GENERAL AGREEMENT ON e e
TARIFFS AND TRADE Limited Distribution

UNITED STATES T4 LEGTSLATION (DISC)

Revort of the Panel

1. The Panel's terms of reference werc cstablished by the Council on 30 July 1973
(C/M/89, paragraph 6):

"To cxamine the matter referred by the Zurcpean Sommmnities to the
CONTRACTING PARTIES pursuant to paragrapn 2 of article XXIII, relating tc
United States tax legislation on Domestic Intcrmational Sales Corporations, and
to make such findings as will assist the CONTRACTING PARTIES in making the
recommendations or rulings provided for in paragraph 2 of Article XXIII.®

2. The Chairman of the Council informed the Council of the agreed composition of
the Panel on 17 February 1976 (C/M/112, paragraph 17): P

Chairman: Mr. L.J. Mariadason (Counsellor, Permanent Mission of Sri Lanka,
Geneva)

Members: Mr. W. Falconer (Director of Trade Policy, Department of Trade and
' Industry, Wellington)

Mr. F. Forte (Professor of FPublic Finance, University of Turin)

Mr. T. Gabrielsson (Counsellor of Embassy, Permanent Delegation of
Sweden to the Buropean Communities, Brussels)

" Mr. A.R. Prest (Profcssor of Econcmics of the Public Sector, London
School of Eccnomics)

3. In the course.of its work the Panel hcld consultations with the European
Communities and the United States. Background argumcnts and relevant information
submitted by voth parties, their replics to gquestions put by the Panel as well as all
relevant GATT documentation scrved as o basis for the cxamination of the matter. In
addition, Canada gave a presentation of its support for the European Communities!
complaint, in accordance with its request to the Council (C/M/89, paragraph 6).
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4. The Pancl met on 16-18 March, 28 Junc-l July and 26-30 July 1976 and
concluded its rcport through a postal procedure.

5. The European Communities requested the Panel to find that the DISC ‘system
was incompatitle with the relevant clauses of the General Agreement regarding
export subsidies. Canada submitted in addition that the Panel should recomnmend
o the United States that it should terminate the subsidization promptly.

Factual aspects of the DISC legislation

6. The following is a brief description of factual aspects of the DISC legis-
lation as the Panel understood them.

7. The United States tzx system finds its origin in the first income tax act,
the Revenue Act of 1913. Under this system corporaticns and their shareholders
are separately taxed. The United States taxes the entire world-wide income of
its domestic corporations, allowing a foreign tax credit against United States
tax for income taxes paid abroad.

8. Prior to 1962 the United States did not tax the foreign source income of a
foreign corporation organizzd outside the United 3tztes. Taxes on that inccme
were deferred until the income was repatriated. ihen "sub-part ¥ was enacted
- in the Revenue &icti of 1962, the United States began taxing currently to the
United States sharcholders of controlled foreign corporations the income from
certain sales and services of these forsign subsidiaries.

9. Intercompany pricing rules, adopted first in 1924, follow the arm's length
principle.

10. The next major change was the introduction of *“he¢ DISC system. The Domestic
International Szles Corporation statute came into force on 1 January 1972 and was
incorporated in the United States Internzl Revenue Ccde as Sections 991 to 997.

11. To qualify as a2 DISC, a2 United 3tates corporation must meet specific
requirements, including requirements ‘that it be 2 domestic corperation, that

95 per cent of the corporation'’s gross receipt for each taxable year consists of
"qualified expor®t receipts’ and that 95 per cent of the corporation's assets at
the close of the taxable vear be ¥qualified export assets'.

12. 4 United States corporztion that qualifies as a DISC is not subject to
United States federal income tax on its current or retained export earnings.
However, one half of a DISC's earnings is deemed distributed to the sharcholders
of the DISC and is taxable to those shareholders as a dividend. A liability of
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shareholders to taxation on the retained earnings arises when one of the following
‘events occur: {a) there is an actusl distribution of untaxed DISC earnings,

(b) the DISC is liquidated, (¢) a sharcholder disposes of the DISC stocks, or

(d) the corporation fails to qualify as a DISC for the taxable year.

