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Foreword

With support from the Jean Monnet Programme “Lifelong Learning Programme’;
the Institute of Law (loL) at Birzeit University conducted a research project
to examine selected legal aspects of the European Economic and Financial
Integration. The research project was designed to achieve the following goals:

|, Support the development of specialised research, conducted by naticnal
and International experts on legal Issues of economic and financial
integration.

2. Reinforce awareness and inltlate attention by official bodies, universities,

research centres and civil society organisations to the EU integration
approach,

4. Promote debate locally and in the Arab world on the Integration theory In
arder to identify the opportunities for legal convergence regicnally and
their potential impact on the economic and financial development process
in Palestine and the Arab World.

The research project was divided into several phases, including a) literature
review, b discussions with key experts and plavers, c) drafting of a document
autlining issues and trends pertaining to dealing with issues of European
Economic and Financial Integration, and ¢} release of a call for papers dacument,
inviting interested researchers to contribute to the project’s future activities. The
project was able to bring into the discussion naticnal and international experts
and other parties with interest, and engage a larger than expected group of
experts in researching various aspects of the questions the project focused on.
Thraugh the project activities, including a workshop and a conference, that were
arganized and held at Birzelt Unlversity, the lol was able to bring experts and
people with interest together for discussion and modalities and approaches for
dealing with the issues of economic and financial integration. In addition, the
research project has made it possible for the loL to put the edited version of
the seven articles produced in this book, which can be used as a reference and
guide for similar discussions in Palestine and beyond.

The loL highly appreciates the efforts made by all those who contributed to
making this publication a reality. The lol also extends special thanks to the Jean
Monnet Programme “Lifelong Learning Programme® for funding the research
project.
Finally, the loL reiterates its commitment to Initiating further research studies
examining legal and economic phenomena in Palestine.

Jamil Salem

Director of the
Institute of Law
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Chapter one

The Extension of Exclusive
EU Common Trade

Policy to Foreign Direct
Investment

Walld Ban Hamida
Linfversity of Evry Wal dEssonne and Sciences Po, Paris

e

Commercial Palicy. This extension raises much controversy regarding the

extent of this new area of competence on the status of existing BITs concluded
by member states and third countries, and on the content of future investment
agresments made by the European Union.

The Lisbon Treaty of December 172009 has added "[floreign direct investment”
(FDI) to the list of issues belonging to the exclusive EU common trade palicy (Article
207 of the Treaty on the Functioning of the European Union). The implication is
that EU Member States are no longer able to continue their practice of concluding
international investrnent treaties that concern FOI and that the European Union will
assume their compeiences.

T'he Lisben Treaty includes foreign direct investment in the scope of Common

Prior 1o the application of the Lisbon Treaty, the EUS main competéence concemed aspects
refated 1o foreign tracke. The main competence of the Mermber States, however, concerned
fioreign investment. Whille the EU pursued the liberalisation of trade, particularty through
its trade agreements with non-EL countries, the Member States remained free to enter
into Bilateral Investment Treaties (BTs) with these countries.

BITs are international agreements concluded between two countries for the
protection of investments made by an investor from one country in the territory of
the other. BIT stypically offer investors: national treatment, most-favoured-nation
treatment. fair and equitable treatment, compensation in the event of expropriation
and the free transfers of funds, However, the most significant feature of BITs is that
they, in almost all cases, allow investors to bring claims against the host State for
violations of the treaty directly to legally binding international arbitration. Germany
was the first nation in the world to conclude a BIT, in 1959, with Pakistan. Since
then many countries around the world, including all EU states (except Ireland),
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have followed suit. With a total of almost 1350 agreements covering all forms. of
investment, Member States together account today for almost half of the investment
agreements currently in force around the warld.

The practical consequence of this division of competences is that all international
agreements that cover both trade and investment must be concluded as mixed
agreements. A mixed agreement ks an international treaty concluded by both the
European Union and the Members States in which both the Member States and
the Unéon must ratify it and give their consent to it being enforced. This is certainly
the case for the World Trade Organisation (WTO) Agreement as it applies to bath
trade and investment. For example, commercial presence regulated in the General
Agreement of Trade in Services [GATS) concerns the establishment of foreign
investors. This Is also the case of the Energy Charter Treaty (ECT), signed in December
1994 and entered into force in April 1998, To date the Treaty has a total of ifty-four
Signatories (fifty-two states, plus the European Community and Euratom). The ECT
is:an international agreement that establishes a multilateral framewark for aspects
of commercial energy activities incleding trade, transit, investments and energy
efficiency. The Euro-Mediterranean Association Agreements - concluded betwesn |
1558 and 2005 with seven countries in the southern Mediterranean - regulate both
trade and non-trade issues. Joint membership of the European Community and its
Members was therefore required.

The Lisbon Treaty, by including it in the scope of the Common Commercial
paolicy, establishes for the first time an expressed competence over foreign direct
imvestment.’ This inclusion was the mast Important expansion of EU compatences
as it empowered the Union to take external action in most fields of foreign
investment regulation by establishing a single legal basis.’ The central aim of this
new competence Is to enable the EU to benefit from increased bargaining pawer,
thus allowingit, hypothetically, 1o “stand up to all majar powers™

The entering into force of the Treaty of Lisbon on December 1" 2009 and the
consequent extension of comman trade policy to forelgn direct investment raises
many questions, This article will try to answer the following: {I) What is the extent
of this new area of competence? (Il) What will be the begal status of BITs that were
conciuded by the Member States before the Lishan Treaty? (1) How will the EU use
its newly acquired powers with third states?

I. The scope of the new FD| competence

The provisions on the commeon commercial policy in the Treaty on the Functioning
of the European Union (TFEU) can be found in Articles 206 and 207, which amend
and ""'Jdl_ﬁf former Articles 131{1) and 133 of the Treaty Establishing the European
Community (TEC). Article 206 contains this specific trade policy ohjective: “[bly
establishing a customs union in accordance with Articles 28 to 32, the Union shall
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contribute, in the common interest, to the harmonious development of world trade,
the progressive abaolition of restrictions on international trade and on foreign direct
investment, and the lowering of customs and other barriers? The progressive
abolition of restrictions on foreign direct investment therefore becomes a new
abjective of EU trade policy.

The key provision in this regard. however, Is Article 207(1) of the TFEU. It expressly
added FDI te the treaty-making power of the European Union:

[tlhe common commercial policy shall be based on uniferm principles,
particularly with regard to changes in tariff rates, the conclusion of tariff
and trade agreements relating to trade In goods and services, and the
commercial aspects of intellectual property, foreign direct investment,
the achievement of uniformity in measures of liberalisation, export
policy and measures to protect trade such as those to be taken in the
event of dumping or subsidies, The commaon commercial policy shall be
conducted in the context of the principles and objectives of the Union's
external action ®

The addition of “foreign direct investment” in the list of matters covered by
commercial policy raises the problem of how we define this new concept.
Although it is apparent from the wording of Articles 206 and 207 of the TFEU
that the new competence is limited enly to foreign direct investment, the Lisbon
Treaty does not provide a definition of this term, thus creating uncertainty with
regard te the scope of the new powers of the EU.

FDlisapurely economic concept. According to the International Monetary Fund's
Balance of Payment Manual, direct investment is the category of international
investment that reflects the objective of a resident entity (the direct investor)
in one economy obtaining a lasting interest in a [direct investment) enterprise
resident in another economy. The lasting interest implies the existence of a
long-term relationship between the direct investor and the enterprise, and
a significant degree of influence by the investor on the management of the
enterprise” According to the Manual, there is a direct investment relationship
when a direct investor owns 10% or more of the shares or the voting rights
of a company.® Consequently, FDI invalves a long-term relationship between
the investor and the enterprise. The investor must also exercise a significant
influence over the management of the enterprise.The creation of subsidiaries
and branches in the host State could be quoted as an llustration of this kind
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of investment? FDI should be distinguished from foreign portfolio investment
(FP) or foreign financial investment (FFI}. FPI or FFl represents passive holdings
of securities such as foreign stocks, bonds, or ather financial assets, none
of which entails active management or control of the enterprise, Therefore,
unlika financial investment, direct investment implies a long-term relationship
hetwasn the investor and the host country, allowing the investor to control the
enterprise as opposed to a financial investor who does not seekto irtﬂuFl_'lceth-e
management of the investment. As it is very easy to sell off the securities and
pull out of the foreign portfalio investment, FP1 has the potential to be much

more volatile than FDIL"

in the context of European Law, the term “direct investment® appeared in
both the Chapter on capital movements and payments of the EC Treaty and
the capital directive.” The definition of the Court of Justice is largely based on
definitions provided by the IMF and the OECD." Foreign Direct Investrnent (FOH)
is generally considered to include any foreign investment that serves to establish
lasting and direct links with an undertaking to which capital is made available,
in order 10 carry out some form of economic activity. When investments take
the form of a shareholding, this objective presupposes that the shares enable
the sharehalder to participate effectively in the management or control of that
company." However, the Court of Justice of the European Union has described
the notion of “portfolio investment™ as “the acquisition of shares on the capital
market solely with the intention of making a financial investment without any
intention to influence the management and control of the undertaking®™

Whatever the definition of FDI, we can assert that the new EU competence
is limited to FDI and does not cover portfolio investment, and that BITs
traditionally cover both types of investment. This interpretation implies that the
Unign is exclusively competent concerning those aspects that relate to foreign
direct investment, and that Member States remaln competent concerning
portfolio investments. The consequence of this assertion Is that all investment
agreements with both foreign direct and portfolio investmentneed to be
concluded as mixed agreements. For any international treaty covering portfolio
investment, therefore, the association of Member States is required in both the
negotiation and the conclusion stages,

In its decision on the constitutionality of the Lisbon Treaty, the German Constitutional

:f:t:lfmphﬂﬂﬂd the limits of the new investment competence of the EU. It observed
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[tlhe extension of the common commercial policy to *foreign direct
investment” (Article 207.1 TFEU) confers exclusive competence on the
European Union also in this area. Much, however, argues in favour of
assuming that the term "foreign direct investment® only encompasses
investment which serves to obtain a mnl:ml!rnglmeregtln an enterprise.

[...] The consequence of this would be that exclusive competence
only exists for investment of this type whereas investment protection

agreements that go beyond this would have to be concluded as mixed
agreements.'s '

However, the European Commission did not share this Interpretation. The
Commission takes the view that the Unjon has exclusive competence to
conclude agreements covering all matters relating to foreign investment, ie.
both forelgn direct Investment and portfolio investment. The Commission
argues that the Union should have an implied external competence relating
to.portfolio investments based on the provisions of the free movement of
capital (Articles 63-66 TFEL). Article 63 TFEU provides that the movement of
capital between Member States of the Union and third countries Is to be free
of restrictions.”® The Commission's position an this was disapproved by some
scholars, It was noted, for example, that the Commission’s argument ignores
the express intention of the drafters of the Lisbon Treaty to limit the EUS
competence to foreign direct investment. Furthermare, the argument cannot
explain why the inclusion of foreign direct investment in Article 207 TFEU was
necessary in the first place, because an implied external competence based on
the free movement of capital would also cover foreign direct investment.”

Thereis another debate related to the limitof the EU's new competence regarding
FOI. It could be argued that the EU's investment powers would be limited to
aspects concerning access/admission of investments and would not extend
to post-admission and protection. The investment process essentially has two
successive phases: the phase of "pre-investment’, admission or establishment
when the investor seeks entry into the territory of the host State, and the
"post-investment” phase, when the investment has been “made”. Typically,
post-investment s tightly protected by “hard-law® obligations, Including
compensation in the event of expropriation. This limiting interpretation could
find support in Article 206 TFEL, which speaks of the “progressive abolition of
restrictions on international trade and on foreign direct investment’ suggesting
that the CCP is primarily concerned with access/admission aspects.' It should
also benoted that the wording of Article 207 TFEU does not refer to investment
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protection, and it is possible to argue that it only covers issues of investment
liberalisation, Finally, we might assert that the expropriation rule - a significant
feature of the protection of foreign investment - is not covered by the new
competence. This is due to the principle of neutrality vis-a-vis the Member
States systems of property ownership (Article 345 TFEU, ex Article 295 TEC) that

sxcludes EU competence regarding expropriation,’

The Commission rejects a narrow reading of the EU's investment powers. It takes
the view that the Union's competence covers all the standards provided for in
an investrent protection agreement, including expropriation. The Commission
points out that the European Court of Justice has consistently held that the
Union's competence for the comman commercial policy is not limited to border
measures and issues of market access but also covers post entry matters (i.e.,
after goods have been imported or a service supplier has been established),
Following this logic, according to the Commission, the Union’s competence for
foreign direct investment and capital movements must also cover the standards
that apply post-establishment, Including protection against expropriation
without compensation.*

The extension of competence was accompanied by a strengthening of
the role of the European Parliament in the implementation of this new
competence.Articles 207 and 218 of the Treaty on the Functioning of the
European Union lay down the applicable procedure with regards to FDI matters
to be negotiated and concluded under the new Common Commercial Policy,

Before the Lisbon Treaty, the European Parliament had very limited powers.
The Council and Commission were the main actors in the field of negotiating
and concluding International trade agreements. However, according to the
Lisbon Treaty, the Commission should make recommendations to the Council
where agreements with one or more third countries need to be negatiated,
who should thenauthorise it to open the necessary negotiations. The council
may issue a directive relating to the negotiation. The Commission shall conduct
these negotiations in consultation with a special committee appointed by the
Council to assist the Commission in this task, and within the framewark far such
dlrecltlm issued by the Council. The Commission shall report regularly to the
FP'E‘U-!F committee and to the European Parliament on the progress of such
negotiations.

Consequently, the Lisbon Treaty strengthens the role of the European
Parliament as an important player in the field of Foreign Direct Investment.
Article: 207(3) TFEU requires that the Commission reports to the Parliament
during International trade #greement negotiations. This is a new reference
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to the European Parllament and one that imposes a legal obligation on the
Commission to Inform the Parliament at the stage of negotiations. Prior to the
Lisbon Treaty, the European Parliament had very little say on the aims of EU
negotiations: all it could do was to adopt its own Initiative reports.

Furthermore, international agreements on FDI negotiated between the
Commission and third countries will also be subject to the approval of the
Euraopean Parliament.” The consent of Parliament is now necessary for the
conclusion of international agreements, which is the basic means of action
in the field of Common Commercial Policy. This new power can lead to some
surprises. Indeed, some Members of the European Parllament are fiercely hostile
to investment treaties. History has shown that when the European Parliament
has full power, it does not hesitate use it. On 12 February 2010, for example, it
blacked the SWIFT interim agreement between the EU and the U5 Itis certain
that the Involvernent of the EP will add another face to the new FDI agreements
concluded by the EU. It is still unclear how the EP will exercise its new powers to
influence the Eurcpean policy on FDI.

npact of the new competence on the BITs concluded by members

All EU member countries (except Ireland) have concluded BiTs with third
countries. With a total of almost 1,350 agreements, Member States have
concluded almost half of all the investment agreements currently in force
around the world. Through BITs, Member States have obtained guarantees
an the treatment of their investors by the third countries involved, such as
commitments against unfair or discriminatory treatment or guarantees of
prompt, adequate and effective compensation in cases of expropriation. The
TFEU does not contain any explicit transitional provisions for such agreements,
which have now come under the Union's exclusive competence. What, we might
ask, is the legal status of the existing BiTs concluded by the Member States with
third countries?

On December 12, 2012, the European Union issued Regulation (EU) No.
1219/2012 establishing transitional arrangements for bilateral investment
treaties (BITs) between Member States and third countries.” The Regulation,
which entered into force on January 9, 2013, determined the status of BITs
entered into by EU Member States and non - EU post - Lisbon Treaty The aim
of this Regulation is to maintain, under some conditions, bilateral investment
agreernents with third cou ntries. By doing so, It provides legal certainty to both
EL and foreign investors operating under the terms of these agreements.

|13
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The Requlation confirms that a BIT signed before December 1 2009 (the date of
the commencement of the Lisbon treaty), or before a Member States accession
to the EU, may, subject to review by the European Commission, remain in force
until replaced by an investment agreement between the European Union and
the third State in question. The Regulation requires Member States to notify the
Commission of BiTs that they wish to maintain in force by February 8, 2013 or
within 30 days of their accessionto the EL.™ If, upon its review, the Commission
considers that an existing BIT constitutes a serious obstacle to the negotiation
or conclusion by the EU of a replacement BIT, the Commission will enter into
consultations with the Member State concerned with a view to identifying the
appropriate actions to resolve the matter.® The Commission will publish a list
of the BITs notified to it pursuant to the Regulation, and an updated list of such
BITs every 12 months thereon” A list of 1350 bilateral investment agreements,
referred to in Article 4{1) of Requlation, was published on B May 20013

However, the Regulation also establishes a framework according to which States
may negotiate or enter into new BITs with third countries despite the exclusive
competence that the EU has on FDIL In this regard it should be nated that EU
law permits the Union to authorise the Member States to act in fields of its own
exclusive powers. According to Article 2(1) TFEU, “fwlhen the Treaties confer on

the Union exclusive competence in a specific area, only the Unlon may legislate l
and adopt legally binding acts, the Member States being able ta do so themselves

only if so empowered by the Union or for the implementation of Unian acts®®
Conclusion of new BITs with third countries is subject to authorisation by the
Commission.® Member States intending to negotiate such BITs must notify

the Commission and provide details of the provisions to be negotiated at least

five months in advance The Commission will grant such authaorisation if the
regaotiations are consistent with EU law and policies and are not superfluous,
Le.when the Commission has not already initiated negotiations" In accordance

with its findings, the Commission may require a Member State to include or
remowe provisions from the draft BIT to ensure compatibility with EU law or
investment policy. Once authorised by the Commission, the Member State may

open negotiations for the new BIT; however, the Commission must be kept
informed of their progress and may request to participate in the discussions.”

i the regulation creates a regime for BITs signed between a Member State
El:ﬂ;nt?rd p,]:rr:.- between Decemnber 1, 2009 (the date of eniryinto force of the
Theta Br;aswmmdtnumfg 2013 {the date of entry into force of the regulation).
i Me::m Sfﬂilﬂ'ﬂlntd or entered into force subject to certain
wishes to maintai i e notify the Commission of any such BITs that it

Ishes to maintain in force or permit to enter inta force by February 8, 2013, The
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Commission will authorise the maintenance in force or entry into force unless it
determines that thelr provisions conflict with EU law or policies, or that it would
constitute a serious obstacle to EU negotiations of an investment agreement
with the same third country.®

The procedure of assessments and authorisation after notification could
be considered as a cumbersome procedure. Some states do not favour this
natification system. They proposed an alternative system in which the BITS
with third countries remain in force until an investment agreement has been
concluded by the Union. It should be noted that the draft regulation proposed
by the Commission provides for stringent Commission screening powers,
particularly with regards to existing BITs. Followingthe objections of some
states, the adopted regulation regarding existing BiTs.concluded before Lisbon
Treaty, the authorisation system was dropped and the alternative system was
implemented.**

The requlation creates some duties relating to dispute settiement mechanisms
under the BITs that fall within the scope of its provisions. First, member 5States
must inform the Commission of any request for a BIT dispute resolution,
including requests for arbitration. Second, they must seek the agreement of the
Commission before they activate any dispute settlement mechanisms against
a third country under a BIT, and must activate such mechanisms only when
requested by the Commission, Third, when a dispute resolution procedure has
been activated, either by or against a Member State, the Member State and the
Commission must cooperate in the conduct of the proceedings, which may
include the participation of the Commission in the process.™

The requlations did not answer all the guestions. Inconsistencies between EU
law and BITs may create additional uncertainty for an investor. For example, If
a Member State fails to comply with the Regulation’s notification autherisation
requirements, the question will arise as to whether this has had any effect under
public international law on the relevant BIT. Furthermaore, the Regulation does
not address the status of investment agreements between EU Member States
{intra-EL BITs). The statue and the future of intra-BITs have sparked much
debate amongst the Eurcpean Commission, Member States, arbitral tribunal
and investors.At the core of this discussion are the validity of these agreements
and the possibility of a European investor usingthe investor-arbitration that
they offered.”
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11i. The content of the new FDI European policy

The EU will be a major player in investment matters, The Commission will
negotiate a new Investment agreement. [t s interesting to know both how the
Commission negotiates such agreements and what the cantent of th"',EU policy
on fareign direct investment is. The immediate aftermath of the entry-into-force
of the Lisbon Treaty was dominated by the debate between the EU Commission
and the EU Member States regarding the distribution of their respective
competences.* The regulation of 2012 does not provide much insight into the

substance of a future EU investment policy.

