16 March 1992

UNITED STATES - MEASURES AFFECTING
ALCOHOLIC AND MALT BEVERAGES

Report of the Panel adopted on 19 June 1992
(D23/R - 395206)

1. INTRODUCTION

1.1 On 7 March and on 16 April 1991, Canada held consultations with the United States under
Article XXII1:1 concerning measures relating to imported beer, wine and cider. The consultations
didnot resultinamutually satisfactory sol ution of thesematters, and Canadarequested the establishment
of a GATT panel under Article XXII1:2 to examine the matter (DS23/2 of 12 April 1991).

1.2 Atits meeting of 29-30 May 1991, the Council agreed to establish a panel and authorized the
Council Chairman to designate the Chairman and members of the Panel in consultation with the parties
concerned (C/M/250, page 35).

1.3 The terms of reference of the Pandl are as follows:

"To examine, in the light of the relevant GATT provisions, the matter referred to the
CONTRACTING PARTIES by Canada in document DS23/2 and to make such findings as will
assist the CONTRACTING PARTIES in making the recommendations or in giving the rulings
provided for in Article XXII1:2."

The parties subsequently agreed that the abovetermsof reference shouldincludereferenceto documents
DS23/1, DS23/2 and DS23/3 (DS23/4).

1.4 Pursuant to the authorization by the Council, and after securing the agreement of the parties
concerned, the Chairman of the Council notified the following composition of the Panel on 8 July 1991
(DS23/4):

Chairman: Mr. Julio Lacarte-Muro

Members:. Ms. Yvonne Choi
Mr. Ernst-Ulrich Petersmann

1.5 The Pand met with the Parties on 1-2 October and 2 December 1991. The delegations of
Australia, EEC and New Zedand were heard by the Panel on 2 October 1991. The Panel submitted
its report to the Parties to the dispute on 7 February 1992.

2. FEACTUAL ASPECTS

2.1 Thecurrent regulatory structure in the United States alcoholic beverages market arose from the
repedl of the Eighteenth Amendment to the United States Constitution, which had established Prohibition.
TheTwenty-first Amendment to theUnited StatesConstitution, adoptedin 1933, repeal sthe Eighteenth
Amendment and furthermore provides that:

"The transportation or importation into any State, Territory, or possession of the United States

for delivery or use therein of intoxicating liquors, in violation of the laws thereof, is hereby
prohibited.”
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Shortly thereafter, Congress enacted the Federal Alcohol Administration Act which reguires, among
other things, that al wholesalers obtain basic federa permits, and prohibits suppliers from having an
interest in retail outlets and from engaging in many of the commercia practices that were associated
with the "tied house" prior to Prohibition. In addition, the Federa government imposes excise taxes
on alcoholic beverages.

2.2 Each state has independent legidative and regulaory authority, and, in response to the Twenty-first
Amendment, each of the states has enacted laws governing the basis on which alcoholic beverages
canbesold. Inadditionto regulating the saleand distribution of acoholic beverageswithintheir border
for social welfare purposes, states impose excise taxes on alcoholic beverages. All states adopted a
threetier system under which the production, wholesale distribution and retail sale of alcohol are kept
separate. Some states provide an exception to certain in-state breweries and wineries.

Products

2.3 The measures before the Panel apply to beer, wine and cider. Beer is defined under the 1991
United States Interna Revenue Code (Subpart D, s 5052, Subtitle E) as "beer, de, porter, stout and
other similar fermented beverages(including sakésimilar product) of any nameor description containing
one-half of one per cent or more of acohol by volume, brewed or produced from malt, wholly or
in part, or from any substitute thereof." Beer is classified under tariff item 2203.00.00 in the
United States Tariff Schedule XX as "Beer made from malt" and therate is bound at 1.6 cents alitre.

2.4 Natura wine is defined under Subtitle E of the Internal Revenue Code (section 5381) as "...
the product of the juice or must of sound ripe grapes or other sound ripe fruit made with such cellar
treatment as may be authorized and containing more than 21 per cent of weight by total solids.” Wine
is classified under tariff item 2204 with various subitems depending on type, alcohol content and type
of container. The rates are bound on al the listed items.

2.5 Cider isconsidered as wine under the Internal Revenue Code. The tax measures on wine under
the Code apply aso to "All cider except for cider produced with applesin a place other than a bonded
winecellar and without the use of preservatives' (Section 5042). Cider isdescribedintheUnited States
Tariff Schedule XX (tariff item 2206.00.15) as" cider whether still or sparkling”, and therateis bound
a 0.4 cents alitre. Canada has initial negotiating rights with respect to this concession.

2.6 The matters before the Panel concern the following federal and state practices with respect to
beer, wine and cider:

Federal Excise Tax

2.7 The Omnibus Budget Reconciliation Act of 1990 ("the Act") increased the excise tax on beer
from $9 to $18 per barrel. The Act leaves unchanged the existing lower rate of $7 per barrel, however,
for thefirst 60,000 barrels produced by United States breweries with annual production not exceeding
2 million barrels. This lower rate is not available for imported beers.

2.8 The provisions of the Act aso increased excise taxes on wine by $0.90 per wine gallon, but
introduced for the first time a credit for wine of small United States producers. The Act provides a
credit of up to $0.90 per wine gallon for wine produced at qualified facilities in the United States by
United States producers of not more than 250,000 wine gallons per year. The credit is provided on
a dliding scale basis, depending on actual levels of production. The maximum credit of 90 cents per
wine gallon is alowed on the first 100,000 wine gallons of wine for consumption or sale. The credit
isreduced by 1 per cent for each 1,000 wine gallons of wine produced in excess of 150,000 winegallons
of wine during the calendar year. This credit is not available for imported wines. The Act provides
that the credit is allowable at the time the tax is payable as if the credit constituted a reduction in the
rate of the tax.
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2.9 TheAct increased the excise tax on wine held in stock for sale by $9 per wine galon. The Act
provides, however, for wine produced by small United States producers that the tax increase shall be
reduced by the credit provided for small United States producers as described above. No reduction
is available for imported wine.

State Excise Tax Measures

2.10 Severd states provide an excise tax differential based on annual production. The states of New
York and Rhode Island, and the Commonwesalth of Puerto Rico, provide an excise tax exemption
or lower rate of tax for a specified quantity of beer brewed by in-state breweries. In the state of
Oregon, an excise tax exemption is gpplied for alimited quantity of wine sold by United States producers
manufacturing less than 100,000 gallons per year of alcoholic beverages.

2.11 Inthestatesof Kentucky, Minnesota, Ohio and Wisconsin, an excisetax credit based on annua
production is available for specified quantities of beer sold by brewers whose annua production does
not exceed an indicated level. In Kentucky and Ohio, the credit isavailable only to in-state breweries.

2.12 In Alabama, Georgia, Nebraska and New Mexico, the excise tax rate is based on the origin
of theproduct. Thesestates providefor alower rate of taxation, or atax exemption, for wine produced
by in-state or domesticwineries. |1owa appliesan excisetax at thewholesalelevel; only " nativewines'
may be sold directly at retail, where no excise tax is applied.

2.13 Michigan, Ohio and Rhode I sland determine the excise tax treatment based on the use of loca
ingredients. A lower tax rateis applied in the state of Mississippi to winesin which a certain variety
of grape has been used.

2.14 The state of Pennsylvania provides atax credit on the purchase of equipment for the production
of beer to domestic breweries not exceeding a specified size.

2.15 Table 1 summarizes the differential excise tax measures applied by various states.

State Distribution Reguirements

2.16 Many states regulate the distribution of alcoholic beverages, including beer and wine, to points
of sale. Such regulations may limit the right to import beer and wine to alcoholic beverage boards,
manufacturers, licensed importers, or to wholesalers. Further restrictions are usually applied with
respect to which entities can qudify to receive importer, wholesaler or retailer licenses. In-state
manufacturers of beer and wine may, in some states, sell directly to retailers. Table 2 presents the
distribution requirements of thirty states.

Use of Common Carrier Reguirements

2.17 Severd states impose restrictions on the transportation system that can be used for the delivery
of beer and wine. In particular, certain statesrequire that alcoholic beverages be shipped into the state
by common carriers. A common carrier is defined as one that undertakes to carry the goods of al
persons indifferently or of all who choose to employ it.

2.18 Thestateof Arizonarequiresthat out-of-stateor foreign-produced a coholic beveragesbe shipped

to their destination by common carriers. In-state produced a coholic beverages may be shipped in the
in-state wholesaler's own vehicle.
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2.19 InCalifornia, acohalic beverages imported into the state are required to be trangported by common
carriers. Thereisno such requirement for in-state producers, and beer manufacturers and wholesalers
are specifically permitted to sell to licensees from their own trucks.

2.20 Mainerequiresthat liquor imported into the state be transported by common carriers but permits
in-state producers to transport their own product in their own vehicles.

2.21 The state of Mississippi requires that imported a coholic beverages be transported into the state
by common carriers. In-state producersand wholesalers may belicensed to transport their own product
in their own vehicles.

2.22 In South Carolina, acoholic liquors must be shipped into the state by common carriers. In-state
producers and wholesalers are permitted to transport their own product in their own vehicles.

Licensing Fees

2.23 A number of states chargefeesfor licensesfor the sale of beer and wine. In the states of Alaska
and Vermont, different fees are charged for in-state produced and imported products.

2.24 |In Alaska, in-state brewers must obtain a brewery license at a cost of $500.00 which entitles
them to sall toretail licensees. Out-of-state brewers must obtain a Genera Wholesae License, which
costs $1,000. 00 plus additiona fees up to $10,000.00 based on volume, or aWholesale Malt Beverage
& Wine License, which costs $200.00 plus additiona fees up to $10,000.00 based on volume. A Generd
Wholesale License must be obtained for each wholesale distributing point in the state.

2.25 In-state producers of wine in Alaska may obtain a Winery License, the annua fee for which
is$250. Out-of-state producers must obtain either a General Wholesale License or a Wholesale Malt
Beverage & Wine License, the fees for which are described above.

2.26 InVermont, an in-state manufacturer's license to sell beer (between 1 to 6 per cent acohol by
volume) to wholesale dealers costs $150 per year. Out-of-state brewers require a " Certificate of
Approva", at acost of $1,500 per year, entitling a manufacturer or distributor of malt beverages not
licensed under the provisions of the Vermont statute to sell to wholesale dedlers.

Local Option

2.27 In the state of Mississippi, the legaizing provisions of the alcoholic beverage laws are not
applicablein any county withinthat stateunlessand until alocal optionelectionisheld. Notwithstanding
an electionreinstating the prohibitionlawsin apolitical subdivision, theholder of anativewineretailer's
permit is alowed to continue to operate under such permits and to renew such permits.

Price Affirmation

2.28 Certain statesmaintain provisionswhichlimit the price at which sales can bemadetowholesalers.
These require that out-of-state a coholic beverages may not be sold at a price above the lowest price
available elsewhere either in the United States or in adjoining states. Prices of in-state products are
not thus restricted.

2.29 In Massachusetts, the Massachusetts General Laws Annotated, (Chapter 138) establishes the
generd price affirmation rule, applicable to both beer and wine, asfollows: "there shall befiled...for
abrand of acoholic beverages [beverages containing 0.5 per cent or more of acohol by volume]...an
affirmation duly verified by the owner of such brand of acoholic beverage, or by the wholesaler
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designated as an agent...that the bottle and case price of acoholic beverages to wholesaers...is not
higher than the lowest price at which such item of alcoholic beverage will be sold by such brand owner
or such wholesaer designated as agent or any related person to any wholesaler anywhere in any other
state in the United States or in the District of Columbia, or to any state or state agency which owns
and operates retail alcoholic beverage stores." In-state producers can sell directly to retailers.

2.30 The Rhode Island price affirmation requirements apply to wine: "no holder of a certificate of
compliance for ... vinous beverages shall ship, transport or deliver within this state, or sell or offer
for saleto awholesaler any brand of ... vinous beveragesat abottle or case price higher than the lowest
price at which such item is then being sold or offered for sale or shipped, transported, or delivered...
to any wholesder in any state of the United States or in the District of Columbia or to any state,
including an agency or [sic] such state, which owns and operates retail liquor outlets'. Certificates
of compliance are required in order to transport malt beverages and vinous beverages into the state.
The price affirmation requirement applies to sales to any wholesaer and only wholesalers may import
alcoholic beverages; in-state wineries may sell their products directly to retailers. (General Laws
of Rhode Island 1956, 1987 Re-Enactment)

Listing and De-listing Policies

2.31 Eighteen statesin the United States maintain Alcoholic Control Boards or Commissions which
import, distribute and sell alcoholic beveragesat theretail level. Inanumber of these" control” states,
wine must be "listed" with these state marketing agencies in order to gain access either to the state
market or to the state stores. The criteria for accepting a new listing for wines varies substantially
among control jurisdictions. The specific listing and delisting policies of the nine states which Canada
has chalenged as GATT inconsistent are detailed in Table 3.

Bear Alcohol Content Restrictions

2.32 Certain states distinguish between beers with an acohol content of 3.2 per cent by weight (4 per
cent by volume) or lower and those with a higher alcohol content. A number of states restrict the
location at which beer with over 3.2 per cent acohal content may be sold, while not imposing the
same restrictions on sales of beer at 3.2 per cent alcohol content or lower. In some states, labelling
requirementsareimposed on beer containing morethan 3.2 per cent alcohol content which differentiate
it from thelower acohol content beer. Table 4 indicatesthetreatment of beer on the basis of its alcohol
content in several states.

TABLE 3. LISTING AND DE-LISTING POLICIES

Alabama

Nativefarmwineriesareauthorizedto sall directly to consumers, towholesalersand to the Board.
Table wines (14% acohol or less) may be sold by the Alabama Alcohaolic Beverage Control Board,
and would have to be listed. Table wines may aso be imported and sold by wholesaers, and such
wines are not listed by the Board. The Board has the monopoly on the importation, wholesale and
retail of dessert (fortified, over 14% acohol) wine.

The criteria for listing includes:
(a) salesin other states
(b) demand
(c) specid order
(d) vendor support
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Nowritten policy isavailable. Written notificationsareprovided. Norationaleisprovided for negative
decisions. Vendors may request an appeal before the Board.

Idaho

The Idaho Alcoholic Beverage Control Division has the monopoly on importation of table wines
which may be sold by private wholesalers or through Control Division stores. The Control Division
has the monopoly on the importation and retail sale of dessert wine.

Listing criteria include:
(a) need for additional listings in class
(b) need for additiona listings in price range
(c) exceptional sales in border states (control states)

Rationale is provided for negative determinations. No appea procedure is provided.

Fifty-five per cent of the 49 state stores receive new listings.
M ississippi

Importation and wholesaling of wineis by the Mississippi State Tax Commission only. Native
wines may be sold directly to retailers and through the Commission. The listing policy, amended
in April 1991, includes the following:

New listingswill be considered on May 1 of each year and at such other times asthe Commission
deems appropriate. All requests for listings must be submitted in writing at least three months
prior to thedate chosenfor thelisting. Requestsfor thelisting of new items must be substantiated
by facts and figures regarding prices, specifications, acohol content and other relevant information
requested.

All inventory brought into Mississippi is placed in bailment.
The maximum number of itemsthe Commission will authorizefor any one company is pre-determined,

based on aformulautilizing the number of codes presently listed by each company onthestate' sexisting
price list. The formulais as follows:

Codes Presently Listed New Items Allowed
0-10 2
11-15 3
16-20 4
21 or more 5
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TABLE 3. LISTING AND DE-LISTING POLICIES (Cont'd)

The Nine Month Case Order quota for wineis:

355ML
Wine 4L 2L 1L 375ML
10L 5L 3L 1.5L 75ML 187ML
Imported
$0.00 to $3.00 90 90 90 90 45
$3.00 up 45 45 45 45 45 45 45
Domestic
$0.00 to $3.00
45 45 90 90 90 90 45
$3.00 up 45 45 45 45 45 45 45
Champagne and Sparkling Wines
$0.00 to $5.00 90 90 90 45
$5.01 up 45 45 45 45

No rationale is given for negative decisions and no appeal process is provided.

New Hampshire

The New Hampshire State Liquor Commission has the monopoly on the importation and wholesale
of wine which may be sold at retail by Commission stores and private retailers.

Listing criteriafor premium wines in State stores include, but are not limited to: vintage; consumer
demand; sales performance in the national markets; and potentia profitability. De-listing criteria
include annual gross profits of less $6,500; unavailability of the product; delisting request from the
vendor or manufacturer; non-payment of the wine listing fees; excessive cost increases passed on
to the consumer.

Table wines not listed in any other listing may be sold by a manufacturer through the Commission
or its licensees. Placement of available wines is automatic upon submission of a request for listing
and payment of the registration fee. Renewals are also automatic with the payment of the annual
maintenance fee.

New Hampshire law includes statutory requirements that in-state wine be granted preferred treatment
in listing procedures where feasible. The ddlisting review procedure includes preferred treatment for
in-state wine.

North Carolina

The state Alcoholic Beverage Control Commission does not import or sell any wines. Loca
Alcoholic Beverage Control Boards, which are not agencies of the State Board, may sell fortified wines
a retail. Loca boards have no authority to import fortified wines but must purchase such wines from
private, licensed importers. There are no listing or delisting criteria applicable to the sale of fortified
wines by thelocal boards. "Fortified wine" is defined as any wine made by fermentation from grapes,
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fruits, berries, rice or honey, to which nothing has been added other than pure brandy made from the
same type of grape, fruit, berry, rice or honey that is contained in the base wine, and which has an
alcoholic content of not more than twenty-four per cent (24%) alcohol by volume.

Table wineis imported and sold exclusively by private businesses. There are no listing or delisting
criteria applicable to the importation or sale of table wine.

Oregon

The Oregon Liquor Control Commission has the monopoly on the importation and wholesaling
of wines of 21 per cent or greater alcohol content. Listing criteria are:

(8 market trend,;

(b) category need;

(o) sdesin other control states and adjacent states;
(d) saes projections in the Oregon market;

() planned promotiona efforts;

(f) product packaging and taste;

(g) price a retail;

(h) number of existing listings in category;

(i) product unigueness.

Pennsylvania

There is a Board monopoly on retail off-sales except for licensed Pennsylvania farm wineries
which may sdll directly to retailers or through the 750 Liquor Control Board stores. With respect
to listing, al of the information in the presentation is analyzed to ascertain which items will best fit
the Board's needs with regard to selection, price and quality. Items chosen must expand and fit a
growing market segment, be supported by marketing plans and promotiona efforts and provide the
Board with a reasonable return.

Only two applications for alisting are permitted per listing review meeting.

With respect to retaining alisting, class performance indicators based on case sales are used asaguide;
other factors considered include uniqueness of a product, price range, competition within category
and specia appedl.

Store distribution is determined by the Board based on sales of comparable items in the target market.
Vermont

There is a state monopoly on importation and off-sale for dessert wine. Vermont's 16 state
operated liquor stores and 55 agency stores do not carry table wines, but only "fortified" or " dessert”
wines containing at least 16 per cent alcohol. Asan exemption to that rule, the Department of Liquor
Control is mandated to list Vermont wines which are "light" or "table" wines (containing 6 to 12 per
cent alcohal).

The criteriafor listing are:

(8) size extension depends on performance of current listed size
(b) advertising and support given to product

() price within category

(d) packaging

Downloaded from worldcourts.com. Use is subject to terms and conditions. See worldcourts.com/terms.htm



-22 -

TABLE 3. LISTING AND DE-LISTING POLICIES (Cont'd)

(e) representation in the state
(f) saestrends within the category and in other states
(g) suppliers past performance relative to support and availability of product

No rationaeisgiven for negative responses on listing, and thereisno appeal process. The procedures
arenot published. Therearenoformal written standardsfor annual listing/delisting decisions. Private
stores are not subject to listing criteria. There are 1,500 private stores.

Virginia

TheVirginiaDepartment of Alcoholic Beverages Control listsonly vermouth and wine produced
in the state by "farm wineries' for sale in its the 240 state store outlets. Out-of-state and imported
wines may be sold only through private outlets, which are not subject to listing criteria. There are
approximately 6,800 licensed private stores that are authorized to sl wine for off-premises consumption.

TABLE 4. BEER ALCOHOL CONTENT REQUIREMENTS

Alabama

Aleand/or malt or brewed beverages with an a coholic content in excess of 5 per cent by volume
are classified as liquors and al such beverages must be sold to the state liquor board or as authorized
by the board. A liquor wholesale licensee may not sell liquor to retail licensees. A beer wholesaer
(5 per cent dcohol by volume or less) may sell or distribute to all licensees authorized to sell beer
and wine.

Colorado

Beer with an acohol content of over 3.2 per cent by weight is classified asa"malt liquor”, and
may only be sold at retail in liquor stores or drugstores. A retail licensee under the Fermented Malt
Beverages Act may sell beer (upto 3.2 per cent alcohol by weight). Thislicenseis separate and distinct
from licensesissued in the Alcoholic Beverages Act for thesale of liquor inretail storesand drugstores.
Aretail liquor storelicenseemay sell only malt, vinousand spiritousliquors. Thesamelicensed premise
may not hold alicence for the sale of acoholic beverages (over 3.2 per cent by weight) and alicense
for the sale of beer (3.2 per cent or less) at the same time.

Florida

Beer or malt beverages containing 3.2 per cent or less acohol by weight may disclose on the
label the accurate information about such alcoholic content.

Kansas

Beer with an alcohol content of over 3.2 per cent by weight is classified as an "a coholic liquor”
and must be sold at separate retail premises than beer under 3.2 per cent. Retail licenses for the sde
of "acohalicliquors' may beissued only for retail premisesinincorporated cities, or in unincorporated
cities in townships whose population exceeds 11,000. "Kansas strong" marking is required for beer
over 3.2 per cent acohol by weight. Beer of 3.2 per cent acohol or less by weight must be labelled
with a statement that the contents contain no more than 3.2 per cent alcohol by weight.
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TABLE 4. BEER ALCOHOL CONTENT REQUIREMENTS (Cont'd)

Minnesota

Theregulation indicates that brewery and wholesalers' invoices of sale for malt beverages above
3.2 per cent alcohol must have the signature of the purchasing retail deaer, and the number of the
retailer's identification card. [NOTE: The United States provided a letter from the Minnesota
Department of Public Safety which statesthat thisregulationisnot enforced.] Any product that contains
not more than 3.2 per cent acohol by weight must be labelled as such. Thereis no alcohol content
labelling requirement for beer containing more than 3.2 per cent acohol by weight.

Missouri

Any holder of a Missouri license to sell intoxicating liquor may sell nonintoxicating beer (not
more than 3.2 per cent alcohol by weight). A retail licensee holding a nonintoxicating beer license
cannot hold another retail license on that same premise. A wholesaler holding a nonintoxicating beer
license may also hold licenses to sell intoxicating beer.

Oklahoma

Beer is sold at retail in three different establishments. Beer over 3.2 per cent acohol by weight
is classified as intoxicating liquor and is sold for off-premises consumption only in packages under
apackage storelicense. Beer containing not more than 3.2% alcohol is classified as a nonintoxicating
beverage and is sold for off-premises consumption only in packages at licensed retail stores. Both
types of beer may be sold by the drink on draught or in bottles or cans for on-premise consumption
at licensed establishments.

Oklahoma statutes indicates that no person shall attach to any container any label which in any manner
indicatesthe a coholic contents of said beverage or which carries any referenceto the alcoholic strength
of such beverage in excess of 3.2 per cent.

Oregon

Oregon breweries and wholesalers may sell malt beverages containing not more than 4 per cent
alcohol by weight, in quantities of not lessthan 5 gallonsto any unlicensed organization, lodge, picnic,
party or private gathering.
Utah

Brewers may sell light beer (0.5-3.2 per cent alcohol by weight) to wholesalers or retailers but
must sell heavy beer (over 3.2 per cent acohol by weight) to the Utah authoritiesfor salein state stores

and other state-authorized outlets. They are specifically excluded from selling heavy beer to any person
within the state other than the State liquor authority.

3. MAIN ARGUMENTS

Matters Before the Pandl

3.1 The United States stated that Canada had asked the Panel to examine the GATT consistency of
27 measureswhich had not been the subject of consultationswith the United States before the Canadian
request for a panel in this matter. It was afundamental tenet of the GATT dispute settlement system
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that only those matters on which parties to a dispute had consulted, and on which consultations had
not proven successful, were properly subject to examination by aGATT panel. This concept was aso
implicit in the 1989 Improvements to the GATT Dispute Settlement Rules and Procedures.

3.2 IntheUnited States view, consultations provide the parties an opportunity to reach a satisfactory
solution to the dispute before proceeding to a panel. The party complained against might modify its
practice or, aternatively, convince the complaining party of the GATT consistency of its measure,
in either case avoiding the need for apanel. Furthermore, in those situations where resolution is not
possible without recourseto apanel, consultations provide the defending party notice of the measure(s)
complained of and the consequent opportunity to prepare adequately for the issue. Such basic due
process is a fundamental element of al equitable adjudicatory systems, and is especially important
to a federal nation like the United States, where the state authorities have substantial law-making
authority, particularly in the area of in-state regulation of the sale of alcoholic beverages. It isthus
essential that adequate notice be received of any state measures complained of to permit notification
of and consultations with the statesinvolved. The United States requested that the Panel examine only
those practices on which consultations under Article XXI11:1 had been held.

3.3 Canada argued that in the bilateral consultations which it had held with the United States under
Article XXII1, it had identified all of the types of issues now before the Panel, and had a so identified
particular examplesof suchissuesin specific states. Thetypesof issuesand some exampleswereclearly
identified in the charts and other written materials provided to the United States during the bilateral
consultations. Other specific examples were raised ordly during the consultations under Article XXI11:1.

