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I INTRODUCTION
1. This is an appeal by Korea from certain issues of law and legal mterpretatmn

developed in the Panel Report, Korea - Taxes on Alcoholic Beverages.' That Panel
was established” by the Dispute Settlement Body (the "DSB") to examine the con-
sistency of two Korean tax laws: the Korean Liquor Tax Law of 1949 and the Ko-
rean Education Tax Law of 1982, both as amended (the "measures"), with Article
HI:2 of the GATT 1994. The Liquor Tax Law imposes an ad valorem tax on all dis-
tilled spirits. The rate of that tax depends on which of the eleven fiscal categories a
particular alcoholic beverage falls within. The Education Tax Law imposes a surtax
on the sale of most distilled spirits, the rate of the surtax being a percentage of the
liquor tax rate applied to the spirit in question. A detailed description of the opera-
tion of these two taxes is to be found at paragraphs 2.1 to 2.23 of the Panel Report.

2. The Panel considered claims made by the European Communities and the
United States that the contested measures are inconsistent with Article III:2 of the
GATT 1994 because they accord preferential tax treatment to soju, a traditional Ko-
rean alcoholic beverage, as compared with certain imported "western-style" alco-

! WT/DS75/R, WI/DS84/R, 17 September 1998.

2 The Panel was established 16 October 1997 with standard terms of reference (see WT/DS75/7,
WT/DS84/5, 10 December 1997) that were based on requests for the establishment of a panel made
by the European Communities (WT/DS75/6, 15 September 1997) and the United States
(WT/DS84/4, 15 September 1997).
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holic beverages. The Panel Report was circulated to the Members of the World
Trade Organization (the "WTQO") on 17 September 1998. The Panel "reached the
conclusion that soju (diluted and distilled), whiskies, brandies, cognac, rum, gin,
tequila, liqueurs and admixtures are directly competitive or substitutable products.”
The Panel also concluded that "Korea has taxed the imported products in a dissimi-
lar manner and the tax differential is more than de minimis" and that "the dissimilar
taxation is applied in a manner so as to afford protection to domestic production.™
The Panel made the following recommendation:

We recommend that the Dispute Settlement Body request Ko-

rea to bring the Liquor Tax Law and the Education Tax Law

into conformity with its obligations under the General Agree-

ment on Tariffs and Trade 1994.°

3. On 20 October 1998, Korea notified the DSB of its intention to appeal cer-
tain issues of law covered in the Panel Report and legal interpretations developed by
the Panel, pursuant to paragraph 4 of Article 16 of the Understanding on Rules and
Procedures Governing the Settlement of Disputes (the "DSU"), and filed a Notice of
Appeal with the Appellate Body, pursuant to Rule 20 of the Working Procedures for
Appellate Review (the "Working Procedures"). On 30 October 1998, Korea filed its
appellant's submission.® On 16 November 1998, the European Communities and the
United States filed their respective appellees' submissions’ and Mexico filed a third
participant's submission.® The oral hearing, provided for in Rule 27 of the Working
Procedures, was held on 24 November 1998. At the oral hearing, the participants
and the third participant presented their arguments and answered questions from the
Division of the Appellate Body hearing the appeal.

IL. ARGUMENTS OF THE PARTICIPANTS AND THE THIRD
PARTICIPANT

A Korea - Appellant

1 "Directly Competitive or Substitutable Products”

4. Korea contends that the Panel misinterpreted and misapplied the term "di-
rectly competitive or substitutable product”, especially the word "directly” which, in
Korea's view, is at the heart of the term at issue. At some level all products are com-
petitive, in that they compete for the consumer's limited budget, and it is therefore
"directly” which gives meaning to the legal text and prevents Article III:2 from be-
coming an "unbridled instrument of tax harmonization and deregulation".

Panel Report, para. 11.1.

Ibid.

Panel Report, para. 11.2.

Pursuant to Rule 21(1) of the Working Procedures.
Pursuant to Rule 22 of the Working Procedures.
Pursuant to Rule 24 of the Working Procedures.

LR SR I S
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(a)  Potential Competition

5. Korea claims that the alleged evidence of "potential” competition was essen-
tial to the Panel's finding of a directly competitive or substitutable relationship be-
tween the products at issue.® However, Article II:2 does not speak of "potential"
competition. Accordingly, it is at least ambiguous whether "potential” competition is
embraced by the second sentence of Article III:2 of the GATT 1994. Given that am-
biguity, Article 19.2 of the DSU and the principles of predictability and in dubio
mitius should have been respected by the Panel.

