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The K&L Gates Global Government Solutions® initiative 

   brings together our firm’s 
     diverse government-related practices.
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As governments around the world struggle to resolve 
financial, political, and energy crises, businesses struggle 
with a new wave of economic uncertainty and government 
activism in an ever-changing regulatory climate. 

The K&L Gates Global Government Solutions® 

initiative brings together our firm’s diverse practices 
and teams to influence proactively regulatory change 
and other governmental actions, develop business 
solutions to regulatory issues, and vigorously defend 
enforcement actions around the globe. With more than 
400 experienced professionals who have served in 

government agencies on three continents, K&L Gates is equipped to assist clients with 
virtually any legal issue involving government.

In our continuing series, K&L Gates’ 2011 Mid-Year Outlook offers analysis and 
perspectives on significant regulatory developments and trends for the coming 
year. Articles address a variety of government-related topics, including an array of 
financial regulatory reforms (including Dodd-Frank’s whistleblower program and state 
enforcement of consumer financial laws), the U.S. budget debate, worldwide energy 
and environmental policies, antitrust enforcement in the health care industry, and 
competition law issues. We hope that you will find our Mid-Year Outlook to be a 
valuable resource in managing your governmental relationships and issues.

If you have questions about any of the articles, or wish to obtain further information, you 
may contact the authors directly, or send an e-mail to governmentsolutions@klgates.com.

Best wishes,

Peter J. Kalis
Chairman and Global Managing Partner

2011 Mid-Year Outlook
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Financial Services

Progress Report: The Dodd-Frank Act, One Year On 

July 21, 2011 marks the 1-year anniversary of the Dodd-Frank Wall Street Reform 
and Consumer Protection Act (the “Dodd-Frank Act”), the most comprehensive 
reform of the U.S. regulatory framework governing the financial system since the 
Great Depression. Since the enactment of the Dodd-Frank Act, there has been an 
unprecedented flurry of regulatory and Congressional activity.

Rulemaking

The Dodd-Frank Act contains over 
315 rulemaking requirements and 
145 study and reporting provisions. 
The rulemakings and studies, in many 
cases, relate to the most contentious 
and complex aspects of the Dodd-Frank 
Act. Moreover, many of the rulemaking 
and study requirements have ambitious 
deadlines for finalization. More than 
one-quarter of the rulemakings are due 
in the third quarter of 2011 alone.

In light of the monumental amount of work 
to be done and the limited timeframe 
in which to do it, regulators have been 
working at a frenetic pace. However, 
missed deadlines are becoming a more 
common occurrence, particularly at the 
Securities and Exchange Commission 
(“SEC”) and the Commodity Futures 
Trading Commission (“CFTC”), both of 
which had some of the earliest deadlines. 

For example, in April, 2011, CFTC 
Chairman Gary Gensler said that the 
agency will not be able to finalize 
all of the rules it has been directed to 
promulgate before the statutorily required 
360-day deadline. The CFTC, jointly 
with the SEC, has been charged with 
implementing Title VII of the Dodd-Frank 
Act, which will regulate over-the-counter 
derivatives. Complicating matters are self-
executing provisions in the Dodd-Frank 
Act that repeal parts of the Commodity 
Futures Modernization Act. Taken 
together, the missed deadlines and the 
self-executing repeal of portions of the 
Commodity Futures Modernization Act 
create significant legal uncertainty. On 
June 14, the CFTC proposed delaying 
the implementation of key swaps rules 
through the end of the year. The following 
day, the SEC proposed delaying the 
rules relating to security-based swaps 
indefinitely. Notwithstanding these delays 
in implementation, the rulemaking process 
will continue apace.

These issues have raised no significant 
concerns among Members of Congress. 
Both House and Senate Republicans 
have been urging the regulatory agencies 
to slow rulemakings and take a more 
deliberative approach. Similarly, on the 
Democratic side, both Senate Banking 
Committee Chairman Tim Johnson 
(D-SD) and House Financial Services 
Committee Ranking Member (and 
Dodd-Frank Act namesake) Barney Frank 
(D-MA) have said that there may be 
certain rulemakings in which a delay is 
warranted in order to ensure that the final 
rule gets it right. 

House Financial Services Committee 
Chairman Spencer Bachus (R-AL) and 
House Agriculture Committee Chairman 
Frank Lucas (R-OK) recently introduced 
legislation that would allow the CFTC 
and the SEC until September 30, 2012 
to finalize many of the Title VII rules. The 
proposed legislation, which has been 
approved by the Chairmen’s respective 
committees, has met resistance among 
Democrats, who are concerned that it 
goes too far in delaying implementation 
of the Dodd-Frank Act.
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Congressional Scrutiny 

Both the House and the Senate have 
been engaging in oversight of the Dodd-
Frank Act, but to somewhat different 
ends. The Republican House Majority 
has set out a rigorous oversight hearing 
schedule, often with multiple hearings 
on different aspects of the Dodd-Frank 
Act taking place on the same day when 
the House is in session. These oversight 
activities have been focused on lessening 
the impact of the more controversial 
provisions of the Dodd-Frank Act by 
influencing the implementation process. 
Republicans are also attempting to force 
changes in certain rulemaking proposals 
through other available means, such 
as by withholding funding through the 
appropriations process. The Senate 
Democratic majority’s oversight efforts, 
in contrast, have generally been focused 
on ensuring that implementation of the 
Dodd-Frank Act is proceeding consistent 
with Congressional intent. However, 
Members of Congress on both sides 
of the aisle have submitted a myriad 
of letters to regulatory agencies on 
various rulemakings. In sum, the level of 
Congressional oversight and other efforts 
to influence the Dodd-Frank rulemaking 
process is significant and ongoing.

Financial Services

The prospect for enactment of 
corrections legislation is less clear. To 
date, Republican House members have 
introduced a number of bills aimed at 
rolling back portions of the Dodd-Frank 
Act; the success of these efforts is likely 
to be limited, since the Democratic 
Senate Majority and Administration 
are unlikely to act favorably on such 
measures. However, there are a growing 
number of discrete issues on which 
there is bipartisan, bicameral support. 
Therefore, in the coming months, 
momentum is likely to build to address 
these issues either as stand-alone 
provisions or as part of a larger Dodd-
Frank Act corrections package.

Daniel F. C. Crowley (Washington, D.C.)
dan.crowley@klgates.com

Bruce J. Heiman (Washington, D.C.)
bruce.heiman@klgates.com

Karishma Shah Page (Washington, D.C.)
karishma.page@klgates.com

The Dodd-Frank Act is the most comprehensive reform  
  of the U.S. regulatory framework  
   governing the financial system  
      since the Great Depression.
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Easily the most talked about and controversial development affecting the financial 
services industry over the past year is the formation of a new federal agency with 
a singular purpose—protecting consumers. All eyes are on the Consumer Financial 
Protection Bureau (“CFPB”) as it completes its start-up process and assumes its full 
authority on July 21, 2011. 

As the CFPB takes on the ability to 
regulate consumer finance matters, 
some industry participants may find 
themselves scrambling to keep up with 
what is expected to be a sea change in 
a wide range of requirements. A quickly 
changing regulatory environment may 
mean extra burdens for all sectors of 
the industry, whether they are currently 
unregulated, lightly regulated, or already 
heavily regulated. One of the practical 
challenges will be simply to keep abreast 
of new legal obligations. Another will be 
to deal with the costs of implementing 
systems changes necessary to comply with 
regulatory changes.

Vast Powers

The CFPB will take on shared regulatory 
responsibility with federal banking 
regulators under a long list of existing 
federal laws, but unlike the banking 
regulators, the CFPB will have a sharp 
focus on consumer protection. The Bureau 
also will acquire certain powers currently 
held by HUD and the FTC. Beyond this, 
however, the CFPB’s greatest power will 

Financial Services

highly unlikely that many CFPB regulations, 
once finalized, will ever be overturned. 
Moreover, any decision to set aside a 
regulation is subject to judicial review.

There are some additional checks on the 
CFPB’s authority, but these are unlikely 
to prove significant. In adopting any 
regulations, the CFPB must consider the 
potential costs and benefits to regulated 
persons and consumers, as well as the 
impact its rules may have on community 
banks and consumers living in rural 
areas. The CFPB also must consult with 
appropriate federal agencies regarding 
the consistency of any proposed 
regulation with the objectives of those 
agencies, but if a banking regulator 
objects to a proposed rule, the Bureau 
need only include in the adopting release 
a description of the objection and the 
basis for the Bureau’s decision regarding 
the objection. 

Interestingly, the CFPB has to answer to 
the states in one respect. If a majority 
of the states enact a resolution seeking 
the establishment or modification of a 
consumer protection regulation by the 
Bureau, the Bureau must issue a notice 
of proposed rulemaking. Ultimately, the 
Bureau may decide not to prescribe a final 
regulation, but in that case it must publish 
an explanation of its determination in the 
Federal Register and provide copies of 
the explanation to each state that enacted 
a resolution in support of the proposed 
regulation, as well as to the Senate 
Banking Committee and House Financial 
Services Committee.

It is easy to appreciate why the CFPB has 
been making headlines for many months. 
These controversies are sure to continue 
as the Bureau begins fulfilling its statutory 
obligations to prescribe new regulations 
and regulate the consumer finance industry.

Stephanie C. Robinson (Washington, D.C.)
stephanie.robinson@klgates.com

Consumer Financial Protection Bureau Gears Up, with a Strong Mandate and Broad Authority

be its authority to define certain conduct 
as unfair, deceptive, or abusive. The CFPB 
will be empowered to pursue providers of 
consumer financial products or services, 
their service providers, and any person 
who knowingly or recklessly provides 
substantial assistance to either, for violating 
any rule issued by the CFPB defining unfair, 
deceptive, or abusive acts or practices. 

Checks on Authority

Opponents of the CFPB argue that the 
Bureau lacks any meaningful check on its 
authority. Although the Financial Stability 
Oversight Council has the power to 
overrule any final regulation issued by 
the Bureau, it can only do so upon a 
determination that the regulations would 
threaten the safety and soundness of the 
U.S. banking system or the stability of the 
U.S. financial system. Not only is this an 
extremely high threshold, but also such a 
stay or set aside will require a two-thirds 
vote of the Council. Considering the fact 
that one of the ten voting members of the 
Council is the CFPB Director, it seems 
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Dodd-Frank and State Enforcement of Consumer Financial Laws

The CFPB is empowered to enforce certain 
federal statutes governing consumer-
oriented products and services. Among 
the products regulated by the CFPB are 
home mortgages, student loans, credit 
cards, prepaid debit cards, reloadable 
gift cards, personal banking services, 
check-cashing services, real-estate 
appraisals, electronic payment processing, 
credit counseling, credit reporting, and 
debt collection. With some exceptions, 
entities that provide financial products 
or services to consumers for personal, 
family, or household use will be subject 
to the CFPB, including brokering, offering 
and servicing loans, debt collection, and 
check-cashing businesses. 

State consumer protection regulation in 
these areas is neither new nor significantly 
changed by Dodd-Frank. Dodd-Frank 
preserves the traditional power of states 
to enforce their consumer protection laws.
Further, the Act expressly does not pre-
empt state laws unless they are inconsistent 
with Dodd-Frank, and state laws that 
provide greater consumer protections 
than Dodd-Frank are not to be considered 
“inconsistent” solely because they are 
more protective. More importantly, the 
Act affirmatively authorizes state attorneys 
general to bring civil actions to enforce 
Dodd-Frank in federal court with regard to 
entities licensed or chartered under state 
law and, under certain circumstances, 

against national banks or federal savings 
and loan associations, thus supplementing 
the CFPB’s enforcement authority. 

The CFPB has embraced the idea of 
coordinating with state authorities. CFPB’s 
enforcement division will be led by former 
Ohio Attorney General Richard Cordray, 
and the CFPB has begun working with the 
National Association of Attorneys General 
(“NAAG”), the organization of state 
attorneys general. The CFPB and NAAG 
have issued a joint statement of principles 
to ensure coordination, including the use 
of joint investigations and coordinated 
enforcement actions. The CFPB will be 
promulgating regulations to provide 
guidance to state attorneys general. By 
statute, state attorneys general seeking 
to enforce Dodd-Frank requirements 
must coordinate with the CFPB. Absent 
an emergency, prior to filing such a 
complaint, a state attorney general must 
provide a copy to the CFPB, along with 
various background information, and the 
CFPB may intervene in the action, remove 
it to federal court, or participate in the 
trial and subsequent appeals. 

Dodd-Frank empowers courts hearing civil 
enforcement actions to provide several 
forms of relief, including rescission, 
reformation, or specific performance of 
contracts, restitution, disgorgement of 
profits, monetary damages, injunctive 

Over the last several years, the federal government has sought to expand the role 
of state regulators in enforcing federal law and protecting federal programs. For 
instance, in the Deficit Reduction Act of 2006, the federal government provided a 
financial incentive for states to enact state-law versions of the federal False Claims 
Act and thereby enlist state regulators in the effort to combat Medicaid fraud. This 
trend of expanding the authority of state regulators continues in the recently-enacted 
Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank” or 
“the Act”). In addition to creating a new federal agency, the Consumer Financial 
Protection Bureau (“CFPB”), and providing it with significant powers to protect 
consumers, Dodd-Frank also invests state attorneys general with the power to 
enforce certain parts of the Act and its corresponding regulations. 

relief, and civil penalties. Although 
punitive damages are prohibited, civil 
penalties are allowed and accrue daily for 
continuing violations, up to $1,000,000 
per day. States also may recover their 
costs from defendants when their attorneys 
general succeed in enforcement litigation. 
Additionally, Dodd-Frank mandates that the 
CFPB refer evidence of criminal violations 
of federal law to the Department of Justice. 
State attorneys general, also, are often 
empowered to bring or refer for action 
potential state criminal proceedings.

State enforcement under Dodd-Frank 
adds a potent weapon to the federal 
government’s enforcement arsenal—the 
numerous lawyers and investigators in 
state attorneys general offices around 
the country. Companies subject to CFPB 
regulation would be well-advised to 
prepare for a higher level of scrutiny from 
state enforcers.

Michael D. Ricciuti (Boston)
michael.ricciuti@klgates.com

Joseph A. Valenti (Pittsburgh)
joseph.valenti@klgates.com
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Financial Services

Developments in the Investment Management Industry

Securities and Exchange 
Commission (“SEC”) Resources

As expected, the newly-elected 
Republican majority in Congress this 
year has made it a key objective to roll 
back the Democrat-driven Dodd-Frank 
reforms. Congressional divisions over the 
federal budget deficit have hit the SEC 
particularly hard, as the agency seeks to 
carry out the monumental responsibilities 
tasked to it by Dodd-Frank. Over the 
spring of 2011, given Congress’s failure 
to approve a federal budget, the SEC’s 
already stretched resources were diverted 
from the agency’s core responsibilities to 
managing administrative matters relating 
to a potential government shutdown. 
Although government offices ultimately 
were not forced to close, skirmishes 
over more fundamental SEC budgetary 
issues resulted in the SEC failing to 
secure a significant portion of the budget 

reform. For the most part, the SEC has 
remained on track with the important 
Dodd-Frank mandated initiatives, 
although funding issues into the end of 
2011 and early 2012 may impair its 
ability to meet the aggressive Dodd-Frank 
timetable, without compromising its other 
core responsibilities. 

Unintended Consequences

Irrespective of the SEC’s budgetary 
issues, Dodd-Frank significantly increased 
the SEC’s long-term workload by adding 
several major new areas of oversight, 
including regulation of hedge fund 
advisers. Although conceptually Dodd-
Frank sought to require registration of 
a fairly distinct set of advisers, in fact, 
the statutory language does far more by 
removing a major catch-all exemption to 
investment adviser registration—that for 
persons who do not hold themselves out 
as advisers and have provided advice 
to fewer than 15 clients in the previous 
12-month period. 

The unintended consequence of this 
change has a stunningly broad impact, 
particularly because many interpretive 
questions relating to the definition of 
“investment adviser” have never previously 
been explored. With Dodd-Frank’s 
removal of the 15-client exemption, there 

The future course of investment management regulation is currently in the hands of 
the regulators responsible for implementing the myriad of rulemakings called for 
by the Dodd-Frank Act enacted just one year ago. Not surprisingly, the most far-
reaching regulatory overhaul of the financial services industry in 70 years has met 
with resistance from many quarters and raised unexpected complexities, and the 
balance of several dynamics currently in play will determine the overall impact of 
Dodd-Frank in the long term. Some of the key dynamics that play a role in shaping 
future regulation are discussed below. 

increases authorized by Dodd-Frank. 
SEC Chairman Schapiro has testified that 
current SEC staffing is at approximately 
2005 levels, and have not kept pace 
with enormous growth in the size and 
complexity of the securities markets. 
Among other things, the SEC has 
been unable to invest in state-of-the-art 
technology systems comparable to those 
in the industries it regulates. 

Although the SEC is essentially self-
funded—its expenses are paid from 
transaction fees and assessments—it 
remains beholden to Congress to 
set its annual budget, which leaves 
the agency’s ability to properly staff 
its initiatives subject to the whim of 
Congress. Congressional debate over 
the federal budget deficit will continue 
in earnest this fall, and SEC funding is 
a likely target as Congress continues to 
debate the basic direction of financial 
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is no longer a de minimis exclusion, 
so that any advice provided to others 
for compensation about investments in 
securities will require SEC registration. 
Many asset managers are puzzled and 
alarmed to find themselves, for the first 
time, apparently within this definition, and 
without further SEC or staff guidance, the 
ranks of registered investment advisers 
may swell beyond anyone’s reasonable 
expectations. In recognition of some of 
the compliance burdens, the SEC has 
extended the Dodd-Frank July 21, 2011 
deadline for investment adviser registration 
to March 30, 2012, although many 
broader, related issues remain unresolved.

Other areas likely to develop in ways 
not originally intended or expected 
include the creation of a comprehensive 
regulatory regime for the derivatives 
market. SEC Chairman Schapiro has 
recognized that applying new rules 
to this existing market may prove 
to be very disruptive, and she has 
stated that the SEC is “determined to 
thoughtfully consider how to sequence 
the implementation of rules so that 
market participants have sufficient time 
to develop the infrastructure they need 
to comply.” This cautious approach 
would seem to be appropriate to other 
areas as well, such as the SEC’s study 
and possible rulemaking regarding the 
establishment of a uniform fiduciary duty 
for retail investment advice. 

Industry participants are quickly learning 
the benefit of scouring all Dodd-Frank 
initiated activities for possible impact on 
their business—before SEC regulations 
are finalized—to permit them the 
opportunity to comment on proposed 
regulations, or even address issues with 
the staff before regulations are proposed, 
or to consider the potential need to 
modify their business activities to comply. 

Jurisdictional Skirmishes

A professed goal of Dodd-Frank was to 
better resolve gaps and overlaps in the 
jurisdiction of various regulatory agencies, 
and the Financial Stability Oversight 
Council (“FSOC”) was created to, among 
other responsibilities, facilitate information 
sharing and coordination among the 
financial services regulators. Nonetheless, 
evidence of competitive maneuvering 
persists among these regulators, which 
adds a degree of uncertainty to the 
direction of regulatory reform.

This is particularly the case with regard 
to the SEC and the Commodity Futures 
Trading Commission (“CFTC”), which 
have a long history of taking different 
approaches to the regulation of similar 
financial instruments under their respective 
jurisdictions. To be sure, Dodd-Frank 
interlocked them for purposes of 
coordinating swaps regulation. Yet, 
in other areas, inconsistent regulatory 
treatment still creates opportunities for 
regulatory arbitrage. 

For example, the SEC has placed a 
moratorium on the issuance of leveraged 
ETFs under the federal securities laws, 
while the CFTC has permitted sponsors 
to launch leveraged ETFs that invest 
in commodities, currencies and other 
non-securities. On the other end of 
the spectrum is the CFTC’s recent 

The newly-elected  
 Republican majority in Congress  
  has made it a key objective  
to roll back the Democrat-driven  
    Dodd-Frank reform.

reconsideration of a long-standing 
exemptive rule for mutual funds investing 
in commodity futures, commodity options 
and swaps that would newly subject 
those SEC-registered funds to duplicative 
regulation by the CFTC. So far there seems 
to have been no consideration of involving 
FSOC in an attempt to harmonize existing, 
duplicative, and conflicting statutes and 
CFTC and SEC regulations, although it 
would seem that Dodd-Frank offers this 
option should these issues escalate. 

FSOC continues to mull over its authority in 
several areas and could potentially attempt 
to assert itself more actively. Two areas to 
watch are its continued involvement in the 
consideration of further reform of money 
market funds and its authority to designate 
systemically significant non-bank financial 
services companies. 

As we are about to pass the 1-year 
anniversary of the passage of Dodd-
Frank, several dynamics affect the 
way the statute will be interpreted by 
regulatory agencies, the industry, and the 
courts. Looking ahead, these dynamics 
will play a role in shaping the evolution of 
future rules and complicate the landscape 
as firms work to incorporate the new rules 
into their activities.

Diane E. Ambler (Washington, D.C.)
diane.ambler@klgates.com
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Financial Services

Systemically Important Financial Institutions:  
Global Firms and International Financial Regulation

The Dodd-Frank Act

The United States has made the most 
progress relating to SIFI regulation. 
The Dodd-Frank Wall Street Reform 
and Consumer Protection Act (“Dodd-
Frank”), which was enacted on July 21, 
2010, establishes the Financial Stability 
Oversight Council (“FSOC”). The FSOC 
is charged with identifying and monitoring 
systemic risk to U.S. financial markets. 
Consistent with this mandate, the FSOC 
has authority to require that nonbank 
financial institutions whose failure would 
pose systemic risk to the stability of 
financial markets—SIFIs—be placed under 
the supervision of the Board of Governors 
of the Federal Reserve System (“Federal 
Reserve”). Dodd-Frank also extends 
Federal Reserve supervision to large bank 
holding companies with assets in excess 
of $50 billion. 

the development and implementation 
of these new standards. To date, the 
FSOC has issued an Advanced Notice 
of Proposed Rulemaking and a Proposed 
Rule regarding its process for designation 
of nonbank firms. The Proposed Rule’s 
comment period closed on February 25,  
but the FSOC is expected to issue a 
more detailed proposal sometime in 
the summer of 2011 to provide greater 
clarity regarding the specific metrics it 
would use in the designation process. 
The FSOC would proceed to finalize 
the rule after providing an additional 
opportunity to comment on the more 
detailed proposal. In the meantime, the 
Federal Reserve is expected to release 
for public comment this summer proposals 
on the enhanced SIFI supervision regime. 

The Bank of England and the End 
of the Financial Services Authority

In the U.K., Chancellor George Osborne 
has announced plans for legislation that 
would abolish the Financial Services 
Authority (“FSA”) by 2013 and transfer 
most of its power relating to systemically 
important matters to the Bank of England. 
As part of this sweeping change, a 
new trio of regulatory authorities will be 
created to take the place of the FSA. First, 
a Financial Policy Committee (“FPC”) will 

In the wake of the financial crisis, policymakers and regulators in the United States 
and abroad have been undertaking substantial efforts to develop new frameworks 
for designating and supervising systemically important financial institutions 
(“SIFIs”). The global presence of these firms means that, in many cases, large firms 
will be regulated by multiple authorities. Further, despite calls to coordinate and 
harmonize SIFI regulation on an international basis, jurisdictions are considering 
approaches that may result in overlapping and conflicting regulation. 

As part of Federal Reserve supervision, 
and pursuant to the FSOC’s 
recommendations, SIFIs and large bank 
holding companies may be subject to 
heightened prudential requirements, such 
as more stringent capital, leverage, and 
liquidity requirements, in addition to new 
reporting and disclosure requirements. 
Dodd-Frank also provides the Federal 
Deposit Insurance Corporation with 
liquidation authority for the winding 
down of covered financial institutions, 
and its Advisory Committee on Systemic 
Resolution is addressing issues surrounding 
resolutions of SIFIs particularly in cross-
border situations. Additionally, covered 
institutions will be required to submit and 
maintain “living will” resolution plans 
detailing how the institution can be 
dismantled in a time of crisis. 

Following the enactment of Dodd-
Frank, the United States has progressed 
beyond other jurisdictions regarding 
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be established in the Bank of England and 
will be responsible for macro-prudential 
regulation, or regulation of the U.K. 
financial system as a whole. The FPC will 
be charged with identifying, monitoring, 
and removing systemic risks. Second, the 
Prudential Regulation Authority (“PRA”), a 
subsidiary of the Bank of England, will be 
focused on prudential regulation of banks, 
insurers, and complex investment firms, such 
as ensuring sufficient levels of capital to 
meet micro- or firm-specific risks. As such, 
the PRA will have jurisdiction over certain 
financial institutions that pose risks to the 
stability of the U.K. market. Finally, the 
Financial Conduct Authority (“FCA”) will be 
charged with consumer financial protection 
functions and with promoting confidence in 
financial services and markets.

Each of these new regulators will have 
defined roles regarding how they will 
promulgate rules and share jurisdiction in 
ensuring market stability. That said, the 
U.K. is still at an early stage in the reform 
process, and many of the details have 
yet to be developed. Legislation directing 
these changes abolishing and replacing 
the FSA is expected to be in place by 
2012, followed by a period of regulation 
promulgation and implementation. 

The European Systemic Risk Board 
and the European System of 
Financial Supervisors

The European Commission 
(“Commission”) has created two new 
regulatory bodies charged with ensuring 
the stability of European financial 
markets as a whole and coordinating 
with national regulators of each member 
state. Similar to the approach taken by 
the U.K., the Commission is separately 
tackling the identification of systemic risk 
at the macro and micro levels. 

A new European Systemic Risk Board 
(“ESRB”) was established by the 
Commission via legislation on December 
16, 2010. The ESRB is tasked with 
monitoring and assessing risk to the 
stability of financial markets as a whole. 
The seat of the ESRB is in Frankfurt; it is 
chaired by the European Central Bank; 
and it is comprised of the national central 
banks of the member states, the national 
regulators of the member states, and the 
European Supervisory Authorities. As 
part of its responsibility, the ESRB has 
the power to issue recommendations 
and warnings to the member states, their 
national regulators, and the European 
Supervisory Authorities. Member states 
must then comply or provide adequate 
explanation as to how the identified risk(s) 

will be mitigated. The ESRB also will 
coordinate on the macro level with the 
Financial Stability Board created by the 
Group of 20, as discussed below.

To implement micro-prudential regulations, 
the Commission created the European 
System of Financial Supervisors (“ESFS”). 
The ESFS will supervise individual financial 
institutions that would pose a widespread 
threat if they were to falter or fail. The 
ESFS comprises three EU-level financial 
services committees: the European Banking 
Authority, located in London; the European 
Insurance and Occupation Pensions 
Authority, located in Frankfurt; and the 
European Securities and Markets Authority, 
located in Paris. Each committee will 
determine its own set of factors that may 
trigger increased supervision. 

The G-20 Approach: The Financial 
Stability Board

In 2008, the Group of 20 (“G-20”) 
replaced the Financial Stability Forum 
(which had been founded in 1999 by 
the G-7 Finance Ministers and Central 
Bank Governors to promote stability 
in the international financial system 
through enhanced cooperation among 
national and international supervising 
bodies and financial institutions) with 
the Financial Stability Board (“FSB”). 
The FSB expanded the membership of 
the Financial Stability Forum in order to 
enhance the ability of national regulators 
to assess the vulnerabilities of financial 
institutions and to develop supervisory 
policies to advance financial stability.

