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CHAPTER 7

SUBSIDIES AND
COUNTERVAILING MEASURES

A. OVERVIEW OF RULES

1. BACKGROUND OF RULES

It has been widely acknowledged since the establishment of the GATT in 1947 that subsidies
could be an element of unfair trading. On the other hand, the economic effectiveness of subsidies as
a means of realizing a country’s industrial policies has been acknowledged. Therefore, various
forms of subsidies have been granted in different countries in order to realize various industrial
policies. Thus, an across-the board cutback or abolition of subsidies is not appropriate as industrial
policy, and so is unrealistic. Therefore, trade rules concerning subsidies need to secure their
effectiveness as industrial policies while reducing trade distortion. The developmental history of
trade rules related to subsidies indicates the difficulty of the task to categorize subsidies that distort
trade.

Firstly, Article XVI: 4 of GATT 1947 has a provision that stipulates that subsidies that result in an
increase in exports or a decrease in imports should be reported. The provision stipulates that in case
the subsidies cause “serious injury” for other countries, consultations with the other countries must
be held. However, there was no obligation to reduce subsidies. Provisions for export subsidies were
added in 1955 (Articles XVI: 2 to XVI: 5 of GATT 1947, prohibiting export subsidies other than
primary products. However, provisions for subsidies concerning primary products only stipulate
obligations not to apply such subsidies in a manner that results in the granting country having more
than an “equitable share” of world export trade.

As an achievement of the Tokyo round of the GATT, in 1979, a subsidy code was established.
Although there was no change regarding the subject of subsidy elimination and obligations,
provisions regarding imposition of countervailing duty compensatory tariffs were implemented.
They clarified that serious injury to domestic industries is required and detailed the specific content
of “serious injury” -- (1) effects on domestic markets, (2) import substitution effects within the
country that granted the subsidies, and (3) impeding exports in third-country markets. That being
said, the subsidy code was not accepted and implemented by all GATT contracting parties
sanctioned; it was a plurilateral agreement in which only those countries that wanted to participate
in it did so. This limited the effectiveness of the code.

In 1995, two of WTO agreements that came into effect were the Agreement on Agriculture,
which stipulates special provisions on agricultural subsidies, and the Agreement on Subsidies and
Countervailing Measures (ASCM). The ASCM applies to all WTO Members and contains more
effective provisions than the Tokyo Round code. (As a side note, there are provisions that provide
special and differential treatment for developing countries). The ASCM clarifies the definition of
subsidies. It categorizes them into two categories: (1) subsidies that are prohibited on all occasions
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(the so-called red subsidies -- export subsidies and domestic-content subsidies), and (2) subsidies to
specific industries and enterprises against which counteraction can be taken when they adversely
affect the interests of other countries (so-called yellow subsidies). The ASCM provides two routes
of address subsidies - WTO dispute settlement and imposition of domestic countervailing duties.
Furthermore, the Agreement on Agriculture also incorporated obligations to reduce export
subsidies and domestic aid for agricultural products.

In this manner, trade rules concerning subsidies, including rules related to subsidies’ reduction
and elimination and procedures related to countervailing duties have become clarified.

There still are aspects of the ASCM that are not clear and limitations that remain in the current
agreement. Since the ASCM came into effect in 1995, the WTO’s dispute settlement procedures
have been used for many disputes related to subsidies, with panel reports and Appellate Body
reports being released. The 2011 Appellate Body report on disputes sets out significant cases, such
as the dispute concerning the double remedies of anti-dumping duties and countervailing duties
(DS379), Airbus (DS316) and Boeing (DS 353).

An outline of the facts and the limitations of the subsidy rules that became apparent after an
accumulation of precedents on dispute settlement procedures is given below.

2. LEGAL FRAMEWORK

1) DEFINITION OF SUBSIDIES

In the ASCM, subsidies are defined as something given (1) by a government or a public body, (2)
through a financial contribution, (3) that creates a “benefit” for the recipient company.

The three requisites will be examined in order below, but firstly, “financial contribution” is not
limited to “grants” in which governments provide funds to companies without receiving any
compensation. It includes tax reduction measures and the provision of items and services. Thus, it
has a wider concept than “subsidies” as stipulated in Japanese domestic law (i.e., Subsidy Budget
Rationalization Act).

The ASCM is an agreement on goods trade. Therefore, the regulations presume a situation in
which benefits from subsidies are provided with respect to goods. Although there may be subsidies
that affect service trade (such as government aid to teachers for educational service export), there is
at present no regulation of them. Subsidies concerning service trade are currently under
negotiations based on Article XV of GATS. Therefore, it is important to firstly ascertain whether
subsidies influence goods trade or service trade (or influence both).

(1) “A government or public body” (ASCM Article 1.1(a)(1))

Although a “government” is a concept that includes all governmental organizations, it was not
clear which organizations were “public bodies”. On this point, the Appellate Body determined that
in order to be considered a “public body”, the shares of an entity need not only to be owned by a
government (in other words, being a government-owned enterprise is not enough), but that entity
also needs to possess, exercise or have been delegated some government authority
(US-Anti-Dumping and Countervailing Duties (China), DS379 Appellate Body Report,
Paragraph 317)). Concerning specific applications of this interpretation, in DS379 the Appellate
Body found a Chinese state-owned commercial bank to be a “public body” since it exercised
government functions in place of the government (US-Anti-Dumping and Countervailing Duties
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(China) (DS379), Appellate Body Report, Paragraph 356). On the other hand, in DS437 a
state-owned company that produces steel was not found as a “public body” because there was no
evidence that the company was delegated the right to exercise government functions (United States
- Countervailing Duty Measures on Certain Products from China (DS437), Panel Report,
para 7.62, 7.75, etc.).

Furthermore, according to this interpretation, while companies that have become temporarily
owned by the government for management reconstruction may not be considered as “public bodies”,
a company that is judged to have been “delegated government authority” will be considered a
“public body” even if the government stock-holding ratio is low.

(2) “Financial Contribution” (ASCM Article 1.1(a)(1) (i) — (iv))

“Financial Contribution” as stated in ASCM is not restricted to grants by the government, but is a
concept that includes the active and passive transfer of all types of property, such as renunciation of
income (i.e., loans, financing, loan guarantees and tax reductions) and the provision of goods and
services.

Although measures that provide goods and services or purchase goods do not constitute
“subsidies” under Japanese domestic law (i.e., Subsidy Budget Rationalization Act), for example, if
goods and services are purchased by the government at an unsuitable value, that creates an
economical effect akin to where the government has provided a grant. Excluding such situations
from the provisions of the Agreement on Subsidies naturally might lead to permitting
circumvention in which the government could purchase goods at an unsuitable value, aiming to
create a same effect as a grant. Therefore, the ASCM considers financial measures from
government that have the possibility of creating “benefit” as “financial contribution”. To determine
whether a “financial contribution” is actionable under the ASCM requires examining whether it
bestows a “benefit” on the recipient.

Moreover, even if a “financial contribution” is provided by a private body, if this was done by
entrusts or direction of a government or a public body, it will be treated as a financial contribution
from a government or a public body (ASCM Article 1.1(a)(1)(iv)). This provision was put into
place to prevent the government from granting subsidies via private bodies in order to evade the
regulations of the ASCM. This provision therefore makes instances where the government grants
subsidies using private bodies as its “proxy” subject to the ASCM (US-DRAMS Appellate Body
report, Paragraphs 113-116). Concerning the definition of entrusts and directs, the Appellate Body
considers it difficult to indicate which actions correspond to this. However, it has been determined
that administrative guidance by the government may constitute entrustment and direction.

(3) “Benefit” (ASCM Article 1.1(b))

As mentioned above, subsidies in the ASCM are actions that create “benefits” through a
“financial contribution”. According to the Appellate Body, a “benefit” is exists when a financial
contribution is a more advantageous condition for the recipient when compared with the market
value (Canada-Aircraft, Paragraph 157). In other words, when the government does not receive
payment of value equivalent to what would have occurred in a transaction in the commercial
marketplace, it would be deemed that there was a “benefit” to the recipient. For example, instances
in which the government loans at a rate lower than that of a private financial institution or when the
government purchases goods from a company at a price higher than the market price, there will be
a “benefit” to the recipient. (Specific case examples are indicated in Article 14 of the ASCM).

In this manner, whether a “benefit” exists or not is determined by comparison with the conditions
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of market (i.e., market price and interest rates). That being said, there are many cases where it is not
clear what the market value is. For example, for loans, the credit capability of the borrower, the
prospects of the financing service and the loan amount, as well as the market rates and other
circumstances at the time of the loan, need to be considered for the financial organization that does
the lending to determine the risk. The conditions of the loans are ultimately determined after
negotiating with the borrowing company. In order to determine whether the company that received
loans from the government had received a “benefit”, what the market price was needs to be
determined. However, it is often unlikely that there exists a company that received loans from a
private financial organization that was in the same exact situation as the borrower who received
loans from the government. The “market price”, a price that does not exist in reality, needs to be
estimated from various situations. Therefore, there has been a tendency for panels and the Appellate
Body to seek persuasive evidence (including econometric analysis) that analyzes the circumstances
in which the government contributed funds in order to determine what the suitable comparison
“market price” should be.

In the case of a new market being created through government intervention, the Appellate Body
determined that the government intervention per se does not constitute the granting of “benefits”,
i.e. subsidies, and concluded that benefit analysis should be conducted based on the “market value”
compared to the government-assisted price or value. More concretely, in the Canada-Ontario case,
the Appellate Body did not accept Japan’s claim that “benefits” were assumed to exist in the
objectives and structure of the subsidy measure. It held that Japan should specify the “reusable
energy market” as a “relevant market” and conduct benefit analysis with consideration to the
market value of reusable energy under the previous Renewable Energy Supply system in Ontario.
The Appellate Body indicated that, in practice, comparison with the “market value” is required in
the determination of “benefits” (Canada-Ontario, Paragraph 5.190).

Furthermore, when it is determined that there is a “benefit” to the recipient of the financial
contribution, the benefits from the subsidies are amortized over the products that the recipient
produces. If the product in question is a raw material (so-called “upstream products”), there is a
possibility that products made from using the raw material (so-called “downstream products”) may
have the benefits from subsidies added on as well. Specifically, if benefits from subsidies given to
an enterprise that manufactures and sell logs by cutting down timber can be proven to have
transferred to softwood which is produced by log processors who use the timber, a subsidized
product, the Appellate Body will judge the softwood to be a “subsidized product” as well which
could be subjected to countervailing duties. (It is understood that if there is a connection between
the log dealer and the log processor, such as the two belong to the same company, the benefits will
be naturally transferred. (US—softwood Lumber IV, Paragraphs 155-156)). It should be noted that
not only products produced by companies that receive subsidies directly are deemed as “subsidized
products”, but also products produced by using subsidized products as their raw material may be
deemed as such.

2) PROHIBITED (RED) SUBSIDIES

Export subsidies and subsidies contingent of the use of domestic products are prohibited for
having high trade distortion effects, regardless of whether or not they actually cause adverse effects
to other countries. When it is determined that such subsidies are being granted, the ASCM says that
the subsidies in question must be abolished without delay (ASCM, Article 4.7).

(1) Export subsidies (ASCM Article 3.1(a))

The Agreement on Subsidies firstly stipulates that the granting and maintenance of “subsidies
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contingent, in law or in fact, whether solely or as one of several other conditions, upon export
performance” are prohibited. It then stipulates in a note that “This standard is met when the facts
demonstrate that the granting of a subsidy, without having been made legally contingent upon
export performance, is in fact tied to actual or anticipated exportation or export earnings. The mere
fact that a subsidy is granted to enterprises which export shall not for that reason alone be
considered to be an export subsidy within the meaning of this provision.” Due to this provision, it is
clear that subsidies that are specified by regulations to be granted only to products that are to be
exported will be classified as export subsidies and will be prohibited. However, it was unclear as to
what constitutes as export subsidies.

Concerning this point, the Appellate Body indicated that the fact that a grant of subsidies leads to
an increase in export volume as a result alone does not make the subsidies export subsidies.
However, subsidies that have the characteristic of giving a strong incentive to export sales
compared to domestic sales will be judged export subsidies (EC-Large Civil Aircraft,
Paragraphs 1045-1056). Furthermore, whether subsidies possess such a characteristic will be
judged not by the subjective motive of the government that grants the subsidy but by the objective
structure of the subsidy in question (Paragraph 1051).

Subsidies that have been deemed export subsidies by the Panel and the Appellate Body include
the following:

® A program in which a public body ensures lower interest terms when a foreign airline company
receives fund loans to purchase aircraft from a financial organization (Brazil-Aircraft).

® A tax system in which export goods are sold through an overseas subsidiary whose earnings
will receive the privilege of greater tax exemption than earnings earned from domestic sales
(US-FSCO)

® Subsidies that compensate for the difference to the exporter if the export price falls below the
regulated price (US—Upland Cotton)

Assistance to exports by a governmental financial organization (such as when the exporters
borrows purchase funds from a financial organization, the exporting country’s government, or
public financial organization make loans to the importer or to the financial organization that loans
to the importer at a low rate — i.e., “export credit”) will constitute export subsidies due to the
characteristic that such loans are granted based on exports. However, export credits granted in
accordance with the conditions of the OECD’s “Arrangement of Export Credits” are not considered
export subsidies (ASCM Appendix I, Clause (k), Paragraph 2). When a country provides an export
credit that deviates from the OECD export credit arrangement, other countries are allowed to
provides matching export credits that deviate from the OECD export credit). The Panel in
Canada-Aircraft determined that matching export credits do not constitute export subsidies and are
excluded from the scope of prohibition by Appendix I, Clause (k), Paragraph 2. (Canada—Aircraft 11
Paragraph 7.157).

Export subsidies related to agricultural products are allowed to the extent permitted by the
Agreement on Agriculture. Provisions of this Agreement will be mentioned later.

(2) Preferential subsidies for domestic products (ASCM Article 3.1(b))

The ASCM, in addition to prohibiting export subsidies, stipulates the prohibition of granting and
maintaining of “subsidies contingent, whether solely or as one of several other conditions upon the
use of domestic over imported goods.” This provision exists to sanction in the ASCM subsidies that
constitute “violations of national treatment obligations” which are prohibited in the GATT Article
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III: 4. In other words, subsidies that provide discriminatory treatment depending on whether the
parts used for producing products are domestically or foreign produced are “preferential subsidies
for domestic products”. Specifically, subsidies that are granted only when domestically produced
parts are used or when more subsidies are given when the producer uses domestically produced
products rather than foreign-produced products for parts when producing products are “preferential
subsidies for domestic products”. Concerning this point, the Appellate Body has determined that
subsidies in which the usage of domestically produced products for the production of products is
preferentially treated in fact constitutes “preferential subsidies for domestic products”, as well as
instances in which such a discriminatory structure is legislatively stipulated (Canada-Autos,
Paragraph 143).

Providing subsidies to domestic producers in relation to the production of products itself is not
prohibited. Granting subsidies only for domestic producers and not for foreign producers does not
constitute “preferential subsidies for domestic products” (Article III: 8(b) of GATT) and is not
prohibited by the ASCM. What is prohibited is discrimination between domestic and foreign
products concerning parts used for the production of products.

In respect to agricultural products, the Appellate Body has determined that the provisions of
ASCM Article 3.1(b) will be applicable since there are no special provisions in the Agreement on
Agriculture concerning preferential subsidies for domestic products (US-Upland Cotton,
Paragraph 545).

(3) The effect of red subsidies

As mentioned previously, the granting and maintenance of export subsidies and preferential
subsidies for domestic products are prohibited (ASCM Article 3.2). If a WTO Member believes that
another Member is granting and maintaining prohibited subsidies, the Member can use the dispute
settlement procedures. The ASCM provides that disputes related to export subsidies require prompt
processing and says they are to be processed in half of the period stipulated in the Dispute
Settlement Understanding for other disputes (ASCM Article 4.12). If a Panel or the Appellate Body
determines that the subsidies in question constitute export subsidies of preferential subsidies for
domestic products, they will recommend the Member to abolish the subsidies in question
immediately (ASCM Article 4.7). To be specific, most cases to date have recommended that the
subsidy be abolished within three months.

The Member that received the request is obligated to abolish the subsidies. However, it is not
clear what constitutes as the “abolition” of subsidies. It is problematic whether promising never
again to provide the subsidies that received were determined to be prohibited constitutes
“abolishing”, or whether it is returning the already-provided subsidies (and furthermore, if a refund
is sought, will it be the entire amount given to the company or will it be restricted to the benefit
remaining). The decisions of the Panel and the Appellate Body still are unclear.

The compliance implementation panel in the Australia-leather case addressed this point.
Australia, which received subsidy abolition recommendations to abolish a prohibited, claimed that
not giving subsidies in the future qualified as “abolition”, while the US claimed that measures do
does not qualify as “abolition” unless the benefit remaining with the company that received the
subsidy is returned. The Panel did not adopt either of the positions taken by Australia or the US, and
determined that it cannot be said that the subsidy has been abolished unless the entire amount of the
subsidy has been returned (Australia—Automotive Leather I (21.5), Paragraph 6.48). However, this
decision has been severely criticized by many Members, including Japan. Thereafter, panels and the
Appellate Body have not ruled whether subsidies are not “abolished” if they are not returned.
Future rulings will be necessary to determine whether the refund of subsidies by the company is
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necessary in order to satisfy a subsidy “abolition” recommendation (and if the refund is necessary,
its scope), and what “abolition” signifies.

