27 September 1989

CANADA - IMPORT RESTRICTIONS ON ICE CREAM AND YOGHURT

Report of the Panel adopted at the Forty-fifth Session of the
CONTRACTING PARTIES on 5 December 1989
(L/6568 - 36568)

INTRODUCTION

1.  On7 September and 7 October 1988, the United States and Canada held consultations pursuant
to Article XXI1 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, inacommunicationdated 8 December 1988, requestedthe CONTRACTING PARTIES
to establish a panel to examine the matter under Article XXI11:2 (L/6445).

2. TheCouncil, at itsmeeting on 20 December 1988, agreed to establish apanel onthe 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 Statesin 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 XXI111:2."

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. Andl
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 partieson11 May 1989. It submitteditsreport tothepartiestothedisputeon 12 September 1989.

FACTUAL ASPECTS

5. On28 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 Y oghurt



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

6. A noticeto 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 permitsfor any of therestricted productsfor 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 annua globa quotas
for calendar year 1989 as follows:

(& icecream, 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 alocated 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.  Canadarestricts the importation of a number of dairy products in conjunction with its domestic
milk supply management programme. T hissupply management programme hastwo 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 federa -provincia programmes
with respect to industrial milk (raw milk used for processing into other dairy products).

9.  Themarket for fluid milk, which accounts for approximately 38 per cent of total Canadian raw
milk production, isadministered by each province. At the beginning of each year, an estimateis made
of the total quantity of fluid milk needed to ensure adequate fluid milk availability in each province
on adaily basis. Individual fluid milk quotas are alocated to those farmers authorized to produce
milk for fluid use.

10. Theindustria milk market isadministered nationally under ajoint 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 anti cipated domestic demand for industrial milk productsto whichisadded planned exports
of dairy products minus anticipated imports. This net demand for dairy productsis converted to milk
equivalents. Thisisthe national Market Share Quota (MSQ); it is then shared among provinces who
in turn distribute the provincial share among al farmers producing milk.

11. In Canada all milk production is subject by law to supply management programmes, and sales
of milk outsidethe system areliableto prosecution. Farmerscan sell milk only through their provincia
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 alocation of
the milk to processors. The receipts from the marketings are assigned to two separate pool accounts
- afluid pool account and an industria pool account. Each month afarmer 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 aso in excess of hisindustria quota, it is not eigible for direct
federa payments and an over-quota levy is imposed on this milk. The marketing board deducts the
leviesand transport and administration charges, and paysthe net amountsfrom both poolsto thefarmer.

12. Canadian production of total raw milk, industrial milk, ice cream and yoghurt, aswell asimport
levels of ice cream and yoghurt, are given in the following table. The United Statesis the principal
foreign supplier of ice cream and yoghurt to Canada.
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MAIN ARGUMENTS

Generd

13. TheUnited 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 X1:2. In addition, the implementation of the restrictions
wasinconsistent with Articles X and X111. Thisinfringement of theprovisionsof the Genera Agreement
constituted prima facie a case of nullification or impairment of benefits accruing to the United States
under the GATT. TheUnited States reguested 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 X1:2(c)(i). The
adminigtration of these restrictions was fully consistent with Articles X and XI1l. 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 X1, 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 Noticesto Importers operated to restrict imports. Permits
werenot freely granted to all qualified importers, but only to traditional importerswho could document
their status. The permitswerevalid for alimited 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
thegoodswerein transit. Theuncertainty and limitationsimposed 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 all ocations by each quota holder. The
permits themselves were not restrictive, and the Canadian mechanism, which was the same for al
productssubject toimport quotas, resultedinquotautilization ratesapproaching 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 the importer' s quotaallocation only if they were actually used. It wasleft to the judgement
of the individual importers when and how they used their quota shares.

17. Canada indicated that quotalevels 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 principa 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 X1:2(c)(i)

18. TheUnited States stated that the language of Article XI:2(c)(i), itsinterpretive note, the relevant
drafting history, and prior panel reports adopted by the CONTRACTING PARTIES madeit 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 wherethe 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 agricultura 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 Genera 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 X1:2 was to permit a
government to organize its market for particular agricultura products so as to avoid the problems of
surplus production. Unlike Article X1:2(c)(ii) which specificaly referred to temporary surpluses,
Article X1:2(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 X1:2(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:

1. The measure had to constitute an import restriction rather than a prohibition.

2. Theimport restriction had to be on an agricultural or fisheries product.

3.  Therehadtobeagovernmental measurewhich operatedtorestrict thequantitiesof aproduct
permitted to be marketed or produced.

4.  Theimport 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:
(8 wasin 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, ascompared with the proportion which might reasonably be expected
to rule between the two in the absence of restrictions, with due regard to specia 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 al 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 X1:2(c)(i). Canada had fulfilled this obligation and considered that there was a burden on both
partiesin this case. The Canadian milk supply management system was a comprehensive one which
relied 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 X1:2(c)(i)
in mind, and met all of the criteria for this provision.

23. Canadadid 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 interpretation agreed by the Contracting Parties
inthe EC Tomato Concentrates case.? At thetime of adoption of the Japanese agricultural panel report
Canadahad expressed its 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:

"... adefinition which limits the concept of "like product™ to "fresh or primary" products aone
failstotake account of the operational realitiesrelated to the marketing of fresh productsin other
forms. This is particularly evident, for instance, in world trade in the dairy sector, where
industrial milk is amost always traded in a further processed form. It is our view that, in
interpreting Article X1:2(c)(i), an excessive and overly rigid differentiation between primary
products and their derivativeswould, in certain cases, render inoperable the genera application
of the Article as intended by the drafters.” (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 caseinvolved import restrictionson the same or similar products.
The Japanese pand report had recently been adopted by the Council by consensus, despite Canadd s
misgivings. Canada was seeking to abandon the limitations agreed to in the interpretative note to
Article X1:2, at least with respect to thedairy 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. Canadamaintained that it effectively managed the supply of al domesticaly produced milk, through
the provincia controls on fluid milk and the joint federal provinciad market share quota system for
industrial milk. It wasan agreed interpretation of the General Agreement that "in interpreting theterm
"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 alevel

'Report of the Pandl on " Japan - Restrictions on Imports of Certain Agricultura Products’, L/6253,
adopted 2 February 1988.

“Report of the Panel on "EEC - Programme of Minimum Import Prices, Licences and Surety
Deposits for Certain Processed Fruits and Vegetables', BISD 25598-103.