3.4 With respect to the specific issues which the United States contended had not been the subject
of consultations, Canada stated that the matter of atax credit in Wisconsin was raised and discussed
with the United States during both consultations held under Article XXI11:1. The Nebraska tax issue
was raised orally during the second Article XXI11:1 consultation with the United States and thegeneric
issue was explained both orally and in written material. A chart given to the United States at the
consultations on 7 March 1991 indicated distribution problems with respect to Montana (beer and
wine), Oregon (beer), Kansas (beer and wine) and New York (wine). The subject of local option
was raised oraly in consultations, and Mississippi was cited in written material as a state with
discriminatory measures related to market access. Canada stated that the listing/delisting issue was
raised in consultations. In the written material provided to the United States, there was a specific
reference to the New Hampshireregulation in this respect. Furthermore, listing/ddlisting wasin the
Agreed Terms of Reference (DS 23/4).

Ruling of the Pandl

3.5 ThePand carefully considered theparties' argumentswith respect to the mattersrightfully before
it, and the evidence they provided of the issues included in their bilateral consultations under
Article XXII1:1. The Panel subsequently made the following ruling and so informed the parties:

RULING OF THE PANEL ON THE SCOPE OF ITS TERMS OF REFERENCE

1. ThePane noted that both parties agreed that the Panel should examine only those practices
on which consultations under Article XXII1:1 were held.

2. At its meeting on 29-30 May 1991, the Council agreed that the terms of reference of the
Panel were to examine "the matter referred to the CONTRACTING PARTIES by Canada
in document DS23/2" unlessthe Parties agreed on other termsof reference. The Panel noted
that, as set out in the Note by the Chairman of the Council (DS23/4), the parties agreed
that the terms of reference of the Panel should include reference to documents DS23/1 to
3. Document DS23/3 considerably narrows the scope of the complaint outlined in DS23/1
and 2.
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3. ThePanel decided to examineall United States measures specified in document DS23/3 and
in the submission, dated 23 July 1991, presented by Canada to the GATT Panel.

4. Document DS23/3, page 2, declaresthat Canada" reservestheright toraise any new measure
which may come into effect during the Panel's deliberations'. The Panel considers that
its terms of reference do not permit it to examine "any new measure which may come into
effect during the Panel's deliberations’.

5.  ThePanel noted that Canada no longer requests the Panel to make afinding on the labelling
practices of certain states.

General Arguments

3.6 Canada indicated that its request for a GATT Pand arose from complaints received from the
Canadian beer and wine industries that resulted from United States federd excise tax measures introduced
in 1991 in section 11201 of the Omnibus Budget Reconciliation Act of 1990, as well as awide range
of statetax measures, distribution barriers, licensing fees, transportation requirements, a cohol content
regulations, and listing/delisting policies. Thesemeasures operated to create significant discrimination
against Canadian beer, wine and cider in the United States market.

3.7 Canada considered the United States measures to be inconsistent with its GATT obligations,
particularly Articles 111:1, 111:2, 111:4 and possibly Article XI. Canada also indicated that the effect
of these measures was to nullify or impair benefits accruing to Canada under the General Agreement.

3.8 In particular, Canada asked the Panel to find that:

(8 the provisions of the Interna Revenue Code of the United States which provided a lower
rate of excise tax on domestic beer of qualifying United States producers than that applied to
imported beer were inconsistent with Article 111:1 and 111:2 of the General Agreement;

(b) the provisionsof the Internal Revenue Code of the United Stateswhich increased excisetaxes
onwineat thefederal level, but provided atax credit exclusively for wine of certain United States
producers established a lower tax rate for domestic wine than for imported wine and were
inconsistent with Article 111 of the General Agreement;

(c) internal taxeslevied inthe United Statesby the states of New Y ork, Rhode Island, Kentucky,
Minnesota, Wisconsin, Ohio, Pennsylvania, and the Commonwealth of Puerto Rico operated
to create a lower tax on domestic beer than on imported beer and were inconsistent with
Articles I11:1 and 111:2 of the Genera Agreement;

(d) internal taxes levied in the United States by the states of Oregon, Rhode Island, Alabama,
Georgia, lowa, Nebraska, New Mexico, Michigan, Mississippi, and Ohio operated to create
alower tax on domestic wine than on imported wine and were inconsistent with Articles I11:1
and 111:2 of the General Agreement;

(e) therequirementsimposed intheUnited Statesby thestatesof Alaska, California, Connecticut,
Florida, Hawaii, Idaho, Illinois, Indiana, lowa, Kansas, Kentucky, L ouisiana, Maine, Maryland,
Massachusetts, Minnesota, Missouri, Montana, New Hampshire, Ohio, Oregon, Pennsylvania,
Rhode Island, Tennessee, Texas, Utah, Virginia, Washington, West Virginia, and Wisconsin
that imported beer and wine could be sold only through wholesalers or other middlemen while
the local like product could be sold directly to retailers including those dedicated retail outlets
owned and operated by domestic breweries and wineries were inconsistent with Articles I11:1
and 111:4 of the General Agreement;
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(f) the requirements imposed in the United States by the states of Arizona, California, Maine,
Mississippi, and South Carolina that imported beer and wine be transported into and within a
state only by a common carrier while no such requirement was imposed on the like domestic
(in-state) product were inconsistent with Articles 111:1 and 111:4 of the General Agreement;

(9) the applicationin the United States by the states of Alaska (beer and wine) and Vermont (beer
only) of a higher licensing fee for imported product than applied to the like domestic product
was inconsistent with Articles 111:1 and 111:4 of the General Agreement;

(h) the exemption of domestic in-state wine, but not the like imported product, from decisions
to prohibit the sale of alcohol in certain regionsin the United States by the state of Mississippi,
was inconsistent with Articles 111:1 and 111:4 of the General Agreement;

(i) the fixing of price levels (price affirmation requirements) in the United States by the states
of Massachusetts and Rhode Island for imported beer and wine on the basis of the price of those
products in other neighbouring states, but exempting the like domestic product from this
requirement was inconsistent with Articles 111:1 and 111:4 of the Genera Agreement;

(j) the listing and delisting practices maintained in the United States by the states of Alabama,
Idaho, Mississippi, New Hampshire, North Carolina, Oregon, Pennsylvania, Vermont and Virginia
which provided more favourable treatment to domestic products than the like imported product
were inconsistent with Articles I11:4, 111:1 or XI:1 of the Genera Agreement;

(k) restrictions on points of sale, distribution and labelling based on the acohol content of beer
above 3.2 per cent acohol by volume maintained in the United States by the states of Alabama,
Colorado, Florida, Kansas, Minnesota, Missouri, Oklahoma, Oregon, and Utahwereinconsistent
with Articles I11:1 and I11:4 of the General Agreement;

() the above inconsistent measures nullified or impaired benefits Canada reasonably expected
would accrue to it;

(m) In the dternative, if the Panel found that the tax measures referred to in paragraphs (a)
through (d) abovewerenot inconsi stent with the General Agreement, Canada asked that the Panel
find that those measures nullified or impaired benefits Canadareasonably expected would accrue
to it.

3.9 Canada noted that the United States market for beer, wine and cider was an important one for
its products and that the less favourable treatment offered to imported products as compared to
United States domestic products had asignificant effect on Canada’ s export performanceand prospects.
In spite of various barriersto trade, Canadian beer salesinto the United States totalled approximately
$200,000,000 annually which accounted for 90 per cent of Canadian exports of beer. Canada also
noted that the United States market for imported wine had declined by 50 per cent since 1984, but
the Canadian industry considered the United States to be an important growth market for its products.
However, Canada had received strong expressions of concern from the Canadian beer industry that
the competitive position of their products had been placed at a disadvantage. Canada cited the Panel
on United States - Taxes on Petroleum and Certain Imported Substances (BISD 345136) (the " Superfund
Panel") to the effect that, "a change in the competitive relationship ... must consequently be regarded
ipso facto as a nullification or impairment of benefits accruing under the General Agreement”

(paragraph 5.1.9).
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3.10 The United States stated that with respect to the Panel's examination of state practices, it was
important to bear in mind that each state had independent | egidl ativeand regulatory authority. Although
categories of practices might be similar across states, each state' s legislative and regulatory structure
represented a specific response to the unique situation within that state. Thus, despite some general
similarities, each state practice had unique aspects and had to be examined individualy.

3.11 TheUnited States noted that in addition to regulating the sae and distribution of acoholic beverages
within their border for social welfare purposes, states imposed excise taxes on acoholic beverages.
In order to prevent circumvention of these regulations and taxes, and to ensure the orderly assessment
and collection of tax liabilities, states had to assert jurisdiction over those who sold alcoholic beverages
within their borders.

3.12 TheUnited States further observed that the United States market accounted for over 90 per cent
of Canadian exports of beer, an industry in which Canada was the fourth largest exporter in the world.
Canada had not alleged that the federal and state practices about which it complained were targeted
specifically against Canadian importsintotheUnited States, sotheeffectsof theallegedly discriminatory
practices could be expected to be applicable to importsinto the United States market from all countries.
However, examination of therecent import performance of Canadian beer into the United Statesmarket
revealed that whereas Canadian beer shipments to the United States had declined, imports from other
countries had increased, not only in quantity, but aso in value. Because other imports had not been
adversely affected, the United Statesargued that Canada simport problem must berel ated to something
other than the purported United States market access barriers.

3.13 The United States requested the Panel to determine that the practices which Canada raised were
in conformity with United States obligations under the General Agreement.

Federal Excise Tax on Beer

3.14 Canada considered that imported and domestic beer were "like products® within the meaning
of Article Il1:2, first sentence. Canada argued that the application of a lower rate of excise tax on
a specified quantity of domestic beer products from small producers, which was not also available to
imported products, was contrary to the United States obligations under Article I11:2 of the General
Agreement and acted to afford protection to domestic products contrary to Article I11:1. Assuch, this
measure nullified or impaired benefits accruing to Canada under the General Agreement.

3.15 Canada also maintained that the excise tax applied in the United States at the federal level was
an internal tax within the meaning of Articlel11:2. As an excise tax, this tax was applied on a
product-specificbasis. Inthe Superfund Panel, the panel foundinparagraph 5.1.1that theUnited States
excise tax applied to like petroleum products which was higher on imported product than on the like
domestic product was inconsistent with United States obligations under Article 111:2, first sentence.
That panel went on to conclude in paragraph 5.1.12 that this violation constituted a prima facie case
of nullification and impairment and that an evaluation of the trade impact of the tax was not relevant
for thisfinding. Canada argued that these conclusions applied equally to the exemptions and reduced
tax rates granted to United States domestic product which werenot availableto likeimported products.

3.16 Canada stated that approximately 250 brewersin the United States were eligiblefor the reduced
federa tax rate since their annua production did not exceed two million barrels per year. Canadian
exports competed directly with the product of United States brewers or vintners in the United States
market, regardlessof their size. Canada stwo major brewers produced in excess of two million barrels
of beer annually, and thusfaced discriminatory treatment inthe United Statesmarket against their direct
competitors. TheSuperfund Panel statedinitsparagraph 5.1.9that " Article 111:2, first sentence, obliges
contracting parties to establish certain competitive conditions for imported productsin relation to domestic
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products.” It went onto notethat while Article 111:2, first sentence, could not be interpreted to protect
expectations on export volumes, "it protects expectations on the competitive rel ationship between imported
and domestic products.” Theconclusions of this panel werereaffirmed in the Panel on Japan - Customs
Duties, Taxes and L abelling Practices on Imported Wines and Alcoholic Beverages' (BISD/34583)
(the " Japan Alcohaolic Beverages Panel"). Canada considered that a denial of a reduced tax rate to
imported products which was granted to like domestic products constituted a difference or changein
the competitive relationship between imported and domestic product contrary to Article I11:2.

3.17 TheUnited Statesindicated that the total number of breweries which could qualify for the lower
excisetax raterepresented approximately only 1.5 per cent of United Statesbeer production. Moreover,
because the lower tax rate was available on only the first 60,000 barrels of production, and because
many eligible breweries produced far fewer than 60,000 barrels per year, the estimated total number
of barrels subject to the lower excise tax rate represented less than 1 per cent of total United States
beer production. Inother words, over 99 per cent of United States beer productswere subject to exactly
the same excise tax as that imposed on Canadian beer imports. It seemed apparent on its face that
the domestic law did not discriminate against the imported products or provide protection to domestic
production.

3.18 TheUnited States recalled that the Japan Alcoholic Beverages Panel had succinctly summarized
the two principa obligations of Article 111:2 in its report at paragraph 5.9(c):

"Since Article 111:2 prohibited only discriminatory or protective tax burdens on imported products,
what mattered was, in the view of the Panel, whether the application of the different taxation
methods actual ly had adiscriminatory or protectiveeffect againstimported products.” (Emphasis
added.)

The United States argued that the lower beer excise tax was neither discriminatory nor protective.
Furthermore there was nothing in either the letter or spirit of Article 111:2 that obligated GATT
contracting parties to treat imported products more favourably than they treated virtually their entire
domestic industries, or that prohibited contracting parties from aiding very small segments of their
domestic industries, provided that imports were not the target of discrimination, either in intent or
effect. The paned in the Japan Alcoholic Beverages case interpreted Article I11:2 in this way when
ruling on the tax treatment Japan accorded to whiskeys and brandies from the European Community

(paragraph 5.9(a)):

"The Panel further found that, as aresult of this differentia taxation of "like products’, almost
all whiskeys/brandies imported from the EEC were subject to the higher rates of tax whereas
more than half of whiskeys/brandies produced in Japan benefited from considerably lower rates
of tax. ThePanel concluded, therefore, that (specia and first grade) whiskeys/brandiesimported
from the EEC were subject to interna Japanese taxes "in excess of those applied ... to like
domestic products” (i.e. first and second grade whiskeys/brandies) in the sense of Article 111:2,
first sentence.” (Emphasis added.)

3.19 Canada observed that paragraph 5.9(c) of the Japan Alcoholic Beverages Panel report related
to the consideration of the different methods of cal culating ad val orem taxes on imported and domestic
product, but not to the application of a specific tax at different ratesto imported and domestic product.
Canada further argued that there was no de minimis standard in Article 111 of the Genera Agreement.
The conseguences of the discriminatory United States tax measures were considerable. The federal
tax measures aone could result in annual potential tax reductions of approximately $140,000,000.
Canada also noted that United States trade publications indicated that these measures aided small
United States producers at the expense of imported products. Furthermore, athough Canada did not
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accept the United States' estimate that the tax exemption applied to only 1 per cent of United States
production, Canada noted that this figure equalled total Canadian exports of beer to the United States.

3.20 TheUnited Statesindicated that it was not arguing de minimistrade effect but rather the meaning
of discriminatory and protective in the context of Article I11:2.

3.21 The United States further maintained that the lower excise tax rate was allowable as a subsidy
under Article 111:8(b). Article I11:8(b) states:

"The provisionsof this Article shall not prevent the payment of subsidiesexclusively to domestic
producers, including paymentsto domestic producers derived from the proceeds of internal taxes
or charges applied consistently with the provisions of this Article and subsidies effected through
governmental purchases of domestic products.” (Emphasis added.)

Theintent of the lower beer excise tax rate was to subsidize small United States beer producers. The
United States maintained that a tax exemption or reduction was a GATT-consistent way in which a
subsidy to small producers could be made available asit did not affect the competitive conditions any
differently than measures allowed by the plain language of Article I11:8(b). It differed from the direct
payment of a subsidy after taxes had been collected only in that it avoided the actual transfer of funds.

3.22 Canadadisagreedthat thelower beer excisetax wasalowableasasubsidy under Article 111:8 (b).
Article I11:8(b) existed within the framework of the national treatment provisions of Article Ill. As
anexemption fromthoseprovisions, it hadto benarrowly construedinorder to give effect tothenationa
treatment obligations of Article Ill. This provision was drawn from the Havana Charter, changed to
insert the notion that paymentsto domestic producers from the proceeds of internal taxes required that
these taxes must be applied consistent with the provisions of Article I11. The HavanaReports explained
the purpose of the change as follows:

"This sub-paragraph was redrafted in order to makeit clear that nothing in Article 18 [I11] could
be construed to sanction the exemption of domestic products from internal taxesimposed on like
imported products or the remission of such taxes." (page 66 at paragraph 69)

Article I11:8 (b) thus did not permit the exemption or remission of internal taxesto domestic products.
The Article referred to two types of measures: payments made exclusively to domestic producers and
to government procurement programs. All other types of subsidy programs were excluded from the
operation of Article 111:8(b). Thiswas confirmed by the rgection of aproposal by Cubaat the Havana
Conference to amend the article to read:

"The provisions of this Article shal not preclude the exemption of domestic products from interna
taxes as a means of indirect subsidization in the cases covered under Article 25."{entitled:
Subsidies in General}

The application of alower tax rate to United States beer constituted an exemption or remission of an
internal tax, directly contrary to the intent of the Article.

3.23 The United States noted that Canada s quotation of the Havana Reports above was incomplete,
giving thefalseimpressionthat Article Il overrode Article XV1, dealing with subsidies. The sentence
following the Canadian referenceread: "At the same time the Sub-Committee recorded its view that
nothinginthissub-paragraph or el sewherein Article [111] would overridetheprovisions[of Article XVI
on subsidies.]" GATT drafting history indicated that the GATT contemplated a broad definition of
"subsidy":
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It was agreed at Havanathat the terms of Article [XVI1] were sufficiently wide to cover asystem
where methods of direct subsidization to domestic industries were not used but whereby " certain
domestic industries were exempted from internal taxes payable on imported goods'.” (Emphasis
added.)

TheUnited States maintained that thefederal and state tax measures at i ssue were thus justifiable under
Article I11:8(b).

3.24 Canada argued that only direct payments of monies exclusively to the domestic producer could
constitute a subsidy for the purposes of Article 111:8(b). These monies could not be derived from
measures gpplied inconsistently with Article 111, Interpreted in its ordinary grammatica sense, " proceeds’
asusedin Article 111:8(b) meant the revenue generated by the application of internal taxes and charges.
Fiscal programs which operated to exempt or reduce the tax payable did not result in "proceeds".
In the case of a subsidy permitted under Article 111:8(b), the domestic producer had to pay the taxes
due and owing before it received the subsidy payment. The domestic producer was thus faced with
the same expenses and limitations on business decisions faced by foreign producers. In contrast, in
the case of atax exemption or reduction, the domestic producer neither had to set aside capital nor
arrange financing to meet its tax burden, thus giving domestic products an advantage in the market
not available to imports. Canada maintained that the exception to national treatment for subsidies to
domestic producers did not permit the exemption of such producers from an internal tax nor alowed
for a credit against such taxes. Were this not the case, the effect would be to allow an exemption or
credit to destroy a general obligation. This was not supported by the language of the exception or
the drafting history. Article [11:8(b) first referred to "the payment of subsidies.” This did not mean
all subsidies, but thoseinvolving apayment. Secondly, the specific referenceto " payments... derived
from the proceeds of internal taxes or charges applied consistently with the provisionsof thisArticle..."
made clear that an after-tax-collection payment was foreseen, but not an exemption from thetax. This
was reinforced by the further reference to "applied consistently with the provisions of this Article.”
An exemption could not be construed as being consistent with Article I11:2. Tointerpret the Article as
the United States suggested would undermine the nationa trestment provisions of Article 11, particularly
Article I11:2, because inconsistent programs could then be considered permissible subsidies. Canada
further argued that if the tax rebates and credits qualified as subsidies under Article XVI, as argued
by the United States, the United States had failed to notify them as such as required by Article XVI
of the Genera Agreement.

3.25 The United States indicated that the lower excise tax rate applied to floor stocks of beer was
a one-time tax which was no longer in force. Canada indicated that it withdrew its complaint with
respect to this measure on the basis that by this time the stocks of beer eligible for the lower tax rate
had most likely aready been dispersed.

Federal Excise Tax Credit for Wine

3.26 Canada argued that the provision of acredit towardsthe excisetax for wine of small United States
producers which was not smilarly available to the like imported product was contrary to the United States
obligationsunder Article I11:2 of theGeneral Agreement and afforded protection to domestic production
contrary to Article I11:1. In addition, Canada considered these measures to nullify or impair benefits
accruing to Canada under the General Agreement. This tax credit was applied in a manner equal in
termsand effect to the application of thelower rate of excisetax onbeer. Likebeer, Canadaconsidered
that imported and domestic wines and ciders were like products within the meaning of Article I11:2,
first sentence. The tax credit for domestic wines and cider applied to the prevailing excise tax levied

"Analytical Index at XVI-4, quoting Havana Reports, page 107 at paragraphs 11-12.
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on both the imported and domestic product. Canada noted that Article 111:2 referred to interna taxes
of any kind and that the Japan Alcoholic Beverages Panel considered thislanguageto havewide meaning
to include the rules for tax collection (paragraph 5.8).

3.27 Canada further argued that the credit on wine was designed to provide domestic products with
alower rate of tax. It was described in the legislation as alowable at the time the tax was payable
as if the credit constituted a reduction in the rate of such tax. Asapractical matter, this meant that
eligible United States producers simply continued to pay the pre-existing lower rate of tax on up to
150,000 wine gallons. This discriminated against imported products as Canadian exports of wine and
cider competed directly intheUnited Statesmarket withlikeproductsof United Statesorigin, regardless
of the annual volume of production by the respective producers.

3.28 The United States argued that the federal wine excise tax credit was neither discriminatory nor
protective. The credit wasfully available only to small domestic wineriesthat produced less than 150,000
gallonsof wineper year. Thecreditwasgradually reduced asproduction increased, and wasunavailable
to any winery producing more than 250,000 gallons of wine per year. Although a number of
United States wineries qualified for this credit, they represented in total less than 4 per cent of
United States wine production. In other words, over 96 per cent of United States wine products were
denied the excise tax credit that was also denied to imported Canadian products. It was thus apparent
that the domestic law did not have a discriminatory or protective effect against the imported products
nor provided protection to domestic production. The United States aso recalled its arguments in
paragraph 3.18 with respect to the applicability of the Japan Alcoholic Beverages case.

3.29 Canada observed that the United States Bureau of Alcohol, Tobacco and Firearms (BATF) had
estimated that there were approximately 1400 small wineries in the United States. The aggregate
production of these wineries was substantial and the total annual potential tax reductions could reach
$125,000,000. Therewasnotimelimitonthislegislation. Canadanoted that itsargumentswith respect
to the standards required under Article Il which it had cited with respect to beer (paragraphs 3.22
and 3.24 above) equaly applied here.

3.30 The United States maintained that the credit to limited quantities of wine from small wineries
was allowable as a subsidy under Article I11:8(b). It recalled its arguments in paragraphs 3.21 and
3.23 above with respect to the beer excise tax. The clear intent of the federal excise tax credit was
to subsidize small United States wine producers. The subsidy was given "exclusively to domestic
producers,” and was derived "from the proceeds of internal taxes or charges applied" equally to al
wine producers, both domestic and foreign.

3.31 The United States stated that the excise tax credit on wine floor stocks was a one-time credit
which was no longer in force. Canada recalled that the United States had not provided any evidence
that the floor stocks had been disposed of with respect to wine, and its position remained that these
measures were contrary to Article Il in this regard.

State Tax Rates Based on Annual Production

3.32 Canada argued that state tax laws which offered atax exemption or reduction to domestic producers
based on annual production criteria resulted in discrimination against the product of foreign brewers
and vintners. (SeeTable 1.) Thiswas the case with respect to the tax exemption for in-state brewed
beer in New York and in Rhode Island. In the Commonweath of Puerto Rico, alower rate of tax
was applied to all beer produced by small breweries, with provisions which made it easier for Puerto
Rican brewersto qualify. Oregon exempted from the normal tax the first 40,000 gallons of wine sold
annually in Oregon from small United States manufacturers of alcoholic beverages. The legislative
provisionsin each of these states madeit clear that in al cases the benefit was areduction or exemption
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of the tax that would otherwise be due, not a payment as such to the domestic producer. Canada
indicated that the same arguments it made with respect to the reduced federa excisetax for beer were
fully applicable with respect to these state measures.

3.33 TheUnited States argued that the intent of the state tax exemptions or reductionsin New York,
Rhode I dland, Puerto Rico and Oregon was to provide asubsidy to small producers, consistent with
Article I11:8(b) of the Genera Agreement.

State Tax Credit Based on Annual Production

3.34 Canada observed that the states of K entucky and Ohio provided tax creditsfor in-state breweries
whose production did not exceed a specified level. Minnesota and Wisconsin provided similar tax
credits to small United States breweries, whether or not located in the state. Canada argued that, as
in the case of the federal excise tax credit for wine, the provision of a credit to domestic or in-state
beer which was not similarly available to the like imported product was contrary to the United States
obligationsunder Article 111:2, and afforded protectiontothedomesticindustry contrary toArticle I11:1.
All of Canadd s argumentswith respect to the federal wine credit were equally applicableto these state
measures. State tax return documents showed that the credits were treated as deductions from tax

payable.

3.35 The United States claimed that the measures in Kentucky, Ohio and Wisconsin were subsidies
to small producers as permitted under Article I11:8(b). The United States provided a statement from
the Minnesota Department of Revenue, the state agency with jurisdiction over the tax measure, which
indicated that thetax creditin M innesota applied to al qualifying brewers, including Canadian brewers,
who met the maximum annua production limitations. This statute had no discriminatory intent or
impact.

3.36 Canada indicated that, with respect to Minnesota, to the extent that the tax credit applied to al
qualifying brewers, it relied on its arguments in paragraph 3.16.

State Tax Rate Based on Origin of Product

3.37 Canadaindicated that in somestatestherewaseither alower tax for domestic winethanfor foreign
wine, or there was an "import" tax applied exclusively to foreign and out-of-state wine (see Table 1).
Alabama, Georgia, lowa, Nebraska, and New Mexico imposed higher or additiona taxes on wine
on the basis of out-of-state (or non-United States) origin. Canada considered that the same arguments
it had made with respect to the federal excise tax on beer applied to these state taxes. Article 111:2
prohibited theimposition of internal taxesor other internal chargesof any kindin excessof thoseapplied,
directly or indirectly, to likedomestic products. Thelower tax rates applied to domestic winesin these
statesas compared to imported wineswerein contravention of thisobligation. Canadafurther indicated
that it had withdrawn its complaint with respect to South Carolina and Virginia on the basis of
information provided by the United States.

3.38 The United States provided information indicating that | owa had imposed the same tax rate on
al wine, regardless of origin, since 1986.