(4) Countermeasures for WTO recommendation non-compliance

If a WTO recommendation that seeks the abolition of subsidies has not been complied with, the
complainant member can seek authorization to take an appropriate countermeasure (i.e., increasing
tariffs) (ASCM, Article 4.10). The meaning of what “appropriate” means is referred to in the
footnote to the Article as “This expression is not meant to allow countermeasures that are
disproportionate in light of the fact that the subsidies dealt with under these provisions are
prohibited”.

This provision is a “special provision” of DSU Article 22.4, which requires that countermeasures
be “equivalent to the level of the nullification or impairment” in cases of WTO noncompliance with
WTO recommendations. In other words, in disputes related to Agreement violations other than
subsidies, the fact that the interest of the complainant country has been “nullified or impairment” is
a requirement for receiving WTO authorization to take countermeasures (DSU Article 22.4).
Furthermore, the nullification and impairment of the benefit of the complainant country will be
estimated based on DSU Article 3.8. The responding country has the responsibility to refute). In
contrast to this, export subsidies and preferential subsidies for domestic products are required to be
abolished based only on the fact that they have the characteristics of corresponding to that type of
subsidies. Therefore, the complainant country is not required to prove whether there was any effect
of “nullification or impairment”. The level of “nullification or impairment” is not relevant for
export subsidies and preferential subsidies for domestic products. Instead, a countermeasure that is
of an “appropriate” degree is accepted.

To be specific, the total amount of red subsidies given by the government has been approved as
the upper limit of “appropriate countermeasure” in many cases. That being said, there have been
cases where an amount that was 20% greater was the estimated amount of countermeasures since a
higher degree of countermeasure is necessary in order to fulfill the requirement of prompt
compliance with the WTO recommendation (Canada—Aircraft II (22.6), Paragraph 3.121). Insuch a
manner, the upper limit of the countermeasures for noncompliance with abolition recommendation
of red subsidies is an amount that the arbitrator believes to be “appropriate”. It could be said that the
discretion of the arbitrator is acknowledged with respect to this decision. Therefore, the upper limit
cannot be predicted with any certainty, though likely it will be higher in amount compared to
countermeasures for violations of Agreements other than the ASCM.

3) ACTIONABLE (YELLOW) SUBSIDIES

Even if the subsidies do not constitute export subsidies or preferential subsidies for domestic
products, subsidies with “specificity” that cause adverse effects to other countries may be required
as a result of WTO dispute settlement to be abolished or removed. Therefore, the concept of
“specificity” and what situations constitute “adverse effect” become issues to consider.

(1) Specificity

In ASCM Article 2.1, the “principles” for determining the existence of specificity are stipulated:
(a) if the granting authority explicitly limits access to a subsidy to certain enterprises, then such
subsidy shall be specificity; (b) if the grant recipient or its amount is stipulated by an objective
criteria/condition, then there is no specificity; and (c) although it is considered that there is no
specificity according to (a) or (b), if subsidies can be deemed to be used in fact by a specific
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company/industry, then there is specificity.

Considering the principles mentioned above, the Appellate Body states that (a) and (b) are both
provisions concerning the recipient’s qualification for receipt of subsidies and that the factors of
both provisions should be examined in determining the existence of specificity (US—AD/CVD
(China,) Paragraph 368). If (a) and (b) are looked at from the perspective that they are provisions
concerning the recipient’s qualification, subsidies in which different types of industries can receive
the assistance do not have specificity, while subsidies in which only a specific industry (in other
words, subsidies which only certain companies/industries are not eligible to receive) have
specificity. In other words, subsidies that stipulate certain criteria and conditions as a requirement
for the granting of subsidies (i.e., revenue, earnings condition and number of employees) can be
granted to any type of business as long as the criteria and conditions of “specificity” are not met.
However, subsidies that only approve the application of certain companies/industries mean that
there obviously exist companies/industries that are excluded from being recipients of the
government assistance. The former is judged not to have specificity, while the latter is judged to be
specific.

That being said, even among subsidies that all types of companies/industries can receive, there
are in fact those that only specific companies/industries can receive (or do not receive). (c)
stipulates that in such situations, there is “specificity”. For example, even if revenue, earning
conditions and the number of employees are the objective criteria/conditions, if there is only one
company that fulfills such criteria/conditions in fact, only this one company receives those
subsidies; this is no different than specifying the recipient’s qualification for the company in
question. Therefore, it will be judged that there is specificity.

Additionally, export subsidies or preferential subsidies for domestic products are both deemed to
be subsidies with specificity (ASCM Article 2.3). Therefore, there is no need to examine for
above-mentioned specificity; red subsidies automatically will be treated as “subsidies with
specificity” and will be subject to countervailing duties as mentioned later on.

(2) Adverse effects

ASCM Article 5 stipulates three types of adverse effect: (1) injury to domestic industry, (2)
nullification and impairment of benefits given based on the GATT (in particular the benefit of tariff
concession), and (3) serious injury.

(1) Injury to domestic industry is a concept that is also a requirement for anti-dumping and
countervailing duties. Detailed provisions for the determination of injury are stipulated in the
ASCM Article 15. Moreover, the remedy based on this provision (the imposition of
countermeasures based on a WTO recommendation) has the same effect as countervailing duties in
the sense that it prevents injury occurring to domestic industries. Therefore, Members cannot
impose countermeasures based on a WTO recommendation and countervailing duties at the same
time (note to ASCM Atrticle 5)

(2) Nullification and impairment of benefits given based on the GATT (in particular the benefits
of tariff concession), is stipulated as having the same meaning as Article XXIII: T of GATT. That
being said, in order to satisfy the requirements, it is necessary that(a) the negotiating party could not
have predicted during the tariff negotiation that the subsidy in question would have been
implemented, and (b) due to the subsidy in question, the competitive position of imported goods
would be lowered (EC-Can, Paragraph 55). That being said, for the requirements for (b), it is
believed that it is possible to prove that there was “serious injury” (or threat of it) as import
substitutes have been introduced into the market (or there is a threat that they will be) as mentioned
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later on. Therefore, it seems unnecessary to include the nullification and impairment of benefit of a
specific tariff negotiation. In fact, there are almost no cases where such claims have been made.

(3) Serious injury is stipulated in Article XVI: I of GATT. However, since the details were not
clear, it was expanded in the “Subsidies Code” during the Tokyo Round. The ASCM further
expanded the definition and explanation in the “Tokyo Code”. ASCM Article 6.3 stipulates that
serious injury is generated if the effect of subsidies is to: (a) displace or impede the import of a like
product of another Member into the market of the subsidizing Member; (b) displace or impede the
export of a like product of another Member from a third-country market; (c) cause significant
price undercutting or price suppression, price depression or lost sales by reason of the subsidized
product as compared with the price of a like product of another Member in the same market; or (d)
increase the world market share of the subsidizing Member in a particular subsidized primary
product or commodity as compared to the average share it had during the previous period of three
years, and this increase follows a consist trend over a period when subsidies have been granted.
Countervailing duties cannot resolve these phenomena. Therefore, there is a tendency for WTO
dispute settlement procedures to be used where the adverse effect is experienced in a market other
than the domestic market of the complainant Member. There have been disputes over the existence
of the “serious injury” regarding products such as cotton and civil large aircraft that have such
tendencies.

In order to claim that a subsidy has caused “serious injury”, there needs to be a causal link
between the effect of subsidies and “serious injury”. Concerning the causal link, the Appellate Body
has ruled that conditional relationships that state that “but for” are not enough; a “genuine and
substantial relationship” is necessary (US-Upland Cotton, Paragraph 438). Therefore, in situations
where the relationship between the effect and the cause is thin, such as claiming “one thing has led
to another”, even if the subsidy was a factor that caused the result, pursuant to the ASCM the
subsidy cannot be acknowledged to have caused “serious injury”.

Furthermore, since countervailing duties, which will be mentioned later are intended to
counteract the effect of subsidies, the size of benefit needs to be accurately calculated. However,
the Appellate Body has ruled that when determining the causal link between subsidies and “serious
injury”, there is no need for them to be accurately calculated based on the benefit of the subsidies
(US-Upland Cotton, Paragraph 465). Based on this, panels have indicated that it is important to
consider the nature of subsidies when determining such causal links. From such determinations, one
can see that panels and the Appellate Body tend to determine that a qualitative analysis is necessary
when determining causal links.

Since the ASCM came into effect, subsidies that panels and the Appellate Body determined to
cause “serious injury” include the following:

® The exemption of domestic taxes which are only approved when domestic products are used at
a fixed ratio (Indonesia-Automobile Panel. The subsidies in question constituted preferential
subsidies for domestic products. However, due to the ASCM Article 27.3, Indonesia at that
time was not covered by ASCM Article 3.1(b).

® Subsidies in which the amount varies in conjunction with market price (Appellate Body in
US-Upland Cotton) — in which it was judged to have significantly increased the price of like
products in the global market.

® A subsidy which provides a low-rate loan for the construction of a new type of civil aircraft. If
the completed new type of aircraft did not reach its sales targets, then the repayment obligations
would be absolved (so-called “launch aid”). In Appellate Body report in EC-Large Civil
Aircraft it was determined to have caused displacement of imports within the EC regional
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market and displacement of import and lost sales of like products in a third-country market..

® Provision of funds and facilities from the American government for developing a new type of
civil aircraft and tax reduction measures that were linked to the sales of aircraft (US—Large
Civil Aircraft). It was determined that it caused a displacement of imports, lost sales, and price
suppression of like products in a third-party country.

All subsidies that have been determined to have caused “serious injury” in the past could have
been said to have had the objective of directly decreasing the price of the product. In other words,
these subsidies aimed to maintain and strengthen competitiveness in markets by giving an “inflation”
called subsidies. Therefore, as soon as the “inflation” is removed, the competitiveness of the
products in question will be lost as well. In light of the spirit of the ASCM, which tries to avoid
elimination of the international competitiveness of products because of the size of subsidies that
other country’s grant, it is necessary to restrict the granting of subsidies with natures mentioned
above. On the other hand, subsidies that are necessary to correct mistakes of the market (for
example, subsidies with the objective of environmental protection or subsidies for adjusting
industrial structures) do not aim to maintain or strengthen competitiveness in markets by giving an
“inflation”; rather, they have the characteristic of promoting international competitiveness that
should exist. Therefore, such subsidies should not be considered the same as subsidies that aim to
directly lower the price of products.

(Addendum) Presumptive provision of serious injury

ASCM Article 6.1 stipulates that if a subsidy satisfies certain quantitative or qualitative
requirements, it will be presumed to have “serious injury”. Unless the country that is granting the
subsidy proves that there has been no serious injury it will be considered that serious injury by the
subsidy exists (ASCM Articles 6.2 and 6.3).

However, since these provisions lost their effect five years after the Agreement came into effect
(ASCM Article 31), countries that have requested the establishment of a panel need to prove serious
injury as stipulated in the ASCM Article 6.3.

(3) The effect of yellow subsidies

Governments that have subsidies that have specificity and that cause adverse effects must either
take appropriate measures to remove the adverse effect of the subsidies or be withdraw them
(ASCM Article 7.8). If a WTO Member believes that another Member is granting and maintaining
such subsidies, it can use the dispute settlement procedures. If the Panel or the Appellate Body
determines that the subsidy in question possesses specificity and causes adverse effects to the
complainant Member, they will be requested to act appropriately to remove the adverse effects
caused by the subsidies within six months or to withdraw it.

That being said, as mentioned earlier, it is not clear what constitutes “withdrawal” of a subsidy.
Furthermore, it is not clear what specific measures are “appropriate measures for removing adverse
effects”. Clarification by precedent is needed at this point.

(4) Countermeasures for noncompliance with WTO recommendations

If WTO recommendations were not complied with, the complainant Member can take
countermeasures (i.e., increasing tariffs) commensurate with the degree and the nature of the
adverse effects that have been determined to exist (ASCM Article 7.9). It is not clear how this
provision differs from DSU Article 22.4, which stipulates that countermeasures should be equal “to
the level of the nullification or impairment”.
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To date, the US-Cotton case is the only case in which a decision was made concerning a
countermeasure based on the WTO recommendation regarding a yellow subsidy. The arbitrator
used the adverse effect that Brazil, the complainant country, received (specifically, the decline in
sales of cotton that was actually sold and the inability to sell cotton that it should have been able to
sell), as a basis for calculation. The arbitrator calculated the amount by comparing the situation as if
there was no subsidy with the actual situation, and determined that amount as the amount of
countermeasure that was “commensurate with the degree and the nature of adverse effects”.

In respect to the losses incurred by a complainant Member, this approach calculating the level of
the countermeasure as the difference between reality and a “situation in which a WTO Agreement
violation did not occur” seems to be no different than DSU Article 22.4, which stipulates that it
“shall be equivalent to the level of the nullification or impairment”. Whether the calculation of
countermeasures of yellow subsidies differs substantially from the countermeasures related to a
WTO Agreement violation will become clear from an accumulation of precedents.

4) COUNTERVAILING DUTIES
(1) Outline

As mentioned previously, depending on the subsidy, it may decrease the price of the product as a
result of the benefit from the subsidy. Thus, it provides a competitive disadvantage to the products
of importing country that does not grant subsidies. Therefore, Article VI of GATT approves
Members imposing countervailing duties, special taxation for protecting domestic industries from
subsidies, and the ASCM has detailed provisions on the procedure for countervailing duty
subjection.

(2) Actionable Subsidies

Subsidies that become subjects of countervailing duties are “subsidies with specificity”. The
definitions of “specificity” and “subsidies” are as mentioned above. Since export subsidies and
preferential subsidies for domestic products are both deemed to be specific (ASCM Article 2.3),
these subsidies can become subject to countervailing duties. On the other hand, countervailing
duties cannot be imposed for subsidies without any specificity even if they cause losses for the
domestic industries of the importing country. Furthermore, it should be noted that there are cases
where the triggering of countervailing duties becomes restricted even for subsidies with specificity.

Firstly, if countervailing duties and anti-dumping duties for export subsidies compensate for the
same situation, they cannot be imposed at the same time (Article VI: 5 of GATT). Due to the
characteristics of export subsidies treating export sales more advantageously than domestic sales,
they create a situation in which export prices are lower than domestic sales prices. If such a situation
occurs, this simultaneously satisfies the requirement of imposing an anti-dumping duty, which is
“when the export price is lower than the domestic sales price”. In such situations, where the
imposition requirements of anti-dumping duties have been satisfied by an export subsidy, if
countervailing duties and anti-dumping duties are imposed simultaneously, it will cause a “double
remedy”. Therefore, in such situations, it is enough to trigger either anti-dumping duties or
countervailing duties, with simultaneous imposition being prohibited. On the other hand, the
simultaneous imposition of anti-dumping duties and countervailing duties for separate reasons is
not prohibited.

Secondly, when imposing a countermeasure against WTO recommendations based on adverse
effects to domestic industries, countervailing duties for the same subsidy cannot be imposed
(Footnote to ASCM Article 5). Since countervailing duties and WTO dispute both are systems for
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protecting domestic industries from loss, there is no necessity to simultaneously conduct both
remedy procedures for the same objective. On the other hand, the simultaneous imposition of
countervailing duties cannot be prevented if the displacement of imports, or price suppression etc.
within the country granting subsidies and the third-country market, are decided in WTO dispute
settlement proceedings.

(3) Injury to Domestic Industry and Causal Link

These provisions are stipulated in detail in ASCM Articles 15 and 16, with their content being
virtually the same as the provisions of the AD Agreement (see Chapter 5 Anti-Dumping Measures).

(4) Effects

Where it is determined that the injury to domestic industries is occurring as a result of subsidies
with specificity, the importing country can impose subject countervailing duties in the excess of the
amount of subsidy found to exist on the product in question (ASCM Article 19. 4). The amount of
subsidies is the difference between the financial contribution at issue and the situation if a similar
financial contribution was given in the marketplace (in other words, the amount of benefit created
by the financial contribution) (ASCM Article 14). Since the objective of countervailing duties is to
prevent domestic products from becoming competitively disadvantaged due to imported goods
having the benefits of subsidies, this amount is set as the upper limit for countervailing duties in
order to align the competitive conditions of imported goods and domestic goods by setting the
tariffs to the amount of the benefit of subsidies.

If a subsidy of the same amount is granted every year, countervailing duties can correspondingly
counteract the upper limit to the amount of subsidy every year. However, if capital investments and
such have been provided as one-time only subsidies (i.e., financing and loans), how to calculate the
“benefit of subsidies” and imposes countervailing duties becomes problematic. Although there are
no related provisions in the Agreement on Subsidies, the investigating authority of the importing
country should determine logically how the benefit of subsidies is used over the course of years and
how it should be amortized. Concerning this point, if the investigating authority determines that the
benefit of subsidies of financing and loan exemption have been allocated over five years, the
Appellate Body has stated that countervailing duties cannot be imposed from the sixth year onward
(Japan-DRAMS Appellate Body report, Paragraph 214).

