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Summary

The regulation of subsidies has long been an intractable issue in terms of international
trade regulation. When it involves the civil aircraft industry, the question of subsidies is
even more complex. Conflicts over the use of aircraft subsidies date back to the GATT
period and have lingered for decades. As the most important global organisation dealing
with trade rules between nations, the WTO has a critical role in dealing with the subsidy
problem in the civil aircraft industry.

The primary aim of this thesis is to examine whether WTO rules on subsidies are
effective in dealing with issues that are unique to the civil aircraft industry. It mainly
carries out qualitative research on the application of the WTO rules in the sector. The thesis
first critically examines the WTO subsidy rules since the GATT period. Then, the
characteristics of the civil aircraft industry that render subsidy issues in that industry more
contentious are discussed. It also investigates the conflicts over the use of aircraft subsidies
that have developed since the GATT period. After that, the thesis goes on to assess the
rulings of the WTO adjudicating bodies on legal issues regarding the subsidisation of the
aircraft sector. This thesis also examines the effectiveness of the WTQO’s dispute settlement
mechanism in the context of the civil aircraft industry. Although the civil aircraft market
has been dominated by the US and the EU, China, amongst others, has entered the sector in
a significant way. Thus this thesis pays particular attention to the use of aircraft subsidies
in China and their possible legal consequences under the WTO legal framework.

On the basis of the foregoing analysis, this thesis concludes that the WTO subsidy
rules and its dispute settlement mechanism are not fully effective in dealing with the
subsidy problem in the civil aircraft industry. The application of stringent disciplines to the
industry is impractical and could discourage competition and stifle innovation. Finally, this
thesis ventures in search of a solution to the legal problems of subsidy use that it has
highlighted. It concludes by indicating that these historical and ongoing issues can be
ameliorated, and to this end suggests workable changes to existing international legal

arrangements in this area.
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Chapter 1 - Introduction

The regulation of subsidies is a complex issue with great legal, political and economic
implications." As will be discussed in chapter two of this thesis, subsidies are viewed as
protectionist and trade-distorting. However, they can also be a useful government
instrument for pursuing important and wholly legitimate economic and social policy
objectives.” As a result, there are different attitudes towards government subsidisation
among countries. The question of subsidy regulation has long been intractable in terms of
international trade regulation. It has even been said that no question in international trade
law is more contentious than this one.’

However, subsidy issues become more intractable when they involve the civil aircraft

industry. Conflicts over the use of aircraft subsidies date back to the GATT period and have

lingered for decades.® The civil aircraft industry is of great significance both from

economic and political perspectives. As will be discussed in detail in chapter three, it can
play an essential role in national economies in terms of generating revenue, promoting
exports and creating jobs, etc.’ In addition to its significance in economic terms, the

industry also has great strategic and political importance due to its close connection with

! Claire Micheau, State Aid, Subsidy and Tax Incentives under EU and WTO Law (Kluwer Law International 2014), at
1.

2 Michael Trebilcock, Robert Howse and Antonia Eliason, The Regulation of International Trade (4th edn, Routledge
2012), at 355.

3 Andreas F Lowenfeld, International Economic Law (2nd edn, Oxford University Press 2008), at 216.

* The General Agreement on Tariffs and Trade (GATT 1947) was signed in 1947 during the course of broader
negotiations aimed at the establishment of the International Trade Organisation (ITO). However, the US Congress failed
to ratify the ITO, and therefore the GATT took over its role. From 1948 until the establishment of the WTO, the GATT
was the main international agreement regulating trade between nations. It functioned as an organisation and was
considered as the predecessor to the WTO. See John H. Jackson, The Jurisprudence of GATT and the WTO: Insights on
Treaty Law and Economic Relations (Cambridge University Press 2000), at 17; Yi-Chong Xu and Patrick M. Weller, The
Governance of World Trade: International Civil Servants and the GATT/WTO (Edward Elgar Publishing 2004), at 61.

5 For instance, the civil aircraft industry is one of the largest exporting industries in the US, and the trade surplus
resulting from the civil aircraft industry is higher than that resulting from any other manufacturing industry. For more
discussion, see chapter three of this thesis.



the national defence sector and its leading role in high-tech industries. It is usually
regarded as a symbol of national pride and a reflection of national strength.®

Compared with other industries, the civil aircraft industry is distinctive because of its
unique economic and competitive nature. It is characterised by, for instance, very high
market entry barriers resulting from huge up-front development costs and capital
requirements, immense technological risk and large economies of scale.” These barriers
would defeat typical market forces and result in a natural monopoly in the industry.®
Therefore, the civil aircraft industry is one of the most highly concentrated industries in the
world. There are only a very limited number of civil aircraft manufacturers worldwide,
located mainly in the US and the EU.’ Due to these characteristics, government
subsidisation is required in order to achieve success in the civil aircraft industry. They also
lead to great government subsidisation and intervention in the sector.'’

As the most important and the only global international organisation specifically
dealing with trade rules between nations, the WTO’s role, and in particular that of its
subsidy rules, is crucial in dealing with the subsidy problem in the industry. Subsidy rules
under the WTO framework were established during the GATT period and have continued
to develop since then."' However, disputes concerning the use of aircraft subsidies lingered

throughout the GATT period and have remained unresolved since the formation of the

® Oliver Stehmann, ‘Export Subsidies in the Regional Aircraft Sector’ (1999) 33 Journal of World Trade 97, at 97.

7 For instance, the cost of developing an indigenous airliner lies between $4 to $6 billion in up-front expenditure and
materials. For further discussion, see Laura D’ Andrea Tyson, Who's Bashing Whom? Trade Conflict in High Technology
Industries (Institute for International Economics 1992).

® Ibid, at 156.

® For the purpose of consistency, reference is made throughout the thesis to the European Union (EU), even if it relates
to the time when the official title was ‘European Communities’ (EC).

19 Civil aircraft manufacturers in both the EU and the US have benefited from huge government assistance and
subsidies, although through different ways. This will be discussed in detail in chapter three of this thesis.

"' As the Havana Charter never entered into force, the first effective set of subsidy rules under the GATT/WTO legal
framework was contained in Article VI and Article XVI of the GATT 1947.
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WTO. The disputes were not well addressed and have even intensified under the WTO
framework. After Canada and Brazil brought dispute proceedings, the US and the EU
followed them by bringing their own disputes regarding subsidies granted to the world’s
leading aircraft manufacturers, Airbus and Boeing, to the Dispute Settlement Body (DSB)
of the WTO." The Airbus-Boeing subsidy disputes have proven to be the most expensive
and high-profile cases to come before the DSB in WTO history. Their significance is
discussed throughout this thesis.

Although the civil aircraft market has been dominated by the US and the EU, a
number of countries, such as China, have more recently become major players in the
sector.”’ There is, therefore, a real concern that the subsidy problem in the industry may
intensify when additional countries join the aircraft market and the competition intensifies.
Due to the historical, ongoing and possible future disputes over subsidies in the civil
aircraft industry, an exploration of whether the WTO subsidy rules are effective in dealing
with subsidy issues in the industry is thus of great significance. This is also the main
research question of this thesis. The thesis essentially examines whether WTO rules on
subsidies are fit for purpose when it comes to the civil aircraft industry. The question is
critical in terms of securing the future development of the global civil aircraft industry.
Moreover, it is also a critical test for the WTO as a credible forum for international trade

regulation more generally.

1.1 Thesis Structure

12 See Chapter 3.4 of this thesis.
13 Keith Crane and others, The Effectiveness of China’s Industrial Policies in Commercial Aviation Manufacturing
(Rand Corporation 2014), at 66.



In order to address the central research question, the thesis is divided into eight
chapters. Chapter one functions as an introductory chapter setting out the purpose, research
question and also the overall structure of this research. Chapter two begins by outlining the
problem with international subsidy regulation. Due to their great legal, political and
economic implications, as well as the different attitudes among countries towards
government subsidisation, the regulation of subsidies has long been a contentious issue.
The chapter also provides an overview of the subsidy rules of the WTO, including their
historical development since the GATT period. In this regard, the Agreement on Subsidies
and Countervailing Measures (SCM Agreement) is the most important agreement
concerning international subsidy regulation. The SCM Agreement establishes a
comprehensive set of subsidy rules under the WTO framework. It makes different
arrangements for subsidies in the civil aircraft sector."

The third chapter of this thesis deals with the regulation of subsidies in the civil
aircraft industry and conflicts over their use since the GATT period. It first discusses the
significance and the unique economic and competitive nature of the industry which renders
subsidy issues in the industry more intractable. The civil aircraft industry is of great
significance in economic terms."® It is an extremely lucrative industry with global average
annual sales of more than $100 billion.'® It is one of the largest exporting industries in the

US."” The trade surplus resulting from the civil aircraft industry is higher than that

' In this regard, some of the rules in the SCM Agreement are not applicable to the civil aircraft sector. This will be
discussed in detail in chapter two of this thesis.

15 Robert J. Carbaugh, ‘Strategic Trade Policy and Commercial Jet Aircraft’ (1993) 7 The International Trade Journal
393, at 394.

' Ron Kendler, ‘Delayed Fight: The World Trade Organisation Dispute Settlement Mechanism, Negotiation, and the
Transatlantic Conflict over Commercial Aircraft’ (2012) Boston College International and Comparative Law Review 253,
at 254.

17 US Congress, Office of Technology Assessment, Competing Economies : America, Europe, and the Pacific Rim
(US Government Printing Office 1991), at 341. For further discussion, see chapter three of this thesis.
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resulting from any other manufacturing industry.'® Besides its significance in economic
terms, the industry also has great strategic and political importance due to its close
connection with national defence sectors and its leading role in high-tech industries. A
successful civil aircraft industry is usually regarded as a symbol of national pride and
reflection of national strength."

In terms of its unique economic and competitive nature, the civil aircraft industry is
characterised by very high market entry barriers resulting from huge up-front development
costs and capital requirements, immense technological risk, large economies of scale and
steep learning curve. It is here shown that government subsidisation is essential for
achieving success in the industry due to these characteristics.”® The civil aircraft industry
is one of the most highly concentrated industries in the world. Boeing in the US and Airbus
in the EU are the only two dominant civil aircraft suppliers in the world, and occupy a
great majority of the global civil aircraft market.”’ Given the significance of the industry,
governments are inclined to subsidise civil aircraft manufacturing, rendering it an industry
with deep government intervention.”” The chapter also explores the conflicts between the
US and the EU over aircraft subsidies since the GATT period. To deal with these conflicts,
there have been two agreements: the Agreement on Trade in Civil Aircraft (the Civil
Aircraft Agreement) and the 1992 US-EU Agreement Concerning the Application of the

GATT Agreement on Trade in Civil Aircraft on Trade in Large Civil Aircraft (the 1992

'8 Office of Aerospace and Automotive Industries, International Trade Administration, US Department of Commerce,
‘Flight Plan 2011: Analysis of the US Aerospace Industry” (2011).

% Stehmann (n 6), at 97.

20 Ron Kendler (n 16), at 263.

21 Office of Aerospace and Automotive Industries, International Trade Administration, US Department of Commerce,
‘Flight Plan 2010: Analysis of the US Aerospace Industry’ (2010).

2 Civil aircraft manufacturers in different countries have all benefited from huge government assistance and subsidies,
although through different ways. This will be discussed in detail in chapter three of the thesis.
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LCA Agreement). Both of the agreements were concerned with the regulation of
government subsidisation in the civil aircraft industry. Chapter three concludes by
highlighting how these agreements failed to prevent new conflicts arising over aircraft
subsidy use.

The fourth chapter of this thesis deals with the legal issues concerning the use of
subsidies in the industry. Subsidies in the civil aircraft industry involve many complex
legal issues, mainly including financial contribution and benefit, specificity, adverse effects
of subsidies, and the determination of export subsidies.”” These legal issues are of great
importance as they determine whether the aircraft subsidies at issue are legitimate under
WTO rules. As mentioned above, the US and the EU have referred their disputes
concerning aircraft subsidies to the WTO for adjudication. The rulings of the WTO
adjudicating bodies on these legal issues, which will be examined in the chapter, may have
a great impact on the subsidy regulation in the industry, and thus the future development of
the global civil aircraft industry and market. Chapter four highlights how the WTO subsidy
rules are applied to the civil aircraft sector and assesses whether these rules allow enough
policy space for government support in the sector.

The fifth chapter of this thesis deals with the effectiveness of the WTO dispute
settlement mechanism in the context of the civil aircraft industry. All of the disputes over
aircraft subsidies have been brought before the WTO dispute settlement mechanism. Thus,
whether the disputes can be effectively resolved also depends to a large extent on the way
in which the WTO dispute settlement mechanism operates in this area. In this regard, the

SCM Agreement sets out specific and additional procedures and rules for dealing with

3 These legal issues will be discussed in detail in chapter four of this thesis.
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subsidy disputes. This chapter evaluates the effectiveness of the WTO dispute settlement
mechanism by assessing each procedure under the mechanism, including the consultation,
panel and appellate procedure, and in particular the implementation of the DSB rulings
with respect to aircraft subsidy disputes in the WTO.

The sixth chapter of the thesis is concerned more specifically with the use of subsidies
in China’s civil aircraft industry and the possible legal consequences of this. Although the
civil aircraft market has been dominated by the US and the EU for a long time, China,
amongst others, has entered the sector in a significant way. This chapter first provides an
overview of the civil aircraft industry in China. Compared with the US and the EU,
China’s civil aircraft industry remains relatively underdeveloped. However, China has
begun to take steps towards building up an indigenous large civil aircraft industry. The
establishment of the state-owned Commercial Aircraft Corporation of China (COMAC) in
2008 reflected the resolution of China to nurture its own LCA manufacturer. The
development of the industry will almost certainly have an impact on the market for the
incumbent players.* Like Airbus and Boeing, COMAC has received various kinds of
subsidies from the government. This chapter discusses the subsidy regime and measures
concerning the industry in China. As demonstrated in this chapter, these measures involve
great legal uncertainties under the WTO subsidy rules. Consequently, the incumbent
players may challenge China’s subsidy programmes for the purpose of keeping their
dominant positions in the sector. However, even so, it is here contended that it is unlikely
that China will cease subsidising the industry. The Chinese government is drafting the

Regulation on the Development of the Civil Aircraft Industry, which will provide the main

* Ron Kendler (n 16), at 265.



legal basis for government support in the civil aircraft industry.

The final chapter of the thesis provides a more fundamental reflection on the
application of WTO subsidy rules in the civil aircraft sector. In this regard, the strategic
trade policy argument and the infant industry argument are particularly relevant. These
arguments provide economic rationales for allowing policy space for subsidising the civil
aircraft industry under certain circumstances. Moreover, applying stringent subsidy
disciplines to the civil aircraft industry is unrealistic and would cause some practical
problems. This chapter also discusses whether the application of stringent rules on the use
of subsidies is fair to newcomers to the industry. Finally, the chapter makes some
suggestions for ameliorating the subsidy problem in the industry that is highlighted
throughout the thesis. In this regard, specific multilateral legal arrangements for aircraft
subsidies have been expected from the inception of the WTO.” The future arrangements
for the regulation of subsidies in the civil aircraft industry should be based upon an
acknowledgement of the role of government subsidies in the industry. Moreover, it is
important to ensure greater transparency in future subsidy programmes of WTO members
and long-term reduction of government intervention in the industry. This chapter also
provides some suggestions on how to resolve the historical and ongoing aircraft disputes

between the EU and the US.

1.2 Research Methodology

This thesis mainly carries out qualitative research on the application of the WTO

* Footnote 15, footnote 24 of the SCM Agreement.



subsidy rules in the context of the civil aircraft industry. It queries whether these rules can
deal with the subsidy problem concerning the civil aircraft industry in an effective way.
Most of the research was conducted in Dublin and Beijing. The data and information
required for this research was largely drawn from the library of Trinity College Dublin.

At the beginning of this research, the author conducted a literature review of primary
sources and secondary materials in order to plan and organise the research work. The
overarching structure of each chapter was formed under the supervision of the author’s
research supervisor at regular meetings. The author read and analysed many textbooks and
journal articles that were relevant to the research topic. The previous works on the topic of
subsidy regulation were very helpful in developing the author’s own critical analysis of the
WTO subsidy rules in the context of the civil aircraft industry. The author also had
recourse to various online data aggregators in order to access more comprehensive and
further materials. In particular, the WTO online database provides abundant information
and data on relevant WTO adjudications and case-law concerning subsidy rules.