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 individua
farm level, and the imposition of severe financia disincentives for overproduction assured the
effectiveness of the system. The level of return received by producers for over-quotaindustrial milk
was |lower than the cash cost of production. The over-quotalevy 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. Inthe most recent six years,
over-gquota 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 (M SQ) and applications for increased M SQsindicated 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. Thedifferentiation between"fluid" and "industrial” milk wasan artificia
one for administrative purposes; withregard to GATT obligations, the product at issue was raw milk
from the cow, regardliess of what further use was made of it. The use of the word "permitted" in
Article X1:2(c)(i) required that therebealimitation on thetotal quantity of milk that domestic producers
were authorized or allowed to produce or sell. The provincia 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
afarmer'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 compl etely
recover al of their fixed and variable costs on their within-quotadeliveries. Thefarmer was permitted
to produce and market milk in excess of the quota, and perhaps had an economic incentive to do so.

27. TheUnited States noted that in the past six yearstotal industrial milk production had consistently
exceeded the established Market Sharing Quota, and concluded that the Canadian system was aregulation
of production but not a restriction of production. Proposals to amend Article X1:2(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 anayses 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 asincentivesto produce. According tothe officia
publication of the Canadian Dairy Commission, akey 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 al 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
commercialy in Canadaincluding 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 X1:2(c)(i)
allowed import restrictions on agricultural products "imported in any form". lce cream and yoghurt
wereindustrial milk "in any form" within the meaning of thisArticle. Asdemonstrated inthedrafting
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



adairy 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. TheUnited States maintained that milk, even "industrid"” 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 wasits domestically produced ice cream
or yoghurt. Although Article X1:2(c)(i) permitted application to the like product "in any form", its
interpretive note madeit explicit that thismeant " 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 al the conditions of the interpretative note to
Article X1:2(c)(i). The drafters viewed "in an early stage of processing and still perishable” to be a
single concept. 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 "inany form". Therewasadirect paralel between the processing of fresh herring into kippers,
and the processing of raw milk into ice cream and yoghurt. Kippers, likeice 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 asimple, direct and continuous process. Raw milk entered the
dairy processing plants, and any one of a number of products, including ice cream and yoghurt came
out. Oncethe 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 commercid quantities involved sophiticated
equipment, the processes they performed were essentidly very smple. There was no storage of industria
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 commerciadly. 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 commercia sae, but that did not negate the fact that they werein an "early stage
of processing”.

31. TheUnited Statesindicated that ice cream and yoghurt were not in an early stage of processing,
but were products which had undergone thefinal stage of amultistep production process. A significant
number of additional ingredients had been added, the products had been adapted for distinctly different
uses, and processed into finished, packagedretail products. They werepreparedfoodsand borevirtually
no resemblance to the raw commodity from which they were primarily derived. Article X1:2(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
was limited to only those agricultural products that were at or near the beginning step of the series
of operations undertaken to convert the raw agricultura 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.”
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Still perishable

32. Withregardto 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 common understanding that ice cream and yoghurt were perishable products and they
were treated as such by the industry and by consumers. Without constant, specialized handling they
would spoil within hours. Under appropriate storage conditions the shelf life of yoghurt was
approximately three weeks and that of ice cream produced to Agriculture Canada specifications, only
threemonths. Therewasno basisfor theUSargument that the processed product had to be as perishable
asthe primary product in order to be considered as " still perishable”. 1n the Canadian view, to accept
the US argument would be to deny the application of the term "in any form" to virtually all the dairy
sector, thus effectively denying the industrial milk sector coverage under Article XI:2(c). The EC
Tomato Concentrates Panel considered that "tomato concentrate was still perishable because after a

certain time it would declinein quality and value".® Kipperswere less perishable than fresh herrings.

33.  The United States recognized that al agricultural products and al prepared foodstuffs were to
some extent perishable. However, the United States argued that the phraseology of the interpretive
note, limiting application to "the same products ... when still perishable”, was intended to exclude
not only shelf stable foods but aso those which had been processed in such a way as to reduce their
perishability when compared to therestricted domestic fresh product, and which were capable of being
stocked. As the Panel on Japanese Agricultural Restrictions had noted, "one of the purposes of
Article X1:2 (c)(i) wasto alow governmentsto intervenein situationsin which there was an unexpected
excess of supplies of agricultura products that could not be stored under normal conditions until the
market had improved" (L/6253, page 62). The drafters of the provision had stated that what they had
in mind was " the perishable kind of processed product, not the kind which is capable of being stocked"
(EPCT/A/PV/19). Such a situation of unexpected excess supply rarely occurred in the dairy sector
because milk output was largely a function of the number, breeds, and ages of the cows and was not
closely related to the weather or other factors that varied widely on the short term. To the extent that
governments withdrew excess supplies - normally stored as non-fat dry milk, butter, and cheese - from
the market, such measures were usually undertaken to achieve long-term domestic price and producer
income objectives rather than to remove short-term excesses resulting from the " capricious bounty
of nature". Accordingly, the purposes of the exception would not be advanced by giving the words
"gtill perishable" a broad meaning in the context of the dairy sector.

34. TheUnited States observed that ice cream and yoghurt were not " still perishable” in comparison
to raw milk and could be stored, if necessary, for extended periods. Under modern production
techniques, ice cream and yoghurt could be manufactured from intermedi ate stage products previously
processed from milk - such as butter oil, plastic cream, non-fat dry milk, caseinates, whey powder,
and the like - many of which themselveswere highly shelf stable products. Unexpected excess supplies
of raw milk would not cause ice cream and yoghurt to flood the market and depress prices. Moreover,
some of the ice cream and yoghurt products subject to Canada' s import restrictions, such as frozen
yoghurt and certain hard-frozen ice cream novelty items, could be stored for oneyear or more. These
products were thus not "still perishable’.

*Report of the Panel on "EEC - Programme of Minimum Import Prices, Licences and Surety
Deposits for Certain Processed Fruits and Vegetables', BISD 255100, paragraph 4.10.
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Directly competitive

35. Canada considered that imported ice cream and yoghurt, if uncontrolled, would displace
domestically producedicecream and yoghurt. Thisisturnwould resultinalower demand for industria
milk. What had to be examined was the effects of the imports on the producers. Imported ice cream
and yoghurt competed directly with raw milk in theeffect that they had on the supply control programme
under which the producers operated. Industria milk was not available to consumersin its raw state
but only in its processed forms. A consumer purchasing imported ice cream or yoghurt was thus
purchasing aproduct which was directly competitive with that produced by the Canadian industry from
industrial milk, leading to a reduction in demand for industrial milk from Canadian farmers. This
was the same situation as fishermen experiencing decreased demand for fresh fish due to imports of
kippers, or farmers selling fewer tomatoes due to imports of tomato concentrates. Canada rejected
the US argument that products such as cakes, cookies and confectionary items made from milk would
also be covered under Article XI:2(c)(i). Milk was not the primary component of these products, but
rather a secondary component.

