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D. UPSETTING THE COMPETITIVE POSITION OF IMPORTED PRODUCTS
1 THE LEGAL TEST

6.243 The United States claims that Japan, by its promulgation and application of the distribution
countermeasures, the Large Stores Law, and promotion countermeasures, worked to " systematically
offset" the intended effects of its tariff concessions. According to the United States, Japan identified
in asystematic fashion theadvantagesit believed that foreign firmsand products enjoyed, then designed
policies and implemented measures to offset those advantages. As a consequence, the application of
thesethree groups of countermeasures upset the competitive relationship between importsand domestic
products in the Japanese market contrary to Article XXI11:1(b).

6.244 The United States notes that only a few disputes have resulted in a finding of nullification or
impairment within the meaning of Article XXII1:1(b), but each pand addressing the issue has emphasized
theimportance of protecting a party' s reasonable expectations that tariff concessons will lead to improved
market access and will not be frustrated. For example, the panel in EEC - Oilseeds considered that

"...themain valueof atariff concessionisthat it provides an assurance of better market
access through improved price competition. Contracting parties negotiate tariff
concessions primarily to obtain that advantage. They must therefore be assumed to
base their tariff negotiations on the expectation that the price effect of the tariff
concessions will not be systematically offset".”*

The 1992 Follow-up Report of the Members of the Original EEC - Oilseeds Panel held that ... the
assurance of better market access ... would be meaningless' if concessions could be "systematically
counteracted”.

6.245 The United States further explains that the key question considered by the panel on EEC - Canned
Fruit, asin all cases involving Article XX111:1(b), was whether the government measure in question
upset the competitive relationship between the domestic and imported product. ™ Likewise, the panel
in EEC - Oilseeds noted:

"In the past, Article XXI11:1(b) cases, the CONTRACTING PARTIES have adopted the same
approach: their findings of nullification or impairment were based on a finding that
the productsfor which atariff concession had been granted were subjected to an adverse
change in competitive conditions".”®

6.246 Article 26.1(a) of the DSU states that the complaining party must provide a " detailed justification
in support of any complaint". Japan emphasizes that, while Article 3.8 of the DSU states that in
violation cases, "there is normally a presumption that a breach of the rules has an adverse impact on
other Members", thereisno presumption of adver seimpact innon-violation cases. Therefore, inJapan's
view, acomplaining party must meet its burden of proof by showing that ameasureiscurrently upsetting
the competitive position of the imported product concerned. ®

"2panel Report on EEC - Payments and Subsidies Paid to Processors and Producers of Oilseeds and Related Animal
Feed Proteins ("EEC - Oilseeds"), BISD 375/86, 128-129, para. 148. (Emphasis added).

"3Follow-up on the Panel Report "EEC - Payments and Subsidies Paid to Processors and Producers of Oilseeds and
Related Animal Feed Proteins’, 16 March 1992, BISD 39591, 116, para. 81, (unadopted).

"panel Report on European Economic Community - Production Aids Granted on Canned Peaches, Canned Pears, Canned
Fruit Cocktails and Dried Grapes ("EEC - Canned Fruit"), GATT Doc. L/5778, 20 February 1985, (unadopted), p. 29,
para. 80.

"SEEC - Oilseeds, BISD 37986, 129-130, para. 150.

%] bid.
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6.247 Japan argues that al previous non-violation findings have addressed only two specific types
of measures: product-specific subsidies and tariffs. In those situations, it was unquestionable that

the provision of asubsidy on the domestic product, or atariff concession on some products, established
less favourable competitive conditions for imports of the product concerned. Thus, in al prior panel
decisionswhich found non-violation nullification or impairment, the complaining party showed aclear
connection between the aleged measures and the competitive position of imported products.

6.248 Japan points out that the US non-violation clams in this case, however, challenge Japanese
policies, e.g., encouraging modernization of distribution practices, regulation of large scale retailing,
and regulation of unfair trade practices, which make no distinctions between imports and domestic
products. In Japan's view, there is therefore no explicit connection between these alleged measures
and the competitive position of imports.

6.249 The United States explains that in both the EEC - Qilseeds and EEC - Canned Fruit cases,
the measures applied were subsidies that gave an advantage to domestic products and effectively offset
the benefits of thetariff reductions. Inthepresent case, however, Japan has achieved the same objective
by application of different measures. Japan systematically sought to offset the effects of its tariff
concessions by precluding access to key distribution channels through systemization, and then buttressing
the market structure, established through systemization, by application of the Large Stores Law and
promotion countermeasures. As tariffs were reduced, Japan placed additiona hurdles in the path of
imports (e.g., closing distribution channels) to make it substantially more difficult to distribute and
sell imported products in Japan. The United States alleges that in taking these actions, Japan has
effectively crippled efforts by foreign firms to utilize the opportunity provided by tariff reductions
to improve their position in the Japanese market.

6.250 Japan responds that none of the dleged measures in dispute is currently upsetting the competitive
position of imported black and white or colour film or paper relative to the time of any of the tariff
concessions cited by the United States. Japan explains that this conclusion can be demonstrated with
respect to each of the three sets of policies in dispute in three different ways:

Q) the aleged measures in dispute do not distinguish between domestic and imported
products, and impose no inherent disadvantage on imports,

2 there is no causal connection between the aleged measures and any unfavourable
competitive conditions; and

3 the alleged measures as they exist today are unchanged or more favourable to imports
as compared to the time of any relevant tariff concession.

6.251 In the view of the United States, Japan has fabricated three rules as defense against the US
claim that the liberalization countermeasures are responsible for the adverse competitive conditions
confronting imported film and paper which, in the US view, cannot be substantiated with the text or
negotiating history of Article XXII1, or with prior panel decisions:

Q) the Panel may look only at the face of the measures to determine if atariff concession
is being nullified or impaired;

2 the measuresontheir face must "formally distinguish" between imported and domestic
film and paper or otherwise"inherently disadvantage" importsto nullify or impair the
relevant tariff concessions; and

3 the measures must be more unfavourable to imports today than at any point in the past
to nullify or impair a concession.
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(a) Measures, trade effects and market structure

6.252 Japan arguesthat in determining whether abenefit isbeing nullified or impaired, panelsshould
focus exclusively on the measures themselves. Changes in marketplace conditions and trade flows
alone, i.e., apart from changes in the measures themselves, in Japan'sview, areirrelevant to whether
competitive conditions are being upset. Japan submits that the panel report on EEC - Oilseeds makes
this point unequivocally:

"The approach of the CONTRACTING PARTIES reflects the fact that governments
can often not predict with precision what the impact of their interventions on import
volumes will be. If afinding of nullification or impairment depended not only on
whether an adverse change in competitive conditions took place but also on whether
that change resulted in a decline in imports, the exposure of the contracting parties
to claims under Article XXI11:1(b) would depend on factors they do not control; the
rules on nullification and impairment could consequently no longer guide government
policies ... . The Panel further noted that changes in trade volumes result not only
from government policies but also other factors, and that, in most circumstances, it
isnot possibleto determine whether adeclineinimportsfollowing achangein policies
is attributable to that change or to other factors'.™’

6.253 In view of the findings of the panel on EEC - Oilseeds,® Japan argues that the relevant
considerationinthe context of non-violation complaintsis whether the alleged measures, not the market
situation, have established, and continue to establish, conditions of competition that are lessfavourable
for imported products. Given that Article 26.1(a) of the DSU refers to "any complaint relating to a
measure”, and that Article 26:1(b) of the DSU states, "where a measure has been found to nullify or
impair benefits', Japan concludes that Article 26 of the DSU supports its position.

6.254 The United States responds that Japan tries to impose unjustifiable limitations on the facts
and circumstances that the Panel can examine in deciding whether thereis nullification or impairment
of a benefit under GATT. The United States points out that panels typicaly have found that the
complaining party need not present evidence of declining trade flows (e.g., decreases in imports or
market share) to prevail on its claim.” In this context, the United States refers to the panel report
on EEC - Canned Fruit™® which noted that " benefits accruing from bound tariffs under Article Il also
encompass future trading opportunities’ so that " complaints by contracting parties regarding nullification
and impairment should be admissible even if there was not yet statistical evidence of trade damage”.
TheUnited States further arguesthat the responding party cannot defeat a claim by presenting evidence
of the complaining party's improving trade flows (e.g., increases in imports or market share). The
EEC - Oilseeds panel rejected the EC's "defense" that the subsidies on oilseeds did not displace or
impede imports and therefore did not actually nullify or impair the tariff concessions on oilseeds. **
This is so because panels have generaly understood GATT to protect competitive opportunities, not
only trade flows, as explained by the panel on EEC - Oilseeds:

"EEC - Oilseeds, BISD 37586, 130-131, para. 151.

78" The Panel further noted that changes in trade volumes result not only from government policies but also other factors,
and that, in most circumstances, it is not possible to determine whether a decline in imports following a change in policies
is attributable to that change or to other factors'. EEC - Oilseeds, BISD 375/86, 130-131, para. 151.

"The United States also notes that Japan acknowledged that: "[W]hether or not the governmental (dis)incentives, actions
or interventions achieved the desired objective in itsdlf is irrelevant in the analysis of a non-violation claim, because what
the claim should be concerned with is the impact on the conditions of competition by a government measure, and not the
actual results of a governmental action”.

"OEEC - Canned Fruit, GATT Doc. L/5778, p. 28, para. 77.

"EEC - Oilseeds, BISD 37986, 129-131, paras. 150-151.
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"In the past Article XXII1:1(b) cases, the CONTRACTING PARTIES have adopted the same
approach: their findings of nullification or impairment were based on a finding that
the productsfor which atariff concession had been granted were subjected to an adverse
change in competitive conditions. In none of these cases did they consider the trade
impact of the change in competitive conditions to be determining. In one case they
specificaly rejected the relevance of statistics on trade flows for a finding on
nullification and impairment. [Citation omitted]. It isof coursetruethat, in the tariff
negotiations in the framework of GATT, contracting parties seek tariff concessions
in the hope of expanding their exports, but the commitments they exchange in such
negotiations are commitments on conditions of competition for trade, not on volumes
of trade".™?

6.255 The United States points out that panels have gpplied the samelogic in Article 111 cases, generdly
in response to the responding party' s attempt to use trade flows as a means of defending its measures,
not in response to the complaining party's presentation of its claims. In this context, the United States
emphasizes that the panel on United Sates - Section 337 rejected the US "defense” that the panel’'s
determination " could only be made on the basis of an examination of the actual results of past Section
337 cases'.™3

6.256 The United States further argues that prior paned reports support the proposition that complaining
parties may submit, and panes should consider, information on market structure and market conditions.
Thepanel on Australia - Ammonium Sul phate would not have known that the termination of the subsidy
for Chilean fertilizer would have upset the conditions of competition between Chilean and Australian
fertilizers if it had not looked beyond the face of the terminated subsidy program to understand how
the two products actually competed in the marketplace. ™

6.257 ThustheUnited Statesstressesthat panelsshould examinethedesign, architecture, and structure
of the measures at issue™® and focus on the market structure and conditions at the time Japan implemented
the various measures to understand the effect of the measures on competitive opportunities for imports
ver susdomestic photographicfilm and paper. Furthermore, panelsshould examinethe market structure
and conditionstoday for confirmation that the measures have had and continueto have an adver se effect
on the competitive opportunities for imported film and paper.

6.258 Accordingly, the United States requests the Panel to reject Japan's rule that it (i) must limit
its inquiry to the face of the measures in determining whether a tariff concession is being nullified
or impaired; and(ii) cannot consider evidenceof "marketplaceconditions® or "tradeflows". TheUnited
States explains that some measures may be blatantly protectionist or discriminatory that a panel only

2| bid.

"3panel Report on United States - Section 337 of the Tariff Act of 1930 (" United Sates - Section 337"), adopted on 7
November 1989, BISD 365345, 386-387, paras. 5.12-5.13.

"4The United States notes that there is one case which focused on the panel's treatment of the trade flow data presented
by the complaining party aspart of itsaffirmative case - versus trade flow data presented by theresponding party initsdefense.
In United States - Automobile Taxes, the EC presented trade flow data to prove that the United States had drawn adistinction
between automobiles on the basis of selling price so as to afford protection to domestic production. That panel considered
the data and determined they were not conclusive, thereby supporting the US position in this case that this Panel may consider
all relevant facts and factors, including evidence related to trade flows. See United States - Taxes on Automobiles, GATT
Doc. DS 3UR, p. 101, para. 5.13.

"SReport of the Working Party on the Australian Subsidy on Ammonium Sulphate (" Australia - Ammonium Sulphate'),
BISD 11/188, 192-193, para. 12. See also Japan - Taxes on Alcoholic Beverages (" Japan - Alcoholic Beverages'), WT/DS8/R,
pp. 113, 116-119, paras. 6.23, 6.29-6.32 (considering evidence outside the four corners of the tax measures at issue to determine
if differently taxed products are like products or directly competitive or substitutable products).

"6See Appellate Body Report on Japan - Taxes on Alcoholic Beverages (" Japan - Alcoholic Beverages'), WT/DS8, 10
and 11/AB/R, p. 29.
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needs to look within the four corners of the measure to understand its protective effect.””” But, for
many measures, the United States submits, a panel cannot determine whether the measureis affecting
the competitive opportunitiesfor imported productsif it does not have some under standing of themarket
structure and conditions in which the imports are being sold.™®

6.259 Japan arguesthat theexisting marketplaceconditionsor tradeflowsresult fromvariousfactors,
such asmarket forcesand private practices, and are beyond the control of thegovernment. Determining
the nullification or impairment of the benefit by inference from the marketplace conditions or trade
flows, which alegedly demonstrates actual trade damage, could lead to the consegquence that a
government would be held responsible for what it does not control. In Japan’s view, therefore, the
panel must focus on the measures themselves, and not on the marketplace conditions or trade flows.

6.260 According to Japan, in evaluating the upsetting of competitive conditions allegedly caused by
measures, panelsthus must ook exclusively to the provisions of the measures themselves, and whether
they are inherently less favourable to imports of the bound product than to domestic products. The
panel should not be misled by incidental consequences, i.e., in this case, the allegedly "closed”
distribution networks in the Japanese film and paper markets today.

6.261 Japan submits that the principle that measures should be judged by their provisions, and not
by their actual consequences, is well established in Article 111 jurisprudence where the competitive
conditions established by measures are similarly at issue. The panel report on United States - Section
337 of the Tariff Act of 1930 found that panels should basetheir Articlelll analysis"on thedistinctions
made by the laws, regulations, or requirements themselves and on their potential impact, rather than
on the actual consequences for specific imported products’.™®

6.262 Japan also mentions the unadopted panel report on United Sates - Taxes on Automobiles, "
which dealt with the issue of whether measures altered the competitive relationship between imported
and domestic products. In that case, the United States imposed aluxury tax on all automobiles priced
over $30,000. The EC argued that this tax, while facialy neutral, discriminated against European
carsinviolation of Article 111:2, given that alarge percentage of the cars imported from the EC were
priced over $30,000 while many US carswere priced under $30,000. The panel rejected this argument
on the ground that the distinction drawn between automobiles priced under and above $30,000 was
not inherently disadvantageous to European imports and concluded that the US measure did not
discriminate automobiles from the EC in violation of Article 111:2.7%

6.263 The United States rejects the notion that a measure cannot nullify or impair benefits unless
it: (i) draws "forma distinctions® between imported and domestic products; or (ii) is otherwise
"inherently less favourable" to imports. The United States submits that in proposing and applying
this rule, Japan refers to a number of terms such as "formal distinctions', " distinguishes between",
"explicit disadvantage”, "inherently less favourable’, "inherently disadvantageous’, and "inherently

n EEC - Oilseeds, for example, the panel appears to have limited its consideration of whether the subsidies at issue
upset the competitive relationship between imported and domestic products by looking exclusively at the face of the measure.
EEC - Oilseeds, BISD 37586, 128, para. 147.

"8See, e.g., Augtralia - Ammonium Sulphate, BISD 11/188, 192-193, para. 12. The United States explains that, for example,
ameasure applied in the oligopolistic photographic materials sector in Japan could have an entirely different effect if applied
for example, in the highly competitive textiles sector in Hong Kong. Only by reviewing the measure in the context of the
market in which it is applied can the effect of some measures on competitive opportunities be understood.

"®Panel Report on United Sates - Section 337, BISD 365/345, 387, para. 5.13.

"panel Report on United States - Taxes on Automobiles, GATT Doc. DS3U/R, 11 October 1994 (unadopted).

72"[A] selling price above $30,000 did not appear from the evidence to beinherent tothe EC or other foreign automobiles.
In particular, no evidence had been advanced that EC or other foreign automobile manufacturers did not in general have
the design, production, and marketing capabilities to sell automobiles below the $30,000 threshold, or that they did not in
general produce such models for other markets'. Ibid., p. 102, para. 5.14.
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unfavourable", without defining the meaning of these terms, except through a reference to the panel
report in United States - Automobile Taxes. The United States suggests that Japan mischaracterizes
the Automobile Taxes report as standing for the proposition that a measure cannot violate Articlel11:2
if itis"not inherently disadvantageous to imports'. Inthe view of the United States, that panel found
that the taxes at issue did not discriminate against foreign automobiles because neither the aim, effect,
nor any other evidence showed that the measure afforded protection to domestic production.?

6.264 In the US understanding, Japan appears to be arguing that only measures which obviously
discriminate against imported products can nullify or impair tariff concessions within the meaning of
Article XXII1:1(b). WhileJapan substantiatesitsinterpretationwithananaogy toArticle 111, theUnited
States contends that Japan's interpretation has not even been applied in the Article 11l context. The
United States points out that panels have found that laws, regulations, and requirements that do not
discriminate against products on the basis of origin nevertheless can violate Article 111.2 Panels also
have affirmed that a measure which does not draw any forma distinctions between imported and domestic
products on the basis of origin or other product characteristics can violate Article 111.”** More
importantly, the United States emphasizes that if this rule were applied under Article XX111:1(b), that
Articlewould become redundant, thereby effectively eliminating aMember' sright of redress for non-
violation nullification andimpairment. Such an outcomewould not only beinconsi stent withthegeneral
rules of treaty interpretation,’” but would aso be inconsistent with the plain language of
Article XXII1:1(b), which provides aright of redress if a benefit under the GATT is being nullified
or impaired as aresult of any measure "whether or not it conflicts with the provisions' of the GATT.

6.265 Inresponseto the United States claim that Japan’s position is not valid because it would render
Article XX111:1(b) alegal nullity, Japan argues that the United States bases this argument on the view
that al inherently discriminatory measures may be addressed under Article Ill. In Japan’'s view,
however, not all cases of inherent discrimination can be considered to be in violation of Article Ill.
For example, production subsidies which are potentially discriminatory are specifically excluded by
Articlelll:8(b) from the scope of Articlelll and Article XXI111:1(b) could aso deal with nhon-mandatory
government measures if it imposes a substantive equivaent of legaly binding obligations, whereas
Article I11:4 only covers laws, regulations, and requirements and has a narrower scope.

2pid., pp. 100-102, paras. 5.12-5.14.

"2See, e.g., Panel Report on Japan - Alcoholic Beverages, WT/DS8, 10 and 11/R (finding that Japanese tax measures
that differentiated between spirits by product characteristics violated Article 111:2); Panel Report on United Sates - Measures
Affecting Alcoholic and Malt Beverages (" United States - Alcoholic Beverages'), adopted on 19 June 1992, BISD 395/206,
277, para. 5.26 (finding that a Mississippi tax that differentiated between wines by grape type violated Article I11:2).

"See, e.g., Pand Report on United States - Section 337, BISD 365345, 386, para. 5.11 (noting that it "has to be
recognized that there may be cases where application of formally identical legal provisions would in practice accord less
favourable treatment to imported products'); Panel Report on Canada - Import, Distribution, and Sale of Certain Alcoholic
Drinks by Provincial Marketing Agencies, adopted 18 February 1992, BISD 395/27, 83, para. 5.27 (finding that "minimum
prices applied equally to imported and domestic beer did not necessarily accord equa conditions of competition to imported
and domestic beer"); Panel Report on Thailand - Restrictions on Importation of and Internal Taxes on Cigarettes (" Thailand
- Importation of Cigarettes'), adopted 7 November 1990, BISD 375200, 224, para. 78 (noting that "It might be argued
that... a genera ban on al cigarette advertising would create unequal competitive opportunities between the existing Thai
supplier of cigarettes and new, foreign suppliers'); United States - Alcoholic Beverages, BISD 395206, 275, para. 5.19
(finding that "the granting of tax credits on anon-discriminatory basis to small breweries inside and outside the United States
would be inconsistent with Article 111:2 as long as imported beer from large breweries were subject to higher taxes'). See
aso Article XVII of GATS (providing that "formally identical or formally different treatment shall be considered to be less
favourable if it modifies the conditions of competition in favour of services or service suppliers of any other Member").

">The Appellate Body has noted on two occasions that "[o]ne of the corollaries of the 'general rule of interpretation’
in set out in Article 31 of the VCLT isthat interpreter must give meaning and effect to all terms of the treaty. Aninterpretation
is not free to adopt areading that would result in reducing whole clauses or paragraphs of atreaty to redundancy or inutility.
Appellate Body Report, Japan - Alcoholic Beverages, pp. 11-12, (citing Appellate Body report, United Sates - Standard
for Conventional and Reformulated Gasoline).



WT/DS44/R
Page 232

6.266 Japan further argues that the complaining party must show that the benefit "isbeing" nullified
or impaired by themeasure. Japan emphasizesthat many of thealleged "measures’ complained against
ended years ago. However, a measure which is no longer in effect cannot currently be establishing
less favourable conditions of competition for imports of the bound product, and therefore cannot result
in nullification or impairment. On the other hand, Japan concedes that there are some "measures’
identified by the United Statesthat arestill in effect. However, inJapan'sview, those alleged measures
cannot upset the competitive position of imported film and paper becauseameasurethat doesnot " apply”
tothegiven product as such, isincapableof upsetting competitiveconditionsfor importsof that product.

6.267 The United States notes that it concurs with Japan on the proposition that a finding of
nonviolation nullification and impairment may be based only on measures that are currently in force.
The United States does not believe, however, that Japan has presented credible evidence that its
intervention in photographic material distribution is merely "a fact of the past”.

(b) Causal connection

6.268 Japan argues that even if the panel looks beyond the provisions of the measure in question
and examines actual consequences, at the very least the complaining party must be required to prove
a clear causal connection between the alleged measures and competitive conditions unfavourable to
imports. Japan explains that this requirement is reflected in the phrase "as the result of" as stipulated
inArticle XXIII:1. Inparticular, inJapan' sview, the complaining party must not only establish (1) that
conditions are in fact unfavourable to imports, but aso (2) that those conditions are due to the aleged
measures in question. Otherwise, Japan contends, if no causal connection between the measures and
unfavourable competitive conditions is established, any non-violation finding would rest simply on
changes in marketplace conditions alone, aresult squarely at odds with the relevant provisions of the
WTO Agreement and with past precedent.

6.269 The United States responds that it does not take issue with the proposition that there must
be acausal connection between the measures and the competitive conditions complained of. However,
to the United States, it appears that Japan is advocating a requirement that the complaining party must
establish causation in a" but for" sense; i.e., that the United States must establish that the unfavourable
competitive conditions in Japan for imported photographic film and paper were solely the result of
the measures taken by Japan and that "but for" these measures, these conditions would not exist. To
the extent that thisis the causation standard advocated by Japan, the United States strongly disagrees.

6.270 According to the United States, Japan cites the phrase "as the result of" in Article XXI11:1,
in support of a"but for" causation standard. The United States contends that textual interpretation
of this phrase does not support such a strict standard of causation. Inthe USview, if the drafters had
intended such a standard, they would have inserted a word like "directly” or "solely" immediately
before the phrase "as the result of".”® A "but for" causation standard is also inconsistent with the
object and purpose of Article XXI1I:1(b). The drafters clearly intended that Article XXI11:1(b) be
capableof providingrelief inappropriatecircumstances. However, under a"but for" causation standard,
the United States submits, a complaining party essentially would face the impossible task of proving
the negative, e.g., in this case, that the documented unfavourable market conditions for imported
photographic film and paper would not have existed "but for" the actions of the Japanese Government.
The United States asserts that such an approach would render Article XXI11:1(b) adeadletter, aresult
at odds with theintent of the drafters. In thisregard, the United States recalls that the Appellate Body
has cautioned against reading into provisions of WTO agreements requirements that are not reflected

"2The United States notes that in Article 8.2(a)(iv) and (v) of the SCM Agreement, the drafters used the phrase "directly
as the result of" to refer to the types of costs that could be covered by non-actionable government assistance for research
activities. Thus, the United States argues that when the drafters intended astrict causation standard, they knew how to express
their intentions.
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inthetext of thoseprovisions. For example, inthe United Sates - Underwear * and the United States -
Wool Shirts'® cases, the Appellate Body stressed the importance of respecting the balance of rights
and obligations as reflected in the actua language used by the drafters.

6.271 The United States warns that the establishment of a" but for" causation standard would amount
to rewriting Article XXI11:1(b). Accordingly, the United States claims to have established what it is
required to establish under Article XXI1I:1(b), i.e., that (i) Japan sought to ater the conditions of
competition for the distribution and sale of photographic film in Japan; and (ii) those conditions have
been altered.

6.272 TheUnited States further contends that rather than apply abut-for causation standard, the Panel
should determine whether Japan took measures that affirmatively contributed to the formation,
strengthening, and maintenance of conditions of the oligopolistic distribution structurein Japan. Japan
did so through a series of actions promoting exclusive dealings between Japanese manufacturers and
wholesalers, cementing such relationships where they aready existed, pushing those exclusive
relationshipsasfar downstream as possible, and defending them against competition from foreign firms
and aternative distribution channels. Specifically, Japan pursued these ends through measures that:

1 shifted the balance of economic power between manufacturers and wholesders (through shortened
payment terms);

2. created anincentivefor volumepurchasing and channel exclusivity (throughvolumediscounts,
rebates);

3. chilled foreign firms' ahility to offer more competitive terms to wholesaers (through standardized

transaction terms, international contract notification, JFTC Notification 17 and the comparable
underlying provisions of the Antimonopoly Law);

4, enhanced domestic manufacturers' integration with, and control over, wholesalers (through
electronic information link, joint distribution facilities);

5. limited the availability of alternative distribution channels to foreign firms (through subsidies
to laboratories, Large Stores Law);

6. curtailed competition to manufacturer domination of the distribution structure by suppressing
large stores (through the Large Stores Law); and

7. stifled foreign manufacturers’ ability to utilize their strengths in promoting their products
(through the promotion countermeasures).

With the support of these measures: Fuji achieved exclusive control of its four primary wholesalers;
Konica solidified its relationships with its previously independent primary wholesalers, first through
establishing joint distribution facilities with them and then by acquiring them outright; secondary
wholesalers became aligned with the domestic manufacturers’ vertical distribution chains; and Fuji

2"n the Underwear case, the Appellate Body declined to read into Article 6.10 of the Agreement on Textiles and Clothing
a license to backdate the effective date of atemporary restraint measure. The Appellate Body previously has relied on a
comparison of the texts of different WTO agreements in order to elucidate the meaning of a particular provision. Appellate
Body Report on United States - Restrictions on Imports of Cotton and Man-made Fibre Underwear, adopted 25 February
1997, WT/DS24/AB/R, p. 17, n. 25.

280 the Wool Shirtscase, the Appellate Body declined to read into the Agreement on Textiles and Clothing arequirement
that the importing Member bear the burden of proving that temporary safeguard action was not inconsistent with Article
6 of the Agreement on Textiles and Clothing. Appellate Body Report on United States - Measur es Affecting Imports of Woven
Wool shirts from India, adopted on 23 May 1997, WT/DS33/AB/R.
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gained domination over a vast network of photo processing laboratories, substantially limiting their
availahility as an dternative distribution channel for foreign film and as a market for foreign photographic
paper. These measures also significantly impaired the ability of foreign manufacturers to overcome
the obstacl es of the oligopoalistic distribution system by offering competitive incentives to wholesalers
or consumers or by-passing wholesalersto go directly to large stores. Each of these actions and results
issignificant in itself. But together, they combine to substantialy alter the conditions of competition
in ways that are adverse to imports.

6.273 Japan responds that the United States appears to argue that causation can be established by
showing the existence of government measures on one hand, and the existence of unfavourable market
conditions on the other hand, without proving the linkage between them. Although Japan does not
arguethat it is necessary for a complaining party to show that the unfavourable competitive conditions
were"solely" theresult of the aleged measure, Japan considersit indispensableto proveaclear linkage
between the aleged measures themselves and the alleged unfavourable competitive conditions with
"detailed justification™. 1nJapan’ sview, theexisting marketplace conditionsresult from variousfactors
such as market forces and private practices. Determining the nullification or impairment of the benefit
by inference from the marketplace conditions could lead to the consequence that a government would
be held responsible for what is does not control.

(© Relevance of the time of the tariff concession

6.274 Japan emphasizesthat inorder to demonstratecurrent nullificationor impairment, itisnecessary
to compare the measure in question asit exists today with the measure (or absence thereof) asit existed
a the time of the relevant tariff concession. If ameasure at present is not materially changed, or is
now more favourable to the imports, as compared to the time of the relevant tariff concession, there
can be no upsetting of the competitive position.”® For Japan, it is irrelevant whether marketplace
conditions have worsened in that interim period.

6.275 In the view of the United States, thereis no legal basis for Japan's position that a measure
which continues to exist in its original or a modified form cannot nullify or impair tariff concession.
The United States explains that the fact that a measure may have been upsetting the competitive
relationship between imported and domestic products for some period of time does not mean that the
measure suddenly ceases to have that effect. Similarly, the fact that a measure may be "liberalized"
does not mean that it no longer upsets the competitive relationship between imported and domestic
products. For example, if a Member began providing a subsidy in 1979, the subsidy could still be
nullifying or impairing tariff concessions on the subsidized products ten years later. Similarly, if a
Member began providing asubsidy in 1979 and then cut in half the amount of the subsidy to therecipient
ten years later, the subsidy could still be nullifying or impairing tariff concessions on the subsidized
products.

6.276 Japan responds that unlike Article Il of GATT 1994, the tariff concessions under Article |l
of the GATT 1994 do not establish equa competitive conditions between domestic and imported products,
sinceatariff isby itsnatureabarrier toimported products. For the purpose of anon-violation remedy,
therefore, the benefit of the tariff concessions accruing under Article Il consists of the legitimate
expectation that competitive conditionsfor imported productshad improved compared tothecompetitive
conditions that existed before the tariff concessions. In Japan’s view, this anaysisisin line with the
finding of the EEC - Oilseeds panel, which stated that, "[i]n the past Article XXII1:1(b) cases, the
contracting parties have adopted the same approach: their findings of nullification or impairment were

"2The EEC - Oilseeds panel found that: "In the past Article XX111:1(b) cases, the CONTRACTING PARTIES have adopted
the same approach: their findings of nullification or impairment were based on afinding that the products for which a tariff
concession had been granted were subjected to an adverse change in competitive conditions'. EEC - Oilseeds, BISD 375/86,
129-130, para. 150.
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based on a finding that the products for which a tariff concession had been granted were subjected
to an adverse change in competitive conditions’.”°

2. OVERVIEW OF THE IMPACT OF SPECIFIC MEASURES ON THE COMPETITIVE
POSITION OF IMPORTS

6.277 According to the United States, on 6 June 1967, as the Kennedy Round was concluding, the
Japanese Cabinet announced that it would apply " countermeasures’ to " create the foundation to enable
our enterprises to compete with foreign enterprises on equal terms. ..."."! For the United States, the
purpose of the countermeasures was not to ensure that foreign enterprises had equal opportunities to
compete with Japanese enterprises in Japan. In the US view, Japan sought to "restrain foreign enterprises
coming into Japan after liberdization from disturbing order in domestic industries concerned by resorting
to the strength of their superior power and from advancing into the non-liberalized sectors by evading
control".”?  The United States concludes that the very premise of the Japanese Government's
countermeasures was to upset the competitive relationship between domestic and foreign enterprises
by neutralizing the perceived advantages of foreign enterprises of their superior capital resources,
organizational scale, and marketing expertise.”

6.278 The United States claims that the Japanese Government designed measures to neutralize the
advantages of foreign enterprisesarising from thetariff concessions, working closaly with the Japanese
industry to give effect to the closing of the Japanese market:

) MITI and other Japanese Government agenciesimplemented distribution countermeasures
to limit foreign penetration of the Japanese market through Japanese wholesalers and
retailers;

(i) MITI implemented the Large Store Law, in part, to control the growth of large stores
which would promote the sale of imported products; and

(iii)  the JFTC implemented promotiona countermeasuresto make it more difficult for foreign
enterprises to attract Japanese consumers to imported products.

6.279 During the Tokyo Round, US negotiators once again attached a high priority to obtaining from
Japantariff concessions on both black and white, and col our photographic film and paper. ** The United
States argues that, having closed the primary distribution network, limited the operation of large-scale
retail stores and imposed a panoply of restraints on promotions following the Kennedy Round,
nonethel ess, following the Tokyo Round, Japan imposed further burdens on large stores and marketing
activities.

6.280 TheUnited Statesfurther submitsthat in the Uruguay Round, Japan entered into azero binding
on colour photographic film and paper.” During the Uruguay Round negotiations, Japan's trading
partners knew that the Japanese market was difficult to penetrate, but the way in which the distribution
countermeasures, Large Stores Law, and promotion countermeasures worked in concert to systematicaly

"EEC - Qilseeds, pp. 129-130, para. 150 (emphasis added).

7311967 Cabinet Decision, p. 3-4. US Ex. 67-6.

bid., p. 4.

"The United States notes that the Distribution Committee in its Sixth Interim Report explained that Japanese enterprises
wereinferior totheir American counterparts on the basis of capital resources, organizational scale (as measured by the number
of employees, number of stores, salesvolume, and net profit), and sales technique. Sixth Interim Report, p. 29, USEx. 68-8.

"Given that colour film and paper had replaced black and white film and paper as the majority consumer product in
1971 and the predominant consumer product in 1975, US negotiators sought and received even deeper cuts in the tariff rates
for colour film and paper products (4 percent on each) than for black and white film and paper products (7.2 percent and
6.6 percent, respectively).

"The United States sought full market access in Japan and achieved tariff bindings to ensure that such market access
would continue, notwithstanding that Japan had maintained an applied rate of zero since 1990.
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offset tariff concessions on photographic film and paper was not known. This web of liberalization
countermeasures has continued to operateto nullify or impair USbenefits, dueto: (i) foreclosurefrom
the primary wholesal e channel s of distribution asaresult of the distribution countermeasures; (ii) sharp
diminution of alternative channels, i.e., large stores, and secondary wholesalers; and (iii) inability
to price and promote products effectively and competitively as aresult of restrictions under the Premiums
Law and Antimonopoly Law.

6.281 According to the United States, Japan achieved this result through several measures:

6.282 First, the United States submitsthat Japan promoted and implemented standardized transaction
terms between manufacturers and wholesalers, and between primary wholesalers and secondary
wholesalers and retailers. These transaction terms fostered exclusive dealing between Japanese
manufacturers, wholesalers, and retailers of photographic film and paper. Where such exclusive
relationships aready existed, the terms promoted by the Japanese Government further cemented the
relationships. In addition, the standardization of transaction terms among manufacturers and among
wholesalers limited the ability of foreign manufacturers to attract wholesalers with more competitive
transaction terms. Each contract between aforeign manufacturer and Japanese distributor was subject
to automatic scrutiny by the JFTC, and more favourable terms could be considered an unfair trade
practice in violation of the Law.

6.283 Second, Japan is alleged to have used administrative guidance and concessionary financing
to establish or solidify physica infrastructure and computer ties between Japanese manufacturers and
wholesalers. Theseties further cemented the closed vertical relationships in the Japanese distribution
system, to the exclusion of foreign products.

6.284 Third, the United States argues that Japan used administrative guidance and concessionary
financing to limit foreign firms access to a new distribution channel that began to emerge in the late
1960s and early 1970s, i.e., colour photoprocessing laboratories. Through its subsidized loans, Japan
helped ensure that 84 percent of colour laboratories act as captive distributors for Japanese film
manufacturers and a captive market for Japanese photographic paper manufacturers.

6.285 Fourth, according tothe United States, Japan implemented, amended, and aggressively applied
measures to restrict the growth of what Japan's own reports identified as the greatest threat to the
oligopoalistic distribution structure of domestic manufacturers, i.e., large stores. Not only were large
storesachallengeto the oligopolistic distribution structure, they also presented apotentially significant
alternative distribution channel for foreign film to by-pass the exclusive wholesale system. Inthe US
view, Japan's strict application of both formal and informal adjustment procedures under the law have
very effectively suppressed the growth of large stores in Japan for three decades.

6.286 Fifth, the United States contends that Japan substantially curtailed the ability of foreign firms
to ply their capital strength and marketing prowess to attract Japanese distributors and consumers to
their products. Japan not only developed strict [imitson promotions, it authorized the Japanese private
sector to develop and enforceitsown, stricter standards, and it allowed these stricter standardsto govern
the market as a whole.

6.287 According to the United States, the result of these measures is a market structure in which
none of the primary wholesalers carries foreign film or paper, whereas Japanese film manufacturers
sell al of their product through these wholesalers.”® The disadvantages to being excluded from the
principal distribution channel are manifold given that foreign firms have no prospect of matching or

"%Among the two foreign manufacturers, Kodak isable to sell only 15 percent of itsfilm through secondary wholesalers
and 25 percent through colour laboratories; the remainder it must sell direct to retail. Agfa relies on direct to retail sales
for virtualy dl of its film.
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re-creating theinfrastructure, geographic reach, relationshipswith customers, and efficiencies of scope
that the primary wholesaers have.”™’

6.288 The United States emphasizes that the distribution countermeasures, Large Stores Law, and
promotion countermeasures have played an instrumental role in the establishment and maintenance
of the closed, domestic-manufacturer-dominated distribution system for photographic film and paper
inJapan. By meansof aseriesof measures, the Japanese Government has contributed to the formation,
strengthening, and maintenance of exclusive ties between manufacturers and wholesaers, and between
primary wholesalers and secondary wholesalers and retailers. Japan undertook additional measures
that have protected this system from competition from foreign suppliers and from the growth of
aternativechannels, such aslargestoresand laboratories, for thedistribution of imported photographic
film and paper. The United States submits that it explains in detail how each of the measures assists
in accomplishing these results, including:

) shifting the balance of economic power between manufacturers and wholesaers (through
shortened payment terms);

(i) creating an incentive for volume purchasing and " channd exclusivity” (through volume discounts,
rebates);

(@iii)  chilling the ability of foreign firms to offer more competitive terms to wholesaers (through
standardized transaction terms, internationa contract notification, Premiums Law Notification 17
and the comparable underlying provisions of the Antimonopoly Law);

(iv) enhancing domestic manufacturers' integration with, and control over, wholesalers (through
electronic information links, joint distribution facilities);

(V) limiting the availability to foreign firms of alternative distribution channels (through subsidies
to laboratories, Large Stores Law);
(vi) limiting competition to manufacturer domination of the distribution structure by suppressing

large stores (through the Large Stores Law); and
(vii)  dtiflingtheability of foreign manufacturersto utilizetheir strengthsin promoting their products
(through the promotion countermeasures).

6.289 The United States claims that it documents not only how these measures helped create the
verticaly integrated distribution system beginning 30 years ago, but aso how they have been instrumentad
in maintaining it up to the present. In addition, the United States argues that it demonstrates that, as
aresult of the measures applied by Japan, the conditions of competition for the distribution and sale
of photographic film in Japan have been atered to the disadvantage of imported products.

