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State responsibility 31

RESPONSIBILITY OF STATES FOR
INTERNATIONALLY WRONGFUL ACTS

General commentary

(1) These articles seek to formulate, by way of codifi-
cation and progressive development, the basic rules of
international law concerning the responsibility of States
for their internationally wrongful acts. The emphasis is
on the secondary rules of State responsibility: that is to
say, the general conditions under international law for the
State to be considered responsible for wrongful actions or
omissions, and the legal consequences which flow there-
from. The articles do not attempt to define the content of
the international obligations, the breach of which gives
rise to responsibility. This is the function of the primary
rules, whose codification would involve restating most of
substantive customary and conventional international
law.

(2) Roberto Ago, who was responsible for establishing
the basic structure and orientation of the project, saw the
articles as specifying:

the principles which govern the responsibility of States for internation-
ally wrongful acts, maintaining a strict distinction between this task
and the task of defining the rules that place obligations on States, the
violation of which may generate responsibility ... [I]t is one thing to
define a rule and the content of the obligation it imposes, and another

to determine whether that obligation has been violated and what should
be the consequences of the violation.32

(3) Given the existence of a primary rule establishing
an obligation under international law for a State, and as-
suming that a question has arisen as to whether that State
has complied with the obligation, a number of further
issues of a general character arise. These include:

(a) The role of international law as distinct from the
internal law of the State concerned in characterizing
conduct as unlawful;

(b) Determining in what circumstances conduct is
to be attributed to the State as a subject of international
law;

(c) Specifying when and for what period of time there
is or has been a breach of an international obligation by
a State;

(d) Determining in what circumstances a State may be
responsible for the conduct of another State which is in-
compatible with an international obligation of the latter;

(e) Defining the circumstances in which the wrong-
fulness of conduct under international law may be pre-
cluded;

(f) Specifying the content of State responsibility, i.e.
the new legal relations that arise from the commission
by a State of an internationally wrongful act, in terms of
cessation of the wrongful act, and reparation for any
injury done;

(g) Determining any procedural or substantive pre-
conditions for one State to invoke the responsibility of

32 Yearbook ... 1970, vol. 1I, p. 306, document A/8010/Rev.l,
para. 66 (c).

another State, and the circumstances in which the right to
invoke responsibility may be lost;

(h) Laying down the conditions under which a State
may be entitled to respond to a breach of an international
obligation by taking countermeasures designed to ensure
the fulfilment of the obligations of the responsible State
under these articles.

This is the province of the secondary rules of State
responsibility.

(4) A number of matters do not fall within the scope of
State responsibility as dealt with in the present articles:

(a) As already noted, it is not the function of the arti-
cles to specify the content of the obligations laid down by
particular primary rules, or their interpretation. Nor do the
articles deal with the question whether and for how long
particular primary obligations are in force for a State. It
is a matter for the law of treaties to determine whether a
State is a party to a valid treaty, whether the treaty is in
force for that State and with respect to which provisions,
and how the treaty is to be interpreted. The same is true,
mutatis mutandis, for other “sources” of international ob-
ligations, such as customary international law. The arti-
cles take the existence and content of the primary rules
of international law as they are at the relevant time; they
provide the framework for determining whether the con-
sequent obligations of each State have been breached, and
with what legal consequences for other States.

(b) The consequences dealt with in the articles are
those which flow from the commission of an internation-
ally wrongful act as such.’® No attempt is made to deal
with the consequences of a breach for the continued valid-
ity or binding effect of the primary rule (e.g. the right of
an injured State to terminate or suspend a treaty for mate-
rial breach, as reflected in article 60 of the 1969 Vienna
Convention). Nor do the articles cover such indirect or
additional consequences as may flow from the responses
of international organizations to wrongful conduct. In car-
rying out their functions it may be necessary for interna-
tional organizations to take a position on whether a State
has breached an international obligation. But even where
this is so, the consequences will be those determined by
or within the framework of the constituent instrument of
the organization, and these fall outside the scope of the
articles. This is particularly the case with action of the
United Nations under the Charter, which is specifically
reserved by article 59.

(c) The articles deal only with the responsibility for
conduct which is internationally wrongful. There may be
cases where States incur obligations to compensate for the
injurious consequences of conduct which is not prohibited,
and may even be expressly permitted, by international law
(e.g. compensation for property duly taken for a public
purpose). There may also be cases where a State is obliged
to restore the status quo ante after some lawful activity
has been completed. These requirements of compensation
or restoration would involve primary obligations; it would
be the failure to pay compensation, or to restore the status

33 For the purposes of the articles, the term “internationally wrong-
ful act” includes an omission and extends to conduct consisting of
several actions or omissions which together amount to an internation-
ally wrongful act. See paragraph (1) of the commentary to article 1.
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be in writing, nor is it a condition for the operation of the
obligation to provide reparation. Moreover, the require-
ment of notification of the claim does not imply that the
normal consequence of the non-performance of an inter-
national obligation is the lodging of a statement of claim.
Nonetheless, an injured or interested State is entitled to
respond to the breach and the first step should be to call
the attention of the responsible State to the situation, and
to call on it to take appropriate steps to cease the breach
and to provide redress.

(4) It is not the function of the articles to specify in de-
tail the form which an invocation of responsibility should
take. In practice, claims of responsibility are raised at dif-
ferent levels of government, depending on their serious-
ness and on the general relations between the States con-
cerned. In the Certain Phosphate Lands in Nauru case,
Australia argued that Nauru’s claim was inadmissible
because it had “not been submitted within a reasonable
time”.%7% The Court referred to the fact that the claim had
been raised, and not settled, prior to Nauru’s independence
in 1968, and to press reports that the claim had been men-
tioned by the new President of Nauru in his independence
day speech, as well as, inferentially, in subsequent cor-
respondence and discussions with Australian Ministers.
However, the Court also noted that:

It was only on 6 October 1983 that the President of Nauru wrote to

the Prime Minister of Australia requesting him to “seek a sympathetic
» 677

reconsideration of Nauru’s position”.
The Court summarized the communications between the
parties as follows:

The Court ... takes note of the fact that Nauru was officially informed,
at the latest by letter of 4 February 1969, of the position of Australia on
the subject of rehabilitation of the phosphate lands worked out before
1 July 1967. Nauru took issue with that position in writing only on
6 October 1983. In the meantime, however, as stated by Nauru and
not contradicted by Australia, the question had on two occasions been
raised by the President of Nauru with the competent Australian authori-
ties. The Court considers that, given the nature of relations between
Australia and Nauru, as well as the steps thus taken, Nauru’s Applica-
tion was not rendered inadmissible by passage of time. 678

In the circumstances, it was sufficient that the respondent
State was aware of the claim as a result of communications
from the claimant, even if the evidence of those communi-
cations took the form of press reports of speeches or meet-
ings rather than of formal diplomatic correspondence.

(5) When giving notice of a claim, an injured or inter-
ested State will normally specify what conduct in its view
is required of the responsible State by way of cessation of
any continuing wrongful act, and what form any repara-
tion should take. Thus, paragraph 2 (a) provides that the
injured State may indicate to the responsible State what
should be done in order to cease the wrongful act, if it is
continuing. This indication is not, as such, binding on the
responsible State. The injured State can only require the
responsible State to comply with its obligations, and the
legal consequences of an internationally wrongful act are
not for the injured State to stipulate or define. But it may
be helpful to the responsible State to know what would

676 Certain Phosphate Lands in Nauru, Preliminary Objections
(see footnote 230 above), p. 253, para. 31.

77 Ibid., p. 254, para. 35.
678 Ibid., pp. 254-255, para. 36.

satisfy the injured State; this may facilitate the resolution
of the dispute.

(6) Paragraph 2 (b) deals with the question of the elec-
tion of the form of reparation by the injured State. In gen-
eral, an injured State is entitled to elect as between the
available forms of reparation. Thus, it may prefer com-
pensation to the possibility of restitution, as Germany did
in the Factory at Chorzéw case,%”° or as Finland eventual-
ly chose to do in its settlement of the Passage through the
Great Belt case.%% Or it may content itself with declara-
tory relief, generally or in relation to a particular aspect
of its claim. On the other hand, there are cases where a
State may not, as it were, pocket compensation and walk
away from an unresolved situation, for example one in-
volving the life or liberty of individuals or the entitlement
of a people to their territory or to self-determination. In
particular, insofar as there are continuing obligations the
performance of which are not simply matters for the two
States concerned, those States may not be able to resolve
the situation by a settlement, just as an injured State may
not be able on its own to absolve the responsible State
from its continuing obligations to a larger group of States
or to the international community as a whole.

(7) Inthe light of these limitations on the capacity of the
injured State to elect the preferred form of reparation, arti-
cle 43 does not set forth the right of election in an absolute
form. Instead, it provides guidance to an injured State as
to what sort of information it may include in its notifica-
tion of the claim or in subsequent communications.

Article 44. Admissibility of claims

The responsibility of a State may not be invoked if:

(a) the claim is not brought in accordance with any
applicable rule relating to the nationality of claims;

(b) the claim is one to which the rule of exhaustion
of local remedies applies and any available and effec-
tive local remedy has not been exhausted.

Commentary

(1) The present articles are not concerned with ques-
tions of the jurisdiction of international courts and tribu-
nals, or in general with the conditions for the admissibility
of cases brought before such courts or tribunals. Rather,
they define the conditions for establishing the interna-
tional responsibility of a State and for the invocation of

679 As PCIJ noted in the Factory at Chorzéw, Jurisdiction (see foot-
note 34 above), by that stage of the dispute, Germany was no longer
seeking on behalf of the German companies concerned the return of the
factory in question or of its contents (p. 17).

680 In the Passage through the Great Belt (Finland v. Denmark),
Provisional Measures, Order of 29 July 1991, I1.C.J. Reports 1991,
p- 12, ICJ did not accept Denmark’s argument as to the impossibility
of restitution if, on the merits, it was found that the construction of the
bridge across the Great Belt would result in a violation of Denmark’s
international obligations. For the terms of the eventual settlement, see
M. Koskenniemi, “Laffaire du passage par le Grand-Belt”, Annuaire

frangais de droit international, vol. 38 (1992), p. 905, at p. 940.
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that responsibility by another State or States. Thus, it is
not the function of the articles to deal with such questions
as the requirement for exhausting other means of peace-
ful settlement before commencing proceedings, or such
doctrines as litispendence or election as they may affect
the jurisdiction of one international tribunal vis-g-vis an-
other.%8! By contrast, certain questions which would be
classified as questions of admissibility when raised before
an international court are of a more fundamental charac-
ter. They are conditions for invoking the responsibility of
a State in the first place. Two such matters are dealt with
in article 44: the requirements of nationality of claims and
exhaustion of local remedies.

(2) Subparagraph (a) provides that the responsibility of
a State may not be invoked other than in accordance with
any applicable rule relating to the nationality of claims.
As PClJ said in the Mavrommatis Palestine Concessions
case:

It is an elementary principle of international law that a State is entitled
to protect its subjects, when injured by acts contrary to international
law committed by another State, from whom they have been unable to
obtain satisfaction through the ordinary channels.%82

Subparagraph (a) does not attempt a detailed elaboration
of the nationality of claims rule or of the exceptions to
it. Rather, it makes it clear that the nationality of claims
rule is not only relevant to questions of jurisdiction or the
admissibility of claims before judicial bodies, but is also
a general condition for the invocation of responsibility in
those cases where it is applicable.%%3

(3) Subparagraph (b) provides that when the claim is
one to which the rule of exhaustion of local remedies ap-
plies, the claim is inadmissible if any available and effec-
tive local remedy has not been exhausted. The paragraph
is formulated in general terms in order to cover any case
to which the exhaustion of local remedies rule applies,
whether under treaty or general international law, and in
spheres not necessarily limited to diplomatic protection.

(4) The local remedies rule was described by a Chamber
of the Court in the ELSI case as “an important principle of
customary international law”.%%4 In the context of a claim

681 For discussion of the range of considerations affecting jurisdic-
tion and admissibility of international claims before courts, see G.
Abi-Saab, Les exceptions préliminaires dans la procédure de la Cour
internationale (Paris, Pedone, 1967); Sir Gerald Fitzmaurice, The
Law and Procedure of the International Court of Justice (Cambridge,
Grotius, 1986), vol. 2, pp. 427-575; and S. Rosenne, The Law and
Practice of the International Court, 1920—-1996, 3rd ed. (The Hague,
Martinus Nijhoff, 1997), vol. 11, Jurisdiction.

682 Mavrommatis (see footnote 236 above), p. 12.

683 Questions of nationality of claims will be dealt with in detail in
the work of the Commission on diplomatic protection. See first report
of the Special Rapporteur for the topic “Diplomatic protection” in
Yearbook ... 2000, vol. 11 (Part One), document A/CN.4/506 and
Add.1.

684 ELSI (see footnote 85 above), p. 42, para. 50. See also Interhan-
del, Preliminary Objections, 1.C.J. Reports 1959, p. 6, at p. 27. On the
exhaustion of local remedies rule generally, see, e.g., C. F. Amerasing-
he, Local Remedies in International Law (Cambridge, Grotius, 1990);
J. Chappez, La regle de I'épuisement des voies de recours internes
(Paris, Pedone, 1972); K. Doehring, “Local remedies, exhaustion of”,
Encyclopedia of Public International Law, R. Bernhardt, ed. (footnote
409 above), vol. 3, pp. 238-242; and G. Perrin, “La naissance de la re-
sponsabilité internationale et 1’épuisement des voies de recours internes

brought on behalf of a corporation of the claimant State,
the Chamber defined the rule succinctly in the following
terms:

for an international claim [sc. on behalf of individual nationals or cor-
porations] to be admissible, it is sufficient if the essence of the claim
has been brought before the competent tribunals and pursued as far as
permitted by local law and procedures, and without success.?83

The Chamber thus treated the exhaustion of local rem-
edies as being distinct, in principle, from “the merits of
the case”.080

(5) Only those local remedies which are “available and
effective” have to be exhausted before invoking the re-
sponsibility of a State. The mere existence on paper of
remedies under the internal law of a State does not im-
pose a requirement to make use of those remedies in
every case. In particular, there is no requirement to use a
remedy which offers no possibility of redressing the situ-
ation, for instance, where it is clear from the outset that
the law which the local court would have to apply can lead
only to the rejection of any appeal. Beyond this, article
44, subparagraph (b), does not attempt to spell out com-
prehensively the scope and content of the exhaustion of
local remedies rule, leaving this to the applicable rules of
international law.%%7

Article 45. Loss of the right to invoke responsibility

The responsibility of a State may not be invoked if:
(a) the injured State has validly waived the claim;

(b) the injured State is to be considered as having,
by reason of its conduct, validly acquiesced in the lapse
of the claim.

Commentary

(1) Article 45 is analogous to article 45 of the 1969 Vi-
enna Convention concerning loss of the right to invoke a
ground for invalidating or terminating a treaty. The article
deals with two situations in which the right of an injured
State or other States concerned to invoke the responsibili-
ty of a wrongdoing State may be lost: waiver and acquies-
cence in the lapse of the claim. In this regard, the position
of an injured State as referred to in article 42 and other
States concerned with a breach needs to be distinguished.
A valid waiver or settlement of the responsibility dispute

dans le projet d’articles de la Commission du droit international”,
Festschrift fiir Rudolf Bindschedler (Bern, Stampfli, 1980), p. 271.
On the exhaustion of local remedies rule in relation to violations of
human rights obligations, see, e.g., A. A. Cangado Trindade, The Ap-
plication of the Rule of Exhaustion of Local Remedies in International
Law: Its Rationale in the International Protection of Individual Rights
(Cambridge University Press, 1983); and E. Wyler, L illicite et la condi-
tion des personnes privées (Paris, Pedone, 1995), pp. 65-89.

685 ELSI (see footnote 85 above), p. 46, para. 59.

686 Ibid., p. 48, para. 63.

687 The topic will be dealt with in detail in the work of the Commis-
sion on diplomatic protection. See second report of the Special Rappor-
teur on diplomatic protection in Yearbook ... 2001, vol. II (Part One),
document A/CN.4/514.
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Case 1:00-cv-02329-RCL Document 272 Filed 08/20/15

Page 1 of 4

UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

ESTATE OF MICHAEL HEISER, et al.,

Plaintiffs-Judgment Creditors-
Garnishors,

- against -
ISLAMIC REPUBLIC OF IRAN, et al.,

Defendants-Judgment Debtors,
- and -
BANK OF AMERICA, N.A. and WELLS
FARGO BANK, N.A.,
Garnishees,

ESTATE OF MILLARD D. CAMPBELL, et al,

Plaintiffs-Judgment Creditors-
Garnishors,

- against -
ISLAMIC REPUBLIC OF IRAN, et al.,
Defendants-Judgment Debtors,
- and -

BANK OF AMERICA, N.A. and WELLS
FARGO BANK, N.A,,

Garnishees,

BANK OF AMERICA, N.A. and WELLS
FARGO BANK, N.A,,

Garnishees and Third-Party
Petitioners,

- against -

AL-BAIT AL-AMER FOR FURNITURE &
COMMERCE, BANK MELLAT, BANK MELLI
PLC U.K., BANK SADERAT IRAN,
BAYERISCHE LANDESBANK, DEUTSCHE
BANK AG, DEUTSCHE BANK TRUST CO.
AMERICAS, GULF EXCHANGE CO., IRAN
AIR, IRAN MARINE INDUSTRIAL CO.,
IRANIAN NAVY, KHAZAR SHIPPING a/k/a
Darya-ye-Khazar Shipping Co., NATIONAL
IRANIAN OIL COMPANY, TOLKUN

X

Case No.: 00-CV-02329 (RCL)
Consolidated with

Case No.: 01-CV-02104 (RCL)

CLERK’S CERTIFICATE OF
DEFAULT AS TO

BANK MELLAT,

BANK MELLI PLC UK.,
BANK SADERAT IRAN,
BAYERISCHE LANDESBANK,
GULF EXCHANGE CO.,
IRAN AIR,

IRAN MARINE INDUSTRIAL
COMPANY,

THE IRANIAN NAVY,
KHAZAR SHIPPING A/K/A
DARYA-YE-KHAZAR
SHIPPING CO.,

NATIONAL IRANIAN OIL
COMPANY,

TOLKUN DENIZCILIK VE
TAS DIS TICARET LTD. STI,
TRANSOCEAN LTD.,
VEDDER PRICE P.C., AND
YAPI VE KREDI BANKASI,
AS.

Annex 129



Case 1:00-cv-02329-RCL Document 272 Filed 08/20/15

DENIZCILIK VE TAS DIS TICARET LTD.
STI, TRANSOCEAN LTD., VEDDER PRICE
P.C., YAPI VE KREDI BANKASI, A.S., THE
ESTATE OF MICHAEL HEISER, ESTATE OF
BRENT MARTHALER, KATIE LEE
MARTHALER, HERMAN MARTHALER,
SHARON MARTHALER, MATTHEW
MARTHALER, KIRK MARTHALER,
RICHARD WOOD, KATHLEEN WOOD,
SHAWN WOOD, ESTATE OF MICHAEL
HEISER, FRAN HEISER, GARY HEISER,
DENISE EICHSTAEDT, ANTHONY
CARTRETTE, LEWIS CARTRETTE, ESTATE
OF PATRICK FENNIG, THADDEUS C.
FENNIG, CATHERINE FENNIG, PAUL
FENNIG, MARK FENNIG; ESTATE OF
CHRISTOPHER ADAMS, CATHERINE
ADAMS, MARY YOUNG, DANIEL ADAMS,
ELIZABETH WOLF, PATRICK ADAMS,
JOHN ADAMS, WILLIAM ADAMS,
MICHAEL ADAMS, ESTATE OF THANH
“GUS” NGUYEN, CHRISTOPHER NGUYEN,
SANDRA M. WETMORE, BRIDGET
BROOKS, JAMES RIMKUS, ANNE RIMKUS,
ESTATE OF KENDALL KITSON, JR.,
KENDALL KITSON, SR., NANCY R. KITSON,
STEVE K. KITSON, NANCY A. KITSON,
LAWRENCE TAYLOR, VICKIE TAYLOR,
STARLINA TAYLOR, ESTATE OF JOSHUA
WOODY, DAWN WOODY, BERNADINE
BEEKMAN, TRACY SMITH, JONICA
WOODY, TIMOTHY WOODY, ESTATE OF
LELAND “TIM” HAUN, IBIS “JENNY”
HAUN, SENATOR HAUN, MILLY PEREZ-
DALLIS; ESTATE OF CHRISTOPHER
LESTER, CECIL LESTER, SR., JUDY
LESTER, CECIL LESTER, JR., JESSICA
LESTER, ESTATE OF KEVIN JOHNSON,
SR., SHYRL JOHNSON, KEVIN JOHNSON,
JR., NICHOLAS JOHNSON, ESTATE OF
PETER MORGERA, MICHAEL MORGERA,
THOMAS MORGERA, ESTATE OF MILLARD
“DEE” CAMPBELL, MARIE CAMPBELL,
BESSIE CAMPBELL, ESTATE OF JUSTIN

2
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Case 1:00-cv-02329-RCL Document 272 Filed 08/20/15 Page 3 of 4

WOOD, ESTATE OF EARL CARTRETTE, JR.,
ESTATE OF BRIAN MCVEIGH, JAMES
WETMORE, GEORGE BEEKMAN, ESTATE
OF JOSEPH E. RIMKUS, ESTATE OF
JEREMY TAYLOR, CHE COLSON, LAURA
JOHNSON, and BRUCE JOHNSON

Adverse Claimants-Respondents.

I, ANGELA D. CAESAR, Clerk of the United States District Court for the
District of Columbia, do hereby certify that:

1. Adverse Claimants-Respondents Bank Mellat, Bank Melli PLC U.K.,
Bank Saderat Iran, Bayerische Landesbank, Iran Air, Iran Marine Industrial Company,
the Iranian Navy, Khazar Shipping a/k/a Darya-ye-Khazar Shipping Co., National Iranian
Oil Company, Tolkun Denizcilik Ve Tas Dis Ticaret Ltd. STI, Transocean Ltd., Vedder
Price P.C., and Yapi Ve Kredi Bankasi, A.S. have failed to answer, plead or otherwise
defend against the Third-Party Petition Alleging Claims in the Nature of Interpleader
filed by Garnishees and Third-Party Petitioners Bank of America, N.A. and Wells Fargo
Bank, N.A. (Dkt. No. 2395) (the “Third-Party Petition”) within the times permitted by the
Federal Rules of Civil Procedure or Section 1608(d) of the Foreign Sovereign Immunities
Act of 1976, despite being properly served with an Interpleader Summons (Dkt. No. 240)
and the Third-Party Petition, as described and documented in the Declaration of James L.
Kerr Concerning the Service of Summons and Third-Party Petition on Adverse
Claimants-Respondents, filed January 24, 2014 (Dkt. No. 256), the Declaration of
Michael Hawkins Concerning Service of Process Pursuant to the Hague Convention,
dated January 17, 2014, attached thereto as Exhibit L (Dkt. No. 256-12), and, solely with

3
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respect to the Iranian Navy, in the Order on Service of Process, dated July 21, 2014 (Dkt.
No. 259), the Letter from Richard M. Kremen to Angela D. Caesar, dated October 14,
2014 (Dkt. No. 265), the Certificate of Mailing, dated October 21, 2014 (Dkt. No. 267),
and the Letter from Daniel Klimow to Angela D. Caesar, dated July 22, 2015 (Dkt. No.
270).

2. The DEFAULT of Bank Mellat, Bank Melli PLC U.K., Bank Saderat Iran,
Bayerische Landesbank, Iran Air, Iran Marine Industrial Company, Iranian Navy, Khazar
Shipping a/k/a Darya-ye-Khazar Shipping Co., National Iranian Oil Company, Tolkun
Denizcilik Ve Tas Dis Ticaret Ltd. STI, Transocean Ltd., Vedder Price P.C., and Yapi Ve
Kredi Bankasi, A.S. IS HEREBY NOTED.

Date: Washington, D.C.

August 20, 2015

ANGELA D. CAESAR
Clerk of the Court

/s/ N. Wilkens
Deputy Clerk
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IN THE UNITED STATES DISTRICT COURT FOR THE FIL ED
DISTRICT OF COLUMBIA
JUN 9 - 2016
ESTATE OF MICHAEL HEISER, et al. ook, ?dfin?f)tg?é & Bankuptey
Plaintiffs
V.
Case No.:  00-CV-02329 (RCL)
ISLAMIC REPUBLIC OF IRAN, et al.
Consolidated with
Defendants
ESTATE OF MILLARD D. CAMPBELL, ef al.
Plaintiffs Case No.: 01-CV-02104 (RCL)
V.
ISLAMIC REPUBLIC OF IRAN, ef al.

Defendants

ORDER GRANTING UNOPPOSED MOTION FOR JUDGMENT
AGAINST GARNISHEES BANK OF AMERICA, N.A. AND WELLS
FARGO BANK, N.A. FOR TURNOVER OF FUNDS, AND
FOR INTERPLEADER RELIEF FOR SUCH GARNISHEES

WHEREAS Plaintiffs/Judgment Creditors' (the “Plaintiffs”) filed an Unopposed Motion

for Judgment Against Garnishees Bank of America, N.A. and Wells Fargo Bank, N.A. for

! The Plaintiffs consist of: (1) the Estate of Michael Heiser, deceased; (2) Gary Heiser; (3) Francis Heiser; (4) the
Estate of Leland Timothy Haun, deceased; (5) Ibis S. Haun; (6) Milagritos Perez-Dalis; (7) Senator Haun; (8) the
Estate of Justin R. Wood, deceased; (9) Richard W. Wood; (10) Kathleen M. Wood; (11) Shawn M. Wood; (12) the
Estate of Earl F. Cartrette, Jr., deceased; (13) Denise M. Eichstaedt; (14) Anthony W. Cartrette; (15) Lewis W.
Cartrette; (16) the Estate of Brian McVeigh, deceased; (17) Sandra M. Wetmore; (18) James V. Wetmore; (19) the
Estate of Millard D. Campbell, deceased; (20) Marie R. Campbell; (21) Bessie A. Campbell; (22) the Estate of
Kevin J. Johnson, deceased; (23) Shyrl L. Johnson; (24) Che G. Colson; (25) Kevin Johnson, a minor, by his legal
guardian Shyrl L. Johnson; (26) Nicholas A. Johnson, a minor, by his legal guardian Shyrl L. Johnson; (27) Laura E.
Johnson; (28) Bruce Johnson; (29) the Estate of Joseph E. Rimkus, deceased; (30) Bridget Brooks; (31) James R.
Rimkus; (32) Anne M. Rimkus; (33) the Estate of Brent E. Marthaler, deceased; (34) Katie L. Marthaler; (35)
Sharon Marthaler; (36) Herman C. Marthaler III; (37) Matthew Marthaler; (38) Kirk Marthaler; (39) the Estate of
Thanh Van Nguyen, deceased; (40) Christopher R. Nguyen; (41) the Estate of Joshua E. Woody, deceased; (42)
Dawn Woody; (43) Bernadine R. Beckman; (44) George M. Beekman; (45) Tracy M. Smith; (46) Jonica L. Woody;
(47) Timothy Woody; (48) the Estate of Peter J. Morgera, deceased; (49) Michael Morgera; (50) Thomas Morgera;
(51) the Estate of Kendall Kitson, Jr., deceased; (52) Nancy R. Kitson; (53) Kendall K. Kitson; (54) Steve K. Kitson;
(55) Nancy A. Kitson; (56) the Estate of Christopher Adams, deceased; (57) Catherine Adams; (58) John E. Adams;
(59) Patrick D. Adams; (60) Michael T. Adams; (61) Daniel Adams; (62) Mary Young; (63) Elizabeth Wolf; (64)
William Adams; (65) the Estate of Christopher Lester, deceased; (66) Cecil H. Lester; (67) Judy Lester; (68) Cecil
H. Lester, Jr.; (69) Jessica F. Lester; (70) the Estate of Jeremy A. Taylor, deceased; (71) Lawrence E. Taylor; (72)
Vickie L. Taylor; (73) Starlina D. Taylor; (74) the Estate of Patrick P. Fennig, deceased; (75) Thaddeus C. Fennig;
(76) Catherine Fennig; (77) Paul D. Fennig; and (78) Mark Fennig (collectively, the “Plaintiffs”).
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. “Turnover of Funds, and for Interpleader Relief for Such Garnishees (the “Unopposed Motion for
" Turnover™);

WHEREAS Garnishee Bank of America, N.A. (“Bank of America”) and Wells Fargo
Bank, N.A. (“Wells Fargo,” together with Bank of America, the “Garnishees”) do not oppose the
relief sought by the Unopposed Motion for Turnover;

WHEREAS the Plaintiffs hold an unsatisfied judgment in the amount of $591,089,966.00
against the Islamic Republic of Iran, the Iranian Ministry of Information and Security and the
Iranian Islamic Republic Revolutionary Guard Corps. (collectively, “Iran”);

WHEREAS, Iran is a terrorist party within the meaning of Section 1610(g) of the FSIA
and Section 201 of TRIA, and the Judgment was entered based on acts of terrorism for which
Iran is not immune under Section 1605(a)(7) or Section 1605A of the ESIA;

WHEREAS the relief requested by the Plaintiffs is authorized under 28 U.S.C. § 1610(g)
and § 201 of the Terrorism Risk Insurance Act of 2002 (“TRIA”); |

WHEREAS the Garnishees filed a Third-Party Petition Alleging Claims in the Nature of
Interpleader (the “Third-Party Petition”) on August 31, 2012, by which Iran Marine and
Industrial, Sediran Drilling Company (now known as the National Iranian Oil Company), Iran
Air, Bank Melli PLC U.K., and the Iranian Navy (the “Adverse Claimants-Respondents™), were
interpleaded into this action;

WHEREAS this Court issued interpleader summonses for service on the Adverse
Claimants-Respondents on December 10, 2012;

WHEREAS this Court finds that service of the summons, Third-Party Petition, and all
other necessary documents and translations on the Adverse Claimants-Respondents, as set forth

in the Unopposed Motion for Turnover, was good and effective service, and finds further that

EAST\115832133.1 2
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supplemental service on the Iranian Navy through diplomatic channels constitutes good and
effective service within the meaning of Section 1608 of the Foreign Sovereign Immunities Act
(the “FSIA”);

WHEREAS the Iranian Adverse Claimants-Respondents Iran Marine and Industrial,
Sediran Drilling Company (now known as the National Iranian Oil Company), Iran Air, Bank
Melli PLC U.K., and the Iranian Navy failed to respond to the summons and Third-Party Petition
and the Clerk of the Court noticed their default on August 20, 2015;

WHEREAS, no non-Iranian Adverse Claimant-Respondent, including Adverse Claimant-
Respondent Vedder Price, which communicated to counsel for the Garnishees its intention not to
contest turnover, appeared to contest the ownership by Iran of any of the Blocked Assets that
were the subject of the Third-Paﬁy Interpleader Petition;

WHEREAS the Court finds that the Iranian Adverse Claimants-Respondents, consisting
of Iran Marine and Industrial, Sediran Drilling Company (now known as the National Iranian Oil
Company), Iran Air, Bank Melli PLC U.K., and the Iranian Navy, are agencies or
instrumentalities of Iran that have a current possessory ownership interest in the blocked assets
held by the Garnishees described in Exhibit A and Exhibit B hereto (the “Blocked Assets”);

WHEREAS, upon evidence that has been submitted to and found to be satisfactory to the
Court, the defaulting Iranian Adverse-Claimants Respondents, including Iran Air, Bank Melli
PLC U.X., Iran Marine Industrial Company, the Iranian Navy and the Iranian National Oil
Company (as the successor to Sediran Drilling Company), are organs, agencies or
instrumentalities of Judgment Debtor the Islamic Republic of Iran within the meaning of the

FSIA and TRIA;

EAST\115832133.1 3
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WHEREAS the Court finds that the Blocked Assets constitute “blocked assets of a
terrorist party” within the meaning of TRIA;

WHEREAS, the Blocked Assets are subject to execution in accordance with the
requirements of Section 1610(g) of the FSIA and Section 201 of TRIA;

NOW, THEREFORE, IT IS HEREBY ORDERED, ADJUDGED AND DECREED
THAT:

1. The Unopposed Motion for Turnover is hereby GRANTED;

2. Judgment is hereby entered in favor of the Plaintiffs and against Garnishee Bank
of America solely in its capacity as garnishee and solely with respect to-the Blocked Assets
identified in Exhibit A hereto, plus any accrued interest thereon,;

3. Judgment is hereby entered in favor of the Plaintiffs and against Garnishee Wells
Fargo solely in its capacity as garnishee and solely with respect to the Blocked Assets identified
in Exhibit B hereto, plus any accrued interest thereon;

4. Bank of America shall pay and turn over to the Plaintiffs the Blocked Assets
identified on Exhibit A hereto, and any accrued interest thereon, within fifteen (15) business days
of the date of this Order, and upon a turnover of the Blocked Assets by Bank of America, Bank
of America shall receive a discharge from all further liability for such Blocked Assets as set forth
in D.C. Code § 16-528; and

5. Wells Fargo shall pay and turnover to the Plaintiffs the Blocked Assets identified
on Exhibit B hereto, and any accrued interest thereon, within fifteen (15) business days of the
date of this Order, and upon a turnover of the Blocked Assets by Wells Fargo, Wells Fargo shall
receive a discharge from all further liability for such Blocked Assets as set forth in D.C. Code §

16-528;

EAST\115832133.1 4
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6. Garnishees are entitled to an award of their reasonable costs and attorneys’ fees in
connection with the Third-Party Petition (the “Garnishees’ Attorneys’ Fees”), to be paid solely
out of the amount awarded herein, in an amount to be agreed upon with Plaintiffs or to be
awarded by the Court upon application;

7. Within fifteen (15) business days of receipt of the funds from the Garnishees, if
the Plaintiffs and the Garnishees agree on the amount of the Garnishee Attorneys’ Fees, or within
fifteen (15) business days from the date on which this Court enters any final, non-appealable
order setting the amount of the Garnishees’ Attorneys’ Fees, Plaintiffs shall pay over to the
Garnishees from the amounts referenced in paragraphs 2 and 3 of this Order thé Garnishees’
Attorneys’ Fees;

8. In addition to the discharges set forth in paragraphs 4 and S of this Order,
Garnishees Bank of America and Wells Fargo shall be fully discharged pursuant Sections 16-554
and 26-803 of the Code of the District of Columbia, and sﬁall be fully discharged in‘ interpleader
pursuant to Rule 22 of the Rules of District of Columbia Superior Court Rules of Procedure and
Rule 22 of the Federal Rules of Civil Procedure, as applicable, from any and all obligations or
other liabilities to Iran, any agency or instrumentality of Iran (including, without limitation,
defaulting Iranian Adverse Claimants-Respondent), or to any other party otherwise entitled to
claim the funds contained in the Blocked Accounts (including, without limitation, Vedder Price
and defaulting non-Iranian Adverse Claimants-Respondents), to the full extent of such amounts
so held and paid to the Plaintiffs in accordance with this Order;

9. The Plaintiffs shall obtain the dismissal of any garnishment or similar proceeding
that remains pending as against the Garnishees, if any, including the proceedings pending in the

United States District Court for the District of Maryland (Case No. 1:11-cv-00137 (GLR)) and in
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the United States District Court for the District of South Carolina (Case No. 11-MC-02114
(CMC)); and

10. Each and every party to this proceeding is hereby and shall be restrained and
enjoined from instituting or prosecuting any claim or action against the Garnishees in any
jurisdiction arising from or relating to any claim to the Blocked Assets that the Garnishees shall
have turned over to the Plaintiffs in compliance with this Order, except that this Court retains

jurisdiction to enforce this Order.

Washington, D.C So Ordered:

1, 20/¢

Royce C. Lamberth
United States District Judge

EAST\115832133.1 6
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EXHIBIT A

Blocked Assets Held by Bank of America

Account Original
Number Blocked
Amount

XXX9-002  $37,453.88
XXX9-0003 $11,717.00

XXX8-0069 $9,682.66

EAST\115832133.1

Amount
Blocked as
of June 30,

2015
$37,543.59

$11,744.80

$9,743.53

Iranian Entity(ies)
with Ownership

Interest in the
Blocked Asset

Iran Marine and

Industrial

Sediran Drilling

Company

Iran Air, Bank Melli

PLC UK.

Transaction Type

Blocked Account
Blocked Account

Check Proceeds
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EXHIBIT B

Blocked Asset Held by Wells Fargo

- -Original Blocked-- - - -Amount - -Iranian-Entity - Transaction Type -
Amount Blocked as of  with Ownership
June 30, 2015 Interest in the
Blocked Asset
$207,873.00 $249,365.44  Iranian Navy Blocked collateral

for letter of credit

EAST\115832133.1

Annex 130



ANNEX 131






Rubin v. The Islamic Republic of Iran, 637 F.3d 783 (2011)

637 F.3d 783
United States Court of Appeals,
Seventh Circuit.

Jenny RUBIN, et al., Plaintiffs—Appellees,
and
Deborah D. Peterson, et al., Intervenors—Appellees,
V.
THE ISLAMIC REPUBLIC OF IRAN, Defendant—Appellant,
and
Field Museum of Natural History and University of Chicago, the Oriental Institute, Intervenors.

No. 08—2805.
Argued Octl. 26, 2009.
Decided Malrch 29, 2011.
As CorrectedlApriI 1, 2011.

I
Rehearing and Rehearing En Banc Denied June 6, 2011.*

Synopsis

Background: Judgment creditors, who obtained judgment against Islamic Republic of Iran for injuries sustained in a suicide
bombing in Israel carried out by terrorist organization with the assistance of Iranian material support and training, attempted
to enforce their judgment by seeking to execute or attach various collections of Persian artifacts in the possession of a
university, a museum, and an individual. The United States District Court for the Northern District of Illinois, Blanche M.
Manning, J., 436 F.Supp.2d 938, and 2006 WL 2024247, denied Foreign Sovereign Immunities Act (FSIA) immunity in the
absence of an appearance by the foreign state, and ordered general-asset discovery to proceed, and Iran appealed.

Holdings: The Court of Appeals, Sykes, Circuit Judge, held that:

general-asset discovery order was incompatible with the FSIA, and

under FSIA, the property of Iran was presumed immune from attachment and execution, and the immunity inhered in the
property and did not depend on an appearance and special pleading by Iran.

Reversed and remanded.

Attorneys and Law Firms

*784 David J. Strachman (argued), Attorney, Mclintyre, Tate, Lynch & Holt, Providence, RI, for Plaintiffs—Appellees.
Thomas G. Corcoran, Jr. (argued), Attorney, Berliner, Corcoran & Rowe, Washington, DC, for Defendant—Appellant.
David J. Cook (argued), Attorney, Cook Collection Attorneys, San Francisco, CA, for Intervenor—Appellee.

Susan M. Benton, Attorney, William P. Ferranti (argued), Attorney, Winston & Strawn LLP, Matthew G. Allison, Attorney,
Baker & McKenzie, Chicago, IL, for Intervenors—Appellants.
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Sharon Swingle (argued), Attorney, Department of Justice, Civil Division, Appellate Staff, for Amicus Curiae.
*785 Before BAUER and SYKES, Circuit Judges, and SIMON, District Judge.™

Opinion

SYKES, Circuit Judge.

The Islamic Republic of Iran appeals two orders issued in connection with a long-running effort to collect on a large
judgment entered against it for its role in a 1997 terrorist attack. The plaintiffs are American citizens who were injured in a
brutal suicide bombing in Jerusalem, Israel, carried out by Hamas with the assistance of Iranian material support and training.
The victims obtained a $71 million default judgment against Iran in federal district court in Washington, D.C., and then
registered that judgment in the Northern District of Illinois for the purpose of attaching two collections of Persian antiquities
owned by Iran but on long-term academic loan to the University of Chicago’s Oriental Institute. They also sought to attach a
third collection of Persian artifacts owned by Chicago’s Field Museum of Natural History. They contend that this collection,
too, belongs to Iran but was stolen and smuggled out of the country in the 1920s or 1930s and later sold to the museum.
Iran’s appeal requires us to consider the scope and operation of § 1609 of the Foreign Sovereign Immunities Act of 1976
(“FSIA”), 28 U.S.C. 88 1330(a), 1602-1611, which provides that a foreign state’s property in the United States is immune
from attachment unless a specific statutory exception to immunity applies.

The district court held that the immunity codified in 8 1609 is an affirmative defense personal to the foreign sovereign and
must be specially pleaded. Because Iran had not appeared in the attachment proceeding, this ruling had the effect of divesting
the collections of their statutory immunity unless Iran appeared and affirmatively asserted it. So Iran appeared and made the
immunity claim. In response the served Iran with requests for discovery regarding all Iranian-owned assets located anywhere
in the United States. Not surprisingly, Iran resisted, maintaining that such far-flung and open-ended discovery about its
American-based property was inconsistent with the FSIA. The district court disagreed and ordered general-asset discovery to
proceed. Iran appealed.

The district court’s discovery order effectively rejected Iran’s claim of sovereign immunity and is therefore immediately
appealable under the collateral-order doctrine. The court’s earlier order, which denied § 1609 immunity in the absence of an
appearance by the foreign state, is also properly before this court. That order raises closely related questions about
sovereign-property immunity and is revived for review by Iran’s interlocutory appeal of the general-asset discovery order.

Both orders are seriously flawed; we reverse. The district court’s approach to this case cannot be reconciled with the text,
structure, and history of the FSIA. Section 1609 of the Act provides that “the property in the United States of a foreign state
shall be immune from attachment” unless an enumerated exception applies. (Emphasis added.) This section codifies the
longstanding common-law principle that a foreign state’s property in the United States is presumed immune from attachment.
This presumptive immunity, when read with other provisions of the FSIA, requires the plaintiff to identify the specific
property he seeks to attach; the court cannot compel a foreign state to submit to general discovery about all its assets in the
United States. The presumption of immunity also requires the court to determine—sua sponte if necessary *786 —whether an
exception to immunity applies; the court must make this determination regardless of whether the foreign state appears.

I. Background

This appeal has its roots in a vicious terrorist attack. On September 4, 1997, Hamas carried out a triple suicide bombing in the
crowded Ben Yehuda Street pedestrian mall in Jerusalem. See Campuzano v. Islamic Republic of Iran, 281 F.Supp.2d 258,
261 (D.D.C.2003). Five bystanders were killed and nearly 200 were injured. Hamas claimed responsibility for the bombing,
and Israeli police arrested two Hamas operatives who participated in the attack. Id. at 261-62. They and other members of
their Hamas cell gave Israeli authorities information about the planning, financing, and execution of this act of terrorism. The
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two were later convicted of multiple counts of murder and attempted murder. Id.

The plaintiffs here—Jenny Rubin and her mother, Deborah Rubin; Stuart Hersh and his wife, Renay Frym; Noam Rozenman
and his parents, Elena and Tzvi Rozenman; Daniel Miller; and Abraham Mendelson—are American citizens who were
grievously wounded in the September 4, 1997 bombing or suffered severe emotional and loss-of-companionship injuries as a
result of being closely related to those who were physically hurt. These victims filed suit against Iran in federal district court
in Washington, D.C., alleging that Iran was responsible for the bombings as a result of the training and support it had
provided to Hamas. Id. Jurisdiction was predicated on § 1605(a)(7) (1996) of the FSIA, and the district court consolidated the
action with another suit filed by a separate group of victims of the bombing. Id. at 261. Iran was properly served but
defaulted. Pursuant to the requirements of 8 1608(e) of the FSIA, the district court held a three-day evidentiary hearing before
issuing a default judgment against Iran for $71.5 million in compensatory damages.* Id. at 272-77.

At this point the plaintiffs faced a problem familiar to Iran’s judgment creditors: They had won a significant judgment but
enforcement options were limited. A nationwide search for attachable Iranian assets eventually led to Chicago and its rich
collection of ancient artifacts housed in the city’s major museums. The plaintiffs registered their judgment with the United
States District Court for the Northern District of Illinois and served the University of Chicago’s Oriental Institute and later
the Field Museum of Natural History with a Citation to Discover Assets pursuant to Rule 69(a) of the Federal Rules of Civil
Procedure and chapter 735, section 5/2-1402 of the Illinois Compiled Statutes.? The plaintiffs identified three specific
collections in the museums’ possession that they sought to attach and execute against: *787 the Persepolis and Chogha Mish
Collections at the Oriental Institute, and the Herzfeld Collection at the Field Museum.?

The first two are collections of Persian antiquities recovered in excavations in the Iranian city of Persepolis in the 1930s and
on the Chogha Mish plain in southwestern Iran in the 1960s. Archaeologists from the University of Chicago led these
excavations, and Iran loaned the artifacts to the Oriental Institute for long-term study and to decipher the Elamite writing that
appears on some of the tablets included among the discoveries. The terms of the academic loan require the Oriental Institute
to return the collections to Iran when study is complete. The Institute says it has finished studying the Chogha Mish
Collection and is ready to return it to Iran pending resolution of a claim before the Iran—United States Claims Tribunal in the
Hague.* Study of the Persepolis Collection is apparently ongoing, although the Institute says it has returned parts of this
collection to Iran.

The third group of artifacts is known as the Herzfeld Collection, after the German archaeologist Ernst Herzfeld who worked
on excavations in Persia for 30 vyears in the early twentieth century. See Wikipedia, Ernst Herzfeld,
http://en.wikipedia.org/wiki/Ernst_Herzfeld (last visited Mar. 10, 2011). The Field Museum purchased a set of prehistoric
pottery, metalworks, and ornaments from Herzfeld in 1945. The plaintiffs contest the Field Museum’s title; they claim that
Iran owns this collection because Herzfeld stole the artifacts and smuggled them out of the country in the 1920s and 1930s.
Iran, however, does not claim ownership of the Herzfeld Collection.

The plaintiffs alleged that these three collections are subject to attachment under two provisions in the FSIA: (1) the
exception to § 1609 attachment immunity for “property in the United States of a foreign state ... used for a commercial
activity” where the underlying judgment “relates to a claim for which the foreign state is not immune,” 28 U.S.C. §
1610(a)(7); and (2) the “blocked assets™ provision of the Terrorism Risk Insurance Act of 2002 (“TRIA”), which provides
that the blocked assets of a terrorist party or its agency or instrumentality are subject to execution to satisfy a judgment
obtained under the FSIA’s terrorism exception, Pub.L. No. 107-297, Title 11, § 201(a), 116 Stat. 2322, 2337 (2002) (codified
at 28 U.S.C. § 1610 note). The museums responded that the collections are immune from attachment under § 1609 of the
FSIA and that neither the commercial exception in § 1610(a)(7) nor the “blocked assets” provision of TRIA applies.

The plaintiffs moved for partial summary judgment, asking the court to hold that 8 1609 immunity is an affirmative defense
that only the foreign state itself can assert. This question first came before a magistrate judge, who issued a report and *788
recommendation agreeing with the plaintiffs that § 1609 immunity is personal to the foreign state and must be affirmatively
pleaded. The museums objected. The United States entered the fray, filing a statement of interest on the side of the museums.
The district judge was not impressed and entered an order agreeing with the magistrate judge that the foreign state itself must
specially plead § 1609 immunity.

Instead of taking an immediate appeal, the museums asked the court to certify the order for appeal under 28 U.S.C. §
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1292(b), but other events in the litigation soon overtook this request. Two days before the museums filed their § 1292(b)
motion, Iran appeared in the district court and asserted § 1609 attachment immunity. This dramatically altered the course of
the proceedings. The plaintiffs promptly shifted their attention to Iran, seeking discovery not just on the three museum
collections but on all Iranian assets in the United States. Since then, the plaintiffs and Iran have been embroiled in litigation
concerning the proper scope of these discovery requests. The dispute spawned numerous motions, multiple rulings by the
magistrate judge and the district court, and now this appeal. We will not try to provide a complete account of what transpired
below but instead offer the following summary.

After Iran made its appearance, the plaintiffs served it with a request for production of documents under Rule 34 and a notice
of deposition under Rule 30(b)(6) of the Federal Rules of Civil Procedure. The document request had ten sections. The first
nine sought materials relating to the Persepolis, Chogha Mish, and Herzfeld Collections. The tenth request was significantly
more ambitious. In relevant part, it demanded that Iran turn over “[a]ll documents, including without limitation any
communication or correspondence, concerning any and all tangible and intangible assets, of whatever nature and kind, in
which Iran and/or any of Iran’s agencies and instrumentalities has any legal and/or equitable interest, that are located within
the United States....” The Rule 30(b)(6) notice sought to depose an officer or agent designated by Iran to testify on its behalf
regarding its assets in the United States.

Iran sought a protective order shielding it from these discovery requests and also moved for summary judgment seeking a
declaration that the Persepolis, Chogha Mish, and Herzfeld Collections are immune from execution and attachment under the
FSIA. The plaintiffs countered with a motion under Rule 56(f) of the Federal Rules of Civil Procedure requesting additional
discovery before responding to Iran’s summary-judgment motion. This motion was completely separate from the plaintiffs’
earlier discovery requests under Rules 30(b)(6) and 34, but it led to significant confusion regarding which discovery requests
were actually on the table. In addition to the Rule 56(f) motion, the plaintiffs also separately moved to compel Iran to comply
with its previous document requests under Rule 34 and its deposition notice under Rule 30(b)(6).

The magistrate judge eventually granted the plaintiffs’ Rule 56(f) motion for additional discovery. The judge said the
plaintiffs were entitled to the following discovery from Iran: (1) any documents relating to the three contested collections of
Persian artifacts; (2) documents that might support the plaintiffs’ theory that the Oriental Institute was effectively Iran’s
agent; and (3) a Rule 30(b)(6) deposition of an officer or agent authorized to testify on Iran’s behalf. The magistrate judge
also granted the plaintiffs’ motion to compel, but only “[iJnasmuch” as the discovery was necessary for the plaintiffs to
respond to Iran’s request for partial summary judgment. *789 Iran objected but was overruled by the district court.

The plaintiffs interpreted these rulings as compelling Iran to comply in full with all their discovery and deposition requests
under Rules 30(b)(6) and 34. Iran read the orders much more narrowly and thought it was only required to produce discovery
relating directly to its motion for summary judgment. In particular the parties disputed whether Iran was required to provide
general-asset discovery. Iran sought clarification, or in the alternative, a protective order. The magistrate judge denied Iran’s
motion for a protective order and explicitly ordered general-asset discovery to proceed. The district judge affirmed,
dismissing Iran’s concerns about sovereign immunity as “overblown.” But the judge was laboring under a misapprehension;
she said the plaintiffs were “not seeking general asset discovery about every conceivable asset of Iran’s in the United States.”

Of course, general-asset discovery was precisely what the plaintiffs were seeking and indeed what the magistrate judge had
ordered. His order plainly stated that “Iran will comply with [the plaintiffs’] requests for general asset discovery[,]” and this
holding was the focal point of Iran’s objection before the district court. In a motion to reconsider, the plaintiffs noted the
district judge’s error. The judge then acknowledged the oversight and issued a one-page order compelling Iran to submit to
the plaintiffs’ requests for general-asset discovery. Iran appealed under the collateral-order doctrine and also sought review of
the district court’s earlier order declaring that § 1609 sovereign-property immunity must be asserted by the foreign state
itself. We permitted the museums to intervene on appeal, and the United States appeared as an amicus in support of reversal.’

I1. Discussion
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A. Appellate Jurisdiction

Before we address the merits, there is a threshold question about appellate jurisdiction—two questions, actually, because two
interlocutory orders have been appealed: (1) the district court’s general-asset discovery order; and (2) the court’s earlier order
rejecting § 1609 sovereign-property immunity in the absence of an appearance by Iran. Jurisdiction over the general-asset
discovery order is a relatively straightforward matter. The jurisdictional analysis regarding the court’s earlier order is slightly
more complicated.

It is well-established that “as a general rule, an order authorizing discovery in aid of execution of judgment is not appealable
until the end of the case.” In re Joint E. & S. Dists. Ashestos Litig., 22 F.3d 755, 760 (7th Cir.1994). However, the order at
issue here invades Iran’s sovereign immunity, and it is equally well-established that orders denying claims of immunity may
be immediately appealed under the collateral-order doctrine. Mitchell v. Forsyth, 472 U.S. 511, 530, 105 S.Ct. 2806, 86
L.Ed.2d 411 (1985); Nixon v. Fitzgerald, 457 U.S. 731, 742-43, 102 S.Ct. 2690, 73 L.Ed.2d 349 (1982); Empress Casino v.
Blagojevich, 638 F.3d 519, 527-28 (7th Cir.2011). This includes interlocutory orders denying claims of sovereign immunity
under the FSIA. Rush—Presbyterian—St. Luke’s Med. Ctr. v. Hellenic Republic, 877 F.2d 574, 576 n. 2 (7th Cir.1989); Segni
v. Commercial Office of Spain, 816 F.2d 344, 347 (7th Cir.1987).

*790 It is true that Segni and Rush—Preshyterian concerned a foreign state’s jurisdictional immunity from suit under 28
U.S.C. § 1604, not attachment immunity under § 1609.° But the Fifth Circuit has held that the denial of attachment immunity
under § 1609 of the FSIA may be immediately appealed under the collateral-order doctrine, FG Hemisphere Assocs. v.
République du Congo, 455 F.3d 575, 584 (5th Cir.2006), and we agree with this sensible conclusion. There is no reason the
collateral-order doctrine should apply any differently in cases raising the attachment immunity of foreign-state property under
8 1609 than in cases raising foreign-state jurisdictional immunity under § 1604. The FSIA protects foreign sovereigns from
court intrusions on their immunity in its various aspects, and interlocutory appeal is appropriate regardless of which form of
immunity is at stake. Because the district court’s general-asset discovery order effectively rejected Iran’s claim of attachment
immunity under § 1609, we have jurisdiction to review it under the collateral-order doctrine.

The question of appellate jurisdiction over the court’s earlier order is trickier. That order, too, had the effect of denying a
claim of attachment immunity under the FSIA. The district court held that § 1609 immunity is an affirmative defense that can
be asserted only by the foreign sovereign itself. Up to that point in the litigation, the museums were advancing the claim of
attachment immunity, and because Iran had not appeared, the court’s order effectively stripped the collections of their
statutory immunity. The court’s earlier order thus falls within the scope of the collateral-order doctrine and was immediately
appealable.

But orders immediately appealable under the collateral-order doctrine are “final decisions” under 28 U.S.C. § 1291, and
subject to exceptions not applicable here, must be appealed within 30 days of entry. See FED. R.APP. P. 4(a)(1)(A); 28
U.S.C. § 2107(a); Otis v. City of Chicago, 29 F.3d 1159, 116667 (7th Cir.1994) (en banc). Rather than filing an immediate
appeal, the museums asked the court to certify the order for interlocutory appeal under § 1292(b). This was unnecessary, for
reasons we will explain in a moment. In the meantime Iran appeared, becoming the lead defendant, and the focus shifted to
discovery disputes. The § 1292(b) motion apparently got lost in the shuffle. Although the motion was fully briefed, the
district court didn’t address it until after this appeal was filed; at that point the court simply dismissed it as moot.

In Weir v. Propst, 915 F.2d 283, 285 (7th Cir.1990), we “clarif[ied] the relationship between the collateral-order doctrine and
section 1292(b) certification in the recurrent setting of appeals from denial of immunity.” We explained that a § 1292(b)
certification is unnecessary for an appeal under the collateral-order doctrine; orders denying immunity are
“appealable—without any of the rigamarole involved in a 1292(b) appeal—under section 1291, by virtue of Mitchell v.
Forsyth.” Id. We also said that a request for § 1292(b) certification “may not be used to circumvent the time limitations on
filing an appeal under section 1291.” Id. The “deadlines in Rule 4(a) for appeals in civil cases apply to all appealable orders,
including collateral orders, specifically orders denying immunity, ... [and] [i]f the deadline is missed, the order is not
appealable.” 1d. at 286. If *791 that occurs, “[t]he defendant must then wait until another appealable order (normally, the
final judgment) is entered, upon appeal of which he can challenge any interlocutory order that has not become moot.” Id.

