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INTRODUCTION

y On 7 September and 7 October 1988, the United States and Canada held
consultations pursuant to Article XXII on quantitative restrictions imposed
by Canada on imports of various ice cream and yoghurt products. As these
consultations did not result in a satisfactory resolution of the matter,
the United States, in a communication dated 8 December 1988, requested the
CONTRACTING PARTIES to establish a panel to examine the matter under
Article XXIII:2 (L/6445).

2. The Council, at its meeting on 20 December 1988, agreed to establish a
panel on the matter with the terms of reference indicated below. It also
authorized the Chairman of the Council to designate the Chairman and
members of the panel in consultation with the parties concerned (C/M/227).

Terms of Reference

"To examine, in the light of the relevant GATT provisions, the matter
referred to the CONTRACTING PARTIES by the United States in document
L/6445 and to make such findings as will assist the CONTRACTING
PARTIES in making the recommendations or in giving the rulings
provided for in Article XXIII:2."

3. On 3 April 1989, the Council was informed that agreement had been
reached on the following composition of the Panel (C/164):

Composition
Chairman: Mr. Lars E.R. Anell

Members: Mr. Hugh W. Bartlett
Mrs. Carmen Luz Guarda

4, The Panel met with the parties to the dispute on 11 May and

17 July 1989, and with interested third parties on 11 May 1989. It
submitted its report to the parties to the dispute on 12 September 1989.

89-1344
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FACTUAL ASPECTS

5. On 28 January 1988 Canada amended the Import Control List by adding
the following products:

2104.00.00.10 8301 Ice Cream Novelties
2105.00.00.20 8302 Ice Cream
2105.00.00.90 8303 Other Ice Cream
2105.00.00.90 8304 Ice Milk Novelties
2105.00.00.90 8305 Ice Milk
2105.00.00.90 8306 Other Ice Milk
2105.00.00.90 8501 Products Manufactured Mainly of Ice Cream or
Ice Milk
2106.90.90.00 8401 Ice Cream Mix
2106.90.90.00 8402 Ice Milk Mix
0403.10.00.00 0000 Yoghurt

With the exception of the last product (yoghurt), the other items will
hereinafter be referred to as "ice cream".

6. A notice to importers, dated 25 March 1988, stated that import permits
were required for any imports of ice cream and yoghurt. The notice was
issued pursuant to the Canadian Export and Import Permits Act. It required
importers seeking permits for any of the restricted products for the
remainder of 1988 to document their import performance with respect to
these products in 1984, 1985, 1986 and 1987. No quota levels were
established for 1988. Permits were requested for 3,536 tons of ice cream
and for 2,279 tons of yoghurt. Permits were issued for 349 tons of ice
cream and for 1,212 tons of yoghurt.

7. On 17 January 1989, a Notice to Importers was issued which established
annual global quotas for calendar year 1989 as follows:

(a) ice cream, ice milk, ice cream mix, ice milk mix or any product
manufactured mainly of ice cream or ice milk - 345 tons

(b) yoghurt - 330 tons

The notice further stated that the main criterion for determining the
size of quota allocated to individual importers would be the documented
level of their imports during 1985, 1986 and 1987. Some quantities could,
however, be made available for new importers. Individual import permits
are required for each shipment and are issued through an on-line automated
system. Permits normally have a validity period of 30 days around the date
of arrival specified by importers (5 days prior to and 24 after), but are
charged to the importers’ quota allocations only if they are used.

Milk Supply Management in Canada

8. Canada restricts the importation of a number of dairy products in
conjunction with its domestic milk supply management programme. This
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supply management programme has two distinct elements, provincial measures
with respect to the production and marketing of fluid milk (raw milk from
the cow used for processing into fresh table milk and fresh cream) and
joint federal-provincial programmes with respect to industrial milk (raw
milk used for processing into other dairy products).

9. The market for fluid milk, which accounts for approximately 38 per
cent of total Canadian raw milk production, is administered by each
province. At the beginning of each year, an estimate is made of the total
quantity of fluid milk needed to ensure adequate fluid milk availability in
each province on a daily basis. Individual fluid milk quotas are allocated
to those farmers authorized to produce milk for fluid use.

