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WORD FROM THE EDITOR-IN-CHIEF AND MANAGING EDITOR
Beatrice Monciunskaite and Caoimhe Kiernan
We are delighted to present this special finance issue of the Dublin Law and Politics Review Journal
which includes many interesting contributions from a wide range of scholars with global perspectives.
This past year has been a particularly challenging one as students and academics adjusted their life and
work to comply with public health provisions due to the Covid-19 pandemic. Nevertheless, our authors
have produced insightful articles relating to areas of credit rating policy, EU financial law, data
protection and competition law. The individual authors contained in this issue have written incredibly
relevant pieces that are welcome additions to the literature in their respective fields.
Of course, this special issue would not have been possible without the help and dedication of our journal
team, including our peer-reviewers, editorial board and media team. They were endlessly generous with
their time during a particularly busy and difficult year so we would like to extend our thanks for their
dedication. We would also like to thank our academic board comprising of Dr. John Quinn, Dr. Rónán
Condon, Dr. Erika Biagini, Dr. Niamh Gaynor and Dr. Diarmuid Torney. They offered continuous
support and guidance throughout the process of putting together this issue. We hope to continue
publishing cutting-edge interdisciplinary research into the future while also growing and expanding our
reach.
In this special issue, our authors target several distinct areas of finance law. Xiayang Chen explores
how the credit rating system of the financial market could be improved and whether the existing
regulations are sufficient to cope with the inaccuracy of credit rating. Anne Marieke Mooij considers
the legality of the TARGET2 system using the legal framework as developed by the European Court of
Justice in the Pringle, Gauweiler and Weiss cases. Zihao Li investigates whether blockchain will defend
data protection law against algorithm bias. Fay Kartner questions whether the agreement between
Champagne producers to reduce the harvest this year amounts to a breach of EU competition law.
We hope that you will enjoy this special issue of the Dublin Law and Politics Review.
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Regulating Big Tech: The Digital Markets Act and the Digital
Services Act
John Quinn1

On December 15, 2020, the European Commission proposed drafts of two new pieces of
legislation: the Digital Markets Act (DMA)2 and the Digital Services Act (DSA).3 The
proposals mark an important update to internet regulation in the EU and are a central part of
the EU’s digital strategy: Shaping Europe’s Digital Future.4 While the last two decades have
seen enormous changes in technology and the power of tech companies, the EU legislation
governing digital markets and services - primarily the E-commerce Directive5 introduced in
2000 – has remained the same. This has resulted in a disparity between the operation of the
digital environment and the rules which govern it. In that context, online platforms have
emerged as the dominant companies operating in the digital environment. The basis of the two
legislative proposals is that the dominant position of certain platforms justifies increased legal
responsibilities. Hence, the proposals are designed to go some way toward addressing the
disparity between the digital environment and the applicable law by strengthening and updating
the regulatory legal model.
The DMA proposes to establish a new legal category of “gatekeepers” which are platforms
that sit between businesses and the ultimate consumer that provide certain “core services” such
as search engines, social networking platforms, certain messaging services and operating
systems. To qualify as a gatekeeper, the platform must maintain an entrenched and durable
position in the market and must have a turnover in the EU of over €6.5 billion over the past
three years or an average market capitalization of over €65 billion. Hence, the DMA is targeted
at large, dominant intermediaries which will include many of the tech giants such as Apple and
Google. The Act is designed to address one of the main issues in the modern digital
1

School of Law and Government, Dublin City University
Proposal for a Regulation on contestable and fair markets in the digital sector (Digital Markets Act), COM
(2020) 842 final, 15.12.2020
3
Proposal for a Regulation on a Single Market For Digital Services (Digital Services Act) and amending
Directive 2000/31/EC, COM (2020) 825 final, 15.12.2020
4
See https://ec.europa.eu/info/strategy/priorities-2019-2024/europe-fit-digital-age/shaping-europe-digitalfuture_en
5
Directive 2000/31/EC of the European Parliament and of the Council of 8 June 2000 on certain legal aspects of
information society services, in particular electronic commerce, in the Internal Market. OJ 2000 L 178/1
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environment, namely that a few large platforms exert significant control in the digital economy
with the power to act as private rule-makers. These rules can result in unfair conditions for
businesses and consumers and so, the DMA prohibits several practices that the Commission
defines as “clearly unfair”. For example, the proposed DMA mandates that gatekeepers ensure
that users are free to remove pre-installed software or apps and that the software of third parties
can properly function and interoperate with their own services. The underlying justification for
the obligations under the DMA is that gatekeepers, because of their size and dominant position
in the market, carry additional responsibilities to ensure an open and fair online environment.
The DMA proposes to empower the Commission to open and carry out investigations for
identifying gatekeepers and for systematic noncompliance. The Commission could issue fines
of up to 10% of the gatekeeper’s worldwide turnover. In the case of systematic infringements
(three noncompliance decisions within a period of five years), and where no alternative
effective measures are available, the Commission could impose structural remedies, such as
obliging a gatekeeper to sell all or part of the business. Hence, the DMA proposal places
extensive enforcement tools at the disposal of the Commission.
The DSA proposal outlines common rules for online intermediaries such as online
marketplaces, social networks, content-sharing platforms and app stores. The primary aims of
the DSA is to increase fairness, transparency and accountability in the provision of digital
services. It seeks to do this by creating an EU framework for platforms to deal with illegal or
potentially harmful content online such as defamatory posts or hate speech, new transparency
requirements for advertisements and a new model of liability for third party content. For
example, the DSA proposal requires intermediaries to establish user-friendly notice and
takedown mechanisms that allow the notification of illegal content as well as internal
complaint-handling systems. Users must be notified that they are seeing an advertisement, on
whose behalf the ad is displayed and be provided with information about why this user was
targeted for the ad. The DSA adopts a tiered approach and very large platforms, defined as
those with more than 45 million active monthly users, are under further, more demanding
requirements. For example, such platforms must provide information about the algorithms used
to offer content and must also assess and mitigate certain “systemic risks” such as the spread
of illegal content, the impact of their use on fundamental rights and coordinated manipulation
of the service that can affect electoral processes and security. An important point is that the
DSA carries an extraterritorial effect by applying to service providers established outside the
EU but who offer services within the EU. Failure to comply with the rules could result in fines
up to 6% of annual revenue.
3

One potential effect of the introduction of the DMA and DSA is a further regulatory divide
between the EU and the US in the digital space. The General Data Protection Regulation6 has
already established a significant divergence between the two jurisdictions with the Schrems II7
decision in July 2020 creating further disruptions to cooperation. Because many US founded
tech companies will be subject to these proposals, their introduction could further deepen
transatlantic divides over digital commerce. At a time when Australia has enacted legislation
requiring platforms to pay publishers for news content,8 it seems there is an increasing global
desire to take more steps to regulate large tech companies. The result will be a fragmented legal
environment for large tech companies, which, up until now, have largely functioned the same
across the world.
The Commission’s drafts are a starting point and the proposals must now proceed through the
standard EU legislative process. The European Parliament and European Council will debate,
amend and ultimately must approve a final text. If adopted, the new rules will be directly
applicable across the EU.

6

Regulation 2016/679/EU of 27 April 2016 on the protection of natural persons with regard to the processing of
personal data and on the free movement of such data, and repealing Directive 95/46/EC [2016] OJ L 119/1.
7
Case C-311/18 Data Protection Commissioner v Facebook Ireland Limited and Maximillian Schrems,
ECLI:EU:C:2020:559.
8
Australian News Media and Digital Platforms Mandatory Bargaining Code 2021.
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The “secret bail-out system”. Is Target2 unlawful or
unconventional?
Abstract
“Europe’s Silent Bail-out” for a system designed to transfer payments across the Eurozone the
Target2 system has received a large body of attention from economists. The attention is
focussed on the deficits and credits accumulated by Member States within the system. Some
such as Sinn and Hartwich describe the possible negative impact that TARGET2 will have
upon financial stability and consider it a bail-out. Under article 125 TFEU the ECB is
prohibited from bailing out Member States. Labelling TARGET2 as an economic bail-out
raises the question of the system’s legality. This article discusses the legality of the TARGET2
system using the legal framework as developed by the European Court of Justice in the Pringle,
Gauweiler and Weiss cases. It will first look at the question whether TARGET2 should be
classified as monetary or economic policy. Then it will continue by looking at a possible
violation of articles 123 and 125TFEU. This article will conclude that there are serious
proportionality issues but that the system, nevertheless, would most likely be considered legal.

1. Introduction
When the euro-crisis hit Europe in 2009 the European Central Bank (ECB) conducted various
non-conventional monetary policy measures. In the words of its director Mario Draghi: “within
our mandate, the ECB is ready to do whatever it takes to preserve the euro. And believe me, it
will be enough.”1 The measures specifically aimed at fighting the euro-crisis have been
extensively discussed. Less frequent is the analysis of how the conventional measures were
impacted by the euro-crisis. Conventional measures in this article are defined as measures not
specifically created to counter the financial instability that resulted by the euro-crisis. These
measures included the interest rates which recently got more attention due to the persistent
negative rates. Another conventional measure that was, however, heavily impacted by the eurocrisis is that of the Trans-European Aggregate Real-time Gross settlement Express Transfer
system (TARGET2). This system was generated to facilitate trans-European payments through

1

McCrum, D. (2017). Mario Draghi’s ‘whatever it takes’ outcome in 3 charts. Financial Times. [online] Available at:
https://www.ft.com/content/82c95514-707d-11e7-93ff-99f383b09ff9 [Accessed 23 Feb. 2018].
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claims by national central banks upon the ECB and vice versa. This system has gained attention
of economic writers after the publications of Hans Werner-Sinn and others who demonstrated
the size of the claims involved. The impact of the financial instability of the system upon
TARGET2 was of such gravity that it was considered a ‘bail-out system’.234 The ECB is
prohibited from bailing-out governments as per article 125 TFEU. An economic bail-out is,
however, not ipso facto a legal bail-out. This paper will assess whether the impact of the eurocrisis has changed the nature of TARGET2 and how this affected its legality. This paper will
do so by first briefly describing the TARGET2 system and the impact of the financial crisis
and the pandemic. It will then continue by assessing the legality of the system using the legal
framework as generated in Gauweiler and Weiss.5 This framework consists of first defining
whether it falls under monetary policy, second an assessment of proportionality, and third
whether it violates articles 123 TFEU and/or 125 TFEU.
This paper concludes that the TARGET2 system is not in violation with the monetary mandate
of the ECB or of articles 123 TFEU or 125 TFEU. The system may form an economic bailout
but does not constitute a legal one. The main issue with legality arises in consideration to
proportionality, however, the ECB has been granted a wide margin of discretion by the Court
of Justice of the European Union (the Court) and it is therefore unlikely to be considered
disproportionate by the Court.

2. What is Target2?
To clear transactions between the different national banks in the Member States, the ECB uses
the so-called TARGET2 system. This system clears payments from one Member State to the
other via the central banks. If a customer in Italy makes a purchase from a German seller, the
payment is made through the customer’s bank. This bank then credits the Italian National
Central Bank for that amount. The Italian National Central Bank generates a debit towards the
ECB. The ECB then incurs a debit to the German Central Bank, who credits the local German
bank, who credits the German seller.6 The credits and debits are vis-à-vis the ECB. In case of
loss, the ECB is the primary risk bearer and if recapitalization is needed the central banks are
2

Tyler Durden, Is TARGET2 A Less Than Thinly Veiled Bailout For Europe's Periphery? Zero Hedge (2012),
https://www.zerohedge.com/news/guest-post-target2-less-thinly-veiled-bailout-europes-periphery (last visited Sep 10, 2019).
3
Hans-Werner Sinn, ‘The ECB’s Secret Bailout Strategy’ (2011) 25 The International economy 42, at p. 43.
4
Hans-Werner Sinn, Target Debate | Hans-Werner Sinn Hanswernersinn.de (2019),
http://www.hanswernersinn.de/en/controversies/TargetDebate (last visited Sep 10, 2019).
5
For more analysis of the legal framework see: Annelieke A. M. Mooij, ‘The Weiss judgment: The Court’s further
clarification of the ECB’s legal framework: Case C-493/17 Weiss and others, EU:C:2018:1000’ (2019) 26 Maastricht
Journal of European and Comparative Law, pp. 449-465.
6
European Bank, TARGET2 European Central Bank (2019),
https://www.ecb.europa.eu/paym/target/target2/html/index.en.html (last visited Sep 10, 2019).; Karl Whelan, TARGET2 and
central bank balance sheets, 29 Economic Policy 79-137 (2013)., p. 7.
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liable to the extent of their capital share.7 Unusual for this programme is the lack of agreements
on settlement.
Despite the lack of settlement procedures, this did not lead to large build-ups of debits before
the euro-crisis. From the ECB data, it can be considered that in the period of 2008 the balances
were negligible, with debits no larger than 116 billion EUR. During the financial instability
from 2007-2009 there was a large increase in the balance from mid-2008 until mid-2009.8 The
balances normalized again until mid to late-2014 where the deficits began to drop rapidly.9 The
balances per individual country differs. Ireland’s balances have dropped in mid-2008 to mid2015 and have since stabilized.10 Germany’s balance, on the other hand, has been steadily rising
with an extreme peak in August 2012 at 752,000 (million EUR). Despite decreasing after and
a relative normalization, its surplus has been growing since 2014 and is currently estimated
around 934,640.60 million.11 The two more worrisome deficits are those of Italy and Greece.
In Italy, the balance has been dropping steadily since mid-2011 to a balance of -486.496.06
million in May 2019.12 The balances stabilized and the debits slowly decreased until the second
economic challenge hit: the COVID19 pandemic. Since the start of the pandemic in Italy in
February 2020 the debits of the Italian Central Bank have been steadily increasing.13 The Greek
balance started in 2008 at -19 257.54 million and has known drastic changes during the past
years.14 Their balance has recently returned to a deficit of a little over 20 000 million until the
start of the pandemic and has been decreasing again since.15
Sinn describes the result of this system as forced capital flight from the net exporting countries
to Portugal, Italy, Ireland, Greece and Spain (PIIGS).16 The deficit on a TARGET2 account
indicates foreign borrowing, whilst a surplus indicates foreign lending.17 During the euro-crisis,
7

Karl Whelan, Professor Sinn misses the target, VOX (2011), https://voxeu.org/article/there-hidden-eurozone-bailout (last
visited Sep 10, 2019). European Central Bank, The Eurosystem’s asset purchase programme and TARGET balances (2019),
p. 7.
8
Monthly TARGET balances for European Central Bank (ECB) - Quick View - ECB Statistical Data Warehouse,
Sdw.ecb.europa.eu (2019),
http://sdw.ecb.europa.eu/quickview.do;jsessionid=86CD1AED9B95D96D3AF53CC1EA977ADB?SERIES_KEY=347.TGB
.M.4F.E.A094T.U2.EUR.E (last visited Sep 10, 2019).
9
ibid
10
Monthly TARGET balances for Ireland - Quick View - ECB Statistical Data Warehouse, Sdw.ecb.europa.eu (2019),
http://sdw.ecb.europa.eu/quickview.do;jsessionid=86CD1AED9B95D96D3AF53CC1EA977ADB?SERIES_KEY=347.TGB
.M.IE.N.A094T.U2.EUR.A (last visited Sep 10, 2019).
11
Supra note 8.
12
Supra note 8.
13
Supra note 8.
14
Supra note 8.
15
Supra note 8.
16
Hans-Werner Sinn, ‘The ECB’s Secret Bailout Strategy’ (2011) 25 The International economy 42, at p. 43.
17
David Blake, The silent bailout system that could rip the eurozone apart, Financial Times, 2019,
https://www.fnlondon.com/articles/the-silent-bailout-system-that-could-rip-the-eurozone-apart-20180726 (last visited Sep
10, 2019).
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these accounts have been growing rapidly.18 The account of Germany in 2008 was a sum of
115 billion euros compared to 868 in January 2019. On the other hand Spain’s debt increased
from -35 billion in 2008 to -400.8 billion in 2019.19 In 2008 the total sum of money that the
system owed or was owed was €606.4 billion euros. 20 The average that nations owed or were
owed by the system was 40.4 billion euros. 21 This number kept increasing throughout the euro
crisis in 2011 and 2012 to respectively 1619.7 and 1934.4 billion euro.22 In 2019 the final
amount of money owed to and by the system is 2343 billion euro. The average that countries
owed or were owed increased from 40.4 to 156.2 billion euros.23
The risks associated with these numbers are currently hypothetical as it depends upon a country
leaving the Eurozone without honouring its debt.

