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PERSPECTIVE
China launches a new WTO case on U.S. ‘green’ industrial policy measures

Introduction

It's dispute number 623 and the short title is U.S. — IRA (China). The venue is the World Trade Organization (WTO) in Geneva — the seat of global state-
to-state disputes over measures affecting trade in goods and services. It is at once the largest and the least consequential trade dispute brought before
the WTO in its nearly 30-year history.

China alleges that certain tax credits under the Inflation Reduction Act (the IRA) — the Biden Administration’s signal environmental, industrial and trade
policy achievement — violate the discrimination and subsidy disciplines of the WTO Agreement. After engaging in “Consultations” earlier this year,
China asked the WTO to establish a “panel” to examine its complaints. On Sept. 23, 2024, the WTO did exactly that. For the next two years, China and
the U.S. will be engaging in a formal dispute whose /egal outcome is probably a given — a win for China — but whose practical outcome will be to
further weaken multilateralism, the global rules-based framework for trade, and the WTO as an institution. In the meantime, neither trade nor the
environment will be served.

Grim prognosis, this. One that is justified.

How did we get here? And where do we go from here?

What's a WTO dispute?

First, the basics.

The WTO, established in 1995, is and remains the most ambitious — and the most effective — global framework for trade liberalization in history. The
underlying treaty — the WTO Agreement — establishes rights and obligations for Members (now numbering 166) in respect of measures affecting trade in
goods and services. These range from disciplines on tariffs, technical barriers to trade, market access in services, and intellectual property, to the right
for Members to protect the environment and the health and welfare of their citizens, and to put in place industrial and agricultural subsidies. The WTO
Agreement also set up a “dispute settlement” mechanism (DSM) in 1995 that changed the global landscape of trade law and policy — from power
dynamics based on the economic and political weight of participants to a “rules-based” framework argued by lawyers and decided by impartial arbiters,
overseen by an appellate instance.

Despite popular — and even, on occasion, expert — assertions, the WTO DSM was and is not an “enforcement” mechanism. Rather, it gave and gives
Members a framework for third party “findings” as to whether challenged measures meet the legal requirements of the treaty. Complex and multi-stage,
the WTO DSM permits Members, rich and poor, large and small, to bring claims against other Members, to have them adjudicated, and to identify
where the Member complained against has acted in violation of its obligations. Once the findings were made, it would be up to the dispute parties to
sort themselves out: through implementation (most of the time), compensation (more rarely), and retaliation (in a number of cases). This latter —
retaliation — is how the system ended up with Canadian measures against European gherkins to retaliate against European measures against Canadian
beef, or U.S. tariffs on Cognac because of German subsidies to Airbus.

Admittedly, not a perfect system, but one that worked for twenty-five years.

Judicial dispute settlement in trade matters was revolutionary in 1995. Perhaps it was inevitable that it would run into problems, especially in the
United States. As early as 1998, there were concerns about the direction of the jurisprudence.1 And as early as 2003, the United States expressed
concern about the functioning of the WTO DSM — and, in particular, the Appellate Body.2 These concerns eventually led to the effective dismantling of
the Appellate Body in 2020.3This, in turn, meant that where there was a finding at the first instance, an appeal of that finding would bring the dispute
to an abrupt halt, with no resolution in sight: there would be no instance to hear it4

In April 2020, to enable a semblance of (temporary) normality, Canada and 18 other Members established the Multi-Party Interim Appeal-Arbitration
Arrangement (MPIA),% a visionary appellate mechanism based on an innovative invocation of the WTO's rarely used “arbitration” mechanism.

So far so good.

The catch is, unlike the WTO DSM, the MPIA is a voluntary mechanism. And the United States is not a participant. Keep that in mind; it'll be important
when we look at the potential impact of the latest case.

What's the global context?

The period 2017-2022 saw major challenges not just to the formal frameworks of multilateralism and trade.

A new Era of Economic and Political Transition in The United States
Since 2017, U.S. trade policy has been undergoing significant changes on multiple axes.
Barely ten days after the Trump Administration was sworn into office and even before a new United States Trade Representative was named,® the United

States informed its trading partners in the Transpacific Partnership Agreement (TPP) of its intention to withdraw from the Agreement.” The bilateral
negotiations for the TPP’s companion agreement, the Transatlantic Trade and Investment Partnership (TTIP), which the EU and Unites States had



launched in 2013, had ended without conclusion at the end of 2016; a Council decision of April 15, 2019 states that the negotiating directives for the
TTIP are obsolete and no longer relevant.

In 2018, the Trump Administration announced the imposition of extraordinary tariffs on steel imports from a range of countries on national security
grounds,® even as it launched an aggressive drive to renegotiate the North American Free Trade Agreement with its two closest trading partners.® Under
pressure from the United States, the Appellate Body of the World Trade Organization (WTO) ceased operating in 2019,1°!hus bringing to what is likely
to be a definitive close an important chapter in the multilateral rules-based trading system.

Despite early hopes,' the Biden presidency has not resulted in a return to multilateralism or a reversal of the trade disrupting direction of the previous
Administration.