10. The industrial milk market is administered nationally under a joint
agreement between the federal government and nine (of Canada’'s ten)
provinces. (Newfoundland produces milk only for its fluid market and has
no industrial milk processing plant.) At the beginning of each year, an
estimate is made of the anticipated domestic demand for industrial milk
products to which is added planned exports of dairy products minus
anticipated imports. This net demand for dairy products is converted to
milk equivalents. This is the national Market Share Quota (MSQ); it is
then shared among provinces who in turn distribute the provincial share
among all farmers producing milk.

11. In Canada all milk production is subject by law to supply management
programmes, and sales of milk outside the system are liable to prosecution.
Farmers can sell milk only through their provincial milk marketing boards
or agencies. Deliveries of raw milk are first channelled to meet fluid
milk requirements; milk delivered in excess of the fluid milk requirement
is considered industrial milk and is counted against the farmer’s
individual industrial milk quota. A farmer receives a higher return for
fluid milk than for industrial milk. The provincial milk marketing boards
oversee allocation of the milk to processors. The receipts from the
marketings are assigned to two separate pool accounts - a fluid pool
account and an industrial pool account. Each month a farmer receives a
statement from the board showing the part of his deliveries under his fluid
quota which have been used in the fluid market and the part of his
deliveries which have been charged to his industrial quota. If any of the
raw milk delivered by the farmer is also in excess of his industrial quota,
it is not eligible for direct federal payments and an over-quota levy is
imposed on this milk. The marketing board deducts the levies and transport
and administration charges, and pays the net amounts from both pools to the
farmer.

12. Canadian production of total raw milk, industrial milk, ice cream and
yoghurt, as well as import levels of ice cream and yoghurt, are given in
the following table. The United States is the principal foreign supplier
of ice cream and yoghurt to Canada.



TABLE

Canada: Milk, Ice Cream & Yoghurt Production and Imports
(metric tons)

t 28eg
8969/1

1982 1983 1984 1985 1986 1987 1988

1 2 3

Ice cream Imports 808 471 315 496 297 243 411
Ice cream Production4 165,947 175,319 169,499 175,891 185,237 179,341 183,075
6

Yoghurt Imports5 115 118 194 158 192 330 1,141
Yoghurt Production7 42,736 47,180 53,193 61,243 70,255 87,567 89,726
Industrial Milk Production8 5,119,502 4,775,264 5,013,281 4,789,424 4,762,176 4,783,873 5,006,795
Total Raw Milk Production8 7,448,541 7,688,667 7,479,167 7,522,065 7,589,522 7,826,916

lSoutce: Statistics Canada, Imports by Commodities and Countries CITC Detail, for 1982-1987. Includes ice cream, ice cream novelties, ice cream
eix liquid, ice cream wix dry.

2
Published by Statistics Canada as 457 tons. All customs entries were audited and it was found ice cream mix imports were overstatad
by 214 tons.

3Stnti-tict Canada Imports by Commodity and by Country of Origin (H.S. 2105.00.00.10 and H.S. 2105.00.00.20). Special Trade Relations Bureau import
permits lssuance for Jan. 29 - Dec. 31 1988 amounted to 349 tous.

4
Source: Agriculture Canada, Dairy Market Review 1986, 1987 using Statistics Canada Data. Statistics Canada confirms that ice cream mix
production is best measure of ice cream production in Canada. Conversion factor 1 litre ice cream mix = 1.10 Kg.

5Source" Statistics Canada, Imports by Commodities and Countries, CITC Detail, for 1982-1987

6
Statiscics Canmda Iwports by Commodity and by Country of Origin indicates 1141 tons (H.S: 0403.10). Special Trade Relations Bureau import permit
issuence for Jan. 29-Dec. 31, 1988 amounted to 1,212 tons.

7SQurcc: Agriculture Canada, Dairy Market Review 1986, 1987 using Statistics Canada data. Conversion factor 1 litre yoghurt - 1 Kg.