(Addendum) Non-actionable (green) subsidies

ASCM Articles 8 and 9 state that certain subsidies with the objective of research and
development, regional development assistance and environmental protection do not constitute
“yellow subsidies”, even if they are determined to have specificity. Therefore, they were stipulated
to be “non-actionable” and subject to WTO dispute settlement or countervailing duties. However,
this provision sunsetted five years after the effective date of the WTO (ASCM Article 31).
Therefore, currently, they have become “yellow subsidies”, and are the subject to imposition of
countervailing duties.

5) AGRICULTURAL SUBSIDIES
(1) Export subsidies

During the GATT era, the obligations with respect to export subsidies of agricultural products
were no more than to make an effort in reduction, and only subsidies that led to the securing more
than “equitable share” of the world market were prohibited. Since what “equitable share” referred



Chapter 7: Subsidies and Countervailing Measures

to was not clear, the subsidies provisions in the Agreement on Agriculture that came into effect with
the start of the WTO adopted the approach of (1) reducing export subsidies in accordance with the
Agreement and a country’s schedule of tariff concessions and (2) prohibiting the granting of all
other export subsidies (Agreement on Agriculture, Article 8).

Firstly, concerning (1), the subsidies that have become the subject for reduction, the obligation
was to reduce by 36% of the amount of subsidy and 21% of export volume of subsidized
agricultural products within the six years after the Agreement came into effect; for developing
countries, the obligation of reduction was lessened to 24% for the former and 14% for the latter.
Agreement on Agriculture, Article 9.2(b)(iv)).

Concerning (2) all other export subsidies, it is stipulated that they shall not be applied in a manner
which results in, or which threatens to circumvent, export subsidy commitments (Agreement on
Agriculture, Article 10:1). Furthermore, after an agreement has been made on international
provisions, export credit guarantees and export credit insurance are to be granted in accordance
with the relevant provisions of such agreement (Agreement on Agriculture, Article 10.2). However,
currently there are no established international provisions on these subsidies in the OECD. The
Appellate Body has determined that since at present relevant international provisions do not exist,
the provision that stipulates methods that may avoid the commitment of export subsidies or may
have the threat of doing so should not be used as principles for export credit, export credit
guarantees or export credit insurance as principles (US-Upland Cotton Paragraph 615).

(2) Domestic Aid

Concerning domestic subsidies for agriculture, the WTO’s dispute settlement provisions
concerning requests for consultations and panel establishment and those regarding imposition of
countervailing duties apply to “yellow subsidies” under the ASCM. Subsidies that do not cause
adverse effects for agricultural products (i.e., research, natural disaster measures, structural
adjustment and environment -- so-called “green subsidies”) were exempted from cutbacks
(Agreement on Agriculture, Article 6.1 and Appendix 2). In addition, subsidies with the possibility
of posing adverse effects for agricultural product markets were supposed to be reduced in the
schedule of agricultural tariff concessions for each country within the six years after the Agreement
came in effect (these are called “yellow” subsidies) (Agreement on Agriculture, Article 7.). That
being said, certain subsidies that are directly paid (stipulated in the Agreement on Agriculture and
called “blue” subsidies), such as those under production restriction plans, are excluded from the
obligation to cut back (Agreement on Agriculture Article 6 Clause 5). These “blue” subsidies were
established as exceptions based on the EU’s Common Agricultural Policy, and Japan’s Rice Crop
Management Stabilization Measures also are excluded as result of the Uruguay Round negotiations.
Therefore, “green” and “blue” subsidies are excluded from cutbacks; Members bear the
responsibility to cut back other subsidies in accordance with their schedule of agricultural tariffs
concessions.

(Addendum) Valid Self-regulation

The Agreement on Agriculture stipulated that each Member is to self-regulate requests for
consultation, panel establishment and the imposing of countervailing duties concerning export
subsidies and each of the “green” and “blue” subsidies during the six-year period after the
Agreement came into effect. However, that provision lapsed, and so it is possible to request
consultation, establish panels and impose countervailing duties even concerning subsidies on
agricultural products based on the above special provisions.
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3. SPECIAL PROVISIONS FOR DEVELOPING COUNTRIES

1) SPECIAL PROVISIONS FOR EXPORT SUBSIDIES

Although Article 3.1(a) of the ASCM prohibits export subsidies, Article 27.2(a) exempts
developing countries defined in Annex VII(a) and (b). Based on the provisions of Annex VII(a),
of 49 countries designated as least developed countries by the United Nation, 34 WTO Member
countries are granted exemption on export subsidies (as of February 2014) (see Figure I11-7-1). Of
Member countries listed in Annex VII(b) as developing countries, some were excluded from the list
following the establishment of the implementation requirements of Annex VII(b) under
Paragraph 10.1 of the Doha Ministerial Declaration, and 18 countries qualified for the exemption at
the end of 2011 (see Figure 11-7-2).

Developing countries other than those listed in Annex VII(a) and (b) of the ASCM were
exempted for eight years from the date of entry into force of the ASCM (i.e., until the end of 2002).
Article 27.4 allows developing countries to consult with the Committee on Subsidies and
Countervailing Measures on extending this period, but they must have done so at least one year
prior to the expiration of the grace period. Some 25 developing countries applied for extensions
under this provision and the Committee began examining their requests in January 2002.

The deliberations over the extensions addressed two issues: (1) the special extension procedure
granted to small economies, based on Paragraph 10.6 of the Doha Ministerial Declaration, which
generally allowed extension until the end of 2007 if the Committee requirements were met (see
G/SCM/39 for the other requirements); and (2) the normal one-year extension procedure under
Article 27.4. By December 19, 2002, after a year of deliberations, the Committee approved
extensions for the export subsidies of 21 Members. Four Members reserved the right to seek
extensions (and were therefore not subject to examination) (see Figure I11-7-3-[3]) and one Member
withdrew its application. By the end of 2007, the Committee approved extensions for all but
Colombia, whose export subsidy program phase-out period expired by the end of 2006 (see Figure
I1-7-3 for the number by procedure).

At the WTO Subsidies Committee meeting in April 2006, 14 countries including Barbados
jointly requested a further extension of the current exceptions until 2018 (G/SCM/W/535). In
August 2007, the General Council agreed that the authorization period would end in 2013, the
phase-out period would end not later than 31 December 2015, and no further extensions would be
approved. Four countries presently are exempt from the requirement to phase out export subsidies
(see Figure II-7-3-[3]); the obligation to phase out export subsidies by 31 December 2015 also
would apply to them without further extension.

As described above, exemptions regarding export subsidies under Article 27.2(b) of the ASCM
reached the time limits for expiration at the end of 2015. Member countries granted the exemptions
were required to abolish all export subsidies by the end of 2015, after the final two-year phase-out
period, and their notifications will be reviewed in the future.

2) SPECIAL PROVISIONS CONCERNING WTO CONSULTATION
REQUESTS REGARDING “YELLOW SUBSIDIES”

ASCM Article 27.9 stipulates that WTO dispute settlement action “yellow” subsidies can be
taken against developing countries only where there is nullification or impairment or injury to the
domestic industry of the exporting country caused by displacement or impedance of its products
within the developing country that is providing subsidies.
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Figure I1-7-1 Members with export subsidies under Annex VII(a) (34 countries)

Angola, Benin, Burkina Faso, Burundi, Central African Republic, Chad, Congo, Djibouti, Gambia,
Guinea, Guinea-Bissau, Lesotho, Madagascar, Malawi, Mali, Mauritania, Mozambique, Niger,
Rwanda, Senegal, Sierra Leone, Togo, Uganda, Tanzania, Zambia, Bangladesh, Cambodia, Laos,
Myanmar, Nepal, Samoa, Solomon Islands, Vanuatu and Haiti

(Note 1) Senegal was designated as a least developed country in 2000, and thus it is also included in
the list of Annex VII(b) below.

Figure I1-7-2 Members with export subsidies under Annex VII(b) (18 countries)

Bolivia, Cameroon, Congo, Cote d’Ivoire, Egypt, Ghana, Guyana, Honduras, India, Indonesia,
Kenya, Nicaragua, Nigeria, Pakistan, Philippines, Senegal, Sri Lanka and Zimbabwe.

(Note 2) The Dominican Republic, Guatemala and Morocco were removed from Annex VII(b) in

2003, and Egypt and the Philippines were removed in 2011 based on the provisions of Annex VII(b).
(G/SCM/110) (G/SCM/110/Add.10)

Figure I1-7-3 Members with export subsidies granted extensions

[1] Members granted extensions under the special extension procedures for smaller economies
contained in Paragraph 10.6 of the Doha Ministerial Declaration (19 countries)

Antigua and Barbuda, Barbados, Belize, Costa Rica, Dominica, Dominican Republic, El
Salvador, Fiji, Granada, Guatemala, Jamaica, Jordan, Mauritius, Panama, Papua New Guinea,
St. Lucia, St. Kitts and Nevis, St. Vincent and the Grenadines and Uruguay

(Note 3) Colombia's export subsidy program was extended until the end of 2004 (to be phased

out by the end of 2006 after an additional two-year transition period); it was subsequently
abolished.

[2] Members granted extensions for export subsidies under normal Article 27.4 procedures

At present none

(Exemptions on the export subsidy systems of Barbados (4), El Salvador (1), Panama (1), and
Thailand (2) (numbers in parentheses indicate the number of subsidy programs granted
extensions) were extended until the end of 2003 --with a phase-out period until the end of 2005
-- and then terminated.)

[3] Rights reserved (* Least developed countries are not prohibited from granting export subsidies
(Article 27:2(a) and Annex VII of the Agreement), but the rights to extend the exemption period
are reserved when they are no longer included in least developed countries)

Bolivia, Honduras, Kenya, and Sri Lanka

4. RECENT DEVELOPMENTS

There were only two cases that were investigated in Japan, including one initiated before the
inauguration of the WTO. Of these, only one case resulted in duty imposition. Japan initiated an
investigation of DRAMSs manufactured by Hynix of Republic of Korea in 2004 and issued a final
determination on January 27, 2006, imposing countervailing duties at a rate of 27.2% (*1).
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However, Republic of Korea asserted that the determination of subsidies in Japan’s countervailing
duty investigation was in violation of the ASCM and a Panel was established based on the request
of Republic of Korea. Japan appealed the Panel repot to the Appellate Body. As a result of the
subsidy investigation conducted by Japan based on implementation of the recommendation of the
report of the Panel and the report of the Appellate Body (DS336, discussed below under 2. “Major
Cases” (2)), countervailing duties were reduced to 9.1%. Furthermore, on the request of Hynix, a
changed circumstances review investigation was conducted, and the measure was withdrawn
on 23" April 2009. Japan has not been subject to an investigation by another country in recent years.
Countervailing duty investigations have declined in recent years. However, many countervailing
measures still are in effect. The United States and the EU impose countervailing duties more
frequently than any other WTO Members (see Figure 11-7-4).

(*1) Japan initiated an investigation on imports of cotton thread from Pakistan in April 1983, but
did not impose a countervailing duty because Pakistan eliminated the subsidy in February 1984. An
application requesting a countervailing duty against Brazilian ferro-silicon was filed in March 1984,
but was withdrawn in June of that year and an investigation was never initiated.

Figure I1-7-4 Number of Countervailing Duty Investigations on Major Countries Since
WTO’s Inception (As of the end of 2014)
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Source: GATT/WTO statistics

Subsidies and countervailing measures have triggered many disputes. One reason for the
frequency of subsidy complaints under the GATT was the ambiguity of the previous Subsidies
Agreement. Countries interpreted differently the definition of subsidies and the procedural rules for
invoking countervailing duties. Underlying this disagreement was a basic conflict between the
various Contracting Parties on how to address government assistance designed to protect and
nurture a domestic industry.
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Exporting countries frequently initiated GATT disputes involving subsidies. The exporting
countries often claimed that countervailing duties had been imposed unfairly because of arbitrary
determinations of subsidies, injury or causation. Other disputes concerned domestic subsidies that
nullified the benefits gained through tariff reductions by effectively excluding exports from the
domestic market. While there has been a decline in the number of cases brought before panels since
the WTO Agreement went into force, several cases (including prohibited subsidy disputes) have
reached a panel.

5. EcoONOMIC ASPECTS AND SIGNIFICANCE

Government subsidy practices may have far-reaching implications. When a government
subsidizes projects, such as research projects for advanced technology, the benefits may extend well
beyond the targeted industry. The results of these projects spill over into a wide range of fields.
Government assistance for research activities can contribute not only to domestic economic
development, but also to the development of the world economy as a whole.

Subsidies may also be used to encourage less competitive industries to reduce excess capacity or
to withdraw from unprofitable sectors. They may, therefore, smooth the way for structural
adjustment and shifts in employment. Such subsidies promote appropriate allocation of resources
and encourage imports of competitive goods.

On the other hand, subsidies used to protect a domestic industry despite its non-competitiveness
can distort trade. Governments have often used subsidies to needlessly prolong the natural
adjustment process among certain industries under the guise of structural adjustment. Over the
short term, such subsidies may provide a domestic product with a competitive advantage or increase
the profitability of the product and keep employment in that industry stable. Over the longer term,
however, the disadvantages of the subsidies outweigh any gains. They impede the productivity
gains that come from intensely competitive environments and undermine the efforts of companies
to rationalize operations. Thus, from medium- and long-term perspectives, subsidies may obstruct
an industry's development or impede the rational allocation of domestic resources.

On a global economic level, distortions in the allocation of resources and the international
division of labor have also become serious problems. Even when subsidies are used to make up for
short-term market failures, the potential for their purpose and terms of use to be subverted remains.
Subsidies that are used as part of a “beggar-thy-neighbor” policy ultimately may induce counter
subsidies, leading to “subsidy wars”. Subsidy policies will then be to blame not only for preventing
a product from achieving its proper competitive position, but for needlessly draining the treasuries
of the countries involved. The result is a larger burden for taxpayers. In no way, therefore, do such
policies improve the economic welfare of anyone concerned.

Consequently, countervailing duties should be used properly or not at all. When improperly
imposed, countervailing duties seriously affect the trade of the product concerned and distort the
flow of world trade.

6. NEGOTIATIONS IN THE DOHA ROUND

1) BACKGROUND OF DISCUSSIONS

In the Doha Ministerial Declaration of November 2001, it was decided to carry out negotiations
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for strengthening the regulations of Agreement on Subsidies and Countervailing Measures. Also, as
a part of this effort, willingness to hold a discussion on the fishery subsidies was expressed
(Declaration Paragraph 28). By the end of March 2011, the rules negotiation group has held 55
rounds of negotiations.

In the Hong Kong Ministerial Declaration of December 2005, the mandates in the Doha
Ministerial Declaration were recalled and the commitment to the negotiations was reaffirmed by
rules set forth in Annex D to this document. The achievement of substantial results in the form of
amendments to the Agreement on Subsidies and the AD Agreement is important to ensuring the
balance of the overall Doha Development Agenda negotiations and the development of the
multilateral trading system based on the rules. The Chairman was granted the authority to prepare a
comprehensive draft text (chairman text) at a time early enough to be used as the basis for the final
phase of negotiations.

2) HISTORY OF NEGOTIATIONS AND POSITIONS OF MAJOR COUNTRIES

In the Hong Kong Ministerial Meeting, July 2006 was set as the target date for submission of the
Chairman's text by the Rules Negotiations Chairman. However, due to the G6 Ministerial Meeting
held in July of the same year, the entire Doha Round negotiations had to be suspended and the
Chairman's text was not issued. Later, in December of the same year discussions were resumed on
the subsidy sectors (including fisheries subsidies) to discuss the technical issues. The progress of
the discussions was relatively slow as compared to anti-dumping.

The Rules Chairman's text was issued in November 2007. In the text, which is a revised draft of
the current WTO agreement, provisions related to the methods of calculating subsidy levels were
incorporated in the general subsidy sectors, and fishery infrastructure subsidy, prohibited subsidies
such as operating subsidies and exceptions to prohibited subsidies such as subsidies on resource
management were listed for the fisheries subsidy sectors.

In subsequent negotiations, as the demand by member countries increased for an early issuance
of a revised Chairman's text for the entire rule negotiation sectors, in May 2008, the Rules
negotiation Chairman released a "working document”. Similar to the AD sector, the negotiations up
to the release of the working document were summarized by the Chairman instead of a "revised
text". The working document included the responses of other countries regarding the Chairman’s
text and proposal provisions made by countries after issuance of that text.

In December 2008, a "revised Chairman's text" was issued. In the general subsidy sectors, similar
to the AD text, a draft proposal was presented where there was a certain degree of convergence in
the positions of the countries. Where member countries had conflicting views, only the item names
were listed along with the views of the countries. For the fisheries subsidy sectors, a revised text
was not issued due to the large disparities in opinion of countries on discipline. Therefore, a
"Roadmap for Fisheries Subsidies Discussions" containing major agendas to be discussed in the
future, such as the scope of prohibited subsidies and exceptions, etc. in a question format, was
presented.

