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Final Report of the Panel
June 8, 1992

I. Introduction

1. The Panel was established by the Canada-United States
Trade Comm ssion under Article 1807 of the Free Trade Agreenent
bet ween Canada and the United States (hereafter "FTA') in
accordance with an exchange of letters between Canada's M ni ster
for International Trade, Mchael H WIson, and the United
States Trade Representative, Carla A Hills.

2. The Parties agreed on the follow ng tinetable:

January 6 Panel requested by Canada

February 6 Panel sel ection conpl eted
February 18 Canada files witten subm ssions
March 9 USA files witten counter-subm ssions
March 31 Oral hearing in Washington, D.C

April 7 Parties file supplenmentary briefs

May 6 Panel presents initial report
May 20 Parties file comments on initial report
June 8 Panel presents final report

3. The Parties further agreed that the Panel should be

conposed of lan Binnie, QC ; Janmes F. Gandy (Chairman);
Wlliam B. Kelly, Jr.; Donald MRae; and Phillip Trinble.
Si dney Rubi noff was appointed by the Chair as an assistant to
the Panel . A hearing was held in Washington, D.C. on March 31,

1Jack Weiss served as an assistant to Phillip Trinble,
Ant hony Van Duzer served as an assistant to Donald McRae, and
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1992. At the beginning of the hearing the Chair was asked for
a ruling as to the propriety of a Party making the witten
subm ssions avail able to, and having present at the hearing, an
out si de counsel engaged in the private practice of law.  Under
Article 1807(4) the Panel establishes its own rules of
procedure, including those relating to the conduct of a hearing.
The Chair ruled, on the basis of the Mdel Rules of Procedure,
Part VI, para. 1, and after deliberation of the Panel, that
out si de counsel could be present at the hearing as long as the
Party concerned assuned its responsibility to ensure
confidentiality.

1. Background

4. On May 22, 1991, in response to an advice request
dat ed Novenber 7, 1989 from Toyota Mdtor Sales, U S A, Inc.
respecting the treatnment of interest as a direct cost of
processing under Article 304 of the FTA, the United States
Custons Service issued an admnistrative decision in relation to
the foll ow ng issues:

"a. Is the 'nortgage interest’
of Article 304 limted to
i nt er est associ at ed with

real property? Does the
definition of 'direct cost
of processing’ in Article
304 include all interest
associ at ed with t he
manuf acturi ng process,

including loans used to
finance tools and equi pnent,

payrol |, and factory
i nventory?
b. s there a requirenent that

the loan be secured by an

Riyaz Dattu served as an assistant to lan Binnie.
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asset in order for the
i nt er est expense to be
considered as a direct cost
of processing?

C. s there a requirenent that
interest be paid to an
institution chartered in the
territory of either party in
order to be included in the
val ue content cal cul ati on as
part of the nunerator?"

5. In respect of the first two issues the United States
Custons Service held that interest expense which is not secured
by a nortgage on real property used in production of the goods
bei ng exported would not be considered allowable as a direct
cost of processing or direct cost of assenbling for origin
determ nati on purposes. The actual text of the United States
Cust ons Service hol ding was as foll ows:

"HOLDI NG Mortgage interest,
secured by real property, paid to
an institution wll be treated as
a direct cost of processing or
direct cost of assenbling for the
portion of the interest related
to the real property used in the
production of the goods being
exported to the other party.

Subsequent I nt erest paynment s
(accruals) related to the real
property wll be considered

allowable as a direct cost of
processing or direct <cost of
assenbling for the portion of the
interest related to the rea
property used in the production
of the goods being exported to
the other party. | nt er est
expense which is not covered by a
nortgage, i.e., unsecured |oans,
i nter-conpany | oans and |ines of
credit, etc., Wil | not be
consi dered allowable as a direct
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cost of processing or direct cost
of assenbl i ng for origin
determ nation purposes. Interest
expense relating to loans for
gener al and adm ni strative
pur poses are specifically
excluded as a direct cost of
processing or direct cost of
assenbl i ng under the Agreenent.”