This thesis adopts a doctrinal research approach grounded in qualitative data.
Doctrinal research involved library-based reading and rigorous textual analysis of the
primary and secondary materials that were gathered. In the case of this thesis, the doctrinal
research examines the WTO subsidy rules by introducing a discussion of relevant trade
agreements, codes and WTO case-law. The research methods adopted in this thesis are
interdisciplinary, as many of the legal issues in this area are relevant to economic theories
and analysis. In particular, with regard to analysis of the rationales for disciplining the use

of subsidies under the WTO framework, the thesis refers to relevant economic theories and



analysis. The impact of these economic theories on WTO subsidy rules is also discussed.
Moreover, the historical and political background is also considered when addressing the
development of the WTO subsidy rules and the conflicts over aircraft subsidies since the
GATT period. This thesis also carries out comparative analysis when investigating the
main EU and US subsidies to their respective aircraft manufacturers, in order to
demonstrate the similarities and differences between the two sides as regards government
subsidisation in the civil aircraft industry.

In respect of the subsidy regime and measures concerning the civil aircraft industry in
China, this thesis refers mainly to official government documents and publications. In
addition, newspapers, magazines and relevant government websites provide important
information for the research and analysis. Further original research has also been carried
out through conducting interviews or telephone interviews with drafters of the Regulation
on the Development of Civil Aircraft Industry in Beijing. This enabled the author to keep
abreast of the latest developments in relevant policies and ongoing legislative work relating
to government support for the civil aircraft industry in China. The author also participated
in a research project sponsored by COMAC on policy incentives for promoting the
development of the civil aircraft industry. Through the research project, the author
collected extensive information on the government’s policies in support of the civil aircraft
industry in China. The author also obtained empirical experience regarding the attitudes of
the government and aircraft manufacturers towards subsidies in the civil aircraft industry.
The compilation and analysis of the research involved in the production of this thesis

benefited from all of these sources.
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Chapter 2 - Overview of the WTO Subsidy Rules

2.1 Introduction

The regulation of subsidies is a complex issue. It has been said that no issue is as
contentious as this one in terms of international trade regulation.' While subsidies are
generally viewed as protectionist and trade-distorting, they can also be a useful
government instrument for pursuing important and fully legitimate economic and social
policy objectives. The balancing of these two sides of the same coin is partly responsible
for the complexity of subsidy regulation. A key question in this regard is how to create a
regulatory framework that addresses the problems that subsidies may cause, such as trade
distortion and economic harm to trading partners, without limiting the ability of
governments to use subsidies for pursuing legitimate economic and social policy goals.” In
addition, countries view government subsidies as within the scope of internal policy
matters, thus making international regulation of subsidies more politically sensitive.” It has
even been said that disputes over subsidies are, first and foremost, disputes between
governments.! This also leads to the intractability of subsidy issues.

The WTO subsidy rules have evolved for several decades since the GATT period. The

effectiveness of GATT rules in dealing with subsidy issues was generally regarded as

' For instance, see Andreas F Lowenfeld, International Economic Law (2nd edn, Oxford University Press 2008), at
216.

2 Simon Lester and Bryan Mercurio, WTO Trade Law: Text, Materials and Commentary (Hart Publishing 2008), at
422.

* Dominic Coppens, WTO Disciplines on Subsidies and Countervailing Measures: Balancing Policy Space and Legal
Constraints (Cambridge University Press 2014), at 222.

4 Terry Collins-Williams and Gerry Salembier, ‘International Disciplines on Subsidies - The GATT, the WTO and the
Future Agenda’ (1996) 30 Journal of World Trade 5, at 17.
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limited. The WTO subsidy rules are the result of difficult negotiation and compromise
among members. Compared with previous GATT rules, the WTO made great progress in
several aspects in terms of subsidy regulation. The Agreement on Subsidies and
Countervailing Duties (the SCM Agreement) contains a rather comprehensive set of rules
on the use of both subsidies and countervailing duties. This chapter first outlines the
subsidy problem in international trade regulation. It then reviews the historical
development of the subsidy rules since the GATT period, including those established in the
GATT 1947 and the Tokyo Round Subsidies Code. Finally, it provides an overview of the

WTO subsidy rules that are mainly contained in the SCM Agreement.

2.2 Overview of the Problem with Subsidy Regulation

In economic literature, ‘subsidies’ are defined as a payment or transfer of
non-financial resources from a government to select economic entities that are not in line
with normal market transactions.” Generally, the term can be used to describe situations in
which something of economic value is transferred by a government to the advantage of a
recipient.’ The result of subsidisation is usually that the subsidised production can be done
at lower production costs, and thus it confers a benefit to the producer.”

As mentioned above, subsidies are generally viewed as protectionist and

trade-distorting, thus unfair for foreign competitors.® Traditionally, tariffs and quotas were

5 Andreas Knorr, Jorg Bellmann and Rahel Schomaker, ‘Subsidies in Civil Aircraft Manufacturing: The World Trade
Organisation (WTO) and the Boeing-Airbus Dispute’ (2012) 11 European State Aid Law Quarterly 585, at 586.

° Appellate Body Report, US - Softwood Lumber IV, WT/DS257/AB/R, para. 51.

7 Stephanie Schwartz Driver, Economic Literacy: A Complete Guide (Marshall Cavendish 2010), at 172.

8 William A. Kerr and James D. Gaisford, Handbook on International Trade Policy (Edward Elgar Publishing 2007),
at 347.
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the main instruments for protecting domestic producers. Subsidies began to play a greater
role by the early 1900s.” This was partly because countries had limited the use of tariffs
and quotas through trade agreements.'’ The general impression is that subsidies could
distort resource allocations, affect international trade flows, and enable the survival of

otherwise uncompetitive industries. '’

The main rationales for regulating the use of
subsidies are outlined as follows."

First, subsidies will reduce the efficiency of resources allocation, as government
subsidisation violates the theory of comparative advantage.”” A WTO study has concluded
that subsidies can distort trade flows through conferring an artificial competitive advantage
to exporters or import-competing industries;'* therefore, the interests of the subsidising
country’s trading partner may be adversely affected."

Another rationale for regulating the use of subsidies is that subsidies are unfair for
foreign competitors and will disturb the ‘level playing field’ in international trade.'® As
Professor Jackson pointed out, it is not fair if a domestic industry of the importing country
has to ‘compete against a foreign government’s treasury’.'” Other arguments advocating

strict subsidy disciplines include those regarding adjustment costs, predatory purposes,

etc.”® Due to the foregoing reasons, some countries are of the view that subsidies should be

° Simon Lester, ‘The Problem of Subsidies as a Means of Protectionism: Lessons from the WTO EC - Aircraft Case’
(2011) 12 Melbourne Journal of International Law 345, at 348.

' Ibid, at 348.

H Ibid, at 346; Patrick J McDonough, ‘Subsidies and Countervailing Measures” in Terence P Stewart (ed), The GATT
Uruguay Round: A Negotiating History (1986-1992) (Kluwer Law and Taxation Publishers 1993), at 844.

"2 For more discussion, see Michael Trebilcock, Robert Howse and Antonia Eliason, The Regulation of International
Trade (4th edn, Routledge 2012), at 389.

" Tbid, at 389.

' World Trade Organisation, ‘World Trade Report 2006: Exploring the Links Between Subsidies, Trade and the
WTO’ (2006).

15 John H Jackson, The World Trading System: Law and Policy of International Economic Relations (2nd edn, MIT
Press 1997), at 247.

1® Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 390.

17 Jackson (n 15), at 284.

% For more discussion, see ibid, at 282-83.
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subject to strict regulation and can be countervailed, so as to offset their negative effects."
Although attitudes towards subsidies are generally negative, it is also argued that
countries should be able to use subsidies to pursue a wide range of important economic and
social policy objectives.”” For instance, governments can use subsidies to improve the
quality of education, promote disadvantaged areas, protect the environment or boost
technological innovation in their country. Moreover, some of the rationales for limiting
their use have been called into question. For instance, the fairness rationale mentioned
above is subject to criticism as it is argued that this is difficult to unravel and may be
abused. Many activities within basic government functions, such as developing
infrastructure and investment in public education or healthcare system, could in one way or
another benefit companies in the country.”’ Therefore, if there is no appropriate boundary,
the fairness claim can be pushed to almost any length.”” In addition, there are some
economic rationales for granting subsidies, such as the market failure rationale, the infant
industry argument and the strategic trade policy argument.”® The contradiction makes
subsidy regulation a quite complex issue. As mentioned above, a key question in this
regard is how to distinguish between ‘good’ and ‘bad’ subsidies, or how to balance the
need to deal with the problems which subsidies may cause and the ability of governments
to use subsidies for important policy goals.” Due to the foregoing reasons, disputes over

the use of subsidies continued to arise in the GATT period and under the WTO.” The

% From 1979 to 1988, the US initiated 371 countervailing duty actions while all other countries initiated only 58. See
P. Messerlin, ‘Antidumping’ in Jeffrey J Schott (ed), Completing the Uruguay Round: A Results-Oriented Approach to
the GATT Trade Negotiations (Institute for International Economics 1990), at 110.

2 Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 355.

! Tbid, at 391.

22 Jagdish N. Bhagwati, The World Trading System at Risk (Princeton University Press 1991), at 22.

2 These rationales will be discussed in chapter seven of this thesis.

24 Simon Lester (n 9), at 347.

Jackson (n 15), at 285. The WTO database shows that there have been 109 WTO cases citing the SCM Agreement
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U
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problem is thus considered one of the most difficult conundrums in terms of international

trade regulation.”

2.3 Development of the GATT/WTO Subsidy Rules

Subsidy rules under the WTO framework were established in the GATT period and
continued to evolve since then. During the Second World War, the importance of enhancing
international economic cooperation and restricting ‘beggar-thy-neighbour’ trade policies
was broadly recognised.”’” In complement to the International Monetary Fund (IMF) and
the World Bank, the International Trade Organisation (ITO) was intended to be established
as the third pillar of the international economic architecture for regulating international
trade.”® The use of subsidies, in particular the use of export subsidies, was one of the major
concerns during that process. The Havana Charter, which was drafted in 1947 for
establishing the 1TO, reflected the international efforts to deal with the subsidy problem.”

The Havana Charter firstly set forth a requirement to notify trade-affecting subsidies.
If an ITO member granted or maintained any subsidies for increasing its exports to or for
reducing imports from other members, this member should notify the ITO of the extent and
nature of the subsidisation, its estimated effects and the circumstances making the

subsidisation necessary.”® Besides, the Havana Charter established specific rules on the

in the request for consultations under the WTO dispute settlement mechanism. See also Kara Leitner and Simon Lester,
‘WTO Dispute Settlement 1995-2009 - A Statistical Analysis’ (2010) Journal of International Economic Law 205, at 210.

% Collins-Williams and Salembier (n 4), at 5.

7 Dominic Coppens (n 3), at 21.

* Ibid, at 21.

? The Havana Charter for an International Trade Organisation (Havana Charter) was included in the Final Act of the
United Nations Conference on Trade and Employment, which was held at Havana, Cuba in 1948. There was a section
specifically dealing with subsidies in the Havana Charter, namely Section C of the Charter, which is entitled ‘Subsidies’.

30 Article 25 of the Havana Charter.
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use of export subsidies. It was provided that no member should grant any subsidies on the
export of any product, resulting in the sale of such product for export at a price lower than
the comparable price in the domestic market.”’ However, as regards primary products,
export subsidies were only prohibited if the subsidies had the effect of maintaining or
acquiring more than an equitable share of world trade in that commodity.*” Finally, the
Havana Charter set forth some basic rules on the imposition of countervailing duties.
Members were allowed to countervail injurious foreign subsidies by imposing
countervailing duties up to the amount of the subsidies.”® In sum, the Havana Charter
reflected an ambitious attempt to regulate subsidies. Nevertheless, mainly because the US
government failed to get it approved by Congress, the Charter never came into effect and

the ITO was stillborn.**

2.3.1 GATT 1947

As the Havana Charter did not come into effect, the first effective subsidy rules under
the GATT/WTO framework were established through the GATT 1947. The GATT 1947
was basically an extraction of the core disciplines on tariff schedules and reductions from
the Havana Charter.”® As it was recognised that domestic subsidies may have limiting

effects on imports and undermine the benefit of tariff concessions, the GATT 1947 kept

31 Article 26:1 of the Havana Charter.

32 Article 28:1 of the Havana Charter.

33 Article 34 of the Havana Charter.

34 Dominic Coppens (n 3), at 22.

3% Ibid, at 22. The GATT 1947 was applied through a Protocol of Provisional Application. As the Havana Charter
never came into force, the GATT 1947 remained provisionally in force until its provisions became part of the GATT
1994.
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the procedural rules for dealing with trade-affecting subsidies.”* However, the rules on
export subsidies were not included in the original GATT 1947. This was partly because the
GATT contracting parties pinned their hope on the eventual enforcement of the more
comprehensive Havana Charter.”” As a result, the original GATT 1947 rules on subsidies
were quite limited and considerably less stringent than those in the Havana Charter.*® It
only had two brief articles concerning subsidy rules, namely Article VI and Article XVI.

Article XVI of the GATT 1947 was nearly a copy of the provisions of the Havana
Charter. It required the subsidising contracting party to notify subsidies that were export
stimulating or import reducing, including the extent and nature of the subsidisation, its
estimated effects and the circumstances making the subsidisation necessary.” If serious
prejudice to the interests of other contracting parties was caused or threatened, the
subsidising party was only required to discuss the possibility of limiting the subsidisation
upon request.*’

Article VI set forth general rules for reacting against foreign subsidisation.
Contracting parties whose domestic industry was injured by subsidised imports were

allowed to impose countervailing duties up to the amount of the subsidies.*’ In this regard,

% Ibid, at 22.

37 Second Session of the GATT Contracting Parties - Report of Working Party No. 3 on Modifications to the General
Agreement (GATT/CP.2/22), 27 August 1948.

38 1. J. Piernas Lopez, The Concept of State Aid Under EU Law: From Internal Market to Competition and Beyond
(Oxford University Press 2015), at 33. See also John H Jackson, William J Davey and Alan O Sykes, Legal Problems of
International Economic Relations: Cases, Materials, and Text on the National and International Regulation of
Transnational Economic Relations (4th edn, West Group 2002). at 773; Dominic Coppens (n 3), at 22.

3 Article XVI:1 of the GATT 1947. The original Article XVI of the GATT 1947 was limited to paragraph 1 of Article
XVI. All GATT contracting parties were bound by Article XVI:1. For further discussion, see Collins-Williams and
Salembier (n 4), at 6; Dominic Coppens (n 3), at 23.

0 However, the term ‘serious prejudice’ was not defined in the GATT 1947. See Article XVI:1 of the GATT 1947.

4! This article also addressed the issue of imposing anti-dumping duties. Subsidisation and dumping are similar in the
regard that both of them involve unfair pricing of exports. This was partly the reason why countervailing duties actions
and antidumping actions were linked with each other. The concepts of dumping and subsidisation were not sharply
distinguished from each other by early commentators on trade. See Michael Trebilcock, Robert Howse and Antonia
Eliason (n 12), at 365; Jackson (n 15), at 285.

42 Countervailing duty was defined as ‘a special duty levied for the purpose of offsetting any bounty or subsidy
bestowed directly or indirectly upon the manufacture, production or export of any merchandise’. Article VI:3 of the
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it must be established that the subsidised imports caused or threatened to cause material
injury to a domestic industry of the importing contracting party, or retarded materially the
establishment of a domestic industry.*

As mentioned above, the original rules on subsidies in the GATT 1947 were quite
limited and brief. They merely established a loose obligation to notify subsidies and a
possibility of countervailing duties.** There was no definition of subsidy or elaborated
rules over the imposition of countervailing duties.*” Even if serious prejudice was caused,
the subsidising party was only required to discuss the possibility of limiting the

subsidisation. In fact, there was no record of any GATT contracting party having limited

1.* Moreover, these

government subsidisation as a result of consultations under Article XV
rules could not deal with foreign subsidies affecting domestic exporters’ interests in a third
country market.”’” In such a situation, the concerned contracting party had no other option
but to respond by subsidising its own exporters, so as to secure their interests in third
country markets. This might lead to destructive subsidy competitions.**

During the 1954-1955 GATT Review Session, Article XVI was amended in order to

introduce some commitments to reduce the use of export subsidies.*” Additional rules on

export subsidies were introduced in the GATT 1947.° These rules were largely in line

GATT 1947.

“ Article VI:6 of the GATT 1947.

* Alan O. Sykes, The Economics of WTO Rules on Subsidies and Countervailing Measures (John M Olin Program in
Law and Economics Working Paper 2003), at 12.

45 Dominic Coppens (n 3), at 23.

46 R.R. Rivers and J. D. Greenwald, ‘The Negotiation of a Code on Subsidies and Countervailing Measures: Bridging
Fundamental Policy Differences’ (1979) 11 Law and Policy in International Business 1447, at 1460.

