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l. INTRODUCTION

1. Thisdispute arises under Articles 1.1(b), 10, 14, and 19 of the WTO Agreement on Subsidies and
Countervailing Measures (*“ASCM”). The dispute concerns the failure of the US authorities to
recognize the impact of an arm’s-length and fair market value privatization transaction on subsidies
granted to a state-owned enterprise prior to its privatization. Specificaly, the United States has
persisted in its preeASCM practice of imposing countervailing duties on the products of private
companies that have purchased formerly state-owned firms, or productive units thereof, at fair market
value in transparent arm'’ s-length privatization transactions.! As aresult, private companies that never
received a government financial contribution nor any benefit therefrom have been found to be liable
for countervailing duties by the United States.® This practice is a direct breach of the obligations of
the United States to the European Communities under the ASCM.

2. Under the ASCM, countervailing duties may be imposed to offset a subsidy, but they may go no
further. Countervailing duties are designed to offset, not punish. By imposing countervailing duties
where no “benefit” and hence no “subsidy” is enjoyed by a company under investigation, the
United States ignores both economic common sense and the “benefit to the recipient” standard for
which the United States successfully militated in the Uruguay Round negotiations. The US approach
is fundamentally at odds with the open rules-based trading system of the WTO. The WTO system is
designed to encourage economic rationality, privatization, and predictability of treatment for WTO
member nations. Instead, by imposing countervailing duties where no subsidy exists, the
United States has effectively created a mgjor disincentive for privatization by exposing purchasers of
state-owned companies to massive, unjustified, and unpredictable US countervailing duties. The
ASCM adlows for no such punitive measures.

3. This submission is divided into five sections. Section | discusses the evolution of the US
countervailing duty rules applicable to this dispute and examines the history of the US imposition of
countervailing duties in Certain Hot-Rolled Lead and Bismuth Carbon Seel Products Originating
from the United Kingdom (“UK Leaded Bars’) and subsequent administrative reviews of that
decision. Section Il illustrates why arm’ s-length privatization transactions capture the residua value
of any government subsidy previously conferred on a seller and examines the DOC practice as
specifically applied in these cases. Section 11l details the procedures between the European
Communities and the United States with respect to this dispute. Section IV sets forth the legal
arguments as to why the chalenged US Department of Commerce (“DOC”) determinations in
particular, and, more generally, the US practice which they embody, violate US obligations to the

! The European Communities are using the terms “arm’s-length transaction” and “fair market

value” in accordance with their accepted meanings:

- Arm'’s length transaction. Said of a transaction negotiated by unrelated parties, each acting in
his or her own self interest; the basis for a fair market value determination. A transaction in
good faith in the ordinary course of business by parties with independent interests. . . . The
standard under which unrelated parties, each acting in his or her own best interest, would carry
out a particular transaction.

- Fair market value. The amount at which property would change hands between a willing buyer
and a willing seller, neither being under any compulsion to buy or sell and both having
reasonable knowledge of the relevant facts.

BLACK'S LAW DICTIONARY, West Publishing Co. (6th Ed. 1990).

2 Since the introduction of the current US “privatization methodology” in 1993, the United States has
never found pre-privatization subsidies eliminated as the result of an arm’s-length market value privatization.
Nor hasthe United States ever examined whether a privatized company was itself a recipient of a benefit from
financial contributionsto state-owned enterprises.
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European Communities pursuant to the ASCM. Section V contains the European Communities
conclusion.

1. FACTUAL BACKGROUND

4. This Section is divided into two parts. Part A discusses the evolution of the US countervailing
duty rules applicable to this dispute. It begins in 1989 and traces the history of the current US
practice, which has not changed despite the entry into force of the ASCM as of 1January 1995. Part
B examines the imposition of countervailing duties by the United States on certain lead and bismuth
carbon steel products (“leaded bars’) originating from the United Kingdom. These duties were
originaly imposed in 1993 following an investigation by US authorities, under the US approach of
dlocating non-recurring subsidies over time®> The practices that are the subject of this dispute have
been maintained in a number of administrative and judicial rulings since the effective date of the
ASCM (1 January 1995). The European Commission will describe first to the evolution of the current
US practice.

A. HISTORY OF UNITED STATES PoOLICY AND PRACTICE CONCERNING THE EFFECT OF
PRIVATIZATION ON SUBSIDIES PREVIOUSLY BESTOWED ON A STATE-OWNED ENTERPRISE

5. The impact of an arm’slength privatization on the countervailability of subsidies previoudy
bestowed on a state-owned enterprise was first addressed by the United States in its 1989
administrative review of the US countervailing duty order on Lime from Mexico. The decison in
Lime from Mexico is attached as Exhibit EC-1. The Government of Mexico requested that US
authorities examine the purchase of a former state-owned lime producer to determine (i) whether the
purchase of the former state-owned producer “was at arm’s-length”, and (ii) whether, as a result,
subsidies bestowed on the former state-owned enterprise no longer benefited the company’s new
owner®’ Mexico's request was based on a fundamental economic principle -- that the residual value
of any subsidies previoudy bestowed on a state-owned enterprise is fully accounted for in the
purchase price and therefore does not provide any benefit to an arnm s-length purchaser paying fair
market value.

6. The US Department of Commerce examined two issues in detail in the Lime from Mexico review:
(i) whether ownership was actualy transferred to private investors such that the government-owned
company ceased to exist as a government enterprise, and (ii) whether any subsidy benefits earlier
provided to the state enterprise continued to provide advantage to the new private owners.

3 Thisissue arises because of the US practice of allocating the benefit of non-recurring subsidies over a
period of time corresponding to the useful life of the firm’s assets. Consequently, subsidies granted some years
before the investigation may be countervailed, and duties may continue to apply until the end of the depreciation
period.

4 Lime from Mexico; Preliminary Results of Changed Circumstances Countervailing Duty
Administrative Review, 54 Fed. Reg. 1753, 1754-55 (17 January 1989) [“ Lime from Mexico’]. The DOC
revoked the US countervailing duty order on lime from Mexico later that year (retroactively effective to 24
August 1986, the date of Mexico’s accession to the GATT), thus terminating the changed circumstances review.
Lime from Mexico; Final Results of Changed Circumstances Countervailing Duty Administrative Review and
Revocation of Countervailing Duty Order, 64 Fed. Reg. 49324 (30 November 1989).

Three years earlier the United States had been asked to address the substantially similar issue of
whether there was a “pass through” of prior subsidies in an arm’s-length sale of assets in the context of a
bankruptcy. See Final Affirmative Countervailing Duty Determination; Oil Country Tubular Goods from
Canada, 51 Fed. Reg. 15037, 15042 (22 April 1986) [* OCTG from Canada’]. In OCTG from Canada, the
DOC held that “in an arm’s-length transaction, such as this one, subsidies, if there are any, are not passed
through”. Id. (emphasis added).

®1d. at 1754.



WT/DS138/R
Page 51

7. After examining the transaction and purchase contract, the DOC determined that ownership of the
enterprise had been transferred from the state to private investors and, as a result, the company “was
no longer a government-owned company”. Turning next to the question of whether subsidies
previoudy received by the state-owned enterprise continued to benefit the company’s new owners
after the privatization, the United States authorities based their analysis “on the proposition that, to the
extent that the price paid for a government-owned company reflects the company’s market vaue, we
believe it is reasonable to presume .. . that any countervailable benefits previoudy granted to the
company ar6e fully reflected in the purchase price and that such benefits are not passed through to the
purchaser”.

8. Finding that “[u]ltimately, a company’s value is whatever price the market will bear”, the DOC
examined the conditions of the sale, assuring itself that the bidding process was open, market forces
were alowed to operate, and indicators of the company’s value were centra to the negotiation and
sale. Finding the transaction to have occurred a arm’s length, the DOC determined that the price the
private investors paid reflected the former state-owned enterprise’ s “market value” and, therefore, that
“no benefits’ to the former state-owned enterprise passed through to the new private owners.”

9. The United States next examined the effect of a privatization sade in 1993. At that time, the
United States authorities responsible for assessing countervailing duties completely reversed course.
This change in position first took place in the context of a steel countervailing duty investigation
requested by the US domestic steel industry. As explained in greater detail below?, in 1993 the US
authorities held that “a company’s sale of a ‘business’ or ‘productive unit' does not alter the effect of
previoudy bestowed subsidies . . . the sdle does nothing to ater the subsidies enjoyed by that

productive unit”.’

10. The US authorities ruled that henceforth in US countervailing duty determinations, subsidies
previously bestowed on state-owned enterprises would “travel” in their entirety to “their new home’
in the unrelated private companies purchasing the previously state-owned business at arm’s length for
fair market value™ By this ruling, the US authorities abandoned the principle they had earlier set
forth that, of necessity, an arm’s-length market price takes full account of the residual vaue of any
such prior subsidies, and that no benefit conferred on a former state-owned enterprise passes through
to the now-private company.

11. Among the rationales offered by US authorities for this new “pass through” practice was the
notion that the United States would otherwise “invite [previous] subsidy recipients to sell off units
that produce or export countervailed merchandise to the United States” [e.g., the arm’s-length market
privatizations of previously state-owned enterprises|. The United States also noted that its approach
would “not examine the impact of subsidies on particular assets or tie the benefit level of subsidies to
changes in the company under investigation” ™

1d. Benefits previously countervailed included equity infusions, interest-free loans, and other
preferential loans.

7 See page 1755 of Lime from Mexico.

8 See al'so paragraphs 34-37.

° Final Affirmative Countervailing Duty Determination; Certain Hot Rolled Lead and Bismuth Carbon
Seel Products from the United Kingdom, 58 Fed. Reg. 6237, 6240 (27 January 1993) [“UK Leaded
Bars’][“ 1992 Investigation”] (emphasis added). This document is attached as Exhibit EC- 4. Interestingly, in its
preliminary determination, the DOC had decided “not to attribute” to the buyer “any subsidies received by
BSC” prior to privatization. 1d. at 6239 (emphasis added). Based on a “reconsideration of the preliminary
determination and upon reviewing the comments submitted by the interested parties’, the US adopted the
opposite Position initsfinal determination. Id. at 6240.

%1d. at 6240.

1d. at 6240.
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12. Less than six months later, in July 1993, US authorities again changed course with respect to the
treatment of subsidies bestowed on state-owned enterprises that had subsequently been privatized. In
a “Genera Issues Appendix” (“GIA™)* referred to in severa countervailing duty determinations
involving flat-rolled carbon steel products (the relevant sections of which are included as Exhibit
EC-2 to this submission), the DOC announced a new “ privatization methodology”, whereby the DOC
claimed that “to the extent that a portion of the price paid for a privatized company can reasonably be
attributed to prior subsidies, that portion of those subsidies will be extinguished”.*?

13. Under the GIA methodology, a “portion” of the purchase price in the sde of a state-owned
company is claimed to repay a “portion” of the “remaining” value of prior subsidies™* All subsidies
provided to the state-owned enterprise prior to privatization would now “travel” to the new private
purchaser in an arm’s-length market value transaction unless they were found to be “repaid” by the
terms of the GIA calculation formula. That formula, by its own terms, treats as “irrelevant” the
economic issue of whether the transaction was at arm’s length for fair market value.® Rather, as
discussed in Section Il below, the GIA formula presumes “irrebuttably” that the private purchaser has
benefited from pre-privatization subsidies and, after assessing the existence of a subsidy to the prior
owner, smply determines the amount of such subsidies “passing through” to the buyer.

14. The “repayment” methodology of the US authorities purports to alocate past subsidies between
the recipient of those subsidies and the purchaser of the company or productive assets previoudy
owned by the recipient. The “dlocation” is based on a DOC calculation where the value of past
subsidies is amortized over the useful life of assets. Under the DOC approach, the amount of
subsidies alocated to a given year before the privatization is divided by the “net worth” of the
company in that year. The same ratio is calculated for each pre-privatization year during the useful
life of the assets under consideration. The simple average of those ratios is referred to as the
“gamma’. The gamma is then multiplied by the cash portion of the purchase price of the business
paid by the private buyer. The result is subtracted from previously bestowed subsidies. The net
amount of subsidies is attributed by DOC as a “pass through” to the buyer.’® See aso Exhibit EC-3,

which contains a sample calculation using the DOC's " privatization methodology” .*

15. A simple example of this approach would be as follows. Assume a government company
received past subsidies during its DOC-assigned allocation period and that, under the DOC formula,
the smple average of the ratio of the company’s subsidies to net worth during that period was 0.30.
Further assume the company was sold in an arm’s-length transaction for the market price of £2,000
million, £600 million in cash and £1,400 million in assumed liability. Under its self-derived formula,
DOC would find that only 9 per cent of the purchase price (£180 million) “repays’ the subsidy (0.30 x
£600 million = £180 million; and £180 million/£2000 million = 9%). If the sdler had received
subsidies with a DOC-derived net present value of £700 million, DOC would find that £520 million of

12 “General Issues Appendix”, appended to Final Affirmative Countervailing Duty Determination;
Certain Seel Products from Austria, 58 Fed. Reg. 37217 (9 July 1993). The US authorities’ discussion of
“privatization” is found at 37259-65. A related discussion of “restructuring” meant to account for the US
treatment of “travelling” subsidies to privatized “spin-offs’ (other than the company specifically under direct
investigation) is contained at page 37265 et seq.

13 See pages 37262-63 of the GIA.

14 See page 37263 of the GIA.

15 See page 37264 of the GIA.

16 See page 37263 of the GIA.

17 As discussed at length in Section Il and Exhibit EC-3 below, under the GIA “repayment”
methodology it is effectively impossible to avoid the pass-through of subsidies previously bestowed on an
unrelated state-owned enterprise. Average prior subsidies would need to exceed the average net worth of the
company. For instance, in an arm’s-length privatization of assets sold at book value (inclusive of the full
amount of a previous subsidy grant made five years prior to privatization), the GIA methodology resultsin only
afraction of the value of the subsidy being “repaid” and eliminated. See Exhibit EC-3.
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those subsidies “travel” to the buyer and £180 million remain with the seller. Whether a buyer pays
fair market value has _no effect on the DOC calculations.

16. The 1993 GIA aso sets forth preeASCM US practice in several other areas. First, the DOC
determined that it would “not require a subsidy bestowed on a steel producer to confer a demonstrable
‘competitive benefit’ on that producer in order to be countervailable’.*®* Second, the DOC expressly
rejected any notion that “the fair market value price must include any remaining economic benefit
from the subsidies’, or that “privatization extinguishes al remaining unamortized subsidies’ as it
“rests on the assumption that subsidies must confer a demonstrated benefit on production in order to
be countervailable” and “this is contrary to the CVD law, in which is embedded the irrebuttable
presumption that non-recurring subsidies benefit merchandise produced by the recipient over time’*®
(emphasis added). Third, the DOC held that “the countervailable subsidy (and the amount of the
subsidy to be allocated over time) is fixed at the time the government provides the subsidy. The
privatization of a government-owned company, per se, does not and cannot eiminate this
countervailability”. (emphasis added).

17. In this new GIA “privatization methodology”, the DOC aso set forth a method by which the
United States purports to account for the sale of a portion of the assets (a “productive unit”) of an
investigated company (“selling company”).° This is referred to as the “spin-off” methodology.**

“Spin-off” refers to the sale of a productive unit or division other than the unit under investigation that
occurs before the privatization under consideration in a case. If, for example, a respondent in a
countervailing duty investigation sold a division prior to the period of investigation, the DOC would

purport to determine whether a portion of the amount of untied grants®® received prior to the sde

would “travel” or “pass through” to this “spun-off” divison. US authorities do not perform the “ spin-

off” calculation by ssmply apportioning any previous untied grants on the basis of the ratio of assets of

the division to the company. Rather, as with the new privatization methodology, a portion of the sales
price is said to be alocable to previoudy received subsidies, and the DOC performs a “ pass through”

calculation on this portion of the previous subsidies to set the amount to attribute to the spun-off

company. The amount that does not “pass through” to the spun-off company is not treated as
“extinguished”; rather, the subsidies not “passed through” are deemed to remain in the benefit stream
of the selling company. This approach aso serves to increase subsidies attributable to a company

under investigation by the United States”®

18. The United States authorities new treatment of privatization and restructuring was shortly
thereafter challenged in a court action.** In ruling on the issue, the US Court of Internationa Trade
(“CIT”) ruled that the DOC privatization methodology was unlawful “to the extent it states previoudy
bestowed subsidies are passed through to a successor company sold in an arm’s-length transaction” .*°

The Court reasoned:

18 See page 37261 of the GIA.

19 See page 37263 of the GIA.

20 5ee page 37268 of the GIA.

21 See page 37268 of the GIA.

22 gubsidies deemed to benefit all production are referred to as “untied ”.

23 gee“Restructurings” section of the GIA at 37268-69. A few months after setting forth the new GIA
rules, US authorities applied them to the UK Leaded Bars case (see note and accompanying text, above). In
particular, DOC reversed its previous conclusion that “the sale does nothing to alter the subsidies enjoyed” on
the basis that it was “not supported by substantial evidence and not otherwise supported by law”. Remand
Determination: Certain Hot Rolled Lead and Bismuth Carbon Steel Products from the United Kingdom
(12 October 1993) at 2.

24 |nland Steel Bar Co. v. United Sates, 858 F. Supp. 179 (CIT, 7 June 1994); Saarstahl, AG v.
United States, 858 F. Supp. 187 (CIT, 7 June 1994).

% saarstahl, 858 F. Supp. at 195.
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Where a determination is made a given transaction is a arm’slength, one must
conclude that the buyer and seller have negotiated in their respective self-interests,
the buyer has taken into consideration al relevant facts, and the buyer has paid an
amount which represents the market value of al it is to receive. Because the
countervailable benefit does not survive the arm'’s length transaction, there is no
benefit conferred to the purchaser and, therefore, no countervailable subsidy within
the meaning of [the US CVD datute]. The purchaser, thus, will not redize any
competitive countervailable benefit and any countervailable duty assigned to it
amounts to a pendlty. . . 2°

19. The CIT rulings regarding the GIA “privatization methodology” (as applied under pre-ASCM law
in the United States) were themselves challenged by US steel producers. The Court of Appeds for
the Federal Circuit (“CAFC") reversed the CIT decision.”” The Court reasoned that the DOC
methodology as set forth in the GIA “correctly recognizes that a number of scenarios are possible:
the purchase price paid by the new, private company might reflect partial repayment of the subsidies,
or it might not”.*®

20. These decisions, like the GIA itself, were based upon the US countervailing duty law prior to the
entry into force of the ASCM on 1 January 1995. The United States approved the ASCM and the
remainder of the Uruguay Round Agreements in December 1994 by virtue of the Uruguay Round
Agreements Act (“URAA”).?° In proposing the adoption of the URAA, the Clinton Administration
transmitted to Congress a so-called “ Statement of Administrative Action” (“SAA™), representing the
“authoritative expression by the Administration concerning its views regarding the interpretation and
application of the Uruguay Round Agreements, both for purposes of US international obligations and
domestic law”* In a number of important areas, however, the transposition of the ASCM into
domestic law was incomplete. The URAA did not expresdy amend the GIA with regard to
privatization. Rather the URAA simply provides:

[a] change in ownership of dl or part of aforeign enterprise or the productive assets
of aforeign enterprise does not by itsalf require a determination by the administering
authority that a past countervailable subsidy received by the enterprise no longer
continues to be countervailable, even if the change in ownership is accomplished
through an arm'’ s length transaction.*

21. The Statement of Administrative Action explained the US position in greater detail:

Section 771(5)(F) provides that a change in the ownership of “dl or part of aforeign
enterprise” (i.e., afirm or adivision of afirm) or the productive assets of afirm, even
if accomplished through an arm'’s-length transaction, does not by itself require
Commerce to find that past countervailable subsidies received by the firm no longer
continue to be countervailable. . . . Section 771(5)(F) is being added to clarify that the
sde of afirm at arm’s-length does not automatically, and in al cases, extinguish any
prior subsidies conferred. Absent this clarification, some might argue that al that
would be required to diminate any countervailing duty liability would be to sdll
subsidized productive assets to an unrelated party. Consequently, it is imperative that
the implementing bill correct and prevent such an extreme interpretation. The issue

26 saarstahl, 858 F. Supp. at 193-94.

27 saarstahl, AG v. United States, 78 F.3rd 1539 (Fed. Cir. 1996); Inland Steel Bar Co. v. United
States, 86 F.3d 1174 (Fed. Cir. 1996).

28 Sparstahl, AG v. United States, 78 F.39 at 1544.

29 Uruguay Round Agreements Act, Pub. L. No. 103-465, 108 Stat. 4809 (1994) (“URAA").

%0 Statement of Administrative Action, accompanying H.R. 103-5110 (1994), reprinted in 1994
U.S.C.C.A.N. 3773, 4040.

31 URAA Section 771(5)(F); 19 U.S.C. § 1677(5)(F).
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of privatization of a state-owned firm can be extremely complex and multifaceted.
While it is the Adminigtration’s intent that Commerce retain the discretion to
determine whether, and to what extent, the privatization of a government-owned firm
eliminates any previoudy conferred countervailable subsidies, Commerce [the US
Department of Commerce] must exercise this discretion carefully through its
consideration of the facts of each case and its determination of the appropriate
methodology to be applied. **

22. The idea of including specific language in the URAA and SAA to express the view that arm’'s-
length privatizations and changes in ownership do not extinguish subsidies granted to former state-
owned enterprises was aggressively championed by lobbyists representing US domestic steel, lumber,
and semiconductor industries.

