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COMMENTARY

Professional Responsibility:
Ethical Dilemmas Across Borders in a “Borderless World” 
By James P. Duffy, III

(The following is an edited version of introductory remarks 
made by Mr. Duffy in conjunction with a discussion panel on 
ethical matters at the Fall Meeting of the International Law and 
Practice Section of the NYSBA held in Shanghai on 21 October 
2006.)

In this panel, we are going to explore various facets 
of the “The Rule of Law,” as it is known and understood 
by our panelists. In the process, we will explore and dis-
cuss the differences between the American and common 
law notions (as expressed in New York) of professional 
responsibility, attorney-client privilege, preservation of 
client confi dences, and the like in contrast with the com-
parable obligations of major bars of Asia, particularly, the 
Shanghai Bar and Thailand. 

Before we begin, I would like to set the stage, as it 
were, and give you a brief overview of how we are going 
to approach today’s presentations. 

First, I would like to emphasize that the Rule of Law 
is quite different from being “ruled by laws.” It is impor-
tant that we all understand this difference and what it 
means. For example, Nazi Germany was ruled by laws, 
but the Nazi regime did not observe the Rule of Law. 

Under Nazi rule, it was never a crime to be Jewish in 
Nazi Germany. However, it was a crime to be Jewish and 
not prominently wear, when in public, a large yellow Star 
of David. Similarly, it was a crime for a Jewish person to 
be in a public place without proper documentation. 

It was through laws such as these that the Nazi gov-
ernment was able to concentrate enormous power over 
its populace and achieve some of the most horrifi c conse-
quences in history. 

Typically, all dictatorships rule by law and never by 
the Rule of Law. This is because ruling by laws helps the 
dictator concentrate power in his hands at the expense of 
those the dictatorship governs. Ruling by laws helps the 
dictator maintain rigid control over those governed and 
prevents them from challenging the laws that rule them. 

Previously in our meeting we have heard from three 
prominent speakers, one from the New York State Bar 
Association, one from the Chinese National Council for 
Social Security, and one from the Chinese Communist 
Party. Each speaker acknowledged the need for the Rule 
of Law and stressed its importance to them, to the constit-
uencies they serve, and to the society in which they func-

tion. We also observed that, while each speaker invoked 
the Rule of Law, each speaker also sometimes gave differ-
ent weight to the various components of the Rule of Law. 
This is not at all surprising, because the Rule of Law, like 
democracy, can mean different things to different people, 
even though there is a core of basic understanding. 

In a recent address to the American Bar Association 
at its annual meeting in Hawaii on 5 August 2006, Mr. 
Justice Anthony M. Kennedy offered his views on the 
Rule of Law as follows: 

The Law is superior to, and thus binds, 
the government and all its offi cials. 

The Law must respect and preserve the 
dignity, equality, and human rights of 
all persons. To these ends, the Law must 
establish and safeguard the constitutional 
structures necessary to build a free soci-
ety in which all citizens have a meaning-
ful voice in shaping and enacting the 
rules that govern them. 

The Law must devise and maintain 
systems to advise all persons of their 
rights, and it must empower them to 
fulfi ll just expectations and seek redress 
of grievances without fear of penalty or 
retaliation. 

Gilbert Keith Chesterton, who was an English lawyer, 
is best known as a prolifi c novelist and essayist in the 
late 1800s and early 1900s. He is also known for his so-
called paradoxes. One of his paradoxes is very relevant 
to the discussion of the Rule of Law. Chesterton wrote: 
“Man is never so free as when he is governed by just 
laws.” Chesterton’s paradox is, of course, that Chesterton 
equates freedom with being governed, but with the quali-
fi er of being governed by just laws. This is another work-
able defi nition of the Rule of Law. 

The Rule of Law applies with equal force and effect to 
those who govern and those who are governed. The Rule 
of Law does not discriminate for or against government 
or the people who are governed. Among its other quali-
ties, the Rule of Law protects: 

• The strong and the weak 

• The rich and the poor
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• The popular and the unpopular

• The government and the governed

One could just as easily reverse the order of each pair 
above – e.g., the weak and the strong: The Rule of Law 
protects the weak and the strong. In any case, the Rule of 
Law is blind, just like the statue of Justice (the Greek god-
dess Themis), who is typically shown as blindfolded. The 
Rule of Law plays no favorites. Everyone is equal before 
the Law; everyone is bound by the Rule of Law. 

The Rule of Law does not just happen. It comes 
about from conscious and deliberate decisions of an en-
lightened society that is committed to its establishment 
and preservation. All areas of society need to participate 
in the process. However, certain components are more 
effective than others. These components include a demo-
cratically elected legislature and an independent judi-
ciary, among others. 

The legal profession also plays an important and 
special role in protecting and preserving the Rule of Law. 
This is a fundamental duty of the lawyer, the legal pro-
fession, and the organized bar. 

In promoting the Rule of Law in society, an inde-
pendent bar is, in fact, a sine qua non. A united legal 
profession offers greater strength against, as well as 
independence from, government, business, clients, and 
corruption. As such, the organized bar helps prevent the 
concentration of power in government, business, and 
elsewhere in society, a concentration that normally has a 
corrosive effect on the Rule of Law. 

While there are clearly other factors that are essential 
for the Rule of Law to fl ourish, such as a free press and 
uncorrupted legislators, we want to focus on the role of 
the profession in today’s rapidly changing world. 

An independent bar can only exist with strong and 
clearly defi ned core values. This then necessitates a closer 
look at what the core values are and should be. In taking 
that closer look during our discussion today, we will fol-
low an outline that is closely based upon a publication 
of the European Union outlining the role of the lawyer 
in the European Union. I have chosen this as a model so 
that we do not necessarily have a bias toward the com-
mon law. The EU document divides the practice of law 
into seven main areas: 

• Independence 

• Trust and Personal Integrity 

• Confi dentiality 

• Respect for the Rules of Other Bars and Law 
Societies 

• Incompatible Occupations 

• Personal Publicity 

• The Client’s Interests

In our discussion today, we will focus on these core 
values: what they are; why we have them; how they ap-
ply to the problems we encounter each day in our prac-
tices; and whether they need to change or be adapted 
as our world becomes increasingly more integrated and 
interdependent. 

Independence. Independence is a value that should 
not be required of lawyers alone. Independence is impor-
tant to be able to maintain objectivity and also to prevent 
an unhealthy concentration of power in any area of gov-
ernment or society. An independent bar is best able to 
prevent the concentration of power when there is an inde-
pendent judiciary. Independence of the various elements 
of society assures a healthy competition among them and 
respect for them. 

Trust and Integrity. Not too much need be said about 
this value, since it is rather self-explanatory. A lawyer 
must be trustworthy and have the highest degree of in-
tegrity, not only in his or her professional life but also in 
his or her personal life. If a lawyer does not have personal 
integrity and cannot be trusted in his or her personal life, 
it is highly unlikely he or she will have these attributes in 
his or her professional life. 

Confi dentiality. The preservation of client confi -
dences is the essence of being a lawyer. Without the pres-
ervation of client confi dences, it would be impossible for 
the lawyer to gain the information necessary to render 
proper and effective legal advice. While there are many 
different aspects to this value, such as the “attorney-client 
privilege” of common law and the obligation of “profes-
sional secrecy” of civil law, these are just varied devices 
for implementing the same value. 

Respect for Rules. Lawyers must fi rst and foremost 
uphold the law. They must also respect the needs and 
interests of other lawyers and not put them in jeopardy of 
violating their own rules, especially when they might be 
different. A lawyer is the servant of the law rather than its 
master. 

Incompatible Occupations. Certain activities are in-
consistent with being a lawyer, and they must be avoided 
in dealings with clients, in order to ensure there are no di-
rect or indirect confl icts between a lawyer’s obligations as 
a lawyer and his or her obligations in another occupation. 
One good test for the propriety of lawyer activities with 
clients is to whom the lawyer owes a duty in the other 
activity. If the duty does not directly run to the client, the 
activity is ripe for a review. 
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Personal Publicity. Many jurisdictions do not permit 
lawyer advertising. Since the Bates case in 1972, lawyers 
in the US can advertise, subject to reasonable limitations 
on their right of free speech. Where advertising is per-
mitted, it should be tasteful, professional, and above all 
truthful. 

Client Interests. Every client is entitled to diligent, 
independent representation within the limits of the law 
from his or her lawyer. A lawyer must not allow a client 
to pursue frivolous or vexatious claims. A lawyer must 
not let a client mislead or deceive a court. A lawyer must 
make sure that the client knows and understands his or 
her obligations to the judicial process. 

There is also another core value that The New York 
State Bar Association has emphasized as being especially 
important, namely, doing the public good, or pro bono. 
This is consistent with our profession’s commitment to 
ensure equal access to procedural and substantive justice. 
Access to justice must involve both the procedures neces-
sary to achieve it as well as the substantive provisions 
that establish its parameters. 

Our panelists will now give us their prepared 
remarks. 

Pictured above: Machu Picchu—an ancient Inca ruin
Please mark your calendars, as the New York State Bar Association’s International Law and Practice Section returns 

to the Latin American region for its 2007 seasonal meeting, September 24 - 29, in Peru. Lawyers from around the 
world will gather in Lima from September 24 to 27, then ascend to Cuzco to conclude the meeting in high style.

For more information, contact:

International Law and Practice SectionInternational Law and Practice Section

Fall MeetingFall Meeting
September 24 – 29, 2007September 24 – 29, 2007

Lima and Cuzco, PeruLima and Cuzco, Peru

Oliver J. Armas
2007 Chair of the NYSBA/ILPS
Thacher Proffi tt & Wood LLP

+1-212-912-7627
oarmas@tpw.com

Aaron J. Schindel
2007 Meeting Chair
Proskauer Rose LLP

+1-212-969-3090
aschindel@proskauer.com
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Estate Planning Considerations Under Philippine Law
By Ma. Gracia P. Tan

I. Estate Tax
The estate tax is alive in the Philippines, a legacy from 

the United States, whose Internal Revenue Code of 1939 
was practically copied verbatim and enacted as the fi rst 
internal revenue code of the Philippines.1 In its present 
form, the estate tax is imposed on “taxable estate” at gradu-
ated rates, the lowest rate being 5% (a “taxable estate” is 
P200,000 - P500,000) and the top rate being P1,215,000 plus 
20% of the “taxable estate” in excess of P10,000,000.00.2

The “taxable estate” is the difference between the 
“gross estate,” on one hand, and “allowable deductions,” 
on the other hand, adjusted by the net share of the surviv-
ing spouse therein, not as an heir but as a conjugal partner, 
if the property regime governing them is other than the 
system of complete separation of property or, if during the 
marriage, they obtained a court-approved separation of 
properties.3

For a Filipino citizen (whether resident of the 
Philippines or not at the time of death) or resident alien, the 
“gross estate” includes all property belonging to him or her 
at death, wherever situated, real or personal, tangible or in-
tangible.4 In respect of a non-resident alien, the “gross estate” 
is only that part of his entire estate which is situated in the 
Philippines.5 Citizenship, residence, and location or situs of 
the properties are therefore at the core of the estate tax.

The “gross estate” includes the following:6

1. Transfers in contemplation of death, by trust or oth-
erwise; or under which the decedent has retained 
the possession, enjoyment, or right to the fruits of 
the property so transferred until the decedent’s 
death; or under which he or she had retained the 
right to designate the person who shall possess or 
enjoy the property or its fruits, or income;

2. Revocable transfers, by trust or otherwise;

3. Property passing under general power of appoint-
ment exercised by the decedent;

4. Proceeds of life insurance taken by the decedent on 
his own life and receivable by his estate or by a ben-
efi ciary whose designation is revocable;

5. Transfers for insuffi cient consideration, to the extent 
of the difference between the fair market value (at 
the time of death) of the property and the amount or 
value actually received therefor by the decedent.

The “allowable deductions” include the following:

1. In respect of citizens or resident aliens:7

a. Certain expenses, losses, indebtedness and 
taxes, subject to conditions specifi ed by law;

b. Property previously taxed, or the so-called van-
ishing deductions;

c. Transfers to or for the use of the Philippine gov-
ernment, or any political subdivision thereof, for 
exclusively public purposes;

d. The value of the family home not exceeding 
P1,000,000.

e. A standard deduction of P1,000,000.

2. In respect of non-resident alien decedents, the fore-
going deductions are also allowed, except the fam-
ily home and standard deductions.8 However, it is 
a condition for deductibility that the value of the 
decedent’s estate not situated in the Philippines be 
included in the estate tax return.9

In any case, a credit for estate taxes paid to a foreign 
country is allowed under certain conditions.10

Although the estate tax may not be as high as in other 
countries imposing a similar tax and although no tax is 
imposed on the heirs, devisees or legatees, other consider-
ations would of course warrant transfers inter vivos of prop-
erty or the making of an estate plan.

We have has a good selection of modes of transferring 
property inter vivos in the Philippines, but like other juris-
dictions, we also have certain rules and legal systems that 
limit or circumscribe their application. Among these are the 
system of legitimary and forced heirship and the system of 
property relations among spouses. They bind Philippine 
citizens, though living abroad, since they are laws relating 
to family rights.11 

In addition, a transfer of property, whether real or 
personal, owned by foreigners is subject to the laws of the 
Philippines if it is located, or is otherwise deemed to have 
legal situs, in the Philippines.12 Moreover, the forms and 
solemnities of wills and other public instruments conveying 
property are governed by Philippine law if executed in the 
Philippines or before diplomatic or consular offi cials of the 
Philippines abroad.13

II. The System of Legitimary or Forced Heirship

A. Overview

The Philippines follows a system of partial reservation 
of hereditary property, where the inheritance is divided into 
the “legitime” (the reserved portion), and the “free portion.” 
This system, along with our predominantly civil law tradi-
tion, is one of our most enduring legacies from Spain, which 
colonized the Philippines for almost four centuries. It is so 
well entrenched, and there is no indication at all that it may 
be changed, primarily because it refl ects and promotes the 
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Filipino cardinal virtues of family centeredness, solidarity 
and continuity.

Our Civil Code expressly provides the following:

[I]intestate and testamentary succession, 
both with respect to the order of succes-
sion and to the amount of successional 
rights and the intrinsic validity of testa-
mentary provisions, shall be governed by 
the national law of the person whose suc-
cession is under consideration, whatever 
may be the nature of the property and 
regardless of the country where located.14 

The capacity of certain heirs to succeed, and questions of 
preterition (omission of heirs), disinheritance, and collation 
are also governed by the national law of the decedent. 
Hence, our system of legitimary or forced heirship should 
be properly considered in estate planning if the decedent is 
a Filipino citizen.

“Legitime” is that part of a decedent’s property which 
he cannot freely dispose of because the law has reserved it 
for his so-called “compulsory heirs.”15

B. Compulsory Heirs

As specifi ed by law,16 the compulsory heirs are the 
following:

1. legitimate children and descendants of the 
deceased;

2. in the absence of the foregoing, the legitimate par-
ents or ascendants;

3. the widow or widower;

4. recognized illegitimate children.

Legitimate children and descendants are primary 
compulsory heirs: they always succeed and are preferred. 
Legitimate parents and ascendants are secondary compulso-
ry heirs: they succeed only if the decedent has no surviving 
primary compulsory heirs. On the other hand, the widow 
or widower and recognized illegitimate children are concur-
ring compulsory heirs because they always succeed, either 
with the primary or secondary compulsory heirs, or with 
each other, or by themselves, as the case may be. In the ul-
timate analysis, compulsory or forced inheritance applies 
only to the surviving spouse and children, or the spouse 
and parents of the decedent.

Legitimate children are those conceived or born dur-
ing the marriage,17 even if the marriage is subsequently 
annulled, or declared void.18 Illegitimate children, on the 
other hand, are those conceived and born “outside” a valid 
marriage.19

C. Amount of Legitime

The legitime of the primary compulsory heirs consists 
of one-half of the hereditary estate.20 The children inherit 
in their own right, dividing the legitime in equal shares.21 

Grandchildren and other descendants inherit by right of 
representation.22

The legitime of the secondary compulsory heirs is also 
one-half of the estate,23 which is divided equally; the nearer 
in relation excludes the farther.24

The legitime of any class of concurring compulsory 
heirs, if surviving alone to the exclusion of primary or sec-
ondary heirs, is also one-half of the hereditary estate.25 If 
they concur with other classes of compulsory heirs, or with 
each other, their respective legitimes decrease.26 In any case, 
the legitime of an illegitimate child, if concurring with a le-
gitimate child, is always one-half of the legitimate child’s.27 
If a spouse concurs with several legitimate children, her 
legitime is equal to the share of one legitimate child; if con-
curring with only one legitimate child, her legitime is one-
quarter of the estate.28

D. Non-Impairment of Legitime

An individual cannot deprive his compulsory heirs of 
their legitime, even by will; nor can he or she impose any 
burden, encumbrance, condition, or substitution of any 
kind whatsoever.29 In the interest of the family, however, a 
parent who desires to keep any agricultural, industrial or 
manufacturing enterprise may assign the same to a specifi c 
child, provided that the parent directs the legitime of the 
other children to be paid in cash.30 

Still, no compulsory heir may be deprived of such 
heir’s legal inheritance. The only way by which any com-
pulsory heir may be so deprived is by disinheritance on the 
grounds and in the manner specifi ed by law.31 

A future legitime may not also be renounced or com-
promised,32 because this is merely an expectancy. However, 
an heir may repudiate his or her inheritance once it is 
vested, and the heir is certain of the death of the decedent.33 
The effect of repudiation is retroactive to the moment of the 
decedents’ death.34

E. Collation of Donations

Donations given to children, legitimate or illegitimate, 
are charged to their legitime,35 and subject to collation,36 
unless the decedent-donor expressly provided otherwise, 
or if the donee-heir repudiates the inheritance.37 Collation 
consists either in adding the value of the donation to the 
estate to determine the totality of the legitime or in actu-
ally restoring the donated asset to the estate in order to 
complete the legitime of other heirs who may have suffered 
impairment by reason of the donation. Hence, to the extent 
that a donation to a compulsory heir has exceeded that 
heir’s legitime, the excess is charged against the “free por-
tion” and may even be subject to reduction.38 Testamentary 
dispositions that impair the legitime are also to be accord-
ingly reduced.39

Donations to a spouse, except for occasional “moderate 
gifts,” are prohibited by law and are null and void.40 The 
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same rule applies to persons cohabiting as husband and 
wife without a valid marriage. 

F. The “Free Portion”

The “free portion” is that part of the estate remaining 
after the legitimes of the surviving compulsory heirs are 
covered. At the most, it is 1/2 of the estate, e.g., in the case 
where only one kind or class of compulsory heirs survives. 
The legitime of the surviving spouse and/or illegitimate 
children, if concurring with each other or with the primary 
or secondary compulsory heirs, is always taken from the 
other half.

A person is able to devise and bequeath the free por-
tion as he or she sees fi t, but only through a valid will,41 
and provided that the heir, devisee or legatee is capacitated 
to inherit.42 To safeguard against undue infl uence, certain 
persons cannot, however, inherit by will,43 nor may those 
deemed “unworthy”44 inherit by will.

Testamentary dispositions in favor of persons with 
whom the testator has had illicit relations, as well as dispo-
sitions in favor of public offi cers, their spouses, children or 
ascendants, by reason of the public offi ce, are also void.45

III. Property Regimes Between Spouses
The property regime governing legally married spous-

es is primarily determined by their marriage settlements 
which, to be valid and enforceable, must be executed 
before the marriage.46 And unless the spouses stipulated 
to the contrary, their property regime is governed by 
Philippine law, regardless of where the marriage is cel-
ebrated, or their residence, except as follows:

1. if both spouses are aliens;

2. as to the extrinsic validity of contracts affecting 
property not situated in the Philippines and execut-
ed in the country where the property is located; and

3. as to the extrinsic validity of contracts entered into 
in the Philippines but affecting property situated 
abroad whose laws require different formalities.47

In the absence of marriage settlements, or when the 
regime agreed upon is void, the system of absolute com-
munity of property governs.48 The community generally 
consists of all property owned by each of the spouses at 
the time of the wedding or acquired thereafter.49 The only 
properties excluded from the community, and thus remain-
ing paraphernal or capital, as the case may be, are the 
following:

1. those acquired before the marriage by either 
spouse who has legitimate descendants by a former 
marriage;

2. those acquired during the marriage by gratuitous 
title, unless the donor, testator or grantor expressly 
provided otherwise; and

3. property for personal and exclusive use of either 
spouse, except jewelry (which forms part of commu-
nity property).50

The administration and enjoyment of the community 
property belongs to both spouses jointly; in case of disagree-
ment, however, the husband’s decision prevails, subject to 
the wife’s recourse to the courts for a proper remedy.51 Only 
when one spouse is incapacitated may the other make pow-
ers of administration; however, any disposition or encum-
brance of any property must be authorized by the court, or 
consented to by the incapacitated spouse.52

Either spouse may dispose by will of his or her interest 
in the property without the other’s consent;53 but neither 
spouse may donate community property without the con-
sent of the other, except for moderate donations for charity 
or on the occasion of family celebrations or distress.54 As 
stated earlier, every donation or grant of gratuitous ad-
vantage, direct or indirect, between the spouses during the 
marriage is also void, except for moderate gifts.55 However, 
if the spouses agreed in their marriage settlements to a dif-
ferent regime, they may donate to each other not more than 
1/5 of their present property.56

For unions without marriage, but where the parties 
are otherwise capacitated to marry each other, the property 
regime is generally that of co-ownership, and neither party 
can dispose of his or her share inter vivos during the co-
habitation without the consent of the other.57 If either party 
is, however, incapacitated to marry the other, the property 
regime is generally that of co-ownership pro-rata to their 
actual joint contribution of money, property, or industry.58 If 
the incapacity is due to a valid and existing marriage to an-
other, the share of the party concerned accrues to the com-
munity property of the valid marriage.59

IV. Inter Vivos Transfers

A. Introduction 

Clearly, the Philippine system of forced heirship and 
absolute community of property relations between spouses 
greatly impacts the estate planning of Philippine citizens, 
especially in regard to providing for their children and 
spouse. Due care in selecting a particular mode of inter vi-
vos transfer must therefore be taken in order that the plan 
may be fully given effect. To illustrate, some modes of inter 
vivos transfer are discussed below.

B. Donations

As earlier stated, a donation to any compulsory heir 
is charged to his legitime and subject to collation. In other 
words, it is an advance on his legitime. Any advantage that 
may be sought to be given to such an heir under the dona-
tion may therefore be defeated if such donation is found 
upon collation to have impaired the legitime of the other 
compulsory heirs. Moreover, there is not much difference 
between the rates of the donor’s tax and the estate tax; 
in the former, the lowest rate is 2% (applicable to a dona-
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tion value between P100,000 - P200,000) and the top rate 
is P1,004,000 for donations of P10 million and above, plus 
15% of the value in excess of P10 million.60

However, if the donation is to a stranger, i.e., a person 
who is not the spouse, ancestor, lineal descendant, sibling, 
or relative by consanguinity within the fourth degree of 
the donor, the donation is subject to a fl at rate of 30%,61 
which is considerably higher than the top rate of estate tax. 
Donations to such persons, not being compulsory heirs, are 
not subject to collation,62 provided that the legitime of the 
compulsory heirs is not impaired thereby;63 otherwise, they 
may also be reduced.

The term “donation” is here used in the sense of an 
act of liberality or generosity. If the impelling motive for 
the donation is the natural and moral duty of parents to 
support their children, the thing given to such compulsory 
heirs will not be subject to collation. Thus, expenses for 
support, education, medical attendance, even in extraordi-
nary illness, or customary gifts, are not subject to collation. 
However, expenses incurred by parents in giving their chil-
dren a professional, vocational or other career are brought 
to collation if the parents so provide or if they impair the 
legitime.64 The reason for the distinction is that, while such 
expenses are important, they are not considered as neces-
sary as expenses for general education.

The donor’s tax is imposed on the donor, not the do-
nee. Taxable donations include all property, tangible or in-
tangible, wherever situated; however, in the case of a non-
resident alien, the donor’s tax is not imposed if the property 
donated is located outside the Philippines.65 It should be 
noted, however, that the following intangible properties are 
deemed to be situated in the Philippines:66

1. franchise rights exercised in the Philippines;

2. shares, obligations or bonds issued by any company 
organized or constituted under Philippine law, or 
by a foreign corporation, 85% of the business of 
which is located in the Philippines;

3. shares, obligations or bonds issued by any foreign 
corporation if such shares have acquired a business 
situs in the Philippines; and

4. shares or rights in any partnership, business or in-
dustry established in the Philippines.

Nonetheless, no donor’s tax is collected in respect of 
intangible property if the country of citizenship and resi-
dence of the non-resident alien donor does not impose, or 
allows a similar exemption from, a transfer tax of any char-
acter on donations of intangible property made by Filipinos 
not residing in that country.67

Donations made in favor of the Philippine government 
or any of its political subdivisions, or any non-profi t entity 
created by any of its agencies, are exempt from the donor’s 
tax, as are donations to educational, charitable, religious, 
cultural or social welfare institutions, and accredited 

NGOs, trust, philanthropic or research organizations, pro-
vided certain qualifying requirements are met.68

In any event, it must also be considered that a donation 
mortis causa, or one that takes effect after the death of the 
donor, partakes of the nature of a testamentary disposition 
and, therefore, is includible in the taxable estate,69 unless 
exempt or excluded in the cases specifi ed by law.

C. Trusts

Under Philippine law, a trust is essentially a relation-
ship of fi duciary character. As such, there is no actual trans-
fer by the trustor to the trustee of equitable ownership of 
the property. The trustee merely holds legal title while the 
trustor retains equitable ownership or title, which he has 
the right usually to continue exercising under a revocable 
trust or inter vivos trust or is passed on to the benefi ciaries 
at the time specifi ed in the trust. We “draw freely upon 
American precedents in determining the effects of trust, 
especially so because the trusts known to American and 
English equity jurisprudence are derived from the fi dei com-
missa of the Roman Law and are based entirely upon civil 
law principles.”70 

We have seen however, that transfers to a revocable 
trust, or to one under which the trustor reserved certain 
rights in respect of the property or the designation of ben-
efi ciaries, will not effectively take the trust property away 
from the hereditary estate. A bequest of property put in 
trust is taxable in accordance with estate tax laws, even if 
stipulated to be delivered to the benefi ciary long after the 
decedent’s death.71 Moreover, even if the trustor is incom-
petent and cannot legally exercise the power of revocation, 
mere possession at death of such power is suffi cient to 
render such trust a revocable one; however, the transfer of 
properties to a revocable trust where the trustor, trustee and 
benefi ciaries are one and the same person or interest, will 
not be subject to a donor’s or capital gains tax, there being 
“no actual transfer of ownership” and the trustor continu-
ing to hold all incidents of ownership.72

This is not to conclude, however, that if the trust is re-
vocable, transfers of property to the trust will necessarily 
be exempt from the donor’s tax, because the donor’s tax 
applies, by express provision of law, “whether the transfer 
is in trust or otherwise, direct or indirect.”73 It is submit-
ted that the donor’s tax will not apply only if the benefi cial 
ownership of the trust property continues to be enjoyed by 
the trustor, or if the power to revert title to the trust prop-
erty in the trustor is vested in the trustor and/or any other 
person not having a substantial adverse interest in the dis-
position thereof or its income.74

Accordingly, transfers of trust property to an irrevoca-
ble trust may be subject to the donor’s tax, since the inten-
tion is to distribute the same, including its fruits or income, 
to the designated benefi ciaries at some future time or even 
after the death of the donor. This is effectively a donation 
inter vivos.75 In the meantime, the income of the trust is sub-
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ject to income tax in practically the same manner as is the 
income of individuals,76 for which the trustee is obliged to 
render a return and pay the tax.77 In addition, the trustee is 
required to fi le information returns regarding income pay-
ments made by it in the trustee’s capacity as such.78

D. Sale or Other Disposition for Consideration

To be sure, title to property may be transferred by way 
of sale. Property so transferred is not subject to collation 
nor is it accounted for in the computation of legitime. This 
is because the alienator is deemed to have received in ex-
change an equivalent value in money or money’s worth. 
It is therefore absolutely required that, for a transfer by 
way of sale to be fully respected, it must be for suffi cient 
consideration. Otherwise, the property may still be includ-
ible in the taxable estate or be subject to the donor’s tax to 
the extent of the difference between the fair market value 
of the property at the time of donation or death and the 
actual consideration received therefor by the donor or 
decedent.79

Income from the sale of property by an individual is 
generally subject to capital gains tax. Resident citizens are 
subject thereto irrespective of where the sale takes place 
or the location of the property;80 non-resident citizens and 
resident aliens are subject thereto only with respect to gains 
from property considered as sourced from within the 
Philippines.81 A non-resident alien engaged in trade or business 
in the Philippines is taxed in the same manner as a resident 
alien,82 while a non-resident alien not engaged in a trade or 
business is subject to a fl at rate of 25% on income derived 
from Philippine sources.83 However, if the property sold 
consists of real property or shares of stock of a Philippine com-
pany, the capital gains tax payable is the same for all such 
classes of individual taxpayers: a fl at rate of 6% of the 
gross selling price of real property,84 or 10% of the net capi-
tal gain from sales of shares of stock.85

Gains on the disposition of real property located in the 
Philippines are always Philippine-sourced,86 while those of 
personal property are generally Philippine-sourced if the 
sale is effected in the Philippines.87 However, gains from 
the sale of shares of stock in a domestic (Philippine) cor-
poration are always considered Philippine-sourced, even 
if sold abroad, such that the transfer of such shares cannot 
be made in the corporate books unless a tax clearance is is-
sued by our Bureau of Internal Revenue.88

E. Life Insurance

We have also seen that the proceeds of life insurance 
under a policy taken by the deceased on his or her own life 
and payable to his or her estate or to a benefi ciary whose 
designation is irrevocable is includible in the gross estate. 
However, they are not subject to income tax, whether pay-
able in a lump sum or otherwise; but if they are subject to 
the payment of interest, the interest is subject to income 
tax.89 Amounts received by the insured as a return of pre-
miums paid by such insured under a life insurance policy, 
endowment or annuity, either during the term or at matu-

rity, are also not subject to income tax.90 However annuities 
and pensions are generally subject to income tax.91

F. Transfer to a Controlled Corporation

This is probably the most popular mode of inter vivos 
transfer in the Philippines that is part of an estate plan. 
Here, an individual is allowed to transfer property to a cor-
poration in exchange for shares of stock of the latter with-
out recognizing taxable income, provided the individual 
gains control of the transferee corporation as a result of 
such transfer.92 “Control” is ownership of at least 51% of the 
total voting power of all classes of stock entitled to vote.93

This device, however, is ultimately a case of tax defer-
ment, not tax exemption, because in a subsequent disposi-
tion of either the property or stock, the historical cost of the 
property transferred is deemed to be the basis for purposes 
of computing taxable gain or loss. Moreover, the shares of 
stock will eventually form part of the gross estate of the 
property transferor and be subject to the rules of forced 
heirship and the conjugal property regime as well.

V. Conclusion 
There are, of course, other ways and devices by which 

to transfer property to intended benefi ciaries of family 
wealth. Suffi ce it to state that, given the various restrictions 
and incidents of transferring property as illustrated by the 
foregoing, there cannot be a prescribed standard formula. 
Circumstances of nationality and residence, the location, 
situs, and character of the properties, the capacity and rela-
tionships of intended benefi ciaries, must all be duly taken 
into account in carrying out the wishes of the client. Each of 
these factors could very well spring traps for the unwary.
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Canada: Employer Liability for Immigration Breaches
Can Be Costly
By Sergio R. Karas

I. Introduction
The current labor shortages experienced by Canadian 

companies in many industries have heightened the need 
for qualifi ed workers. Many Canadian companies are now 
hiring foreign workers to fi ll the gap left by retiring em-
ployees, an aging population, lack of qualifi ed prospects in 
Canada, and opportunities for growth at home and abroad. 
Canadian employers who never before considered hiring 
foreign workers are now in the process of actively recruit-
ing them. Stories of labor shortages in the construction, 
mining, petroleum and other industries are almost a daily 
feature in the national press. While Canadian employ-
ers are now feeling the need to look abroad for qualifi ed 
skilled workers, a practice that has been commonplace for 
many years in the United States, caution is necessary. 

II. The IRPA

A. Section 124 of the IRPA

The Immigration and Refugee Protection Act (“IRPA”), 
in force since 28 June 2002, contains a number of provi-
sions dealing with misrepresentations made by foreign 
nationals or by other persons with respect to applications 
for immigration status. Employers should be particularly 
careful when hiring foreign workers to ensure that no mis-
representation is made to the authorities by any party to 
an application. The specter of potential liability is very real 
under the current immigration legislation.  

Employers should pay special attention to the provi-
sions of Section 124 of the IRPA, which states that: 

(1) Every person commits an offence who

(a) contravenes a provision of this 
Act for which a penalty is not specifi -
cally provided or fails to comply with 
a condition or obligation imposed 
under this Act;

(b) escapes or attempts to escape 
from lawful custody or detention un-
der this Act; or

(c) employs a foreign national in a 
capacity in which the foreign national 
is not authorized under this Act to be 
employed.

(2) For the purposes of paragraph (1)(c), a 
person who fails to exercise due diligence 
to determine whether employment is 

authorized under this Act is deemed to 
know that it is not authorized.

(3) A person referred to in subsection 
148(1) shall not be found guilty of an 
offence under paragraph (1)(a) if it is 
established that they exercised all due 
diligence to prevent the commission of 
the offence.

