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Re:
Response to the Bacchus/Shapiro Analysis of the Consistency of H.R. 1498, the Hunter-Ryan Bill, With The WTO Obligations of the United States 
In their letter to the National Association of Manufacturers (“NAM”) dated September 12, 2006,
 James Bacchus and Ira Shapiro comment on the consistency of HR 1498 with the WTO obligations of the United States.  They conclude that the Chinese exchange rate regime “probably does not fall within the meaning of ‘subsidy’ as defined by the WTO Agreement on Subsidies and Countervailing Measures, and even if it does, it is neither a prohibited nor an actionable subsidy under that Agreement.”  (Letter at 11.)  In this response, we evaluate the Bacchus/Shapiro analysis and conclude, contrary to their views, that there are persuasive reasons why HR 1498 could be deemed consistent with the U.S. obligations under the Agreement on Subsidies and Countervailing Measures (“SCM”) in the event it is challenged at the WTO.

A.
The Subsidy Defined by HR 1498
Before turning to their WTO analysis, we note that the Bacchus/Shapiro Letter incorrectly describes the amendment to the countervailing duty law proposed by H.R. 1498. 
   While it is true that the introduction to H.R. 1498 states that its purpose is to “clarify that exchange rate manipulation by the People’s Republic of China is actionable under the countervailing duty provision . . . ,” the actual amendment proposed to the countervailing duty law would not be limited to China.  In the proposed amendment to the countervailing duty law, H.R. 1498 states:

[T]he term ‘exchange-rate manipulation means protracted large-scale intervention by an authority to undervalue its currency in the exchange market that prevents effective balance-of-payment adjustments or that gains an unfair competitive advantage over any other country.
Thus, the amendment would apply to any country that manipulates its exchange rate, not just China.

This is not an insignificant oversight.  An amendment to the U.S. countervailing duty law that is country specific would be unquestionably WTO inconsistent as a violation of the most-favored-nation clause found in Article III of GATT-1994.  This result is avoided by  H.R. 1498 by making the new countervailing duty provisions relating to currency manipulation generic as they are required to be under the MFN obligation.  

B.
The Definition of a Subsidy in the SCM Requires a Financial 
Contribution and Benefit to the Recipient

We agree with the Bacchus/Shapiro conclusion that Article 1.1 of the SCM provides that a subsidy exists only where there is both “financial contribution” and a “benefit.”  And, we accept their view that a WTO panel likely “would find that ‘exchange rate manipulation does confer a benefit . .. .” provided there are facts sufficient to demonstrate that an advantage exists as a result of such action by the government authority.  (Letter at 5.)
We do not, however, share the Bacchus/Shapiro expectation of “difficulty” in demonstrating that the Chinese currency regime involves a financial contribution.  Article 1.1(a)(1) provides that there is a financial contribution by a government where, inter alia, there are direct transfers to the recipient (such as grants, loans, and equity infusions).  Bacchus and Shapiro argue that the exchange of U.S. dollars for RMB is not such a transaction and that none of the other three practices defined in Article 1.1(a)(1) are applicable.  In their view, it is likely that the WTO would require persuasive evidence “of a real cost to the government from a transfer of economic resources,”  and that “the existence of a financial contribution involves consideration of the transaction through which something of economic value is transferred by a government.”  (Letter at 7, quoting Softwood Lumber (WT/DS 257/AB/R.)
We fail to see why the settlement of foreign exchange holdings does not amount to a financial contribution.  Under the Chinese currency regime, foreign exchange is in many cases, including export receipts, required to be settled through the People's Bank of China or a bank authorized to carry on a foreign exchange business.
  In exchange, the Bank provides RMB to the recipient at the prescribed rate of exchange.  As the banks function at the direction of the government, the financial contribution would be deemed made by the government.  See SCM Article 1.1(A)(1)(iv).  This financial contribution from the government confers a benefit – as conceded by Bacchus and Shapiro – because the dollars exchanged are valued at a higher rate than would be the case in the absence of exchange rate manipulation.  That is, the recipient does not pay “market rates for what it receives."  Canada-Dairy (WT/DS103/AB/R), Para 87.

This scenario is indistinguishable from the situation where a government transfers cash to a recipient in return for equity at a price that is above the market value of the asset transferred by the recipient.  Such transactions are denied financial contributions because they involve a transfer of cash; they amount to a subsidy because the recipient benefits from the exchange of equity for more value than would have been received from a profit motivated investor.  In the case of the Chinese currency regime, there is also a transfer of more cash to the recipient then would be transferred under a market driven exchange rate system, which Bacchus and Shapiro concede confers a benefit.

