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1. INTRODUCTION
1. The FSC Repeal and Extraterritorial Income Exclusion Act of 2000 (the “FSC Replacement

Act”), adopted on 15 November 2000 as US Public Law No 106-519, is the measure taken by the US
ostensibly to comply with the recommendations and rulings of the DSB following the earlier
proceedings before the Panel." It does not however bring the US into compliance with those
recommendations and rulings for the reasons the EC will explain in detail below. Although the FSC
Replacement Act states that it repeals the FSC scheme, this scheme will continue to be available to all
existing FSC scheme until 1 January 2002 and to apply to certain of their transactions for an indefinite
period. Also, for those transactions where the FSC scheme no longer applies, the FSC Replacement
Act makes available an alternative scheme that increases and extends the subsidies that were available
under the FSC scheme without removing the contingency on export performance or on the use of
domestic over imported goods.

2. The description of the factual background (Section 2) is limited to the essential information.
More detail about the US measure is provided as and when needed during the legal analysis
(Section 3). Before concluding, the EC will ask the Panel to clarify the rights of third parties in this
proceeding by means of a request for a preliminary ruling (Section 4).

2. FACTUAL BACKGROUND

3. The Panel is well aware of the background of this dispute through its work on the original
Panel Report, which was upheld by the Appellate Body in virtually all respects except for a change in
the reasoning relating to the violation of the Agreement on Agriculture. The recommendations of the
Panel were adopted by the Dispute Settlement Body on 20 March 2000.?

4. Initial US proposals for complying with the recommendations of the DSB, for example by
reducing the level of the tax deductions, were rejected by US business groups that lobbied vigorously
to maintain their benefits. According to Inside US Trade of 24 March 2000:

Large companies that stand to lose billions of dollars in tax benefits if the FSC were
changed have taken a very hard line on rolling back FSC benefits. They hope the EU
will agree to a cosmetic change of the FSC ...*

5. Accordingly, the US decided to attempt to comply with the DSB recommendations by
replacing the FSC scheme with other tax provisions that would maintain the same benefits.

6. The first official communication of US intentions came on 2 May 2000 when the US Deputy
Secretary of the Treasury, Mr Eizenstat, came to Brussels to outline a proposal to the EC
Commission.

7. This initial US proposal would have involved a repeal of the current FSC scheme and its
replacement by an elective tax regime that would tax the *“qualifying foreign income” of “eligible
corporations” at a rate of 12.17 per cent or 24.5 per cent. The text of this proposal is Exhibit EC-2.

8. This new elective tax regime would have been very similar in effect to the FSC scheme. The
tax rate of 12.17 per cent applied only if the “safe haven method” for calculating “qualifying foreign
income” was used and corresponded to the FSC benefit using administrative pricing rules (12.17 per

! United States — Tax Treatment for “Foreign Sales Corporations.” Reports of the Panel
(WT/DS108/R, 8 October 1999) and by the Appellate Body on (AB-1999-9, WT/DS108/AB/R,
24 February 2000) adopted by the DSB on 20 March 2000.

? Doc. WT/DS108/10 of 24 March 2000.

® The relevant extract is Exhibit EC-1.
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cent being equivalent to 8/23 of 35 per cent) and the rate of 24.5 per cent, applied in other cases
(24.5 per cent being about double 12.17 per cent).

9. Also, an “eligible corporation” would have been defined as a foreign corporation that
Q) is managed outside the United States, and

(i) conducts economic activity outside the United States with respect to its "qualifying
foreign income."*

and “qualifying foreign income” would have had to be earned by an "eligible corporation,” from the
sale, lease, or rental of goods

Q) manufactured by an "eligible manufacturing corporation,"

(i) sold, leased, or rented for use, consumption, or disposition outside the United States,
and

(iii) not more than 50 per cent of the fair market value of which is attributable to foreign
content. °

10. The main change compared with the FSC scheme was that the benefit of the new scheme
would also have become available to foreign sales of certain foreign manufactured goods (of which
not more than 50 per cent of the fair market value was attributable to foreign content).

11. In the view of the US, the enlarged application of the elective regime to both export foreign
sales (involving US manufacturing) and non-export foreign sales (involving foreign manufacturing)
would have rendered this scheme non export contingent.

12. On 26 May 2000, by a letter of Commissioner Lamy to Mr Eizenstat, the EC made clear its
view that this proposal was unacceptable as it did not fulfil the conditions for WTO compatibility
(Exhibit EC-3).

13. On 28 July 2000, US Deputy Secretary of State Eizenstat wrote to Commissioner Lamy to
inform him about the passage by the House Ways and Means Committee on 27 July of the legislation
to replace the FSC scheme. The bill submitted to Congress removed some of the ancillary elements of
the 2 May proposal, like the need to create a foreign corporation to channel sales, but the US
nonetheless persisted with the same basic scheme, developing its form to make it, in the US view,
more easily defendable within the WTO, while still maintaining equivalent benefits for FSC
beneficiaries.

14. Commissioner Lamy wrote to US Deputy Secretary of State Eizenstat on 31 August 2000 to
express his concerns about the content of the bill as according to him it failed to remove the WTO
violations that were present in the FSC scheme (Exhibit EC-4).

15. The bill was ultimately signed into law on 15 November 2000 as an Act of the US Congress
entitled FSC Repeal and Extraterritorial Income Exclusion Act of 2000. The text of this Act is
attached as Exhibit EC-5. An explanation of its provisions is contained in the US Congress Joint
Committee on Taxation, Technical Explanation of the Senate Amendment to H.R. 4986, the “FSC
Repeal and Extraterritorial Income Exclusion Act of 2000 (JCX-111-00) of 1 November 2000
(Exhibit EC-5A).

* See page 2 of the US proposal in Exhibit EC-1.
> See page 2 of the US proposal in Exhibit EC-1.
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16. The intent to continue the effect of the FSC scheme is apparent in particular through the
statement® in the Joint Committee on Taxation explanation that during the “gap period” pending the
issuance of administrative guidance on the application of the new scheme, taxpayers may apply the
principles of present law regulations and other administrative guidance under the FSC scheme.

17. The title of this law is misleading in a number of ways. First, it does not entirely repeal the
FSC scheme, but allows it to continue for an indefinite period, as the EC will explain in more detail in
Section 3.9 below. Second, it does not concern “extraterritorial” income in any real of that word. The
income to which it relates can be earned entirely in the US. It seems that the US is using the word
“extraterritorial” to mean “export” or “derived from sales for foreign consumption”. Finally, the word
“exclusion” is confusing because the Act does nothing other than exempt a certain amount of income
from tax, in a manner that is different in form but not in substance from the FSC scheme. For these
reasons the EC will refer to the Act as the “FSC Replacement Act”.

18. The nature of the new scheme introduced by the FSC Replacement Act (and which the EC
will refer to as the “FSC Replacement scheme” to distinguish it from its predecessor) is well
summarised in a Congressional Research Service Report on Foreign Sales Corporation Tax Benefit
for Exporting and the World Trade Organization as follows:’

H.R 4986 begins by exempting "extraterritorial income" from US tax, and continues
by defining "extraterritorial income™ and a chain of other concepts in a way that
confines its exemption to a firm's US exports and a matching amount of income from
foreign operations. The initial link in the chain of definitions is "qualifying foreign
trade property”, which is generally products manufactured, produced, grown, or
extracted within or outside the United States. Generally, this is the full range of US
exports, but the bill explicitly excludes the same items as FSC: certain intangibles, oil
and gas, raw timber, prohibited exports, and property in short supply. Unlike FSC,
however, military products would apparently qualify for the same benefit as other
exports. And unlike the parallel FSC concept of export property, qualifying foreign
trade property can be partly manufactured outside the United States. However, not
more that 50 per cent of the value of qualified property can be added outside the
United States.

The next link in the chain is "foreign trade gross receipts", which the bill defines as
income from sale or lease of qualifying trade property, and which parallels the FSC
concept of gross receipts. As with FSC, a firm would only be treated as earning
foreign trading gross receipts if it conducts economic processes abroad. However,
FSC's foreign management requirements (see page 4, above) would be dropped.

The bill next defines "foreign trade income™ as taxable income attributable to foreign
trading gross receipts. The bill terms a specified part of this foreign trade income
"qualifying foreign trade income", and grants such income a tax exemption. The bill
sets qualifying foreign trade income (and thus the exclusion) equal to either 1.2 per
cent of foreign trading gross receipts, 15 per cent of foreign trade income, or 30 per
cent of the income attributable to the foreign economic processes undertaken under
the foreign trading gross receipts requirements. (The rule exempting 30 per cent of
income is similar in its effect to the FSC rule that applies to firms that use arm's

® Exhibit EC-5A, p. 20.

" Congressional Research Service Report on Foreign Sales Corporation Tax Benefit for Exporting and
World Trade Organization The Foreign Sales Corporation FSC Tax Benefit for Exporting and the WTO David
L. Brumbaugh Specialist in Public Finance. Government and Finance Division (Updated 22 September 2000) -
Exhibit EC-6.
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length pricing.) As with FSC and the May proposal before it, the arithmetic result of
the rules is that a firm can exempt somewhere between 15 per cent and 30 per cent of
qualified income from US tax.

19. The main features of the FSC Replacement scheme compared with the FSC scheme to which
the EC would draw attention at this point are:®

e The FSC Replacement scheme preserves the tax benefits available under the FSC scheme and
envisaged in the initial US proposal in May 2000, that is an exemption of between 15 per cent
and 30 per cent of export income. The formulae for calculating the exclusion from income are
arithmetically equivalent to those available under the FSC scheme (as the EC will explain
below).

e The FSC Replacement scheme is however simpler and easier to use than the FSC scheme.
The need for a separate foreign corporation to earn the exempted income has been removed
and the maximisation of tax benefits by using the most favourable method for calculating
qualifying foreign trade income can now be conducted by the US tax authorities;

 The FSC Replacement scheme is available under certain circumstances for income earned
from the sale of goods by foreign corporations that elect to be treated as domestic US
corporations;

e The 50 per cent foreign content limitation that exists under the FSC scheme has been adapted
to the features of the new law so as to include foreign direct labour costs.

20. The FSC Replacement Act therefore does nothing to meet the concerns of the EC, the Panel,
the Appellate Body or the DSB about the export subsides granted by the US tax system. It is an
attempt to disguise them. Indeed its purpose is, as US Deputy Secretary of State Eizenstat intimated
when urging the US Senate to pass the bill, to prevent immediate retaliation and to give the US “a

chance to ‘re-litigate’ the dispute”.’

21. The Congressional Budget Office estimated that the FSC Replacement Act would increase tax
expenditures compared to the existing FSC scheme by the following amounts:*

Estimated Budget Effects of H.R. 4986, The ‘‘FSC Repeal And Extraterritorial
Income Exclusion Act of 2000,’” as Reported by the Committee on Finance

[Fiscal Years 2001- 2010, in millions of dollars]

Provision Effective 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2001- 2001-
05 10
Extra- Generally -141 -305 -340 -378 423 -466 -514 -566 -623 -687 -1,587 -4,443

territorial ta
income

Exclusion: FSC Repeal 9/30/00

Legend for ““Effective’” column: ta = transaction after.
Note: Details may not add to totals due to rounding.