We reiterated this point in Otis, although in somewhat more sweeping terms: “[A] litigant entitled to appeal under the
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collateral order doctrine must act within 30 days and if this time expires without appeal must wait until the final judgment to
pursue the issue.” 29 F.3d at 1167. This passage in Otis relied on Weir and should be read with the earlier opinion. The
failure to timely appeal an immunity order under the collateral-order doctrine does not necessarily postpone review until the
end of the case; it postpones review until another appealable order is entered. This will usually be the final judgment, but not
always. And here, there is “another appealable order,” Weir, 915 F.2d at 286, not the final judgment, that has provided the
next opportunity for review. The district court’s general-asset discovery order rejected Iran’s claim of sovereign immunity,
and Iran’s timely appeal of that order permits review of the earlier—and closely related—immunity decision.’

This conclusion finds support in decisions from the Third and Fifth Circuits. See In re Montgomery County, 215 F.3d 367,
372 (3d Cir.2000) (quoting Weir’s statement that when a collateral order is not timely appealed, “[t]he defendant must then
wait until another appealable order (normally, the final judgment) is entered, upon appeal of which he can challenge any
interlocutory order that has not become moot”); Kenyatta v. Moore, 744 F.2d 1179, 1186-87 (5th Cir.1984) (interlocutory
appeal that is not timely pursued can be revived upon entry of final judgment or some other appealable order); but cf. Mille
Lacs Band of Chippewa Indians v. Minnesota, 48 F.3d 373, 375 (8th Cir.1995) (deciding not to review earlier orders of the
district court—whether or not they fell within the collateral-order doctrine—on interlocutory review of a later injunction
because the earlier orders were not timely appealed and were not inextricably linked to the injunction issue that was properly
before the court).

Moreover, in the particular circumstances of this case, permitting review of the first immunity order as part of Iran’s appeal
from the second reflects sound appellate management, not an unwarranted expansion of the scope of collateral-order review.
Both orders raise important and closely related questions regarding the scope and operation of the FSIA. Questions of
foreign-sovereign immunity are sensitive, and lower-court mistakes about the availability of immunity can have
foreign-policy implications. More particularly here, the district court’s refusal to consider § 1609 attachment immunity
without an appearance by the foreign state precipitated Iran’s appearance and led directly to the imposition of the
general-asset discovery order against it. The latter order was timely appealed, and the two substantially overlap.® Review of
both orders now will *792 clarify the rest of the litigation. Iran’s timely appeal of the court’s general-asset discovery order
brings up the court’s earlier order denying 8 1609 attachment immunity unless Iran appeared.’

B. Attachment Immunity Under § 1609 of the FSIA
On the merits this appeal challenges the district court’s interpretation of the FSIA. Our review is de novo. Autotech Techs. LP
v. Integral Research & Dev. Corp., 499 F.3d 737, 749 (7th Cir.2007).

The FSIA was enacted in 1976, but the doctrine of foreign-sovereign immunity developed at common law very early in our
nation’s history. Samantar v. Yousuf, 560 U.S. 305, 130 S.Ct. 2278, 2284, 176 L.Ed.2d 1047 (2010); Republic of the
Philippines v. Pimentel, 553 U.S. 851, 865, 128 S.Ct. 2180, 171 L.Ed.2d 131 (2008); Republic of Austria v. Altmann, 541
U.S. 677, 688-89, 124 S.Ct. 2240, 159 L.Ed.2d 1 (2004). “For more than a century and a half, the United States generally
granted foreign sovereigns complete immunity from suit in the courts of this country.” Verlinden B.V. v. Central Bank of
Nigeria, 461 U.S. 480, 486, 103 S.Ct. 1962, 76 L.Ed.2d 81 (1983). Chief Justice Marshall’s opinion in The Schooner
Exchange v. McFaddon, 7 Cranch 116, 3 L.Ed. 287 (1812), articulated the general principle, and “[a]lthough the narrow
holding of The Schooner Exchange was only that the courts of the United States lack jurisdiction over an armed ship of a
foreign state found in our port, that opinion came to be regarded as extending virtual absolute immunity to foreign
sovereigns.” Verlinden, 461 U.S. at 486, 103 S.Ct. 1962. The doctrine “is premised upon the ‘perfect equality and absolute
independence of sovereigns, and th[e] common interest in impelling them to mutual intercourse.” ” Pimentel, 553 U.S. at 865,
128 S.Ct. 2180 (quoting Schooner Exchange, 7 Cranch at 137); see also Nat’l City Bank of N.Y. v. Republic of China, 348
U.S. 356, 362, 75 S.Ct. 423, 99 L.Ed. 389 (1955) (Foreign-sovereign immunity is based on “reciprocal self-interest [ ] and
respect for the ‘power and dignity’ of the foreign sovereign.”).

Foreign-sovereign immunity “is a matter of grace and comity on the part of the United States,” not a constitutional doctrine.
Verlinden, 461 U.S. at 486, 103 S.Ct. 1962. Accordingly, federal courts *793 “consistently ... deferred to the decisions of the
political branches—in particular, those of the Executive Branch—on whether to take jurisdiction over actions against foreign
sovereigns and their instrumentalities.” 1d. Eventually, a “two-step procedure developed for resolving a foreign state’s claim
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of sovereign immunity, typically asserted on behalf of seized vessels.” Samantar, 130 S.Ct. at 2284. The diplomatic
representative of the foreign state would request that the State Department issue a “suggestion of immunity.” Id. If the State
Department did so, the court would surrender jurisdiction. 1d. In the absence of a suggestion of immunity, however, the court
would “ “decide for itself whether the requisites for such immunity existed.” ” Id. (quoting Ex parte Republic of Peru, 318
U.S. 578, 587, 63 S.Ct. 793, 87 L.Ed. 1014 (1943)). To make this decision, the court “inquired ‘whether the ground of
immunity is one which it is the established policy of the [State Department] to recognize.” ” 1d. (quoting Republic of Mexico
v. Hoffman, 324 U.S. 30, 36, 65 S.Ct. 530, 89 L.Ed. 729 (1945)). The process thus entailed substantial judicial deference to
the Executive Branch whether the State Department issued a suggestion of immunity or not.

In practice the State Department would usually request immunity in all actions against friendly foreign sovereigns. Samantar,
130 S.Ct. at 2285; Verlinden, 461 U.S. at 486, 103 S.Ct. 1962. That changed in 1952 when the State Department adopted a
new “restrictive” theory of foreign-sovereign immunity. Samantar, 130 S.Ct. at 2285; Verlinden, 461 U.S. at 486, 103 S.Ct.
1962. The “Tate Letter” (Jack B. Tate, Acting Legal Advisor to the Department of State, writing to the Attorney General)
announced that foreign-sovereign immunity would thenceforward be “confined to suits involving the foreign sovereign’s
public acts, and [would] not extend to cases arising out of a foreign state’s strictly commercial acts.” Verlinden, 461 U.S. at
487, 103 S.Ct. 1962.

This policy shift was not codified into law, and its implementation gave rise to some practical and political difficulties as the
State Department struggled to maintain a consistent standard for evaluating grants of immunity for foreign sovereigns.
Samantar, 130 S.Ct. at 2285; Altmann, 541 U.S. at 690-91, 124 S.Ct. 2240; Verlinden, 461 U.S. at 487, 103 S.Ct. 1962. In
1976 Congress passed the FSIA for the purpose of providing a clear, uniform set of standards to govern foreign-sovereign
immunity determinations. Under the FSIA, courts, not the State Department, decide claims of foreign-sovereign immunity
according to the principles set forth in the statute. See 28 U.S.C. § 1602 (congressional findings and declaration of purpose);
Samantar, 130 S.Ct. at 2285; Altmann, 541 U.S. at 691, 124 S.Ct. 2240; Verlinden, 461 U.S. at 487-88, 103 S.Ct. 1962.

For the most part, the FSIA codified the restrictive theory of sovereign immunity announced in the Tate Letter. Samantar,
130 S.Ct. at 2285; Altmann, 541 U.S. at 691, 124 S.Ct. 2240; Verlinden, 461 U.S. at 488, 103 S.Ct. 1962. The Act contains
two primary forms of immunity. Section 1604 provides jurisdictional immunity from suit: “[A] foreign state shall be immune
from the jurisdiction of the courts of the United States and of the States” except as otherwise provided in the Act. 28 U.S.C. §
1604. Section § 1609, the provision at issue here, codifies the related common-law principle that a foreign state’s property in
the United States is immune from attachment and execution:

Subject to existing international agreements to which the United States is a party at the time of
enactment of this Act the property in the United States of a foreign state shall be immune from *794
attachment arrest and execution except as provided in sections 1610 and 1611 of this chapter.

Id. § 1609 (emphasis added). The term “foreign state” includes “a political subdivision of a foreign state or an agency or
instrumentality of a foreign state.” 1d. § 1603(a).

In keeping with the restrictive theory of foreign-sovereign immunity, the FSIA carves out certain exceptions to the
jurisdictional immunity of foreign states described in § 1604 (see §§ 1605-1607) and the immunity of foreign-state property
from attachment and execution described in § 1609 (see §8 1610, 1611). Accordingly, under § 1604 foreign states and their
agencies and instrumentalities are immune from suit unless statutory exception applies. Under § 1609 foreign-state property
in the United States is likewise immune from attachment or execution unless an exception applies. Under the exceptions
listed in 8§ 1610 and 1611, property owned by a foreign state’s instrumentalities is generally more amenable to attachment
than property owned by the foreign state itself. See id. § 1610(a) (exceptions applicable to foreign-state property), (b)
(exceptions applicable to foreign-instrumentality property); see also RESTATEMENT (THIRD) OF THE FOREIGN
RELATIONS LAW OF THE U.S. § 460 cmt. b.

In their underlying suit against Iran, the plaintiffs established jurisdiction via § 1605(a)(7), an exception to jurisdictional
sovereign immunity for actions “in which money damages are sought against a foreign state for personal injury or death that
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was caused by an act of torture, extrajudicial killing, aircraft sabotage, hostage taking, or the provision of material support or
resources ... for such an act.” 28 U.S.C. § 1605(a)(7) (repealed and reenacted as 8§ 1605A(a)(1), Pub.L. No. 110-181, Div. A,
Title X, 8 1083(a)(1), (b)(1)(A)(iii), Jan. 28, 2008, 122 Stat. 338, 341). In the execution proceeding, they relied on the
following exception to § 1609 attachment immunity:

(a) The property in the United States of a foreign state ... used for a commercial activity in the United States, shall not be
immune from attachment in aid of execution, or from execution, upon a judgment entered by a court of the United States
or of a State ... if—

(7) the judgment relates to a claim for which the foreign state is not immune under section 1605A, regardless of whether
the property is or was involved with the act upon which the claim is based.

Id. § 1610(a)(7). They also claimed that Iran’s assets are attachable under § 201 of the TRIA as “blocked assets” of a terrorist
party. Pub.L. No. 107-297, Title 11, § 201(a), 116 Stat. 2322, 2337 (2002).

The district court did not address the applicability of either of these exceptions. Instead, the court held that the attachment
immunity conferred by § 1609 is personal to the foreign state, which must appear and affirmatively plead it. When Iran made
its appearance and specifically raised § 1609, the court continued to sidestep the immunity question and instead ordered
general-asset discovery regarding all of Iran’s assets in the United States, not just the three museum collections the plaintiffs
identified in the attachment citations. Both of these orders are incompatible with the text, structure, and history of the FSIA,
and also conflict with relevant precedent. We address the second order first.

1. The general-asset discovery order
Execution proceedings are governed by Rule 69(a) of the Federal Rules of Civil Procedure and “must accord with the
procedure of the state where the court is located, but a federal statute governs to the extent it applies.” *795 FED.R.CIV.P.
69(a)(1). Discovery requests in aid of execution may be made pursuant to either the federal rules or the corresponding rules
of the forum state, id. Rule 69(a)(2), but either way, the FSIA plainly applies and limits the discovery process.

As a general matter, it is widely recognized that the FSIA’s immunity provisions aim to protect foreign sovereigns from the
burdens of litigation, including the cost and aggravation of discovery. See Pimentel, 553 U.S. at 865, 128 S.Ct. 2180; Dole
Food Co. v. Patrickson, 538 U.S. 468, 479, 123 S.Ct. 1655, 155 L.Ed.2d 643 (2003); Rush—Presbyterian, 877 F.2d at 576 n.
2; Kelly v. Syria Shell Petroleum Dev. B.V., 213 F.3d 841, 849 (5th Cir.2000); Foremost—-McKesson, Inc. v. Islamic Republic
of Iran, 905 F.2d 438, 449 (D.C.Cir.1990). This is consistent with the Supreme Court’s treatment of other immunities—for
example, the qualified immunity of governmental officials. See, e.g., Ashcroft v. Igbal, 556 U.S. 662, 129 S.Ct. 1937, 1953,
173 L.Ed.2d 868 (2009) (“The basic thrust of the qualified-immunity doctrine is to free officials from the concerns of
litigation, including avoidance of disruptive discovery.” (quotation marks omitted)). A potential difficulty arises, however,
when an asserted exception to immunity turns on disputed facts. The FSIA does not directly address the extent to which a
judgment creditor may pursue discovery to establish that the property he is seeking to attach fits within one of the statutory
exceptions to the attachment immunity conferred by § 1609.%

In Arriba Ltd. v. Petroleos Mexicanos, the Fifth Circuit aptly took note of the “tension between permitting discovery to
substantiate exceptions to statutory foreign sovereign immunity and protecting a sovereign’s or sovereign agency’s legitimate
claim to immunity from discovery.” 962 F.2d 528, 534 (5th Cir.1992). Arriba involved § 1604 jurisdictional immunity, but
the same tension is present when attachment immunity under 8 1609 is at stake. The district court’s decision to order
nationwide discovery of all Iranian assets fails to appreciate this basic point. That much is evident in the magistrate judge’s
rationale for the discovery order:

By inquiring about Iran’s assets generally, the Plaintiffs, and ultimately the Court, will be able to
determine which of those assets fall within the domain of assets that are amenable to attachment and
execution under the FSIA and TRIA. The Court will not limit the Plaintiffs’ discovery requests to
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those categories of assets that are reachable under the FSIA and TRIA, allowing Iran to be the judge of
which assets are immune before providing any discovery. That determination goes to the merits of the
case and will be made by the Court alone.

Rubin v. Islamic Republic of Iran, No. 03 C 9370, 2008 WL 192321, at *15 (N.D.III. Jan. 18, 2008). The district judge
adopted this reasoning in toto.

This approach is inconsistent with the presumptive immunity of foreign-state property under 8 1609. As a historical matter,
“[p]rior to the enactment of the FSIA, the United States gave absolute immunity to foreign sovereigns from the execution of
judgments. This rule required plaintiffs who successfully obtained a judgment against a foreign sovereign to rely on
voluntary repayment by that State.” Autotech, 499 F.3d at 749. The FSIA “codified this practice by establishing *796 a
general principle of immunity for foreign sovereigns from execution of judgments,” subject to certain limited exceptions. Id.
The statutory scheme thus “modified the rule barring execution against a foreign state’s property by ‘partially lowering the
barrier of immunity from execution, so as to make this immunity conform more closely with the provisions on jurisdictional
immunity.” ” Id. (second emphasis omitted) (quoting Conn. Bank of Commerce v. Republic of Congo, 309 F.3d 240, 252 (5th
Cir.2002)).

Importantly here, the exceptions to attachment immunity are narrower than the exceptions to jurisdictional immunity:
“Although there is some overlap between the exceptions to jurisdictional immunity and those for immunity from execution
and attachment, there is no escaping the fact that the latter are more narrowly drawn.” 1d. We noted in Autotech that “[t]he
FSIA says that immunity from execution is waived only for specific ‘property.” As a result, in order to determine whether
immunity from execution or attachment has been waived, the plaintiff must identify specific property upon which it is trying
to act.” Id. at 750. Under the FSIA “[t]he only way the court can decide whether it is proper to issue the writ [of attachment
or execution] is if it knows which property is targeted.” Id. In other words, “[a] court cannot give a party a blank check when
a foreign sovereign is involved.” Id.

As our discussion in Autotech makes clear, 8§ 1609 of the FSIA codifies the common-law rule that property of a foreign state
in the United States is presumed immune from attachment and execution. To overcome the presumption of immunity, the
plaintiff must identify the particular foreign-state property he seeks to attach and then establish that it falls within a statutory
exception. The district court’s general-asset discovery order turns this presumptive immunity on its head. Instead of confining
the proceedings to the specific property the plaintiffs had identified as potentially subject to an exception under the FSIA, the
court gave the plaintiffs a “blank check” entitlement to discovery regarding all Iranian assets in the United States. This
inverts the statutory scheme.

Three other circuits have addressed the question of discovery in the context of attachment proceedings against foreign-state
property in the United States under the FSIA, and all have agreed that the court must proceed narrowly, in a manner that
respects the statutory presumption of immunity and focuses on the specific property alleged to be exempt. The Second, Fifth,
and Ninth Circuits have repeated an identical message to the district courts: “ ‘[D]iscovery should be ordered circumspectly
and only to verify allegations of specific facts crucial to an immunity determination.” ” EM Ltd. v. Republic of Argentina, 473
F.3d 463, 486 (2d Cir.2007) (quoting First City, Texas—Houston, N.A. v. Rafidain Bank, 150 F.3d 172, 176 (2d Cir.1998));
Conn. Bank of Commerce, 309 F.3d at 260 n. 10 (quoting Arriba, 962 F.2d at 534); Af-Cap, Inc. v. Chevron Overseas
(Congo) Ltd., 475 F.3d 1080, 1095-96 (9th Cir.2007) (emphasis omitted) (quoting Conn. Bank of Commerce, 309 F.3d at 260
n. 10).** We agree. Discovery orders that are broad in scope and thin in foundation unjustifiably subject foreign states to
unwarranted litigation costs and intrusive inquiries about their American-based assets. One of the purposes of the immunity
codified *797 in § 1609 is to shield foreign states from these burdens.

The plaintiffs note that these decisions from other circuits took language from Arriba, 962 F.2d at 534, the Fifth Circuit case
dealing with exceptions to § 1604 jurisdictional immunity, and adapted it to the context of attachment immunity under §
1609. They claim that broader discovery should be available under § 1609 than § 1604. This argument is based on their
reading of § 1606 of the FSIA, which provides that if an exception to 8§ 1604 jurisdictional immunity applies, “the foreign
state shall be liable in the same manner and to the same extent as a private individual under like circumstances.” 28 U.S.C. §
1606. The plaintiffs contend that once a court has exercised jurisdiction over a foreign sovereign and entered a judgment
against it, 8 1606 entitles them to the same broad discovery as any other litigant seeking to execute on a judgment under Rule
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69(a). The critical error in this argument is that it mixes the scope of liability with the scope of execution. Although Iran may
be found liable in the same manner as any other private defendant, the options for executing a judgment remain limited. That
is the point of § 16009. It is true that 88 1604 and 1609 provide different kinds of immunity to foreign sovereigns, but there is
no reason to read § 1609 to allow for more intrusive discovery than its 8 1604 counterpart. To the contrary, as we observed in
Autotech, the exceptions to § 1609 attachment immunity are drawn more narrowly than the exceptions to § 1604
jurisdictional immunity.

The plaintiffs cite two cases as support for the general-asset discovery order. The first is Richmark Corp. v. Timber Falling
Consultants, 959 F.2d 1468 (9th Cir.1992), which involved a contract dispute between an American company and Beijing
Ever Bright Industrial Co., a company controlled by the People’s Republic of China. The American company won a default
judgment against Ever Bright on a breach-of-contract claim and then sought general discovery in order to identify Ever
Bright’s assets; the district court authorized the discovery. Ever Bright appealed and the Ninth Circuit affirmed. Richmark is
distinguishable from this case. Ever Bright was an instrumentality of the People’s Republic of China, and the discovery order
at issue in Richmark was limited to Ever Bright’s assets. As we have noted, the immunity exceptions in the FSIA for property
owned by an instrumentality of a foreign state are much broader than the exceptions for property owned by the foreign state
itself.’? See 28 U.S.C. § 1610(a) (exceptions to immunity of foreign-state property), 1610(b) (exceptions to immunity for
foreign-instrumentality property); see also Autotech, 499 F.3d at 749-50. Even so, we held in Autotech that a judgment
creditor seeking to invoke an exception to § 1609 immunity must first identify the property on which it seeks to execute. Id.

*798 The plaintiffs also cite First City, Texas—Houston, N.A. v. Rafidain Bank, 150 F.3d 172, 177 (2d Cir.1998), which
affirmed an order permitting a judgment creditor to conduct general discovery against Rafidain Bank, an instrumentality of
Irag. Rafidain Bank is also distinguishable; as in Richmark the order in question authorized general discovery against an
instrumentality of a foreign sovereign, not the foreign sovereign itself. Equally important, the Second Circuit authorized
broad discovery so that the judgment creditor would have an opportunity to substantiate its claim that the defendant
instrumentality of Iraq was the alter ego of the Central Bank of lrag—a claim that if proven would have allowed the
judgment creditor to pursue the assets of the Central Bank. Neither Richmark nor Rafidain Bank provide support for the
discovery order in this case.”

Finally, the plaintiffs lodge a policy objection to restricting discovery to the particular foreign-state property sought to be
attached. They maintain that limiting discovery in this way would effectively deny judgment creditors the opportunity to
locate potentially attachable assets of the foreign state. This contention merits several responses.

First, it is an exaggeration to suggest that limiting discovery to the specific property identified for attachment completely
forecloses the opportunity of judgment creditors to discover any attachable assets of the foreign-state judgment debtor.
Targeted discovery regarding specifically identified assets may prove fruitful, and the plaintiff may in the end be permitted to
execute on the specified property. It is true that limiting discovery to the specific property identified for attachment restricts
the plaintiff’s ability to use the coercive power of the court to identify other attachable foreign-state assets, but that is a
consequence of the balance struck by the FSIA. Nothing in the statutory scheme prevents judgment creditors from using
private means to identify potentially attachable assets of foreign states located in the United States. Moreover, the FSIA
includes a provision for judgment creditors in certain cases to enlist the assistance of the Secretary of the Treasury and the
Secretary of State in identifying and executing against the assets of a foreign sovereign. Section 1610(f)(2)(A) provides:

At the request of any party in whose favor a judgment has been issued with respect to a claim for
which the foreign state is not immune under section 1605(a)(7) (as in effect before the enactment of
section 1605A [enacted Jan. 28, 2008] ) or section 1605A, the Secretary of the Treasury and the
Secretary of State should make every effort to fully, promptly, and effectively assist any judgment
creditor or any court that has issued any such judgment in identifying, locating, and executing against
the property of that foreign state or any agency or instrumentality of such state.

(Emphasis added.) The plaintiffs secured their judgment against Iran under § 1605(a)(7) and thus are eligible for this
assistance from the United States.
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There is no question that the attachment immunity codified in § 1609 of the FSIA has a cost, and that cost is borne primarily
by Americans who have been injured in tort or contract by foreign states or their agencies or instrumentalities. The FSIA
*799 embodies a judgment that our nation’s foreign-policy interests justify this particular allocation of legal burdens and
benefits. Accordingly, we conclude that under the FSIA a plaintiff seeking to attach the property of a foreign state in the
United States must identify the specific property that is subject to attachment and plausibly allege that an exception to § 1609
attachment immunity applies. If the plaintiff does so, discovery in aid of execution is limited to the specific property the
plaintiff has identified. The general-asset discovery order issued in this case is incompatible with the FSIA.*

2. The appearance order

The foregoing discussion also highlights the flaws in the district court’s earlier order in which the court held that attachment
immunity under 8 1609 is an affirmative defense that can only be asserted by the foreign state itself. This ruling fails to give
effect to the statutory text: “[T]he property in the United States of a foreign state shall be immune from attachment arrest and
execution except as provided in sections 1610 and 1611 of this chapter.” 28 U.S.C. § 1609 (emphasis added). As we have
explained, the statute cloaks the foreign sovereign’s property with a presumption of immunity from attachment and execution
unless an exception applies; under § 1609 the property is protected by immunity and may not be attached absent proof of an
exception. It follows from this language that the immunity does not depend on the foreign state’s appearance in the case. The
immunity inheres in the property itself, and the court must address it regardless of whether the foreign state appears and
asserts it.

Again, we can find helpful analogous principles in the operation of § 1604 jurisdictional immunity. The Supreme Court has
confirmed that the FSIA’s immunity from suit arises presumptively, and “even if the foreign state does not enter an
appearance to assert an immunity defense, a District Court still must determine that immunity is unavailable under the Act.”
Verlinden, 461 U.S. at 493-94 & n. 20, 103 S.Ct. 1962.* This conclusion is unsurprising; the immunity conferred by § 1604
is jurisdictional. The Court in Verlinden read § 1604 together with a separate provision of the FSIA, codified at 28 U.S.C. §
1330(a), which provides:

The district courts shall have original jurisdiction ... of any ... action against a foreign state as defined in section 1603(a) of

this title as to any claim for relief ... to which the foreign state is *800 not entitled to immunity either under sections

1605-1607 of this title or any applicable international agreement.

28 U.S.C. § 1330(a); Verlinden, 461 U.S. at 493-94, 103 S.Ct. 1962.
Though not jurisdictional, the immunity conferred by § 1609 is similarly a default presumption, one that inheres in the
property of the foreign state. When a judgment creditor seeks to attach property to satisfy a judgment obtained under the
FSIA, the district court is immediately on notice that the immunity protections of 8 1609 are in play. In particular, where the
plaintiff seeks to attach property of the foreign state itself, immunity is presumed and the court must find an exception—with
or without an appearance by the foreign state—not as a jurisdictional matter but to give effect to the statutory scheme. See
RESTATEMENT (THIRD) OF THE FOREIGN RELATIONS LAW OF THE U.S. § 460 cmt. b (explaining the distinction
in the FSIA between the property of foreign states and the property of foreign-state instrumentalities).

This reading of § 1609 is confirmed by several provisions in § 1610 governing exceptions to attachment immunity. For
example, § 1610(a)(1) states that 8 1609 immunity does not apply where “the foreign state has waived its immunity from
attachment in aid of execution or from execution either explicitly or by implication.” This strongly suggests that immunity
from execution is presumed and waiver of immunity is the exception.'” Section 1610(c) is even more telling. That provision
governs the issuance of an attachment order under either § 1610(a) or (b) when the foreign state is in default:

No attachment or execution referred to in subsections (a) and (b) of this section shall be permitted until the court has
ordered such attachment and execution after having determined that a reasonable period of time has elapsed following the
entry of judgment and the giving of any notice required under section 1608(e) of this chapter [governing service, time to
answer, and default].
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28 U.S.C. 8 1610(c). The waiting period required by § 1610(c) ensures that a defaulting foreign state is provided adequate
notice before an attachment order issued under either § 1610(a) or (b)—the “commercial” exceptions to § 1609
immunity—will take effect. This provision makes it clear that even when the foreign state fails to appear in the execution
proceeding, the court must determine that the property sought to be attached is excepted from immunity under § 1610(a) or
(b) before it can order attachment or execution.
Our conclusion that the court must address § 1609 immunity even in the absence of an appearance by the foreign state is also
consistent with the common-law practice that the FSIA codified. As we have explained, the attachment immunity of
foreign-state *801 property, like the jurisdictional immunity of foreign states, was historically determined without regard to
the foreign state’s appearance in the case. The court either deferred to the State Department’s suggestion of immunity or
made the immunity determination itself, by reference to the State Department’s established policy regarding
foreign-sovereign immunity. See Republic of Mexico v. Hoffman, 324 U.S. 30, 35-36, 65 S.Ct. 530, 89 L.Ed. 729 (1945)
(common-law doctrine of foreign-sovereign immunity required judicial deference to executive determinations of immunity
because “[t]he judicial seizure” of the property of a foreign state may be regarded as “an affront to its dignity and may ...
affect our relations with it”). This practice continued after the issuance of the Tate Letter and the State Department’s shift to
the restrictive theory of foreign-sovereign immunity.

To date, two circuits have addressed whether the foreign state must appear and assert § 1609 attachment immunity, and both
have concluded that the answer is “no.” In the most recent case, the Peterson plaintiffs (who have intervened here) sought to
execute their judgment against certain Iranian receivables; the Ninth Circuit concluded that the district court must
independently raise and decide whether the property is immune from attachment under § 1609. Peterson v. Islamic Republic
of lran, 627 F.3d 1117, 1126-28 (9th Cir.2010). Similarly, the Fifth Circuit has held that “the [foreign state’s] presence is
irrelevant” to the question whether the property the plaintiff seeks to attach is excepted from § 1609’s presumptive immunity.
Walker Int’l Holdings Ltd. v. Republic of Congo, 395 F.3d 229, 233 (5th Cir.2004). A district court in Massachusetts also
agrees. See Rubin v. Islamic Republic of Iran, 456 F.Supp.2d 228, 231-32 (D.Mass.2006) (execution proceeding brought by
the Rubin plaintiffs to attach property in the possession of a museum at Harvard University but alleged to belong to Iran).

We now join these courts in concluding that under § 1609 of the FSIA, the property of a foreign state in the United States is
presumed immune from attachment and execution. The immunity inheres in the property and does not depend on an
appearance and special pleading by the foreign state itself. The party in possession of the property may raise the immunity or
the court may address it sua sponte. Either way, the court must independently satisfy itself that an exception to § 1609
immunity applies before ordering attachment or other execution on foreign-state property in the United States.

For the foregoing reasons, we REVERSE the district court’s general-asset discovery order and its earlier order requiring Iran
to appear and affirmatively plead § 1609 immunity, and REMAND for further proceedings consistent with this opinion.

All Citations
637 F.3d 783

Footnotes
* The Honorable Frank H. Easterbrook, Chief Judge, and the Honorable Richard A. Posner, Joel M. Flaum, llana Diamond Rovner,
and Diane P. Wood, Circuit Judges, took no part in the consideration of this case.

** The Honorable Philip P. Simon, Chief Judge of the United States District Court for the Northern District of Indiana, sitting by
designation.

1 The victims also received an award of punitive damages against other defendants—senior Iranian officials—but this attachment
proceeding involves only Iran itself. Liability against Iran and its officials was premised on § 1605(a)(7), read in conjunction with
the “Flatow Amendment,” 28 U.S.C. § 1605 note, to create a private cause of action against foreign sovereigns for acts of
terrorism, including extrajudicial killings. In a separate case, the D.C. Circuit later held that no such private cause of action against
foreign sovereigns (as opposed to individuals) exists. See Cicippio—Puleo v. Islamic Republic of Iran, 353 F.3d 1024, 1033
(D.C.Cir.2004). Congress responded by supplying a cause of action through the National Defense Authorization Act of 2008,
Pub.L. No. 110-181, 122 Stat. 3, which amended this section of the FSIA. This history has no effect on the merits of this appeal.
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The Field Museum and the Oriental Institute have jointly briefed this appeal. We refer to them collectively as “the museums”
unless the context requires otherwise.

The Rubin plaintiffs are pursuing similar litigation against Boston-area museums that possess artwork alleged to be owned by Iran.
See Rubin v. Islamic Republic of Iran, 456 F.Supp.2d 228 (D.Mass.2006).

The Iran-United States Claims Tribunal was established in January 1981 under the terms of the Algiers Accords, which resolved
the crisis precipitated by Iran’s seizure of American hostages at the United States Embassy during the Iranian Revolution in 1979.
Ministry of Defense & Support for the Armed Forces of the Islamic Republic of Iran v. Elahi, 556 U.S. 366, 129 S.Ct. 1732, 1736,
173 L.Ed.2d 511 (2009). After the hostages were taken, President Carter blocked Iranian assets within the United States. In
connection with the release of the hostages, the Algiers Accords restored the financial position of Iran to that which existed before
the crisis. Id. The Tribunal adjudicates property claims between the two states and their nationals in accordance with the terms of
the Algiers Accords. Id.

After Iran filed this appeal, another group of judgment creditors against Iran was granted leave to intervene in the district court.
The lead plaintiff in this group is Deborah Peterson. After intervening, the Peterson plaintiffs participated in this appeal. Their
presence, however, has no bearing on the merits of the appeal.

In full, 28 U.S.C. § 1604 provides:
Subject to existing international agreements to which the United States is a party at the time of enactment of this Act a foreign
state shall be immune from the jurisdiction of the courts of the United States and of the States except as provided in sections
1605 to 1607 of this chapter.

The museums cite United States v. Michelle’s Lounge, 39 F.3d 684 (7th Cir.1994), as support for the proposition that the court’s
earlier order may be reviewed with Iran’s timely interlocutory appeal of the later collateral order. But Michelle’s Lounge simply
held that an unappealed collateral order can be reviewed following the entry of final judgment, id. at 692, an uncontroversial
proposition not at issue in this case. Michelle’s Lounge does not address the precise question presented here: Whether a collateral
order that is not timely appealed is revived for review when a timely appeal is taken from a later collateral order.

Iran’s appearance did not moot the earlier order. Iran entered the case only because the district court refused to consider the
question of § 1609 immunity unless Iran appeared and raised it. Iran’s appearance, in turn, exposed it to the general-asset discovery
requests and the court’s order that it comply. Iran would like to withdraw from this case but is inhibited from doing so by the
district court’s holding that § 1609 attachment immunity must be asserted by the foreign sovereign. This is a sufficient continuing
interest to support an ongoing live controversy about the court’s earlier order.

The Supreme Court’s recent decision in Ortiz v. Jordan, —U.S. ——, 131 S.Ct. 884, 178 L.Ed.2d 703 (2011), does not affect our
conclusion. The issue in Ortiz was whether the denial of a motion for summary judgment based on qualified immunity could be
appealed following a full trial on the merits. Id. at 888-89. The Supreme Court said “no.” Id. at 893. The denial of a motion for
summary judgment based on qualified immunity may be immediately appealed under Mitchell v. Forsyth, 472 U.S. 511, 105 S.Ct.
2806, 86 L.Ed.2d 411 (1985), subject to the limitations of Johnson v. Jones, 515 U.S. 304, 115 S.Ct. 2151, 132 L.Ed.2d 238
(1995); alternatively, the defense may be renewed and litigated at trial. The Court held in Ortiz that the failure to take an immediate
appeal of the denial of immunity on summary judgment precludes review of that order following a trial on the merits; to obtain
review of an immunity claim in that situation, the defendant must preserve it at trial in a motion for judgment as a matter of law
under Rule 50(b) of the Federal Rules of Civil Procedure. Ortiz, 131 S.Ct. at 892-93.

The only section in the FSIA that directly addresses discovery is 28 U.S.C. § 1605(g). That provision allows the Attorney General,
under certain circumstances, to stay any request for discovery against the United States in any action brought against a foreign state
on the basis of the “terrorism” exception to § 1604, as defined in § 1605(a)(7).

In Af-Cap the district court had limited discovery on grounds unrelated to the FSIA. The Ninth Circuit affirmed and also
concluded that the discovery limitations were consistent with the requirements of the FSIA. Af-Cap, Inc. v. Chevron Overseas
(Congo) Ltd., 475 F.3d 1080, 1096 (9th Cir.2007).

The commercial-activity exception in § 1610(b) allows a judgment creditor to execute against any property of an agency or
instrumentality of a foreign state in the United States so long as the agency or instrumentality has been found to have engaged in
commercial activity. On the other hand, § 1610(a), the FSIA exception invoked in this case, allows execution against the property
of a foreign state in the United States only if that property has been used for commercial activity. See Autotech Techs. LP v.
Integral Research & Dev. Corp., 499 F.3d 737, 749-50 (7th Cir.2007); RESTATEMENT (THIRD) OF THE FOREIGN
RELATIONS LAW OF THE U.S. § 460 cmt. b (“For purposes of post-judgment attachment and execution, the [FSIA] draws a
sharp distinction between the property of states and the property of state instrumentalities....”).
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The Restatement of Foreign Relations explains that the FSIA provides weaker immunity protection for the property of foreign-state
instrumentalities because “instrumentalities engaged in commercial activities are akin to commercial enterprises.”
RESTATEMENT (THIRD) OF THE LAW OF FOREIGN RELATIONS OF THE U.S. § 460 cmt. b. But because “the primary
function of [foreign] states is government ..., their amenability to post-judgment attachment should be limited to particular
property.” Id.

In light of this holding, we need not consider Iran’s alternative argument that the general-asset discovery order violates the Algiers
Accords, 20 I.L.M. 224 (1981).

The district court justified its appearance ruling almost entirely on an out-of-context reading of a sliver of FSIA legislative history
that appears in this footnote in the Court’s opinion in Verlinden. Just before the sentence we have quoted above, the Court notes
that “[t]he House Report on the [FSIA] states that ‘sovereign immunity is an affirmative defense that must be specially pleaded.” ”
Verlinden B.V. v. Central Bank of Nigeria, 461 U.S. 480, 493 n. 20, 103 S.Ct. 1962, 76 L.Ed.2d 81 (1983) (quoting H.R.Rep. No.
94-1487, at 17 (1976)). But immediately after this reference, the Court says quite clearly that the House Report got this point
wrong: “Under the Act, however, subject matter jurisdiction turns on the existence of an exception to foreign sovereign immunity,
28 U.S.C. § 1330(a). Accordingly, even if the foreign state does not enter an appearance to assert an immunity defense, a District
Court still must determine that immunity is unavailable under the Act.” Id. This footnote, read as a whole, does not support the
district court’s order. In a bit of charitable understatement, we have previously characterized this passage of FSIA legislative
history as “not entirely accurate.” Frolova v. Union of Soviet Socialist Republics, 761 F.2d 370, 373 (7th Cir.1985).

A complication arises when a foreign-state instrumentality has a questionable claim to jurisdictional immunity. See, e.g., Kunglig
Jarnvagsstyrelsen v. Dexter & Carpenter, 32 F.2d 195 (2d Cir.1929) (The plaintiff, apparently a private corporation, was served
with a counterclaim and then attempted to invoke foreign-sovereign immunity by claiming it was an instrumentality of Sweden.).
In this situation, we have held that before a foreign instrumentality may be entitled to the presumption of immunity under § 1604, it
must establish a prima facie case that it fits the FSIA’s definition of a foreign state. See, e.g., Enahoro v. Abubakar, 408 F.3d 877,
882 (7th Cir.2005). However, when the plaintiff sues the foreign sovereign itself, the immunity issue is uncomplicated; immunity
is presumed, and the court must find an exception with or without an appearance by the foreign state.

We have previously rejected the notion that a foreign state’s failure to make an appearance before the court could itself constitute
an implicit waiver of sovereign immunity. See Frolova, 761 F.2d at 378.

End of Document © 2019 Thomson Reuters. No claim to original U.S. Government Works.
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BARCELONA TRACTION IN THE 21ST CENTURY: REVISITING ITS
CUSTOMARY AND POLICY UNDERPINNINGS 35 YEARS LATER

Introduction

In the 1970 Barcelona Traction' case, the International Court of Justice (ICJ) articulated a rule, ostensibly based on custom,
that a corporation is a national of the state in which it is incorporated for the purpose of diplomatic protection.” The Court
held that Belgium lacked standing to bring a claim on behalf of Belgian shareholders who owned most of the Barcelona
Traction, Power and Light Company, which had been expropriated by Spain, because it was incorporated in Canada. Even
when the case was decided, critics lambasted the Barcelona Traction rule of incorporation for being out of touch with
economic reality--that is, for failing to adequately protect foreign direct investment.

Over the last ten years, the International Law Commission (ILC) has revisited Barcelona Traction as part of its work to
codify a set of draft articles on diplomatic protection.’ The Barcelona Traction rule was formulated during the Cold War and
in the context of the now-defunct New International Economic Order. The question for the ILC now is whether the rule is
*238 supported by custom and policy in the post-Cold War era, in which developing countries willingly enter bilateral
investment treaties (BITs) that protect the investment of developed country investors. While much has changed in the
thirty-five years since Barcelona Traction was decided, two important factors have remained the same. First, the rule of
incorporation was not a rule of customary law then, and it is not one now. Second, the policy considerations that inform the
competing views of corporate nationality still focus primarily on the effects such rules have on the economic relations
between developed and developing states.

What has changed since Barcelona Traction is the nature of economic relations between developed and developing states. In
the last thirty-five years, flows of foreign direct investment from developed states to developing states have increased
dramatically, rising over fifty-fold. At the same time, an increasing number of developing states have signed BITs with
developed states in order to attract such investment. The terms of these BITs strongly favor developed countries often at the
expense of developing state interests.

This Article revisits Barcelona Traction, analyzing both its foundation in customary international law and the policy
considerations underpinning the rule it articulated. Based on an independent examination of state practice, perhaps the first in
recent literature on Barcelona Traction, I argue that while most states have accepted the rule of incorporation, most have also
required something more--some sort of “genuine link” between the espousing state and the injured corporation.

I also assess the policy arguments for and against the Barcelona Traction rule, and argue that the balance of policy
considerations supports a genuine link requirement. While certain members of the ICJ believed the incorporation rule best
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protected the interests of developing countries, I posit that given the current legal and economic environment and the
relatively recent proliferation of BITs, developing states should and to some extent have shown that they already do, prefer a
genuine link requirement. Actually, a test of corporate nationality based on a genuine link between a corporation and the
claimant state is one that both developed and developing states should prefer on the whole. I base this assertion on an
examination of two dimensions of policy considerations. First, a genuine link requirement would reduce the general
likelihood of abuse of the doctrine of diplomatic protection, whether the respondent state is a developed or developing
country. Specifically, a genuine link test of corporate nationality will encourage claimant states to base their decisions to
pursue or waive diplomatic protection claims on the merits of the claims themselves rather than on the extent to which such
claims can be used as political bargaining chips to gain concessions in unrelated areas. Second, a genuine link test of
nationality may better protect the interests of developing states than the incorporation test of nationality, contrary to the
reasoning of the ICJ in Barcelona Traction. This is largely because the current legal and economic environment now favors
investors and capital-exporting developed states. Developing countries, competing amongst themselves for foreign direct
investment, have ratified BITs to attract investment from developed states. But these treaties contain liberal rules of
nationality. The existence of this large network of BITs now allows many corporations to seek the overlapping protection of
multiple states, exactly the phenomenon *239 Barcelona Traction sought to prevent. The genuine link requirement--a rule
that may have seemed pro-investor thirty-five years ago-- would serve to limit the number of states from which a corporation
could seek diplomatic protection against a developing state. It would also tend to ensure that the developed state with the
most interest in protecting a particular, injured corporation could do so.

Part I of this Article provides a short overview of the doctrine of diplomatic protection, of Barcelona Traction, and the ILC
draft articles on diplomatic protection pertaining to the rule of corporate nationality. Part II presents a survey of state practice.
Part III analyzes the policy arguments in light of the preceding evidence, including an assessment of the change in the
economic and legal environment since Barcelona Traction.

I. Overview of Diplomatic Protection and Barcelona Traction

In Part I.A, I describe the doctrine of diplomatic protection as it applies to corporations. In Part I.B, I provide a summary and
overview of the Barcelona Traction case. In Part 1.C, I review the ILC’s approach to the issue of corporate nationality in
diplomatic protection claims.

A. Diplomatic Protection of Corporations

Diplomatic protection is the right of a state to espouse a claim on behalf of nationals injured by the wrongful conduct of
another state.* Traditionally, individuals are not the subjects of international law and have no standing to bring claims against
states for their injuries. States, then, exercise diplomatic protection to offer their nationals abroad protection from injury by
foreign states. In the corporate context, a typical diplomatic protection claim involves a state’s espousal of a claim on behalf
of a corporation with operations in a foreign country, which has expropriated or nationalized the corporation’s property.

The doctrine of diplomatic protection is based on a legal fiction: that an injury to a national of a state is an injury to the state
itself.* The bond of nationality gives a state standing to exercise diplomatic protection on behalf of an injured national. This,
of course, begs the question of when a legal or natural person is a national of a state for the purposes of diplomatic
protection.® Determining the nationality of a natural person is usually straightforward, though it can occasionally be
complicated by naturalization, dual nationality, *240 marriage, or forces beyond the control of the person (e.g., state
succession). Determining the nationality of a legal person, created under the law of a particular state, may seem simple at first
glance but turns out to be complex. For example, a company, such as Barcelona Traction, can be incorporated in one state
(Canada), owned by persons from another state (Belgium), and maintain all of its operations in yet a third state (Spain).
Further, the owners of the Canadian corporation may also constitute a separate legal person, to wit, a Belgian corporation,
headquartered in Japan, with Russian, South African, and Brazilian natural persons as its only shareholders. When a
corporation has different essential components in various countries, different tests of corporate nationality are possible. A
rule of incorporation would mean simply that a corporation has the nationality of the state in which it was legally registered.’
A rule based on the seat or siege social would mean that a corporation has the nationality of the state where its headquarters
or center of control is located.® A rule based on shareholdings would make a corporation a national of the state of nationality
of its shareholders,’ or, if all shares are not held by the nationals of one country, then a national of the state of nationality of a
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preponderance of its shareholders.'” One could also employ a rule based on any combination of the other tests: incorporation
and shareholdings,' incorporation or shareholdings, or by a genuine link test (which could be satisfied by the presence of
shareholders or seat in a country, but not by mere incorporation).'

Given this array of choices, it is important to ask: what are the stakes of different rules of nationality? The debates on the
merits of the different permutations of this apparently minor procedural rule mirror substantive debates because, like many
procedural rules, the corporate nationality rule is a gatekeeper to substantive claims. The conventional wisdom seems to be
that a wider rule (e.g., “a company is a national of any state with which it has a connection”) favors developed states by
making it more likely that a state will have standing to espouse a claim on its behalf if it is injured. A narrower rule (e.g., “a
company is a national of a state only if it is incorporated and headquartered in that state and all its shareholders live in that
state”) ostensibly protects developing states from the vexatious claims brought against corporations by powerful,
capital-exporting states. Thus, the debate over the rule of nationality reflects the debate over the proper scope of diplomatic
protection itself--a debate that has long been a point of friction between developed and developing states. This is the
backdrop for the Barcelona Traction decision.

*241 B. The Barcelona Traction Case

The Barcelona Traction, Power & Light Company operated in Spain,'* was incorporated in Canada and, at the time Belgium
filed a claim with the ICJ, was eighty-eight percent owned by Belgians.”” Belgium claimed that, just after World War II, the
Spanish government had expropriated the company.'* Canada made formal representations to Spain on behalf of the company
but stopped after Canadian creditors were satisfied (Barcelona Traction had practically no Canadian shareholders).”” Belgium
made informal diplomatic overtures, along with the United Kingdom and United States,'® but Spain rejected repeated efforts
by Belgium to resolve diplomatically its interests in the case, driving Belgium to bring a claim against Spain at the ICJ.

In deciding Barcelona Traction, the ICJ faced two tasks: First, the court had to clarify the customary rule on corporate
nationality and, therefore, provide a rule of standing for claim espousal;" second, in order to resolve the specific case, it had
to decide how to apply this rule of standing to a state that represented a supermajority of shareholders but was not the state of
incorporation.”

Some observers had expected that the ICJ’s Nottebohm?' decision would influence the outcome in Barcelona Traction.”
Nottebohm, decided nearly ten years before the first phase of Barcelona Traction but before the second phase, involved a
diplomatic protection claim by a natural person and articulated a “genuine link” requirement. That is, Nottebohm held that a
state might espouse a claim on behalf of a natural person only if the person has a genuine link with the state.” The ICJ did not
purport to deal with the criteria of *242 corporate nationality in Nottebohm,* but Belgium thought that the genuine link
requirement would apply to corporate diplomatic protection claims as well and that it would have standing to bring a claim
on behalf of its shareholders in the Barcelona Traction company.”

Instead, the ICJ held that Belgium had no standing. The Court tersely distinguished Nottebohm, without providing an
adequate explanation for doing so0,* and decided that customary law established no single genuine link test for corporate
nationality,” even though Belgium and Spain agreed that a genuine link of some sort was required between the injured
corporation and the espousing state.”® The ICJ did note that some states used siege social as a test of genuine link, while
others used economic control,”” but concluded that “no absolute test of the ‘genuine connection’ has found general
acceptance”™ and did not say whether a genuine link was required for corporate claims at all. The Court did say that Canada
had “manifold” links with Barcelona Traction, establishing a “close and permanent connection.”!

Instead of analyzing customary law,” the ICJ resolved Barcelona Traction by analyzing general principles of law. It applied
the corporation-shareholder distinction from municipal law to conclude that states have no standing to espouse claims on
behalf of shareholders in an injured corporation. They reasoned thus: (1) The concept of the corporation as an entity with
legal personality exists as a matter of widespread practice;** (2) municipal law created the corporation expressly to have a
legal personality distinct from that of its shareholders, in order to shield them from liability beyond their shareholdings, but
also to prevent these shareholders from having access to the assets of the corporation;* (3) a corporation’s creditors may not
generally pierce the corporate veil, except under special circumstances (e.g., malfeasance, fraud);* (4) therefore, shareholders
may not pierce the corporate *243 veil to recover for damages to the corporation in international claims, except under special
circumstances,’* which were not applicable in the Barcelona Traction case.”” The ICJ thus concluded that the “traditional rule
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attributes the right of diplomatic protection of a corporate entity to the State under the laws of which it is incorporated and in
whose territory it has its registered office.”*

The clearest holding one can discern from the case is that incorporation (and the registered office requirement), is a
necessary, but not sufficient, condition for standing to espouse a claim on behalf of a corporation.

If the legal analysis in the case was less than clear, the ICJ’s articulation of the policy reasons in support of the rule was even
more opaque. The Court’s main concern seemed to be that if any state with shareholders of an injured corporation had
standing, a mass of states would bring claims on behalf of shareholders, thus “creat[ing] an atmosphere of confusion and
insecurity in international economic relations.” The ICJ identified three situations in which shareholders might want their
states to make claims: (1) When the state of incorporation refused to bring a claim, (2) when the state of incorporation
initiated a claim but stopped short of obtaining compensation, or (3) when the state of incorporation pursued a claim but
obtained insufficient compensation.” The Court’s discussion of policy stopped there.

However, differing concerns, divided along the line between developed and undeveloped counties, motivated judges to write
a variety of concurring opinions. Three judges from developed states believed that Belgium should have been precluded from
making the claim based on the specific facts of the case but felt, as a general principle, states should be permitted to espouse
claims on behalf of shareholders.* Judges from developing countries agreed with the incorporation rule but were attracted to
it for reasons not set out in the main opinion. Judges Nervo” and Ammoun® *244 worried that the rules of international law
were established by, and therefore generally favor, developed states and their investors at the expense of developing states.
Judge Morelli, without directly referring to developing states, seemed to be of the same mind and disavowed a rule that
would allow states to espouse claims on behalf of shareholders because such a rule would imply that the right to
compensation for investors was on par with fundamental human rights.*

Criticisms followed almost immediately after the court announced its decision. Scholars argued that states did not use the
incorporation test of nationality in practice,* but instead used a wide variety of tests,* that the ICJ had not conducted a proper
analysis of state practice,”’ and, furthermore, that even after Barcelona Traction, states continued to use tests other than
incorporation to determine corporate nationality.® Some maintained that certain states, many years after the decision, deviate
from the rule articulated in the case, acting as if incorporation was not even a necessary” condition for the exercise of
diplomatic protection.”

C. ILC Draft Articles on Diplomatic Protection

In 1996, the ILC first identified diplomatic protection as a topic in international law ripe for codification or progressive
development.!

After three reports largely covering the rules for diplomatic protection of natural persons, in 2003, the Special Rapporteur on
Diplomatic Protection, Professor John Dugard, published his Fourth Report on diplomatic protection, which contained draft
articles on nationality for corporate claims. The report was ambivalent towards Barcelona Traction, observing that it was “a
significant judicial decision, albeit one whose significance is not matched by the persuasiveness of its reasoning or by its
concern for the protection of foreign investment.” Noting that the ILC might wish to depart from the incorporation rule,
seven different rules of nationality were presented and *245 assessed for the ILC.** The report noted that, despite its flaws,
Barcelona Traction remains “widely viewed not only as an accurate statement of the law on diplomatic protection of
corporations but a true reflection of customary international law.”** The report cites the responses of states (delegates to the
Sixth Committee of the General Assembly) to a questionnaire distributed by the Special Rapporteur asking whether the
Barcelona Traction rule should be reconsidered. Out of fifteen states that responded, only one suggested reconsidering the
incorporation rule.”

The report concluded that “the wisest course seems to be to formulate articles that give effect to the principles expounded in
Barcelona Traction,”™* endorsing both the primary rule (nationality derived from the state of incorporation) and the exceptions
announced by the ICJ.”” The Special Rapporteur formulated the primary rule thus: “For the purposes of diplomatic protection,
the State of nationality of a corporation is the State in which the corporation is incorporated [and in whose territory it has its
registered office].”*
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In 2004, the International Law Commission considered the Special Rapporteur’s report and adopted a slightly different rule
on its first reading of the draft articles on diplomatic protection: “For purposes of diplomatic protection of corporations, the
State of nationality means the State under whose law the corporation was formed and whose territory it has its registered
office or the seat of its management or some similar connection.” The Commission intended to give effect to the rule of
incorporation but used the phrase “formed” instead of “incorporated” because the latter “is a technical *246 term that is not
known to all legal systems.”® Also, by accepting the “registered office” requirement (i.e., by taking them out of brackets), the
ILC purported to “give effect to the insistence of the [ICJ] in Barcelona Traction that there be some connecting factor
between the State in which the company is formed and the company.”!

The key difference between the rule adopted by the ILC and the rule proposed by the Special Rapporteur is the phrase “or
seat of management or some similar connection.” The ILC added these alternatives to the “registered office” requirement
because “some legal systems do not require registered offices, but some other connection.” The ILC’s proposed draft article
on corporate nationality “requires a relationship between the corporation and the States, which goes beyond mere formation
or incorporation and is characterized by some additional connecting factor.”®* But the Commission cautioned that this
“connecting factor”--whether registered office, seat of management, or something else--“should not . . . be seen as forms of a
genuine link,” at least to the extent that such a link “is understood to require majority shareholdings as a connecting factor.”*

Thus, unlike the Special Rapporteur’s proposed rule, the ILC did not really adopt the holding of Barcelona Traction, which
indicated that a “genuine link”--specifically majority shareholdings or seat of management--was not required to establish
standing for a corporate diplomatic protection claim.® The ILC draft article, on the other hand, requires a “connecting factor”
above and beyond incorporation or formation. The ILC did not intend for this “connecting factor” to require an extensive
showing of links between a state and a corporation.” But under the rule adopted by the ILC, seat of management (siege
social) may be used as required “connecting factor,” even though Barcelona Traction identified seat of management as a
genuine link requirement that set too high a threshold to show standing.” The only genuine link the ILC rejected as a proxy
for a “connecting factor” is the test of majority shareholding.®

This is not the ILC’s last word on the subject. The draft articles have been submitted to states in the U.N. General Assembly,
through the Secretary-General, for comments and observations due at the beginning of 2006.

*247 11. State Practice

In Barcelona Traction, the ICJ made little direct reference to state practice in its analysis of customary international law,” and
what it did cite was entirely secondary.” Some works immediately after Barcelona Traction surveyed state practice on
corporate nationality by way of analyzing investment agreements™ and lump sum agreements as evidence of state practice.”
No work since Barcelona Traction has attempted to track what states have said and done about corporate nationality in
diplomatic protection claims.

This section analyzes a survey of state practice and opinio juris, contained in Appendix I of this Article, based on available
public statements by states on their rules of corporate nationality, as well as indirect evidence suggesting state practice. This
survey is incomplete since it is based on a review of the published records of developed states. But even this limited survey
suggests that although the incorporation test from Barcelona Traction is widely used, it has not crystallized into a full-fledged
rule of customary international law. Most states use the incorporation test, but a significant minority of states does not. Some
states espouse claims on behalf of companies not incorporated in their territory. Second, at least one state asserts the right to
refuse claims if no genuine link is present. Third, almost all states that use the incorporation test also require some sort of
genuine link before espousing claims. All of this suggests that the incorporation rule is not the exclusive test for corporation
nationality under customary international law.

Thus, in Part II.A, T describe the data that is included and excluded from the review of state practice. In Part IL.B, I
summarize the state practice data collected in Appendix I.

A. Data Selection

One initial hurdle in analyzing customary law with regard to diplomatic protection is the dearth of written evidence of state

Annex 138



BARCELONA TRACTION IN THE 21ST CENTURY ..., 42 Stan. J. Int’l| L. 237

practice, i.e., actual diplomatic protection claims. States rarely espouse claims formally, usually resolving disputes through a
wide variety of informal, non-legal, *248 diplomatic measures.”” States may resolve disputes under the shadow of
international law without explicit resort to it.”” As a result, there is simply little published evidence on state practice in
diplomatic protection claims.” This is a problem because the state practice that is available is almost entirely reported by
developed states. Yet to make reference solely to the practice of developed states, simply because that is all that is available,
necessarily distorts an analysis of custom.” This is especially true because the primary faultline for diplomatic protection
more generally has been one that splits developed and developing states.” For instance, it may be that, even if developed
states uniformly oppose the Barcelona Traction rule, developing states might uniformly accept it. More generally, developing
states often object to custom because it was created by the practice of powerful and wealthy developed states,” leaving them
no say in the development of international law.® But, as a first step towards analyzing custom rule, this article considers state
practice as reported by states themselves.*!