In November 2010, the FSB made 
recommendations to the G-20 leaders 
regarding regulation and supervision of 
“Global Systemically Important Financial 
Institutions,” or G-SIFIs. Recognizing that 
G-SIFIs vary in structure, activity, and 

New regulators will have  
 defined roles with respect to how 
they will promulgate rules  
   and share jurisdiction.
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degree of risk posed to financial markets, 
the FSB will work with national regulators 
and utilize both qualitative and quantitative 
measures to identify G-SIFIs, as well as the 
degree of necessary supervision. 

Both U.S. and international regulators 
have said they support G-SIFI 
requirements to have more stringent 
capital requirements, which may exceed 
the Basel III minimums (see next article), 
and requirements to have higher levels 
of contingent capital that can be “called 
in.” Each G-SIFI will have to maintain 
resolution plans—similar to the “living 
wills” mandated by Dodd-Frank. Each of 
these requirements will be applied in a 
manner commensurate with the level of risk 
posed by the institution. The FSB will also 
assist in the timely and orderly resolution of 
institutions, as necessary.

The FSB hopes to have criteria for 
designation and resolution by mid-year 
so that national regulators can use 
the criteria as they develop their own 
resolution frameworks, and a peer-
review process can begin to take place 
in 2012. Additionally, the FSB hopes to 
facilitate the implementation of home-
host state agreements regarding the 
supervision of G-SIFIs and to report on 
institution-specific resolution plans by the 
end of 2012.

Conclusion

The enactment of Dodd-Frank marked 
the beginning of SIFI regulation. The 
regulatory framework the United 
States is now developing will be an 
important influence as policymakers and 
regulators abroad continue to develop 
and implement rules. As these various 
approaches take shape, financial firms 
will be required to navigate multiple 
new regulatory regimes, some of which 
may be complementary or conflicting. 
Understanding the interplay between 
these regimes will be necessary for 
success in a new era of sweeping 
financial regulation.

Daniel F. C. Crowley (Washington, D.C.)
dan.crowley@klgates.com

Bruce J. Heiman (Washington, D.C.)
bruce.heiman@klgates.com

Philip J. Morgan (London)
philip.morgan@klgates.com

The authors acknowledge the assistance of 
summer associate Nickolas G. Milonas for his 
contributions to this article.
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Basel III Liquidity Standards and Other Developments  
Af fecting Bank Cash Management Services

In the coming months, Group of Twenty (“G-20”) nations will be implementing 
new bank liquidity standards as part of the international financial reforms known 
as Basel III, the third set of global regulatory standards put forward by the Basel 
Committee on Banking Supervision. Together with several parallel regulatory 
reform efforts, these changes will affect corporate cash management and 
competition between banks and other institutions providing related services.

Basel III Liquidity Standards

Although Basel III’s new capital standards 
have received more attention in the 
press, Basel III also includes two liquidity 
ratios to ensure that adequate funding is 
available in times of stress. The liquidity 
coverage ratio aims to ensure that 
adequate high quality liquid assets are 
available throughout a short-term period 
of stress lasting thirty days. The net stable 
funding ratio seeks to ensure liquidity 
needs are met over a longer, 1-year 
period. To meet these standards, many 
banks will need to adjust by investing 
a larger portion of their assets in liquid, 
lower yield instruments. Given the stringent 
capital requirements of Basel III and other 
regulatory mandates, banks may be hard 
pressed to concurrently build reserves of 
liquid assets in order to meet the new 
liquidity standards.

U.S. regulators expect to propose 
regulations implementing Basel III 
liquidity and capital standards in late 
2011, with final rules to be effective 
before 2013. Implementing the liquidity 
standards in the United States will be 
complicated by the separate regulatory 
reforms discussed below.

Banks Paying Interest on Business 
Checking Accounts

Effective July 21, 2011, the Dodd-
Frank Wall Street Reform and Consumer 
Protection Act (the “Dodd-Frank Act”) 
repeals the long-standing prohibition on 
banks paying interest on business checking 

accounts. Banks and their institutional 
customers may enjoy these new interest 
bearing demand deposit accounts because 
paying directly for these accounts would be 
structurally simpler than many of the cash 
sweep programs used today. However, 
banks competing in this new environment 
will face increased economic pressure in 
the form of increased interest rate costs. 
In addition, it is likely that the competition 
within the banking industry will favor larger 
institutions over smaller institutions because 
they will be able to better absorb the higher 
costs. Nevertheless, this cost pressure 

will be especially acute for all depository 
institutions because it comes at a time when 
banks are simultaneously building their 
capital and liquidity reserves.

Deposit Insurance Advantage for 
Business Checking Accounts

The new interest bearing demand deposit 
account for businesses presents banks 
with an opportunity to compete more 
effectively with money market funds 
(“MMFs”), which offer a highly liquid 
and secure investment with a traditionally 
higher yield than the non-interest bearing 

Financial Services
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demand deposit account. Banks that 
can pay competitive rates on business 
checking accounts will have an additional 
advantage over MMFs because these 
deposits will be insured by the Federal 
Deposit Insurance Corporation (“FDIC”) for 
up to $250,000 per depositor. Further, it 
may be the case that the market will find 
a way to replicate the deposit exchange 
programs used in the CD arena to enable 
business customers to receive $250,000 
on each portion of their demand deposit, 
which would be spread among multiple 
depository institutions, effectively obtaining 
full insurance for business deposits.

Key Definitions Being Developed

As a matter of balance sheet 
management, the issue for banks 
adapting to the liquidity ratios will 
depend on how deposits are classified 
as “stable” and “less stable” for 
purposes of predicting liquidity demands 
during times of stress. Basel III, however, 
provides only general guidance as to 
how these terms should be defined, 
calling on each G-20 nation to develop 
more detailed definitions during 
implementation. In the United States, any 
such definitions will likely depend on the 
conclusions of the FDIC’s current study of 
deposit classifications. The FDIC study, 
required under the Dodd-Frank Act by 
July 21, 2011, must assess the relative 
stability of “brokered” and “core” 
deposits and is expected to recommend 
a new classification system that will 
sort various types of deposits along a 
continuum of stability. 

International Influences

U.S. regulators have endorsed Basel III, 
including its liquidity standards, and are 
expected to implement it in its entirety, 
but certain authorities have signaled 
resistance to the liquidity standards. For 
example, the European Commission’s 
draft implementation rules state that the 
EU will consider proposing one of the 
liquidity ratios only after an observation 
and review period. Similarly, Bank of 
Canada Governor Mark Carney has 
recently stated that global regulators may 
amend the liquidity standards as part of 
implementation. Foreign resistance could 
increase pressure on U.S. regulators 
to similarly adjust the Basel III liquidity 
standards during implementation.

Conclusion

Adapting to the Basel III liquidity standards 
may prove difficult for banks because of 
simultaneous pressure to increase capital 
reserves, market competition with MMFs, 
and uncertainties about how each G-20 
nation will implement Basel III.

Rebecca H. Laird (Washington, D.C.)
rebecca.laird@klgates.com

Collins R. Clark (Washington, D.C.)
collins.clark@klgates.com

The authors acknowledge the assistance of 
summer associate Nickolas G. Milonas for his 
contributions to this article.
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Challenges for the Islamic Finance Industry—the Need for  
Uniform Standards of Shari’ah-Compliant Finance

rudimentary understanding of Shari’ah 
to grasp the implications. Shari’ah is 
considered the divine will of Allah as 
articulated in the Qur’an (the holy book 
that records the expression of Allah’s will 
for man) and the Hadith (the body of 
documents that records the life and behavior 
of Prophet Muhammed). The legal or 
instructional verses of the Hadith together 
make up the Sunnah. In order to discern 
the detailed laws, norms and customs for a 
Muslim, the Shari’ah authorities over time 
have developed schools of jurisprudence 
to guide their interpretation of the Qur’an 
and Sunnah. While the jurisprudential 
rules are generally consistent among the 
schools, some important distinctions result in 
different legal interpretations and rulings. As 
a consequence, the same financial product 
presented to different Shari’ah schools or 
advisory boards may result in a very different 
ruling regarding its Shari’ah compliance. 
The challenge for government regulators 
is to harmonize and standardize these 
interpretations into a consistent and efficient 
regulatory framework.

Although government regulation of 
Shari’ah-compliant products may provide 
more consistency, it may also face 
opposition. When we consider the 
basis on which Shari’ah compliance 
is determined (that is, the infallible, 
unalterable and authoritative expression 
of Allah’s will) and then try to impose 
government regulation (that is, laws 
created by man) on a Shari’ah-compliant 

financial product, such regulation is 
bound to encounter resistance among 
the Islamic community. Global standard 
setting bodies such as the Islamic 
Financial Services Board (IFSB) and 
Accounting and Auditing Organisation 
for Islamic Financial Institutions (AAOIFI) 
would no doubt need to be involved in 
developing a regulatory framework to be 
implemented by any government.

There is no question, however, that a need 
exists to strengthen regulatory and legislative 
environments to ensure that Shari’ah-
compliant financial products are legally 
enforceable. Such regulation would need to 
include, at a minimum, guidelines on product 
structures, accounting policies and taxation 
implications. The new regulatory framework 
must also be compatible with the practices 
of both mainstream and Islamic finance 
companies - a framework that is supportive 
of the key aspects of Islamic finance, while 
incorporating high standards of disclosure 
and transparency.

Any regulatory framework would also 
need to recognize that regulatory attitudes 
between the Western and Islamic systems 
can differ greatly. For example, a Western 
regulator may question whether a Shari’ah 
advisory board is merely advisory or 
whether it has executive powers, which 
would require additional scrutiny. Likewise, 
the asset and liability structures in Shari’ah-
compliant finance ultimately lead to risk 
sharing (in comparison to risk transfer in 
conventional finance) and may be viewed 
negatively by regulators.

As investment in Shari’ah-compliant finance 
in the West continues to grow and an 
increasing number of global professional 
services firms are now embracing Shari’ah-
compliant bank products, the introduction 
of regulatory structures, increased 
transparency and better corporate 
governance could boost the uptake of 
Shari’ah-compliant products.

Patricia Tiller (Dubai)
patricia.tiller@klgates.com

Shari’ah-compliant finance is one of the 
fastest growing sectors in the global financial 
market, with total funds committed to this 
sector estimated to be in excess of  
US$1 trillion worldwide. By definition, 
Shari’ah-compliant finance refers to a 
financial product that has been structured or 
operates in a way that is considered “legal” 
or “authorized” pursuant to the principles of 
Islam. Compliance with Shari’ah is achieved 
by having a Shari’ah authority, either an 
individual (an Islamic scholar) or most often 
a group of individuals (a Shari’ah advisory 
board) possessing authoritative status, 
approve the particular financial product.

One of the greatest challenges facing 
Shari’ah-compliant finance is that it is 
difficult to find consensus among the body 
of practice that has been adopted by 
banks and the financial service industry to 
comply with the legal dictates of Muslim 
jurisprudence. Similarly, amended regulatory 
standards and governance requirements 
now applicable to international financial 
institutions have not been integrated into the 
Islamic finance industry to the same extent. 
The lack of consistency among Shari’ah-
compliant products that now exists has 
made negotiation of contracts more difficult 
and enforceability of contractual terms less 
certain and creates conflict and ambiguity in 
decisions on the veracity of a transaction in 
terms of its compliance with Shari’ah. 

The impact of government regulation on 
Shari’ah-compliant finance requires a 

The growth in Shari’ah-compliant financial services over the last decade has been 
dramatic. Globally, both local and international banks have sought to introduce 
compliant products and services to their customers in an effort to reach a market eager 
for Islamic products. However, one of the greatest challenges facing this market are the 
so-called “after-sales” issues, including the need for clear legal protection, full disclosure 
and standardization. Government regulation of Shari’ah-compliant finance in the form 
of regulatory frameworks may provide the harmonization and standardization that the 
industry needs to succeed.
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Treasury Narrowly Construes Exemption for Foreign Exchange Swaps and 
Forwards and Does Not Exempt Them From All Dodd-Frank Act Requirements

In enacting the Dodd-Frank Wall Street 
Reform and Consumer Protection Act 
(“Dodd-Frank”), the U.S. Congress 
authorized the U.S. Treasury Department 
(“Treasury”) to exempt FX swaps and 
forwards from the definition of “swap” in 
the Commodity Exchange Act (“CEA”). 
Such an exemption could effectively 
free FX swaps and forwards from most 
of Dodd-Frank’s regulatory requirements 
applicable to other swaps, such as 
centralized trading and clearing. Even if 
Treasury exercises its exemptive authority, 
however, Dodd-Frank will still require that 
FX swaps and forwards be reported to a 
swap data repository or the Commodity 
Futures Trading Commission (“CFTC”) 
and that swap dealers and major 
swap participants entering into such 
transactions comply with Dodd-Frank’s 
business conduct standards.

FX market participants have generally 
welcomed Treasury’s proposed exercise 
of this exemptive authority (on May 5, 

all Dodd-Frank requirements. Dodd-Frank 
amended CEA Section 1a(24) to define 
an FX forward as “a transaction that solely 
involves the exchange of two different 
currencies on a specific future date at a 
fixed rate agreed upon on the inception 
of the contract covering the exchange.” 
It defined an FX swap in CEA Section 
1a(25) as “a transaction that solely 
involves—(A) an exchange of two different 
currencies on a specific date at a fixed 
rate that is agreed upon on the inception 
of the contract covering the exchange; 
and (B) a reverse exchange of the two 
currencies described in subparagraph  
(A) at a later date and at a fixed rate that 
is agreed upon on the inception of the 
contract covering the exchange.” Treasury 
has construed the reference to “exchange” 
of currency narrowly to mean, in effect, 
a transfer of different currencies at 
settlement—which consequently excludes 
all FX transactions that are settled by the 
netting of obligations with payment in a 
single currency.

Large banks and global enterprises manage currency risks by hedging in the very 
deep and liquid markets for foreign exchange (“FX”) swaps and forward contracts. 
These markets have generally been free of material defaults, due in part to the 
typically short duration of the contracts (68 percent mature in less than a week) 
and the market’s well-developed commercial and regulatory conventions.

2011), except that it excludes non-
deliverable forwards (“NDFs”), currency 
swaps, and currency options from relief. 
If Treasury adopts its proposal, in order 
to gain the maximum relief from Dodd-
Frank requirements, it will be necessary 
to structure FX agreements so that they 
come within the statutory definitions of 
an FX swap or forward. Notwithstanding 
the exemptive relief, however, parties 
to those transactions still will need to 
assure that their recordkeeping systems 
will preserve all of the data required 
by Dodd-Frank, and that they will have 
the means to comply with Dodd-Frank’s 
requirements for reporting to swap data 
repositories or the CFTC.

What Would Be Exempt

Under Treasury’s proposed interpretation, 
only those FX transactions that involve an 
actual transfer of different currencies at 
settlement would be exempted. This would 
leave all other FX transactions subject to 
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What Would Not Be Exempt

Pursuant to Treasury’s proposed 
interpretation, currency swaps, currency 
options, and NDFs will be treated as 
swaps under the CEA. An NDF is similar 
to an FX forward, except that settlement 
is made in a single currency, usually U.S. 
dollars. This is often referred to as cash 
settlement. The other currency involved is 
usually subject to restrictions on movement 
imposed by a government authority. 

Because an NDF results in settlement in a 
single currency rather than an exchange 
of currencies, it is being interpreted as 
falling outside of the CEA definition 
of an FX forward. Treasury’s proffered 
construction of the CEA definitions would 
effectively exclude currency swaps and 
currency options from the exemptive 
relief as well, because each of those 
transactions is not settled by transfer of 
different currencies, but rather by a net 
payment, typically in U.S. dollars. 

Some public commenters on Treasury’s 
proposal have advocated that the 
final exemption include NDFs. In this 
regard, the treatment of NDFs, which 
are commonly used in such important FX 
forward markets as Brazil, China, Korea, 

and emerging countries, is particularly 
surprising because they have always been 
an integral part of the forward market 
and have been treated as forwards 
under international regulation. NDFs are 
specifically designed and documented as 
forwards through standard agreements 
developed by responsible organizations 
such as the International Swaps and 
Derivatives Association, Inc. (“ISDA”) and 
have terms that are materially different from 
swaps. The contracting parties to an NDF 
end up with a single currency settlement 
regime not because they want that result, 
but because of government-imposed 
currency controls.

Conclusion

Treasury’s proposed interpretation would 
treat currency swaps, currency options, 
and NDFs as swaps under the CEA and 
thus, if Treasury adopts the proposed 
interpretation, parties entering into such 
transactions will be, absent another basis 
for an exemption, subject to all Dodd-Frank 
requirements (the commercial end-user 
exemption, which applies to all swaps, 
would, for example, at least exempt 
transactions with commercial end-users 
from mandatory clearing requirements).

Entities that trade various currency-related 
instruments thus must carefully assess the 
contours of any final Treasury exemption, 
both to achieve the maximum possible 
relief from the requirements of Dodd-
Frank and to assure that their compliance 
regimes are adequate to comply with 
reporting and business conduct standards 
that would be applicable even to exempt 
FX swaps and forward contracts.

Lawrence B. Patent (Washington, D.C.)
lawrence.patent@klgates.com

Charles R. Mills (Washington, D.C.)
charles.mills@klgates.com
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U.S. Housing Finance Reform: Privatization, the Ailing RMBS Market  
and the (Imminent?) Legislation of Covered Bonds

would require a sponsor or other 
securitizer to retain at least 5 percent of 
the credit risk related to an underlying 
mortgage pool whose mortgages do 
not qualify as “qualified residential 
mortgages” (or “QRMs”). A QRM is, in 
effect, a mortgage that satisfies fairly 
stringent underwriting criteria. Although 
tighter underwriting criteria would appear 
to increase the credit quality of mortgage 
loan collateral, the common wisdom 
among a number of RMBS-market 
participants is that fewer borrowers 
will be able to satisfy these tighter 
underwriting standards, resulting in fewer 
affirmative loan-underwriting decisions 
by lenders and fewer securitizable 
loans. With housing credit harder to 
come by, the demand for housing would 
decline; and, with a decline in demand, 
home prices would become even more 
depressed—another obstacle to the 
recovery of RMBS.

This past winter, the Obama Administration released its so-called “white paper” on 
housing finance reform. The white paper set out the contours of three alternative 
plans for reforming the U.S. housing finance system. All three alternatives shared 
one defining goal—the increased privatization of the U.S. housing finance system. 
It is interesting to consider what such a system would look like. If anything is clear 
from the white paper, it is that, to the Administration, greater privatization would 
entail (1) reducing the size and scope of governmental programs that, since the 
1930s, have insured or guaranteed mortgage borrowing and (2) the gradual, but 
complete, winding down of both the Federal National Mortgage Association (or 
“Fannie Mae”) and the Federal Home Loan Mortgage Corporation (or “Freddie 
Mac”), the two “government-sponsored enterprises” or “GSEs”. According to 
recent market data, these entities have financed a little over 50 percent of the 
$10.5 trillion in mortgages that were outstanding in the United States in May 
2011 and over 90 percent of all mortgage loan originations in the United States 
since 2007. That begs the questions: What would fill in the gap? And where 
would reliable, cost-effective and private capital come from?

It is doubtful, for now, that the gap could 
be filled in any significant way by a 
return of the private-label residential-
mortgage-backed securities (or “RMBS”) 
market. That market, which, before the 
financial crisis, exceeded $1 trillion in 
annual issuance, remains a shadow of 
its former self, and a number of factors—
some economic and others legal—stand 
in the way of its revival. The economic 
factors stem primarily from the fact 
that residential-mortgage interest rates 
are at historic lows and, even through 
low interest rates may bolster home 
prices, they make it hard to structure 
an RMBS transaction, which requires 
an attractive “spread” between the 
interest generated on its underlying pool 
of mortgage loans and the weighted 
average coupon payable on the debt 
securities sold to investors. Limiting legal 
factors stem primarily from one of the 
featured requirements of the Dodd-Frank 
Act—that most sponsors of securitization 
transactions retain a slice of the credit 
risk related to the assets they securitize. 
The risk-retention rules that have been 
proposed under the Dodd-Frank Act 
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So, to return to our initial question: 
where will private capital be sourced? 
If the GSEs are to shrink and the RMBS 
market is to remain stuck, many believe 
the housing-finance market will open 
up opportunities for banks and eligible 
non-bank mortgage-lenders in the 
United States to finance their lending 
through the issuance of covered bonds. 
Covered bonds have had a long 
history in Europe but have had only a 
short and very limited run in the United 
States during the years immediately 
preceding the financial crisis. Only 
two issuers in the United States have 
come to the market with covered bonds 
to date—Washington Mutual in late 
2006 (whose program was assumed 
by JPMorgan Chase when JPMorgan 
Chase acquired its assets from the FDIC 
in 2008) and then Bank of America in 
early 2007. Other issuers are known to 
have taken steps toward implementing 
a covered bond program but, in large 
part, due to the complexity—and the 
added cost—of the structures that have 
developed under existing U.S. law, have 
not taken their programs forward. For 
the market to flourish, what is needed 
is a statutory framework for covered 
bonds, something that exists in nearly 
every European country in which covered 
bonds are established as a primary 
source of funding for mortgage-lending 
and something that is needed in the 
United States to eliminate impediments to 
covered bond structures that are present 
in both the Federal Deposit Insurance Act 
and the Bankruptcy Code.

Fundamentally, a covered bond is a 
simple debt product. It is a bond that is 
secured by a dynamic pool of mortgage 
loans or, sometimes, other financial 
assets and that provides its holder with 
dual recourse to both the issuer of the 
bonds and the pool of mortgages or 
other assets following an issuer default or 
insolvency. A defining characteristic of a 
covered bond (and something that has 
associated covered bonds with structured 
or securitized debt, even though they 
are quite different) is that a default or 
insolvency of the issuer generally does not 
accelerate payment of the bonds; if the 
issuer stops paying or an event of default 
occurs, the bonds are then serviced from 
the cash generated by the asset pool as 
they would in a securitization. However, 
no acceleration of the bonds would occur, 
and investors would not be expected to 
accept any prepayment risk, as long as 
the asset pool is managed to required 
standards through the bonds’ originally 
contemplated maturity date. However, 
unlike RMBS and asset backed securities, 
covered bonds are a form of on-balance 
sheet financing, in which the issuer has 
complete “skin in the game”—music to 
a post-Dodd-Frank regulator’s (and many 
investors’) ears.

The size of the investor base for covered 
bonds is substantial. Until recently, the 
investor base was largely a foreign 
one, but more and more “rates product” 
investors in the United States are stepping 
up to buy the product, mostly from 
non-U.S. issuers. The issuance volume 
of Euro-denominated covered bonds 
approached €200 billion in 2010, 

Where will private capital  
     be sourced? 

and the issuance volume of U.S.-dollar-
denominated covered bonds reached 
only about US$29 billion during the same 
period. It is important to note that, of the 
$29 billion of covered bonds issued in 
U.S. dollars in 2010, approximately 57 
percent were issued by Canadian issuers; 
20 percent by French issuers; 11 percent 
by Norwegian issuers; 3 percent by 
Swedish issuers; and 3 percent by U.K.-
based issuers. Missing in a big way from 
the U.S.-dollar-covered-bond market, and 
from the Euro-covered-bond market too, 
were U.S. issuers. In recent months, as the 
need for a statutory framework for U.S. 
covered bonds has emerged in legislative 
and regulatory circles in Washington, 
the absence of U.S. issuers from the U.S. 
market has politicized the debate around 
the need for covered bond legislation. 
Why, one component of the argument in 
favor of the legislation goes, shouldn’t a 
framework be legislated if the framework 
would enable U.S. banks to more easily 
and cost-effectively access the U.S. capital 
markets to finance their mortgage lending 
if so many foreign banks (with the support 
and benefit of their home country statutes) 
are doing just that? 

The champion of covered bonds in 
Congress has been U.S. Representative 
Scott Garrett (R-NJ). Rep. Garrett has 
introduced various versions of a covered 
bond bill to the House of Representatives, 
the most recent and most comprehensive 
of which was introduced in March 
2011 and is working its way through 
committee. If the Garrett bill becomes 
law, it would implement a statutory 
framework for, and a program for the 
regulatory oversight of, the issuance of 
covered bonds by U.S. issuers that would 
be precisely what the market needs to 
get started in a more meaningful and 
permanent way. The Garrett bill would do 
so, in part, by clearly providing for the 
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creation of an over-collateralized cover-
pool “estate” that would independently 
survive a default by, or the insolvency of, 
the issuer of the covered bonds, and be 
fully segregated and held separate and 
apart from the other property of the issuer 
during its receivership, conservatorship, 
or insolvency. It would also require the 
establishment of an overall covered bond 
regulatory oversight program.

As a result of the changes in the 
composition of the House following 
the 2010 election, the sponsors of the 
Garrett bill are now in positions of greater 
Congressional influence. Rep. Garrett is 
the chairman of the House Subcommittee 
on Capital Markets and Government-
Sponsored Enterprises; the bill’s co-sponsor, 
Rep. Spencer Bachus (R-AL), is the 
chairman of the House Financial Services 
Committee. In the fine print of its white 
paper, the Administration indicated that 

it would work with Congress to consider 
and develop a covered bond market for 
U.S. issuers. In that regard, and given the 
stated intent of the Administration to wind 
down the GSEs, “to scale back the role of 
government in the mortgage market, and 
[to] promote the return of private capital 
to a healthier, more robust mortgage 
market,” covered bonds’ time may have 
come. Covered bonds are certainly not 
a silver bullet to right all things that went 
wrong with housing finance in the years 
that led up to the recent crisis, but they 
certainly are a great tool to have in the 
system’s toolbox for accomplishing what 
now needs to be done and for what the 
current Administration wants to be done in 
that regard.

Howard M. Goldwasser (New York)
howard.goldwasser@klgates.com
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DOL Plans to Expand Regulatory Impact of ERISA

Redefining ERISA’s Definition 
of “Investment Advice” and 
“Fiduciary”

In October 2010, the DOL proposed one 
of the most significant regulatory changes 
in decades—revising the long-standing 
regulatory definition of “investment advice” 
for purposes of ERISA. Under ERISA, a 
person is a fiduciary to the extent that 
the person “renders investment advice for 
a fee or other compensation, direct or 
indirect, with respect to any moneys or other 
property” of a plan or has any responsibility 
to do so. Fiduciaries bear heightened 
responsibilities under ERISA, including a 
standard requiring that they put plan interests 
ahead of their own and complicated rules 
intended to prevent conduct that has the 
potential for self-dealing.

In 1975, shortly after ERISA was 
enacted, the DOL issued a regulation 
defining “investment advice” for 
purposes of ERISA. That regulation 
currently provides that a person provides 
investment advice for purposes of ERISA 
if the person (1) provides individualized 
advice to a plan about the value of 
securities or other property or makes 
individualized recommendations about 
the advisability of investing, buying or 
selling securities or other property and 
also (2) either has discretionary authority 
or control over investment of plan assets 
or provides the advice on a “regular 
basis,” pursuant to a mutual agreement 
that the advice will serve as a “primary 

basis” (emphasis added) for the plan’s 
investment decisions.

Perhaps the most important feature of 
the current regulation is that it clearly 
distinguishes between persons who 
are central to a plan’s investment 
decisions and persons who may provide 
information about investments, such as 
brokers or sales people, but who are not 
normally central to decisions about plan 
investments. Under the current regulation, 
the former are fiduciaries and the latter 
generally are not. 