47 Besides imposing countervailing duties, GATT contracting parties could also bring a non-violation complaint under
the GATT Article XXIII:1(b), if the subsidisation nullified the benefits of tariff concessions (or of other GATT
obligations) to their exporters. Non-violation complaint can only deal with foreign subsidies affecting exporters’ interests
in the subsidising country resulting from tariff concessions, while CVDs deal with foreign subsidies” effects in the home
country. See Dominic Coppens (n 3), at 24.

“® Ibid, at 24.

49 Collins-Williams and Salembier (n4), at 6.

%% Section B of Article XVI of the GATT 1947.
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with the relevant provisions in the Havana Charter. They also distinguished between
primary and non-primary products.’’

In terms of primary products, the US insisted during the negotiations that there should
not be too stringent regulation of primary products.”> As a result, Article XVI only
provided that GATT contracting parties should ‘seek to avoid’ the use of export subsidies
for primary products. Moreover, these subsidies were subject to a highly ambiguous
trade-effect test: they could not be used in a way which would result in the subsidising
contracting party having ‘more than an equitable share of world export trade’ in the
subsidised product.”* However, the meaning of the term ‘equitable share of world export
trade’ was not elaborated in the GATT 1947.

As regards non-primary products, Article XV1:4 provided that all contracting parties
had, from 1958 or the earliest practicable date thereafter, to cease to grant any export
subsidies that could result in export sale at a price lower than that in the domestic market
(bi-level price test).’* This prohibition of export subsidies on non-primary products was
not fully observed by GATT contracting parties, and thus a GATT working party was
established for implementing this Article.”® In 1960, the working party drafted the

Declaration Giving Effect to the Provisions of Article XVI:4.*® The Declaration included a

ST Article XVI:2 of the GATT 1947. For more discussion, see John H. Jackson, World Trade and the Law of GATT: A
Legal Analysis of the General Agreement on Tariffs and Trade (Bobbs-Merrill Company 1969), at 371; Dominic
Cosppens (n 3), at 25.

% Several European countries, such as France, opposed - but finally gave way to - the obstinate position of the US.
See Dominic Coppens (n 3), at 25.

> Article XVI:3 of the GATT 1947.

3% Article XVI:4 of the GATT 1947. This article also provided for a standstill obligation: until 31 December 1957 no
contracting party should extend the scope of export subsidies to non-primary products beyond that existing on 1 January
1955 by introducing new subsidies or extending existing subsidies. The standstill obligation was extended several times.
After 1967, GATT contracting parties which did not accept the 1960 Declaration were no longer subject to this obligation.
See Dominic Coppens (n 3), at 25.

> World Trade Organisation (n 14), at 190.

% The Declaration became effective on 14 November 1962. See Jan Wouters and Dominic Coppens, ‘An Overview of
the Agreemenet on Subsidies and Countervailing Measures” in Kyle W. Bagwell, George A. Bermann and Petros C.
Mavroidis (eds), Law and Economics of Contingent Protection in International Trade (Cambridge University Press 2010),
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non-exhaustive list of export subsidies on non-primary goods, which provided guidance for
implementing the export subsidy disciplines over non-primary products.”” In part due to
the different rules on primary and non-primary products, most developing countries were
unwilling to adopt the Declaration.”® Only seventeen GATT contracting parties accepted it;
most of them being developed countries.*

Through the above-mentioned articles in the GATT 1947, some preliminary subsidy
rules were established during the GATT period. However, in addition to the problems
described above, another general defect with the GATT rules was the ‘grandfather right
exception’ to GATT contracting parties.® According to the Protocol of Provisional
Application which brought the GATT 1947 into effect, Part 11 of the GATT 1947 applied
only to the extent to which they were not inconsistent with the existing legislation of the
contracting parties.®’ In other words, this allowed contracting parties to retain their
existing legislation which was inconsistent with Part I1 of the GATT 1947. As Article XI
and Article XVI were both in Part II, this further affected the effectiveness of GATT rules

on subsidies.®

at 9.

57 Dominic Coppens (n 3), at 26.

% Some GATT contracting parties, such as the US, accepted the 1960 Declaration with reservations. See Jackson,
Davey and Sykes (n 38), at 773; Dominic Coppens (n 3), at 26.

9 World Trade Organisation (n 14). at 190. See also R. R. Rivers and J. D. Greenwald (n 46). at 1462. For a full list of
all seventeen countries, see Uruguay Round - Group of Negotiations on Goods - Negotiating Group on Subsidies and
Countervailing Measures - Note by the Secretariat (MTN.GNG/NG10/W/4), at 75.

€ Gilbert R Winham, International Trade and the Tokyo Round Negotiation (Princeton University Press 1986), at 116.
See also Tracey Epps and Michael J. Trebilcock, Research Handbook on the WTO and Technical Barriers to Trade
(Edward Elgar Publishing 2013), at 22: Jackson (n 15), at 287.

®1 Paragraph 1 of the Protocol of Provisional Application of the General Agreement on Tariffs and Trade provided that
signatories of the GATT 1947 undertook to apply provisionally on and after 1 January 1948 ‘... (b) Part II of that
Agreement to the fullest extent not inconsistent with existing legislation’.

%2 However, GATT contracting parties were not allowed to adopt new legislation where it would be inconsistent with
Part II of the GATT 1947 after its provisional application commenced. Therefore, the role of this grandfather right
exception decreased in years as GATT contracting parties gradually updated their regulations. See Tracey Epps and
Michael J. Trebilcock (n 60), at 22.
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2.3.2 Tokyo Round Subsidies Code

Due to the economic downturn in the 1970s and the ineffectiveness of the GATT
subsidy rules, extensive subsidisation programmes were widely adopted by countries to
maintain stagnant industries and promote exportation.” International trade in various
sectors was to a large extent based on ‘competitive subsidisation’ from government rather
than on market forces.** Therefore, it became imperative to establish a set of subsidy rules
that were more effective. This was also one of the main issues in the GATT Tokyo Round
trade negotiations.®®

However, there were different views on government subsidisation among GATT
contracting parties. While European countries generally regarded government subsidisation
as an internal policy matter, the US viewed it as protectionist and unfair trade action and
insisted on imposing stringent rules on subsidy use.®® Moreover, as a result of the
increased competition from countries such as Japan in the global market during the 1970s,
the US tended to take extensive countervailing duty measures in order to limit the use of

" The EU and other countries were worried that

subsidies by other countries. ®
countervailing duties measures may be abused by the US. As such, these countries wanted

to limit their extensive use by the US. After intensive negotiations, the Tokyo Round

Subsidies Code was finally reached.®®

McDonough (n 11), at 815; Dominic Coppens (n 3), at 28.
Dominic Coppens (n 3), at 28.

% Ibid, at 27.

® Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 366; Winham (n 60), at 119; Collins-Williams and
Salembier (n 4), at 7.

7 Dominic Coppens (n 3), at 28.

8 The full name of the Tokyo Round Subsidies Code was the Agreement on Interpretation and Application of Articles
VI, XVI and XXIII of the General Agreement on Tariffs and Trade.

b
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The Tokyo Round Subsidies Code adopted a so-called ‘two-track’ approach to
regulate the use of subsidies and countervailing duties.”” Track I was concerned with
unilateral imposition of countervailing duties. In this regard, a signatory was allowed to
impose countervailing duties unilaterally if material injury was caused to its domestic
industry by the subsidised imports.”” According to the Subsidies Code, the determination
of injury should be based on an objective examination of the volume of the subsidised
imports and their effects on prices in the domestic market, and the consequent impact of
these imports on domestic producers of like products.”' Rules on the determination of
injury were further elaborated in the Tokyo Round Subsidies Code.”” Apart from the
unilateral approach, signatories could opt for the multilateral method to deal with foreign
subsidies.” They could bring a complaint to the GATT for remedies under the dispute
settlement procedures mapped out in the Subsidies Code.” If the complaint was upheld, it
would be authorised to take countermeasures as retaliatory sanctions to address illicit
foreign subsidies.”

Track II of the Tokyo Round Subsidies Code was concerned with the rules on the use
of subsidies.” First, the Subsidies Code categorically prohibited export subsidies on

non-primary products. It was provided that signatories ‘shall not grant export subsidies on

¢ Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 366.

0 Article 4 of the Tokyo Round Subsidies Code. Article V1:6(a) of the GATT 1947 already requires the determination
of (threat of) material injury. However, the US CVD law (1897) dated from before the GATT 1947 and was therefore
grandfathered from Article VI of the GATT. GATT Committee on Subsidies and Countervailing Measures - Minutes of
the Meeting Held on 8 May 1980 (SCM/M/3), at 4. See also Dominic Coppens (n 3), at 28.

! Article 6:1 of the Tokyo Round Subsidies Code.

72 Article 6 of the Tokyo Round Subsidies Code.

3 John J. Barcelo, ‘The Two Track Subsidies Code - Countervailing Buties and Trade Retaliation’ in John Quinn and
Philip Slayton (eds), Non-Tariff Barriers After the Tokyo Round (Institute for Research on Public Policy 1982), at 121;
Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 366.

74 Article 12 of the Tokyo Round Subsidies Code.

5 Article 13 of the Tokyo Round Subsidies Code.

¢ Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 366.
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products other than certain primary products’.”” This was more stringent than the rules on
export subsidies in the GATT 1947, as it abandoned the bi-level pricing test requirement in
the latter.”® The Tokyo Round Subsidies Code also introduced an illustrative list of export
subsidies, which provided guidance for determining their existence.”” In terms of primary
products, the Subsidies Code provided that signatories should not grant any export
subsidies on certain primary products that would result in the subsidising country having
‘more than an equitable share of world export trade in such products’.** The term ‘more
than an equitable share of world export trade’ included any case where the effect of export
subsidies was to displace the exports of another signatory.®

Apart from the rules concerning export subsidies, the Tokyo Round Subsidies Code
introduced, for the first time, a set of substantive rules on the use of domestic subsidies.®
However, these rules were to a large extent ambiguous. On the one hand, the Subsidies
Code provided that domestic subsidies were widely used as an important instrument for
promoting economic and social policy objectives, such as addressing environmental
problems, facilitating the restructuring of certain sectors and encouraging R&D in
high-tech industries.*> Therefore, it did not intend to restrict the rights of signatories to use
domestic subsidies for those policy objectives. On the other hand, the Subsidies Code
acknowledged that domestic subsidies may cause adverse effects to the interests of other

signatories.* Hence, signatories should seek to avoid causing adverse effects through the

7 Article 9:1 of the Tokyo Round Subsidies Code.

8 Dominic Coppens (n 3), at 28.

™ The list was annexed to the Tokyo Round Subsidies Code. It was not exhaustive and was based on that of the 1960
Declaration mentioned above. Jackson (n 15), at 289.

80 Article 10:1 of the Tokyo Round Subsidies Code.

8 Article 10:2 of the Tokyo Round Subsidies Code.

82 Jackson (n 15), at 289.

83" A non-exhaustive list of these objectives was included in Article 11.1 of the Tokyo Round Subsidies Code.

8 Article 11:2 of the Tokyo Round Subsidies Code. Dominic Coppens (n 3), at 29.
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use of subsidies.® This so-called ‘outcome-oriented’ or ‘effect-oriented’ approach of
regulating domestic subsidies was mainly a result of the compromise between the US and
other GATT contracting parties.*

Through raising the infant industry argument and threatening to refrain from signing
the Tokyo Round Subsidies Code, developing countries successfully incorporated some
special and differential treatments for themselves in the Subsidies Code.*” In this regard,
the Subsidies Code regarded subsidies as ‘an integral part of economic development
programmes of developing countries’.*® It did not prevent developing country signatories
from taking measures to assist their industries, including those in the export sector.*’
Moreover, developing countries were only prohibited from using export subsidies for
industrial products in a manner which would cause serious prejudice to other signatories.”
In other words, export subsidies were not categorically prohibited for developing countries.
The Subsidies Code also made it more difficult to challenge domestic subsidy programmes
of developing countries. For instance, according to the Subsidies Code, as governments in
developing countries may play a large role in promoting economic growth and
development, government intervention in their economy should not, by itself, be
considered a subsidy.”’

The Tokyo Round Subsidies Code was the first agreement specifically concerning

subsidy rules under the GATT/WTO system. It established, for the first time, a rather

8 Article 11:2 of the Tokyo Round Subsidies Code.

8 R.R.Rivers and J. D. Greenwald (n 46), at 1473-74.

87 These special and differential treatments were initially proposed by developed countries, and were substantively
broadened after discussions with developing countries. Due to developed countries” weak consensus on subsidies, the
bargaining position of developing countries was strengthened. For further discussion, see Robert E. Hudec, Developing
Countries in the GATT Legal System (Gower 1987), at 87.

88 Article 14:1 of the Tokyo Round Subsidies Code.

8 Article 14:2 of the Tokyo Round Subsidies Code.

% Article 14:3 of the Tokyo Round Subsidies Code.

1 Article 14:7 of the Tokyo Round Subsidies Code.
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comprehensive set of rules on subsidies.” The Subsidies Code reflected the sensitive
balance between the US stance of restricting the use of subsidies, and the European attitude
to allow space for a subsidy policy.” However, this also led to the ineffectiveness of the
Subsidies Code in dealing with subsidy issues.

First, the Subsidies Code still did not provide a definition of ‘subsidy’.” As a result,
what government actions could constitute ‘subsidies’, and were thus subject to the code,
remained unclear. Contracting parties had considerable discretion to define ‘subsidy’. This
may lead to disputes as to the use of both subsidies and countervailing duties.” Secondly,
some provisions of the Subsidies Code were quite ambiguous. For instance, the ambiguity
in the rules over the use of domestic subsidies described above rendered the effectiveness
of these rules rather limited.”® The signatories could not agree on the interpretation of the
rules in the Subsidies Code.” Third and foremost, as a ‘side agreement’ in the GATT legal
system, the Subsidies Code was only legally binding on its signatories, rather than on all
GATT contracting parties.”® In fact, only 24 out of 128 contracting parties signed the code,
most of which were developed countries.” Due to the foregoing defects, the role that the
Tokyo Round Subsidies Code played in dealing with subsidy issues proved only modestly

effective.'” It was even argued that the Subsidies Code might have weakened the GATT

2 Jackson (n 15), at 288.

% GATT Committee on Subsidies and Countervailing Measures - Minutes of the Meeting Held on 8 May 1980
(SCM/M/3), at 4, 8; McDonough (n 11). at 817.

%% To define subsidies was considered ‘neither necessary nor feasible’ due to the huge disparities of stances between
contracting parties. See GATT Report on ‘Operation of the Provisions of Article XVI* adopted on 21 November 1961,
para. 23.

% See Jackson (n 15), 288; Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 367; Jackson (n 15), at
288.

% Jackson (n 15), at 289.

7 Even the Subsidies and Countervailing Measures Committee which oversaw the operation of the Tokyo Round
Subsidies Code could not agree on the interpretation of the rules in the code. See Dominic Coppens (n 3), at 31.

% Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 366.

% Some GATT contracting parties accepted the Tokyo Round Subsidies Code with exceptions or reservations. See ibid,
at 366.

' Tbid, at 367.
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subsidy rules.'”"

2.4 Overview of the WTO Subsidy Rules

In the 1980s, the economic recession and generally rising government deficits drove
countries to make an increasing use of subsidies to support their domestic firms and
industries.'” Government subsidies became a primary source of unfair competition, and
resulted in some intractable trade disputes.'” The Tokyo Round Subsidies Code was
largely unsuccessful in halting detrimental subsidy wars and dealing with subsidy issues
because of the flaws it contained. In addition, due to the problems in the GATT dispute
settlement system, subsidy disputes between GATT contracting parties could not always be
resolved effectively.'”™ These difficulties led to the demand for more effective subsidy
rules.'®

The GATT Uruguay Round negotiations were held from 1986 to 1994, leading to the
formation of the WTO. Compared with the GATT, one of the most prominent features and
achievements of the WTO is a much more elaborate and effective legal system. The WTO
adopts the idea of ‘single undertaking’ approach, which means that all WTO members were

obliged to accept all the multilateral trade agreements as a single body of law.'” This

' Robert E. Hudec (n 87), at 39.

192 Dominic Coppens (n 3), at 30.

' Arthur Dunkel, Trade Policies for a Better Future: The ‘Leutwiler Report’, the GATT and the Uruguay Round
(Martinus Nijhoff 1987), at 46.

194 For instance, a determined losing party could unilaterally block the adoption of panel reports under the GATT
dispute settlement system. The Subsidies and Countervailing Measures Committee was not able to adopt any panel report
before the completion of the Uruguay Round negotiations. In 1994 and 1995, the Committee finally adopted three of the
GATT panel reports that had been blocked previously. See Andreas F. Lowenfeld, International Economic Law (Oxford
University Press 2003), at 146; McDonough (n 11), at 836; Dominic Coppens (n 3), at 31. The dispute settlement
mechanism of the GATT and WTO will be discussed in chapter five of this thesis.

1% Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 367.

e Initially, the single undertaking approach was to prevent WTO members from 'cherry-picking' results or 'harvesting'
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approach guaranteed a unified and integrated WTO legal system, including agreements on
goods, services and intellectual property, dispute settlement mechanism, and trade policy
review mechanism.

During the Uruguay Round negotiations, the US maintained its anti-subsidy position
and insisted on strengthening regulations on the use of subsidies. On the other hand, the
EU and other countries advocated more policy space for government subsidisation and
stricter rules on the imposition of countervailing duties.'”” After difficult negotiations, the
Agreement on Subsidies and Countervailing Measures (the SCM Agreement) was finally
agreed upon and incorporated into the WTO Agreement, within Annex 1A on multilateral
agreements on trade in goods.'” The SCM Agreement is the sole and primary multilateral
agreement that specifically concerns subsidy rules under the WTO legal framework.'”
Unlike the Tokyo Round Subsidies Code, the SCM Agreement is legally binding on all
WTO members, due to the ‘single undertaking’ approach described above.''® As the
provisions of the GATT 1947 were incorporated into the GATT 1994 under the WTO legal

system, GATT Article VI and Article XVI discussed above are still a part of the WTO

early outcomes from the Uruguay Round negotiations unless all parties agreed. Negotiators believed that they were
maximising trade-off opportunities and no one would be denied negotiating leverage by keeping the whole agenda joined
up, to be settled at the end. Under this version of the single undertaking, no GATT contracting parties could become a
founding member of the WTO without accepting the entire Uruguay Round package. Later, the single undertaking has
become a requirement to assume obligations across the board, on pain of foregoing WTO membership. See Diane
Desierto, Public Policy in International Economic Law: The ICESCR in Trade, Finance, and Investment (Oxford
University Press 2015), at 181; Gail E. Evans, Lawmaking under the Trade Constitution: A Study in Legislating by the
World Trade Organisation (Kluwer Law International 2000), at 37; Gary P. Sampson, The WTO and Sustainable
Development (The United Nations University Press 2005), at 268; Elimma C. Ezeani, The WTO and Its Development
Obligation: Prospects for Global Trade (Anthem Press 2011), at 1.

197 John H. Barton and others, The Evolution of the Trade Regime: Politics, Law, and Economics of the GATT and the
WTO (Princeton University Press 2006), at 115-16; Dominic Coppens (n 3). at 31.

1% The WTO legal system is established mainly through the Agreement Establishing the World Trade Organisation
(the WTO Agreement) and its four Annexes of trade agreements in different areas. Annex 1 includes a variety of
agreements on trade in goods, the General Agreement on Trade in Services (GATS) and the Agreement on Trade-Related
Aspects of Intellectual Property Rights (TRIPS); Annex 2 is the Dispute Settlement Understanding (DSU); Annex 3 is
concerned with the Trade Policy Review Mechanism of the WTO: Annex 4 includes a variety of plurilateral trade
agreements, which are only legally binding on signatories.

199 The rules concerning agricultural subsidies are specified in the Agreement on Agriculture in the WTO. See World
Trade Organisation (n 14).

110 Rolf H. Weber and Mirina Grosz, ‘Governments’ Interventions into the Real Economy under WTO Law Revisited:
New Tendencies of Governmental Support of the Automobile Industry’ (2009) 43 Journal of World Trade 969, at 992.
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subsidy rules.'" If there are any conflicts between the SCM Agreement and the GATT
1994 in terms of subsidy rules, the SCM Agreement should prevail.'”> Due to its more
elaborate rules on both the use of subsidies and countervailing measures, the SCM
Agreement goes ‘well beyond merely applying and interpreting’ relevant articles of the
GATT 1947.'"

The SCM Agreement itself does not contain a purpose clause. As the Appellate Body
has pointed out, the SCM Agreement reflects a delicate balance between WTO members
that intended to impose more disciplines on the use of subsidies, and those who sought to
keep more subsidy policy space and discipline the imposition of countervailing
measures.''* In light of its negotiating history, the Appellate Body summarised the object
and purpose of the SCM Agreement as intending ‘to strengthen and improve GATT
disciplines relating to the use of both subsidies and countervailing measures, while
recognising at the same time, the right of Members to impose such measures under certain

conditions’.'"*

2.4.1 Identification of Subsidies that are Subject to the SCM Agreement

As discussed above, while subsidies are generally regarded as trade-distorting and

protectionist, they can also be used for a wide range of important social and economic

"' Eun Sup Lee, World Trade Regulation: International Trade under the WTO Mechanism (Springer 2012), at 32;
Isabel Feichtner, The Law and Politics of WTO Waivers: Stability and Flexibility in Public International Law (Cambridge
University Press 2011), at 174.

12 Appellate Body Report, Brazil - Desiccated Coconut, WT/DS22/AB/R, 12-13. See also Michael Trebilcock, Robert
Howse and Antonia Eliason (n 12), at 367.

'3 Appellate Body Report, Brazil - Desiccated Coconut, WT/DS22/AB/R, at 17.

i Appellate Body Report, US - Countervailing Duty Investigation on DRAMS, WT/DS296/AB/R, para. 115. See also
Luca Rubini, The Definition of Subsidy and State Aid: WTO and EC Law in Comparative Perspective (Oxford University
Press 2009), at 57.

'3 Appellate Body Report, US - Softwood Lumber IV, WT/DS257/AB/R, para. 64.
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policies in ways that do not distort trade in any significant manner."'® Therefore, an
appropriate subsidy regulation framework must answer the questions of what subsidies are
and when should they be disciplined.""” To that end, the SCM Agreement provides a
definition of the term ‘subsidy’. This was, for the first time, a definition of a subsidy was
introduced in the GATT/WTO subsidy rules.''® It is considered one of the most important
achievements of the SCM Agreement.'"’

As pointed out by Professor Jackson, the definition of subsidy is critical.”® On the
one hand, if the definition was too broad, the scope of the SCM Agreement could have
covered government assistance measures that are within basic government functions, such
as assistance to improve general infrastructure, protect the environment or promote
disadvantaged regions.'”’ This may improperly limit the policy space of governments to
use subsidies for pursuing important and fully legitimate economic and social policy goals.
Moreover, as most products would virtually benefit from such government actions, this
broad definition may lead to the extensive use of countervailing measures by the
governments of foreign competitors. In such situation, ‘the whole system of post-World
War 11 GATT liberal trade (including the reduction in tariffs) would be undermined’.'* On
the other hand, if the definition of subsidy is too narrow, the scope of the SCM Agreement
may become too limited to allow legitimate countervailing measures or other remedies

against injurious foreign subsidies. This could also undermine the overall effectiveness of

the SCM Agreement. Therefore, it is critical to have a proper subsidy definition, which can

"¢ Simon Lester and Bryan Mercurio (n 2), at 421.

7 1bid, at 422.

8 Collins-Williams and Salembier (n 4), at 9.

19 panel Report, US - FSC, WT/DS108/R, para. 7.80. See also Collins-Williams and Salembier (n 4), at 9.
120 For further discussion, see Jackson (n 15).

121 1bid, at 293.

122 1bid, at 294.



cover government actions that should be subject to disciplines and exclude others that

should not.'*

2.4.1.1 Financial Contribution

During the Uruguay Round negotiations, the US advocated a broad definition of
subsidy. It proposed to define subsidy as ‘any government action or combination of actions
which confers a benefit on the recipient firm(s)’.'** According to the US, all government
actions that confer benefits to the recipients should be challengeable.'” However, the US
view was rejected by other countries in the Negotiating Group on Subsidies and
Countervailing Measures.'”® Among others, the EU advocated a narrow definition, seeking
to limit the extensive use of countervailing duties by the US."”” Canada argued that ‘while
virtually any government action could be construed as having possible effects on
production and trade, there need to be some outside limits on the scope of government
activity that can be considered a subsidy and subject to countervail’.'”® Building upon
existing subsidy rules, Canada proposed that a basic condition for a government measure to

be legally challengeable should be that the government provided a financial contribution.'”

' Tbid.

124 Committee on Subsidies and Countervailing Measures - Communication from the United States Concerning
Subsidy Determinations on Certain Carbon Steel Products (SCM/36): Elements of the Framework for Negotiations -
Submission by the United States (MTN.GNG/NG10/W/29).

125 For instance, see the US DOC determination in the 1982 steel case. as referred to in Committee on Subsidies and
Countervailing Measures - Communication from the United States Concerning Subsidy Determinations on Certain
Carbon Steel Products (SCM/36).

126 For example, the EU, Canada, Egypt, India and Japan were against the US stance. See Nigel Grimwade,
International Trade Policy: A Contemporary Analysis (Routledge 2006), at 121.

127 Panel Report, US - Export Restraints, WT/DS194/R, para. 8.63-8.69; Dominic Coppens (n 3), at 33.

128 Uruguay Round - Group of Negotiations on Goods - Negotiating Group on Subsidies and Countervailing Measures
- Statement Made by the Delegation of Canada (MTN.GNG/NG10/W/22).

129 Uruguay Round - Group of Negotiations on Goods - Negotiating Group on Subsidies and Countervailing Measures
- Framework for Negotiations - Communication from Canada (MTN.GNG/NG10/W/25).
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In fact, the concept of financial contribution had been proposed by a GATT Group of
Experts on the Calculation of the Amount of a Subsidy before the Uruguay Round.'’
According to the expert group, ‘there can be no subsidy in the absence of a financial
contribution by government, or in other words that a subsidy presupposes such a
contribution’."!

The SCM Agreement finally adopted this view. According to the SCM Agreement, a
subsidy exists if there is a financial contribution by a government or any public body (or
any form of income or price support in the sense of Article XVI of the GATT 1994), and a
benefit is thereby conferred.'”” The definition of subsidy consists of two distinctive
elements, namely financial contribution and benefit."*® As discussed above, the financial
contribution element is aimed at ensuring that not all government assistance measures will
be deemed as subsidies, and thus subject to regulation of the SCM Agreement."** Hence,
this element is described as a ‘gateway’ to the SCM disciplines.'*

According to Article 1.1(a)(1) of the SCM Agreement, there are three different kinds

of financial contribution:

(i) a government practice involves a direct transfer of funds (e.g. grants, loans, and

13% This Group of Experts was established by the Committee on Subsidies and Countervailing Measures at its meeting
of 8 May 1980.

31 The expert group summarised the types of financial contribution, including ‘practices which involve a direct
transfer of funds (e.g. grants and loans); those involving potential direct transfers, or liabilities (e.g. loan guarantees); and
those involving revenue foregone or not collected (fiscal incentives such as investment tax credits to specified industries)’.
Uruguay Round - Group of Negotiations on Goods - Negotiating Group on Subsidies and Countervailing Measures -
Note by the Secretariat MTN.GNG/NG10/W/4).

132 Article 1.1 of the SCM Agreement.

133 Appellate Body Report, US - Softwood Lumber IV, WT/DS257/AB/R, para. 51.

3% Uruguay Round - Group of Negotiations on Goods - Negotiations Group on Subsidies and Countervailing
Measures - Problems in the Area of Subsidies and Countervailing Measures - Note by the Secretariat
(MTN.GNG/NG10/W/3); Uruguay Round - Group of Negotiations on Goods (GATT) - Negotiating Group on Subsidies
and Countervailing Measures - Checklist of Issues for Negotiations - Note by the Secretariat (MTN.GNG/NG10/W/9),
Section I11.1.

135 Panel Report, US - Export Restraints, WT/DS194/R, para. 8.38.
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equity infusion), potential direct transfers of funds or liabilities (e.g. loan guarantees);
(i1) government revenue that is otherwise due is foregone or not collected (e.g. fiscal
incentives such as tax credits);

(iii) a government provides goods or services other than general infrastructure, or

purchases goods.

The foregoing list of financial contribution is exhaustive.'”® As demonstrated in these
provisions, the SCM Agreement provides a variety of examples for each type of financial
contribution, such as grants, loans, and equity infusion in terms of direct transfer of funds.
These examples provide guidance for determining whether a financial contribution exists.
As will be discussed in chapter four of this thesis, these types of financial contribution
have been interpreted by WTO adjudicating bodies broadly."””” In addition, according to

Article 1.1(a)(1)(iv), the above financial contributions will arise if:

a government makes payments to a funding mechanism, or entrusts or directs a private
body to carry out one or more of the type of functions illustrated above which would
normally be vested in the government and the practice, in no real sense, differs from

practices normally followed by governments.'*®

This provision does not describe a type of financial contribution, but an indirect way

136 Appellate Body Report, US - Aircraft, WT/DS353/AB/R, para. 613.
37 Dominic Coppens (n 3), at 40.
138 Article 1.1(a)(1)(iv) of the SCM Agreement.
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in which the government provides a financial contribution.'*

2.4.1.2 Benefit

As mentioned above, ‘benefit’ is the other element of the subsidy definition in the
SCM Agreement. Financial contribution and benefit are two separate legal elements, which
‘together determine whether a subsidy exists’."’ In this regard, there has been controversy
during the Uruguay Round negotiations about whether the subsidy definition should be
based on costs to the subsidising government, or benefit to the subsidy recipient.'*! On the
one hand, the EU argued that a subsidy must incur a cost to the granting government, and

subsidies should be evaluated based on ‘costs to government’.'"?

This approach could to
some extent limit the reach of the US countervailing duty measures.'* On the other hand,
the US argued that a subsidy definition should be based on ‘benefits to recipients’. In other
words, a subsidy would exist if a government measure was more preferential than those

available under normal market conditions.'** The SCM Agreement finally adopted the US

view.'*® Financial contributions conferring no benefit are not subsidies within the meaning

3% Dominic Coppens (n 3), at 39.

140 Appellate Body Report, Brazil - Aircraft, WT/DS46/AB/R, para. 157. Some panels have misunderstood the two
elements by blending them together. For instance, the panel in Brazil - Aircrafi was pointed out to have a
misunderstanding of the two elements, as it ‘blended together by importing the concept of benefit into the definition of
financial contribution’. See Panel Report, US - Export Restraints, WT/DS194/R, para. 8.20.

I The difference between the two approaches was obvious. As Professor Jackson illustrated, if a government makes
loans to a particular sector at the interest rate of 8 percent, while the market interest rate is 10 percent and the government
could borrow its own funds at 6 percent, there will be no subsidy pursuant to the government cost approach as no cost has
incurred to the government. However, according to the benefit approach, a subsidy exists as the interest rate of the loan to
the recipient was more preferential than that of the market. See Jackson (n 15), at 295.

142 Uruguay Round - Group of Negotiations on Goods (GATT) - Negotiating Group on Subsidies and Countervailing
Measures - Note by the Secretariat (MTN.GNG/NG10/24). See also Dominic Coppens (n 3), at 62.

14 Gary N Horlick, ‘A Personal History of the WTO Subsidies Agreement’ (2013) 47 Journal of World Trade 447, at
451.

"4 Tbid, 451.

%5 Uruguay Round - Group of Negotiations on Goods (GATT) - Negotiating Group on Subsidies and Countervailing
Measures - Note by the Secretariat (MTN.GNG/NG10/24). See also Jackson (n 15), at 295; Dominic Coppens (n 3), at
62.
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of the SCM Agreement and thus not subject to its regulation. Therefore, the benefit
element further confines the scope of the subsidy definition and, consequently, the SCM
Agreement rules.

While the SCM Agreement does not provide many details on the benefit element,
WTO dispute settlement panels and the Appellate Body have further elaborated on it. For
instance, the panel in Canada-Aircraft explained that the ordinary meaning of ‘benefit’
clearly includes some form of advantage, and that the only logical basis for determining
whether the recipient is in a more advantageous position due to the financial contribution is
the market.'*® As the meaning of the term ‘benefit’ referred to ‘advantage’, ‘good’, ‘gift’,
‘profit’, or ‘a favourable or helpful factor or circumstance’ more generally, the Appellate
Body considered that the meaning of ‘benefit’ implies some kind of comparison.'” The
key question in terms of the comparison is whether the financial contribution makes the
recipient ‘better off” than what it would have been without the contribution. The Appellate
Body further confirmed that the market provides the appropriate basis for determining
whether a benefit is conferred. A benefit arises if the recipient receives a financial
contribution on terms more favourable than those available to the recipient in the market.'**

The elements of financial contribution and benefit define ‘subsidy’ within the
meaning of the SCM Agreement from different perspectives. The financial contribution
element focuses on government actions making the contributions, and the benefit element

is concerned with the recipient.'*” For there to be a subsidy, the government actions at

issue must be a financial contribution within the meaning of the SCM Agreement and must

146 panel Report, Canada - Aircraft, WT/DS70/R, para. 9.112.