Specifi cally, Section 124(1)(c) appears to be far reach-
ing in its scope and may prove worrisome for employers. 
The words in the section that make it a contravention of 
the IRPA to “employ a foreign national in a capacity in which 
the foreign national is not authorized under this Act to be em-
ployed” are very broad and could be interpreted to cover 
any situation where there is a change in the employee’s 
duties or in the terms of employment. For example, if a 
foreign worker receives a promotion during the course of 
employment in Canada, the conditions of his or her Work 
Permit may be violated and the employer could fi nd 
itself in contravention of Section 124(1)(c) of the IRPA. 
Similarly, if an employer merges or is acquired by an-
other company and this results in a change in the foreign 
worker’s duties or reassignment to another location, the 
provisions of the IRPA could also be contravened by the 
employer.

B. The Danger of a Change in Circumstances

Generally speaking, when a foreign worker enters 
Canada, he or she receives a Work Permit. Such a Work 
Permit could be issued by Citizenship and Immigration 
Canada (CIC) pursuant to an exemption from the IRPA 
Regulations (as in the case of intra-company transferees 
or other exempt categories), or could be granted after 
the issuance of a Labor Market Opinion by the Foreign 
Worker Unit of Service Canada, when the employer 
has demonstrated that there are no Canadians available 
for the position, or there could be a transfer of skills to 
Canada, or to fi ll a labor shortage, or where other benefi ts 
could ensue. In each case, the entry of the foreign worker 
into the Canadian labor force is governed by the terms 
and conditions set out in the Work Permit or in the Labor 
Market Opinion. 

For example, a senior manager or a specialized 
knowledge worker could enter Canada as intra-company 
transferees based on their status in the corporate struc-
ture, seniority, special skills, knowledge, and salary com-
mensurate with the position. However, if there is a change 
in the corporate structure which results in a change in the 
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assignment of the foreign worker, a contravention of the 
IRPA could occur. Also, where a foreign worker is admit-
ted to Canada to perform duties for an employer at a 
specifi c location, but the workplace is changed to another 
province, a contravention could also take place.

In cases where a Labor Market Opinion has been 
issued by Service Canada, a contravention of the IRPA 
could have serious ramifi cations. Labor Market Opinions 
set out in great detail the terms and conditions of em-
ployment, including salary, vacation, benefi ts, place of 
employment, and other signifi cant factors pertaining 
to the engagement of the foreign worker. Labor Market 
Opinions are issued after a careful review by Service 
Canada of all the circumstances surrounding the employ-
er and its request to hire a foreign worker and, in many 
instances, after extensive national advertising and a thor-
ough search for local candidates. If the foreign worker’s 
duties change due to reassignment or restructuring, those 
conditions may trigger a contravention. For example, 
where a company hires a foreign worker to discharge his 
duties as a Sales Manager and he or she is then promoted 
to the position of Marketing Director, the employer may 
be in contravention of the IRPA, since it is engaging the 
foreign worker in a different capacity to that intended 
when the Labor Market Opinion and the Work Permit 
were granted. Conversely, if the same Sales Manager is 
demoted to a non-managerial position, a similar diffi -
culty would arise. 

The problem of employing a foreign national in a 
capacity in which he or she is not authorized specifi cally 
by the Work Permit is compounded by the attribution 
of “deemed knowledge” to the employer by Section 
124(2) of the IRPA. Under that section, a person who 
fails to exercise due diligence to determine whether the 
employment is authorized is “deemed to know that it is 
not authorized.” The provision imposes an active duty 
on the employer to satisfy itself that a foreign national is 
authorized to work in a specifi c position, and to deter-
mine that a Work Permit is valid at all times during the 
employment. It is therefore extremely important that an 
employer keep track of all foreign workers in a system-
atic fashion, including the positions for which they are 
authorized to perform services, the duration of the Work 
Permits, and expiry dates. 

When charged with a contravention, employers 
could rely on the defense of “due diligence” set out in 
Section 124(3) of the IRPA, if they can establish that they 
have exercised all reasonable care to prevent the com-
mission of an offense. Again, this section places an active 
duty on the employer to monitor foreign workers in a 
very detailed manner, and to document their fi les as ex-
tensively as possible.

C. Consequences of Contravention

Contraventions of the IRPA carry serious penalties. 
Pursuant to Section 125, a person who commits an of-

fense may face heavy fi nes or even imprisonment. Section 
125 states: 

125. A person who commits an offence 
under subsection 124(1) is liable

(a) on conviction on indictment, to a fi ne 
of not more than $50,000 or to imprison-
ment for a term of not more than two 
years, or to both; or

(b) on summary conviction, to a fi ne of 
not more than $10,000 or to imprison-
ment for a term of not more than six 
months, or to both.

Although there have been, to date, no reported cases 
of employer prosecution, there is anecdotal evidence that 
some smaller subcontractors in the construction industry 
have been cited for contraventions of the IRPA. However, 
generally speaking, Citizenship and Immigration Canada 
(CIC) and Canada Border Services Agency (CBSA) have 
not actively pursued employers who employ unauthor-
ized foreign workers. Contrast this with the U.S. situation, 
where large-scale employer prosecutions are common.

In one reported case, however, the authorities chose a 
different route to deal with the problem of unauthorized 
employment. In Brar v. Canada (Minister of Citizenship and 
Immigration), 2006 FC 1502, the applicants were citizens of 
India who applied for and received Work Permits to en-
able them to come to work in Canada. The Work Permits 
were for “Bombay Paradise Restaurant” in Calgary, owned 
by a numbered company. Their permits made it clear that 
the applicants were not authorized to work for any em-
ployer or in any location other than specifi cally stated in 
the permits. However, upon arrival in Canada, the appli-
cants found out that the restaurant was under construction 
and far from being completed. The owner of the business 
placed them in another establishment known as “Bombay 
Sweethouse and Restaurant,” which apparently was not 
under the same ownership, although paychecks issued to 
the workers were issued by the numbered company which 
was the owner of “Bombay Paradise Restaurant.”  The 
workers were cooks and candy makers at the second loca-
tion, where they remained employed. 

The authorities became aware that the applicants 
were working for an employer which was believed to be 
different from that stated in the Work Permit. As a result, 
an Exclusion Order was issued based on the determina-
tion that there was a violation of the IRPA. Specifi cally, the 
Exclusion Order relied upon Sections 41(a) and 29(2) of the 
IRPA, which state:

41(a) A person is inadmissible for failing 
to comply with this Act in the case of a 
foreign national, through an act or omis-
sion which contravenes, directly or indi-
rectly, a provision of this Act; 
…
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29(2) A temporary resident must comply 
with any conditions imposed under the 
regulations and with any requirements 
under this Act, must leave Canada by 
the end of the period authorized for their 
stay and may re-enter Canada only if 
their authorization provides for re-entry.

Upon hearing the matter, the Immigration Division 
held that the above noted provisions had been contra-
vened by the workers and issued Exclusion Orders against 
them. At the hearing, the workers took the position that 
they were unsophisticated and not familiar with the laws 
in Canada. They contended that they were told that the 
“Bombay Paradise Restaurant” was not yet ready, but the 
owner had another establishment where they could work. 
However, the Immigration Division rejected that conten-
tion, and held that the applicants had an obligation to 
know what the requirements of admission to Canada were 
and that “ignorance of the law is never an excuse.”

Upon judicial review, the Federal Court quashed the 
Exclusion Orders and held that, in this case, “Bombay 
Paradise Restaurant” was the employer which paid the ap-
plicants, and declined to accept the government’s position 
that a person must interpret the terms of the Work Permit 
in light of the application upon which it was granted. The 
court held that the Work Permit should be readily un-
derstood on its own, without reference to other material, 
and should be understandable to all interested persons, 
not just to the worker or the government, on its face. The 
court held that the government has a responsibility to en-
sure that Work Permits are suffi ciently clear and specifi c. 
The court likened the issuance of the Work Permit to the 
interpretation of the contract, and if there is ambiguity it 
should be construed against the party which prepared it. 
The court exhorted the government to make Work Permits 
clear to all parties, and found that the applicants had not 
breached the terms of their Work Permits. 

While in the above-noted case the applicants escaped 
sanction, it should be considered in light of its specifi c 

circumstances. It remains debatable whether the stringent 
interpretation given by the court to the requirement for 
clarity necessary in a Work Permit could have the effect 
of relieving applicants from responsibility for making 
reasonable inquires concerning the nature of their employ-
ment. In the above case, it must be noted that the employer 
continued to pay the applicants, that the location of work 
was within the same geographical area, and there appears 
to have been some sort of arrangement between the two 
restaurants. However, matters could be very different if 
there is a slight variation in the factual context. Further, 
it remains to be seen whether a higher court would agree 
with this restrictive interpretation of the seemingly clear 
provisions of the legislation. 

III. Conclusion
Employers must exercise the utmost care when hiring 

foreign workers. In particular, employers must adhere to 
the terms and conditions set out in the Work Permits and 
in Labor Market Opinions. Failure to do so may result in 
serious penalties. It is prudent for employers to seek appro-
priate legal advice before reassigning foreign workers to 
new positions, to avoid the potential for a contravention of 
the IRPA which can carry substantial penalties. 

It is crucial that employers who intend to reassign 
foreign workers to different duties or positions within the 
organization obtain legal advice prior to doing so, and take 
active steps to fi le the appropriate documentation to obtain 
changes to the terms and conditions attached to the Work 
Permit or Labor Market Opinion, if one was obtained. 

Sergio R. Karas is current Vice Chair of the Ontario 
Bar Association Citizenship and Immigration Section, 
and co-Chair of the International Bar Association 
Immigration and Nationality Committee. His comments 
and opinions are personal and do not necessarily refl ect 
the position of any organization.
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Dispute Settlement in the
World Trade Organization
By Marian Ladner and Ogbo Ossai

I. Introduction
The World Trade Organization (WTO), as the suc-

cessor to the framework established by the General 
Agreement on Tariffs and Trade (GATT), is the only 
global international organization that deals with the 
rules of trade between nations. GATT, created in 1947, 
was the fi rst step toward handling disputes using a mul-
tilateral system instead of merely unilateral measures. 
The GATT’s dispute settlement procedure became more 
formalized after 1952, with disputes being referred to a 
panel of independent experts. The independent experts 
on the panel acted in their own capacity and not as rep-
resentatives of member countries. The panels reviewed 
evidence submitted by the disputing parties and issued 
rulings and recommendations about policy actions to 
be taken to bring the offending policies into compliance 
with GATT rules. The panels were also empowered to 
recommend compensatory measures for restitution to a 
complainant. Many of the rules under GATT led to inad-
equate international progress. For instance, under the old 
GATT system, any party, including the defendant, could 
exercise veto power and thereby block the establishment 
of a panel to hear a case. This veto could also apply to 
a decision to adopt a panel report, because a consensus 
was required to adopt a panel report. In addition, there 
were no fi xed timetables, so many cases would drag on 
inconclusively for years. These measures rendered the old 
GATT dispute settlement process ineffi cient and ineffec-
tive. As a result, many countries used unilateral measures 
to settle disputes.

The WTO was created during the Uruguay Round 
of Negotiations in 1995. The WTO is based on agree-
ments negotiated and signed by a majority of the world’s 
trading nations and ratifi ed by their governments. The 
agreements have three main objectives: (i) to help the 
fl ow of trade, (ii) to achieve further liberalization through 
negotiations; and (iii) to set up an impartial means of dis-
pute resolution. In the WTO, a dispute basically amounts 
to an allegation of a broken promise arising out of one 
country’s adoption of a trade policy or action taken that is 
viewed by one or more members as a breach of the WTO 
agreements. WTO members (“Members”) have agreed to 
use the multilateral system of settling disputes when they 
believe that fellow Members are violating trade rules. The 
Uruguay Round agreement introduced a more structured 
approach with clearly defi ned stages in the dispute settle-
ment procedure. The agreement underscores that prompt 
settlement is essential for the WTO to function effectively. 
Typically, a case will run its full course in 12 to 15 months, 

inclusive of an appeal. However, there is fl exibility built 
into the agreed timeframes, so that urgent cases such as 
perishable goods can be dealt with in a timely manner.

II. Process for Settling Disputes

A. Consultation

The fi rst stage in the process of settling disputes is 
called “consultation.” Consultation is the process in which 
the disputing countries are given the opportunity to at-
tempt to settle the dispute by themselves. The consulta-
tion process can take up to 60 days.1 If consultation fails, 
the disputing parties may request that the WTO direc-
tor-general mediate or that the Dispute Settlement Body 
(DSB) establish a panel. The WTO director-general is also 
available to mediate at any other stage of the process.

B. Panel

If the disputing parties are unable to resolve the dis-
pute either through consultation or mediation, the second 
stage begins by the complaining party requesting the 
appointment of a panel. The DSB, which has the respon-
sibility of settling disputes, also has the sole authority to 
establish panels of experts.2 The DSB has up to 45 days to 
appoint the panel. Unless the parties agree otherwise, the 
panel shall within 20 days of its appointment examine the 
relevant provisions in the agreement(s) cited by the par-
ties in the dispute and make fi ndings that will assist the 
DSB in making recommendations or in issuing rulings. 
The panel members are selected such that they are inde-
pendent, diverse and with a wide spectrum of experience. 
The panel will typically be composed of three members 
unless the disputing parties agree to a fi ve-member panel. 
The parties are required to present their case in writing 
before the panel’s fi rst hearing. At the fi rst hearing, the 
complaining party or parties, the responding party and 
any other country that has expressed an interest in the dis-
pute will make their case. At the second hearing, the coun-
tries involved submit their written rebuttals and present 
oral arguments. If one raises scientifi c or technical matters, 
then the panel may consult with an expert in that area or 
appoint an expert review board who will then present an 
advisory report to the panel. After consideration of the 
written rebuttals and the oral argument, the panel issues 
a draft of the descriptive section of its report to the dis-
puting parties. This descriptive section contains only the 
facts and the arguments. This fi rst draft does not include 
any fi ndings or conclusions. The two sides are given two 
weeks to comment on the panel’s fi rst draft. Upon expira-
tion of the time allowed for the disputing parties to com-
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ment, the panel will consider any comments received and 
subsequently issue an interim draft of its report contain-
ing the descriptive sections and the fi ndings and conclu-
sions. The parties are given one week to ask for a review. 
The period of review may not exceed two weeks and dur-
ing that period the panel may hold additional meetings 
with both sides of the dispute. A fi nal report is submitted 
to both sides and the fi ndings in the fi nal report shall 
include a discussion of the arguments made during the 
interim review stage. The fi nal report is then circulated to 
all the Members. If the panel determines that the disput-
ed trade measure violates a WTO agreement or an obliga-
tion, then the panel will recommend that the measure be 
made to conform to the WTO rules. The panel may also 
suggest ways in which this can be accomplished. Within 
60 days after the date of circulation of the panel’s fi nal 
report to the Members, the report is adopted by the DSB 
as a ruling or recommendation unless a party notifi es the 
DSB of its decision to appeal or a consensus of the DSB 
decides not to adopt.3 

C. Appeal

Either or both sides can appeal the report to the 
“Appellate Body” before it becomes a ruling. Appeals 
are limited to points of law such as legal interpretations 
covered in the panel’s report. The DSB appoints indi-
viduals to serve on the Appellate Body for a four-year 
term. The Appellate Body is composed of individuals 
of recognized standing in the fi eld of law, international 
trade and the subject matter of covered agreements. The 
Appellate Body is composed of seven members, three 
of whom serve on any one case. The members of the 
Appellate Body are not affi liated with any government. 
The Appellate Body may uphold, modify or reverse the 
panel’s legal fi ndings and conclusions. As a general rule, 
the appeal process should not last more than 60 days, but 
in no case may the proceedings exceed 90 days. Within 30 
days of the circulation of the Appellate Body’s report to 
the Members, the DSB adopts the Appellate Body report 
unless rejected by a consensus of the Members.4

D. Implementation

After a case has been decided, the priority is for the 
losing party to bring its policy in line with the ruling 
or recommendation. However, if the verdict favors the 
defendant, the case typically ends. The dispute settle-
ment agreement emphasizes that “[p]rompt compliance 
with recommendations or rulings of the DSB is essential 
in order to ensure effective resolution of disputes to the 
benefi ts of all Members.”5 If the Member that is the target 
of the complaint loses, it must follow the recommenda-
tions of the panel or the Appellate Body. It must state its 
intention to do so at a DSB meeting held within 30 days 
after the adoption of the panel or Appellate Body report. 
If immediate compliance with the recommendation and 
ruling is impractical, the Member will be given a rea-
sonable period of time in which to do so. If the Member 

concerned fails to act within the reasonable period of time 
as determined, then the Member must, if requested, enter 
into negotiations with the complaining side in order to 
determine mutually acceptable compensation. If no satis-
factory compensation has been agreed within 20 days of 
the expiration of the reasonable period of time, the com-
plaining side may ask the DSB for permission to impose 
limited trade sanctions. The DSB must grant such request 
within 30 days of the expiration of the reasonable period 
of time unless there is a consensus against the request. 
The sanction should be imposed in the same sector as the 
dispute; however, if this is not practical or if it would not 
be effective, then the sanction can be imposed in a differ-
ent sector of the same agreement. Here, the objective is to 
reduce the chances of the sanctions spilling over into un-
related sectors while at the same time allowing the sanc-
tions to be effective.

E. Case Studies6

The following are some examples of how disputes 
have been resolved at the WTO.

1. United States—Standards for Reformulated and 
Conventional Gasoline7

On 24 January 1995, Venezuela requested consulta-
tions with the United States and on 10 April 1995, Brazil 
also lodged its own complaint. The complainants alleged 
that a U.S. gasoline regulation discriminated against com-
plainants’ gasoline in violation of GATT Articles I and 
III, and Article 2 of the Agreement on Technical Barriers 
to Trade. At Venezuela’s request, the DSB established 
a panel on 10 April 1995. The DSB, at Brazil’s request, 
also established a panel on 26 April 1995. However, on 
31 May 1995, in accordance with Article 9 of the Dispute 
Settlement Understanding (DSU), it was agreed that a 
single panel would consider the complaints of Venezuela 
and Brazil. The report of the panel was circulated to 
Members on 29 January 1996. The report found the U.S. 
regulation to be inconsistent with GATT Article III:4 and 
not to benefi t from an Article XX exception. The U.S. ap-
pealed on 21 February 1996. The Appellate Body issued 
its report on 22 April 1996, modifying the panel report on 
the interpretation of GATT Article XX(g), but concluding 
that Article XX(g) was not applicable in this case. The DSB 
adopted the Appellate Body report and the panel report 
modifi ed by the Appellate Body on 20 May 1996. The U.S. 
agreed to amend its regulation within the 15-month peri-
od, and on 26 August 1997 reported to the DSB that a new 
regulation had been signed on 19 August 1997.

2. United States—Final Countervailing Duty 
Determination with Respect to Certain Softwood 
Lumber from Canada8

Canada requested consultation with the U.S. on 3 
May 2002. The request concerned the U.S. Department of 
Commerce’s (USDOC) fi nal countervailing duty deter-
mination with respect to certain softwood lumber from 
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Canada. Canada challenged the initiation and conduct 
of the investigation, the fi nal determination, provi-
sion of expedited reviews, and other matters related to 
these measures. It contended that these measures were 
inconsistent and violated the U.S.’s obligations under 
Articles 1, 2, 10, 11, 12, 14, 15, 19, 22 and 32 of the SCM 
Agreement and Articles VI:3 and X:3 of GATT 1994. 
Consultations were held on 18 June 2002, and a panel 
was established on 1 October 2002. On 29 August 2003, 
the panel report was circulated to Members. The panel 
found that the USDOC acted consistently with the SCM 
Agreement and GATT 1944 in determining that the pro-
grams at issue provided a fi nancial contribution and 
those programs were “specifi c” within the meaning of 
the SCM. The panel also determined that the USDOC 
acted inconsistently with the SCM Agreement when it re-
jected private timber prices in Canada as the benchmark 
in determining whether and to what extent Canada was 
subsidizing lumber companies by providing low-cost 
timber. The USDOC used U.S. prices as the basis for the 
benchmark. Finally, the panel found that the USDOC had 
improperly failed to conduct a “pass-through” analysis 
to determine whether subsidies granted to one producer 
were passed through to other producers. The U.S. ap-
pealed to the Appellate Body on 21 October 2003, and on 
19 January 2004 the Appellate Body report was circulated 
to the Members. The Appellate Body upheld the panel’s 
fi nding that the Canadian provincial governments’ provi-
sion of low-cost timber to lumber producers constituted a 
“fi nancial contribution” pursuant to the SCM Agreement. 
The Appellate Body reversed the panel’s fi ndings, reject-
ing Canadian prices as a benchmark. It also reversed the 
panel’s fi nding that the USDOC should have conducted a 
“pass-through” analysis to determine whether subsidies 
granted to one lumber producer were passed through to 
other lumber producers. The Appellate Body’s only fi nd-
ing against the U.S. was that the USDOC should have 
conducted a pass-through analysis with respect to the 
sales of lumber from sawmills to unrelated lumber re-
manufacturers, because the primary and remanufactured 
lumbers were products subject to the USDOC’s aggregate 
investigation. 

The DSB adopted the Appellate Body report and 
the panel report as modifi ed by the Appellate Body on 
17 February 2004. The U.S. stated its intention to imple-
ment the DSB recommendations and rulings on 5 March 
2004 and requested a reasonable period of time to imple-
ment. On 17 December 2004, the U.S. informed the DSB 
that USDOC had revised its Countervailing Duty (CVD) 
order, thereby implementing DSB’s recommendations 
and rulings. On 30 December 2004, Canada requested the 
establishment of a panel under Article 21.5 of the DSU, 
claiming that the measures taken by the U.S. to comply 
with DSB’s recommendations and rulings were inconsis-
tent with U.S.’s obligation under Articles 10 and 32.1 of 
the SCM Agreement and Article VI:3 of GATT 1994. On 

1 August 2005, the compliance panel report was circu-
lated to the Members and the panel found defi ciencies in 
USDOC’s implementation. On 6 September 2005, the U.S. 
appealed to the Appellate Body. The Appellate Body up-
held the panel’s fi nding. On 20 December 2005, the DSB 
adopted the Article 21.5 Appellate Body report and the 
panel report as upheld by the Appellate Body.

3. Egypt—Measures Affecting Import of Textile and 
Apparel Products9

The U.S. requested consultations with Egypt on 23 
December 2003. The consultation concerned tariffs ap-
plied by Egypt to certain textile and apparel products and 
the decree of the President of Egypt No. 469 of the year 
2001 (“Decree No. 469”) and any amendments, related 
regulations, and other implementing measures. The U.S. 
alleged that, in the Uruguay Round, Egypt agreed that 
(i) it would remove a general prohibition on apparel and 
made-up textile by 1 January 2002; (ii) it would bind its 
duties under HS Chapters 61 (articles of apparel and 
clothing, knitted and crocheted) and 62 (articles of ap-
parel and clothing, not knitted or crocheted) at an ad va-
lorem rate of forty-six percent in 2003, forty-three percent 
in 2004 and forty percent thereafter; and (iii) it would 
bind its duties under HS Chapter 63 (other made-up tex-
tile articles; sets; worn clothing) at an ad valorem rate of 
forty-one percent in 2003, thirty-eight percent in 2004 and 
thirty-fi ve percent thereafter. The U.S. alleged that Decree 
No. 469 amended customs duties applicable to a number 
of imported articles, including articles that enter under 
HS Chapters 61, 62 and 63, and imposed specifi c duties 
(i.e., in Egyptian pounds per piece of clothing) rather 
than ad valorem duties. The U.S. alleged that the specifi c 
duties greatly exceeded the rate of duty that Egypt had 
agreed to. The U.S. indicated that these tariffs, Decree No. 
469 and related measures were inconsistent with Egypt’s 
obligation under Article II of the GATT 1994 and Article 
7 of the Agreement on Textiles and Clothing. Egypt and 
the U.S. informed the DSB on 20 May 2005, that they had 
reached a mutually agreed upon solution pursuant to 
Article 3.6 of the DSU.

4. Mexico—Tax Measures on Soft Drinks and Other 
Beverages10

On 16 March 2004, the U.S. requested consultations 
with Mexico concerning certain tax measures imposed 
by Mexico on soft drinks and other beverages that use 
sweeteners other than cane sugar that were not imposed 
on beverages using cane sugar. The tax measures con-
cerned included (i) a 20-percent tax on soft drinks and 
other beverages that use any sweetener other than cane 
sugar (the “beverage tax”); and (ii) a 20-percent tax on 
the commissioning, mediation, agency, representation, 
brokerage, consignment and distribution of soft drinks 
and other beverages that use any sweetener other than 
cane sugar (the “distribution tax”). The U.S. considered 
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that these taxes were inconsistent with Article III of GATT 
1994, specifi cally, Article III:2, fi rst and second sentences, 
and Article III:4 thereof. Canada requested to join the 
consultations on 26 March 2004 and Mexico informed 
the DSB of its acceptance of Canada’s request on 14 May 
2004. The U.S. requested the establishment of a panel on 
10 June 2004. The DSB deferred the establishment of a 
panel at its meeting on 22 June 2004. The DSB established 
a panel on 6 July 2004 after a second request by the U.S. 
Canada, China, the European Communities, Japan and 
Pakistan reserved third-party rights, however, Pakistan 
withdrew on 20 August 2004. A panel was composed on 
18 August 2004. The report of the panel was circulated 
to Members on 7 October 2004. The panel found that the 
soft drink tax and the distribution tax, as imposed on 
imported sweeteners, imported soft drinks and the as-
sociated bookkeeping requirements, were inconsistent 
with Articles III:2 and III:4 of GATT 1994. The panel also 
found that the measures were not justifi ed by Article 
XX(d) of GATT 1994. Mexico notifi ed the DSB of its deci-
sion to appeal on 6 December 2005. On 6 March 2006, 
the Appellate Body report was circulated to Members. 
The Appellate Body upheld, for different reasons, the 
panel’s fi nding that Mexico’s measures did not constitute 
measures to secure compliance with laws or regulations 
within the meaning of Article XX(d) of GATT 1994. This 
was because the provision did not permit WTO Members 
to take measures to seek to secure compliance by another 
Member of that other Member’s international obligation. 
On 24 March 2006, the DSB adopted the Appellate Body 
report and the panel report, as modifi ed by the Appellate 
Body report. Mexico stated its intention to implement the 
DSB recommendations and rulings on 21 April 2006 and 
requested a reasonable period of time to implement. On 
22 June 2006, the U.S. informed the DSB that a reasonable 
period of time for Mexico to comply could not be agreed 
upon between the parties. The U.S. then requested that 
the reasonable period of time be established through 
binding arbitration pursuant to Article 21.3(c) of the DSU. 
Mexico and the U.S. informed the DSB on 3 July 2006 that 
they had mutually agreed that the reasonable period of 
time would be nine months and eight days, expiring on 1 
January 2007. However, if the Mexican Congress enacted 
legislation between 1 December and 31 December 2006, 
then the reasonable period of time would be ten months 
and seven days, expiring on 31 January 2007. The U.S. 
withdrew its request for arbitration as a result of this 
agreement.

5. China—Value-Added Tax on Integrated Circuits11

The U.S. requested consultations with China on 
18 March 2004 concerning China’s preferential value-
added tax (VAT) for domestically produced or designed 
integrated circuits (IC). The U.S. alleged that, although 
China provides for a 17 percent VAT on ICs, enterprises 
in China are entitled to a partial refund of the VAT on ICs 
that they have produced, resulting in a lower VAT rate on 
their products. The U.S. indicated that China appeared to 

be subjecting imported ICs to higher taxes than those ap-
plied to ICs domestically produced in China, thereby ac-
cording less favorable treatment to imported ICs. The U.S. 
considered these measures to be inconsistent with China’s 
obligation pursuant to Articles I and III of GATT 1994, 
the Protocol on the Accession of the People’s Republic of 
China, and Article XVII of the GATT. China and the U.S. 
notifi ed the DSB on 26 March 2004 that they had reached 
an agreement during the consultations. China agreed to 
amend or revoke the measures at issue to eliminate the 
availability of VAT refunds on ICs produced and sold in 
China. On 5 October 2005, China and the U.S. notifi ed the 
DSB that the terms of the agreement had been successful-
ly implemented, and thus they both agreed that a mutu-
ally satisfactory solution had been reached in the matter.

6. United States—Measures Relating to Shrimp 
from Thailand12

On 24 April 2006, Thailand requested consultations 
with the U.S. concerning anti-dumping measures on im-
ports of frozen warm-water shrimp from Thailand. The 
consultations request related to a practice known as “ze-
roing” negative dumping margins, and the consequent 
imposition of defi nitive anti-dumping duty measures on 
imports of frozen warm-water shrimp from Thailand. 
Thailand believes that through its use of “zeroing,” the 
U.S. has failed to make a fair comparison between the 
export price and the normal value, and, therefore, cal-
culated distorted margins of dumping in violation of 
its obligation under Articles 1, 2.1, 2.4, 2.4.2, 3.1, 3.2, 3.3, 
3.4, 3.5, 5.8, 9.2 and 9.3 of the Anti-Dumping Agreement, 
and Articles II, III, VI:1, and VI:2 of GATT 1994. Thailand 
also requested consultations on the U.S. continuous bond 
requirement and on its application to imports of frozen 
warm-water shrimp. India, Japan, Brazil and China have 
all requested to join the consultations. Thailand requested 
the establishment of a panel on 15 September 2006. The 
DSB established a panel at its meeting on 26 October 2006. 
Brazil, Chile, China, the European Communities, India, 
Japan, Korea and Mexico have all reserved their third-
party rights. This dispute was still pending as of the writ-
ing of this article.

III. Conclusion
The case studies presented above demonstrate that 

the dispute resolution process at the WTO is utilized by 
many countries in their efforts to resolve trade disputes 
effi ciently and effectively, with cases proceeding in a 
timely manner. Members are gaining confi dence in the 
dispute resolution process, as demonstrated by the in-
creasing number of cases being brought to the DSB for 
resolution. So far, there has not been any overt defi ance of 
the DSB’s rulings, unlike what transpired with the rulings 
of WTO’s predecessor, GATT. This compliance with DSB 
rulings is yet another indicator of country satisfaction 
with the process.
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The WTO Doha Development Round: The Development 
Dilemma and Other Competing Interests
By Andrea Ewart 

I. Introduction

A. Scope of Article

This article presents an overview of the World Trade 
Organization (WTO) Doha negotiations and its current 
state of play. Incorporating the perspective of African and 
Caribbean WTO members, this analysis discusses the var-
ied interests that will need to be reconciled to arrive at a 
successful conclusion to the round. The article concludes 
that a successfully negotiated round is in everyone’s in-
terest and ends with some speculative comments by the 
author about the way forward.

B. Overview of WTO Doha Negotiations

December 2006 has come and gone, and with it the 
extended deadline for conclusion of the Doha negotiat-
ing round of the World Trade Organization (WTO). In 
November of 2001, at a ministerial conference1 held in 
Doha, the capital of Qatar, WTO members agreed to initi-
ate the Doha Development Round. The name given to 
the round implied a focus on addressing the needs and 
concerns of developing countries. Nevertheless, because 
the round’s primary goal remains trade liberalization, i.e., 
a reduction in barriers to the international movement of 
goods and services, a tension has developed between the 
stated development goals and the expectations of the in-
tended benefi ciaries of this development focus.

The United States and most developed countries 
promote the view that developing countries stand to 
benefi t most from the elimination of tariffs, particularly 
their own.2 This position relies on a 2002 World Bank 
study stating that tariff elimination would create devel-
oping country income gains of US $500 billion and lift 
more than 300 million people out of poverty by 2015.3 
Developing countries, on the other hand, believe that they 
have yet to see the touted benefi ts of the liberalization 
effected as a result of the Uruguay Round. Reportedly, 
some developing countries saw a “Development Round” 
as a “free round” which would focus on the delivery of 
increased market access by developed countries without 
any need for developing countries to address their own 
market defi ciencies.4 More pressing is the reality that 
many developing countries are still struggling to imple-
ment the commitments made during the Uruguay Round. 
These capacity issues have limited their expected gains 
from existing trade liberalization agreements and com-
mitments and make them reluctant to assume new obliga-
tions. Developing countries also complain that the failure 
of developed countries to reduce their programs of agri-
cultural supports has continued to disadvantage many 
developing country products.

Reform of agricultural markets is perhaps the most 
contentious issue facing both developed and developing 
countries during this round. Of particular interest is the 
reduction or elimination of various forms of agricultural 
subsidies, i.e., the practice by which countries provide 
support, such as payments or guarantees of artifi cially 
high prices, to their farmers. This issue was not addressed 
during the Uruguay Round because of its complexity. 
First, there is the extent to which European Union (EU), 
U.S., and Japanese farmers—the primary recipients of 
these programs—depend on the subsidies.  The subsidiz-
ing countries, while they would like to continue these 
programs for their own farmers, are not at all complacent 
about similar programs offered by other countries. The 
United States has proposed a fairly ambitious reform pro-
gram, but there is skepticism about its ability to deliver 
on this proposal, particularly in light of the extension of 
its domestic subsidies by the 2002 Farm Bill.5 Meanwhile, 
the steps taken in 2003 by the European Union to reform 
its Common Agricultural Policy (CAP) have been deemed 
insuffi cient by the United States and other negotiating 
parties.6 Nevertheless, the European Union has insisted 
that it has no intention of making additional reforms prior 
to its internal deadline of 2013. To further complicate this 
issue, the EU’s subsidy programs have benefi ted develop-
ing countries from the African-Caribbean-Pacifi c (ACP) 
group through duty-free quotas for their agricultural 
products which are then exported from the EU at subsi-
dized rates. Thus, there are many entrenched interests 
that are almost guaranteed to be unhappy at the prospect 
of any serious reform to agricultural trade.

These diffi cult and contentious issues have impeded 
the progress of negotiations during this round. In fact, 
the concerns of developing countries aborted an earlier 
attempt to launch a new round when the ministerial con-
ference convened in 1999 in the U.S. city of Seattle. And 
the fi rst ministerial conference held after the launch of 
the round in the Mexican city of Cancun in September of 
2003 ended unsuccessfully because developing countries 
believed that the commitment made at Doha to focus on 
their needs was not being met and members were unable 
to agree on how to reform trade in agriculture.

