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I. Introduction

1. Canada appeals certain issues of law and legal interpretations in the Panel Report,

Canada – Measures Affecting the Importation of Milk and the Exportation of Dairy Products  – Second

Recourse to Article 21.5 of the DSU by New Zealand and the United States  (the "Panel Report"). 1  The

Panel was established to consider a complaint by New Zealand and the United States that certain

measures taken by Canada to comply with the recommendations and rulings of the Dispute Settlement

Body (the "DSB") in  Canada – Dairy 2 are not consistent with Canada's obligations under the

Agreement on Agriculture  and the  Agreement on Subsidies and Countervailing Measures (the

"SCM Agreement ").

2. In  Canada – Dairy,  the original panel and the Appellate Body found,  inter alia ,  that Canada

provided, through Special Milk Classes 5(d) and 5(e), "export subsidies" within the meaning of

Article  9.1(c) of the  Agreement on Agriculture.  The original panel and the Appellate Body also found

that Canada provided these export subsidies in excess of the quantity commitment levels specified in its

Schedule to the  General Agreement on Tariffs and Trade 1994 (the "Schedule") and that, therefore,

                                                
1WT/DS103/RW2, WT/DS113/RW2, 26 July 2002.  In this Report, we refer to the panel that considered

the second recourse to Article 21.5 of the DSU by New Zealand and the United States—and whose findings are
the subject of this appeal—as the "Panel".

2The recommendations and rulings of the DSB resulted from the adoption, by the DSB, of the panel
report in  Canada – Dairy.  In this Report, we refer to the panel that considered the original complaint brought by
New Zealand and the United States as the "original panel".
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Canada had acted inconsistently with its obligations under Articles 3.3 and 8 of the  Agreement on

Agriculture.  On 27 October 1999, the DSB adopted the original panel and Appellate Body reports.   

3. On 23 December 1999, pursuant to Article  21.3(b) of the  Understanding on Rules and

Procedures Governing the Settlement of Disputes (the "DSU"), Canada, New Zealand, and the

United States agreed that the reasonable period of time for Canada to implement the recommendations

and rulings of the DSB would expire on 31 December 2000.  3  On 11 December 2000, the parties

agreed to extend this period of time until 31 January 2001.  4

4. Canada subsequently adopted certain measures with a view to implementing the

recommendations and rulings of the DSB.  These measures are described in Section II of this

Report.  Taking the view that certain of these measures were not consistent with Canada's obligations

under the  Agreement on Agriculture  and the  SCM Agreement,  New Zealand and the United States

requested, on 16 February 2001, that the matter be referred to a panel pursuant to Article 21.5 of the

DSU. 5

5. On the same day, New Zealand and the United States also requested authorization from the

DSB to suspend concessions and other obligations, as provided for in Article  22.2 of the DSU. 6

Canada objected to the level of suspension proposed and the matter was referred to arbitration,

pursuant to Article  22.6 of the DSU. 7  However, the parties agreed to request the arbitrator to suspend

its work pending the outcome of the Article  21.5 proceedings. 8

6. The panel in  Canada – Dairy (Article 21.5 – New Zealand and US) 9 found that Canada

provided, through its "commercial export milk" ("CEM") mechanism, "export subsidies" within the

meaning of Article 9.1(c) of the  Agreement on Agriculture.  The panel also found that Canada provided

these export subsidies in excess of the quantity commitment levels specified in its Schedule and that,

therefore, Canada had acted inconsistently with its obligations under Articles 3.3 and 8 of the

Agreement on Agriculture.  The Appellate Body reversed the panel's findings on the grounds that the

panel had erred in its interpretation of Article 9.1(c).  The Appellate Body held that the appropriate

standard, in those proceedings, for determining whether "payments" are made under Article 9.1(c), is

                                                
3WT/DS103/10, WT/DS113/10, 7 January 2000.
4WT/DS103/13, WT/DS113/13, 13 December 2000.
5thesC5ly722-0.o4  Tc 29725  TD /F1 6.75  Tf
0.375  Tc 0725  TD /F1 6.75  T0  Tw (3) Tj
3.75 -4.5  TD /F1 9.75  Tf
0.0853  Tc 0.727di Tc 0.15  rf
-0.ppella7
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not, as held by the first Article 21.5 panel, the domestic price, but rather the producer's costs of

production.  However, in the light of the factual findings made by the first Article 21.5 panel, the

Appellate Body was unable to determine whether the implementation measures involved such

"payments" and, hence, export subsidies within the meaning of Article 9.1(c).  Consequently, the

Appellate Body was also unable to determine whether these measures were consistent with

Articles 3.3 and 8 of the  Agreement on Agriculture. 10

7. On 6 December 2001, before adoption of the panel and Appellate Body reports in the first

Article 21.5 proceedings  11, New Zealand and the United States requested the establishment of a

second Article 21.5 panel.  They maintained that the measures taken by Canada to comply with the

recommendations and rulings of the DSB of 27 October 1999, that is, the same measures at issue in

the first Article 21.5 proceedings, were inconsistent with Canada's obligations under the  Agreement

on Agriculture. 12

8. On 18 December 2001, Canada, New Zealand, and the United States agreed that the

arbitration previously requested by Canada under Article 22.6 of the DSU would remain suspended

pending the outcome of the second Article 21.5 proceedings. 13  The parties also agreed that New

Zealand and the United States would request that the work of the Panel be suspended pursuant to

Article 12.12 of the DSU until 18 February 2002.  14

9. In the Panel Report, circulated to Members of the World Trade Organization (the "WTO") on

26 July 2002, the Panel concluded that:

…  Canada, through the CEM scheme and the continued operation of
Special Milk Class 5(d), has acted inconsistently with its obligations
under Articles 3.3 and 8 of the  Agreement on Agriculture, by
providing export subsidies within the meaning of Article 9.1(c) of the
 Agreement on Agriculture  in exc93.5 0  TD ( ) Tj
3.75 0  TD /F3 11.25  r-12125  Tf
-0r Tc 0.9681  Tw ( Canada, tO49iis TfPe2.7681 t125  T0d3626  m2o0  T0w (Aedings.) 081sche"t4375  Tj
3 0  TDTj
3 02o1.2D -33548 
3.75 0
0 -12.752 fc.04
Oue2.760 -eslk Cla"o (Ar dairy5  Tw ( ) Tj
163.5 0  T271.5 0  TD0275  TD 0 ducts"anaon) Tchntainourd Stern 0.v Tj
f
0  n exc99 0  TD ( ) Tj
3.75 0  TD /Fhe CEM sch4me and the 0.951…) Tj435  Tf
-0w (EM scheme and the Tj
2125 -12.7559ada, tOArt1.8336 der Artic27 Octob0.with its obligati8 1.20c 7.869ealand es 3.3 and 8 of the) Tj
0  Tc 0.187  Tw (pending  Membehe)nd the 0.9344205 AF3 11.245 0  TD ( ) Tj
3.75 0  TD /F3 11.2 /F1 11.25  Tf
-0.4375  Tc 3 065.25 0  TD /F1 11.25  Tf
0.264fth its obligat
3 5.25  TD /F1 6.75  Tf
0  Tc -0.1875  Tw ( ) Tj
1.5 0  TD 0.375  Tc 0  Tw (12) Tj
-69.75 -36  TD /F1 11.25  Tf
-0.4688  Tc (8.) Tj
8.25 0  TD /F5 11.25  Tf
0  Tc -0.5sistentlicl2.75 1.5 0  TD 0.375  taland 1.833669.75 .5 0  TD ( ) Tj
  Tc (8.) Tj
8.25 02me and the c25  Tf
0  Tc -0–.25 05me and the c05nsarbitrak ClaUS) Tc 0.9 ( ) Tj
1.5 0 925  Tf
-- Tc 0  Tw (12) Tj
TDsiste45 0  TD ( .0397.4688  T227275  TD aras. 5.6(Aedi1.25 -31he work16  TD /F1 11.25  Tf
-0.25  Tf
0  Tc -0.1ew) Tj
-284. TD /F1 11925  Tf
-0."t4s) Tj
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The Panel recommended that the DSB request Canada "to bring its dairy products marketing regime