6.290 According to Japan, to show that the" measure” in question is upsetting the competitive position
of imported products, the following three criteria should be demonstrated:

Q) whether or not the measures themselves, not the marketplace conditions, are upsetting
the competitive conditions of the imports;

2 whether or not the complaining party has demonstrated a clear causal connection between
the alleged measures and competitive conditions unfavourable to imports; and

"The United States request the Panel to examine how these measures have operated in the market, and how Japanese
Government and the private sector have interacted to give the measures effect. The United States emphasizes that
government/industry relations and the use of administrative guidance in Japan are unique. According to the United States,
the process of "concerted adjustment” involves extensive back-and-forth interaction between industry and government, including
surveying of market conditions, coordination to build consensus, government validation of the consensus through announcement
of guidance, and constant government monitoring to ensure that the guidance isimplemented. While to an outsider the formal
policy announcement may not appear particularly binding or forceful, within Japan, however, the pervasive government
involvement, monitoring, peer pressure, and potential for additional formal or informal action carries significant force.
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3 whether or not the competitive conditions of the imports are less favoured under the
measure in question as it exists today than they were under the measure as it existed
at the time of the relevant tariff concessions.

6.291 Asfor the first point, Japan emphasizes that the alleged measures do not make any distinction
between products, either explicitly or implicitly, based on their country of origin, or draw any line
a all between products based on any product characteristics. In Japan's view, these features are
important indications that the alleged measures do not upset the competitive conditions of imports.

6.292 Regarding the need to demonstrate acasual connection, Japan notesthat the existing marketplace
conditions or trade flows result from various factors such as market forces and private practices and
are beyond the control of the government. Japan explains that determining the nullification or impairment
of thebenefit by inferencefrom themarketplace conditions or tradeflows, which alegedly demonstrates
actual trade damage, could lead to the consequence that a government would be held responsible for
what it does not control. Therefore, Japan maintains that the legal examination should focus on the
measures themselves, and not on the marketplace conditions or trade flows.

6.293 With regard to the third point, Japan emphasizes that unlike Article 111 of GATT, the tariff
concessions under Article Il of GATT do not establish equal competitive conditions between domestic
and imported products, since atariff is by its nature a barrier to imported products. For the purpose
of a non-violation remedy, therefore, the benefit of the tariff concessions accruing under Article Il
consists of the legitimate expectation that competitive conditions for imported products had improved
compared to the competitive conditions that existed before tariff concessions. In Japan's view, this
analysisis consistent with the finding of the panel on EEC - Oilseeds, which stated that, "[i]n the past
Article XXII1:1(b) cases, the contracting parties have adopted the same approach: their findings of
nullification or impairment were based on a finding that the products for which a tariff concession
had been granted were subjected to an adverse change in competitive conditions".”®

3. DISTRIBUTION "COUNTERMEASURES"

6.294 According to the United States, at the time Japan began liberalizing tariffs and quantitative
restrictionson photographicfilmand paper, aforeign manufacturer attempting to break into the Japanese
distribution system could not invest in a Japanese distributor, could not give prizes, gifts, cash, or
other premiumsto aJapanese distributor beyond atoken amount, and could not offer more competitive
transaction terms to a distributor without reporting them to the JFTC and risking Antimonopoly Law
action. Even simply price cutting could bring automatic scrutiny under the international contract
notification provisions, and raise the risk of a "dumping" or unfair trade practices case under the
Antimonopoly Law. Meanwhile, thetightened payment terms, rebates, and volumedi scounts continued
towork - along with other aspects of the " systemization” policy such asinformation linksand physical
integration of distribution - to establish and solidify exclusive vertical relationships in the Japanese
distribution system for photographic film and paper. These barriers prevented foreign manufacturers
from forming or maintaining relationships with Japanese wholesalers that would accord meaningful
accessto the Japanese market.  The continuation of these barriersfor nearly three decades has allowed
the Japanese manufacturers to maintain domination over the wholesale distribution system, to the near
exclusion of foreign suppliers. The factual aspects of these measures are also described in Section B
of Part Il and, in more detail, in Section A of Part V.

"¥EEC - Oilseeds, BISD 37986, 129-130, para. 150.
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(a) Evolution of systemization, rationalization and standardization of distribution policies

6.295 1967 Cabinet Decision: The United States submits that in June 1967, the Japanese Cabinet
approved the use of distribution countermeasures™ to limit foreign enterprises from penetrating the
Japanese market through Japanese distributors.”® To implement this part of the Cabinet’s decision,
MITI, theJFTC, the Small and Medium Enterprise Agency (SMEA), and the Japan Devel opment Bank
(JDB) developed a series of countermeasuresthat: (1) limited the ability of foreign enterprises to use
economic incentives to induce Japanese distributors to carry their products; (2) promoted " systemization”
of wholesders into manufacturer-controlled distribution channels, including through the use of
standardized transaction terms which excluded foreign enterprises from the main channels of distribution;
and (3) financed the development of these exclusive distribution channels. The US claims that these
distribution countermeasures upset the conditions of competition between imported and domestic products
following the conclusion of the Kennedy Round.

6.296 1967 JFTC Notification17: InMay 1967, the JFT C issued Notification 17 which set a100,000
yen maximum limit on the premium that a manufacturer could give to a wholesaler or retailer (or a
primary wholesaler to a secondary wholesaler or retailer) in one year for all products traded between
the two.” The United States claims that even though the 100,000 yen restriction applied to both
domestic and foreign enterprises, it upset the competitive relationship between the two. Foreign
enterprises entering the Japanese market or trying to expand their market share were not able to invest
in their own distribution networks, and had to compete with Japanese manufacturers for existing
wholesalers and distributors to carry their products. Notification 17 limited the ability of foreign
enterprises to "outbid" Japanese enterprises in the competition for Japanese distributors by setting an
arbitrarily low ceiling on the amount of premiums that a manufacturer could give to a wholesaler or
retailer in any one year. JFTC Notification 17 was applicable only to offers of goods. Low price
offers, rebates and offers of goods to assist the other parties promotional activities were outside the
scope of the regulation.

6.297 1968 Sxth InterimReport: The United States notes that in August 1968, theMITI Distribution
Committee's Sixth Interim Report recommended the "rationalization of transaction terms” as another
means of preventing foreign enterprises from penetrating the Japanese market through the distribution
system.™? Specificaly, it recommended (i) standardizing transaction terms, (ii) rationalizing physical
distribution techniques, " and (iii) making improvementsin the distribution environment.** The goal
was to improve the efficiency and, more importantly, to give control of the distribution channelsin
Japan to domestic manufacturers.”® In 1969, MITI's Transaction Terms Standardization Committee
was formed to develop sector-specific transaction terms for eleven products, including film.

6.298 1969 Seventh Interim Report: The United States submits that MITI Distribution Committee's
Seventh Interim Report noted that "the concerted efforts of government and the private sector must
be directed at systemization from the point of view of a capital liberalization countermeasure.” " |t
recommended (i) establishinga" Distribution SystemizationPromotion Council" comprised of scholars,
manufacturers, wholesalers, retailers, and computer specialists, to establish consensus on the basic
direction for systematizing distribution activities; (ii) researching and promoting distribution

"®Japan strongly disagrees with the US phrase "distribution countermeasures.”  See trandation issue 1.

701967 Cabinet Decision, p. 6. US Ex. 67-6.

™JFTC Notification 17, 20 May 1967, p. 1, US Ex. 67-4.

"2ndustrial Structure Deliberation Council - Distribution Modernization Outlook and Issues, 27 July 1968 (Sixth Interim
Report), p. 39, US Ex. 68-8.

3gixth Interim Report, p. 33, US Ex. 68-8.

™bid. p. 33.

“5bid., p. 36.

"8Djstribution Systemization - Industrial Structure Council Distribution Committee, 22 July 1969 (Seventh Interim Report
1969), p. 46, US Ex. 69-4.
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systemization; and (iii) providing financial incentivesthrough loansor specia tax treatment to support
systemization.

6.299 1970 Guidelines on Transaction Terms: In 1970, MITI issued "Guidelines for Standardizing
Terms of Trade for Photographic Film," establishing industry standards for, e.g., sales contracts;
discounts; rebates; frequency of, and minimum order per, delivery; return of goods; terms of payment,
and dispatched employees.”® The United States alleges that the application of the 1970 Guidelines
upset the competitive relationship between imported and domestic photographic materials in severa
ways as discussed in detail below. ™

6.300 1971 International Contract Notification: The United States argues that the 1971 "Rules on
Filing Notification of International Agreementson Contracts' ”*° require each contract between aforeign
manufacturer and a Japanese wholesaler to be reported to the JFTC. This notification requirement
enables the JFTC to see if the foreign manufacturer is offering more competitive transaction terms
departing from the industry standard, and if so, to consider action under the Antimonopoly Law.

6.301 1971 Basic Plan for Distribution Systemization: The United States submits that MITI's
Distribution Systemization Promotion Council ™" issued a" Basic Plan for Distribution Systemization"
inJuly 1971. That plan announced that modernization of the Japanese distribution sector was urgent
from the standpoint of capital liberalization countermeasures, *? explained that the entire distribution
process should be regarded as a single system, and instructed individual industries to use rationa
transaction conditions to prevent disruption by foreign capitalized firms.”?

6.302 1975 Manual for Systemization of Camera and Film Distribution: The United States points
out that MITI's Distribution Systemization Development Centre, established in 1972, pursuant to the
1971 Basic Plan, issued the" Manual for the Systemization of Cameraand Film Distribution” in1975.7*
It stressed the need to protect agai nst forei gn manufacturersgaining market sharesfor imported products
by consolidating producer-distributor linkages that would improve Japanese manufacturers’ capacity
to resist the foreign capital-affiliated corporations.”® Specifically, the Manua (i) advised businesses
tomaintain " appropriate prices’ and proper discount and rebate margins, to rationalize payment terms,
and to improve order and delivery systems; (ii) recommended that the cameraand film industries improve
their information systemsto facilitate communi cation among firms and to improve access to important
businessinformation; and(iii) calledfor establishinganindustry associationand agovernment-affiliated
committee which recommended systemization projects for government funding.

6.303 According to the United States, during the Uruguay Round negotiations, Japan's trading partners
producing photographic materials knew that the Japanese market was difficult to penetrate, but the
way in which the distribution countermeasures, Large Stores Law, and promotion countermeasures

"Mpid., p. 54, US Ex. 69-4. The Didtribution Committee Ninth Interim Report described the Seventh Interim Report
as"apowerful political blueprint for reforming the distribution sector”. Industrial Structure Deliberation Council - Distribution
for the 1970s (Ninth Interim Report), 22 July 1971, US Ex. 71-9.

™8For a more detailed description of the 1970 Guidelines, see Part 11.B.2.(c), Part V.A.5.(b), and US Ex. 70-4.

™See, inter alia, sub-sections (b-d) of this Part VI.D.3.

™JFTC, Rule Regarding International Agreement on International Contract Notification, Rule No. 1, 12 April 1971,
US Ex. 71-6.

™The Council was established as aresult of the recommendations of the Seventh Interim Report in September 1970.

"2The Basic Plan, p. 2, US Ex. 71-10.

"¥bid, p. 10.

MITI, Manual for Systemization of Camera and Film Didtribution, March 1975, p. 2-15, 43 ("1975 Manua"), US
Ex. 75-5.

™The Manual described the changes inthe industry since the early 1960's which paralleled the changes that the Japanese
Government had promoted through various policy documents between 1967 and 1975, e.g., distributors began to pay their
balances monthly and, in most instances, no longer carried competing products.
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worked in concert to systematically offset tariff concessions was not known. IntheUSview, thisweb
of liberalization countermeasures has continued to operate to nullify or impair US benefits accruing
not only from the Uruguay Round, but the Tokyo and Kennedy rounds as well.

(b) Objectives underlying the introduction of transaction terms

6.304 According to the United States, Japan held off foreign investment in the distribution sector
in order to ensure that foreign manufacturers could not establish their own distribution networks in
Japan until Japanese manufacturers had restructured their own distribution networks and made them
more efficient. For the US, Japan specifically sought to neutralize a competitive advantage of imports
and to prevent foreign distributors from acquiring Japanese distributors, and move upstream into
manufacturing and downstreamintoretailing.”® IntheUSview, Japan’ srestructuring of thedistribution
sector was more than just an attempt to make the system more efficient for the benefit of domestic
manufacturers. Japan worked to put distributors out of the reach of foreign manufacturers through
a"systemization" policy that fostered vertical distribution "keiretsu”. Japan sought to ensure that the
distributors stayed out of reach of foreign manufacturers through its policies regarding the standardization
of transaction terms, and measures to limit the availability of aternative distribution channels such
as the laboratories and large stores.

6.305 Japan arguesthat MITI has consistently sought to encourage the moder nization of the Japanese
distribution system over the past three decades for avariety of legitimate policy reasons which were
mostly unrelated to capita liberalization or import competition. To the extent that MITI' sdistribution
policieswerepartially aresponseto capita liberalization, they were motivated by adesireto modernize
and bolster the competitiveness of arelatively backward sector in the economy, not to hinder imports
access to this backward sector. Promoting the competitiveness of domestic industries is a common
practice of countries around the world. Japan emphasizes that it sought to promote efficiency and
competitiveness of domestic industries, not to block imports. In Japan's view, distribution modernization,
which initialy served to promote efficiency and to cope with inflationary pressures would also help
the Japanese distribution sector compete with foreign capital. The purpose was to secure effective
competitioninthe domesti c market through improving theefficiency of thedomestic distribution sector.

6.306 In response to Japan’s argument that it intended only to promote efficiency and not protect
domestic manufacturers, the United States argues that if promoting efficiency were thetrue goa, then
Japan should have welcomed foreign investment in distribution rather than postpone it to the last of
the sectors liberalized. According to the United States, the foreign distributors were four to seven
times more efficient than domestic distributors. Those efficient foreign distributors could have
contributed substantialy to the upgrading of Japan’s still highly inefficient distribution system.
Nonetheless, Japan chose to postpone 100 percent foreign investment in new distribution enterprises
until 1976, and in existing distribution enterprises until 1979, and maintained a prior approva
requirement for such investment until 1985 and a prior notification requirement until the 1990s. The
Seventh Interim Report explicitly acknowledged that foreign interests woul d accel erate moder nization,
but concluded that " develop[ing] a system sufficiently capable of resisting the rationa systems introduced
by foreign capita" should be" emphasized" inMITI policy.”” TheUnited Statesa so notesthat Japanese
academic analysissupport the US conclusion that themain objectivein pursuing the systemization policy
was not efficiency but to exclude foreign products though the reinforcement of distribution keiretsu. ™

6.307 Japan responds that multilateral liberalization of trade or investment generally occurs over
time, with transitions to avoid excessive shock to the domestic economy. Given that Japan pursued

Gixth Interim Report, US Ex. 68-8, p. 22.

®Seventh Interim Report, US Ex. 69-4.

™83asaki Yasuyuki, Distribution Policies in Japan and the West, 16 June 1995, USEX. 95-12; Takeshi Shirahige, Current
Distribution Issues in Modern Japan, Tokyo, 26 February 1974, p. 108, US Ex. 74-1.
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modernization in a way that its distribution sector could compete on a level playing field once full
liberalization took place, its distribution modernization policy cannot be considered evidence of
protectionist intent.” Japan emphasizes that MITI saw the backwardness of the distribution sector
as an "Achilles hed" that would render domestic manufacturers unable to compete with foreign
products.”® Specificaly, the concern was that domestic manufacturers would be limited to existing
distribution channels while foreign producers, freed from capital restrictions, would be able to choose
between using exi sting Japanese distribution channel sor constructing their own modern (and exclusive)
distribution channels.

6.308 Intheview of theUnited States, the Japanese Government and private sector clearly understood
the potential for standardized transaction terms, in combination with scrutiny under the Antimonopoly
Law, to restrict foreign firms. For the United States, Japanese Government documents, as well as
academic studies of the systemization policy, leave no doubt of Japan’s intent to create and support
verticaly-tied, domestic-manufacturer-dominated distribution channds.” Thisis made clear by repeated
statements in the key surveys, studies, and guidance from the time that Japan pursued its transaction
terms policiesin order to insulate the photographic materias distribution system from foreign competition
by promoting vertical keiretsu:

a According totheUnited States, in 1967, theForeign Investment Council issued areport
stating that foreign firms "will often become the object of the regulation of the Antimonopoly Law"
because their strong capital position would allow them to compete aggressively in Japan. The report
called for developing clear "standards" of fair and unfair business practices, to help regulate foreign

capital. ™62

b. In 1968, the Distribution Committee's Sixth Interim Report recognized that foreign
investment could promote efficiency in several different ways.’®® Thereport concluded, however, that
there were very serious disadvantages to liberalizing investment in the distribution sector, including
that "[t]hereis arisk that the manufacturing sector will be dominated by controlling the sales routes,
bringing about the international subcontracting of Japanese industry".*

C. In 1969, a leading Japanese competition policy scholar and member of the Foreign
Investment Council published an article along the same lines.”®

d. In 1969, the Seventh Interim Report stated that under systemization, " more systems
will probably beformed inwhich keiretsu routesare covered under the gui dance of the manufacturer" 66
and "... comprehensively and systematically integrate the various aspects of production, processing,
and [distribution] services".”’

™ Japan’s capital restrictions were imposed through legitimate reservations under the OECD Capital Code, and the
liberalization schedule was fully consistent with Japanese obligations under the Code.

"0Jgpan notes that existing distribution channels were not perceived as "crown jewels' but as an "achilles hed."

®1E.g., August 1969 discussion by the JFTC of distribution "keiretsu-ka'. This document uses the term " systemization"
interchangeably with the word or concept "keiretsunization”. US Ex. 69-8, p. 3.

®2S Ex. 67-5B.

US Ex. 68-8, p. 7.

®US Ex. 68-8, p. 8.

"When foreign capital affiliates unfairly give preferences to companies with [which they have] special relationships
or to their own primary wholesalers ... interms of price or [transaction] terms, they will thereby become subject to regulation”
under the Antimonopoly Law. lyori Hiroshi, Basic Approach Capital Liberalization and Antimonopoly Law: Basic Approach,
Types of Regulation, Sample Cases, Zakai Keiza Koho, No. 1332-1333, 24 November 1969, p.6-7, US Ex. 69-7.

%US Ex. 69-4, p. 7.

®'US Ex. 68-8, p. 4.
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e MITI’s 1970 Guiddines stated that standardized transaction terms will help resist inroads
by foreign capital: "... in order to prevent disruption of the established order of trade by foreign

businesses with powerful capitad strength, the standards for rationd transaction terms must be clarified".”®

f. The 1971 Basic Plan for the Systemization of Distribution made the same point. ™
It makes clear that vertical links are the goal: "[t]he critical point hereisto regard the entire process
of distribution from production to consumption as a single system”.”” and "there is a need to view
individual industry sectorsas ‘ closed systems,’ and to achieve asystematic coordination of production,
distribution and consumption within such aframework".”* The Basic Plan emphasized the standardization
of transaction terms and the establishment of inter-company electronic information links as important
elementsfor accomplishing systemization. It alsostatedthat MITI’ s Transaction Terms Standardization
Committee had drafted standardized transaction termsfor individual sectorssuchasfilm, andthat MIT]
"will seek to obtain the cooperation of relevant industry groups to draft standard agreements that
incorporate the substance of these guidelines*.”"

g. In 1971, a photo industry journa explained to its readers that "The Ministry of
International Trade and Industry's guidelines for normalizing transaction conditions is what may be
caledan‘immunization’ ... . For instance, standard rebateswereadopted so that the use of non-standard
rebates by foreign capital may be checked by the application of the Antimonopoly Law".’”

h. The 1975 Manual emphasized that the magjor issues facing the Japanese film industry
include "the liberalization of capital and trade" and "the US landing in Japan". It stated an "urgent
need to improve the structure of manufacturers to a capacity that will resist foreign capital affiliated
firms' and recommended severd actionstoward " systemization,” including " standardization of transaction
terms*.”"

i. A 1976 industry journal article notes that 100 percent capital liberalization was "the
most feared development by [Japanese] photosensitive materials makers," and that in preparation for
this event, Japanese manufacturers had "requested the government to implement measures centering
around legidating antimonopoly measures that could effectively restrict mammoth multi-national
corporations from dominating the Japanese industry".

6.309 Japan emphasizes that MITI’s policies about volume discounts and rebates were not driven
by protectionist intent. MITI’'s objective was increased distribution efficiency. Since large volume
transactions lowered distribution costs, the use of volume discounts, if used in atransparent way, may
promote the benefits of lower costs. MITI never encouraged progressive rebates, and urged that al
rebates be kept to aminimum. For example, Japan contends that the 1967 Cabinet Decision, did not
reveal concern to block foreign manufacturers. While the 1969 Survey acknowledges Kodak’s role
as a competitive factor in thisindustry, but in no way urges keeping distribution channels "out of the
hands of foreign manufacturers'. Rather, the 1969 Survey mentions the problems that will arise if
new players entering the market introduce irrational transaction terms.

6.310 Japan concludes that another objective of trade term rationalization was to help ensure fair
competition in the market. By setting a basic framework to prevent companies from abusing their

81970 Guidelines on the Standardization of Transaction Terms for the Photo Film Industry, US Ex. 70-4.

" |n connection with capital liberaization in the distribution sector, rational transaction terms should be clarified in
order to prevent disruption of the [established] order of trade by foreign capital-affiliated firms. US Ex. 71-10, p. 10.

O bid.

hid., p. 6.

| bid.

US Ex. 71-11.

71975 Manual for the Systemization of Distribution by Industry (Camera - Film), US Ex. 75-5, p. 121-22.
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dominant position, but leaving the specific terms to be negotiated case-by-case, MITI sought to secure
aleve playing field on which foreign and domestic companies would competefairly by the samerules.

(© Competitive position of imported products

6.311 In the view of the United States, through this variety of reports and specialized expert
institutions, MITI directed industry to establish vertica distribution channels controlled by Japanese
manufacturers and instructed industry on how to accomplish this goal. The Japanese Government’s
guidance was critical in binding together domestic film and paper manufacturers with wholesalers,
andwholesalerswithretailers, inlargeexclusive business structures under each Japanese manufacturer.
Japan promoted, enlarged and strengthened these exclusive channels, i.e., carried out the process of
systemization, to impede foreign firms from competing in the Japanese market and to protect Japanese
manufacturers from foreign competition. The production-distribution structures that it promoted through
extensive use of government measures, including administrative guidance and government resources,
blocked or substantially impeded access by foreign productsto key channelsof distribution. TheUnited
States claims that by facilitating the sale of domestic products while simultaneously establishing
roadblocks to the sale of imported products through the systemization of distribution, Japan severely
disrupted the conditions of competition in the Japanese market that otherwise would have prevailed
and that would have enabled imports from the United States (and other countries) to take advantage
of the tariff concessions granted by Japan in the Kennedy Round.

) 1970 Guideines and transaction terms

6.312 The United States claims that the standardization of transaction terms chilled the ability of foreign
manufacturers to offer competitive terms to Japanese wholesalers:

6.313 First, the United States argues that the 1970 Guidelines, by setting uniform transaction terms,
limited theability of foreign enterprisesto outbid their Japanese competitors. Foreign enterprisescould
not circumvent the Guiddines because the Japanese government was monitoring the industry’ s compliance
with the Guiddlines. MITI declared its expectation that industry would voluntarily comply with the
Guidelines and instructed the Photographic Materials Industry Association to make a progress report
to MITI within 5 months.”” In addition, the transaction terms between manufacturers and wholesalers
wereto beclearly stated in their sales contracts’”® which meant that the JFTC could monitor compliance
with the Guidelines when it reviewed contracts involving foreign enterprises pursuant to its "Rules
on Filing Notification of International Agreements on Contracts'.””” Once transaction terms are
standardized, the JFTC more easily can find that transaction terms departing from the standard are
unfair trade practices under the Antimonopoly Law.

6.314 Second, the United States submits that the Guidelines established shortened payment terms
that enhanced the financia strength of Japanese manufacturers at the expense of wholesalers, and
positioned domestic manufacturers to better withstand foreign penetration. Prior to their adoption of
standardized transaction terms, competition forced Japanese manufacturers to allow wholesalers and
retailers to carry large outstanding balances and to pay over extended periods of time. The new
standardized transaction terms shifted the financial burden from the manufacturersto wholesalers and
gave domestic manufacturers greater control of the wholesalers.

"SEyji Trandation, Rewriting History, Willkie Farr & Gallagher for Fuji Photo Film Co., Ltd., 31 July 1995, USEx. 70-3.

®In presenting the standardized terms to the photographic materials industry, MITI explained that, "to prevent foreign
corporations with huge investment capacity from disrupting the trade order, reasonable trade terms must be clearly stated”.
MITI Guidelines, reprinted in Rewriting History, Tab 11, p. 9, US Ex. 70-3.

MJIFTC, Rule Regarding International Agreement on International Contract Notification, Rule No. 1, 12 April 1971,
US Ex. 71-6.
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6.315 Third, the United States claims that the Guiddines established standardized terms that were
by their very nature more beneficia to Japanese manufacturers than foreign manufacturers. MITI
intended Japanese manufacturers to use volume rebates to develop exclusive supply contracts with
Japanese wholesalers, whereas foreign manufacturers, with their restricted market share, could not
have done this. Volume rebates promote exclusivity by encouraging distributors to purchase from
a single source to achieve and maximize the rebate. With volume rebates, distributors only want to
enter into exclusive supply rel ationshi pswith manufacturersthat have asufficient share of themarket.

6.316 Japan respondsthat the starting point for analysisshould bethewording of the1970 Guidelines
themselves. Specifically, the Guidelines did not either mandate uniform transaction terms or provide
specific transaction terms to be followed by manufacturers, wholesders, secondary deders, and retalers.
The Guidelinesonly made general suggestionsrelated to payment terms, volume discounts, and rebates
including that:

) interest should becharged for an unusually long payment period (neither thereasonable
payment period, theamount of interest to becharged, nor other termswerespecified);

(i) volume discounts should have clear transparent terms (whether and under what
circumstances such discounts should be granted and the amount of the discounts were
not specified); and

(iii) rebates should be minimized (with no details at al about the specific terms of rebates).

6.317 Japan notes that the Guidelines did not even use the word "standardize" in connection with
the suggested transaction terms, and did not encourage standardization or uniformity. They urged
the adoption of economically rational transaction terms, and then left it to individual manufacturers,
wholesalersandretailersto establishtheir ownspecificterms. Infact, thetransactiontermsof individual
manufacturers may and do vary, e.g., Fuji had and continues to have different transaction terms with
each of its four independent primary wholesalers. Japan concludes that there is no evidence that the
payment terms, volume discounts, and rebates of the various companiesin the industry have ever been
standardized or uniform.

6.318 Japan states that MITI believed that rationalizing transaction terms would help to ensure fair
competition in the market. If opaque, secret, and customer-specific transaction terms were common
in the Japanese distribution sector, it would be more difficult to identify unfair trade practices (e.g.,
dumping, excessively progressive rebates) committed by foreign companies abusing their dominant
position. Therewas no suggestion, however, that foreign enterpriseswould be held to adifferent legal
standard than domestic enterprises. MITI was merely interested in securing a level playing field in
which foreign and domestic enterprises would compete fairly by the same rules.

6.319 Japan submits that there was neither ongoing monitoring nor ongoing enforcement of compliance
with the Guidelines. If the Guidelines were the centrepiece for protecting the Japanese photographic
film market, the question arises how the relatively passive government efforts served to impose or
even encourage their adoption.” Thus, the aleged adverse effects should be evaduated in light of
both the specific recommendations of the Guidelines and the absence of efforts by the Japanese
Government to impose, encourage, or even monitor compliance.

®In 1969, when the Guidelines were issued, domestic producers had 93 percent of the Japanese film market and 87
percent of the paper market - leaving imports with only 7 percent and 13 percent shares, respectively.

™TheUSallegesthat "thereisnological difference’ between favouring shortened payment terms and advocating charging
interest for long payment terms.  The Guidelines, however, recommended the interest should be charged only on the promissory
notes with "unusually long sight" which is exceptional and "only few in number". It did not favour shorter payment terms.

"0Japan recalls that only one of three industry associations even bothered to respond to arequest for areport of actions
taken, and no efforts were directed to specific companies.
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6.320 Japan asserts that the United States has not shown that anything in the distribution policies
explicitly discriminates against imports. Those policies pursued distribution modernization in a
completely neutral manner. In Japan's view, the United States does not identify a single example of
agovernment policy that facialy treats imports or other certain products differently.” Whereas the
United States complains about the underlying effect of the policies to find some adverse impact on
imports, Japan contends that

) there is nothing inherent about imported products that makes them any more or less
able to compete equally in a market characterized by rationalized terms of trade and
single-brand distribution;

(i) thereisno factual basisto find any causal connection between the distribution policies
and single-brand distribution; and

(iii)  there have been either no changes at all, or no changes less favourable for imports,
to those policies since the time of relevant tariff concessions.

(i) 1970 Guiddines and progressive rebates

6.321 With respect to rebates, Japan states that the 1970 Guidelines recommend clearly that they
should be kept to a minimum. MITI stated that rebates were often discretionary and without clear
criteria, and therefore customers could not be sure whether or not they would receive them. MITI
opposed thistendency of rebatesto interferewith the business planning of rebate recipients, and sought
to discourage this practice.

6.322 Inresponseto Japan's argument that it did not promote the use of rebates between manufacturers,
wholesalers and retailers, the United States contends that MITI repeatedly endorsed the need for
progressiverebatesinthe photographic materia s sector. Whereasthe1970 Guidelinesstatethat rebates
"should be kept to aminimum®, they do not condemn rebates, particularly because they note the wide
use of rebates and conclude that such use "will be alowed".” The United States also stresses that
at the numeroustimes, MITI published or republished surveys or other documents clearly emphasizing
that MITI favoured progressive rebates.

6.323 Japan notes that the US argument seems to be that since MITI did not completely prohibit
all rebates, it was somehow encouraging rebates, arather strange interpretation of the suggestions to
"minimize" rebates.

6.324 TheUnited States notesthat MITI’s Business Bureau completed draft guidelines based on the
1969 survey in September 1969 and published them in a photo industry journal.”®® The draft MITI
guidelines stated, "[w]ith regard to rebates, progressive rebates should be aggressively promoted in
order to facilitate large volumetransactions'. ®* Subsequently inits cover note to the 1970 guidelines,
MITI directed the industry associations to formulate and implement more specific transaction terms,

"lEor Japan, the only possible exception is the international contract notification requirement. Japan notes that it has
raised procedural objections with respect to this measure.

782" Rebates are generally awarded at the discretion of the sellers. Therefore, rebates are widely used as a means of
controlling the distribution process. However, their excessive use may constitute an unfair trade practice under the
Antimonopoly Law. Even when it does not constitute aviolation of law, the distribution process can in effect be controlled.
Also, it may make it difficult for recipients [of the rebates] to formulate a clear management plan, and the fina price may
not fully reflect the merits derived from rebates. In addition, the rebate system has become very complicated in recent years,
and the administrative burden of rebates hasincreased. Inprinciple, discounts should be used asameans to reward consumers
for the benefits of large quantity transactions. The use of rebates will be allowed as a supplementary means to achieve other
price policies. However, the use of rebates should be kept to a minimum". 1970 Guidelines, Japan Ex. B-24.

MITI, Standardization of Transaction Terms. Draft Submitted for Photographic Film, Camera Times, 9 September
1969, p. 2, First Pane Meeting, Supplemental Panel Questions and US Answers, Attachment 2.

" bid.



WT/DS44/R
Page 247

andto report back to MITI by November 1970. The photospeciality wholesal ers association responded
by publishing a" Transaction Outline" which stated, "with regard to quantity-related [volume] rebates,
these will be adopted".” 1n 1971, MITI republished the 1969 survey which noted that the " problem"
wasthat " progressive rebates with clear standards that function as volume discounts are not being used
very often".” The United States further noted that the guidance was being issued based on the
recognition that, at the time, rebates were in widespread use in the photosensitive materials sector.
Inthe USview, if MITI had meant for those practicesto be eliminated, it would have said so directly. ®

6.325 TheUnited Statesarguesthat Japan promoted the use of rebatesas part of aseriesof government
actions to standardize transaction terms and that MITI’s efforts in this regard should be examined in
terms of the way the Japanese industry understood MITI’s recommendation. The United States argues
that in addition to guidance that specificaly called for progressive rebates, the Japanese film industry
interpreted MITI’s policy on volume discounts as equating rebates with volume discounts because it
saw very littledifferences betweenthetwo. TheUnited Statescitesthewholesalers’ Transaction Outline
which explained that rebates were the same as discounts, and notesthat the outline stated that " quantity-
related [volume] rebates will be adopted”.” The United States further argues that when the Chamber
of Commerce issued its standard contract which it prepared pursuant to aMITI commission, although
the Chamber did not include a provision on rebates, it included a specific provision on discounts with
the explanation that: "V olume discounts are not uncommon with photographic film. However, since
the discounts are paid at set intervals, these discounts seem almost the same asrebates’.”®° The United
States recalls that the wholesalers' outline and the Chamber’ s standard contracts were prepared under
the close scrutiny of MITI. The United States argues that, accordingly, there can be no question that
MITI considered both documents consistent with its policy under the 1970 Guiddlines, and that MITI
promoted both rebatesand volumediscounts, to promoteincentivesfor large-volumetransactions, which
foster "channel exclusivity".

6.326 Japan contends that it did not encourage progressive rebates:

() The March 1969 Survey was prepared by an outside research group and only notes
the importance of clear criteriafor discounts and rebates as part of trade term rationalization.

(i) In 1969, while areference to progressive rebates in a draft of the guidelines stressed
their ability to function economically like volume discounts, this reference was deleted from
the final version of the September 1969 Guidelines.

8 Jgpan Ex. B-31

"MITI Business Bureau, Actual Condition of Transaction Terms in the Wholesale Industry, 31 August 1971, p. 62,
US Ex. 20 and First Panel Meeting, Supplemental Panel Questions and US Answers, Attachment 4. (The United States
notes that this document is an edited and republished version of the 1969 Survey.) The United States argues that Japan failed
to quote the entire sentence from the republished version of the 1969 survey, thereby inverting the meaning of the document.
The full trandation states: " The problem isthat categories of rebates that accord significant discretion to sellers such as fixed
rebates and goal achievement rebates arethe main rebates, and progressive rebates with clear standards that function asvolume
discounts are not being used very often".

"®The United States notes that at the same time MITI issued these guidelines for the photographic film sector, it also
issued transaction terms guidelines for 12 other sectors. Rebates were widely used in all of those 12 other sectors. In 9
out of the 12 sectors, the guidelines use the exact same formulation regarding rebates as in the film guidelines, indicating
that the formulation clearly was generic. In three of the 12 sectors, MITI called for modifications in the rebate programs,
indicating that when MITI wanted changes in rebates, it knew how to say so directly. Japan Ex. B-1.

"For a discussion of statements specifically calling for progressive rebates, see para. 6.322 and footnote 782, Japan
Ex. B-3L

"Japan Chamber of Commerce, Recommendation on Standardized Contracts for Transactions, commissioned by the
Ministry of International Trade and Industry, January 1975, p. 22, US Ex. 32.

™ Jgpan notes that the "draft" guidelines were never published by MITI.
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(iii)  The March 1970 JFTC Report made no recommendation about any rebates, and thus
said nothing about progressive rebates.

(iv) The June 1970 Final Guiddinesregard discounts asamorerationa approach for large
volume transactions, and then state that "the use of rebates should be kept to a minimum".
Thus there is no mention at al of progressive rebates.

(V) The November 1970 Policy Outline by an industry association noted that " quantity-related
rebates’ could be adopted. Japan emphasizes that the Policy Outline did not represent
government thinking, ignored the 1970 Guidelines suggestion to keep rebates to a minimum,
and did not even bind association members.

(vi) The August 1971 Survey specificaly identified rebates and discounts without clear
standards as an irrationa practice, and noted that " progressive rebates with clear standards
that function as volume discounts are not being used very often".” The survey explained
a position of an outside research group that (a) rebates should have some rational economic
basis; (b) rebates should be based on clear criteria; (C) progressive rebates are more economicaly
rational than fixed rate rebates, since they could function to achieve large volume transactions
like volume discounts, but, if used, such rebates should have clear criteria.

(vii)  Furthermore, the March 1975 Manual did not even mention progressive rebates.

6.327 Japan points out that of these seven documents, three do not mention progressive rebates at
all, and three documents mention progressive rebates, but none of them encourage progressive rebates
and none represents a government statement. Finally, the one document that actually encouraged
progressive rebates was a draft document reported in an industry journal that, when finaized, deleted
any reference to progressive rebates, and instead specificaly discouraged the use of rebates.

(iii) 1970 Guiddines and single-brand distribution

6.328 Japan emphasizesthat MITI policiesdid not force Japanese whol esal ersto becomesingle-brand
distributors for domestic manufacturers because the nature of the policies at issue was different: First,
the 1970 Guidelines did not encourage rebates; they discouraged rebates and urged that there be some
efficiency basis to rebates or volume discounts. Second, the 1970 Guidelines aso did not encourage
shorter payment terms; they only indicated that after areasonable period customers should pay interest
for continued credit term.”? Japan emphasi zesthat these payment terms are common in many industries
throughout theworld. Moreover, payment termsarenot thereason that thedistributorschoseto become
single-brand or remain single-brand, but are only one element of the cost to the buyer. In the view
of Japan, the US assumes, that the manufacturer did not adjust the invoiced price to reflect shortened
payment terms, or that the additional costs to the wholesalers were not passed on to their customers. ™

6.329 The United States alleges that Japan promoted shortened payment terms, volume discounts,
and progressive rebates, among other transaction terms. Shortening payment termsin effect tightened
credit between manufacturers and wholesalers, and between primary wholesalers and secondary
wholesalers and retailers. This tightening of credit weakened the wholesalers and made them more

™ Torihiki Jouken No Jittai, The Ingtitute of Distribution Research's 1969 survey of trade conditions in the film and
other industries, Japan Ex. B-1, pp. 6-7, para. 309.

"2Furthermore, Japan argues that this recommendation was aimed at dealings between wholesalers and retailers, not
manufacturers and wholesalers.

™3I Japan's view, since the United States alleges that the next step in the progression was pushing the shortened payment
terms downstream, the United States itself appears to assume that the additional costs of the shorter payment terms were
in fact ultimately absorbed not by the primary wholesalers but by their customers.
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susceptible to control by Japanese manufacturers in two respects. It increased the wholesalers’ need
for financial support from the manufacturers and their "keiretsu" banks, and it made it more important
for thewhol esd ersto earn volume discounts and progressive rebates from the domesti c manufacturers,
which meant focusing their sales efforts on the products of the dominant suppliers, Fuji and Konica. ™
With either a volume discount or rebate, the purchaser has an incentive to concentrate its purchases
on the suppliers from which it can expect to receive the greatest rebate or discount from volume
purchases, usually thedominant supplier. Thesetypesof transaction terms havethe potential to enhance
manufacturer dominanceover distribution. ”*® Theparticular transacti ontermspromoted by Japan hel ped
cement exclusivevertical relationshipsin thedistribution system, and the standar dization of thoseterms
across manufacturers and across wholesalerslimited the ability of foreign manufacturersto offer more
favourable terms to Japanese manufacturers.

6.330 Asto the USargument that the wholesalers were weakened by the shorter payment terms and
became more dependent on the manufacturers and, in particular, on volume discounts and rebates,
Japan responds that the 1970 Guidelines did not encourage the use of volume discounts without
reservation, andit never encouraged rebates. Infact, the Guidelinesencouraged transparency if volume
discounts were given, and discouraged the use of rebates. The more transparent the volume discount,
the easier it would be for a competitor to provide the buyer an offsetting incentive (e.g., lower price)
to purchaseits product rather than the product of the manufacturer offering the volumediscount. Thus,
if anything, the encouragement of transparency improved the position of competitors with a customer.

