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Introduction

In October 1996, the Appellate Body of the World Trade
Organization (WTO) ruled against Japan in a dispute
involving domestic excise taxes on liquor.! Although the
dispute itself is unrelated to the environment, the judg-
ment, based on Article IIl of the General Agreement on
Tariffs and Trade (GATT), is freighted with significance
for environmental policy. This note explains the new
WTO ruling and discusses its policy implications.

Alcoholic Beverages and GATT Article III

Before exploring the Alcoholic Beverages dispute, it may
be helpful to review the basics of GATT Article III.

Background on Article III

Article IIl is one of the core disciplines in the GATT. Its
purpose is to require ‘national treatment’ so that
imported products are treated no less favourably than
domestically-made products. For purposes of this note,
the key provisions of Article IIl are:

1. The contracting parties recognize that internal taxes
and ... regulations and requirements affecting the
internal sale, offering for sale, purchase, transpor-
tation, distribution or use of products ... should not
be applied to imported or domestic products so as to
afford protection to domestic production.

2. The products of the territory of any contracting party
imported into the territory of any other contracting
party shall not be subject ... to internal taxes or
other internal charges of any kind in excess of those
applied, directly or indirectly, to like domestic pro-
ducts. Moreover, no contracting party shall otherwise
apply internal taxes or other internal charges to
imported or domestic products in a manner contrary
to the principles set forth in paragraph 1.

In addition, Ad Article III states that:

A tax conforming to the requirements of the first sentence of
paragraph 2 would be considered to be inconsistent with the
provisions of the second sentence only in cases where compe-
tition was involved between, on the one hand, the taxed product
and, on the other hand, a directly competitive or substitutable
product which was not similarly taxed.?

Even though the text of Article Il dates back to 1948,
there are still many interpretive uncertainties. For
example, what does ‘to afford protection to domestic

production’ mean in Article Ill:1? What are ‘like’ products
in Article III:2?

Leaving aside for the moment these textual ambiguities,
how does Article Ill operate? Suppose a government lev-
ies a tax on domestic widget production at $1 per widget.
Does the GATT permit governments to impose a $1 tax
on imported widgets? Generally, the answer is yes; such
a tax would not violate Article Ill:2. But suppose the
government tries to impose a $2 tax on imported
widgets. Such a tax would violate GATT Article III:2
because $2 is in excess of $1.

Taxes or regulations inconsistent with GATT Article III
are not necessarily GATT violations. They may be saved
by GATT Article XX (General Exceptions).® Article XX
had no role in Alcoholic Beverages.

Japan Alcoholic Beverages Panel

The plaintiffs in Alcoholic Beverages were Canada, the
European Community, and the United States. At issue
was whether Japanese excise taxes on brandy, vodka,
gin, rum, etc. violated GATT Article III:2 since these taxes
were higher than the taxes levied on Shochu, a beverage
commonly produced in Japan. (For example, the tax on
brandy is 982 yen per litre; the tax on vodka is 377 yen
per litre; the tax on Shochu A is 156 yen per litre).* In
July 1996, the Panel agreed with the plaintiffs that
Japan’s taxes violated GATT Article III:2° In October
1996, the WTO Appellate Body affirmed this judgment.®

The first-level Panel began by pointing out that Article
Ill:2 contains two distinct obligations. Its first sentence
involves the treatment of ‘like’ products. Its second sen-
tence involves the treatment of ‘directly competitive or
substitutable’ products. According to the Panel, the
complaining party bears the burden of proving a
violation of these obligations.”

Beginning with the first sentence of Article IlI:2, the Panel
considered whether the various alcoholic beverages
subject to differing taxes were like products. The parties
in the dispute disagreed as to the proper legal test for
making this judgment. Japan and the United States fav-
oured the ‘aim or effect’ test articulated by Panels in the
US Malt Beverages and Auto Taxes cases. Malt Beverages
involved a challenge by Canada to a number of US
national and state liquor laws.® The GATT Panel held
that ‘in determining whether two products subject to dif-
ferent treatment are like products, it is necessary to con-
sider whether such product differentiation is being made
so as to afford protection to domestic production [quot-
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ing Article IlI:1]’.° This Panel report was adopted by the
GATT Council.