Since little published material exists on the practice of developing states, it would be unjust simply to proceed to analyze
custom as if only developed states existed. On the other hand, what supplementary evidence could be adduced to otherwise
uncover a customary rule? Of the universe of claims that could (at least theoretically) give rise to diplomatic protection, *249
states actually settle most claims by one of three other means: lump-sum agreements,* resort to some sort of ongoing claims
tribunal, such as Iran-US Claims Tribunal® or the United Nations Compensation Commission,* and dispute settlement
provisions according to the rules pursuant to an investment protection treaty (such as bilateral investment treaties®*and ICSID
or NAFTA).

Critics, including the ICJ, have dismissed all of these potential sources of state practice as lex specialis and, thus, irrelevant to
an analysis of custom. The basis for dismissing all of these sources is the fact that they are formed by treaty. The dismissal of
all of these sources, however, is not justified.

Lump-sum agreements are perhaps the most controversial potential alternate source of state practice. In Barcelona Traction
the ICJ explicitly rejected lump-sum agreements as a relevant form of state practice.” Some scholars have agreed, and
dismissed lump-sum agreements as mere political agreements that do not inform state practice.”” However, supporters argue
that since almost all would-be diplomatic protection claims are resolved by lump-sum agreement,* it would be “untenable” to
dismiss them out of hand as evidence of state practice.*

Lump-sum agreements should be accepted as evidence of state practice for the purposes of determining a rule of nationality.
While their widespread use in academic works analyzing corporate nationality suggests that they deserve some consideration,
such use alone is not enough. More critical is the fact that the rules of nationality for lump-sum agreements are almost
entirely in accord with the rules of nationality used by states that have publicly articulated their rules of nationality. Other
aspects of lump-sum agreement, such as amount of compensation, are determined more by political compromise, not *250
principles of international law.” But available research suggests no difference, for any given country, between the rules of
nationality for lump-sum agreements and rules employed in formal diplomatic protection claims.” Further, some states have
explicitly recognized lump-sum agreements as relevant state practice for determining a customary rule of corporate
nationality.” The state practice analysis here, therefore, assumes that when information on a state’s diplomatic protection
practice is not available, lump-sum agreements represent an acceptable proxy.

The jurisprudence of tribunals is, for the most part, not relevant in itself for determining a rule of corporate nationality. In
theory, the decisions of tribunals could be quite relevant indirectly to the extent that they analyze state practice. But cases
cannot be evidence of state practice themselves. Unfortunately, the analysis of corporate nationality in international tribunals,
like many rules of custom, has a recursive quality-- mirrors held up to other distorting mirrors. Tribunals refer to the
decisions of other tribunals, which in turn refer to yet other tribunal decisions instead of directly analyzing state practice.”

Indeed, some tribunals, such as United Nations Compensation Commission (UNCC), disavow any link to custom or state
practice. Some argue that because the UNCC is a quasi-judicial body, its decisions should not be considered a valid source of
international law.”* The Security Council, in drafting the rules for the UNCC, apparently did not wish to affect customary law
or make reference to it at all. The UNCC seems to employ the pure incorporation test,” and yet the UNCC guidelines never
mention diplomatic protection, Barcelona Traction, customary law, or public international law.” Similarly, some argue that
the voluminous jurisprudence of the Iran-U.S. *251 Claims Tribunal has contributed to an understanding of customary law in
the area of diplomatic protection claims.”” However, with regard to corporate nationality, that tribunal did not need to look at
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to custom because the Algiers Declaration defined corporate nationality for it.”* A future claims tribunal may revisit the rule
of corporate nationality and try to analyze customary international law if nationality is not defined in the settlement
agreement.”

Investment protection treaties, such as BITs and ICSID, also should be written off as lex specialis--they provide, by specific
agreement, more protection to investors than customary law. Some argue that treaties are not mere contracts but are
themselves sovereign acts that constitute state practice,' and thus may be used as a vehicle to change outmoded customary
law.'" This seemed to be the intention of the United States in starting its bilateral investment treaty program.'® It is also
notable that in the in its Nottebohm decision, the ICJ’s only analysis of state practice involved examining a series of bilateral
nationality treaties; based on this, the ICJ divined a genuine link requirement for determining the nationality of natural
persons.'” According to *252 this reasoning, the rules of nationality in bilateral investment treaties are relevant state practice.

But even proponents of the “treaty-as-state-practice” view note that not every treaty, and not every provision in a treaty, can
give rise to custom but, rather only those that contain “generalizable rules” may do so.'™ Anthony D’Amato provides
examples of treaty provisions that do not have this character,'™ and concedes that “[sJometimes . . . opposing views are
possible upon whether on the basis of general concepts of international law a particular provision in a treaty could become a
rule of custom.”!"

The problem with using BITs as evidence of custom is that, up to now, most developed states signing BITs have evinced an
intention to escape customary law, not to change it. That is, they are not interested in merely avoiding the Barcelona Traction
rule, but to get greater substantive investment protection than customary law currently affords.'”” Even if BITs represent an
attempt to change custom, because they are not yet ubiquitous it is difficult to say that they have formed a new rule of
custom. They are, as I will explain below, useful in illustrating the preferences of states, including developing states.

B. Analysis of State Practice

The discussion in this section is a summary, based on the research discussed in Appendix I, which contains much more
detailed discussions of the practice of different states.

Incorporation. Of twelve countries surveyed, seven states'® required incorporation before espousing diplomatic protection
claims. Four more countries'” used the incorporation in some way, though not exclusively (i.e., these states espouse claims
on behalf of companies incorporated in other states). In this small sample, the incorporation requirement is widely accepted
and, as the Special Rapporteur’s survey indicated, few states seem interested in changing this.'* And, to some extent,
Barcelona Traction changed the claim espousal practice of states. At least five states'' changed their practice and *253 used
the incorporation test after Barcelona Traction was decided. There is thus little reason to believe that incorporation was a rule
of customary law before the ICJ decided Barcelona Traction. Even the ICJ did not seem to think that incorporation was a rule
of customary law when it applied general rules of law--specifically, when it analogized to corporate law in municipal law.

Genuine Link. While most states use the rule of incorporation, it also seems that most states require some sort of genuine link
(seat of management or economic control) before espousing a claim on behalf of a corporation. Only two countries seem
willing to espouse claims on behalf of companies solely based on incorporation.'> Three states require both incorporation and
seat before espousing claims for a company.'”* One state requires both incorporation and economic control,'* while yet
another requires incorporation but considers whether the company has a genuine link generally.'” Three states use
incorporation non-exclusively and will espouse claims on behalf of a company incorporated in a third country if that
company possesses a genuine link.''* Two states seem to repudiate not using the incorporation test at all but, instead, require
some sort of genuine link ."7 Ultimately, nine states seem to require some sort of genuine link before espousing a claim.
However, this evidence does not suffice to show that the genuine link requirement is customary law. Since diplomatic
protection is a discretionary doctrine, states are free not to espouse claims on behalf of companies, for any reason. Arguably,
the genuine link required by nine states has nothing to do with what is required by international law, but simply constitutes
the discretionary rule adopted by states as to when they will make diplomatic protection claims.

Repudiation of Incorporation Test. While it is not inconsistent with Barcelona Traction for states to require a genuine link of

companies for which it espouses claims, there are at least two pieces of evidence that call into question whether the holding
of Barcelona Traction is a customary rule of international law. First, several states flout Barcelona Traction by espousing
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claims on behalf of companies that would not be nationals under the incorporation test. Switzerland will espouse claims of
companies that are controlled by Swiss nationals even if the company is not incorporated in Switzerland."* Indeed, the Swiss
foreign ministry does not think of Switzerland as a persistent objector but seems to believe that international law *254
requires the control test."” Austria looks exclusively to seat as the exclusive test of nationality.”” And both Belgium and Italy,
which primarily use the incorporation test, will exercise diplomatic protection on behalf of companies that have their seat in
the state’s territory, whether or not they are incorporated there.””’ The practice of these states calls into question Barcelona
Traction because only the state of incorporation should be able to exercise diplomatic protection on behalf of a company.

A corollary to this is that a respondent state can only challenge the standing of a claimant state if it is not the state of
incorporation. While Barcelona Traction seemed ambivalent as to whether companies must have a genuine link, the ICJ did
(briefly) distinguish Nottebohm and implied that no genuine link was necessary.'””> The practice of the United States, then,
contradicts Barcelona Traction in that as a respondent state, the United States reserves the right to reject claims if there is no
genuine link between an injured corporation and the claimant state.'>

Assessment. This survey of the practice of developed states suggests that there is ample ammunition for both supporters and
detractors of the rule articulated in Barcelona Traction. Most surveyed states seem to recognize, in some way, the rule of
incorporation. However, most surveyed states also seem to require a genuine link--either seat of management or majority
shareholdings. Finally, some states seem to openly repudiate the incorporation requirement (Austria, Switzerland, Belgium,
and Italy). Those who support the incorporation test might view the five outlier states as violators of international law,
whereas those who support a genuine link test may argue that that these “violations” of customary law may contain the seed
for a new rule.”* Given the difficulty of discerning a clear rule based on state practice, it is understandable, though perhaps
not excusable, that the ICJ did not fully analyze custom and instead resolved Barcelona Traction by resort to general
principles of law. It is not easy to justify one rule or another solely based on classical principles of interpreting customary
law.

This analysis of state practice suggests that by adopting at least the incorporation requirement of Barcelona Traction, the
ILC’s proposed rule for corporate nationality does not codify a customary rule of international law so *255 much as it
represents the progressive development of the law.'> But because there appears to be no well-settled default customary rule,
the ILC will engage in progressive development no matter what rule it chooses. Certainly, the ILC does not purport to be
merely codifying customary international law with regard to corporate nationality.” Under these circumstances it is
useful--perhaps even necessary--to consider the policy implications of the various particular rules of nationality.

III. Policy Considerations

The conventional wisdom on policy seems to be that Barcelona Traction favors developing states and disfavors the protection
of investments. There seems to be agreement on this, even between supporters of the incorporation rule'”” and its critics.'” In
this Section, I analyze several policy considerations. In Part III.A, I review the policy implications of rules of corporation
nationality on the relations between investors and states espousing claims. In particular, I critique the policy assumptions
made by the ICJ in Barcelona Traction. In Part III.B, I review the contours of the academic debate on the effect of Barcelona
Traction on economic relations between developed and developing states. In Part III.C, I discuss how the legal and economic
environment has changed since Barcelona Traction was decided. In Part II1.D, I briefly consider how these changes may have
undermined the ICJ’s assumptions and may have affected both relations between investors and espousing states, and the
relations between investors and developing states. My analysis of these policy considerations leads to the conclusion that the
default rule of corporate nationality should include a genuine link requirement.

A. Criticism of Policy Considerations in Barcelona Traction
The ICJ in Barcelona Traction noted the “profound transformations which have taken place in the economic life of
nations.” It concluded, based on its concern with the world economy, that it would be dangerous to accept the idea that the

state of nationality of shareholders should be able to bring a diplomatic protection claim for the corporation:

*256 The Court considers that the adoption of the theory of diplomatic protection of shareholders as such, by
opening the door to competing diplomatic claims, could create an atmosphere of confusion and insecurity in
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international economic relations. The danger would be all the greater inasmuch as the shares of companies
whose activity is international are widely scattered and frequently change hands.'*

The Court cited no authority in support of this proposition, and did not explain with any precision why “confusion and
insecurity” would result from allowing a multiplicity of shareholder claims. While being concerned with “international
economic relations” in general, it appeared that the ICJ had no specific understanding of how the rule of nationality it
formulated might affect the world economy.

One early criticism of Barcelona Traction was that, as a matter of policy, the incorporation rule disregards economic and
political reality, making states likely to ignore it."”' The state practice analysis in Part I seems to confirm that some states do
indeed ignore the incorporation rule.

More importantly, while making reference to policy considerations in Barcelona Traction, the ICJ did not seem to pay much
attention to how, in political reality, diplomatic protection works. The abuses of diplomatic protection have to do with the
fact that it is a discretionary right: A state whose national has been injured has the right, vis-a-vis the injuring state, to bring a
claim. But the injured national has no right, vis-a-vis the claimant state, to demand protection, as diplomatic protection is
never obligatory.'> Because claim espousal involves the expenditure of political and financial capital, states will not simply
pursue any and every diplomatic protection claim. They must decide on a simple cost-benefit basis whether to bring a claim,
calculating the gain from pursuing the claim (not necessarily a strictly economic calculation) offset by the expenditure of
limited state resources (financial and political capital and the limited time of diplomatic and foreign ministry officials) to
espouse a claim.'®

This dynamic creates two distinct problems for diplomatic protection in general: inaction by the claimant state, and pretextual
claims by the claimant state, as I will explain. The incorporation rule exacerbates both problems. Further, the analysis of
inaction and pretextual claims shows that the concerns raised by the ICJ are an imaginary bugaboo--the cost-benefit calculus
states go through before espousing claims makes it highly unlikely that states that receive investment will be flooded by an
unmanageable multiplicity of claims on behalf of shareholders, as the ICJ feared.

*257 Inaction. A state may decline to espouse the claim of an injured corporation because it is of no interest to the state,
because the claim does not justify the effort needed to espouse it, or because the claim may conflict with another, unrelated
and weightier political concern. This is precisely what happened in Barcelona Traction: Canada (the state of incorporation)
started and later withdrew a claim on behalf of Barcelona Traction largely because it had no state interest in a company
merely registered in Canada.'**

This will always be a problem when the exercise of diplomatic protection is a discretionary right of the claimant state, even
when a corporation has every possible genuine link with the claimant state. For instance, Company X is incorporated and
headquartered in the United States, is 100% owned by U.S. nationals, but operates in Russia. Russia expropriates the
company, worth $100 million dollars, and Company X begs the State Department to make a claim. Conceivably, the U.S.
might still refuse to espouse a claim on behalf of Company X if the U.S. and Russia were negotiating an investment treaty
worth over $500 million to the U.S. in the future. Just as possible, however, is the denial of protection when relations
between states are delicate--perhaps the U.S. and Russia are not negotiating a lucrative treaty but, instead, were repairing
their relations after the end of the second Gulf War.

Allowing only the state of incorporation to bring claims will exacerbate this tendency, for any mildly weighty political
concern will outweigh the diplomatic protection claim. If Company X were incorporated in the U.S. but 100% owned by, say,
Mongolians, it is even less likely that the U.S. would jeopardize either an investment treaty or friendlier relations with Russia
to protect the company. In these cases where the state of incorporation has only tenuous links to a company, Barcelona
Traction offers little comfort to investors.'*

Pretextual Claims. The mirror-image of inaction is the pretextual claim: A state may espouse claims for corporations in
which it has little economic interest in order to exert pressure on the respondent state for reasons unrelated to the claim."* For
instance, suppose Company X, owned 100% by Russians and incorporated in the US, operates in and is expropriated by
France. The U.S. would normally have no interest in espousing the claim but wishes to push France to contribute to Iraqi
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reconstruction. Russia, if it had standing to espouse the claim and had no interest in reconstructing Iraq, simply would have
asked for compensation. The US, instead, uses the claim as a threat: Contribute $50 million to the Iraqi reconstruction fund,
or we will ask for $100 million in compensation.

The pretextual claim is a problem both for the host state responding to the claim and for the company. If Russia had brought
the claim, it would *258 simply argue with France over the claim itself. The lack of a genuine link creates the possibility for
linking unrelated issues: The diplomatic protection claim is now a source of leverage for the U.S. over France.

For corporations, the use of the diplomatic protection claim as political leverage is a problem because the claimant state will
abandon a perfectly meritorious claim as a quid pro quo when it receives the concessions, unrelated to the claim, from the
respondent state. If the respondent state complies with the request (France contributes $50 million to the Iraqi reconstruction
fund), the claimant state then drops the diplomatic protection claim, returning the corporation back to the land of inaction.
This concern is not purely hypothetical. The U.S. has both used diplomatic protection as a pretext for other actions'’ and
attempted to prevent this sort of abuse."** Again, as with inaction, pretextual claims seem more likely when no genuine link is
required in order to espouse a claim.'®

Multiple claims. The ICJ’s primary policy concern in Barcelona Traction was that if all states of all shareholders had
standing, there would be a dizzying multiplicity of claims that would discourage host states from allowing foreign
investment. Or, at least, an injured corporation could go protection shopping amongst its various shareholder states, finding
some state to bring a claim on its behalf.'** The ostensible benefit of the rule of incorporation is that since corporations have
only one state of incorporation, no such Pandora’s Box of claims could be opened. But the ICJ never showed that the
Pandora’s Box scenario was likely or realistic. Given the economic and political costs *259 involved in exercising diplomatic
protection, it is unlikely that every shareholder state in a particular corporation that would wish to bring a claim would
espouse a diplomatic protection claim.

Further, a genuine link requirement is likely to discourage protection shopping. In ILC debates over the continuity of
nationality rule, certain members felt that protection shopping by natural persons was an academic problem-few people
actually become naturalized citizens of a state solely to have it exercise diplomatic protection on their behalf.'*' Although Mr.
Nottebohm did, in essence, engage in protection shopping,'* little evidence exists of this occurring recently, and in most
countries naturalization is a process lengthy and difficult enough to discourage protection shopping.'*

B. Distribution: Developing States and Diplomatic Protection

Analysis of the discretionary nature of diplomatic protection shows how a rule of nationality might expand or limit abuse.
But this analysis also suggests that meritorious claims are more likely to be espoused, or not, depending on how the rule of
nationality is formulated.'** There is another policy debate, involving the conflict of those who support the expansion of the
espousal of claims and those who support limiting claim espousal. I take, as representative of the opposing positions, the
work of two scholars. Francisco Orrego Vicuia argues that human rights, by analogy and directly, support the maximization
of the espousal of shareholder claims. Georges Abi-Saab makes the contrary argument, supporting minimization of claim
espousal on behalf of shareholders because, according to him, foreign investment is a sort of economic imperialism, by which
developed states exploit developing states.

Investment Protection & Human Rights. The ILC has already considered draft articles on the admissibility of diplomatic
protection claims for natural persons. The rules, to a great extent, reflect the philosophy that diplomatic protection should be
used to protect human rights when possible and appropriate. For instance, in the First Report on Diplomatic Protection, the
Special Rapporteur proposed making the exercise of diplomatic protection obligatory in the case of jus cogens violations of a
national’s rights (Article *260 4),'* protecting stateless persons when possible (Article 8),"“ significantly abrogating the
continuity of nationality rule (Article 9),' and--at least for claims that do not involve dual nationals-- eliminating the
Nottebohm genuine or effective link requirement (Article 5)."* All of these proposals reflect the Special Rapporteur’s
conviction that diplomatic protection is still a useful and effective tool to protect human rights, largely because extant
international human rights regimes have not been wholly effective.'®

Many members of the ILC and the Sixth Committee argued that the draft articles, with respect to natural persons, represented
an unjustified, progressive development and actually conflicted with customary law,"*" and that the articles reflected a human
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rightist worldview that confused diplomatic protection with other human rights mechanisms.”! But few members were
critical of the idea that--so long as they did not contradict state practice--the draft articles should maximize the chances that
states will bring claims on behalf of natural persons.

Orrego Vicufia suggests that a rule that promotes the protection of corporations, such as a more liberal rule of admissibility of
claims on behalf of corporations, directly and indirectly supports human rights. He advocates replacing the Barcelona
Traction rule with a shareholder control test for determining the admissibility of corporate claims.'® First, Orrego Vicuia
argues that the growth of institutions and regimes protecting natural persons, on the one hand, and those protecting
investments and corporations, on the other hand, are mutually reinforcing.'®

Second, he asserts that a rule resulting in more effective protection for shareholders would aid human rights: “[E]conomic
rights are also considered today to be a part of human rights, thus also justifying liberal mechanisms of protection”; and
though “different areas of the law might follow different rules and requirements as to their protection,” nevertheless the
“underlying premise is always the same; that is, the assertion of the rights of the individual in their *261 own merit.”"** This
argument implies both a direct and indirect relationship between human rights and investment protection: direct because the
economic interests of shareholders, according to this reasoning, are human rights'>® and indirect because any international
regime that encourages the treatment of individuals, or any non-state actors, as subjects of international law necessarily
supports human rights.'*

This line of argument also has certain distributional consequences. Most natural persons, as shareholders in corporations, are
citizens of developed countries. International human rights treaties do protect the right to property,'s’ but in context, this right
has more to do with ensuring subsistence or right to basic livelihood of the impoverished'** than with guaranteeing investors
something akin to “just compensation” under the U.S. Constitution.'” It seems unlikely that, for instance, the ICESCR was
intended to protect those with enough disposable income to invest in equity securities. Perhaps the opposite--the ICESCR
guarantees developing states to determine what level of protection to afford non-national investors.'® It is hard to say, then,
that human rights regimes, directly or indirectly, can be read to support a rule that maximizes the chances of a legal person to
seek diplomatic protection.'® Some judges in the Barcelona Traction case were repulsed by the notion that shareholders’
interests should be protected as if they were the subject of fundamental human rights.'®

*262 Exploitation of Developing States. Orrego Vicufia’s position is subject to an even more withering attack. Abi-Saab, who
has long written in support of the interests of developing countries in the international legal system, suggests that, if anything,
protecting foreign investment would lead to a degradation of human rights in developing countries.

He first challenges the assumptions made by supporters of the shareholder rule of nationality. They assume that the rules
maximizing the investment protection are good because to do so encourages investment in developing countries and,
therefore, has a welfare-maximizing effect for both the investing states and recipients of investment. According to Abi-Saab,
this line of reasoning does not consider fully the actual distributional consequences of a rule that maximizes protection of
shareholder interests. If wealth and power were distributed equally among states, a rule expanding the admissibility of claims
that benefited corporations would not be as controversial as it is. But wealth is distributed unevenly, and this gap between
rich and poor states is widening.' In addition, most developing states are net capital importers and will always be the host
state to foreign investment and, therefore, respondent state to any diplomatic protection claim. Ostensibly neutral rules
regarding diplomatic protection reflect a purely “hypothetical reciprocity,”'** likely to prejudice the interests of developing
states. Abi-Saab thus supports the rule of incorporation on normative grounds because a shareholder rule would more likely
give rise to diplomatic protection claims by developed states at the expense of developing states.!® Specifically, the control
rule represents an unwelcome and self-serving progressive development of international law advocated by and benefiting
capital-exporting countries, especially the United States.'®®

Since World War II, multinational corporations have increasingly treated the world as one market."” Proponents of
“economic internationalism” contend that multinational corporations are becoming more international in outlook, scope,
planning, management, and shareholdings. As a result, they help to erode the inefficient and artificial economic boundaries
between nation-states. Therefore, proponents view multinational corporations as agents of international efficiency and
welfare maximization.'**

*263 Abi-Saab, however, argues that the internationalist view of economic globalization is wrong. First, because
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multinational corporations are often large, oligopolistic concerns, they “cannot be agents of maximization of welfare on the
international plane” since in these situations “private and social maximization are situated at different levels.”'® Second,
despite their greater international outlook, e.g., operations in many countries, foreign employees, foreign managers, and
shareholders from many countries, multinational corporations do not lose their national allegiances.'”” As a result, the relative
strength of such corporations vis-a-vis developing states leads to two objectionable practices in international law: agreements
between developing governments and alien corporations that may illegitimately restrict the sovereignty of the host state;'”
and the exercise of diplomatic protection by developed states to protect their interests in multinational corporations, which
are extensions of national wealth.'”

Thus, Abi-Saab criticizes the control test precisely because he believes it is aligned with political reality.” Historically, he
argues, the great powers “played a primordial role in developing new institutions of international law,” but that as
international law has become more universal, in practice the great powers no longer have the power to dictate the formulation
of laws."”* He applauds the ICJ for its decision in Barcelona Traction because the ICJ refused to change international law to
benefit developed states at the expense of developing states.'”

While Abi-Saab’s concerns merit attention, his support for Barcelona Traction is problematic for several reasons.

First, he provides little evidence that a control test would lead to a multiplicity of claims by developed states. No evidence
suggests that overturning Barcelona Traction would lead to a significant and burdensome increase in the aggregate number of
claims.'”

Second, his analysis of exploitation by multinational corporations is too simplistic and overlooks the more ambivalent
relationship that developing states have with multinationals and foreign investment. Other scholars have also expressed
concern with the seemingly inevitable conflicts that arise when developed states invest in developing states.'”” Abi-Saab may
be correct about *264 the unfair distribution of wealth and past exploitation by corporations, but he may too quickly dismiss
the extent to which developing states need foreign investment as much as they need to avoid exploitation. Without a fair and
balanced rule of investment protection, one that both protects investors from expropriation and protects developing countries
from exploitation, developing states may not be able to attract foreign capital and inequalities may widen.'” Some go further,
arguing that sustainable development and human rights are linked.'"” The withdrawal of foreign direct investment, which
contributes significantly to the GDPs of many developing states, may hurt developing states, even if investment flows
currently do little to help them. As a result, it seems unlikely that a more restrictive rule of nationality alone will do much
either to remedy inequalities between developed and developing states, or to prevent the exploitation of developing
countries.'*

Finally, Abi-Saab essentially advocates procedural confusion to correct a substantive inadequacy.'® He lauds the Barcelona
Traction rule precisely because he believes it will lead to fewer claims on behalf of corporations, which he considers proxies
for dominant states in an unjust international order.'®> But it may be inimical to the general interests of developing states to
advocate a rule that flouts political reality. In general, developing states have an interest in challenging the ideological
opacity of laws that usually reflect a political reality benefiting developed states; it would be inconsistent to stray from this
approach in the few circumstances where it benefits developing states to do so.'** And developed states have an advantage,
*265 i.e., greater resources and experience in dealing with international law, when it comes to evading or manipulating
unfavorable laws.'*

C. The Post-Barcelona Traction Legal and Economic Environment

The arguments made by supporters and detractors of the Barcelona Traction rule have been repeated over the last thirty years
as if nothing has changed. But certain circumstances have changed. Developing states now depend upon foreign direct
investment from developed states in a way that they did not in 1970. This shift has created an environment in which
developing states compete with each other to attract foreign investment by granting developed states concessions through
bilateral investment treaties. In this new context, developing states should prefer a genuine link test, particularly an economic
control test, of nationality in diplomatic protection claims. Some evidence already indicates that developing countries have
this preference.

When Barcelona Traction was decided, nationalizations were much more common than they are now, and developing
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countries, especially oil rich countries, seemed to wield great influence over developed states. After World War II, newly
socialist countries and former colonial territories nationalized many of their industries, which affected both domestic and
foreign corporations. Some developed countries also nationalized their industries, e.g., France and the UK."* By the 1970s,
these nationalizations had reached their peak.”™ By the 1970s, developing countries were able to set the agendas on
international economic matters, even if they could not control the eventual outcomes.'*” The energy crises of the 1970s made
developed countries fearful about their access to natural resources, held by an apparently solid bloc of developing states,
which made them more willing to consider the views of developing countries on foreign investment.'* In the U.N. General
Assembly, developing states managed to pass two resolutions arguing for a radical change *266 in the world’s trading and
financial systems:'® the Declaration of the Establishment of a New International Economic Order (NIEO)"° and the Charter
of Economic Rights and Duties of States. Both were adopted in 1974."”' The latter gave developing states the power to
“exercise authority over foreign investment within its national jurisdiction™*> and to resolve disputes over compensation for
expropriations within their own courts.”” These resolutions have been described as “the Calvo Doctrine reborn again,”"* and
most developed states voted against them.'”® One critic described the NIEO as a “manifestly one-sided approach™** but
nevertheless appreciated that they reflected an understandable conviction that before the NIEO international law
systematically discriminated against poor states, and that the only remedy was a radical reversal of the rules."’

By the 1990s, however, the NIEO largely collapsed. Starting in the early 1980s, the ability of developing states to set the
agenda on international economic affairs weakened, partly because developed states had recovered from the energy crises and
became more self-assured, and partly because the debt crises of the 1970s made foreign investment more attractive to
developing states, which needed more capital without more debt.” The number of nationalizations tapered off in the 1980s
and 1990s to practically none.”” Further, the end of the Cold War and the opening of Eastern and Central European
economies helped “strengthen market-oriented attitudes and forces and deprived developing countries of a bargaining tool.”
All of this reflects a paradigm shift by developing countries and a rejection of the NIEO.>"!

*267 What has not changed over time is the fact that most foreign direct investment (FDI) still occurs between developed
states.”” Nonetheless, quantities of investment flows into developing states are of greater importance relative to their
economies,”” and since 1996, FDI has accounted for the majority of resources flowing into developing countries, including
foreign aid, bank loans, and “portfolio flows,” which do not count as foreign direct investment.>*

Flows of foreign direct investment to developing countries have risen over 50-fold from 1970 to 2004. Developing
countries remain net capital importers, with inflows exceeding outflows by two times in 2000 and by nearly three times in
2004.¢ Since the quantity of most international claims closely tracks the volume of investment flows,”” a developed state
will almost always be the claimant state vis-a-vis a developing state in an investment dispute.

Despite the current openness of developing states towards foreign investment, there is no guarantee that developing states
have fully accepted, much less internalized, developed states’ conception of investment protection. The pendulum may swing
back, and developing states may again repudiate neoliberalism and return to policies of nationalization and redistribution.”®
*268 Some studies suggest that developing states go through stages of “attraction-aversion” to foreign direct investment,
meaning that various domestic and international factors pressure a developing state into having regulations open to
investment at one point in time and closed to investment later.”” Even if states eventually settle into an open acceptance of
foreign investment, this oscillation may take place over decades.>"

All of these factors suggest that since 1970 developed and developing states have become even more mutually vulnerable in
the area of foreign investments. Developed states have risked more capital on developing states and are more vulnerable to
expropriation or nationalization than before. Developing states are now more dependent on developing states for investment
and are still at great risk of exploitation or abandonment if this critical source of external funding disappears overnight.*!!

Despite potential frictions, developed and developing states have sent and received, respectively, increasing flows of foreign
investment. Legal changes favoring developed states are one explanation for the expanding flow of investment. These
changes have a dynamic relationship with the changes in economic relations. They are, in part, explained by the debt crises
faced by many developing countries. Before the mid-1990s, foreign direct investment was, more or less, a secondary means
of obtaining capital for developing countries.””> But as their debts expanded, they needed a source of capital that did not
require them to service massive interest payments.’"* Perhaps the only way for developing countries to attract investment was
to give credible assurances of investment protection. They gave these assurances by signing investment treaties.
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Developed states began to engage in investment liberalization, largely with other developed states, in the early 1960s.'* Also,
partly to insure the security of their investments, developed states began to sign multilateral and bilateral agreements on
investment protection. In 1965, the World Bank *269 sponsored the Convention on the Settlement of Investment Disputes®'s
(ICSID) although at the time, primarily developed states ratified the convention.?'* More specifically, in response to the NIEO
and the uncertain status of their investments in developing countries, developed states began to sign bilateral investment
treaties (BITs) with developing states. BITs are agreements for reciprocal protection of foreign investments, usually
including provisions on investment security, investment neutrality (i.e., non-discrimination or most-favored nation
treatment), and market facilitation.”” It is said that Germany signed the first BIT in 1959 with Pakistan.”'®

From the perspective of the developing state, the advantage of signing a BIT or ICSID is that it signals to investors a
favorable attitude towards FDI.>” Initially, developing states--especially in Latin America--refused to sign ICSID or BITs.*®
Through 1969, only seventy-two BITs were signed, and by 1970, sixty-four states had signed ICSID. The initial ICSID
signatories were developed countries and developing states in Asia and Africa; the Latin American and communist bloc
states were conspicuously absent.?’ But beginning in 1981, with Costa Rica, Latin American states began to sign ICSID, and
by 2003, sixteen had signed.”” In 1986, Hungary became the first Eastern bloc country to sign ICSID, and after the end of the
Cold War, twenty- *270 two other former communist states followed suit.>» The number of BITs grew exponentially after the
Cold War. During the 1970s, a cumulative total of 166 states had signed BITs; in the 1980s, 386.* After the Cold War, from
1990 to 1998, an additional 1,340 BITs were signed.?® Over 160 states had signed at least one BIT by 1998.2¢

What is the effect of signing ICSID or a BIT? First, both BITs and ICSID (which BITs often incorporate by reference)
preclude recourse to diplomatic protection except to enforce arbitral awards.”?” They contain dispute settlement provisions,
which refer disputes to third party arbitration or an arbitral tribunal of ICSID. They also usually allow a direct claim by
injured investors against host states, taking away from the investor’s state of nationality the discretion to decide whether or
not to espouse a claim.

Secondly, ICSID and BITs, for the most part, contain definitions of corporate nationality.”* These nationality provisions, at
first glance, seem to follow Barcelona Traction in defining eligible corporate claimants of a Contracting Party by reference to
the state of incorporation.”” However, in practice, BITs and ICSID grant standing more liberally than does Barcelona
Traction, for two reasons. ICSID, and most BITs, define “investments” in such a way that allows both natural persons and
corporations to recover shares in a corporation, whether locally incorporated or incorporated in a third state.* Shareholders
need not wait for the corporation itself to make a claim against a host state. As a result, “virtually any dispute between host
and investor [becomes]. . . a matter of international law.””' Therefore, under a typical BIT or ICSID, Belgium’s claim on
behalf of Sidro (the holding company and majority shareholder in Barcelona Traction), or its natural person shareholders,
would have been valid. And multiple claims--the policy bugaboo raised by Barcelona Traction--are possible under ICSID:
Corporations, their shareholders (natural or legal persons), and their respective states of nationality all may bring claims
against the host state.

Not only does this system give investors a right to investment protection, not subject to the discretion of their states of
nationality, but it also seems to allow an injured corporation more than one bite at the apple. This happened recently in
arbitrations, pursuant to bilateral investment treaties, between the Central European Media Enterprises (CME) and the Czech
*271 Republic. CME alleged that the Czech government engaged in activities that, among other violations of the BIT, were
tantamount to expropriation of CME’s Czech operations.” In a London tribunal organized under the US-Czech BIT, with the
main shareholder as the named claimant, CME was not awarded any compensation, and the tribunal found no
expropriation.”® However CME had also instituted a parallel proceeding under the Netherlands-Czech BIT (CME was
incorporated in the Netherlands). That tribunal, sitting in Stockholm, decided, on the same day as the London Tribunal’s
decision, that the Czech government expropriated CME’s Czech operations.?** Later, the Stockholm tribunal awarded CME
almost $270 million in damages.’*

One might ask why developing states would subject themselves to this, since most BITs and ICSID seem to give developed
states and corporations everything they could want. One explanation is a “strategic analysis” of developing country behavior.
While it is in the collective interests of developing states to resist strict investment protection standards under customary law,
individual states have an interest in defecting from the “capital importing cartel” to sign a BIT.*¢ Developing states, after
their debt crises, competed for foreign direct investment. Given the uncertain environment created by the NIEO years for
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capital-exporting states, one advantage vis-a-vis other developing states in signing a BIT was that it offered heightened
investment protection.>’

But now that most developing states are trying to attract foreign investment, more of them are also ratifying BITs. Merely
ratifying a BIT now provides a developing state no advantage at all vis-a-vis all the other developing states that have signed
them as well. As a result, a bidding war is developing in which developing states offer more and more concessions through
BITs and other domestic regulations (i.e., tax breaks, etc.) but--because every developing state is doing this--are not attracting
much more *272 investment. Corporations and capital exporting states benefit from watching developing states scramble;>*
thus, “the BIT regime may actually reduce the overall welfare of developing countries and therefore should not be
uncritically embraced by those who seek the interests of [developing states].”?* This analysis also suggests that BIT practice
should not be viewed as evidence of a customary rule of international law, precisely because BITs came about as a result of
the NIEO years, when developing countries successfully challenged the orthodox customary law of investment protection.>*

A glance at the nationality provisions of BITs between developing and developed states seems to confirm Andrew Guzman’s
identification of a “bidding war.”*' Out of 20 Western Hemisphere agreements between developed states (the Canada or US)
and developing states, only two require some sort of genuine link between the contracting party and the injured corporation.**?
All of the agreements define “investment” broadly enough to include shareholdings in another corporation held by a
company incorporated in one of the contracting parties.** Two agreements even give the developed state more latitude with
nationality than the developing state.”*

An interesting contrast to this is the reciprocity of terms in BITs between developing states. An analysis of BITs between
developing states suggests that, when they are not competing for capital, they prefer a genuine link requirement for
nationality in investment claims. Out of forty BITs between developing states in the Americas, only five define nationality in
such a way that incorporation alone will suffice as a connection with a contracting party in order to make an investor-state or
state-to-state claim.”* The thirty-five other agreements all require some sort of genuine link with the would-be claimant state.
Fifteen BITs require that the injured corporation be incorporated in and have its seat of management in the claimant state.”
Nine *273 agreements require incorporation, seat, and “effective economic activities” (a sort of “seat plus” test).>” Ten
agreements permit claims upon showings of incorporation and seat (or “seat plus”), or alternately economic control.** Only
one requires incorporation and control.*

All of this points to the kind of rule developing states might prefer for corporate nationality in the absence of a bidding war
for capital from developed countries. Based on the agreements they sign with other developing states, developing states
prefer a “genuine link” requirement of some sort, contrary to the arguments of Abi-Saab and Judge Nervo.

D. Implications of Current Environment on Policy Considerations

Abuses of Diplomatic Protection. The ICJ in Barcelona Traction feared that by allowing diplomatic protection on behalf of
shareholders, a Pandora’s Box of claims would be opened. Ironically, as an unintended consequence, Barcelona Traction may
have helped create the atmosphere of “confusion and insecurity” in international economic relations that it tried to prevent.>°
On the margins, it may have encouraged the signing of investment protection treaties that expose states that host investment
to claims from multiple states.”' The primary policy justification for Barcelona Traction, therefore, is undermined by an
understanding of the current legal environment in which developing states sign BITs. The understanding of the ICJ was that
multiple claims would discourage developing states from hosting investment.”> Yet the potential exposure to multiple claims
has not dampened the apparent enthusiasm of developing states for signing BITs. According to the policy concerns of the
ICJ, a rule setting aside incorporation, which may allow more than one state to exercise a diplomatic protection claim, is not
likely to be worse than the status quo.

The current legal environment also seems, to a great extent, to have mitigated the twin problems of inaction and pretextual
claims.>* These problems seem less important to the extent that BITs take discretion away from states to make diplomatic
protection claims, eliminating the problems of inaction and pretext. Investors will make claims when they are injured, and
states cannot use the threat of a diplomatic protection claim as leverage to gain concessions on unrelated matters. The
widespread ratification of BITs,** by narrowing the situations in which diplomatic protection can be exercised, necessarily
also reduces the frequency with which pretextual claims can be *274 made. While these twin problems seem to suggest that
states should favor a genuine link test,>* BIT ratifications seem to render the problems largely moot.
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Human Rights and Investment Protection. An analysis of the dynamics of BITs gives no indication that investor protection
has developed in tandem with human rights, as Orrego Vicufia argued, as a rule of customary law to give shareholders a right
to property in their claims. The configuration of the BIT game is not conducive to the promotion of human rights, even if it is
true that economic development and human rights are positively correlated.>® For, if anything, the bidding war created by the
BIT game has been detrimental to the economies of developing states.”” Thus, while investment protection and human rights
are not mutually exclusive, they do not walk in lockstep as Orrego Vicufia suggests.

Exploitation of Developing Countries. Guzman’s analysis seems to have validated Abi-Saab’s concerns that investment
liberalization may lead to the exploitation of developing states.>® But Abi-Saab was mistaken about the particular rule of
nationality that would most benefit developing states in the current economic and legal environment. The fear of developed
states--that the rule of incorporation articulated in Barcelona Traction inadequately protects investments--may have
contributed to the “bidding war” that developing states have fallen into, which in turn subjects them to rigorous investment
protection standards with very little increase in investment flows to those who sign BITs. The rule of incorporation may have
the unintended effect of subjecting developing states to the very exploitation that Abi-Saab hoped the Barcelona Traction rule
would avert.

Conclusion

As a result of the new legal and economic environment years after Barcelona Traction--in the age of BITs and ICSID--there
is the question of whether diplomatic protection is relevant at all.>® Juliane Kokott, for instance, suggests that it is futile to try
to reform the doctrine of diplomatic protection. Instead, she recommends accepting that “the traditional law of [diplomatic
protection] has been largely replaced by a number of treaty-based dispute settlement procedures.””**

*275 In some ways, Kokott is right. There is little reason to believe that the states, developing states especially, will be less
inclined in the immediate future to enter BITs or other dispute settlement procedures with developed states. But this is not
inevitable. Developing states may later regret that they gave away so much in return for so little. Any ensuing aversion to
foreign direct investment may have undesirable consequences for both developed and developing states.”

In any case, the decision of a given state to enter into BITs will be influenced, in part, by the available alternatives. In this
way, the decisions the ILC ultimately reaches regarding diplomatic protection and Barcelona Traction--after it hears from
states in the Sixth Committee--will still be relevant in years to come. The analysis of the current legal and policy environment
in this article suggests that developed states have not fully accepted the rule of incorporation as customary law, and that
developing states should and do prefer a genuine link requirement. This convergence of interests might be a firmer common
ground on which the ILC could establish a rule for corporate nationality in diplomatic protection claims than the venerable
but obsolete Barcelona Traction case.

*276 Appendix I: State Practice

A. State Practice Summary Chart

Country Test of Corporate Nationality Changed After Barcelona Genuine Link?
Traction
Australia Unclear, likely incorporation. not available (“--") Maybe (control)

May use economic control test
(“control™), i.e., majority
shareholdings by Australians.

Austria Seat of management (“Seat”).  No Yes (seat)
No incorporation.
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Belgium Seat or incorporation; Yes (formerly control or seat).  Yes (seat)
sometimes control.
Canada Incorporation and “substantial ~ Yes (formerly control without  Yes (control)
Canadian interest.” incorporation).
France Seat or incorporation. Yes (formerly seat only). Yes (seat)
Germany Incorporation and seat Yes. Yes (seat)
Italy Incorporation or seat Yes (formerly accepted Yes (seat)
incorporation, siege social,
control or hybrids)
Netherlands Incorporation and seat No Yes (seat)
Switzerland Control. Sometimes No Yes (control)
incorporation or seat.
Taiwan (ROC) Unclear, likely incorporation. -- No
United Kingdom Incorporation. May consider No Maybe (control)
genuine link with company.
United States Incorporation and control

(>50% shareholding) Maybe (formerly brought
claims on behalf of all

shareholders, majority or not)

Yes (control)

B. Discussion of Category Headings

Test of Nationality. Indicates the test of nationality a state uses for corporate diplomatic protection claims: incorporation, seat
of management/siege social (“seat”), or economic control (control) as measured by a majority of shareholders. Some states
combine these tests by requiring *277 two, e.g., incorporation and seat, or allowing one of several to satisfy the test, e.g.,
incorporation or seat.

Change After Barcelona Traction. Indicates whether a state has changed its test of nationality as a result of the Barcelona
Traction decision.

Genuine Link: Indicates whether a state, either in its practice as claimant or respondent, requires a genuine link with a
corporation, i.e., requires economic control or seat.

C. Discussion of State Practice.

1. Australia. There is no direct evidence of Australia’s rule of nationality for corporate diplomatic protection claims, at least
in summaries of state practice in its yearbook of international law. Two conflicting pieces of evidence hint at Australia’s
likely test of nationality. In 1989, it adopted the Foreign Corporations (Application of Laws) Act 1989, which defined a
“foreign corporation” for the purposes of clarifying their rights in Australian courts. Simply, a foreign corporation is “a body
or person incorporated in a place outside Australia.””*
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However, about ten years earlier Australia passed a bill to encourage the “naturalization” of foreign-owned companies.
Before 1978, companies majority-owned by foreigners were precluded from starting new mining projects. In 1978 the
Australian government announced a policy that allowed foreign-owned companies, wherever incorporated, to start new
mining projects if they were at least 25% owned by Australians, had a majority of Australians on the Board of Directors, and
made a public commitment to increase equity held by Australians to 51%.>* Neither of these acts, however, involves claim
espousal but only the treatment of foreign companies in Australia.

2. Austria. In lump-sum practice, Austria refers exclusively to the corporation’s seat as the test of nationality.>* No evidence
suggests that Austria views itself as a persistent objector and nothing suggests that any states have resisted Austria’s claims
on behalf of corporations with their seat in Austria. It seems that Austria, in lump-sum practice, employed the seat test before
Barcelona Traction.>®

*278 3. Belgium. Belgium employs the seat test. It announced that when a corporation voluntarily moves its seat outside of
Belgium, it loses Belgian nationality.>® Before Barcelona Traction, Belgium used the seat test in lump sum agreements, but
also showed a willingness to espouse claims on behalf of majority shareholders.>”

In investment protection treaties Belgium has announced a willingness to depart somewhat from the rules and exceptions
listed in Barcelona Traction. Discussing a reciprocal investment protection treaty with Malaysia, the Belgian government
announced that it would protect both majority and minority shareholders from Belgium and Luxembourg who own stock in
companies incorporated in Malaysia.>**

4. Canada. Before Barcelona Traction, Canada’s Department of External Affairs Legal Bureau indicated that its general
policy was to espouse claims made by Canadian sharecholders in foreign corporations that are nationalized,” without
requiring that the corporation be “legally defunct.””” After Barcelona Traction the Department’s official position changed.
First, it required a corporation be linked to Canada by incorporation and a “substantial Canadian interest,” as measured by a
number of factors, including such as “whether or not the corporation carries on business and active trading interests in
Canada and the extent to which the company is beneficially owned in Canada and whether it is operating to the benefit of the
Canadian economy..”” When a company is incorporated in Canada and wholly owned by Canadians, Canada may be
“obligated to intervene”; i.e., the corporation has a right vis-a-vis the state to diplomatic protection.””? Second, the Department
generally would not espouse claims on behalf of Canadian-incorporated but foreign- *279 owned corporations, though it
might use good offices (i.e. measures short of a formal diplomatic claim) if “some degree” of Canadian beneficial interest
exists.””” Third, the Department noted that it was “barred by international law” from making formal claims on behalf of
substantially Canadian-owned but foreign-incorporated companies, though it “may and usually does use its good office in an
attempt to obtain compensation.”””*

The Canadian model text for its BITs defines investment as an asset owned or controlled by either a natural or juridical
investor of a Contracting Party.”” The Legal Bureau suggested that to prove ownership, an investor must demonstrate
“control to cause, by legal means, the affairs of the enterprise to be conducted in accordance with the wishes of that
person.””® While noting that an exhaustive listing of the ways to show control might not be possible, the Legal Bureau lists
examples, e.g., majority of voting shares, “sufficient voting shares to cause . . . the enterprise” to act as the investor wishes,
powers conferred by incorporation document, and powers conferred by contract among the enterprise’s shareholders.””
Before Barcelona Traction, Canada seemed to regard lump-sum settlements as relevant state practice for customary rules of
claim espousal.””

5. France. Before and after Barcelona Traction, France generally espoused claims on behalf of corporations with their seats of
management (siege social) in France.”” French judicial decisions and other state practice after Barcelona Traction have
confirmed the seat rule, explicitly rejecting the control test*® After Barcelona Traction was decided, France made
“adjustments for companies whose central administrations are not located *280 within the ‘incorporating state,”” as
Barcelona Traction would require.”' The rules of nationality adopted in French lump-sum agreements explicitly reflect the

seat test.”*
6. Germany. The German Yearbook of International Law did not seem to contain any directly relevant state practice.

However one German commentator from the Federal Ministry of Economics indicated that the test of nationality in
Germany’s BITs is incorporation and seat of management, and the commentator implied that the rule applied equally to
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German BITs and Germany’s diplomatic protection practice.® Germany explicitly repudiates the control test, at least in
BITs.”* There are few exceptions to the incorporation and seat rule.”® Germany seems to be considering amending its model
BIT to protect German majority shareholdings in companies incorporated in other states.>

7. Italy. The Italian civil code and domestic court decisions indicate that Italy may espouse claims on behalf of companies
incorporated in Italy or those with their seat of management in Italy, even if the company is incorporated abroad.”’ In claims
practice preceding Barcelona Traction Italy required both incorporation and seat in Italy.”® Some agreements also required
Italian majority shareholdings.”*

In agreements to pay for World War II-related damages, all settled before Barcelona Traction, claimants employed different
tests of nationality against Italy. U.S. corporations needed merely to be incorporated in the US.** An agreement with Greece
required that companies in the Dodecanese but incorporated in Italy had to have their place of business in the Dodecanese to
*281 make claims against Italy.”' Finally, an agreement with Germany required that a company either be incorporated and
have its head office in Germany or, if headquartered in Italy, then more than 50% of it must have been held by German
nationals.”? In lump-sum agreements after Barcelona Traction, Italy used seat as the only test of nationality.>*

8. The Netherlands. For purposes of corporate diplomatic protection the Dutch test of nationality seems to require both
incorporation and seat in Holland.** The rule of nationality seems to have remained the same before and after Barcelona
Traction, though this is not entirely clear.” It is not possible to tell if Dutch claim espousal practice differs from lump sum
practice, as the Netherlands seems to settle all corporation claims by way of lump-sum agreements.>*

Dutch BITs protect shareholders only if “the authorities of the relevant third country do not have the right or waive the right
to require compensation after expropriation.”*’

9. Switzerland. Switzerland generally uses the control test alone to determine the nationality of corporations for diplomatic
protection claims.”® Before World War II, Switzerland used the rule of incorporation but changed to the control test after the
war, concerned that diplomatic protection would be misused.”” After Barcelona Traction, Switzerland became even more
willing *282 to espouse claims on behalf of Swiss-incorporated companies in addition to Swiss-controlled corporations.*”

10. Taiwan (Republic of China). Taiwan seems to adopt the incorporation rule for defining “foreign investors” for the
purposes of regulating foreign investment. The statute regulating investment by foreign nationals, however, is somewhat
unclear. “The nationality of a foreign juridical person shall be determined by the law under which the foreign juridical person
is incorporated.”"!

11. United Kingdom. The UK seems to have closely followed Barcelona Traction both before and after the decision. An
official revision of claim espousal rules, released in 1983, reiterates the UK’s commitment to the rule of incorporation®? and
includes the exceptions listed in Barcelona Traction.*” However, whether a company has a genuine link with the UK may be
a consideration.’* The UK will espouse claims on behalf of UK shareholders of foreign-incorporated companies “only in
concert” with the state of incorporation,’” which seems consistent with Barcelona Traction. But in amicus curiae briefs
submitted to United States federal courts, the UK has asserted that “regardless of its ownership, a corporation is a national of
the country under the laws of which it is organized.”*

The UK seems to accept the Barcelona Traction when acting as respondent, even though it requires a genuine link before
acting as claimant, i.e., they seem to accept that other states may espouse claims even if *283 incorporation is the only link
between the claimant state and the respondent. Before Barcelona Traction the UK espoused claims based solely on the state
of incorporation without any reference to the nationality of its shareholders.*””

12. United States. The U.S. purports to recognize the Barcelona Traction rule, accepting that for the purposes of international
law a corporation has the nationality of the state where it is incorporated.’” However, in lump-sum agreements the U.S. has
sought compensation only for US-incorporated companies majority-held by U.S. nationals, i.e., natural persons.*”

Contradicting the Barcelona Traction rule, the U.S. reserves the right to oppose claims made by states without a genuine link

to the injured corporation.’’” In the years before Barcelona Traction the United States limited claim espousal to
US-incorporated companies majority-owned by U.S. natural persons.’’" There is some evidence that before Barcelona
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Traction the U.S. had made claims on behalf of foreign-incorporated but US-controlled companies.*> However, it is unclear
whether Barcelona Traction changed U.S. practice or whether the U.S. simply stopped making claims on behalf of
shareholders sometime before the case was decided. The U.S. accepts lump-sum agreements as evidence of state practice.’”®

*284 Appendix II: Foreign Investment Flows*"

Table 1. Investment flows in millions of U.S. dollars, 1970-2001

1970 1980 1990 2000 2004
Developed Countries FDI inflows 9,496 46,629 172,067 1,134,293 380,022
FDI outflows 14,101 50,407 225,965 1,092,747 637,360
Developing Countries FDI inflows 3,937 8,455 35,736 253,179 233,227
FDI outflows 49 3,336 12,701 143,226 83,190
Eastern Europe FDI inflows - 24 75 9,067 34,897
FDI outflows - - 15 3,176 9,707
World FDI inflows 13,434 55,108 207,878 1,396,539 648,146
FDI outflows 14,150 53,743 238,681 1,239,149 730,257

Table 2. Investment Flows for Developing Countries in millions of U.S. dollars (By Region, including Eastern Europe)

1970 1980 1990 2000 2004

Africa FDI inflows 1,266 400 2,840 9,627 18,090
FDI outflows 19 1,089 689 1,573 2,824

Americas FDI inflows 1,681 7,494 9,586 97,523 67,526
FDI outflows 31 1,174 1,062 60,581 10,943

Asia FDI inflows 854 442 22,614 145,725 147,545
FDI outflows -1 1,056 10,945 81,071 69,422

Eastern Europe FDI inflows - 24 75 9,067 34,897
FDI outflows - - 15 3,176 9,707

*285 Appendix III: Summary of Western Hemisphere Bilateral Investment Treaties®'*

Table 1. Nationality Provisions in Developed State-Developing State BITs (20 Agreements)*'°

National defined as. .. Reciprocal? “Investment” includes shares in
another company

*Canada-Argentina Canada: Incorporation
Argentina: incorporation and seat No Yes
Canada-Barbados Incorporation Yes Yes
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Canada-Costa Rica

*Canada-Ecuador
Ecuador: incorporation and
domicile with no citizenship in

Canada

Canada-Mexico (NAFTA Art.
1138)

Canada-Panama
Canada-Trinidad & Tobago
Canada-Uruguay
Canada-Venezuela
U.S.-Argentina

U.S.-Bolivia

U.S.-Ecuador

U.S.-Grenada

*U.S.-Haiti

U.S.-Honduras

U.S.-Jamaica

U.S.-Mexico (NAFTA Art. 1138)

U.S.-Nicaragua

*U.S.-Panama

Incorporation or “branch of any
such entity”

Canada: incorporation

No

Incorporation

Incorporation
Incorporation
Incorporation
Incorporation
Incorporation

Incorporation and branches of
incorporated companies

Incorporation

Incorporation and branches of
incorporated companies

Incorporation + “substantial
interest” held by natural persons
of claimant state. No claim if
company controlled by nationals
of 3rd state

Incorporation and branches of
incorporated companies

Incorporation

Incorporation

Incorporation

Incorporation + “substantial
interest” held by natural persons
of claimant state. No claim if
company controlled by nationals
of 3rd state

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes
Yes
Yes
Yes
Yes

Yes

Yes

Yes

Yes

Yes, every investment owned or
controlled

Yes, investments owned or
controlled directly or indirectly

Yes

Yes, investments owned or
controlled directly or indirectly

Yes

Annex 138



BARCELONA TRACTION IN THE 21ST CENTURY ..., 42 Stan. J. Int’l| L. 237

U.S.-Trinidad & Tobago

Table 2. Nationality Provisions in Developing State-Developing State (40 Agreements)

Argentina-Bolivia

Argentina-Chile
Argentina-Costa Rica
Argentina-Ecuador
Argentina-El Salvador
Argentina-Guatemala
Argentina-Jamaica
Argentina-Mexico
Argentina-Nicaragua
Argentina-Panama

Argentina-Peru

Argentina-Venezuela

Barbados-Venezuela

Bolivia-Chile

Bolivia-Ecuador

Bolivia-Peru

Brazil-Chile

Incorporation & branches for
both

Required link with Claimant
State

Incorporation and seat, or
“effective control” by natural or
legal persons

Incorporation and seat
Incorporation and seat
Incorporation and seat
Incorporation and seat
Incorporation and seat
Incorporation and seat
Incorporation and seat
Incorporation and seat
Incorporation and seat
Incorporation and seat, or
“effective control” by natural or
legal persons

Incorporation and seat, or
incorporation and “effective
control”

Incorporation and seat, or
“effective control” by natural or
legal persons

Incorporation and seat, or
“effective control” by natural or

legal persons

Incorporation and seat

Incorporation or direct or indirect

control

Incorporation and seat

Yes

Reciprocal?

