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Abstract: As an independent country, Estonia can decide on how
to promote its economy through state intervention, at least in
theory. At the same time, Estonia has been a WTO member since
1999 and an EU Member State since 2004 and must adhere to
these rules. Both regimes limit a Member State’s ability to interfere
in the economy, setting forth rules on when a state can interfere
with consequences if the rules are not met. But these rules differ,
and the same situation can have a different result depending on
the rules applied. Also, both sets of rules limit the competence
of a member country to interfere in economy differently, for
example, the WTO applies a rather lenient ex post control while
in the EU a strict ex ante control by the Commission is used.
Also the consequences for failing to adhere are different. Although
one of the smallest EU Member States and represented by the
Commission in WTO roundtables, it is still relevant for Estonia to
have a position on globally applied state interference measures, and
present and protect its views, if needed. To successfully promote
its economy nationally and in the EU, Estonian policymakers, like
those of any other country in the same position, must know not
only the applicable state interference rules but also the underlying
principles thereof. The article will provide a historical overview
of the framework of the supranational state aid regimes of the
WTO and the EU, as well as the domestic rules of Estonia. It is
aimed at reflecting the principles behind the state aid rules that
the domestic policymakers must consider when designing national
state interference measures. The author applies classical research
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methods, namely, reading and interpretation of texts, but also
comparing the WTO, EU and Estonian laws on state subsidies.

Keywords: competition law, Estonia, EU, incentive effect,
Innovation, market failure, R&D, State aid, WTO

1. Introduction

Subsidies! or State aid? are no modern times features and were common
for military and political purposes already in Rome Empire (Gordon, 1949;
Brogan, 1936; Boundanella & Musa, 1979). Subsides, as an economic
intervention, are reported to have started with mercantilism,®> where the
common policies advanced® involved protection of domestic industry,
promoting exports and gaining a positive balance of trade (Lépez, 2015).

In the 19th century, the state acted as an agent for industrialization and
public resources were employed for industrialization and large infrastructure
projects (Lépez, 2015). The 20th century introduced protectionism along with
subsidies as a measure for income redistribution and balancing externalities
(Hoekman & Kostecki, 2006). Post-Second World War, leading states started
to look for options to limit protectionism and remove relevant obstacles in

! The term used in the WTO regime. According to Alan O. Sykes, although term ‘subsidy’ is
familiar in economics, it is rarely defined precisely (Sykes, 2003, p. 2), and rightly so, as
there is a risk of oversimplifying the concept or making it too complicated. Often it is used
synonymously with a government transfer of money to a private person engaged in an eco-
nomic activity. On the other hand, the term ‘subsidy’ is referred to a situation where goods
or services are offered to an undertaking below market price, or vice versa, a company offer-
ing goods or services is paid over the normal market price. Or, further, when a government
applies policies that favorably affect the competitive position of a company, it is also called
subsidy, whereas by no means all such measures cannot be subsidies in any meaningful
sense. Sykes claims that a ““subsidy’ arises anytime a government program benefits private
actors ignores the other side of the ledger—the numerous government programs that impose
costs on those same actors” (Sykes, 2003, p. 3). Therefore, he proposes to conceptualize a
‘subsidy’ in simple economic models and to identify a subsidy in practice (Sykes, 2003, p. 3).
Based on this approach, even if a government program on the one hand seems as providing
benefits to an industry, such favoring may in fact offset other tax and regulatory burdens
that disadvantage the industry. Also, he proposes that any administrable rule for deciding
whether a particular government program is a subsidy or not will no doubt result in serious
errors of overinclusion and underinclusion. (Sykes, 2003, p. 6)

The term used in EU legislation, whereas the term ‘State aid’ is considered to be broader
than the term ‘subsidy’ used in the WT'O regime.

3 Particularly with the French mercantilist Jean-Baptist Colbert.

Adam Smith named economic measures in the form of state interventions employed by
states a ‘mercantilism system’.
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order to enable international trade. This eventually led to the establishment
of the World Trade Organization (WTO), together with its supranational
subsidies control, the aim of which was to put an end to controlling the
subsidies and other interference measures of economy at the domestic level,
if at all.

Subsidies do not necessarily mean general harm to economic welfare, or at
least they are not considered by the economic theory harmful per se. Even
though economists agree that the subsidy regime likely distorts resource
allocation and harms competition, both from the perceptive of unsubsidized
competitors as well as the taxpayers, subsidies seldom harm consumers
directly. On the contrary, the effects of subsidies on consumer welfare, at
least good subsidies, are usually positive. For example, a subsidy in public
transportation, due to which the consumers benefit by enjoying lower prices,
is considered a good subsidy. Export subsidy, however, is considered a bad
subsidy, since it harms both the international trade as well as domestic
consumers, because export subsidy tends to increase the local price level
(Hoekman & Kostecki, 2006). But even export subsidy, although prohibited
per se under the WTO and EU rules, is from an economic point of view not
entirely a bad subsidy, as in the case of perfect competition export subsidies
granted to national undertakings benefit foreign consumers.