24

This scenario could lead to potential

recapitalization. 25 There is the wish of some Italian government parties to have some of this
debt cancelled.26 The cancellation is however hypothetical and would, if accepted, be part of a
larger programme. Thus making it too hypothetical to consider further. The increases in the
TARGET2 figures are of such degree that require discussion on whether the system fits within
the legal framework. There are real impacts upon the monetary policy and the nature of the
EMU. These impacts are enough to casts doubts upon the legality of the programme. The
following paragraphs will discuss whether the TARGET2 system falls within the legal
framework.

3. The legality of TARGET2
In order for TARGET2 to be considered lawful it must be within the ECB’s monetary mandate
and abide by the prohibition of direct credit and the no bail-out clause. The following
paragraphs will first discuss the monetary mandate and continue with proportionality. Last but
not least, the TARGET2 system will be tested against the prohibition of direct credit and no
bail-out clause of article 123 and 125 TFEU. The first question that needs answering, however,
is whether EU law applies.
18

Ibid.
ECB, TARGET Balances (2019).
20
Calculated using the date from: ECB, TARGET Balances (2019) - not including the ECB and U4 data.
21
Calculated using the date from: ECB, TARGET Balances (2019) - not including the ECB and U4 data.
22
Calculated using the date from: ECB, TARGET Balances (2019) - not including the ECB and U4 data.
23
Calculated using the date from: ECB, TARGET Balances (2019) - not including the ECB and U4 data.
24
Ulrich Bindseil & Philipp Johann König, TARGET2 and the European Sovereign Debt Crisis, 45 Kredit und Kapital 135174 (2012), p. 157-158.
25
Oliver Hartwhich, Europe’s hidden doomsday machine, Business Spectator (2019),
https://oliverhartwich.com/2011/11/22/europes-hidden-doomsday-machine/ (last visited Sep 10, 2019); Organisatie DNB De Nederlandsche Bank, Dnb.nl (2019), https://www.dnb.nl/over-dnb/organisatie/index.jsp (last visited Sep 10, 2019).
26
David Blake, The silent bailout system that could rip the eurozone apart, Financial Times, 2019,
https://www.fnlondon.com/articles/the-silent-bailout-system-that-could-rip-the-eurozone-apart-20180726 (last visited Sep
10, 2019); hypothetical as it is not yet accepted and is unlikely to be accepted without conditionality.
19
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The TARGET2 system is the payment system of the Eurozone.27 The eligible banks enter into
contracts with their local national central banks. The system is owned and operated by the
Eurosystem but non-euro EU Member States also participate.28 It is unclear how exactly this
system should be classified and whether it should be seen as its own entity. The application of
EU rules should, however, be interpreted broadly rather than narrowly. In the Pringle29 case
the Court decided that even when operating outside of the Treaty framework Member States
still have to abide by EU rules.30 Considering the system is operated by the Eurosystem, it is
therefore likely that EU rules apply, even if this is not strictly within the founding treaties of
the European Union. This leaves us with the question of whether it is legal under EU rules.

3.1.

Is TARGET2 part of monetary policy?

The first question to answer in order for a measure to be considered monetary in nature is that
of the aim.31 Under article 127 TFEU the mandate of the ECB is limited to monetary policy
and general support of economic policy. In order for Target2 to fall within the mandate of the
ECB it therefore must be classified as monetary policy. Under article 3.1 of the Statute of the
European System of Central Banks (the ESCB), the ESCB is given the task of promoting the
smooth operation of payment systems32. The original aim of the system therefore seems to fall
within the tasks of the ECB and the ESCB. The effect of the measure, however, has more
impact than the mere facilitation of the payment systems.
According to Durden the concept of Eurobonds, European Stability Mechanism (ESM) and
TARGET2 are very similar.33 All three systems are a mechanism whereby collectively
guaranteed loans are provided. The ESM and Eurobonds are economic in nature, though, as
Durden describes, Eurobonds and the ESM have more parliamentary oversight. In addition, the
creditor countries have more control over the interest rates and conditions in Eurobonds and
the ESM.34 As Professor Blake puts it “all three devices serve as bailout systems and form a

27

European Central Bank, The Eurosystem’s asset purchase programme and TARGET balances (2019), p. 5.
Ibid., p. 5-6.
29
Case C-370/12, Thomas Pringle v. Government of Ireland a.o. (26 October 2012),
30
Opinion of Advocate General Kokott at para. 109, Case C-370/12, Thomas Pringle v. Government of Ireland a.o.
(26 October 2012),
http://curia.europa.eu/juris/document/document.jsf?text=&docid=130561&pageIndex=0&doclang=EN&mode=lst&dir=&oc
c=first&part=1&cid=12772609.
31
Case C-62/14, Peter Gauweiler a.o. v. Deutscher Bundestag, 2015, paraf. 46.
32
Statute of the ESCB and of the ECB. Rules of procedure, September 2011.
33
Tyler Durden, Is TARGET2 A Less Than Thinly Veiled Bailout For Europe's Periphery? Zero Hedge (2012),
https://www.zerohedge.com/news/guest-post-target2-less-thinly-veiled-bailout-europes-periphery (last visited Sep 10, 2019).
34
Ibid.
28
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“transfer union””.35 Considering the close resemblance of the ESM and TARGET2, the
question is whether the system should be classified as economic policy. Sinn and
Wollmershäuser consider that:
“If we define fiscal support as a transfer of the command over real economic
resources, and monetary policy as a change in the aggregate stock of central
bank money balances or its distribution over space, the ECB policies that led to
the Target balances clearly constituted fiscal support rather than monetary
policies. […] as also shown, the ECB policy did make real resources available
to the crisis countries that would not have been available had they been
restricted to the inflow of private capital.”36
Thus, according to Sinn & Wollmershäuser, the system provided real resources to the PIIGS
that were not available on the private market, which constitutes fiscal policy.37 This transfer is,
however, not the main aim of the system, but rather an indirect effect. The question, therefore,
is whether this indirect effect is enough to classify the system as economic.
The balances before the euro-crisis were certainly not high enough to generate controversy.
These balances should be considered a by-product of promoting smooth payment systems. The
current accounts, however, have led to some controversy. The question, however, remains do
the indirect effects of the TARGET2 system outweigh the direct effects?
The question relating to indirect effects was further explained by the Court in the Weiss case.38
The German Constitutional Court had argued that these measures can only be considered
indirect, when they are connected to the challenged measures and when the consequences were
unforeseeable. If the effects are intended or foreseeable they can still be considered indirect
when they are “[…] comparable in weight to the monetary policy objective pursued.”39
Applying that logic to the TARGET2 system, it is easy to argue that, without settlement
procedures, the effects were foreseeable and do not compare to the monetary objective pursued.
As such, the system would classify as economic rather than monetary. One can argue that it is
predictable that without rules on repayment, the balances won’t be settled and deficits will rise.
This argument seems to be largely based, however, on hindsight bias. When the European

35

David P. Blake, Target2: The Silent Bailout System that Keeps the Euro Afloat, SSRN Electronic Journal (2018), p 32.
Hans-Werner Sinn & Timo Wollmershäuser, Target loans, current account balances and capital flows: the ECB’s rescue
facility, 19 International Tax and Public Finance 468-508 (2012), p. 487.
37
Ibid.
38
Case C-493/17 Weiss and others, EU:C:2018:1000’ (2019)
39
BVerfG, Order of the Second Senate of 18 July 2017 – 2 BvR 859/15 – paras. (1-137),
ECLI:DE:BVerfG:2017:rs20170718.2bvr085915, paraf. 119.
36
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Union was created, a balance-of-payment crisis was considered impossible.40 Before the eurocrisis, the system worked smoothly and the balances (deficits and credits) were low. For the
ECB to have predicted a crisis and the effect upon its payment system seems a bit far-fetched.
A counter argument can be made that the balance increases were predictable when Quantitative
Easing was introduced.41

At the least the Asset-Purchasing plans (the APPs) are the

explanation for the TARGET2 increases. According to the ECB, the APPs have led to a rise in
cross-border payments by the National Central Banks (NCB) when purchasing assets,42
however this explanation has also been criticized.43 Perhaps if the balances were more
predictable with QE, it leaves the question of whether this is should be considered a fault of
the design in TARGET2 or the APPs. The argument can be made that it is the ECB’s purchasing
programme that introduced such high deficits and credits, and that the ECB should have taken
this on board when designing the APPs. The opposite argument can also be made that
TARGET2 as a payment system should be immune to unconventional monetary policies. Both
of these arguments carry weight. The CJEU in Weiss, however, disagreed with this method of
interpretation for indirect effects.
It considered that indirect effects can be foreseeable and accepted.44 Furthermore, these effects
have no consequence upon the classification of economic or monetary.45 The indirect effects,
however, cannot be contrary to the policy of price stability.46 If, therefore, the TARGET2
system does not undermine the objective of price stability, the indirect effects seem negligible.
In order to judge whether the system undermines the objective of price stability, the macroeconomic effects of the system must be considered. Abad et. al. argue that through the
TARGET2 system certain creditor and debtor nations develop.47 The development of these two
groups of nations, they argue, endangers the singleness of monetary policy, specifically
liquidity management.48 The creditor banks will have to offer debt instruments to their banking
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sector in order to absorb the excess liquidity, whilst the debtor countries will have to expand
open market operations to increase liquidity in their national banking sector.49 The singleness
in monetary policy is embedded in article 119(2)TFEU as the ‘conduct of a single monetary
policy’50. This was emphasized by the CJEU in Gauweiler,51 where it concluded that the ECB
was within its mandate when restoring transmission mechanism, if the lack of these
mechanisms would undermine the singleness of monetary policy.52 By dividing the monetary
needs of the countries in two, the effects of the TARGET2 system indeed fall outside the
monetary mandate. In their report on QE and TARGET2, the Dutch Central Bank however
considers the balances to reflect the risk perceptions of various countries.53 This would
demonstrate an underlying economic problem whereby the TARGET2 balances reflect the risk
rather than the causes the risks. This argument is supported by comparing three countries:
Germany, Greece and Spain. The German credit has been steadily rising since 2008.54 Thus
demonstrating the perception of Germany as a safe country. The debits of Spain and Greece
though both in a general decline have different trends. Spain’s debit has been increasing with
a large dip and recovery between 2011 and 2014.55 Greece’s debit has also been on the decline
but with more ups and downs.56 Thus reflecting different risks at different times. It also
demonstrates that the underlying economic issues go beyond the euro-crisis and the pandemic.
Though the crisis clearly aggravate the TARGET2 balances, there is not a prolonged period of
normalcy between euro-crisis and pandemic.
The TARGET2 system itself does therefore not create the divide in the singleness of monetary
policy; it only maps the divide. If the latter argument is accepted, this makes the TARGET2
system fall within the monetary policy domain. This argument is also strong considering the
balances starting to increase under external economic duress. The lack of settlement procedures
associated with TARGET2 is a strong argument to consider the cause within the system. The
settlement procedures seem to be more related to proportionality, which will be discussed in
49
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the following paragraphs.

3.2.

Is TARGET2 proportional?

All EU policies, including those of the ECB, have to be proportional.57 Proportionality is
defined by the Court as the “acts of the EU institutions be appropriate for attaining the
legitimate objectives pursued by the legislation at issue and do not go beyond what is necessary
in order to achieve those objectives”58 Since the objective of the system seems to be clearly
within the mandate of the ECB, the question is whether the act goes beyond what is necessary.
There are two steps in which to judge proportionality: suitability and necessity. The first step
of suitability is easily established. The TARGET2 system makes trans-European payments
possible. It should therefore considered suitable to the objective of promoting smooth payments
within the Eurozone. The second criteria is whether the system does not go beyond what is
necessary to achieve that aim. This criteria disserves more attention.
From an economic perspective the difficulties with the system arises with the amounts of debit
and credit that are accumulated. Additionally, the TARGET2 credits have been crowding out
the Emergency Liquidity Assistance (ELA), thereby surpassing the goal of the system. When
ELA lending was insufficient, the ECB filled the gaps through the TARGET2 debits.59 It can
be argued that the sizes of the credits and debits go beyond what is proportional to facilitate
payment. The large debits and credits are crowding out monetary measures and facilitating
capital flight. This combination would arguably resulting the system to go beyond what is
necessary, however it is not that simple.
Some of the TARGET2 balances are caused by the capital flight of the peripheral countries.60
This capital flight is due to the lack of faith in the domestic banking industry. As discussed in
the second section of this paper, this was especially visible during the euro-crisis and is once
again visible during the pandemic.

When the European Banking Union is completed

(especially the European Deposit Insurance Scheme), this should re-install faith in the banking
sector. Such faith would motivate savers to bring their savings back into the peripheral
countries. Though the TARGET2 system is an indicator and facilitator of capital flight, it is not

57

Case C-62/14, Peter Gauweiler a.o. v. Deutscher Bundestag, 2015, para. 66.
Ibid., para. 67.
59
Markus Konrad Brunnermeier, Harold James & Jean-Pierre Landau, The Euro and the battle of ideas (2016)., p. 302.
60
Blake 2018, p. 34.
58

13

the cause. The TARGET2 system may be ringing alarm bells, but it is not the fire causing the
alarm bells to go off. From a proportionality perspective, however, the extent to which these
imbalances seem to grow give cause to consider limitations. In particular because the balances
have, in many cases, not returned to acceptable levels in between the euro-crisis and the
pandemic. The completion of the banking industry is therefore likely to reduce the risk of
capital flight, and bring credits and debits down. It is worth noting, however, that capital flight
is not the only reason for the high balances.
As Dr. Hartwich describes, TARGET2 deficits demonstrate an important gap in the underlying
system.61 The deficits account for a capital flight and a trade deficit whereby countries (such as
Greece) remained uncompetitive, and ran their trade deficits on the TARGET2 system.62 The
resulting claims are made more fragile because there are no rules of collateral in place
concerning the TARGET2 debts.63 The TARGET2 programme thereby keeps an economic
imbalance in place. From a legal perspective, some limits to stimulate economic
competitiveness seem necessary.
In the Gauweiler case, the Court found that the Outright Monetary Transaction (OMT)
programme was within the boundaries of proportionality due to the various safeguards.64
Introducing safeguards against the rise of TARGET2 balances would thus safeguard the
proportionality of the system. The introduction of such measures is, however, not
straightforward. A solution proposed by Werner-Sinn is to impose a cap upon the TARGET2
system.65 A cap would keep a balance upon the TARGET2 credits and deficits.66 This would
arguably make the system more proportional. As Whelan, however, describes, such a solution
is not very easy to introduce and might be highly disruptive. If a cap were to be introduced, the
euro would no longer be equal in every country.67 When a country reaches the cap, a euro in
the debtor state could not leave the country, whereas a creditor state can still freely transfer
their euros. According to Whelan, the cap would be highly disruptive68, not to mention it would
be against various principles underlying the Monetary Union, such as the promotion of smooth
payment across the Eurozone. Therefore, to introduce a cap in order to reach the proportionality
61
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requirement seems counterproductive. Another solution proposed is that of introducing an
annual settlement system. This could take place either via monetary-policy-related assets or
senior bonds,69 yet as Whelan describes, the possibilities to settle these debts with monetarypolicy-related assets may not yield proper returns.70 To settle in senior bonds may even be
contrary to the interest of monetary policy. Governments in the debtor countries would have to
issue more senior bonds to settle their TARGET2 debts. This increased amount of debt would
raise the nation’s credit risk and make it more difficult for the ECB to conduct monetary
policy.71 From a proportionality perspective it seems wise to introduce some sort of mechanism
to reduce the TARGET2 balances. In the United States, a similar system is in place called
‘Fedwire’ whereby the balances are settled periodically through marketable interest‐bearing
bonds via gold covered bonds.72 A periodical settlement may decrease the chances of excessive
balances and thereby increase the proportionality of the system. This would allow the system
to promote smooth payment throughout the Eurozone without excessive balances with
economic impacts. The solutions, however, are not uncontested.
In conclusion, it seems difficult to determine whether the TARGET2 system should be
classified as a monetary policy. The goal of TARGET2 is to promote the smooth functioning
of payments across the Eurozone, which without doubt falls within the mandate of the ECB.
To declare the system outside of monetary policy therefore depends on the proportionality of
the system. The CJEU (Court) has however given the ECB a large margin of discretion with
regard to proportionality.73 If the ECB can justify the system as proportional, it is likely that
the Court will accept their argument. Furthermore, the TARGET2 system seemed necessary to
cushion some of the financial shocks of the euro-crisis and also seems to currently be
cushioning the impact of the pandemic. Such a cushion aids in the monetary goal of price
stability. If one would adhere to the idea of output legitimacy74, this system should not be
considered illegal. The outcome is a more stable Euroarea, thus aiding price stability. When
however adhering to the economic suggestion that TARGET2 is an early version of a transfer
union, it is difficult to consider it a measure proportional to the ECB mandate. The ECB is not
legitimized to change the nature of the EU.
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The difference in point of view would likely decide upon whether one considers the programme
legal or not. The Court awarded large margin of discretion to the ECB and would likely
consider it legal. If it is decided that TARGET2 is within monetary policy and proportional,
the question then becomes whether it violates articles 123 and 125 TFEU.