The language of SCM Article 1.1(a)(1) does not indicate that the definition of "financial contribution" includes an implicit requirement that the transfer must involve a cost to the government.  The word "transfer" means simply that there has been a conveyance from one party to another.  This ordinary meaning of the word transfer should preclude incorporation of additional criteria.  See Article 31 of the Vienna Convention on the Law of Treaties, which is the applicable rule of interpretation for WTO dispute resolution.


C.
The Subsidy Conferred by the Chinese Currency Regime Is 



Contingent on Export

Bacchus and Shapiro conclude that even if there is a financial contribution and benefit, the Chinese currency regime is not "tied" to exports.  While conceding that the currency benefit is available to exporters, they note that it is equally available to those who receive US dollars from the repatriation of profits and from the  inflow of foreign direct investment.  Since the subsidy is not limited to exporters, they argue that the WTO would not likely find that the subsidy is contingent on export performance.  (Letter at 10.)
Bacchus and Shapiro do make reference to the Appellate Body decision in United States Upland Cotton (WT/DS 267/AB/R), where it was determined that export contingency can exist even though the subsidy is not limited to exporters.  But, they argue, Upland Cotton is distinguishable because in that case, the "Statute and Regulations clearly distinguish between exporters and domestic users."  In contrast, they argue, the terms of the Chinese currency regime does not clearly distinguish between “exporters and others …. “  (Id.)
While it is true that the Appellate Body did cite differences in the domestic and export programs as a distinguishing feature in Upland Cotton, it did not elevate the existence of a distinction to a preclusive criteria.  This interpretation is consistent with the Appellate Body decision in United States-Tax Treatment for Foreign Sales Corporations, Recourse to Article 21.5 of the DSU by the European Communities (WT/DSBRO8/AB/RW, 14 January 2002), which states:
(a)
119.  We recall that the ETI measure grants a tax exemption in two different sets of circumstances:  (a) where property is produced within the Untied States and held for use outside the United States; and (b) where property is produced outside the United States and held for use outside the United States. Our conclusion that the ETI measure grants subsidies that are export contingent in the first set of circumstances is not affected by the fact that the subsidy can also be obtained in the second set of circumstances.  The fact that the subsidies granted in the second set of circumstances might not be export contingent does not dissolve the export contingency arising in the first set of circumstances.  Conversely, the export contingency arising in these circumstances has no bearing on whether there is an export contingent subsidy in the second set of circumstances.  Where a United States tax player is simultaneously producing property within and outside the United States, for direct use outside the United States, subsidies may be granted under the ETI measure in respect of both sets of property.  The subsidy granted with respect to the property produced within the United States, and exported from there, is export contingent within the meaning of Article 3.1(a) of the SCM Agreement, irrespective of whether the subsidy given in respect of property produced outside the United States is also export contingent.
The same result should apply here where the foreign exchange regime is applicable to more than exporters.

There is reason to believe that a WTO review of the Chinese currency regime would take note of the fact there are numerous special rules and exceptions applicable to holders of foreign currency other than exporters.  Not every dollar received in China must be settled in the same fashion.  For example, while the Regulations of the People's Bank of China require settlement of foreign exchange earned by domestic organizations from a variety of sources, including foreign exchange earned from export, remission of profits from foreign assets, transfer of patent rights, etc., there are numerous special regulations that allow foreign exchange accounts that are not available to exporters per se.  Such accounts may be utilized by recipients of foreign exchange from participation in overseas projects, for foreign agency services, receipts of travel agencies and certain insurance premiums.  In addition, there are special regulations applicable to enterprises with foreign investment which also allow foreign exchange accounts not available to exporters.
  These differentials in the treatment of foreign exchange receipts by domestic companies demonstrate that the "subsidy" is not simply tied to having dollars as Bacchus and Shapiro contend.  These differences indicate that the Chinese currency regime does distinguish between exporters and others, which suggests that even the most restrictive reading of Upland Cotton criteria would permit the characterization of the Chinese currency regime as contingent on export.
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� Letter from James Bacchus and Ira Shapiro of Greenberg, Taurig, to Jim Jarrett, National Association of Manufacturers, September 12, 2006.


� The Letter states that “Exchange Rate Manipulation” is defined to mean “protracted large scale intervention by the Government of the People’s Republic of China . . . .”  This definition is found in the proposed amendment to the special safeguard provision.


� See Regulations on the Control of Foreign Exchange Settlement, Sale and Payment, Promulgated by the People’s Bank of China, June 20, 1996.


� Regulations, Article 10.
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