3.39 Canada noted that the information on lowa provided by the United States indicated that all
wholesalers were subject to the $1.75 wine gallonage tax, and that the tax was applied to wine sold
a wholesde. However, Canada complained that imported wine was required to be sold through
wholesalers and was therefore always subject to this tax, whereas in-state native wine was permitted
to be sold at retail and therefore was not necessarily subject to the tax.
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3.40 TheUnited States maintained that thetax provisionsof Alabama, Georgia, Nebraskaand New
Mexico were subsidies for the benefit of small vintnersin terms of Article I11:8(b), and recalled its
arguments with respect to such subsidies in paragraphs 3.21 and 3.23 above.

3.41 Canada indicated that its arguments with respect to subsidies under Articlel11:8(b) in
paragraphs 3.22 and 3.24 above were equally applicablein the case of Alabama, Georgia, Nebraska
and New Mexico.

State Tax Treatment Based on Ingredients

3.42 Canada drew the Pandl's attention to the practice in the states of Michigan, Mississippi, Ohio
and Rhode I sland of granting atax exemption or credit to wines produced within the state using local
ingredients (see Table 1) that was not available to like imported product. Imported still wines from
Canada, including cider, and United States still wines, including cider, as well asimported sparkling
wines from Canada and United States sparkling wines, were like products within the meaning of the
first sentence of Article 111:2. Canada further argued that imported still wines and cider and United States
still wines made from fruits other than grapes were like products, if not within the meaning of
Article I11:2, first sentence, then at the very least, within the meaning of the second sentence in that
they were directly competitive or substitutable products.

3.43 Canada argued that these measures were in contravention of Article I11:2 which prohibited the
direct or indirect imposition of internal taxes or other internal charges of any kind in excess of those
applied, directly or indirectly, to like domestic products. Similarly, Article I11:2, second sentence
stipulated that internal taxes should not beapplied toimported or domestic productsinamanner contrary
to the principles set forth in paragraph 1 of Article Ill. Canada maintained furthermore that the
application of a lower rate of internal tax to locally produced wines in these states than to imported
directly competitive or substitutable products afforded protection to domestic production contrary to
Article I1:1. Canada indicated that following clarification from the United States, it had withdrawn
its complaint with respect to Arkansas.

3.44 The United States stated that with respect to Mississippi, the tax provision was applicable to
al qualifying wine, that is, wine produced from the specified variety of grapes, regardiess of the point
of origin. The particular variety of grape was not limited to the state of Mississippi but grew also
in the Mediterranean area of Europe. Consequently, this provision did not discriminate against
out-of-state wine. The measures applied by Michigan, Ohio and Rhode Island, the United States
argued, were designed to benefit small vintners and were subsidies consistent with Article 111:8(b).

3.45 Canadaindicated that its arguments with respect to Article I11:8(b) in paragraphs 3.22 and 3.24
above werefully applicable with respect to these state measures. Canada submitted that, with respect
to Mississippi, the criterion for the local tax rate was tailored to suit wine produced from local grapes
which did not grow well outside the southeastern United States.

State Tax Credits for Equipment Purchase

3.46 Canada argued that the granting of a tax credit on the interna tax applicable within the state
of Pennsylvaniato beer for the purchase of plant, machinery or equipment for usein the manufacture
of beer was contrary to the United States obligations under Article I11:2. In addition, this measure
was contrary to Article I11:1 in that it afforded protection to domestic production. Canada considered
that, from the perspective of the application of an internal tax to domestic beer, the product of the
brewery qualifying for this tax credit enjoyed a reduced rate of interna tax. The imported product
was assessed thefull rate of internal tax sinceit could not benefit from the tax credit which only applied
to beer manufactured within the state. For the small in-state brewer in Pennsylvania who qualified
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for the full $200,000 credit, this resulted in an internal tax rate of no more than $1.81 per barrel as
compared to the $2.48 per barrel assessed against imported products. This resulted in a violation of
Article I11:2 in that imported products were assessed a level of tax in excess of those applied to the
like domestic product. The credit was not permissible under Article 111:8(b) since both the statutory
language and the state tax return documentsindicated that it wastreated asadeduction from tax payable.

3.47 The United States responded that this provision, which benefited small brewers, was a subsidy
permissible under Article I11:8(b). It recaled its arguments in paragraphs 3.21 and 3.23 above on
this matter.

Nullification and Impairment

3.48 With respect to the federa and state tax measures, Canada argued, in the alternative, that if the
Panel wereto consider the United Statesmeasuresto bein accordance with the provisions of the General
Agreement, then the Panel should find that these United States measures had caused actual nullification
of tariff concessions granted by the United States pursuant to Article Il of the General Agreement.
Canada noted that the three conditions for the establishment of a "non-violation" case under
Article XXI11:1(b) as set out in previous panels, e.g., Australian Subsidy on Ammonium Sulphate,
BISD 11, (1952, pp. 188-195), Treatment by Germany of Imports of Sardines, BISD 1558-59) had
been met. These conditions were:

(8 the negotiation of a tariff concession;

(b) thesubsequent introduction of agovernmenta measure which upset the competitive reationship
between the bound product with regard to like or directly competitive imported products; and

(c) the government measure could not have been reasonably anticipated at the time of the
negotiation of the tariff concession.

The United States first bound its tariff on beer, wine, and cider in 1947 and subsequently lower rates
were bound for beer in 1967 and for wine in 1951 and 1956. Canada had initial negotiating rights
on cider.

3.49 Canada maintained that these tax measures had upset the competitive relationship between
United States and imported beer, wine and cider both generally and with respect to specific harm to
particular Canadian products. Canada recalled that the Panel on European Economic Community -
Paymentsand SubsidiesPaid to Processors and Producer s of Oilseedsand Related Animal Feed Proteins
(the "Oilseeds Pand") (L/6627) had stated that in the context of Article XXI1I1:1(b):

"... the CONTRACTING PARTIES have consistently interpreted the basic provisions of the
Genera Agreement on restrictive trade measures as provisions establishing conditions of
competition... Inthepast Article XXI11:1(b) cases, theCONTRACTING PARTIEShaveadopted
the same approach: their findings of nullification or impairment were based on a finding that
the products for which atariff concession had been granted were subjected to an adverse change
in competitive conditions. 1n none of these cases did they consider the trade impact of the change
in competitive conditions to be determining. In one case they specificaly rejected the relevance
of statistics on trade flows for afinding on nullification and impairment ... in the framework
of GATT, contracting parties seek tariff concessions in the hope of expanding their exports but
the commitments they exchange in such negotiations are commitments on conditions of competition
for trade, not on volumes of trade" (paragraph 150).
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3.50 Canada argued that the measures in question could not have been reasonably anticipated at the
time the tariff concessions were negotiated. The federal tax measures of which Canada complained
were made effective in 1991. With respect to beer, atax reduction for small brewers was introduced
in 1976, lowering the rate from 9 dollarsto 7 dollars. The Oilseeds Pand had rejected the EC contention
that it was not legitimate to expect the absence of production subsidies even after the grant of atariff
concession because Articles 111:8(b) and XV1:1 explicitly recognized the right of contracting parties
to grant production subsidies. The Panel found at paragraph 148:

"... that the main value of atariff concession is that it provides an assurance of better market
access through improved price competition. Contracting parties negotiate tariff concessions
primarily to obtain that advantage. They must therefore be assumed to base their tariff negotiations
on the expectation that the price effect of the tariff concessions will not be systematically offset.
If no right of redress were given to them in such a case they would be reluctant to make tariff
concessions and the Genera Agreement would no longer be useful as a legal framework for
incorporating the results of trade negotiations. The Panel does not share the view of the
Community that the recognition of the legitimacy of such expectations would amount to a re-writing
of the rule of the General Agreement ... The recognition of the legitimacy of an expectation
relating to the use of the production subsidies therefore in no way prevents a contracting party
from using production subsidies consistently with the General Agreement; it merely delineates
the scope of the protection of a negotiated balance of concessions ..."

On the basis of the foregoing, Canada maintained that benefits accruing to it had been nullified or
impaired by the United States tax measures.

3.51 TheUnited Statesargued that Canada had not properly madeaclaim of non-violation nullification
or impairment (i.e., aclaim under Article XXII1:1(b)). The United States stated that the most |ogical
interpretation of Canadian referencesto nullification or impairment inits complaint were as anecessary
complement toitsclaimsthat United Statesfedera and state practiceswereinconsistent with the General
Agreement--that is, nullification or impairment as a necessary element under Article XXI11:1(a). The
United States also argued that Canada had not satisfied the requirement of the Annex to the 1979
Understanding on Dispute Settlement, paragraph 5, that it provide" adetail edjustification” of thealleged
non-violation nullification or impairment.

3.52 Furthermore, the United Statesindicated that the United States tariffson beer and wine had been
most recently bound in 1989, under Annex 1 to the United States-Canada Free Trade Area Agreement
(CFTA). Sincethe CFTA was authorized under Article XXIV of the General Agreement, Canada s
expected benefits from the CFTA tariff concessions wereidentical to Canada s expected benefits from
the GATT. The various state tax measures as well as a differential federal excise tax on beer from
small breweries had been in existence at the time the CFTA entered into force on 1 January 1989.
These measures could not thus be found to have nullified or impaired the benefits Canada expected
from the tariff concession under the CFTA. The United States further argued that any other measure
affecting beer and wine adopted after 1989, while not necessarily known, would certainly have been
foreseeable by Canada in light of the specia considerations given to trade in acoholic beverages in
the CFTA negotiations. Thiswas especially truewith respect to thewineexcisetax credit, asthe CFTA
allowed a number of derogations from nationa treatment with respect to wine products.

3.53 Canada rejected the argument that the CFTA tariff was the relevant binding for determining
nullification and impairment under the GATT. Canada indicated that in the context of the Genera
Agreement, the United States assertions with respect to reasonabl e expectations were entirely without
merit. TheCFTA tariff wasnotaGATT boundtariff. Canadanotedthat theCFTA tariff wasnegotiated
prior to 1989. The Agreement was signed in Ottawa, Washington and Palm Springs on December
22 and 23, 1987 and January 2, 1988.
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State Distribution Reguirements

3.54 Canada claimed that many states maintained beer and wine distribution provisions which treated
imported products less favourably. These distribution systems limited in-state retailers access to
imported beer and wine. Many states permitted retailersto purchase beer and wine directly from some
in-state brewers and wineries. However, retailers were required to purchase al imported beer and
wine from in-state wholesalers, or, in some states, from manufacturers or the state liquor monopoly.
This established an additiona distribution level for imported beer and wine and resulted in in-state
retailers facing more restricted access to imported beer and wine.

3.55 In addition, Canada indicated that many states maintained measures which prohibited retailers
from actingaswholesalers. Retailerscould not acquireimported beer and winedirectly from theforeign
producers. Some states also prohibited non-residents from acquiring wholesalers licenses. In that
foreign producers could not act as wholesalers, retailers were further denied the opportunity of purchasing
directly from the foreign producer. Canada argued that these distribution systems constituted less
favourable treatment of the imported product with respect to purchase, sale and distribution than was
afforded to the like domestic product, within the meaning of Article 111:4 of the General Agreement.
In addition, these measures afforded protection to domestic production contrary to Article 111:1, and
nullified or impaired benefits to Canada under the Genera Agreement.

3.56 Canada recalled that in the report of the Panel on Italian Discrimination Against Imported
Agricultural Machinery (BISD 7560), the panel, in considering the meaning of Article I11:4, noted
in paragraph 11 that "...the intention of the drafters of the Agreement was clearly to treat the imported
product in the same way as the like domestic products once they had been cleared through customs.
Otherwise indirect protection could be given." Similarly, in paragraph 12, in interpreting the word
"affecting” in Article 111:4, the panel was of the view that "... the drafters of the Article intended to
cover in paragraph 4 not only the laws and regulations which directly governed the conditions of sale
or purchasebut also any lawsor regulationswhich might adversely modify the conditions of competition
between the domestic and imported products on the internal market."

3.57 Canadafurther recalled that in the report on United States- Section 337 of the Tariff Act of 1930
(BISD 365/345) (the "Section 337 Panel") the panel found that the "no less favourable" treatment
requirement was unqualified and called for " effective equality of opportunities for imported products
in respect of the application of laws, regulations and requirements affecting their internal sale, offering
for sale, purchase, transportation, distribution or use of products.” Canada indicated that it was not
opposed to the use of importers/wholesalers per se, but rather to the discriminatory difference in
treatment between imported and domestic products, and requested the Panel to find that state measures
resulting in such discrimination were contrary to the United States obligations under Article I11:4.

3.58 The United States maintained that requiring that out-of-state and foreign product be handled by
an in-state wholesaler was not discriminatory. Alcoholic beverages were heavily taxed. Wholesaers
served as the primary point for the payment of these taxes. Without rigorous controls, there would
be powerful incentives to avoid taxation. Direct shipmentsto retailers from out-of-state sources could
escape state taxes. This potential evasion was curbed, however, by requiring that all retail sales be
made through wholesalers, that in-state warehouses be maintained, and that al beer be "at rest" in
such warehouses before being sold to retailers. Laws such as these, adopted in every state, assured
a paper trail and the physical presence of the beer in-state, facilitating both the audits and inspections
essentia for effective enforcement.
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3.59 TheUnited States further argued that the threetier production and distribution system was important
for publicpolicy reasons. TheUnited States Supreme Court had stated that theselaws " are components
of an extensive system of statewideregulation that furtherslegitimateinterestsin promoting temperance
and controlling the distribution of liquor, in addition to raising revenue.”

3.60 The United States observed that despite these extensive regulatory controls, the market at all
levels of beer distribution was intensely competitive: profit rates were below average; selling prices
reflected the cost of goods, and vigorous interbrand rivary existed for both price and service.
Furthermore, they insisted that in-state brewers had no advantage over out-of-state or foreign brewers.
The burdens borne by in-state and out-of-state or foreign producerswereidentical. All ultimately had
the same costs of record keeping, audit, inspection, and tax collection, whether directly or through
wholesalers. Although some states provided an exception to thethree-tier system for in-state breweries
and wineries, this merely shifted the burden of compliance from the wholesaler to the producer. It
was possible to do this because in-state producers were within the jurisdiction of the state authorities,
whereas out-of-state producers were not.

3.61 The United States stated that virtually all United States producers voluntarily chose to use
wholesalersto distribute their products, even in those cases in which they could market their products
directly toretailers. They madethischoicebecausewhol esalerspresented amoreeconomically efficient
method of distribution. Wholesalerswerelocatedin-state, had moreintimateknowledge of local market
conditions and could ensure distribution to more retail outlets. That Canadian beer and wine had to
be distributed through the wholesale level in the United States ensured that it received the preferred
form of distribution; the form of distribution most favoured and utilized by nearly the entire
United States industry.

3.62 Canadaargued that theright to choosethe distribution systemswas denied to Canadian producers.
Looking at it from the perspective of theretailer, the Panel on Canada - Administration of the Foreign
Investment Review Act (BISD 30/S/140) (the "FIRA Panel") found that a requirement to buy from
domestic suppliers rather than from the producer was inconsistent with Article I11:4:

"The Panel recognized that these requirements might in anumber of cases havelittle or no effect
on the choice between imported or domestic products. However, the possibility of purchasing
imported products directly from the foreign producer would be excluded and as the conditions
of purchasing imported products through a Canadian agent or importer would normally be less
advantageous, the imported product would therefore have more difficulty in competing with
Canadian products (which are not subject to similar requirements affecting their sale) and be
treated less favourably." (paragraph 5.10)

Canadaargued that the legislative provisionsin thevarious statesfell squarely within theinterpretation
of Article I11:4 of the General Agreement as interpreted by the FIRA Panel. The fact that not all fifty
states maintained such systems indicated that it was possible for states to meet the obligations of the
United States in a manner which did not discriminate against imported products.

3.63 TheUnited Statesobserved that generally theonly producersto take advantage of the opportunity
to sell directly to retailers fell into two categories: (1) brewpubs, which were unique commercial
establishments that brewed beer on-premises for direct sale to consumers and could only exist if they
were alowed to sell direct; and (2) small microbreweries, which for commercial reasons sold direct
because they were too small to be carried by wholesalers. Together, these two groups of producers
constituted aminuscule part of theUnited States beer industry. Inthe case of in-state microbreweries,
aternative arrangements were readily available to assure effective and efficient tax collection. The
in-state microbrewers had to comply with licensing, warehousing, record keeping, tax collection, and
other responsibilities otherwise imposed on the wholesalers. The only difference was the point in the
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distribution system where such responsihilities were imposed and where such costs had to be paid.
Furthermore, in contrast to the FIRA situation cited by Canada, the required use of wholesalersin
this case was not less favourable treatment, but rather the most favoured method of distribution of
wine and beer products. As the Section 337 Panel stated:

"... [T]he mere fact that imported products are subject ... to legal provisions that are different
from those applying to products of national origin is in itself not conclusive in establishing
inconsistency with Article l11:4. In such cases, it has to be assessed whether or not such
differences in the lega provisions applicable do or do not accord to imported products less
favourable treatment.”

That panel went on to note that a previous panel had found the purpose of Article 111:4 to be the
protection of " expectations on the competitive relationship between imported and domestic products.”
The United States maintained that the state practices complained of with regard to the distribution of
wine and beer did not alter in any substantive way the "competitive relationship between imported
and domestic products’, and requested that the Panel regject the Canadian assertions to the contrary.

3.64 Canada noted that in addition to wholesde distributors, dternative rigorous controls were available,
including tax collection at the retail level, or the requiring of bonds from foreign producers to cover
estimated tax liabilities. Canada further argued that costs borne by in-state and out-of-state producers
were not identical. In-state wholesaers represented an additional layer of costs beyond the costs of
record-keeping, audit, inspection and tax collection, which included thecosts of delivery, storage, profit
and other attendant costs of the wholesale business. By requiring that Canadian producers usein-state
wholesalers, the state imposed this additiona layer of costs on Canadian producers which it did not
impose on in-state producers. The requirement to use wholesalers a so restricted Canadian producers
access to the full range of retailers, reduced leverage in negotiating with wholesalers, and insulated
the imported product from the retailer in terms of sale and direct promotions. The mere existence
of the option to circumvent the distribution system was a valuable commercial asset for breweriesin
negotiating with wholesalers. Additionally, the widespread use of Exclusive Territoria Agreements
(ETAs) among wholesalers substantially reduced the number of wholesalers operating in a specific
geographic area, further limiting the flexibility of brewers to market their product since they were
required to grant wholesalers an exclusive franchise. Furthermore, as imported beer was normally
a secondary line for a distributor, the effective access of the imported beer to the retail level was
significantly reduced. Canada aso disagreed with the United States contention that only a small
proportion of its producers delivered their own product. Canada noted that ten per cent of al
United States produced beer was delivered direct by the producer.

3.65 Canada observed that the United States argument that microbrewers weretoo small to be carried
by wholesalerswas direct evidence of the discrimination faced by Canadian product whichwasrequired
to go through in-state wholesalers. Canadian brewers, which werein the same position, had no option
but to sdll their product through in-state wholesalers, and pay high middleman costs, which in-state
producerscould either avoid or minimize. Furthermore, Canadanoted that, with few exceptions, states
requiring the use of wholesalers did not draw a distinction between in-state brewers and wineries on
thebasisof size. Inmost statesany in-state brewer, regardlessof size, could benefit from the exception.

3.66 In the dternative, the United States maintained that should the Pand conclude that the requirement
that out-of-state and foreign beer products had to be distributed through in-state wholesalers whereas
the products of small domestic microbreweries need not bewastechnically inviolation of Article I11:4,
this requirement was justified under Article XX(d). Article XX(d) permitted measures which were
necessary to secure compliancewith lawsor regul ationswhich were not inconsi stent with the provisions
of the General Agreement. The Section 337 Panel had further explained this provision as follows:
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"It wasclear tothePanel that acontracting party cannot justify ameasureinconsi stent with another
GATT provision as "necessary" in terms of Article XX(d) if an alternative measure which it
could reasonably be expected to employ and whichisnot inconsistent with other GATT provisions
is available to it. By the same token, in cases where a measure consistent with other GATT
provisonsis not reasonably available to it, a contracting party is bound to use, among the measures
reasonably available to it, that which entails the least degree of inconsistency with other GATT
provisions. The Panel wished to make it clear that this does not mean that a Contracting Party
could be asked to change its substantive patent law or its desired level of enforcement of that
law, provided that such law and such level of enforcement are the same for imported and
domestically-produced products’. (Emphasis added.)

Article XX(d) thusprovidedthat aninconsi stent measurewas acceptableunlesstherewas" an alternative
measure which [the Contracting Party] could reasonably be expected to employ.” The United States
maintained that there was no reasonable alternative scheme which did not result in an unacceptably
high risk of tax evasion and inability to regul ate the behaviour of out-of-state producers. The problem
of enforcement was particularly acute where the tax was a significant part of the retail price, because
there was a particularly strong incentive to avoid the tax. If the tax were imposed at the retail level,
enforcement authorities would have the impossible task of auditing thousands of retail establishments
instead of therelatively few wholesalers. Alternatively, an attempt to collect the tax from out-of-state
producers would result in serious jurisdictiona problems and dramatically incresse the cogts of collection
and enforcement. Similarly, a bonding requirement with agreed access to records would not work
because state officials would have the burden of flying all over the world to verify the records, and
still would not have access to al supplemental records necessary for an effective audit, such as bank
records. The wholesaler was thus the only reasonable place for beer excise taxes to be collected for
out-of-state and foreign products.

3.67 Canada recaled that the practice of GATT panels had been to interpret Article XX narrowly
and to place the burden on the party invoking the exception to justify its use of it. In Canada's view,
theUnited States had failed to demonstrate that any of its state distribution measures met the conditions
for the application of Article XX(d). In addition to the requirements of the headnote, the criteria of
Article XX(d) were:

(i) that the "laws or regulations' with which compliance was being secured were "not
inconsistent” with the General Agreement, and

(if) that measures in question were "necessary to secure compliance” with those laws or
regulations.

In light of the findings of the Section 337 Panel cited by the United States, the burden was on the
United States to demonstrate what law it was which was consistent with the GATT and to show that
there were no less trade restrictive measures available. Canada submitted that the federal and state
tax laws at issue were inconsistent with the GATT, and it was not sufficient for the United States to
state in generd termsthat tax laws and regulations were being enforced by these measures. The quotation
cited by the United States above was immediately followed by the statement: "However, it does mean
that, if a contracting party could reasonably secure that level of enforcement in a manner that is not
inconsistent with other GATT provisions, it would be required to do so." Canada maintained that
therewerereasonablealternativesthat were GAT T-consi stent or entailed al esser degree of inconsistency
withthe GATT that could ensure the same level of enforcement for imported and domestic beer. That
not all fifty statesmaintai ned di scriminatory distributionsystemsindicated that such alternativemeasures
existed. Canada noted the United States managed to enforce other of its tax laws domestically at the
retail level. Article XX(d) did not alow any level of enforcement -- rather it permitted the same level
of enforcement on imported and domestic products.
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3.68 Canada further argued that there had to be a clear and immediate connection between the
"inconsistent measure’ and the required enforcement of the "consistent measure’. The use of an
inconsistent measure simply because it helped to serve the objectives of the consistent measure was
not sufficient justification. In and of themselves, the state restrictions on distribution did not enforce
the payment of taxes. To consider any measure that might facilitate tax collection or in some way
reduce the burden of enforcement as securing the collection of a tax would open up Article XX(d)
to justify virtually any form of GATT inconsistent discrimination.

3.69 With respect to specific state practices, the United States observed that Canada had erroneously
asserted that brewers in the states of Montana, New Hampshire and Wisconsin were permitted to
sell directly to retailers. In Montana, only small brewers (of less than 60,000 barrels per year
production) were permitted to sdll directly to retailers from a Montana storage facility. The United States
provided astatement from the M ontana Department of Revenue, the state agency with jurisdiction over
the measure, which indicated that it applied aso to qualifying Canadian brewers. New Hampshire
law prohibited a brewer from having any ownership or other interest in a wholesale distributor, and
a wholesale license was required to to sell at retail. In Wisconsin, neither in-state nor out-of-state
producers were permitted to sell directly to retailers.

3.70 Canada noted that the Montana provision permitting brewers producing less than 60,000
barrels/year to deliver their product directly to in-state retailers applied only to breweries "licensed
assuch” inthe United States, thus effectively excluding Canadian breweries from the exception. With
respect to New Hampshire, theprovisionreferredto by theUnited Statesdid not prohibit manufacturers
from obtaining in-state wholesale licenses, rather, it prohibited them from holding any interest in the
business of any other licensee holding such licenses. With respect to Wisconsin, Canada noted that
in-state brewers could obtain wholesale licenses to sell direct to in-stateretailers, and in-state wineries
could sell direct to in-state retailers, whereasforeign producers were not permitted to obtain wholesale
permits and could not sdll direct to in-state retailers. Canadaindicated that it had withdrawn its complaint
with respect to Alabama, Oklahoma and New York subsequent to information provided by the
United States.

3.71 The United States indicated that any non-United States brewer establishing storage and distribution
facilitiesinthe United Statescould receiveapermit fromtheUnited States Bureau of Alcohol, Tobacco
and Firearms and would therefore be considered "licensed" by the United States for the purpose of
the Montana statute.

3.72 Canadaobserved that K entucky statutes permitted distributorstoimport and sell beer toretailers,
however in-state retailers were prohibited from holding distributor licenses. In-state retailers were
permitted to purchase foreign produced beer from importers registered with the Kentucky Department
of Revenue; however, there was no provision which permitted in-state retailers to purchase directly
from Canadian producers. With respect to Florida, Canadamaintained that thereferencein the Florida
statute to "licensed manufacturers' could only refer to those manufacturers licensed within the state
of Florida and could not be taken to mean any manufacturer anywhere in the world because the state
did not have the right extraterritorially to license individuals to manufacture beer.