3.3.

No-credit & No bail-out

The second main consideration when discussing the legality of an ECB programme is that of
articles 123 and 125 TFEU. These articles prohibit direct lending and bail-out systems. Before
the euro-crisis these articles were interpreted in three different ways: literal, purposive, and
ultima ratio.75 The financial crisis case-law has demonstrated that the CJEU uses an ultima
ratio approach towards articles 123 and 125 TFEU. This means that in order to assess the
compatibility of TARGET2 with the no bail-out clause, the literal meaning first has to be
discussed. If TARGET2 does not violate the wording of the article, then the purpose must be
examined. The purpose should be held within the greater concept of the stability of the
Eurozone. Regardless of the exact interpretation, the relationship with the national
governments is important. Article 123 TFEU prohibits the ECB or NCBs to grant overdraft or
credit facilities to government organs. In turn, article 125 TFEU prohibits the assumption of
liabilities from governments or their bodies governed by public law. In order to violate these
articles, a benefit for the government(s) is therefore required.

3.4.

How are Governments involved?

The relationship of creditor and debtor nations with the ECB is most visible in the direct
relationship with the NCBs (who are either the direct creditor or debtor). The impact upon the
government is in their relation with their NCB and the private financial sector.
The TARGET2 system impacts the governments’ budgets in several ways. The first and most
direct impact is that via the profit and loss distribution of NCBs. The Treaties do not mention
rules on ownership of NCBs; this is left for national legislation to determine.76 Under national
law, the federal government of Germany would have to refinance the Bundesbank in case of a
negative net equity.77 This means that if a debtor were to default, the Bundesbank will have to
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take its share of the loss, according to its capital share in the ECB.78 In the case of both the
Bundesbank and the Dutch DNB, the government is the sole shareholder. This means that these
losses indirectly harm the government budget, either through refinancing or less profit. This is
slightly different for the Italian Central Bank. The Italian Central Bank, Banca d’Italia, is
owned by various shareholders.79 Most of these shareholders are private banks and institutes.
Two of the shareholders, however, are controlled and owned by the government. These two are
the Istituto Nazionale della Previdenza Sociale and the Istituto Nazionale per l'Assicurazione
contro gli Infortuni sul Lavoro. Respectively both institutes own 9.000 shares (a combined total
of 18.000 shares, of the 300.000 available shares). The government therefore owns 6% of the
total available shares. The Italian government’s profit on a deduction of their TARGET2 debit
is therefore limited.
The second important relation with the government is that of “the bail-out of uncompetitive
economies”.80 Blake describes that due to the TARGET2 system the government of debtor
nations do not have to change the uncompetitive nature of their economies.81 Blake also
describes the situation of governments who are unable to raise long-term funding on the private
markets, and who can finance the deficit through commercial bank borrowing via short-term
treasury bills. The commercial banks in their place borrow from the NCB who borrows from
the ECB through TARGET2. This situation occurred with Greece, who could finance as long
as it was in the Eurozone.82 The question is whether this is compatible with the prohibitions
laid down in the Treaties. This question will be discussed in the following paragraphs.

3.5.

Article 123 TFEU

The wording of article 123 TFEU prohibits monetary finance and any form of credit facilities
by the ECB to Member State governments. There is no direct relationship between the ECB
and the NCBs and the government as claims are against private and central banks. It is therefore
unlikely that there is a violation of the wording of article 123 TFEU. This leaves the question
of whether there is a de facto breach of this prohibition. According to economists, the
TARGET2 system does provide finance to Member States.
Sinn describes the TARGET2 system as effectively providing Eurobond loans to the debit
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countries.83 European Member States respective to their capital share provided loans to the
NCBs of the periphery. Furthermore Sinn considers that economically, it is irrelevant that the
credit flows from the central bank to the commercial bank, who then either transfer it to the
real economy or the state.84 This statement is similar to the Greek situation described by Blake
as mentioned earlier85. Indirectly it seems that the ECB is providing liquidity to the state. The
question is whether this is enough to consider it a de facto violation of article 123 TFEU.
There are several conditions to prevent a violation of the spirit of article 123TFEU that can be
distinguished from the case law. In Gauweiler the Court first considers a hypothetical situation
of a de facto breach.86 It then further assesses whether there are enough safeguards to prevent
such a hypothetical situation. When applying the same approach to TARGET2, the first
question is what would be the hypothetical and unlawful situation. The next question is whether
the system contains enough safeguards to prevent the hypothetical situation occurring. In the
TARGET2 situation, the hypothetical would be that of the government being able to withdraw
credit from the NCB/ECB through the commercial banks. In this situation, the commercial
banks would act as intermediaries for the government in granting them credit with the ECB.
Such a situation would seem to violate the spirit of article 123 TFEU. The question is whether,
like the OMT programme, the TARGET2 system has enough safeguards to prevent such a
situation. There are enough safe-guards in place, when the ESCB intervention on the secondary
market cannot be used by Governments when determining their budget. Second, the
intervention cannot harmonize interest rates upon European Member State governmental loans
without respect for fiscal discipline.87 The programme must therefore entail enough safeguards
to ensure budgetary discipline.
Budgetary incentive is the most important criterion when assessing whether the spirit of articles
123 or 125 TFEU have been broken. The Treaties aim to incentivise European Member States
to keep a sound budgetary policy. It is therefore necessary to assess the impact of the
TARGET2 system on European Member States’ budgetary policy. Once again, one must refer
back to the example of Blake and the Greek government obtaining liquidity indirectly through
TARGET2. This situation is arguably a violation of the spirit of article 123TFEU. As stated by

83

Hans-Werner Sinn & Timo Wollmershäuser, Target loans, current account balances and capital flows: the ECB’s rescue
facility, 19 International Tax and Public Finance 468-508 (2012), p. 4.
84
Ibid.
85
David Blake, The silent bailout system that could rip the eurozone apart, Financial Times, 2019,
https://www.fnlondon.com/articles/the-silent-bailout-system-that-could-rip-the-eurozone-apart-20180726 (last visited Sep
10, 2019).
86
Case C-62/14, Peter Gauweiler a.o. v. Deutscher Bundestag, 2015, para. 104.
87
Ibid, para. 113.

18

Blake, this situation occurred when the Greek government could not obtain liquidity through
the financial markets. This should have been a clear warning sign to improve the state’s
financial situation. The Court considered the OMT programme lawful because it was limited
in its application.88 The TARGET2 system does not entail such limitations within its own
system. In 2015, however, the ECB placed a cap on the amount of short-term T-bills that could
be issued by the Greek government, which limited Greece’s access to liquidity through
TARGET2. This cap was placed upon the Greek government as part of the rescue programme.89
It therefore seems that access for the government to liquidity through the TARGET2 system
was limited. The cap introduced for Greece is not a universal cap, but governments are bound
by the general 60% debt to GDP ratio. The potential for a government to access liquidity by
issuing short-term bonds is not without restrictions, however, these restrictions may be
considered loose. In addition, as Whelan stated, the interest rate upon TARGET2 claims is
equal to the MRO.90 This low interest rate may allow the government to obtain liquidity at
lower rates than if it were to borrow from the commercial market without TARGET2.
Considering these arguments, the question is whether TARGET2 has enough built-in
safeguards to prevent governments from using it as a credit facility.
The answer to this question is complex. The argument that governments can obtain cheap credit
through its commercial banks via issuing short-term bills indicates that there are insufficient
safeguards in the TARGET2 system. This argument is strengthened by the universal, rather
than risk specific, interest rate used by TARGET2 leading to easier credit conditions. This
argument has led to the system being called the ‘credit card for nations with more imports than
exports’91, with the main difference being these loans do not have deadlines for repayment.92
The situation with Greece, where this issue presented itself, occurred when there was little or
no credit available from the markets. It can therefore also be argued that the moment
governments reach for this type of credit, they are in serious financial trouble. The opportunity
to continue borrowing through TARGET2 gives credence to the argument that the system does
not safeguard the impetus to keep a sound budget. The resolution of this situation should not
be a concern of TARGET2, but rather one of the Stability and Growth Pact (SGP). The question
88
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is therefore whether this potential design flaw should be accounted to the TARGET2 system,
or whether it should be part of the concern of the Eurozone. The latter is arguable, as
economists and the ECB have observed a trend and the relationship between the Purchasing
Programme and OMT, and increasing TARGET2 balances.93 Furthermore, to continue
borrowing with eased conditions requires countries to issue short-term treasury bills. The
requirement to issue such bills is a matter of the SGP not the ECB. The eased conditions made
possible through TARGET2 remain difficult in respect to article 123TFEU. With this in mind,
the final question is that of article 125TFEU and the no bail-out clause.

3.6.

Article 125 TFEU

This question of risk sharing and article 125 TFEU is not entirely new. The Weiss case94
concerned the ECB’s APPs.95 The programme under discussion in this case was the Public
Sector Asset Purchasing Programme (PSPP). The programme only allowed for the purchase of
bonds that mature no less than 1 year after purchasing and less than 31 years. These included
marketable debt instruments of regional and local governments. The different NCBs buy these
instruments according to a division key made by the ECB.96 The NCBs held the majority of
their national instruments with the risk of potential loss contained to the NCB. The referring
court was concerned that this programme would violate articles 123 and 125 TFEU. This fear
was based upon the potential introduction of loss-sharing rules among the NCBs.97 The CJEU
found that this question was too hypothetical to be considered admissible.98 This was based
upon the lack of loss-sharing rules and no foreseeable rules of that nature.99 Since NCBs were
responsible for their own losses and there was no reason to expect a loss-sharing rule introduced
by the ECB, it was a question of a hypothetical nature.100 The situation of TARGET2 is,
however, different.
The main difference between the TARGET2 system and the situation in Weiss is who carries
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the risk. In the Weiss case, the NCBs carried the primary risk for the bonds of their own
government. As the CJEU rightly states, there is no EU law on the losses of NCBs, therefore
potential losses will have to be sorted out under national laws. Under the TARGET2 system
however, the primary claim is against and by the ECB.101 The risk of default of TARGET2
creditors is carried by the ECB and thereby by all the NCBs through their capital key. This
risk-sharing loss is in theory prohibited by article 125 TFEU. However, in Weiss, these
concerned government bonds rather than claims upon private banks.
In the Gauweiler and Weiss cases, article 125 TFEU played a less dominant role compared to
article 123 TFEU. It did however feature more prominently in the Pringle case. The reason for
this might be quite simple: the Member States were directly involved in the granting of
financial support. The measure under examination in the Pringle case was that of the ESM.
The purpose of the ESM is to provide stability support for members who are in severe financial
distress and when the stability of the euro area is threatened.102 They will provide support and
in return gain preferential creditor status.103
The relationship between the governments is very clear in the case of the ESM. The members
provide the funds to the ESM and the receiving party is the member in distress. The ESM,
however, is operating under economic policy and not that of the ECB. The relationship with
the government in TARGET2 is weak at best. As demonstrated before, however, some
governments hold all or part of the shares in their central banks. This creates an indirect link
between the central banks and the government. This link, however, depends upon national law,
as it is up to each individual country to arrange ownership of the NCB. This means that it is
unlikely that this would constitute a violation of article 125 TFEU. The other benefit that
governments enjoy through TARGET2 is that of their private sector.
Until the completion of the European Banking Union, national governments are responsible
for insuring savers deposits.104 Since the central banks of the uncompetitive industry do not
have to settle, the liquidity remains in their industry. By providing liquidity to the private sector,
TARGET2 saves an uncompetitive economy from bankruptcy. This prevents the national
government from having to rescue its banks or having to compensate for lost deposits. The
benefit to each Member State is indirect and is gone upon the completion of the European
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Banking Union. It is therefore highly questionable this would form a violation of the no-bailout
clause. On the other hand, by keeping alive an uncompetitive economy, the impetus to keep a
sound financial policy seems violated. The national government is not incentivized to increase
the competitiveness of its financial industry. The benefit for the Member State is indirect but
the impetus to keep a sound budgetary policy is also breached. The fact remains however that
through TARGET2 uncompetitive sectors are kept alive, not national governments directly.
Due to the weak relationship with national governments it is unlikely that TARGET2 would
be considered unlawful.

4. Conclusion
The impact of the TARGET2 system has been much debated by the economic community. It
has been labelled as the ‘silent-bailout system’ and even the Bank of International Settlements
has stated that the system provided for liquidity flow to the peripheral countries.105 The question
remained whether this should be classified as an unlawful bailout. This paper has evaluated the
lawfulness of the TARGET2 system. The first question in this analysis was whether or not
TARGET2 falls within the mandate of the ECB.
The objective of the TARGET2 system is that of providing smooth payment system for transEuropean payments. The objective clearly falls within the mandate of the ECB. The effects of
the system have a bigger impact than the mere facilitation of trans-European payments. It seems
to have created a transfer mechanism and an early version of a transfer union. The introduction
of this kind of system seems to be beyond the mandate of the ECB as it is economic rather than
monetary. If the Court were to accept that TARGET2 has created an early version of a transfer
union, then this should be considered beyond the mandate of the ECB. This acceptation
depends on the evaluation of input or output legitimacy.
A further objection to legality is the potentially conflict with the singleness of monetary policy,
by dividing countries into debtor and creditor countries – each with their individual needs for
monetary policy. It has been shown however, that this division is demonstrated, rather than
caused, by TARGET2. Thus it would not directly counter-act the ECB’s mandate. Considering
the discretion the ECB has, it seems likely that this system will be held within the limits of its
mandate. This paper however recommends to introduce some form of mechanism that
decreases these balances. The balances should significantly decrease with the completion of
the European Banking Union, but not fully. Though TARGET2 does not cause the significant
105
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balances it does cushion them extensively. A shock-absorber in the system is not
unproportioned per se. The more concerning issue is that the balances did not always return to
acceptable levels between the start of the euro-crisis and the COVID19 pandemic. Thus
demonstrating the need for a safety mechanism to approach the underlying economic issue. As
this issue is reflected but not caused by TARGET2 the solution is best created outside the
TARGET2 system.
The TARGET2 system seems to comply with the wording and spirit of articles 123 and 125
TFEU. The system may (or may not) constitute an economic bailout, but the links with national
governments seem to be too weak for a bailout, as prohibited by article 125 TFEU. Due to the
situation with the Greek government, it seems more likely that TARGET2 would violate article
123TFEU. This article is narrower than article 125TFEU and is therefore more difficult to
breach. In addition, the debts generated by a national government through TARGET2 are not
unlimited and remain part of the Stability and Growth Pact under the supervision of the EU.
The eventual decision of whether TARGET2 is lawful is up to the CJEU. There are several
indications as to why TARGET2 could be considered unlawful. Based upon the large discretion
granted to the ECB by the CJEU in combination with the underlying causes being external to
the system, it is unlikely TARGET2 would be considered unlawful. The CJEU gave the ECB
a large margin of discretion with regard to technical decisions. TARGET2 is a highly complex
payment system that is based upon technical decisions. Furthermore the CJEU deliberately
chose to have a wide interpretation of indirect effects. Considering the large balances are
mostly caused by economic factors independent of TARGET2, it is unlikely these effects
would change the monetary nature of the system.
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How Can We Improve the Rating Quality?
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Abstract
The credit rating agencies (hereafter ‘CRAs’ or ‘CRA’) plays a significant role in the financial
market, because they ameliorate the information between the bond issuers and investors. Credit
ratings are used to access the default rate of bonds and help investors make the investment
decisions. However, they were criticized for failing to accurately reflect the default risks of
bonds, especially in structured finance, which exacerbated the global financial crisis of 2007–8
(hereafter ‘GFC’), or even resulted in the financial disruptions throughout the entire financial
market. Against this background, this paper is designed to analyse the grounds of the rating
failure during the GFC.
This paper attempts to answer the two questions that follow: first, why is it so difficult to
improve the rating quality related to the CRAs? Second, are the existing regulations sufficient
to cope with the inaccuracy of credit rating? If so, how; if not, why and how can we improve
the existing regulations? First, it will address the questions from two aspects: conflicts of
interest and oligopoly. The conflicts of interest provide various incentives for CRAs so that
CRAs are more likely to favour their clients, namely issuers. The oligopolistic market structure
demotivates the big CRAs to improve rating quality and update their rating methodologies and
models. In addition, it analyses the effectiveness of the existing regulations against such
issues. Last but most important, having illustrated the issues and regulations, this paper puts
forward some suggestions to the current regulatory frameworks.
Key words: Credit Rating Agencies, Conflict of Interest, Oligopoly, Financial Regulation.
1.