The next movement forward occurred almost one 
year later at the July 2004 meeting of the WTO General 
Council.7 The meeting produced what was referred to as 
the “July Agreement,” which temporarily revived the ne-
gotiations by (i) providing that all agricultural subsidies 
that distort trade (i.e., that result in prices and production 
higher or lower than levels that would usually exist in a 
competitive market) are to be eliminated or reduced; and 



NYSBA  International Law Practicum  |  Spring 2007  |  Vol. 20  |  No. 1 21    

(ii) narrowing the range of areas in which countries will 
have to commit to new trade-liberalizing rules. The July 
Agreement outlined the framework for negotiating new 
trade liberalizing rules and allowed for some incremental 
decisions to be made at the December 2005 ministerial 
conference in Hong Kong.

II. What Has Been Decided to Date

A. Negotiating New Rules on Agriculture

The program of agricultural reform to be negoti-
ated as part of the Doha Development Round will focus 
on three “pillars”: domestic subsidies, export subsidies, 
and tariffs. Members have so far committed to do the 
following:

(1) Substantially reduce trade-distorting domestic 
subsidies, with developed countries making the 
deepest cuts.

(2) Eliminate agricultural export subsidies by 2013. 
This date just happens to be the EU’s internal 
deadline for revisiting its own agricultural sub-
sidy programs. Members are to negotiate the set 
of rules by which they can continue to offer pro-
grams to support exporting industries.

(3) Reduce tariffs on agricultural products, starting 
from existing bound rates, i.e., the tariff rates to 
which each country already committed during the 
Uruguay Round. The deepest cuts are to be made 
on those products with the highest tariff rates, but 
members may propose that some types of prod-
ucts be designated “sensitive” and excluded from 
any commitment to deep tariff reductions.

(4) Permit developing countries to receive special 
and differential treatment, i.e., exemptions from 
WTO rules that will include longer transition 
periods, including the following: the temporary 
ability to continue subsidies to reduce the costs of 
marketing exports of agricultural products; con-
tinued exemption from the commitment to reduce 
domestic support for government assistance and 
investment programs that encourage agricultural 
and rural development; and the ability to desig-
nate items as “Special Products” and therefore be 
eligible for more fl exible treatment of those prod-
ucts that a country considers important to its food 
security, livelihood and rural development needs.

B. Negotiating Market Access for Industrial Goods

Members have committed to do the following in the 
area of non-agricultural market access (NAMA):

(1) Reduce tariffs on all manufactured products, 
with the deepest cuts expected on those products 
with the highest tariff rates. As a general goal, 
Members committed to focus on reducing or 
eliminating high tariffs, tariff peaks (tariffs of 15% 

or above), tariff escalation (higher import duties 
on semi-processed and fi nished products than on 
raw materials), and non-tariff barriers on those 
products that developing countries are particularly 
interested in exporting.

(2) Allow developing countries to receive special and 
differential treatment through longer implementa-
tion periods for tariff cuts, and being able to com-
mit to smaller tariff reductions than those made by 
developed countries.

Countries are encouraged to request or to make offers, i.e. 
specifi c proposals, on the non-tariff barriers they would 
like to be eliminated.

C. Negotiating Services

Members have agreed to the following general 
principles:

(1) All sectors are open to liberalization.

(2) Members are to make their offers (i.e., specifi c pro-
posals on how they would liberalize their service 
markets) and requests (i.e., the access they would 
like to members’ markets) by the deadline (which 
has been repeatedly pushed back because so few 
offers or requests have been made).

(3) Individual developing country members may be 
allowed to open fewer sectors and to liberalize 
fewer types of transactions.

(4) Negotiations may be also pursued on a plurilat-
eral basis, allowing countries to make an offer or 
request of more than one country with respect to 
specifi c sectors or modes of supplying the service.

D. Negotiating Trade Facilitation Rules

Members have agreed to the following:

(1) New rules will be developed to streamline coun-
tries’ trade and customs procedures in order to fur-
ther expedite the movement, release, and clearance 
of goods, including goods in transit.

(2) Special and differential treatment provisions will 
include the usual transition periods for imple-
menting commitments, but will also include 
consideration of countries’ actual implementing 
capacities; an understanding that countries are not 
to be required to undertake investments in infra-
structure projects beyond their means; and means 
of addressing the cost implications of proposed 
measures.

(3) Members will also discuss how to improve techni-
cal assistance and capacity building for developing 
countries, and establish provisions for effective 
cooperation between countries’ customs agencies.
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E. Addressing the Concerns of Developing 
Countries

In addition to providing special and differential 
treatment with respect to new rules to be developed, the 
following issues were raised to address the outstanding 
concerns of developing countries:

(1) The General Council was charged with (i) review-
ing all special and differential treatment provi-
sions in WTO Agreements that are intended to 
benefi t developing countries but which have been 
diffi cult to implement and (ii) making recommen-
dations on how to make them more effective and 
operational. The review has since been completed 
but no concrete proposals have been accepted on 
how to make the provisions more effective.

(2) Members also recognized two potentially negative 
effects of tariff reductions that reduce (i) the rev-
enues available to support a country’s budget; and 
(ii) the benefi ts developing countries receive from 
duty-free access into developed-country markets. 
No specifi cs have been developed on how to ad-
dress these concerns.

(3) Developed country members have also committed 
to implement duty and quota-free access for prod-
ucts originating in the 40 least developed countries 
(LDCs). Members have further agreed to establish 
a “Trade for Aid” program to assist all developing 
countries with the supply-side capacity and trade-
related infrastructure they need to implement and 
benefi t from the WTO Agreements and to expand 
trade.

The above agreements provide only a framework. 
Most negotiating countries have yet to provide the specif-
ic numbers or language around which concrete negotia-
tions can actually take place. As late as November 2006, 
the WTO Director-General, Pascal Lamy, said that full 
negotiations could start only when Members were ready 
to put numbers to the key issues that they have already 
discussed in general terms.8 For example:

(1) Most countries have yet to propose actual num-
bers by which they would be willing to cut tariffs 
on agricultural and industrial goods;

(2) No agreement has been reached on the formula 
to be used to apply tariff cuts on agricultural and 
industrial goods;

(3) Most countries still need to provide specifi cs on 
the agricultural subsidies they would eliminate;

(4) Members have not yet proposed the products 
and/or programs they would like to exempt from 
the new rules to be established under this round. 
The battle over which agricultural products may 
be deemed “sensitive” and therefore exempt from 
tariff cuts has yet to take place.

(5) No specifi cs have been agreed to about Special 
and Differential Treatment provisions for develop-
ing countries. For example, over what time period 
would they be allowed to phase in tariff cuts and 
to continue to subsidize the costs of marketing ex-
ports of agricultural products; and which agricul-
tural products could be exempted from the rules as 
“Special Products” because of their importance for 
the country’s rural development goals?

Where these numbers have been proposed, the differ-
ence in positions remains vast. To illustrate, while Brazil 
has offered to cap NAMA tariffs at 30%, the EU and other 
developed nations are insisting on a cap of no higher than 
15%. And the deadlines for countries to provide these 
specifi cs have repeatedly come and gone without result. 
In sum, the above framework is all that exists fi ve years 
after the launch of the round and after the expiration of 
an already extended deadline. Although it is still possible 
to conclude a successful negotiating round, the various 
competing interests that have combined to make this 
round so intractable will need to be reconciled.

III. Current Obstacles and Competing Interests 
to Concluding a Successful Round 

The fi rst factor hindering the concluding of a suc-
cessful round is the continued failure to bridge the wide 
divergence in interests of the primary players, namely, 
the United States, the European Union, and the block of 
emerging market economies led by Brazil, China, and 
India. The United States needs business support and con-
gressional approval for a trade deal that promises a suf-
fi cient increase in exports for U.S. companies to offset the 
anticipated losses from increasing imports into the U.S. 
market. This means a trade agreement that promises to 
provide (i) increased access to the EU agricultural market 
through EU removal of additional domestic and export 
subsidies; (ii) big increases in market access through tariff 
reductions on manufacturing goods, particularly in the 
emerging markets of Brazil, China, and India; and (iii) 
increased access to services, particularly in the telecom-
munications, fi nancial, computer, and express delivery 
sectors. 

The European Union, on the other hand, needs to be 
able to show improved access to industrial and service 
markets, particularly in the large emerging markets such 
as Brazil and India, to convince its constituents that it 
makes sense to speed up the reform of the EU agricultural 
subsidy programs. EU members, France in particular, 
have been extremely vocal in refusing to give EU negotia-
tors any leeway to move from the EU’s internal timetable 
for reforms. Meanwhile, Brazil and India have been in-
sisting that the EU offer additional cuts to its program of 
agricultural subsidies before they make substantial offers 
in the areas of interest to the EU.

Led by Brazil, the Group of 20 (G-20) comprises 
twenty WTO developing country members that share 
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a common negotiating position focused on winning 
elimination and/or reduction of agricultural subsidies 
and tariffs by both the United States and the European 
Union. Their position is that neither the U.S. nor the EU 
has gone far enough in this area. These G-20 members 
are also the developing country members whose markets 
are of primary interest to developed countries and who 
are under pressure to in turn open up their industrial and 
services markets. To this the G-20 repeatedly responds, 
“You fi rst.”

In short, as Pascal Lamy has said, listing the require-
ments for a successful deal, the United States must make 
deeper cuts on its domestic supports; the EU must offer 
increased agricultural market access; and the develop-
ing countries must offer more in respect of industrialized 
tariffs.9

Negotiators and commentators have noted a second 
factor in the lack of leadership by the United States and 
the European Union.10 Long-time WTO observers ac-
knowledge that a strong and unifi ed push by U.S. and 
EU political leaders has been indispensable to progress 
on past WTO trade rounds. This time, however, they 
note, the U.S. and the EU have been engaged in a series 
of trade wars over their mutual subsidies for their airbus 
industries. The speculation is that the past reluctance to 
negotiate on the issue may have spilled over into a lack 
of focus on acting together to move the round forward.

Indeed, when they have been engaged in bilateral 
discussions, their energies have focused on managing 
and minimizing their numerous trade disputes. A 20 June 
2005 EU-U.S. summit addressed the wide spectrum of 
U.S.-EU relations. In the area of trade, the focus was on 
developing mechanisms to allow for early discussions 
about pending legislation and regulation on either side 
of the Atlantic that could trigger more trade disputes. 
The U.S. and the EU each have actively used the WTO 
dispute settlement system to bring cases against the 
other, and each has fared badly, through adverse rulings, 
in these cases. Arguably, their energies have been too fo-
cused on repairing their trade relationship to permit con-
sensus at the moment on how to lead the current round 
of trade liberalization.

Domestically, both the U.S. and the EU also face 
pockets of strong political resistance to further liberaliza-
tion. In the United States, the agricultural, steel, and tex-
tile sectors are heavily protectionist, with strong support 
from powerful members of the U.S. Congress. Resistance 
exists in general to the prospect of more trade agree-
ments, and WTO decisions that have forced changes to 
domestic policy and legislation generate much rancor 
among some members of the U.S. Congress. In 2004 
alone, there were four WTO cases that revolved around 
the ability and willingness of the U.S. Congress to repeal 
or to rewrite laws that had been deemed WTO-inconsis-
tent and in 2005 two of those cases remain unresolved.11 

The EU, for its part, is currently facing the ire of its agri-
cultural sector as it introduces reforms, the latest being 
to its heavily protected sugar sector. These changes, too, 
are being spurred on by adverse WTO decisions that have 
deemed components of the EU’s Common Agricultural 
Policy (CAP) illegal under WTO rules.12

These internal battles, it is felt, have detracted from 
the ability of the U.S. and the EU to provide political lead-
ership in the multilateral negotiations. Furthermore, there 
is concern that the U.S. administration has been focusing 
on its bilateral trade agenda to the detriment of the mul-
tilateral negotiations. Since the 2001 launch of the Doha 
Round, the United States has negotiated bilateral free-
trade agreements (FTAs) with Australia, Bahrain, Chile, 
each of the fi ve Central American countries that comprise 
the Central American Free Trade Agreement (CAFTA) 
and the Dominican Republic,13 Colombia, Morocco, 
Oman, Panama, Peru, and Singapore. Negotiations have 
also been launched with fi ve South African countries in 
an unsuccessful attempt to create a U.S.-South African 
Customs Union FTA, and are ongoing with Malaysia.

There are also suggestions that the U.S. and EU busi-
ness communities, both of which played a leading and 
very vocal role in the Uruguay Round, are still absorbing 
the changes from that round. Reportedly, some businesses 
are at the moment quite comfortable with the incremental 
changes that result from bilateral negotiations and pri-
vate agreements with countries’ regulators. Furthermore, 
while they can achieve greater results from agreements 
with 150 countries, it is so much harder to do!

Finally, there is the reality that, both as a result of 
a “weakened appetite” for liberalization as well as in 
response to the capacity concerns of developing coun-
tries, expectations for the round have been considerably 
reduced. The ambitious agenda that aimed at increased 
liberalization of the service sector and at developing rules 
on trade and investment, competition policy, government 
procurement and transparency, and trade facilitation—the 
so-called Singapore Issues that were rejected by develop-
ing countries at the Cancun Ministerial Conference—has 
been scaled back to focus on two primary issues: (i) 
agricultural market access, including reform of trade in 
agriculture; and (ii) market access for industrial goods. 
Although trade facilitation remains on the agenda, nego-
tiations on trade in services have been seriously stalled. 
Indeed, the EU’s struggles to liberalize trade in services 
within its borders provide some insight into just how 
diffi cult this issue is likely to be in the WTO. A “watered-
down” round has created the paradoxical situation in 
which those industrialized countries that had originally 
pushed the more ambitious agenda have much less to 
gain from the current Doha agenda.

There are those who look to the WTO’s structure to 
fi nd the reasons for the impasse. The EU’s Pascal Lamy 
has called the process “medieval.” Former U.S. Trade 
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Representative Robert Zoellick has said that the structure 
is cumbersome and the governing issues challenging. 
These statements refer to the consensus rule that governs 
ministerial conferences, the WTO’s decision-making 
body. A rule that gives one country the authority to veto 
decisions made by the majority of members appears dys-
functional in an organization of almost 150 countries.

In this author’s opinion, however, the biggest institu-
tional weakness is the decision to proceed with negotia-
tions before addressing the capacity issues that affl ict its 
developing country members. The capacity issues are a 
very serious threat to the organization. Many develop-
ing countries do not have the resources to participate 
effectively in the negotiating process. Their small teams 
are incapable of successfully covering all of the sessions 
conducted at ministerial conferences and general coun-
cil meetings, many of which are conducted simultane-
ously. Neither are they able, in real time, to respond to 
changes in the negotiating positions of other members. 
Understandably, this limitation has a dampening effect 
at a forum where an original position is expected to be 
just that, and on a process that is expected to consist of 
members’ give and take. At past negotiating forums, de-
veloping countries have accepted on faith the statements 
of the developed world that they would be better off if 
they just signed on to the commitments. They no longer 
believe this. They are no longer willing to rubber-stamp 
agreements that they did not negotiate and may not un-
derstand. Given these realities, it is not surprising that 
they viewed as a success the unifi ed exercise of their veto 
authority at the Cancun Ministerial Conference to stop 
the negotiation on issues other than the ones they came 
prepared to discuss.

IV. Discerning the Interests of Developing 
Countries

At the outset, it might be instructive to take some 
time to defi ne more precisely the concept of “developing 
countries” in the WTO. This term refers to a self-defi ned 
group of countries, mostly former colonies in Africa, 
Asia, Latin America, and the Caribbean. Consequently, 
this grouping includes countries with very disparate eco-
nomic realities and needs. They include the larger emerg-
ing market economies, among which are Brazil, China, 
India, Indonesia, Mexico, Argentina, South Africa, and 
South Korea.14

At the bottom of the grouping are 50 least devel-
oped countries (LDCs), located primarily in sub-Saharan 
Africa, of which 32 are WTO members. The LDC category 
is more defi ned and uses a United Nations classifi cation 
that is based on three objective criteria: (i) a GDP per cap-
ita of less than US $750; (ii) low indicators in nutrition, 
health, education, and adult literacy; and (iii) economic 
vulnerability (e.g., instability of agricultural production, 
exports of goods and services, and the like).

The other countries fall somewhere in the middle and 
include a new grouping whose concerns were recognized 
at the Hong Kong Ministerial Conference: small vulner-
able economies (SVEs).15 SVEs are typically small, island 
states that share the following characteristics: smallness, 
physical isolation from markets, dispersion of small 
pockets of population, and a small and highly special-
ized human and physical resource base. These inherited 
and inherent characteristics result in high operating costs 
which have forced many to rely upon the export trade of 
products or services related either to short-term extrac-
tive activities or niche markets, or upon trade preferences 
and tax concessions.16 The authors of the study on SVEs 
state that no other grouping of countries, including LDCs, 
has been required to undertake such wide-ranging ad-
justments over the last decade of globalization and as a 
result, SVEs face particular problems which include the 
following: (i) loss of preferences; (ii) application of rules 
that do not recognize their inherent characteristics; and 
(iii) implementation of complex and burdensome WTO 
obligations, many of which are outside the countries’ ad-
ministrative capabilities.17 The islands of the Caribbean 
meet many if not all of these characteristics and have as-
sumed a leading role within this group.

This diverse grouping poses the question, does it 
make sense to have a one-size-fi ts-all prescription to-
ward enabling development through trade and economic 
growth? One must also query whether reliance on the al-
leged benefi ts of tariff cuts pays suffi cient attention to the 
round’s development goals. In March 2006, the Carnegie 
Endowment released a study entitled Winners and Losers: 
Impact of the Doha Round on Developing Countries.18 Using 
computer models to measure the impact on countries of 
concluding a Doha Agreement based on current guide-
lines for negotiating new rules on manufacturing and ag-
ricultural trade, the study’s conclusions contradicted sev-
eral commonly held ideas about the value of the round to 
developing countries. The study concludes, for example, 
the following:

(1) The proposals would actually increase the gaps be-
tween the rich and poor among and within WTO 
members.

(2) Most developing countries would receive limited 
benefi ts or even lose from liberalization of trade 
in agriculture, primarily because the products of 
subsistence farmers are generally not competitive 
globally.

(3) The poorest countries, LDCs, would be net losers 
of trade liberalization.

(4) The low-income countries just above LDC status 
would be hurt by the special assistance extended 
to the LDCs.

These fi ndings are not conclusive, and the study has 
been criticized for relying on a static model that does not 
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take into account the cumulative effect of ongoing trade 
liberalization.19 Nevertheless, it highlights the need to go 
beyond tariff cuts and to adopt a more nuanced approach 
toward the connection between trade and development.

An additional factor is the reality that many develop-
ing countries already benefi t from very generous prefer-
ential market access programs that grant duty-free entry 
to U.S. and EU markets for a wide range of products. At 
the same time, this preferential margin is being eroded as 
the liberalization process leads to lower or zero tariffs for 
an increasing number of countries’ products. What then, 
do these countries have to gain from a round that focuses 
on tariff cuts as the primary benefi t to them? At the same 
time, with the tariff barrier to entry in developed country 
markets removed or minimized, technical, sanitary and 
phyto-sanitary (SPS), health, and safety requirements for 
entry create non-tariff barriers (NTBs) that are sometimes 
insurmountable. Yet, the SPS and Technical Barriers to 
Trade (TBT) agreements negotiated during the Uruguay 
Round are not open for renegotiation during the Doha 
Round. Countries are being encouraged to submit re-
quests and offers to address existing NTBs, but many 
of these issues are being shelved for discussion at the 
bilateral and regional levels.20 This removes one possible 
benefi t from the round for developing countries and yet 
another incentive for developing countries to participate 
effectively.

V. The Way Forward
Although bilateral and regional free trade arrange-

ments are being touted as an alternative to a WTO agree-
ment, there is no doubt that countries would prefer to 
conclude a WTO agreement in which several interests 
and goals can be pursued simultaneously. The prolifera-
tion of trade deals has resulted in confusing and some-
times confl icting rules under which products are allowed 
to enter a country. WTO multilateral trade negotiations 
allow for wider consensus and clarity about the rules of 
trade. And most conclusively, a multilateral arena such as 
the WTO talks provides the sole opportunity to bring to-
gether the major players to agree on the rules for reform-
ing trade in agriculture.21

Resolution of the stalemates on the path to successful 
conclusion of the round will require time. December 2006 
was considered to be an “artifi cial” deadline, pushed 
primarily by the expected expiration in June 2007 of the 
U.S. President’s Trade Promotion Authority (TPA) rather 
than by any estimation of how long it would take to ar-
rive at a competent solution to the range of issues being 
addressed by the round. The Uruguay Round was initi-
ated in 1986 and concluded in 1994. It is not surprising 
that the Doha Round, which must address a range of the 
more intractable issues left unaddressed by the previous 
round, may require longer than the scheduled four- or 
fi ve-year time frame. So this author’s response to the 
question, “When if not 2006?” is, “As long as it takes.”

Nevertheless, the way forward must include some 
calculation of the necessary components for an agree-
ment to win passage in the U.S. Congress. TPA currently 
requires that Congress either approve or reject unchanged 
negotiated trade agreements so long as the document 
meets goals predetermined with the U.S. Congress. 
Without TPA, an agreement presented to Congress may 
either not be passed in its entirety, have conditions placed 
on the passage of specifi c provisions, or sit in limbo be-
cause of insuffi cient votes to ensure passage of the en-
abling legislation. Without TPA, the United States is not 
considered a credible negotiating partner. At the same 
time, in the absence of credible progress on the negotia-
tions, there is little incentive to push for an extension of 
TPA. Therefore, TPA may have to lapse, as indeed it has 
before. Perhaps the surest way to get suffi cient congres-
sional votes to renew TPA is to negotiate an agreement 
that generates suffi cient benefi ts for a variety of interests 
that will be willing to lobby hard for its passage. This will 
take time.

Indeed, reports of a possible breakthrough in the 
impasse on agricultural negotiations between the United 
States and the European Union may encourage the U.S. 
Congress to renew TPA before it expires. The January 
2007 World Economic Forum, held in Davos, Switzerland, 
has reportedly provided an opportunity for a break-
through in the U.S.-EU impasse on agricultural negotia-
tions and for new life to the Doha process. It is reported 
that the two members are close to a deal that would have 
the European Union improve its offer to cut farm tariffs 
to bring average tariffs closer to the level desired by the 
United States. In turn, the United States would offer to 
lower its subsidies.22 These are positive signs of the start 
of greater cooperation between the two trade partners. 
At the same time, a deal between the two must face chal-
lenging internal and external tests. Inside the European 
Union, the deal must win the approval of its members, 
most noticeably France. A U.S. commitment to reduce 
subsidies must be vetted by the U.S. Congress and the 
very powerful farm lobby. Externally, the question is 
whether the large emerging economies, i.e., Brazil and 
India, will consider the U.S. and EU concessions signifi -
cant enough for them, in turn, to increase their offers to 
improve access to their goods and services markets. In 
sum, a U.S.-EU agricultural deal is only the tip of the 
iceberg and leaves many other interests and issues on the 
negotiating table.

Among the interests that still need to be addressed is 
the link between trade and development. Conversations 
in the corridors of Washington indicate a genuine desire 
by developed economies to fi nd solutions to the develop-
ment dilemma. There is also genuine bewilderment as to 
the means by which this might be accomplished, particu-
larly because political (and other) realities mean that they 
are unwilling and perhaps unable to consider solutions 
that come at their expense.
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For this reason and, more important, because they 
can best articulate their self-interests, developing coun-
tries need to take the lead in this endeavor. They need to 
do so, not by looking backwards at what used to be, but 
by looking forward. They need to determine what they 
want their economies to look like in 2050, for example, 
and what it would take to get there. But they too need 
time to be able to identify, articulate, and present ne-
gotiating positions based on these goals. They can then 
proceed full steam ahead with trade liberalization, using 
goal-oriented and time-specifi c special and differential 
treatment provisions in the context of those long-term 
development goals.

Finally, building the capacity of the developing coun-
try members will allow them to arrive at the table better 
prepared and able to negotiate. Keeping the agenda man-
ageable, and giving suffi cient lead time for analysis of 
members’ proposal will ensure better participation at the 
meetings. There will be less need for countries to fall back 
on the veto if they are truly part of the process. Failure 
to address this basic issue will exclude from effective 
participation at the table the only parties able success-
fully to address the development dilemma in the Doha 
negotiations.
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Current Economic, Legal and Political Developments
in Bolivia and Their Impact on China and Bolivia Trade 
and Investment
By Fernando Aguirre B.

I. Introduction
This article is intended as a general overview of the 

Bolivian trade and investment situation, incorporating a 
brief analysis of the current political and legal environ-
ment in the context of important changes that are taking 
place in Bolivia, with particular emphasis on the relations 
between China and Bolivia.

II. China and Latin America

A. China’s Needs

In his book on China and Latin America,1 D. Ion de 
la Riva highlights the importance of China in the world 
today by reminding the reader that China might have 
the second largest economy in the world by 2020 and the 
largest by 2050, primarily as a result of China joining the 
World Trade Organization, the growth of internal con-
sumption, and China’s commercial relations with most of 
the Latin American countries, which have substantially 
increased during the last two years. De la Riva also notes 
that during 2003 China was the largest importer of raw 
materials in the world, many of which (copper, gold, soy-
bean and oil) came from Latin America. Chilean exports 
to China already exceed nine percent of the total; those 
from Argentina, eight and a half percent; from Peru, eight 
percent; and Brazil, six percent. In 2003 exports to China 
from the Latin American countries exceeded US $10.2 
billion. 

Another commentator, Sergio M. Cesarini, notes that, 
“Chinese priorities for the decade accentuate its need for 
the supply of raw materials and sources of energy: it is 
here that Latin America acquires renewed importance as 
a receiver of investments within the framework of com-
plementary productions.” 

B. Bolivia’s External Economic Integration

Bolivia has participated in various economic integra-
tion efforts in Latin America over the years. An important 
one has been the Andean Community, which is currently 
attempting to overcome certain critical internal issues. 

Trade between the Andean Community and China 
during the past ten years has been increasing, grow-
ing at an accumulated annual average rate of twenty-
one percent. China acquired special relevance in 2004, 
since during the fi rst eight months of that year, trade 
as compared with the same period of the previous year 
increased by forty-fi ve percent. Main exports from the 

Andean Community to China comprised a list of fi fteen 
main products, namely, fi sh fl our, copper minerals, lead 
minerals, copper cathodes, nickel ferrous, copper waste, 
aluminum waste, ferrous products, iron minerals, alumi-
num oxide, zinc minerals, non refi ned copper, iron lami-
nated products, and bananas. Main imports from China 
included recorders, videos, walkie-talkies, radios, shoes, 
toys, machinery parts, data processing machines, print-
ers, TV sets, motorcycles, Christmas products, dolls and 
kidney beans. Bolivia’s exports to China have grown at an 
accumulated average annual rate of fi fty-two percent, al-
though still small in absolute numbers (US $11 million in 
2003, but already US $28 million in 2004). Out of the total 
exports from the Andean Community those from Bolivia 
represent only one percent. From total imports of the 
Community, those to Bolivia represented only four per-
cent. The fi ve main Bolivian products exported to China 
have been tin minerals and concentrates, leathers, zinc 
minerals and concentrates, silver minerals and concen-
trates, and aluminum waste. Imports from China included 
polyester fabrics, shoes, tires, herbicides and related prod-
ucts, and toys. The balance of trade has been unfavorable 
to Bolivia.2 

After inauguration of the new Bolivian administra-
tion in January 2006, as a result of general elections held 
in December 2005, the Bolivian Government faced a criti-
cal situation as a result of the decision of the Government 
of Venezuela to withdraw from the Andean Community. 
Venezuela withdrew on the allegations that the Andean 
community was in crisis because of the negotiation/exe-
cution of Free Trade Agreements between two of its mem-
bers, Colombia and Peru, with the United States,3 since 
those treaties would ostensibly affect internal trade in the 
Andean Community. Bolivia, a relative ally of Venezuela, 
joined the criticism, but decided to continue as a member, 
and the presidency of the Andean Community is now ex-
ercised by Bolivia. A specifi c claim by Bolivia was against 
the Free Trade Agreement between Colombia and the U.S., 
since it will affect Bolivian exports of soybean products to 
Colombia, one of its traditional markets. An understand-
ing between the US, Colombia and Bolivia to meet in 
order to consider the situation has so far not been imple-
mented. Situations like this highlight the tension that 
exists between opening trade relations with third coun-
tries via free trade agreements on the one hand and the 
integration programs in Latin America on the other hand. 
Bolivia had been an observer during the process of collec-
tive negotiations between the U.S. with the Andean coun-
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tries, excluding Venezuela. During the Mesa government 
(2004–2005) there was an attempt to organize a working 
group to initiate formal negotiations with the U.S., but 
this did not fi nd signifi cant support. At the time there 
was strong opposition from MAS and social movements.

The new Bolivian administration, of a nationalistic 
and socialist orientation, is proposing new parameters 
for its international trade relationships. It has signed 
trade and economic cooperation agreements with Cuba 
and Venezuela. It continues to maintain relationships 
with the MERCOSUR, although its fi nal participation 
is still pending. A diffi cult relationship is that with the 
United States of America, for a number of reasons. The 
Andean Community countries had received from the U.S. 
a special arrangement for preferential customs duties 
treatment for imports into the U.S. as part of a policy of 
cooperation in the areas of eradication of cocoa growth 
and the struggle against corruption. This arrangement 
concluded in December of 2006. As part of the negotia-
tions with the U.S., the Andean Community countries 
agreed that the arrangement would be replaced by more 
complete free trade agreements, and this was the reason 
for the negotiations with Colombia, Peru and Ecuador. 

In the case of Bolivia, the new administration rejects 
the concept of a “free trade agreement” and is promoting 
the negotiation of a new type of commercial cooperation 
agreement. In the meantime, however, it has offi cially 
requested from the US the extension of the current special 
arrangement, apart from the probable incorporation in 
a system of generalized preferences. Conversations held 
between the two governments have made little progress 
so far, and is unlikely that Bolivia will succeed in its re-
quest—at least in the near future. This creates a diffi cult 
internal situation for a good number of Bolivian export-
ers to the US, which will lose their current preferential 
treatment, although the government has offered export-
ers special loans to fi nance the equivalent amount of cus-
toms duties they would have to pay to the US. Because 
of the probable loss of markets, the new administration 
has been talking with other countries, including China. 
President Evo Morales visited China and discussed, 
amongst other things, the possibility of exports of soy-
bean products. However, given the size of the Bolivian 
economy, it might fi nd it diffi cult to cover the demands 
of China. Similar efforts are being pursued with other 
countries.

The Bolivian economist, Horst Grebe L, President of 
the Bolivian Foundation “Prisma,” a think tank for the 
promotion of public policies, considers Bolivia to be run-
ning the risk of isolation because of its nationalistic poli-
cies and tendencies. Thus Bolivia faces the possibility of a 
continued crisis in the Andean Community and the need 
to join efforts with very strong South American trade 
partners, such as Brazil and Argentina, who are active 
members of MERCOSUR. Its current conversations with 

Brazil and Petrobras, the largest investor in Bolivia in the 
oil and gas industry, made diffi cult by Bolivia’s “national-
ization” policies in regard to hydrocarbons, pose diffi cult 
questions for the future for this fundamental industry in 
the Bolivian economy. 

Latin America in general is subject to the centrifu-
gal forces in the global economy, and is being forced to 
look more to other regions than to its own. This explains, 
among other things, the numerous free trade agreements 
between Latin American countries and the U.S. and, to 
a lesser extent, with others outside the region. This also 
partly explains the loss of weight which Latin America 
has been experiencing in the international political arena 
and puts in question whether there is any sort of Latin 
American identity to be recovered. 

The recent political developments of Latin America 
show three tendencies: (i) populist left as in Argentina, 
Venezuela and Bolivia; (ii) social democracy left as in 
Brazil, Chile, Peru and Uruguay; and (iii) center right 
as in Colombia and Mexico. The so-called “Washington 
Consensus,” which was the basis for the liberalization 
policies of the 1980s and 1990s, is being abandoned. 
Venezuela and Brazil dispute hegemonic power in the 
region. 

The world tendencies have also changed: there have 
been changes in the priorities of the US after 11 September 
2001; there are problems in the WTO negotiations; and 
there are other critical issues that have a global impact, in-
cluding Islamic fundamentalism, the emergence of China 
and India as world economic powers, the new economic 
confi guration in the Pacifi c Basin, the increasing introver-
sion of Europe, and the precious situation of certain mul-
tilateral institutions. 

Apart from China and India, there are also other 
emerging important economies, such as those of Russia, 
Brazil, and South Africa. Latin America’s transitional 
growth rates is greater than the world average but less 
than the growth rate in Asia, Africa and certain econo-
mies in East and Central Europe. The GDP growth rate is 
greater in Asia than in Latin America. Foreign investment 
is more oriented to Asia, Western Europe and Eastern and 
Central Europe. Worrying signs in Latin America include 
the continued unfair distribution of income and wealth 
and renewed policies of various Latin American states 
to purchase armaments. Venezuela is among the leaders 
in this new arm’s race. Various regional confl icts are yet 
unresolved. 

C. China and Bolivia

Diplomatic relations were established between the 
People’s Republic of China and Bolivia in 1985. Over the 
years China and Bolivia have signed around seventy co-
operation and other agreements. Many of them have been 
for specifi c projects and activities, by way of donations 
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or preferential credits from China, especially within the 
general framework of the 1994 Agreement for Economic 
and Technical Cooperation. Bilateral working groups and 
committees have dealt with a number of issues, includ-
ing the possibilities of Chinese investments in Bolivia. 
Cultural and educational programs have been agreed 
upon. Consular relations are subject to special agree-
ments. Other agreements deal with military cooperation. 