In April 2011, a "Chairman report" that summarizes the past discussions on both the general
subsidy sectors and fisheries subsidy sectors was presented.

Meanwhile, in 2015, ahead of the WTO Ministerial Conference (MC10), member countries made
proposals for revising the WTO Agreement in areas including the subsidy sectors.

Developments with regard to these negotiation sectors are as follows:
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(1) General regulations on subsidies and countervailing measures

For general subsidies, revision of the related provisions and revival of the provisions that expired
in the past was proposed based on decisions of the panel and Appellate Body to date. In
February 2006, the United States proposed funding of companies with bad financial situations,
industrial restructuring, subsidies that inhibit rationalization and the currently expired Article 6.1 as
new candidates for the category of prohibited subsidies. In June 2007, the United States submitted a
proposal for amendments of the agreement provisions. Also, in May 2006, it submitted a proposal
regarding the distribution of subsidy profits.

In May 2006, the EU proposed that dual pricing systems for export and domestic sales and below
cost investment should be added to the category of prohibited subsidies.

In May 2006, with regard to "significant harm" Canada proposed revival of Article 6.1 (expired
in 1999) and improvements in the discipline. In the same month, Brazil also made a proposal
regarding "significant harm". Canada submitted proposals on regarding "the transfer of subsidy
profits" in April 2004 and on “significance” in May 2006, stating that various elements should be
comprehensively considered.

Australia, since April 2004, has made four proposals on the clarification of abolishing subsidies
on established WTO violations and four on the clarification of “Export Subsidies De Facto”; in
November 2005, a proposal was also made by Brazil.

In addition, provisions on export confidence (Brazil) and clarification on countervailing duty
rules (Canada, EU, Taiwan, India) were proposed and discussions were held.

Developing countries have requested Special and Differential Treatment (S&D), and in
May 2006, India, Egypt, Kenya and Pakistan submitted a proposal related to criteria for exemption
of export subsidies.

Proposals were made in December 2009 by China on the (1) treatment of subsidies that are
discovered after the investigation and (2) expansion of consultation procedures before the start of a
countervailing duty investigation. In October 2010, China submitted a proposal regarding Facts
Available related to the countervailing duty investigation procedure, and India submitted a proposal
on related issues.

In June 2015, the EU proposed enhancing transparency in the notification obligations, and in
October of the same year, Russia also proposed increasing transparency in processes such as the
disclosure of essential facts and handling of confidential information concerning the countervailing
duty investigation procedure.

Meanwhile, developing countries requested Special and Differential Treatment (S&D) once
again, and made proposals such as excluding subsidies for regional development and technology
development, etc. from the dispute settlement and excluding developing countries’ subsidies from
the category of subsidies contingent upon the use of domestic goods over imported goods.

Although Japan did not submit any proposal papers, it is in favor of the clarification and
reinforcement of subsidy/countervailing measures in the negotiations, as with reinforcing AD
discipline.

(2) Fisheries Subsidies

With regard to the Chairperson's text, many countries including Japan submitted proposal papers
and actively discussed clarification and improvement of the discipline of fisheries subsidies. New
Zealand, Chile, and the United States etc., (Friends of Fish) are of the opinion that fisheries
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subsidies not only distort the market but also trigger the deterioration of marine resources, and so
fisheries subsidies should be prohibited in general, and only in exceptional cases should they be
permitted. In response, Japan, the Republic of Korea, Taiwan and the EU, etc., opposed, stating that
prohibition of fisheries subsidies not only has the risk of prohibiting subsidies contributing to
resource management, but also violates the Doha Declaration, which calls for seeking clarification
and improvements in the fisheries subsidy discipline in line with the principles of the WTO
Agreement on Subsidies, and the Hong Kong Ministerial Declaration, which opined that only
fishery subsidies that adversely affect the natural resources should be banned. At the same time,
many developing countries stated that disciplines should not be strengthened in a manner that
hampered the development of fisheries in developing countries in any form. Discussions were held
based on various positions.

Although the negotiations had been stalled since 2011, in 2015, several countries began to submit
proposals from new viewpoints, such as developing disciplines with a narrower scope of prohibited
subsidies and enhancing transparency, and to hold discussions. While fisheries subsidies will
continue to be discussed in the future, Japan will participate in the discussions based on a position
that only fisheries subsidies that truly have an adverse effect on resources should be prohibited.

7. MAJOR CASES

(1) Countervailing Measures by the United States and EU on Korean DRAMs
(DS296, DS299)

The EU and the United States initiated countervailing duty investigations on July 25, 2002, and
November 27, 2002, respectively, against imports of DRAMs (Dynamic Random Access Memory)
manufactured by Hynix and Samsung Corporations of Republic of Korea. According to the
petitions, Korean DRAM producers benefited from corporate bonds issued by the Korean
Development Bank and other institutions, as well as from new investment and debt restructuring
measures introduced by the Korean Government in 2001 to help rebuild Republic of Korea’s
industry after the Asian financial crisis. The EU issued a provisional determination on
April 23, 2003, and a final determination on August 22, 2003, to impose countervailing duties
of 34.8% against Hynix and all others; no duty was imposed against Samsung. The United States
issued a provisional determination on April 7, 2003, and a final determination on June 23, 2003, to
impose countervailing duties of 44.71% against Hynix and all others; Samsung received a 0.04% de
minimis margin(*2).

(*2) The United States subsequently obtained additional information from Hynix and changed the
countervailing duty rate for the company to 44.29 % in July 2003.

In response to the measures imposed, the Korean Government requested WTO consultations with
the United States on June 30, 2003 and with the EU on July 29, 2003. However, the consultations
failed to reach settlements and the Korean Government requested the establishment of separate
panels for each of the cases on November 21, 2003. The panels were established at the regular
meeting of the DSB on January 23, 2004. (Japan, China, Taiwan, the EU and the United States
participated as third parties.)

The Panel Report in DS296 was circulated on February 21, 2005. The Korean Government and
the United States appealed certain issues of law covered in the Panel Report and certain legal
interpretations developed by the Panel. Having found various errors in the Panel’s consideration of
the evidence, the Appellate Body reversed the findings of the Panel that had found that the measures



Chapter 7: Subsidies and Countervailing Measures

taken by the United States were inconsistent with the ASCM. However, the Appellate Body made
no findings with respect to the WTO consistency of the measures. This Appellate Body report was
circulated on June 27, 2005 and was adopted by the DSB on July 21. The US reinvestigated relevant
factors of the case that the panel found to be inconsistent with ASCM, but which the US did not
appeal, and in its re-determination of the original decision reaffirmed on February 13, 2006 that the
domestic US industry did suffer material injury because of imports from Republic of Korea. In
regard to this particular countervailing duty, a further review of changed circumstances was
initiated, and the withdrawal of the measure was confirmed in October 2008.

The Panel Report in DS299 was circulated on June 17, 2005. The Panel found that the EU failed
to establish the existence of “entrusts or directs” for certain transactions, and to examine all relevant
factors that were not attributable to the subsidized imports. However, the Panel found the existence
of “entrusts or directs” by government for most of the other transactions. On August 3, 2005, the
DSB adopted the Panel Report. Upon receiving this report from the panel, the EU conducted a
review investigation and revised the countervailing duty rate to 32.9% in April 2006. In regard to
this particular countervailing duty, a further review of changed circumstances was initiated, and the
withdrawal of the measure was confirmed in October 2008.

(2) Countervailing Measures by Japan on Korean DRAMs (DS336)

As in the above-mentioned case, suffering losses as a result of the Asian financial crisis, Korean
semiconductor company Hynix Semiconductor was granted certain subsidies including new loans
and debt relief by financial institutions, including banks managed by the Korean Government.
Concerned that DRAMs produced by Hynix were causing injury to domestic industry in Japan,
Elpida Memory Inc. and Micron Japan, Ltd. submitted a petition to the Government of Japan on
June 16, 2004, requesting that countervailing duties be imposed upon Korean imports of DRAMs.

After receiving the petition, the Japanese Government initiated an investigation on
August 4, 2004, to determine the existence of subsidies and any injury to the Japanese domestic
industry (see pp. 5 and 6 Official Gazette N0.3906, August 4, 2004). The investigation showed that
the support for Hynix constituted a governmental subsidy and the importation of the subsidized
DRAMs caused material injury to the Japanese industry. Based on this fact, the Japanese
Government imposed countervailing duties of 27.2 % on imports of DRAMs produced by Hynix.

Taking the above into consideration, Republic of Korea requested bilateral consultations with
Japan on March 14, 2006 under the WTO dispute settlement procedures, saying the determination
of subsidies in Japan’s countervailing duty investigations was in violation of the ASCM. The
consultations took place on April 25, 2006 in Geneva with third party attendance by the US and the
EU. However, the consultations did not result in resolution and Republic of Korea requested
establishment of a panel at a meeting of the WTO Dispute Settlement Body (DSB), and the DSB
established a panel on June 19, 2006, with the US, the EU and China as third party participants. The
Panel Report was circulated on July 13, 2007, based on panel meetings that took place December 5
and 6, 2006 and January 23 and 24, 2007. The Korean Government and the United States appealed
certain issues of law covered in the Panel Report and certain legal interpretations developed by the
Panel. The Appellate Body report was circulated on November 28, 2007 and was adopted by the
DSB on December 17.

The Appellate Body pointed out errors in the examination criteria applied by the Panel when
considering the evidence relating to the determination of subsidies made by Japan in 2002. Then, it
reversed the Panel’s finding that Japan’s determination of entrustment or direction was in violation
of the ASCM. It also reversed the Panel’s findings that the method used by Japan to calculate the
amount of benefit conferred on Hynix was not provided for in Japan’s national laws. It supported
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the Panel’s findings that: (i) Japan’s argument that Hynix benefitted from certain subsidies was
incorrect; and (ii) benefits from a part of the subsidies Japan determined to exist in 2001 no longer
were received when countervailing duties were imposed.

On January 30, 2008, Japan started an investigation to implement the WTO recommendations,
and on September 1 of the same year implemented further measures to reduce the rate of
countervailing duty to 9.1%. The measures implemented by Japanese Government were the subject
of a complaint by the Korean Government, resulting in the establishment of a WTO compliance
panel. However, Japan initiated a review of changed circumstances, and the withdrawal of the
measure was confirmed in October 2008. As a result, the panel’s considerations were halted at the
request of the Korean Government, on 4™ March 2009, leading to the dissolution of the panel in
March 2010.

(3) EU and Republic of Korea disputes on Shipbuilding (DS273, DS301)

The EU requested the establishment of a WTO dispute settlement panel alleging that the Korean
Government provided subsidies in the form of debt forgiveness and investment transfers to
corporations manufacturing commercial shipping vessels. The panel was established on
July 21, 2003, and on March 7, 2005, the Panel Report (DS273) was circulated to Members. The
panel acknowledged the EU’s claim with regard to prohibited subsidies and recommended that the
Korean Government withdraw the relevant subsidies without delay. With regard to serious
prejudice, the Panel rejected the EU’s claim.

Republic of Korea also requested the establishment of a WTO panel alleging that the EU
subsidies for commercial shipbuilding were inconsistent with WTO Agreements. The panel was
established on March 19, 2004 and the Panel Report (DS301) was circulated to Members on
April 22, 2005. Japan was concerned that these disputes could affect the international
competitiveness of Japan’s shipbuilding industry and participated as a third party. Republic of
Korea claimed that the alleged subsidies for commercial shipbuilding violated not only Article 32.1
of the Agreement on Subsidies, Articles I:1 and III:4 of GATT, but also Article 23 of the WTO’s
Dispute Settlement Understanding (DSU), which prohibits the imposition of unilateral measures.
Republic of Korea claimed that the EU subsidies for shipbuilders implemented under the
Temporary Defensive Mechanism (TDM) for shipbuilding were solely designed to remedy the
alleged harm experienced by EU shipbuilders as a result of the Korean subsidies.

The Panel rejected the claims by Republic of Korea that the measures at issue breached Articles |
and III of the GATT and Article 32.1 of the SCM Agreement. Regarding Republic of Korea’s claim
under the Article 23.1 of the DSU, the Panel interpreted this provision as imposing a general
obligation on WTO Members not to act unilaterally when seeking the redress of violations of an
obligation under the WTO Agreement. The Panel found that the EU had adopted the TDM
mechanism that served to provide the same type of redress as the DSU, and that the EU was seeking
to induce Republic of Korea to modify its allegedly WTO-inconsistent subsidies. Accordingly, the
Panel concluded that the EU had acted inconsistently with Article 23.1 of the DSU. On
June 20, 2005, the Panel Report was adopted by the DSB. The effective period for the TDM
regulations ended March 31, 2005.

(4) EU and United States — Measures Affecting Trade In Large Civil Aircraft
(DS316/347, DS317/353/487)

In the late 1980s, European Airbus S.A. drastically increased its share of the civil aircraft market
through the use of subsidies from many governments in the EU (the UK, France, Germany and
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Spain). In response, in May 1991, the US requested consultations under the Tokyo Round Subsidies
Agreement with the then-EEC. The US claimed that the EU’s aircraft subsidies were inconsistent
with their obligations under the GATT Subsidies Agreement. In July 1992, the US and the EU
signed the 1992 US-EU Agreement on Trade in Large Civil Aircraft, which included a prohibition
of future production support and a limitation on the share of government support for the
development of new aircraft programs to 33 percent of the project’s total development cost. The US
withdrew its request for consultations.

However, responding to the fact that Airbus sold more large civil aircraft than Boeing in 2003,
the US once again alleged that “launch-aid” and other forms of support by the EU and its member
States to Airbus were inconsistent with the 1992 Agreement and the ASCM. On October 6, 2004,
the US requested WTO consultations with the EU and with the Member States in WTO dispute
settlement procedures (DS316) concerning measures affecting trade in large civil aircraft, and also
notified its intention to repeal the 1992 Agreement, claiming that the EU’s subsidies were in
violation of the Agreement. At the same time, the EU requested WTO consultations with the US,
claiming that the US’s support for large civil aircraft violated the ASCM (DS317). The EU also
rejected the US’s unilateral abrogation of the EU-US 1992 Agreement.

Then, on January 11, 2005, the US and the EU suspended the WTO dispute procedure and began
negotiations toward a new bilateral agreement. However, the negotiations broke down on
June 13, 2005, and both sides requested establishment of WTO dispute settlement panels. On
July 20, 2005, the DSB established panels, and Japan, Australia, Brazil, Canada, China and
Republic of Korea participated as third parties. Furthermore, on January 31, 2006 the US requested
new consultations on subsidies from the Government of Wales in the UK to Airbus UK and an
additional panel (DS347) was established on April 10, 2006. (Suspension of DS347 until
completion of the panel examination of DS316 resulted in its abolition after 12 months on
October 7, 2007.)

The EU established an additional panel on February 17, 2006 (DS353) in order to take up broader
points than DS317. (The EU is no longer pursuing DS317.)

The DS316 panel report was issued on June 30, 2010. The panel found that the “launch aid”
provided by governments in the EU to Airbus are export subsidies, and “serious prejudice” was
being caused to interests of the other Member because Airbus products that received subsidies from
governments in the EU were replacing or impeding the export and import of like products made by
Boeing. The EU appealed on July 21, 2010, and Appellate Body hearings were held in November
and December 2010. (As of Jan 24, 2011, the Appellate Body report had not been issued.) The
DS353 panel report also has not yet been issued.

On May 18, 2011, the DS316 Appellate Body report was issued. The Appellate Body overturned
the decision by the Panel that the low-interest loans provided by several EU member state
governments to Airbus called “Launch Aid”, in which the reimbursement was exempted depending
on the sales of aircraft, constituted export subsidies. The Appellate Body decided that the subsidies
in question did not satisfy the provisions on export contingency; however, it determined such loans
caused significant adverse effects on the US industry.

Within this report, the Appellate Body determined that the appealing country does not need to
prove that the adverse effects continue to exist at the time of the dispute settlement proceeding.
Therefore, the Appellate Body rejected the claim by the EU that the benefit of the subsidies had
disappeared at the time the adverse effects had been existed. Upon receiving this decision, on
December 1, 2011, the EU reported that they had complied with the recommendation by the
Appellate Body. However, the US requested bilateral consultation with the EU and submitted an
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application for countermeasures prior to establishment of the DSU Article 21.5 Compliance Panel
on the 9th of the same month, claiming that the US had doubts about the EU assertion. The EU
objected to the amount of the US countermeasure application and the decision of the amount of
countermeasures was referred to WTO arbitration. On January 12, 2012, an agreement was
established to conduct the bilateral consultation before the arbitration procedure to determine the
amount of countermeasures. On March 30, 2012, the US requested establishment of a compliance
panel and the panel was set up on April 17 of the same year. A panel meeting was held in
April 2013.