2. The origins of supranational subsides regime and
policy: from the early days to the WTO rules

Rules on subsidies in the General Agreement on Tariff and Trade (GATT)
were initially meant as a complementary measure to custom duties. It was
expected that liberalization of trade through decrease of tariff customs will
offset domestic support (Matsushita et al., 2006) and, in the 1954—1955 review
session, the GATT Article XVI®* was amended with Clause 2 providing rules

5

Article XVI(1) of the GATT: “1. If any contracting party grants or maintains any subsidy, in-
cluding any form of income or price support, which operates directly or indirectly to increase
exports of any product from, or to reduce imports of any product into, its territory, it shall
notify the CONTRACTING PARTIES in writing of the extent and nature of the subsidiza-
tion, of the estimated effect of the subsidization on the quantity of the affected product or
products imported into or exported from its territory and of the circumstances making the
subsidization necessary. In any case in which it is determined that serious prejudice to the
interests of any other contracting party is caused or threatened by any such subsidization,
the contracting party granting the subsidy shall, upon request, discuss with the other con-
tracting party or parties concerned, or with the CONTRACTING PARTIES, the possibility
of limiting the subsidization.”

TalTech Journal of European Studies
Tallinn University of Technology (ISSN 2674-4619), Vol. 10, No. 1 (30) 125



Evelin Parn-Lee

on export subsidies® in general as well as to primary products.” These rules
were meant to deter the member countries from applying export subsidies in
a way that resulted in export prices being lower than the prices of comparable
products on the domestic market. Yet, no definition for the term ‘subsidy’ was
proposed (Kramer & Krajewski, 2011; Matsushita et al., 2006). In principle,
the GATT includes a two-fold approach: on the one hand, prohibiting granting
and maintaining certain subsidies and, on the other hand, enabling a GATT
member state to impose countervailing duties on products which have been
subject to subsidies in their domestic countries (Art. VI(3)), and the approach
is valid until today. Also, exempted from general subsidies prohibition are
subsidies exclusively for domestic producers (Art. III(3)b); thus, supporting
domestic trade is not contrary to the GATT’s terms.

The Tokyo Round in the 1960s and 1970s dealt, to a large extent, with
lowering tariffs and non-tariff barriers, but additionally, the need of greater
disciplines for subsidiesin general wasraised by the US (Kramer & Krajewski,
2011). This resulted in the conclusion of the Agreement on Interpretation
and Application of Articles VI, XVI and XXIII of the General Agreement on
Tariffs and Trade (the so-called Subsidies Code), which upholds the two-
track approach of substantive law and procedural rules of countervailing
duties and subsidies; however, it also introduces rules according to which
countervailing duty® may only be imposed if a formal investigation has
been initiated on the matter (Art. 2(1)) and there is sufficient evidence of (i)
existence of subsidy, (i1) injury, and (iii) a causal link between the subsidy
and injury (Art. 2(1)). With regard to subsidies, the Subsidies Code retained
the current approach that member states are prohibited from granting export

6 The contracting parties recognize that the granting by a contracting party of a subsidy on
the export of any product may have harmful effects for other contracting parties, both im-
porting and exporting, may cause undue disturbance to their normal commercial interests,
and may hinder the achievement of the objectives of this Agreement. [...] Accordingly, con-
tracting parties should seek to avoid the use of subsidies on the export of primary products.
If, however, a contracting party grants directly or indirectly any form of subsidy which oper-
ates to increase the export of any primary product from its territory, such subsidy shall not
be applied in a manner which results in that contracting party having more than an equi-
table share of world export trade in that product, account being taken of the shares of the
contracting parties in such trade in the product during a previous representative period, and
any special factors which may have affected or may be affecting such trade in the product.

For the purposes of Section B, a ‘primary product’ is understood to be any product of farming,

forest or fishery, or any mineral, in its natural form or which has undergone such processing

as is customarily required to prepare it for marketing in substantial volume in international
trade.

8 According to footnote no. 4 of the Subsidies Code, the term ‘countervailing duty’ means “a
special duty levied for the purpose of off-setting any bounty or subsidy bestowed directly or
indirectly upon the manufacture, production or export of any merchandise, as provided for
in Article VI (3) of GATT”.

<
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subsidies on products other than certain primary products (Art. 9). Most
interestingly, the Subsidies Code provides that subsidies, other than export
subsidies, are widely used as important instruments for the promotion of
social and economic policy objectives, whereas the Subsidies Code does not
intend to restrict the right of signatories to use such subsidies to achieve
these and other important policy objectives® which they consider desirable
(Art. 11(1)). It 1s, however, stated that some subsidies might adversely
affect the conditions of normal competition, thus signatory countries are
requested, when drawing up policies and practices, to weight such effects
including with regard to world trade and, in case of possible adverse effects
on trade, avoid granting such subsidies (Art. 11(2)).

According to literature, the EU considered the Subsidies Code of having
little success, as it did not reduce subsidies granted or countervailing duties
applied by the US. Mostly because the Uruguay Round from 1986 to 1993 also
dealt with the control of subsidies and countervailing duties and resulted
in the next international agreement called the Agreement on Subsidies and
Countervailing Measures (SCM). The SCM introduced the definition of the
term ‘subsidy’ along with the traffic light approach on prohibited, actionable,
and non-actionable subsidies. According to the SCM agreement, a ‘subsidy’
is deemed to exist if there is a financial contribution by a government or an
income or price support scheme and benefit is thereby conferred!® (Art. 1.1).
With regard to the term ‘financial contribution’,'* the SCM provides a non-
exhaustive list, including grants, loans, and equity infusion, but also to
fiscal incentives such as tax credits'? and government provision of goods or
services other than general infrastructure.!® Although the SCM defined the

9 Such as (i) the elimination of industrial, economic and social disadvantages of specific re-

gions; (ii) facilitating the restructuring, under socially acceptable conditions, of certain sec-
tors, especially where this has become necessary by reason of changes in trade and economic
policies, including international agreements resulting in lower barriers to trade; (iil) sus-
taining employment and to encourage retraining and change in employment; (iv) encourag-
ing research and development programmes, especially in the field of high-technology indus-
tries; (v) implementing of economic programmes and policies to promote the economic and
social development of developing countries; and (vi) redeployment of industry in order to
avoid congestion and environmental problems.