into conformity with its obligations in respect of export subsidies under the  Agreement on

Agriculture." 16

10. On 23 September 2002, Canada notified the DSB of its intention to appeal certain issues of

law covered in the Panel Report and certain legal interpretations developed by the Panel, pursuant to

Article 16.4 of the DSU, and filed a Notice of Appeal pursuant to Rule 20 of the  Working Procedures

for Appellate Review (the "Working Procedures"). 17  On 3 October 2002, Canada filed its appellant's

submission.  18  On 18 October 2002, New Zealand and the United States each filed an appellee's

submission.  19  On the same day, Argentina and the European Communities each filed a third

participant's submission.  20   On the same day, Australia notified the Appellate Body Secretariat that,

although it would not file a written submission, it intended to participate at the oral hearing. 21

11. The oral hearing in the appeal was held on 31 October 2002.  The participants and Argentina,

Australia, and the European Communities presented oral arguments and responded to questions put to

them by the Members of the Division hearing the appeal.

II. Background

12. The original panel found,  inter alia,  and the Appellate Body upheld, that Canada provided,

through Special Milk Classes 5(d) and 5(e), "export subsidies" within the meaning of Article 9.1(c) of

the  Agreement on Agriculture.  It was also found that these subsidies were being provided for quantities

of exports that exceeded the quantity commitment level se3nfc 0  g2.5 -75  c suSchure5o0j
42.5 dxceeded the q8w2.5 0  Tl (18)e (o49e originaconcluda p28  Tw ( and the Ap36  Tw (Body upheld, thay upsidrove, haachct se3nconsisn, tlybsidi.5 dxT* .25  T -0.082536 Tc 0.7a fiobliga to qu al Twning ofs147228  T8 Rule 20 of t197(,) Tj
2.25 0  TD 0  Tc 0.1875  Tw ( ) Tj
3 0  TD /F3 11.25 09D -0.082397c 0.0561  Tw (Agreement on Agriculture) Tj
112.5 0  TD /F1 115 0  TD 0.1875  Tc 0  Tw (.) Tj
3 5.25  TD /F1 6.75  Tf
0  Tc -0.1875  Tw ( ) Tj
1.5 0  TD 0.375  Tc 2ckgroun17(,) -87
112.5 0  TD /F1 115 0  TD 0  Tc 0.18777777777777777777777777777777ocedur0( ) Tj
3 77777777777777777oceduET
7ia) T200  44 ) Tj
idif
BTion.) Tj190-132 -
.25  TD /F1 6.75  Tf
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13. By way of implementation, Canada abolished Special Milk Class 5(e) and restricted export

subsidies under Special Milk Class 5(d) to its commitment levels. 23  At the same time, Canada
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return for their labour and investment".  29  Further, returns to family labour, management, and owner's

equity are derived from the profits of the dairy enterprise.  Canada asserts that profits are distinct from

costs and are, therefore, excluded from the cost of production determination.

20. Third, Canada maintains that marketing, transport, and administrative costs are not production

costs and, therefore, should not be included in the cost of production determination. Canada also

disagrees with the Panel's finding that the costs of acquiring quota should be included in the cost of

production determination.  Quota costs should be treated as marketing costs confined to the domestic

market and not as relevant in examining export sales.  Moreover, Canada considers that quota is an

intangible asset with an indefinite useful life and therefore disagrees with the Panel's conclusion that

Generally Accepted Accounting Principles ("GAAP") permit amortization of quota costs.

21. 

 Furthovj
hesticecis
-3tha cion dej
s,sir lt mtaCae,tws resestiganadnnd ocionly, s,sraanas,si faishas,sor-18.75  TD -0.1571  Tc31.2067  T4441arket ant, ang undsda asserts 
legeshe co,tws re,evancost ofprose occase,eganadnnd ocdoeshnoimoresesT* -0.1259  Tc31.2067 2.8261arket Tj
ablishhahe Mmeworkmmet iy-18.75 1275  T562    



WT/DS103/AB/RW2
WT/DS113/AB/RW2
Page 8

governmental action".  Canada argues that, as the Appellate Body said, the Canadian government

does not  oblige  or  drive  producers to produce and sell CEM.  31

23. 
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B. Written Arguments of New Zealand – Appellee

1. Article 10.3 of the  Agreement on Agriculture—Rules of Evidence

26. New Zealand argues that, if the Panel did not apply the burden of proof rules as set forth in

Article 10.3, this was to Canada's advantage, because Canada was relieved from a burden it would

otherwise have borne.  Furthermore, the Panel's analysis "makes clear" that the Panel  did  require
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30. Third, New Zealand submits that Canada's complaint about the Panel's treatment of transport

and marketing costs, as well as of quota costs, is also without merit.  All these costs, according to

New Zealand, are costs incurred by the producers that must be recouped in the sales price.  Describing

costs as "marketing" costs, rather than "production" costs, does not alter this fact.  New Zealand also
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expand the scope of that provision.  New Zealand also agrees with the Panel that IREP imports are

available to export processors on commercially less favourable terms than CEM.

C. Written Arguments of the United States – Appellee

1. Article 10.3 of the  Agreement on Agriculture—Rules of Evidence

35. The United States argues that Canada's objection to the Panel's interpretation of Article 10.3

overlooks the fact that the Panel's approach could only serve to benefit Canada, since the Panel

unnecessarily examined initially whether the complainants had made out a  prima facie   case.

However, the United States is of the view that this additional step did not change the outcome of the

dispute.

