF	  STATES	  THROUGH	  

REINTERPRETATION	  

Since	  its	  inception,	  international	  law	  has	  had	  to	  deal	  with	  problems	  of	  interdependence	  between	  

sovereign	  states.	  Traditionally,	   liberal	  principles	  provided	  the	  foundation	  for	  various	  rules	  and	  

principles	  to	  protect	  states’	  freedoms	  in	  the	  exercise	  of	  their	  sovereignty	  so	  as	  to	  ensure	  states’	  

co-‐existence	  and	  facilitate	  their	  co-‐operation	  in	  response	  to	  transboundary	  problems.	  To	  better	  

understand	  the	  meaning	  of	  “freedom”	  this	  thesis	  relies	  on	  Berlin’s	  distinction	  between	  positive	  

and	   negative	   freedom.	   Of	   these	   two	   conceptions	   of	   freedom,	   negative	   freedom	   is	   considered	  

more	   important,	   because	   protecting	   states’	   negative	   freedom	   can	   achieve	   the	   same	   goals	   as	  

protecting	   states’	   positive	   freedom	   while	   at	   the	   same	   time	   avoiding	   the	   latter’s	   excesses.	  

Therefore,	  what	  should	  be	  protected	  first	  and	  foremost	  in	  a	  liberal	  system	  of	  sovereign	  states	  is	  

states’	  freedom	  from	  external	  interference	  rather	  than	  their	  freedom	  to	  act.	  Protection	  of	  states’	  

negative	  freedom	  is	  particularly	  important	  when	  no	  international	  agreement	  exists	  to	  deal	  with	  

a	  problem	  of	  interdependence	  or	  when	  existing	  international	  agreements	  are	  inadequate.	  	  

More	   frequent	   interactions	   between	   states	   and	   their	   citizens	   have	   increased	   interdependence	  

between	   states	   by	   elevating	   issues,	   such	   as	   environmental	   or	   economic	   policies,	   that	   were	  

previously	   within	   states’	   domestic	   affairs	   to	   issues	   of	   international	   concern.	   In	   light	   of	   this	  

evolution,	  this	  thesis	  examined	  whether	  the	  “liberal”	  system	  of	  international	  law	  can	  continue	  to	  

perform	  its	  function	  of	  ensuring	  co-‐existence	  and	  co-‐operation	  in	  increasing	  interdependence.	  It	  

has	  been	  argued	  that	  international	  law	  fails	  to	  do	  so.	  As	  illustrated	  through	  both	  case	  studies,	  the	  

current	  interpretation	  of	  rules	  and	  principles	  governing	  the	  exercise	  of	  state	  sovereignty	  in	  both	  

general	  and	  specialized	   international	   law	   focuses	  on	   the	  protection	  of	  states’	  positive	   freedom	  

and	  pays	  insufficient	  attention	  to	  the	  protection	  of	  states’	  negative	  freedom.	  

In	  general	  international	  law,	  the	  protection	  of	  states’	  positive	  freedom	  is	  the	  combined	  result	  of:	  

first,	   a	   broad	   interpretation	   of	   the	   PCIJ’s	   Lotus	   judgment	   and	   of	   the	   principles	   allocating	  

jurisdiction;	  and,	  second,	  an	  interpretation	  of	  the	  limits	  on	  the	  exercise	  of	  state	  sovereignty	  that	  

is	   too	   restrictive	   to	   be	   applied	   in	   complex	   situations	   of	   increasing	   interdependence.	   The	  

restrictive	   interpretations	   of	   harm	   and	   of	   causation	   were	   identified	   as	   being	   of	   particular	  

importance.	  

The	   analysis	   of	   specialized	   international	   law	   in	   each	   case	   study	   has	   revealed	   that	   the	   deeper	  

integration	   of	   domestic	   economies	   accelerated	   by	   trade	   liberalization	   agreements	   has	   been	  

lopsided.	   The	   focus	   has	   been	   on	   increasing	   trade	   volumes	   and	   not	   on	   creating	   a	   regulatory	  

framework	   that	   is	   appropriate	   to	   the	   increasingly	   global	   character	   of	  markets.	   States	   that	   are	  
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negatively	   affected	   by	   a	   lack	   of	   regulation	   by	   their	   trading	   partners	   will	   face	   limits	   on	   their	  

ability	   to	   enact	   unilateral	   regulation	   that	   includes	   imported	   goods	   and	   services,	   when	   this	  

regulation	   potentially	   has	   a	   restrictive	   impact	   on	   trade.	   However,	   there	   is	   no	   obligation	   to	  

