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Chapter I 
Introduction 

 
1. Resumé 
 
Dette speciale vil overordnet set afdække det interdisciplinære problemfelt 
for, ’hvorledes retstilstanden for brugen af modkøbsklausuler i EU bør kon-
strueres for at opnå økonomisk efficiens’. Kort fortalt påtvinger modkøbs-
klausuler aktører, som vinder offentlige kontrakter angående forsvarsmate-
riel, at opkøbe materiale eller investere i virksomheder placeret indenfor 
den købende stats territorium, for et beløb tilsvarende en given procentsats 
af kontraktens værdi (oftest 100 %). 

Til besvarelsen af ovenstående problemstilling vil dette speciale først 
og fremmest analysere, hvorledes retstilstanden for modkøbsklausuler i EU 
traditionelt har været defineret, og hvorledes den er defineret i dag. En ord-
lydsfortolkning af artikel 346(1)(b) TEUF afslører, at modkøbsklausuler kan 
undtages EU-retten, såfremt fire kumulative betingelser er opfyldt; klausu-
lerne må kun anvendes vedrørende ’forsvarsmateriel’, de skal være ’nød-
vendige’ for beskyttelsen af ’væsentlige sikkerhedsinteresser’, og brugen af 
klausulerne må ’ikke påvirke det private marked negativt’. Analysen af EU-
Domstolens praksis gennem tiden viser, at denne i dag fortolker artikel 
346(1)(b) TEUF langt strengere end den traditionelt har gjort. 

Hernæst udarbejdes økonomiske analysemodeller, som indledende 
finder, at EU-Domstolens fortolkningsændring synes økonomisk efficient. 
En efterfølgende ’spil teoretisk’ model afslører dog straks, at dette resultat 
ikke holder, når reaktioner fra både medlemsstater og producenter på det 
indre marked tages i betragtning; fortolkningsændringen affødte et forøget 
efficienstab på det indre marked for forsvarsmateriel. 
 Specialet anbefaler dog ikke at genetablere den traditionelle fortolk-
ning af artikel 346(1)(b) TEUF, men anbefaler derimod, på baggrund af de 
udarbejdede efficiensbetragtninger, en ny fortolkningsændring – én, der 
indfører en ’dynamisk proportionalitetstest’. 
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2. Introduction to offsets 
 
Since the end of the Cold War, several developments leading to restructur-
ings of national defence industries have taken place. One main contributing 
has been the decline of defence expenditures throughout the 1990s, as the 
US, the European countries, and the successor states of the Soviet Union 
sought to reap “peace dividends”. 1  National ownership patterns broke 
down as defence industries concentrated in a small number of very large 
privately owned firms. Governments remained the main buyer of military 
goods and consequently held (and still holds) a great influence on the size 
and structure of the industry and its productive efficiency2. However, follow-
ing the constant budget cuts, politicians found their national defence indus-
tries having a hard time surviving and so chose to exercise influence to se-
cure national stability and growth;3 the solution became offsets: 
 
 
 
  
 
 
 
 
 
 
 
 

Offsets are described in many ambiguous ways,4 however, this thesis will 
define offsets as ‘commercial transactions, in which the buyer (a Member 
State), through a stand-alone document or annex to the main contract, de-
mands the seller to invest in or purchase certain goods from companies 
originating from the buyer’s territory’5. In fact, one additional contract type 
exists; i.e., contracts, which the seller enters with local companies to fulfil 
the offset obligation. Such contracts will be termed wind-up contracts, as 
they wind-up the offset obligation.  

                                                
1 A. Dorman, L. Freedman and M. Uttley (2007) and see C. Hoyos (2013) at 1 who notes that NATO defence 
budgets were cut by $120 billion in 2010-13, and Deloitte (2013) predict budgets to shrink further in the future. 
2 Transparency International (2010), p. 7. 
3 G. Ianakiev and N. Mladenov (2009), p. 186. 
4 See e.g., D. E. Schoeni (2015), p. 374, and see P. Liesch (1991) listing various taxonomies of countertrade. 
5 In a similar vein see R. Russin (1994), p. 67-68 and D. E. Schoeni (2015), p. 376. 
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Offset agreements have been a feature of the international defence 
sector since the end of the World War II, initially as a mean of building de-
fence industrial bases in European countries, but soon-becoming means of 
improving balance-of-payments accounts.6 Since their humble origins in 
post-war Germany and Japan, offset obligations worth nearly $500 billion 
have been imposed,7 and the demand for offsets has lately accelerated re-
markably, leading experts to estimate that offset obligations could reach 
another $500 billion within the next decade.8 Growth is on the horizon.9  
 Although the usage of offsets is a popular policy instrument, it is per 
definition discriminatory in nature and hence distorts free movement. Since 
offsets surely create barriers to trade, some argue that the EU “impliedly” 
has banned offsets since 2010.10 
 
3. The purpose of this thesis 
 
The subject of offsets draws for attention, since a couple of cases including 
new legal problems have recently been decided, and a couple of more are 
emerging on the horizon. In addition, if offsets have impliedly been banned 
in the EU since 2010, but the latest changes of the treaties took place in 
2007; how did this implied ban come around? This question will be an-
swered in the legal part. However, this thesis pursues one additional goal. 
For, it seems that a rebellion is on the rise in the legal literature, claiming 
the traditional view that ‘offsets are bad and should be banned by all 
means’ is outdated and calls upon economic models to understand the 
complexity of offset regulation.11 Thus, this thesis will provide the long-
awaited-for economic model capable of enriching the intrinsic discussion 
on ‘how the state of law regarding offsets should be constructed’ with in-
puts based on economic efficiency. 
 

                                                
6 See Transparency International (2010), p. 8. 
7 Avascent & Fleishman Hillard (2012) at 1. 
8 See e.g., A. R. Ungaro (2013) estimating that offset will reach $500 billion by 2016. 
9 See e.g., Z. Fryer-Biggs (2012) at 18 citing a study predicting that offsets would grow to $50 billion in 2016. 
10 See M. Trybus (2014), p. 418-21 citing Directive 2009/43/EC; or see D. Eisenhut (2013), p. 393 and 396. 
11 See for instance D. E. Schoeni (2016), p. 15. 
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4. Research questions 
 
This thesis will answer the following research questions:  
 
Main research question: How should the state of law regarding offsets in 
the EU be constructed in order to maximize economic efficiency? 
 
In order to analyse the main research question, one legal and one econom-
ic research question will be stated as well: 
 
Legal questions: How has the state of law regarding offsets in the EU 
changed over time? 
 
Economic question: How was economic efficiency affected by changing 
the state of law? 
 
5. The point of view of the thesis 
 
Since this thesis analyses the challenges facing the EU when changing the 
complex state of law regarding offsets, the point of view will be taken from 
the perspective of the European Union. 
 
6. Limitations of the thesis 
 
This thesis provides economic models capable of analysing the effects of 
changing the offset regulation, however, outside the scope are collecting 
data and testing the validity of the predictions made. In addition, the thesis 
will not analyse whether the assumptions made in the economic models are 
met in reality, rather analyse what the reality is, once these assumptions are 
met. Also, several offset-related legal issues will not be included as they dif-
fer in important aspects; i.e., protectionism in the awarding of contracts, 
government-to-government procurement, joint procurement procedures, 
and Development & Acquisition Programs (DAPs). Further, since the point 
of view is taken from the European Union, a thorough analysis of the GPA-
agreement will also fall outside the scope of this thesis. Next, even though 
this thesis suggests how to construct the state of law, exactly how the Court 
of Justice technically implements the proposals presented will be outside 
the scope of this thesis. To exemplify, Nielsen and Tvarnø argue that legal 
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arguments based on economic efficiency are more likely to be included in 
EU law than compared to e.g. Danish law since the European Court of Jus-
tice can provide obiter dicta12, which the authors find as a well-suited in-
strument for implementing economic reasoning. 13 Last, this thesis will not 
incorporate disciplines from political science nor will political considera-
tions be part of this project. 
  
7. Methodology 
 
The purpose of this section is to define the legal- and economic methods of 
this thesis and describe how they can integrate with one another to pro-
pose how to construct the state of law when economic efficiency is set as 
the objective to achieve.  
 
7.1. Legal Method 
 
On the path to answering the main (normative) research question, this the-
sis will, first of all, analyse ‘how the state of law regarding offsets in the EU 
has changed over time’; i.e., to answer the (descriptive) legal research ques-
tion. The legal analysis will both analyse how the state of law ‘traditionally’ 
was defined – i.e., as of up until 1996 - and compare it to how the state of 
law ‘currently’ is defined – i.e., from 1997 till today. This cut has been cho-
sen, since the most important changes in the state of law regarding offsets 
were initiated with cases from 1997.  

The ability of legal researchers to make correct predictions about a 
given state of law is conditioned upon using the same legal method as the 
judges of the European Court of Justice (CJEU).14 However, in short, there 
do not exist such one commonly agreed upon European legal method.15 
The clear tendency is that most legal scholars approach EU law by the same 
method, which is common in their own country. Thus, Danish EU-legal 
scholars turn to a modified variant of Alf Ross’ legal realism and defines a 
given state of law as how the CJEU is expected to define it.16 Hence, the le-
gal method of this thesis is a ‘legal-dogmatic analysis’ in accordance with 
Danish (Nordic) tradition, which identifies the relevant sources of law, bal-

                                                
12 Obiter dictum is Latin for a remark in a judgment that is "said in passing"; see e.g., I. McLeod (2005), p. 146. 
13 C. Tvarnø and R. Nielsen (2014), p. 493-494, Section 4.4. 
14 For this wording regarding Scandinavian Legal Realism, see U. Neergaard and R. Nielsen (2013:2), p. 96. 
15 See e.g., C. Eckers (2013), p. 163, R. Nielsen (2013), p. 75, or I. J. Sand (2013), p. 211. 
16 C. Tvarnø and R. Nielsen (2014), p. 531-532. 
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ances them against each other in accordance with the hierarchy-doctrine on 
EU legal sources, and finally interprets them in accordance with how the 
Court will do.17  

First, the relevant sources of EU law regarding offsets must be ana-
lysed. Generally speaking, EU law is classified into four groups;18 primary 
legislation consisting of the Treaties, fundamental rights, and legal princi-
ples; binding secondary legislation, consisting of regulations, directives, 
and decisions; non-binding secondary legislation (soft law) consisting of 
recommendations and opinions; and case law, meaning rulings by the 
CJEU. Since soft law is not legally binding,19 such sources will not be in-
cluded in the legal analysis, however, primary-, binding secondary- and 
case law will. Regarding offsets, even though such obligations are imposed 
in public contracts, according to Article 15 of the Public Procurement Di-
rective (PPD)20 contracts falling under the Defence- and Security Directive21 
(DSD) are exempted from the application of PPD (lex specialis). Although 
this suggests the latter directive applies to offsets, according to Recital 16 
and Article 2 DSD do Article 346 TFEU (among others) exempts from its ap-
plication (lex superior).22 Consequently, Article 346 TFEU will be defined as 
the relevant legal act, however, since Article 346(1)(a) TFEU regards security 
information, only Article 346(1)(b) TFEU and related case law are defined as 
the ‘offset-relevant sources of law’. Article 346(1)(b) TFEU reads: 
 

 
 
Aside from offset-relevant resources of law, other sources that do no bind 
the CJEU (i.e., ‘non-sources of law’) will also become important for under-

                                                
17 See R. Nielsen (2013), p. 77, U. Neergaard and R. Nielsen (2011), p 96, footnote 5, and see C. Tvarnø and R. 
Nielsen (2014), p. 28. 
18 For a thorough analysis of each category see U. Neergaard and R. Nielsen (2013:1), Ch. 3, p. 101, and see C. 
Tvarnø and R. Nielsen (2014), p. 135 onwards. 
19 Article 288 of the Treaty on the Functioning of the European Union (TFEU). 
20 Public Procurement Directive, Directive 2014/24/EU of 26 February 2014. 
21 Defence- and Security Directive, Directive 2009/81/EC of 13 July 2009. 
22 See also Article 1(3) of the Public Procurement Directive, stating that the directive is subject to Article 346 TFEU. 

The provisions of the Treaties shall not preclude the application of the following rules: 
 
(b) any Member State may take such measures as it considers necessary for the protec-
tion of the essential interests of its security which are connected with the production of 
or trade in arms, munitions, and war material; such measures shall not adversely affect 
the conditions of competition in the internal market regarding products which are not 
intended for specifically military purposes. 
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standing of the state of law; e.g., opinions from Advocate Generals (AG)23, 
Commission Guidelines24, one national (Danish) ruling,25 and legal litera-
ture26. However, because of their non-binding nature, these sources will on-
ly provide inspiration for the legal analysis. 

Secondly, the legal analysis – and the starting point for Chapter II be-
low – will interpret these relevant sources in the same way as the CJEU 
would. According to Article 19 TEU the CJEU shall in the interpretation and 
application of the Treaties ensure that the law is observed and does so 
through different types of rulings; preliminary rulings, infringement pro-
ceedings, actions for annulments, actions for failure to act, and action for 
damages.27 The latter three will not yield noteworthy information, however, 
the former two will. For instance, the CJEU will in infringement proceedings 
interpret EU law as to conclude whether measures implemented by a 
Member State are contrary to EU law, and in a preliminary ruling under Arti-
cle 267 TFEU, the Court interprets EU law as to answer a ‘preliminary ques-
tion’ referred by a national court, which then solves the national case. Thus, 
for predicting the state of law one question arises: to which degree does 
past rulings bind the CJEU? In fact, there is no ‘doctrine of stare decisis’28 in 
EU law - the famous ruling in Keck and Mithouard29 provides a textbook ex-
ample - however, the Court does not often depart from earlier cases.30  

Since the legal sources will be subject to interpretation, defining the 
interpretation methods and -styles of the CJEU is necessary. According to 
Neergaard and Nielsen (i.e., substantially the CILIFIT-case), the CJEU de-
ploys five interpretation methods;  

First, legal sources will be subject to a ‘literal (objective) interpreta-
tion’ method; i.e., an interpretation based on the wording and syntax of a 
given provision.31 The Court recalled in CILFIT that EU sources of laws are 
drafted in many languages and every single on of them is authentic.32 Thus, 

                                                
23 See N. Burrows and R. Greaves (2007), p. 291-293, and see C. Tvarnø and R. Nielsen (2014), p. 192 
24 That guidelines do not bind the CJEU see e.g., Commission Guidance notes on ”Offsets regarding Directive 
2009/81/EC: on the award of contracts in the fields of defence and security”, p. 8 
25 See note 28 and ’stare decisis’; The CJEU is not bound by its own past rulings nor national ones (vertical effect) 
26 See U. Neergaard and R. Nielsen (2011), p. 106, which notes that the CJEU usually does not refer to legal litera-
ture and never to literature on legal theory, 
27 See Arts. 267 TFEU, 258-260 and 271 TFEU, Arts. 263-266 TFEU respectively, and see more U. Neergaard and 
R. Nielsen (2013:1), Ch. 2(7). 
28 A legal principle requiring the Court to follow earlier judgments, see C. Tvarnø and R. Nielsen (2014), p. 191 
29 Keck and Mithouard, C-267 and 268/91, EU:C:1993:905 
30 See U. Neergaard and R. Nielsen (2011), p. 133. 
31 CILFIT v. Ministero della Sanita, C-283/81, EU:C:1982:335, para. 18. See also U. Neergaard and R. Nielsen 
(2011), p. 99 and C. Tvarnø and R. Nielsen (2014), p. 233. 
32 See CILFIT in supra note 31. See also U. Neergaard and R. Nielsen (2013:1), p. 114 and (2011), p. 134 and 147, 
and see I. McLeod (2005), p. 325. 
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in order take linguistic differences into account, Danish and English will be 
chosen as reference points. 

Second, legal sources would normally be subject to a subjective  (his-
toric) interpretation method; i.e., where the interpreter looks for the subjec-
tive intention of the author of the provision.33 However, since offsets are 
regulated by a Treaty provision, this interpretation method will yield no 
good. For, in order for the subjective interpretation to make sense, prepara-
tory legislative works have to be available, and such works on Treaty provi-
sions are not published. In fact, the CJEU rarely refers to such works.34  

Third, legal sources will be subject to an objective teleological inter-
pretation, in which the interpreter looks for the objectives of the provision 
or the overall objectives of the EU.35 The predominantly perception is that 
Treaty provisions are interpreted in accordance with objectives stated in the 
preambles or some of the opening articles of the treaties (e.g., the promo-
tion of European integration in Article 3 TEU)36.  

Fourth, legal sources will be subject to a contextual (systematic) in-
terpretation, in which the interpreter places the provisions in its context and 
interprets the provision in the light of the EU legal system as a whole. In ad-
dition, the provisions must be interpreted in a way that secures the effet 
utile (i.e., the effectiveness) of the legal system.37 Regarding offsets, Article 
346 TFEU exempts from the rules on free movements of goods, which Arti-
cle 36 TFEU is also capable of. Hence, each exemption must be interpreted 
as to uphold the effectiveness of both provisions. 
 Fifth, legal sources might be subject to the “interpretation method” 
of ‘as Community law stands at present’,38 which acknowledges the fact that 
EU law is a dynamic system and might change over time. If the legal analysis 
reveals such wording, it will call for attention since chances are that the state 
of law might have changed in a subsequent period. 

Finally, after having interpreted the legal sources according to these 
methods the legal conclusion will be drawn. 

                                                
33 U. Neergaard and R. Nielsen (2011), p. 99 and C. Tvarnø and R. Nielsen (2014), p. 257. 
34 See C. Tvarnø and R. Nielsen (2014), p. 261-262 and see U. Neergaard and R. Nielsen (2013:1), p. 121. 
35 See CILFIT in supra note 31 at para. 20; see C. Tvarnø and R. Nielsen (2014), p. 264; and see U. Neergaard and 
R. Nielsen (2013:1), p. 122. 
36 See e.g., I. McLeod (2005), p. 328. 
37See CILFIT in supra note 31 at para. 20. See also C. Tvarnø and R. Nielsen (2014), p. 239 and for effet utile see p. 
254, and see U. Neergaard and R. Nielsen (2011), p. 99 
38 See CILFIT in supra note 31 at para. 20. See also C. Tvarnø and R. Nielsen (2014), p. 255; and see U. Neergaard 
and R. Nielsen (2013:1), p. 19. 
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7.2. Methodology of Law and Economics 
 
Law has for many decades confined the use of economics to antitrust law 
and special topics like determining monetary damages,39 however, eco-
nomic theory can indeed enrich legal thinking in many ways. In fact, analys-
ing law from an economic perspective dates all the way back to the 18th 
century’s Adam Smith’s study on the economic effects of mercantilist legis-
lation, and the “movement” then truly gained momentum40 in the 1960s 
through the ground-breaking articles of Ronald Coase41 and Guido Calebri-
si42. Particularly two characteristics seem to mark the upside of creating le-
gal recommendations based on economic models;43 first, economics ena-
bles the creation of stylized models that allow us to understand the com-
plexity of offset regulation and the effects that follow from changing the 
state of law. Second, economics allows us to answer the accompanying de-
scriptive and normative questions (see below) in unambiguous ways.44 A 
final upside is, that the validity of these results can even be tested through 
gathering empirical data.  However, because of the limits of this thesis, test-
ing the conclusions will not be done here.  

The discipline of ‘Law and Economics’ will be deployed to this thesis, 
which allows two basic types of questions about legal rules to be ad-
dressed. The first type is descriptive and concerns the effects of legal rules 
and aims at explaining law and predicts its consequences.45 Thus, the legal 
part of this thesis will be followed by an economic part, in which ‘Law and 
Economics’ will be applied to answering the (descriptive) economic re-
search question of ‘how economic efficiency was affected by changing the 
state of law’. This thesis will answer the economic research question in two 
parts; first, the economic part conducts an analysis of the underlying eco-
nomic rationale of central legal principles, as defined in the legal analysis, 
before preparing a preliminary conclusion based on these findings. Se-
cond, the economic part will analyse whether this result holds, once the 
predicted reactions of a Member State to changing the state of law are tak-

                                                
39 R. Cooter & T. Ullen (2011), p. 1. 
40 R. Cooter & T. Ullen (2011), p. 1, footnote 2 and see S. Shavell (2004), p. 4. 
41 R. Coase (1960), p. 1-44. 
42 G. Calebrisi (1961), p. 499. 
43 In fact S. Shavell (2004), p. 4 mentions three upsides, however, the other regards rationality and defining wel-
fare, which will be done below. 
44 For a more general approach, see S. Shavell (2004), p. 1. 
45 H. Kerkmeester (2000) p. 390, and R. Posner (2003), p. 24, and see S. Shavell (2004), p. 1. 
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en into consideration. To do so, the economic discipline of game theory46 
will provide the systematic framework, which enables a study of the inter-
dependence of the European Courts’ interactions with its Member States. 
This analysis allows the strategies that maximize efficiency to be defined. 
When undertaking these economic analyses, assumptions are necessary to 
create general predictions and conclusions – and one central assumption is 
rationality. The concept of rationality requires actors to look forward to max-
imizing their total utility.47  However, it is often claimed that the assumption 
of rationality is unrealistic in the sense that no one always acts rationally. 
Nonetheless, keeping in mind what a given theory wants to accomplish, 
even applying assumptions with lower levels of realism does not in itself 
jeopardize the usability of economic models.48 In fact, as Coase notes, 
models incorporating such assumptions can still serve as a framework for 
organizing thoughts and arguments, which allow us to finally understand 
complex situations.49  

The second type is normative, pertaining to the social desirability of 
legal rules, and hence discusses how the state of law should be.50 Thus, a 
chapter termed ‘de sententia ferenda’ will follow the economic chapter, 
which applies ‘Law and Economics’ to answer the main (normative) research 
question of this thesis. When undertaking this analysis, a framework for as-
sessing the relative desirability of different outcomes is needed. ‘Law and 
Economics’ crafts this framework around the notion of efficiency, meaning 
the maximization of social welfare.51 This thesis incorporates the Kaldor-
Hicks efficiency criterion as its normative guideline.52 In addition, the con-
cept of utility will be deployed for assessing the type of social welfare up for 
maximization.53  

Consequently, the method of ‘Law and Economics’ will play an im-
portant role in analysing the descriptive economic research question as well 
as for analysing the normative main research question. 