® For a fuller explanation of the differences between the FSC scheme and the FSC Replacement
scheme, the Panel is referred to the annexed documents. The EC will describe the provisions of the Act in more
detail as and when necessary below.

® US Deputy Secretary of State Eizenstat speaking during the Senate Finance Committee passing of the
bill on 19 September 2000 and reported in Inside US Trade, 22 September 2000, page 26 (Exhibit EC-7).

1 Taken from the Senate Report of 20 September 2000. The Congressional Budget Office Cost
Estimate of 13 September 2000 (Exhibit EC-8) contained slightly higher estimates.
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Source: Joint Committee on Taxation.

22, Despite its disappointment with the fact that the US has refused to comply with the
recommendations of the DSB, the EC has endeavoured to de-escalate this dispute in the hope that a
calm political environment would facilitate the task of the US in ultimately coming into compliance.
For this reason, it has entered into a procedural agreement with the US, which it has notified to the
WTO and which underlines the importance that the EC attaches to the multilateral character of the
WTO dispute settlement system.

23. On 17 November 2000 the EC initiated the procedures under Article 21.5 of the
Understanding on Rules and Procedures Governing the Settlement of Disputes (“DSU”) by requesting
the US to enter into consultations.*?

24, Consultations were held with the US on FSC Replacement scheme in Geneva on
4 December 2000 Act. They allowed a better understanding of the respective positions of the parties
but failed to resolve the dispute.

25. Accordingly, the EC requested that the Panel be reconvened to examine this issue under
Article 21.5 DSU." The Panel was established on 20 December 2000.

3. LEGAL ANALYSIS
3.1. Introduction
26. In the view of the EC, the FSC Replacement Act fails to bring the US into compliance with

the DSB recommendations and rulings and is inconsistent with the covered agreements. The FSC
Replacement scheme provides equally prohibited subsidies to US exporters as does the FSC scheme
and introduces further prohibited subsidies to certain foreign corporations.

217. There is disagreement both as to the existence and the consistency with covered agreements
of measures taken to comply with the recommendations and rulings of the DSB within the meaning of
Avrticle 21.5 DSU. The US has even refused at the consultations to accept that no measures taken to
comply with the recommendations and rulings of the DSB “existed” on the date by which the DSB
had fixed for them to be taken.

28. Accordingly, the mandate of the Panel pursuant to Article 21.5 of the DSU and in the light of
Article 4 of the Agreement on Subsidies and Countervailing Measures (“SCM Agreement”) is to
determine whether the US has withdrawn the subsidy and complied with the recommendations and
rulings of the DSB by the due dates and whether the US measures (the FSC Replacement Act and its
related provisions) are consistent with the covered agreements.

29. The EC will set out in the following order the reasons why it considers that the FSC
Replacement Act is inconsistent with the obligations of the US under the covered agreements and that
by failing to withdraw the subsidies found to be inconsistent with the SCM Agreement and to bring its
law into conformity with its obligations under the SCM Agreement and the Agreement on Agriculture,
the US has also failed to comply with the DSB recommendations and rulings in this dispute:

» that the FSC Replacement scheme results in the foregoing of tax revenue that is otherwise
due, thereby conferring a benefit upon recipients. Therefore, the FSC Replacement Act

1 Understanding between the European Communities and the United States Regarding Procedures
under Articles 21 and 22 of the DSU and Article 4 of the SCM Agreement, WT/DS108/12, 5 October 2000.

12 The request was circulated in document WT/DS108/14 of 21 November 2000.

3 WT/DS108/16, 8 December 2000.
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provides subsidies within the meaning of Article 1 of the SCM Agreement and under the
Agreement on Agriculture;
that the FSC Replacement scheme provides subsidies which are contingent upon export

performance contrary to Article 3.1(a) of the SCM Agreement and specifically related to
export contrary to item (e) of Annex 1 of the SCM Agreement;

that the FSC Replacement scheme provides subsidies which are contingent upon the use of
domestic over imported goods contrary to Article 3.1(b) of the SCM Agreement;

that consequently, the FSC Replacement scheme grants and maintains subsidies contrary to
Avrticle 3.2 of the SCM Agreement;

that the FSC Replacement scheme provides treatment less favourable to products imported
into the US that is accorded to like US products, contrary to Article 111:4 of GATT 1994;

that the subsidies provided by the FSC Replacement scheme are contrary to Articles 10.1 and
8 of the Agreement on Agriculture, or in, the alternative, Articles 3.3 and 8 in conjunction
with Article 9.1 of the Agreement on Agriculture;

that the FSC Replacement Act contains transitional provisions which allow companies to
continue to benefit from the WTO incompatible FSC scheme beyond 30 September 2000;

that the US has failed to comply with the DSB recommendations and rulings in United States
- Tax Treatment for "Foreign Sales Corporations”, WT/DS108 by 1 November 2000, as
specified by the DSB on 12 October 2000.

The FSC Replacement scheme continues to provide subsidies

The findings of the Panel and the Appellate Body on the FSC scheme

The Panel will recall that the FSC scheme was held to involve a financial contribution by

government that confers a benefit and therefore to give rise to a subsidy because it involved the
forgoing of revenue that would otherwise be due. As the Appellate Body stated in upholding the

finding of the Pane

|.14

In our view, the "foregoing" of revenue "otherwise due" implies that less revenue has
been raised by the government than would have been raised in a different situation,
or, that is, "otherwise". Moreover, the word "foregone™ suggests that the government
has given up an entitlement to raise revenue that it could "otherwise" have raised.
This cannot, however, be an entitlement in the abstract, because governments, in
theory, could tax all revenues. There must, therefore, be some defined, normative
benchmark against which a comparison can be made between the revenue actually
raised and the revenue that would have been raised "otherwise". We, therefore, agree
with the Panel that the term "otherwise due" implies some kind of comparison
between the revenues due under the contested measure and revenues that would be
due in some other situation. We also agree with the Panel that the basis of
comparison must be the tax rules applied by the Member in question.

4 Appellate Body Report, para. 90.
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31. The only point on which the Appellate Body’s reasoning on Article 1 of the SCM Agreement
differed from that of the Panel related to the question of whether:*

... the term "otherwise due" establishes a "but for" test, in terms of which the
appropriate basis of comparison for determining whether revenues are "otherwise
due" is "the situation that would prevail but for the measures in question..."

32. The Appellate Body’s difficulty with this test was that it was not treaty language and would
imply that changing an exception from taxation into an exclusion from taxation would imply that
there was no subsidy. In the Appellate Body’s words:*®

It would, we believe, not be difficult to circumvent such a test by designing a tax
regime under which there would be no general rule that applied formally to the
revenues in question, absent the contested measures.

33. The Panel and the Appellate Body also stressed that there the WTO Agreement did not restrict
the right (indeed “the sovereign authority”) of WTO Members to tax, or not to tax, particular
categories of revenue,'’ so long as it respects its WTO obligations. It appears that the US will attempt
to argue that the FSC Replacement Act does not give rise to a subsidy because the US has simply
exercised this right and has chosen not to tax a category of income that it terms “extraterritorial” (or
“qualifying foreign trade income”).

3.2.2.  The changes introduced by the FSC Replacement Act

34. The FSC Replacement Act abolishes, subject to various transitional arrangements, the FSC
exemptions and replaces them with a scheme whereby certain “qualifying foreign trade income” is
said to be “excluded” from taxation.

35. This “excluded” qualifying foreign trade income corresponds arithmetically to the exempt
foreign trade income of FSC scheme. The text of the new Section 941(a) of the IRC, which defines
this concept, merits quoting in full:

Q IN GENERAL. The term “qualifying foreign trade income' means, with
respect to any transaction, the amount of gross income which, if excluded, will result
in a reduction of the taxable income of the taxpayer from such transaction equal to the
greatest of

(A) 30 per cent of the foreign sale and leasing income derived by the taxpayer
from such transaction,

(B) 1.2 per cent of the foreign trading gross receipts derived by the taxpayer from
the transaction, or

© 15 per cent of the foreign trade income derived by the taxpayer from the
transaction.

36. Thus, the new Section 941(a)(1)(A) provides an exclusion equal to 30 per cent of foreign sale
and leasing income which corresponds to the 30 per cent exclusion available under in the FSC scheme
applicable when the administrative pricing rules are not applied (Section 923(a)(2)). The new
Section 941(a)(1)(B) provides an exclusion equal to 1.2 per cent of foreign trading gross receipts is

1> Appellate Body Report, para. 91 referring to Panel Report, paragraph 7.45.
16 Appellate Body Report, para. 91.
7 panel Report, para. 7.122 and Appellate Body Report, para. 90.
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equal to that available under the FSC scheme'® (multiplying 15/23 by 1.83 per cent yields 1.2 per
cent.). The new Section 941(a)(1)(C) provides an exclusion equal to 15 per cent of foreign trade
income, which is equal to that available under FSC scheme™ (multiplying 15/23 by 23 per cent yields
15 per cent).

37. The FSC Replacement Act also simplifies the availability of the benefit by removing the need
for a foreign subsidiary (the FSC), removing other formalities and placing on the US Internal Revenue
Service the task of identifying the formula that maximises the benefit to the taxpayer for each
transaction.

38. The first basic question is therefore whether the fact that the FSC Replacement Act is
expressed in terms of excluding certain income from taxation, whereas the FSC scheme used the term
“exempt™ (as well as the term “excluded”), means that there is no longer any subsidy (because WTO
Members are allowed to choose what categories of income they will tax).

39. The EC will show below that the FSC Replacement scheme is just as much a subsidy as was
(and is) the FSC scheme. The EC will first explain why the US is playing with words when it claims
that the scheme is different from the FSC scheme by excluding income from tax rather than exempting
it. The EC will then return to the terms of Article 1.1 SCM Agreement as interpreted by the Panel and
the Appellate Body to demonstrate that the cosmetic changes which the US has made have not
changed the fact that revenue that is otherwise due is forgone.

3.2.3. ltisirrelevant and misleading to refer to the FSC Replacement scheme as an ““exclusion from
tax” rather than an exemption

40. The EC has already noted above® the Appellate Body’s observation that a formalistic
approach based on a distinction between an “exclusion” from tax and an exemption could provide an
easy but inappropriate means of circumventing the SCM Agreement prohibition on export contingent
subsidies. Already for this reason the US device is doomed to fail. The EC will explain why the
change in terminology is irrelevant and misleading.

41. Indeed, the words “exemption” and “exclusion” can and are used fairly interchangeably in tax
legislation. Already the basic FSC provision, Section 921 of the IRC has as its first heading “Exempt
Foreign Trade Income” and as its second “Exclusion.” It operated formally as an exclusion, since
income was deemed to be “foreign source income which is not effectively connected with the conduct
of a trade or business within the United States” and thus not taxable. In reality everyone recognised,
and the Panel and the Appellate Body held, that the FSC scheme exempted income from tax. The
confusion of terminology is nothing new, and the EC will now explain why the true nature of the FSC
Replacement scheme is that of an exemption from tax.