On 7 July 2010, the European Commission outlined its approach for the EU's
future nvestment policy in its Communication “[towards a comprehensive
European international investment policy™* The Communication explains how
the EU could develop its treaties in this field. This Communication is amengst
the first steps in the development of a European international investment policy,
which will be gradual and targeted and will take into account the responses
of the otherplayers® If we want to see the new face of EU agreements on
investment, we should wait until such an agreement is concluded.*'

According to the Commission, the EU policy will seek to join the admission
and protection of investments. This approach seeks to integrate investment
liberalisation and investment protection.™ It should be noted that in contrast to
BITs concluded by USA, Japan and Canada, BITs concluded by European States
provide mainly for the treatment of investors “post-entry” or “post-admission”
only. By suggesting this approach, the new European investment agreements
will improve the conditions of market access for all EU investors,

With regard to the protection, the Commission pointed out that the Union
should deliver better results than the results that have been or could have been
obtained by Member States individually. Thus, the Union's future action in this
field should be inspired and guided by the best available standards, so as to
offer a level playing field of a high quality to all EU investors. Future agreements
concluded by the European Union should pravide for the traditional substantial
right offered to foreign investors. They will prohibit discrimination, provide
for fair and equitable treatment, allow free transfer of funds and prohibit
expropriation. Specifically on expropriation, the Communication provides that
a clear formulation of the balance between the different interests at stake, such

as the protection !:I imvestors against unlawful expropriation or the right of each
Farty to regulate in the public interest, needs 1o be ensured
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As for the procedural rights, future EU agreements should include an investor-
state dispute settlement, which permits an investor to take a claim against a
government directly to binding international arbitration.® According to the
Commission, the Union should build on Member State practices to arrive at
state-of-the art investor state dispute settlement mechanisms. The process
must be conducted in a transparent manner (including requests far arbitration,
submissions, cpen hearings, amicus curiae briefs and the publication of awards).
It must ensure cansistency and predictability by creating quasi-permanent
arhitrators (as in the EU's FTA practice) and/or appellate mechanisms. It must
ensure ethical values by providing Rules for the conduct of arbitration.

The new provislon on arbitration with a foreign investor will raise new challenges
for the Eurcpean Union. Current arbitration systems are to some extent ill
adapted to the advent of the Union. To take one example, the Convention on
the Settlement of Investment Disputes between States and Mationals of Other
States (the ICSID Conwention) is only open to signature and ratification by states,
and the European Union couldn't sign the Washingten Convention, Historically,
the Union has not been a significant actor in this field. The Commission and
other Eurcpean institutions have no expertise on the administration and
management of disputes with foreign parties before arbitral tribunal. According
to the communication, the Commission will explare with interested parties the
passibility of amending the Washington Convention by allowing the European
Union to accede to the ICSI0 Convention.

Given the exclusive external competence, the Commission takes the view that
the European Union will defend all actions of EU institutions and will be the
sole defendant of dispute settlement mechanisms regarding any measure
taken by a Member State which affects investments by third country nationals
or companies falling within the scope of the agreement concerned.® In
developing its new international investment policy, the Commission observed
that it would address this issue, and particularly financial compensation relying
on available instruments, and possibly includenew legislation. On 21 June 2013,
the Commission adopted a Proposal for establishing a framework for managing
financial responsibility linked to investor-state dispute settlement tribunals.® In
this proposition, the Commission did admit, however, that in some situations a
Member State would act as a defendant.®

Finally, to respand to criticism from some members of the European Parliament,
the Communication provides that future investment treaties must take into
consideration the protection of state interests. Investment agreements should
be consistent with the other policies of the Union and its Member States,
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including policies on the protection of the en-.-imnmerﬂ. decent work, health
and safety at work, consumer pratection, cultural diversity, development policy
and competition policy. Investment policy will continue to allow the Union,
and the Member States to adopt and enforce measures necessary 1o pursue
public palicy objectives. A common investment policy shnluld also be guided
by the principles and objectives of the Union's external action more generally,
including the promation of the rule of law, human rights and sustainable
development (Article 205 TFEU and Article 21 TEU). The :ummunlca_tlnn alsa
sefers to the pessibility of including obligations for investors. It considers the
OECD Guidelines for Multinational Enterprises to be an important tool to help
balance the rights and responsibilities of investors.

I¥. Conclusion

Negotiations on investment at EU fevel are currently on-going with Canada
(the Comprehensive Economic and Trade Agreement (CETA)* Singapore, India,
Japan, Malaysia, MERCOSUR, Morocco, Thailand and Vietnam within the context
of the negotiations for Free Trade Agreements. In December 2011 the Council
also adopted negatiating directives for deep and comprehensive Free Trade
Agreements including investment for Egypt, Jordan and Tunisia®® On 23 May
2013, the European Commission asked the Member States to authorise the
opening of negatiations with China in the area of investment protection.™ On
14 June 2013, Member States gave the European Commission the green light
to start trade and investment talks with the United States. The Transatlantic
Trade and Investment Partnership will potentially representthe largest regional
free trade and investment agreement in history” The end of this negotiation
process will provide us with a clear indication on how the future European
agreements on investment are to be fashioned,
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EU Investor Protection in
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Introduction

has highlighted wvarious fundamental dysfunctions in the regulatory

environment of banks and financial markets. Regulation and supervision
tiave clearly failed both to maintain a solid and stable financial system and to
minimise the likelihood of financial Institutions failing. The accumulation of
risks on and off banks’ balance sheets, amplified by disproportionate leverage,
enables banks to inflate return on equity, indicating that the existing prudential
rules have not managed properly to measure and contain risks within the
banking sector. It is therefore unsurprising that the global requlatory response
to the financial crisis has been mainly to change its focus on bank regulation,
including: strengthening capital requirements, subjecting systemically
important banks to stricter rules, improving macro-prudential regulation,
enhancing co-cperation between prudential supervisars, limiting the expasure
of banks to high-risk activities (notably in the field of proprietary activities,
e.q. Volcker rule), elaborating robust regulatory toolkits for the recovery and
resolution of distressed financial institutions, and upgrading the deposit
guarantee sysbers.

-|"ne financlal turmall that has shaken global financial markets since 2007

However, part of the fall-out of the financial crisis was the exposure by various
market participants, both wholesale and retail, to highly complex financial
products designed and distributed by financial institutions, which suffered total
or substantial write-gffs due to their toxic character. Many retail investors, who
were generally unfamiliar with financial market products, acquired structured
investment products that were supposed to offer a relatively high return
combined with mechanisms to contain losses on the invested capital through
capital protection. Financial institutions often marketed these structured
products as lowrisk investments providing more profitable substitutes for
traditional low risk debts. In reality, these structured products expose retail
clients ta the fluctuations of capital markets, while the capital protection
mechanisms entail a counterparty risk for the protection sellers. Similarty,
investors who were supposed to be more literate, such as large enterprises or
{local) public authaorities, acquired complex financial products, such as CDOs, as

123



mmu“l&n—u‘lﬁ-iﬂ F

ry management. The top rating attributed to these products
dowed the risk awareness by the investors, and
offering these products to market them as low risk,

part of their treasus
by rating agencies oversha
helped financial institutions

high return investments. - : _
For many financial institutions, the ‘originate to distribute’ business model

proved more profitable than the traditicnal intermediation activity. Instead of
halding asi.et:. on their balance sheet, banks wquld transfer the risks to -:_:l1.1er
market participants by setting up securitisation structures and providing
various services (servicing of loans, credit enhancernent for the special purpose
vehicles ete) to the special purpose vehicles that repackaged the transferred
loans and funded them with debt securities issued publicly or through private
placements in the market. The ‘originate to distribute’ model did, however,
stimulate excessive lending without proper risk assessment by banks, which
could then immediately transfer the risks to other market players. This moral
hazard problem laid the foundations for the massive subprime lending in the
US, which triggered the financial crisis.

Thedevelopmentsthat propagated the financial'meltdown'were in part induced,
or at lest made possible, by the regulatory framework, notably the requlatory
capital requirements. In view of the cost of capital for banks, the latter were
incentivised to explore and exploit regulatory loopholes or look for possibilities
of regulatory arbitrage.On the one hand, capital requirements were mainly
geared towards risks on the banks’ balance sheets, while building off-balance
sheet posithions offered mone possibilities for banks to increase their profits
under less strict requlatary requirements. The development of the securitisation
business in the years preceding the financial crisis can be largely ascribed to
the search for maximising the regulatory efficiency of capital requirements:
securitisation removed loans and other traditional bank assets from the balance
sheet, while banks would take other, contingent liabilities under the form of
guarantees or other commitments as part of credit enhancement mechanisms
designed to cover possible losses on the securities issued in the market to fund
the securitised assets. In the end, although some banks were neverthelass
exposed to similar risks that they faced prior to the securitisation, they no longer
f-uf‘ferEd the same regulatory costs under the form of capital requirements. More
importantly, the opaqueness of the risks underlying the debt securities issued
ta fund the securitised assets (or‘tranches’) exposed many investors to risks that
they were unaware of and often unprepared to take.

Part of the regulatory agenda in the aftermath of the financial crisis has been
{nﬂl:v‘l!'ml‘;'d wilth lﬁ"ﬂa”bﬁ!tiﬂg l.J'IEI EE'QUIETQFF ool ke an investor prnmﬁtmnl
In this chapter, we want to highlight the main developments in this regard in
the European Unicn, with a view to uncovering the concepts underlying the
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regulatery developments. In particular, we want to examine to what extent EU
invester protection regulation, which prior to the crisis relied heavily on the so-
called ‘information paradigm, has been substituted by more intrusive forms of
investor protection rules, assigning more weight to supervisory intervention in
the design and distribution of financial products. After a sketch of the concepts
of EU investor protection regulation prier to the crisis (Section 1), we describe the
ongoing developments regarding Investor protection regulation in response 1o
the crisls (Section 2), We focus our analysis on developments in the EUand some
of its Member States.

Section | Pre-crisis approach to Investor protection: the ‘Information
pnradlgm’

The gradual EU harmonisation of investor pratection rules, which aimed at
creating @ common set of rules across Member States, thus enabling them to
realise an internal market,was built upon the ‘Information paradigm’ Investor
protection is supplied by obliging relevant market participants to provide
prospective investors with the information that the latter need to make a well-
informed investment decision. Investing in a company naturally entails risk:an
investor will only be prepared to take such a risk if he possesses sufficient
information to assess it, and to value the reward offered to him by the lssuer
of the investment instrument as compensation for taking that risk. By nature,
issuers of financial instruments possess more information regarding the value
and prospects of their company (information asymmetry’l, and are therefore
in a position to supply the information needed by prospective investors.’ The
information paradigm is closely connected with the ‘efficient capital market
hypothesis’ (ECMH) that has dominated market regulation in recent decades.
According to this hypothesis, financial markets function efficiently in the sense
that investors use all the information that is available in the market, who by
nature act rationally, and reflect the price of the financial instruments. In line
with the ECMH, the main task of the regulator in supplying optimal investor
protection is to make sure that the relevant information needed by rational
investars Is made available in the markets by way of disclosure cbligations
incumbent on issuers of Ainancial instruments. As investors are deemed to
act rationally, regulation should not put any ex ante limits on the supply of
investment products. All investors (including retail investors) are able to make a
rational judgment on the suitability and the price of any investment opportunity,
provided that the information available is comprehensive, Consequently, to the
axtent that the market itself does not manage to guarantee the quality and
comprehensiveness of the information supplied to investars, regulation should
avoid possible market failures in this regard,

25




I S e

mmmmnmmm

The information paradigm and the assumption that investors act rationally
underpin EU investor protection regulation, bath at the level of the design and
issue of financial products, and at the level of their distribution,

1. Public offer of securities and the information paradigm

At the level of product design, the 2003 Prospectus Directive! did nat impose
any ex ante limitation on the offer of investment products to (retail] investars: as
a rule, any issuer (whether a public authority or private entity; a legal ora natural
person) has the opportunity to make a public offer of securities, under the
sole condition of prior approval and by the competent authority of the home
member state? of the issuer, of a prospectus containing all information needed
by the targeted investors to make a well-informed decision. Although the
structure of the prospectus and its substance have been laid down in detail in
an EU regulation, the general legal standard for a prospectus is still formulated
through a functional criterion: the prospectus must enable prospective
investors to assess the risks of the investment properly. The rale of the supervisor
is limited to scrutinising the draft prospectus in order to ascertain that this
criterion is met. Hence, once the prospectus contains the required information,
the competent authority is under a legal obligation to approve it, without any
further possibility of requiring the Issuer to limit the offer to more experienced '
investors. Under the‘information paradigm] each investor should be able, based

on the infarmation contained in the prospectus, to assess properly whether or

not the proposed investment Is suitable,

Contrary to the former EU rules on prospectuses, the 2003 Prospectus Directive
daes implicitly deter prospective investors from reading the prospectuses
prior to making an investment decision: the broad scope and level of detail
of information to be induded in a prospectus has a direct bearing on the
volume and technical wording of a prospectus, which is clearly at odds with
the retail investor's capacity to understand and absorb all the information
deemed necessary to make a proper investment decision. Therefore, the 2003
Prospectus Directive made it obligatory that the full prospectus be accompanied
by a summary prespectus, contalning the main elements teganding the Bsver
and the Securities issue, and phrased in a non-technical manner, | deally, the
|l'|fﬂl'l'l'lﬂll'l'f.l.|'l contained in the full prospectus would be read and iﬁ[EFﬂrEIEd
by specialist n'_nari:et actors, and subsequently translated into analysts’ reports,
r{tﬂi‘l'lmEndal:ll:tm or information provided by financial Institutions in. the
distribution chain of the lssued securities. The summary prospectus.an abri dged,

more digestible version of the full prospectus, would act as a complement to

the full prospectus, adapted to make the | :
& the infarma T .
retall investors, tien more easily accessible to

26 |\ 1
I wmﬁhﬂmﬂhﬂﬂ:ﬂﬂﬂmlhﬂyﬁmhldwmwh =




The dual prospectus regime introduced by the Prospectus Directive still assumes
that the investor's decision on whether or not to acquire the securities on offer
is based on all the information supplied by the issuer, and that at least part of
the relevant information is “absorbed” by other market players, including the
financial institutions invalved in the distribution of the securities. Although part
of the relevant information is thus supplied in an indirect manner, the approach
i5 still consistent with the efficient capital market hypothesis.

The prospectus lizbility regime contained in the Prospectus Directive
nevertheless further consolidates the information paradigm in its pure form:
although the directive does not contain a proper liability regime, but merely
obliges Member States to put a civil liability regime in place for incomplete
or misleading information® the Prospectus Directive made it clear that the
liability will as a rule be measured against the information contained in the
full prospectus. Liability will have to be bome by thepersons mentioned In
the prospectus taking responsibility for it In order to trigger liability, the
wronged investor should not, however, demanstrate that he hasrelied upon
the prospectus: consistent with the efficient capital market hypothesis, the
{supposedly misleading or incomplete) information is deemed to be in the
markeat and it will be assumed that every rational investor has used it. However,
the directive also specifies that Hability cannot be based solely on the summary
prospectus, unless it is misleading in conjunction with the full prospectus or
contradicts it. Consequently, there may be a lack of consistency between the
disclosure regime and the liability regime: civil liability of the issuer is based
solely on the (lack of) information in the full prospectus, which is often too
complex and voluminous for the retail investor to understand and absorb, while
the investor is dependent an the financial intermediaries to properly absorb
and interpret the information contained in the full prospectus and pass it on ta
the final investors,

- Investment product distribution and the information paradigm

A similar pattern emerges from the obligations incumbent on financial
institutions to act as a distributor of financial Instruments, particularly in
relatian to retail clients. Under the conduct of business rules contained in the
Markets in Financial Instruments Directive (MIFID).* investment firms should
first Inform their clients on the services they offer, in order to enable the latter
ta make a well-informed investment decision.’ This includes providing general
infarmation on the risks assoclated with different kinds of financial instruments
affered through the intermediary of the investment firm. Furthermore, far the
client not using the (brokerage) services in ‘execution only’mode® the “know
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' ohligation of the financial intermediary essentially entails
T eating.from the client his knowledge of finanial instruments and his
experience with investments. This information should enable the investment
firm to assess the client’s capacity to understand the [risks associated with the)
financial instruments ngﬂ or -advised 1o him. As, EI':E‘I?t in the case of
assat management, the final investment decision is with the client, the conduct
of business rules is therefore consistent with the information paradigm, as
requlatory obligations are geared towards the supply of information needed
for the client to make a well-informed decision. However, the obligation to offer
suitable advice (when the investrment firm advises the client) or to propose only
appropriate financial instruments (in the case of non-advisory services) does
impose an ex ante limit on the kind of investment products that the investment
firm may advise or propose to the client, as the products should fit into the risk
profile of the client (suitability) or be consistent with the client’s knowledge and
experience regarding investments (appropriateness). No such limit is imposed
for execution only-services, which, by definition, apply only to non-complex
financial instruments. For these latter products, the unsophisticated retaill |
investor should be able to make a proper risk assessment, based on publicly
discloged information.