6. In Korea's view, the term "directly competitive or substitutable” is not meant
to exclude products that do not compete directly or are not substitutable because of
the contested measure itself. The absence of a competitive relationship on the mar-
ket concerned should be taken as a powerful counter-indication that the products
involved are not "directly competitive or substitutable”. The Panel, however, has
read Article III:2 as covering both products that "are either directly competitive now
or can reasonably be expected to become directly competitive in the near future.” 10
(emphasis added) In so doing, the Panel relieved the complainants of the need to
prove that the lack of actual competition is caused by the contested measure, and
opened the door to speculation about how the market could evolve in the future,
irrespective of the measure in question. Korea warns against speculation about what
consumers might (or might not) do, as opposed to looking at what they actually do.
The Panel repeatedly excused the complainants' failure to produce evidence about
actual competition by saying that preferences in the Korean market might have been
frozen by government measures.!' However, Korea points out that, at the time this
case was argued, its market had been open for eight years.

7. Korea contends that the “potential” standard is impermissibly broad and
speculative, and the wording and the purpose of Article III:2 do not permit this in-
terpretation. There is nothing wrong with requiring complainants to wait until, if
ever, their case becomes “ripe" and products actually compete directly. What if a
Member has been forced to change its tax law because products might compete and
then, in fact, they do not? Should that Member return to the panel to request permis-
sion to restore its tax system?

(b)  Expectations, the "Trade Effects" Test and the
"Nature" of Competition

8. Korea notes the considerable emphasis the Panel placed on "expectations" of
an "equal competitive relationship” between imported and domestic products.'?
However, Korea argues that these "expectations" exist only for those products which
are "like" or "directly competitive or substitutable". If products are not currently
directly competitive or substitutable, there can be no relevant expectations with re-
spect to them.

Panel Report, para. 10.97.

Panel Report, para. 10.48. Korea also refers to paras. 10.40 and 10.73 of the Panel Report.
See, for example, Panel Report, para. 10.94.

Panel Report, para. 10.48.
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9. The Panel erroneously considered that to "focus on the quantitative extent of
competition instead of the nature of it, could result in a type of trade effects test
being written into Article III cases."® This is a misunderstanding of the "trade ef-
fects” test. While past cases held that a lack of "trade effects” is not a defence to an
Article III:2 violation, in those cases the products involved had already been shown
to be "like" or "directly competitive or substitutable”.

10.  Korea observes that the Panel referred to the "nature" of competition many
times in its findings, making statements such as: "the question is not of the degree of
competitive overlap, but its nature."'* By examining the nature of competition, the
Panel added a vague and subjective criterion which is not present in Article III:2,
and dispensed with the complainants’ obligation to show direct competitiveness or
substitutability and also with the need to look at actual markets.

(c)  Evidence from Other Markets

11.  The Panel stated that it could "look at other markets and make a judgement
as to whether the same patterns could prevail in the case at hand."" In Korea's view,
this amounts to little more than guesswork and constitutes an impermissible broad-
ening of the scope of Article III:2. The Panel also disregarded the fact that consumer
responsiveness to different products "may vary from country to country“.]6 Moreo-
ver, there was no basis for the Panel to assume that the Korean and Japanese mar-
kets were, or were becoming, the same. Korea further contends that, even if evi-
dence from other markets were relevant, the Panel should not have limited itself to
looking at only one other country's market. To ensure a balanced view, evidence
from more than one other market ought to have been reviewed.

12.  Korea submits that all of the above misinterpretations of Article III:2 consti-
tute a violation of provisions of the DSU and general principles of law, namely, the
principle that neither panels nor the Appellate Body can add to or diminish the rights
and obligations provided in the covered agreements (Article 19.2 of the DSU), the
principle of predictability, and the principle of in dubio mitius.

(d)  Grouping of the Products

13.  Korea stresses the importance of the methodology used to compare domestic
and imported products under Article III:2. It considers that the Panel committed a
major legal error in wrongly defining the comparison it had to undertake. The Panel
grouped together products that are not physically identical; are produced in different
ways by different manufacturers using different raw materials; taste differently; are
used differently; are marketed and sold differently at considerably different prices
and are subject to different tax rates in Korea. The Panel also failed to carry out a

13

" Panel Report, para. 10.42.

Panel Report, para. 10.44. Korea also refers to Panel Report, paras. 10.42, 10.44 and 10.66 in
this respect.