6.331 Japan notes that as to payment terms, the Guidelines' recommendations were also compl etely
unexceptional. The Guiddines did not call for shorter payment terms. They merely stated that after
acertainperiod, suppliersshould chargetheir customersinterest for latepayment. Latepayment charges
are not novel or unusual; rather, they are acompletely normal term of credit arrangements. Itissimply
not credible to contend that the institution of late payment charges is a draconian assertion of control
by suppliers over their customers.

6.332 Inthealternative, even assuming that the 1970 Guidelinesfacilitated the devel opment of single-
brand rel ationshi ps between domestic film manufacturersand their primary whol esal ersby encouraging
volume discounts and rebates and tighter payment terms, Japan argues that such encouragement was
not inherently unfavourabletoimported filmor paper. Thereisnothingintrinsictothenatureof imports
that renders them incapable of competing in the context of such distribution practices.”® Even if the
guidelines even went so far as to encourage single-brand distribution, " there is nothing intrinsic to
the nature of imports that renders them incapable of competing in such a market structure.

™The US submits that volume discounts and rebates favour the dominant supplier. By striving to hit the targets for
discounts or rebates from its dominant suppliers, the wholesaler or retailer islikely to receive amuch larger vaue in rebates
or discounts than if it hits the targets from its minor suppliers. At the time MITI began promoting standardized transaction
terms, Fuji and Konica were (as they are today) the dominant suppliers in Japan. Therefore, volume discounts and rebates
favoured them over the foreign manufacturers who had been kept from the market by trade and investment restrictions.
By the time Japan began to liberalize those restrictions, the transaction terms and other measures pressed by the Government
of Japan had cemented the exclusive relationships between Japanese manufacturers and wholesalers, and toasignificant extent
the retailers as well.

™E.g., MITI’'s 1970 Guidelines, US Ex. 70-4, p. 6.

™6Japan explains that the panel in US- Automobiles found that a luxury tax on cars priced higher than $30,000 was not
inherently less favourable for imports, despite the fact that most imported cars were indeed in the higher priced category.
US- Automobiles, DS31/R, para. 5.14. By that standard, there is no argument that the provisions of the 1970 Guidelines
were inherently less favourable for imports.

™ According to Japan, the contrary was true, i.e., vertical integration was perceived as aproblem to watch, not a policy
to promote.

™8Jgpan submits that industry experts and even Kodak officials severely criticized Kodak for its failure to invest sooner
in its own single-brand distribution network. This criticism reflects a view that single-brand distribution could not be a
competitive disadvantage for imports.
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(iv) Other distribution measures

6.333 According to Japan, most of the distribution measures identified by the US are merely reports
by advisory councilsor public corporations, e.g., thevarious Distribution Committee interim reports,
the 1971 Systemization Report, and the 1975 Manua. In Japan's view, none of these reports nor the
1967 Cabinet Decision discussed policies that were inherently disadvantageous to imports.

6.334 Japan argues that the 1967 Cabinet Decision -- which implemented the first stage of capital
liberalization -- wasquitedirect in expressing aconcern about the ability of domesticindustry tocompete
with foreign rivals. The Japanese Government sought to promote the efficiency and competitiveness
of domestic industries, not block imports. In Japan'sview, the conclusions drawn by the United States
have no support in the text of the Cabinet Decision. Japan stresses that there is no discussion of
promoting domestic manufactureres from foreign competition at al, let alone a discussion of using
distribution policies to protect manufacturing companies.

6.335 Japan argues that the international contract notification requirement does not alow the JFTC
to takeaction against foreign manufacturersthat are offering more competitive termsthan their domestic
counterparts. This provisonis merely areporting requirement applicable to trade transactionsin generd,
import aswell asexport transactions, for the purpose of policing Antimonopoly Law violations. Japan
emphasizes that the JFTC does not enforce MITI Guidelines and questions the relevance of the
international contract notification requirement to film given that, during the 1970s, sales of Kodak
film in Japan were made exclusively by a domestic Japanese company, Nagase, which was not subject
to that requirement in respect of contracts with other wholesalers, secondary deders, or retailers.”

6.336 Japan concludes that the competitive conditions allegedly established by MITI’s distribution
policies - assuming they constitute " measures' for purposes of non-violation complaints - are not less
favourablefor imported film and paper than for domestic products. Japan emphasizes that competitive
conditions must be examined exclusively on the basis of the provisions of the alleged measures
themselves, and not to any incidental consequences, such assingle-brand distribution. Japan maintains
that thereisno causal connection between theall eged measures and single-brand distribution or between
single-brand distribution and the alleged impeded market access. Moreover, none of thesedistribution
measures draws any formal distinctions between imported and domestic products. For these aleged
measuresto establishlessfavourablecompetitiveconditionsfor imports, their provisionsmust somehow
be inherently disadvantageous to imports. However, according to Japan, distribution modernization
policies themselves were not inherently disadvantageous to imports.

(V) Black and white film and paper

6.337 Moreover, Japan points out that the US allegations are completely irrelevant to black and white
film and paper. For Japan, the US "distribution bottleneck” theory is premised on the large number
of retail film outlets, but thoseare colour film outlets. However, black and whitefilm isaniche product
that is sold through a much smaller number of retail outlets, generally photospeciaty retailers. Thus
Japan concludes that the US theory is not even applicable to black and white film.

6.338 With regard to paper, Japan assertsthat the US claimsfocus on Japan’ s alleged encouragement
of the domestic film and paper manufacturers’ vertical integration into colour photofinishing, thereby
allegedly creating a " captive market” for colour paper. However, what mattersin the present context

™K odak had made a fundamental decision torely exclusively on Nagase, and did not reevaluate this marketing strategy
until years later, long after the period in question. Although Kodak reestablished a subsidiary in 1977, that subsidiary only
provided support tothe distributors. 1t was not until 1983 that Kodak reassessed that business strategy and decided to become
more active. Japan Ex. B-45.



WT/DS44/R
Page 251

isthat it has nothing to do with black and white paper. With respect to the 1967 tariff concessions,
which were made only on black and white film and paper, these facts provide an additional reason
why there is no upsetting of competitive conditions on account of "distribution countermeasures'.

6.339 On Japan’s argument related to the competitive dynamics of amarket for black and white film,
the United States responds that the subject and title of this disputeis consumer photographic film and
paper. That is because Japan’s liberaization countermeasures were and are directed at consumer
photographic film and paper, whether black and white, or colour. Until 1970-1972, black and white
wasthe predominant consumer film (and paper) used in Japan, thereafter it wascolour.®° Accordingly,
Japan’ sfocuson therel ationshi p between the Kennedy Round concessi ons (on black and white products)
and current colour film and photo-finishing outlets is not relevant. Given that black and white film
(and paper) wasthe dominant product at thetimethe Japanese Government began pursuing liberalization
countermeasures, and that the Government recognized that colour would surpass black and white at
sometimeinthe near future, the Government directed theliberaization countermeasures at obstructing
the distribution and sale of consumer photographic film and paper, whether black and white, or colour.

(d) Causal connection between distribution measures and competitive position of imports

6.340 Japan emphasizes that even if the Panel looks beyond the provisions of the alleged measures
and attempts to evaluate their practical consegquences, the US claims fail because of the lack of any
actual causal connection (i) between the alleged measures and current single-brand distribution, or
(i) between current single-brand distribution and the alleged current impeded market access.

6.341 According to Japan, even if the 1970 Guidelines are a "measure’ for purposes of
Article XXII1:1(b), they arenot a"measure" that has anything at all to do with the alleged nullification
or impairment of the benefits of tariff concessions. In Japan's view, the US claims that the alleged
nullification or impairment comesfrom single-brand distribution, whilebeing unableto show any nexus
betweenthe1970 Guidelinesandsingle-brand distribution. Privatecompanieshad adopted single-brand
distribution prior to the aleged measures. Japan alleges that the United States tries to shift the focus
from the measures themselves to the market structure that allegedly disadvantages imported products.
However, GATT precedent has consistently focused on the measures themselves, and not market
outcomes. Japan adds that even if the panel were inclined to depart from this past GATT practice,
thereis no factual basisto conclude either that MITI policies created the market structure, or that the
market structure in fact disadvantages imported consumer photographic products.

6.342 For Japan, it isalso important to examine whether thereis current nullification or impairment.
Putting aside the relationship between MITI’ s policies and the private sector during the 1960sand ‘ 70s,
what mattersiswhether thereisany causal connection between thealleged measuresand current business
decisions by wholesalers and outlets regarding what kind of film and paper to purchase. In Japan's
view, since the aleged "measures' are no longer in effect, there is no such connection.

6.343 Evenif theUSinterpretation of MITI’ sdistribution policiesargument wereaccurate, in Japan's
view, there is no upsetting of the competitive position for imported products. According to Japan,
the United States alleged that MITI has sought over the past 30 years to establish and then maintain
an exclusonary market structure for film and paper in which foreign brands are blocked from the primary
distribution channels. For Japan, in light of the nature of the suggestions being made, and the private
sector response to those suggestions, it is not credible to argue that there is some connection. While
the United States has submitted voluminous background information on the evolution of government
policy thinking, however, the ongoing policy debate during the process of policymaking is much less

80y ntil 1970-72, black-and-white film and paper were the predominant products used in Japan. Thereafter, the dominant
products were colour film and paper. Today, colour film and paper account for 97 percent of Japan's total market for consumer
photographic materials, with black and white accounting for only 3 percent.
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relevant than what eventually happened. Japan emphasizes that private sector actions happened either
too early or too late to have any meaningful connection to the government and advisory committee
suggestions being made in the early 1970s.

6.344 For theUnited States, thereisampleevidenceto suggest that the nearly simultaneous decisions
of Fuji and Konicato tighten paymentsand introduce new rebates and di scountsin 1966 werein response
to Japanese Government policy. By 1965-66 the Japanese Government aready had begun the process
of working closely with industry to study and devisewaysto respond to capital and trade liberalization.
The Industrial Structure Council’s Distribution Committee had studied the need for rationalized
transaction terms in its Fifth Interim Report in 1965. Also in 1965, MITI worked with the Japanese
photographic film and paper manufacturers in the Natural Colour Photography Promotion Council
(NCPPC) to devise means to prepare for trade and capital liberalization. Among other things, the
NCPPC considered and reported on specific "import suppression counter measures'.®* The United
States concludes that the Japanese Government’s guidelines and administrative guidance to industry
had aclear purposeat thetimethey weregiven, and they accomplished their objectivesvery effectively.

6.345 Japan responds that the United States elevates preliminary deliberations of the Industria Structure
Council’ s Distribution Committee and the Natura Colour Photography Promotion Council (NCPPC)
and the Industrial Structure Council’s Fifth Interim Report to thelevel of Japanese Government policy.
In Japan's view, these were activities of non-governmental bodies: (i) that werein the early stages
of studying distribution issues, and were not yet even making specific recommendations; (ii) that took
place two years prior to the 1967 Cabinet Decision endorsing the broad concept of modernizing the
distribution sector; and (iii) that took place five years prior to the first specific government statement
on the issue of rationalizing transaction terms for the photographic products industry. Therefore, in
Japan's view, the United States has not submitted evidence to link the actions taken by Fujifilm and
Konica regarding transaction terms to governmental action.

) Introduction of transaction terms

6.346 Asto thetiming problems with this dleged link between the introduction of distribution measures
and the upsetting of competitive conditions for photographic materials, Japan argues that private
companies had taken actions themselves regarding payment terms and rebates well before any actions
by the Japanese Government regarding " standardized"#° transaction terms. For Japan, it is clear that
these documents cannot have caused Fuji' sand other manufacturers' decisiontoimplement e.g., volume
rebates. For example, Konicabegan tightening payment termsin 1962 and Fuji started in 1966. Trade
journals discussed these business developments and the quite natura desire of the domestic manufacturers
to improve their accounts receivables through shorter payment terms. Thus, the manufacturers tightening
of transaction terms for their primary wholesalers as well as Fuji's volume discount policy predate
boththe 1967 Cahinet Decision and the 1970 Guidelines. Fuji madeno changeinitspolicy inresponse
to the 1967 Cabinet Decision. Regardless of MITI's 1970 Guidelines, Japanese manufacturersin this
sector had aready begun to adjust their rebate policies and shorten payment terms before 1967, three
years or more before MITI first announced its suggestions.

6.347 TheUnited Statesnotesthat Japan does not deny that its manufacturersimplemented shortened
payment terms, rebates, and volume discounts. While Japan raises a question of timing, the United
States contends that thereis no timing mismatch in its position. Specifically, the United States argues

8igtudying a Policy for Coping: Natural Colour Photograph Promotion Council, Approaching Liberalization of Trade
in Colour Film, Camera Times, 2 March 1965, US Ex. 65-3.

802Jgpan notes that it distinguishes "standardization,” with its implication of uniformity, from "rationalization," which
does not have this nuance. Japan points out that the United States consistently trandates "tekisei(-ka)" as " standardization”
rather than the more accurate alternative "rationalization”. In Japan's view, if the Japanese original had meant " standardization”,
it would have used the term "ityoujun-ka".
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that there were two purposes for Japan' stransaction terms policies, i.e.: (1) standardizing transaction
termsin order to create abenchmark against which to judgethe"fairness" of competition from foreign
firmsusing non-standardterms, and (2) implementing specifictermsthat promoted channel exclusivity.

6.348 According to the United States, in terms of the first goal, the timing of Japan’s measures was
perfect. The Japanese Government actively pressed for standardized transaction termsin the 1968-75
time frame precisely when lowering tariffs and moving toward the first significant liberalization of
capital investment. Japan wanted its manufacturers, primary wholesalers, and secondary wholesaers
to standardizetransaction termsin order to resist thisincreasing competition by means of scrutiny under
the Antimonopoly Law. The United States emphasizes that the 1969 survey of transaction terms
submitted by Japan®® shows that, at this time, transaction terms were not standardized between
manufacturers, primary wholesalers, secondary wholesalersand retailers. MITI’ s repeated and active
effortsto standardize theterms (including through publicizing the particular termsapplied by individua
wholesalers) served to standardize those terms at this time when standardization was most needed to
resist the imminent threat of foreign competition. It was also at this time that Japan implemented
Notification 17 to prevent foreign manufacturers from offering attractive premiums to wholesalers,
andRuleNo. 1under theinternational contract notification provisionsof the Antimonopoly L aw, which
ensured the opportunity to scrutinize each contract between foreign manufacturers and Japanese
wholesalers for "unfair" departures from standardized terms.

6.349 The United States emphasizes that Japan’s timing was right on the mark regarding the second
goa as well. Although Japanese manufacturers had implemented rebates, volume discounts, and
shortened payment terms before the 1970 Guiddines, the 1969 survey and the 1970 Guiddinesthemsdves
noted that rebates and volume discounts were less widely used between primary wholesaers and
secondary wholesalers and retailers. These documents aso indicated that long payment terms were
common at these levels of the distribution system. Inthe USview, Japan wanted to advanceitskeiretsu
distribution system beyond the first tier of manufacturer-to-primary-wholesaler to encompass these
lower levelsaswell. Moreover, greater efforts were necessary to accomplish keiretsu-nization at these
levels, since it was not necessarily in the interest of the wholesalers or retailers. The low levels of
foreign access to the secondary wholesal ers demonstrates that Japan’s policies were largely successful
at this level as well.

(i) Introduction of single-brand distribution

6.350 For Japanitisclear that neither volume discounts nor rebates wereresponsiblefor the decision
by primary whol esal ersto become single-brand in the Japanese market. Private companieshad adopted
single-brand distribution prior to any government action. Single-brand distribution had emerged by
the mid 1960s, and was essentialy complete by 1968.8%* Konica's primary wholesaers were single-brand
since at least 1955. Three of Fuji’s four magor primary wholesaers were already single-brand
wholesalers well before 1970. Accordingly, single-brand distribution of film was aready theindustry
norm by 1968, years prior to the 1970 Guidelines, which were the only government statement concerning
transaction terms,®® and other alleged measures. Thus, well before the 1970 Guidelines, the industry
had already shifted to single-brand distribution and not surprisingly, the 1970 Guidelines said nothing
about single-brand distribution. Japan concludes that the history of business decisionsin thisindustry
reveal the timing problems of the US theory of causation because it is impossible for a government
action to cause something that happened before that government action was taken.

83Jgpan Ex B-1.

84The only remaining multibrand wholesaler was Asanuma, which became single-brand in 1975 after being rebuffed
by Kodak when Asanuma tried to reestablish direct dealing with Kodak.

85The other reports and surveys were not formal government actions or statements. Moreover, even these items came
after single-brand distribution had emerged as the predominant industry practice.
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6.351 Japan points out that Kodak’s agent Nagase had acquired Kuwada, and turned the formerly
multibrand primary wholesaler into a single-brand wholesaer, and became a direct competitor of the
other independent primary wholesalersin 1967. Thereafter, independent primary wholesalers would
have to compete in selling Kodak with their supplier (an obvious impossibility given that the supplier
could aways ensure its ability to underprice the independent wholesaler) or to act as a secondary
wholesaler. Thosethat had the ability to remain aprimary wholesaler for another manufacturer chose
this course of action. This decision was not because of rebates or volume discounts, it was because
Kodak had chosen exclusive distribution at the primary wholesale level and in so doing effectively
excluded independent primary wholesalersfrom arolein distributing Kodak products. 1n Japan’ sview,
ultimately, thesuccessor failureof volumediscountsandrebatesin attracting businessfromawhol esal er
is a matter of business judgement. However, neither necessarily leads to exclusivity. Wholesaers
must choose between theadvantages of lower purchase costsfrom volumediscountsand agreater variety
of brands which is a pure business decision.

6.352 Japan states that Asanuma remained a wholesaler of Kodak film until 1975. Thus Asanuma
did not terminate its relationship because of payment terms, volume discounts, rebates, "keiretsu"
relationshipsor purported policies of the Japanese Government to encourage single-brand distribution.
In Japan' sview, Asanumaterminated its relationship with Kodak because Kodak was unwilling to deal
withit directly asaprimary wholesaler. Similarly, the other primary wholesalers remain single-brand
Fuji distributors because they have made a business decision to do so.5%

6.353 TheUnited Statescontests Japan' sargument that itsmeasures could not have caused thealleged
effects because Japanese manufacturers began implementing shortened payment terms and volume
discounts and rebates in 1966, before the series of Japanese Government measures from 1968 through
1975 that called for such transaction terms. In the US view, there are no timing problemsin the US
argument.

6.354 TheUnited States notesthat thereweretwo purposesfor the Government of Japan’ stransaction
terms policies: (1) standardizing transaction terms in order to create a benchmark against which to
judgethe"fairness" of competition from foreign firms using non-standard terms; and (2) implementing
specific terms that promoted channel exclusivity. In terms of the first goal, Japan actively pressed
for standardized transaction termsin the 1968-75 time frame precisely as Japan was |owering itstariffs
and moving toward the first significant liberaization of capital investment. Japan wanted its
manufacturers, primary wholesalers, and secondary wholesalers to standardize transaction terms in
order to resist this increasing competition by means of scrutiny under the Antimonopoly Law. The
1969 survey of transaction terms®’ shows that at this time, transaction terms were not standardized
between manufacturers and wholesaers or between primary wholesalers and secondary wholesaers
retailers. MITI's repeated and active efforts to standardize the terms (including through publicizing
the particular terms applied by individua wholesalers) served to standardize those terms at this time
when standardization was most needed to resist the imminent threat of foreign competition. It was
also at thistimethat Japan implemented Notification 17 to prevent foreign manufacturersfrom offering
attractive premiumsto wholesdlers, and Rule No. 1 under theinternationa contract notification provisions
of the Antimonopoly Law, which ensured the opportunity to scrutinize each contract between foreign
manufacturers and Japanese wholesalers for "unfair" departures from standardized terms.

6.355 The United States also emphasizes that Japan’s timing was right on the mark regarding the
second goa as well. Although Japanese manufacturers had implemented rebates, volume discounts,
and shortened payment terms before the 1970 Guiddlines, the 1969 survey and the 1970 Guidelines
themselves noted that rebates and vol umediscountswerelesswidely used between primary wholesalers

8%Affidavit of Takenosuke Katsuoka, Japan Ex. A-11; Affidavit of Kaoru Konno, Japan Ex. A-15, Affidavit of Y ukiyoshi
Noro, Japan Ex. A-14, Affidavit of Tomihiko Asada, Japan Ex. A-12.
87Jgpan Ex. B-1
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and secondary wholesalers and retailers.  These documents aso indicated that long payment terms
werecommon at theselevel sof thedistribution system. Japanwanted to advanceitskeiretsu distribution
system beyond the first tier of manufacturer-to-primary-wholesaler to encompass these lower levels
as well. Moreover, as the United States provided evidence for, greater efforts were necessary to
accomplish keiretsu-nization at theselevels, sinceit was not necessarily intheinterest of thewholesalers
or retailers. The low levels of foreign access to the secondary wholesalers demonstrates that Japan’s
policies were largely successful at this level as well.

(iii)  Governmental endorsement of private actions

6.356 The United States argues that, to the extent that manufacturers already had implemented some
of the desired transaction terms, the Japanese Government's endorsement of those terms made clear
that they were approved government policy, and should be perpetuated or strengthened.

6.357 Japan contends that the companies’ economic self-interest was a sufficient reason to maintain
rationalizedtransactionterms. Moreover, Japan pointsout that theal l eged obj ectivebehind theadoption
of these transaction terms, i.e., single-brand distribution, is the common form of distribution in the
film industry in every market in the world. It results from business decisions as to how to most
effectively compete. Manufacturers selling in Japan would not need the government’s endorsement
to adopt and maintain practices and market structures that had proven successful in al other markets
intheworld. Therefore, payment terms, discounts, and rebates were not responsiblefor the evolution
to single-brand distribution in Japan any more than they were in the United States or the European
Union. Nor are the use of payment terms, discounts, and rebates as atool of competition constrained
in Japan. They have been and remain competitive tools constrained only by the application of the
relevant competition statutes equally applied to both foreign and domestic competitors.

(iv) Downstream standardization

6.358 According to the United States, Japan wanted these transaction terms implemented and
standardized further downstream in the distribution system. The surveys and the guidelines from the
late 1960s and early 1970s note that transaction terms between primary wholesaers and secondary
wholesalersand retailerswerenot yet, but should be, standardized.®® Pushing itssystemization policies
further downstream would hel p ensurethe stahility of the system asawhole, and itsresistancetoforeign
capital enterprises. When wholesalers actually began to implement the terms suggested by MITI, the
retailers raised objections.

6.359 Japan responds that this argument ignores the economic incentives for the transaction terms
to pass downstream and the actual economic conseguences of downstream transaction term rationalization.
AstotheUStheory that tightening terms at the manufacturer-wholesaler level created financial pressure
on the wholesder, Japan responds that efforts to shorten transaction terms at the wholesaler-retailer
level would actualy help wholesalers by relieving the financia pressure from shorter payment terms
at themanufacturer-wholesaler level. Thus, there could beno actual financia effects onthewholesd er,
which would then not lead to the exclusive manufacturer-wholesal er relationship alleged by the United
States.®® If manufacturers and wholesalers had, of their own accord, adopted shorter payment terms,
rebates, and volume discounts, inevitably these changes would eventually have their own effect on
the downstream terms from the wholesaler to the customer, regardiess of what the government
recommendsasdistribution modernization. Japan concludesthat theall eged government’ sendor sement
of thewhol esaler-to-retail er transaction terms, which werethelikely consequenceof the changesal ready

881970 Guidelines, US Ex. 70-4.

8According to Japan, the United States cites trends in wholesaler profitability. Yet this data in fact shows that as the
manufacturers tightened payment terms in the mid 1960s, profitability actualy increased. The decline in profitability did
not happen until severa years later. The timing of these trends hardly supports the US allegations.



WT/DS44/R
Page 256

taking place in the manufacturer-to-wholesaler terms, had nothing to do with the underlying economic
forces pushing transaction terms downstream.

(V) Uniformity and standardization

6.360 Intheview of the United States, the standardization of transaction terms served two purposes:
(i) to encourage vertical aignment of distribution, and (ii) to establish abaseline for standard industry
practices, the departure from which would be scrutinized under the Antimonopoly law. The fact that
the domestic manufacturers had implemented rebates, discounts, and shortened payment termsin 1966
or 1967 does not mean that the termswere uniform across manufacturersand wholesalers. The Japanese
Government needed industry to standardize the terms, and to keep them standard, in order to resist
inroads from foreign capital.

6.361 With regard to the US emphasis on the importance of the government in ensuring uniformity
of transaction terms, Japan argues that this argument has no support in the government actions or
the private sector actions during this period, given that rationalized transaction terms did not limit the
ability of foreign or domestic manufacturers to offer more competitive terms.

) In particular, Japan emphasizes that the 1970 Guidelines did not specify the payment
terms, the interest rates on extended payment terms, the terms of volume discounts, or the terms of
rebates. None of the other documents identified by the United States specifies target "standards' for
any of these elements.®® The Guidelines provided only broad suggestions, not specific details of
suggested transaction terms. Moreover, the Guidelines did not even use the word "standardize" in
connection with its suggestions regarding transaction terms.5*

(ii) As to the US argument that the "standard contract” drafted by an industry group®?
pushed for uniformity, Japan responds that the draft "standard contract"®" clearly left to individual
negotiation every major e ement of the business transaction and would not prevent a competitor from
offering better terms to win business. Thus standardizing of any specific transaction terms was not
intended.

(iii) InJapan' sview, theideathat rationalizing transactionterms somehow limited theability
of foreign manufacturers to offer competitive terms also contradicts recent US statements. The
1990 Guidelines state that " Business operators trying to enter a new business sector are clueless as
to the amount of rebates it would offer in order to maintain a position superior to itsrivas'.®#* Here
the 1990 Guidelines, which are supported by the United States, assume that the rationalization of
transaction terms will help new entrants, including foreign manufacturers, to offer competitive terms.

810Jgpan notes that to the extent the 1969 Survey contained examples of actual transaction terms, such information is
quite common in such factual surveys. There isno indication the survey evaluated any specific terms either favourably or
unfavourably, and thus they could not be "targets'.

811 Jgpan states that the United States consistently trandates "tekisei(-ka)" as"standardization” rather than the more accurate
"rationalization”". If the Japanese origina had meant "standardization,” it would have used the term "hyoujun-ka'. e.g.,
see US Ex. 71-11 (Zenren Tsuho, August 1971); US Ex. 70-4 (Zenren Tsuho, July 1970); US Ex. 69-5 (Zenren Tsuho,
November 1969).

82The contract was reprinted in an industry trade journal at the time. Nihon Shashin Kogyo Tsushin (1 July 1972).
Japan Ex. F-2. This"standard contract" was made asamodel form of contract and did not have any binding effect whatsoever.
MITI merely encouraged the Japan Chamber of Commerce and Industry to draft it. Its purpose was to encourage the private
sector to use written forms and make contracts more transparent.

833gpan underscores that the Standard Contract: (i) left blank the number of days in the payment period; (i) left blank
the interest rate to be charged on late payment; (iii) left blank the discount rate for cash discounts; (iv) indicates that volume
discounts should be in accordance with "separately specified standards,” and (v) makes no mention of rebates at all.

84ghoukankou Kaizen No Kihonteki Houkou Ni Tsuite (Basic Distribution to be Taken for the Improvement of Commercial
Practices), 20 June 1990 [hereinafter "1990 Guidelines'], US Ex. 90-5, p. 2.
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6.362 Japan concludes that even assuming the US allegations about the timing, the meaning of the
1970 Guidelines, and their effect on encouraging exclusivity, were correct, these US arguments still
would fail because they assume that there were lega constraints on the ability to offer competing
transaction termsto customers. However, there were no constraints on acompetitor, whether foreign
or domestic, to offer more attractive transaction terms.

(e Financing for rationalization, systemization and standardization
) JDB funding for joint distribution facilities

6.363 The United States claims that Japan also promoted the vertical integration of manufacturers
andwhol esal ersthrough admini strativegui danceand financial incentivesfor manufacturers, wholesalers
and retailers to establish joint distribution facilities. The establishment of common facilities between
these different levels of the distribution system bound the participating companies closer together and
made it more difficult for foreign suppliers to establish or maintain relationships with the participating
distributors. The Distribution Committee's Seventh Interim Report recommended financing by the
Japan Devel opment Bank (" JDB") to promote systemization.®*> In 1976, the JDB provided asubsidized
loan of 550 million yen to Konicato establish ajoint distribution centrefor Konicaand its four primary
wholesders.8® JDB funding of the distribution centre gave Konica the means to establish strong, physica
and eectronic ties with its primary wholesalers and consequently stripped the wholesalers of their
independence and made it all but impossible for other manufacturers to overcome the wholesalers
exclusive relationships with Konica.®’ The US alleges that the JDB' s selective financing of Japanese
manufacturers in their attempts to systematize distribution channels for photographic film and paper
upset the conditions of competition between imported and domestic products since the loans helped
to further tie domestic manufacturers to primary wholesalersthat otherwise would have been available
to distribute imported products.

6.364 Japan contends that Konicahad already acquired its primary wholesal ers before the JDB [oan
and that the loan was thus too late to encourage vertical integration. No government intervention is
necessary totell subsidiariesto cooperatewith the parent company. For Japan, the cooperation between
Konicaand its primary wholesalers and their joint devel opment of a distribution facility cannot be the
result of some government plan to strengthen the relationship between these primary wholesders and
Konica

6.365 The United States responds that Japan does not deny that the loan was made for the purpose
of establishing the joint distribution between Konica and its wholesaers, or that the centre was in fact
established using the loan. As to Japan's argument that Konica already had acquired its primary
wholesalers at the time, the United States contends that Konica merged with its last two independent
primary wholesalers (i.e., Haruna Shokai and Daiwa Shokai) on 13 July 1977, more than ayear after
the JDB loan.®*® The United States maintains that the establishment of the joint distribution centre
further interwove the manufacturer and its wholesalers, making it more difficult for aforeign supplier
to establish a relationship with, or purchase, a Konica wholesaler.

6.366 According to Japan, given that single-brand distribution is not inherently unfavourable to imports,
it followsthat MITI’ s encouragement of systemization, the JDB loan to Konicafor ajoint distribution

85US Ex. 69-4.

86The Direction of Regulating Multi Level Marketing, Catalog Sales and Door to Door Sales (Eleventh Interim Report,
Dec. 1974, US Ex. 74-6.

8The President of Konica at the time referred to the distribution centre as "akind of business merger on the distribution
front". Standing Before a Tria Photographic Distribution Industry, Camera Times, 8 May 1976, US Ex. 76-4.

88An industry journal article from 20 July 1977 reported the merger: Era for Reorganizing Distribution: "Retailers
Are Like Octopi," Shashin Kogyo Junpo, 20 July 1977, p. 8, US Ex-37.
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centre - which a most, even according to US alegations, merdly lent some encouragement to single-brand
digtribution - were not inherently unfavourable. Japan explains that the JDB did not and does not eva uate
applications from foreign enterprises that carry foreign products any differently than it evaluates
applications from domestic enterprises.®® Thus, if Nagase (i.e., Kodak' simporter) and Kuwada (i.e.,
Nagase's single-brand primary wholesder subsidiary) applied for aloan to build a joint distribution
centre, theJDB would haveeval uated the application based onthesamecriteriaused to evaluateKonica s
application.

6.367 Asto Japan's argument that the JDB in the 1970s would have, and today would, provide the
same type of loan to foreign manufacturers, the United States rebuts that the fact remains that the
only manufacturer who received such a loan was Japanese.®°

(i) SMEA loans to photoprocessing laboratories

6.368 According to the United States, as colour photography became popular in the 1960s and 1970s,
photoprocessing laboratories became a potential aternative distribution channel, and a potential threat
to the oligopolistic distribution system maintained by Fuji and Konica. In 1968, the director of the
Small and Medium Enterprise Agency (SMEA) caled for applying SMEA programs to improve the
structure of medium and small businesses in light of the "advancing capita liberdization,” and as
"protective countermeasures against the selling of oneself to foreign capital".®* The 1969 MITI-
commissioned survey of transaction terms in the photographic sector®? notes as potentid threats "if
the oligopoly of the two domestic manufacturers is broken up by aforeign company,” and "if a new
[distribution] route emerges to compete against the route of photographic material dealers, which is
the core existing routein the distribution market". The survey further warned that " foreign companies
have already provided financial assistance to the processing industry” and advocated taking steps "to
minimizetheanticipated disorder inthedistribution market”. Amongtherecommended measureswere,
"subsidize the processing industry”.®* In response, the United States claims, MITI's SMEA gave
substantial subsidiesto thephotoprocessingindustry aimed at moder nizing the equi pment inthefacilities
in anticipation of capital liberaization. In July 1967, SMEA approved " colour film development and
printing laboratories' as one of four sectors deemed eligible that year for subsidized loans.®* The
Chairman of the L aboratories Association, who also was the president of Fuji Colour Service,® stated
that "the main purposes of the laboratory industry becoming designated industry are ... as capital
liberalization countermeasures, to modernize facilities and thereby solidify the foundations of
businesses".®%® When the laboratories were designated as eligible for another SMEA subsidy program
in 1973, the chairman of the Laboratory Association again stressed the need to respond to trade
liberalization.®”” Japanese film manufacturers used SMEA financing to convert black and white to

8%Japan notes that since 1984, the JDB has been promoting imports by providing loans for the construction of distribution
facilities and service facilities for imported products. JDB Annua Report 1995, p. 26-27, Japan Ex B-36.

80According to the United States, Japan also argues that it was in Konica's interest to establish the joint distribution
centre, as if that fact alters the Government’s responsibility for intervening in the market to facilitate that result.

82gmall and Medium Enterprises Director, Otsutake Kenzo, Main Points of Fiscal 1968 MITI Policy; New Policy Dealing
With Capital Liberdlization; Approach to Policy on Small and Medium Enterprises, Tsusan Journal, December 1967, vol.
2 no. 2, 10-15, US Ex-12.

82Ingtitute of Distribution Research, Fact-Finding Survey Report Pertaining to Transaction Terms. Actua Conditions
of Transaction Practices in the Wholesale Industry, March 1969, p. 1-21, 287-319. US Ex-15.

&3 bid.

84The 1967 and 1968 SMEA Annua Reports confirm that the SMEA played aleading rolein providing company-specific
financing, consulting, guidance, and monitoring in support of Industrial Structure Council Distribution Committee's liberalization
countermeasures.  White paper on Small and Medium Enterprises by the SMEA 1967, US Ex. 67-1.

85The United States notes that all chairmen of the All Japan Laboratories Association (Laboratories Association) have
been Fuji employees.

86\Murakami Eiji, With This Opportunity as Designated Industry, Let's Strive for Further Development of the Lab Industry,
CFA News, Specid Issue, 1967, p. 4, US Ex-9.

82'\Murakami Eiji, A Year of Trial, JCFA News, 1 January 1973, No. 34, p. 2, US Ex-27.
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colour photo processing laboratories in the late 1960s and early 1970s. During this time, SMEA
provided approximately 160 million yen to support this effort. After conversion, these laboratories
tended to remain closely affiliated with the Japanese manufacturers. These subsidies helped tie the
laboratories into exclusive relationships with the domestic Japanese photographic film and paper
manufacturers.

6.369 The United States submits that the close links between domestic manufacturers formed under
this SMEA program helped domestic manufacturers close off another distribution channel for film,
since photoprocessing laboratories are the primary market for photographic paper and an important
distribution channel for photographicfilm. Becausethelaboratories makefrequent stopsat retail stores
to pick up exposed film for processing and printing and drop off finished prints, the laboratories are
in a good position to deliver new undevel oped film as well. Moreover, the brand of developing and
processing equipment the laboratory uses often corresponds to the brand of photographic paper it uses
and the brand of film distributes. Consumer perception, if not technology, often suggests that the best
prints come from using the same brand of film, paper, and processing equipment. Accordingly, a
laboratory with one company’ s photoprocessing equipment islikely to purchase photoprocessing paper
and chemicalsfrom that same company, aswell asitsfilm, to ensurecompatibility and to meet consumer
expectations for consistency between the brand of film and paper used. A laboratory that uses Fuji
equipment often will use Fuji paper and chemicals, and if it distributes film, it likely will be Fuji.

6.370 Japan responds that there is no logical nexus between government financing and the trend
toward vertical integration. The trend toward affiliation actually began long before any of the alleged
government effortsto integrate the photofinishing laboratories came into effect. Both Fuji and Konica
were beginning to develop affiliations with its laboratories by the early 1960s which shows that the
timing of SMEA financing had nothing to do with this trend.

6.371 Intheview of the United States, given that lowered tariffs on photoprocessing equipment and
astrengthened yen would decrease the cost of imported photoprocessing equipment and materias, and
therefore improve the laboratories’ bottom line, liberalization would be a threat to the laboratories
only if they were tied in relationships with Fuji or Konica and did not feel free to purchase cheaper
imported equipment and materials. In this situation, concessionary government financing could help
reduce the comparative cost of purchasing domestic equipment and materias, and therefore help form
or continue the bonds between laboratories and domestic film and paper manufacturers. Therefore,
in the US view, Japan severely disrupted the conditions of competition in the Japanese market that
otherwise would have prevailed and that would have enabled imports from the United States (and other
countries) to take advantage of the tariff concessions granted by Japan in the Kennedy Round.

6.372 Giventhat, inJapan'sview, single-branddistributionisnot inherently unfavourabletoimports,
it follows that MITI’s encouragement of systemization and SMEA financing for modernization of
photofinishing laboratories - which at most, even according to US allegations, merely lent some
encouragement to single-brand distribution - were not inherently unfavourable. Japan emphasizesthat
the SMEA financing to photo laboratories was available to any laboratory with any affiliation to any
manufacturer. Thefinancing was designed to help thesmall laboratories, not the major manufacturers,
to buy or lease new equipment to handle the new devel oping technologies for colour film. Obviously
smaller laboratories would experience more difficulty financing such a large capital expenditure.
Laboratories receiving the financing were free to choose the type and brand of all the equipment they
acquired with the help of the loans. Once the laboratories obtained the new equipment, they were
then available as customers to anyone who could supply the colour paper they would need to use the
new technology. Japan arguesthat thisindependent sourceof financing actually reduced any dependence
thelaboratorieswould have on the manufacturers. 1n Japan'sview, the United States has not explained
why the SMEA financing would favour Japanese manufacturers rather than any other supplier with
a competitive product.
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6.373 Inresponseto Japan's argument that the SMEA programs did not specify that the laboratories
receiving thesubsi diespurchaseonly equi pment by Japanese manufacturers, theUnited Statesmaintains
that the manner in which SMEA operated these programs disadvantaged foreign manufacturers. In
the USview, MITI in general has operated its SMEA programs to support its industrial policy goals,
including preparing Japanese industry to confront trade and investment liberalization.®® The
administration of the SMEA financing programs helps ensure that |oans are dispensed in conformity
with MITI industrial policy. Loansare approved on a case-by-case basis, at the discretion of a MITI
certified "management consultant”. To obtain certification as a management consultant, anindividua
must pass an examination on MITI and SMEA industrial policies, including distribution policy.®®
In the US view, these policies have contributed to Fuji’s strong and extensive ties with Japanese
photoprocessing laboratories, and that these ties have reinforced Fuji’s dominant position in the market.3

6.374 Japan underscores that SMEA loans continue to be made available to laboratories affiliated
with both foreign and domestic manufacturers. From the fiscal year 1993 to fiscal year 1995,
48.2 percent of the loans were distributed to Fuji laboratories, 9 percent to Kodak laboratories and
7.1 percent to Konica laboratories.