2. Article 9.1(c) of the  Agreement on Agriculture—"Payments Financed by
Virtue of Governmental Action"

(a) "Payments"

36. The United States opines that the Panel properly concluded that Canadian milk producers are

making "payments" to Canadian milk processors.  First, the United States submits that the Panel

correctly found that the Appellate Body, in the first Article 21.5 proceedings, did not intend an

individual cost of production standard and that a cost of production benchmark based on individual

producers was "unworkable".  36

37. Second, the United States agrees with the Panel that all economic costs should be included in

the cost of production benchmark.  With respect to imputed costs, the Panel correctly recognized that
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a production quota represents a real cost that a producer will incur in the production of milk,

regardless of its treatment under accounting principles.

39. Finally, the United States submits that the Panel correctly found that Canada's individual

producer data does not establish that producers are not making "payments" to processors.  Canada was

unable to provide evidence correlating individual producer's costs of production with sales by each

producer in the CEM market, and the Panel correctly declined to assume that only those producers

with costs of production below the CEM price participate in the CEM market.

(b) "Financed by Virtue of Governmental Action"

40. The United States argues that Canada's objections to the Panel's findings with respect to the

phrase "financed by virtue of governmental action" are without merit.  The United States disagrees

with Canada's apparent contention that the Appellate Body has already ruled on the governmental

action element of Article 9.1(c).  The Appellate Body did not find that Article 9.1(c) requires that

producers be "obliged" or "driven" to produce additional milk for export.

41. In the United States' view, the Appellate Body explained, in the first Article 21.5 proceedings,

that relevant governmental action could include the regulation of the supply and price of milk in the

domestic market.  The Panel then rightly concluded that a profit-maximizing milk producer will
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44. Finally, the United States believes that Canada mischaracterizes the Panel's analysis of

Canada's regulation of the domestic supply and price of milk.  The Panel did not create any new form

of subsidization or new WTO obligation;  rather, the Panel "carefully" followed the Appellate Body's

guidance in this regard and used the term "cross-subsidization" as a convenient shorthand expression

in its analysis of the governmental action in the form of the regulation of the domestic price and

supply of milk.  37  The United States asserts that the Panel carefully considered whether the domestic

regulated price allowed producers to engage in less remunerative CEM sales, while at least covering

their marginal costs of production.

3. Article 10.1 of the  Agreement on Agriculture—"Export Subsidies"

45. According to the United States, the Panel correctly found that Canada's CEM scheme is

inconsistent with Article 10.1 of the  Agreement on Agriculture.  Contrary to Canada's allegations, the

Panel did not overlook relevant context in applying item (d) of the Illustrative List of the

SCM Agreement.  Furthermore, the United States agrees with the Panel that Canadian milk processors

obtain CEM at more favourable terms than whole milk powder through IREP.

D. Written Arguments of the Third Participants

1. Argentina

46. Argentina agrees broadly with the Panel's reasoning under Article 9.1(c) and considers that,

given the characteristics of the Canadian milk supply system—as discussed by the Panel—,Canadian

producers will channel their surplus production into the CEM market.  Argentina also submits that the

use of the phrase "by virtue of  ", rather than of the word "by", indicates that Article 9.1(c) covers

circumstances where "payments" are not financed directly by government, and where government

does not intervene directly in the provision of "payments", but nevertheless creates "a whole set of

circumstances" that ultimately lead to "payments" on exports. 38

47. As regards Article 10.1 of the  Agreement on Agriculture,  Argentina concurs with the Panel

that Canada failed to establish the absence of the three elements of export subsidies contemplated by

item (d) of the Illustrative List of the  SCM Agreement.  A governmental measure that falls under

item (d) of the Illustrative List of the  SCM Agreement  is, at the same time, an "export subsidy"

within the meaning of Article 10.1, even if no charge on the public account is involved.

                                                
37United States' appellee's submission, para. 61.
38Argentina's third participant's submission, para. 26.
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2. European Communities

48. The European Communities agrees with Canada that the Panel incorrectly interpreted

Article  10.3 of the  Agreement on Agriculture.  The correct standard of proof to be applied in this case

is that Canada should make out a  prima facie  case to establish that its measure does not constitute an

"export subsidy".

49. With respect to the issue of "payments" under Article 9.1(c) of the  Agreement on

Agriculture,  the European Communities considers that the average total cost of production is not the

appropriate benchmark for assessing whether there are "payments" within the meaning of

Article  9.1(c).  The Panel's standard makes it possible to find a subsidy where no "benefit" is provided

and, in any event, the standard is "unworkable".  39 The Panel also erred in including in the cost of

production standard an amount for profit as well as cost items such as family labour, return on

management, and return on equity.  Finally, in examining the evidence of "payments", the Panel

imposed an insurmountable burden of proof on Canada.

50. With respect to the phrase "financed by virtue of governmental action", the European

Communities "fully supports" Canada's appeal.  40  The Panel applied a standard that contradicts the

Appellate Body's guidance in that the Panel found that it was sufficient to show that governmental

action makes sales possible.  None of the four governmental actions identified by the Panel—that is,

prohibition on diversion of CEM into the domestic market;  the exemption of export processors from

paying the fixed domestic price;  cross-subsidization;  and the pre-commitment requirement—is

sufficient to establish that producers are obliged or driven to provide CEM.

51. The European Communities opines that the Panel added to the obligations under

Article  9.1(c) of the  Agreement on Agriculture.  An interpretation of the term "financed" as also

covering payments-in-kind goes beyond the ordinary meaning of the term.  Article 9.1(c) includes

private party payments only to the extent that "payments" are financed from the proceeds of a levy

imposed on the agricultural product concerned.  Accordingly, the European Communities submits

that, for a measure to fall under Article 9.1(c), the government must "impose" or "mandate"

payments. 41

                                                
39European Communities' third participant's submission, title of section IV.A.1 (b), p. 12.
40Ibid., para. 67.
41Ibid., title of section IV.B.4 (b), p. 25.
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52. The European Communities further contends that the Panel's findings are based on the

assumption that WTO Members intended to prevent cross-subsidization, that is, that WTO Members

intended to target the  omission  of governments to prevent the "natural economic behaviour" of cross-

subsidization.  42  However, Article 9.1(c), like all WTO law, is concerned only with governmental

actions,  not also with governmental  omissions.

53. The European Communities disagrees with the Panel's findings on Article 10.1 of the

Agreement on Agriculture.  The notion of an export subsidy under this provision must be read

"co-extensively" 43 with the basic definition of subsidies under the  SCM
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V. Article 10.3 of the  Agreement on Agriculture—Rules of Evidence

55. At the outset of its findings, the Panel considered the significance of Article 10.3 of the

Agreement on Agriculture  for these proceedings.  The Panel noted that the parties were in agreement

that, under Article 10.3, Canada—the responding Member—bears the burden of proof. 44

Accordingly, the Panel opined that, if the complaining Members demonstrated "that Canada has

exceeded its export subsidy reduction commitment levels on certain dairy products", it would be for

Canada to establish that it is not providing export subsidies in relation to the exports exceeding its

commitment levels. 45  In that respect, the Panel stated that:

…
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57. Canada considers that the Panel erred by requiring the complaining Members to make out a

prima facie   case of their claims.  In consequence, Canada argues that the Panel failed properly to

apply the burden of proof.  Canada asserts that Article 10.3:

…  sets out a reverse burden of proof, which  …  requires the
respondent to establish a rebuttable presumption that its measures are
not inconsistent.  It is then up to the complainant to present evidence
and argument that rebuts this presumption.  47

58. In its appeal, Canada submits that the original panel in  Canada – Dairy 48 correctly

interpreted Article 10.3.