23. The URAA and SAA language on privatization was enacted over the contemporaneous objections
of many of the United States most important trading partners, including the European Union and its
Member States. Along with other government representatives, the European Union informed the
United States that the new US implementing legidation regarding treatment of privatizations under
the ASCM contradicted both the language and intent of the ASCM and, as a result, contravened US
obligations under the SCM Agreement*®

24. DOC has not changed its practices subsequent to the passage of the URAA and entry into force of
the ASCM.** US authorities applied the pre:ASCM GIA methodology in the cases that are the subject
of this proceeding, all of which are post-ASCM. The US authorities have claimed that “the Uruguay
Round Agreements Act (URAA) is not inconsistent with and does not overturn the Department’s [pre-
ASCM] GIA methodology”, despite revisions to US practice mandated by the ASCM and despite
objections to the US practice voiced by the European Union and a number of other WTO Members®

25. The United States has never found pre-privatization subsidies fully “repaid” or extinguished under
the GIA. Indeed, as noted, DOC practice has effectively eliminated the possibility that an arm’'s-
length privatization transaction could account for any pre-privatization subsidy. Rather, DOC has
forced these subsidies to “travel” to arm’slength market value purchasers. The United States has
smply assumed irrebuttably the existence of subsidies without determining whether privatized
companies involved in US countervailing duty investigations are themselves the “recipients’ of
“financia contributions’ conferring a “benefit” within the meaning of US law. In sum, the US
authorities have not deviated from the privatization “pass through” calculation methodology set forth
inthe GIA.

26. In its fina countervailing duty regulations, published on 25 November 1998, the DOC did not
promulgate additional regulations regarding privatization or change in ownership. Nonetheless, the
DOC did re-emphasize severa points.*® First, the DOC stated that the position that an arm’s-length
privatization transaction at market value extinguishes subsidy is an “extreme position” that would
require a “strained interpretation” of the URAA. Second, DOC restated its “refusal” to examine

32 SAA at 928 (1994), reprinted in 1994 U.S.C.C.A.N. 3773, 4240.

33 «GATT Signatories Warn US Over Implementing Legislation on AD, CVD”, Inside US Trade, Vol.
12, No. 28 (15 July 1994); “EU Warns Congress on Three Provisions of GATT Implementing Bill,” id., Val. 12,
No. 35 (2 September 1994); see aso “Foreign Governments Call on Commerce to Change CVD Policy”, id.,
Val. 15, No. 28 (11 July 1997).

34 We recall that the pre-ASCM US practice regarding privatizations has been the subject of a GATT
dispute settlement panel between the US and the EC. See Section 111 below.

% Certain Hot Rolled Lead and Bismuth Carbon Steel Products from the United Kingdom 61 Fed.
Reg. 58377, 58379 (14 November 1996) [“British Steel plc 1995 Administrative Review”]. This report is
attached as Exhibit EC-5.

3¢ US Department of Commerce, Final Countervailing Duty Regulations, 19 C.F.R. § 351.524, 63 Fed.
Reg. 65348, 65415 (25 November 1998).
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“subsequent events’, i.e., whether new private owners enjoy benefits from subsidies conferred on
state-owned firms prior to privatization or “whether a subsidy confers a competitive benefit upon the
subsidy recipient or its successor”.*’

27. In sum, the DOC has made no attempt in any of the above-referenced determinations to examine
or explain what benefits from pre-privatization subsidies were provided to companies following an
arm’s-length privatization or sale of assets at fair market value. The US methodology, as applied by
the DOC, has relied on a presumption based on preeASCM practice that benefits from pre-
privatization subsidies pass through to a private owner without the need to determine that “benefit ”
has been conferred on that owner as mandated by the ASCM. This irrebuttable presumption has been
applied to imports of leaded bar products originating from the United Kingdom, as will be shown in
the following section.

B. HiISTORY OF US IMPOSITION OF US GCOUNTERVAILING DUTIES ON CERTAIN LEAD AND BISMUTH
CARBON STEEL PRODUCTS ORIGINATING IN THE UNITED KINGDOM

28. On 8 May 1992 the United States initiated a countervailing duty investigation against imports of
leaded bars originating from the United Kingdom and other countries. On 27 January 1993 the US
Department of Commerce issued a fina determination imposing countervailing duties on imports of
such products. This determination is attached as Exhibit EC-4. Four administrative reviews have
since been carried out by the DOC to set the fina CVD rates on imports of subject merchandise
entering the United States. The results of the second, third, and fourth reviews initiated pursuant to
applications made in 1995, 1996, and 1997, respectively, are the subject of this dispute under the
ASCM. Thesereviews are attached as Exhibit EC-5, EC-6 and EC-7.

29. British Stedl Corporation (“BSC”) was created in 1967 by means of the Iron and Steel Act, which
brought into public ownership most of the UK’s steelmaking facilities. The state-owned BSC was
thereafter the main producer and exporter of leaded bars from the United Kingdom.

30. United Engineering Steels (“UES’) was formed in 1986 as a joint venture corporation equally
owned by BSC and the privately-owned Guest, Keen and Nettlefolds (“*GKN”). Both BSC and GKN
sold productive assets to the joint venture in exchange for a 50%/50% shareholding. More
particularly, BSC contributed a major portion of its Special Steel Business, which produced
engineering steels, while GKN contributed its Brymbo Steel Works and its forgings business. The
DOC determined that “UES was created after severa years of difficult, aam’s length negotiations
between BSC and GKN” ** The valuation and sale of assets to the UES joint venture fully reflected
commercial considerations, for neither BSC nor GKN controlled UES. The DOC determined in the
origind CVD investigation that UES was “an independent joint venture company, managed as a
separate corporate entity from its parent companies BSC and GKN” **° Furthermore, the DOC “found
nothi ng49uring verification which indicates that the negotiations for UES were not held a arm's
length”.™.

31. BSC was privatized through a two-step process. |In February 1988 the UK Government
introduced the British Steel Bill, which made provision for the property, rights and liabilities of BSC
to be transferred to a new public limited company named British Steel Public Limited Company
(“British Stedl plc”). British Steel plc was created on 26 July 1988 and on 5 September 1988 assumed
the property, rights and liabilities of BSC. Then, in December 1988, British Stedl plc was privatized
through an open offering of its shares in London and other mgjor financia centres in what was a fully

371d. (emphasis added).
23 1992 Investigation, 58 Fed. Reg. at 6240. See Exhibit EC-4.
Id.
“01d. and comment 4 at 6244 (concluding that the UES transaction was “an arm’s length transaction in
which BSC acted consistently with commercial considerations”).
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transparent sale at fair market value. With regard to privatization by open share offering on the stock
exchange, the DOC found that “the sdle of BS plc was a arm's length, for fair market value and
consistent with commercial considerations”.*

32. Asaresult of the privatization, UES' shareholders -- GKN and British Steel plc -- were both fully
in private hands. The privatization had no effect on the pattern of leaded bar exports from the United
Kingdom to the United States. UES continued to be the main UK producer and exporter of the
product to the United States.

33. On 20 March 1995 British Steel plc purchased GKN'’s holding in UES, giving British Steel plc
100 per cent of the shares of UES. British Steel renamed UES British Stedd Engineering Stedls
“BSES’). Inan effort to take account of this transaction, the DOC made separate CVD findings with
respect to the time period before 20 March 1995 and the time period theresfter, i.e., the DOC
considered UES to be the relevant producer and exporter of leaded bars before 20 March 1995
(including for the 1995 administrative review and the initial portion of the 1996 administrative
review) and British Steel plc/BSES to be the relevant producer and exporter for the latter portion of
the 1996 administrative review and for the 1997 administrative review (see below).*”

US DOC Deter minations

34. Theoriginal Leaded Bars investigation was initiated on 8 May 1992 and concluded on 27 January
1993 when the DOC published its fina affirmative countervailing duty determination. As stated, this
determination is attached as Exhibit EC-4. That determination found that subsidies within the
meaning of the US CVD law had been provided to UES that were attributable, as a result of
amortisation, to the period of investigation (caendar year 1991). The DOC determined a
countervailing duty weighted average margin of 12.69 per cent for UES.

35. None of the financial contributions at issue had been granted to UES. Rather, each had been
provided to BSC prior to 1985/1986. In accordance with the methodology described in paragraph 4
above, they were considered non-recurring and therefore alocated over the useful life of assets, a
period which was originaly 15 years but was subsequently extended to 18 years. Thus, al relevant
financia contributions countervailed had been made to BSC prior to UES' formation (and to BSC's
1988 privatization). UES had not received any subsidy and, but for the application of the US “pass
through” formula, no countervailing duties would have been imposed.

36. As stated, the DOC specifically determined that transactions between BSC, GKN, and UES were
conducted at arm’s length and fully reflected commercial considerations. Nonetheless, the DOC
found that “a company's sde of a business or productive unit does not ater the effect of previousy
bestowed subsidies’ and that disposed assets “take a portion of the benefits with them when they

‘travel to their new home'” 3

37. The DOC thus found that pre-privatization financial contributions to the then state-owned BSC
had “passed through” to UES following the latter's arm’ s-length acquisition of assets from BSC in
1986. The DOC further determined that these amounts were not tied to any particular product and
should therefore be alocated over BSC's entire production including its leaded bar production. As a
result, the DOC attributed to UES subsidies that had been provided to BSC.

1 Final Results of Redetermination Pursuant to Court Remand on General Issues of Privatization,
British Steel plc v. United States, 17 July 1995 (unpublished) at 18; see also Remand Determination of US
Department of Commerce on General Issues of Privatization, Certain Hot Rolled Lead and Bismuth Carbon
Seel Products from the United Kingdom, 12 October 1993 (unpublished) [* 1993 Remand Deter mination”].

2 The DOC chose to treat British Steelplc and BSES “as one company for purposes of this
proceeding”. See, e.g., Certain Hot Rolled Lead and Bismuth Carbon Steel Products from the United Kingdom,
63 Fed. Reg. 18367, 18374 (15 April 1998) [“ British Steel plc 1997 Administrative Review”]. See Exhibit EC-7.

431992 Investigation, 58 Fed. Reg. at 6240. See Exhibit EC-4.
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38. In October 1993, the DOC modified its previous determination with respect to UES. This
modification, set forth in the so-caled Remand Determination, was based on revised US
“privatization” and “restructuring” practices set out in the Genera Issues Appendix to Certain Steel
Products from Austria in July 1993.** In the GIA, the DOC stated that it may no longer be assumed
that the entire amount of the subsidies allocated to a certain productive unit “travels’ with that unit
when it is sold; rather, a portion of the sales price of the productive unit may represent the
“repayment” of prior subsidies.*®

39. Following the origina imposition of countervailing duties on UES in 1993, four administrative
reviews have been carried out by the DOC to set the CVD rate on imports of leaded bars entering the
United States in 1994, 1995, 1996, and 1997, respectively. The first of those reviews (like the
origina determination itself) was initiated before the entry into force of the ASCM.*® Hence, this
Panel concerns the second, third, and fourth administrative reviews regarding the years 1995, 1996,
and 1997, respectively, which were initiated after the entry into force of the ASCM.*’

The 1995 Review

40. The 1995 Review (attached as Exhibit EC-5) was initiated on 14 April 1995. It was the first
review of the leaded bars order subject to the requirements of the ASCM, which, as stated, the
United States was to have transposed into nationa legidation effective 1January 1995. The 1995
Review covered entries of leaded bars exported to the United States by UES during calendar year
1994. Initsfina determination published on 14 November 1996, the DOC imposed a countervailing
duty of 1.69 per cent against UES; this was once more entirely attributable to subsidies previoudy
granted to BSC.*® The DOC disregarded both (i) UES explanation that it had received no subsidies
of any sort and (ii) more particularly, UES explanation that it had received no benefit by virtue of
financia contributions provided to BSC before BSC's 1988 privatization. On this latter point, the
DOC failed to examine whether UES was the recipient of any “benefit” conferred by the UK
Government, notwithstanding UES' submissions to DOC that such a determination was now required
under Article 1.1(b) of the ASCM before countervailing duties could be legally imposed.

41. Rather, the DOC conducted the 1995 Review under the “privatization” and “restructuring” rules
set forth in the preeASCM DOC Genera Issues Appendix. Both UES and the UK Government
expressed serious concerns regarding this approach. The DOC replied that the “URAA [transposing
the ASCM into US law] is not inconsistent with and does not overturn the Department’s General
Issues Appendix methodology or its findings in the [1993] Lead Bar Remand Determination”.** DOC
referred to the language of Section 771(5)(F) of the URAA, quoted above, which it claimed “leaves
discretion to the Department with regard to the impact of a change in ownership on the countervailing
of past subsidies” *® DOC also referenced the Statement of Administrative Action, produced by the

4 58 Fed. Reg. 37217, 37225 (9 July 1993).

“*>This approach was also followed by the DOC in the first administrative review of the countervailing
duty order, concluded in August 1995 (the 1994 Review), which is not before this Panel, as it was initiated
before the entry into force of the ASCM. The DOC expressly stated in that review that all of its conclusions
were based on US law as it stood on 31 December 1994, i.e., on provisions not yet amended to take the ASCM
into account. It should be noted, however, that DOC has followed this very same approach in all later reviews,
notwithstanding the intervening entry into force of the ASCM.

48 The first review was initiated on 15 April 1994. A final determination was issued by the DOC on 24
August 1995, imposing a countervailing duty rate on UES of 5.05%. Certain Hot Rolled Lead and Bismuth
Carbon Seel Products from the United Kingdom, 60 Fed. Reg. 44009 (24 August 1995) [“ British Steel plc 1994
Administrative Review "].

47 Article 32:3 ASCM. These reviews are attached as Exhibits EC-5, EC-6 and EC-7 respectively.

“8 Certain Hot Rolled Lead and Bismuth Carbon Steel Products from the United Kingdom 61 Fed.
Reg. 58377 (14 November 1996) [“ British Steel plc 1995 Administrative Review”], attached as Exhibit EC-5.

*91d. at 58379.

01d.
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Clinton Administration and submitted to the US Congress, aso quoted above, which indicates that the
DOC has discretion “to determine whether, and to what extent, the privatization of a government-

owned firm eliminates any previously conferred countervailable subsidies’ >*

42. In the 1995 Review fina determination, DOC stated that the US Court of Appeals for the Federa
Circuit “recently issued a ruling supporting our determination that subsidies are not necessarily
extinguished as a result of the sale of an enterprise in an arm’s length transaction”.>> DOC's reliance
on the Court of Appeals decision ignored the fact that the ruling at issue expressly concerned US law
asit existed before the ASCM entered into force® Thus, DOC plainly was relying on court-made law
that was inconsistent with the ASCM when DOC found a countervailable subsidy to UES during the
period covered by the 1995 Review.

The 1996 and 1997 Reviews

43. The 1996 and 1997 Reviews (attached as Exhibits EC-6 and EC-7) covered entries of leaded bars
exported to the United States by UES during the calendar years 1995 and 1996. The reviews were
initiated on 25 April 1996 and 29 April 1997, respectively. The fina DOC determinations were
issued on 14 October 1997 and 15 April 1998, respectively. **

44, As explained above (see paragraph 33), during the period covered by the 1996 Review, British
Steel plc acquired GKN's interest in UES. Pursuant to this transaction between the two private
companies that held stakes in UES, UES was changed from a 50-50 joint venture to a wholly-owned
subsidiary of British Steel plc, which renamed the firm British Steel Engineering Steels Ltd.

45, With respect to the 1996 Review, the DOC determined that imports during the period prior to the
acquisition of the remainder of UES by British Stedl plc (i.e., 1 January — 20 March 1995) should be
countervailed at a rate of 2.4 per cent. This rate was based on the same position DOC took in the
1995 Review that BSC subsidies “travelled” with the assets sold to UES in 1988. DOC took this
position despite (i) UES purchase of these assets at arm’s length and for full commercia
consideration and (ii) the subsequent privatization of BSC at arm’s length and for full commercia
consideration.

46. With respect to the remaining portion of the 1996 Review (21 March to 31 December 1995) and
to the 1997 Review (1 January to 31 December 1996), the DOC imposed substantialy higher
countervailing duties at rates of 7.35 per cent and 5.28 per cent, respectively. These higher CVD rates
were based on a determination by DOC that British Steel plc’'s acquisition of the remaining 50 per
cent of UES somehow allowed British Steel plc itself to benefit anew from subsidies given to the
formerly state-owned BSC, and that UES (newly renamed BSES) was also somehow now benefiting
from those subsidies. These hitherto unattributed subsidies had, in DOC'’s view, somehow sprung
back tosslife and “rgoined BS plc's pool of subsidies with the company’s 1995 acquisition [of
UES]".

47. In addition to this newly “rejoined pool”, the DOC continued to employ its “restructuring ” and
“privatization” approaches from the 1993 GIA in order to countervail pre-privatization subsidies to

>Ld.

%2 Saarstahl, AG v. United States, 78 F. 3d 1539 (Fed. Cir. 1996), cited in British Steel plc 1995
Administrative Review, 61 Fed. Reg. at 58378.

%3 The Court of Appealsin its decision emphasized that the URAA has “profoundly changed the CVD
statute as of 1 January 1995". Saarstahl, 78 F. 3d at 1543 n.*.

>* Certain Hot Rolled Lead and Bismuth Carbon Steel Products from the United Kingdom 62 Fed.
Reg. 53306 (14 October 1997) [“ British Steel plc 1996 Administrative Review”] and Certain Hot Rolled Lead
and Bismuth Carbon Steel Products from the United Kingdom, 72 Fed. Reg. 18367 (15 April 1998) [* British
Steel plc 1997 Administrative Review”], attached as Exhibits EC-6 and EC-7 respectively.

%5 British Steel plc 1997 Administrative Review, 63 Fed. Reg. at 18369. See Exhibit EC-7.
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BSC that DOC found had “passed through” to UES in 1986 and remained there despite BSC's
privatization in 1988. DOC now found that these subsidies had “passed through” again, this time
back to British Stedl plc.

48. Rather than assessing whether there existed a benefit to British Steel plc, DOC chose to take the
existence of such benefits for granted, supporting this assumption with a 1993 countervailing duty
investigation involving a different product from the United Kingdom (“ 1993 Certain Seel from the
UK”).>® This investigation is attached as Exhibit EC-8. That decision was, once again, prior to the
entry into force of the ASCM. By relying on that DOC decison, DOC avoided examination of
whether BSC' s privatization eliminated pre-privatization benefits conferred on BSC or whether those
BSC benefits had “travelled” to British Steel plc, BSES, or UES. Rather, DOC again championed its
view that “[t]lhe URAA is not inconsistent with and does not overturn the Department’s 1993 General
Issues Appendix methodology”.”” DOC simply assumed the existence of a benefit to “British
Steel plc/BSESYUES’ and then calculated such benefits by applying, inter alia, findings from the pre-
ASCM 1993 Certain Sedl fromthe UK.

49. As in the 1995 Review, the DOC made no attempt in the 1996 or 1997 Reviews to examine or
explain how financia contributions to BSC before that company’s privatization had conferred
benefits, if any, on British Stedl plc, BSES, or UES. By its practice, DOC effectively disregarded the
effect both of BSC' s privatization and of the sales of former BSC assets at market prices. Instead,
DOC simply assumed the continuous existence of “benefits’ to private firms, relying entirely on pre-
Uruguay Round US legidation and US practice and ignoring the new requirements of the ASCM.
The result has been the imposition of countervailing duties on UES and British Steel plc attributable
entirely to prior financia contributions made to BSC.

1.  THE ECONOMICSOF PRIVATIZATION

A. How MARKETS VALUE COMPANIES AND WHY PRIVATIZATION IN AN ARM’S-LENGTH MARKET -
BASED SALE NECESSARILY EXTINGUISHES PRIOR SUBSIDIES TO THE STATE-OWNED FIRM

50. Although the European Communities submit that the concept of market vauation is both well
settled and intuitively obvious, it would appear appropriate to explain this term in greater detail. The
European Communities are of the view that when a private buyer purchases a company or assets
thereof in an arm’slength transaction at market value, the price paid necessarily values and
incorporates within the transaction any subsidy previously conferred. If the subsidy increases the
vaue of the company, so will it increase the price that the purchaser must pay. The payment of
market price thus necessarily precludes the notion that any “ benefit” would have “passed through” to
this new private owner as abasic matter of economics.®® We set forth below four examples.

51. Example 1. The first example is the smplest. Consider a person (“A”) who is given £100
through a government financial contribution. This £100 confers a “benefit” on A, as the recipient of

%6 Certain Steel Products from the United Kingdom, 58 Fed. Reg. 37393 (9 July 1993) (attached as
Exhibit EC-8), cited in British Steel plc 1997 Administrative Review, 63 Fed. Reg. at 18369 (Exhibit EC-7).

7 British Steel plc 1997 Administrative Review, 63 Fed. Reg. at 18369, citing British Steel plc 1995
Administrative Review, 61 Fed. Reg. at 58379.