Yes

Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes, includes company, and
equity or debt participation

“Investment” includes shares in
another company

Yes

Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes
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Brazil-

Venezuela

Chile-Costa Rica

Chile-Ecuador

Chile-El Salvador

Chile-Guatemala

Chile-Honduras

Chile-Nicaragua

Chile-Panama

Chile-Paraguay

Chile-Uruguay

Chile-Venezuela

Columbia-Peru
Costa Rica-Paraguay
Costa Rica-Venezuela

Dominican Republic-Ecuador

Ecuador-El Salvador

Incorporation and seat, or

“effective control” by natural or
legal persons

Incorporation and branches or
control

Incorporation and seat and
effective economic activities

Incorporation and seat and
effective economic activities

Incorporation and seat and
effective economic activities

Incorporation and seat and
effective economic activities

Incorporation and seat and
effective economic activities

Incorporation and seat and
effective economic activities

Incorporation and seat and
effective economic activities

Incorporation and seat and
effective economic activities

Incorporation and seat and
effective economic activities or
effective control by natural or
legal persons

Incorporation and control
Incorporation and seat
Incorporation and seat

(1) Incorporation, seat and
effective economic activities OR
(2) control by natural or legal
persons or persons incorporated
elsewhere with a seat in the
claimant state

Incorporation and seat and
effective economic activity

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes

Yes
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Ecuador-Paraguay Incorporation and seat Yes Yes
Ecuador-Venezuela Incorporation and seat Yes Yes
El Salvador-Peru (1) Incorporation + seat + Yes Yes

“substantial business activities”
(2) control by natural or legal

persons
Panama-Uruguay Incorporation Yes Yes
Paraguay-Peru Incorporation OR control Yes Yes
(direct/indirect)
Paraguay-Venezuela (1) Incorporation + seat (2) Yes Yes
Control by natural or legal
persons
Peru-Venezuela (1) Incorporation (2) Effective Yes Yes

control, direct or indirect

Footnotes
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Barcelona Traction, Light and Power Co (Second Phase) (Belg. v. Spain), 1970 1.C.J. 3 (Feb. 5) [hereinafter Barcelona Traction].

Id. at 44-45. See also F.A. Mann, The Protection of Shareholders’ Interests in the Light of the Barcelona Traction Case, 67 Am. J.
Int’l L. 259, 272-74 (1973) (summarizing situations in which shareholders’ states may exercise diplomatic protection: when the
corporation has suffered legal demise, the state of incorporation “lacks capacity” to make claim, the state of incorporation is the
injuring state, or the shareholders suffer direct injury).

See generally U.N. Int’l L. Commission, First Report on Diplomatic Protection, U.N. Doc. A/CN.4/506 (Mar. 7, 2000) [hereinafter
First Report on Diplomatic Protection].

Id. at 11. Article 1(1) of the draft articles on diplomatic protection reads, “[D]iplomatic protection means action taken by a State
against another State in respect of an injury to the person or property of a national caused by an internationally wrongful act or
omission attributable to the latter State.”

Emmerlich de Vattel, The Law of Nations 156 (1758) (“Whoever ill-treats a citizen indirectly injures the State, which must protect
the citizen.”).
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16

20

21

22

The question here is only how to define nationality for the purposes of international law claims. The decision to develop rules of
nationality is the sovereign prerogative of the state. See First Report on Diplomatic Protection, supra note 3, PP 95-100 (noting
that, for the most part, states have the right to determine who is a national under their own law). But the domestic definition of
nationality may not control an international law dispute. See id.

See U.N. Int’l L. Commission, Fourth Report on Diplomatic Protection, P 29, U.N. Doc. A/CN.4/530 (Mar. 13, 2003) [hereinafter
Fourth Report on Diplomatic Protection] (providing the first of seven options listed as potential rules of nationality).

See id. P 31 (third option).

See id. PP 44-46 (seventh option).

See id. PP 32-37 (fourth option).

See id. PP 38-40 (fifth option).

See id. PP 41-43 (sixth option).

See id. P 30 (second option).

Barcelona Traction, 1970 1.C.J. at 7.

Id. at 24-25 (noting shares claim by Belgium in its pleadings).

Just after World War II, the Spanish government refused Barcelona Traction the foreign currency it needed to meet
sterling-denominated interest payments. Spanish holders of the company’s sterling debt asked a Spanish court to find Barcelona
Traction bankrupt, which it did without notifying the company or providing it representation during the proceedings. Id. at 9. In an
auction, a newly-formed Spanish company bought the remaining assets. Id. at 10. Belgium claimed that the company’s attempts to
contest the bankruptcy or get compensation in Spanish courts were futile. Id.

Id. at 10.

Id.

International law treatises seemed to acknowledge the existence of a genuine link requirement before Barcelona Traction, though
no one test seemed dominant among the many used: siége social, domicile, incorporation, control, beneficial interest, and
responsibility. See, e.g., Georg Schwarzenberger, International Law 391, 393-412 (3d ed. 1957).

Barcelona Traction, 1970 1.C.J. at 32-33. The ICJ disposed of the case on the issue of Belgium’s standing to bring a claim.

Nottebohm Case (Second Phase) (Liech. v. Guat.) 1955 I.C.J. 4 (Apr. 6) [hereinafter Nottebohm)].

Compare, e.g., Mann, supra note 2, at 269 (suggesting Nottebohm should have influenced Barcelona Traction) with Herbert W.
Briggs, Barcelona Traction: The Jus Standi of Belgium, 65 Am. J. Int’l. L. 327, 342--43 (criticizing Judges Fitzmaurice, Jessup,
and Gros, each of whom delivered a separate opinion, for trying to apply Nottebohm to Barcelona Traction).
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23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

In fact, the ICJ’s holding was much narrower. It applied the genuine link requirement to naturalization, not birth or other ways of
acquiring nationality. See Nottebohm, 1955 1.C.J. at 16-17, 24-26. The ICJ deemed it unfair to let Lichtenstein, which had no
genuine links to Mr. Nottebohm and had bypassed its own residence requirement for naturalization, “protect Nottebohm in a claim
against Guatemala,” where he had lived for thirty-four years. See First Report on Diplomatic Protection, supra note 3, PP 106-109.

Nottebohm, 1955 I.C.J. at 17 (“The Court does not propose to go beyond the limited scope of the question which it has to decide,
namely whether the nationality conferred on Nottebohm can be relied upon as against Guatemala in justification of the proceedings
instituted before the Court.”).

Barcelona Traction, 1970 I.C.J. at 42.

1d. (asserting that there could be “no analogy with the issues raised or the decision given in [Nottebohm]”). See also Fourth Report
on Diplomatic Protection, supra note 7, P 18 (“The Court’s handling of the relevance of the Nottebohm case to the diplomatic
protection of companies is far from satisfactory.”).

Barcelona Traction, 1970 1.C.J. at 42.

Id. at 184 (separate opinion of Judge Jessup).

1d.

Id. at 42.

Id. Examples of the “manifold” links identified by the Court include the fact that the Barcelona Traction company remained
incorporated in Canada for fifty years, maintained its “accounts and its share registers” in Canada, held board meetings there, and
was “listed in the records of the Canadian tax authorities.” Id.

Under Article 38(1) of the Statute of the International Court of Justice, the ICJ may resolve cases by referring to “general
principles of law recognized by civilized nations.” Statute of the International Court of Justice art. 38, para. 2, 9 Stat. 1031, TS No.
993, 1976 U.N.Y.B. 1052.

Barcelona Traction, 1970 1.C.J. at 34-39.

Id. at 34-35.

Id. at 39.

1d.

1d. at 40-45. The ICJ considered only two exceptions to the rule of incorporation: when the company “ceased to exist” and when
the company’s state of incorporation “lack[s] capacity to take action on its behalf.” Id. at 40. Another basis for admissibility of a
claim, but not an exception to the general rule, is when shareholders suffer a direct injury, but Belgium did not make this argument.
Id. at 36-37.

1d. at 42 (emphasis added).

Annex 138



BARCELONA TRACTION IN THE 21ST CENTURY ..., 42 Stan. J. Int’l| L. 237

40

41

42

43

44

45

46

47

48

49

50

51

52

53

1d. at 49.

1d.

See id. at 64, 114, 161 (separate opinions of Judges Fitzmaurice, Tanaka, Jessup). See also id. at 334 (dissenting opinion of Judge
Riphagen).

See generally id. at 243 (separate opinion of Judge Nervo). Specifically, Judge Nervo argues that, “[i]t is not the shareholders in
those huge corporations who are in need of diplomatic protection; it is rather the poorer or weaker States, where the investments
take place, who need to be protected against encroachment by powerful financial groups, or against unwarranted diplomatic
pressure from governments ... Id. at 248. He also criticizes the use of arbitral tribunal decisions as state practice because
agreements establishing such tribunals were “on many occasions concluded under pressure, by political, economic or military
threats.” Id. at 246.

See generally id. at 286 (separate opinion of Judge Ammoun). “The opposition of the new or developing states, whose determinant
influence on the development of international law and on the formation of its rules is already well-known, would in addition be
much stronger as to the admission of a legal rule which would authorize the extension of diplomatic protection, beyond the
interests of shareholders who have suffered injury by the act of a third States, to the interests of the general economy of the
national State of the latter ....” Id. at 331.

See generally id. at 222 (separate opinion of Judge Morelli). Judge Morelli argues that minimum standards of investment treatment
were “analogous to the rules of international law concerning the protection of human rights” but could not be part of that corpus of
binding law because minimum standards of treatment concerned matters of “fundamental importance, such as ... life or liberty, and
never interests of a purely economic nature.” Id. at 232.

Stanley D. Metzger, Nationality of Corporate Investment Under Investment Guaranty Schemes--The Relevance of Barcelona
Traction, 65 Am. J. Int’l. L. 532, 534-37 (1971).

Schwarzenberg, supra note 19; see also lan Brownlie, Principles of Public International Law 482--95 (5th ed. 1998).

See Richard B. Lillich, The Rigidity of Barcelona, 65 Am. J. Int’l. L. 522 (1971) (arguing that the ICJ analyzed state practice
incorrectly to decide customary law in Barcelona Traction).

See generally Metzger, supra note 45.

Id. at 487-88. According to Brownlie, Switzerland and Italy require only a majority shareholding by nationals of the state, but he
cites no sources for this. See id.

See Brownlie, supra note 46, at 487.

See U.N. Int’l L. Comm’n, Report of the International Law Commission, 56th Sess., U.N. Doc. A/59/10 at 13 (May 3--June 4 and
July 5--Aug. 6, 2004) [hereinafter 2004 ILC Report]. Diplomatic protection was originally conceived of as being part of the project
to codify draft articles on state responsibility. Id. at 22-23. Eventually, however, the ILC agreed to analyze diplomatic protection in
a separate undertaking. Id. at 23.

Fourth Report on Diplomatic Protection, supra note 7, at 11.

See id. at 12-20; see also supra notes 7-13 and accompanying text.
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54

55

56

57

58

59

60

61

63

64

65

66

67

68

Id. at 11.

Id. at 11-12. The Special Rapporteur noted with dismay that all but one of the delegates were from developed states, but that
developing states would be unlikely to favor a rule more likely to result in recovery for shareholders from developed states. Id. at
12.

See id. at 20.

See id. at 20-21 (on draft articles of nationality for legal persons):

Article 17. (1) A State is entitled to exercise diplomatic protection in respect of an injury to a corporation which has the nationality
of that State. (2) For the purposes of diplomatic protection, the State of nationality of a corporation is the State in which the
corporation is incorporated [and in whose territory it has its registered office].

Article 18. The State of nationality of the shareholders in a corporation shall not be entitled to exercise diplomatic protection on
behalf of such shareholders in the case of an injury to the corporation unless: (a) The corporation has ceased to exist in the place of
its incorporation; or (b) The corporation has the nationality of the State responsible for causing injury to the corporation.

Article 19. Articles 17 and 18 are without prejudice to the right of the State of nationality of shareholders in a corporation to
protect such shareholders when they have been directly injured by the internationally wrongful act of another State.

Article 20. A State is entitled to exercise diplomatic protection in respect of a corporation which was incorporated under its laws
both at the time of the injury and at the date of the official presentation of the claim [provided that, where the corporation ceases to
exist as a result of the injury, the State of incorporation of the defunct company may continue to present a claim in respect of the
corporation].

Id. at 20 (brackets in original).

2004 ILC Report, supra note 51, at 49 (emphasis added).

1d. at 50.

Id. at 51.

Id.

1d.

Id. at 52.

Barcelona Traction, 1970 1.C.J. at 42.

2004 ILC Report, supra note 51, at 51 (noting that “‘[c]lose and permanent connection,” the language employed by the [ICJ] to
describe the link between the Barcelona Traction company and Canada, is not used as this would set too high a threshold for the
connecting factor”).

1d. at 49.

Id. at 52.
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69

70

71

72

73

74

75

76

77

78

79

80

2004 ILC Report, supra note 51, at 17.

Under the traditional approach, there are two conditions that must be met to show that a rule exists under customary international
law. North Sea Continental Shelf (Fed. Rep. Germ. v. Denmark) 1969 1.C.J. 3, 44 (Feb. 20). The first requirement is state practice,
that is that the actions of states, cited in support a given rule of law, must be so frequent or habitual as to “amount to a settled
practice.” Id. The second requirement is opinio juris, or evidence that states that engaged in actions constituting “settled practice”
subjectively believed that they “were conforming to what amounts to a legal obligation.” Id.

See Barcelona Traction, 1970 1.C.J. at 32-50. The analysis of corporate nationality included multiple references to past PC1J and
ICJ cases but not one mention of state practice in diplomatic protection. Apparently the ICJ dismissed an analysis of custom
without any reference to it at all. Id.

See, e.g., Metzger, supra note 45, at 542--43 (summarizing nationality requirements for investment guarantee schemes).

See, e.g., David J. Bederman, Interim Report on “Lump Sum Agreements and Diplomatic Protection,” International Law
Association: Second Report of the Committee on Diplomatic Protection of Persons and Property 3 (2002) (assessing a wide variety
of lump-sum agreements from 1975-95).

Interview with Anonymous Attorney-Advisor, U.S. Department of State (Nov. 3, 2001) (notes of interview on file with author).
But see First Report on Diplomatic Protection, supra note 3, at 15-16 (observing that international tribunals have distinguished
“diplomatic action” from the institution of judicial proceedings, while legal scholars have embraced a multiplicity of
actions--anywhere from negotiation to the use of force--as within the rubric of diplomatic protection).

Interview with Anonymous Attorney-Advisor, supra note 74.

See George T. Yates III & Thomas E. Carbonneau, International Claims: Contemporary Belgian Practice, in International Claims:
Contemporary European Practice 96 (Richard B. Lillich & Burns H. Weston eds., 1982) (arguing that states should publicize their
claims practice so that the ICJ will be forced to “give more consideration to state practice in future cases” and to make it “more
difficult to ignore as part of the customary rules of international law”).

See Anthea Elizabeth Roberts, Traditional and Modern Approaches to Customary International Law: A Reconciliation, 95 Am. J.
Int’l L. 757, 767 (2001) (noting that “[t]raditional custom is meant to be based on general and consistent state practice, but
selective analysis inheres in this approach because of the impossibility of thoroughly analyzing the practice of almost two hundred
states.”).

See Richard D. Kearney, Diplomatic Protection of United States Foreign Investments, in International Project Finance: 1975 Ford.
Corp. L. Inst. 243, 246-50 (1975) (observing that, as the number of developing states grew during the 1960s and 1970s, there was
gradual erosion of an agreement over the validity of diplomatic protection for the expropriation of property to be accompanied by
“prompt, adequate and effective” compensation). See also Thomas M. Franck, Fairness in the International Legal and Institutional
System, 240 Recueil des cours 442, 442 (1993) (“[TThe gap between developed and developing countries is [a] ... central ...
element of the fairness problematic ...”).

See Roberts, supra note 77, at 768 (“New, developing, and socialist states have objected to customs as having been created by
wealthy European and imperialist powers. Instead of being apolitical, traditional custom is arguably hegemonic, ideologically
biased, and a legitimating force for the political and economic status quo. For example, new states are bound by existing customs
even though they did not participate in their formation.”).

See id. at 767 (noting that traditional custom, often based on the practice of less than a dozen states, leads to a “democratic deficit”
and that “a majority of states rarely participate in the create of customs that limit their sovereignty”).
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81

82

83
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92

93

94

95

See infra Appendix I: State Practice. The state practice catalogued in the appendix comes almost exclusively from various national
yearbooks of international law and secondary sources quoting or citing official announcements.

With lump-sum agreements, the respondent state pays a fixed sum to the claimant, usually because the two states must settle many
claims at once. The claimant state then distributes portions of the payment to its injured nationals. See Burns H. Weston, et al.,
International Claims: Their Settlement by Lump Sum Agreements, 1975-1995, 3-4 (1999).

See The Declaration of the Government of the Democratic and Popular Republic of Algeria Concerning the Settlement of Claims
by the Government of the United States of America and the Government of the Islamic Republic of Iran, U.S.-Iran, art. VII, Jan.
18, 1981, 20 I.L.M. 223. See also Brownlie, supra note 46, at 487 n.62 (listing relevant Iran-U.S. Claims Tribunal decisions
dealing with rules of nationality).

See The Secretary-General, Report of the Secretary-General Pursuant to Paragraph 19 of Security Council Resolution 687,
delivered to  the  Security  Council, U.N. Doc. S/22559 (May 2, 1991), available at  http:/
www2.unog.ch/uncc/resolutio/res22559.pdf (establishing the United Nations Compensation Commission).

See infra note 217 and accompanying text.

See Barcelona Traction, 1970 1.C.J. at 40 (rejecting the invocation by both Spain and Belgium of lump-sum arrangements as
evidence of state practice).

Private settlements of claims and agreements that states understand not to be based on law are not relevant to an analysis of
customary law. See Bederman, supra note 73, at 6.

“Since World War II, approximately 95 percent of international claims have been handled by the lump-sum settlement-national
claims commission process.” See Weston, et al., supra note 82, at 4.

See Yates & Carbonneau, supra note 76, at 96 (arguing that lump-sum agreements and claims commissions are relevant state
practice and are not sui generis arrangements or lex specialis, as held by the ICJ in Barcelona Traction).

See Bederman, supra note 73, at 5 (noting that on the issue of full or partial compensation, tribunals have not regarded lump-sum
agreements as a source of state practice because “the precise settlement amounts for lump-sum claims do reflect a process of
negotiation and conciliation”).

See infra Appendix I. The commentary on each state notes when evidence of lump-sum agreement is available. Of six countries for
which information on lump-sum agreements and claim espousal are available, five states (Belgium, France, Switzerland, the
United Kingdom, and the United States) use the same rule for both, and for one state (Australia), it was unclear. See id.

See infra Appendix I, Part B.4, B.12. Both Canada and the United States accept lump-sum agreements as evidence of state practice.

See Barcelona Traction, supra note 71 and accompanying text.

See Hans Wassgren, The UN Compensation Commission: Lessons of Legitimacy, State Responsibility and War Reparations, 11
Leiden J. Int’l L. 473-74 (1998). But see David J. Bederman, The United Nations Compensation Commission and the Tradition of
International Claims Settlement, 27 N.Y.U. J. Int’l L. & Pol. 1, 42 (1994) (defending UNCC decisions as relevant to state practice).

United Nations Compensation Commission Governing Council, Decision taken by the Governing Council of the United Nations
Compensation Commission 10 at the 27th meeting, 6th sess., Art. 5(1)(b), U.N. Doc S/AC.26/1992/10 (June 26, 1992).
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See United Nations Compensation Commission UNCC Governing Council, Decision taken by the Governing Council of the
United Nations Compensation Commission during its second session, at the 15 meeting held on 18 October 1991, Rule (f), U.N.
Doc S/AC.26/1991/4 (Oct. 23, 1991) (“Shareholders of a corporation which [is not able] [because of its nationality, is not eligible]
to claim for its losses, may claim for losses with respect to that corporation.”) (brackets in original). The context does not indicate
if “is not able” means that a corporation may not bring a claim because it is legally defunct or because it has no genuine links to the
state of registration, which Barcelona Traction rejected. It is even less clear what “because of its nationality, is not eligible” means,
although it most likely exists to exclude the claims of Iraqi companies.

See also Charles N. Brower & Jason D. Brueschke, The Iran-United States Claims Tribunal 631, 635 (1998) (observing that the
Iran-U.S. Claims Tribunal contributed greatly to public international law by deciding many more cases than the ICJ and by
applying customary law on state responsibility, diplomatic protection, and rules of nationality).

See Algiers Accord, supra note 83, art. VII(1)(b) (defining a corporation as a national of the United States or Iran if “it is organized
under the laws of Iran or the United States or any of its states or territories, the District of Columbia or the Commonwealth of
Puerto Rico, [and] if, collectively, natural persons who are citizens of such country hold, directly or indirectly, an interest in such
corporation or entity equivalent to fifty per cent or more of its capital stock™).

It is, for instance, not clear whether the Ethiopia-Eritrea Claims Commission has articulated rules for nationality. See Agreement
Between the Government of the Federal Democratic Republic of Ethiopia and the Government of the State of Eritrea, Dec. 12,
2000, art. 5(8), 2138 U.N.T.S. 94, available at http://www.pca-cpa.org/ENGLISH/RPC/EEBC/E-E%20Agreement.html (allowing
for state to make claims on behalf of natural or juridical persons, which are not defined).

See Anthony D’Amato, The Concept of Custom in International Law 104 (1971) (“What has not been sufficiently recognized in
the literature of international law is a secondary, yet significant, effect of treaties. Not only do they carve out law for the immediate
parties, but they also have a profound impact upon general customary law for nonparties. For a treaty arguably is a clear record of a
binding international commitment that constitutes the ‘practice of states’ and hence is as much a record of customary behavior as
any other states act or restraint. International tribunals have clearly recognized this effect of treaties upon customary law ....”).
D’Amato further argues that treaties have an independent effect on the formation of a customary rule. If they were only relevant to
the extent that they reflected existing customary law, then they would be superfluous--why not refer to the other state practice?
Therefore, treaties themselves constitute a kind of state practice. See id. at 115.

See id. at 165 (“Moreover, changing law by treaty affords states a positive alternative for combating what they think are outmoded
rules of customary law. Dissatisfied with the underlying customary law, two or more states enter into a treaty which changes the
law for them and which becomes a factor in changing the law for all. Were it not for this process, boosted in recent years by the
International Law Commission, international law would be deprived of most of its modern content.”).

See Gennady Pilch, The Development and Expansion of Bilateral Investment Treaties, 86 Am. Soc’y Int’l L. Proc. 532, 534 (1992)
(reporting on remarks by panelist Kenneth Vandevelde, former member of the negotiating team for the U.S. BITs program at the
Office of the Legal Adviser for the Department of State, that the U.S. started the BITs program to build state practice in support of
a customary rule favoring prompt and effective compensation for expropriations of foreign-owned property).

See D’Amato, supra note 100, at 113, 114 (“[The ICJ] clearly relied upon treaties as precedential facts for deriving a rule of
custom that has become known as the ‘genuine link’ rule in cases of nationality.”).

See id. at 105.

See id. at 109 (“An easy example of a non-generalizable provision found in nearly every treaty is the clause, usually at its end,
providing for specific means of ratification.”).
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Id. at 109.

Jeswald W. Salacuse & Nicholas P. Sullivan, Do BITs Really Work?: An Evaluation of Bilateral Investment Treaties and Their
Grand Bargain, 46 Harv. Int’l L.J. 67, 71 (2005) (“Due to the inadequacy of customary international law, capital-exporting nations
since World War II have made efforts to create international rules to facilitate and protect the investments of their nationals and
companies abroad.”).

See infra Appendix I tbl.1 (Canada, France, Germany, the Netherlands, Taiwan, the United Kingdom, and the United States).

See id. (Australia, Belgium, Italy, and Switzerland).

See supra note 55 and accompanying text.

See infra Appendix 1.C. Before Barcelona Traction, Belgium, Canada and the United States espoused claims on behalf of
shareholders in companies incorporated in a third country. None of these countries now do this. France seemed to use the seat test
exclusively but after Barcelona Traction changed its practice to espouse claims on behalf of companies incorporated in France but
with their seat elsewhere. Italy, before Barcelona Traction, seemed to use, non-exclusively, the seat, control, and incorporation
tests. See id. at C.7.

See id. (Australia and Taiwan).

See id. (France, Germany and the Netherlands). Unlike Germany or the Netherlands, France primarily uses the seat test but, after
Barcelona Traction, will espouse claims on behalf of companies which are only incorporated in France. It is unclear whether
France will espouse claims on behalf of companies with their seat in France but incorporated elsewhere, although no evidence
suggests that they currently do. See id. at Part A.5.

See id. (United States).

See id. (United Kingdom).

See id. (Belgium, Italy and Switzerland). Switzerland uses the control test, regardless of incorporation, but will also espouse claims
on behalf of companies with their seat or incorporation in Switzerland. See id. at Part A.9.

See id. Austria refers exclusively to seat. See id. at Part A.2.

See id. at Part A.9.

See Lucius Caflisch, International Claims: Contemporary Swiss Practice, in International Claims: Contemporary European Practice
139 (Richard B. Lillich & Burns H. Weston eds., 1982) (citing works by two others and a Swiss Foreign Ministry legal opinion of
1978 criticizing Swiss practice for being bound to criteria of control and of predominant interest, as imposed by international law).

See infra Appendix I at Part A.2.

Belgium and Italy will espouse claims for companies with a seat in their territory even if they are incorporated elsewhere. See id. at
Part A.3, A.7. Ian Brownlie observes that Italy also occasionally uses the control test, but does not seem to cite anything supporting
this proposition. See Brownlie, supra note 46, at 487.
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See supra notes 26-27 and accompanying text.

See id. at Part A.12.

See D’Amato, supra note 100, at 97 (“[A]n ‘illegal’ act by a state contains the seeds of a new legality. When a state violates an
existing rule of customary international law, it undoubtedly is ‘guilty’ of an illegal act, but the illegal act itself becomes a
disconfirmatory instance of the underlying rule. The next state will find it somewhat easier to disobey the rule, until eventually a
new line of conduct will replace the original rule by a new rule.”).

Certainly, the ILC’s addition of alternative “connecting factors,” such as “seat of management or other some similar connection”
represents progressive development of the law. See 2004 ILC Report, supra note 51, at 49.

See id. at 49--52. The ILC does not suggest that Article 9, which defines corporate nationality for diplomatic protection claims, is
based on customary international law. By contrast, in discussing Article 14, the exhaustion of domestic remedies requirement, the
ILC did say that it was simply “codify[ing] the rule of customary international law ....” Id. at 68.

See Briggs, supra note 22, at 327. See also Georges Abi-Saab, The International Law of Multinational Corporations: A Critique of
American Legal Doctrines, in Third World Attitudes Toward International Law: An Introduction 549 (Frederick E. Snyder &
Surakiart Sathiraithai eds., 1987).

299

See Mann, supra note 2, at 272 (“There is much academic support for a system of ‘functional nationalities.””); Francisco Orrego

Vicuila, Liber Amicorum: Ibhrhim Shihata 509-13 (2000).

Barcelona Traction, 1970 I1.C.J. at 33.

Id. at 49.

See Metzger, supra note 45, at 532.

Article 4 of the ILC draft articles on diplomatic protection suggested making the exercise of diplomatic protection obligatory for
jus cogens violations. First Report on Diplomatic Protection, supra note 3, at 27. However, Article 4 was largely rejected by the
ILC. See Report of the International Law Commission, at 155, U.N. GAOR, 52nd Sess., Supp. No. 10, U.N. Doc. A/55/10 (2000)
[hereinafter 2000 ILC Report].

See 1 Encyclopedia of Public International Law 116-17 (Max Planck Inst. for Comp. Public Law and Int’l Law ed., 1992).

Despite this glaring fact, the ICJ wrote that Barcelona Traction had a “close and permanent connection” with Canada. See
Barcelona Traction, 1970 1.C.J. at 42; cf. 2000 ILC Report, supra note 132, at 162.

See supra note 52 and accompanying text.

1 Encyclopedia of Public International Law, supra note 133, at 116 (noting that a claimant state may use “diplomatic protection as
a tool for promoting other political or economic interests”).

Recent examples of such abuses--at least on behalf of natural persons--include the U.S. armed interventions in Grenada in 1983
and Panama in 1989. See Marion Nash Leich, Contemporary Practice of the United States Relating to International Law:
Protection of Nationals, 78 Am. J. Int’l L. 200, 200-04 (1984) (summarizing the State Department’s legal justification for the
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American intervention in Grenada); see also Marion Nash Leich, Contemporary Practice of the United States Relating to
International Law: Use of Force, 84 Am. J. Int’l L. 545 (1990) (summarizing the State Department’s legal justification for the
American intervention in Panama).

The ICJ’s Breard case provides an interesting example outside of the diplomatic protection context of how states link unrelated
issues. See Margaret Mendenhall, A Case for Consular Notification: Treaty Obligation as a Matter of Life or Death, 8 Sw. J.L. &
Trade Am. 335, 343 n.68 (2001-02). Paraguay asked the ICJ for provisional measures to stop the execution of Breard, a national of
Paraguay, in the United States, until the ICJ could determine if Breard’s conviction had violated the Vienna Convention on
Consular Relations. The ICJ indicated provisional measures, but the United States (the state of Virginia) executed Breard anyway.
Paraguay intended to proceed with the ICJ case on the merits, but removed the case from the ICJ’s docket after the United States
removed Paraguay from a blacklist of intellectual property violators. 1d.

See Ko Swan Sik, Chronicle of Events and Incidents Relating to Asia with Relevance to International Law, 7 Asian Y.B. Int’l L.
391, 424 (1997):

It was reported in October 1996 that the efforts since 1991 to reach an agreement on [a U.S.-Hongkong investment promotion and
protection accord] had not yet materialized. One of the toughest differences involved the ‘denial of benefits’ provision, which
would entitle the U.S. to withhold investment protection from a company deemed to be using Hongkong as a base merely to
benefit from the treaty (‘treaty shoppers’). The U.S. was concerned that companies from China, which is no WTO member, would
pose as Hongkong companies and would benefit from the treaty in case of their investing in the US.

For instance, in Nottebohm, Lichtenstein, the country offering diplomatic protection, relaxed its own naturalization standards to
make Mr. Nottebohm a national. Nottebohm, 1955 [.C.J. at 15-16.

Judge Jessup used this potential abuse to justify the traditional rule of continuity of nationality in diplomatic protection claims. See
Barcelona Traction, 1970 1.C.J. at 189 (separate opinion of Judge Jessup) (“If a powerful State should seek to attract corporations
to incorporate under its laws so that it could claim them as nationals even though the corporations had no further connection with
that State, this Court should not ‘regard itself as bound by the unilateral act’ of that State.”).

See Report of the International Law Commission, at 512, UN. GAOR, 53rd Sess., Supp. No. 10, U.N. Doc. A/55/10 (2001)
[hereinafter 2001 ILC Report].

Mr. Nottebohm may not have obtained Lichtensteinian nationality solely to avoid the expropriation of his property; he may also
have wished to avoid internment as a German national during World War II. Despite changing nationality, Mr. Nottebohm was
arrested in 1943 and deported to the United States, where he was interned for two years. While he was in the United States,
Guatemala expropriated all of his property. See Nottebohm, 1955 I.C.J. at 34 (dissenting opinion of Judge Read).

2001 ILC Report, supra notel41, at 512 (“[I]t was disputed that States would allow themselves to be abused easily as many had
adopted complex procedures for the acquisition of nationality.”).

Nationality requirements can serve to “define and strictly to limit the number and aggregate values of claims that a state may
espouse.” D. Christopher Ohly, A Functional Analysis of Claimant Eligibility, in International Law of State Responsibility for
Injuries to Aliens (Richard D. Lillich, ed.), at 284.

See First Report on Diplomatic Protection, supra note 3, at 34. The ILC ultimately rejected this article. See 2000 ILC Report, supra
note 132, at 156--58.

See First Report on Diplomatic Protection, supra note 3, at 57--60.

See 2001 ILC Report, supra note 141, at 509-11.

See First Report on Diplomatic Protection, supra note 3, at 34-41.
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Id. at 10 (“As long as the State remains the dominant actor in international relations, the espousal of claims by States for the
violation of the rights of their nationals remains the most effective remedy for the promotion of human rights. Instead of seeking to
weaken this remedy by dismissing it as an obsolete fiction that has outlived its usefulness, every effort should be made to
strengthen the rules that comprise the right of diplomatic protection.”).

See, e.g., 2000 ILC Report, supra note 132, at 156 (noting that Article 4 of the First Report on Diplomatic Protection was “de lege
ferenda and not supported by evidence in State practice” and that no evidence of opinio juris was provided).

See, e.g., id. at 157 (“Diplomatic protection was clearly not recognized as a human right and could not be enforced as such. It was
stressed again that a distinction must be made between human rights and diplomatic protection, since, if the two were confused,
more problems might be raised than solved.”).

Orrego Vicuia, supra note 128, at 524-25. He writes that one of the “current or prospective international trends” is that “[c]ontrol
of a foreign company by shareholders of a different nationality, generally expressed in a fifty percent ownership of its capital stock
or such other proportion needed to control the company, may entitle the State of nationality of such shareholders to exercise
diplomatic protection on their behalf or otherwise to consider the company as having its nationality.”

Id. at 507.

Id. at 507--08.

1d. at 507 (‘[E]conomic rights are also considered today to be a part of human rights, justifying liberal mechanisms of protection. ).

See id. at 507-08 (noting, after discussing changes in human rights law and the laws protecting investments, that “different areas of
the law might follow different rules and requirements as to their protection ... but the underlying premise is always the same; that is
the assertion of the rights of the individual in their own merit.”).

See International Covenant on Civil and Political Rights, Dec. 6, 1966, art. 1(2), 6 I.LL.M. 368, 999 U.N.T.S. 171 [hereinafter
ICCPR] (“All peoples may, for their own ends, freely dispose of their natural wealth and resources without prejudice to any
obligations arising out of international economic co-operation, based upon the principle of mutual benefit, and international law. In
no case may a people be deprived of its own means of subsistence.”).

See International Covenant on Economic, Social and Cultural Rights, Dec. 19 1966, art. 11(1), 6 L.LL.M. 360, 993 U.N.T.S. 3
[hereinafter ICESCR] (“The States Parties to the present Covenant recognize the right of everyone to an adequate standard of
living for himself and his family, including adequate food, clothing and housing, and to the continuous improvement of living
conditions. The States Parties will take appropriate steps to ensure the realization of this right, recognizing to this effect the
essential importance of international co-operation based on free consent.”).

U.S. Const. amend. V (“No person shall be ... deprived of ... property, without due process of law; nor shall private property be
taken for public use, without just compensation.”).

See ICESCR, supra note 158, art. 2(3) (“Developing countries, with due regard to human rights and their national economy, may
determine to what extent they would guarantee the economic rights recognized in the present Covenant to non-nationals.”).

States asserted diplomatic protection claims on behalf of legal persons in both ELSI and Barcelona Traction. See Case Concerning
Elettronica Sicula S.p.a. (ELSI), 1989 1.C.J. 15, 17 (July 20) (noting that the U.S. brought claim on behalf of Raytheon, majority
shareholder in ELSI); see also Barcelona Traction, 1970 1.C.J. at 7 (noting that Belgium espoused claim on behalf of holding
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company Sidro, majority sharecholder in Barcelona Traction).

Judge Morelli, in his separate opinion to Barcelona Traction, found such a proposition “unacceptable.” See Barcelona Traction,
1970 I1.C.J. at 239 (dissenting opinion of Judge Morelli) (“It is the very idea behind such reasoning which ... is unacceptable: the
idea that international law must necessarily offer some kind of protection to shareholders’ interests. There is nothing necessary
about such protection; it exists only within the limits and on the conditions which are fixed by international law itself.”).

See Burns H. Weston, The New International Economic Order and the Deprivation of Foreign Proprietary Wealth: Some
Reflections upon the Contemporary International Law Debate, in International Law of State Responsibility for Injuries to Aliens 90
(Richard B. Lillich ed., 1983) [hereinafter NIEO] (noting that the developed countries, representing 26% of the world population,
earn 79% of the world’s GNP, while the developing countries, 74% of the world population, produces only the remaining 21% of
global GNP).

Georges Abi-Saab, The Newly Independent States and the Rules of International Law: An Outline, 8 Howard L.J. 95, 115 (1962)
(noting that developing states do not want to “widen the scope of potential intervention” by developed states, and that the argument
that developing states benefit from the rules of state responsibility reflects only a “hypothetical reciprocity” that does not apply to
developing states, which do not have appreciable numbers of nationals in developed countries).

See Abi-Saab, supra note 127, at 549-50.

Id.

1d.

1d.

Id.

1d.

See id. at 552.

Id. at 563.

See also Ohly, supra note 144, at 284 (noting that nationality requirements can serve to “define and strictly to limit the number and
aggregate values of claims that a state may espouse.”).

Abi-Saab, supra note 127, at 570-71.

Id. at 571.

See A.A. Fatouros, Transnational Enterprise in the Law of State Responsibility, in State Responsibility for Injuries to Aliens, supra
note 144, at 377 (“It has not been shown what substantive difference the presence or absence of such a formal link [i.e., as required
by Barcelona Traction] makes, from the point of view of the behavior of the enterprise in the host country or from that of the
interests of the host country.”).
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See Franck, supra note 78, at 442. “One need not be an economist to be able to predict that investment by rich, developed
economies in poor, underdeveloped ones is likely to give rise to social and political tensions capable of vitiating any potential
economic benefits. Both the exporter and the importer of capital and technology may harbour false or exaggerated expectations.
The former may believe that the mere act of investing in an underdeveloped country should make it the object of gratitude and
protect it form all risk of State intervention in its high-risk venture. The latter may see the investor as little more than a thinly
disguised emissary of an exploitative colonial regime, unconcerned with the social problems of a society to which it owes no
loyalty.”

See id. at 484 (“Fairness, in the law pertaining to foreign investments, is important not merely because it is a moral requisite, but
because, in its absence, a major source of development capital would dry up, magnifying and perpetuating the unfairness of the
existing inequalities between rich and poor. Thus there is a double imperative driving the search for a fairness consensus.”).

See U.N. Development Program, Integrating Human Rights with Sustainable Human Development (Jan. 1998) available at http://
magnet.undp.org/Docs/policy5.html (arguing that human rights and sustainable development are “interdependent and mutually
reinforcing.”). See also The World Bank, Development and Human Rights: The Role of the World Bank 3 (1998) ( “Through its
support of primary education, health care and nutrition, sanitation, housing, and the environment, the bank has helped hundreds of
millions of people attain crucial economic and social rights. In other areas, the Bank’s contributions are necessarily less direct, but
perhaps equally significant.... the Bank contributes to building environments in which people are better able to pursue a broader
range of human rights.”).

See Weston, supra note 163, at 107 (noting that the issue of compensation for wrongful acts is likely to be only “marginally
relevant” to redistribution of global wealth (quoting Farer, The United States and the Third World: A Basis for Accommodation,
54 Foreign Aff. 79, 84)).

Fatouros, supra note 176, at 377 (criticizing Abi-Saab as advocating the “manipulation of essentially procedural requirements
(more precisely, rules concerning conditions of access) to reach results desirable in terms of substantive law.”).

See Abi-Saab, supra note 127, at 551.

Fatouros, supra note 176, at 378 (arguing that developing states have little to gain by clinging legal formalities, as “their interest
lies in promoting the law’s piercing the veil of procedural and formal requirements to look at the actual substances of
relationships.”).

Id. at 377 (“[Transnational Enterprises] and their home countries ... are left free to exercise their not inconsiderable ingenuity to
find ways by which they can bypass or even harness to their own uses the international law requirements concerning access. The
more such requirements are divorced from substantive law principles and rules, the easier it is to manipulate them in whichever
direction--and this gives an advantage to the party with more legal talent and resources at its disposition.”).

United Nations Conference of Trade and Development, Trends in International Investment Agreements: An Overview 16 (1999)
[hereinafter Investment Trends]:

The first post-war years were marked by large-scale nationalizations of key industries, affecting foreign as well as domestic firms,
not only in the countries that became part of the socialist bloc, but also in Western Europe .... As colonial territories began to
acquire their independence, moreover, takings of foreign-owned property multiplied. For many of the countries emerging into
political independence, but also for some of the economically weaker States that had been independent for some time, a principle
political and economic goal was to regain national control over their natural wealth and their economy.

See id. at 18 fig. 1 (noting that from 1970-74, there was an average of over 50 nationalizations each year).

See id. at 22.
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See id.

See id. at 23 (“[T]he developing countries’ demands for a radical restructuring of the world trading and financial system, under the
banner of the creation of a New International Economic Order, found formal expression in a series of programmatic texts
embodied in General Assembly resolutions, adopted by large majorities, but not without dissent.”).

G.A. Res. 3201(S-VI) (1974).

G.A. Res. 3281 (XXIX) (1974).

1d. art. 2(a).

1d. art. 2(c).

Weston, supra note 163, at 95.

See Osita C. Eze, Legal Structures for the Resolution of International Problems in the Domain of Private Foreign Investment: A
Third World Perspective Now and in the Future, 9 Georgia J. Int’l & Comp. L. 535, 541 (1979) (“The Charter of Economic Rights
and Duties of States, voted against by the majority of western capital exporting countries, confirmed this Third World posture ....”).

Weston, supra note 163, at 95.

See id. at 110 (noting that the resolutions “reflect both a profound (and by no means wholly unwarranted) belief that the present
world order systematically discriminates against the interests of the poor and an equally profound (and by no means wholly
unwarranted) conviction that there is no way to reverse this state of affairs except by challenging head-on the criteria, rules, and
procedures by which that order, in particular its economic parts, have operated heretofore.”).

See Investment Trends, supra note 185, at 29.

Id. at 18 fig. 1 (noting that, from 1980-92, on average, fewer than 5 nationalizations took place every year).

Id. at 30.

See Amr A. Shalakany, Arbitration and the Third World: A Plea for Reassessing Bias Under the Specter of Neoliberalism, 41
Harv. Int’l L.J. 419, 420 (2000) (“[A] ‘paradigm shift’ has taken place in the terms of Third World oppositional engagements with
the mainstream in international law, and the NIEO agenda for redistribution has been replaced by alternative Third World
oppositional claims for cultural recognition.... Today, cries of foul play over arbitration are neither as vociferous nor as troubling as
they were up to the end of the last decade.”).

See Fabienne Fortanier & Maria Maher, Foreign Direct Investment and Sustainable Development, 79 Fin. Market Trends 107, 109
(2001) (citing OECD statistics that in 1999 indicated that OECD states--the group of the most economically developed
states--accounted for 92% of all world foreign direct investment outflows, totaling $799 billion, and 77% of all inflows, totaling
$865 billion).

See id. at 127 n.1 (noting that in 1999, the world average ratio of FDI to GDP was 14%, but that this ratio reached 20% for
countries like Colombia and Venezuela, 40% for Chile, 67% for Malaysia, and nearly 86% for Singapore).
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United Nations Conference of Trade and Development, World Investment Report 2002: Transnational Corporations and Export
Competitiveness 12 fig. 1.7 (2002). In 1990, foreign aid was the single largest source of resource flows, accounting for the
majority of flows, to developing states. In 1994, foreign direct investment became the single largest sources of flows, and by 1996,
it accounted for the majority of flows to developing states.

See infra Appendix II: Investment Flows 1970-2004. In 1970, when Barcelona Traction was decided, developing countries
received about $4 billion in foreign direct investment (FDI) inflows, while by 2004 developing countries received about $233
billion in inflows. Most of that investment went to developing countries in Asia (about $148 billion) and the Americas (about $68
billion).

Id. In 2004, while receiving $233 billion in inflows, developing countries invested $83 billion abroad. By comparison, in
developed countries, outflows almost matched or exceeded inflows. In 2000, developed countries invested $1.093 trillion abroad
and received $1.134 trillion in inflows. In 2004, however, developed countries invested $637 billion abroad and received $380
billion in foreign investments.

Telephone Interview with Anonymous Attorney-Advisor, supra note 74 (noting that since NAFTA was ratified, claims made
through NAFTA procedures have largely followed gross investment flows, i.e., most claims are against Mexico and between the
U.S. and Canada, but Mexico espouses few claims).

See Shalakany, supra note 201, at 465-66 (“Third World governments may, for any variety of reasons, grow anxious over the
distributive repercussions of neoliberal development policies and decide, for example, to reverse their deregulatory commitments
to privatization and pursue a more active role in ensuring the equitable redistribution of wealth generated in the course of
development.”). If the idea that nationalizations could happen again seems abstract, consider the recent election of left-leaning
presidents in South America who have suggested that they may nationalize certain industries run by foreign multinational
corporations. See, e.g., Juan Forero, Bolivia’s Newly Elected Leader Maps His Socialist Agenda, N.Y. Times, Dec. 20, 2005, at A8
(“The MAS [the Bolivian Movement Toward Socialism party] is now poised to push through legislation tightening the terms on
British Gas, Repsol YPF of Spain, Petrobras of Brazil and other foreign energy companies operating here. [Newly elected
President Evo] Morales has promised to ‘nationalize’ the lucrative natural gas industry, not by expropriating it, but rather by
expanding state control over operations, policy and the commercialization of gas.”); David Rieff, Che’s Second Coming?, N.Y.
Times, Nov. 20, 2005, at Section 6 (“But while it would be unwise to underestimate the force of knee-jerk anti-Americanism in
Latin America, the ubiquitousness of leftist sentiments in Bolivia today has more to do ... with the complete failure of
neoliberalism to improve people’s lives in any practical sense.”); id. (“It is quite accurate to speak of the rebirth of the left in Latin
America, but the sad truth is that the movement’s return is more a sign of despair than of hope.”).

See William A. Stoever, Attempting to Resolve the Attraction-Aversion Dilemma: A Study of FDI Policy in the Republic of
Korea, 11 Transnat’l Corp. 49, 49 (2002) (noting that “policy swings have been more pronounced (or at least more public) in the
Republic of Korea than in many other developing countries, but similar attraction-aversion patters are seen in many such
countries.”).

See id. at 60-61 (“The Republic of Korea appears to have gone through a distinct attraction-aversion-attraction cycle in the first 20
years or so after it began consciously formulating a [foreign direct investment] policy.... This observation obviously cannot be
generalized to other developing countries, but it does suggest that any initial cycle may tend to be measured in decades rather than
years.”).

In 2001, developing countries did not suffer a precipitous decline in inflows. See supra note 206.

See supra note 204 and accompanying text.

See supra note 198 and accompanying text.

See Investment Trends, supra note 185, at 21 (“[I]n the early 1960s, developed countries embarked upon a process of gradual
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investment liberalization. The two OECD Codes of Liberalization, of Capital Movements and of Current Invisible Operations,
established binding rules for continuing liberalization and provided effective machinery for gradual implementation and
expansion.”) (citation omitted).

Convention on the Settlement of Investment Disputes Between States and Nationals of Other States, March 18, 1965, 17 U.S.T.
1270, 575 U.N.T.S. 159 [hereinafter ICSID Convention].

See The World Bank Group, ICSID: List of Contracting States and Other Signatories of the Convention (as of, 2006), http://
www.worldbank.org/icsid/constate/c-states-en.htm (last visited February 25, 2006) [hereinafter ICSID Contracting States].

See Kenneth J. Vandevelde, Investment Liberalization and Economic Development: The Role of Bilateral Investment Treaties, 36
Colum. J. Transnat’l L. 501, 506-14 (1998). Note that developed states generally do not sign BITs with other developed states,
partly because investment is more certain in developed states, and partly because developed states signed treaties of Friendship,
Commerce, and Navigation (FCNs) with each other before and just after World War II. Cf, e.g., ELSI, supra note 161, at 22
(noting that United States claimed that Italy violated treaty of Friendship, Commerce and Navigation entered by the two states in
1948).

Jeswald W. Salacuse, BIT by BIT: The Growth of Bilateral Investment Treaties and Their Impact on Foreign Investment in
Developing Countries, 24 Int’l Law. 655, 655 (1990).

See UNCTAD, Investment Trends, supra note 185, at 47 (“There is very little known on the use that countries and investors have
made of BITs: they have been invoked in a few international arbitrations, and presumably in diplomatic correspondence and
investor demands. Their most significant function appears to be that of providing signals of an attitude favoring FDI. Their very
proliferation has made them standard features of the investment climate for any country interested in attracting FDI.”).

See, e.g., Alden F. Abbott, Latin American and International Arbitration Conventions: The Quandary of Non-Ratification, 17 Harv.
Int’l L.J. 131, 138 (1976) (“Commentators have posited that Latin America has not ratified the ICSID Convention out of some
inarticulated fear the ICSID tribunal would be a biased forum, and perhaps a surrogate for diplomatic intervention against the Latin
state.”).

See The World Bank Group, ICSID Contracting States, supra note 216 (Afghanistan, Austria, Belgium, Benin, Botswana, Burkina
Faso, Burundi, Cameroon, Central African Republic, Chad, Congo, Congo, Democratic Rep. of, Cote d’Ivoire, Cyprus, Denmark,
Ethiopia, Finland, France, Gabon, Germany, Ghana, Greece, Guinea, Guyana, Iceland, Indonesia, Ireland, Italy, Jamaica, Japan,
Kenya, Korea, Rep. of, Lesotho, Liberia, Luxembourg, Madagascar, Malawi, Malaysia, Mauritania, Mauritius, Morocco, Nepal,
Netherlands, New Zealand, Niger, Nigeria, Norway, Pakistan, Senegal, Sierra Leone, Singapore, Somalia, Sri Lanka, Sudan,
Swaziland, Sweden, Switzerland, Togo, Trinidad and Tobago, Tunisia, Uganda, United Kingdom, United States, Zambia).

Id. (Costa Rica, Paraguay, El Salvador, Ecuador, Honduras, Argentina, Bolivia, Chile, Grenada, Peru, Uruguay, Colombia,
Venezuela, Nicaragua, Guatemala, Panama).

1d. (Albania, Armenia, Azerbaijan, Belarus, Estonia, Georgia, Kazakhstan, Lithuania, Moldova, Russian Federation, Turkmenistan,
Czech Republic, Slovak Republic, Slovenia, Uzbekistan, Republic of Kyrgyz, Bosnia and Herzogovina, Croatia, Latvia,
Macedonia, Ukraine, Serbia and Montenegro).

See Investment Trends, supra note 185, at 22 fig.2 (Bilateral investment treaties, 1959-1998).

1d.

Vandevelde, supra note 217, at 503.
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ICSID Convention, supra note 215, art. 27.

See id. art. 25(2)(b) (stating that juridical persons with the nationality of contracting states may submit claims to ICSID tribunals).

Id.

See generally Christoph Schreuer, Commentary on the ICSID Convention, 11 ICSID Rev.-Foreign Inv. L.J. 318 (1996) (noting
that both ICSID and most BITs define “investment” broadly enough to include claims by shareholders in an injured corporation).

Andrew T. Guzman, Why LDCs Sign Treaties That Hurt Them: Explaining The Popularity of Bilateral Investment Treaties, 38 Va.
J. Int’l L. 639, 656-57 (1998).

See Lauder v. Czech Republic, at 11 (UNCITRAL Arbitration) (Sept. 3, 2001) (Final Award), available at http://
www.investmentclaims.com/decisions/Lauder-Czech-Final Award-3Sept2001.pdf (alleging, inter alia, that the Czech authorities
failed to “provide full protection and securities to investments” and violated its “obligation not to expropriate investments directly
or indirectly through measures tantamount to expropriation”).

See id. at 74.

See CME Czech Republic B.V v. Czech Republic, at 178 (UNCITRAL Arbitration) (Sept. 13, 2001) (Partial Award), available at
http:// www.investmentclaims.com/decisions/CME-Czech-PartialAward-13Sept2001.pdf.

See CME Czech Republic B.V v. Czech Republic, at 161 (UNCITRAL Arbitration) (Mar. 14, 2003) (Final Award), available at
http:// www.investmentclaims.com/decisions/CME-Czech-Final Award-14Mar2003.pdf.

See Guzman, supra note 231, at 679.52.

Id. at 671-72:

[A] small change in the price of the goods being sold [and thus the cost of investment for a capital exporting state] will lead to a
large increase in demand. In the foreign investment context, the goods being sold are the resources of the LDC and the “price” at
which investors can get access to those resources will fall as investors are offered more attractive conditions by the potential host....
a country that does sign one will gain an important advantage, and if other countries have already signed BITs, a country that signs
one will eliminate the advantage those other countries had in the competition for foreign investment. Thus, regardless of what other
countries are doing, a developing country has a strong incentive to be enthusiastic about signing a BIT.

Id. at 672:

The impact of this bidding contest on the distribution of the gains from an investment project is dramatic. The country that receives
the investment will have won the competition to attract the capital, but will gain little or nothing from its victory. The benefits to
the country generated by the investment (in the form of employment, technology transfers, tax revenues, and so on) will be offset
by the incentives and concessions that were needed to attract the firm (tax breaks, reduced pollution controls, relaxed and
employment regulations, and so on). In other words, as in any competitive market, the seller--here the host country--will receive no
economic profit. The entire profit will be enjoyed by the investor.

Id. at 683-84.

Id. at 687.

Annex 138



BARCELONA TRACTION IN THE 21ST CENTURY ..., 42 Stan. J. Int’l| L. 237

241

242

243

244

245

246

248

249

250

251

252

253

255

256

258

259

See infra Appendix III (Western Hemisphere BITs), Table 1 (Nationality Provisions in Developed-Developing State BITs).

See id. (U.S.-Haiti & U.S.-Panama BITs).

See id.

The Canada-Argentina and Canada-Ecuador BITs allow Canadian corporations to make claims even if their only link is
incorporation; companies from Argentina and Ecuador may only make claims against Canada if they are both incorporated and
domiciled in those countries. See id.

See infra Appendix III, Table 2 (Nationality Provisions in Developing-Developing State BITs) (Bolivia-Peru, Chile-Costa Rica,
Panama-Uruguay, Paraguay-Peru, Peru-Venezuela).

1d. (Argentina-Chile, Argentina-Costa Rica, Argentina-Ecuador, Argentina-El Salvador, Argentina-Guatemala, Argentina-Jamaica,
Argentina-Mexico, Argentina-Nicaragua, Argentina-Panama, Bolivia-Ecuador, Brazil-Chile, Costa Rica-Paraguay, Costa
Rica-Venezuela, Ecuador-Paraguay, Ecuador-Venezuela).

Id. (Chile-Ecuador, Chile-El Salvador, Chile-Guatemala, Chile-Honduras, Chile-Nicaragua, Chile-Panama, Chile-Paraguay,
Chile-Uruguay, Ecuador-El Salvador).

See id. (Argentina-Bolivia, Argentina-Peru, Argentina-Venezuela, Barbados-Venezuela, Bolivia-Chile, Brazil-Venezuela,
Chile-Venezuela, Dominican Republic-Ecuador, El Salvador-Peru, Paraguay-Venezuela).

See id. (Columbia-Peru).

Barcelona Traction, 1970 1.C.J. at 49.

See, e.g., supra notes 232-235 and accompanying text.

See supra note 130 and accompanying text.

See supra notes 134-139 and accompanying text.

See supra note 225 and accompanying text.

See supra note 139 and accompanying text.

See supra note 179 and accompanying text.

See supra note 239 and accompanying text.

See supra notes 170-175 and accompanying text.

See CMS Gas Transmission Co. v. Republic of Argentina (Jurisdiction), P 45 (ICSID Tribunal) (July 17, 2003), at 42 .L.M. 788,
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795 (2003), available at http://www.investmentclaims.com/decisions/CMS-Argentina-Jurisdiction-17Jul2003.pdf, (“Diplomatic
protection itself has been dwindling in current international law .... To some extent, diplomatic protection is intervening as a
residual mechanism to be resorted to in the absence of other arrangements under international law, particular in respect of foreign
investments, the paramount example being that of [ICSID].”).