 

                                                
46 Game theory dates back to J. Neumann and O. Morgenstern (1944). For examples on applications see e.g., A. 
Rubinstein (1990) or A. Schotter and G. Schwoedisuer (1980), p. 479-527. For a general introduction see P. Dutta 
(1999) or A. Pacces and L. Visscher (2011), p. 13. 
47 S. Shavell (2004), p. 1-2. 
48 A. Pacces and L. Visscher (2011), p. 3. 
49 R. Coase (1994), p. 16. 
50 See S. Shavell (2004), p. 1 and A. Pacces and L. Visscher (2011), p. 4. 
51 See R. Posner and Parisi (1997), Section XI, A. Pacces and L. Visscher (2011), p. 4, and S. Shavell (2004), p. 2. 
52 See A. Pacces and L. Visscher (2011), p. 4. R. Posner (2003), p. 24; and S. Shavell (2004) p. 2 argues that Kaldor-
Hicks should be the overall goal of law. 
53 H. Kerkmeester (2000) p. 386 discusses ‘moneys’ and ‘utility’, but finds none superior to the other in general. 



Article 346(1)(b) TFEU  8. Structure of the thesis 14 

 

Copenhagen Business School Master Thesis Cand.merc.(jur) 

8. Structure of the thesis 
 
In order to answer the different research questions, this master thesis will 
mainly go by five chapters; Chapter 1 has just provided the executive sum-
mary, introduced offsets and the purpose of this master thesis; Chapter 2 
will conduct the legal analysis and define how the state of law regarding 
offsets in the EU traditionally was defined and how it is defined today. 
Chapter 3 will create two economic models capable of conducting the first 
part of the ‘Law and Economics’ analysis and will answer the (descriptive) 
economic research question of how economic efficiency was affected by 
changing the state of law. Chapter 4 will use the results of Chapter 2 and 3 
and conduct the second part of the ‘Law and Economics’ analysis; i.e., to 
answer the (normative) main research question of this thesis of ‘how the 
state of law for imposing offsets in the EU should be constructed in order to 
maximize economic efficiency’. Chapter 5 finally recalls the legal- and eco-
nomic findings and draws the overall conclusions of this master thesis. 
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Chapter II 
De lege lata 

 
1. Legal introduction 
 
The following chapter analyses the legal research question of ‘how the state 
of law regarding offsets in the EU has changed over time’. In order to locate 
which conditions must be met for offsets to be exempt from EU law, this 
chapter will first apply a literal interpretation to Article 346(1)(b) TFEU (Sec-
tion 2). Once located, each condition will be subject to an analysis, which 
defines how each condition traditionally was and currently is interpreted 
(Section 2.1-2.4). Finally, the legal conclusions will be drawn (Section 3). 
 
2. The Armament-exemption of Article 346(1)(b) TFEU 
 
By applying a literal interpretation to Article 346(1)(b) TFEU, four cumulative 
conditions are revealed. Thus, in order for offsets to be exempt from EU 
law, it; must regard ‘the production of or trade in arms, munitions, and war 
material’ (Section 2.1); ‘may not adversely affect the conditions on the civil 
market’ (Section 2.2); must protect ‘essential security interests’ (Section 2.3); 
and must be ‘necessary’ for attaining that security interest (Section 2.4). The 
following sections will analyse each of these conditions, and Section 2.1 
(armaments) and Section 2.4 (necessary) will take the centre of attention. 
 
2.1. The armaments condition 
 
The first condition of Article 346(1)(b) TFEU demands offsets to be in ‘con-
nection with the production of or trade in arms, munitions, and war materi-
al.’ The analysis of this first condition is divided into three sub-sections; Sec-
tion 2.1.1 analyses ‘the armaments list’; Section 2.1.2 analyses the conse-
quences of buying items from that list, and Section 2.1.3 analyses the state 
of law regarding items capable of both military and civilian use (dual-use). 
 

2.1.1. The armaments list 
 
The negotiations leading to the Treaties of Rome were finalized in 1957 and 
included in the treaties were both Article 223(1)(b) EEC - which contains the 
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exact same wording as Article 346(1)(b) TFEU - and Articles 233(2) and 
233(3) EEC (corresponding to Article 346(2) TFEU). The latter two provi-
sions stated that during the first year after the treaty entered into force (i.e., 
in 1958) the Council was granted the power to draw up a list of items, to 
which 233(1)(b) EEC should apply. One might wonder why the power was 
granted to the Council instead of including the list directly in the treaty text, 
however, Martin Trybus identifies a couple of reasons why; first, a list con-
taining every goods subject to Article 223(1)(b) EEC would have made the 
treaty text insufficiently long - at least when compared to other treaty provi-
sions. Second, if the list had been incorporated into the treaty text itself, 
changing the list later on would have called for intergovernmental confer-
ences and by granting the Council the permission to change the list instead, 
a unanimous decision is “enough” to change the list. Third, agreeing on a 
list before launching the Treaties of Rome might have prolonged the nego-
tiations, as disputes over individual items on the list might have arisen.54 
Thus, it seems like a well-legitimized move to refer the question of detail to 
a Council meeting in 1958.  
 
2.1.1.1 The traditional state of law on the armaments list 
 
The list was consequently drawn55 (i.e., the armaments list), however, for a 
long time the list was neither publicly available nor published.56 Some gov-
ernments treated the document as confidential and a copy was hard to 
get.57 Indeed, abusing the exemption of Article 223(1)(b) EEC by extending 
it to products not on the list was possible, because of the obvious difficulties 
of raising claims without knowing the precise content. The list was finally 
published in academic publications in the 1980s and the 1990s;58 however, 
since such a list was not a treaty-defined instrument, its legal status re-
mained uncertain. For instance, in the 1991 Richardt-ruling did AG Jacobs 
state that the list, although not published, surely was legally binding,59 
however, the Court avoided the subject and left the question unanswered. 
Thus, uncertain about its legal value and since the list remained un-
                                                
54 For a similar vein, see M. Trybus (2014), p. 88. 
55 See ‘Communaute Economic Europenne, Le Counseil, Decisil 255/58, Bruxelles, le 31 mars 1958’ and see Deci-
sion defining the list of products (arms, munitions and war material) to which the provisions of Article 223(1)(b) — 
now Article 296(1)(b) [now Article 346(1)(b)] — of the Treaty apply (doc. 255/58). Minutes of 15 April 1958: doc. 
368/58 as referred to in Recital 10 of the Defence- and Security Directive. 
56 See the Commission’s Green Paper on Defence Procurement, COM (2004) 608 final. In addition, the list cannot 
be found in the Official Journal of the EU (January 2016). 
57 See e.g., M. Trybus (2014), p. 89. 
58 See A. Allebeck (1993), p. 214. 
59 See Richardt, C-367/89, EU:C:1991:376, and see Opinion of AG Jacobs, EU:C:1991:199, at para. 30.  
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published in the Official Journal,60 the list was traditionally perceived as a 
‘sui generis instrument’ amplifying a notion of the treaty.61 For now it should 
be stated that the list contains ‘warlike’ or ‘hard defence’ material, such as 
tanks, helicopters, and bombs.62 
 In the mid-90s, one question arose more than once; was the list ex-
haustive? 63 For instance, in the 1994 Leifer-case64 did Greece, Italy, Spain, 
and the United Kingdom argue that the list should not be regarded exhaus-
tive, however, Germany and France took the opposite position. Although 
the Leifer-case solved the matter outside Article 223(1)(b) EEC,65 the Court 
had already in its 1986 Johnston-ruling provided the answer; “Article 
223(1)(b) EEC [among other] deals with exceptional and clearly defined 
cases [and must because of its] limited character not lend [itself] to a wide 
interpretation.”66 The Court continued, that if a wide interpretation were 
applied, that “might impair the binding nature of Community law and its 
uniform application”.67 Thus, the Court found that Article 223(1)(b) EEC 
must be read ‘narrowly’, and therefore, making the armaments list exhaus-
tive. In addition, this result is supported by a literal interpretation of Article 
223(2) EEC, which states that only items on the list are exempted.  

Consequently, according to the traditional state of law, only if offsets 
were used regarding items explicitly mentioned on the armaments list from 
1958, the first condition of Article 223(1)(b) was fulfilled. 

 
2.1.1.2 The current state of law on the armaments list 
 
The Council finally confirmed the legal value of the armaments list in 2001 
in an answer to a written question by Bart Staes (Verts/ALE),68 and the view 
that the list is exhaustive was confirmed in the 2001 Fiocchi Munizioni-
case.69 It seemed that the traditional view had not changed. However, in 
2009, recital ten of the Defence- and Security Directive surely raised some 
doubts. For, although the recital first recalls that the list is exhaustive, it then 
states that: “the list is generic and is to be interpreted in a broad way in the 

                                                
60 B. Heuninckx (2011) calls this ”public but unpublished”, see p. 74. 
61 For such wording, see M. Trybus (2014), p. 88. 
62 For tanks see number 6 on the list; for helicopters see 10 on the list; for bombs see number 4 on the list. 
63 Opinion of AG Jacobs in Werner, C-70/94, and Leifer, C-83/94, EU:C:1995:151, para. 62-63. 
64 Leifer, C-83/94, Opinion of AG Jacobs, EU:C:1995:151, para. 62. 
65 Leifer, C-83/94, following the Opinion of AG Jacobs, EU:C:1995:151, para. 62-63. 
66 Johnston, C-222/84, EU:C:1986:206, para. 26. 
67 Ibid. note 66 and see also SpA Salgoil, C-13/68, EU:C:1968:54, p. 192. 
68 Written question by Bart Staes (Verts/ALE) to the Council, see DOC:2001/C 364 E/091, which also provides the 
list in other languages than French. 
69 Fiocchi Munizioni SpA v. Commission, T-26/01, EU:T:2003:248, para. 61. 
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light of the evolving character of technology [and military requirements]”. 
Indeed, one might ask how a broad interpretation of generic terms truly is 
consistent with the traditional view? 
 A literal interpretation of now Article 346(2) TFEU suggests that the 
list is still exhaustive and new items can only be added if unanimity is 
reached in the Council. This narrow interpretation was even confirmed as 
recent as in the 2012 Finnish Turntables ruling.70 Thus, the broad interpreta-
tion suggested by recital ten must, in order to be in line with case law, re-
gard items already on the list – and such an interpretation will even hold an 
important practicality. For, in 1958 when the list was drawn, a fighter aircraft 
looked a lot differently from a modern stealth bomber. Hence, if a more 
precise term than ‘fighter’ had been used, the list would often have to be 
changed to include the newest technology. Even though some claim that 
the list is out-dated,71 when interpreting the items on the list broadly, the list 
is surely capable of taking technological evolution into account even with-
out being changed. Thus, the recital does not interpret the armaments list 
in a way that makes it non-exhaustive, but rather in the sense that the items 
on the list shall be interpreted broadly. 

Conclusively, the state of law regarding the armaments list has not 
changed over time, and hence; both the traditional and the current state of 
law require that offsets are only used regarding items explicitly stated on 
the armaments list from 1958. 
 

2.1.2. Consequences of buying from the armaments list 
 
When reading case law from above, one question arises; does the mere fact 
that offsets concerns items on the armaments list automatically and categor-
ically exempts it from EU law or do other requirements still apply?  
 
2.1.2.1. The traditional state of law on buying from the armaments list 
 
The traditional state of law on the consequences of implementing offsets 
regarding items on the armaments list was, because of different positions 
between the Member States and a Court that kept showing reluctance to 
rule on the matter, associated with uncertainties. The first view on the sub-
ject was presented by the United Kingdom in the 1984 Johnston-case; “The 
                                                
70 Insinööritoimisto InsTiimi Oy v. Puolustusvoimat, C-615/10, EU:C:2012:324, para. 35, which refers to the cited 
case law in Commission v. Finland, EU:C:2009:778, C-284/05, para. 46. 
71 See Commission’s Green Paper on Defence procurement, COM/2004/0608 final, p. 10 and question 7 on p. 11. 
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EEC Treaty itself leaves intact the power of the Member State to take such 
measures as they may consider necessary or expedient for the purposes [of 
safeguarding national security under Article 223(1)(b) among others]”.72 
Thus, the UK claimed that the Member States retained jurisdiction regard-
ing items on the armaments list, and hence, their national security concerns 
automatically overruled the objectives of the internal market. Unfortunately, 
the Court avoided the issue and left the questions unanswered. 
 The Court kept showing reluctance to handle matters inside Article 
223(1)(b) EEC throughout the 1980s and the 1990s, and in the 1989 Rich-
ardt-case73, the Court merely repeated the narrow interpretation of treaty 
exemptions and repeated its 1984 Johnston-case (which did not concern 
Article 223(1)(b) EEC), before following the Opinion of AG Jacobs to handle 
the matter outside the scope of Article 223(1)(b) EEC.74 This pattern contin-
ued in the two 1994 cases of Leifer75 and Werner Industries76, and indeed 
the Opinion of AG Jacobs in these cases clearly illustrates this disinclina-
tion; “[The] applicability of Article 223 in the Leifer case [is] supported by 
several Member States, which have submitted observations in this case. [I 
do not agree that the provision applies, and] I am satisfied that those diffi-
cult questions simply do not arise here.” 77 This statement might seem ra-
ther obscure; an Advocate General suggesting the Court to avoid applying 
certain provisions of the Treaties, simply because the subject regards com-
plicated parts of EU law? However, the legal scholar Martin Trybus identifies 
several reasons for the lack of authoritative interpretation that happened 
over these decades – three of them seem particular sound78; first, after the 
unsuccessful attempt to create the European Defence Community in 1954, 
the EEC Treaty was introduced in 1957. The former initiative had failed, es-
pecially because of the opposition from France having concerns about their 
sovereignty. Therefore, the EEC Treaties were widely considered to com-
pletely exclude any notion of defence issues and Article 223(1)(b) EEC was 
considered a manifestation of this general exclusion. This observation is 
important when applying a teleological interpretation since that would 
suggest interpreting the provisions in a way that secures state-sovereignty 
and not market integration. Secondly, the Commission showed reluctance 
to bring actions in cases involving Article 223(1)(b) most likely motivated by 
                                                
72 Johnston, C-222/84, EU:C:1986:206, Section 2 on p. 1671. 
73 Richardt, C-367/89, EU:C:1991:376, and Opinion of AG Jacobs, EU:C:1991:199, para. 30. 
74 Ibid. and see Opinion, para. 40. 
75 Leifer, C-83/94, Opinion of AG Jacobs, EU:C:1995:151 para. 51. 
76 Ibid. Opinion of AG Jacobs at para. 51 (same as in Leifer). 
77 Leifer, C-83/94, Opinion of AG Jacobs, EU:C:1995:151, para. 62. 
78 See M. Trybus (2014), p. 106-108. 
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the search for a case in which the Commission had a safe chance winning 
precedents. Finally, cases involving defence involve secrecy, and hence the 
Commission had a hard time detecting and proving abuse in practice.  
 Consequently, because of the reluctance of the Court (and the 
Commission), the traditional state of law regarding Article 223(1)(b) EEC 
seems rather non-clarified, however, Member States did in practice act like 
the consequences of imposing measures regarding products on the arma-
ments list equalled a categorical and automatic exemption from EU law. 
 
2.1.2.1. The current state of law on buying from the armaments list 
 
The view that the mere fact an item was found on the armaments list auto-
matically excluded EU law kept evolving throughout the late 1990s and the 
early 2000s. For instance, in the 1997 Sirdar-case79 the French and Portu-
guese governments submitted that: “the activities of the armed forces are 
intimately linked to the concept of sovereignty, which the Member States 
have, in accordance with the Treaty, shared only in certain areas other than 
defence. Defence, therefore, remains within [the Member States’] exclusive 
competence”.80 AG La Pergola further reported that “the French govern-
ment, in particular, takes the view that defence should be treated in the 
same way as the other functions traditionally reserved to States, such as jus-
tice, diplomacy, public finances and the police.”81 In a similar vein, in the 
1998 Kreil-case, the governments of Germany, Italy and the United King-
dom all claimed, that “Community law does not in principle govern matters 
of defence, [which therefor] remain within the Member State’s sphere of 
sovereignty” and that “decisions concerning [the] armed forces do not fall 
within the scope of the Treaty”. 82 Clearly, the traditional view still retained, 
however, the Court was no longer reluctant. 
 In both Kreil and Sirdar the Court purely rejected the arguments pre-
sented and stated that it “is not possible to infer from [Article 346(1)(b) 
TFEU - among others -] that there is inherent in the Treaty a general excep-
tion covering all measures taken for reasons of public security”.83 Thus, the 
Court did rule contrary to the view of the governments of France, Portugal, 
Germany and the United Kingdom, stressing that Member States had con-
ferred to the EU the power of creating an internal market for goods – includ-

                                                
79 Sirdar, C-273/97, EU:C:1999:523. 
80 Sirdar, C-273/97, Opinion of AG la Pergola, EU:C:1999:246, para 10. 
81 Ibid. Opinion of AG la Pergola at footnote 8. 
82 Kreil, C-285/98, EU:C:2000:2, para. 12-13. 
83 Ibid. Kreil at para. 16 and Sirdar, C-273/97, EU:C:199:523, para. 16. 
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ing defence goods. In addition, in its 1999-seminal ruling of Spanish Weap-
ons84, the Court even required a case-by-case analysis, under which the 
government relying on Article 346(1)(b) TFEU needs to furnish evidence 
that all the conditions of the provision are satisfied.85 Both the 2009 ruling in 
Commission v. Germany 86  and the very recent 2014 Schiebel Aircraft-
ruling87 confirm this new case-by-case requirement.  

Consequently, according to the traditional “state of law”, if offsets 
were used regarding items on the armaments list, the usage was automati-
cally and categorically exempted from EU law. However, the current state of 
law additionally requires the rest of the conditions of Article 346(1)(b) TFEU 
to be assessed on a case-by-case basis. Surely, the state of law has become 
stricter. 

 

2.1.3. Dual-use armaments 
 
A related question to the armaments list is whether the first condition of Ar-
ticle 346(1)(b) TFEU is met if a listed item is to be used for both for military 
and civilian purposes; i.e., the problem of dual-use.  
 
2.1.3.1. The traditional state of law on dual-use 
 
After the analysis of the traditional state of law on the consequences of us-
ing offsets regarding items on the armaments list above, one might suspect 
that the traditional state of law on ‘dual-use’ issues would yield the same re-
sult; a reluctant Court and no real clarification on the traditional state of law. 
And indeed, no cases handle the subject of dual-use in the traditional era. 
Consequently, according to the traditional “state of law”, the first condition 
of Article 233(1)(b) EEC was satisfied if offsets were used regarding items 
on the armaments list despite whether such items also were used for civilian 
purposes. 
 
2.1.3.1. The current state of law on dual-use 
 
Although no cases pre-1996 handle the subject of dual-use, the issue en-
tered the legal scene post-1997. Coincidence or not, the Italian company 

                                                
84 Commission v. Spain (Spanish Weapons), C-414/97, EU:C:1999:417 
85 Ibid. at para. 22. 
86 Commission v. Germany, C-372/05, EU:C:2009:780, para. 39, 68, 70, and 76. 
87 Schiebel Aircraft, C-474/12, EU:C:2014:2139, para. 33-35. 
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Agusta Westland is a party in three out of four cases, and the first couple of 
cases arose in 200588 and 200689. Both cases concerned the purchasing of 
helicopters (number ten on the armaments list), which mainly were going to 
be used for civilian purposes (e.g., flying ill persons to the hospital) - in fact, 
the military use was only ‘hardly certain’ (i.e., unlikely). Nonetheless, the Ital-
ian government argued, that the supplies intended for the military corps are 
covered by the armaments exemption of Article 346(1)(b) TFEU (among 
others) and that fact was not changed, just because the helicopters in ques-
tion were serving dual-uses.90 However, the Commission disagreed and lat-
er won the battle. In his Opinion, AG Mazák stated that; “in my view, a 
Member State must prove that the products are intended for specifically 
military purposes. To my mind, that in itself already precludes dual-use 
products.“91 This position fit in well with the narrow interpretation analysed 
above and after applying a literal interpretation to the last sentence of Arti-
cle 346(1)(b) TFEU, the Court rejected the arguments presented by Italy. 
However, it did not go as far as to exclude dual-use products entirely: “it fol-
lows that the purchase of equipment, the use of which for military purposes 
is [only] hardly certain [does not satisfy the first condition of Article 346(1)(b) 
TFEU]”.92 One commentator even suggested that the question of whether 
dual-use goods could be covered by Article 346(1)(b) TFEU was still wide 
open because of the wording of ‘hardly certain’.93 For, is the first condition 
then satisfied if the ‘main’ purpose of the product ‘surely’ is for military use, 
although the product additionally will undertake ‘minor' civilian use? The 
more recent 2012 judgment of Finnish Turntables, regarding whether ‘turn-
tables' procured by the Finnish defence were exempt on the grounds of Ar-
ticle 346(1)(b) TFEU, elaborates on the matter: “[items which], although in-
tended for specifically military purposes, also presents possibilities for [civil-
ian applications, can only be exempted if that material has been specially 
designed, developed or modified for military purposes]”.94 Thus, Finnish 
Turntables can be read as introducing a two-stage test; the first stage con-
siders whether the item in question is found on the armaments list, while the 
second stage evaluates whether that item has possibilities of civilian appli-
cation, and if so; considers whether the item has been designed, developed 

                                                
88 Agusta Westland, C- 337/05, EU:C:2008:203 (Agusta I). 
89 Agusta Westland, C-157/06, EU:C:2008:530 (Agusta II). 
90 Ibid. para. 16-18 and supra note 88 at para. 30. 
91 Agusta I, C-337/05, Opinion of AG Mazák, EU:C:2007:421, para 59. 
92 See Agusta I in supra note 88 at para 47-49 and same result in Agusta II in supra note 89 at para. 26-28 
93 B. Heuninckx (2008) at NA191. 
94 See Finnish Turntables in supra note 70 at para. 46. 
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or modified specifically for military purposes. If both stages are answered in 
the positive, then the first condition of Article 346(1)(b) TFEU is met.  