abstain	   from	   domestic	   policies,	   or	   to	   regulate	   the	   actions	   of	   private	   actors,	   that	   affect	   other	  

states’	   non-‐trade	   interests.	   The	   lopsided	   nature	   of	   the	   global	   market	   in	   favour	   of	   trade,	   and	  

against	   regulation	   that	   limits	   trade,	   creates	   obstacles	   to	   the	   development	   of	   international	  

agreements	   in	   relation	   to	   global	   problems.	   In	   the	   absence	   of	   unilateral	   regulation	   by	   affected	  

states,	   states	   that	   fail	   to	   regulate	   to	  protect	  non-‐trade	   interests	  will	   not	  have	   any	   incentive	   to	  

participate	  in	  agreements	  in	  which	  they	  voluntarily	  limit	  the	  exercise	  of	  their	  sovereignty.	  

The	   balance	   struck	   between	   states’	   positive	   and	   negative	   freedom	   in	   general	   and	   specialized	  

international	  law	  arguably	  results	  from	  different	  understandings	  of	  the	  meaning	  of	  “freedom”	  as	  

a	   central	   concept	   of	   liberal	   theories	   and	   from	   insufficient	   attention	   to	   the	   tension	   between	  

competing	   freedoms.	  When	   interactions	  between	   states	  were	   fewer	   and	   interdependence	  was	  

not	  as	  complex	  as	  it	  is	  now,	  protecting	  positive	  freedom	  was	  sufficient,	  as	  states	  were	  not	  easily	  

exposed	   to	   the	   negative	   impact	   of	   other	   states’	   actions	   or	   omissions.	   However,	   in	   increasing	  

interdependence,	   the	   paths	   of	   negative	   freedom	   and	   positive	   freedom	   diverge:	   one	   state’s	  

exercise	   of	   its	   positive	   freedom	   can	   affect	   another	   state’s	   negative	   freedom.	   It	   is	   only	   in	  

situations	   of	   increasing	   interdependence	   that	   the	   need	   arises	   for	   an	   accurate	   distinction	  

between	  the	  different	  conceptions	  of	  freedom.	  

To	   ensure	   that	   international	   law	   continues	   to	   support	   a	   liberal	   system	   of	   states	   in	   increasing	  

interdependence,	   the	   existing	   imbalance	  between	   states’	   positive	   and	  negative	   freedom	  needs	  

addressing.	  Ideally,	  states	  would	  consent	  to	  international	  agreements	  in	  which	  they	  accept	  limits	  

on	  the	  exercise	  of	  their	  sovereignty.	  However,	  both	  case	  studies	  illustrate	  that	  such	  international	  

agreements	  are	  difficult	  to	  achieve.	  Indeed,	  this	  thesis	  argues	  that	  the	  very	  imbalance	  that	  these	  

international	   agreements	   should	   resolve	   is	   an	   obstacle	   towards	   the	   conclusion	   of	   these	  

agreements	  in	  a	  system	  based	  on	  consent.	  The	  imbalance	  in	  favour	  of	  protecting	  states’	  positive	  

freedom	  rather	   than	   their	  negative	   freedom	  allows	  states	   to	   impose	  some	  of	   the	  costs	  of	   their	  

actions	  on	  other	  states.	  This	  unhinges	  the	  exercise	  of	  weighing	  up	  an	  action’s	  costs	  and	  benefits,	  

and	   results	   in	   states	   adopting	   actions	   that	   are	   beneficial	   from	   their	   domestic	   perspective	   but	  

detrimental	   from	  an	   international	  perspective.	  For	  example,	   states	  may	  not	  want	   to	  engage	   in	  

costly	   GHG	   emission	   reductions	   because	   they	   are	   not	   vulnerable	   to	   the	   negative	   impact	   of	  

climate	  change	  and	  therefore	  will	  not	  reap	  the	  benefits	  of	  their	  emission	  reductions.	  	  

Addressing	   the	   imbalance	  may	  create	  a	   situation	   in	  which	   co-‐operation	   is	   stimulated,	  because	  

improved	   availability	   of	   conditional	   limits	   and	   defensive	   mechanisms	   would	   allow	   action	   to	  
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protect	  domestic	  affairs	  by	  states’	  whose	  negative	  freedom	  is	  affected	  by	  another	  state’s	  exercise	  

of	   its	   positive	   freedom.	   For	   example,	   affected	   states	   could	   claim	   damages	   or	   impose	   trade	  

restrictions.	  Any	  of	  these	  reactions	  will	  have	  an	  impact	  on	  the	  state	  whose	  exercise	  of	  positive	  

freedom	   caused	   the	   negative	   impact.	   As	   a	   result,	   the	   dynamic	   between	   both	   states	   changes.	  