6. | ssue (c), which asked whether there is a requirenent
that the financial institution to which the interest is paid
must be chartered in the territory of either party, was not
addressed in the holding of the adm nistrative decision of My
22, 1991 but was referred to by the United States Custons
Service in the body of the analysis section as foll ows:

"The final opinion relating to
what country such interest nust
be paid relates to the specific
wor di ng cont ai ned in t he
Agr eenent . In this regard we
find the intent to allow such
nortgage to be executed within or
outside both territories as |ong
as such nortgage neets the
criteria of Article 304 for
di rect cost of
processi ng/ assenbl i ng paragraph
e) and the real property is
| ocated within the territory."

7. After the My 22, 1991 admnistrative decision was
announced, Canada i nvoked the dispute settlenent mechani sm under
Chapter 18 of the FTA. On January 6, 1992 Canada requested the
establishment of a Panel under Article 1807 to consider the
treatnent of interest in the calculation of territorial content
under the rules of origin. On January 22, 1992 the United
States interpretation of Article 304 set out in the



adm ni strative deci sion dated May 22,
United States Custonms Regul ations S.10.305 (a)(3)(iv).

8.

5

Terms of Reference

The Parties agreed to the follow ng terns of

1991 was incorporated in

r ef erence

in an exchange of letters on February 7, 1992 and February 14,

1992:

"To determ ne whet her t he
definition of 'direct cost of
processing’ or 'direct cost of
assenbling' set forth in Article
304 of the United States-Canada
Free Trade Agreement
("Agreenent"”) includes interest
paynments on debt of any form
secured or unsecured, undertaken
to finance the acquisition of
fi xed assets such as:

(1) real property
(i1) a plant, and/or
(iii1) equi pnent

used in the production of goods
in the territory of a Party and
t hat are subj ect to a
determ nation based on t he
criteria specified in the Annex
301.2 to the Agreenent.

I n t he cont ext of this
determnation, it is agreed that
the interpretation contained in
t he u. S Cust ons Service's
adm ni strative decision of My
22, 1991 (ENT-3-02-CORA:C, M5
REF-04) will be exam ned by the
Panel. It is further agreed that
the question relating to the
territory where interest is paid,
contained in paragraph (c) of the
| ssues section of t hat
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adm ni strative decision, is not
before the Panel ."

ents of the Parties

Si nce

there were no facts in dispute the Parties

addressed the interpretation of Chapter 3 of the FTA and in

particul ar

di rect cost of assenbling."”

t he

definition of "direct cost of

"direct cost of processing or
direct cost of assembling neans
the costs directly incurred in,
or t hat can reasonabl y be
all ocated to, the production of
goods, i ncl udi ng:

a) the cost of all |abor,
i ncl udi ng benefits and
on-the-job trai ni ng,
| abor provi ded in
connection wi t h
super vi si on, qual ity
control, shi ppi ng,
receiving, st or age,
packagi ng, managenent
at the location of the
process or assenbly,

and other Ilike |abor,
whet her provided by
empl oyees or

i ndependent
contractors;
b) the cost of inspecting
and testing the goods;
c) the cost of energy,

fuel, di es, nol ds,
t ool i ng, and t he
depreciation and
mai ntenance of
machinery and
equi pnent wi t hout

regard to whether they
originate wthin the
territory of a Party;

processi ng or

Article 304 provides as follows:



d)

f)

but not
g)

h)

i)
k)

7

devel opnent, desi gn
and engi neering costs;
rent, mortgage

interest, depreciation
on buil dings, property
I nsur ance prem uns,
mai nt enance, taxes and
the cost of wutilities
for real property used
in the production of
t he goods; and

royalty, |licensing, or
ot her |ike paynents for
the right to the goods;

i ncl udi ng:

costs relating to the
gener al expense of
doi ng busi ness, such as
the cost of providing
executi ve, financi al,
sal es, adverti sing,
mar ket i ng, accounti ng,
and | egal services, and
I nsur ance;

br oker age charges
relating to t he
i mportation and

exportation of goods;
costs for tel ephone,
mai |, and other neans
of conmuni cati on;

packi ng costs for
exporting the goods;
royalty payment s
related to a licensing
agreenent to distribute
or sell the goods;
rent, mortgage
i nterest, depreciation
on buil dings, property
I nsur ance prem uns,
mai nt enance, taxes and
the cost of wutilities
for real property used
by personnel charged
w th adm ni strative
functions; or

profit on the goods."
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(a) Submissions of Canada

10. Canada argued that the text imrediately foll ow ng the
word "nmeans" at the commencenent of the paragraph supplies the
definition and that the subparagraphs that follow, i.e. (a) to
(f) and (g) to (m, sinply provide illustrations of the general
definition.? Canadian and United States |egal precedents were
cited to the effect that the use of the term "includes" is
normally illustrative and enlarging rather than limting or
exhausti ve.