59. In the original panel proceedings, the panel made the following remarks on Article 10.3:

This provision  shifts the burden of proof  from the complainant to the
defendant.  A defending party (i.e., the exporting country) alleging
that exports in excess of its reduction commitment level are not
subsidized must demonstrate that no export subsidy in respect of this
excess has been granted.  All parties in dispute agree that the wording
of Article 10.3 has this effect of reversing the usual burden of proof. 49

(emphasis added;  footnote omitted)

60. The original panel did not require the complaining Member to make out a  prima facie  case;

that is, the second step above was not included in the reasoning.  Instead, the original panel read

Article 10.3 as allocating the burden of proof to the responding Member to demonstrate that no

subsidies were provided for exports exceeding the commitment levels (that is, the third step above). 50

61. In the first Article 21.5 proceedings, the panel expressed a very similar view, opining that

"when reduction commitments have been exceeded, Article 10.3 has the effect of reversing the usual

burden of proof ". 51  That panel did not require the complaining Members to make out a  prima facie

case of the elements of the claimed export subsidy.

                                                
47Canada's appellant's submission, para. 31.
48In this Report, we refer to the panel that considered the original complaint brought by New Zealand

and the United States as the "original panel".
49Panel Report, Canada – Dairy, para. 7.33.
50The original panel also established that Canada had exported dairy products in quantities exceeding

the quantity commitment level (that is, the first step above). (Ibid., para. 7.34)
51Panel Report, Canada – Dairy (Article 21.5  – New Zealand and US), para. 6.3.
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62. The meaning of Article 10.3 of the  Agreement on Agriculture  was also addressed in the

original proceedings in  US – FSC.  In that dispute, the panel considered it "evident" that Article 10.3

"shifts" or, as it also said, "reverses", the usual rule that the burden of proof is on the complaining

Member to establish its claims. 52  That panel also made no mention of any requirement for the

complaining Member to make out a  prima facie  case of the elements of the claimed export subsidy.

63. Although Article 10.3 of the  Agreement on Agriculture  has been examined by several

panels, this is the first time that we examine the interpretation of this provision.

64. Before addressing Article 10.3, it is useful to recall our view of the burden of proof as a

general matter.  This issue was first examined in  US – Wool Shirts and Blouses,  where we stated that:

… various international tribunals, including the International Court of
Justice, have generally and consistently accepted and applied the rule
that the party who asserts a fact, whether the claimant or the respondent,
is responsible for providing proof thereof.  Also, it is a generally-
accepted canon of evidence in civil law, common law and, in fact, most
jurisdictions, that the burden of proof rests upon the party, whether
complaining or defending, who asserts the affirmative of a particular
claim or defence.  If that party adduces evidence sufficient to raise a
presumption that what is claimed is true, the burden then shifts to the
other party, who will fail unless it adduces sufficient evidence to rebut
the presumption. 53 (footnotes omitted)

65. In  EC – Hormones,  we said:

The initial burden lies on the complaining party, which must establish
a  prima facie   case of inconsistency with a particular provision of the
SPS Agreement  on the part of the defending party, or more precisely,
of its SPS measure or measures complained about.  When that  prima
facie  case is made, the burden of proof moves to the defending party,
which must in turn counter or refute the claimed inconsistency.  54

66. Thus, we have consistently held that, as a general matter, the burden of proof rests upon the

complaining Member.  That Member must make out a  prima facie   case by presenting sufficient

evidence to raise a presumption in favour of its claim.  If the complaining Member succeeds, the

responding Member may then seek to rebut this presumption.  Therefore, under the usual allocation of

the burden of proof, a responding Member's measure will be treated as WTO-consistent,  until

                                                
52Panel Report, US – FSC, 
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sufficient evidence is presented to prove the contrary.  We will not readily find that the usual rules on

burden of proof do not apply, as they reflect a "canon of evidence" accepted and applied in

international proceedings.

67. Article 10.3 of the  Agreement on Agriculture  reads:

Prevention of Circumvention of Export Subsidy Commitments

…

3. Any Member which claims that any quantity exported in
excess of a reduction commitment level is  not  subsidized  must
establish that no export subsidy,  whether listed in Article  9 or not,
has been granted  in respect of the quantity of exports in question.
(emphasis added)

68. This provision requires that a specific Member, in defined circumstances, "establish that no

export subsidy  …  has been granted".  We begin by identifying the specific Member and

circumstances to which Article 10.3 applies.  The provision refers to a Member making a "claim" that

certain exports are "not  [being] subsidized".  Although the word "claim" usually refers to an assertion

by a complaining Member that a measure is WTO-inconsistent,  in this provision the word "claim"
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concluded that Canada "failed to establish" that CEM did not involve export subsidies. 60  We will

examine, below, the appeals that Canada makes against this finding under Articles 9.1(c) and 10.1 of

the  
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81. Before the Panel, the parties disagreed as to how the average total cost of production standard

(the "COP standard") should be determined.  The Panel "doubted" that Canada was correct to argue

that the standard should be each  individual  producer's costs of production, rather than a single

industry-wide  average figure, as proposed by the complaining Members. 65  The Panel also found that
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"cannot possibly be expected to meet".  70  Before examining these four arguments, we provide general

observations relating to Article  9.1(c).

1. General Remarks on Article 9.1(c) of the  Agreement on Agriculture

85. The word "payment", in Article 9.1(c) of the  Agreement on Agriculture,  denotes a "transfer

of economic resources".  71  Although a monetary payment certainly involves such a transfer, the same

is equally true where goods or services are transferred for less than full value.  Recognizing this, we

upheld the original panel's finding that the ordinary meaning of the word "payment", in Article 9.1(c)

of the  Agreement on Agriculture,  "encompasses 'payments' made in forms other than money".  72

86. In these second Article 21.5 proceedings, New Zealand and the United States assert that non-

monetary "payments" are effected through the supply of goods—CEM.  The issue is, therefore,

whether supplies of CEM, by Canadian producers, involve a transfer of economic resources to

processors.