36. The United States replied that the condition under Article X1:2(c)(i) was that the processed imported
product had to " compete directly with the fresh product” subject to domestic production, in this case,
fresh milk. Products which competed directly were those which cameinto rivalry in amarket without
any intervening step or diverting factor. Imported ice cream and yoghurt competed directly with
domestically produced ice cream and yoghurt, and were all consumed as snacks and desserts. They
did not competedirectly with thefresh product - raw milk - at all. These productsdid not even compete
in the same markets; fresh milk was marketed to creameries for processing, whereas ice cream and
yoghurt were normally marketed to retail outlets.

37. Further, the United States noted that the language of the interpretive note to Article X1:2(c)(i)
was explicit with regard to " compete directly with", which did not mean the same as " compete with",
"competeindirectly with", or muchless"displace". Astheimportation of every processed food product
could arguably result to some extent in a decline in demand for the commaodities used as ingredients,
virtudly al processed food products would qudify under Canada s displacement argument. The drafting
history made it clear that the exception could not be used with respect to indirect competition such
as between apples and bananas, much less, the United States argued, could it embrace such indirect
competition as existed between prepared foods and the raw agricultural commaodities from which they
were processed.

Would make the restrictions ineffective

38. Canadanoted that it wasnot historical levelsof tradewhich wererelevant, but rather the potentia
for unrestricted imports to displace domestic production of ice cream and yoghurt, which accounted
for 11 per cent of industrial milk production on a butterfat basis. Uncontrolled imports could cause
adomestic surplus of raw milk, and would require either a scaling back of production during the year
and/or increased payments by farmers for disposal. Farmers accepted restrictions on domestic milk
production, but expected that as part of the arrangement imports should not be alowed to take unfair
advantage of the situation. As uncontrolled imports of ice cream and yoghurt would alow other countries
to circumvent the governmental measures restricting domestic milk production, this would threaten
the effectiveness of Canada s supply management programme for industrial milk.

39. The United States found no reason to believe that if ice cream and yoghurt were permitted to
befreely imported they would tend to make i neffective the Canadian production restriction onindustrial
milk. These products had been freely imported over the many years Canada had a supply management
system for industrial milk without any Canadian claim that they caused any problem whatsoever for
the milk supply programme. Unrestricted imports of ice cream and yoghurt had not even gained three
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tenths of one per cent of the market share during any of the 5 years prior to the imposition of import
restrictions. Even if imports were to register a sudden and dramatic increase, it was hard to believe
that they could eliminate al the domestic competition. Unrestricted imports of ice cream and yoghurt
combined during the five most recent years had not even approached the amount of oversupply Canada
tolerated under its Market Share Quota. The United States further noted that Canada had failed to
present any evidence to substantiate its argument. Acceptance of an hypothetical, worst-case scenario
without supporting evidence would render this criterion meaningless.

Necessary

40. Canada stated that its supply management system was comprehensive and its effectivenessrelied
on an interreation between production controls, over-quota production penaties, and an accurate measure
of total supply to the market. Imports were one of the essential elements used in the calculation of
the Market Sharing Quota. In order to maintain the system, it was necessary to monitor the level of
importsand to bring importsunder control when the level s become high enough to threaten the system.
Prior to 1987, Canada had no reason to anticipate that United States exports of ice cream to Canada
would exceed traditional levels. Since that time, however, the situation had changed considerably as
changes in the United States dairy support programme included in the Food Security Act of 1985
encouraged the expansion of US dairy exports. This Act provided for continued unlimited support
purchasing of surplus product by the US government. Export opportunities were further promoted
by the US government's Targeted Export Assistance Programme for ice cream and other high value
products. These developments, along with the widening differentia between United States and Canadian
milk support prices and the scheduled elimination of the tariffs on ice cream and yoghurt under the
Free Trade Agreement, led to the determination, as part of a continuing review of imports, that continued
uncontrolled access for imports of these products would threaten the Canadian system. Expectations
of greatly increased ice cream and yoghurt imports were substantiated by the large requests for quotas
for these products after controls were instituted. Furthermore, Canada noted that while imports of
specific types of products might berelatively small, the accumulation of uncontrolled imports of many
different products would render the system ineffective, making their restriction necessary. It was
accepted in the GATT that relatively small amounts of imports had the potential of disrupting markets.
The Working Party on Canadian Egg Quotas (BISD 23591) had found that import quotas of |ess than
one per cent of domestic production met the requirements of Article XI.

41. The United States recalled the statement of the Working Party on Quantitative Restrictions that
"it would be an abuse of intent of the provisions under paragraph 2(c)(i) of Article X1 if the contracting
parties were to apply restrictions to processed products exceeding those " necessary” to secure enforcement
of the actual measure restricting production or marketing of the primary product” (BISD 35190).
Canada had established quota amounts for imports of ice cream and yoghurt (processed products)
equivalent to approximately 0.0001 per cent of the quantity of domestic production of raw milk (the
primary product) authorized by the MSQ even though Canada had permitted over-quota domestic
production of approximately 4.0 per cent. TheUnited Statesalso objected to Canada sattempt tojustify
itsimport quotas by reference to the reductions in US dairy price support levels pursuant to the Food
Security Act of 1985. These unilateral reductions of domestic price supports might have the incidental
effect of making US exports of dairy products more price-competitive on the world market, but a
Contracting Party should not invoke such desirable and progressive attempts to reduce trade-distorting
domestic price supports as ajustification for imposing protectionist trade barriers. The United States
also pointed out that the Targeted Export Assistance Programme, with one exception, had not been
used to promotethe marketing of icecream, and the soleinstance in which it was so used did not involve
exports of ice cream to Canada. Moreover, the United States noted that the official publication of
the Canadian Dairy Commission declared: " Canada sdairy policy is based on nationa self-sufficiency
in milk production on a butterfat basis. This means the domestic market is essentialy supplied from
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Canadian milk production ..."* This assertion of the true policy of Canada undermined the undocumented
explanations based upon changes in the United States dairy programme. Finaly, the United States
maintained that the Report of the Working Party on Canadian Import quotas on Eggs was irrelevant.
It also noted that the Working Party did not render any conclusion with respect to whether the quotas
on imports of eggs met the requirements of Article XI:2(c)(i).