Juliane Kokott, Interim Report on “The Role of Diplomatic Protection in the Field of the Protection of Foreign Investment,”
International Law Association: Second Report of the Committee on Diplomatic Protection of Persons and Property 21, 31 (2002),
available at http://www.ila-hq.org/pdf/DiplomaticProtection/DiplomaticProtectionSecondReport2002.pdf.

See supra notes 209-210 and accompanying text.

Jonathan Brown, Australian Practice in International Law 1988 and 1989, 12 Austl. Y.B. Int’l L. 319, 396 (1992) (citing Foreign
Corporations (Application of Laws) Act, 1989, Bill[183] (Austl.)).

See D.W. Greig, Australian Practice in International Law 1978-1980, 8 Austl. Y.B. Int’l L. 253, 342-43 (1983) (citing Treasurer’s
announcement of new foreign investment policy, 109 Parl. Deb., H.R.

See Burns H. Weston, Richard B. Lillich & David J. Bederman, International Claims: Their Settlement by Lump Sum Agreements,
1975-1995, 219 (1999) (reprinting Austria-Czechoslovakian lump-sum agreement of Sept. 9, 1975, 995 U.N.T.S. 325, in which
Czechoslovakia paid compensation for confiscations and nationalizations of Austrian juridical person, defined as those “having
their seat in the territory of the Republic of Austria”).

See Ignaz Seidl-Hohenveldern, International Claims: Contemporary Austrian Practice, in International Claims: Contemporary
European Practice, supra note 76, at 32-33 (citing several lump-sum agreements preceding Barcelona Traction as evidence that
Austria still uses siege social and citing one that infers that as of 1982, the date of publication, this was still true in practice).

Joe Verhoeven, Jurisprudence Belge Relative au Droit International: Annee 1971, 9 Revue belge de droit international 633, 674-75
(citing Belgian court decisions).

See Yates & Carbonneau, supra note 76, at 70-71 (noting that while Belgium traditionally used the seat test, it also has been
willing to use shareholder control, as evinced by the arguments of the Belgian Government in Barcelona Traction).

See Jean J.A. Salmon, La pratique du Pouvoir Exécutif et le Controle des Chambres Législatives en maitiére de droit international,
18 Revue belge de droit international 342, 436 (citing Belgian governments announcement on whether it would require effective
control to espouse claims on behalf of Belgian shareholders in Malaysian corporations). Interestingly, in the Revue Belge, these
government comments on investment protection treaties were put in the section on diplomatic protection. Id. at 435.

A.E. Gotlieb & J.A. Beesley, Canadian Practice in International Law during 1968 as Reflected Mainly in Public Correspondence
and Statements of the Department of External Affairs, 7 Can. Y.B. Int’l L. 298, 315 (1969) (“[T]he government generally does
espouse claims of Canadian citizens who are shareholders in nationalized foreign corporations. At law, there would appear to be no
difference between this and other types of claims, and claims arising out of such shareholdings can be included in lump-sum
agreements.”) (quoting a Department of External Affairs letter of Aug. 19, 1968).

See id. at 316 (indicating that shareholders suffered “effective loss[es]” and had valid claims once corporations in which they had
shares were nationalized) (quoting a Department of External Affairs letter of Dec. 19, 1968).

Edward G. Lee, Canadian Practice in International Law during 1973 as Reflected Mainly in Public Correspondence and Statements
of the Department of External Affairs, 12 Can. Y.B. Int’l L. 272, 289-90 (1974) (quoting Department of External Affairs Legal
Bureau brief of Sept. 6, 1973). See also Hugh M. Kindred et al., International Law: Chiefly as Interpreted and Applied in Canada
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674-75 (6th ed. 2000) [hereinafter Kindred] (citing J.-G. Castel, Legal Services Provided by the Department of External Affairs
with Respect to International Judicial Co-operation and Other Matters, Department of External Affairs (1987)).

Lee, supra note 271, at 289.

1d.

1d. But see Kindred, supra note 271, at 675 (“The Government of Canada may also intervene on behalf of a Canadian shareholder
of a foreign company incorporated in a foreign state if that company is injured by the acts of a third states. In such a case, the
intervention may be made in concert with the government of the state in which the company was incorporated.”).

Philippe Kirsch, Canadian Practice in International Law: At the Department of Foreign Affairs 1995-96, 34 Can. Y.B. Int’l L. 387,
397-98 (1996).

Id. at 398.

1d.

Gotlieb & Beesley, supra note 269, at 315 (indicating lump-sum settlements, as opposed to individual claims, are negotiated when
another state undertakes “a policy of general nationalization and ... the property of a large number of Canadian citizens has been
affected ...”).

See Burns H. Weston, International Claims: Postwar French Practice 91 (1971).

Jean Frangois Lachaume, Jurisprudence Frangaise Relative Au Droit International Public (Année 1972), 19 Annuare Francgaise de
Droit International 974, 1006 (1973) (quoting French cases that use si¢ge social and incorporation to determine the state of
nationality of a corporation but explicitly rejecting tests of economic control): “Ainsi une société ... doit étre considérée comme
frangaise, méme si elle est controlée par une société étrangére, dés lors qu’elle a été constitutée en France, qu’elle y posseéde son
siége social ses établisssements principaux, sa direction, son exploitation et est soumise aux loise frangaises.” [In this way a
corporation ... must be considered as French, even if it is controlled by a foreign corporation, if it was constituted/incorporated in
France, or if it has its seat, its principle establishments, its management and its operations in France and is subject to French law.]
(quoting Epelbaum c./Sté des Petroles Shell-Berre, Cass. 3e civ., Feb. 8, 1972) (translation by author’s colleague Gita Kothari).
Lachaume suggests that the tests applied by French courts don’t consider the economic reality of French-incorporated or
headquartered companies belonging to multinational groups of companies. See id.

Weston, supra note 279, at 91-92 n.63.

See id. at 80 (“Generally speaking, consistent with the proposition that only French nationals should be entitled to benefit from
French diplomatic protection, all the Settlements Agreements ... have expressly required possession of French nationality as a
condition precedent--arguably the condition precedent--to compensatory eligibility.”).

See Joachim Karl, The Promotion and Protection of German Foreign Investment Abroad, 11 ICSID Rev.--Foreign Invest. L.J. 1, 8
(1996) (noting that the rule of nationality for German BITs “regards as German companies only those that have their seat in
Germany,” meaning that they must be both incorporated under German law and have their “center of management” in Germany,
and that Germany “does not protect firms that are located in third countries and that are controlled by German nationals.”).

See id. (“Germany is reluctant to deny the protection of [BITs] to certain companies established in its territory and controlled by
nationals of the other contracting party, because this deviates from the principle that all companies having their seat in Germany
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should be treated equally.”).

See id. The German BIT with Egypt also requires substantial shareholdings; conversely, the BIT with Liberia allows Germany to
protect companies incorporated in a third state if the majority of shares are held by Germans.

1d.

Andrea Giardina, Compensating Nationals for Damage Suffered Abroad: Italian Practice, 7 Ital. Y.B. Int’l L. 3, 18 (1986-87)
(citing Art. 2505 of the Italian civil code and “majority opinion in legal doctrine and the case law.”). A corporation is considered
foreign if it is incorporated in another country and its seat is not in Italy. Id. at 18 n.59.

Id. at 20-21 (agreements with Yugoslavia, Czechoslovakia, and Bulgaria).

Id. at 21 (agreement with the United Arab Republic [Egypt and Syria]).

Tullio Scovazzi & Tullio Treves, Treaties to which Italy is a Party, 6 Ital.Y.B. of Int’l L. 322, 323-44 (1985) (reprinting nationality
of Italian corporations provision of Agreement between Italy and Hungary concerning the Settlement of Pending Financial and
Patrimonial Questions of 1973); see also Giardina, supra note 287, at 19 (1947 agreement with the US).

Giardina, supra note 287, at 19-20 (1949 agreement with Greece).

Id. at 20 (1967 agreement with the Federal Republic of Germany).

See Scovazzi & Treves, supra note 290, at 323-44 (reprinting nationality of Italian corporations provision of Agreement between
Italy and Hungary concerning the Settlement of Pending Financial and Patrimonial Questions of 1973). See also Andrea Giardina,
International Claims: Contemporary Italian Practice, in European Claims Practice, supra note 76, at 119-20 (observing that Italy
has employed siege social in conjunction with the tests of incorporation and shareholder control).

See G.N.J van Wees, Compensation for Dutch Property Nationalized in East European Countries, 3 Neth. Y.B. Int’l L. 62, 70
(1972) (noting that almost all lump-sum claims settlement agreements required claimants to be “juridical persons established and
having their seat in the Kingdom of the Netherlands.”).

Wees was Senior Legal Officer of the Dutch Ministry of Justice, and Secretary to the Netherlands Claims Commssions. Id. at 62.
His survey of Dutch lump-sum agreements (written in his personal, not official, capacity) spanned from 1958 to 1971, including
agreements before and after Barcelona Traction. Nevertheless, the rule of nationality remained consistent. Id. at 70.

1d. at 69 (“Almost all questions concerning compensation for Dutch property affected by nationalization or like measures in East
European countries have been settled by lump-sum agreements.”). Those that are not settled by lump-sum agreements, however,
did not seem to have been resolved by way of diplomatic protection, but instead by direct agreement between the injured
corporation and the respondent state. Id.

See, e.g., R.C.R. Sickmann, Netherlands State Practice for the Parliamentary Year 1985-1986, 18 Neth. Y.B. Int’l L. 249, 305
(1987) (discussing nationality provisions of Dutch-Chinese BIT).

Andreas Kley-Struller, Die Staatzugehdorigkeit juristischer Personen (The Nationality of Juridical Persons), 2 Swiss J. Int’l & Eur.
L. [Schweizerische Zeitschrift fiir internationales und européisches Recht] 163, 174, 177 (1991).
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Id. at 178 (“Der Kontrolltheorie wohnt also durchaus eine gewisse ‘Angstlichkeit’ inne, indem sie zum vorneherein verhindern
mochte, dass die juristische Person zu Umgehungszwecken missbraucht wird.”) (“Inherent in the control theory is a certain kind of
‘anxiety’ that a juridical person will be misused for evasive purposes, which the control theory seeks to prevent from the outset.”)
(author’s translation).

See id. at 177 (“Art. 16R liesse allerdings auch Spielraum fiir eine Auslegung im Sinne einer anderen Theorie; in Frage kommt
namentlich eine Kombination von Kontroll- und Inkorporationstheorie.”) (“Article 16R [of the Ministry of External Affair’s 1978
internal paper on diplomatic protection] does leave room for an interpretation based on other theories [besides the control test]; it
envisions specifically a combination of control and incorporation theories.”) (author’s translation). See also Lucius Caflisch,
Contemporary Swiss Practice, in International Claims: Contemporary European Practice, supra note 120, at 144-45 (indicating that
Switzerland had used the shareholder control test exclusively but, in recent years, has shown a willingness to espouse claims on
behalf of companies registered in Switzerland).

Hungdah Chiu & Chih-Yu T. Wu, Contemporary Practice and Judicial Decisions of the Republic of China Relating to International
Law, 1998-1999, 17 Chinese Y.B. Int’l L. & Affairs 141, 215 (1999) (citing Statute for Investment by Foreign Nationals, art. 3
(Amended Nov. 19, 1997)).

United Kingdom Materials on International Law 1983, 54 Brit. Y.B. Int’l L. 520-521 (1984) (quoting the Foreign and
Commonwealth Office’s 1983 revision of Rules regarding the Taking up of International Claims by Her Majesty’s Government).

Rule V allows the UK to espouse claims on behalf of UK shareholders to foreign-incorporated companies if the company itself is
defunct, and Rule VI allows the UK to make claims on behalf of UK shareholders on behalf of a foreign-incorporated company if
the state of incorporation causes the injury. Id. at 521.

The commentary to the 1983 rules indicate that the UK “may consider whether the company has in fact a real and substantial
connexion [sic] with the United Kingdom.” Id.

Id.

Geoffrey Marston, United Kingdom Materials on International Law 1992, 63 Brit. Y.B. Int’l L. 620, 784-85 (1993) (quoting UK
amicus curiae brief, filed Nov. 19, 1992, before the U.S. Supreme Court in support of petitioners from Merrett Underwriters
Agency Management Ltd., et al. v. State of California, 938 F.2d 919 (9th Cir. 1992)). The brief cited U.S. case law, Barcelona
Traction, and the American Restatement on Foreign Relations in answering the court of appeals statement that “the interests of
Britain are at least diminished where the parties are subsidiaries of American corporations.” See also Geoffrey Marston, United
Kingdom Materials on International Law 1999, 70 Brit. Y.B. Int’l Law 386, 456-58 (2000); Geoffrey Marston, United Kingdom
Materials on International Law 2000, 71 Brit. Y.B. Int’l L. 551, 551-56 (2001) (quoting amicus curiae briefs by the FCO arguing
that companies incorporated under the laws of UK Overseas Territories are UK subjects and eligible for alienage jurisdiction in
U.S. federal court).

Richard B. Lillich, International Claims: Postwar British Practice 38-39 (1967) (citing Foreign Compensation Commission’s
refusal to espouse claims on behalf of corporations formed in Australia, Canada and France in 1956). Lillich criticized the UK’s
FCC for maintaining a rule contrary to its professed belief that “in the end result, the slices of the cake should pass to British
nationals.” Id. at 39.

Restatement (Third) of The Foreign Relations Law of the United States § 213 (1983). Section 213 on the Nationality of
Corporations reads, “For purposes of international law, a corporation has the nationality of the state under the laws of which the
corporation is organized.”

See, e.g., Act to Amend the International Claims Settlement Act of 1949 to allow recovery by United States Nationals for losses
incurred in Vietnam, ch. 702(1)(B), Pub. L. No. 96-606 (1980) (codified as amended as 22 U.S.C. § 1645a(1)(B) (defining a U.S.
national as a “corporation ... organized under the laws of the United States ... if natural persons who are citizens of the United
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States own, directly or indirectly, 50 per centum or more of the outstanding capital stock or beneficial interest of such corporation
or entity”); Act to Amend the International Claims Settlement Act of 1949 to allow recovery by United States nationals for losses
incurred in Vietnam, ch. 601(1)(b), Pub. L. No. 94-542 (1976) (same).

But the Reporters” Notes to the Restatement indicate that “a respondent state is entitled to reject representation by the state of
incorporation where that state was chosen solely for legal convenience, for example as a tax haven, and the corporation has no
substantial links with that state, such as property, an office or commercial or industrial establishment, substantial business activity,
or residence of substantial shareholders.” Id. at 126-27. See also supra note 306.

See, e.g., Agreement Between the Government of the United States of America and the Government of the Polish People’s
Republic Regarding Claims of Nationals of the United States, U.S.-Pol. Annex A(b), July 16, 1960, 11 U.S.T. 1953 [hereinafter
Polish Claims Agreement] (defining an eligible corporate claimant as a “juridical person[] organized under the laws of the United
States ... of which fifty per cent or more of the outstanding capital stock or proprietary interest was owned by natural persons who
were nationals of the United States”).

U.S. Department of State, 8 Digest of Int’l L. 1281-82 (Marjorie M. Whiteman ed., 1967) (noting a pre-Barcelona Traction
decision by Foreign Claims Settlement Commission to espouse a claim against Panama for a company incorporated in Panama and
99.9% held by an American shareholder. The Commission stated that “the policy of the United States has been to grant diplomatic
intervention where there is a substantial American interest in a foreign corporation.”).

See Restatement (Third), supra note 308, §§228-29 (discussing claims settlement commissions as part of US’s historical “active
diplomatic protection for United States nationals.”).

United Nations Conference of Trade and Development, Interactive Database: Major FDI [Foreign Direct Investment] Indicators, at
http:// www.unctad.org/Templates/Page.asp?intltemID=3199&lang=1 (click “access” or go directly to http://stats.unctad.org/FDI)
(last visited April 20, 2006).

All information in this appendix comes from SICE: Foreign Trade Information System, Investment Agreements Covered in This
Compendium, http:// www.sice.oas.org/cp_bits/english99/listagrs.asp#ARG (last visited Apr. 17, 2006).

Starred (“*””) BITs are those that require some sort of genuine link.
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I. Introduction

Important issues of interest for foreign investors are involved in the ongoing Case Concerning Ahmadou Sadio Diallo
(Republic of Guinea v. Democratic Republic of the Congo) before the International Court of Justice (ICJ). The decision on
the Preliminary Objections' has already introduced changes to the Court’s prior jurisprudence that have had mixed impacts on
foreign investors, host States, and even on the cost of the Court when conducting proceedings of this nature. In general, this
decision clarifies the municipal law applicable to claims of diplomatic protection of corporations and shareholders;
introduces changes to the burden of proof regarding the exhaustion of local remedies, both for the benefit of foreign investors
and the Court itself; and restricts which States may be able to seek diplomatic *438 protection of corporations, thereby
benefiting host States.

This paper is divided into four parts. The first part briefly introduces the concept of diplomatic protection in public
international law. The second part presents the facts of the Diallo dispute between the Democratic Republic of the Congo
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(DRC) and the Republic of Guinea. The third part analyzes the ICJ Diallo decision on Provisional Objections, highlighting its
most important innovations for the future of diplomatic protection in international law. Finally, the fourth part presents the
conclusions of the paper.

I1. The Concept of Diplomatic Protection

Diplomatic protection is a principle of customary international law,? first defined by Emmerich de Vattel in 1758 when he
stated that “whoever ill-treats a citizen indirectly injures the State, which must protect that citizen.”* A contemporary notion
is provided in Article 1 of the Draft Articles on Diplomatic Protection of the International Law Commission.* The article
defines diplomatic protection as an alien’s home state seeking to intervene to protect his rights when infringed upon by the
“internationally wrongful act” of another state.’ This may be accomplished through the exercise of “diplomatic action or other
means of peaceful settlement.”

While diplomatic protection is a concept of customary international law, the violation of aliens’ rights does not impose a duty
on their home States to seek the diplomatic protection of their injured nationals. Instead, the State has the discretion to use
this tool as the ICJ held in Case Concerning the Barcelona Traction Light and Power Company Limited (Belgium v. Spain),
Second *439 Phase.” This point is reiterated by the International Law Commission in Articles 2 and 19 of its recent Draft
Articles on Diplomatic Protection, adopted in 2006.*

Diplomatic protection was the first instrument aimed at protecting foreign investors affected by decisions of their host States,’
and it may still be considered a useful tool for this purpose.'® The relevance of the ICJ decisions in this case is that they will
play a significant role in how diplomatic protection is deployed by States in future judicial proceedings and non-judicial
scenarios.

II1. The Facts of the Diallo Dispute

The facts of the Diallo dispute before the ICJ can be summarized as follows. Ahmadou Sadio Diallo is a Guinean
businessman who lived in the DRC, formerly known as Zaire, for 32 years.!" Ten years after settling in the DRC in 1964,
Diallo became the founder and manager of a company called Africom-Zaire."? In 1979 Africom-Zaire (Africom), along with
two partners, created Africontainers-Zaire (Africontainers). However, in 1980 the two partners withdrew from the company,
leaving its capital owned 60% by Africom and 40% by Mr. Diallo, who also became Africontainers’s manager.

Both Africom and Africontainers confronted problems with *440 major Congolese public institutions and private companies
in the 1980s. Africom has debts recognized by the DRC for contracts celebrated and performed between 1983 and 1986" and
another dispute with a private company called Plantation Lever au Zaire."* Africontainers, for its part, accumulated disputes
with Zaire Shell, Zaire Mobil Oil and with the Congolese Office National des Transport and Générale des Carriéres et des
Mines."* Both Africom and Africontainers started judicial proceedings to resolve their disputes, which remain unresolved to
date.'® Both companies are claiming damages that amount to $36 billion against Congolese public entities, an amount that is
three times the DRC’s foreign debt.!” In one of these disputes, a DRC court ruled in favour of Africontainers and against
Zaire Shell; however, the DRC Minister of Justice stayed proceedings for the enforcement of the ruling. The stay was later
lifted and Zaire Shell’s property was attached, but the attachments were revoked upon instructions from the Minister.'®

Relations between Mr. Diallo and the above-mentioned private Companies continued to deteriorate, and in 1995 the
companies asked the Congolese government to intervene “to warn the courts and tribunals about Mr. Amadou Sadio Diallo’s
conduct in his campaign to destabilize commercial companies.”"”

On October 31, 1995, the Prime Minister of Zaire, today the DRC, ordered the expulsion of Mr. Diallo on the grounds that
his “presence and conduct have breached public order in Zaire, especially in the economic, financial and monetary areas, and
continue to do so.”* The order was mistakenly labeled as a “refusal to entry” rather than as a formal expulsion, and according
*441 to Congolese legislation, the order had no appeal.’ Prior to his expulsion, Mr. Diallo had been arrested and
imprisoned.*

In the case before the ICJ, Guinea argued that Mr. Diallo’s detention and expulsion violated the Vienna Convention on
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Consular Relations® and sought to exercise its diplomatic protection on behalf of Mr. Diallo as an individual and as associé*
of Africom and Africontainers and, specifically, his rights to oversee, control, and manage the companies. Guinea also asked
to exercise its right to diplomatic protection, by substitution, of both companies in order to recover the debts owed to them.
According to Guinea, the DRC violated the Vienna Convention on Consular Relations,* the Universal Declaration of Human
Rights of 10 December 1948, and the International Covenant on Civil and Political Rights of 19 December 1966. Finally,
Guinea claimed that the DRC failed to grant Mr. Diallo treatment according to “a minimum standard of civilization.”?

In response to these claims, the DRC presented two preliminary objections: first, that Mr. Diallo had not exhausted the local
remedies available to him, and second, that Guinea lacked standing to seek the diplomatic protection of Africom and *442
Africontainers, since these companies were not incorporated under its laws.? The ICJ rejected the first objection® and upheld
the second.”

IV. The ICJ’s Decision on Preliminary Objections in Diallo

The ICJ’s decision on preliminary objections in Diallo ratified its previous judgment in Barcelona Traction on a number of
issues and put in place new features regarding diplomatic protection that will provide a clearer framework for the use and
application of this legal institution by States, foreign investors, and the ICJ itself.

A. The Use of Specific Domestic Legislation by the ICJ to Decide on Claims of Diplomatic Protection of Corporations
and Shareholders

The use of domestic legislation by the ICJ is important to ascertain who can exert diplomatic protection of rights on behalf of
corporations and shareholders or associés and the scope of these rights. In Barcelona Traction, the Court recognized the need
to consider municipal legislation when adjudicating disputes involving diplomatic protection of corporations and
shareholders,’’ but a passage in the judgment left doubts regarding what municipal law should be assessed in the
identification and scope of the rights the claiming State was seeking to protect. In effect, the *443 Court stated rather
confusingly:

[T]hus the Court has, as indicated, not only to take cognizance of municipal law but also to refer to it. It is to
rules generally accepted by municipal legal systems which recognize the limited company whose capital is
represented by shares, and not to the municipal law of a particular State, that international law refers.*

The Court seems to be suggesting that it would assess corporate municipal laws and infer from them general principles of law
applicable to the international realm of diplomatic protection. Determining whether there are general principles of law
regarding corporations, and if it appears that there are, defining their content with sufficient precision to make them workable
for foreign investors, States, and adjudicators is a daunting task, full of practical obstacles and uncertainty. A much clearer
method was required, and the ICJ rectified its approach in Diallo by considerably simplifying the use of municipal law. The
Court can refer to the municipal law of a specified State and does not need to seek out general principles. In effect, the Court
said that it was necessary to determine whether the laws of the State of incorporation give companies “a legal personality
independent of their members.”** If a corporation has an “independent corporate personality,” the implication is that the
corporation has property rights that it can alone protect.** To determine if an independent corporate personality exists, the
Court established that international law must defer to “the rules of the relevant domestic law.”* By applying this standard the
ICJ found that under the relevant law, that of the DRC, corporations do have a separate legal personality.*

But the most important progress made by the ICJ in Diallo deals with the use of municipal law for the determination of the
shareholders’ rights whose integrity is pursued through the exercise of diplomatic protection. The Court determined that such
rights and their content are determined by the municipal law of the *444 respondent State only. The ICJ manifested, “what
amounts to the internationally wrongful act, in the case of associés or shareholders, is the violation by the respondent State of
their direct rights in relation to a legal person, direct rights that are defined by the domestic law of the State, as accepted by
both parties.”

To resort to the law of the State of incorporation of legal persons and to the law of the injuring host State to determine the
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extent of shareholders’ rights protection is clearly a more predictable, efficient, and easy-to-administer criterion in the realm
of diplomatic protection than to search for general principles of law in the domain of corporations. The Court deserves credit
for such progress.

B. Diallo and the Exhaustion of Local Remedies Rule

Under customary international law, diplomatic protection is available only once an alien has exhausted the local remedies
available to her or him. This customary law provision is reflected in Article 14 of the International Law Commission (ILC)
Draft Articles on Diplomatic Protection, which indicates:

A State may not present an international claim in respect of an injury to a national or other person referred to in
draft article 8 before the injured person has, subject to draft article 15, exhausted all local remedies.

‘Local remedies’ means legal remedies which are open to an injured person before the judicial or administrative courts or
bodies, whether ordinary or special, of the State alleged to be responsible for causing the injury.*

The ILC makes clear that the exhaustion of remedies rule requires a foreign national to “exhaust all the available judicial
remedies provided for in the municipal law of the respondent State,” even to the extent of appealing to the highest court
available.”” The ILC further notes that the “highest court available” may be either an ordinary or special court since “the
crucial question is not the ordinary or extraordinary character of a legal remedy but whether it gives the possibility of an
effective *445 and sufficient means of redress.”* Furthermore in addition to judicial remedies, aliens must exhaust any
administrative remedies available which would have a binding effect on the parties involved.* The ILC explicitly states that a
foreign national is “not required to approach the executive for relief in the exercise of its discretionary powers” in order to
fulfill the requirement of having exhausted all local remedies.*

The arbitral tribunal in Ambatielos clearly set out the scope of the rule: “It is the whole system of legal protection, as
provided by municipal law, which must have been put to the test.”* The reason for the existence of this rule, as the Court
stated in Interhandel (Switzerland v. United States of America), is to ensure that “the State where the violation occurred. . .
ha[s] an opportunity to redress it by its own means, within the framework of its own domestic legal system.”*

In Diallo the Court had the opportunity to assess two issues related to the exhaustion of the local remedies rule. The first was
whether remedies that give the injuring State total discretion to respond to investors must be exhausted by them. The second
issue dealt with the practical application of the rule allocating the burden of proof in cases where exhaustion of local
remedies is at issue.

The first issue arose from the DRC argument that Mr. Diallo had not exhausted local remedies, since he had not requested the
Prime Minister to reconsider, as a matter of grace, his decision refusing Mr. Diallo entry into the DRC.* The Court held that
although all local legal remedies must be attempted before international remedies are sought, only remedies “aimed at *446
vindicating a right and not at obtaining a favour” should be considered, unless requesting a favour “constitute[s] an essential
prerequisite for the admissibility of subsequent contentious proceedings” within local jurisdiction.* Thus Mr. Diallo’s failure
to ask the Prime Minister to reconsider, when such reconsideration was not a recognized legal avenue of appeal, did not
amount to a failure to exhaust all local remedies.”” There has been wide consensus regarding this finding, which contains a
ratification of established international law.*

The second dimension of the Diallo decision on preliminary objections regarding the exhaustion of local remedies dealt with
who bears the burden of proof of such exhaustion. In a general statement, the Court allocated this burden first on the claimant
and then on respondent States by declaring:

In matters of diplomatic protection, it is incumbent on the applicant to prove that local remedies were indeed
exhausted or to establish that exceptional circumstances relieved the allegedly injures person whom the
applicant seeks to protect of the obligation to exhaust available local remedies. . . It is for the respondent to
convince the Court that there were effective remedies in its domestic legal system that were not exhausted.*
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Despite this statement of the rule, it is not the rule that was applied by the Court. According to the formulation of this
allocation of burden of proof, the claiming State must demonstrate that its nationals exhausted all the local remedies available
in order for its claim to be admissible. Once this is done, if the respondent State is to prevail in its objection, it must
demonstrate that the aliens had at their disposal a remedy that they did not exhaust. However, the experience of the Court in
Barcelona Traction and in the Case Concerning Elettronica Sicula S.P.A. (ELSI) (United States of America v. Italy), in which
all the complexities of the application of this rule were made evident,® apparently compelled *447 the Court to design a more
efficient way to verify the fulfillment of this requirement. The Court will not verify on its own whether the claimant
effectively exhausted all the remedies. Instead, the respondent State must raise the issue of the alien’s failure to exhaust
remedies available and prove this objection. The respondent’s silence is understood, for practical purposes, to mean that the
alien effectively exhausted the remedies. The Court stated:

[A]s the Court has already noted . . . the DRC has for its part endeavoured. . . to show that remedies to
challenge the decision to remove Mr. Diallo from Zaire are institutionally provided for in its domestic legal
system. By contrast, the DRC did not address the issue of exhaustion of local remedies in respect of Mr.
Diallo’s arrest, his detention or the alleged violations of his other rights, as an individual, said to have resulted
from those measures and from his expulsion or to have accompanied them. In view of the above, the Court will
address the question of local remedies solely in respect of Mr. Diallo’s expulsion.’!

This is a very efficient way of applying the rule. After all, the Court cannot be required to be an expert in the domestic law of
the respondent State and be able to verify on its own whether the alien had exhausted all the local remedies available, thus
making the claim of diplomatic protection admissible.* It is more efficient and less costly for the Court to leave the burden of
demonstrating that not all the available remedies were tried in the hands of the respondent, which as a matter of course knows
its own domestic legal system well.”* The respondent State’s silence may then be properly understood to mean that the alien
exhausted such remedies.™

*448 The Court took this method of applying the allocation of burden of proof to its limits regarding the exhaustion of local
remedies in relation to Mr. Diallo’s rights as a shareholder. Guinea did not adduce evidence regarding any remedy that Mr.
Diallo used to protect his rights as a shareholder, nor did the DRC adduce evidence showing that he had remedies available
that he did not exhaust. Instead, both parties concentrated on a general discussion of the effectiveness of any remedy he could
have had at his disposal. The Court declared, however, that the DRC had not proved its objection, despite the fact that Guinea
had not proved the requirement as to this sort of right. The ICJ stated:

The Court. . . observes that at no time has the DRC argued that remedies distinct from those in respect of Mr.
Diallo’s expulsion existed in the Congolese legal system against the alleged violations of his direct rights as
associé and that he should have exhausted them. The Parties have indeed devoted discussion to the question of
the effectiveness of local remedies in the DRC . . . without considering any which may have open to Mr. Diallo
as associ¢ in the companies. Inasmuch as it has not been argued that there were remedies that Mr. Diallo should
have exhausted in respect of his direct rights as associé, the question of the effectiveness of those remedies does
not in any case arise.

The Court concludes from the foregoing that the objection as to inadmissibility raised by the DRC on the ground of the
failure to exhaust the local remedies against the alleged violations of Mr. Diallo’s direct rights as associé of the two
companies Africom-Zaire and Africontainers-Zaire cannot be upheld.*

*449 This is certainly not an example of the well-established rule recognized by the Court according to which “[I]t is the
litigant seeking to establish a fact who bears the burden of proving it.”* In practical terms, what the Court is applying is a
presumption of exhaustion of local remedies by aliens or foreign investors, which the respondent State has to refute in order
to prevail in its objection to admissibility.

The Diallo decision thus contains an important development in this regard for the benefit of aliens and foreign investors,
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which is also useful and economically rational for the Court. Obviously, the fact that the Court presumes for practical
purposes that the local remedies were exhausted does not mean that that this requirement has disappeared. Aliens still have to
exhaust local remedies to prevent States from prevailing in their objection later in judicial proceedings by demonstrating that
there were some remedies that the former did not utilize.

The one important area that the Court is subject to criticism is that this presumption does not exactly correspond to the
allocation of burden of proof of the exhaustion of local remedies previously articulated. If it is going to apply this
presumption, the Court should state it clearly for the benefit of host States, which otherwise may be caught by surprise. For
example, if the claimant State does not adduce proof of the exhaustion of local remedies and, due to this silence, the
respondent State assumes that the Court will declare the claim inadmissible and so fails to raise the objection, the Court’s
application of the presumption would result in a ruling against the respondent for not having refuted it.

In sum, the foregoing presumption is an adequate way of dealing with the exhaustion of local remedies requirement, but it is
regrettable that the Court decided to allocate the burden of proof in one way and then apply it in another. The oft-quoted
saying, according to which one has to look at what judges do instead of at what they say, suggests that respondent States
should be aware that the safest course of action in any diplomatic protection dispute is to always attempt to refute the
presumption by alleging and proving that the alien had local remedies that he or she did not exhaust.

*450 C. Diplomatic Protection of Corporations

In Diallo, the ICJ ratified and further strengthened the rule set in Barcelona Traction, holding that the State in which a
company is incorporated is the only one that can seek its diplomatic protection.”” After this judgment, however, debate arose
regarding State practice. The central issue was whether, in addition to this State, the State of the siége social or of that of the
nationality of the majority shareholders of corporations could also exercise diplomatic protection on behalf of corporations.*®
In Diallo, the ICJ ratified its approach in Barcelona Traction, but it departed to a certain extent regarding exceptions to the
aforementioned rule. In Barcelona Traction, the ICJ, in dictum, stated that for equity reasons, the State of the nationality of
the shareholders could invoke the diplomatic protection of the company. It said in this judgment:

[TThe Court considers that, in the field of diplomatic protection as in all others fields of international law, it is
necessary that the law be applied reasonably. It has been suggested that if in a given case it is not possible to
apply the general rule that the right of diplomatic protection of a company belongs to its national State,
considerations of equity might call for the possibility of protection of the shareholders in question by their own
national State.”

Guinea invoked Barcelona Traction and relied on bilateral agreements for the promotion of foreign investments and on
arbitral awards rendered upon them to demonstrate that the States of nationality of shareholders could also seek the
diplomatic *451 protection of their corporations.” The Court sought to establish whether there was an exception to the
general rule that would allow the States of the shareholders to exercise diplomatic protection on behalf of their companies on
the basis of equity, and concluded that it did not:

The fact invoked by Guinea that various international agreements, such as agreements for the promotion and
protection of foreign investments and the Washington Convention, have established special legal regimes
governing investment protection, or that provisions in this regard are commonly included in contracts entered
into directly between States and foreign investors, is not sufficient to show that there has been a change in
customary rules of diplomatic protection; it could equally show the contrary. The arbitrations relied on by
Guinea are also special cases, whether based on specific international agreements between two or more States,
including the one responsible for the allegedly unlawful acts regarding the companies concerned. . . or based on
agreements concluded directly between a company and the State allegedly responsible for the prejudice to it. .

6l

Thus Guinea’s suggested argument of diplomatic protection by substitution was rejected. The Court considered State practice
and international court decisions dealing with diplomatic protection of sharecholders and concluded that there does not
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currently exist an exception that would allow shareholders’ States to exercise diplomatic protection.® In consequence, the
equitable exception provided in Barcelona Traction, which favored foreign investors, disappeared in Diallo. Once again, in
the field of diplomatic protection, the trend of the Court seems to be to put in place criteria whose application by the Court is
considerably easier than those existing before.

But the Court did not stop there in its efforts to definitely set the rule that only the State of incorporation of an entity can seek
its diplomatic protection. The Court established a high threshold for the application of an exception contemplated by the ILC
in its draft Articles on Diplomatic Protection. According to ILC draft *452 Article 11(b):

A State of nationality of shareholders in a corporation shall not be entitled to exercise diplomatic protection in
respect of such shareholders in the case of an injury to the corporation unless:. . .

(b) The corporation had, at the time of injury, the nationality of the State alleged to be responsible for causing
injury and incorporation in that State was required by it as a precondition for doing business there.®

The Court found that, given that Mr. Diallo had not been compelled by Congolese legislation to constitute Africom and
Africontainers, the exception was not applicable.* But in its apparent quest for not allowing the existence of exceptions to the
basic rule, the Court subjected the ILC exception to such a high threshold that it is very unlikely that this exception will ever
be applied. In effect, the Court established that such application required the demonstration that the Article 11(b) exception
had become customary international law.® In its Commentaries to the draft Articles, the ILC based this exception on very
limited State practice, a few arbitral awards and doctrine,” and it is unlikely that such sources support the customary
character of this exception.”’

*453 In addition to offering a clearer rule of diplomatic protection of legal entities, the ICJ decision in Diallo has narrowed
the scope of this protection of entities by reducing the number of States that are allowed to invoke it. Under the criteria set by
Barcelona Traction, the State of incorporation, under the basic rule, and the State of shareholders, under the equity exception,
could exercise diplomatic protection on behalf of corporations. Under the new rule, only the former can do it.**

In sum, the Court in Diallo ratified the rule according to which only the State of incorporation of a legal person can invoke its
diplomatic protection and strengthened this rule by suppressing the previous exception, on the basis of equity, of Barcelona
Traction and set such a high threshold for the application of the other proposed by the ILC in Article 11(b) that, for practical
purposes, this exception is simply a recommendation.

V. Conclusion

As has been shown, the ICJ decision on preliminary objections in the Diallo case has important implications for foreign
investors, States and the Court itself. Investors are favored by the ICJ decision to define shareholders’ rights according to the
law of the host State. This finding is not only logical, but it also makes it easier for foreign investors and their States to raise
claims of diplomatic protection, when it is required, because this definition determines with clarity the legal framework
applicable. Additionally, the de facto rule of presumption of local remedies also may also benefit investors by allowing the
claim of diplomatic protection to continue, whether or not all the local remedies were exhausted, should the respondent host
State fail to raise the objection.

On the other hand, the ICJ decision is unfavourable to foreign *454 investors by having lowered the number of States that
can protect the legal persons in which such investors have invested. In fact, this lowering has favoured host States’ interests.
No doubt, States, other than those of incorporation, raising claims of diplomatic protection of legal persons must rely on their
power of persuasion (or on the persuasion of their power), but may not rely on the law as it has been declared by the Court in
Diallo. For their part, host States are forced, by the presumption of exhaustion of local remedies, to be active in adducing
proofs to refute the presumption in order to avoid a claim that they did not have the full opportunity to address from going
straight to the decision by the Court on the merits of the case.
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From the Court’s viewpoint, its decision in Diallo sets clear applicable criteria for who can exercise diplomatic protection on
behalf of legal persons and under which concrete legal regimes shareholders’ rights will be protected. Finally, the de facto
presumption of exhaustion of local remedies by aliens, while preserving the requirement, saves the Court’s costs of
monitoring compliance with the requisite by transferring them mainly to respondent host States. From the Court’s
perspective, “pragmatic” could be an appropriate label for the Diallo decision on preliminary objections.
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international law has had to recognize the corporate entity as an institution created by States in a domain essentially within their
domestic jurisdiction. This in turn requires that, whenever legal issues arise concerning the rights of States with regard to the
treatment of companies and shareholders, as to which rights international law has not established its own rules, it has to refer to the
relevant rules of municipal law.” Barcelona Traction, supra note 7, at para. 38.

1d. para. 50.

Diallo, supra note 1, at paras. 61, 2.

1d.

Id.

Id. para. 61.

1d. para. 64.

ILC Commentaries, supra note 6, at 70.

International Law Commission, Report of the Fifty-Fifth Session (2003), A/58/10 at 87, available at http://
untreaty.un.org/ilc/reports/2003/2003report.htm.

Id.

Id. at 88.

1d.

ILC Commentaries, supra note 4, at 72 n.177 (quoting Ambietalos Claim of 6 Mar. 1956, 12 UNRIAA 83, 120).

Diallo, supra note 1, at para. 42 (quoting Interhandel (Switz. v. U.S.), 1959 1.C.J. 27).

Diallo, supra note 1, at para. 37. The expulsion of Mr. Diallo was mistakenly made by means of a refusal to entry order, which, as
was mentioned, lacked any appeal under Congolese law. The DRC argued that, when some foreigners had asked for
reconsideration as a matter of grace, the decisions affecting them had been resolved favourably. See id. paras. 36, 37.

1d. para. 47

Id.

This is not to say that this finding is unimportant; it saves foreign investors’ time and money in not having to pursue such remedies.
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Diallo, supra note 1, at para. 44.

See Barcelona Traction, supra note 7, pt. VII; Elettronica Sicula S.P.A. (ELSI) (US v. Italy), 1989 1.C.J. 15, at paras. 55- 63
[hereinafter ELSI].

Diallo, supra note 1, at para. 45.

The Court implicitly recognized such difficulty in its judgment in ELSI where it said: “It is never easy to decide, in a case where
there has in fact been much resort to the municipal courts, whether local remedies have truly been ‘exhausted’. ELSI, supra note
50, at para. 63.

This is certainly not to say that the ICJ would not be in a position to arrive at a conclusion in this regard, since, among other tools,
it has the possibility of requiring the assistance of legal experts, pursuant to Article 50 of the Statute, to produce an analysis
independent of that offered by the parties. But the use of these tools and the assessment of the report rendered by the experts imply
costs that the Court avoids with the presumption.

This also means that if the respondent State does not raise the preliminary objection of lack of exhaustion of local remedies, the
ICJ will not assess whether the claiming State has met any standard of proof regarding the exhaustion of these remedies by its
national. Absent such objection, the Court assumes on its face that the remedies were exhausted by the alien. For evaluation of the
standard of proof regarding the exhaustion of local remedies in other areas of international law, see Bernard Robertson, Exhaustion
of Local Remedies in Human Rights Litigation. The Burden of Proof Reconsidered, 39 International and Comparative Law
Quarterly 1991 (1990).

Diallo, supra note 1, at paras. 74, 75. This is not to say that Mr. Diallo had local remedies available to protect his rights as associé
against the DRC’s decision to expel him, which was affecting those rights. As was said before, the order that materialized such
determination did not have any appeal; therefore, there was no remedy to exhaust to protect Mr. Diallo’s rights. Oddly, Guinea
framed the issue not with the lack of remedy to exhaust but with the ineffectiveness of any remedy he could have had at his
disposal, and so did the DRC, as the ICJ stated in the quoted passage. (For Guinea’s arguments, see id. paras. 73, 3. For DRC’s
arguments, see id. paras. 69- 71).

Military and Paramilitary Activities. (Nicar. v. U.S.), Decision on Jurisdiction of the Court, 1986 1.C.J. 392, 437.

See Diallo, supra note 1, at paras. 88-89. The Court held in Barcelona Traction, “The traditional rule attributes the right of
diplomatic protection of a corporate entity to the State under the laws of which it is incorporated and in whose territory it has its
registered office....” Barcelona Traction, supra note 7, at para. 70. One of the policy reasons for this decision was to prevent the
Court from receiving multiple claims from different States, since this would open the door for States of nationality of any
shareholder to potentially exercise the diplomatic protection of the corporations in which they have invested. See ILC
Commentaries, supra note 4, at 59.

United States and European practice supported this debate. For an analysis of this practice, see D. Cristopher Ollis, A Functional
Analysis of Claimant Elegibility, in International Law of State Responsibility for Injuries to Aliens, supra note 9, at 281, 294-99.

Barcelona Traction, supra note 7, at para. 93.

Diallo, supra note 1, at para. 54.

Id. para. 90.
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Id. para. 89.

ILC Commentaries, supra note 4, at 58.

See Diallo, supra note 1, at paras. 91- 93.

See id. para. 93. The Court said: “The Court concludes on the fact before it that the companies, Africom-Zaire and
Africontainers-Zaire, were not incorporated in such a ways that they would fall within the scope of protection by substitution in the
sense of Article 11, paragraph (b), of the ILC draft Articles on Diplomatic Protection referred to by Guinea. Therefore, the question
of whether or not this paragraph of Article 11 reflects customary international law does not arise in this case.” Id.

ILC Commentaries, supra note 4, at 62-65.

The ILC’s analysis is similar to the one carried out by Belgium in the Case Concerning the Arrest Warrant of 11 April 2000 in an
attempt to demonstrate the that there was an exception provided for by customary international law to the rule of criminal
immunity of Ministers for Foreign Affairs. The ICJ declared that such analysis was insufficient to prove the existence of
international customs:

“The Court has carefully examined State practice, including national legislation and those few decision of national higher courts,
such as the House of Lords or the French Court of Cassation. It has been unable to deduce from this practice that there exists under
customary international law any form of exception to the rule according immunity from criminal jurisdiction and inviolability to
incumbent Ministers for Foreign Affairs, where they are suspected of having committed war crimes or crimes against humanity.”
Case Arrest Warrant of 11 April 2000 (Dem. Rep.Congo v. Belg.), Judgment, 2002 1.C.J. 3, 24 (Feb. 14).

It is important not to ignore the fact that State practice still can seek to protect corporations due to their nationals’ involvement as
shareholders. See, e.g., ILC Commentaries, supra note 4, at 65 n.160 (noting that the UK 1985 Rules Applying to International
Claims state, “where a United Kingdom national has an interest, as a shareholder or otherwise, in a company incorporated in
another State and of which it is therefore a national, and that State injures the company, Her Majesty’s Government may intervene
to protect the interest of the United Kingdom national.”). However, such States will not be able to seize the ICJ to solve the dispute
in the event of the given host State’s refusal to end the dispute, provided that the Court has jurisdiction on the dispute.

33 NCJILCR 437

End of Document © 2019 Thomson Reuters. No claim to original U.S. Government

Works.
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INTRODUCTION

The concept of a company as a separate entity from its shareholders is well
known and recognized in many common law and civil law countries. Generally,
this is a fundamental aspect of corporate law and courts hesitate to depart from
it. Nevertheless, the principle of separate personality is not absolute. In both,
common law and civil law countries, the courts have the power to depart from it.
Where the courts do not give effect to separate personality, it is often said that
the courts “pierce” or “lift” the corporate veil. This will usually, but not
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inevitably, lead to liability being imposed on another person, perhaps in addition
to the corporate vehicle.!

This paper aims to compare and critically examine the circumstances under
which veil piercing takes place against the objectives of incorporation. Both
common law jurisdictions, including England, Singapore, and the United States,
and civil law countries, including China and Germany, are discussed in this
paper. The main purpose of this comparison is to offer a reasonably
comprehensive and thorough examination of how courts in these jurisdictions
apply the principle of veil piercing, which has been formally adopted either
through case law or legislation. This paper employs the functional method in
comparative law, but we also consider other aspects, including the law in context
method and the historical method. The countries being compared, whether they
use common law or civil law systems, share many parallels in part because the
historical circumstances leading to the rise of corporate personality were very
similar, and also because the corporate laws in Asian countries referred to in this
paper are legal transplants. The paper argues that in almost all the jurisdictions
examined, some cases of veil piercing ought not to have been decided as such
because such decisions give rise to sub-optimal outcomes. Instead, other legal
tools should have been used, particularly those in the law of torts. We believe
this paper fills a gap in the literature of comparative corporate law, as the doctrine
of veil piercing has been frequently misapplied and there is a paucity of academic
commentary in this area.?

This paper proceeds as follows. In the next part, we will outline the historical
context that led to the rise of the modern corporation. After this, the paper sets
out the conceptual framework behind separate personality and veil piercing.
Thereafter, it will discuss the approaches to veil piercing in the jurisdictions
mentioned earlier and critically evaluate these approaches in light of the rationale
behind separate personality and other relevant objectives in corporate law.

HISTORICAL CONTEXT

Certain business arrangements, including forms approximating to the modern
partnership, can be traced back to ancient Rome and perhaps even before. Today,
we are familiar with the limited partnership as well as the general partnership,
both of which have roots in Roman times. The Roman societas (partnership)
allowed the socius (partner) to contribute capital or labor towards any enterprise,

1. It does not mean that the corporate entity ceases to exist but simply that corporate personality is
not given its full effect.

2. In writing this paper, we have borne in mind the excellent advice to approaching comparative
corporate law given by David C. Donald, Approaching Comparative Corporate Law, 14 FORDHAM J.
CORP. & FIN. L. 83 (2008), in particular to be aware (as much as we can) of the natural distorting
tendencies of one’s own perspective.
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commercial or otherwise, unless the enterprise was illegal.> The relationship
between the partners was contractual. Typically, the partners were responsible
for the societas’ debts and had rights to the societas’ claims. However, it was
possible to also structure the societas in a manner where a partner could be
exempt from all losses.* Therefore, the agreement between the partners
resembles a current general or limited partnership. The essential difference was
that in relation to third parties, a partner could not act for the societas or for other
partners so as to bind them to such third parties. Any contract entered into by a
particular socius on behalf of the societas was the responsibility of that socius
only vis-a-vis the other contracting party.> The contract between the socii
determined the extent to which a socius could ask other socii to bear losses
arising out of business transactions (as well as how gains were to be shared).
The societas proved to be a convenient and flexible basis for business
associations and influenced the development of business forms throughout
Europe, although over time some of its more individualistic characteristics were
abandoned to facilitate management. For example, one important development
was the idea of agency, which brought the societas closer to the modern
conception of partnership. Agency allowed a socius to act in a manner that was
binding on other socii if he acted for the societas and not in his own name.® This
made the other socii directly liable to creditors. Over time, this development and
other concepts that formed part of the written, common laws of medieval Europe
(the ius commune) helped give partnership law more of the characteristics that
modern lawyers can identify with. This brief foray into Roman law illustrates
that from early times there was a need for business forms that facilitated
associations of persons wishing to engage in transactions with a view to profit.
The main disadvantage of the societas (and the modern partnership) was the
absence of limited liability. The sociefas (and, subject to the terms of the
partnership agreement, the general form of partnership) also did not have
perpetual succession and would be terminated upon the withdrawal or death of
one of the partners.” Notwithstanding this, the Romans understood the benefits
of the modern company. The societas publicanorum was a variation of the
societas used by private entrepreneurs who entered into public contracts with the
state. The societas publicanorum resembled the modern shareholder company
with its ability to issue traded, limited liability shares, and the departure of socii
did not affect its existence. A single person could contractually bind the firm and

3. Henry Hansmann et al., Law and the Rise of the Firm, 119 Harv. L. Rev. 1335, 1356-57 (2006).

4. ULRIKE MALMENDIER, SOCIETAS, THE ENCYCLOPEDIA OF ANCIENT HISTORY 6304, 6304—06
(2013).

5. REINHARD ZIMMERMANN, THE LAW OF OBLIGATIONS: ROMAN FOUNDATIONS OF THE CIVILIAN
TRADITION 455 (1996).

6. Id. at 469.

7. Id. at 455-56; Ulrike Malmendier, Law and Finance “at the Origin” 47 J. ECON. LITERATURE
1076, 1088 (2009).
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assume rights in the name of the firm. Some sources even describe it as
equivalent to a legal person.® The private entrepreneurs constituting the societas
publicanorum were known as “government leaseholders™ or publicans.’

Therefore, unsurprisingly, from the 16" century in England there were
attempts to create business organizations that had the same characteristics as the
societas publicanorum. In England, the early forms of corporateness were the
ecclesiastical and the lay. Of the latter, there were municipal corporations during
the time of William the Conqueror. These corporations had the right to use a
common seal, make by-laws, plead in the courts of law and hold property in
succession. Boroughs, whether they had or did not have a royal charter, also
apparently held these privileges.!? However, the rights that were not held through
a charter were not safe until the Crown recognized them. The authority of the
Crown supplemented natural prescriptive right.!!

The gilda mercatoria, which was an incorporated society of merchants
having exclusive rights of trading within a borough, was another early form of
corporateness. As they were associated with boroughs there is some controversy
about whether the grant of gilda mercatoria to the merchants of a borough was
a grant of corporateness to the borough as well. The intimate connection between
them makes it difficult to separate the two as distinct organizations.!?
Nevertheless, the fact that, occasionally the status of liber burgus (free borough)
and gilda mercatoria were granted separately suggests they were distinct.'?

Subsequently, the grant of royal charters extended to commercial enterprises
beyond those linked to a borough.'* A few of the most famous commercial
enterprises included the East India Company, Standard Chartered Bank and
Royal Bank of Scotland. Aside from royal charters, the corporate form could also
be attained through an Act of Parliament. These were not frequently granted and
likely required either political connections, wealth or a combination of both.
Accordingly, a substitute developed. By the end of the seventeenth century, some
idea had been gleaned of one of the primary functions of the corporate concept,
namely the possibility of combining the capitalist with the entrepreneur.'> This

8.  Malmendier, supra note 7, at 1084-89.

9. Id. at1085.

10. See Cecil Thomas Carr, Early Forms of Corporateness, in 3 SELECT ESSAYS IN ANGLO-
AMERICAN LEGAL HISTORY 129 (1909).

11. Id. at138.

12.  COLIN ARTHUR COOKE, CORPORATION, TRUST AND COMPANY: AN ESSAY IN LEGAL HISTORY
21 (1950).

13. Id. at 177-78.

14.  The grant of royal charters also extended to other bodies, such as universities and professional
organizations. Further, see STEPHEN BAINBRIDGE & TODD HENDERSON, LIMITED LIABILITY: A LEGAL
AND ECONOMIC ANALYSIS 27-31 (2016).

15. PAUL L. DAVIES, GOWER’S PRINCIPLES OF MODERN COMPANY LAW 23 (6th ed. 1997).
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was effected through the formation of large quasi-partnerships known as joint
stock companies. !¢

The term ‘company’ in this context was of course a misnomer by modern
standards as it simply meant association. Joint stock companies were
unincorporated associations,!” many of which were originally formed as
partnerships by agreement under seal, providing for the division of the
undertaking into shares which were transferable by the original partners.'® In
England they emerged in the 16™ century because of the demands of foreign trade
which required capital in large amounts to be tied up for lengthy periods.” In
essence, such ‘companies’ continued to be partnerships. They differed from a
typical partnership because they generally consisted of many members, and this
meant that the articles of agreement between the parties were usually very
different.?’ This structure was not without its problems as partnership law was
not well suited for a large association. For example: (1) each of the investors was
liable for the joint stock company’s debts; (2) each investor had power to bind
the others to a contract with outsiders; and (3) if the joint stock company wanted
to sue a debtor all investors had to be joined as plaintiffs.?! The converse was
also true if the joint stock company was to be sued; all investors had to be joined
as defendants.??

As a result of the transferability of shares, speculative activity took place.
The British Parliament intervened to curb the gambling mania by enacting the
‘Bubble Act’ of 1720.2* The purpose of the Act was to prevent persons from
acting as if they were corporate bodies, or to have transferable shares without
any authority from the British Parliament.>* Throughout the eighteenth century
and beyond the shadow of 1720 retarded the development of incorporated
companies.?

16.  Re Agriculturist Cattle Ins. Co. (1870) LR 5 Ch. App. 725, 733-34 [hereinafter Baird’s Case)].
As a result of this historical fact, the term “joint stock company” is today sometimes used synonymously
with “company” in its modern form. For example, in Europe, the term joint stock company is used to refer
to a corporation limited by shares such as the French societe anonyme and the German Aktiengesellschaft.

17. ROBERT P. AUSTIN ET AL., FORD, AUSTIN & RAMSAY’S PRINCIPLES OF CORPORATIONS LAW ¢
2.110 (17th ed. 2018).

18.  DAVIES, supra note 15, at 21.

19.  See C. E. Walker, The History of the Joint Stock Company, 6 ACCOUNTING REV. 97, 99 (1931).

20. WILLIAM WATSON, A TREATISE OF THE LAW OF PARTNERSHIP 3, 101 (2d ed. 1807); see also
NATHANIEL LINDLEY, A TREATISE ON THE LAW OF COMPANIES, CONSIDERED AS A BRANCH OF THE LAW
OF PARTNERSHIP 608-09 (5th ed. 1889).

21. AUSTINET AL., supra note 17, at § 2.110.

22. See also Paul G. Mahoney, Contract or Concession: An Essay on the History of Corporate Law,
34 GA. L. REV. 873, 888-89 (2000).