However, the DOL believes that the 
current regulation is far too narrow and 
outdated. The DOL is concerned that it 
permits persons to provide advice about 
investments to plans to be compensated 
for that advice and yet to escape 
responsibility under ERISA for providing 
that advice. The DOL has also asserted, 
without providing much detail, that the 
current regulation has hampered DOL 
enforcement actions. 

The DOL’s proposed rule would 
significantly transform the current regulation 
by adopting a much broader definition of 
investment advice that would subject more 
persons to ERISA’s fiduciary rules. 

Specifically, the DOL’s proposed rule 
would provide that “investment advice” 
includes a wide range of advice, 
opinions, recommendations and 
appraisals regarding buying, selling, 
investing in, or managing securities 

or other property. More importantly, 
the proposed rule would eliminate the 
provision in the definition that requires 
that one have discretionary authority or 
provide investment advice that would be 
the “primary basis” for a plan’s decisions. 
Instead, the proposed definition only 
provides that, to be an investment adviser, 
a person:

(a) Represents or acknowledges that it 
is an ERISA fiduciary with respect to the 
advice or recommendations;

(b) Is otherwise a fiduciary under ERISA;

(c) Is an “investment adviser” within the 
meaning of the Investment Advisers Act 
of 1940 (whether or not the adviser is 
required to be registered); or

(d) Provides the advice or makes 
the recommendations pursuant to an 
agreement, arrangement or understanding 
between the plan (or plan fiduciary, 
participant or beneficiary) that the advice 
or recommendations “may be considered 
in connection with” investment decisions 
involving the plan’s assets, and the advice 
is individualized based on the particular 
needs of the plan, plan fiduciary, or 
participant or beneficiary.

Compared to the current regulation, the 
DOL’s proposed rule greatly expands the 
type of information that is considered 
to be investment advice, the universe of 
people who might become fiduciaries, 
and the circumstances in which those 
persons could become fiduciaries by 
providing the information. 

Although the proposed regulation has 
exceptions, there are concerns that 
these exceptions are not meaningful. For 
example, the exception for sales activities 
effectively requires the person giving 
“advice” in a sales context to demonstrate 
that (i) the recipient of the advice knew 
or should have known that the advice 
was provided in the giver’s capacity as a 

For the remainder of 2011, the U.S. Department of Labor (“DOL”) is focusing 
on a number of regulatory initiatives that will affect employee benefit plans, 
employers, and service providers, particularly in the financial services industry. The 
most notable initiative is the proposed rule that would redefine what constitutes 
“investment advice” and thus who is regulated as a “fiduciary” for purposes of the 
Employee Retirement Income Security Act of 1974 (“ERISA”). In addition, the DOL 
is moving on initiatives that would expand the scope and manner of disclosure 
under ERISA. These initiatives could have a significant impact on employee benefit 
plans and their service providers. 
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purchaser or seller (or as an agent of or 
appraiser for such a purchaser or seller) 
of securities or property whose interests 
are adverse to the plan or participant 
and (ii) the giver is not undertaking to 
provide impartial investment advice. 

The proposed rule has been extremely 
controversial and has been the subject 
of intense discussions involving the DOL, 
service providers, the SEC, CFTC and 
other agencies, and Congress, perhaps 
because the DOL’s frank statements to 
the effect that more people should be 
held accountable for “conflicted” advice 
prompted unprecedented comment. The 
DOL received 201 comments, including 
numerous comments from Senators and 
members of Congress. In response to 
requests for a hearing, the DOL held 
a two-day hearing with numerous 
witnesses. The DOL took the unusual step 
of inviting post-hearing comments and 
received an additional 61 comments, 
many of which took issue with statements 
made by DOL staff during the hearing. 

Many commenters expressed concerns 
that the DOL’s proposed rule will effectively 
force service providers to alter their 
conduct in ways that are not beneficial to 
plans, for example, by limiting information 
they provide in order to avoid fiduciary 
status or by closing to plans lower-cost 
programs that are not intended to involve 
fiduciary services. Many commenters 
also noted that the proposed rule would 
make numerous existing exemptions issued 
by the DOL unavailable. Finally, many 
commenters questioned the application of 
the proposed rule to Individual Retirement 
Accounts (or “IRAs”). 

In general, the DOL has attempted 
to address the concerns raised by 
commenters while repeatedly stating 
their intention to finalize the rule without 
significant changes. Additionally, the 
DOL has been actively meeting with 
other agencies to discuss and eliminate 
possible inter-agency conflicts that might 
flow from the DOL’s proposed rule. For 

example, in an effort to allay widespread 
concern that the sales exception would 
be inconsistent with forthcoming CFTC 
rules affecting swap dealers, DOL 
Assistant Secretary Phyllis C. Borzi took 
the unusual step of publicly writing to 
CFTC Chairman Gary Gensler to state 
that, in her view, the DOL and CFTC 
proposed rules could be consistent. 

Given the DOL’s obvious desire to finalize 
the rule without significant changes, 
many observers remain concerned. Due 
to the transformative nature of the DOL’s 
proposed rule, employee retirement 
plans and their service providers face 
potentially significant regulatory changes 
that could impact business models and 
thus the services available to plans. 

Expanding the Scope and Manner 
of ERISA Disclosures 

Additionally, the DOL is working on 
changes or possible changes to ERISA’s 
disclosure rules. Key areas include 
disclosures by service providers and 
disclosures regarding target date funds. 

Disclosure by Service Providers to 
Plans—The Interim Final 408(b)(2) 
Regulation

The DOL is expected to provide guidance 
on “point of sale”-type disclosures that 
service providers must make to plans 
beginning January 1, 2012. Last 
summer, the DOL issued an “interim 
final regulation” that, like the proposed 
redefinition of investment advice, 
amended and transformed a long-standing 
and well-established DOL regulation. 

The revised regulation requires a service 
provider to disclose the services it will 
perform, the role in which the service 
provider will do so (particularly whether the 
service provider will be a fiduciary or not), 
and the compensation the service provider 
expects to receive, both directly (i.e., from 
the plan or employer) or indirectly (e.g., 
from third parties such as 12b-1 fees or 
commissions). Although the new provisions 

were to be effective July 16, 2011, the 
DOL delayed the effective date until  
January 1, 2012. When the DOL 
announced in February 2011 its intention 
to delay the effective date, the DOL 
suggested that the delay would allow 
time to promulgate a final rule or provide 
additional guidance and, ideally, a final 
regulation. But when additional guidance 
is forthcoming, this regulation will burden 
service providers with yet another set of 
disclosure rules. 

Disclosures about Target Date Funds 

Target date (or life-cycle) funds, which 
are mutual funds that automatically adjust 
their investment mix and risk allocation 
to become more conservative over time, 
have become an increasingly common 
option in participant-directed 401(k) 
plans. These funds are often used as an 
automatic default investment option in 
such plans, since they can be “qualified 
default investment alternatives” or “QDIAs” 
under DOL rules. Existing DOL regulations 
mandate certain disclosures to participants 
in 401(k) plans and disclosures regarding 
QDIAs. After a number of target date 
funds declined in value in the 2008-2009 
market downturn, target date funds were 
the subject of criticism that they took on 
more investment risk than plan participants 
had thought. In December 2010, the 
DOL issued a proposed regulation setting 
forth additional disclosures for target 
date funds, which were intended in part 
to address these criticisms. The proposal 
would require disclosure of information 
similar to that required of other mutual 
funds and other common investment 
options but also additional disclosure 
about how the target date fund’s asset 
allocation changes over time. Given 
the DOL’s stated desire to coordinate 
the effective dates of other disclosure 
regulations, it is likely that the DOL will 
issue final regulations by December 2011.

David Pickle (Washington, D.C.)
david.pickle@klgates.com

Financial Services
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While attention in Washington is focusing on tax reform and deficit reduction, 
it would be easy to lose sight of key tax policy debates this summer over 
implementation of existing laws. Nowhere is this more apparent than in the U.S. 
Treasury Department’s efforts to put into force the Foreign Account Tax Compliance 
Act (“FATCA”), sweeping tax legislation aimed at thwarting offshore tax evasion 
by U.S. persons. 

Enacted in March 2010, FATCA provides 
the Internal Revenue Service (“IRS”) with 
additional tools to identify U.S. holders 
of foreign financial accounts and entities. 
Congress reasoned that such information 
was necessary as a matter of tax policy 
to prevent U.S. taxpayers from using such 
accounts to hide income. 

Beginning in 2013, FATCA will require 
both foreign financial institutions 
(“FFIs”) and non-financial foreign 
entities (“NFFEs”) to obtain and report 
information annually to the IRS about their 
U.S. account holders and owners. FFIs 
and NFFEs that fail to comply face a  
30 percent withholding tax. Withholding 
applies to almost all types of U.S.-source 
income, including interest, dividends, 
royalties, wages, gross proceeds from the 
sale of U.S. stocks and bonds, and other 
remuneration. Withholding applies to all 
such payments to a non-compliant FFI or 
NFFE, even to income payable to non-
U.S. account holders and owners.

FFIs include hedge funds, funds-of-funds, 
or other private funds—and an equity 
interest in such funds would generally 
be treated as a financial account for this 
purpose. NFFEs can include corporations, 
partnerships or trusts. 

To date, Treasury has issued two notices 
providing FATCA guidance, but there 
remain many unanswered questions of 
scope and implementation. 

Treasury’s Implementation of Foreign Account Information  
Reporting Law Stokes Controversy

The issues of main concern addressed by 
the guidance to date relate to:

•  Procedures that FFIs must have in place 
to identify U.S. persons among their 
account holders;

•  Rules for calculating how much U.S. 
tax an FFI must withhold on payments 
to account holders who have not 
complied with FATCA; and

•  Exemptions for various classes of 
entities and payments with a low risk of 
tax evasion.

In general, all FFIs will be required to pore 
over their accounts (including depository, 
custodial and investment accounts) to 
determine whether they have any U.S. 
account holders. Even institutions that know 
they have no U.S. account holders still will 
have to certify they have no U.S. account 
holders to the IRS to avoid the 30 percent 
withholding tax. 

The guidance issued by Treasury so far 
sets forth stringent and comprehensive 
procedures to establish U.S. ownership, 
especially for private banking clients and 
high-wealth accounts (those with balances 
of $500,000 or more). Institutions must 
certify to the IRS that they have followed 
all of the procedures to determine 
U.S. status, non-U.S. status, or that an 
account holder is “recalcitrant,” e.g., the 
owner refuses to provide the information 
necessary to establish the owner’s status. 

FATCA requires an FFI to withhold on 
“passthru payments” made to recalcitrant 
account holders or other FFIs that have 

not entered into information-sharing 
agreements with the IRS. However, the 
mechanics are unclear if a foreign bank 
receives a U.S.-source dividend and 
then makes a payment to a recalcitrant 
account holder. For example, it remains 
to be seen how much of the payment 
is “attributable” to the dividend, and 
thus a “pass-thru payment” subject to 
withholding. The latest guidance adopts 
an expansive approach based on the 
ratio of the FFI’s U.S. assets to its total 
assets. The Treasury, however, may 
consider modifying this approach for 
specific categories of FFIs or payments.

There also is significant uncertainty over 
“deemed compliant” institutions, which 
are those considered to pose a low risk 
of tax evasion, or that can establish they 
do not do business with U.S. persons. In 
general, the various exceptions provided 
thus far in Treasury guidance have been 
quite limited.

Congress granted Treasury broad 
regulatory authority in this far-reaching 
statute, and the department has signaled 
its intent to make further changes to the 
guidance based on additional comments 
and recommendations from stakeholders: 
tax compliance officers and their 
advisers have already told Treasury that 
FATCA’s January 1, 2013, effective date 
is unrealistic.

In any case, drafting of guidance for 
implementing FATCA is likely to remain a 
fluid process and those who care about the 
issue would be advised to remain vigilant.

Roger S. Wise (Washington, D.C.)
roger.wise@klgates.com

Mary Burke Baker (Washington, D.C.)
mary.baker@klgates.com
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Environmental Policy—One Year Later

A little more than year ago, the U.S. Congress was seriously considering cap and 
trade legislation. That was before the mid-term election resulted in the election of 
87 freshman Republicans. Now, six months into the 112th Congress and sixteen 
months before the presidential election, with the prospects for cap and trade 
legislation long gone, the debate has shifted from legislation to regulations.

This year, the U.S. Environmental 
Protection Agency (“EPA”) has 
aggressively moved forward on its 
regulatory agenda to control greenhouse 
gas emissions and hazardous and 
conventional air pollutants from utilities, 
power plants, and other sources. EPA 
actions include: 

•  Final cement, utility, and boiler rules 
requiring maximum achievable control 
technology (“MACT”) to control 
hazardous air pollutants; 

•  Final commercial and industrial solid 
waste incinerator (“CISWI”) and 
non-hazardous secondary materials 
(“NHSM”) rules that define tires, wood 
debris, and other biomass as a waste 
rather than fuel, and subject units 
burning these newly defined wastes to 
stringent incinerator standards; 

•  A proposed Clean Water Act section 
316(b) cooling water rule that controls 
water intake used to cool utility plants; 

•  Implementation of the greenhouse gas 
tailoring rule and guidance, which 
require permits and best available 
control technology to reduce greenhouse 
gas emissions from large sources; 

•  Proposed coal ash regulations that may 
define ash as hazardous; and

•  Proposed guidance that expands 
federal jurisdiction and the number 
of water bodies subject to the Clean 
Water Act. 

EPA also is beginning to consider 
effluent limits and discharge standards 
for waste water from hydraulic fracturing 
operations. The common thread in 
most of these rulemakings is to tighten 
emissions standards and discharge 
limits on carbon-based industry sectors 
including coal, chemical, oil and gas, 
utilities, and mining. 

Outlook

Most of these actions have generated 
considerable opposition in Congress and 
from many outside groups, resulting in 
legal and legislative setbacks for EPA and 
in regulatory uncertainty.

On the legal front, many of EPA’s recent 
actions, including the MACT and 
greenhouse gas permitting rules, are 
being challenged. Several groups have 
filed petitions challenging EPA over its 
greenhouse gas tailoring rule and over its 
utility, boiler, CISWI, and NHSM rules. 
As more EPA rules advance, there will 
undoubtedly be more litigation. 

On the legislative front, EPA has been 
subject to unprecedented funding cuts 
and oversight. The House initially passed 
legislation that would have cut EPA’s 
budget by $3 billion, but Congress 
settled on a cut of about $1.6 billion, 
reducing the agency’s budget to $8.7 
billion. More significant cuts are likely, 
including possible personnel reductions 
once Congress takes up EPA’s 2012 
budget later this summer.
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EPA’s regulatory agenda has been under 
the Congressional microscope, primarily 
regarding its potential economic impact. 
EPA Administrator Lisa Jackson has 
been a frequent guest of House Energy 
and Commerce committee chairman 
Fred Upton (R-MI), House Oversight 
and Government Reform committee 
chairman Darrell Issa (R-CA), and 
House Appropriations subcommittee 
chairman Mike Simpson (R-ID), appearing 
before Congress more than any other 
cabinet official during the first session 
of the 112th Congress. With so many 
controversial EPA rules still pending and 
with the election nearing, Administrator 
Jackson will almost certainly be asked 
to spend even more time on Capitol Hill 
throughout the summer and fall.

All of this attention on EPA is starting to 
have an impact. The White House is 
now more closely reading the election 
tea leaves, and EPA is beginning to show 
some flexibility, such as issuing a 3-year 
waiver from greenhouse gas permitting 
requirements for facilities using certain 
biomass, agreeing to reconsider the boiler 
MACT and CISWI rules and stay the 
effective date of these rules until after they 
are reconsidered, delaying the issuance 

of the coal ash regulation until after the 
election, and proposing cost-effective 
options that utilities can use for meeting 
cooling water intake requirements. 

The situation remains unsettled. This creates 
uncertainty, but it also provides companies 
an opportunity for some regulatory relief. 
With the election just around the corner and 
the economy a major issue, the window 
will be wide open for the next few months 
for those who want to make their case for 
further regulatory flexibility. This opportunity 
may be especially welcome to biomass 
companies, utilities, natural gas developers, 
coal producers, and others who are 
potentially affected by EPA regulations 
and policies and who may want to seek 
additional regulatory changes.

Cliff L. Rothenstein (Washington, D.C.)
cliff.rothenstein@klgates.com

Michael W. Evans (Washington, D.C.)
michael.evans@klgates.com

Cindy L. O’Malley (Washington, D.C.)
cindy.omalley@klgates.com

William H. Hyatt, Jr. (Newark)
william.hyatt@klgates.com
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Battles over the Regulation of Hydraulic Fracturing

Natural gas is a comparatively clean and abundant fuel source, offering significant 
potential for achieving U.S. energy independence, reducing greenhouse gas 
emissions, and creating jobs, especially in rural America. The ability to extract natural 
gas from shale formations by using hydraulic fracturing promises greater opportunities 
for natural gas development, and is rapidly becoming the extraction method of 
choice, but not without some controversy over the potential impacts to the environment. 

Pennsylvania’s Marcellus Shale region 
has become ground zero in this debate 
for industry and environmentalists alike. 
According to some estimates, by 2020 
this region could produce more than 13 
billion cubic feet of natural gas per day, 
creating 200,000 jobs and generating 
$1 billion annually in state and local tax 
revenues. These benefits, however, are 
possible only if the issues over hydraulic 
fracturing can be resolved in a way that 
permits further development. National, 
state, and local environmental groups 
are questioning the safety of hydraulic 
fracturing, and using legal and political 
means in an effort to win over states, the 
administration, and some in Congress. 
They are making progress in these efforts.

Six months into the 112th Congress, 
the debate over hydraulic fracturing 
is breaking largely along partisan 
lines, cast as a choice between state 
or federal environmental regulations. 
In the U.S. federal legislative arena, 
Members of Congress, industry leaders 

and environmental groups are squaring 
off and drawing their lines in the sand. 
A number of Democrats, supported by 
environmental groups, have introduced 
the so-called “FRAC Act,” which would 
require greater federal controls over 
hydraulic fracturing, including disclosures 
of the chemicals used in this process. 
On the other side of the issue are oil 
and gas industry leaders, key House 
committee chairmen and members of the 
Congressional Natural Gas Caucus, who 
support state oversight of the industry and 
express concerns that federal regulations 
will raise energy costs, suppress job 
creation, and hinder the nation’s ability to 
become energy independent. 

Although hydraulic fracturing has 
quickly become a divisive issue in 
Congress, much of the activity over the 
future of environmental regulations is 
actually playing out within the Obama 
administration and in state capitals. 

In Washington, the White House 
Council on Environmental Quality is 
coordinating department policies on 
hydraulic fracturing, and the U.S. 
Environmental Protection Agency (“EPA”), 
the Department of Interior (“DOI”) and 
the Department of Energy (“DOE”) are 
moving forward on several fronts. Of 
particular interest is EPA’s congressionally 
mandated hydraulic fracturing study 
to evaluate the potential impacts of 
hydraulic fracturing on drinking water 
and wastewater. Initial results are 
not expected until the end of 2012, 
but the study could be a regulatory 
game changer. In response to a recent 
controversy over wastewater discharges 
in Pennsylvania, EPA is actively working 
with state regulators to develop guidance 
for the treatment of wastewater and to 
set contaminant limits for the discharge 
of wastewater. With little fanfare, EPA 
is also moving toward a new approach 
for aggregating air emissions by entities 
engaged in multiple activities under 
common ownership. This could result in 
especially significant changes, potentially 
requiring large numbers of air permits 
and New Source Reviews for hydraulic 
fracturing operations. Finally, EPA is 
stepping up its enforcement activity and 
its review of the use of diesel fuel in 
hydraulic fracturing. 

Energy and Environment
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DOI is actively considering new 
policies and regulations that would 
tighten controls on hydraulic fracturing 
operations, including mandatory 
disclosure of chemicals used in hydraulic 
fracturing on public lands and the use 
of best practices for waste disposal and 
well integrity. DOE Secretary Steven Chu 
also recently created a panel to craft 
best industry practices for mitigating 
a host of environmental impacts of 
hydraulic fracturing.

In addition to these federal actions, 
many states are beginning to tighten the 
regulatory grip on hydraulic fracturing 
operations. Several states, including 
New York, New Jersey and Maryland, 
have imposed or are considering a 
moratorium on drilling permits. The 
Pennsylvania legislature has also 
considered numerous bills to further 
control natural gas development in 
the state. Wyoming and Texas have 
enacted new requirements for drillers to 

Cliff L. Rothenstein (Washington, D.C.)
cliff.rothenstein@klgates.com

Michael W. Evans (Washington, D.C.)
michael.evans@klgates.com

Cindy L. O’Malley (Washington, D.C.)
cindy.omalley@klgates.com

 

disclose the quantity and composition of 
toxic fluids used in hydraulic fracturing, 
and California is considering similar 
legislation. The New York Attorney 
General recently filed a lawsuit to 
require a full environmental review of 
proposed hydraulic fracturing in the 
Delaware River Basin.

These developments leave much 
uncertainty about the development 
of hydraulic fracturing operations. 
While calls for overly stringent federal 
controls on hydraulic fracturing are not 
likely to prevail, it is also unlikely that 
these issues will be left solely to state 
regulation. The stringency, scope, and 
mix of federal and state regulation in 
this area will be resolved through the 
political and regulatory processes. 
For now, there remains a window of 
opportunity for companies involved in 
natural gas development to help shape 
the regulatory future.

Hydraulic fracturing promises  greater opportunities  
  for natural gas development... 
     but not without some controversy.

Energy and Environment
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EPA Focuses its Enforcement Lens on the Oil and Gas Industry

When the U.S. Environmental Protection Agency (“EPA”) decides to aggressively 
target the environmental impacts associated with a particular industry, the result 
is often a formalized enforcement campaign known as a “National Enforcement 
Initiative,” or “NEI.” NEIs, according to EPA, are established “every three years to 
address some of the more complex pollution problems, especially those confined 
to a particular sector or source type, and can be most effectively addressed 
through a concentrated enforcement initiative led by national enforcement teams.” 
On February 22, 2010, EPA announced its NEIs for 2011 through 2013. Among 
them is an NEI for the “Energy Extraction Sector,” which includes the oil and gas 
industry. As a result, the industry can expect to see a heightened level of EPA 
enforcement activity in the coming months and years.

In justifying the Energy Extraction NEI, 
EPA states: “Some energy extraction 
activities, such as new techniques for 
oil and gas extraction and coal mining, 
pose a risk of pollution of air, surface 
waters and ground waters if not properly 
controlled.” According to EPA, the 
recent spike in oil and gas leasing and 
development has “led to a significant 
rise in the level of air pollution” in the 
West, as well as “concerns about 
ground water pollution and the safety of 
drinking water supplies in various parts 
of the country.” EPA, therefore, will make 
zealous enforcement efforts in all areas 
of the country “where energy extraction 
activities are concentrated.”

EPA is candid about its plan to pursue 
NEIs. For example, in justifying its fiscal 
year 2011 enforcement budget—which 
is $18 million higher than the 2010 
budget—it listed six high priority areas 
for criminal enforcement and placed NEIs 
at the top of the list. It also noted that it 
will expand its special agent workforce 
to 200 or more criminal investigators. 
In describing its NEIs, moreover, EPA 
emphasizes that, for each, it will develop 
specific enforcement goals and a strategy 
to achieve them, including the formation 
of “teams of EPA and regional staff and 
management to direct work and monitor 
progress.” The overarching enforcement 
objectives, according to EPA, are clean 
water, clean air, compliance with climate-

change and clean energy rules, and 
protection of people from exposure to 
hazardous chemicals.

EPA’s enforcement efforts under an NEI 
differ from its typical enforcement efforts 
in a number of ways. For example, 
unlike a typical inspection, which focuses 
primarily on whether a regulated entity is 
complying with the permits that it holds 
and the laws that pertain to them, an 
NEI inspection focuses significantly on 
whether the entity has acquired all of 
the permits and other authorizations that 
it needs and has properly documented 
its activities under those authorities. 
Moreover, contrary to its usual approach 
to enforcement, under an NEI, EPA 
assembles a team of national experts, 
engages in pre-inspection information 
gathering activities (including highly 
detailed requests for information), 
conducts process-related inspections 
(which include interviews of the 
operational staff of regulated entities, not 
just their environmental staff), and focuses 
on areas of inquiry that are not typically 
explored by state enforcement agencies.

Energy and Environment
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Among the most prolific tools that 
EPA uses are requests for information, 
including requests under Section 308 
of the Clean Water Act, Section 114 
of the Clean Air Act, Section 104(e) 
of the Comprehensive Environmental 
Response, Compensation and Liability 
Act (“CERCLA”), and Section 3007(a) 
of the Resource Conservation and 
Recovery Act. These provisions give EPA 
authority to request a wide variety of 
information from those who are subject 
to its regulatory jurisdiction. Relying on 
this authority, EPA, when administering 
NEIs in the past, has sent sweeping initial 
requests for information to regulated 
entities, sometimes identifying dozens of 
categories for production and, for some 
categories, seeking ten or more years’ 
worth of data. These initial requests have 
often been followed by subsequent, more 
specific requests that focused on key 
issues and have been accompanied by 
offers to enter into global settlements.

The scope of some of EPA’s information 
requests has not been without some 
controversy, and industry recipients have 
not infrequently interposed objections, 
while still attempting in good faith to 
respond to EPA’s questions. For example, 
while Section 104(e) of CERCLA provides 

that the information gathering “authority of 
[Section 104(e)] may be exercised only 
for the purposes of determining the need 
for response, or choosing or taking any 
response action under this subchapter, 
or otherwise enforcing the provisions of 
this subchapter,” EPA has attempted to 
use 104(e) requests to seek information 
relating to compliance with other 
programs, such as the Emergency Planning 
and Community Right to Know Act. 

The results of EPA’s past NEIs have been 
considerable. For example, EPA touts that, 
as a result of its NEI for the petroleum 
refinery sector (effective from 1996-
2003), U.S. companies that account 
for over 90 percent of the nation’s 
refining capacity entered into settlement 
agreements, promising to “invest more 
than $6 billion in control technologies,” 
pay “civil penalties of more than $80 
million,” and “perform supplemental 
environmental projects over $75 million.”

EPA will make zealous      

 enforcement efforts 
  in all areas of the country.
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The precise components of the new 
Energy Extraction NEI, and the precise 
issues that will be its focus, are still being 
developed by EPA. Members of the oil 
and gas industry, however, should take 
steps to respond to heightened EPA 
enforcement efforts in the most effective 
manner possible. This includes, among 
many other matters, ensuring that all 
necessary permits have been acquired 
and that regulated activities are being 
conducted in compliance with them.

David R. Overstreet (Harrisburg and Pittsburgh)
david.overstreet@klgates.com

Anthony R. Holtzman (Harrisburg)
anthony.holtzman@klgates.com
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Proposed Changes to the EU Seveso II Directive

The European Commission has proposed changes to the European Union’s (“EU”) 
“Seveso II” Directive, which regulates hazardous materials. These changes would 
have the effect of dramatically expanding the scope of the Directive and thus the 
responsibilities covered establishments. The Seveso accident happened in 1976 
at a chemical plant in Seveso, Italy, manufacturing pesticides and herbicides. 
A dense vapor cloud containing dioxin, a poisonous and carcinogenic by-
product of an uncontrolled reaction, was released from a reactor. Although no 
immediate fatalities were reported, kilogram quantities of a substance lethal to 
man even in microgram doses were widely dispersed, which resulted in extensive 
contamination of land and vegetation, mass evacuation and as many as 2,000 
cases of dioxin poisoning.