%8 For afurther description of the valuation techniques described herein, see Elhanan Hel pman and Paul
R. Krugman, TRADE POLICY AND MARKET STRUCTURE (1994); Joseph H. Marren, MERGERS & ACQUISITIONS
A VALUATION HANDBOOK (1993); Robert W. Kolb and Ricardo J. Rodriguez, FINANCIAL MARKETS (1996);
Erich A. Helfert, TECHNIQUES OF FINANCIAL ANALYSIS(1972); O. Letwin, PRIVATIZING THEWORLD: A STUDY
OF INTERNATIONAL PRIVATIZATION IN THEORY AND PRACTICE (1988); Copeland, Long-Term Sources of Funds
and the Cost of Capital, in Altman, HANDBOOK OF CORPORATE FINANCE (1986). See generally United States -
Imposition of Countervailing Dutiesin Certain Lead and Bismuth Carbon Steel Products Originating in France,
Germany and the United Kingdom Report of the Panel (unadopted) at paragraphs 405-430 (attached as
Exhibit EC-9).
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the money. A then purchases a chair with the £100. He sdlls the chair to a unrelated purchaser, B, for
its fair market value, £100. This example shows that the “benefit” of the £100 has not in any sense
“passed through” to B. The government is £100 poorer and A is £100 richer, both before and after the
sale of the chair. B has not benefited at all. He has exchanged £100 for a chair which is worth that
amount.

52. Example 2: Assume the same facts as Example 1. However, the chair that A purchased for £100
is no longer worth £100, but instead has increased in value to £125. B purchases the chair for £125.
In this example, one readily sees that, like Example 1, no benefit has been conferred on B. A received
a benefit of £100 from the government, and made a profit of £25 due to the increased value of his
purchased asset, the chair. B has paid fair value for the chair, and the government is £100 poorer.

53. Example 3: Assume the same facts as Example 1, but the value of the chair after its purchase has
declined by £25. In this example, B buys the chair for £75, which is its fair market value. A benefits
by £100 from the government contribution. B does not benefit from the government contribution, and
the government has spent £100. The decline in market value does not benefit B, because the vaue is
market-based, i.e., afunction of the productive potential of the asset.

54. Example 4. Firm A is owned by the state and has received financial contributions for some years.
The company is valued at £100 million. Firm B, in the same industry, has the identical type of plant
and equipment, but has never received any government assistance. The two companies are put up for
sde in a competitive bidding process. The companies will have the same value to prospective
purchasers, and they should sdll for the same price. Thisis because arational purchaser is indifferent
between the two firms. The rational purchaser would not offer a higher price for Firm A than for
Firm B smply because the former had received a subsidy. Nor would a purchaser value FirmB at a
higher amount because it had never received any government assistance.

55. A subsidy benefits its recipient by conferring an economic advantage that the recipient would not
otherwise have enjoyed. At its most basic, an economic advantage must either enhance revenue or
reduce cost for the benefited firm. For example, a subsidy conferred to support research and
development results in reduced current operating cost and enhanced future revenue as the benefits of
the research are realized in new or improved products. A grant for new capita equipment, on the
other hand, reduces both the operating cost of depreciation and the capital cost of debt financing for
the recipient of the grant. Whether in the form of enhanced potential revenue or reduced cost, any
advantage is reflected in higher earnings, cash flow, and return on investment than would have been
realized in the absence of the benefit.

56. The prospect of enhanced future profits and cash flow is reflected in a company’s market value.
A publicly traded company’s market value is reflected in its market capitaisation, the share vaue
multiplied by the number of shares outstanding. For example, even after adjusting for differences in
the book vaue of equity, the market capitalisation of Microsoft is currently approximately five times
higher than that of General Motors. The market perception is that over time, even with lower sales
and fewer tangible assets, Microsoft's earnings will exceed those of General Motors. The higher
market capitalisation assures that, for a given level of risk, market returns are equalized among
available investments.

57. The principles of vauation are widely recognized. The value of a business is the net present
value of projected future cash flows. For publicly traded companies, equity markets value the shares
based on the combined perceptions of investors. For non-public companies, setting value is a matter
of accepted practice.

58. Investment bankers value companies for purposes of selling a controlling interest by discounting
projected future cash flows at a discount rate that reflects the probability that the cash flows will be
redlized (the “risk”). The higher the certainty of realisng the projected cash flow, the lower the
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discount rate and the higher the present value of the business. Investment bankers use a variety of
techniques to estimate value. Although the techniques vary, all are aimed at estimating future profits
and cash flow and the level of risk. However, the best test of the value of a company is the price that
an informed buyer and informed seller agree on in an arm’ s-length sales negotiation. The agreed
price will reflect the best possible measure of earnings potential of the business.

59. The benefit of a subsidy does not and cannot “pass through” to the buyer in an arm’ s-length sale
a fair market value, as we have seen from the examples above. For the benefit of the grants to Firm
A to “pass through” to the new buyer and thus not to be imbedded in the purchase price, it would be
necessary for our buyer to purchase Firm A at less than the market value of the company -- if, for
example, the state were to set the selling price of the business on a basis other than market value.
Only if the buyer pays less than market value would the benefit of the previous financial contribution
“travel” to the buyer. However, this cannot occur in an arm’s-length negotiation and sale at fair
market value. There, buyer and seller are properly focused on the earnings potential and market
replacement value of both the equipment and the work force.

60. If a company is purchased a arm’s length and for fair value, there is no economic basis for
claiming that the buyer, or the business or productive unit purchased, receives a “benefit” by virtue of
the pagt financial assistance that the seller received. To convey benefit, the seller would effectively
have had to sacrifice income by agreeing to a price lower than fair market value.

61. Therefore, the proper economic inquiry in consideration of whether benefit or advantage has
“passed through” to a buyer should be the degree to which the authorities consider that “market
vaue’ was paid. Such considerations include the fairness and transparency of the negotiation and
sales process and the adequacy of value received for the company based on commercially meaningful
criteria

62. The European Communities note that the vauation techniques set forth above are generaly
accepted practice in privatization and other business transactions. Indeed, the United States
Government employed these same vauation methods in its recent privatization of the formerly
government-owned US Enrichment Corporation (“USEC”). USEC is the leading US company in the
field of transforming natural uranium into enriched uranium fuel for nuclear reactors to produce
electricity.  Until 1998, the US Government owned USEC, which enriched uranium for both
commercid reactors and military uses. USEC and its predecessors were created and nurtured by
subsidies amounting to billions of dollars over more than 50 years.

63. In authorising the USEC privatization, the US Congress articulated a single overriding principle --
that the US Treasury obtain fair market value for this government-owned firm, with that price defined

»n 59

by the US Congress as the “the net present vaue of the company”.

64. The US Treasury met this requirement through an initial public offering of USEC shares® The
valuation of the firm is useful in validating the merit of the economic principles discussed above. The
valuation was conducted by JP Morgan, as financial advisers to USEC. JP Morgan was asked to
provide the US Congress with its independent valuation of the likely proceeds from such a public sae,
before Congress would agree to alow the US Government to sell the shares in USEC. JP Morgan
informed the Congress that USEC, which had received US Government benefits for decades, could be
vaued using the two industry standard methods for such valuations -- estimating the net present value

%9 42 U.S.C. 2297(d)(1); Pub. Law 102-486, §§ 1502(a)(1), (c)(2).

0 As JP Morgan informed the Congress, “[t]he IPO sales process is a well-established mechanism,
which, over along period of time, has proven successful at ensuring that both buyers and sellers receive a fair
price, given the underlying supply and demand for a Corporation’s securities’. Privatization of the US
Enrichment Corporation: Hearing on Serial 104-8 before the Subcommittee on Energy and Power of the House
Committee on Commerce (104th Congress, 1st Session) 61 (Statement of JP Morgan).
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of USEC's projected future cash flows and analysing the company’s financial performance versus
comparable, publicly traded firms. As JP Morgan informed the US Congress:

Our net present vaue calculations involved developing an independent assessment of
the future financial performance of USEC and discounting the resulting free cash
flow at an appropriate rate, reflecting investors required rates of return for a business
with the risk profile of USEC. . . . In developing our forecast of USEC's future cash
flows, JP Morgan performed extensive due diligence on al aspects of USEC's
business and finances. . . . The basis for an appropriate discount rate is a cost of
capital analysis performed to estimate the cost of both debt and equity for USEC. . . .

To confirm the net present value calculations outlined above, we also estimated
USEC's value usng a comparable trading multiples analysis. This technique
involved utilizing the key financial valuation multiples of publicly-traded companies
that we considered comparable to USEC. This involved determining the appropriate
ranges of Price-to-Cash Flow multiples that are applicable to USEC. . . . [T]he
comparable trading multiples technique will be the most important valuation
technique in any public offering of USEC’ s stock.®*

65. JP Morgan anaysed the vaue of USEC entirely without regard to the substantial government
benefits previoudy bestowed upon the state-owned firm, including benefits immediately before
privatization. 1f JP Morgan had considered these benefits relevant to valuing the company, it would
have discussed them in their valuation analysis, and prospective investors would have raised the issue.
This point is especialy important for USEC, which is a magor exporter of enriched uranium around
the world and would, if other WTO Members were to apply the US practice, be potentially vulnerable
to countervailing duty actions.

66. It istherefore plain as a matter of marketplace redlity that there exist generally accepted methods
for valuation of business concerns and that a buyer purchasing a firm valued pursuant to these
methods will be paying a fair market price. Whatever the past sources of a company’s value, a buyer
of that firm will enjoy no benefit if the buyer has purchased the company for fair market value as a
result of atransparent and army’ s-length privatization transaction.

67. We now turn to the application of these principlesin the context of the British Steel cases that are
the subject of this dispute.

B. THEBRITISH STEEL PRIVATIZATION

68. In this Section, the European Communities provide the Panel with argument regarding the arm’'s-
length market privatization of BSC. In particular, we wish to address the irrationality of the US
Department of Commerce's practice as applied in the BSC privatization. The DOC practice -- while
purporting somehow to measure the amount of “subsidies’ that “passed through” in a privatization --
lacks rational basis and produces wholly arbitrary results.®”

®11d. at 60.

%2 There are a number of fatal flaws in the DOC subsidies “methodology” which produce results that
are arbitrary and irrational. First, as afundamental matter, DOC takes no account of an arm’ s-length fair market
value transaction, considering its impact on the conferral of benefit “irrelevant”. Other such flaws include,
solely by way of example, (i) DOC’s simplistic assumption that the “purchase price” of a company includes
only cash paid, but not liabilities assumed (thus, “passing through” even more subsidies) and (ii) basing the so-
called “gamma’ calculation on equity, thus forcing gamma to vary depending on a company’s degree of
financial leverage (the mix of debt and equity) -- which, needless to say, is unrelated to subsidy. These
irrationalities are detailed in a simple example provided hereto as Exhibit EC-3.
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69. As st forth previoudly, in attempting to determine that previous subsidies “pass through” in a
privatization, the DOC purports to determine the portion of the privatized company’s purchase price
that is attributable to prior subsidies. DOC undertakes this apportionment by dividing the nominal
value of the privatized company’s subsidies by its net worth in the years preceding privatization and
then averaging the resulting ratios to compute a factor referred to as the “gamma’.  Without any
support from basic principles of economics, finance, accounting or accepted business practice, DOC
has declared that its self-derived “gamma’ reasonably represents the ratio of past subsidies to the
overdl value of the business. According to DOC, when the gamma factor is multiplied by the cash
portion of the purchase price, the result is the amount of subsidies that remain with the seller in the
privatization. Consistent with its apparent intent, this method seems unavoidably to find that the
majority of subsidies “pass through” to the purchaser.

70. DOC concluded, after thorough verification of relevant company and UK Government data, that
BSC was privatized at an arm’ s-length, fair market price. Yet the DOC determined that only a small
part of the subsidies received by BSC were left behind in the company’s privatization. In other
words, the purchase price of BSC would have to have been many times higher than its fair market
value for DOC to determine that subsidies did not “pass through” to British Sted/UES. The
additional payment over and above the market value of BSC would have been far in excess of the
entire residual value of subsidies the DOC itself claimed till existed at the time of privatization. On
its face, such an outcome is absurd and cannot be sustained.

71. The details of the British Steel case are as follows. Under the DOC methodology set forth above,
DOC found that BSC's “gamma’ in 1988 -- the year of the company’s privatization -- was 0.46. At
the same time, DOC recognized that the sales price of the company was £2,500 million. Accordingly,
DOC deemed British Sted plc, the private company, deserving of a*“credit” of £1,150 million (0.46 x
£2,500 million) against the unamortized amount of pre-privatization subsidies. The £1,150 million
credit was deemed to reduce the amount of the unamortized subsidies alegedly passed through to the
buyer.

72. Again using the actua example of British Sted, it is plain that under the DOC methodology, in
order for the fair market sale of BSC to have fully eliminated the alleged pass-through of benefits
conferred to that company, the purchase price in the 1988 privatization would have had to have been
much greater than its market value to extinguish all subsidies.

73. There is no rationa basis for an approach that requires such disparity between the amount of the
unamortized subsidies (.e., the present value of the future benefits from past subsidies to a prior
government-owned firm) and the value that unrelated purchasers are willing to pay for that company
in amarket value sales transaction.

74. The European Communities thus respectfully submit that the US approach is fatally flawed. This
flaw is caused by the United States' reluctance to conform its countervailing duty practice to US
ASCM obligations. We now turn to the procedural posture of this dispute and then to the
requirements of the ASCM in order to demonstrate that the ASCM mandates that countervailing
duties may not be imposed in circumstances where, as here, British Steel plc received no benefit from
any financial contribution provided to BSC prior to that company’s arm’s-length market value
privatization.

V. PROCEDURE

75. The US practices regarding the treatment of pre-privatization subsidies was the subject of a
GATT 1947 dispute settlement panel between the United States and the European Communities in
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1993.%* The pand’s report, adoption of which was blocked by the United States, is provided as
Exhibit EC-9.

76. As aresult of the continuing application by the United States of its illegal methodology during
reviews conducted after the entry into force of the ASCM, the European Communities requested
consultations with the United States on 12 June 1998 (Exhibit EC-10).*

77. The Consultations were held on 29 July 1998 in Geneva but did not lead to a satisfactory
resolution of the matter.

78. Accordingly, the European Communities requested the establishment of a Panel on 14 January
1999 in a letter to the Chairman of the Dispute Settlement Body (Exhibit EC-11).%°

79. At its meeting on 17 February 1999 the Dispute Settlement Body (DSB) established the present
Panel. The terms of reference, as contained in Exhibit EC-12, are the following:

To examine, in light of the relevant provisions of the covered agreements cited by the
European Communities in document WT/DS138/3 and WT/DS138/3/Corr. 1, the
matter referred to the DSB by the European Communities in that document and to
make such findings as will assist the DSB in making the recommendations or in
giving the rulings provided for in those agreements.

80. Brazil and Mexico have reserved their rights as third parties to the dispute.
V. LEGAL ARGUMENTS

81. After providing general comments on the object and purpose of the ASCM which are relevant to
this dispute (Section A), the European Communities establish below two distinct violations of the
ASCM. First, as demonstrated in Section B, the United States violates Article 10 ASCM in
conjunction with Articles 19, 1 and 14 ASCM by imposing countervailing duties on the imports of
privately-owned companies without first examining or establishing whether there exists any subsidy
relating to those imports.  Second, the United States also violates Article 19.4 ASCM by imposing
duties in excess of the amount of any subsidy found to exist, calculated per unit of the subject
merchandise (Section C). Following presentation of these arguments, the European Communities
illustrate their case by applying the requirements of the ASCM to the case of British Sted/UES
(Section D).

82. The EC legal argument may be summarized as follows. Article 10 ASCM requires that a WTO
Member take “al necessary steps’ to ensure that countervailing duties are imposed by its authorities
only in conformity with the terms of the ASCM. Most fundamentally, these include the requirement
of Article 19 ASCM that countervailing duties be assessed only if a subsidy exists within the meaning
of the Agreement. Article 1 ASCM limits “subsidy” to those instances in which a government has
made a “financia contribution” and a “benefit” is thereby conferred. Consistent with the context,
object, and purpose of the Agreement, countervailing duties may not be imposed in other
circumstances, and such duties, when authorized, may not be in excess of the amount needed to
“offset” any subsidy found to exist, under the terms of Article 19.4 ASCM. The extent of a“benefit”
conferred, if any, is determined by reference to market benchmarks, as required by ASCM Article 14.
Without receipt of advantage by comparison to that market benchmark, no “benefit” exists. A private
purchaser of productive assets at fair market value obtains no “benefit” by virtue of any prior financia

83 United States - Imposition of Countervailing Duties in Certain Lead and Bismuth Carbon Steel
Products Originating in France, Germany and the United Kingdom, Report of the Panel (1994) (unadopted).

% Document WT/DS138/1.

8 Document WT/DS138/3 and WT/DS138/3/Corr.1



WT/DS138/R
Page 66

contribution by a government to the former owner. By operation of basic economic principles, the
arm’ s-length market price includes the residual value of any prior financial contributions and ensures
that the purchaser will enjoy no advantage that may have accrued to the former owner prior to the
purchase. As such, the purchaser -- i.e., the company now manufacturing, producing or exporting the
merchandise under investigation -- enjoys no “benefit” from any prior government funding to another
unrelated party and has received no subsidy. Therefore, imposing countervailing duties under such
circumstances violates the ASCM.

83. In the next Section, the European Communities examine the purposes of countervailing duties,
demondtrating that, pursuant to the ASCM and Article VI of GATT 1994, such duties are designed to
offset any advantage enjoyed by imported merchandise, but to go no further, as the United States has
done in the cases in dispute before this Panel.

A. THE OBJECT AND PURPOSE OF THE ASCM ESTABLISH THAT COUNTERVAILING DUTIES MAY
OFFSET A SUBSIDY, BUT MAY GO NO FURTHER

84. The genera rules for interpretation of internationa treaty obligations are set forth in Article 31 of
the Vienna Convention on the Law of Treaties (“Vienna Convention”). Article 31.1 thereof provides,
in relevant part, that “[a] treaty shall be interpreted in good faith in accordance with the ordinary
meaning to be given the terms of the treaty in their context and in the light of its object and purpose”.

85. In the present dispute it is particularly important to bear in mind the structure of the ASCM as
context for the provisions to be examined, as well as the object and purpose of countervailing duties
as set forth in the ASCM. Therefore, the European Communities will first examine the context of the
ASCM and, in particular, the object and purpose of countervailing duties prior to considering relevant
legal provisionsin greater detail.

86. The introductory provison of Chapter V of the ASCM on countervailing duties is Article 10
ASCM, which provides:

Members shal take al necessary steps to ensure that the imposition of a
countervailing duty on any product of the territory of any Member imported into the
territory of another Member is in accordance with the provisions of Article VI of
GATT 1994 and the terms of this Agreement. Countervailing duties may only be
imposed pursuant to investigations initiated and conducted in accordance with the
provisions of this Agreement and the Agreement on Agriculture.

87. The purpose of countervailing duties is made plain by footnote 36 to Article 10 ASCM, which
provides:

The term “countervailing duty” shal be understood to mean a specia duty levied for
the purpose of offsetting any subsidy bestowed directly or indirectly on the
manufacture, production or export of any merchandise, as provided for in paragraph 3
of Article VI of the GATT 1994.

88. Article 10 ASCM incorporates into the ASCM the terms of Article VI of the GATT 1994. Article
V1 of the GATT 1994 provides, in pertinent part:

The term “ countervailing duty” shal be understood to mean a specia duty levied for
the purpose of offsetting any bounty or subsidy bestowed, directly or indirectly, upon
the manufacture, production or export of any merchandise.

89. The plain language of these provisions makes clear that under the ASCM countervailing duties
are “special” duties which may be assessed on imported merchandise “for the purpose of offsetting
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any subsidy bestowed” on such merchandise.®® The ordinary meaning of “offset” is clear: “[t]o set off
as an equivaent against something else; to balance by something on the other side or of contrary
nature’ > The concept is further illustrated by the French text of Article 10, which provides that
til 68

countervailing duties are designed to “neutraliser toute subvention accordée”.

90. The terms of the ASCM and of Article VI of GATT 1994 strike a careful and necessary baance.
They underscore that a Member may impose a countervailing duty that offsets (or “neutralizes’) a

subsidy, but may not go further. A Member may not impose such duties to more than offset a
subsidy.

91. While delineating appropriate conditions for the imposition of countervailing duties, Article VI of
the GATT 1994, as set forth above, aso expresdy provides that “no countervailing duty shal be
levied . . . in excess of an amount equal to the . . . subsidy determined to have been granted” * Article
VI confirms the interpretation that the imposition of a countervailing duty must be a measured
response, rationaly related to the subsidy conferring advantage to the manufacturer and/or exporter of
the relevant product and imposed only after such a subsidy isfirst found to exist.

92. Article 19.4 ASCM makes clear that this means that the amount of the countervailing duty may
not be “in excess of the amount of subsidy found to exist, calculated in terms of subsidization per unit
of the subsidized and exported product” .

93. It is therefore well established by the terms of the ASCM that when countervailing duties are
assessed in excess of an actua benefit conferred, they cease to “offset”, and rather themselves are
distortive. Countervailing measures in “excess’ of the subsidy enjoyed calculated in terms of
subsidization per unit of the subsidized and exported product contravene the ASCM. It is self-evident
that imposing countervailing measures in the absence of a subsidy violates the ASCM.™

94. Thus, the ASCM provides that WTO Members may redress the trade-distorting advantage of a
subsidy by means of an agreed remedy: the imposition of countervailing duties. However the ASCM
does not allow Members to impede trade by the imposition of countervailing duties in an excessive or
impermissible manner.