8
Source: Agriculture Canada, Dairy Market Review 1986, 1987 using Statistics Canada data. Conversion factor 1 litre milk =~ 1.02969 Kg.
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MAIN ARGUMENTS

General

13. The United States considered that the Canadian restrictions on imports
of ice cream and yoghurt were inconsistent with the obligations of Canada
under the General Agreement. The permit system and quotas violated in
particular the prohibition of import restrictions in Article XI:1, and
could not be justified as an exception under Article XI:2. 1In addition,
the implementation of the restrictions was inconsistent with Articles X
and XIII. This infringement of the provisions of the General Agreement
constituted prima facie a case of nullification or impairment of benefits
accruing to the United States under the GATT. The United States requested
the Panel to suggest to the CONTRACTING PARTIES that they recommend to
Canada that it eliminate its quotas and permit scheme on imports of ice
cream and yoghurt.

14, Canada maintained that the actions it had taken to place quantitative
import restrictions on ice cream and yoghurt were consistent with Canada’s
rights and obligations under Article XI:2(c)(i). The administration of
these restrictions was fully consistent with Articles X and XIII. Thus,
Canada’s actions did not nullify or impair any benefits accruing to the
United States. Canada requested the Panel to find that the quantitative
restrictions on ice cream and yoghurt were consistent with Canada’s rights
and obligations under Article XI, as well as Articles X and XIII.

Permit System

15. The United States recalled that Article XI:1 prohibited the
restriction of imports regardless of whether such restrictions were made
effective through quotas, import licences or other measures. The Canadian
import permit scheme thus fell within these provisions. The permit scheme
established by the Export and Import Permits Act and the Notices to
Importers operated to restrict imports. Permits were not freely granted to
all qualified importers, but only to traditional importers who could
document their status. The permits were valid for a limited time, and only
for 5 days prior to entry. Depending on the means of transportation
involved, importers sometimes could not obtain a valid permit until the
goods were in transit. The uncertainty and limitations imposed by the
scheme could deter exporters from undertaking the planning, promotion and
investment activities necessary to develop and expand markets in Canada for
their products. The permits thus had restrictive effects on trade in
addition to those caused by the quota, and in the absence of justified
quotas, could not be reconciled with Article XI.

16. Canada maintained that the permit system was not trade restrictive and
was simply the administrative instrument to effect the draw-down of the
quota allocations by each quota holder. The permits themselves were not
restrictive, and the Canadian mechanism, which was the same for all
products subject to import quotas, resulted in quota utilization rates
approaching 100 per cent. Although the permits had a 30 day validity
period, they could be amended or reissued at any time, and were charged to
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the importer’'s quota allocation only if they were actually used. It was
left to the judgement of the individual importers when and how they used
their quota shares.

17. Canada indicated that quota levels were not established in 1988
because bilateral consultations with the major supplier of ice cream and
yoghurt to the Canadian market (the United States) were continuing and
Canada preferred to await the outcome of the consultations before setting
the quota levels. However, import permits were readily granted to
applicants who qualified by meeting certain criteria, the principal one
being historical import performance and reasonable allowance was made for
new entrants. Permitted imports in 1988 exceeded the import level of the
previous year.

Article XI:2(c)(i)

18. The United States stated that the language of Article XI:2(c)(i), its
interpretive note, the relevant drafting history, and prior panel reports
adopted by the CONTRACTING PARTIES made it clear that the exception for
products subject to a domestic supply management system was very narrow.

It was designed to provide for the limited use of otherwise outlawed
measures, such as quotas and licenses, in circumstances where the
restrictions on imports of like products were necessary for the enforcement
of governmental measures to protect unorganized producers from the vagaries
of the weather. It was not intended to, and did not, provide a blanket
derogation for the agricultural sector generally or the dairy sector in
particular; nor did it authorize policies of agricultural self-sufficiency
or permit contracting parties to protect domestic producers or processing
industries from international competition.