Introduction

The Credit Rating Agency (also hereafter ‘CRA’ or ‘CRAs’) plays a significant role in the
financial market. CRAs can be generally defined as “companies that offer professional
assessment regarding the credit capacity of the debtor”.2 That assessment, namely credit rating,
is ‘an opinion regarding of the creditworthiness of an entity, a credit commitment, a debt or
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debt-like security or issuer of such obligations, expressed using an established and defined
ranking system…credit ratings are not recommendations to purchase, sell or hold any
security’.3 Credit ratings are published by CRAs and used by investors to assess the default
rates of bonds. Credit ratings are utilised to reduce the information asymmetry between
investors and bonds arose so that investors can make informed investment decisions. However,
during the global financial crisis of 2007-2008 (hereafter ‘GFC’), CRAs have been criticised
for failing to accurately reflect the default risks of bonds, especially in the structured finance,
which aggravated and contributed to the GFC.
This paper seeks to answer the two questions that follow: first, why is it so difficult to improve
the rating quality related to the CRAs? Second, are the existing regulations sufficient to cope
with the inaccuracy of credit rating? If so, how; if not, why and how can we improve the
existing regulations? First, it addresses the main issues that affect the rating accuracy, namely
conflict of interest and the oligopoly. Second, it discusses the advantages and challenges of the
existing regulations against the issues. Third, this paper put forward some possible proposals
to further improve the rating quality.
2. Main Issues That Affect the Rating Quality
2.1 Conflicts of Interest
Conflicts of interest regarding credit rating takes place where an agency or their staff have an
incentive to compromise their integrity for their own personal interest during a rating activity.
There are many kinds of conflicts of interest within CRAs, such as unusual business
relationships, the ownership of securities of rated entities and the dual positions of both a CRA
and a rated firm, and the potential incentive under the compensation system relating to the
rating fee.4 These conflicts create various incentives for CRAs or their staff, and consequently,
they are more likely to integrate a laissez-faire attitude which finds in favour of their customers,
especially under issuer pays model. As a result, the public credibility of credit ratings is
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undermined. Many scholars argue that the conflicts of interest cause the poor quality of ratings.
In this paper focuses on the root of conflict of interest, namely the issuer-pays model5.
Rating shopping occurs when given the choices of two (or more) CRAs, issuers are inclined to
choose the one that provides the most favourable rating for them.6 Under the issuer-pays model,
the chance is high that CRAs would use lax criteria and downplay the credit risk in order to get
more business opportunities or to retain a business relationship with issuers.7 According to
recent German research, Standard & Poor’s (hereafter ‘S&P’) was criticized by the Fitch
Ratings (hereafter ‘Fitch’) in public because S&P’ was suspected of drafting an inaccurate
credit rating report on purpose so as to favour the issuers.8 The issuer-pays model creates a
huge incentive for CRAs to provide favourable ratings for issuers. Furthermore, once a certain
number of CRAs used to compete with each other by applying utilising lax criteria, other CRAs
suffer from pressures of their clients and take the risk of losing revenue when they attempt to
keep their integrity.9 This practice may not only lead to rating inflation, but also undermines
the credibility of credit rating and the independence and neutrality of CRAs.
In order to manage this conflict, the existing regulatory proposals tried to reform the issuerpays model so as to better avoid and manage conflicts of interests. For example, European
Commission proposed to establish a publicly funded EU CRA. The publicly funded EU CRA
could adopt a more measured approach to ratings and make more proper political judgment;
nevertheless, the concern of this proposal is about the independence of this publicly funded EU
CRA, and this proposal is likely to reinforce the over-reliance on credit ratings instead of
reducing it. 10 Furthermore, another EU report discusses the possibility of a fully independent
non-public European Credit Rating Foundation.11 This independent non-public European
Credit Rating Foundation was financed by the ‘financial community in the form of credits that
5
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will yield some interest payment’ instead of public fund.12 By contrast, even though this
proposal improved the independency of former one, it seems pessimistic to the likelihood of
the success of this project, not only because it is uncertain whether the new credit rating
foundation is or not able to survive from market competition, but also because the potential
conflicts of interests and problems are similar to the current CRAs.13 In other words, the current
reform attempts related to business model seems uncertain.
The issuer-pays model has a huge influence on the whole credit rating industry. At present,
even though CRAs still provide subscription services, 90 per cent to 95 per cent of revenue is
derived from fees paid by issuers.14 In the initial period of the credit rating industry, the business
model had been the subscriber-pays model before 1969.15 In 1970, Moody’s and Fitch began
to shift their business model from the subscriber-pays to the issuer-pays model. Later in 1974,
S&P began to charge issuers.16 One rational argument for the adoption of the issuer-pays model
is that the subscriber-pays model cannot meet the new demand of market expansion and afford
the cost of the rating activity.17 For one thing, the development of photocopy technology leads
to the fact that credit ratings are easily spread among both subscribers and non-subscribers at a
lower cost. The revenue of CRAs has consequently decreased, and in order to meet the demand
of the new market, CRAs have had to adjust their business model.18 For another, in the 1970s,
the Securities and Exchange Commission (hereafter ‘SEC’) attempted to maintain the stability
of the financial market via CRAs, and thus created Nationally Recognized Statistical Rating
Organization (hereafter ‘NRSRO’). Since the term, many regulations rely on credit ratings
provided by NRSROs.19 These rating-based objectively grants a special market status to
NRSROs. Apart from that, these regulations generated incentives for bond issuers to purchase
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rating services from NRSROs because if an issuer obtained a positive rating issued by a
NRSRO it would be credible and thus obtain more finance.
2.2 Oligopoly
An oligopoly (a Greek word meaning ‘few sellers’) can be defined as a market structure in
which a few firms dominate.20 In other words, where most shares of a market are owned by a
few firms, this high concentration of market is an oligopoly.21 The current global credit rating
market is an oligopoly dominated by a few CRAs, namely the big three22. The recognition of
the oligopolistic nature of the rating industry is critical to assess the consequently negative
influence in approaching the possible regulation. Lawmakers and researchers have recognised
the oligopolistic nature of the credit rating industry.23 There are approximately 150 local and
international CRAs, while the big three occupy approximately 98 global percent of the credit
rating market share.24 In 2018, the big three consisted of 93.4 per cent of the EU market share,
and S&P and Moody’s had 78.3 per cent market share (S&P consisted of 46.26 per cent shares
while Moody’s occupied 32.04 per cent).25 Furthermore, in 2018, the big three occupied
roughly 95 per cent of the US market share.26 Moody’s and S&P separately have 33.1 or 49.2
per cent market shares. Therefore, this can be regarded as oligopoly, even duopoly.27
Why does an oligopolistic rating market need to be changed? The main negative effect of the
oligopolistic rating market structure is the rating quality decline, which mainly manifests in
two aspects: (i) rating inflation and (ii) inaccurate rating methodologies. Once oligopolistic
CRAs are aware of their dominant market positions, they are less likely to fear other market
competitors, and they thus lack incentives to improve their rating quality. In theory, an
oligopoly market is inclined to decreased productivity.28 In the credit rating industry, the
20
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decreased productivity manifests in the forms of inflated rating and methodology flaws.29
During the GFC, the big three were criticized for overrating structured financial products with
inaccurate rating methodologies.30
The oligopolistic market structure not only has many impediments for new market entrants,
but also intensifies the limited competition among incumbent oligopolistic members. For one
thing, given that the limited reputation and expertise for new CRAs, it is difficult for these
new CRAs to compete with the incumbent CRAs. Therefore, to obtain more businesses, the
new CRAs are more likely to use the lax standards that finds in favour of their clients rather
than update their rating methodologies with large quantities of capitals or accumulate good
reputation for long periods. For another, from the perspective of the oligopolistic members,
namely the big three, they may also compete with each other within the oligopolistic members
group by utilising loose standards to favour their clients, even at the cost of reputation. In an
oligopolistic market, even though the oligopolistic members may not fear the threats from the
new competitors, under the issuer-pays model31, the competition within the oligopolistic
members is still intense. For example, as the emails record, Gale Scott, a potential rating service
client as well as issuer, threated to lose business against S&P unless S&P relaxed its rating
methodologies.32 Then Gugliada, the S&P top CDO33-rating executive, replied with ‘OK with
me to revise criteria’.34 Kai Gilkes, a former S&P quantitative analyst, discovered a flaw in the
main CDO model of S&P.35 As Gilkes believes, because of the competitive considerations,
S&P system overstated the many synthetic CDO-squared securities.36 Therefore, negative
competition, or even malignant competition may arise. This risk stemmed from the conflicts of
interest under the issuer-pays model.
Furthermore, in conjunction with structured finance, oligopoly members lack incentives to
continually improve their rating quality and accuracy, especially when they aware of them
<https://www.economicsonline.co.uk/Business_economics/Oligopoly.html> accessed 24 September 2019.
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dominate market status.37 This demotivation for CRAs explains the failure of reputation theory
in the credit rating industry from another aspect. The risk of oligopoly is to suppress innovation
in rating techniques and methodologies.38 In an ideal market, CRAs utilise various rating
methodologies and they compete with one another depending on their rating quality by
continually updating their rating models and methodologies. As a result, the CRA with the best
rating methodology survives. Nevertheless, in reality, the big three utilise similar rating
methodologies. Rating the structured financial products offers huge amounts of short-term
profits for CRAs, and CRAs are incapable of accurately providing credit ratings associated
with structured finance. When the most CRAs pay attention to the short-term interest instead
of long-term reputation, the cost of good behaviour may be higher. The worse thing is that
oligopoly may not only deter other new CRAs entrants with updated rating methodologies from
entering the rating market, but also demotivate incumbent CRAs from improving their rating
quality. These negative consequences of oligopoly, and the interaction between oligopoly and
conflicts of interest have a joint influence on the credit rating market. A vicious circle may
eventually be formed in the rating industry.
Apart from that, an oligopolistic market structure may also increase regulatory costs and
impediments, even when dealing with other issues, such as conflicts of interests, in the rating
industry. In the absence of motivation in an oligopolistic market, Justensen states that it would
be very hard to design a regulatory regime to motivate CRAs to provide responsively leading
likely prospects in terms of novel investment products.39 In general, an oligopolistic market is
more likely to decrease alternative options of CRAs and increase costs paid by rating users.
These costs will finally transfer to investors and even the whole market.
In terms of the existing regulations against the low quality under the oligopolistic market
structure, some scholars argue that the quality of ratings would improve if the market
competition increased.40 The main regulatory purpose is to boost rating accuracy. In this regard,
the common regulatory strategies are to enhance market competition. More specifically, this
mainly includes two methods: the first one is to lower barriers to entry and the second one is
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to weaken the regulatory privileges.
In the United States, the first regulatory approach is to decrease barriers to entry, or in other
words, reduce the regulatory privileges of the big three, through approving more NRSROs after
Credit Rating Agency Reform Act of 2006 (hereafter ‘CRARA’).41 The GFC to some extent
proves the inefficacy of this regulatory approach of increasing market competitors through
approving more governmental certification. Dodd–Frank Wall Street Reform and Consumer
Protection Act 2010 (hereafter ‘Dodd–Frank Act’) attempted to increase market competition
through further weakening the regulatory privileges of the big three.42 In order to encourage
small CRAs, the Dodd–Frank Act has some provisions in favour of small CRAs. For example,
section 932 of the Dodd–Frank Act entitles the SEC to exempt small NRSROs from public
disclosure duty when the duty is considered unreasonably onerous.43 Besides, given the
difference in capability to acquire information between small CRAs and the big three,
improving information transparency and reducing this difference may foster competition in the
credit rating market. Specifically, Rule 17-5 requires issuer to enable equal access to the
obligation to rate regarding structured financial securities.44 If an issuer provides a CRA with
information with respect to a structured financial product, it should make the information fairly
and fully available to other NRSROs so that these NRSROs are able to issue their own ratings.45
However, all the relevant regulations under the Dodd–Frank Act do not change the oligopolistic
market structure nor provide an effective mechanism which therefore encourages small CRAs
to participate in the rating market. On the surface level, these regulations may seem like a lower
barrier to entry, the regulations have less impact on the oligopolistic market due to the
combined advantages of the big three which are too big to challenge, including expertise,
financial and reputational capital.
41
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According to the 2010–2012 Report of the European Union Committee, the EU leaders showed
concern about the current oligopolistic rating market and suggested that greater competition
was needed to improve the oligopoly.46 In 2013, Regulation (EU) No. 462/2013 designed a
rotation mechanism so as to enhance market competition in the credit rating industry.47 As the
rotation mechanism requires, the maximum duration of a contractual relationship with the same
CRA for the rating-services purchasers is four years; in contrast, the maximum duration is
excluded for small CRAs who have fewer than 50 employees or whose annual turnover from
credit rating activities is less than EUR 50 million.48 That is to say, this regulation objectively
provides more business opportunities for small CRAs, it is not only because that the ratingservices purchasers have to rotate CRAs for each four years, but also because that this limitation
exclude small CRAs, which to some extent provide some privileges to small CRAs in such
oligopolistic market. There are two main regulatory purposes of such regulation: first, the
rotation mechanism created business opportunities for other small CRAs, thus improving
market competition; second, the regulation also aims to improve the oligopolistic market
through weakening the regulatory privileges. Nevertheless, the efficiency of the rotation
mechanism should be further examined because there have been merely two rounds since the
Regulation (EU) No. 462/2013. Even though, under the rotation mechanism, small CRAs
obtain more opportunities to participate in the market, especially in structured financial
products, they lack sufficient expertise to make the professional rating report.49 They still
cannot improve their rating quality to a satisfactory level in the short time because of their
limited expertise and finance. Therefore, the credit ratings provided by small CRAs may not
be accepted by the market and investors50; in other words, small CRAs may not obtain sufficient
capability to compete with the big three in the short term. In short, the rotation mechanism has
a limited impact on motivating the big three to improve their rating quality on the fear that
small CRAs gain the market share from the big three.
3. Reform Proposals
3.1

Structured Finance
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Compared to the reforms with respect to the business model as mentioned above, this paper
focuses on the structured finance. The reason why the existing reform is the business model is
that the issuer-pays model was regarded as the root of the conflict of interest. The inherent
drawback of the issuer-pays model also exists in the traditional corporate bonds rating. If one
thus assumes that the inherent limit finally brings about conflicts of interest, even a rating
failure or delay, it should have the same effect on both traditional corporate bonds and
structured finance. However, as the analysis below based on Tables 1 and 2 and Figure 1 below
indicate, the credit rating is more stable in corporate bonds rather than in structured finance.
Table 1 The Comparison of S&P Annual Global Corporate and Structured Finance Oneyear Default Rates from 2000 to 201751
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Data collected from Tables 3 of S&P, ‘2017 Annual Global Corporate Default Study and Rating Transitions’
(2018)
8-9
<https://www.spratings.com/documents/20184/774196/2017+Annual+Global+Corporate+Default+Study/a4cffa
07-e7ca-4054-9e5d-b52a627d8639> accessed 19 January 2019, and Table 10 of S&P, ‘2017 Annual Global
Structured
Finance
Default
Study
and
Rating
Transitions’
(2018)
38-9
<https://www.spratings.com/documents/20184/86957/2017AnnualGlobalStructuredFinanceDefaultStudyAndRa
tingTransitions_052918.pdf> accessed 20 February 2019.
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Figure 1 Comparison of S&P Annual Global Corporate and Structured Finance Oneyear Default Rates from 2000 to 201752
The numbers from the tables and figures serve to demonstrate the following:
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Data collected from Table 2.