3.73 Withrespect to Kentucky, theUnited States provided astatement from the Kentucky Department
of Alcoholic Beverage Control, the state agency with jurisdiction over the a coholic beverageindustry,
which indicated that in-state retailers could purchase directly from out-of-state brewers, including
Canadian brewers. Inaddition, the United States maintained that the Florida statute provided the same
rights to al manufacturers, regardiess of location. In Connecticut, |daho and | owa an out-of-state
brewer, including a Canadian brewer, could establish its own wholesders within the state. In California,
Massachusetts, Minnesota, Ohio, Oregon and Washington, out-of-state brewers or vintners, including
Canadian brewers or vintners, could establish their own wholesaer in the state. In Maryland, there
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was no statutory impediment to a foreign brewer obtaining a wholesale license. The United States
also stated that an out-of -state brewer, including a Canadian brewer, could establish its own wholesaler
to sell beer above 3.2 per cent by weight in Missouri. An out-of-state brewer, including a Canadian
brewer, could act as its own wholesaler to sell light beer (less than 3.2 per cent acohol by volume)
in Utah. In Virginia, an out-of-state brewer, including a Canadian brewer, could establish its own
importer/wholesaler to sell beer in Virginia Consequently, in all of these states, a Canadian brewer,
or vintner, could sell their product on the same terms as an in-state brewer or vintner.

3.74 Canada argued that even if Canadian producers could establish their own wholesalers in these
states, thefact remained that Canadian products could not be obtained by in-stateretailersdirectly from
out-of-state distribution points. In order to abtain such access the Canadian producer had to establish
an in-state presence in the states of California, Connecticut, 1daho, Oregon and Utah. Canadian
producerswere not eligibleto obtain awholesale licensein all states because of residency requirements
inldaho, lowa, Maryland, M assachusetts, Minnesota, Missouri, Ohio, Virginiaand Washington.
Even if the in-state wholesaler were wholly owned and operated by the Canadian producer, that
wholesder till represented an additiond layer of distribution and costs through which Canadian products
had to pass before reaching the in-state retailer.

3.75 With respect to Alaska, Hawaii, Indiana, Kansas, L ouisana, Maine, Maryland, Pennsylvania,
Rhodel sland, Tennessee, Texas, andWest Virginia, theUnited Statesargued that Canadian producers
had accessto the commercialy preferable method for distributing their productsin each of these states.
It recalled its arguments in paragraph 3.61 above with respect to distribution systems.

3.76 Canada argued that it was for individual breweries to determine the "commercialy preferred
method.” Whether or not United States producers chose to employ wholesaers to distribute their product
asthe" commercially preferred method" wasirrelevant. I1twasnot thepurposeof the Genera Agreement
to permit any Contracting Party to determine, unilaterally and without consultation, to limit through
legislation the options and flexibility of firms in another Contracting Party on the grounds that such
discriminatory restrictionswerein the best interest of these other parties. Canadaindicated that alarge
number of United States breweries exercised their right of self-delivery, aright which was denied to
Canadian product. Some Canadian producers had indicated that depending on the circumstances, they
would prefer to have the option to market and deliver their own product in the United States to certain
classes of customers.

3.77 The United States provided a statement from the Illinois Liquor Control Commission, the state
agency with jurisdiction over themeasure, whichindicated that thelllinoisprovision permitting in-state
brewersto sell directly to retailers was not given effect. Infact, an Illinois brewer was not permitted
to sell or deliver beer to retailers and non-licensees and was required to deliver its beer to adistributor
or importing distributor.

3.78 Canadaarguedthat if statutory provisionsweremandatory inrequiring that manufacturerslicenses
issued to brewers alowed the brewer to sell direct to in-state retailers, the question of whether they
were currently being applied was irrelevant. In the case of Illinois, no discretion was granted to the
executive to limit in-state licensees to whom a brewery could deliver its product. Canada recalled
that a number of GATT panels had found, as was most recently stated by the Panel on Thailand -
Restrictions on Importation of and Internal Taxes on Cigarettes (BISD 375200) (" Thailand Cigarette
Panel"), that "legidation mandatorily requiring the executive authority to impose internal taxes
discriminating against imported products is inconsistent with Article I11:2 whether or not an occasion
for its actual application has as yet arisen". The test was not whether the measure was being applied
a a particular point in time, but whether the legislation mandatorily required the imposition of
discriminatory measures - in which case the legidlation was inconsistent with the GATT. The statutory
language of Illinois did not merely give the executive authority the possibility of acting inconsistently
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with Article I11:2 (as in Thailand Cigarettes), rather it contained mandatory requirements that were
inconsistent with the GATT. According to the principle enunciated in the Thailand Cigarettes case,
this made the mandatory state measure inconsistent with the GATT.

3.79 TheUnited States observed that Article 111:2 concerned "internal taxes or other internal charges
inexcessof thoseappliedtolikedomestic products,” and stated that no contracting party " shall otherwise
apply interna taxes or other internal charges' to products contrary to the principles of Article I11:1
(emphasis added). Similarly, Article I11:4 stated that imported products "shall be accorded treatment
no lessfavourablethan like products of national origin” (emphasisadded). Thelllinoisstateauthorities
were not enforcing the measure as a result of a specific judicia or administrative decision. The state
had ensured that these measures were not being "applied” within the meaning of Articles I11:2 and
I11:4. The fact that the measures had not been repealed was irrelevant, and did not cause them to be
in violation of the Genera Agreement. The Thailand Cigarettes Panel, in paragraph 84, stated that
"legidlation merely giving the executive the possibility to act inconsistently with Article I11:2 could
not, by itself, constitute a violation of that provision." Furthermore, the Thailand Cigarettes Panel
waseven moreexplicit withrespect tothe Tha government' sissuance of aregulation that would remove
business and municipal taxes from all cigarettes, despite the continuing authority under the Tobacco
Act for the Thai executive authorities to continue to levy discriminatory taxes:

"The Pand noted that, asin the case of the excise tax, the Tobacco Act continued to enable the
executive authoritiesto levy the discriminatory taxes. However, the Pandl, recalling itsfindings
on the issue of excise taxes, found that the possibility that the Tobacco Act might be applied
contrary to Article 111:2 was, by itself, not sufficient to make it inconsistent with the General
Agreement."

The United States argued that this reasoning applied even more forcefully in the present case. The
rel evant executiveauthoritieshad explicitly stated that they were not enfor cing thechallenged measures,
and that they would not do so in the future. The possibility of application was not sufficient to result
in violation of the GATT.

3.80 Canada replied with respect to the Thailand Cigarettes case that the test was not whether the
measurewas being applied at aparticular point in time but whether the legislation mandatorily required
the imposition of discriminatory measures--in which case the legidation was inconsistent with the GATT.
In the state laws examined, the statutory language did not merely give the executive authority the
possibility of acting inconsistently with Article I11:2, asin the Thailand Cigarettes case, rather they
contained mandatory requirements which were inconsistent with the GATT.

3.81 The United States further argued that the measures maintained by the states of Connecticut,
Florida, Maryland, Massachusetts, Missouri, Oregon, Texas and Utah qualified as "existing
legidlation" under the Protocol of Provisional Application (PPA). Accordingly, these measures were
not part of the United States obligation to apply Part Il of the GATT. To qualify under the PPA,
legislation must have been in existence on October 30, 1947, thedatethe United Statessignedthe PPA.
Also, the legislation had to be of a"mandatory character”, i.e., it had to "impose[] on the executive
authority requirements which could not be modified by executive action.” The relevant executive for
PPA purposes was the executive charged with executing the law in question, not the ultimate executive
of the contracting party.

3.82 Canada argued that the burden was on the United States to demonstrate qualification for PPA
cover, and recalled that recent GATT panels had taken avery strict view of the circumstancesin which
the PPA could be invoked. Canada drew the Panel's attention to the arguments by John Jackson in
World Trade and the Law of GATT (1969, at page 116), that the PPA did not apply to United States
state law. The PPA only protected "mandatory" legislation. If legislation could be overridden by
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"executive action," without recourse to the legislature, it was not "mandatory” for the purposes of
the PPA. Under the United States Constitution, federa law and treaties, including executive agreements,
overrode state law without any further involvement by the legislative arms of government. The PPA,
which incorporated the GATT, was an "executive agreement” proclaimed by the President pursuant
to statutory delegation. Furthermore, Canada cited a number of United States judicial decisions in
which the courts had bal anced federal and state powersand found that certain trade restrictive measures
relating to the sale of acohalic beverages violated the federal commerce clause power notwithstanding
the Twenty-first Amendment. The Twenty-first Amendment did not require states to discriminate against
imported product. Canadamaintained, therefore, that the PPA did not protect prior existing United States
state law because it was not "mandatory" law for the purposes of the PPA.

3.83 The United States disagreed that state statutes could not qualify as "prior existing legislation"
under the PPA. The PPA excused al prior legislation of a mandatory character, not just federa
legislation. Legislation of a subcentral governmental body was not excluded, expressly or implicitly.
To reinterpret the PPA in the way that Canada suggested would fundamentally alter the nature of
United States obligations under the GATT in a way in which neither the United States nor other
contracting parties had intended at the time. Jackson's argument did not apply to the area of alcoholic
beverage regulation, where the states had substantia authority derived from the Twenty-first Amendment
of the United States Constitution.

3.84 Canada argued that even if state laws were digible for coverage under the PPA, they must still
fulfil all conditions necessary to qualify. It was not sufficient to establish that a specific provisions
of astate' s law in existence in 1947 provided a mandatory right to manufacturers to sell to retailers,
but alsothat thedenial of the sameright toforeign manufacturerswasmandatory by 1947. Furthermore,
thePanel consideringtheUnited StatesManufacturing Clause (BISD 315 74) had stated at paragraph 39
that the "existing legisation" provision of the PPA was a "one-way street”, that was, "once a
CONTRACTING PARTY had reduced the degree of inconsistency of "existing legislation” ... there
could be no justification for a subsequent move to increase the degree of GATT inconsistency of such
legidation...". Itwasthusnecessary to establish also that there had not been amendments since 1947
which increased the discriminatory nature of the measure in question. Canada aso argued that the
introduction of other provisions, subsequent to 1947, which increased the discriminatory nature of
the system as a whole would deprive the specific provisions in question of PPA coverage.

3.85 Canada also recalled that with respect to some state practices the United States had relied on
Attorney-General opinionsor other administrativedecisionsasproof that astate measurewasnot applied
or not in effect, even with respect to apparently mandatory measures (paragraph 3.77). It thusappeared
that there was a form of executive action available, at least in some states, that undermined legislation
which was otherwise mandatory on its face. If an Attorney Genera's opinion or other "genera
discretionary powers' could override the provisions for which PPA was claimed, thelegislation could
not be considered mandatory.

3.86 The United States stated that, in the instances cited, the state authorities had made the determination
that the legislation was in conflict with the state or federal constitutions, generally as a result of the
state Attorney Genera's determination or a Supreme Court determination about a similar statute in
another state. The state authorities were required to uphold the constitution of their state and the
United States Government, and were not permitted to engage in unconstitutional actions. However,
this narrow circumstance of non-enforcement did not give rise to ageneral grant of discretion not to
enforce statutes. In fact, the state authorities wererequired to enforce statutes consistent with the state
and United States constitutions.
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3.87 With respect to specific state statutes, the United States provided thelegislation of various states
to demonstrate the pre-1947 existence of the relevant provisions. The provisions of the Connecticut
law which authorized an in-state brewer to sell to wholesalers had not changed since 1941. Likewise,
the Florida statute giving in-state brewers the right to sell to wholesalers was in effect in 1941. The
statute remained in effect in its 1941 form with minor changes in wording which did not affect the
substantiverightsthat it granted. The Maryland laws which directed that in-state brewers and in-state
wineries had theright to sell to any other license holder, including retailers, dated from 1939. There
was a so atwo-year residence requirement to obtain awholesaler'slicense. The current law permitted
in-state brewers or wineries to obtain wholesaler licenses. Consequently both pre-1947 law and the
current law provided in-state brewers or wineries with the right to sell at wholesale.

3.88 Canada observed that there had been changesto the Connecticut law since 1947 which permitted
in-state wineries and breweries to act as their own retailers. This had increased the level of
discrimination between imported and in-state products. The wording of the Florida provisions had
changed since 1947. In addition, later provisions permitted in-state beer and wine manufacturers to
obtain licensesfor theretail sale of their product. With respect to Maryland, not only had there been
many amendmentsin the intervening years, but the scope of activity permitted to in-state brewers had
been expanded since 1939, further increasing the discrimination between imported and in-state beer.

3.89 TheUnited States argued that the M assachusetts statute directing that holders of manufacturing
licenses had the right to sell to in-state licensees, including retailers, was enacted in 1933 and last
amended in 1939. The Missouri measure, which gave theright to in-state brewers to sl intoxicating
liquor (above 5 per cent acohol by weight) at wholesale had not changed since 1947. The right to
sell at wholesale was a mandatory statutory privilege available to resident corporations which met the
licensing requirements.

3.90 Canada maintained that the provisions of the Massachusetts law as they existed in 1949 were
not mandatory in nature as they used the term "may". With respect to Missouri, Canada noted that
the provision related to the activities for which a wholesale license should apply, but it did not make
mandatory the grant of the license in the first place. Hence, the discrimination that was contrary to
the GATT was not mandatory.

3.91 The United States argued that whether or not the issuance of a license was mandatory was
irrelevant; the consequence of the license issuance was the statutory provision of a mandatory right.
Furthermore, the statute provided guidelinesfor determinationsto grant licenses, and denial of alicense
to an applicant who met the guidelines was subject to reversal in ajudicia action.

3.92 TheUnited States further indicated that the Oregon measures which authorized in-state brewers
and vintners to sell a wholesale were in effect from 1945. Although there had been some changes
in wording, there had been no amendment to the provision with respect to beer. For wine, the changes
had not affected the mandatory right of an Oregon winery to sell at retail. Since 1935, Texas law
had required that imported beer be consigned to a Texas middleman (either a manufacturer or
wholesaler), and further that a company involved in the sale or distribution of wine or ale be magority
owned by Texan citizens. The 1935 law also permitted a brewery or winery to sell to other permit
holders, including retailers, and permitted wineries to sell directly to the customer. Substantive
requirements of the 1935 statute remained in effect and had not been atered by post-1947 amendments
to the statute, except to limit the right of breweries to sall direct only to Texas manufacturers of beer
producing less than 75,000 gallons annualy. Utah's authorization for in-state brewers to sdll light
beer to retailers dated from 1943. Although there had been changesin wording, current law provided
the same right.
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3.93 Canada argued with respect to Oregon that the section relating to beer had been amended severa
times since 1947, and that these amendments had increased the inconsistency with the GATT by
permitting brewpubs to sdll beer a retail. Amendments to the provisions on wine distribution subsequent
to 1945 had a so increased the inconsistency of the measure with the GATT, by allowing sales to the
consumer by holdersof awinery licensewhereasthe 1945 law expressly forbad this. Thishadincreased
the discrimination between the sde of wine from in-state and foreign manufacturers, thereby disquaifying
the provision for PPA cover. Canada further noted that the current provisions of Texas law were not
mandatory in nature. Accordingly, evenif theprovisionsin effectin 1947 were mandatory, subsequent
amendments had removed this mandatory character. Changes had also increased the discriminatory
treatment of imported products, granting in-state wine further advantages in terms of direct access to
retailers. With respect to Utah, the 1943 statute used the word "may", hence there was no mandatory
legidation in 1947. Subsequent amendments had increased the inconsistency with the GATT by requiring
that a brewery license alow the sale of light beer to licensed retailers, and breweries to operate retail
facilities for on-premise consumption of light beer. These increased the mandatory nature of the
provision and itsinconsistency withthe GATT. Canada maintained that these measures did not qualify
for PPA cover.

Use of Common Carrier Requirements

3.94 Canadaobserved that thestates of Arizona, California, Maine, Mississippi and South Carolina
requiredimported a coholic beveragesto betransported by common carriersauthorized to operatewithin
that state. In-state producers could deliver their product in their own vehicles. Article I11:4 required
that imported product be granted treatment no less favourable than that afforded to the like domestic
product with respect to transportation. The common carrier requirement was based on product origin
and was aformidable barrier to trade. It prevented imported products from competing on equal terms
with like domestic products and could result in additional costs. Therefore, Canada maintained that
the common carrier requirement was contrary to the United States obligations under Article 111:4 of
the General Agreement and served to afford protectiontothedomesticindustry contrary to Article I11: 1.
These measures aso nullified or impaired benefits accruing to Canada under the General Agreement.

3.95 TheUnited Statesarguedthat thecommon carrier requirement wasimposed to ensureindependent
record-keeping for shipments of out-of-state dcohol. Common carriers were required to maintain records
of shipments. These records could be used by state tax authorities to verify information provided by
in-state wholesalers and assist to curb tax avoidance. Article XX(d) permitted measures necessary
to secure compliance with state tax laws. These states considered that such an independent source
of records was necessary because the state authorities did not have access to out-of-state producers
shipping records. The common carrier requirements were necessary to secure compliance with laws
and regulations that were not inconsistent with the General Agreement. In-state producerswerewithin
the jurisdiction of the state tax authorities, so the state had access to the in-state producer's records
and could verify wholesalers' records.

3.96 Canadaobserved that the United Statesdid not contest itsclaim that these measuresdid not accord
with Article 111:4 but rather had cited Article XX(d). Canada recalled that panels had found that
"Article XX isalimited and conditiona exception from obligations under other provisions of the Generd
Agreement, and not a positive rule establishing obligations in itself." (paragraph 5.9 of the Section
337 Panedl). Canada s argumentson Article XX(d) cited in paragraph 3.67 aboveequally applied here.
Furthermore, the United States had not established which state tax laws consistent with the GATT
required this type of enforcement measure. Since not al fifty states maintained common carrier
requirements, it seemed that some states had found less trade restrictive ways of enforcing their laws.
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Licensing Fees

3.97 Canada brought to the Panel' s attention thelicensing feesfor the sale of beer and winein Alaska,
and for beer in Vermont, which were higher for imported product. The state of Alaskarequired loca
brewers and wine producers to obtain a license entitling them to sell their product at retail. On the
other hand, foreign producers of beer and wine were required to obtain a license for each wholesae
distributing point in the state, which meant that the foreign producer had to obtain a license for each
shipment which it madeinto Alaska. Thefees for theselicenses were assessed on an ad valorem basis,
depending on the volume of sales, which could reach alevel between twenty and fifty times higher
than that assessed to the domestic producer. Canada argued that the charging of a higher fee for a
licenseto sell foreign beer and wine constituted either an internal charge not applied to the like domestic
product or arequirement providing lessfavourabletreatment to imported productsthan to like domestic
products with respect to their offering for sale within the state. Such a requirement was contrary to
Article I11:2 or 111:4 and had the effect of affording protection to the domestic production. In addition,
such measures nullified or impaired benefits accruing to Canada under the General Agreement.

3.98 The United States indicated that Alaska imposed the same fee on all wholesalers and did not
distinguish between wholesal ershandlingin-stateand out-of-stateproducts. Thewholesaer feecovered
the regulatory costs of overseeing the large volume of acoholic beverages and multiple product lines.
Both Alaskan brewers sold their beer through wholesalers, consequently, the wholesaler fee did not
discriminate against out-of-state beer. Indeed, because Alaskan brewersalso paid abrewer'sfeewhile
out-of-state brewers did not, Alaskan brewers faced a higher fee for doing business in Alaska than
out-of -state brewers.

3.99 Canada responded that irrespective of whether Alaskan brewers chose to sell through their
wholesalersrather than directly to retailers, the measure was discriminatory becausein-state producers
werenot requiredto sell through wholesal erswhereasforeign producerswererequiredtodo so. Foreign
products could not escape the license fees, whereas domestic product could. Therefore the imported
product was treated less favourably than the like domestic product.

Loca Option Laws

3.100 Canada argued that local option laws affecting the sale of wine in Mississippi discriminated
against imported products. Thelegalizing provisions of Mississippi acoholic beverage lawvs were not
effective in any county unless and until a local option eection was held. However, the holder of a
Native Wine Retailers Permit was alowed to continue to operate under such permits and to renew
such permits even in cases where the prohibition laws were reinstated through elections. Mississippi
wines were like products to imported wines within the meaning of Article 111. Thisafforded imported
product with less favourabletreatment than the like domestic product contrary to Article 111:4. Canada
was not opposed to theright of apolitical subdivision to reinstate prohibition but rather to the provision
which permitted this to be done in a manner which discriminated against imported products.

3.101 The United States indicated that athough this provision existed, it had not been used.

Price Affirmation

3.102 Canadaindicatedthat thestatesof M assachusettsand Rhodel sland maintained priceaffirmation
provisionswhich prohibited out-of-state al coholic beveragesfrom being sold at prices above thelowest
price elsawhere either in the United States or in adjoining states. The rules applied with respect to
salesto awholesaer and, in-state producers werenot required to sell to wholesalers, while out-of-state
producers were required to do so. The requirement limited the price at which sales could be made
to wholesalers and prevented the imported product from being priced in accordance with commercial
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considerations. It protected in-state product from price competition, affording protection to domestic
production. This resulted in less favourable treatment for imported product with respect to internal
sale and offering for sde.

3.103 Canada further argued that when the requirements of the price affirmation laws of one state
were taken in combination with those of other states, the result was an even greater restriction on the
ability of Canadian exporters to compete on the basis of price. They were effectively prevented by
this combination of laws from raising or lowering their prices unless this was done with respect to
all statessimultaneously. Thisseverely restricted their ahility to respond to market conditionsthrough
pricing. Canada understood that these measures had been found to be unconstitutional, but that the
legislation has not yet been repealed in these states. Canada further indicated that it had withdrawn
its complaint with respect to Connecticut subsequent to receiving information that the measure had
been repealed as of 1 October 1991.

3.104 TheUnited States provided astatement from theM assachusetts Beverage Control Commission,
the state agency with jurisdiction over the acoholic beverage industry, which indicated that it did not
enforce this measure and would not enforce the measure in the future. With respect to Rhode | land,
the United States indicated that this measure was only nominally enforced in that Rhode Island was
not spending any resources on the enforcement of the measure.

3.105 Canada noted that the non-application of the measures did not in any way detract from their
GATT inconsistency. Canada recalled its arguments in paragraph 3.78 above with respect to
non-application. Furthermore, the statement provided by the United States from the Chairman of the
Massachusetts Alcoholic Beverages Control Commission to the effect that the provisions would not
beenforced appeared to bean exampleof aLiquor Commission exercising discretion. Thelaw remained
mandatory and on the books and as such could be enforced at any time. With respect to the Rhode
Island measure, Canada indicated that enforcement was carried out for wine upon specific request by
the private sector and presumably could be enforced upon a future request.

3.106 The United States recalled its arguments with respect to measures not in force under
paragraph 3.79 above, and indicated that they were equally applicable here.

State Listing and Ddlisting Policies

3.107 Canada observed that there were 18 "control" states in the United States which maintained
Alcohalic Control Boards or Commissions which imported, distributed and sold alcoholic beverages
a theretal level. In most of these "control” states, imported wine had to be "listed" with these state
marketing agencies or Alcoholic Control Boards in order to gain access either to the state market or
to state stores. Canadaindicated that it was concerned with the practices of nine of these boardswhich
operated state stores where wine was sold. (Alabama, Idaho, Mississippi, New Hampshire, North
Carolina, Oregon, Pennsylvania, Vermont and Virginia.) The alcoholic control board listing policies
for accepting a new listing for wines varied substantially among states, but in these states provided
preferential treatment of in-state wine.

3.108 Canada stated that New Hampshirelegislation provided that the Commission should, whenever
feasible, purchase and list for sale in al state stores the domestic wines manufactured or bottled in
thestate. The Vermont Department of Liquor Control wholesaled and retailed fortified wines (al cohol
content of morethan 16 percent) and malt beverages containing morethan 6 per cent a coholic content
in the 16 government operated liquor stores. However, these stores listed and sold "light" or table
wines (wines containing 6-12 per cent alcohol by volume) only if they were produced in Vermont.
Although wine produced in Pennsylvania could be sold directly to retailerswithout referenceto listing
requirements, the Liquor Control Board had a monopoly on the sale of wine at the retail level which
it sold at its 750 stores across the state. Imported products were subject to listing requirements which
included sales in surrounding and border states.
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3.109 Canada further argued that container size restrictions with respect to wine listings aso existed
in Vermont as well asin Idaho, New Hampshire and Pennsylvania. In addition Alabama, |daho,
New Hampshire, North Carolina, Vermont and Virginia included in their listing criteria salesin
other states (often specific neighbouring states). This requirement made it more difficult for new products
to break into the market.

3.110 Furthermore, Canada maintained that some states had restrictions which had negative effects
on new products. In Mississippi, thelisting policy favoured products already listed by allowing more
new itemsto belisted based on the number of existing productslisted by amanufacturer. Nativewines
were listed automatically. In North Carolina, alisting applicant had to be represented by a North
Carolina Broker doing business in North Carolina The Vermont listing criteria aso included
"representation in the state".

3.111 Lack of transparency wasacommon problem, and Canadaindicated that it had made unsuccessful
attemptsto obtain awritten policy from Alabama. In Alabama, Idaho, Mississippi, North Carolina,
Vermont and Virginia, no rationale was given for negative decisions on listing applications. In some
cases, there was no notification with respect to a negative decision on alisting application. Only the
states of Alabama, New Hampshire, North Carolina and Pennsylvania had an appea process if an
application was unsuccessful.

3.112 Canadainsisted that theimplementation of alisting or delisting policy whichprovided preferentia
treatment of in-state produced wines was contrary to the United States obligations under Article 111:4
of the General Agreement and afforded protection to domestic production contrary to Article I11:1.
This action also nullified and impaired benefits accruing to Canada under the General Agreement.
Canadaindicated that it had withdrawn its complaint with respect to lowa, Maine, Michigan, Montana,
Utah, Washington and West Virginiaon the basis of information it received in the course of the Pandl's
proceedings.