15 Panel Report, para. 10.46.

15 Panel Report, Japan - Taxes on Alcoholic Beverages ("Japan - Alcoholic Beverages"),
WT/DS8/R, WI/DS10/R, WT/DS11/R, adopted 1 November 1996, para. 6.28.
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separate analysis for diluted and distilled soju.'” Korea urges that the Panel erred in
conducting its analysis on the basis of an agglomeration of the characteristics of two
such different products. To extend conclusions that are primarily based on diluted
soju to distilled soju is unacceptable logic. Further, by treating diluted soju and dis-
tilled soju together, the Panel overlooked the relevance of the considerable price
differential between diluted soju and whisky.

14.  Korea points out that the Panel decided to treat all the imported distilled
spirits as one group.'® In Korea's view, the Panel's decision to group all these bever-
ages together was, in effect, a decision (or at least a presumption) that they are di-
rectly competitive or substitutable everywhere, without considering whether that was
true in the Korean market. By grouping all the imported beverages together, the
Panel made it impossible to appreciate the differences between the imported prod-
ucts. The Panel could not, for example, conclude that in Korea diluted soju was di-
rectly competitive or substitutable for vodka, but not whisky.

15.  Korea acknowledges that when the Panel considered the product characteris-
tics, it examined the products in the group one by one. But the Panel dismissed as
insignificant, differences between the products regarding such characteristics as
colour, taste and price. In so doing, the Panel "trivialized" actual consumer percep-
tions which are at the heart of the "directly competitive or substitutable” standard.
The erroneous approach adopted by the Panel makes it impossible to determine what
the outcome of the case would have been if the Panel had not erred at the outset.

2. "So as to Afford Protection”

16.  According to Korea, the Panel erred in finding that the Korean taxes had a
protective effect mainly on the basis of an analysis of the structure of the law itself.
The Panel ignored Korea's explanation for the structure of the law.' The Panel also
made too much of the fact that there is virtually no imported soju, overlooking the
fact that there has simply been a lack of interest abroad in the manufacture of these
typically Korean products. More importantly, the Panel did not follow the Appellate
Body's ruling in Japan - Alcoholic Beverages, to the effect that, even though the tax
differential may, in some cases, show that the tax is applied "so as to afford protec-
tion", "in other cases, there may be other factors that will be just as relevant or
more relevant to demonstrating that the dissimilar taxation was applied 'so as to
afford protection'."*® (emphasis added)

17.  Korea reiterates the argument it made before the Panel that, in view of the
large, intrinsic pre-tax price-differences between diluted soju and the imported
products at issue, the tax differential cannot be said to have the effect of "afford[ing]
protection” to diluted soju. Where the price-difference between two products is so

Panel Report, para. 10.54.

Panel Report, para. 10.60.

Korea's explanation of the structure of its tax regime is set out at paras. 5.172 to 5.181 of the
Panel Report. In its arguments before the Appellate Body, Korea placed particular emphasis on the
arguments summarized at para. 5.176 of the Panel Report.

% Adopted 1 November 1996, WI/DS8/AB/R, WT/DS10/AB/R, WT/DS11/AB/R, DSR 19961,
97, at 122.

19
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significant, the additional difference created by the variation in tax can have no
protective effect. Korea also maintains that demand for distilled soju is specific and
static, and that it would not be affected a great deal by altering the price, especially
not to the degree at issue in this case. Korea, therefore, claims that the tax differen-
tial does not "afford protection” to distilled soju, contrary to the conclusion reached
by the Panel.

3. Application of Article I11:2 of the GATT 1994

18.  Korea submits that the Panel erred in several ways when assessing the evi-
dence. While Korea recognizes that appellate review is limited to questions of law, it
considers that, in reviewing a panel's interpretation and application of Article III:2,
second sentence, the Appellate Body cannot avoid considering the factual underpin-
nings of the panel's assessment. In this case, the Panel drew conclusions which the
evidence before it did not support. Errors of this type were decisive in the adjudica-
tion of the dispute in favour of the complainants, and thus constitute reversible legal
erTors.

19.  The Panel also erred in applying different standards of proof to the evidence.
The Panel was far more exacting when looking at evidence submitted by Korea than
when considering evidence brought by the complainants. The Panel, in effect, ap-
plied a "double standard of proof ".?' The Panel also misapplied the requirements on
the burden of proof which follow from the Appellate Body Report in United States
- Measure Affecting Imports of Woven Wool Shirts and Blouses from India ("United
States - Shirts & Blouses").22

20.  Despite evidence to the contrary provided by Korea, the Panel relied upon
the notion that consumer preferences in the Korean market might have been frozen
by the measures at issue. By so doing, the Panel unfairly put Korea in the position of
having to prove a negative - that the lack of competition was not due to the con-
tested measures - rather than requiring the complainants to prove positively that
consumer preferences in Korea had been frozen.