95. Therefore, consistent with the Vienna Convention rules of interpretation, the established purpose
for assessment of countervailing duties is to offset the advantage afforded imported merchandise by a
subsidy bestowed upon the manufacture, production or export of that merchandise. In accordance
with this purpose, the conditions which must be fulfilled for countervailing duties to be levied are:

the existence of a subsidy. The term “subsidy” is defined in Article 1 ASCM as comprising two
elements, a financia contribution by a government and a benefit which is thereby conferred. The

%6 (Emphasis added).

57 The Oxford English Dictionary, Oxford University Press (1971).

% This fundamental principle has been recognized in the United States for over two decades.
According to the United States Supreme Court, the purpose of the US countervailing duty law is “to offset the
unfair competitive advantage that foreign producers would otherwise enjoy from export subsidies paid by their
governments’. Zenith Radio Corp. v. United States, 437 US 443 (1978) (emphasis added).

% Article VI:3 GATT 1994. Seealso Article 19.4 ASCM, discussed below.

"® Two recent panel reports underscore this point. In Brazil — Export Financing Programme for
Aircraft, the panel wrote that “the object and purpose of the SCM Agreement is to impose multilateral
disciplines on subsidies which distort international trade”. Brazil — Export Financing Programme for Aircraft:
Report of the Panel, WT/DS46/R (1999) at paragraph 7.26. The Canada Aircraft panel noted that “the object
and purpose of the SCM Agreement could . . . be summarized as the establishment of multilateral disciplines‘on
the premise that some forms of government intervention distort international trade, [or] have the potential to
distort [international trade]’”. Canada - Measures Affecting the Export of Civilian Aircraft: Report of the
Panel, WT/DS70/R (1 999) [“ Canada Aircraft panel report”] at paragraph 9.119.
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most important element for the purposes of the present dispute is “benefit’, which must be
interpreted in accordance with Article 14 ASCM.

the subsidy must not have been “withdrawn” (Article 19.1 ASCM).

that “through the effects of the subsidy, the subsidized imports are causing injury”. This
requirement is found, inter alia, in Article 19.1 ASCM but does not appear relevant in the present
case and will not be considered further;

that countervailing duties are calculated “in terms of subsidization per unit of the subsidized and
exported product” at alevel no more than necessary to offset the subsidy (Article 19.4 ASCM).

96. We now turn to the first of these obligations and show that, by imposing countervailing duties
where no subsidy exists, the United States has violated its obligations under Article 10 ASCM to take
“al necessary steps’ to ensure that such duties are imposed only in accordance with the terms of the
ASCM.

B. THE UNITED STATES HAS VIOLATED ARTICLE 10 ASCM BY IMPOSING COUNTERVAILING
DUTIESWITHOUT HAVING ESTABLISHED THAT A SUBSIDY EXISTS

1. Introduction

97. In order for a Member’s practice to meet the requirements of Article 10, as set forth in Section A
above, the Member must take “all necessary steps’ to ensure that its imposition of countervailing
duties conforms to the requirements of the ASCM. To do otherwise is to fail to comply with the
express reguirements of Article 10.

98. Pursuant to this requirement, the ASCM clearly mandates that a Member make a threshold
determination of the “existence” of a subsidy before examining other ASCM requirements. Such a
determination must occur prior to and wholly distinct from later determining the amount of a
subsidy, for which it is a necessary condition precedent.”* This determination must be adequately
demonstrated and explained.

99. Consistent with the mandate of Article 10 ASCM, the fundamental requirement first to determine
that a“subsidy exists’ is adso found elsewhere in the ASCM, including Articles 19.1 and 19.4, and in
Article VI of the GATT 1994. Article 19.1 establishes that a Member may impose countervailing
duties only after making “a find determination of the existence and amount of a subsidy .. .” and
“unless the subsidy or subsidies are withdrawn”. The fact that a government recovers the residual
value of any subsidies that it has granted in the past through a fair market value and arm'’s length sale
of the assets of the previous beneficiary must be one of the means by which the subsidy can be
“withdrawn”. Article 19.4 ASCM requires that “[n]o countervailing duty shall be levied on any
imported product in excess of the amount of the subsidy found to exist ... .” (emphasis added).
Article VI:3 of the GATT 1994 sets forth the same obligation, requiring that “[n]o countervailing duty
shall be levied on any product . . . in excess of an amount equal to . . . the subsidy determined to have
been granted. . . .” (emphasis added).

™ As contextual interpretative support, Article 19.2 ASCM provides that the “decision whether or not
to impose a countervailing duty” and the “ decision whether the amount of the countervailing duty to be imposed
shall be the full amount of the subsidy or less” are left to the discretion of the Member. These distinct decisions
may only be made “where all the requirements for imposition have been fulfilled”.

2 See United States — Restrictions on Imports of Cotton and Man-made Fibre Underwear: Report of
the Panel, WT/DS24/R (8 November 1996) at paragraph 7.45; United States — Measure Affecting Imports of
Woven Wool Shirts and Blouses from India: Report of the Panel, WT/DS33/R (6 January 1997) at
paragraph 7.26.
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100. The necessary premise that a Member must first determine the existence of a subsidy is
confirmed in the recent panel report in Canada -- Measures Affecting the Export of Civilian Aircraft:

[T]the need to calculate the value of a subsidy only arises once the existence of the
subsidy, and therefore the “financial contribution ” and “benefit”, have been
established. . . . .“[B]enefit” must be established before the value of the alleged
subsidy may be considered. . . ."”®

101.  Thus, the terms of the ASCM, interpreted in accordance with their ordinary meaning and read
in the context of the object and purpose of countervailing duties as set forth in Articles 10, 19.1, and
19.4, require that Members “take all necessary steps’ to demonstrate the existence of a subsidy.
Consistent with this plain language, this inquiry must occur before a countervailing measure may be
imposed. A Member’s obligation in this regard cannot and does not end with a determination that an
unrelated party at some point in the past received a subsidy. It must be demonstrated as a result of all
available evidence that the party under investigation, whose goods are the ones subject to an offsetting
countervailing duty, was the recipient of a subsidy. This means that it must be demonstrated (not
arbitrarily assumed) that the party under investigation has either received itsdf a financia
contribution and a benefit, or has benefited from a financia contribution to a third party. By the clear
terms of the Agreement, caculating the amount or alocation of a “subsidy” may not take place
without first establishing its existence.”

2. A Member May Find That A “Subsidy” Exists Only When A “Benefit” is Conferred by a
“Financial Contribution” Within the Meaning of Article1 ASCM

102. In order to demondtrate that a “subsidy” exists within the meaning of the ASCM, it is
necessary by virtue of Article 1 ASCM to determine that there is a “financial contribution by a
government or any public body within the territory of a Member .. . and a benefit is thereby
conferred”.”

103.  The word “thereby” signifies a causal relationship between the financial contribution and the
benefit. The European Communities submit that a “financia contribution” made by a government to
a state-owned company cannot causally confer a“benefit” on a privately-owned buyer of assets which
once belonged to the state-owned company, where those assets were purchased on an arm’ s-length
basis at fair market value. In such circumstances, any “benefit” that was conferred on the previous
owner of those assets remains with the state-owned company. The United States refuses to accept this
position, instead “irrebuttably” presuming that a benefit automatically “travels’ with the assets and
“passes through” to the new owner. The European Communities cannot understand, and the
United States has never intelligibly explained, how this magical process occurs.

104.  To examine whether a “benefit” exists according to the terms of Article 1.1(b) requires an
examination of what congtitutes a “benefit” under the ASCM, and who is the recipient of any benefit
alegedly “conferred”.

a The Existence of a “Benefit”, If Any, Is Determined by Reference to
Market BenchmarksUnder the ASCM

'3 Canada Aircraft panel report at paragraph 9.116.
4 See text relating to the previous footnote.
> Article 1.1(a)(1); Article 1.1(b).
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105.  The ordinary meaning of the term “benefit” as used in Article 1.1(b) ASCM is “advantage”.”
A “benefit” to a person within the meaning of Article 1.1 does not exist unless “advantage” is

conferred on that person as the result of a government “financial contribution”.””

106. Article 14 ASCM provides relevant context for the interpretation of Article 1.1 (b),
particularly in assessing whether such an advantage is enjoyed as the result of a financia contribution.
It prescribes the methods by which an investigating authority shal calculate the “benefit to the
recipient conferred”, if any, as a result of a government financial contribution. Article 14 therefore
establishes that this calculation is necessarily bounded by assessing whether a commercially
meaningful advantage has been given to the firm under investigation. This analysis requires a
comparison of the terms of the financia contribution under consideration with those that would have
prevailed in the marketplace.

107.  Specificaly, Article 14 provides that a variety of financial contributions by a government
“shall not be considered as conferring a benefit” unless they are inconsistent with commercialy
meaningful benchmarks:

Article 14(a): “inconsistent with the usual investment practice. . . of private investors’;

Article 14(b): “a difference between the amount that the firm .. . pays on the government loan
and the amount the firm would pay on a comparable commercial loan which the firm could
actualy obtain on the market”;

Article 14(c): “a difference between the amount that the firm receiving the guarantee pays on a
loan guaranteed by the government and the amount that the firm would pay on a comparable
commercial loan”; and

Article 14(d): “the adequacy of remuneration shall be determined in relation to prevailing market
conditions’. (Emphasis added.)

108.  Therequirement that benefit be assessed by reference to the market is delineated clearly in the
recent panel report in Canada Aircraft:

In our view, the only logical basis for determining the position the recipient would
have been in absent the financia contribution is the market Accordingly, a financia
contribution will only confer a*benefit”, i.e., an advantage, if it is provided on terms
that are more advantageous than those that would have been available to the recipient
on the market.”®

109.  Further support for use of the market as the appropriate yardstick for measurement of benefit
is found in the recent panel report in Brazil — Export Financing Programme for Aircraft, which
underscores that in ng the existence of a benefit:

[O]ne should examine objective benchmarks . . . involving a comparison of the terms
of the financial contribution to a market benchmark reflecting the terms under which

’® See The Oxford English Dictionary, Oxford University Press (1971). See also Blacks Law
Dictionary, West Publishing Co. (6th Ed. 1990) (“ Advantage; profit; fruit; gain; interest”).

" This definition was recently adopted in the Canada Aircraft panel report, which noted that “[i]n
order to determine whether afinancial contribution .. . confers a ‘benefit’, i.e., an advantage, it is necessary to
determine whether the financial contribution places the recipient in a more advantageous position than would
have been the case but for the financial contribution”. Canada Aircraft panel report at paragraph 9.112
(emphasis added).

"81d. at paragraph 9.112 (emphasis added).
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the beneficiary of the financia contribution would be operating in the absence of the
government financial contribution. ™

110.  Accordingly, where a privately-owned company has purchased a company at fair market
vaue in an arm’s-length transaction, there can be no benefit conferred on the purchaser within the
meaning of the ASCM. A purchaser of a formerly state-owned assets at market value is not in any
way put in a more advantageous position in comparison to the market. Indeed, as explained in
Section |l above, a rationa purchaser is indifferent between purchasing a firm which previoudy
received financia contributions from a government and one which did not if the two firms have
equivalent market value. An advantage would be granted to a buyer only if it were to purchase the
firm at less than fair market value as the result of a seller favouring one of the bidders unfairly. In
order to determine that the new privately-owned company has obtained a “benefit”, a Member's
investigating authorities must prove that the current producer/exporter has obtained the assets under
circumstances inconsistent with commercial considerations.

b. A Benefit Must Be Conferred on the Company Whose Imports Are To Be
Countervailed Under the ASCM

111.  The European Communities submit that when the ASCM is interpreted in accordance with
Article 31.1 of the Vienna Convention, a “benefit”, as the term is employed in the ASCM, must be
conferred on the party whose imports may be countervailed.

112.  Article 10 makes clear that countervailing duties are for the purpose of offsetting subsidies
“determined to have been granted’® to “the manufacture, production or export of any
merchandise’ ®* The merchandise manufactured, produced or exported must be that of the party upon
whom a Member seeks to impose offsetting duties, or those duties will have no rationa relationship to
the very “benefit” they are meant to offset.

113.  Similarly, Article 19.1 egtablishes that, when undertaking the required examination of
“injury”, WTO Members shal examine whether “subsidized imports’ are the cause of the injury.
Such imports must, self-evidently, be the products under investigation, and it is only the firm
manufacturing, producing, or exporting such products that is subject to the CVD inquiry. These
provisions would make little sense if the examination of merchandise under investigation were
designed to focus on an unrelated company which does not produce the relevant merchandise.®”

114.  This postion is supported by the available preWTO case law. In United States --
Countervailing Duties on Fresh, Chilled and Frozen Pork from Canada, the panel adopted an
equivalent approach finding that the United States could not irrebuttably presume that a subsidy
conferred on pig farmers necessarily benefited pork, the product under investigation.®® Similarly, and
even more pertinently for the present case, the pand in United States - Imposition of Countervailing
Duties in Certain Lead and Bismuth Carbon Seel Products Originating in France, Germany and the
United Kingdon?* considered that

9 WT/DS46/R (1999) at paragraph 7.24 (emphasis added). The panel emphasized that Article 14
ASCM requires use of the market benchmark in all countervailing duty cases other than those involving a
presumption of serious prejudice under Article 6.1(a) ASCM.

8 Article VI:3 GATT 1994.

81 Article 10, footnote 36 (emphasis added).

82 We note that the recipient of the relevant financial contributions, BSC, has not produced steel since
1986.

83 United States -- Countervailing Duties on Fresh, Chilled and Frozen Pork from Canada: Report of
the Panel, DS7/R-B | SD 38S5/30 (11 July 1991) at paragraphs 4.6 and 4.9.

84 Cited in Section I11 above.
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the fundamental legal requirement in light of which the consistency of this “pass
through” anaysis with the Agreement had to be examined was the rule, reflected
inter alia in Article 1, footnote 4, that a determination of the existence of subsidy
bestowed on the production of the merchandise was a necessary condition for the
imposition of a countervailing duty on the importation of that merchandise.®

(The footnote 4 to Article 1, to which that panel was referring was that in the Tokyo Round Subsidies
Agreement which corresponds to footnote 36 of Article 10 of the ASCM referred to in Section A
above)

115. The pand in that case was following exactly t he approach advocated by the European
Communities — that a subsidy must be shown to have been bestowed on the production of the
merchandise subject to the countervailing duty action. It necessarily follows from this that a subsidy
conferred on a person that is not producing the goods subject to the proceeding cannot be deemed to
be bestowed on those goods without any demonstration, as was and till is done by the United States.

116.  If, as the United States has set forth in the countervailing duty determinations before this
Pandl, Article 1.1(b) requires no finding of any benefit to the company whose products are under
investigation even when it is clear, as here, that advantage was bestowed only on an unrelated prior
owner, then the ASCM would have to be read to endorse countervailing duties on companies that no
longer produce the subject “merchandise” or “imports’. Consistent with the object and purpose of
countervailing duties as set forth, inter alia, in Article 10, this cannot be a proper interpretation of the
ASCM or of GATT 1994.

3. Conclusion

117.  In sum, the benefit requirement of Article 1.1(b) mandates, as a prerequisite to imposition of
countervailing duties, that government authorities determine that a benefit is conferred that puts a
company under investigation and its products “in a more advantageous position than would have been
the case but for the financia contribution”.®® Absent an advantage resulting from a financial
contribution, there is no “benefit” conferred and therefore no “subsidy” that may be countervailed.
Imposing countervailing duties where no subsidy exists violates the terms of Article 10 ASCM asread

in conjunction with Articles 19, 1, and 14 thereof.

118.  Inthe next Section, the European Communities demonstrate that the US practice also violates
Article 19.4 ASCM.

C. THE United States VIOLATES ARTICLE 19.4 ASCM BY IMPOSING COUNTERVAILING DUTIES IN
EXCESS OF THE AMOUNT OF SUBSIDY

119.  Asthe European Communities have set forth above, it is impermissible under the ASCM to
deem an unrelated purchaser of aformerly state-owned enterprise to have received a subsidy solely on
the basis that subsidies previoudy bestowed upon that enterprise automatically “pass through” to the
purchaser, notwithstanding the fact that the enterprise was sold at arm’s length for fair market value.
However, even if the US assumption of the existence of a subsidy were permissible, the amount of
any subsidy calculated must necessarily be zero when measured against the requisite market
benchmark. As a result, the United States violates Article 194 ASCM when it imposes
countervailing duties on the products of such an unrelated private purchaser with respect to pre-
privatization subsidies.

120.  Article 19.4 of the ASCM requires that:

8 See paragraph 420.
8 Canada Aircraft panel report at paragraph 9.112 (emphasis added).
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No countervailing duty shall be levied on any imported product in excess of the
amount of the subsidy found to exist, calculated in terms of subsidization per unit of
the subsidized and exported product. (Emphasis added).

121, The requirement of Article 19.4 is a re-expostion of the terms of Article VI of the
GATT 1994 which, in pertinent part, provides.

No countervailing duty shal be levied on any product of the territory of any
contracting party . . . inexcess of an amount equa to the estimated bounty or subsidy
determined to have been granted, directly or indirectly, on the manufacture,
production or export of such product in the country of origin or exportation . . . .
(Emphasis added).

122.  The requirement that a Member not impose countervailing duties in amounts above what is
grictly necessary to offset a subsidy is adso set forth in Article 21.1 ASCM, which provides, in
relevant part, that “a countervailing duty shall remain in force only as long as and to the extent
necessary to counteract subsidisation ... (emphasis added)®” This requirement to diminate
countervailing duties where subsidy no longer exists underscores the required rationa relationship
between the amount of a subsidy and the level of countervailing measures. Similarly, Article 21.2
ASCM specificdly calls on investigating authorities to examine the need for the *“continued
imposition of the duty”. In particular, interested parties shal have the right to request authorities to
examine “whether the continued imposition of the duty is necessary to offset subsidization” (emphasis
added).

123.  Further contextua support for this requirement that countervailing duties may not exceed the
amount of a subsidy is found in the last words of Article 19.1 ASCM, which provide that a
countervailing duty may not be imposed where “the subsidy or subsidies are withdrawn”. Clearly, no
countervailing duty is needed to neutralize a withdrawn or no longer existing subsidy, and hence any
countervailing duty imposed would be in excess of that allowed to offset “ subsidy”.*®

124.  Thus, in conformity with the context, object, and purpose of the countervailing duty rules, as
set forth in Section A above, Article 19.4 and Article VI of GATT 1994, read in conjunction with
Article 21.1, 21.2 and 19.1, establish that Members must ensure that trade is not impeded by
imposition of countervailing duties at a level more than necessary to offset the benefit enjoyed by
such imported merchandise.

125.  The European Communities submit that the US privatization practice violates US obligations
under Article 19.4 ASCM because the countervailing duties are imposed at levels in excess of those
needed to “offset” any subsidy bestowed directly or indirectly upon the manufacture, production or
export of subject merchandise.

126. Itissdf-evident that a requirement that countervailing duties not be in “excess of the amount
of the subsidy found to exist” requires a threshold determination of the “amount of the subsidy”.
Under the terms of Articles 1 and 14 ASCM, and as set forth in Section B above, a determination of
the “amount of subsidy” necessarily requires a measurement of the amount of “benefit” conferred.
This requires comparing the terms of the financial contribution at issue with those that would have

87 See also Article 21.4 ASCM which applies the evidence requirements of Article 12 ASCM to
Article 21 reviews.

8 |t is difficult to conceive of what more a government may do to withdraw a subsidy than to privatize
astate-owned entity in atransparent process at arm’ s length for fair market value.
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prevailed in the marketplace absent the subsidy. The European Communities would emphasize that
this comparison must be made by reference to a market benchmark.

127.  Pursuant to the requisite analysis under Article 14 ASCM, the European Communities submit
that a private purchaser of a company or productive assets thereof at fair market value obtains no
benefit from subsidies granted to the seller.  Any benefit stream established for the purposes of
allocating the benefit granted to the previous owner ceases to apply. Put differently, consistent with
the market benchmark established in Article 14 ASCM, the price paid in an arm’ s-length transaction
isequal to the fair market value. Hence, the “amount of the subsidy” is zero, and, sdlf-evidently, there
can be no “subsidization per unit” of the product under investigation. However, as the European
Communities have shown in Section I.A above, the United States employs an self-derived formula
which provides arbitrary and unreasonable results to alocate an amount of subsidy to a purchaser of
assets and thus to its products exported to the United States.

128.  As aresult, the United States violates Article 19.4 ASCM when, as here, it imposes and
maintains countervailing duties on the products of such private purchasers.

129,  We now turn to further examination of the requirements of the ASCM as applied to the facts
of the dispute before this Pandl.

D. APPLICATION TOBRITISH STEEL/UES

130. The central issue in this dispute is whether there exist subsidies to UES, and in turn British
Steel plc, from financia contributions made to state-owned BSC, considering that, as the
United States has itself found®, UES purchased the specidity steels division of BSC in an am's-
length transaction at fair market value and further considering that BSC was subsequently privatized
at am'’s length for fair market value. By the plain terms of the ASCM, no such subsidy exists.
Therefore, the imposition and maintenance of countervailing duties on the products of UES and
British Stedl plc on such basis by the United States is in violation of Articles 10 and 19 of the ASCM,
read in conjunction with Articles 1 and 14 thereof.