3.113 The United States indicated that the states of Mississippi and Oregon did not sell winein state
stores. The wholesale and retail sale of wine in these states was performed by the private sector.
The United States provided a statement from the North Carolina Alcohol Beverage Control Commission,
the state agency with jurisdiction over the acoholic beverage industry, which indicated that in North
Carolina "unfortified" wines (no more than 17 per cent alcohol content) could be sold only by the
private sector. "Fortified" wines could be sold both by the private sector and by county or municipal
(i.e., public) Alcoholic Beverage Control (ABC) boards, which were not subject to listing/delisting
requirements. Accordingly, North Carolina did not impaose any listing/delisting requirements on the
sale of any wine.

3.114 Canada noted that the Mississippi State Tax Commission had the monopoly on the importation
of wineand, with the exception of nativewine, the Commission a so had the monopoly on thewholesale
of wine. In contrast to imported wine, Mississippi wine could thus be sold directly to retailers, customers
or the Commission without reference to listing requirements.

3.115 The United States provided a statement from the Alabama Special Assistant Attorney General
with jurisdiction over the acoholic beverage industry which indicated that Alabama did not maintain
apreferential listing policy for in-statewine. The New Hampshir e listing/delisting regulations stated
that in-statewine should belisted and sold "whenever feasible". Thecriteriafor determining feasibility
were based on commercia considerations and therefore the State Liquor Commission did not apply
a preference to in-state wines.
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3.116 Withrespectto Vermont and Virginia, theUnited Statesstated that both had an extensivesystem
of private retail outlets for the sale of wine, where listing/delisting requirements were not applicable,
aswell asamuch smaller number of statestores. Vermont had approximately 1500 privateretail outlets
wherewinewas sold, and only about 70 state stores. Virginiahad 6800 private retail outlets compared
to only 240 state outlets. Consequently, in both states there were equivalent commercia opportunities
for imports compared with in-state wine, in accordance with Article 111:4.

3.117 Canadaargued that thefact that locally produced wines could be sold through privatewholesal ers
and aso through the state system, whereas imported wine did not have access to the state stores,
constituted preferential treatment. Furthermore, athoughtheremight bealargenumber of retail outlets,
imported product had access to these only through wholesalers which did not normally sell to all retail
outlets.

3.118 The United States observed that the lack of transparency, sales elsewhere in the United States
as alisting criterion, and the need for listing and delisting within the territory complained about by
Canada did not provide in-state or United States-produced wine with more favourable treatment than
imports. The practices applied to all wine equally, regardiess of origin.

3.119 Canada noted that the United States had never notified the activities of the state liquor commissions
under the provisions of Article XVII of the Genera Agreement, even though most of these Alcohol
Control Boardsor Commissions purchased imported and domestic winesfor resaletothegeneral public.
Canada recalled that the Panel on Canada - Import, Distribution and Sale of Alcoholic Drinks by
Canadian Provincial Marketing Agencies (BISD 355/37) had examined the listing practices of the
Canadian provincia liquor boards which operated as state trading enterprises under Article XVII.
That panel ruled that where a monopoly existed with respect to importation and distribution, the
distinction between Article Il and Article XI had little practica effect. The panel ruled that those
practices of theprovincia liquor boards with respect to listing and deli sting which discriminated agai nst
imported product were contrary to Article XI:1 of the General Agreement. In the event the Pand did
not consider these measures to fal under Article 111:4, Canada asked the Pandl to examine them in
light of Article XI.

Bear Alcohol Content Restrictions

3.120 Canadaobserved that the states of Alabama, Colorado, Florida, Kansas, Minnesota, Missouri,
Oklahoma, Oregon and Utah provided for differential treatment of beer based on its alcohol content
with respect to distribution, points of sale and labelling. Beer with less than 3.2 per cent alcohol by
weight was afforded more favourable treatment, athough Canada argued that all beers were "like
product” irrespective of their alcohol content. Canada aso noted that the definition of beer found in
the United States Internad Revenue Code di stinguished between beer and de-alcoholized beer, the dividing
line being 0.5 per cent alcohol by weight, and not between beers of differing acoholic content.
Similarly, there was one tariff line for beer in the Harmonized System and a separate tariff line for
de-alcoholizedbeer. The3.2 per cent level wasentirely arbitrary, athough Canada observed that major
portion of the market for 3.2 per cent beersin these states was served by United States manufacturers.
Therestrictionsbased on beer alcohol content treated imported likeproduct lessfavourably and afforded
protection to the United States industry, contrary to Article I11:1.

3.121 The United States argued that state measures which accorded differential treatment to beer
containing not mote than 3.2 per cent acohol by weight were not contrary to United States obligations
under Article 111:4. Article I11:4 did not prohibit differentia treatment between "like" products if it
was not discriminatory, and did not prohibit different treatment when the products were not "like"
products. The state measures at issue were non-discriminatory. United States-origin beer with an
alcohol content of 3.2 per cent by weight or less was treated exactly the same as Canadian 3.2 per
cent. Similarly, al beers with an alcohol content of more than 3.2 per cent by weight were trested
the same.
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3.122 The United States further observed that the fact that United States manufacturers provided the
significant portion of the 3.2 per cent beer market by itself had no bearing on whether these measures
were inconsistent with the General Agreement. Domestic manufacturersin al countries provided the
significant portion of the market for particular products, in part because of their closer proximity to
and greater familiarity with the domestic market. Certain Canadian-produced beer qualified under
the statutes, although some Canadian brewers had apparently chosen not to compete in this market.
Labatt's, the second largest Canadian beer manufacturer, produced a beer that satisfied the 3.2 per
cent by weight criterion which was sold in Colorado and Utah. Other foreign manufacturers similarly
offered 3.2 per cent beer for sale in these markets. The state statutes which prohibited or mandated
the inclusion of alcohol content on labels did not in any way discriminate against foreign products.
The costs of printing unique beer labelsfor individua stateswere no lower for United States producers
than they were for producers of imported beer.

3.123 The United States aso argued that beer with an acohol content of 3.2 per cent or less by weight
need not be considered aproduct "like" beer with an alcohol content greater than 3.2 per cent by weight.
Beer with an alcohol content of 3.2 per cent or less, including most so-called "light" beer, appealed
to a distinct market segment in the United States specifically, those customers who enjoyed the taste
of beer but preferred to consume a beverage with alower alcoholic content, to maintain sobriety or
to reduce caoric intake. Manufacturers specifically targeted this market segment in their advertising
and marketing. In addition, states encouraged the consumption of 3.2 per cent beer over beer with
ahigher alcoholic content specifically for the purposesof protecting human lifeand health and upholding
public morals.

3.124 Canada argued that appeal to adistinct market segment was not the determining factor of "like
product”. TheJapan AlcoholicBeveragespanel found that beverageswith small differencesin acoholic
content could still be like products. It further reasoned that:

"Since consumer habits are variable in time and space and the aim of ... ensuring neutrality
... as regards competition between imported and domestic like products could not be achieved
if differential taxes could be used to crystallize consumer preferences for domestic products..."

Canadanoted that measureswhich favoured 3.2 per cent beer operated toreinforcemarket segmentation
and crystallized the consumer' s preference for 3.2 per cent beer, discouraging direct competition between
all types and brands of beer.

3.125 The United States argued, adternatively, that if the Panel were to determine that state measures
which differentiated between beer with 3.2 per cent alcohol by weight or less and beer with greater
than 3.2 per cent alcohol by weight were contrary to United States obligations under the GATT, such
measures could be justified under Article XX, paragraphs (a) and (b). States had legitimate interests
in protecting human life and health and public moras that necessitated measures to discourage the
consumption of beer with an acohol content greater than 3.2 per cent by weight. In choosing measures
that applied equally and in a non-discriminatory manner to both domestic and imported beers, states
had chosen measuresthat, if found to be inconsistent with United States obligations under the GATT,
weretheleast restrictivemeasuresthey coul d reasonably be expected toemploy. Suchmeasuressatisfied
the standards necessary for invoking Article XX.

3.126 Canadaargued that theUnited Stateshad failed to establish that these measureswere™ necessary”
to protect human life and public morals within the meaning of Article XX(a) and (b). These goals
were not achieved by measures which merely discouraged the consumption of beer with over 3.2 per
cent alcohol by weight. Canada noted that in the Supreme Court of the United States it had been
concluded that consumpti on of sufficient quantitiesof 3.2 per cent beer could a so result in drunkenness.
Canada maintained that these measures reinforced the market share which domestic beer already had,
thereby affording protectionto domestic production contrary Article I11:1, and that they wereadisguised
restriction on trade in the sense of the headnote to Article XX.
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3.127 Canada observed that a number of states restricted the locations where beer over 3.2 per cent
alcohol by weight could be sold compared to beer at 3.2 per cent. As shown in Table 4, in some
instances beer greater than 3.2 per cent alcohol could not be sold by the same licensee or at the same
outlet as "light" beer. In Oklahoma, for example, beer over 3.2 per cent alcohol by weight was
classified as intoxicating liquor and was sold at retail for off-premise consumption only in packages
under a" package" storelicense. Retail dealerswho sold " non-intoxicating" beverages could sell these
productsin their origina packages, or on draught, for consumption on or off the premises. Thusthe
draught beer market was denied to imported beer with higher alcoholic content.

3.128 Canadaindicated that the states of Florida, Kansas, Oklahoma and Minnesota imposed labelling
requirements on beer containing more than 3.2 per cent alcohol content which differentiated it from
thelower acohol content beer. For example, in Kansas, beer over 3.2 per cent by weight wasrequired
tobelabelled as" Kansas strong”, whereas no such labelling requirement was imposed on beer of lower
acohol content. 1n Oklahoma, onthe other hand, the bottlelabel could not indicate the alcohol content
if its contents was in excess of 3.2 per cent acohol by weight. Canada provided specific citations
with respect to these measures.

3.129 The United States provided a statement from the Florida Department of Business Regulation,

the state agency with jurisdiction over the alcoholic beverage industry, which indicated that Florida
did not prevent theidentification of acohol content on alcoholic beverages containing morethan 3.2 per
cent alcohol. TheUnited States provided astatement from the Minnesota Department of Public Safety,

the state agency with jurisdiction over the acoholic beverage industry, which indicated that the
Minnesotalabelling regulationwith respect to thea cohol content of any beer product had been repealed.

Furthermore the Minnesota requirement that brewery and wholesaler' sinvoices of sde for mat beverages
above 3.2 per cent acohol have the purchasing retail deder' s signature and identification card number
was no longer enforced. The United States also observed that, contrary to Canada s assertions, in
Oklahoma, beer over 3.2 per cent alcohol could be in draft form, as a draft keg was considered a
retail container under Oklahoma law. The United States provided a statement from the Oklahoma
AlcoholicBeverage L aw Enforcement Commission, the stateagency withjurisdiction over theal coholic
beverage industry, which indicated that this was the case.

3.130 TheUnited States further argued that certain state measures with respect to beer alcohol content
pre-dated the PPA. The Oklahoma statute concerning, inter aia, alcohol content label requirements,
wasenactedin 1947. Itwasamendedin 1985; however, that amendment had no bearing onthelabelling
requirement about which Canada had complained. The statute imposed a mandatory requirement on
all producers, and did not provide administrative authoritieswith any discretion to waiveitsapplication.
The Missouri prohibitions against selling non-intoxicating beer and beer having an acohol content
above 3.2 per cent in the same premises and against the holder of anonintoxicating beer license holding
alicenseto sell beer over 3.2 per cent alcohol both dated from 1935 and were mandatory. The Utah
provisions permitting in-state manufacturers to sell light beer directly to retailers dated from 1943,
ashadbeenindicatedinparagraph 3.92 above. TheUnited Statesargumentswith respect to theProtocol
of Provisiona Application in paragraphs 3.81 and 3.83 above applied equaly here.

3.131 With respect to Oklahoma, Canada noted that some of the provisions were not mandatory as
they were definitions or did not make the issuance of alicense mandatory. Furthermore, amendments
subsequent to 1947 had increased the level of discrimination. The Missouri provisions with respect
to acoholic content were not mandatory in character. Canada recalled its arguments with respect to
the Utah provisions in paragraph 3.93 above, and noted the applicability of its previous arguments
with respect to the Protocol of Provisiona Application.
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Article XX1V:12

3.132 The United States presented its view that Article XX1V:12 applied as a matter of course in a
dispute in which the defending Contracting Party was afederd state. Identification of particular measures
which might be reasonably available to the Federal Government of the United States to ensure observance
of theprovisionsof the General Agreement by state governmentswould depend on the scopeand content
of the Panel' sfindings, as well as on the practice and the state involved. However, the United States
would need more time to implement Panel findings that necessitated a change in state practices than
would a contracting party that did not have a federal structure.

3.133 Canada indicated that if a state measure was found to be inconsistent with the provisions of
the General Agreement, the United States had the obligation under Article XX1V:12 to take such
reasonable measures asmight be availableto it to ensure the observance of the provisions of the General
Agreement by the state. Canada drew the attention of the Panel to an article by Dr. Hudec, "The Legal
Status of the GATT in the Domestic Law of the United States*, in which he stated that the weight
of the evidence favoured the view that Article XX1V:12 obligated the United States to compel state
adherence to the GATT, and that GATT was thus superior to state law. Accordingly, the invocation
of Article XXIV:12only servedtorequirethat initsrecommendations, thePanel direct theUnited States
to take such reasonable measures as were available to it to bring inconsistent state measures into
conformity with the General Agreement within agiven timeframe and to report to the GATT Council
a afixed date on the measures it had taken. In the absence of any progress by that date, it would
remain for the CONTRACTING PARTIESto determine whether the United States had met its obligations
under Article XXI1V:12.

4, THIRD PARTY SUBMISSIONS

Austrdia

4.1 Australiaindicated that the United States market was of considerable importance to Australian
beer and wine exporters. In 1990, Australia sent athird of its total beer exports to the United States,
with exports of about 9,100,000 litresayear. The excise tax exemption for small domestic producers
placed Australian exporters at a disadvantage. As Australia’ s wine and beer exporters faced a higher
excise tax than some domestic producers, the ability of Australian product to compete effectively with
the like domestic product was significantly reduced. The higher tax for imported product was proving
to be a significant factor in the market when incorporated into retail prices, and pushed the price for
many Australian wines into the next higher price bracket. This was particularly the case for wines
that were sold at retail under $12 per bottle (the bulk of Australian winesto the United States market).
The tax had also placed limitations on the ability of Australian exporters to expand in the market.

4.2 Austraiaargued that thislegislation, and the regulations to implement it, discriminated against
foreign suppliers in a manner which adversely affected Australia's trade and was inconsistent with
United States national treatment obligations. The provisions under which only goods of United States
originwereedigiblefor acredit from adirect tax were contrary to Article 111:2. Panelshad consistently
found that Article I11:2 obliged contracting parties to establish certain competitive conditions for imported
productsinreationto domestic products. Thedrafting history confirmedthat Article I11:2wasdesigned
with "theintention that internal taxes on goods should not be used as a means of protection”. (United
Nations Conference on Tradeand Employment, Reports of Committees, 1948, page 61). Thispurpose
of Artide I11:2 of promoting non-discriminatory competition among imported and like domestic products
could not beachievedif Article 111:2 were construed in amanner alowing discriminatory and protective
internal taxation of imported products in excess of like domestic products.
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4.3  Subseguent GATT practicein theapplication of Article 111 further showed that past GATT Panels
had examined Article 111:2 (and 4) by determining, firstly, whether theimported and domestic products
concerned were "like" and, secondly, whether the internal taxation or other regulation discriminated
against the imported products. The term "like product” was not defined in the GATT and Panels had
been consistent in not defining it except on acase-by-case basis. Thecriteriafor measuring "likeness'
in previous panel cases had included: practices of other contracting parties, the physica origin and
properties of the product, traditional tariff treatment, treatment of the products in internal regulations
by the importing country, and the end use of the product. On the basis of each of these criteria, no
distinction could be drawn between beer imported from third countriesand beer produced domesticaly.
The same was true of domestically-produced and imported wine. The amount of production output
was hot avalid criteria upon which to differentiate between products. Any differentiation in tax levels
for like products based on annual production levels therefore constituted discrimination against like
imported products and was in violation of Article I11:2. The Panel on United States - Taxes on Petroleum
and Certain Imported Substances (BISD 345/136), found that arate of tax for domestic products which
was less than that for imported products was contrary to Article I11:2.

4.4  Audrdiafurther argued that the tax credit granted to domestic producers dso violated Article 111:4
in that it congtituted less favourable trestment for imported products. The Pand on Italian Discrimination
against Imported Agricultural Machinery (BISD 7S/60) noted that "any favourable trestment granted
to domestic products would have to be granted to like imported products’. The Panel on European
Economic Community - Payments and Subsidies Paid to Processors and Producers of Oilseeds and
Related Animal-Feed Proteins (BISD 375/86) noted that violations of Article Il occurred when
regul ationswere capabl e of giving riseto discrimination against imported products although they might
not necessarily do so in all individua cases. The Panel found that exposure of a particular imported
product to arisk of discrimination constituted, by itself, aform of discrimination. The Panel therefore
concluded that purchase regulations creating such a risk must be considered to be according less
favourable treatment within the meaning of Article I11:4. The granting of an excise tax credit only
to domestic producers of wine and beer constituted discrimination or the risk thereof and therefore
violated Articles 111:2 and I11:4 - nullifying and impairing Austraia s benefits under the Genera
Agreement.

4.5 Australiamaintained that the United States could not claim compliance with Article 111:8 since
the tax credit was not a subsidy to domestic producers. The credit granted to domestic producers took
the form of a decreased rate of tax. Article I11:8 allowed subsidies to be granted from the proceeds
of internal taxesbut it did not allow protection through decreased tax rates so that taxes paid by domestic
producers at first instance were less than that paid by importers. If this were not the case, it would
beimpossibleto meet therequirement that internal taxes belevied consistent with the national treatment
provisions of Articlelll, as required by Article 111:8(b). Indeed, the drafting history showed that
paragraph 8(b) wasredrafted in order to makeit clear that nothing inthis paragraph could be construed
to sanction the exemption of domestic products from interna taxes imposed on like products or the
remission of such taxes. However, nothing in it would override the provisions of Article XVI.
(Havana Reports p.66.)

4.6 Austrdiafurther argued that irrespective of whether the tax credit system was consistent with
Article I1l, the imposition of differential excise duties for like domestic and imported products had
nevertheless nullified and impaired the tariff bindings on beer and wine in the United States tariff
schedule, contrary to Article XXI1I:1(b). The current tariff concessions on beer and wine were
incorporated into the United States Schedule XX after the negotiations surrounding conversion to the
Harmonised System in 1988. It was reasonable for the CONTRACTING PARTIES to expect that,
when the concessions for beer and wine were incorporated into the United States Schedule, the
United States would not introduce a tax credit system for domestic producers which would counteract
the benefit of thetariff concessions. The purposeof Article X X111 wasto protect the balance of benefits
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accruing under the General Agreement, including the benefit of tariff concessions. The main value
of atariff concession wasthat it provided an assurance of better market access through improved price
competition. In the past Article XXI11:1(b) cases, the CONTRACTING PARTIES findings of
nullification or impairment were based on a finding that the products for which a tariff concession
had been granted were subjected to an adverse change in competitive conditions. Contracting parties
had the right of redress when a reciprocal concession was impaired by another contracting party as
aresult of any measure whether or not it conflicted with the General Agreement. The vaue of the
United States tariff concessions for beer and wine were greatly diminished by the granting of a tax
credit to some domestic acoholic beverages but not to any imported like products. The result was
adifferential excise for domestic and imported products which amounted to treatment less favourable
to imported products, and therefore upset the competitive relationship between them.

The European Community

4.7  TheEuropean Community observed that the Omnibus Budget Reconciliation Act of 1990 created
a new tax exemption for domestic wine producers and augmented the exemption provided to small
domestic beer producers. In practice, this measure provided a maximum total benefit of $660,000
per eligible brewery (of which, it had been estimated, there were more than 200 in the United States)
and of $90,000 per winery (of which there were 1,400 estimated beneficiaries). The European
Community invited the Pand to find that to the extent that these tax exemptions were solely available
to qualifying "small" domestic producers and not to third country producers, they were contrary to
Article I11:2, first sentence, of the Genera Agreement. Furthermore, the provision acted to afford
protection to the product of small domestic producers and therefore was also contrary to Article 111:2,
second sentence in conjunction with Article I11:1 of the General Agreement. As such these measures
nullified or impaired benefits accruing to the European Community under the Genera Agreement.

New Zedand

4.8 New Zesdland stated that it had important interests in the United States beer and wine markets.
New Zealand'slargest brewery exported US$4.21 million to the United States annually, about 40 per
cent of its total beer exports. The United States was a key market for further development of New
Zedand beer exports. Exports of New Zeaand wine to the United States amounted to approximately
US$623,000 for the year to 30 June 1991. New Zealand believed that the United States market would
becomeincreasingly important to New Zealand exportersin the next few years. New Zealand' s ability
to export competitively to that market would be restricted, however, if the existing discriminatory
measures were maintained.

4.9 New Zealand argued that thelower Federal excisetax ratefor the product of certain United States
breweries was contrary to the United States obligations under the General Agreement. It afforded
protection to domestic production inconsistent with Article 111:1 and contrary to Article 111:2 second
sentence, and was aprimafacie case of nullification or impairment of benefitsaccruing to New Zealand
directly or indirectly under the General Agreement. Imported New Zealand beer and domestic
United States beer were like products, they shared similar properties, end-uses and uniform tariff
classifications. New Zealand andUnited Statesdomestically produced beerswere, furthermore, directly
competitiveor substitutable productsintermsof the InterpretiveNoteto Article 111:2. Thelnterpretive
Noteto Article 111 madeit clear that any internal tax (or other charge) referred to in paragraph 1 which
was collected or enforced in the case of imported products at the time or point of importation was
nevertheless to be regarded as an interna tax (or other charge) and was accordingly subject to the
provisions of Article Ill. Furthermore, the measure was an internal tax or other internal charge in
excess of those applied to like domestic products, because certain United States beers attracted excise
tax of only US$7 per barrel while imported beers faced US$18 per barrel excise tax.
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4.10 Thefedera tax measure acted to afford protection to domestic production against imported beer
products, particularly in the speciality beer sub-market, inconsistent with Article I11:1 and contrary
to Article 111:2 second sentence. New Zealand's main export to the United States was premium beer
which sold primarily in the speciality beers sub-market, competing especially with United States beers
produced by small "boutique" breweries. Therewere around 249 such breweriesin the United States
whose annual production did not exceed 2 million barrelseach, thereby qualifying them for thereduced
excise taxes. The New Zedand product competed directly against the products of these producers,
and so was accorded treatment less favourable than that accorded to like domestic products.

4.11 The United States measure affected the internal sale or offering for sale of imported products.
From 1 January 1991, excise taxes on New Zealand beer imported into the United States doubled to
US$1.30 per case; the domestic United States product continued to enjoy a lower excise tax rate of
around US$0.51 per case for qualified producers. Price differentials became even more significant
a retail level. Onalessthan standard 25 per cent margin at wholesale and retail level, imported beers
would cost an additional US$1.25 per case in comparison to domestic product. New Zealand further
argued that the treatment accorded imported products did not meet the "no less favourable' standard
of Article I11:4. In addition this measure constituted a primafacie case of nullification or impairment
of benefits accruing to New Zealand under the General Agreement.

4.12 With respect to wine, New Zealand argued that imported New Zealand wine and domestically
produced United States wine were like products. Minor differences in colour and other properties
connected with the country of origin of awinedid not prevent productsfrom qualifying aslike products.
The Japan Alcoholic Beverages Panel had found, for example, that imported and Japanese made il
wines were like products in view of their similar properties, end-uses and usualy uniform tariff
classifications. New Zealand further argued that if imported and domestic wines were not considered
to be "like" products, they were at least directly competitive or substitutable products in terms of
Article I11:2 and the Interpretive Note to Article I11:2. Both the increased excise taxes and the excise
taxes as reduced by the credit, were internal taxes or other charges in terms of Article 11:2. Inturn,
this meant that the increased excise tax was an internal tax or other charge in excess of that applied
to products which enjoyed the tax credit.

4.13 New Zedand argued that the tax credit was not allowable as a subsidy under Article 111:8(b).
The Havana Reports (page 66) had said that paragraph 8(b) had been redrafted to make it clear that
nothingin Article Il could be construed to sanction the exemption of domestic products from internal
taxes imposed on like imported products or the remission of such taxes. If the credit were allowed
asasubsidy, that would sanction remission of atax (theincreased wine excise tax) which was imposed
on like imported wines which otherwise would satisfy the conditions for the tax credit. 1n addition,
New Zealand argued intermsof Article XXI11:1 that whether or not theUnited States measure conflicts
with the provisions of the General Agreement, it constituted a case of nullification or impairment of
benefits accruing to New Zealand under the General Agreement. In particular, the measure had been
introduced (in 1990 legislation) subsequent to negotiation of the United States' tariff concessions on
wine and it upset the competitive relationship between the bound product with regard to likeor directly
competitiveproductsfromNew Zealand. Imported winesweresubject to internal taxesor other charges
in excess of those applied, directly or indirectly, to like domestic products. New Zealand also recalled
that the Japan Alcoholic Beverages Panel had noted that the prohibition of tax discrimination had been
applied in astrict manner "and as excluding a de minimis argument based on alegedly minimal trade
effects.” The United States tax measures were therefore inconsistent with United States obligations
under Article 111:2 first sentence.

4.14 In addition, the tax credit acted to afford protection to domestic production and was therefore

inconsistent with Article 111:1 and contrary to the United States' obligations under Article 111:2 second
sentence. New Zealand wine exports to the United States competed mainly against other small, high
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quality "boutique" wineries and vineyards. The conditions of competition for New Zealand exports
were therefore particularly affected by the federa tax credits because they benefited small domestic
United States producers. It was against the products of these small facilities that New Zealand wines
primarily competed. In this market, the tax credit afforded protection to domestic production against
the similar small volume/high quality imported New Zealand wines.

4.15 FurthermoreNew Zed and argued that becausethetax credit was not availableto imported wines
on similar terms to wines produced at qualified domestic facilities, the United States measures did not
meet the "no less favourable’ standard of Article [11:4 in respect of al laws, regulations and requirements
affecting the internal sale or offering for sale of imported and domestic wine.

