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I. INTRODUCTION

1.1 
On 20 May 1992, the European Community requested the United States to hold consultations pursuant to Article XXIII:1 on three measures maintained by the United States, namely, the Corporate Average Fuel Economy (CAFE) regulations, the gas guzzler tax, and the luxury tax, as it applies to cars (DS31/1). These consultations were held on 15 July and 20 September 1992. As they did not result in a satisfactory solution, the European Community, in a communication dated 12 March 1993, requested the CONTRACTING PARTIES to establish a Panel to examine the matter under Article XXIII:2 (DS31/2).

1.2 
The Council, at its meeting on 12 May 1993, agreed to establish a Panel on the matter and authorized the Chairman of the Council to designate the Chairman and members of the Panel in consultation with the parties concerned (C/M/263).

1.3 
In document DS31/3, dated 2 August 1993, the Chairman of the Council reported that the Panel would have the following terms of reference and composition:

Terms of reference

"To examine, in the light of the relevant GATT provisions, the matter referred to the CONTRACTING PARTIES by the European Economic Community in document DS31/2 and to make such findings as will assist the CONTRACTING PARTIES in making the recommendations or in giving the rulings provided for in Article XXIII:2."

Composition

Chairman: Mr. Thomas Cottier

Members: Mr. Carlos M. Cozendey

Mr. Adrian Macey

1.4 
At the meeting of the Council on 12 May 1993, the delegations of Australia, Japan, and Sweden reserved the right to intervene in the Panel proceedings (C/M/263).

1.5 
The Panel met with the parties to the dispute on 4-5 November and 16-17 December 1993. The delegation of Sweden orally presented a written submission to the Panel at the meeting held on 4-5 November 1993. The Panel submitted its report to the parties on 30 September 1994.

[…]

V. FINDINGS

A. Luxury Tax

5.1 
The Panel noted that the issues in dispute with respect to the luxury tax arose essentially from the following facts, as described more fully in Part II of this report. In 1990, the United States Omnibus Budget Reconciliation Act imposed a retail excise tax on certain luxury products, amounting to 10 percent of the excess of the retail price over a fixed threshold value. These luxury products included passenger vehicles, boats, aircraft, jewellery and furs. A threshold level of $30,000 was fixed for passenger vehicles, which covered any four-wheeled vehicle manufactured primarily for use on public streets, roads, and highways, and weighing 6,000 pounds or less. The tax did not apply to the sale of any passenger vehicle for trade, business and certain other purposes. In 1993, after the establishment of the Panel, a further Omnibus Budget Reconciliation Act repealed the retail excise tax on boats, aircraft, jewellery and furs. Passenger vehicles, the only product remaining subject to the tax, were made subject to an increased threshold of $32,000 to compensate for inflation.

[…]

5.4 
The Panel proceeded to consider whether the luxury tax maintained by the United States was consistent with Article III:2, first sentence, which states: 

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

The Panel found, and the parties agreed, that the luxury tax applied by the United States came within the scope of "internal taxes or other internal charges", and that imported automobiles selling for more than $30,000 were subject to the tax. The parties disagreed, however, on whether automobiles selling at prices above and below this threshold were like products in terms of Article III:2. The EC claimed that automobiles above and below the threshold were like products, since they had the same physical characteristics, end-use, and tariff classification. The threshold level was not based on objective product differences, nor applied in a trade-neutral manner. The United States disagreed with this approach, arguing that the tax could be imposed on the basis of a threshold of $30,000, as long as the tax was not applied so as to afford protection to domestic production.

(a) Treatment of like products under Article III

5.5 
The Panel noted that the central issue raised by the parties was whether under Article III:2 cars selling for more than $30,000 were "like" products to domestic cars selling for less. The resolution of this issue required a preliminary analysis of the scope of Article III with respect to the treatment to be accorded to a product of foreign origin. The Panel proceeded to examine the terms of Article III. It observed that Article III deals with differences in treatment between products. These differences in treatment resulted from regulatory distinctions made by governments. If regulatory distinctions were drawn explicitly with respect to the origin of the product, or with respect to manifestly different products, then the consistency with Article III:2 or 4 could be determined in a straightforward manner. If the regulatory distinctions were not drawn explicitly with respect to origin, then it had to be determined whether the products were "like". The Panel recalled the EC argument that likeness of products under Article III should be based on factors such as their end use, physical characteristics and tariff classification, and that the disproportionate impact of the measure on a foreign product is relevant in determining the overall consistency of the measure with Article III. The Panel noted, on the other hand, that the United States argued that the key criterion in judging likeness under Article III was whether the measure was applied "so as to afford protection to domestic production".