34

a.

According to Table 2 and Figure 1, the overall default rates of traditional corporate

bonds rating are apparently lower than the overall default rates of structured finance ratings,
even during GFC. More specifically (Table 1), most of the default rates of each various-grade
rating in corporate bonds are lower than their counterparts in structured finance. Since the GFC,
defaults have even been found in structured financial bonds with AAA ratings and, needless to
say, bonds with AA or A ratings have higher default rates. By contrast, the corporate bonds
with a AAA rating appeared to no defaults from 2000 to 2017, and even bonds with AA or A
ratings appeared to have comparatively lower default rates. By comparing each column of the
same ratings between corporate default rates and structured finance default rates, each default
rate of corporate bonds is lower than the counterpart in structured finance bonds. This shows
that the credit rating inflation was obviously in the structured finance rating. The lower default
rates in each column of corporate bonds implies the stability of corporate ratings.
Table 2 Comparison of IG Default Rates and SG Default Rates in S&P Global Annual
Corporate and One-year Structured Finance Credit Ratings from 2000 to 201753
Global Annual Corporate Default Global Structured Finance one-year
Rates (%)
Year Overall

IG

Default Rates (%)
default SG default

rates

rates

Overall

IG

default SG

rates

rates

2000

2.48

0.24

6.23

0.05

0.00

1.18

2001

3.78

0.23

9.87

0.16

0.04

2.76

2002

3.59

0.42

9.50

0.36

0.05

5.66

2003

1.92

0.10

5.07

0.34

0.06

4.17

2004

0.78

0.03

2.02

0.20

0.02

2.24

2005

0.60

0.03

1.50

0.17

0.01

1.77

2006

0.48

0.00

1.19

0.13

0.01

1.24

2007

0.37

0.00

0.91

0.39

0.12

3.00

2008

1.80

0.42

3.69

2.64

0.70

15.97

2009

4.18

0.33

9.90

10.74

1.54

34.58

2010

1.20

0.00

3.01

8.34

0.53

17.50
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default

IG means investment grade; SG means speculative grade; Data collected from Tables1 of S&P, ‘2017 Annual
Global Corporate Default Study and Rating Transitions’ (n 51) 3-4. and Table 10 of S&P, ‘2017 Annual Global
Structured Finance Default Study and Rating Transitions’ (n 52).
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2011

0.80

0.03

1.84

10.28

0.14

21.41

2012

1.14

0.00

2.58

11.47

0.10

23.06

2013

1.06

0.00

2.30

6.93

0.07

14.53

2014

0.69

0.00

1.43

4.29

0.01

9.23

2015

1.36

0.00

2.76

3.97

0.06

8.75

2016

2.08

0.03

4.21

3.02

0.12

6.91

2017

1.20

0.00

2.44

2.12

0.15

4.94

b.

According to Figure 1, the overall default rates in structured finance have remained

high from 2008 to 2012, while the corporate default rates peaked in 2009 and then reverted
down to the same levels as before. This implies that, to some extent, structured finance bonds
are more vulnerable than corporate bonds. Apart from that, the corporate default rates remain
stable before and after GFC, which implies the accuracy and validity of credit ratings in
corporate bonds.
As can be seen from the numbers and lines in Tables 1, 2 and Figure 1, the default rates in structured
finance after the aftershocks of the GFC were still distinctly higher than those before the GFC.
Besides the vulnerability of structured finance, one of the possible explanations is that CRAs
rethought and confronted the real default risks of structured finance during the GFC and, after
that, the real default rates of structured finance have been disclosed and revealed. Simply put,
corporate bonds rating presents lower defaults rates and stronger stability than the credit rating
in structured finance. These obvious differences contradict the assumption made before that if
the issuer-pays model leads to serve conflicts of interest, that should have the same effect on
both corporate ratings and structured finance ratings. Therefore, that implies the inherent limit
of the issuer-pays model itself that it does not contribute sufficiently to the severe conflicts of
interest or, at least, the mere issuer pays has no severe effect on structured finance or, at least,
the issuer-pays model alone cannot lead to severe failure of structured finance.
Having illustrated the bigger impact of structured finance on rating quality, the next question
becomes why the structured finance does have such big influence on the rating quality.
Structured finance can be regarded as ‘a form of financial intermediation, based upon
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securitization technology’.54 Unlike the rating of corporate bonds, structured financial products
are structured to obtain a targeted rating by the pooling and tranching of assets. CRAs play a
dual role in the creation and design of these structured financial products. For one thing, CRAs
provide credit assessments underlying collateral assets during the pooling process.55 For
another, CRAs engage in designing the structures of these financial products and often provide
structure advice during the tranching process.56 The rating for structured financial products has
an ex ante character, because each tranche of structured financial product is designed for a
particular rating before CRAs are involved in the creation and design process.57 When a credit
rating is sought, CRAs need to design the proportion of underlying collateral assets according
to their credit assessments for each tranche so that each tranche can get the targeted rating as
envisaged beforehand.58
As a result, structured finance is complex and opaque, but most investors misunderstood the
credit rating of structured financial products prior to the GFC. On the other hand, the role of
CRAs during the whole process lacked independence. CRAs provide structure advice in
accordance with the need for a credit rating for each tranche which was designed beforehand
by issuers. The complexity of structured finance acts as a veil for this conflict of interest.
Conflicts of interest in structured finance exacerbated to a large extent the rating failure during
the GFC. Some researchers believe that the issuer-pays model escalated the conflicts of interest,
especially in structured finance, and thus attempted to reform the model to manage the severe
conflicts in structured finance.
54

Bank for International Settlements, ‘The Role of Ratings in Structured Finance: Issues and Implications’ (2005)
4 <https://www.bis.org/publ/cgfs23.pdf> accessed 10 October 2019.
The three characteristics to structured finance are followed: First, it involves the pooling of assets and selling the
right to claim on the cash flows backed by these assets to investors. The underlying backed assets include cash
instruments (such as residential mortgages) and synthetic exposures (such as credit default swaps). Second, these
cash flows from the backed underlying assets are repackaged into several tranches, usually including senior,
mezzanine and junior tranches. Each tranche is rated by CRAs. A senior tranche with the highest rating often has
the lowest interest, while a junior tranche has the lowest rating and provides the highest interest. A senior tranche
is paid first by the interest and principal payment from the underlying collateral pool, and the mezzanine tranche
then receives the additional principal amount and interest, and the junior is the last one to be addressed. Once the
underlying collateral assets default, the junior tranche absorbs the initial losses first, followed by the mezzanine
tranche, which absorbs the additional losses, followed by the senior tranche. Third, is the ‘delink[ing of] the credit
risk of the collateral asset pool from the credit risk of the originator, usually through use of a finite-lived,
standalone special purpose vehicle’. See Technical Committee of the International Organizaation of Securities
Commissions, ‘The Role of Credit Rating Agencies in Structured Finance Markets Final Report’ (2008) 6
<https://www.iosco.org/library/pubdocs/pdf/IOSCOPD270.pdf> accessed 10 October 2018.
55
Amadou N. R. Sy, ‘The Systemic Regulation of Credit Rating Agencies and Rated Markets’ (International
Monetary Fund 2009) IMF Working Paper, WP/09/129, 15.
56
ibid.
57
Technical Committee of the International Organization of Securities Commissions (n 53) 5.
58
ibid.

37

More importantly, the rating in structured finance generated huge amounts of revenue, which
provides sufficient incentives for CRAs to issue ratings regardless of the quality of these
ratings. The CDO (a kind of asset-backed security) issuance alone boomed from USD 157
billion to USD 552 billion from 2004 to 2006.59 The amount of revenue of CRAs with respect
to CDO and RMBS60 increased rapidly from 2002 to 2006 and business relating to structured
finance became the main source.61 For example, according to Moody’s annual report, the rating
of structured financial products increased substantially by 87 per cent from 2003 to 2006, which
occupied more than half of the whole revenue in 2006.62 Thus, the conclusion that can be drawn
is that the special traits of structured finance stimulates the inherent incentive under the issuerpays model for CRAs. In a nutshell, the credit rating related to structured finance is mainly
attributed to the collapse of the financial market.
3.2

A Proposal of the Structured Finance Instead of the Business Model

As analysed above, the structured finance instead of the issuer-pays model to a large extent
contributed to the inaccuracy of credit ratings. Therefore, the reform proposal is to put some
prohibition on the issuance of structured finance. For example, the re-securitisation and
synthetic securitization can be forbidden from trading. This reform is not only designed to be
in line with the goal of serving the productive economy, but also avoids conflicts of interest in
structured finance. The benefits of this reform are evident: first, it to a large extent solves the
incentive problem that motivated CRAs since much profit stemmed from rating structured
financial products, even though the relevant businesses for CRAs decreased largely. Second,
the prohibition on re-securitization and synthetic securitization make structured finance
simpler, because the two are more complex forms of structured financial products. However,
the legislator and regulator may not be capable of putting or willing to put these limits on
structured finance. On the one hand, this is partly because structured finance provides huge
59

Deryn Darcy, ‘Credit Rating Agencies and the Credit Crisis: How the Issuer Pays Conflict Contributed and
What Regulators Might Do about It.’ (2009) 2 Columbia Business Law Review 605, 638.
60
Residential mortgage-backed securities (RMBS) are a type of mortgage-backed debt obligation created from
residential debt, such as mortgages, home-equity loans and subprime mortgages.
61
SEC, ‘2008 Summary Report of Issues Identified in the Commission Staff’s Examinations of Select Credit
Rating Agencies’ (2008) 10 <https://www.sec.gov/news/studies/2008/craexamination070808.pdf> accessed 19
January 2019.
62
John Patrick Hunt, ‘Credit Rating Agencies and the Worldwide Credit Crisis: The Limits of Reputation, the
Insufficiency of Reform, and a Proposal for Improvement’ (2009) 2009 Columbia Business Law Review 109,
173.
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amounts of wealth to the national or reginal economy; on the other hand, this is also because
these regulatory limits will be strongly resisted by the market. For the economic concern, this
reform proposal could be regarded as a periodical regulation, and it is flexible to the various
regulatory demands. The current regulatory focus is the financial stability. Thus, this proposal
seems to fit the present regulatory demand. When needed to stimulate the economy, this
proposal can be revoked. For the concern regarding the market resistance, the perquisite of this
reform is a strong legislator and regulator. In short, to better avoid conflicts of interest,
prohibition on the issuance of structured finance is a solution.
3.3 A Supplementary Proposal for the Existing Regulations against the Oligopoly
Many regulatory approaches attempted to improve market competition so as to reduce such
negative effects under an oligopolistic market. However, most of the existing regulations have
proven to be insufficient and ineffective. In the US rating market, more NRSRO approvals
seldom change the oligopolistic market of the big three. In the EU market, the rotation
mechanism has its flaws in many respects.
These existing regulations brings up the question of whether greater market competition will
or will not boost rating accuracy. Figure 2 compares amounts of bonds categorised by each
rating level between high-competition and low-competition market. From 1995 to 2006, the
distinct change in terms of rating market shares is that Fitch’s made inroads into the rating
market and became the final oligopolistic member in the rating industry. Thus, in Figure 2, we
assumed when the market shares of Fitch’s is more than the market average the higher the
competition market; otherwise, that is a low-competition market.63 It takes Fitch’s as an
example to cast doubt on the common perception between market competition and rating
accuracy.

63

Linying Ma [马林影], ‘Behaviour Analysis of the U.S. Credit Rating Agencies in the Financail Crisis and the

Study on Their Regulatory Reform [金融危机中美国信用评级机构行为分析及监管研究改革]’ (Doctoral
Thesis, University of Jilin 2014) 103.
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Figure 2 Comparisons of Bonds Ratings Between a High-Competition and LowCompetition Market 64
As can be seen in Figure 2, in a high-competition market, the number of rating issuances of
BBB- and above is more than the number of rating issuances of BB+ and below. In contrast,
in a low-competition market, the number of issuances of BBB- and above is less than
counterparts of BB+ and below; in other words, in a high-competition market, the rating
inflation is more obvious. Rating inflation is one typical form of low-quality ratings. According
to the common perception, the rating inflation should have improved when the market is more
competitive. This comparison of Figure 2 does not fit the expectation pertaining to the
relationship between market competition and rating quality. One possible explanation is that in
a high-competition market, Fitch’s suffers more pressure and it is thus more inclined to use lax
rating standards in favour of its clients so as to obtain more businesses. This scenario could be
inferred for each CRA in a high-competition market. Which is to say, the chance of rating
shopping in a high-competition market may be higher. In this regard, one conclusion could be
drawn that to improve the rating quality, does not merely increase competition and does not
ensure rating quality.
For the existing regulations, even though the rating quality cannot be entirely ensured through
increasing market competition, there are still many other advantages to enhancing market
competition, such as lowering regulatory barriers and regulatory cost. On this basis, a
64

ibid.
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supplementary proposal here is to improve the deficiency in the current regulatory approach.
Given that greater competition could motivate CRAs to compete with one another, the existing
regulations are deigned to incentivize CRAs to update their rating methodologies, but CRAs
tend to lower their rating standards to favour their clients instead of updating models. To avoid
potential rating inflation and rating shopping, one additional proposal for the existing
regulations is to enhance the supervision for these CRAs that provide positive ratings, such as
a AAA rating, too often. Regulators, such as SEC and the European Securities and Markets
Authority (hereafter ‘ESMA’)65, could set a proportion standard for each investment-grade
rating level, such as 10 per cent. If one CRA issues too many AA ratings (the issuance of an
AA rating is over the 10 per cent of the whole rating issuance), it will become regulatory focus
in a certain period. That is to say, these CRAs that excessively issue over-optimistic ratings
will be under close scrutiny. As analysed above, in the failure of the reputation mechanism, it
is incumbent upon regulators and markets to create another deterrence. The conditional
regulatory focus is designed to become a new deterrence. Apart from that, this proposal
reasonably allocates the regulatory resources.
Under this proposal, it should be noted that calculating the issuance of rating should not include
unsolicited ratings.66 There are two common reasons for CRAs issuing unsolicited ratings. The
one is to charge higher fees for other solicited ratings. An unsolicited rating may bring new
business when the unsolicited issuer under pressure of an unfavourable rating pursues a higher
rating.67 Another ground is that CRAs balance inflated solicited ratings as a whole by issuing a
lower unsolicited rating. In case a CRA issues too many unsolicited ratings to balance the
inflated solicited ratings, the unsolicited rating should not be included when calculating the
proportion standard for each rating level.