In May of 1992 China and Bolivia signed an 
Agreement for the reciprocal promotion and protection 
of foreign investments, a BIT similar to others which 
Bolivia, as many other countries around the globe, have 
signed. As is common with BITs, the agreement provides 
for recognition of fair and equitable treatment and pro-
tection of their respective investments. It includes a most-
favored-nation treatment, although excluding as triggers 
privileges under customs union, free trade zone, eco-
nomic union agreements and agreements to avoid double 
taxation or to facilitate trade within borders. 

The parties have further agreed not to expropriate, 
nationalize or adopt similar measures against invest-
ments unless made (i) for public interest, (ii) in ac-
cordance with internal legal procedures, (iii) without 
discrimination, and (iv) with convertible and freely 
transferable compensation which is to be equivalent to 
the value of the expropriated investment at the time of 
expropriation. Payment of such compensation is to be 
made without delay. 

Under the China-Bolivia BIT, in the event of contro-
versies between the contracting parties, they are to be 
settled by diplomatic means, failing which they may be 
referred to ad hoc arbitration following the rules of the 
treaty. Controversies between an investor and one of 
the contracting parties are to be settled amicably, failing 
which, within a period of six months, any of the parties 
has the right to submit the controversy to a competent 
municipal court of the receiving country, should the 
laws of the State so allow. On the other hand, however, 
failing agreement within six months, the controversy 
is to be settled, at the request of either party, by ad hoc 
arbitration, unless the party has fi led a claim before the 
municipal court. The agreement establishes the rules for 
ad hoc arbitration: if the Arbitration Tribunal has not 
been established within four months, any of the parties 
may invite the Secretary General of ICSID to make the 
appointments. The tribunal is to resolve the controversy 
based upon the laws of the recipient party of the invest-
ment, the provisions of the agreement, and generally rec-
ognized principles of public international law.

On the occasion of the celebration of the fi fty-seventh 
anniversary of the establishment of the People’s Republic 
of China, the Chinese Embassy in La Paz reported on 
progress in the relationships between both countries, not-
ing that there is great potential in different areas. It men-
tions that between 1985 and 1995, i.e., the fi rst decade of 

diplomatic relations, the annual volume of bilateral trade 
was between US$3 million to US$5 million, mostly com-
posed of import into Bolivia. But in the period 2004-2005 
the volume of trade had risen to US$53.1 million in 2004 
and US$81.63 million in 2005, the latter being a record. 
During 2006, the volume of trade during the fi rst six 
months has reached US$53.79 million, with a substantial 
increase in exports from Bolivia. Machinery and textiles 
from China and mineral products, wood and hydrocar-
bon products from Bolivia are the types of goods with the 
most potential for access to the other’s markets. 

Many Chinese corporations are focusing on the in-
vestment market of Bolivia, amongst them MINMETAL 
(Corporation for Metals, Minerals and Non-Ferrous 
Metals) and ZIJIN for the development of the mining sec-
tor, while Hua Wei and ZTE are involved in the telecom-
munications sector. Companies from China are seeking 
business opportunities in areas such as wood, agriculture, 
leather and others. Prospects for investment from China 
to Bolivia look positive, based on the complementary 
nature of their economies. The visit of President Evo 
Morales to China has represented a new direction for the 
two countries’ bilateral relationship: In the past two years 
there have been more formal delegations on both sides 
visiting China and Bolivia. The current Mining Minister 
headed an important delegation with members of 
Bolivian mining cooperatives to learn more about China’s 
progress and needs in the mining area.

III. Political and Legal Environment
The so-called “Gas War” of 2003 concluded with the 

resignation of the then President Sánchez de Lozada, 
under pressure from “social movements” demanding 
radical changes in Bolivia’s hydrocarbons policy and in 
the “neo-liberal” model of the economy. Strong criticisms 
of privatization policies were raised, especially in respect 
of the then active state oil company. A strong demand for 
a Constitutional Assembly to pass a new Constitution 
formed part of this social and political movement.

Vice President Carlos Mesa took over power, with 
the undertaking to call for a National Referendum 
on a new hydrocarbons policy and to pass reforms to 
the Constitution, enabling a call for a Constitutional 
Assembly. The Hydrocarbons Referendum was held, 
based on which Congress passed a new Hydrocarbons 
Law in May of 2005. Reforms to the Constitution were 
also passed, opening up the possibility of a Constitutional 
Assembly.

The new Hydrocarbons Law affected the contractual 
rights of foreign oil companies operating since the 1990s. 
The Law provided for new contracts to be signed and 
created additional taxes. Foreign companies protected 
by BITs gave notice of a “controversy” to the govern-
ment—opening periods of negotiation not yet concluded. 
Petrobras, the largest foreign investor in oil and gas not 
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protected directly by a BIT, also expressed opposition and 
announced its probable recourse to arbitration.

Vice President Mesa was forced to resign due to po-
litical pressures, and the President of the Supreme Court 
assumed power and called for general elections and elec-
tions for a Constitutional Assembly in December 2005. 
The left wing party, MAS, with strong support by social 
movements and indigenous peoples, won the general 
election. President Evo Morales, the former leader of the 
coca growers, took power in January of 2006, announcing 
a “nationalistic” policy. In regard to foreign investment, 
his favorite phrase was, “We wish partners, not owners.”

In May of 2005 the government passed a decree for 
“nationalization” of hydrocarbons, in an attempt to im-
plement the new Hydrocarbons Law. Foreign companies 
voiced their opposition and concerns, and a new period 
of negotiation was opened. Petrobras took a hard line in 
the negotiations and presented various demands. The 
possibility of arbitration continued, whether before the 
ICSID or elsewhere. 

That same month the Government announced a new 
Economic Plan for fi ve years, which included various 
“nationalization” measures affecting other sectors. A 
nationalistic approach, giving to the state the main role 
in mining and other national resources activities, was 
included. The debate over the role of private investment, 
particularly of a foreign origin and of the BITs, became 
even more open and stronger. The general focus of the 
Plan was to foster local industrialization of raw materials 
and products more than the mere export of raw materi-
als, especially in oil and gas, mining and forestry. The 
contract with Jindal of India on the Mutún iron deposits 
followed this philosophy.

The Constitutional Assembly was elected and in-
augurated in August 2006, with majority control by the 
MAS party and its allies. One key debate continues: the 
state policies on natural resources. Some radical propos-
als of full control by the state have been made. The indig-
enous people movements propose reverting domain and 
title over non-renewable and renewable natural resources 
to the indigenous people community organizations. At 
this time the Constitutional Assembly is still discussing 
its internal regulations, because of a disagreement over 
the majorities required to approve each individual article 
and the full text of the Constitution. There is a strong di-
vision between the MAS party and its allied social move-
ments and a part of the minority opposition, which in-
cludes various regional civic movements. The eastern and 
western regions are in confl ict over the issue and there 
have been fears of a serious social and political division.

Since the 1980s Bolivia has signed and ratifi ed 
around twenty Bilateral Investment Treaties (BITs), most 
but not all of which provide for ICSID arbitration for dis-
putes based on expropriation and related claims. As men-

tioned above, protected oil companies have fi led notices 
of disagreement in respect of the new Hydrocarbons Law 
and the Decree of Nationalization. Negotiations are under 
way. Other negotiations are to take place with foreign 
companies operating in other areas (electricity, telecom-
munications, transport, refi neries and forestry) as a result 
of the new Economic Plan, which includes the announced 
intention of the state to obtain a majority equity participa-
tion in previously privatized companies. Land tenure has 
become another complex but separate debate.

In December of 2005 a recourse was fi led with the 
Constitutional Court, demanding that the Bolivian laws 
ratifying the Washington Convention (ICSID) and vari-
ous chapters and articles in BITs dealing with interna-
tional commercial arbitration be declared contrary to the 
Constitution. The Court denied the demand and ruled 
that the ratifi cations of the treaties were constitutional, 
quoting, among other things, Article 27 of the Vienna 
Convention on the Law of Treaties. The Constitutional 
Court adhered to the doctrine that courts cannot review 
the constitutionality of treaties once they have been rati-
fi ed. In this way it confi rmed the concept that there is 
constitutional control of treaties only before they are rati-
fi ed: once consent is given by ratifi cation, the treaty rela-
tionship is, as between the contracting states, subject to 
international law.

Other recourses were fi led with the Constitutional 
Court demanding judgments that certain provisions in a 
number of laws be declared contrary to the Constitution. 
One of them was against articles of the Mining Code 
which considered mining concessions to be real property 
which could be disposed of and mortgaged as any other 
real property, with some conditions. The Court found 
those articles to be contrary to the Constitution, based 
on the Court’s interpretation of “public domain” over 
natural resources. The Court ordered new substitute 
legislation to be passed by Congress within a maximum 
period of two years. Otherwise, as a consequence of the 
ruling, those articles would be automatically derogated 
upon expiration of such term. This ruling coincided with 
a long debate over the need for new mining legislation. 
The Constitutional Assembly is therefore to deal with 
the issues of “public domain” and treatment of natural 
resources, and a new Mining Code is to be passed which 
will be based either on the Court’s ruling or on the new 
Constitution. A “nationalistic” approach of some kind 
is expected. In any event, there is uncertainty over own-
ership rights and role of private national and foreign 
investment.

In August of 2006, after complex negotiations, the 
large so-called Mutún Iron Ore’s project was fi nally 
awarded by the new Government to Jindal, the Indian 
iron and steel company. The award has been confi rmed, 
but fi nal contractual terms are still being negotiated. 
This would be a US$ 2.1 billion investment, and the 
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Government has announced that this will be a “model” 
to follow in contracts with foreign investments in terms 
of a new method of granting legal certainty for invest-
ments under new policies. But the stability clause is still 
being negotiated, and the other terms are not known. 
There is also the question whether it will contain an in-
ternational arbitration clause, since Bolivia has no BIT 
signed with India.

Currently there is only one Bolivian claim pend-
ing resolution before the ICSID: it was fi led against the 
Bolivian Government by a Chilean company for expro-
priation compensation under the Chile-Bolivia BIT, based 
on a policy action by the Government of President Mesa 
in 2005, by which the company’s mining concessions re-
verted to the state, again because of social pressure. The 
case has been recently registered and is just now starting.

Another case was fi led in 2001, claiming com-
pensation for expropriation of investments under the 
Netherlands’ BIT as a consequence of the Government’s 
decision to rescind in 2000 a water concession contract 
with Aguas del Tunari S.A., which was eighty-percent 
owned by foreign investors. The request for arbitration 
was made in November 2001, and compensation claimed 
was US $25 million. After constitution of the Arbitration 
Tribunal, the Bolivian Government fi led jurisdictional 
issues and defenses of lack of consent and of lack of con-
trol under the treaty. The Arbitration Court denied both 
by an award rendered in October 2005. The case was 
thereafter settled between the parties.

In the current political environment there are 
important challenges ahead. For example, can the 
Constitutional Court’s ruling on the Mining Code be 
treated as an expropriatory rule of law under BITs? 
Initially it depends on new legislation to be passed, either 
as part of the new Constitution and/or a new Mining 
Code to be enacted. But because of the deferred effect of 
the Court’s ruling absent new legislation, should it not 
have retroactive effect? In any event, it is quite possible 
that the Court’s ruling itself could be considered a legal 
rule which triggers protection under BITs.

Another legal question is whether the new Bolivian 
Constitution, once it is passed, could give rise to a claim 
under applicable BITs if the Constitution adversely affects 
rights granted under a BIT: would the Constitution itself 
be a rule of law under the BIT’s defi nitions, triggering the 
right to a claim? This appears to be possible, despite the 
inherent complex political implications.
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China and Peru Trade and Investment
By Guillermo Ferrero

I. Introduction
This article reviews and explains past trends in trade 

(in the context of both exports and imports) between 
China and Peru, as well as recent foreign direct invest-
ment undertaken by Chinese investors in Peru, the legal 
and regulatory framework applicable to bilateral trade 
and investments between both countries, and the author’s 
views regarding the future of the commercial relationship 
between China and Peru. 

II. Background of the Peruvian Economy 

A. General Overview

The main objective of the current Peruvian 
Government is to achieve high and sustained economic 
growth, along with lower infl ation rates and suffi cient in-
ternational reserves to support the sustainability of exter-
nal accounts. The results of these efforts in 2005 were very 
favorable: As to the real sector, the GDP grew by 6.7% 
over 2004, and as of December 2005, fi fty-four months of 
consecutive economic growth has been registered, which 
placed Peru among the most dynamic and consistent 
countries in the Latin American region.

Meanwhile, Central Bank fi gures show that total ex-
ports reached US $17.2 billion in 2005, 36.7% higher than 
the year before. With imports totaling on average US $1 
billion monthly, the trade balance surplus accrued to US 
$5.2 billion in 2005. 

Moreover, fi nancial stability accounts for Peru’s large 
foreign currency reserves position at the Central Bank, 
which constituted fourteen months of Peruvian imports 
as of December 2005. By the end of 2005, foreign currency 
reserves held at the Central Bank had reached US $14.097 
billion. 

B. Export Growth 

After a remarkable 39.6% growth in 2004, exports 
continued to grow, and in 2005 they increased by 37% 
in nominal terms when compared with the year before. 
Various factors contributed to the growth in exports, 
including an expanding international demand, higher 
commodity prices stemming from rising Chinese market 
demand, and the US Andean Trade Promotion and Drug 
Eradication Act (ATPDEA), which provides for duty free 
entry of many Peruvian products into the US market. 

With a 30.4% market share of total exports and a 
39.5% growth in 2005, the United States was once again 
Peru’s largest destination for exports, as reported by 
Peru’s Exports Promotion Board, Prompex, followed by 

China with a 10.9% market share, which is a 49.5% in-
crease over a year ago. 

Growth basically came from traditional exports 
(42.2% increase), although non-traditional exports also 
rose signifi cantly (22.9%) in 2005. Fishmeal and fi sh oil 
foreign sales grew 18%. Oil and oil by-products also grew 
129%, mainly through greater sales of gas liquids from the 
Camisea gas fi elds, and rising international crude prices. 
Mining, which accounts for 56.4% of all Peruvian exports, 
benefi ted from higher international metal prices and 
jumped 39.9%. Exports of textiles and apparel were the 
most important non-traditional exports, totaling almost 
US $1.2 billion in 2005, a 16.6% growth over a year ago. 

C. Country Risk

As reported by the Peruvian Ministry of Foreign 
Affairs, a prudent economic program has contributed to 
preserving Peru’s sovereign risk rating as among the low-
est in the Latin American region. As of 29 September 2006, 
Peru’s country risk registered 1.35, a new historical low, 
as recorded by EMBI+ Peru and prepared by JP Morgan 
investment bankers. 

D. Investment Attraction

In brief, as indicated by Peru’s Ministry of Foreign 
Affairs, Peru offers the following advantages: 

• A stable macroeconomic climate. 

• Less country-risk than other countries in the region.

• Investment opportunities in infrastructure, utilities 
and private sector projects. 

• ATPDEA and other integration incentives (such as 
with China).

• A close opportunity to sign a Free Trade Agreement 
with the United States of America (ratifi cation by 
United States Congress is pending). 

• A stable political outlook.

Peru offers investors several sectors with clear com-
parative advantages, such as mining, with world-class 
ores that largely explain the investments received by this 
sector the past years; agriculture that enables counter-sea-
son crops; fi shing and aquaculture offering a huge diver-
sity of sustainable resources; production of textile and ap-
parel specialized in great quality plain knit; and tourism 
with different archeological, culture and natural sites. 

The main investors in Peru are Spain, with a 33.1% 
share of the foreign direct investment, followed by the 
USA and UK with 15.8% and 15.6%, respectively. 
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II. China and Peru

A. Reasons for the Bilateral Relationship between 
China and Peru

The bilateral relations between China and Peru are 
defi ned principally by three factors.

First, there is the strategic economic convergence that 
stems from the geographical position of Peru as a bridge 
between Northeastern Asia and South America and the 
Atlantic Ocean. Second, there is the ability of Peru to 
project itself as an important factor in extended sub-
regional markets, such as the Andean Community and 
the United States market (given the likely execution of a 
free trade agreement with the USA). Third, there is the 
fact that Peru has a very favorable legal system oriented 
toward attracting foreign investment and promoting 
international trade. Indeed, Peru offers foreign investors 
access, without restriction, to the majority of its economic 
sectors, with (i) free transfer of capital; (ii) free competi-
tion; (iii) guarantee of private property; (iv) access of 
nationals and foreigners to national and foreign credit; 
and (v) freedom to distribute dividends and other forms 
of returns abroad. 

Moreover, the Chinese interest in increasing eco-
nomic relations with Latin America generally rests on the 
following characteristics of the countries in the region:

• The Latin American countries are in the course of 
economic development.

• The Latin American countries are meaningful mar-
kets for consumer goods and capital assets.

• The Latin American countries have an abundance 
of raw materials, which could constitute an impor-
tant source of supply for the modernization plans 
of China.

B. Legal Framework of the Bilateral Relations 
between China and Peru 

The People’s Republic of China and the Republic of 
Peru established diplomatic relations on 2 November 
1971. Since then, bilateral cooperation in trade has in-
creased gradually. Most recently, in January 2005, China 
and Peru entered into the following agreements, which 
will strengthen trade, investment and business links be-
tween both nations: 

• Agreement for mutual judicial assistance in crimi-
nal matters.

• Protocols for the access of Peruvian table grapes to 
the Chinese market. 

• Protocols for the access of Chinese apples to the 
Peruvian market.

• Three memoranda of understanding which cover 
the following topics:

– Memorandum for cooperation in the promotion 
of investments. 

– Memorandum for cooperation in the explora-
tion and exploitation of oil and natural gas and 
petrochemicals. 

– Memorandum for the recognition of Peru as an 
offi cial destination for Chinese tourists. 

• Agreements for cooperation between the Chinese 
Council for the Promotion of International 
Commerce (CAPIT) and the Agency of Promotion 
for Private Investment of Peru (Proinversión), with 
an aim at developing cooperation for the promotion 
of investments of Chinese companies in Peru and 
Peruvian companies in China. 

• Agreements for technological cooperation.

C. Volume of Bilateral Trade 

In the last ten years, the trade between China and 
Peru has increased at a very rapid pace. 

Imports of Peru from China have grown from US 
$188 million in 1996 to US $1.061 billion in 2005. Twenty 
products represented thirty-three percent of the overall 
imports from China in 2005.

Likewise, the exports of Peru towards China grew 
from US $419 million in 1996 to US $1.826 billion in 2005, 
which represents approximately a four hundred fi fty 
percent growth during that period. Twenty products rep-
resented ninety-nine percent of the total exports towards 
China. The principal export products were fl our, powder 
and “pellets” of fi sh. 

As reported by the Andean Community, the chart 
set forth on Appendix 1 indicates the rate of imports and 
exports among China and the countries of the Andean 
Community (which includes Peru):

D. Bilateral Trade–Main Products

1. Principal exports from Peru to China

(a) Mining

Peru possesses mineral resources that China needs 
for its Tenth Program of Five-Year Development, such as 
copper, lead, zinc and iron, among others. These mining 
products represent the most signifi cant exports from Peru 
to China, considering the overall value in U.S. dollars. 

(b)  Fishing

Peru exports frozen products (hake, anguila, jurel, 
shells) and dry fi shing products (fi ns of shark and sea cu-
cumbers, among others). Moreover, besides fl our and oil 
from fi sh, Peru has comparative advantages in eel, squid, 
prawns, fi sh tape, mackerel, and shellfi sh, all of which 
may be exported in a frozen condition. The high freight 
costs can be compensated by a preferential treatment of 
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duties on fi shing products. The principal export products 
were fl our, powder and “pellets” of fi sh. The foregoing 
fi shing products represent the second most signifi cant 
exports from Peru to China, considering overall value in 
U.S. dollars. 

(c) Farming

The principal Peruvian farming products with poten-
tial interest for the Chinese market are grapes, mango, cit-
rus fruits, purple corn, brown peanuts, and beans, among 
others. 

(d) Textiles

The main textiles that Peru exports to China are al-
paca and wool. 

2. Principal exports from China to Peru

The main products that Peru imports from China are 
machinery and equipment, oil and its derivatives, plas-
tics, optical and medical equipment, organic chemicals, 
iron and steel, domestic appliances, and machines for the 
processing of information. 

Moreover, the most important companies exporting 
products from Peru to China belong to the mining and 
fi shing industries, while the largest importers of Chinese 
products belong to the wholesale and electronic sectors. 

III. Investments

A. General Overview

An Agreement for the Promotion and Reciprocal 
Protection of Investments between Peru and China be-
came effective as of 1 February 1995. 

China is ranked as the eleventh largest foreign direct 
investor in Peru. By December 2001, the sum of Chinese 
investments offi cially registered before Proinversión 
amounted to US $122 million, which basically refl ected 
the investment made by the Shougang Company in the 
privatization of “Hierro Peru.” 

In recent years, China has increased the sum of in-
vestments to an amount totaling US $280 million, basi-
cally through the projects Shougang Hierro Peru, the 
petroleum company Sapet Peru, and Bruce Diversión. 

B. Important Investments / Transactions

1. Mineral and Electricity Industries: Shougang 
Hierro Peru S.A.A.

Shougang Hierro Peru S.A.A., which is a company 
dedicated to the extraction and processing of iron, has 
received the largest foreign direct investment by Chinese 
interests in Peru. Shougang Hierro Peru S.A.A. is a 
subsidiary of Shougang Corporation, of Beijing, China. 
Shougang Hierro Peru’s metallurgical operations in Peru 
are located in the Ica Region, south of Lima. Moreover, 

Shougang has a subsidiary in Peru dedicated to the gen-
eration and distribution of electricity in Peru, named 
Generación Eléctrica S.A.A. 

As reported by Peru’s Congress, in February of 1992, 
Peru began the privatization of Iron Perú S.A.A. The 
company was privatized in the middle of serious politi-
cal instability, social unrest and terrorist activity. In fact, 
at that time Peru was considered a high-risk country for 
foreign investments. Therefore, the initial price set by the 
Peruvian Government was US $22 million, which includ-
ed a discount of approximately thirty percent, given the 
aforementioned reasons. Notwithstanding the foregoing, 
the company was acquired through a process in which 
the Chinese Consortium Shougang paid approximately 
US $120 million, which is US$ 98 million in excess of the 
base price of US $22 million. 

Once the acquisition was completed, the Peruvian 
Government, then lead by Mr. Alberto Fujimori, issued 
three Decrees through which the Peruvian State decided 
to capitalize credits for more than S/. 800 million Nuevos 
Soles, which as of today date would amount to approxi-
mately US $246 million.

Moreover, Peru’s Congress reported that, after the 
acquisition and the capitalization of credits undertaken 
by the Peruvian Government, Shougang failed to meet 
its commitments, as agreed in the privatization contract. 
Indeed, while Shougang promised to invest US $150 mil-
lion during the period from 1992 to 1995, the Company 
failed to meet such obligation and had to pay a fi ne of US 
$12 million to the Government. 

The breach by Shougang in meeting its investment 
commitments has generated serious social problems in 
both the company and the city of Marcona. According to 
analysts, working conditions have not improved, given 
the absence of technological renovation. Finally, it is im-
portant to stress the ecological damage that the area of 
Marcona has suffered as a result of the re-wash of chemi-
cal residues that are being released into the sea adjacent to 
Marcona, causing pollution of the bay. 

Although Shougang’s investment in Peru turned out 
to be a negative example to follow, it is expected that cur-
rent and future Chinese investments in Peru will bring 
benefi ts to the Peruvian economy, as explained below. 

2. Fishing Industry and Infrastructure

(a) Fishery Group Limited Company

A very important new Chinese investment is un-
derway in the fi shing business. Indeed, the board of 
directors of China Fishery Group Limited Company has 
announced that its indirect wholly owned Peruvian sub-
sidiary, CFG Investment S.A.C (“CFG Peru”), has entered 
into a share purchase agreement, as of 12 June 2006, to 
acquire certain Peruvian fi shing companies. 
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(b) Luneng Shandong Group

Another important future transaction could be led 
by the Chinese Luneng Shandong Group. With approxi-
mately US$30 billion in capital, the Group has shown its 
intent to invest in the construction of a port with three 
wharves in the littoral of Tacna Department that could al-
low the entrance and exit of ships. The mega-port would 
require an investment of US $2 billion.

The mega-port would be constructed in the Sama 
valley (Tacna), south of Lima and next to Chile. The 
mega-port would occupy a strategic position in Latin 
America, due to the fact that the site is located in the cen-
ter of the western side of South America. It would rep-
resent the most proximate geographical point between 
China and South America. This site would also constitute 
an entrance and exit to and from the Republic of Bolivia 
and the western and southern states of Brazil, which 
would therefore facilitate international business for them. 

IV. The Future
The commercial relationship between China and Peru 

looks very promising. On the one hand, bilateral trade 
has grown systematically during the last ten years. That 
trend is expected to continue during the coming years, 
mainly because of the high prices of commodities, such 
as minerals. On the other hand, although past Chinese 
investments in Peru have not delivered the benefi ts the 
Government was expecting, future major investments 
are foreseen principally for the fi shing and infrastructure 
sectors. 

Guillermo Ferrero is a partner in the Lima law 
fi rm of Estudio Ferrero Abogados, with an LL.M in 
Corporate Law from New York University School of 
Law and an MBA from the University of Cambridge.

APPENDIX
Exports and Imports from the Andean Community Countries with China

(Millions of US Dollars)

Country/Year ‘96 ‘97 ‘98 ‘99 ‘00 ‘01 ‘02 ‘03 ‘04 ‘05

EXPORTS FOB

Andean Community 510 663 297 326 569 574 756 901 1674 2292
Bolivia 0 0 0 4 6 5 8 11 23 19
Colombia 7 13 9 15 29 20 30 81 133 237
Ecuador 77 157 52 83 58 29 14 13 49 7
Peru 419 490 233 215 439 424 614 630 1189 1826
Venezuela 6 3 3 10 32 96 91 165 277 203

IMPORTS CIF

Andean Community 358 461 547 599 981 1480 1632 2073 3160 4508
Bolivia 12 9 15 30 63 70 96 84 108 136
Colombia 130 183 226 228 354 474 532 682 1068 1552
Ecuador 28 52 65 47 78 223 338 482 722 621
Peru 188 215 213 222 289 353 463 642 769 1061
Venezuela 0 0 28 72 199 360 203 183 493 1138

TRADE BALANCE

Andean Community 151 202 -250 -273 -418 -906 -876 -1172 -1489 -2217
Bolivia -12 -9 -14 -27 -57 -65 -88 -73 -84 -117
Colombia -123 -171 -217 -213 -324 -455 -502 -601 -935 -1316
Ecuador 49 105 -13 36 -20 -194 -324 -468 -674 -614
Peru 231 275 20 -6 150 71 150 -13 420 765
Venezuela 6 3 -25 -62 -167 -264 -111 -18 -216 -935
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Adoption of Trade Regulations in China:
Scope and Effect 
By Dr. Olaf Christiansen

I. Introduction
First of all I want to thank the New York Bar 

Association for the opportunity to participate in this pro-
gram in Shanghai. I want to focus my remarks on merger 
control issues and will try to share some experiences 
from transactions involving merger control in several 
jurisdictions. Since I come from Europe—namely, from 
Germany—my comparisons will principally refl ect my 
European experiences. 

II. Chinese Merger Control Proposal 
I have been provided with a copy of the draft Anti-

Monopoly Law of the People’s Republic of China of June 
22, 2006 (the “Draft”). In Chapter IV of the Draft, com-
prising Articles 16 through 25, a regime of how to handle 
“concentrations of undertakings” is established. The pro-
posed Chinese merger control regime resembles regimes 
of other countries and there are some familiar elements 
even from the German perspective. 

Key elements of the Draft include the following: 

(a)  Article 16: Defi nition of “Concentration.” A “con-
centration of undertakings” is defi ned as referring 
to the following situations: 

(1) an actual merger of companies; 

(2) the acquisition by a company of the shares 
or assets of other companies “to an adequate 
extent”;

(3)  the acquisition of control of other companies 
or the capability of imposing determinative ef-
fects on other companies by contract or other 
means.

(b) Article 17: Turnover thresholds. Premerger notifi -
cation is required if (i) all parties participating in a 
concentration had worldwide sales in the previous 
year of more than RMB 12 billion and (ii) one of 
the parties had total sales in China in the previous 
year of more than RMB 800 million. If the premerg-
er notifi cation process is triggered, the parties may 
not proceed with the merger until they have re-
ceived clearance to do so from the Anti-Monopoly 
Authority.

(c) Articles 21 and 22: Review procedure. 

(1) First phase: maximum of thirty days. The 
Anti-Monopoly Authority is to conduct a 
preliminary review and decide whether to 

initiate further review within thirty days 
from the date of receipt of the documentation 
submitted in connection with the premerger 
notifi cation. If the Authority decides not to un-
dertake a further review or makes no decision 
within the thirty-day period, the merger may 
proceed. 

(2)  Second phase: maximum of ninety days. If 
the Anti-Monopoly Authority decides to con-
duct a further review, it must complete the 
review within ninety days after its decision. 
It must then decide whether to prohibit the 
merger. 

(3) Extension of review period: maximum of 
sixty days. The Anti-Monopoly Authority may 
extend the ninety-day review period by up to 
sixty days if any of the following applies: 

(i) the parties agree to the time extension;

(ii) the documentation submitted by the par-
ties is inaccurate and needs verifi cation; or

(iii) the relevant circumstances have signifi -
cantly changed after the premerger notifi -
cation occurred. 

(d) Article 24: Prohibition standard. The Anti-
Monopoly Authority must prohibit the merger 
if it has or may have the effect of eliminating or 
restricting competition. If, however, the parties can 
prove that the merger can improve competitive 
conditions, that the positive elements clearly out-
weigh the negative ones, or that the merger is in 
the public interest, the Authority may decide not 
to prohibit the merger. Moreover, the Authority 
may impose conditions on the implementation of 
the merger.

(e) Article 14: Presumption of dominant market 
position. Entities that meet any of the following 
conditions can be conclusively found to hold a 
dominant market position:

(1) A company has a market share of more than 
one-half.

(2) The joint market share of two companies is 
more than two-thirds.

(3) The joint market share of three companies is 
more than three-quarters.
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III. Comparison with Other Jurisdictions and 
Practical Impact of the Proposal 

A. Applicability of Chinese Merger Control Laws 

At the outset, it should be mentioned that, accord-
ing to the standards of international law, Chinese merger 
control laws can apply only when a transaction has an 
appreciable effect within the territory of the People’s 
Republic of China. 

The Chinese Merger Control Proposal contains sev-
eral elements that are standard components of the merg-
er control regimes of other jurisdictions. In particular, 
the defi nition of a “concentration” and the application 
of thresholds to defi ne what transactions are subject to 
the premerger notifi cation requirement follow common 
principles established all over the world and afford the 
parties transparency as to what they will have to comply 
with. 

The defi nition of a “concentration” in the Draft 
seems fairly clearly to state what constitutes a merger of 
undertakings and the acquisition of control.  However, 
there is some ambiguity with respect to the acquisition of 
voting shares or assets to an “adequate extent.” The Draft 
states that the detailed standard for this is to be provided 
by the Anti-Monopoly Authority in some sort of a guide-
line. In light of the purpose of merger control, it should 
be made clear that de minimis acquisitions of shares or 
voting rights will not be subject to merger control. Thus, 
for example, acquisitions of less than twenty-fi ve percent 
of the shares and/or voting rights of a company should 
not be subject to the merger control regime. The same is 
true with respect to the “capability of imposing deter-
minative effects” on another company. In that regard, it 
needs to be clarifi ed what is actually meant by “determi-
native effects” since such defi nition of a concentration is 
otherwise vague and gives the Anti-Monopoly Authority 
almost always an argument in favor of its exercise of 
jurisdiction. A clear-cut defi nition issued by the Anti-
Monopoly Authority would give the companies more 
legal certainty. Here too, in order to ensure the effective-
ness of the merger control regime, the concept of decisive 
infl uence should not be construed too widely. 

Finally, Article 17 of the Draft opens the door for 
alternative notifi cation and material investigation stan-
dards for several industries, namely, banking, insur-
ance and “other special industries or sectors.” The hope 
remains that in particular the term “special industries 
or sectors” will not be interpreted in a way that overly 
extends the regulatory burden for companies. Experience 
from other jurisdictions teaches that sector-specifi c regu-
lation is best handled by the same authority (thereby 
providing one-stop-shopping) and within the same time-
frames as apply to other sectors. 

B. Procedural Issues 

The thresholds and the timetable provided in the 
Draft are clear. With regard to timeframes, it appears 
clear that “days” means “business days,” not “calendar 
days.” Moreover, the potential for extending the proceed-
ing for an additional sixty days should be treated as an 
absolute exception. Even though the parties need to agree 
to the extension, the Anti-Monopoly Authority should be 
organized effi ciently enough in its practice and investiga-
tions that such time extensions would normally not be 
required. Otherwise, the parties would feel pressured to 
agree to an extension as a matter of course, which would 
make regular proceedings last for almost six months. 

The Draft provides that transactions are deemed not 
prohibited if the Anti-Monopoly Authority does not issue 
a decision within the procedural time periods. This is in 
line with the system in other jurisdictions and benefi cial 
for the parties. 

The prohibition against implementing a transaction 
prior to clearance is also fairly common. It is worth men-
tioning again that such a prohibition would be applicable 
only to the extent the transaction had an effect within the 
territory of the People’s Republic of China. 

C. Substantive Issues 

The prohibition standard of the Draft is based on the 
potential of a proposed transaction for eliminating or re-
stricting competition. This standard maneuvers between 
standards commonly found elsewhere. In particular, the 
wording in the Draft only refers to a restriction of com-
petition and does not require the restriction to be appre-
ciable or signifi cant. 