87. In examining this question in the first Article  21.5 proceedings, we took into account that

Article 9.1(c) of the  Agreement on Agriculture  describes an unusual form of subsidy in that

"payments" can be made by private parties, and need not be made by government. 73  Moreover,

"payments" need not be funded from government resources, provided they are "financed by virtue of

governmental action".  74  Article 9.1(c), therefore, contemplates that "payments" may be made and

funded by private parties, without the type of governmental involvement ordinarily associated with a

subsidy.  Furthermore, the notion of payments encompasses a diverse range of practices involving

monetary transfers, or transfers-in-kind.  We, therefore, determined that, in identifying whether

"payments" are made, it is necessary to consider the particular features of the alleged "payments", by

whom they are made, and in what circumstances.  Thus, we found that the standard for determining

the existence of "payments" under Article 9.1(c) must be identified after careful scrutiny of the factual

and regulatory setting of the measure. 75

                                                
70Canada's appellant's submission, para. 47.
71Appellate Body Report, Canada – Dairy, para. 107.
72Ibid., para. 112.
73Appellate Body Report, Canada – Dairy (Article 21.5 – New Zealand and US), paras. 113 and 115.
74Ibid., para. 114.
75Ibid., para. 76.
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88. In the case of CEM, we took into account the fact that the alleged "payments" are made by

private parties through the supply of milk.  Moreover, subject to the requirement to pre-commit sales

of CEM, the private parties are entirely free to produce milk for sale as CEM, and it is for them to

agree the price, volume, and timing of the sale with the buyers. 76  In these particular circumstances,

we considered that the determination of whether "payments" are made depends on a comparison

between the price of CEM and an "objective standard or benchmark which reflects the proper value of

the [milk] to [its] provider".  77  We found that, in the circumstances of this dispute, the standard for

determining the proper value of CEM is the average total cost of production of the milk (the COP

standard), as this standard represents the economic resources the producer invests in the milk.  If

CEM is sold at less than its proper value, "payments" are made, because there is a transfer of the

portion of economic resources not reflected in the selling price.

89. We also provided certain guidance on the determination of the COP standard:

The average total cost of production would be determined by dividing
the fixed and variable costs of producing  all  milk, whether destined
for domestic or export markets, by the total number of units of milk
produced for both these markets. 78 (original italics)

90. With these general observations in mind, we turn to Canada's four primary arguments on

"payments".

2. Individual Producer's Costs of Production or Industry-wide Average

91. Canada argues that the Panel erred in considering that the COP standard is a single,  industry-

wide  average cost of production figure, rather than each  individual  producer's costs of production.  79

92. Although the Panel expressed "doubts" that the COP standard should be each individual

producer's costs, rather than an industry-wide figure, we note that it did not reach a definitive view on

                                                
76In response to questioning at the oral hearing, Canada affirmed us that pre-commitment of CEM sales

must be made at least 30 days in advance of the sale date.
77Appellate Body Report, Canada – Dairy (Article 21.5 – New Zealand and US), para. 74.
78Ibid.) 78
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this question.  80  Instead, as we said, the Panel examined the evidence from the perspective of the

alternative positions, and found against Canada under each of them.  81

93. Canada asserts that we found, in the first Article  21.5 proceedings, that the COP standard is

based on individual producer's costs of production.  However, this question was not specifically

examined, nor resolved, in the first Article  21.5 proceedings.

94. For purposes of resolving this question, it is relevant to consider the  nature  of the

obligations imposed under the  Agreement on Agriculture.  That Agreement, which is annexed to the

Marrakesh Agreement Establishing the World Trade Organization,  is an international agreement to

which Canada is a party, as a sovereign State.  Pursuant to this Agreement, Canada has undertaken a

number of different obligations.  Among these are the obligations in Articles 3.3 and 8 of the

Agreement on Agriculture  not to provide export subsidies otherwise than in conformity with this

Agreement and with the commitments as specified in that Member's Schedule.  Accordingly, under

Article 3.3, Canada has undertaken not to provide the export subsidies listed in Article 9.1 "in excess

of … [its] quantity commitment levels".

95. However, under Article 9.1(c) of the  Agreement on Agriculture,  it is not solely the conduct

of WTO Members that is relevant.  We have noted that Article 9.1(c) describes an unusual form of

export subsidy in that "payments" can be made and funded by private parties, and not just by

government. 82  The conduct of private parties, therefore, may play an important role in applying

Article  9.1(c).  Yet, irrespective of the role of private parties under Article 9.1(c), the obligations

imposed in relation to Article 9.1(c) remain obligations imposed on Canada.  It is Canada, and not

private parties, which is responsible for ensuring that it respects its export subsidy commitments under

the covered agreements.  Thus, under the  Agreement on Agriculture,  any "export subsidies" provided

through private party action in Canada are deemed to be provided by Canada, and count towards

Canada's export subsidy commitment levels.

96. We believe that the standard for determining the existence of "payments", under

Article  9.1(c), should reflect the fact that the obligation at issue is an international obligation imposed

on Canada.  The question is not whether one or more individual milk producers, efficient or not, are

selling CEM at a price above or below their individual costs of production.  The issue is whether

Canada, on a national basis, has respected its WTO obligations and, in particular, its commitment

                                                
80Panel Report, paras. 5.50 and 5.90.
81Ibid., paras. 5.86-5.87.
82Supra , para. 87.
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levels.  It, therefore, seems to us that the benchmark should be a single, industry-wide cost of

production figure, rather than an indefinite number of cost of production figures for each individual

producer.  The industry-wide figure enables cost of production data for producers, as a whole, to be

aggregated into a single, national standard that can be used to assess Canada's compliance with its

international obligations.

97. By contrast, if the benchmark were to operate at the level of each individual producer, there

would be a proliferation of standards, requiring individual-level inquiry and application of

Article  9.1(c), as if the obligations under the  Agreement on Agriculture  involved rights and

obligations of individual producers, rather than WTO Members.

98. We, therefore, find that the COP standard for determining whether the sale of CEM involves

"payments", under Article 9.1(c) of the  Agreement on Agriculture,  is an industry-wide average figure

that aggregates the costs of production of all producers of milk.  83  Although the Panel did not express

any firm view on this issue, we see no error in the Panel's treatment of this question.

3. Imputed Costs
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101. In examining this issue, we recall that the notion of "payment", in Article 9.1(c), covers

transfers of economic resources, irrespective of the means by which the resources are transferred.

Thus, the transfer may be effected in monetary form or equally by a transfer of goods or services for

less than full value. 86

102. In these proceedings, the purpose of the COP standard is precisely to determine whether

supplies of CEM involve payments-in-kind that are made in a form other than money.  If the COP

standard were confined solely to cash costs, as Canada argues, this would overlook the possibility of

"payments" being made in the form of non-cash resources invested in the production of milk.  Thus,

the COP standard must cover  all  of the economic resources invested in the production of milk and

which may be transferred, irrespective of whether the resources involve an actual cash cost.