13. Special intercompany pricing rules permit a rule of thumb allocation of
export sales income between the parent company and the DISC. These rules provide
that a DISC's profits arc taken to be an amount which does nct exceed the greater
of: (a) 4 per cent of its export sales receipts, or (b) 50 per cent of the
combined taxable income of the DISC and its related supplier, or (c) texable
income based upon the price actually charged to the DISC by its related supplier
if that price is justifiable on an arm's length basis. In the case of either

(a) or (b) the DISC can earn an additional profit equal to 10 per cent of related
export promotion expenses. The rules cannot be applied so &s to create in the
parent a loss on a sale. '

14. In most cases total profits of a manufacturing company and its DISC combined
exceed 8 per cent and the 50-50 split of profits between the parent and the DISC
is chosen. Since one half of the DISC's profits are deened distributed to its -
parent, the net effect is as if 75 per cent of the export profits were allocated
to the parent manufacturer and taxed currently. Twenty-five per cent is allbecated
to the DISC and tax on this is deferred, without attracting interest for the
period involved, in contrast to the general practice in the case of late payment
of corporation income tax.

15. The definition of "export promotion expenses says inter alia that "such
expenses shall also include freight expenses to the extent of 50 per ceut of the
cost of shipping export preperty aboard airplanes owned and cperaeted by United
States persons or ships document=d under the laws of the United States in these
cases wherc law or regwlations does not require that such preperty be shipped
aboard such airplaines or ships™.

16. The number of companies electing for DISC treatment has developed as follows.l
By the end of iarch 1972, three months after the legislation came into effect,
1,136 DI3C's had been created. By the end of 1972 the figure was 3,439; by the

11974 tnnual Report on the Operation and Effcct of the DISC legislation,
april 1976.
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end of 1973 it was 4,825; by the end of 1974 it was 6,738 and by the end of 1975
it was 8,258. By the end of February 1976 the number of DISCs had reached 8,382.
However, some DISCs are inactive, many companies have more than one DISC, and
the data are not adjusted for DISCs that have been liquidated or withdrawn

their elections.

17. DISC exports accounted in DISC year 1974 for about $43.5 billion, or

61 per cent of total United States exports in calendar year 1973.1 According to
the "International Economic Report of the President” 70 per cent of United States
exports went through DISCs in 1975 and it is estimated that DISC exports will
account for approximately three quarters of total United States exports in 1976.

18. The revenue cost of DISC in the form of foregone tax collections was
estimated at $105 million in the fiscal year 1972 and $460 million in 1973. The
tax deferred on the $3.1 billicn of inccome earned by DISCs in DISC year 1974
amounted to $756 million.l It is projected to reach $1,587 million in the fiscal
year 1977.

19. During the first two and a half years of DISC operation (January 1972-

July 1974) United States exports were stimulated by fluctuations in exchange
rates, a sharp economic expansicn abroad and widespread shortages of agricultural
products. It is therefore especially difficult to evaluate both the influence

of DISC on United States exports as well as any offsetting increase in United
States imports. There is also a time lag between the creation of a DISC and its
full impact.

20. It is estimated that United States exports in DISC year 1974 were about
$4.6 billion higher than they would nave been without the DISC legislation.

These additional exports may have provided about 230,000 jobs in the export

sector in the DISC year 1974.

21. According to a statement of the Secretary of the United States Treasury
orn 13 april 1976, projecticns indicate that the effect of the DISC legislation
on exports in 1976 could be as large as %9 billion.

22. The lar_est categcries of DISG exports have been agricultural products,
chemicals, machinery, and transportaticn equipment. The geographical distribution
of DISC exports closely correspends to that of total United States exports except
that DISC exports shipped to Canada are disproportionately low.

119’74 innual Report on the Operation and Effect of the DISC legislation,
april 1976. The DISC year differs from calendar years because the DISC returns
have a variety of accounting periods. DISC year 1974 refers to azccounting
periods ending between 1 July 1973 and 30 June 1974. Approximately 82 per cent
of the export sales reported on the tux returns covered by the 1974 Report were
shipped during calendar year 1973.
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Main a:guments

23. Many of the arguments made by the European Communities were also advanced
by Canada. '

A. Article XVI:1

2/. The representative of the European Communities argued that the avowed object
of the DISC legislation and the rascognized effect of its application was to
operate "directly or indirectly to increase exports®, thereby constituting a
subsidy which should have been notified under Article XVI:1 under the periodic
communications provided for. In particuler, the party concerned was required to
provide inter alia information on theée "estimzted quantitative trade effects ...
and the reason why it is considered that the subsidy will have these effects'.

In this respect the Europzan Cormunities considered it reasoneble tc expect that
in the context of such information the party would likewise provide precise
particulars concerning the effects of the subsidy on prices.