In response, the EU adopted its first 
Seveso Directive (“Seveso I”) in 1982. 
Seveso I required EU Member States to 
ensure that certain manufacturers took 
the measures necessary to prevent major 
accidents and to limit their consequences 
for humans and the environment. In the 
light of accidents at the Union Carbide 
plant in Bhopal, India in 1984 (where a 
factory leak of methyl isocyanate caused 
more than 2,500 deaths) and at the 
Sandoz warehouse in Basel, Switzerland 
in 1986 (where contaminated fire-fighting 
water caused massive pollution of the 
Rhine and the death of half a million fish), 
Seveso I was amended so as to broaden 
its scope, in particular to include the 
storage of dangerous substances. 

Seveso II, which repealed and replaced 
Seveso I in 1996, imposed obligations 
directly on industry as well as on Member 
States. In addition, the scope was 
widened again and new requirements 
were added. 

Seveso II applies to all establishments 
where specified quantities of dangerous 
substances are present as a raw 
material, product, by-product, residue, 
or intermediate. It also applies where 
the presence of dangerous substances is 
anticipated and where it is reasonable to 
suppose that dangerous substances may 
be generated in the event of accident. 

Once Seveso II applies, numerous 
potentially onerous obligations are 
triggered. Seveso II requires operators 
of establishments within its scope to take 
all measures necessary to prevent major 
accidents and to limit their consequences 
for humans and the environment. More 
specifically, the operator of such an 
establishment must notify the relevant 
national authority with prescribed 
information about the operator, the 
establishment, and the dangerous 
substances concerned and must draw 
up, document, and implement a major-
accident prevention policy. In addition, 
the operator of an establishment where 

dangerous substances are present in 
greater quantities than those which 
trigger this obligation is required to draw 
up (and review and keep updated) a 
safety report and internal emergency 
plans and to provide the relevant national 
authority with the necessary information 
to enable it to draw up external 
emergency plans. Finally, operators of 
such establishments must provide certain 
information to the authorities following a 
major accident.

Seveso II also provides for inspections 
by national authorities and imposes a 
number of other obligations on national 
authorities. Member States may, and 
in some cases must, penalize failure to 
comply with certain of its requirements by 
prohibiting any use of the establishment 
concerned (which could involve shutting 
the plant).

Application of Seveso II is triggered 
by the presence of a given quantity 
of a “dangerous substance” at an 
establishment. For this purpose, 
“dangerous substance” means a 
substance or mixture which is expressly 
listed in Seveso II or which (essentially) 
has been classified as a dangerous 
substance or mixture in accordance with 
existing EU legislation on classification.

Under that legislation it is possible for 
a substance or mixture to be classified 
as dangerous solely because it contains 
a constituent which is itself classified, 
even though the principal substance or 
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The European Commission has proposed changes   
 to the European Union “Seveso II” Directive,  
    which regulates hazardous materials.
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mixture has not itself been independently 
shown to be dangerous. This may result 
in an anomalous situation which can be 
illustrated by assuming that Substance A 
is classified as a dangerous substance 
for which the Seveso II quantity threshold 
is 100 tonnes and that Substance B 
contains 1 percent Substance A as 
an impurity and is itself classified as a 
result. Substance B will therefore be a 
“dangerous substance” within the scope 
of Seveso II. A facility will therefore be 
subject to Seveso II if 100 tonnes of 
Substance B are present even though only 
one tonne of Substance A is present. In 
contrast, a facility at which 99 tonnes of 
Substance A as such are present will not 
be subject to Seveso II.

For various reasons, this anomaly has 
not previously given rise to significant 
problems in practice. However, recent 
and continuing changes to the EU 
legislation on classification mean that it 
is likely to be more of a problem in the 
future if the opportunity is not taken to 
rectify it. That legislation is currently being 
phased out and replaced by the new EU 
Regulation on Classification, Labelling and 
Packaging of Substances and Mixtures 
(“CLP Regulation”). This Regulation 
implements the UN Globally Harmonised 
System of classification and labelling of 
chemicals, which differs in some respects 
from the current EU legislation.

In December 2010 the European 
Commission published a Proposal for a 
Seveso III Directive which would repeal 
and replace Seveso II with effect from 
June 1, 2015 (to coincide with the full 
implementation of the CLP Regulation). 
The principal change would be that 
Seveso III would reflect the new system 
for the classification of hazardous 
substances and mixtures laid down by  
the CLP Regulation. 

Changes to the procedure for 
classification flowing from the CLP 
Regulation will mean that many more 
substances will be classified because 
of an impurity and many more mixtures 
will be classified because of a minor 
constituent. This greatly increases the 
risk that an establishment may become 
subject to Seveso III and its attendant 
obligations solely because a very small 
amount of a classified substance is 
contained in a compound substance or 
a mixture present at the establishment, 
while another establishment containing 
a much greater quantity of the classified 
substance remains outside the scope of 
Seveso III. Although Seveso III contains 
a derogation that might assist, this 
depends on the substance concerned 
being on a list compiled by the European 
Commission; it does not address the root 
of the anomaly. 

The proposed Seveso III Directive is 
currently proceeding through the EU 
legislative process. Some industry sectors 
are hoping to persuade the legislature 
to make amendments to remove the 
anomaly. It remains to be seen whether 
these efforts will bear fruit.

Vanessa C. Edwards (London)
vanessa.edwards@klgates.com

Raminta Dereskeviciute (London) 
raminta.dereskeviciute@klgates.com
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U.S. Authorizes Liquid Natural Gas Exports; Canada Poised to Follow Suit

North America appears ready to take advantage of its leadership in shale gas 
extraction technologies and assert itself as a major energy exporter. In late May, 
the U.S. Department of Energy (“DOE”) conditionally approved an application by 
Sabine Pass Liquefaction, LLC (“Sabine Pass”), a subsidiary of Chenier Energy, 
Inc., for blanket authority to export U.S. domestic gas as liquid natural gas 
(“LNG”) via the proposed Sabine Pass LNG terminal. 

Energy and Environment

This landmark ruling marks the first time 
the U.S. government has authorized 
the long-term export of domestically 
produced natural gas from the lower-48 
states to countries where the United States 
does not have a free trade agreement. 
Previously, export authorizations had 
been limited (with a minor exception) to 
short-term transactions for the re-export 
of foreign-sourced gas, and then only 
to countries where the United States 
had an explicit free trade agreement 
for the commodity. The Sabine Pass 
authorization approves the export of up 
to the equivalent of 16 million metric tons 
per annum (or approximately 2.2 billion 
cubic feet (“Bcf”) per day) of natural 
gas over a 20-year term to any country 
(regardless of free trade status) other 
than the few countries for which trade is 
prohibited by U.S. law or policy. 

The tone of the DOE approval signaled 
clear support by the U.S. government for 
LNG exports. The DOE review began with 
“a rebuttable presumption that a proposed 
export of natural gas is in the public’s 
interest” and a finding that the “DOE 
must grant such application unless those 
who oppose the application overcome 
the presumption.” The DOE generally 
accepted the applicant’s studies regarding 
the adequacy of gas supply, demand, and 
the effect on U.S. domestic energy pricing 
on their face, noting that opponents failed 
to offer rebuttal studies. The DOE also 
reiterated its laissez-faire approach of 
promoting competition in the marketplace 
by allowing commercial parties to freely 
negotiate their own trade arrangements. 

The DOE acknowledged that approval 
of the export application could cause 
a minor increase in the cost of gas 
over time, reflecting the increasing 
marginal costs of additional domestic 
production for LNG exports. However, 

the DOE expressly rejected the 
suggestion that export of LNG would 
lead to a convergence of domestic and 
international gas prices. Throughout 
most of the world, the price of LNG is 
indexed to the price of oil, which can 
lead to significant fluctuations, due in 
part to geopolitical and economic factors 
outside the control of any one nation. 
The international prices historically 
have been significantly above North 
American natural gas prices. The DOE 
found that existing and future supplies 
of domestic natural gas were sufficient 
to simultaneously support the proposed 
LNG export volumes as well as domestic 
needs and that the export terminal would 
be unlikely to alter the pricing mechanism 
for domestic natural gas production. 

The DOE found a litany of other benefits 
that would result from approval of a 
major gas export facility, including 
job creation, improvement in the 
U.S. international trade balance, the 
availability of additional natural gas to 
international markets to displace coal and 
thereby reduce greenhouse gas creation, 
and providing a diversity of supply in 
the international marketplace to countries 
facing limited natural gas resources.
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Although in tone it was very supportive 
of the export application, the DOE 
expressly noted that projections 
regarding gas supply and demand 
are subject to change and expressly 
reserved the right to take any action 
as is necessary and appropriate as 
warranted by circumstances, reminding 
the applicant that it has the authority to 
“amend, and rescind such orders … as 
it may find necessary and appropriate.” 
Furthermore, the DOE noted that it will 
“evaluate the cumulative impact of 
the instant authorization on any future 
authorization for export authority when 
considering any subsequent application 
for such authority.” 

The DOE’s promise to consider cumulative 
impacts may quickly be put to the test. 
The National Energy Board of Canada 
appears poised to grant a final export 
license to the proposed Kitimat LNG 
terminal in British Columbia, initially sized 
at 5 million metric tons per annum (or 
approximately 0.7 Bcf per day) of natural 
gas with the capability of doubling. As 
with the Sabine Pass application, this 
will be the first license ever granted for 
general export of Canadian gas outside 
North America. Although this terminal is 
outside of U.S. jurisdiction, the extensive 
integration of the Canadian and the 
U.S. pipeline grid means that Canadian 

activities have a direct effect on the 
U.S. market. Also in May 2011, Lake 
Charles Exports, LLC, filed with the DOE 
an application for a second major U.S. 
export terminal, sized initially at 9 million 
metric tons per annum (or approximately 
1.4 Bcf per day) of natural gas. Taken 
together, the Sabine Pass, Kitimat and 
Lake Charles terminals, if constructed, 
will have export capacity of about 5 Bcf, 
which is more than 7 percent of the U.S. 
daily gas demand. A number of other 
export terminals are in various stages of 
planning, and may file applications with 
the DOE in the near future. 

We fully expect that the DOE will continue 
its laissez-faire approach and approve the 
Lake Charles Exports application, along 
with any other LNG export applications 
that may be filed. LNG currently trades in 
world markets at three times the price of 
U.S. domestic prices, and this differential 
is likely to continue in the near future, 
as the world economy reenergizes and 
countries continue to reduce reliance on 
nuclear power. LNG exports will provide 
significant economic benefits to the 
United States as it continues to rebuild 
its economy, including job growth, tax 
revenues, trade deficit mitigation, and 
supporting the important (and politically 
powerful) energy and production sector. 
Nor should one overlook the significant 

political value to the United States in 
its ability to act as a counterbalance 
to Eastern European and Middle East 
interests in supplying natural gas to Europe 
and other world markets. 

Despite apparent governmental support 
for these export proposals, prospective 
counterparties will need to proceed with 
caution. The export terminals themselves 
are not anticipated to be on-line until at 
least 2015, and perhaps later. By that 
time, increased LNG export capacity 
from Australia and the adoption of 
shale extraction technologies throughout 
the world may dramatically alter the 
economic and political landscape. 

Carl Fink (Portland)
carl.fink@klgates.com

North America appears ready to  
 take advantage of its leadership  
    in shale gas extraction technologies. 

Energy and Environment
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Shale Gas May Transform Poland’s Energ y Sector

Every Polish government in power over the past two decades has sought to 
address the safety and security of Poland’s energy supply. Until recently, such 
efforts have shown little success, but that appears to be changing.

Poland’s energy security has been 
understood to depend upon, among 
other things, the diversification of 
sources of energy. Traditionally, the 
Polish energy sector has been very 
much dependent on hard coal, which 
Poland has in abundance, as the EU’s 
largest producer of coal. But given the 
high level of pollutants that result from 
its use, this situation is at odds with 
the EU’s very ambitious goals for CO2 
reductions. Only about 30 percent 
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of the country’s needs can be met 
from domestic sources, leaving Polish 
companies and households at present 
highly dependent on gas from Russia.

Several initiatives are underway to 
address this vulnerability. The first is the 
construction of the first LNG terminal 
on the Baltic Sea, in Swinoujscie, 
which should be operational by 2013. 
The second—presently at a very early 
stage and commenced at a somewhat 
unfortunate time due to the Japanese 

tsunami disaster in Fukushima—is the 
construction of two nuclear power 
plants, expected to supply a total of 
approximately 6,000 MW of power (the 
first one to be in operation in 2022). 

A third factor, which may dramatically 
alter Poland’s energy outlook, is shale 
gas. Various reports, including those 
compiled for the U.S. Department of 
Energy, suggest that Poland may possess 
the second largest supply of shale gas 
in Europe, perhaps more than five trillion 
cubic meters. These reserves may exist 
in two major areas—the Gdansk Basin 
and the Lublin Basin. As of May 2011, 
73 concessions have been granted for 
shale gas exploration, on terms generally 
considered favorable to investors. Initial 
results of the first exploratory drillings 
are expected later this year, with a more 
detailed analysis anticipated in two 
years’ time. If the resources prove to be 
as promising as expected, the output 
of gas at an industrial scale could be 
expected about 10 years from now, 
subject, of course, to factors such as 
oil prices, local output costs, and the 
availability of expertise and equipment. 

Poland’s Geological and Mining 
Law, which is currently being revised 
to come into conformity with the EU 
Hydrocarbons Directive, establishes the 
principal terms of the legal and licensing 
requirements for gas exploration and 
exploitation. Key components of this 
regime include the following:

•  As in most European countries, almost 
all natural resources, including all of 
significance to the national economy 
(e.g., hard coal, lignite, oil, gas, and 
metals) are owned by the State.

•  For the purpose of allocation of 
concessions, territory is divided into 
blocks and a particular concession 
may be granted for several blocks, or 
part of a block.
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•  The amended geological and mining 
law, following the relevant EU directive, 
will provide that hydrocarbon concession 
grants should be based upon tender 
results. This rule, however, will be subject 
to historical exemptions for investors 
already having exploratory concessions.

The scope and terms of concessions 
are defined by law, and for exploratory 
concessions, these requirements extend 
to, among other matters, the area and 
term of the concessions; rules regarding 
various phases of exploration works, 
including the number of wells to be drilled 
and their depth; and a list of prohibited 
actions (e.g., no works in environmentally 
protected areas like the Nature 2000 
European Ecological Network, and no 
use of explosives).

A party that (i) has completed the block 
exploration stage and (ii) delivered to 
the relevant authority the documentation 
of exploration works then admitted to 
state geological documentary archives, 
and plans to start the exploitation of that 
block, may demand—within five years 
following such admission—that the State 
conclude a mining usufruct agreement 
necessary for commencing this operation. 
This priority right, which is considered as 
investor’s security in case of dispute on 
usufruct terms, may be enforced in court.

Shale gas-related investments may 
become a new important factor in 

Various reports suggest that Poland 
may possess the second largest supply 
of shale gas in Europe.
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U.S.-Polish business relations—a fact of 
which both governments are aware of. 
On March 2, 2011, a Memorandum 
of Understanding was signed between 
the U.S. and Polish governments on 
Cooperation in Clean and Efficient 
Energy, naming unconventional 
natural gas as one of the main areas 
of cooperation. These efforts were 
continued in May 2011 when, during 
President Obama’s visit to Poland, shale 
gas developments in Poland were one of 
the topics for discussion.

Tomasz Dobrowolski (Warsaw)
tomasz.dobrowolski@klgates.com
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Antitrust and Competition

Global Competition and Antitrust Law: Key Issues for 2012 

In recent years, there has been an increasing trend for emerging economies 
to adopt competition laws, including merger control rules. Amongst the most 
significant of these have been the new regimes in India and China.

Merger Control in India

While the Indian Competition Act has 
been in place since 2009, it was 
only on June 1, 2011 that the merger 
control provisions came into effect. The 
Competition Commission of India (the 
“CCI”) will now for the first time be 
empowered to regulate certain types of 
transactions. Mergers, acquisitions, or 
amalgamations meeting the thresholds 
prescribed under the Competition Act 
now require mandatory pre-notification  
to the CCI. Mergers that clearly raise  
no competitive concerns are subject to 
a 30-day review period, while second 
phase reviews will be dealt with within 
210 days. Failure to notify a transaction 
to the CCI can result in a fine of up to  
1 percent of the total turnover or assets of 
the enterprises involved. 

It is likely that the new merger control 
provisions will require some refinement 
over time. There is no provision allowing 
pre-merger consultations to take place, 
and therefore the CCI may be tempted 
to escalate complex cases to a second 
stage review if it is unable to arrive at a 
preliminary determination within the initial 
30-day period. 2012 will likely see these 
provisions put to the test, though any 
legislative changes may not be seen for 
some time.

Antitrust Law in China

New Guidance and Regulations from 
NDRC and SAIC

Early in 2011, China’s National 
Development and Reform Commission 
(“NDRC”) brought into force its 
regulation on monopolistic pricing 
practices and its procedural regulation 

on administrative enforcement. The 
NDRC is responsible for enforcing 
the pricing aspects of China’s 
Antimonopoly Law (“AML”). In addition, 
the State Administration for Industry and 
Commerce (“SAIC”), which regulates 
non-pricing aspects of the AML, has 
issued guidelines that cover anti-
competitive agreements, abuse of market 
power and abuse of administrative 
power. These rules now mean that China 
has more detailed regulations than ever 
before for both pricing and non-pricing 
related anti-competitive behavior. With 
these guidelines, the AML enforcement 
framework is almost complete, with 
the exception of substantive merger 
assessment rules that are still being 
drafted by China’s Ministry of 
Commerce (“MOFCOM”). 

The new rules will be tested throughout 
2012. Concerns have already been 
expressed over the differences between 
the rules of the SAIC and NDRC, 
particularly in respect of leniency or 
immunity from fines due for participation 
in an anti-competitive agreement. Both 
the SAIC and the NDRC may grant 
immunity to an undertaking that is first 
to self-report and provide important 
evidence of an anti-competitive 
agreement. The NDRC may reduce 
the penalty for subsequent applicants. 
The SAIC may also reduce penalties 
for a company which ceases its cartel 
activity before an investigation starts. 
The rules also provide for the possibility 
of exemption or reduced penalties 
based on commitments submitted once 
the investigation has started. Whilst the 
SAIC rules give the agency complete 
discretion over the level of fine reduction 

for applicants who are not first in line 
for leniency, the NDRC’s approach sets 
out indicative fine reduction ranges for 
applicants. This may dissuade some 
applicants from alerting either authority, 
given the uncertainty over the level of 
reduction in fines that the SAIC may be 
willing to grant. 

Merger Control

It appears that a majority of merger filings 
are being pushed into the second phase 
(with a 90-day timetable). This reflects 
the limited resources of MOFCOM and 
the fact that there is no simplified merger 
notification procedure. It is hoped that 
MOFCOM will be able to consider 
introducing such a procedure in 2012, 
as its workload is likely to increase.

Private Damages in China

Stand-alone private antitrust suits and 
follow-on litigation are both to be 
allowed in China, according to a 
draft regulation on private enforcement 
issued by the country’s highest court. 
Both consumers and companies will be 
able to bring actions. The guidance 
also allows for group actions. Antitrust 
litigation is likely to increase once the 
regulation comes into force. Interestingly, 
plaintiffs may file suits even if one of 
China’s competition authorities finds 
there is no violation, following its own 
investigation. This creates the risk of 
inconsistent decisions between courts that 
are examining private litigation and the 
actions of enforcement authorities. 

Neil Baylis (London)
neil.baylis@klgates.com

Raya Al-Bader (London)
raya.al-bader@klgates.com
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Antitrust and Competition

European Union Competition and Antitrust Law: Key Issues for 2012

claims is its dominant market position in 
the internet search market, initiated in 
November 2010, is likely to continue 
into 2012. The investigation was initially 
opened following complaints from rivals 
that Google uses its position in the 
internet search market to promote its 
own vertical search services (such as 
maps and shopping comparisons) ahead 
of those of its rivals. The Commission 
has sought input from users and 
competitors of Google through a range 
of questionnaires. 

In addition to several earlier complaints 
by private parties, Microsoft recently 
announced that it had filed a formal 
complaint against Google. Almunia has 
predicted that Microsoft’s complaint will 
not be the last that Google will face. 
The Commission has also confirmed that 
no discussions between Google and the 
Commission have yet taken place. 

Collective Redress

Commissioner Almunia has stated that 
he intends to offer legislative plans to 
promote private damages actions in 
2012 (the Commissioner had previously 
stated that draft laws would appear in 
2011). EU antitrust officials have long 
been looking at ways to help consumers 
and small businesses bring claims against 
companies breaking antitrust laws, and 
the Commission is exploring EU-level 
measures to help consumers group 
together and bring such actions. This 
could lead to more private claims against 
cartel members and market-abusers in 

the future. These moves follow a 2008 
Commission White Paper in which two 
mechanisms for collective redress were 
suggested: first, representative actions 
by qualified entities (such as consumer 
associations), and second, collective 
actions in which claimants decide to 
combine their claims into a single action.

The Commission launched a public 
consultation in early 2011 to assess 
the position of national legal systems 
regarding collective redress, before 
adopting a communication on common 
principles for such actions. There had 
been indications that the communication 
could come before summer 2011, but 
Almunia has now confirmed that the 
communication will be published by the 
end of 2011. Legislative plans to promote 
redress in competition claims should 
follow in 2012. 

Technology Transfer

The Commission has started a review 
of rules covering licensing agreements 
for intellectual property rights. The 
review is at a preliminary stage, and 
formal consultations are likely to begin 
in 2012. The existing rules—found in 
the technology transfer block exemption 
regulation—were adopted in 2004, and 
will expire at the end of April 2014. 
The current technology transfer block 
exemption covers licensing agreements 
for patents, know-how, and software 
copyright between companies. 

Neil Baylis (London)
neil.baylis@klgates.com

Raya Al-Bader (London)
raya.al-bader@klgates.com

Specifically, Almunia has warned against 
single entities acquiring too much market 
power in financial services infrastructure 
markets. A number of mergers between 
exchanges and clearing houses have 
recently been proposed, including 
Deutsche Börse / NYSE Euronext and 
ICE, Nasdaq / NYSE Euronext. The 
Commission will be assessing whether 
such mergers are likely to adversely 
affect trading infrastructure markets. 
Almunia has stated that competition 
enforcement will be needed to prevent 
any one entity or group from controlling 
essential infrastructure. 

State Aid

Following the crisis that hit financial 
institutions in 2008, the Commission 
adopted a number of measures to create 
a framework for the approval of state 
aid to those institutions. The Commission 
is now planning to phase out these 
emergency measures by 1 January 2012, 
replacing them with a new permanent 
framework. The Commission is currently 
working on defining the new rules for the 
rescue and restructuring of banks. It is the 
Commission’s responsibility to ensure that 
large public subsidies to banks do not 
distort competition in the financial markets, 
and that the recipient banks restructure 
themselves and return to viability. 

Google and Article 102  
Abuse of Dominance

The Commission investigation into 
whether Google is abusing what it 

The application of EU competition law in 2012 is likely to have a significant focus 
on the recovering financial markets. The European Commission (the “Commission”) 
has recently opened two investigations in the sector, and EU Competition 
Commissioner Joaquin Almunia has warned that competition enforcement in the 
financial services markets will increase. Almunia considers that strong financial 
markets are key to economic recovery and that healthy competition needs to be 
re-established in that sector. 
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Agencies Continue Aggressive Antitrust Enforcement in the Health Care Industry

to delay market entry. A recent report 
from the agency found that deals 
delaying the introduction of cheaper 
generic drugs had increased from 19 in 
2009, to 31 in 2010. 

Proposed Guidelines for 
Accountable Care Organizations 
Stir Public Debate

The new health care law authorizes 
the formation of Accountable Care 
Organizations (“ACOs”) to reduce costs 
and improve the quality of care through 
clinical integration. In March, the FTC 
and the DOJ issued antitrust guidelines 
on ACOs, entitled “Proposed Statement 
of Antitrust Enforcement Policy Regarding 
Accountable Care Organizations 
Participating in the Medicare Shared 
Savings Program.” The Proposed 
Statement establishes a rule-of-reason 
analysis for qualifying ACOs, provides a 
safe harbor for ACOs that meet certain 
thresholds, and requires mandatory 
review for others. The public comment 
period for the Proposed Statement closed 
on May 31.

Public comments on the Proposed 
Statement were generally positive 
about the establishment of rule-of-reason 
treatment for ACOs. However, they 
expressed concerns about the Proposed 
Statement’s use of primary service areas 
(“PSAs”) to calculate the market share 
of an ACO participant in a particular 
service area. Commenters were 

The Obama administration has expressed the view that lack of competition 
contributes to high health care costs. Federal agencies are thus continuing 
their aggressive pursuit of players in the health care industry. The U.S. Justice 
Department’s Antitrust Division (“DOJ”) is continuing to vigorously prosecute its 
claim against Blue Cross/Blue Shield of Michigan based on alleged exclusionary 
conduct directed at rival insurers. Specifically, DOJ alleges that Blue Cross agreed 
to pay higher fees to those hospitals that agree to charge higher fees to competing 
insurance companies. DOJ recently announced that it is also investigating Blue 
Cross/Blue Shield in a half dozen other states. 

The Blue Cross cases are focused on 
competition in the health insurance 
business. Another recent DOJ case is 
focused on competition in the hospital 
business. Earlier this year, DOJ brought 
a monopolization case against United 
Regional Health Care System, the 
largest hospital system in the Wichita 
Falls, Texas area, claiming that United 
Regional incentivized insurers to stop 
dealing with its competitors. The 
contracts at issue allegedly required 
insurers to pay United Regional 
significantly higher prices if they 
contracted with a nearby competing 
facility. In a proposed settlement, which 
has not yet been finalized, United 
Regional would be unable to enter into 
these types of arrangements for seven 
years.

In keeping with the focus on competition 
in the health care industry, the Federal 
Trade Commission (“FTC”) challenged 
ProMedica Health System, Inc.’s 
consummated acquisition of St. Luke’s 
Hospital, a rival hospital in Ohio. A 
federal judge issued a preliminary 
injunction preserving competition between 
ProMedica and St. Luke’s pending a full 
administrative trial on the merits. 

Despite some high-profile losses, the FTC 
also continues to aggressively litigate 
“reverse settlement” cases, involving 
alleged payments from a branded 
pharmaceutical company to the generic 
maker in return for the latter’s agreement 

Antitrust and Competition
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concerned about the utility of PSAs as 
a measure and the resources needed to 
calculate market shares. The agencies 
may revise the Proposed Statement based 
on public comment, but given the present 
focus on antitrust issues in the health care 
industry, it is likely that mandatory review, 
and some calculation of market share, 
will remain a part of the review process.

DOJ Stepping Up the Challenge to 
Non-Criminal Conduct

Under the Bush administration, the DOJ 
placed most of its non-merger focus on 
criminal conduct—so-called “hard-core” 
antitrust violations like price-fixing and 
bid-rigging. The agency did not bring 
a single monopolization case under 
Section 2 of the Sherman Act. But 
soon after taking office under President 
Obama, Assistant Attorney General 
Christine Varney rejected the previous 
administration’s narrow approach to 
monopolization cases. The DOJ’s cases 
against United Regional, Blue Cross, 
and American Express in the last several 
months confirm that DOJ is no longer 
focused exclusively on cartels. With the 
DOJ vocally committed to a more active 
enforcement strategy, we should expect 
to see more of these cases in the future.