Concerning DS353, the Appellate Body issued a report on March 13, 2012. It supported the
Panel’s decision that research and development subsidies that the American government (i.e.,
NASA and the Department of Defense) granted caused “significant harm” to the EU. In response to
this, on September 23, 2012, the US sent the DSB a report on implementation of the DSB
recommendations, but on October 11, the EU expressed doubts and requested the establishment of a
compliance panel; on 30th of the same month, a panel was set up. Furthermore, prior to the request
for panel establishment, the EU filed an application of countermeasures on September 27, 2012,
and as a result of subsequent consultations with the United States, the arbitration process for the
countermeasures was temporarily suspended. Subsequently, a panel meeting was held in
October 2013 and deliberations are ongoing.

The EU made a new request for consultations on the preferential taxation measures for acrospace
companies, etc. by the State of Washington in December 2014, and a panel was established in
April 2015 (DS487).

(5) United States and Canada — Dispute on Softwood Lumber (DS236, DS257,
DS264, DS277)

Most of Canada's forests are owned by the provincial or federal governments and the provinces
administer tenure systems (known as the “stumpage program’) which provide harvesting rights for
standing timber on provincial lands to the provincial lumber industry.

On May 22, 2002, the US International Trade Commission (USITC) made a final determination
that a US industry was threatened with material injury. Subsequently, the US government imposed
a countervailing duty of 18.79% (flat rate) and an average anti-dumping duty of 8.43% (set by
company).

The Canadian Government claimed that the countervailing duties imposed by the United States
violated the WTO Agreements. Upon the request of the Canadian Government, a WTO panel was
established regarding the provisional determination on December 5, 2001 (DS236), and another
panel to examine the final determination on October 1, 2002 (DS257). With respect to the
provisional determination (DS236), the panel circulated its final report on September 27, 2002,
finding that: (1) the Stumpage Program constituted subsidies defined under the ASCM; but (2) the
US investigation violated the ASCM. The report was adopted at a special meeting of the DSB on
November 1, 2002.

On August 29, 2003, the Panel with respect to the final determination (DS257) circulated its
report including the same findings as DS236. However, the US government appealed the report to
the Appellate Body on October 21, 2003. On January 19, 2004, the Appellate Body circulated its
report reversing the finding of the panel report that the US method to calculate the subsidies
violated the ASCM and upholding the finding that the US “pass through” analysis violated the
ASCM. The Appellate Body report was adopted at a regular meeting of the DSB on
February 17, 2004. On December 16, 2004, the DOC issued a revised countervailing duty
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determination, and then it published the final results of the first administrative review on
December 20. Canada again claimed that these measures violated the WTO Agreements and
requested the establishment of a WTO compliance panel under Article 21.5 of the DSU. The
compliance panel was established on January 14, 2005. The panel report was issued on August 1
and the Appellate Body report was circulated on December 5, finding that these measures were,
again, inconsistent with the WTO Agreements.

In addition, another panel was established at the Canadian Government’s request on
January 8, 2003 (DS264), to examine the final US Antidumping determination on Softwood
Lumber from Canada. The panel report was issued on April 13, 2004; following an appeal, the
Appellate Body issued its report on August 11, 2004, finding that the final antidumping
determination was inconsistent with the WTO Anti-Dumping Agreement in determining the
existence of margins of dumping on the basis of a “zeroing” methodology. These reports were
adopted on August 31, 2004. Although the DOC issued a revised antidumping determination on
April 15, 2005, Canada requested a compliance panel under DSU 21.5, claiming that the measure
still violated the WTO Agreement and did not comply with the recommendations and rulings. As a
result, a Compliance Panel was established on June 1, 2005. On April 3, 2006, the panel report was
issued describing the US measures as being consistent with the WTO and as complying with
recommendations and rulings under the DSU, and Canada appealed to the Appellate Body. On
August 15, 2006, the Appellate Body reversed the panel’s conclusion, distributed a report saying
that the US measures were a violation of the WTO Agreements, and did not comply with the
recommendation and rulings of the Appellate Body report.

Furthermore, a WTO panel was established on May 7, 2003 (DS277) to examine the USITC’s
injury determination. The panel found that the USITC’s analysis violated WTO Anti-Dumping and
ASCM Agreements. The panel report was circulated on March 22, 2004, and adopted on
April 26, 2004, at a regular meeting of the Dispute Settlement Body. The USITC made a revised
determination on November 24, 2004, but Canada again objected to this measure and a DSU 21.5
compliance panel was established on February 25, 2005. On November 15, the compliance panel
issued its report, concluding that the USITC determination was consistent with the WTO
Agreements. Canada appealed to the Appellate Body, and on April 13, 2006, the Appellate Body
distributed a report finding that the revised decision by the USITC was a violation of the WTO
Agreement and overturning the panel’s conclusion that the US measures followed the
recommendations of the DSB.

The two countries came to an agreement on September 21, 2006 to comprehensively resolve this
dispute; it became effective on October 12, 2006. Under the agreement the US ended its
anti-dumping duties and countervailing duties retroactively and returned to Canada $4 of the
approximately $5 billion in accumulated duties collected since 2002 (the remaining $1 billion is to
be applied to funds for the US lumber industry), and agreed not start a new investigation during the
effective period of the agreement. Meanwhile, when domestic prices in the US fall below a given
standard, Canada should either collect an export tax, or combine an export tax with limitations on
export quantities. Specifically, export taxes will be between 0% and 15%, depending on the
monthly average of softwood lumber prices. When the market share of Canadian lumber in the US
falls, Canada will return the export taxes it has collected to the exporters.

The US claimed that Canada violated the agreement on the grounds that Canada did not consider
the decrease in consumption in the US when determining the export amount based on which
additional import control measures would be issued. In August 2007, the US filed a complaint in
the International Court of Arbitration in London. In January 2008, the US filed a second suit
claiming that the tax cut and subsidies offered by the provinces of Quebec and Ontario were
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circumvention of export control measures that Canada had agreed not to take. However, In
January 2011, the court acknowledged an SLA violation by Canada. In accordance with this
arbitration, in March of the same year, Canada began to impose additional export tax on exports
from Quebec and Ontario.

On July 18, 2012, the International Arbitration Court dismissed the appeal made by the United
States that the cost of timber harvested in the public domain of British Columbia fell below the
SLA standards. The United States was not satisfied with this decision, and it expressed the
intention to monitor developments in Canada in the future.

In January 2012, both countries agreed to extend the SLA deals that expire in October 2013 for
two years until 2015. Hence, hereafter based on the SLA, cases may be filed in the International
Court of Arbitration.

(6) Disputes on EU Sugar Subsidies (DS265, DS266, DS283)

Among the subsidy disputes in recent years, EU sugar subsidies (DS265, 266 and 283) and the
below-mentioned US cotton subsidies (DS267) disputes have attracted much attention. The EU
subsidies were determined to be in violation of the Agreement on Agriculture and the US subsidies
were determined to be in violation of the Agreement on Agriculture and the ASCM. Both cases are
worthy of attention because they indicate that these subsidies, which have long been a concern for
developing countries, can be successfully challenged under the WTO dispute settlement
procedures.

With respect to EU sugar subsidies, Australia, Brazil and Thailand requested a WTO panel; the
panel reports were issued on October 15, 2004, and appealed to the Appellate Body on
January 13, 2005; the Appellate Body report was circulated on April 29, 2005, and was adopted at a
regular meeting of the DSB on May 19, 2005. The EU adopted a decision regarding reforms of
sugar programs at the Agriculture and Fisheries Council meeting on November 24, 2005; the
reforms were to apply from July 1, 2006. The decision includes replacement of the existing
intervention price with an indexed price, a sugar price reduction, and provision of a subsidy to sugar
beet farmers to replace lost income. In addition, it introduces a voluntary restructuring of the EU
sugar industry in order to encourage uncompetitive farmers to change their trade. The EU targeted
reduction of production allocations of more than 6 million tons by 2010 through this restructuring
of its system. This was amended by the Agriculture and Fisheries Council on September 26, 2007
because the reduction of production allocations did not progress as planned. The EU achieved a
reduction of 3.3 million tons from 2008 and 2009 and reduced production allocations by almost 5.8
million tons as a result of this amendment.

(7) Dispute on US Cotton Subsidies (DS267)

With respect to US cotton subsidies, Brazil requested a WTO panel; the panel report was
circulated on September 8, 2004. Following a US appeal, the Appellate Body issued a report on
March 3, 2005. The report of the Appellate Body was circulated on March 3, 2005, and was adopted
at a regular meeting of the DSB on March 21, 2005. In February 2006, the US House of
Representatives approved the Deficit Reduction Act of 2005, which repealed the export credit
guarantee program determined to be a violation of the ASCM. However, a compliance panel was
established on September 28, 2006, due to a claim by Brazil that the US was not sufficiently in
compliance. Japan participated as a third party and a panel report was circulated on
December 18, 2007, describing the revised US measures as still being inconsistent with the WTO
Agreements. Subsequently, the US appealed to the Appellate Body on February 12, 2008. On 2
June 2008, the Appellate Body judged that the US measures still were subsidies that were an
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intrinsic infringement of the ASCM Agreement. An arbitration report, issued in August 2009,
granted Brazil the right to impose retaliatory measures equivalent to 295 million dollars per year
against the United States (although calculations relating to the amount vary annually). Afterwards,
in August 2010, the US and Brazil agreed to establish a program for bilateral problem solving, and
Brazil announced it would not invoke countermeasures during the implementation of this program.
The 2008 United States Farm Act expired on September 30, 2012; however, the revised Farm Act
entered into force in February 2014. To date countermeasures have not been invoked. Canada
requested the establishment of a panel on 8 November 2007 regarding subsidies on agricultural
produce such as corn granted by US Government, but the request was withdrawn on 15
November 2007 (DS357). In this case, Canada stated that the subsidies provided to the US corn
industry were causing serious prejudice to its domestic markets, and that the export credit guarantee
program was tantamount to an export subsidy.

(8) Tax Treatment for Export Companies (ETI regime; formerly FSC regime)
(DS108)

The United States excluded from taxable income a portion of the export revenues generated by
foreign sales corporations (“FSC”, i.e., companies that sell or lease outside of the United States
goods produced in the United States), provided these revenues include above a certain threshold of
US products. Also, a parent company could treat dividends paid to it by an FSC as non-taxable
income. The regime was employed mainly by US parent companies exporting their products
through foreign subsidiaries.

In November 1997, the EU requested WTO consultations with the United States, claiming that
the regime represented an export subsidy and a subsidy contingent upon the use of domestic goods
over imported goods prohibited under Article 3 of the Agreement on Subsidies and Countervailing
Measures (ASCM). Consultations were held between the United States and the EU, but they were
unable to reach an agreement. In September 1998, a panel was established. Japan participated in
the panel proceeding as a third party. The Panel Report was issued in October 1999 and found that
the tax exemptions granted under the FSC program constitute export subsidies in violation of the
Agreement. The Report recommended that the United States eliminate the regime by October 2000.
However, the Panel did not rule on whether the program was a subsidy contingent upon the use of
domestic goods over imported goods. The United States appealed the panel ruling, while the EU
requested Appellate Body review of whether the program was a subsidy contingent upon the use of
domestic goods over imported goods. Japan again participated as a third party. In February 2000,
the Appellate Body upheld the panel ruling. In light of the Appellate Body ruling, the US declared
that it would repeal the FSC program by November 1, 2000. Congress repealed the FSC and
replaced it with the Extraterritorial Income Exclusion Act of 2000 (“ETI”) signed by the President
on November 17, 2000. The US claimed that the ETI: (1) expands the scope of tax deductions by
not requiring that products (including services) be produced within the United States, so that the
ETI does not constitute an export subsidy; and (2) amends the Internal Revenue Code of 1986 to
exclude tax deductions for the income derived from foreign sales or leasing of products (including
services) produced under certain conditions, therefore not creating a subsidy as defined in the
Agreement. The EU criticized the ETI for: (1) maintaining the condition that sales be outside the
United States, so that the ETI still provides an export subsidy; (2) requiring at least 50 percent US
content, so that the ETI also provides a subsidy contingent upon the use of domestic over imported
goods; and (3) containing a transitional measure allowing the FSC program to continue to operate
after November 2000 for the foreseeable future, thereby violating the DSB decision that the regime
be eliminated by November 1, 2000. The EU thus argued that the ETI continues to violate the
ASCM. A panel was established to judge the WTO consistency of the ETI pursuant to Article 21.5
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of the DSU. The EU also submitted a list of US products that could be subject to sanctions,
preparing to invoke countermeasure.

In August 2001, the panel upheld the claims of the EU and Japan and found that the ETI provides
an export subsidy prohibited under the ASCM and the Agreement on Agriculture and that its local
content requirement violates GATT Article III (national treatment). In October 2001, the US
appealed to the Appellate Body, arguing that the ETI did not comprise an export subsidy in that the
method used to receive tax breaks was not restricted to exports and that there was accordingly no
direct causal link between the ETI and exports. In January 2002, the Appellate Body upheld the
panel’s decision.

One of the major points of contention with regard to the ETI pertains to the relation between the
ASCM and the prevention of double taxation of income for which tax is withheld abroad. The US
claimed that, because the ETI was a system designed to prevent double taxation on such income, it
was permitted under Footnote 59 of the ASCM Annex I, and, therefore, did not constitute an export
subsidy banned under the Agreement. The EU and Japan rejected this argument on the grounds that
the ETI was little more than a whitewashed version of the FSC regime and was clearly an export
subsidy. Moreover, the EU and Japan argued that it was unlikely that the system was designed to
prevent double taxation, as the US claimed, because the scope of the tax breaks under the ETI was
selective. In August 2002, a WTO arbitrator concluded that the US$4 billion tariff concessions
proposed by the EU constitutes appropriate countermeasures.

The US American Jobs Creation Act of 2004 (the Act), which repealed the ETI, was signed into
law on October 22, 2004. The EU had imposed retaliatory measures on March 1, 2004, but agreed to
temporarily suspend them when the Act took effect on January 1, 2005. However, to determine
whether the Act complies with the rulings of the WTO, the EU requested the establishment of a
WTO Article 21.5 compliance panel; the panel was established on February 17, 2005. The EU
argued that the transition provisions of the ETI and the fact that the ETI will remain in effect for any
contract signed before September 17, 2003 (grandfathering provision) are inconsistent with the
WTO Agreements.

In response, the United States did not contest the first Article 21.5 panel’s findings. Instead, the
United States argued that the first 21.5 panel made no new recommendation regarding the Act. The
United States maintained its position that the recommendations of the first 21.5 Panel and the
Appellate Body were not related to the ETI. The Panel rejected the US’s argument and concluded
that the United States maintained prohibited FSC and ETI subsidies through the transition and
grandfathering measures at issue, and that it continued to fail to implement fully the operative DSB
recommendations and rulings to withdraw the prohibited subsidies. The Panel Report was
circulated on September 30, 2005. The United States appealed to the Appellate Body, and the EU
also appealed on November 27, 2005. The Appellate Body upheld the 21.5 Panel’s findings,
concluding that the US still had not implement the recommendation. The Appellate Body report
was circulated in February 2006.

In May 2006, the US Congress passed a bill that included provisions to repeal the grandfathering
provisions in the US Job Creation Act of 2004. In consideration of this, the EU adopted a Council
Resolution to extend the period to repeal sanctions through May 29, 2006 or, if President Bush
signed the tax reduction bill by May 26, to repeal the regulations providing for sanctions measures
effective May 29. President Bush signed the bill on May 17; therefore, the resolution invoking
sanctions was repealed effective May 29.
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COLUMN: RULES FOR THE REALIZATION OF FAIR COMPETITION
CONCERNING STATE-OWNED ENTERPRISES

1. INTRODUCTION

State-owned enterprises' (SOEs) have existed from time to time in developed countries (such as
western countries), which have adopted them in areas that require a large amount of capital
investment (i.e., airlines and resources development) and in which is difficult for private companies
to invest. However, because of increased privatization since the 1990s, the remaining SOEs operate
only public services within the country. Therefore, the phenomenon was rarely seen in which SOEs
conduct large-scale transactions or investment activities across borders, excluding private
companies from the market by distorting competitive relationships. Recently, cases in which
state-owned enterprises exist in a wide-range of industrial sectors in emerging economies have
become more noticeable. In addition, with the expansion of the economic size of a country,
state-owned companies’ funds often are diverted into overseas investments. Since there are
situations in which SOEs are given preferential financial and regulatory treatment from the
government which private companies cannot obtain, situations in which Japanese companies are at
a competitive disadvantage in international competition against such state-run companies can be
seen frequently.

It is understood that there are public interests that cannot be achieved by leaving free economic
activities to private companies. In order to achieve such public interests, there are cases in which
the government should intervene or become involved. Furthermore, there is the need to
understand that there will be differences in the type of public interests that would be pursued, and
the policy measures to be selected depends on the conditions of policies and economies of each
country. However, if the financial and regulatory preferential treatments given to state-owned
enterprises are used to give them an advantage over their competition with other countries’ private
companies, the competition between companies will be distorted, disadvantaging private
companies which in reality on their own have competitiveness. As result, the optimization of
resource allocation around the entire globe may be harmed.