Public Notice

42. Canada stated that the decision to place ice cream and yoghurt on the Import Control List was
announced on 19 January 1988 by the Ministers of International Trade and Agriculture. The changes
to the Import Control List were published on 28 January 1988 and details were sent to importers and
foreign missionsin Canada, and the contracting partieswere officially notified (L/6462). Quotalevels
were not announced in 1988 due to ongoing consultations with the largest supplying country - the
United States. Thelevelsfor 1989 wereannouncedinaNoticetolmporterscirculated 17 January 1989.
One quotawas established for the variousice cream products asthis provided the importer with greater
flexibility in determining exactly which items to import, thus encouraging a fuller utilization of the
quota.

43. The United States observed that the requirement in Article X1:2(c) was for "... public notice
of thetotal quantity or value of the product permitted to beimported...". Canadahad failed to provide
such notification of the total amount of ice cream and yoghurt permitted to be imported during 1988.
The notification for 1989 was of a "basket" quota for ice cream. The United States recalled that a
previous panel had found that the establishment of "basket" quotas could not satisfy the requirements
of Article X1:2(c) (L/6253, p.68, paragraph 5.3.1.3).

Proportionality of Imports

44. Inestablishing thelevel of quotas, Canadaindicated that it had considered theimport levelsduring
thethree-year period immediately preceding theintroduction of import restrictions. 1t had set the quota
for ice cream at 345 tons, which was the average for this three-year period. In determining the level
for yoghurt, Canada had noted an increasing trend in imports and had decided to set alevel of 330
tonsto accommodatethisrisingtrend. Thisresultedinahigher level thanif an averageover athree-year
period had been used.

45. In determining the levels of imports of ice cream and yoghurt in future years, Canada stated
its intention of maintain proportionality with domestic production of industrial milk. If domestic
industrial milk production increased, so would import levels. Similarly, if domestic production fell,
import levels would aso be lowered. Canada was not asking other contracting parties to assume a
greater burden than it was asking of its own dairy farmers. Nor could Canada ask its dairy farmers,
whose production was being restricted, to suffer further penaties due to uncontrolled imports.

46. TheUnited States argued that whereas Canada had frozen the volume of imports at an historical
level (between 1984 and 1987 for some importers and between 1985 and 1987 for other importers),
Canada had undertaken no action to similarly freeze the volume of milk alowed to be produced and
marketed and had placed no restriction whatever onitsproduction or marketing of ice cream or yoghurt.

“The Canadian Dairy Commission Annual Report, 1987-1988, page 4.



-14 -

Furthermore, Canada had made no provision which would alow the importation of ice cream and yoghurt
to increase as domestic demand and supply increased. Canadahad aso failed, in determining the quota
amount, to give due regard to the most salient special factor affecting trade in these products: the
reduction and eventual elimination of customs duties on these products resulting from the
United States-Canada Free Trade Agreement (FTA). The undoubted effect of the removal of these
barriers to trade would have been to increase the volume of imports of these products into Canada,
in particular from the United States.

Articles X and XIII

47. The United States indicated that Canada had failed to observe the procedura obligations of
Article X:1, Article X:2 and Article X111:3(b). These provisions of the Genera Agreement created
distinct obligations in addition to the requirement of public notification arising under Article XI:2(c).
In brief, any contracting party undertaking to impose quantitative limitations had to provide prior
notification to interested governments and traders of the total quotaamount. Canada had implemented
its quota on imports of ice cream and yoghurt before it provided any officia notice, even to Canadian
importers, and maintained its quotas for one year before providing any public notice of the total quota
amount. In doing so, Canada had breached its obligations under these provisions of the General
Agreement.

48. Canada stated that the Notices to Importers regarding import controls on ice cream and yoghurt
had been widely distributed in advance of the application of restrictions. Whereas Article X111:2(a)
recommended, whenever practicable, that quotas be fixed and notice given of their amount,
paragraph 2(b) of that Article recognized that in some cases quotas were not practicable and that
restrictions could be applied through permits. Because of the ongoing consultations with its maor
supplier, it had not been practicable for Canada to fix quotas in 1988; however the quotas for 1989
had been fixed and announced in accordance with Article X111:2(a).

49. In addition, Canada observed that Article X111:4 gave authority for the initial selection of a
representative period and appraisal of specia factors to the country imposing import restrictions under
Article X1:2(c)(i). This provision required this country to consult promptly with other contracting
partiesontheir request. Canadahad held both formal and informal consultationswith theUnited States
on anumber of occasions, and considered its actionsto be fully consistent with this provision. Canada
further noted that it used the same permit system for al products subject to import quotas, with standard
forms and procedures. The utilization rate for these quotas approached 100 per cent.

Nullification and Impairment

50. The United States maintained that Canada s import restrictions on ice cream and yoghurt were
inconsistent with Article X1:1 and were not justified by Article XI:2(c)(i). These actions had resulted
primafacie in anullification or impairment of benefits accruing to the United States under the General
Agreement.

51. 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 X1:2(c)(i) of
the General Agreement, as well as Articles X and XI1I. Assuch, Canada's action did not nullify or
impair any benefits accruing to the United States. Without these controls, unlimited imports of these
products would circumvent the domestic restriction on the production of industrial milk. Thiswould
make it impossible for Canada to maintain the effectiveness of its supply management programme for
industrial milk.
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SUBMISSIONS BY OTHER CONTRACTING PARTIES

The European Community

52. The European Community considered that the measures applied by Canada on imports of ice
cream and yoghurt were incompatible with its obligations under the General Agreement, in particular
Article XI. It observed that Canada must provide the proof that it had fulfilled all the necessary
conditions for an exception under Article X1:2(c)(i), and did not believe that Canada had met the
requirements that: (a) the domestic measures and import restrictions applied to like or directly competing
products; (b) that ice cream and yoghurt were covered by Canadian governmental measures; or (C)
that the import restrictions were necessary to the enforcement of domestic measures.

53. With regard to the first point, the Community noted that industrial milk, and yoghurt and ice
cream, werenot like products. Although thelatter were usually manufactured from milk, they included
many other components, such as sugar, fruit, cocoa and so forth. Thetariff classification for yoghurt
included it with "dairy products’, whereas ice cream was considered under "miscellaneous edible
preparations’, further reflecting thefact that, for the consumer, these productswerenot interchangeable
withmilkintheir use. TheCommunity a so observedthat icecream and yoghurt werefinal consumption
goods, ready to be marketed, and werethus not products "in an early stage of processing”. In addition,
there was no evidence that consumers might replace purchases of milk by purchases of yoghurt or ice
cream, and so these products could not be considered as directly competitive with milk.