103. We are satisfied that any labour or management services provided by the farmer's family to

the dairy enterprise are relevant economic resources invested in the production of milk and must be

included in the COP standard.  For the dairy farmer, and his or her family, the investment of services

in the dairy enterprise has an economic cost, as those services cannot be put to an alternative

remunerative use.  We observe that both the United States and New Zealand submitted evidence to the

Panel in support of the view that, from the perspective of economic theory, any labour and

management services provided to an enterprise involve such an economic "opportunity" cost. 87

Moreover, we believe that remuneration of family labour and management services is not part of the

profits of the dairy farm.  Rather, profits are the proceeds remaining after all costs, including such

salary costs, have been accounted for.

104. in the dairy entef mile aftocemuneily to
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105. Moreover, it would be incongruous if the costs of family labour and management were

excluded from the COP standard when provided by family, but included when provided by others. 89

Likewise, it would be curious if the cost of capital, of which equity is one type, were excluded from

the COP standard when capital is provided through the owner's equity, but included when it is

provided through, for instance, debt, merely because the cost of debt is expressed in recurring cash

outlays for interest payments.  In each case, the dairy enterprise is incurring an economic cost and that

cost should be appropriately reflected in the costs of production.

106. Accordingly, we find that any failure to include in the COP standard the costs of family

labour and management, or of owner's equity, would understate the costs of milk production, and may

lead to a non-monetary "payment" going undetected.

107. Although it is clear that the COP standard includes all economic costs, even if they are non-

cash costs, we acknowledge that a specific value cannot be as readily ascribed to non-cash costs as it

can to cash costs.  However, we do not believe, as suggested by Canada, that this practical difficulty

precludes the application of an objective COP standard.

108. In some situations, it may be appropriate for a panel to value non-monetary costs using a

methodology set forth in a Member's Generally Accepted Accounting Principles ("GAAP").  In that

respect, we observe that Canada did not contest the amounts the Canadian Dairy Commission (the

"CDC") ascribed to depreciation using the rules in Canadian GAAP. 90  However, although GAAP

provide an objective valuation methodology for some non-monetary costs, they may not address all

such costs. 91  If GAAP rules do not provide an appropriate basis for valuing a particular cost, a panel

should attempt to determine a value for relevant non-monetary costs using an objective methodology

that is reasonable in the circumstances.  Clearly, a panel must base itself on the evidence before it,

applying the applicable rules on burden of proof.

                                                
89We note that, according to the Canadian Dairy Commission Handbook ("CDC Handbook "), family

labour and management is treated as an imputed, non-cash cost, "regardless of whether or not the family
member is paid for his/her labour". (CDC Handbook , p. 26, Exhibit NZ-4 submitted by New Zealand to the
Panel;  Exhibit US-22 submitted by the United States to the Panel)  Thus, in some cases there may be an actual
cost for family labour and management which is excluded by the CDC and replaced by an imputed cost using
the CDC's methodology.  Canada's argument would, in fact, exclude both an actual cost incurred by the dairy
enterprise and an imputed cost.  We note also that the  CDC Handbook   defines a family member in broad terms
to include:  "the producer, the producer's spouse, children, brothers, sisters, sons-in-law, daughters-in-law and
parents." (CDC Handbook pare1st ix 0  TD 4635  Tw 8od0.07vspouse, -11.25ples ("mily member i qTw ( ) T461 TD 4635 labour and manag"mily me8by New 
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109. We note that New Zealand and the United States submitted evidence to the Panel in the form
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producer invests in the milk as are farm-based production costs.  Indeed, the costs incurred to make

sales are a vital part of the process by which the producer earns revenues through producing milk.  If

the producer sells milk at a price sufficient to cover only the farm-based production costs, it transfers

to the processor any resources invested in selling the milk, such as the value of transport, marketing,

and administration.  There would, in such circumstances, be a "payment" of the value of these
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5. Assessment of Evidence
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Canada had not satisfied that burden. 104  We can see no error in the Panel's assessment of the

evidence. 105

6. Conclusion on "Payments" under Article 9.1(c)

121. For all these reasons, we uphold the Panel's finding, in paragraph 5.89 of the Panel Report,

that the supply of CEM, by producers to processors, involves "payments" within the meaning of

Article 9.1(c) of the  Agreement on Agriculture.

B. "Financed by Virtue of Governmental Action"

122. We turn now to the second element of Canada's appeal of the Panel's findings under

Article  9.1(c) of the  Agreement on Agriculture—whether the Panel erred in finding that "payments",

made on the sale of CEM, are "financed by virtue of governmental action".

123. The Panel recalled that there must be a "demonstrable link" between governmental action

and the financing of "payments". 106  The Panel proceeded to examine several actions of the Canadian

government in regulating the supply of domestic milk and CEM.  It concluded that New Zealand and

the United States had made out a  prima facie  case that a demonstrable link exists between these

Canadian governmental actions and the financing of CEM payments.  Further, the Panel found that

Canada had failed to establish, pursuant to Article 10.3 of the  Agreement on Agriculture,  that these

governmental actions were not demonstrably linked to the financing of the payments. 107

124. On appeal, Canada argues that the Panel erred under Article 9.1(c) of the  Agreement on

Agriculture,  in particular by finding that a "demonstrable link" exists between Canadian

governmental action and the financing of CEM payments.  Canada claims that it has removed

government action from "every stage of the export transaction" and that producers and processors

"freely choose to enter into export transactions". 108  Therefore, Canada argues that no demonstrable

link exists between governmental action and financing of CEM payments.

                                                
104Panel Report, para. 5.89.
105Pursuant to Article 11 of the DSU, a panel must make an objective assessment of the facts.  As such,

a panel is the trier of facts, responsible for evaluating the credibility and weight of the evidence.  As we have
stated, we will interfere with a panel's assessment of the evidence only if the panel has exceeded the bounds of
its discretion as trier of facts. (Appellate Body Report, US – Wheat Gluten, para. 151)

106Panel Report, para 5.106, referring to Appellate Body Report, Canada – Dairy, para. 113.
107Ibid., paras. 5.133-5.135.
108Canada's appellant's submission, paras. 74 and 101.
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125. Article 9.1(c) of the  Agreement on Agriculture  provides:

Export Subsidy Commitments

1. The following export subsidies are subject to reduction
commitments under this Agreement:

…

(c) payments on the export of an agricultural product that are
financed by virtue of governmental action, whether or not a charge on
the public account is involved, including payments that are financed
from the proceeds of a levy imposed on the agricultural product
concerned or on an agricultural product from which the exported
product is derived; (emphasis added)

126. The phrase "financed by virtue of governmental action" has three distinct elements—

"governmental action";  "by virtue of  ";  and "financed"—which we will address in turn.

127. As regards "governmental action", we held in the first Article 21.5 proceedings that "the text

of Article  9.1(c) does not place any qualifications on the types of 'governmental action' which may be

relevant under Article  9.1(c)." 109  Instead, the provision gives but one example of governmental

action that is "included" in Article  9.1(c)—however, this example is merely illustrative. 110

Accordingly, we stated that Article 9.1(c) "embraces the full-range" of activities by which

governments " 'regulate', 'control' or 'supervise' individuals".  111  In particular, we said that

governmental action "regulating the supply and price of milk in the domestic market" might be

relevant "action" under Article 9.1(c). 112  Moreover, the governmental action may be a single act or

omission, or a series of acts or omissions.