Therefore, in order to prevent impairing the fair competition between SOEs and private
companies in a market, the following point on how to utilize the present trade and investment rules
and their limitations will be examined.?

2. THE GROWTH AND OVERSEAS EXPANSION OF STATE-OWNED ENTERPRISES

Although there are several scales that could be used to measure the size and the growth of a

! Although the definition of a “state-owned enterprise” is an extremely important issue, this column for the time being
will define them as “a company in which the government is fulfilling a dominant role by owning the shares”, adopting
the approach that the subject of a discussion should not be narrowed down more than necessary before beginning a
review. Therefore, the scope of examination will not be limited to topics such as share ownership rates and the reason
for the ownership of shares (i.e., temporary nationalization). That being said, when examining new regulations such as
those mentioned later on, narrowing down the scope of “state-owned enterprises” that shall be regulated is necessary.
Therefore, along with the content of regulation, how to define “state-owned enterprises”, which are to be regulated, is
a major issue.

2 Along with the activities of state-owned enterprises, the activities of sovereign wealth funds have also had significant
influence on the investment activities of private companies. Therefore, regulations concerning sovereign wealth funds
and private equity funds are also an issue that should be reviewed. It goes without saying that in order to review
regulations concerning sovereign wealth funds, a careful review from the perspective of international finance systems
and not just of trade and investment will be necessary. In this column, only state-owned enterprises will be examined;
regulations pertaining to sovereign wealth funds will be examined as future agenda.
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company, this column will start by looking at total market value rankings. The 2006 edition of the
“Global 500 that the Financial Times releases every year shows that there was only one
state-owned enterprise that was within the top 10 (Gazprom, Russia). However, in 2010,
PetroChina (China) was ranked number one out of all companies. The 2011 edition will reveal that
although the company was ranked second, Industrial and the Commercial Bank of China was
ranked fourth, Petroleo Brasileiro (Brazil) fifth, and China Construction Bank tenth; a total of four
companies ranked within the top 10. Within just five years, the top 10 company list has changed
greatly, with Citibank (ranked fourth) and Bank of America (sixth) which were in the top 10 in 2006
now lowering their positions greatly. In 2011, they were ranked 39" and 38", respectively. Also, in
the 2012 edition, PetroChina is ranked 3rd, Industrial and Commercial Bank of China Limited is 6™
maintaining their high positions.

Next, this column will look at the sales ranking. According to the 2006 edition of “Fortune
Global 500” which the Fortune publishes every year, there were no state-owned enterprises ranked
within the top 10. Only Sinopec (China) was ranked 23™. However, looking at the 2011 edition
reveals that Sinopec was ranked 5th, PetroChina 6th and Smart Grid 7%, resulting in three Chinese
state-run companies ranking within the top 10 (as a side note, Japanese companies that ranked
included Toyota Automobiles in 8" and Japan Post, which the Japanese government owns all the
shares, at 9"). In the 2012 ranking, the above-mentioned top 3 Chinese companies are holding their
ranks. In this manner, the increase of state-owned enterprises in emerging economies can be
observed.

Additionally, when looked at sector-wise, the rapid growth of SOEs in the field of finance and
resources in emerging countries can be noted. For example, with regard to the steel industry, in
the 2011 edition of crude steel production ranking of World Steel, enterprises that rank 2", 31, 7t
and 8™ are all state-owned by China. Furthermore, looking at the ranking by sector will also
indicate that the presence of SOEs of emerging economies is also increasing. For example, within
the steel industry, Chinese SOEs ranked in second, third and fourth of crude steel production
ranking. Looking at the chemical industry will also show that within the production ranking of
ethylene, one of the main products, state-owned enterprises in China, Saudi Arabia, and Iran have
each made it into the top 10. Furthermore, in the automobile industry, three Chinese major SOEs
have been increasing their sales by establishing a joint venture with automobile companies around
the world. Even in the railway sector, CSR Corporation (China), which has been reported to rival
Japan in high-speed railway exports, is a SOE.

In this manner, state-owned enterprises in emerging economies, in particular within the area of
resources and finance, are rapidly growing. From the resources and finance that these SOEs
acquired, the state-owned enterprises located in downstream industries are also growing.

Next, to list a few specific activities of state-owned enterprises overseas, for example, in the
banking sector, the Bank of Brazil, in which the Brazilian government has owned the majority of
shares since 2010, has bought private banks from Argentina and the US. The Commercial Bank of
China has been buying private companies in Thailand and the Republic of South Africa since 2008.

Furthermore, one can observe many cases involving the securement of interests related to
mineral resources and raw materials and the acquisition of companies that have such interests. Even
in the past, there have been many countries that had the state-owned enterprises of their own
country manage the resources in the oil and natural gas industries (in an extreme case, Venezuela
has put all oil exploration and development under the management of PDVSA (Petroleos de
Venezuela) and nationalized it on May 2007. There has been a case of expropriating the assets of
Exxon Mobile). Recently, cases in which state-run companies have appeared as competitors to
Japanese companies in competitions for resources in third countries have been seen frequently. For
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example, Russian state-owned enterprises have been embarking in offshore gas field development
in India and Viet Nam. Indian and Malaysian state-owned enterprises related to petroleum have also
established venture companies with companies in order to cooperate in the oil development in
Venezuela. Furthermore, Chinese state-owned enterprises have been acquiring exploration rights
for mineral resources (i.e., iron ore and copper) and the collaboration and acquisition of companies
that possess interests not only in Asia-Pacific regions such as Australia and Laos, but also in South
America including Brazil and Peru, as well as in African regions, such as the Congo, Guinea,
Liberia and Madagascar.

3. IMPACT ON JAPANESE DOMESTIC INDUSTRIES AND WORLD ECONOMIES BY THE
ACTIVITIES OF STATE-OWNED ENTERPRISES

As mentioned above, investment activities that are notable in particular in recent years are the
investments from state-owned enterprises into mineral resources. In general, mining rights for
mineral resources and raw materials and acquisition of local companies that have such rights
require a sizable cost, in addition to the existence of significant investment risk. Concerning such
investment activities, it has been pointed out that state-owned enterprises, in which the government
has provided both tangible and intangible aids, have been conducting investments by presenting
exceptional favorable terms that cannot be offered by private companies. To be specific, examples
include presenting a high bidding price to resource-rich countries using low-interest loans via
state-run banks and such or promptly presenting with national assistance through other state-owned
enterprises concerning infrastructure development necessary for developing mines. Furthermore, it
has also been pointed out that state-owned enterprises can conduct investment activities that private
companies cannot perform, such as mobilizing government military forces in politically unstable
regions such as conflict zones.

If such arguments are true, and resources are acquired from active investments by state-owned
enterprises with favorable conditions that private companies cannot give, the international
competition in the concerned area will be distorted, significantly losing optimum resource usage, as
well as the realization of Japanese companies’ international competitiveness being unjustly
infringed upon. If that is the case, for the investment host country, there is a merit of being able to
earn funds in favorable terms in a short period. Since it is not an economically rational investment
decision it is undeniable that there is a possibility for incentives, such as additional investments
becoming necessary for business operations that will be omitted or an excessive streamlining will
be pursued in the middle- to long-term. As a result, the manufacturing and sales activities of
products, as an output of investment activities, will lose their competitiveness, ultimately creating
possible demerit of the operation itself folding. Such a situation will significantly deprive the
optimum resource usage to both investing countries and recipient countries and is clearly not
desirable from a global economy point of view. Thus, this is the reason why the prevention of
measures that invite the distortion of international competition by investment is sought after.

4. THE BACKGROUND THAT ENABLES INVESTMENT ACTIVES IN UNPRECEDENTED
TERMS
1) Low-interest loans from state-owned banks

Firstly, a possible factor that is enabling investment actives in unprecedented terms is the
low-rate interest loans offered by state-owned banks.

Comparing enterprise activities with a human body, it is said that banks are like a human heart
that flows in blood called money to companies (Japanese Bankers Association). As such, no matter
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how healthy a company is, if the “blood” stagnates, it will not be able to continue its economic
activities. On the other hand, even if a company is in a bankruptcy state without generating any
revenues, it will be able to continue its economic activities if “blood” is kept being supplied. In this
respect, it has been pointed out that under policy intentions, a portion of state-owned banks are
conducting low-interest loans at unprecedented conditions without validly judging the loan risks
concerning areas in which the nation stipulated as “strategic industries” or “key industries”.
Although it is difficult to quantitatively indicate the influence of low-rate loans to prices, the
countervailing duties investigation by the US and the EU against China serves as a reference for this
point. In the countervailing duties investigation regarding off-road tires that the US conducted, the
US was determined to subject countervailing duties of 2.45%-14%, stating that the product prices
have been decreasing due to subsidies, mainly low-interest loans from state-owned banks of China.
In the subsidies countervailing duties investigation regarding coated paper that the EU conducted,
the EU concluded that they can subject countervailing duties of 1.26%-5.37% against the
low-interest loans offered by state-owned banks of China.

Loans at favorable terms that ignore the risks, which allow for the lowering of product prices by
several percentages, are impossible for private financial organizations that pursue economic
rationality. If such enormous amounts of loans at low interest rates are being conducted by
state-owned banks, foreign investments and product exports that use funds earned in such a manner
are likely to be ones that ignore economic efficiency. In contrast to this, Japan’s policy finance
institutions conduct their operations in order to complement the roles of private finance institutions
after sufficiently reviewing loan risks. Therefore, it is extremely difficult for Japanese industries to
compete against company activities of emerging countries who are obtaining loans in a manner that
ignores financial risks.

Furthermore, even in the area of export credit, there have been indications that low-interest rates
that have surpassed the interest rates stipulated in the OECD export credit arrangement have been
conducted. For example, in January 2011 the Export-Import Bank of the United States reported to
the OECD that the bank provided export credit to GE that surpassed financial and regulatory by
using the matching article in order to compete with China. They claimed it was providing export
credit inconsistent with the OECD export credit arrangement concerning the procurement project
related to railways in Pakistan.

If the usage of export credit is inconsistent with the OECD export credit arrangement and
matching provision as its countermeasures continue, countries will each dish out export credit at
favorable terms, leading to endless unreasonable competition until reaching a financial limit. The
OECD export credit arrangement has been enacted to avoid such a situation, and export credit that
is not consistent with it should be strictly refrained. Furthermore, if export credit inconsistent with
the OECD export credit arrangement is conducted in an unclear manner, it is clear that Japanese
industries that receive export credit in a manner that complies with the arrangement will be put in a
disadvantageous position. It is believed that the importance of export credit increases with large
projects (i.e., infrastructure export), and it is extremely important to ensure and maintain the
equality of competition within this area.

2) Domestic operation environments that are advantageous for state-owned
enterprises

Another factor that could be attributed to enabling investment activities at unprecedented
conditions is a situation in which SOEs are making profits monopolistically without other
competitors existing within the country.

Although it is not rare for regulations to be in place concerning new entries in many sectors, in
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emerging economies in particular, there are cases in which new entries other than that of SOEs are
restricted to especially strategic industries. Furthermore, even if there are no restrictions imposed
legally, it is believed that there may be cases in which cooperation and joint ventures with
state-owned enterprises are forced. In other words, there could be situations in which the influence
and presence of state-owned enterprises are extremely significant in the sector in question (i.e., the
presence of SOEs in a horizontal relationship) or the manufacturing and sales in procurement and
circulation of necessary raw materials would be difficult without being involved with state-owned
enterprises (i.e., the presence of SOEs in a vertical relationship).

In situations in which competitions do not exist domestically, SOEs companies can make
monopolistic profits even in that country. Furthermore, since the shareholder is the government, the
companies do not have to distribute dividends. In such an environment, state-owned enterprises
companies can use abundant funds retained within the company for foreign investments.
Furthermore, even if they come across a situation in which it will not be economically viable if they
present investment conditions better than their competitors, state-owned enterprises can make
investments that are not economically viable if there are policies and orders by the government
since, unlike private companies, state-owned enterprises do not require investigations into the
accounting liability by stakeholders who are private citizens.

5. REGULATIONS FOR STATE-OWNED ENTERPRISES

1) Perspective of analysis

As mentioned above, Japanese companies are at times placed in internationally disadvantageous
competition environments due to (1) preferential treatment of funds for state-owned enterprises by
state-run banks, such as low-interest rate loans and (2) the domination of markets® through
immense influence in the market of state-owned companies. From the distortion of competitive
conditions from these factors, investments poor in economic efficiency in the medium- to long-term
will be conducted. As result, there is a possibility that even the efficiency of the entire global
economy will be harmed.

Conducting business activities with conditions more favorable than conducting business
activities in one’s own country by using the abundance accumulated by putting “obstacles” within
domestic markets in place in foreign markets have already been solved with anti-dumping duties
and subsidy countervailing duties in respect to goods trade. However, what is currently becoming
an issue is that the business activities of state-owned enterprises are not limited to goods trade but
are mainly those involved with investment. Furthermore, since the markets in which Japanese
companies compete in with state-owned enterprises tend to be third-country markets and not
Japanese or of the country of the state-owned enterprises, such issues cannot be solved with WTO
Agreements on subsidies or internal regulations or existing bilateral investment agreements.

An analysis on the areas that can be dealt with existing trade and investment rules and their
limitations will be analyzed below in accordance with above documentation.

2) Preferential treatment of funds for state-owned enterprises

A. WTO Agreement on Subsidies and Countervailing Measures (ASCM) and OECD export
credit arrangements

3 Concerning the domination of markets, this is not an issue limited to state-owned enterprises since it similarly arises
with monopolistic and oligopolistic companies. That being said, most state-owned enterprises are approved legally or
as a fact by the government to monopolize or over-concentrate. Therefore, this column will examine the effect of
dominating domestic markets regarding international trade and investment and related regulations.
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In respect to subsidies, they are regulated by the WTO ASCM. The ASCM is not only concerned
with “subsidies” granted by the government without compensation, but also treats low-interest rate
loans, debt waivers and the provision of goods and services at low prices as “subsidies”, as well as
the body providing the subsidies not being restricted to governments and regional governments, but
including “public body”. Although SOEs do not automatically become “public body”, there are
cases in which Chinese state-owned enterprises have been determined to be “public body” in a
WTO dispute settlement. Therefore, it is possible that the provisions of the ASCM will apply not
only to subsidies granted directly from governments but also to low-interest rate loans offered by
state-run banks.

In respect to the exportation of goods, providing export credit that deviates from the OECD
export credit arrangement is also prohibited by the ASCM. If such a situation becomes clear, it is
possible to seek for the abolition of the export credit in question (countries not participating in the
OECD export credit arrangement are also restrained legally through the ASCM).

Furthermore, if injury are occurred to domestic industries (or there is a threat that they might) due
to subsidies granted through state-run banks and such, protecting domestic industries by imposing
countervailing duties, instead of requesting for the abolishment of subsidies themselves, is a
measure that is allowed.

B. The limits and issues of the ASCM

However, there are limits and issues in the ASCM. Firstly, the ASCM can only be applied to
subsidies on goods, and its provisions do not extend to subsidies for services and investments. In
actuality, there have been negotiations conducted between Members to establish subsidies
regulations concerning services in the GATS. However, there has been no prospective of such
negotiations coming into settlement. Therefore, the provisions in the ASCM do not apply to
company activities other than goods trade, such as advancing into other countries (establishing
bases), company acquisition and acquisition of interests. If the effect of subsidies has not been
transferred to other countries’ companies that have been invested into, regulations cannot be
enforced to exports by the companies in question.

Secondly, the actualities of subsidy granting in each country are low in transparency. The ASCM
has made it mandatory to report to the WTO concerning subsidies granted to specific industries and
companies. However, it is not easy for other countries to confirm whether the reporting includes all
the subsidies in question or not.

C. Transparency of state-owned enterprise accounts

Indeed, with SOEs, there is the issue of whether state finances and state-owned company
accounts are clearly separated, which is a larger issue than the “transparency of subsidization”. As
long as these two are not clearly separated, it is not possible to ascertain how much funds are being
invested from the government into state-owned enterprises. Since “state-owned enterprises” are
conducting economic activities, there is a necessity to clearly separate accounts between that of the
government and state-owned enterprises, and at the very least aim to attain transparency of
company accounts.* This issue is an issue that could be said to be the premise of provision for the
notification of specific subsidies as stipulated in the ASCM. Although it is included in the
“Guidelines on State-Owned Enterprises” adopted in OECD in April 2005, there are no regulations

4 There are cases in which the state itself conducts business and is not restricted to creating a corporate identity as a
“state-owned enterprise” to conduct business activities. Even in such cases, it is necessary that there be transparency in
the relationship between business activity accounts and national finances.
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that have a more binding authority.

3) Domestic business operations of state-owned enterprises - a privileged
presence treated by the government

Characteristics of state-owned enterprises other than the aspect of price include: (1) they are
frequently legally or factually monopolistic or oligopolistic, on top of easily being able to construct
a dominating status even in a vertical relationship; and (2) they are able to execute business
activities in order to achieve certain policy intentions for the state while disregarding the prospect
of profit. Such business environments are created from the preferential treatment given by the
government to state-owned enterprises.