19. Canada argued that Article XI:2 was not an exception to the General
Agreement in the sense of Article XX, but rather that it defined a number
of circumstances under which contracting parties had the right to apply
quantitative restrictions. One of the purposes of Article XI:2 was to
permit a government to organize its market for particular agricultural
products so as to avoid the problems of surplus production. Unlike
Article XI:2(c)(ii) which specifically referred to temporary surpluses,
Article XI:2(c)(i) did not specify any time frame and could thus cover
either temporary or systemic surpluses.

20. The United States observed that the burden of providing evidence that
all the requirements of an exception under Article XI:2(c)(i) had been met
rested on the contracting party invoking that provision. The conditions
which had to be met could be summarized as follows:

L. The measure had to constitute an import restriction rather than a
prohibition.
2. The import restriction had to be on an agricultural or fisheries

product.
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3 There had to be a governmental measure which operated to restrict
the quantities of a product permitted to be marketed or produced.

4. The import restriction had to apply to the "like" product
restricted by the domestic supply management system (or to a
directly substitutable product if there was no substantial
production of the like product) or to a product processed from
the like product which:

(a) was in an early stage of processing, and
(b) was still perishable, and
(c) was directly competitive with the fresh product, and

(d) if freely imported, would tend to make the restriction on
the fresh product ineffective.

5. The import restriction had to be necessary to the enforcement of
the domestic supply restriction.

6. Public notice had to be given of the total quantity or value of
the quota for each product.

7. The restriction on imports could not reduce the total of imports
relative to the total of domestic production, as compared with
the proportion which might reasonably be expected to rule between
the two in the absence of restrictions, with due regard to
special factors affecting or which might affect the trade in the
product.

21. Although the United States agreed with Canada that its measures were

restrictions rather than prohibitions, it maintained that Canada could not
demonstrate that all of the other Article XI:2(c)(i) requirements had been
satisfied.

22. Canada agreed that it had to provide evidence that it had fulfilled
the conditions of Article XI:2(c)(i). Canada had fulfilled this obligation
and considered that there was a burden on both parties in this case. The
Canadian milk supply management system was a comprehensive one which reliec
on the interrelationship of various components, including production
controls, price supports and levies, and import controls. The system was
designed with the requirements of Article XI:2(c)(i) in mind, and met &l
of the criteria for this provision.
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23. Canada did not consider that the conclusions of the Japanese
agricultural panel report™ provided a clear or valid precedent on issues
such as "perishability", "early stage of processing" and "like products’
nor did that report override the previous interpretatiog agreed by the
Contracting Parties in the EC Tomato Concentrates case. At the time of
adoption of the Japanese agricultural panel report Canada hac expressea
concern that that panel had, in some respects, given insufficient
consideration to the economic and other linkages which existed between
processed and fresh products. In particular, Canada had noted that:

" a definition which limits the concept of "like product" to "fresn
or primary" products alone fails to take account of the operational
realities related to the marketing of fresh products in other forms.
This is particularly evident, for instance, in world trade in the
dairy sector, where industrial milk is almost always traded in a
further processed form. It is our view that, in interpreting
Article XI:2(c)(i), an excessive and overly rigid differentiation
between primary products and their derivatives would, in certain
cases, render inoperable the general application of the Article as
intended by the drafters." (summarized in C/M/217).

Canada’s position at that time had been supported by a number of other
contracting parties. The facts in the Japanese case were significantly
different from those in this case, and Canada indicated that the rulings in
that panel report had no relevance to this case. Each case had to be
examined on its merits.

24. The United States contested Canada’s claim that the Japanese
agricultural panel report was an invalid or irrelevant precedent. That
case involved import restrictions on the same or similar products. The
Japanese panel report had recently been adopted by the Council by
consensus, despite Canada’'s misgivings. Canada was seeking to abandon the
limitations agreed to in the interpretative note to Article XI:2, at least
with respect to the dairy sector, by stretching their interpretation to
include almost any imported processed dairy product that could displace
sales of domestic milk.

Governmental Measures to Restrict Domestic Production

25. Canada maintained that it effectively managed the supply of all
domestically produced milk, through the provincial controls on fluid milk
and the joint federal provincial market share quota system for industrial
milk. It was an agreed interpretation of the General Agreement that "in

Report of the Panel on "Japan - Restrictions on Imports of Certain
Agricultural Products", L/6253, adopted 2 February 1988.