While in several jurisdictions the “dominance test” 
(i.e., a test as to whether there is the creation or strength-
ening of a dominant position) applies, the U.S. test refers 
to a signifi cant lessening of competition (“SLC”). In 2004 
the European Union’s Merger Control Regulation1 was re-
formed. The previously applied dominance test was abol-
ished, since, it was argued, the dominance test would not 
cover cases involving unilateral effects issues. Instead, the 
new Merger Regulation refers to a “signifi cant impedi-
ment of effective competition” (“SIEC”) and specifi cally 
states that the creation or strengthening of a dominant 
position is a key element of the SIEC test. 

Article 23 of the Draft lists key factors that are to 
be analyzed in a merger control proceeding in China. It 
specifi cally draws attention to the market shares of the 
companies, the controlling power of the companies over 
the market, the degree of concentration in the market, and 
the possibility of the companies to eliminate or restrict 
competition. Moreover, other factors, like market access, 
technology improvement, the effect on consumers and 
economic development are also to be taken into account. 
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The Anti-Monopoly Authority has the burden of 
proof regarding the elimination or restriction of com-
petition, while the parties to the transaction have the 
burden of proof to show that the positive effects of the 
transaction outweigh its negative effects. In particular, 
the parties have the burden of proof regarding the factors 
mentioned above (e.g., market access, technology im-
provement, the effect on consumers and economic devel-
opment).  However, as briefl y described in Part II above, 
Article 14 of the Draft, which is not part of the statutory 
chapter on merger control, provides for presumptions 
of dominant positions. In Article 12, the Draft defi nes a 
dominant market position as a controlling market posi-
tion that is capable of controlling the price or quantity of 
products or other trading conditions in the relevant mar-
ket or restricting or affecting other companies to entering 
into the relevant market. 

To begin with, it is not clear whether the presump-
tions are applicable in the context of the merger control 
provisions. However, there is certain likelihood that this 
will be the case. In practice the Anti-Monopoly Authority 
could argue that the creation or strengthening of a domi-
nant position per se would be regarded as an elimina-
tion or restriction of competition allowing it to prohibit 
a transaction. If the presumptions are applicable, this 
would in effect mean that the burden of proof regarding 
the elimination or restriction of competition shifts to the 
parties. 

In other jurisdictions, in particular in Germany, com-
petition laws also provide for presumptions of dominant 
positions. These presumptions also have in practice a 
signifi cant negative impact on merger control proceed-
ings. The competition authorities are in a comfortable po-
sition in cases where the presumptions apply. However, 
irrespective of the fact that the economic correctness of 
these presumptions has never been proven, competition 
authorities have to bear in mind, that merger control laws 
and, in particular, prohibition decisions interfere with the 
affected companies’ entrepreneurial freedom. In the light 
of this, the burden of proof regarding the competitively 

negative effects of a transaction should always lie with 
the competition authority. Ideally, the presumptions of 
dominant positions should be completely deleted from 
the Draft. 

IV. Concluding Observations 
In summary, it is worth noting that in China a merger 

control regime is to be established. Companies wanting 
to do business in China require legal certainty and there 
needs to be transparency with respect to the regimes com-
panies need to comply with. 

As mentioned above, the merger control laws need 
to afford companies clarity as to which transactions are 
subject to premerger notifi cation provisions. The Chinese 
competition authority should issue clear statements on its 
interpretation of certain terms of the law. 

Moreover, it is of utmost importance that the competi-
tion authorities effi ciently investigate transactions. The 
competition authorities need to do their work in a timely 
manner to ensure that companies are not unnecessarily 
delayed in consummating investments. 

Finally, it should be assured that companies do not 
have to carry the burden of proof regarding the non-ex-
istence of negative effects of a transaction. The positive 
existence of those effects should always need to be proven 
by the competition authority. In addition, the competition 
authority needs to establish an effi cient system to protect 
business secrets of the parties. 

We look forward to seeing a prospective merger con-
trol system established in China.

Endnote
1. Council Regulation 139/2004, 2004 O.J. (L24) 1. 

Dr. Olaf Christiansen, LLM, is a Senior Vice 
President in the Corporate Legal Department at 
Bertelsmann AG in Gütersloh, Germany, and Brussels, 
Belgium.
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Adoption of Trade Regulations in China, Scope and 
Effect: An American’s View
By the Hon. Pamela Jones Harbour 

I. Introduction
Once again, I am delighted to have the opportunity to 

contribute to the Practicum and to provide some thoughts 
on the development of China’s draft Anti-Monopoly Law. 
My remarks today refl ect my personal views and not nec-
essarily those of the Federal Trade Commission, any of its 
other Commissioners, or the government of the United 
States. 

The draft Anti-monopoly Law represents a ten-year 
effort to formulate a comprehensive competition law 
that is expected to bring some cohesion to the existing 
Chinese competition law regime. I appreciate the resourc-
es that the Chinese government has devoted to crafting 
a competition law that has the potential to contribute to 
the growth of the Chinese economy and the welfare of 
its people. The transparency of the drafting process and 
the willingness of the Chinese government to seek advice 
from foreign competition offi cials and experts are espe-
cially commendable. U.S. government offi cials, includ-
ing those from my agency and the Department of Justice 
(“DoJ”), have been active for years in providing advice to 
government offi cials in many countries that were draft-
ing competition laws, some for the fi rst time. Offi cials 
from my agency, the Federal Trade Commission (“FTC” 
or “Commission”), and DoJ have attended numerous 
meetings and seminars over the past few years. They 
have commented on approaches and issues under consid-
eration in drafting the new Chinese law and have shared 
their views of sound competition law principles and best 
practices, based on the United States’s long experience 
with antitrust enforcement. 

These comments have emphasized certain key prin-
ciples of U.S. antitrust law: protecting the competitive 
process, rather than individual competitors; focusing on 
effects on consumer welfare, rather than on producer 
welfare; using competition law to promote competition, 
rather than other social and economic objectives; promot-
ing effi ciency even if some competitors do not survive; 
treating all fi rms equally without regard to nationality; 
and protecting legitimate intellectual property rights. 
They have stressed that a competition law grounded in 
sound legal and economic principles is an important ele-
ment of a dynamic, well-functioning economy, and that 
economic growth and consumer welfare benefi t from ro-
bust competitive domestic markets.

China faces a particular challenge in making the tran-
sition to a market economy from a long-standing, cen-
trally planned economy with a large state sector.

I strongly endorse the provisions of the draft law that 
could be used to prohibit public restraints on competi-
tion imposed by government entities or pursuant to 
government regulation. Without such authority, the new 
competition agency may not be able effectively to ad-
dress a major, durable source of anticompetitive conduct 
that could harm the Chinese economy and consumers. 
Government enterprises should be subject to the competi-
tion law. Exempting them from competition law coverage 
solely because of their status as government-owned or 
-controlled enterprises would likely harm both competi-
tion and consumers. 

Although successive drafts of the Anti-Monopoly 
Law that the Chinese government has shared with us 
indicate that the drafters have benefi ted from external 
advice, there are still provisions that would benefi t from 
further modifi cation. Today, I would like to focus my re-
marks initially on some important substantive concerns, 
particularly those relating to abuse of dominant position, 
premerger notifi cation thresholds, exemptions, and the 
relationship between intellectual property rights and the 
Anti-Monopoly Law. In doing so, I will point out differ-
ences in approach between the draft Anti-Monopoly Law 
and U.S. antitrust law and international law and practice. 
I will then discuss the relationship between U.S. competi-
tion laws and intellectual property rights in the standard-
setting process. 

II. Abuse of Dominant Market Position

A. Overview

United States law does not specifi cally address “abuse 
of dominant market position.” Section 2 of the Sherman 
Antitrust Act prohibits the closely related concept of mo-
nopolization. The essential elements of the offense of mo-
nopolization are (1) the possession of monopoly power in 
a relevant market, and (2) the use of exclusionary conduct 
to acquire, preserve or expand monopoly power, as distin-
guished from growth or development as a consequence of 
a superior product, business acumen, or historic accident.1

The treatment of unilateral conduct by monopolists 
or fi rms with dominant positions is the most challenging 
area of competition policy because it is the area where it 
can be diffi cult to distinguish between benefi cial hard-
nosed competition and harmful exclusionary conduct. 
Competitive conduct frequently looks like exclusion-
ary conduct because aggressive competition may harm 
less effi cient fi rms. These less effi cient fi rms may in turn 
complain to competition authorities to seek government 
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protection from legitimate competitive pressures. But the 
goal of competition law should be the protection of the 
competitive process rather than individual fi rms. U.S. 
law does not protect less effi cient fi rms from legitimate, 
vigorous competition from another fi rm, even if that fi rm 
holds a dominant or monopoly position. Determining 
whether a competitor is competing aggressively or acting 
anti-competitively is a challenge that is best met by the 
application of objective, economically based, and trans-
parent standards. 

We want businesses—all businesses, including fi rms 
with dominant positions—to compete vigorously, day 
in and day out. We want them to continue to invest in 
research and development that may generate new or 
enhanced products and services. In the long run, these 
practices tend to foster innovation and promote economic 
growth and well-being. But if some fi rms perceive that 
their routine, day-to-day decisions are being second-
guessed by enforcers—just because their companies may 
hold a dominant position—we should not be surprised 
to see them competing less vigorously or taking fewer 
research and development risks. As a result, competition 
may be suppressed, not enhanced, by treating dominant 
fi rm conduct as automatically suspect. 

B. Determination of Dominant Market Position 

The draft Anti-Monopoly Law presumes a dominant 
market position based on the market share of a single 
fi rm or the combined market shares of two or three fi rms. 
Without further analysis, such presumptions can yield an 
erroneous conclusion because high market share by itself 
is not inevitably a reliable indicator that a fi rm has mar-
ket power in any particular market. 

Under the laws of the United States and many other 
jurisdictions, market shares are only the starting point for 
detailed economic analysis of factors relevant to an as-
sessment of a fi rm’s market power. Under U.S. antitrust 
law, durable market power is the ability to profi tably 
maintain price over competitive levels for a signifi cant 
period of time. In making this determination, we fi rst 
defi ne the relevant product and geographic market and 
then determine the fi rm’s market share in the relevant 
market. We then carefully analyze the structure and com-
petitive dynamics of the relevant market, examining the 
presence or absence of barriers to entry, such as govern-
ment limitations on new entrants or proprietary technol-
ogy that is unavailable to potential competitors. Other 
relevant factors include the pace and nature of techno-
logical change and innovation in the relevant market, 
market trends, such as whether the market is expanding 
or contracting, the existence of excess capacity that can be 
used to increase output in the event of a price increase, 
and key customers whose size or attributes create an 
ability to resist a price increase. An analysis of these fac-
tors is essential to determining the signifi cance of market 

shares in the evaluation of market power. I note that 
several of these factors are listed elsewhere in the draft 
Anti-Monopoly Law’s provisions on abuse of a market 
dominant position. 

The very nature of U. S. antitrust analysis, there-
fore, argues against using conclusive presumptions of 
dominant market position based on market shares alone. 
Market share presumptions for establishing joint domi-
nance are even less appropriate. Aggregation of market 
shares of competitors to fi nd joint dominance makes 
little legal or economic sense absent some agreement 
among those fi rms to exercise their market power jointly. 
Furthermore, if there is such an agreement, the better ap-
proach is to address it under provisions prohibiting anti-
competitive agreements among competitors. 

Accordingly, the legal standards for market domi-
nance should clearly indicate that the determination is 
based on the establishment of durable market power: the 
ability to maintain price over competitive levels for a sig-
nifi cant period of time. The determination will be based 
on an economic analysis of the range of factors generally 
considered in analyzing market power. Alternatively, if 
some presumptions based on market shares are deemed 
necessary, they should be rebuttable presumptions. A re-
buttable presumption provides an opportunity for a fi rm 
to offer proof either that it does not possess market power 
or that any market power it does possess is not durable. 

Before leaving this topic, I should add that it may be 
appropriate and helpful to the business community for 
the Anti-Monopoly Law or implementing regulations 
to establish a safe harbor, that is, a market share below 
which there will not be a fi nding of a market dominant 
position. In the United States, we do not bring enforce-
ment actions challenging unlawful monopolization if the 
market share of a fi rm is less than fi fty percent because 
a fi rm with a market share below this level is unlikely to 
have durable market power. 

C. Prohibited Conduct 

The draft Anti-Monopoly Law prohibits a fi rm with 
a dominant market position from engaging in certain 
specifi ed conduct. Each example of abusive conduct is 
a type of conduct that will usually constitute legitimate 
competitive behavior. Some of the prohibited conduct 
can be anticompetitive under particular circumstances. 
These provisions of the draft Anti-Monopoly Law are de-
fi cient because they fail to distinguish clearly legitimate 
competitive conduct from that which injures competition. 
Without careful economic analysis of competitive effects, 
these prohibitions pose a signifi cant risk of interfering 
with pro-competitive conduct by, for instance, undermin-
ing a fi rm’s ability or willingness to provide product in-
novations or to adopt more effi cient production or distri-
bution methods. 
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An example of prohibited conduct in the draft law 
that raises these concerns is the prohibition of “unfair” 
high pricing. U.S. competition law does not limit the 
price that a monopolist is permitted to charge—a mo-
nopolist may charge as high a price as the market will 
tolerate. Risky investments in innovation are often un-
dertaken only because of the prospect of receiving a large 
return from a major technological breakthrough or a 
popular new consumer product. As our Supreme Court 
has observed: 

The mere possession of monopoly 
power, and the concomitant charging 
of monopoly prices, is not only not un-
lawful; it is an important element of the 
free-market system. The opportunity to 
charge monopoly prices—at least for a 
short period—is what attracts “business 
acumen” in the fi rst place; it induces risk 
taking that produces innovation and eco-
nomic growth.2 

Unless the monopolist sells its product in a market 
characterized by barriers to entry, high prices normally 
will attract fi rms to enter the market—especially 
when the new entrant can offer a lower price, a better 
product, or enhanced services. New entry can restore 
the competitive equilibrium, tending to drive prices 
back toward competitive levels without the need for 
government intervention. Allowing market forces to 
work rather than resorting to enforcement to control 
supra-competitive prices avoids burdening competition 
offi cials with the diffi cult and unnecessary task of 
monitoring prices and evaluating whether they are 
“unfair” or “excessive.” In the United States, the FTC or 
DoJ are not asked to set “fair” prices because it is beyond 
the agencies’ core competence and a diversion of their 
limited enforcement resources. 

The draft law also prohibits selling below cost with-
out valid reasons. U.S. competition agencies and courts 
are particularly cautious when evaluating claims that 
predatory or low pricing is likely to lead to the acquisi-
tion or maintenance of a monopoly. Aggressive price-cut-
ting looks precisely the same as legitimate competition. 
Mistakes regarding predatory pricing can be very costly: 
prohibiting price reductions deprives consumers of the 
very benefi ts competition laws are intended to promote. 
Therefore, U.S. competition law treats predatory pricing 
as illegal only in the unique and unlikely situation where 
a fi rm can reduce its prices below cost long enough to 
drive the competition out of the market and then raise 
prices high enough for a suffi ciently long time to recoup 
the lost profi ts from the earlier below-cost sales.3 If the 
fi rm cannot recoup its losses, the below-cost sales are un-
likely to injure competition. 

To avoid discouraging legitimate, aggressive dis-
counting, the draft law or implementing regulations 

should specify the circumstances in which a violation will 
be found. That is: the prices must be below an appropri-
ate measure of cost; and the fi rm must be likely to recoup 
its losses in the future. 

There are other examples of abusive conduct covered 
in the draft law which require carefully focused analysis. 
Refusals to trade, exclusive dealing, tying and price dis-
crimination may, in any given case, be either benefi cial or 
harmful to competition. Such conduct or agreements can 
be competitively neutral or pro-competitive, especially 
when they align the interests of manufacturers and dis-
tributors, encourage better service, or otherwise stimulate 
competition. Conversely, these same practices in other cir-
cumstances can be misused to restrict or limit competition 
unreasonably.

Distinguishing the good from the bad invariably re-
quires careful, indeed usually rigorous, analysis of actual 
or likely market effects. To that end, U.S. competition 
authorities apply a “rule of reason” analysis, assessing the 
pro-competitive and anticompetitive effects to determine 
if any conduct or agreement unreasonably and substan-
tially limits competition before initiating enforcement ac-
tions in these areas. The draft law or implementing regu-
lations should clearly state that these types of conduct 
and agreements are prohibited only where they (1) have 
no reasonable or legitimate business justifi cation and (2) 
exclude or substantially limit competition so as to create, 
strengthen or maintain a dominant market position. 

III. Notifi cation Thresholds for Concentrations 
The proliferation of competition laws that include 

premerger notifi cation requirements and an increase in 
transnational merger and acquisition transactions have 
resulted in the more frequent occurrence of multiple 
reviews of the same transaction by the competition au-
thorities of several nations. Requiring notifi cation of 
mergers that do not meet an appropriate standard of 
materiality as to the level of “local nexus” imposes un-
necessary transaction costs and delays and diverts scarce 
resources of reviewing competition authorities from 
more important enforcement priorities without any cor-
responding enforcement benefi t. Recognizing this, the 
International Competition Network (“ICN”), a network of 
ninety-nine competition agencies devoted to promoting 
convergence on sound competition principles, developed 
a set of Recommended Practices for Merger Notifi cation 
Procedures that represents international consensus on 
principles and best practices for premerger notifi cation 
systems.4

The ICN’s Recommended Practices provide that each 
jurisdiction’s merger review rules should seek to screen 
out transactions that do not have an appreciable effect 
on competition within the jurisdiction. Notifi cation of 
a transaction should not be required unless the transac-
tion is likely to have a signifi cant, direct, and immediate 
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economic effect in the jurisdiction concerned. The ICN 
recommends that notifi cation thresholds require that at 
least two parties to a transaction have signifi cant local 
activities or that if local nexus requirements are based on 
a single party’s domestic contacts, the thresholds should 
focus on the local activities of the acquired business and 
use thresholds that are suffi ciently high to avoid notifi -
cation of transactions without potential material effect 
on the local economy. The ICN Recommended Practices 
specifi cally state that the most suitable thresholds are 
based on signifi cant local sales or asset levels within the 
jurisdiction. 

U.S. premerger notifi cation thresholds provide that 
the parties must have combined U.S. sales or assets ex-
ceeding $113.4 million and the acquired party must have 
assets or sales in or into the U.S. exceeding $56.7 million. 
In addition, the U.S. ensures that foreign transactions 
have an adequate nexus with the U.S. by exempting cer-
tain foreign transactions from notifi cation obligations. For 
example, the U.S. exempts acquisitions of foreign assets 
where those assets generate less than about $57 million in 
annual sales in the U.S., and acquisitions of stock in a for-
eign company when the acquired company has less than 
about $57 million in assets in the U.S. or less than $57 mil-
lion of annual sales in or into the U.S. These thresholds 
are adjusted annually based on changes in the gross na-
tional product of the United States. 

The premerger notifi cation thresholds in the draft 
Anti-Monopoly Law appear to be inconsistent with the 
ICN Recommended Practice concerning local nexus to 
the reviewing jurisdiction because they would require re-
porting of merger and other transactions that do not have 
an appreciable effect on competition within China. The 
inconsistency stems from the notifi cation requirement in 
the draft law that is based on one of the parties having a 
certain level of total turnover in China. Notifi cation then 
would be required even if only the acquiring fi rm’s total 
turnover in China meets or exceeds the prescribed level. 
The ICN Recommended Practices specifi cally discourage 
notifi cation thresholds that can be satisfi ed based solely 
on the acquiring fi rm’s local activities, irrespective of any 
local activity by the fi rm to be acquired because of the un-
necessary transactional burdens and lack of any signifi -
cant effect on the local economy. 

IV. Exemptions 
I will now turn to the provisions of the draft Anti-

Monopoly Law relating to exemptions. All countries have 
some exemptions from the coverage of their competition 
laws. The key is to keep the exemptions as narrow and 
as clear as possible. This will help reduce uncertainty as 
to the basic goals of the competition law and facilitate its 
enforcement. 

The U.S. competition authorities do not have the 
power to grant an exemption from our antitrust laws. 

Exemptions from U.S. laws have been created largely 
by statutes enacted by Congress, and sometimes by our 
courts. If Congress decides that other policy consider-
ations should take priority over our antitrust laws, it 
enacts specifi c legislation for that purpose. We do not be-
lieve that it is in the best interest of our economy for com-
petition offi cials to try to balance competition policy with 
other objectives, such as industrial policy, economic de-
velopment, or employment, in making their enforcement 
decisions. Factors other than competition do not readily 
lend themselves to objective economic analysis and tend 
to undermine the predictability and consistency of a com-
petition agency’s enforcement decisions. Furthermore, 
limiting a competition agency’s evaluation to competition 
issues enables the agency to focus on its core area of ex-
pertise, promotes public confi dence in the economic basis 
of competition law, and avoids confusion. 

The draft law should clarify that only conduct that is 
specifi cally authorized by law will be exempt. The draft 
law currently authorizes the competition authority to 
grant specifi c exemptions for monopoly agreements and 
lists specifi c factors to be considered in making the deci-
sion. Any exemption decision by the agency should be 
based solely on competition factors. In addition, the draft 
should make clear, as it does with bid-rigging, that hard-
core cartel conduct, such as price-fi xing or market divi-
sion among competitors, will not qualify for exemption. 

V. The Interface of Intellectual Property Rights 
and Competition Law

A. In General

I would now like to turn to the provision in the draft 
Anti-Monopoly Law relating to intellectual property 
rights. The draft law would apply only to conduct that 
abuses intellectual property rights and restricts and elimi-
nates competition. We support this narrow application of 
the draft law to intellectual property rights. However, the 
law is silent about the relationship, if any, of this provi-
sion with other provisions of the draft law, such as those 
on abuse of dominant market position. We remain very 
interested in the manner in which the Anti-Monopoly 
Law will ultimately be implemented with respect to intel-
lectual property rights. Both intellectual property rights 
(specifi cally, patents) and competition play an important, 
complementary role in promoting innovation, economic 
growth and consumer welfare. Achieving the proper bal-
ance between competition law and intellectual property 
rights is critical to facilitating, rather than impeding, in-
novation. This issue of the proper balance is particularly 
important at this juncture for the Chinese economy. It 
is timely and appropriate, therefore, for me to focus my 
remaining remarks on the topic of intellectual property 
rights, and more specifi cally on two aspects of them: how 
they affect standard setting, and how these rights fi t in 
with the overall competition enforcement policy. 
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Regarding the latter, economists have long known 
that innovation is a principal factor in fostering a dy-
namic, growing economy. Innovation promotes con-
sumer welfare and economic effi ciency in a number of 
ways. It drives down costs through the development of 
more effi cient production and distribution techniques. It 
stimulates economic growth by bringing desirable new 
products into the market. It also may limit the creation 
and exercise of market power by fostering the develop-
ment of new technologies that permit entrants to leap-
frog the advantages of and the entry barriers enjoyed by 
entrenched dominant fi rms. One of the cornerstones of 
innovation is intellectual property because it is both a 
key input into and a byproduct of successful innovation. 
Intellectual property, therefore, is a highly valued asset in 
every economy, and it has been granted substantial legal 
protection by most nations of the world, including the 
United States, in order to preserve that value. 

Additionally, there is a close relationship between in-
tellectual property rights and standard setting, and both 
are affected by competition policy. A sound evaluation of 
their interrelationship requires that business, economic, 
and legal principles be considered in combination in 
order to maximize economic progress and the economic 
welfare of our citizens. Properly understood and ap-
plied, intellectual property rights and antitrust law are 
complementary, not confl icting, legal systems that should 
be employed harmoniously to promote a vibrant, healthy 
economy. Both systems can, and should, be applied to 
standard setting activities in such a manner as to maxi-
mize innovation and consumer welfare. 

B. Scope of Protection for Intellectual Property 
Rights 

Given the importance of intellectual property in fos-
tering economic progress, one might wonder whether 
the world’s economies might progress even faster if intel-
lectual property were more freely available for others to 
use and build upon, i.e., treated more like a public good 
than private property. While that idea has some simple 
appeal, an erosion of intellectual property rights would 
be extremely shortsighted. There is an international con-
sensus today that a strong intellectual property regime is 
needed to provide an incentive to undertake costly and 
risky investment in innovative activities. 

It can be very expensive to conduct the research 
and development that is necessary to come up with 
new products and technologies. It is quite common for 
there to be many failures before a successful innovation 
is achieved. There would be little incentive for fi rms to 
make such a risky investment in research and develop-
ment if others could freely copy or use a successful in-
novation and prevent the inventor from realizing well-
earned rewards. Effective intellectual property rights are 
one of the most important means for providing those in-
centives. In the United States, intellectual property rights 

laws give innovators the right to exclude others from us-
ing their inventions for a specifi ed period, and thus guar-
antee the innovators an opportunity to realize a return 
commensurate with the value of the invention and the 
risk that was undertaken. Protecting intellectual property 
rights is one of the major challenges—and obligations—of 
a global economy. 

Certain elements are necessary in any intellectual 
property system in order to provide meaningful protec-
tion to the holders of those rights. Consider an inventor 
who holds a valid patent that covers a particular inven-
tion. Three propositions regarding the rights of the inven-
tor merit emphasis. 

First, the inventor has a legal right to exclude others 
from using that invention for an appropriate period of 
time. As a necessary corollary, antitrust liability for unilat-
eral, unconditional refusals to license patents should not 
play a meaningful role in the interface between intellec-
tual property rights and antitrust protections. 

Second, whether the inventor chooses to commercial-
ize the invention or license it to others, the inventor may 
unilaterally set the price or license fee at whatever level 
he or she chooses. Indeed, the prospect of potentially 
high profi t is a major incentive for undertaking risky 
and costly innovative endeavors, and the entire thrust of 
the intellectual property laws is to use that incentive to 
encourage innovation. The United States Supreme Court 
recently noted that the opportunity to charge high prices 
“induces risk taking that produces innovation and eco-
nomic growth.”5 Accordingly, there is no violation under 
U.S. antitrust law for unilaterally pricing an intellectual 
property license “too high.” 

Third, there should not be a presumption that a pat-
ent or other form of intellectual property by itself creates 
market power. Although a patent creates an exclusive 
right to the invention, there may be substitutes that can 
accomplish the same function as the invention. Therefore, 
a careful market analysis is needed to determine the scope 
of the relevant market and whether the patented inven-
tion has market power. The FTC and the DoJ, in their joint 
Intellectual Property Guidelines,6 have long held that 
intellectual property rights cannot be presumed to create 
market power. The U.S. Supreme Court unanimously en-
dorsed this position last year.7

There can be situations where intellectual property 
rights will confer market power, as when a patented in-
vention dominates a relevant market. That outcome, with-
out more, does not violate U.S. intellectual property or an-
titrust law. Indeed, the possibility of such an outcome is a 
major incentive to engage in innovative activities, and the 
intellectual property laws use that incentive to encour-
age innovation. A violation of U.S. antitrust law requires 
an element of anticompetitive conduct, i.e., conduct that 
is not competition on the merits or effi ciency-enhancing, 



44 NYSBA  International Law Practicum  |  Spring 2007  |  Vol. 20  |  No. 1        

that tends to exclude competitors or potential competi-
tors from the market, and that enables the intellectual 
property rights holder to create, maintain, or extend its 
market power. 

So far I have been discussing unilateral conduct by 
an intellectual property rights holder. Joint conduct, par-
ticularly with a competitor, raises the possibility of anti-
competitive collusion or exclusion and must be examined 
with those possibilities in mind. Even so, U.S. antitrust 
law recognizes that many forms of collaborative conduct 
can be effi ciency-enhancing, and so most forms of collab-
oration are analyzed under a standard, known as the rule 
of reason, that balances potential anticompetitive losses 
against pro-competitive gains. One of the most important 
areas in which collaborative conduct can promote compe-
tition involves joint efforts to set standards. 

C. Intellectual Property Rights and Standard Setting

Intellectual property rights increasingly are impli-
cated in standard setting and licensing arrangements. 
For example, standards that enable the interoperability of 
products or services, such as the telecommunications net-
work of a mobile phone system, may incorporate multi-
ple technologies protected by intellectual property rights, 
often held by more than one person or entity. The licens-
ing of intellectual property rights may substantially infl u-
ence the way in which new technologies are disseminated 
and, in turn, affect the introduction of new products and 
services in the marketplace. Intellectual property rights 
licensing arrangements frequently are associated with the 
introduction of standards. In short, standard setting and 
intellectual property licensing policies may greatly affect 
the development of new goods and services, future inno-
vation, and the competitiveness of markets. 

Standard setting is increasingly important as a way 
of reducing transaction costs, and standards have a par-
ticularly important role in ensuring compatibility and in-
terconnectivity of products and services. Standards may 
be particularly important in markets with “network ef-
fects” (where the utility of the network rises as parties are 
added to it) and complex technologies such as informa-
tion technology and telecommunications. The technologi-
cal revolution that we are experiencing in these markets 
has benefi tted from, and resulted in, signifi cant standard 
setting activity.8 Standards may prove important in “low 
tech” industry settings as well, and in global trade. 

D. The Standard-Setting Process: Key Characteristics 

1. In General

Standards can be defi ned succinctly as “any set of 
technical specifi cations that either provides or is intended 
to provide a common design for a product or process.”9 
As economies become more complex, the need for stan-
dards grows. They affect almost every aspect of our 
lives, from the food we eat, our health care, the vehicles 

we travel in, our information technology systems, and 
numerous aspects of our entertainment. They are promul-
gated by governments10 or private groups or arise from 
their spontaneous acceptance by the marketplace. 

In the United States, standard setting is largely 
done by private entities. This private standard-setting 
process enhances competition in most instances. It of-
fers the greatest likelihood that an effi cient standard will 
emerge—perhaps through consensus standard setting, 
through competition between standards, or through 
some combination of both processes. A market economy 
is based on the premise that competition is more likely 
than other forms of economic organization to maximize 
economic progress and produce the optimal outcome for 
consumers with respect to product price, quality, and in-
novation. That premise should be valid regardless of the 
degree of standardization that is appropriate in an indus-
try. Consensus acceptance of a standard within a market 
indicates that there is more than one way of providing an 
element of a product or service that consumers want, but 
the market would be better served by use of a common 
method. 

That does not mean that competition in the technol-
ogy that is being standardized is no longer important. 
At the standard-setting stage there is competition among 
alternative technologies to be included in the standard. 
There is no reason that competition to be included in a 
standard should be any less market driven than competi-
tion in the downstream market for products or services 
that incorporate the standard. Given the basic premise of 
a market economy, we can expect market participants in 
a competitive system to select the technology that is most 
likely to meet consumer needs and desires in an effi cient 
manner. After a standard is established, however, compe-
tition for that standard does not end. There always will be 
competition to improve upon the standard and, perhaps, 
to supersede it. Here again, the preference of the market 
is an excellent arbiter of which technology prevails. 

2. Antitrust Implications of Standard Setting 

Standard setting normally is an effi ciency-enhancing 
activity and, as such, usually does not raise signifi cant 
antitrust concerns. On the contrary, standard setting usu-
ally is considered to be pro-competitive. However, under 
exceptional circumstances, antitrust concerns can and do 
arise. The standard-setting process may raise such con-
cerns if it involves unreasonably exclusionary conduct 
or anticompetitive collusion. For example, in one case,11 
makers of steel conduit were found liable for “packing” 
a standard setting organization (“SSO”) meeting with its 
agents and thereby improperly obtaining an SSO decision 
that limited the standard to steel conduit, thereby exclud-
ing a perfectly viable alternative product (i.e., a plastic 
conduit) from being used in the building industry. This is 
an example of an artifi cial restraint on entry, resulting in 
unreasonable exclusion from the market. 
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There are also examples of unilateral exclusionary 
conduct in the standard-setting context. In particular, an 
intellectual property rights holder that takes part in stan-
dards setting may have an incentive to improperly obtain 
or increase the market power of its intellectual prop-
erty rights. Such a strategy may involve the intellectual 
property holder: misleading a standards-setting body 
regarding its intellectual property interests, leading to the 
adoption of a standard that “reads on” the holder’s intel-
lectual property, and then subsequently exercising that 
new market power by demanding unexpected licensing 
royalties after a standard has been set and producers 
have incurred costs that “lock them in” to the standard. 
The FTC recently brought two cases involving that sort 
of conduct, one involving a governmentally set standard 
and another involving private standard setting. 

The FTC charged that the Union Oil Company of 
California (“Unocal”) misrepresented to a California state 
environmental regulator that certain information was 
non-proprietary, in connection with the regulator’s prom-
ulgation of a regulatory “clean air” standard for refi ning 
reformulated gasoline.12 The regulator allegedly relied 
on those misrepresentations in promulgating the stan-
dard, and refi ners expended billions of dollars to “lock 
themselves in” to the standard. After lock-in, Unocal 
began enforcing its patent rights against refi ners produc-
ing gasoline according to the standard, thereby allegedly 
imposing more than $500 million of additional costs each 
year on California consumers. The case was settled with 
a consent agreement under which Unocal agreed to stop 
enforcing the relevant reformulated gasoline patents, and 
to release all relevant gasoline patents to the public, po-
tentially saving consumers billions of dollars. 

In the private SSO case, the FTC charged a computer 
technology fi rm, Rambus, Inc., with deceptive and mis-
leading conduct in connection with a private standard-
setting process for technologies used in the computer 
memory chips found in a wide variety of products. The 
Commission found that the private SSO unwittingly 
adopted standards encumbered with Rambus’s patents. 
Rambus sought to enforce its patents worldwide against 
companies manufacturing memory products in compli-
ance with the standards. The Commission found that, 
through its course of deceptive conduct, Rambus was 
able to distort a critical standard setting process and 
engage in an anticompetitive hold-up of the computer 
memory industry, and that this conduct constituted ex-
clusionary conduct under Section 2 of the Sherman Act. 
The Commission reserved judgment on the issue of rem-
edy and ordered further briefi ng on that issue.13 

Neither the Unocal nor the Rambus case found liabil-
ity based on the mere acquisition of market power. It is 
the acquisition of market power through anticompetitive 
conduct that is condemned by the U.S. antitrust laws, 
and such condemnation is entirely consistent with the ef-
fective protection of intellectual property rights. 