42. The new Section 114(a) of the IRC inserted by the FSC Replacement Act provides that:

@) EXCLUSION. Gross income does not include extraterritorial income.

18 Sections 923(a)(3) (as modified by Section 291(a)(4) IRC) and 925(a)(1) of the IRC.
19 Sections 923(a)(3) (as modified by Section 291(a)(4) IRC) and 925(a)(2) of the IRC.
2 paragraph 31.
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43. But Section 114(b) then immediately states that:

(b) EXCEPTION. Subsection (a) shall not apply to extraterritorial income which
is not qualifying foreign trade income as determined under subpart E of part 11l of
subchapter N.

44, Thus, it is immediately apparent that it is only “qualifying foreign trade income” that is
“excluded.” The invention of an additional category of “extraterritorial income” is largely
unnecessary, misleading and irrelevant. Read together, paragraphs (a) and (b) do nothing other than
provide for a limited exemption from tax of an amount of income that is later defined as qualifying
foreign trade income. Reference to the definition of “qualifying foreign trade income” in
Section 941(a) further shows that this amount of income is defined in terms of “the amount of gross
income which, if excluded, will result in a reduction of the taxable income of the taxpayer from such
transaction equal to ...” This is exactly equivalent to an exemption of the amounts that are then listed.

45. As explained in Section 3.2.2 above, the amounts exempted are arithmetically equivalent to
the amounts exempted under the FSC scheme.

46. Thus, the first reason why the FSC Replacement scheme is not really an exclusion of income
from the tax base but rather a new exemption of income from taxation is that the “excluded income”
is expressly defined in terms of “the amount of gross income which, if excluded, will result in a
reduction of the taxable income of the taxpayer from such transaction equal to” a defined amount.

47. Clearly, any exemption can be presented as an exclusion in this way. If a WTO Member
wanted to give a 1 per cent bounty for the value of goods exported it could simply exclude from
taxation “the amount of gross income which, if excluded, will result in a reduction of the taxable
income of the taxpayer from such transaction equal to 1 per cent of the value of goods exported.”

48. A second reason why the new scheme creates an exception and not an exclusion from tax
liability is that it is subject to a large number of special conditions. These will be discussed in more
detail below, and it is sufficient to note here that they are not only conditions related to export (i.e.
sale for consumption outside the US) but also require, for example, that qualifying property must have
less than 50 per cent foreign content. There are also numerous exceptions (for example, the scheme
does not apply to the income from the export of lumber or of goods deemed to be in short supply).

49. A third reason why there is an exception and not an exclusion is that only part of the income
from a given taxable event (that part which is qualifying foreign trade income) is “excluded” from tax.
Indeed the US does subject the major part of what it calls “extraterritorial income” to tax. It is only
that variable part of it that is designated qualifying foreign trade income and that the taxpayer chooses
to bring within the exclusion that escapes tax. It is not therefore in any event possible to speak of a
“category of income” being excluded from tax.

50. The US seeks to turn this argument around® by saying that the taxation of the part of
extraterritorial income which is not qualifying foreign trade income is the exception to the general
rule of not taxing extraterritorial income and that, if it is allowed to exclude all the income, then
surely it can exclude some of it.

51. The EC submits that this is merely playing with words. The “exception”, by its very nature, is
the decision not to tax a part of such income. The fact that the majority of “extraterritorial income”
(the part that is not qualifying foreign trade income) is subject to the normal rate of tax is simply
evidence that there is no general rule excluding such income from taxation — this reinforces the
argument that the non-taxation of qualifying foreign trade income is the exception.

2L [In the House Ways and Means Report of 12.9.2000 (P.10)]
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52. Fourthly, the FSC Replacement scheme is elective. Firms can choose to avail of the FSC
Replacement scheme or use the normal US tax rules until 1 January 2002,% or, in some circumstances
during the indefinite transitional period, the FSC scheme.?®

3.2.4. The FSC Replacement scheme gives rise to revenue forgone that is otherwise due

53. The EC submits that the factor that determines whether the FSC Replacement scheme gives
rise to a financial contribution and therefore a subsidy is not whether the legislative provisions on
which it is based use the word “exclude” or the word “exempt” or neither, but whether there is
revenue forgone that is otherwise due within the meaning of Article 1.1(a)(1)(ii) of the SCM
Agreement.

54.  Both the Panel** and the Appellate Body®® made clear that this requires comparison of the
revenue actually raised following application of the measure in question and that raised under a
“benchmark” situation which would otherwise prevail under the law of the Member in question.

55. The FSC Replacement Act provides that income is partially “excluded” from taxation if all
the conditions laid down by the FSC Replacement scheme are satisfied, that is, in particular:

e The income must derive from the sale of “qualifying foreign trade property” and must

therefore:
> be held for ultimate use outside the US;*®and
> have foreign content of not more than 50 per cent of the fair market value;*’

e The income must be “qualifying foreign trade income” (in particular, the property must not be
sold for final consumption in the US);*

«  Elections must have been made or not made as required;*

*  None of the various exclusions from the benefit of the FSC Replacement scheme must apply,
such as those:

> for agricultural and horticultural cooperatives;*
> for members of groups of companies including DISCs;*!
> for FSCs;*
>

for categories of foreign corporations designated by the Secretary;*

22 See Section 942(a)(3) of the IRC.

2% See Section 5 of the FSC Replacement Act and the explanation in Section 3.9 below.
2 panel Report, paras. 7.42-7.43.

% Appellate Body Report, para. 90.

% Section 943(a)(1)(B) of the IRC.

27 Section 943(a)(1)(C) of the IRC.

%8 Section 941(a) of the IRC.

# E g. under Sections 942(a)(3),943(e).

% Section 943(g) of the IRC.

% Section 943(h) of the IRC.

%2 Section 5(c) of the FSC Replacement Act.
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> exclusion of income by the Secretary as a consequence of participation by taxpayers
in an “international boycott” and corrupt practices.®
56. If these conditions are met, the income is “excluded” from taxation. If they are not met, it is

not excluded (i.e. is included) and tax is due on it. Consequently, if the conditions are met, the tax
revenue that would otherwise be due from this income is not raised — that is, it is forgone.

57. Thus, the “exclusion” from taxation that is effected through the operation of the FSC
Replacement scheme cannot at all be assimilated to the non taxation of categories or classes of
income that are not subject to taxation. The FSC Replacement Act does not qualitatively define a
class or category of income that is excluded from the tax base — it lays down conditions for the partial
non-taxation of income that otherwise would be fully taxed. The income is of the same nature
whether or not the conditions are met. Part of the income from a single taxable event is taxed and part
is not.

58. It is true that WTO Members are free not to tax a general category of income and that foreign
source income may be one such general category.

59. “Extraterritorial income” is not however foreign source income. As noted in Section 2 above
it may be earned entirely in the US and the only “extraterritorial” characteristic is that it is revenue
from sales for final consumption outside the US. Although new Section 942(b) IRC establishes a
number of foreign economic process requirements, there is no relationship between the value of these
processes and the extent to which they are performed outside the US and the amount of income
exempted.

60. “Extraterritorial income” (and even less so, qualifying foreign trade income) is not a general
category of income that a WTO Member may choose not to tax in conformity with the SCM
Agreement. It is no more than an artificial device designed to replicate FSC benefits in the guise of a
general exclusion.

61. As explained above, what is excluded from tax is a quantity of income - “the amount of gross
income which, if excluded, will result in a reduction of the taxable income of the taxpayer from such
transaction equal to” a predetermined amount.®

3.2.5. There are two distinguishable subsidies

62. The novel feature of the FSC Replacement scheme is that it also applies to transactions
involving certain foreign produced goods (provided they contain no more than 50 per cent foreign
content).

63. The conditions applying to each are not the same and nor, as will be shown, is the analysis
under the SCM Agreement. The main formal difference is that the subsidy relating to transactions
involving certain foreign produced goods only applies if the producing company has volunteered to be
subject to US taxation as a domestic company. In addition, there are many other differences of
treatment arising from the fact that formally identical treatment is applied to differing situations,
notably production outside the US rather than inside and by a foreign person rather than by a US
person.

¥ Section 943(e)(4)(C) of the IRC.
% Sections 941(a)(5) of the IRC.
% See the definition of qualifying foreign trade income in Section 941(a) of the IRC.
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64. The EC will refer to the subsidy granted in respect of the export of US produced goods as the
“basic FSC Replacement subsidy” and that accorded to transactions involving foreign produced goods
as the “extended FSC Replacement subsidy” in order to distinguish them. When there is no need to
distinguish the two cases, the EC will refer to them generally as the “FSC Replacement subsidy” or
the “FSC Replacement subsidies”.

65. The fact that subsidies paid to foreigners may also fall under the SCM Agreement has already
been recognised in Brazil — Export Financing Programme for Aircraft,® where the subsidies were
paid to non-Brazilian airlines purchasing Brazilian aircraft.

66. The availability of the FSC Replacement scheme to transactions involving foreign produced
goods gives rise to revenue forgone and confers a benefit in the same way as the application of the
scheme to the export of US produced goods. Indeed, it is arguably even clearer, since foreign
produced goods will only be qualifying foreign trade property where the foreign producer
affirmatively elects to be treated as a US domestic corporation and benefit from the scheme, whereas
the scheme is supposed to apply automatically in the case of exports of US produced goods (unless
the taxpayer elects to exclude receipts under Section 943(a)(3)). It is clear that the FSC Replacement
scheme will not be invoked in the case of foreign produced goods unless this gives rise to a tax saving
under US law.

3.2.6. The FSC Replacement scheme also provides subsidies within the meaning of the Agreement
on Agriculture

67. In the earlier proceedings, the Panel found that a measure falling within the definition of
subsidy under the SCM Agreement would also be a subsidy for the purposes of the Agreement on
Agriculture when applied to agricultural products unless there were provisions of the Agreement on
Agriculture which suggested a different conclusion.” The Appellate Body found no reason to
disagree with this finding. Nothing in the FSC Replacement Act suggests that a different conclusion
is called for in respect of the FSC Replacement scheme.

3.2.7. Conclusion

68. The EC therefore concludes that the FSC Replacement scheme created by the FSC
Replacement Act gives rise to subsidies within the meaning of the SCM Agreement and the Agreement
on Agriculture.

3.3.  The FSC Replacement subsidy is contingent upon export performance

3.3.1. Introduction — the FSC Replacement scheme as an export subsidy

69. The US has signalled that its defence of the FSC Replacement scheme will concentrate on its
contention that it has eliminated export contingency by making the FSC Replacement scheme
available also for transactions involving goods produced outside the US (so long as the foreign

content does not exceed 50 per cent).

70. This is in fact a rather extraordinary claim. It defies common sense to suggest that a measure
will cease to be an export subsidy if an additional export promoting feature is added to it!

% Brazil — Export Financing Programme for Aircraft, Panel Report, WT/DS46/R, 14 April 1999, and
Brazil — Export Financing Programme for Aircraft, Appellate Body Report, AB-1999-1, WT/DS46/AB/R,
2 August 1999.