14T Appellate Body Report, Canada - Aircrafi, WT/DS70/AB/R, para. 153, 157.
143 Ibid, para. 158.

1 1bid, para. 156.
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also confer a benefit. However, even if a government action is deemed to be a subsidy, it is
not necessarily subject to regulation by the SCM Agreement. Subsidies will be subject to

the disciplines of the SCM Agreement only if they are ‘specific’.

2.4.1.3 Specificity

Specificity is an important concept in terms of subsidy regulation. It was basically
developed during the US administrative and statutory implementation of the countervailing
duty law."””® The SCM Agreement, for the first time, explicitly introduced the specificity
concept in the GATT/WTO subsidy rules.””' Specificity can be understood as ‘the
quality of being particular to one person or thing’."” ? The rationales behind the specificity
requirement include at least two aspects. First, if a subsidy is available across the board to
all producing sectors in an economy, it may have no, or at most minimal, trade-distorting
effects.””® Secondly, as discussed above, some broadly based general government welfare
programmes are intended to be excluded from the regulation of the SCM Agreement, as
they are considered necessary to promote legitimate economic and social policy goals."* A
proper specificity test can help distinguish general welfare programmes that are less
trade-distorting, from those limited to certain enterprises that should be subject to

regulation.

150 The specificity concept was explicitly introduced into the US Countervailing Duty Statute of 1979 (implementing
the Tokyo Round Subsidies Code), which defines subsidy in this way: ‘[t]he following domestic subsidies, if provided or
required by government action to a specific enterprise or industry, or group of enterprises or industries...’. See Jackson (n
15), at 296.

151 There is no explicit specificity requirement in the Tokyo Round Subsidies Code. The Subsidies Code only provided
that social and economic policies objectives of its signatories may be achieved by means of subsidies granted with the
aim of giving an advantage to ‘certain enterprises’. Article 11.3 of the Tokyo Round Subsidies Code.

152 Cambridge Academic Content Dictionary (Cambridge University Press 2009).

153 Jackson (n 15), at 297.

" Tbid, at 297.
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According to the SCM Agreement, a subsidy is ‘subject to’ the provisions of Part I1
(regarding prohibited subsidies), or the provisions of PartIIl (regarding actionable
subsidies) or Part V (regarding the imposition of countervailing duties) only if it is specific
in accordance with Article 2."”® Therefore, subsidies that are not specific cannot be
challenged or countervailed under the SCM Agreement. The SCM Agreement further sets
out some rules for determining the existence of specificity, which will be discussed in
detail in chapter four of this thesis. In general, a subsidy will be specific if it is in law or in
fact limited to ‘an enterprise or industry or group of enterprises or industries’ (referred to in
the SCM Agreement as ‘certain enterprises’).'”® Prohibited subsidies (which will be
discussed below) are irrefutably deemed to be specific under the SCM Agreement due to
their general trade-distorting nature.'”’ This is to call for their prohibition even where they
do not meet the above substantive requirements of specificity."*® According to the SCM
Agreement, any determination of specificity should be clearly substantiated on the basis of

positive evidence.'”

2.4.2 Disciplines on Subsidies under the SCM Agreement

The above explains that the definition of ‘subsidy’ and the rules of ‘specificity’ serve

as a threshold for the application of the disciplines prescribed in the SCM Agreement.'®

155 Article 1.2 of the SCM Agreement. For further discussion on this provision, see Appellate Body Report, US -
Softwood Lumber IV, WT/DS257/AB/R (n 6), para. 72.

156 Article 2 of the SCM Agreement.

157 Article 2.3 of the SCM Agreement provides that any subsidy falling under the provisions of Article 3 should be
deemed to be specific. See also Panel Report, US - Upland Cotton, WT/DS267/R, para. 7.1153; Simon Lester and Bryan
Mercurio (n 2), at 429.

'58 Simon Lester and Bryan Mercurio (n 2), at 429.

159 Article 2.4 of the SCM Agreement.

1% Dominic Coppens (n 3), at 115.
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Partly in order to target subsidies that are trade-distorting, the SCM Agreement classified
subsidies into three categories, including prohibited subsidies, actionable subsidies and
non-actionable subsidies.'®" Different disciplines apply to each category of these subsidies.
This overall classification of subsidies, also referred to as ‘traffic lights® approach, was
proposed first by the US during the Tokyo Round negotiations.'® This approach was
instrumental for reaching a compromise between the harsh stance of the US and the looser

stance of other countries on disciplining the use of subsidies.'®’

2.4.2.1 Prohibited Subsidies

The first category under the ‘traffic lights® approach is prohibited subsidies, often
referred to as ‘red light’ subsidies, including export subsidies and import substitution
subsidies (or local content subsidies).'® These subsidies are banned in all cases due to
their direct trade-distorting nature and effects.'®® According to Article 3.2 of the SCM
Agreement, WTO members ‘shall neither grant nor maintain’ any prohibited subsidies. The
SCM Agreement sets out two kinds of prohibited subsidies, namely export subsidies and
import substitution subsidies.'*

In the economic literature, ‘export subsidies’ are those only paid on production that is

181 Part 11 and Part 111 of the SCM Agreement deal with prohibited subsidies and actionable subsidies respectively, and
Part IV is concerned with non-actionable subsidies.

162 Dominic Coppens (n 3), at 115. See also Gary Clyde Hufbauer and Joanna R. Shelton, Subsidies in International
Trade (Institute for International Economics 1984), at 22.

163 Jackson (n 15), 290.

164" Article 3.1(a) of the SCM Agreement.

165 Peter van den Bossche, The Law and Policy of the World Trade Organisation: Text, Cases and Materials (2nd ed,
Cambridge University Press 2008), at 116.

166 Article 3.1 of the SCM Agreement.
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exported, and are thus directly export-stimulating.'®” Therefore, a distinction can be drawn
between export subsidies and ‘domestic subsidies’, which are granted on production
regardless of whether it is exported or not.'"® Export subsidies have been a contentious
issue in terms of international trade regulation, due to their trade-distorting effects which
place burdens on other countries.'®’

In the SCM Agreement, export subsidies are defined as subsidies ‘contingent, in law
or in fact, whether solely or as one of several other conditions, upon export performance,
including those illustrated in Annex I'.'”° The key question regarding the existence of
export subsidies is the export ‘contingency’ of the subsidies at issue."”’ The ‘contingency’
requires some degree of link or relationship between export and a subsidy.'”* According to
the Appellate Body, the term ‘contingent’ means ‘conditional’ or ‘dependent for its
existence on something else’.'” In this regard, footnote 4 of the SCM Agreement provides
some guidance. It states that a de facto contingency exists when the granting of a subsidy is
in fact ‘tied to’ actual or anticipated exportation or export earnings.'”* The Appellate Body
has clarified that the ordinary meaning of ‘tied to’ confirms that a relationship of
conditionality or dependence must be demonstrated.'” Footnote 4 also makes it clear that
‘[t]he 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’.'”®

17 Dominic Coppens (n 3). at 6.

'** Ibid, at 6.

169 Jackson (n 15), at 280.

170" Article 3.1(a) of the SCM Agreement.

17" Appellate Body Report, Canada - Aircrafi, WT/DS70/AB/R, para. 166; Panel Report, US - Aircraft, WT/DS353/R,
para. 7.1518.

172 Simon Lester and Bryan Mercurio (n 2), at 431.

' Appellate Body Report, Canada - Aircraft, WT/DS70/AB/R, footnote 86, para. 166: Appellate Body Report, US -
FSC (Article 21.5 - EC), WT/DS108/AB/RW, para. 111.

174 Footnote 4 of the SCM Agreement.

175 Appellate Body Report, Canada - Aircraft, WT/DS70/AB/R, para. 166-171.

176 Footnote 4 of the SCM Agreement.
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Export contingency ‘must be inferred from the total configuration of the facts constituting
and surrounding the granting of the subsidies’, and ‘none of which on its own is likely to
be decisive in any given case’.'”’ As the legal standard is the same for de facto and de jure
export contingency, a ‘tie’ between export performance and a subsidy also meets the
standard for the de jure contingency.'”®

It is worth mentioning that, a de jure contingency is ‘demonstrated on the basis of the
words of relevant legislation, regulation or other legal instrument’,'”” and is usually easier
to identify. As a result, de facto export subsidies are more likely to be used by government,
as the identification of a de facto export contingency is beyond the words of the relevant
laws or regulations and is thus more difficult."®® The rules on de facto export contingency
prevent governments from circumventing the prohibition on export subsidies by linking
subsidies to export performance without prescribing it explicitly in their laws.'’

In addition to the above rules for determining the existence of export subsidies, Annex
I of the SCM Agreement provides an ‘illustrative list of export subsidies’, which is built on
that of the Tokyo Round Subsidies Code and includes eleven types of export subsidies.'®

A subsidy that falls within the scope of the illustrative list is deemed to be a prohibited

export subsidy.'® As this list is not exhaustive, subsidies falling outside the scope of the

177 Appellate Body Report, Canada - Aircraft, WT/DS70/AB/R, para. 167; Panel Report, US - Aircraft, WT/DS353/R,
para. 7.1518. X

'8 Appellate Body Report, Canada - Aircraft, WT/DS70/AB/R, para. 167. For more discussion, see Simon Lester and
Bryan Mercurio (n 2), at 431.

179" Appellate Body Report, Canada - Aircraft, WT/DS70/AB/R, para. 167; Appellate Body Report, Canada - Autos,
WT/DS139/AB/R, para. 100.

180 Appellate Body Report, Canada - Autos, WT/DS139/AB/R, para. 100.

81 Dominic Coppens (n 3), at 119.

182 Annex I of the SCM Agreement.

183 Panel Report, Brail - Aircrafi (Article 21.5 - Canada), WT/DS46/RW, para. 6.30-6.31. This was implicitly
endorsed by the Appellate Body. See Appellate Body Report, Brazil - Aircraft (Article 21.5 - Canada),
WT/DS46/AB/RW, para. 61, as discussed by Dominic Coppens (n 3). at 117.
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list can still be covered by the export subsidy rules in the SCM Agreement.'®

The second type of prohibited subsidies in the SCM Agreement is import substitution
subsidies, also referred to as domestic content subsidies. According to the SCM Agreement,
they are subsidies contingent on the use of domestic over imported goods.'® The
Appellate Body has confirmed that the legal contingency standard for import substitution
subsidies is similar to the contingency of export subsidies, thus including both de jure and
de facto contingency.'® Import substitution subsidies are considered ‘as effective as any
tariff in protecting domestic input supplying industries’, and would distort the flow of
resources internationally.’”” Due to their trade-distorting nature, export subsidies and
import substitution subsidies are singled out for more stringent disciplines under the SCM
Agreement.®® If a subsidy is found to be a prohibited subsidy, it must be withdrawn

without delay."®

2.4.2.2 Actionable Subsidies

The second category of subsidies under the SCM Agreement is actionable subsidies,
also referred to as ‘yellow light’ subsidies."”® The use of the term ‘actionable’ means that
subsidies of this type are not prohibited outright, but may be challenged if they cause

‘adverse effects’ to the interests of other members.'”" Article 5 of the SCM Agreement

184 Dominic Coppens (n 3), at 117.

* Article 3.1(b) of the SCM Agreement.
® Appellate Body Report, Canada - Autos, WT/DS139/AB/R, paras. 135-143. See also Bossche (n 165), at 574.

187 Elements of the Framework for Negotiations - Submission by the United States (MTN.GNG/NG10/W/29). See
also Dominic Coppens (n 3), at 140.

188 See Rubini (n 114), at 71; Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 376.

189 Article 4.7 of the SCM Agreement.

190 jackson (n 15), at 292.

15T theory, prohibited subsidies could still be challenged as actionable subsidies. See Panel Report, Korea -

1
1

®
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provides that ‘[nJo Member should cause, through the use of any subsidy referred to in
paragraphs 1 and 2 of Article 1, adverse effects to the interests of other Members’. The key
issue regarding actionable subsidies is thus to establish whether such ‘adverse effects’ exist.
Article 5 refers to three types of adverse effects, including: (i) injury to the domestic
industry of another member; (ii) nullification or impairment of benefits accruing to another
member under GATT 1994; and (iii) serious prejudice to the interests of another
member.'”

First, according to footnote 45 to the SCM Agreement, the term ‘injury’ should be
taken to mean material injury, threat of material injury, or material retardation of the
establishment of such an industry.'” The term ‘injury to the domestic industry’ is used in
the same sense as in the rules over countervailing duties in Part V of the SCM
Agreement."” The determination of injury should be based on positive evidence, and
should involve an objective examination of: (i) the volume of the subsidised imports and
their effects on prices of like products in the domestic market; and (ii) the consequent
impact of the subsidised imports on the domestic producers of such products.'”’

In terms of the volume of the subsidised imports, it must be considered whether there
has been a significant increase of the subsidised imports, either in absolute terms or

relative to production or consumption in the importing country.'®

As regards the effects of
the subsidised imports on prices, it must be considered whether there has been a significant

price undercutting, significant price depression or price suppression by the subsidised

Commercial Vessels, WT/DS273/R, para. 7.344, as discussed by Dominic Coppens (n 3), at 144.
192 Article 5 of the SCM Agreement.
'% Footnote 45 of the SCM Agreement.
% Footnote 11 of the SCM Agreement.
195 Article 15.1 of the SCM Agreement.
19 Article 15.2 of the SCM Agreement.

o o
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imports.'”” Next, the examination of the impact of the subsidised imports on the domestic
industry must include an evaluation of all relevant economic factors and indices having a
bearing on the state of the industry.'” In addition, there must be a causal relationship
between the subsidised imports and the injury. Article 15.5 of the SCM Agreement
provides that it must be demonstrated that the subsidised imports are, through the effects of
subsidies, causing the injury.'” The injury caused by other factors, such as changes in the
patterns of consumption, developments in technology, etc., may not be attributed to the
subsidised imports.**

The second type of adverse effects, namely nullification of impairment of benefits
accruing to another member under the GATT 1994, is formulated in the same sense as it is
used in the GATT 1994.°°! According to Article 5(b) of the SCM Agreement, this type of
adverse effects is concerned in particular with the benefits from tariff concessions under
Article II of the GATT 1994. WTO members have reasonable expectations that they can
benefit from tariff concessions, but subsidisation may undercut the improved market access
resulting from a tariff concession.”” Therefore, nullification or impairment would arise
when the effect of a tariff concession is systematically offset or counteracted by a subsidy
programme.’”®

The last type of adverse effects is ‘serious prejudice’ to the interests of other WTO

197 Article 15.2 of the SCM Agreement.

198 These factors include, for example, actual and potential decline in output, sales, market share, profits, productivity,
return on investments, or utilization of capacity; factors affecting domestic prices; actual and potential negative effects on
cash flow, inventories, employment, wages, growth, ability to raise capital or investments. This list of factors in the SCM
Agreement is not exhaustive, and no single factor, or combination of factors, necessarily gives decisive guidance. See
Article 15.4 of the SCM Agreement.

199 Article 15.5 of the SCM Agreement.

2% Bossche (n 165), at 582.

21 Footnote 12 of the SCM Agreement.

202 Bossche (n 165), at 583.

293 panel Report, US - Offset Act (Byrd Amendment), WT/DS234/R, para. 7.127.

42



members. According to the SCM Agreement, ‘serious prejudice’ is used in the same sense
as it is used in GATT Article XVI.*** The concept of serious prejudice includes ‘threat of
serious prejudice’, namely a situation in which the serious prejudice is imminent.*”® The
SCM Agreement sets out rather detailed rules concerning the determination of serious
prejudice,® which are considered to constitute important progress in terms of subsidy
regulation.”” First, Article 6.1 of the SCM Agreement originally provided for several
situations where ‘serious prejudice’ will be deemed to exist.’®® However, this provision
expired at the end of 1999 as no consensus was reached among WTO members in favour
of continuing its existence.”” Article 6.3 of the SCM Agreement then explains that serious

prejudice will be deemed to exist if any of the following effects has been found:

(a) the effect of the subsidy is to displace or impede the imports of a like product of
another Member into the market of the subsidising Member;

(b) the effect of the subsidy is to displace or impede the exports of a like product of
another Member from a third country market;

(c) the effect of the subsidy is a significant price undercutting by the subsidised

product as compared with the price of a like product of another Member in the same

294 Footnote 13 of the SCM Agreement.

295 Footnote 13 of the SCM Agreement. For more discussion on this, see Panel Report, US - Upland Cotton (Article
21.5 - Brazil), WT/DS267/RW, para. 7.1494-7.1497. See also Dominic Coppens (n 3), at 149.

2% Tn the Tokyo Round Subsidies Code, there were only very brief provisions regarding serious prejudice. See Article
8 of the Tokyo Round Subsidies Code.