Although one might believe the state of law on dual-use products to 
be rather clear hereafter, the wording of ‘possibilities of civilian use’ has re-
cently become the next in line for clarification. For, what if the product does 
not just have ‘possibilities’ of civilian use, but instead are clearly ‘intended 
for a minimal civilian use’? The Finnish Turntables case does not clarify that 
precise matter, since the case concerns “items, which is surely for civilian 
use and [only] possibly for military use”.95  The “unavoidable” question 
arose in the 2013 (Danish) ruling of Agusta Westland v. the Danish Ministry 
of Defence.96 In the case, Denmark argued that an interpretation a con-
trario97 the Agusta I and II cases suggests that products, for which the mili-
tary purpose is certain, still satisfies the first condition of Article 346(1)(b) 
TFEU even when such products are intended for minimal civilian use as 
well. Following that argument, the Danish government provided data sug-
gesting that the helicopters were used for Search & Rescue missions (civil-
ian use) only 2,2 % of time in air. 98 Agusta Westland, on the other hand, ar-
gued that the position of AG Mazák from above, that all dual-use products 
are excluded from the applicability of Article 346(1)(b) TFEU, should be 
seen as the current state of law and that exempting dual-use products 
would contradict the narrow interpretation of the treaty-exemption.99 How-
ever, the Danish Complaints Board of Appeal did not – even though it had 
the chance to – refer any preliminary questions to the Court of Justice; ap-
parently the wording of the Agusta case of ‘hardly certain’ was clear enough 
(acte éclair) to make an interpretation a contrario favouring the position of 
the Danish Ministry of Defence.100 However, the case has later been ap-
pealed and hopefully the High Court of Eastern Denmark refers a prelimi-
nary question to the CJEU once the case is to be handled in April 2016. 
Though, when interpreting the Agusta case law a contrario in accordance 
with the narrow interpretation as defined above, it seems most likely that 
Agusta Westland finally has a winning case and the view of AG Mazák will 
be upheld; dual-use items, despite how little the intended civilian use might 
be, do not satisfy the first condition of Article 346(1)(b) TFEU, if the intend-
ed civilian use is certain at the time of procuring. Thus, the two-stage test 

                                                
95See Finnish Turntables in supra note 70 at para. 39. 
96 Agusta Westland Limited v. Forsvarets Materialtjeneste, J.nr.: 2012-0033182 (Agusta III) 
97 For a review of interpreting ’a contrario’ in the Danish legal system see C. Tvarnø and R. Nielsen (2014), p. 245. 
98 See Agusta III in supra note 96 at p. 46. 
99 See Agusta III in supra note 96 at p. 100 and 108. 
100 See Agusta III in supra note 96 at p. 159. 
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from Finnish Turntables might well be changed accordingly to a stricter 
wording. 

Consequently, according to the “traditional state of law”, for as long 
as offsets were used regarding products on the armaments list, the measure 
was exempt from EU law and hence dual-use issues were never relevant. 
However, the state of law has clearly changed post-1997 into a stricter re-
gime and a two-stage test now exists. This test requires an assessment of 
whether the item is listed and whether it has dual-use capabilities, and fur-
ther excludes dual-use items for which the intended civilian use is certain.  
 

2.1.4. Summing up on the armaments conditions 
 
According to both the traditional and current state of law can offsets only 
be justified on the grounds of Article 346(1)(b) TFEU, when used regarding 
items on the 1958s armaments list. Since Article 346(1)(b) TFEU is exempt-
ing from EU law, that provision is subject to a narrow interpretation (John-
ston and Finnish Turntables) and therefore, the armaments list should be 
interpreted as exhaustive (Fiocchi Munizioni). In addition, according to the 
traditional “state of law”, the mere fact that an item was listed on the arma-
ments list was enough to satisfy all the conditions of Article 346(1)(b) TFEU 
and hence; the list worked as an automatic and general exemption from EU 
law (Johnston). The Court traditionally showed reluctance to rule on the 
matter (Richardt, Leifer, and Werner Industries) and the traditional view lin-
gered on into the late 1990s (Sirdar and Kreil). Then, the Court finally pro-
vided clarification: offsets can only be used regarding items on the arma-
ments list and it must be assessed, on a case-by-case basis, whether all the 
conditions of Article 346(1)(b) TFEU is met (Spanish Weapons, Commission 
v. Germany, and Schiebel Aircraft). On a related note, no cases pre-1996 
handle the subject of dual-use items, however, cases post-1997 do (Agusta 
case law). If offsets are implemented when procuring dual-use products, a 
two-stage test now applies, requiring an assessment of whether the product 
is listed and whether it is capable of being used for civilian purposes (Finn-
ish Turntables). If an item is intended to be used for civilian purposes, de-
spite how small a fraction that purpose might be, then the first condition will 
not be met (a contrario interpretation of Agusta case law).  

Conclusively, the legal analysis of the state of law regarding the ar-
maments condition clearly shows a transition into a stricter regime, in which 
the first condition of Article 346(1)(b) TFEU is no longer the only relevant 
condition to assess. Hence, the following sections will analyse both the tra-
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ditional and the current state of law regarding the rest of the conditions of 
Article 346(1)(b) TFEU. 
 
2.2. May not adversely affect competition on the civil market 
 
The second condition of Article 346(1)(b) TFEU requires that offsets do ‘not 
adversely affect the conditions of competition on the civil market’. As the 
following shows, uncertainties still exist regarding this second condition. 
 
2.2.1. The traditional state of law on ‘adversely affect’ 
 
The reluctance of the Court to handle matters regarding Article 233(1)(b) 
EEC continues to show problematic in the traditional era. Again, no case 
pre-1996 interprets the term ‘adversely affect the conditions of competition 
on the civil market’ - at least not outside the problem of dual-use arma-
ments as covered above. However, besides the reluctance of the Court, Ar-
ticle 235 EEC (now Article 348 TFEU) holds a part of the answer to why no 
cases evolved. For, according to Article 235 EEC: “if measures taken [under 
Article 233(1)(b) EEC] have ‘the effect of distorting the conditions of compe-
tition’ in the internal market, the Commission shall, together with the State 
concerned, examine how these measures can be adjusted to the rules laid 
down in the Treaties.” Article 235(2) EEC continues that if the Commission is 
unsatisfied with the adjustments, then matters can be brought directly be-
fore the Court, however, “the Court of Justice shall give its ruling in cam-
era”; i.e., behind closed doors. Thus, a literal interpretation suggests that 
the Commission is not obliged to bring actions against measures, which ad-
versely affect the private market, it shall merely, in cooperation with the 
Member State, examine how the measure can be adjusted as to no longer 
having such affect. But, how should the Commission know when not to be 
satisfied with adjustment, if rulings, which interpret how to examine when 
the private market is adversely affected, are never published (in camera)? 
Since no cases on the subject exist pre-1996, it seems that the Commission 
has chosen not to exercise its right because of such uncertainties. The only 
guidance Article 235 EEC provides is that a contextual interpretation sug-
gests that ‘adversely affect’ in Article 223(1)(b) EEC is to be interpreted as 
‘distorting the conditions of the competition in the internal market’. Howev-
er, that seems merely like a rephrasing of words. Thus, the traditional state 
of law did not reveal any legal requirements for how to conduct the exami-
nation on whether the conditions of the internal market were distorted. 
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Consequently, according to the traditional “state of law”, when off-
sets were used regarding items on the armaments list (including listed items 
capable of having dual-uses), then the private market would not be ad-
versely affected and hence; the second condition of Article 233(1)(b) EEC 
was automatically fulfilled. 
 
2.2.2. The current state of law on ‘adversely affect’ 
 
No case arose until the 2001 Fiocchi Munizioni101 in which the Court could 
no longer avoid the matter. Although the case concerned state aid – a sub-
ject outside the scope of this thesis – the ruling did provide some insights 
capable of general application. In fact, the Court agreed with the result of 
the contextual interpretation above and equalled ‘adversely affect’ with ‘dis-
torting the conditions of competition’, however left unanswered the ques-
tion of when this phenomenon takes place and how to measure it. In addi-
tion, the Court also confirmed the result of the literal interpreting; the re-
view procedure under Article 348 TFEU is a right and not an obligation. 
Thus, the Court stated that; “the Commission [does not have] the power to 
adopt mandatory measures and the outcome of the consultations depends 
essentially on the will of the Member State concerned. [Only if the examina-
tions] fail, it is open to the Commission and to other Member States to apply 
to the Court under the second paragraph of [Article 348 TFEU]”. 102 Howev-
er, instead of providing guidelines on how to undertake the examination 
and when to be satisfied with the adjustments made, the Court then chose 
to handle the case as a ‘dual-use issue’ as discussed above.103 The fact that 
the Commission has a right instead of an obligation to bring actions was 
later confirmed in the 2005s case of Commission v. Germany104- and ac-
cording to the Opinion of AG Ruiz-Jarobo Colomer in the 2009s and 2010s 
Military Exports rulings, one can even reach that result by applying a multi-
linguistic literal interpretation: ”it does not follow from any of the language 
versions that [Article 348 TFEU] imposes an obligation on the Commission 
to bring the matter directly before the Court]. Thus, [the Spanish (‘podrá’), 
French (‘peut’), English (‘may’) and German (‘kann’) versions connotes mere-
ly] a right”.105 As such, these cases confirm that the Commission is not obli-
gated to bring actions but merely has a right to do so, before all cases 

                                                
101 Fiocchi Munizioni SpA v. Commission, T-26/01, EU:T:2003:248. 
102 Ibid. Fiocchi Munizioni at para. 40. 
103 Ibid. Fiocchi Munizioni at para. 63. 
104 Commission v. Germany, C-372/05, EU:C:2009:780, para. 29. 
105 Opinion of AG Ruiz-Jarobo Colomer in ‘Military Exports’ cases, EU:C:2009:67, para. 34 
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avoided the question of how to examine when the private market is ad-
versely affected. This pattern even showed in the recent 2012 case of Finn-
ish Turntables.106 Since the question of how to ‘examine when the private 
market is adversely affected’ remains unanswered by the Court, one might 
suggest analysing whether the Commission has an official stand for when to 
bring actions. However, not even the Commission provides such published 
guidance.107 Thus, relying on Article 348 TFEU as a legal instrument en-
hancing incentives for the Commission to bring actions  (because of an eas-
ier process)108 and thus for the Court to provide interpretation seems rather 
pointless – at least until the Court clarifies when adjustments are inade-
quate. 
 
2.2.3. Sum up on the state of law on ‘adversely affects’ 
 
The state of law regarding ‘adversely affect’ has not changed substantially 
over time, particularly when the problem is distinguished from the dual-use 
issue as analysed above (Finnish Turntables). For, although the current state 
of law equals ‘adversely affect’ with ‘distorting competition’ (Fiocchi Mu-
nizioni), it still leaves unanswered the question of how to measure the phe-
nomenon (Fiocchi Munizioni, Commission v. Germany and Military Export 
cases). As such, according to both the traditional and the current state of 
law, the usage of offsets will, as a rule of thumb, satisfy the second condition 
of Article 346(1)(b) TFEU when procuring products listed on the armaments 
list, which are not sold on the private market - for instance tanks. However, 
using offsets when procuring listed products capable of being used for civil-
ian purposes as well – for instance helicopters – the Member State and the 
Commission shall (and have legally always should) in cooperation assess 
whether the conditions of the internal market are distorted; if so, the meas-
ure shall be adjusted as to no longer distort (Fiocchi Munizioni). One could 
imagine such an examination to be carried out with ‘merger-knowledge’ 
from Competition Law; for instance, when will offset obligations economi-
cally boost a local company unfairly? However, until the Court provides in-
terpretations, such thoughts are outside the scope of this analysis. 
 

                                                
106 See Finnish Turntables in supra note 70 at para. 39 read in conjunction with 38. 
107 Interpretative Communication COM(2006) 779 final 
108 For how the procedure is undertaken in practice, see Fiocchi Munizioni in supra note 69 at para. 64 onwards 
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2.3. Essential security interest 
 
The third condition of Article 346(1)(b) TFEU requires that offsets must pro-
tect ‘essential security interest’. Thus, the following analyses when a security 
interest traditionally was and currently is found essential. 
 
2.3.1. The traditional state of law on essential security interest 
 
When reading through case law, Commission guidelines, and legal litera-
ture it become rather clear, that the essentiality-condition is usually handled 
inseparably of the necessity-condition (see below). In fact, when separating 
these two conditions, no cases pre-1996 handle the subject even remotely. 
This fact must be seen in conjunction with the findings from above, that as 
long as an item was listed on the armaments list, no questions were asked. 
In a similar token; whenever a Member State called upon offsets to protect 
its essential security interest, the Commission traditionally simply refrained 
from bringing actions (although this was not an official policy). As such, the 
Court was never provided the opportunity to rule on the matter. Conse-
quently, the traditional perception was that the competences conferred up-
on the EU did not include defence material and the Member States thus re-
tained an unfettered discretion for defining the essentiality-condition. 
 
2.3.2. The current state of law on essential security interest 
 
The traditional state of law stayed untouched until the 1997 Spanish Weap-
ons-case,109 in which the Spanish government argued that the measure 
adopted (a law exempting hard defence from VAT) was necessary in order 
“to ensure the effectiveness of the Spanish armed forces”.110 Although the 
Court did not agree that the VAT-exemption fulfilled the necessity-condition 
(see below), the Court did accept that the claimed interest fulfilled the es-
sentiality-condition.111 Despite this rather specific clarification, general in-
sights on the essentiality-standard were still non-provided. Though, a cou-
ple of recent cases have provided the awaited interpretations. Fist, in the 
2001 Fiocchi Munizioni-case the Italian government argued their essential 
security interest to be ‘securing a national production of military equipment 
for the national force’ – a view the Commission agreed with as long as the 

                                                
109 See Spanish Weapons in supra note 84. 
110 See Spanish Weapons in supra note 84 at para. 17. 
111 See Spanish Weapons in supra note 84 at para. 32. 
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production excluded dual-use products.112 The Court found in favour of the 
more narrow position of the Commission, however, it then stated that Arti-
cle 346(1)(b) TFEU (still) “confers on the Member States a particularly wide 
discretion in assessing the needs receiving such protection”.113 This line of 
reasoning showed again in the 2005 case of Commission v. Italy,114 in which 
the Italian government argued that measures used for ‘securing products 
for the national military to uphold a military capable of protecting the coun-
try’ should be deemed essential. 115 Though, realizing the discretion grant-
ed, the Court refrained from assessing the essentiality-condition.116 In fact, 
the Opinion of AG Ruiz-Jarobo Colomer in the 2009 and 2010 Military Ex-
port rulings even suggests that, since the essentiality-standard is not ‘yet’ 
defined at community-level, defining the standard is a matter solely for the 
Member States to undertake: ”each Member State must define [their] es-
sential interests of its security [and] ultimately assess whether [to] imple-
ment any [restrictions justified on Article 346 TFEU. Even though] the classi-
fication of an autonomous concept such as ‘essential security interests’ 
comes within the Community sphere [-] as Community law currently stands, 
that concept [is] exclusively a matter for the Member States”.117 The Court 
agreed. Thus, these cases clarify that the competence to define the essenti-
ality-standard has – in contrast to the traditional state of law - been con-
ferred upon the EU, however, as Community law stands at present, that def-
inition has not yet been provided. Thus, a teleological interpretation then 
suggests that the discretion granted is merely ‘wide’ instead of ‘unfettered’. 
The 2010 Military Export rulings, which also concerned a VAT-exemption, 
confirm this interpretation. In these cases, exempting from VAT was claimed 
to be the ‘essential security interest’ being protected – not the measure 
used for protecting a given interest. The Court stated that although re-
quirements for import and export inspection procedures might be made in 
order to protect essential security interest, the obligation to pay VAT on im-
ported and exported products must instead be classified as a ‘measure’ im-
plemented for protecting the claimed security interest (i.e., not a security 
interest in itself) and must comply with the necessity-condition below.118 
Thus, the discretion is not unfettered. 

                                                
112 See Fiocchi Munizioni in supra note 101 at para. 7 and 8. 
113 See Fiocchi Munizioni in supra note 101 at para. 58. 
114 See Agusta I in supra note 88 
115 See Agusta I in supra note 88, Opinion of AG Mazák, EU:C:2007:421, para. 50. 
116 See Agusta I in supra note 88 at para. 45-54. 
117 Military Export cases, Opinion of AG Ruiz-Jarobo Colomer, EU:C:2009:67, para. 116-117. 
118 Military Export cases; Commission v. Finland, C-284/05, EU:2009:778, para. 25 and 60; Commission v. Swe-
den, C-294/05, EU:C:2009:779, para. 27 and 54; Commission v. Germany, C-372/05, EU:C:2009:780, para. 36 
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The ‘legal method section’ suggested that when the interpretation 
method of ‘as Community law stands at present’ is deployed, a change in 
the state of law might have happened in the years that followed. However, 
the most recent 2012 Finnish Turntables and the 2014 Schiebel Aircraft rul-
ings do not yet provide that change. In fact, in both cases did neither the 
Finnish nor the Austrian government, respectively, find it necessary to sug-
gest to the Court, which exact security interest was claimed in the national 
proceedings.119 In Schiebel Aircraft did the Czech and Swedish govern-
ments even find it necessary to intervene and stated that the interest pro-
tected was to “[ensure the] trustworthiness of persons authorised to trade in 
military weapons and munitions, [of ensuring] security of supply as regards 
defence material and of preventing the disclosure of strategic infor-
mation”.120 The Court confirmed that these interests fulfil the essentiality-
condition,121 however, it seems that a clear tendency is rising; because the 
essentiality-standard is not defined on community level ‘as Community law 
stands at presents’, Member States do not bother stating the interest they 
find necessary before the CJEU, but only do so in front of national courts. 
 On an additional note it should be stated that the Commission 
Guidelines interpret ‘essential security interest’ as being only those of the 
‘highest importance’.122 However, such an interpretation seems to be rais-
ing the bar for the essentiality-standard, and if so, given the wide discretion 
granted, the Commission will be in no luck of upholding such a view. 
 
2.3.3. Sum up on the state of law on essential security interest 
 
According to the traditional state of law, Member States were granted an 
unfettered discretion in defining the essentiality-standard, however, the cur-
rent state of law marginally modifies this term to a ‘particularly wide discre-
tion’ (Fiocchi Munizioni). Though, as Community law stands (as of 2014), de-
fining the standard of essentiality is exclusively a matter for the Member 
States (Schiebel Aircraft). Thus, the state of law regarding the essentiality-
condition has not substantially changed over time. As case law shows, off-
sets can surely be imposed for ‘ensuring the effectiveness of the national 

                                                                                                                                      
and 80; Commission v. Italy, C-387/05, EU:C:2009:781, para. 30 and 61; Commission v. Greece, C-409/05, 
EU:C:2009:782, para. 29 and 62; Commission v. Denmark, C-461/05, EU:C:2009:783, para. 28 and 61; Commis-
sion v. Portugal C-38/06, EU:C:2010:108, para, 42 and 47; and Commission v. Italy, C-239/06, EU:C:2009:784, 
para. 29 and 61. 
119 See Finnish Turntables in supra note 70 at para. 33-46. 
120 Schiebel Aircraft, C-474/12, EU:C:2014:2139, para. 35 
121 Ibid. Schiebel Aircraft at para. 37 first sentence 
122 Interpretative Communication COM(2006) 779 final, p. 7 



Offsets in the EU 2.4. Necessary  31 

 

Copenhagen Business School Master Thesis Cand.merc.(jur) 

forces’ (Spanish Weapons), for ‘securing a national production of military 
equipment for the national force' (Fiocchi Munizioni), for ‘securing products 
for the national forces in order to uphold a military capable of protecting 
the country’ (Commission v. Italy), for ‘ensuring security of supply’, or for 
‘preventing the disclosure of strategic information’ (Schiebel Aircraft). In-
deed, the purpose of ‘securing a national production’ is relevant when im-
posing defence offsets.  
 
2.4. Necessary 
 
The fourth and final condition of Article 346(1)(b) TFEU requires that offsets 
must be ‘necessary’ for the protection of essential security interests. The 
term ‘necessary’ has given rise to different interpretations over time and the 
following sections will again analyse when the necessity-condition tradition-
ally was and currently is fulfilled. 
 