6.375 The United States contends that the receipt of a handful of subsidized loans under the SMEA
programs by Kodak-affiliated laboratories in the period from 1993 through 1995 does not disprove
that the program has operated for years to strengthen Japanese industry’s control over its laboratory
network.

()] Electronic information links

6.376 The United States submits that MITI saw the development of information links as an integral
part of its distribution systemization efforts and strongly advocated improving computer linkages to
cement the closed vertical distribution system and ensure its perpetuation, e.g., in the 1969 Seventh
Interim Report or the 1975 Manual. MITI created, beginninginthemid-1970s, aseries of government-
industry entities to facilitate the creation of computer networks between Japanese manufacturers and
Japanese distributor. The Japanese Government also worked closely together with private companies
to develop computer ties and addressthevariety of obstaclesthey faced in achieving thisgoal, including
through low-interest financing.

6.377 Japan responds that there is no basis for assuming that MITI's systemization policies, e.g.,
thecreation of informationties, had any exclusionary impact. MITI' spoliciesrecognized and addressed
al distribution channels for film, including distribution channels used by imports.®! For Japan, there

828" The need to increase international competitive strength with the liberalization of trade at the start of the 1960s made
it even more necessary to do this [i.e., improve the facilities of SMES]. The SME modernization policies that got fully
underway in the 1960s were a policy response to this necessity”. Takashi Yokokura, Chapter 20: Small and Medium
Enterprises, Industry Policy of Japan Edited by Ryutaro Komiya, Masahiro Okuni, and Kotaro Suzumura, 1988, p. 521.
Chapter 11: The Development of New Policy Measures, MITI History, Vol. 15, 31 May 1991, p. 431-2, USEx. 70. Among
the specified industrial policy objectives were response to "capital and trade liberaization". Ibid.

89As explained in a recent guide to becoming a MITI-certified "management consultant”: "Individuas taking the
examination should review the latest and immediately previous editions of the [SMEA] White Paper. This is an extremely
useful source for understanding ... thedirection inwhich the government it attempting to guide small and medium enterprises'.
Nagano Hiroji, An Easy Guide to Becoming a Consultant for Small Business, 26 January 1997, p. 35-36, US Ex. 104.

830" The source of power for building Fuji Film's high market share, which pays no heed to [Agfa retailer Nihon] Jumbo's
aggressive pricing policies, is the keiretsu-nization of wholesalers and laboratories. This structure is the foundation for a
strong corporate system that produces big profits from film and printing paper”. "Firm Control of Film Distribution - The
Fair Trade Commission does not take action as discounters pose no threat," Special Feature - Part 2, Nikkei Business, 28 March
1993, pp. 16-19, US Ex-79.

81 Jgpan notes that Nagase's subsidiary Kuwada, a single-brand primary wholesaler for Kodak, was a member of the
wholesalers trade association ("Shashoren") at the time MITI's Distribution Manual was prepared. Thus imports were not
left out of the process.
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isthus no reason why imports would have encountered difficulties because they did not sharethe same
standardized forms and practices.

6.378 The United States contends that Japan was well aware that creating information links between
manufacturers and their distributorsrisks reinforcing oligopolistic distribution structures and limiting
competition.®? The JFTC's list of highly oligopolistic industries includes the Japanese photographic
film and paper industry. In these circumstances, the United States argues that the formation of Fuji-
controlled information links should have raised concerns by the Japanese Government rather than its
explicit support.

6.379 Asto the US argument that Japanese manufacturers established on-line computer links with
their primary wholesalers as a result of the guidance by the 1975 Manual, Japan responds that Fuji
did not establish itsfirst on-line connection with aprimary wholesaler until 1989. Thus Japan contends
that the alleged systemization guidance that the United States claims was so effective in creating an
exclusionary market structure was in reality ignored for at least fourteen years.

6.380 According to the United States, the Japanese Government' s support and promotion of information
links spanned nearly 25 years:

a In 1968, the importance of information flows was first identified in the Sixth Interim
Report which stated that " appropriate conditions of location, the formation of distribution information
networks should be promoted ...".5%

b. In 1969, in the Seventh Interim Report, MITI’s Distribution Committee set forth a
specific information " systemization” program which was premised on the belief that information flows
were "a fundamental key to pursuing systemization of distribution activities" .8

C. In1971, theDistribution Committee' s NinthInterim Report®* reiterated theimportance
of strengthening information ties as part of distribution systemization and called for the establishment
of "guideposts” for development of i nformationties needed to strengthen horizontal and vertical linkages
of a"type that clusters client retailers around a powerful wholesaler that serves as its nucleus; atype
where the fulcrum is an organized system of integrated wholesale centres and the wholesal e business
districts".®®

d. With the 1971 Basic Plan for Distribution Systemization, Japan called for the
strengthening of information ties as akey element of distribution systemization. The plan specifically
cdled for the creation at the nationa economic level of distribution information networks, the
implementation of joint information activities, and the creation of special organizations to promote
the provision of distribution information. The plan stated "such systemization of distribution must
be realized through various stages: vertically from the intra-firm level, horizontally on the inter-firm

82A JFTC study of information networking in the distribution sector noted: "Information networking especialy under
the sole direction of oligopolistic manufacturers may be considered asaproblem which could expand the gap in competitiveness
... In particular, in the case that oligopolistic manufacturers use information networks as anintegra part of their management
of distribution channels, it is feared that the dependence of other information network participants on the network leader
for transactions will increase, and that their freedom to conduct business activities will become restricted". Fair Trade
Commission Office, Fact-Finding Survey Report Regarding Information Networking in the Distribution Sector, September
1989, p. 57-65. US Ex. 65.

8331968 Sixth Interim Report, US Ex. 68-8 and US Ex. 14.

831969 Seventh Interim Report, p. 4. US Ex. 69-4.

85Industrial Structure Council Distribution Committee, Distribution for the 1970's (Ninth Interim Report), 22 July 1971.
US Ex. 71-9.

89hid,, p. 80-81, US Ex. 71-9.
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level to the national economic level. Furthermore, in seeking to implement this, sufficient attention
must be paid to the introduction of computers as an effective means of achieving [such systemization]" .8’

e In December 1971, MITI established the " Distribution System Devel opment Centre"
("theCentre")®®inorder tofacilitate systemization, including thestrengthening of information linkages,
in close cooperation between the government and the private sector. The Centre orchestrated the
devel opment of standardized state-of-the-art hardwareand softwareand coordinated the standardization
of information formats to facilitate computer integration.

f. In 1975, the Centre produced the MITI-commissioned " 1975 Manud", which underscored
the urgency of developing information links to promote systemization.®* The Centre aso studied
distribution in specific sectors, including the film and photographic paper sector, and made further
proposals for enhancing systemization.

g. In 1975, the Centre published astudy on Fuji’ s strategy to respond to capitd liberdization
and the entry of Kodak into the market. The study commented that Fuji had been highly successful
a interna computerization and concluded that Fuji's next step was to build a "Total Distribution
Management System” to include distributors. The study noted the key role that computer links would

play.®®

h. In 1976, the Centre produced asecond study of Fuji' scomputer system, recommending
that Fuji develop information links with the primary photospeciaty wholesders and retailers to strengthen
its control over the wholesale distribution channel .3

6.381 The United States further submits that MITI continued to actively promote information
systemization throughout the 1980s:

a In1985, MITI promulgated its"Visionfor an Information-Armed Wholesale Industry”
("Vision"), which caled for support from the Japanese Government for information networking in
the distribution industry, including study groups on devel oping information systems for the wholesale
industry, creation of low interest financing, and intensive financing of computerization of small and
medium-sized wholesale industry.?+

8The Basic Plan for Distribution Systemization, 28 July 1971, US Ex. 71-10, p. 4.

8%Egtablishment of ‘ Distribution System Development Centre’ and the Promotion of Distribution Systemization Measures,
Tsusansho Koho, 20 December 1971, pp. 5-6, 13-18 USEx. 71-13. Japan notes that the official English name of this institution
is the "Distribution System Research Institute”.

8 . Thus, in addition to rationalization of transactions and distribution, the camera and film industry must improve
its information systems, bringing them to an advanced level". 1975 Manua, US Ex 75-5.

840" The building of an information system oriented physical distribution system will serve as the front-line in improving
the stability of channels that are centred on the company's primary wholesalers and pursuing the creation of a competitive
digtribution system”. Asada Koji, Special Series - PD Strategy: Distribution System and Distribution Channel (No. 9), Physical
Distribution Management, April 1975, pp. 55-61, US Ex. 75-1.

8 . (2) The online system has allowed the company to ascertain the status of itsinternal inventory. In the future an
attempt should be made to come closer to asystem that enables [the user] to ascertain and control inventory at the distribution
stage. (3) Because itisimportant in managing film inventory, ascertaining the status of inventory at the wholesale and retail
stages will also lead to the stabilization of channels centred on exclusive tokuyakuten, and there are great benefits both in
information and in physica distribution ..". Yaoshioka Yoichi, The Online Inventory Control System at Fuji Photographic
Film Co., Ltd., Ryutsu to Shisutemu, July 1976, pp. 61-68, US Ex. 35.

82MITI Industrial Policy Bureau, Division of the Information-Armed Wholesale Industry, 14 June 1985, US Ex. 52.
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b. In 1986, to implement the"Vision," the Centre issued areport®* to serve as the " guiding
light" for the basic position of the information-armed wholesale industry and oversaw a series of
government-industry committees to address the problems identified in the report.

C. In 1987, the "Photography Industry Information Systemization Symposium," i.e., the
System Council was established under MITI auspices to standardize the information systemization
infrastructure.®* The System Council focused mainly onthe problem of incompatibility of dataformats
but a so conducted yearly studies on the advancement of information systemization in the photography
industry.

d. In 1988, the System Council®* findly solved the problem of incompatibility of computer
systems in the photography industry by standardizing the dataformats, product codes, and transaction
forms across companies that were to participate in a particular information network.

e In January 1989, the Council issued standard film developing and processing product
codes.®*°
f. In February 1989, the Council issued uniform vouchers for use by members of the

photography industry.8

g. In March 1989, the Council issued "Comprehensive Photo Industry Informization
Manual", which served astheindustry’ sreference manual for standardization of i nfor mation systems. 3

6.382 According to the United States, as noted by Japan, Fuji finally established on-line connections
with its primary wholesalers in 1989.84

6.383 Japan admits that the 1971 Systemization Report discussed suggestions for standardization
of paperwork and distribution, and better information exchanges through the distribution chain and
the 1975 Manual expanded on these suggestions in a more detailed manner. However, whatever the
advisory councilsand public corporationswererecommending, Japanese manufacturersinthisindustry
were not paying much attention. Specifically, Japan maintains that the largest Japanese manufacturer
in this sector did not finish installing joint computer systems with its wholesalers until 1993, amost
20 years after the recommendations were made.

(9) Current competitive position of imports

6.384 The United States emphasizes that Japan’'s actions to deprive foreign manufacturers access
to thewholesal edistribution channelshave adversely atered the conditions of competition for imported
photographic materials. Foreclosure from the wholesale system substantialy impairs the ability of
imported products to compete by limiting their access to retail outlets, increasing their distribution
costs relative to those of domestic manufacturers, and neutralizing vigorous attempts to market

83Djstribution Organization Centre, "Research Report on Information Networking in the Wholesale Industry: Toward
An Information Oriented Wholesale Industry,” March 1996.

84photo Industry Information System Manual (The Fourth Edition), Photo Industry Distribution System Council, April
1996, US Ex. 9.

85The System Council was renamed the "Conference for Photography Trade Information Systems' in October 1988.

8465aito Seiichi, "Uniform Voucher Policy Facing New Challenges," Ryutsu to Shisutemu, March 1992, pp. 86-97,
US Ex. 75.

871 bid.

88photo Industry Distribution Information System Council, Photo Industry Distribution Information System Manua (The
First Edition), March 1989, US Ex. 62.

89Affidavit of Mr. Tanaka, General Manager, Fuji Photo Film Co., Ltd., Japan Ex. A-10, p. 3-4.
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aggressively. Furthermore, market surveys demonstrate that imports have access to only alimited
segment of the market, as compared with domestic products.

) Primary and secondary wholesale channels

6.385 The United States submits that virtually all domestically manufactured film in Japan flows to
retail outlets through wholesale channels, while imported film is almost entirely excluded from those
channels. Foreign manufacturerssell virtually no film through primary wholesalers. Kodak sellsonly
15 percent of itsfilmto secondary wholesalers, and Agfasellsnofilmthrough secondary whol esal ers. #°

6.386 IntheUSview, primary wholesale channels provide the Japanese photographic film and paper
manufacturers with assets pivotal to protecting their dominance of the Japanese market, e.g., access
to the customer relationships which the primary photospeciaty wholesal ers have devel oped over much
of thelast century which areavital e ement of successfully doing businessin Japan. Moreover, through
this exclusive access, Japanese film manufacturers have gained unparalleled marketing power and such
services as inventory control, after-sales services, saes promotion, and front-line sales personnel.
Foreign suppliers must perform such marketing and distribution functions themselves and so are burdened
with a higher relative cost structure. Foreign film manufacturers cannot replicate these relationships
or provide comparable services in an economically viable manner.

6.387 The United States submits that secondary wholesalers support the operations of the primary
wholesalers but they cannot substitute for them.®' Secondary wholesaers are small and regiona in
their operations and do not have either the scale or the geographic reach of the primary wholesalers.
Moreover, Fuji and its primary photospecialty wholesaler control or dominate a number of the larger
secondary wholesalers, and arein aposition to influence al secondary dealers because of Fuji's status
as supplier of thedominant brand.®? While some secondary wholesa ers carry multiple brands of film,
most do not, and foreign film is almost as scarce in these channels as it is in primary channels.®3

6.388 The United States maintains that any foreign manufacturer is disadvantaged in this situation
because it would face many of the same obstacles in trying to convert a secondary wholesaler into a
primary wholesaler as it would in trying to build a new distribution network from the ground up.
These include, e.g., the need to establish relationships with many small retail outlets; the need to
establish a personnel base with the necessary technical skills and market knowledge; and the need
to develop wholesde supplier reationships with various manufacturers of photographic supplies (cameras,
accessories, etc.). Even those secondary wholesa ersthat will supply multiple brandsbuy alarge share
of the film and other products they distribute from the primary photospeciaty wholesalers. Were a
secondary wholesaler to try to expand its business, it would find itself in direct competition with these
primary wholesalers (who also are its suppliers of Fuji film) and attempting to displace primary
wholesal ers with whom most retailers have longstanding and stable relationships.®* Moreover, those
manufacturersthat currently distributethrough the primary wholesal erswould be unlikely to jeopardize

80photo Market 1996, US Ex. 96-1.

%N response to Japan's argument that secondary wholesalers provide the key to accessing small retail outlets, the US
argues that Japan has provided no supporting evidence and that only about one-third of Fuji’s film sales go through secondary
wholesalers to the retailers, while the majority goes directly from the primary wholesalers to the retailers. US Ex. 96-1,
p. 132.

82Affidavit of Sumi Hiromichi, 27 November 1996, US Ex-96-10.

83Foreign film accounts for only 7 percent of the film sold through secondary channels. Photo Market, 10 June 1996,
pp. 132-133 and 254, US Ex. 99.

84The stability of these ties is apparent from the constant share of Fuji film sales through primary and secondary wholesalers
since 1980. While Kodak's film sales through the various distribution channels changed in accordance with its changing
market strategies, Fuji’s sales through primary wholesalers have remained at exactly 59 percent since 1981 and its sales
through secondary wholesalers have remained at exactly 33 percent since 1980, according to Photo Market, the standard
Japanese statistical publication for the photography sector.
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their relationships with these primary wholesalers by selling their products to an upstart primary
wholesder. Findly, the existing primary photospecialty wholesalers achieve efficiencies (i.e., "economies
of scope") by delivering cameras and awide variety of other photospeciaty products beyond film and
paper. A foreign film and paper manufacturer building a new distribution system from the ground
up would not have the benefit of such efficiencies. Thus, the United States aleges that for a foreign
manufacturer it would be impossible to establish the customer base to achieve the economies of scope
necessary to make its operations economically viable.

(i) Current market structure in the distribution system

6.389 For Japan, thecoreof the USallegationsregarding distribution policiesistheclaim that single-
brand distribution in Japan impedes market access for foreign brands of film and paper and that it is
impossible for aforeign manufacturer to sell directly to all the 280,000 outlets that sell film in Japan.
To gain access to those outlets, according to Japan, the United States claims that it is necessary to sell
through national wholesalers, such as the primary wholesalers of the domestic manufacturers. Japan
disagrees with this characterization because Kodak, the leading foreign manufacturer, does not sell
directly to Japanese retail outlets. Similarly to Fuji and Konica, it sellsthrough a national wholesaler.
Kodak’s national wholesaler, Kodak Japan, just happens at present to be awholly owned subsidiary.
In the past, it was a Japanese company, Nagase, and then a joint venture with Nagase.

6.390 The United States responds that Kodak does business in Japan through its wholly-owned
subsidiary, Kodak Japan, Ltd., which performstechnical support, product devel opment and marketing
tasks. Lacking access to wholesale channels, Kodak Japan necessarily sells Kodak film directly to
retail outlets, whereas that fact does not make it a "wholesaer"”.

6.391 Japan responds that Kodak transfersits film to Kodak Japan, which then sells the film to the
very samesecondary wholesalersandretailers. Kodak thusdistributesitsfilmvery successfully through
aparalle saes channe to Fujifilm. In Fujifilm’s case, the independent primary wholesalers transfer
the film from Fujifilm to their customers. For Kodak, Kodak Japan transfers the film from Kodak
to the very same customers. Thus, Kodak Japan performs the same function as Fujifilm’s primary
wholesalers. Japan also notes that the United States confuses Kodak Japan and Eastman Kodak Japan.
Although Eastman Kodak Japan providesboth marketing and technical services, and isnot awholesaer,
Kodak Japan functions as a primary wholesaler.

6.392 Japan emphasizes that no national wholesaler of any manufacturer sellsto all 280,000 outlets,
or to anything close to that number. Fuji’s primary wholesalers sell to a combined total of fewer than
5,000 accounts. Most of these accounts are large retailers; about 300 are secondary wholesalers and
photofinishing laboratoriesthat resell film on aregiona basisto the hundreds of thousands of remaining
retail outlets.

6.393 The United States contends that even if these numbers were correct, Fuji needs the four large
primary wholesalersto servicethese 5,000 accounts. Becausethe foreign manufacturers have no access
to these primary photospecialty wholesaers or to many of the secondary wholesalersthat service these
accountsindirectly for Fuji, they have to service these accounts directly. Direct distribution or other
alternative channels created by foreign firms provide them with access to only a limited segment of
the market, specificaly in centra neighbourhoods of large cities, where photospecialty outlets are
relatively large and densely located.

6.394 In Japan'sview, the primary wholesalers do not provide the key to accessing large numbers
of small retail outlets because that is the function of secondary wholesalers, and they typically carry
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multiple (including imported) brands.®*® The primary wholesalers, liketheir counterpart Kodak Japan,
sell mainly to larger volume retailers. The degree of overlap is high given that nearly 90 percent of
Fuji' s sdles volume goes to accounts that either carry Kodak film or have an existing business relationship
with a Kodak supplier. Thus, Japan concludes that there is no "distribution bottleneck".

6.395 The United States responds that these figures vastly overstate the availability of Kodak film
in the Japanese market. A Fuji survey finds that 62 percent of the primary wholesalers customers
currently carry Kodak film. This figure includes any outlet even if it carries only a token amount of
Kodak film and counts all outletsin a chain even if only one outlet in that chain carries Kodak film.
In order to obtain the "nearly 90 percent” figure, Japan adds Fuji's primary wholesalers customers
that do not carry Kodak film but do business with sellers of other Kodak products. Thefiguretherefore
includes al outlets served by a secondary wholesaler affiliated with one of Fuji's four primary
wholesalers if that secondary wholesaler sold any other Kodak product, even if neither the primary
nor secondary wholesaler was willing to carry Kodak film. The United States refers to an associated
Fuji survey that was conducted of film availability at the retail level. A US anaysis of this survey,
from which the 90-percent figureis allegedly derived, shows discrepancies between the actual survey
results and the figures reported by Japan.®® The United States further argues that inspection of the
Fuji survey asorevealsthat it used biased survey and sampling techniques. The Fuji survey islimited
to six mgor metropolitan areas. There is ample evidence that the film market in Japan is not
homogeneous and that foreign film is more available in major metropolitan areas than other areas.®’

6.396 Japan respondsthat the United States' attack on these survey resultsrevealsits own confusion.
The United States attacks the survey sampling methodology, yet apparently forgets that the survey
of wholesaler customerswas not asampling at all. Rather, over 95 percent of the customers, virtually
the entire customer base, were surveyed. There can be no issue of "sampling bias' when the entire
universe is surveyed.®®

6.397 TheUnited Statesemphasizesthat the Kodak survey showsthat Kodak filmisactually available
inabout 40 percent of thestoresin Japan. Kodak’ ssurvey design, which utilized well-accepted stati stical
sampling methodology, was based on the method used for Japan’s National Survey of Prices. A total
of 2,028 outlets in 144 cities and 45 of 47 prefectures were randomly surveyed in proportion to their
shareof film sales. For example, approximately half of thefilm sold in Japan isthrough photospecialty
stores, so half of the outlets surveyed were photospeciaty stores. The results were then weighted by
film sales by prefecture because actua sales data by store are not publicly available.

6.398 According to Japan, historically, single-brand distribution did not stop foreign market share
of colour film from doubling from 1970 to 1981 (from 10.1 to 20.0 percent), and foreign market share

85According to Japan, inasurvey of the 278 secondary wholesalers that carry Fuji brand film, 62.0 percent of the outlets
representing 77.3 percent of the volume of film being sold carried at least one foreign brand of film.

86The United States notes that a review of the survey forms provided by Japan in response to the US request showed
that 2,061 stores were surveyed, not 1,966 stores as claimed by Japan. Furthermore, stores were surveyed in nine different
prefectures, not six cities is claimed by Japan. Japan claimed that the random sample included 600 photospecialty stores
and 114 supermarkets, but on examination the United States found that the random sample instead included 609 stores of
at least 10 different outlet types. Finadly, the statement that "the number of samples was determined in proportion to its
sales share in the film market" was found to be inaccurate. For example, 26 percent of film sold in Japan is sold in stores
in the supermarket-department store category; however, only 10 percent of the outlets in the Fuji survey were of that type.
Convenience stores sell approximately 8 percent of the film in Japan, but 19 percent of the stores surveyed by Fuji were
convenience stores, Survey on Film Retail Outlets, 1997, Japan Ex. C-22.

&7According to the United States, fewer than one third of the survey's 2,061 outlets were randomly surveyed. Thus,
Fuji’s "random sample" was drawn in a manner which would systematically bias upward the reported availability of Kodak
film.

88 Japan's view, the United States appears to confuse the exhaustive survey of the wholesalers' customers with the
sampling done for the retail availability survey. Japan responds to USallegations about the sampling techniques of the retail
availability survey in Japan Ex. F-7.
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of black and white film from surging more than six-fold from 1970 to 1985 (from 6.6 to 41.4 percent).
At present, single-brand distribution hasnot prevented foreign consumer film from extensivepenetration
of distribution channels. Accordingly, 62 percent of the customers buying from single-brand wholesders
of Fuji brand film, representing 77 percent of salesvolume, already carry Kodak brand film, obtained
from other channels. Furthermore, Japan emphasizes that there are no governmental or legal barriers
to domestic manufacturers’ primary wholesalers carrying competing brands if they thought it to be
in their business interest to do so. Japan concludes that the government did not create the market
structure, and the market structure has not limited opportunities for foreign consumer photographic
products.

6.399 Japan contests the US allegation that cutting prices "could bring automatic scrutiny”. Japan
contends that, while the United States underscores Kodak's efforts to cut prices, it does not identify
asingle instance of Japanese Government intervention to discourage Kodak from offering low prices.
The only scrutiny of prices was and remains scrutiny by the JFTC of paralel and simultaneous price
increases by all manufacturers, domestic and foreign, in the Japanese market.

(iii)  Vertically integrated distribution system

6.400 AccordingtotheUnited States, the Japanese Government and Japaneseanaystshavefrequently
acknowledged that manufacturer-dominated distribution keiretsu operate to the advantage of the dominant
manufacturersand limit competitors access, including accessof foreign firms. TheJFTC's1992 study
of highly oligopolistic industries concluded that manufacturer-dominated distribution systems "may
serve ameans for competitive obstructionist acts of exclusionary behaviour".®° A 1989 study by the
Institute for Distribution Research observed that "once keiretsu-ka has been established, it can give
the impression of [adistribution system that is] inflexible and closed. Many foreign firms, especially,
have seen it as a problem with the distribution system in general” .2 The Economic Planning Agency
concluded in a1989 study that Japan' s distribution system with keiretsu-nized channelswas " hindering
the import expansion" and "if the foreign businesses contract their own marketing channels, initial
cost for participating in our nation's market will be excessive'.?' The United States quotes aformer
member of MITI's Industrial Structure Council who commented that "policies ... protecting small
distributors ... are competition controlling policies [which] maintain the distribution system whichis
closed to foreigners".8%

6.401 Japan responds that the United States struggles to develop a logical link between MITI
distribution policiesandincentivesto vertically integratefor asimplereason: thedocumentsthemselves
do not talk directly about any intent to encourage vertical integration. There are no statements - either
by MITI or by the various advisory councils - directly calling for vertical integration. To the contrary,
totheextent thereisany discussion of vertical integration at all, onefindsin thevariousadvisory council
reports ambivaence at best and often hostility towards excessive vertica integration. Japan cdls atention

8°The study observed film that "Fuji Film has contracts with seven stores; four of the tokuyakutens are essential and
operate on a national scale'. JFTC Economic Research Survey Council Report, The Competitive Situation in Highly
Oligopolistic Industries, August 1992, US Ex. 92-4, p. 28.

80Djstribution Problem Research Council, Report on the Seventh Distribution Problem Research Committee Meeting,
1989, US Ex-63.

% Digtribution keiretsu-nization achieves channel control and organizes the distribution route by creating a long-term
and fixed trade relationship with the distributor in order for the manufacturer to develop the marketing strategy effectively....[I]n
akeiretsu-nized channel, these are cases inwhich imported products are difficult to handle due to fragmentation of the chain
stores, etc., and this means that existing marketing channels cannot be used by the foreign businesses. Economic Planning
Agency, Planning Bureau, Research Related to Imports and Prices, 1989 Report, p. 8, US Ex 89-1.

82\1jyashita Masafusa, 4. Problems in the Wholesale Industry and Direction for Reinforcing Functions, Henkakuki no
Ryutsu (Distribution in Transition: Strategic Challenges for a New Era). Edited by Yoshihiro Tajima, 22 November 1991
pp. 69-80, US Ex. 72.
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to the Sixth Interim Report in 1968, which continues to see vertical integration as a problem. The
report notes the importance of maintaining a balance of power throughout the distribution chain:

"In addition, it is desirable that situations in which one party in distribution activity
is subordinate to the others, and its development hindered, should be eliminated as
much as possible, and that commercial activity should be conducted on the basis of
fair negotiations between the parties. Great importance should be attached to the fact
that, if such a balance of power is redized, even if more powerful enterprises and
organizations emerge at the production distribution or consumption stage, other stages
will act to counter [such counter influences] and will fulfill the function of preventing
harmful effects".®

In Jgpan’ s view, recognizing the trend toward vertica integration, the report discusses both its advantages
and disadvantages.

(iv) Alternative distribution policies

6.402 The United States notes that Kodak attempted to find a route to market around the closed
wholesaledistribution channels, but with only limited results. Kodak hasaggressively sought to expand
film sales through the photofinishing laboratory channel, but is only able to sell about one-quarter of
itsfilm through thischannel. Moreover, Kodak faces constraintsin further expanding its sales of paper
to laboratories and distribution of film through laboratories because many laboratories have exclusive
relationships with Japanese manufacturers.®*

6.403 Japan responds that Kodak has a network of affiliated laboratories just like the domestic
manufacturers. Moreover, agpproximately 60 percent of tota paper sdesin Japan are to minilaboratories,
which exist completely outside the " captive market" complained about by the United States.®® Japan
also notes, quoting an industry report,®® that affiliations between manufacturing and photofinishing
laboratories are common around the world.

6.404 According tothe United States, Kodak has sought to compete on the basis of price and product
innovation seeking to both gain accessto the primary whol esal e channel sand establish aternativeroutes
tothemarket.®’ However, therewasanegativecorrel ation between Kodak' swholesa epricereductions
and its share of domestic sales, which declined slightly during the same period. Furthermore, Kodak
introduced a variety of innovative products with no competitive Japanese counterparts and undertook
aggressive marketing campaigns.®® Contrary to Japan's argument that Fuji and Konica spent 18 times
the amount of foreign brands on advertising, ®° the United States point out that the Economist estimates
that Kodak’ sadvertising expendituresin Japan weretripl ethose of the Japanese manufacturerscombined
during the 1980s, the period cited by Japan.®™

83gixth Interim Report, p. 10-11, U.S. Ex. 68-8.

84Affidavits of Sumi Hiromichi, US Ex 96-10 and William Jack, US Ex. 97-2.

85See also sub-section V.A.3.(€) on "The market for paper" above, in particular para. 5.67.

861993-1994 International Photo Processing Industry Report, p. 7-2, Japan Ex. B-54.

87According to the United States, Kodak lowered prices by 56 percent during the period of 1986-1995, further widening
the already sizeable gap between its wholesale prices and those of the Japanese manufacturers.

88The US dtates that the impact of advertising istypically evaluated not only by money spent, but by the extent to which
brand recognition isincreased. Kodak has focused on advertising campaigns that would most increase its brand recognition.

%Y uryoku Kigyo no Kokoku-Senden-Hi (Advertising Expenses of Major Companies), Nikkei Kokoku Kenkyusho, December
1974 - September 1994, Japan Ex. A-7.

8°The Revenge of Big Yellow, Economist, 10 November 1990, p. 2.
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6.405 Japan notesthat Kodak has been telling retailers that it would like Kodak film to have exactly
the same price as Fuji brand film.#* Japan also notes that during most of the late 1980s, Kodak was
simply unwilling to compete based on price. This empirical reality can be confirmed by statements
by Kodak management. Kodak officias have made repeated public statements over the past decade
totheeffect that Kodak had nointention of attempting to gain market sharein Japan through underselling
domestic brands. 1n 1986, as the yen was appreciating rapidly, then Kodak Chairman Kay Whitmore
made clear that Kodak would not take advantage of thisexchangerate shift to undersell domestic brands:

"The President ruled out the possibility of the company passing on exchange gains
from the yen’s appreciation against the US dollar to Japanese consumers in the form
of lower prices. He said Kodak is not a price leader in Japan and had no intention
of lowering its prices to win in competition with its Japanese rivals' .8

6.406 The United States aso submits that Kodak has invested heavily in Japan, establishing Kodak
Japan in 1977 - less than a year after photographic materials manufacturers were permitted to own
100 percent of a new enterprise - to provide technical and marketing services. Kodak aswell as Agfa
also have repeatedly sought to reestablish ties to the four primary photospecialty wholesalers without
success.®”

6.407 Japan responds that thered story of the liberdization of investment in the Japanese film industry
isthat of Kodak missing opportunities to expand its presence in the Japanese market. Asaresult of
Japan’s capital liberalization policies, Kodak had many opportunities to invest in Japan. However,
with the exception of a small liaison office established in 1977, Kodak made no effort to establish a
presence in Japan until 1986. At thistime, 15 years after the onset of capital liberaization, Kodak
announced that it would expand its presence in Japan through a joint venture with Nagase to serve
the Japanese photographic marketplace directly. Thus, the timing of capital liberaization for
photographic material ssector thushad noimpact on Kodak’ sinvestment plansduring the1970' sbecause
Kodak had no investment plans during this period.

(h) Change in distribution policies

6.408 With respect to the US dlegation that MITI’s distribution policies established less favourable
competitive conditions for imported film and paper, Japan responds that what matters is whether
competitive conditions today are less favourabl e than those at the time of the relevant tariff concession.

6.409 Japan notes that even assuming that MITI’s alleged distribution policies or its effects continue
to the present day, there has been no material adverse changein the Japanese market structure for film
or paper since 1967, and no adverse change since 1979 or 1994. The trend toward single-brand
distribution of film began far in advance of 1967, and &ffiliations between film manufacturers and
photofinishing laboratories were already common by then aswell. The alleged measuresthat occurred
after 1967 such as the 1970 Guidelines were, according to the United States' own argument, merely
continuations of pre-existing policy. Japan further points out that in its discussion of the Tokyo Round
claims, the US makes only allegations about the " promotion countermeasures’ and the Large Stores
Law, but the US does not even make allegations about "distribution countermeasures’ with regard
to the Tokyo Round. Japan concludes that without any material adverse changein government policy,
there can be no upsetting of the competitive position and hence no nullification or impairment.

81See sub-section V.A.2. on "The development of the Japanese film market" above, in particular para. 5.31.

872K odak Intends to Establish Stronghold in Japan: Pres. Whitmore, Jiji Press Ticker Service, 26 August 1986, Japan
Ex. A-21.

SWTO GATT Affidavit, Albert L. Silg, Former President, Kodak Japan Ltd., 9 January 1997, and WTO GATT Affidavit,
William Jack, Manager of New Business Development, Consumer Imaging, Eastman Kodak Company, 13 February 1997,
US Ex. 97-1 and US Ex. 97-2.
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() 1990 Guidelines

6.410 In Japan'sview, to the extent MITI’s distribution policies have changed since 1967 or 1979,
the change has been favourable for the competitive position of imports. Specificaly, MITI's
1990 Guidelines, which remain in effect today, are explicitly committed to encouraging changes in
distribution practices to render the Japanese market more accessible to imports. According to Japan,
the United States as part of its deregulation proposals recently urged Japanese industry to adhere to
those guidelines.® Since 1994, the United States has not identified or even alleged any change at
al inMITI'sdistribution policies. Inlight of these facts, Japan concludesthat the distribution policies
in effect today do not establish conditions of competition less favourable for imports than those established
by the distribution policies of 1967, 1979, or 1994.

6.411 Japan points out that the 1990 Guidelines addressed exactly the samekinds of "irrationd" business
practices as those targeted by the 1970 Guiddlines, e.g., rebates, returns and dispatched employees.
However, for the 1990 Guidelines, encouragement of imports was the guiding purpose for targeting
these practices, given that they had their origin in the US - Japan Structura Impediments Initiative
("SI™")B™ at the direct request of the United States to render the Japanese market more accessible to
imports. In 1996, the US requested Japan to ensure adherence of the its business community to these
guidelines.®”®

(i) Business Reform Law

6.412 The United States submits that when the Uruguay Round ended, the exclusionary distribution
system that Japan had orchestrated after the Kennedy Round, together with the Large Stores Law and
the promotion countermeasures, werecompl etely embedded in the Japanese market and were continuing
successfully to impede market access for imported products like photographic film and paper.
Neverthel ess, Japan enacted yet another measureto ensurethat any tariff concessions negotiated during
the Uruguay Round would be offset, as had those of the Tokyo and Kennedy rounds.

6.413 According to the United States, in 1995, the Japanese Diet enacted the Special Measures Law
to Promote Business Reform for Specified Industrialists (Business Reform Law).®”” Thelaw isintended
to facilitate "reforms" by businesses in MITI-designated industries, which are being affected by the
diversification and structural changes in the domestic and overseas economic environment.®® The
Business Reform Law contains afocus on domestic production activities®” in relation to " new systems
concerning thedistribution of products".%° Thelaw authorizes abroad range of assistanceto businesses
that are part of a designated industry, including: (i) preferential financing; (ii) tax incentives;
(iii) domestic and foreign businessintelligence; and (iv) potentia exemptionsfrom the Antimonopoly

874Japan notes again that this US request to encourage compliance with the 1990 Guidelines occurred after the US panel
request in this case.

875" Asto trade practices concerning distribution, animproved environment will be sought from the standpoint of promoting
competition and securing market openness'. Fina Report of the Japan - US Structural Impediments Initiative, Actions on
Government of Japan Side, 28 June 1990, p. lI1-1, Japan Ex B-30.

876" Monitor and report on adherence by the Japanese business community to the MITI 1990 Guidelines on Business Practices
in order to promote afree, transparent, and competitive distribution system”. Submission by the Government of the United
States to the Government of Japan Regarding Deregulation, Administrative Reform, and Competition Policy in Japan,
15 November 1996, p. 7, Japan Ex B-23.

87"Special Measures Law to Promote Business Reform for Specified Industrialists, Law No. 61, 1995 [Jigyo Kakushin
No Enkatsuka Nikansuru Rinji Sochi Ho] (Business Reform Law), US Ex. 95-1.

SBMITI Industrial Structure Division, Commentary on the Business Reform Law, Article | of Business Reform Law,
US Ex. 95-4.

&l bid.

#0\hid., p. 13, US Ex. 95-4.
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Law.®! To date, MITI has designated 165 industries as dligible for assistance under the Law, among
them "Manufacturers of Cameras and Accessories'®? and " Retall Business of Cameras and Photosensitive
Materias'.? TheUS current understandingisthat MITI hasneither received nor approved abusiness
reform proposal related to the photographic film and paper industry.

6.414 Inview of the broad grant of authority represented in the Business Reform Law, the statements
by MITI officials concerning their intended application of the law, and Japan's actions over the last
30 years in restricting import access into this sector, the United States has serious concerns that its
zero-tariff bindings, which represent thecul minati on of negotiationsover threemultil ateral traderounds,
areat risk. Inthe particular context of government-business relations in Japan, the enactment of the
Business Reform Law, and the designation of this sector as one eligible for assistance, have already
sent asigna that the Japanese Government is prepared to continue its support of this sector. The
United Statesdoes not allegeat thistimethat the Business Reform Law hasalready nullified or impaired
tariff benefits that the United States reasonably expected in connection with Japan’s Uruguay Round
tariff concessions on photographic film and paper. But the clear potential existsfor thislaw to be used
to reinforce or supplement the other measures of protection that Japan has implemented in this sector.

6.415 Japan responds that the US description of the Business Innovation Law (the " Business Reform
Law" as referred to by the United States) is misleading. The law's fair treatment of domestic and
foreign enterprises and products is evident not only from the content of the law, but also from the fact
that several foreign-affiliated companies have received benefits under the law. Japan notes that the
law was never applied to the photosensitive materias retailing sector (the only eligible sector under
the law which related to film and paper) and as aresult of aregular revision of the coverage of the
eligible sectors, even that sector isno longer an eligible sector. Moreover, Japan emphasizes that the
United States specifically refrained from making any legal claims regarding this law.

4. RESTRICTIONS ON LARGE RETAIL STORES
(a) General overview of the allegations

6.416 TheUnited Statesclaimsthat the suppression of largestoresunder the L arge StoresL aw affects
the distribution of foreign film in Japan in two respects: First, therestriction of large storesindirectly
supports manufacturer domination of oligopolistic distribution structures. This structure depends on
manufacturer dominance of wholesaers, and wholesaler dominance over retailers. The United States
argues that retailers with greater purchasing power and business sophistication could effectively play
the various wholesalers and manufacturers off of each other to gain more favourable terms, and to
resist attemptsto hold theretailersunder thecontrol of asinglemanufacturer-wholesaler chain. Second,
the United States asserts that large stores provide an alternative channel to market for foreign
manufacturers excluded from thewhol esal e distribution system. With asufficiently devel oped network
of large stores, amanufacturer could reach alarge portion of the Japanese market with alimited number
of accounts.®®* Consequently, the United States claims that Japan upset the competitive relationship
between imported and domestic photographic film and paper by inhibiting the development of aviable
aternative channe for the distribution and sale of imported film and paper.