4.16 New Zeadand maintained that the so-called three-tier distribution system operated by many states
did not meet the "no less favourabl€" standard of Article 111:4 in respect of all requirements affecting
theinterna sale, offering for sale or distribution of like imported and domestic beers. It recalled that
the Panel on Canada - Administration of the Foreign Investment Review Act ("FIRA Pand") (BISD
305140, paragraph 5.10) found that a requirement which excluded the possibility of purchasing imported
products directly from the foreign producer would constitute less favourable treatment and be inconsistent
with Article I11:4. New Zealand recalled that the FIRA panel interpreted thisprovision strictly, finding
that even where the undertaking was subject to a" competitive availability" qualification, the practice
wasalso contrary toArticle 111:4 (paragraph 5.11). New Zealand estimated that these state distribution
measures imposed additional costson New Zealand exporters and made the products of New Zealand' s
largest brewery at least US$8.00 more expensive per case at retail than domestic United States beers.
Such state distribution systemswereinconsistent with the United States' obligationsunder Article I11:4
of the Genera Agreement of the GATT.

4.17 Canada noted the arguments by Australiaand New Zealand and requested that, if the Panel did
not consider Article 111:2 to be relevant to the United States tax measures, it examine these measures
in the light of Article I11:4.

5. FINDINGS
Introduction

5.1 ThePand noted that Canada s complaint was based on the following measures of the United States,
claimed by Canada to be inconsistent with Article I11: taxation measures at both the federal and state
levelswhich operateto create lower tax rates on domestic beer and winethan on likeimported products;
requirements in certain states that imported beer and wine be sold only through wholesalers, which
requirements do not apply to in-state like products; requirementsin certain states that imported beer
and wine be transported only by common carrier, which requirements do not apply to in-state like
products; higher licensing feesin certain states for imported beer and wine; exemptions in one state
of local wine, but not like imported wine, from decisions to prohibit the sale of acohol within loca
areas; policies of certain states to fix price levels for imported beer and wine on the basis of prices
of those products in other gates; listing and delisting policies of states which apply different requirements
to imported wine than to the in-state like product®; and restrictions in certain states on points of sae,
distribution and labelling based on the acohol content of beer. The Panel noted that Canada also
requested the Pandl, in the event the Panel were to find the above federal and state tax measures to
be in accordance with the provisions of the General Agreement, to conclude that the United States

The Panel noted that Canada maintained in the alternative that these listing and delisting practices
were inconsistent with Article XI:1.
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measures nullified tariff concessions granted by the United States pursuant to Article 11 of the General
Agreement. The Panel decided to examine successively each of these claims.

Federal Excise Tax Differentia on Beer

5.2  ThePane beganitsexamination with Canada sclaim that theapplication of alower rateof federa
excise tax on domestic beer from qualifying (small) United States producers, which lower rate was
not availabletoimported beer, wasinconsistent with Articles I11:1 and I11: 2 of the General Agreement.
The Panel noted that because Article I11:1isamore general provision than either Article 111:2 or 111:4,
it would not be appropriate for the Pand to consider Canada's Article 111:1 alegations to the extent
that the Panel wereto find United States measures to be inconsistent with the more specific provisions
of Articles I11:2 and 111:4.

5.3 The Panel considered that excise taxes levied on imported and domestic products are interna
taxes subject to the national treatment provision of Article 111:2, first sentence, which reads:

"The products of theterritory of any contracting party imported into the territory of any other
contracting party shal not be subject, directly or indirectly, to interna taxes or other internal
charges of any kind in excess of those applied, directly or indirectly, to like domestic products”.

5.4 In the present case, at least with respect to the federal excise tax issues, the Panel noted the
parties agreement that the excise taxesin question areinternal taxes and that imported beer is subject
to a higher rate of federal excise tax than domestic beer from qualifying producers. In addition, the
record reflected that approximately 1.5 per cent of United States beer production is digible for the
reduced federa tax rate.

5.5 ThePand considered that the application of alower rate of federa excise tax on domestic beer
from qualifying United States producers, which lower rateisnot availablein the case of imported beer,
constitutes|essfavourabl e treatment to theimported product in respect of interna taxesand istherefore
inconsistent with the national treatment provision of Article 111:2, first sentence.

5.6 The Panel noted the United States argument that the total number of barrels currently subject
tothelower federal excisetax rate represented lessthan one per cent of total domestic beer production,
that over 99 per cent of United States beer was subject to the same federal excise tax as that imposed
on imported beer, and that therefore the federa excise tax neither discriminated against imported beer
nor provided protection to domestic production. The Panel further noted that athough Canada did
not accept the United Statesestimatethat thetax exemption appliedto only one per cent of United States
production, it pointed out that this figure nonetheless equalled total Canadian exports of beer to the
United States. In accordance with previous panel reports adopted by the CONTRACTING PARTIES,
the Panel considered that Article I11:2 protects competitive conditions between imported and domestic
products but does not protect expectations on export volume.? In the view of the Panel, the fact that
only approximately 1.5 per cent of domestic beer in the United Statesis eligible for the lower tax rate
cannot justify the imposition of higher interna taxes on imported Canadian beer than on competing
domesticbeer. Theprohibition of discriminatory taxesin Article I11:2, first sentence, isnot conditiona
on a "trade effects test" nor is it qualified by a de minimis standard. As a previous panel found,

2See, for example, the Report of the Panel on "United States - Taxes on Petroleum and Certain
Imported Substances", adopted on 17 June 1987, BISD 345136, 158; see also the Report of the Panel
on "Japan - Customs Duties, Taxes and Labelling Practices on Imported Wines and Alcoholic Beverages',
adopted on 10 November 1987, BISD 345/83, 114.
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"A change in the competitive relaionship contrary to [Article 111:2] must consequently be regarded
'ipso facto' asanullification or impairment of benefits accruing under the General Agreement.
A demonstration that a measure inconsistent with Article 111:2, first sentence, has no or
insignificant effects would therefore in the view of the Panel not be a sufficient demonstration
that the benefits accruing under that provision had not been nullified or impaired ..." .2

Thus, in the view of the Pandl, the fact that only approximately 1.5 per cent of domestic beer in the
United Statesis eligible for the lower tax rate does not immunize this United States measure from the
national treatment obligation of Article I1I.

5.7 The Panel then considered the additional argument of the United States that the lower federal
excise tax rate was alowable as asubsidy to domestic producers under Article I11:8(b). The United States
maintained that the clear intent of the lower tax was to subsidize small producers and that reduction
in the rate of the excise tax was a GATT-consistent means of providing such a subsidy. The Panel
noted that paragraph 8(b) of Article Ill reads in relevant part:

"Theprovisionsof thisArticle shall not prevent the payment of subsidiesexclusively to domestic
producers, including paymentsto domestic producersderived from the proceeds of internal taxes
or charges applied consistently with the provisions of this Article ...".

5.8 ThePand noted that in contrast to Article 111:8(a), whereit is stated that "this Article shall not
apply to ... [government procurement]”, the underlined words are not repeated in Article I11:8(b).
Theordinary meaning of thetext of Article 111:8(b), especialy the use of thewords " shall not prevent",
therefore suggests that Article I11 does apply to subsidies, and that Article I11:8(b) only clarifies that
the product-related rules in paragraphs 1 through 7 of Article 111 "shall not prevent the payment of
subsidies exclusively to domestic producers' (emphasis added). The words " payment of subsidies’
refer only to direct subsidies involving a payment, not to other subsidies such as tax credits or tax
reductions. The specific reference to "payments ... derived from the proceeds of internal taxes ...
applied consistently with the provisions of this Article" relates to after-tax-collection payments and
also suggeststhat tax creditsand reduced tax ratesinconsistent with Article 111:2, which neither involve
a "payment” nor result in "proceeds of interna taxes applied consistently with ... this Article", are
not covered by Article 111:8(b).

5.9 Thistextua interpretation is confirmed by the context, declared purpose and drafting history
of Article Ill. The context of Article 111 showsits close interrelationship with the fundamental GATT
provisions in Articles | and Il and the deliberate separation of the comprehensive national treatment
requirements in Article Il from the subsidy rulesin Article XVI. The most-favoured-nation requirement
in Articlel, and aso tariff bindings under Articlell, would become ineffective without the
complementary prohibition in Article 111 on the use of internal taxation and regulation as a discriminatory
non-tariff trade barrier. The additional function of the national treatment requirements in Article I11
to enhance non-discriminatory conditionsof competition betweenimported and domestic productscould
likewise not be achieved. As any fiscal burden imposed by discriminatory internal taxes on imported
goods is likely to entail a trade-distorting advantage for import-competing domestic producers, the
prohibitionof discriminatoryinternal taxesinArticle I11:2would beineffectiveif discriminatory internal
taxes on imported products could be generally justified as subsidies for competing domestic producers
in terms of Article 111:8(b).

®*Report of the Panel on "United States - Taxes on Petroleum and Certain Imported Substances”,
adopted on 17 June 1987, BISD 345136, 158-59.
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5.10 Article l11:8(b) limits, therefore, the permissible producer subsidies to "payments' after taxes
have been collected or payments otherwise consistent with Article I11. This separation of tax rules,
e.g. on tax exemptions or reductions, and subsidy rules makes sense economically and politically.
Even if the proceeds from non-discriminatory product taxes may be used for subsequent subsidies,
the domestic producer, like his foreign competitors, must pay the product taxes due. The separation
of tax and subsidy rules contributes to greater transparency. It aso may render abuses of tax policies
for protectionist purposesmoredifficult, asinthecasewhere producer aidsrequire additional legislative
or governmental decisions in which the different interests involved can be balanced.

5.11 The Panel considered that the drafting history of Article Il confirms the above interpretation.
The Havana Reports recall in respect of the provision corresponding to Article 111:8(b):

"This sub-paragraph was redrafted in order to make it clear that nothing in Article [I11] could
be construed to sanction the exemption of domestic products from internal taxes imposed on
like imported products or the remission of such taxes. At the same time the Sub- Committee
recorded its view that nothing in this sub-paragraph or elsewherein Article [111] would override
the provisions [of Article XVI]".*

The drafters of Article 111 explicitly rejected a proposal by Cuba at the Havana Conference to amend
the Article to read:

"The provisons of this Article shal not preclude the exemption of domestic products from interna
taxes as a means of indirect subsidization in the cases covered under Article [XVI]".°

5.12 The Panel found, therefore, that the expansive interpretation of Article 111:8(b) suggested by
the United States is not supported by the text, context, declared purpose and drafting history of Article 11
and, if carriedtoitslogica conclusion, such aninterpretation would virtually eliminate the prohibition
inArticle 111:2 of discriminatory internal taxation by enabling contracting partiesto exempt all domestic
products from indirect taxes. The Panel accordingly found that the reduced federal excise tax rates
on beer are not covered by Article 111:8(b).

Federal Excise Tax Credit for Wine

5.13 ThePanel then proceeded to examine Canada s claim that the provision of acredit on the federa
excisetax for wine and cider of small United States producers, which credit wasnot similarly available
to the like imported products, was contrary to United States obligations under Articles I11:1and I11:2.
The Panel noted the following: the tax credit for domestic wine and cider applies to the prevailing
federa excise tax levied on both the imported and the domestic product; the tax credit is available
to domestic wine and cider from wineries producing up to 250,000 wine gallons per year, and is not
available to imported wine and cider; and the tax credit is allowable at the time the tax is payable
as if the credit constituted a reduction in the rate of the tax.

5.14 The Pand considered that due to the provision of this tax credit to domestic wine and cider,
wine and cider imported from Canada is "subject ... to interna taxes ... in excess of those applied
... to like domestic products’, inconsistent with Article 111:2, first sentence. The Panel considered
that thisinconsistency with the national treatment provision of Article 111:2 aso appliesto floor stocks
of wineeligiblefor thefederal tax credit becausethese products may yet enter the market on competitive
terms not available to like imported products.

“Havana Reports, page 66.
SE/CONF.2/C.3/6, page 17; E/CONF.2/C.3/A/W.32, page 2.
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5.15 ThePanel notedtheUnited Statescontention that thenumber of United Stateswineriesqualifying
for the tax credit represented less than four per cent of domestic wine production, and thus the law
did not have a discriminatory or protective effect. The United States also argued that the tax credit
was alowable asasubsidy under Article I11:8(b). The Panel found that its considerations with respect
to similar argumentsin the context of the lower federal excisetax on domestic beer apply equally here.
Accordingly, the Panel found that the provision of a federal excise tax credit on domestic wine and
cider, which credit is not available to imported wine and cider, is inconsistent with United States
obligations under Article 111:2, first sentence, and is not covered by Article I11:8(b).

State Excise Tax Differentias Based on Annual Production

5.16 The Panel then examined Canada s claim that the tax laws in the states of New Y ork, Oregon,
Rhode Island and the Commonwealth of Puerto Rico provided exemptions or reductions of excise
taxestoin-state producersof beer and winebased on annual production by these breweriesand vintners,
below certain limits, and that this treatment resulted in discrimination against imported like products
of Canadian brewers and vintners inconsistent with Articles 111:1 and I11:2. The Pand noted the argument
of the United Statesthat the intent of these state tax exemptions or reductionswas to provide a subsidy
to smal producers, consistent with Article 111:8(b). The Panel found that as a result of these state
tax exemptions or reductions, beer and wine imported from Canada is "subject ... to internal taxes
... inexcessof thoseapplied ... tolikedomestic products”, inconsistent with Article 111:2, first sentence.
With regard to Article 111:8(b), the Panel's considerations with respect to the reduced federal excise
taxes on domestic beer apply equally to the reduced state excise taxes on domestic beer and wine.
Accordingly, the Panel found that the excise tax exemptions and reductions provided by the states of
New York, Oregon, Rhode I sland and the Commonweal th of Puerto Rico to domestic beer and wine,
which exemptions and reductions are denied to the imported like products, are inconsistent with
Article I11:2, first sentence, and are not covered by Article 111:8(b).

5.17 The Pand did not consider relevant the fact that many of the state provisions at issue in this
dispute provide the same treatment to products of other states of the United States as that provided
toforeign products. Thenational treatment provisionsrequire contracting partiesto accord to imported
products treatment no less favourable than that accorded to any like domestic product, whatever the
domestic origin. Article 111 consequently requires treatment of imported products no less favourable
than that accorded to the most-favoured domestic products.

State Excise Tax Credits Based on Annual Production

5.18 The Panel then considered the claim by Canada that tax credits on state excise taxes provided
by the states of Kentucky, Minnesota, Ohio and Wisconsin to beer from small domestic breweries
based on annual production of these breweriesbelow certainlimits, whichtax creditswere not available
to imported beer, were contrary to Articles I11:1 and 111:2. The Pand recdled the United States argument
that thetax credits provided in the states of K entucky, Ohio and Wisconsin were alowableassubsidies
under Article I11:8(b). The Panel found that, as the result of the state tax credits in Kentucky, Ohio
and Wisconsin, beer imported from Canadais" subject ... tointernal taxes... in excess of thoseapplied
... to like domestic products’, inconsistent with Article 111:2, first sentence. The Panel also found
that its considerations relating to Article 111:8(b) with respect to the federa excise tax credit on wine
are equally applicable to the state excise tax credits at issue here.

5.19 ThePanel further noted that the parties disagreed astowhether or not thetax creditsin Minnesota
were available in the case of imported beer from small foreign breweries. The Panel considered that
beer produced by large breweries is not unlike beer produced by small breweries. Indeed, the
United States did not assert that the size of the breweries affected the nature of the beer produced or
otherwise affected beer as a product. Therefore, in the view of the Panel, even if Minnesota were
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to grant the tax credits on a non-discriminatory basis to small breweries inside and outside the
United States, imported beer from large brewerieswould be "subject ... to internal taxes... in excess
of those applied ... to like domestic products® from small breweries and there would still be an
inconsistency with Article I11:2, first sentence. Accordingly, the Panel found that the state excise tax
credits provided by K entucky, Minnesota, Ohio and Wisconsin to domestic breweriesbased onannua
beer production, but not to imported beer, are inconsistent with Article 111:2, first sentence.

State Excise Tax Rates Based on Origin of Product

5.20 The Panel next examined the claim by Canada that the lower excise tax rate or tax exemption
provided by the states of Alabama, Georgia, 1owa, Nebraska and New Mexico to wine based upon
thein-state or domestic origin of the product was contrary to Articles I1l:1and 111:2. ThePanel recalled
the United Statesargumentsthat the lower excise tax rates and tax exemptionsin the states of Alabama,
Georgia, Nebraska and New Mexico were alowable as subsidies under Article 111:8(b), and that the
state of lowaapplied the sametax rate to wine from all sources sold at wholesale. For the same reasons
as those enunciated with respect to the federal excise tax on beer, the Panel found that the application
of differential state excise tax rates in the states of Alabama, Georgia, Nebraska and New Mexico
based upon the origin of thewine, which discriminates against imported winein favour of the domestic
like product, is inconsistent with Article 111:2, first sentence. Also, for the same reasons enunciated
earlier, the Pane found that the state tax measures in issue are not alowable as subsidies under
Article I11:8(b).

5.21 With respect to lowa, the Panel noted that the same rate of tax applies to al wine sold at
wholesale, regardless of source. However, whereas imported wine is required to be sold through
wholesalers, wineproducedinlowaispermittedto besold directly at retail. Asaconsequence, imported
wine from Canada is "subject ... to interna taxes ... in excess of those applied ... to like domestic
products” produced in lowa whenever the lowa wine is sold directly at retail without being subject
tothewinegalonagetax. Thislessfavourabletreatmentisinconsistentwith Article 111:2, first sentence.

State Excise Tax Treatment Based on Loca Ingredients

5.22 The Panel then examined Canada’'s claim that the states of Michigan, Ohio and Rhode I sland
granted tax exemptions or tax credits to wines produced within the respective states using local
ingredients. The Panel found that these tax measures are not available to like wines imported from
Canada which are consequently "subject ... to internal taxes ... in excess of those applied ... to like
domestic products’, contrary to Article 111:2, first sentence. The Panel recalled the United States
argument that these statetax measureswerealowableunder Article 111:8(b). ThePanel further recalled
its previous finding that Article I11:8(b) cannot justify discriminatory tax exemptions or tax credits
inconsistent with Article 111:2. Thepreferential tax treatment accorded by Michigan, Ohio and Rhode
Island to wine produced from local ingredients is thus inconsistent with Article 111:2, first sentence,
and cannot be regarded as a subsidy falling under Article I11:8(b).

State Excise Tax on Wine Made From a Specified Variety of Grape

5.23 The Panel then examined the claim by Canada that the state of Mississippi applied alower tax
rate to wines in which a certain variety of grape was used, contrary to Articles I11:1 and I11:2. The
Panel recalled the United States argument that the tax provision in Mississippi was applicable to al
qualifying wine produced from the specified variety of grape, regardless of the point of origin.

5.24 The Panel considered that Canada s claim depends upon whether wine imported from Canada

is"like" thedomestic winein Mississippi made from the specified variety of grape, within the meaning
of Article 111:2. Inthisregard, the Panel noted that the CONTRACTING PARTIES have not devel oped
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agenera definition of the term "like products”, either within the context of Article I1l or in respect
of other Articles of the General Agreement. Past decisions on this question have been made on a
case-by-case basis after examining a number of relevant criteria, such as the product's end-uses in a
given market, consumers tastes and habits, and the product's properties, nature and quality.® The
Panel considered that the like product determination under Article 111:2 aso should have regard to
the purpose of the Article.

5.25 The basic purpose of Article Il is to ensure, as emphasized in Article 111:1,

"that internal taxes and other internal charges, and laws, regulations and requirements affecting
theinternal sale, purchase, transportation, distribution or useof products... should not beapplied
to imported or domestic products so as to afford protection to domestic production”.

Thepurposeof Article 111 isthusnot to prevent contracting partiesfrom using their fiscal and regul atory
powers for purposes other than to afford protection to domestic production. Specifically, the purpose
of Article Il isnot to prevent contracting parties from differentiating between different product categories
for policy purposes unrelated to the protection of domestic production. The Panel considered that the
limited purpose of Article 111 has to be taken into account in interpreting the term "like products® in
this Article. Consequently, in determining whether two products subject to different treatment are
like products, it is necessary to consider whether such product differentiation is being made "so as
to afford protection to domestic production”. While the analysis of "like products' in terms of
Article I11:2 must take into consideration this objective of Article Il1, the Panel wished to emphasize
that such an analysis would be without prejudice to the "like product" concepts in other provisions
of the Genera Agreement, which might havedifferent objectivesand which might thereforea so require
different interpretations.

5.26 Applying the above considerations to the Mississippi wine tax, the Panel noted that the specia
tax treatment accorded in the Mississippi law to wine produced from a particular type of grape, which
grows only in the southeastern United States and the Mediterranean region, is a rather exceptional
basis for atax distinction. Given the limited growing range of the specific variety of grape, at least
in North America, the Panel was of the view that this particular tax treatment implies a geographical
distinction which affords protection to local production of wine to the disadvantage of wine produced
wherethistype of grape cannot begrown. The Panel noted that a previous panel concerning Article 111
treatment of wines and alcoholic beverages found imported and Japanese unsweetened still wines to
be like products.” The Panel agreed with the reasoning of this previous panel and was of the view
that tariff nomenclatures and tax laws, including those at the United States federal and state level, do
not generaly make such a distinction between still wines on the basis of the variety of grape used in
their production. The Panel noted that the United States did not claim any public policy purpose for
this Mississippi tax provision other than to subsidize small local producers. The Panel concluded that
unsweetened still wines are like products and that the particular distinction in the Mississippi law in
favour of still wine of alocal variety must be presumed, on the basis of the evidence submitted to

the Pandl, to afford protection to Mississippi vintners. Accordingly, the Panel found that the lower
rate of excisetax applied by Mississippi to wine produced from the specified variety of grape, which
lower rate is not available to theimported like product from Canada, isinconsistent with Article 111:2,
first sentence. The Panel wished to point out that even if the wine produced from the special variety
of grape were considered unlike other wine, the two kinds of wine would nevertheless have to be

Seethe Report of the Panel on " Japan - Customs Duties, Taxesand L abelling Practiceson Imported
Wines and Alcoholic Beverages', adopted on 10 November 1987, BISD 34583, 115.

"Report of the Panel on " Japan - Customs Duties, Taxesand L abelling Practices on Imported Wines
and Alcoholic Beverages', adopted on 10 November 1987, BISD 345/83, 115-16.
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regarded as "directly competitive" products in terms of the Interpretive Note to Article I11:2, second
sentence, and the imposition of a higher tax on directly competing imported wine so as to afford
protection to domestic production would be inconsistent with that provision.

State Tax Credits for Equipment Purchases

5.27 ThePand then examined Canadd s clam that the provision by the state of Pennsylvania to in-gtate
breweries of atax credit on the internal state tax applicable to beer for the purchase of equipment for
use in the manufacture of beer was inconsistent with Articles 111:1 and I11:2. The Panel found that
the tax credit resultsin alower effectiverate of tax for the beer of Pennsylvanian breweries qualifying
for the credit, and this credit is not available to beer from Canadian breweries. The Pand recalled
the United States argument that this Pennsylvania tax credit was allowable as a subsidy under
Article I11:8(b). For the same reasons as those enunciated by the Panel with respect to the federa
excise tax credit, the Panel found that the provision of this state tax credit to domestic breweries is
inconsistent with Article 111:2, first sentence, and is not allowable as a subsidy under Article I11:8(b).

Non-Violation Nullification or Impairment

5.28 ThePand recdled Canadd s subsidiary argument with respect to the federd and state tax measures,
that theseUnited Statesmeasuresnullified or impaired tariff concessionsonbeer, wineand cider granted
by the United States pursuant to Article Il. The Panel further recalled the United States argument that
Canada had neither consulted on nor provided adetailed justification of its allegations of non-violation
nullification or impairment. However, inview of thefact that the Panel found violationsof Article 111:2
with respect to the federal and state tax measures of the United States, the Panel did not consider it
necessary to address this alternative allegation of non-violation nullification or impairment.

Exemptions of Loca Producers from State Reguirements to Use Wholesalers

(i) Articlelll

5.29 The Panel then proceeded to examinethe claim by Canada that the states of Alaska, California,
Connecticut, Florida, Hawaii, 1daho, 1llinais, Indiana, lowa, Kansas, Kentucky, Louisana, Maine,
Maryland, Massachusetts, Minnesota, Missouri, Montana, New Hampshire, Ohio, Oregon,
Pennsylvania, Rhode Island, Tennessee, Texas, Utah, Virginia, Washington, West Virginia and
Wisconsin imposed the requirement that imported beer and wine be sold only through in-state wholesalers
or other middlemen, while permitting some in-state like products to be sold directly to retailers, and
in some cases at retail on producers premises, inconsistent with Articles I11:1 and 111:4. The Panel
noted the Canadian position that therequirement that imported wineand beer be shipped throughin-state
wholesalers discriminated against imported product by creating an additional level of distribution and
expense and by providing less access for in-state retailers to imported product than that afforded to
the like product manufactured in-state. The Panel further noted the United States arguments that the
three-tier separation of production, wholesale distribution and retail sales of liquor served legitimate
state interests in the efficient collection of excise taxes and the promotion of health and safety; that
the requirement on out-of-state and foreign beer and wine producersto use wholesalers was necessary
to ensure enforcement of state excise tax laws; that such requirement did not discriminate in favour
of the domestic like product; that distribution through wholesalers was the " preferred” method of
distribution; that Canadian producers could establish their own in-state wholesalers in a number of
states; and that in-state breweries and wineries exempted from thewhol esal er requirement neverthel ess
borethe same costs asimports subject to thisrequirement, in termsof record keeping, audit, inspection
and tax collection.

5.30 The Pand noted that Article I11:4 reads in relevant part:
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"The products of theterritory of any contracting party imported into the territory of any other
contracting party shal be accorded trestment no less favourable than that accorded to like products
of nationa origin in respect of al laws, regulations and requirements affecting their interna
sale, offering for sale, purchase, transportation, distribution or use".