In the US Auto Taxes case, one issue before the GATT
was whether US luxury and gas guzzler taxes on auto-
mobiles violate Article III:2 in view of the fact that Euro-
pean car manufacturers bear a disproportionate share
of the taxes.!® The Panel ruled in favour of the United
States, holding that these taxes did not violate Article
III:2.1' With respect to Article IIl:2, the Panel declared
that ‘Article IIl could not be interpreted as prohibiting
government policy options, based on products, that
were not taken so as to afford protection to domestic
production’.!? Determining whether a tax afforded pro-
tection to domestic production required the Panel to
examine both the aim and effect of the tax.!®> Unhappy
with this ruling, the European Community blocked adop-
tion of the Panel’s report.

Although both Japan and the United States agreed on
‘aim or effect’ as the proper legal test, they would have
applied it differently to the facts in the Alcoholic Bever-
ages dispute. In Japan’s view, its alcohol taxes did not
have a protectionist aim or effect. In the US’s view, the
taxes did have a protectionist aim and effect.

Both the European Community and Canada rejected the
‘aim or effect’ test.!* According to the Community, the
determination of like products should be done objec-
tively, by comparing the properties, nature, quality, end-
uses, and tariff classifications of the products at issue.
In the Community’s view, any inquiry into the purposes
or effects of a tax measure is alien to the principle of
Article IIL

The WTO Panel sided with the Community and Canada.
This Panel gave textual, pragmatic, structural, and juris-
prudential reasons for rejecting the test articulated by
the two recent GATT Panels. The textual reason was that
Article III:2 says nothing about aim or effect.!® The prag-
matic reason was that using this test would make it
harder for a plaintiff to prevail.!® The structural reason
was that GATT Article XX would become redundant if,
for example, a defendant party could plead a health aim
(provided for in Article XX(b)) as a qualifying factor
under Article III.17 The jurisprudential reason was that
since adoption of the Auto Taxes report had been
blocked by the European Community, the Panel was
under no obligation to give it any weight.!® The Panel did
not deny that its ruling was contrary to the precedent in
the US Malt Beverages case, but pointed out that under
trade law doctrine, Panels are not bound by prior rul-
ings.!®

The Panel’s next step was to examine the facts to deter-
mine which of the beverages involved shared a legal
‘likeness’ to Shochu. Only vodka met that standard.?®
The Panel noted that Shochu and vodka were alike in
many physical characteristics yet differed in alcoholic
strength and in the method of filtration used to produce
them. Despite these differences, the Panel concluded
that Shochu and vodka were like products.

The Panel also discussed the relevance of tariff bindings
for determining whether two products were like.
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According to the Panel, while such determinations
should not be based exclusively on tariff bindings, they
could be an important criterion for determining like-
ness.?! The Panel pointed to the identical bindings of
vodka and Shochu as further evidence of their likeness.??

After deciding that Shochu and vodka were like pro-
ducts, the Panel moved to the final stage - that is,
whether Japan’s excise tax on vodka was ‘in excess of’
its tax on Shochu. As noted above, vodka is taxed higher
on a volume basis. The Panel also found that vodka was
taxed higher on an alcoholic content basis.? In addition,
the Panel rejected Japan’s contention that its taxes were
based on maintaining a constant tax/price ratio. There-
fore, the Panel concluded that Japan’s excise tax on
vodka violated GATT Article III:2’s first sentence.?*

The other major part of the Panel’s inquiry involved the
discipline of Article IlI:2’s second sentence. This
required a determination of whether the alcoholic bever-
ages involved were ‘directly competitive or substitut-
able’ vis-a-vis Shochu. The Panel heavily relied on a 1987
report by a GATT Panel that had examined the alcoholic
beverages market in Japan and found many of the bever-
ages to be directly competitive or substitutable.? This
nine-year old report, together with some more recent
data, persuaded the WTO Panel that Shochu was directly
competitive with or substitutable for ‘the other products
subject to dispute’.?®