81The United States explains that in order to receive assistance, abusiness inadesignated industry must submit abusiness
reform plan to the competent ministry (e.g., MITI) which must approve the plan. Assistance is available for retooling,
restructuring, expanding or contracting operations, or making additional capital investment at greatly reduced costs.

82Degignation number 123, MITI Ministerial Order No. 31, 1995.

83D egignation number 164. MITI Ministerial Order No. 31, 1995. The list of 165 industries is provided for under Article 2
Clause 1 of the Business Reform Law.

84E.g., Agdfa sdlls about haf of its film in Japan to a single store chain, Daiei, Japan's largest supermarket.



WT/DS44/R
Page 272

6.417 Withrespect to the Kennedy Round, the United States submits that at the same time when Japan
closed off the primary Japanese distribution channel sasthetraditional routesof distributiontoimported
photographic film and paper, it began taking steps to control the growth of large stores. According
to the United States, between 1968 and 1971, MITI limited the growing number and commercid viability
of large stores by issuing administrative guidance with a view to:

) expanding and strengthening the application of the existing Department Store Law to
types of stores not within the law's legislated scope;

(i) imposing prior notification requirements;

(iii)  establishing adjustment proceduresto reducethe size of proposed or expanding stores;
and

(iv) limiting certain retailer activities such as advertising, bargain sales and pricing, and

hours of operation.

6.418 1n 1973, the Diet approved the Large Stores Law which became effectiveon 1 March 1974.5%
Under the law as it was first enacted, builders and retailers of stores larger than 1,500 square meters
were required to notify MITI prior to the completion of construction or the opening of alarge store.
If MITI determined that the store risked causing a significant impact on local small and medium-sized
retailers, it could subsequently adjust:

) the size of the store;

(i) the opening date;

(iii)  the number of holidays; or
(iv) the hours of operation.

6.419 The United States aleges that the enactment of the Large Stores Law resulted in fewer large
retail stores, stores of smaller size, and substantial delays in large store openings or expansions.%°
Thisin turn resulted in significant limitations on the opportunity for imported products to penetrate
the Japanese market through large stores. According to the United States, |arge stores were extremely
valuable to foreign film and paper manufacturers because large stores:

) have the potential to serve as an aternate route to distribute imported film;

(i) have more shelf space to carry secondary and tertiary brands, including imports;

(@iii)  typicaly purchase directly from the manufacturer, not from primary wholesaers; and
large stores have the capacity to act as secondary wholesaers.

6.420 Therefore, the United States claims that by reducing the aggregate size and efficacy of large
stores, Japan upset the competitive relationship between imported and domestic products and, in
conjunction with the other countermeasures, effectively neutraized any beneficial impact that Japan's
Kennedy Round tariff concessions had on US exports of film and paper products to Japan.

85According to the United States, the Diet acted upon advice by the Distribution Subcommittee's Tenth Interim Report
which recommended replacing the Department Store Law with anew law that would apply to all stores of a specified size,
regardless of storetype. Industrial Structure Council, Distribution Committee, Retail Business Under Distribution Reforms,
The Direction of Revising the Department Store Law (Tenth Interim Report), November 1972, US Ex. 72-3.

8Frederick Nagai: Affidavit, pp. 2-4, USEXx. 97-8. The MITI Vision for the 1990's stated that under the Large Stores
Law, "there have been ... instances in which the adjustment process has been needlessly prolonged”. After the Implementation
of the "Large Store Law" Consistent Results from Time Redtrictions, Camera Times, 11 May 1976, p. 5, US Ex. 76-3.
After the Large Stores Law was enacted in 1974, the number of applications for "large stores' declined steadily over the
five-year period 1974 to 1978 (with the exception of a temporary increase in 1977) to well below the 1974 level.
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6.421 With regard to the Tokyo Round, the United States submitsthat, on 11 May 1979, exactly one
month before the formal end of the negotiating round, Japan implemented an amendment to the Large
Stores Law®” and MITI issued severa directives. These amendments:

() dramatically expanded the scope of the L arge Stores L aw which previously had covered
stores of 1,500 sgquare meters or more by extending it to cover stores as small as 500
sguare meters,

(i) delegated to the prefectura governorsresponsibility for regulating largestores between
500 and 1,500 square meters; and

(iii)  gavesmall and medium businessesamoresignificant rolein theformal review process
by requiring that builder notifications be submitted 13 months prior to the proposed
building completion date during which time the builder, proposed store operator and
local businesseswould engagein an™informal adjustment process" to negotiate changes
in the notification. %%

6.422 The United States further explains that in January 1982, MITI gave guidance to prefectural
governors discouraging acceptance of any notifications in areas having a"high level" of stores larger
than 1,500 sguare meters or defined as "small in scale'.®® At the same time, MITI introduced a
requirement that builders provide a" prior notification explanation" to the affected community before
attempting to submit a notification to MITI.

6.423 According to the United States, the post-Tokyo Round changes to the Large Stores Law had
two primary effects. First, the period of time between notification and the compl etion of the adjustment
process increased significantly. Second, small and medium retailers took full advantage of the "pre-
notification explanation” and "informal adjustment” processes to extract adjustments that would not
be realized through the formal adjustment process.?® The United States claims that, as a result, the
number of large store notifications declined sharply notwithstanding that the amended law regulated
stores of much smaller size than the law as originally enacted. Thisin turn upset the conditions of
competition between imported and domestic photographic film and paper. The United States stresses
that MITI' sstrengthening of the L arge StoresL aw was so effectivethat retail ersattempted to circumvent
it by merging with other retailers to avoid the inevitable difficulties and delays involved in trying to
open anew large store or expand an existing large store. In July 1981, the JFTC issued specia Retail
Merger Guidelinesthat applied a highly restrictive market definition which had the effect of impeding
retailers from using mergers to avoid the Large Stores Law.®!

6.424 IntheUSview, theregulationsonlargestoressignificantly limited the opportunity for imported
products to penetrate the Japanese market through large stores. This was accomplished by further

8The United States notes that the amendment to the Large Stores Law was passed in November 1978, but did not become
effective until May 1979. The United States and Japan concluded their substantive Tokyo Round negotiations on many products,
including film, in the summer of 1978. Letter to Walter Fallon, President of Kodak, from Deputy Trade Representative
Alan Wolff of 30 August 1978, US Ex. 78-6.

88\MITI Directive Nos. 365 and 366, 11 May 1979, US Ex. 79-2 and 79-4. The prior adjustment step increased the
restrictiveness of the adjustment process by providing an unofficial forum not attended by any Large Scale Store Council
officials inwhich local retailers could levy demands upon large scale stores. Because officials at the formal adjustment stage
required consensus from prior adjustment in order to approve an adjustment plan, this process resulted in agreements and
memorandums of understanding that severely limited the competitiveness of large scale stores. Agreements reached pursuant
to the informal adjustment process were presented in the formal adjustment process and were used in developing the Large
Store Council's recommendations to MITI for the reduction in store size, delay in opening date, and changes in closing times
and number of holidays.

89MITI, Industrial Policy Bureau, Immediate Measures Regarding Notification to Establish Large Scale Retail Stores,
Policy Bureau No. 36, 30 January 1982, US Ex. 82-2.

80E g., price restraints and promises not to enter into certain product lines or services.

®1Retail Merger Guideline (extract): Administrative Procedure Standards for Examining Mergers for Transfers of Business
in the Retailing Sector, 24 July 1981, US Ex. 81-6.



WT/DS44/R
Page 274

reducing the aggregate size and efficacy of large stores as an adternative channel for the distribution
and sale of imported film. In the absence of the government's regulation of large stores, imported
film would have had substantially greater opportunitiesfor distribution and salein the Japanese market
following the Tokyo Round.®% The United States claims that the Japanese Government imposed these
measures to neutralize the ability of foreign producers to capitalize on the market opportunities that
they legitimately anticipated would emerge following the tariff concessions that Japan made during
the Tokyo Round and thus nullified and impaired the benefits of those concessions within the meaning
of Article XXII1:1(b).

6.425 As to the Uruguay Round negotiations, according to the United States, at that point Japan's
trading partners knew that the Japanese market was difficult to penetrate, but the way in which the
Large Stores Law worked in concert with the distribution countermeasures and promotion
countermeasures to systematically offset tariff concessions for photographic film and paper was not
known. The United States claims that this web of liberaization countermeasures has continued to operate
tonullify or impair USbenefits, inter alia, dueto the sharp diminution of alternativechannelsto primary
wholesale channels of distribution.

(b) Effect of the Large Stores Law on imported products

6.426 Japan arguesthat in anon-violation case the complaining party must show how the " application”
of a measure to specific products nullifies or impairs benefits with respect to those products. Since
the benefit consists of legitimate expectations concerning the competitive opportunities for imported
products, it follows that for ameasure to nullify or impair that benefit, it must "apply" to the products
in question. &3

6.427 Japan notes that in the present case the United States bears the burden to show specifically
how the application of the Large Stores Law to the specific products at issue, i.e., black and white
film and paper, and colour film and paper, nullifies or impairs some benefit. Japan maintains that
the law and its implementing regulations neither apply directly to film or paper, nor to any product
generaly.

6.428 Further, Japan submits that the law does not distinguish between domestic and imported film
and thus there is no explicit disadvantage imposed on imports. Furthermore, the regulation of large
stores under this law also does not impose any inherent disadvantage on imports and there is nothing
intrinsic in the nature of imports that renders them less capable of competing in a marketplace where
adiversity of retailing typesis promoted.®** Accordingly, the law cannot be upsetting the competitive
position of imported photographic film and paper.

6.429 Moreover, Japan points out that the Large Stores Law does not vest the government with the
authority to recommend or order any store to carry certain products or products of a certain origin.®®
In addition, the regulationsimposed by the law on large stores do not depend on the origin of products
carried by largestoresor small retailerswithintheir vicinity. Thus, thelaw doesnot createany artificia
incentivefor retailersto buy domestic film, nor doesit discourageretailersfrom buying imported film.
For Japan, thereis thus no reason to believe that larger retail spaceinherently works to the advantage

82The United States notes that from 1990 to 1992, Japan made a number of changes to the law, purportedly to reduce
its adverse impact on the operation of large stores. Asthe 1995 JFTC Study documents, however, these amendments failed
to alleviate the major restrictive impact of the law.

8%33gpan recalls that all previous findings concerning non-violation complaints have addressed only two specific type of
measures:  product-specific subsidies and tariffs, which have been clearly "applied” to the products in question.

8%See United Sates - Automobiles, GATT Doc. DS3UR, para. 5.14.

8%Japan claims that the only distinction the law draws with respect to products is to apply more liberal rules with respect
to retail stores that carry imported products.
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of imported film products, because retailers choose products to maximize profit, and the size of retail
space does not change the profitability of film products to the advantage of domestic brands.
Accordingly, the law is thus incapable of atering even indirectly the competitive conditions between
domestic and imported products.®® Japan concludes that it is not possible for thislaw to frustrate any
reasonable US anticipation concerning specific products at the time of any of the relevant tariff
CONCESSIoNS.

6.430 The United States points out that it has been established under GATT jurisprudence that
investment measures can "affect” trade in goods within the meaning of Article 111, and therefore are
not exempted from being the subject of dispute settlement. The panel on Canada - Administration
of the Foreign Investment Review Act (" Canada - FIRA") found that provisionsin Canada s investment
law had a direct impact on trade in goods.®¥”

"... the Panel could not subscribe to the assumption that the drafters of Article 111 had
intendedtheterm" requirements” to excluderequirementsconnected withtheregul ation
of internationa investments and did not find anything in the negotiating history, the
wording, the objectives and the subsequent application of Article 111 which would support
such an interpretation”.

The United States emphasizes that the Canada - FIRA panel made clear that it was examining the
chalenged practices under the FIRA "soldly in the light of Canadd s "trade obligations' under the Generd
Agreement" %%

6.431 Japan responds that the Canada - FIRA panel's holding was quite narrow and provides an
important benchmark for a comparison with the broad measures at issue in this dispute. Specificaly,
Japan notes that the panel's consideration was limited to investment measures that were conditional
upon the purchaseand export of origin-specific products. Thus, the Canadian measureswerenot broad,
facidly neutra requirements like the Large Stores Law, but rather origin-specific requirements pertaining
to products which happened to manifest themselves as conditions to more broad investment reguirements.

6.432 TheUnited Statesfurther submitsthat previous panelsfound that ameasure may beinconsi stent
with Article I11:4 if it affects the distribution of products, regardless of whether the measure "directly
governs' treatment of products, or rather regulates service providers and does not directly regulate
products.?® In the view of the United States, the standard certainly should be no higher under
Article XXII1:1(b), where the issue is whether there is nullification or impairment of benefits "as the
result of ... the application by another contracting party of any measure, whether or not it conflicts
with the provisions of this Agreement".

6.433 Japan recalls that in the context of Article 111, the United States itself has argued that
"governments make regulatory distinctions for many reasons that have nothing to do with trade
protection” on specific products. Japan mentions that in its submission in Japan - Taxes on Alcoholic
Beverages case, the United States commented on broad based |aws that may affect the distribution of
foreign origin goods, and argued that these types of laws should not violate Article 11 simply because

8%|_arge Scale Retail Store Law, Article 7, Japan Ex. C-1. (Deliberation Procedures, Section I, Japan Ex. C-4). Japan
notes that the United States has not challenged this characterization and rather seems to claim that large stores favour foreign
products while smaller stores carry more domestic film because of the allegedly exclusive distribution network for film.

87Adopted on 7 February 1984, BISD 305140, 161, para 5.12.

8®bid. p. 157, para. 5.1.

8%9See also Panel Report on Canada - Certain Measures Concerning Periodicals, adopted 30 July 1997, WT/DS3V/R,
p.2, paras. 5.13-5.19. (Panel found that measure could be covered by Article Il whether or not GATS could also apply
to that measure).
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of adisproportionate impact. In particular, the United States hypothetically examined Sunday retail
closing laws, which are very similar to the Large Stores Law at issue here:®°

"Many jurisdictionshaveadopted Sunday closing laws, which disproportionately affect
supermarkets and other largeretail businesseswhich distribute goodsof foreign origin.
These stores sell exactly the same products on Sunday and on the other days of the
week. We doubt that such measures should be deemed to be violations of Article Ill
simply because of the disproportionate impact of Sunday closing laws on imports".

6.434 Japan aso recallsthat in the context of Article XXI111:1(b) the United States argued before the
panel on EEC - Oilseeds: "The United States did not consider that any changein governmental policies,
evenif it hasharmful tradeeffects, constitutesnon-violation nullification or impairment".** TheUnited
States then went on to give the specific example that a change in income tax rates would fall outside
Article XXI111:1(b).% In Japan'sview, the Large Stores Law isindistinguishablein terms of its nature
from the example of achangein incometax rates cited by the United States. Even if people with higher
incometend to purchasemoreimported products, theintroduction of progressiveincometax rateswould
not be actionable under Article XXI11:1(b), despite the greater impact on those who tend to buy more
imported products. Japan contends that the Large Stores Law does not regulate any of the specific
products at issue here, i.e., black and white or colour film and paper. Whereas GATT disputes have
traditionally focused on how specific measures affect specific products, the law in question in this case
does not draw distinctions with respect to film or paper, or even mention them. Accordingly, Japan
concludesthat the Large Stores L aw cannot upset the competitive position of imported products within
the meaning of Article XXI1I:1(b).

6.435 Japan suggests that under the overbroad UStheory of Article XXI11:1(b), virtually every form
of government policy would become actionable as measures potentialy relating to specific products.
For example, al restrictions on investment would become actionable, because investment could relate
to efforts to sell products. Japan believes that a clear nexus must exist between specific products and
the challenged government measure, and that the US allegations concerning the Large Stores Law do
not meet this test.

%panel Report on Japan - Taxes on Alcoholic Beverages, adopted 1 November 1996, WT/DS8, 10 and 11U/R, para.
4.40. Appellate Body Report on Japan - Taxes on Alcoholic Beverages, adopted 1 November 1996, WT/DS8, 10 and 11/AB/R,
p. 21.

IEEC - Oilseeds, BISD 375/86, 117-118, para. 114.

%21 bid.
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(© Causal connection

6.436 TheUnited States recallsthat recent Japanese Government studies document that large stores
aremorelikely to carry importsthan small stores.®® Thereasonsfor thisgreater "import friendliness"
of large stores include their greater shelf space which alows them to offer a diversity of brands, and
their economies of scale that make direct-to-retail saes efficient for foreign suppliers. The United
States points out that numerous other studies by Japanese Government, industry, and academic experts
aso found the greater likelihood of large stores to carry imports.®* The United States also claims
to have submitted a methodologically rigorous survey demonstrating that large stores are more likely
to carry foreign film. Specifically, according to that survey, foreign film was available in 40 percent
of stores under 500 square meters, 49 percent of stores between 500 and 2,999 square meters, and
63 percent of stores 3,000 square meters and greater. Moreover, the United States' analysis of the
retail film survey conducted for this case and submitted by the Japanese Government reveal s that stores
subject to the Large Stores Law were significantly more likely to carry foreign film than small stores
(those under the Large Stores Law floorspace minimums).®®

6.437 InJapan'sview, the United States has not proved that restrictions on large stores impede imports
of film or paper. Asto the US argument that large stores are especially accessible to imports because
of economies of scale in their purchasing activities, Japan responds that the presence of economies
of scale is not dependent upon retail floor space.

6.438 With regard to the US evidence showing a correlation between store size and propensity to
sell imported film, Japan responds that this evidence fails to take into account the type of retail outlet
and the relative film sales volume of the outlets surveyed. In Japan's view, proper analysis shows
that the availability of imported film has no correation with the store size, in particular because of
thesmall sizeof film. Japan presented the resultsof asurvey of approximately 2,000 stores, comparing

%3The United States cites the following Japanese Government studies in support of these points:

0] A 1989 study by the Economic Planning Agency found that relaxing the restrictions on large stores would promote
competition and "facilitate the promotion of imports;" Economic Planning Agency, Planning Bureau Research related
to Impact Prices, 1989, p. 23, 45, US Ex. 89-1.

(i) A June 1995 study by the JFTC's Government Regulation and Competition Policy Research Council found that
Japan's regulation of large stores interfered with the expansion of imports of products; JFTC Concerning the
Reevaluation of Government Regulations in the Distribution Sector, June 1995, US Ex. 95-11.

(iii) Another 1995 study by the JFTC found that the restrictions on large stores hindered price competition and imports;
JFTC, Research on Domestic and Imported Products Sold at Lower Price, June 1995, pp. 29-30, US Ex. 95-10.

(iv) A December 1995 study by the Small and Medium Enterprise Agency found that stores with higher annual sales
were more likely to carry imports. MITI Medium and Small Industry Agency, Medium and Small Retail Data
Book: Current Situation and Issue in the Medium and Small Retail Industry, 1 December 1995, pp. 96, 98,
US Ex. 95-19.

Japan responds that none of these studies makes any attempt to supply any statistical data in support of the contention that

large stores generaly are more likely to carry imported products than smaller ones.

Examples cited by the United States include:

0] In 1987, Japan's leading business association that includes all major manufacturing exporters, the Federation of
Economic Organizations, issued aproposal for stimulating imports of manufactured goods into Japan. The proposal
noted that "large-scale retailers are actively selling imported products and have plans to continue doing so, but
on the other hand avariety of regulations make it difficult to carry out these plans[including the Large Stores Law]".
Proposal On The Stimulation of Imports of Manufactured Goods Based On The Results of Case Studies of Individual
Products, Japan Federation of Economic Organizations, 22 September 1987, US Ex. 60.

(i) In 1982, a JFTC study concluded, "the relatively small size of the stores and limited retail floor space ... imposes
alimit on how many different products they can carry”". The study also found, "most department stores and major
supermarkets have taken a positive stance toward introducing foreign brand name products’. Kyoso Mondai
Kenkyujo, Kosei Torihiki Joho, 17 May 1982, US Ex. 43.

9%See sub-section V.B.2.(a) on "Import-friendliness of large stores’ above, in particular para. 5.243.
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therelative foreign film brand availability in stores covered and not covered by the Large Stores L aw:
The availability was essentially identical.%®

6.439 The United States contends that the fact that film isasmal product isirrelevant to the correlation
between store size and imports. While a single roll of film might not take up much room, carrying
severa different types and speeds of film from several different manufacturers takes up considerable
retail space. If aretailer carriesafull line of onebrand of film, to create competing displaysfor Kodak,
Fuji, Konica, and Agfa would mean quadrupling the floor space dedicated to film. Accordingly, it
is not the size of the product that matters, but the size of the display for the product in al its variations
and al the competing brands that is the issue.®” In most stores shelf space is a precious commodity,
and each retailer must make choices about how many different types of products and different brands
to carry. The United States concludes that limitations on floor space by the operation of government
regulation very much can affect the choi cesthat retailers make about the number of brandsand diversity
of products they will carry.%%®

6.440 Japan responds that retailers do not necessarily display afull-line of one brand. They may
sell a partial lines of several different brands based upon their own business decisions as to which
products and which brands will maximize profit. Thus, even small convenience stores may carry multiple
brands, while large stores do not necessarily have a large area devoted to film.

6.441 With respect to Japan's contention that instead of the correlation between a store's size and
its likelihood of carrying foreign film, a better correlation is between a store's volume of film sales
and itslikelihood of carrying foreign film, the United States responds that these two findings are not
mutually exclusive if a store's volume of film sales correlates with its size. In the US view, alarge
storeis aso more likely to have a higher volume of film sales, and in both cases it is more likely to
carry foreign film. The United States argues that in general larger stores have higher volume sales®®
and that Japan has not submitted credible data to show that this logical correlation does not apply in

9%gurvey conducted by Nippon Research Centre Ltd. and Commissioned by Fujifilm during the Section 301 proceedings.
Fujifilm's Rebuttal Regarding the Alleged "Distribution Bottleneck”, 21 December 1995, Japan Ex. A-16.

%7A full display of Kodak film would include, at a minimum, 100, 200, 400, and 1000 ASA colour film, in rolls of
12, 24, and 36 exposures, for dlides and for prints, as well as black and white film and "multipacks' combining rolls of
various speeds, and single-use cameras. In the colour film product line alone, Kodak offers the following items: Super
Gold in 100, 200, 400 and 1600 - in single rolls (12, 24, 35, and 36 exposures), and in 2, 3, 4, or 5roll packs; Roya Gold
in 25, 100, and 400 - in single rolls (24 and 36 exposures), and 2, 3, or 5roll packs, Ectochrome Dyna in 50, 100, 200
and 400 - in single rolls (24 and 36 exposures), and 5 and 20 packs; Chrome in 25, 64, and 200 in single rolls (24 and
36 exposures), and 3 and 10 packs; single use cameras in five different varieties including a new APS version.

%% aletter of December 1996 to MITI, Japan's largest photospecialty retailer, Yodobashi, makes clear that adownward
revision of its floorspace plans for a new store affected the retailer's ability to market foreign film as it had planned. The
letter protested the decision in the large-store review process to reduce the stor€'s floorspace from the proposed 8,050 square
meters to smaller than 6,500 square meters: "... if we reduce the store's floorspace, asituation can be anticipated in which
our company's store-opening plan itself might become impossible to implement. Moreover, even if we tried to maintain
the previoudly planned efficiency using the reduced floor area by changing the content of our store plan, we would have
no other choice than to drasticaly change the plan so that, for example, the saes display of imported film ... would have
to be reduced”. Letter Form Akikazu Fujizawa, President, Yodobashi Camera K.K. to Director General Tohoku Region
Trade and Industry Bureau, MITI, Members of the Tohoku Committee and Large Retail Store Deliberation Council, RE:
Report from Y odobashi Camera to MITI Concerning the Opening of Their New Retail Store in Sendai, 6 December 1996.
US Ex. 102.

In response, Japan points out that in the letter, the President notes that shelf-space for imported film will have
to be cut back, but also explains the real reason for this policy isthe poor sales record of imported film, not itsforeign origin.
Moreover, according to Japan, the store in question, Yodobashi Camera, is actually selling imported film today.

%®Data published by MITI show adirect correlation between store size and annual sales inJapan: e.g., lessthan 1 percent
of the smallest stores (less than 33 square meters) have annual sales greater than 300 million yen, while percent of the largest
store category (more than 218 square meters) have sales in excess of 300 million yen. MITI, Current Status and Challenges
Facing Small and Medium-Sized Retailers, 1 December, 1995, p. 1, US Ex. 92.
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the case of photographic film.9° In fact, an analysis of the Japanese survey data submitted at the US
request® revedls that stores subject to the Large Stores Law were significantly more likely to carry
foreign film than small stores (those under the Large Stores Law floorspace minimums), and that the
stores subject to the law also sold higher volumes of film.”? The United States concludes that Japan
has refuted neither the genera studies nor the film-specific study showing aclear correlation between
store size and likelihood to deal in imports. The United States maintains that the suppression of large
stores in Japan is a suppression of sales opportunities for imports.®*3

6.442 Japan further argues that both of the surveys agree that a store selling a high volume of film,
for example photospecialty stores and supermarket stores, are likely to carry multiple brands to meet
their consumers' demand, while otherslike kiosks tend not to do so, as described in Section V.B.2(c)
above. Japan further points out that it is clear that what a market survey showsis not the competitive
relationship between products, but the results of market competition, which is generated from the complex
interaction of various factors, among which the competitive relationship is no more than one factor.
Thus, competitive relationship cannot be deduced from market survey results.

6.443 For Japan, the United States claims regarding the Large Stores Law do not have any logical
relevanceto photographic paper, sincethat isaproducer, not aconsumer product. First, photographic
paper isnot sold at retail, it israther soldto photofinishing laboratorieswhich arevirtually never covered
by the Large Stores Law. Second, the US argument about discouraging multiple brandsis irrelevant
in the context of photographic paper because no purchasers use multiple brands of paper at the same
time. Thus, in Japan's view, the Large Stores Law does not affect the propensity of a photofinisher
to choose domestic or foreign brands of photographic paper.

(d) Change in policies or continued restrictions of large stores

6.444 TheUnited Statesarguesthat the concern that large stores would undermine the manufacturer -
dominated distribution system is recurrent in surveys by Japanese Government: It isreflected in the
1969 survey of transaction terms in the photographic film sector;*** in 1986, the Economic Planning
Agency made the same connection;*™ in 1989, a Japanese survey drew the same connection between

90T he United States criticizes that Japan presents an unusable diagram, with an unreadable scale, based on indefensible
methodology, from which no conclusion can be drawn.

*UFirgt Panel Meeting, Japan's Response to US Question 2.

2| the US view, as with any scientific study, credibility depends on submitting the entirety of one's data and analysis
for scrutiny and verification by other experts. The United States inthis case provided the entirety of itsdata to Japan, including
each individual questionnaire response.

*3The United States has performed another run of its data using store type as a proxy for sales volume. Specifically,
the United States sorted its data on the assumption that: (I) kiosks, small convenience stores, pharmacies, and cleaners were
likely to deal in small volumes of film; (ii) large convenience stores, convenience stores at tourist sites, and grocery stores
were likely to ded in intermediate volumes of film; and (iii) photospecialty stores, supermarkets, and discount stores were
likely to deal in the largest volumes of film. According to the United States, this data shows that the correlation between
store size and imports holds even when controlling for sales volume, (i.e., these store types).

In response, referring to the category (iii) above, Japan argues that the two surveys themselves indicate no meaningful
difference in the imported film availability at stores included in this category, regardiess of whether the store size is above
or below 500 square meters. The remaining stores - not major distribution channels of film - consist of convenience stores
and kiosks for the most part, and show the lower availability of imported film. Stores selling a high volume of film, for
example, photospeciaty stores and supermarket stores, are likely to carry multiple brands to best meet consumers' demand,
while other stores like kiosks tend not to do so.

4 ngtitute of Distribution Research, Fact-finding Survey Report Pertaining to Transaction Terms. Actua conditions
of Transaction Practices in the Wholesale Industry, March 1969, pp. 1-21, 287-319, US Ex. 15.

95"What are the factors behind such alarge number of micro-sized retail stores in Japan? The following factors may
becited ... (3) keiretsunization of distribution by oligopolistic manufacturers'. Distribution and Business Practices of Imports,
Edited by the Price Policy Department, Price Bureau, Economic Planning Agency, 28 March 1986, USEx. 54. In addition,
the United States presents an economic analysis from Japanese antitrust scholars that confirm the connection between restrictions
on large stores and Japan's oligopolistic distribution system. These scholars explain that the Large Stores Law disrupted
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the growth of large stores and a challenge to vertically integrated distribution.®*® In the US view, this
demonstratesthat concern about themarket power of largestoresand chain storespersistsinall sesgments
of the market.®’

6.445 Japan respondsthat it was never theintention of the Japanese Government to protect thealeged
oligopoalistic, manufacturer dominated distribution structure in the Japanese film market. Onits own
terms, the Large Stores Law regulates | arge stores without regard to what relationship they and nearby
small and medium-sized retailers have with any manufacturer or distributor. Japan points out that
the Large Stores Law was designed to preserve a diversity of retailing outlets, a policy pursued by
many national and local governments around the world. Accordingly, the law does not regulate
convenience store chains, which are outside the alleged exclusive distribution network of domestic
manufacturers, and which are competing with small retailersthat may have aparticular affiliation with
domestic manufacturers. Japan further submits that the materials cited by the United States do not
support the US claims; for example, the 1969 report simply notes the need for existing stores to
streamline commercia practices to improve their efficiency.

6.446 Japan points out that, while the law and its 1978 amendments were passed after the 1967 tariff
concessions, these changes represented an " outgrowth™ of pre-existing policy, namely the Department
Store Law of 1956. Japan emphasizes that the Large Stores Law is more liberal than the Department
StoreLaw wasin 1967, inparticular, inlight of itsmoreliberal notification system and fewer regulations
on store holidays and closing time.

6.447 Further, Japan asserts that the Large Stores Law today is more liberal than its operation in
1994. Thus, even if it were accepted that restrictions on large scale retail stores are unfavourable to
imported products, thelaw is now morefavourableto imports. Three sets of deregulation of the Large
Stores Law during the early 1990s were completed by 1994, and there have been no significant changes
since then. In particular, Japan explains why the law is currently more liberd than in 1979: The law
does currently not make any adjustment for a closing time that is no later than 8:00 p.m., or for store
holidays no fewer than 24 days, whereas in 1979, the corresponding figures were 6:00 p.m. and 48
days. Since 1994, the law has also been liberalized largely to exclude storesin the 500 square meters
to 1,000 square meters range from the normal adjustment procedures under the law.*® Japan further
emphasi zes that efforts by the Japanese Government to ensure that local governments more faithfully
adhere to the nationa standards for administering this law make it more liberal.

6.448 Japansubmitsthat inthealternative, if thechangesin measureswhich occurred after therelevant
tariff concessions are not currently in effect, but were nonethel ess deemed relevant to a determination
regarding the upsetting of the competitive position of imports, the 1978 amendments extending the
reach of the law from stores with 1,500 square meters to stores with as few as 500 square meters could

"pursuit of economies of scal€" in the distribution sector, which contributed to inefficiency and alack of competition in the
distribution sector. This in turn "had provided a comfortable profit source for Japanese exporting firms' and had worked
"to foreclose the access of foreign products into the Japanese market". The scholars added, "[a] distributor's dependence
on a particular manufacturer would make distribution channels exclusive and raise entry barriers significantly”. The
Antimonopoly Laws and Policies of Japan, J. lyori and A. Uesugi, Federa Legal Publications, Inc., 1994, p. 293, US Ex
94-1.

%817 June 1989, the Economic Planning Agency (EPA) concluded that deregulation of restrictions on stores would: "not
only serves to encourage horizontal competition among different types of businesses, but also encourages vertical competition
through the exercise of buying power, thereby producing the results and effects of arelative lowering of commodity price
levels and broadening the line of product offered through the promotion of develop-and-import schemes'. EPA, Economic
Theory of Deregulation, 10 June 1989, US Ex. 64.

*TAs a general matter, in the US view, there can be no doubt that large stores tend to have more market power than
small stores. The United States submits that surveys and studies performed by and for the Japanese Government repeatedly
make the connection between controlling large stores and protecting the oligopolistic distribution system.

8Japan argues that stores in this retail space range are in principle exempt from the Large Stores Law process and that
only 2.9 percent of stores in this retail space range had to go through the law's full process.
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be seen as a regulatory tightening. However, Japan argues that these changes were already part of
the operating environment of the law by 1979. With respect to the US complaints about aleged
regulatory tightening in the early 1980s, Japan responds that these allegations are legaly irrelevant
sincethose measureshave sincebeenrepealed. Therelevant comparisonisbetween current competitive
conditions and the competitive conditions, at thetime of the relevant tariff concession, not competitive
conditions that may have occurred along the way.

6.449 TheUnited Statesrespondsthat storeswith afloor space of lessthan 500 square meters, e.g.,
convenience stores, are frequently subject to review and adjustment under the measures applied by
local governments.®® Japanese Government studies have found that these local regulations continue
to bewidespread and that they impose asignificant burden on the opening of storeslessthan 500 square
meters. Just as under the Large Stores Law, thelocal measures frequently require abuilder or retailer
to provide advance notice of its plansto establish or expand a new store, and to undertake adjustments
with local competitors. In support of this position, the United States provides an agreement between
aconveniencestoreretailer and alocal shopping center association inwhich theassociation madesevera
demands of the retailer. In the end, the retailer felt compelled to enter into an agreement with the
shopping center, which among other thingslimited theretailer’s floorspace, mandated certain holidays
and closing times, restricted the retailer’ sability to " sell competing products at asignificant discounted
price," and required the retailer to advertise on behalf of its competitors.®®

6.450 Japan responds, however, that in January 1992 the Government expressly abolished
administrative guidanceregarding prior explanation, and madethisfact well knownto al theprefectura
and municipal governments, aswell asal the MITI branchesby Circulars. Sincethen, the government
has madeitsbest effortsto correct any local regulationswhich require or recommend prior explanations
or prior adjustments, and consequently, no such local regulations exist.

6.451 Further, Japan points out that at the stage of the Council deliberation, it is neither MITI nor
prefectural governments, but the Council itself that selects partiesto present their views. Thereevant
circular requires that those parties include consumers and neutral persons of learning and experience,
and that the choice ensure equitable representation. Further, according to Japan, the United States
relies on severa erroneous translations of the cited reports by the Japanese Government in support
of its contention that the Council is strongly influenced by local retailers.

6.452 The United States rejects Japan's arguments that the Large Stores Law and related measures
do not currently suppress the growth of large stores, and that the law has been liberalized significantly
in recent years. In the US view, Japan does not appear to refute the fact that the law aggressively
checked the growth of large stores in past years, but rather asserts that it liberalized the law in the
early 1990s.

6.453 The United States maintains that the operation and application of the Large Stores Law does
currently suppress the growth of large stores as well as that Japan has imposed restrictions on large
stores for decades in the past. This suppression of large stores has supported the oligopolistic distribution
system, and has limited an dternative channe for foreign products to reach the Japanese market. Without
Japan' s strong measures against large stores, in the USview, large stores might have brought sufficient
bargaining power and competition into the Japanese distribution system to erode the exclusive vertical
control over distribution exercised by Japanese manufacturers.

%A ccording tothe United States, Japanese Government studies have found that local regulations continue to bewidespread
and impose a significant burden on the opening of stores less than 500 square meters.
9OArrangement Between A New Retail Store and the Local Shopping Center Association, 1996, US Ex. 93.



WT/DS44/R
Page 282

(e Conclusions

6.454 TheUnited States summarizesthat it has documented conceptually, empirically, and anecdotally
how the forma and informal adjustment processes continue to impose substantial burdens on the
establishment and operation of large stores in Japan.

6.455 Conceptually, the United States explains that:

- Floor space reductions reduce store revenue, and therefore may force a retailer to
operate at a size less than optimal for its profitability.%

6.456 Empirically, the United States argues that it has demonstrated that the formal and informal
adjustment procedures continue to be applied aggressively:

() According to the United States, datasubmitted by Japan indicatesthat in 1992 to 1995,
floorspace reductions were imposed in 22 to 27 percent of the cases. For these cases,
the average amount of floor space reduction was 24 percent. Thus, even today, after
the supposed liberaization, one-quarter of large stores face reductions of one-quarter
of their proposed floor space. For the United States, this is a significant burden on
large stores. Moreover, information submitted by Japan indicated that in 4 percent
of store notifications, the formal adjustments imposed are so burdensome as to cause
the store to cancel its plans to open.

(i) Information submitted by Japan al so documentsthat approximately one-quarter of large
stores are forced to add holidays and shorten hours of operation.

(ili) ~ The United States point out that these numbers greatly understate the extent of
reductions, since, as the Japanese Government itself documents, in many cases stores
undertake adjustments as a result of the informal adjustment process that takes place
beforeastoresubmitsformal notification. AccordingtotheUnited States, the Japanese
Government documents that many stores are likely to prefer to make their adjustments
through the informa process, sinceif they fail to reach consensus with their competitors,
they may be subjected to an even greater adjustment in the formal process.

6.457 Anecdotally, the United States reported on severa cases in which stores faced significant
adjustments and restraints on their operations as a result of either the forma or informal adjustment
process. %2

6.458 Japan contends that the United States has failed to demonstrate how the Large Stores Law
currently nullifies or impairs tariff concessions for consumer photographic film.

a Conceptually, Jgpan points out that the United States has failed to explain why restrictions
on large stores alter the competitive conditions relating to the specific product, i.e., consumer
film, so asto disadvantageimports. Japan emphasizesthat thelaw doesnot in any way regulate
which products are carried by large stores, much less the origin of these products;, similarly,
the law does not regulate large stores based on which products they or the small retailersin
their vicinity carry, much lessthe origin of the productsthey carry. Japan arguesthat retailers

®2The United States submits recent evidence from aretailer describing the revenue loss for different levels of floor space
reduction, aswell as anindustry journa report attributing declines in the profitability of Japan's largest retailer to reductions
in its floor space and operations arising from the Large Stores Law.

%2See, sub-section V.B.6.(a) on "Adjustments under formal procedures’ above, in particular para. 5.330.
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choose products to maximize profits, and that there is no reason to believe that restrictions
on the size of retail space changes the relative profitability of film products to the advantage
of domestic brands of film. Moreover, Japan explains that there is no reason to believe that
small and large stores approach profit maximizing differently.

b. Empirically, Japan argues that the United States also has failed to demonstrate any
causal connection between restrictions on the operations of large retail stores and the sale of
imported consumer photographic film. For Japan, athough the competitive relationship between
products cannot be deducted from market survey results, the only verifiable survey relied upon
by the United States failed to actually take account of either the type of retail outlet or the film
sales volume of the outlets surveyed. Further, both of the surveys indicate that stores selling
a high volume of film, for example, photospecialty stores, and supermarket stores, are likely
to carry multiple brands to meet their consumers demand, while others like kiosks tend not
todo so, asdescribedin SectionV.B.2(c). Thus, whilethe United Statesfailsto meet itsburden
of demonstrating a causal connection, the evidence provided by Japan demonstrates a lack of
causal connection.

5. PROMOTION "COUNTERMEASURES'
(a) General overview

6.459 According to Japan, when the Japanese economy entered the phase of mass production and
consumption in the 1950s, premiums sdes, including promotiond lotteries, became increasingly popular.
Prize money and merchandises grew very expensive. The society grew concerned about these
promotiond prizes which encourage specul ative behaviour and could impede consumers' rationa selection
of goods. Concerned about the lack of adequate meansto control misrepresentations, the public called
for the introduction of effective control of misleading representation.

6.460 With respect to the Kennedy Round, the United States submits that the 1967 Cabinet Decision
approved the use of countermeasures for " preventing foreign enterprises from disturbing order in our
industries'.®® The Japanese Government recognized that, in generd, the marketing and promotional
abilities of Japanese firms were weaker and their costs were higher than those of foreign enterprises,
and thus Japanese firms would be at a disadvantage in relation to foreign firms. To address these
problems, the JFTC imposed new restrictions on the use of premiums. The United States claims that
the JFTC's actions in this regard upset the conditions of competition between imported and domestic
products after the Kennedy Round by severdly limiting the inducements enterprises could useto attract
wholesalers, retailers, and consumers to their products.

