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SOUTH-KOREA STIMULATES SUPPORT FOR ITS MAJOR SHIPYARDS
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25 APRIL 2016

EXECUTIVE SUMMARY

SEA Europe — the Ships and Maritime Equipment Association that represents the European Maritime
Technology sector — has taken note of public domain information related to South Korean government
interventions in the shipbuilding sector. The Association raises strong concerns about continued and
further growing distortion of competition in the global shipbuilding market, to the detriment of
European shipbuilding industry and the entire global maritime community. South Korean
Government’s support measures also seem to be in violation with South Korea’s trade agreement
obligations.

SEA Europe requests the European Commission (the Commission) to bring up as soon as possible the
issue of state support to the Korean shipbuilding industry in the context of EU-Korea FTA
implementation. The Commission and European policy-makers should furthermore continue to press
for fair competition for the global shipbuilding industry in all relevant fora. Only an international level
playing field will allow European shipyards to remain competitive with its global competitors.

1. BACKGROUND

Unsustainable expansion of building capacity in the Far East has been hurting the entire value chain of
the global maritime industry. Freight rates are now at all time low due to severe overcapacity.
Significant decline in orders is anticipated by internationally successful marine equipment
manufacturers. In additional, the offshore oil and gas industry is at standstill due to very low oil prices.
As a result, many shipbuilding countries and regions in particular, the leading nations, i.e. South Korea
and China are providing state support to their local shipping and shipbuilding industries. Despite
constant criticisms and warnings from market watchers, such state support practices are continuing
and prolonging the unbalanced situation in the global market.

In this paper SEA Europe requests specific attention from the Commission to the situation in South
Korea due to its massive state support practice and because it was hurt particularly hard under such
dramatic market development. In 2015, the country's three biggest shipbuilders, i.e. Hyundai Heavy,
Daewoo Shipbuilding & Marine Engineering (DSME) and Samsung Heavy Industries, cumulated a loss
of 8 trillion won (or US$6.6 billion). DSME, Hyundai Heavy, STX and Hanjin Heavy have been found to
be making less than their interest payment amounts for over three years. More recently, these
companies have suffered from the postponement of offshore projects and from the low building
prices. Losses in reality could be even higher. According to market watchers, DSME has hidden 2.5
trillion won of losses in 2013 and 2014 by not reflecting long-term loans and not setting apart reserves
for losses from failed projects. Hanjin Heavy, which had received a bailout fund of 130 billion won in
2015, applied for a self-regulatory agreement earlier in 2016.



More specifically:

e An injection of $3.7bn from creditors, such as KDB, under the form of new loans, a rights’
offering and debt-to-equity swaps to rescue the shipbuilding company DSME from a likely
financial loss of more than S$4.4bn (end 2015). DSME is a company with a majority stake
controlled by fully state-owned banks, like KEXIM, KAMCO and KDB. It came into financial
difficulties following a policy of shipbuilding contracts below cost.

Interestingly, also DSME’s predecessor — Daewoo Heavy Industries DHI — was rescued at the
time following an untenable policy of shipbuilding contracts below cost. This rescue plan
consisted of a state bail out of a magnitude of 4Sbn.

e On 6 March 2016, KEXIM —the fully state-owned Export-Import Bank of South Korea —released
a support plan for local shipbuilding and shipping industries. This plan will offer a wide range
of financial facilities, such as extending debt limit, reducing interest rates and commissions, to
shipping companies ordering newbuilding at South Korean shipyards. Moreover, the bank will
provide a package facility connecting eco-ship fund and offshore guarantee insurance.