Having concluded that these alcoholic beverages and
Shochu were competitive, the Panel next looked for non-
similar taxation, the key factor in the Ad Article III pro-
vision quoted above.?” The Panel examined tax data
based on volume and strength of alcohol, and concluded
that Shochu and other beverages were not similarly
taxed.?® This left only one question: are the differentials
in Japan’s liquor tax being applied contrary to the prin-
ciples set forth in Article Illl:1? Or, in other words, do the
tax differentials ‘afford protection to domestic pro-
duction’?

The Panel stated that it was not necessary for plaintiffs
to show that the tax legislation has a protective intent
or to show a negative effect on the level of a defendant’s
imports. Instead, if competitive products are not simi-
larly taxed (and assuming the differentials are more than
de minimis), the Panel seems to be suggesting that the
plaintiff government was entitled to a presumption that
Article IlI:2’s second sentence was being violated. The
Panel did not explain how it reached this conclusion. It
implied that three previous GATT Panels took the same
approach, but none of these three Panels provide auth-
ority for the WTO’s Panel’s inferential leap with respect
to Article Ill:2’s second sentence.?

Therefore, finding that Shochu and the other beverages
were not similarly taxed, and noting that the taxes on
Shochu were lower, the Panel concluded that the taxes
on various alcoholic beverages violated GATT Article
lll:2’s second sentence.®® The Panel noted Japan’s
defense that its tax system is designed to maintain a con-
stant tax/price ratio. But this defense was rejected.?
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Appellate Body Decision

Both Japan and the United States appealed. The US
Government agreed with the Panel’s judgment, but con-
tested several of its legal arguments. Canada and the
European Community did not appeal, but intervened
before the Appellate Body largely in support of the
Panel.

The Appellate Body affirmed the judgment of the first-
level Panel,?2 but found several errors in law. First, it
declared that the ‘broad and fundamental purpose of
Article III is to avoid protectionism in the application of
internal tax and regulatory measures’.>® On first reading,
one might presume that the Appellate Body made this
point in order to agree with both appellants (i.e., Japan
and the United States) that the Panel should have con-
sidered protectionist aims and effects in ascertaining
product likeness. But this is not what the Appellate Body
had in mind. Indeed, it did not even address this key
complaint of both appellants. Rather, the Appellant Body
seized the occasion to establish a new doctrine that Art-
icle IlI:1 ‘informs the rest of Article III’.3* The implications
of this new doctrine for other parts of Article Ill remain
to be seen.

Next, the Appellate Body considered Article II:2’s first
sentence. The Appellate Body agreed with the Panel’s
decision, but disagreed on some fine points of GATT
law.?® One concern was the Panel’s consideration of tariff
bindings as a criterion for determining product like-
ness.3® The Appellate Body did not disagree with the
Panel’s findings, but warned that in some cases tariff
bindings would not be a reliable criterion for determin-
ing product likeness. More concretely, the Appellate
Body objected to a statement by the Panel that two pro-
ducts subject to the same tariff binding should not be
subject to different levels of internal taxation.®’

The Appellate Body then moved to Article Il:2’s second
sentence. The higher tribunal agreed with the Panel’s
decision, but faulted the Panel’s legal analysis.*® It honed
in on the weak link in the Panel’s chain of reasoning,
namely its intimation that dissimilar taxation necessarily
affords protection to domestic production. The Appel-
late Body declared that the Panel blurred these factors
and erred in law by failing to conduct a separate inquiry
on whether the dissimilar taxes were being applied so
as to afford protection.?® According to the Appellate
Body, a Panel should conduct a ‘comprehensive’, ‘care-
ful’ and ‘objective’ analysis of the design, architecture,
and structure of the taxes being considered.*’ In so
doing, Panels ‘should give full consideration to all the
relevant facts and all the relevant circumstances in any
given case’.!