65

Pursuant to the Article 23 of Regulation (2011/513/EU) , ESMA was established and specifically designed to
regulate CRAs at the EU level. See Regulation No. 513/2011 of 11 May 2011 amending Regulation (EC) No
1060/2009 on credit rating agencies (OJ 2011 L 145).
66
Unsolicited ratings could be defined as ‘ratings that CRAs conduct without being formally engaged to do so by
the issuer’. See Patrick Van Roy, ‘Is There A Difference between Solicited and Unsolicited Bank Ratings and If
So, Why?’ (National Bank of Belgium 2006) Working Paper Research N 27, 1
<https://www.nbb.be/doc/ts/publications/wp/wp79en.pdf> accessed 18 December 2018.
67
Paolo Fulghieri, Günter Strobl and Han Xia, ‘The Economics of Solicited and Unsolicited Credit Ratings’
(2014) 27 (2) The Review of Financial Studies 484 <https://academic.oup.com/rfs/article/27/2/484/1581201>
accessed 18 December 2018.
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Conclusion
This paper addresses the two CRA issues that affect the rating accuracy and quality, namely
conflicts of interest and the oligopolistic market, and analyses the shortcomings of the existing
regulations as well as puts forward some proposals to improve these issues as mentioned above.
On the one hand, conflicts of interest provide incentives for CRAs to compromise their integrity
and to utilise a loose standards in favour of their clients, that is issuers under the issuer-pays
model. Most of existing regulations focus on dealing with the specific conflict and reforming
the business model. This paper highlights that the structured finance motivates the CRAs to
issue favoured ratings for their clients. Thus, the reform proposal is designed to put some
prohibition on the issuance of structured finance. On the other hand, having illustrated the
negative influences of oligopolistic market, the current regulatory approaches more manifest
in the greater market competition. Even though these regulatory approaches have some positive
impacts on the CRA industry, the rating quality and accuracy still cannot be ensured. On this
regard, a supplementary proposal aims to create a deterrence for these CRAs that excessively
issue overly-optimistic ratings. Once a CRA issue too many overly-high ratings that exceeds a
required amount according to the regulation, it will be under close scrutiny by the relevant
regulators for a certain of period.
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Confronting algorithm bias risks: Will blockchain provide new
opportunities or challenges for data protection law?
Zihao Li1

Abstract
With the increasing concerns about the risks of automatic decision-making algorithms, the
GDPR is expected to play a greater role in monitoring data controllers and processors.
However, as algorithm complexity has increased, biases become more complicated, easier to
hide and harder to control or measure. Meanwhile, the emergence of new technologies such as
distributed ledger technology (DLT) bring new opportunities, but also challenges the legal
basis of the GDPR and affects the implementation of EU data protection law. The most
common type of algorithmic bias may be online behaviour targeting. From an economic and
social efficiency perspective, there are benefits to this marketing strategy; however, the
consumers’ rights as data subjects are infringed. As decentralised technology progresses, some
suggest that DLT could become a means to achieve the data protection law’s objectives.
Because data in blockchain systems are encrypted, and consensus algorithms establish a
decentralised system to ensure transparency and data integrity.
However, there is also a conflict between DLT and the GDPR. First, the GDPR is based on the
current digital economy model that there be at least one natural or legal person as the data
controller to undertake legal obligation. However, DLT is a shared, synchronised and
decentralised digital database in which data are replicated and stored on multiple nodes. The
second tension is that blockchains are append-only ledgers which means that data integrity can
be ensured, but it is difficult to modify and delete existing data. These characteristics of the
blockchain is incompatible with right to be forgotten in GDPR.
This paper firstly defined algorithmic bias and its practical implications by using two examples.
Then a brief overview of DLT will be provided. This article, furthermore, analysed what
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blockchain can bring to data protection law against algorithm bias. It is concluded that
blockchain can render users to really control over their personal data, although certain
drawbacks and incompatibilities with GDPR exist. Finally, the article will analyse how the
conflict between blockchain and the GDPR can be reconciled.
Keywords: Data Protection, Algorithm Bias, GDPR, Blockchain, Online Behaviour Targeting
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1. Introduction: decision-making algorithms and their biases
In the modern digital technology business model, a lot of personal data are not intentionally
created by online users2, rather the personal data is collected by an online platform or third
parties. This means that users are frequently tracked, profiled, targeted then analysed by
algorithm through their online activities’ data, then influence their real-world life as well.3
Personal data is not only simply gathered from personal computer. Instead, the users’ data is
observed and captured by various devices and services in the course of daily use. Diverse
sensors, Internet of Things (IoTs) and domestic CCTV all collect user’s behavioural
information. These include smartphones, tablets, smart wears and even smart home. Then the
decision-making algorithm will analyse, profile and target users. As a result, users’ behaviour
is increasingly anticipated and responded to by machine learning (ML) and decision-making
algorithms. In the society, decision-making algorithm is ubiquitous from public sector to
private sector, profoundly impacting and changing the way that people live.
However, some of these technologies deeply impact our daily life by an intrusive way, which
renders user lose control of their personal data and autonomy in digital era. On the one hand,
online behaviour advertising (OBA), personalised pricing (i.e. price discrimination) and push
notifications in App significantly increase profits for online platforms.4 On the other hand, these
technologies unconsciously dominate users’ choices and decision-making.5 The General Data
Protection Regulation (GDPR) empowers a data subject with ‘right to explanation’ and ‘right
to object to automated decision-making’.6 Unfortunately, due to the evolution of emerging
technologies, users are harder to exercise their legal rights. Algorithmic decision-making
systems have progressed from simply relying on ‘cookies’, to utilising far more varied and
complicated data and techniques such as browser fingerprinting, location tracking as well as

2

Except those data that users deliberately post online, e.g. user generated content. In this case, although users
normally are willing to share their personal data, yet after posted they might lose the control of their data. In
other words, once user uploaded their content, the platform may collect more about their personal data than they
expect. Through the relevance with, for example, third party’s data, some sensitive data that users do not want to
share could also be extracted.
3
L Edwards, Law, Policy and the Internet (1st edn, Hart Publishing 2019)
<https://books.google.co.uk/books?id=hISzrQEACAAJ>.
4
Sophie C Boerman, Sanne Kruikemeier and Frederik J Zuiderveen Borgesius, ‘Online Behavioral Advertising:
A Literature Review and Research Agenda’ (2017) 46 Journal of Advertising 363.
5
ibid.
6
See Article 13, Article 14 and Article 15 of GDPR for the right to explanation; Article 21 and Article 22 for
right to object automated individual decision-making.
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machine learning (ML) with big data.7 Many of these technologies may undermine the aims of
the GDPR.8
Lawrence Lessig and others have proposed the notion of ‘code as law’ in 1990s, which has
profound implication to now.9 He realised that legal regulation is not the only wat in digital
era. Rather, the policymakers should be aware of other underlying factors that also play a
similar role in cyberspace. In other words, code, the architecture in cyberspace, interplay with
human being and construct a new “society”. In cyberspace, “code” is playing laws’ role to
regulate as programmers create rules. Such rules might enable some values and also disable
some others.
Furthermore, by developing his idea, some scholars also propose that these nascent
technologies can be a means to achieve legal objectives.10 For example, distributed ledger
technologies (DLT)11 could provide data integrity and transparency because of their
technological characteristics. However, such technologies also challenge the traditional data
protection legal notions, such as data minimisation and the right to be forgotten.1213 This paper
will explore the research question of whether blockchain will provide new opportunities or
challenges from a data protection law perspective in the context of algorithm bias. This paper
will be structured as follows: firstly, it will introduce the definition of algorithmic bias and its
practical implication through two examples, which are online behavioural advertising and
online price discrimination. Then the article will provide a brief overview of blockchain and
analyse the extent to which it can help data protection law against algorithmic bias. It is
concluded that blockchain can render users to really control over their personal data, although
certain drawbacks and incompatibilities with GDPR exist. Finally, the article will analyse how
the conflict between blockchain and the GDPR can be reconciled.
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Lilian Edwards, Law, Policy and the Internet (Hart Publishing 2018).
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1.1. Definition of decision-making algorithms in technology and law
Decision-making algorithms, also known as algorithmic decision systems (ADS), often rely on
the analysis of large amounts of personal data to infer correlations or to derive information
deemed useful to make decisions.14 Normally, ADS are supported by machine learning (ML),
which involves spotting statistical patterns in big data using training datasets, building a
statistical model and then generating new data to make a decision.15 There also exist general
ADS that are not reliant on machine learning but use pre-set general parameters.
Whether ADS are based on machine learning or not, they usually rely on the analysis of a
variety of data. There are numerous applications for ADS in both the public and private sectors.
For example, ADS can help improve energy, education, healthcare and judicial systems in the
public sector.16 In the private sector, ADS can assist banking, insurance or human resources
departments to make efficient and accurate decisions. However, many risks still remain.
Because of the volume and nature of big data, some scholars argued that users are assessed,
tracked and profiled everywhere, which jeopardises their data rights and personal space.17
Meanwhile, due to design drawbacks or the quality of a dataset, the fairness and bias of ADS
pose other threats, such as price discrimination, unfair credit score etc.18
On the legal side, the GDPR has some provisions to regulate ADS legally. In accordance with
Article 22 GDPR, if the data subject would like to exercise their right to object to automated
decision-making under data protection law, the ADS must satisfy the following conditions: (i)
there is a decision; (ii) based solely on automated processing; and (iii) ADS produces legal
effects concerning the data subject.19 However, this provision is limited.
First, for the provision to apply, the decision must completely stem from an automated data-
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processing operation without any evaluation or intervention by other persons.20 If the personal
data were interpreted or assessed prior to any automatic decisions, the provision may not apply
as the decision-making would no longer involve solely automatic processing. Thus, partial
processing should also be considered in the scope of this article.21 Secondly, the GDPR does
not specify when a decision significantly affects a person or what such a significant effect
would be. When a contract has not been established, do legal effects exist? Generally, legal
effects comprise impacts that alter or determine, partly or fully, a person’s legal rights or
duties.22 Thus how to interpret a significant legal effect in practice is still arguable.
Algorithm bias is generally described as decisions made by an algorithm, which, due to design
drawbacks or lack of comprehensive training data, may result in a wrong or unfair decision.23
For example, if there is bias in the training data, the algorithm then reproduces and systematises
already existing discrimination. There are also societal and individual biases such as the
personal biases of the designers and programmers of the ADS. Moreover, there are also biases
that arise from technical limitations, such as the limitations of computer science technologies
or difficulty to conclude the impressionable factors to abstract parameters and variables.
However, the impacts of ADS are both positive and negative. Some economists argued that the
application of ADS can improve management efficiency and maximise profit for sellers.24
Nevertheless, legal scholars contest that such benefits may be based on the infringement of
personal data rights and consumer welfare.25 Therefore, how to appropriately apply ADS will
be a challenge. This paper will explore if blockchain will provide new opportunities or new
challenges to data protection law in the context of algorithm decision-making system biases.
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1.2. Two examples of algorithmic online behaviour targeting
Two examples of ADS bias in our daily life illustrate its practical implication.
Online behavioural advertising (OBA) is one example. Currently, OBA is employed by
numerous online service providers. For example, Netflix will recommend new videos or
movies according to a subscriber’s viewing history and habits.26 Similarly, Amazon will offer
new products that may attract consumers based on their shopping behaviour and browsing
history.27 Uber may charge passengers according to their mobile phone’s battery.28 This
application of ADS can be annoying, particularly if the ADS suggests wrongly, or ADS may
misinterpret coincident browsing as a regular requirement.29 A riskier example is that Facebook
will allow advertisers to filter users by race and other sensitive information.30
In the current legal framework, this damage might not trigger legal protections for the
individual as it is slight or not satisfy the condition of data protection law31. But from an ethical
perspective, it has significant consequences. Some ethical scholars contend that such
application may establish information cocoons or filter bubbles where people cannot access
new information.32 In this way, the democracy of the society is at risk as the personalised
content limit the diversity of the content that people are engaged.33 Finally it would hinder the
development of people’s idea and behaviour.
The second situation of online behavioural targeting is online price discrimination, sometimes
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called personalised pricing. Unlike the previous example, price discrimination has serious
ethical implications.34 Online prices will be set by an algorithm-based system which collects
consumers’ online behaviour, including their browsing history, browsing frequency, shopping
history, webpage or advertising clicks, video and article browsing history and even posts on
social media.35 Based on such online customer profiles, the e-commerce provider will set a
price to maximise their profit while ensuring the consumer’s buying inclination. Due to
information asymmetry, centralised online e-commerce providers usually have more resources
and information, which leads to those providers being able to implement online price
discrimination.
Although personalised pricing may increase the management efficiency and profit of sellers,
inappropriately deployment of such technology will damage customer welfare and the legal
protection of their data rights.36 In light of the empowered rights of the GDPR, transparency
obligations, the right to access as well as the right to rectify the data on which price
discrimination is based should not be neglected.37
In conclusion, because of information asymmetry, online providers are able to access, collect
and even process the personal data of data subjects. However, data subjects do not know who
accessed and collected personal data and for what purpose or when it was collected. This means
that data subjects cannot control their personal data and cannot exercise their legal rights in
practice. Most customers do not know if they suffer an algorithmic bias when they are using
online services.38 Therefore, empowering users to control their personal data is vital.
2. What is blockchain and what can it bring to data protection law?
Blockchain, which has revolutionised data storage and code self-execution, has become a hot
topic recently. There has been considerable discussion in recent years about blockchain
technologies, or DLT, and their potential for the digital economy of the future. However, some
34
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of this has been merely speculation and exaggerated publicity. In this section, the paper will
probe into the technological and legal aspects of blockchain, and the impacts of DLT to data
protection law in the context of algorithmic bias.
2.1. Definition of blockchain
Although numerous proposals and new laws have emerged with the rapid advancement of
DLT, there is still no exact and precise definition of blockchain in the law. Since the
development of DLT is still in its early stages, the technology and its related terms and their
meanings remain uncertain. However, this uncertainty may undermine legal expression when
a legal dispute is related to DLT and could cause other legal issues.
For instance, the State of Arizona’s draft bill HB2417 deﬁnes blockchain technology as: ‘uses
a distributed, decentralised, shared, and replicated ledger, which may be public or private,
permissioned or permissionless, or driven by tokenized crypto economics or token less. The
data on the ledger is protected with cryptography, is immutable and auditable, and provides an
uncensored truth.’39 Such a definition contains various problems related to the wording and the
understanding of the technology. Because of the complexities, it is not straightforward and
functional for the courts. The wording ‘immutable’ and ‘uncensored truth’ misunderstands the
technology, because technological pruning and chameleon hash could force DLT to change the
data.40 Additionally, DLT is just a type of computational technology, it cannot reflect an
uncensored truth. It is only a database that stores information in a replicated and hash-based
fashion.41 This means that due to errors, false data or incomplete data can be input and recorded.
Therefore, verification before the data is added into the chain has become important, and it is
vital to regulate on-chain data. As Matzutt et al. have quantitatively shown, misuse of DLT
could lead to illegal content being disseminated through the whole chain.42 Any inserted illicit
content, for example child pornography, could make the entire blockchain illegal for all users.
39
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Matzutt et al.’s quantitative research showed that 1.4% of Bitcoin’s transactions contained
arbitrary data.43