128. We observe that Article 9.1(c) does not require that payments be financed by virtue of

government "mandate", or other "direction".  Although the word "action" certainly covers situations

where government mandates or directs that payments be made, it also covers other situations where

no such compulsion is involved.  113

                                                
109Appellate Body Report, Canada – Dairy (Article 21.5 – New Zealand and US), para. 112.
110The example 5.25.1033  h  T "incl04o954d   A p p e l l a t e  B o d y  R e p o r t ,   – Dairy (Article 21.5 – New Zeal
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129. Although the term "governmental action", when read in isolation, is somewhat open-ended,

perhaps even abstract, the words "by virtue of  " clarify further the meaning of this term.  In the first

Article  21.5 proceedings, we opined:

The words "by virtue of  " indicate that there must be a demonstrable
link between the  governmental action  at issue and the  financing  of
the payments, whereby the payments are, in some way, financed as a
result of, or as a consequence of, the governmental action.  114 (original
italics)

130. The words "by virtue of  ", therefore, express the relationship between "governmental action"

and the "financing" of payments for the purpose of Article 9.1(c).  The essence of that relationship is

the "nexus" or "link" between "action" and "financing".

131. Thus, although Article 9.1(c) extends, in principle, to  any  "governmental action", not every

governmental action will have the requisite nexus to the financing of payments.  In the first

Article  21.5 proceedings, we observed that "[g]overnments are constantly engaged in regulation of

different kinds in pursuit of a variety of objectives." 115  Yet, we went on to say that regulation that

merely  enables  payments to occur will not suffice for those payments to be regarded as "financed by

virtue of governmental action".  We stated:

[Where regulation merely enables payments to occur], the link
between the governmental action and the financing of the payments
is too tenuous for the "payments" to be regarded as "financed  by
virtue of governmental action"   …   within the meaning of
Article  9.1(c).  Rather, there must be a tighter nexus between the
mechanism or process by which the payments are  financed … 116

(original italics)

132. This brings us to the meaning of the word "financing".  The word refers generally to the

mechanism or process by which financial resources are provided to enable "payments" to be made.

The word could, therefore, be read to mean that government itself must provide the resources for

producers to make payments.  However, Article 9.1(c) expressly precludes such a reading, as it states

that "payments" need  not  involve "a charge on the public account".  This is borne out by the fact that

the text indicates that "financing" need only be "by virtue of governmental action", rather than "by

government" itself.  Article 9.1(c), therefore, contemplates that "payments may be financed by virtue

                                                
114Appellate Body Report,  
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of governmental action even though significant aspects of the financing might not involve

government." 117  Indeed, as we have said, payments may be made, and funded, by private parties. 118

133. The word "financing" must, nonetheless, be given meaning.  Accordingly, even if government

does not fund the payments itself, it must play a sufficiently important part in the process by which a

private party funds "payments", such that the requisite nexus exists between "governmental action"

and "financing".

134. These general remarks illustrate well that "[i]t is extremely difficult  …  to define in the

abstract the precise character of the required link between the governmental action and the financing

of the payments, particularly where payments-in-kind are at issue." 119   In each case, the alleged link

must be examined taking account of the particular character of the governmental action at issue and

its relationship to the payments made. 120

135. With this mind, we turn to the facts of this dispute.  We recall that we have described the key

features of the Canadian regulatory system in paragraphs 12-14 of this Report. 121

136. We have also upheld the Panel's finding that producers make "payments", under Article 9.1(c)

of the  Agreement on Agriculture,  to processors through sales of CEM at prices that are below the

COP standard.  As a result, producers' sales revenues do not recoup all of the costs associated with

producing and selling CEM.  As this short-fall in revenues must be "financed" from some other

source, sales of CEM necessarily involve the "financing" of "payments".  The crucial question is the

source  of that financing and, in particular, whether the financing occurs "by virtue of governmental

action".

137. The Panel considered that "a significant percentage" of Canadian milk producers are able to

cover the entirety of fixed and variable costs of production through in-quota sales of domestic milk.

As a result, the Panel opined, these producers can afford to make export sales at marginal cost. 122  The

Panel found that governmental action regulating the domestic milk market "cross-subsidizes many

sales that otherwise would not be made or would at least constitute sales at a loss." 123

                                                
117Appellate Body Report, Canada – Dairy (Article 21.5 – New Zealand and US), para. 114.
118Supra , para. 87.
119Appellate Body Report, Canada – Dairy (Article 21.5 – New Zealand and US), para. 115.
120Ibid., para. 115.
121See also Panel Report, paras. 2.1-2.4.
122Ibid., para. 5.128.
123Ibid., para. 5.127.
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138. We note that CEM is produced almost exclusively by the same producers who supply milk to

the domestic market. 124  It is not contested that these producers use the same production facilities to

produce domestic and export milk—that is, the same land, cattle, buildings, machinery, milking

facilities, and so on.  Indeed, in some provinces, even after production, both regulatory classes of milk

have common storage and transportation facilities. 125  There is, in other words, a single line of

production for all milk, whatever its destination market.

139. Where fungible goods, such as milk, are produced using a single line of production, but sold

in two different markets, the fixed costs of production are, in principle, shared between sales revenues

from both markets.  However, in the event that one of the two markets offers much higher revenues, a

disproportionately large part, possibly even all, of the shared fixed costs may be borne by sales made

in the more remunerative market.

140. Where sales in the more remunerative market bear more than their relative proportion of

shared fixed costs, sales in the other market do not need to cover their relative proportion of the

shared fixed costs in order to be profitable. 126  Rather, these sales can be made profitably  below  the

average total cost of production.  If the more remunerative sales cover  all  fixed costs, sales in the

other market can be made profitably at any price above marginal cost.  In these situations, the higher

revenue sales effectively "finance" a part of the lower revenue sales by funding the portion of the

shared fixed costs attributable to the lower priced products.

141. In Canada, the domestic price of milk is fixed by a government agency—the CDC—on the

basis of an annual survey of producers' costs of production.  The CDC has a statutory mandate to

ensure that, through the administered price, a "fair return" is secured for "efficient producers".  The

CDC sets this administered price on the basis of data covering 70 percent of producers, such that these

70 percent of producers can, on average, cover  all  of their costs of production, including  all fixed

                              



WT/DS103/AB/RW2
WT/DS113/AB/RW2
Page 38

costs,  through domestic sales of milk.  127  Moreover, for other producers, domestic sales will cover a

significant part, if not all, of the fixed costs.  This suggests, to us, that a large proportion of producers

can finance the sale of CEM at a price that is below the COP standard  as a result of participation in

the domestic market. 128  In that respect, we note also that the domestic milk market represents 96.4

percent, by volume, of total Canadian milk production, with export production representing only 3.6

percent, by volume. 129

142. We observe that, although there is a large proportion of producers that could sell CEM below

the COP standard, the proportion of producers who have actually made at least one CEM sale is

around 40 percent of all producers.