2.4.1. The traditional state of law on necessary 
 
The pattern with no cases in the traditional era continues to show regarding 
the necessity-condition. However, both a literal- and a contextual interpreta-
tion will reveal a different reason why. 
 For, according to the treaty text, Member States are allowed to “take 
such measures as it considers necessary”. Thus, a literal interpretation sug-
gests that the determination of whether the necessity-condition is met is 
solely based on the subjective opinion of the Member State. Thus, Member 
States do not just have a wide discretion, but an entirely unfettered discre-
tion in defining the necessity-standard. 

Since the term ‘necessary’ was (and still is) used in other aspects of 
EU law as well, one might ask whether these terms should be interpreted in 
the same way. For instance, already in the 1970 Internationale Han-
delsgesellschaft-case the Court found that the principle of proportionality 
was a common principle of EU law.123 It then applied a ‘proportionality test’ 
to the “normal” treaty exemptions, e.g., Article 36 TFEU, which essentially 
includes three-stages;124 the first stage requires a legitimate purpose to be 
pursued; the second stage requires that the means deployed must be suit-

                                                
123  Internationale Handelsgesellschaft, C-11/70, EU:C:1970:114, p. 1129 and see Gebhard, C-55/94, 
EU:C:1995:411, para. 37. 
124 See U. Neergaard and R. Nielsen (2010) p. 184 that only the last two-stages of the three-stage proportionality 
test refers to the ”principle of proportionality”. 



Article 346(1)(b) TFEU  2.4. Necessary 32 

 

Copenhagen Business School Master Thesis Cand.merc.(jur) 

able to attain the ends; and the third stage regards necessity and requires 
that no other less restrictive means are capable of producing the same re-
sult and that the measure additionally does not have an excessive effect on 
the applicant’s interest (proportionality stricto sensu). 125  However, it 
seemed that the meaning of ‘necessary’ inside the “normal” exemptions dif-
fered from the “special” exemption of Article 223(1)(b) EEC. For, the neces-
sity-condition under the “normal” exemptions suggests that there exist an 
objective truth to the examination of whether there ‘exist other less restric-
tive means’ – a truth, which everybody deploying the correct method (i.e., 
the same as the Court) would be able to reach.  Hence, the “normal” test will 
be defined an ‘objective proportionality test’. Though, on the other hand, 
according to the literal interpretation, the necessity-standard of Article 
233(1)(b) EEC is solely defined by the subjective opinion of the Member 
State, and hence, there are no universal truth to the examination. If a Mem-
ber State subjectively finds that there exist no less restrictive means, such a 
conclusion will be the undisputable truth. Thus, the term ‘necessary’ in Arti-
cle 223(1)(b) EEC reveals a ‘subjective proportionality test’. In fact, interpret-
ing the term ‘necessary’ as incorporating different types of proportionality is 
not inconsistent with EU law. For instance, de Búrca found in 1993 that the 
test offers a “spectrum ranging from very deferential approaches”126 with 
different forms of discretion and scrutiny, and will be applied differently in 
different areas of the law. Hence, the ‘subjective’ approach of Article 
223(1)(b) EEC and the ‘objective’ approach under the normal exemptions, 
e.g., Article 36 TFEU, make up the two ends of that spectrum.  

Despite the result of the literal interpretation, the 1984 Johnston-
case did nonetheless handle the exemption of free movements of goods in 
Article 36 TFEU and the armaments exemption in Article 223(1)(b) EEC un-
der one. 127 One could suggest a reading of the case that the two articles 
should be interpreted in the same way; i.e., both follow an objective evalua-
tion. Though, 10 years later in the 1994 FYROM-case, AG Jacobs did not 
agree with such a reading, and while recalling the fact that the Johnston-
case did not concern Article 223(1)(b) EEC directly, he then leaned towards 
the result of the literal interpretation: “the analogy between Articles 36 and 
[223(1)(b) EEC] should not be taken too far. It is true that in the Johnston 
case, the Court bracketed [the two articles together, however,] there are 
important differences. In the first place, whereas the situations covered by 

                                                
125 Fedesa, C-331/88, EU:C:1990:391, para. 13. 
126 G. De Búrca (1993), at p. 111. 
127 Johnston, C-222/84, EU:C:1986:206, see e.g., para. 24-26 
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Article 36 may be described as exceptional, those covered by [Article 
223(1)(b) EEC are] wholly exceptional. [Secondly,] Article 36 permits dero-
gations from one aspect of the common market, [however, Article 223(1)(b) 
EEC] permits derogations from the rules of the common market [entire-
ly].“128 Even though the Court did not address the problem in the main 
case, a contextual interpretation supports this result. 

For, if ‘necessary’ in Article 223(1)(b) EEC were interpreted as incor-
porating the objective proportionality test, then Article 233(1)(b) EEC would 
become superfluous: any measures, including offsets, could be justified in 
the Article 36-exemption of ‘public security’. However, since the founding 
fathers of the treaties chose to include Article 223(1)(b) EEC in addition to 
Article 36 TFEU, the former should be seen as a separate set of derogations 
- not just the same. Surely, if that was not the case, Article 223(1)(b) EEC 
would be deprived its effet utile - the legal scholar Pourbaix calls this the 
raison d’être of the now Article 346(1)(b) TFEU.129  

Consequently, the traditional state of law interpreted the fourth con-
dition of Article 223(1)(b) EEC as incorporating a ‘subjective’ proportionality 
test, which was satisfied whenever the Member State subjectively found off-
sets to be necessary. According to a contextual interpretation, this test is 
different from the ‘objective’ proportionality test applied under the normal 
treaty exemptions, e.g., Article 36 TFEU, in which the truth of whether there 
‘exist any less restrictive means’ is determined objectively in the sense that 
this truth can be reached by anyone applying the same method as the 
Court does (which then essentially defines this objective truth). Thus, the 
Member States were traditionally given an unfettered discretion to define 
the necessity-standard and hence the reason no cases on the subject arose 
in the traditional era. 

 
2.4.2. The current state of law on necessary 
 
The first changes to the state of law regarding the necessity-condition came 
in 1999 with the seminal ruling of Spanish Weapons. In the case the Spanish 
government claimed that a Spanish law, exempting certain military goods 
from VAT, constituted a necessary measure for the purpose of ‘securing the 
effectiveness of the Spanish armed forces’; and hence exempted from EU 
law on the grounds of Article 346(1)(b) TFEU.130 However, that argument 

                                                
128 FYROM, C-120/94, Opinion of AG Jacobs, EU:C:1995:109, para. 46 
129 N. Pourbaix (2011), p. 8 
130 Commission v. Spain (Spanish Weapons), C-414/97, EU:C:1999:417, para. 17. 
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was not credible; how can an exemption of VAT ensure the effectiveness of 
the armed forces? It surely looked like the Spanish government implement-
ed the VAT-exempting-law to give its developing defence industries an 
economic boost by reducing the prices by the VAT rate. So, the Commis-
sion brought actions disputing the applicability of Article 346 TFEU. On the 
subject of whether the measure was necessary, the Court referred to its 
Johnston-ruling and in paragraph 22 of the Spanish Weapons ruling, it ap-
plied for the first time its case law directly to Article 346(1)(b) TFEU: ““[it] is 
for the Member State which seeks to rely on those exceptions to furnish ev-
idence that the exemptions [do] not go beyond the limits of [Article 346]. In 
the present case, the Kingdom of Spain has not demonstrated that [the 
Spanish Law is] necessary for the protection of the essential interests of its 
security.“131 Thus, paragraph 22 clarifies two important aspects; first, the 
Court has the power to review the decision of a Member State to invoke Ar-
ticle 346(1)(b) TFEU and hence, the discretion to define the necessity-
condition is not unfettered. Second, paragraph 22 places the burden of 
proofing that a given measure fulfils the necessity-standard lies on the 
shoulders of the Member State, which as well delimits the traditional unfet-
tered discretion to the lesser. As such, the Spanish Weapons case surely 
paves the way for changes. 
 A couple of years later, the 2005 Commission v. Germany-case132 
provided a stepping stone for additional changes. In the aftermath of the 
Spanish Weapons case, the Commission took the view that the discretion to 
define the necessity-standard was decreased remarkably.133 This lead the 
German government to claim that the Commission – and implicitly the 
Court – were applying a too high a standard: “[Germany contends] that the 
test of what is ‘necessary’ within [Article 346 TFEU], as interpreted by the 
Commission, is unreasonably high. It does not involve having to demon-
strate that grave damage to essential security interests would occur if the 
protective measure were not taken.”134  AG Jacobs did not agree with the 
German position and went as far as to state that: “[all] derogations from 
Community provisions must comply with the principle of proportionali-
ty and must be appropriate and necessary for achieving the aim pur-
sued”.135 Jacobs clearly suggests that the fourth condition shall be inter-
preted as incorporating the objective proportionality test as defined above. 

                                                
131 Ibid. Spanish Weapons at para. 22. 
132 Commission v. Germany, C-372/05, EU:C:2009:780. 
133 Ibid. Commission v. Germany at para. 36-40. 
134 Ibid. Commission v. Germany at para. 57. 
135 Commission v. Germany, C-372/05, Opinion of AG Jacobs, EU:C:2009:67, para. 124. 
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However, when the Court finally ruled on the matter in 2009 it did not yet 
go that far. Though, it did disagree with the German view that the necessity-
standard were set to high and found the measure implemented by Germa-
ny (another VAT-exempting law) to violate EU law; specifically, since the 
German government did not lift the burden of proofing the measure to be 
necessary.136  

Although the German government might have had a point claiming 
the Court had gone to far - at least when comparing to the literal and the 
contextual interpretations - the Court did in its 2012 Finnish Turntables rul-
ing uphold its decision from 2009;137 and in the most recent 2014 ruling of 
Schiebel Aircraft138 the transition from the traditional subjective proportion-
ality test into a new and stricter objective form was complete. Schiebel Air-
craft concerned an Austrian law, requiring authorisation for the trading in 
and production of armaments. In fact, the Austrian authorisation was clearly 
discriminatory: “authorisation [shall] be subject to the following conditions; 
1) In the case of natural persons, they must hold Austrian nationality and be 
resident in the national territory; and 2) In the case of legal [persons,  their 
principal office] must be located in Austrian territory; and  [board members 
must] hold Austrian nationality and be resident in Austrian territory”.139 
Thus, the Schiebel Aircraft case presented before the Court a clear-cut case 
as to clarify whether the term ‘necessary’ should be interpreted as incorpo-
rating the objective proportionality test. First, the Court stated that the Aus-
trian “legislation [discriminates on the grounds of nationality which] is pro-
hibited [by Articles 49 and 45(2) TFEU]”, however, it then agreed, that Arti-
cle 346(1)(b) TFEU potentially could exempt the measure from EU law.140  
Although the Court referred the examination of the necessity-condition to 
the national court, the Court did, “in a spirit of cooperation”,141 provide the 
3-step (objective) proportionality test to be applied; first, the purpose shall 
be legitimate and was fulfilled by the fact that the authorisation should en-
sure the trustworthiness of persons trading or producing armaments. How-
ever, the Court then stated; “the nationality condition would still, in accord-
ance with the principle of proportionality, not have to go beyond what is 

                                                
136 See Commission v. Germany in supra note 132 at para. 77. 
137 See Finnish Turntables in supra note 70 at para. 33-46, and see Opinion of AG Kokott, EU:C:2012:26, para. 63, 
who suggest an ‘objective’ proportionality test while referring to Agusta case law in footnote 42 of the Opinion 
and further place the burden of proof on the Member State in para 62. 
138 Schiebel Aircraft, C-474/12, EU:C:2014:2139.  
139 Ibid. Schiebel Aircraft at para. 3-7. 
140 Ibid. Schiebel Aircraft at para. 29, 31-32, and 35. 
141 Ibid. Schiebel Aircraft at para. 36. 



Article 346(1)(b) TFEU  2.4. Necessary 36 

 

Copenhagen Business School Master Thesis Cand.merc.(jur) 

appropriate and necessary for achieving those objectives”.142 Clearly, this is 
the wording of the objective proportionality test. Even though the Court 
found the Austrian law to be a suitable measure for protecting trustworthi-
ness, it then agreed with the Commission that “such objectives [could have 
been] achieved through the use of less restrictive measures, such as regular 
controls of the production of and trade in arms, or an obligation of confi-
dentiality under administrative law, or even the imposition of penalties for 
the disclosure of strategic information, on the basis of criminal law.”143 Thus, 
the Court found the Austrian law did not fulfil the necessity-condition of Ar-
ticle 346(1)(b) since less restrictive means existed.  

Consequently, following Schiebel Aircraft the current state of law is 
rather clear; the wording of ‘it deems necessary’ inside Article 346(1)(b) 
TFEU shall be interpreted as to incorporate an ‘objective’ proportionality 
test, which is only satisfied whenever no less restrictive means exist. Such a 
test is objective in the sense, that the truth of whether less restrictive means 
exist is to be determined by the opinion of the Court, and anyone conduct-
ing the same method as the Court should be able to reach that truth. 
 
2.4.3. Sum up on the necessity-condition 
 
Consequently, the state of law regarding the fourth condition has surely 
changed. The traditional state of law interpreted the term ‘necessary’ of Ar-
ticle 233(1)(b) EEC differently than the term ‘necessary’ in the proportionali-
ty test applied under the “normal” Treaty exemptions, e.g., Article 36 TFEU, 
and surely, the analogy between these different exemptions should not be 
taken to far (FYROM). Thus, offsets could traditionally be imposed if it satis-
fied a subjective proportionality test; i.e., that the Member State subjectively 
found it necessary to impose offsets. However, according to the current 
state of law, the Court has the power to review actions taken under Article 
346(1)(b) TFEU and the Member States additionally have the burden of 
proofing that imposing offsets is necessary (Spanish Weapons). Although 
one might argue that it goes against the exact wording of the treaty (Com-
mission v. Germany), the usage of offsets shall now satisfy the 3-step objec-
tive proportionality test (Schiebel Aircraft) as known from the “normal” ex-
emptions of EU law (e.g., Article 36 TFEU); first, imposing offsets must be 
for the protection of essential security interest; second, offsets must be a 
suitable mean; and third, there must not exist other less-restrictive means 

                                                
142 Ibid. Schiebel Aircraft at para. 37. 
143 Ibid. Schiebel Aircraft at para. 38 
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(for instance, that the same security interest cannot be protected by apply-
ing the Public Procurement Directive or the Defence- and Security Directive) 
nor may the usage of offsets excessively affect the contract-winning party’s 
interest (proportionality stricto sensu). Conclusively, the state of law regard-
ing the fourth condition has clearly changed into a stricter legal regime. 
 
3. Legal findings 
 
The legal part of this thesis has thus analysed ‘how the state of law regard-
ing offsets in the EU has changed over time’. After defining Article 346(1)(b) 
TFEU as the relevant legal act, a literal interpretation revealed four cumula-
tive conditions; each subject to an analysis uncovering how they traditional-
ly were and currently are understood. 

First, the usage of offsets must regard ‘armaments’. Armaments were 
and are still defined by a list dating back to 1958 – a list that, following from 
the fact that Article 346(1)(b) TFEU is subject to a narrow interpretation 
(Johnston and Finnish Turntables), both were and still are deemed exhaus-
tive (Fiocchi Munizioni). However, whereas the traditional state of law inter-
preted the list as an automatic and categorical exemption from EU law - re-
gardless of whether the listed item had dual-use capabilities (Johnston) - 
the current state of law clearly requires that all conditions of Article 
346(1)(b) TFEU must be met (Spanish Weapons and Schiebel Aircraft). All 
conditions must even be assessed on a case-by-case basis (Commission v. 
Germany and Military Exports), and a two-stage test now applies (Finnish 
Turntables); is the item listed and does it have dual-use capabilities? If off-
sets are used regarding listed items with dual-use capabilities, and both us-
es are certain, then the first condition of Article 346(1)(b) TFEU will not be 
satisfied (Agusta case law). The state of law regarding the first condition has 
surely changed over time. 

Second, offsets may not ‘adversely affect the conditions of the private 
market’. According to both the traditional and the current state of law, if off-
sets are used regarding listed items with only military use, the second con-
dition is automatically fulfilled (Finnish Turntables). However, if offsets are 
(or were) used regarding listed items with dual-use capabilities, and such 
usage will affect the conditions of the private market, then the Member 
State and the Commission shall together examine how to eliminate the ad-
versely effects (Fiocchi Munizioni). Although the current state of law equals 
‘adversely affect’ with ‘distorting competition’ (Fiocchi Munizioni), the state 
of law regarding the second condition did not substantially change. 
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Third, the usage of offsets must protect ‘essential security interest’. 
Traditionally, Member States had an unfettered discretion in defining the 
essentiality-standard – a discretion that the Court still shows reluctant to in-
terfere with (Fiocchi Munizioni and Military Export). Thus, the state of law 
regarding the third condition did just as well not substantially change. 

Fourth and final, the usage of offset must be deemed ‘necessary’. 
Traditionally, the usage of offsets met the necessity-standard whenever the 
Member State subjectively found it necessary to use offsets, i.e., the ‘subjec-
tive’ proportionality test. Even though both a literal- and a contextual inter-
pretation supported this view (FYROM), the traditional state of law surely 
changed, and the usage of offsets now has to satisfy an objective propor-
tionality test requiring no less restrictive means to exist (Schiebel Aircraft). 
The Court ultimately determines the truth of whether less restrictive means 
exist (Spanish Weapons), however, anyone conducting the same method 
should be able to reach the same truth (i.e., the objectiveness). Thus, offsets 
now have to satisfy a stricter fourth condition. 

Conclusively, the legal analysis has thus shown that the state of law 
regarding offsets in the EU has transitioned into a significantly stricter legal 
regime. In fact, for the first 50 years after the adoption of what is now Article 
346(1)(b) TFEU, Member States could implement offsets as they desired 
and even without any requirements - as long as offsets were used regarding 
items on the armaments list. However, those days are over and both the 
Court and the Commission now takes a rather harsh stand on offsets. This 
view comes to show with the introduction of the ‘objective proportionality 
test’. Member States, who soon desire to implement offsets on EU-tenders, 
have to understand the legal requirements as just provided. 
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Chapter III 

Economics 
 
1. Economic Introduction 
 
This chapter analyses ‘how economic efficiency was affected by changing 
the state of law’. As the legal part has just shown, the state of law regarding 
both the armaments- and the necessity-condition have surely changed over 
time, with the transition from the subjective proportionality test to the strict-
er objective proportionality test being the most important; hence, the 
change that will take the centre of attention in the economic models below. 
Since the purpose of this thesis is to provide the legal discussions on Article 
346(1)(b) TFEU with inputs based on economic efficiency, Appendix 1 will 
provide a non-technical resume of the economic findings of this chapter. 
Consequently, legal scholars without economic knowledge can read this 
resume and then turn to Chapter IV for a recommendation on how to con-
struct the state of law when economic efficiency is the objective to achieve. 
The following will undertake the more technical sections; Section 2 defines 
the efficiency concepts deployed in this thesis; Section 3 creates a model 
capable of evaluating the economics of proportionality; Section 4 uses the 
model to measure which proportionality test yields the more efficient out-
come; Section 5 suggests that this result might change once the reactions 
of the Member States are taken into consideration; Section 6 creates a 
game theoretical model capable of taking these reactions into account; and 
Section 7 finally concludes on the economic research question. 
 
2. Efficiency concepts deployed in the models 
 
The following economic models incorporate the efficiency concepts devel-
oped by Vilfredo Pareto, and Nicholas Kaldor and John Hicks. The former is 
termed ‘Pareto-efficiency’ (or Pareto-optimality) and defines efficiency as a 
state of allocation, in which it is impossible to make any one individual bet-
ter off, without making at least one individual worse off.144 Thus, if less re-
strictive means can achieve the “same” goal, such a measure can be Pareto-
improved until a point, where no less restrictive means exist. At this point, 

                                                
144 See R. Cooter & T. Ullen (2011), Sections II and II - IX(C) for more. 
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the measure will become Pareto-optimal. The latter rationale is termed 
‘Kaldor-Hicks efficiency’ and is a concept of summing up the aggregated 
benefits and aggregated losses. Kaldor-Hicks defines the efficient solution 
as the outcome yielding the highest net benefits.145 According to the Kal-
dor-Hicks criteria, a legal rule should only be more detailed and more bur-
densome as long as the marginal benefit of this additional legal prescrip-
tion is greater than the marginal cost.146 Only then will the legal outcome 
entail the greatest net-benefits from a utilitarian viewpoint.147 In fact, the 
Kaldor-Hicks rationale even allows legislative changes that make one party 
worse off, as long as the gains from the party made better off, more than 
offsets the losses of former. However, Pareto-optimality will not allow such a 
move. Thus, the key difficulty for legislators is to create a legal framework 
that first achieves Kaldor-Hicks efficiency, and secondly assures, that the 
party achieving the gains following the improvement compensates the oth-
er fairly (i.e., based on their relatively bargaining power or based on politi-
cal considerations). Armed with this short introduction to economic effi-
ciency, the following sections will analyse the  ‘economics of the principle of 
proportionality’. 
   
3. The economics of the principle of proportionality 
 
The proportionality test undertook a central role of the legal analysis and 
the principle of proportionality surely encapsulates an efficiency rationale. 
For the economic analysis, the proportionality principle enshrined in Article 
346(1)(b) TFEU will be divided into two sub-principles:148 
 

a) The requirement of no less-restrictive means; and 
b) The requirement of the proportionality stricto sensu, whereby the 

burden imposed must  be of proportion with the goal desired, i.e., a 
weighing of the interest at hand. 
 