%" panel Report, paras. 7.149 — 7.151.
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71. The US has replaced the requirement of export with a requirement that goods not be sold “for
ultimate use in the United States”.*®* As regards US goods, this is of course simply another way of
saying that they must be exported (and indeed similar language has already been considered by the
Panel because it is used in the FSC scheme®). The saving grace of the FSC Replacement scheme,
according to the US, is that its scope is wider and also regulates the (probably very rare) case of
foreign producers who are subject to US taxation as domestic companies but who produce abroad and
whose goods are sold abroad. If the prohibition on export subsidies in the SCM Agreement ceases to
apply for such a reason, it is a very poorly designed provision indeed.

72. The EC will set out in Sections 3.3.2 to 3.3.5 below a number of detailed legal reasons why
the US is wrong. First and most fundamentally, the point of comparison for considering whether a
subsidy is contingent upon export performance is the treatment accorded to domestic sales, not the
treatment accorded to sales of foreign produced goods. Second, the alleged alternative means of
obtaining the subsidy is also export contingent, that is the extended FSC Replacement subsidy is also
prohibited. Third, Article 3.1(a) expressly states that a subsidy is prohibited whether export
performance is the sole or one of several conditions. Fourth, the consequences of an election by a
foreign producer to be subject to US tax are such that it cannot be expected that the election will be
used in practice.

73. The EC will also argue in Section 3.4 below that the FSC Replacement scheme is also a
prohibited export subsidy because it is specifically related to exports.

3.3.2. The tax treatment of domestic sales of domestic goods, not that of foreign sales of foreign
goods, is the proper basis for comparison

3.3.2.1. Introduction — the US argument
74. Article 3.1(a) of the SCM Agreement prohibits:

subsidies contingent, in law or in fact, whether solely or as one of several other
conditions, upon export performance, including those illustrated in Annex |
(footnotes omitted)

75. As noted above, the US appears to be arguing that since it is possible to obtain the FSC
Replacement subsidy without exporting, it is not export contingent.

76. Since the subsidy is in fact the exemption (or exclusion) of certain income from tax, the US
could in fact be arguing that since it is possible to earn tax free income without exporting, exempting
(or excluding) income from tax is not an export subsidy.

77. There are a number of categories of income that are not subject to tax in the US. The FSC
Replacement Act operates by inserting a new Section 114 into the IRC that deems certain income to
be excluded from “gross income” for US tax purposes. There are many other provisions that do
exactly the same. Like the exclusion from gross income that is the starting point of the FSC
Replacement scheme, they are contained in Subtitle A, Chapter 1, Subchapter B, Part 11l of the IRC
and include certain rental income, certain interest on State bonds and compensation for sickness.*

78. It is immediately apparent that the simple fact that tax free income — or even income that is
given the name “extraterritorial” — can be earned without exporting cannot suffice to prevent an
export subsidy from being present if such income can be earned contingent upon export performance.

% Section 942(a)(2)(A)(i) of the IRC.
% Section 927(a)(1)(B) of the IRC.
0 A list of some of the provisions is contained in Exhibit EC-9.



WT/DS108/RW
Page A-17

Otherwise, it would have been sufficient to include in the exemption any other category of income
which is already exempted, or which it is thought desirable to exempt from tax.

79. In order to assess whether an exemption is contingent upon export or specifically related to
export, there must be a comparison with some relevant benchmark.

80. The US seems to be arguing that the relevant benchmark for the tax treatment of sales of US
produced goods sold outside the US can be taken to be the tax treatment of foreign produced goods
sold outside the US and then argues that the tax exemption for income from such sales of the US
produced goods is not export contingent because the same treatment is given to foreign produced
goods.

81. The argument is mistaken because the wrong benchmark is being used. For the reasons that
will be examined in the next Section, the correct benchmark in the case of the US produced goods is
the treatment accorded to domestic sales.

3.3.2.2. The correct benchmark for US produced goods

82. The EC submits that the correct benchmark must be determined by examining the terms of
Article 3.1(a) in context.

Contingent

83. It is the term “contingent” that has been subject of most attention in export subsidy cases so
far. The Appellate Body has explained, for the first time in Canada — Measures Affecting the Export
of Civilian Aircraft ("Canada - Aircraft"), that “contingent” is the key word in Article 3.1(a). It stated
that*":

...the ordinary connotation of "contingent" is "conditional” or "dependent for its
existence on something else”. This common understanding of the word "contingent"
is borne out by the text of Article 3.1(a), which makes an explicit link between
"contingency™ and "conditionality” in stating that export contingency can be the sole
or "one of several other conditions".

84. The Appellate Body has also made clear that “the legal standard expressed by the word
‘contingent’ is the same for both de jure or de facto contingency”** and that it is only the evidence
that differs.”® In Canada — Certain Measures Affecting the Automotive Industry (“Canada —
Automobiles™),* it went on to say that:

A subsidy is contingent "in law" upon export performance when the existence of that
condition can be demonstrated on the basis of the very words of the relevant
legislation, regulation or other legal instrument constituting the measure. The
simplest, and hence, perhaps, the uncommon, case is one in which the condition of
exportation is set out expressly, in so many words, on the face of the law, regulation
or other legal instrument. We believe, however, that a subsidy is also properly held
to be de jure export contingent where the condition to export is clearly, though
implicitly, in the instrument comprising the measure. Thus, for a subsidy to be de

! Canada — Measures Affecting the Export of Civilian Aircraft, Appellate Body Report, AB-1999-2,
WT/DS70/AB/R, 2 August 1999, para. 166.

*2 |bid., para. 167.

* Ibid.

* Canada - Certain Measures Affecting the Automotive Industry, Appellate Body Report, AB-2000-2,
WT/DS139/AB/R, WT/DS142/AB/R, 31 May 2000, para. 100.
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jure export contingent, the underlying legal instrument does not always have to
provide expressis verbis that the subsidy is available only upon fulfilment of the
condition of export performance. Such conditionality can also be derived by
necessary implication from the words actually used in the measure.

Export

85. The term “export” is not defined in the SCM Agreement despite its fundamental importance.
The dictionary definition of the noun “export” is

An article that is exported®
and the verb “export” means:
Send (esp. goods) to another country*®

86. As usual, this dictionary definition is not of much help. Guidance is available however from
the context in which this word is used, that is the rest of the SCM Agreement and indeed the rest of the
WTO Agreement.

87. The importance of the context is also evident when one considers that if the term “export”
were taken literally to refer to any export in the abstract independently of its context then any
autonomous reduction of import duties on a product by a country would be a prohibited export
subsidy since there would be revenue forgone and a benefit conferred and the amount would depend,
literally, on export performance (of the third country exporters). It may be assumed that this was not
the intention of the WTO Members when they concluded the SCM Agreement. It is necessary
therefore to examine the meaning of the term in its context.

88. The immediate context is of course the Illustrative List, which is expressly stated to illustrate,
that is to shed light on, the meaning of Article 3.1(a). In many places in the Illustrative List it is made
clear that the term “export” refers to products destined for the market of another country, or for
consumption in that other country. Thus, items (d), (f), (g) and (h) all require a comparison of the
conditions applicable to exports with those applying in the case of goods for domestic consumption.
Item (1) includes in the lllustrative List export subsidies identified in Article XVI of GATT 1994,
paragraph 4 of which refers to export subsidies as giving rise to bi-level pricing between markets.*’

89. Looking to the rest of the SCM Agreement, it may be noted that the first mention of the word
“export” occurs in its footnote 1, which contrasts “exports” with “the like product when destined for
domestic consumption.” *®

*> New Shorter Oxford English Dictionary CD-ROM version (1997).

*® New Shorter Oxford English Dictionary CD-ROM version (1997).

7 Article XV1:4 of the GATT 1994 provides as follows:

Further, as from 1 January 1958 or the earliest practicable date thereafter, contracting parties shall cease
to grant either directly or indirectly any form of subsidy on the export of any product other than a primary product
which subsidy results in the sale of such product for export at a price lower than the comparable price charged for
the like product to buyers in the domestic market. Until 31 December 1957 no contracting party shall extend the
scope of any such subsidization beyond that existing on 1 January 1955 by the introduction of new, or the
extension of existing, subsidies.*

*® The full text of footnote 1 is:
In accordance with the provisions of Article XVI of GATT 1994 (Note to Article XVI) and the
provisions of Annexes | through Il of this Agreement, the exemption of an exported product from duties or
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90. The fact that the term “exports” describes goods destined for the markets of (that is,
consumption in) other countries is also clearly expressed in GATT 1994. Thus, Article | of GATT
1994 associates the concepts of importation/exportation and imports/exports with the phrase “products
originating in or destined for any other country” *° and similar language is found elsewhere in GATT
1994. That the use of the term “destined for” in relation to exports is not accidental is shown by
Article \éoof GATT 1994 which does not refer to exports but defines the contrasting concept of
“transit”.

91. Thus, the EC submits that the term “export” in Article 3.1(a) of the SCM Agreement refers to
the sale of:

. Goods;
e Originating in the country providing the subsidy;
»  Destined for the market of, that is for final consumption in, another country.

92. The EC considers that this examination of the term “export” as used in Article 3.1(a)
demonstrates that the provisions are written from the perspective of goods located in the country
providing the subsidy and that accordingly the basis for comparison for the treatment accorded to
export transactions is that accorded to domestic transactions.

Performance

93. The fact that the perspective of the Article 3.1(a) is that of producers in the territory of the
country granting the subsidy is also clear from the use of the word “performance”.

94. The primary dictionary definition of “performance” in this context is

The execution or accomplishment of an action, operation, or process undertaken or
ordered; the doing of any action or work; the quality of this, esp. as observable under
particular conditions;*

95. Used with the word “export”, this word implies that the link or dependency need not exist for
every single transaction but that exports in general (that is the process of export) should be
determined by the availability of the subsidy. Thus a commitment to export 50 per cent of the output
resulting from a subsidised production facility would be contingent upon export performance, even
though there is no requirement to export every product produced by the facility.

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, shall not be deemed to be a subsidy.

* The full text of Article 1:1 of the GATT 1994 reads:

With respect to customs duties and charges of any kind imposed on or in connection with importation or
exportation or imposed on the international transfer of payments for imports or exports, and with respect to the
method of levying such duties and charges, and with respect to all rules and formalities in connection with
importation and exportation, and with respect to all matters referred to in paragraphs 2 and 4 of Article Ill,* any
advantage, favour, privilege or immunity granted by any contracting party to any product originating in or destined
for any other country shall be accorded immediately and unconditionally to the like product originating in or
destined for the territories of all other contracting parties.

% Article V:1 provides that:

Goods (including baggage), and also vessels and other means of transport, shall be deemed to be in transit
across the territory of a contracting party when the passage across such territory, with or without trans-shipment,
warehousing, breaking bulk, or change in the mode of transport, is only a portion of a complete journey beginning
and terminating beyond the frontier of the contracting party across whose territory the traffic passes. Traffic of this
nature is termed in this article "traffic in transit".