2Report of the Panel on "EEC - Programme of Minimum Import Prices,
Licences and Sure:cy Deposits for Certain Processed Fruits and Vegetables"“,
BISD 255/98-103.
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interpreting the term "restrict" for the purposes of paragraph 2(c), the
essential point was that the measures of domestic restrictions effectively
keep output below the level which it would have attained in the absence of
restrictions" (Havana reports, page 89). The Canadian programmes
restricted production to a level less than would be the case without the
governmental controls. Farmers’ participation in the supply management
programmes was mandatory. Production quotas were ultimately established at
the individual farm level, and the imposition of severe financial
disincentives for overproduction assured the effectiveness of the system.
The level of return received by producers for over-quota industrial milk
was lower than the cash cost of production. The over-quota levy thus
effectively restricted production above the quantitative level established
by the quotas. Over the last decade there had been under-production of
milk in some years, and over production in others. In the most recent six
years, over-quota production of milk averaged only one per cent of total
milk production. While it could not be directly demonstrated that
production would be higher in the absence of the programmes, there was
considerable indirect evidence that it would be. Each province fully
utilized its Market Share Quota (MSQ) and applications for increased MSQs
indicated that farmers had the capacity and willingness to produce more
milk at the current prices if not restricted by the over-quota levy.
Canada further cited recent econometric analyses which indicated that milk
production would be 31 to 39 per cent higher in the absence of
restrictions.

26. The United States argued that Canada had failed to demonstrate that it
effectively restricted domestic production of milk. The differentiation
between "fluid" and "industrial" milk was an artificial one for
administrative purposes; with regard to GATT obligations, the product at
issue was raw milk from the cow, regardless of what further use was made of
it. The use of the word "permitted" in Article XI:2(c)(i) required that
there be a limitation on the total quantity of milk that domestic producers
were authorized or allowed to produce or sell. The provincial controls on
fluid milk did not restrict the quantities permitted to be produced;

rather dairy farmers could produce and market as much milk as could be sold
as beverage milk or table cream. There were no penalties for delivering
more than a farmer’s fluid milk quota, it was only if deliveries exceeded
actual fluid milk usage or sales that it counted against his industrial
milk quota. At least one province did not participate in this voluntary
system, and another province had considered leaving it. Furthermore,
Canada did not even prohibit the production or sale of milk that exceeded
the Market Share Quota. The method used to calculate direct support
payments on within-quota deliveries assured that most dairy farmers would
completely recover all of their fixed and variable costs on their
within-quota deliveries. The farmer was permitted to produce and market
milk in excess of the quota, and perhaps had an economic incentive to do
so.

27. The United States noted that in the past six years total industrial
milk production had consistently exceeded the established Market Sharing
Quota, and concluded that the Canadian system was a regulation of
production but not a restriction of production. Proposals to amend
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Article XI:2(c)(i) to replace the word "restrict" with "regulate" had been
defeated; what was required was the reduction of production. The results
of the econometric analyses cited by Canada provided no indication of what
would happen to milk production in the absence not only of the production
quotas, but also of the accompanying high price guarantees which operated
as incentives to produce. According to the official publication of the
Canadian Dairy Commission, a key element of Canada’s national dairy policy
was to promote self-sufficiency in milk production. The effectiveness of
the government supply controls had to be compared to what the situation
would be in the absence of all government measures.

Like Products Imported in Any Form

28. Canada indicated that raw milk was not normally traded
internationally, but rather processed into another form to be used or
traded. In fact all raw milk had to be processed to be marketed
commercially in Canada including for sale as beverage milk. Ice cream and
yoghurt were simply milk in a tradeable form. Ice cream and yoghurt were
not like products to raw milk. Article XI:2(c)(i) allowed import
restrictions on agricultural products "imported in any form". Ice cream
and yoghurt were industrial milk "in any form" within the meaning of this
Article. As demonstrated in the drafting history (EPCT/A/PV/19 page 21),
by controlling the production of raw milk, Canada ipso facto controlled the
production of ice cream and yoghurt. The Canadian Dairy Commission Act
defined a dairy product as a product manufactured wholly or mainly from
milk. Both ice cream, which was made up of approximately 65-85 per cent
milk and cream, and yoghurt which was 90-99 per cent milk, were dairy
products. The addition of non-dairy ingredients during the production of
ice cream and yoghurt did not disqualify them from being considered as like
products "in any form" to industrial milk, nor did their tariff
classification.