3. Respecting Intellectual Property Rights in the 
Standard-Setting Context 

It is readily apparent that there is much at stake in 
how intellectual property rights are treated in a standard-
setting context. An intellectual property rights holder 
has a legitimate expectation of being rewarded for a suc-
cessful innovation that is knowingly incorporated into a 
standard. The use of proprietary intellectual property in 
the standard can substantially increase the value of that 
intellectual property and may increase the cost of using 
that standard. Thus, an intellectual property rights holder 
may have an incentive to improperly use the standard 
setting process to obtain or increase the market power of 
its intellectual property. 

The danger of competitive abuse of intellectual 
property rights during a standard-setting process does 
not mean it would be acceptable to override intellectual 
property rights in the interest of dispersing more broadly 
the benefi ts of a standardized technology. Regardless of 
what short-term benefi ts may accrue for customers in 
the affected markets, there would be serious longer-term 
costs. As I noted earlier, intellectual property rights pro-
vide a critically important incentive to invest in costly 
and risky research and development. Failing to provide 
adequate protection for intellectual property rights could 
result in signifi cantly less incentive to make investments 
in research and development, and the pace of innova-
tion could be reduced and the rate of economic progress 
could well slacken. The derogation of intellectual prop-
erty rights by standards organizations also could make 
intellectual property owners more reluctant to participate 
in standard setting. We would thus lose some of the ben-
efi ts of standardization, and the standards adopted likely 
would be less effi cient. Finally, the weakening of intellec-
tual property rights is likely to have a negative impact on 
technology transfers and foreign investment. 

This issue arises in the context of compulsory or 
mandatory royalty-free licensing of intellectual prop-
erty rights, particularly patents. Compulsory licensing 
has been advocated by some Chinese offi cials. Under 
U.S. law, a fi rm’s unilateral and unconditional refusal to 
license its intellectual property, standing alone, has not 
been an antitrust violation. U.S. antitrust offi cials from 
both the DoJ and FTC have commented on the lack of 
antitrust liability for the refusal to license intellectual 
property.14 Having found that an antitrust violation has 
occurred, however, the U.S. antitrust agencies may in-
voke compulsory licensing as a means of remedying the 
anticompetitive harm fl owing from the violation. The 
most important criticism of compulsory licensing is that 
such requirements would be tantamount to requiring the 
intellectual property owner to create competition in its 
own technology. That might lessen private initiative and 
incentive to innovate.15 Even when antitrust liability has 
been established, some commentators point to formidable 
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“theoretical and practical problems”16 with compul-
sory licensing and caution that “this remedy should be 
avoided where another, simpler remedy is available.”17 
Most important among the diffi culties cited in crafting an 
effi cient compulsory licensing remedy is that it requires 
courts to act as administrators and price regulators.18 
Additionally, as the U.S. Supreme Court noted in Trinko,19 
“compelling negotiation between competitors may facili-
tate the supreme evil of antitrust: collusion.” 

At the other end of the spectrum, it also would not be 
prudent automatically to rule out the use of proprietary 
technologies in a standard, even if viable non-proprietary 
alternatives are available. The proprietary technology 
may prove superior and provide substantial benefi ts that 
would outweigh the potential costs. A blanket refusal to 
incorporate proprietary technologies could also inhibit 
innovation. 

Given those considerations, an SSO’s rejection of pro-
prietary technologies would require careful scrutiny un-
der U.S. antitrust law. In a 1985 case against the American 
Society of Sanitary Engineering (“ASSE”),20 the FTC chal-
lenged ASSE’s policy of refusing to develop a standard 
for a product that is patented or manufactured by only 
one manufacturer, regardless of its merits. The case was 
settled with the issuance of a consent order that prohib-
ited such blanket exclusions. 

At the same time, SSO members may have legiti-
mate concerns that the cost of utilizing a standard may 
be excessively high (and its commercial utility may be 
undermined) if patent rights unexpectedly are invoked 
after the standard has been adopted and implemented. 
Joint ex ante royalty negotiations among SSO members 
and patentees prior to adoption of a standard may be 
an effective way of dealing with this problem. Such ne-
gotiations could facilitate informed consideration of the 
comparative costs of alternative technologies that may 
be implicated by a standard. As such, ex ante negotia-
tions should be assessed under the antitrust rule of rea-
son, with full weight being given to the effi ciencies they 
may engender as well as any potential anticompetitive 
aspects. In a speech last year, FTC Chairman Majoras 
noted that joint ex ante royalty negotiations can be a way 
of preventing the “hold up” problem and “can increase 
competition among rival technologies striving for incor-
poration into the standard,” thus warranting rule-of-rea-
son treatment.21

The interests of intellectual property rights holders 
and the standards community can best be mediated in 
a market-driven process in which the participants can 
make informed assessments of the costs and benefi ts 
of incorporating proprietary technology in a standard. 
Prospective users of a standard have an understandable 

interest in knowing in advance what it might cost to use 
a standard. Likewise, standards organizations should 
be in a position to make informed decisions about the 
cost effectiveness of alternative standards. Accordingly, 
some standards organizations have a policy of requiring 
participants to disclose their intellectual property rights, 
even including applications for such rights, in technology 
being considered for inclusion in a standard. That may be 
a prudent policy as a contractual matter between a stan-
dards organization and its participants. It protects against 
the “hold-up” situation that is mentioned above in Part 
V.D.2. It should be up to each SSO, however, to determine 
what particular rules or policies best advance its interests. 
As long as those rules or policies are not anticompeti-
tive, government should avoid second-guessing an SSO’s 
decisions. 

VI. Summary and Conclusion 
In sum, intellectual property plays a vital role in fur-

thering economic progress and consumer welfare, and 
it is important to protect the incentives that promote the 
creation of intellectual property, namely, intellectual prop-
erty rights. Intellectual property rights in the standard-
setting context are an increasingly important topic be-
cause of the rapid expansion of intellectual property and 
the fact that many standards can only be practiced with 
licenses for intellectual property from one or more fi rms. 

The relationships among intellectual property rights, 
standard setting, and the enforcement of competition 
laws are complex. Standard setting, often succeeded by 
intellectual property licensing, may raise the value of in-
tellectual property. This may, in turn, promote economic 
growth by enhancing the rights holders’ incentive to in-
novate. Every use of standard setting, however, may not 
be pro-competitive. For instance, an intellectual property 
rights holder may use exclusionary conduct in an SSO to 
acquire, preserve or expand monopoly power. Proper ap-
plication of the antitrust laws can counteract this competi-
tive concern without undermining legitimate protection 
for intellectual property rights or deterring legitimate, 
pro-competitive standards-setting activity. 

In short, the interests of intellectual property rights 
holders, affected producers, and consumers are often best 
mediated through a competitive, market-driven standard-
setting process characterized by transparency, arms’-
length negotiations, informed decision making, effi cient 
licensing practices, and appropriate law enforcement. 
Such a market-driven process is most likely to produce 
an effi cient standard that will both protect the legitimate 
rights of intellectual property rights holders and promote 
the interests of consumers.
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An EU Perspective on the Draft Chinese
Anti-Monopoly Law
By Frank Fine

I. Introduction: EC Infl uence
The Chinese Government has accepted a great 

deal of input from various antitrust agencies and ad 
hoc groups in formulating its draft Anti-Monopoly 
Law (the “Draft Law”). Although the American Bar 
Association’s Antitrust Section is widely known to have 
been in discussions with the Chinese Government, the 
European Commission was evidently in contact with the 
Government as well. U.S. antitrust lawyers may be sur-
prised to learn that the current Draft Law is much more 
infl uenced by EC competition law than by U.S. antitrust 
law. In the mid-1990s, a similar phenomenon occurred in 
the steps leading up to the South African Competition Act 
of 1998. One may opine that, among Chinese offi cials (as 
in many developing countries), the EU model is perceived 
as providing greater enforcement powers to the Chinese 
Anti-Monopoly Enforcement Authority. At least on paper, 
the Chinese Government seems determined to use anti-
trust law to curb the excesses of state-owned monopolies 
and perhaps to break them up. 

II. Specifi c Instances of EC Infl uence

A. Dominant Position

The infl uence of European thinking is no more appar-
ent than in the provisions of the Draft Law regarding the 
abuse of dominant position. Here, one fi nds, for example, 
in Article 15(1) a prohibition on excessive or unfairly low 
prices. The latter, which is distinguished from predatory 
pricing (Article 15(2)), is apparently intended to address 
loyalty rebates and discounts and possibly profi t mar-
gin squeezes, all of which are prohibited by Article 82 of 
the EC Treaty. One also fi nds in Article 15, with regard a 
number of the listed types of infringements, a defense of 
“valid reasons.” This would seem more akin to the EU 
defense of “objective justifi cation” pursuant to Article 82 
than to a defense based on the rule of reason. If this inter-
pretation is correct, the “valid reasons” defense to Article 
15 infringements (when it is available) probably would 
be based on very limited grounds. For example, one may 
posit that predatory pricing under Article 15(2) might be 
justifi ed if it is in response to a price war. Likewise, refus-
als to trade under Article 15(3) might succeed where the 
dominant fi rm is able to assert, for example, that its trad-
ing partner is a bad credit risk. 

B. Abuse of IP Rights

Article 54 of the Draft Law, which is apparently new 
to the present text, provides redress for the abuse of intel-

lectual property rights. This provision is doctrinally par-
allel to the “existence/exercise” distinction made under 
Article 82 of the EC Treaty, under which the exercise of IP 
rights may, in “exceptional circumstances” (to quote from 
the ECJ Magill judgment of 1995) constitute an abuse of 
dominant position (and therefore justify a compulsory 
license), such as when the IP in question protects subject 
matter constituting a de facto industry standard, access to 
which is considered essential for market entrants seeking 
to introduce a “new product.” The Draft Law apparently 
contemplates that future case law will provide the ele-
ments constituting an abuse of IP rights. It is not unrea-
sonable to posit that Magill and its progeny will be closely 
examined for their relevance to the Chinese situation. 
This prospect may be unpleasant to U.S. antitrust lawyers 
and companies who consider the EU to have exceeded 
reasonable bounds in this fi eld. However, others will 
consider such rules as providing a valuable check on the 
abusive exercise of IP rights.

It is also plausible to consider that Article 54 may 
provide sanctions against companies that withhold dis-
closure of their IP in order to infl uence standard-setting in 
favor of a standard that requires access to the withhold-
er’s IP, with subsequent patent litigation against users of 
such IP constituting an abusive exercise of patent rights. 

C. Fines

Article 46 of the Draft Law further provides for a 
maximum fi ne of ten percent of the parties’ turnover in 
the preceding fi nancial year. This limit comports exactly 
with the ceiling imposable by the European Commission 
under Regulation 1/2003. 

III. Unanswered Questions
However, the Draft Law leaves a number of ques-

tions unanswered, and there is no indication of what the 
Chinese Government will be referring to by way of third 
country benchmarks.

A. “Notifi able” Agreements

For example, it is not clear from the Draft Law 
whether questionable commercial agreements will be 
“notifi able” (as was the previous practice of the European 
Commission) to the Anti-Monopoly Enforcement 
Authority for clearance purposes, or whether, instead, the 
Chinese Government will leap directly to a self-assess-
ment system, by which the parties must determine for 
themselves the legitimacy of their contemplated commer-
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cial arrangements. Given the Chinese Government’s ap-
parent comfort with the EU approach, it might consider, 
at a minimum, voluntary notifi cation during the initial 
years, and the publication of its clearance decisions. This 
would enable companies to obtain legal certainty con-
cerning their own arrangements, while providing valu-
able guidance to other companies contemplating their 
own dealings. Notifi ability, at least during the early years 
of enforcement, would be consistent with the EU’s his-
torical approach. 

B. Complaint Mechanisms and Guidelines

The Draft Law is also silent as to the mechanisms/
formalities in making complaints, the relevant time lim-
its for the Anti-Monopoly Enforcement Authority to act, 
and grounds for the rejection of complaints, as well as 
the pre-conditions for the Committee to act on its own 
volition. Nor does the Draft Law provide rules govern-
ing investigations, discovery, rights of defense—includ-
ing access to the fi le, business secrets and attorney-client 
privilege. 

Sooner rather than later, the Government will need 
to address the above issues in implementing legislation 
and guidelines. Moreover, if indeed the Government is 
considering the direct implementation of a self-assess-
ment system, it will need to promulgate guidelines for 
horizontal and vertical agreements, and on the abuse of 
dominant position, in order to provide companies with 
transparent rules of conduct.

There are also open issues relating to the transpar-
ency of the investigative process, the rights of defense 
and other due process-related safeguards. The following 
are just some of questions that arise: 

• If a formal investigation were to be initiated, 
would defendants have a right of access to the evi-
dence being used against them? Would they even 
have a right to a hearing?

• If corporate premises were to be raided in a 
Chinese cartel investigation (pursuant to Article 
36(1)), would the defendants have a right to coun-
sel? What are the proposed limits on Chinese po-
lice power?

• Would complainants and defendants have a broad 
choice of legal representation, or would they be 
obliged to engage an attorney licensed in China? In 
a related vein, what are the proposed rules on attor-
ney-client privilege, and will these be protectionist 
in character? 

• What are the rights of appeal from decisions of the 
Anti-Monopoly Committee? There are none speci-
fi ed in the Draft Law.

C. Criminal Liability

Most disturbingly for U.S. companies, there are indi-
cations that substantive breaches of the Draft Law (Article 
49), as well as the obstruction of investigations (Article 
51), may give rise to criminal liability. The Draft Law does 
not state the types of conduct that may result in criminal 
penalties, nor the nature and extent of the penalties, but 
potential imprisonment might well be foreseen. Criminal 
sanctions for procedural breaches would seem to be par-
ticularly harsh, especially when these breaches are com-
mitted by low- to mid-level employees who may not have 
received any company training whatsoever as to how to 
conduct themselves during an antitrust investigation. 

It is suggested that a developing country such as 
China, with a short history of liberal economic policy, 
virtually no experience with antitrust enforcement, and a 
hotly disputed record on human rights, would engender 
greater public confi dence by withholding criminal penal-
ties until a “competition culture” has been established, 
and until it has convinced Western governments that ad-
equate safeguards for due process have been instituted. 

In this latter regard, a comparison with the EU’s 
penalties for competition law infringements is not ap-
propriate, because the EU does not possess any police 
powers. However, it will be recalled that it took the EU 
some forty-fi ve years to obtain suffi cient confi dence in 
the existence of a European competition culture to entrust 
companies with the “self-assessment” of their commercial 
agreements. 

Frank Fine is Director of EC Competition Law 
Advocates in Brussels.
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Acquisitions of Oil and Gas Resources by Chinese 
Companies
By Libin Zhang 

I. Overview
As the fastest growing in the world, the economy of 

the People’s Republic of China (“PRC” or “China”) con-
tinues to grow at a high annual rate. With such growth, 
China’s need for energy is also increasing rapidly. For 
example, China consumes 6.5 million barrels of oil ev-
ery day, accounting for 8% of the world’s consumption. 
Since 2004, China has been the world’s second-largest oil 
consumer, just behind the United States. China is forced 
to import from abroad more than forty percent of its oil 
needs. As a result, China, together with the U.S., has been 
pushing global demand for the past few years. 

Traditionally, China has relied on coal as its major 
source of energy. Despite its large natural reserve of coal 
resources, China’s constant reliance on coal resources as 
a supply of energy for fueling its economy growth is sub-
ject to certain restrictions. One restriction is that coal re-
sources in the long run are non-renewable resources. The 
other restriction is that the use of coal has caused serious 
environmental problems and will generate external costs 
for its society. Moreover, China cannot rely on its own oil 
and gas resources. China’s domestic accessible oil and 
gas resources are very limited. Due to depleting reserves 
and domestic output, China’s oil and gas imports will 
likely, by 2020, be in the range between fi fty percent and 
seventy-fi ve percent of China’s needs. This is a bleak situ-
ation in terms of energy supply which China’s economy 
has to face in both the short and the long run. To solve 
this problem, China has adopted a “going abroad” (zou 
chu qu) strategy.

II. China’s Strategy of “Going Abroad” 
Since the 1980s, China has opened up its internal oil 

and gas upstream sectors for foreign oil companies, al-
though such access is not without limitations. While the 
inbound acquisition by foreign investors of companies 
or assets in mainland China still continues, the big new 
development is the emergence of Chinese companies 
as acquirers of oil and gas resources outside China. The 
leading players have been China’s state-owned national 
oil companies (Chinese NOCs), which have acquired 
oil fi elds, refi neries, petrochemical facilities and mines 
throughout the developing countries. 

Chinese NOCs each have their own oil and gas-re-
lated service companies, which are intended to provide 
services to affi liates within their respective group. Despite 
the fact that Chinese oil and gas-related service compa-

nies are facing competition from foreign service provid-
ers, these Chinese companies have started to go abroad 
for projects.

The wave of outbound acquisitions by Chinese NOCs 
refl ects China’s strategy of “going abroad.” Such strategy 
is more the result of a forced decision rather than an ac-
tive proposal based on self-initiative. Due to the urgent 
need and pressure to fi nd oil overseas, Chinese NOCs 
have adopted an opportunist approach. By accepting 
higher degrees of political risk in those developing coun-
tries which the established international oil companies 
(IOCs) will shy away from, Chinese NOCs tend to avoid 
direct competition with IOCs and have gained access to 
some attractive upstream asset portfolios. 

To reduce the risks, especially the political risks as-
sociated with investment overseas, China’s government 
has been trying its best to help Chinese NOCs through 
foreign diplomacy. For instance, Chinese NOCs’ cam-
paign to obtain energy resources from the former Soviet 
Republics of central Asia, Africa, the Middle East and 
Central and South America has occurred in the context of 
Beijing’s diplomatic efforts to secure and expand Chinese 
infl uence in these regions. In June 2006, Chinese Premier 
Wen Jiabao visited seven African countries, as oil prices 
climbed to record highs, in an effort to boost the busi-
ness activities of Chinese NOCs in these countries. Many 
memoranda of understandings were entered into between 
China and African countries. China’s cooperation with 
African countries is coupled with China’s investments in 
infrastructure projects in the host countries. 

III. Advantages and Disadvantages of Chinese 
NOCs in “Going Abroad” 

Chinese NOCs have both advantages and disad-
vantages for their overseas mergers and acquisitions 
(“M&A”) activities. One advantage is that they are fully 
backed by the support of the PRC government, as refl ect-
ed in China’s recent “oil diplomacy.” China has always 
enjoyed good relationships with countries in Asia, Africa 
and South America. The other advantage is that Chinese 
NOCs are cash-rich and staffed with young and edu-
cated people. China National Offshore Oil Corporation 
(CNOOC) has rich experience in dealing with western 
IOCs. 

Notwithstanding the above, there exists quite a num-
ber of disadvantages or diffi culties for Chinese NOCs in 
implementing the “going abroad” strategy. 



NYSBA  International Law Practicum  |  Spring 2007  |  Vol. 20  |  No. 1 51    

First, there are very few opportunities for Chinese 
NOCs to squeeze into the established oil and gas produc-
tion regions such as the Gulf of Mexico and the North 
Sea. Thus, Chinese NOCs are forced to turn elsewhere. 

Second, the political stability of some host countries 
has always been a big concern and a factor affecting 
NOCs’ operations in these countries.

Third, back in the PRC jurisdiction, all Chinese 
NOCs are subject to some sort of “red tape” or a set 
of rules before they are permitted to invest abroad. 
Furthermore, any change to the laws and regulations in 
China will also affect Chinese NOCs’ operations in their 
home jurisdiction, which will indirectly affect their abil-
ity to formulate and implement a long-term strategy for 
going abroad. At present, China is in the process of draft-
ing its own energy laws. Issues relating to monopoly, 
antitrust, price caps for downstream products, and the 
like, are still open for discussion. There is uncertainty as 
to how the law will address and resolve such issues. With 
the current price caps for downstream products, China 
National Petroleum Corp. (CNPC) and China Petroleum 
Chemical Corporation (SINOPEC) are burdened with 
negative margins in their domestic refi ning operations.

Fourth, Chinese NOCs still need to improve their 
corporate governance. SINOPEC and CNPC and their 
subsidiaries are still being operated much like a govern-
ment agency rather than commercial enterprises. 

Finally, Chinese NOCs are still in their M&A learning 
curve. Closing a deal does not necessarily mean the suc-
cessful completion of an acquisition. Integration with the 
local corporate culture, and the like, still remain big post-
closing challenges.

IV. China’s Major Players
There are three major Chinese NOCs, namely, CNPC, 

SINOPEC and CNOOC. Before the reform of China’s oil 
and gas sector in 1998, CNPC was specialized in the up-
stream, SINOPEC was the only major player for down-
stream and petrochemical business, while CNOOC was 
a developer of China’s offshore resources. By the reform 
in 1998, some upstream and downstream operations 
were liberalized among the Chinese NOCs, as a result 
of which CNPC was allowed to engage in downstream 
business and SINOPEC was permitted to go upstream.

The fi rst is CNPC. Its overseas arm, China National 
Oil and Gas Exploration and Development Corp. is 
charged with a role for overseas oil and gas expansion. 
CNPC has a listed company, PetroChina. CNPC group 
now has oil and gas assets in 22 countries. 

Another major player is SINOPEC. It is China’s 
second-largest oil producer and the country’s leading 
downstream and petrochemicals manufacturer. It has 

fewer fi nancial resources than CNPC/PetroChina and is 
currently burdened with negative margins in its domestic 
refi ning operations. SINOPEC’s international expansion 
moves have to date included a bias towards explora-
tion. Signifi cant acreage positions have been acquired in 
Kazakhstan, Yemen, Saudi Arabia, Myanmar (Burma) 
and Brazil. Exploration will continue to be an important 
theme in SINOPEC’s future expansion strategy.

The third major player is CNOOC, China’s offshore 
oil producer. It was established in the late 1970s for the 
express purpose of working with IOCs for joint develop-
ment of China’s offshore oil and gas projects. It holds a 
fi rst-mover advantage in the development of liquefi ed 
natural gas (LNG) import terminals in southern China. 
CNOOC made a string of overseas acquisitions in coun-
tries including Indonesia and Australia. Then in the sum-
mer of 2005 it lost out, partly due to U.S. government 
intervention, to the U.S. giant Chevron in a US $18.5 bil-
lion cash bid for Unocal. This failed attempt revealed the 
scale of its ambitions in the M&A market. It is expected 
that another acquisition attempt on the similar scale of 
Unocal is unlikely in the near term due to strong competi-
tion from IOCs, political opposition in the U.S., and the 
fear of another high profi le failure. CNOOC is likely to 
return its focus to asset and smaller corporate acquisitions 
that complement its existing business. The Asia-Pacifi c, 
Africa and Central Asia are likely to be the main areas of 
its attention, and further deals on the scale of the recent 
US $2.3 billion Nigeria deepwater acquisition can be 
expected.

V. Where Chinese NOCs Invest
China draws the majority of its overseas oil from the 

Middle East and southwest Asia. Its efforts to secure new 
foreign sources of petroleum are global in scope. Driven 
by the need to access natural resources, particularly oil 
and gas, Chinese NOCs have invested in the oil industry 
of scores of countries, which include Angola, Indonesia, 
Iran, Iraq, Kazakhstan, Sudan, Venezuela, Argentina, 
Brazil, Peru, Yemen, Canada, Colombia, Malaysia, 
Mexico, Mongolia, Papua New Guinea, and the United 
States, and the list expands almost daily. The M&A proj-
ects of China’s NOCs mostly took place in the developing 
countries, particularly certain African countries.

These projects are augmented by proposed pipelines 
with or in Russia, Turkmenistan, Thailand and possibly 
Pakistan, Afghanistan and Burma. CNPC is to build two 
12-billion Yuan (US $1.48 billion) pipelines to provide 
oil and gas from Russia and Kazakhstan to the center of 
China. 

At present, bilateral relationships between China and 
Arab countries are the best in history, and Arab countries 
are important trade partners for China. In 2005, China im-
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ported US $5.37 billion of oil and gas products from Arab 
countries and 55% of China’s imported LNG is from Arab 
countries. CNPC and SINOPEC have cooperated with 
Arab countries to a substantial degree. CNPC has had oil 
projects in seventeen Arab countries, with total invest-
ment worth as much as US $6 billion by the end of 2005 
(according to CNPC).

The pressure to look for oil has forced Chinese NOCs 
to turn to controversial countries, such as the Sudan and 
Iran, for possible M&A activities. Sudan is increasingly 
important as a source of China’s oil. CNPC is the largest 
foreign investor there. The decision of the United States 
to cut ties with the Sudan in the mid-1990s pressured 
western IOCs to withdraw but opened up an opportunity 
for China. SINOPEC was talking with Iran on the on-
shore Yadavaran oil fi eld in Iran, despite political uncer-
tainty in Tehran.

VI. Business Models
Chinese NOCs’ offshore M&A activities usually take 

the form of an acquisition of an interest in projects/blocks 
or of equity in project companies. In some cases, such 
acquisitions may be fi nanced by Chinese government 
credit lines. In other cases, Chinese NOCs’ acquisitions in 
the upstream sector may be coupled with infrastructure 
projects in host countries or with a package arrangement 
relating to oil and LNG trading transactions, thereby 
avoiding competition with other NOCs and IOCs in the 
M&A market in the upstream. 

In all these cases, we see comprehensive and fl exible 
tactics in implementing the “going abroad” strategy. To 
some industrial analysts, Chinese NOCs seem to have 
given unusual offers in bidding and private negotiations, 
but other analysts say that this can be justifi ed due to 
China’s urgent need for oil and gas resources based on 
long-term considerations.

VII. PRC’s Legal Requirements for Investment 
Overseas

China does not have a uniform energy law. Pieces of 
administrative legislation were issued by the National 
People’s Congress, the State Council and relevant minis-
tries. The PRC energy law system is fragmented. Many 
issues were left unregulated and subject to uncertainty as 
China’s energy law system is being built. Relevant energy 
laws include the following:

(1) PRC Regulations on Sino-Foreign Joint 
Development of Offshore Petroleum Resources;1 
PRC Regulations on Sino-Foreign Development of 
Onshore Petroleum Resources,2 which set up the 
framework for Chinese NOCs to cooperate with 
foreign oil companies in developing China’s off-
shore and onshore petroleum resources.

(2) Regulations on Protection of Oil and Gas 
Pipelines,3 which apply to both onshore and off-
shore oil and gas pipelines.

(3) PRC Energy Saving Law,4 which encourages 
conservation of energy and development of new 
energies.

In addition, there are numerous administrative laws 
and decrees and documents issued by relevant ministries, 
which more or less relate to development of oil and gas 
resources. 

The PRC government has been steadily liberalizing 
the regulatory regime applicable to investments abroad 
by Chinese companies. Under the applicable regulations, 
technically, a prospective acquirer would have to go 
through a variety of verifi cation and approval procedures 
before completing an overseas acquisition.

According to the Interim Measures on the Review 
of Overseas Investment Projects of the National 
Development and Reform Commission (NDRC), effective 
October 2004, project verifi cation is required for all types 
of investment transactions outside mainland China by 
PRC legal persons and their controlled overseas subsid-
iaries. Verifi cation and approval of overseas investment 
by PRC enterprises are also required pursuant to the 
Ministry of Commerce’s Regulations Regarding Approval 
Matters on Investment and Establishment of Enterprises 
Abroad, effective October 2004. State Administration of 
Foreign Exchange (SAFE) review is required if the PRC 
acquirers need to purchase foreign exchange funds, or use 
foreign exchange held by it in China, for the acquisition.

VIII. Future Trends 
While practically every country is trying to develop 

substitute energy products for strategic reasons and 
energy security, M&A activities will continue to be a 
hot area in the international scene. Going forward, the 
international upstream M&A market is likely to remain 
extremely active. If oil prices drop sharply, the fi nancially 
more secure and larger players will move to acquire the 
most attractive of the second-tier companies. 

On the scene of future M&A activities, state-owned 
oil companies in the developing countries (including 
Chinese NOCs) will become the major players to compete 
with the big western oil companies. IOCs will come face 
to face with state-owned oil companies from developing 
countries more often, not only as customers, partners, 
and custodians in developing a host country’s resources, 
but also as commercial competitors on the world stage. 
Cooperation between state-owned oil companies of the 
developing countries (e.g., by taking part in a joint bid) 
has focused more on long-term relationships. For in-
stance, state-owned oil companies from India and China 
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are basically competing with each other and have the 
same needs. However, they do cooperate with each other 
in some projects. By working together, acquisition costs 
will come down, while bargaining power goes up. For 
instance, along with CNPC and SINOPEC respectively, 
ONGC Videsh Limited (OVL) from India has acquired 
two key projects, one in Syria and the other in Columbia. 

The cooperation between state-owned oil companies 
of the developing countries and the western IOCs is 
evolving. On one hand, there is more competition and on 
the other hand, there will be opportunities for coopera-
tion on a project basis. State-owned oil companies of the 
developing countries would seek technology, expertise 
and capabilities that the western IOCs offer with regard 
to LNG, gas to liquids, secondary recovery, unconven-
tional oil and ultra-deep water activities. Whether in the 
form of cooperation or competition, state-owned oil com-

panies of the developing countries, especially Chinese 
NOCs, will surely play a more active role in the interna-
tional scene of M&A in the energy sector.

Endnotes
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Progress in Environmental Impact Assessment in China: 
The 2002 Environmental Impact Assessment Law 
By Hu Yuan

I. Background
Since 1979, the People’s Republic of China (PRC) has 

employed the concept of environmental impact assess-
ment (EIA) in its basic environmental protection law, as 
well as in many specialized environmental statutes. The 
fi rst EIA regulation, promulgated in 1986, focused on 
construction projects and was replaced by the Regulation 
on Construction Project Environmental Protection 
Administration of 1998, which is currently undergoing 
revision.

In addition to the lack of some crucial mechanisms, 
such as public participation and follow-up supervision, 
the previous regulation, with its focus on “construction 
projects,” had included within its scope governmentally 
funded projects and private projects but made no consid-
eration for governmental decision-making action. What 
is more, because it was issued by the State Council, the 
regulation had a relatively small impact, when compared 
with the overall importance of EIA.

The Environmental Impact Assessment Law of PRC 
(the “EIA LAW”) was hence enacted by the Standing 
Committee of the National People’s Congress (NPC) in 
2002 and took effect on 1 September 2003. The law con-
tains many new rules and serves as an EIA milestone for 
China.

II. Summary of Key Components of the Law
The EIA Law consists of fi ve chapters and 38 articles. 

It is the type of very general law that only provides an 
EIA framework and EIA guidelines.

A. Classes of Activities Subject to EIA

1.  EIAs Regarding Governmental Planning

One of the most important improvements made by 
the EIA Law is the fact that governmental planning is re-
quired to undergo an EIA although other kinds of govern-
mental decision-making actions, such as policy making 
and legislation, are still not subject to the EIA process. It 
should be noted that not all governmental planning re-
quires an EIA. Only governmental planning related to the 
economy and having an environmental impact are subject 
to the EIA process. Such planning includes the following 
two types:

(a) Guidance planning. Guidance planning is 
more comprehensive planning that serves 
as a directive for special planning. It refers 

to plans regarding land use, as well as 
plans regarding exploration, utilization 
and development in areas, river basins 
and sea areas that are drafted by relevant 
departments of the State Council, local 
people’s governments at or above the level 
of municipality (having districts) and their 
relevant departments.1

(b) Special planning. Special planning refers 
to plans concerning industry, agriculture, 
pasturage, forestry, energy, water 
conservancy, communications, urban 
construction, tourism and exploration of 
natural resources that are drafted by the 
relevant departments of the State Council, 
local people’s governments at or above the 
level of municipality (having districts) and 
their relevant departments.2

2. EIAs Regarding Construction Projects

 There is no defi nition in the law of what a con-
struction project is. Although, in a notice promulgated 
by the State Environmental Protection Administration 
(SEPA), a “project” is defi ned to include all kinds of de-
velopment and construction activities carried out with the 
means of fi xed assets investment which may be funded 
by the nation, collective economy, joint venture, stock 
association, foreign capital, capital from Hong Kong, 
Macao, Taiwan and individual business. Construction 
projects can be divided into four types: capital construc-
tions, technical rebuilding, real estate development and 
others. Service trades, such as the restaurant and enter-
tainment sectors, which may have environmental impact, 
are also within the jurisdiction of the regulation (i.e., they 
are regarded as construction projects).3  The law divides 
construction projects into the following three categories:

(a) Construction projects which have signifi cant 
potential environmental impacts must pre-
pare an EIA report.4 

(b) Construction projects which have minor po-
tential environmental impact must prepare an 
EIA report form.5 

(c) Construction projects which have very little 
potential environmental impact and do not 
need to carry out an environmental impact 
assessment must complete an EIA registra-
tion form.6 
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The Catalogue of Construction Project Environmental 
Protection Administration Classifi cations7 enumerates 
the specifi c project types. 

Unlike the National Environmental Policy Act 
(NEPA), the PRC law does not provide for a fi rst-stage 
environmental assessment to determine whether an EIA 
will actually be required. The types of plans and projects 
requiring an EIA are stipulated in the law and its imple-
menting regulations.