25. The representative of Canada argued that the obligation in irticle XVI:4 to
ensure that any subsidy did not result #"in the sale of such precduct -for export

at a price lower than the comparable price charged for the like product to buyers
~ in the domestic market® was an obligation assumed by the contracting perty paying
the subsidy, and it would be reasonable to assume that when nctifying under
Article XVI:1 contracting parties should show that the subsidy did not result

in bi-level pricing in the above-meniioned sense. This was because authorities
in countries adversely affected by subsidies did not have access to detailed
information about the pricing practices of expcrters within the jurisdiction of
another contracting party. To assume that the onus fcll on the complainant made
paragraph XVI:4 virtually inoperative, a result that could not have been intsnded
by the CONTRACTING PARTIES.

26. The representative of the United States meintained that an obligation

to notify presupposed that a party meintained an export subsidy. Since the
United States had no reason to regard the DISC legiclation as a subsidy in vieu
of past GATT documentation regarding the definition of subsidies, it had no
obligation to netify it under Article XVI:1. The issue of notification had
been raised by the European Communities and Canada only in an attempt to escape
the burden of demonstrating bi-level pricing, which had to be shown even if the
DISC system were to be determined an export subsidy.
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B. Article XVI:d

27. The represcntative of the Turcocan Communities argued that the declared objec-
tive of the DISC was tu provide = substantial stimulus to United States producers 5o
increase thelr export sales, and that the DISC system constituted an export suksic::
which was incompatible with United States obligations under Article XVI:4 ernd the
Declaraticn of 19 November 1660 giving efrlect to the provisicns ~f that paragraph.

Items (c) and (d) of the 1960 list

28. The representative of the European Communities referred to the illustrative
list of measures which governments prepared to accept the Declaration giving effeci
to Article XVI:4 - including the United States Government - considered in neral
to be subsidies within the meaning of Article XVI:4 (BiSD, 9 Suppl., p. 186) and in
particular to items (c) and (d) of that list, which referred respectively tc "the
remission, calculated in relation to exports; of direct taxes... on industrial or
commercial eaterprises", and "the exemption., in respect of exported goods, of
charges or taxes. other than charges in connexion with importation or indirect taxes
levied at one or several stages on the same goods if sold for internal consumption”.
An unlimited deferral of taxes was, according to the European Communities, the
equivalent in economic terms to an exemption since the deferral granted by the DISC
legislation was unlimited because there was no rule in the legislation which in
practice prevented the deferral from being meintained indefinitely. There was,
similarly, no rule that the profits of a DISC must be distributed within a certain
period of time and the DISC system provided many ways in which the profits could Gtz
used without being distributed and thereby attracting tax, e.g. assets of a DISC
could includs producer's loans and stocks or securities of s related forsigr expor:
corporation. The system, therefore, Jid not afford a 17 nited advantage bub total
exemption from direct Tederal corvoratinr taves for one helf of the profite cf 2
DISC accruing froa exports. ‘

29. The representative of the Zurspeza Coimunities ohserved that DISC corporation
were in general fictitious subsidiaries, i.e. subsidiaries with no personnel; no
inventories and no opereving costs of their own. The DISC corporations usually
operated as mere export commercial agents of the producing parent. The last annuul
report by the United 3tates Treasury on the operation of the DISC system showed tn::
only a very small number of corporaticns (six out of about 8,000 corporations
involved) had tc give up the henefits inherent in DISC legislation. In any case,
even assuming that a corporation were not to meet the 95 per cent criterim, official
publications provided that subject to certain conditions, a corporatior might mair-
tain its qualification as a DISC and continue deferral on its quallfled income by
distiibating the non-quszlified income or asszets as a taxable dividend to its sharc-
holders. If distributions were not made or the DISC wished to terminate its slatus,
the accumulated inccme of the DISC was taxable to the DISC's shareholders over s
ter. year period, or such shorier time as the DISC had teen in existence.l

~"DISC - i Handbook for Exporters", United States Departmeni of the Treasury.
27 Janusry 197z, p-8.
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30. Lastly, the representative of the European Communities claimed that even if
tax deferral were to end sometime, either in exceptional circumstances or through
the elimination of the DISC system, there would still be the exemptlon of the com~
pound interest on the deferred tax.