II. Post-crisis requiatory reforms regarding investor proteciion

The regulatory response to the financial crisis generally points towards stronger
investor protection, and particularly in the form of mare intrusive requlation
that empowers supervisory authorities to impose more ex ante limits on the
offer of financial products ta retail investors. In this section, we look more closely
at the underlying concepts of these requlatory reforms: is requilation still based
an the information paradigm, which focuses on the rational investor, or does it
depart from the assumption that the disclosure of information is a necessary
and sufficient tool for adequate investor protection?

1. Information disclosure in the primary markets: Key Investor Information

With regard to _thE {public) issue of securities, the fundamentals of the existing
permissive regime contained in the Praspectus Directive have not undergone
major _l'“D'dlﬁHIllle. However, the trend to target the disclosure requirements
ta the investers'infarmation absorption capacity and to what investors consider
relevant when making investment decisions, has resulted in new amendments
to the prospectiss regime. The intreduction of the ‘key investor information
document, first in the area of collective Investment, and subsequently in the
general prospectus regime and, more recently, in the field of retail structured
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finance instruments, seems to be in part based on insights gained from
behavioural inance research that challenges the rationality of Investors in terms
of their ability to make well-founded investment decisions based on the supply
of complete information; The operation of the summary prospectus under
the 2003 Prospectus Directive and the UCITS regime Indicated that even the
summary was too elaborate for retail investors. Disclosure in the 'key investor
information’ document s therefore limited to a few very essential elements,
condensed into a standardised document of limited length, the contents of
which is strictly requlated,

Interestingly, the successive regulatory initiatives that introduce the concept
of 'key investment information'alse comply with a shift In the civil liability
regime surrounding the information disclosure regime. As indicated above, a
'no liability’ regime was applied to the summary prospectus under the 2003
Prospectus Directive. The Key Investor Infarmation Document, Introdiced by
the 2009 UCITS IV directive in the field of collective Investment, essentially
followed the ‘na liability’ rule of the summary praspectus.” The 2010 revisicn of
the Prospectus Directive, which inter alia narrowed down the substance of the
summary prospectus to key information, also Introduced a further exception
to the ‘no liability rule! Civil liability can now also result from the summary
prospectus if it does not provide the key information to aid investors when
considering whether or not to invest in the offered securities.” While the
liability standard is still essentially based on the quality of the full prospectus,
the incomplete character of the summary prospectus regarding the prescribed
key information can at present form a separate basis for civil liability. More
importantly, in setting this liability standard, the Prospectus Directive
emphasises the function of the summary prospectus with key information in
assisting investors in their imeestment decision: the shift in the liability regime
seems to confirm that investors are no longer required to base their investment
decision in any event on the full prospectus.

A further step has been taken in the draft regulation on Packaged Ft-gtnll
Investment Praducts,” which targets structured investment products in vanous
forms {including Insurance contracts of structured deposits) when specifically
targeted at retail investors. The regulation introduces the obligation to supply
a key information document (KID) for a range of structured financial products,
including products for which ne specific disclosure regime has yet been applied
[e.g. unit-linked life insurance). As this document in some cases Is the m_1h,-
piece of information to be supplied to prospective retall investors,”? the civil
liability regime is fully tailored to the quality of that key information document:
according to the draft regulation (Article &), the information contained in the
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KIID should be accurate, fair, clear and not misleading. Civil liability will apply
when these standards have not been met and the investor has relied on the KID
(Article 11]. Contrary to the liability regime for key documents in the Frospectus
and LICITS IV directive, the KID should itself satisfy certain quality standards,
nan-observance of which can lead to civil liability on the part of the product
manufacturer. Moreover, the draft requlation operates a reversal of the burden
of proof, where it is up to the product manufacturer to demanstrate that the
KID satishes the standards of the regulation when the investor has showed that
he has suffered losses by relying on the KID, However, the explicit requirement
that the victim also prove reliance on the document in order to engage civil
liability s new in the regime for PRIPs, and constitutes a further departure from
the efficient capital market hypothesis: the investor is no longer, as a rational
person, automatically supposed to have used all the information available in
the market. Herding behaviour, Impulsive or emotional investment decisions
by the investor, without relying on Information made available to him, will no
longer be protected under the liability regime. Although this may, at first sight,
be a step backwards from the perspective of investor protection, the fact that
key information in itself can constitute the basis for civil liability represents a
clear improvement for the investor seeking a civil remedy for investment losses,
This is ever the more the case as the PRIPs liability regime is also applied when
the KID has been produced for securities issues falling within the scope of the
Prospectus Directive, for which a full and a summary prospectus have also been
drafred.
In sum, the regulatory response to the crisis has not, so far, fundamentally altered
the phitosophy underlying the disclosure regime for the offer of investment
products on primary capital markets: as a rule, no ex ante limits exist on the
design of inancial instruments targeted at (retail) investors, who are supposed
1o base their investment decisions on information supplied by the issuer.
Howewver, the requlatory regime does gmdualily depart from the assumption
that investors ara fully informed and are able to absark all information supplied
to them or otherwise available in the market. Instead, in view of inherent
cognitive limitations of investors, the latter should be supplied only with the
[key] Infarmation that will actually impact on their investment behaviour.
Investars should no |¢:|ngfl.'r hawve 1o rely on all the information available in the
xnrt?tigta::ﬂ: r:ake E"‘E?"“‘E“t Gecisions based on other considerations.
sh-nrul-d' il En;entlk; 'E‘EHWE rely on the information in the market
VA I:i e n for granted. On the other hand, issuers will 1o a
ableto use a full prospectus as a disclaimer against investors, as

it will ng |nn_ger b:_aumaticalt‘y aisumed that the investors have used all the
information in making their investment decision,
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2.The role of financial intermediaries in post-crisis investor protection:
towards more intrusive regulation

While the prospectus regime accompanying the offer of securities on the
primary market remains largely unchanged, financial Institutions acting as
distributors of financial products have come under closer scrutiny by requlators,
following different examples of mis-selling and distribution of highly complex
financial products. Various initiatives have been taken, both at a national and at
an EU level, that have resulted in a patchwork of measures aimed at avoiding
some of the weaknesses in Investor protection Identified during the financial
crisis. Apart from institutional reforms, where several Member States adopted a
"twin peaks’approach to supervision, insulating marketand conduct af business
supervision from prudential supervision, a common orientation of Member
Srates'refarm initiatives is to put filters on the conduct of inancial intermediaries
in the supply of financial instruments o retall customers. These can take
different forms, with varying degrees of supervisory involvement. These include
streamlining internal organisation processes, by obliging regulated firms to
intreduce a product approval process' that will determine the adequate target
group for financlal products; enhanced disclosure and risk warning by financial
intermediaries'®; self-restraint by financial institutions in the offer of certain
financial products” and product bans imposed by the supervisor,' which
results in an ex anfe prohibition to distribute certain products. From a market
integration perspective, this situation of non-coordinated national initiatives
presents a serious risk of market fragmentation, inconsistencies and regulatory
overlap. A common EU approach should therefore aim to strike a fair balance
between adequate investor protection and market integration.

The current EU initiatives, particularly in the context of the MIiFID reform, are
likety to result as well in 2 more proactive role of supervisory authorities at the
level of the distribution of financial products to retall investors, putting filters
on the supply side, Both a preduct approval process, and a product ban are
contemplated in the MIFID-| reform package. "’

a. Prudential dimension: ‘product approval process’

Although the initial Commission reform proposal, launched in October 2011,
was silent on this point, the amendments approved by the European Parliament
in its first reading included the obligation for all investment firms and credit
institutions providing investment services to introduce a product approval
process as part of thelr internal organisation requirements (Article 163 of the
directive].”® More generally, the requlated firms would have to elaborate a
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- following objectives:

iev and other necessary arrangements to mest the

e t; assees the compatibility of the investment product with the needs of the

clignts to whom it would be offered; : ;

. 1o ensure that investment products or structured deposits designed by the
firm far sale to professional or retail clients meet the needs of an identified
target market;
to El:ﬂsurc, for investment firms marketing investment praducts, that the
imvestment product is marketed to clients within the target group

For financlal products designed by the investment firm itselfl. “'.'E product
approval process implies that no investment product or financial instrument
can be placed or distributed in the market without prior internal approval,
Moareover, the product approval process is a dynamic, ongoing process: it
requires existing products to be regularly reviewed in order to ensure that the
product continues to meet the needs of the identified target market,

Conceptually, the product approval process is part of the prudential
requirements incumbent on regulated firms with respect to their internal |
organisation. The product approval process will oblige requlated firms to have |
the necessary procedures in place to assess internally the target market and

the intended marketing techniques for each newly designed hnancial product, |
thereby introducing a formalised internal system that will necessarily entail an
ex ante, upfront filter on the offer of financial products to (retail) clients. The role

of the supervisory authority in this reqard seems rather limited: the supervisor

will ascertain whether the procedure is designed well enough to enable the
regulated firm to properly identify the relevant parameters to determine the
target group, and to apply the approval and review process in a comprehensive
manner. The product approval itself essentially remains an internal (business)
decision of the regulated firm, with no space for the supervisor to intervene
directly into the process or its outcome. Viewed from this angle, the product
approval process is not intrusive, but rather constitutes a further specification

of the general prudential requirement for regulated firms to possess sound
internal organisation arrangements,

Within the system of the MiFID-directive, the inclusion of the product approval
process into the prudential sphere implies that it follows the home country
control principle underpinning the exercise of prudential supervision in a
crnst.-hqfder setting. Consequently, the product approval process will also
be monitored by the competent home country supervisor for the investment

services provided under the regime of branch establishment or freedom to
provide services.
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It is not clear, however, to what extent the intreduction of an explicit product
approval process-requirement, as proposed by the European Parfiament, will
be maintained in the final text of the directive, which still needs the formal
approval of the Council and the European Parliament in plenary session, Quite
surprisingly, the compromise text submitted by the European presidency
in June 2013 did not include the proposed amendments to Article 16 by the
Eurapean Parliament. This s not to say that the product approval process has
been dismissed as a viable technique for ensuring increased investar protection
awareness upfront in the transaction chain of investment products. Investor
pratection should not be part of the general principles of good internal
arganisation.
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iuction

e Prospectus Directive 2003/71/EC? requlates the prospectus when
securities are offered to the public or admitted to trading on a regulated
market) Accordingly, the Directives have left the regulation of nan-public

offers to the Member States’legislative bodies.”

Thus; an exchange-regulated market for professional investars is outside the
scope of the EU Prospectus, The distinction between whaolesale and retail markets
does not apply to this market, which allows securities with denominations
under €50.00000 to be offered to the wholesale market. In addition, inancial
information can be provided under any national GAAP (Generally Accepted
Accounting Principlel.’ The professional investors market therefore provides an
alternative for those issuers that either do not prepare or do not wish to prepare
their financial information in accordance with [FR5 (International Financial
Reporting Standards) or an equivalent gt of accounting standards, or that wish
tar offer lower denomination securities to wholesale investors®

The key purpese of the Directive 2003/71/EC [amending Directive 2001/34/EC) is
rather to harmonise requirements for the drawing up, approval and distribution
of the prospectus, which is to be published in instances where securities’ are
gither offered to the public or admitted to trading on a regulated market® The
Directive Is amongst other European Commission initiatives on accounting
standards and transparency requiréments, which together are aimed at producing
a strategy to improve the quality of information that is provided to investors. It
also intends to unify the regulatory regimes to enhance cross-border offers” The
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Rl ol [ Proapessut

i forcement,civil or criminal

- ctie dops not, howeverharmonise the system m" en
E;Efnﬂr ather relevant areas.’” A false statement in the prospectuis, for example,
could therefore patentially trigger different local liability regimes, pn_r'n:lples, and
doctrines, depending on the applicable law and according to the conflict of laws."!

) | ke any other form of investment, involve risk.The
Eiﬁipwﬂ:::m:ﬁﬁ‘;;ta;ds for l::rﬂ'!ecling the interests :'f. AENAL A Wt.Ei:l'liil
investors.thus enabling them to make their respective investment decisions
alongside informed assessments of such risk, with all relevant facts and information
disclosed. Such information, which must be as objective as possible In terms of the
issuer’s financial circumstances and the rights that are attached 1o the A
and of a sufficient amount, should be presented in a form that is both digestible,

and easily analysable."”

2. Substantive Provisions of the Prospectus Directive

The key provisionsof the Directive 2003/71/EC could be summarised in the fallowing
way: [a) prospectus requirements, which prescribes the content and format of
the prospectuses, allowing issuers to incorporate by reference, allowing the use
of three-part prospectuses and setting out the exemptions from the requirement
to produce prospectuses;’’ (b) approval and publicatien of the prospectus, which
lays down procedures for the approval of prospectuses, and how and where they
must be published;" (c} passport rights, which introduces agministrative measures
to facilitate the passporting of prospectuses on 3 pan-European basis, making it
easier for companies toraise capital across Europe;™ (d) third country Issuers, where
prospectusesdrawn up under a third country’s law can be treated as equivalent
ta the Directive requirements (determined on a case-by-case basis); and (e} other
provisions requiring issuers to produce annual Information updates and the
establishment of a qualified investors register. The prospectus directive thus seeks
to impose an exhaustive maximum disclosure regime that applies uniformly across

the EU and leaves no room for Member States to impose additional requirements
o issuers.'”

The prospectus Directive applies with immediate and ongoing effect to ssuers
of certain types of non-exempt securities,'® namely equity securities and low
denomination debt securitles. Each issuer of non-exempt securities will have a
single, permanent home Member State whaose competent authority Is responsible
for the approval of all of the issuer's prospectuses for non-exempt securities,

Mareaver, the obligation to publish a prospectus does not apply when the offer
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is addressed to qualified investors,™ and to fewer than 150 persons {natural or
legal) per Member State [private placement).? Subsequent resales of securities are
treated as offers in thelr own right* The exemption from producing a prospectus in

the case of conversion offers, takeavers, mergers and employee offers Is provided
inthe consolidated Directives.*

The Prospectus Directive, however, does not give precise guidance as to when an
offer is made “to the public®. This may lead to different judicial interpretations as
to what constitutes an offer to the public; namely whether something more than

a specific number of recipients, such as 150 persons, for example, is needed to
trigger disclasure obligations.™

Both the prospectus Directive and the transparency Directive® distinguish between
the retall regime and the wholesale regime. This distinction apples to debt
securities and asset-backed securities [provided that they do not carry any rights to
acquire shares) and, significantly, is linked ta the denomination of securities rather
than to the number or category of the investor. Securities that have a minimum
denomination of less than €50,00000 are classed as retail, whilst securities
that have minimum denominations of more than €50,00000 arecategorised as
whelesale. Under this regime, issuers of retail debt will be required to undertake
more anerous disclosure requirements, whilst issuers af wholesale debt will beneft
fram alternative, less onerous requirements. Financial information to be included in
a prospectus for retall debt for any financial year must be prepared in accordance
with international financial reporting standards (IFRS) or anather equivalent set of
accounting standards.® In such cases they are required to restate their accounts in
IFRS In order to maintain the validity of their prospectus.”™

lssuers of delit securities under the wholesale regime must instead provide: (a) a
staterent declaring that the financial information included in the prospectus has
not been prepared in accordance with the IFRS and that there might be material
differences in the financial information than had the IFRS been applied 1o the
accounts: and (b) a description of the differences between [F&S and the accounting
principles used in the preparation of the financial statements.®

For interim financial information, the same distinction applies. In the case of retail
debit, an Issuer that has published quarterly or half yearly financial information since
the date of its last audited financial statements must include the interim financial
statement In its prospectus. Additionally, for retail debt Bsuances that closed more
than nine months after the date of the end of the last financial year, the prospectus
must include mterim financial information, covering a minimum of six months of
the financial year. This requirement applies irmespective of whether the issuer has
published any interim financial information, The latter information, provided in'a
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prospectus, must also include comparative statements for the same period of the
previous financial year.™

issuers of wholesale debt do not need to comply with these interim financial
information requirements. Moreover, it is required that enhanced and moare
detailed issuer disclosure be included in the prospectus for debt as opposed to
whalesale lssuances. For debt issuances of less than €50,00000, descriptions are
required of the issuer’s main markets of operation and principal investments,
For further clarification, the prospectus should contain all infermation which,
according to the particular nature of the issuer and of the securities offered 1o
the public or admitted to trading on a regulated market, is necessary to enable
investors to make an informed assessment of the assets and liabilities, financial
position, profit and losses, and prospects of the issuer and of any guaranter, and
of the rights attaching to such securities.®

3. Prospectus: Summary and Circulation of Various Documen

The prospectus contains information concerning the issuer and the securities,
It should also include a summary.” The Directive illustrates the contents of the
summary, which should, in a manner that is brief and free from technical language.
convey the essential characteristics and risks assoclated with the issuer, any
guarantor and the securities, or the securities themselves. The <u mmary should
provide key information in the language in which the prospectus was originally
drawn up. It should also contain a warning, insisting that: (a) it should be read
25 an introduction to the prospectus; (b) any decision to invest in the securities
should be based on a consideration of the prospectus as a whole by the investor:
{c) civil liability attaches to those persons whe have tabled the summary including
any translation thereaf, and applied for its notification, but only if the summary is
misleading, inaccurate or inconsistent when read together with the other parts of
the prospectus

in nrde_f to achieve maximum requlatory cenvergence throughout the EU,
the obligations have been outlined again in broad detail in the Commission
reguIatlnns.whicl-b.v.rithu:-Utfurmeﬂra nsposition, arebinding for Member States ™
Hence, the rules on Prospectuses are not just found in the prospectus Directive,
butin the Commission regulations, and arguably the recommendations issued

by the Committee of European Securities ’
Regulate SR
Directive and regulations.* rs (CESR) in interpreting the
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on a regulated market to draw up a prospectus, whether as separate documents
or as a single document. The required information In a prespectus composed of
separate documents shall be divided as a registration document, securities note
and a summary note.” The registration document shall contain the infarmation
relating to the issuer, and the securities note shall contain the information
conceming the securities offered to the public or to be admitted to trading.®

Thus, to facilitate the circulation of the various documents that constitute the
prospectus, the Directive encourages the use of electronic communication facilities
siach as the Intemet. To ensure easy access 1o information, the prospectus should
always be delivered in paper form, and thould be free of charge upon request to
knvestors. Mareover, a new event lable to Influence the assessment of the investment™
that arises after the publication of the prospectus, but before the closing of the offeror
the commencement of trading on a regulated marker,® should be properly evaluated
by Investors; and therefore necessitates that a supplement to the prospectus be
approved and disseminated

In order to avoid detrimental consequences for an: issuer, the prospectus
Directive authorises that competent authority in certain circumstances to
omit sensitive information from a prospectus.® This actually serves the aims
of disclosure as it ensures that the information presented is both current and
reliable, and that investors are fully versed in the facts of the situation regarding
dealing in securities,

Prospectus

The prospectus can, at the choice of the issuer, offeror or person asking for
admissicn to trading on a regulated market, consist of a base prospectus.”
This will contain all of the relevant information concerning the Issuer and the
securities that are offered to the public or admitted to trading on a regulated
market for the following types of securities: (a) non-equity securitles, including
warrants in any form, issued under an offering programme; (b) non-equity
securities issued In a continuous or repeated manner by credit institutions,
(i} where the sums deriving from the issue of sald securities, under national
legl<lation, are placed in assets which provide sufficient coverage I’nlr the liability
deriving from securities until their maturity date; and (i) where, in the event
of the insolvency of the related credit institution, said sums are intended, as a
priority, to repay the capital and interest falling due®

The information {lh"ﬂ‘l'l- in the base prospectus chall prl;:m'ide l.IdeTEd information
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on the issuer and on the securities to be offered to the public or to be admitted
to trading on a requlated market. However, if the final terms of the offer are not
included in either the base prospectus or a supplement, the final terms shall b{-
provided to investors and filed with the competent aulttmrty wheyn each publluc
offer is made, which must be made as soon as practicable and, if possible, in

advance of the beginning of the offer."

