	
	



United States – Measures Affecting Trade in Large Civil Aircraft

(Second Complaint)

(AB-2011-3/DS353)
Third Participant Submission of Australia
Executive Summary
Geneva, 23 June 2011
UNITED STATES – MEASURES AFFECTING TRADE IN LARGE CIVIL AIRCRAFT (SECOND COMPLAINT)

(AB-2011-3/DS353)
SERVICE LIST
PARTICIPANTS TO THE DISPUTE

H.E. Mr. Angelos Pangratis, Ambassador, Permanent Mission of the European Union, Geneva
H.E. Mr Michael Punke, Ambassador, Permanent Mission of the United States, Geneva
THIRD PARTICIPANTS

H.E. Mr Roberto Carvalho de Azevedo, Ambassador, Permanent Mission of Brazil, Geneva

H.E. Mr John Gero, Ambassador, Permanent Mission of Canada, Geneva

H.E. Mr YI Xiaozhun, Ambassador, Permanent Mission of China, Geneva

H.E. Mr Yoichi Otabe, Ambassador, Permanent Mission of Japan, Geneva

H.E. Mr Park Sang-ki, Ambassador, Permanent Mission of Korea, Geneva
EXECUTIVE SUMMARY
A. The Panel’s exclusion of “properly characterised purchases of services” from the definition of “financial contribution”
1. The European Union argues that the Panel erred by excluding all transactions properly characterised as “purchases of services” from the scope of the SCM Agreement in its consideration of the aeronautics research and development (R&D) funding provided to Boeing by the National Aeronautics and Space Administration (NASA) and the United States Department of Defence (DOD),
 given that the cash flows accruing to Boeing from the R&D programmes comprised a “direct transfer of funds” within the meaning of Article 1.1(a)(1)(i) of the SCM Agreement, and therefore constituted a “financial contribution” under Article 1.1(a)(1).

2. The Panel found that transactions properly characterised as “purchases of services” are excluded from the scope of Article 1.1(a)(1) of the SCM Agreement.
  In its consideration of whether the NASA and DOD aeronautics R&D contracts with Boeing could properly be characterised as purchases of services, the Panel identified the critical question as whether the R&D that Boeing was required to conduct under the contract was “principally for its own benefit and use, or whether it was principally for the benefit and use of the US Government (or unrelated third parties)”.
  This analysis informed the Panel’s determination of whether the NASA and DOD aeronautics R&D contracts were financial contributions within the meaning of Article 1.1(a)(1).
3. Australia considers that an interpretation of Article 1.1(a)(1) that encompasses “purchases of services” (to the extent that the service relates to a particular good) is correct, given that text must be given its ordinary meaning, in context, and in light of the overall object and purpose of the SCM Agreement,
 and: (i) the term ‘financial contribution’ has a broad meaning, (ii) the omission of text is not necessarily dispositive; and (iii) the SCM Agreement disciplines subsidies to goods, including subsidies to a range of activities related to production of those goods (for example, the kinds of assistance for research activities covered by the now-lapsed Article 8). 
4. Further, in Australia’s view, the Panel’s analysis of what constitutes a properly characterised purchase of services appears to conflate the two separate legal elements of “financial contribution” and “benefit”.  The Panel’s “principal benefit” test also: appears inconsistent with the legal standard of benefit relevant to determining the existence of a subsidy; only takes account of the service provided under a purchase of services contract (rather than also considering other relevant factors such as remuneration); and does not explicitly consider whether the benefit conferred by a purchase of services relates to, or passes through to, the production of goods.
B. Benchmark for determining whether revenue foregone is “otherwise due”

5. The United States raises a significant issue concerning the legal standard applied by the Panel in its analysis of whether the Washington Business and Occupation (B&O) tax reductions in respect of aircraft manufacturing activities constituted revenue foregone that was “otherwise due” within the meaning of Article 1.1(a)(1)(ii) of the SCM Agreement.
  