3.1. The economics of no less-restrictive means  
 
The first sub-principle only allows picking up the means necessary to the 
end pursued. Thus, in essence, it tackles superfluous elements, that hence 

                                                
145 See R. Cooter & T. Ullen (2011), Sections II and II - IX(C) for more 
146 C. Diver (1993) calls this reasoning for the “precision calculus”, see p. 65–109. 
147 A. Purtuese (2013), p. 617. 
148 See the necessity-condition in Chapter III. 
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incur superfluous legal costs.149 As a consequence, when judges apply the 
first sub-principle they only deem the least costly measure proportionate 
and as such de facto applies the economic principle of cost-minimization to 
their legal reasoning; i.e., the very nature of Pareto-optimality. Figure 1 illus-
trates the situation. 
 
 
 
 
 
 

 
 
 
 

 
 
 
 
 
 

 
The vertical axis represents a given goal, which the measure will achieve, 
i.e., protect a given level of essential security interest. The horizontal axis 
represents the degree of how necessary the means of the measures are; a 
low degree-necessary measure will consist of many superfluous elements, 
whereas a high degree-necessary measure only incorporates means truly 
necessary for attaining a given purpose, i.e., includes no superfluous ele-
ments. Consequently, the lower the degree of necessity, the more superflu-
ous elements, and hence the more superfluous costs incurred.  
 To exemplify, imagine that a Member State wants to purchase new 
tanks and that since no national producer of tanks exists, the tanks have to 
be bought from abroad. Since the foreign producer is the only one capable 
of maintaining these tanks, the purchasing Member State includes offset 
provisions to create a national facility and train national engineers. Since a 
Member State never truly know who will become the future enemy, a situa-
tion where only the foreign producer is capable of maintaining the tanks is 

                                                
149 For a general approach to the economics of the proportionality test in EU-law, see A. Purtuese (2013), p. 620. 
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not an ideal situation and hence, the claimed essential security interest (se-
curing a national industry, see Fiocchi Munizioni above). Further, imagine 
that this facility costs the equivalent amount of 65 % of the contracts’ worth. 
This amount includes building the facility and training local engineers to 
maintain the tanks. Such a measure corresponds to point B, where  
and where every offset-percentage is truly necessary. However, one could 
imagine that a Member State, in order to, for instance, create more local 
jobs, chooses to include an offset obligation of 90 % of the contracts’ worth. 
Such a measure corresponds to point A, where  and where the su-
perfluous elements correspond to the horizontal distance between measure 
A and B (i.e., ). So, since measure A includes more offset percent-
ages than necessary, less-restrictive means for achieving the given security 
interest exist and measure A will be non-proportionate. Since measure B 
achieves the same level of security interest as measure A, however, does so 
by incorporating fewer percentages of offsets, the contract-winner is better 
off without making the Member State any worse off. Of cause including 90 
% offsets instead of 65 % offsets will make the Member State better off, 
however, the last 25 % percentages are unrelated to the given security in-
terest and should not be accounted for in this respect. Thus, measure B cor-
responds to a Pareto-improvement to measure A. The following sections 
expand the model, however, the reader should notice that Pareto-
optimality demands a measure as far right on the horizontal axis as possi-
ble.  

Consequently, when lawyers and judges evaluate the first sub-
principle of the proportionality test, they analyse whether any less-restrictive 
means capable of achieving the same goal exists. As shown, this will de fac-
to correspond to a Pareto-optimal evaluation. 
 
3.2. The economics of proportionality stricto sensu 
 
The second sub-principle of the proportionality test strikes down measures 
where the burden imposed is non-proportionate to the goal desired, i.e., a 
weighing of interest inside the proportionality test itself, or simply ‘propor-
tionality stricto sensu’. Thus, proportionality stricto sensu allows measures to 
incorporate some superfluous elements, as long as the associated marginal 
benefits outweigh the associated marginal cost 150 - i.e., a cost-benefit anal-
ysis and hence the rationale of Kaldor-Hick efficiency. In fact, the CJEU has 

                                                
150 For a general approach to the economics of the proportionality test in EU-law, see A. Purtuese (2013), p. 620. 
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explicitly used this second sub-principle synonymously to a cost-benefit 
analysis at different occasions,151 and the Court seems prepared to apply 
the analysis even in areas where Community institutions enjoy a wide dis-
cretion.152 Since the second sub-principle follows a Kaldor-Hicks rationale, 
the entire proportionality test pursues Kaldor-Hicks efficiency.153  

When incorporating the second sub-principle of stricto sensu in the 
model presented in Figure 1, the essential security interest becomes un-
fixed; the vertical axis is now a scale measuring the ‘degree of how essential 
the security interest is’. To keep things simple, the model will range the se-
curity interest from the ‘least important’ to ‘highly essential’, and protecting 
the latter of cause yields larger benefits. The model will rely on two assump-
tions: the marginal cost of a marginal decrease in the degree of necessity 
(i.e., a marginal increase in superfluous elements) increases linear, whereas 
the marginal benefit of protecting a marginal more essential security inter-
est increases exponentially. The rationale for the latter assumption is so, 
since protecting security interests of the least importance do not yield 
noteworthy benefits, however, protecting security interests of the highest 
importance does. A highly important security interest – for instance, a stra-
tegically important piece of military equipment or information – cannot un-
der any circumstances fall into enemy hand. As a consequence, one starts 
to get overprotective as the degree of essentiality increases and the nega-
tive consequences of loosing control with objects of the highest degree of 
essentiality are so huge, that it is just not an option. Thus, as Figure 2 below 
illustrates, when combining the two sub-principles with these two assump-
tions, an efficiency frontier emerges as a downward-sloped curve.154 

To continue the example from above, let’s now assume that the for-
eign producer can provide 50 construction workers to build the facility, 
which still comes at a price corresponding to 65 % of the contracts worth – 
i.e., an obligation of  offsets is still necessary to cover the cost (measure 
C). However, let’s also say that the Member State has 10 national construc-
tion workers capable of building the facility, although these workers addi-
tionally need to purchase new equipment to start construction. As such, it 
will cost more and take longer to get the facility fully running and so the 
Member State imposes an offset obligation equivalent to  of the con-
                                                
151 See TeliaSonera Finland Oyj, C-192/08, EU:C:2009:696, following the Opinion of AG Ruiz-Jarobo Colomer, 
EU:C:2009:309, at para. 72 and see Alpharma Inc. v Council, T-70/99, EU:T:2002:210, para. 323 delivered by the 
Court of First Instance already in 2002. 
152 See e.g., T. Tridimas (2006), p.153 who argues that the ‘Skimmed Milk-cases’ (Bela-Muhle v. Grows-Farm C-
114/76; Granaria, C-116/76; and joined cases Olmuhle and Becher, C-119 and 120/76,) are great examples. 
153 See e.g., the discussion in A. Purtuese (2013), p. 621 
154 The efficiency frontier is a curve because of the assumption of the exponentially increasing benefits. 
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tracts’ worth (measure B) to cover the extra costs. Thus, the evaluation un-
der of first sub-principle finds that these extra  of offsets are superflu-
ous, and proportionality requires the elimination of these elements before 
the measure can pass the test. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Though, let’s expand the example and further assume that the facility will 
have to contain confidential information on how the tanks’ communication- 
and radar system works; information that the engineer’s needs to repair po-
tential defects and hence the reason for keeping the information on the fa-
cility. Let’s further say, that if enemies gain access to this information, they 
can put these systems out of work and hence eliminate the effectiveness of 
the land-force. Thus, the Member State would want to build secure cham-
bers for the confidential information to be kept and the location of such 
chambers and how to gain access to them will become classified infor-
mation; i.e., the essential security interest being protected (see Spanish 
Weapons and Schiebel Aircraft above). Since the Member States receive 
huge benefits from protecting military strategic important information, 
which in enemy hands will jeopardize national security interest, Kaldor-
Hicks efficiency will allow the superfluous costs of the 10 % increase in off-
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sets (benefits outweigh costs). By this token, the second-sub principle will 
declare measure B for proportionate. Measure A, however, which includes 
90 % offsets and thus 15 % more than the “new level of necessary” is still 
non-proportionate. 

Conclusively, when judges examine the second sub-principle of the 
proportionality test, they once again de facto applies an economic efficien-
cy rationale to their reasoning, however, this time Kaldor-Hicks efficiency. 
From an economic point of view, it thus seems legitimized that the principle 
of proportionality has become the cornerstone of EU law. This model, how-
ever, serves as more than portraying the economics of the principle of pro-
portionality. For, the economic research question concerns not whether 
economics will justify a proportionality test inside Article 346(1)(b) TFEU, 
but instead how the transition from the subjective to the objective propor-
tionality test has changed the efficiency of the state of law regarding offsets. 
Luckily enough, this model is capable of analysing just that.  
 
4. Was the legal change efficient? 
 
Looking at Figure 2 it should now be clear that measure A does not reach 
efficiency and should be ruled non-proportionate. As such: 
 
 
 
 
 
 
The subjective proportionality test allows Member States to take such 
measures, as it deems necessary. For instance, if a Member State subjec-
tively finds it necessary to include 90 % offsets or more for building the se-
cure facility, (corresponding to measure A), the subjective proportionality 
test will be satisfied. Hence, the subjective proportionality test even allows 
measures below the efficiency frontier. On the other hand, the objective 
proportionality test rules any measures including superfluous elements, 
which are not outweighed by the benefits of protecting a given degree of 
essential security interest, for a non-proportionate measure. This line of rea-
soning corresponds to the rationale developed in the model above, and the 
objective proportionality test thus only rule measures on the efficiency fron-
tier for proportionate (corresponding to measure B).  

 

Proposition: If one proportionality test declares measures below the efficiency 
frontier for proportionate, and the other only does so for measures on the effi-
ciency frontier, the latter will emerge as the more efficient test. 
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Consequently, changing the interpretation of ‘necessary’ from incor-
porating a subjective proportionality test to an objective one seems to have 
made the state of law economically efficient. Acknowledging these findings 
or not, the well-renowned defence procurement scholar Martin Trybus does 
welcome this new harsher test; “the general approach of the CJEU to sub-
ject measures taken under Article 346(1)(b) TFEU to scrutiny is welcomed. It 
reduces the possibilities of abuse [and facilitates] a liberalized market for 
defence products”. In addition to the European state of law on offsets as 
analysed above, it has also been the official155 U.S. policy for 25 years to 
anathematize defence offsets as “economically inefficient and trade dis-
torting”156. These positions surely seem justified at least based on these pre-
liminary economic findings. However, one important aspect of the analysis 
is missing: i.e., the reaction of the Member States. Thus, Section 5 creates 
an economic model capable of assessing such reactions and Section 6 
measures how these reactions will affect efficiency. 
 
5. The purpose of game theory 
 
If one were only to apply the logics of the findings from above, the transi-
tion into the objective proportionality test would be defined an efficient 
change of the state of law. However, the sections to come will through a 
game theoretical framework test whether this result holds once the reac-
tions of the Member States and the firms on the internal market are taken 
into consideration. Though, two important distinctions must be made. 
 
5.1. To have or not to have a national defence industry 
 
First, Member States, which do have a national defence industry in place, 
are distinguished from those, which do not. The defence industry of the 
former is almost capable of supplying all the needs of the national demand 
for defence material, and hence offset obligations are unnecessary to im-
pose; such Member States will choose a national tender as the contract-
winner in the first place (i.e., the problem of protectionism in defence pro-

                                                
155 Some commentators allege that the United States, despite official policy, actually opposes restricting offsets, 
see F. S. Petty (1999) at 71-72 who claims the United States is “no less than hypocritical when” when it opposes 
offsets yet maintains “Buy American” laws, and see note 66, at 72-73, stressing several missed opportunities 
where the United States was “averse” to restricting or eliminating offsets. 
156 Presidential Policy on Offsets in Military Exports (1990), announcing the position that “certain offsets for military 
exports are economically inefficient and market distorting”; see also the Defence Production Act Amendments of 
1992, which adopts the President’s statement on offsets as a congressional policy. 
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curement).157 This group of countries with considerable industrial capacities 
consists of Britain, France, Germany, Italy, Spain and Sweden.158 Since the 
focus of this master thesis is on the content of defence contracts (offset pro-
visions) and not on how these contracts are awarded, the upcoming eco-
nomic model will only focus on the strategy choices of those Member States 
for whom, imposing offset obligations is important in order to preserve na-
tional growth; such countries will be labelled WAHNDI-states (without any 
huge national defence industry). One might simply suggest labelling these 
as ‘small Member States’, however, such a term might confuse: Sweden 
would normally be seen as a smaller EU-country, though Sweden makes up 
a big part of the European defence market.159 Thus, WAHNDI-states will 
serve as an understandable term. 
 
5.2. The legislation that applies to non-EU tenders 
 
Secondly, a WAHNDI-state can choose to purchase defence material from 
either an EU-tender or a foreign tender. If an EU-tender is chosen, the legis-
lation as analysed in the legal part applies. However, if a foreign tender is 
chosen, when realizing the fact that all WAHNDI-states have acceded to the 
WTO’s GPA160 and further that the most important tenders are also from 
states, which also have acceded to the agreement, the GPA will apply to 
such purchases. In fact, the dominant tendency for Member States with only 
limited or no defence industries have been to buy from the United States of 
America161. Hence, some elements of the forthcoming analysis will only be 
applied with USA as reference, although; this will be clearly stated. Finally, 

                                                
157 There is a traditional unwillingness to open defence markets to supplies from other Member States, see COM 
(2013) 542 final, at 41 and 52 and COM (2007) 764 final, at 4 and the Annex to the Proposal for the Defence Di-
rective. In 2005, for example, 80 per cent of defence equipment expenditure was spent on exclusively national 
procurement projects, see COM (2013) 542 final, at 41 and 54, and only 13 per cent on purchases from other 
Member States, see SEC (2007) 1598 final ‘Annex no. 13: Defence intra-community transfers and penetration 
rates’, at 81. Hence, awarding contract with a ‘protectionism agenda’ constitutes a huge threat to for the creating 
of an internal defence market. 
158 M. Trybus (2014) labels these countries the Big Six European Defence Group and distinguish between the Big 
Six and ”other Member States”, since the different groups have different attitudes towards many aspects of the 
Defence directive, see e.g., Ch. 1, p. 24. 
159 Walker and Gummet (1993) divides the countries into five categories depending as well on the “economic 
power”: Group 1: France and Britain, Group 2: Germany, Italy and Spain, Group 3: Belgium, Norway, Denmark 
and Switzerland, Group 4: Greece, Portugal and Turkey, and a sui generis group of Sweden (sui generis since 
Sweden do have a relatively small economy, but has diverse defence industrial capabilities). 
160 As of 6 April 2014 the European Union and all its Member States has acceded to the agreement, see e.g., 
https://www.wto.org/english/tratop_e/gproc_e/memobs_e.htm [Accessed 1 November 2015] 
161 See e.g., COM (1996) 10 final, at 8 which reports that only 3-4 % of the total procurement of major weapons 
systems were awarded to companies in other Member States and see COM (2003) 600 final, at 12 which reports 
that about 25% of all defence contracts of then fifteen Member States were awarded to US companies. 
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the GPA-agreement will not be taken under any further review, however, it 
should be stated that even though Article XXIII (1) of the GPA incorporates 
a similar wording as Article 346 TFEU,162 the GPA is still interpreted as cate-
gorically exempting offsets. 163 With these preliminary distinctions in mind, a 
game theoretical model will be developed. 
 
6. A game theoretical model 
 
In order to answer the economic research question the following develops 
a game theoretical framework enabling an analysis of the effects on eco-
nomic efficiency, once the reactions of the internal market and the 
WAHDNI-states are taken into considerations. As such, Section 6.1 will de-
fine the strategies of the game before Section 6.2 develops the utility func-
tion of the WAHNDI-states. Section 6.3 predicts which tender the WHANDI-
state will choose under the different proportionality tests and Section 6.4 
develops the utility function of the internal market. Section 6.5 finally assess 
whether the CJEU should deploy a subjective or an objective proportionali-
ty test, in order to maximize the utility of the internal market. 
 
6.1. Defining the strategies of the game 
 
As the legal analysis shows, the CJEU has a choice between two propor-
tionality approaches: the traditional ‘subjective’ proportionality test and the 
new and stricter ‘objective’ proportionality test. The WAHNDI-state, on the 
other hand, has a choice between a GPA-tender and an EU-tender. Each 
player of the game receives an output (measured in utility) depending on 
the strategies chosen. The utility of the internal market of each outcome will 
be denoted A, B, C, and D whereas E, F, G, and H denote utility of a 
WAHNDI-state. Figure 3 below illustrates the game through an extensive 
form representation (i.e., a game tree). 164  
 

                                                
162 Article XXIII (1) states that ”nothing in this Agreement shall be construed to prevent any Party from taking any 
action [which] it considers necessary for the protection of its essential security interests relating to the procure-
ment of arms, ammunition or war materials […]”. 
163 See e.g., D. L. Furter (2014), p. 45, or Cottier, Mavroidis, and Schefer (1998), p. 140 onwards, or Eriksson, Axel-
son, Hartley, Mason, Stenérus, and M. Trybus (2007), p. 24-25. 
164 See P. Dutta (1999), Ch. 11, p. 157-160. 
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6.2. The utility-function of the WAHNDI-states 
 
The utility-function of a WAHNDI-state of a particular military purchase          
( ) will depend on the price paid , quantities received , the 
quality of the product (here denoted by a quality factor, ), cost of enter-
ing and enforcing the contract, (here denoted contract costs, ), how 
many percentages of the contract’s worth are demanded in offset   ( ), and 
a catch-all political considerations factor ( ). Thus, the utility-function of a 
WAHNDI-state can be stated as follows: 
 
 
 
 
 
As such, Sections 6.2.1-6.2.5 will analyse the utility maximizing strategy for 
each individual parameter, while keeping everything else constant (i.e., ce-
teris paribus) and Section 6.3 sums up the effects and defines the efficient 
strategy choices, given the strategy choice of the CJEU. 

µWAHNDI−state (P) (Q)
FQ

CC
δ

γ

Figure 3: Extensive form representation of the game (game tree) 

CJEU 

Subjective  
proportionality test 

Objective  
proportionality test 

WAHNDI-state WAHNDI-state 

GPA-tender EU-tender GPA-tender EU-tender 
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6.2.1. Quantity , quality-factor , and price  
 
The first three parameters of Equation 1 measure how many quantities are 
received , the quality of these quantities , and the price paid . 
The effect of these parameters is rather obvious; the more quantities of a 
given product ( ) and the higher quality of that product  the more utili-
ty will the WAHND-state get ( ). Equation 1 measures quality as factor, i.e., 
the more the product incorporates the newest technology or the higher the 
degree of quality material used in the production-process, the higher the 
quality-factor will be; which yields a higher  ( )-value. Hence, an in-
crease in ( ) will, ceteris paribus, be followed by an increase in overall 
utility ( ).  However, if more qualities or more quantities come with a higher 
price, the increase in overall utility will of cause be hampered. As such, the 
first part of Equation 1 should be analysed as one parameter described by 
tree elements, i.e., . This parameter will be extended below. 
 
6.2.2. The price of the goods  and the price of offsets  
 
The price for a contract including offset provisions will mainly be calculated 
based on two elements; aside from a price of the defence product it self, 
the offset-obligated tender will demand compensation for the extra obliga-
tion compared to a contract that includes no offset provisions – hence, price 
increases when offsets are implemented. Since the offset obligation is stat-
ed as a percentage of the total value of the contract (here denoted  - see 
more below), the final price ( ) will be restated as a two-part price-function: 
a price as a function of quantities ( ) and a price as a function of offset 
percentages included ( ).165 Rearranging and one gets Equation 2: 
 
 
 
 
 

                                                
165 Perceiving offset-contracts in two sub-parts (one as the main contract and the other is the offset obligation 
relating to the original contract) comes to show in German Defence Procurement practice, see the German De-
fence and Security Industries Association, Bundesverband der Deutschen Sicherheits- und Verteidigungsindustrie 
(BDSV) at www.bdsv.eu/en/Issues/Offsets_compensation_benefits.htm [accessed on 03/01/2016].   
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Equation 2 consists of mainly two parts: a) elements that will decide which 
particular tender inside a given legal framework will be chosen - i.e., 

. These elements correspond to the general contract award cri-
teria in public procurement procedures, where contracts are awarded to 
the most economically advantageous offer, based on price or cost, or the 
best price-quality ratio;166 and b) elements that will decide which legal 
framework will be chosen to regulate the contract, i.e., the choice between 
a GPA-tender and an EU-tender, i.e., . 

Regarding the two price determinants, since every tender, despite of 
which legal setting they come from, will compete on the [ ]-
factor, the competition here is quite tough.167 Thus, competition based on 
these parameters is best described as perfect competition (though the 
models do not assume so overall). This observation holds an important 
practicality; because of the near-perfect competition, the normal public 
contract award criterion, i.e., , will only change minimally re-
gardless of which legal framework regulates the contract, and hence; these 
elements can be fixed when predicting whether the WAHNDI-state choses 
an EU-tender or a GPA-tender.168 Thus, only the second part of Equation 2, 
i.e., , is needed to analyse whether outcome E yields 
larger utility than outcome F, vis-à-vis for G over H.  