5.6 
The Panel observed that the ordinary meaning of the term "like" in paragraphs 2 and 4 of Article III was "the same" or "similar". The Panel recognized however that two individual products could never be exactly the same in all aspects. They could share common features, such as physical characteristics or end use, but would differ in others. These differences between products formed the basis of regulatory distinctions by governments which could result in less favourable treatment to imported products. Thus the practical interpretative issue under paragraphs 2 and 4 of Article III was: which differences between products may form the basis of regulatory distinctions by governments that accord less favourable treatment to imported products? Or, conversely, which similarities between products prevent regulatory distinctions by governments that accord less favourable treatment to imported products?

5.7 
In order to determine this issue, the Panel examined the object and purpose of paragraphs 2 and 4 of Article III in the context of the article as a whole and the General Agreement. The Panel noted that the purpose of Article III is set out in paragraph 1 of the article, which states: 

"The contracting parties recognize that internal taxes and other internal charges, and laws, regulations and requirements affecting the internal sale, offering for sale, purchase, transportation, distribution or use of products, and internal quantitative regulations requiring the mixture, processing or use of products in specified amounts or proportions, should not be applied to imported or domestic products so as to afford protection to domestic production." (emphasis added) 

The Panel considered that paragraphs 2 and 4 of Article III had to be read in the light of this central purpose. The Panel reasoned therefore that Article )

III serves only to prohibit regulatory distinctions between products applied so as to afford protection to domestic production. Its purpose is not to prohibit fiscal and regulatory distinctions applied so as to achieve other policy goals. This view has been expressed in a recent panel report, which states: 

"The purpose of Article III is ... not to prevent contracting parties from using their fiscal and regulatory powers for purposes other than to afford protection to domestic production. Specifically, the purpose of Article III is not to prevent contracting parties from differentiating between different product categories for policy purposes unrelated to the protection of domestic production. The Panel considered that the limited purpose of Article III has to be taken into account in interpreting the term "like products" in this Article. Consequently, in determining whether two products subject to different treatment are like products, it is necessary to consider whether such product differentiation is being made "so as to afford protection to domestic production".128
 

5.8 
The Panel noted that earlier practice of the CONTRACTING PARTIES had been to determine the permissibility of regulatory distinctions under Article III on a case-by-case basis, examining likeness in terms of factors such as "the product's end-uses in a given market, consumers' tastes and habits, which change from country to country; the product's properties, nature and quality."129 The Panel noted that regulatory distinctions based on such factors were often, but not always, the means of implementing government policies other than the protection of domestic industry. Non-protectionist government policies might, however, require regulatory distinctions that were not based on the product's end use, its physical characteristics, or the other factors mentioned. Noting that a primary purpose of the General Agreement was to lower barriers to trade between markets, and not to harmonize the regulatory treatment of products within them, the Panel considered that Article III could not be interpreted as prohibiting government policy options, based on products, that were not taken so as to afford protection to domestic production.

5.9 
The Panel noted that the EC had relied in its interpretation of Article III:2 on the findings of an earlier panel. That panel had stated that: 

"the ordinary meaning of Article III:2 in its context and in the light of its object and purpose supported the past GATT practice of examining the conformity of internal taxes with Article III:2 by determining, firstly, whether the taxed imported and domestic products are "like" or "directly competitive or substitutable" and, secondly, whether the taxation is discriminatory (first sentence) or protective (second sentence of Article III:2).130 

This two-step approach implied that less favourable tax treatment could not be imposed on a foreign product consistently with Article III:2 if the domestic and foreign products shared certain common features (likeness) and if the tax measure was discriminatory or protective. However, the first step of determining the relevant features common to the domestic and imported products (likeness) would in the view of the Panel, in all but the the most straightforward cases, have to include an examination of the aim and effect of the particular tax measure. Therefore the second step of determining whether the tax measure was discriminatory or protective was simply a continuation of the inquiry under the first step. The Panel concluded that its interpretation was consistent with previous ones, but made explicit that issues of likeness under Article III should be analyzed primarily in terms of whether less favourable treatment was based on a regulatory distinction taken so as to afford protection to domestic production.