11. Canada then submtted that, as the nention of nortgage
interest in 304(e) is only an illustration of the type of
interest cost that could be treated as a cost of production

other interest costs in respect of the acquisition of real
property, plant and equipnment used in production are equally
costs of production. "They are much nore closely associated
with the costs in the included list than with those in the
excluded list"® Canada noted that the costs on the excluded |i st
relate to the general costs of doing business such as
advertising, marketing, accounting and | egal expenses.* It was
argued that interest <costs incurred in respect of the
acquisition of real property, plant and equi pnment are not a
general business expense in this sense. As to the question of
form it was Canada's view that it is the use to which the
property is put, not the form of security given for the |oan,
that is decisive.®

2Canada First Subm ssion, pp. 10-17.
3Canada First Subm ssion, p. 17, para 45.
“Canada First Subm ssion, p. 17, para. 46

Canada First Subm ssion, p. 17, para. 47-48.
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12. To allow nortgage interest costs for real property
used in production, while disallow ng equivalent costs arising
from non-nortgage financing, would be to prefer form over
substance, would lead to anomal ous results and would distort
normal commercial practice. There often are good reasons for
choosing other fornms of debt. Canada did not believe the
Parties intended to restrict the financing options of conpanies
investing in either country.

13. Canada cited exanples of United States practice under
the CGeneralized System of Preferences (GSP) and the Caribbean
Basi n Economi c Recovery Act (CBI)® where the Regul ati ons made no
express nention of interest costs, yet the United States Custons
Service had consistently ruled that interest costs related to
debt incurred to acquire equipnment for the production of goods
were included in the "direct costs of processing operations”.
Canada said that while these U S. cases do not bear directly on
the interpretation of the FTA, the Canadian negotiators were
aware of them and had a "reasonabl e expectation” that interest
on the acquisition costs of equipnment would be regarded as a
direct cost of processing for purposes of origin under the FTA

14. Canada noted that the Analysis section of the United
States Custons Service adm nistrative decision of May 22, 1991,
in discussing capital assets, stated that wunder Generally
Accepted Accounting Principles (GAAP) interest paynents could be
capitalized in the cost of a capital asset up to the tine it was
pl aced in use and the capitalized cost of the asset would then
be depreciated over its useful life and could be allocated to

8Canada First Subm ssion, pp. 20-22, para. 56-64.
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the cost of production of the goods.” Canada said that according
to the United States Custons, subsequent interest paynents
(accruals) related to that asset would be allowabl e as a cost of
processing or assenbly, based on a proper allocation between
direct costs and general and adm nistrative expenses. Canada
contended that this accounting analysis favoured Canada's
position but was not reflected in the Holding section of the My
22, 1991 adm nistrative decision, and argued that the underlying
rationale of the Holding section nust have been that such
interest was excluded only because of the erroneous view that
the list of costs following the word "includes"” in Article 304
i s exhaustive.

15. I n any event Canada considered that the May 22, 1991
adm nistrative decision erred in its reliance on GAAP because
the GAAP principles are designed to serve a conpletely different
pur pose than the FTA value test. GAAP are largely concerned
with the integrity of the reporting of the financial results of
a business enterprise. This objective is conpletely different
fromthe objective of the FTA value test which is a neasure of
"val ue added".?®

16. Wth respect to the negotiating history of the FTA,
Canada argued that "the best evidence of the intent of the
Parties is the text of the Agreenment. More inportant still, the
text is the only evidence of what they actually achieved jointly
as distinct fromwhat they m ght have desired individually".®

"Canada First Subm ssion, p. 25, para. 75.
8Canada First Subm ssion, p. 25, para. 72-73.

Transcript of Oral Hearing, p. 39.
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(b) Submissions of the United States

17. The United States submitted that the plain and
ordinary neaning of Article 304 was that interest expenses and
ot her costs of financial services were expressly excluded from
the definition of direct cost of processing or assenbling. This
was the general rule of Article 304 stated in subparagraph (g).
Only one exception was provided for, nanely nortgage interest
for real property used in the production of goods, a specific
and carefully limted exception.?