The idea of the base prospectus is to introduce a fast track procedure for issuers
admitted to trading and who frequently raise capital on these markets, The
advantage of a base prospectus Is that all the relevant information about the
issuer and the securities can be hled and then supplemented by filing the final
terms of particular issues without the competent authority having to approve |
these additional supplements.®

5. Publication of the Prospectus

The prospectus Directive provides clear provisions in relation to the publication
of the prospectus. Once approved, the prospectus shall be made available
to the public as soon as practicable, and, in any case, at a reasonable time in
advance of the offer to the public or the admission to trading of the securities
involved. Additionally, in the case of an Initial public offer of 3 class of shares
not already admitted to trading on a regulated market that is to be admitted 1o
trading for the first time, the prospectus should be made available at least six
working days before the end of the offer ® Furthermore, the Directive explains
when the prospectus should be made avallable to the public: i.e, when it is
published either by insertion in one ar more newspapers circulated throughout,
or widely circulated in, the Member States in which the offer to the public is
made or the admission 1o trading is sought; orin a printed and electronic form.
However, where the prospectus is made available by publication in electronic
form, a paper copy must nevertheless be delivered (free of chargeand upon
request of the issuer, the offerar. the PEFSON requesting admission to trading
or the financial intermediaries placing or selling the securities) to the investor,*

'E-unse-queﬂd:,-, adapting the rules of praspectus publication stated in the
_afﬂ-l"l!'l'r'lemlﬂl‘lﬂd Directive might cover the legislative gaps in other regimes,
including Palestine, In principle, a reasonable period for publishing the
P-fﬂspe':ms_befam the beginning of the subscription should be identified in
the reguratu_:rns. where the competent authority is given the power to s pecify
the appropriate time on a case-by-case basis, The time criterion in this regard
should satisfy the needs of the inveEstar or its advisers to make an informed
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investment decision. Otherwise, the obi iri
’ jectives of requiring the prospectus will
not be fully achieved., : b

6. Liability for the Safety of the Prospectus

In relation to the responsibility attached to the prospectus, the prospectus
Directive ensures that responsibility for the information given in a prospectus is
attached at least to the issuer or its administrative, ma nagement or supervisory
bodies, the offeror, the person asking for the admission to trading or the
guarantor.” The persons responsible shall be clearly identified in the prospectus
by their names and functions or, in the case of legal persons, their names and
registered offices, as well as declarations by them that, to the best of their
knowledge, the information contained in the prospectus is in accordance with
the facts and that the prospectus makes no omission likely to affect its import.**
Additionally, civil Hability applies to those persons.*® Yet, as mentioned earlier,
the Directive certifies that no civil liabdlity shall attach to any person solely on
the basls of the summary, unless it is misleading, incorrect or incoherent when
read holistically with the remainder of the prospectus ™

Nevertheless, the Court of Justice of the European Union has ruled that the
liability attaching to the prospectus should apply to the issuer of the securities
and also to its board, even if they wera not explicitly mentioned as responsible.
The ogurt adds:

[alrticle 21 of Directive 2001/34/EC of the European Parliament and of
the Council of 28 May 2001 on the admission of securities to official stock
exchange Hsting and an information to be published on those securities Is
to be interpreted as meaning that it does not preclude a national legislature
from laying down, for cases where the information recorded in listing
particulars published with a view to admitting securities to official stock
exchange listing proves to be inaccurate or misleading, administrative
penalties imposable not only upon the persons expressly mentioned in
those particulars as responsible but also upon the issuer of the securities
and, indiscriminately, upon the members of the issuer’s Board of Directors,
regardless of whether the board members have been identified as

respansible in the listing particulars.™
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Ainde of the Prospectes Directive n

out in the prospectus Directive.due 1g
to achieve deterrence and be consisteng
with the stated judgment of the European Court of Justice are nevertheless
transferable to other regimes. Hence, any F‘Eﬁﬂﬁ_ma_'t subscribes to a public
offer has the right to pursue a claim for compensation if that person suffers logs
or damage when acquiring the securities to which the offer document relates.
Compensation will be payable where the damage or loss ocours as a result of
any untrue or misleading statement, or any amission in t_he DH‘EF_ document that
should have been included within the prospectus or listing particulars. Liability,
therefore, is not dependent upon whether the subscriber had placed reliance
on the misstatement or had knowledge of any omission.*

The aforementioned provisions, Fai_d
their ¢larity and perhaps their capacity

7. Conclusion

Despite the fact that the prospectus Directive represents developments on
several aspects of public affering in comparison with the consolidated Directives,
some issues are still left untreated by this Directive, Thus, it could be criticised
for granting extensive powers to the competent authorities that might reduce
the velume of harmonisation intended by the Directive, leaving uncertain legal
matters relating to private placement (an exception not to public offering but
to the obligation to publish a prospectus), and forallowing each Member State
the right to determine their own standards of liability regarding prospectuses ®

Nevertheless, various provisions of the prospectus Directive, on both policy and
technical levels, could be effortlessly adopted in other regimes. in particular,
cansultations with stakeholders and the conducting of regulatory and periodic
\mpact assessments according to the associated rules, and the specific manner
in which imvestors are protected This may also refer to the way in which the

prospectus is drawn up and published (e.q., its summa
electronic dissemination). g ry,compeonents and

E‘::I:I‘sjlpectm mr;:m_.re also helps to facilitate the integration process of some
=t l.;eppsllim? _'5 in UTI'IEI jurisdictions in the feld of offéring securities,
capital marf-cﬂ? fha?ssml' and incorparation by reference. The national
o u |He_s tan transplant the principle of these concepts for

gn issuers, but requires controls to make implementation possible. Yet,

complicated igni
p ﬂmtedurﬁfmappm'.ralnrsrrgn:ﬁcant&dministmtimarrangemenﬁ
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should not be required by the national capital market authorities in relation
to other state issuers. The fundamental criterion that must be sought in this
respect Is the availability of investor protection.Thus national authorities, e.g.
Palestine, may not require a foreign issuer to prepare the prospectus according
to the naticnal regime if the Issuer and/or its sponsor or advisor certifies that
the prospectus meets, at least, the national requirements. Or, if the competent
authority of the state of the issuer, if that state follows the advanced models in

drawing up prospectuses, declares in writing that the prospectus was drawn up
in accordance with the refevant applicable legislation.
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Chapter Four s
Key Legal Adjustments for
Promoting Investments
in Palestinian Enterprises:
What Role for the EU?

Bashir Assi’

Pi.L. reader, Bologna University, Italy

1LE

is paper explores some of the main impediments in the Palestinian
legal framework hindering, to some extent. potential economic
cooperation between Palestine and the European Unian (EU), and focuses
specifically on the promotion of investment activity in Palestinian enterprises. This
paper looks at the economic relationship between the EU and Palestine, as ane
of the EU's neighboring countries in the Mediterranean reglon. The main ssue of
this paper is the role of law in enhancing potential European investments in the
Palestinian private sector, considering the current political and economic situation.
The underlying assumption of this paper is that a more investor-friendly legal
framework could foster foreign investment flows into Palestinian enterprises.

It rmust be ernphasised that accordireg 1o recent reports by Internaticnal organisations,
the main obstacles hindering foreign investments into the Occupéed Palestinian
Territosies {OPT) remains the lsraeli occupation and restrictions.’ As long as this
devastating reality exists, and continues to impose high levels of uncertainty and
political risk, investments in Pabestinian enterprises’ will remain fairly limited and
far from its potential

This reality has a direct negative iImpact on the Palestinian eccnomy, preventing
Palestine from achieving acceptable levels of sustainable growth, business
development opportunities andsatisfactory employment rates.! Without
undermining the importance of the above obstacles, this paper attempts to
assess the current Palestinian legal framework and to highlight seme of the
aspects that require modernisation and development.

This paper discusses aspects of econamic cooperation between the EU and
Palestine. Such economic cooperation can be evident in two main segments of
commercial activity: trade (in goods & services) and investments.® In order 1o
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promao national market should aim 1o achieve competitive prices, high
qualfwlsr:;ﬁ:mdtariﬂ incentives. On the other hand, in order to pmmut? lﬁ:llelgn
investments, the country must have both attractive investment -c_:ppc_:rl:unmes and
3 suitabbe business environment, whilst at the same time providing investors 'n.:lth.
satisfactory levels of protection. The scope of this study is limited to the promotion
of investments. and will not discuss trade related obstacles; although, trade issues

are of high significance as well*

It is waorth noting that, although the title of this paper focuses on Eurnpe!_rnle in
assisting Palestine in the promotion of investments in local enterprises, .I|'|-I5- does
not seggest that there is a need for preferential treatment of European investors.
Therefore, resolving the impediments in the Palestinian legal framework and business
enviranment, as outlined in the following sections, can help to facilitate legitimate
foreign investments, regardless of their origin. Nevertheless, the emphasis on the
promotion of European investments derives from the relatively developed and
structured nature of Palestine’s relationship with the EU, as part of the EU's policy
towards the Mediterranean region in general, and Palesting in particular.”

The remaining sections of the paper are structured as follows: Section 2 outlines
the pofitical and economic context that informs this debate; Section 3 discusses
key legal issues that require some modernisation or reform to better promote |
foreign investments in the Palestinfan private sector; Section 4 provides a historical
overview of the agreements that have been made between the EU and Palestine to
date, highlighting the main aspects of economic cooperation in these agreements;

and Section 5 concludes the discussion set forth by this study.

2. Background
2.1. Palestinian Institutions and Economy

The Palestinian Authority (PA) was established following the signing of the Oslo
Accords in 1993-1994, The OFT were divided into three different areas -A, B and C
- the latter of which constituted maore that 60% of the OPT, and an area of which
the PA has neither civil nor security control. The Annex to the Oslo Agreement that
defined the relationship between Palestine and lsrael came to be kniown as the Paris
Protocol. The mechanisms in the Paris Protocol were based on cooperative actions.

However, these actions cooperative approaches were nat sustain [
ed, and particular
after the second Palestinian Intifada (uprising), in 2000 # - i

Adding to the severity of the Palestinian situation was the lack of Function of the
Palestinian Legislative Council in 2007, The election of Hamas party since 2007
led to anlrnl:emal political division between the West Bank (WE) and Gaza. This has
resulted in adivision of political control of WE and Gaza, where Fatah cur;l:n:ﬂs the
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WE, and Harr}a? controls Gaza. This reality has further stunted the development
of the Palestinian economy, and complicated its state building plan, of which
the development of the legal frame work was part. Consequently, the legislation
process has been confined to more crucial and urgent matters, and in the WE,

the legislative power has remained for the et venrcda fa
¢to In the hand
Palestinian President. Y ands of the

The Palestinian economy is a new economy. According to the Palestinian

Basic La'-g of 2003, Article 21 {1): *[tlhe ecanomic s:.rn?m in Palestine s.haliAhThl::;
on the principles of a free market economy” The maln economic sectors in Palestine
include: agriculture {year round cultivation); industry and construction (stones and
else); services and tourism (religious and else); and the ICT sector. towards which
recent efforts have been directed to develop. In 2012 the services and public
administration sectors constituted the highest share, more than 30%, of the GDP*
The Palestinian economy remains, however, under severe restrictions impoased by
the lsraeli occupation.These restrictions, including civil and security control by the
Israedis {particularly in Area CJ; restrictions on movements of individuals, goods
and services; restrictions on imports/exports (customs, taxes and quotas); and the
control of land, water, and other natural resources, were reinforced by the Paris
Pratocol." The occupation, lack of sovereignty and lack of border control prevent
Palestine from benefiting from potential trade and economic relationships with
other countries, including the EU and its netghboring Arab countries,

The development of the Palestinian private sector remains high en the national
agenda, as it poses substantial patential benefits for the national economy. However,
the Palestinian economy, since the establishment of the PA in the mid 1990%, has
been reliant to a large extent on foreign aid to allow for the development of the
local market and state building. Consequently, the decline in donors’ money in
the last years, mainly due to political and economic reasons, has fed 1o noticeable
contraction in the economy.'" Currently, the Palestinian economy is facing various
hardships, including declining growth rates,'” a severe fiscal crisis™ and high
unemployment.” Therefore, foreign investments and technical assistance ane
essant |a| fi}:l' l]-le genﬁq’a[iﬂn ﬂf 51J5|_ai|'|able grﬂ'ﬁ'th In th'E' Pﬂ!ﬁ!rﬁlan p'"'l'at'E ector,

In terms of market structure and competitiveness, in some sectors the competition
remmains insufficient, particularly where there are large contralling compankes and
concentration in the market.'* As more than 95% of the Palestinian enterprises
are micro. small and medium size enterprises (MSMEs)™ it Is worth focising on
the needs of this sector, in terms of the enterprises ability to obtain financing that
adhere to their needs, and to develop and expand thelr operation both locally and
internationally. These enterprises have been facing -.rarln;:nu? ohstacles that_lnmtth!
their potential development, and require improvements in tenms {:_F their a:ca:;_:.
both to financial capital, and to technical assistance to developing their capacities.
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i financial and banking sectors are relatively sound and well-
ﬁnﬁmﬁla Palestinian capital market (the Palestine EJ":*I":W“QE (PEX)) is
supervised by the Palestine Capital Market Amthljr (PCMA). Cunf_nu_g,r_ 49
companies are listed on the PEX, and various foreign investors are also active in the
public securities arena."” The banking sector includes seventeen cnmmgr-:.at banks,
of which nine are local® {supervised by the Palestine Monetary Authority [F'{nﬂ.ﬂ!]].*I
However, these financial institutions and intermediaries prmrldel only limited
financial resources to SMEs. A listing on PEX requires a minimum capital of $500k2
and commercial banks require high collaterals for providing credit for MSMES, which
has been repeatedly recognised as one of the main obstacles faced by MSMEs in
obtaining credit.™
Some private investment funds (Le. private equity and venture capital] providing
equity investments for local SMEs and start-ups have, in recent years, become
active In the OPT* Furthermore, there have been significant developments in
the Microfinance Institutions (MFIs) sector, and MFIs have also been an important
source of finance for SMEs.™

2.2, Foreign Investments and Trade Export in Palestine

Although the above presents a relatively functioning, but deteriorating, market
econamy, foreign investment in the Palestinian private sector has, over the
past decade, remained marginal, According to the Palestinian Central Bureau
of Statistics (PCBS) reports on foreign Investments in Palestinian enterprises,
the highest share of the total foreign portfolio investments and foreign direct
investments (FDI) in 2010 came from Jordan, with 55.7% and 80.5% respectively.™
The remaining share of foreign investments also came mainly from Arab countries,
including Qatar, UAE, Saudi Arabia, Egypt and Kuwait. Britain's share in FDIs was
0.5% in 2011, and Switzerland also had a high share in the foreign portfolio
investments in Palestine of 8.6% in 20101t is alsa warth adding that most of
these foreign investments (29.5% of which were foreign partfolio investments
and 53.3% FOI) were directed into financial intermediation’

Similarly, Palestinian exparts temain very low. In 2012, exports from Palestine
were $1,898.6 million, compared with 37,165.2 million imports.® The high level
of imports may be explained by the need 1o supply the demand for material and
products that are not produced locally, and for raw material for local production.

A large proportion of Palestinian exports (around 84
% In 2012 d
659.6% of the total imports come from Isfael® 012) go to lsrael, an
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3. Required Key Legal Adjustments

The question of hn’j"’ 1o promote foreign investments in Palestinian enterprises
remains a chﬂ“ﬂﬂglng one, In order to prmide investars with desired levals of
protection and a healthy business environment, there should be a sound legal
system and an effective dispute resolution mechanism.

According to Article 15 (1] of the Law for Investment Promotion (1998) it is the
I"E'Spﬂnﬁihili['_l.l' of the board af the Palestinian Investment Promotion ﬁgfﬁ:}l’
(PIPA) to attract fﬂl"ﬂgr'l IMVES TS, MBI‘E‘DH‘EF, Article 15 (15) of the same Law
indicates that the PIPA board is responsible for developing and modernising the
investment-related |E'gi5|&tl-m5,. and for p-u[ﬂng tgggmﬂ p[a ns and programs
aimed at creating a suitable investment climate,

The Warld Bank ‘Investment Climate Assessment’ report of 2007, undertook
an extensive analysis of Palestinlan laws, in which several deficiencies were
identified.™ While some of these deficiencies were addressed, at least partially, by
the PA, the WB and Gaza were nevertheless ranked no. 135 (out of 185 countries) in
2013 by the World Bank ‘Doing Business' report, indicating that several obstacles
remained, and various areas still required reform' Among the ten indicators
in the report, the WB and Gaza were ranked above no. 100 in five (starting a
business, dealing with construction permits, getting credit, trading across border,
and resolving insolvency). This suggests that,in comparison with other countries,
the conditions in the WB and Gaza are least favourable to "doing business’in
order to improve Palestine’s ranking in the ‘Deing Business report, the Palestinian
Ministry of National Economy is currently working on filling these gaps through
legal reforms.™ Although ‘Getting Credit’is indicated as one of the main obstacies
facing businesses In Palestine, there have been several developments that present
some sort of alternative to businesses for financing , including credit guarantee
facilities, microfinance, and private investment funds. These remain, nevertheless,
far from sufficient to fill the local demand of businesses for financing .