> New Shorter Oxford English Dictionary CD-ROM version (1997).
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Conclusion

96. Accordingly, the EC considers that it does not need to show that all subsidies granted under
the FSC Replacement scheme are export dependent. It is sufficient if some of the beneficiaries
receive the benefit conditional upon exporting from the US rather than selling domestically. If there
are circumstances in which exportation is obligatory in order to obtain the subsidy, then the subsidy is
dependent or contingent upon export in these circumstances, and must therefore be an export subsidy.

97. Thus, the notion of contingency does not exist in the abstract but must be understood in the
light of the actual circumstances of a recipient and compared with the relevant alternative (in the case
of export contingency sale for consumption abroad rather than sale for domestic consumption). In
particular, producers (or more exactly owners) of US goods have no choice but to export in order to
obtain the subsidy in respect of those goods.

98. It is true that where a subsidy is made available, for example, to all producers of shoes, some
producers may in fact qualify by producing shoes which they export, but this does not make the
subsidy export contingent. Each producer is free to sell on the domestic market or to export and this
does not affect entitlement to the subsidy. However, in the case of the FSC Replacement scheme, the
situation is different. Owners of US goods for sale in the US do not have a choice in how to obtain the
subsidy. They cannot, unlike the shoe manufacturers in the above example, satisfy the conditions by
selling domestically. They have to export. Thus they obtain the subsidy by performing one function,
export, in preference to another, selling on the domestic market.

3.3.2.3. Application to the FSC Replacement scheme

99. The FSC Replacement Act avoids any mention of the word “export”. It uses other words to
achieve the same result. (It is not uncommon for export subsidies to avoid the word “export” as the
Appellate Body remarked in Canada — Automobiles.®® The FSC Replacement scheme is only
available in respect of sales of “qualifying foreign trade property.” Part of the definition of this
concept limits it to goods for use or consumption outside the US. Section 943(a)(1)(B) of the IRC
provides that it must be:

held primarily for sale, lease, or rental, in the ordinary course of trade or business for
direct use, consumption, or disposition outside the United States,

100.  Further, the sale of qualifying foreign trade property for ultimate use in the US will prevent
foreign trading gross receipts from arising. Section 942(a)(2)(A)(i) of the IRC provides that

The term “foreign trading gross receipts' shall not include receipts of a taxpayer from
a transaction if the qualifying foreign trade property or services are for ultimate use in
the United States

101.  The phrase “for ultimate use within the US” is for US goods obviously simply another way of
saying “not exported”. Thus, the key distinction for the availability of the FSC Replacement subsidy
is whether such property is exported. A sale of goods for ultimate use outside the US (i.e. an export)
has as its consequence the availability of the FSC Replacement subsidy; a sale of goods for ultimate
use in the US is deprived of the same advantage. The EC submits that that makes the availability of
the subsidy contingent upon export performance.

2 See the quotation from the Appellate Body in the discussion of the word “contingent” in
Section 3.3.2.2 above.
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102. It is true that the same consequence (the availability of the FSC Replacement subsidy) can
arise in other ways. One example is the provision of services outside the US. That does not diminish
the fact that it is only available to US goods if they are exported, not if they are sold on the US
market. It does not undermine the conclusion that this availability for export is a reward for export
performance.

103. It is also true that the same consequence can arise through production and sales of certain
goods outside of the US (although, as will be discussed below, this is not likely). Again, that is not
the relevant point of comparison. Article 3.1(a) addresses export contingency relating to the goods of
the country providing the subsidy (in this case the US) and prohibits making the availability of the
subsidy contingent on export performance and therefore on whether the goods are exported.

3.3.3. The alleged alternative means of obtaining the subsidy is also export contingent, that is, the
extended FSC Replacement subsidy is also prohibited

104.  Another reason why the US attempt to remove the export contingency from the FSC
Replacement scheme fails is that the alleged alternative means of obtaining the subsidy (the EC will
explain in Section [3.3.5] below that it is unlikely to be used) also involves export contingency. In
other words, the extended FSC Replacement subsidy is also prohibited.

105.  If both elements of the FSC Replacement subsidy are contingent upon export performance,
so, whatever interpretation of Article 3.1(a) is adopted, is the whole.

106. The export contingency of the extended FSC Replacement subsidy arises out of the
requirement that the foreign produced goods be sold outside the US in conjunction with the fact that
they cannot be qualifying foreign trade property and therefore cannot benefit from the FSC
Replacement scheme if they have a foreign content exceeding 50 per cent.

107.  As already mentioned above, the FSC Replacement subsidy is only available for the sale of
“qualifying foreign trade property”. According to Section 943(a)(1) of the IRC:

The term “qualifying foreign trade property’ means property —

(A) manufactured, produced, grown or extracted within or outside the
United States

(B) held primarily for sale, lease or rental, in the ordinary course of trade or
business for direct use, consumption, or disposition outside the Unites States,
and

© no more than 50 per cent of the fair market value of which is attributable to -

Q) articles manufactured, produced, grown, or extracted outside the
United States, and

(i) direct costs for labour (determined under the principles of
Section 263A)

performed outside the United States.”

108. In many cases, the requirement that no more than 50 per cent of the fair market value be
attributable to articles manufactured, produced, grown, or extracted outside the United States, and

*¥ Emphasis added.
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direct labour costs will mean that inputs will have to be exported from the US, as the EC will now
proceed to demonstrate.
109. The terms “articles” and “attributable” are not defined in the legislation. It may be that the
US will clarify them during these panel proceedings and the EC may then be able to refine its
argument on this point.

110.  However, for present purposes, it is sufficient to note that fair market value of a product
(FMV) can be considered to be made up of the sum of the following:

e The cost of “articles attributable” (hereinafter “articles”) (A), which may again be split into:

> US articles; (Al) and
> Foreign articles (A2);

e The direct cost of labour (B);

»  The cost of other inputs (which may include energy, royalties for intellectual property used,
overheads etc) (C);

*  Profit (D).

111.  If these categories are considered to cover all costs (with any residual costs being included in
(C), ALl+A2+B+C+D must equal the sales price (SP). In normal cases SP will be equal to FMV.

112.  Since A2 + B may not exceed 50 per cent of P, (i.e. A2 + B must be = or < SP/2), then
mathematically,

A1+C+D must constitute at least 50 per cent of SP (i.e. A1+C+D must be = or > SP/2
which can be expressed as A1 = or > SP/2-C-D). This means that Al will be positive
whenever SP/2 > C+D

In other words, US articles must be used whenever the cost of other inputs (not articles or direct
labour) (C) and profit (D) are less than 50 per cent of the selling price (or more exactly the US-
assessed fair market value) of the goods.

113.  This condition (and therefore the need for there to be exports of US articles) will not always
be met but it will in many cases. Whether it is met or not will depend on the nature of the production
process. There are a series of factors that render the condition more difficult to meet and others that
render it easier to meet. Factors that will make the condition more difficult to meet include:

*  Ahigh cost of articles used in production;

* A high amount and therefore cost of foreign direct labour in production;
«  Alow intellectual property component;

*  Alow profit.

114.  Correspondingly, factors that will make the condition easier to meet include:

e  Alow cost of articles used in production;

«  Alow amount and therefore cost of foreign direct labour in production;
e Ahigh intellectual property component;

* A high profit margin.
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115.  The EC’s point is that the importance of these factors varies between sectors and companies
and there will inevitably be companies who will have to use US products. That in the EC view is
sufficient to establish contingency.

116.  In order to illustrate this argument, the Annex to this submission gives a series of examples of
where the requirement to use US articles must arise in practice. The Annex identifies cases where the
cost of “articles” used to produce finished goods exceed 50 per cent of the value of the finished
product. In all these cases, some US articles will have to be used in order to produce “qualifying
foreign trade property”. In fact, the approach followed in the Annex is conservative since foreign
direct labour costs are not taken into account in the Annex but are included in the foreign content
limitation, thus further reducing the ability of producers to fulfil the condition without using US
articles. In other words, for every percentage increase in the value of foreign direct labour, there is a
corresponding increase in the percentage in value of US articles that must be used.

117.  Even in cases where the above foreign content limitation could be met without the need for
US inputs, a foreign producer who wishes his goods to benefit from the FSC Replacement scheme
will still have an incentive to purchase US goods in order to make it easier to comply with the
requirement and to ensure that the benefit will be available.

118.  The foreign content is expressed as a fraction of the price a company can obtain from the sale
of the finished product. However, the price a company expects from the sale of such finished product
may not materialise due to a number of unforeseen (or not entirely foreseen) circumstances: for
example price trends may dramatically change downwards so that the fair market value also decreases
(and a company can no longer obtain the prices based on which it had made its production
calculations). In order to minimise such risk of not being able to qualify, companies will need to
reduce the value of foreign articles and direct labour to a level that will always ensure that they
account for no more than 50 per cent of the price, even in case of price decreases.

119.  Accordingly, the fact that the extension of the FSC Replacement scheme to foreign produced
goods is subject to a foreign content requirement creates in many cases a requirement for exports to be
made from the US. This renders the extended FSC Replacement subsidy also export contingent and
thus prohibited.

120.  Since both elements of the FSC Replacement subsidy are contingent upon export
performance, so is the whole. The FSC Replacement scheme is therefore a prohibited export subsidy
contrary to Article 3.1(a) of the SCM Agreement.

3.3.4. Article 3.1(a) expressly states that a subsidy is prohibited whether export performance is the
sole or one of several conditions.

121.  The US approach to implementation of the Panel Report has been to endeavour to hide, what
is essentially the same subsidy as that before the Panel in the original proceeding, within a slightly
wider subsidy. It does this by adding to the basic FSC Replacement subsidy the extended FSC
Replacement subsidy.

122.  The drafters of the SCM Agreement, were aware of the potential for such devices and
expressly provided that a subsidy shall be prohibited if it is contingent “contingent, ... whether solely
or as one of several other conditions, upon export performance.”

123.  In other words, a subsidy that is export contingent in some situations does not cease to be so if
it can also be obtained in other situations which do not require export. A subsidy that is available to
exporters and to producers of certain categories of goods is still prohibited in those situations where
export is required to obtain it.
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124.  To take an example: suppose a subsidy programme is available to all goods produced in a
certain region of a WTO Member’s territory, but only available to goods produced outside that region
if exported from that WTO Member’s territory. It is true that it is not in all circumstances necessary
to export to obtain the subsidy, since goods from the eligible region can benefit if sold domestically.
But goods from outside the eligible region can only qualify for the subsidy when exported. There are
no “alternative” conditions in this case - the subsidy is export contingent. The same situation arises
with the FSC Replacement scheme. Although there may be cases of production outside the US that
may benefit in the absence of export, goods produced in the US can only obtain the benefit in one way
— if exported. In these circumstances, the subsidy is export contingent.

125. It is true that a where a subsidy is made available, for example, to all producers of shoes,
some producers may in fact qualify by producing shoes which they export, but this does not make the
subsidy export contingent. Each producer is free to sell on the domestic market or to export and this
does not affect entitlement to the subsidy. However, in the case of the FSC Replacement scheme, the
situation is different. Owners of US goods produced in the US do not have a choice in how to obtain
the subsidy. They cannot, unlike the shoe manufacturers in the above example, satisfy the conditions
by selling domestically. They have to export. Thus they obtain the subsidy by performing one
function, export, in preference to another, selling on the domestic market.