10 This means that not all government programs are subsidies under the WTO regime.

The provided list of financial contributions applies also when the activities are carried out

by a private body on the directions of the government.

Whereas exempting an exported product from duties or taxes borne by the like product when

destined for domestic consumption, or the remission of such duties or taxes in amounts not

in excess of those which have accrued, is not deemed a subsidy.

13 The same was true for the EU until, recently, the Court has turned the tune that not every
public infrastructure is outside the scope of aid. See, for example, the Leipzig Halle case (C-
288/11).
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term ‘financial contribution, it fails to explain the equally important term
‘benefit’, and merely provides some guidelines on how to calculate the benefit
(Art. 14). Different from the EU State aid law, in the SCM interpretation, a
charge or costs to government or public account is needed for the subsidy to
exist (see Fediol v. Commission [1988], paras. 9 & 11). A further requirement
of a subsidy under the SCM is ‘specificity’, as only specific subsidies are either
prohibited or actionable and can trigger countervailing duties. The aim of
the specificity requirement is to distinguish measures subject to the subsidy
regime from the general market policy applied by the government. In terms
of the EU State aid law, specificity is “selectivity”, whereas in terms of the
SCM, regional aid is not considered specific (Art. 2(2)), while a prohibited
subsidy is per se considered specific (Art. 2(3)).

The SCM introduced a traffic light system to divide subsidies into “red
(prohibited)”, “yellow (actionable) and green (non-actionable)” pursuant to
their distorting impact to international competition. The most harmful and
thus per se prohibited are the red-light subsidies, such as export subsidies!*,
as well as subsidies contingent on the use of domestic goods over imported
ones. Yellow-light or actionable subsidies are not completely prohibited
interventions but can be challenged if distorting international trade (Art. 5).
Green-light or non-actionable and, therefore, not prohibited are subsidies
that have no negative effect on international trade and competition. It is
reported in the literature that green-light subsidies!® were introduced upon
the EU proposal. The aim was to pass on the EU system on exemptions
and, with that, to create a legal certainty for EU Member States (Kramer &
Krajewski, 2011; Matsushita et al., 2006) so that any EU-originating legally
granted State aid would not trigger countervailing duties under the WTO
subsidies regime.

4 Including all subsidies listed in the illustrative list attached as Annex I of the SCM.

15 Under the green-light subsidies, also a number of experimental new subsidies were intro-
duced, such as R&D related subsidies, regional development subsidies, and environmental
compliance costs related subsidies. They were set to be valid for a term of 5 years, subject to
renewal. The experiment ended on 2000 and has not been renewed.
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3. The origins of EU State aid law and policy

Almost in parallel to the evolvement of the WTO subsidies regimes, the EU
started to develop its own. The Treaty of Paris establishing the European
Coal and Steel Community (ECSC)'* in 1951 (Vertrag tiber die Griindung...,
1951) dealt, inter alia, with the issues of balanced trade and fair competition'”
and strictly banned subsidies. This, however, had little effect as the ECSC
member states nonetheless continued granting domestic subsidies (Sykes,
2003).

The Treaty of Rome in 1957 addressed the ultimate goal for the European
Community—the economic welfare within the single market (Parret, 2012). As
to the specific goals, the establishment “of a system ensuring that competition
in the common market is not distorted” (Art. 3(f)) was agreed. For the subsidy
regime, there were two options under consideration. Firstly, the rather limited
GATT regime and, secondly, the interventionist ECSC rules, which differently
from GATT rules, prohibited any subsidies, including domestic subsidies. It is
not surprising that the result was a mixture of both, declaring “incompatible
with the common market any national aid granted by a Member State or
granted by means of State resources, in any manner whatsoever, which
distorts or threatens to distort competition by favouring certain enterprises
or certain productions shall, to the extent to which it adversely affects trade
between Member States”, a wording that has remained unchanged until today.
In addition to defining the term State aid, although broadly'®, and prohibiting
thereof, the principle of incompatibility was introduced and linked to the list
of exceptions provided in the treaty. The aim was to put an end to the Member
States’ practice of granting aid that effect or object was competition distortion,
although it was acknowledged that aids in the general interest as well as aids
enabling expanding production do not necessarily need to be prohibited (The
Spaak Report, 1956).

16 Between France, West Germany, Italy, Belgium, Luxembourg and the Netherlands. The
treaty came into force on 23 July 1952 and expired on 23 July 2002.

17 According to Article 2 of the Treaty, the ECSC “shall have as its task to contribute, in har-
mony with the general economy of the Member States and through the establishment of
a common market as provided in Article 4, to economic expansion, growth of employment
and a rising standard of living in the Member States. The Community shall progressively
bring about conditions which will of themselves ensure the most rational distribution of
production at the highest possible level of productivity, while safeguarding continuity of
employment and taking care not to provoke fundamental and persistent disturbances in the
economies of Member States”.