A. Execution of great operative force within markets by the monopoly and oligopoly of
state-owned enterprises

Concerning the issue (1) above, if Japanese companies used their dominant status within a
market to exclude and dominate competitors, the antimonopoly law (the Act on Prohibition of
Private Monopolization and Maintenance of Fair Trade) would be applied to them. However, some
countries have rules that stipulate that competition laws do not apply to state-owned enterprises.
For example, in China the antimonopoly law does not apply to “businesses in which the national
economy occupies a dominant position or related to the foundation of national economy or national
safety”. Such businesses reportedly are in the military, electrical, oil, petrochemical, telegraphic
communication, coal and civil aviation industries. If the competition law is not applied, the
investments of Japanese industries in the markets concerned will be suppressed, as well as the
possibility that Japanese companies will be put into a harsh competitive situation in third-country
markets, since the revenue of SOEs accumulated from monopolized profits within the country will
be directed into foreign investments.® Although it is possible that there are situations where
competition should be restricted from the standpoint of competition policies and public interests
(i.e., stable provision of lifelines and stable management of public transportation organizations),
there is a need to clarify from which competition provisions state-operated enterprises are being
excluded or restricted in case such situations.

For example, in the US, state policies regarding exclusions from competition are clearly
indicated in state laws that set out the sovereign act of the state government to restrict competition.
In addition, antitrust laws are not meaningful to the extent that sufficient supervision is not being
exercised. Even if the company is categorized as executing a government’s authority as a sovereign
act, it should not be excluded from the application of the competition law. It is very suggestive that
explicitly stating a policy that restricts competition and the existence of supervision of market are
set as requisites of such policies.

Concerning the application of competition laws, the GATS, which regulates service trade, states
that when service providers that have been determined to legally monopolize provide services
outside of the area in which their exclusive rights apply, stipulates that the providers shall not abuse
their monopolistic status in a matter that violates the commitment of the Member country in

5 Even if the competition law is applied to a state-owned enterprise, there is a possibility that in reality it is operated to
the advantage of the state-owned enterprise. In this instance, there is a regulatory issue of whether a system is in place
in which competition authorities can appropriately investigate and decide independently of the government. In addition,
there is the issue of operations in which several state-owned enterprises are operating in the same market similarly to
public-holding companies. Can they be treated as operating as a single unit under a single shareholder that is the
“government”? That being said, the necessity of harmonization related to the enforcement of competition laws is an
issue that does not stop at state-owned enterprises. There is a need to discuss these issues in order to answer the needs
of industries.
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question (GATS Article 8.2). This provision reflects ideas seen in competition laws. That being said,
since service market access and the national treatment obligations of the GATS are only applicable
within the areas in which Member countries have made commitments, there is a limitation; as long
as the Member does not infringe on the commitment, its monopolistic status cannot be raised as an
issue. (Similar provision does not exist in GATT, which regulates goods trade).

B. Execution of business activities that disregard profit prospects

The issue (2) above largely concerns a domestic business environment in which there is
legislation that does not raise issues regarding business activities of a company that disregards the
profit prospective. If a private company conducts sales that disregard profit prospective for the
reason of excluding other companies from the market, such action will be raised as an issue of
competition law as dumping. On the other hand, if this action was the result of company activities
that neglected the economic profit of the company in order to prioritize national profit, then it can
become an issue of management responsibility (i.e., corporation law). The issue of exemption of
competition laws related to state-owned enterprises has been mentioned above. However, there also
are instances in which state-owned enterprises are exempted or restricted from application of
corporate and insolvency laws (also including exemption in effect). The OECD guidelines on
state-owned enterprise seek clarification of rights protecting minority shareholders and authority of
board of directors, as well as restrictions on the state from exceeding its position as a sharcholder
and becoming involved with daily management matter. (These guidelines do not have any legal
binding force).

Reviewing the WTO agreements will reveal that the GATT stipulates that a government should
not discriminate between foreign countries concerning the exports and imports of state-owned
enterprises (for example, procedures such as allowing exports and imports from country A yet not
from country B despite there being no commercial reasons are not allowed) or to restrict the volume
of exports and imports by state-owned enterprises (GATT Article XVII: 1(a) and GATT ad Article
XVII: 1(a)). However, GATT Article XVII:1(b) does not contain an obligation for the state not to
intervene in daily management matters of SOEs and to let such companies act in accordance with
“commercial consideration.” Although there were views that stated that such obligations are also
covered, this has been rejected by the WTO Appellate Body). Thus, there are areas concerning
activities by state-owned enterprises in which there are no provisions in the WTO agreements. As a
side note, when China acceded WTO, it committed as a legal obligation to making the purchase and
sales activities of state-owned enterprises in accordance of “commercial consideration”, and that
the government will not exert its influence over the management of state-owned enterprises.
However, ensuring implementation is difficult.

6. RECENT TRENDS CONCERNING REGULATIONS OF STATE-OWNED ENTERPRISES

As mentioned previously, although there exists a certain amount of legal regulation for
state-owned enterprises within the WTO agreements, their disciplines (as trade rules) do not extend
to issues of the application of competition laws to SOEs and the management responsibilities placed
on them as a matter of corporate governance. Although there are OECD guidelines relating to such
areas, they are simply viewed as gentlemen’s agreements. Furthermore, not many emerging
countries participating in the OECD have adopted such limitations in their regulations.

In respect to this issue, the FTAs that have been concluded recently have recognized the
limitations of the WTO agreements. Therefore, there are regulations in them that go beyond the
limitations of the WTO agreements.

To be specific, there are stipulations in the EU-Republic of Korea FTA and the P4 Agreement
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(Singapore, Brunei, Chile and New Zealand) concerning the obligation to apply competition laws to
state-owned enterprises. Furthermore, there are requirements that the purchase and sale of goods
and services by state-owned enterprises in a manner that discriminates between domestic and
foreign companies is prohibited (US-Republic of Korea FTA, EU-Republic of Korea FTA) and that
the obligation for SOEs to sell and purchase only in accordance with “commercial consideration”
(US-Singapore FTA). These provisions go beyond provisions included in the WTO agreements.
From this point, one can read that the intention of these FTAs is to go beyond the provisions of the
WTO agreements.

Furthermore, the US revised the template of bilateral investment agreements (model BIT) in
April 2012, announced that regulations pertaining to the advantageous treatment of state-owned
enterprises have been improved. The US model BIT is a notable move, since it will not only serve as
a bilateral investment agreement, but may become a model of investment chapters for FTAs that the
US concludes in future.

7. FUTURE TASKS

When examining rules in order to ensure fair competition between state-owned enterprises and
private companies, it is necessary to first acknowledge that securing equal competition conditions
in liberalized trade and investment environments in the world is essential in order to realize
optimum resource allocation. Furthermore, regulations should prevent damage to the valid role
which SOEs are fulfilling (and that the roles in which state-owned enterprises should be fulfilling)
in the realization of public interests that cannot be achieved through competition and recognize that
they differ under the situations of each country’s economy. Thereafter, the perspective that places
importance on effective regulations for preventing government from exceeding its valid role and
treating SOEs preferentially in financial and regulatory aspects are necessary for preventing such
companies from conducting economic activities that ignore economic activities and efficiency in
which foreign public companies cannot perform. The above analysis shows that although there are
a few issues that are regulated by the WTO Agreements concerning securing equality of
competition between SOEs and private companies, there also are areas in which regulations are
insufficient. Furthermore, rules to complement areas that the WTO agreements do not cover have
been implemented in recent FTAs. In the OECD, guidelines that focus on state-owned enterprises
have been formulated. Thus, there is the need to pay close attention to other countries’ FTAs and
initiatives within the OECD.

What is necessary for the future is to deepen the factual analysis related to competition with
SOEs that industries are facing and examine whether issues can be addressed by the current trade
and investment rules. It is also necessary to implement new international rules if the current rules
cannot address all the issues, as well as to review domestic legal systems in light of such new rules.
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COLUMN: SUBSIDY DISCIPLINES AND INDUSTRY SUPPORT MEASURES BY
EMERGING COUNTRIES

In recent years, emerging countries have faced the issue of serious excessive production capacity
in some industrial sectors. This has been caused by their industry support measures through the
grant of subsidies and preferential taxation by their governments, low-interest loans provided by
state-owned banks, and special preferential treatment for state-owned companies, as well as the
slowdown of the economy and demand in those countries.® As a result, notable detriments have
been caused, including torrential low-price exports and associated global price decline, as well as
over-use of trade remedy measures (anti-dumping measures and safeguards) for protection of
domestic industries.”

Information on industry support measures by governments of emerging countries, such as the
purpose, means, and amount of such measures, is often not disclosed even internally. This column
studies the provisions of the ASCM and dispute settlement precedents that could raise problems in
relation to such industry support measures.

1) CURRENT STATUS AND CHALLENGES OF SUBSIDY DISCIPLINES

Article 1.1 of the ASCM states that a subsidy exists if there is a “financial contribution” by a
“government” or any “public body” and a “benefit” is thereby conferred on the receiving enterprise.

”Government” is used as a broad concept that includes government organs. As to what kinds of
bodies are considered “public bodies,” there are no specific provisions in the ASCM. While there
have been some precedents set by the Appellate Body, additional clarification is needed. The
Appellate Body has found that, in order to be a “public body”, an entity needs to be not merely one
in which the government possesses shares (i.e., a state-owned company), but an entity that
possesses, exercises, or is vested with, governmental authority.® The Appellate Body found
Chinese state-owned commercial banks to be “public bodies” on the basis that they were exercising
government functions in place of the Chinese government. However, regarding state-owned
companies producing steel, etc., it stated that entities cannot constitute “public bodies” merely
because they are owned by the government through shareholding. They need to be vested with
governmental authority.” Moreover, regarding India’s National Mineral Development Corporation,
the Appellate Body held that the Indian government’s majority ownership of shares in the
corporation and its power to appoint or nominate the corporation’s directors was not a sufficient
basis for finding the corporation to be a “public body”.!® Therefore, it is important to clarify the
necessary factors for evidencing that an entity is vested with governmental authority through the
accumulation of WTO dispute settlement precedents, etc.

With regard to “financial contribution,” Article 1.1(a)(1) of the ASCM provides that there is a
financial contribution where: a government practice involves a direct transfer of funds (e.g. grants,
loans, and equity infusions), potential direct transfers of funds or liabilities (e.g. loan guarantees);
government revenue that is otherwise due is foregone or not collected; a government provides

¢ For the steel sector in particular, see Column: Issue of Excessive Production Capacity in the Steel Industry, etc.

7 While countervailing duties are direct measures for countering subsidies, the issue of excessive production capacity
has caused a decline in the prices of not only imports from countries party to subsidy-related disputes, but also imports
from third countries, so anti-dumping measures or safeguards are often implemented as a stopgap measure to block
such imports.

8 United States — Definitive Anti-Dumping and Countervailing Duties on Certain Products from China (DS379).

® United States — Countervailing Duty Measures on Certain Products from China (DS437).

10 United States — Countervailing Measures on Certain Hot-Rolled Carbon Steel Flat Products from India (DS436).
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goods or services other than general infrastructure, or purchases goods. Accordingly, a wide range
of positive and negative transfers of all kinds of property values constitute “financial contribution.”
Since there has been a case in which the Appellate Body ruled that even airports and roads that seem
to be general infrastructure can constitute financial contribution if they are developed for a certain
company or companies,'' it can be said that whether or not there is financial contribution is not
determined based on the nature of the infrastructure, but is determined by the purpose of the
infrastructure.

When subsidies are provided by a typical method such as grants or low-interest loans, their
existence and scale are relatively clear, and it is easy to determine whether they constitute a
financial contribution. However, non-typical subsidies also can become subject to the ASCM, as in
a case in which it was disputed whether provision of raw materials and energy such as electricity at
low prices through a state-owned company could be regarded as a subsidy.!? In addition, the benefit
determination is relatively difficult in the case of non-typical subsidies. It is important to strengthen
and further clarify rule-making through accumulation of dispute settlement precedents, while also
ensuring this by securing transparency or introducing policy evaluation, as discussed later.

2) RELATIONSHIP BETWEEN PROHIBITED SUBSIDIES (RED SUBSIDIES) AND THE
OECD’S ARRANGEMENT ON OFFICIALLY SUPPORTED EXPORT CREDITS

Article 3.1 of the ASCM specifies that subsidies contingent upon export performance (export
subsidies) and those contingent upon the use of domestic over imported goods (local content
subsidies) are prohibited subsidies (red subsidies). A WTO complaint may be filed or
countervailing duties may be imposed against such subsidies. However, there is a safe haven
provision that stipulates that officially supported export credits which are in conformity with the
interest rate provisions of the OECD’s Arrangement on Officially Supported Export Credits are not
regarded as prohibited subsidies.!'> In DS46 it was held that subsidies constitute prohibited
subsidies if a reasonable amount of benefits are conferred in comparison with the commercial
interest reference rates under Article 19 of the Arrangement.'* Whereas officially supported export
credits provided by developed countries are based on the terms and conditions for export credits
prescribed in the Arrangement,'® there is a possibility that those provided by some emerging
countries are based on more relaxed terms and conditions, and if so, it may be in violation of the
ASCM.

It is important that OECD member countries and emerging countries provide officially supported
export credits under common rules, and that continuous efforts are made to encourage emerging
countries to participate in the Arrangement, and to request emerging countries to self-evaluate their
officially supported export credit systems.

3) POSITIONING OF THE SUBSIDY POLICY OBJECTIVES IN THE DISCIPLINES OF
YELLOW SUBSIDIES

Yellow subsidies refer to subsidies which are specific and which have adverse effects on other
countries. “Adverse effects” are divided into the following three categories under Article 5 of the

1 European Communities-Measures Affecting Trade in Large Civil Aircraft (DS316).

12 United States-Definitive Anti-Dumping and Countervailing Duties on Certain Products from China (DS379).

13 Annex I, paragraph (k) of the Agreement on Subsidies.

14 Brazil-Export Financing Programme for Aircraft (DS46).

15 In Japan, Japan Bank for International Cooperation (JBIC) and Nippon Export and Investment Insurance (NEXI)
provide officially supported export credits based on the terms and conditions prescribed in the OECD’s Arrangement
on Officially Supported Export Credits.

455



456

Part II: WTO Rules and Major Cases

ASCM: (i) injury to the domestic industry; (ii) nullification or impairment of benefits (particularly
the benefits of tariff concessions) accruing under GATT; and (iii) “serious prejudice.” !¢ If a subsidy
causes “injury to the domestic industry” such as decreasing the performance of the importing
country’s domestic industry, countervailing duties may be imposed on the relevant product based on
investigations conducted by the importing country’s government. Even if “injury to the domestic
industry” does not exist, such as in the case where products for which subsidies were provided are
not directly exported to the importing country and are displacing or impeding a third country’s
shares, it is possible to file a complaint with the WTO’s Dispute Settlement Body. If the existence of
“serious prejudice” can be proved, the WTO dispute panel and/or the Appellate Body will issue a
recommendation that the system should be abolished or that there should be implementation of
remedial measures to make the system compliant with the Agreement. Article 6.1 of the ASCM, as
drafted, had provided that “serious prejudice” is presumed to exist where the total ad valorem
subsidization of a product exceeds 5%, subsidies cover operating losses sustained by an industry or
enterprise, and there is direct forgiveness of debt. These provisions on so-called “dark amber
subsidies” lapsed at the end of 1999).

The disciplines on yellow subsidies do not clearly indicate that the purpose of the subsidies
should be taken into consideration, and appear to indicate that effect on trade is the only
requirement. However, it can be argued that, if the policy objective is justifiable and the subsidies
are reasonable means for achieving the objective, such as subsidies for research and development
provided for averting market failure, such subsidies should be allowed.!” The above-mentioned
provisions on dark amber subsidies suggest that the WTO member countries had a common
recognition that policy objectives need to be taken into consideration when applying the disciplines
of subsidies. There are also dispute settlement cases in which objectives have been taken into

consideration in effect or implicitly in determining “adverse effects”.!8

Industry support measures by emerging countries are sometimes implemented with a vague
objective of developing a specific industry!'® or without announcing the policy objectives even
within the country. However, measures with unclear policy objectives tend to disregard economic
rationality and become trade-distorting measures. Therefore, it would be desirable to interpret the
disciplines of yellow subsidies by taking into consideration clarified policy objectives. Such legal
interpretation also would be expected to encourage the member countries to carefully examine the
objectives of their subsidy measures and would have an effect of reducing inappropriate subsidies
as a result.