131.  The European Communities acknowledge that a“financia contribution” was made by the UK
Government to BSC. The European Communities further acknowledge that such financia
contributions benefited BSC in the past and congtituted “subsidies’ to that firm.**

132.  The European Communities contend, however, that such prior contributions are not
“subsidies’ in the cases that form the basis for the dispute before this Panel, because they confer no
“benefit” on UES or British Stedl plc, the companies whose products are subject to the relevant US
CVD determinations and whose imports into the United States are being assessed countervailing
duties. Neither of those companies received a financia contribution from the UK Government.
Rather, in arm’ s-length market-based transactions, they simply acquired part (UES) or al (British
Steel plc) of another company (BSC) that had previoudy received a subsidy.

133.  The record of the Leaded Bars determinations before this Panel makes clear that the
United States explicitly and repeatedly has refused to enquire as to whether a benefit, and therefore a
“subsidy”, was conferred on British Stedl plc or UES, much less to demonstrate that such a benefit
was actualy conferred. Rather, the United States improperly assumed such a benefit was conferred
by stating that a previous contribution to BSC “passed through” to UES and British Stedl plc without
demonstrating the “pass through” as an economic redlity or explaining the nature of the “pass

89 See Section 1V.B.2(a) above; Canada -- Measures Affecting the Export of Civilian Aircraft, at
paragraph 9.112; Brazil — Export Financing Programme for Aircraft, at paragraph 7.24.

9 See footnotes - and accompanying text above.

91 BSC last produced steel in 1986.
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through” by reference to the ASCM or to any commercia or market benchmark. Then, treating the
payment of a fair market price as “irrdlevant” to its analysis, the DOC simply applied its self-derived
formula in purporting to “allocate” the value of previous financia contributions between BSC, on the
one hand, and UES and British Stedl plc, on the other.

134.  While this approach may be administratively convenient for the United States investigating
authorities, the “pass through” methodology and the “irrebuttable presumptions’ described in Section
| above that it entails are not an acceptable surrogate for adhering to the plain requirements of the
ASCM.**  Allocation of a subsidy is not permissible under the ASCM prior to establishing that a

subsidy exists.

135. The United States has never established the existence of an Article 1 “subsidy” to British
Steel plc/UES because the economic redity of an arm’s-length transaction for fair market value
mandates that it cannot be established. By definition, a purchase at fair market value necessarily
includes the residua value of any remaining subsidies at the time of the sale.

136. Contrary to US obligations to the European Communities under the ASCM, countervailing
duties have been levied on UES and, in turn, British Stedl plc that go beyond “ offsetting” any subsidy
bestowed directly or indirectly upon the manufacture, production or export of subject merchandise by
those companies.

137. TheUS Leaded Bars determinations violate the United States' Article 10 ASCM obligation to
“take al necessary steps’ to ensure that countervailing duties are imposed on imported products only
in accordance with the requirements of the ASCM. ASCM obligations include the Article 19
requirement to determine that a subsidy “exists’ prior to levying a countervailing duty and making
that determination by virtue of the Article 1 definition of the term “benefit”, as measured by the
market standard set forth in Article 14. For these same reasons, the United States has also violated its
Article 19.4 ASCM obligation to ensure that countervailing duties not be imposed in excess of the
amount of the subsidy found to exist; here, the “amount of the subsidy” pursuant to the Article 14
ASCM market benchmark is plainly zero.

138. By failing to comply with its ASCM obligations in the foregoing respects, the United States
has done precisely what a WTO Member may not -- it has imposed duties going beyond what is
necessary for the purpose of countervailing a “subsidy”, as that term is set forth and properly
understood in the ASCM, and has maintained these duties following several administrative reviews.
The result of these duties has been to distort international trade unfairly and penalize European firms
impermissibly.

V1. CONCLUSION

139.  For the foregoing reasons, the European Communities respectfully request that the Panel find
that by imposing countervailing duties on leaded bar imports from the United Kingdom in the 1995,
1996, and 1997 administrative reviews, the United States has violated:

ASCM Article 10, as read in conjunction with Articles 19, 1, and 14 ASCM and Article VI of
GATT 1994, by imposing countervailing duties where no subsidy exists; and

ASCM Article 19.4 by levying countervailing duties on imported products in excess of the
amount of any subsidy found to exist under the terms of the ASCM.

92 The United States has claimed that its privatization rules are justified by a desire to ensure that firms
do not engage in sham change of ownership transactions in an effort to escape the appropriate application of
countervailing duties. See, e.g., 1992 Investigation at 6240. This argument is irrelevant to the dispute before
this Panel, as, by definition, it has no application to bona fide arm’s length sales at fair market value.
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140. In so doing, and in particular by applying its illegal policy to the exports of leaded bars
produced by British Steel/ UES in the UK, the United States has nullified and impaired benefits
accruing to the European Communities under the WTO Agreements.

141.  The European Communities further request that the Panel recommend that the United States
immediately bring its measures into conformity with its WTO obligations.
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ATTACHMENT 1.2

ORAL STATEMENT AND CONCLUDING STATEMENT
OF THE EUROPEAN COMMUNITIES
DURING THE FIRST SUBSTANTIVE MEETING WITH THE PANEL

(Geneva, 15 June 1999)
2. Introduction
1 Mr. Chairman, distinguished Members of the Panel. The Community wishes to thank you for

taking on thistask. It also wishes to thank the WTO Secretarial Staff.

2. The EC's statement will briefly highlight the main points which were made in the EC's First
Written Submission. However, the EC would aso like to take this opportunity to offer some
preliminary remarks regarding the US First Written Submission, while reserving the right to provide
more detailed comments in the EC's Second Written Submission.

3. The Community will not repeat in detail the arguments which it has aready made in writing. If
the Panel has questions on the content of these arguments, the Community would be pleased to
respond to those questions either orally today, or otherwise -- as soon as possible -- in writing.

4. The EC's presentation today will be structured as follows :

5. Firgt, the EC will explain the fundamental economic logic of its arguments, which are strongly
supported by basic economic principles. The EC will aso set out why the US practice, if applied by
al WTO Members, constitutes a serious risk to international economic order and the WTO system.

6. Second, the EC will set out briefly why the US has violated Articles 10, 19:1 and 19:4 Subsidies
Agreement.

7. Then -- turning to the US legal argumentation -- the EC will address selected serious flaws and
misstatements in the US First Written Submission, including:

Firgt, the inappropriate reliance by the US on rulings by its own national courts.

Second, the relevant standard of review for this dispute, which cannot be based on
Article 17:6 Anti Dumping Agreement.

Third, the false characterization of the EC position by the US, which has incorrectly
asserted that the EC relies on a so-called “use and effects’ test.

Fourth, the inaccurate assumption by the US that the Subsidies Agreement alows it
to make irrebuttable presumptions that the benefits of an subsidy to a state-owned
company flow automatically to the new owners of productive assets after an arm's
length fair market value privatization, without any demonstration of any benefit being
received by the privately owned company. The Subsidies Agreement does not allow
for such an extreme position.

Fifth, the US assertion that a “subsidy recipient” can somehow be productive assets
themsalves. Thisisnot correct:  the only beneficiary of the subsidy can be the owner
of the productive assets, i.e. a*“lega person”.

Sixth, the fact that the US claims that the object and purpose of the Subsidies
Agreement and countervailing duties is to ‘deter” subsidisation. This punishment
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theory of countervailing duties, which serves, in part, as the US judtification for
imposing countervailing duties on companies for which it has never demonstrated
even the smple receipt of a benefit, is bluntly wrong:  the Subsidies Agreement
makes clear that the exclusive purpose of CVDsisto “offset” subsidies.

8. Findly, the EC will briefly address the US reliance on Article 27:13 Subsidies Agreement as well
astheirrelevance of EC State Aid rules.

3. Economic consider ations

9. In the case before this Panel, the US has irrebuttably presumed that the private company which
purchased specialty stedl assets at arm's length for fair market value somehow benefits from
subsidies provided to the former state-owned company. As a matter of basic economics, this is
untenable. In defense of its pogtion, the US smply argues that it is entitled under the Subsidies
Agreement to draw this conclusion in the face of al available evidence, by refusing, as a matter of
state policy, to even consider the relevant economic facts prior to imposing countervailing duties
which are meant, under the explicit text of the Subsidies Agreement, to “offset” concrete benefits.
These facts lead to the inevitable conclusion that no benefit to the new owner of productive assets
survives.

10. Both the EC and Brazil have aready offered the Panel extensive written comments and examples
on why this US practice ignores the economic redlities of arm’ s-length privatizations. When a private
buyer purchases the productive assets of a company in an arm’s-length transaction at market value,
the price paid necessarily values and incorporates within the transaction any subsidy previoudy
conferred. If the subsidy increases the value of the company, so will it increase the price that the
purchaser must pay in afair market value transaction. The payment of a market price thus necessarily
precludes the notion that any “benefit” would have “passed through” to this new private owner as a
basic matter of economics. Simply put, markets value companies efficiently, including any remaining
value of prior government financial contributions. This is not open to serious economic dispute and
the US offers none -- the fair market value purchaser receives no benefit from a subsidy provided to a
former state owned enterprise in such a situation.

11. It isthis economic logic on which the EC argumentation is based. It is this economic logic which
is supported by Brazil and Mexico, the Third Parties to this dispute. It is this economic logic which
the US itself applies in other areas of its countervailing duty practice and which it earlier applied in
privatization treatment prior to the ingtitution of its current impermissible practice in 1993. It is this
economic logic which is confirmed by a noted international economist in the US who has directly
addressed the issue.

12. Professor Richard N. Cooper, Professor of International Economics at Harvard University and
former Under Secretary of State for Economic Affairsin the United States has written a short analysis
for the US “Consumers for World Trade.” They recently published the text of his analysis on the
Internet and the EC submits this paper today as Exhibit EC-13. Let me quote from Professor Cooper's

paper :

"[t}he DOC deems the issue of whether or not the sale of a state-owned company was
for fair market vaue irrelevant to its calculation of CVD's on the merchandise of the
now-privatized company. From the perspective of analysing whether any benefit is
enjoyed by the privatized company, however, this inquiry is the most fundamental
issue. As stated above, competitive bidders will make a full assessment of the
expected economic value of the firm, and will bid accordingly. Thus they will pay in
full for any economic benefit remaining with thefirm If a bidder failed to do so, he
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would leave value on the table and lose the bid to another bidder who took such value
into hisbid* "

13. Therefore, when determining whether or not a benefit has "passed through" to the buyer, the
conditions surrounding the purchasing price should be examined, so as to verify whether or not a fair
market value was paid. In other words, apart from simply noting the level of the purchasing price, as
USDOC does under its methodology, a separate examination is needed if a privatization takes place.
USDOC conducts what it terms an "investigation” when it applies its contested methodology, but
clamsit is dlowed to refuse to examine the very conditions of the purchase, which isin view of the
EC, Mexico, Brazil, as well as Professor Cooper, afatal error, and which is the main reason why we
are here today.

14. Interestingly, when evaluating upstream subsidies, the US considers the fair market price quite
relevant. It examines and verifies whether or not a fair market price is paid.** For example, when
meat would be purchased by pork producers from subsidized swine producers (as in the Pork case™),
the US would now determine whether the swine producers would have sold their raw materia for a
price which was lower than the fair market price, thereby “ passing on” a benefit to the pork
producers.

15. However, the US explicitly refuses any examination or analysis of the conditions of a sde in the
framework of privatization. According to the US such analysis is not relevant. It says so clearly in
the General Issues Appendix :

"Given the Departments methodology [...] concerns regarding whether or not the
sde [...] was at fair market price are irrelevant."*

16. As demonstrated before, this postion is untenable, arbitrary and economically irrational.
Therefore, this refusal to examine whether or not the sale of a government-owned company was
executed for a fair market price cannot be considered “reasonable’, as USDOC clams in its pre-
Subsidies Agreement General 1ssues Appendix that it continues to apply to this day. *’

4. USpractice has negative effect on privatization efforts throughout the world

17. In addition to its serious legal and economic errors, the US approach has a significantly negative
effect on privatization efforts throughout the world, as Brazil and Mexico correctly note. If the US
approach were to be applied by al WTO Members, it would without doubt deter those governments
which are considering privatizing state-owned companies from doing so, by unfairly punishing the
company and its exported products with "countervailing” duties in the complete absence of any
countervailable benefit to offset. Such a policy would be contrary to an efficient world economy and
would be an incentive to keep subsidized state-owned enterprises in place, or at least significantly
impede privatizations by raising the price to be paid for such companies by an artificid US penalty
assessment, thus effectively requiring purchasers to pay an amount above and beyond what the market
justifies. As Professor Cooper notes in his analysis of the current US practice:

"U.S. countervailing duty practice ensures that countervailing duties will be assessed as financid
penalties on privatized firms that enjoy no economic benefit from government contributions provided

93 Emphasis added.

9 See Section 771A of the URAA and Section 351.523 of the final USDOC CVD regulations which
govern treatment of upstream subsidies by the USin CVD investigations.

% After the US lost the Canada Pork Case (United States - Countervailing Duties on Fresh, Chilled and
Frozen Pork From Canada, Report by the Panel adopted on 11 July 1991, DS7/R, BISD 385/30), the US was
obliged to changeits policy.

% Fed. Reg. at 37264. See also footnote 36, US First Written Submission. Emphasis added.

9 Fed. Reg. at 37263. See also US First Written Submission, at paragraph 52.
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to state-owned predecessors. In these situations, the US is not countervailing any economic benefit
conferred on goods crossing our borders. The practice must be seen as purely protectionist on behalf
of US domestic firms in competition with the newly privatized firms.*®

18. The EC is of the opinion that the US practice is contrary to the free world trade order. It should
not be followed by other WTO Members and should be abandoned by USDOC immediately. The EC
has provided the Pand with a number of legal arguments which demonstrate that the US is not only
pursuing an economic policy which is flawed, but also that it violates the Subsidies Agreement. The
EC will now set out in summary form the lega arguments which it set forth in its First Written
Submission.

5. EC Legal Arguments

19. The US, by imposing countervailing duties on leaded bar imports from the UK in the 1995, 1996
and 1997 administrative reviews, has violated the Subsidies Agreement in two respects :

1. the US violates Article 10 Subsidies Agreement in conjunction with Articles 19, 1 and 14
Subsidies Agreement by imposing countervailing duties on the imports of privately-owned
companies without first examining or establishing whether there exists any subsidy relating to
those imports.

2. theUSaso violates Article 19:4 Subsidies Agreement by imposing duties in excess of the amount
of any subsidy found to exigt.

Let me set out these two claims in more detail.

20. Firdt, Article 10 Subsidies Agreement requires WTO Members to ensure that CVD's are imposed
only in conformity with the terms of Article VI GATT 1994 and the Subsidies Agreement. Footnote
36 to this key provision sets out clearly that CVD's may only be imposed for the purpose of
“offsetting” a subsidy. Furthermore, Article 19:1 Subsidies Agreement requires that a Member
determine the "existence" of a subsidy, as defined by Article 1 Subsidies Agreement. The extent of the
"benefit" considered to be conferred, if any, may not exceed certain market benchmarks set out in
Article 14 Subsidies Agreement. If there is no advantage by comparison to that market benchmark,
no "benefit" can exist. As explained earlier, if a government-owned company is purchased a arm's-
length for a fair market value, then the price necessarily includes the residua vaue of earlier
subsidies. Therefore, the company enjoys no advantage or "benefit* from any prior government
funding. The burden of proof, therefore, lies with the investigating authorities to show that a benefit
accrues to the new owner of the productive assets following privatization. Imposing CVD's without
such an examination violates the Subsidies Agreement.

21. Second, Article 19:4 Subsidies Agreement provides that CVD's may not be "in excess™ of the
amount needed to offset any subsidy found to exist. Therefore, if the US imposes CVD's on the
products of an exporter which has not received a "benefit”, the amount of the CVD must necessarily
be zero. Therefore, the continuation of any CVD level after privatization at arm’s length is by
definition a violation of Article 19:4 Subsidies Agreement. This provision should be read in context
with Article 21 Subsidies Agreement, which sets out rules regarding the duration and review of
CVD's. If, a the time of areview (which the USis required to do either on its own initiative or upon
request by any interested party) USDOC were to find that a subsidy no longer exists, and it
nevertheless continued to require duties to countervail a no-longer-existing benefit, it would be acting
in violation of the Subsidies Agreement. It is thus clear that current production or merchandise must
be benefiting from subsidies in order for CVD's to be imposed on current imports.

%8 Emphasis added.
9 See also Article VI GATT 1994.
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22. These are the main legal considerations on which the EC has based its First Written Submission.
The US has failed to counter these arguments. The EC will now deal with six of the more important
factual and legal errors made by the US in its first written submission and address each of them in
turn.

6. Pane cannot rely on interpretations made by US Courts

23. Firgt, the US relies heavily in its First Written Submission on interpretations given by US courts.
The US suggests that these courts have repeatedly affirmed the conformity of USDOC practice with
the Subsidies Agreement'® and that their judgments would therefore be useful for the Pand. Mr.
Chairman, this is not the case. The Panel should refrain from drawing any conclusions from
judgments by US courts, for the following reasons.

24. The Department of Commerce acts under delegated authority from Congress in administering the
US countervailing duty laws. Therefore, any analysis by a US court concerning how USDOC treats
the issue of privatization and the extinguishment of countervailable subsidies must be addressed in the
context of Congress’ intent in its enactment of the US Uruguay Round Agreements Act. From a US
court’s perspective, in exercising its discretion in implementing the change-of-ownership provision in
the Uruguay Round Agreements Act, USDOC must do so in faithful observance of its Congress
intent. The Subsidies Agreement is irrelevant to the reviewing court.®* The US Supreme Court has
established the standard of review of an agency’s (e.g. USDOC's) interpretation of a statute entrusted
to its administration to be as follows:

[i]f the intent of Congress is clear ... the court .. mugt give effect to the
unambiguoudy expressed intent of Congress. If, however, ... the statute is silent or
ambiguous with respect to the specific issue, the question for the court is whether the
agency’s answer is based on a permissible construction of the statute.**

25. Thus, if the court finds that Congress has not expressed itself unambiguously, the court is asked to
determine merely whether the agency’s interpretation of the Congressiona dtatute is merdy
reasonable. Thus, the US assertion that its court decisions "represent an independent interpretation”
of the US CVD law and the Subsidies Agreement is, at best, disingenuous. Under Chevron, the courts
do not render an independent interpretation.

7. USappliesinappropriate standard of review

26. Second, very closaly linked to this issue is the US argument that the Panel should somehow apply
the standard of review which was set out in Article 17:6 of the Anti Dumping (AD) Agreement, which
expressly states that permissible interpretations should be deferred to. Mr. Chairman, this suggestion
is not new and has aready been rejected by the Appellate Body in Hormones.**®

27. Interestingly, in that case the US argued against the use of Article 17:6 outside the framework of
the Anti Dumping Agreement. The US is on the record® as stating that "the Decision on Review of

100 See US First Written Submission, at paragraph 61.

101 The Uruguay Round Agreement is non-self executing under U.S. law and thus had no domestic
force absent congressional enactment of the URAA.

192 Chevron U.SA,, Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837, 842-43, 104 S.Ct.
2778, 2781-82, 81 L. Ed. 2d 694 (1984) (footnotes omitted) (emphasis added).

103 Report by the Appellate Body on'EC Measures Concerning Meat and Meat Products' (Hormones),
WT/DS26/AB/R, WT/DS48/AB/R, 16 January 1998, at paragraph 119. Even though this dispute concerned the
application of Article 17:6(i) AD, there is no reason why a different reasoning should apply to the application of
Article 17:6(ii) AD.

104 Report by the Appellate Body on'EC Measures Concerning Meat and Meat Products' (Hormones),
WT/DS26/AB/R, WT/DS48/AB/R, 16 January 1998, at paragraph 42.
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Article 17.6 of the Agreement on Implementation of Article VI of the General Agreement on Tariffs
and Trade 1994 shows that Members have yet to decide if the standard of review set out in Article
17.6 of the Anti-Dumping Agreement is capable of general application.”

28. It is clear that, if the negotiators had wanted to impose a similar standard of review as set out in
Article 17:6 AD Agreement on the Subsidies Agreement, they could have done so. The fact that they
did not do so makes it obvious that they did not want a similar standard to apply to the Subsidies
Agreement.

29. Finally, regarding the US argument that the Panel should apply the identical standard of review in
a case concerning countervailing duties as in cases concerning anti dumping duties because a
Declaration requires “ consistent resolution™'®, the EC would make the following points

The Declaration is not addressed to panels asit is not a covered agreement;

The Declaration was made in conjunction with the Decision on review of Article 17:6
and isin the nature of areminder to the Members when they review the application of
Article 17:6 to consider the desirability of consistent rules

Members have not seen fit so far to modify the Agreementsin this respect.
8. No"useand effects’ test

30. Third, the US on numerous occasions misrepresents the EC’ s position as requiring an examination
into the use and effects of subsidies'®, i.e. looking what happens with the capital injection once it is
made: is the money used to organize a one-off grand party for the company's employees or is it used
to purchase the latest technology machinery?