54. Asice cream and yoghurt were not like products "in any form" to milk, Canada could invoke
the exception under Article X1:2(c)(i) only if it were restricting its domestic production of ice cream
and yoghurt, but there were no such domestic restrictions. Canadian production restrictions applied
only to raw milk, not to any of its processed products. Finaly, the Community observed that given
the low level of imports and the favourable conditions of the Canadian markets for ice and yoghurt
the restrictions on imports were not necessary. It cited officia Canadian publications which reported
rising sales for Canadian-made ice cream and yoghurt as growing demand for these products allowed
for increased sales prices.

Japan

55. Japan observed that the term "like product” had different meanings under various provisions
of the General Agreement and that the scope of "like product” in Article XI:2(c) had never been fully
established. Fresh milk was amost always traded in its processed forms. Some dairy products could
be easily reconverted back into milk. Thereforeit wasreasonableto consider that somedairy products,
and in particular those that could be reconverted, should be considered "like products’ under
Article X1:2(c). Theruling of the Panel on Japanese Restrictions on Imports of Certain Agricultural
Products (L/6253), that "like product” was confined to the product in its original form, was not
necessarily appropriate in that it did not address the actual mode of trade in fresh milk and dairy
products.

56. Furthermore, although generalized criteria had not been established with regard to perishability,
Japan recalled that the Panel on the EEC's Processed Fruits and Vegetables (L/4687) had concluded
that tomato concentrate was perishable on the grounds that "after a certain time it would decline in
quality and value". The conclusion was not based upon the perishability of fresh tomatoes. It would
thus not be reasonabl e to require the same degree of perishability asthat of thefresh product in deciding
the perishability of a processed product under Article XI:2.
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FINDINGS
Introduction

57. ThePanel noted that the issue before it concerned restrictions maintained by Canada on imports
of yoghurt and various ice cream products. The Panel observed that the quotas applied by Canada
were prohibited by Article X1:1. This was not contested by the parties; at issue was whether these
measures could be justified under Article X1:2(c)(i), and if so, whether the restrictions were administered
in conformity with the provisions of Articles X and XI1I. A further issue raised by the United States
was whether the permit system per se operated as a restriction on imports in contravention of
Article XI:1.

58. ThePanel proceeded to examine whether Canada s import restrictions on ice cream and yoghurt
could be justified under Article XI:2(c)(i). The text of this paragraph provides that:

"2. The provisions of paragraph 1 of this Article shall not extend to the following: ....

(© Importrestrictionsonany agricultural or fisheriesproduct, imported inany form, necessary
to the enforcement of governmental measures which operate:

(i) to restrict the quantities of the like domestic product permitted to be marketed or
produced, or, if thereis no substantial domestic production of the like product, of a
domestic product for which the imported product can be directly substituted;”

and further (in last sub-paragraph) that:

"Any contracting party applying restrictions on the importation of any product pursuant to
sub-paragraph (c) of this paragraph shall give public notice of the total quantity or vaue of the
product permitted to be imported during a specified future period and of any change in such
quantity or value. Moreover, any restrictions applied under (i) above shall not be such as will
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. In determining this proportion, the contracting party shall pay due regard to the
proportion prevailing during a previous representative period and to any specia factors which
may have affected or may be affecting the trade in the product concerned.”

59. The Panel recaled that it had previously been concluded that a contracting party invoking an
exception to the Genera Agreement bore the burden of proving that it had met all of the conditions
of that exception.® It also noted, as had previous panels, that exceptionswereto beinterpreted narrowly
and considered that this argued against flexible interpretation of Article X1:2(c)(i).® The Pand was
aware that the requirements of Article X1:2(c)(i) for invoking an exception to the genera prohibition
on quantitative restrictions made this provision extremely difficult to comply with in practice.” However,

*Report of the Panel on " Canada - Administration of the Foreign Investment Review Act", BISD
305140, 164; Report of the Pand on " Jgpan - Restrictions on Imports of Certain Agricultural Products’,
L/6253, p. 64; and Report of the Panel on " European Economic Community - Restrictions on Imports
of Dessert Applies - Complaint by Chile", L/6491, p. 37.

®See, for example, Report of the Panel on " Japan - Restrictions on Importsof Certain Agricultural
Products’, L/6253, p. 65 and Report of the Panel on "EEC - Restrictions on Imports of Apples -
Complaint by the United States", L/6513, p. 33.

'See, e.g., Report of the Panel on"EEC - Restrictions on Imports of Dessert Apples- Complaint
by Chile", L/6491.
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any changeintheburden of proof could haveconsequencesequiva ent toamending Article XI, seriously
affecting the balance of tariff concessions negotiated among contracting parties, and was therefore outside
the scope of the Panel's mandate.

60. ThePand aso noted that there existed dissatisfaction with Article X1:2(c)(i) and that itsrevision
was under discussion. The focus of this provision was limited to a fresh product restricted by the
domestic measuresand the competition thisproduct faced fromimports. Theprovisionwasnot designed
to address the difficulties of a domestic processing industry that, as a consequence of the domestic
restrictions on the fresh product, faced higher raw materid costs, making it less competitive with imports.
To the extent that Article X1:2(c)(i) could be applied to imports of processed products, it was solely
on the basis of their relationship to the fresh product under domestic restriction. This was evident
from the text of the provision and its interpretative notes. The drafters had expressy indicated, with
regard to the application of the exception to processed products that "... [i]n particular, it should not
be construed as permitting the use of quantitative restrictions as a method of protecting the industrial
processing of agricultura or fisheries products’ (Havana Reports, ICITO/1/8, p. 94). Although the
Panel recognized that there could be concern over the practicability of applying the criteria of
Article X1:2(c)(i) withrespect to processed products, it wasnot thefunction of panel sto propose changes
to the provisions of the General Agreement but to make findings regarding their interpretation and
application.

61. The Panel considered the arguments presented by the parties with regard to the relevance of
previous panel reports, andin particular that on Japan - Restrictions on Imports of Certain Agricultural
Products (L/6253). That panel had also examined the application of quantitative restrictions to various
processed dairy products. The Panel recognized that although the circumstances of the cases were
quite different, some of the Japanese Agriculture Pandl's considerations were relevant to this case.
At the same time, however, on some issues of particular importance before this Panel, the report of
the Japanese Agriculture Panel was useful but could not provide definitive guidance. The Panel thus
thoroughly examined the questionsbeforeit in light of therelevant provisionsof the General Agreement,
taking account of al relevant previous panel findings.