6.461 Following the Tokyo Round, according to the United States, the Japanese Government applied
its promotion countermeasures against film and paper in distinctly new ways. For thefirst time, Japan
unleashed itscartel-like private sector enforcement councilsto regulate commercia mattersspecifically
related to film and paper. The codes established by these councils constrain the use of two forms of
economicinducements: (1) dispatchedemployees; and (2) economiccontributionstoretail promotions.
The codes aso restrict avariety of different representations made in advertisements for photographic
materials, especially where discount or price-oriented promotions are involved. The United States
alleges that the series of promotion countermeasures serves to reinforce the framework of restrictions
the Japanese Government established after the Kennedy Round. These new and strengthened measures
operated to upset the competitive relationship between imports and domestic products in Japan's
photographic material smarket by constraining theability of importsto assail thedominance of domestic

9231967 Cabinet Decision p. 3, US Ex. 67-6. In the film sector, the domestic industry was "afraid that Kodak would
use its capital strength to control the market with huge incentives like low prices, or attach some kind of gift to the film".
New York Times, 5 July 1995, US Ex. 95-14.
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market |leaders through aggressive marketing techniques and utilization of dternative distribution channels.

6.462 TheUnited States submitsthat during the negotiations of the Uruguay Round, the United States
and Japan' s other trading partners who produced photographic film and paper knew that the Japanese
market was difficult to penetrate, but the way in which the promotion countermeasures, thedistribution
countermeasures, andtheL argeStoresL aw, worked inconcert to systematically offset tariff concessions
was not known. The United States claims that the ongoing application of this web of liberalization
countermeasures has continued to operate to nullify or impair benefits accruing to the United States
not only from the Uruguay Round, but also the Tokyo and Kennedy rounds, due to, inter dia, the
inability to price and promote products effectively and competitively as a result of restrictions under
the Premiums Law and Antimonopoly Law.

(b) JFTC Notifications under the Premiums Law

6.463 TheUnited States pointsout that, in May 1967, the JFTC issued Notification 17, which banned
most premium offers between businesses. The United States has explained that this restriction had
a particularly inhibiting effect on establishing or improving relations between photographic materia
manufacturers and Japanese distributors. The United States further submits that, in July 1971, the
JFTC issued Natification 34, ruling that prizes offered through advertised lotteries, involving no required
purchase of aproduct, could not exceed 1,000,000 yen. InMarch 1977, the JFT Cissued Notification 5
which imposed limits on the value of a premium and had the effect of severely restricting the offering
of premiums on photographic film and paper to genera consumers. Given the relatively low price
of these products, the value of any premium falling within the JFTC' srestrictionswould be negligible.
The United States argues that, with Notification 17 and MITI's 1970 Guidelines for Standardized
Transaction Terms, the JFTC' s new measures on premiums upset the competitive rel ationship between
imported photographic film and paper and the domestic products by severely limiting the ability of
challenging brands, e.g. foreign manufacturers, to attract Japanese consumers through marketing and
promotions. Following the Kennedy Round, imported photographic film and paper had avery limited
market share- thelegacy of yearsof importrestrictions, hightariffs, and foreigninvestment restrictions.
Producers challenging leading brandsneed to promotetheir productsto attract consumers. For products
likefilm, the promation must be significant enough to overcome strong consumer brand loyalty because
the consequences of product failure are so significant, e.g., poor pictures of an important event. By
imposing significant limitations on the premiumsthat can be offered in open lotteries or in conjunction
with salesto genera consumers, the JFTC not only severely restricted the extent to which the foreign
enterprises could draw attention to their imported products, but aso prevented foreign enterprisesfrom
exceeding the premiums offered by their Japanese competitors. The United States concludes that in
so doing, Japan disrupted the conditions of competition in the Japanese market that otherwise would
have prevailed and that would have enabled imports from other countriesto take advantage of the tariff
CONCESSIoNS.

) Competitive position of imports

6.464 The United States alleges that the promotion countermeasures have directly interfered with
and upset the competitive relationship between domestic and imported productsin the Japanese market
by constraining the ability of the person selling imported products to: (1) attract consumer interest
in imported products through discounts, gifts, coupons and other price-cutting methods; and (2) rely
on innovative promotional campaigns, particularly ones in which prices or price comparisons are
discussed. According to the United States, the Japanese Government perceived that the marketing
and promotional abilities of Japanese firms were weaker and their costs were higher, and Japanese
firms were less able to compete aggressively on the basis of price with foreign firms and imports.
Whileforeign producersregularly advertise and otherwise promote their productsin Japan, they have
been substantially chilled from doing the promotions necessary to compete effectively. The seeming
neutrality of thesemeasures beliesthefact that they decisively tip competitiveconditionsagainstimports,
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which more than domestic products need to rely upon premiums and other promotions if they are to
attract the attention of distributors and consumers.

6.465 Japan contends that the Premiums Law does not establish conditions of competition that are
unfavourable for imported film or paper. The expresstext of the Premiums Law makes no distinction
between imported or domestic products. In general, the regulation of premiums and representations
under the Premiums Law, which aims at protecting consumers' interests and promoting competition,
appliesequally toimported and domestic products, and thus does not disadvantage imports. Moreover,
thereisnothing about restrictionson excessive premiumsor misl eading representationsthat isinherently
unfavourable to imports, nor is there anything intrinsic in the nature of imports that makes them
particularly reliant on misleading representations or the excessive premiums regulated by this law. %
The Premiums Law istrade-neutra in the sensethat itsimpact on the market accesswill befelt equally
by domestic and foreign products. In response to the "chilling effect" argument, Japan argues that
the United States shoul d show how the combination of theregulation, acode, and the Promotion Council
has operated systematically against imported products. Japan concludes that the present regulations
are not excessively restrictive or disadvantageous for imported products with a lower market share,
than for domestic products.

6.466 The United States concedes that the promotion measures are facialy neutral. However, in
the US view, Japan ignores the disparate impact its measures have had on imported photographic
materials and understates the significance of the promotional activities it has banned. Although the
measures are facially neutral, they help preserve the dominant position of Japanese film and paper
manufacturers by shielding them from significant forms of promotion competition. Marketing is
especialy important to foreign producers chalenging the domestic market |eaders because they have
been excluded from the primary wholesalers, they have limited distribution aternatives in terms of
large retail stores, and their opportunities to compete through price discounts are minimal.

6.467 Japan arguesthat other economically advanced countries havecounter partsof theseregul ations,
and the Japanese regulations are in no way more restrictive than these counterparts. Moreover, even
if regulations are eased, dominant brandsarelikely to counter such attemptswith promotional activities
of their own. Consequently, in this particular market at least, relaxation of the regul ations would not
necessarily operate to the advantage of the challenging brands.

6.468 The United States argues that Japan's promotion countermeasures must be viewed in light
of the peculiarities of Japan' s photographic materialsmarket. Theserestrictions disadvantageimported
film and paper because they serveto reinforce the significant advantages of the domestic manufacturers
that have dominated Japan' s photographic materials market since 1945. These domestic manufacturers
have consistently controlled 80 to 90 percent of Japan'smarket. They have exclusive accessto Japan's
leading photospecialty wholesalersand their productsareallocated far greater shelf spaceinretail stores
which most often do not carry any foreign film at all. In the US view, given the oligopolistic nature
of the market and the bottle-necked distribution system, foreign photographic material manufacturers
are acutely dependent upon marketing to generate demand for their products among wholesders, retailers
and consumers. In particular, impediments placed in the way of offering premiums or advertising
about a price discount act as a barrier against greater market access for imports.

6.469 Japan submitsthat the PremiumsLaw, JFTC Notificationsand other JFTC regulationsgovern
activities of business entities as they focus on competitive behaviour of these entities. The provisions
are unrelated to the origin of the products, and do not inherently afford more favourable treatment
todomestic products. Thus, thereisno element of discriminationwhichwould nullify or impair benefits
accruing to the United States under Japan'stariff concessions. According to Japan, the United States

4United States - Automobiles, DS3V/R, para. 5.14 (unadopted).
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emphasi zes the disadvantage felt by achallenging brand against adominant brand, and not that between
imported products and domestic products. Japan recallsthat Fuji is not the only domestic brand, there
are domestic challenging brands including Konica in the Japanese market.

(i) Objectives underlying the promotion " counter measur es'

6.470 Japan notes that the Premiums Law is a sub-set of competition law whose objective is the
prevention of excessive premiumsand misleading representationsfor purposesof consumer protection.
Article 1 of thePremiumsL aw definesitsobjectiveas™to securefair competition, and thereby to protect
the interest of consumers in general by establishing provisions to prevent inducement of customers
by means of unjustifiable premiums or misleading representations’. Reference to the twin objectives
of fair competition and consumer protection is also recorded in various parts of the Diet minutes.®®

6.471 The United States contends that Japan' s restrictions not only were intended to protect consumers,
but they aso were designed to protect domestic production. For the United States, this purpose is
evident in avariety of measures, such as Japan's 30-year restriction on the use of premiums between
businesses, ameasure which had lessto do with consumer protection than dampening competition from
foreign competitors.®® Inthe USview, Japan hasrecognized that its dominant domestic manufacturers
are vulnerable to promotion competition from foreign producers.®?’ Japan believed that foreign
competitors have advantages in terms of the expertise and capital they could rely upon in promoting
their products in Japan.®® According to the United States, the Japanese Government determined that,
if unchecked, foreign competitors, especialy Kodak, could increase their presence in Japan's market
through innovative promotions,®® and Japan, therefore, instituted countermeasures to "create a
foundation" on which Japanese companies could " compete on equal terms” with their foreign rivals.%°
In enacting the Premiums L aw, Japanese officials hoped that thefacially neutral measurewould prevent
circumstances in which "foreign trading companies ... may come into Japan and enjoy advantageous
positions through excessive advertisements or by inviting buyers to foreign countries".%*

6.472 In Japan's view, the US claims rest on a conspiracy hypothesis. Japan emphasizes that the
truth is that the JFTC has long been an active advocate of a more open Japanese economy.%? For

95Minutes of the House of Councillors, Committee on Commerce and Industry, 13 April 1962, Japan Ex. D-19, US
Ex. 62-2.

9%The JFTC explained when it promulgated Notification 17: "The primary objective of [Notification 17] is (a) rationalization
of the distribution stage ...; and (b) eliminat[ion] of the stronger prey upon the weaker sales competition based on the power
of capital ... If US capital were to conduct [premium offers] directed at the Japanese distribution sector, this would be no
match for [Japan], so the restrictions should be applied as a breakwater before liberalization". Severe Redtrictions Placed
on Businesses for Premium Offers: Shatokuren Hears JFTC Explanations at Jyosui Kaikan on the 12th, Nihon Shashin Kogyo
Tsushin, 20 June 1967, US Ex. 67-8.

2™ Along with the liberalization of capital and trade, the major issues facing this industry today include the US landing
in Japan and market expansion ... The struggle to capture market share will depend substantially on promotional activities
based on financia strength”. MITI, Manual for the Systemization of Camera and Film Distribution, March 1975, p. 58,
US Ex. 75-5.

%%See, e.g., Preparing for Capital Liberalization: Rationalization of Trade Practices is Urgent Task; Foreign Capital
Attacks on Two Fronts - Production and Sales, Nihon Shashin Kogyo Tsushin, 10 June 1967, p. 10, Draft aStandard Contract
for Film With Criteria for Standardization of Transactions Terms, Zenren Tsuho, August 1971, US Ex. 71-11.

PNew York Times, 5 July 1995, US Ex. 95-14.

901967 Cabinet Decision p. 4, US Ex. 67-6.

%1Djet Record of the 40th Session of the Lower House Committee on Commerce and Industry, No. 31, 18 April 1962,
US Ex. 62-4.

%2The JFTC Chairman stated in 1967: "Although itisthe JFTC's responsibility to vigorously enforce the Antimonopoly
Law, should foreign capital commit acts of [unfair trade practices], we shall not discriminate the foreign capital by imposing
more burdensome regulations compared to Japanese entities. We recognize the importance of industrial reorganization and
of strengthening the international competitive position of the Japanese business in pursuance of the policy towards capital
liberaization ."..
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Japan, the JFTC's history is pictured by the United States as that of a collaborator in counteracting
the effects of trade liberalization.

6.473 The United States responds that Japan has offered no explanation as to how consumers benefitted
from the JFTC's simultaneous certification of a camera cartel, the issuance of a notification almost
completely banning the use of premiums by any business that manufactures or sells cameras, and the
approval of codes restricting the use of premiums among camera manufacturers and wholesalers. The
United States emphasizesthat the JFTC has acknowledged that amajor factor in taking these protective
measures was stiff competition from Kodak, especidly the development of itsinnovative, easy instdlation
film, %%

6.474 With respect to "fair competition codes' (discussed in Section (c) below), the United States
argues that the Japanese Government established its private-sector-enforced code system, at least in
part, to counteract the perceived superior marketing abilities and promotion budgets of foreign firms.
As aleading Japanese antitrust scholar has explained: "Fair competition codes can also be effective
in controlling foreign firms if they disturb the market".%*

6.475 According to the United States, even though the countermeasures were neutral on their face,
the impact (and intended impact) on competition decidedly was not. In fact, the measures substantially
disrupted the competitive relationship between imports and domestic products by placing severe
constraints on a key comparative advantage of the imports, i.e., their ability to promote and market
products effectively and creatively. In the view of the United States, these restrictions take on even
greater significance given the closed distribution system, oligopolistic nature of the market, and the
existence of other constraints such as the Large Stores Law.

6.476 Japan notes that the "intent" of the government isirrelevant for purposes of a non-violation
claim, given that the panel on Japan - Taxes on Alcoholic Beverages™ found that the interpretation
of domestic law should be based primarily on the text of the statute, rather than the legislative history.
Japan responds to US arguments about "intent” to protect the domestic industry by introducing regulations
more favourable to domestic products as follows:

6.477 Japan submits that in statements before the Diet Committee at the time of introduction of the
PremiumsLaw, thereferencetoforeign capita reflectsan origin-neutral responseto antici pated changes
in competitive conditions on the eve of liberalization of foreign capital, a phenomenon unprecedented
for the Japanese economy. In Japan'sview, no intent of discrimination can befound. Theintroduction
of the Premiums Law was well before the capital liberalization of the late 1960s, and was a result of
circumstances unrelated to foreign capital.

6.478 Japan emphasizes that the Cabinet Decision of June 1967 did not contain any measure related
to the Premiums Law. Nor did the JFTC take any measure. The reports of the Foreign Capital
Council' sExpert Committee alsoreflect an origin-neutral responseto anticipated changesin competitive
conditions on the eve of capital liberalization.

6.479 Japan admitsthat the JFTC officialsin charge of Notification 17 appear to have been conscious
of foreign capital. For Japan, however, it is a legitimate, universal phenomenon for people in the
policy-making process to assess the impact of a major policy change on the market. Japan does not
find intent to discriminate against imported products in favour of domestic products. On the contrary,

930tsuka Noritami, JFTC Trade Practices Division, Recent Activities Concerning the Premiums Law, Kosei Torihiki,
November 1965, p. 3, US Ex. 65-5.

%Matsushita Mitsuo, Antimonopoly Law and International Transactions, 25 May 1970, p. 817, US Ex. 70-2.

%%Japan - Alcoholic Beverages, WT/DS8/R, para. 87.
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two Chairman of the JFTC madevery clear in 1967 that the Commission should not discriminate against
foreign capital.

6.480 Japan emphasizes that the ultimate litmus test of intent should be whether or not there is
recognizable"intent” or "objective" built inthestructure of the systemin dispute, rather than individual
statements. The fundamentally origin-neutral regulation of the Premiums Law contains no such built
in mechanism based on an "intent" or "objective" of discrimination.

(iii)  Causal connection

6.481 Japan argues that there is no constraint suffered by foreign film producers in promoting their
products. They can compete on price and quality, and are free to spend as much as they want for
advertising. According to Japan, Kodak, the leading foreign brand, is often sold at retail at substantia
discounts off manufacturer' s suggested retail price.®*¢ Although in general Kodak chooses not to advertise
as heavily asits domestic competitors, it does engage in focused campaigns of targeted heavy advertising,
with predictable results.®*’ In Japan'sview, these facts areinconsistent with the US claims that foreign
producers are unable to promote their products effectively due to Premiums Law restrictions.

6.482 The United States contends that the ability of foreign manufacturers to use price discounts
to expand their presence in Japan has been rather limited. Kodak has reduced its prices by 56 percent
since 1986, substantially undercutting its Japanese competitors, yet Kodak's dramatic price discounts
have had virtually no effect onthemarket. Similarly, Agfa saggressiveeffortsto usediscount channels
to market its products have yielded only marginal results. Price reductions by foreign photographic
material producers, even to levels well below those of domestic competitors, often are not passed on
to consumers at theretail level.*® Thislack of price competition in the photographic material's sector
is reflected by the fact that Japan's consumer price index for film has shown amost no movement
between the third quarter of 1989 and the third quarter of 1996, aperiod of seven years.®* Littleprice
differential existsamong Fuji, Konicaand Kodak at either theretail level ** or with respect towhol esal er
prices to retail outlets.** The same lack of price differentiation is observable with respect to various
film speeds, types of outlets and individua cities. The United States concludes that limited price
competition, coupled with foreclosed distribution channels, renders promotions especialy significant
to foreign photographic material producers.

6.483 Japan points out that American business has been able to compete fredly, subject to no restriction
whatsoever under the Premium’ slaw, in pricing and quality, the two most important aspects of market
competition. Thereisawide range of promotiona initiatives; the JFTC regulates nothing other than

936 Jgpan notes that among other promotional strategies, Kodak sells film in multipacks at low per-roll prices, cross-promotes
with other products, and advertises extensively. Fujifilm's Rebuttal Regarding Vertical and Horizontal Price Fixing, 28 March
1996, pp. 22-23.

937 Japan notes that Kodak's heavy advertising and promotion in Nagano site of the 1998 Winter Olympics (of which Kodak
is a corporate sponsor), has led to a doubling of its market share in the area.

98 ccording tothe United States, Japan's own exhibits reflect the connection between price stabilization and the promotion
countermeasures. A Policy Outline on Commercial Transactions with Customers by the Federation of Primary Wholesalers,
stated:

"The notices on the "Fair Competition Code on the Restrictions on Supplying Premiums in the Camera Wholesale
Industry" and the Japanese Fair Trade Commission's "Restrictions on the Matters Related to Supplying Premiums', have
both been playing animportant role asa part of market price stabilization. Primary wholesalers will ensure nothing regrettable
occurs by giving full consideration to these issues when sponsoring events'.  Japan Ex. B-31. (Emphasis added.)

%photo Market, 1996, p. 31, USEx. 101. The United States further submits that in 67 percent of the 99 medium-size
cities and small towns surveyed by the Japanese Government in its annual Retail Price Survey, the retail price of film did
not go up or down by even one yen for atwo-year period between 1992 and 1994. Statistics Bureau, Management and
Coordination Agency, Japan's Annual Report on the Retail Price Survey, 1992, pp. 523, 610, 631, US Ex. 74.

%O\ anagement Analysis of Photo Stores, Camera Times, 1979-1996, US Ex. 40.

%ICondruction Research Ingtitute, Information on Prices, Monthly Edition, December 1972 - September 1996, US Ex. 22.
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distortive practices, namely, (i) excessive premiums, i.e., excessive free gifts, and excessive prizes
offered through lotteries or competition, and (ii) misleading representations. However, the
Antimonopoly Law and the Premiums Law, or their implementation, do not restrict low price offers
of photographic film and paper, or the amount of public relations expenditures. Nor are lawful premiums
or non-misleading representations restricted.

6.484 The United States contends that Designation 6 under JFTC Notification 15 of 1982 prohibits
"unjust low price sales’, including "unjustly supplying acommodity or serviceat alow price, thereby
tending to cause difficulties to the business activities of other entrepreneurs”.%*

6.485 In addition, the United States provided a number of specific examples in which application
of the Premiums Law and the Antimonopoly Law, and the activities of fair trade councils constituted
by the JFTC, had the effect of restricting Kodak’s discounting and promotional efforts. In the 1983
trial-pack incident, for example, actions by the JFTC and the Promation Council curtailed Kodak’s
promotional campaign for a reduced-price package of different rolls of film. The episode involved
Kodak’s principa new film product of the first haf of the 1980's and chilled Kodak’s promotional
efforts in later years.®® JFTC Notification 5 of 1977 prevented Kodak from implementing a variety
of joint promotions (e.g., offering afreerall of film withaMcDonad’ s Happy Meal and implementing
promotions for its Panorama single use camera).®*** The JFTC has taken action to suppress a variety
of promotional efforts undertaken by retail outlets in connection with the sale of Kodak products.®*
Kodak has been limited in its ability to dispatch employees to work on the premises of retail stores
by periodic directives from the Promotion Council.%*®

6.486 Japan submitsthat regulations on premiumsand representations under the Antimonopoly Law
and the Premiums Law do not restrict low price offers.

(iv) Change in policies
6.487 Japan submits that in the course of areview of its regulations under the Premiums Law:

) the JFTC has streamlined its genera rule on excessive premiums last year;
(i) the restriction on premium offers to businesses has been abolished; and
(iii)  the ceiling on prizes has been raised.

Japan notes that each of these measures facilitates new entry into the Japanese market, in a non-
discriminatory manner and that these initiatives are undertaken pursuant to the JFTC's commitment
under the Structural Impediment Initiative (SI1). In Japan' sview, theseinitiatives should be compelling
evidenceto provethat the JFTC iscommitted to vigorously pursuing thegoal of freeandfair competition
in the Japanese market.

%2nfair trade practices, JFTC Notification 15, 18 June 1982, US Ex. 82-6. The United States does not consider this
designation to be aliberalization countermeasure and seeks no review of this measure by the Panel. The United States only
raises it to rebut Japan’s contention that Japanese law contains no limitation on low price offers. The United States further
notes that the Japanese Government has admitted that it would "monitor" film prices so that Kodak could not dominate the
market in Japan asit had elsewhere. Considering Tariff Reductions and International Competitiveness: MITI Examines Print
Price and Investigates the Direction of Film Prices (MITI Business Bureau Report), 12 November 1970, reprinted in Zenren
Tsuho, December 1970, p. 43, US Ex. 70-8.

1shikawa Sumio Affidavit p. 2, US Ex. 97-10, Hiromichi Sumi Affidavit, US Ex. 96-10.

*“William Jack Affidavit, p. 7, US Ex. 97-2.

9SAffidavit of Isshi Norito, p. 1-3. ISEx. 97-5, Suzuki Yosuyuki Affidavit, p. 1-2, USEX. 97-6, William Jack Affidavit,
p. 6-9, US Ex. 97-2.

%6promotion Council Issue No. 6-3, 17 January 1995; US Ex. 95-7 and National Photographic Industry Fair Trade
Promotion Council Issue No. 8-1, 22 July 1996, US Ex. 96-7.
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6.488 Japan arguesthat the enforcement mechani smwas certainly augmented by the 1972 amendment,
which delegated part of the authority to the prefectural governments. However, in Japan's view, this
modification in no way served to alter competitive relationships in favour of domestic goods.

6.489 The United States underscores that in the past, the JFTC has interpreted the Premiums Law
in asweeping manner: "Premiums which are the object of notifications refers[sic] to products, cash,
marketable securities, entertainment, or other economic benefits which are given in connection with
atransactioninvolving commodity or service".%’ The JFTC hasexplained that it distinguishes between
premiums and price discountsor rebateson acase-by-case basis, examining thefacts"in light of normal
business practices, taking into account details of the transaction, details of the economic benefit, the
method and the conditions of offer, and the customs of that particular industry".%*® In this regard,
in the USview, the JFTC has acknowledged that some forms of discounts or rebates may be premiums. %4

6.490 Japan stresses that the Premiums Law does not restrict low price offers or free samples. On
thecontrary, the Law servesto promotelow price offersand other price/quality competition by placing
arestriction on excessive premiums. Japan notes that the word "money" as part of premiums was
included primarily to cover lottery prizes. Cash lottery prizes, which were widely used in 1962, could
become excessive, and are included in premiums subject to restriction.

6.491 The United States disagrees with Japan's statement that the use of free samples and low price
offerswould be "lawful under the PremiumsLaw at any point initshistory”. Notification 17 of 1967,
restricting premiums between businesses, and Notification 5 of 1977, restricting premiums to general
consumers, provide that samples are exempt from coverage only if they are "found reasonable in the
light of normal business practices'. Inaddition, certainlow price offers may beregulated as an " unjust
low price" under Designation 6 of Notification 15 of 1982.

(© Fair Trade Councils and Fair Competition Codes

6.492 The United States submits that, following the Tokyo Round, in October 1979, the Japanese
Cabinet approved the establishment of aDistribution Sector Office (DSO) in the JFTC to "administer
duties pertaining to unfair trade practice designations related to distribution”.**® The DSO studied 16
business sectors, andin December 1981 i ssued findings on cameras and photographic materialsadvising
"camera, photographic materias, colour photo laboratories and related industries’ to address " problems’
created by manufacturers dispatching employees to large retail stores.®* Thereafter, the JFTC called
upon the photographic industry to develop " self-regulating rules" controlling "the permanent dispatch
of sales people".%?

$TETC/Japan Views. Information and Opinion from the Japan Fair Trade Commission, No. 2, April 1988, p. 15, US
Ex. 88-3.

*®bid. p. 16.

9l bid.

9%0Cabinet Order No. 43 of 1979, US Ex. 79-1.

%1According to the United States, dispatched employees are aunique form of economic inducement between businesses
since they reduce costs for wholesalers and retailers and thereby alow for increased sales based upon cost or price reductions
passed down the line of distribution.

92K osugi Misao, Trade Practices Department, Distribution Sector Office JFTC, Status of Distribution of Cameras, Kosei
Torihiki, No. 377, March 1982, p. 8, US Ex. 82-3.
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) Promotion Council

6.493 The United States points out that the domestic photographic industry responded in 1982 by
forming the Fair Trade Promotion Council (Promotion Council) and by promulgating the " Salf-Regulating
M easures Regarding M aking Business DealingsWith Trading PartnersFair". The Council represented
all elementsof thephotographicindustry, i.e., manufacturers, wholesa ersandretailers, and wasformed
to act on behaf of the JFTC in enforcing the " Self-Regulating Measures'.** The Self-Regulating
M easures and the Council’ s articles of association govern the useof dispatched employeesand monetary
contributions to retail promotional campaigns.®* The articles of association are noteworthy due to
the extraordinary latitude they convey upon the Council, including providing for afirm to seek pre-
approval from the council before using dispatched employees.

6.494 Japan submits that the Promotion Council was established by the photographic industry as
an organization to implement voluntary standards on dispatched employees. The industry wasin fact
working on such standards even beforethe JFT C published areport and i ssued administrative guidance.

6.495 In 1983, the JFTC urged the Promotion Council to expand into dumping and loss-leader
advertising.®* Intheview of the United States, the Promotion Council recognized that dumping cases
are quite complex and often difficult to win, and determined that imposition of regulations controlling
advertisement of prices would prove to be a more effective means of restraining competition because
the standards are more subjective and do not require the analysis of complex cost and pricing data. **°

6.496 In May 1984, the Promotion Council issued " Self-Regulating Standards Concerning Display
of Processing Feesfor Colour Negative Film" defining the information that must appear in connection
with a representation of prices for colour film developing and printing, including the printing fee,
developing fee, processing time, and paper manufacturer.®’

6.497 For Japan, theintention of " Self-Regulating Standards Concerning Display of Processing Fees
for Colour Negative Film" was to give consumers adequate information of both charges. In Japan's
view, as such, these self-regulating standards are not related to sales of film products.

6.498 According to the United States, by regulating the use of dispatched employees, promotional
funds and price-related representations, the Promotion Council serves to prevent undue competition
for film, paper and other photographic goods.®® The Council's enforcement record reflects the
extraordinary range of its activities and the potency of its enforcement powers. The Promotion Council
succeeded in foiling Kodak' s most important promotional campaign of the 1980's, the VR Trial-Pack.
Working with the JFTC, the Council determined before the campaign had even begun that Kodak's
anticipated advertisement of a discount price was amisrepresentation. The JFTC summoned Kodak’s
representatives and issued administrative guidance to Kodak to (1) clarify the limited nature of the
offer, identifying the volume of trial packs, the stores carrying them and the terms of the offer, and

%3The "fair trade councils' that had been previoudly established represented only one horizontal level of the industry,
e.g., just manufacturers or wholesaers.

%4Self-Regulation Rules Regarding Making Business Dealings with Trading Partners Fair, reprinted in Camera Times,
22 June 1982, p. 3, US Ex. 82-8.

95y amada Akio, Premiums and Representations Guidance Division Director, JFTC, Suggestions on How the Fair Trade
Promotion Council Should be, Zenren Tsuho, May 1983, p. 2, US Ex. 83-9.

%8\What the Fair Trade Promotion Council is Doing Now, and What it Plans to do in the Future, Zenren Tsuho, October
1983, pp. 5-6, US Ex. 83-21. Round table discussion on anonymous Promotion Council and Zenren members reported.
Ibid.

%7Self-Regulating Standards Regarding Representations Have Been Finalized, Kose Torihiki Joho, 28 May 1984, p. 3,
US Ex. 84-4. The Standards define "businesses developing” as "those who receive colour film directly from the genera
consumer for processing”. lbid. Promotion Council called for the promulgation of a "fair competition code".

%840th Zenren Conference, lwate, General Assembly, Camera Times, 19 October 1982, US Ex. 82-11.
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(2) cut back its second shipment of trial packs and announce at each store counter when the product
wasnolonger available. Accordingly, the promotionwas cut back and advertisementsfor the campaign
were quite muted.

6.499 Japan submits that the JFTC was not working with the Promotion Council. There is no
alignment between the JFTC and the Promotion Council, and no laws alow the JFTC to delegate its
authority to the Promotion Council. In addition, the trial pack was shipped eventualy in the planned
volume in the VR campaign.

(i) Retailers Council

6.500 The United States further notes that in 1987, the JFTC approved the establishment of the
Retailers Fair Trade Council (Retailers Council) and the Fair Competition Code Regarding
Representations in the Camera and Related Products Retailers Industry (Retalers Code).™ The Retalers
Code provides the Retailers Council with authority to take enforcement actions for misrepresentations
in promotions not only under the codeitself, but aso under the Premiums Law and related competition
laws.*® Like the Promotion Council, the Retailers Council acts as a substitute enforcement body for
the JFTC in the view of the United States.

6.501 TheUnited States pointsout that the Retail ers Code setsforth numerousrequirementsfor almost
al forms of promotions in the photographic retail sector. The code specifies that advertised price
comparisons must rely on the manufacturer's suggested retail price, the importer's suggested retail
price, or the shop's normal retail price. The code restricts the use of terms like " cheapest” or "very
best" unless" objectivefactors' can bedemonstrated. Similarly, thecode prohibitstheuseof expressions
such as "super cheap", "give-away price" or "super specia price" if such expressions will lead the
"consumer to believe the offer is better than it actudly is".

6.502 Inthe USview, the Retailers Code is quite distinct from the Manufacturers and Wholesaers
Premiums Codes promulgated in 1965 and 1966, respectively. Unlike the earlier codes, which
exclusively apply to the use of premiums, the Retailers Code governsrepresentati ons about promotions
for photo items, including film and paper.®* The Retailers Council applies the code to promotional
activities of non-members and not just businesses that agreed to adhere to the codes. This practice
comportswith the position of the Japanese Government that competition codes must apply industry-wide
in order to have their intended effect: "thereislikely to be little effect if the industry as awhole is
not targeted and regulated" . %2

6.503 Japan arguesthat it is necessary to elaborate on fair competition codes or fair trade councils
asnoneof them cover photographicfilmand paper. Excessivepremiumsand misl eading representations
may befound routinely anywherein Japan. Furthermore, these activitiestend to quickly spread among
competitors, and to escalate in the process. It istherefore desirable for effective enforcement of the

%°Fair Competition Code Regarding Representation in the Camera and Related Products Retailers Industry, Kanpo, [Official
Gazette] 11 April 1987, p. 1, US Ex. 87-4.

%0Article 14.7 of the Fair Competition Code states that the RFTC shall perform "Activities pertaining to making the
Act Against Unjustifiable Premiums and Misleading Representations and other laws and ordinances pertaining to Fair Trade
widely understood and preventing violations thereto". US Ex. 87-4.

%1According to the United States, the Retailers Code does not specifically limit the photographic items which fall within
its scope.  In the US view, the Retailers Council construes the Code as covering film and paper.

Japan notes that although the implementation rules of the Retail Industry Code specifically refer to such miscellaneous
goods as tripoids or bags, they do not make any reference to such major items as film and paper and that this means that
film and paper are consciously excluded.

%2Asai Shigeo, Premiums and Representations Division, Trade Practices Department, JFTC, Protect Consumers from
Mideading Representations and Advertising, Tsusansho Koho, 8 June 1971, pp. 9-19, USEx. 71-8. See also Itoda Shogo,
JFTC Secretary Generd, Jirel Competition Policy Law (15 December 1995), pp. 420-21, US Ex. 95-20.
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Premiums Law to have business entities agree on self-restraint of such behaviour and to prevent actual
violation of the Law. It isagainst this background that Article 10 of the Law alows business entities
to adopt, subject to the JFTC’s approval, voluntary rules on premiums and representations, to ensure
consumers’ proper selection of merchandise and fair competition in the market.

(iii)  Coverage of photographic materials

6.504 Japan emphasizes that no fair competition code covers photographic film and paper and that
observance of the " spirit of the code", as provided for in the Retailers Code, may not extend to items
not included in the "camera category”. Even if the industry were to decide to expand the scope of
the codes to include these products, such a decision has no impact on the operation of the Premiums
Law, or the Antimonopoly Law, unless it is approved by the JFTC.

6.505 Giventhat thereisno fair competition code applicable to the photographic film or paper, Japan
arguesthat thusthe JFT C' sapprova hasnot in any way nullified or impaired the benefits of concessions
for the United States in respect of these products. More fundamentally, anon-violation claim against
JFTC approval of fair competition codes raises no particul ar issue distinct from the i ssues surrounding
the regulation under the Premiums Law and JFTC Notifications because the JFTC does not approve
any code which is inconsistent with the regulation. Therefore, Japan concludes that as long as no
nullification or impairment results from the content of the JFTC regulation, the JFTC approva does
not nullify or impair benefits of Japan's trading partners.

6.506 With respect to Japan's contention that the codes and councils do not regulate the sale or
promotion of photographic materials and that the codes were not drafted with film or paper in mind,
the United States responds that the actual market effects these codes and councils is to stultify
promotions for photographic materiasin the Japanese market, and that it is this actual effect to which
the United States objects.

6.507 For the United States, the evidentiary record reflects the relationship between the codes and
photographic materials. In the case of the Promotion Council, e.g., its 1984 Self-Regulating Measures
provide that they cover "DP representations’, or "representation[s] of the photo processing fee for
colour negative film".%3 With respect to the Retailers Code, its language provides an ample basis for
the widespread perception among retailersthat it in fact appliesto film and devel opment or processing.
TheUnited States pointsout that Article 2.2 of theRetailers Code providesthat " [t] o attain the obj ectives
outlined ... above ... businesses are to respect the spirit of this code even when the products being
dealt with do not correspond exactly to Cameras and Related Products'. Anindustry member explained,
it would "indeed have been impossible to persuade Zenren members whose main line of businessis
development printing to contribute if [the regulations] only [apply to] hardware".%

6.508 Japan arguesthat the statement of the Secretary General of Zenren in the same article ("1 will
endeavour to make both photosensitive material s and development printing fall under the code") should
be understood as an expression of will to extend the code to film and paper which presently do not
fal under the coverage.

6.509 The United States believes that it is irrelevant whether the codes and councils govern film
and paper dejureor defacto. What does matter isthat Japan has organized the most powerful elements
of its domestic photographicindustry and alowed them to set standardson how productsin their sector
may be promoted. The United States contests Japan's statement that rules adopted by Japan's |leading

9356l f Regulating Standards Regarding Representations of Developing Feesfor Negative Colour Film have been Finalized,
Kosel Torihki Joho, 28 May 1984, p. 3, US Ex. 84-4.

%4Djiscussion of Progress of Fair Trade Council Focuses on Making Fair Competition Code Fully Known, Zenren Tsuho,
August 1987, p. 3, US Ex. 87-7. Japan contests the correctness of this trandation. See trandation issue 18.
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photographicretailersor wholesal ers, which governthe promotion of al most every item thesebusi nesses
sell, will have no effect on film and paper.®® Inthe USview, Japan hasinvited its photographicindustry
to devise and enforce rules in their sdf-interest, and obvious market redities associated with such
extraordinary industry cooperation should not be ignored.

(d) Conclusions

6.510 TheUnited Statesarguesthat Japan liberalization countermeasures directed against wholesalers
and retail stores through a series of promotion restrictions have disadvantaged imported foreign
photographic material manufacturers by constraining their ability to increase sales through the use of
gifts, prizes and other economic inducements, or to rely upon innovative advertising campaigns,
particularly where price or price comparisons are discussed. The United States aleges that Japan imposed
these countermeasures for the purpose of dampening import competition and, to ensure their success,
enlisted the aid of the domestic photographic materials industry in enforcing the regime.

6.511 Japan claimsthat thereisno measureinthe PremiumsLaw, JFTC Notificationsor other JFTC
regulations which nullifies or impairs benefits accruing to the United States. Accordingly, in Japan's
view, the United States has not demonstrated the relevant conditions to substantiate its non-violation
clam.

%5The United States questions that promotions otherwise banned would be welcomed by members of a"fair trade council”
simply because they are used, e.g., for film instead of a tripod or camera bag.
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E. REASONABLE ANTICIPATION
1 THE LEGAL TEST

6.512 The United States claims that it negotiated in three separate rounds of multilateral trade
negotiations for tariff concessions from Japan in the photographic materials sector. At each point in
time that it received atariff concession from Japan, the United States had a reasonable expectation,
based on the " pertinent facts available" at the time of the negotiation, that Japan would not take future
action to nullify or impair the concession. The United States emphasizes that there were no facts of
which the United States reasonably "should have been aware" concerning measures that the Japanese
Government may have taken prior to the conclusion of atariff negotiation that thereafter nullified or
impaired the concessions.

6.513 The United States recalls that the EEC - Oilseeds panel found that parties negotiating tariff
concessions, aprincipal benefit of which isthe opportunity for improved price competition with respect
to domestic products, may be assumed not to anticipate actions by the country granting the concession
that offset the price advantage to result from the tariff reduction:

"The Panel considered the main value of a tariff concession is that it provides an
assurance of better market access through improved price competition. Contracting
parties negotiate tariff concessions primarily to obtain that advantage. They must
therefore be assumed to base their tariff negotiations on the expectation that the price
effect of the tariff concessions will not be systematicaly offset".%®

6.514 Further, the 1961 Panel Report on The Operation of the Provisions of Article XVI explained
that a party's reasonable anticipation would be evaluated in light of the " pertinent facts available”" at
the time it negotiated the tariff concession.