31. Members of the Pand, the US has offered a fundamental mischaracterization of the EC position.
The answer to the question whether today's production by a privatized company "benefits' from any
subsidies received by a pre-privatized state-owned company does not necessitate an econometric
analysis of the effects of subsidies, or an analysis of the uses of the subsidy funds. The EC asks the
Member which imposes the CVD to smply explain and justify its basis for concluding that the prior
subsidies provide an advantage for the current producer and therefore for the production of the
exported product. Where it can be determined that a“ benefit” no longer exists, a previousy set and
calculated duty should be abolished immediately. By definition, in the context of an arm's-length fair
market transaction, no benefit to the new owner of productive assets exists.

32. It is noteworthy that the US frequently cites USDOC's own pronouncements or the US CVD
statute as support for its position. For example in paragraph 41 of the US First Written Submission,
the US quotes its US statute as saying that it “does not permit the amount of the subsidy ‘benefit’ to
be re-evaluated based upon the use or effect of the subsidy.”

33. Members of the Panel. The EC has never claimed that an Article 1 existence of a benefit anaysis
congtitutes or requires an effects test. Thus, a benefit existence anaysis is not “based upon the use or
effect of the subsidy.” The EC’s position is merely that there has to be a basis for concluding that the
current production of the merchandise subject to countervailing measures is still benefiting.

105 See text of Declaration: "Ministers recognize [...] the need for consistent resolution of disputes
arising from anti-dumping and countervailing duty measures”.
106 5ee US First Written Submission, for example at paragraphs 23, 38, 39, 41, 43.
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9. Noroom for "irrebuttable presumptions’

34. Fourth, arelevant question is the following: Under the Subsidies Agreement, may CVD duties be
imposed on the imports of particular merchandise absent a reasonable determination that the
manufacture, production, or export of that merchandise is benefiting from subsidies ? Phrased
another way, may a Member irrebuttably presume that a benefit continues over time regardless of any
event, other than the repayment to the government of the exact nominal amount of the subsidy?

35. Members of the Panel, the EC does not dispute that the Subsidies Agreement alows for a
calculation method providing that a subsidy confers a benefit which can be alocated over a period of

time. However, the EC does not consider that this presumption is— as the US calls it — irrebuttable.

Indeed, there are a number of events which necessarily rebut this presumption, including when a
subsidy is either fully or partially repaid, when a subsidy is fully or partially withdrawn, or when there
is achange in ownership such as a privatization at fair market value.

This is where the EC and the US differ. The EC considers that allocation of a subsidy over time,
using either declining baance or straight line depreciation, is a reasonable and administratively
practical method of capturing the benefit of non-recurring subsidies to the extent that they benefit
future production. However, the fact that such a method may be reasonable does not relieve the
investigating authority from its obligation to examine fundamental changes of circumstances so as to
ensure that the subsidy still confers a benefit.

36. In al these circumstances, the CVD should either be withdrawn or reviewed, in accordance with
Articles 19 and 21 Subsidies Agreement. The former confirms that ‘a countervailing duty shall
remain in force only as long and to the extent necessary to counteract subsidization which is causing
injury”. Interestingly, even though USDOC claims that it is prevented by the US statute from re-
assessing the benefit determination, since it claims to be obliged to “irrebuttably” presume the
continuation of the once-obtained benefit by different owners of productive assets, USDOC
understands that, in redity, a change of ownership affects its presumption: indeed, USDOC came up
with a change of ownership methodology, so as to dea with a modified situation. USDOC recognizes
that there is something qualitatively different about privatization.

37. It is here where USDOC introduces its contested calculation of the benefit which has “passed
through” . As stated, when a privatization occurs, the US authorities are prepared to look into the
details of the case. However, they systematicaly ignore the most relevant evidence, refusing to
consider whether or not the change of ownership has taken place at arm's-length for fair market value.
In that sense, the US re-ingtates its automatic and impermissible “presumption” that subsidies
provided to a state-owned enterprise provide economic benefit to the new owner, and this without
regard to the conditions surrounding the price paid.

38. According to the EC, this lack of concern with the conditions surrounding the actua price paid is
a mgor omisson on the part of investigating authorities. As Professor Cooper says. "[this
presumption] has no economic basis in the context of an arm's-length privatization at fair market
value', and "[this] presumption states an economic conclusion without having established the residual
economic benefit”. On the US calculation of benefit during privatization, he notes that it "does not
comport with sound economic analysis, market valuation principles or standard business practice.”
According to this Harvard Professor of International Economics, "the key issue in any privatization
transaction is whether fair market value was paid for the productive unit purchased; if so, the residua
value of any previous subsidy will have been repaid in the purchase price".

The EC fully agrees. The reault of the US methodology and its gammarbased calculation leads to
absurd and completely arbitrary results in practice. For example, in order to "extinguish" the subsidy
in the case of British Seel, the purchasing price would have to have been many times its market
vaue.
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39. Finally, another argument which the US has put forward in this regard®” is the fact that Article 1
is drafted in the present tense. The EC disagrees that the use of the present tense in this provision can
somehow lead to the conclusion that an original “benefit” determination irrebuttably remains intact.

40. There is no textua support for this far-reaching conclusion. Indeed, the use of the present tense
throughout the text of Article 1, including in its chapeau, must lead to the opposite conclusion. If the
drafters had wanted to follow the US approach, whereby the subsidy and benefit would both be
granted once-and-for-al, surely they would have used contrasting tenses between the chapeau and the
rest. The use of the neutral present tense throughout the text as it stands now together with the words
"thereby conferred" simply requires that there is a clear causal link between the two.'®

10. Recipient can only bea " legal person”

41. The fifth error by the US concerns the following question: under the Subsidies Agreement, may
countervailing duties be imposed on the importation of merchandise that is manufactured, produced,
or exported by a business enterprise that was not the beneficiary of the subsidy, in the absence of a
reasonable determination that the current producer, and hence its merchandise, is actually "benefiting"
in the same way from the subsidies that were in fact received by the former producer ?

42. The US podition regarding privatization is that subsidies resde in the productive units of a
subsidy recipient (and “travel with the productive unit to its new home”). If subsidies are received by
(i.e, “reside in) the productive unit, then any producer that subsequently owns that productive unit
owns a “subsidized productive unit.” In support of its position, the US cites the language of GATT
1994 Art. VI:3 and Art. 10 of the Subsidies Agreement: subsidies are “bestowed ... upon the
manufacture, production or export of merchandise”.*® That language however does not mean that the
'merchandise’ is the beneficiary/recipient of the subsidy, as the US claims,

43. The EC has a fundamentally different view on this issue, which has important repercussions. the
EC believes that the only possible “recipient of a subsidy” can be a legal person, never the assets as
such. A “productive asset” does not have a bank account into which a government financia
contribution may flow. It isthe lega person which holds the assets and it is the legal person which
receives the subsidy.

44. The US position in this respect is contradictory to a principle supported by the US, i.e. that
'money is fungibl€. It does not matter whether the subsidy arrives in the form of a capital injection
transferred directly to the owner or in the form of new machinery delivered at the door of the factory.
In both cases, a “financial contribution” is provided to (and benefits) the firm. “Production” (when
used as a noun) or “merchandise’ do not receive contributions or benefits. A company’ s production of
merchandise may benefit from a subsidy, but there is aways an entity that produces “production” or
“merchandisg”. Assets do not, in and of themselves, get money or make things.

45. Indeed, if subsidies were granted to assets, the logica consequence of the US position would be
that a producer subject to countervailing duties should no longer receive a benefit if he replaced dl his
assets. However, the US would never lift countervailing duties in such a situation.

46. The EC position is confirmed by Article 19:3 Subsidies Agreement, which deals with newcomer
reviews and focuses on the investigation of the "exporter”. According to this provision,

197 Us First Written Submission, at paragraph 118.
108 See also Brazil’ s Third Party Submission, at paragraphs28 — 29 and following.
109 US First Written Submission, at paragraph 181.
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"[a]ny exporter whose exports are subject to a definitive countervailing duty but who
was not actualy investigated [...] shal be entitled to an expedited review in order
that the investigating authorities promptly establish an individual countervailing duty
rate for that exporter."**°

47. Thus, the authorities investigate whether or not the exporter received a subsidy. If so, for this
legal person a countervailing duty rate is set.

48. The fact that recipients of subsidies must be persons rather than goods is aso confirmed by the
text of Article 2:1 Subsidies Agreement, which lays down the fundamental requirement of specificity
of the subsidy to certain enterprises.

49. The consequence of this difference of view between the EC and the US is vital, since the EC has
asked the Panel to confirm that the WTO Member which applies a CVD identify that a particular
subsidy has been given to aparticular beneficiary. The new owner of productive assets has obtained
no benefit and a continued countervailing is therefore wholly inappropriate.

11. The object and purpose of the Subsidies Agreement isnot to " deter”

111

50. Sixth, the US in a true crusading spirit, claims™ that the relevant object and purpose of the
Subsidies Agreement is “to deter and offset trade-distorting government subsidies benefiting
merchandise and causing injury to an industry in an importing country”. The EC strongly objects to
the introduction of such amideading statement, for the following reason.

51. There is no judtification for announcing that the Subsidies Agreement or CVD's are meant to
“deter” governments from granting subsidies. “Deterrence” contains the notion of threat and
punishment.*>  There is no basis in the Subsidies Agreement or the decided cases for such an
aggressive approach. The US interpretation of the Subsidies Agreement as a "deterrence” to
governments is totally misplaced. On the contrary, the whole design and structure of the Subsidies
Agreement indicates that with the exception of the narrow prohibited subsidies category (export and
local content subsidies) governments can legitimately grant subsidies so long as these cause no
adverse effects; the spirit of the Subsidies Agreement therefore is towards disciplining subsidies in the
exceptional case they cause such adverse effects and not to deter governments from granting subsidies
in the first place. The object and purpose of the countervailing duty provisions is to allow Members
to protect their industry from the injurious effects of subsidies of other Members.

In the view of the EC the US approach, if accepted, could risk governments imposing CVD's without
legal congtraint or boundary. The US eagerness to use CVD's to deter and punish is particularly clear
from the “rich uncle” hypothetical. The claim that a subsidy (aways ?) results in lowered market
prices, higher output, reduced value for companies, and ultimately survival of firms that would
otherwise have failed is false**

52. In any event, the British Seel case concerns a totaly different situation. Most of the subsidy
funds covered operating losses and payments to retiring workers. The funds did not “create” plants or
assets that wouldn't have otherwise existed or that added future value to the enterprise. Rather, the
company’s capacity was significantly reduced during the period prior to privatization. The US is
aware of each of these facts.

10 Emphasis added.

M1 UsFirst Written Submission, at paragraph 150.

12 The 1993 New Shorter Oxford English Dictionary explains "to deter" as to “restrain or discourage
(from acting or proceeding) by fear, doubt, dislike of effort or trouble, or consideration of consequences”.

113 See USFirst Written Submission, at paragraphs 214, 218, 222, and note 137.
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53. There is another fundamental problem with the US approach itself. Although the allocation over
time methodology represents an acceptable presumption, this does not mean that it reflects the rea
past and future benefit of the subsidies. In red life, the real amount of subsidy which remains
outstanding and is repaid when a company is privatized may be very different to the amount
outstanding under the US alocation methodology -- indeed, the US privatization methodology
contradicts its own alocation methodology. This does not mean that the US methodology is
unreasonable, but it is not for the US to second guess the market.

5. In addition, if the merchandise against which the CVD is imposed is not benefiting from
subsidies, there is no “offsetting” and, hence, the duty is not a countervailing duty. The USis in
effect redefining what it meansto "countervail”.

55. Findly, the US implicitly argues that CVD's should be imposed in certain circumstances to avoid
“circumvention”. There is absolutely no evidence of "circumvention” in the present British Seel case
and it isirrelevant, by definition, in arm's-length market value transactions.

12. Other legal arguments

56. The earlier-mentioned issues contain the six more important legal and factua errors made by the
US in its First Written Submission. As stated earlier, the EC will deal with each of these errors in
more detail in its Second Written Submission. Now, the EC would like to dea with two remaining
legal points which deserve attention.

13. Article 27:13 Subsidies Agreement

57. Fird, in order to find support for the argument that subsidies paid before privatization remain in
all cases dlocable after privatization, the US relies heavily on Article 27:13 Subsidies Agreement.
The US draws quite sweeping a-contrario-based conclusions, which, Mr. Chairman, should not be
alowed so stand, for a number of reasons.

58. To begin with, Article 27:13 does not at al address the issue which is key to the present dispute,
i.e. whether a benefit will “pass through” to the new owner of a previoudy government-owned and
subsidized company, when it is sold a arm's-length for fair market vaue. In spite of the US
assertions, Article 27:13 also says nothing about the argument that a “benefit” should be identified
and measured only once.

59. Instead, Article 27:13 gives developing country governments a break by excluding certain
subsidies from Part I11 of the Subsidies Agreement. The US reads in this provision much more than
was ever intended. It, and | quote, sees not only a "strong implication”, but also it builds on "unstated
premises’ and "implicit assumptions’, and concludes that these unilateral assumptions could
somehow trump the plain text of the Subsidies Agreement. Rather, the only implication of the
affirmative language in Article 27.13 is that there is no safe harbour from CVDs for non-developing
countries with regard to new subsidies provided in the context of a privatization. Its says absolutely
nothing about prior subsidies or their passthrough. The US interpretation is a significant
mischaracterization.

60. Moreover, Article 27:13 is far from applicable in the present dispute: the UK is not a developing
country and the subsidies given by the UK government at the time were not given, as is required by
Article 27:13, in the context of a privatization. Also, as Brazil correctly states in its Third Party
Submission™*, this provision addresses an exception to Part 111, and "[t]hus, it can only be presumed
that the negotiators purposefully excluded any reference to Part V of the Subsidies Agreement”.

114 Brazil’s Third Party Submission, at paragraph 83.
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14. EU State Aidsrules

61. A second argument of the US which deserves brief comment here is its contention that the EC
takes a different view of the relevance of a change of ownership in its internal State aid rules to that
which the EC argues should be followed with respect to countervailing duties.**®

Mr Chairman, Members of the Pand, thisisared herring. Let me briefly explain why.

The substantive rules applying to EC State aids are entirely different from those
applying to countervailing duty proceedings. Article 87 of the EC Treaty (formerly
Article 92) prohibits, subject to certain exceptions, State aid “which distorts or
threatens to distort competition by favouring certain undertakings or the production of
certain goods ... insofar asit affects trade between Member States.”

Further, the applicable procedure involves prior notification and approval or
disapproval by the EC Commission before the aid may be granted.**°

The remedy against the granting of state aids not allowed by the EC Treaty is never the
imposition of corrective duties but a retroactive declaration of illegality which may
entail the reimbursement of the aid. Countervailing duties can only be imposed on
merchandise which currently benefits from a subsidy.

More fundamentally perhaps, the object and purpose of the EC State aid rules is to
avoid and if necessary to remedy distortions of competition within the EC arising from
the grant of State aid, at least to the extent that the distortions are contrary to the
common interest. The purpose of countervailing duty measures duties is quite
different, as we have explained above, and is to protect the internal market of another
WTO Member by means of an offsetting duty at its border. They do not seek to remove
any distortion of competition in the country where the producer is located, only to
shelter the importing country from the effect of the subsidy.

62. For dl these reasons, the EC's policy concerning its own internal State aids has no bearing on the
correct interpretation of the countervailing duty rules in the Subsidies Agreement.  Indeed the US
admits that the EC has never applied a “pass-through ” methodology in its own countervailing duty
practice™’ The US merely argues that the EC has stated that State aid rules may be relevant for the
EC's countervailing duty regulation.™®  This is rather mideading. The statement in the EC
Commission caculation guidelines to which the US refers was not at al of general applicability but
related to a narrow and specia case which had nothing to do with privatisation or the pass-through of
subsidies.  Thus applying the principle of treaty interpretation on which the US itself relies™ --
exXpressio unius es exclusio alterius -- one can even come to the conclusion that EC State aid rules are
not at all relevant in other respects!

63. In any event, what the Commission actually said *° is that, as regards equity infusions, it would
make an assessment “on a case-by-case basis, taking account of the Commission’s practice as regards
state-aid policy in this area and the practice of the Community’s main trading partners.” That hardly
indicates that State aid rules will be followed in countervailing duty cases, even in the specia case to
which this comment relates.

15 US First Written Submission, at paragraphs 227 to 233.

116 See Article 88 EC Treaty (formerly Article 93).

17 USFirst Written Submission, at paragraph 227.

18 s First Written Submission, at paragraph 232.

19 UsFirst Written Submission, at paragraph 154.

120 Guidelines for the Calculation of the Amount of Subsidy in Countervailing Duty Investigations, OJ
C 394, 17.12.98, at page 10, 11.
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15. Conclusion

64. In conclusion, the EC respectfully requests that the Panel find that by imposing countervailing
duties on leaded bar imports from the EC in the 1995, 1996 and 1997 administrative reviews, the US
has violated Article 10 Subsidies Agreement, read in conjunction with Articles 19, 1 and 14 and
Article VI GATT 1994, by imposing countervailing duties where no subsidy exists. Equdly, the
Pand is requested to find that the US violated Article 19:4 Subsidies Agreement by levying
countervailing duties on imported products in excess of the amount of any subsidy found to exigt.
The EC requests that the Panel recommend that the US immediately bring its measures into
conformity with its obligations.

65. However, Mr. Chairman, members of the Panel, such an outcome will not necessarily change the
US practice in future. Indeed, the US may well conclude that, as a result of such a limited Panel
recommendation, it would be alowed to maintain its countervailing duty laws as presently drafted.
This would, in the EC's view, be largely insufficient. The EC therefore requests the Pandl, in line
with Article 19:1 DSU, to suggest that the US amend its countervailing duty laws to recognize the
principle that a privatization at market price extinguishes subsidies.

66. Thank you for your attention.

16. EC Concluding Statement

Mr. Chairman, distinguished Members of the Pand. The EC would like to make some
concluding statements. However, before doing so the EC wishes to thank you for the professiona
way in which you have handled the proceedings over the last two days, which has alowed the parties
to engage in an interesting debate. We are looking forward to receiving your further questions in
writing. The EC would like to make the following brief points.

Firgt, the EC understands that the US is asking the Panel to accept the proposition that it has
the right to impose countervailing duties on newly privatized companies without investigating
whether or not these companies have actually benefited from a subsidy. The US authorities claim that
it is sufficient for them to carry out only one examination regarding a subsidy to the former state-
owned company, many years in the past, while subsequently disregarding completely a fundamental
change in circumstances such as an arm’s-length privatization at fair market value. As well as
defying al economic logic (confirmed by Professor Richard N. Cooper), this approach is inconsi stent
with the Subsidies Agreement, which contains the principle that a subsidy only exists if a benefit is
conferred on the company which is subject to countervailing measures.

Second, the EC would like to touch upon the question of the appropriate standard of review
for this case. The US has proposed that the Panel should consider interpretations of US national
courts on the subject of pre-privatization subsidies. The EC has adready strongly rejected thisideain
its opening statement, for the following reason: the Chevron doctrine, where any permissible
interpretation must be respected by the nationa courts, is not applied within the framework of the
WTO, except in the case of Article 17:6 Anti Dumping Agreement. The US has requested that the
Panel rely on this provision in the framework of the Subsidies Agreement. Mr. Chairman, as
discussed earlier, this cannot be allowed.

The EC will set out its arguments regarding the appropriate standard of review for the present
dispute in its Second Written Submission in more detail, but would aready today underline that,
compared to the situation before 1995, the WTO Agreement has significantly changed the applicable
dtandard of review. For example, before 1995 Articles 3:2 DSU and 11 DSU did not exist, and thus
Panels were not following the rules of interpretation used in International Law. Therefore, the US
should not be able to rely on the two pre-WTO cases which it has mentioned in paragraphs 58 of its
Oral Statement, i.e. the United States Salmon case and the New Zealand Electrical Transformers case.
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In addition, the United States Salmon case was dedt with by a panel under the Tokyo Round
Subsidies Code whose terms of reference were restricted to that Agreement. It is therefore not even a
GATT 1947 case.

Third, the US has laid great stress on the object and purpose of the Subsidies Agreement. It
has made it clear in its response to our questions that it considers the elimination of a benefit not a
sufficient reason for removing a countervailing duty, since it considers that the object and purpose of
Part V ASCM isto “deter” distortions of trade, even if no financial benefit remains with the company
after privatization. The EC contends that correction of any supposed market distortion (for which in
any case no evidence has been produced by the US in the present dispute) is not provided for in the
Subsidies Agreement. The WTO Agreement is designed to promote world trade, not to remove
market distortions. Countervailing duties, unless justified, restrict world trade, a point well made by
Mexico earlier. If British Steel plc. were required to pay countervailing duties, this would in fact
create anew market distortion.

Fourth, the US position that "subsidies travel with the assets’ is in contradiction with the US
principle that "money is fungible. Subsidies which are "glued to the assets' are by definition not
fungible. The result of applying the principle that "subsidies travel with the assets’ is that it would be
sufficient for a company to sell its existing assets in order to escape a previoudy imposed duty.
Therefore, the Panel should follow the EC position that a subsidy of the kind we are discussing here is
granted to the owner of the assets, not to the assetsas such.