27 Collins-Williams and Salembier (n 4), at 9.

%8 These situations include: (a) the total ad valorem subsidisation of a product exceeding 5 percent; (b) the subsidies
cover operating losses sustained by an industry; (c) the subsidies cover operating losses sustained by an enterprise, other
than one-time measures; or (d) direct forgiveness of debt. In accordance with this provision, the complaining member
only had to demonstrate the existence of such a specific subsidy and then place the burden on the defending party to
refute the claim that the subsidy caused serious prejudice in the meaning of Article 6.3. However, according to Article 6.2
of the SCM Agreement, notwithstanding the provisions of in Article 6.1, serious prejudice should not be found if it is
demonstrated that the subsidy in question has not resulted in any of the effects enumerated in Article 6.3 of the SCM
Agreement.

29 Article 31 of the SCM Agreement. See also Dominic Coppens (n 3), at 147.
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market or significant price suppression, price depression or lost sales in the same
market;

(d) the effect of the subsidy is an increase in the world market share of the subsidising
Member in a particular subsidised primary product or commodity as compared to the
average share it had during the previous period of three years and this increase follows

a consistent trend over a period when subsidies have been granted.

As to the displacement or impedance of another member’s exports to a third country
market (Article 6.3(b)), Article 6.4 further explains that the displacement or impeding of
exports should include any case in which there has been a change in relative market shares,
to the disadvantage of the non-subsidised like product. This should be assessed ‘over an
appropriately representative period sufficient to demonstrate clear trends in the
development of the market for the product concerned, which, in normal circumstances,
shall be at least one year’.”'" The ‘change in relative shares of the market’ includes any of
the following situations: (a) there is an increase in the market share of the subsidised
product; (b) the market share of the subsidised product remains constant in circumstances
in which, in the absence of the subsidy, it would have declined; (c) the market share of the

subsidised product declines, but at a slower rate than would have been the case without the

211

subsidy.

According to Article 6.5, price undercutting should include any case in which such

1% Article 6.4 of the SCM Agreement. According to Article 6.4 (‘for the purpose of paragraph 3(b)’), such contextual
support applies to displacement or impedance of trade to third country market(Article 6.3(b)). but not to the subsidising
country market (Article 6.3(a)). However, the Appellate Body considered that the contextual support to show
displacement of impedance in Article 6.4 refers to both situations (Article 6.3(a) and 6.3(b)). Appellate Body Report, US
- Aircraft, WT/DS353/AB/R, para. 1081, para. 1086. For more discussion, see Dominic Coppens (n 3), at 157.

' Article 6.4 of the SCM Agreement.
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price undercutting has been demonstrated through a comparison of prices of the subsidised
product with prices of a non-subsidised like product supplied to the same market. The
comparison should be made at the same level of trade and at comparable times, taking into

account any other factor affecting price comparability.*'?

If such a direct comparison is not
possible, the existence of price undercutting may be demonstrated on the basis of export
unit values.”” In addition to demonstrating the above scenarios, it must also be established
that there is a causal link between the subsidy and the market phenomena.”*

The SCM Agreement provides that the existence of serious prejudice should be
established on the basis of the information submitted to or obtained by the panel.*’
Specific procedures for developing information on serious prejudice are set out in Annex V
of the SCM Agreement. If a member fails to cooperate in the information-gathering
process, a dispute settlement panel may rely on the ‘best information available’, and draw
adverse inferences from the lack of cooperation.”'®

As mentioned above, actionable subsidies are not as trade-distorting as prohibited
subsidies, so they are not prohibited per se. If a subsidy is found to cause adverse effects,
the subsidising member must withdraw the subsidy, or take appropriate steps to remove the
effects of the subsidy.’’” The requirement to demonstrate the adverse effects is a main

difference between rules on actionable and those on prohibited subsidies, as the latter can

be counteracted without proving their trade effects. Consequently, there is a higher hurdle

%)

Article 6.5 of the SCM Agreement.

Article 6.5 of the SCM Agreement.

Dominic Coppens (n 3), at 148.

Article 6.8 of the SCM Agreement.

Annex V to the SCM Agreement, para. 6 and 7. See also Bossche (n 165), at 584.
Article 7.8 of the SCM Agreement.
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to formulate an actionable subsidy claim both in legal and financial terms.*'®

2.4.2.3 Non-actionable Subsidies

The last category of subsidies in the SCM Agreement is non-actionable subsidies, also
known as ‘green light’ subsidies. These subsidies were exempted from the actionable
subsidy rules and also unilateral countervailing duty measures.””® This was mainly because
they were likely to have minimal trade-distorting effects and the policy goals they pursued
were considered desirable.**

In addition to non-specific subsidies, there used to be three types of non-actionable
subsidies in the SCM Agreement.””' First, assistance for R&D was non-actionable when it
was conducted by firms or by higher education or research establishments on a contract
basis with firms.**> Secondly, assistance to disadvantaged regions, pursuant to a general
regional development framework, was non-actionable.’* Finally, the third type of
non-actionable subsidies covered assistance to promote adaptation of existing facilities to
new environmental requirements imposed by law or regulations.”* These non-actionable
subsidies were subject to further strict conditions and limitations under the SCM

Agreement.”” For example, the non-actionable R&D subsidies should not cover more

than 75 percent of the costs of industrial research or 50 percent of the costs of

218 Appellate Body Report, US - Aircraft, WT/DS353/AB/R, footnote 2428. See also Dominic Coppens (n 3), at 148.

219 Jackson (n 15), at 292.

20 Simon Lester and Bryan Mercurio (n 2), at 447.

221 Besides these three types of non-actionable subsidies, non-specific subsidies within the meaning of Article 2 of the
SCM Agreement are also non-actionable under the SCM Agreement. See Article 8.1(a) of the SCM Agreement.

222 Article 8.2(a) of the SCM Agreement.

223 Article 8.2(b) of the SCM Agreement.

224 Article 8.2(c) of the SCM Agreement.

225 Article 8 of the SCM Agreement.
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pre-competitive development activity and were also limited exclusively to certain types of
costs.**

The creation of non-actionable subsidies was regarded as another important
achievement of the SCM Agreement compared with the GATT subsidy rules.”” However,
these provisions expired at the end of 1999, because no consensus was reached regarding
the continuation of their application among WTO members.”® Since then, subsidies that

used to be non-actionable can be challenged if they result in adverse effects or lead to

injurious imports that can be countervailed.*”

2.4.3 Dispute Settlement and Remedies

2.4.3.1 Multilateral Procedures

The SCM Agreement provides two remedies for dealing with illicit foreign subsidies,

including the multilateral and unilateral remedies. First, for multilateral remedies, a WTO

member can refer to the WTO dispute settlement mechanism if its interests are adversely

226 The R&D assistance is limited exclusively to: costs of personnel (researchers, technicians and other supporting
staff employed exclusively in the research activity); costs of instruments, equipment, land and buildings used exclusively
and permanently (except when disposed of on a commercial basis) for the research activity; costs of consultancy and
equivalent services used exclusively for the research activity, including bought-in research, technical knowledge, patents,
etc.; additional overhead costs incurred directly as a result of the research activity; other running costs (such as those of
materials, supplies and the like), incurred directly as a result of the research activity. There were also additional
requirements for the other two kinds of non-actionable subsidies in the SCM Agreement. See Article 8.2 of the SCM
Agreement.

7 Collins-Williams and Salembier (n 4), at 9.

228 Article 31 of the SCM Agreement. The rules of non-actionable subsidies were viewed as an exchange for the
above-mentioned stricter rules on the determination of serious prejudice in Article 6.1 which was proposed by the US. As
a result, their future was bound together. Several developing countries, such as Brazil and India, were not in favour of its
extension as they considered that the provisions overly reflected the interest of developed counties. In contrast, the EU
and Canada favoured a continuation of the category of non-actionable subsidies, whereas the US had mixed views. See
Anwarul Hoda and Rajeev Ahuja, ‘Agreement on Subsidies and Countervailing Measures: Need for Clarification and
lmfrovemem' (2005) 39 Journal of World Trade, at 1061.

2 Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 380.
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affected by foreign subsidies. As mentioned above, the WTO contains an integrated legal
system, including rules on dispute settlement established through the Understanding on
Rules and Procedures Governing the Settlement of Disputes (DSU). The WTO dispute
settlement mechanism is widely regarded as one of the most important achievements of the
Uruguay Round negotiations.”® The role of the mechanism is critical in terms of dealing
with the subsidy problem in the civil aircraft industry, as the disputes over aircraft

231

subsidies have all been referred to the mechanism.” With respect to the multilateral

remedies, the SCM Agreement stipulates some special and additional dispute settlement

232

rules and procedures for dealing with foreign subsidies.”™ These rules and procedures are

to a large extent similar to those of the DSU.**

Like in other kinds of disputes, if a member believes that prohibited subsidies are
being granted or maintained, or subsidies granted or maintained by another member cause
adverse effects to its interests, the first and mandatory step to obtain multilateral remedies
is to request consultations with the subsidising member.”** The aim of these consultations
is to reach a mutually acceptable solution to the subsidy dispute. If the consultation fails to

reach such a solution, any party to such consultations can request the establishment of

a dispute settlement panel so as to adjudicate on the case.”®® If any party to the dispute

30 Gee, for instance, World Trade Organisation Secretariat, From GATT to the WTO. The Multilateral Trading System
in the New Millennium (Kluwer Law International 2000), at 108; Thomas Cottier and Krista Nadakavukaren Schefer,
‘Conflict Resolution on the World Trade Organisation’, The Challenge of WTO Law: Collected Essays (Cameron May
2007), at 172.

31 Ron Kendler. ‘Delayed Fight: The World Trade Organisation Dispute Settlement Mechanism, Negotiation, and the
Transatlantic Conflict over Commercial Aircraft’ (2012) Boston College International and Comparative Law Review 253,
at 270. The operation of the WTO dispute settlement mechanism in the context of disputes over the civil aircraft industry
will be discussed in detail in the chapter five of this thesis.

2 Article 4 and Article 7 of the SCM Agreement are concerned with dispute settlement procedures and rules for
prohibited subsidies and actionable subsidies respectively.

=2 According to Article 30 of the SCM Agreement, except as otherwise specifically provided in the SCM Agreement,
the provisions of Articles XXII and XXIII of GATT 1994 as elaborated and applied by the DSU will apply to
consultations and the disputes settlement under the SCM Agreement.

34 Article 4.1 and Article 7.1 of the SCM Agreement.

35 Article 4.4 and Article 7.4 of the SCM Agreement.

48



appeals the panel’s rulings, the dispute will be referred to the Appellate Body for an
appellate review.”® Generally speaking, the rules and procedures concerning prohibited
subsidies, such as the timeframes, implementation standards and potential remedies, are
more stringent than those concerning actionable subsidies.”’

As mentioned above, if a subsidy is found to be a prohibited subsidy, the subsidising
member must withdraw it without delay.”® The time period within which the subsidy
measure must be withdrawn will be specified by the panel. In practice, panels have usually
set this period as 90 days from the date of adoption of the panel or Appellate Body
reports.”*’ If the recommendation of the panel or the Appellate Body to withdraw the
subsidies is not followed, the complaining member can apply for the authorisation of the
WTO Dispute Settlement Body (DSB) to take appropriate countermeasures.’*’ This
appears to give WTO members greater leeway to retaliate than the DSU, which refers to
the ‘suspension of concessions or other obligations’.**' As regards actionable subsidies,
the subsidising member must take appropriate steps to withdraw the subsidy, or remove the

2

adverse effects of the subsidy.** If there has been non-compliance with DSB

recommendations and rulings, the SCM Agreement authorises countermeasures that are

commensurate with the degree and the nature of the adverse effect.**’

2.4.3.2 Unilateral Procedures

3¢ Article 4.9 and Article 7.7 of the SCM Agreement.

7 Dominic Coppens (n 3), at 198.

28 Article 4.7 of the SCM Agreement.

239 For instance, see Panel Report, Korea - Commercial Vessels, WT/DS273/R, para. 8.5. See also Simon Lester and
Bryan Mercurio (n 2), at 448.

240 Article 4.10 and Article 7.9 of the SCM Agreement.

41 Simon Lester and Bryan Mercurio (n 2), at 448.

242 Article 7.8 of the SCM Agreement.

3 Article 7.9 of the SCM Agreement.
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The second kind of remedies for illegal subsidies under the SCM Agreement is
unilateral, namely to impose countervailing duties on subsidised imports that cause injury
to the domestic industry. The SCM Agreement includes an injury test as the prerequisite for
taking unilateral countervailing measures.”** A WTO member can opt for unilateral
remedies to offset foreign subsidies only if it is experiencing injury to its domestic industry

5 With respect to the injury resulting from a

that is caused by subsidised imports.
particular subsidy in the domestic market of the importing member, the member can only
choose one kind of remedy, either multilateral or unilateral.*** However, the member can
take unilateral remedies to deal with subsidised imports causing injury in its domestic
market, and take multilateral remedies to counteract other adverse effects of the same
subsidies in its export markets.*"’

The rules and procedures for imposing unilateral countervailing measures are set forth
in Part IV of the SCM Agreement. When taking this unilateral approach, a member has to
follow the procedural and substantive rules stipulated in the SCM Agreement. The rules on
the imposition of countervailing duties are considered equally important to those on the use
of subsidies, as the extensive imposition of countervailing duties by the US is a main
concern for many WTO members.”*® The aim of Part V of the SCM Agreement is to ‘strike
a balance between the right to impose countervailing duties to offset subsidisation that is
249

causing injury, and the obligations that members must respect in order to do so’.

In order to impose countervailing duties, a member must conduct an investigation

244 Bernard M Hoekman, The World Trade Organisation: Law, Economics, and Politics (Routledge 2007), at 40.
5 Bossche (n 165), at 585.

246 Footnote 35 of the SCM Agreement.

47 Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 384.

% Collins-Williams and Salembier (n 4), at 9.

249 Appellate Body Report, US - Carbon Steel, WT/DS213/AB/R, para. 74. See also Dominic Coppens (n 3), at 220.
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following the rules in the SCM Agreement and reach a positive determination of the
existence of three elements: (i) subsidised imports, that is, imports of products from
producers who benefited from specific subsidies, (ii) injury to the domestic industry
producing like product, and (iii) a causal link between the subsidised import and the injury
to the domestic industry.”® As mentioned above, the term injury for countervailing
measures is used in the same sense as it is used in rules concerning the adverse effects of
actionable subsidies.””’ Therefore, the rules applicable to the existence of injury in a
countervailing duties investigation are the same as those regarding the existence of injury
in an actionable subsidies claim described above.”*

The SCM Agreement stipulates a set of transparent rules for conducting
countervailing duty investigations.”® The investigation should normally be initiated upon
a written application ‘by or on behalf of the domestic industry’.*** To be considered ‘by or
on behalf of the domestic industry’, an application must be supported by domestic
producers whose collective output constitutes more than 50 percent of the total production
of the like product produced by the portion of domestic industry that expressed its view.”
The application to initiate an investigation must include sufficient evidence of the

existence of a subsidy, injury and cause link between the subsidised imports and the

alleged injury.”® However, in certain special circumstances, the authorities may also

% Bossche (n 165), at 586.

21 Footnote 11 of the SCM Agreement.

2 The rules concerning the determination of injury are set forth in Article 15 of the SCM Agreement.

%3 Gary N Horlick and Peggy A Clarke, ‘The 1994 WTO Subsidies Agreement’ (1994) 17 World Competition 41, at
49.

24 Article 11.1 of the SCM Agreement.

2% However, the investigation should not be initiated if the production of the domestic producers supporting the
application accounts for less than 25 percent of total production of the like product produced by the domestic industry.
See Article 11.4 of the SCM Agreement.

2% The authorities will then review the accuracy and adequacy of the evidence to determine whether the evidence is
sufficient to justify the initiation of the CVD investigation. Article 11.2, 11.3 of the SCM Agreement.
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initiate an investigation by themselves without an application from a domestic industry.”’