Agencies Target  
Consummated Deals

A transaction that is not reportable 
under the Hart-Scott-Rodino Antitrust 
Improvements Act of 1976 (“HSR”) is 
not necessarily unassailable. Recent 
cases demonstrate a continued—perhaps 
even heightened—commitment by the 
agencies to challenge smaller, non-
reportable deals, including those that 
have already closed. DOJ has also 
targeted non-reportable transactions.

One case is also interesting because the 
acquisition is alleged to damage sellers, 
rather than consumers. The acquisition 
allegedly eliminates significant competition 
between two of the only three major 
companies that purchase the services of 
chicken growers in the Shenandoah Valley 
area. The new Merger Guidelines included 
a section on monopsony (buyer-side market 
power) for the first time, so this case may 
demonstrate a new agency focus on harm 
to market participants other than consumers 
and other downstream market participants.

DOJ alleges that Blue Cross agreed 
to pay higher fees to those hospitals 
that agree to charge higher fees to 
competing insurance companies.

Enforcement Activity Remains 
Strong in Agriculture

DOJ continued to focus on transactions 
in the agriculture industry, bringing new 
suits and settling others. Dean Foods 
agreed to divest assets acquired from 
Foremost Farms USA Cooperative to settle 
an antitrust suit launched by the DOJ. 
Although the deal was too small to be 
reportable under the HSR rules, the suit 
alleged that the transaction effectively 
eliminated a key rival to Dean Foods, 
and injured competition in the sale of 
milk to schools and retailers in Illinois, 
Michigan, and Wisconsin. DOJ’s suit 
also illustrates DOJ’s agriculture agenda, 
as does its long investigation of the 
proposed acquisition by a large food 
company of Coleman Natural Foods. 

Kenneth L. Glazer (Washington, D.C.)
ken.glazer@klgates.com

Catherine A. LaRose (Washington, D.C.)
catherine.larose@klgates.com
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The U.S. Budget Debate:  
Gridlock and Catastrophe, or Compromise and Solution?

When the earth shook last November on Election Day, almost 90 freshman 
Republicans were elected to the U.S. House of Representatives, and a new 
majority was born. While the Democrats maintained control of the U.S. Senate, 
they have only a slim majority and thus are virtually unable to pass bills without 
Republican help.

What could cause such a massive shift in 
political power in Washington? Debt! All 
across the country people were dealing 
with their own fiscal problems by cutting 
back and saving money. They did not see 
the government taking those seemingly 
common-sense steps. While some leaders 
in Washington argued that the stimulus 
package was too small, almost $800 
billion was spent to stimulate the economy, 
and it only seemed to get worse.

With a divided government—a 
Democrat in the White House and the 
Congress split between Republicans 
and Democrats—many pundits foresaw 
gridlock at its worst and no solution 
to the country’s growing financial 
problems. There is another way to look 
at this situation, however: with divided 
government both parties can claim some 
credit for good things that happen. It is 

important to remember that the only time 
we have had a balanced budget in the 
last 40 years was in the late 1990s, 
when President Clinton, a Democrat, and 
a Republican Congress made it happen. 
Divided government is back, and it may 
be a good thing for the United States.

Consider that in the lame duck session 
completed last December just before 
the Republicans took control of the 
House, the Bush tax cuts were about 
to expire. The President wanted to 
extend unemployment insurance and 
the Bush-era middle class tax cuts. The 
Republicans wanted to extend all of the 
tax cuts, including those on upper income 
taxpayers that the President opposed. 
Both parties identified what they 
needed to make a deal, and both gave 
something to get it. Both won!

The next big hurdle was funding the 
government for the remainder of the 
2011 fiscal year. The Congress had 
been unable to clear the appropriation 
bills before the end of the last Congress. 
Now with a new reality in the House 
and a total focus on cutting back on the 
size of government, Republicans wanted 
to dramatically reduce spending. They 
were prepared to allow the government 
to limp along week to week without any 
long-term (i.e., six-month) agreement. The 
President made the argument that you 
cannot govern on a week-to-week basis 
and thus we needed resolution and clarity. 
Republicans argued that the country was 
broke and that if the President wanted his 
budget they would have to negotiate a 
price. Thus, billions of additional dollars 
in spending were cut, and an agreement 
was reached. Both claimed victory, just as 
they had in December.

The next major battle is the debt ceiling. 
Normally this is a non-controversial 
issue because the legislature is required 
to pass a measure that allows the 
government to borrow more money 
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to pay its obligations. Currently the 
federal government can only raise about 
60 percent of the money it needs to 
spend through general taxes. Treasury 
Secretary Geithner announced in April 
that the United States had reached its 
legal borrowing limit. He also stated that 
by borrowing from federal employees’ 
pension funds he could forestall forfeiture 
until perhaps the beginning of August. 
Perhaps coincidentally, Congress would 
begin its summer recess at that time; 
it may not be a coincidence because 
Congress, like much of humanity, will put 
off tough decisions until the last moment, 
and the desire to get out of the brutal heat 
of Washington for the joys of home and 
family may provide the needed deadline 
for action.

In all likelihood this issue will be resolved 
on or about midnight on August 5th or 
6th. While there is always the possibility 
that the Congress will be more proactive, 
history is a great teacher. At the time of this 
writing there is some talk but little action. 

The most likely outcome is that the debt 
ceiling will be raised, but possibly only 
enough to get through the year, which will 
create yet another doomsday scenario 
at the end of the fiscal year, unless a 
strategic budget deal can be reached 
encompassing mandatory spending 
(particularly entitlement programs such as 
Medicare, Medicaid, and Social Security) 
as well as discretionary spending.

Appropriations bills will have to be 
passed to fund the next fiscal year, 
and there will be heated debate about 
Medicare, Medicaid, and Social 
Security, which account for two-thirds 
of the spending in the U.S. budget. The 
Democrats will want to raise revenues 
(taxes), the Republicans will not. The 
Democrats will argue to maintain the 
status quo on the entitlement programs, 

and Republicans will be portrayed as 
evil Scrooges hurting kids and old folks. 
The result? Deadlock; gridlock, possibly. 
But the history of divided government 
suggests a solution may be found. This 
political chemistry coupled with an 
electorate focused on the fiscal health 
of the nation and the possibility of a 
diminished future for their children give 
hope that compromise will come. And 
both sides and the country can win.

James T. Walsh (Washington, D.C.)
jim.walsh@klgates.com
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To Doha or Not to Doha, That is the Question!

The current multilateral trading system was launched in 1947 with the signing 
of the initial General Agreement on Tariffs and Trade (“GATT”) by 23 founding 
members. Between 1947 and 1994, GATT evolved through a series of eight 
multilateral negotiations, referred to as “trade rounds,” into a comprehensive array 
of multilateral trade agreements reducing tariffs and non-tariff barriers. 

On January 1, 1995, GATT, which by 
then had 123 signatories, gave way to 
the World Trade Organization (“WTO”). 
The WTO was established not only 
to continue to implement GATT and 
to take over the process for reaching 
further multilateral agreements, but also 
to become the first formal organization 
to oversee the multilateral trading 
system. However, the WTO, which has 
increased in membership to 153, has 
yet to establish a solid track record of 
trade round negotiations. The first WTO 
trade round, the Doha Trade Round 
(also known as the Doha Development 
Agenda), was initiated in 2001, but no 
agreement has yet been reached. 

The following provides some background 
on the Doha Round, an analysis of 
the failure to reach an agreement, an 
overview of the possibly associated trend 
towards regional agreements, and a 
prognosis for the Doha Round.

The Doha Round 

When negotiations began in 2001, the 
Doha Development Agenda targeted an 
ambitious list of trade agreement goals 
relating to 21 subjects, including: 

• Agriculture

• Services

•  Market access for non-agricultural 
products

•  Trade-related aspects of intellectual 
property rights (“TRIPS”)

•  Trade and environment (including 
fishery subsidies)

• Least-developed countries

•  Special and differential treatment (for 
developing countries)

However, the negotiations relating 
to the Agenda have not yet led to 
an agreement. Indeed, since 2008, 
the Doha Round almost uniformly has 
been mired in unproductive rhetorical 
exchanges, with no agreement in sight. 
The lack of progress is perhaps best 
described by New Zealand Ambassador 
David Walker, the chairman of the 
agriculture negotiations, who noted in an 
April 2011 report that the parties “have 
not been in a position to substantively 
resolve matters nor is there any 
discernable progress on these issues that 
can be captured in text…” Rather than 
trying to bridge the many disagreements, 
the WTO leadership has adopted 
a new tack of promoting multi-stage 
negotiations, otherwise characterized 
as a proposal for three groups of 
issues, to be approached at different 
“speeds,” with measures benefiting least 
developed countries, referred to as an 
“early harvest,” to be pursued first, by 
December 2011. 

Why the Failure to Reach Doha 
Agreements?

The differences in negotiating positions, 
once synthesized, are reasonably 
straightforward, and, in effect, are 
as follows. The developed countries, 
principally the EU, the United States 
and Japan, believe they should not 
have to give benefits to the developing 
countries without gaining better market 
access for their own non-agricultural 

goods, and believe, in particular, 
that Brazil, China, and India are now 
emerging, and no longer developing 
countries, and should, therefore, grant 
even greater market access to the 
goods of developed countries. Among 
the developing countries, the least 
developed countries (“LDC”) believe:  
(i) they should be provided access to the  
markets of developed countries without 
tariff or quota restrictions; (ii) they should 
continue to be allowed special and 
differential treatment with respect to 
obligations to grant reciprocal access to 
the non-agricultural goods of developed 
countries; and (iii) the developed 
countries should eliminate export and 
certain domestic agricultural subsidies 
to open markets for LDC agricultural 
products (of course, even the developed 
countries have disagreements as to 
agricultural subsidy issues). Finally, 
Brazil, China, and India, despite 
their status as emerging economies, 
believe they should not be required to 
provide special access for developed 
country non-agricultural goods and 
should continue to receive differential 
consideration as developing countries.

Coupled with these differences is the 
proposal by the WTO leadership 
to pursue staged or multi-phased 
negotiations. The developed nations, 
particularly the United States, have 
resisted this approach out of concern that 
if the LDCs get their package of benefits 
in the first stage, without any reciprocal 
concessions made to the developed 
countries, there will be little motivation 
for the LDCs to engage in meaningful 
negotiations in the subsequent stages 
(and the developed countries will have 
given up something for nothing).

Although the differences in negotiation 
positions could be the principal cause of 
the stalemate, clearly more is going on 

Policy and Politics
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here. The failure to yet reach agreement 
also may be attributed to the increasingly 
lengthy time frames required to negotiate 
each successive multilateral trade 
agreement (a reflection that each new 
trade round seeks to pick progressively 
higher-hanging trade deal fruit)—Geneva 
II took five months, Dillon 11, Kennedy 
37, Tokyo 74, and Uruguay 87 months. 
However, the Doha Round will be 
120 months old in November, with no 
resolution in sight.

The Doha Development Agenda no 
doubt was born from well-intentioned 
aspirations to take multilateral trade 
agreements to “the next level.” But, in 
retrospect, the Agenda may have been 
overly ambitious, at least in the context 
of the political and economic events that 
unfolded as negotiations began. These 
events included several armed conflicts, 
a prolonged period of global security 

uncertainties following 9/11, two global 
economic downturns, debt crises in 
Europe and the United States, and the 
emergence of Brazil, China, and India, 
uniformly viewed as developing countries 
in 2001, as economies of consequence. 
Indeed, at least certain of these events, 
rather than being random and fleeting, 
may reflect evolving, material changes in 
the global economic and political status 
quo, which may have to be digested 
by the global trading community before 
further meaningful negotiations can occur. 

Furthermore, in each past trade round, 
the developed countries expected to 
make concessions during the initial 
stages as a catalyst for negotiations. 
Indeed, such concessions historically have 
been considered part of the assistance 
traditionally provided by developed 
countries to aid the development of 
developing countries. The last 10 

years, however, may have substantially 
altered the mindset of the developed 
countries and even their economic 
and political wherewithal to provide 
assistance. Many EU countries and the 
United States currently feel economically 
(and, therefore, their governments feel 
politically) vulnerable, and at least part 
of that vulnerability is due to the sense 
that the emerging economies may be in 
the process of overtaking the developed 
country economies. No proposal for a 
multistage Doha Trade Round is likely to 
resolve that sense of vulnerability.

The Emergence of  
Regional Trade Agreements. 

The absence of a Doha agreement does 
not mean that there have been no trade 
agreements during the Doha Round. 
Indeed, while Doha has been withering, 
regional trade agreements have been 
flourishing. Prior to 2001, approximately 

Policy and Politics
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85 regional agreements notified under 
GATT/WTO entered into force. In the 
10 year period since the beginning 
of Doha, approximately 125 new 
notified agreements have entered into 
force, with approximately 41 entering 
into force from 2008 through 2010. 
Indeed, the United States is currently 
attempting to conclude trade agreements 
with Colombia, Panama, and South 
Korea, and has begun to pursue a Trans 
Pacific Partnership with Australia, Brunei, 
Chile, Malaysia, New Zealand, Peru, 
Singapore, and Vietnam. 

Obviously, regional agreements are 
easier to reach because fewer parties 
are involved. Also, regional agreements 
can often be reached without making 
irreversible, consequential concessions 
and can be tailored in a way that can be 
touted to bring tangible, even if limited, 
benefits, but without apparent material 
economic risks. These are important 
attributes, particularly in economically 
and politically uncertain times. There is 
speculation that the outcome of the Doha 
Round could well affect whether trade 
negotiations in the future will resume a 
multilateral emphasis or permanently 
diverge towards regional agreements.

Prognosis for Doha

Given the recent reemergence of 
global debt concerns (particularly in the 
developed countries, such as in Europe 
and the United States), associated 
concerns about the direction of the global 
economy, continued intransigence on 
the part of the emerging economies 
(particularly China) in responding to 
even the bilateral trade concerns of the 
developed countries, and, now added to 
the mix, the impending U.S. presidential 
campaign, the prognosis for Doha over 
the next several years is not very positive. 
However, the trade benefits brought by 
the comprehensiveness and uniformity of 
multilateral trade agreements are superior 
to those achievable through regional 
agreements, which collectively can be 
difficult to administer. As such, it is likely, 
once the world economy stabilizes, 

and assuming the emerging economies 
begin to acknowledge they are emerging 
(possibly coinciding with their realization 
that their interests may be more aligned 
with the developed countries), the Doha 
Round likely will be reenergized, but 
perhaps with a somewhat less ambitious 
agenda, and an agreement will be 
reached in another three or more years.

Jerome J. Zaucha (Washington, D.C.)
jerome.zaucha@klgates.com

Daniel J. Gerkin (Washington, D.C.)
daniel.gerkin@klgates.com

Chase D. Kaniecki (Washington, D.C.)
chase.kaniecki@klgates.com
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Regional agreements can often be  
  reached without making 
irreversible, consequential concessions.
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Lisbon Treaty Shakes Brussels Power Balance

Material changes in the balance of power between the EU Institutions at the heart 
of policy-making in Europe were ushered in by the Lisbon Treaty, which entered 
into force on December 1, 2009. Once again, the European Parliament has seen 
its position reinforced. The changes will likely lead to more mature lobbying in 
Brussels and will prompt companies to better define their Brussels strategy.

“Embodying the most important set of 
changes, Lisbon has established a new 
balance of power within and between 
the EU’s institutions—one which allows 
us to function more efficiently, more 
transparently and be more accountable.”

These are the words of Jerzy Buzek, the 
President of the European Parliament, 
which is considered generally the big 
winner of the institutional reshuffling of 
powers triggered by the Lisbon Treaty. 
With the new Treaty, the European 
Parliament has gained formal influence in 
yet another range of policy fields, where 
before it had no real say. These include 
agriculture (which accounts for a very 

significant proportion of the EU budget), 
fisheries, justice and home affairs, and 
external trade policy. The Treaty also 
establishes that the Parliament is co-equal 
with the Council (Chamber of Member 
State Representatives) on all aspects of the 
annual EU Budget, in addition to giving it a 
right of veto with relation to future financing 
(the Multiannual Financial Framework).

Clearly, on paper, the Parliament has 
gained influence with Lisbon, as it has 
done with virtually every single Treaty 
amendment since the Treaty of Rome 
that established the European Economic 
Community in 1956. But what makes the 
latest institutional developments interesting 

is the increasing power conferred 
upon “truly EU institutions” and the 
corresponding decrease in the power of 
the Member States. Without question, the 
Council and the national governments are 
seeing their influence decrease in the EU.

Not only must the Council now share 
powers with the Parliament in almost 
all policy areas, but the European 
Commission is also indirectly gaining 
influence in the decision-making process. 
With an increasing amount of legislation 
adopted at EU level, the Commission’s 
resources provide a degree of expertise 
that none of the EU’s other component 
institutions can match. At the same time, 
the power-sharing between Council and 
Parliament puts the Commission in a very 
comfortable role as the expert referee. 
In the old days, when the Council had 
the last word on most EU decisions, 
the Commission would merely act as 
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a servicing resource (today still, the 
Commission’s administration is still referred 
to as “the Commission services”). Today, 
not only does the European Commission 
have the power of initiative that allows it 
to decide the areas in which new rules 
are to be proposed, but its influence 
throughout the legislative process right until 
the adoption of rules is very significant 
indeed—and growing.

In addition, the Treaty of Lisbon 
establishes a new leadership position, 
namely a European Council President. 
The position is designed to finally 
offer a straightforward answer to the 
question: “I want to speak to the Head 
of Europe—who do I call?” The EU 
President is perhaps not yet as powerful 
as the French President or the President 
of the United States, but he is there to 
lead the discussions between Member 
States on the general directions for the 
EU, and he represents the EU towards 
third countries. Before the introduction of 
the position, Member States had each 
assumed the Presidency of the EU for a 
period of six months, in what was called 
the rotating presidency. The position of 
President (now elected for two and a half 
years, renewable once), is currently filled 

by ex-Belgian Prime Minister Herman 
Van Rompuy. So far, the President has 
fulfilled expectations in terms of his role, 
personally describing his position not as a 
spectator or dictator, but a facilitator.

With the power shift from the European 
capitals to Brussels, and with a European 
Union that continues to broaden its 
sphere of influence in terms of policy, an 
increasing number of companies have 
come to realise the necessity to have 
an active Brussels agenda. Many are 
already in Brussels, either with their own 
representative office, or through their 
trade association. But it is no longer 
enough to simply monitor what is going 
on in Brussels; in the coming years, it 
will be necessary for companies to take 
advantage of the Brussels opportunities 
and to develop a true Brussels strategy. 
Similarly, lobbying will need to become 

Is Brussels becoming       

   Washingtonized?

increasingly sophisticated and will have 
to offer more than opening doors. As 
advocacy and legal analysis become 
a bigger part of companies’ Brussels 
strategy, lawyers will also be pushed 
to participate in the process, which 
will lead to a break with the traditional 
Brussels model that so far has kept 
lawyers and lobbying activities separate. 
Is Brussels becoming Washingtonized? 
It may very well be so, but there is still 
a long way to go. The Lisbon Treaty, 
however, is facilitating this process—
Brussels is maturing.

Philip Torbøl (Brussels)
philip.torbol@klgates.com

Siobhan Kahmann (Brussels)
siobhan.kahmann@klgates.com
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The European Commission Proposes Changes to the EU GSP

(these would include Kuwait, Russia, 
Saudi Arabia, and Qatar);

•  Countries that already have preferential 
access to the EU on terms at least as 
beneficial as under the GSP, e.g. under 
a Free Trade Agreement or a special 
autonomous trade regime; or

•  Overseas Countries and Territories (such 
as Antarctica and Gibraltar) that have an 
alternative market access arrangement for 
developed markets.

The definitive list of countries eligible to 
benefit from the GSP will be available 
only when the Proposal is adopted. This is 
expected to occur during 2012 or 2013 
with a view to entry into force by the end of 
2013. These determinations will be based 
on the most recent data then available.

The Proposal would make it easier for 
countries to remain under GSP protection 
than is currently the case. Under the current 
graduation mechanism, where the average 
imports of a particular group of products 
(“sections”) from a GSP beneficiary 
exceed 15 percent (12.5 percent for 
textiles and clothing) of GSP imports of 
those sections from all GSP countries over 
three years, those sections lose GSP and 
GSP+ preferences. Under the Proposal, 
the number of product sections would be 
increased from 21 to 32; the thresholds 
would rise to 17.5 percent (14.5 percent 
for textiles) and graduation would not apply 
to GSP+ countries.

The Proposal would ease the conditions 
for access to the GSP+ program. GSP+ 
is currently available to countries that are 
considered to be “vulnerable” due to a lack 
of diversification and insufficient integration 

within the international trading system. 
Under this regime, a country will be eligible 
only if its GSP-covered imports represent 
less than 1 percent of the EU’s imports from 
all GSP beneficiaries, and if its five largest 
product sections cover at least 75 percent 
of its total exports to the EU. 

Under the Proposal, the import-share 
criterion will be relaxed from 1 percent 
to 2 percent; the diversification criterion 
will remain unchanged at 75 percent 
but will apply to seven of the country’s 
largest sections. In addition to meeting 
the “vulnerability” criterion, a country 
must ratify conventions and subscribe to 
binding commitments. The Proposal would 
remove the International Convention on the 
Suppression and Punishment of the Crime 
of Apartheid from the list of conventions to 
be ratified and add the UN Framework 
Convention on Climate Change. Finally 
the Proposal would provide for a country to 
apply to join GSP+ at any time rather than 
once every 1.5 years, as at present.

The Proposal also makes changes to the 
conditions for withdrawal from the GSP 
scheme as a whole. In particular, it makes 
explicit that unfair trading practices—which 
may trigger temporary withdrawal—include 
those affecting the supply of raw materials. 
The Proposal also adds a provision for 
the triggering of temporary withdrawal 
where a country has failed to comply with 
international conventions on anti-terrorism.

The Proposal will almost certainly be the 
subject of fierce negotiation both in the 
Council of Member State trade ministers 
and in the European Parliament, which has 
only recently acquired legislative powers 
in the external trade area. The Regulation 
as finally adopted may therefore reflect 
significant changes from what has been 
proposed.

Vanessa C. Edwards (London)
vanessa.edwards@klgates.com

The principal GSP regime currently covers 
176 developing countries that are not 
classified by the World Bank as high-
income countries and that are deemed to 
be insufficiently diversified in their exports. 
The first special incentive arrangement 
(“GSP+”) provides for further tariff reductions 
for developing countries that sign, ratify 
and effectively implement a set of core 
international conventions on human and 
labor rights, environmental protection and 
good governance. The second special 
arrangement, Everything But Arms (“EBA”), 
provides for full duty-free and quota-free 
imports from the least-developed countries 
(“LDCs”) of all products with the exception 
of arms. 

In May, the European Commission 
(“Commission”) published its Proposal for a 
new GSP regulation. The Proposal would 
limit the basic GSP to approximately 80 
countries (on the basis of current data), 
excluding more advanced developing 
countries. It would also revise the 
“graduation” mechanism pursuant to 
which products from specific countries 
are identified as competitive on the EU 
market and thus no longer in need of 
GSP protection. The Proposal would also 
encourage GSP+ membership for LDCs 
deemed to be particularly vulnerable 
because of their relatively undiversified 
trade economies. The EBA arrangement 
would continue unchanged.

Specifically, the GSP would no longer be 
available to:

•  Countries that have achieved a high 
or upper middle income per capita 
according to the internationally 
recognised World Bank classification 

The European Union (“EU”), which is a customs union with harmonised import duties 
set by the EU legislature, has applied its Generalised System of Preferences (“GSP”) 
since 1971. The GSP aims to assist developing countries by providing for the 
reduction or elimination of tariffs and quotas with regard to their exports to the EU. The 
GSP consists of a general arrangement and two special arrangements.
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Dodd-Frank’s Whistleblower Program Takes Ef fect

Dodd-Frank’s whistleblower provisions are widely anticipated to be a “game-changer” 
for the U.S. Securities and Exchange Commission’s (“SEC”) enforcement program. 
The SEC has issued final rules implementing these provisions, which require the SEC 
to make monetary awards to persons who provide information leading to a successful 
enforcement action in which more than $1 million is recovered. 

Successful whistleblowers will receive 
awards ranging from 10 to 30 percent 
of those amounts. Given that many SEC 
enforcement actions are resolved for 
tens or hundreds of millions of dollars, 
whistleblower awards are likely to be 
enormous. It is widely expected that the 
potential to receive such an award will set 
off a wave of whistleblowers bringing what 
they view as potential enforcement actions 
to the SEC.

Although no company can compete with 
these monetary incentives, and some 
employees will inevitably take their concerns 
directly to the SEC, other employees, 
if convinced that their concerns will be 
handled fairly, may be more likely to 
try to resolve them within the company. 
Companies should continue to evaluate 
how they can be the first to learn that their 
employees may be violating the law, and 
how they can best position themselves 
to respond quickly and appropriately in 
those situations. Among the key points for 
companies to consider are the following.

1. Almost anyone can be a Dodd-Frank 
whistleblower. This includes not only 
company personnel, but also competitors, 
former employees, investors, consultants, 
former spouses, and significant others. 
Whistleblowers may contact the SEC 
anonymously, by acting through their own 
counsel, and the identity of persons who 
receive awards under the program need not 
be publicly disclosed. 

Even those who owe special responsibilities 
to the company resulting from fiduciary 
duties or professional ethics can, under 
some circumstances, report potential 
misconduct to the SEC without ever 

informing the company. Whistleblowers can 
qualify for an award even if they obtained 
their information improperly or, in some 
cases, illegally. 

2. Whistleblowers need not report their 
concerns to the company. Although the SEC 
was urged by many to do so, it declined 
to require that whistleblowers report their 
concerns to the company either before 
making a report to the SEC or afterwards. 
The SEC rules offer some incentives to 
whistleblowers who report to the company, 
but these are so vague and uncertain of 
application that they seem unlikely to have 
much effect. 

3. Companies should consider how to 
encourage personnel to internally report 
their concerns. Dodd-Frank’s whistleblower 
provisions place a high premium on 
the company’s ability to be the first to 
learn of potential misconduct. This is 
best accomplished by assuring that there 
are effective systems for individuals to 
report concerns about potential corporate 
wrongdoing and that those systems have 
credibility to company personnel. For 
employees to accept the risk of informing 
the company about misconduct by other 
employees—particularly higher-ranking 
ones—they must be strongly convinced 
that the company wants to receive that 
information and that persons who report such 
concerns will be protected from retaliation. 

4. Companies should plan in advance 
how to respond if contacted by the SEC’s 
Enforcement Division about a whistleblower 
complaint. The SEC staff has indicated 
that under some circumstances it expects 
to contact companies that are the subjects 
of whistleblower reports to seek additional 

information and, potentially, to permit 
them an opportunity to conduct an internal 
review of the matter and report back to the 
SEC. For the company to be allowed this 
opportunity, which can be significantly less 
disruptive and costly than a full-blown SEC 
investigation, the SEC staff will need to be 
comfortable that the company intends to 
conduct a credible, good faith investigation 
of the matter, and that it will cooperate with 
the SEC on an ongoing basis. Advance 
preparation can help to equip the company 
to make the right response on the spot.