5.10 
The Panel then proceeded to examine more closely the meaning of the phrase "so as to afford protection." The Panel noted that the term "so as to" suggested both aim and effect.131  Thus the phrase "so as to afford protection" called for an analysis of elements including the aim of the measure and the resulting effects. A measure could be said to have the aim of affording protection if an analysis of the circumstances in which it was adopted, in particular an analysis of the instruments available to the contracting party to achieve the declared domestic policy goal, demonstrated that a change in competitive opportunities in favour of domestic products was a desired outcome and not merely an incidental consequence of the pursuit of a legitimate policy goal. A measure could be said to have the effect of affording protection to domestic production if it accorded greater competitive opportunities to domestic products than to imported products. The effect of a measure in terms of trade flows was not relevant for the purposes of Article III, since a change in the volume or proportion of imports could be due to many factors other than government measures. A previous panel had stated: 

"Article III:2, first sentence, obliges contracting parties to establish certain competitive conditions for imported products in relation to domestic products. Unlike some other provisions in the General Agreement, it does not refer to trade effects."132 

The Panel observed that the central objective of the analysis remained the determination of whether the regulatory distinction was made "so as to afford protection to domestic production." The analysis of aims and effects of the measure were elements that contributed to that determination.

(b) The luxury tax threshold

5.11 
In the light of the preliminary considerations set out above, the Panel proceeded to examine whether it was consistent with Article III:2 for imported automobiles selling for more than $30,000 to be taxed more highly than domestic automobiles selling for less. This required the Panel to examine whether the threshold distinction was drawn so as to afford protection to domestic production.

5.12 
The Panel first considered whether the aim of establishing the threshold within the luxury tax was to afford protection to domestic production. It noted that the EC had argued that evidence of statements by legislators suggested that the threshold was intentionally targeted on foreign automobiles. The Panel considered however that an assessment of the aim of the legislation could not be based solely on such statements or on other preparatory work. The aim of the legislation had also to be determined through the interpretation of the wording of the legislation as a whole. In the view of the Panel, the policy objective apparent in the legislation, to raise revenue from sales of perceived "luxury" products, was consistent with setting a price threshold, and setting it at a level at which only a small proportion of automobiles sold within the United States market were taxed. The fact that a large proportion of EC imports (but not necessarily a large proportion of imports from other countries) was affected by the measure did not demonstrate that the legislation was aimed at affording protection to domestic automobiles selling for less than $30,000. The Panel further noted that the conditions of competition accorded to products just above the $30,000 threshold did not differ markedly from those just below the threshold, and that there was considerable uncertainty as to the proportion of foreign and domestic automobiles selling above and below the threshold. This also suggested that the principal aim of the legislation was not to target closely a distinct product category of imported automobile.

5.13 
The Panel then considered whether the threshold distinction in the luxury tax had the effect, in terms of conditions of competition, of affording protection to domestic production. The Panel noted that the parties submitted extensive data on sales of automobiles above and below the $30,0000 threshold. The data did not accord, due mainly to different assumptions regarding the actual transaction price at which the automobiles were sold. Just below the threshold, EC figures suggested that some 85 percent of automobiles sold in 1991 in the United States were domestic; the United States estimate was 42 percent. Just above the threshold, in the $30,000 to $33,000 range, the EC claimed that some 40 percent of automobiles sold in the United States in 1991 were domestic; the United States put the figure at 90 percent. The Panel noted that large numbers of cars of non-EC (mainly Japanese) origin were also sold at prices just below and just above the threshold level. The Panel did not find that the sales data provided conclusive evidence of a change in the conditions of competition favouring United States automobiles. Under either set of figures, the greater or lesser percentages could have been due to marketing and production decisions by EC manufacturers, by their United States or other foreign competitors, or by decisions of consumers in the market.

5.14 
The Panel then considered whether there was evidence, other than sales or trade-flow data, that the threshold had the effect, in terms of conditions of competition, of affording protection to domestic automobiles. The Panel noted that a selling price above $30,000 did not appear from the evidence to be inherent to EC or other foreign automobiles. In particular, no evidence had been advanced that EC or other foreign automobile manufacturers did not in general have the design, production, and marketing capabilities to sell automobiles below the $30,000 threshold, or that they did not in general produce such models for other markets. On the contrary, there was evidence that EC automobile manufacturers produced a wide range of automobiles that, if exported to the United States, could sell for below $30,000. Some EC and many Japanese and other foreign models were in fact exported to the United States and sold for below $30,000. Nor had evidence been advanced that United States manufacturers did not have the capabilities to design, produce and market automobiles costing over $30,000. The Panel also noted that there was no sudden transition to a higher tax at the threshold. The more closely automobiles above and below the threshold competed on price, the less the tax affected their competitiveness. These factors, together with the fact that the threshold did not appear arbitrary or contrived in the context of the policies pursued, indicated to the Panel that in this case, the dominant presence at a particular time of the EC cars in the sector of the market affected by the measure could not be taken as evidence of a discriminatory effect. In the view of the Panel therefore the regulatory distinction of $30,000 did not create conditions of competition that divided the products inherently into two classes, one of EC or other foreign origin and the other of domestic origin.