23. Royal Exchange and London Assurance Corporation Act, 1719, 6 Geo. 1, c. 18 (Eng.).

24. COOKE, supra note 12, at 85.

25. DAVIES, supra note 15, at 28; see also WILLIAM ROBERT SCOTT, THE CONSTITUTION AND
FINANCE OF ENGLISH, SCOTTISH AND IRISH JOINT-STOCK COMPANIES TO 1720, at 438 (1912).
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Notwithstanding the Bubble Act, unincorporated joint stock companies
continued to exist. An important provision of the Act was in section 25, that
exempted ‘trade in partnership’ that ‘may be lawfully done.” Given that joint
stock companies were in essence partnerships, there was considerable scope to
work around the Bubble Act. This manifested itself in the ‘deed of settlement
company’ which was linked to the two equitable forms of group association, the
partnership and the trust.?® Many such ‘companies’ were established during the
period the Bubble Act was in force.?” In this incarnation, the ‘company’ would
be formed under a deed of settlement (something approximating to a cross
between a modern corporate constitution and a trust deed for debentures or unit
trusts), whereby the subscribers would agree to be associated in an enterprise
with a prescribed joint stock divided into a specified number of shares; the
provisions of the deed could be varied with the consent of a specified majority
of the proprietors; management would be delegated to a committee of directors;
and the company’s property would be vested in a separate body of trustees, some
of whom would also be directors.?® The deed of settlement would also provide
that the trustees could sue or be sued on behalf of the company to get around the
difficulty of claims by or against an unincorporated body with a potentially large
membership.?

In addition, the deed would provide that each sharcholder was to be liable
only to the extent of his share in the capital stock. Although such a provision
could only apply to the shareholders inter se and not be binding on third parties
dealing with the company,® limited liability could be achieved if contracts
between the company and third parties stipulated that the other party to the
contract could only look to the common stock of the company and not the assets
of individual shareholders.3! A number of English cases in the insurance context
held that policyholders were bound by the terms of the deed of settlement of the
insurance company if such terms were incorporated into the insurance contract.3?

Holdsworth, writing about the joint stock company of the seventeenth
century, said that this and other advantages which followed from the corporate
form meant that the promoters were able to secure the supreme advantage of
attracting capital more easily to finance their undertakings.®* It gave capitalists
an opportunity for investment and made available trade capital that would not

26. COOKE, supra note 12, at 85.

27. DAVIES, supra note 15, at 30; ROB MCQUEEN, A SOCIAL HISTORY OF COMPANY LAW: GREAT
BRITAIN AND THE AUSTRALIAN COLONIES 1854-1920 20 (2009).

28. DAVIES, supra note 15, at 29. See also COOKE, supra note 12, at 86-87.

29. See Baird’s Case, LR 5 Ch. App. at 734-35 (James L.J.).

30. Hallett v. Dowdall (1852) 18 QB 2, 50-51, 118 Eng. Rep. 1, 20 [hereinafter Hallet].

31. See COOKE,, supra note 12, at 87.

32. Hallett,21-22; Re. Family Endowment Soc’y (1870) L.R. 5 Ch. App. 118, 136-37; Re European
Assurance Soc’y (Hort’s Case) (1875) 1 Ch. D. 307, 323-25.

33. See WILLIAM SEARLE HOLDSWORTH, A HISTORY OF ENGLISH LAW 205 (3rd ed. 1925).
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otherwise have been employed in trade.?* Nevertheless, there was ambivalence
towards the corporate form. Adam Smith, for example, had reservations about
joint stock companies on the basis that directors of such companies, being the
managers of money from others, could not be expected to watch over it with the
same vigilance as partners would watch over their own.? Negligence and
profusion must therefore “always prevail, more or less, in the management of the
affairs of such a company.”*¢ Joint stock companies were less efficient than
private individuals and could usually succeed only with monopoly rights.?’
Despite such ambivalence, the Joint Stock Companies Act was passed in 1844
and marked the beginning of modern company law in England.?® The Act of
1844 came about because of the continued importance of joint stock companies.
In addition, concerns over dishonest promoters gave rise to a view that such
entities had to be regulated.®

Nonetheless, limited liability was not a feature of the Act of 1844 and it did
not arrive easily. It had not been included in the 1844 Act because there
continued to be strong reservations against any extension of limited liability.*
For instance, according to the 1854 report of the Royal Commission on
Mercantile Laws appointed in 1853, a majority opposed extending limited
liability to joint stock companies.*! The commercial community also expressed
dissenting views. For example, the Manchester Chamber of Commerce thought
that limited liability was subversive of the high moral responsibility that was the
hallmark of the law of partnership.#> A Manchester manufacturer said limited
liability “would become the refuge of the trading skulk; and, as a mask cover the
degradation and moral guilt of having recklessly gambled with the interests of
traders; and then the stain which now attaches to bankruptcy would cease to
exist.”® In this, we find the familiar concern over unscrupulous promoters using
corporate vehicles as an instrument of fraud or other sharp practice, and the
lessening of incentive for personal responsibility and vigilance. Yet one wonders
if some of the concern might not have been motivated by self-interest on the part

34, Seeid. at213.

35.  An early observation of what is today known as the ‘agency’ problem.

36. ADAM SMITH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF NATIONS 326
(1869).

37. Id

38. The Act provided inter alia for incorporation by registration thereby paving the way for
incorporation to be available widely, and disclosure of key information relating to the company which
continues to be seen as an important safeguard to third parties dealing with corporate vehicles.

39.  MCQUEEN, supra note 27, at 44-46; COOKE, supra note 12, at 123; BISHOP CARLETON HUNT,
THE DEVELOPMENT OF THE BUSINESS CORPORATION IN ENGLAND 1800-1867 at 90-95 (1936); RON
HARRIS, INDUSTRIALIZING ENGLISH LAW: ENTREPRENEURSHIP AND BUSINESS ORGANIZATION, 1720-
1844, at 281, 287 (2000).

40. HARRIS, supra note 39, at 282.

41. DAVIES, supra note 15, at 42.

42. COOKE, supra note 12, at 156-57.

43.  Quoted in HUNT, supra note 39, at 117-18.
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of those who did not welcome the democratisation of a business vehicle that
could lead to more competition.**

Evidently, these concerns did not prevail.*> One reason was capital flight as
money flowed overseas, particularly into joint stock companies that offered
limited liability.*® Allowing limited liability would potentially raise the
investment opportunities available domestically. This is an early illustration of
how, in some areas, the power of the marketplace can bring about greater legal
convergence. Another was “social amelioration”.” Limited liability would allow
the middle and working classes not to be excluded from fair competition through
the fear of personal bankruptcy. It would open up more opportunities for them.
It was also thought that the ability to involve a wider segment of people in
business might unleash creative energies and revitalise English industry that was
in danger of losing its edge and being overtaken by overseas capitalists.*®
Accordingly, the Limited Liability Act of 1855 was passed. It was soon repealed
but substantially re-enacted in the Joint Stock Companies Act 1856.

The incorporated form, and limited liability, came about in England because
of the utility of a business organization that could effectively accumulate capital
for more productive use.*” There is an economic purpose, but more broadly the
corporation and limited liability are regarded as beneficial to society as a
whole.>® Their purposes are as much social and political®! as they are economic.
Ultimately, corporations, like other institutions, must continue to justify their
existence by demonstrating that whatever their faults, they bring utility to society
that is not easily substitutable. It follows (or at least is implied) that in principle
incorporators, owners and managers of companies ought not to expect the full
benefits of incorporation if their conduct undermines faith in the institution, and
therefore its utility to society. The next part of this paper will discuss this further.

The experience of England is mirrored in other jurisdictions that over time
adopted liberal corporate laws to facilitate development. In the United States, as
in England, a number of alternatives to the corporate form were used from time
to time. These included the limited partnership, the business trust, and the joint
stock company and it was by no means certain that a corporation was the best
way to raise and manage money for enterprise.>? After the American Revolution,

44. See MCQUEEN, supra note 27, at 81-86.

45. Mahoney, supra note 22.

46. MCQUEEN, supra note 27 at 99-100.

47. HUNT, supra note 39, at 120.

48. See MCQUEEN, supra note 27, at 125.

49. This is not to suggest that other alternative business forms would not have been able to achieve
such goals: see HARRIS, supra note 39, at 291.

50. For example, it has been said that limited liability “clearly encouraged the flow of capital into
new enterprise”: see HERBERT HOVENKAMP, ENTERPRISE AND AMERICAN LAW: 1836-1937, at 54 (1991).

51. JOHN MICKLETHWAIT & ADRIAN WOOLDRIDGE, THE COMPANY: A SHORT HISTORY OF A
REVOLUTIONARY IDEA 53-54 (2003).

52.  LAWRENCE M. FRIEDMAN, A HISTORY OF AMERICAN LAW 176-77 (1973).
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a strong and growing prejudice in favour of equality opposed the English
tradition that corporate powers be granted only in rare instances. This led almost
immediately to the enactment of general incorporation acts for ecclesiastical,
educational, and literary corporations. It was also easier to obtain corporate
charters from the new state legislatures than it was in England, leading to a
considerable extension of corporate enterprise in the field of business before the
end of the eighteenth century.3? The United States was 30 years ahead of English
practice, as charters were granted fairly frequently between 1800 and 1830, albeit
with conditions and restraints placed on the corporate bodies.>* Special
chartering, however, smacked of privilege and set off a reform movement that
sought to bring about equal access to corporate chartering. States also began to
compete for corporate charters in order to increase taxes paid by corporations.>?
In 1811, the State of New York became the first to pass a general
incorporation statute for businesses, although it originally only applied to
companies seeking to manufacture particular items, such as anchors and linen
g00ds.*® Soon, the types of businesses eligible to incorporate included all forms
of transportation and nearly all forms of manufacturing and financial services as
well. Other states followed the New York approach. The combined result of a
more liberal approach to charters and general incorporation statutes caused the
corporation to become crucial to the American economy by the last third of the
nineteenth century.>” It provided an efficient and trouble free device to aggregate
capital and manage it in business, with limited liability and transferable shares.>®
The adoption of limited liability was an important development. It arose because
of the pressure on the growing corporations (of the first half of the nineteenth
century) to raise the capital required to take advantage of the emerging
technology of the times. It was also a matter of protracted political struggle.”>’
Taking two examples in Continental Europe, in 1848, Sweden issued a
governmental decree that recognised the legal position of the joint stock
company. The coming of the railroad with its necessity for a large accumulation
of capital was the initial catalyst.®° In a number of German states, the pressure to

53. JOSEPH STANCLIFFE DAVIS, ESSAYS IN THE EARLIER HISTORY OF AMERICAN CORPORATIONS
7-8 (1917).

54. COOKE, supra note 12, at 134. See also JOHN STEELE GORDON, AN EMPIRE OF WEALTH — THE
EPIC HISTORY OF AMERICAN ECONOMIC POWER 229 (2004) (observing that between 1800 and 1860, the
state of Pennsylvania alone incorporated more than 2000 companies).

55.  WILLIAM A. KLEIN ET AL, BUSINESS ORGANIZATION AND FINANCE: LEGAL AND ECONOMIC
PRINCIPLES 114 (2010).

56. FRIEDMAN, supra note 52, at 172; BAINBRIDGE & HENDERSON, supra note 14 at 37-38.

57. GORDON, supra note 54, at 228-29; FRIEDMAN, supra note 52, at 177 (suggesting that the
triumph of the corporation as a business form over other business forms was due to almost random factors).

58. FRIEDMAN, supra note 52, at 178 (quotations omitted).

59. Phillip I. Blumberg, Accountability of Multinational Corporations: The Barriers Presented by
Concepts of the Corporate Juridical Entity, 24 HASTINGS INT'L & Cowmp. L. REV. 297, 301 (2001)
(quotations omitted).

60. CHARLES P. KINDLEBERGER, A FINANCIAL HISTORY OF WESTERN EUROPE 204 (2006).
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move towards a system of free incorporation became progressively irresistible in
the 19 century as the country faced the question of how to raise and regulate
large capital sums needed for major industrial and infrastructure projects. As
with many other countries, the coming of the railways was an important spur for
this. ¢!

Moving to Asia, the first company law in China was enacted by the Qing
Dynasty in 1904. It established four types of companies, one of which was the
company limited by shares. To qualify as juridical persons with limited liability,
all companies had to register with the Ministry of Commerce with registration
fees assessed as a percentage of capitalization.%? Prior to 1904, there was little
formal law associated with business enterprises. In part this was because
engaging in commerce did not attract high social prestige. Farmers and artisans
enjoyed higher social prestige, the former reflecting the importance of
agricultural pursuits for much of Chinese history. Business, on the other hand,
was regarded as parasitic without creating anything of value.®® Given the lack of
formal law, many Chinese businesses were family affairs, and people often
entered transactions based on trust. Private ordering rather than law played a
more important role.®* The objectives of the 1904 law were to promote China’s
industrial development; to attain perceived Western standards of law so as to
justify demands for the abolition of the system of extraterritoriality that had been
imposed on China since the 1840s; and the strengthening of the power of the
central government. These broad aims informed revisions of Chinese Company
Law over the next eight decades.®

After the People’s Republic of China was established in 1949, company law
was abolished. A process of collectivisation and nationalisation took place that
only began to be reversed after the death of Mao Zedong and the era of Deng
Xiaoping. This eventually led to the promulgation of the 1993 Company Law,
which took effect on July 1, 1994. Article 1 of that Act stated that it was intended
to meet inter alia the needs of establishing a modern enterprise system, to
maintain the socio-economic order, and to promote the development of the
socialist market economy.®® These stated objects illustrate the instrumentalist
nature of corporate law in China.

61. Peter Muchlinski, The Development of German Corporate Law Until 1990: An Historical
Appraisal, 14 GERMAN L.J. 339, 345-46 (2013) (citations omitted).

62.  William C. Kirby, China Unincorporated: Company Law and Business Enterprise in Twentieth-
Century China, 54 J. ASIAN STUD. 43, 48 (1995).

63. FREDERICK W. MOTE, IMPERIAL CHINA: 900—1800, at 390-91 (1999).

64. See generally Kirby, supra note 62, at 44-46; Tan Cheng-Han, Private Ordering and the Chinese
in Nineteenth Century Straits Settlements, 11 ASIAN J. COMP. L. 27, 44-47 (2016).

65. Kirby, supra note 62, at 43—44.

66. WANG JIANGYU, COMPANY LAW IN CHINA — REGULATION OF BUSINESS ORGANIZATIONS IN A
SOCIALIST MARKET ECONOMY 5-7 (2014).
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In fact, the process in Asia of creating a commercial law comparable to that
found in Western countries began earlier in Japan. The impetus was similar to
China’s. Japan wanted to end the legal extraterritoriality granted to foreign
residents that had been imposed by the “unequal treaties” that forced the opening
of the country to foreign trade. In addition, the Meiji government felt that a
modern commercial and corporate law system was necessary for the evolution
of modern corporations which were regarded as indispensable for nursing strong
economic growth. In turn, this would allow the country to create a strong military
to assure her safety and independence. ¢’

It will be clear from the foregoing that the development of corporate law in
China (and Japan) was driven significantly by socio-political objectives. As both
countries adopted the German civil law model, their corporate laws were at one
time heavily modelled after German corporate law, although American law has
since become increasingly influential. In many other parts of Asia that were
colonized such as Singapore, colonial governments introduced Western
corporate law and naturally mirrored the law in the colonizing country.®®

VEIL PIERCING — A THEORETICAL ANALYSIS

The brief historical analysis outlined above reminds us that even though we
currently take separate personality and limited liability for granted, neither came
about naturally or easily. They were accepted ultimately because of a hard-nosed
assessment that their benefits outweighed the risks, the latter of which was clear
to most. Corporate legislation implicitly tolerates these risks for the greater
good.

Statements such as the following have been made in numerous US cases®’
and is true for many other jurisdictions as well:

The doctrine that a corporation is a legal entity existing separate and apart from the
persons composing it is a legal theory introduced for purposes of convenience and to
subserve the ends of justice....It is clear that a corporation is in fact a collection of
individuals, and that the idea of a corporation as a legal entity or person apart from
its members is a mere fiction of the law introduced for convenience in conducting the
business in this privileged way.

This is the norm today; however, corporate legislation will often contain
express exceptions to separate personality or limited liability,”® and it is not

67. Harald Baum & Eiji Takahashi, Commercial and Corporate Law in Japan: Legal and Economic
Developments After 1868, in HISTORY OF LAW IN JAPAN SINCE 1868, at 336-37 (Wilhelm Rohl ed. 2005).

68. For example, Singapore’s Companies Ordinance, 1940 (Act No. 49/1940) (Sing.) was based on
England’s Companies Act, 1929, 19 & 20 Geo. 5, ¢.23 (Eng.).

69. Seee.g., William H Sanders v. Roselawn Memorial Gardens, Inc., 159 S.E.2d 784, 800 (W. Va.
1968) (hereinafter “Sanders”); TLIG Maintenance Services, Inc. v. Deann Fialkowski, 218 So. 3d 1271,
1282 (Ala. Civ. App. 2016) (hereinafter “TLIG Maintenance Services”).

70. See e.g., Companies Act (Cap. 50, Rev. Ed. 2006) (Sing.), § 340(1) (imposing personal liability
on a person who was knowingly a party to a company carrying on business with the intent to defraud
creditors of the company, or of any other person, or for any fraudulent purpose).

150

Annex 140



unusual for other legislation to express exceptions as well in specific
circumstances.”! Such exceptions arise because of a policy choice that the
benefits of incorporation ought not to be fully available in such instances.

Given the existence of specific legislative carve outs, and the apparently
unqualified nature of limited liability in most jurisdictions,” it is conceivable
that any limits to corporate personality or limited liability should be determined
within such limited parameters. This has not been the case. The courts have gone
beyond exceptions found in legislation to ignore corporate personality and
extend liability to shareholders or directors of companies. When corporate
personality is ignored or liability is extended, it is often said that the courts are
piercing or lifting the corporate veil, thereby allowing the courts to take legal
notice of the persons behind the company, usually the shareholders, to whom
personal liability may then be attached for obligations that prima facie ought to
be attributed only to the company.

What justifies such judicial intervention? In common law countries, statutory
interpretation allows a court to determine the scope of a legislative provision, not
only from the express language used, but also from what may be fairly implied
from the express terms of the legislation and its purpose. As an English judge,
Willes J, put it, the legal meaning to be ascribed to a legislative provision is
“whatever the language used necessarily or even naturally implies.””3

In the well-known case, Salomon v. A. Salomon & Co. Ltd., it was
established, beyond doubt in England, that the company was to be treated as a
person separate and distinct from its shareholders, including the principal
shareholder and director. Lord Watson observed:’

In a Court of Law or Equity, what the Legislature intended to be done or not to be
done can only be legitimately ascertained from that which it has chosen to enact,
either in express words or by reasonable and necessary implication.

Accordingly, separate personality cannot be extended to a point beyond its
reason and policy, and will be disregarded when this occurs.”® Separate corporate
identity is conferred “to further important underlying policies, such as the
promotion of commerce and industrial growth” and as such “may not be asserted

71. See e.g., Residential Property Act (Cap. 249, Rev. Ed. 2009) (Sing.), § 2, defining a “Singapore
company” as generally one which is incorporated in Singapore, and additionally all its directors and
members must be Singapore citizens. Thus for the purpose of this legislation, the nationalities of non-
Singaporean directors and members are attributed to the company. This in turn determines whether the
company falls within or outside the legislative prohibitions.

72. China, which has a more general and open legislative exception which is found in Article 20 of
the PRC Company Law promulgated by the National People’s Congress, is an outlier, as we discuss in
the part on the People’s Republic of China infra.

73.  Chorlton v. Lings (1868) L.R. 4 C.P. 374 (Ct. Common Pleas) 387. See also Russian and English
Bank v. Baring Brothers, [1936] 1 A.C. 405 (H.L.) 427 (the House of Lords held that it was a necessary
implication of the relevant winding up provisions in the Companies Act that the dissolved foreign
company was to be wound up as if it had not been dissolved but had continued in existence).

74.  Salomon v. A. Salomon & Co. Ltd., [1897] A.C. 22 (H.L.) 38.

75. Sanders 159 S.E.2d at 784; TLIG Maintenance Services, 218 So. 3d at 1271.
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for a purpose which does not further these objectives in order to override other
significant public interests which the state seeks to protect through legislation or
regulation.”’® In other words, at common law the courts, in construing corporate
legislation as giving rise to entities with separate personality and shareholders
with limited liability, have concluded that there are implicit limits to this
separateness.”’ These limits are ascertained by reference to what the court
construes as the legislative intent behind such legislation, namely to bring about
positive social and economic outcomes through an organizational framework
that facilitates business transactions.’®

Using Germany as a civil law comparator, Germany shares similarities with
the English common law approach insofar as courts are showing growing
reluctance to pierce the corporate veil. In Germany, when limited liability is
disregarded, it is referred to as “Durchgriffshaftung” and relates to situations not
governed “expressly by statutory or other legal rules in which an entity’s
existence is disregarded and the owner is held individually liable for the
obligations of the company.””” Under the modern approach, courts limit veil
piercing to the scenario of commingled assets and otherwise rely on the law of
torts to deal with instances in which shareholders intentionally lead companies
into insolvency.

Given the importance of legislative policy to determine when piercing the
corporate veil takes place, it is unsurprising that generally, in the jurisdictions
discussed above, the courts disregard the corporate personality very sparingly
and there are few real instances of piercing taking place.®® This is consistent with
the fact that limited liability was eventually settled upon by legislatures after
decades of debate that fleshed out its advantages and disadvantages. The
separation of power between judiciaries and legislatures necessitates that due
respect be given to the policy choice made. In addition, the advantages of limited
liability are regarded as crucial to the development of mature market economies.
These advantages have been discussed widely elsewhere and will not be repeated
here.?! Also, courts tend to be sensitive to the need for certainty in matters of

76. Glazer v. Comm'n on Ethics for Public Employees, 431 So. 2d 752, 754 (La. 1983) (hereinafter
“Glazer”).

77. Tan Cheng-Han, Veil Piercing: A Fresh Start,J. BUS. L. 20, 29 (2015).

78. See e.g., First National City Bank v. Banco Para El Commercio Exterior de Cuba, 462 U.S. 611
(1983).

79. Overall outdated because of recent judicial changes, but still correct in this respect. See Carsten
Alting, Piercing the Corporate Veil in American and German Law — Liability of Individuals and Entities:
A Comparative View, 2 TULSA J. COMP. & INT’L L 187, 190, 197 (1994) (citations omitted).

80. Seee.g., Prestv. Petrodel Resources Ltd [2013] UKSC 34; [2013] 3 WLR 1 (Eng.) (hereinafter
“Prest”); Alting, supra note 79, at 191. Although US courts affirm the exceptional nature of veil piercing,
the courts there appear more willing to pierce the corporate veil, and courts in China appear even more
willing to do so. This is discussed in the part on the People’s Republic of China infra.

81. See e.g., Frank H. Easterbrook & Daniel R. Fischel, Limited Liability and the Corporation, 52
U. CHL L. REV. 89, 93—107 (1985); Larry E. Ribstein, Limited Liability and Theories of the Corporation,
50 MD. L. REV. 80, 95, 99-107 (1991); BAINBRIDGE & HENDERSON, supra note 14, Chapter 3.
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business. The importance attributed to certainty is part of the explanation as to
why courts do not generally draw a distinction between voluntary creditors who
choose to contract with a company and involuntary creditors such as tort victims.

Considering that veil piercing occurs only in exceptional circumstances
where the use of the corporate vehicle is inconsistent with the legislative purpose
behind corporate personality and limited liability, the courts in the jurisdictions
surveyed above express a remarkably similar rationale underlying veil piercing.
In the United Kingdom (UK), Lord Sumption, who delivered the leading
judgment in Prest v. Petrodel Resources Ltd., opined that “recognition of a
limited power to pierce the corporate veil in carefully defined circumstances is
necessary if the law is not to be disarmed in the face of abuse.”®? According to
his Lordship, the considerations found in the English cases reflect the broader
principle that the corporate veil may be pierced only to prevent the abuse of
corporate legal personality.®* Arguably, this approach by the UK Supreme Court
is to be welcomed as it: (1) moves the focus away from metaphors such as
“sham” and ““facade” to justify veil piercing and which provide virtually no
guidance to future courts, and (2) provides an approach that is based on policy.3*

A court in Singapore, another common law jurisdiction, has framed the
approach in similar terms: %>

Courts will, in exceptional cases, be willing to pierce the corporate veil to impose

personal liability on the company’s controllers. While there is as yet no single test to

determine whether the corporate veil should be pierced in any particular case, there

are, in general, two justifications for doing so at common law — first, where the

evidence shows that the company is not in fact a separate entity; and second, where

the corporate form has been abused to further an improper purpose.

Courts in the US have also invoked abuse as the underlying principle
justifying disregard of the corporate personality. Under Glazer v. Commission on
Ethics for Public Employees, a court may, “pierce the corporate veil when the

established norm of corporateness has been so abused in conducting a business

82. Prest[2013]3 WLR 1 [27].

83. Id. at [34]. See also VIB Capital Plc v Nutritek International Corp [2012] EWCA (Civ) 808,
[2012] 2 C.L.C. 431, 460 (where the Court of Appeal of England and Wales stated that the “relevant
wrongdoing [for veil piercing purposes] must be in the nature of an independent wrong that involves the
fraudulent or dishonest misuse of the corporate personality of the company for the purpose of concealing
the true facts™); Faiza Ben Hashem v. Abdulhadi Ali Shayif [2008] EWHC 2380 (Fam), [2009] 1 F.L.R.
115 [163] (“it is necessary to show both control of the company by the wrongdoer(s) and impropriety, that
is, (mis)use of the company by them as a device or fagade to conceal their wrongdoing.”).

84. Tan, supra note 77, at 20-21. See also Tan Cheng-Han, Piercing the Separate Personality of the
Company: A Matter of Policy?, 1999 SING. J. LEG. STUD. 531, 537-43 (1999) (foreshadowing Prest v
Petrodel). Admittedly, Lord Sumption saw the application of the doctrine in very narrow terms but in this
regard he was not in the majority. While all the Justices on the panel agreed that veil piercing was
exceptional, they were not prepared to foreclose possible situations where veil piercing may take place
beyond the category of “evasion” cases that Lord Sumption felt was the only true category where the
corporate veil is lifted.

85.  Tjong Very Sumito v. Chan Sing En [2012] SGHC 125 (Sing.) [67]; see also Simgood Pte Ltd v.
MLC Shipbuilding Sdn Bhd [2016] 1 Sing. L. Rep. 1129 [195]-[204].
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that the venture’s status as a separate entity has not been preserved.”% Corporate
personality will be respected unless the “legal entity is used to defeat public
convenience, justify wrong, protect fraud, or defend crime,”¥” acts that speak to
abusive conduct. Although under the Federal system in the US courts are not
bound by a uniform position on veil piercing, generally there must be an element
of wrongdoing to justify disregarding corporate personality. 5

The importance of wrongdoing towards establishing abuse of the corporate
form is another reason piercing is an exceptional remedy. Controllers of
companies who in such capacity engage in wrongdoing will often find
themselves incurring liability to their companies. While such liability may be
academic where the entities are operating under the control of such persons, the
issue of veil piercing often arises where the companies are insolvent and
incapable of meeting their obligations or liabilities to third parties. In such
instances, insolvency regimes usually impose a collective framework within
which creditors of companies have their claims adjudicated. Insolvency laws
typically frown on creditors who obtain preferential treatment when the
corporation is already insolvent.®® This is economically efficient as it facilitates
an orderly and fair distribution of an insolvent entity’s assets to all creditors.
When piercing takes place, there is a danger that it may undermine the collective
insolvency process and place the claimant in a superior position compared to
other creditors of the insolvent corporation. Any successful claim against a
corporate controller will diminish the controller’s assets and increase the
probability that the company will not be able to obtain the full measure of any
loss caused to it by the controller’s wrongful act. This in turn diminishes the pool
of assets available for distribution to creditors as a whole and places those
creditors who are able to act more quickly, usually those that are more
sophisticated and with greater financial resources, in a superior position. The
more liberal the approach to veil piercing, the greater the risk of undermining the
insolvency process.

Another perspective favoring a narrow approach to veil piercing is its
potential overlap with other legal doctrines. In Prest v. Petrodel, Lord Sumption
opined that the veil piercing “principle is a limited one because in almost every
case where the test is satisfied, the facts will in practice disclose a legal
relationship between the company and its controller which will make it

86. Glazer, 431 So0.2d at 757 (citations omitted).

87. United States v. Milwaukee Refrigerator Transit Co., 142 F. 247, 255 (E.D.Wis. 1905).

88. This is discussed below.

89. See generally, ROY GOODE, PRINCIPLES OF CORPORATE INSOLVENCY 235-237 (4th Ed. 2011);
Secured creditors are a significant exception to this as security arrangements are generally regarded as
falling outside the general insolvency process. In common law jurisdictions such as England and
Singapore, this is because a secured creditor is regarded as having a proprietary interest in property taken
as security, allowing such secured creditor the right vis-a-vis such security to stand outside the liquidation
process. See IAN FLETCHER, THE LAW OF INSOLVENCY 747- 749 (5th Ed. 2017).
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unnecessary to pierce the veil.” Where this was not necessary, it would not be
appropriate to do so because there would be no public policy imperative to justify
such a course.”® Another member of the panel, Lord Neuberger, expressed the
view that a number of cases that involved veil piercing could and should have
been decided on other grounds.’! Such a view of veil piercing confines the
doctrine to a residual category. Nevertheless, this is consistent with the doctrine
operating in exceptional circumstances. While a set of facts can raise overlapping
legal rules, the exceptional nature of veil piercing justifies its application to
situations of abuse that do not potentially fall within other areas of the law. Thus,
where the situation overlaps with another area of law, the underlying policies and
principles of that area, rather than veil piercing, should set the boundaries for
personal liability. Veil piercing in such circumstances gives rise to a risk that
corporate law may overreach. The difficulty lies in determining whether
individual cases fall into gaps that corporate law should fill or if the lack of any
other more obvious remedy reflects the inherent inappropriateness of the claim.

An example of potential overreach may be found in cases where directors (or
senior management) were found liable for a tort committed by, for instance, an
employee of the company on the basis that the tortious act had been procured,
facilitated or directed by the said directors. In many common law countries, this
raises a difficult question of policy. On the one hand, directors do not act
personally in the discharge of their directorial responsibilities. There are good
reasons for this, including the need for the benefits of corporate personality to
extend to corporate officers lest it gives rise to disincentives to manage
companies. Yet, this view conflicts with the principle that a person should answer
for their own tortious acts.”? In Australia, judicial statements have been made
that this “is a complex and burgeoning field of law”*3 and has led to “a confusing
picture on an issue that has persistently vexed the common law.”%*

In Canada and Singapore, there is authority to support the proposition that
corporate personality is disregarded where a director is found liable for procuring
a tortious act by another person. Canadian courts have made it clear that a
particular mental state is required before authorization, direction or procurement
sufficient for secondary tortious liability is made out. In Mentmore
Manufacturing Co v. National Merchandise Manufacturing Co, Le Dain J
expressed the view:

But in my opinion there must be circumstances from which it is reasonable to
conclude that the purpose of the director or officer was not the direction of the

90. Prest[2013] 3 WLR 1 [35].

91. Prest[2013] 3 WLR 1 [64].

92.  Mentmore Manufacturing Co v. National Merchandise Manufacturing Co (1978) 89 DLR (3d)
195 para. 23 (hereinafter “Mentmore Manufacturing”).

93. G M (North Melbourne) Holdings Pty Ltd v. Young Kelly Pty Ltd [1986] FCA 164 para. 58
(Austl.).

94.  Root Quality Pty Ltd v. Root Control Pty Ltd [2000] FCA 980 para. 115 (Austl.).
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manufacturing and selling activity of the company in the ordinary course of his
relationship to it but the deliberate, wilful and knowing pursuit of a course of conduct
that was likely to constitute infringement or reflected an indifference to the risk of it.
95

This approach has been accepted in a number of other Canadian decisions.”®
In Halford v. Seed Hawk Inc.,” Pelletier J said the principle underlying the
approach in Mentmore Manufacturing was that the courts would not allow a
corporation to be used as an instrument of fraud. Personal liability attaches to a
director where such behavior is tortious, or when the corporation is used as a
cloak for the personal activities of the director.”® This is the language of veil
piercing.

Under Canadian law, the courts will disregard the separate legal personality
of a company where it is dominated and controlled, and being used as a shield
for fraudulent or improper conduct. Thus, the conduct in question must be akin
to fraud to warrant veil piercing.”® Indeed, the similarity between secondary
liability for procuring a tort and veil piercing under Canadian law can be seen
from the following statement:'%°

The question of whether the appellant, as an officer and director of ACPI and ACL,
could be found to be personally responsible for the tort committed by the corporations
— had this question been raised on the pleadings — would require evidence to
support a finding that the appellant exercised clear domination and control over the
corporations in directing the wrongful things to be done, and that the conduct he
engaged in was akin to fraud, deceit, dishonesty or want of authority and constituted
a tort in itself.

The above statement was made in the context of piercing the corporate veil
but the reference to “directing” wrongful acts is similar to the imposition of
secondary liability as a joint tortfeasor.

In Singapore, the link between veil piercing and secondary liability in tort
has been more explicit. In TV Media Pte Ltd v. De Cruz Andrea Heidi,'"!
Singapore’s apex court, the Court of Appeal, held that where a statement of claim
alleged that the defendant had authorized, directed and/or procured acts that
amounted to corporate negligence, this was essentially a submission to lift the

95.  Mentmore Manufacturing, (1978) 89 DLR (3d) 195 para. 28.

96. See e.g., Steinhart v. Moledina, (2005) 37 C.P.R. 4th 443 (Can. Ont. Sup. Ct. J.) para. 23;
Dimplex North America Ltd v. Globaltec Distributors Ltd, 2005 FC 298 (2005), 137 A.C.W.S. 3d 716
(Can. Fed. Ct.) para. 13; Cinar Corp v. Robinson 2013 SCC 73, [2013] 3 S.C.R. 1168 (Can. Sup. Ct.) para.
60; XY, LLC v. Canadian Topsires Selection Inc., 2016 BCSC 1095 (Can. B.C. S.C.) para. 231.

97. Halford v. Seed Hawk Inc. 2004 FC 455, (2004) 31 C.P.R. 4th 434 (Can. Fed. Ct.).

98. Id.[330]-[331].

99. See e.g., Transamerica Life Insurance Co. of Canada v. Canada Life Assurance Co. (1996) 28
O.R. 3d 423 (Can. Ont. Gen. Div) [22]-[23]; 4-C-H International Inc v. Royal Bank of Canada (2005)
254 D.L.R. 4th 327 (Can. Ont. Sup. Ct. J.) [29]; Burke Estate v. Royal Sun Alliance Insurance Co of
Canada, 2011 NBCA 98, 381 N.B.R. 2d 81 (Can. N.B. C.A.) para. 60.

100. A-C-H International Inc (2005) 254 D.L.R. 4th 327 para. 29.

101. TV Media Pte Ltd v. De Cruz Andrea Heidi, [2004] SGCA 29, [2004] 3 Sing. L. Rep. (R.) 543
(“TV Media”) [118].
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corporate veil. The court also agreed with the trial judge that the veil should be
pierced as the defendant director had authorized, directed or procured acts of
negligence.!? In particular, the court said:

After all, a court can only find a director personally liable for authorizing, directing
or procuring the company’s tort if it has first lifted the company’s corporate veil
which otherwise protects a director from being found liable. %3

While such an approach seems to provide a basis to impose personal liability,
the issue may be better resolved within the framework of tort law, so that it can
consider the relevant policies that should underpin the imposition of secondary
tortious liability, an issue that goes beyond corporate entities. In English tort law,
where a person “authorizes, procures or instigates the commission of a tort” by
another, the former becomes a joint tortfeasor who is equally liable with the
primary tortfeasor.!% This is not to suggest that the understanding of what
amounts to authorization or procurement in the corporate and non-corporate
context should necessarily be the same. Rather tort law, which constantly must
balance and assess the appropriate measures to regulate civil wrongdoings, may
be more suited to determining this issue than corporate law. The contours of
liability for civil wrongs are the essence of tort law. Accordingly, the law of torts,
not the doctrine of veil piercing, may provide a superior framework to determine
the circumstances under which a corporate officer should be responsible for the
tortious act of a subordinate.

Similarly, where a director has caused a company to commit a tort and this
leads to the insolvency of the corporation and therefore inadequate compensation
for the tort victims who are involuntary creditors, there should not be recourse to
veil piercing. The real question is whether the circumstances justify imposing a
duty on the director to the tort victims, or if the director has breached a duty of
care to the company that entitles the liquidator to bring a claim on behalf of the
corporation against the director. These are policy issues at the heart of tort law,
while corporate law lacks the analytical tools to address them. Engaging in veil
piercing creates a messy and uncertain shortcut.

VEIL PIERCING — A COMPARATIVE ANALYSIS

Having outlined the conceptual framework behind veil piercing, we now
analyze from a comparative perspective the judicial reasoning in veil piercing
cases and the specific factors that courts take into consideration when such issue
arises. The jurisdictions considered are England, Singapore, the United States,
Germany and China.

102. TV Media 3 Sing. L. Rep. at [132]-[140] The more traditional view is that both are separate
doctrines and the court’s approach in the earlier case of Gabriel Peter & Partners v. Wee Chong Jin, [1997]
SGCA 53, [1997] 3 Sing. L. Rep. (R.) 649 [31]-[35] is consistent with this.

103. TV Media 3 Sing. L. Rep. at [119].

104. DAVID HOWARTH ET AL., HEPPLE AND MATTHEWS’ TORT LAW 1121 (7th ed. 2015).
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England and Singapore

Both England and Singapore have broadly similar approaches. Their courts
have increasingly recognized that the main issue in dispute in these corporate
liability cases revolves around whether corporate officers have abused or
misused the corporate form. Accordingly, England and Singapore have begun to
move away from the use of metaphors such as sham and fagade as the basis to
disregard corporate personality.

One significant uncertainty in England relates to the scope of the veil piercing
doctrine. While it is an exceptional doctrine, Lord Sumption would limit it only
to a category of “evasion” cases,'®> namely those where a company has been
interposed to frustrate the enforcement of an independent legal right that exists
against the controller of the company.'% The majority of the judges in Prest v.
Petrodel left the matter open, and it is suggested that in principle it is difficult to
see why other instances of veil piercing should be foreclosed if the underlying
basis is abuse of the corporate form'?” Human ingenuity suggests that we should
be wary of bright-line rules.

Although Lord Sumption also spoke of a second category of “concealment”
cases, he did not consider this to involve veil piercing. This was because the
interposition of a company to conceal the identity of the real actors will not stop
a court from identifying who the real parties to the transaction or act are if
identification is relevant. Here, there is no lifting of the corporate veil, as the
court is merely looking behind the corporate structure to see what it is
concealing.!® This is a well-known principle that goes beyond veil piercing.
According to Diplock LJ in Snook v. London and West Riding Investments Ltd,
parties carry out sham transactions when they execute documents or perform
other acts that are intended to give the appearance of legal rights and obligations
being created that are different from what they intend.'” A company may be
used to create the appearance that it is a party to a transaction so as to mask who
the real parties are.!'” Although this may not involve true veil piercing, the effect
is very similar and it is also unclear to what extent the other judges agreed with
this view. Traditionally, it has been considered an aspect of veil piercing and

105.  Prest [2013] 3 WLR 1 [28], [33].

106. An example of which can be found in Gilford Motor Co Ltd v. Horne, [1933] Ch 935 (Eng.
C.A.) (hereinafter “Gilford Motor) (see Prest [2013] 3 WLR 1 [29]). See also Winland Enterprises Group
Inc v. WEX Pharmaceuticals Inc, CACV 154/2011 (C.A. Mar. 29, 2012), [2012] HKCA 155, [2012] 5
H.K.C. 494 [50]-[51].

107. Tan, supra note 77, at 31-32.

108.  Prest [2013]3 WLR 1 [28].

109.  Snook v. London and West Riding Investments Ltd [1967] 2 QB 786, 802 (Eng. C.A.).

110.  As in Adams v. Cape Industries Plc [1990] 2 WLR 657 (HL) in relation to AMC which the
court held was a mere corporate name and had no real role in the transactions.
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there are jurisdictions that treat it as such.!!! Concealment cases will therefore
be discussed in this paper.

Although the Singapore courts have generally endorsed the approach in Prest
v. Petrodel, that abuse of corporate personality is what underlies veil piercing, '
the Singapore Court of Appeal had previously also accepted an “alter ego”
ground as a distinct basis to lift the corporate veil. This ground is premised on
the company carrying on the business of its controller. ' This may arise because
the company was the agent or nominee of the controller.!'* The former basis is
clearly incorrect. If a company is an agent for another person, such other person
will generally be personally liable because of the law of agency and not because
of any disregard of corporate personality. Indeed, for an agent to bind its
principal, the agent must be a distinct person in the agent’s own right.

Leaving aside cases where there is an agency relationship, in the case of
Alwie Handoyo v. Tjong Very Sumito,''> the Court of Appeal accepted that the
appellant, Alwie, was the alter ego of a company known as OAFL. Accordingly,
the court reasoned that OAFL’s corporate veil should be pierced. Alwie
beneficially received payments from OAFL’s bank account and Alwie admitted
that he used the account as his personal bank account, which is an example of
commingling. In Alwie’s view, he was authorized and entitled to receive money
paid to this bank account.!'® In addition, Alwie also actively procured a payment
due to OAFL into his personal bank account.'!”

Given the facts, Lord Sumption would have regarded this as a concealment
case. The real actor was Alwie and OAFL was merely a convenient vehicle for
him to structure a transaction to which he was the true protagonist. Other cases
provide additional examples. In Re FG Films Ltd,"'® the court found that the film
in question, which was the subject of an application to receive a British film
classification, could not be classified as such for the purposes of the
Cinematograph Films Act 1938. The applicant company had a share capital of
only £100 and it could not be said that this “insignificant company” undertook
the making of the film in any real sense, which had cost at least £80,000. On this
basis, the court held that the applicant company was merely the nominee or agent
of the American company that had financed the making of the film. Although the

111. For example, see the discussion below of cases involving commingling.

112.  Manuchar Steel Hong Kong Ltd v. Star Pacific Line Pte Ltd [2014] SGHC 181, [2014] 4 Sing.
L. Rep. 832 [95]-[96]; Simgood [2016] 1 Sing. L. Rep. 1129 [198]-[199]; Max Master Holdings Ltd v.
Taufik Surya Dharma [2016] SGHC 147 [136]; Goh Chan Peng v. Beyonics Technology Ltd [2017] 2
Sing. L. Rep. 592 [75]. See also Tjong [2012] SGHC 125 [67], which was decided before Prest v Petrodel.

113.  Alwie Handoyo v. Tjong Very Sumito [2013] SGCA 44, [2013] 4 Sing. L. Rep. 308 [96]; NEC
Asia Pte Ltd. v. Picket & Rail Asia Pacific Pte Ltd. [2010] SGHC 359, [2011] 2 Sing L. Rep. 565 [31].

114. NEC Asia Pte Ltd [2011] 2 Sing L. Rep. 565 [31].

115. Alwie [2013] 4 Sing. L. Rep. 308 [96] — [100].

116. Tjong [2012] SGHC 125 [70]; Alwie [2013] 4 Sing. L. Rep. 308 [98].

117.  Alwie [2013] 4 Sing. L. Rep. 308 [99].

118. Re FG Films Ltd [1953] 1 WLR 483 (Eng. Ch. Div.).
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decision was based on agency, it could also have been justified on the
concealment principle as the learned judge considered that the applicant
company’s involvement was “purely colourable.”!'” Another example is Gencor
ACP v. Dalby,"'”® where a company had no sales force, technical team or other
employees capable of carrying on any business. Its only function was to make
and receive payments. On this basis, the court found that the controller of the
company was the alter ego of that company.

United States

Generally, in the United States, a plaintiff seeking to pierce the corporate veil
must establish “(a) the ‘unity’ of the shareholder and the corporation and (b) an
unjust or inequitable outcome if the shareholder is not held liable.”'?' In
establishing the unity part of the test, courts will look at factors such as “a failure
to observe corporate formalities, a commingling of individual and corporate
assets, the absence of separate offices, and treatment of the corporation as a mere
shell without employees or assets.” The unjust outcome aspect is more difficult
to specify but one common example would be a shareholder stripping essential
assets from the corporation by dividends, or excessive salaries or other payments
for services. A more uncertain basis involves companies that were
undercapitalized at the outset so that it could not pay its foreseeable debts.!??

Although corporate law in the US is based primarily on state law, virtually
all state jurisdictions in the US subscribe to one of the two traditional
formulations of veil piercing jurisprudence. These are the three factor
“instrumentality doctrine” and the “alter ego” doctrine.!'??

The instrumentality doctrine was outlined in Lowendahl v. Baltimore & O.
R. Co."?* First, it requires more than control of the corporate entity. Liability
must depend on “complete domination, not only of finances, but of policy and
business practice in respect to the transaction attacked so that the corporate entity
as to this transaction had at the time no separate mind, will or existence of its
own.”'? Second, the defendant must have used such control “to commit fraud or
wrong, to perpetrate the violation of a statutory or other positive legal duty, or a
dishonest and unjust act in contravention of the plaintiff’s legal rights.” Finally,

119. Id. at 486.

120.  Gencor ACP v. Dalby [2000] EWHC 1560 (Ch), [2000] All Eng. Rep. (D) 1067.

121. KLEINET AL., supra note 55, at 148.

122.  Id. (quotation omitted).

123. Blumberg, supra note 59, at 304, n. 17; see also BAINBRIDGE & HENDERSON, supra note
14, at 86-102.

124.  Lowendahl v. Baltimore & O. R. Co., 287 N.Y.S. 62, 76 (N.Y. App. Div.), aff’d 6 N.E.2d 56

(N.Y. 1936).
125. Id.
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the control and breach of duty must have caused the injury or loss complained
of.

In RRX Indus, Inc. v. Lab-Con, Inc,'?® the court stated that the alter ego
doctrine applies where “(1) such a unity of interest and ownership exists that the
personalities of the corporation and individual are no longer separate, and (2) an
inequitable result will follow if the acts are treated as those of the corporation
alone.” Although these appear to be separate tests, it is difficult to see any real
difference between them. At their essence, they both require some form of
wrongdoing as a result of the control of another person or persons, the extent of
which meant that the corporation was unable to function as an entity in its own
right. The domination was used to support a corporate fiction and the entity was
organized for fraudulent or illegal purposes.'?’

Indeed, in Wm. Passalacqua Builders, Inc v. Resnick Developers South,
Inc,'?® the court was of the view that the instrumentality and alter ego doctrines
are “indistinguishable, do not lead to different results, and should be treated as
interchangeable.”

As mentioned earlier, of the jurisdictions considered in this paper the US
(apart from perhaps China) seems to have a more liberal approach in practice to
veil piercing. Although courts often say that the corporate form will be
disregarded reluctantly or exceptionally, the cases in the United States appear to
take into consideration a wider range of matters than other common law courts
in England, Singapore, Australia, Hong Kong or New Zealand.

One reason for this may be that the approach in the United States is more
explicitly policy-based. Thus, in Wm. Passalacqua Builders, Inc v. Resnick
Developers South, Inc, the court remarked that ultimately it had to be decided
whether “the policy behind the presumption of corporate independence and
limited shareholder liability—encouragement of business development—is
outweighed by the policy justifying disregarding the corporate form—the need
to protect those who deal with the corporation.”'?® US courts appear to place
more emphasis on the need for persons dealing with corporations to be protected
while the emphasis on caveat emptor in many other common law jurisdictions
seems to be stronger.

A second reason may be the importance of domination and control in the
American jurisprudence. While many cases say that it is insufficient in itself, it
is a central element of veil piercing in US cases,!*” but has relatively little weight

126.  RRX Indus, Inc. v. Lab-Con, Inc, 772 F.2d 543, 545 (9th Cir. 1985).

127.  Sabine Towing & Transportation Co, Inc v. Merit Ventures, Inc, 575 F.Supp. 1442, 1446 (E.D.
Tex. 1983).

128.  Wm. Passalacqua Builders, Inc v. Resnick Developers South, Inc., 933 F.2d 131, 138 (2d Cir.
1991) (“Wm. Passalacqua Builders Case”).

129. Id. at 139.

130. In Craig v. Lake Asbestos of Quebec, Ltd., 843 F.2d 145, 150 (3d Cir. 1988) the court opined
that only after there has been a finding of dominance does one reach the fraud or injustice issue. In Morris
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in the other common law jurisdictions mentioned previously. Considering the
two elements of wrongdoing and control/dominance, one could take the view
that the presence of wrongdoing is significantly more important from a practical
standpoint; where a corporation has been used to achieve a purpose that is
regarded as abusive, it is hard to see a court finding that this has not been brought
about in circumstances where the corporation has been so dominated as to justify
veil piercing. In jurisdictions such as England and Singapore, the issue of
wrongdoing (and therefore what constitutes sufficient wrongdoing) is the focus.
Where the relevant abuse has been established, the inquiry then turns to the
person or persons responsible for bringing about the abusive conduct in order to
determine the liable party. The American approach, on the other hand, places
significant weight on formalistic requirements as indicators of control and
dominance.

In accordance with control and dominance occupying a central place in the
United States to determine whether it is appropriate to ignore corporate
personality, the courts have set out a list of factors that would tend to show that
the defendant was a dominated corporation, such as:

(1) the absence of the formalities and paraphernalia that are part and parcel of the
corporate existence, i.e., issuance of stock, election of directors, keeping of corporate
records and the like, (2) inadequate capitalization, (3) whether funds are put in and
taken out of the corporation for personal rather than corporate purposes, (4) overlap
in ownership, officers, directors, and personnel, (5) common office space, address
and telephone numbers of corporate entities, (6) the amount of business discretion
displayed by the allegedly dominated corporation, (7) whether the related
corporations deal with the dominated corporation at arms length, (8) whether the
corporations are treated as independent profit centers, (9) the payment or guarantee
of debts of the dominated corporation by other corporations in the group, and (10)
whether the corporation in question had property that was used by other of the
corporations as if it were its own. 131

The centrality of dominance and control inclines courts in the United States
to see these as being undesirable in themselves and, it is suggested, predisposes
them to have a more expansive view of wrongdoing compared to courts from
other common law jurisdictions.'*> There almost seems some inevitability in
imposing liability when the initial conclusion is that a shareholder/parent has
utterly dominated the subsidiary. This is demonstrated by the “identity” doctrine
which is discussed in the next paragraph. Taken as a whole, there is a danger of

v. New York State Department of Taxation and Finance, 623 N.E.2d 1157, 1161 (N.Y. 1993), it was said
that “complete domination of the corporation is the key to piercing the corporate veil” though establishing
a wrongful or unjust act towards the plaintiff was also necessary. See also BAINBRIDGE &
HENDERSON, supra note 14, at 91-93.

131.  Wm. Passalacqua Builders Case, 933 F.2d at 139. See also PHILLIP I. BLUMBERG, THE LAW
OF CORPORATE GROUPS — TORT, CONTRACT, AND OTHER COMMON LAW PROBLEMS IN THE SUBSTANTIVE
LAW OF PARENT AND SUBSIDIARY CORPORATIONS 13740 (1987).

132. See also KAREN VANDEKERCKHOVE, PIERCING THE CORPORATE VEIL: A TRANSNATIONAL
APPROACH 81 (2007) (finding that some courts “have been quite liberal in defining the ‘wrong’ required”
for the instrumentality doctrine).
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the doctrine being over and under inclusive. In relation to the latter, as the
elements for veil piercing are conjunctive, scrupulous adherence to formality will
go a long way towards reducing the risk of veil piercing.!* Conversely,
relatively unsophisticated shareholders or businesses that have not been properly
advised are at greater risk of being subject to the doctrine.

Third, aside from the “instrumentality” and “alter ego” doctrines, reference
is also sometimes made to “agency,”'3* or to a person using “control of the
corporation to further his own rather than the corporation’s business,” with the
consequence that the corporation was only a “dummy”'** or “shell.”!3¢ Where
piercing takes place in these circumstances, the existence of wrongdoing does
not appear to be crucial as this category seems to be distinct from the two earlier
doctrines, even if at times it is conflated with them. 37 It is perhaps best described
as the “identity” doctrine which has been criticized as being “such a diffuse and
relatively useless approach that it does not deserve extended discussion.”!38
Certainly agency, properly speaking, ought to be distinct from veil piercing. '3’
Where the law finds that an agency relationship has arisen, it means that the agent
is a distinct person from the principal. Although the principal is bound by the
agent’s acts, this is because the principal has authorized the agent to act in a
certain manner and the agent has done so in accordance with the principal’s
instructions.'*’ Aside from agency, where a corporation is merely a “dummy” or
“shell,” this could include situations similar to the concealment principle that has
been recognized in England where the real party to a transaction is not the
corporation but some other person.'*! The understanding in the United States

133. At least in theory. As a practical matter, where a court is of the view that the corporate vehicle
has been used in an abusive manner, it would in all likelihood strive to find the necessary dominance and
control, which begs the question of whether control and dominance should occupy such a central place in
the judicial reasoning. Certainly the conjunctive nature of the elements is unusual by the standards of the
other jurisdictions discussed in this paper as it suggests that control or wrongdoing simpliciter cannot as
a matter of principle ever give rise to piercing.

134.  Walkovszky v. Carlton, 223 N.E.2d 6, 7-8 (N.Y. 1966).

135. Id. at 8. The concept of agency has also been invoked in this context, see e.g., Berkey v. Third
Ave Ry. Co., 155 N.E. 58, 61 (N.Y. 1926); Port Chester Elec. Constr. Corp. v. Atlas, 40 N.Y.2d 652, 657
(1976).

136.  Wm. Passalacqua Builders Case, 933 F.2d at 138.

137. See e.g., Wm. Passalacqua Builders Case, 933 F.2d 131, 138; Fletcher v. Atex, Inc, 68 F.3d
1451, 1458 (2d Cir. 1995).

138. BLUMBERG, supra note 131, at 122.

139. See e.g., Lowendahl, 287 N.Y.S. at 74-75, which also noted that “agency” in this context was
not being used in its technical legal sense.

140. RESTATEMENT OF THE LAW (THIRD) OF AGENCY §1.01 (AM. LAW INST. 2006).

141. Given the vague nature of this doctrine, some cases have regarded it as interchangeable with
the other veil piercing theories. See e.g., Wm. Passalacqua Builders Case,933 F.2d 131, 138 (the corporate
veil may be pierced “either when there is fraud or when the corporation has been used as an alter ego”);
Fletcher, 68 F.3d 1451 (finding that fraud was not necessary under the “alter ego” doctrine though there
must be an overall element of injustice or unfairness which are somewhat vague concepts; contra Walton
Construction Co, LLC v. Corus Bank, N.D.Fla., July 21, 2011, at *3 (stating that “fraud, or a similar
injustice or wrongdoing” must be demonstrated); Wausau Business Insurance Co. v. Turner Construction
Co., 141 F.Supp.2d 412 (S.D.N.Y. 2001) (adopting the approach from Wm. Passalacqua Builders Case,
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goes beyond this, as some courts simply ask if the company is merely a conduit
for the shareholder/parent, or exists simply as a mere tool, front or personal
instrumentality. '4?

Fourth, some cases of veil piercing have arrived at the right conclusion in
terms of liability, but the reasoning may have been better justified on some basis
other than veil piercing. Where, for example, an appropriate officer of the parent
company has made representations assuring the plaintiff that the parent company
will be the responsible party, and the plaintiff reasonably placed reliance on this,
either an estoppel against the parent would arise, or a contract may have come
into existence between the parent and the plaintiff on the objective theory of
contract formation. In such cases, there is no need to resort to veil piercing.'*3
As mentioned earlier in a different context, engaging in veil piercing risks
creating a messy and uncertain shortcut. Indeed, McFerren v. Universal
Coatings, Inc utilized an alternative approach.'#*

Where proof of wrongdoing is unnecessary for veil piercing (wrongly, it is
submitted), or where an expansive notion of wrongdoing is applied because the
level of control or identification is regarded as excessive, it is difficult to resist
the notion that the doctrines are a proxy for what is really taking place, namely
that the real basis for veil piercing in such cases is what courts regard as
extremely poor corporate governance. The courts have pierced the corporate veil
because of the failure to sufficiently distinguish the company’s activities from its
parent/owner. Some examples will illustrate this. In Gorill v.
Icelandair/Flugleider,'® the corporate veil was pierced on the “instrumentality”
theory. The court was of the view that the element of domination and control was
made out. In addition, the subsidiary’s wrongful termination of employment was
a sufficient “wrong” for the doctrine to be made out.'#® With respect, this seems
to go too far. Wrongful termination of employment is a breach of contract. Unless
there is something special about employment contracts, to find that a breach of
contract is a sufficient wrong that can lead to veil piercing suggests that a wide

933 F.2d 131); In re MBM Entertainment, LLC, 531 B.R. 363 (S.D.N.Y. Br. 2015) (also following Wm.
Passalacqua Builders Case, 933 F.2d 131). Although some cases that apply the “instrumentality” and
“alter ego” doctrines do so in the absence of proof of inequitable conduct, many cases do not, see
BLUMBERG, supra note 131, at 117-24. It is suggested that proof of wrongdoing should be a critical
element. In countries such as England and Singapore where small companies predominate, even what is
referred to as “one-man” companies, over-reliance on concepts of dominance and control will likely lead
to corporate personality being potentially ignored in a very large number of companies. English and
Singapore courts have therefore reiterated that control and dominance are in themselves unimportant, see
e.g., Adams [1990] 2 WLR 657; Public Prosecutor v. Lew Syn Pau [2006] SGHC 146, [2006] 4 Sing. L.
Rep. (R) 210.