5. Decisions about self-reporting potential 
securities law violations to the SEC will 
now be made under even greater pressure. 
Companies that may have violated the 
federal securities laws are not, for the 
most part, under an obligation to report 
themselves to the authorities, although 
self-reporting may lead to leniency in any 
enforcement action that might be taken. But 
companies will likely lose the benefits of 
self-reporting if a whistleblower contacts the 
SEC first—and whistleblowers themselves 
are engaged in a race to report, both 
with the company and with other potential 
whistleblowers, since a whistleblower 
can only collect an award for information 
previously unknown to the SEC. With the 
prospect of huge monetary rewards for 
whistleblowers, there are likely to be legions 
of new eyes and ears attuned to potential 
violations. This all means that companies 
will have less time to decide whether to self-
report, and that they face greater risks that a 
whistleblower will report them if they do not 
report themselves. 

Matt T. Morley (Washington, D.C.)
matt.morley@klgates.com



 51 K&L Gates Global Government Solutions® 2011 Mid-Year Outlook

Government Enforcement and Litigation

U.S. Supreme Court: Key Decisions of Interest to Business This Term

In American Electric Power Co. v. 
Connecticut, No. 10-174, the Court held 
that private parties cannot seek to hold 
utilities liable under federal common law 
for creating a “public nuisance” in the 
form of climate change, since Congress 
has displaced federal common law 
by providing in the Clean Air Act for 
regulation of greenhouse gases by the 
Environmental Protection Agency (EPA). 
The AEP decision did not go as far as 
some in the business community had 
wanted, as it affirmed on an equally 
divided vote the lower court’s ruling that 
plaintiffs had standing to sue. The Court 
also left open the possibility of state law 
nuisance claims, though suggesting they 
might be preempted as well. 

In the intellectual property arena, the Court 
reversed a long trend and affirmed the 
Federal Circuit in all three patent cases it 
reviewed this term. The Court confirmed:

•  the Federal Circuit’s rule that a party 
asserting invalidity of a patent must show 
invalidity by clear and convincing proof 
(Microsoft Corp. v. i4 Ltd. Partnership, 
No. 10-290); 

•  its holding that an inventor working 
for a government contractor does not 
automatically lose title to his inventions 
(Bd. of Trustees of Stanford v. Roche 
Molecular Systems, No. 09-1159); and 

•  its ruling that induced infringement 
requires knowledge of actual infringement 
(Global-Tech Appliances, Inc. v. SEB SA, 
No. 10-6). 

The Court has generally reviewed Federal 
Circuit opinions primarily to reverse them, 
and these decisions suggest that the Court 
may show more deference to the generally 
“patent-friendly” appeals court.

The Court this term has consistently deferred 
to federal agencies’ interpretations and 
implementation of statutes. In Mayo 
Foundation v. United States, No. 09-837, 
the Court held that the highest level of 
deference, so-called “Chevron” deference, 
should be given to rules issued under 
general, as well as specific, grants of 
authority—disapproving some earlier cases 
that declined to give full deference to rules 
issued under general grants. The Court also 
deferred to agency constructions in holding 
that corporations have no right of personal 
privacy under the Freedom of Information 
Act (FCC v. AT&T, Inc., No. 09-1279), 
and in affirming the FCC’s interconnection 
rules for telecommunications providers. (Talk 
America, Inc. v. Michigan Bell Telephone, 
Inc., No. 10-313). In this latter case, Justice 
Scalia suggested that he was willing to 
rethink the long-standing “Auer/Seminole 
Rock” rule of deference to an agency’s 
construction of its own regulations, but no 
other justice joined his opinion, and the 
Court readily applied the rule of deference.

Finally, as predicted in our last report, 
the Court refused to hear constitutional 
challenges to the 2010 federal health 
care legislation before those challenges 
were considered in the courts of appeals. 
Arguments have been heard in three 
appellate courts, decisions will issue this 
summer, and the Court will likely be in a 
position to decide in the fall whether to hear 
any of the cases next term.

Dick Thornburgh (Washington, D.C.)
dick.thornburgh@klgates.com

David R. Fine (Harrisburg)
david.fine@klgates.com

John Longstreth (Washington, D.C.)
john.longstreth@klgates.com

In the most closely-watched case of the 
term, the business community claimed a 
significant victory when the Court reversed 
the certification of the largest plaintiff class 
in history—1.5 million women alleging 
gender bias in pay and promotions at Wal-
Mart. (Wal-Mart v. Dukes, No. 10-244). 
All of the justices agreed that the case was 
improperly certified under the rule intended 
to govern injunctive class actions, as the 
plaintiffs sought significant monetary relief in 
the form of back pay awards. The majority 
went further, however, and held that the 
class could not be certified at all because 
the plaintiffs had provided “no convincing 
proof of a company-wide discriminatory 
pay and promotion policy.” This significant 
tightening of the requirement of a “common 
question of law or fact” will affect class 
certification decisions for a wide variety of 
claims, not just discrimination claims. 

In AT&T Mobility, LLC v. Concepcion, No. 
09-893, the Court continued to take a 
skeptical approach to classwide arbitrations 
by affirming the effectiveness of contractual 
protections against such actions. The Court’s 
decision overturned the Ninth Circuit’s 
holding that it was “unconscionable” under 
California contract law for a wireless 
provider to include in its service agreement 
a provision requiring that all disputes be 
resolved in individual arbitrations. The 
Court’s opinion catalogues the risks of 
classwide arbitrations to defendants, which 
include a “slower, more costly” process 
and an increased risk of error due to the 
“absence of multilayered review” that “may 
become unacceptable when damages 
allegedly owed to thousands of claimants 
are aggregated and decided at once.” 

At the beginning of the 2010-2011 Supreme Court term, we previewed upcoming 
cases that raised significant issues for the business community. The term is not yet  
complete as this article goes to press, but the most eagerly anticipated decisions have 
been handed down.
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scaled back. The agency is unlikely to 
deploy its promised new technology for 
sophisticated market surveillance. All the 
while, its aggressive inspector general—
now supported by a staff of more than 
20 dedicated investigators—will continue 
to ferret out new agency transgressions 
to fuel more Congressional hearings. At 
best, the SEC will be treading water for the 
foreseeable future.

A New Turn in Cooperation Credit

Unable for lack of funding to proceed with 
the “stick” part of its planned carrot-and-
stick approach to building enforcement 
cases, the SEC is at least offering the 
“carrot.” As we discuss elsewhere in 
this report, the SEC has adopted final 

As Congress Fails to Deliver on Promises to Fund a Stronger SEC,  
the Agency Turns to Alternative Strategies 

That vision quickly vanished. Following 
the fall 2010 elections, and a change in 
control of the House, Congress soon talked 
of cutting the SEC’s budget back to 2008 
levels. Ultimately Congress appropriated 
only a modest increase for the present fiscal 
year and has indicated that it may hold the 
SEC’s budget flat next year. Meanwhile, 
Congress has conducted serial hearings 
to castigate the SEC on any number of 
topics—ranging from the Madoff and 
Stanford cases to the SEC’s lease of space 
for new staff before Congress changed its 
position on the budget.

With significant new Dodd-Frank 
responsibilities and diminished funding, the 
SEC’s plans to bolster its staff with savvy 
Wall Street professionals will be radically 

rules to implement the Dodd-Frank 
whistleblower provisions that promise 
to make millionaires of ordinary citizens 
who give the SEC the goods to build 
quick and resource-efficient cases. Over 
the last few months the SEC has likewise 
continued to develop and refine the “credit 
for cooperation” initiative it announced 
last year.

As part of this program, the SEC has 
recently delivered on its promise to 
offer “deferred prosecution agreements” 
(“DPAs”) and “non-prosecution agreements” 
(“NPAs”) to entities that provide sufficiently 
high levels of cooperation to the agency. In 
January, the SEC resolved an enforcement 
matter with Carter’s Inc. by means of an 
NPA, while in June, the SEC agreed to a 
DPA in resolving a matter with Tenaris, S.A. 
These recent dispositions demonstrate that 
in order to obtain this relatively favorable 
treatment, the SEC expects prompt self-
reporting by the company, a responsible 
internal investigation, full cooperation 
with the SEC staff, and remediation 
through enhanced procedures, training, 
and disgorgement of any improper 
gains. We are also beginning to get an 

Plans for a tough new Securities and Exchange Commission (“SEC”) appear to be 
falling apart. As lawmakers took their bows for addressing the financial crisis in 
the Dodd-Frank Act last summer, it appeared that we were about to see a vigorous 
new era in SEC enforcement. Congress had formally amended Section 35 of the 
Securities Exchange Act to authorize the SEC’s budget to grow from $1.16 billion 
to $1.3 billion in the fiscal year beginning two months later on October 1st, 
and to $1.5 billion beginning in October 2011. The SEC’s chairman earmarked 
the money to hire 800 new staffers, many in enforcement, and quickly leased 
additional space to house them.
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understanding of when the SEC will simply 
defer prosecution to assure continuing 
compliance (as in Tenaris) and when the 
SEC will entirely forego prosecution (as in 
Carter’s). The distinction appears to turn on 
whether the matter involves isolated and 
concealed conduct by a rogue employee, 
as the SEC alleged in the Carter’s NPA, as 
opposed to conduct more directly involving 
and benefiting the entity, as the SEC 
alleged in the Tenaris DPA.

Interestingly, in the Tenaris matter, the 
Justice Department agreed to an NPA 
while the SEC would give only a DPA. 
This may be explained by the fact that, 
with simply a civil case burden of proof, 
the SEC may have felt it had a stronger 
case. However, while the SEC last year 
indicated that its DPAs could extend and 
require remedial steps for up to five years, 
the Tenaris DPA has just a 2-year term. 
Thus, by shortening the DPA’s term, the 
SEC brought it closer to an NPA in actual 
impact. It may be that the SEC will use 
the term of a DPA as a means to fine tune 
the result in cases where it is not as clear 
whether the resolution should be through a 
DPA or an NPA.

In announcing its new DPA proposal last 
year, the SEC indicated that it would 
“generally” require entities to admit or 
at least agree not to contest certain 
underlying facts that the SEC could then 
use to prove a securities law violation in 
the event the entity breached its obligations 
under the DPA. The Tenaris DPA answers 
the closely watched question of how this 
will be implemented. Essentially, Tenaris 
was required to agree not to contest the 
SEC’s core factual allegations in any 
future SEC prosecution, but otherwise the 
DPA specifies that it is in furtherance of 
settlement negotiations and that Tenaris is 
not bound to any admission in any future 
private litigation.

Recent Enforcement Focus

We have recently seen significant growth 
in SEC enforcement cases against 
investment advisers. Much of this can be 
attributed to the SEC Enforcement Division’s 
new Asset Management Unit, the largest 
of its five new specialized units, which 
is now fully staffed with 65 lawyers and 
industry specialists. The unit’s leaders have 
stressed that they are working hand-in-

glove with the SEC’s examinations staff in 
looking for new cases that target particular 
areas of prosecutorial interest. These areas 
have included fund asset valuation, risk 
disclosure, performance reporting, conflicts 
of interest, Regulation M compliance, 
and regulatory issues involving deficient 
policies and procedures.

SEC Enforcement’s Market Abuse Unit has 
continued to network across interlocking 
rings of insider traders to bring related 
cases, most notably the series of cases 
related to the Galleon Management 
matter. In addition to doing its own civil 
cases for the bulk of the insider trading 
situations it uncovers, the SEC has also 
supported the vigorous efforts by the 
Manhattan U.S. Attorney’s Office, which 
can also deploy criminal investigative tools 
like wiretaps to record in real time the 
passing of inside information to traders. 
With such strong direct evidence in 
hand, defendants are then flipped to the 
government’s side with plea bargains to 
deliver their cohorts. The SEC and the U.S. 
Attorney have also focused on “expert 
networks” that offer company insiders to 
consult about particular industries and 
sometimes their own companies.

Finally, the SEC Enforcement Division 
recently formed a “Microcap Fraud 
Working Group” to replace its old “Penny 
Stock Task Force.” The SEC has explained 
that the new group will coordinate 
enforcement and inspection teams across 
multiple offices, and focus efforts on repeat 
offenders and recurring problem areas. 
The takeaway is that microcaps will likely 
be an intense enforcement area over the 
next year.

Stephen J. Crimmins 
(Washington, D.C. and New York) 
stephen.crimmins@klgates.com
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General Dynamics Corp. v.  
United States

In the 2011 Annual Outlook, we 
discussed a then-pending U.S. Supreme 
Court case involving a long-standing 
dispute between the federal government 
and military contractors in connection 
with the development of a stealth aircraft 
called the A-12 Avenger II. As part of 
a default termination of the Avenger 
program, the Navy demanded the 
return of more than a billion dollars in 
progress payments for work it claimed 
was never accepted. A key affirmative 
defense of the contractors was that the 
government had caused the delays that 
resulted in the termination of the Avenger 
because the government had breached 
its duty to share “superior knowledge” 
regarding stealth technology that was 
unknown to the contractors. The Supreme 
Court granted certiorari on the issue of 
whether the government may prosecute a 
claim against a party, while at the same 

time invoking the state secret doctrine 
to preclude that party from raising 
affirmative defenses. 

In deciding this case, the Court  
addressed the basic justiciability of 
the dispute. The Court observed that 
the issues raised in this litigation over 
stealth technology were analogous 
to its precedent regarding “contracts 
to spy” dating back to the Civil War. 
Those contracts were for an individual to 
perform a “secret service,” and the Court 
determined at that time that it would not 
entertain suits based on such espionage 
contracts. Rather than “tempt fate,” the 
Court would simply “leave the parties 
to the espionage agreement where we 
found them the day they filed suit.” 

Applying this logic to the interplay of the 
state secrets doctrine and the “superior 
knowledge” affirmative defense, 
the Court ruled that where liability 
depends on the validity of a plausible 
“superior knowledge” defense, and 

where litigation of that defense would 
inevitably lead to the disclosure of 
state secrets, neither party may obtain 
judicial relief. The parties will simply 
be left in the position they were in prior 
to the suit, meaning “not their position 
with regard to legal burdens and the 
legal consequences of contract-related 
determinations, but with regard to 
possession of funds and property.”

The Court described this outcome as 
“rough, very rough, equity” that may 
impact future contracting decisions 
by both the government and military 
contractors. Indeed, the Court 
acknowledged that in some contracts, 
contract provisions and progress 
payments may need to be altered to 
address the possibility that state secrets 
may ultimately render the contract 
unenforceable. The Court also cautioned 
that, like all common law opinions, 
its decision was subject to further 
“refinement” should the issue arise in 
cases with significantly different facts.

Government Enforcement and Litigation

For companies contracting with or litigating against the United States 
government or its agencies, two recent decisions by the U.S. Supreme Court 
are of particular significance.
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Janus Capital Group, Inc. v.  
First Derivative Traders

The U.S. Supreme Court also recently 
addressed the question of whether a 
mutual fund investment advisor may be 
held liable in a private action under 
Securities and Exchange Commission 
(“SEC”) Rule 10b-5 for false statements 
in its client mutual funds’ prospectuses. 
The facts of the case are a product of 
the mutual fund industry and the pertinent 
law and regulations, but the Court’s 
analysis is instructive for all in litigation 
with the government. 

The origin of the case is that the 
prospectuses for several of the pertinent 
mutual funds “represented that the funds 
were not suitable for market timing,” 
and allegedly could be read to suggest 
that Janus Capital Management would 
implement policies to curb market timing. 
Investors withdrew significant amounts 
from the funds after allegations of market 
timing in a complaint by the NY Attorney 
General became public. This resulted 
in a significant drop in share price. A 
class of investors allegedly injured by the 
market losses brought suit against Janus 
Capital Group and its wholly-owned 
subsidiary, investment advisor Janus 

Capital Management, for violations of 
Rule 10b-5, which prohibits “mak[ing] 
any untrue statement of material fact...” 
The Supreme Court granted certiorari 
to address the question of whether the 
advisor, Janus Capital Management, 
could be held liable for “making” 
material misstatements when only the 
fund itself had the statutory obligation to 
file the prospectuses with the SEC.

The Supreme Court followed a text-based 
approach to the analysis, and it is this 
approach that is of most interest outside 
the mutual fund industry. The majority 
opinion reviewed dictionary definitions 
of “makes,” and reasoned that the 
“maker” of a statement is the entity with 
“ultimate authority over the statement, 
including its content, and whether and 
how to communicate it,” and one who 
simply “prepares or publishes a statement 
on behalf of another is not its maker.” 
Thus, where nothing on the face of the 
prospectuses indicates that a statement 
came from the investment advisor, and 
there was no allegation that the advisor 
filed the prospectuses and falsely 
attributed them to the fund, the advisor 
did not “make” the statements and could 
not be liable under Rule 10b-5. 

The Court’s literal approach has the 
effect of placing particular importance 
on corporate forms and legal distinctions 
between entities that are potentially 
subject to Rule 10b-5, while also 
indicating that the Court continues to 
view the implied private right of action 
under Rule 10b-5 narrowly. Moreover, 
the Court decided that because it 
did not find the meaning of “make” 
in Rule 10b-5 to be ambiguous, the 
Court would not defer to the SEC’s 
interpretation of the word elsewhere, 
further noting that it had previously 
disagreed with the SEC’s broad view 
of §10(b) and Rule 10b-5. In short, a 
party in litigation with the government 
must be sensitive to the dictionary 
definition of a term in a rule and statute, 
and the Court may decide to give no 
deference to broader interpretations 
asserted by government entities.

David T. Case (Washington, D.C.)
david.case@klgates.com

Brendon P. Fowler (Washington, D.C.)
brendon.fowler@klgates.com

Two recent decisions by the  
  U.S. Supreme Court are of   

 particular significance.
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Foreign Corrupt Practices Act/Anticorruption:  
As Aggressive Law Enforcement Ef forts Continue, Countertrends Begin to Emerge

The battle against international corruption continues to intensify, with U.S. 
authorities imposing multimillion dollar penalties on companies and seeking 
prison terms for corporate personnel who violate the Foreign Corrupt Practices Act 
(“FCPA”). On the international stage, all eyes are on the United Kingdom, as the 
reinvigorated Bribery Act comes into effect, and new anticorruption initiatives are 
underway in Russia, China, and India. 

At the same time, other developments 
suggest the limits of these efforts. 
Enforcement of anticorruption laws by 
many other developed nations continues 
to be, at best, lackluster. Defendants 
are increasingly mounting challenges 
to the aggressive legal positions taken 
by U.S. law enforcement authorities as 
to FCPA’s jurisdictional and substantive 
provisions, and critics of the current FCPA 
enforcement environment are beginning 
to gain a hearing in Congress. 

Among the most important developments 
thus far in 2011 are the following.

FCPA enforcement continues at a 
rapid pace, with prosecutions of both 
companies and individuals. 2011 has 
brought two of the 10 largest FCPA 
settlements in the history of the statute, 
totaling $290 million. Six of the 10 
largest settlements, amounting to a total 
of $1.5 billion, were reached in 2010. 
Individual prosecutions continue apace, 
with at least four guilty pleas, two 

convictions, and nearly 20 individuals in 
the midst of or awaiting trial.

International efforts against corruption 
remain highly visible, although the real 
impact of these measures remains uncertain 
(see next article). Most of the world’s highly 
developed nations agreed in 1997, 
through the Organisation for Economic 
Co-operation and Development’s (“OECD”)
Convention on Combating Bribery of 
Foreign Public Officials, to adopt laws 
similar to the FCPA, and by 2002, these 
member states had done so. A recent 
report by Transparency International 
noted, however, that out of the nearly 40 
signatories to the Convention, only seven 
were actively enforcing their laws, while 
more than half had made little or no effort 
to enforce them. 

At the same time, several major non-
parties to the Convention have tightened 
their anticorruption laws. Russia revised 
its corruption law to conform to the 
OECD Convention and joined the 

OECD Working Group on Bribery as a 
preliminary step towards accession to the 
Convention. China revised its corruption 
law to criminalize bribery of foreign 
public officials, and India’s Foreign 
Contribution Regulation Act, which aims 
in part to stem the tide of corruption 
through regulating the use of funds 
received from abroad, went into effect.

All eyes are on how vigorously the United 
Kingdom will enforce its revised Bribery 
Act, which took effect on July 1, 2011  
(see next article). Law enforcement 
investigations of international conduct 
are generally very time-consuming and 
expensive, and this factor, combined with 
the U.K. government’s severe budgetary 
crisis, may constrain enforcement of 
the Bribery Act. On the other hand, the 
U.K. may be seeking to emulate the 
U.S. model of FCPA enforcement, which 
provides what Assistant Attorney General 
Lanny Breuer has termed a “remarkable 
return” on investment. Efforts by the U.S. 
Justice Department’s Criminal Division, 
which operates on an annual budget 
of less than $200 million, brought in 
$1 billion in FCPA penalties during 
2010—amounting to nearly one-third of 
all criminal settlements and judgments 
obtained by the department in 2010. 
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A significant increase in FCPA 
prosecutions is expected to result from the 
newly effective Dodd-Frank whistleblower 
provisions, which offer the prospect of 
large cash awards. Where an informant’s 
tip leads to a successful prosecution in 
which the government recovers at least 
$1 million, the person who provided that 
information is entitled to receive between 
10 and 30 percent of the amount 
recovered. Given that many such cases 
have been resolved for tens or hundreds 
of millions of dollars, there is a very real 
prospect of multi-million dollar awards 
being paid.

Federal courts are increasingly 
scrutinizing the parameters of 
FCPA liability. Because most FCPA 
prosecutions have been resolved by 
settlements between the government and 
corporations, there have been relatively 
few judicial interpretations of the FCPA, 

even as government prosecutors have 
pursued increasingly aggressive theories 
of liability. Corporate defendants rarely 
litigate FCPA cases, and prosecutorial 
positions are rarely tested before a judge. 
But with the government’s announced 
intention to bear down on individual 
defendants, more cases are now making 
their way to court, as individuals facing 
prison time have significantly greater 
incentives to challenge the charges made 
against them. Thus far, the government’s 
positions have been sustained, but that is 
unlikely to continue indefinitely.

Proposals for revision of the FCPA are 
gaining an initial degree of attention in 
Congress. The U.S. Chamber of Commerce 
and others have been working to gather 
support for revisions of the FCPA, and in 
June 2011, a subcommittee of the House 
Judiciary Committee heard testimony on the 
issues of narrowing the Act’s definition of 
“foreign official,” raising the standard for 

corporate liability, limiting successor liability, 
and creating an affirmative defense for 
companies with effective FCPA compliance 
programs. While these initiatives have yet 
to achieve real traction, it is notable that 
they have achieved a place on the agenda 
for discussion.

Matt T. Morley (Washington, D.C.)
matt.morley@klgates.com

Brian F. Saulnier (Pittsburgh and Dubai)
brian.saulnier@klgates.com

Enforcement of anticorruption laws by many other    
 developed nations continues to be, at best, lackluster.



K&L Gates Global Government Solutions® 2011 Mid-Year Outlook 58 

Anti-corruption

The Act essentially mirrors the anti-bribery 
provisions of the U.S. Foreign Corrupt 
Practices Act (“FCPA”) but is broader in 
that there is no exception for “facilitation 
payments” (which have always been 
unlawful under U.K. law), and the Bribery 
Act extends to bribery between private 
parties as well as bribery of foreign 
government officials. Under the Act, it 
is an offence to give, offer, request, or 
accept a bribe. Particularly strict rules 
apply to bribery of foreign public officials, 
and for a corporation to fail to prevent 
bribery being committed on its behalf.

The “failure to prevent” offence applies 
to all U.K. companies, as well as to any 
other company, wherever incorporated 
or based, that does business in the 
U.K. Bribery by any person performing 
services on behalf of a company subject 
to the “failure to prevent” jurisdiction will 
violate the Act regardless of whether 
or not the payment actually has any 
connection with the U.K. and regardless 
of whether anyone at the company 
authorized or had any knowledge of the 
corrupt payment.

At the same time, companies have 
a complete defence to the “failure to 
prevent” offence if they can show that 
they had in place “adequate procedures” 
to prevent employees and associated 
persons from paying bribes. There is thus 
an opportunity for companies subject to 
the Bribery Act to insulate themselves from 
liability by developing and implementing 
a robust anti-corruption policy and 
compliance program that meets the Act’s 
standard of “adequate procedures.” 

Although the definition of what constitutes 
“adequate” procedures will be a matter 
for the U.K. courts to decide on a case-

by-case basis, the U.K. Ministry of Justice 
has issued formal guidance setting forth 
six principles to be followed: having 
proportionate procedures; the top-level 
commitment of senior management 
in embedding an anti-bribery culture; 
risk assessment; due diligence on 
agents, joint ventures, suppliers and 
other business partners; communication 
(including training); and monitoring and 
review. However, the guidance is not 
law, and despite the relative comfort 
afforded by its laissez-faire tone in some 
areas, such as corporate hospitality, there 
remain uncertainties as to how the courts 
will apply the Act in practice.

U.S. businesses with FCPA-based 
compliance programs will need to 
consider their “adequacy” under the U.K. 
law in particular to cover private bribery 
and in respect of facilitation payments.

Enforcement

The principal enforcer of the Act will be, 
for the time being, the Serious Fraud 
Office (“SFO”), which investigates and 
prosecutes serious or complex fraud and 
corruption. Its future role has been the 
subject of much debate, in the context 
of potential reforms of regulation of 
the financial services industry arising 
out of the financial crisis of 2008. The 
government has announced the formation 
of a National Crime Agency in 2013, 
within which will be an Economic Crime 
Command that will coordinate the efforts 
of national economic crime-fighting 
agencies, including the SFO. 

While the SFO has successfully resisted 
recent much-touted government proposals 
to split its prosecutorial and investigative 
arms between two bodies (which would 
surely not serve the purpose of more 

focused action against serious and 
organised crime), the common perception 
is that the review of the SFO and its role 
remains ongoing, and that it will be 
revisited in 12 months, which contributes 
to a certain sense of instability.

In the corruption context, the SFO sees 
itself as having a mandate to advance and 
protect U.K. business. Its ability to do this 
depends largely upon two propositions. 

The first is that, if U.K. businesses report 
that bribery by their competitors has 
damaged their ability to win overseas 
business, the SFO will use aggressive 
new long-arm jurisdiction under the Act 
to prosecute non-U.K. companies for 
failure to prevent bribery. This presumes 
a willingness on the part of U.K. 
companies to make such complaints 
to a prosecutor. Perhaps, although the 
analogy is not direct, the SFO is thinking 
of the competition (anti-trust) sphere, in 
which a whistleblowing participant in 
an illegal cartel can receive immunity 
by reporting to the authorities before its 
cartel partners do so. 

However, whistleblowers need to be 
cautious in relation to the SFO’s ability to 
reach plea agreements as highlighted in 
the recent Dougall case. In that case, a 
participant in a bribery scheme pleaded 
guilty after self-reporting corruption by 
his employer and agreeing with the SFO 
that it would support a suspension of his 
prison sentence for his own involvement. 
The sentencing judge rejected the 
proposed plea agreement and imposed 
immediate imprisonment. While the Court 
of Appeal reversed the sentencing judge 
and upheld the SFO’s plea agreement, 
Mr. Dougall would have preferred the 
certainty of statutory immunity, which the 
SFO was apparently not offering.

Secondly, the SFO needs to persuade 
companies to see the SFO—a criminal 
prosecutor—as a sounding board for 
discussions of corruption prevention and 

 SFO Gears Up for U.K. Bribery Act Implementation

The long-anticipated U.K. Bribery Act came into force on July 1, 2011, three months 
after the release of the final version of the Ministry of Justice Guidance on the 
establishment and implementation of “adequate procedures” to prevent bribery. 
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a solver of corruption-related problems, 
despite the fact that the courts have 
indicated a certain scepticism at the 
SFO’s plea discussions and have clearly 
indicated that they do not consider 
themselves bound by SFO deals with 
defendants. The comments of the courts 
do not encourage companies to feel 
comfortable that the SFO can guarantee 
to deliver on its agreements.