Similar to what happens with multilateral remedies, there is a consultation requirement in
the wunilateral countervailing procedures. The investigating member must hold
consultations with the members whose products may be subject to the investigation, before
the formal initiation of the investigation, in order to reach a mutually agreed solution.”®

The foregoing outlines the two kinds of remedies for dealing with illegal foreign
subsidies as well as relevant dispute settlement rules and procedures. The use of
multilateral remedies is particularly encouraged by the WTO,”’ as they are expected to
decrease the use of unilateral countervailing measures by WTO members.**

Besides the primary rules regarding subsidies described above, the SCM Agreement
also sets out a subsidy notification requirement. WTO members are required to notify their

®" These notifications should include

subsidy programmes to the WTO each year.’
information about the type of subsidy, the amounts involved, the policy objective and
intended duration, as well as the relevant statistics that can enable other WTO members to
evaluate the trade effects and to understand the operation of the notified subsidy
programmes.’®> Members are also required to report, without delay, all preliminary or final
actions taken with respect to countervailing duties, and to submit semi-annual reports on
any countervailing duty actions taken within the preceding six months.”®® In addition, they

should notify the WTO about their countervailing duties laws, such as which authorities

are competent to initiate and conduct countervailing duty investigations, as well as its

37 Article 11.6 of the SCM Agreement.
28 Article 13.1 of the SCM Agreement.
%% Article 23 of the DSU.

20 Horlick and Clarke (n 253), at 49.

21 Article 25.1 of the SCM Agreement.
22 Article 25.3 of the SCM Agreement.
263 Article 25.11 of the SCM Agreement.
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domestic procedures governing such investigations.”*

2.4.4 Special Rules for Certain Members

The SCM Agreement recognises that subsidies may play an important role in the
economic development programmes of developing country members.”® The Agreement
thus provides certain special and differential treatments for these members.”*® For instance,
least-developed countries and developing countries are exempted from disciplines over

7 Moreover, certain normally actionable subsidies are not deemed as

prohibited subsidies.
actionable when granted by developing country members in the context of their
privatisation programmes.”® There is also some limitation on remedies for actionable
subsidies granted by developing countries.”® Some of these special rules were set up to
last only for a limited time and have since expired.””® In addition to these preferential
treatments for developing countries, there are some special rules in the SCM Agreement
for ‘members in the process of transformation from a centrally-planned into a market,
free-enterprise economy’. These members ‘may apply programmes and measures

necessary for such a transformation’.””!

264 Article 25.12 of the SCM Agreement.

295 Article 27.1 of the SCM Agreement.

26 Article 27.1 of the SCM Agreement.

27 For instance, least-developed countries and developing countries that have less than $1,000 per capita GNP are
exempted from disciplines on prohibited export subsidies, and have a time-bound exemption from other prohibited
subsidies. For other developing countries, the export subsidy prohibition would take effect eight years after the entry into
force of the agreement establishing the WTO, and they have a time-bound (though fewer years than for poorer developing
countries) exemption from the other prohibited subsidies. See Article 27.2, 27.3 of the SCM Agreement.

268 This is the case, for example, for direct forgiveness of debts and subsidies to social costs. See Article 27.13 of the
SCM Agreement. For more discussion, see Bossche (n 165), at 605.

29 Article 27.9 of the SCM Agreement.

7% For more discussion, see Simon Lester and Bryan Mercurio (n 2), at 450.

"l However, aside from any special exemptions that were granted, these provisions have expired. See Article 29 of the
SCM Agreement.
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2.4.5 Different Arrangements for Aircraft Subsidies

In terms of the civil aircraft industry, the SCM Agreement made some different
arrangements for subsidies in the industry. According to the SCM Agreement, a variety of
rules in the Agreement are not applicable to aircraft subsidies. First, as regards the
determination of serious prejudice, while the total ad valorem subsidies of a product
exceeding 5 percent should be deemed to cause serious prejudice within the meaning of

Article 6.1(a), the SCM Agreement provides:

[s]ince it is anticipated that civil aircraft will be subject to specific multilateral rules,

the threshold in this subparagraph does not apply to civil aircraft.””?

In addition, while Article 6.1(d) of the SCM Agreement provides that direct
forgiveness of debt, such as forgiveness of government-held debt or grants to cover debt
repayment, will be deemed to cause serious prejudice, footnote 16 of the SCM Agreement

states that:

[m]embers recognise that where royalty-based financing for a civil aircraft programme
is not being fully repaid due to the level of actual sales falling below the level of
forecast sales, this does not in itself constitute serious prejudice for the purposes of

this subparagraph.?”?

72 Footnote 15 of the SCM Agreement.
3 Footnote 16 of the SCM Agreement.
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In addition to the special arrangements regarding the presumption of serious prejudice,
subsidies for civil aircraft are explicitly excluded from the scope of non-actionable

provisions in Article 8.2(a) regarding R&D subsidies. The SCM Agreement provides:

[s]ince it is anticipated that civil aircraft will be subject to specific multilateral rules,

the provisions of this subparagraph do not apply to that product.””*

Consequently, R&D subsidies in the civil aircraft industry could not be deemed as
non-actionable under the SCM Agreement. As will be discussed in chapter three of this
thesis, R&D activities are of great importance for the development and success of the civil
aircraft industry, and are usually subject to heavy government support. Subsidies granted
for R&D have been a major source of contention in disputes over the aircraft sector.””
Although Article 6.1 and Article 8 have both expired, they clearly demonstrate the
uniqueness of the civil aircraft industry in terms of subsidy regulation.””®

Through the rules discussed above, the SCM Agreement establishes a rather
comprehensive framework for subsidy regulation in the WTO. It is the most important
agreement concerning subsidy rules under the WTO legal framework. At the time of the
writing of this thesis, there have been 109 cases citing the SCM Agreement in the request

for consultations under the WTO dispute settlement mechanism.””” This reflects to some

™ Footnote 24 of the SCM Agreement.

273 Oliver Stehmann, ‘Export Subsidies in the Regional Aircraft Sector’ (1999) 33 Journal of World Trade 97, at 102.

276 Article 31 of the SCM Agreement. The SCM Committee held a special meeting on 20 December 1999 to conclude
the review under Article 31 of the SCM Agreement. However, at that meeting, no consensus was reached by the
Subsidies and Countervailing Measures Committee to extend Articles 6.1, Article 8 and Article 9, either as drafted or in
modified form. These articles have thus lapsed. See World Trade Organisation, WTO Analytical Index: Guide to WTO
Law and Practice (3rd edn, Cambridge University Press 2012).

277 The SCM Agreement is one of the most cited agreements under the WTO disputes settlement mechanism, only
after the GATT 1994 and the Agreement on Implementation of Article VI of the General Agreement on Tariffs and
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extent the contentiousness of subsidy issues.

Apart from the multilateral rules contained in the SCM Agreement, there have also
been other agreements that are concerned with rules on the use of subsidies in the aircraft
sector. The Agreement on Trade in Civil Aircraft (the Civil Aircraft Agreement) provides
specific rules for trade in civil aircraft.””® It is the sole effective industry-specific trade
agreement under the WTO legal system. However, as one of the WTO plurilateral
agreements, the Civil Aircraft Agreement is only legally binding on its signatories, rather
than all WTO members. Previously, there was a bilateral agreement, signed in 1992,
between the EU and the US on trade in large civil aircraft (the 1992 LCA Agreement).*”
This famous 1992 LCA Agreement was aimed at regulating the use of subsidies in the

LCA sector.”® The Civil Aircraft Agreement and the 1992 LCA Agreement, as well as

their operation, will be discussed in the next chapter of this thesis.

2.5 Conclusion

As demonstrated above, the regulation of subsidies has long been an intractable

problem in international trade regulation. On the one hand, subsidies are generally

considered as protectionist and trade-distorting; on the other, they can also be a useful

Trade 1994 (Anti-dumping Agreement). The data can be found in the WTO online database, available at
<https://www.wto.org/english/tratop_e/dispu_e/dispu_agreements_index_e.htm?id=A20> accessed 20 July 2015. For
more discussion, see William J. Davey and John H. Jackson, The Future of International Economic Law (Oxford
University Press 2008), at 234.

"8 There used to be other sector-specific trade agreements under the WTO framework. However, the International
Dairy Agreement and the International Bovine Meat Agreement were both terminated in 1997, and the Agreement on
Textiles and Clothing was terminated in 2005. See The US International Trade Commission, The Year in Trade:
Operation of the Trade Agreements Program during 1997 (1998).

2" The full name of this agreement is Agreement between the Government of the United States of America and the
European Economic Community Concerning the Application of the GATT Agreement on Trade in Civil Aircraft on
Trade in Large Civil Aircraft.

280 Jeffrey D. Kienstra, ‘Cleared For Landing: Airbus, Boeing, and the WTO Dispute over Subsidies to Large Civil
Aircraft’ (2012) 32 Northwestern Journal of International Law & Business 569, at 587.
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government instrument for pursuing important and fully legitimate economic and social
policy objectives. The crux of the problem is thus how to distinguish between ‘good’ and
‘bad’ subsidies, as well as to keep the balance between the need to use benign subsidies
and the need to discipline protectionist and harmful subsidies.

The WTO subsidy rules have evolved continuously through difficult negotiations and
compromises since the GATT period. The GATT 1947 set out some preliminary rules on
both the use of subsidies and the imposition of countervailing duties. The Tokyo Round
Subsidies Code was the first trade agreement specifically concerning subsidy regulation
under the GATT/WTO framework.”®' It made some progress compared with the subsidy
rules in the GATT 1947.7® However, due to a variety of defects involved, their
effectiveness in dealing with subsidy issues and resolving subsidy disputes was limited.
Under the WTO legal framework, the SCM Agreement is the most important agreement
concerning subsidy rules. It reflects to some extent the compromise among WTO members.
Through the rules discussed in this chapter, the SCM Agreement establishes a rather
comprehensive and effective subsidy regulatory framework.”® In terms of the civil aircraft
industry, the SCM Agreement explicitly excludes civil aircraft from the scope of a variety
of provisions, because it was expected that civil aircraft would be subject to specific
multilateral rules. When involving the civil aircraft sector, subsidy issues will be more
complex. The next chapter of this thesis is concerned with the regulation of subsidies in the

civil aircraft industry.

281 Jackson (n 15), at 288.
82 1bid, at 288.
83 Michael Trebilcock, Robert Howse and Antonia Eliason (n 12), at 275.
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Chapter 3 - Regulation of Subsidies in the Civil Aircraft Industry

3.1 Introduction

Chapter two demonstrated that the regulation of subsidies is a complex issue.
However, the question becomes more intractable when it involves the civil aircraft industry.
As a result of the unique characteristics of the industry, subsidy regulation in the industry is
not only a legal problem, but also has great economic and political implications. First, the
industry is of great economic importance due to its roles in export revenue generation,
technology promotion, jobs creation, etc. It is also regarded as a symbol of national
strength with strategic importance due to its close connection with military sectors.’
Secondly, the industry has a unique economic and competitive nature when compared with
other industries. It is characterised by, for instance, very high market entry barriers
resulting from large up-front development costs and capital requirements, great
technological risk and large economies of scale.” The industry is thus one of the most
highly concentrated industries in the world. As a consequence of the foregoing,
government assistance is essential for achieving success in the industry, and governments
are also inclined to support the industry. These render the industry being a sector with deep
government involvement. The subsidy issue thus becomes more politically sensitive and
intractable.

This chapter first provides an overview of the civil aircraft industry. It explores the

! Oliver Stehmann, ‘Export Subsidies in the Regional Aircraft Sector’ (1999) 33 Journal of World Trade 97, at 97.
% The characteristics of the civil aircraft industry will be discussed below in this chapter.
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historical development of the global civil aircraft industry, with focus on those of the US
and the EU. The chapter then explores the significance of the civil aircraft industry in
economic, technological and political terms. Then it discusses the unique economic and
competitive characteristics of the industry that that render subsidy issues more intractable.
Following that, this chapter investigates the disputes over aircraft subsidies and how they
evolved since the GATT period. It also critically examines the regulation of subsidies in the
industry. Finally, this chapter looks into the disputes over the use of aircraft subsidies that

have been brought to the WTO.

3.2 Overview of the Civil Aircraft Industry

In a general sense, the civil aircraft industry involves a wide range of industrial
activities, including aircraft research and development, manufacturing or assembling
complete aircraft or their parts and components, aircraft overhaul and rebuilding, sales and
after-sale service.’ In the Harmonised Commodity Description and Coding System
(Harmonised System), civil aircraft are mainly covered under the Chapter of ‘Aircraft,
spacecraft, and parts thereof’.* According to their size and passenger capacity, civil
aircraft can be generally divided into large civil aircraft (LCA) and regional civil aircraft.
Normally, civil aircraft weighing over 15,000 kilograms and with the capacity of 100 or

more passengers are described as large civil aircraft.” Regional aircraft are usually for

3 For instance, see the North American Industry Classification System. The System is the standard used by the US
Federal statistical agencies in classifying business establishments for the purpose of collecting, analysing, and publishing
statistical data related to the US business economy. See also Ozgiir Caliskan, ‘An Analysis of the Airbus-Boeing Dispute
from the Perspective of the WTO Process’ (2010) 10 Ege Academic Review 1129, at 1130.

* Chapter 88 of the Harmonised System Nomenclature.

5 Panel Report, EC - Aircraft, WT/DS316/R, para. 2.1.
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short-haul regional flight and with the capacity of less than 100 passengers. Large civil
aircraft account for the great majority of the total turnover of the global civil aircraft
industry. Thus, the large civil aircraft sector is usually considered more important in

economic terms.

3.2.1 Development of the Civil Aircraft Industry

The development of the civil aircraft industry can be traced back to the early twentieth
century. The well-known success of the US Wright brothers marked the start of the road to
the emergence of the aircraft industry.” At first, the industry did not develop smoothly
partly because the public did not consider air passenger transport sufficiently safe.® In the
initial stage of the civil aircraft industry in the US, airmail transport service provided an
important incentive for the growth of civil air transport, and thus of the civil aircraft
industry.® This was because the US aircraft manufacturers, which were also airmail
transport operators, gained the chance to rebuild the postal fleet for the American Postal

Service.'” Thus, the aircraft manufacturers earned federal subsidies from public mail

® According to the Aerospace and Defence Industries Association of Europe, the turnover for large civil aircraft of the
EU in 2008 took up to 87.3% of the whole turnover of the civil aircraft industry. Office of Aerospace and Automotive
Industries, International Trade Administration, U.S. Department of Commerce. ‘Apogee and Perigee: Analysis of the US
Aerospace Industry’ (2007). See also Ecorys, ‘Competitiveness of the EU Aerospace Industry: With Focus on
Aeronautics Industry” (2009), available at the European Commission website <http://ec.europa.eu/growth/sectors/aeronau
tics/market-data/index_en.htm> accessed 25 June 2015.

7 GR Simonson, ‘The Demand for Aircraft and the Aircraft Industry, 1907-1958" (1960) 20 The Journal of Economic
History 361, at 361.

® During the World War 1, there was a big growth for military aircraft production, but the civil aircraft industry
suffered a decrease in demand, and such situation continued for some years after the war. See Sam Sedaei, ‘Commercial
Aigcraﬁ Industry’, available at <http://samsedaei.com> accessed 28 May 2014, at 2.

Ibid, at 2.

1% This would not be possible without the Air Mail Act of 1925, which is better known as the Kelly Act. The Act
allowed private operators in the US to function as mail carriers. Alain J Pelletier, Boeing: The Complete Story (Haynes
2010), at 23.
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transport.'’ The revenue that resulted from airmail contracts helped private carriers to
expand their business to passenger air transport, thus again stimulating the development of
the civil aircraft industry. The success of airmail service to some extent reflected the
government’s willingness to support the industry, and was considered a milestone in the
history of the US aircraft industry."> Besides the stimulation from airmail service, military
aircraft orders during the early stage also benefited the development of the industry."
However, generally speaking, partly due to its technological immaturity and to limitations
imposed by the overall economic situation, the civil aircraft industry was quite weak in the
early days."

During the Second World War, the US aircraft industry became the largest
manufacturing industry in the world."”” The development of the civil aircraft industry
benefited greatly from military and defence sectors as research supported by these sectors
could apply to the industry due to technological synergies.'® With the improvement in
aerospace technologies and the increase of military funding for aerospace industry, the civil
aircraft industry in the US experienced rapid development in the 1950s."” By 1970, around
80 percent of the global civil aircraft market was controlled by US aircraft manufacturing

companies.'®

" Dawna L. Rhoades, Evolution of International Aviation: Phoenix Rising (Ashgate Publishing 2014), at 21; T. A.
Heppenheimer, ‘The U.S. Aircraft Industry - An Overview’, available at <http://www.centennialofflight.net/essay/Aerosp
ace/AeroOV1.htm> accessed 16 May 2015.

12 Barry Bluestone, Peter Jordan and Mark Sullivan, Aircraft Industry Dynamics: An Analysis of Competition, Capital
and Labour (Auburn House Publishing Company 1981), at 20.

B TA. Heppenheimer (n 11).

!4 Koen Frenken and Loet Leydesdorff, ‘Scaling Trajectories in Civil Aircraft (1913-1997)° (2000) 29 Research Policy
330.

15 Simonson (n 7), at 377.

'® For instance, Boeing had built the B-17 and B-19 bombers for the US military force, Lockheed had built the P-38
fighter and Douglas had built the C-47 and C-54 military transports. T. A. Heppenheimer (n 11).