62. Asthe party invoking an exception, it was incumbent upon Canadato demonstrate that the measures
applied to imports of ice cream and yoghurt met each of the conditions under Article X1:2(c)(i) and
Xl1:2(c) last sub-paragraph, in order to qualify in terms of these provisions for exemption from
Article XI:1.

These conditions are:

- the measure on importation must constitute an import restriction (and not a prohibition);

- the import restriction must be on an agricultural or fisheries product;

- the import restriction and the domestic marketing or production restriction must apply to

"like" productsinany form (or directly substitutable productsif thereisno substantial production

of the like product);

- theremust be governmental measureswhich operateto restrict the quantities of the domestic
product permitted to be marketed or produced;

- theimport restriction must be necessary to the enforcement of the domestic supply restriction;
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- the contracting party applying restrictions on importation must give public notice of the
total quantity or value of the product permitted to be imported during a specified future period;
and

- the restrictions applied must not reduce the proportion of total imports relative to total
domestic production, as compared with the proportion which might reasonably be expected to
rule between the two in the absence of restrictions.

63. ThePanel concurred with thetwo partiesthat thefirst of these conditions had been met: Canadd s
measures constituted a restriction and not a prohibition of trade.

The Import Restriction must be on an Agricultural or Fisheries Product

64. ThePand observed that the Parties had not made detailed arguments with regard to this criterion
of Article X1:2(c)(i). Theterm "agricultural product” is not defined in the General Agreement. The
long-standing practice of the GATT, as evident in past rounds of trade negotiations and previous panel
reports, wasto accept that productsfalling under Chapters 1 to 24 in the Customs Cooperation Council
Nomenclature could in principle be regarded as agricultural products.® The Panel further noted that
ice cream and yoghurt were food products generally regarded by consumers and the industry to be
agricultural products. The Panel thus found that ice cream and yoghurt were agricultural products
within the meaning of Article XI:2(c).

Like Products Imported in any Form

65. ThePanel then proceeded to examinewhether theimport restrictions and the domestic production
restrictions applied to "like" products "in any form". The first issue was to determine the relevant
"fresh" Canadian product. Although Canada maintained that it effectively restricted the production
of all milk, its arguments had primarily made reference to industrial milk. Y et the differentiation of
"fluid" milk (raw milk used for processing into table milk and cream) and "industrial milk" (raw milk
used for processing into other dairy products) was recognized to be merely an administrative
differentiation, based on the intended use of the milk and not on any intrinsic differences.

66. The Pand recalled that in the drafting of the Genera Agreement, it was argued that
Article X1:2(c)(i) was necessary dueto ... the capricious bounty of nature, which will sometimesgive
you a huge catch of fish or ahuge crop ..." and because of the existence "... of a multitude of small
unorganized producers that cannot organize themselves' (EPCT/A/PV/19). It was clear, therefore,
that the domestic product subject to restrictions had to be the product produced by farmers. In this
case the farmers were producing raw milk, not "industria” or "fluid" milk. The Panel found that
the relevant Canadian "fresh" product subject to restriction was total raw milk.

67. The Pand next considered whether ice cream and yoghurt were "like" products to raw milk.
In the drafting of this provision it had been stated that the words "like products” in Article X1:2(c)
"... definitely do not mean what they mean in other contexts - merely a competing product”
(EPCT/C.11/PV.12). The Japanese Agriculture Panel had observed that Article X1:2(c)(i) and the note
supplementary to it regarding "in any form" established different requirements for (@) restrictions on
the importation of products that are "like" the product subject to domestic supply restrictions
and (b) restrictions on the importation of products that are processed from a product that is "like" the

°See, e.g., Report of the Panel on "Japan - Restrictions on Imports of Certain Agricultural
Products", L/6253, p. 61.
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product subject to domestic supply restrictions.’® The Japanese Agriculture Panel had considered that
this differentiation would be lost if a product in its origina form and a product processed from the
original one were to be considered to be "like" products within the meaning of Article X1:2(c). This
Panel concurred with that observation. It further noted that there was virtualy no international trade
in raw milk.

68. The Panel therefore considered whether ice cream and yoghurt were "like" products "in any
form" to raw milk. It wasrecognized in Article X1:2(c)(i) that it might be necessary to restrict not
only the fresh product, but also some of its processed forms. However, the scope of this exception
from the genera prohibition on quantitative restrictions was limited by the interpretative note Ad
Article XI:

"Paragraph 2(c)

Theterm "in any form" in this paragraph covers 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.”

Thus, the exception could not be extended to all processed forms of the fresh product but only to those
which met the specified criteria.

69. In the Havana Charter this provision had been redrafted to read:

"... imported "in any form" means the product in the form in which it is originaly sold by its
producer and such processed forms of the product asare so closely related to the origina product
asregards utilization that their unrestricted importation would maketherestriction of the original
product ineffective" (Note to Article 20, emphasis added).

It was this close relationship with regard to use that justified extension of the exception to some forms
of processed products. Whiletheinterpretative notetothe General Agreement focused moreon defining
the acceptable forms of the processed product, i.e. those that were in an early stage of processing and
still perishable, the concept of a close relationship in terms of use was nonetheless retained in the
requirements that the processed product compete directly with the fresh one to the extent that its free
importation would render ineffective the restrictions on the fresh product. There was no evidence in
either the drafting history nor the texts of the General Agreement itself that the exception was ever
meant to apply to al, or even most, of the processed forms of any particular fresh product.

70. Inlight of these considerations, the Panel examined whether ice cream and yoghurt met al the
conditions for "like" products "in any form": that they werein an "early stage of processing”, "still
perishable”, "directly competitive" with raw milk and if freely imported would "make the restriction
onthefresh product ineffective’. TheexceptiontoArticle XI:1 could beapplied only to thoseprocessed
products which met al of these conditions.

Early Stage of Processing

71. Withregardto"early stageof processing”, the Panel did not find sufficient the Canadian argument
that products resulting from a direct continuous processing method should be considered ipso facto
asin an early stage of processing. "Continuous' processing could theoretically be continued until
a highly processed product (e.g. powdered cake mix) resulted. Neither could the Panel accept the

1°Report of the Panel on "Japan - Restrictions on Imports of Certain Agricultural Products”,
L/6253, p. 62.
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implication of the US argument that any consumer-ready processed product could not be considered
as in an early stage of processing. Drinking milk, having been pasteurized and homogenized, was
a"processed”, consumer-ready product, yet it would be difficult not to consider drinking milk to be
"in an early stage of processing”. The Panel noted that not all ice cream and yoghurt products were
a the same stage of processing. For example, it appeared that fresh yoghurt was less processed than
frozen yoghurt mix, and bulk ice cream less processed than individually packaged, chocolate-coated,
moulded ice cream bars. A finding with respect to the "early stage of processing” criterion would
thus require an examination of the processing of each type of product subject to theimport restrictions.
Given the variety of modern production methods and the rapid changes in technology, the Pandl also
had doubts whether the concept "early stage of processing” could provide much guidance as to the
interpretation of Article XI:2(c). Inlight of itsfindings on the other requirements of Article X1:2(c)(i),
the Pandl did not consider it necessary to make a finding in this regard.