"By this the Panel understands that the presumption isthat unless such pertinent facts
were available at the time the tariff concession was negotiated, it was then reasonably
to beexpected that the concession would not be nullified or impaired by theintroduction
or increase of a domestic subsidy." %’

6.515 The United States further submits that the panel on EEC - Canned Fruit approached the issue
of reasonable anticipation with respect to measures that existed prior to the conclusion of the tariff
negotiations by asking whether the country receiving the concessions "should have been aware" of
the measures in question such that it " should have taken due account of [them] in negotiating concessions'
with respect to the relevant products. *®

6.516 Japan contends that, athough the United States tries to assume the burden of proof away by
incorrectly quoting precedents for over broad propositions, interpreted properly, the precedents cited
by the United States do not support its position. In the 1961 Panel Report on the Operation of the
Provisions of Article XVI, the terms of reference were quite specific in referring to "subsidies’ and
afew other specific policy issues. Japan' snotesthat thefollowing passagerevealsimportant limitations
on exactly what parties can be held to reasonably assume:

$EEC - Oilseeds, BISD 375/86, 128-131, para. 148; paras. 149-150.

%"Panel Report on Operation of the Provisions of Article XVI (" Operation of Article XVI"), adopted on 21 November
1961, BISD 105201, 209, para. 28.

$8EEC - Canned Fruit, GATT Doc. L/5778, p. 29, para. 79 (unadopted).
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"So far as domestic subsidies are concerned, it was agreed that a contracting party
which has negotiated a concession under Article Il may be assumed for the purpose
of Article XXIII, to have a reasonable expectation, failing evidence to the contrary,
that the value of the concession will not be nullified or impaired by the contracting
party which granted the concession by the subsequent introduction or increase of a
domestic subsidy on the product concerned" . %°

6.517 For Japan, it isthusclear that this panel report hardly establishes the kind of genera principle
which the United States claims, but rather reflects a very specific concern about domestic subsidies
granted to products that had been subject to tariff concessions. Moreover, this language also makes
clear that the domestic subsidy must be introduced or increased subsequent to the tariff concessions
relevant in this context. The same limitations existed in the EEC - Qilseeds panel: the measures at
issue in that case were product-specific domestic subsidies introduced subsequent to the relevant tariff
concessions. *™® Thefinding of the EEC - Oil seeds panel about the assumption of reasonabl e expectations
has to be understood in the specific factual context of that case.

6.518 The United States accepts that a number of prior panel reports have inquired whether a
product-specific subsidy wasintroduced or increased subsequent to thetariff negotiations.®”* However,
the United States submits that the current dispute is not about product-specific subsidies, which are
easy to detect and whose effects are easy to predict. The United States emphasizes that a Member
cannot be held to the same standard of knowledge about non-transparent, non-traditional and often
non-sector-specific measures as for product-specific measures. But, the United States rejects Japan's
characterization of thefactorsand findingsin the EEC- Oilseeds dispute. Inthat case, the panel rejected
the EC's argument that the existence of some measures at the time of the tariff concession -- which
were later substantially enhanced -- meant that the United States could or should have reasonably
anticipated their modification or enhancement.®

6.519 Asto theissue of the kind of knowledge that forms the basis of legitimate expectations with
respect to the relevant tariff concessions, Japan explainsthat the " reasonably anticipated” requirement
recognizesthat trade negoti ations do not take place in avacuum; countriesbargain against abackground
of their own and other countries’ policies and economic conditions, i.e., past, present, and anticipated
inthefuture. Expectations concerning this background shape the concessionsthat are offered and those
that are accepted. It istherefore reasonable to assume that countries take into account other countries
past, present, and anticipated future policies when negotiating trade concessions.

6.520 Accordingly, participants of thetype of negotiations stipulated by Article XXVIlIbisof GATT
should be deemed to have taken into account al existing policies and measures, aswell asal policies
and measures that could be reasonably anticipated at that time, when negotiating the tariff concessions.
For Japan it followsthat countries should not be alowed to claim nullification or impairment by reason
of measures or policiesthat already existed or could have been reasonably anticipated at the time when
therelevant tariff concession, i.e., the 1994 Uruguay Round tariff concessions, were made. InJapan's
view, its interpretation is consistent with the findings of the EEC - Oilseeds panel, which held that

%°Panel Report on Operation of Article XVI, op. cit., para. 27.

9The EEC - Oilseeds panel found that "the case before it does not require the Panel to address the question of whether
the assumption created by the 1955 decision of the CONTRACTING PARTIES applies to all production subsidies, including
generaly available subsidies serving broad policy objectives ... [a]t issue in the case before it are product-specific subsidies

"... EEC - Oilseeds, BISD 375/86, 128, para. 148.

1 The Australia - Ammonium Sulphate and German - Sardines decisions did not involve product-specific subsidies. See
Report of the Working Party on the Australian Subsidy on Ammonium Sulfate, adopted 3 April 1950, BISD 11/188-196, para.
12; Panel on Treatment by Germany of Imports of Sardines, G/26, adopted 31 October 1952, BISD 15/53-59, paras. 16-17.

2%ee, e.g., EEC - Oilseeds, paras. 81 and 149.
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whether or not the measures at issue could have been reasonably anticipated by the complaining party
is one of the important elements in the examination of a non-violation complaint.®”

6.521 For the United States, there are two compelling reasons why Japan’ s reasonably anticipated"
test should be rejected:

a First, there is no textual basis for such arule in the General Agreement. Article
XXI11:1(b) refersto "the application ... of any measure, whether or not it conflicts with the provisions
of this Agreement.” Inthe USview, the drafters’ selection of theterm "any measure” evidences their
intent that Article XX111:1(b) beread to address al situations in which aMember believesthat benefits
accruing to it under the Genera Agreement have been nullified or impaired by another Member’s
measures. Therefore, the United States concludes that the ordinary meaning of Article XXI11:1(b)
does not provide abasis for Japan’ s argument that any measure should be excluded from consideration
that existed - or is related to a measure that existed - prior to the time at which the Final Act of a
multilateral tariff negotiation is signed.

b. Second, itiswell established that " acontracting party which has negotiated aconcession
under Article [l may be assumed, for the purpose of Article XXI11:1(b), to have a reasonable expectation,
failing evidence to the contrary, that the value of the concession will not be nullified or impaired by
the contracting party which granted the concession ... ".°* The Member receiving the concession is
entitled to this presumption "unless such pertinent facts were available at thetime the tariff concession
was negotiated" that would undermine this expectation.”

6.522 The United States submits that the criteria developed in GATT jurisprudence on the issue of
what kind of knowledge forms the basis for legitimate expectations follow a fundamental and
practica logic: So long as Members are aware of the " pertinent facts' concerning measures of other
Members, "thereisnothingto prevent [them], when they negotiatereduction of tariffs, from negotiating
on matters ... which might affect the practical effects of tariff concessions'.®® By contrast, in the
USview, if the "pertinent facts' are not available, parties cannot be expected to address them during
tariff negotiations. Nor can Members be expected to conduct extensive research on each tariff item
to determine whether there are measures that could reasonably be expected to nullify or impair. The
United States submits that, as the EEC - Canned Fruit panel found, the issue is whether and to what
extent the country receiving the concessions "should have been aware" of the measures in question
such that it "should have taken due account of [them] in negotiating concessions' with respect to the
relevant products.®”

6.523 According to Japan, there is no precedent or decision to support the US theory that the lack
of knowledge of certain pre-existing "measures" by the complaining party leads to a conclusion that
a balance of tariff concessions needs to be adjusted when new knowledge is acquired:

a The panel on EEC - Oilseeds only dealt with a case where the measures at issue were
introduced subsequent to the relevant tariff concessions and not a case about pre-existing
measures;

Bpid., p. 129, para. 149.

bid., p. 127, para. 147. Working Party Report on Other Barriersto Trade, adopted on 3 March 1955, BISD 35222,
224, para. 13.

SWorking Party on Operation of Article XVI, BISD 6S5/201, 209, para. 28. The presumption was established for and
has been applied only in non-violation cases involving subsidies. The logic of the presumption, inthe USview, should also
apply to a non-violation case involving any type of measure: the complaining party should only be held to knowledge of
measures for which pertinent facts were available at the time of the negotiation.

76See Operation of Article XVI, op. cit., para. 28, citing Working Party on Other Barriers to Trade, op. cit., para 14.

SEEC - Canned Fruit, GATT Doc. L/5778, p. 29, para. 79 (unadopted).
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b. The 1955 Working Party Report on Other Barriers to Trade’”® made it clear that the
domesti c subsidy must beintroduced subsequent to therel evant tariff concessionsinthiscontext;

C. The 1961 Panel Report on Operation of the Provisions of Article XV1°° aso dealt
with the reasonable expectation that the concession would not be nullified or impaired by a
subsequent measure (i.e., the introduction or increase of a domestic subsidy in that case);

d. The 1985 panel on EEC - Canned Fruit,%° which is unadopted, is the only precedent
that dealt with ameasurethat already existed at atime of atariff concession under consideration.
However, that panel found that the complaining party should have been aware of the existence
of the measure, and not that a complaining party was excused from being presumed to have
knowledge about a pre-existing measure.

6.524 More generaly, Japan contends that the United States tries to shift the burden of proving that
it could not have reasonably anticipated the aleged measures at issue. Japan emphasizesthat it isthe
United States that bears the burden of proving that the challenged measures were not reasonably
anticipated at the time of the tariff concessions.

6.525 TheUnited Statesdoesnot disagreethat the complaining party hastheinitial burden of showing
that it did not reasonably anticipate the challenged measures at the time of the tariff concessions. The
United States has made such a showing in this case based on the pertinent facts available at the time
of each negotiation. However, the responding party, in order to prevail, must provide firm evidence
rebutting the complaining party’s demonstration that it was not aware of pertinent facts that would
have atered its reasonable expectations. |If that were not the case, complaining parties would bear
the burden of proving why they should not have anticipated that the defending party would implement
its tariff concessions in bad faith. A party receiving atariff concession does not and should not have
to prove why it did not assume that the party granting a tariff concession would frustrate the value
of those tariff concessions.

6.526 TheUnited States explainsthat information on the existence of many of theindividual measures
a issueinthiscasewasnot "available" becauseit wasnot printed in sourcesthat governmentstypically
use to announce trade policies or to which trade negotiators or foreign business personstypically have
access. Even if trade negotiators could have, with extensive efforts, identified and located some of
the measures, they could not have developed a coherent picture of the group of measures because they
wereissued in dozens of sources ranging from thereports of government-industry committeesonwhich
no foreigners served to articles in industry association journals available to the association’s
predominantly Japanese membership. The United States emphasizes that it is exactly the interrelationship
between these measures that deprives foreign producers of market access.

6.527 Japan rejects the US argument that it could not have known the additional, combined effects
of the measures at issue, given that, in Japan's view, the United States admitted that it was aware of
the existence of many of the measures and their aleged general effects. In response to the US notion
of measures "working together," Japan points out that the US argument on this point is not specific
and that, in Japan's view, nothing "working together" with nothing is still nothing.

6.528 For the United States, in determining what measures it should have been aware of before
entering into tariff negotiations with Japan or what measures the United States should have anticipated
that Japan would impose after the tariff negotiations, it is important to consider the nature of the

®\Working Party Report on Other Barriers to Trade, op. cit., para. 13.
®Panel Report on Working Party on the Operation of the Provisions of Article XVI, op. cit.,, p. 224, para. 28.
$0EEC - Canned Fruit, GATT Doc. L/5778, (unadopted).
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measures. In the US view, the type of measures at issue in this dispute are dramatically different -

and substantially harder to detect and comprehend - than the product-specific subsidies at issuein prior
Article XXI11:1(b) disputes.®®* The United States explains that the individual measures used by the
Japanese Government to implement its counter measures program arenot thekinds of measurescountries
would normally examine to determine whether tariff concessions might be nullified or impaired.
According to the United States, Japan's measures are not the types of trade instruments that have typically
been used by governmentsto restrict the benefits flowing from tariff concessions, arenot labelled trade
instruments, and could not be found in statutory compilations of typical trade instruments, such as
subsidies, anti-dumping measures, other customs measures or safeguards.

6.529 Japan disagreeswith the US argument that it could not have anticipated the Japanese measures
in question because they are hard to detect and comprehend by virtue of their nature, because of the
publicity of the alleged measuresin this case, US concerns about them expressed in the National Trade
Estimates Reports and bilateral discussions during the late 1980s and thefirst half of the 1990s. Japan
further argues that it is reasonable to assume that US trade negotiators are in communication with
representatives of their exporting industries.®®? Industry representatives are fully aware of industry-
specific trade barriers, real or imagined, and are fully capable of communicating any concerns they
have. Trade negotiators are, and should be deemed to be, well-equipped to judge whether existing
policies or market conditions are likely to undermine the value of a particular tariff concession offer.
Accordingly, in Japan's view, the US argument that trade negotiators should be presumed unaware
of published documents and publicly known facts is unconvincing.

6.530 The United States underscores that most of these measures are neutral on their face. Thus,
assuming that trade negotiators had the insight to understand the singular nature of government regulation
of businessin Japan and had time to examine these measures of law, even then, they would likely not
have understood the measures role and effect. In addition, the United States points out that many
of the measures were not sector-specific and were issued in literally dozens of sources, ranging from
the reports of government-industry committees on which no foreigners served, to articles in industry
association journals available to the association' s predominantly Japanese membership. Even if, with
extensive efforts, trade negotiators had been able to identify and locate these measures, they would
not have been able to understand how the measures operated generdly in the Japanese economy as
awhole, let alone how the countermeasures worked specifically in the photographic materials sector.

6.531 Japan emphasizes that all of the US allegations in this case, (i) that single-brand distribution
impedesimports, (ii) that the Large Scale Retail Store Law impedesimports, and (iii) that regulations
under the Premiums Law impede imports, have been applied generally to products across the board,
andthesegeneral concernswereclearly onthemindsof UStradenegotiatorsduring the Uruguay Round.
In Japan's view, the United States cannot have formed some legitimate expectation that its concerns -
assuming that they were valid - would not apply to film and paper among other products.

6.532 The United States requests the panel to direct its inquiry at whether the United States was
aware, or should have been aware of the effects of an existing measure, or could have anticipated the
effects of a new measure, on the specific products or tariff concessions under consideration, taking

%1See EEC - Canned Fruit, GATT Doc. L/5778, p. 18, para. 52 (unadopted) (finding that the United States should have
been aware of a subsidy granted on canned peaches in May 1978 prior to the conclusion of the Tokyo Round in June 1979,
and taken due account of this in the negotiations).

%2Jgpan notes that the United States documented that US trade negotiators were in communication with Kodak during
the Tokyo Round negotiations.

%83Jgpan notes that the United States itself stressed its long held and deep interest in this sector in its submissions to this
Panel: "During the Tokyo Round, the United States once again attached a high priority to negotiating tariff concessions
on photographic film and paper from Japan." "The value that the United States placed on obtaining tariff concessions on
photographic film and paper... isevident from itscontinuing efforts to secure improved access to the Japanese film and paper
market during three successive rounds of multilateral trade negotiations.”
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into account al relevant facts and circumstances. These include, (i) the nature of the measure (i.e.
whether it is product-specific like a subsidy or more generic like Japan's Premiums Law and Large
Stores Law), (ii) the manner in which the measure was promulgated and publicized, and (iii) the way
in which the measure operated in conjunction with other measures. The United States explains that
the complaining party’ sknowledge of ameasureand itseffect on the specific products under negotiation
isrelevant in determining what benefits the complaining party could reasonably have expected to flow
from the tariff concessions for which it bargained. For example, a complaining party should have
lesser expectations if, at the time of the negotiations, it has knowledge of a measure - or can predict
the introduction of a measure - and its effect on the benefits flowing from a tariff concession.

6.533 Japan emphasizes that the effects of the measures should be irrelevant to the reasonable
anticipation test. An examination of whether the effects of the measures, including potentia effects,
are reasonably anticipated could, in Japan's view, lead to subjective and arbitrary judgements on the
content and the extent of the effectsto be anticipated. The benefit of tariff concessions under Article Il
is not the actual economic result of tariff concession (i.e., import volumes), but the expectation of
improved competitive conditions for imports. For Japan, it would thus beinappropriateto try to judge
the effects of the measures at issue in light of actua trade results when determining the existence of
"reasonable anticipation”.

6.534 Japan further advocates a clear and stable standard of judgement in examining whether or not
to alow the alleged lack of knowledge of certain measures by the complaining party to justify a non-
violationcomplaint. Tothisend, theeva uation of whether acertain measurecoul d have beenreasonably
anticipated or known should be determined based not on the " subjective” criteriaof whether aparticular
government at a particular time could have anticipated or known the measure at issue, but rather on
objective criteria, such as degree of publicity of the measure.

6.535 The United States underscores that negotiators from other countries in the Kennedy, Tokyo,
or Uruguay Rounds could not discern whether the distribution countermeasures, Large Stores Law,
and the promotion countermeasures would disrupt the flow of benefits flowing from market access
commitments. Intheview of theUnited States, to require Membersinthe midst of ongoing multilateral
tariff negotiations to undertake the type of investigation and analysis that would have been necessary
to uncover the individua elements of Japan’s liberalization countermeasures and the nature and scope
of the scheme as a whole, would fundamentally undermine the process of tariff negotiations under
Article Il of GATT. If thiswerethe standard, the United States suggests that no negotiator could ever
be sufficiently certain that a concession would not be nullified or impaired to accept such a concession.
Inparticular, the United States stressesthat aMember should not berequired to assumethat all measures
existing at thetimeof atariff negotiation havethepotential to nullify or impair specific tariff concessions
or to anticipate that the party granting the tariff concession will introduce new measures to nullify or
impair its concessions. For the United States, such an approach would imply that WTO Members
should assume that tariff concessions are not negotiated in good faith.

6.536  Japan, in turn, requests the Panel to apply strictly the criterion of reasonable anticipation.
Otherwise, there would no longer be any security in the balance of tariff concessions, since the non-
violation remedy would expose tariff bargains to constant attack on the ground that certain Members
had insufficient understanding of what they were doing when they accepted other Members' trade
concessions. In that event, Japan argues, Article XXI11:1(b) would be rendered perversdy sdlf-defeating.
In Jgpan’ s view, a provision designed to preserve the integrity of tariff concessions would instead become
an instrument for undermining it.

6.537 According to the United States, Japan has argued that the United States knew or had reason
to know of some of the discrete e ements of the liberalization countermeasures and, therefore, its non-
violation argument fails. The United States acknowledges that over time other countries have become
aware of conditions in Japan other than tariffs that pose obstacles to imported products. However,
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the United States did not understand, until it began to prepare this casein the WTO, and only through
extensive research did it come to understand that the Japanese Government played a central role in
closing the distribution system. Nor was the United States aware that Japan used other measures affecting
wholesaling, retailing and marketing to prevent foreign products from circumventing the closed
distribution system.

6.538 Japan responds that the United States gives no reason why, after it has been unable to acquire
the requisite knowledge for the past two decades or more, the clouds have suddenly lifted the end of
the Uruguay Round, revealing everything to it and alowing it to bring its complaint.

6.539 The United States maintains that Japan acted at the end of each negotiating round to establish,
reinforce, and substantially enhance measures that caused the systematic exclusion of imports from
key distribution channels. The United States points out that it took extensive investigation and review
of thousands of documents from a wide variety of seemingly unrelated sources to piece together and
understand the full import of Japan’s actions. In the US view, for these actions to be now excused
on the basis that other parties should have known about or anticipated its actions would undermine
confidence in the tariff negotiating process under Article 1.

6.540 In Japan’'s view, the US approach would overburden and possibly halt a tariff negotiation
process, because the party granting the concessions would feel compelled to present in detail to the
other partiesto the negotiation extensive information regarding any policy and any action which could
otherwise be used for future non-violation clams. In thisregard, Japan argues that while the presumption
of the lack of knowledge of measures on the part of a complaining party may be established for such
measures as domestic subsidies introduced subsequently to the tariff concessions, measures which aready
existed at thetime of tariff concessions, especially those which were publicly known, should be deemed
to be known by the party receiving the tariff concessions.

6.541 Japan requests the Panel to reject the US non-violation claims because the United States could
reasonably have anticipated the alleged measures at the time of the 1994 tariff concessions. For Japan
it is clear that the United States could have reasonably anticipated the particular Japanese policies at
issue in this case at the time the respective tariff concessions were being made. Accordingly, Japan
contends that the United States has not met its burden of providing a "detailed justification" for its
claims under Article 26.1(a) of the DSU.

2. SPECIFIC NEGOTIATING ROUNDS ON TARIFF CONCESSIONS
(a) General overview

6.542 TheUnited Statesdeclaresthat at each point intimeit received atariff concession on consumer
photographic film and paper from Japan (i.e., in the Kennedy Round, Tokyo Round and Uruguay
Round), the United States had a reasonable expectation, based on the " pertinent facts available”, that
Japan would not impose measures to nullify or impair the concessions. The United States asserts with
respect to the measures Japan applied subsequent to each round, there were no factsavail able that would
have enabled the United States reasonably to antici pate those actions woul d undermine the concessions.
The United Statesis convinced that following the Kennedy, Tokyo and Uruguay Rounds, with respect
to Japan' s ongoing application of certain measures neither the United States nor any other contracting
party either should or could have been aware of the existence or operation of these measures such that
it "should have taken due account of [them] in negotiating concessions". %4

$4EEC - Canned Fruit, op.cit., p. 29, para. 79.
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6.543 Asto the issue of the kind of knowledge that forms the basis of legitimate expectations with
respect to the relevant tariff concessions, Japan argues that for US expectations to be legitimate in
this context, they must havetaken into account al of Japan's measuresthat could have been reasonably
anticipated at the time the 1994 Uruguay Round tariff concessions were made.

6.544 In the alternative, if the Panel decides that the 1994 Uruguay Round tariff concessions were
not the only concessions relevant to this case, Japan contends that the US non-violation claims remain
flawed by threshold timing problems.

6.545 Astothe Tokyo Round, Japan arguesthat almost all of the alleged measuresin dispute occurred
before the 1979 Tokyo Round tariff concessions, which were thefirst tariff concessions on colour film
and paper. In Japan's view, those aleged measures that occurred subsequently should have been
reasonably anticipated by the United States. Accordingly, for Japan there are no alleged measures
in dispute that are capable of nullifying or impairing benefits accruing with respect to colour film or
paper. All that remains is black and white film and paper, which currently comprise less than two
percent of the total Japanese consumer photosensitive materials market. *

6.546 With respect to the Kennedy Round, Japan further admits that many of the alleged measures
in disputeoccurred after the 1967 tariff concessions on black and whitefilm and paper.®®® Nevertheless,
according to Japan, even these alleged measures were " outgrowths" of previously announced policies,
and thus should have been reasonably anticipated by the United States. Consequently, in Japan'sview,
even if expectations concerning earlier tariff concessionsremain protected, the USnon-violation claims
cannot meet the first basic requirement, i.e., a "benefit" of legitimate expectations capable of being
nullified or impaired.

6.547 The United States responds that all of Japan’s tariff concessions - in the Kennedy, Tokyo and
Uruguay Rounds - are relevant. Japan’s liberaization countermeasures were directed at consumer
photographic film and paper, whether black and white, or colour. Until 1970-1972, black and white
was the predominant consumer film (and paper) used in Japan; thereafter, it was colour. The tariff
concessions the United States received from Japan tracked this progression of the market.%’

6.548 Intheview of the United States, Japan isarguing, in effect, that the United States should have
known that Japan was nullifying or impairing its Kennedy Round tariff concessions, and should have
anticipated that it would continue nullifying or impairing its subsequent tariff concessionsin the Tokyo
and Uruguay Rounds on photographic film and paper. In the understanding of the United States, Japan
suggests that a Member is deemed to have knowledge of any measure that existed - or is related to
a measure that existed - prior to the time at which the Final Act of amultilateral tariff negotiation is
signed, and to anticipate that such measures would undermine the tariff concession.

(b) Kennedy Round

6.549 Japan submitsthat the Kennedy Round was formaly concluded on 30 June 1967. All substantive
negotiations were finished at the last minute.*®® During the Kennedy Round, Japan accepted bound
tariff reductions for black and white film and paper, but made no concessions at al with respect to
colour film or paper. Thus, the Kennedy Round isonly relevant at all if the alleged measures nullified

%5photo Market 1996, p. 55, Japan Ex. A-L.

%There were no Kennedy Round concessions on colour film or paper. Japan notes that thefirst US submission incorrectly
indicates that there were bound tariff concessions on colour film and paper in the Kennedy Round, but that the second US
submission correctly indicates the absence of any bound tariff concessions.

%7See also paras. 2.2, 2.4, 5.26 and 6.43, above.

%8See Gilbert Winham, International Trade and the Tokyo Round Negotiation (1986), p. 77-78 (noting EC internal
difficulties that prevented any serious negotiations from starting until January 1967), Japan Ex. E-6.
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or impaired the concessions related to black and white film and paper. Moreover, Japan recalls that
black and white film and paper only represent about 2 percent of the present Japanese market. Thus,
to the extent the Kennedy Round is relevant to this casg, it is only relevant to atrivia portion of the
products at issue. However, foreign brands have represented as much as 40-50 percent of the market.

6.550 The United States claims that during the period 1964 to 1967, there were no pertinent facts
available to negotiators from the United States or any other GATT contracting party that challenged
their reasonable expectati onsthat Japan would not nullify or impair Japan’ s Kennedy Round concessions
on photographic film and paper. At the time of the Kennedy Round negotiations, (i) Japan had not
articulated aclear policy of distribution systemization; (ii) had not determinedthat it would aggressively
limit the expansion of large stores; and (iii) had not indicated it would use restrictions on economic
inducements to prevent foreign enterprises from penetrating the Japanese market. Nor was there any
reason that the US Government should have known that the Japanese Government would take such
actions at the conclusion of the Kennedy Round.%°

) Distribution "counter measures’

6.551 Japan's notes that two items listed by the US preceded the tariff concessions of the Kennedy
Round:

) 1967 Cabinet Decision; and
(i) JFTC Notification 17 (1967).

6.552 First, Japan explains that the 1967 Cabinet Decision was adopted on 6 June 1967, before the
fina agreement concluding the Kennedy Round agreement on 30 June 1967. The Cabinet Decision
ratified public debate from the preceding two years and clearly endorsed distribution modernization
as away to remedy inefficiency and prepare for imminent capital liberalization. Second, the JFTC
issued Notification 17 in May 1967, even earlier than the 1967 Cabinet Decision.

6.553 The United States responds that at the time of the Kennedy Round negotiations, there were
no pertinent facts available concerning the actions Japan was preparing to take to implement its
liberalization countermeasures program. The 1967 Cabinet Decision, which approved the use of
countermeasures to prevent foreign enterprises from penetrating the Japanese market through key
distribution channels, had yet to be promulgated and implemented. The United States argues that Japan
had not articulated a clear and coordinated systemization policy to block accessto primary wholesalers.

6.554  IntheUSview, the Japanese Government' sarray of opaque, informal measuresto implement
the systemization policy could not have been foreseen:

() 1969 Survey Report on Transaction Terms;

(i) 1970 Guidelines;

(i) 1971 Basic Plan;

(iv) 1975 Manudl,

(V) JDB funding for Konica s wholesalers (which commenced in 1976);

(vi) SMEA funding for photo processing laboratories (first designated in July 1967).

6.555 According to Japan, while the items listed by the United States occurred after the 1967
concessions, the following items were an "outgrowth" of MITI's ongoing distribution modernization
policies aimed at rationalization of transaction terms and systemization of distribution practices:

%9See al'so paras. 5.26 and 6.339 above. For the USresponse to Japan's arguments concerning Japan's tariff concessions
on colour, and black and white film and paper, see para. 6.337-6.338 in the sub-section VI.D.3.(c).(v). on "Black and white
film and paper" above.
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) the 1969 Survey;

(i) the 1970 Guidelines; and

(iii)  the 1971 Basic Plan;

(iv) the international contract notification requirement.

6.556 In Japan's view, the same holds true for the interim reports of the Distribution Committee,
and the first and second interim reports of the Distribution Committee of 1964 and 1965, respectively,
which also endorsed modernization of the distribution sector. Japan points out that these reports were
published in the MITI Gazette, awidely read official MITI publication. Japan explains that the 1967
Cabinet Decision, which occurred before the conclusion of the Kennedy Round and almost ayear prior
to the Japanese acceptance of the Kennedy Round package, clearly embraced distribution modernization
as a necessary response to imminent capital liberaization. Japan point out that this decision was
published and widely publicized. For Japan, itisinconceivablethat the United States Embassy in Tokyo
would not have watched closealy how Japan resolved the high-profile debate about capital liberalization
that had been taking place in 1966 and 1967. Japan further arguesthat the requirement for international
contract notification also took placeprior to the conclusion of the Kennedy Round. AlthoughtheUnited
States cites aminor change in 1971, the requirement for international contract notification itself goes
back to 1953. Therefore, Japan concludes that the United States should have reasonably anticipated
that the Japanese Government would continue to pursue these policies.

6.557 Japan also submits that SMEA financing predates the conclusion of the Kennedy Round.
According to Japan, under SMEA financing, whose general framework was established in 1956,
photofinishing laboratories were designated as an eligible industry on 1 April 1967.°° This specific
financing program to photofinishing laboratories thus predated the Kennedy Round deal. In Japan's
view, theUnited States coul d not have had any | egitimate expectation that financing woul d not begranted
to qualifying applicants in the photographic sector.

6.558 Even assuming that MITI’s distribution modernization policies during the 1960s and ‘ 70s
encouraged single-brand distribution of film and paper as a means to exclude foreign brands from
traditional distribution channels, for Japan it is clear that these trends began well in advance of the
conclusion of the Kennedy Round. Asto film, Japan argues that two of Fuji’ sfour primary wholesalers
were already single-brand dealers, aswereall of Konica's primary wholesalersthat eventually became
subsidiaries. Japan claims that the United States should have been aware of this trend, since Fuji’s
third primary wholesaler, Misuzu, terminated its dealings with Kodak in April 1967, months before
the final Kennedy Round deal. Similarly, Kodak’s distributor in Japan, Nagase, acquired Kuwada
in 1967, and converted Kuwada into a single-brand distributor. Kodak not only knew of the trend,
Kodak was part of thetrend. Public press accounts documented the trend toward single-brand distribution
for film aswell as cameras. Asearly as 1964, trade publications were aready noting the trend toward
single-brand wholesde distribution.®* As to paper, Japan submits that affiliations between manufacturers
and photofinishing laboratories were already common by 1967.% In Japan's view, the United States
could not have any legitimate expectation that these trends would not continue.

6.559 The United States clams that Japan did not articulate, let done implement, a clear and
coordinated systemization policy to block accessto primary wholesalersuntil after the Kennedy Round
had concluded, that none of its subsequent actionswasforeseeabl eto Japan' s negotiating partnersduring

%A ccording to Japan, the United States alleges that the date was July 1967. Japan contends that the designation date
was in fact 1 April 1967, an extremely common date for such designations in Japan, since 1 April marks the start of a new
fiscal year for the government.

®IDjstribution Keiretsu Gaining Strength - As Shown by Fuji’s Special Contract (Tokuyakuten) Shops, Zenren Tsuho,
May 1964, p. 5 US Ex. 64-3.

%2According to domestic industry sources, these affiliations began as early as 1960 and were relatively common place
by 1965. Affidavit of Tanaka Takeshi, p. 3, Japan Ex. A-10.
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the Kennedy Round and that these actions have been difficult to uncover, identify and understand even
with the benefit of intensive and unprecedented investigation and 25 years hindsight.

(i) Restrictions on large stores
6.560 The United States claims that at the time of the Kennedy Round negotiations,

() the Large Stores Law had not yet been proposed; and

(i) MITI's two key directives, which laid the foundation for the law by expanding the
scope of the Department Store Law, were not issued until June 1968 and September
1970, respectively.

6.561 Japan respondsthat theenactment of theL arge StoresLaw in 1973 and subseguent amendments
in 1978 and up to today, while subsequent to the Kennedy Round, have represented the continuation
of alongstanding policy of preservingretailing diversity throughregulation of largestores. Specificaly,
the Department Store Law was enacted in 1956, and required new department stores to obtain permits
before opening. According to Japan, the Large Stores Law merely represented an extension of this
preexisting regulatory policy to other typesof large storesthat werestartingto arise(e.g., supermarkets,
discount stores) and to block the deliberate circumvention of the law. Japan argues that the United
States could not have had any legitimate expectation that large stores would be allowed to displace
small and medium-size retailers in the absence of any government adjustment process.

6.562 Moreover, in Japan's view, the currently existing Large Stores Law is more libera than the
Department Store Law for the following reasons: First, the former substituted a notification system
for thelatter’ s permission-based system. Second, theformer’sregulations on store holiday and closing
hoursarelessrestrictivethanthelatter’s.** Third, whileonly 84 percent of applicationswere permitted
and implemented under the Department Store Law, approximately 96 percent of notified plans are
implemented under the Large Stores Law. Therefore, Japan concludes that even if it were accepted
that restrictions on large retail stores are unfavourable to imported products, there is nothing unfavourable
to the imports that the United States could not have anticipated at the time of the Kennedy Round tariff
CONCESSIoNS.

(iii) Promotion " counter measures'

6.563 The United States argues that, at the time of the conclusion of the Kennedy Round, Japan's
decision to usefair competition codes as an " effective countermeasure" was just about to be announced
and implemented.®®* There was no reason why the United States could or should have known that
Japan was about to take these actionswhich resulted in nullification or impairment of its Kennedy Round
tariff concessions.

6.564 Japan submits that the Premiums Law was enacted in 1962. This law targeted conduct that
had been identified by the JFTC as unfair trade practices as early as 1953. According to Japan,
Notifications 5 and 34 merely represented elaborations of the general norms set forth in the Premiums
Law. The1972 amendmentsgranted enforcement authority to prefectural governments. Japan contends
that all of these developments should have been reasonably anticipated by the United States, since the
United States had no legitimate basis for expecting that excessive premiums and deceptive advertising
would go unregulated, or that this regulation would not be enforced vigorously.

%3Jgpan notes that, under the Department Store Law, the minimum number of store holidays without permission was
48 days (4 days a month) for urban areas and 24 days (2 days a month) for other locations for a year.
%4Report of the Foreign Investment Council Expert Committee, reprinted in Finance, June 1967, p. 3, US Ex. 67-5.
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(© Tokyo Round

6.565 Japan submits that the Tokyo Round was formally concluded on 11 July 1979. The Tokyo
Round marked Japan’ sfirst tariff concessionson colour film and paper, aswell asadditional concessions
on black and white film and paper.

6.566 The United States argues that at the time the United States negotiated the 1979 Tokyo Round
concessions on photographic film and paper, the three dements of Japan's liberdization countermeasures
had all, to one degree or another, been put into place and applied. In entering into the Tokyo Round
negotiations, the United States was aware that Japan regulated large stores through the Large Stores
Law and promotions and inducements through the Premiums Law and the Antimonopoly Law.

6.567 However, according to the United States, what negotiators could not have known, and did not
know, was: (i) the extent to which Japan’s closed distribution system for photographic film and paper
was the result of the government’s "distribution countermeasures’; (ii) that the distribution
countermeasures, the L arge Stores L aw and the promotion countermeasuresworked together to impede
market access. The United States emphasizes that during the Tokyo Round negotiations, neither the
United States nor any other GATT contracting party could have anticipated the actions Japan would
take (iii) to dramatically expand the scope and invasiveness of the Large Stores Law following the
Tokyo Round; (iv) to escaate by a substantial degree the enforcement of the Premiums Law and the
Antimonopoly Law to the photographic film and paper sector to undermine Japan' stariff concessions,
specificaly for the purpose of consolidating and strengthening the exclusionary distribution system
against new threatsfrom commercial challengerssuch aslarge stores. Inthiscontext, the United States
points out that the panel on EC - Oilseeds specifically rejected the EC's argument in that case that the
existence of some measures a the time of the tariff concession - which were later substantialy enhanced -
meant that the United States could or should have reasonably anticipated their modification or
enhancement.%* Moreover, the United States maintains that no country was in a position to conduct
the kind of investigation that would have been required to understand that Japan had utilized a broad
array of informal, nontransparent measures to engineer virtually import-free distribution channels and
was continuing to apply a variety of measures to maintain those channels.

6.568 In Japan's view, the United States should have reasonably anticipated aleged measures in
effect at the time of the tariff concessions: The Large Scale Retail Store Law and the Premiums Law
were published laws with published regulations and their requirements were public facts; Likewise,
al of the so-called " distribution countermeasures," which are not even included inthe US non-violation
claim concerning the Tokyo Round tariff concessions, were public facts, as were their aleged effects
onthedistribution structurefor film and paper.®® Thus, Japan concludesthat no significant government
measures or policy changes occurred after 1979. According to Japan, there were procedural changes
in one pre-existing law, and industry self-regulation actions under the general authority of another pre-
existing law. In Japan's view, there was thus no measure, unanticipated at the time of the 1979 tariff
concessions, that was capable of upsetting the competitive position of imported film or paper. Even
assuming that expectations concerning 1979 tariff concessions remain protected as a separate benefit,
Japan asserts that the US non-violation claims relating to those concessions are unfounded.

) Distribution "counter measures’
6.569 The United States submitsthat by thelate 1970's, importerslike Agfaand Kodak were denied

access to primary wholesale channels due to wholesalers exclusive relationships with domestic
manufacturers. What the United States claims not to have been able to know was the extent to which

%See, e.g., EEC - Oilseeds, p. 129, para. 149.
%Al Fujifilm primary wholesalers were single-brand distributors by 1975; al Konica primary wholesalers were single-brand
wholesalers at their inception, and subsidiaries by 1977.
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concerted government policy had caused this exclusion and obstructed alternative channels, and the
degree to which ongoing application of government measures continued to support this distribution
system as an exclusionary system. According to the United States, following the Tokyo Round, Japan
developed (i) new business assi stance programsto bol ster the systemization of laboratoriesand exclude
imports of both film and paper from this aternative channel; pressed forward with strengthening the
(i) informationd ties between manufacturers and wholesders; and continued to rely upon (iii) Chambers
of Commerce inongoing application of standard transaction terms. Moreover, the United Statesargues
that it could not have anticipated the effects of (iv) the international contract notification provisions
which required reporting of all contracts between foreign manufacturers and Japanese distributors.
Further, the United States arguesthat it could not expect that departures from standardized transaction
terms could be (v) "unfair trade practices’ under the Antimonopoly Law.

6.570 InJapan'sview, by thetime of the conclusion of the Tokyo Round, virtualy all of thealeged
distribution measures in dispute had already occurred. Japan argues that the historical measures and
actions discussed by the United States are thus legally irrelevant to aproper anaysis of the 1979 tariff
concessions, i.e., the first concessions for colour film and paper, because they occurred before the
1979. The" Distribution Systemization Manual" wasissuedin March 1975, morethan four yearsbefore
the conclusion of the Tokyo Round. The JDB loan was made in 1976 and the SMEA financing came
in 1967.%°" Thelast multibrand primary wholesaler, Asanuma, stopped carrying Kodak in 1975, again
four years before the conclusion of the Tokyo Round. Therefore, for Japan it is clear that the United
States could reasonably anticipate the aleged measures that already existed and the market structure
asit existed at the end of 1975, when the tariff concessions were finalized in 1979 during the Tokyo
Round.

6.571 In Japan's view, the United States does not even allege any so-called "distribution
countermeasures’ subsequent to the Tokyo Round, although these alleged distribution measures are
the centrepiece of the US non-violation claims.

(i) Restrictions on large stores

6.572 With respect to restrictions on large stores, the United States alleges that, as the Tokyo Round
concluded, Japan tightened the enforcement of the Large Stores Law and related measures to block
new challenges to the closed distribution system. The United States claims that Japan built on these
substantial new restrictions by:

Q) creating the "prior adjustment” and "formal adjustment” processes (1979);°®

2 adding the "prior explanation" requirement to precede the builder's Article 3
Notification, i.e., requiring the builder to meet with and obtain the consent of loca
retailers before submitting the Article 3 Notification (1982);°° and

(3) mandating that the adjustment process "be carried out in arestrictive manner” (1982).1°%

6.573 The United States submitsthat Diet amendmentsto the Large Stores L aw that became effective
in May 1979 vastly expanded the coverage and impact of the law in two key respects. First, the law,
which had previously applied only to stores with 1,500 square meters and above, was broadened to
include stores with 500 square meters or more, causing store applications under the law to explode,

%7Japan notes that the United States indicated that the SMEA financing was granted in 1977. However, Japan claims
that SMEA financing for photofinishing laboratories was first authorized in April 1967 and that even US documents mention
such financing in the late 1960s.