Where	  before	  the	  acting	  state	  could	  act	  without	  having	  to	  take	  into	  account	  the	  costs	  its	  actions	  

or	  omissions	  impose	  on	  other	  states,	  addressing	  the	  imbalance	  will	  create	  incentives	  to	  take	  at	  

least	   some	  of	   these	   costs	   into	   account.	   The	   increased	   costs	   for	   the	   acting	   state	  may	   very	  well	  

outweigh	  the	  benefits	  derived	  from	  its	  original	  actions	  or	  omissions.	  

Given	   the	   difficulties	   agreeing	   on	   new	   rules	   governing	   the	   exercise	   of	   state	   sovereignty,	   this	  

thesis	  suggests	  addressing	  the	  imbalance	  between	  states’	  positive	  and	  negative	  freedom	  through	  

a	  reinterpretation	  of	  existing	  rules	  and	  principles.	  Often,	  these	  rules	  and	  principles	  are	  open	  to	  a	  

range	   of	   interpretations,	   not	   all	   of	   which	   result	   in	   the	   same	   imbalance	   between	   positive	   and	  

negative	  freedom.	  Reinterpretation	  can	  take	  place	  through	  a	  wide	  range	  of	  formal	  and	  informal	  

processes	  in	  which	  not	  only	  states	  participate,	  but	  also	  international	  institutions	  and	  non-‐state	  

actors.	   Realistically,	   large	   developed	   states	  may	   have	   to	   drive	   some	   of	   these	   processes	   given	  

their	  power	  to	  set	  the	  agenda	  of	  international	  institutions	  and	  their	  greater	  resources	  available	  

to	  fund	  international	  dispute	  settlement.	  It	  is	  not	  improbable	  that	  powerful	  states	  will	  drive	  this	  

process	  of	  change,	  as	  collisions	  of	  sovereignty	  are	  not	  restricted	  to	  traditional	  North-‐South	  lines.	  

Thus,	  the	  process	  of	  normative	  change	  does	  not	  rely	  on	  small	  or	  developing	  states	  to	  carry	  the	  

burden.	  	  

This	   thesis,	   however,	   focuses	   more	   on	   the	   substantive	   drivers	   of	   the	   process	   of	   normative	  

change,	  rather	  than	  on	  the	  processes	  themselves.	  A	  better	  balance	  between	  states’	  positive	  and	  

negative	  freedom	  should	  be	  achieved	  through	  the	  use	  of	  interstitial	  norms	  in	  the	  interpretation	  

of	   primary	   rules	   and	   principles	   governing	   the	   exercise	   of	   state	   sovereignty.	   The	   interstitial	  

norms	   identified	   as	   useful	   to	   achieve	   a	   rebalancing	   of	   states’	   freedoms	   in	   line	   with	   the	  

requirements	  of	  a	  liberal	  system	  are	  locality,	  reasonableness	  and	  good	  neighbourliness.	  Locality	  

and	  good	  neighbourliness	  work	  together	  to	  ensure	  that	  states	  are	  allowed	  to	  act	  to	  protect	  their	  

domestic	   affairs	   against	   negative	   external	   impacts,	   and	   that	   they	   are	   restricted	   when	   their	  

actions	  or	  omissions	  can	  have	  a	  negative	   impact	  on	  other	  states,	   including	  when	  these	  actions	  

are	   taken	   to	   protect	   domestic	   affairs.	   The	   addition	   of	   reasonableness	   to	   the	  mix	   is	   necessary	  

because	  it	  is	  inevitable	  in	  situations	  of	  increasing	  interdependence	  that	  states	  are	  affected	  by	  the	  

actions	  or	  omissions	  of	  other	  states.	  Reasonableness	  provides	  a	  criterion	  to	  identify	  whether	  an	  

action	   or	   omission	   leads	   to	   negative	   impacts	   that	   need	   to	   be	   tolerated	   by	   the	   affected	   state.	  