Still Perishable

72. With regard to "till perishable”, the Panel observed that both parties agreed that ice cream and
yoghurt required special handling and storage conditions, and that the shelf life of fresh yoghurt was
approximately three weeks. Canada had stated that ice cream made according to Agriculture Canada
standards had a three-month shelf life. The United States had provided evidence that the ice cream
it exported could be stored for 12 months. The United States further argued that a product which had
undergone processing to make it less perishable than the raw product could no longer be considered
to meet the requirements of this provision. The Panel did not agree with this interpretation; the
interpretative note required only that the product be "still perishable”, not "as perishable as the fresh
product”. The Pand recognized that there were considerable differencesin perishability between products
such as fresh yoghurt with its two to three week shelf life, and frozen yoghurt mix or someice cream
products which could be stored for up to one year. The Panel observed that there was no agreed
definition of perishability inthe General Agreement and littleguidance provided by thedrafting history.
Thedraftershad stated that ... what we havein mind hereisthe perishable kind of processed product,
not the kind which is capable of being stocked" (EPCT/A/PV/19). A previous panel had found that
a product was still perishable because it would decline in quality and value after a certain time.**
However, as virtualy all agricultural products declined in quality and vaue after a certain time, the
Panel did not believe that this previous finding provided sufficient guidance for clearly distinguishing
between perishable and non-perishable items. As with the concept "early stage of processing”, the
Panel observed that rapid changesin technology sincethe Genera Agreement was drafted raised doubts
asto the practicability of using the concept of " still perishable” to distinguish the itemsthat fell within
the scope of Article X1:2(c) from those that did not. The Panel recaled that compliance with
Article X1:2(c)(i) required that all of its conditions bemet. The Panel did not feel that it wastherefore
necessary to make a finding with regard to perishahility.

Directly Competitive

73. The Pand then proceeded to examine whether ice cream and yoghurt " compete directly” with
freshraw milk. Canada argued that imported ice cream and yoghurt competed directly with Canadian
produced ice cream and yoghurt and thus displaced the raw milk which would have been processed
into these products. The United States argued that ice cream and yoghurt were neither substitutable
for nor destined for the same marketsasraw milk. ThePanel considered that theterm " competedirectly
with ..." imposed a more limiting requirement than merely "compete with". As stated in the US
arguments, the concept of " displacement” was apparently not intended by this provision. The essence
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of direct competition was that a buyer was basically indifferent if faced with the choice between one
product or the other and viewed them as substitutable in terms of their use. Only limited competition
existed between raw milk and ice cream and yoghurt. Their marketing was quite different, and as
was implied in the Canadian arguments the competition which did exist was related to displacement
of raw milk used in Canadian ice cream and yoghurt production. The Panel recalled that thisprovision
was not designed to protect the processing industry. It further recalled its consideration concerning
the narrow interpretation of exceptions (paragraph 59 above). The Panel did not consider it appropriate
to broaden the scope of this requirement to include the concept of displacement or indirect competition.
The Panel thus found that imports of ice cream and yoghurt did not compete directly with raw milk
in terms of Article X1:2(c)(i).

Would Make the Restrictions Ineffective

74. TheexceptiontoArticle X1:1isfurther limited by itsapplication only to those processed products
whose free importation would render ineffective the restrictions on the fresh product. The drafters
agreed that the exception ... should not be construed as permitting the use of quantitative restrictions
as amethod of protecting theindustria processing of agriculturd or fisheries products’ (Havana Reports,
ICITO//8, p. 94). Canada argued that developments in the United States dairy situation encouraged
the expansion of US exports. Uncontrolled imports of these products could displace close to 11 per
cent of itsindustrial milk production (on a butterfat basis). Asthe United States had pointed out, the
current Canadian dairy restriction programme had been in force since 1976, and athough many other
dairy productshad been subject to quotas sincethat time, it had not previously been considered necessary
to restrict imports of ice cream and yoghurt. Unrestricted imports of ice cream and yoghurt in the
fiveyearspreviousto the 1988 imposition of restrictions averaged, respectively, two-tenths of one per
cent and three-tenths of one per cent of Canadian production of these products. Their impact upon
total raw milk production in Canada could only be considered as minuscule.

75. The Panel recognized that Canada s concern was with regard to potential import levels, rather
than historic ones, and with the accumulated effects of imports of various dairy products and the
consequentia effects on its domestic milk program. Prior to the imposition of the quantitative
restrictions, imports of ice cream and yoghurt into Canada had been very small compared to Canadian
production of theseitems, and these imports amounted to | ess than ten one-thousandths of one per cent
of Canadian raw milk production. The factors cited by Canada could potentially lead to an increase
in thisimport level; however, Canada had not provided evidence sufficient to convince the Panel that
there existed an immediate threat of imports at such significantly increased levels as could render
ineffective the Canadian dairy supply program. Article XI:2(c)(i) did not provide for the imposition
of quantitativerestrictions on importsat current levels merely on the basis of some hypothetical future
situation. The Panel did not find that the evidence submitted by Canada justified the conclusion that
unrestricted importsof ice cream and yoghurt would presently render ineffective the Canadian domestic
restrictions on raw milk production.

76. The exception to Article X1:1 can be applied only to those processed products which meet al
the conditions for "like" products "in any form" of the interpretative note Ad Article X1:2(c)(i): are
in "an early stage of processing”, "dtill perishable’, "compete directly” with the fresh product and
if freely imported would "make the restriction on the fresh product ineffective”. The Panel found that
ice cream and yoghurt did not compete directly with raw milk, and that their free importation would
not render ineffective the Canadian production measures for raw milk. The Panel did not find it
necessary to make findings with regard to the criterion of early stage of processing or perishability.
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Governmental Measures to Restrict Domestic Production

77. Theraison d ére of Article X1:2(c)(i) is to permit the operation of governmental measures that
restrict the quantity of some fresh agricultural product permitted to be produced or marketed. The
draftersindicatedthat "torestrict” meansto”... keep output below thelevel whichit would haveattained
in the absence of restrictions".*> Proposals to make the regulation of production, through price
stabilization programmes, an accepted criterion wereregjected.*®* The Panel further observed that other
than requiring a governmental measure, Article XI:2(c)(i) did not specify how the production or
marketing restriction was to be imposed.