(a) Product Characteristics

21.  Korea notes that the Panel found that "[a]ll the products ... have the essential
feature of being distilled alcoholic beverages."** In essence, the Panel considered
this sufficient to raise a presumption that all distilled alcoholic beverages are "di-
rectly competitive or substitutable". Korea disagrees that such a generic statement
could give rise to a presumption of this type. The Panel erred in dismissing the im-
portance of flavour in a case concerning beverages. The flavour of products is one
of the consumer's primary considerations when choosing a beverage and distinctions
between flavours are, therefore, not “minor" > from the consumer's perspective.

2l Korea's appellant’s submission, para. 85.

n Adopted 23 May 1997, WT/DS33/AB/R, WT/DS33/R, DSR 1997:1, 323, at 333-338.
2 panel Report, para. 10.67.
* Ibid.
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22.  The Panel's focus on the fact that all the alcoholic beverages at issue are pro-
duced by distillation means that certain industrial products (e.g., paint thinner) or
medicinal products (e.g., rubbing alcohol) would also be in a directly competitive or
substitutable relationship with the beverages in question. Similarity in raw materials
and the methods of production are, therefore, meaningless in defining a directly
competitive or substitutable relationship between products.

23.  That the Panel applied a "double standard of proof™ is shown by its rejection,
on the one hand, of Korea's example of bottled and tap water, which Korea believes
demonstrated that close physical similarity is not always probative evidence of a
directly competitive or substitutable relationship. On the other hand, the Panel relied
on the United States' example of branded and generic aspirin to show that physical
similarity was highly significant. Moreover, the Panel dismissed Korea's bottled and
tap water example, in part, because it referred to "different products in different
countries".” Yet, in another part of its Report, the Panel said that evidence from
“other countries” was relevant.’®

(b) End-Uses

24, Before the Panel, Korea showed that, in Korea, the overwhelming end-use of
diluted soju is consumption during meals whereas western-style drinks are hardly
ever consumed with meals. The Panel, however, found that this distinction did not
suffice to prevent the products from being considered as directly competitive or
substitutable.?” Korea believes the Panel erred, both as to the application of Arti-
cle III:2 and as to requirements of the burden of proof, in accepting that all the bev-
erages at issue were drunk for the same purposes, infer alia, socialization and re-
laxation. In reaching this finding, the Panel drew upon three sources: (a) trends and
anecdotal evidence; (b) marketing strategies; and, (c) the presence of admixtures.

25. The Panel placed emphasis on "trends and changes in consumption pat-
terns” *® which it said were demonstrated in the Nielsen Study and the Dodwell
Study. However, neither of these studies nor the Trendscope Study contains evi-
dence of trends. They show, instead, a "snapshot" of the market at a particular mo-
ment in time; they do not show changes over time. The Panel erred in considering
that these studies contained evidence of trends, and the Panel's statements amount to
mischaracterization of the evidence presented. Moreover, the Panel erred in specu-
lating that those trends were "likely to continue",” without pointing to any support-
ing evidence.

26.  Korea argues that the Nielsen Study was used "selectively” by the Panel. For
example, even if it showed some overlap in beverages available in Japanese and
western-style restaurants, it also showed that in the large majority of outlets there
was no overlap. Thus, the overlap shown in the Nielsen Study is very limited and, in
light of contrary evidence, cannot be considered as conclusive proof of the similarity

Panel Report, para. 9.23.

Panel Report, para. 10.45.
Panel Report, para. 10.76.
Panel Report, para. 10.48.
Panel Report, para. 10.76.

26
27
28
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of end-uses between the drinks at issue. In other words, the overall consumption
pattern sufficiently rebuts any presumption of common end-uses raised by the minor
overlap indicated by the Nielsen Study. The same is true of the figures given in the
Nielsen Study for home-consumption of alcoholic beverages with meals. Even if 5.8
per cent of respondents stated that they drink whisky with their meals, that still
leaves 94.2 per cent who do not. This evidence supports Korea's argument regarding
the "meal" end-use of particular alcoholic beverages. Instead, it was turned around
to become evidence of "overlap" in end-use. The speculation engaged in by the
Panel was made worse by the Panel's consideration of trends on the Japanese mar-
ket.

27.  The Panel's treatment of Korean companies' marketing strategies discloses
again a "double standard of proof ". Where the Panel considered that marketing
strategies supported a finding that the products were "like" or "directly competitive
or substitutable”, they became important evidence 30, whereas the Panel dismissed
evidﬁnce from marketing strategies that it considered did not support such a find-
ing.