8 Similarly to Articles 85 and 86 regulating anti-competitive arrangements and abuse of dom-
inancy (now Arts. 101 & 102 of the TFEU).
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Even if the substantive State aid rules and the Commission’s sole power on
executing State aid control within the EU where clearly outlined already
in the Treaty of Rome, the development of the EU State aid policy in this
period (at least until the early 1980s) was relatively slow, mostly because
of the lack of relevant court practice and guidance on what is State aid and
how to apply it. Also, in this period, the enforcement by the Commission
was weak along with insufficient cooperation vis-a-vie Member States as
well as the Commission (Lépez, 2015). It was not before the 1980s when the
Commission started to apply stricter State aid control!® and to develop the
State aid policy though different soft-law instruments such as frameworks
and guidelines.? For example, in the Second Report on Competition Policy
(1973), the Commission refers to the need to distinguish between aid given
to agencies engaged in research on a non-profit-making basis (such as
universities) and to firms, referring that only the latter should be captured by
Article 107(1).2! This can be seen as the Commission making first steps with
regard to measures related to Research and Development and Innovation
aid (R&D&I). Around this time, the Commission also clearly stated that
the State aid policy needs to be created by the Community and not on the
national level. The Tenth Report on Competition Policy Commission refers
to the famous Philip Morris case (Philip Morris Holland BV v. Commission
of the European Commaunities [1980]), summing up

that the considerable discretionary power provided to the Commission
by Article 107(3) is clear along with the standpoint that state aids
are in principle incompatible with the common market. Also, that the
discretionary power of the Commission should only be exercised when
the aids proposed by Member States contribute to the achievement of the
Community objectives and interest set out in Article 107(2). The national
interest of a Member State or the benefits obtained by the recipient of
aid in contributing to the national interest do not by themselves justify
the positive exercise of the Commission’s discretionary powers. (Tenth
Report, 1980, p. 216)

¥ Today under Article 108(2) of the TFEU, but previously under Article 93 (2) of the Treaty of
Rome or Article 88 (2) of the Treaty of European Communities, respectively.

20 Tt has to be noted that soft-law instruments are binding on the Commission only and are
aimed at creating greater legal certainty for the aid providers and receivers.

2 The Commission refers to Decision 72/261 in which the latter considered from a State aid
point of view a low interest credits for the import of scientific instruments and sophisticated
technology apparatus to undertakings as well as to agencies of public interest.
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The Treaty of Maastricht?? from 1992 is not only marking the start of an
era in the process of even closer cooperation and approximation of economic
policies and legal systems of the Member States, but it also launched even
tighter State aid control by the Commission. Around this time, the State
aid rules got more integrated with other areas of competition law. It seems
that this time also indicates a turning point where the State aid rules are no
longer seen as the rules preventing distortions between the Member States
but rather preserving competition between competitors (Lépez, 2015), so
protecting the competitors which eventually developed into the concept
of ‘level playing field’. For most of the last few decades, the Commission
has been clearly on the position that subsidies contribute little to lasting
economic welfare; on the contrary, they lead to unfair competition between
undertakings, to market distortions and an inefficient allocation of resources,
additionally putting the achievements of internal market at risk as they also
tend to create or increase barriers to trade. For the Commission, the only
benefit of state aid is the remedy of market imperfections (market failure),
provided granting of aid takes place under precise conditions and strict
Commission control. As to the market failure,? it is neither expressis verbis
addressed in the treaties or the relevant secondary legislation, still it is seen

22

The importance of the Treaty of Maastricht lays in establishing the single currency, the
euro, and expanding the cooperation between the member state in areas such as common
foreign and security policy, closer cooperation between police and the judiciary in criminal
matters, as well as creating the European citizenship.

The Commission’s hard- and soft-law instruments are either silent or rather modest in de-
fining the term. Only in its State Aid Action Plan from 2005, the Commission elaborated
the concept thoroughly and, according to this, a “market failure” is consequently a situation
where the market does not lead to an economically efficient outcome. Market failures have
different origins, and notably:

— Externalities exist where actors do not take full account of the consequences of their
actions on other actors in society. Market players may not have to pay for the full social
cost of their actions (negative externalities), as in the case of pollution through indus-
trial activity. Market players may also be unable to reap the full benefits of their actions
(positive externalities), as in the fields of research and innovation.

— Public goods are goods which are beneficial for the society but which are not normally
provided by the market given that it is difficult or impossible to exclude anyone from
using the goods (and hence making them pay for the goods). This can be the case of na-
tional defense and some types of public broadcasting.

— Imperfect information may lead to transaction costs, agency costs, moral hazard, or an-
tiselection, which in turn leads to inefficient market outcomes. A well-known example of
imperfect information can be found in the financial market, where start-up firms usually
face problems in finding adequate funding.

— Coordination problems. Markets may also not function efficiently when there is a coordi-
nation problem between market actors. Coordination problems may exist, for example,
in the field of standard setting, in transport infrastructures, or in the area of innovation.