 
6.2.3. Offset-percentage-price margin ( ) 
 
Including offset provision in a contract forces the contract-winning company 
to either invest in the national defence industry or buy spare-parts from lo-
cal companies, and hence secures national growth; thus the more offset-
percentages the more utility for the WAHNDI-state. The offset percentages 
included in the contract will be denoted by delta ( ). The contract-winning 
company, however, will want more compensation as percentages in-
crease.169 Thus, the utility received depends on the relation between a 

                                                
166 See Article 67(1) and (2) of the 2014-Public Procurement Directive, Directive 2014/24, or see (in Danish) G. S. 
Ølykke and R. Nielsen (2015), Ch. 9(3). 
167 Because of the fact that the market is indeed international in scope consisting of many tenders/producers. 
168 Fixing this parameter also holds another methodical practicality: game theory will show useless for analysing 
monopoly and perfect competitive markets, since the players of these markets does in fact not have any strategy 
choices. In a monopoly only one player exists and under perfect competition, the players will always chose price-
strategies equal to marginal cost, otherwise, they will simply not survive.  
169 Almost any studies on offsets conclude that offsets come at a price, and that firms demands a mark-up for such 
obligations; see footnote 214 below for references. 
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marginal increase in percentages of offsets to a marginal increase in the 
price. This relationship will be termed the ‘offset-percentage-price margin’    
( ). Since a rational agent would never pay more than an item is worth 
to that party, it is a prerequisite for this condition that the utility-benefits de-
rived from a given amount of offset percentages exceed the utility loss from 
paying the associated price, i.e., net-benefits :µ(δ)−µ(P(δ ) )> 0 . 

In fact, the utility derived from the ( )-parameter depends on the 
strategy choice of the CJEU. If the CJEU chooses the subjective approach, 
both EU- and GPA-tenders can supply contracts including offset provisions 
and ‘the price per percentage of offset’ – hence utility - will be the same de-
spite which tender is chosen (because of near-perfect competition). Thus, 
the WAHNDI-state will be indifferent between the two types of tenders. On 
the other hand, if the Court chooses the objective proportionality test, im-
posing offset obligations on EU-tenders will become almost impossible and 
only by imposing offsets on a GPA-tender can utility be reaped. Then, the 
utility maximizing strategy of the WAHDNI-state is to choose a GPA-tender. 

 
6.2.4. Catchall factor of political considerations ( ) 
 
Defence procurement is made up by many strategic moves driven purely by 
political agendas. 170 For instance, if the Danish government wants to build 
stronger relations with the US Department of Defence in the hopes of be-
coming an even closer ally, it might choose an American tender, even in sit-
uations where the offers from American tenders contains a worse price-
quality ratio  than the rest of the market is capable of offering. 
Further, ever-changing governments in each Member States get different 
utility for having a national defence industry and hence how much money 
governments are willing to pay changes rather often. However, since politi-
cal science and political considerations are left out of this thesis, all such 
considerations will be encapsulated in the catchall-factor gamma ( ). Thus, 
one should team up with practitioners of political science to predict the 
outcome of the model more precisely.  But for now,  will be fixed as a pos-
itive factor ( ). 
 
 

                                                
170 D. L. Furter (2014), Ch. 3 on Government Policy regarding the defence industry. 
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6.2.5. Contract Costs ( )  
 
The last factor of the utility-function of the WAHNDI-state measures ‘con-
tract costs’, which this thesis defines as the costs of ‘entering, fulfilling, and 
enforcing a contract’. Most of these costs correspond to the definition of 
‘transactions cost’,171 as many know from the Coase-theorem, however, 
some costs fall outside that term, and hence the reason for the more com-
prehending term ‘contract cost’. 

First, contract costs can arise when parties are about to enter a con-
tract, i.e., costs ex ante. Such costs mainly relate to communicating, drafting, 
and negotiation the contract. The former covers for instance the costs of the 
mediums available for communication or whether the parties can com-
municate in the same language. However, in a global and modern world, 
these costs will be the same despite whether an EU-tender or a GPA-tender 
is chosen.  

Second, contract costs might arise when the contract is to be fulfilled, 
i.e., costs dum peragatur. Such costs are associated with the exchange of 
goods, mainly the costs of transporting the goods and the costs of paying 
for the goods. Although the costs of the latter can be quite tremendous, 
nothing indicates that paying for the goods (i.e., simply transferring moneys 
back and forth) is remarkably different when choosing an EU-tender over a 
GPA-tender; at least when the GPA-tender is American. Though, transport-
ing heavily goods by sea from across the Atlantic (if the GPA-tender is 
American) are quite more expensive than simply transporting them on land 
from across the borders, and hence transportation costs are generally high-
er when choosing a GPA-tender than choosing an EU-tender. In addition, 
the cost of servicing and maintaining the purchased equipment is often 
three times higher than the price of the product, 172  and hence fly-
ing/sailing/shipping back and forth over the Atlantic yields higher costs 
than getting service and maintenance from just across the borders. Conse-
quently, cost dum peragatur favours the choice of an EU-tender as the cost-
minimizing strategy. 

Third, contract costs can arise in the period after the contract has 
been “fulfilled”, i.e., costs ex post. Costs ex post mainly relate to the costs of 
enforcing the contractual terms, suing for damages, encapsulate the costs 
of how effectively the court of jurisdiction enforces the associated contrac-
                                                
171 Transactions cost can be defined as ‘the costs incurred when making economic exchanges’, see e.g., the two 
articles from Ronald Coase (1937) and (1960). Although using similar concepts, the exact term "transaction cost" 
is actually absent from his work up until the 1970s. 
172 See M. Trybus (2014), Ch. 1, Section 2.1, p. 18. 
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tual terms, cover expected trial cost (e.g., law-suits for breaching the Trea-
ties by exempting contracts that should not have been exempted), and 
cover opportunity cost (i.e., the work that could have been done absent the 
time-consuming trial). A comparative analysis of the trial costs for every 
tender a WAHNDI-state might buy from could take up an entire master the-
sis; and thus, to exemplify these costs, let’s assume that the GPA-tender is 
from the USA. In 2003 the U.S. Chamber of Commerce’s Institute for Legal 
Reform found – not surprisingly - that the litigation costs, measured as a 
percentage of GPD, is highest in the lawsuit-loving United States of Ameri-
ca.173 They further found that the average cost of litigating inside the Euro-
zone is 2,6 times lower than in the USA. Hence, since defence contracts are 
often worth billions of dollars, choosing a GPA-tender might become a 
costly affair, if, by doing so grants the American courts jurisdiction over the 
contract. This suggests that choosing an American tender over an EU-
tender increase expected costs ex post.174  
 Consequently, since contract costs ‘ex ante’ favours no one, whereas 
both contract costs ‘dum peragatur’ and costs ‘ex post’ are minimized by 
choosing an EU-tender, the utility-maximizing strategy is, ceteris paribus, 
choosing an EU-tender, i.e., .  
 
6.3. Predicting the strategy choice of the WAHNDI-state 
 
Each parameter of the utility-function of the WAHNDI-state has now been 
analysed, and the corresponding utility maximizing strategy has been iden-
tified. Recalling that only the second sub-part of Equation 2 is needed for 
predicting whether a WAHDNI-state chooses a GPA-tender or an EU-
tender, Equation 3 serves as an instrument for defining the efficient strategy 
choice of the WAHNDI-state, given the strategy choice of the CJEU: 
 
 

 
 
 
Equation 3 states that the WAHNDI-state maximizes utility by choosing the 
strategy that maximizes the offset-percentage-price margin , mini-

                                                
173 U.S. Chamber, Institute for Legal Reform (2013), see in particular p. 2. 
174 For a general application of the findings of the report, see for instance the main conclusions and download the 
report on http:/instituteforlegalreform.com/research/international-comparisons-of-litigation-costs-europe-the-
united-states-and-canada [accessed on 02/11/2015] 
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mizes contract cost ( ), while recalling the fixation of political considera-
tions. Armed with the elaborations from above, predicting the strategy 
choice of a WAHNDI-state will become straightforward. 
 
6.3.1. The strategy choice given the subjective proportionality test 
 
First, the strategy choice of the WAHDNI-state, given the CJEU choses the 
subjective proportionality test will be predicted. Thus, the WAHNDI-state 
chooses the strategy yielding the most net-utility: 
 
 
 
 
 
As stated above, when the CJEU deploys the subjective proportionality test, 
both EU-tenders and GPA-tenders can supply contracts with offset provi-

sions and because of near-perfect competition;
 

. Since 

political considerations are fixed ( ), the decisive parameter, given the 
CJEU deploys a subjective proportionality test, will be ‘contract costs’.  
Thus, the WAHNDI-state will choose an EU-tender if, and only if, the associ-
ated disutility is less than the that associated with choosing a GPA-tender: 
 
 
 
 
Recall that , for then; . As 
such, the economic model predicts that a WAHNDI-state, given the CJEU 
deploys a subjective proportionality test, will choose an EU-tender: 
 
 
 

 
Appendix 2 unfixes political considerations and looses the assumption that 
contract costs associated with an EU-tender per se are lower those associ-
ated with a GPA-tender. Thus, the framework found in Appendix 2 should 
be the economics applied to a full strategy-prediction of the WAHNDI-state, 
when the CJEU applies the subjective proportionality test. 
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6.3.2. The strategy choice given the objective proportionality test 
 
Predicting the strategy choice of the WAHNDI-state, given the CJEU choses 
the objective proportionality test, is a little more complicated, however, still 
attainable. For, when the Court chooses the objective proportionality test, 
stricter conditions apply for imposing offset provisions on an EU-tender – 
for simplicity let’s assume that offset is not allowed under the objective pro-
portionality test. As such, by choosing an EU-tender, the WAHNDI-state will 
not receive any utility from the offset-percentage-price margin, since no off-
set percentages can be included ( ) nor will any compensation be de-
manded ( ). Hence  . However, a GPA-tender is 
still able to “supply” offset provisions and by assumption of rationality, this 
leads to a utility-gain; i.e., . Thus, utility from including 
offset provisions are maximized by choosing a GPA-tender, i.e., 

. However, since contract costs are still mini-
mized by choosing an EU-tender, the WAHNDI-state will, given the CJEU 
chooses the objective proportionality test, choose an EU-tender, if, and only 
if, the net-utility from minimizing contract costs is larger than the net-utility 
from including offset provisions. Rearranging Equation 4 and one get: 
 
 
 
 
 
Further, recall that  under the objective test: 
 

 
 
 
 
Since the WAHDNI-states will go pretty far to pursuit national growth and 
development, it seems straightforward to conclude that the gains from in-
cluding offsets are huge. Thus, even though ‘contract costs’ are minimized 
when choosing an EU-tender, the net-utility derived from this move will not 
exceed the net-utility from including offsets on the GPA-tender.175 Conse-
quently, Equation 7 will not hold. Hence, the model predicts that a WAHN-

                                                
175 Chapter IV assumes that utility from contract costs savings is 1/3 the utility from including 100 % offsets. 
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DI-state, given the CJEU deploys the objective proportionality test, will 
chose a GPA-tender: 
 
 
 
 
 
Appendix 3 unfixes political considerations and looses the assumption that 
contract costs of choosing an EU-tender per se are lower than choosing a 
GPA-tender. Thus, the framework found in Appendix 3 should be the eco-
nomics applied to a full strategy-prediction of the WAHNDI-state, when the 
CJEU applies the objective proportionality test. 
 
6.3.3. The efficient strategy of the WAHNDI-state 
 
The economic model thus predicts the WAHDNI-state to implement a strat-
egy of choosing an EU-tender, given the CJEU deploys the subjective pro-
portionality test, however, chooses a GPA-tender if the objective propor-
tionality test is deployed. These findings clearly illustrate how offset provi-
sions is the WAHNDI-states’ instrument for realizing an agenda of protec-
tionism: allow them to use offsets or know that the contract will be granted 
to the cutting-edge technology producers of the American competitors.176 
The concerns and implications of such strategies are left out of this thesis,177 
however, there is nothing legally wrong in such a strategy.  
 
6.3.4. Restating the game tree 
 
When using the method of backwards induction178, the predictions made 
above eliminate the strategy-sets corresponding to output (B;F) and (C;G) -  
see Figure 4 below. Thus, in order to define the utility-maximizing strategy 
of the CJEU, outcome A needs to be weighed against outcome D. As such, 
the following sections will define the rational strategy choice of the CJEU, 
when the (predicted) reactions of the WAHNDI-state are taken into consid-
eration. 
 
 
                                                
176 M. Trybus (2014) discusses the problem slightly different but the rationale is the same; see Ch. 1, Section 2.3.1.  
177 For more on the concerns of these buy-American policies see e.g., Bialos, Fisher and Koehl (2009). 
178 See Economic Method Section and further P. Dutta (1999), Ch. 11, p. 165-170. 

Strategi-set  ECJ: Choose objective test→WAHDNI : choose GPA-tender[ ]  
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6.4. The utility-function of the Internal Market 
 
Having predicted the strategy choice of the WAHDNI-state, this model next 
creates the utility function of the CJEU; i.e., the utility the internal market will 
derive from different states of law. How to measure the utility of the internal 
market is slightly different from measuring the utility of the WAHNDI-state 
and hence, calls for elaboration. 
 The utility of the internal market ( ) will be measured as how close 
the internal market is to reach a given form of efficiency; i.e., ‘static efficien-
cy’, ‘dynamic efficiency’, and ‘market integration efficiency’ (MIE) . Each 
type of efficiency will be defined below, however, an example should be 
made. For instance, a market reaches ‘static allocative efficiency’ when the 
market is perfectly able to supply any customer with any needs they might 
have, regardless of how little differently such needs might be compared to 
products already on the market. For instance, imagine that the market is de-
fined as ‘fighters’ in 1990 and there is only one buyer with the need of a 
fighter capable of going 3.500 km/h. Let’s also assume, that fighters on the 
market are only capable of going 3.000 km/h. Consequently, since the mar-
ket is not capable of supplying the exact needs of its costumers, the market 
suffers an allocative efficiency loss. Since the buyer gets a fighter capable of 

µEU

Figure 4: Restating the game tree (elimination of strategy choices) 
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Objective  
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going 3.000 km/h, that buyer still receives a given amount of satisfaction, 
for simplicity, let’s say 300 utilities. Those utilities could be increased if the 
buyer got a fighter capable of going 3.500 km/h, let’s say the correspond-
ing utility equals 350, and hence; the allocative inefficiencies of the market, 
from not being able to supply the exact needs of its costumer, measured in 
utilities, correspond to 50 (350−300) . Imagine now that one year later in 
1991, the legislators choose for some reason to ban the production of 
fighters (imaginary case), and the market is now only capable of supplying 
land-going tanks. Clearly, since a tank does not satisfy the need of creating 
an air force, the need of the buyer is matched even worse than one year be-
fore. Since tanks though still fulfils some military needs, the buyer now gets 
a utility-satisfaction of let’s say 100. Thus, the consequence of the 1991 ban 
is for static allocative inefficiencies to materialise, corresponding to 250 util-
ities (350−100 ). So, since the 1990-market supplies the needs of its custom-
er better (buyer receives a utility-satisfaction of 300) than the 1991-market 
(buyer receives a utility-satisfaction of 100), the ban makes the market move 
even further away from static efficiency (where the buyer receives a utility-
satisfaction of 350). Thus, in this stylised example; a market without a ban is 
the economically more efficient state of law. However, there might be a 
good explanation for the ban; for instance, the ban might have been im-
posed as a part of an agreement for bringing peace in the ‘air territory’ – an 
agreement that gives the ban-imposing government an extra utility-
satisfaction of 1.000. Then, imposing the ban was the Kaldor-Hicks efficient 
solution. Although this example is rather simplistic, it gives the idea of the 
analysis in the more technical sections to come; the proportionality test that 
brings around the least ‘inefficiencies’ will be the market conditions closest 
to efficiency and hence; will be defined as the state of law (the strategy 
choice) that maximizes the utility of the internal market. 

In addition to the three efficiency-types above, the utility of the inter-
nal market also depends on how the different strategy choices affects, for 
instance jobs created, tax incomes, and general welfare. These will be 
termed indirect effects. Consequently, the proportionality test that gives 
rise to the lowest sum of static inefficiencies, dynamic inefficiencies, market 
integration inefficiencies while maximizing the utility derived from indirect 
effects, will be deemed the more efficient strategy choice: 

 
 

 
 

µ(EU ) = µ(static eff .)+µ(dynamic eff .)+µ(MIE)+µ(indirect  eff .)    (8)  
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As above, the individual utility maximizing strategy choice for each parame-
ter, ceteris paribus, will be analysed before these effects are summed up. 
Last, the efficient strategy choice will be defined.  
 
6.4.1. Static efficiency 
 
The first parameter of the utility function analyses which proportionality test 
that yields market conditions closest to ‘static efficiency’. In short, static effi-
ciency concerns refining existing products and processes or capabilities of 
meeting consumer preferences; i.e., a short-run perspective.179 The static 
efficiency analysis is divided into sub-categories of ‘allocative efficiency’ and 
‘productive efficiency’. 

‘Allocative efficiency’ is reached when a market perfectly meets con-
sumer preference for a given object (i.e., the marginal utility received from 
purchasing the last unit of a good or service equals the marginal cost of 
producing)180 or a given price. At this point, social welfare is maximized and 
deadweight loss equals zero.181  

First, allocative efficiency analyses how well a market supplies con-
sumers’ preferences for a particular object, i.e., object-preference. In the 
case of defence procurement, object-preferences depend both on a piece 
of military equipment and for the accompanying offset obligation. When 
the CJEU deploys the objective proportionality test, the internal defence-
market cannot supply both types of demands: the producers can supply the 
customer (i.e., Member States) with the desired defence material, however, 
it cannot supply the offset provisions. On the contrary, when the subjective 
proportionality test is applied, the internal market is capable of supplying 
both needs. Thus, when the Court applies the objective test, the internal 
market suffers an allocative efficiency loss. Further, assuming rationality, the 
EU-tenders will want to supply those needs, since absent, the entire con-
tract goes to a GPA-tender (according to the predictions made above). In 
order to minimize static inefficiencies and hence maximize utility, the CJEU 
should, ceteris paribus, apply the subjective proportionality test.  

Secondly, allocative efficiency analyses how well a market supplies 
the consumer’s ‘price-preference’ for an item; i.e., the size of the mark-up 
demanded by the producers. The higher the mark-up, the further away 
from allocative efficiency a market will move (increasing deadweight loss). 

                                                
179 See e.g., M. Motta (2004), Chapter 2.2: ”Allocative efficiency” 
180 See R. Markovits (1998) and (2008) for a general analysis of allocative efficiency. 
181 See e.g., Shavell (2004), p. 2-4, for an introduction to welfare inside an economic analysis of the law. 
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General microeconomics show, that allocative efficiency depends on the 
rate of competition in a market.182 Thus, if the usage of offsets reduces mar-
ket power, it will minimize inefficiencies. One could argue, that since the 
usage of offsets keeps the national defence industry growing; a ban will 
lead to stagnation and bankruptcies. Hence, offsets secure relatively more 
companies to survive, leading to lower average mark-up, and thus minimiz-
es allocative inefficiencies – at least this argument goes. However, Motta 
shows that only 2-5 companies are needed to maximize welfare,183 and by 
recalling that the market for defence material is international in scope, there 
will (almost) always exist 2-5 producers of a given product on the interna-
tional market. This outside force keeps the mark-up demanded on a relative 
low and the overall effect on allocative efficiency from using offsets to in-
crease the numbers of firms in the industry will only be rather minimal. Con-
sequently, since a ban on offsets will create a market incapable of supplying 
the full demands of its costumers, the market suffers an allocative efficiency 
loss. In addition, since the effect of increasing the numbers of firms in the 
industry is non-existing, the market will be closest to allocative efficiency 
when, ceteris paribus, the subjective proportionality test is chosen. 

In addition, ‘productive efficiency’ is reached when a market produc-
es a given output in the most efficient way184 and is popularly described in 
two concepts: managerial slack and Darwinian selection.185  

First, ‘managerial slack’ builds on the idea that a market with low lev-
els of competitive pressure, and the “quiet life” that comes with it, brings 
about managerial inefficiency; i.e., the management of the companies with 
high market power will have too strong incentives to slack in their decision-
making processes.186 Thus, to decrease this inefficiency effect the CJEU 
shall deploy the proportionality test that increases competitive pressure. 
Even though offsets might increase the total numbers of firms in the indus-
try, which in turn might reduce market power and erode some of the “quiet 
life” that comes with it, this effect will only be minimal because of interna-
tional pressure (see above). In fact, allowing offset provision might have ex-
actly the opposite negative effect. For, when offsets are used, the foreign 

                                                
182 See supra note 179 and supra note 183. 
183 M. Motta (2004), Technical Section 2.4.3.2, and see Figure 2.4. ”Welfare as a function of number of firms” 
184 The economic literature on why companies even adopt a non-efficient production process in the first place is 
quite comprehensive, see e.g., Hart (1983), p. 366-382; and D.S. Schaftstein (1988), p. 147-155; and B. E. Her-
malin (1992), p. 350-365; and Horn, Lang and Lundgren (1994), p. 213-233, and S. Martin (1993), p. 445-450. 
185 M. Motta (2004) uses these concepts to analyse why monopolists are less efficient, see Section 2.3.2. 
186 H. Leibenstein (1996), p. 392-415. Do note that many economists has raised the argument of the opposite, i.e., 
managerial slack will not happen in the long run by rational agents. F. M. Scherer (1980), p. 38 summarizes the 
argument. 
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producers are forced to invest in the local defence industry or include local 
companies in their own supply-chains. Hence, even without trying to be 
cost-efficient or to provide competitive prices, these local companies will 
still receive large orders. Thus, this line of reasoning suggests that offsets 
increase the incentives for managerial slack dramatically. Consequently, 
since the negative effects of offsets are huge whereas the positive effects 
are only minimal, the CJEU should, ceteris paribus, deploy the objective 
proportionality test.  