Fifth, the EC does not ask the Pandl to confirm that any change in circumstances requires a
new investigation whereby the conditions for countervailing duties should be determined. During the
last two days many hypotheticas have been discussed which may congtitute some change in
circumstances, but certainly not al of these would constitute a fundamental change in circumstances.
What the EC expects from the US is that if a fundamental change occurs, this would give rise to a
proper review of the judtification for the duty. A change in ownership from the government to a
private owner is such a fundamental change and would therefore merit a new examination of the
existence of the "benefit" requirement for the new owner.

Thank you.
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ATTACHMENT 1.3

RESPONSES OF THE EUROPEAN COMMUNITIES
TO WRITTEN QUESTIONS FROM THE PANEL
FIRST MEETING OF THE PANEL

(30 June 1999)

The European Communities respectfully provides the following answers to the Pand’s
questions.

I QUESTIONS FOR BOTH PARTIES

Q.1. If anew rate of subsidization is being established in the course of areview (either under
Article 19 or Article 21 of the SCM), according to data for the relevant period of review (POR),
are parties of the view that this involves determining whether subsidization continued over the
POR? Or could a new rate be determined without establishing whether subsidization
continued?

Response of the European Communities:

It is necessary to establish that subsidization continues before establishing a new rate. Article
21.2 ASCM is very clear on this. It requires an examination of “whether the continued imposition of
the duty is necessary to offset subsidization"*** * and, therefore, of whether subsidization continues.
The sentence would not make sense if it were possible for Members to continue to impose offsetting
countervailing duties without the need to examine whether subsidization continues. In addition, the
continuous aspect of subsidization is reflected in the use of the wording in Article 21.1 ASCM, which
speaks of “subsidization which is causing injury”.

Article 19.1 is even clearer, requiring a determination of the “existence” of a subsidy. By
definition, if there is no “benefit”, no subsidy can “exist” for the purposes of Article 19. Article 19.3
also supports this conclusion. It refers to the imposition of countervailing duties on parties other than
those which “have renounced any subsidies”, thus indicating that renouncement of a subsidy
eliminates subsidization and, consequently, the need to impose duties. Finaly, Article 19.4 also lends
significant support to this conclusion, referring to “ subsidies found to exist’, not to “subsidies found
to have existed”.

Q.2. Arepartiesof the view that establishing whether subsidization continued over the POR
involves looking at whether a financial contribution conferring a benefit took place over the
POR ? Or could one establish the existence of subsidization during the POR without assessing
whether afinancial contribution conferring a benefit was made during the same period ?

Response of the European Communities:

A subsidy must be found to exist during the POR before the goods of a company may be
legally countervailed under Part V ASCM. While it is not necessary that a financial contribution occur
during the POR, any benefit conferred thereby must be conferred in the POR in order for a
countervailing duty to “offset” a subsidy. According to Article 14 ASCM, the amount of the subsidy
must, for the purposes of Part V on countervailing duties, be limited to the amount of the benefit to
the recipient and therefore this is the element that must be present and measured during the POR.

121 gee also Article 10, footnote 36 ASCM.
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1. QUESTIONSFOR THE EUROPEAN COMMUNITIES

1. At para. 237 of its first written submission, the United States suggests that the
administrative reviews at issue wer e conducted under Article 21.2 of the SCM Agreement. This
was confirmed by the United States at the first substantive meeting. Doesthe EC agree that the
administrative reviews at issue were Article 21.2 reviews?

Response of the European Communities:

Yes. The European Communities agree that the administrative review appears to have been
conducted on the basis of Article 21.2 ASCM, but has requested confirmation by the US in the EC's
questions.

A review can only confirm or modify (include terminating) an original finding which led to
the imposition of a countervailing duty under Article 19.1 ASCM (* ... a Member ...may impose a
countervailing duty ...”). Article 21.2 ASCM contains guidance on reviews. Article 21.2 requires
reviews to be conducted (either on Members own initiative or upon request by any interested party),
but the conditions to be fulfilled before duties can be imposed or maintained remain those of
Artide 19.'%

The European Communities have not alleged a breach of Article 21 ASCM since the US did,
in fact, conduct reviews. We are aleging a breach of Articles 1, 10 and 19 since the conditions and
requirements set out in those provisions were not respected in conducting those reviews (please note
that the European Communities have referred in paragraph 124 of its First Written Submission to
Article 21.2))**

2. Does the EC consider that an arm’s length privatization at fair market value givesrise
to a presumption that non-recurring subsidies bestowed on a government-owned company are
extinguished through privatization?

Response of the European Communities:

Following a fundamental change in circumstances, such as a privatization, investigating
authorities have the burden to determine that the privatized company has obtained a benefit from the
pre-privatization financial contributions granted to the prior state-owned company.  This
determination must be made on the basis of podtive evidence, not on the basis of an “irrebuttable
presumption” that benefits established to unrelated prior state-owned companies automatically accrue
to the successor company smply because a privatization occurred within a benefit stream period
previoudy established for a prior state-owned company. An arm’s-length privatization for fair market
value, by definition, precludes the notion that any “benefit” can “pass through” to the new private
owner as a basic matter of economics. The EC would not term this a presumption so much as a basic
meatter of economic reality. What is clear is that there is no benefit to the new company — it has no
advantage by reference to the market and the marketplace benchmarks set forth in Article 14.

122 For example, Article 19.4 does not allow a countervailing duty to exceed the amount of subsidy
found to exist. If Article 19 did not apply to review proceedings Members could impose duties - following
reviews - which far exceeded the amount of subsidy.

123 This paragraph reads as follows: “Thus, in conformity with the context, object, and purpose of the
countervailing duty rules, as set forth in Section A above, Article 19.4 and Article VI of GATT 1994, read in
conjunction with Article 21.1, 21.2 and 19.1, establish that Members must ensure that trade is not impeded by
imposition of countervailing duties at alevel more than necessary to offset the benefit enjoyed by such imported
merchandise”.
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3. Please comment on USDOC’ s findings regar ding extinguishment of subsidies potentially
allocable to Richemont (Exhibit USA-30) in light of footnote 17 to the EC’s first written
submission.

Response of the European Communities:

The EC would very much appreciate the opportunity to comment on USDOC' s findings with
regard to the Richemont spin-off in light of footnote 17 of its first written submission. However, the
Federal Register Notice provided by USDOC only draws a brief conclusion. It does not contain any
of the details of the sale or the essentia figures used by USDOC to draw its mathematical conclusion.
As USDOC' s privatization and “ spin-off” methodol ogies are based on an arbitrary formula rather than
an assessment of the existence of a benefit, the European Communities respectfully request that the
Panel ask the United States to provide al parties with those facts, including: (1) the essential USDOC
spin-off calculation worksheets containing al the specific numbers that led to the conclusions drawn
by USDOC regarding the spin-offs in the case, and (2) al supporting memorandums, including the
portion of the verification report dealing with Richemont cited by the USDOC at 64 Fed. Reg. 30776.
The European Communities then request the opportunity to respond to that information.

In the interim, the EC would make the following comments on the limited information
presented in the Federal Register Notice. First, in its ora statement the US implies that USDOC “pays
particular attention to the facts of each case” and, as a result, apportioned none of the subsidies to the
company under investigation in Sainless Seel Sheet and Srip in Coils from France (“ SSSS in
Coils’).*** Thisis inaccurate. As the Federal Register Notice makes clear, Richemont was not the
company under investigation in the SSSS in Coils case. Rather, it was spun off prior to the
investigation of Usinor in SSSS in Coils. Under the USDOC spin-off methodology, subsidies are
never “extinguished.” Rather, “the full amount of the prior subsidies is alocated between the seller
and purchaser and remains countervailable.*® In this instance, USDOC apparently apportioned all
of the pre-privatization subsidies to the company it was investigating — Usinor. Most importantly, in
its examination of the “facts’ USDOC took no account of whether any “benefit” as defined by Article
1 and 14 ASCM was ever conveyed on that purchaser. To USDOC, this fact is “irrdlevant” in its
spin-off or privatization practice."”® Rather, it applied a self-derived formula on which the EC can
provide additional specific comments when provided with the information used by USDOC.

Second, from the information provided in Exhibit USA-30, the European Communities call to
the Pandl’ s attention an important inconsistency in the methodologies applied by USDOC in the case
provided.*®" In considering whether Usinor received a countervailable subsidy from its 1994 sale of
CSR to agovernment entity, USDOC comments that it examined whether Usinor “received more than
a reasonable market price from the EDF in this transaction,” including such factors as the
“independent valuations of the transaction based on detailed projections of future costs and
revenues’. USDOC “found no evidence to indicate that the transaction was anything other than an
arm's length transaction for full market value. Accordingly, we determine that this programme does
not constitute a countervailable subsidy..” **® The USDOC concluded that the seller did not obtain a
benefit because the transaction was a arm's length for full market vaue. This analysis is consistent
with Articles 1 and 14 of the ASCM, but it is remarkably never applied by USDOC in the context of
an am'slength market value privatization. Rather, USDOC instead applies its "irrebuttable
presumption” theory. There is no judtification for the differential treatment illustrated in detail in this
rather revealing decision.

124 See US Oral Statement at paragraph 46.

125 See US First Written Submission at paragraph 54.

126 See GIA at page 37264.

127 See pages 30781-82 of the Federal Register Notice supplied in Exhibit USA-30 (“A. Purchase of
Power Plant”).

128 1. at 30782 (in Exhibit USA-30).
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ATTACHMENT 14

RESPONSE OF THE EUROPEAN COMMUNITIES
TO WRITTEN QUESTIONS FROM THE UNITED STATES

(30 June 1999)

The European Communities responds as follows to the written questions from the
United States:

SCM Agreement Requirements

Q.1. Does the EC agree that the SCM Agreement requires the investigating authority to
establish a “benefit” within the meaning of Article 1.1 as of the time of the subsidy bestowal
with regard to each subsidy that it countervails? For example, if a financial contribution is
made in 1985, and the period of investigation or the period of review is 1990, doesthe EC agree
that the SCM Agreement requires the investigating authority to establish the benefit from the
financial contribution based on the circumstances prevailing as of 1985?

Response of the European Communities:

By using the term “subsidy bestowa” the US appears to assume that a “financia
contribution” and a“benefit” are always smultaneous and instantaneous. Thisis not true. Nothing in
the ASCM requires a benefit to be conferred at the same time as a financia contribution. The
investigating authorities must establish the existence of a benefit to the producer under investigation
during the period of investigation (POI) or the period of review (POR). It is this producer on whose
goods aWTO Member may impose offsetting countervailing duties, if a subsidy is found to exist.

If, as in the US example, a non-recurring financial contribution was made in 1985, and the
POR is 1990, the investigating authority could assume that the financia contribution confers a
continuing benefit on the company under investigation in 1990, based on the circumstances prevailing
as of 1985. However, it should be noted that the investigating authorities assume that the subsidy is
not repaid, that the producer investigated in 1985 is the same in 1990, and that no fundamental change
in circumstances occurs such as a privatization. If any of these events occur, the assumption
necessarily is no longer valid and the conditions, including the existence of a 'benefit’ have to be
determined under the changed circumstances.

In the present dispute, no financia contribution has been made to BS plc and no benefit has
been conferred on BS plc. The US has investigated and reviewed BSplc, a private company. The US
irrebuttably, automatically and incorrectly presumed that a benefit had been conferred on BS plc.

Q.2. If the EC contends that it is ever not necessary for the investigating authority to
establish a “ benefit” within the meaning of Article 1.1 as of the time of the subsidy bestowal
with regard to each subsidy that it countervails, please explain under what circumstances it is
not necessary for the investigating authority to do so. In addition, please cite to the particular
provision of the EC’s countervailing duty law, or the EC’s practice thereunder, if any, showing
how the EC has addressed the matter.
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Response of the European Communities:
Not gpplicable. See answer to question 1.

Q.3. Doesthe EC contend that the SCM Agreement requires the investigating authority to
establish a “ benefit” within the meaning of Article 1.1 as of a time subsequent to the time of the
subsidy bestowal under any circumstances other than a privatization or other change in
owner ship of a subsidized company?

Response of the European Communities:

The investigating authorities must, in al cases, establish the existence of a benefit to the
producer under investigation during the period of investigation (POIl) or the period of review (POR),
independently of whether or not the financia contribution was made before or during the POl or POR.
For asubsidy to exist, there must be a benefit. In the present dispute, the US has countervailed the
goods of a company for which it never first established the existence of a benefit.

Q.4. If the EC’sanswer to the previous question isyes, please answer the following questions.

a Explain under what circumstancesit is necessary for the investigating authority
to establish a “benefit” within the meaning of Article 1.1 as of a time subsequent
to thetime of the subsidy bestowal;

Response of the European Communities:
See answer to question 3.

b. Explain how the investigating authority would make the determination
regarding whether that “benefit” existed;

Response of the European Communities:

Investigating authorities must ascertain that non-recurring financial contributions
provide a benefit to the producer under investigation. Article 14 ASCM prescribes
the methods by which an investigating authority shall calculate the “benefit to the
recipient conferred”, if any, as a result of a government financial contribution.
Article 14 provides that a variety of financia contributions by a government “shall
not be consdered as conferring a benefit” unless they are inconsistent with
commercialy meaningful benchmarks.

C. Citeto the particular provison of the EC’s countervailing duty law, or the EC’s
practice thereunder, if any, showing how the EC has addressed the matter.

Response of the European Communities:

Article 15.1 of Regulation 2026/97 prevents a countervailing duty being imposed if
“it has been demonstrated that the subsidies no longer confer a benefit on the
exporters involved”.

Q.5. Doesthe EC contend that the SCM Agreement requires the investigating authority to
establish that a “benefit” within the meaning of Article 1.1 continues to exist as of the time of
the period of investigation or the period of review? For example, if a financial contribution is
made in 1985, and the period of investigation or the period of review is 1990, does the EC
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contend that the SCM Agreement requires the investigating authority to establish the benefit
from the financial contribution based on the circumstances prevailing as of 1990?

Response of the European Communities:
Yes. Seg, in particular, the European Communities’ response to Question 1, above.
Q.6. If the EC'sanswer to the previous question isyes, please answer the following questions.

a Explain how the investigating authority would make the determination
regarding whether that “benefit” existed.

Response of the European Communities:

This depends on the facts of each case but some situations have been described in the
answer to question 4(b) above.

b. Citetothe particular provison of the EC’s countervailing duty law, or the EC ’s
practice thereunder, if any, that reflects thisrequirement.

Response of the European Communities:
Please see the answer to Question 4(c).

Q.7. The EC seemsto contend that the SCM Agreement requires the investigating authority
to establish a “ benefit” within the meaning of Article 1.1 as of the time of the privatization or
other change in ownership of a subsidized company. Can the EC cite the specific language in
the SCM Agreement that establishes this supposedly mandatory rule? Here, the United States
is not seeking a reference to the Article on which the EC relies or an entire quotation of the
entirety of the Article, but rather the specific language in the Article on which the EC relies.

Response of the European Communities:

The EC's position is that, in order for a countervailing duty to be imposed (or to continued to
be imposed), it must be demonstrated that a producer was granted countervailable subsidies during the
POI or POR. A benefit isrequired by Article 1.1 ASCM. “A benefit is thereby conferred” refers to
the company subject to investigation, during the period of invegtigation. A basic duty under Part V
ASCM isto calculate countervailing duties that offset the subsidy found to exist. Article 19.3 ASCM
provides for individua countervailing duty rates for exporters. As the EC said in its concluding
remarks at the end of the First Substantive Meeting with the Panel: "the EC does not ask the Pandl to
confirm that any change in circumstances requires a new investigation whereby the conditions for
countervailing duties should be determined. .... What the EC expects from the US is that if a
fundamental change occurs, this would give rise to a proper review of the justification for the duty. A
change in ownership from the government to a private owner is such a fundamenta change and would
therefore merit a new examination of the existence of the "benefit" requirement for the new owner".

Q.8. Assuming for the sake of argument that the SCM Agreement requires an investigating
authority to identify a “ benefit” within the meaning of Article 1.1 accruing to the owners of the
successor, privatized company as of the time of a privatization transaction, as the EC argues,
can the EC cite the specific language in the SCM Agreement that establishes the additional
mandatory rule that an arm’s length, fair market value privatization transaction eliminates all
previoudy bestowed subsidies? Here, again, the United States is not seeking a reference to the
Articleon which the EC reliesor an entire quotation of the entirety of the Article, but rather the
specific language in the Article on which the EC relies.
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Response of the European Communities:

There is, in particular, a requirement in Article 1.1 ASCM that a subsidy only exists where
there is a benefit. In addition, as the US reveaingly notes in Exhibit USA--30, a "programme does
not constitute a countervailable subsidy” where USDOC finds “ no evidence to indicate that the

transaction was anything other than an arm's length transaction for full market value” **°

Q.9. Can the EC describe how it determines, under its countervailing duty law or practice,
whether a subsidy has been repaid?

Response of the European Communities:

The European Communities have no practical experience with such a situation. The EC's
approach would be to consider the subsidy eliminated if the company concerned had repaid to the
granting authority an amount corresponding to the remaining benefit. In the case before the Panel, no
subsidy to BS plc exists so it does not have a subsidy to “repay”.

Q.10. The EC seems to take the position that the SCM Agreement requires the investigating
authority to treat an arm’s length, fair market value privatization transaction as extinguishing
al pre-privatization subsidies. The EC explains that the object and purpose of the SCM
Agreement focuses on what commer cially meaningful advantage is accr uing to the owners of the
successor, privatized company. |In taking this position, the EC relies on Article VI:3 of GATT
1994 and Articles 10 and 19.4 of the SCM Agreement. Taking the foregoing into account, please
answer the following questions:

a Does Article VI:3 of GATT 1994 make any express reference to the owners of
the producer or exporter of the mer chandise?

b. Does Article VI:3 of GATT 1994 even make any express reference to the
producer or exporter of the merchandise?

C. Although the EC quotes Article VI:3 of GATT 1994 in its entirety in its First
Submission, the EC does not identify the precise textual language on which it
relies to support its view that the object and purpose of the SCM Agreement
focuses on what commer cially meaningful advantage is accruing to the owner s of
the successor, privatized company. Can the EC identify the precise textual
language on which it reliesin thisregard?

d. Does Article 10 of the SCM Agreement make any express reference to the
ownersof the producer or exporter of the merchandise?

e. Does Article 10 of the SCM Agreement even make any express reference to the
producer or exporter of the merchandise?

f. Although the EC quotes Article 10 of the SCM Agreement in its entirety in its
First Submission, the EC does not identify the precise textual language on which
it rely to support its view that the object and purpose of the SCM Agreement
focuses on what commer cially meaningful advantage is accruing to the owner s of
the successor, privatized company. Can the EC identify the precise textual
language on which it reliesin thisregard?

129 See page 30782 of the Federal Register Notice supplied in Exhibit USA-30.
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0. Does Article 19.4 of the SCM Agreement make any express reference to the
ownersof the producer or exporter of the merchandise?
h. Does Article 19.4 of the SCM Agreement even make any expressreferenceto the

producer or exporter of the merchandise?

i. Although the EC quotes Article 10 of the SCM Agreement in its entirety in its
First Submission, the EC does not identify the precise textual language on which
it relies to support its view that the object and purpose of the SCM Agreement
focuses on what commer cially meaningful advantage is accruing to the owner s of
the successor, privatized company. Can the EC identify the precise textual
language on which it reliesin thisregard?

Response of the European Communities:

The premise to these questions is not correct. The European Communities have not suggested
that “the object and purpose of the ASCM focuses on what commercialy meaningful advantage is
accruing to the owners of the successor privatized company.” The EC's podtion is that under the
ASCM it must be demonstrated that the current producer being investigated, and potentially subject to
countervailing duties, benefits during the POl or POR from afinancial contribution.

As regards subparts (@), (b) and (c), Article VI :3 of GATT 1994 refers to a subsidy granted
“upon the manufacture, production or export” of the product concerned. Only subsidies granted to
these activities can be subject to countervailing duties. However, countervailing duties are not
imposed on activities. They can only be imposed on products from particular producers that have
benefited from financial contributions. The production process is an economic activity carried on by
producers. Accordingly, it is those producers that can be subsidized. “Production” or “merchandise”
do not receive contributions or benefits. The Article VI :3 language cannot and does not mean that
the merchandise is the recipient of the subsidy. The European Communities consider that this must
refer to the current manufacturer, producer or exporter of the product. Indeed, even US law
recognizes that a subsidy exists when a financial contribution is provided “to a person” and a benefit
is conferred.**

Questions (d), (e) and (f) and (g), (h) and (i) repeat mutatis mutandis questions (a), (b) and (¢)
and so the same answer applies mutatis mutandis.