126.  That this is the correct interpretation of Article 3.1(a) is confirmed by the panel and Appellate
Body reports Canada — Aircraft. One of the subsidies involved in that case, the Technology
Partnerships Canada programme, was available to non-export sectors such as environmental
technologies and “enabling technologies.”™* The fact that the subsidy was available in some situations
without any export contingency did not stop the payments under the programme to the regional
aircraft industry being found export contingent.

127.  Thus, even if the Panel were not to agree with the position set out in Section 3.3.2 above - that
the extended FSC Replacement subsidy is also export contingent, this will not prevent a finding that
the basic FSC Replacement subsidy is export contingent.

128.  Indeed, the above view of alternative conditions is also that adopted by the US when it applies
its own countervailing duty rules on export subsides to foreign producers. This rule (8351.514 of the
US countervailing duty rules) is very similar to Article 3.1(a) of the SCM Agreement, read with its
footnote, since it provides that:

....(a) In general. The Secretary will consider a subsidy to be an export subsidy if the
Secretary determines that eligibility for, approval of, or the amount of, a subsidy is
contingent upon export performance. In applying this section, the Secretary will
consider a subsidy to be contingent upon export performance if the provision of the
subsidy is, in law or in fact, tied to actual or anticipated exportation or export
earnings, alone or as one of two or more conditions.”

In the discussion section of its own countervailing duty rules, the US states that:*

In situations where the government evaluates multiple criteria under a program,
8351.514 would require an analysis different from that described in Extruded Rubber
Thread from Malaysia, 57 FR 38472 (August 25, 1992). In that case, the Malaysian
Government considered 12 criteria in evaluating whether a particular company should
receive ""pioneer'* status. Two of these criteria addressed the export potential of a
product or activity. In addition, in certain situations, companies were required to

> See e.g. Canada — Aircraft, Panel Report, para. 6.174.
*® US Department of Commerce (International Trade Administration) Countervailing duties : Final
Rule 19 CFR Part 351 (WTO Document G/ADP/N/1/USA/1/Suppl.4, G/SCM /N/1/USA Suppl.4 29.3.99 p.62)
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agree to export commitments. In analyzing the Pioneer program, the Department
examined the criteria being applied with respect to a particular company. If one or
more of the criteria applied by the Government included favorable prospects for
export, but the export criteria did not carry preponderant weight, we did not consider
the award of Pioneer status to constitute an export subsidy. However, under the new
standard contained in 8351.514, if exportation or anticipated exportation was either
the sole condition or one of several conditions for granting Pioneer status to a firm,
we would consider any benefits provided under the program to the firm to be export
subsidies unless the firm in question can clearly demonstrate that it had been
approved to receive the benefits solely under non-export-related criteria. In such
situations, we would not treat the subsidy to that firm as an export subsidy. (Emphasis
added in italics).

129.  Thus it is clear that in its countervailing duty law, the US considers that export subsidies exist
for some firms even in cases where certain other firms can demonstrate that they do not need to obtain
the benefits. This situation is analogous to that of the FSC Replacement scheme.

130.  Indeed, the contention of the US that the SCM Agreement should be interpreted so as to allow
the FSC Replacement scheme to escape the disciplines of the SCM Agreement bring to mind the
words used by the US in connection with an export subsidy of another Member, when it said of an
argument made by that Member:>®

If adopted, this standard would enable governments to engage in the very sorts of
manipulation and modifications of subsidy programmes that the drafters of the SCM
Agreement sought to curtail.

3.3.5.  The consequences of an election by a foreign producer to be subject to US tax are such that it
cannot be expected that the election will be used in practice.

131.  The EC further considers that the addition of the extended FSC Replacement subsidy to the
FSC Replacement scheme is merely cosmetic (and an attempt to hide a prohibited export subsidy)
because there are a number of reasons to believe that it will rarely be used.

132.  The most important of these reasons is that the extended subsidy is only available where the
foreign producer makes an election to be taxed as a domestic US corporation. Section 943(a)(2) of the
IRC provides that:

Property which (without regard to this paragraph) is qualifying foreign trade property
and which is manufactured, produced, grown, or extracted outside the United States
shall be treated as qualifying foreign trade property only if it is manufactured,
produced, grown, or extracted by

(A) a domestic corporation,

(B) an individual who is a citizen or resident of the United States,

© a foreign corporation with respect to which an election under subsection (e)
(relating to foreign corporations electing to be subject to United States

taxation) is in effect, or

(D) a partnership or other pass-thru entity all of the partners or owners of which
are described in subparagraph (A), (B) or (C);

*® panel Report, Canada — Aircraft, paragraph 7.143.
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133.  The election required by Section 943(a)(2) would create additional tax liability, reporting
requirements and administrative burdens on the corporation without reducing its liability,
requirements and burdens in its own jurisdiction. Foreign corporations are only likely to elect to be
treated as domestic companies in the US in such situations where such an election would entail an
overall tax saving (or a benefit) and thus it is only likely to be contemplated in special circumstances.

134.  Inaddition, Section 943 (e)(1) provides that:
(e) ELECTION TO BE TREATED AS DOMESTIC CORPORATION. -

(1) IN GENERAL. - An applicable foreign corporation may elect to be treated as a
domestic corporation for all purposes of this title if such corporation waives all
benefits to such corporation granted by the United States under any treaty. No
election under section 1362(a) may be made with respect to such corporation.

135.  Any benefit that might possibly arise from being treated as a US domestic corporation and
benefiting from the FSC Replacement scheme would have to weighed against the consequences of
waiving all benefits granted by the US under any treaty!

136.  Itis true that elections under the FSC Replacement scheme can be revoked for subsequent tax
years but this also brings with it serious disadvantages.

137.  The additional tax consequences of elections and their revocations require some explanation.
By virtue of Section 943 (e)(4)(B):

(B) EFFECT OF ELECTION, REVOCATION, AND TERMINATION. -

() ELECTION. - For purposes of section 367, a foreign corporation making an
election under this subsection shall be treated as transferring (as of the first day of the
first taxable year to which the election applies) all of its assets to a domestic
corporation in connection with an exchange to which section 354 applies.

(i) REVOCATION AND TERMINATION. - For purposes of section 367, if -

()] an election is made by a corporation under paragraph (1) for any taxable year,
and

() such election ceases to apply for any subsequent taxable year,

such corporation shall be treated as a domestic corporation transferring (as of the 1st
day of the first such subsequent taxable year to which such election ceases to apply)
all of its property to a foreign corporation in connection with an exchange to which
section 354 applies.

138.  This provision confirms that an election of a foreign corporation to be treated as a US
domestic corporation gives rise to a deemed transfer of assets between corporation. One consequence
of this is that non-distributed profits of a foreign corporation are immediately subject to US taxation
when a foreign corporation elects to be treated as a US domestic corporation, which may not have
been the case otherwise.” Another, and arguably more serious consequence, is that an election to

" More precisely, the regulations under Section 367(b) will require US shareholders of the foreign
corporation to take into income a deemed dividend based on the undistributed earnings of the corporation
accumulated prior to its election. The FSC Replacement Act has a transition provision (Section 5(c)(3))
pursuant to which earnings and profits accumulated by the domesticating corporation in taxable years ended
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cease being treated as a US domestic corporation gives rise to a deemed transfer of assets out of the
US. This will give rise to US tax charge not only on all its non-distributed profits but also on
unrealised capital gain in the value of its assets. This latter future and uncertain tax liability on the
revocation of an election is likely to be the greater barrier to the making of an election to be treated as
a US domestic corporation in the first place since its importance will not be known when that election
is made.

139.  Electing to be treated as US domestic corporations for US tax purposes may subject foreign
corporations them to reporting and other requirements inconsistent with their domestic law and
possibly impact in other ways on their business. The principle behind bilateral tax treaties is that a
corporation will be resident in one jurisdiction or another (even though it may be subject to tax as a
non-resident in the jurisdiction where it is not resident). Traditionally, the primary purpose of such
treaties is to eliminate or reduce double taxation, with the ancillary goal of determining the taxing
rights of the Contracting States. As regards business income, the OECD Model Tax Convention (on
which most tax treaties concluded between industrialised countries are based) provides that it is only
taxable in the Contracting State in which the taxable person is resident. A Contracting State may only
impose tax on the business income of a resident of the other Contracting State in so far as this has a
permanent establishment in the first mentioned Contracting State. An election under the FSC
Replacement scheme will disrupt this assumption and mean that corporations will start to be resident
for tax purposes in two jurisdictions, which can give rise to potential conflicts. To date the
consequences of such conflicts remain unknown, which is why it is also reasonable to presume that
any prudent economic operator (in this case a foreign corporation) might be reluctant to elect to be
treated in the US as a domestic corporation. By doing so it would assume a risk of rather adverse
effects of which the significance is unknown to it at the time of the election.

140.  Indeed one example of a conflict is given in apparent from the FSC Replacement Act itself.
New Section 941(a)(5) IRC, for example, denies the benefit of the scheme to firms that participate in
“international boycotts etc.”. Clearly, many other States may make participation in such boycotts
obligatory.

141.  More generally in the case of tax law, US law may require certain expenses to be written off
over a period that conflicts with the period required by other jurisdictions.

142. It may also be expected that foreign governments will oppose (or refuse to acknowledge) their
corporations becoming subject to all the obligations of the US tax code. The elections provided for in
the FSC Replacement scheme disrupt the balance of rights and obligations, benefits and costs, on
which bilateral tax treaties are concluded. Accordingly, as the treaty rights of a foreign government
would be breached it might in its turn decline to respect its treaty obligations (for example, granting of
double tax relief). Any prudent foreign corporation contemplating election to be treated in the US as a
domestic corporation would certainly be mindful of this risk and assess its importance against any
potential benefits from it could receive as a result of the election. Foreign governments may also
object to corporations under their jurisdiction being required “to waive all benefits ... granted by the
US under any treaty” and to way this provision may be interpreted by the US. Such objections by
foreign governments could be based on the rights they have under bilateral tax treaties (which will
limit the way in which the US can tax the foreign country’s corporations) and on the basis of
international law principles of jurisdiction which limit the extent to which States may assert
jurisdiction over foreign corporations. There is no exception to these principles that would allow
corporations to “elect” to be subject to a State’s jurisdiction in return for some benefit.

143. It is clear that if a foreign government objected to corporations under its jurisdiction waiving
their rights and electing to be subject to the US tax code, that election could not be made.

prior to 1 October 2000 will not be included in the income of the shareholders of the corporation. This
transition provision is applicable only in those circumstances specified in the provision.
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144.  Additionally, as explained above, foreign corporations can in many cases only benefit from
the FSC Replacement scheme if they use US articles. This is a further disincentive to using the
scheme.