The Pandl recalled that the CONTRACTING PARTIES have consistently interpreted the requirement
of Article 111:4to accord imported products treatment no less favourable than that accorded to domestic
products as a requirement to accord imported products competitive opportunities no less favourable
than those accorded to domestic products.®

5.31 The Panel considered as irrelevant to the examination under Article I11:4 the fact that many --
or even most -- in-state beer and wine producers "preferred” to use wholesalers rather than to market
their productsdirectlytoretailers. TheArticle I11:4requirementisoneaddressed torelativecompetitive
opportunities created by the government in the market, not to the actual choices made by enterprises
inthat market. Producerslocated inthe statesin question havethe opportunity to choosetheir preferred
method of marketing. The Panel considered that it is the very denial of this opportunity in the case
of imported products which constitutes |ess favourable treatment. The Panel then recalled the finding
of a previous panel® that a requirement to buy from domestic suppliers rather than from the foreign
producer was inconsistent with Article I11:4:

"The Panel recognized that these requirements might in anumber of cases havelittle or no effect
on the choice between imported and domestic products. However, the possibility of purchasing
imported products directly from the foreign producer would be excluded and as the conditions
of purchasing imported products through a Canadian agent or importer would normally be less
advantageous, the imported product would therefore have more difficulty in competing with
Canadian products (which are not subject to similar requirements affecting their sale) and be
treated less favourably”.*® (emphasis in the original)

Similarly, in the present case the Panel considered that the choice available to some United States
producersto ship their beer and wine directly to in-state retailers may provide such domestic beer and
wine with competitive opportunities denied to the like imported products. Even if in some cases the
in-state exemption from the wholesaler requirement is available only to small wineries and small
breweries, thisfact does not in any way negate the denid of competitive opportunitiesto the like imported
products. In so finding, the Panel recalled its earlier finding, in paragraph 5.19, that beer from large
breweries is not unlike beer from small breweries.

5.32 Inthe view of the Pandl, therefore, the requirement that imported beer and wine be distributed
through in-state wholesalers or other middlemen, when no such obligation to distribute through
wholesalersexistswithrespect toin-statelikedomestic products, resultsintreatment ... lessfavourable
than that accorded to like products’ from domestic producers, inconsistent with Article [11:4. The
Panel considered that even where Canadian producers have the right to establish in-state wholesalers,

8See, for example, the Report of the Panel on "United States - Section 337 of the Tariff Act of
1930", adopted on 7 November 1989, BISD 365345, 386; and the Report of the Panel on " Canada -
Import, Distribution and Sale of Certain Alcoholic Drinks by Provincial Marketing Agencies’, [not
yet considered by the Council,] DS17/R, page 55.

°Report of the Panel on " Canada - Administration of the Foreign Investment Review Act", adopted
on 7 February 1984, BISD 30S/140, 160-61.

Report of the Panel on " Canada - Administration of the Foreign Investment Review Act", adopted
on 7 February 1984, BISD 30S/140, 160-61.
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as is the case in some states, subject to varying conditions, the fact remains that the wholesale level
represents another level of distribution which in-state product is not required to use.

5.33 The Panel recalled the United States argument that the wholesaler requirement in the case of
imported beer and wine was non-discriminatory and consistent with Article 111:4 because it applied
also to out-of-state domestic products. As the Panel previously noted, however, Article 111 requires
treatment of imported products no less favourable than that accorded to the most-favoured domestic
products. The Panel also recalled the argument of the United States that the wholesaling requirement
was consistent with Article 111:4 because in-state breweries and wineries not subject to the wholesaling
requirement bore the same costs as did wholesalersin respect of record keeping, audit, inspection and
tax collection. The Panel noted that this factua contention -- that imported products are not in fact
disadvantaged vis-avis domestic like products in spite of different requirements -- was disputed by
Canada and was similar to the position taken by the United States with respect to imported products
being subject to the "preferred” wholesaling method of distribution. As previously noted, the Panel
considered that the inconsistency with Article I11:4 stems from the denia to the imported products of
competitive opportunities accorded to the domestic like products. Whereas domestic beer and wine
may be shipped directly from the in-state producer to the retailer, or sold directly at retail, this
competitive advantage is denied to imported beer and wine.

5.34 With respect to California, the Panel noted that foreign produced beer and wine can either be
imported by a licensed importer for sale to a wholesader, or, aternatively, although the evidence
submitted is not clear on this point, foreign producers may be ableto sell their product directly at retail
from their own outlets in the state. In-state producers, in contrast, can sell to anyone licensed to sell
beer and wine, whether wholesaler or retailer, or at retail at their own outlets. The Panel considered
that despite the fact that imported beer and wine in California might be sold directly at retail, it
nevertheless is denied the full range of competitive opportunities accorded to domestic like products,
inconsistent with Article I11:4.

5.35 ThePanel noted that in New Hampshir e neither in-state brewers nor foreign brewers can obtain
wholesale licenses and so neither can sell directly to retailers. However, the information available
to the Panel indicated that whereas New Hampshire brewers can sell directly to wholesaders, foreign
beer can be imported only by the holder of a beverage importer's license, who can then sell the beer
only to wholesalers. A foreign brewer cannot directly obtain a beverage importer's license for his
foreign-based corporation, but may establishacorporationintheUnited Stateswhich could belicensed.
As with the distribution requirements examined by the Panel in paragraph 5.33 above, the Panel
consideredthat theeffect of thisrequirement isthat Canadian beer facesan additional level of distribution
which in-state beer is not required to use.

5.36 With respect to Kentucky, the Panel noted that one statute permitsretail licensees in Kentucky
to purchase beer directly from brewers, without further stipulation asto the location of such brewers.
The Panel aso observed that a separate statute expressly grants licensed distributors the right to buy
foreign beer from importers or wholesalers registered in Kentucky. However, the Panel considered
that the evidence does not support a conclusion refuting the claim by the United States that foreign
breweries can sell beer directly to retailers in Kentucky.

5.37 ThePandl further noted that theMissouri regulationspermit retail ersto purchasebeer containing
morethan 3.2 per cent alcohol only from wholesalers. Both Missouri breweries and foreign breweries
can obtain wholesale licenses, although a foreign brewery is required to have an employee resident
inMissouri eligibleto receivesuchalicense. ThePanel considered that thisdistinction doesnot support
aconclusion that beer imported from Canadais accorded treatment | ess favourabl e than beer produced
in Missouri.
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5.38 Accordingly, the Panel found that the requirement in the states of Alaska (for beer and wine),
California (beer and wine), Connecticut (beer and wine), Florida (beer and wine), Hawaii (beer and
wine), 1daho (beer), Illinois (beer), Indiana (beer and wine), lowa (beer and wine), Kansas (beer
and wine), Louisiana (beer and wine), Maine (beer and wine), Maryland (beer and wine),
M assachusetts (beer and wine), Minnesota (beer and wine), M ontana (beer), New Hampshir e (beer
and wine), Ohio (beer and wine), Oregon (beer and wine), Pennsylvania (beer and wine), Rhode
Island (beer and wine), Tennessee (beer), Texas (beer and wine), Utah (beer containing not more
than 3.2 per cent alcohol by weight), Virginia (beer), Washington (beer and wine), West Virginia
(wine), and Wisconsin (beer and wine) that imported beer and/or wine be sold only through wholesalers
or other middlemen, which requirement does not apply to domestic like products that may be sold
directly to retailers or directly at retail, is inconsistent with Article I11:4.

(i)  Non-Enforcement

5.39 The Panel then proceeded to consider the United States argument that the provisionsin the state
of lllinois permitting manufacturers to sall directly to retailers were not given effect. In thisregard,
the Pand recalled the decisions of the CONTRACTING PARTIES on the relevance of the non-gpplication
of lawsin dispute. Recent panels addressing the issue of mandatory versus discretionary legislation
in the context of both Articles I11:2 and 111:4* concluded that legislation mandatorily requiring the
executive authority to take action inconsistent with the General Agreement would be inconsistent with
Article I1l, whether or not the legisation were being applied, whereas legislation merely giving the
executive authority the possibility to act inconsistently with Article I11 would not, by itself, constitute
aviolation of that Article. The Panel agreed with the above reasoning and concluded that because
thelllinoislegislationinissueallowsahol der of amanufacturer' slicenseto sell beer toretailers, without
allowing imported beer to be sold directly to retailers, the legislation mandates governmental action
inconsistent with Article I11:4.

(i)  Article XX(d

5.40 ThePandl thenrecaledtheUnited Statesalternative argument that therequirement that imported
beer be distributed through in-state wholesalers, which requirement was not imposed in the case of
beer from in-state breweries, was justified under Article XX(d) as a measure necessary to secure
compliance with laws or regulations which were not inconsistent with the provisions of the Genera
Agreement.

5.41 The Pand noted that Article XX(d) provides in relevant part:

" Subject totherequirement that such measuresarenot appliedinamanner whichwould constitute
ameansof arbitrary or unjustifiabl e discrimination between countries wherethe same conditions
prevail, or a disguised restriction on internationa trade, nothing in this Agreement shall be
construed to prevent the adoption or enforcement by any contracting party of measures:
... (d) necessary to secure compliance with laws or regulations which are not inconsistent with
the provisions of this Agreement ...".

"Report of the Panel on " Thailand - Restrictions on Importation of and Interna Taxes on Cigarettes’,
adopted on 7 November 1990, BISD 375/200, 227; Report of the Panel on "EEC - Regulation on
Imports of Parts and Components’, adopted on 16 May 1990, BISD 375132, 198; and Report of
the Panel on "United States - Taxes on Petroleum and Certain Imported Substances', adopted on 17
June 1987, BISD 345136, 160.
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The Panel noted that in addition to the requirements of the introductory section of Article XX,
sub-paragraph (d) of the Article requires ashowing (i) that the laws or regulations with which compliance
isbeing secured are not inconsistent with the General Agreement, and (ii) that the measuresin question
-- not measures generally -- are necessary to secure compliance with those laws or regulations. The
Panel also noted the practice of the CONTRACTING PARTIES of interpreting these Article XX
exceptions narrowly, placing the burden on the party invoking an exception to justify its use.

5.42 The Pand recalled the position of the United States that there was no reasonable aternative to
the existing regulatory scheme in the various states which required out-of-state and imported beer to
be distributed to retailers via in-state wholesaers while alowing in-state beer to be shipped directly
from producersto retailers. The United States considered that the wholesaler was the only reasonable
place for beer excise taxes to be collected for out-of-state and foreign products, but that there was no
such necessity with respect to products from in-state producers that were, by definition, under the
jurisdiction of the state. The Panel further recalled the position of Canadathat the burden was on the
United States to specify and demonstrate the consistency with the General Agreement of the laws for
which it was trying to secure compliance and to show that there were no less trade restrictive measures
available to secure compliance with them.

5.43 The Panel was of the view that even if, asargued by the United States, the requirement to use
wholesalers is considered as a "measure to secure compliance” in terms of Article XX(d) and the
respective state liquor laws are considered as "laws ... not inconsistent with the provisions of this
Agreement” notwithstanding the above-mentioned Panel findings on inconsistency with Article 111,
the United States has not demonstrated that discriminatory requirements to use wholesaers are
"necessary"” in terms of Article XX(d) to enforce the liquor tax laws. The Panel recalled the finding
of an earlier panel "that a contracting party cannot justify a measure inconsistent with another GATT
provision as ' necessary' interms of Article XX(d) if an alternative measure which it could reasonably
be expected to employ and which is not inconsistent with other GATT provisionsis available to it".*?
The Panel considered that the United States has not met its burden of showing that the specific
inconsistency with Article I11:4 of the discriminatory wholesaler requirements in the various states is
the only reasonable measure available to secure enforcement of state excise tax laws. The fact that
not all fifty states maintain discriminatory distribution systems indicates to the Panel that alternative
measures for enforcement of state excise tax laws do indeed exist. Assuming that the United States
wascorrect in stating that hardly any domesticin-state breweriesexercisetheprivilege of sellingdirectly
toretailers, thePanel considered thiswasfurther evidencethat adiscriminatory wholesaler requirement,
imposed only on imported and out-of-state products, is not "necessary” within the meaning of
Article XX(d). Based on the evidence submitted to it, the Panel found that the United States has not
shown that the inconsistency with Article 111:4 of the wholesaler requirement on imported beer is justified
under Article XX(d) as a measure necessary to secure enforcement of state excise tax laws that are
consistent with the General Agreement.

(iv)  Protocol of Provisiona Application

5.44 The Panel then proceeded to examine the United States contention that the state distribution
requirements of Connecticut, Florida, Maryland, Massachusetts, Missouri, Oregon, Texas and
Utah, evenif inconsistent with Article 111, werecovered -- " grandfathered” -- by theexisting legislation
clause of the Protocol of Provisional Application ("PPA"). ThePanel first noted that the United States,
as the party invoking the PPA, has the burden of demonstrating its applicability in the instant case.
The Panel then noted that the PPA provides in relevant part:

?Report of the Panel on "United States - Section 337 of the Tariff Act of 1930", adopted on
7 November 1989, BISD 365345, 392.
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"The Governments of ... undertake ... to apply provisionaly on and after 1 January 1948:
(@ Parts| and Il of the General Agreement on Tariffs and Trade, and
(b) Part Il of that Agreement to thefullest extent not inconsi stent with existing legislation”.

It then noted that the Chairman of the CONTRACTING PARTIES ruled in 1949 that the reference
date for the phrase "existing legislation" was 30 October 1947, the date of the PPA.* It also noted
the report of the Working Party on "Maodifications to the General Agreement”, adopted on
1 September 1948, which recorded agreement of the Working Party that ameasure could be permitted
during the period of provisional application "provided that the legislation on which it is based is by
its terms or expressed intent of a mandatory character -- that is, it imposes on the executive authority
requirementswhich cannot be modified by executive action”.** The Panel further noted that subsequent
GATT practice confirms this early interpretation of the term "existing legislation".* The Panel thus
considered that the function of the clause was to enable the executive authority of each government
signing the PPA to accept the obligations under the General Agreement without first securing a
modification or repeal of existing mandatory legislation which was inconsistent with the Genera
Agreement and which could not be modified through executive action.

5.45 ThePanel then proceeded to examinethe contention of the United Statesthat existing mandatory
legislationintheUnited Statesincluded |egislation at thestatelevel. ThePanel first considered whether,
in view of the fact that the United States had accepted the PPA as afederal Executive Agreement, the
state distribution requirements concerned could be considered "mandatory legislation” in the sense
of the PPA. The Panel noted in this respect that both parties agreed that under United States
constitutional law GATT law is part of United States federa law and, being based on the Commerce
Clause of the Constitution, overrides, as a general matter, inconsistent state law. This was also the
view of two eminent writers on the law of the GATT, Professors John Jackson and Robert Hudec,
to whom Canada and the United Statesreferredintheir submissions. Inhis 1969 treatise, World Trade
and the Law of GATT, Professor Jackson comments:

"In those nations where it has been settled that valid federal executive regulation is superior
tolocal law, such astheUnited States, GATT obligatesacontracting party' sexecutiveto prevent
local laws or actions that would violate GATT. Thus it can be concluded that loca legislation
"exigting" at the time GATT was completed was not within the exception of the Protocol of
Provisional Application".®

And Professor Hudec notes in his 1986 essay on "The Legal Status of GATT in the Domestic Law
of the United States':

"Two central conclusions are generally accepted:
(1) The Generd Agreement is avaid Executive Agreement -- not only valid as an internationa
obligation of the United States, but also valid as a proper exercise of Presidential authority
under the domestic law of the United States.

13BISD 11/35.

14BISD 11/49, 62.

®See, for example, Report of the Panel on "Belgian Family Allowances', adopted on
7 November 1952, BISD 1559, 61; Report of the Panel on "United States Manufacturing Clause”,
adopted on 15/16 May 1984, BISD 31574, 88; and Report of the Panel on "Norway - Restrictions
on Imports of Apples and Pears’, adopted on 22 June 1989, BISD 365306, 322.

¥Jackson, World Trade and the Law of GATT (1969), page 116.
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(2) The GATT prevails over state law, but is inferior to federal law".’
Professor Hudec aso notes the teachings of the United States Supreme Court as follows:

"An international agreement, validly proclaimed as federal law, is superior to conflicting state
law, even if it isnot superior to other federal law. The federa government possesses adequate
legal power to preempt state law in this manner. It does not matter whether the international
agreement isauthorized or approved by Congress, because even an Executive Agreement resting
solely on the President's foreign affairs power prevails over conflicting state law" .8

5.46 ThePanel consideredthat assumingthat United Statesfederal law, includingtheGATT aspart of
federa law, in general overridesinconsistent state legisation, it was still necessary in the present case
to examine whether United States federal law, including the GATT, overrides inconsistent state liquor
laws based on the Twenty-first Amendment of the United States Constitution which grants substantial
regulatory powers to the states in respect of alcoholic beverages. Based on the submissions of the
parties, the Panel found that there is evidence supporting the conclusion that thisis the case; that is,
the Twenty-first Amendment grants broad police powers to the states to regulate the distribution and
sale of alcoholic beverages but does not grant the states powersto protect in-state producers of alcoholic
beverages against imports of competing like products.

5.47 ThePand noted that this conclusion is supported by various decisions of the United States Supreme
Court, to which Canada and the United Statesreferred in their submissions. In Hostetter v. Idlewild,
the Supreme Court in 1964 stated:

"To draw aconclusion ... that the Twenty-first Amendment has somehow operated to 'reped’
the Commerce Clause wherever regulation of intoxicating liquors is concerned would ... be
an absurd oversimplification".*

It further observed:
"Both the Twenty-first Amendment and the Commerce Clause are parts of the same Constitution
[and] each must be considered in light of the other and in the context of the issues and interests

at stake in any concrete case".?

Later, in Bachus Imports, Ltd. v. Dias, Director of Taxation of Hawaii, the Supreme Court ruled:

"The centra purpose of the [Twenty-first Amendment] was not to empower States to favour
local liquor industries by erecting barriers to competition. It is also beyond doubt that the
CommerceClauseitsdlf furthersstrong federal interestsin preventing economic Balkanization™ . %

Citing several earlier Supreme Court cases, it went on to conclude:

YHudec, "The Lega Status of GATT in the Domestic Law of the United States" in Hilf, Jacobs,
Petersmann (eds), The European Community and GATT (1986), page 199.

¥Hudec, "The Lega Status of GATT in the Domestic Law of the United States" in Hilf, Jacobs,
Petersmann (eds), The European Community and GATT (1986), page 219. Professor Hudec cites
to the Supreme Court cases of United States v. Belmont, 301 U.S. 324 (1937) and United States v.
Pink, 315 U.S. 203 (1942).

PHostetter v. Idlewild, 377 U.S. 324, 331 (1964).

©ldem at 332.

#Bachus Imports, Ltd. v. Dias, Director of Taxation of Hawaii, 486 U.S. 263, 276 (1984).
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" State laws that constitute mere economic protectionism are therefore not entitled to the same
deference aslawsenacted to combat the perceived evilsof an unrestricted trafficinliquor. Here,
the State does not seek to justify itstax on the ground that it was designed to promote temperance
or to carry out any other purpose of the Twenty-first Amendment, but instead acknowledges
that the purpose was 'to promote a local industry.' ... Consequently, because the tax violates
a centra tenet of the Commerce Clause but is not supported by any clear concern of the
Twenty-first Amendment, we reject the State's ... claim based on the Amendment"”.#

The Supreme Court then ruled in Brown-Forman DistillersCorp. v. New Y ork State Liquor Authority
that the Twenty-first Amendment does not immunize state laws from Commerce Clause attack where
their practical effect isto regulate liquor salesin other states.”® And it made asimilar ruling in Healy
v. Beer Indtitute, Inc.?

5.48 Judging from the evidence submitted to this Panel, and in particular that of the various cases
before the United States Supreme Court, the Pandl considered that the United States has not demonstrated
that its state laws inconsistent with Article I11 impose requirements which the United States could not
change, or indeed has not adready overruled, by executive action, including, in this case, acceptance
by the United States of the obligations under the General Agreement as part of United States federal
law. The Panel thus found that the record does not support the conclusion that the inconsistent state
liquor legislation at issue in this proceeding is "mandatory existing legislation™ in terms of the PPA.

State Requirements to Use Common Carriers

5.49 The Pand next considered Canada's clam that the states of Arizona, California, Maine,
Mississippi and South Car olina required that al coholic beveragesimported into the state betransported
by common carriersauthorized to operate as such within the statewhereasin-state producersof a coholic
beverages could deliver their product to customers in their own vehicles. Canada considered this
difference in treatment of imported and domestic products to be inconsistent with Articles I11:1 and
[11:4. The Pandl recalled that the United States did not argue that the common carrier requirement
in various states was consistent with Article I11, but claimed that it was justified under Article XX(d).

5.50 The Panel noted that Article I11:4 requires that imported products be granted treatment no less
favourable than that afforded to like domestic products with respect to laws and regulations affecting
their transportation. In the view of the Panel, the requirement for imported beer and wine to be
transported by common carrier, whereas domestic in-state beer and wineisnot so required, may result
in additiona charges to transport these imported products and therefore prevent imported products
from competing on an equal footing with domestic like products. Accordingly, the Panel found the
requirement that imported beer and wine be transported by common carrier into the states of Arizona,
California, Maine, Mississippi and South Carolina, which regquirement does not exist in such states
for in-state beer and wine, is inconsistent with Article I11:4.

5.51 The Panel then considered whether or not this common carrier measure could be justified, as
claimed by the United States, under Article XX(d). In thisregard, the Panel recalled the arguments
of the United States that this measure was necessary because it ensured independent record-keeping
for shipments of out-of-state alcohol. The United States maintained that such an independent source
of records was necessary because the state authorities did not have access to the out-of -state producers
shipping records with which to verify information provided by in-state wholesalers, that such

2| dem.
#Brown-Forman Distillers Corp. v. New York State Liquor Authority, 476 U.S. 573, 585 (1986).
*Healy v. Beer Ingtitute, Inc., 109 S.Ct. 2491, 2500-03 (1989).
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independent verification was necessary in order to curb tax avoidance; and that because in-state producers
were within the jurisdiction of the state tax authorities, there was no reason to require that their beer
and wine be shipped by common carrier.

5.52 The Panel was of the view that its considerations with respect to Article XX(d) in relation to
thewhol esaler requirement apply equally here. 1t wasincumbent upontheUnited Statesto demonstrate
that particular laws for which compliance is being sought are consistent with the General Agreement
and that the inconsistency with Article I11:4 of the discriminatory common carrier requirement for
imported beer and wine is necessary to secure compliance with those laws. In the view of the Pandl,
theUnited States hasnot demonstrated that thecommon carrier requirement istheleast traderestrictive
enforcement measure available to the various states and that |ess restrictive messures, e.g. record-keeping
requirementsof retailersandimporters, arenot sufficient for tax administration purposes. Inthisregard,
the Panel noted that not al fifty states of the United States maintain common carrier requirements.
It thus appeared to the Panel that some states have found alternative, and possibly lesstraderestrictive,
and GATT-consistent, ways of enforcing their tax laws. The Panel accordingly found that the
United States has not met its burden of proof in respect of its claimed Article XX(d) justification for
the common carrier requirement of the various states.

State Licensing Fees

5.53 The Panel next examined the claim by Canada that licensing fees for the sale of beer and wine
in the state of Alaska and for beer in the state of Vermont, which were higher for imported product
than for product producedin-state, wereinconsistent with United Statesobligationsunder Articles I11:1,
I1I:2 and I11:4. The Panel recalled Canada s argument that the charging of a license fee for foreign
beer and winewhich exceeded the fee applied to the domestic like product constituted either an internal
chargeinconsistent with Article 111:2 or arequirement providing less favourabl e treatment to imported
productsthanto likedomesticproductswith respect totheir offering for salewithinthestate, inconsistent
with Article 111:4. According to Canada, such measures a so had the effect of modifying the conditions
of competition between the imported and domestic product and afforded protection to domestic
production, inconsistent with Article 111:1. The Panel further recalled the United States argument,
with respect to Alaska only, that Alaskan law imposed the same fee on al wholesalers, and did not
distinguish between wholesders handling in-state and out-of-state or foreign products. The United States
also argued that the two Alaskan brewers sold their beer through wholesalers and that, therefore, the
wholesaler fees did not discriminate against imported beer.

5.54 Withregard to Alaska, the Panel noted that the same wholesaler licensing fees are charged whether
the product originatesin-state or isimported. But in-state producers of beer and wine are not required
to sell through whol esalers and may therefore avoid paying the state whol esal er licensing fees, whereas
foreign producers may only sl through wholesalers and must therefore pay the state wholesaler licensing
fees. It appeared to the Panel, therefore, that with respect to Alaska, theinconsistency with Article 111
arises not from the levying of the wholesaler license fees as such, but from imposing an obligation
onforeignproducersof beer andwineto sell only throughwholesalers. Thisdiscriminatory requirement
adversely affects the competitive conditions by enabling in-state producers, but not foreign producers,
to avoid the higher licensing fees on sales of beer and winethrough wholesalers. The Panel considered
that this amounts to "treatment ... less favourable than that accorded to like products’ of in-state
producers, inconsistent with Article I11:4, even if Alaskan brewers currently choose to sell their beer
through wholesalers.

5.55 With respect to the state of Vermont, the Panel noted that the United States did not contest

Canada s claim that Vermont applied ahigher licensing feefor imported beer than for the like domestic
product. On itsface, this measure accords less favourable treatment to imported beer than to the like
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domestic product. The Panel, therefore, concluded that Vermont's application of a higher licensing
feeto imported beer than to the like domestic product isinconsistent with Article 111:2, first sentence.

Loca Option Laws

5.56 The Panel then proceeded to examine the claim by Canada that the local option law affecting
the sale of wine in the state of Mississippi discriminated against imported wine, inconsistent with
United States obligations under Article 111:4. The Panel noted that the local option law in Mississippi
permits wines produced in the state to continue to be sold in those political subdivisions of the state
that chooseto reinstate prohibition laws, while prohibiting out-of-state and imported wines from being
sold in those same subdivisions. The Panel considered that the Mississippi local option law, on its
face, accords less favourable treatment to imported wine than to wine of domestic origin, because
domestic wine produced in-state may continue to be sold even where alocd politica subdivision prohibits
the sale of imported wine. The Mississippi law would therefore appear to be inconsistent with
Article I11:4.