— Market power. Another reason why the market may not lead to an efficient outcome is
the existence of market power, for instance, in a situation of monopoly.
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as a cornerstone of compatibility analysis under Articles 107(2) and (3) of the
TFEU and, as such, are dealt with in the Commission soft law, such as, for
example, the R&D&I framework (Communication 2014/C 198/01), rescuing
and restructuring guidelines (Communication 2014/C 249/01), guidelines
for environmental protection (Communication 2014/C 200/01), or regional
aid guidelines (Communication 2013/C 209/01). For example, the access of
SMEs, which are considered an important part of EU economy, to capital
markets is being considered limited, there exists market imperfection, and
thus, for the Commission, an aid measure program that aims at helping the
SMEs to compete creates a ‘level playing field’. The same concept is provided
by the Commission with regard to permitting state interference under
regional aid, R&D&I, environmental programs, and so on. This indicates
that even though the EU State aid needs to be interpreted and implemented
in accordance with the aim and specific goals of the treaties, they cannot
be applied in a vacuum, but in accordance with the relevant realities of
economic, social and political environment within the EU but also beyond.

A further relevant milestone happened soon after entering into force of the
Treaty of Amsterdam, which itself provided no changes with regard to State
aid rules, but after which the Commission established its view on the financing
of services of general economic interest (SGEI) and launched, in 2005, an
ambiguous State aid policy reform called the State Aid Action Plan (SAAP)
with a leading motive “less and better targeted aid” and an ambiguous plan to
revise all rules and regulations. SAAP is described as a turning point of the EU
State aid policy. It aimed to bring State aid closer to other areas of competition
policy and notably start using State aid as an instrument to support EU policy
objectives in a way that it is no longer seen as a legal control mechanism
keeping the Member States from intervening into domestic economy, but to
see the State aid regime as a policy tool supporting and achieving common
EU goals and objectives (Kleiner, 2011) in such fields as R&D&I, employment,
training, environment (Kleiner, 2008). SAAP called for better cooperation,
higher predictability, more effective procedures and better enforcement. It
also introduced the ‘economy-based approach’® in the field of compatibility
instead of a strict and formalistic application of legal norms applied so far. The
balancing test applied today in the examination of the compatibility of State
aid is the direct influence and execution of this effect-based approach. Among
others, the Commission introduced the principle that aid measures should be
directed towards sectors rather than individual companies. SAAP was greatly

24 An application of economy-based approach can be seen in Commission’s operations during

the recent financial crisis where the latter invoked Article 107(3)b) when assessing aids
granted to banks.
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motivated by the fact that the concept of aid on the EU level was still unclear,
and severe procedural shortcomings existed (Kleiner, 2011) and completely
reoriented the EU State aid policy. During the execution of SAAP initiative
and in the light of the financial crisis, the Treaty of Lisbon introduced, in 2009,
major changes not only to the set of treaties?, institutions?® and legislative
processes?’, but reformed appreciably, according to some commentators even
alarmingly, the objectives regarding the undistorted competition?®, It did
not, however, change the primary State aid law until 2012, when the next
reform initiative Standing for State aid Modernization (SAM) was launched.
SAM’s main aim is to attach State aid policy to the Europe 2020 strategy,
namely (1) to foster sustainable, smart and inclusive growth in a competitive
internal market; (i1) to focus the Commission’s ex ante scrutiny on cases with
the biggest impact on the internal market whilst strengthening the Member
States’ cooperation in State aid enforcement; (iii) to streamline the rules and
provide for faster decisions (Commission Communication COM(2010) 2020
final).

Similarly to SAAP, SAM addressed the compatibility analysis, established
tools and criteria for growth-enchanting good aid.?® As a result of the
SAM initiative, the Commission adopted and revised a number of soft-
law instruments as well as secondary EU law, including the notice on the
notion of State aid (Commission Notice 2016/C 262/01), R&D framework
(Communication 2014/C 198/01), guidelines on regional State aid from 2014
—2020 (Communication 2013/C 209/01) and general block exemption (GBER)
(Commission Regulation (EU) 651/2014).

In the light of the recent initiative on green and digital transformation,
the Commission recently launched a new review of the State aid law and

% The foundation of the EU is formed of two treaties: the Treaty on European Union (TEU)
and the Treaty on the Functioning of the European Union (TFEU).

% For example, establishing the role of permanent President of the European Council or the
election process for the president of the Commission.

2T The treaty introduced a new qualified majority voting system, the aim of which was to bal-
ance the small and large Member States. It also established areas that remain subject to
unanimity voting (such as tax, citizens’ rights, security and defense policies, etc.).

28 Namely, the goal to ensure a system that competition in the internal market is not distorted
was abolished in the main text of the treaties and included into the Protocol on the Inter-
nal Market and Competition, where it reads as follows: “Contracting Parties considering
that the internal market as set out in Article 3 of the Treaty on European Union includes
a system ensuring that competition is not distorted, HAVE AGREED that: To this end, the
Union shall, if necessary, take action under the provisions of the Treaties, including under
Article 352 of the Treaty on the Functioning of the European Union. This protocol shall be
annexed to the Treaty on European Union and to the Treaty on the Functioning of the Eu-
ropean Union.”

2 As opposed to bad aid, i.e., per se prohibited aid.
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policy. Unfortunately, not much is yet known on the activities conducted,
as the Commission’s official webpage only provides a table of activities
along with the estimated deadlines, it is however envisaged that almost
all Commission State aid related soft-law instruments are currently under
review, including R&D framework, GBER and Regional Aid Guidelines®°.
The recent Commission’s action could be understood, however, that today’s
EU State aid rules are, in fact, not sufficiently supporting the EU aims when
facing the trends in economy on the global but also the internal level.