31. The representatlve of the United States argued that the DISC legislation was
not a subsidy on exports within the meaning of Article XVI:i4. He said that the
only official action taken by the CONTRACTING PARTIES to define subsidies was the
adoption on 19 November 1960 of the Working Party's reportl containing an illus-
. trative list of practices which are considered by governments achering to the
Declaration of 19 November 1960 Giving Effect to the Provisions of Article XVI:4
generally to be subsidies for the purposes of Article XVI:. Items (c) and (d)
were included in the list, whereas neither tax deferral, tax exemption for foreign
source income nor other more complex specific direct tax practices were referred to
in the Working Party Report. The illustrative list did not cover the DISC legis-
lation because it was only a deferral and not a remission or .exemption, cancella-
tion, release or forgiveness of direct taxes cslculated in respect of exports. A
number of arguments dealt with under the section "Relation to practices of other
countries" below were also relevant.

2

32. The representatlve of the United States also cited secretariat document
COM.IND/W/73 in support of his conclusion that up to now there had been no agreed
interpretation of the GATT rules with respect to the deferral of direct taxes.

33. He agreed that a deferral could have the same econcmic effect as an exemption
if the deferral extended for a sufficiently long period of time but maintained that
the benefits of the DISC leglslatnon were sufficiently uncertain as to duration and
amount to negate any analogy to remission or exemption of taxes. One reason for
this was that continued deferral depended on the ability to qualify as e DISC for
each taxable year. He alsc stated. that it was often difficult to meet the

95 per cent "qualified export assets" test, that the most useful assets in this
regard were the trade receivables generated on export saeles of the parent of the
DISC but that the ability to use these depended upon exports growing at an
increasingly rapid rate. Uncertainties had led many major accountiag firms to
require their clients to provide currently for the full amount of deferred tax,
supporting the view that the DISC legislation provided only for a deferrsl.

'B1sD, 9 Suppl., p. 185-188
2BISD, 9 Suppl., p. 32-33
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34. The representative of the United States also said that the DISC legislation

had been controversial domesticzlly since its introduction and that the threat of
its repeal was constantly present. This made it unlikely that businessmen could

treat the deferral as an exemption and use the deferred earnings accordingly.

35. The representztive of the United States argued that tax deferrzl was an
aspect of any tax system inscfar as no system ensured collection of taxes as
income accrued. He sitated that there were a number of other cases in which taxes
on a transaction did not become due until some period of time after the occurrence
of the event that gave rise to the tax. In reply to a question he stated that in
his country failure to pay taxes when due would in general carry a penalty tax
which "does bear a conceptual relationship to an interest rate because it is
measured on the time of the delay".

Item (h) of the 1960 list

36. .The representative of Canada stated that, even if a DISC should be required
to pay its income tax at some vnoint, the system would constitute an export  subsidy
in terms of item (h) of the 1960 list: "Tke govsrnment bearing =1l or part of the
costs incurred by exporters in obtaining credit".

Inter-company pricing rules

37. The representative of the European Communities noted that the scale of the
advantage afforded by the DISC system depended on the pronortion of profits
accruing from export transactions which could be attributed to the DISC. He
argued that the 4 per cent and 50 per cent rules of thumb were inconsistent with
the arm's length principle under whic™: profits were all-.cated to different, even
if closely reiated, entities by reference to conditionsz of fully effective
competition.

38. The representative of tne United States neld that the DISC legislation had
brought its inter-company pricing rules more closely into line with those of other
countries with respect to exporis and added that the treatment of export sales
income allowed under tax practices in many Furopean countries wes substantially
equivalent to, and in many cases more favourable than, that provided by the DISC
provisions. For instance, the DISC legislation in most cases established a

75-25 allocation of profits bpetween those currently taxable and those subject to
tax deferral wkilc some GATT member countries provided for a 50-50 allocation of
profits between those taxable and those subject to complete exemptiocn.
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Relation to practices of other countries

39. The representative of the United States argued that the DISC legislation
removed ‘an existing dlstortlon rather than creatlng a new distortion in 1nter-
natlonal trade,

40. He recalled that a number of countries including several countries.belcnging
to the European Communities including France, Belgium and the Netherlands did not
tax currently the export ssles income of foreign branches or foreign sales sub-
sidiaries. In addition, many countries also wholly or partially exempted from
taxation export earnings repatriated by a foreign sales subsidiary to its parent
while the United States taxed that incorme. By organizing a foreign branch or
subsidiary in a low-tax country, the domestic manufacturing firm could enjoy the
low-tax rate on that portion of the total income which was allocated to the
foreign branch or subsidiary as export sales income, and, since inter-company
pricing rules were leniently applied in many countries, a substantial portion of
the combined income could be shifted to the sales subsidiary in the low-tax
jurisdiction. He argued that before the introduction of the DISC legislationm,
United States exporters had been at a disadvantage compared with exporters in
those countries as a result, inter alia, of sub-part F of the Internal Revenue
Code, which had the effect of taxing currently to the United States shareholders
sales income of foreign base companies when the goods were produced in the United
States and sold for use outside the country of incorporation. On the other hand,
the tax law provided for deferred tax on income from direct United States invest-
ment. in manufacturing facilities abroad.