Thisis not, of course, to say that there has been no change. The current Administration has departed from the previous one in at least two significant
ways:

o pursuing workers' rights in multilateral fora,'? and

o an ambitious' environmental agenda at home, through the IRA.

The standard line of the U.S. government is that the IRA is “the most significant climate legislation in U.S. history."MIt comprises “a combination of
grants, loans, rebates, incentives, and other investments®including nearly U.S. $400 billion in new spending through grants, credit subsidies, and tax
credits'® on “climate and energy”. Ostensibly aimed at improving the “Clean Energy Economy”, the programmes are designed to “boost domestic

manufacturing."17These include:

‘two dozen tax provisions that will save families money on their energy bills and accelerate the deployment of clean energy, clean vehicles,
clean buildings, and clean manufacturing’; and

‘billions of dollars in grant and loan programs and other investments for clean energy and climate action.’’®

It does so with the objective of building ‘a low-carbon energy system with American-made technology.'19 In particular, under the broad heading
‘Advancing and Deploying American-Made Clean Energy Tech’, the IRA:

extends the Production Tax Credit?® (PTC) and Investment Tax Credit (ITC)?" to support the deployment of wind farms and solar arrays to the end
of 2024; after that, the Clean Electricity PTC and Clean Electricity ITC”provide for technology-neutral, emissions-based credits. The new
criteria ‘incentivize investment in disadvantaged communities’ and provide for additional credits for a project or facility can earn bonus credits if
it meets ‘certain domestic content requirements’;

appropriates U.S. $27 billion for the Environmental Protection Agency ‘to award competitive grants to mobilize financing and leverage private
capital for clean energy and climate projects that reduce greenhouse gas emissions.’ As with the tax credits, there is an emphasis on projects
that ‘benefit low-income and disadvantaged communities’;

provides U.S. $40 billion in ‘loan authority to guarantee loans for innovative clean energy projects.’ This is further ‘supported by U.S. $3.6

billion in credit subsidy for loan guarantees under section 1703 of the Energy Policy Act for innovative clean energy Iechnologies’;23

provides an additional ‘U.S. $5 billion in credit subsidy to support up to U.S. $250 billion in new loan authority to guarantee loans’ for
renewing the energy infrastructure;z"

extends the Advanced Energy Project Credit by up to U.S. $10 billion;?®

sets out a new Advanced Manufacturing Production Credit;?8

provides for a Clean Vehicle Credit for ‘consumers purchasing new qualifying clean vehicles that meet certain standards for North American
assembly,‘27

appropriates U.S. $3 billion in ‘credit subsidy’ to support loans for ‘the manufacture of eligible advanced technology vehicles and

components’;2®

appropriates U.S. $2 billion for ‘cost-shared grants for domestic production of efficient hybrid, plug-in electric hybrid, plug-in electric drive, and

hydrogen fuel cell electric vehicles’;?°

extends a series of tax credits for biodiesel, alternative fuel, and clean fuel production;*® and

sets out US$6 billion in financial support for ‘advanced industrial technologies’ in carbon incentive sectors.®!

Thisisin addition to significant transfers to state and local governments for a variety of pollution reduction objectives — which, of course, could result
in additional local subsidies for domestic manufacturers and service providers.32

Although the IRA includes significant new taxes or tax increases for traditional carbon fuel sectors,® overall it results in an estimated U.S. $216 billion
in corporate tax creditsand US$40 billion in consumer ‘incentives’ — an indirect form of corporate transfer.34

On May 12, 2023, United States Treasury published guidance on the domestic content bonus.3® Developed in partnership with the Departments of
Energy and Transport, the conditionall® bonus is intended to “boost American manufacturing, including in iron and steel”. It has done so.

1.37

The impact of the IRA isimmense and globa For all that, it must be seen against a broader context.

China
Ever since its entry into the WTO, China has presented something of a challenge to the world trading order. China’s Protocol of Accession®® represented

a major departure from preceding practice.3® At least with respect to key features of the Chinese economy at the time of accession, the expectation —
or, perhaps, the naive? hope — was that China would graduate to a market economy within 15 years.‘”


ttps://www.consilium.europa.eu/media/39180/st06052-en19.pd

This did not happen.

The Chinese model has evolved into a system in which the state plays the role of leading economic actor and, arguably, uses markets primarily for
political gain.