This part of the Appellate Body’s judgment is a bit con-
fusing. The Appellate Body seems to be saying that
although the Panel committed an error, it was a harm-
less error because the Panel made the requisite finding
in a blurred way. Specifically, the Appellate Body sug-
gests that the Panel made a finding that the taxes on
Shochu and other beverages were so dissimilar that the
Liquor Tax Law afforded protection to domestic protec-
tion.*? But if the Panel did not conduct a separate and
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comprehensive analysis, one wonders how the Appellate
Body is so sure that the Panel made the correct decision.
This is a situation where a typical appellate court would
have remanded the case, but the Appellate Body is
handicapped by its lack of remand powers.

In reaching its decision, the Appellate Body found it
helpful to clarify the meaning of the Article Ill:1 phrase
‘applied to imported or domestic products so as to
afford protection to domestic production’. No previous
trade Panel had done so. The Appellate Body declared
that Panels need not inquire into legislative or adminis-
trative intent.** This holding is revealing of judicial activ-
ism since none of the parties urged it on the Appellate
Body, or even raised the issue.

Although the Appellate Body was not shy about making
declarations sua sponte, it was a bit neglectful in address-
ing some of the key pleadings of the appellants. For
example, Japan argued that the Panel did not give due
consideration to its contention that using a yardstick of
tax/price ratio would show its Liquor Tax law to be con-
sistent with both sentences of Article IlI:2.4* The Appel-
late Body gave no response. Japan’s claim seems weak
to this commentator. However, the purpose of the appel-
late procedure is to provide an opportunity for review
and by ignoring appellant’s pleadings, the Appellate
Body is failing to accord due process.

The Appellate Body concluded with recommendations
that the WTO Dispute Settlement Body ask Japan to
bring its Liquor Tax Law into compliance with the
GATT.® The WTO did this in November 1996 and Japan
soon agreed to revise its law.?® Following concerns that
Japan was moving too slowly, the US Government
demanded binding arbitration on the issue of how long
these legislative changes should take. In mid-February,
the arbitrator ruled that Japan must change its law by
February 1998.7

Policy Implications

This section considers firstly the implications for
national environmental policy-making and secondly the
implications for the WTO adjudicatory system.

Environmental Implications

The most important implication of Alcoholic Beverages
is the nullification of the tighter interpretations of ‘like
product’ formulated by the Malt Beverages and Auto
Taxes Panels. These two Panels had sought to reshape
GATT jurisprudence so as to avoid interfering in origin-
neutral taxes and regulations.”® But this deferential
stance was alarming to many people in the GATT com-
munity. ‘To the delight of isolationists and environmen-
talists’, decried one critic of the Auto Taxes decision, the
‘Panel introduced a new reading of Article III that pro-
hibits only those measures with both the aim and the

effect of protecting domestic production’.*®

Despite its short life in trade jurisprudence, the Auto
Taxes ruling served an important political purpose. Com-
ing just a few weeks before the vote in the US Congress
on the Uruguay Round implementing legislation, the
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decision helped the Clinton Administration convince
wavering environmentalists that the GATT was greening
itself.>® For example, US Trade Representative Mickey
Kantor declared that ‘[t]he recent GATT Panel report on
the European Community’s challenge to three US auto-
mobile laws laid to rest fears that WTO Panels will inter-
pret the GATT in a way that challenged our ability to
safeguard our environment’.’! Now Autfo Taxes itself has
been laid to rest.