Second, ‘Darwinian selection’ measures how effectively the market 
selects only the most (productive) efficient firms to survive.187 Empirical data 
suggest that Darwinian competition increases productivity through a pro-
cess of entry into and exit from an industry,188 however; the usage of offsets, 
in fact, puts this mechanism out of work. For, if local companies had been 
offering the lowest-cost products or most cutting-edge technologies on the 
market, these companies would have been chosen for the supply-chain of a 
(rational) contract-winning company even absent offsets. 189  Since local 
companies are not chosen voluntarily, offset provisions forces non-efficient 
local companies into the supply-chain of the main weapon system produc-
ers and hence, production costs increase to an inefficient level at the detri-
ment of welfare. Accordingly, the free market cannot force the inefficient 
local companies out of business since Member States keeps them artificially 
alive; the Darwinian selection mechanism is neutralized. Thus, in order to 
minimize these effects, the CJEU should, ceteris paribus, choose the objec-
tive proportionality test. 

Conclusively, on the one hand, allocative inefficiencies are minimized 
when offsets are allowed, but on the other hand, the usage of offsets will 
increase incentives for managerial slack and further neutralize the Darwini-
an selection mechanism. Even though more data is needed to assess these 
effects 100 % correct, a general conclusion from economic literature is that 
productive inefficiencies are more significant than allocative inefficien-
cies.190 Thus, allowing offsets will increase static inefficiencies compared to 
a market where offsets are banned, and hence; the Court should, ceteris 
paribus, deploy the objective proportionality test to maximize utility. The 

                                                
187 See M. Motta (2004), Section 2.3.2.3 for a general introduction 
188 See e.g., G.S. Olley and A. Pakes (1996), p. 1263-1297, regarding the telecom industry and see also L. Foster, 
J. Haltiwanger and C. J. Krizan (1998). 
189 Recall the limitation of ‘protectionism in the award of contracts’. 
190 Scherer and Ross (1990), p. 668-672 and see one of the first work trying to estimate welfare losses from mo-
nopolies in A. Harberger (1954), p. 77-87. 
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overall effect will though only be marginal, since allocative and productive 
effects starts cancelling each other out. 
 
6.4.2. Dynamic efficiency 
 
The second parameter of the utility function analyses which proportionality 
test that yields market conditions closest to ‘dynamic efficiency’; i.e., a long 
run perspective on ‘duplicative costs’, and on how efficiently a market in-
centivizes its firms to develop new products and processes (R&D).191  

‘Duplicative costs’ measures inefficiencies of loss of economies of 
scale. Since offsets might increase the numbers of firms in the industry, du-
plicative costs will accordingly arise. However, the analysis calls for further 
explanation once a long-run perspective is applied, in which the WAHNDI-
states can use offsets strategically. Offsets can be used in a national strategy 
towards building a national defence industry capable of meeting all nation-
al military needs. However, if every Member State chooses such a strategy, 
28 national industries all capable of meeting the same demands will start to 
rise, and duplicative costs will increase dramatically. In addition, with shrink-
ing defence budgets all over EU, the internal market will not be able to feed 
that many businesses in the long run192 and such strategies are not sound in 
the longer run. Instead, if a WAHDNI-state uses offsets in a strategy towards 
creating a national industry with expertise knowledge in niche areas, these 
local companies will try to become the most cost-effective or provide cut-
ting-edge technology in such niche areas and over time become attractive 
for the supply-chain of the companies producing the main-weapons sys-
tems. If these new niche-firms become more cost-effective than the main-
weapon-system firms’ own departments, these departments will be shut 
down and the (rational) firm will start buying from the now more efficient 
local companies; hence, the Darwinian selection criteria will start working 
again despite offsets being used. In addition, duplicative costs in such 
strategies will not be of any concern: the different national defence indus-
tries will become complementary to one another instead of being 28 indus-
tries capable of producing the same. Consequently, under the assumption 

                                                
191 P. Ghemawat and J. E. Ricart Costa (1993), p. 59-73. For a general introduction of the most common R&D in the 
defence industry, see M. Trybus (2014), Chapter 1, Section 4.1, p. 35, and see Section 2.3.6 on p. 22 for the effect 
of state ownership an control on the level of investment (outside the scope of this thesis). 
192 See the introduction of this thesis. In fact, because of long-life cycles of military equipment, big orders where 
offsets can be included in only comes around every other decade, see M. Trybus (2014), Chapter 1, Section 4.2. 
Hence, even with offsets, WAHNDI-states cannot feed the national industry alone; the global market must be en-
tered. 
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of rationality, WAHNDI-states will realize these long-run obstacles and pos-
sibilities and the local companies will accept such a strategy in which they 
specialize in niche areas. This need for niche expertise has taken up much 
attention lately, in particular with the launch of the NATO strategy of ‘Smart 
Defence’.193 Thus, under the assumption of rationality, allowing offset provi-
sions will minimize long-run inefficiencies (Darwinian selection starts to 
work) and the subjective proportionality test will, ceteris paribus, be the util-
ity-maximizing strategy. 

‘Incentives to R&D’ measures how efficiently the market incentivizes it 
firms to innovate. In a nutshell, economic theory suggests that competition 
pushes firms to invest to improve their competitive position relative to ri-
vals.194 Regarding offsets, the usage might increase the total number of 
firms on the market, which suggests better incentives to innovate. Though, 
because of the international competition already in place195 (see above), 
even a national monopoly has plenty of incentives to innovate if it wants to 
survive in the long run. Thus, increasing the numbers of firms through off-
sets has no real effect. Despite this, recent studies tend to show that offset 
actually can be used as a tool for increasing efficiency-rate of innovation. 
The main argument is that by forcing the more efficient foreign companies 
to cooperate with the less efficient local ones, the parties create a 
knowledge-sharing universe, in which the less efficient local firms learn how 
to improve.196 Indeed, the more efficient foreign firms will agree to under-
take this learning process, since more efficient overall production equals 
more profits for their shareholders - and if they do not accept, they simply 
lose the contract. For instance, already in 1985 did the American company 
Boeing establish the Boeing Industrial Technology Group to fulfil offset ob-
ligations related to the sale of its ‘Peace Shield land-based air defence sys-
tem’ to Saudi Arabia. Through this entity, Boeing participated in education 
and training programs, and further partnered with economic development 
bodies in the Kingdom. One of the alleged consequences was, that the lo-
                                                
193 In 2011 Anders Fogh Rasmussen, NATO Secretary General at the time, stated at the NATO’s Chicago Summit 
that: “[…] I encourage all Allies, especially in Europe, to focus investment in these vital capability areas. […] We 
cannot spend more.  But neither should we spend less.  So the answer is to spend better.  […] This means [we] 
must specialise.  And we must seek multinational solutions.  Taken together, this is what I call Smart Defence”, see 
http://www.nato.int/cps/en/natohq/opinions_78600.htm [accessed 11.01.2016], and see also B. Giegerich (2012). 
However, it looks like the WAHNDI-states is split in their opinion on whether they will benefit from such a strategy, 
see F. Castellacci, A. M. Fevolden & M. Lundmark (2014). 
194 M. Motta (2004) Section 2.4.1 ”The lower incentives to monopolist innovation” and Section 2.4.2 ”incentives to 
invest in R&D”. However, see also the old debate on the efficient level of innovation dating back to J. Schumpeter 
(1912) and the Invert U theory; and for a review on that debate, see F. M. Scherer & D. Ross (1990) 
195 Generally speaking, see M. Motta (2004), section 2.4.3.2 ”R&D and Competition”, figure 2.4: ”Welfare as a func-
tion of the number of firms n) - which in almost any case is present on the international market. 
196 K. Dehoff, J. Dowdy and O. S. Kwon (2014), p. 3-4 
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cal firms involved in the process became more innovative in the time after-
wards. 197 Although the Boeing-study did not concern the internal market 
and EU-producers, the takeaway points are the same;198 offsets have un-
foreseen positive effects on long-run innovation-efficiency.  

Conclusively, under the assumption of rationality, both the analysis of 
long run duplicative costs and that of the effects on incentives to innovate 
find that inefficiencies are minimized when the CJEU, ceteris paribus, de-
ploys the subjective proportionality test. 
 
6.4.3. Market Integration Efficiency (Trade Barriers) 
 
The third efficiency of Equation 8 regards Market Integration Efficiency and 
is reached when goods, services, capital, and persons can travel around the 
internal market without any restrictions at all. In fact, the nature of offsets is 
to create trade barriers by limiting the freedom to choose whom to do 
business with to only local candidates; and hence, the reason the Commis-
sion takes a harsh view on offsets.199  In addition, ‘Transparency Internation-
al’ found in 2010 that another trade barrier that comes with the usage of 
offsets, is that it creates a corruption-enhancing environment.200 Only two 
years later, the defence industry confirmed this concern in a McKinsey sur-
vey,201 and offset deals have already sparked corruption investigations into 
politicians and defence companies in Portugal and Austria.202 Banning off-
sets surely seems to minimize inefficiencies arising from trade barriers.  

However, in its fight against offset provisions the Commission seems 
to forget to address one (game theoretical) part of the problem: how will 
the market respond to a strict ‘regional legal regime’, when the market is 
international in scope, and where the main international competitors are 
not bound by these stricter ‘regional’ rules? In fact, EU-companies find 
themselves in a pickle: play by the rules (do not provide contracts with off-
sets) and lose the contract to a GPA-tender or be proactive. The answer has 
become entering ‘letters of intent’ between the EU-tender and local firms, 
stating that if the EU-tender wins the contract, that EU-tender intends to 
build new repair facilities in the purchasing Member State in cooperation 
                                                
197 ”Boeing in the Kingdom of Saudi Arabia: 65 Years of Partnership”, Boeing, March 2014, boeing.com. � 
198 Do note that the defence industry is a very closed one and studies like these are not manifold. Thus, this is the 
reason why non-EU studies are taken into considerations in a thesis with an EU-perspective. 
199See Interpretive Communication on the Application of Article 296 of the Treaty in the field of defence procure-
ment, COM (2006) 779 final, section 2. 
200 Transparency International (2010). 
201 McKinsey Report (2015). 
202 Financial Times (2013): “Offset side deals spark calls for transparency”. 
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with local firms or “voluntarily intends” to include local firms in their supply 
chain. Such letters of intents are then flashed before newspapers and the 
message will reach the eye of the politicians.203 Since these letters will not 
be a part of the procurement process nor the final offer, the process cannot 
be monitored. When realizing how the market responds, the stricter state of 
law will, in fact, decrease transparency.  

Following this line of reasoning, it will be assumed that the costs of 
the inefficiencies from restrictions on trade are rather low (see also ‘de sen-
tential ferenda’ below), which surely are outweighed by the inefficiencies 
from the corruption-enhancing environment. Conclusively, although offsets 
do restricts trade, creating a strict ‘regional state of law’ when the market is 
international in scope is not the answer. Hence, the subjective proportional-
ity test will, ceteris paribus, maximize utility.204 
 
6.4.4. Indirect effects (jobs, wealth, taxes, etc.) 
 
The final parameter of Equation 8 is a ‘catchall factor’ evaluating indirect ef-
fects of offsets. The evaluation process in defence procurement includes 
many other aspects than just an evaluation of the piece of military equip-
ment it self. Even in cases where offsets are not included, the procuring 
government does evaluate which offer creates the most national jobs, in-
creases national wealth most, raises national tax-income the most and so 
on. 205 Although the utility of such effects is mainly reaped by the WAHNDI-
states, the internal market will indirectly benefit as well; by increasing na-
tional wealth, so does overall internal market wealth. 
 According to the predictions above, when the objective proportion-
ality test is deployed, the WAHNDI-state trades with a GPA-tender. Thus, it 
is the government of the country where the GPA-tender is located that 
reaps utility from indirect effects of the ‘main contract’. However, because of 
offsets, the ‘wind-up contract’ still creates wealth in the purchasing WAHN-
DI-state and then indirectly on the internal market. Hence, only indirect ef-

                                                
203 See e.g., the Danish Radio’s article (2015:1): “New fighters creates jobs in Billund”, and article (2015:2): ”Fight-
er giants grants golden contracts to the Danish industry”, and see (2015:3): ”Danish company Terma lands million-
dollar agreement”. 
204 D. E. Schoeni  (2015) at p. 371 notes that even though the GPA-agreement allows defence offsets for now, a 
total ban on offsets in the GPA-agreement is coming closer. However, such changes are most likely 10-20 or even 
more years away, see J. P. Bialos et. al. (2009) who describes several multilateral efforts to eliminate offsets but 
lacking consensus, and see Markusen (2004), at 83–85, who describes the lack of political will. 
205 Since the forthcoming Danish purchase of fighters in 2016 is a quite closed process, some of the best ”insider” 
knowledge are presented at a homepage - and for this particular industrial evaluation see: 
http://nytkampfly.dk/archives/7922 - written by Andreas Krogh  [accessed 03/01/2016] 
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fects of the main contract are lost for the internal market. However, if the 
subjective proportionality test is deployed, the WANDI-state chooses an 
EU-tender. Since the main contract now lands in another EU country instead 
of a foreign GPA-country, the internal market indirectly receives utility from 
both the main contract and the wind-up contract. As such, when taking the 
strategy-predictions of a WAHDNI-state into consideration, utility from indi-
rect effects is maximized when the subjective proportionality test is chosen. 
These indirect effects of offset provisions are, however, hard to assess and 
no legal or economic scholar has so far published any data on the sub-
ject.206 Thus, data are needed to make even more correct predictions. For 
now, since the subjective proportionality test secures that both the main 
contract and the wind-up contract stay inside the internal market, this will, 
ceteris paribus, be the utility maximizing strategy.  
 
6.5. The efficient strategy of the European Court of Justice 
 
Having defined the utility maximizing strategy for each parameter, this sec-
tion defines the overall efficient strategy choice of the CJEU, taking the 
strategy choice of the WAHNDI-state into consideration. When restating the 
economic research question, the proposition for this section arises: 
 
 
 
 
 
 
Recall Equation 8, and the strategy selection function of the CJEU becomes: 
 
 
  
 
 
Equation 9 states that the CJEU maximizes the utility of the internal market 
for defence material, by choosing the strategy that minimizes static ineffi-
ciency, dynamic inefficiency, market integrations inefficiency, and maximis-
es indirect effects. Armed with the elaborations from above, it again be-

                                                
206 On p. 55 of his draft paper on inefficiencies of offsets, D. E. Schoeni (2016), Major and PhD-candidate at Uni-
versity of Nottingham, calls for more valid data, before a general ban on offsets are introduced around the world. 

 

Proposition: changing the state of law of Article 346(1)(b) TFEU was an efficient 
move if, and only if, the model defines the objective proportionality test as the ef-
ficient strategy choice, given the strategy choice of the WAHNDI-state. 

 
 

choose strategy→max µEU[ ] =minineff . static[ ]; dynamic[ ]; MII[ ]( );max IEs[ ]      (9)  
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comes straightforward to define the efficient strategy choice of the CJEU, 
given the strategy choice of the WAHNDI-state.  
 
6.5.1. Defining the efficient strategy choice 
 
By recalling the conclusion from each parameter, a clear pattern arises. For, 
regarding ‘static efficiency’, the objective proportionality test maximizes util-
ity. However, none of the other parameters favoured the objective propor-
tionality test. The ‘dynamic efficiency’ analysis showed that under the as-
sumption of rationality and taking the strategy choice of the WAHNDI-state 
into consideration, utility is maximized by the subjective proportionality test. 
In addition, the analysis of ‘Market Integration Efficiency’ (MIE) showed that 
although offsets do create barriers to trade, creating a stricter regional state 
of law, when the market is international in scope is not the answer. Thus, the 
utility-maximising strategy is again the subjective proportionality test. The 
final parameter measured utility derived from ‘indirect effects’. The analysis 
shows that when the CJEU applies the subjective proportionality test, both 
the main contract and the wind-up contract stay inside the internal market, 
and hence the utility-maximizing strategy choice. Thus, the objective pro-
portionality test is the efficient strategy choice, if and only if: 
 

 
 

 
 
Equation 10 states that changing the state of law from interpreting ‘neces-
sary’ in Article 346(1)(b) TFEU as a subjective proportionality test to an ob-
jective test was efficient if, and only if, the utility derived from minimizing 
static inefficiency from this transition exceeds the utility derived from mini-
mizing dynamic inefficiency, market integration inefficiency, plus the utility 
derived from maximising indirect effects.  

Recall from the analysis that the utility from minimizing static ineffi-
ciency is only marginal, whereas the utility from the latter three is rather 
tremendous, and thus; this model, in fact, defines the traditional subjective 
proportionality test as the efficient strategy choice of the CJEU. 
 

 
 

choose objective test if:  µ min;static[ ] > µ min;dynamic+min;MII +max; IE[ ]   (10)  
 

max[µEU ] →  ECJ choose subjective proportionality test  
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7. Economic findings 
 
This chapter began with analysing the economics underlying the principle 
of proportionality. Section 2-4 showed that changing the state of law from 
incorporating a subjective to an objective proportionality test seemed to be 
an efficient move. Next, Section 5-6 developed a game theoretical model, 
which tried this conclusion, when taking the reaction of EU-member states 
which do not possess any huge national defence industry, and the reaction 
of firms on the internal market into consideration. The model draws the ex-
act opposite conclusion; the efficient strategy, when taking these responses 
into consideration, is to apply the subjective proportionality test. Thus, the 
analysis suggests that the CJEU has given short-run static efficiency too 
much attention and failed to anticipate the long-run effects of making a 
strict regional state of law while the market indeed is international in scope. 
Thus, Chapter II concluded that rulings from the European Court of Justice 
have changed the state of law regarding Article 346(1)(b) TFEU. However, 
Chapter III concludes that this was an inefficient move. 

The game of this thesis is a stylized one in which the CJEU has two 
strategies to choose between. The model was created in this way, since the 
legal analysis revealed that no other legal solution had been proposed: leg-
islators, judges and legal scholars seem to have locked in on a position that 
offsets should be banned sooner than later. In fact, it was only last year (in 
2015) that Daniel E. Schoeni207 wrote, that “saying aloud that offsets may 
not be a bad thing sounds antediluvian. Everyone simply knows offsets are 
economically inefficient and trade distorting”. However, he then claimed 
that offsets might just be a rational response to imperfect markets and 
called upon economic models before initiating a complete ban on offsets. 
As such, this thesis presents the intrinsic academic discussions on offsets, 
for how such an awaited-for economic model could be made. However, 
one final chapter will be written; for it seems that the CJEU has another 
strategy option to choose from – one that minimizes inefficiencies even fur-
ther. 

 

                                                
207 See D. E. Schoeni, (2016), p. 15 
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Chapter IV 
De Sententia Ferenda 

 
1. Introduction to ‘de sententia ferenda’  
 
Chapter III has just shown that efficiency is not achieved when interpreting 
‘necessary’ of Article 346(1)(b) TFEU as an objective proportionality test. 
However, the conclusion of this thesis is not a proposal to go back and im-
plement the traditional subjective proportionality test, since it has its down-
sides as well. Instead, it seems fair to believe that there might exist a strate-
gy choice between these two extremes; a strategy that could minimize inef-
ficiencies even further. As such, Section 2 proposes how the state of law re-
garding offset could be constructed (de sententia feranda208) and Section 3 
shows how to measure the effects on efficiency of this new proposal. 
 
2. The dynamic proportionality test 
 
On one hand, the EU has a clear interest in keeping as many defence con-
tracts as possible inside the internal market, which hence favours the appli-
cation of the subjective proportionality test. However, acknowledging the 
fact that offset provisions do possess many trade-distorting properties, the 
EU also has a clear interest in limiting its usage, which hence favours the 
application of the objective proportionality test. Thus, to locate the most ef-
ficient strategy, one question needs to be addressed: when do the costs of 
allowing offsets exceed the benefits from keeping the contract inside the 
internal market? In fact, a strategy that allows the CJEU to undertake this 
cost-benefit analysis can indeed be constructed; i.e., the ‘dynamic’ propor-
tionality test (see Figure 5 below).  

The intuition behind the dynamic proportionality test is that the CJEU 
interprets ‘necessary’ in Article 346(1)(b) TFEU to incorporate the subjective 
proportionality test if offsets do not distort the economic efficiency of the 
internal market excessively; hence, an EU-tender is chosen and the main 
contract is kept inside the internal market. However, if the usage of offsets 
gives rise to market inefficiencies (the costs) that exceed potential utility 
from keeping the contract inside the internal market (the benefits) – i.e., ex-
cessive distortion of efficiency – the dynamics of the proportionality test 
                                                
208 De sententia ferenda is Latin for the analysis of how judges should rule in given cases. 
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comes to show; the objective test then applies and offsets will more or less 
be banned. Since the dynamic proportionality test undertakes a cost-
benefit analysis, the test pursues Kaldor-Hick efficiency in its application.209 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
A dynamic rule will create legal uncertainties regarding when the subjective 
and when the objective test applies; hence, guidance is needed. This chap-
ter proposes one element to consider under the dynamic proportionality 
test and analyses how efficiency is affected. 