78. Canada had described in detail its domestic milk marketing programmes, noting that the
programmes covered all producers and all milk produced in Canada. Canada argued that over quota
levies, which resulted in returns below the farmer's cash cost of production, ensured that production
did not exceed the established market sharing quota. According to Canada, existing excess capacity
for production indicated that in the absence of the government restrictions production would be higher.
It presented econometric anayses indicating that the increase in production would be on the order of
31 to 39 per cent. The United States argued that the only limitation on fluid milk sales was what the
market could bear, and there was no penaty for producers exceeding their fluid milk "quota".
Furthermore, the United States contended that the method of cal cul ating support payments on in-quota
milk was such as to perhaps provide some financial incentive to overproduce. In fact, in the past six
yearstotal industrial milk production had consistently exceeded the established Market Sharing Quota.

79. ThePane recalled that the requirement wasfor the effectiverestriction of production, not merely
its regulation. A maor element of the requirement of restricted production was that the measure,
regardless of how operated, had to reduce production below thelevel it would otherwise have attained.
ThePanel observed that thisconcept wasdifficult to apply inpractice. Insituations such asthe Canadian
one, where the government measures had been in place for many years and wereinterrelated with price
support and other productionincentives, it wasvirtualy impossibleto determinewhat production levels
would bein their absence. This determination would be necessary in order to have an objective basis
for comparison with current production levels. In light of its findings in paragraphs 73 to 76 above,
the Panel did not consider it necessary to further examine this issue. The Panel, therefore, did not
makeafinding with regard to whether the Canadian dairy management scheme constituted agovernment
measure which effectively restricted total raw milk production in Canada.

Necessary

80. A further requirement of Article XI:2(c)(i) is that the import restrictions be "necessary to the
enforcement” of the supply-restricting governmental measures. The Panel observed that although the
term "necessary" had never been defined, the 1955 Working Party on Quantitative Restrictions had
concluded "it would be an abuse of intent of the provisions under Article XI:2(c)(i) if the contracting
partieswereto apply restrictionsto processed products exceeding those necessary to secure enforcement
of the actual measures restricting production or marketing of the primary products'.** There were
alsofurther interpretationswithregardto seasonal restrictions. Whenrestrictionson processed products
were involved, the Panel found it difficult to separate completely the criterion of "necessary to the
enforcement” from that regarding "... would render ineffective the restriction on the fresh product".
If unrestricted imports would render a government measure ineffective, it would be difficult not to
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concludethat somerestriction of theimportswasnecessary. Theargumentsof thepartieshad essentially
been the samefor thesetwo criteria. Canada had expressed concern that potential futureimports could
replace Canadian production of ice cream and yoghurt, and thus displace that proportion of Canadian
milk normally used in their processing. The United States stated that ice cream and yoghurt had been
freely imported over the many years during which Canada had a supply management system without
causing any apparent difficultiesto the operation of that programme. Furthermore, unrestrictedimports
of these products had attained a very limited market share, amounting to a minuscule proportion of
total Canadian milk production.

81. ThePanel recognized the merits of Canada s argument that for aproduct which istraded amost
exclusively inits processed forms, such as milk, restrictions on the imports of the processed products
might in some sense be " necessary" to ensure that the restriction on the production of the raw material
was not undermined. Thisconsequential result was, asthe Panel had previously noted (paragraph 73),
indirect. Canadian processors, whose access to dairy ingredient inputs was limited to higher priced
domestic supplies, might not be able to compete effectively with imported processed products, and
subsequently would reduce their production of these processed goods and hence their demand for the
raw milk input. At thistime, however, there was not sufficient evidenceto believe that futureimports
of ice cream and yoghurt would achieve such levelsasto significantly affect Canadian producersability
to market raw milk. In the past, unrestricted imports had gained less than a half a percent share of
the Canadian ice cream and yoghurt market, and accounted for |essthan ten one-thousandths of one per
cent of total raw milk production. Against this background and in the absence of an imminent threat
to the Canadian dairy system, the Panel found that the criterion of " necessary” to the operation of the
governmental restrictions could not be met.

Public Notice, Level of Imports

82. ThePanel observed that the remaining provisions of Article XI:2(c), as concerned public notice
and the level of imports, as well as those contained in Articles X and XlI1, concerned the operation
of the quota. Asthe Panel had found that the Canadian import quotas for ice cream and yoghurt could
not be justified under Article X1:2(c)(i), it did not consider it necessary to examine whether the
administration of these quotas was in conformity with the General Agreement.

Permit System

83. ThePanel consideredtheUnited Statesargumentsthat the permit system operated asaquantitative
restrictionin addition to the quotas, as permitswerenot fregly availableand had limited validity. Given
the Panel’ s findings that the quotas could not be justified under the General Agreement, to the extent
that the permit system was amechanism for the administration of the quota system, it had nojustifiable
basis and the Pandl did not consider it necessary to further examineitsoperation. The Pandl was aware
that in 1988, having announced the restriction of imports of ice cream and yoghurt, Canada had not
established a quota but had nonetheless required import permits. The Panel recognized that this was
an exceptional measure, which had been taken in the past and not repeated since 1988, and did not
consider it necessary to further examine its conformity with the General Agreement. It did observe,
however, that restrictions applied through discretionary licensing could not meet the requirement in
Article X1:2(c) of prior public notice of the quantity or value permitted to be imported.
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CONCLUSIONS

84. Inlight of the considerations set out in paragraphs 57 to 81 above, the Panel concluded that
Canada s restrictions on the importation of ice cream and yoghurt are inconsistent with Article X1:1
and cannot be justified under the provisions of Article XI:2(c)(i). In particular, the Panel found that
ice cream and yoghurt do not meet the requirements of Article XI:2(c)(i) for "like products' "in any
form" to Canadian raw milk because they do not compete directly with raw milk nor would their free
importation be likely to render ineffective the Canadian measures on raw milk production. The Panel
found further that therestriction of imports of i ce cream and yoghurt is not necessary to the enforcement
of the Canadian programme for raw milk.

85. The Pand, therefore, recommends that the CONTRACTING PARTIES request Canada either
to terminate these restrictions or to bring them into conformity with its obligations under the General
Agreement.