It has been repeatedly recognised that legal certainty and a well-functioning
legal system have a positive impact on market economy, and on attracting
investors. In order to promote investments in the private sector, investors need
to be protected under local law and have a refiable system for resclving disputes
to turn to.” It is not within the scope of this essay to analyse the Palestinian legal
framework in all its components, Therefore, the following section focuses on
elective keyissues thatwere identified as crucial for the promotion of investments
in the Palestinian private sector: (1) a business enabling legal framework,
including the protection of investors under company law, bankruptcy law, and
secured transactions law: (2) investment promaotion, based on the Investrnent
Promotion Law: and (3] dispute resolution mechanisms, and, in_ particular,
arbitration. Although this paper does not treat the issue of ensuring market
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competition, a5 a crucial factor for the development of the market BCONOmy, it
does not ignore fts importance.™

3.1. Business Enabling Legal Framework

It has been recognised that the Palestinian business legal framework has severa|
deficiencies, resulting from several factars, including the complexity of the legal
system and the outdated laws that, have not been amended for several decades,
mainly due to the absence of a functioning Legislative Council.

There are two separate legal regimesin theWB and Gaza with regards to Company
Law. The law currently applying in the WEB is the Company Law No. 12 of 1964,
amended in 2008 (the 2008 Law), although there has been a draft company law
since 2010, which is pending approval by the Palestinian President.*In Gaza the
applicable laws had always been the Company Law No. 18 of 1929, and No, 19
of 1930 (known as the Regular Companies Law), until the recent enactment of
the new Company Law of 2012 that came into force in May 2013

One of the main crucial ssues that concern investors (both lacal and fareign)
is the protection of Investors’ rights, and, particularly, minarity shareholders’
righits. This issue is dealt with to some extent in the current Company Law in the
WE, although some additional improverments could certainly benefit investors,
Under the current law, directors shall disclose their ownership of a company's
shares (Article. 112) and are prohibited from self-dealing, unless the company
issues a public tender and the director submits the best offer, which must be
approved by 2/3 of the board (Article. 144). Also, shareholders can submit a

derivative suit (Article. 120). The following are some of the weaknesses of the
2008 law in the WE:

a.  The minimum capital requirement for private shareholding company
remains high, JD 10,000 (Article & of 2008 Amendment),

b. There is a restriction an the share of foreign investors in local companies,
as foreign investors are not allowed to have a majority share in a local
company, L.e. owning a maximum of 49% of the shares.™ This, however,
does not exclude the possibility of foreign companies to register locally
with the Palestinian Ministry of National Economy, i.e. the Companies

Registrar,
C. There is no possibility of registering a sole shareholder cam pany.
d. Thelawdoesnotinclude extensive

reference to restructurin rocedures,
Or mergers between companies, 2k




provision should be interpreted. Additional criticisms included the limitation on
the types of companies. For example, the law excludes non-profit companies
and does not provide for advanced types of companies, etc, Moreaver, the law

increased the capital requirement to a minimum of JO 50,000- compared to JO
10,000 in the 2008 Law applying in the WB.

in addition to the modernisation of company law, a framewark for secured
transactions needs to be adopted, as it has been repeatedly indicated that one
of the main cbstacles facing Palestinian businesses in cbtaining credit is the
Inability to provide the level of collateral required by local banks. In the current
state of limited equity investments by private funds, companies that rely mainly
on commercial bank loans to fund their businesses operations and growth face
several challenges. Due to the absence of a registry for movable assets, thase
businesses mainly rely on their immovable assets for their collateral base, which
are in many cases insufficient or unavailable. This, among other causes, such as
pofitical risk, results in interest rate on loans remaining high.

Finally, the modernisation of bankruptey and restructuring law must  be
considered, The importance of constructing an efficient bankruptcy law
has been alsa reiterated in Principle Il of the EU *Small Business Act, which
asserts that palicies shauld “ensure that honest entrepreneurs who hawve faced
bankruptcy quickly get a second chance® Providing an efficient and clear
legal framewark for resolving distressed businesses through restructuring or
bankruptcy procedures can reduce the “fear of failure’, which might have a
negative impact on entrepreneurship and business development. This law can
alse provide alternative options for distressed business, which would otherwise
be farced out of business when faced with distress. There is currently a draft
bankruptcy law under discussion.

3.2, Investrnent Promotion Laws

In arder to facilitate investments in the Palestinian private sector, itis important
to provide businesses with adequate incentives, based on a sound national
strategic plan. The Investment promaotion law is the c-:nfe_leg.al act that sets forth
the main incentives for attracting investment in the private sector; and being
so, the Palestinian Investment Promation Law has played an Important role in
structuring such incentives.

The Investment Promotion Law has undergone several phases in the last two
decades. The Initial Investment Promotion Law, No. &, was adopted In 1;:'95
following the establishment of the PA.The law granted incentives to cafnian ﬁ,“
in the form of tax exemptions, and h:‘sed ﬂ :Ilher thie company's capatal, ori
number of employees, with various thresioids. |
The second Investment Promaotion Law, No. (1), was adopted in 1998 (hereinafter.
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led to the ereation of the PIPA in 2000. The second [ay.
:&?gﬂi{:ﬁ&::ﬁuf employees' as a criterion for granting incentives, ang
relied on the company’s capital as the only criterion, with various thresholds »
This second law remained in force until the end of 2011.The law granted equal
incentives to foreign investors, on the basis of “Reciprocal Treatment:

- ment was the amendment of the second law in 2011
E:-;:ﬁ.ese::?pmn Law') and included some modifications of the tax
incentives. The 2011 Law, which remained in force until the end of 2012, gave
special attention to the Information Technology (IT) sector, where IT companies
were given incentives based on their number of employees, e.g. they were
favoured when employing five or more professional Palestinian employees
(Article 9 of the 2011 Law).* However, as shown in the table below, only two
IT companies received incentives throwgh PIPA in 2012, Also, it is worth noting
that companies that exported more than 30% of their production also received
additional incentives (under Article 31 of the 1998 Law).

A committee has recently been appointed to draft a new law 1o replace the
2011 law. The committee includes representatives from PIPA and the various
Ministries, The role of the committee is to advise on how the new law should be
structured, taking into consideration the national economic development plan
and the current economic climate, including the PA's financial crisis.

The thresholds that were granted by the 2011 Law (Article 9) granted longer
periods of tax exemption for higher levels of investrment in a company. As
shown by the data in the table below, however, the majority of the companies
that were granted these incentives had a median ca pital that ranged between
%271,352 and $345,571 over the years 2009-2012 This suggests that SMEs do
indeed constitute the majority of companies that benefited from the investment
pramotion law. A policy that provides tax incentives for longer periods for
investments that exceed 5 1million, therefore, does not necessarily favour SMEs.
In my view, the investment promaotion law should provide more focused
Incentives in particular strategic sectars ie. those that have inherent economic
patential, such as T, agriculture or in sectors that require high Research &
DE\re-l-u-pm_EnI investment,*! Moreaver, the law shouid give enhanced incentives
::I enterprrﬂ:sllhat operate in underdeveloped geographical areas, areas that
av:a;;m‘i national significance or aneas in which the risk is higher than
Finally, Palestinian lawmakers shauld ENSure

porsISIency with respect 1o the incentives that the investment promation

law grants, to ENCOurage i initi
its, MYeSors to initiate new enteroe f
assumption that they are eligible for such incentives 2 il b

Mare certainty and long-term

E‘U Ed3aryn on The Lurapean
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Table: Summary of Beneficia
Promotion Law- 2009-2013: 1Y Enterprises of the Palestinian Investment
Year 2004 2010 2011 2012 201301
Number of 4 28
Baneficiary i = 22
Enterprises
Aggregated 12384685 - .
el 6336461 B4.442.765 G1.877.604 26,745,691
Beneficlaries®
{5 Millions)
Average Capitalof 516,029 583,445 796,631  DO9,965 764,277
Beneficlary '
Median Capitalef 271,352 277475 256989 328010 345571
Beneficlory, '
Beneficiaries 0 0 2 1 o
Involving Forelgn
Investors
Beneficiaries based 0 i] & ‘4 1]
on Mumber of
Employees |
Beneficiaries 0 0 1 1 2 |
Exporting Goods e M |
Number of fi 8 10 9 7
Geographical
Regions | _
Tourism 1 4 24 10 4
Industry 19 21 ) 47 30
Services 2 1 a o 0
Agriculture 2 1 4 2 1
Telecommunications 1 2 5 1 0
Information 0 0 g 2 0
Technology
Education 0 0 =S 41
Health TR [ F B | R L=

* For aggregated capital, companies that were granted incentives based on
their no. of employees or exports were not included, as the data on their capital

was not provided.
Source: data from the Palestinian Investment Promation Agency.
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3.3. Dispute Resolution Mechanisms

The Palestinian judicial system has been characterised by ﬂferal dEﬁEiEﬂl_:.Igsl
and mainly by the length of its trials and its lack of a sufficiently specialised
judiciary. The division of the OPT into the three Areas (A, B and C) has h_ad an
adverse impact on the court proceedings, creating more causes for delaysin the
judicial decision-making process. In recent years, significant efforts have been
made to enhance the Palestinian judicial system, by making it more efficient,
and improving the professionalism of the judiciary.**

In the above-mentioned drcumstances, it has become ever more important
to find an alternative resolution system, particularly In cases of transactions
involving foreign parties.™ Arbitration is known as an attractive alternative
dispute resolution mechanism, Some advantages of arbitration over the
formal judicial system include: confidentiality; freedom of choice of forum and
legal jurisprodence; shorter resolution periads (in general); professional and
technical expertise in the field of dispute; and better chances of reconciliation
Moreaover, arbitration can be a more efficient medium for resolving disputes
that Involve both Palestinian and foreign Parties, and especially in commercial
disputes,

The current law governing arbitration in Palestine s the 2000 Law of Arbitration,
No. 3. This legal framework is currently being revised, The Ministry of Justice
is drafting some amendments to the Law of Arbitration, which requlates
the arbitration profession by imposing International standards, ensures the
credibility of the arbitrators’ decision-making process. and encourages the
training of arbitrators. It is important that the arbitration law and procedures
follow international standards in a clear manner, so as 1o en sure the reliability of
these mechanisms

Unti recently, there had been no skgn of institutional arbitration in Palestine.*
Hec_eml:_.-. however, there have been significant attempts to establish an
arbitration centre, named the Palestinian International Arbitration Chamber

(PIAC). Also, the Palestinian Prime Minister's o :
Law for the PIAC ffice has recently drafted the Basic

H::hi.mng professional arbitration decisions through an accountable and
efficient process is, however, only half the battle, It is also highly important to
enable an eﬂ’e-:lmr-e enforcement of such decisions through the domestic judicial
system, To achieve this end, the Ministry of Justice is t}:.ning to encourage the
acknowledgement of the arbitrators' decisions by the judiciary. 3

All the above-mentioned actions are un
activity with foreign entities. as the
disputes, based on accountable and

doubtedly crucial for fostering business
¥ prmric:!e a credible setting for resolving
internationally recognised standards.
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4. European-Palestinian Agreements and Economic Relations

Palestine. s part of the multlisteral agreements (known ac the ‘Eurm:
Meﬂltﬁ_rranmn Partnership’] made bet_w?;:-r the EU atnd the Hed1i1:mi:r:n
countries. The Euro-Mediterranean Partnership started with the signing
of what is now known as the ‘Barcelona Process' whose objective was to
foster economic, political and cultural cooperation between the EU and the
Mediterranean countries. The ‘Barcelona Declaration’ included three pillars:
palitical and security partnership; economic and financial partnership; and
partnership in social, cultural and human affairs, The means that were defined
for the 'economic and financial partnership’ included the establishment of a
free-trade area by 2010, and economic and financial cooperation. As part of
the implementation of the Barcelona Process, twa grants and loans programs
were allocated by the European Council, known as ‘MEDA I and "MEDA II' These
programs included support for economic reform, private sector development
and investment promation. In 2004, following the Barcelona Process, the EU
introduced the 'European Nelghbourhood Policy’ defining its relations with
the neighboring countries in the East and the Mediterranean region, including
the OPT, based on the "values of demacracy, rule of law and respect of human
rights™

The EL. in 1997, following the Oslo Accords and the establishment of the PA,
signed an Interim Association Agreement (AA) with the Palestinians.® According
ta Title Il of the AA, in which the parties agreed to cooperate economically:
“[t]he abjective of cooperation will be the creation of a favourable and stable
environment for investment in the West Bank and Gaza Strip [...] This will
entail the development of: [...] co-investment machinery, especially for small
and medium-sized enterprises (SMEs) of both Parties” (indicated in Article 39,
entitled 'Investment promation and Investment’). However, this AA was never
fully implemented or upgraded to a full Asscciation Agreement. The main
reason for not upgrading the AA was lsraeli objection.™

Following the AA, the EU signed two Action Plans with the Palestine. The_ﬁm
Action Plan was signed in 20053 In Article 2.2 of this Action Plan, entitled
“Economic reform and development” Action No. 13 stressed the importance of
“improviing] the conditions for the e&tablishmen@ and functioning of a ma_rke:
economy’, including “carryling] out necessary legisiative reform and gnsurll_ng]
adoption and implementation of a basic regulatory framework 1In_1:[ud=r'lg:
Capital Market Authority Law, amended Income Tax Law, Companies Law,

Campetition Law)" i s
Recently, a second Action Plan was drawn up.* Inthe Complementary Objective
of this Action Plan, it was asserted (in Objective 61) to “improve the economic
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environment in order to promote domestic investment and attract foreign
investment in the occupied Palestinian territory, notably in East Jerusalem, Area
C and the Gaza Strip.

Moreaver, the EU has laid down some commeon principles for enterprise policy,
known as the ‘Euro-Mediterranean Charter for Enterprise’ (hereinafter: ‘the
Charter’],* The Charter contains fen common principies that the Mediterranean
partners to the EU should implement in their policies.” Furthermare, there are
currently efforts being made to implement the 'European Small Business Act!

The EU is a major supporter of the Palestinlan people in terms of the ald and
support that it provides the PA. The total aid received from the EU in 2012 was
52123 million, mostly for paying public officials’ salaries, pensions and security
expenditures.™ It is unclear to what extent this aid had a positive impact on
governance.” However, the EU trade relations with Palestine and investments in
Palestinian enterprises remain low. In terms of trade, although the EU has been
considered a strategic partner to the Palestinians, trade with the EU remains
marginal: a5 2012 figures show, around 96% of the Palestinlan exports go to
Israel {84%) and the Arab world (12%), and the remaining 4% goes to the rest of
the world.

The EU has been providing support to the Palestinians for the promotion of the
private sector. However, the assistance and cooperation of the EU in this respect
has been relatively low compared to other examples of European assistance
to Palestine.* One of the major European investment channels to the OPT is
managed by the European Investment Bank (EIB), within the Facility for Eurg-
Mediterranean Investment Partnership (FEMIP). The abjective of the FEMIP
program is to support the country in economic recovery and restructuring.
since 1995, the EIB has channeled around Euro 116 million for projects in the
OFT In the form of loans, private equity and technical assistance. However,
the total FEMIP investments in the WB and Gaza, between the years 2002-
2012, "':""E"E only Eure 60 million (Euro 45 million for energy projects and Euro
15 million for private equity). This makes Palestine the country with by far the
lowest total investments of all the Mediterranean countries included within

million, Lebanon Euro 740 millien, and lsrael Eurg 792 million in investment.

Without undermining the invalvement and assistance of the EU to Palestine
throughout the past decades, the role of the EU in this context should be
bolstered, both in terms of the mare active role that it should take in the legal
"Ef“;”‘ process and the level of investment allocations that it should provide to
the Palestinian private sector. Such an active Involvement is in line with the EU
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policy in the region, and the agreements that have been made with Palestinians.

Moreover, without fostering a real productive private-sector market led
economy, all the efforts to build a Palestinian state will be futile,

5. Concluding Remarks

This paper examined key legal issuesin the Palestinian tegal framewark that were
identified as crucial for the promotion of investments in Palestinian enterprises.
It suggested that more emphasis made on medernising the legal framework
with respect to business-friendly laws, investor protection, legal incentives for
investments in businesses and efficient dispute resolution mechanism. There are
currently legislations under discussion and consideration in all of these arsas, and
it Is very important that these legislative actions proceed and provide investors
with legal certainty and more efficient and modem laws. In this context, the role
of the EU should be enhanced, both in terms of a more active rale in the legal

reform process and the investment allocations that are made by the EU to the
Palestinian private sector.
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The Objectives of

Competition Law: Lessons
from the EU for Palestine”

Mohammed Algaisi
Faculty of Law and Public Administration, Birzeit University

Introduction

5 other laws, competition lawseeks to achieve particular objectives. The
Aﬁbjective{s:l of competition policyare derived from the objective(s) of a

wider economic policy. Consequently, the objectives of the competition
law must express the needs and requirements of the economy. Reviewing
the EU's competition policy shows that the objectives of the competition
palicy have changed according to itsvarious pelitical and economic situations.
The competition policy has sought to achieve such economic objectives as
productive efficiency, allocative efficiency and dynamic efficiency. In addition,
it has sought to achieve such non-economic objectives as; consumer pratection:
protection of small and medium firms; and the promotion of European political
and economicintegration. Consumer pratection has been an integral part of
European competition policy asan end-cbjectivein the adoption of competiticn
policy. The objective(s) of the Eurcpean competition policy are referred to
in order 1o assess anticompetitive practices including restrictive agreements,
abuse of dominant positions and anticompetitive mergers of economic firms.