The SFO has also lost some senior 
management to private practice 
(including its General Counsel and Head 
of Anti-Corruption) and faces reductions 
to its budget of 25 percent over the 
next four years resulting from the U.K. 
Coalition Government’s program of 
spending cuts. With an uncertain future 
and a constrained present, the SFO will 
be looking to the coming into force of the 
Act as a trigger for profile and results.

The Act is not retrospective, so 
there cannot be “failure to prevent” 
prosecutions for offences occurring prior 
to July 1. With its stated aim of protecting 
ethical U.K. companies being or feeling 
disadvantaged by unethical competitors, 
there may indeed be a focus on non-
U.K. companies. The SFO has identified 
several higher risk sectors that it intends 

to watch closely, including oil and gas, 
natural resources, and large construction 
and infrastructure contractors. 

The SFO remains keen that companies 
open a dialogue with them as soon as 
practicable after discovering a potential 
offence; it says that it is open for business 
and to discuss questions and business’ 
practical experience. The SFO pledges to 
take a pragmatic approach to gifts and 
hospitality, although companies should 
still pay proper attention to being able 
to explain and justify their policies in this 
area. It may be about to reissue its July 
2009 note on the theme of self-reporting 
of corruption incidents by companies 
which was published before the courts’ 
critical comments about plea bargaining. 
Publicly the SFO is not concerned about 
the cuts in its budget, pointing out that it 
has more cases in the courts at present 
than ever. It is, however, conscious that 
it must not spread itself too thin, so it will 
pick its battles. Its corruption efforts will in 
practice be a strategic priority.

The SFO has said that it is principally 
concerned to direct its energies towards 
companies that it perceives want to play 
the game outside the bribery laws, and 
they will be listening out for the sound 

of the whistle. Mr. Alderman, Director 
of the SFO, suggested last month that 
whistleblowing could now conceivably 
be effected via Twitter, and Dodd-
Frank gives individual whistleblowing 
considerable attractions in the U.S. (see 
previous article). Increased mutual legal 
assistance, formal and informal, should 
further widen the authorities’ sources 
of knowledge. They aim to create the 
perception that the risk of exposure is 
growing all the time.

The SFO’s determination with regard 
to the Bribery Act is not in doubt, and 
nor are the wider and weightier tools to 
which it has access since July 1.

Robert V. Hadley (London)
robert.hadley@klgates.com

Laura Atherton (London)
laura.atherton@klgates.com

James A. Boyd (London)
james.boyd@klgates.com
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Russia: New Measures to Fight Corruption

The new law amends existing 
provisions that apply to individuals, 
through the Russian Criminal Code, 
and to legal entities, via the Code of 
Administrative Offenses (since under 
Russian law, legal entities are not 
subject to criminal prosecution). 

Individuals: Criminal Prosecution

Increased Penalties

A key component of the new law is 
increased penalties. Fines, which were 
previously capped at one million rubles 
(approximately $36,000), may now be 
imposed in an amount up to 100 times 
the amount of the bribe (up to a maximum 
of 500 million rubles (approximately 
$17,960,000)). Maximum terms of 
imprisonment were increased from eight 
years to 12 years for paying a bribe, and 
from 12 years to 15 years for accepting 
a bribe. Importantly, sanctions for foreign 
bribery will apply both to foreign public 
officials who take bribes, as well as to 
bribe-givers. 

Criminalizing Foreign Bribery

The new law seeks to bring Russian 
legislation into conformity with the 
Organisation for Economic Co-operation 
and Development’s (“OECD”) Convention 
on Combating Bribery of Foreign 
Officials by criminalizing the bribery 
of foreign public officials, as do, for 
example, the U.S. Foreign Corrupt 
Practices Act and the U.K. Bribery 
Act. Prior Russian law only prohibited 
domestic bribery (except to the extent 
foreign bribery was recognized under 
international treaties to which Russia 
was a signatory).

Russia recently enacted a new federal law increasing the penalties for corruption. 
The changes were initiated by Russian President Dmitry Medvedev in February 
2011, and in light of heightened awareness of the problem, rapidly passed 
through the legislative process and came into force on May 17, 2011. President 
Medvedev has long campaigned to fight corruption in Russia, but until recently, 
this campaign has generated few concrete results.
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Higher Standards for Defense Against 
Criminal Liability

The new law makes it more difficult for 
defendants to be exonerated from charges  
of criminal liability for bribery, requiring 
proof that either (i) the bribe was paid as 
a result of extortion, or (ii) the defendant 
voluntarily notified law enforcement 
authorities of the commission of the 
crime. In addition, to avoid criminal 
liability, the defendants will have to have 
demonstrated that they actively assisted 
the relevant authorities in discovering 
and/or investigating the crime. 

New Crime—Bribery Intermediation

The new law establishes an offense for 
acting as an intermediary in the payment 
or receipt of a bribe, assistance in 
doing so, or promising or offering to do 
so. Sanctions for this violation are also 
rather strict, with potential fines of up to 
90 times the amount of the bribe with a 
prohibition on holding certain positions 
or engaging in certain activities for up to 
three years, and imprisonment for up to 
12 years.

Legal Entities:  
Administrative Regulation

Given that under Russian law, 
companies and other legal entities are 
not subject to criminal prosecution, the 
new law introduces significant changes 

to the administrative law applicable to 
those entities. The amended rules, as 
is the case with the criminal sanctions, 
include as an offense the bribery of 
foreign public officials. 

Increased Fines

Sanctions under the Code of 
Administrative Offenses have been 
strengthened, and fines for bribery can 
be as high as 100 times the value of 
the bribe. In addition, the statute of 
limitations for violation of anti-corruption 
laws has been extended from one year 
to six years after the date of the offense.

International Assistance

In response to growing international 
efforts against corruption, the Code of 
Administrative Offenses has been revised 
to include various provisions relating to 
cooperation among law enforcement 
authorities of other nations. The Code 
now includes specific rules governing 
the process for Russian and foreign law 
enforcement authorities to file requests 
for legal assistance, the legal force of 
evidence so obtained, the summoning of 
witnesses and other related matters.

President Medvedev has  
   long campaigned to 

  fight corruption in Russia...

International Support and Follow up

These recent changes were well received 
by the international community. The 
OECD called them a “significant step” 
in the fight against corruption that should 
aid Russia in becoming a party to the 
OECD Convention. In addition to these 
amendments, a number of other measures 
are being proposed in Russia to increase 
transparency and fight corruption.

It should be noted, however, that 
even prior to the new law, Russia had 
long had strong legal authority to 
battle corruption, yet in recent years 
the problem has become still more 
entrenched. While there is no doubt that 
the new measures could prove useful 
should the authorities decide to clamp 
down on corruption, only time will tell 
whether the new law is a true signal of 
President Medvedev’s determination to 
clean up the way business is done in 
Russia, or merely window dressing to 
appease the international community.

William M. Reichert (Moscow)
william.reichert@klgates.com 

Svetlana A. Vorobyeva (Moscow)
svetlana.vorobyeva@klgates.com 

Elena A. Evoyan (Moscow)
elena.evoyan@klgates.com
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Will Japan Fundamentally Change Its Energ y Policy?

What is the future of nuclear power in Japan? That is the question on everyone’s 
mind following Japan’s so-called “Triple Disaster” beginning with the massive 
earthquake and tsunami on March 11, 2011 and continuing with the ongoing 
crisis at the Fukushima Daiichi Nuclear Power Station. 

On April 12, a month after the 
earthquake and tsunami, Japan’s Nuclear 
and Industrial Safety Agency upgraded 
the nuclear crisis at the Fukushima 
plant to a level 7 event—the maximum 
level on the International Nuclear and 
Radiological Event Scale, and the same 
level as the Chernobyl crisis. Since 
then, there has been a steady trickle of 
information from the Tokyo Electric Power 
Company confirming expert opinions 
around the world that the event was even 
worse than it first appeared. Although 
Fukushima was no Chernobyl, the name 
Fukushima has now been added to the 
lexicon of nuclear terms and will forever 
be known as the place where one of the 
world’s worst nuclear accidents occurred.

Ominously for the proponents of nuclear 
power, the attention of the Japanese 
government next focused on a nuclear 
plant on the southern coast of Shikoku, 
the smallest of Japan’s main islands, 
more than 500 kilometers (310 miles) 
away from the Fukushima plant. In an 
apparent political move in response 
to the Fukushima incident, on May 6 
(just two months after the earthquake), 
Japanese Prime Minister Naoto Kan 

requested the shutdown of the Hamaoka 
Nuclear Power Station run by the Chubu 
Electric Power Co., Inc. (the electric 
power company covering the middle 
region of Japan). At first it was reported 
that the closure would be ordered by 
the government, but when it became 
publicly known that the Hamaoka plant 
was in compliance with the government’s 
Nuclear and Industrial Safety Agency 
standards, Japan’s prime minister was 
forced to reduce his order to a “request.” 
Nevertheless, notwithstanding the lack of 
a legal basis for the closure and the fact 
that the Hamaoka plant provides nearly 
twice the energy output of the Fukushima 
plant, Chubu Electric complied and shut 
down the plant. 

The publicly stated rationale for the 
closure was that the government’s 
Earthquake Research Committee 
estimated that there is an 87 percent 
chance that an earthquake of magnitude 
8 would strike the area surrounding 
the Hamaoka plant within the next 30 
years, leading seismology experts to 
claim that the Hamaoka plant is the 
“most dangerous nuclear power plant in 
Japan.” If this was the real reason for the 

closure of a plant so integral to Japan’s 
power grid (and there is more than a 
small amount of debate as to whether 
it was just political grandstanding by 
the prime minister in an effort to show 
strong leadership), the future of the 
nuclear power industry in the entire 
country would be cast into doubt since, 
according to some experts, every part 
of the country is at risk of experiencing a 
major earthquake in the next 30 years. 

In closing the Hamaoka plant, however, 
the prime minister did cite to legitimate 
concerns that a nuclear crisis can bring, 
such as consequential damages. The 
Fukushima event has resulted not only 
in the evacuation of an ever-expanding 
area in proximity to the plant, but has 
also brought rolling blackouts across the 
region, bans on certain agricultural and 
other products, and disruptions in global 
supply chains—all of which have had a 
severe negative impact on the Japanese 
economy. Japanese companies such as 
Sony Corporation have been forced to 
temporarily close damaged plants. In 
Sony’s case, this adversely affected the 
company’s production of digital video 
discs, lithium batteries, optical devices, 
and other items that were sold throughout 
the world. Japanese automakers such 
as Toyota and Honda have been 
temporarily forced to shut down 
assembly plants in the United States, 
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due to a shortage of parts (particularly 
in engines and transmissions) resulting 
from disruptions at factories in Japan 
due to power shortages. Even as of this 
writing, continues to be a general lack 
of inventory for Japanese car dealerships 
in the United States. Overall, Morgan 
Stanley MUFG Co., Ltd. has forecast a 
short and deep recession for Japan, with 
the economy shrinking by 1 to 3 percent 
in 2011, mostly due to these knock-on 
effects and not to the damage caused by 
the quake or the tsunami itself.

Not surprisingly, the Fukushima incident 
is leading the government of Japan to 
rethink its energy policy. In a country 
known for consensus decision-making, it 
is now widely said that nuclear power 
is clearly not the best alternative in such 
an earthquake-prone country. According 
to the June 2010 Ministry of Economy, 
Trade and Industry’s (METI) Strategic 
Energy Plan of Japan, the Japanese 
government was to build nine additional 
nuclear plants by the year 2020 and 
another five by the year 2030, which 
would increase its nuclear energy 
resources to 50 percent of all production. 
However, recent actions by the Japanese 
government, including the closure of the 
Hamaoka plant, have indicated that 
these plans will likely be scrapped. At an 
Organisation for Economic Co-operation 
and Development (“OECD”) gathering 

on May 27, 2011, Prime Minister Kan 
suggested that the government of Japan 
needs to start from scratch with its energy 
policy and begin focusing on increasing 
the use of renewable energy resources 
such as solar and wind power. 

So the country is left to grapple with 
finding an alternative to its planned 
nuclear future. The well-known issues with 
solar and wind energy resources are 
their cost. According to 2010 statistics 
provided by METI, nuclear power costs 
between ¥5 and ¥6 per kilowatt hour, 
while wind power costs between ¥10 
and ¥14 and solar costs ¥49 per 
kilowatt hour. Prime Minister Kan has 
emphasized that he would like to raise 
renewable energy resources to the level 
of a “core” energy resource and will 
attempt to reduce the costs of solar power 
to a third of current levels by 2020 and 
a sixth by 2030. Still, the Japanese 
government has much work to do, as 
solar and wind power currently only make 
up about 1 percent of Japan’s total power 
supply, as compared to nuclear energy, 
which comprises 30 percent. 

In the short term, a solution is likely to be 
found by looking to Japan’s neighbor to 
the north, Russia, and the vast supplies 
of liquified natural gas to be found in 
the Russian Far East. However, even this 
alternative presents significant political, 
legal, and logistical hurdles.

So where does this leave Japan? There 
is little doubt that the Fukushima incident 
has provoked a healthy discussion on 
renewable energy resources, and that 
Japan’s anti-nuclear movement may 
have garnered nationwide support. 
However, despite lingering questions 
about the reasons for the closure of 
the Hamaoka plant, it is unlikely that 
Japan’s makeup of energy resources will 
change anytime soon. 

J. Ryan Dwyer, III (Tokyo)
ryan.dwyer@klgates.com

Grant S. Tanabe (Tokyo)
grant.tanabe@klgates.com

The name Fukushima has now been added  
      to the lexicon of nuclear terms.
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Public-Private Partnerships for Infrastructure Growth in Indonesia— 
Will the Current Formula Work?

Roads, water, power, transportation, ports, and communications are all essential 
to economic development. Indonesia has recognized the need for aggressive and 
rapid infrastructure improvement to sustain its impressive and consistent economic 
growth of 6 to 7 percent per annum. 

It is widely understood that bottlenecks 
in the Indonesian power, water, 
transportation, and communications 
sectors pose the greatest challenges 
to the country’s continued economic 
expansion. In an effort to attract foreign 
investment for key infrastructure projects, 
Indonesia has embraced the framework 
of public-private partnerships, or PPPs—
thus far with generally disappointing 
results. Indonesia’s most recent initiative 
of this kind is a highly aggressive 
program targeting IDR 980 trillion 
(approx. US$113 billion) in private sector 
development during the 2010-2014 time 
period. Will this newest version succeed 
where its predecessors have failed? 
Although the jury is still out, certain 
aspects of this newest program give 
cause for cautious optimism.

A Troubled History

Since the 1990s, and particularly in 
the 2005-2010 period, Indonesia has 
developed an unfortunate reputation 
for launching ambitious and exciting 
PPP programs, with promises to tender 
landmark infrastructure projects and 
pledges to implement the kinds of 
institutional practices and procedures 
needed to attract foreign investment. In 
fact, relatively few projects have come 
to fruition, due to factors that include a 
regulatory regime that is perceived as 
inadequate, a complex bureaucratic 
overlay, the lack of commercially viable 
projects, issues over land ownership, 
recurring disputes and contract 
renegotiations, and criticism of the overall 
institutional elements of the program, 

including a consistent lack of transparency. 
These problems have been acknowledged 
by Indonesia’s Coordinating Economic 
Minister Hatta Rajasa, stating that 
Indonesia is now better prepared for such 
a scheme despite its past failures. He 
has stated that Indonesia was “not well-
prepared in terms of regulations relating to 
PPP” as some regulations did not allow the 
participation of private enterprises. “Now 
regulations are more liberal, allowing PPP 
or even entirely private ventures,” he said. 

A New Dawn?

The 2010-2014 PPP initiative 
incorporates a number of key perceived 
policy changes, including the introduction 
of a level and open playing field, 
competitive selection and increased 
transparency, and increased involvement 
of regional governments (although this 
latter element is perceived by some 
observers to be a double-edged sword). 
Success, however, will depend heavily 
on how the projects are prepared and 
how the tendering process is conducted. 

The stated strategy on infrastructure 
development in the 5-year National 
Development Plan from 2010-2014 
targets the following objectives: (i) increasing 
infrastructure’s level of service to comply with  
minimum standards of service; (ii) supporting  
the improvement of real sector 
competitiveness; (iii) enhancing PPPs; 
(iv) shifting the government’s role to that 
of facilitator or enabler; (v) focusing on 
service sustainability through efficient and 
effective investment; and (vi) pursuing a 
dual track strategy of both development 
infrastructures which accelerate goods 

and information flow, and encouraging 
an industrialization program through 
regional development in priority 
economic corridors.

The PPP policy, as described in this 5-year 
plan, has been to: (i) create successful 
PPP model projects; (ii) implement the 
projects listed in the PPP Book (described 
below); (iii) strengthen PPP institutions at 
all levels of government; (iv) streamline 
the PPP process; (v) ensure proper project 
preparation to reduce unnecessary 
transaction costs; and (vi) provide 
governmental support in the state budget.

Under the current program, PPPs will 
be regulated under a multi-sector 
framework. The program aims to close 
a significant anticipated infrastructure 
funding gap, creating a huge opportunity 
for private investment in key sectors 
of the country. Eligible sectors for 
PPP project implementation include 
transportation infrastructure (airport 
services, seaports, railway infrastructure); 
road infrastructure (including toll roads 
and bridges); irrigation infrastructure; 
drinking water infrastructure; waste water 
infrastructure; telecommunications and 
information technology infrastructure; 
electricity infrastructure; and oil, gas, 
and geothermal energy transmission and 
distribution facilities. 

BAPPENAS, the Indonesian National 
Planning Agency, has identified a 
compilation of projects to be developed 
under the PPP scheme in a book, 
titled “Public-Private-Partnerships—
Infrastructure Projects in Indonesia”—also 
known colloquially as the “PPP Book.” 
BAPPENAS categorizes projects in 
three categories: (1) “Potential Projects” 
(i.e., projects which have undergone 
preliminary feasibility studies and which 
conform with national or regional 
development plans); (2) “Priority Projects” 
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(which have completed the feasibility 
process and have a defined structure); 
and (3) “Projects Ready for Offer” (i.e., 
those having a defined procurement 
schedule, completed tender documents, 
and a designated procurement team). The 
2010-2014 PPP Book, which has been 
updated since its initial release, listed 
79 prospective infrastructure projects 
as of June 2011, valued at US$53.4 
billion, with 13 “Projects Ready for Offer” 
(US$27.52 billion), 21 “Priority Projects” 
(US$10.38 billion), and 45 “Potential 
Projects” (US$15.5 billion). The PPP Book 
also listed four projects that have already 
been tendered: including the Central 
Java Coal Fired System Power Plant, the 
Soekarno-Hatta Airport—Manggaral 
Railway Development, the Puruk Cahu—
Bangkuang Coal Railway, and the Batu 
Ampar Port. Recently, the Indonesian 
Investment Coordinating Board (BKPM) 
has been appointed to serve as the “front 
office” for marketing and registering PPP 
projects, taking over that portfolio from 
BAPPENAS.

New Legislation and Reforms

Indonesia has sought to reform its 
regulations relating to policy, regulatory, 
and financial aspects of PPP programs, 
as well as introducing new project 
development facilities. Government 
support may take the form of both direct/
non-contingent support (including fiscal 
contribution, land, permits, tax incentive, 
part of construction, etc.), and contingent 
support (i.e., government guarantees). 

Presidential Regulation No. 13 Year 
2010 on “Amendments to Presidential 
Regulation Number 67 of 2005 
regarding Government Cooperation 
With Business Entities in Infrastructure 
Procurement” (“Regulation 13/2010”) 
supplements provisions regarding 
government support and guarantees, 
and states that government support 
may be provided in the form of fiscal 
contributions, licensing, land acquisition, 
construction, or tax incentives. 

Presidential Regulation No. 78 Year 
2010, on “Infrastructure Guarantee 
under the Public-Private-Partnership 
Scheme between the Indonesian 
Government and the Private Business 

Entity through an Infrastructure Guarantee 
Fund Entity” (“Regulation 78/2010”), 
passed in December 2010, governs 
the all-important grant of infrastructure 
guarantees by PT. Penjaminan Infrastruktur 
Indonesia (Persero), the Indonesia 
Infrastructure Guarantee Fund, or 
“IIGF.” Regulation 78/2010 will be 
implemented in accordance with the 
parallel Regulation of Minister of Finance 
No. 260/PMK/2010. 

Regulation 13/2010 also sets the 
stage for the proposed and long-
awaited law on land acquisition for 
infrastructure projects, which would allow 
the government to secure rights to land 
prior to tender through the exercise of 
eminent domain with fair compensation 
to landholders. Delays in passing this 
legislation, however, are fueling criticism 
that this PPP program will be beset by the 
same issues as prior programs. Given that 
a number of various laws and regulations 
relate to the implementation of the PPP 
program, would-be participants should 
proceed carefully, as there remains the 
potential for conflict and still substantial 
regulatory ambiguity.
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PPPs are to be implemented through 
a cooperation agreement (Perjanjian 
Kerjasama) between the private business 
entity and the project “principal” (which 
may be a ministry, a national agency, a 
regional government, or a state-owned 
enterprise), or a license. By law, the 
cooperation agreement must include 
certain required terms, including a tariff 
adjustment mechanism, a performance 
bond, and terms for redelivery and/or 
management of the infrastructure assets. 
The agreements must be governed 
by Indonesian law and executed in 
the Bahasa Indonesia language (and 
if the agreement is also in another 
language, the Bahasa Indonesia version 
shall prevail). The PPP regulations 
further provide that financing must be 
obtained within 12 months after signing 
of the cooperation agreement, which 
period may be extended under certain 
circumstances. Otherwise, the agreement 
may be terminated and the performance 
bond forfeited.

Guarantees are a fundamental 
component of infrastructure projects 
under the PPP, and the current program, 
through Regulation 78/2010 and its 

sister regulations, reflects a significant 
improvement by providing a relatively 
clear mechanism for obtaining project 
guarantees and filing for claims 
thereunder. The IIGF was established in 
2009, primarily to provide infrastructure 
guarantees for projects under the PPP 
program. Guarantees may be granted 
either by the IIGF, or jointly by the 
IIGF and the Minister of Finance, 
representing the Indonesian government. 
These guarantees may cover in scope 
the full range of risks in infrastructure 
PPP projects and may extend up to 
the principal’s total liability under the 
project. The IIGF must promptly consider 
a guarantee request by a principal upon 
receipt of a submission request and may 
cooperate with multilateral financial 
institutions to accelerate such grants. 
IIGF consideration is a prerequisite 
for the grant of any governmental 
guarantee. The IIGF and the “road map” 
contained in the new regulations are 
expected to significantly increase the 
creditworthiness of projects and promote 
private sector participation. 

The Challenges Ahead

A number of important issues remain 
to be addressed, including: the 
harmonization of conflicting project 
implementation regulations, final passage 
of the land acquisition regulations and 
the acceleration of the land acquisition 
process, clarification of the requirements 
for obtaining government support, 
practical mobilization of Indonesia’s 
domestic capital resources, and 
implementation of the long list of planned 
PPP projects. Notwithstanding these 
challenges, the current PPP program 
reflects the incorporation of a number of 
potentially effective elements—indicating 
that this government appears to be 
serious about driving infrastructure growth 
and learning from the lessons of the past.

Maria Tan Pedersen (Hong Kong and 
Washington, D.C.) 
maria.pedersen@klgates.com
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The Next Phase of the ACO Frontier

Since the introduction of the concept of an accountable care organization (“ACO”) 
in the spring of 2010 by the Patient Protection and Affordable Care Act, providers 
have been attempting to decipher what exactly an ACO is, how they can form one, 
and how they can best position themselves to be ahead of the curve in this new, 
emerging model for the delivery of medical care. 

The ACO concept embodies a movement 
towards payment for quality, rather than 
quantity, in the health care arena and seeks 
to reward affiliations among physicians, 
hospitals, and certain other providers for 
simultaneously improving quality of patient 
care and achieving cost savings. 

On March 31, 2011, the Centers 
for Medicare and Medicaid Services 
(“CMS”) attempted to answer these 
questions in its long-awaited Proposed 
Rule for the ACO Medicare Shared 
Savings Program (the “Proposed Rule”). 
However, while the Proposed Rule 
provides the first detailed guidance as to 
the requirements for an ACO, its heavily 
proscriptive nature also led providers to 
begin questioning whether they could 
meet all of the requirements of the 
Proposed Rule, raise adequate capital to 
invest in such a model, and whether doing 
so would be a financially sound decision.

Following this lukewarm response from 
industry stakeholders, CMS announced 
three additional initiatives on May 17, 
2011 designed to foster the formation of 
ACOs by providers: 

•  a new “Pioneer” ACO model, 
which allows existing integrated-care 
organizations to launch ACOs potentially 
as early as this summer and gives ACO 
participants an opportunity to receive 
more savings up front in exchange for 
assuming greater financial risks; 

•  the prospect of an Advance Payment 
ACO model that would provide 
up-front funding, through the form of 
advancements, to providers to form new 
ACOs; and 

•  a series of seminars titled “ACO 
Accelerated Development Learning 
Sessions” to help potential participants 
understand their current readiness to 
become an ACO, identify steps to 
achieve the three-part goal of ACOs—
improving care delivery, improving 
health, and reducing costs, and develop 
an action plan for establishing essential 
ACO functions. 

Highlights of Proposed Guidance 
Issued to Date

Overarching Purpose

The Medicare Shared Savings Program 
seeks to improve accountability for 
Medicare beneficiaries, improve the 
coordination of health care services, and 
encourage investment in infrastructure 
and redesigned care processes. As an 
incentive to ACOs that successfully meet 
certain quality and savings requirements, 
the ACOs are allowed to share in a 
percentage of the achieved savings.

Health Care, TMT, and FDA
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Participants

ACOs may be comprised of the following 
types of groups of providers and suppliers 
of Medicare-covered services: 

•  ACO professionals (i.e., physicians, 
practitioners, hospitals, and other 
health care providers that meet 
certain statutory definitions) in group 
practice arrangements;

•  Networks of individual practices of 
ACO professionals; 

•  Partnerships or joint venture 
arrangements between hospitals and 
ACO professionals; 

•  Hospitals employing ACO professionals; or

•  Other Medicare providers and suppliers 
as determined by the secretary.

Legal Structure

An ACO must exist as a distinct legal 
entity and may be a corporation, limited 
liability company, foundation, or other 
type of entity under state law. Its governing 
body must consist of representatives of 
both ACO providers and Medicare 
beneficiaries. 

Selection Process

ACOs will not automatically be accepted 
into the Medicare Shared Savings Program; 
rather, they must submit an application to 
participate. If the application is approved, 
the ACO must then sign an agreement to 
participate in the program for three years 
and agree to accept responsibility for 
5,000 Medicare beneficiaries. 

Models for Sharing Savings

In the Proposed Rule, CMS proposed two 
models for ACOs—a “one-sided” model 
(upside risk only) or a “two-sided” model 
(upside and downside risk). The one-sided 
model is designed to have the ACO 
receive shared savings on an annual 
basis for the first two years using a one-
sided savings approach. In the third year, 
the ACO must agree to share both the 
losses and savings. Under the one-sided 
model, an ACO is eligible to receive a 
shared savings payment of 50 percent. 
The two-sided model is designed to have 
the ACO enter a 3-year period where 
the ACO shares in both the risk of losses 
and savings from the beginning. Under 
this model, the ACO would be eligible to 
receive a shared savings payment of 60 
percent. To qualify for shared savings, an 
ACO will have to meet certain quality and 
performance standards. 