6. The Panel found that, in the circumstances of the case, “it is not difficult to identify a general rule of taxation and exceptions to it” and, therefore, “a ‘but for’ test can be applied”.
  The Panel found that a general B&O tax rate existed for manufacturing, wholesaling and retailing activities, and the tax reduction in respect of manufacturing and selling of commercial aircraft and their components was an exception or “preferential rate” constituting revenue foregone that was “otherwise due”.
  
7. The United States submits that, given the complexity of the Washington B&O tax system, the Panel erred in seeking to apply a “but for” test. 
  The United States also submits that the Panel erred in identifying a subset of the Washington B&O tax system (the tax rates that applied to manufacturing, retailing and wholesaling) as the “normative benchmark” for the “but for” test.
  The United States argues that the Panel was required to conduct a comparison of the tax treatment of legitimately comparable income.
  Given the incidence of “pyramiding” within the Washington B&O tax system, the United States argues that the Panel “should have looked to the...system as a whole...as the normative benchmark” because it is only “[t]he tax rates applied to all 36 categories of business activities that are individually identified in the tax code” that, taken together, reflect the tax treatment of legitimately comparable income.

8. Australia considers that if it could be established that the reduced tax rate for aircraft manufacturers is consistent with tax rules intended to address the effects of “pyramiding” and, therefore, consistent with the tax treatment afforded to other sectors engaged in business activities of a similar complexity to/similar stage in the production chain as aircraft manufacturing,
 that tax reduction would not represent revenue foregone that was “otherwise due”.  However, in Australia’s view, the United States has not established this.

9. Australia therefore considers that the Panel was correct in finding that the “defined, normative benchmark” for comparing the tax treatment of aircraft manufacturing was the general rate of taxation applicable to manufacturing, and that “but for” the tax reduction provided to aircraft manufacturing activities, such manufacturers would be subject to the general B&O tax rate for manufacturing, wholesaling and retailing activities.  Australia considers that the Panel was correct in concluding that the tax reduction in respect of aircraft manufacturers was “a preferential rate” that constituted the foregoing of revenue that was otherwise due.
C. Relevant “granting authority” and relevance of “government-wide policies” in determining specificity

10. In its Appellant Submission, the European Union contends that the term “granting authority” in Article 2.1(a) of the SCM Agreement refers to the particular granting or legislative authority that directly provides the subsidy under consideration, and not the “highest authority” of the relevant Member government.
  The European Union also claims that “an interpretation of Article 2.1 that looks to the government-wide policies of a Member...could frustrate the object and purpose of the SCM Agreement”.

11. The Panel found that the United States has a general policy of “granting government contractors ownership of patents over any invention that they produced with federal funding under R&D contracts”
 and “the allocation of patent rights is uniform under all U.S. government R&D contracts, agreements, and grants...for all enterprises in all sectors.”
  The Panel found that “NASA’s agency-specific regulations for implementing this U.S. Government-wide policy cannot, for the purposes of Article 2 of the SCM Agreement, be analysed in isolation from the broader policy and legal framework that they implement”.

12. In Australia’s view, a proper interpretation of the meaning of “granting authority” is not restricted to the specific entity that directly provides the subsidy under consideration.  Moreover, given the context of Article 2.1, and the object and purpose of the SCM Agreement, where the “broader policy and legal framework” of a Member assists in establishing whether a subsidy is sufficiently broadly available throughout an economy so as not to be specific, it is relevant to consider this in determining specificity within the meaning of Article 2 of the SCM Agreement.  Australia considers that the Panel was correct in having regard to the United States government’s general policy with respect to patent rights in its consideration of whether the NASA and DOD patent “waivers” were specific.

13. However, Australia considers that after having reached a preliminary conclusion that the NASA and DOD patent “waivers” were not specific within the meaning of Article 2.1(a) of the SCM Agreement, the Panel should nevertheless have had regard to the European Union’s arguments that the patent “waivers” were de facto specific within Article 2.1(c).
D. Relevant “baseline” group for determining whether a recipient’s share of a subsidy is a “disproportionately large amount”
14. The United States’ argues that the Panel used the wrong baseline for its analysis in determining whether Boeing received a “disproportionately large” amount of the tax benefits associated with the Wichita Industrial Revenue Bonds (IRBs), rendering the subsidy de facto specific within the meaning of Article 2.1(c) of the SCM.
15. The Panel found that Boeing and Spirit had received 69 per cent of the tax benefits associated with the IRBs.  The Panel compared this to Boeing and Spirit’s proportion of employment within the Wichita manufacturing sector and found that, given the “significant disparity between the proportion of IRBs received by Boeing and Spirit and their place within the goods sector of the economy, as indicated by the proportion of the sector they employ,”
 69 per cent of the subsidy was “disproportionately large”, and was therefore de facto specific within the meaning of Article 2.1(c) of the SCM Agreement.
  