142.  Harris v. Wagshal, 343 A.2d 283, 287 (D.C. Ct. App. 1975); International Union v. Cardwell
Manufacturing Co, Inc., 416 F.Supp 1267, 1286 (D. Kan. 1976); Miles v. American Telephone &
Telegraph Co., 703 F.2d 193, 195 (5th Cir. 1983); Vuitch v. Furr, 482 A.2d 811, 817 (D.C. Ct. App. 1984).

143.  See e.g., Morgan Bros, Inc. v. Haskell Corp., 604 P.2d. 1294 (Wash. Ct. App. 1979).

144.  McFerren v. Universal Coatings, Inc., 430 So. 2d 350, 353 (La. 1983).

145.  Gorill v. Icelandair/Flugleider, 761 F.2d 847, 853 (2d Cir. 1985).

146. Id. at 853.
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variety of legal wrongs are in themselves sufficient for such purpose. Given that
a successful claim against a corporate defendant is a pre-requisite for veil
piercing, it is difficult to see when this element will not be satisfied. On such a
liberal view of “wrong,” any real limit on veil piercing will amount to little more
than the element of domination/control.

Carte Blanche (Singapore) Pte Ltd v. Diners Club International, Inc'"
provides another example of a liberal approach to the understanding of
wrongdoing in veil piercing. A subsidiary entered into a franchise agreement
with the plaintiff company. As a result of a corporate reorganization, the
subsidiary transferred its operations to its parent such that by the end of 1983, it
had no separate offices, officers, books, or bank accounts. The plaintiff’s
franchise was serviced solely by employees of the parent company.
Subsequently, a dispute arose over certain provisions of the franchise agreement
and the chairman of the subsidiary, who was also chairman of the parent, gave
notice of default to the plaintiff. The notice indicated the chairman’s title as
chairman of the parent company and not the subsidiary. The parties proceeded to
arbitration and it was found that the subsidiary was in breach of the franchise
agreement when it withheld services from the plaintiff. As the plaintiff was
unable to collect damages from the subsidiary, it attempted to do so from the
parent.

The court held that this was an appropriate case for the corporate veil to be
pierced. The court accepted that the subsidiary acted as a separate corporation
from its organization from 1972 until mid-1981. The question was whether it did
so in 1984 when the franchise agreement was breached. This depended on
whether its parent dominated or controlled its actions. It was noted that at the
time of the breach in 1984: (1) the subsidiary had observed no corporate
formalities for at least two years; (2) it kept no corporate records or minutes and
had no officers or directors elected in accordance with its by-laws; (3) it had no
assets, and its initial capitalization of $10,000 was insignificant when compared
to the more than $7,000,000 in loans that it received from group companies to
finance its business activity; (4) it had no separate offices or letterhead; (5) it had
no paid employees or a functioning board of directors; (6) all of its revenues were
put directly into the parent’s bank account, which paid all of its bills; (7) services
provided to the plaintiff from 1983 came from full-time employees of the parent;
(8) its revenues and marketing reports were not recorded independently, but were
treated as part of the parent’s revenues and statistics; and (9) the chairman was
the only person who functioned on behalf of the subsidiary and he was also
chairman of the parent’s board. He was paid no salary by the subsidiary and
occasionally acted not in the name of the subsidiary but in the name of the parent.

147. Carte Blanche (Singapore) Pte Ltd. v. Diners Club International, Inc., 2 F.3d 24 (2d Cir. 1993)
(hereinafter “Carte Blanche Case”).
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While the preceding facts indicate a failure to properly segregate the
activities of group companies, it is difficult to see any wrongdoing aside from
the breach of the franchise agreement.!® The risk of breaches of contract are
inherent in any contractual relationship and should be the subject of a specific
bargain if a contracting party wishes to extract greater security from a parent
company or other shareholder. In addition, as American law recognizes the tort
of inducing a breach of contract, it might seem more appropriate for such wrongs
to be determined within this framework, which is shaped by policies relevant to
such liability. From a policy perspective, the decision is also difficult to justify
as providing an optimal measure of protection for those who deal with
corporations. It would seem from the judgment that if the breach had taken place
before mid-1981, no veil piercing should take place. Was the plaintiff in any way
materially prejudiced after such date?!# It is difficult to see how it was. The
subsidiary’s financial position did not appear to be any worse after this date.
While its capitalization was low, there is nothing wrong with financing a business
from loans, and a substantial sum was advanced to it for its business. Prima facie,
it would appear that such loan was unrecoverable with the consequence that the
parent company also made a substantial loss. The other factors listed by the court
are failures relating to proper formalities reflecting poor governance but are of
marginal relevance upon closer scrutiny. !> The business of the subsidiary was
almost moribund given the existence of only one remaining franchisee, the
plaintiff. For the subsidiary to have continued operations on this basis might have
led to a greater drain on its remaining financial resources (if any). This could
have led to its winding up and consequently brought the franchise agreement to
an end. Carte Blanche is a good example of the potentially distorting effects
when the element of control/dominance sits at the heart of the test for veil

148. It is possible that because the court expressed the test for veil piercing using the disjunctive
“or” for the elements of control and wrongdoing, rather than the conjunctive “and” which New York
courts have since endorsed (see Cary Oil Co, Inc v. MG Refining & Marketing, Inc., 230 F.Supp.2d 439,
488 (2002)), the court in Carte Blanche may have arrived at its decision purely on the basis of control.

149. 1In Abraham v. Lake Forest, Inc, 377 So.2d 465, 469 (La. Ct. App. 1980) the subsidiary was
undercapitalized, there was commingling of funds, and almost all the business of the subsidiary was
accomplished by unanimous consent of the shareholders. Nevertheless, no piercing took place as the
plaintiff was a sophisticated real estate entrepreneur who exercised business judgment when contracting
with the subsidiary and was not relying on the credit of the parent corporation.

150. It would have been possible to structure the relationship between the parent and subsidiary more
formally to minimize the danger of veil piercing. For example, there could have been an agreement
between both companies under which employees of the parent would provide services to the subsidiary in
consideration for which the parent would be allowed to collect the subsidiary’s revenues and apply them
towards such costs with any excess held for the benefit of the subsidiary. This would have addressed some
of the criticisms of the parent’s conduct. Once again, this illustrates the sub-optimal nature of rules that
may trip up small and relatively unsophisticated businesspeople or entities even though in this case the
parent was not such a person. A similar point is made by BAINBRIDGE & HENDERSON, supra note 14, at
108-09.
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piercing. It gives rise to the danger that it can be applied in a formulaic manner
without regard to the proper context of the case. !

Nevertheless, the outcome itself may have been correct as the subsidiary’s
operations and assets had been absorbed into the parent company. '3 This meant
that when the parent’s employees and its chairman dealt with the plaintiff, they
did so on behalf of the parent which had stepped into the shoes of the subsidiary.
In other words, the conduct of the parties brought about a novation of the contract
from the subsidiary to the parent. Veil piercing would not be necessary in these
circumstances. The parent was liable to the plaintiff under the contract that the
parent and plaintiff became parties to.

Similarly, in Sabine Towing & Transp. Co., Inc. v. Merit Venture, Inc.,'>* the
court apparently relied on a breach of contract as one aspect of wrongdoing.
However, given that the wrongdoing included acts that were designed to keep
creditors from reaching the subsidiary’s remaining assets, one wonders if
reliance on laws designed to prevent fraudulent conveyances would have been
more appropriate and sufficient.'>* And in Vuitch v. Furr, the court opined that
insolvency or undercapitalization is often an important factor evidencing
injustice.'> No elaboration was given and it is suggested that in and of
themselves such situations should not be equated with injustice.

Parker v. Bell Asbestos Mines, Ltd provides a further example illustrating a
broader understanding of wrongdoing in the United States.!>® The issue related
to the extent to which a parent could be insulated by its subsidiary from tort
liability for asbestos related harm. In England, where there was similar litigation,
the issue was resolved in favour of the parent with the court taking the view that
the purpose of incorporation was to allow a person to limit potential future
liabilities. !>’ In Parker v Bell Asbestos Mines, Ltd, the court came to the opposite
conclusion from that in England by drawing a distinction between: '8

151.  On the other hand, in Penick v. Frank E. Basil, Inc., 579 F.Supp. 160, 166 (D.C. Cir. 1984), no
piercing took place because the plaintiff failed to establish “that the employees of either failed to observe
proper corporate formalities.” In any event, the claim was for breach of a contract of employment with the
subsidiary which should generally not be a sufficient act of wrongdoing to justify piercing. In Amsted
Industries, Inc v. Pollak Industries, Inc, 382 N.E.2d 393 (Ill. App. Ct. 1978), the court held that while
there may have been some failures to adhere to formalities within the corporations, the veil would not be
pierced as against the individual shareholder as there were other indicators that the separation between the
corporations existed. The companies had separate employees that were paid by the company which
employed them; the companies had separate meetings of directors and kept separate minute books; they
had separate bank accounts; they never advertised together; and they never circulated a joint financial
statement. In other words, there was at least a threshold observance of corporate formalities.

152. Carte Blanche Case, 2 F.3d at 28.

153.  Sabine Towing & Transportation Co, 575 F.Supp. at 1448.

154. See Lowell Staats Mining Co, Inc v. Pioneer Uravan, Inc., 878 F.2d 1259 (10th Cir. 1989).

155.  Vuitch v. Furr, 482 A.2d at 819 (D.C. 1984).

156.  Parker v. Bell Asbestos Mines, Ltd, 607 F. Supp. 1397 (E.D. Pa. 1985).

157. Adams [1990] 2 WLR 657. Such an approach is also the position in Singapore, see Simgood
[2016] 1 Sing. L. Rep. 1129 [195].

158.  Bell Asbestos Mines, Ltd., 607 F. Supp. at 1403.
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(1) carrying out the everyday affairs of corporate business (e.g., the mining and sale
of asbestos)—the sort of activity which traditionally merits the privilege of limitation
of liability bestowed by the protective corporate form; and (2) carrying out legal
maneuvers aimed at maximizing the limitation of liability to a point of near
invulnerability to responsibility for injury to the public. In our view, the latter, which
may well be the situation here, constitutes an abuse of privilege, which in an equitable
analysis of competing public policy considerations must surely fail.

On the face of it such a distinction is difficult to justify. Business activities
inevitably give rise to the possibility of tortious acts, and it is hard to see why a
corporate structure that is intended to maximize the limitation of liability for such
acts is an abuse of privilege. It may be if the activity in question will inevitably
give rise to a tort, and in such an instance the directors of the company may also
be personally liable for procuring the company to engage in a tortious act. As a
general and unqualified statement of the law, however, Parker with respect
probably goes too far.!>

In England, the effect of separate personality in the context of the tort of
negligence can be limited by finding that a parent company has assumed
responsibility towards the employees of a subsidiary so as to give rise to a duty
of care towards such employees. Arguably, this is the real issue, namely what are
the circumstances where a parent ought to incur tortious liability to employees
of a subsidiary. For this to arise in England, it is not necessary that the parent
should have absolute control over the subsidiary. Tortious liability was found
where “(1) the businesses of the parent and subsidiary are in a relevant respect
the same; (2) the parent has, or ought to have, superior knowledge on some
relevant aspect of health and safety in the particular industry; (3) the subsidiary’s
system of work is unsafe as the parent company knew, or ought to have known;
and (4) the parent knew or ought to have foreseen that the subsidiary or its
employees would rely on its using that superior knowledge for the employees’
protection....A court may find that element (4) is established where the evidence
shows that the parent has a practice of intervening in the trading operations of
the subsidiary, for example production and funding issues.” !

It is worth pausing at this stage to make a broader point. It is arguable that in
a tort or contract case, where negotiation is not plausible (for example where
contracts are in a standard form), if a corporation has an amount of capital that
is unreasonably low given the nature of its business and the risks it faces, from
an ex ante perspective, veil piercing may be justifiable. On the other hand, veil
piercing should not take place where creditors can protect themselves ex
ante.'! Having a company operate in a way that puts third parties at risk of
uncompensated harm where such risks would reasonably be expected to occur,
or that similarly puts the other contracting party at risk of contract breach because

159.  See also Lake Asbestos of Quebec, Ltd., 843 F.2d at 145.
160. Chandler v. Cape plc [2012] EWCA (Civ) 525, [2012] 1 WLR 3111, 3131.
161. BAINBRIDGE AND HENDERSON, supra note 14, at 110.
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it is clear that the other contracting party has to deliver the goods or products
ordered to another person, would be unjust and an abuse of corporate personality
as required by veil piercing doctrine. Limited liability in such circumstances
provides incentives to invest recklessly. 62

As powerful as this view may be, veil piercing may not be the best solution.
Should veil piercing in such situations take place, the courts are really holding
the shareholders and/or directors of such a corporation accountable for the loss
suffered by the tort victim or unfortunate counterparty to the contract. The
broader (and real) policy issue therefore is whether the circumstances are such
as to impose a direct duty of care on the said shareholders or directors to such
persons. Again, tort law may provide a superior framework for analysis and,
depending on the facts, other areas of tort may be applicable.

It is worth noting that many of the US cases discussed above involved parent-
subsidiary relationships.!'® It may be that a more liberal approach to veil piercing
in the US is explicable on this basis. It has been argued that, in the context of a
corporate group, the theoretical analysis behind limited liability largely becomes
irrelevant. For instance, any veil lifting within a corporate group does not affect
the ultimate investors of the enterprise as the piercing is generally not extended
beyond the corporate parent.!%* Such an approach reflects the perceived reason
and policy behind limited liability and hence its limits. An alternative approach
that is more accommodative of group enterprises may reflect a view that, given
the right circumstances, large firm size can bring about efficiencies (e.g. through
risk spreading, economies of scale and scope, access to capital markets, more
favourable borrowing terms) which as a whole benefit society. A mix of large
and small firms may also provide the most optimal environment for innovation
to take place.'® Part of the reason for this is because some innovation takes place
in start-up companies founded by former employees of large enterprises.'%® This
also applies to large firms that decide to spin off divisions or lines of businesses
into subsidiaries. It is therefore optimal to treat corporate shareholders no
differently from individual investors. This will avoid disincentivizing enterprises
from growing without endangering the entire enterprise given the greater

162. Henry Hansmann and Reinier Kraakman, Toward Unlimited Shareholder Liability for
Corporate Torts, 100 Yale Law Journal 1879, 1882—83 (1991).

163. For example, see Walkovszky v. Carlton, supra note 134; and see also Mangan v. Terminal
Transportation System, Inc., 247 A.D. 853 (1936).

164. BLUMBERG, supra note 131, at 93-97; see also BAINBRIDGE & HENDERSON, supra note 14, at
293-301 which argues that veil piercing should be abolished with respect to individual shareholders.

165. Ajay K. Agrawal et al., Why Are Some Regions More Innovative than Others? The Role of Firm
Size Diversity (NBER Working Paper No. 17793, 2012), available at
http://www.nber.org/papers/w17793.pdf.

166. Paul Gompers et al., Entrepreneurial Spawning: Public Corporations and the Genesis of New
Ventures, 1986 to 1999, 60 J. FIN. 577 (2005); Aaron K. Chatterji, Spawned with a Silver Spoon?
Entrepreneurial Performance and Innovation in the Medical Device Industry, 30 STRATEGIC MGN’T J.
185 (2009).
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complexity and therefore risk inherent in larger enterprises. Such a viewpoint
probably underpins the approach in England and Singapore where arguments
relating to group enterprise liability have not been met with much success. %’
On the whole, the body of cases relating to veil piercing in the US is
somewhat confused. It is difficult to disagree with the following comment: 13
In light of the diversity of judicial approaches, the use of expansive rhetoric, and the
sheer volume of legal opinions, veil-piercing jurisprudence in the US lacks the degree
of certainty and predictability that the modern business requires. The veil-piercing

common law of torts and contracts remains highly discretionary and problematic for
the business planner. '®

Germany

Veil piercing by courts is rare in Germany.!”® The courts restrict direct claims
of harmed creditors against shareholders to situations in which assets have been
commingled. In all other instances, the principles established and applied by
German courts have recently changed.!”! Shareholders that strip a company of
its assets to the disadvantage of creditors may be liable, but for tort and not on
the basis of veil piercing. Courts avoid veil-piercing because the liability of the
shareholders is to the company, not to its creditors since the latter’s losses are of
a reflective nature.

Shareholders are also never personally liable in situations of
undercapitalization or for abuse of the corporate form, and a dominant influence
exercised on a company is by itself no basis for such liability either. Earlier
judgments that applied the principles relating to corporate groups'”? to instances
where shareholders exercised a dominant influence over a company in the group

167. See e.g., Adams [1990] 2 WLR 657; Win Line (UK) Ltd v. Masterpart (Singapore) Pte Ltd
[1999] 2 SLR(R) 24; Manuchar Steel [2014] SGHC 181.

168. Sandra K. Miller, Piercing the Corporate Veil among Affiliated Companies in the European
Community and in the US: A Comparative Piercing Approaches Analysis of US, German and UK. Veil
Piercing Approaches, 36 AM. BUS. L.J. 73, 94 (1998). see also BAINBRIDGE & HENDERSON, supra note
14, at 129-131.

169. It has been suggested, however, that although many aspects of veil piercing doctrine from
judicial decisions make little sense, if the actual outcomes of cases are analyzed, piercing cases can be
explained as judicial efforts to remedy one of three problems, namely to ensure behavior that conforms to
a statutory scheme, to preserve the objectives of insolvency law, and to remedy what appears to be
fraudulent conduct, see Jonathan Macey & Joshua Mitts, Finding Order in the Morass: The Three Real
Justifications for Piercing the Corporate Veil, 100 CORNELL L. REV. 99 (2014). There is no difficulty
with the first two categories but in the third it is clear that fraudulent conduct is construed broadly so the
difficulty of construing what conduct crosses the line remains.

170. For a similar conclusion, see COMPARATIVE COMPANY LAW — A CASE-BASED APPROACH 219
(Mathias Siems & David Cabrelli eds. 2nd ed. 2018).

171.  As such, observations such as those made in Am. Lecithin Co. v. Rebmann, 12-CV-929 (VSB)
(S.D.N.Y. Sep. 20, 2017) as to the similarity between the German law on veil piercing and New Jersey or
Delaware law are no longer correct.

172.  Aktiengesetz [AktG] [Stock Corporations Act], Sept. 6. 1965, BGBL I at 1089, last amended
by Gesetz [G], July 17, 2017 BGBL 1 at 2446, art. 9 (Ger.), available at https:/www.gesetze-im-
internet.de/aktg/AktG.pdf, §§ 291-318.
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to its financial detriment are obsolete.!’”> They have been absorbed by newly
established principles that apply when the existence of the company is threatened
by shareholders. The term wused in the relevant German rulings
(“existenzvernichtender Eingriff”) translates literally into “existence annihilating
interference.” We have chosen to refer to it as “annihilating interference.”

For a better understanding of the policy reasons underpinning the German
position, the discussion of the principles of veil piercing is preceded by some
introductory remarks about relevant aspects of German company law.

Veil-piercing in the context of the smaller German company type, the
GmbH

Whereas English law, and the jurisdictions that have derived their corporate
laws from it, typically subject the private limited company to essentially the same
rules and requirements as the public limited company,'’* German law has created
two substantially different forms of corporations. One form is the Gesellschaft
mit beschrdnkter Haftung (“GmbH”), which is the company of choice of small-
and medium-sized businesses and therefore frequently closely held.!” Its typical
structure explains why veil-piercing or a functional equivalent is a relevant issue
for the GmbH.!”® In closely-held companies, shareholders can exercise a
dominant influence and attempt to enrich themselves to the disadvantage of the
company and its creditors. German law also grants the shareholder meeting a
dominant influence over the GmbH. In contrast to other jurisdictions where
directors may generally manage companies independently of directions from
shareholders,!”” the German GmbH requires directors to adhere to shareholder
resolutions decided in meetings.'”®

173. GUNTER H. ROTH & PETER KINDLER, THE SPIRIT OF CORPORATE LAW — CORE PRINCIPLES OF
CORPORATE LAW IN CONTINENTAL EUROPE 68 (2013).

174. Even the UK follows this rule although its public limited company is subject to EU legislation
and therefore while there are some differences between the two corporate forms, the overall conceptual
approaches are similar and accordingly substantially different from the German concept. Some US states
offer a separate regime for closely-held corporations, particularly Delaware, that shareholders can opt into.
In other states, the courts apply special principles to closely held corporations that serve the interests of
minority shareholders. However, the deviations from the general rules are rather insignificant compared
to the existence of fundamentally different regimes for different types of companies in jurisdictions that
follow the German and French approaches.

175.  For these elementary principles of German company law, see generally Gregor Bachmann,
Introductory Editorial: Renovating the German Private Limited Company - Special Issue on the Reform
of the GmbH, 9 GERMAN L.J. 1064 (2008).

176. As GOTZ HUECK & CHRISTINE WINDBICHLER, GESELLSCHAFTSRECHT § 24 Rdn 27 (21st ed.
2008) correctly emphasize, the issues of limited liability and veil piercing are not limited to the GmbH,
but factually-speaking of little relevance for the stock corporation. It could be added that this is so because
the particular liability-triggering scenarios are very rare for larger, widely-held corporations with a strict
structure of corporate governance that reduces the influence of shareholders to a minimum.

177. Anexample is in Singapore, where this principle is firmly expressed in §157A of the Singapore
Companies Act, subject to any provisions in the Act itself or the corporate constitution.

178. This principle is derived from section 37(1) GmbHG that provides that the powers of the
directors are limited by the resolutions of the shareholders in meeting.
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The GmbH is not simply a smaller version of the stock corporation
(Aktiengesellschaft or “AG”), which relies on a detailed regime underpinned by
largely mandatory statutory law. The corporate governance structure of the AG
vests the decision-making powers in its two-tier board and not in the
shareholders.!” 1t is therefore generally considered a company form that is,
conceptually speaking, entirely different from the GmbH. '8¢

German legislation created the GmbH in 1892,'8! and the GmbH Act
(GmbHG)'®? became the model law for similar forms of limited liability
companies in civil law jurisdictions throughout the world. This seems, in
particular, interesting and relevant from an Asian perspective. In the late 19* and
early 20" centuries, German law had a significant influence over East Asian
jurisdictions.'®* Although German company law remains important in the region,
a wave of legal transplantation of US corporate law has dramatically reduced the
impact it once had. This decline in influence is most obvious in Japan where the
legislature in its 2006 company law reform abolished its GmbH-equivalent, the
yiigen kaisha, and reduced Japanese company law to one type of corporation, the
kabushiki kaisha with no minimum capital requirement, and adopted a US-style
LLC called the godo kaisha.!84

Cases of undercapitalization and liability for “annihilating interference”

Whether undercapitalization of the GmbH may justify a piercing of the
corporate veil was controversially discussed in German literature until the
Federal High Court firmly decided against it in a 2007 ruling. '8 This discussion
about a potential liability for undercapitalized companies is best understood with

179. For details about the AG from a comparative corporate governance perspective, see Theodor
Baums & Kenneth Scott, Taking Shareholder Protection Seriously? Corporate Governance in the United
States and Germany, 53 AM J. CoMP. L. 31 (2005); Paul Davies & Klaus Hopt, Corporate Boards in
Europe: Accountability and Convergence, 61 AM J. Comp. L. 301 (2013); Klaus Hopt, Comparative
Corporate Governance: The State of the Art and International Regulation, 59 AM J. ComP. L. 1 (2011).

180. See e.g., Michael Beurskens & Ulrich Noack, The Reform of German Private Limited
Company: Is the GmbH Ready for the 21st Century?, 9 GERMAN L. J. 1069, at 1070 (2008).

181. ROTH & KINDLER, supra note 173, at 16.

182. Gesetz betreffend die Gesellschaften mit beschrankter Haftung [GmbHG] [Limited Liability
Companies Act], Apr. 20, 1892, RGBI. at 477, last amended by Gesetz [G], Jul. 17,2017 BGBI I at 2446,
art. 10 (Ger.), https://www.gesetze-im-internet.de/gmbhg/.

183. For Japan, see e.g., KONRAD ZWEIGERT & HEIN KOTZ, AN INTRODUCTION TO COMPARATIVE
LAW 298 (Tony Weir trans., 3d ed. 1998); MATHIAS SIEMS, COMPARATIVE LAW 211-12 (2014); CARL
F. GOODMAN, THE RULE OF LAW IN JAPAN: A COMPARATIVE ANALYSIS 20 (4th ed. 2017).

184. See Beurskens & Noack, supra note 180, at 1071.

185.  On the discussion of the literature prior to the ruling, see Riidiger Veil, Gesellschafterhaftung
wegen existenzvernichtenden Eingriffs und materieller Unterkapitalisierung [Liability of Members under
Annihilating Interference and Substantial Undercapitalization], 2008 NEUE JURISTISCHE
WOCHENSCHRIFT [NJW] 3264, 3265.
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some insight in the basics of German principles of minimum capitalization and
capital maintenance. '8

Principles of German law of capital maintenance

The minimum initial legal capital of the stock corporation (AG) must amount
to EUR 50,000.'® This is double the amount required by the EU second directive
that pursues a minimum harmonization approach and applies in all EU member
states. It permits the member states to implement higher, but excludes lower,
minimum capital requirements.!®® The United Kingdom is another prominent
member state of the EU that goes well beyond the minimum required by EU
legislation and sets the minimum capitalization of its public companies at GBP
50,000.'%

The registration of the GmbH requires a minimum legal capital of EUR
25,000.'%° German law therefore requires a substantial amount of initial capital
for the incorporation of any company because even the so-called
‘Entrepreneurial Company’ (Unternehmergesellschafi), created by a 2008
reform of the GmbHG and sometimes referred to as “GmbH-lite,”'! is
ultimately a GmbH with a minimum capital of EUR 25,000. Although it can be
established without any legal capital, it remains an imperfect company with
inconvenient restrictions until capital up to the amount of EUR 25,000 has been
contributed, at which time it converts into a GmbH. !>

In this respect, Germany contrasts with the UK. The minimum capital
requirements stemming from EU legislation' only apply to the public limited
and its civil-law equivalents (i.e., the German stock corporation AG), rendering
the decision whether to require a minimum capital for smaller company forms a
national matter. While the United Kingdom has exercised its legislative
discretion in a way typical of common law-countries and abstained from
minimum capital requirements for its private limited companies, Germany still

186. For more detail on the principles of capital maintenance in German company law, see ROTH &
KINDLER, supra note 173, at 54-66.

187. AktG, § 7.

188. Directive 2017/1132/EU of the European Parliament and of the Council of 14 June 2017
relating to certain aspects of company law (codification), 2017 O.J. EU (L 169) 46 [hereinafter
Codification Directive], art. 45.

189. Companies Act 2006 (c. 46) (UK), § 763(1). For further examples of EU countries going
beyond the required minimum, see ROTH & KINDLER, supra note 173, at 33.

190. Section 5(1) GmbHG. For a comparative look at different European jurisdictions, see ROTH &
KINDLER, supra note 173, at 33.

191.  On the reform, see Bachmann, supra note 175, at 1063—68; Beurskens & Noack, supra note
180, at 1069-1073.

192. See GmbHG, § 5a, especially paragraph 5 for the transformation into a “proper” GmbH and
paragraph 4 for the restrictions until its legal capital reaches EUR 25,000, especially the requirement that
one-fourth of its annual profit must be allocated to its legal capital. On this aspect, see Beurskens & Noack,
supra note 180, at 1084.

193.  Art 45(1) Codification Directive, supra note 188.
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pursues what was once the typical fashion of civil law jurisdictions and requires
a substantial legal capital as a precondition for the incorporation of a GmbH.!%*

In addition, principles of capital maintenance are strict in German company
law. The traditional German approach to capital and its maintenance for purposes
of creditor protection strongly influenced the rules of EU law, which have forced
the United Kingdom to deviate from general common law principles that apply
to the distribution of profits to shareholders in the case of public companies.'?
Profits, and more generally assets necessary to maintain the legal capital are not
to be distributed to shareholders,'”® and shareholders who receive payments
contrary to this principle must make repayment. If such repayment falls short of
the amount owed, all other shareholders are jointly and severally liable for the
remaining sum. '’ In addition, a solvency test applies and holds the directors of
the GmbH liable for any asset transfers to shareholders (including those in
fulfilment of contractual obligations such as repayment of loans to a shareholder
or payment for goods purchased from a shareholder) if such transfers have led to
the illiquidity or balance-sheet insolvency of the company.

We emphasize these principles of German law here because we believe that
they help to explain the decisions of the German courts that will be discussed
below, especially the Federal High Court’s reluctance to pierce the corporate veil
in instances where undercapitalization of a GmbH is suggested, i.e., where its
legal capital looks inadequate in light of its business purpose and/or obligations.
When requirements for initial capitalization and maintenance of capital are strict,
calls for penalties for undercapitalization in a material sense are less appealing.

As emphasized in the German legal literature, minimum capital requirements
bear no indication of the correct or appropriate amounts of capitalization for
companies. The minimal capital requirements aim to establish integrity of the
business that the founding members commit to, and they seek to prevent
insolvencies at an early stage of a company’s life. The underlying theory

194. Many other civil-law jurisdictions have abolished such minimum capital requirements. On the
French s.a.r.l., see CODE DE COMMERCE [C. COM.] [COMMERCIAL CODE] art. L223-2 (Fr.). On Japan, see
Beurskens & Noack, supra note 180, at 1071, and see also the discussion on the People’s Republic of
China at infra .

195.  Section 830 of the UK Companies Act 2006 represents the general company law approach to
the distribution of profits to shareholders and applies to the private limited company. In contrast, section
831, in relation to public companies, implements the principles of capital maintenance stemming from the
Codification Directive, supra note 188, and correspond to the stricter principles that have traditionally
been pursued in Germany. For an analysis of the drastic change in common law principles that took place
in the early 20" century, see Basil S. Yamey, Aspects of the Law Relating to Company Dividends, 4 MOD.
L. REV. 273 (1941). On Germany’s influence on the directive Stefan Grundmann, European Company
Law (Intersentia 2012) 205.

196. GmbHG, §30(1). See CARSTEN JUNGMANN & DAVID SANTORO, German GmbH Law — Das
deutsche GmbH-Recht 39 (2011).

197. GmbHG, §§31(1) and (3). For exemptions from this rule, see JUNGMANN & SANTORO, supra
note 196, at 42.

198. GmbHG, § 64. See also JUNGMANN AND SANTORO, supra note 196, at 44.
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provides that shareholders, and often shareholder-directors in small companies,
whose own equity is at stake are prudent decision-makers, rely on sounder
business plans and try to stay clear of exorbitant risk. By contrast, minimum
capital requirements do not seek to provide a guarantee as to whether the amount
of legal capital to which the shareholders commit in the corporate constitution is
adequate for the pursuit of the planned business endeavours. Neither the
registration authorities that incorporate a company, nor the shareholders that
commit to the corporate constitution, provide any implicit statement of this kind.
Similar to all the jurisdictions discussed in this paper, creditors need to be aware
that German company law expects them to exercise their own due diligence and
business judgment. !’

The Trihotel judgment of the Federal High Court (BGH)

As early as the 1920s, German courts recognized that shareholders could be
held personally liable when companies became insolvent as a result of their
conduct.?” The requirements for such personal liability have changed over time,
and from the 1980s to early 2000s courts tended to look unfavorably at dominant
shareholders in GmbHs that went into insolvency and left creditors unpaid. Such
tendencies ignited hopes in disgruntled creditors who demanded that
shareholders be held personally liable for the company’s debts on the basis that
they had insufficiently capitalized it. Several recent judgments of the BGH
(Bundesgerichtshof, literally Federal Court of Justice, but more commonly
translated as Federal High Court or Supreme Court) have crushed such
expectations and led to important clarifications that have strengthened the
principle of limited liability. The majority of academic commentators has
welcomed this new series of judgments.?°!

In its 2007 Trihotel judgment,?*? the BGH reaffirmed older judgments and
held that shareholders could be found personally liable for wrongful conduct in
cases where they improperly handled assets intended to be reserved
preferentially for creditors, and thereby triggered or aggravated the company’s

199. See also ROTH & KINDLER, supra note 173, at 36 (with references to literature in German);
JUNGMANN & SANTORO, supra note 196, at 27; Detlev Kleindiek, Materielle Unterkapitalisierung,
Existenzvernichtung und Deliktshaftung — GAMMA [Substantial Undercapitalization, Existence-
Annihilation and Tort Liability - GAMMA], 2008 NEUE ZEITSCHRIFT FUR GESELLSCHAFTSRECHT [NZG]
687.

200. For an overview of the developments, see Holger Altmeppen, Abschied vom “Durchgriff” im
Kapitalgesellschaftsrecht [Farewell to Veil-Piercing in Capital-based Companies], 2007 NEUE
JURISTISCHE WOCHENSCHRIFT [NJW] 2657.

201. Seee.g., Altmeppen, supra note 200, at 2659. Christian Gloger et al., Die neue Rechtsprechung
zur Existenzvernichtungshaftung mit Ausblick in das englische Recht (Teil I) [The New Jurisprudence on
Liability for Existence-Annihilating Interference, with an English Law Perspective (Part 1)], 2008
DEUTSCHES STEUERRECHT [DStR] 1141. For a critical view, see Marcus Lutter & Walter Bayer, GMBH-
GESETZ §13 Rdn 46 (Marcus Lutter & Peter Hommelhoff eds., 18th ed. 2012).

202. Bundesgerichtshof [BGH] [Federal Court of Justice] II ZR 3/04, Jul. 16, 2007 (Trihotel), 2007
NEUE JURISTISCHE WOCHENSCHRIFT [NJW] 2689.
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insolvency.?% However, the court made the requirements for such liability more
onerous. It explicitly reversed its previous holdings that had created a subgroup
of veil-piercing based not on torts, but on abuse of the corporate form as an
exception to the principle of limited liability.?** This had resulted in shareholders
being held directly liable vis-a-vis the company’s creditors? in situations where
recourse under the statutory provisions protecting the maintenance of the
GmbH’s capital??® was insufficient to fully compensate them.?’” Liability was
imposed on shareholders where they openly or secretly depleted the company of
assets that were needed to satisfy creditors.?%®

Based on the civil law understanding that courts do not establish but simply
apply the law, German courts are not held to the principle of stare decisis and
are therefore not bound by their previous rulings or those of other courts.?"
However, in the interests of legal certainty, it is understood that courts should
not arbitrarily change past decisions and ought to explain their reasons when they
do so. The cases regarding veil-piercing form no exception to this rule. The BGH
explained that it considered its former rulings questionable from a doctrinal
perspective because they had resulted in shareholders being held directly liable
to creditors although no duties owed to creditors were breached. The duties that
were breached were owed to the company and only resulted in losses to the
company. The BGH considered it flawed to assume that any loss of corporate
assets immediately affected the creditors.?!? Instead, the losses were of a purely
reflective nature, and reflective losses generally did not give creditors any
remedies.?!! The previous decisions created contradictory outcomes because
“annihilating interference” (a concept explained immediately below) resulted in
direct external liability of shareholders, whereas the statutory provisions for the

203. Id. 9 16.

204. Id. 9 22. The overruled principles were developed and applied in BGH II ZR 178/99, Sep. 17,
2001 (Bremer Vulkan), 2002 NEUE ZEITSCHRIFT FUR GESELLSCHAFTSRECHT [NZG] 38; BGH II ZR
196/00, Feb. 25, 2002, 2002 NZG 520; BGH II ZR 300/00, Jun. 24, 2002 (KBV), 2002 NZG 914; BGH II
ZR 206/02, Dec. 13, 2004 (Autovertragshdndler), 2005 NZG 177; BGH 1I ZR 256/02, Dec. 13, 2004
(Handelsvertreter), 2005 NZG 214.

205. BGH Trihotel, 2007 NJW 2689 4 17.

206. GmbHG, §§ 30 & 31.

207. BGH Trihotel, 2007 NJW 2689 9] 18.

208. Id. 9§ 21.

209. For an introduction to basic differences between court rulings in common and civil law
countries, see Joseph Dainow, The Civil Law and the Common Law: Some Points of Comparison, 15 AM.
J.Comp L. 419, 426-27 (1967); Ewould Hondius, Precedent in East and West, 23 PENN ST. INT’L L. REV.
521, 525 (2005) (with references to the Kingdom of Prussia, one of the legal predecessors of today’s
Germany). The situation has since changed as courts discuss their and other court’s former rulings, but
they are still not legally bound by them.

210. BGH Trihotel, 2007 NJW 2689 4| 23.

211. 1Id.q26.
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maintenance of capital (§§30 and 31 GmbHG) only led to shareholders’ internal
liability.2!?

The Court emphasized that veil-piercing had to be applied cautiously because
it could undermine the principle of limited liability. It was evidently worried that
supporting widely-worded categories of veil piercing would create a mechanism
that courts could use too lightly. It emphasized that the loss of the privilege of
limited liability would threaten the very existence of the GmbH as a popular and
useful type of business entity and thereby go against the intentions of the
legislature. Thus, the court concluded that shareholders could not be liable for
“abuse of the corporate form™ as set out in its previous decisions.?!3

However, shareholders continued to be personally liable in cases of
“annihilating interference,” but no longer based on the considerations previously
applied.?'* The Court held that “annihilating interference” was henceforth to be
understood as tortious liability for improperly and self-servingly tampering with
corporate assets. These corporate assets are subject to strict rules of capital
maintenance in the interest of creditors. Tampering with these assets results in
tortious liability when it causes or aggravates corporate insolvencies.?!?
Damages are owed to the company alone and not to its creditors because their
losses are of a purely reflective nature.?'® In practice, this means that
administrators in insolvency proceedings enforce these claims on behalf of the
company.?!” Outside of insolvency, creditors must obtain an enforceable title
against the company and then request to be assigned the company’s claims
against its shareholders.?'8

To be held liable for “annihilating interference” under tort law, the
shareholders’ conduct must conform to the strict requirements of section 826 of
the German Civil Code (“BGB”) which provides: “A person who, in a manner
contrary to public policy, intentionally inflicts damage on another person is liable

212. Id. q 32. In addition, the Court stated at paragraph 20 that the previous principles had proved
difficult to apply for practitioners and lower courts alike.

213. 1d.9§27.

214. As explained above, “annihilating interference” is the loose translation chosen here for the
German expression existenzvernichtender Eingriff. Other authors speak of “endangering the existence of
the company”, see ROTH & KINDLER, supra note 173, at 68, but the wording chosen here reflects the
drastic language used by the courts in German.

215. BGH Trihotel, 2007 NJW 2689 9] 28.

216. Id. 9 17. The Court held at paragraphs 19 and 24 that liability for “annihilating interference”
was still needed because a lacuna of legal consequences was left by the statutory provisions in cases where
shareholders drain companies of their assets without crossing the line set out in sections 30 and 31
GmbHG, i.e. without touching the subscribed capital of the company. As the Court said at paragraph 25,
corporate assets require protection even beyond the lines drawn by the capital requirements if this is
necessary to meet the obligations owed to creditors. On this need for principles protecting the assets of
the company below the threshold of subscribed capital, see also ROTH & KINDLER, supra note 173, at 68.

217. BGH Trihotel, 2007 NJW 2689 9| 34.

218. Id. 9 34 and confirming BGH II ZR 129/04, Oct. 24, 2005, 2006 NZG 64.
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to the other person to make compensation for the damage.”?!° This requires a
shareholder to harm the company intentionally and in bad faith.?2° The
provision’s premise is that the shareholder is aware that his behaviour is
detrimental to the corporation’s finances and equally aware of all facts that
render the act contrary to public policy, but not necessarily that he understands
that the law holds his acts to be contrary to public policy, nor that he intends to
harm the creditors. It suffices to know and accept that the company’s ability to
pay its obligations is permanently impaired as a result of his actions, a state of
mind referred to as dolus eventualis.*?' As a result, a shareholder can, factually
speaking, only be held liable when the risk of insolvency is very real and obvious
to the shareholder.???> Importantly, not only the shareholders of the disadvantaged
company, but also the shareholders of a second company that itself holds shares
in the company can be liable. The BGH has confirmed this rule where such
shareholders in effect dominate the disadvantaged company. The supporting
argument is that no shareholder should be allowed to hide behind formalities,
i.e., the fact that he is not a shareholder himself is of no defense when effectively
the harm done is the same as if he were.???

The GAMMA judgment of the BGH

The BGH confirmed these new principles shortly afterwards in its GAMMA
ruling. This ruling of the BGH was preceded by the judgment of a state court of
appeal that held the shareholders of a GmbH personally liable for using the
company as a so-called “Cinderella company”. The term is commonly used in
German cases and legal writing for companies in which shareholders exercise
their influence in ways that ultimately prove detrimental to creditors.?** These
shareholders had burdened the company that subsequently became insolvent
with obligations originally owed by other companies in the same group although

219. BURGERLICHES GESETZBUCH [BGB] [CIVIL CODE], § 826, translation at https://www.gesetze-
im-internet.de/englisch_bgb/englisch_bgb.html#p3497 (Ger.).

220. ROTH & KINDLER, supra note 173, at 68.

221. BGH Trihotel, 2007 NJW 2689 9 30; BGH II ZR 292/07, Feb. 9, 2009 (Sanitary), 2009 NZG
545 (547).

222. See Lutter & Bayer, supra note 201, at Rdn 40.

223. BGH Trihotel, 2007 NJW 2689 | 44 referring to BGH Autovertragshdndler, 2005 NZG 177.
From a comparative perspective there are similarities to some of the common law rules relating to directors
in whom the power of management is usually vested. Where directors are aware or ought reasonably to
be aware that their acts will cause the company to become insolvent, they owe duties to creditors of the
company, see Liquidators of Progen Engineering Pte Ltd. v. Progen Holdings Ltd. [2010] SGCA 31,
[2010] 4 Sing. L. Rep. 1089 [48]; Chip Thye Enterprises Pte Ltd. v. Phay Gi Mo [2003] SGHC 307, [2004]
1 Sing. L. Rep.(R.) 434; Kinsela v Russell Kinsela Pty Ltd (1986) 4 NSWLR 722 (Court of Appeal)(NSW).
In addition, persons who act as de facto directors are deemed to be directors even if they were never
appointed to such office, see Primlake Ltd v Matthews Associates [2006] EWHC 1227 (Ch), [2007] 1
B.C.L.C. 666.

224. On the terminology, see BGH II ZR 264/06, Apr. 28, 2008 (GAMMA), 2008 NJW 2437 4| 13;
Lorenz Fastrich, GMBHG § 13 Rdn 51 (Adolf Baumbach & Alfred Hueck eds., 21st ed. 2017).
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it had been clear, as the court put it, that the subsequently insolvent company was
inadequately capitalized in view of the obligations transferred to it. They also
convinced a number of workers employed by other companies in the group to
move to this subsequently insolvent company, a further fact that became relevant
for the BGH’s decision.

The BGH overruled the appellate court’s judgment and reaffirmed its former
ruling in Trihotel that shareholders whose actions endanger the company’s
existence cannot be held directly liable to creditors.??> It went on to clarify
further points. It emphasized that instances of mere undercapitalization in a
material sense, i.e., instances that do not involve a breach of the principles of
capital maintenance, do not meet the requirements of an ‘“annihilating
interference.”??® The BGH emphasized that such undercapitalization alone could
not lead to shareholder liability and explicitly rejected academic writing to the
contrary.??’ It emphasized that shareholders are responsible for providing the
required legal capital of the GmbH, but are under no obligation to furnish it with
the financial means necessary to meet all its legal obligations; such a duty would
be incompatible with the company’s nature as an entity of limited liability.??8
Shareholders are under no obligation to assess and provide adequate financing to
the company. They are only required to abstain from depriving the company of
its assets in any manner incompatible with the rules of capital maintenance.??’
Such acts can take place when they channel corporate assets to a sister company,
themselves or other shareholders or parties related to shareholders.?3°

In the case at hand, the court held that an annihilating interference of the
shareholders could not be based on their failure to adequately finance the
company to enable it to pay off its debt. The company was formally fully
capitalized as required by the law and the shareholders did nothing to deprive the
creditors of their right of legal access to all of the company’s assets when it was
a going concern.?3! However, in an interesting twist, the court ultimately held the
shareholders liable for compensation payable to the company’s employees
because they had failed to disclose the precarious financial situation when these
employees agreed to move from their former employer to this company. The
BGH based this liability also on section 826 of the BGB. As a result, the
employees had a direct claim against the shareholders because of a tortious act
committed against them, not against the company.

225. BGH GAMMA, 2008 NJW 2437, overruling Oberlandesgericht [OLG] Diisseldorf [Diisseldorf
Higher Regional Court] 6 U 248/05, Oct. 26, 2006, 2007 NZG 388, confirming BGH Trihotel, 2007 NJW
2689.

226. BGH GAMMA, 2008 NJW 2437 4 13.

227. 1d. 4 16-22.

228. Id. 9 23. The principle of limited liability follows from section 13(2) GmbHG.

229. BGH GAMMA, 2008 NJW 2437 9 23.

230. Lutter & Bayer, supra note 201, at Rdn 35.

231. BGH GAMMA, 2008 NJW 2437 q 12.
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A direct claim against shareholders may therefore exist, but only when a
tortious wrong was directly committed to the creditors of the company. This
ruling in GAMMA is therefore in line with Trihotel because it does not contradict
the latter’s holding that purely reflective wrongs and losses cannot be claimed by
creditors. Further judgments have since confirmed the holdings of Trihotel and
GAMMA.?3? In one of them, the BGH ruled that it could amount to “annihilating
interference” and hence shareholder liability (under section 826 of the BGB) to
the company when a sharcholder prevented the company from pursuing its
legitimate claims against him.?** Here again, the court confirmed that
shareholders might be personally liable for their actions, but generally not to
creditors of the company, but to the company itself.

Veil-piercing for commingling of corporate and private assets

Legal writing almost uniformly supports veil-piercing in cases where
shareholders commingle the company’s assets with their own. By doing so,
shareholders disregard the company’s separate legal identity in financial matters.
In terms of the exact requirements that justify such an exception to the principle
of limited liability, however, academic commentators have not been able to reach
an agreement.

The BGH has repeatedly supported this category of corporate veil-piercing
and helped to shape its contours. In a 2005 ruling, the BGH defined the
requirements for personal liability resulting from comingling of corporate and
personal assets in disregard of principles of capital maintenance. It held that
payment transactions among the company, its shareholder(s) and third parties
must lack transparency to the extent that it becomes impossible to attribute them
to the company and that, consequently, the corporate assets become
indistinguishable from the shareholder’s personal assets.?** It thereby confirmed
previous judgments that had arrived at the same conclusions.?*> Any personal
liability resulting from such conduct may only affect the shareholder(s)
responsible for the situation, and no other shareholders who simply happen to be
members of the company during the time when such commingling occurs. This
type of veil piercing therefore most commonly applies to sole or majority
shareholders.?3¢

As a result, German courts pierced the veil in cases in which shareholders
commingled corporate and private assets. Commingling presently represents the

232. BGH I ZR 252/10, Apr. 23, 2012 (Wirtschafts-Akademie), 2012 NZG 667.

233.  Sanitary, 2009 NZG 545.

234. BGH II ZR 178/03, Nov. 14, 2005, 2006 NZG 350 q 15. On these judgments, see also ROTH &
KINDLER, supra note 173, at 67.

235. BGH II ZR 16/93, Apr. 13, 1994, 1994 NJW 1801; BGH 1I ZR 275/84, Sep. 16, 1985
(Autokran), 1986 NJW 188.

236. BGH Nov. 14, 2005, 2006 NZG 350 9§ 17.
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only situation in which German courts still rely on the principles of veil-piercing
to hold shareholders directly liable to the creditors of a company.
Notwithstanding the principle that civil law judges do not make law, veil-
piercing in these commingling cases is a judge-made legal rule that fills a gap
left by statutory law. Its doctrinal basis is abuse of the corporate form?37 that
results in the loss of the privilege of limited liability and instead leads to the
application of section 128 of the Commercial Code (Handelsgesetzbuch) that
holds all general partners of commercial partnerships personally liable.?*® It is
strictly separate from all other scenarios in which shareholders’ actions result in
losses for the company. These other cases are at present resolved by application
of general principles of law, be it the statutory provisions of liability for tortious
acts (as discussed above) or principles of contract law (as explained below). As
emphasized repeatedly, such application of general principles of the law may
result in shareholders’ internal liability, i.e., damages owed to the company, not
in any direct liability owed to the company’s creditors.

To distinguish these two scenarios, i.e., veil piercing with consequential
personal liability to the company’s creditors on the one hand and breaches of the
law resulting in shareholders’ liability vis-a-vis the company on the other, the
BGH emphasized that improper accounting is not a sufficient basis for veil-
piercing. While it certainly amounts to a breach of the law which may therefore
give rise to damages by the company against the directors, this does not justify
an exception to the principle of limited liability.?3°

It should be added that embezzlement of corporate assets results in
shareholder liability under sections 30 and 31 of the GmbHG, and may also
amount to “annihilating interference” but is not a basis for veil-piercing under
the commingling exemption.?*’ As explained above, shareholders are liable for
repayment to the company under sections 30 and 31 of the GmbHG when they
receive payments when the company’s legal capital is not intact. A transfer of
assets outside a formalized distribution process such as distribution of dividends,
capital reduction or share buybacks is subject to an arm’s length test. If a diligent
director would not have agreed to the conditions granted to the shareholder in a
transaction with an unaffiliated third party, then the transaction with the
shareholder is deemed a “hidden allotment of corporate assets” (verdeckte
Vermégenszuwendungen) and constitutes a breach of the duty of good faith
generally owed by shareholders to the company under German law. Such a

237. Called Objektiver Rechtsmissbrauch, see HUECK & WINDBICHLER, supra note 176, at §24 Rdn
30.

238. HANDELSGESETZBUCH [HGB] [COMMERCIAL CODE], § 128. The courts apply this section of
the commercial code ‘by analogy’ when they pierce the corporate veil, see BGH Nov. 14, 2005, 2006
NZG 350 9 10.

239. BGH Nov. 14, 2005, 2006 NZG 350 4 15.

240. Fastrich, supra note 224, § 13 Rdn 45.
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breach can result in claims by the company for restitution and damages.?*' In
addition, the shareholders may also be liable for “annihilating interference”
under section 826 of the BGB as discussed earlier.

It is not the element of intent that distinguishes commingling from these other
situations that give rise to claims against shareholders because sections 30 and
31 of the GmbHG and “hidden allotment of corporate assets” do not require the
company or creditors to experience any intentionally committed harm. For the
remedy of restitution that results in the return of assets to the company, no
subjective mental element is necessary. Only when the company additionally
claims damages do these subjective elements such as knowledge play a role.
Instead, commingling is an exceptional situation where the financial situation of
the company is so muddled that applying the principles of depletion of assets and
the consequential claims for their return to the company is of no use. The drastic
situation that corporate assets are indistinguishable from shareholders’ personal
assets justifies the harsh consequence that the shareholders responsible for
commingling are personally and directly liable to the company’s creditors.

These principles of commingling have not been rendered obsolete by the
(slightly later) decisions on personal liability to the company resulting from
“annihilating interference.” The BGH emphasized in its judgment of November
14, 2005 that the newly-contoured cases on liability for ‘“‘annihilating
interference” leave the principles of veil-piercing under the commingling
exception intact,*? although this statement was made at a time when the BGH
still recognized that a shareholder’s direct liability could result from such
“annihilating interference.” Such direct liability has since been ruled out.
Regardless of this immense swing in doctrinal analysis, the BGH clarified in
Trihotel that the principles applied in situations of commingling remain
applicable.?*?

A different type of commingling must be distinguished from the one just
discussed. Under the term Sphdrenvermischung, academic commentators have
discussed whether a shareholder should be held personally liable when he
commingles his own affairs with those of the company, i.e., commingles the two
separate spheres. Such an issue occurs when the shareholder conceals from third
parties that the company and himself are different legal persons, e.g., by using
similar names, the same premises and employees. In an old case, where the sole
shareholder-director of a GmbH negotiated with creditors and did so as a director
of the company in some instances and as a private person in others, the BGH

241. CHRISTIAN HOFMANN, DER MINDERHEITSSCHUTZ IM GESELLSCHAFTSRECHT 315-17 (2011)
(on the principles of “hidden allotment of corporate assets”); id. at 25-67 (providing a comparative
analysis of the principle of good faith in German company law and the role of fiduciary duty in US
company law). On good faith in German company law, see also BGH II ZR 205/94, Mar. 20, 1995
(Girmes), 1995 NJW 1739.

242. BGH Nov. 14, 2005, 2006 NZG 350 9 14.

243. BGH Trihotel, 2007 NJW 2689 9 27.
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held this shareholder personally liable and applied the principle of good faith in
section 242 of the BGB. The court reasoned that the shareholder had acted as one
and the same person in all instances, which justified not distinguishing between
his position as a legal representative of the company and an independent sole
proprietor, so as to hold him personally liable for all obligations under the legal
relationship with the third party.?**

The case has remained an outlier, and the BGH abstained from using any
terminology that is commonly related to veil piercing. Instead, it relied on the
principle of good faith, which supports the argument that it was not a case of
veil-piercing. The BGH disapproved in more general terms of the shareholder’s
conduct and relied on the general principle of good faith to reach a result that
seemed fair in the circumstances.?*> These findings blend in with some of the
earlier suggestions made in the discussion of the US position. At common law,
it may on occasion be more fruitful to rely on concepts such as estoppel or
misrepresentation rather than veil piercing.

Further scenarios that may be regarded as veil-piercing in other
Jjurisdictions

The above discussion reflects the cases decided by German courts. As
demonstrated, veil-piercing in Germany only applies in one scenario, the
commingling of assets, while the courts analyzed a number of other situations on
the basis of tort law, the principles of good faith, or by relying on provisions in
the GmbHG. However, what about all other scenarios well-known from case law
in the common law jurisdictions? American, English and Singaporean case law
covers a wider range of situations, and the question arises of how German law
would deal with them.

The answer reads: all other instances in which third parties have rights
against shareholders are not considered exceptions to the principle of limited
liability. Instead, the principles of the law of obligations as well as teleological
interpretations of statutory provisions and widely-understood contractual terms
apply and protect third party interests. In all these instances, the shareholder is
held liable for what he did or promised to the third party, but not because of his
role in the company. The role of the company in such scenarios is that of a silent
bystander.

The following provides a few illustrative examples. If a company is used as
a scheme to trick third parties into contracting because they would never contract

244, BGH VII ZR 9/57, Jan. 8, 1958, 1958 WERTPAPIER-MITTEILUNGEN: ZEITSCHRIFT FUR
WIRTSCHAFTS- UND BANKRECHT [WM] 463 9 22.

245. Commentators that are generally supportive of veil-piercing categorize this case as one of
commingling of spheres, see Lutter & Bayer, supra note 201, at § 24, while others who are less supportive
of this doctrine do not include it in the list of decisions dealing with veil-piercing, see Fastrich, supra note
224, § 13 Rdn 46.
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with the shareholders of the company, e.g., because they are convicted bankrupts
or fraudsters, German law applies general principles of private law to free the
third parties from any obligations they entered into. It may also grant them
damages against the shareholders, not because the corporate veil was pierced,
but because of a wrong they directly committed to such third parties.