Figure 1: Overview of Blockchain Architecture44
From a technological perspective, DLT and other technologies are digital databases that are
shared and synchronised, maintained through a consensus algorithm and stored on multiple
nodes.45 As Figure 1 demonstrates, DLT works through replication, which entails that there are
numerous nodes that gather data to support these types of databases. In theory, every node in
the chain stores an integral copy of the database and can independently update the database.46
When a new transaction occurs, a single block groups together multiple transactions and then
is added to the existing chain of blocks through a hash function. A hash function offers a unique
and irreversible fingerprint that encrypts the data as a string of characters and numbers. The
blocks themselves consist of different kinds of data, including the data fingerprint (a hashed
transaction, a timestamp and a hash of the former block that generates the sequential chain of
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blocks).47
Through this decentralised system, the data, including personal data, is collected, stored and
processed. Since blocks are continuously added but never removed, DLTs are append-only
digital databases where information can be added.48 However, deletion or rectification is only
possible in some exceptional conditions.49
It is important to note that DLT is a type of technology, which means blockchains can be
designed differently according to their infrastructure and framework. The term DLT generally
refers to many different forms of distributed databases. For example, DLT can be categorised
as public and permissionless blockchains, private and permissioned blockchains or consortium
blockchains.50 A public and permissionless blockchain requires no permission, and everyone
can be a node as long as they download and run the software.51 Transparency is the greatest
advantage of such an environment because anyone can access the entire ledger and view all
transaction data. A private blockchain runs via a private network and only those with
permission can access the blockchain.52 Unlike a public chain, a private chain is usually
designed for a specific purpose, and it is easier to make modifications. The consortium chain
is in the middle. It is usually designed for internal tasks or joint ventures, and a visitor must get
permission through a gatekeeper.53
Due to different designs and frameworks of DLTs, the legal response and regulations also need
to be flexible. This point will be discussed further later in the paper.
2.2. Positive and negative aspects of blockchain from a data protection perspective
There are both positive and negative impacts of DLTs on data protection law. As a selfexecuted, decentralised and transparent technology, blockchain is privacy-friendly. However,
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there are several characteristics that entail DLTs and may be inherently incompatible with
modern data protection law.
2.2.1. Positive aspects of DLT for data protection law: code as law
Because of DLT’s technological character, the decentralisation of DLTs can be a manner to
achieve transparency and data integrity. Therefore, DLTs can be designed as a data
management tool to achieve the data protection law’s objectives. According to the GDPR’s
dual purpose, on the one hand, the legislation should boost the free movement of personal
data.54 The free movement of such data should not be limited because of the protection of
personal data.55 From this viewpoint, the GDPR is essentially seeking to facilitate data sharing.
Because of the mobility and shareability of data, it can be described as the new oil in the digital
economy.
On the other hand, the GDPR also establishes a legal framework for personal data protection
in accordance with Article 8 of the Charter of Fundamental Rights.56 From this point of view,
the legislation empowers data subjects with several data rights and stipulates various
obligations for data controllers and processors, which are the entities who determine the means
and purpose of data sharing and processing.57 Thus, in order to achieve this two-fold objective,
the manner of protection must satisfy two conditions: (i) personal data can be used, re-used and
shared and flow freely; (ii) when using, processing and storing personal data, the controller or
processor must be able to protect the data subject’s interests and rights. According to this
principle, DLT systems can be designed in manner to achieve both these purposes.
First, blockchain can be designed as a data management tool to achieve the GDPR's underlying
aims in terms of data governance and implementation of rights. As the report for the EU
parliament demonstrates, DLT systems can be the means by which the GDPR is implemented,
with the infrastructure and principles of DLT ensuring self-governance of personal data.58
Additionally, Recital 7 of the GDPR empower data subjects to control over their personal data,
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blockchain could be a manner to achieve this. Meanwhile, Article 15 of the GDPR provides
the right to access for data subjects, and Article 21 of the GDPR stipulates the right to object
to processing of personal data. From this viewpoint, data subjects not only should be able to
know who accessed their data for what purpose and when, but also should be able to decide
who has the ability to access their personal data. As long as data subjects can make such
decisions, they can control their personal data.
However, in practice, such control is difficult to achieve. As some legal and computer scholars
argue, currently there are few ways that data subjects can verify whether their personal data is
processed lawfully.59
In contrast, given the character of blockchain and other such technologies, access rights can
easily be implemented.60 As discussed above, blockchain can decentralise or weaken the
centralisation of data governance platforms by hash-based distributed storage technology and
consensus mechanisms. In DLTs, every node stores a copy of the entire blockchain to verify
any new access and maintain connections across the whole Peer-to-Peer (P2P) network.61 When
a new access attempt or further processing of personal data happens, data subjects can make a
decision through their private key that can control access to their personal data by third parties
on a case-by-case basis.62
In this case, a blockchain-based multiple layer application system would be more feasible. In
the application layers, data subjects, online users, potential data controllers or buyers can set
their data sharing conditions via smart contracts.63 Through this mechanism, users and data
subjects can easily set when, how and who will be able to access or collect their data. The
online platform will also know how to collect personal data lawfully. Afterwards, in a storage
layer, a hash-function-based storage system can store the unique hash values of data, which are
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created when users store their personal data on the DLT-based platform and enable users to
verify if the personal data is access by anyone else.64 The users’ actual personal data is stored
on the cloud or other decentralised database, which is connected with the storage and access
layers.
Such DLT-based data management tools can easily achieve the right to access and the right to
object. Accordingly, this data management tool will increase the compliance with the GDPR,
thereby protecting online users against algorithmic bias. In this context, blockchain-based data
management tools can increase the control data subjects have over their personal data and
achieve informational self-determination.
Additionally, DLT-based data tools can help with the free movement of data. One of the
GDPR’s purposes is to ensure the free flow of personal data.65 As the EU Commission
highlighted in their report, a digital economy is a data marketplace where both personal and
non-personal data can be traded as a commodity.66 This can release the underlying vitality of
digital single market. However, how can data rights and privacy be ensured when personal data
is traded? A blockchain-based data marketplace would be helpful.
There are several arguments for a blockchain-based data marketplace. First, a DLT-based data
marketplace can achieve data trading without a traditional central intermediary. Such a
mechanism can decrease the possibility that data, especially personal data, is shared with third
parties. Accordingly, it decreases the risk that data may be leaked, or the privacy of personal
data may be infringed. Second, a DLT-based data marketplace would enable transparency in
data trading, which means that such data trading could easily be supervised by the data subjects
themselves. Data subjects can easily know who accessed their personal data and for what
purpose, as well as at what time and how the personal data is processed. Meanwhile, a smart
contract, as previously discussed, can be used to set data sharing conditions both for sellers and
purchasers. After both agree, the contract can be automatically executed, which can reduce
transaction fees. Finally, data sharing and trading can be done through digital currency, which
also decreases the risks and costs of data trading.
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Furthermore, blockchain itself uses two types of encryption functions: hash functions67 and
asymmetric encryption68. Such mechanisms also boost the security of personal data storage.
Encryption should also be regarded as a form of privacy and data protection by design and by
default. Therefore, a DLT-based data management tool is inherently a privacy-friendly
technology if designed appropriately. Thus, such technology itself is a compliance performance
of the GDPR, which should be favoured by data protection law. Some scholars argue that
blockchain could be a kind of code as law.69 Because if DLT is appropriately designed, this
architecture can automatically achieve the data integrity, transparency and personal data
traceability. Such features enable users to control over their personal data again. Through such
architecture, users can know who accessed their data, for what purpose and when it happens.
If the access and collection of their personal data is unauthorised, this behaviour of collection
can be recorded automatically as an evidence and users can deny their next access and prepare
for further legal response if such behaviour cause damage (for example, lawsuit or report to
competent data protection office).
In this way, such architecture of blockchain works as a data protection law’s role and enable
users really access and realize their personal data. The system is constructed by blockchain
code and embed certain legal values. In other words, this architecture in cyberspace is a kind
of “law”, because it determines what people can and cannot do. Its design directly empowers
user to achieve the rights that data protection law vests. This architecture in cyberspace is even
more effective than law. Thus, as Lawrence Lessig claimed, the code is also a kind of law.70
2.2.2. Negative aspects of DLT: incompatibility with data protection laws
However, as blockchain is a revolutionary data storage technology, different scholars contend
that blockchain is inherently incompatible with data protection laws.71 The GDPR is designed
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such that there should be at least one data controller or processor, but blockchain is based on
the idea of decentralisation with no further need for an intermediary. Thus, how DLT can be
reconciled with the GDPR becomes a tricky question.
a. DLT incompatibility with legal notions in the GDPR
One assumption of the GDPR is that personal data is held by the data controller who determines
the purposes and the means of data processing. However, in DLT and other decentralisation
storage systems, there is no central point where data is collected or processed by one subject.
The design of such a distributed database replaces a unitary actor with many different actors to
achieve transparency, cybersecurity and data integrity. Therefore, the first challenge to resolve
with the GDPR and DLT is who really controls the data? From the GDPR’s perspective, Article
4(7) stipulates that the controller should be a natural or legal person, public authority, agency
or other body which determines the purposes and means of the processing of personal data.72
Meanwhile, Article 26 provides for joint-control where two or more controllers determine the
purpose and means of data processing together.
However, applying this notion in the context of DLT is problematic. In the
Wirtschaftsakademie Schleswig-Holstein case73, an educational institute used Facebook to
manage their fans. As the institute had agreed with Facebook’s cookie-policy, the CJEU
reasoned that the institute should be qualified as a joint-controller.74 In the Jehovan Todistajat
case, the court also interpreted the notion of joint controllership broadly.75 Accordingly, the
threshold to be a joint controller is quite low. If these rules are directly applied in the context
of DLT, there would be numerous data controllers. In DLT, every node, miner and user are
able to determine the purpose of data processing according to the Wirtschaftsakademie
Schleswig-Holstein case76 and the Jehovan Witnesses case77. Therefore, an ingenious design of
the legal framework in this section would be required.
Additionally, the legal basis of the GDPR, data minimisation, is also inconsistent with
72
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blockchain. Article 5(1)(b) and Article 89(1) of the GDPR demand that the purpose of collected
data be specified, explicit and legitimate and not further processed in a manner that is
incompatible with those purposes, which is purpose limited. Furthermore, it stipulates that the
collected data shall be adequate, relevant and restricted to what is necessary in connection with
the purposes for which it is processed, which is data minimisation.78
Nevertheless, based on blockchain, decentralisation, transparency and data integrity are
achieved by the replication of data and distributed storage across the whole database system.
Although the users, miners or nodes without a private key cannot access the content of such
distributed stored information, the data is replicated and is not fully consistent with the data
minimisation and purpose limitation principle. This directly leads to the question of what the
purpose is in the context of DLT and how the purpose of personal data processing ought to be
applied. In the blockchain context, it is not clear whether using the replication idea to protect
data integrity and transparency can be regarded as a manner of data protection by design, and
thereby in compliance with the data minimisation and purpose limitation principle.
b. DLT incompatibility with the GDPR’s rights
From the perspective of user rights in the GDPR, there still remain unresolved issues. The
GDPR was established on the supposition that data can be modified or erased in order to protect
personality rights and human dignity. This idea is embodied in Article 16 and Article 17 of the
GDPR, which regulate the right to rectification and the right to be forgotten, respectively.
However, unlike other databases, DLT is based on the idea that modification and erasure of
data is burdensome in order to guarantee transparency, security and data integrity in the system.
However, according to Article 16 of the GDPR, data subjects shall have the right to rectify
inaccurate personal data concerning themselves. Based on the same legislative idea, Article 17
of the GDPR stipulates that data controllers shall have the obligation to erase personal data
when (i) the personal data are no longer necessary (ii) the data subject withdraws consent (iii)
the data subject objects to the processing or (iv) the personal data have been unlawfully
processed. However, this uncertainty is caused not only by the emerging DLT, but also because
of the uncertainty of the GDPR itself.
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First, it is unclear how the erasure notion in Article 17 of the GDPR should be read. As different
jurisprudences can interpret this notion broadly. In the Google Spain case79, the court ruled that
the delisting of data from search results is considered erasure. Accordingly, de-linking can also
be considered a means to achieve the right to be forgotten in some circumstances.80
Moreover, DLT does not just impact the interpretation of erasure but also influences several
other notions, including if encrypted data (e.g. public key and on-chain stored data) can also
qualify as personal data. With the encryption used in DLT and in a decentralised framework,
there are only a few chances to re-identify a data subject. Furthermore, as some scholars argue,
complete anonymisation is impossible in big data, because machine learning and artificial
intelligence can easily combine information to recognise a data subject.81 In such cases, using
privacy-friendly technology,82 such as DLT applications, can be considered a form of
compliance behaviour in the GDPR. Furthermore, DLT can achieve transparency in a
technological way by replication; however, whether this idea of transparency is recognised by
the law is still uncertain. It also raises the question if legal transparency needs to develop with
advancement of technology.
3. Reconcile the relationship between blockchain and data protection law
Given the foregoing discussion of DLT, algorithm bias and data protection law, the advantages
and disadvantages of blockchain are apparent in the context of the governance of algorithm
bias. Confronted with this challenge, the legal response is particularly vital in order to mitigate
disadvantages in the context of algorithm governance and DLT application. The following
section will discuss two further dimensions: legal guidance and standardisation.
3.1. Legal guidance in data protection law
The key point highlighted in the first and main parts of the present study is that there is currently
a lack of legal certainty as to how various elements of European data protection law ought to
be applied in the blockchain context. Some scholars contend that the GDPR may be already
79
80
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obsolete, and in order to match the technological innovation, it must be significantly amended
because it is based on an outdated legislative assumption about technology.83 However, as a
general and principle-based data protection law, the GDPR is malleable enough to cover these
technological developments. Thus, the uncertainty is not caused by the framework of the
GDPR, rather it is a result of the wording and explanation of a few notions.
Legal guidance is essential to map how these uncertain notions can be explained in the context
of DTL. Competent authorities such as the European Data Protection Board (EDPB) should set
clear guidance for the meaning of erasure and explain to what extent the data can be considered
to be erased. It also must decide whether alternative technical approaches with a similar
outcome of erasure may be sufficient. Additionally, the notion of the controller must be
clarified. It is important to know how a data controller should be understood in context of
blockchain. According to the GDPR, the responsibility of legal compliance should be executed
by the entity that determines the purpose of data processing. If an actor does not have the ability
to access the content of the data, but they determine the purpose of processing the data, can
they be qualified as a controller? Following the recent CJEU judgements, it is still uncertain
and unaligned.
Given the analysis of DLT applications for legal objectives, lawyers should be fully aware that
if appropriately deployed, the technology can serve as a kind of law in cyber space as a ‘code
as law’.84 This does not mean that code will replace the law in cyber space; however, the rule
of code can be a supplemented to execute the legal purposes. Thus a proper design is necessary
when applying blockchain. Similarly, the programmers need to recognise the legal
requirements in order to achieve data protection by design and by default. Finally, on the one
hand, the DLT can overcome algorithmic biases and give users control over their data. While,
on the other hand, DLT is also reconciled with data protection laws in the EU.
3.2. Standardisation of Blockchain
The development of blockchain is still at a very early stage. Currently, blockchain is still a
malleable technology. In order to ensure this technology moves in the right direction, the
83

David Meyer, ‘Blockchain Technology Is on a Collision Course with EU Privacy Law’ (iapp, 2018) 131
<https://iapp.org/news/a/blockchain-technology-is-on-a-collision-course-with-eu-privacy-law/> accessed 26 May 2020.
84
Lawrence Lessig, ‘Law Regulating Code Regulating Law’ (2003) 35 Loyola University Chicago Law Journal 1.

61

standardisation and industrial norms of blockchain must play a significant role. Because of the
neutrality of technologies, blockchain can never accomplish these legal goals automatically, it
must be specifically designed. This requires cooperation between lawyers and designers to
make sure that blockchain can correctly express the legal goals.
In terms of standardisation, taxonomy would be required to clarify the precise meaning of
different terms. For example, the meaning of data erasure, data modification, (joint-) controller
or processor and the extent that data can be collected in minimisation all must be clarified.
Meanwhile, the standardisation organisation must communicate with data protection
authorities to make sure their standardisation is consistent. Furthermore, the standards of DLT
should identify ways to help data subjects exercise their rights. For example, how can users
amend or complete their incorrect or incomplete information on the chain? In what scenarios
and how can users delete their existing information?
Standardisation should ensure that basic requests by data subjects be achieved in a blockchain
environment. Finally, another challenge is how off-chain data storage can be standardised.
Although blockchain can protect data integrity and ensure transparency, how can security and
legal compliance with data protection laws be ensured when data is downloaded or separated
from the chain?
There are also some drawbacks associated with the standardisation of DLT. As an emerging
technology, early standardisation may limit the development and adoption of improved
technologies.85 Strict standards can reduce the number of basic misunderstandings, but it also
could lead to the limitation of innovation. Therefore, there should be a method that allows
flexibility and malleability to support future blockchain innovation.
4. Conclusion
Although DLT has unveiled several inconsistencies with the GDPR, it is still a data-protectionfriendly technology, if it can be appropriately designed. Given the above analysis, and
confronted with algorithm bias, the current data protection law in the EU exposes several areas
where data subject’s rights are hard to enforce, particularly regarding bias and control over
85
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their personal data. Meanwhile, the current legal framework may limit free flow of data and
restrict data use and re-use. This leads to data sharing barriers and insufficient data to feed
machine learning.
In contrast, DLT can be both positive and negative for data protection. It can be designed as a
data management tool to boost the free flow of data and the enforcement of data subject’s rights
in the GDPR. Moreover, a DLT-based data repository can also ensure transparency, data
integrity and cybersecurity, which represent some of the legal objectives in cyberspace. Finally,
online users can really control over their personal data through this architecture. However, as
analysed above, there are also some incompatibilities with the GDPR and blockchain, which
are caused by legal uncertainty and inconsistency in the precedents of CJEU and advisory
board. But if the DLT can be properly designed and further legal guidance can be released for
DLT and the GDPR, this tension can be mitigated.
Meanwhile, standardisation of DLT can also alleviate such tension. This will require
collaboration between programme designers and lawyers. Some privacy by design and by
default elements should be considered in the initial stages of DLT design. In conclusion, DLT
and other such technologies can be a means to achieve the GDPR’s objectives and thereby
overcome the algorithmic bias by implementation of data subject’s access rights in the GDPR
and traceability in the lifecycle of personal data. However, targeted design and standardisation
is necessary.
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Champagne producers reduce harvest, is this allowed under EU
competition law?
Fay Kartner1, article representing personal views of the author.2
Abstract
In 2020, champagne producers agreed to reduce harvest compared to the year before. As a
result, prices may rise. Under EU competition law, under which circumstances is it allowed to
conclude agreement limiting production? Under what conditions can justifications be applied,
such as an increase in quality of products? This article explains the legal framework for
agreements on production, referring to the champagne producers a a case study.
Introduction
Champagne producers agreed to reduce harvest compared to last year, in order to decrease
production. As a result, for consumers their glass of champagne during New Year’s Eve and
other festivities might be more expensive this year. Due to the ongoing COVID-19 crisis, the
demand for champagne has declined severely.3 Farmers wanted to produce a large number of
grapes, but wine producers wanted to reduce the harvest. A maximum of 230 million bottles
will be produced, a fifth less than last year. The rest of the grapes will be destroyed or sold, as
explained by the Champagne Comité. However, there is still a quantity of champagne left from
last year, so it is questionable whether prices will rise. Is this normal freedom to conduct a
business, or is this prohibited by EU competition rules?
EU competition rules
There are several rules to prevent businesses from behaving in an anti-competitive way, the socalled anti-trust or competition legislation. In this case, there is not one, but a collection of
businesses that agree to cooperate, which might lead to the formation of a cartel. Article 101
of the Treaty on the Functioning of the European Union (TFEU) regulates agreements between
businesses that might lead to the formation of a cartel. In order for such agreements to be
considered legal, several requirements need to be met.
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The champagne producers fall within the definition of undertakings (or perhaps an association
of undertakings), because they produce champagne as an economic activity (in this case, to
make a profit). The parties agree to limit or control production. It is not necessary that the
agreement is actually written down on paper, it is enough that it can be proven that the parties
intended to be bound by the agreement. In this case, it can be seen that the restriction on output
was the object of the agreement.
So, we have an agreement between undertakings which is liable to restrict competition and thus
falls within the definition of Article 101 TFEU.4 In principle, Article 101 forbids agreements
restricting competition, although of course there are exceptions.5
Exceptions to Article 101(1) TFEU
There are exceptions to the rule of Article 101(1) TFEU. Apart from a number of EU
regulations, Article 101(3) TFEU provides a justification for some categories of agreements
limiting competition. However, the conditions for the exception are strict. The restriction on
competition needs to be necessary to improve production or distribution, or technical or
economic progress. Moreover, consumers need to benefit from the agreement, and competition
may not be eliminated for a substantial part. There are also a number of specific exemptions in
EU regulations, for example a large part of vertical agreements between businesses at the same
level of the supply chain.6 When looking at the current situation, no such block exemption
seems to be applicable here.
Is Article 101(3) applicable here, so: can the agreement between the champagne producers be
justified under EU competition law? Every year, the Champagne Comité decides the volume
of the harvest of grapes related to champagne. It is stated that the reduction of harvest will
ultimately lead to a better product.7 This is a first step towards a possible justification.