The Palestinian draft law of competition has not clarified its objectives expressly
in its texts. However, the Explanatory Note of the draft law does provide
several objectives, including: protecting market factors jcanwmen traders,
and small businesses)creating a healthy investment -l'."r'l'ulrt:ll'l-n'IE-I'llt to attract
forefgn investors; promoting competition between local products in local and
international markets; and realising the economic potential of the malrhl:t.
Nonetheless, the mentioned objectives cantradict with each other as explained
below. -

af the law that reguiates anticompetitive practices,
arrangements, the abuse of dominant
tive mergers.! Jurisdictions mﬁdmd_e
on of their respective econgmic

Competition law Is a branch
such as restrictive agreements. of
positions in the market and anticompelilive
adopt competition laws as part of the reguiati

n
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policies, and thus, the objectives of this law differ ﬁr_a_m ane j_urlscira::ign tg
anotherJurisdictions dao, however, share some similarities In this regard.‘The
Palestinian Authority is currently seeking to adopt a competition iz\'i-': I:‘mwn as
the Palestinian draft law of competition. This paper attempts (o shed light on the
objectives of this draftlaw through a comparison with Eun:rpe*.‘_ expT_.nence af_thls
process. This article explains firstly the importance of regulating the GE!I:ECTW-E:,
of competition law; it then goes on to discuss the objectives !:I-f competition law
in the EU; and finally approaches the objectives of the Palestinian draft law.

The importance of regulating the objectives of competition lav

Assessing abusive practices is likely to be challengfnglf?r several reasons. F!_ne
such reason is the similarity of the effects of anticompetitive and procompetitive
practices on markets; both effective and exclusionary competitions force weak
firms to leave markets.? For such considerations, competition autharities assess
alleged abusive practices on a case-by-case basis* To fill the gap, European
Courts have devised several leading and guiding principles, among which is
the objective of the law." As competition law is a part of requlatory framework
of any economic policy, the economic policy adopted by a country decides its
own competition law objective(s). The objective(s) of such law play(s) a key role
in distinguishing lawful practices from unlawful enes. Adoption of a particular
objective dictates that the same practice might be legal under particular
provisions and fllegal under provisions adopted by another country. In light
of such circumstances, it is essential that the ebjectives of competition law be
regulated. Competition law must be accurate, and the objectives adopted clear

and precise. In this way, the objactives of the competition law must agree with
the objectivesof the economic palicy.

The abjectives of European com patition law

The objectives of European competition rules have changed In accordance
with the economic and political developments within the European Union. The
Eurapean competition policy and rules have been employed as important tools
In supporting European palitical and economic integration of the last century.

Generally, ll‘H‘f objectives of European competition rules fluctuate between two
main categories: economic and neneconomic objectives.

1. Economic uhjectjuuiEumpean competition law

Mostjurisdictions, induding the EU's competition policy, recognise the econamic
objective in their competition policy as one of its mast prominent objectives.®
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Economic objectives have played an essential role in the last few decades, and
have become the mast prominent objectives of competition policy."Some
ﬂl;ser"-'ﬂﬂ have pointed out that competition law s concermned fundamentally
with the economic consequences of players' actions in the market.®n the2003
QECD (Organisation for Economic Co-operation and Development) survey in
the afﬁli_altE:_:i countries, economic efficiency, after protection, appeared as the
core objective of competition in those countries? In addition, competition
is seen as an Important tool for solving economic dilemmas. However
competition cannot sclve such dilemmas alone, even when the competition 1r:
the market operates perfectly.' The economic objective of competition policy
is represented by its"economic efficiency”" Economic efficiency encompasses
the following types of efficiency: productive efficiency, allocative efficiency and
dynamic efficiency.”

al Productive efficiency

Economic praductive efficiency is realisedwhen the firm has the lowest possible
costs through employing the most effective combination of resources in the
production process, This level of productive efficiency reflects the amount
consumed by society, wealth and the scarcity of resources.'"The highest level
of productive efficiency Is realised when competition in the market is high. At
this point, the marginal cost of production Is equal to the price of the goods
produced. The greater the competition in the market is, therefare, the greater the
productive efficiency.’The reason for thisis that, under pressure from its market
competitors, a given producer seeks to produce at the lowest possible cost so
it can sell its product at 3 competitive price. By comparison, In a monopalised
market, 2 producer is not under pressure from its rivals (as it tends to have none,
ar few), and thus no incentive to produce at the lowest possible cost it sells its
products at whatever price it determines.'

b) Allocative efficiency

Allocative efficiency or Pareto efficlency Is achieved when the price of a g:l-_.uzn
product reflects the cost of the product."™ That is, the price equals EhE malrg-na1
cost of a given product.'” Naturally, a firm produces in onder to gain maximum
profits, For this reason, a producer continues to produce as long it is profitable,
or where the marginal cost {including profit) is less than -u!requal to t1'I|E market
price.® Resources must be allocated efficiently to the highest possible level,
that is, the producer will continue to produce as long asthe consumer demands
that product. Thereafter, the producer will suspend producing :I;necausle
producing extra units of the product would lead to 100% loss). In other words it
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is the consumer demand alone that dictates when the provider must produce,
However, any suspension of productiondoes not create a problem in terms
of consumer demand of consumers,as other producers will compensate the
shartage in demand.""When the market is menopolised, howeversuspending
production can create a problem. Nevertheless, in such case, the monopolist
can limit production freely to gain high profits since demand would be greater
than supply. Thus, monopoly prices are likely to be higher than the marginal
cost, and thereforeresaurces are allocated inefficiently as consumers pay more

than the real value of the preduct.®

¢} Dynamic efficiency

Dynarmic efficiency is achieved when a given supplier (producer), as a result of
the pressures of market competition, strives 1o develop its products through
innovations in sclentific research and technology in order to satisfy consumer
desires on the one hand and to maximise its profits on the ather. The monopolist
also innovates, uses technology. and conducts a scientific research to develop it
products, of course.What, therefore, is the difference between the two cases of
monopoly and competition in this context? Well, the achievement of continued
dynamic efficiency requires both the ability and the incentive to innovate, In
the absence of competitive market forces and the resultant pressure on the
producer to achieve dynamic efficiency, the monopolist has the ability to
innavate and develop its products,? but not necessarily the incentive to do so.2

2. MNon-economic objectives of competition law

Desplteltlheir importance, economic objectives are not the only objectives in
u:amnfhtmn taw; jurisdictions worldwide seek to achieve other objectives by
adopting competition law, Competition law, for example, aims to redistribute
wealth in a country by preventing big firms from excluding rivals from the
market. In other Jurisdictions, competition law aims to increase emplayment
rates through adopting openness and liberalisation policies, and in other cases
the law aims to protect consumers. |

a) Consumer protection

Competition law might concentrate an protection and the interests of

CONSUMErs as a priority in condemning anticompetitive practices ™ Adaption

of consumer interests as a main objective of competition pelicy can even lead

to changes in how the law is apoli iti
in ha Prlied by competition authariti
they lay their priorities. Consumer interests ha gt

; . ve been a key consideration
of European competition policy. Far exarmple, paragraph 3 ?; article 1Iﬂlu:::-F
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the TI'EE_!'E)" on the Functioning of the European Union (TFEU) provides an
exemption for the prohibition laid dewn in paragraph 1 of the same article,
where consumer |I'I_I:EI'E5[ has been taken into account and pril::ritised.“l'he:
Eurapean Commission fights severely a0ainst cartels since such viclationsare
seen as the most dangerous infringement on the consumer interests rules.” |n
addition, the European Commission directly mentions consumer immsulas a

goal, and indirectly stresses their importance by focusing on the protectionof
competition in markets® = E ’

We might ask what is meant by the term “consumer.e. does it refer t5 the
customer, or the end user? The European Commission adoptsa wide sense of
the term, and they refer toconsumersas all the customers in the market place
including the end users.” Nonetheless, consumer interests might be measured
either by consumer welfare™ or total welfare in the market”. Consumer welfare
refers to consumer surplus, which is the difference between the social valuation
of product and the price actually paid by theconsumer (the price of a given
product is less than the price final consumers are willing to pay).® The total
welfare (known also as social welfare) is the combination of producer welfare™
andconsumer welfare.” Competition authorities might refer to total welfare™ or
consumer welfare as a standard by which they can assess market cormpetition.
In practice, if competition policy is determined by consumer welfare rather than
total welfare, competition authorities would take into account the effect of the
alleged practice by measuring the benefits transmitted from consumer surplus
to producer surplus, and vice versa, Thus, unreasonable increases in price will
be prohibited since consumer benefits go to the producer. On the other hand,
if the competition policy targets total welfare, then competition authorities
assess any alleged practice according to the benefits obtained by the producer
and the consumer collectively.®

b} Protection of small and medium-sized firms

It is understood that the protection of small and medium-sized ﬁﬂ'_nir
particularly in infant industries, must be a:hnnwledg?d in order 1o establish
healthy competition in the market, especially in emerging economies and new
competition polices. The more effective the enterprises in the _rna:ketplace are,
the higher the level of competition will be in that market. Theemﬂenceuf.s_e-mral
firms in the market leads to innovation and maintains eryual uppnnum:_ms for
players in that market." Some jurisdictions, such as the US antitrust policy, do

not consider this objective.™
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The European competition policy gives some attention Lo the protection ':.:'E small
and medium-sized firms. It is believed that the protection af such h.l..l'.i-lnqsge.s
leads to the competitiveness process being enhanced™ E_umpean policy makes
not of this objective inthe European Commission Motice on Agreements of
Minor Importance ™ Accordingly, arrangements and agreements reached by
small and medium firms are exempted from falling in the scope of prohibited

agreements pursuant to paragraph 1 of article 101 TFEU Treaty.™

3. Other objectives

The above-mentioned objectives are mere examples; competition policy
through the law might seek to achieve other objectives, For example, in some
jurisdictions, especially in developing countries and emerging economies,
competition laws seek to promote investment for the sake of enhancing
economic growth by attracting foreign investment. Such laws also seek to fight
against poverty and increase employment rates.

In the EU, competition has been seen to be a vital instrument In achieving
political objectives, especially in the early years of the European Economic
Community.” The palitical objective has become integral to European policy.®
European treatiesconcentrate European integration, in which competition is
an important tool of support® The importance of competition in this regard
appears through the abolishment of any barriers between Member States by
prohibiting boundaries being made by public or private undertakings.* The EU
has also used competition as an instrument to overcome financial and sgvereign
debt crises. In this regard, the Vice-President of the European Commission
responsible for Competition Policy, Joaquin Almunia, addressed the need to face
financial crises by adopting sultable policies tawards competition, namely the
merger policy.“Furthermore, the European Commission relies on competition
%o achieve the objective of the European Union of Europe 2020 strategy’ aiming

at supporting growth, creating more jobs, and realising the competitiveness of
the EU economy.*

The objectives of the Palestinian Draft Law of Competition:

The above discussion shows that there Is an endless list of objectives of
competition law and policy (political and economic integration, freedom of
-:ampeuuun. efficiency, consumer or social welfare, protection :I:f small and
medium-sized undertaking and solving financial erises).* Furthermore, the

nbjmh_res n_Ethe policy are changeable even in the same jurisdiction according
to the situation of the economy and the passage of time
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The adoption of several objectives and the cha able nature of competi
policy objectives lead, therefore, to decreased I:gg; certainty and a m’mT::dﬁ:;
assessing of anticompetitive practices, especially and most importantly where
these objectives are inconsistent. For example, adopting the protection of ‘small
and medium-sized undertakings' as an objectivewill likely harm consumer
interests.™

The Palestinian draft law has not requlated the objectives of the competition
policy. Nevertheless, the draft law has adopted some objectives indirectly, such
as the protection of small and medium-sized firms, The draft has dealt with the
protection of small and medium-sized firms as a ool in the establishment of
a competitive environment. It has adopted this implicitly as it has exempted
mergers where the market share of merging companies is lower than 1093
The Explanatory Note attached to the draft law has also been adopted.
Accordingly, the law aims to achieve the following objectives: protecting market
factors [consumer, tradersand small businesses); creating a healthy investment
environment to attract foreign investors; promoting competitiveness of
local products in local and international markets; and realisingthe economic
efficlency of the market.

The above-mentioned stance of the Palestinian legislature can beencriticised for
spveral reasons, Firstly, the draft kaw has not adopted particular objectiveis), and
instead the objectives have been provided by the Explanatory Note, which Is
not binding. Secondly, the objectives laid down in Explanatory Note contradict
pach otherFor example, the objective of protecting the consumer contradicts
the objective of protecting competitors in specific cases, such as predatory
pricing. Because adopting contradicted objectives confuses the assessment of
anticompetitive practices, legislature should only provide one end-objective
of the Palestinian competition policy, that is, long-term consurmer interests.
This objective can berealisedby protecting market competition rather than EhE
competitors themselves. Market competitiveness is realisedby Encouraging
competitors to achieve economic efficiency. Thus, any alh_fgeci practice is
procompetitive as long as it leads to realisa efficiency. Thirdly, despitethe
clear importance of consumer interests in the EUI"I:I_-IZ_IEGI'I context, Palestinian
draft law has not regulated this objective of competition law, and this must be
reconsidered in the draft law.

For the above-mentioned reasons, competition policy-makers should &ﬁmne
the ohjectivels) of competition law at the political bevel in the Iactual text of he
law. Furthermare, the chjective must be cited In the law itself in order toflan?
the priorities of a competition authority durirg the enforcement Wam :ne
future. The objective must be an end-objective, and clear enough to ¥

I??
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assessment of abusive practices to the right results. The paper proposes the
protection of the consumer as an end objective through the maintenance of
acute competition in markets, Accordingly, acute competition is found as long
as alleged abusive practices lead to economic efficiency.

The researcher points out that policy makers should take into account: firsy,
the necessity to define the objectives of competition law at the political level®
secand, the vitality to only include direct objectives during the selection process;
third, the necessity to distinguish between the end objectives and the means of
achieving them (for example, total welfare is an objective, while protection of
freedom to operate in the market is a means to achievingit)™ andfourth, the
importance of taking into account the overlap between competition policies
and aother relevant policies, such as consumer policy. Accordingly, the focal
point of competition Law should be effective competition in the market while a
concentration of consurner policy should be the protection of the consumer ™
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Conclusion

The study has also shown that there are endless objectives sought through
adopting competition law. Thase objectives differ from one Jurisdiction to
another. Objectives may be categorised into economic and non-economic
ones. The economic objective is represented by economic efficiency, which
is daminant and widely adopted. However, the non-economic objectives are
various and derived from the domestic neads of each country. Anon-economic
objective might be a palitical objective, for example, competition policy In the
EU aimed (at least at the time of erecting the European community] to enhance
the integration of the internal market of the EU. In some cases, the objective fs
soclal. For example, Palestinian draft law of competition considers protecting
small and medium-sized firms from big ones. Despite the importance of defining
the objectives of the law as guldance 10 competent authorities and courts, it
should be noted that the European competition law and the Palestinian Draft
Law have avoided explicitly expressing objectives of the competition policy.
However, the Eurcpean courts have bridged the legislative gap (ambiguity
of the objectives) during their practice the last sixty years. Bridging such a
gap by the Palestinian courts would be very far-reaching, as the courts have
not experienced such matters yet. Therefore, the proper way to solve such a
dilemma would be legislative.
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Chapter Six

Internal Market Measures
in the European Union:

How do Consumers Get an
Advantage?

Mahmoud Fayyad
Faculty of law and public administration, Birzeit University

Introdiscban

Community (EC) treaty is outlined in articles (4/f) and (169) of the EC

treaty.! This policy provides the following rights to consumers? the
freedom of choice and decision,protection of their legitimate expectations
of the suppliers of goods and services and protection of their particular legal
interests (such as health and safety of products and services, judicial protection
and access to justice including collective legal protection and alternative
dispute resolution mechanisms). To attain the above rights, there must be an
internal market between member states 5o as to allow consumers free access to
goads and services across the EU borders.! The movement of goods and services
across the borderprovides consumers with choice in terms of the produwcts and
services offered, and the bargaining power with which to purchase them.*
This free movement enriches the competitive practices of the intermnal market
and promotes the efficient supply of goods and services efficiently (negative
measures).* The aim of this paper is to examine how the intemal market
enhances the legal and economic pesition of consumers when they make
market transactions. The first part of this paper approaches the notion and the
requirements of the internal market according to the European legal system,
while the second explains how this market enhances the legal and economic

interests of consurmerns,

-I-he general frame of the policy of consumer protection in the European

1-The notion of the internal market in the ECTreaty
ablished without intemal

The internal market refers to an area that is est
free movement of goods,

frontiers between the member states, in which the
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persons, services and capital are erisured, and the legal organisation of this
area is harmonised.” It necessitates that the restrictions and ruiets. thu_a't currenty
hamper the creation of a single market are brought down.® This pm-..rlide;
consumers with more purchasing opportunities as there are allowed direct
access to the EC markets? The cornerstones of the internal market are often
said to be the Tour freedoms’: the free movement of peaple, goods, services
and capital." The EC treaty highlights the establishment of the internal market
and progressive approximation of the economic policies of the member states
as a main focus for the community.'" This objective requires the free movement
of people, goods, services and capital (the negative integration actions), in
addition to generating a status of legal integration between the member states
{the positive integration actions)."It is these actions that form the main interest

of this part of the study.