4. The origins and development
of Estonian State aid law

Prior to joining the WTO or the EU, Estonia had neither subsidy law nor
any policy thereof.?! The first legal act regulating state interference was the
Competition Act from 1998. Pursuant to the explanatory memorandum of
the 1998 law, the drafters considered that an appropriate State aid policy
gives the government the opportunity to encourage businesses to make
investments significant for the public and society, especially as the drafters
held Estonia to be the Article 107(3)(a) region. Considering this and Estonia’s
aspirations to join the EU, it was proposed to take over and apply in Estonia
the EU State aid principles (Explanatory memorandum, 1998). According to
the wording of the 1998 law, State aid was a

financial advantage granted by a state, city or rural municipality or
through their means which distorts or threatens to distort competition
by favoring certain undertakings or the production or sale of goods,
including financial assistance, deferred payment of debts, cancellation
of debt or provision of loans on terms significantly more favorable than
applied to other traders (Competition Act, 1998, para. 19(1)).

Law provided an exhaustive list of permissive State aid, which also included
State aid for R&D, for environmental protection, or aid to remedy a serious
disturbance in the economy. According to the 1998 Competition Act, national
State aid law also applied to domestic aid, that is, the aid that was outside

30 See the timeline at https://ec.europa.eu/competition/state_aid/legislation/timeline_table_
SA_final.pdf

31 Estonia’s very first law on competition, adopted on 16 June 1993, dealt mainly with issues
related to unfair competition and anticompetitive conduct between undertakings. For the
text of the legal act together with the explanatory memorandum, see Explanatory memoran-
dum, 1993.
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the competences of the Commission.

The next major Estonian State aid law reform took place in 2001. According
to the available explanatory memorandum, changes made to the state aid
regime aimed better regulation and increasing implementation capacity
(Explanatory memorandum, 2001). Although the Competition Act from 2001
maintained the concept of State aid provided in the previous, 1998 law, it
nevertheless amended the concept by adding that only State aid compatible
with the common interest can be granted. A new list of aid considered
compatible with common interest was added, substituting the previous
one, whereas the new list reflected the compatibility principles set out in
Article 107(3) of the TFEU. So, specific references to R&D aid but also to
environmental aid and aid to remedy serious economy disturbances were
all abolished. As a novelty, it was established that export aid*? and aid to
replace import?? is not compatible with the common interest; however, an
aid granted to an undertaking for the purpose of participating in trade fairs
and for studies or consultancy services necessary for the launch of a new or
existing product on a new market was not deemed to be export aid. Also,
export guarantees and credits were considered compatible with the general
interest. In 2004, national rules on export and aid to replace import were
abolished with the explanation that export aid is regulated by the legislation
of the EU and Estonia has no right to interpret them with national acts.

In 2004, after Estonia joined the EU, another review was launched with the
main purpose of bringing the national State aid regime into line with the
EU State aid law. According to the explanatory memorandum (Explanatory
memorandum, 2004) of the relevant draft law, since upon Estonia’s accession
to the EU, the EU legislation in force in the field of State aid applies directly
in Estonia and there is no need to define State aid on the national level and
instead refer to the relevant EU provisions.

In 2007, another review took place with the aim to enter changes that have
taken place on the EU level also in the Estonian State aid law. In 2007, the
national law was amended with the condition that State aid can be granted
only to remedy a market failure for a specified period and to the extent
necessary to achieve the objective referred to in Articles 107(2) and (3) of the
TFEU. In the explanatory memorandum (Explanatory memorandum, 2007),

32 Export aid covered aid that directly linked to the quantities of goods exported, to the estab-
lishment and operation of a distribution network or to other current expenditure linked to
the export activity.

3 Aid to replace imports covered aid granted to an undertaking for the use of domestic over
imported goods.
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the lawmakers quote the EU SAAP initiative (referred to above), addressing
the concept of market failure, arguing that the concept does not need to be
opened or clarified, as it is a general economic term, it occurs when a self-
regulatory market does not deliver a cost-effective outcome. It is stressed,
however, in the explanatory memorandum that analysing the existence and
magnitude of a market failure will help to better assess whether State aid is
justified, appropriate and proportionate.

In 2012, the national State aid law was reviewed and amended again.
According to the lawmakers, the rules needed to be brought in line with the EU
State aid regime, also domestic implementation was an issue. Among other,
for the purposes of this article, less important changes, the national State aid
law was amended with the condition that aid granted must have an incentive
effect. In the explanatory memorandum (Explanatory memorandum, 2012),
the lawmakers argued that it is not possible to open or define the concept of
incentive effect in Estonian national law, because the Commission’s relevant
legislation does not open or define it—the Commission’s legislation merely
provides the conditions under which State aid is considered to have an
incentive effect. It seems that national lawmakers, without understanding
the concept of incentive effect, and merely referring to the fact that the
Commission’s legislation and opinions refer to the incentive effect, adopted
the approach that, before granting any aid, the aid grantor must ensure that
aid has an incentive effect on the recipient.

Based on the above, the currently valid Estonian State aid regime mirrors
to a large extent the EU State aid law.

Additionally to what has already been addressed to above, the national State
aid regime excludes areas such as the transport sector and aid related to
the production, processing or marketing of agricultural or fishery products
or forestry from the application of national State aid regime (para. 30(3)).
It also specifies who shall be understood as the grantor of State aid,
namely the local government, or other body?®, which directly or indirectly
uses the resources of the state or local government for granting State aid
(para. 30%(1)). If the aid grantor cannot be determined, it shall be appointed
by the Government of the Republic (para. 30!(11)). It is the obligation of the

34 A condition that resulted in many legal disputes on national but also EU level. In the ECJ
case C-349/17 (Eesti Pagar AS v. Ettevotluse Arendamise Sihtasutus and Majandus- ja Kom-
munikatsiooniministeerium [2019]), European Court of Justice provided further clarifica-
tions on how the concept of incentive effect needs to be understood and applied.