Reasonableness	   cannot	  be	  determined	   in	   the	  abstract,	   but	  only	  on	  a	   case-‐by-‐case	  basis.	  While	  
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this	  may	  not	  be	  ideal	  from	  the	  perspective	  of	  legal	  certainty,	  this	  is	  necessary	  in	  the	  complex	  and	  

continuously	   changing	   reality	   of	   increasing	   interdependence.	   The	   determination	   of	  

reasonableness	  depends	  on	  bigger	  picture	  questions	  about	  the	  desired	  international	  society	  and	  

on	  which	  policies	  are	  seen	  to	  best	  further	  this	  society.	  Many	  of	  these	  determinations,	  especially	  

in	  the	  trade	  liberalization	  context,	  are	  currently	  influenced	  by	  neo-‐liberal	  economics.	  We	  need	  to	  

recognize	   that	  economists	  do	  not	  have	  all	   the	  answers	  and	   that	   certain	   important	   conclusions	  

derive	  from	  hypotheses,	  such	  as	  the	  rational	  market	  hypothesis,	   that	  have	  been	  discredited	  by	  

recent	   events.	   A	   better	   understanding	   of	   economic	   dynamics	   and	   a	   more	   critical	   approach	  

towards	  the	  inherent	  limits	  and	  transitory	  nature	  of	  dominant	  economic	  models	  are	  possibly	  of	  

even	  greater	  importance	  than	  changes	  to	  the	  law.1314	  

A	  first	  target	  for	  reinterpretation	  discussed	  in	  this	  thesis	  are	  the	  rules	  and	  principles	  governing	  

the	   exercise	   of	   state	   sovereignty	   in	   increasing	   interdependence.	   This	   involved	   firstly	   a	  

reinterpretation	  of	   the	  Lotus	   judgment	   to	  accept	   inherent	   limits	  on	  sovereignty	   to	  ensure	   that	  

states’	  actions	  do	  not	  undermine	   the	  co-‐existence	  of	   states	   that	   is	  central	   to	   international	   law.	  

Further	   limits	   on	   state	   sovereignty	   should	   be	   derived	   from	   a	   broader	   approach	   to	   the	   no	  

harm/due	  diligence	  principle,	  basing	  causality	  on	  the	  contribution	  of	  an	  act	  or	  omission	  to	  the	  

overall	  negative	  impact	  and	  expanding	  the	  precautionary	  approach	  to	  non-‐environmental	  issues.	  

Given	   that	   trade	   liberalization	   agreements	   significantly	   limit	   the	   legality	   of	   defensive	  

mechanisms,	  and	  given	  that	  their	  provisions	  are	  far	  less	  clear	  than	  they	  are	  often	  presented	  to	  

be,1315	  reinterpretations	   of	   obligations	   and	   their	   exceptions	   in	   trade	   liberalization	   agreements	  

are	  also	  proposed	  in	  this	  thesis.	  The	  pressure	  that	  these	  agreements	  put	  on	  the	  construction	  of	  a	  

liberal	  system	  of	  states	  in	  international	  law	  is	  not	  limited	  to	  the	  two	  case	  studies,	  but	  also	  exists	  

in	   other	   areas	   that	   were	   previously	   considered	   to	   be	   within	   states’	   domestic	   affairs,	   such	   as	  

labour	   legislation	   and	   taxation.	   Reinterpretation	   of	   limits	   on	   the	   legality	   of	   defensive	  

mechanisms	   therefore	   has	   the	   potential	   to	   change	   the	   balance	   between	   states’	   positive	   and	  

negative	  freedom	  in	  all	  areas	  in	  which	  there	  is	  a	  link	  between	  trade	  and	  another	  societal	  value,	  

and	  is	  thus	  not	  limited	  by	  the	  fragmentation	  of	  international	  law.	  

The	   ability	   of	   affected	   states	   to	   enact	   defensive	  mechanisms	  unilaterally	  when	   transboundary	  

problems	  affect	  their	  domestic	  affairs	  does	  not	  imply	  that	  states’	  compliance	  with	  their	  trading	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1314	  Seuffert	  and	  Kelsey,	  supra	  note	  1246,	  236.	  

1315	  Picciotto,	  “The	  WTO’s	  Appellate	  Body:	  Legal	  Formalism	  as	  a	  Legitimation	  of	  Global	  Governance”,	  18	  Governance	  
477	  (2005),	  478.	  
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obligations	  becomes	  self-‐judging.	  Trade	  adjudicators	  would	  still	  supervise	  compliance.	  However,	  

the	  obligations	  would	  be	  less	  onerous	  than	  they	  currently	  are.	  Instead,	  they	  would	  be	  focused	  on	  

the	   core	   obligation	   of	   non-‐discrimination	   and	  on	   objective	   evaluations	   of	   the	  necessity	   of	   any	  

exceptions	  based	  on	  the	  costs	  involved	  for	  the	  regulating	  state	  of	  applying	  a	  less	  trade	  restrictive	  

measure	   rather	   than	   on	   the	   inherently	   subjective	   evaluations	   of	   the	   appropriate	   balance	  

between	  the	  need	  to	  protect	  free	  trade	  and	  the	  need	  to	  protect	  other	  important	  social	  values.	  