145.  In view of these obstacles, the EC considers that even if the extension of the FSC
Replacement scheme to foreign production had its intended effect of removing the de jure export
contingency of the scheme (quod non), that scheme would in any event remain de facto export
contingent and still be contrary to Article 3.1(a) of the SCM Agreement.

3.3.6. Conclusion

146.  For all these reasons the EC considers that the FSC Replacement scheme is a prohibited
export subsidy contrary to Article 3.1(a) of the SCM Agreement.

3.4.  The FSC Replacement subsidies are specifically related to exports within the meaning of
item (e) of the Illustrative List

3.4.1. Introduction

147.  In this Section the EC will explain that item (e) of the Illustrative List in Annex I to the SCM
Agreement also renders the FSC Replacement subsides prohibited.

148.  Item (e) defines as an export subsidy:
The full or partial exemption remission, or deferral specifically related to exports, of
direct taxes or social welfare charges paid or payable by industrial or commercial

enterprises (footnotes omitted)

149.  This provision is specifically designed to deal with export subsidies granted through the tax
system.

150.  The Panel considered Item (e) in its report in the original proceeding™ and considered it to be
applicable to the FSC scheme — in particular that the provision applied to exemptions from
corporation taxes and that the beneficiary taxpayers were “industrial or commercial enterprises”.
151.  Although the FSC Replacement scheme differs slightly from the FSC scheme in that part of
the income is expressed as being “excluded” from tax rather than expressed as an “exemption,” it has
been demonstrated in Section 3.2 above that it is in substance an exemption. The term “exports” has
already been discussed in detail above. It remains to examine the meaning of “specifically related to”
exports.
152.  The dictionary definition of “specifically” is:

@ in respect of specific or distinctive qualities;

(b) peculiarly;

(c) in a clearly defined manner, definitely, precisely®®

and the dictionary definition of “related” is:

*% panel Report, para. 7.110.
% New Shorter Oxford English Dictionary CD-ROM version (1997).
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Having relation; having mutual relation; connected®

153.  Accordingly, “specifically related to exports” means “having a special, precise or clearly
defined relationship or connection to exports”.

3.4.2. The FSC Replacement subsidies are caught by item (e)

154.  The EC has shown above that the FSC Replacement subsidies are contingent upon export
performance because they are dependent upon exportation.

155.  The “exports” referred to in item (e) must be understood in the same as “export” in
Avrticle 3.1(a), that is as referring to exports from the country granting the subsidy.

156.  Contingency is a particular form of special relationship. Therefore any subsidy that is
contingent upon export performance must, necessarily, also be “specifically related to exports” within
the meaning of item (e)

157.  However, the term “specific relation” is broader than the term “contingency.” The former
term covers any specific link and thus would include a simple incentive. Thus, since the Illustrative
List illustrates the meaning of Article 3.1(a), the prohibition on export subsidies must, at least, as it
applies to subsidies granted through the tax measures described in item (e), also cover measures that
specifically encourage exports.

158.  Accordingly item (e) supports and confirms the conclusion that the FSC Replacement
subsidies are prohibited under Article 3.1(a) SCM Agreement.

3.5. The FSC Replacement scheme provides subsidies which are contingent upon the use of
domestic over imported goods contrary to Article 3.1(b) of the SCM Agreement

3.5.1. Introduction —the US rules

159.  In the same way as the FSC scheme, the FSC Replacement scheme continues to require, as a
condition for enjoying the tax benefit it provides, that the qualifying transactions concern goods
produced with a foreign content not exceeding 50 per cent (which now includes direct labour costs).
The EC submits that this requirement makes the FSC Replacement scheme contingent in law “upon
the use of domestic over imported goods” within the meaning of Article 3.1(b) of the SCM
Agreement. The EC submits, in the alternative, that even if the Panel considered that this requirement
does not amount to contingency in law, it would still need to conclude that, for certain sectors, it de
facto makes resort to US inputs necessary and the subsidy is therefore de facto contingent upon the
use of domestic over imported goods.

160.  The virtual identity of this requirement which with the one applicable to FSCs is immediately
apparent:

% New Shorter Oxford English Dictionary CD-ROM version (1997).
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IRC RULES APPLICABLE TO FSC
SCHEME

Sec. 927. OTHER DEFINITIONS AND
SPECIAL RULES

FSC REPLACEMENT ACT SCHEME - NEW
IRC RULES

Sec. 943. OTHER DEFINITIONS AND SPECIAL
RULES

(a) EXPORT PROPERTY
- For purposes of this subpart —
(1) IN GENERAL. -

@ QUALIFYING FOREIGN TRADE
PROPERTY
- For purposes of this subpart —

(1) IN GENERAL. —

The term "export property" means property -

The term *qualifying foreign trade property’ means
property —

(A) manufactured, produced, grown, or
extracted in the United States by a person
other than a FSC,

(B) held primarily for sale, lease, or rental, in
the ordinary course of trade or business, by,
or to, a FSC, for direct use, consumption, or
disposition outside the United States, and

(C) not more than 50 per cent of the fair
market value of which is attributable to
articles imported into the United States.

(A) manufactured, produced, grown or extracted
within or outside the United States,

(B) held primarily for sale, lease or rental, in the
ordinary course of trade or business for direct
use, consumption, or disposition outside the
Unites States, and

(C) no more than 50 per cent of the fair market
value of which is attributable to—

(i) articles manufactured, produced, grown, or
extracted outside the United States, and

(ii) direct costs for labour (determined under the
principles of Section 263A) performed outside the
United States.(emphasis added)

For purposes of subparagraph (C), the fair
market value of any article imported into the
United States shall be its appraised value, as
determined by the Secretary under section 402
of the Tariff Act of 1930 (19 U.S.C. 1401a) in
connection with its importation.

For purposes of subparagraph (C), the fair market
value of any article imported into the United States
shall be its appraised value, as determined by the
Secretary under section 402 of the Tariff Act of
1930 (19 U.S.C. 1401a) in connection with its
importation, and the direct costs for labour under
clause (ii) do not include costs that would be
treated under the principles of section 263A as
direct labour costs attributable to articles described
in clause (i).

161. In addition, the rules relating to “excluded property” and other limitations to “export
property” are carried over in the FSC Replacement scheme in relation to “qualifying foreign trade

property”.

162.  Thus, apart from some adjustments to take account of the fact that a separate legal entity in
the form of a FSC is no longer required, the only innovation appears to be the addition of foreign
direct labour costs to the foreign content to which the 50 per cent limitation applies.®* The EC will
explain below that this difference does not appreciably change the situation which already gave rise to
its claim under Article 3.1(b) of the SCM Agreement in respect of the FSC regime, and that its
arguments developed in the original Panel and Appellate Body proceedings apply mutatis mutandis.

3.5.2.  Article 3.1(b) of the SCM Agreement
163.  The EC submits that, by providing for the requirement just described, the FSC Replacement

scheme makes the granting of a subsidy contingent upon the use of US goods thereby violating
Avrticle 3.1(b) of the SCM Agreement.

® The EC of course assumes that identical words used in different parts of the IRC will have the same
meaning unless otherwise specified.
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164.  Article 3.1(b) prohibits:

subsidies contingent, whether solely or as one of several other conditions, upon the
use of domestic over imported goods

165.  The only appropriate meaning for the word *“over” in this context given by the New Shorter
Oxford English Dictionary is “in preference t0”.° Accordingly, the words “use of domestic over
imported” mean “use of domestic in preference to imported” and render this provision very broad, so
that it may include any form of “preference” or “incentive” or “boost” to domestic production by the
Member conferring a subsidy at the expense of imported goods.

166. The Appellate Body has had one recent occasion to interpret this provision. In doing so, it
has notably:

e extended its interpretation of “contingent” developed with respect to Article 3.1(a) to
Article 3.1(b);%

* extended its interpretation of de iure contingency developed under Article 3.1(a) of the SCM
Agreement to Article 3.1(b);*

» clarified that Article 3.1(b) covers subsidy schemes which are de iure contingent upon use of
domestic over imported goods, but also de facto ones;®

»  clarified that the wording “use of domestic over imported goods” also covers value added
requirements.®

3.5.3. The basic FSC Replacement subsidy is contingent upon use of domestic over imported goods

167. The FSC Replacement scheme does not impose explicitly an obligation to “use domestic over
imported goods”, but rather an obligation not to exceed a certain proportion of foreign articles or
labour. Nevertheless, the cost of articles and labour are amongst production costs - indeed still the
main ones in the production of many goods — that are reflected in the “fair market value” of the
finished product.

168. Just as in the case of the FSC scheme, the foreign content limitation under the FSC
Replacement scheme must in principle be satisfied for each transaction for which the benefit is
sought. The difference with the FSC scheme lies in the fact that the foreign content limitation is also
imposed on companies producing goods outside the US that make an election to be treated as a
domestic US corporation pursuant to Section 943(e) of the IRC. In this respect, the FSC Replacement
Act makes clear that the foreign content limitation applies not only to foreign articles but also to direct
costs for labour performed outside the US. The inclusion of foreign direct costs for labour in the
foreign content limitation appears to be of no practical significance to goods produced in the US since
these will, by definition, not contain any “foreign direct costs for labour performed outside the US.”
In any event, if foreign direct labour costs were ever relevant in assessing the foreign content of US
produced goods, this would further reduce the scope for using foreign articles and thus make it more

82 New Shorter Oxford English Dictionary CD-ROM version (1997).
8 Canada - Aircraft, Appellate Body Report, para. 166; Canada - Automobiles, Appellate Body
Report, para. 123.
8 Canada — Aircraft, Appellate Body Report, para. 100; Canada - Automobiles, Appellate Body
Report, para. 123.
22 Canada — Automobiles, Appellate Body Report, WT/DS139/AB/R, WT/DS142/AB/R, para. 143.
Id., para. 130.
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difficult to respect the 50 per cent foreign content limitation. The foreign content limitation would
therefore be more restrictive than is the case under the FSC scheme.

169. In Section 3.3.2 above, it was explained how the foreign content limitation applied to foreign
produced goods would often require the use of US “articles” and in other cases would require that US
articles be used in order to ensure that the foreign content limitation was not exceeded. For analogous
reasons, the foreign content limitation applied to US produced goods will also often require the use of
US articles and in other cases would require that US articles be used in order to ensure that the foreign
content limitation was not exceeded.

170.  The use of US articles will be required whenever the cost of inputs other than articles, any
foreign direct labour and profit amount to 50 per cent or less of the selling price (or more exactly the
fair market value) of the finished goods. In such cases the cost as articles will exceed 50 per cent of
the total value of the product and the FSC Replacement subsidy will not be available if the articles are
all foreign.

171.  This condition (and therefore the need for US articles to be used) will not always be met but it
will in many cases. The EC listed in Section 3.2.2 some factors that affected whether this condition
would be met.

172.  Further, the foreign content is expressed as a fraction of the price a company can obtain from
the sale of the finished product. However, the price a company expects from the sale of such good
may not materialise due to a number of unforeseen (or not entirely foreseen) circumstances: for
example price trends may dramatically change downwards so that the fair market value also decreases
(and a company can no longer obtain the prices based on which it had made its production
calculations). In order to minimise such risk of not being able to qualify, companies will be induced
to reduce the cost of foreign articles and labour to a level that will always ensure that they account for
no more than 50 per cent of the price, even in case of price decreases.