1.1- Negative integration actions

Negative integration actions the free mavement of persons, goads, services and
capital between the member states, These free movements are essentialfor the
maintenance of the internal market objectives."The European Court of Justice
{EC) adopted this orientation somewhat comprehensively when it decided
that member states must not only establish relations of international law when
trading amongst each other, but also create an independent legal systern,
impacting directly on the relations of private citizens." This impact will ensure
the free movement of persons, goods, services and capital between them, "

In order 1o ensure the free maovement of goods between the member states, a
varlety of obstacles or barriers to inter-member states trade must be removed.
The EC treaty recognises the following main obstacles to intra-community
trade and therefore the creation of the internal market:" customs duties (tariffs)
on imports and exports (or other charges with a similar effect), quantitative
restrictions (quotes) on imports and exports (or measures to the same
eﬁe-ct}."tl:w discriminatory internal taxation of imports, state monopolies of a
commercial character and state alds to national industries or undertakings."
The elimination of these restrictions would enable consumers ta compare and
the products on offer in all member states markets, and therefore the power
to I?argaln amaongst them." To ensure the best practice of this measure, the EU
IEQE"HKE’ has expanded upon the above-mentioned interpretation of nlega'['r'i'e
integration actions, providing that the free movement of goods is also applied
to neutral measures, therefore catching domestic and imported products. The
authorities of the national courts therefore have the option of testing the
compaosition and content of the products in order to rule out national measures
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that may restrict the free movement of products between the member states

In order to ensure the free provision of services between the member state
discrimination on grounds of nationality must be prohibited(found in arﬂcls;
(18] of the EC treaty). Articles (56-62) of the EC treaty deal with the provisions
of services of an industrial, commercial or professional character. In particular,
services shall include: activities of an Industrial character. activities of 2
commercial character, activities of craftsmen and activities .n.frthg professions
such services are these normally require remuneratian. Under the mnmunlty:
law, services can be provided In three different ways: either the provider,
without becoming established, moves to the place or country of the recipIEﬂt:
the recipient moves to the provider's country to obtain a service:or the services
mowve across bordersas tangible products 22

Eliminating discrimination on the grounds of nationality between the
member states has an important function in attaining the above-mentioned
freedoms,™ and does not require any positive legal action by the member
states. This obligation has a direct effect on the national courts, as they must
apply it directly.® The ECJ considered this obligation to be a main indicator in
determining the scope of the application of the treaty. It decided that union
citizenship should be the fundamental status of the natienals of the member
states.” It enables those who find themselves in the same situation to enjoy the
same legal treatment irrespective of their nationality.*

1.2- Pasitive integration actions

Positive integration actions refer to the direct support of consumer interests
through the adoption of independent consumer policieswithin the
community.® It attempts to provide independent information and to pursue
autonomous protection objectives, which can be attained by harmanising the
requlations of these member states in the area of consumer protection. It is
based on the direct legislative activities to create 2 unified legal framewark that
protects consumers within the member states. This action, in its aim ofunifying
the legal measures ruling the legal relations between consumers and sellers,
is considered to be afundamental element of the establishment of a_un-glz
market in the EC.2 A unified legal framework means that consumers will face
the same, or similar, provisions controfling their transactions 'HIll'I.i-EHEI'E- in
all markets of the member states.” Measures taken by the community do not
serve just to promote and supplement, but also to mlnn{mr the policies of :::
member states, This monitoring can be used to examine whether ﬂ|1e e m;
states actually secure an optimal scale ﬂ:f protection for their c;ilrz:{l_.‘lt?.\r:;."
whether they meet the cbligations of their consumer protection
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The EU regulations and directives, a[ﬂnglwi‘th the ju_ﬂsp}r;..lﬂfl'leS of the EC)
form the necessary tools for implementing this action.™ The power of the
community with regard to consumer protection Is nat exclusive; it is bound by
the principles of subsidiarity and proportionality, as set out in article {5) of the
EC treaty." In areas that do not fall within its exclusive competence, therefare,
the community is allowed to take action in accordance with the principle of
subsidiarityt can only do this, however, if and when the objectives of the
proposed action cannot be sufficiently achieved by the member states and can
therefore, by reason of the scale or effects of the proposed action, be better
achieved by the community.™ The community in itself lacks enough power 1o
ensure (ts objectives and palicies in the area of consumer protection, and this
is known as the principle of subsidiarity.’* Paragraph (1) of article (169) of the
ECtreaty illustrates unarguably that consumer protection constitutes an area
of autonomous policy within the community.” The community is neither the
holder of a monopoly, nor does it have exclusive jurisdiction (the principle of
subsidiarity] as it merely "makes a contribution”as exemplified in article {4/%) of
the (EC] treaty.” The objective of the contribution is to promote the interests of
the consumers. It concerns the joining of respansibilities that are to be taken by
the community and the member states in the area of consumer protection.® For
this reasan, the principle of subsidiarity is generally only applicable to the area
of consumer policy because the community lacks excl usive jurisdiction (article §
of the EC treaty). This matter justifies the role of national measures in promoting
and enhancing the requirements of consumer protection.

Various harmonisation methods can be detected in the (EU) legal system in
this context.” These include: total (maximum) harmanisation, which allows no
derogation in the preempted area, except what is permitted in the directive;
optional harmonisation, which refers to haw producers are allowed to apply
national or community norms; partial harmonisation,which refers to the re
gulation of some aspects of the subject matter li.e. rules which only applied
to certain cross-border transactions): minimum harmonisation,which allows
member states to provide mare stringent rules: and alternative harmonisation,
which enables MS to choose batween alternative methods of harmonisation.®

Both minimum and maximum harmaonisation techniques are used in the area of
CONSWETEr protection,

Itisimportant to understand the distinction that is madein the field of consumer
protection between the technigues of maximum and minimurm harmonisation,

E:&thhe{mj legislator harmonises the member states [egal systems in this
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As part of the technique of maximum harmani
of protection that member states have to maintain, and

their legal systems. This ensures that uniform ru1esmam apr:l'i.::t:l ?:L:Tnﬁ$
states legal systems and that consumers obtain the same level of protection
in afl member states.* This represents a compromise both between the alms
of market integration and the achievemnent of wider policy objectives, and the
imperatives of market integration and respect for national identities as suppliers
are no longer confronted with different legislations.® Member states wauld
then lack the power to establish a "higher standard of protection” in favour of

consumers.™ Thus, this sort of harmonisation can be considered the optimal
way of establishing an internal market

sation, the EC appoints a ceiling

The technique of minimum harmonisation overcomes contradictions that
arise between the following three important objectives* the objective of the
internal market, the objective of consumer pratection and the balancing the
legal relations between the member states and the EC with “the sovereignty
of the member states™*This occurs where the community legislator lays down
a *“floor” of common rules, which authorises the member states to retain or
introduce measures that can be considered more stringent.*Through this
technigue of harmonisation, the member states are allowed to include within
their legal systems a higher level of protection than is provided by the directive.
Thus, we are referring to a minimum ceiling of protection, which the member
states have to adopt in their legal systems.®

2- How Do Consumers Get Advantages?

The drafters of the EC treaty realised that consumers can benefit from the creation
of an internal market® increased supply of products and greater competition
would drive prices down and improve the consumers'range of choice and thelr
eanfidence in the EU markets. Promotion of economic integration and the free
movement of goods therefore became a principal mativation for community
institutions to Improve consumer protection.Thus, the policy af comsumer
protection under the EC treaty is divided into ECOnarmic a.nd .r.n_r_ul aspem:l:mh
objectives are provided in article (3) of the EC treaty, WFEI{h mpulate_s that"this
abjective was primarily to be achieved by implementing pmdu;tmn-related
measures” In other words, promoting the right ofconsumer choice I:: based
mainly on the promation of European policy, which focuses on improving the
measures of production and distribution.™

The real impact of an intemnal market on consumer interests can be explained
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clearly with reference to the 1975 program.”'This program fam::.d t‘:'cm? i
its objectives because it did not adopt the internal market objec Ves in its
palicy. On this, Bourgoignie said ‘in order to implant Ihemawmﬁ ﬁ;f e
action plans and in the absence of provisions uth_! tna_at:.r. specifically referrin.g
to consumers, the legal basis Dfaﬁ}f commute action in [i‘IE.ﬁE"EE of l'.'l.'-_r'lsurrher
protection has to come from articles praviding for the creation of the interng)

market

The role of market integration, therefore, is to ensure Emm_:nmic benefits _ﬁ:pr
consumers, and to provide greater choice of goods and services, competition
on merit, lower prices and a higher standard of living for consumers. ITer; !:h»e
internal market palicies must ensure that these benefits,including maintaining
the quality of goods and services, are realised, In addition, the internal market
cannot function properly without consumer confidence, Adequate consumer
protection is necessary for growth and competition.® In short, the impact of the
internal market on consumer interests can be explained th rough the application
of two principles: the principle of competition and the principle of consumer
confdence. These two principles are the main focus of this part of the study.

2.1- Competition measures and consumer protection

Lompetition means prohibiting all agreements between undertakings that
may affect free trade between member states and which distort the fair
competitive advantages in the common market. It also means prohibiting
any abusive behavior by ane or more undertakings of a dominant position in
the common market or in a substantial part of the common market. Examples
of anti-competitive behaviors are provided in article (101/1) of the EC treaty.
According to this article, any behavior that directly or indirectly fixes purchase
or selling prices or any ather trading conditions, limits or control production,
markets, technical development or investment is forbidden, Article (102) also
determines that the abuse of 3 market-dominating position, which may directly
or indirectly impose unfair purchase or selling prices or other unfair trading

conditions, limit production, markets or technical development to the prejudice
of consumers, is also forbidden.

Fair competitive measures between undertakin
interests via three main factors.® One factor
at the cheapest price available 1o them, Ang

95 may enhance consumer
Is price: consumers buy products
ther is appropriateness: consumers

there is the quality factar: consumers purch
are looking for. However, consumers tend1g
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and this may have negative consequences. For exam , COnSume

out on access, quality, information, reduced choice ar?:f less Innm;fﬁu:a;l:nﬁ:
products that they choose ™When consumers are not paying enough attention
to the appropriateness and quality factors, the competitive market will naturally
promote these two factors, and thus overcoming these disadvantages *The
impact of free competition policy on consumer interests alto has an ecnr';rnmi:
base. Campetition law operates at the structural levelof the market, and controls
and prohibits any agreements between undertakings that may have a negative
affect on consumer interests, Further, it analyses the agreement economically
in order to determine whether it has an anti-competitive effect, and whether
such an effect is significant®Accardingly, it may indirectly improve consumer
interests by stimulating firms to innovate, decrease pressure on costs, provide

incentives for the economic efficient and arganise elements of production and
distribution.®

It is worth noting that the mechanism of competition policy towards consumer
interests does not derive from direct regulations that protect consumers, but
rather depends upon the margin of consumer choices, The mechanism also
improves the competitive activities undertaken between traders in order to
ensure that there are many options for consumers within the same market. This
cannot be achieved, however, without adopting a legal framework to control
national rules, and breaking free trade * This framework indirectly influences
consumer interests by increasing the amount of products on offer in one
market. Three elements must be considered to ensure the success of this legal
framework® Firstly, thatintensive regulatory activity against restrictions of
market access must be adopted, and that these activities have a direct impact
on the behaviors of undertakings and consequently have an indirect impact on
consumer freedom of choice. Secondlythat the member states be allowed to
retain reasonably restrictive rules on entry and marketing if they can be justified
by genuine consumer concems. Thirdly, under community law; it should be
checked that these restrictions are adequate forattracting mnﬁum:E: nterest.
In short, the free market policy attracts high levels of consumer intenest by
maintaining free competitive measures between undertakings*

2.2 Consumer confidence and consumer right of information

inci i i ide his/her
This principle deals withmarket transactions of the consumer outs
frontiers, and is there to ensure that consumers are notserioushy disadvantaged

itivity of the consumer
by the legal systems of ather member states. The pos
stimulates him to shop around within the different markets of the member

states, This sense of positivity can be attained by creating confidence between
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he markets. which can be achieved by m_aking this consumey
ﬁ?;:?;:a??:;regal o applied in his/her own state W.Jth r_ega rels to tmdir.g
relations is the same, or similar, to the legal systems applied in c:lh.ar member
states.*To be sure that he/she is not disadvantaged when making markey
decisions, the consumer must be aware of the legal system organising the
market that he/she is dealing with.“This is not possible when the applied legal
systems of these member states differ from the mnsymer'&: own legal system,
This is also made difficult through language barriers: if these legal systems arg
not unified, the differences in language also impede consumer awarenass, and,
in trn, censumer confidence®The explanatory memorandum of the Directive
19313} underlined that it cannot be assumed that consumers who cross frontiers
to buy goods of services, or to invest, have understood and agreed to the terms
of a contract they have made, if they do not speak the local language and have
na understanding of local law, unless there is some assurance that they will not
be seriously disadvantaged by unfair terms. Thus, creating a base of unified
rules to organise the activities of consumers in all member states is will ensure
consurner confidence ®

It is important to note also that this principle also extends to the activities of
businesses in other member states markets. In the abzence of this principle, fair
competition between the undertakings of the member states is restricted. The
rules of fair competition may be breached where: (a) the law of the member
states organising the relations between sellers and consumers shows significant
disparities, and (b) foreign sellers are not familiar with other national rules
toorganise their activities ™

The consumer's right to information meets the needs of the consumer by
making sure that no internal failures affect the consumer’s ability to make
the appropriate choice, European consumer protection measures necessitate
that certain information be glven in a manner that is “tomprehensible” to the
consumer. The EC) expressly mention the impertance of this right: the provision
of information to the consumer Is considered to be one of the principle

enhance his/her iegallirﬂ:erﬂsh by determining the extent to which the use of
safer Future Communities [SFC) may damage a consumer's legal interests.

The EC consurmer policy has, of course, relied heavily on rules on the necessity
of providing information to consymers. These rules have played an important
foleinimptoving the consumers Bargaining position in the internal market. The
ECJ m-!sfders the provision of infarmation to consumers central to consumer
protection palicy, and that improving the former will improve the latter®
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Informational measures play an important role in reduc i

of using S5FC terms. In many cases, this right is cumldmfun&ﬂﬁgmf
protecting consumers. For this reason, the British Office of Fair Trading (OFT)
classifves the consumer’s right to information as integral to the test of fairness.™
According 1o the OFT, the unfaimess in market transactions arises as 3 result
of “the consumer’s lack of information which consequently affects his right

of chotce”"This clarifies how these contracts restrict the consumer's ri h
tto
information and therefore his right of choice” ]

The main aim of this right is to secure and enhance leqal position of the
consumer in the market. For this reason, this right will only. be satisfed if the
information fs made available in 3 comprehensible and accessible language,
s0 the average consumer can understand its meaning and consequences,™
Sufficient information should be made available to the purchaser of goods and
services to enable him to:™ assess the goods and services, make rational choices
between competing products and services, use these products and services
safely satisfactorily and to claim redress from any injury or damage resulting
from the product supplied or services received,

This improves the bargaining position of a consumer In three main ways™
Firstly, a consumer may refuse to make a contract that seems unfair to him,
and, as a result, choose not to acquire the offered goods or services, as they
appear incompatible with their needs, or are offered without fair contract
terms."Secondly, a consumner can use this right when negotiating a better
position with the business party.Thirdly, a consumer may have the opportunity
to shop around within market place for other offers, which are more suitable
and acceptable than the original one.

The criticisms of the information paradigm are also well known. Criticisms
include: necessary information may not reach the consumers, consumers find
the information provided difficult to use or understanding. am:lmns._umgr:- may
not find it worthwhile to gather the necessary information, considering the
relatively small advantages that it may bring.™ These kinds of problems seem to
affect maost the more disadvantaged groups of consumers. For example, studies
concerning truth-in-lending regulation show {lE'_iIﬂ!p' that the improvement,
if any, of interest awareness due to such regulation seems ta apply ml::r;! to
higher-income groups. The requlation of information also Iackfn relevance if the
consumer does not have any practical alternatives. Information that a cheap
praduct Is of inferdor quality to a cnr:respnn:lipg mMofe expensive pmdl.:!:t
does not help a consumer who cannot afford this alternative. In other wulr g,
well-off consumers tend ta gain more from a transparency strategy than less

advantaged ones.™
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Introduction

s Increasingly seen as an essential tool in the governance of international

trade. Transparency, furthermaore, has received significant attention and its
importance continues to be recegnised by intemational, regional and national
legal regimes. More impartantly, it is believed that without transparency, trade
agreements would be ineffective. Transparency, moreover, allaws trader actors
and trading partners to see how rules are established: transparency in decision-
making ensures fairmess.

—raniparenty is one of the fundamental standards of the trading system and
i

The central aim of this paper, therefore, is to highlight how the principle of
transparency is integrated within the World Trade system and in Free trade
agreements (FTAs). The paper firstly lllustrates the meaning and importance
af transparency in the glg;lh-al trade system, It should be nated that the Q-|D|JEF
trade system Is monitored and observed by the General Agreement on Trade
and Tariffs (GATT) and its successor, the World Trade Organisation (WTQ), which
is considerad to be the most important organisation in regulating Internaticnal
trade, The importance of transparency was stipulated in the 1947 IGATI'
agreement, and these provisions have been implemented by the WT-::} This
paper will deal with how the concept of transparency Is dealt with firstly in the

GATT, and secondty in the WTO.

Mareover, the paper glances briefly at the provisiens and articles of some FTAS
{in particular the European Union (EU) Free Trade .!'lugreemen'tsil that contained
transparency provisions, Recently, many and various free trade agreements
have besn signed between states. Such agreements hE'C?I’I’lE the M:HP:{;E
of world trade as states sought ta improve access to foreign markets for their
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i i ill then cutlinethe
exporters, products and investors. In light nr_thas. this paper wi
provisions of transparency that have been stipulated in different FTAs,

The last section of this paper suggests some a-rthltles and provisions to be
included in any future Palestinian trade agreements in respect of transparency,
based on the different FTAs that have been mentioned in the paper.

1. Transparancy

Transparency is one of the fundamental norms of the world trading system and
constitutes a comerstone of the multilateral system.' Without transparency,
trade rules and the value of Members' liberalisation commitments are just

theoretical. Some scholars define transparency as.

the availability and accessibility of knowledge and information about: (1)
the meaning of norms, rules, and procedures established by the treaty and
practice of the regime, and (2) the paolicies and activities of parties to the
treaty and of any central organs of the regime as to matters relevant to
treaty compliance and regime efficacy.’

L
It is noteworthy that the importance of transparency in the world trade Is
embodied by the collection of information by states either to evaluate their
awn performance, or the performance of their trade partners.’ Furthermore, at
a practical level, traders need all the information related to the trade rules and

practices of other member states in order to take full advantage of the trade
benefits that are presented in the agreement commitments.*

Since transparency is regarded as a legitimate and essential instrument to
the rule of law and as a key element of good and modem governance, much
?udemlc debate surrounds the lack of transparency tools and methods in
international trade agreements. Critics point out that the lack of transparency
in the WTO and FTAs make such treaties less accessible to the public and less
accountable to domestic democratic institutions

Adding to the academic debate, civil society and NGOs emphasise that

tra-nsplar:!n:y must include the right to be informed about the process of
negotiations between the members and the final text of the -EQI"EEI'I':IE'I"II'.‘Th'EjI'

also include t!'IE right of the civil saciety and the NGOs to be consulted on
the issues being negotiated, particularly in terms of human rights, health,
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environment and development’as th

: e number of
developing states, is |m35in§i 0f FTAs, by both developed and

there are concerns in civil socie about the lack
of transparency in these trade agreements® Nevertheless, the ﬁ"m and various

FTAs have soived such civil society concerns. and
foliowing sections of this paper? 5, and these will be discussed in the

2. Transparancy in the World Trade Regime

it is impartant to nate that the World Trade Organisation (WTO) is the guardian
of the global trade regime. "Integral to the WTO is the reduction in trade barriers
and restrictions between the WTO members (according to the principles of Most-
Favoured-Nation (MFN)"" and National Treatment (NT)).? To illustrate, no WTO
member should be discriminated against by another member's trade regime.
Mevertheless, Reglonal Trade Agreements (RTAs) between WTD members are
an exception 1o the earlier mentioned principles. Under RTAs, the reduction in
trade barriers applies only to the parties of the agreement and does not extend
to the other WTO members. This exception is allowed under Article XXIV of the
GATT for trade in goods, under Article V on General Agreement on Trade and
Services (GATS) and under the Enabling Clause for developing countries.'