29. The United States maintained that milk, even "industrial" milk, was
not the "like domestic product" of ice cream or yoghurt under any
definition of the term. Canada maintained no restriction on the production
or marketing of the "like domestic product", which was its domestically
produced ice cream or yoghurt. Although Article XI:2(c)(i) permitted
application to the like product "in any form", its interpretive note made
it explicit that this meant "the same products when in an early stage of
processing and still perishable, which compete directly with the fresh
product and if freely imported would tend to make the restriction on the
fresh product ineffective." Ice cream and yoghurt were not the "same
products" as raw milk; they had both been processed to such an extent as
to have completely lost any identity with fresh milk. Furthermore, ice
cream was often not even made from fresh milk but rather from a wide
variety of intermediate processed milk products.

Early stage of processing

30. Canada argued that ice cream and yoghurt met all the conditions of the
interpretative note to Article XI:2(c)(i). The drafters viewed "in an
early stage of processing and still perishable" to be a single concept.
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The provision was extended to "those earlier stages of processing which
result in a perishable product". (EPCT/A/PV/19 page 43) The extension of
this Article to cover the product "in any form", as well as the product
under direct control, was necessary to avoid undermining the effectiveness
of the domestic production restrictions. The drafters cited kippers as an
example of a product "in any form". There was a direct parallel between
the processing of fresh herring into kippers, and the processing of raw
milk into ice cream and yoghurt. Kippers, like ice cream and yoghurt, were
in their final form of processing ready for commercial sale. The process
of transforming raw industrial milk into ice cream and yoghurt was a
simple, direct and continuous process. Raw milk entered the dairy
processing plants, and any one of a number of products, including ice creamn
and yoghurt came out. Once the raw milk began the process to convert it
into ice cream or yoghurt, it was not possible to change it into any other
product. Although production of commercial quantities involved
sophisticated equipment, the processes they performed were essentially very
simple. There was no storage of industrial milk prior to its production
into ice cream or yoghurt, and there were no intermediate forms produced in
the process which could be placed into storage for later use or sold
commercially. Given the perishable nature of ice cream and yoghurt, for
health reasons they were packaged immediately after the completion of
processing. They had thus undergone the stage of processing which resulted
in a product ready for commercial sale, but that did not negate the fact
that they were in an "early stage of processing".

31. The United States indicated that ice cream and yoghurt were not in an
early stage of processing, but were products which had undergone the final
stage of a multistep production process. A significant number of
additional ingredients had been added, the products had been adapted for
distinctly different uses, and processed into finished, packaged retail
products. They were prepared foods and bore virtually no resemblance to
the raw commodity from which they were primarily derived.

Article XI:2(c)(i) was a narrow exception to the prohibition of import
restrictions and was not intended to permit the protection of domestic food
processors. The wording of the phrase made it clear that the exception wacs
limited to only those agricultural products that were at or near the
beginning step of the series of operations undertaken to convert the raw
agricultural commodity into a processed product. Such highly processed,
consumer ready, finished foods as ice cream and yoghurt could not be
characterized as being "in an early stage of processing."

Still perishable

32. With regard to perishability, Canada observed that few other products
were as perishable as raw milk, which had to be processed within hours of
its receipt and was incapable of being stocked. It was also the commor.
understanding that ice cream and yoghurt were perishable products and ¢ .ev
were treated as such by the industry and by consumers. Without cca:can-.
specialized handling they would spoil within hours. Under approprizte
storage conditions the shelf life of yoghurt was approximately three wesks
and that of ice cream produced to Agriculture ~anada specificat:ions, on!:
three months. There was no basis for the US argumen*t that the processzsi