28.  The Panel also erred when assessing the evidence submitted concerning ad-
mixtures. Korea argued that diluted soju and distilled soju are consumed "straight”
in Korea (unlike some of the imported beverages at issue in this case), a fact borne
out in its market study.’ That soju cocktails are different from diluted soju and dis-
tilled soju is reflected in Korea's tax law. Korea maintains that the presence of di-
luted soju in admixtures cannot support a finding of similarity with other drinks
which are drunk in a mixed form, just as the existence of Bailey's™ is not proof that
whisky is often drunk mixed. Like Bailey's and whisky, diluted soju, distilled soju
and admixtures are different drinks and are treated as such under the Liquor Tax
Law. The Panel wrongfully rejected Korea's point which rebutted the evidence on
admixtures.

(¢)  Channels of Distribution

29.  While recognizing that channels of distribution are revealing for a market
structure, the Panel wrongly dismissed Korea's distinctions regarding on-premise
consumption, and thereby erred in its assessment of the evidence.

30. The essence of Korea's argument was that most of the volume of diluted soju
and of western-style drinks was sold and consumed in different types of outlets. This
was borne out by the Nielsen Study which clearly shows that, except in the case of
Japanese restaurants and café/western-style restaurants, there was no overlap for on-
premise consumption. Before the Panel, the United States responded to this by not-
ing that that their embassy personnel knew of nine "traditional Korean-style restau-
rants" in Seoul serving both whisky and soju. Korea argues that the Panel should not
have dismissed Korea's evidence about differences in places of consumption on the

Panel Report, para. 10.79.

31 Panel Report, paras. 10.65 and 10.66.

See in particular Panel Report, paras. 5.268 and 5.273.

Panel Report, para. 7.11. Bailey's Irish Cream is an alcoholic beverage which is a mixture of
whisky and cream.
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basis of evidence concerning nine restaurants, provided by the United States' em-
bassy personnel.

31.  The Panel also applied "double standards" to the evidence Korea and the
complainants supplied on this issue. While Korea presented a market survey cover-
ing 320 restaurants that showed that there are different channels of distribution for
the drinks in dispute, the Panel accepted the anecdotal evidence produced by the
United States about only nine Korean restaurants.

(d) Prices
32.  Korea considers that the large, undisputed price differences between diluted
soju and the imported beverages are key elements of evidence, and that the larger
the price difference between two products, the less influence a change in the price of
one will have on the demand for the other. In the present case, there is no price
overlap between diluted soju, including its premium version, and any of the western-
style drinks.
33. Korea believes that the only evidence on consumer responsiveness to
changes in prices which was submitted by the complainants was the Dodwell Study.
But Korea raised "fundamental objections” about the Dodwell Study before the
Panel, and the Study is so flawed that it should have been rejected. The Panel erred
in failing to recognize the weaknesses in the Study. Korea notes that the Panel con-
sidered the Dodwell Study "helpful evidence” * sufficient to raise a presumption of
a directly competitive or substitutable relationship, and rejected the "hard evidence"
Korea had submitted in rebuttal. The Panel, therefore, wrongly allocated the burden
of proof and also applied a "double standard” since it was lenient with the com-
plainants’ evidence, but strict with Korea's rebuttal evidence.
34,  Korea contends that the evidence of the large price differences between di-
luted soju and most of the imported beverages is sufficient to rebut the complain-
ants’ claims about the existence of a directly competitive or substitutable relationship
between the imported and domestic beverages. However, the Panel essentially disre-
garded the evidence and did not address Korea's argument that the absolute price
differences were so great that behavioural changes were unlikely.
35.  When stating that premium diluted soju was a "fast growing category" ~, the
Panel neglected Korea's evidence. Korea had emphasized during the second meeting
with the Panel that premium soju production was declining, apparently as a result of
Korean consumers' unwillingness to pay more for an up-market version of diluted
soju.
36.  According to the Panel, cognac is a directly competitive or substitutable
product for standard diluted soju even though, before any tax is applied, the prod-
ucts differ in price by a factor of 20.*® Admittedly, for some of the western-style
beverages, the price differential from soju is smaller, and even negative (e.g. dis-
tilled soju as compared to standard whisky). However, the Panel did not distinguish

n 35
»

Panel Report, para. 10.92.

Panel Report, para. 10.94.

This factor is based on the prices of the Dodwell Study. However, the Panel mentions an even
higher price difference: a factor of 24 (Panel Report, footnote 408).

36
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