Returning to transparency, the GATT Agreement obliges members to set up
a transparent method of regulation by requesting of the members certain
minimum standards of transparency in their domestic administrative systems.
To demonstrate, the GATT Agreement requires that members publishpromptly
their requlations, laws, judicial decisions and administrative rulings before they
are enforced so that interested parties are familiar of the changes.” Also, the
members are required to administer their laws in a uniform, reasonable and
impartial manner and must have or institute tribunals or procedures so that
administrative actions can be subject to review and amendment.™

The objective of transparency in the WTO members trade sislern is neverthel_-:ﬁ
to strengthen the effectivenass of the WTO agreements.” In general, trading
partners and economic actors require information about a wldiz range of
domestic policies that may affect the flow of trade and tmpsactmns aclrmﬁ
borders, and particularly between members.” The aim of transparency s 'f;
provide clarity for ather WTO r:anhem :::L:;Ep:fr::::hﬁﬁe?; ;{a‘;’;‘:‘w
itian: discussing thé neEw m

:Tr.mrer:sﬂ:;:ﬂ'&"'nf conflict gemeen states, s it provides bath an npgﬂflufillh'?
to modify the measures to accommodate the interests of partners, and time

members to adjust.”
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The WTO regime distinguishes between two types of Transparency: extemal
and internal. ™

2.1. Internal Transparency
The basic provision on Transparency is found in Article X of the GATT. The article
calls members to publish in their domestic Gazette any measure, including any
laws, requlations, judicial decisions or administrative rulings that relate to GATT
measures, as well as any agreement affecting international trade policy.™

States are therefore obliged to make any information on their relevant laws,
requlations and other policies available, and to notify interested parties of
the relevant laws and requlations (and of any changes to them)."'Members
are also obliged 1o publish their international cbligations that are mentioned
in the schedule attached to the general obligations of the WTO Agreements.
The reason for such publications is that firms cannot navigate global markets
without knowing what domestic tariffs and rules apply.™

Similar requirements for transparency are found in the other WTO agreements, 23
namely, the Agreement on services [GATS) and the Agreement of Intellectual
Property Rights (TRIPs).™ The GATS in its Preamble outlines the concept of
transparency: “[wlishing to establish a multilateral framework of principles
and rules for trade in services with a view to the expansion of such trade
under conditions of transparency and progressive liberalization®. Moreover,
GATS Article Il states that members are obligated to notify changes in laws,
requlations, and administrative procedures for all measures affecting service
trade that apply 1o committed sectors.®Furthermare, the GATS promates
transparency In services trade via several articles that contain publication and
notification requirerments.®

TRIPs article 63 insists that domestic intellectual property laws and decisions
publicly be made avallable to the right owners, laws be notified to the Council
for TRIPs for review, and members be provided with information on certain
cases of interest.®

The WTO Agreements require governments to notify new or modified trade
measures fist at the national level first and second to the WTO Secretariat before
implementing them. New anti-dumping or countervailing legistation, new
technical standards affecting trade, changes to regulations affecting trade in
services, and laws or regulations concerning intellectual property agreemeants
all have to be notified to the appropriate body of the WTO®
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?5 ;E n;:sllé:t of a number of proposals by several delegations,® the Council for

,.,.r:a an; 0ads is looking to review Article X of the GATT 1994, covering "various
3 10 Improve transparency such as the installation of E;'I i i

. : guiry paints, the

introduction of an advanced ruling system, the more systematic consultation

between customs administrations and trad
effective appeal procedures™ ers and the establishment of

It is worth noting that various obstacles in a member market may occur, and
thus that economic actors may in turn make alternative decisions, which r:'light
encourage the government to change iits policies.” Therefore, the WTO monitars
the notifications of its members through different WTO bodies before and after
the measure takes effect. Monitoring and survelllance take place through The
Policy Review Mechanism (TPRM), which aims to* achievle] greater transparency
in, and understanding of, the trade policies and practices of Members

2.2, External Transparency

Theimportance of external transparency was realised after the Seattle Ministerial
Conference Meeting (MCM), in which' the NGOs inability to participate in
and access information regarding the WTO's activities and negotiations was
criticised and demonstrated against. Discussions took place after this at the
WTO headquarters in Geneva, which have been praised for the series of
Improvements to WTO's practices for external transparency that took place™

The General Coundil decided in 1996 to launch a WTO website 50 as to make
mare information about WTO activities publicly available and to ensure that
public information, including WTO documents, was accessible on-line, Since
the General Council Decision of 2002 on the Procedures for the Circulation and
De-restriction of WTO Documents, more documents have been made available
to the public at their time of circulation, and the small numbers of documents
that are restricted are now made public more quickly.” All notifications by WTO
Members are now posted on the WTO's website and are accessible to all.®

The WTO website therefore plays an important role in ensuring the transparency
of WTD activities, With its regular postings of news, items, official documentsand
videos, it acts as the best source of accessible information on the WTO.* In
fact. such online access, has benefited governments of member states that
are considered developing” and “least-developed”as they are nftenuruh_la to
send large delegations to WTO meetings in Geneva, and da nat hav.e resident
delegations there. The organisation is more open fo the public th-_an |t_ s ever
been and great efforts have been made 1o improve the participation of all

members in the work of the organisation.™
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2.3. Regional Trade Agreements in the GATT

As mentioned previously, Most-Favoured-Nation (MFN) treatment is 3 key principle
of the multilateral trading system.” Mevertheless, if a member signed an FTA,
this would violate the WTO's principle of equal treatment for all trading partners,
pursuant to the (MFN) principle. To illustrate, a country entering into an FTA  or
CU* might grant more favourable treatment to the participating states than to
the other WTO members. However, GATT's Article XXIV allows regional trading
arrangemants to be sot up as a special exception, provided certain strict critena ane
met  Thess conditions are subject to some degree of interpretation. Therefore, the
WTO's consent to new free trade agreements Is usually an issue of debate until a
decision is made.

Similarly, Article V of the GATS provides for economic integration agreements
in services. Other provisions in the WTO agreements allow developing countries
to enter into regional or global agreements that include the reduction or
elimination of tariffs and non-tariff barriers on trade among themselves.™

In terms of Transparency and FTA or CU agreements, Article XXIV, paragraph
7(a) requires any parties deciding entering into a CU or FTA to notify the
other members of the WTO and provide them with details of the proposed
arrangements. This would include plans and schedules for removing internal
barriers and establishing common external barriers in the case of a customs
union, within a reasonable time.

In the GATT years, these examinations were conducted by individual werking
parties™ On 6™ of February 1996, the WTO General Council established the
Regional Trade Agreements Committee (CRTA) following the Uruguay Round
whose purpose is to examine regional groups and to assess whether they are
consistent with the GATT rules.* The committee is also responsible for examining
how regional arrangements might affect the multilateral trading system, and
what the relationship between regional and multilateral arrangements might
be.* The CRTA plays an important role in ensuring that regional agreements do
not undermine the multilateral system. This mechanism improves the accuracy

of notification requirements under article XXIV, the enabling Clause and Article
Vof the GATS."

Furthermore, in 2006 the General Council also established a new tra ASPArency
mech.?nism for Regional Trade Agreements (ATAs).® It has been noted that the
adaption of the Transparency mechanism in December 2006 has improved

the notification examination procedures of all ATAs, including those between
developing countries,
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Finally, once the WTO has been n
prepares a detailed analysis of
used by other WTO members
to WTO rules,

otified of an agreement, the WTO Secretariat
the RTA (called a Factual Presentation), which is

to examine and inspect the agreement according

3. Transparency Provision in Various Free Trade Agreements

There are large and increasing numbers of Free Trade Agreements (FTAs) bein
negnt@:ed that cover a variety of trade Issues, most commanly occurring ugi
which is the issue oftariffs on goods. ® These agreements also cover tradeissues
such as investment, services, intellsctual property and competition, Trade
Agreanelnts arecften particularly important in the context of creating and
establishing larger, more effective and maore attractive markets. The WTO anly
permits member countries to enter into FTAs under certain canditions.®

Free T_rade Agreements are tending increasingly to include transparency
provision. An averview of existing provisions indicates that there is a clear trend
towards expanding mare transparency provisions in FTAs.* It has been argued
that there is an increasing trend by parties in FTAs of including Warld Trade
Organisation articles on transparency (WTO Plus clauses).™* Moreover, parties
might include some articles related to the transparency principle that might
exceed the obligations contained in the WTO agreements (WTO-X clauses) ™

Thus, these agreements (hereunder] highlight ard illustrate some FTAs that
contained transparency provisionsincluding FTAS in the European Union [EL],
the United States of America {U5) and Canada. The purpose of demonstrating
such provisions is to provide Palestine with useful references for negotiating
transparency provisions that might be included in any future Palestinian trade
agreement.

3.1. European Union Free Trade Agreements

In the post-war period, the European Union (EU), which is an FTA in itself
developed the largest group of FTAs in the world* The EU has signed various
Free Trade Agreements with most countries and trade blocks.®* It is believed
that the EU has the largest number of FTAs of any major power, accounting for

nearly half of those notified to the WTO and in force.

The European Commission adopted the 2006 Communication ‘Global Europe:
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Competing in the World; whichproposed a new generation of bilateral free trade
agreements in Europe as a stepping stone for future trade liberalisation.™ The
aim of this Global Europe strategy ks to promote Europe’s commercial interests
in a workd market.

Furthermore, the EU has not used one singular model of FTA with all its trade
partners. The agreements wereamended in each specific case to suit the EU
and its partners,*’ Based on their success within Europe, the EU considers FTAs
a means for promoting economic and political stability.™ We can assume, by
extension therefore, that the EU's desire is to promote regional integration in
ather regions of the world.*™

EU arrangements in the EU's agreements with developed states, in terms of
external and internal transparency, have (due to the similarities in the commaon
domestic transparency mechanisms of the developed state partners) been
rather flexible. Yet, the EU has used more elaborate political and economic
conditicnality in negotiating bilateral trade agreements with developing
countries in order to promote the EUs own transparency rules. Such developing
counties would otherwise have to harmonise their requlatory palicies with EU
standards.™ Recently, the EU recommended a'best endeavor'type of obligations
with respect to the duty to peblish legislative proposals in advance, and to
provide information on and respond to questions pertaining to any existing or
proposed measures.® A case in paint, the FTA between the EU and Chilecontains
a general reference to transparency, but specific details are to be developed by
the parties in the course of the agreement.™

Coming back to the developed states, it has been noted that transparency
provisions in the EU FTAs with developed states are limited to one general
provision, following the GATT Article X requirements. For example, Canada is
negotiating an FTA with the EU, but the proposed FTA contains provisions that
are in line with Article X of the GATT. There is an emphasis within these provisions
on the obligations of each party 1o inform the other of relevant legislative
proposals and to allow the other party’s interested persons to comment on
such proposals.® Furthermore, the EU signed an FTA with South Korea™ that is
considered to be the first of the EU's new generation of FTAs, and is regarded as
the most comprehensive FTA of the EU already in force. 2

From a different perspective, more tough provisions of EU FTAs are included
in more specific areas, such as those related to the Technical Barriers to Trade
(TBT) and Sanitary and Phyto-sanitary Measures (SPS) obl igations of the
parties. Subjects such as TBT are a priority for EU negotiators as TET measures
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can be usnd_as barriers to market access for EU exporters to the partner's
market. In t.hfs context, the EU requires greater clarity from its partners, and
bett;:r administration of the variays measures and standards set forth I;1 the
FTA! ?Trﬂﬁsl:!'arﬁ'lﬂ}f can be improved through an effective notification system,
as the pL_:bllc and private sectors of each party are informed of forthcomi

cha nges in technical and SPS standards, and parties are given the uppnr‘tun;:!;r
responding to each other'squestions and concemns.This will therefore raise

AWareness among each party's public agencies and priva
and obligations of TBT and §ps, private parties of the rights

In terms of civil society concerns, the EU has developed its own rules on the
engagement and participation of the civil society in trade negatiations between
the EU and other state parties. The EU requests that the other trade party work

out thelr own ways of promoting and presenting the trade afrangements to
thelr populations.®

3.2, United States Free Trade Agreements

The United States of America (USA) has signed a number of free trade
agreements in the past few years. Transparency provisions have been a major
component of all these agreements, reflecting the LISAS commitment to this
notion. To illustrate an example, the US- Bahrain FTA followed suit with mast
other US FTAs, where transparency commitments are required of both sides.
Mast importantly, this free trade agreement has brought transparency to the
SErVICE sactor,

Furthermore, Morocco has no previous regulatory transparency history.
The US-Morocco FTA was therefore an enormous step for Morocco. General
Transparency requirements are mentioned, aswell as provisions for transparency
in services, including financial, cross border and investment services, The
basic transparency provisions require: the designation of a contact paint for
inquires, prompt publication, measures that each party proposes to adopt are
published in advance “to the extent possible’, and persons of both parties to
have an opportunity to comment during the process. Interested persons are
ta be notified of any proceedings that take place during the drawing up af the
regulations, and are to be allowed to have their cases presenrepl before final
administrative actions. The parties are also required to establish independent
tribunals or procedures in order to guarantee proampt reviews of administrative

actions®
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3.3. Canada Free Trade Agreemenis

Canada’s FTAs with developing countries contain wide provisions and articles
that relate to transparency. The Canada-Colombia FTA, for example. contains
broad general regulatory transparency provisions, as well as more detailed
specific requlatory transparency provisions on telecommunications,™ financial
services,"e-commerce,”” government procurement,”TBT and 5P5 measures.™

Mevertheless, Canada’s FTAs with developed countries contain flexible provisions
in terms of transparency. As a case in point, Canada - The European Free Trade
Agreement (EFTA)™ FTA has modest general transparency pravisions related
to the availability of information, the disclosure of information to authorities™
and trade in services.”™ The Agreement establishes a ‘best endeavor’ type of
obligation to provide information on any measure that might have an impact
on trade in service orf investment.™

The Canada-Jordan FTA stipulated the transparency process.™ The agreement
mentioned the process of publication, notification and administration of laws.*'
Furthermore, the Canada-Peru FTA mentioned (in Chapter 19) the procedures of
transparency related o publications, notification and information.®

4. Transparency Chapters in Future Palestinian Trade Agre

This section intends to highlight the best practice for any future Palestinian
trade agreements in the area of transparency standards. It intends to encourage
a coherent and consistent approach to the content of such agreements., The
model is based on previous FTAs and on article X of GATT. These examples
provide Palestine with useful references for negotiating an FTA transparency
chapter. They are guidelines for the kind of provisicns that might be included in
such an agreement,

By illustrating the transparency provisions in the WTO and in various FTAs,
the researcher believes that the Palestinians should add provisions related
o transparency in any future bilateral trade agreements. To illustrate, the
trade agreement should contain a few articles in a section that could be
titled Transparency. Such a section should contain few provisions regarding:
Enquiry Points, Publications, Notifications and the Pravision of Information, the

Review, Cooperation on Promoting Increased Transparency and finally, Specific
Pravisions.
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;ﬁE j;r:;lifgl; Ln I:::r:::. of Enquiry peints it might be mentioned that each party
ore enguiry points to address enquires from inter
ested
fp;mqns. and each party shall make available on the internet and/or In print
rm information concerning procedures for making such enquiries,

The second article in the section could be titied Publications. Such an aricle
could mention that each party shall ensure that its laws, regulations, procedures
and admmast_rathe rulings covered by the agreement are promptly published
or made available in such a manner that enables interested persons and the
ather P.?:fr:.r to become acquainted with them. In addition, each party shall
publish in advance, where possible, any measures that it proposes to adopt, and
provide interested persons and the other party with a reasonable opportunity
to comment on these proposed measures.

It is iImperative to add an articlein the transparency section regarding the
notification of Information. For example, it could conclude that each party
shall, to the best of their ability, notify the other party of any proposed or actual
rmeasure that the Party considers might affect the operation of this agreement or
otherwise substantially affect the other Party’s interests under this agreement.
In addition, on the request of the other party, a party shall promptly provide
information and respond to questions regarding any actual or proposed
measure.

In addition, each party shall establish or maintain judicial, quasi-pudicial or
administrative tribunals or procedures for prompt review and correction of
fimal administraticn actions regarding matters covered by the agreement. Every
party, further, shall ensure that the parties of the proceedings are provided with
the right to support or defend their positions.

Adding to this, a concluding article might state that the parties agree to
cooperate, as much as possible, in bilateral, regional and multilateral aspects
to promote international trade transparency. Finally, it should mention that in
the case of conflict between the provisions in the transparency chapter and the
specific provisions of other chapters, the latter should prevail.

5. Conclusion

To sum up, the core issues of the paper are the principle of transparency in
world trade and in Free Trade Agreements, and how to promote the concept of
transparency provisions in multilateral and bilateral trade agreements.
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The objective of transparencyis that individuals, traders, and companies involved
in trade know as much as possible about the conditions of trade. It is therefore
fundamentally important that regulations and policies be transparent. In the
WTO, this is achieved in two ways: governments have to inform the WTO and
the members of specific measures, policies or laws through regular notification;
and the WTO conducts reqgular review of individual countries’ trade paolicies
through the Trade Policy Review.

In the context of bilateral trade agreements, transparency Is an important factor
for facilitating the efficient regulation of the issues negotiated under the FTA,
and for providing public detalls of shared trade liberallsation commitments
hetween the twao parties. Transparency s an important condition of free market

effclency.

As the domestic level, transparency Is where each party ensures that its laws,
regulations, procedures, and adrinistrative rulings of general application
respecting any matter covered in the agreement are published or otherwise
made available in such a manner as to enable interested persons and the ather
party of the agreement to become acquainted with them. Individuals and
companies have the right to know as much as possible about the conditions of
trade. It is therefore fundamentally important that regulations and policies are
transparent and based on WTO transparent articles; mainly article X of the GATT.

Finally, using the wvarious FTAs mentioned, this paper outlined some
recommendations for transparency provisions that might strengthen any future
Palestinian trade agreements.
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