BMITI Directive No. 365 of 1979, US Ex. 79-2.

®®MITI Directive No. 36 on "Immediate Measures Regarding Notification to Establish Large Scale Retail Stores',
30 January 1982, US Ex. 82-2.

10001 bidl,
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increasing by 300 percent in 1979. Second, large stores under the law were divided into Class | stores
(1,500 and above), which fell under direct MITI jurisdiction, and Class |1 stores (500 to 1,500) which
were placed under theregulation of prefectural governors. The United States explainsthat thisdivision
substantially increased the personnel and other resources availableto investigate and order adjustments
tostores. IntheUSview, asaconsequence, Class Il store applications, which reached 1,029 in 1979,
fell to 424 in 1980 and to 308 in 1981, as implementation suppressed these stores.

6.574 Japan arguesthat by thetime of the conclusion of the Tokyo Round, virtually all of the aleged
measuresindisputeregulating largestoreshad already occurred. Accordingto Japan, only thefollowing
alleged measure regulating large stores occurred subsequent to the July 1979 tariff concessions, i.e.,
MITI administrative guidanceon " prior explanation" and treatment of new notificationsunder theLarge
Scale Retail Store Law (1982).

6.575 In Japan'sview, other historical measures and actions discussed by the United States are thus
legally irrelevant to a proper analysis of the 1979 tariff concessions. All other alleged measures in
dispute, as enumerated below, regulating large stores occurred before the 1979 tariff concessions, and
therefore should have been reasonably anticipated by the United States at the time those concessions
were made:

() the Large Scale Retail Store Law of 1973;
(i) the amendments of the Large Scale Retail Law of 1978.

6.576 According to Japan, the United States argues that the 1978 amendments occurred after the 1979
tariff concessions. Specifically, in Japan's view, the United States seems to argue that substantive
negotiations between the United States and Japan on film were concluded by August 1978, and that
this date should serve as the time of the concessions. For Japan, the United States position in this
case has no support in prior non-violation cases since tariff concessions have uniformly been timed
by the date of the fina act of the negotiating round in question, e.g., 11 July 1979 for the Tokyo
Round.®* Japan notes that the 1978 amendments were endorsed by the Cabinet on 6 June 1978, gpproved
by the Diet on 20 October 1978, and officially promulgated on 15 November 1978. Japan maintains
that the United States knew or should have known about these amendments while the Tokyo Round
was ongoing. Japan points out that the United States could have reopened negotiations on film or any
other product allegedly impacted by the amendments. Japan emphasizes that the Cabinet action took
place amost three months before the USTR letter to Kodak announcing film tariff concessions on 30
August 1978. Accordingly, Japan contends that any alleged upsetting of competitive conditions as
aresult of the 1978 amendments should reasonably have been anticipated by the United States.

6.577 In Japan's view, data submitted by the United States shows that from 1982 notifications of
both categories of large scale stores consistently increase in number and that, accordingly, the
1982 administrative guidance had no materia effect on the preexisting operation of the law. Japan
describesthat there was adecline from peak levelsduring the 1979 to 1981 period, but whatever caused
that decline could logically have nothing to do with ameasure passed in 1982. Similarly, after 1982,
both the percentage of retail sales in Japan through large scale stores and the percentage of retail
establishmentsthat are large scale stores have increased steadily and consistently.*® Therefore, Japan
concludesthat, by any of theseempirical benchmarks, the 1982 amendmentsdid not represent amateria
change in the law.**?

10iSee e.g., EEC - Canned Fruits, L/5778, p. 6, Table 2, para 14.

10023gpan contends that, although the numbers increased, the United States calls these trends "constant”. But whether
one views the trends as increasing or constant, Japan considers as the relevant legal conclusion that the 1982 amendments
were not a material change in the law.

1008A ccording to Japan, the United States acknowledges that this guidance was repedled in 1992 and is thus no longer
in effect.
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6.578 The United States submits that Japan complemented these restrictions under the Large Stores
Law with new constraints on the ability of medium and large retailers to merge and expand: i.e., new
constraints on potential direct challenges to the exclusionary distribution system.’®* The JFTC then
codified the restrictive policy reflected in its blocking order in new Retail Merger Guidelines which,
accordingtotheUnited States, werespecifically directed at theretail sector inorder tolimit opportunities
for larger retailers to avoid the tightening restrictions of the Large Stores Law through pursuing
acquisitions, rather than by having to open or expand stores.

6.579 Japan respondsthat theUnited States’ argument on thedifficulty of mergersbetweenlarge-scale
retailers-- duetothereview ruleto consider the market share of large-scale storesa one -- ismisguided.
Even if such mergers become easier, the total area of floor space will not increase, therefore, there
is no link between the merger regulations and the large-scale store regulations.

6.580 Japan further submits that the measures in question - which, according to Japan, have been
abolished - were predictable "outgrowths" of preexisting policies. The 1982 MITI administrative
guidance on "prior explanation" during the Large Scale Retail Store Law process introduced a mere
procedural changeto thelaw, requiring prior explanation of the new store plan.’®® The basic operation
of thelaw, i.e., regulation of large storesto preservediversity of retailers, remained unchanged. Japan
contends that the United States should have reasonably anticipated that the law would be subject to
such procedural modificationsthat did not affect its underlying substance. In Japan'sview, there was
nothing unexpected about the 1982 guidance.*®

6.581 Japan further emphasizes that the current Large Scale Retail Store Law is an extension of the
respective law of 1979, and actually more libera than the onein 1979. Accordingly, Japan contends
that, evenif it wereaccepted that restrictionsonlargeretail storesareunfavourabletoimported products,
there is nothing unfavourable to the imports which the United States could not have reasonably anticipated
a the time of the tariff concessions in the Tokyo Round. Japan argues that this deregulation can be
seen by comparing the past law with the present law with respect to the (i) exemption of retail stores
with retail space lessthan 1,000 square meters, (ii) regulationson store holidays, and (iii) regulations
on closing time.

(iii) Promotion " counter measures'

6.582 With respect to the Premiums L aw, the United States submitsthat Japan' s negotiating partners
could not have anticipated that Japan would respond to the Tokyo Round tariff cuts by engaging in
elaborate and aggressive efforts to thwart foreign firms' ahility to market and promote importsin the
photomaterials and other sectors. According to the United States, within ayear of the conclusion of
the Tokyo Round:

100The United States notes that in 1981, the JFTC blocked a proposed merger between a leading supermarket chain,
Kyushu Daiel and a large local supermarket in Kyushu by the name of Uneed.

1005 Japan further notes that the 1982 guidance also refers to potential large stores exercising "self restraint”. To the extent
this guidance simply suggested that stores themselves think about how their plans would affect the surrounding community,
this guidance had no real impact on the operation of the law. In Japan's view, the United States jumps to the conclusion
that this guidance was a"freeze". Pursuant to the guidance, prefectural governments might designate municipalities as those
inwhich self-restraint on new notifications should be advised, provided the municipalities met with the specified requirements.
In Japan's understanding, just a fraction of municipalities were designated as such.

1006 Japan points out that the United States itself notes that earlier notification policies had already been adopted in May
1979, two months prior to the end of the Tokyo Round.
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) the JFTC pressed for the creation of an umbrella group, the Federation of Fair Trade
Councils, to coordinate the activities of the fair trade councils overseeing the 52 fair
competition codes for representations and the 30 codes for premiums;*%’

(i) the JFTC approved the establishment of a Distribution Sector Office ("DSO") and
directed it to examine 16 business sectors, including cameras and photographic
materials; 0%

(iii)  the domestic photographic industry responded to JFTC guidance in promulgating its
first set of "Self-Regulating Measures Regarding Making Business Dealings With
Trading Partners Fair”" in June 1982;

(iv) the formal establishment of the Promotion Council and its broad articles of association
followed in December 1982;

(V) the Promotion Council' s actions - together with the Zenren and JFTC - to derail Kodak's
marketing campaign for the VR pack occurred in June 1982;

(vi) the Promotion Council published its second set of self-regulating measures in 1984;

(vii) the JFTC's efforts in this regard culminated in the creation of the Retailers Fair
Competition Code and Fair Competition Council in 1987, to set and enforce standards
for misrepresentations in advertising related to price/promotiona terms.

6.583 Japan contends that, by the time of the conclusion of the Tokyo Round, virtualy al of the
alleged promotion measures in dispute had already occurred. According to Japan, only the following
alleged promotion measures in dispute occurred subsequent to the July 1979 tariff concessions:**®

) Fair Trade Promotion Council self-regulatory code on dispatched employees (1982);
(i) Fair Trade Promotion Council statement on photofinishing pricerepresentations(1984);
(iii)  Camera Retailers Fair Competition Code on advertising (1987).

6.584 In Japan's view, other historical measures and actions discussed by the United States are thus
legally irrelevant to a proper analysis of the 1979 tariff concessions. All other aleged promotion
measures in dispute occurred before the 1979 tariff concessions, and therefore should have been
reasonably anticipated by the United States at the time those concessions were made.

6.585 Withregard tothe Camera Retailers’ Fair Competition Code, Japan insiststhat it isirrelevant
to this case because it relates only to cameras. Moreover, in Japan's view, the JFTC approva of the
Code in 1987 was an application of the pre-existing Premiums Law, and brought about no change to
the implementation policy of the Law.

6.586 Astothe Fair Trade Promotion Council actions on dispatched employees and photofinishing
pricerepresentations, Japan respondsthat such actionsareirrelevant heresincethey areprivate conduct.
Therefore, Japan contends that thereis no government measure which the United States could not have
anticipated.

107The Fair Competition Code System and Status of Establishing Fair Competition Codes, Kosei Torihiki, No. 390,
April 1983, pp. 37-38, US Ex. 83-8.

1008Cabinet Order No. 43 of 1979 as reported in JFTC Annua Report 1980, p. 283, US Ex. 79-1.

1009T he United States mentions the 1979 establishment of the Distribution Sector Office inthe JFTC. Thisaction, however,
led only to sector-specific advisory reports, not any governmental action.
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(d) Uruguay Round

6.587 According to the United States, by the time of the Uruguay Round negotiations, the United
States and other countries were beginning to understand that conditionsin Japan other than tariffs that
posed obstacles to imported products and that Japan's distribution system was difficult in general .***°
The United States concedes that, at the time of the conclusion of the Uruguay Round, it was aware
that Japan regulated | arge storesthrough the L arge Stores L aw and promotions and inducementsthrough
the Premiums Law and the Antimonopoly Law. But the United States could not have known, and
did not know, how the three types of countermeasures worked together within the context of Japan’s
closed distribution system for photographic film and paper, nor what itsrestrictive effectswere. The
United States explains that even at the time of the Uruguay Round it still did not have (and could not
have had) sufficient appreciation for the way government policies interwove and supported this closed
distribution system in the film sector.

6.588 The United States submits that it was only with the preparation for consultations in this case
that the United States gained an understanding of

) how the standardized transaction terms worked,;

(i) how the Large Stores L aw continues to suppress large stores through non-transparent
mechanisms as well as forma procedures;

(iii) how the suppression of large stores directly supports the oligopolistic distribution system
in Japan’'s photosensitive materials sector;

(iv) how the restrictions on promotions directly limit opportunities for foreign film and
paper;

(V) how subsidization of the laboratories takes them out of reach of foreign suppliers;

(vi) how Japan's active development of information links further enhanced systemization
of distribution to the exclusion of foreign imports.

6.589 Japan contendsthat theissuesnow raised by theUnited Stateswerenot just discussed inreports,
they have aso been the subject of intense bilateral discussions between the United States and Japan.
According to Japan, in thelate 1980s and early 1990s, many of theseissueswere extensively discussed
and debated between the United States and Japan as part of the Structura Dialogue (1986-1988) and
the Structura Impediments Initiative (1989-1990).** Therefore, Japan conteststhe US claim that the
alleged measures arenot of the kind that trade negotiators should reasonably be expected to understand,
since the kind of alegations before this Panel are precisely the kind that US trade negotiators have
emphasized for years in their dealings with Japan. In light of this history, Japan objects to the US
argument that it could not have reasonably anticipated the aleged measures in dispute as of 1994.
For Japan, itisobviousthat the United Statesdid know during the Uruguay Round about (i) single-brand
distribution, (ii) theLarge StoresLaw, and (iii) restrictionsunder the PremiumsLaw, and had already
formulated the alegations concerning them which that it has presented to this Panel.

6.590 The United States regjects Japan's argument that the United States could have anticipated that
these measures would diminish the value of Japan's Uruguay Round tariff concessions. The United
States maintains that bilateral discussions between the United States and Japan during the Uruguay
Round in thelate 1980s and early 1990s under the Structural |mpediments I nitiative do not demonstrate
that the United States could have "anticipated”" or understood Japan's program of measures at issue

10101990 National Trade Estimates Report on Foreign Trade Barriers (NTE), p. 124, Japan Ex. E-4.

U ymmary Report on US-Japan Structural Dialogue (Japan Ex. E-5) and Sl Final Report. (Japan Ex. B-30) By contrast,
on these occasions, the United States even endorsed some of the measures the Japanese Government took. For example,
the Report said, "obviously, [the Premiums law including Fair Competition Codes] is not intended to be an impediment to
new entry by foreign or domestic firms, and the Fair Trade Commission (FTC) has enforced and will continue to enforce
this system so that it does not impede such entry". SlI Fina Report.
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in this case: According to the United States, none of the actual measures at issue was discussed in
relation to its effect on the photographic film and paper sector because the focus of these bilatera
discussions was on private obstacles to trade. > The United States further emphasizes that it did not
have any idea a the time, and only recently became aware of, the Japanese Government's direct
responsibility for these measures, and the collective impact of these measures on the devel opment and
mai ntenance of Japan’s exclusionary market structure for film and photographic paper.

6.591 Specifically, the United States submitsthat none of the 21 measuresit hasidentified was subject
tobilateral discussionswith Japan in thelate 1980sor early 1990s, with the exception of thefollowing:

Q) The JFTC’s restrictions on the use of premiums, including its restrictions on
) premiums to wholesalers contained in JFTC Notification 17;

(i) premiums to consumers contained in JFTC Notification 5; and
(iii) prize offers in open lotteries contained in JFTC Notification 34.

2 The JFTC's notification requirements for internationa contracts, including those
contained in JFTC Rule 1 concerning "Rules on Filing Notification of International
Agreements on Contracts'.

(3) The Large Stores Law.

) Distribution "counter measures’

6.592 The United States took at face value Japan's commitments in the SI1 to address these private
sector obstacles and liberaize its restrictive distribution structure. For example, in 1993, during the
closing months of the Uruguay Round negotiations, the United States acknowledged " new commitments
by the Government of Japan contained in the Second Annual Report of SII ... intheareasof distribution
and exclusionary business practices".*

6.593 TheUnited Statesconfirmsthat theJFTC’ snotification requirementsfor international contracts,
including those contained in JFTC Rule 1 concerning "Rules on Filing Notification of International
Agreements on Contracts' were discussed with Japan in the context of the SII. However, the United
States contends that it was completely unaware of the role the international contract notification
requirements played in obstructing access to distribution channelsin Japan by authorizing the Japanese
Government to scrutinize transaction terms between foreign manufacturers and domestic distributors
in line with Japan’s guidance on standardizing transaction terms.

6.594 In Japan's view, the United States should have known and did know as of 1994 about all of
the alleged measures currently in dispute. Asto distribution policies, al of the aleged "distribution
countermeasure” documents were published.'®* Many official MITI publications, which are precisely
the " sourcesthat governmentstypically useto announcetrade policies'.** In Japan' sview, thealleged
effects of MITI’s distribution modernization policies, i.e., the decisions by the primary wholesaers
not to carry other brands of film, were publicly known facts.'®® In particular, according to Japan, the

102See, e.g., lbid.. See also 1994 National Trade Estimates Report on Foreign Trade Barriers (NTE): "In short,
exclusionary and particularly collusive business practices often prevent new participants, be they Japanese or foreign firms,
from easily entering the Japanese market and competing for market share”, 1994 NTE p. 145, Japan Ex. E-4.

10131993 National Trade Estimates Report on Foreign Trade Barriers, p. 146, Japan Ex. E-4.

1044 3apan notes that the United States was able to obtain copies of al of these items from public sources. The only exception
is the 1975 Manual, drafted by a public corporation, but never officially published.

1015Japan points out that, e.g., the various interim reports and the 1970 Guidelines cited by the United States were al
published in the MITI Gazette (the "Tsusansho Koho").

1016A ccording to Japan, the United States argues that it did not know and could not have known "the extent to which
Japan's closed distribution system for photographic film and paper was the result of the government’s ‘distribution
countermeasures.’”  Japan agrees in the sense that the connection between MITI’s distribution modernization policies and
single-brand wholesale distribution of film was unknowable because it was nonexistent. In Japan's view, since 1975, the



WT/DS44/R
Page 313

United States complains about the alleged " distribution countermeasures’ in this proceeding on the
ground that they encouraged single-brand distribution of film and paper. In this context, Japan notes
that the United States has regularly complained about single brand distribution in National Trade
Estimates Report on Foreign Trade Barriers ("NTE Reports') published by the Office of the United
States Trade Representative. In the 1990 Report, the section entitled "Distribution System™ contains
the following passage:

"The complexity and rigidity of Japan’s distribution system raises the costs of new
market entry and limits market penetration of US firms. ... Exclusive relationships
among retallers, wholesders, and manufacturers, and large numbers of smal wholesalers
and retailers make setting up a distribution system expensive for new-to-market
companies. This added cost of entry affects both US manufacturers of consumer and
producer goods".***’

6.595 Japan emphasizes that the 1994 NTE Report'®® even included the a film-specific passage in
the section entitled " Distribution:"

" Japan’ s distribution system can also serve to limit the market share of companies that
have gained access to Japan's market. A leading U.S. producer of consumer film,
for example, has encountered problems in increasing its market share in Japan due
to restrictive distribution channels. Despite significant investment and years of effort,
the company’s market share remains extremely low compared to its market share in
the rest of the world".**

(i) Restrictions on large stores

6.596 The United States claims that, at the time of the 1994 Uruguay Round tariff negotiations, it
was not aware, and not able to be aware, that Japan had seized upon the Large Stores Law as a key
instrument to protect and support the vertical integration of distribution in the consumer photographic
materials sector. Furthermore, in the US view, it could not have been aware of the extent to which
supporting vertical integration of distribution was in fact affirmative Japanese Government policy.

6.597 With respect to the Large Stores Law, Japan points out that the law and relevant regulations
have been published and that their requirementsare currently known and havelong been publicly known
facts.’®® Moreover, Japan contends that the United States has been making these claims concerning
theLarge Stores L aw with respect toimports generally for years. Thus Japan concludesthat the United
States not only should have known, it certainly did know about these measures.

6.598 Japan refers to the example of the 1990 NTE Report’s chapter on Japan which includes the
following specific headings: "Law on Large Retail Stores,” and "Marketing Practice Restrictions'.
The section on "Law on Large Retail Stores’ contains the following statement:

only aleged "distribution countermeasure” iscontinued acquiescence by the Japanese Government insingle-brand wholesale
distribution. This aleged "measure” was a publicly known fact that should have been known and was indeed known by
US trade negotiators before 1994. If an alleged "measure” consists simply of a market structure, and that market structure
was known at the time of the tariff concession and has not changed since, there can be no frustration of legitimate expectations
and hence no nullification or impairment of the benefit of the relevant tariff concessions.

1071990 National Trade Estimates Report on Foreign Trade Barriers, p. 124, Japan Ex. E-4.

108The 1994 National Trade Estimates Report of Foreign Trade Barriers was published on 31 March 1994, before the
Uruguay Round Agreement was concluded, and was obviously written even earlier.

10191994 National Trade Estimates Report on Foreign Trade Barriers, p. 172-173, Japan Ex. E-4 (emphasis added).

1020The Large Scale Retail Store law was published in Kampo on 1 October 1973. The Premiums Law was published
in Kampo in 1962.
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" Although export losses dueto thislaw’ simpact cannot be quantified, they arebelieved
to be significant as alarge number of products are affected. Sincelarger retailersare
usually more willing to risk introducing new products, often directly imported from
overseas suppliers, or aggressively promote imported product lines, limits on retail
expansion effectively hinder the import of US goods".*%%

6.599 According to Japan, the US concedes that the Large Scale Retail Store Law and severa key
elements of its claim about the Premiums L aw were subject to specific bilateral discussionsin the late
1980s and that its awareness and expectations concerning a specific law should apply to all products.
Given that the law treats film no differently than it treats other products, in Japan's view, it is not
credible for the United States to assert that while it was aware of how the law applied generdly, it
was not aware of how the law applied to film. For Japan, the US argument would make it virtualy
impossibletoidentify " reasonableexpectations' for specific productsand would under minethis element
of the non-violation remedy.

6.600 With respect to the talks under the Structural Impediments Initiative, the United States argues
that it took at face value Japan's assurances to liberalize restrictive distribution structures, and to
substantialy liberaize the Large Stores Law as one of the central means for doing so0.2%% According
to the United States, Japan specifically indicated with respect to the Large Retails Stores Law that it
would:

) shorten the coordination process for opening stores;

(i) relax regulations on closing times and holidays;

(iii)  address separate regulations by local public authorities;

(iv) exempt from coordination procedures after notification the new opening or expansion
of new space dedicated to import sales;

(v) further review the Large Stores Law every two years.

6.601 The United States admits that Japan did in fact implement formal changes to operating hours
and the coordination processfor opening new stores and expanding space dedicated to imports, as stated
in the SII report. The United States also concedes that Japan took action to address separate |ocal
regulations. Therefore, the United States wasinitially optimistic that these changes would be effective
in increasing competition in Japan's distribution sector which is aso reflected in the 1993 Nationa
Trade Estimates Report published by the USTR.1%%

6.602 However, theUnited States submits that by 1994, subsequent to the conclusion of the Uruguay
Round, it became clear that the limited reforms of the Large Retail Stores Law and other areas of
business practice and government regulation put in place by Japan had not fundamentally changed the

10211990 National Trade Estimate Report on Foreign Trade Barriers, p. 124, Japan Ex. E-4.
10221 the 1990 SlI report, for example, Japan Stated that with regard to the Large Stores Law:

"As dynamic changes are called for in the distribution industry, deregulation measures will be taken in order to
meet new needs of consumers, to enhance the vitality of the distribution industry and to ensure smooth procedures for opening
new stores. Deregulation measures will be put in place by both the centra Government and loca public authorities'.

1023The 1993 National Trade Estimates Report noted that "the distribution system is one of the six major areas being
addressed in SlI. The Joint Report issued in June 1990, contains a series of Japanese Government commitments addressing
important distribution system issues. One of the most important was a pledge to ease significantly restrictions on new large-scale
retail stores, including the further shortening of the new store application waiting period to twelve months by the end of
1991. Therevision of the Large Retail Store Law in 1990 has largely been effective in reducing barriers to the establishment
of retall outlets'. Japan Ex. E-4.
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restrictive nature of thelaw or thelocal regulations. TheUSTR’'s1994 National Trade Estimatesreport
reflects this growing disappointment. 1%

6.603 The United States maintains that despite its commitment to "dynamic changes' to deregulate
the Large Stores Law and to open distribution systems, Japan has continued to aggressively apply the
law in away that limits the ability of large stores to open and expand in Japan, stores as small as 500
square meters, as compared to 1500 square meterswhen thelaw wasimplemented in 1974. Thedelays,
downward adjustments in floor space, reduced hours of operations, forced holidays, and burdens of
the adjustment process significantly impair the ability of large stores to expand and operate at the pace
and levels they would choose in the absence of regulation. The United States further submits that it
did not expect Japan would continue to require or encourage large stores to undertake "prior consultation”
or "local consultation” with their local competitors, and would continue allowing the voice of local
competitors to dominate the large store review process.’®® This process of undertaking adjustments
with local competitors is particularly burdensome for large stores, as often large stores must agree
to burdensome restrictions in order to ensure smooth passage through the formal review system.

6.604 Japan responds that the Large Stores Law today is more libera than its operation in 1994.
Three sets of deregulation of the law during the early 90's were completed by 1994, and there have
been no significant changes since then. Any effort by the Japanese Government to ensure that local
governments more faithfully adhere to the national standards for administering this law in fact makes
the law more libera, not less.

(iii) Promotion " counter measures'

6.605 TheUnited Statesclaimsthat only recently it became aware of the extent to which the Japanese
Government and the fair trade councils use the Premiums Law and the fair competition codes to limit
how foreign photographic materials manufacturers and their distributors may promote their products.
Likewise, the United States submits that it became aware only recently of the actions by the fair trade
councils in the photographic sector to discipline both members and non-members in order to limit
competition by new entrants on the basis of price or promotiona offers.

6.606 With respect to the promotion measures, Japan states that the Premiums Law and pertinent
notifications were published and their requirements are currently, and havelong been, publicly known
facts.1%2¢ All JFTC notificationsand fair competition codesare also published, and arethereforepublicly
known facts.'®?” Japan underscores that the United States should be charged with knowledge of these
published documents and publicly known facts. It further submitsthat the 1990 NTE Report's section
on "Marketing Practice Restrictions" attacks the Premiums Law and even refers specificaly to film:

"Japan Fair Trade Commission (JFTC) regulations significantly restrict the use of
premiums and other sales incentives offered to consumers, distributors and retailers.
Under Japan’s "Premiums Act" of 1962, the JFTC may authorize the establishment

1024The 1994 National Trade Estimates Report noted that "In revising the Large Scale Retail Store Law, MITI rejected
suggestions that the law be abolished, amove MITI maintained could have the effect of increasing local government regulations
on large stores. The United States believes that MITI, at aminimum, should take steps to further streamline the Large Scale
Retail Store Law, for example by reducing the current review period from 12 months to 3 months'. USTR, 1994 National
Trade Estimates Report, Japan Ex. E-4.

1025According to the United States, the fact that local competitors continue to dominate the large store review process
is documented by Japanese Government studies.

Japan, however, points out that this US assertion relies on severa trandation errors of the cited documents, as

described in sub-section V.C. 2.(b).(ii) on " Substantive provisions of the Premiums Law" above, in particular paras. 5.400-5.402.

1026The Large Scale Retail Store law was published in Kampo on 1 October 1973. The Premiums Law was published
in Kampo in 1962.

1027The US submission provides copies of all the JFTC notifications from readily available sources.
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of Fair Competition Codes. ... Under this scheme domestic manufacturers establish
industry promotion rulesthat are then accorded legal status by the JFTC. Theserules
impair foreign firms' ability to competeinthe Japanese market. ... Eliminating further
restrictions could increase sales of many products. ... it could also increase market
opportunities for goods like film and candy, which are used as premiums".%%®

Thus, Japan concludes that in 1990 the United States was making exactly the same arguments that it
has made to this Panel. Japan further mentions that much of the language quoted above was then
repeated, virtualy verbatim, in the 1991, 1992, 1993, and 1994 reports.*%>®

6.607 With respect to the Premiums Law, the United States submits that the United States and Japan
discussed in the context of the SlI the JFTC's restrictions on the use of premiums, including its
restrictions on

) premiums to wholesalers contained in JFTC Notification 17;
(i) premiums to consumers contained in JFTC Notification 5; and
(iii) prize offers in open lotteries contained in JFTC Notification 34.

6.608 However, the United States emphasizes that, while these items were discussed as a general
matter, thelaw was not discussed initsrelation to the photographic materials sector. The United States
further contendsthat the specific codes at issuein this case, specifically the Retailers Fair Competition
Code, were never discussed. Moreover, to the extent that the Premiums Law and the fair competition
codes were discussed generally during SlI, the United States believed that Japan would follow through
on its commitments in the SII Report "to enforce this system so that it does not impede new entry"
by foreign or domestic firms.

10281990 National Trade Estimate Report on Foreign Trade Barriers, p. 125, Japan Ex. E-4.
102 Japan Ex. E-4 provides the relevant excerpts from each of these National Trade Estimates Reports on Foreign Trade
Barriers.
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F. THE COMBINED EFFECT OF THE THREE SETS OF MEASURES

6.609 Distribution countermeasures. In the view of the United States, the "distribution
countermeasures' work together asan organicwhole. Theindividual specific studies, reports, surveys,
guidelines, financing programs, or other distribution countermeasures standing alone may not have
been sufficient to accomplish Japan’s goa of restructuring the distribution system. According to the
United States, MITI explained that the process of establishing a new industrial order would require
back-and-forth interaction between government and industry over time. MITI expected government
and industry to work together to set the targets for industrial restructuring, and for businesses to make
efforts to achieve the targets, supported by government fiscal and other incentives. Leading scholars
in Japan agree that one way that administrative guidance is made effective is by a continuing process
of studying, surveying, cgjoling, and targeting the use of fiscal incentivesthat keepsthe private sector
focused on the goals set by the government, assesses their achievement of those goal's, and builds peer
pressure on those who are faling behind in their achievement.

6.610 TheUSclaim isthat the measureslisted in the " distribution countermeasures’ section operate
asaset, i.e. thedistribution countermeasures as a set (i) violate Article 111:4 and (ii) nullify or impair
benefits under the GATT within the meaning of Article XXII1:1(b).

6.611 Distribution countermeasures in combination with the Large Stores Law: The United States
allegesthat the Large Stores Law and related measures have operated to support the vertically aigned
distribution system fostered by the Government of Japan in the photographic film and paper sector.
A 1971 MITI survey and report regarding transaction termsdemonstratesthat MITI viewed large stores
as a threat to Fuji and Konica's oligopolistic distribution systems. It cites as two threats to this
oligopoalistic system the "growth of retail routes (especialy regular chains and supermarkets) other
than the photo retail route and changes in transaction terms due to this leadership”, and secondly the
"effects of full participation of Eastman Kodak". The guidance explained why large stores threatened
oligopalistic distribution: "When this share [the share of film sales by supermarkets| becomes larger,
influence over manufacturers will grow, and the market system controlled by manufacturers will be
shaken". Without the measures to restrict the growth of large stores, the United States contends that
large stores would have brought sufficient bargaining power and competition into the Japanese distribution
system to erode the exclusive vertical control over distribution exercised by Japanese manufacturers.
Therefore, the United States takes the position that the Large Stores Law and related measures should
be considered as important measures in Japan’s overal efforts to create and support manufacturer-
dominated, verticaly aligned distribution in Japan.

6.612 Therefore, theUSclaimisthat thelLarge Stores Law and related measures and the distribution
countermeasures in combination nullify or impair benefits under the General Agreement within the
meaning of Article XXI1I:1(b).

6.613 Japan contends that the United States merely takes a statement out of context to support its
argument that the Large Scale Retail Store Law has "operated to support” the distribution system
alegedly fostered by the government in the photographic film and paper sector.’** Japan argues that
innocuous comments about "future problems* are a discussion about the threat of the reintroduction
of irrationa business terms, not the possible threat of large stores to some supposed oligopolistic
distribution system that the government was alegedly trying to protect. Japan pointsout that it viewed

10305pecifically, Japan notes that the United States selects a few sentences from the residual category "other" at the end
of a severa hundred page report on transaction terms. Japan's 1969 Survey, p. 309, Japan Ex. B-1.
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"free competition” as a positive development.’®! The fear expressed regarding the increase in sales
by supermarkets was not over the threat to some established domestic oligopoly, but rather afear that
thesenew retail channelswouldintroduceirrational businesspractices, suchasabnormally long payment
periods, product returns, and dispatched employee practices. %%

6.614 Restrictionson large stores: The United States claims that independently of the role that the
Large StoresL aw playsin supporting the oligopolistic distribution system in the Japanese photographic
film and paper sector, the restrictions on large stores have limited market access by curtailing an
aternative channel to market foreign products. Even if unrestricted growth in large stores did not
alter the exclusive manufacturer domination over Japanese wholesalers, it still would alow expansion
of asaeschannel that has proven to be morefriendly to importsin Japan. The United States presents
asan examplethat Agfamakesat least half itsfilm salesin Japan tothe Daiel supermarket chain, Japan’s
largest retailer. If Daiei’s growth had not been retarded for three decades by repressive Japanese
government regulation, it might be an even larger chain today and Agfa s salesto it would be greater.
On the other hand, if Japan’s primary wholesalers were not in exclusive relationships with Japanese
manufacturers and were willing to carry foreign film, the need to rely on large stores as an aternative
would be much reduced.

6.615 Thus, in addition to the position stated above regarding the Large Stores Law in combination
with the distribution countermeasures, the US claimisthat the Large Stores L aw and related measures
by themselves, in the context of aclosed distribution system, nullify or impair benefitsunder the General
Agreement within the meaning of Article XXII1:1(b).

6.616 Inresponse, Japan first emphasizesthat the L arge Stores L aw does not regul ate which products
largeretailerscan carry nor doesit takeinto account what products, much lesstheorigin of theproducts,
that a retailer sells when determining whether and what adjustments are necessary. Second, Japan
rebuts the alleged import friendliness of large stores by arguing that retailers, whether large or small,
choose the brands they carry to maximize profit; there is no reason to believe that the size of stores
inany way changestheprofitability of particular products. 1nJapan’sview, thereisinfact nocorrelation
between astore' ssizeand its likelihood of carrying foreign brands; Agfa s success with Daiei, aleged
by the United States, may have resulted from Agfa's concentration of its business effort on Daiel, and
thus, has no logical connection to the large retail space of some of Daiel’s stores (in addition to large
stores, Daiei operates a number of small and medium-sized stores). Third, Japan points out that on
itsown terms, the law regulates large stores without regard to what relationship they and nearby small
and medium-sized retail ers havewith any manufacturer or distributor; thelaw wasdesigned to preserve
adiversity of retailing outlets, a policy pursued by many nationa and local governments around the
world. Accordingly, Japan concludes that the Large Stores Law cannot be upsetting the competitive
position of imported photographic film and paper.

6.617 Promotion countermeasures. The United States alleges that the promotion countermeasures
alsohavesupportedtheclosed, manufacturer-dominateddistributionsystem. Mostdirectly, Notification
17 under the Premiums L aw took away an important meansfor foreign manufacturersto offer Japanese
distributors a more attractive deal to handle foreign products. Notification 17 essentialy ruled out
all manners of premiums from manufacturers to wholesalers, except those of token value. Limiting
the ability to offer premiums restricted the ability of foreign manufacturers to use their financia and
marketing strengths to entice Japanese distributors from their exclusive relationships with Japanese

1031 Japan points out that the United States left out a key portion of the quote: "the market system controlled by manufacturers
will be shaken, thus leading to an environment of free competition" (emphasis added). Japan also notes atrandation error:
at the end of this quote, Japan inadvertently left out the phrase "and this effect is desirable’. Although it is unlikely that
the initial quote would be viewed as identifying a threat, the corrected quote clearly indicates that "free competition” is
"desirable”.

10521969 Survey, Japan Ex. B-1, p. 309.
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manufacturers, or to solidify their relationships with Japanese distributors. Because Notification 17
directly supported the Japanese manufacturer dominated distribution system, it should be considered
both as a distribution countermeasures and a promotion countermeasure. Other promotion
countermeasures also hel ped to restrict market accessfor foreign photographic film and paper in Japan.
When a foreign manufacturer has limited access to the distribution system, it is especially important
that it be able to reach Japanese wholesalers, retailers and consumers with attractive premiums and
promotions. Taken individualy, any one of the limits on premiums and promotions might not have
substantially impaired the ability of foreign firms to compete in Japan. But taken as a group, the
promotion countermeasuresdid haveasignificant chilling effect, particul arly inthecontext of the system
of enforcement through the fair competition codes and fair trade councils. Accordingly, the United
States claims that the promotion countermeasures should be considered as a set for the purposes of
Article XXI11:1(b).

6.618 Given the market structure in Japan in which foreign manufacturers effectively had no access
to the primary wholesaler channels, the US claim is that the promotion countermeasures as a set by
themselves have nullified or impaired benefits under Article XXI11:1(b),

6.619 Japan rejects the US claims with respect to the various individua alegations, since, in its
view, none of the dleged measuresindividualy adversdy affect imported products or dter the conditions
of competition facing imported products. Japan emphasizes that even when the distribution policies
and the measures related to the Premiums Law are individually considered as a "set of measures’,
they do not in any way disadvantageimports because, in Japan' s view, combining nothing with nothing
still produces nothing.

6.620 Promotion measures, distribution measuresandrestrictionsonlargestores: TheUnited States
further claim that the promotion countermeasures as a set have operated in combination with Japanese
Government effortsto restructurethe distribution system through the di stribution countermeasures and
large stores measures to nullify or impair benefits under the GATT within the meaning of
Article XXI11:1(b).

6.621 Japan contends that the US claims of the three categories of measures acting in combination
with each other are factually and logically flawed. First, in Japan's view, the United States did not
submit credible evidence that the measures were intended to and in fact acted in combination. Japan
also aleges that the United States has not provided evidence that the Large Stores Law in any way
sought to affect foreign product given that the law currently applies and has aways applied uniformly
to al entities seeking to provide retailing services. Similarly, Japan contends that the United States
has not provided evidence of JFTC actions adversely affecting foreign products. According to Japan,
the measures had very different policy objectives, and were not intended to work together.

6.622 Japan concludes that panels should review measures themselves, not the consequences or the
actual tradeimpact of the measures'®* given that thereareamyriad of influences on marketplaceresults.
When the United States asks the Panel to focus on the alleged interaction of individual measures, in
Japan' sview, it appears to assess thisinteraction by looking to marketplace results such as low import
market share. Japan contends that the United States has not shown any explicit interaction of these

1053panel Report on Japan - Taxes on Alcoholic Beverages, WT/DS8, 10, 11/AB/R, AB-1996-2, p. 16; Panel Report
on United States - Section 337 of Tariff Act of 1930, adopted on 7 November 1989, 365/345, 386-387, paras. 5.11-5.13;
Panel Report on United Sates - Taxes on Petroleum and Certain Imported Substances, adopted on 17 June 1987, BISD 345/136,
154-159, paras. 5.1.1-5.1.9. Japan concedes that these panel reports addressed thisissue in the context of Article II1, given
the similarity of the elements to be examined, Japan deems the Article 111 precedents cited as useful guide in evaluating the
US non-violation claims.
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measures, but has no alternative but to rely implicitly on the marketplace results.'®* Accordingly,
Japan concludes that the United States is thus asking this Panel to do what pandls have repestedly declined
todointhe past, i.e., to go beyond the terms of the measures themselves and assess the marketplace
results. Japan strongly disagrees with this approach as a matter of WTO legal principle, noting that,
however, werethe Panel to consider market sharefiguresrelevant, it actually underminestheUSclaims.
Japan recalls that virtually nothing happened after the 1979 Tokyo Round concessions, but that some
government actions occurred after the 1967 Kennedy Round concessions on black and while film and
paper. The level and growth of import market share for black and white film and paper, however,
are completely inconsistent with any conceivable nullification or impairment.%*

1034 n the 1996 NTE Report, USTR noted that in this case "liberalization countermeasures’ were implemented between
1967 and 1984, but that "MITI’'s past protection of this sector continues to have alingering effect today in the distribution
structure for consumer photographic materials'. InJapan's view, itisclear that the United Statesiscomplaining about alleged
"lingering effects’, not measures.

1055pecifically, the foreign market share for black and white film and paper grew as high as 41.4 percent (1985) and
54.0 percent (1989) respectively.