16. In its appellant submission, the United States argues that there is not “necessarily a logical and ‘proportionate’ relationship between the number of employees of a particular company or group of companies as compared to all employment in the Wichita manufacturing sector, and the amount of IRB tax benefits received”.
  
Australia considers that, given the capital-intensive nature of the large civil aircraft industry, the Panel’s reliance on Boeing and Spirit’s relative share of employment within Wichita’s manufacturing sector may not in fact represent Boeing and Spirit’s “place within the goods sector of the economy”.  In Australia’s view, an assessment of a subsidy recipient’s share of economic activity within the relevant jurisdiction should consider all relevant factors, including employment, output, and revenue.  In Australia’s view, such an analysis would more accurately determine a recipient’s “place” within the relevant economy and would therefore provide a more appropriate measure for determining disproportionality.

E. Aggregating the effects of subsidies

17. The European Union contends that the Panel erred in declining to cumulate the effects, in the 200-300 seat Large Civil Aircraft (LCA) market, of the B&O tax subsidies with the effects of the aeronautics R&D subsidies in that same market.
  The European Union further contends that the Panel erred in failing to cumulate the effects of the Tax Subsidies
 with the Remaining Subsidies
 in all LCA markets at issue (i.e. the 100-200 seat, 200-300 seat and 300-400 seat LCA markets).
  
18. The Panel observed that the European Union drew a distinction between subsidies that had “technology effect” and subsidies that had “price effects”; and drew a further distinction between subsidies whose “price effects” manifested themselves through reductions to Boeing's marginal unit costs (collectively “Tax Subsidies”), and subsidies whose “price effects” manifested themselves through improvements to Boeing's non-operating cash flow (collectively “Remaining Subsidies”).
  
19. The Panel did not consider it appropriate to aggregate the subsidies alleged to have “technology effects” with the subsidies alleged to have “price effects”, given that the two groups of subsidies operate through “entirely distinct causal mechanisms”.
  Nor did the Panel consider it appropriate to aggregate the effects of the Tax Subsidies with the effects of the Remaining Subsidies, observing that the Remaining Subsidies were not “explicitly targeted to lowering Boeing's costs of production of specific LCA models”.

20. The European Union contends that “where different subsidies contribute through different causal mechanisms to the same form of adverse effects, their effects must be assessed cumulatively”.
  The European Union further argues that the Panel was required to find that the Remaining Subsidies caused adverse effects because they “complemented and supplemented” the effects of the Tax Subsidies.

21. Australia considers that, for the Panel to have erred on this point, it would need to be established that (consistent with the Appellate Body's guidance in EC - Large Civil Aircraft) having regard to "the nature, design and operation of the subsidy at issue; the alleged market phenomena; and the extent to which the subsidies are provided in relation to a particular product or products", the two groups of subsidies should have been aggregated.
22. Australia also notes that the panel in US - Upland Cotton stated that a panel “may legitimately treat [subsidies] as a ‘subsidy’ and group them and their effects together”
 “to the extent a sufficient nexus...exists among the subsidies at issue so that their effects manifest themselves collectively”.
  Applying this approach to the Tax Subsidies and Remaining Subsidies in question requires consideration of whether there exists a nexus between the particular subsidy, each of the Boeing aircraft alleged to have benefited from the subsidy (i.e. the 737NG, 787 and 777 families of LCA), and the prices obtained for these aircraft by Boeing from its customers.  If such a nexus can be discerned, it should further be considered whether the nexus is sufficiently close that the effects of the subsidies manifest themselves collectively.
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