Including a foundation, non-profit association, legal person in public law or public undertak-
ing.
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aid grantor to ensure the transparency and efficiency of the aid as well as to
inspect the purposefulness of use of aid (para. 30!(2)). Also, the grantor of aid
is prohibited from granting aid before the Commission has made a permitting
decision allowing the aid, except if the aid is covered by group exemptions
(para. 30%(2')). Estonian national State aid law regulates de minimis aid
(para. 33), referring mainly to relevant Commission regulations. Law also
regulates the submission of the notice on State aid to the Commission
(para. 34%), application of group exemptions (para. 34?%), establishing and
maintaining the register of de minimis aid (para. 49?%), reporting on State
aid to the Commission (para. 49), co-operation with Commission as regards
supervision and on-site inspections (para. 49'), as well as recovery of unlawful
state aid or misused aid (para. 42). Although relevant, these issues are not
considered in detail, as they fall outside of the scope of this article.

5. Discussion

As can be seen from the above, Estonia has taken over the body of EU
State aid law by regulating that State aid is any aid laid down in Article
107(1) of the TFEU. It is not entirely clear, however, if and how to apply
Article 107(1) in case of domestic aid, 1.e., situations where all four State aid
criteria®® set out in Article 107(1) are not met; however, that would constitute
transferring state resources along with conferring an economic advantage.
According to Article 3(b) of the TFEU, the “Union has exclusive competence
in establishing of the competition rules necessary for the functioning of the
internal market”, implying that competition rules not affecting the internal
market fall outside the EU’s exclusive competence.

As indicated above, Estonian law is silent on the term ‘market failure’ and
does not refer to any other legal act substantiating the term.?” On the EU
level, the term ‘market failure’ is also not defined or addressed to in the
TFEU or relevant secondary legislation, yet it is seen as a cornerstone of
compatibility analyses under Articles 107(2) and (3) of the TFEU and, as

3 The general definition set out in Article 107(1) of the TFEU requires that the (i) aid measure
is financed through state resources and be imputable to the state; (ii) aid is conferring an
economic advantage on its recipient; (iii) advantage is selective; and (iv) distorts or threat-
ens to distort competition and affects the trade between Member States.

37 In Regulation no. 38 (2017) enforced by the Minister of Enterprise and Information Technol-
ogy in Estonia on 13 July 2017 for supporting the development of local government housing,
local government housing market failure is considered to exist if the demand for rental
premises exceeds the supply.
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such, is dealt in the Commission soft law, such as, for example, the R&D&I
framework (Communication 2014/C 198/01), rescuing and restructuring
guidelines (Communication 2014/C 249/01), guidelines for environmental
protection (Communication 2014/C 200/01) or regional aid guidelines
(Communication 2013/C 209/01). EU soft law is generally not binding on the
Member States, thus the definition of market failure provided in the referred
soft-law instruments cannot be considered legally binding. This means, on
the one hand, that the Member States may use the term in the same context
with the Commaission, but they do not need to. This, however, can lead to a
situation where the Member States understand and apply the term ‘market
failure’ differently. A situation considered a market failure in Estonia is
not considered as such in some other Member State. For the sake of clarity,
especially for the benefit of aid receivers, Estonian lawmakers could and
should have clearly indicated what is a market failure. Also, considering
that Estonian national law allows aid only for the elimination of market
failures during a specified term and to the extent necessary to achieve the
objective specified in Articles 107(2) and (3) of the TFEU. Does this mean
that no aid can be granted on the domestic level if markets are working fine
even if the Commission has allowed the aid?

A similar problem on the domestic level emerges with the concept of
incentive effect, which on the EU level has its origins in the SAM initiative
and is aimed at facilitating sustainable, smart and inclusive growth and
has resulted in adopting the so-called general block exemption (GBER).3®
Aid is deemed to have an incentive effect if the beneficiary has submitted a
written application for the aid to the Member State concerned before work
on the project or activity starts along with information requested in Article
6 of GBER. Different from the definition of ‘market failure’, incentive effect
has been addressed to in the regulation, meaning that under Article 288
of the TFEU it 1s binding and directly applicable. The issue with incentive
effect principle, however, is that in many cases, the work on the project has
already started before the issue on public support becomes relevant. Thus,
does this mean on the domestic level that any support to such projects is
banned and excluded, even if the Commission approves granting the aid?

No doubt, Estonia has to comply with both the WTO and EU State aid
regimes; however, it is not clear if the supranational policies can and should
also be applied on aid that is only subject to national law. Neither is it clear
or understandable why the Estonian national State aid policy has adopted

38 Regulation (EC) No. 800/2008 which was repealed and replaced in 2014 with the Regulation
(EU) No. 651/2014 applicable until 31.12.2020.
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the approach that state intervention is allowed in case of a market failure
only and to interfere, there must be an incentive effect. There are several
Member States, the State aid policy of which does not address market failure?®
and correction? but redistribution*. Accepting state intervention in case of
market failures or redistribution makes an appreciable difference, whereas
the question on allocative efficiency or redistribution in case of market
failure seems less of an economic or legal question and more of a political
issue (Blauberger, 2009). Allowing State aid only if an incentive effect is
present, as Estonian lawmakers have stated in law, limits substantially the
flexibility of the public sector to provide the private sector public support as
the incentive effect is not necessarily always present.