This support plan comes in addition to a recent meeting between South Korea’s Trade, Industry
and Energy Minister, Joo Hyung-Hwan, and the Iranian Qil Minister on 29 February 2016.
During this meeting, Mr Joo Hyung-Hwan asked his counterpart for support from Iranian tanker
operators to place a $18bn newbuilding order for crude oil carrier and LNG carrier at South
Korean shipyards. Due to lack of cash holdings of the Iranian shipowners, Korean shipyards
will have to arrange large ship financing themselves (95-100%). The South Korean government
is trying to come up with various solutions such as spending yuan, receiving oil as ship price in
connection with shipowner-oil refinery company — shipbuilder.

e In addition, The South Korean government is planning to set up a USD 1.2 billion ship
investment fund to boost its shipping industry. The fund is expected to be led by local
commercial banks and state-run financial institutions including the Korea Development Bank,
KEXIM and Korean Trade Insurance Corporation. The fund would receive 50% of the necessary
finances in the form of senior bonds from commercial banks while state-run financial
institutions would chip in with 40% of the fund in the form of subordinated bonds.

These recent examples of South Korean state support seem to be in violation with the country’s trade
agreement obligations. Above all, this policy distorts competition in the global shipbuilding market, in
particular to the detriment of European shipyards and the Korean policy is counterproductive towards
addressing the serious challenge of global overcapacity in shipping as well as in shipbuilding.

2. SOUTH KOREA’S NEW SUPPORT MEASURES SEEM TO BE IN VIOLATION WITH THE COUNTRY’s
TRADE AGREEMENT OBLIGATIONS

SEA Europe is of the view that South Korea’s new support measures, aiming at rescuing individual
companies from bankruptcy and stimulating its local shipyards, could be in violation with the country’s
trade agreement obligations. The reasons are as follows:

a. South Korea’s obligations under the EU-South Korea FTA
The EU-South Korea FTA entered into force in July 2011. Although there is no special chapter on

shipbuilding, the FTA consists of anti-subsidy provisions. These provisions go beyond existing WTO
rules.



The FTA also contains provisions on transparency. According to these provisions, both Parties are
obliged to report annually on the total amount, types and sectoral distribution of subsidies which are
specific and which may affect international trade. Moreover, upon request by one Party, the other
Party shall provide additional information on any specific subsidy schemes.

Finally, under this FTA, subsidies covering debts or liabilities of certain enterprises and subsidies (in
the forms of loans, guarantees, cash grants, capital injections, provision of assets below market prices,
tax exemptions) to insolvent or ailing enterprises — without a credible restructuring plan — would in
SEA Europe’s opinion be regarded as specific and prohibited subsidies in so far as they adversely affect
international trade.

South Korea’s new support measures to its local shipyards do therefore not fulfil the obligations in the
EU-South Korea FTA as regards subsidies and transparency. Moreover, based on information available
to SEA Europe these measures seem to fall within the scope of subsidies covering debts or liabilities of
enterprises and subsidies to insolvent or ailing enterprises.

b. South Korea’s commitments under the Agreed Minutes

The Agreed Minutes between the European Community (EC) and South Korea relating to the world
shipbuilding market were signed in June 2000. This agreement aims at resolving the dispute over
market distortions conducted by Korean state interventions.

Under the Agreed Minutes, both sides agreed that “all financial institutions shall conduct their
business with shipbuilders in a commercially sound manner’. Moreover, the South Korean
Government committed that “the banks in which the Korean Government has a shareholding or private
banks acting on its behalf will only extend new loans, write off or roll over existing loans or provide any
type of support on a commercial basis.” Furthermore, “it will not provide these financial institutions
with public support for the purpose of covering losses resulting from their business relations with any
specific enterprise or industry.” Finally, the Korean Government confirmed that “it will not extend
support to its shipbuilders which is inconsistent with Korea’s international obligations” .

South Korea’s new support measures to its local shipyards also seem to be in breach of the country’s
commitments with the EC under the Agreed Minutes.

c. South Korea’s obligations under the WTO Agreement on Subsidies and Countervailing
Measures (ASCM)

The actionable subsidies defined by the ASCM include subsidies that cover operating losses sustained
by an industry or an enterprise; direct forgiveness of debt (i.e. forgiveness of government-held debt
and grants to cover debt repayment). Such subsidies can cause adverse impact on WTO members if
“the effect of the subsidy is an increase in the world market share of the subsidising Member in a
particular subsidised primary product as compared to the average share it had during the previous
period of three years and this increase follows a consistent trend over a period when subsidies have
been granted”.