B. Timing of EIA

1. EIAs Regarding Governmental Planning

With respect to guidance planning, the relevant 
departments of the State Council, local people’s gov-
ernments at or above the level of municipality (having 
districts) and their relevant departments are to conduct 
environmental impact assessment during the course of 
the drafting of comprehensive plans.8 

With respect to special planning, the relevant depart-
ments of the State Council, local people’s governments 
at or above level of municipalities (having districts), and 
their relevant departments shall organize and conduct 
environmental impact assessments of relevant special 
plans prepared by them before the drafts of such spe-
cial plans are submitted for examination and approval. 
Generally the EIA can start to be prepared when the ini-
tial draft is prepared: the earlier, the better.9 

2. EIAs Regarding Construction Projects

The EIA is to be made at the feasibility-analysis stage 
of projects. For those construction projects that do not 
require feasibility analysis, all EIA documents are to be 
submitted before the start of construction.10 

C. Content of the EIA

1. EIAs Regarding Governmental Planning

With respect to guidance planning, the relevant de-
partments are simultaneously to prepare an EIA when 
drafting plans by including as part of the plans a de-
scription of the environmental impact of the plans. The 
portions of such a plan that deal with environmental im-
pact must provide analysis, forecasts and an assessment 
regarding potential environmental impact after plan 
implementation and must set forth countermeasures and 
means that would prevent or alleviate adverse environ-
mental impact.11 

With respect to special planning, the relevant depart-
ments are to submit environmental impact reports to the 
authority responsible for examining and approving such 
special plans. Environmental impact reports for special 
plans must include the following contents:12

(a) analysis, forecast and assessment regarding 
the potential environmental impact after 
implementation of the plans;

(b) measures and countermeasures to prevent or 
alleviate adverse environmental impact; and

(c) environmental impact assessment 
conclusions.

2. EIAs Regarding Construction Projects

For construction projects that have signifi cant poten-
tial environmental impacts, an EIA report comprehensive-
ly assessing the resulting environmental impact must be 
prepared. The environmental impact report for construc-
tion projects must include the following:13

(a) overview of the construction project;

(b) status quo of the surrounding environment of 
the construction project;

(c) analysis, forecast and assessment of the po-
tential environmental impact of the construc-
tion project;

(d) measures taken by the construction project 
for environmental protection as well as tech-
nical and economic demonstrations;

(e) analysis of economic gains and losses relating 
to the construction project’s environmental 
impact;

(f) recommendations for implementing envi-
ronmental monitoring of the construction 
projects;

(g) conclusions of the environmental impact 
assessment.

Construction projects that have minor potential en-
vironmental impact are to prepare an EIA report form in 
which an analysis or special assessment of resulting envi-
ronmental impact is to be conducted. SEPA is responsible 
for determining the content and format of the environ-
mental impact report forms.14 

Construction projects that have a very small potential 
environmental impact must complete an EIA registration 
form. SEPA is responsible for determining the content and 
format of the environmental impact report forms.15

The fact that the EIA Law does not require that an 
EIA include consideration of alternatives (including the 
alternative of “no action”) makes China’s EIA system less 
effi cient, although offi cials may consider alternatives in 
their decision-making process. 

E. Persons Responsible for Preparing EIA 
Documents

1. EIAs Regarding Governmental Planning

In connection with guidance planning, the relevant 
departments are simultaneously to prepare an EIA when 
drafting plans by including as part of the plans them-
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selves a description of the environmental impact of the 
plans. The departments responsible for drafting the plans 
are responsible for preparing the assessment.16 

With regard to special planning, the special planning 
drafting departments are to conduct the EIA separately 
from the process of making special plans, as follows:17 

(a) The departments can prepare environmental 
impact reports by themselves, by organizing 
experts from related departments and agen-
cies, or by fi nding special qualifi ed EIA insti-
tutions (which are not government-affi liated 
institutions).18 

(b) For special plans that may cause adverse 
environmental impact and directly affect the 
public, the departments drafting the special 
plan must, before the drafts of such plans 
are submitted for examination and approval, 
hold symposiums or hearings or otherwise 
solicit opinions on the environmental impact 
reports from relevant units, experts and the 
public. But cases in which secrecy is required 
by state regulations are excepted. The depart-
ments drafting special plans must conscien-
tiously consider the opinions of the public 
and must attach the explanations of its accep-
tance or non-acceptance of such opinions to 
the environmental impact report submitted 
for examination.19

2. EIAs Regarding Construction Projects 

For a construction project that requires an EIA report, 
the report is to be prepared by a specialized institution 
with corresponding environmental impact assessment 
qualifi cations, engaged by the construction entity to pro-
vide technical services.20

Except in conditions where secrecy is required by 
state stipulations, for construction projects that may have 
a major impact on the environment, the construction 
entity must, prior to the submission of the construction 
project EIA report for approval, hold symposiums or 
hearings or adopt other forms of soliciting the opinions 
of relevant entities, experts and the public. Explanations 
for the adoption or rejection of these opinions must be at-
tached to the environmental impact report submitted by 
the construction entity for approval.21 

For a construction project that requires only an EIA 
report form, the same applies as set out immediately 
above, that is, the construction entity must engage a 
qualifi ed special EIA institution to prepare the report 
form, but in this case there is no requirement for public 
participation.22 

For a construction project that requires only an EIA 
registration form, the construction entity is to complete 

the registration form, and there is no requirement for 
public participation.

F. Examination and Approval of EIA Documents

1. EIAs Involving Governmental Planning 

With respect to guidance planning, the examination 
and approval authority will not examine or approve any 
draft plans that do not include an assessment of their en-
vironmental impact.23 

With respect to special planning, the departments 
drafting the special plan must, when submitting the draft 
of the plan for approval, attach the environmental impact 
report and send it to the authority for examination. The 
authority may not approve a draft plan without an at-
tached environmental impact report.24 

Before the local people’s government at or above the 
municipality (having districts) level reviews the draft of 
a special plan and makes a decision, it must fi rst direct 
the environmental protection department or other depart-
ment to assemble experts and representatives of the rel-
evant departments to form an examination group to con-
duct an examination of the environmental impact report. 
The examination group is to provide a written opinion.25 

If the draft special plans are approved by the relevant 
departments of the people’s governments at or above pro-
vincial level, the approving authority is to send the EIA 
report relating to the special plan to the environmental 
protection administration at the same level to examine the 
report as well. The two departments are to assemble ex-
perts and representatives of the relevant departments to 
form an examination group to conduct an examination of 
the environmental impact report. The examination group 
is to provide a written opinion.26 

When examining and approving a draft special plans, 
the relevant department is to take into account the conclu-
sion of the environmental impact report and the examina-
tion opinion as an important basis for decision-making. 
In the event that the relevant authority does not adopt the 
conclusion and examination opinions, it must provide an 
explanation and record it for future reference.27 

After the implementation of a plan having a major 
impact on the environment, the drafting authority is to 
promptly organize a follow-up assessment of the environ-
mental impact and report the assessment result to the ex-
amination and approval authority. If an obvious adverse 
impact on the environment is discovered, measures for 
improvement must be put forward in due course.28 

2. EIAs Regarding Construction Projects 

The construction entity must submit the EIA docu-
ments relating to a construction project to the administra-
tive environmental protection department having author-
ity in accordance with relevant regulations.29 
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If there is a sector administrative department with ju-
risdiction over the construction project, the construction 
entity must submit the environmental impact report or 
report form to the corresponding administrative environ-
mental protection department after it has been subjected 
to preliminary examination by the sector administrative 
department. An EIA registration form, however, is not 
subject to such a requirement.30 

The authority is to make an examination and ap-
proval decision and give written notice to the construc-
tion entity within 60 days after receipt of an EIA report, 
within 30 days after receipt of an EIA report form, or 
within 15 days after receipt of an EIA registration form, 
respectively.31 

If any major changes occur after the approval of the 
EIA documents or if the start of construction occurs more 
than fi ve years after the date when the EIA documents 
are approved, the construction entity must re-submit the 
EIA documents.32 

If construction project EIA documents are not ex-
amined by the administrative environmental protection 
department stipulated by law or are not approved after 
examination, the project approval authority may not 
approve its construction, and the entity may not start 
construction.33 

In the course of construction, the construction entity 
must simultaneously implement the countermeasures 
for environmental protection raised in the EIA report, 
the EIA report form and the opinions of the approval 
authority.34 

In the course of the construction and operation of 
a project, if the circumstances surrounding the project 
become inconsistent with approved EIA documents, the 
construction entity must organize a post-assessment of 
the environmental impact, adopt corrective measures, 
and fi le a report with the original EIA documents ex-
amination authority and project approval authority. The 
original EIA documents examination authority may also 
ask the unit to prepare a post-assessment of environmen-
tal impact and take corrective measures.35 

III. Issues in Implementing the EIA Law

A. Compliance

1. Relatively High Rate of Violations 

Many construction entities begin construction proj-
ects without an EIA or without the approval of EIA docu-
ments. For instance, administrative environmental pro-
tection departments across the entire country inspected 
388 power station projects in 2005 and found that 139 of 
them started construction or operation without an EIA.36 

Some local environmental protection bureaus ille-
gally approve EIA documents, thereby violating the law. 

In Jiangxi Province, for example, many small paper mills 
and small cement factories were found to have had no 
EIA approval at all in 2004. However, in the inspection of 
more than ten small paper mills in 2005, almost all were 
found to have obtained the approvals of EIA documents 
although they are serious polluters.37

2. Reasons for Noncompliance 

China’s economy always appears overheating. The 
traditional concept of “economic development fi rst” still 
strongly affects decision-making. What is more, until now 
the achievements of local offi cials in their posts are basi-
cally evaluated by increases in GDP, which makes local 
governments too concerned about economic development 
while neglecting the environment. Moreover, local ad-
ministrative environmental protection departments may 
fail to fulfi ll their duty because of institutional and fi nan-
cial constraints. Regardless of the causes of environment 
degradation, both local governments and construction 
entities do not pay attention to EIA procedure even if it is 
required by law.

The penalty for violating the law is very low. In the 
event that a construction entity fails to submit the con-
struction project EIA documents for approval and begins 
construction without authorization, the administrative 
environmental protection department which has approval 
authority over the construction project can only instruct 
the unit to stop construction and to carry out supplemen-
tal formalities within a limited time. If the time limit is 
exceeded without handling the supplemental formalities, 
only a fi ne of RMB 50,000 to 200,000 can be imposed.38 
Such penalties are too weak to serve as adequate incen-
tives for entities to comply with the law. Even if found 
to have begun construction without EIA approval, a con-
struction entity need only supplement EIA procedure. 
Moreover, for those big projects, the maximum fi ne of 
RMB 200,000 (US $24,000) is far cheaper than the time-
consuming and costly EIA process.

B. EIA Quality 

The provisions relating to the EIA for governmental 
planning have been the most diffi cult of the provisions of 
the 2002 EIA Law to be fully implemented. Most depart-
ments have no idea how to prepare an EIA regarding gov-
ernmental planning. Only few governmental plans have 
conducted meaningful EIAs.39 

EIA documents for construction projects are not yet 
prepared in a professional manner nor are they effective. 
Some special environmental assessment institutions are 
irresponsible in their preparation of construction projects 
documents and may even fake an assessment.40

The reviews and examinations conducted in the ap-
proval process are often inadequate. Many local environ-
mental protection departments, especially those depart-
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ments at a low level, do not seriously examine the EIA 
documents, thereby making the EIA a mere formality.41 

A lack of technical expertise is one of the reasons 
for poor EIA quality. Determining the effects of human 
activities on the environment can be complicated. The 
current shortage of professional personnel and technical 
expertise contributes to the poor quality of EIAs in China, 
especially of EIAs relating to governmental planning.

The EIA Law is very general. Before a set of detailed 
procedures can be developed, there will be much fl ex-
ibility and uncertainty in the enforcement of the law. 
Although improvement is underway, rules have yet to 
be set for many matters, such as the management of the 
special, qualifi ed EIA institutions. Some special, quali-
fi ed EIA institutions may engage in dissembling or other 
deceptive practices in an effort to gain more customers, 
including unqualifi ed construction entities.

The dependence of local environmental protection 
departments on local government for fi nancing and 
staffi ng tends to make these departments lower their 
standards and view the EIA as no more than a routine 
procedure.

C. SEPA’s Efforts to Strengthen the EIA System

1. “Environmental Protection Storm”

On 18 January 2005, SEPA issued an edict ordering a 
halt to a total of 30 large construction projects. Breaches of 
environmental requirements were the main reason for the 
ban. Construction of these projects in 13 different prov-
inces, mostly in the power sector, had all begun without 
submitting an EIA. Three of the largest projects, namely, 
Xiluodu Hydropower Station on the upper Yangtze River, 
the underground power station at the Three Gorges 
Dam, and the Three Gorges project power supply station, 
stopped by SEPA are being built by the Three Gorges 
Project Development Corp. Until February 2005, all the 
projects had stopped construction and supplemented the 
EIA process or been fi ned. This event was later called the 
“Environmental Protection Storm.”42 

The “Storm” marked the fi st time that violations of 
the EIA Law were made known to the public since its 
implementation in 2003. The halt marked a major victory 
for the environmental protection administration in its 
fi ght against major environmental law violators, includ-
ing powerful state-owned enterprises. It not only taught 
those violators a lesson, but what is more important, 
enhanced the awareness of all of Chinese society about 
the necessity for the EIA process. Since the Storm, other 
violations of the EIA Law have often been made public 
on the Internet from time to time.

2. SEPA’s Efforts to Promote Public Participation

In 2005, SEPA held a public hearing on the 
Yuanmingyuan (a heritage park in Beijing, which was for-
merly an imperial garden) project to cover its lake beds 

with impermeable covers, presumably to conserve water. 
It was the fi rst public hearing.43

Although there are some articles providing for 
public involvement in the EIA Law, they are very am-
biguous and not practical. In February of 2006, SEPA 
enacted Provisional Measures on Public Participation 
in Environmental Impact Assessment. These measures 
represent the fi rst regulation on public participation 
and aim at strengthening public surveillance to help the 
government improve its policy-making and credibility. 
According to SEPA, the Provisional Measures are the fi rst 
step; an environmental information disclosure system will 
also be established to ensure transparency in decision-
making and the effi cacy of public participation.44 

3. Other Efforts

Other efforts to make the EIA Law more practical and 
effective include a series of regulations that have been 
promulgated, including the following:

(a) Provisions on Special Planning 
Environmental Impact Report Examination, 
SEPA, 2003;

(b) Administrative Measures on Managing 
Expert Databases for Environmental Impact 
Evaluations, SEPA, 2003;

(c) Provisional Measures on Holding Hearings 
for Administrative Licenses Relating to 
Environmental Protection, SEPA, 2004;

(d) Technical Guidelines for Environmental Risk 
Assessment on Projects RI/T169-2004, SEPA, 
2004;

(e) Provisional Measures on Registering and 
Managing EIA Engineer Professional 
Competence, SEPA, 2005;

(f) Construction Project Environmental 
Protection Management Regulation (draft of 
amendment), SEPA, 2005;

(g) Administrative Measures on the Qualifi cation 
of Environment Impact Assessment 
Institutions, SEPA, 2005; and

(h) Provisional Measures on Public Participation 
in Environmental Impact Assessment, SEPA, 
2006.

It is said that the environmental protection appearances 
of the local offi cials will be taken into account when 
evaluating their achievements in post in 2007. This may 
fundamentally change the current compliance situation, 
especially for those violations of local governments.

All the previous show a tendency—that the law will 
be more strictly implemented in the future.
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Chinese Employment and Labor Law:
Current Status and Future Developments
By Junlu Jiang

I. Introduction
This article gives an overview of the current labor 

laws in the People’s Republic of China and provides 
a brief analysis of the latest developments. The article 
consists of two parts: The fi rst part deals with legal regu-
lations and policies currently in force; the second part 
introduces the proposed legislation on employment con-
tract law, where some comments are also put forward for 
discussion.

II. Status Quo
The Labor Law of the People’s Republic of China 

(hereinafter referred as the “Labor Law”),1 adopted by the 
Standing Committee of the National People’s Congress in 
1994, serves now as the basic system of rules in the area of 
employment and labor law. Its position and stipulations 
on some important issues are summarized below.

A. Termination of Employment Contracts

In China it is diffi cult for an employer to terminate an 
employment contract before expiry. Under the Labor Law, 
an employer may terminate an employment contract be-
fore its expiry in the following four situations:

• Article 24: An employment contract may be ter-
minated upon agreement of parties concerned 
through consultation. 

• Article 25: An employer may terminate an employ-
ment contract if one of the following cases occurs: 
1) a worker is proved to be not up to the employ-
ment standards within the probationary period; 2) 
an employee has seriously violated labor discipline 
or the rules and regulations laid down by the em-
ployer; 3) an employee is in serious dereliction of 
duty or has resorted to deception for personal gains 
and caused serious losses to the interests of the em-
ployer; 4) an employee has been affi xed with crimi-
nal responsibility. 

• Article 26: In one of the following cases, an em-
ployer may terminate an employment contract, but 
must give a written notice to the employee thirty 
days in advance: 1) an employee, after a treatment 
of disease or non-job-related injuries, is unable to 
do the job assigned by the employer; 2) an em-
ployee is not competent for the job assigned to him 
and still falls short of the standards even after be-
ing trained or given other jobs; 3) an employment 
contract can no longer be performed due to major 
changes in the objective conditions of the employer 

and a revision cannot be reached through consulta-
tion by both parties. 

• Article 27: When an employer needs to cut employ-
ment due to near bankruptcy and in a period of 
legal rectifi cation or due to diffi culties in its produc-
tion or business operations, the trade union or all 
the workers are to be informed of the true situation, 
with their opinions heard and conveyed by the em-
ployer to the labor administration department. If 
an employer who has cut employment according to 
the provisions of this article recruits workers again 
within six months, priority is to be given to the em-
ployees who were formerly discharged.

However, the right of the employer to dismiss an em-
ployee under certain of the above provisions is restricted 
under the following circumstances. Thus, according to 
Article 29 of the Labor Law, the employer is prohibited 
from terminating the employment contract in accordance 
with Articles 26 and 27 where any one of the following 
circumstances arises: 1) an employee has been confi rmed 
to have lost totally or partially the capability to work due 
to occupational disease or a job-related injury; 2) an em-
ployee is in the period of treatment for diseases or inju-
ries; 3) a woman employee is in the pregnancy, lying-in or 
breast-feeding period; 4) certain other cases as provided 
for by law or administrative decrees.

Of course a resignation by an employee can as a mat-
ter of law be accepted.

B. Overtime and Work Hours

1. Standard Working Hours

The term “standard working hours” refers to the 
working hour system implemented by employers under 
normal conditions, as stipulated by the laws and regu-
lations, and is divided into daily and weekly working 
hours. “Standard daily working hours,” also called a 
working day, are the working hours arranged by an em-
ployer for each 24-hour period, from morning to evening. 
“Standard weekly working hours,” also called a working 
week, are the working hours arranged by an employer 
for each seven-day week. According to the standards for 
working hours currently implemented by the Chinese 
Government, a working day consists of eight hours and 
a working week consists of forty hours over a fi ve-day 
week.

An employer that cannot satisfy the above require-
ments mandated by Articles 36 and 38 of the Labor Law 
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because of special production circumstances may imple-
ment other measures for work and rest time in accor-
dance with the requirements of Article 39 of the Labor 
Law and with the approval from the labor administration 
department. For example, it may adopt fl exible measures 
for arranging work and rest time. More specifi cally, an 
enterprise may implement a system of non-fi xed working 
hours or a system of comprehensive calculation of work-
ing hours according to the enterprise’s special production 
circumstances, the special nature of the work involved, 
or the individual employee’s position. 

Note that a “non-fi xed working hour system” is a 
system whereby working hours are not calculated ac-
cording to a fi xed-length working day. Following ap-
proval from the labor administration department of 
the People’s Government, employers which adopt a 
non-fi xed working hour system will not be subject to the 
restrictions set out in Article 41 of the Labor Law relating 
to extended standard daily working hours and extended 
standard monthly working hours. However, such an em-
ployer must adopt fl exible working hours and other suit-
able work and rest time options so as to guarantee the 
right of its employees to take rest and holidays as well as 
fulfi ll their production and work assignments. 

An enterprise may implement a system of non-fi xed 
working hours for any of the following employees:2

• Senior managerial personnel, fi eld personnel, sales 
personnel, some shift employees and other em-
ployees of an enterprise whose standard working 
hours cannot be assessed owing to the nature of 
their work. 

• Long-distance transport personnel of an enterprise, 
taxi drivers, some railroad, port and warehouse 
personnel engaged in loading and unloading of 
cargo, and other employees who are required to 
work on an ad hoc basis due to the special nature 
of their work. 

• Other employees for whom the system of non-
fi xed working hours is suitable due to the special 
circumstances of production, special work require-
ments, or the scope of their job duties. 

2. Extension of Working Hours

The term “extension of working hours” is referred 
to in Article 41 of the Labor Law and includes overtime 
worked during normal working days and also overtime 
worked on rest days and legal holidays. Specifi cally, the 
total amount of overtime worked on normal weekdays, 
rest days and legal holidays is not to exceed thirty-six 
hours per month. Until such time as the legislative arm 
of the PRC enacts legislation providing further interpre-
tation of this regulation, it is to be enforced accordingly. 

According to Article 44 of the Labor Law, when ar-
ranging the overtime pay for a worker’s overtime, the 
enterprise is to pay not less than one hundred fi fty per-
cent of the normal wage. When arranging for employees 
to work overtime during rest days, the employer should 
fi rst consider making arrangements for employees to 
take alternative rest days, but when such alternative rest 
days cannot be arranged, the employer is to pay such 
employees no less than two hundred percent of their 
normal wage. Alternative rest time should be provided in 
the same time period as the overworked time. When ar-
ranging for employees to work during a legal holiday, the 
employer should pay no less than three hundred percent 
of their normal wage, and in general alternative rest days 
may not be used to substitute legal holidays.

C. Vacation and Holidays

1. Holidays

According to the stipulations of the Labor Law and 
the Measure Regarding National Standards for Annual and 
Commemorative Holidays (revised by the State Council on 
18 September 1999), employees are entitled to two days of 
rest per work week. Each employee is entitled to a total of 
ten legal holidays every year as follows: 

• New Year’s Day (1 January)—one day

• Chinese New Year/Spring Festival (the fi rst, second 
and third days of the fi rst month of the lunar calen-
dar)—three days

• Labor Day (1, 2 and 3 May)—three days

• National Day (1, 2 and 3 October)—three days

In addition to the above, there are certain holidays 
which are eligible for certain employees, but not all. For 
example, there is Women’s Day (8 March), which is a 
half-day off for all female employees. And there are those 
traditional holidays observed in accordance with the cus-
toms of ethnic minorities that are stipulated as holidays 
by the People’s Government at the provincial level of the 
relevant ethnic minority regions. 

Should any of the above national holidays fall on 
weekends (i.e., Saturday or Sunday), employees are eligi-
ble for additional day(s) off on the following work day(s). 
Those holidays which are observed by certain group of 
ethnic minorities, but not all, which are not stipulated 
by the People’s Government, are not to be carried over 
and taken on the next workday, should they fall on a 
weekend. 

2. Leave

(i) Annual Leave

Employees who have worked for longer than one 
year continuously are entitled to annual leave with pay. 
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Specifi cally, Article 45 of the Labor Law stipulates that:

The State shall implement a system of 
paid annual leave. Employees who have 
worked continuously for at least one year 
are entitled to annual leave, the detailed 
measures for which shall be stipulated by 
the State Council. 

However, the State Council has not promulgated the 
detailed measures. Until the State Council promulgates 
those measures, enterprises should continue to adhere 
to the Notice on Issues concerning Employees’ Annual 
Leave, jointly promulgated on 15 June 1991 by the 
Central Committee of the Chinese Communist Party and 
the State Council. This notice stipulates that:

When determining the amount of an-
nual leave to be given to employees, the 
enterprise shall differentiate among vari-
ous factors, such as the work obligations, 
qualifi cations and work experience and 
position of the different types of employ-
ees as well as other factors. However, in 
any event, annual leave may not exceed 
two weeks. 

Therefore, although employees are entitled to annual 
leave, the management personnel of the enterprise has 
the discretion to grant the appropriate amount of time 
for annual leave to employees according to their qualifi -
cations, work experience and position in the enterprise, 
subject to the legally mandated two-week limit. 

(ii) Family Leave (Covering Employees in State-
Owned Enterprises)

According to the Regulations Regarding Family 
Leave for Employees,3 an employee who has worked for 
more than one year, who does not live with his or her 
spouse, and who is unable to visit the spouse on public 
rest days (weekends), is entitled to take leave in order to 
visit his or her spouse. An employee who has worked for 
more than one year, and does not live with his or her par-
ents and is unable to visit the parents on public rest days 
(weekends), is entitled to take leave in order to visit the 
parents. 

The term “parents” here includes the adults who 
raised the employee as a child and relatives whom the 
employee is currently supporting. It does not, however, 
include parents-in-law. The family leave regulations for 
married and unmarried employees are as follows:

– Married employees are given one thirty-day pe-
riod per annum to visit their spouses.

– Married employees are given one twenty-day pe-
riod for every four years to visit their parents. 

– Unmarried employees should, in principle, be giv-
en one twenty-day period per annum to visit their 

parents. If, due to work requirements, the employ-
er is unable to give family leave, or if the employee 
agrees to do so, family leave may be taken as one 
forty-fi ve-day period every two years. 

The period of family leave consists of the time for the 
employee visiting his or her spouse or parents and, in 
addition, the time period of leave granted for traveling, 
as the actual circumstances require. The aforementioned 
leave periods all include public legal holidays and legally 
stipulated holidays within the period granted. 

D. Social Insurances
In China social insurances are regulated by the Labor 

Law, which covers pension, medical care, work injury and 
unemployment as well as maternity.

1. Basic Pension

Pursuant to the Labor Law, both employer and em-
ployee are required to pay basic pension insurance premi-
ums, and should make full payment on time. Where pre-
miums are not paid in full and on time, the corresponding 
amounts will not be credited to the employees’ individual 
accounts, and the pension fund will not cover the cost 
of such retired employees. The employer has the duty to 
withhold such payments from the employee’s salary.

2. Enterprise Supplementary Pension Insurance

The term “enterprise supplementary pension insur-
ance” refers to a type of social insurance provided in 
addition to basic pension insurance, which the Chinese 
Government encourages enterprises to establish on be-
half of their employees, in accordance with the fi nancial 
status of the enterprise, after basic pension contributions 
have been promptly made in full. It is a second “tier” of 
the pension insurance system and plays a complemen-
tary role to the basic pension insurance: Employers often 
provide supplementary pension insurance to their key or 
outstanding employees as an incentive, in order to retain 
such employees and increase morale.

Social insurance and commercial insurance are differ-
ent from each other. The social insurance is implemented 
by the state in accordance with the laws and administra-
tive regulations and is therefore mandatory: Such social 
insurance aims to provide fair and reasonable welfare and 
basic protection for the livelihood of employees and is not 
intended to make a profi t. On the other hand, commercial 
insurance establishes a relationship on the principles of 
mutual consent and fairness between the insurance com-
pany, whose intention is to make profi t, and the insured.

E. Medical and Maternity Leave

1. Medical Leave Period for Enterprise Employees 
for Illness or Non-Work-Related Injuries

According to the Regulations for the Medical Leave 
Period for Enterprise Employees for Illness or Non-



NYSBA  International Law Practicum  |  Spring 2007  |  Vol. 20  |  No. 1 63    

Work-Related Injuries, when an enterprise’s employees 
must stop work due to illness or non-work-related in-
juries and must undergo medical treatment, a medical 
leave period of between three and twenty-four months 
is to be provided for the employee, according to the em-
ployee’s actual number of years of employment with the 
prior employer and the number of years of employment 
with the current employer. 

Employees who have actually worked for fewer than 
ten years in total, including prior employment, and fewer 
than fi ve years with the current employer, are eligible for 
up to three months of medical leave, and those who have 
worked for more than fi ve years with the current em-
ployer are eligible for up to six months of medical leave.

Employees who have actually worked for more than 
ten years in total, including prior employment, but fewer 
than fi ve years with the current employer, are eligible 
for up to six months of medical leave, and those who 
have worked for more than fi ve years with the current 
employer are eligible for up to nine months of medical 
leave. Those who have worked with the current em-
ployer for between ten and fi fteen years are to be given 
twelve months of medical leave, those who have worked 
with the current employer for between fi fteen and 
twenty years are to be given 18 months of medical leave. 
Finally, those who have worked with the current employ-
er for more than twenty years are to be given twenty-four 
months medical leave.

The foregoing is set out in the following chart.

Entitlement to medical leave period

Total years 
worked

Employment with the 
enterprise

Medical 
treatment 
period 
(months)

Fewer than 10 
years

Fewer than 5years 3

More than 5years 6

More than 10 
years

Fewer than 5 years 6

5-10 years 9

10-15 years 12

15-20 years 18

More than 20 years 24

Employees entitled to three months of medical leave 
are allowed to take a total period of six months medical 
leave; those entitled to six months are allowed to take a 
total period of twelve months medical leave; those en-
titled to nine months are allowed to take a total of fi fteen 
months medical leave; those entitled to twelve months 
are allowed take a total of eighteen months of medical 
leave; those entitled to eighteen months are allowed to 
take a total of twenty-four months medical leave; those 
entitled to 24 months are allowed to take a total of thirty 
months medical leave. 

Medical leave period 
(months)

Total period allowed for 
medical leave (months)

3 6

6 12

9 15

12 18

18 24

24 30

During an employee’s medical leave period, the 
employees’ sick pay, illness relief funds and medical 
treatment will be implemented in accordance with the rel-
evant regulations. 

In addition, employees who have serious illness (such 
as cancer, mental illness or paralysis) and fail to recover 
within twenty-four months are entitled to extend the 
medical treatment period upon approval by the enterprise 
and the supervisory labor department.4

2. Maternity Leave

Female employees who have not violated the relevant 
state regulations on family planning are entitled to the 
following maternity leave.5

• Female employees are eligible for no fewer than 
ninety days of maternity leave, including fi fteen 
days before childbirth and seventy-fi ve days after-
ward. 

• For female employees who experience a diffi cult 
childbirth, fi fteen extra days may be added. If the 
female employee gives birth to more than one child, 
fi fteen extra days may be added for each additional 
child in one delivery.

• For female employees who have a miscarriage, the 
enterprise is to grant maternity leave based upon 
documentation from the medical department. 
Female employees are entitled to fi fteen to thirty 
days of maternity leave after a miscarriage in the 
fi rst four months of pregnancy and forty days ma-
ternity leave for a miscarriage after four months of 
pregnancy.

F. Work Injury Benefi ts

All types of enterprise and individual industrial and 
commercial business operators who hire workers in the 
PRC are to participate and purchase work injury insur-
ance stipulated in the Regulation for Work Injury Insurance 
and pay premiums for work-related injury insurance for 
all staff and workers hired. 

An employee who suffers a work-related injury or 
from an occupational disease and requires temporary ab-
sence from work in order to receive treatment during the 



64 NYSBA  International Law Practicum  |  Spring 2007  |  Vol. 20  |  No. 1        

paid medical leave period will receive the original salary 
and benefi t and be paid by the employer monthly.

An employee who suffers from a work-related injury 
may request termination of the employment relationship 
with the employer, and the employer will make a one-
time payment of a medical subsidy for the work-related 
injury and an employment subsidy for the injured em-
ployee. The specifi c amount will be determined by the 
appropriate governmental authority of the province, au-
tonomous region or centrally-administered municipality. 

The benefi ts available for employees injured in the 
course of work in Beijing are prescribed in accordance 
with Article 15 and Article 18 of the Regulation for Work 
Injury Insurance for People Working for Enterprises in Beijing.

G. Retirement / Pension Benefi ts

Article 73 of the Labor Law stipulates that employees 
are to receive the following social insurance benefi ts in 
accordance with the law:

• Pension benefi ts following retirement (male em-
ployees who have reached the age of sixty or fe-
male employees who have reached the age of fi fty 
(blue collar workers) or the age of fi fty-fi ve (while 
collar workers) whose continuous time worked to-
tals ten years.

• Medical treatment benefi ts for persons suffering 
from an illness or non-work-related injury.

• Work-related injury benefi ts for persons who are 
disabled as a result of a work-related injury or who 
suffer from an occupational disease.

• Unemployment benefi ts for persons who are un-
employed.

• Maternity benefi ts for females who give birth to 
children. 

Employers should provide social insurance for their 
employees through the local insurance organizations, in 
accordance with the type of social insurance and contri-
bution standards stipulated in the Labor Law and other 
laws. Enterprises should promptly make contributions in 
full payment to the corresponding insurance funds.

H. Housing Allowance

The development of housing funds has been benefi -
cial to managers and employees of FIEs (Foreign Invested 
Enterprises) in a number of ways. By contributing a rela-
tively small amount, the employer can participate in the 
housing fund system without penalty.

Foreign enterprises and their employees in Beijing 
are to contribute to the social insurance funds and the 
Housing Fund as follows:

Contribution Rates in Beijing

         Contributor

Fund

Employer Employee
(Percentage 

of individual 
wage)

Basic Pension 19% 7%

Basic Medical 
Insurance

9% 1%

Unemployment 
Insurance

1.5%
of total payroll

0.5%

Work-related 
Injury Insurance

0.2%-1.9%
of total payroll

Does not 
contribute

Maternity 
Insurance

Not Applicable

Housing Fund 10% employee’s 
actual wage

10%

I. Restrictions on Confi dentiality Agreements and 
Non-Compete Agreements

A “trade secret” refers to proprietary technical infor-
mation and business information relating to production, 
sales and operations that is unknown to the public, is of 
economic benefi t to employer, has a practical application, 
and for which reasonable protective measures have been 
adopted by the employer (regardless of the type of medi-
um on which the trade secret is stored or recorded). If the 
above information has fallen into the public domain, the 
company cannot list them as its own secret information.