4
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Reduction of Harvest: Proportionate or Not?
Of course, it is very regrettable that many sectors of the economy have suffered deeply as a
result of the COVID-19 crisis. Moreover, it might seem unfair that some sectors – such as wine
producers, and maybe especially champagne producers – have suffered more than others.
However, the current reduction of the harvest, seems quite far-reaching, and more explanation
is necessary to weigh the benefits and negative effects of the measure.8
Moreover, it can be seen whether the loss caused by the COVID-19 crisis can be compensated
by other means. Many governments have specific aid schemes in place for various sectors of
the economy. It would be more appropriate for the champagne producers to see if they can
apply for a state aid scheme provided by the French government or by the EU. Such schemes
would have to comply with the EU State Aid rules in order to protect fair competition, and in
certain cases have to be notified to the commission. Thus, there is in many cases a priori check
if the scheme complies with EU law. In the current situation, the producers risk their agreement
being void and a fine, unless the agreement can be justified under Article 101(3), although it is
not yet known whether the Commission will be more lenient in times of a crisis. It still remains
to be seen whether the Commission will enforce competition law directly in such cases. Most
likely not, since consumers might pay higher prices, which will lead to more severe problems
if many sectors of the economy act in the same way. It is up to national governments and the
EU to debate adequate compensation measures for sectors which suffered deeply from the
COVID-19 crisis, but sectors making agreements themselves about restricting production or
fixing prices is likely to distort competition too severely in already difficult economic times.
The agreement thus seems to fall under Article 101 TFEU. The producers thus need to explain
more carefully the reasons for the agreement, to see if it can be justified under Article 101(3)
TFEU.
Every year, the Champagne Comité comes up with the quota for the production of champagne.
The practice is thus not completely new for this year. It has been said by Heucq9 that the quota
has not been set up in order to maintain high prices. The aim of the quota is to benefit the
quality of the product. Barillère said that “[…] limiting yields allows us to sort the harvest more
rigorously. So overall, it will give you an excellent product.”10 Practices restricting competition
8
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in the wine sector are not exceptional, and are allowed under certain circumstances. In recent
years, several European competition authorities have authorized mergers and acquisitions in
the wine sector, provided opinions on the sector, and looked at agreements which restrict
competition.11
Apart from national authorities, the European Commission also observes various data
regarding production of wine.12 Regarding agricultural products, regulation of production is
possible, via the Common Agricultural Policy. The EU can regulate the quantity of a certain
agricultural product which may be produced. According to the European Commission, its aims
are the following:
•

“support farmers and improve agricultural productivity, ensuring a stable supply of
affordable food;

•

safeguard European Union farmers to make a reasonable living;

•

help tackle climate change and the sustainable management of natural resources;

•

maintain rural areas and landscapes across the EU;

•

keep the rural economy alive by promoting jobs in farming, agri-foods industries and
associated sectors.” 13

The EU wine policy reform had as its goal to make EU wine producers more competitive. The
EU wanted to harmonise, streamline and simplify the relevant legislation. Therefore, it is
replacing the relevant planting rights regime by an authorisation scheme for vine planting
between 2016 and 2030. Over the course of these years, there will be a further liberalisation
of vine planting. The relevant authorisation scheme has been implemented already in 13
Member States.14 It thus needs to be seen whether the current measures are necessary in light
of the new scheme.
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Proportionality
When looking at the agreements made by the champagne producers, it is still required that the
measures are necessary and proportionate to reach their goal. In this case, let us assume that
the better distribution of the harvest indeed will lead to a better product. Unfortunately, it is not
possible to deal extensively with what a ‘better product’ is, but let us assume that there will be
healthier plants and a wine that for most consumers will taste significantly better. So,
competition is likely to be harmed by the current practice. When farmers can decide themselves
on the quantity of production, they can choose whether they make a large quantity of a cheaper
product, or a smaller quantity of the best quality product which will be more expensive.
However, the current rules by the Champagne Comité reduces this choice. Under competition
law, there needs to be an important justification for such limitation of competition. After all,
competition law protects both businesses/competition itself, and consumers.
Conclusion
The recommendation is that the champagne producers and the Champagne Comité explain their
arguments for the production, in terms of a better product, and why the reduction of production
compared to last year is necessary. There needs to be a benefit to the economy as a whole, or
an improvement in production. An improvement of the quality of the product, will fall under
this definition. However, it will still be necessary for the producers to explain why the reduction
of production (and maybe a likely increase in price), will be proportionate. Otherwise, the
agreement will be contrary to EU competition law. So, in agricultural sectors it is allowed under
EU law, within certain limits, to conclude agreements about how much of a certain good will
be produced.. It might be said that for luxury products such as champagne, the justification
should be more difficult than for types of food which people need every day. However, it is up
to the producers to better explain why the given numbers are necessary. If they can provide a
properly documented justification for the limitation of competition, the agreement is valid.
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Acrimony in the Arctic
Ishan Khare1
Shashvat Chandra2

Abstract
"The 21st century shall bear witness to some of the steepest increases in temperatures, ever in
history. While the results of this uncontrolled warming will be detrimental for the environment;
in the world of international law, it has presented a peculiar problem, which goes by the name
of

"the

North-West

Passage".

Apart from being some of the last reservoirs of untapped natural gas and oil wealth, the NorthWest passage also holds the potential to revolutionise maritime shipping in never seen manners.
This commercialization of the North-West Passage also opens a pandora's box of problems in
the diplomatic circles, primarily centred around the question of whether should the passage be
classified as an "Innocent Passage". The authors in this article strive to elaborate upon the history of the dispute, the stand of the customary international law and attempt at providing a
holistic solution to the issue."
1. Introduction
In early May 2019, the United States Secretary of State, Mike Pompeo, found himself at the
receiving end of international backlash and criticism, at the 11th Arctic Council (The
Rovaniemi Ministerial Meet) when he described the precarious situation in the Arctic as an
‘economic opportunity’, with enormous potential for the Shipping and Oil Exploration
industry.3 While the following discussion was largely related to environmental concerns and
his capricious remarks, it also broached up the subject of territorial claims on the discussion
table.4 The discussion brings to the forefront the long standing legal conflict between the United
States of America and Canada regarding the claims over the North Western Passage. In this
article, the authors expand about the geography and the importance of the passage to understand
1

Author, National University of Juridical Sciences, Kolkata
Co- author, National Law University, Delhi
3
'United States Rattles Arctic Talks With A Sharp Warning To China And Russia' (Nytimes.com, 2019)
<https://www.nytimes.com/2019/05/06/climate/pompeo-arctic-china-russia.html> accessed 7 July 2020
4
'For The First Time Ever, An Arctic Council Ministerial Meeting Has Ended Without A Joint Declaration Arctictoday' (ArcticToday, 2019) <https://www.arctictoday.com/for-the-first-time-ever-an-arctic-councilministerial-meeting-has-ended-without-a-joint-declaration/> accessed 5 July 2020
2

73

international law provisions. It also follows the historical events that have taken place to put
into perspective the facts of the conflict. Consequently, the article discusses the point of view
of both the states to legally analyse their positions and reach a conclusion regarding the current
status of the sovereignty and any future engagements between the states on the issue.
2. Who may claim the Arctic?
The Arctic is home to some of the most convoluted territorial disputes around the world,
primarily due to overlapping of Special Economic Zones created by various archipelagos
around the North Pole. One of them is the unresolved issue on the territorial and explorational
claims for the Northwest Passage. The Northwest Passage is a sea route that connects the
Pacific Ocean with the Arctic Ocean and Europe, running through the Canadian Archipelago.
With the continuous increase in global temperatures, it has been expected that the Arctic can
be free of ice, all year long, as early as 2040. If proven navigable, the Northwest Passage is a
lucrative shipping route, reducing the travel time and fuel costs between East Asia Markets and
Western European markets by as much as 40% when compared to the best alternative, that so
far exists in the form of the Panama Canal.5
While this exploitative view can be problematic given the strain this will add on the already
fragile Arctic Ecosystem, for Canada, the woes are much beyond the environmental damage.
It is a question of sovereignty. For several years Canada has been battling with its Southern
neighbour, the United States, over the issue of the Northwest Passage, which Canada has
repeatedly claimed as its Inland Waterbody. The US, on the other hand, had been stern on its
stance of treating it as international waters.6
3. A Historical Overview
Unlike other territorial disputes around the world, the Northwest Passage dispute is a
peculiarity in its own right, where the question is not over the sovereignty of the archipelagos,
but rather over the waterways. Canada had purchased the Hudson Bay Territories in the year
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1870. Furthermore, Canada received the consent of the British crown in 1880 for the transfer
of “all British territories and possessions in North America, not already included within the
Dominion of Canada and all Islands adjacent to any such Territories or Possessions”.7
3.1 Enter USS Manhattan
In the American history, 1969 shall be recorded as a year when they achieved new
heights in the fields of Technology and Diplomacy, when the nation emerged as the
‘victor’ of the ‘space race’. However, to the North, things were anything but cold, and
The age of diplomatic ties between US and Canada, had tanked to the rock bottom. SS
Manhattan, dubbed as the strongest vessel of its time, and armed with an ice breaking
bow, set sail for a voyage through the North-Western Passage for the very task of
circumnavigating the Arctic, from the East Coast of the United States through the
Prince of Wales Strait to the Prudhoe Bay and back, in hopes of searching an alternate
route connecting the Atlantic to the Pacific.
The voyage, however, was only successful in stirring up a controversy, as the Canadian
government, despite helping it plough through the ice, was infuriated upon not being
asked for the permission to navigate, in what it called as its “Internal Waters”.8 Thus,
birthed a new controversy in international law regarding sovereignty as the United
States insisted that the Passage is open to exploration as part of international waters and
Canada claimed its sovereignty over it as part of the Canadian Archipelago.9

4. Agreeing to Disagree: A tale of two Nations
Even to the days pre-dating the USS Manhattan incident, the US and Canada had firmly agreed
to disagree over the question of Northwest Passage. For Canada the question is about
sovereignty, while for the USA, it's about Freedom of exploration, thus putting the time tested
allies at odds with one another.10 To have a lucid picture of the legal quagmire, we must
understand the claim made by each of the parties and the position of international law.
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4. 1 The American objections:
The primary argument put forth by the US is that the North Western Passage meets the
requirement of an international straight, as per Article 3 of the United Nations
Convention on the Laws of the Seas (UNCLOS), a treaty which it accepts as
international law but has never been ratified by Congress.11 Further, this claim has only
been strengthened with time, as with better navigation technology and melting of the
Arctic, the international cargo passing through the passage has seen a steep rise. This
claim is also backed by the landmark ruling of the International Court of Justice in the
Corfu Case, concerning the Corfu strait in Albania, which in turn classified the straight
as an ‘Innocent Passage’.12 It was further stated that as long as the use of the route in
the territorial waters of another state is not ‘prejudicial to the peace, good order or
security of the coastal state’ there exists a right of innocent passage, i.e. a foreign ship
can’t be restricted by another nation over the usage of an ‘Innocent Passage’; as stated
under Article 19 of the UNCLOS.13
The second argument presented by the US is related to the issue of ‘Baseline’ around
the outer limits of the islands. The baseline concept helps nations in asserting
sovereignty over the coastline and surrounding water, as in the case of Norway.
However, this only applies to the ‘state constituted archipelagos’ located in the vicinity
of the ‘mainland’. However, in the absence of measurable limits, this concept in itself
remains extremely peculiar for any possible application.14
4. 2 The Canada’s contentions:
Canada’s case primarily rests on the ground that the “disputed area” has had a historic
presence in the Inuit and other Native Indian communities. This claim has been
bolstered by the wide-spread Inuit settlements around the Northwest passage including
communes like Nunatsiavut in Newfoundland and Labrador, Inuvialuit Settlement
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Region in the North-Western Territories and Yukon, and Nunavik in Quebec.15 The
native Inuit presence along with the fact that until now, the passage had not been used
for navigation, placing Canada in an extremely comfortable position, concerning its
claim of projecting the “Disputed Waters” as “Internal Waters”.
Further, Canada has used the landmark Fisheries case to back its claim. The case
between the United Kingdom and Norway was a dispute regarding the Royal Decree of
1935 which imposed the delimitations established by Norway for fisheries zones. The
UK contested the drawing of baselines for exclusive Norwegian fishing zones and
further asked for damages. The International Court of Justice here stated that “the coast
does not constitute a clear dividing line between land and sea and that it is the outer line
of the land formations which constitutes the coast” ruling it in favour of Norway, and
demarking the extent of local sea area a country can have exclusive rights over.16

5. The stance of Law and a possible solution
With the drafting and ratifying of UNCLOS, the laws of the seas have been defined in a way
so as to move to a more clear answer regarding the sovereignty of states over bodies of water.
However, there are more than often disputes regarding the interpretation of the said charter.
While the UNCLOS can tilt the dispute to Canada’s favour, there is a substantial question
regarding the commercial status of the region which goes unanswered. The legal status and the
question over the future of the straits can be brought down to a simple question, regarding
whether the straits form an “Innocent Passage or not” ? An “innocent passage”, as defined
under Article 19 of the UNCLOS, is a waterway that allows for a vessel to pass through the
territorial waters of another state.17 This, however, is subjected to certain restrictions.18 The
foremost amongst them is the lack of international marine traffic that passes through the
passage. As stated by the ICJ, in the Corfu Case, for a passage to be designated under the
category of an “Innocent Passage” it is imperative that a large volume of maritime trade passes
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through it.19 With less than 50 full cargo transits throughout the entire 2019, establishing the
Northwest Passage can be a monumental task for any country, ‘how so high or how so
humble’.20 Thus, by a strict interpretation of the UNCLOS, it can be concluded that the case
shall pivot in favour of Canada, provided the situation does not alter drastically in terms of the
volume passing through the NorthWest Passage annually. Although, a best in case suggestion
for future engagements to solve the dispute amicably would be an agreement or specific treaty
amongst all party states who have a vested interest in the territory in question. Nonetheless, the
developments in the region must be watched closely as it has major implications both
environmentally and economically. Possibly, even enhance and provide newer interpretations
of international law provisions.
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