The above strongly indicates that Estonian national State aid policies are
predetermined at the European level, more precisely by the Commission.
This poses the question whether Estonia has any national State aid policy?
A national State aid policy, however, is inevitable when aiming to promote
Estonian national economy. Although the Commission is constantly
reforming the State aid soft-law instruments to adjust them to the global
trends and the EU’s position on the global market and in competition with
other states and regions, these can never address the needs of all Member
States, at least not on an equal footing. The question is whether there can be
a conflict between the national State aid policy and its supranational control,
executed by the Commission or the WTO. The answer should be affirmative,
as the national State aid law is seeking for domestic objectives, while the
supranational State aid regime has clearly international dimensions. For
example, Estonia has, within the last decades, successfully created a digital
society, where most public services are available only or also in digital form.
Although the Estonian public sector is highly digitalized, the private sector
seems to be lagging far behind. To fund public sector innovation, the state
neither needs to respect the concept of incentive effect nor eliminates the
market failure. On the other hand, using public funding for the digitalization
of the private sector or for emerging, developing and use of new technologies,
such as Artificial Intelligence (AI) or the Internet of Things (IoT), in the
private sector is subject to State aid regimes and, therefore, very much
limited due to applicable supranational State aid but even more domestic
State aid rules. Both concepts—that is, market failure and incentive effect—
are also essential when we speak of supporting private sector innovation.
Although financing innovation is the key function of the banking system and

3 For example, Estonia and United Kingdom.
40 For example, Sweden and Denmark.
4 For example, Germany and Poland.
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the main capitalistic method of effecting economic progress, as indicated
almost 100 years ago by Schumpeter, financial institutions are very careful
in financing novel products or services. This justly raises the question of
using public capital. In the US, the State has played an important role in
fostering innovation (Mazzucato, 2015). The US government has reportedly
not only fixed market failures but has also effectively changed the way
markets work or even created new ones, thus they convincingly advocate that
public finances have been effectively and successfully used for innovation
(Mazzucato, 2015). No doubt, public funding may incentivize innovation
and the emerging new technologies that would not otherwise take place,
for example in the case of market failure, but do we really need to limit
the private sector’s technical advance with rules that market failure and
incentive effect are a prerequisite for state intervention?

Furthermore, in the EU, R&D State aid related business risk, caused by
imperfect and asymmetric information inherent to R&D projects, is not
even considered a market failure in itself (as provided in Section 49 of the
R&D&I Framework), posing the question whether R&D can be supported
with public funds based on national law, if market failure is not provided?
On the other hand, aid that can bring a material improvement that the
market cannot deliver itself, for example by remedying market failure or
addressing an equity or cohesion concern, can be considered compatible by
the Commission (Section 36(b) of the R&D&I Framework). Therefore for
the compatibility, the presence of market failure is not a prerequisite but
an alternative ground. The same is provided in the regional aid guideline
(Section 26(b) and rescuing and restructuring guidelines (Section 38(b)).
In the guidelines for environmental protection, the Commission points out
that a “mere existence of market failures is not sufficient to justify state
intervention” (Section 36), whereas a remedy of a well-defined market
failure is a clear prerequisite (Section 27(b)) for compatibility for aid. Based
on the above and even though the concept on market failure seems to be a
cornerstone of compatibility analysis under Articles 107(2) and (3) of the
TFEU, executed by the Commission, there is in fact no legal reasons why
Estonian State aid policy should allow the state to intervene only if market
failure exists.
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6. Conclusion

As a small country and a non-founding member of the WTO or the EU,
Estonia has neither participated in creating their subsidies rules nor has
substantially influenced their application. Both rules, however, affect
Estonian economy and policymaking aiming, for example, at increasing
employment, raising wages, fostering innovation, promoting export, or to
address market failures. Legal constraints and the obligation of the Member
States to obtain the Commission’s approval before implementing measures
largely means that the Member States’ State aid policies are shaped, at
least indirectly, by the EU (Kleiner, 2011). Even though under the treaties,
the Commission is expressis verbis allocated only with the competence
of controlling national State aid, the policies adopted in the form of the
Commission’s soft-law instruments, such as frameworks, guidelines, but also
the practice of European courts, guide the Member States on the compatibility
and, doing so, instruct them on how they should design and prescribe their
own State aid policies. This development, in which the Commission is
granted more and more power to influence the economic policy of the Member
States, has evoked over time. On the one hand, the comprehensive State aid
rules that apply uniformly to all Member States, imposing a general ban on
State aid and allowing exceptions only with the Commission’s agreement,
are effective since they are facilitating greater economic integration between
the Member States. And if economies are doing fine, it can be assumed that
greater general economic welfare is created. On the other hand, however, it
reduces the independence and self-decision making of the Member States
(Kleiner, 2011) and bears the risk of the approach of ‘one size fits all’, as
it usually does not. Therefore, even a small WTO and EU Member State,
such as Estonia, should definitely have its own State aid policy, which is
in compliance with the applicable supranational regimes while carrying
primarily Estonia’s national interests. The currently valid national rules
are, unfortunately, not a good example of that.
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