173.  For reasons analogous to those set out in Section 3.3.2, the fact that some companies will
have to use US articles is sufficient to establish contingency. The examples in the Annex (cases where
materials exceed 50 per cent of the final value of the product) illustrate on a conservative basis the
fact that such products exist.

174.  Accordingly, the basic FSC Replacement subsidy is “contingent upon the use of domestic
over imported goods” within the meaning of Article 3.1(b) of the SCM Agreement because using
domestic US articles will often be necessary to ensure that the foreign content limitation is not
exceeded, whereas using foreign articles (and foreign direct labour if possible) will often prevent this
limitation from being respected and make the FSC Replacement scheme unavailable. In other cases
the use of foreign articles will impair a company’s chances of respecting this limitation and the
company will still be required to use US articles in order to ensure that the subsidy will be available.

175.  The US has suggested that FSC Replacement scheme is not contingent upon the use of
domestic over imported goods because it does not “affirmatively require” the use of US articles. In
the US view, companies can respect the foreign content limitation (and thus obtain the tax benefit if
the other conditions are met) without using any domestic parts and materials at all.

176.  In order to establish a violation of Article 3.1(b), however, it is not necessary to show that the
subsidy requires the actual use of domestic over imported goods in every case. The mere fact that in
some cases a beneficiary will be required to use domestic goods instead of imported goods in order to
qualify for the subsidy, if it can be demonstrated “on the basis of the words of the relevant legislation,

regulation or other legal instrument”,*’ is sufficient to trigger the application of Article 3.1(b).

%7 1d., para. 123.
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177. At any rate, assuming arguendo that the actual use of domestic goods had to be a necessary
condition for granting the subsidy, as explained above and in Annex to this submission, the foreign
content ceiling requirements have been set at such a level in the FSC Replacement Act that at least in
certain sectors the beneficiaries cannot possibly meet them without using some US articles.

178.  Further, the fact that a US producer may have alternative means of avoiding a breach of the
foreign content limitation (e.g. by using US labour) does not per se rule out a violation of
Article 3.1(b) of the SCM Agreement. Just as Article 3.1(a), and for the same anti-circumvention
concerns, Article 3.1(b) foresees that the “use of domestic over imported goods” may be an alternative
condition and prohibits such use “whether solely or one of several other conditions”.

3.5.4. The extended FSC Replacement subsidy

179.  As explained above in Section 3.3.5 the EC has doubts as to whether the extended scheme
can be used by companies located outside the US. The way in which the foreign content limitation is
formulated in Section 943 of the IRC is one reason for this. As recalled above, that Section imposes
the 50 per cent foreign content limitation, which is described in the following terms:

© no more than 50 per cent of the fair market value of which is attributable to-

Q) articles manufactured, produced, grown, or extracted outside the
United States, and

(i) direct costs for labour (determined under the principles of Section 263A)
performed outside the United States.

180. The EC has also argued above in Section 3.3.3 that, even if the extended FSC Replacement
subsidy will ever be available, it will constitute a prohibited export subsidy within the meaning of
Article 3.1(a) of the SCM Agreement.

181.  Since in its view the foreign content limitation applied to foreign products leads to the
extended subsidy being a prohibited export subsidy, the EC does not consider that it can also be a
local-content contingent subsidy.

182. If, however, the Panel should not agree that the foreign content limitation applied to foreign
producers has this effect, the EC argues in the alternative that Article 3.1(b) should be interpreted as
also prohibiting the imposition of a foreign content limitation on foreign producers.

3.5.5. Conclusion

183.  For the above reasons the EC submits that the foreign content limitation in the FSC
Replacement scheme renders the basic FSC Replacement subsidy de iure or at least de facto
contingent upon the use of US over imported goods contrary to Article 3.1(b) of the SCM Agreement.
184.  The EC asks the Panel to consider the application of the foreign content limitation in the case
of non-US producers only if it is of the view that this limitation does not make the extended FSC
Replacement subsidy contingent upon export performance contrary to Article 3.1(a).

3.6.  The FSC Replacement scheme grants and maintains subsidies contrary to Article 3.2 of
the SCM Agreement

185.  Article 3.2 SCM Agreement confirms that:
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A Member shall neither grant nor maintain subsidies referred to in paragraph 1

186. It has been demonstrated above the FSC Replacement subsidies fall under paragraph 1 of
Article 3. The US is therefore failing to comply with its obligations under Article 3.2 by granting and
maintaining them.

3.7. The FSC Replacement scheme provides treatment less favourable to products imported
into the US that is accorded to like US products, contrary to Article 111:4 of GATT 1994

187.  Article 111:4 of GATT 1994 provides in relevant part that

The products of the territory of any contracting party imported into the territory of
any other contracting party shall be accorded treatment no less favourable than that
accorded to like products of national origin in respect of laws, regulations and
requirements affecting their internal sale, offering for sale, purchase, transportation,
distribution or use [...].

188. The EC considers that the foreign content limitation contained in the FSC Replacement
scheme is inconsistent with Article I11:4 of GATT 1994 in that it provides less favourable treatment to
imported parts and materials than to like domestic goods with respect to their internal use in the
production of goods.

189.  On the other hand, the EC is making no claim about more favourable treatment in respect of
the export from the US of US finished goods than of like foreign goods present on the US market, nor
about more favourable treatment of exported US finished goods than like foreign goods present on the
same foreign market (situations which are not covered by Article 111:4).

190. In view of the terms of Article 111:4, in order to rule on this claim the Panel is required to
address the following issues:

»  first, whether the measures at issue are “laws, regulations or requirements”;
e second, whether domestic products are “like” imported products;
»  third, whether the measures “affect” the “internal use” of the products concerned; and

»  fourth, whether the measures afford “less favourable treatment” to imported products than to
domestic products.

3.7.1. The foreign content limitation is a “requirement”
191. By now it s firmly established that a measure need not be compulsory in order to qualify as a
“requirement” for the purposes of GATT Article IlI:4, and that Article 11I:4 also applies to

“measures” in the form of conditions to obtain an advantage.®®

192. In EEC - Parts and Components the Panel concluded that the conditions accepted by a firm
in order to obtain an “advantage” granted by the EC authorities also constituted “requirements”.®

% For example, in Canada — Administration of the Foreign Investment Review Act, adopted on
7 February 1984, BISD 39S/140 (“Canada — FIRA”), para. 4.5 the Panel held that the legally enforceable
undertakings given by some foreign investors to the Canadian Government constituted “requirements”, even
though the submission of such undertakings was voluntary.

% EEC - Regulation on Imports of Parts and Components, Panel Report, BISD 375/132, adopted on
16 May 1990 (“EEC- Parts and components™), para. 5.21:
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193.  More recently, in Canada — Automobiles the Panel went even further by holding that the
“letters of undertaking” submitted by certain firms at the request of the Canadian Government were
“requirements”, even though they were neither legally enforceable nor a condition to obtain an
advantage.”

194.  As discussed in Section 3.5 above, while the FSC Replacement scheme does not oblige US
producers to use of US inputs, this is in many cases one of the necessary conditions for obtaining an
advantage, the tax benefit, and in many other cases the scheme encourages the use of US goods over
imported goods.

195.  The EC submits that, in light of the precedents cited above, the fact that the limit on those
foreign inputs is one of the conditions to obtain the tax benefit is sufficient to conclude that the
foreign content limitation constitutes a “requirement” within the meaning of Article I11:4 of GATT
1994,

3.7.2. Domestic parts and materials are ““like” the imported goods
196.  The distinction operated by the foreign content limitation relates to the origin of the products:
whereas goods of US origin contribute to satisfy the foreign content limitation, imported goods do

not.

197.  Clearly, however, the mere fact of having US origin is not, as such, apt to confer upon goods
any characteristic, property or quality which makes them, by definition, “unlike” any imported good.™

3.7.3. The foreign content limitation “affects’ the internal *““use” of the products concerned

".... Article 111:4 refers to ‘all laws, regulations or requirements affecting the internal sale,

offering for sale, purchase, transportation, distribution or use'. The Panel considered that the

comprehensive coverage of ‘all laws, regulations or requirements affecting (emphasis added)

the internal sale, etc.” of imported products suggests that not only requirements which an

enterprise is legally bound to carry out, such as those examined by the FIRA Panel (BISD

30S/140, 158), but also those which an enterprise voluntarily accepts in order to obtain an
advantage from the government constitute 'requirements’ within the meaning of that
provision."

The same interpretation underlies the Report on Italian Discrimination against Imported Agricultural
Machinery, adopted on 23 October 1958, BISD 7S/60 (“Italian Agricultural Machinery”), where the Panel
concluded that an Italian law providing special credit terms to farmers for the purchase of agricultural
machinery conditional upon the purchase by the farmers of Italian machinery was contrary to Article 111:4 of
GATT.

® Canada — Automobiles, Panel Report, para. 10.122. The Panel cited the following circumstances in
order to conclude that the “letters of undertaking” were “requirements”:

“(i) in making the undertakings contained in the Letters, the companies acted at the request of the
Government of Canada; (ii) the anticipated conclusion of the Auto Pact was a key factor in the decision of the
companies to submit these undertakings; (iii) the companies accepted responsibility vis-a-vis the Government of
Canada with respect to the implementation of the undertakings contained in the Letters, which they described as
‘obligations’ and in respect of which they undertook to provide information to the Government of Canada and
indicated their understanding that the Government of Canada would conduct yearly audits; and (iv) at least until
model year 1996, the Government of Canada gathered information on an annual basis concerning the
implementation of the conditions provided for in the Letters.”

™ In Indonesia — Measures affecting the Automotive Industry, WT/DS54/R, WT/DS55/R, WT/DS59/R,
WT/DS64/R, adopted 23 July 1998 (Indonesia — Autos), the Panel noted, at para 14.113, that an

“... origin-based distinction in respect of internal taxes suffices in itself to violate Article 111:2, without

the need to demonstrate the existence of actually traded like products”.

See also the Panel Report on Canada — Automobiles, para. 10.174.
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198.  The term “affect” has been interpreted broadly since the early days of the GATT. According
to the Panel Report in Italian Agricultural Machinery,

The selection of the word *‘affecting” would imply [...] that the drafters of the Article
intended to cover in [Article 111:4] not only the laws and regulations which directly
governed the conditions of sale and purchase but also any laws or regulations which
might adversely modify the conditions of competition between the domestic and
imported products on the internal market "

199. In the present case, the foreign content limitation “affects” directly the “internal use” of goods
because it will in many cases determine which goods a producer will use. In order not to exceed it,
US producers must, in many cases, incorporate into their products a certain amount of domestic
goods.

200. In addition, as recalled above in Section [ ] there will e.g. be cases in which a firm will be
induced to increase the value of US goods it uses to anticipate price decreases (and therefore the
increase of foreign inputs value relative to price of the finished good). In other words, the content
limitation will play a role on the sourcing decisions in those cases