The new broadened interpretation of ‘like’ product for-
mulated by the Alcoholic Beverages Panel may challenge
the ability of governments to safeguard their domestic
environment. It is unclear whether tax rates that dis-
tinguish between products based on environmental attri-
butes will survive WTO scrutiny.>® For example, is a high-
fuel-economy automobile a like product to one with low
fuel economy? Are two chemicals used for a similar pur-
pose a like product even if they differ in ozone depletion
potential? Is recycled paper like virgin paper? Is toxic
waste like non-toxic waste? Is tropical timber like tem-
perate timber? Are indigenous people like everyone
else? According to the Appellate Body, like product
decisions are subject to the discretionary judgment of
trade Panels.®® It remains to be seen whether future
Panels will take ecological aims into account.?*

Although much of ‘trade and environment’ legal scholar-
ship has focused on GATT’s General Exceptions (Article
XX), the national treatment rule in Article IIl may be even
more important. Because environmental taxes will often
affect imports, WTO Panels will be asked to determine
whether such taxes violate Article II1.>° Although taxes
adjudged to violate Article Il may be defended under
Article XX, this will be a difficult task. No GATT or WTO
Panel has ever accepted an Article XX environmental
defense.

It should be noted that the above discussion is uncon-
nected to the controversial issue of ‘processes and pro-
duction methods’.*® This is the doctrine that govern-
ments may distinguish otherwise like products based on
characteristics of the producer or the production pro-
cess.®” Until recently, there was only one adopted GATT
ruling on that issue — the Malt Beverages case. One of
the laws challenged by Canada was a Minnesota excise
tax credit for small volume beer producers. The purpose
of the tax credit was to encourage greater competition
and diversity. This tax credit was available to all micro-
breweries in Minnesota, in other states, and in foreign
countries.”® Canada presented no evidence that the tax
credit had been denied to its qualifying breweries, but
instead argued that any tax distinction between large
and small breweries violates GATT Article I:2.>° To the
surprise of many observers, the Panel agreed with Can-
ada and the US Government acquiesced. According to
the Panel, beer from large breweries is a like product to
beer from micro-breweries.®

In 1996, there was a similar holding in the US Gasoline
case. That Panel ruled that Article Il:4 ‘does not allow
less favourable treatment dependent on the character-
istics of the producer and the nature of the data held by
it’#! This ruling was upheld by the Appellate Body.%?
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This set of decisions has significance for environmental
policy because the WTO has now spoken clearly that
Article Il does not countenance tax or regulatory distinc-
tions linked to the production process. Or to put it more
precisely, governments that utilize such taxes or regu-
lations may have to grant immunity to imported pro-
ducts.

Although the Alcoholic Beverages Panel did not put for-
ward a new interpretation of ‘directly competitive or
substitutable product’, its holding is still significant
because this is only the second time in history that a
Panel has used this provision to find a tax to be GATT-
illegal. In the market of the 1990s, dissimilar products
can be competitive (or substitutable) with each other.
For example, bottles are competitive with cans. Biodeg-
radable packaging is competitive with non-biodegrad-
able packaging. Solar energy is competitive with carbon
energy. Many environmentalists would think it important
that governments retain authority to craft policies based
on such distinctions. While it seems unlikely that the
WTO would want to subvert environmental policy, the
potential for interference exists whenever tax incentives
are applied in a way that affords protection to dom-
estic products.

Jurisprudential Implications

There have now been two decisions by the Appellate
Body.%® Based on this limited sample, a few observations
can be made. First, the members of the Appellate Body
are an erudite group. For example, in the Alcoholic Bever-
ages decision, the Appellate Body cites five judgments
by the International Court of Justice, three judgments by
the Permanent Court of International Justice, and two
decisions from international arbitrations. It remains to
be seen, however, whether the Appellate Body intends
to try to harmonize ‘international trade law’ with other
branches of international law.

Second, there has been criticism in some quarters about
past reliance by Panels upon GATT’s negotiating his-
tory.5* Nevertheless, the Appellate Body continues such
reliance — once in Gasoline and twice in Alcoholic Bever-
ages.%® This practice could become important in future
cases involving Article XX.

Third, the Appellate Body is not hesitant to point out
‘error’ in first-level Panels. It did so two times in Gasoline
and eight times in Alcoholic Beverages.®® Such review
should make Panels more careful.