4l. He added that, instead of correcting this imbslance in a way which .would
have increased .the altractiveness of foreign tax havens, the United States had
preferred to adopt the DISC legislation to offset for United States corporations
the competitive advantage previously enjoyed by exporters in other countries and
to neutralize taxation as a consideration for United Stetes firms in deciding
whether to locate manufacturing facilities in the United States or abroad.

42. The representative of the United States went cn to argue that, while the
other countries measures to which he had referred created a distortion, they had
never been regarded as subsidies for the purposes of the GATT and that when they
accepted the illustrative list, the member States of the European Communities
could therefore not have had a reasonable expectation that a system such as that
introduced by the DISC legislation wes contrary to Article XVI:4. He also argued
that, since the subsequent practices of the parties to a Treaty represented a
proper criterion for its interpretation according to the Vienna Conveation on the
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Law of Treaties, the question arose as to whether the continued existence of the
tax practices of member States of the European Communities and other countries
indicated the existence of a consensus that such practices, including the DISC
legislation, did not constitute subsidies nullifying or impairing Article XVI
otligations.

43. The representative of the European Communities replied that the tax practices
of Buropean countries referred to by ths United States did not create distortions
but were simply methods of aveoiding international double taxation in cases where
sales were made, for economic reasons, from abroad. On the other hand, .the DISC
system was designed to cover cases where a fixed establishment or. a sub31dlary was
not considered necessary from the economic aspect by the American company which
engaged in direct sales from United States territory. He said that certain
countries avoided double taxation by means of the exemption method while others,
such as the United States, used the credit method. The representative of the
European Communities argued that these two methods were considered to be equivalent
by the COECD which had left each member State free to make its own choice between
them, and the United States had itself recognlzed that the two methods were
equally acceptable.

44. The representative of the European Communities argued that even without the
introduction of the DISC legislation there was, if anything, a distortion which
favoured United States corporations. The United States, for instance, considered
a corporation as a foreign corporation if it had been incorporated under foreign
legislation, regardless of the location of its actual management headquarters.
This permitted the creation cf base corporations in tax haven countries with
actual management headquarters in the United States but whose profits were deemed
to originate abroad. The introducticn of sub-part F therefore only reduced the
disadvantage of European firms, being taxed the moment their actual management
headquarters were located at home. Moreover, the disadvantage was only slightly
reduced beczuse sub-part F was itself of limited effectiveness, both because of
the rules of ordinary law concerning foreign tax credit and because of the
difficulties encountered in implementing legislation which implied knowledge of
data concerning foreign corporations. He also recalled the fact that certain
exceptions were made to sub-part F in sub-part G of the same legislation, and was
still applicable to base corporations set up prior to October 1971. In fact, he
said, it was clearly shown that DISC corporations had simply been replaced by the
former base corporations in the functioning of export advantage.

45. The representative of the European Communities stated that the determination

of transfer prices had not been applied less strictly in European countries than
in the United States.
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46. The representative of the Furopean Communities maintained therefore thet no
distortion in favour of Buropean corporations existed before the introduction of
the DISC system. He added that, even if such a distortion had existed, the DISC
system would have beecn quite unsuited to correct it, regardless of whether or not
it was consistent with the GuIT, bescause even if it might have been justified
vis-8-vis the countries in question, it would have been totally unjustified
vis-a~-vis other contracting parties whose tax systems operated under the world-
wide principle and did not give rise to any problems. He argued also. that in no
case did corporations in the European states mentioned enjoy equivalent advantages
with respect to their direct sales from these states, that the DISC legislation
created a new tox haven in the United States itself and that it therefore created
a new distortion in trade relations.

47. Turping to the legal arguments advanced by the United States, the representa-
tive of the Buropecn Communities said that the fact that Furopean countries!
practices had never been regarded as subsidies could not be a justification for
the DISC legislation, since it was different in nature from these practices and
that the reference by the United States to a limited number of cases was
insufficient evidence of the existence of & consensus. He also pointed out that
the United States was claiming, on the one hand, that there was a tacit agreement
between the partics that the practices of Buropean countries were in conformity
with the General .grecement and, on the other hand, that those practices were
contrary to the igreement.