4) CURRENT STATUS OF DISCIPLINES AND RECOMMENDATION CONCERNING
TRANSPARENCY OF SUBSIDIES

Article 25.2 of the ASCM provides that “Members shall notify any subsidy as defined in
paragraph 1 of Article 1, which is specific within the meaning of Article 2, granted or maintained

16 Article 6.3 of the Agreement on Subsidies provides that “serious prejudice” may arise in any case where the effect of
the subsidy is: (a) to displace or impede the imports of a like product of another Member into the market of the
subsidizing Member; (b) to displace or impede the exports of a like product of another Member from a third country
market; (c) significant price undercutting by the subsidized product as compared with the price of a like product of
another Member in the same market or significant price suppression, price depression or lost sales in the same market;
or (d) an increase in the world market share of the subsidizing Member in a particular subsidized primary product or
commodity, which follows a consistent trend over a period when subsidies have been granted.

17" Analysis from this viewpoint is discussed in the subsequent column “Possibility of Considering Policy Objectives
under the ASCM.”

18 See Part II, Chapter 7, 1.(2)3.ii. “Adverse effects.”

19 India — FIT (DS456), etc.
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within their territories.” This provision obligates the WTO member countries to notify the WTO
Secretariat of the contents and amounts of trade-distorting subsidies biennially. The subsidies for
which the notification was made are reviewed by the member countries at Subsidies Committee
meetings. Among the 160 member countries, only 69, including Japan, have made notifications. Of
the remaining countries, as of 2013, 23 responded that they have no subsidies subject to notification,
and 68 have failed to make notifications. In addition, emerging countries often do not disclose
information internally either, so in some cases there is no means to acquire information on the
contents or amounts of subsidies.

In light of the preambles, etc. of the WTO Agreements, the purpose of the disciplines of subsidies is
not to prohibit all kinds of subsidies, but to regulate subsidies that aim or have an effect of
protecting a domestic industry through trade distortion. From the viewpoint of eliminating
inappropriate subsidies, Japan has been striving to secure the appropriateness of and transparency
in the contents of administrative projects by disclosing information through administrative project
reviews, etc. Such efforts of information disclosure and system evaluation prompt a review of
highly trade-distorting industry support measures that lack economic rationality, and lead to
rectification of the economic policy and fiscal management of the countries implementing industry
support measures. It is hoped that efforts of information disclosure and system evaluation will
expand in the respective countries in the future.

COLUMN: POSSIBILITY OF CONSIDERING POLICY OBJECTIVES UNDER
THE ASCM - SUBSIDIES FOR RESEARCH AND DEVELOPMENT/SUBSIDIES
FOR ENVIRONMENTAL PROTECTION

*This column tries to summarize the idea of the policy objectives of subsidies in the ASCM in
consideration of the importance of accurately understanding the “economic implications of the
rules” pointed out in 2. 3) of the Preface. Government policies should continue to be discussed in
the future.

As described in (2) Legal Framework of this chapter, subsidies are categorized into red subsidies
(prohibited subsidies), yellow subsidies (other subsidies), and green subsidies (permitted subsidies)
from the point of view of trade distorting effects.’” A Member must withdraw yellow subsidies that
cause adverse effects?! to the interests of other Members or take steps to remove the adverse effects
(Article 6 of the ASCM). As the provisions permitting green subsidies, which permit subsidies
intended for research/development and environmental protection, etc., are no longer effective, there
is no provision requiring the consideration of the policy objectives of subsidies under the ASCM.
However, discussions on this point are considered necessary from the following two points of view.

First, subsidies that affect trade are regulated under the ASCM. The decision-making in the
determination on the existence of effects on trade in the precedential cases indicate that
consideration needs to be given to the objectives of subsidies. As subsidies essentially are a
political tool for protecting public interests of some sort by exerting influence on the market
mechanisms and reflecting the results, they are presumed to have some effects on trade by nature.

20 The provisions on green subsidies are expired as of the end of 1999, and at the present only the provisions on red and

yellow subsidies are in effect.

21 Adverse effects include “serious prejudice to the interests of another Member” (Article 5(c) of the ASCM), and this
“serious prejudice” “may arise” in cases where the effect of the subsidy is to displace or impede the imports or exports
of a like product in the market of either party, etc. (Article 6.3).
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The Appellate Body in the Airbus case recommended comparison with the situation where the
subsidies did not exist the so-called “but for” tests) in determining the existence of effects on trade,
and concluded that the existence of “serious prejudice” can be determined from the fact that the
products at issue were in an oligopoly market.?? Allowing the determination of the existence of
effects on trade by using these “but for” tests may increase the risk of subsidies that are more
effective in achieving policy objectives being prohibited because of greater effects on trade. Since
subsidies are granted as a mechanism to achieve various public policy objectives of the respective
countries, however, regulations that prohibit them because of the existence of effects on trade are
considered inappropriate. A framework that allows subsidies depending on the policy objectives is
considered necessary.?

Second, subsidies having the same effects on trade are handled differently depending on the
methods of payment. Limiting the provision of subsidies to purchasers/consumers only for
domestic products is in violation of the ASCM and is prohibited as a violation of the national
treatment obligations under GATT. GATT Article III: 8(b), granting subsidies only to domestic
producers, however, is not considered a violation of the national treatment obligations under
GATT.>* However, the rationality of selecting the means of granting subsidies may be doubtful
depending on the objectives. For instance, when attention is paid to the environmental performance
of products and subsidies are granted with the goal of protecting the environment by reducing
adverse effects on the environment caused by the use of the products, unlike subsidies provided to
consumers that do not limit the products, selecting the subsidies which only grant to producers will
exclude imported products having the same or higher environmental performance than the domestic
products from eligibility for the subsidies. This may create a situation where the subsidies
eventually do not contribute to the policy objective of environmental protection. Despite the fact
that the existence of effects of such subsidies on trade, etc. can be determined except in extreme
cases, excluding them from the national treatment obligations and allowing them under the ASCM
solely because they are directly granted to domestic producers seems unreasonable. Whether or not
the relationship between the policy objectives and the means of providing subsidies needs to be
considered is at issue here.?

From the reasons given above, in order to develop suggestions on how the regulations on
subsidies should be interpreted, the effects of subsidies on international competition/trade should
be discussed mainly from the economical point of view.

Subsidies for research and development and subsidies for environmental protection are discussed
as examples below.

22 Appellate Body Report on EC and certain member States - Large Civil Aircraft, paras. 1109-1110.

23 On this point, the fact that paragraph 1, Article 8 of the ASCM excluded subsidies intended for the policy objectives
of research/development and environmental protection (so-called green subsidies) from regulations indicates that the
idea of considering the policy objectives of subsidies in determining “serious prejudice” originally existed. This
paragraph expired. However, the Appellate Body later concluded that the nature of subsidies should be considered in
determining the existence of effects on trade, and therefore appeared to have agreed to give consideration to the
objectives of subsidies (Appellate Body Report on US-Upland cotton case, para. 434).

2% However, such subsidies fall under yellow subsidies, and, if the existence of trade -distortive effects is determined,
the subsidy must be withdrawn or steps taken to remove the adverse effects it has caused.

25 There are actual cases of the above-described approach of considering the policy objectives of subsidies and the
relationship between the policy objectives and the means in the regulation of subsidies. For instance, subsidies that
are deemed as mere donations are disallowed under Japanese administrative laws. In addition, the EU competition law
(regulations on subsidies) places focus on subsidies having adverse effects on the competitive environment of the
market within the region, and allows subsidies having no effects on the competitive environment as exceptions to the
EU’s regional directive. Therefore, there is no reason to reject a priori the requirement of considering the rationales of
the policy objectives of subsidies and the means for achieving the objectives, etc.
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1) SUBSIDIES FOR RESEARCH AND DEVELOPMENT

In the large aircraft market, the United States’ Boeing and the EU’s Airbus are the two companies
competing in the world market, and their governments have supported the development of aircraft
with subsidies for research and development. The United States and the EU both criticized the
subsidies of the other, claiming that they were in violation of the WTO ASCM. The WTO Appellate
Body determined that subsidies for aircraft by both parties had adverse effects on the other, and
requested the correction of their subsidies (see 2. 4) of this chapter for the details of this case). As
described above, in the Airbus case, it was determined that effects on trade was existed and caused
significant adverse effects on the interests of other Members because new products could not have
been produced without subsidies?®.

However, determining the rationale of regulations on subsidies aimed at facilitating the
development of technologies based only on the effects on trade is questionable. Such subsidies
naturally have effects on trade when the objective of developing technologies is successfully
achieved. If the existence of “serious prejudice” can be determined only based on the effects on
trade, such subsidies would be disallowed. With research and development, generally, “market
failure” exists, such that (1) free rides due to the inability to monopolize technologies/knowledge
and (2) the uncertainty of research and development and the scale of necessary investment can
easily lead to excessive risk-averse behavior. For this reason, companies tend to make less than the
appropriate level of investment in research and development, although spill-over effects can be
expected from new technologies positively affecting other sectors. If subsidies for research and
development correct this issue, they can increase research and development activities to the
appropriate level and improve social welfare in producing countries. In that case, granting subsidies
can be considered desirable. Therefore, the appropriateness of “but for” tests suggested by the
Appellate Body, which may entirely prohibit subsidies with such objectives, needs to be considered
carefully.?’

In addition to the above, the positive economic effects of the competition in the international
market on other companies observed in the cases of Airbus and Boeing are also worth considering.
Ishikawa (2005) conducted economic analysis and discussions regarding the dispute about civil
aircraft subsidies of the United States and the EU using game theory?®. Ishikawa assumed that if
only either Airbus or Boeing developed civil aircraft, the developing company would monopolize
the market and gain large profits, but if both companies developed civil aircraft, marketing

26 The existence of a causal relationship between subsidies for research and development at issue in the Airbus case
and effects on trade was originally not determined because the subsidies were intended for the development of
technologies that could be applied to aircraft in general, and there were insufficient grounds to prove that the subsidies
gave a competitive advantage to specific types of aircraft. The above determination, however, showed that a causal
relationship between the subsidies for research and development and the effects on trade that led to a competitive
advantage could not categorically be denied. The existence of the causal relationship could be determined when, for
example, subsidies contributed to the development of innovative technologies. In contrast, in the Boeing case, a causal
relationship between the subsidies for research and development and the effects on trade was determined to have
existed and the significant adverse effects were partially recognized.

27 Since the Appellate Body in the Airbus case cited the oligopolistic market structure as a reason for determining the
existence of “serious prejudice”, it may be argued that the logic of this case cannot be generalized to other cases.
However, even in a so-called perfectly competitive market, as long as the competitive relationship with foreign
industries can be determined, receiving subsidies and reducing the price of the products sold to the extent of such
subsidies can still displace or impede imports or exports, and the objectives of the subsidies cannot be achieved without
causing effects on trade. Therefore, the risk in adopting “but for” tests cannot be eliminated by the determination of
oligopoly market.

28 “Simple Economics — Game Theory Analysis Trade Policies and Strategies” by Jota Ishikawa, the Research
Institute of Economy, Trade and Industry

http://www.rieti.go.jp/jp/papers/contribution/yasashii/03.html
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competition between them would prevent both from earning significant profits. In the latter case, if
only one of these companies was granted subsidies for research and development, the other
company would lose the opportunity to gain profit through research and development and suffer
damage. Such outcome is undesirable to both countries and both companies, but the subsidies
flowing out of the competition between these companies will provide benefits to
purchasers/consumers. That is, from the point of view of the overall international economy,
subsidies for research and development by both countries will enable airline companies around the
world to purchase high performance aircraft at low price and consumers to enjoy improved
convenience through reduction in airfare. In addition, more active movement of human
resources/goods due to the reduction in transportation costs using aircraft also would be expected.
Such subsidies may appear to cause negative effects when considering only the economic effects on
trade between two countries, but they can be argued to have positive effects on global trade that
includes third countries.

However, the above analysis is based on simple assumptions, etc., and making actual
determinations requires more detailed examination. In addition, the economic effects assumed with
subsidies granted to both companies differ from both the effects on trade and the effects of the direct
objectives of the subsidies, and do not apply to industries other than the aircraft manufacturing
industry because of the duopoly situation. Therefore, whether or not this particular case should be
considered in interpreting the ASCM, which generally addresses subsidy issues in situations with
more producers, is unclear.

2) SUBSIDIES FOR ENVIRONMENTAL PROTECTION

Subsidies granted for the protection of the environment can be divided into (1) subsidies that are
granted with attention paid to the environmental protection effects in the manufacturing process
(for instance, subsidies for the replacement to higher environmental protection level facilities) and
(2) subsidies that are granted with attention paid to the environmental protection effects regarding
the products and their use (for instance, subsidies for ecologically-friendly vehicles). The former
subsidies are normally granted only to domestic producers and relate to the environment effects in
their own country. The latter subsidies, which are granted with attention paid to the environmental
protection effects regarding the products and their use, can further be divided into those granted to
consumers of the environmental goods (such as Japan’s subsidies for ecologically-friendly
vehicles) and those granted to domestic producers, such as China’s subsidies for producers of
ecologically-friendly vehicles.?’ Under the WTO rules, government measures that treat domestic
products more favorably in competition violate the national treatment obligation of GATT Article
III: 4. Therefore, granting subsidies only to consumers that purchase domestic products is in
violation of the national treatment obligation. In contrast, GATT Article III:8(b) provides that
granting subsidies only to domestic producers does not constitute a violation of the national
treatment obligation, although it has more favorable effects on domestic products than imported
products. In addition, subsidies granted only to domestic producers are of course not prohibited
under the ASCM. However, although the original policy objective of the subsidies was to reduce the
environmental impacts resulting from the use of the affected products, such subsidies, like subsidies
granted only to the purchasers (consumers) of the domestic products, may also have the effect of

29 The Chinese government set the goal of increasing the number of electric vehicles and plug-in hybrid vehicles at 0.5
million by 2015 and to 5 million by 2020. They have been granting producers of electric vehicles and plug-in hybrid
vehicles subsidies of up to 60,000 yuan and 55,000 yuan, respectively, under the ecologically-friendly vehicle subsidy
system since 2010 in order to promote domestic ecologically-friendly vehicle production. In addition, China’s present
subsidy system specifies that the subsidies are for consumers, but in actuality only producers can apply for the
subsidies.
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replacing some of the imported products having higher environmental performance than the
domestic products. Therefore, these subsidies both share the essential problem, and there seems to
be no practical reason to treat them differently. The policy objective of the subsidies is actually to
protect the environment, attention should be paid to the effects of the products on the environment,
and limiting the subjects of the subsidies to the domestic products is not always considered
reasonable.

Under conditions where no trade exists, if certain products positively affect the environment,
granting subsidies for the production of such products corresponding to their external effects
(positive effects on the environment) expands social welfare within the country. However, in
actuality trade exists and the respective countries affect each other, and therefore even the
environmental policies can, depending on the system design, cause economic inefficiencies for
other countries through trade. That is, granting subsidies only to domestic companies (i.e. to
domestic products) can cause reduction in imports of goods having the equivalent environmental
performance from other countries. It also can cause inefficiencies to producers of other countries,
such as their pursuit of the economy of scale being disturbed, because they have to switch from
exports and move their production bases to the country providing the subsidy.

On the other hand, the “theory of infant-industry protection” is often cited as a rationale for
accepting the adverse effects of subsidies through trade. The theory claims that infant industries can
accumulate technologies while being protected from competition by subsidies, etc., and it will help
them create new innovations and increase global benefits when they shift to become exporting
industries and enter into trade. If the infant industries protected as such actually gained relative
advantage, a more desirable situation could be realized for the entire global economy in the
long-term. In particular, when some conditions exist that disturb the development of potential
competitiveness of infant industries domestically, such as immaturity of domestic financial markets
for small- and medium-sized companies, newly-established companies, and technological
development investment, etc., governmental intervention, including the granting of subsidies to
overcome such conditions may be accepted. It must be noted, however, that subsidies with the
objective of protecting infant industries usually are intended for the purpose of distorting the
market.

The above discussion indicates that when subsidies are granted with attention paid to the
environmental effects relating to the use of the products, if the subsidies for the producers are
selected as the means to achieve the objective, rather than the subsidies for the consumers that do
not limit the subjects for the subsidies, imported products that can more significantly contribute to
the protection of the environment may be excluded from eligibility for the subsidies even though
the policy objective is to protect the environment. Therefore, it can be argued that the system is
actually designed to develop domestic industries that can affect trade. It is inappropriate to view
subsidies for producers as being problematic solely because they limit the recipients to domestic
producers. However, after taking the previous points into consideration, whether the subjective
structure/system design of the subsidies, including the scope of subjects and requirements, etc. is
appropriate as the means to achieve the policy objectives should be considered in regulating the
subsidies. Whether effects on trade exist, and whether or not the intention of protectionist policies is
hidden also should be considered.*

The cases of subsidies that are economically reasonable but are regulated, and subsidies that are not

30 More concretely, possible interpretation includes limited interpretation of GATT Article III: 8(b) and considering
structural defects of the subsidy measures as positive factors in the determination of “adverse effects such as “serious
prejudice”, etc.” (Part III of the ASCM).
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economically reasonable but are not sufficiently regulated, are described in (1) and (2) above. The
Appellate Body has made some important determinations with respect to the WTO ASCM, but in
order to ensure appropriate balance between trade liberalization and regulations of domestic
economic policies, pursuing the ideal interpretation also from the point of view of economical
rationality of subsidies is worth discussing.