5.57 The Panel then proceeded to consider the United States argument that the Mississippi law was
not being applied. In thisregard, the Panel recalled its previous discussion of thisissue, noting that
legislation mandatorily requiring the executive authority to take action inconsistent with the General
Agreement would be inconsistent with Article Ill, whether or not the legislation was currently
implemented, whereas legidation merely giving the executive authority the possibility to act incons stently
with Article 111 would not, by itself, constitute a violation of that Article. The Pandl noted that the
option law in Mississippi provides discretion only for the reinstatement of prohibition, but not for the
discriminatory treatment of imported wines. The Pand concluded, therefore, that because the Mississippi
legidlation in issue, which permits native winesto be sold in areas of the state which otherwise prohibit
the sale of acoholic beverages, including imported wine, mandates governmenta action inconsistent
with Article 111:4, it is inconsistent with that provision whether or not the political subdivisions are
currently making use of their power to reinstate prohibition.

Price Affirmation

5.58 ThePane next examined theclaim by Canadathat the states of M assachusettsand Rhodel sland
imposed price affirmation requirements (maximum price levels) for the sale of imported beer and wine
to wholesalers on the basis of the prices of those products in neighbouring states, but exempted the
like domestic products from these requirements, inconsistent with Articles I11:1 and I11:4. The Panel
recalled that the United States maintained that Massachusetts did not and would not enforce these
measures and that Rhode Island only nominally enforced these measures.

5.59 The Panel noted that the price affirmation measures apply with respect to sales of alcoholic
beverages to wholesdlers, and that in-state producers are not required to sell through wholesders whereas
out-of-state and foreign producers are required to do so. The Panel recalled its previous finding that
the requirement in both M assachusetts and Rhode I sland that imported beer and wine be sold through
wholesalers, where no such requirement exists with respect to in-state like products, is inconsistent
with Article I11:4. ThePanel considered that thepriceaffirmation measuresof Massachusettsand Rhode
Island prevent the imported a coholic beverages from being priced in accordance with commercia
considerations in that imported products may not be offered below the price of these products in
neighbouring states. In the view of the Panel, these measures thus accord less favourable treatment
to imported products than to the like domestic products with respect to their internal sale and offering
for sae, inconsistent with Article Il1:4.
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5.60 Inrespect of theUnited Statescontention that theM assachusetts measurewasnot being enforced
and that the Rhode I sland measure was only nominaly enforced, the Panel recalled its discussion of
mandatory versusdiscretionary lawsin the previous section. The Panel noted that the price affirmation
measures in both Massachusetts and Rhode Island are mandatory legislation. Even if Massachusetts
may not currently beusingits police powersto enforcethismandatory legislation, themeasure continues
to be mandatory legidation which may influence the decisions of economic operators. Hence, a
non-enforcement of a mandatory law in respect of imported products does not ensure that imported
beer and wine are not treated less favourably than like domestic products to which the law does not
apply. Similarly, the contention that Rhode Island only "nominally" enforcesits mandatory legislation
afortiori does not immunize this measure from Article 111:4. The mandatory laws in these two states
by their terms treat imported beer and wine less favourably than the like domestic products. Accordingly,
the Panel found that the mandatory price affirmation laws in Massachusetts and Rhode Iland are
inconsistent with Article 111:4, irrespective of the extent to which they are being enforced.

State Listing and Ddlisting Policies

5.61 ThePanel then examined the claim by Canada that the listing and delisting practices maintained
in the states of Alabama, Idaho, Mississippi, New Hampshire, North Carolina, Oregon,
Pennsylvania, Vermont and Virginia, which provided more favourable treatment to domestic wines
thanthelikeimported products, wereinconsistent with Articles 111:4, 111:1and X1:1. ThePanel recalled
Canada s argument that whereas the listing policies varied substantially among the states, the listing
policiesin each of these states provided preferentia treatment of in-statewine. The Panel alsorecalled
theUnited Statesargumentsthat inthestatesof Mississippi, Oregon and North Carolina, thewholesa e
and retail sales of winewere performed by the private sector and were not subjected to listing/delisting
requirements; that the listing/delisting policies of Alabama and New Hampshire did not afford
preferential treatment of in-statewines; andthat Ver mont and Vir giniahad extensive systemsof private
retail outlets where listing/delisting requirements were not applicable, but only a limited number of
state outlets. The Panel further recalled that each of these states are "control" states, meaning that
they maintain Alcoholic Control Boards or Commissions which import, distribute and sell alcoholic
beverages at the retail level. In many of these control states, imported wine must be listed with the
statemarketing agenciesin order to gain access either tothe state market or tothe state stores. However,
the Panel noted that the United States and Canada did not agree on the factual description of the
listing/delisting practices of certain of the states.

5.62 ThePand first addressed theissue of whether thelisting and delisting claims should be analyzed
under Article I11:4 or Article XI:1. Inthisregard, it recalled that this same issue had been addressed
by two previous panelsin respect of the listing practices and restrictions on points of sale maintained
by Canadian provincia liquor boards. The first of these panels considered that where a monopoly
existed with respect to importation and distribution, the distinction between Article 111 and Article XI
had little practical significance. It then ruled that the practices of the provincial liquor boards with
respect to listing and delisting which discriminated against imported products were measures made
effective through state-trading enterprises, contrary to Article X1:1.% But the panel went on to state
that:

"... thePanel saw great forceintheargument that Article I11:4 wasalso applicableto state-trading
enterprises at least when the monopoly of the importation and monopoly of the distribution in
the domestic markets were combined, as was the case of the provincid liquor boardsin Canada’.

%Report of the Panel on " Canada - Import, Distribution and Sale of Alcoholic Drinks by Canadian
Provincia Marketing Agencies', adopted on 22 March 1988, BISD 35537, 89-90.
%|dem at 90.
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Thelatter panel considered that the practicein Ontario liquor boards of limiting thelisting of imported
beer to the six-pack size while according listings in different package sizes to domestic beer was a
practice faling under Article I11:4 in that it was arequirement that did not affect the importation of
beer as such but rather its offering for sale. That panel then ruled that the measure was inconsistent
with Article I11:4.?” The same panel "saw great force in the argument that the restrictions on access
to points of salewere covered by Article I11:4", but went on to find that these point of salerestrictions
were contrary to the provisions of the General Agreement, without deciding whether they fell under
Article X1:1 or Article 111:4.%

5.63 Having regard to the past panel decisions and the record in the instant case, the present Panel
was of the view that the listing and delisting practices here at issue do not affect importation as such
into the United States and should be examined under Article 111:4. The Panel further noted that the
issue is not whether the practices in the various states affect the right of importation as such, in that
they clearly apply to both domestic (out-of-state) and imported wines; rather, the issue is whether
the listing and ddlisting practices accord less favourable treatment -- in terms of competitive opportunities
-- to imported wine than that accorded to the like domestic product. Consequently, the Panel decided
to analyze the state listing and delisting practices as interna measures under Article I11:4.

5.64 The Panel examined the specific measuresin each of the states. The Panel noted that in the states
of Mississippi and Pennsylvania, imported wine can be sold at the wholesale and a the retail level,
respectively, only by theliquor control boards, whereasdomestically-produced winecanbesold directly
toretailers. ThePanel further noted that in the state of 1 daho, theliquor control board hasthe monopoly
on the importation of wine, athough not on its sale at retail. The Panel considered that the result of
these measures is that imported wine is necessarily subject to the listing/delisting procedures of the
liquor control board whereas domestic like product can be sold without regard to such requirements.
Thelisting criteria are designed to place certain restrictions on the products which can be sold within
the state, including perceived need, quantitative restrictions and expected profitability. The Panel
considered that the listing/delisting requirements of these states deny Canadian wine competitive
opportunities accorded to United States like products, inconsistent with Article I11:4.

5.65 With respect to Vermont and Virginia, the Panel noted that certain imported wines cannot be
sold in state-operated liquor stores whereas the like domestic wine can. The Pand recalled the
United States argument that the number of state-operated sales outlets was relatively small compared
to the number of private outlets. The Panel considered that although Canadian wine has access to most
of the available sales outlets in these states, it is still denied competitive opportunities accorded to
domestic like products with respect to sales in state-operated outlets. Therefore, the Panel considered
that the Vermont and Virginia measures are inconsistent with Article 111:4.

5.66 The Panel further noted that the New Hampshire statute requires that wines manufactured or
bottledin New Hampshirereceivepreferential treatment withrespect tolisting and delisting procedures.
The Panel recalled the claim by the United States that this statutory preference for local wines was
not enforced. The Panel considered that its previous findings with respect to the non-enforcement
of mandatory provisions apply equally with respect to New Hampshire' slisting/delisting regulations.

#'Report of the Panel on " Canada - Import, Distribution and Sale of Certain Alcoholic Drinks by
Provincial Marketing Agencies’, [not yet considered by the Council,] DS17/R, pages 54-55.

“Report of the Panel on " Canada - Import, Distribution and Sale of Certain Alcoholic Drinks by
Provincial Marketing Agencies’, [not yet considered by the Council,] DS17/R, page 56.
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5.67 Withrespect to thelisting/delisting policies of Alabama and Oregon, the Panel considered that
the evidence submitted by Canada does not support theview that imported product istreated in amanner
less favourable than like domestic product.

5.68 The Panel recalled the United States contention that the listing/delisting requirements of North
Carolina did not apply to wine. The Panel carefully examined the evidence submitted to it. While
recognizing the lack of clarity of the North Carolina provisions, and in particular the confusing use
of terms, the Panel considered that the evidence does not support the conclusion that wine imported
into North Carolina is subject to listing/ddlisting requirements.

5.69 Onthebasisof itsexamination, the Panel found that thelisting and delisting practices maintained
in the states of 1daho, Mississippi, New Hampshire, Pennsylvania, Vermont and Virginia are
inconsistentwith Article 111:4 becausethey accord toimported wines, intheir offeringfor sale, treatment
less favourable than that accorded to like domestic products.

Bear Alcohol Content Requirements

5.70 The Pand then examined the claim by Canada that restrictions on points of sale, distribution
and | abelling based on the alcohol content of beer above 3.2 per cent by weight maintained by the states
of Colorado, Florida, Kansas, Minnesota, Missouri, Oklahoma and Utah, and above 5 per cent
by volume in Alabama and above 4 per cent by weight in Oregon, discriminated against imported
beer and contravened Articles 111:1 and 111:4. The Panel recalled in this regard Canada s argument
that all beer, whether containing an acohol content of above or below the particular level set by these
states (hereinafter referred to as "high acohol beer” and "low alcohol beer”, respectively) were like
products within the meaning of Article I11:4. Canada argued that the 3.2 per cent (or 5 per cent by
volume or 4 per cent by weight) level were entirely arbitrary. According to Canada, restrictions as
to the location at which high alcohol beer could be sold in the states of Alabama, Colorado, K ansas,
Missouri, Oklahoma, Oregon and Utah, and differentia labelling requirements imposed on such
beer inthe states of Florida, Kansas, Minnesota and Oklahoma, discriminated against imported beer.
The Panel further recalled the arguments of the United States that the beer acohol content measures
in the above-named states did not differentiate between imported and domestic beer or otherwise
discriminate against imported beer; that low acohol beer need not be considered a like product to
high alcohol beer; that in any case such measures could be justified under Articles XX(a) and (b) as
necessary to the protection of human life and health and public moras; and that certain of the state
statutes in question were covered by the PPA.

5.71 The Panel began its examination of these beer acohol content distinctions in the named states
by considering whether, in the context of Article 111:4, low acohol beer and high alcohol beer should
be considered "like products’. The Panel recalled in thisregard its earlier statement on like product
determinations and considered that, in the context of Article 11, it isessential that such determinations
be made not only in the light of such criteria as the products physical characteristics, but also in the
light of the purpose of Article I11, which isto ensurethat internal taxes and regulations " not be applied
to imported or domestic products so as to afford protection to domestic production”. The purpose
of Article Il isnot to harmonize theinternal taxes and regulations of contracting parties, which differ
from country to country. Inlight of these considerations, the Panel was of the view that the particul ar
level at which the distinction between high alcohol and low alcohol beer is made in the various states
does not affect its reasonings and findings.

5.72 ThePanel recognized that thetreatment of imported and domestic productsaslike productsunder
Article 1l may have significant implicationsfor the scope of obligations under the General Agreement
and for the regulatory autonomy of contracting parties with respect to their interna tax laws and
regulations: once products are designated as like products, aregulatory product differentiation, e.g.
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for standardization or environmental purposes, becomes inconsistent with Article 111 even if the regulation
isnot "applied ... soasafford protection to domestic production”. Intheview of the Panel, therefore,
it isimperative that the like product determination in the context of Article I11 be made in such away
that it not unnecessarily infringeupon theregulatory authority and domestic policy optionsof contracting
parties. ThePanel recalled itsearlier statement that alike product determination under Article 111 does
not prejudge like product determinations made under other Articles of the General Agreement or in
other legidative contexts.

5.73 The Pand recognized that on the basis of their physica characteristics, low alcohol beer and
high alcohol beer are similar. It then proceeded to examine whether, in the context of Article lll,
thisdifferentiation in treatment of low a cohol beer and high alcohol beer issuch " asto afford protection
todomestic production”. ThePanel first noted that both Canadian and United Statesbeer manufacturers
produce both high and low & cohol content beer. It then noted that the laws and regulationsin question
in the various states do not differentiate between imported and domestic beer as such, so that where
a state law limits the points of sale of high alcohol content beer or maintains different labelling
requirements for such beer, that law appliesto al high alcohol content beer, regardliess of its origin.
The burdens resulting from these regulations thus do not fall more heavily on Canadian than on
United States producers. The Panel also noted that although the market for the two types of beer
overlaps, there is at the same time evidence of a certain degree of market differentiation and
specialization: consumers who purchase low alcohol content beer may be unlikely to purchase beer
with ahigher alcohol content and vice-versa, and manufacturerstarget these different market segments
in their advertising and marketing.

5.74 The Panel then turned to a consideration of the policy goas and legis ative background of the
lawsregul ating thea cohol content of beer. Inthisregard, the Panel recalledthe United Statesargument
that states encouraged the consumption of low alcohol beer over beer with a higher acohol content
specificaly for the purposes of protecting human life and health and upholding public morals. The
Panel also recalled the Canadian position that the legisl ative background of laws regulating the a cohol
content of beer showed that the federal and state legislatures were more concerned with raising tax
revenue than with protecting human health and public moras. On the basis of the evidence submitted,
the Panel noted that therelevant laws wer e passed against the background of the Temperance movement
in the United States. It noted further that prior to the repeal of the Eighteenth Amendment of the
United States Constitution authorizing Prohibition, anendments to the federa Volstead Act -- the Act
which implemented the Eighteenth Amendment -- authorized the sale of low alcohol beer, and that
the primary focus of the drafters of these amendments may have been the establishment of a brewing
industry which could serve as a new source of tax revenue. However, irrespective of whether the
policy background to the laws distinguishing a cohol content of beer was the protection of human health
and public moras or the promation of a new source of government revenue, both the statements of
the parties and the legidlative history suggest that the alcohol content of beer has not been singled out
as a means of favouring domestic producers over foreign producers. The Panel recognized that the
level at which the state measures distinguished between low and high alcohol content could arguably
have been other than 3.2 per cent by weight. Indeed, as the Panel previously noted, Alabama and
Oregon make the distinction at slightly different levels. However, there was no evidence submitted
to the Panel that the choice of the particular level has the purpose or effect of affording protection
to domestic production.

5.75 Thus, for the purposes of its examination under Article Ill, and in the context of the state
legidation at issuein Alabama, Colorado, Florida, Kansas, Minnesota, Missouri, Oklahoma, Oregon
and Utah, the Panel considered that low acohol content beer and high acohol content beer need not
be considered as like products in terms of Articlelll:4. The Panel again emphasized that this
determination is limited to this particular case and is not to be extended to other Articles or other
legidlative contexts.
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5.76 The Panel then proceeded to examine whether the laws and regulations in the above-mentioned
states affecting the alcohol content of beer are applied to imported or domestic beer so as to afford
protection to domestic productionintermsof Article I11:1. Inthiscontext, the Panel recalled itsfinding
in paragraph 5.74 regarding the alcohol content of beer and concluded that the evidence submitted
to it does not indicate that the distinctions made in the various states with respect to the a cohol content
of beer are applied so asto favour domestic producers over foreign producers. Accordingly, the Panel
found that the restrictions on points of sale, distribution and labelling based on the acohol content
of beer maintained by the states of Alabama, Colorado, Florida, Kansas, Minnesota, Missouri,
Oklahoma, Oregon and Utah are not inconsistent with Article I11:1.

5.77 Having found that the two varieties of beer need not be considered as like products in terms
of Article I11:4 and the specific legidlative contexts in the above-mentioned states, and that these laws
and regul ations affecting the acohol content of beer are not applied to imported or domestic products
so as to afford protection to domestic production in terms of Article I11:1, the Panel considered that
it need not examine the additional arguments of the parties in respect of the above-mentioned state
requirements based on the alcohol content of beer.

Article XX1V:12

5.78 The Pand recdled that the United States invoked Article XXIV:12 in respect of any state measures
that the Panel wereto find to beinconsistent with the General Agreement. Article XXIV:12 provides:

"Each contracting party shall take such reasonable measures as may be available to it to ensure
observance of the provisions of this Agreement by the regional and local governments and
authorities within its territory"”.

The Panel noted that the United States had not provided the Panel with any evidence in support of
itsinvocation of this provision. In particular, it had presented no evidence in support of its claim that
reasonable measures were not available to it to ensure the observance by the state authorities of the
relevant provisions of the General Agreement.

5.79 The Panel noted from the drafting history of Article XX1V:12% that this provision was designed
to apply only to those measures by regional or loca governments or authorities which the central
government cannot control becausethey fall outsideitsjurisdiction under the constitutional distribution
of powers. The Pand agreed with this interpretation in view of the genera principle of internationa
treaty law that a party to atreaty may not invoke the provisions of itsinterna law as justification for
its failure to perform atreaty obligation.*® Asindicated in an earlier panel report®, not yet adopted
by the CONTRACTING PARTIES, thequalificationin Article XX1V:12 of theobligation toimplement
the provisions of the General Agreement grants a special right to federal states without giving an
offsetting privilegeto unitary states, and hasto be construed narrowly so asto avoid undue imbalances
in rights and obligations between contracting parties with unitary and federa constitutions. The
above-mentioned interpretation -- according to which Article XXIV:12 applies only to measures by
regiona or local authorities which the centra government cannot control under the constitutiona
distribution of powers -- meets the constitutiona difficulties which central governments may havein
ensuring the observance of the provisions of the General Agreement by regional and local authorities,
but minimizestherisk that such difficultieslead to imba ancesin therightsand obligationsof contracting
parties.

2See, for example, EPCT/13, page 1; EPCT/C.11/27, page 1, EPCT/C.I1/54, page 4;
EPCT/C.11/64, page 3.

0See, for example, Article 27 of the 1969 Vienna Convention on the Law of Treaties.

*Report of the Panel on " Canada - Measures Affecting the Sale of Gold Coins’, L/5863, issued
17 September 1983.
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5.80 The Pand recalled itsfinding with respect to the PPA that, according to the evidence submitted
to this Panel, GATT law is part of federa law in the United States and as such is superior to
GATT-inconsistent state law.*> Based on the evidence submitted, the Pandl concluded that the
United States has not demonstrated to the Panel that the genera obligation of contracting parties to
withdraw measures inconsistent with the Genera Agreement cannot be observed in this case by the
United Statesasaresult of itsfedera constitutional structure and that the conditionsfor the application
of Article XXIV:12 are met.

6. CONCLUSIONS

6.1 On the basis of the findings set out above, the Panel concluded that:

(&) the provision of a lower rate of federal excise tax on domestic beer from qualifying
United States producers, which lower rateis not available in the case of imported beer, isinconsistent
with Article 111:2, first sentence, and is not covered by Article I11:8(b);

(b) the provision of afederal excise tax credit on domestic wine and cider, which credit is not
availabletoimported wineand cider, isinconsistent with Article I11:2, first sentence, andisnot covered
by Article 111:8(b);

(o) the provision by the states of New York, Oregon, Rhode Island and the Commonwesalth
of Puerto Rico of excise tax exemptions and reductions to domestic beer and wine, which exemptions
and reductions are not available to imported beer and wine, is inconsistent with Article I11:2, first
sentence, and is not covered by Article 111:8(b);

(d) theprovision by the states of Kentucky, Minnesota, Ohio and Wisconsin of excisetax credits
to domestic breweries based on annual beer production, which credits are not available to imported
beer, isinconsistent with Article I11:2, first sentence, and is not covered by Article 111:8(b);

(e) theprovision by the states of Alabama, Georgia, Nebraskaand New Mexico of lower excise
tax rates on wine based upon its in-state or domestic origin, which lower rates are not available to
imported wine, isinconsistent with Article 111:2, first sentence, and is not covered by Article I11:8(b);

(f) the application by the state of lowa of an excise tax at the wholesale level, which applies
to all imported wine but not necessarily to all domestic wine which -- unlike imported wine, -- may
be sold directly at retail, is inconsistent with Article I11:2, first sentence, and is not covered by
Article I11:8(b);

(g) the provision by the states of Michigan, Ohio and Rhode Island of preferential excise tax
treatment to wine produced from local ingredientsis inconsistent with Article I11:2, first sentence, and
is not covered by Article 111:8(b);

(h) the provision by the state of Mississippi of alower excise tax rate to wine produced from
a specia variety of grape with alimited growing area, which rate is not available to imported wine
produced from other varieties of grape, is inconsistent with Article 111:2, first sentence;

*The Panel noted that this view is also shared by the legal authorities to which the parties referred
in their submissions. E.g. Hudec, "The Legd Status of GATT in the Domestic Law of the United States'
in Hilf, Jacobs, Petersmann (eds), the European Community and GATT (1986), page 221:
"Article XXI1V:12 obligates the United States to compe state adherence to [the General Agreement] ...".
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(i) the provision by the state of Pennsylvania of an excise tax credit on beer for the purchase
of manufacturing equipment, which credit is not available to imported beer, is inconsistent with
Article I11:2, first sentence, and is not covered by Article 111:8(b);

() the exemption by the states of Alaska (beer and wine), Cdifornia (beer and wine), Connecticut
(beer and wine), Florida (beer and wine), Hawaii (beer and wine), 1daho (beer), Illinois (beer, whether
or not the exemption is currently being given effect), Indiana (beer and wine), lowa (beer and wine),
Kansas (beer and wine), L ouisiana(beer and wine), Maine (beer and wine), Maryland (beer and wine),
Massachusetts (beer and wine), Minnesota (beer and wine), Montana (beer), New Hampshire (beer
and wine), Ohio (beer and wine), Oregon (beer and wine), Pennsylvania (beer and wine), Rhode Island
(beer and wine), Tennessee (beer), Texas (beer and wine), Utah (beer containing not morethan 3.2 per
cent acohol by weight), Virginia (beer), Washington (beer and wine), West Virginia (wine) and
Wisconsin (beer and wine) of local producers from state requirements to use wholesaers, which
requirements apply in the case of imported beer and wine, is inconsistent with Article 111:4 and has
not been demonstrated to be justified under Article XX(d);

(k) the record does not support findings that the distribution requirements in Kentucky and
Missouri are inconsistent with Article 111:4;

() therequirementsinthestatesof Arizona, California, Maine, Mississippi and South Carolina
that imported beer and wine be transported into these states by common carrier, which requirements
do not exist for the in-state like products, are inconsistent with Article I11:4 and have not been
demonstrated to be justified under Article XX(d).

(m)  the application of a higher licensing fee for imported beer and/or wine in the states of
Alaska (beer and wine) and Vermont (beer only) than for the like domestic products is, in the case
of Alaska, in view of the wholesaler requirement applicable to imported beer and wine, inconsistent
with Article l11:4, and, in the case of Vermont, inconsistent with Article I11:2, first sentence;

(n) the exemption by the state of Mississippi of domestic in-state wine, but not the likeimported
product, from decisions to prohibit the sale of acohol within political subdivisions of the state is
inconsistent with Article 111:4, whether or not the law is presently being implemented;

(o) the application by the states of Massachusetts and Rhode Island of price affirmation
requirements for imported beer and wine, which requirements are not applicable to the like domestic
products, is inconsistent with Article 111:4, whether or not these requirements are presently being
enforced;

(p) the listing and delisting practices maintained by the liquor control boards in the states of
Idaho, Mississippi, New Hampshire, Pennsylvania, Vermont and Virginia, which accord to imported
wine less favourable treatment than that accorded to the like domestic product, are inconsistent with
Article Il1:4;

(q) the record does not support afinding that the listing and delisting practices in the states of
Alabama, North Carolina and Oregon are inconsistent with Article I11:4;

(r) thebeer acohaol content requirementsmaintainedinthestatesof Alabama, Colorado, Florida,

Kansas, Minnesota, Missouri, Oklahoma, Oregonand Utah arenot inconsistent witheither Article I11:4
or Article 111:1;
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(s) therecord does not support afinding that the state wholesaler distribution requirementsin
Connecticut, Florida, Maryland, Massachusetts, Missouri, Oregon, Texas and Utah are "mandatory
existing legidlation" in terms of the Protocol of Provisional Application;

(t) the United States has not demonstrated to the Panel that the conditions for the application
of Article XXIV:12 have been met; and

(u) in view of the Pand's conclusions in respect of federal and state tax measures, it is not
necessary to address Canada's subsidiary argument that these federa and state tax measures nullify
or impair tariff concessions on beer, wine and cider granted by the United States pursuant to Article I1.

6.2 The Panel recommends that the CONTRACTING PARTIES request the United States to bring

its inconsistent federal and state measures into conformity with its obligations under the Genera
Agreement.
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