17 Roger D. Launius, ‘The Wright Brothers, Government Support for Aeronautical Research, and the Evolution of
Flight” in Roger D. Launius and Janet R. Daly Bednarek (eds), Reconsidering a Century of Flight (University of North
Carolina Press 2003), 61-62; Sedaei (n 8), at 5.

'8 Steven McGuire, Airbus Industrie: Conflict and Cooperation in US-EC Trade Relations (Macmillan in Association
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Besides the US, the European countries also took an early lead n aircraft
manufacturing during the initial stage of the industry.'” Some early major technological
innovations in the industry, such as radar and jet engines, began in Europe.” However,
Europe lost its leading position in the industry in the Second World War, and the industry
experienced sharp decline after the war.

In the 1960s, European governments decided to revive the aircraft industry, with the
hope of producing their own aircraft which could substitute the large volume of imports of
US aircraft.”’ For this purpose, European leaders considered that it was necessary to
strengthen the technological and financial collaboration between European aircraft
manufacturing countries through a multinational consortium.” European governments
then allowed their aircraft firms to consolidate into clear ‘national champions’, such as the
British Aircraft Corporation and Rolls-Royce in the UK, Aérospatiale in France,
Messerschmitt-Bélkow-Blohm (MBB) in Germany and CASA in Spain.”® After that,
European governments asked their national champions to form transnational consortia so
as to build a specific type of European airliner.*® According to a joint statement, these
European governments agreed to ‘take appropriate measures for the joint development and
production of an Airbus’, with the purpose of ‘strengthening European cooperation in the

field of aviation technology and thereby promoting economic and technological progress in

with St Antony’s College, Oxford 1997), at 2.

% This could be reflected by the output and variety of aircraft in the US and Europe. By the outbreak of the First
World War, French firms had built more than 2,000 aircraft, German firms had built about 1,000 and Britain slightly
fewer. However, the US firms had built only less than a hundred aircraft, most of which are of the same model. See
Raymond Vernon, Big Business and the State: Changing Relations in Western Europe (Harvard University Press 1974),
at 146; Glenn E. Bugos, ‘The History of the Aerospace Industry’ (2010), available at <https://eh.net/encyclopedia/the-hist
ory-of-the-aerospace-industry> accessed 12 September 2015.

2o Raymond Vernon (n 19), at 146.

! Bluestone, Jordan and Sullivan (n 12), at 45.
1bid, at 46.

Glenn E. Bugos (n 19).

* Tbid.
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Europe’. **

As a consequence of such cooperation, Airbus was established as an
aircraft-manufacturing consortium in 1970.” European countries attempted to restore their
position in the aircraft industry through the Airbus consortium, and to challenge US
domination in the global civil aircraft market.”

In its early years, Airbus was quite small compared with the US civil aircraft
manufacturers, which took up about 94 percent of the global civil aircraft market when
Airbus was established.”® However, it achieved fast growth with the help of direct and
generous support from European governments, and quickly became the symbol of the
European civil aircraft industry. The restoration of the European civil aircraft industry
changed the structure and competition pattern of the global civil aircraft market, by
breaking sole American control in the market. The competition between Airbus and the US
aircraft firms thus became the main theme of contention in the global civil aircraft industry.
In the 1990s, Airbus finally drove two major US aircraft manufacturers,
McDonnell-Douglas and Lockheed, out of the commercial aircraft business.” It then
became one of the only two leading aircraft manufacturers in the world, with Boeing being

the other one.”® Since then, the LCA industry has been dominated by the US Boeing and

the EU Airbus.

2% Graham M. Simons, The Airbus A380: A History (Pen and Sword Aviation 2014), at 37. See also Airbus, Early
Days (1967-1969)°, available at <http://www.airbus.com/company> accessed 16 May 2015.

2 Miroslav N. Jovanovic, The Economics of European Integration: Limits and Prospects (Edward Elgar Publishing
2005), at 428.

2" Stephen Aris, Close to the Sun: How Airbus Challenged America’s Domination of the Skies (Aurum 2002), at 223;
Peter Nolan, Jin Zhang and Chunhang Liu, ‘The Global Business Revolution, the Cascade Effect, and the Challenge for
Firms from Developing Countries’ (2008) 32 Cambridge Journal of Economics 29, at 34; McGuire (n 18), at 1; Michael
E. Porter, Competition in Global Industries (Harvard Business School Press 1986), at 536.

¥ Hans-Joachim Braun, ‘Innovation in Flight from the Perspective of Europe’ in Roger D Launius and Janet R Daly
Bednarek (eds), Reconsidering a Century of Flight (The University of North Carolina Press 2002), at 78-79.

2 Lockheed left the market for civil aircraft, and McDonnell-Douglas merged with Boeing. See Christina L. Davis,
Why Adjudicate? Enforcing Trade Rules in the WTO (Princeton University Press 2012), at 139; Charles H. Fine,
Clockspeed: Winning Industry Control in the Age of Temporary Advantage (Perseus Books Group 2008).

3% Christina L. Davis (n 29), at 139.
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Although the US and the EU have dominated the global aircraft market, some other
countries have also developed their own civil aircraft industries. For instance, Canada’s
Bombardier and Brazil’s Embraer are two leading regional aircraft manufacturers in the
world.’’ Moreover, more countries have shown the interest in joining the market for large
civil aircraft, and announced their own large civil aircraft projects that would directly
compete with Boeing and Airbus.*> As will be discussed in chapter six, this may bring
challenges to the leading position of Airbus and Boeing and possibly change the global
aircraft market structure in the future. However, until now, there has been no new rival for

Airbus and Boeing in the global LCA market.

3.2.2 Significance of the Civil Aircraft Industry

The civil aircraft industry is unique as a result of its significance in several aspects.
First, it is of great significance in economic terms, due to its roles in generating revenue,
promoting export trade, increasing job opportunity and so on. The industry is especially
lucrative. The average annual sales of the global civil aircraft industry are more than $100

billion.* The industry plays a central role in the overall structure of the US economy.** It

31 Office of Aerospace and Automotive Industries, International Trade Administration, US Department of Commerce,
‘Flight Plan 2010: Analysis of the US Aerospace Industry” (2010), at 8. In 2014, Bombardier’s revenue from the aircraft
sector reached $10.5 billion, while the revenue of Embraer reached $6.3 billion. See Bombardier, ‘2014 Financial Report’
(2015), at 40; Juliet Van Wagenen, ‘Embraer Sees Steady Revenues in 2014, Expects Similar 2015° Aviation Today (5
March 2015).

32 For example, Bombardier has developed the Bombardier CSeries aircraft family, which is a family of jetliners that
could hold 100 to 145 passengers. Besides, China and Russia have also announced their new large civil aircraft projects.
Office of Aerospace and Automotive Industries, International Trade Administration, US Department of Commerce (n 31),
at7.

3 Ron Kendler, ‘Delayed Fight: The World Trade Organisation Dispute Settlement Mechanism, Negotiation, and the
Transatlantic Conflict over Commercial Aircraft’ (2012) Boston College International and Comparative Law Review 253,
at 254.

3% United States Government Accountability Office, U.S. Aerospace Industry: Progress in Implementing Aerospace
Commission Recommendations, and Remaining Challenges (2006), at 5; Robert J. Carbaugh, ‘Strategic Trade Policy and
Commercial Jet Aircraft” (1993) 7 The International Trade Journal 393, at 394.
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is one of the largest exporting industries in the US.* The trade surplus resulting from the
civil aircraft industry is higher than that resulting from any other manufacturing industry.*
Moreover, the economic significance of the industry can be demonstrated by the fact that it
is still a fast growing industry with great commercial prospects. In this regard, Boeing
predicted in 2015 that there is a need for 38,050 new airplanes for the world’s aircraft fleet,
with a value of approximately $5.6 trillion over the next 20 years.”” This is mainly driven
by the growth of air transportation demand globally, as well as the need for more
fuel-efficient aircraft in the future.*

Secondly, the civil aircraft industry is of great importance in terms of job creation as a
consequence of its large scale. For instance, the US aerospace industry employed 477,000
workers in 2010.* According to the US International Trade Administration, the export of
US aerospace products supported more jobs than any other manufacturing or service
industry in the US.*’

Finally, the civil aircraft industry is a high-tech industry that can generate beneficial
spillovers to the rest of the economy."’ As a result of the high-tech and R&D-intensive

characteristics of the industry, its development will benefit a wide range of relevant sectors,

35 US Congress, Office of Technology Assessment, Competing Economies : America, Europe, and the Pacific Rim
(US Government Printing Office 1991), at 341. In 2010, for instance, the US exported around $78 billion worth of
aerospace products, of which $67 billion were civil aircraft products. The data is available at US International Trade
Administration, ‘Exports of Aerospace Vehicles and Equipment’, available at <http://trade.gov> accessed 18 June 2015.

36 Office of Aerospace and Automotive Industries, International Trade Administration, US Department of Commerce,
‘Flight Plan 2011: Analysis of the US Aerospace Industry” (2011).

37 Boeing, Current Market Outlook (2015-2034), available at <http://www.boeing.com/resources/boeingdotcom/comm
ercial/about-our-market/assets/downloads/Boeing_Current_Market Outlook_2015.pdf> accessed 20 June 2015. Boeing
predicted in 2014 that the world’s aircraft fleet will grow at an average of 3.6 percent annually over the next 20 years,
driving a need for 36,700 new airplanes, with a value of approximately $5.2 trillion. Boeing, Current Market Outlook
(2014-2033), available at <http://www.boeing.com/assets/pdf/commercial/cmo/pdf/Boeing_Current_Market_Outlook_20
14.pdf> accessed 15 August 2014.

3% Deloitte, 2013 Global Aerospace and Defense Industry Outlook: Expect Defense to Shrink While Commercial
Aerospace Sets New Records” (2013), at 7.

3% Office of Aerospace and Automotive Industries, International Trade Administration, US Department of Commerce
(n 36).
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such as communication equipment, electronic components, computer science and
information technology.* It has been realised by many countries that a leading position in
the aircraft industry could give rise to the technological capabilities necessary for
competing in the twenty-first century.” For these reasons, a successful civil aircraft
industry is not only economically significant, but also regarded as a symbol of national

pride and thus also politically significant.*

3.2.3 Characteristics of Civil Aircraft Industry

3.2.3.1 Extremely High Entry Barrier

In addition to its significance, the civil aircraft industry differs from most other
high-tech industries due to its unique economic and competitive nature.*> First, the success
of civil aircraft manufacturers demands large up-front R&D costs and capital investment.*
From the outset, aircraft manufacturers have always faced high costs in joining the industry,
including a large amount of spending on R&D, equipment and facilities, employment of
highly skilled scientists and engineers, building of relevant infrastructure.” For instance,
the development costs for the Boeing 747 project were about $1.2 billion, exceeding three

times of Boeing's total capital at that time.*® The Airbus A380°s total development costs

2 Robert J. Carbaugh (n 34), at 394.

“ Tbid, at 394.

“ Stehmann (n 1), at 97.

4 Caliskan summarised the characteristics of the large civil aircraft industry. For further discussion, see Caliskan (n 3),
at 1130.

“ Derek A. Levine, The Dragon Takes Flight: China’s Aviation Policy, Achievements, and International Implications
(Brill 2015), at 2.

47 Sedaei (n 8), at 4.

“ Peder A. Andersen, The Changing Structure of the Global Large Civil Aircraft Industry and Market Implications
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exceeded $14 billion and those for the Airbus A350 may even be higher.* The launch and
development costs for a new aircraft could represent more than 70 percent of Airbus’ total
annual revenue.”® Moreover, aircraft firms have to spend most of the amount even before
the first delivery of a new aircraft.’’ The large up-front R&D capital requirements thus
keep most private companies out of the civil aircraft industry.

Secondly, the civil aircraft industry is marked by larger economies of scale than most
other industries.”” It is regarded as a paradigm industry of large economies of scale and

3

learning economies.” Each doubling of production generally yields a reduction of
approximately one-fifth in unit cost per aircraft.® Thus, a large number of aircraft have to
be produced and sold to reduce production costs. It was estimated that 500-600 aircraft
have to be sold before a new aircraft model starts to earn a profit, which would typically
amount to about ten years of production.” This long investment cycle in the industry thus
further increase the uncertainty of the success in the civil aircraft industry.™

Finally, there is great technological risk associated with the civil aircraft industry. A

firm wishing to develop a successful aircraft must integrate numerous technologies and

systems originating in unrelated industries and fields. The technological sophistication

Jor the Competitiveness of the U.S. Industrry (The United States International Trade Commission 1998), Investigation No.
332-384, Publication 3143.

49 Bijan Vasigh, Reza Taleghani and Darryl Jenkins, Aircraft Finance: Strategies for Managing Capital Costs in a
Turbulent Industry (J Ross Publishing 2012), at 187; Andreas Knorr, Jorg Bellmann and Rahel Schomaker, ‘Subsidies in
Civil Aircraft Manufacturing: The World Trade Organisation (WTO) and the Boeing-Airbus Dispute’ (2012) 11
European State Aid Law Quarterly 585, at 591.

5 The total revenue of Airbus in 2000 was $17.2 billion. See Benjamin Esty and Pankaj Ghemawat, ‘Airbus vs.
Boeing in Superjumbos: A Case of Failed Preemption® (Social Science Research Network 2002) Harvard Business
School Strategy Working Paper Series, at 1.

°! Tbid, at 1.
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leads to inherent high risk in the civil aircraft industry. Moreover, as mentioned above,
aircraft development costs are usually quite large and up-front. This could then result in a
fatal blow to the fate of aircraft firms if a new aircraft model fails. Many aircraft
manufacturers did not survive from the ‘bet-the-company’ product development efforts,
such as Glenn Martin, General Dynamics and Lockheed,.”” Even Boeing has encountered
great danger due to the uncertainties regarding whether its new aircraft models could be
successful.”® This partly explains why there used to be much more aircraft firms at the

beginning of the aircraft age, but only a very small number of them managed to survive.

3.2.3.2 Highly Concentrated and Duopolistic Market

As a consequence of the serious barrier to entry in the civil aircraft industry, it has
become one of the most highly concentrated industries in the world. On the one hand, the
industry is highly concentrated geographically, mainly in the US and the EU. As mentioned
above, aircraft companies in the US and the EU have dominated the global civil aircraft
market for many years. As the two largest civil aircraft suppliers, the US and the EU
occupy a great majority of the global civil aircraft market.”> On the other hand, Boeing in
the US and Airbus in the EU are the only two leading civil aircraft manufacturers

worldwide.® After Lockheed and McDonnell-Douglas left the civil aircraft market,

57 Esty and Ghemawat (n 50), at 1.

% Pelletier (n 10), at 7.

% For instance, in 2007, the US and the EU holds 51 percent and 36 percent of the global civil aircraft market share
respectively. European Commission, ‘Aeronautic Industries Trade’, available at <http://ec.europa.eu/growth/sectors/aeron
autics/index_en.htm> accessed 25 June 2014.

0 For instance, in 2009, Airbus accounted for 51 percent of the global large civil aircraft market share, measured by
number of aircraft delivered; 66 percent measured by number of net aircraft orders; and 51 percent measured by large
civil aircraft revenues, and Boeing was in a similar market position with Airbus. In the same year, the number of aircraft
delivered of Airbus was 498, while Boeing’s was 481; the number of net aircraft orders of Airbus was 271, while
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Boeing has been the only large civil aircraft manufacturer in the US.®" It controls nearly
one hundred percent of the US civil aircraft manufacturing industry and is the largest
exporting company in the US and also in the world.*> Airbus holds a similar economic and
geopolitical position in Europe.®

Due to the overwhelmingly dominating positions of Boeing and Airbus, the civil
aircraft market is regarded by many commentators as imperfectly competitive based on
national monopolies associated with monopoly profits.** The global civil aircraft market
has a duopolistic structure with Airbus and Boeing being the only two leading
manufacturers. It is thus very difficult for newcomers to join this market. This also
prompted the argument that governments should intervene and support such industries so

as to enable a nation to obtain a share of the monopoly profits.*®

3.2.3.3 Export Orientation

Another characteristic of the civil aircraft industry is that the industry is to a large

extent export-oriented.®® Export sales accounted for a major part of the turnover of civil

Boeing’s was 142; the large civil aircraft revenues of Airbus was $35.5 billion, while Boeing’s was $34.1 billion. Office
of Aerospace and Automotive Industries, International Trade Administration, US Department of Commerce (n 31), at 6.
Following them, the Canada Bombardier controls 6.1 percent, and the Brazil Embraer controls 3.8 percent in terms of
revenue. Other companies together control 3.3 percent. See IBISWorld Industry Report, ‘Global Civil Aerospace
Products Manufacturing’ (2010), at 14.
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