Q.11. In the EC's Oral Statement, the EC now argues that the recipient of the Article 1
“financial contribution” must be a “legal person,” meaning essentially a company. The
United States notes that the SCM Agreement does not expressly address this matter, but it
would seem that as a practical matter when a government provides subsidy funds, there must be
some entity that receives, or takes possesson of, those funds. In any event, after stating this
notion, i.e., the notion that a “legal person” is what receives the subsidy funds, the EC then
extends it in two ways. In this regard, the EC first states, essentially, that because a “legal
person” iswhat as a practical matter receives the subsidy funds, Article 1.1's bare reference to
“benefit” really must mean “benefit to a legal person” or, in other words, “benefit to a
company.” Second, without even acknowledging that it isdoing it, the EC then takes* benefit to
a company” and turnsit into “ benefit to the owners of a company.” Taking the foregoing into
account, please answer the following questions:

Response of the European Communities:

130 5ee 19 U.S.C. §1677(5)(B).
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Again the premise of the question reflects a misunderstanding and mischaracterization of the
EC position. The European Communities consider that there must be a benefit to the producer

investigated.

a

With regard to its first extension, or leap of logic, can the EC clarify what
specific text in the SCM Agreement supports its conclusion that “benefit” in
Article 1.1 really means “benefit to a company”? In the United States' view,
even accepting the notion that, as a practical matter, there must be some entity
like a company that actually receives the subsidy funds, it is a separate issue as
to who or what the Article 1.1 “benefit” is conferred on. The United States
would note that, in its Firs Submisson (at paragraphs 189-98), the
United States explains in some detail how Article VI:3 of GATT 1994 and
Articles 10 and 194 of the SCM Agreement focus on the benefit to the
mer chandise rather than the benefit to the company. How does the EC consider
that these provisions support its conclusion that “benefit” in Article 1.1 really
means “ benefit to a company” ?

Response of the European Communities:

The fact that “benefit” refers to a benefit b the producer/exporter is supported in
particular by: Article 2 (specific to an enterprise), Annex | (a) (subsidies to a firm),
Annex IV.2 (recipient firm), Article 11.2(ii) (the identity of each known exporter or
foreign producer), and Article 14 (benefit to the recipient).

The focus on the merchandise of some provisions of Part V of the ASCM is because,
as discussed above, the method used to countervail subsidy is by imposing duties on
exported merchandise.

The EC’s second leap of logic is even more tenuous, and the EC provides no
explanation of it. Can the EC stateitsrationale for concluding that a “ benefit to
a company” really means a “ benefit to the owners of a company”? In addition,
can the EC cite to the specific text in the SCM Agreement on which this
conclusion is based?

Response of the European Communities:

The question is based on a misunderstanding, as explained above.

Q.12. In taking the position that the SCM Agreement requires the investigating authority to
treat an arm’s length, fair market value privatization transaction as extinguishing all
pre-privatization subsidies, it appears that the EC is assuming that 100 per cent of the
gover nment-owned company is sold to a privately owned company or other private entity or to
an individual. Please answer the following questions which attempt to clarify the position being
taken by the EC:

a

Can the EC explain how the SCM Agreement treats a sale of 75 per cent of a
government-owned company to a privately owned company or other private
entity or to an individual? For example, would all of the prior subsidies still be
extinguished or only 75 per cent of them?

What if only 50 per cent of the gover nment-owned company wer e sold?

What if only 25 per cent of the gover nment-owned company wer e sold?
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d. Please explain what the SCM Agreement requires in each of the above
situations.

Response of the European Communities:

The question is again based on a misstatement of the EC position. The European
Communities are asserting that the new producer/exporter must be shown to benefit
and that this cannot be “irrebuttably” presumed. Whether the new producer/exporter
which has purchased assets has obtained a benefit depends, of course, on the terms of
the transaction (fair market value, arm's length transaction). A member is not
excused from an existence of benefit analysis and the US itself performs this analysis
regularly in just these types of situations. See, for example, response to question 8
and footnote 2, above.

Q.13. In the EC’s view, how does the SCM Agreement require an investigating authority to
handle the pre-privatization subsidies in the following stuation. Here, assume that a
gover nment-owned company which previousy had received a grant of £100 million in 1985 is
privatized in an arm’ slength, fair market value transaction in 1988 and then, one year later, in
1989, the gover nment re-nationalizes the company? If the period of investigation or the period
of review is 1990, and the investigating authority is examining the re-nationalized company,
how does the SCM Agreement require the investigating authority to treat the £100 million
grant? Please explain.

Response of the European Communities:

The investigating authorities must in al cases establish the existence of a benefit to the
producer under investigation during the period of investigation (POI). Whether the purchaser has
obtained a benefit depends on the circumstances of the transaction. Article 14 ASCM provides
severa benchmarks. With regard to the privatization of a state-owned company, when a private buyer
purchases a company or assets thereof at arm’s length for fair market value, this precludes the notion
that any “benefit” passes through. With regard to the government purchase of a company, the
European Communities respectfully refer the US to its own analysis in the Sainless Seel Sheet and
Strip from France case submitted as Exhibit USA-30."*" There, the US claims it examined whether
“more than a reasonable market price” was received from the government in the transaction. Because
USDOC “found no evidence to indicate that the transaction was anything other than an arm’ s-length
transaction for full market value”, they held that “this programme does not congtitute a
countervailable subsidy . . . ".** The European Communities are in accord with this benefit analysis
as the proper framework. It examines whether the sale was at arm's length for fair market value and
whether the government decision to purchase the company was one where the government acted as a
player in the market competing with private investors on equal terms.

Q.14. In the case of a change in ownership other than the privatization of a
government-owned company, such as when a privately owned company is sold to another
privately owned company or other private entity or to a private individual, doesthe EC takethe
position that the SCM Agreement requires the investigating authority to treat an arm’s length,
fair market value transaction as extinguishing all subsidies that had been provided to the
company beforeit was sold? If the EC’sanswer isno, please explain. In addition, indicate how,
if at all, the treatment required by the SCM Agreement in this stuation differs from the

131 See pages 30781-82 of the Federal Register Notice supplied in Exhibit USA-30 (“A. Purchase of
Power Plant”).
132 1d. at 30782 (in Exhibit USA-30) (emphasis added).
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treatment required by the SCM Agreement when addressing prior subsidies in the wake of an
arm’slength, fair market value privatization transaction.

Response of the European Communities:

The investigating authorities must in al cases establish the existence of a benefit to the
manufacturer, producer or exporter under investigation during the period of investigation (POI).
Whether the producer has changed and whether the purchaser of those assets has obtained a benefit
depends on the circumstances and, in particular, on the terms of the transaction (fair market vaue,
arm’slength transaction). This applies to al producers of merchandise whether privately or state
owned. Although the present dispute concerns a privatization, an arms-length for fair market value
sale of productive assets between two private companies will aso not lead to the “pass-through” of
prior subsidies, as they will be accounted for in the price paid by the purchaser and therefore remain
with the sdller. By definition, in an arm’s-length fair market value sale, no benefit passes to the
buyer.

Q.15. Doesthe EC'sanswer to the previous question change depending on whether the sale of
the privately owned company is accomplished through a sale of shares versus a sale of assets?
Pleaseexplain.

Response of the European Communities:

The form of the change in the ownership should not take precedence over the substance, i.e.
whether there is anew producer on the market which is now operating on non-subsidized capital.

Q.16. Please answer the following questions with regard to a heavily subsidized, privately
owned company whose shares are publicly traded and are held by numer ous shareholders:

a If the ownership of the shares in the company were to turn over completely
within a period of, for example, three years, would the SCM Agreement require
that all of the subsidies bestowed on that company prior to this change in
owner ship betreated as extinguished? Please explain the EC’s answer, and cite
to the precise textual language in the SCM Agreement that supports the EC’s
explanation.

b. If 75 per cent of the ownership of the shares in the company were to turn over
within a period of, for example, three years, would the SCM Agreement require
that all of the subsidies bestowed on that company prior to this change in
ownership, or perhaps only 75 per cent of those subsidies, be treated as
extinguished? Please explain the EC’s answer, and cite to the precise textual
language in the SCM Agreement that supportsthe EC’s explanation.

C. If 50 per cent of the ownership of the shares in the company were to turn over
within a period of, for example, three years, would the SCM Agreement require
that all of the subsidies bestowed on that company prior to this change in
ownership, or perhaps only 50 per cent of those subsidies, be treated as
extinguished? Please explain the EC’s answer, and cite to the precise textual
language in the SCM Agreement that supportsthe EC’s explanation.

d. If 25 per cent of the ownership of the shares in the company were to turn over
within a period of, for example, three years, would the SCM Agreement require
that all of the subsidies bestowed on that company prior to this change in
ownership, or perhaps only 25 per cent of those subsidies, be treated as
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extinguished? Please explain the EC’s answer, and cite to the precise textual
language in the SCM Agreement that supportsthe EC’s explanation.

e. If 10 per cent of the shares in the company were held by one shareholder, and
that shareholder had effective control over the company, what treatment would
the SCM Agreement require for previoudy bestowed subsidies if that
shareholder were to sdl its entire ownership interest in that company? Please
explain the EC’s answer, and cite to the precise textual language in the SCM
Agreement that supportsthe EC’s explanation.

f. If none of the shareholders held more than one per cent of the shares in the
company and then one of the shareholdersincreased its owner ship interest to 10
per cent and gained effective control over the company, what treatment would
the SCM Agreement require for previoudy bestowed subsidies if that
shareholder were to sdl its entire ownership interest in that company? Please
explain the EC’s answer, and cite to the precise textual language in the SCM
Agreement that supportsthe EC’s explanation.

Response of the European Communities:

The situations described by the US relate to daily trading of shares under normal market
conditions; in these situations there is no change in the producer but shares representing a very small
part of the company’s equity are regularly bought and sold at different times by individua investors.
This situation is unrelated to the dispute before the Panel.

In the dispute before the Panel, the total far market vaue of the assets (including the
outstanding baance of prior subsidies) was evaluated by the purchaser and the sdler, and the
ownership and control of the assets changed hands in the course of an arm’ s-length transaction. There
is a change in the producer and the investigating authority must examine whether the any benefit
under Article 1.1 of the SCM Agreement is conferred on the new producer.

Q.17. In its First Submission (at paragraph 131), the United States sets forth an example
involving an unrelated trading company. It says.

Here, assume that a heavily subsidized producer sdls its products to an
unrelated trading company in an arm's length transaction at fair market value,
and then the trading company exports the same products. If Article 1.1 or any
other provison of the SCM Agreement required the identification of a benefit
continuing after the original subsidy bestowals, the subsidies previousy
bestowed on the producer would arguably have to be treated as eliminated
because the trading company paid the market price for the productsthat it later
exported. According to the EC's reasoning, there would be no benefit to the
trading company from those subsidies and, consequently, there would be no
subsidies to countervail in the importing country. In this scenario, the result
would be irrational, particularly because the competing industry in the
importing country would have suffered the same injury regardless of whether
the imports came from the trading company or the producer. The SCM

Agreement avoids such irrational results by not requiring the identification of a
continuing benefit.

How doesthe EC respond to this example?

Response of the European Communities:
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The situation described in the “trading company” example in the US First Written Submission
(paragraph 131) has nothing in common with an arms-length privatization. Please see the EC
response to the hypothetical in our Second Written Submission, at Section 11.1.

A countervailing duty investigation of non-recurring capital injections into producers must, in
particular, assess the amount of the benefit to those producers. The authorities may seek to offset a
subsidy found to exist by imposing duties on their products insofar as they cause injury. The fact that
the product is sold at a full market price in the importing country has no effect on the calculation of
the benefit conferred on the producer with which we are concerned in this case.

EC Countervailing Duty Law

Q.18. In seeking to better understand the arguments which the EC makes in this dispute
regarding the text, context and object an purpose of the SCM Agreement, it is instructive to
examine how the EC, in its own countervailing duty practice, implements the SCM Agreement.
Indeed, Article 31.3(b) of the Vienna Convention on the Law of Treaties states that, in
interpreting a treaty, “[t]here shall be taken into account, together with the context ... (b) any
subsequent practice in the application of the treaty which establishes the agreement of the
partiesregardingitsinterpretation ....” Accordingly, please answer the following questions:

a Under the EC’s countervailing duty law and practice, does the investigating
authority determine whether a subsidy “benefit” within the meaning of Article
1.1 of the SCM Agreement exists as of the time of the subsidy bestowal ?

b. Has the EC’s countervailing duty law or practice ever been interpreted or
applied by the investigating authority to require a determination as to the
existence of a subsidy “benefit” within the meaning of Article 1.1 of the SCM
Agreement as of any time after the subsidy bestowal? If the EC’s answer isyes,
please provide an explanation, and cite to the particular provision of the EC’s
countervailing duty law, or the EC’s practice thereunder, that supports this
explanation.

C. Are there any circumstances in which the EC does not allocate the benefits of
large or non-recurring subsidies over a period of years? If the EC’'s answer is
yes, please provide an explanation, and cite to the particular provision of the
EC’s countervailing duty law, or the EC’s practice thereunder, that supports
thisexplanation.

d. Are there any circumstances in which the EC changes how it allocates the
benefits of large or non-recurring subsidies over a period of years based on
events taking place after the subsidy bestowal? If the EC’s answer is yes, please
provide an explanation, and cite to the particular provision of the EC’'s
countervailing duty law, or the EC’s practice thereunder, that supports this
explanation.

Response of the European Communities:
Article 31.3(b) of the Vienna Convention on the Law of Treaties allows subsequent practice to

be taken into account in interpretation together with the context where this establishes an agreement
between the parties of the treaty as to its interpretation. This subsequent practice must be “concordant,



WT/DS138/R
Page 106

common and consistent” and must also be common to al the parties’** and so will be particularly
difficult to establish in the case of a multilateral agreement.

Therefore, the European Communities do not consider that an examination of its own
countervailing duty practice is ingtructive in this case. The EC countervailing duty regulations and
EC practice in this area are fully consistent with the interpretation of the ASCM that the European
Communities are advocating in this case. The European Communities have never applied a “pass-
through” methodology in its own countervailing duty practice.

Economics of Privatization

Q.19. InitsFirst Submission (at paragraphs 50-66), the EC statesthat, as an economic matter,
an arm’s length, fair market value privatization transaction extinguishes previously bestowed
subsidies.  With regard to the privatization of a company owned by an EU member State
government, which is subject to the rules set forth in the State Aids Code, is it the EC’s view
that, as an economic matter, an arm’s length, fair market value transaction extinguishes
previously bestowed subsidies?

Response of the European Communities:

The European Communities provide a detailed answer with respect to its State Aid Code for
the benefit of the Panel and US in its Second Written Submission (see Section 11.H).

Q.20. Please explain the economic theory behind the State Aids Code's treatment of State aid
provided prior to a privatization as automatically continuing, in full, to the benefit of the
successor company and its owners?

Response of the European Communities:

Please see Second Written Submission of the European Communities, at Section I1.H. Under
State Aid law, aid granted illegally can be recovered from the successor company independent of
whether or not the successor company has obtained a benefit or of whether or not the sdle was at fair
market vaue in an arm’ s-length transaction. The granting of non-authorized aid is a breach of the EC
law for which the successor company may be held responsible independently of any economic
considerations. The US has mischaracterized the EC State Aid law.

Q.21. Doesthe EC agreethat wherethe government provides massive subsidiesto an industry,
this subsidization can distort trade by enabling companiesin the industry to continue building
and modernizing production facilities and producing output even where output exceeds
demand? Pleaseexplain.

Q.22. Does the EC agree that the excess capacity and excess output resulting from massive
subsidization can drive down the value of the companiesin thisindustry as well as the prices of
theindustry's overall output? Please explain.

Q.23. Doesthe EC agree that if a particular company in an unsubsidized industry were to be
sold, it would command a higher market price than would the same company if the industry
were heavily subsidized because there would be no excess capacity or excess output from
inefficient, subsidized companiesto depressthe market price of the company? Please explain.

133 ginclair, The Vienna Convention on the Law Treaties (2nd ed., 1984), p. 137; Yasseen,
“L’interprétation des traités d’ aprés la Convention de Vienne sur le Droit des Traités” (1976-111).
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Q.24. Does the EC agree that even if an arm’s length price is paid for a heavily subsidized
company in a heavily subsidized industry, the subsidies previousy bestowed on that company
continue to distort trade, through artificially high output, through artificially low output prices
resulting from the excess capacity which they created and through the reduced value of
companies throughout the industry? Please explain.

Response of the European Communities:

The European Communities address the US argument in these questions at length in its
Second Written Submission, including a detailed response to the US “rich uncle” hypothetical. Please
see Sectionll.F. Some subsidies may have certain effects on the market. The purpose of
countervailing duties, however, is to offset injurious subsidies within the meaning of the ASCM, not
to correct market distortions. When countervailing duties are imposed for reasons other than to offset
subsidies, they serve to restrict world trade and become themselves a central instrument of market
distortion. The EC would point out that the ASCM does not alow countervailing duties to be
imposed where there is no benefit conferred on the producer.

Q.25. In British Steel’s 1984/85 Annual Report (at page 23) (see Exhibit USA-32), four years
prior to the 1988 privatization of British Steel, the company’s auditors expressed " uncertainty"
as to whether British Steel would remain "a going concern” without "sufficient finance ...
forthcoming to meet ongoing [cash] requirements.” Does the EC agree that, but for the U.K.
gover nment’s massive subsidization, it was likely that British Steel would not have remained a
" going concern™ ?

Response of the European Communities:

The date-owned British Steel Corporation (BSC) was, of course, not the company
investigated or reviewed in the investigations subject to this dispute. Further, the auditors did not
express uncertainty that BSC would remain a going concern if sufficient finance was forthcomi ng,
the US fasely suggestsin its question (“‘uncertainty’ . . . with sufficient finance forthcoming . . . .’").
Rather, as reflected on p. 23 of the BSC Annua Report, the auditors explained that, at the t| me of
their report in July 1985, “there are uncertainties facing steel industries generdly, including the
continuation of reasonable stability in the European steel market. In consequence, (i) there are doubts
asto the level of future trading results and (ii) if the trading conditions are significantly different from
those assumed in the projections underlying the externa financing limit, the limit set by the
Government for the financial year ending March 1986 could prove inadequate.”

Whether or not BSC, the state-owned company, would have remained a “going concern”
without the subsidies that were provided by the British Government in the 1977-85 period is aso a
moot and irrelevant question.

The US question incorrectly assumes that if BSC would not have continued as a going
concern producing and exporting steel, none of its plants or productive units would have continued in
operation producing or exporting steel to the US Not only is there no evidence in the record in this
regard, but the premise is contrary to economic logic and experience. Many companies in financial
dtraits do not continue as “going concerns’ — but this does not mean that their productive facilities
cease to exist. As the experience of countless US companies demonstrates, what happens is that the
financial structure of the company is reorganized, or, if the company is liquidated, its productive
facilities that have a positive market vaue are sold.

Q.26. Does the EC agree that British Sted, immediately prior to its 1988 privatization, was
mor e competitive as a result of the more than £7 billion ($13 billion) in subsidies which it had
received from the U.K. government between 1978 and 19887 If the EC’s answer is no, please
explain the following acknowledgement in British Stedl’s 1987/88 Annual Report (at page 5) (see
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Exhibit USA-33) that its competitiveness benefited from recent investment in plant and
equipment:

The present profit position isthereward for the radical measures taken over the
past years to rationalize and restructure the operation of the business, allied
with benefits increasingly coming through from well-directed investment in
plant and equipment, which together have given us a more competitive base.

Q.27. Immediately after the 1988 privatization of British Sted, was British Steel more
competitive asaresult of the more than £7 billion ($13 billion) in subsidies which it had received
from the U.K. government between 1978 and 19887 If the EC’sanswer isno, please explain the
statement of British Steel's chairman, immediately after the 1988 privatization of British Steel
in its 1988/89 Annual Report (at page 4) (see Exhibit USA-34) that:

We are now benefiting from the restructuring programme we have been
maintaining in recent years. We have concentrated on a smaller number of
efficient siteswhich have been further improved by well-directed investment. As
a reault, we have been able to respond to increased demand on the bass of
efficient plants operating at high throughput and utilization rates, giving rise to
lower costsand efficient margins.

Response of the European Communities:

The state-owned British Steel Corporation (BSC) was, of course, not the company
investigated or reviewed in the investigations subject to this dispute. Further, the quotation from
BSC's 1987/88 Annual Report points out that BSC's competitive and position at that time was the
result of two mgor factors. (1) the elimination of excess capacity and the rationaization of
productive capacity to better reflect market conditions, and (2) investment that had been made in plant
and equipment.

The first factor, which the US chooses to ignore, demonstrates that the aid received by BSC
was not designed to maintain or create steel-producing capacity that the private market would not
have maintained or created, but to eliminate such capacity and to bring BSC's productive facilities in
line with market demands — just as would have been achieved if the company had gone through a
bankruptcy proceeding.

The US focuses on the second factor, with the unspoken assumption that private investors
would not have financed the particular investments in plant and equipment made by BSC during this
period. There is nothing in the record to support such an assumption, nor is there any credible
evidence that any such improvements would not have been financed by the private sector.

The critical issue in this proceeding is whether, after the market-value privatization of BSC's
productive units, the operation of those units in the hands of the new private owners who had paid
market vaue to acquire them continued to benefit from the past financia contributions received by
the state-owned BSC. The answer is clearly no. If facilities acquired in the 1988 privatization were
more modern or efficient as aresult of the investments made by BSC with subsidy funds, that fact was
reflected in the fair market vaue price paid in the privatization. As the European Communities have
set forth at length, if the plants had been less modern or efficient, the new owners would have paid a
lower price. In short, having paid market value for the facilities acquired — including any facilities
enhanced by prior investments — the new owners have paid for the value of those investments and are
not operating with “improved facilities’ that they have not fully paid for.

Although it is irrelevant, the European Communities note that it does not accept the US
factual assertions made regarding the amount of countervailable subsidies received by the BSC.
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