Fourth, the Appellate Body points out that adjudging
‘like’ products involves ‘an unavoidable element of indi-
vidual, discretionary judgment’.’” The Appellate Body
also notes that WTO rules ‘are not so rigid or so inflex-
ible as not to leave room for reasoned judgments . .. .%®
These points reinforce the importance of the compo-
sition of Panels. Concerned governments need to con-
tinue pushing for Panelists with environmental expertise
whenever the WTO reviews environmental legislation.
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Conclusion

Although the Alcoholic Beverages Panel and the Appel-
late Body probably reached the right decision given the
facts in the dispute, the way in which Article III is inter-
preted could spell trouble for policy-based taxes. The
Appellate Body states that ‘Members of the WTO are free
to pursue their own domestic goals through internal tax-
ation or regulation so long as they do not do so in a way
that violates Article IIl or any of the other commitments
they have made in the WTO Agreement’.*® By strengthen-
ing WTO supervision, the Alcoholic Beverages decision
leaves governments less free to pursue their own dom-
estic environmental goals.
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M The Commission for
Environmental Co-operation
and the Cozumel Case

Introduction

The North American Agreement on Environmental Co-
operation (NAAEC), negotiated among Canada, the
United States, and Mexico, went into effect along with
the North American Free Trade Agreement (NAFTA) on
1 January 1994. It is the first time that an agreement for
regional co-operation on the environment has been
negotiated alongside a trade agreement.

The wunderlying pressure for this new trinational
approach to environmental co-operation was inextri-
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cably linked to expanded North American economic inte-
gration. While the Canada-United States Free Trade
Agreement had been negotiated in 1988-89 with little
attention to the environment, NAFTA brought a com-
plete set of environmental issues to the table that
stemmed from the fact that it is a trade agreement nego-
tiated between two developed countries, whose econom-
ies were already closely integrated, and a developing
country, whose economy had a long-standing history of
being relatively closed. Many of these environmental
issues were similar to those being raised by some inter-
est groups in the lead up to the creation, in 1994, of the
World Trade Organization and an optimism, momentum
and sense of unique opportunity existed among a con-
stituency heretofore omitted from traditional bilateral
and multilateral trade negotiations: environmentalists.

Among the most important environmental issues asso-
ciated with the NAFTA negotiations were: that increased
competition would encourage countries to lower their
environmental standards in order to attract investment,
thereby creating so-called pollution havens; that
increased industrial activity would lead to increased pol-
lution (particularly on the US-Mexican border) and
increased consumption of natural resources including
fossil fuels; that domestic and implementation of inter-
national environmental laws would be challenged as cre-
ating unnecessary trade barriers thereby threatening the
integrity of multilateral agreements such as the Montreal
Protocol or the Convention on the International Trade
in Endangered Species (CITES) that include trade-
restricting provisions to facilitate their enforcement;
and, that countries would maintain high levels of
environmental protection in theory, but in practice
would reduce their emphasis on the enforcement of
environmental laws in order to gain a competitive advan-
tage.

In response to a strong domestic environmental lobby,
the US Administration made a commitment to consider
environmental issues in the negotiation of NAFTA and
once negotiated in 1992, NAFTA was hailed as the
‘greenest’ trade agreement ever. It did indeed include a
number of important provisions on the environment that
went some way to addressing a number of the issues
that the environmental community and other interest
groups had been lobbying hard for.

In its preamble, NAFTA recognizes sustainable develop-
ment as one of its goals. In order to address the concern
that countries would lower standards in order to attract
investment and to avoid a so-called ‘race to the bottom’,
NAFTA’s Article 1114 states that a Party should not
attract investment by waiving environmental obligations
or lowering standards. In an attempt to protect the integ-
rity of the trade-restrictive enforcement provisions in
multilaterally negotiated environmental treaties, NAF-
TA’s Article 104 exempts from challenge certain multilat-
eral agreements including the Montreal Protocol, CITES
and the Basel Convention on the Transboundary Move-
ment of Hazardous Waste. However, these provisions,
along with additional measures on dispute settlement
did not fully address the concerns of many North Amer-
icans regarding NAFTA’s potential negative effects on
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