48. In reply the representative of the United States explained that the exceptions
in sub-part G, to which reference had been made, were never widely used and were
not available to new export trade corporations after the tsxable ysar beginning
31 Getober 1¢71i. Few, if any, of thc¢ older corporationz were active today. He
also argued that DISC subsidiaries were casier for the administration to survey
than foreign seles corporations. He further said that he did not question the
territorial system insofar as it represented o recsonable approach to the
avoidance of double taxation. However, it eliminated double texstion by cxempting
foreign income from tex and thus could result in the remission of direct taxes

on exports or in the exemption of taxes on exported goods. He also stzted that
he did not argue two inconsistent propositions, but if the DISC legislation were
to be regarded as a subsidy the other systems must also be regarded as subsidies.

fxport promotion expenses.

49. The representotive of the Buropean Corrmnities stoted that the provision
allowing 10 per cent of export promotion expenses to be assigned to the DISC
constituted 2 direct subsidy of these expenses.
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5C. . The representative of the United States refsrred to @r GuIT secretariat.
document COM.IND/W/73 snd szid thoet "deduction of expert promotion or market
developmént expenccs” wers included in the "grey orex® where there was no agreed

1nterp“etatlon of GiIT rules.

Bi—level Eriqigg
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52. In any svent, the rspresentative of the Zuropean Communities argued that the
United States was in the test position te provide the information from which the
incidence of bi-lsvel pricing might te determined. A4lthcugh the United States

was, in the view of the Communities, otliged to provide this in accordance with

its obligations under -rticle XVI:1, it hed not done so, and thig had made it
difficult to previde an znelysis showing the precise practical bi-level pricing
effect of the DISC legislation. Furthermore zs had besn stressed bty the representa-
tive of Canada zttempis to investigzte bi-lsvel pricing practices hed been obstructed
by United Stetes suthorities.

53. Moreover, the rspre
of double pricing might g
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54. The repreuent:tive of the Zuropezr Comuunities went on to argue that the

DISC syster: permitted a lowsring of sxport prices, that the intended aim of this
legislation was to increasc sxports, snd thet the United States Treasury and
Conmerce Depurtnsnus and Congress had confirmed in their analyses that United
States exports had increassd 25 o result of thes operction of the DISC system. He
quest;onéd how such exports could hove increass d ir the system had had no effect on
export prices.

55. HNevertheless ths uuromwn »omruritiﬁs sutrnitted to the Panel calculations °f

how the DISC gyster. would : rters to lower their prices without lowering
their profitability ard ci d statamants from United States legislative and

business sources to the affsct that the DISC provisions had enaobled actual reductions
in prices.
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56. The representative of the United States accepted thet those tax practices
which clearly fell within the 1960 illustrative list did carry the presumption of
bi-level pricing but that practices not in the list, including tex deferral, did
not carry that presumption. He said therefore that, even if the DISC legislation
were to be determined to constitute a subsidy within the meaning of irticle XVI:4,
the Buropean Cormunities had also to give a convincing factuzl demonstration that
(a) goods were sold for export st prices below those at which they were sold
domestically and (b) that these lower prices were caused by DISC. The sales should
be statistically significent in terms of number of treansactions, dollar volume of
sales and number of companies and products involved. The European Communities
had failed to sustain its burden of establishing such proof.

57. The representative of the United States steted that the data that the

Eurcpean Communities argued that the United States was in the best position to
provide did not presently exist. He pointed out that the last Treasury Department
report on the operation and effect of the DISC legislation showed that the combined
profit of DISCs and related suppliers from producing and exporting products was
higher than the rate of return in the domestic economy. The only availeable
evidence therefore indicated that companies had maximized profits by meinteining
prices or increasing exports rather than reducing export prices., Market considera-
tions were the principal factor in establishing export prices, not tax considera-
tions, and exports had increcased because the expected profitability of export szles
had induced leading firms to seek out new foreign markeis, to give priority to
export szles, etc. Finally, exchange rate fluctuatlons and the genersl expansion
in economic activity and world trade, undoubtedly zccounted for the bulk of the
expansion of the United Stetes exports since 1972. Quotations from United Stztes
business and legislative sources on price reductions should be disregarded because
these did not state that the products in gquestion were sold at a price lcwer than
the comparcble price charged for the like product to domestic buyers. The term
subsidy as used in a pclitical debate had little relevance for the mesning of a
subsidy under srticle XVI:4. Neither was a Hon-Toriff Besrrier notification
equivalent to recognition of a subsidy under irticle XVI:4.