5.15 
The Panel concluded that the threshold distinction of $30,000 in the luxury tax was not implemented so as to afford protection to the domestic production of automobiles, that automobiles above and below that threshold value could not, for the purposes of the luxury tax, be considered as like products under Article III:2, first sentence, and that different treatment could therefore be accorded under the luxury tax to automobiles above and below the threshold.

(ii) Article III:2, second sentence

5.16 
The Panel then proceeded to examine the EC contention that the regulatory distinctions made in connection with the luxury tax were also inconsistent with Article III:2, second sentence, which states: 

"Moreover, no contracting party shall otherwise apply internal taxes or other internal charges to imported or domestic products in a manner contrary to the principles set forth in paragraph 1." 

The Panel noted that the effect of Article III:2, second sentence, is to extend the scope of the national treatment obligation from "like" products to "directly competitive or substitutable" products, in cases where the measure is applied "so as to afford protection to domestic production." Having found in its examination under Article III:2, first sentence, of the products subject to the luxury tax that the measure was not applied so as to afford protection, the Panel concluded that the measure at issue was consistent also with the Article III:2, second sentence.

B. Gas Guzzler Tax

5.17 
The Panel noted that the issues in dispute with respect to the gas guzzler tax arose essentially from the following facts, as described more fully in Part II of this report. The United States imposes a tax on the sale by the manufacturer (including the importer) of each automobile of a model type that has low fuel economy.133  For model types achieving 22.5 mpg or more, no tax is payable. For model types between 22.5 mpg and 12.5 mpg, the tax payable varies from $1,000 to $6,400, based on ten steps. For model types below 12.5 mpg, a tax of $7,700 is payable. The legislation covers automobiles, which are defined as a four-wheeled vehicles, propelled by fuel, generally weighing 6,000 pounds or less, and manufactured primarily for use on public streets, roads, and highways. It does not cover prescribed "non-passenger" automobiles, such as light trucks and emergency vehicles.

[…]

5.32 
The Panel found therefore that the regulatory distinctions made in the calculation of the fuel economy of individual models under the gas guzzler law and regulations did not result in a change in the conditions of competition that afforded protection to the production of automobiles in the United States. In terms of Article III:2, and for the purpose of the gas guzzler tax, an individual imported automobile whose model type fuel economy was less than 22.5 mpg was not "like" an individual domestic automobile whose model type fuel economy was above 22.5 mpg, even if the fuel economy of the individual domestic automobile was below 22.5 mpg. Therefore, in such cases, different and less favourable treatment under the gas guzzler measure could be accorded to the imported automobile.

(c) Domestic vehicles not covered by the measure

5.33 
The Panel then considered whether the exclusion from the gas guzzler measure of other fuel-consuming vehicles, in particular light trucks, was applied so as to afford protection to domestic production.134  The Panel first examined whether the measure had the aim of affording protection to domestic production. It noted that the United States had advanced a policy goal other than the protection of domestic production to justify the distinction made with respect to light trucks: the United States did not wish to tax, on the basis of fuel economy, vehicles which for technical reasons owing to their commercial or utilitarian use had relatively lower fuel economy. The Panel recognized that a measure covering all, rather than just some, vehicles would likely achieve more fully the objective of conserving fuel. In particular, the Panel noted that light truck (including sports utility vehicle) sales in the United States were a significant part of total United States vehicle sales, and that many light trucks were used for the same purposes as normal passenger automobiles. However, in the view of the Panel, the efficiency of the measure was not by itself relevant in assessing its conformity under Article III.

5.34 
The Panel then examined whether the exclusion of vehicles other than automobiles had the effect, with respect to the conditions of competition, of affording protection to domestic production. In the Panel's view, it had not been shown that automobiles as a product defined in the measure were inherently of foreign origin, or that other vehicles consuming fossil fuels were inherently of domestic origin. In particular, it had not been shown that light trucks as defined in the gas guzzler measure were inherently of domestic origin. The Panel noted that such products were in fact common within the model ranges of foreign producers. The gas guzzler measure could therefore not be said to have had the effect of modifying the conditions of competition between foreign and domestic products.