Based on the documentation available to SEA Europe at present South Korea’s new support measures
are aimed at covering losses sustained by its local shipyards and thus could be in violation of the WTO
Agreement on Subsidies and Countervailing Measures.



3. SOUTH KOREA'’S TRADITION TO STIMULATE ITS LOCAL SHIPYARDS

For years, South Korean shipyards have been able to rely on state-linked finance enabling them to build
vessels at low prices and to compete for business, despite a lack of newbuilding demands or an over-
capacity on the global market.

Whilst in 1998, ship construction in South Korea totalled 3.7 million compensated gross tons (CGT) or
15% less than that of the EU-15, extensive state subsidies have enabled South Korean shipbuilding to
expand its production capacities (up to 14.5 million CGT before the 2008 financial crisis and around
11.5 million CGT in 2014 and 2015). Furthermore, newbuilding account for 8.5% of South Korea’s total
exports in 2015.

Government support is usual for South Korean industry development, including for shipbuilding and
related industries, and is a key behind its export-led growth strategy. However, in the light of the
recent negative financial performances of South Korean yards, there is an obvious need to bring this
matter up vis-a-vis the Korean Government as soon as possible. The first step should be within the
framework of the EU-Korea FTA.

Since South Korean shipbuilding is one of the country’s most important industries, the Government-
owned banks and financial institutes have come forward with rescue measures, including financial
schemes and other support policies. This has led to a significant rise of the exposure from KEXIM and
KDB in South Korean shipbuilding activities. According to government data, end July 2015, KEXIM lent
Won19.8trn (i.e. $17.2bn) in loans, guarantees, securities and commercial paper to South Korea's five
largest shipyards, while KDB lent Won 5.8trn (i.e. $5bn). The combined amounts of both creditors
account for over half of the total borrowing capacity of the yards.

4. CONCLUSION: SOUTH KOREA’S NEW SUPPORT TO LOCAL SHIPYARDS DISTORTS THE GLOBAL
SHIPBUILDING MARKET

Shipbuilding is a global market. Problems such as overcapacity, low prices, financing difficulties are
shared by all shipbuilding nations. The present massive state support from the South Korean
Government to its major shipyards will further distort competition in the global shipbuilding market
and seem to be in violation with its trade agreement obligations. Being the world’s largest shipbuilding
economy, such market distortion practice can cause prolongation of global market unbalance and be
detriment to the European shipbuilding industry.

Against this background, SEA Europe requests the European Commission at the earliest occasion to
raise the issue of Korean state support for its shipyards within the ambit of the consultation
mechanism and transparency provisions of the EU-Korea FTA.

- Inthe first instance, the Commission should request the Korean authority to gain access to all
the relevant information about the invoked state support measures.

- Furthermore, the Commission should express strong concerns to the Korean government
about the negative impact these measures might have for the European shipbuilding industry.

- Based on the result of further investigation, if a preliminary conclusion could be made that
that the Korean state support measures are violating EU-Korea FTA as well as multilateral trade
obligations, the Commission should then utilize the dispute settlement instrument under the
FTA.



- In addition, the Commission should bring the Korean state support measures up at the
forthcoming WP6-discussions in the OECD in May 2016, when South Korea is expected to
present facts and figures on its shipbuilding industry.

- The European Commission and European policy-makers should also stay vigilant and monitor
closely the recent massive bail-outs of South Korean shipyards and other financial support
from the South Korean government to “rescue” its insolvent shipbuilding companies.

SEA Europe remains at the disposal of the European Commission and European policy-makers for any
further enquiry. SEA Europe looks forward to a close cooperation with the EU Institutions on this very
important matter for the competitiveness of the European shipbuilding industry (e.g. in the OECD).
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Background Note

SEA Europe is the European Association for Ships and Maritime Equipment and is the voice of the
European maritime technology industry in the European Union. The association represents close to
100% of the European shipbuilding industry in 18 nations, an industry which generates more than
€91 billion turnover annually and offers employment in high profile jobs for more than 500 000
Europeans.
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