143. In these circumstances, we agree with the Panel that the evidence indicates that a "significant

percentage" of producers are "likely" to make sales of CEM at below the costs of production as a

result of highly remunerative in-quota sales in the domestic market.  For these producers, domestic

sales are likely to "finance" payments made on the sale of CEM.  Although the Panel's finding is

based on "likelihood", this likelihood seems, to us, to be rather high.  Any producer whose fixed costs

have been, in large part, covered by domestic sales, and who has sufficient capacity to produce for the

export market, has a powerful profit incentive to sell CEM at a competitive export price, even if that

price is below the average total cost of production, as long as the price is above marginal costs of

production.  In any event, we recall that, pursuant to Article 10.3 of the  Agreement on Agriculture,

Canada bears the burden of proving that sales of CEM do not involve the granting of export subsidies.

144. It falls now to consider the role of the Canadian government in financing payments made on

the sale of CEM.  We have agreed with the Panel that a significant percentage of producers are likely

to finance sales of CEM at below the costs of production as a result of participation in the domestic

market.  Canadian "governmental action" controls virtually every aspect of domestic milk supply and

management. 130  In particular, government agencies fix the price of domestic milk that renders it

                                                
127Panel Report, para. 5.128.
128In addition to the CDC Handbook , the Panel also referred to newspaper articles submitted by

New Zealand to support its view that a significant proportion of producers covers their fixed costs through
domestic sales. (Panel Report, para. 5.128;  BsiIj
T*  bF1 9.7e 350 partic theurs,adian gsts through
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148. Canada also objects that this reasoning brings "cross-subsidization" under Article 9.1(c) of the

Agreement on Agriculture. 133  We have explained that the text of Article 9.1(c) applies to any

"governmental action" which "finances" export "payments".  The text does not exclude from the scope

of the provision any particular governmental action, such as regulation of domestic markets, to the

extent that this action may become an instrument for granting export subsidies.  Nor does the text

exclude any particular form of financing, such as "cross-subsidization".  Moreover, the text focuses on

the consequences of governmental action ("by virtue of which") and not the intent of government.

Thus, the provision applies to governmental action that finances export payments, even if this result is

not intended.  As stated in our Report in the first Article 21.5 proceedings, this reading of

Article  9.1(c) serves to preserve the legal "distinction between the domestic support and export

subsidies disciplines of the  Agreement on Agriculture". 134  Subsidies may be granted in both the

domestic and export markets, provided that the disciplines imposed by the Agreement on the levels of

subsidization are respected.  If governmental action in support of the domestic market could be

applied to subsidize export sales, without respecting the commitments Members made to limit the

level of export subsidies, the value of these commitments would be undermined.  Article 9.1(c)

addresses this possibility by bringing, in some circumstances, governmental action in the domestic

market within the scope of the "export subsidies" disciplines of Article 3.3.

149. In our view, the nexus between the Canadian governmental actions in regulating the domestic

market and the financing of payments made on the sale of CEM is sufficient, on its own, for us to

uphold the Panel's finding that these payments are financed "by virtue of  " governmental action.

However, we note that, besides these actions, the Panel also relied on other forms of governmental

action in support of its conclusion on this issue. 135  The first of these was that  processors  are exempt

from paying the higher domestic price for milk when they purchase CEM.  136  We do not believe that

this action influences the "financing" of payments by the producer.  Certainly, this action explains

why the  processor  of CEM is not  required  to pay the higher domestic price for CEM.  However,

the mere fact that the processor is not obliged to buy CEM at the domestic price does not demonstrate

a link between this exemption and the financing of payments by the  producer  on the sale of CEM.

The exemption is, in short, not linked to the mechanism by which the producer funds the payments.

                                                
133The Panel used this term to describe the fact that sales revenues from one market—the domestic

market—finance a portion of the costs associated with sales made in another market—the CEM market. (Panel
Report, paras. 5.127, 5.130, and 5.134)

134Appellate Body Report, Canada – Dairy (Article 21.5 – New Zealand and US), para. 90.
135Panel Report, para. 5.134.
136Ibid., paras. 5.115-5.116.
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150. The second other form of governmental action relied on by the Panel was "the prohibition on

the diversion of CEM back into the domestic regulated market".  137  We have already mentioned this

factor in our analysis of governmental action.  138

151. The final governmental action relied on by the Panel was the requirement for producers to

pre-commit to sell CEM.  The Panel found that this requirement creates "an additional incentive" to

sell a larger quantity of CEM than would be the case if producers could decide to sell to that market

"ex post ". 139  Although this may be the case, we also consider it possible that producers are able to

make a reasonably accurate prediction of production levels, particularly as pre-commitment occurs on

a 30-day basis. 140  Further, we think producers are just as likely to err on the side of caution to ensure

that CEM sales do not prejudice their ability to exhaust their quota entitlement to sell milk at the

higher domestic price.  In the light of these doubts, we attach no weight to the pre-commitment

requirement.

152. Before concluding, we wish to comment on Canada's arguments concerning the

approximately 100 producers out of the 8,000 who sell CEM, and out of the total of 19,000 producers

that do  not  participate in the domestic market at all and sell solely CEM.  141  Canada argues that the

Panel erred in finding that, for these producers, sales of CEM involve payments "financed by virtue of

governmental action".  We do not believe that it is necessary for us to make any findings regarding

these 100 producers.  The complaint made by New Zealand and the United States is that Canada has

acted inconsistently with its export subsidy commitments under the  Agreement on Agriculture.

Canada may act inconsistently with these commitments, as we have found, even if some producers

never make payments financed by virtue of governmental action.

153. We also wish to emphasize that we do not suggest that Canada's domestic supply

management system is inconsistent with Canada's obligations under the covered agreements and,

specifically, the  Agreement on Agriculture.  The consistency of Canada's domestic milk supply

management system is  not  at issue in these proceedings.  However, pursuant to Articles 3.3, 8,

and 9.1(c) of the  Agreement on Agriculture,  Canada must ensure that it confines, to its export

subsidy reduction commitment levels, any export "payments" which are "financed by virtue of  " the

governmental action Canada takes to regulate the domestic milk market.

                                                
137Panel Report, paras. 5.117 and 5.134.
138Supra , para. 144.
139Panel Report, para. 5.130.
140Canada's response to questioning at the oral hearing.
141See  supra , footnote 124.
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both the Panel's reasoning and its finding under Article  10.1 of the  Agreement on Agriculture  are

moot and of no legal effect.  There is, therefore, no reason for us to rule upon Canada's appeal of the

Panel's finding under Article  10.1, nor to make any finding under this provision.

VIII. Findings and Conclusions

159. For the reasons set out in this Report, the Appellate Body:
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