5.35 
The Panel found therefore that by limiting the gas guzzler tax to automobiles as defined in the measure, the United States did not afford protection to domestic production of automobiles in the United States. In terms of Article III:2, and for the purposes of the gas guzzler tax, imported automobiles were not "like" domestic light trucks, and different and less favourable treatment under the gas 

5.36 
Accordingly, the Panel concluded that the regulatory distinctions examined in the gas guzzler regulation were not applied so as to afford protection to domestic production, and thus did not distinguish between like products. The taxes under the gas guzzler measure could therefore be applied to imported automobiles in conformity with Article III:2, first sentence, on the basis of the examined regulatory distinctions.

[…]

C. Corporate Average Fuel Economy (CAFE) Regulation

5.39 The Panel noted that the issues in dispute with respect to the Corporate Average Fuel Economy (CAFE) regulation arose essentially from the following facts, as described more fully in Part II of this report. The United States maintains a measure requiring that the average fuel economy for passenger automobiles manufactured by any manufacturer not fall below a certain level. A manufacturer is deemed to be any person engaged in the business of producing or assembling automobiles in the customs territory of the United States, or importing them.135  Automobiles manufactured by a manufacturer are deemed to include all automobiles manufactured by persons who control, are controlled by, or are under common control with, the manufacturer, less those automobiles that are exported.136   The current average fuel economy level is set at 27.5 mpg. Failure to attain this figure is unlawful and results in a civil penalty of $5 for every tenth of a mile per gallon that the fleet average is below 27.5 mpg, multiplied by the number of automobiles in the manufacturer's fleet.137  This level applies only to passenger automobiles, defined as automobiles manufactured primarily for use in the transportation of not more than ten individuals, but not those capable of off-highway operation, such as light trucks.138   For non-passenger automobiles, the United States sets different average fuel economy standards.139 Manufacturers whose world- wide production is fewer than 10,000 automobiles may on request be exempted from the normal average fuel economy standards.140 A manufacturer must meet average fuel economy standards for both its imported and domestic fleets, calculated separately.141  An automobile is considered part of the domestic fleet if less than 25 percent of its value is imported.142 

[…]

(a) Separate foreign fleet accounting

5.47 The Panel recalled that under the CAFE measure a manufacturer is required to obtain a figure of at least 27.5 mpg for both its domestic and imported fleets. Cars wholly produced in the United States (or Canada), or of which the value added in the United States (or Canada) is at least 75 percent, are counted in the domestic fleet; all others are counted in the imported fleet. The Panel noted that separate foreign fleet accounting prevented manufacturers of large domestic cars from meeting the CAFE requirement for their domestic fleet by adding to it small foreign cars, or small cars made from foreign parts. In such cases the CAFE measure placed small foreign cars and foreign parts in a less favourable competitive position with respect to small domestic cars and domestic parts. The Panel also noted that the CAFE measure prevented manufacturers of large foreign, but not domestic, cars from meeting their CAFE requirements for their imported fleet by adding to it small domestic cars. In such cases the CAFE measure also placed large foreign cars in a less favourable competitive position with respect to large domestic cars. The Panel therefore found that the requirement of separate foreign fleet accounting under the CAFE regulation accorded to particular products of foreign origin conditions of competition less favourable than those accorded to like domestic products.

[…]

5.50 The Panel then noted the argument of the EC that, because the CAFE regulation placed only full-line manufacturers in a position to sales-average large cars with small cars within the same fleet to attain the required 27.5 mpg standard, EC limited-line car manufacturers were prejudiced under Article III:4. The United States replied that the CAFE measure applied equally to cars of all origins and was thus consistent with Article III:4. The Panel noted that the averaging methodology in the CAFE regulation meant that large cars could in some circumstances be combined with small cars in order to meet the CAFE requirement. In other circumstances, like large cars could not be combined with small cars. Thus an imported large car which could not be combined with a small car would be treated less favourably than a like domestic large car which could be so combined. The Panel noted that the difference in treatment under the averaging methodology depended on several factors not directly relating to the product as a product, including the relationship of ownership and control of the manufacturer/importer. The Panel decided to examine fleet averaging first in the light of this distinction.

[…]

VI. CONCLUSIONS

6.1 
Based on the foregoing findings, the Panel concluded that 

a) the luxury tax on automobiles is not inconsistent with Article III:2;

b) the gas guzzler tax on automobiles is not inconsistent with Article III:2; 

c) the CAFE regulation is inconsistent with Article III:4 and, to the extent that it is based on separate foreign fleet accounting, cannot be justified under Article XX(g) or Article XX(d).

6.2 
The Panel recommends that the CONTRACTING PARTIES request the United States to bring that part of the CAFE regulation found to be inconsistent with the General Agreement into conformity with its obligations under the General Agreement.
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