58. The representotive of the United States made the additional peint thet under
the theory used to justify the GAIT border tox adjustment rules, direct taxes |
were not considercd to bec borne by goods and werc held to have no price effect.
It would scem logiccl that relief from direcct toaxes would therefore also have no
price effect and could not rassult in bi-level pricing.

59. In this connexion, the representative of the Buropesn Communities recalled
that in its conclusions the vorking Party on border tox azdjustments had recognized
thet the extent to which diresct and indirect chorges werc shifted on to prices

was & particularly complex problem on which the vorking rarty had not recched
unanimous vicws,



c. icle XVI:2

60. The represantative of
United 3tates more than on
products sxperis wh

. said that DISC might, over time, give the
Dle share of world exports of those primary
hich continued teo attract DISC benefits.

nited Statss denied the Cancdian assertion and

s ¢ the Pan2l's terms of reference =zs primary

¥ srticls XVI:/, under which the Burcpean Communities!
lotion wa=

6l. The representative of the
added that this gqusstion wec
products were not covered b
complaint on the DISC legis

De Import replacenent

62. The representative of Canada argued that, by improving the competitive
position oT Unitsd States monufactures, the DISC system might over time - through
tenafits reaped from sconorm ~a¢e ~ operate indirectly as a subsidy

[

s of sc
replacing imports into the United States, thus impeiring the value of tariff
concessions under the

E. Flag discrimination

63. The representative of the Zuropean Comrunities claimed that flag discrimine-
tion resulting from 2 clouse in the DI3C legislation ralating te sea und air
trgnaooru seemed incompatible with the spirit of the Generzl ungreement. By

referring to this aspect the Community wishsd to show thzt the DISC system, far
erm neutralizing the fiscal practices of other parties, was in fact meant to
fromote smerican sxports zs well as rslated cctivities. The relevence to the GATT
was clezr from the fnoct thot the opportunitiss of a DISC to deduct 50 per cent of
transport cosisz asz 2n expensa for cxport promotion, con condition that the goods
were carried on United States ships, had direct repercussions on the actual cost
of tronsport as the z2dventags of tax exempiion, according to the Communities!
C*IChlgul ns, night smount to 2.5 or sven 3 per cent of the freight charges and
hence have o direct influsnce on trads.

64.

The repressntative of the European Comrmunitics maintained that th@ DISC
legislation conflicted with the provisions of irticle XVI:4 and that
grlm%_ﬁggig cage of nullification and impoirment thersfore existed. He cited
the Uruguayan coss to support this contention (BISD, 11 Suppl, p. 100). He also
pointed ocut that the Unitad Stotez Treasury annual reports on the effects of the
DISC system, other offiecicl United Stntss sourczs and statements by American
firms showed that the DISC legislction had led to 2n increase in United States
exports. He concluded tnat the interestsz of o number of contracting parties had
been seriously prejudiced.



65. The representative of Canada,. supporting the Europsen Communitiss, s
benefits which Canada reasonably cxpected under the Genersl igreement had been
nullified or impaired.

66. The representative of the United States argued thet z mere technical breach
of the General fgreement would not suffice as grounds for the successful invocciion
of Articlﬁ XXIII and that a snow1n5 of 1rJurJ was a2 prerbquisite to the finding

leglslhtlon was not a v1olutlon of hrtﬂcl~ XVI.Q, the only cose laft Was & non-

violation nullification or impairment which in the opinion of the United Staties
required a showing of injury. He concluded that since i o cvidence of
itie

bi-level pricing there was no svidencc of injury to the furopcan Co
had fziled to demonstrote that the DI

that the Buropean Commaunitics SC legislation
nullified or impaired ony benefit accruing to them under the Generzl agrsenent.
Conclusicns

€7. The Panel storted by examining the effects of the DISC legislation in econcmic
terms. The Panel concluded that it conferred o tax tenefit and that this beneflit
wag essentially reloted to exports. The Panel considered thot if the corperation
income tax was reduced with respcct to export related netivities and was unchanged
with respect to domestic zctivities for the internzl market this would tend To
lead to an expansion of export nctivity. Therefors the DISC would resull in more
resources being attracted to export cetivities than would have cccurred in the

absence of such benafits for exports.