Trade	   restrictions	   may	   very	   well	   rise	   because	   of	   this	   reinterpretation.	   However,	   from	   the	  

broader	  perspective	  of	  protecting	  states’	  decisional	   sovereignty	   in	   increasing	   interdependence	  

this	   is	   not	   a	  major	   concern.	   It	   allows	   states	   to	   regulate,	  which	   is	   important	  when	   there	   is	   no	  

international	  regulation	  or	  when	  international	  regulation	  is	   ineffective.	  Pressing	  issues	  such	  as	  

climate	   change	   mitigation	   and	   macro-‐financial	   instability	   show	   that	   more	   co-‐operation	   is	  

needed	   between	   states	   than	   just	   co-‐operation	   to	   liberalize	   trade.	   States’	   interdependence	  

extends	  beyond	  economic	  integration	  through	  trade	  liberalization	  to	  a	  range	  of	  global	  problems	  

of	  which	  many	  have	  worsened	  because	  of	   trade	   liberalization.	  Allowing	   importing	  states	  more	  

freedom	   to	   restrict	   imports	   based	   on	   their	   contribution	   to	   global	   problems	   such	   as	   climate	  

change	  mitigation	  or	  macro-‐financial	  instability	  may	  slow	  down	  economic	  integration	  of	  states,	  

but	  the	  ability	  to	  regulate	  may	  well	  lead	  to	  more	  durable	  globalization.1316	  	  

It	   is	   important	   to	   note	   that	   rebalancing	   only	   remedies	   the	   cracks	   in	   the	   foundations	   of	   the	  

current	   system	   of	   international	   law.	   Importantly,	   it	   does	   not	   create	   specific	   rules	   on	   how	   to	  

handle	   global	   problems	   such	   as	   climate	   change	   mitigation	   and	   macro-‐financial	   instability.	  

Instead,	   it	   provides	   a	  way	   of	   “illuminating”	   the	   full	   extent	   of	   states’	   interdependence,	   not	   just	  

interdependence	  to	  ensure	  liberalized	  trade,	  but	  also	  the	  interdependence	  to	  regulate	  in	  trade-‐

related	  areas.	  The	  existence	  of	  trade	  liberalization	  agreements	  shows	  states	  are	  able	  to	  agree	  on	  

international	   obligations,	   if	   the	   conditions	   are	   right.1317	  What	   is	   needed	   is	   the	   creation	   of	   the	  

right	   conditions	   and	   incentives	   for	   co-‐operation	   between	   states	   in	   trade-‐related	   areas,	   taking	  

into	   account	   the	   added	   dimension	   of	   trade	   liberalization	   agreements	   in	   increasing	  

interdependence	   between	   states.	   Exposing	   states	   and	   economic	   actors	   within	   these	   states	   to	  

reduced	  trading	  opportunities	  when	  their	  actions	  or	  omissions	  have	  a	  negative	  impact	  on	  other	  

states,	  may	   create	   the	   incentives	   towards	   co-‐operation	   on	   a	   transboundary	  problem	  as	   it	  will	  

force	   them	   to	   internalize	   the	   costs	  of	   their	   actions	  or	  omissions.	  Whether	  or	  not	   co-‐operation	  

will	   follow	   and	   what	   shape	   it	   will	   take	   is	   ultimately	   up	   to	   states.	   The	   primary	   role	   of	  
	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1316	  Rodrik,	  supra	  note	  306.	  

1317	  On	  these	  conditions,	  see	  Barrett,	  supra	  note	  42.	  
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reinterpretation	   is	   to	  address	  these	   imbalances	  rather	  than	  providing	  an	   independent	  solution	  

for	   the	   problems	   caused	   by	   insufficient	   regulation	   to	   mitigate	   climate	   change	   or	   to	   ensure	  

macro-‐financial	   stability.	  Nevertheless,	   the	   rebalancing	  proposed	   in	   this	   thesis	  will	   enable	   the	  

international	   legal	   system	  to	  provide	  a	   fertile	  ground	   for	  co-‐operative	   initiatives,	  even	   if	   these	  

initiatives	  ultimately	  reduce	  states’	  importance.	  As	  Henkin	  wrote,	  “the	  state	  system	  is	  a	  human	  

creation	  and	  a	  human	  development;	  it	  ought	  to	  be	  continually	  examined,	  occasionally	  calibrated,	  

and	  sometimes	  changed,	  the	  better	  to	  serve	  human	  purposes.”1318	  

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  

1318	  Henkin,	  supra	  note	  18,	  25.	  
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