The fact that the shareholders incorporated and used the company as part of
their fraudulent scheme represents the very wrong for which they are held liable.
Section 123 BGB?* entitles third parties to avoid the contract, rendering it void
ab initio. The other party to the contract is the company and not the shareholder,
but in cases when the shareholder commits deceit, the company must accept that
the deceived party can avoid its declaration of consent to the contractual
agreement if the company knew or should have known of the deceit. Since in
such scenarios the fraudster shareholders are inevitably also the directors of the
company, their knowledge is attributed to the company based on section 166
BGB. The knowledge of the directors is the knowledge of the company, and their
mistakes are the mistakes of the company.?*’ In addition, the shareholders are
liable to the deceived parties under tortious principles, particularly in the
application of sections 826 and 823(2) BGB read with section 263 StGB, the
provision of the Criminal Code that sanctions fraud. In addition, a shareholder
may be liable if he breaches duties of care and diligence in his role as the legal
representative of the company and as part of a fraudulent scheme. Such liability
requires that the shareholder enjoys a high degree of trust from the deceived party
and substantially influences the pre-contractual negotiations between that party
and the company.?*® Under these preconditions, a so-called “legal relationship
without primary obligations” exists between the shareholder and the third party
and may lead to the shareholder’s liability for breaches of the duties of care and
diligence under sections 311(2), 241(2), 280(1) BGB.?¥

A second example involves a shareholder who is bound by a non-competition
clause with his former employer that states that the employee is prevented from

246. BGB, § 123 reads:

(1) A person who has been induced to make a declaration of intent by deceit or unlawfully by
duress may avoid his declaration.

(2) If a third party committed this deceit, a declaration that had to be made to another may be
avoided only if the latter knew of the deceit or ought to have known it. If a person other than
the person to whom the declaration was to be made acquired a right as a direct result of the
declaration, the declaration made to him may be avoided if he knew or ought to have known of
the deceit.

247. On these generally accepted principles of attribution, see Wolfgang Zollner & Ulrich Noack,
GMBHG § 35 Rdn 146 (Adolf Baumbach & Alfred Hueck eds. 20th ed. 2013); HUECK & WINDBICHLER,
supra note 176, § 9 Rdn 3.

248. These are requirements under the BGB: BGB, § 311 para. 3.

249. Such legal relationships are very common in German law and have no direct equivalent in
French or common law. In the context of this article, they result from the situation where a third party
involved in contractual negotiations dominates the negotiations or enjoys a high level of trust by the
parties, a situation typical of agents and organs of a company.
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running a business in the same district where the employer is based. In order to
avoid liability under the clause, he incorporates a company which becomes the
owner of a business that competes with the shareholder’s former employer.?3
German courts or scholars would never consider this a case of veil-piercing. If a
party to a contract is held to a valid non-competition clause,?' this party is
prevented from engaging in any activity that falls under the respective clause.
Sections 133 and 157 BGB require contracts to be interpreted as required by
good faith, taking customary practice into consideration, and to ascertain the true
intention rather than adhering to the literal meaning of the declaration. The courts
have always applied an objective test that interprets declarations of parties to a
contract in the way that a prudent third person would have understood it.>>

These principles of interpretation would lead to the understanding of the non-
competition clause in a broad way. The prudent third party would have
understood that the former employer can operate free from any disadvantage that
might result from the former employee using his professional knowledge and
experience in the employer’s district, be it by running his own business, i.e., as a
sole proprietor, or by forming any type of business entity that engages in such a
business and which the former employee supports with his expertise. The
scenario of a company whose director-shareholder the former employee becomes
would clearly be covered by the non-competition clause, and since the employee
himself is found in breach of his contractual agreement with the former
employer, the employer could successfully seek a prohibitory injunction under
sections 823(1) and 1004(1) BGB. The same would apply if the former employee
only had a contract of employment with another company that placed him in a
position of some materiality, such as being a director or having some other
management position. On the other hand, there would be no breach if the
shareholder was merely a passive investor in a business, even if that business
was in competition with his former employer.

These two examples show that the principles of veil-piercing are not needed
in Germany to deal with scenarios in which a shareholder tries to hide behind the
principle of limited liability and which are commonly discussed as veil-piercing
cases in other jurisdictions. It has been shown that the courts disregard the
principle of limited liability and allow creditors of the company to pursue claims
directly against shareholders in one narrow situation only: when shareholders
commingle the company’s assets with their own. The climate in Germany is
increasingly becoming hostile against any attempts to pierce the corporate veil.

250. Asin Gilford [1933] Ch 935 where the corporate veil was pierced.

251. Such clauses are sometimes considered invalid as contrary to public policy when they
disproportionately limit a person’s occupational freedom as guaranteed by the constitution: BGB, § 138
paras. 1-2; GRUNDGESETZ [GG] [BASIC LAW], art. 12 para. 1, translation at https://www.gesetze-im-
internet.de/englisch gg/englisch gg.html#p0071.

252.  Sections 133 and 157 BGB as generally interpreted by the courts, see e.g., BGH X ZR 37/12,
Oct. 16,2012, 2013 NJW 598 (599 at§ 17).
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Many commentators argue that the concept should be abandoned altogether,??
and the BGH’s change of heart in the “annihilating interference” cases shows
that it might well be moving in that direction.?3

As explained, German company law relies heavily on principles of initial
capitalization and strict capital maintenance rules. It follows that the question
whether the principle of limited liability should be disregarded in instances where
shareholders adhere to capital maintenance rules but seek to take advantage of
the corporate veil in other ways should be answered in the negative. Not
corporate law, but general principles of the law as found in tort law and the law
of obligations stand ready to deal with these situations. Consequently, it is
submitted here that even in the situation involving commingled assets the Court
could apply principles of tort law and hold the shareholders liable when they
overstep the line drawn by section 826 BGB. It is not evident why the law should
look less favorably at a shareholder who may be disorganized or unsophisticated
and has therefore indistinguishably commingled his and the company’s assets
than another who systemically strips the company of its assets.

People’s Republic of China

As mentioned earlier, China (unusually) has a specific legislative provision
that provides an exception to separate personality and limited liability. Article 20
of the 2005 Company Law,?® after restating the general principle that the
shareholders of a company should not abuse shareholders’ rights, the company’s
legal person status, or shareholders’ limited liability, provides in the third
paragraph:

“Any of the shareholders of a company who abuses the independent legal person

status of the company and the limited liability of the shareholders to evade the

payment of the company’s debts, thus seriously damaging the interests of the
company’s creditors, shall bear joint liabilities for the debts of the company.”>>

Article 20 establishes a four-pronged legal test, or a standard comprising four
elements, for judicial application of the doctrine.?S First, it must be proven that

253. See e.g., Fastrich, supra note 224, § 13 Rdn 44.

254. Lord Neuberger of the UK Supreme Court was sympathetic to such a view, see Prest [2013] 3
WLR 1 [79].

255. There was a revision to the legislation in 2013. All references to China’s Company Law are to
the 2013 revised legislation unless otherwise stated.

256. Hui Huang, Piercing the Corporate Veil in China: Where Is It Now and Where Is It Heading?,
60 AM. J. CoMP. L. 743, 744 (2012) (describing this as “a bold move” to codify “a common law doctrine
renowned for its complexity and amorphousness.”).

257. The standard has been articulated in different ways by judges of China’s Supreme People’s
Court in their scholarly writing. See Judges XI XIAOMING ( %A ) and JIN JIANFENG (4461
%) , GONGSI SUSONG DE LILUN YU SHIWU WENTI YANJIU A B /ARIELE 5545 A1 /AT 4L
(CORPORATE LITIGATION: THEORIES AND PRACTICES) [Beijing: People’s Court Press, 2008],
pp. 562-564; Judge JIANG BIXIN CT%%7) et al, ZUIGAO RENMIN FAYUAN ZHIDAOXING ANLI
CAIPAN GUIZE LIJIE YU SHIYONG (GONGSI JUAN) fz = A B AR S M 225k LI N B S5
G (/AF]% ) [THE UNDERSTANDING AND APPLICATION OF JUDGING RULES IN
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the shareholder concerned has abused the company’s legal person status and the
shareholder’s limited liability. The abuse of the company’s legal personality and
that of shareholder limited liability are not separate acts, but rather understood
as two sides of the same coin.?®

Second, the purpose of the aforesaid abuse must be to “evade” the payment
of debts to the company’s creditors. This has been interpreted by some judges of
China’s Supreme People’s Court (“SPC”) as the use of corporate personality to
“avoid” contractual or legal obligations.?>® Another SPC judge, Yu Zhengping,
maintained that the wording of Article 20 “undoubtedly requires the existence of
a subjective intent” to evade debts.?%0

Third, the interests of the creditors must be damaged “seriously” (yanzhong).
Needless to say, Company Law does not define “seriously,” and courts will
interpret its meaning on a case by case basis. Zhou suggests that the court should
consider three factors when determining whether the damage is serious enough
to activate veil piercing: (1) the actual damage to the creditors; (2) the debt-
paying ability of the company; and (3) the subjective intent of the shareholder
concerned.?®!

Fourth, there must be a causal link between the shareholder’s abusive
behavior and the damage/losses suffered by the creditors.2¢?

Since 2006, when the new Company Law took effect, Chinese courts have
decided hundreds of veil piercing cases, and researchers within and outside
China are producing a growing body of academic literature.?®* Thus far, the

GUIDANCE CASES OF THE SUPREME PEOPLE’S COURT (VOLUME OF CORPORATION LAW),
Beijing: China Legal Publishing House (2012), p. 87.

258. Liu Junhai (X&), Xiandai Gongsifa (B4 &%) [MODERN CORPORATIONS LAW] 665
(2015).

259. See Li Guoguang (4*[E %) & Wang Chuang (- [%]), Shenli Gongsi Susong Anjian de Ruogan
Wenti — Guanche Shishi Xiudinghou Gongsifa de Sifa Sikao (Ff # 2 &] YF VA RAF HI47 T A8 — SIS
AEIT Ja A FEMFIEIB ) [Several Questions on Corporate Litigation: Judicial Thoughts on
Implementing the Revised Company Law] reprinted in Zuigao Renmin Fayuan Sifa Guandian Jicheng (%
T N BBt w1 VE L 46 ) [THE COLLECTION OF THE SUPREME PEOPLE’S COURTS’ JUDICIAL VIEWS]
286 (2005).

260. Yu Zhengping (EZF-*), Zhongguo Gongsifa Anli Jingdu (- [E 23 7% 245 ¥ 35) [RESEARCH
INTERPRETATIONS ON SELECTED CHINESE CORPORATE LAW CASES] 146 (2016).

261.  Zhou Yousu (J& /75, Xin Gongsi Fa Lun (/A 7i%1£) [NEW SURVEY ON CORPORATIONS
LAW] 105 (2006).

262. See Xi and Jin, supra note 257, at 564; Jiang, supra note 257, at 87.

263. See e.g., Mark Wu, Piercing China’s Corporate Veil: Open Questions from the New Company
Law, 117 YALE L.J. 329 (2007); Ge Weijun (i %), Lun Zuidi Ziben yu Jiekai Gongsi Miansha (115
KRB A S5HIT AR L) [On Minimum Registered Capital and Piercing Corporate Veil], 13 FHEIH4
R (A SRR [JOURNAL OF SHANGHAT UNIVERSITY OF FINANCE AND ECONOMICS] 34
(2011); Huang, supra note 256; Shuangge Wen, The Ideals and Reality of a Legal Transplant — The Veil
Piercing Doctrine in China, 50 STAN. J. INT’L L. 319 (2014); Kimberly Bin Yu & Richard Krever, The
High Frequency of Veil Piercing in China, 23 ASIA-PAC. L. REV. 63 (2015); Colin Hawes et al, Lifting
the Corporate Veil in China: Statutory Vagueness, Shareholder Ignorance and Case Precedents in a Civil
Law System, 15 J. CORP. L. STUD. 341 (2015); and Hu Gairong (#1f{(%), Ziben Xianzhu Buzu
Qingxingxia Gongsifa Renge Fouren Zhidu de Shiyong (%% A< i 2 AN L 15T R A FITE A S AH B 1)

187

Annex 140



Berkeley Business Law Journal Vol. 16:1, 2019

literature, including both empirical studies and doctrinal analyses, seems to
overwhelmingly suggest that Chinese courts have been enthusiastic in piercing
the corporate veil, or, at least, “Chinese judges are clearly much more willing to
pierce a company veil and shift liability to its owners on the basis of statutory
authority than their common law counterparts relying on judicial doctrines.”?64
The literature also suggests that Chinese courts practiced “judicial activism” in
veil piercing cases.?®

The evolution of the veil piercing doctrine in China

To fully understand veil piercing in Chinese law, it is necessary to appreciate
the position prior to the 2005 Company Law, as veil piercing was not officially
recognized in Chinese law prior to this. There was, however, a loosely crafted
legal framework to allow veil piercing under limited circumstances. This
ambiguous and confusing framework was established through “judicial
practice,” or sifa shijian, which refers to the practice of the judiciary to develop
jurisprudence and legal doctrines, mainly through the SPC’s issuance of judicial
interpretations and selected case reports, as well as the legal enactments of the
State Council, China’s Central Government.?®® It has been stated: “[a]lthough
the 1993 Company Law did not include veil-piercing doctrine, the Chinese
judiciary cautiously applied it even without a clear statutory basis before its
codification in 2005.72¢7

The introduction of the veil piercing doctrine started with a regulation issued
by the State Council on 12 December 1990, titled Guanyu Qingli Zhengdun
Gongsi zhong Bei Chebing Gongsi Zhaiquan Zhaiwu Qingli Wenti de Tongzhi
(Circular on Questions relating to the Claims and Debts of Companies Dissolved
or Merged with Others in the Campaign for Sorting Out and Consolidating
Companies) [ T1% BRIE 2 7] RO 2 w]GTUBUGE 553 BEL n) i f1 38 0.
Some people believe that the 1990 Circular is the first law to offer an exception
to the doctrine of limited liability, which was well established in China through
various regulations but not codified yet into a national company law. It provided
that investors or incorporators of the company should directly assume the debts
of the company but that such liability was limited to the extent that the

i& M) [Disregarding Corporate Personality in Cases of Undercapitalization], Faxue Pinglun (755 7F18)
[LAW REVIEW] 163 (2015).

264. Yu & Krever, supra note 263, at 81.

265. Hawes et al, supra note 263, at 363—68.

266. On the roles and functions of the various legal institutions in China (including their legislative
functions), see generally Jiangyu Wang, Legal Reform in an Emerging Socialist Market Economy, in LAW
AND LEGAL INSTITUTIONS OF ASIA: TRADITIONS, ADAPTATIONS, AND INNOVATIONS 2461 (E Ann Black
& Gary F. Bell eds. 2011).

267. WANG, supra note 66, at 80.

188

Annex 140



investors/incorporators benefited from the company’s operations or
misappropriated the company’s assets. 2%

The first judicial interpretation on veil piercing by the SPC is believed to
have taken place in 1994 in a reply to a question submitted by the Higher
People’s Court of Guangdong Province (Zuigao Renmin Fayuan Guanyu Qiye
Kaiban de Qiye bei Chexiao huo Xieye hou Minshi Zeren Chengdan Wenti de
Pifu (e NEABSR Tl Iy g seaioll s R 2 5T (K ]
WAL E) [Reply of the Supreme People’s Court on the Civil Liability of
Enterprises Whose Subsidiaries were Revoked or Shut Down]). This judicial
interpretation made an effort to strengthen the traditional mandate of limited
liability, as it first required the investing enterprise to undertake civil liability to
the extent of the unpaid capital contributions in the subsidiary’s registered
capital, and “if no capital was actually contributed to the terminated company, or
the amount was not sufficient according to the law, then the company will be
determined not to be a legal person and its full civil liability will be assumed by
the enterprise that established the company.”?°

The SPC issued two judicial interpretations in 2001 and 2003 to further
develop the piercing doctrine. The 2001 judicial interpretation, captioned
Guanyu Shenli Jundui, Wujing Budui, Zhengfa Jiguan Yijiao, Chexiao Qiye he
yu Dangzheng Jiguan Tuogou Qiye Xiangguan Jiufen Anjian Ruogan Wenti de
Guiding (& TH I ZERA . sUEHRA . BUIHLRFEAS . N AN 58 Bl
KMV AH ] 2y BAVA T MBI AE ) [Provisions of the Supreme
People’s Court on Several Issues on the Trial of Cases concerning Enterprises
transferred by the Army, Armed Police Force and Judicial Bodies, Enterprises
Whose Licenses have been Revoked, and FEnterprises Which Have been
Disconnected from Party and Government Agencies], mainly addressed legal
issues relating to business enterprises owned by the army, armed police force,
and judicial bodies, and provided that a shareholder/investor was no longer liable
if it made its legal or contractual obligations with respect to capital contributions.
It is important to note that this interpretation was aimed to clarify a confusion
caused by the 1994 Reply which had encouraged many lower courts to impose
unlimited liability improperly on shareholders.?”

268. See Jin Jianfeng (4> 81/#5), Gongsi Faren Fouren Lilun Jigi zai Woguo de Shijian (A &7k AT
NS B AR TR E ISLER) [The Doctrine of Disregarding Corporate Personality and Its Adoption in
China], 2005 Zhongguo Faxue (1 [F7:%#) [CHINA LEGAL SCIENCE] 117-25 (2005).

269. David M. Albert, Addressing Abuse of the Corporate Entity in the People’s Republic of China:
New Thoughts on China’s Need for a Defined Veil Piercing Doctrine, 23 U. PA. J. INT’L ECON. L. 873,
883 (2002). A historical analogy may be drawn with the pre-incorporation joint stock companies that were
not legal entities but partnerships and therefore the “shareholders” were ultimately liable for any shortfall
in the assets of the joint stock company. Given that Chinese law did recognize the doctrine of limited
liability, this is a somewhat strange judicial interpretation.

270. See Jin, supra note 268, at 123 (noting that, after the 1994 Reply, some courts asked the
investing shareholders to repeated “making up for the differences” in their capital contribution because of
the lack of a definition about capital in the 1994 Reply).
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The 2003 judicial interpretation, titled Guanyu Shenli yu Qiye Gaizhi
Xiangguan de Minshi Jiufen Anjian Ruogan Wenti de Guiding (& T8 # 5 1
MV A 5% ) B2 2y 245 IR I FLE ) [Provisions of the Supreme
People’s Court on Several Issues concerning the Trial of Cases of Civil Disputes
Related to Enterprise Restructuring |, offered a relatively more precise legal test
for veil piercing in the context of a merger and acquisition transaction. Article
35 provided that the holding or parent enterprise shall be responsible for the debts
of the subsidiary where the subsidiary’s inability to pay off its debts was caused
by the holding enterprise’s own acts to withdraw capital from the subsidiary to
evade its debts, if the holding enterprise achieved its controlling stake through a
merger and acquisition.?”!

The veil piercing rule eventually codified into the 2005 Company Law was
certainly built upon the aforesaid judicial interpretations, but it differs from the
SPC’s interpretations in at least two ways. First, the consequence for the court’s
application of the veil piercing rule merely means that the effects of corporate
personality are not applicable to the extent determined judicially. The
shareholders concerned will be held liable for the debts in the case in question,
but the company will still be a going concern and keep its legal personality with
limited liability. In contrast, the judicial interpretations issued before 2005 aimed
to hold the shareholders and investors liable in the course of a company’s
liquidation, which would lead to the company’s termination. The rationale was
that the business license was issued by the national or local Administration for
Industry and Commerce and hence an administrative act. While the court would
normally respect such acts, the court is not bound by it if it discovers that the
conditions provided for in the national laws or administrative regulations were
not met. In comparison, under Article 20 of the Company Law the court orders
veil piercing as an isolated case to ask the shareholder to bear joint and several
liability for the debts owned by the company to the creditor(s) who brought the
veil piercing lawsuit. It requests the responsible shareholders to pay for company
debts but will not terminate the company by any means.

Second, prior to the Company Law, the extent of the liability of the
shareholders or investors was confined to their unpaid capital contributions to,
or undeserved benefits received from, the company; in other words, liability was
confined to what was due to the company or benefits improperly obtained from
the company. For example, an investor or shareholder would be responsible for
the debts of the company to the extent it received money or other assets, without
proper consideration, from the company. Likewise, it was responsible to the
extent of the money and assets it had illegally withdrawn from or transferred out
of the company or hidden from outsiders.?’? Such liability to make compensation

271. Wang, supra note 66, at 80.
272. Jin, supra note 268, at 124.
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was fault-based. However, in the case of veil piercing under the Company Law,
fault is not necessarily an element for applying Article 20.%7

The broader historical background of the above-mentioned judicial
interpretations is also of notable importance. As clearly suggested by the stated
purpose and explicit language in those judicial rules, the rudimentary veil
piercing framework then was largely developed to address the abuse of power by
shareholders or investors, especially state investors, in the subsidiaries
established by them.?’* The intention of the SPC was to strike a balance between
the rights of shareholders and creditors. As noted, the application of the judicial
interpretations would lead to the termination of the subsidiary enterprises
concerned. In this process, they would hold accountable not only the
shareholders or investors, but also government agencies which approved the
establishment of the enterprises.?” This is further indication that the main targets
of the judicial interpretations were abusive state-owned enterprises. On the other
hand, the veil piercing doctrine seems thus far to have been rarely invoked
against state owned enterprises since it was adopted in the 2005 Company Law.

Grounds for veil piercing in judicial practice

While Article 20 of the Company Law sets out a general principle, scholarly
writing has suggested the following circumstances that are capable of giving rise
to sufficient abuse to warrant veil piercing.?”®

The first is undercapitalization, where either the shareholder did not make
adequate contributions to the company’s registered capital or that such capital,
including corporate cash and assets, was improperly withdrawn from the
company by the shareholder. The second is where the company has been used as
a device to evade contractual obligations. This occurs when the shareholder, who
has to refrain from doing something under a non-competition agreement or

273. Fault or even negligence is especially not considered in veil piercing cases concerning
comingling of assets of corporate affairs. See Jiang Bixin et al, supra note 257. In a veil piercing case
adopted by the PRC Supreme Court as a Guiding Case with binding force on lower courts, it was ruled by
the Jiangsu High People’s Court veil piercing should be ordered simply because the three defendants had
commingled personalities in terms of “commingled personnel”, “commingled business” and “commingled
finances”. See Xugong Jituan Gongcheng Jixie Gufen Youxian Gongsi Su Chengdu Chanjiao Gongmao
Youxian Zeren Gongsi Deng Maimai Hetong Jiufen An ({5 T2 TAZN UK B TR A SIVRAGED) 1132
THAARTHEATELELZEELZZE) [XCMG  Construction Machinery Co, Ltd. v. Chengdu
Chuanjiao Industry and Trade Co., Ltd. et al., A Sale and Purchase Contract Dispute], (2011), adopted as
the Supreme People’s Court Guiding Case No. 15 on 31 January 2013, available at
http://www.court.gov.cn/fabu-xiangqing-13321.html. English information about this case is available at
Stanford Law School’s China Guiding Case Project at https://cgc.law.stanford.edu/guiding-cases/guiding-
case-15/.

274. See generally Wen, supra note 263.

275.  Jin, supra note 268, at 124.

276. Wang, supra note 66, at 81-82; See also Liu, supra note 258, at 668—71; Xi and Jin, supra note
257, at 560-62.
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confidentiality agreement, incorporates a company to evade his obligations.?”’
Another example is when a shareholder uses the company to defraud creditors.
A third situation arises in circumstances where the company is a device to evade
statutory restrictions and involves illegal activities such as tax evasion or money
laundering. Finally, it has been suggested that veil piercing can take place where
there has been a lack of formality or confusion of affairs. In such cases, the
shareholder himself disregards the separate legal personality of the company and
makes the company an alter ego of the sharcholder. This could include the
control of the company so that the decision-making of the company is entirely
dominated by the shareholder, or there is confusion or intermingling of the assets,
business, affairs, and even management personnel of the company and the
shareholder. It is clear that these instances where veil piercing may take place
have parallels in other jurisdictions discussed previously.

Although it would appear that there are many instances of veil piercing in
China, the exceptional nature of the doctrine has also been articulated. For
example, two former prominent judges of the SPC have noted:?’®

The fact that the doctrine of piercing corporate veil only serves to complement [the
principle of separate legal personality of the company law] determines that the
application of the doctrine must be exceptional . . .. Our country’s Company Law
has to establish the system of corporate veil piercing because of practical needs.
However, it must be emphasized that the courts must be firmly cautious when
applying this system and always be mindful of any abuse of it. Cautious application
of the doctrine means, whenever a problem can be solved by the normal rules in the
civil law, the piercing corporate veil rule must be avoided so as to protect the
principles of independent legal personality and limited liability of modern corporate
law. The application of the veil piercing doctrine must be the last resort, not a regular
tool for the court.

This cautionary statement should be contrasted with the sometimes made
assumption that undercapitalization is the most important ground for piercing in
China.?” Xi and Jin, on the other hand, express that undercapitalization should
not be the only reason to pierce the corporate veil, stating that “only in the case
where the company’s capital was extremely inadequate should the court
disregard corporate personality on the ground of undercapitalization.”?%° One
empirical study has found that undercapitalization was the least important reason
for veil piercing. Huang examined court decisions in a five-year period from
2006 to 2010 and found ninety-nine cases on veil piercing. Chinese courts
ordered piercing in sixty-three cases, leading to a high frequency of 63.64%.%8!
It was further found, of the 118 requested grounds for veil piercing, seventy-four

277. This seems similar to the cases in England on evasion, see Gilford [1933] Ch 935.

278. See Xi & lJin, supra note 257, at 559. Again there are parallels with judicial statements
elsewhere.

279. For example, see Liu, supra note 258, at 667-670.

280. Xi & Jin, supra note 257, at 560.

281. Huang, supra note 256, at 748—49.
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involved commingling or confusion of assets, business or personnel; thirty-two
concerned fraud or other improper conduct; eleven were about undue control;
while only one case was based on undercapitalization. Even in that single case,
the court rejected the request and refused to lift the veil on the ground of
undercapitalization.?®?

The case of China Orient Asset Management Co Ltd v. The Xi’an High-Tech
Area Branch of China Construction Bank®®® may illuminate the approach
towards the ground of undercapitalization. In this case, China Construction Bank
made a loan to a company named Jinling Co. Jinling, however, failed to repay
the China Construction Bank. The debt was eventually transferred by the bank
to the plaintiff, China Orient Asset Management Co Ltd. (COAMC). COAMC
brought a lawsuit against several shareholders of Jinling, asking them to be
jointly liable for the debt, because four of the shareholders made false capital
contributions and one shareholder withdrew RMB2 million from Jinling. At first
instance, the Xi’an Intermediate People’s Court upheld the plaintift’s allegation.
It said:28

According to paragraph 3 of Article 20 of the Company Law of the People’s Republic
of China, shareholders of a company who have abused the company’s independent
legal person status and shareholders’ limited liability, evade the payment of the
company’s debt so as to harm the interests of the company’s creditors, should be
jointly liable for the company’s debt. On this basis, the request of COAMC to ask the
shareholders to be jointly liable to the extent of their false capital contributions should
be upheld.

However, the appellate court — in this case the Shan’xi Higher People’s
Court, disagreed with such legal reasoning. The appellate court ruled that the
application of the veil piercing doctrine was wrong. On this point, the Higher
Court opined:?%

Undercapitalization as a ground for piercing the corporate veil does not mean that a

court can simply make such determination by comparing the company’s existing

capital to the minimum registered legal capital prescribed in the Company Law.

Instead, it means the company’s actual capital is excessively lower than the risks that

are generated by the business nature of the company. Thus, in this case, the court

cannot apply the piercing corporate veil rule simply on the grounds that the

shareholders had made false capital contribution or withdrawn capital from the

company.

In the end, the appellate court still ordered the shareholders to compensate
the plaintift for the same amounts, but it was fashioned on a different legal basis,

282. Id. at 760-61.

283. Zhongguo Dongfang Zichan Guanli Gongsi Xi’an Banshichu Deng yu Zhongguo Jianshe
Yinhang Gufen Youxian Gongsi Xi’an Gaoxin Jishu Chanye Kaifaqu Zhihang Jiekuan Jiufen Zaishen’an
(PN AR 7 W 7 BN ) 7 22 AR A5 e [ S B ARAT i (A PR ) 7 22 i TR R P ML T R (X 52
1T M %y 75 5 %) [Retrial of Loan Dispute between China Orient Asset Management Co Ltd et al and
the Xi’an High-Tech Area Branch of China Construction Bank], (2010) Shan Min Zai Zi Di 00013
Hao,Shaan’xi Higher People’s Ct. Apr. 7, 2011, available at www.pkulaw.cn.

284. Id.

285. Id.
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namely that the shareholders were held to have the liability of buchong peichang,
or complementary liability.?86

The difference between the Chinese and German positions is notable. At one
time, both countries adopted a similar approach.?®” However, as discussed above,
Germany now no longer considers undercapitalization that does not involve a
breach of the capital maintenance requirements as capable of leading to
shareholder liability to third party creditors. The BGH considers such an
approach to be inconsistent with limited liability. Interestingly, both the
aforementioned first instance and appellate courts in China ordered the
shareholders to compensate COAMC to the extent of the false capital
contributions and wrongful withdrawal of capital. It is suggested respectfully that
care should be exercised in fashioning such a remedy, as the court must be
reasonably satisfied that there are no other creditors of the company which
appeared to be effectively insolvent. Payment by the shareholders of the capital
they should have injected or not withdrawn ought to be a complete discharge of
their obligations which would leave other creditors of the company without a
remedy. This seems particularly unfair if the capital should have belonged to the
company in the first place and therefore distributed to creditors on a pari passu
basis. The application of a ‘proper plaintiff” rule in this context seems apposite.

Based on the opinion of the Shan’xi High People’s Court, veil piercing based
on undercapitalization in China need not be limited to the statutory minimum
required by law. Where payment is ordered to be made directly to some creditors
where there are other possible creditors, the risk is that, from a practical
standpoint, the latter may not be able to recover meaningfully if the shareholders’
assets are depleted from earlier judgments. It places well-resourced and better-
informed creditors in a superior position. This note of caution applies not only to
China. Where undercapitalization gives rise to a remedy and has also led to
insolvency, it may be more optimal to explore means to facilitate a corporate
claim—the success of which will benefit the creditors collectively —rather than
to allow veil piercing actions by individual creditors.

Leaving aside undercapitalization, the other three grounds of commingling,
undue control, and fraud or other improper conduct, mentioned by Huang as
grounds for veil piercing, are matters that would support veil piercing in some
other jurisdictions as well. It would appear, nevertheless, that a success rate of
63.64% of veil piercing cases over a five-year study period seems significantly

286. Wen, supra note 263, at 344 states that under Article 23(2) of the Company Law, a required
precondition of incorporation is having capital contributions of shareholders reach the statutory minimum
amount of capital. If shareholder’s capital contributions fail to meet the minimum legal threshold, the
company will never be duly incorporated and thus will not have separate personality in the first place.
Such cases should not be regarded as veil piercing cases but some courts have mistakenly relied on Article
20.

287. Alting, supra note 79, at 210.
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higher than that found in major common law jurisdictions.?®¥ Another survey of
published cases from 2006 to the end of 2012 found that the court lifted the veil
in 75.27% of cases.?® Yet Huang rightly states that caution should be exercised
in drawing conclusions, as the numbers may be affected by several contextual
factors such as the stage of economic development and the number of firms in
each jurisdiction.?”® Some indication of the former may be seen by the fact that
a substantial percentage of piercing cases were brought in economically less
developed regions of China, and cases from such regions were more likely to
have high rates of veil piercing. Abuse of the corporate form is possibly more
prevalent in economically less developed regions due to lesser knowledge of
corporate law and thus a higher level of corporate irregularities.?®! If Huang’s
finding is true, it also raises the question of whether judges in such regions have
the same appreciation of corporate law as their brethren in more economically
sophisticated regions do.>?

One reason for the higher rate of piercing in China may be that judges in
some cases have been overly enthusiastic in their approach towards veil piercing.
This can be seen by analyzing some of the commingling cases which constitute
the largest number of cases brought and where veil piercing occurred.?”
Commingling has certain aspects and is distinguished from misappropriation.
Where shareholders (or the corporate parent) do not properly distinguish between
corporate assets and their assets, it raises the issue of whether the shareholders
treated the corporation as a mere extension of themselves. By not recognizing
the integrity of the corporate entity as a matter of fact, the court may infer that
the real parties to the apparent corporate transactions were the shareholders and
not the corporation itself. Using the language of Lord Sumption in Prest v.
Petrodel,** the shareholders were merely concealing their true involvement.
Another aspect of commingling is that the financial affairs of the company and
that of another person, usually a shareholder, are such a “mess” that it is
impossible to distinguish which person is the owner of the assets in question.
Whatever the approach, the essence of commingling is that no distinction is made
or can be made between the assets of the company and that of its shareholders.
They are therefore to be treated as one and the same for this purpose. If this is
the correct conclusion, no part of the commingled assets should be regarded as

288. Huang, supra note 256, at 748. However, the system of law reporting in China is by no means
as comprehensive as that found in major common law jurisdictions and therefore there is a danger of
reading too much into this statistic.

289. Hawes et al, supra note 263, at 350.

290. Huang, supra note 256, at 748.

291. Id.at751.

292. Contra Hawes et al, supra note 263, at 351-52 which found no significant distinction between
economically developed and less-developed regions, or between lower-level and higher-level courts.

293. Huang, supra note 256, at 760.

294. Prest [2013] 3 WLR 1 [28].
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having ever properly been owned by the company, given that the company’s
involvement is merely illusory,?*> or it is impossible to make any distinction
between corporate and personal assets. In some instances, the court may even
conclude that the company simply held the assets on trust for the shareholders.>*®
There is a subtle but real difference between commingling and the
misappropriation of corporate assets by the company’s shareholders. In the latter,
the shareholders recognize that the assets belong to a separate entity but
improperly/dishonestly withdraw such assets. The corporation may therefore
maintain a claim for the recovery of its assets. Misappropriation is a form of theft
that can also give rise to criminal prosecution and, in this context, requires a
particular mental state involving some element of dishonesty.?®’

In Wuhan Vegetables Co. v. Wuan Jiutian Trade Development Co.,**® the
plaintiff transferred its equity interest in Baishazhou LLC to Tianjiu Co. Tianjiu
never fully paid the plaintiff for this transfer. Tianjiu later transferred part of this
equity interest to Mrs. Wang Xiuqun, making her a shareholder with a 70%
interest in Baishazhou. Two subsequent transfers then occurred. First, Mrs.
Wang transferred her equity interest in Baishazhou to China Velocity Group
Limited, and subsequently she transferred her equity interest of 96% in Tianjiu
to two individuals, Huang Yi and Tao Xin. The court allowed the corporate veil
to be pierced against Mrs. Wang. In the court’s view, the aforementioned acts of
Mrs. Wang, the majority shareholder who had absolute control of Tianjiu,
coupled with the fact that she did not have evidence to prove that consideration
was duly paid to the plaintiff for the transfer of its equity interest, indicated that
Mrs. Wang had successfully “escaped” from Tianjiu by transferring her equity
ownership in Tianjiu to others. The court concluded that she had negatively
affected the realization of the debt claims of the plaintiff as a creditor of Tianjiu.
Accordingly, Mrs Wang was jointly liable for Tianjiu’s debts under Article 20(3)
of the Company Law. One way of analyzing this case is that it is an example of
a shareholder abusing the corporate form to defraud creditors. Another
explanation is that the defendant, Mrs Wang, had misappropriated the assets the
company had purchased from the plaintiff. This single act of misappropriation
was held to constitute evidence of commingling of assets, thus justifying veil
piercing.?” If this is the correct explanation of the case, in addition to the point

295. See also Tan, supra note 77, at 23-26.

296. See e.g., Asteroid Maritime Co Ltd v The owners of the ship or vessel “Saudi al Jubail” [1987]
SGHC 71; Gencor ACP v Dalby [2000] All ER (D) 1067.

297. See e.g., section 403 of the Singapore Penal Code (Cap. 224) and section 1 of the UK Theft Act
1968.

298. Wuhan Shi Shucai Jituan Youxian Gongsi Su Wuhan Tianjiu Gongmao Fazhan Youxian Gongsi
deng Guquan Zhuanrang Hetong Jiufen An (f7 g2 EF AR A SRR KL LRAAEARE AT
SRR LA [E2U 43 2E) [Wuhan Vegetables Co v Wuan Jiutian Trade Development Co], (2009) Wu
Min Shang Chu Zi No. 66, Wuhan Interm. People’s Ct., December 25, 2009, original judgment available
at www.pkulaw.cn.

299. Huang, supra note 256, at 765.
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made earlier regarding the distinction between commingling and
misappropriation, it is difficult to see how a single act such as this could have
amounted to commingling. Commingling usually requires a pattern of activity
that demonstrates unequivocally that the separate personality of the corporation
was not respected.

Another decision where the same criticism can be made is Yueyang Shenyu
Grease Trading Ltd. v Lin and Others,’* a decision of the Yueyang Municipality
Intermediate Court. In this case, the defendant company had two shareholders,
Mr. Liu and Mr. Hu. The company hired Mr. Xu as the CEO and Mr. Peng as the
finance manager. It was orally agreed that Messrs Liu, Xu and Peng would be
the shareholders of the company holding 40%, 40% and 20% respectively.
Notwithstanding this agreement, Mr. Liu and Mr. Hu remained the only
shareholders on record, although Messrs. Liu, Xu and Peng were regarded within
the company as the actual shareholders and controllers. The plaintiff made a
number of payments to the company for purchases of cotton. The finance
manager deposited these payments into his personal bank account to minimize
the company’s income for tax purposes. When the cotton that the plaintiff
ordered was not delivered, the plaintiff brought a claim against the company and
joined its shareholders as defendants, as the company did not have sufficient
assets.

At first instance, the court ruled that the three shareholders who were
regarded as actual shareholders, namely Messrs Liu, Xu and Peng, had abused
the company’s independent legal personality by commingling personal assets
with corporate property. They were therefore held jointly liable for the
company’s debts. Mr. Hu, on the other hand, was not liable. The appellate court
revised the first instance decision. It ruled that Mr. Liu, as the company’s legal
representative and a registered shareholder, had indeed abused the company’s
separate personality and harmed the interests of creditors. The corporate veil was
therefore correctly lifted in relation to him. As Mr. Hu was also a shareholder,
he too was liable for the company’s debts. The finance manager, on the other
hand, was not a shareholder and therefore veil piercing was inapplicable. The
court did not consider Mr. Xu’s case as he had accepted the first instance
decision.

If the purpose for placing the monies in the finance manager’s bank account
was tax evasion, the characterization of the case as one involving commingling
may not be correct. Rather, it is a case of shareholders recognizing that they were
removing corporate assets with a view to under-declaring the company’s income.
The proper remedy would appear to lie with the company for the recovery of its

300. Yueyang Shenyu Youzhi Maoyi Youxian Gongsi deng yu Lin XX deng Zhaiquanren Liyi Zeren
Jiufen Shangsu An (EFHMEIMAET 2 AIRA S SMXXEFAAF 2 TTEL L LIFE). (2010)
Yue Zhong Min San Zhong Zi Di 276 Hao, Yueyang Interme. Peple’s Court, September 30, 2011,
available at www.pkulaw.cn.
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assets against the finance manager and possibly other persons engaged in the
scheme as co-conspirators or joint tortfeasors.3! The finding of liability against
Mr. Hu seems particularly harsh given that he was not an active shareholder,
presumably because it was intended that at some point there would be a transfer
of his shares. It is difficult to see how in this context he could be regarded as a
shareholder who had abused the independent legal status of the company.3? It
would seem over-inclusive and contrary to the public policy underlying
incorporation to impose liability on sharcholders who are merely passive
investors and therefore not involved in any abusive conduct.

The position regarding commingling in the Chinese context is also unusual
in the context of one-person companies. The burden of proof in the case of such
companies is that the shareholder must establish that the property of the company
is independent of his own. If he cannot do so, he becomes personally liable for
the debts of the company. This is set out in Article 64 of the Company Law:30?

Where the shareholder of a one-person company with limited liability cannot prove
that the property of the company is independent of his own property, he shall assume
the joint and several liability for the debts of the company.

It has been argued that it is extremely difficult for a defendant shareholder to
discharge the burden.3* If this is correct, it provides another explanation of why
veil piercing takes place more frequently in China. Yu and Kraver go further and
suggest that beyond single-shareholder companies the courts have appeared to
shift the burden of proof from creditors to companies and their shareholders more
than the legislative language implies and this is the most plausible explanation
for the higher frequency of veil piercing in China. This shift of onus in veil
piercing cases is allied to the absence in Chinese veil piercing cases of the
responsibility of creditors to protect themselves.3%

However, this argument lacks support from cases. The cited support for this
broad proposition is not compelling. The case of Shanghai Zhongbo Company
(Appellant) v. Anhui Water Conservancy Construction Engineering Corporation

301. Forexample, at common law joint tortfeasance may be established by showing that Messrs Liu
and Xu procured or authorized the finance manager to commit the wrongful act, see e.g., Mentmore
Manufacturing Co v National Merchandise Manufacturing Co (1978) 89 DLR (3d) 195; C Evans & Son
Ltd v Spritebrand Ltd [1985] 1 WLR 317; Gabriel Peter & Partners v Wee Chong Jin [1997] 3 SLR(R)
649.

302. Hawes et al, supra note 263, at 364 state that the finance manager had purchased the shares
from the seller, presumably Mr Hu, but the share transfer had not been registered. This may not be entirely
accurate. While the oral agreement contemplated that the finance manager would be made a shareholder,
there was no sale of Mr Hu’s shares to the finance manager.

303. Translation from http://www.npc.gov.cn/englishnpc/Law/2007-12/13/content 1384124 .htm
(accessed on September 6, 2017).

304. Huang, supra note 256, at 76566, citing as an example the case of Zhao Yongying Su Quzhou
Weini Huagong Shiye Youxian Gongsi deng Maimai Hetong Jiufen An (EXEE 2 R ENEE(L T.30A
PR E LA 2U4)ZE) [Zhao Yongying v Quzhou Weini Chemical Industrial Ltd Co], (2010) Qu
Shang Chu Zi No. 1130, People’s Court of Qujiang District of Quzhou City of Zhejiang Province, 2010.
See also Yu & Krever, supra note 263, at 76, 80-81.

305. Yu & Krever, supra note 263, at 82-84.
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and Others (Respondents)3% is cited as a typical example of the tendency to shift
the burden of proof away from creditors. The shareholders’ argument was that
debts could not be paid in the course of liquidation and the liquidation process
was taking a lengthy period of time because of inter alia complications from
partial ownership of assets and difficulties dealing with competing claims from
other creditors. The appellate court did not require the plaintiffs to show abuse;
rather, the court indicated that the defendants had failed to provide proof of the
reasons offered for the delay and treated the non-payment for an extended period
as abuse. It is said that in the same fact situation, a common law court might very
well have come to a similar conclusion, but first, such a court would have
required the creditor plaintiffs to prove abuse by showing there were no
legitimate reasons for extending the liquidation period for such a long time.3%’
However, it is difficult to expect creditors in all instances to prove that there
were no legitimate reasons for the length of the liquidation period. These may
not be matters particularly within the knowledge of creditors. Given that the
liquidation process had already been going on for five years, together with the
defendant company’s lack of cooperation during the process, a common law
court might have concluded that there was some prima facie evidence of
unreasonable delay such that the burden of proving that the delay was justifiable
had shifted to the defendant. Issues relating to the burden of proof are not static3%®
and can shift where, as in this case, the objective facts call for an explanation that
only the defendant can reasonably provide. If the defendant cannot do so, it is
not unreasonable for a court to only attribute the fault for delay to the defendant.
Whether this should amount to abuse is a separate issue. There are at least two
possibilities. First, it may be arguable that if a defendant company and its
shareholders were intransigent in the liquidation process, the court could infer
from the circumstances as a whole that the corporate structure had been used in
an abusive manner. The decision, however, proceeded on the second possible
mode of analysis, namely that responsibility for the failure to complete the
liquidation process ought to be placed on the shareholders. The trial preferred the
first possibility, while the appellate court preferred the second one. Relying on
Article 20 of the Company Law, the court ruled that, based on the evidence
available (including evidence provided by the parties which also comprised the
repeated applications from the company to delay the first-instance trial), it was
clear that the sharcholders intended to abuse the independent corporate
personality of the company and the shareholders’ limited liability, with the

306. Shanghai Zhongbo Jingguan Luhua Yuanyi Youxian Gongsi yu Anhuisheng Shuili Jianzhu
Gongcheng Zonggongsi deng yu Gongsi Youguan de Jiufen Shangsu An (/& {{{HE WL LR ZH IR
NE SRR KRS TR A B1% S A I 23402 20, (2011) Wan Min Er Zhong Zi Di
00007 Hao, Higer People’s Court of Anhui Province, March 28, 2011, available at www.pkulaw.cn

(hereinafter the “Shanghai Zhongbo case”)
307. Yu & Krever, supra note 263, at 83.
308. See also Wen, supra note 263, at 352 on the dynamic nature of the burden of proof.
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consequence that the company’s veil should be lifted.3? On either analysis, there
is no basis to state that the courts have illegitimately shifted the onus of proof
from creditors to shareholders.

Beyond whether Chinese judges have adopted an overly broad view of
commingling, and if the burden of proof has been unfairly shifted from creditors
to shareholders, it has also been suggested that loopholes regarding shareholder
performance in corporate liquidation may have led judges to use veil piercing to
play a gap-filling role. It is argued that, unlike many other jurisdictions that have
rules to prevent the liquidation process from being unduly influenced by
shareholders, many of these rules are scarce in China’s company law context.
Rather than independent liquidators who are insolvency professionals, Chinese
company law allows shareholders of a limited liability company to form a
liquidation group, the composition of which must be determined by the
shareholders’ meeting. This has led to courts using veil piercing to impose
liability on shareholders where the liquidation process is not completed or does
not proceed reasonably.?!”

If this is one of the reasons that have led to a more liberal approach towards
veil piercing in China, it appears unjustified. Two points can be made. First, it is
undoubtedly true that under the Company Law creditors do not have a general
right to initiate a corporate winding up through the appointment of a liquidator
or equivalent institution. Pursuant to Article 180 of the 2013 Company Law, a
company is to be liquated if: (1) the circumstances for liquidation provided for
in the articles of association of the company occur; (2) the shareholders’ meeting
passes a resolution to liquidate; (3) a corporate merger or division compels
liquidation; (4) the company’s license has been revoked or the company is
ordered to close in accordance with the law; (5) shareholders who own at least
10% of the ownership of the company request it in cases involving a corporate
deadlock.

Corporate creditors are relegated to a secondary role. For example, where a
company is dissolved as a result of factors (1), (2), (4) and (5) in the preceding
paragraph, the company shall, within 15 days from the date when the reasons for
dissolution prevail, set up a liquidation team to begin the process. Where a
company fails to do so, its creditors may apply to the court to designate relevant
people to form a liquidation team.3!' Creditors may also petition the court to
develop a liquidation team in other circumstances such as when a liquidation
team has been developed but has deliberately delayed the liquidation, or when a
wrongful liquidation may seriously damage the interests of the creditors or
shareholders.?!?

309. See Shanghai Zhongbo case, supra note 306.
310. Wen, supra note 263, at 354-55.

311. PRC Company Law, art. 183.

312. SPC Company Law Interpretation (II), Article 7.
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It is understandable that where shareholders are in control of the liquidation
process, such control ought not to be unqualified as it can lead to prejudice to
other stakeholders, in particular, creditors. Accordingly, in addition to creditors
being allowed to file a petition to the court in certain circumstances, there are
also instances where shareholders can be held directly liable to creditors. First,
if a company does not form a liquidation team within the statutorily prescribed
period of 15 days and this has caused the depreciation, loss, damage or
disappearance of corporate assets, the creditors can ask the court to hold the
responsible shareholders liable for compensation to the extent of the value of the
said assets.?'3 Second, if the failure in performing the aforesaid obligations has
caused the loss of essential documents and accordingly made it impossible for
the liquidation to proceed, the court, at the request of the creditors, can
additionally hold the responsible shareholders jointly liable for the company’s
debts.?'* Third, creditors can ask the court to make the shareholders liable to
provide compensation if the shareholders (and directors in joint stock limited
companies) maliciously disposed of corporate assets and caused losses to the
creditors after the company’s dissolution, or if the shareholders wrongly caused
the companies registration authority to deregister the company without it being
lawfully liquidated.’'> Also, if the company does not have sufficient assets to
satisfy the claims of the creditors at the time of its dissolution, the creditors can
ask the court to hold the shareholders liable to the extent of their unpaid capital
contributions.3!®

Members of the liquidation team, which may include shareholders, can also
be liable to creditors when they do not discharge their obligations properly, such
as when they fail to give notice to all known creditors of the company’s
liquidation; the liquidation team implements a liquidation scheme that is not
confirmed by shareholders or the court as the case may be; or there has been
violation of laws, administrative regulations, or the company’s articles of
association, thereby causing loss to creditors or the company.?!

While the application of these rules may lead to shareholder liability, it is
incorrect to regard them as veil piercing cases. Insofar as the shareholders are
liable to creditors, the liability arises when the company is liquidated for
dissolution and deregistration. The legal test of Article 20 of the Company Law
does not apply in these circumstances. The shareholders will be held liable to
provide compensation to creditors jointly and severally for the debts of the
company if, in the course of and related to the liquidation process, they were
directly or indirectly involved in acts that made the company unable to repay its

313. Company Law Interpretation (II), Article 18(2).

314. Company Law Interpretation (II), Article 18(3).

315. Company Law Interpretation (II), Articles 19 and 20.
316. Company Law Interpretation (II), Article 22.

317. Company Law Interpretation (II), Articles 11, 15 and 23.
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debts, including non-payment of outstanding capital contributions. Liability is
premised on the liquidation having been conducted improperly and is different
from shareholders’ abuse of the independent legal status of corporate personality
and shareholders’ limited liability as required by Article 20 of the Company Law.
The relevant rules in the aforesaid judicial interpretations are not aimed at
clarifying Article 20, and hence are not interpretations about the doctrine of veil
piercing.

The second point is that there is another legislation that allows creditors to
initiate the liquidation of a company. The PRC Enterprise Bankruptcy Law 2006
governs bankruptcy issues of all legal business persons including companies
established under the Company Law. Under the law, where a company fails to
repay its debts and its assets are not sufficient to pay all debts that are due, or the
company is obviously incapable of paying its debts, its creditors can petition the
court for revival (re-organization), compromise, or bankruptcy liquidation. 3'8
Even if the liquidation process under the Company Law has commenced,
creditors are free to petition the court to initiate the bankruptcy procedure under
the Enterprise Bankruptcy Law as long as it can be established that the conditions
of Article 2 are met. These two forms of liquidation found in different Chinese
legislation are not unusual and can be broadly equated with voluntary and
creditor windings-up in Commonwealth jurisdictions such as the UK and
Singapore. It is sensible for a liquidation regime to allow shareholders to
liquidate a company in certain circumstances, for instance, where the objectives
set out in the constitution have been fulfilled, or the requisite majority of
shareholders pass such a resolution while allowing creditors to do so if the
corporation becomes insolvent. This is because where a company is insolvent,
its remaining assets effectively belong to creditors since they are the ones who
are entitled to the residue in priority to shareholders. Therefore, creditors should
have the right to commence liquidation to ensure an orderly distribution of
corporate assets.

Given the above, if cases in the insolvency setting have contributed to the
greater than average percentage of successful veil piercing cases, the number of
such cases has been overstated by the inclusion of cases that ought not to involve
piercing at all. In addition, if veil piercing has taken place because of a perceived
gap in the insolvency framework, this is also not justified. One example of the
former is Hengsheng Co. Ltd v Xianglan Co. Ltd.*' Hengsheng had purchased
RMB 2.2 million worth of electric cables from Xianglan from 2000 to 2003.
Hengsheng failed to repay Xianglan. In March 2003, the parties reached a

318. PRC Enterprise Bankruptcy Law 2006, art. 2.

319. Hengsheng Gongsi yu Xianglan Gongsi Jickuan Hetong Jiufen Zhixing An (1545 /N 5] 51445
N EERERILGIITEE) [Hengsheng Co. Ltd v Xianglan Co. Ltd on Enforcing a Lending Contract],
(2015) Yang Hui Zhi Zi Di 393 Hao (2015), Yanggu Basic People’s Court, June 30, 2015, available at
www.pkulaw.cn.
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repayment agreement under which Hengsheng was obliged to make payment in
full before 2007. Hengsheng’s business license was revoked by the local
Administration of Industry and Commerce on May 30, 2005 because it failed the
government’s annual inspection of business enterprises. According to Article
184 of the Company Law, the shareholders of Hengsheng, Mr. Zheng, Mr. Li
and Mr. Zhang, should have initiated liquidation of the company within 15 days.
Hengsheng failed to make payment as had been agreed, and Xianglan
brought legal action in 2011. An order was made in favour of Xianglan, and it
applied to enforce the order. On June 30, 2015, the Court issued its enforcement
decision, in which Article 20(3) of the Company Law and Article 18 of Company
Law Interpretation (II), among others, were relied upon as the legal basis on
which the court ordered that the aforementioned Messrs. Zheng, Li, and Zhang
were persons against whom the agreement could be enforced. The court held that
the corporate veil should be pierced against them, as their failure to liquidate the
company constituted an abuse of corporate personality and limited liability.
Although Article 18(2) of Company Law Interpretation (II) was also properly
invoked, it is questionable if veil piercing should have been relied upon.

SOME CONCLUDING OBSERVATIONS

This paper goes beyond the traditional functional method in comparative law,
which mainly looks at how different legal systems offer solutions to the same
problems.*?° Undoubtedly, the doctrine of veil piercing has been adopted in all
the jurisdictions under comparison in this paper, and there is also a striking
similarity in the notion of abuse that is said to underlie the disregard of the
corporate form to hold shareholders personally liable for corporate debts. In
addition, the history of how corporate law came into existence is a factor that has
influenced the shape of the doctrine. The law in Singapore for example
demonstrates the effect of transplantation with strong similarities with the legal
approach in England. China, on the other hand, appears to resemble the United
States more closely. This is not surprising given the more recent influence of US
corporate law in China and that it has a specific statutory provision that
recognizes veil piercing, thereby implying a broader role for the doctrine.

By critically examining the relevant statutory provisions as well as judicial
reasoning in veil piercing cases against the doctrine’s underlying conceptual
framework we can see how the doctrine is used, arguably misused, or even
sidelined in the jurisdictions under comparison. In particular, we caution against
the indiscriminate use of veil piercing where more appropriate legal tools are
available. Veil piercing can be a blunt and simplistic instrument to achieve
perceived justice without addressing the real policy issues that are at the heart of

320. ZWEIGERT & KOTZ, supra note 183, at 34.
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other areas of the law. We find, for example, that the doctrine has become largely
unnecessary in Germany because of other remedies that provide more direct and
effective solutions. In England (and perhaps Singapore if the courts adopt the
approach advocated by Lord Sumption), veil piercing may follow the same route,
given that before Prest v. Petrodel the approach towards veil piercing in both
jurisdictions was in any event conservative. Lord Sumption’s approach leaves
very little room for the veil piercing doctrine to operate.’?' It is interesting to
observe that both countries are highly mercantilist in outlook, which may (at least
partially) explain the strong tendency not to disregard corporate personality as
evidenced by the paucity of veil piercing cases. Judicial policy is inclined
towards giving businesses certainty.

On the other hand, the United States, also a common law country, is
significantly more liberal in piercing the veil even though its courts articulate
that this should be done exceptionally. Similarly, the Chinese courts also adopt
a more liberal approach towards veil piercing, and we believe that our analysis
of the veil piercing doctrine in Chinese company law offers an original
perspective of how this doctrine is misunderstood and applied by Chinese courts
through judicial interpretations and judgments. The evolution of the doctrine in
China to its final codification into the Company Law (and the approach taken by
the other jurisdictions discussed) is one indication of the strong trend of
convergence of corporate law across the world. Yet the doctrine’s application by
Chinese courts is also a demonstration of a material degree of divergence. Formal
law which has converged in this area, and the law in practice, can be very
different in China and elsewhere. Where China is concerned, divergence in
practice is partly caused by the uniqueness of the business context which,
because of its stage of economic development, is less attuned to developed
notions of governance. We also argue that some of the interpretations by Chinese
courts are doctrinally questionable, which partly explains the significantly higher
number of successful veil piercing cases, though we disagree with some of the
reasons advanced by others for this. As the doctrine is a relatively new transplant
to China, it is understandable that it will take some time before the law “settles.”

321. Indeed, Lord Neuberger in Prest [2013] 3 WLR 1 [79] was initially strongly attracted by the
argument that the veil piercing doctrine “should be given its quietus”.
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