68, The Panel noted thet the United

States Treasury had acknowledged that exporis
had increasel as o vresult of the SISC legislation and *he Pancl considered that
the fact that so many DI5Cs hnd been crested was ovideonce that DISC stotus conferres

a substantial benefit.

69. The Panel noted thot the DISC
increase Unlted Siubbs expor'" end
function of profits from oxports, it

70, The Pancl examined whether o deferral of tax was Mo rarmd
item (c) or "an exemption™ in terms of item (d) of the illust
(BISD, 9 Suppl. p. 186).

71. The FPancl was not convinced that o deforyal, | is given for an
indetermincte period, was cqual to & remission or G cddition it
notced thot the DISC legislation provided for the terminstion of deferral under
specified circumstancaes. The Ponel further noted, hewever, that the defoerrel did
not attract the intercst component of the ‘ux normall; lovied for lote or deferred
payment and +th“IO”C concluded that, to this oxtent, the 2ISC legislation consti-
tuted o partial cxemptlon which wos covered by one or both of paragrophs (¢) w=nd

(d) of the 111Lstr:t1vc list.



72. The Peancl noted thot ths contracting partics that had accepted the 1960
Declaration had cgreoed that the practiices in ths illustrative list were generally
to be considered 2s subsidics in the sense of artisle XVI:4. The Panel further
noted that thess coniracting vertics considsred that, in general, the practices
contained in the illustrative list could bs presuned to result in bi-level prlclng,
and congidered thet this presumpiicrn could therefors be applied to the DISC
legisletion. The Panel concluded, howsvar, from the words "generally to be
considersd’ that thess contracting parties did not consider that the presumption
was absolute.

73. The Panel considersd thai, from ox oconCﬁlﬂ p01nu of view there was 2
presuzpiion that on sxport subsidy would lzad to any or 2 combinzticn of the
following comscquencss in the sxpert sector: (a) lowering of prices, (b) increase
of sales effort and (c) incresse of profits per unit. Beccuse the subsidy was
both significant and broadly bassd it was to be expectsd that =1l of these effects
would cccur and that, if ons cccurred, the other twe would not nscessarily be
excludsd., 4 cocncentration of the subsidy biensfits on prices could lsad to
substantizl reducticns In prices., The Pancl did not accept that a reduction in
prices in export markeis needed cutomaticnlly to Lo accompanied by similar
reductions in domestic markets. Thass conclusions were supporitsd by statements by
imerican parsonnlitics and companies and ths Ponel £21t thoi it should pay sonme
regard to this evidencs.

74. The Penel therefore concludsd that the DISC legislotion in some cases had
Pfocts which wers not in accordance with ths United States! obligations under

' the various options under ths DISC
from export scles batwsen parent

companias an 5 1 { thni those could influence the sizs of the
cxenption.

76. The Ponel conciuded thrt < © the deduction of certeain
shipping cosis oy JI5Cs (on th: ndition %:* sxperte be carried in United States
vessels), and the provision ollowd port promotion oxpenscs to
bz assigned as & daductible =xpunss ~praenr to confer ndditiona
peeuniary bonefits.

77. Thz Penzl considerad thet, 2z it hed found the UISC legislation to constitute
an awport sutsidy which had locd to a2 inerense in sxports, it was also covered by
the notification obligntion contaoined in friicle XVItl.
78, thile the FParcel noted thot primeary product cxports were eligible for DISC

o -t v
benefits and had been traded substontizlly through )I Cz, it did not oxamine
whather the benefits would result in the United Stotes obtaining o dispreoportionate

et
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e of Lrticle XVI: j.
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79. The Panel noted the United States argument thet it had introduced the OISC
legislation to corrcct an existing distortion created by tax practices of certzin
other contracting partiss. Howsver, the Panel did not “C“Cpt thet one distoriion
could be justified by the exisience of another onc and considersd thati, if the
United States had considersd that other contrecting partiss were violating the
Genercl Agreement, it cculd have hed recoursc to the remediess which the Generel
Agreement offered. On the other hend, the fact that tax practices of certain
other countries had been in force for some time without being the subject of

+1

complaints was not, in itself, conclusive evidence thot there was a consensus
that they were compatible with the Generel agreesment.

8C0. In the light of the above and bearing in mind the precedent set by the
Uruguayan case (BISD, 11 Suppl. p. 100), thc Panel found thot there was 2
prima facie case of nullificction or impeirment of berefits which oth““

contracting parties were entitled to cxpect under the Generesl Agresment.