 
2.1. The amount of offset percentages  
 
As briefly suggest above, a complete ban on offsets seems rather harsh. For 
instance, a contract demanding only 2-3 % of the contracts worth in offsets 
is hardly capable of creating trade-distorting inefficiencies (costs) that ex-
ceed the potential utility from keeping the contract inside the internal mar-
ket (benefits) - if it even creates any at all. Since allowing offsets of 2-3 % 
makes the WAHNDI-state better off than under a complete ban, without 
making the internal market worse off, a complete ban can both be Pareto- 
and Kaldor-Hicks improved. Thus, one element of the dynamic proportion-

                                                
209 Recall Chapter III Section 2 and the efficiency concepts deployed to this thesis.  

Figure 5: Game three with the option of a dynamic proportionality test 
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ality test is to evaluate how many percentages a defence contract should be 
allowed to demand in offsets. For instance; if the contract demands offset 
percentages of X %, or below, then market efficiency is not distorted exces-
sively and the cost-benefit analysis reveals a positive outcome; hence, the 
subjective test should be applied. However, if more than X % are demand-
ed the cost-benefit analysis will reveal a negative outcome, and the objec-
tive test should so be applied. Thus, one final question remains: which 
amount of offset percentages leads to the Kaldor-Hicks efficient outcome, 
i.e., ? Section 3 will undertake that analysis. 
 
3. Measuring the impact on efficiency 
 
This section defines the value of X that maximizes net-benefits of the inter-
nal market, but also a value of X that makes the WAHNDI-state choose an 
EU-tender - i.e., the value leading to Kaldor-Hicks efficiency, i.e., X*: 
 
 
 
 
A couple of studies trying to measure the cost of offsets have already been 
conducted, and the overall conclusion does not surprise: offsets leads to an 
increase in price.210 For instance, in 2007 did the European Defence Agen-
cy (EDA) carry out one study in which 24 defence companies participated 
with their (private) information.211 Although the study provides great first-
hand information, companies do have hidden political agendas: companies 
originating from a WAHNDI-state have a clear interest in stating that offsets 
have no effect on production nor prices, whereas companies originating 
from the Big Six-countries have the exact opposite agenda. The study did 
divide the companies into 4 groups to correct for such hidden interests. 
 One of the most interesting points of the study is found in Annex 7. 
The participating companies were asked to estimate “the price increase (if 
any) in percentage of the contract value for a contract with offset vs. a con-
tract for the same defence equipment without offset”.212 Since this increase 
in price is mainly based on an increase in production costs from being 
forced to use (less efficient local) companies, these answers are an indirect 
way of measuring the costs of the inefficiencies that arise from using offsets. 

                                                
210 See references in footnote 214 
211 See European Defence Agency (2007) 
212 See Annex 7, p. 7 of the EDA-study, European Defence Agency (2007) 

X *

 

KH -efficient  solution: max µ(EU );µ(WAHNDI -state)
⎡⎣ ⎤⎦

when⎯ →⎯⎯ µ(X )     (11)  
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The study found that 8 % believed that offsets do not increase prices in a 
competitive environment at all, followed by 16 % believing that offsets are 
capable of increasing prices, however, do not do so per se. Though, the 
majority of 54 % did state that offsets lead to higher prices, however, nota-
bly is that the price increase reported was only 2-3 % of the contracts value. 
Besides the costs of the offset obligation it self, the study found that admin-
istrative costs associated with offsets (including resources for managing the 
process) are at maximum 1 % of the contracts value.213 Hence, the total in-
crease in price when imposing offsets is only 4 % of the contracts worth, 
when the contract demands 100 % in offsets. When recalling the CJEU and 
the Commission’s harsh view on offsets, such numbers seem rather low. 
Though, when comparing these numbers to findings of other studies,214 it is 
fair to assume215 that demanding offsets of 50 % or less will not have any 
effect on price, and hence; neither on the internal market efficiency. In addi-
tion, offsets between 50 % and 100 % of the contract’s worth will only in-
crease prices by 4-10 %. So, according to a cost-benefit analysis, contracts 
demanding below 50 % offsets should be allowed, however, the internal 
market is even ready to allow extra percentages, as long as the inefficien-
cies arising from these extra percentages (the costs) are outweighed by the 
utility of keeping the contract inside the internal market (the benefits). The-
se extra percentages of offsets will be denoted ( ). Thus; . 
 
3.1. Changing the strategy choice of the WAHNDI-state 
 
In order for the dynamic proportionality test to decrease overall inefficien-
cies, the total percentages of offsets allowed ( ) has to provide 
the WAHNDI-state more utility, than it could get by choosing a GPA-tender. 
Hence, Equation 7 will become rather important: 
 
 
 
 

                                                
213 See Annex 7, p. 7 of the EDA-study, European Defence Agency (2007)  
214 See e.g., K. Hartley (2007). In fact, N. Davies (2009) argues that even low percentages leads to high true cost. 
See also J. Brauer & J. P. Dunne (2004) and (2011) which argues that while “the expectation is that offsets will re-
duce arms procurement costs,” in practice “many countries recognize and pay for the additional cost”. See also S. 
Martin (1995) at 7-8, which concludes that “offsets do cost more than an equivalent off-the-shelf purchase and, not 
surprisingly, that vendors seek to include most of the premium in the selling price”. 
215 The data still seems too inconclusive to use directly; hence why it is only assumed. 

ϑ X*= 50 % + ϑ

X*= 50 % + ϑ

Choose EU-tender  if :  -µ(EU ) CC( )+µ(GPA) CC( ) > µ(GPA)
δ
P(δ )

⎛

⎝
⎜⎜

⎞

⎠
⎟⎟        (7)  
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Recall from above that the left side denotes the net-utility from minimizing 
contract costs when choosing an EU-tender over a GPA-tender, whereas the 
right side denotes net-utility from implementing offsets on a GPA-tender 
over an EU-tender. Until more data are available, two assumptions have to 
be taken. First, the contract cost savings will be assumed to be 35 % (ap-
prox. 1/3) of the utility of imposing offset obligations on a GPA-tender216 - 
i.e., . Secondly, it will be assumed that if the 
WAHNDI-state chooses a GPA-tender it immediately imposes offsets of 100 
%.217 Since the CJEU under the dynamic proportionality test allows offsets 
of 50 % + , this value will be added to the left side of the equation. Recall 
that and Equation 7 is then able to solve for  
and X*: 
 
 
 
 
 
 
 
 
 
 
 
 
As such, when allowing 65 % of offsets (i.e., ), the 
WAHNDI-state will be indifferent between choosing an EU-tender and a 
GPA-tender. However, by allowing an extra percentage (even just 0,01 %) 
makes the WAHNDI-state choose an EU-tender218. So, if the inefficiencies 
(the costs) of allowing an extra 15 % offsets, from the point where no ineffi-
ciencies materialises (i.e., a total of 65 % offsets), are outweighed by the util-
ity of keeping the main contract inside the internal market (the benefits), 
both the utility of the internal market and the WAHNDI-state are maximized; 
hence, the dynamic proportionality test will reach Kaldor-Hicks efficiency. It 

                                                
216 However, when more data will be available, the model will be straightforward to change in order to get the find 
the correct level of ( X * ). 
217 See for instance EDA Code of Conduct on Offsets that establishes a cap for its Member States not to impose 
more than 100 % of offsets and note that European Countries generally imposes the maximum they can do, cf. D. 
L. Furter (2014), p. 5. In particular for Denmark - not a member of EDA – see p. 56, that states, that Denmark as 
well generally imposes 100 % of offsets when it has the opportunity. 
218 Because of rationality 

µ ΔCC( ) = 0,35*µ(EU ) δ / P(δ )( )

ϑ
µ(GPA) δ / P(δ )( )  =   µ(EU ) δ / P(δ )( )  ϑ

X*= 50%+ϑ = 65%

Choose EU-tender if:  0,35*µ(EU )
δ
P(δ )

⎛

⎝
⎜⎜

⎞

⎠
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δ
P(δ )

⎛

⎝
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⎞

⎠
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⎛

⎝
⎜⎜

⎞

⎠
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⎛

⎝
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⎞

⎠
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⎝
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⎛
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seems straightforward to conclude, that this is the case: if no inefficiencies 
arise from allowing 50 % offsets, and the market only increases prices (i.e., 
cost) of maximum 10 % of the contract’s worth from allowing a 100 % offset 
obligation, then the cost of allowing 65 % in offsets will exceed the benefits 
of keeping 100 % of the contract’s worth inside the internal market. Conclu-
sively, based on data available, the Kaldor-Hicks efficient level of X* is 65 % 
(plus 0,01 %). Figure 6 depicts the situation. 
 
 

 
 
 
 
 
 
 
 
 

 
 
 

 
 

 
 
 
 

 
 
First, the blue utility function depicts the utility of the internal market. As 
shown, defence contracts including 0-50%  offsets have no real effect on 
market efficiency (costs), and hence, the utility function is constant in this 
range at a level corresponding to utility derived from indirect effects of both 
the main contract and the wind-up contract. However, utility decreases after 
the point of 50 %, since allowing extra percentages of offsets increases inef-
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ficiencies (i.e., the decline of b). In addition, just after the 65 %-mark the util-
ity drops, depicting that the dynamic proportionality test switches to the ob-
jective test, which the WAHNDI-state responds to by choosing a GPA-
tender. However, the internal market still indirectly receives utility from the 
wind-up contract; hence the continuing inclination.  

The red utility function depicts the utility function of a WAHNDI-state; 
the more offset-percentages the higher the utility. Since offsets are allowed 
until 65 %, the utility function inclines with (a) until this point.  However, be-
yond this point the objective test applies and the WAHNDI-state chooses a 
GPA-tender, which comes at the cost of the ‘contract costs savings’ other-
wise enjoyed when choosing an EU-tender over a GPA-tender. Hence, the 
drop equals these foregone benefits. After the drop the utility once again 
rise, since offsets from that point on will be imposed on the GPA-tender.  

At last, the green utility function sums total utility, and hence is the 
most important function seen from a Kaldor-Hicks efficiency perspective. 
Figure 6 shows that the utility of the internal market is maximized by ban-
ning offsets altogether (utility decreases as more percentages of offsets are 
included). However, if the CJEU only maximizes its own interest, the 
WAHDNI-state reacts by choosing a GPA-tender and the game ends up at 
point (B) where the internal market receives only indirect effects from the 
wind-up contract. Hence, this outcome is lower than at point (A), where 65 
% offsets are allowed. In fact, by locating the maximum utility the WAHNDI-
state can get from choosing a GPA-tender, i.e., point (B), the CJEU can set 
its optimal level of X by switching from the subjective to the objective test at 
this point; i.e., the WAHDNI-state cannot do better by choosing a GPA-
tender. Hence, at point A, the WAHNDI-state receives a marginal more utili-
ty than at point B, making the choice of an EU-tender a dominant strategy. 

Conclusively, the dynamic proportionality test should switch from the 
subjective test to the objective test when contracts include more than 65% 
offsets - for then, Kaldor-Hicks efficiency will be achieved. 
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4. De Setentia Ferenda Findings 
 
The main task of this thesis was to analyse ‘how the state of law for imposing 
offsets in the EU should be constructed in order to achieve economic effi-
ciency’. Thus, this chapter proposes that the CJEU interprets ‘necessary’ in 
Article 346(1)(b) TFEU as a dynamic proportionality test, which applies the 
subjective test if the internal market efficiency is not distorted excessively, 
and if so; applies the objective test. Such vague expression creates legal 
uncertainties and this thesis thus suggests that one point of the evaluation is 
how many offset-percentages a contract demands. The analysis found that 
contracts including offsets of  or less should not be deemed excessive 
distortion of the internal market efficiency and hence; the dynamic propor-
tionality test shall apply the subjective test on such contracts. However, if 
more than 65 % offsets are demanded the objective test shall apply. More 
points must be included in the dynamic evaluation and this chapter has just 
shown how to use the economic model developed in this thesis to locate 
elements that enhance overall efficiency and hence should be picked up.  
 In contrast to placing the burden of creating an efficient interpreta-
tion of ‘necessary’ in Article 346(1)(b) TFEU on the shoulders of the CJEU, 
one could argue that the same result could be achieved by “simply” chang-
ing the text of Article 346(1)(b), as such as it would encapsulate the ra-
tionale of a dynamic proportionality test, i.e., de lege ferenda. However, 
from the perspective of ‘cost-minimization’, it seems that changing the trea-
ty text will become a much costlier affair than for the CJEU to provide an-
other ruling clarifying how ‘necessary’ should be interpreted.219 Conclusive-
ly, a ruling from the CJEU will be deemed the efficient tool for reconstruct-
ing the state of law regarding offsets220- a ruling interpreting offsets to be 
‘necessary’ only when economic efficiency is not distorted excessively.  

                                                
219 Attempts to amend or abolish Article 346(1)(b) TFEU have not been successful, and the provision remained 
untouched in Maastricht, Amsterdam, Nice and Lisbon. The 2004 Constitutional Treaty also contained this exclu-
sion although deletion was discussed, see more in M. Trybus (2014), p. 107 footnotes 97-99 
220 First of all, changing the treaty text requires unanimity, cf. Article 48 TEU, and it was no later than Summer 2015 
that President of the European Council, Donald Tusk, clearly stated that changing the treaty text is ‘mission impos-
sible’, see EurActive (2015). One should also recall the hard process of implementing the latest changes that 
came with the Lisbon-treaty, see U. Neergaard and R. Nielsen (2013), Ch. 1, Section 2. 

65%
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Chapter V 
Conclusion 

 
The purpose of this thesis was to analyse ‘how the state of law regarding 
offsets in the EU should be constructed in order to maximize economic effi-
ciency.’ Thus, to answer this (normative) research question, Chapter II ana-
lysed ‘how the state of law regarding offsets in the EU has changed over 
time’. The analysis showed that Article 346(1)(b) TFEU traditionally was in-
terpreted in a way that gave Member States a wide discretion for protecting 
their essential security interest (i.e., a subjective proportionality test), how-
ever, that a new stricter objective proportionality test is now incorporated. 
Thus, the legal analysis surely shows a transition from a once milder state of 
law for imposing offsets into a stricter one. 
 Chapter III then analysed ‘how economic efficiency was affected by 
changing the state of law.’ First, the analysis found that the objective pro-
portionality test yields the most efficient outcome when isolating the two 
proportionality forms from how the markets’ respond. However, once the 
reactions of the Member States (without any huge national defence indus-
try) and the firms on the internal market are taken into consideration, the 
analysis reveals that efficiency is not achieved because of long-run implica-
tions of the regulatory changes. As such, the new stricter state of law even 
leads to worse market conditions and new proposals for regulating offsets 
are needed. 
  Chapter IV consequently suggests the answer to the main research 
question; a dynamic proportionality test, which applies the traditional sub-
jective test whenever the internal market efficiency is not distorted exces-
sively, and otherwise, applies the objective test. Such a rule leads to legal 
uncertainties regarding which test applies, and hence guidance is needed. 
Thus, Chapter IV showed how to evaluate new proposals and found that 
applying the subjective test for contracts including offsets of 65 % or less 
leads to Kaldor-Hicks efficiency.  

Conclusively, this thesis finds that by constructing the state of law to 
interpret ‘necessary’ as a dynamic proportionality test, indeed Kaldor-Hicks 
efficiency will be reached. Though, it should be clearly stated, that more da-
ta are needed to predict the effects on efficiency more accurately. However, 
luckily enough, the models developed in this thesis can easily adapt such 
new data once they become available. The torch has hereby been passed 
on to interested scholars or maybe even a doctoral thesis. 
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Appendix 
 
The purpose of Appendix 1 is to provide 
a short resume of the economic analysis 
in a language that is easy to understand. 

Chapter II shows that the most 
significant change in the state of law re-
garding Article 346(1)(b) TFEU was the 
transition from the traditional subjective 
proportionality test to the new and strict-
er objective test. Chapter III then analyses 
how this change did affect economic effi-
ciency. In short, economic efficiency 
might be described as attaining a given 
goal or producing a given product with 
the least effort or the least waste of re-
sources. Stated differently; which state of 
law (i.e., proportionality test) wastes the 
least resources? In order to answer the 
economic research question, the eco-
nomic analysis is divided into different 
parts; Section 3 analyses the underlying 
economics of the principle of propor-
tionality and Section 4 provides a prelim-
inary conclusion based on these findings. 
Section 5 introduces the discipline of 
game theory and Section 6 conducts a 
game theoretical analysis. Section 7 final-
ly sums up the economic findings. 

Section 3 finds that when judges 
apply the principle of proportionality they 
reach economic efficiency. For instance, a 
proportionality test that finds ‘less restric-
tive means exist’ corresponds to saying 
that too many resources have been de-
ployed in order to attain a given goal. 
Such an evaluation corresponds to the 
economic principle of cost-minimization. 
In addition, the proportionality stricto 
sensu-requirement weighs whether the 
usage of offsets will have an excessive 
effect on the applicant’s interest. This 
evaluation corresponds to a cost-benefit 
analysis; if the cost of allowing the usage 
of offsets (trade barriers arises) out-
weighs the benefits (the satisfaction the 

Member State receives from using offset 
e.g., from the creation of a national de-
fence industry), that cost-benefit analysis 
will be negative. Such a negative result 
corresponds to legal word “excessive”. 
Conclusively, the principle of proportion-
ality does encapsulate economic reason-
ing. 

Section 4 recalls that a subjective 
proportionality test will be satisfied as 
long as the Member State subjective 
finds it to be. Thus, since the subjective 
test allows offsets even if the same goal 
could have been achieved with fewer 
resources, the subjective test allows inef-
ficient use of offsets. However, since the 
objective proportionality test is not satis-
fied unless only the fewest resources for 
reaching a given goal is deployed, this 
test will only allow efficient use of offsets. 
Thus, as a preliminary conclusion: chang-
ing the state of law was an economic effi-
cient move. 

Section 5 then introduces the 
discipline of game theory. Such an eco-
nomic discipline allows the creation of a 
model for assessing the impact on effi-
ciency when the reactions of the Member 
States and the firms on the internal mar-
ket are taken into consideration. 

Section 6 shows that the game 
consists of two players: a WAHNDI-state 
(i.e., a Member State without any huge 
national defence industry) and the CJEU. 
A WAHDNI-state has a choice between 
purchasing military goods from either an 
EU-tender or a GPA-tender (most likely 
American); EU-law applies if an EU-
tender is chosen and the GPA applies if a 
GPA-tender is chosen. The analysis brief-
ly notes that it is easier to implement off-
sets through the GPA than EU law. 

 
                                          [Continued]      
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[Continued] 
 
The CJEU, on the other hand, can either 
choose to deploy the subjective or the 
objective proportionality test. The main 
finding of the analysis is that the WAHN-
DI-state chooses the tender on which it 
can easiest (i.e., cheapest) impose off-
sets. When the CJEU deploys the objec-
tive test, it becomes almost impossible to 
impose offsets on an EU-tender, and 
hence, a GPA-tender is chosen. If the 
CJEU instead deploys the subjective test, 
the WAHNDI-state choses an EU-tender 
because of the fact that by doing so, it 
will minimize what is termed ‘contract 
costs’ (costs of entering the agreement, 
costs of fulfilling the agreement and costs 
of enforcing the agreement). The CJEU 
now knows that if it chooses the objective 
proportionality test the internal market 
will loose the contract (the WAHNDI-state 
chooses a GPA-tender), however, if it 
chooses the subjective proportionality 
test, the internal market will receive the 
contract (benefits), but trade barriers will 
arise from allowing offsets (costs). In or-
der to achieve efficiency, these benefits 
and costs must be weighed against one 
another. 
 
 
 
 

Appendix 
 

 
 
 

 
Section 7 provides the overall conclusion, 
which might surprise: the benefits from 
keeping the contract inside the internal 
market are higher than the costs of the 
trade barriers that come from allowing 
offsets. As such, when economic efficien-
cy is the objective to achieve, the CJEU 
should interpret ‘necessary’ in Article 
346(1)(b) TFEU as incorporating the tradi-
tional subjective proportionality test. 
Consequently; when taking the reactions 
of the firms on the internal market and 
the Member State into consideration, 
changing the state of law was not an effi-
cient move. 

Chapter V suggests that the 
CJEU has a third strategy to choose from 
– a strategy, which has not yet been sug-
gested in case law or in legal literature. 
This strategy will be labelled ‘the dynam-
ic proportionality test’, however, the 
reader must return to Chapter V for the 
analysis of this test. 
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Parameters: δ,  P(δ ),  CC,  γ  
 

Strategy Choice (CJEU)  
 

Strategy Choice (WAHNDI)   
 

Thus, choose EU-tender if:  
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µ CCGPA −CCEU( ) > µ γGPA −γEU( )                           

 
Consequently, a rational WAHNDI-
state will, given a subjective propor-
tional test, choose an EU-tender, if, 
and only if, net-utility derived from 
contract costs (i.e., by minimization) 
when moving from a GPA-tender to 
an EU-tender, exceeds the net-utility 

derived from a change in the factor of 
political considerations when moving 
from a GPA-tender to an EU-tender. 
Thus, the full analysis will have to as-
sess these parameters in order to 
make the correct final predictions. 
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Parameters: δ,  P(δ ),  CC,  γ  
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⎞

⎠
⎟⎟+µ γGPA −γEU( )    

                       
 
 
 

Consequently, a rational WAHNDI-
state will, given an objective propor-
tionality test, choose an EU-tender, if, 
and only if, net-utility derived from 
contract costs (i.e., by minimization) 
when moving from a GPA-tender to 
an EU-tender, exceeds the net-utility 
derived from a change in the factor of 

political considerations when moving 
from a GPA-tender to an EU-tender, 
plus the utility gains from being able 
to include offset provisions in the 
GPA- contract. Thus, the full analysis 
will have to assess these parameters 
in order to make the correct final 
predictions. 
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Appendix 3: Prediction-device with loosened assumptions (CJEU; obj. test) 
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