Quality Standards

CMS proposes to initially measure an 
ACO’s quality of care by 65 nationally 
recognized, clinical measures, including 
those based on patient experience, care 
coordination, patient safety, preventative 
health, and at-risk population/frail elderly 
health. CMS proposes that failure to report 
on one or more of the quality measures 
would result in a warning letter to the 
ACO that requests the ACO to submit the 
measure with an explanation for the delay 
by a certain date. If the ACO fails to 
provide a satisfactory report and explain 
its delay by the deadline, it can be 
immediately terminated from the Medicare 
Shared Savings Program.

CMS proposes using quality performance 
standards for each measure, including a 
performance benchmark and minimum 
attainment level. Performance below 
the minimum attainment level would 
result in zero points for that measure; 
performance equal to or greater than 
the minimum attainment level, but less 
than the performance benchmark, will 
receive points on a sliding scale; and the 
maximum attainment level will result in 
receiving all points. 
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CMS recognizes that there will be 
a period of adjustment for providers 
participating in ACOs for the first time. 
Consequently, the proposed rules provide 
that in 2012, an ACO will be eligible for 
the maximum sharing rate if it generates 
sufficient savings and accurately reports 
100 percent of the required quality 
measures, regardless of performance. 

Termination

At the end of the initial 3-year period, an 
ACO can choose to renew its contract 
with CMS, unless it has violated any of the 
rules or has experienced a net loss. During 
the initial 3-year period, an ACO can 
terminate its contract with CMS with 60 
days notice, but it forfeits the 25 percent 
withheld savings. CMS can terminate a 
contract with an ACO before the end of the 
three years, also resulting in a loss of the 
mandatory 25 percent withhold of shared 
savings. CMS proposes that it can terminate 
the agreement for a number of reasons, 
including but not limited to if the ACO 
avoids at-risk beneficiaries, fails to meet 
any quality performance standards, fails to 
demonstrate that it has adequate resources 
in place to repay losses, improperly uses 
or discloses claims information received 
from CMS in violation of applicable laws 

or regulations including HIPAA, uses non-
approved marketing materials, or fewer 
than 50 percent of the ACO’s primary care 
physicians not being meaningful electronic 
health record (“EHR”) users after the first 
performance year. Prior to termination, CMS 
proposes to: 1) provide a warning notice of 
the specific performance issue, 2) request a 
corrective action plan, and/or 3) place the 
ACO on a special monitoring plan. 

Waiver of Fraud and Abuse Laws

As currently proposed, the waivers of the 
federal Stark Law and the federal Anti-
Kickback Statute are focused exclusively 
on the distributions of shared savings 
payments among ACO participants, 
providers, and suppliers for “activities 
necessary for and directly related to the 
ACO’s participation in and operations 
under the Medicare Shared Savings 
Program. Waivers are necessary because 
the structure of the ACOs, and the 
arrangements that ACO participants will 
need to enter into in order to effectively 
create ACOs potentially place the 
participants in violation of both the Stark 
Law and the Anti-Kickback Statute as they 
currently stand. 

Antitrust Guidance

The Department of Justice and the Federal 
Trade Commission released proposed 
guidance regarding the formation of 
ACOs in light of federal antitrust laws. This 
guidance provides that ACOs would need 
to perform a detailed analysis of market 
share in defined markets, and if market 
share is greater than 50 percent, would 
be required to obtain approval from the 
antitrust agencies before applying to CMS 
to participate. If market share is between 
30 and 50 percent, the ACO would not 
be required to obtain antitrust approval, but 
could do so to mitigate the possibility of 
subsequent enforcement action.

Proposed Rule Raises New 
Questions

The Proposed Rule has come under 
particular scrutiny due to the regulatory 
burden it imposes on participants. The 
estimated start-up cost for an ACO to meet 
the regulatory requirements is projected 
by CMS to average $1.8 million. The 
American Hospital Association estimates 
that, in reality, costs for hospitals may 
run as high as $26 million. Many are 
skeptical as to whether the shared savings 
gains available under the program could 
ever be large enough to offset these costs. 
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The Proposed Rule also creates an 
atmosphere of risk and uncertainty, as a 
failure to meet any part of the regulations 
can result in a forfeiture of earned shared 
savings or termination from the Medicare 
Shared Savings Program. Stakeholders 
have been particularly skeptical regarding 
the 65 proposed quality of care standards 
and the fact that failure to report or meet 
minimum standards on even one will 
render an ACO ineligible for shared 
savings for that year and put it at risk of 
termination. Furthermore, no administrative 
or judicial review is provided for a number 
of issues, including termination of an ACO 
for failure to meet quality performance 
standards or assessments by CMS of the 
quality of care provided by an ACO, 
whether an ACO is eligible for shared 
savings, and the per capita expenses by 
an ACO. 

Waivers for the distribution of shared 
savings appear to be only one piece of the 
fraud and abuse puzzle, raising questions 
such as: how can ACO participants 
negotiate the formation of an ACO? Who 
bears such costs? What types of financing 
are available for the creation of an ACO—
for example, is funding from participating 
physicians or hospitals allowed? How will 
the phrases “medically necessary” and 
“necessary and directly related to” be 
applied by CMS? 

Finally, other portions of the Proposed Rule 
that have raised concerns include:

•  ACOs must inform CMS whenever there 
is any material change in their structure, 
such as the addition or exclusion of any 
ACO provider or supplier, at which 
point CMS can reevaluate the ACO’s 
eligibility in the program.

•  All forms of marketing by an ACO must 
be preapproved by CMS, including any 
beneficiary communication “related to 
the ACO operations or functions.”

•  ACOs must set aside 1 percent of their 
per capita expenses for repayment in 
case of a future loss.

•  At least 50 percent of all providers 
within an ACO must use EHRs.

•  ACOs must monitor and ensure that 
no high-risk patients are being steered 
away from their providers.

What’s Next?

For all of these reasons, early feedback 
suggests that without substantial changes 
to the Proposed Rule, participation levels 
may be extremely low and effectively 
limited to those entities already set up 
in a manner conducive to the ACO 
program (e.g., certain physician-hospital 
organizations). The American Medical 
Group Association reported that 93 
percent of their members said they would 
not enroll under the current framework, 
and, in its comments submitted June 3, 
asked CMS to adopt greater flexibility 
in an interim final rule. This sentiment is 
shared by the Cleveland Clinic, which 
asked CMS in its comments submitted 
May 26 to reposition the interim final rule 
away from “prescriptive requirements” in 
favor of a “broad framework that focuses 
on results.” Other stakeholders such as the 
Medical Group Management Association 
have asked CMS to allow ACOs to 
participate without being subject to 
financial penalties if no Medicare savings 
are achieved. 

CMS has emphasized its desire to 
consider comments, and the proposed 
ACO Pioneer program has been seen 
as a move in the right direction by some 
commentators. However, whether these 
new initiatives and/or upcoming changes 
in a final rule will be substantial enough to 
encourage industry participation remains 
to be seen.

Stephen A. Timoni (Newark)
stephen.timoni@klgates.com

Dean H. Wang (Newark)
dean.wang@klgates.com

Christina Burke (Newark)
christina.burke@klgates.com

Amy O. Garrigues (Research Triangle Park)
amy.garrigues@klgates.com
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Telecommunications, Media, and Technolog y in the United States:  
Competition, Spectrum, Net Neutrality, and Privacy Issues Dominate

AT&T/T-Mobile USA Acquisition 

AT&T Inc.’s proposed acquisition of 
T-Mobile USA, Inc. brought the issues of 
market competition and spectrum demand 
to the forefront of the mobile wireless 
industry. If approved, the transaction 
would create the largest wireless carrier 
in the United States, with approximately 
130 million customers. In conjunction 
with the U.S. Department of Justice’s 
Antitrust Division, the FCC will analyze 
the merger’s effects on competition, 
the deployment of advanced wireless 
services to underserved areas, and the 
agency’s spectrum policy goals. Some 
50 petitions to deny were filed by a 
range of opponents on May 31, 2011, 
including state regulatory agencies, other 
mobile network operators, consumer 
advocates, and other stakeholders. The 
petitions to deny largely centered on 
concerns that the merger would adversely 
affect market competition and consumer 
interests, although many other commenters 
have filed in support of the deal, and 
oppositions to such petitions to deny are 
expected to be filed by AT&T, T-Mobile, 
and other supporters of the merger. 

If the FCC and the Antitrust Division 
decide to approve the merger, then 
it may include post-merger conditions 
which may require AT&T to, for example, 
divest assets in certain markets, expand 
broadband to rural communities, provide 
assurances relating to special access 
services, and undertake other public 
interest commitments. The acceptance 
of key conditions paved the way for 
FCC approval of the acquisition of 
NBC Universal by Comcast in January, 

The first half of 2011 marked an especially contentious period for the 
telecommunications, media, and technology sector, with key initiatives of the U.S. 
Federal Communications Commission (“FCC”) encountering political opposition 
and industry resistance.

Net Neutrality

Controversy continues to surround 
the FCC’s adoption of “net neutrality” 
regulations that would require 
broadband service providers to 
handle lawful online content in 
a nondiscriminatory manner and 
increase the transparency of network 
management practices. Opponents 
of net neutrality deride it as an 
unnecessary governmental overreach 
into Internet access providers’ network 
management practices and policies 
that are sufficiently self-regulated by the 
industry. Proponents, by contrast, argue 
that without net neutrality, broadband 
service providers (both fixed and 
mobile) could act as arbiters of what 
is fit to be made available to online 
consumers, potentially harming new 
technologies, devices, applications, and 
content providers. Opponents Verizon 
and Metro PCS each appealed the 
FCC’s action, arguing that the agency 
exceeded its statutory authority when 
it imposed the new regulations. The 
D.C. Circuit dismissed the suits without 
prejudice because the companies filed 
their challenges prior to the official 
publication of the rules, but Verizon 
indicated it will refile its suit following 
the publication of the regulations in 
the Federal Register. In addition, the 
U.S. House of Representatives passed 
a Resolution of Disapproval under the 
Congressional Review Act seeking to 
invalidate the new rules. The resolution 
must still pass the Senate and survive 
a likely presidential veto in order to 
become law.
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and the adoption of public interest 
obligations is a typical aspect of the 
agency’s review process for large-scale 
mergers. If the merger is approved, two 
nationwide mobile networks would have 
the overwhelming majority of mobile 
wireless subscribers in the United States, 
with another in a distant third place 
position as the only other nationwide 
operator, and various regional operators 
filling in the remainder of the market. 
Critics argue that the merger would 
effectively return the market to the 
duopoly that existed from the mobile 
industry’s beginning more than 30 years 
ago until the mid-1990s when the FCC 
auctioned new mobile wireless licenses. 
AT&T contends, however, that the mobile 
wireless market will remain competitive 
and better positioned to make significant 
capital investments in new technology 
and advanced broadband networks after 
the merger.

Consumer Privacy Protection

Representing the first federal consumer 
privacy protection policy applying across 
industry sectors, Sen. John Kerry (D-MA) 
and Sen. John McCain (R-AZ) introduced 
the Commercial Privacy Bill of Rights 
Act of 2011. The bill would govern 
how customer data is used, stored, and 
distributed online and would apply to user 
information such as names, addresses, 
phone numbers, e-mail addresses, and 
other identifying data. Key provisions 
of the bill include requirements that all 
information-collecting entities implement 
security measures to protect customer 
information and develop privacy policies 
that notify users of what information the 
entity collects and when the entity changes 
its information collection practices. The 
bill would empower the Federal Trade 
Commission and state attorneys general 
to enforce the new restrictions. The bill 
follows the decision by many popular 
Internet browsers to allow users to select 
a “do-not-track” feature for their searches 
and the investigation of Apple’s iPhone 
and iPad operating software which stored 

geolocation information and customer 
data through the use of Wi-Fi hotspots 
and cell towers. Although the likelihood 
of this or other consumer privacy bills to 
pass both houses of Congress remains 
uncertain, it is apparent that privacy and 
security related concerns arising from 
online security breaches, increased growth 
of social media and location-based 
services by consumers of all ages, and 
increasingly sophisticated techniques to 
target and monitor activities of consumers 
online by advertisers and others will almost 
inevitably give rise to legislative action in 
the foreseeable future.

Additional FCC Initiatives

A number of other FCC proposals will 
receive increased attention in the latter 
half of 2011. In the area of spectrum 
management, the agency hopes to free 
up large amounts of broadcast spectrum 
through the use of “incentive” auctions, 
where broadcasters would voluntarily 
cede portions of their spectrum in 
exchange for a portion of the auction 
proceeds. The spectrum auction initiative, 
however, requires enabling legislation 
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from Congress. The FCC hopes to 
repackage the newly freed spectrum 
to a few adjacent channels and open 
the remaining spectrum for wireless 
broadband use. Many broadcasters 
and lawmakers have expressed concern 
that the auction plan may transform into 
an involuntary takeover of spectrum 
and called upon Congress to mandate 
an inventory of current spectrum use 
before initiating the auction plan, due to 
their doubts about the necessity for the 
incentive auctions.

In a further effort to expand its oversight 
of Internet-related services, the agency 
also recently proposed extending 
service outage reporting requirements 
to interconnected Voice-over-Internet-
Protocol (VoIP) and broadband-based 
services. Some providers of the affected 
services contend that the FCC lacks the 
authority to impose regulations originally 

designed for traditional phone services 
to Internet communications technologies. 
In response, FCC Chairman Julius 
Genachowski stated that the proposed 
regulations fall under the agency’s 
ancillary authority and indicated that 
the FCC would remain cognizant of its 
jurisdictional limitations.

Marc S. Martin (Washington, D.C.)
marc.martin@klgates.com 

Martin L. Stern (Washington, D.C.)
marty.stern@klgates.com 
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Food Recalls: The Changing Policy Environment

Until recently, the basic elements of a food product recall within the United States 
have remained essentially unchanged for decades. First, information surfaces 
indicating that a particular food item available in the marketplace may pose a 
meaningful risk to the public health. Then the manufacturer, in cooperation with 
government regulators, takes action to notify the public of the threat and take 
effective measures to remove the product from the stream of commerce. 

In recent years, however, a variety of 
legal, scientific, and other developments 
have begun to significantly alter this 
environment. Perhaps the most highly 
publicized is the recent determination by 
the U.S. Congress, through enactment of 
the Food Safety Modernization Act earlier 
this year, to provide the Food and Drug 
Administration (“FDA”) for the first time 
with the authority to actually mandate 
that a manufacturer must take certain 
action to effect a recall. But there may 
be less here than meets the eye. In point 
of fact, while the process has historically 
remained voluntary, companies routinely 
have taken these sorts of actions on their 
own initiative. Moreover, whenever the 
government requests that a manufacturer 
or other private party do so, cooperation 
has essentially been universal. 

This willingness to act reflects a general 
commitment to corporate responsibility, 

albeit mixed with a considerable measure 
of realism. Even in a situation where the 
basis for such a government request might 
be debatable, the company involved is 
simply not in a position to be at odds 
with the government and risk creating the 
public perception that it is insufficiently 
concerned about the health and welfare 
of its customers. Given this reality, it is 
not surprising that the FDA has already 
indicated that it intends to exercise its 
new-found authority only under the rarest 
of circumstances. It is also not surprising 
that the FDA’s companion agency in the 
food safety arena, USDA’s Food Safety 
Inspection Service (which has jurisdiction 
over all meat and poultry items), has 
indicated that it has no particular interest 
in seeking a similar grant of authority.

Of considerably more importance 
are continuing advances in science 
and technology, such as enhanced 

detection methods. In addition, today’s 
recalls, particularly when potential 
microbiological contaminants such as 
salmonella and listeria are involved, are 
increasingly based upon epidemiological 
evidence as opposed to data 
connecting a particular manufacturer 
to a contaminated food product. In 
such circumstances, regulators, in 
coordination with state and federal 
public health officials, increasingly rely 
upon epidemiological tools such as food 
consumption surveys to request recalls 
and issue related public health warnings 
based upon statistical assumptions 
about which foods are causing the 
problem. And while epidemiology is a 
legitimate science, it cannot purport to 
be an exact one. Take, for example, the 
effective devastation of the tomato crop 
in 2008, based upon public warnings 
of contaminated tomatoes driven by 
such data. Several months later, FDA 
got around to announcing that tomatoes 
were not in fact part of the problem; cold 
comfort to those growers affected.

In addition, today’s public health officials 
now use readily available techniques, 
such as establishing an active intranet 
to rapidly share information and quickly 
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drive recommendations to regulatory 
bodies who in turn take action and inform 
the public. Within such a system it is often 
the case that the most aggressive, risk-
averse voices are the loudest and meet 
with little resistance.

The communications landscape 
surrounding recalls is shifting in other 
fundamental ways. Not too long 
ago a press release was virtually the 
only meaningful tool for getting out a 
recall message. Depending upon the 
significance of the issue and other factors, 
such releases could generate additional 
publicity through newspapers, television 
and other media. But as in so many 
other areas, the internet, blogosphere, 
and social media have upended the 
established order. Of particular note 
here are the so-called “mommy blogs” 
that monitor such developments with 
an extremely high level of concern and 
influence. Any manufacturer that finds 
itself in the middle of a significant recall 
and does not monitor the electronic 
dialogue is probably making a 
significant error—an error, it should be 
emphasized, that is not being made by 

today’s plaintiff’s bar, which has become 
increasingly aggressive and opportunistic 
within the food safety and recall arena.

Insurance issues are also in flux. 
Dedicated recall insurance policies or 
riders are a relatively new development 
and are becoming increasingly popular, 
but conflict and confusion are emerging 
here as well. Food manufacturers that 
have purchased this sort of protection 
and find themselves facing recalls tend 
to logically assume that well-documented 
claims will be paid with little controversy. 
However, the increasingly speculative 
process that drives many recalls, noted 
above, is having an impact here as well. 
In some instances, carriers have simply 
insisted that, without direct and tangible 
proof of product contamination, there is 
no basis for recovery.

Food manufacturers have long 
recognized that, given the unavoidable 
potential for product recalls, they need 
to have effective plans in place. As this 
article suggests, however, today such 
plans need to go beyond questions of 
logistics, recordkeeping and distribution, 
and provide for a comprehensive legal, 
scientific, and communications strategy 
as well. In this climate of significant and 
rapid change, a manufacturer’s plan that 
did a good job of contemplating and 
addressing food recall issues two years 
ago is already probably obsolete.

Robert G. Hibbert (Washington, D.C.)
robert.hibbert@klgates.com 
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K&L Gates Global Government Solutions® Initiative

K&L Gates’ Global Government 
Solutions® initiative brings together a 
uniquely powerful set of capabilities 
for dealing with governments around 
the world. Governments at all levels 
and around the world are taking an 
increasingly proactive role with the 
private sector, and every government 
action has the potential to create winners 
and losers. With the depth, breadth, and 
global reach of our government-related 
practices, we are well positioned to 
advance our clients’ interests efficiently 
and effectively. 

Breadth of Practices 
K&L Gates has over 30 government-
related practice disciplines. We serve 
client needs in the increasing number 
of areas in which government impacts 
commerce and finance, including 
legislative/public policy; international 
trade; government contracts and 

procurement; patents, trademarks, and 
copyrights; government investigations 
and enforcement; internal investigations; 
litigation; rule-making; and licensing. 
Our lawyers also assist clients in a 
wide range of regulated industries and 
sectors, such as antitrust; environmental; 
education; energy and utilities; financial 
services; food, drug and medical 
devices; health care; infrastructure; 
land use and natural resources; life 
sciences; maritime; transportation; tax; 
and telecommunications, media, and 
technology, among others.

Depth of Experience 
More than 400 K&L Gates lawyers 
and professionals have previously held 
positions in government. Among the 
firm’s ranks are a former U.S. attorney 
general and state governor, a former 
U.S. senator, two former members of 
the U.S. House of Representatives, 

the former general counsel of the 
CIA, senior presidential appointees, 
key federal and state legislative and 
executive branch staff members, and 
senior staff members from a number of 
regulatory agencies. K&L Gates lawyers 
in Europe and Asia have worked 
in institutions that have included the 
European Court of Justice, the U.K. 
Department of Trade and Industry, and 
the Hong Kong Department of Justice. 

Geographic Reach 
K&L Gates has 37 offices in the primary 
political, commercial and financial 
centers of North America, Europe, 
the Middle East, and Asia, including 
11 world capitals. As business issues 
increasingly involve multiple government 
authorities, our global reach allows us 
to develop and execute coordinated 
strategies in multiple locations.
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K&L Gates Global Presence

Global legal counsel in 37 cities on three continents.Global legal counsel in 37 cities on three continents.

United States
Anchorage, Austin, Boston, Charlotte, Chicago, Dallas, 

Fort Worth, Harrisburg, Los Angeles, Miami, Newark, 

New York, Orange County, Palo Alto, Pittsburgh, Portland, 

Raleigh, Research Triangle Park, San Diego, San Francisco, 

Seattle, Spokane/Coeur d’Alene, Washington, D.C.

Europe
Berlin, Brussels, Frankfurt, London, Moscow, Paris, Warsaw

Middle East
Dubai

Asia
Beijing, Hong Kong, Shanghai, Singapore, Taipei, Tokyo
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Anchorage
420 L Street, Suite 400  
Anchorage, Alaska 99501 
+1.907.276.1969  
Fax +1.907.276.1365

Austin
111 Congress Avenue, Suite 900 
Austin, Texas 78701 
+1.512.482.6800  
Fax +1.512.482.6859

Beijing 
Beijing Representative Office 
Suite 1009-1011, Tower C1 
Oriental Plaza, No.1 East Chang An Avenue 
Dongcheng District, Beijing 100738 
China 
+86.10.5817.6000 
Fax: +86 10 8518 9299 

Berlin
Markgrafenstraße 42 
10117 Berlin, Germany 
+49.(0)30.220.029.0  
Fax +49.(0)30.220.029.499

Boston 
State Street Financial Center  
One Lincoln Street 
Boston, Massachusetts 02111 
+1.617.261.3100  
Fax +1.617.261.3175

Brussels
The View Building 
Rue de l’Industrie 26/38 
1040 Brussels, Belgium 
+32.(0)2.336.1900 
Fax: +32.(0)2.336.1901

Charlotte 
214 North Tryon Street 
Hearst Tower, 47th Floor 
Charlotte, North Carolina 28202 
+1.704.331.7400  
Fax +1.704.331.7598

Chicago
70 West Madison Street 
Suite 3100 
Chicago, Illinois 60602 
+1.312.372.1121  
Fax +1.312.827.8000

Dallas
1717 Main Street, Suite 2800 
Dallas, Texas 75201 
+1.214.939.5500  
Fax +1.214.939.5849 

Dubai
Currency House, Level 4 
Dubai International  
Financial Centre 
P.O. Box 506826 
Dubai, United Arab Emirates 
+971.4.427.2700 
Fax +971.4.447.5225

Fort Worth 
D.R. Horton Tower 
301 Commerce, Suite 3000 
Fort Worth, Texas 76102  
+1.817.347.5270  
Fax +1.817.347.5299

Frankfurt
Opernturm 
Bockenheimer Landstraße 2-4 
60306 Frankfurt am Main, Germany 
+49.(0)69.945.196.0 
Fax +49.(0)69.945.196.499

Harrisburg 
17 North Second Street 
18th Floor  
Harrisburg, Pennsylvania 17101 
+1.717.231.4500  
Fax +1.717.231.4501

Hong Kong 
44th Floor, Edinburgh Tower 
The Landmark 
15 Queen’s Road Central 
Hong Kong 
+852 2230 3500 
Fax: +852 2511 9515

London 
One New Change 
London EC4M 9AF 
England 
+44.(0)20.7648.9000 
Fax: +44.(0)20.7648.9001

Los Angeles 
10100 Santa Monica Boulevard 
7th Floor 
Los Angeles, California 90067 
+1.310.552.5000  
Fax +1.310.552.5001

Miami 
Wachovia Financial Center 
Suite 3900  
200 South Biscayne Boulevard 
Miami, Florida 33131 
+1.305.539.3300  
Fax +1.305.358.7095

Moscow
4th Lesnoy Pereulok, Bldg. 4, 
5th Floor,  
Moscow, Russia125047  
+7.495.643.1700  
Fax +7.495.643.1701

Newark 
One Newark Center, Tenth Floor  
Newark, New Jersey 07102 
+1.973.848.4000  
Fax +1.973.848.4001

New York 
599 Lexington Avenue 
New York, New York 10022 
+1.212.536.3900  
Fax +1.212.536.3901

Orange County 
1900 Main Street, Suite 600  
Irvine, California 92614 
+1.949.253.0900  
Fax +1.949.253.0902

Palo Alto 
630 Hansen Way 
Palo Alto, California 94304 
+1.650.798.6700  
Fax +1.650.798.6701

Paris
Avocats à la Cour 
116 avenue des Champs-Elysées 
75008 Paris, France 
+33.(0)1.58.44.15.00 
Fax: +33.(0)1.58.44.15.01

Pittsburgh 
K&L Gates Center 
210 Sixth Avenue  
Pittsburgh, Pennsylvania 15222 
+1.412.355.6500  
Fax +1.412.355.6501

Portland 
222 SW Columbia Street,  
Suite 1400 
Portland, Oregon 97201 
+1.503.228.3200  
Fax +1.503.248.9085

Raleigh
4350 Lassiter at North Hills Ave., 
Suite 300 
Raleigh, North Carolina 27609 
+1.919.743.7300  
Fax +1.919.743.7358

Research Triangle Park
430 Davis Drive, Suite 400 
Morrisville, North Carolina 27560  
+1.919.466.1190  
Fax +1.919.831.7040

San Diego
3580 Carmel Mountain Road 
Suite 200 
San Diego, California 92130 
+1.858.509.7400  
Fax +1.858.509.7466 

San Francisco 
Four Embarcadero Center  
Suite 1200 
San Francisco, California 94111 
+1.415.882.8200  
Fax +1.415.882.8220

Seattle 
925 Fourth Avenue, Suite 2900 
Seattle, Washington 98104 
+1.206.623.7580  
Fax +1.206.623.7022

Shanghai 
Suite 3708, Park Place 
1601 Nanjing Road West  
Jing An District 
Shanghai 200040, China 
+86.21.2211.2000  
Fax +86.21.3251.8918

Singapore
10 Collyer Quay 
#37-01 Ocean Financial Center 
Singapore, 049315 
+65.6507.8100  
Fax +65.6507.8111 

Spokane/Coeur d’Alene
618 West Riverside, Suite 300 
Spokane, Washington 99201 
+1.509.624.2100  
Fax +1.509.456.0146

Taipei 
30/F, 95 Tun Hwa S. Road  
Sec. 2  
Taipei 106, Taiwan 
+886.2.2326.5188  
Fax +886.2.2325.5838

Tokyo
Kasumigaseki Common Gate  
West Tower 35F 
3-2-1 Kasumigaseki, Chiyoda-ku 
Tokyo 100-0013 
Japan 
+81.3.6205.3600 
Fax: +81.3.3597.6421

Warsaw 
Al. Jana Pawla II 25 
00 854 Warsaw, Poland  
+48 22 653 4200 
Fax: +48 22 653 4250

Washington, D.C. 
1601 K Street, NW 
Washington, D.C. 20006 
+1.202.778.9000  
Fax +1.202.778.9100

K&L Gates Locations
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