Under Chinese Law, the term of the non-compete 
obligation may not exceed three years and the company 
must pay the employee the agreed-upon amount of mon-
etary compensation in consideration of his/her perfor-
mance of the non-compete obligations, failing which the 
employee can not be legally obligated to adhere to such 
obligation. 

III. Proposed Developments
In November 2005, the proposed draft Employment 

Contract Law was approved by the State Council for sub-
mission to the NPC Standing Committee for its ratifi ca-
tion. The fi rst deliberation has already been fi nished, and 
the second began in October 2006. As another principal 
law in this area, it is expected to promote greatly the de-
velopment of Chinese labor law. This part of this article 
deals with some problems emerging in the course of the 
discussions concerning the draft. The answers set forth 
below to these questions represent only personal opinions 
and may deviate from the offi cial Employment Contract 
Law fi nally promulgated.
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A. Enterprises that Fail to Sign Employment 
Contracts with their Employees

China’s current Labor Law requires an employer to 
enter into a written employment contract with each em-
ployee when an employment relationship is established 
between the two. The legitimacy of oral employment 
contracts is generally not recognized by law, unless the 
employer and the employee have no disagreement on the 
content of the contract. In normal cases, the supervisory 
body6 of the Ministry of Labor and Social Security will 
impose an administrative penalty on the entities or in-
dividuals who fail to sign an employment contract with 
their employees upon the establishment of an employ-
ment relationship. 

The Employment Contract Law draft also stipulates 
the duration of employment contracts and imposes 
heavier legal obligations on employers who fail to sign 
employment contracts with their employees. Where the 
employer fails to sign a contract with the employee, the 
duration of the employment relationship is deemed to 
be for an indefi nite period, or a long-term employment 
contract. (Some academics recommended that it should 
default into a three-year contract.) Considering the strict 
restrictions of the current Labor Law on the termination 
of employment contracts, such long-term contracts are 
likely to impose substantial pressure on employers in 
terms of the fl exibility of their recruitment. 

Enterprises should pay great attention to the con-
cern and attitude of the Employment Contract Law draft 
toward enterprises that fail to enter into employment 
contracts with their employees. They should enter into 
fi xed-term employment contracts with their employees 
according their actual needs. 

B. Employers’ Obligation to Compensate 
Employees upon the Termination of Employment 
Contracts

China’s current Labor Law does not require employ-
ers to compensate their employees when an employment 
contract is terminated upon expiration. However, some 
provinces or municipalities, such as Fujian province, 
have local regulations or rules that require employers to 
do so. 

Compensation refers to money received by the 
employee from the former employer for purposes of 
the employee’s living and job hunting expenses after 
the contract termination. This is remuneration paid in 
another form to reward the employee for his or her con-
tribution to the employer. Under the current Labor Law, 
employees whose employment contracts are terminated 
due to their incompetence may still receive compen-
sation. However, the employees whose contracts are 
terminated upon the expiration the contract (where no 
mistakes are made) are not entitled to such compensa-

tion. Such a practice has been considered inequitable. 
More importantly, the fact that employees are not entitled 
to compensation upon the expiration of the employment 
contract has resulted in the prevalence of short-term em-
ployment contracts, and the tendency of employers to 
favor shortening the contract duration. This phenomenon 
has attracted the attention of the whole society. 

Since China’s Labor Law sets stringent restrictions on 
the rescission of employment relationships but overlooks 
the imposition of restrictions on the termination of em-
ployment contracts, a large number of enterprises choose 
to sign one-year contracts with their employees to get 
around the labor law’s restriction on prematurely rescind-
ing employment contracts. 

In the discussions about the draft Employment 
Contract Law, the issue of appropriate measures to com-
bat the tendency of shortening employment contract 
durations attracted a lot of attention. One suggested 
measure is to require enterprises to deem employment 
contracts automatically renewed twice as long-term con-
tracts; another is to require enterprises to compensate 
their employees upon the expiration of the contract. For 
each year the employee served in the organization, the 
employee should receive one or two months’ pay as com-
pensation. The latter measure has received more wide-
spread support. 

Pursuant to these views, it is crucial for enterprises to 
make adjustments to their human resources policies and 
systems and to decide on the duration of employment 
contracts, modify staff handbooks, establish or revise per-
formance appraisals and punishment criteria according 
their situation and needs. This way, enterprises can keep 
the people they need and let go of the ones they don’t 
need.

C. Statutory Requirements on Enterprises’ Internal 
Labor Rules

The concept of “internal labor rules” of an enterprise 
refers to the system of day-to-day human resources man-
agement, including documents setting forth the specifi c 
rights and obligations of the employees. Enterprises may 
manage their staff according to their internal labor rules, 
but, thus far, the law is silent on such internal labor rules. 
The draft Employment Contract Law sets forth various 
provisions to fi ll this gap. 

The draft requires employers to create internal labor 
rules in areas such as security and hygiene, workplace 
discipline, leave and vacation, and employment contract 
management. This is done to provide security to the em-
ployees’ rights and certainty in regard to obligations of 
employment. 

The draft provides that employers are to solicit the 
opinions of their employees’ union when drafting and 
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modifying their internal labor rules. Where no employ-
ees’ union has been established in the enterprise, the em-
ployer is to hold hearings among the employees.

The draft also stipulates that the internal labor rules 
created by employers are to be effective on the day that 
employees are offi cially given notice and are to be bind-
ing on both the employer and the employee. Internal 
labor rules may be invalidated by the Ministry of Labor 
and Social Security, the Labor Dispute Arbitration 
Commission, and the courts. 

When a dispute arises between an employer and em-
ployee where an employee claims an internal labor rule 
to be invalid, the employer is to bear the burden of pro-
ducing evidence to show that the relevant internal rule(s) 
complies with the requirements of the draft Employment 
Contract Law. If the employer fails to meet its burden, the 
penalty that the employer has imposed on the employee 
pursuant to such rule(s) may be revoked. In practice, 
an employer’s most effective way of providing notice is 
still to ask the employees to sign a written confi rmation. 
Employers should be very wary about notifying employ-
ees via email. 

D. Employees of “Labor Dispatch Agencies” 

The hiring of workers from so-called “labor dispatch 
agencies” has attracted considerable attention. The draft 
Employment Contract Law is especially concerned about 
the potential detrimental effects such a phenomenon may 
have on workers’ rights. 

Labor dispatch agencies differ from employment 
agencies and headhunting fi rms. The former employ and 
enter into employment contracts with the laborers them-
selves, dispatching the laborers to enterprises in need of 
the laborers. The enterprises where the laborers actually 
work (the so-called “end employer”) only need to pay 
the labor dispatch agency a commission and do not have 
an obligation to pay the laborers’ wages, or contribute 
to the laborers’ social security or housing funds. Rather, 
these obligations are fulfi lled by the labor dispatch agen-
cies themselves. Employment agencies and headhunting 
fi rms do not establish contractual labor relations with the 
referred employees, nor do they contribute to laborers’ 
social security or housing funds. 

The draft confi rms the legitimacy of labor dispatch 
agencies, but requires that such companies obtain certifi -
cation before conducting business and entering into the 
employment contract with the employee. In addition, the 
draft requires labor dispatch agencies to enter into a labor 
dispatch agreement with the “end-employer” enterprise 
where the employee will be working. Such agreement 
must specify the following terms:

– the name of the dispatched laborer;

– the role of the dispatched laborer;

– the place of work;

– the duration of dispatch;

– the end-employer’s detailed expectations of the la-
borer; and

– the breakdown regarding which obligations to 
the laborer are to be fulfi lled by the labor dispatch 
agency and which are to be performed by the end-
employer. (The laborer is to be informed of the con-
tent of such agreement.) 

The draft also requires the end-employer to refrain 
from using the laborer in a manner not contemplated by 
the labor dispatch agreement and prohibits such an entity 
from dispatching the laborer to other entities. 

The draft further provides that, if the dispatch agency 
seeks to alter or terminate the employment contract, the 
laborer can communicate directly with the end-employer. 
In such an event, the end-employer bears the obligation of 
facilitating the negotiations between the laborer and labor 
dispatch agency. 

The draft stipulates that the end-employer is respon-
sible for ensuring that the labor dispatch agency does 
not take any illegal actions, such as docking the laborers’ 
wages. The end-employer is jointly and severally liable 
for such acts. 

The latest news is that, because of strong disagree-
ment from the labor dispatch companies, the draft elimi-
nates the restriction on a maximum one-year dispatched 
period.

E. The Representative Offi ces of Foreign Companies 

At present, the representative offi ces of foreign com-
panies in China do not have the right to hire employees 
directly and may only recruit staff through foreign en-
terprise service institutions that enter into employment 
contracts with personnel. Such an arrangement is ir-
reconcilable with the labor reforms contemplated by the 
Employment Contract Law and is likely to complicate 
labor relations if left standing.

The draft leans towards permitting representative 
offi ces to enter into contractual labor relationships as em-
ployers and deems that the Employment Contract Law be 
applicable to such situations. 

F. Specifi c Provisions on Non-Compete Clauses

The operation of non-compete clauses was a hotly 
debated issue during the drafting deliberations of the 
Employment Contract Law. The current labor law does 
not include provisions regulating non-compete clauses, 
despite the fact that such clauses are widely employed 
in certain industries, including IT for example. How the 
Employment Contract Law should deal with non-com-
pete clauses was an issue that drew a lot of attention. 
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The draft Employment Contract Law permits em-
ployers to include non-compete clauses in their employ-
ment contracts vis-à-vis employees with knowledge of 
trade secrets or to sign separate non-compete agreements 
with such employees. Pursuant to such an agreement, the 
subject employee is prohibited from working for other 
employers that manufacture the same type of products or 
operate the same kind of business as the employer, and 
from starting his or her own business that manufactures 
similar products, or provides similar services that may 
be in competition with the employer, for a certain period 
after the termination or rescission of the employment 
contract. In the event of breach, the employee is liable to 
the employer for damages. The draft also requires non-
compete clauses to include a provision obligating the em-
ployer to compensate the employee for such restrictions 
upon the termination or rescission of the contract. The 
compensation for a non-compete clause/agreement is to 
be no less than the annual pay that the employee would 
receive from the employer under the employment con-
tract, regardless of the duration of the restriction. Some 
experts oppose the implementation of such a require-
ment on the ground that the amount of compensation 
given should relate to the duration of the non-compete 
restriction. They propose that the compensation should 
be one-third of the pay that the employee would receive 
from the employer during the non-compete period. The 
damages imposed for breach of a non-compete clause 
are to be no more than twice the compensation the em-
ployer must pay the employee in consideration for such 
restriction. 

The draft provides that the geographic scope of non-
compete clause/agreements must be limited to cover 
only regions where the actual competition with the em-
ployer may occur. The duration of non-compete clause/
agreement may not be longer than two years, which is 
one year shorter than the current duration of such claus-
es /agreements in practice. 

In addition, the draft provides that non-compete 
clauses will be held invalid in the following situations: 

• Where the trade secrets of the employer have al-
ready been published or no longer have an impact 
on the employer’s interests.

• Where the employer fails to compensate the em-
ployee for the non-compete clause/agreement as 
agreed upon after the termination or rescission of 
the employment contract.

G. The Principle of Employee Protection

Although the principle of employee protection was 
not expressly included in the draft Employment Contract 
Law, that principle is embodied in specifi c clauses.

For instance, where the employee and the employer 
dispute the interpretation of the clauses of the employ-
ment contract, the draft provides that such clauses are to 
be interpreted in a way that is favorable to the employee. 
This follows the principle of contra proferentum, in that the 
language of an employment contract is normally drafted 
by the employer. 

In terms of the renewal of employment contracts, the 
draft requires employers to perform employment renewal 
formalities before the expiration of the contract. If an 
employee continues to work for the employer after the 
expiration of the employment contract, the contract will 
be deemed automatically renewed if the employer failed 
to negotiate a new contract. 

The draft also requires employers to remunerate em-
ployees for work already performed where the employ-
ment contract is invalidated or rescinded, except in cir-
cumstances where the employee is engaged in malicious 
collusion or such remuneration would impair the public 
policy interests of the nation, collectives or third parties. 
The amount of the remuneration may be negotiated by 
the employer and the employee. If such negotiation fails, 
the remuneration of employees recruited by the enter-
prise in similar roles may be used as a benchmark.

Where the employment contract confl icts with col-
lective contracts or state regulations, the employer and 
employee may renegotiate if (i) the remuneration or labor 
conditions, etc. agreed upon in the employment contract 
fail to comport with the minimums set by the state or the 
relevant collective contract; or (ii) if the existence of an 
employment contract is ambiguous and the labor dispute 
arises from the failure to use a written contract. If such 
negotiations fail, the relevant provisions in the collective 
contract will be applied, but if no relevant provisions 
are available in the collective contract, the relevant state 
regulations will be applied, and if relevant provisions are 
available in both the collective contract and the state regu-
lation, those that are more favorable to the employee will 
be applied. 

The principle of employee protection will be widely 
adopted in arbitral and judicial practice. 

IV. Conclusion
As embodied in the draft discussed above, the forth-

coming Employment Contract Law may cause extensive 
changes to labor relations. Consequently, corporate hu-
man resources management must adapt to the require-
ments of the new law. HR managers must amend their 
letters of appointment, employment contracts, internal 
labor rules, and various other documentations in order 
to satisfy the requirements of the Employment Contract 
Law. 
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Endnotes
1. It was adopted at the Eighth Session of the Standing Committee of 

the Eighth National People’s Congress on 5 July 1994 and became 
effective from 1 January 1995.

2. According to the stipulations of Article 4 of the Measures for 
Examination and Approval of the Implementation of the System of 
Non-fi xed Working Hours and Comprehensive Calculation of Working 
Hours by Enterprises, promulgated by the Ministry of Labor on 14 
December 1994 and effective on 1 January 1995 (“Examination and 
Approval Measure”).

3. It was adopted by the 17th Session of the Standing Committee 
of the 5th National People’s Congress on 6 March 1981 and 
promulgated by the State Council on 14 March 1981.

4. See Article 2 of the Notice for Implementing the Regulations for the 
Medical Leave Period for Enterprise Employees for Illness or Non-Work-
Related Injuries, promulgated on 23 May 1995.

5. See Regulations of People’s Republic of China for the Protection of 
Female Employees, promulgated on 21 July 1988 and implemented 
on 1 September 1988 by the State Council; the Response to Questions 

Regarding the Regulations for the Protection of Female Workers, 
promulgated by the Ministry of Labor on 20 January 1989; and 
the Notice Regarding Several Questions on Maternity Leave for Female 
Employees, promulgated on 4 September 1988 and effective from 1 
September 1988.

6. The labor supervisory bodies are established at all administrative 
levels of the labor and social security ministries and are in charge 
of the administrative supervision and management of the labor 
law.

Dr. Junlu Jiang is a partner in the Beijing offi ce of 
the law fi rm of King & Wood, specializing in employ-
ment and labor. He was the fi rst person in China to 
obtain a doctorate in labor law in China, and he has 
served as Chair of the All China Lawyer Association 
on Employment and Labor, a Guest Professor at Peking 
University of China, and Chair of the Beijing Labor and 
Social Law Society.
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Trust Law and Trust Business in the
People’s Republic of China
By Hao Wang

I. Introduction
The trust, regarded by Lepaulle as “the guardian 

angel of the Anglo-Saxon,” spread its wings to China in 
2001. How is it being regarded in the “Forbidden City”? 
How is it being used? Is it being used to its fullest extent? 
Set forth below is a short discussion of these points.

II. Introduction of 2001 Trust Law
Benefi ciaries’ rights under a country’s trust law may 

be very extensive, so that they have proprietary interests 
that bind many third parties, or less extensive, so that 
they only have protected preferential rights in respect 
of the “ring-fenced” trust property in the hands of the 
trustee.

A. “Special Contract” Concept

To introduce a trust concept into a civil law system, 
it makes sense to begin with the use of the less extensive 
type of trust. Thus, the 2001 Trust Law of the People’s 
Republic treats the settlor, the trustee and the benefi cia-
ries as if they were parties to a special contract. Under 
that “special contract” concept the settlor has detailed 
special rights, which are then extended to the benefi -
ciaries also, and under which the trustee cannot resign 
without the consent of the benefi ciaries and of the settlor, 
so the trustee cannot unilaterally replace itself with a new 
trustee. The trustee manages the trust property in the 
trustee’s own name in accordance with the wishes of the 
settlor as expressed in the trust document and in the best 
interests of the benefi ciaries, of whom at least one must 
be in existence at the creation of the trust. The key duty 
of the trustee is to keep the trust property separate from 
privately owned property and to keep separate accounts 
for the trust property.

Another aspect of the fact that this is treated as a 
special kind of contract is that the settlor, like the position 
in English law, has the right to receive information from 
the trustee about the trust and, in some cases, to remove 
the trustee. More controversially, and unlike the posi-
tion in English law, when one trustee retires and another 
trustee takes over, the new trustee inherits not only the 
rights of the trustee as trustee, but also his obligations, at 
any rate those in respect of third parties. It is not entirely 
clear whether this takeover of liability extends to private 
contracts entered into by the fi rst trustee in handling trust 
affairs.

B. Rights of Benefi ciaries

However, the proprietary aspect of a trust mainly aris-
es because the benefi ciaries have rights in relation to the 
things that are the subject of the trust, which persist even 
though the things themselves have been transferred to 
third parties. This is the characteristic of the property idea. 
In the Chinese trust law, however, there is no such simple 
statement of the benefi ciary’s rights against third par-
ties. Instead, the idea is that the benefi ciaries of a Chinese 
trust have the right to make a claim before the court for 
an order that the third party to whom the assets had been 
wrongfully transferred should retransfer the assets to the 
trustees, so that they can then be administered in accor-
dance with the terms of the trust itself. This is a property 
right, of a sort, but a much more restricted one than the 
right of the benefi ciary under a common law trust.

C. Items Not Addressed

The Trust Law does not expressly deal with a number 
of areas which are important in English trust law. For in-
stance, there are no provisions on perpetuities, or on how 
long a Chinese trust may last, or on how long income may 
be accumulated. There are no provisions dealing with the 
area of English trust law known as dishonest assistance in 
a breach of trust.

D. Developments Since 2001

It is fair to say that almost all trusts created under the 
2001 Trust Law are commercial in scope rather than famil-
ial. Most Chinese who have the money to settle in a trust 
would either prefer not to use the trust mechanism at all, 
or, if they are persuaded of the merits of using one, then 
they would normally invest via trustees in another juris-
diction, particularly if it were a jurisdiction where Chinese 
is spoken, such as Singapore. 

However, it is not always the case that the money or 
capital can be taken outside China (at any rate lawfully) 
and hence the Chinese may well resort to the creation 
of a trust under this law even for familial purposes. Or 
there may be some family trusts created in China with 
funds from abroad, or so-called “cross-border” trusts, 
where some benefi ciaries are in China and some are not. 
However, where Chinese residents can benefi t from or 
control an overseas company or trust, they may be obliged 
to report this to the Foreign Exchange authority, by vir-
tue of Circular 75 of the State Administration of Foreign 
Exchange, issued on 21 October 2005.
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In any event, the vast majority of trusts created under 
this law are going to be for commercial purposes. Chinese 
trusts will commonly be used for purposes such as a so-
called capital trust, combining the investment capital of 
many investors so that one large asset can be purchased. 

III. Opportunities for Foreign Trust Companies
The China Banking Regulatory Committee (“CBRC”), 

the direct supervisor of trust industry in China, favors 
tight control over trustees doing business in China. 
Although the 2001 PRC Trust Law requires a trustee to 
be a natural person or legal person with full civil capac-
ity, the Trust Law nevertheless provides that, if other 
laws or administrative regulations contain other trust-
eeship conditions, such provisions of the other laws or 
regulations prevail. Articles 4 and 12 of the Regulation 
of Management and Business of Trust and Investment 
Companies, issued by the CBRC, stipulate that only a 
trust and investment company (“TIC”) licensed by the 
CBRC can act as a trustee to conduct trust business in 
China, i.e., act as a trustee in the course of business for 
profi t. Therefore, it is necessary for a foreign trust compa-
ny to become a stakeholder of an existing TIC or set up a 
TIC with a Chinese Partner, since a wholly foreign-owned 
TIC is still currently in the restricted foreign investment 
areas.

In January 2005, senior offi cials from the CBRC men-
tioned in a high-profi le circular that Sino-foreign equity 
joint venture TICs will be greatly encouraged in order to 
improve the corporate governance of the domestic TICs 
and to help domestic TICs to diversify their businesses. 
As of December 2004, there were fi fty-nine TICs licensed 
by the PRC. There are about ten old TICs that failed to 
renew their licenses last time and are currently preparing 
to apply for new licenses. The CBRC sensibly announced 
that, among other new requirements, the applicant is re-
quired to have a foreign strategic shareholder in order to 
get the license to become the “authorized person.”

A twenty-percent share is the maximum that a single 
foreign party can hold in a Sino-foreign equity joint 
venture TIC. However, a recent case indicates that the 
CBRC is willing to accept more than the maximum limit 
to encourage the establishment of Sino-foreign equity 

joint venture TICs. CBRC has primarily agreed to al-
low a Hong Kong group to acquire indirectly 46.6% of a 
Shanghai-based TIC, which might become the fi rst Sino-
foreign equity joint venture TIC in China. It has been said 
that both Barclays and Ashmore are seeking to obtain 
approvals to get a substantial equity holding in two TICs 
now.

Chinese TICs mainly involve themselves in so-called 
collective capital trust schemes, where a TIC promotes 
a capital trust scheme to the public (like an English unit 
trust), but lends all the trust capital to a project of a com-
pany, like a real estate developer that needs fi nancing. 
Other business TICs involve leasing projects, holding 
shares for clients in Management Buy Outs, employee 
shareholding plans, and being a custodian for a private 
or public company. TICs also try to do securitization with 
state-owned banks to dispose of distressed assets. Under 
the current legal framework of the PRC, there are many 
obstacles to establishing a company to act as a Special 
Purpose Vehicle (SPV) in terms of true sales and the in-
solvency ring-fence. Thus, it is desirable and feasible to 
establish a trust as the SPV, where a bank is the settlor 
and benefi ciary and the TIC acts as a trustee. The bank 
then transfers its benefi ciary rights to the investors. For 
an English trust company, the business of a Chinese TIC 
is merely a custodianship coupled with an investment 
service, which is not a real trusteeship. It is anticipated 
that the foreign stakeholders will bring more ideas about 
trusteeship. Currently, the proposed amendments for 
both the Regulation of Management and Business of Trust 
and Investment Companies and the Regulation of Capital 
Trust Schemes have been fi nished, and may be issued in 
the early spring of 2007. These regulations will direct TICs 
to excel at real trust services and investment services.

Hao Wang is a partner in the law fi rm of RayYin & 
Partners, PRC Lawyers in Beijing. The author would 
like to express her gratitude to The Honorable Mr. 
David Heyton and Professor Paul Matthews for the 
support and help they have given for this article. Some 
parts of this article were published in the Journal of 
Society of Trust and Estate Practitioners in June of 2005.
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Employment Law ........................... Elizabeth I. Hook

(718) 248-9762
Aaron J. Schindel
(212) 969-3090

International Entertainment
and Sports Law............................... Gordon W. Esau

(604) 443-7105
Howard Z. Robbins
(212) 969-3912

International
Environmental Law ........................ John Hanna, Jr.

(518) 487-7600
Andrew D. Otis
(212) 696-6000
Mark F. Rosenberg
(212) 558-3647

International Estate
and Trust Law ................................. Glenn G. Fox

(212) 210-9544
Michael W. Galligan
(212) 841-0572

International Human Rights .......... Arthur L. Galub
(212) 595-4598
Rachel L. Kaylie
(212) 406-7387

International Intellectual
Property Protection ........................ Gerald J. Ferguson

(212) 589-4238
L. Donald Prutzman
(212) 508-6739

International Investment ............... Lawrence E. Shoenthal
(212) 375-6847

INTERNATIONAL LAW & PRACTICE SECTION COMMITTEES



NYSBA  International Law Practicum  |  Spring 2007  |  Vol. 20  |  No. 1 73    

International Law Practice
Management ................................. James P. Duffy, III

(516) 750-9760

International Litigation .................. John N. Fellas
(212) 837-6075
Thomas N. Pieper
(212) 912-8248

International Matrimonial
Law .................................................. Rita Wasserstein Warner

(212) 593-8000

International Privacy Law .............. Audrey Davidson-
Cunningham
(212) 490-9000
Lisa J. Sotto
(212) 309-1223

International Real Estate
Transactions ....................................Thomas Joergens

(212) 284-4975

International Sales and Related
Commercial Transactions ............... John P. McMahon

(803) 980-1800

International Tax ............................Michel Collet
(212) 307-7262
James Russell Shorter, Jr.
(212) 912-7628

International Trade
Compliance .....................................Claire R. Kelly

(718) 780-0398
Stuart M. Rosen
(212) 310-8000

International Transportation .........William H. Hagendorn
(914) 337-5861
Alfred E. Yudes, Jr.
(212) 922-2200

Publications /Editorial Board .........Prof. Charles Biblowit
(718) 990-6760
Lester Nelson
(212) 286-0276
Richard A. Scott
(212) 218-2995

Public International Law ................Prof. Charles Biblowit
(718) 990-6760

Seasonal Meeting ...........................Aaron J. Schindel
(212) 969-3090

U.N. and Other International 
Organizations ................................. Jeffrey C. Chancas

(212) 431-1300
Edward C. Mattes, Jr.
(212) 308-1600

U.S.-Canada Law ............................David M. Doubilet
(416) 336-9381

Western Europe ............................. Diana C. Newcombe
44-0-20-7-919-0861
Michael L. Sher
(212) 421-1311

Women’s Interest Networking 
Group ............................................. Jennifer Karen King

(212) 412-9537

 Meryl P. Sherwood
(212) 980-3500
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Athens
Niovi P. Christopoulou
Arnold & Porter LLP
399 Park Avenue
New York, N.Y. 10022-4690
212-715-1044

Barcelona
Jaime Malet
Malet, Abogados
Avda. Diagonal 490, Pral.
Barcelona 08006, Spain
(34) 93 238-7711

Beijing
Liu Chi
Jun He Law Offices
China Resources Building, 20th Floor
8 Jianguomenbei Avenue
Beijing100005 China

Brussels
George L. Bustin
Cleary Gottlieb et al.
57 Rue De La Loi
Brussels 1040, Belgium
011-(322) 287-2000

Budapest
Andre H. Friedman
Nagy & Trocsanyi, LLP
599 Lexington Ave., Suite 2328
New York, NY 10022
(212) 459-7070

Buenos Aires
Juan Martin Arocena
Rattagan Macchiavello Arocena &
   Peña, Robirosa
Avenida De Mayo 701, Piso 18
Buenos Aires, Argentina
54-11-4010-5000
Guillermo Malm Green
Brons y Salas Abogados
Maipu 1210, 5th Floor
C1006ACT Buenos Aires, Argentina
54-11-4891-2707
Alberto Navarro
G. Breuer
25 De Mayo 460
C1002ABJ Buenos Aires, Argentina
54-11-4313-8100

Columbia
Ernesto Cavelier
Parra, Rodriguez & Cavelier
Cr. 9 No. 74-08 Of. 504
Bogota, Colombia
57-1-376-4200
Carlos Fradique-Mendez
Brigard & Urrutia Abogados
Calle 70 #4-60
Bogota, Colombia
57-346-2011

Cyprus
Christodoulos G. Pelaghias
Law Offices of Chr. G. Pelaghias
27 Gregory Afxentiou Avenue
PO Box 40672
Larnaca, 6306, Cyprus
(357) 2465-4900

Dublin
Eugene P. Fanning
E P Fanning & Co.
71 Ailesbury Rd., Ballsbridge
Dublin 4, Ireland
(353) 1219-5935

Frankfurt
Rudolf Coelle
Dewey Ballantine LLP
Reuterweg 16, D-60323
Frankfurt Am Main, Germany
49-69-636-93520

Geneva
Pablo M. Bentes
World Trade Organization
Appellate Body Secretariat-Room 202
Rue De Lausanne 154
21 CH-1211 Geneva, Switzerland
4122-739-6845
Nicholas Pierard
Borel & Barbey
2 Rue De Jargonnant
Case Postale 6045
Geneva 1211 6, Switzerland
4122-736-1136

Iceland
Asgeir A. Ragnarsson
Landwell
Skogarhlid 12
Reykjavik  101
Iceland
(354) 550-0500

Israel
Mitchell C. Shelowitz
Shelowitz Broder
11 Penn Plaza
New York, NY 10001
(212) 940-3000
Eric S. Sherby
Sherby & Co. Advs.
South Africa Building
12 Menahem Begin St.
Ramat Gan 52521, Israel
972-3-753-8668

Istanbul
Dr. Mehmet Komurcu
Birsel Law Offices
Inonu Caddesi No. 53 Kat 4
Gumussuyu
Istanbul 34437 Turkey
011-90-212-245-5015

Lima
Guillermo Ferrero
Estudio Ferrero Abogados
Av. Victor Andrés Belaunde 395
San Isidro, Lima 27, Peru
511-442-1320
Jose Antonio Olaechea
Estudio Olaechea
Bernardo Montegudo 201
San Isidro, Lima 27, Peru
511-264-4040

Lisbon
Pedro Pais De Almeida
PACSA Law Firm
VAT PT 503 655 511
Av. da Liberdade 144 / 7 Dt
1250-146 Lisbon, Portugal
351-21-324-1600

Jonathan P. Armstrong (Co-chair)
Eversheds LLP
Senator House
85 Queen Victoria Street
London EC4V 4JL United Kingdom
44-0-113-200-4658
jonathanarmstrong@eversheds.com

Eduardo Ramos-Gomez (Co-chair)
Duane Morris LLP
380 Lexington Avenue, 48th Floor
New York, NY 10168
(212) 692-1074
eramos-gomez@duanemorris.com

Gerald J. Ferguson (Co-chair)
Baker & Hostetler LLP
666 Fifth Avenue
New York, NY 10103
(212) 589-4238
gferguson@bakerlaw.com
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San Jose
Hernan Pacheco
Pacheco Coto, Attorneys at Law
PO Box 6610
San Jose 01000, Costa Rica
(506) 258-1619

Stockholm
Carl-Olof Erik Bouveng
Advokatfirman Lindahl HB
PO Box 14240, SE-104 40
Stockholm, Sweden
(46) 670-5800

Toronto
David M. Doubilet
Fasken Martineau DuMoulin, LLP
Box 20, Toronto Dominion Ctr.
Toronto M5K 1N6, Canada
(416) 336-9381

Vancouver
Donald R.M. Bell
Davis & Company
2800 Park Place, 666 Burrard St.
Vancouver BC V6C 2Z7, Canada
(607) 643-2949

Vienna

Dr. Otto H. Waechter
Graf & Pitkowitz Rechtanwälte GmbH
Stadiongasse 2
1010 Vienna Austria

Zurich
Martin E. Wiebecke
Anwaltsburo Wiebecke
Kohlrainstrasse 10 Kusnacht
Zurich CH-8700, Switzerland
41-44-914-2000
___________

Florida
Leslie N. Reizes
Reizes Law Firm Chartered
1177 George Bush Blvd., Suite 308
Delray Beach, FL 33483
(561) 276-2600

Osaka
Shirou Kuniya
Oh-Ebashi LPC & Partners
Umedashinmichi Building 8f
Japan 530-0003 Osaka
1-5 Dojima 1-Chrome, Kita-ku
81-6-6347-0688

Panama
Alvaro J. Aguilar
PO Box 0831-1110
Ocean Plaza
Panama City, Panama
011-507-270-0864
Juan Francisco Pardini
Pardini & Associates
Plaza 2000 Tower
10th Floor, 50th Avenue
PO Box 0815 01117
Panama City, Panama
(507) 223-7222

Paris
Yvon Dreano
Jeantet Associés
87 Avenue Klebér
75116 Paris, France
(331) 45-05-80-15
Pascale Lagesse
Freshfields Bruckhaus Deringer
2 Rue Paul Cezanne
75008 Paris, France
33-144-56-5466

Quito
Evelyn L. Sanchez
Corral-Sanchez Abogados S.A.
Republica De El Salvador #880, 8 Avo. Piso
Quito, Equador
5932-2469-300

Rome
Cesare Vento
Gianni Origoni & Partners
Via Delle Quattro Fontane, 20
Rome 00184, Italy
(0039) 06-478-751

Santiago
Francis Lackington
Baeza, Larrain & Rozas
Av. Apoquindo 3001, Piso 13
Santiago, 7550227, Chile
(562) 335-7340

London
Jonathan Armstrong
Eversheds, LLP
Senator House
85 Queen Victoria Street
London EC4V 4JL, United Kingdom
440-113-200-4658
Randal John Clifton Barker
Resolution PLC
Juxon House
100 St. Paul’s Churchyard
London EC4M 8BU UK
(442) 07489-4880
Anne E. Moore-Williams
310 The Whitehouse, 9 Belvedere Rd.
London SE1 8YS, United Kingdom
44-7802-756-776

Luxembourg
Alex Schmitt
Bonn Schmitt & Steichen
44 Rue De La Vallee
L-2661 Luxembourg
011-352-45-5858-1

Madrid
Calvin A. Hamilton
Monereo, Meyer & Marinel-lo
C/ Bárbara De Braganza 11, 2°
Madrid 28004, Spain
(3491) 319-9686
Clifford J. Hendel
Araoz & Rueda
Castellana 164
Madrid 28046, Spain
(3491) 319-0233

Manila
Efren L. Cordero
No. 44 A. Periquet Street
Las Pinas City
Metro Manila, Philippines
(632) 631-1177

Milan
Maurizio Codurri
FPCPartners LLP
Viale Bianca Maria, 24
Milano I-20129 Italy
39-02-77-805-1

Montevideo
Nicolas Jorge Herrera
Guyer and Regules
Plaza Independenica 811
11100 Montvideo, Uruguay
5982-902-1515
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