Whether effected through ownership or subsidies, state involvement in and engagement with the economy has been both massive and highly distorting.
The opacity“2 of the model means that the distinction itself (between “subsidised” and “state-owned”) may be one without a difference; ownership,
control, and intervention are largely covert and lack transparency. Adding to the complexity is the pervasive role of non-state control frameworks and
mechanisms to direct or advance state interests. Nothing in the WTO Agreement or the fabric of international trade law and policy can account for the
Chinese Communist Party. Three other factors exacerbate the impact of the Chinese state-directed economic model on the world trading system:

1. Itisan integrated It is not enough, for example, for Chinese industrial concerns to benefit from subsidies and other support measures.*3 The entire
legal framework is structured to disadvantage foreign investors and competitors.‘M

2. Itisan outward looking framework. For example, in the high-speed rail sector, ‘within months of the release of the Siemens/Alstom decision,
[China’s state-owned railway entity] announced its intent to enter into the European market through a local acquisition.™®

3. Its sheer size. Before COVID, for example, the overcapacity in China's aluminium sector*® — both highly subsidised and state-owned — was 30 per
cent of global trade volumes.4”

The EU

The EU is no stranger to subsidies or industrial policy.“The unprecedented scale of the IRA*9 and the ongoing challenges of the Chinese market®® and
model,5" leave little policy margin for the EU and its member States.52 Among the responsive measures being discussed are:

e a ‘Green Deal Industrial Plan';53

e loosening of EU state aid rules to permit Member State support ‘for investments in renewables, for decarbonising industry and for ‘strategic
equipment’; and

e inthe longerterm, a ‘European Sovereignty fund.’*

This is not to say that the EU has so far done nothing for either green energy or the economy more generally. Indeed, most member States already
have incentives in place for electric vehicles.55 As well, in December 2019, the Commission presented the European Green Deal to make ‘Europe the
first climate neutral continent in the world’.5¢ Under the Green Deal, “One third of the €1.8 trillion investments from the NextGenerationEU Recovery
Plan, and the EU’s seven-year budget will finance the European Green Deal.”’

And although the EU’s response to the IRA oscillates between apprehensive and critical,® it is not at all a given that US subsidies as structured (that is,
essentially excluding China from the US market) will have a wholly negative long-term impact on the EU manufacturing base.%

What's the impact on Canada?

Canada and the U.S.

Budget 2023 identified the IRA as “a major challenge to [Canada’s] ability to compete in the industries that will drive Canada’s clean economy."60 At
the same time, although it notes the absolute value of U.S. subsidies and their potential competitive impact, the Budget Plan steered well clear of
criticizing the United States for the choice of policy instruments that essentially seek to implement shared climate change objectives.

Thisis understandable.

Having secured critical “Buy North American” concessions for electric vehicles, Canada was not about to undermine its patient advocacy by criticizing
the other elements of the IRA.

Left unsaid in the Budget Plan was the fact that Canada does not have the financial resources to compete with the U.S. Treasury. The best it can hope
for is continued access to the U.S. market and supply chains, and the latter especially in the auto sector. In this light, the announced Canadian
measures were unlikely in themselves to blunt the impact of the IRA in significant measure.

Canada and the rest of the world

The “Third Option” — an active pursuit of alternative sources of imports and destinations for exports to reduce trade and economic dependence on the
United States — has been a mainstay of Canadian foreign and trade policy since at least 1972,%" and possibly even earlier.5?

In 1999, with a decade of experience under the Canada-U.S. Free Trade Agreement, Canada started exploring a free trade agreement with the EU; this
finally bore fruit in 2016 with the signature of the EU-Canada Comprehensive Economic and Trade Agreement (CETA).“ Soon after, Canada launched
consultations® on a potential free trade agreement with China, its third largest trading partner;% the project came to nought.

Multilateralism — agreed rules implemented in the context of an organization of which Canada is an active Member, overseen by a dispute settlement
mechanism that privileges the law over raw power dynamics — remains, for Canada the most viable path forward. The latest China-U.S. dispute — and
Canada’srole as a “third party” within it — should be viewed as against these larger concerns.

What’s next?

As we have seen, the value of the subsidies at issue in DS623 isimmense. And, of course, in purely institutional terms, a dispute between two of the
largest Members of the WTO in respect of industrial and environmental policy measures has potentially far-reaching effects; this is why so many
Members have joined the dispute as “third parties”.



The U.S. does not participate in the MPIA. This means that if China wins, all the U.S. has to do to effectively end the dispute is to appeal it. Into the
void. Where so many appeals have ended up in the past four years. In that simple sense, China’s challenge is inconsequential: lawyers will argue the
case; judges will make findings; diplomats will make statements; and nothing will happen.

In terms of how it reflects on the institution itself, the impact may be more challenging. It will highlight the helplessness of the organization in
performing the last of its critical functions — it hasn’t been making new law for a long time; it can’t “enforce” the law that’s on the books; what's the
point?

And if the U.S. loses and does not appeal? The IRA is not likely to be reversed. All we will end up with is retaliation rights for China amounting —
potentially — to tens of billions of dollars against U.S. exports. And more cases. And more tariffs.

And thisis assuming the dispute settlement mechanism functions as envisaged.

Grim prognosis, this. One that is justified.

When it comes to the U.S. and the WTO, we must accept the reality that we are in a post-DSM framework. Not just the U.S., but all Members that do not
participate in the MPIA. We must also accept that in respect of certain types of disputes — for example, the IRA — the outcome is likely suboptimal even
if the WTO DSM as established in 1995 were functioning properly.

The time has come, the Walrus said, to talk of many things ...

. including new and innovative ways of resolving interstate trade disputes.
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