18. The United States argued that the ordinary neani ng of
"financial services" in subparagraph (g) included the provision
of credit. Wile Chapter 3 contained no definition of financial
service, Article 1706 defined it as "a service of a financia
nature offered by a financial institution excluding the
underwiting and selling of insurance policies". Wile Article
1706 is not directly applicable to Article 304, it is evidence
of what the drafters of the FTA understood by the expression
"financial services".! The United States also cited the
definition of financial services in the Draft Final Act of the
Uruguay Round of Multilateral Trade Negotiations whi ch incl uded
"l'ending of all types including consunmer credit, nortgage
credit, factoring and financing of commercial transactions".
Thus, in the view of the United States, the ordinary neani ng of
the term "financial services" was that it covered interest
expenses on funds borrowed. 2

PUnited States First Subm ssion, p. 9.
Hy.S. First Subm ssion, pp. 10-11.

2y, S. First Subm ssion, p. 11.
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19. The United States argued that the fact that a cost,
such as interest, could be allocated to the production of a good
did not in itself qualify that cost to be allowed as a direct
cost of production or assenbly of the good. In order to be
allowed as a direct cost of processing a cost nust not only be
al l ocable to the cost of producing the good, it nmust also be a
cost of production wthin the nmeaning of the FTA Fi nanci al
services costs, being expressly excluded fromthe definition of
direct cost by subparagraph (g), may not be counted even if such
costs could otherw se reasonably be allocated to the production
of that good.?®

20. The United States submitted that the narrow and
exceptional circunstance in which interest could be an included
cost is defined by three inportant limtations: it nust be
mortgage interest, for real property, used in the production of
goods. * Acceptance of the Canadi an subm ssion would wongly
allow this exception to swallow the rule. [If subparagraph (e)
had really been intended to suggest that all interest could be
i ncluded, the Parties would not have burdened subparagraph (e)
with three such specific limtations. In the United States view
subparagraph (e) is only tangentially concerned with interest.
Its true subject matter is real property and the various costs
related to real property. These are included in the direct cost
of processing or the direct cost of assenbly as a special "real
property" exception to the general prohibition in subparagraph

(9).

BU.S. First Subm ssion, p. 14.

1U.S. First Subm ssion, p. 14.
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21. The United States did not concede that the lists are
"illustrative” in the sense that the categories of enunerated
itens exenplify other categories of itens. The United States
argued that the Canadian subm ssion ignored the list of
exclusions and failed to consider what is the result when there
are tw conflicting "illustrative" exanples, one general
(exclusion of financial services) and one specific (inclusion of
nortgage interest on real property used for the production of
goods) . In the United States view, an exception to a genera
rule nust be construed narrowy.

22. The United States said that the drafters of the FTA
were determned to ensure that where goods were nmade in part
fromthird-country materials there would be substantial input of
Canadi an or United States |abor or materials, avoiding the so-
cal | ed "bookkeeping input" that had been included in the val ue
content calculation wunder the Autonotive Products Trade
Agreenent ("the Autopact") between the United States and Canada.
Hence profits were specifically excluded under the FTA in
Article 304(m although they were included as donestic content
under the Autopact. The United States contended that the intent
of the FTA was to pronote the use of North Anmerican | abor,
materials and parts, referred to by the United States as "hard
costs". Accordingly it was intended that, to the fullest extent
possi bl e, costs other than "hard costs"” would be excluded. ®

23. The United States argued that just as profits are the
cost of equity capital, interest is the cost of debt capital.
If the cost of one formof capital is excluded, the cost of the

U, S. First Subm ssion, p. 16.

®Transcript of Oral Hearing, pp. 83-84.
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other formof capital should |ikew se be excluded. Moreover, to
include interest costs as direct costs of production would
i nvol ve double counting, that is, both the interest cost on
nmoney borrowed to acquire the plant and equipnent and the
depreciation expense on that plant and equipnment would be
count ed. *’

24. Wth respect to GAAP, and the reliance on GAAP by the
United States Custons Service in its adm nistrative decision of
May 22, 1991, the United States contended that accounting theory
and practice do support the conclusion that interest expenses
are neither directly incurred in nor reasonably allocable to the
cost of production, and that this is the sane for financial
accounting nethodology as well as for cost accounting
met hodol ogy. The United States noted that the Financial
Accounting Standards Board (FASB) generally prohibits the
capitalization of interest for inventories that are routinely
manufactured or otherw se produced in large quantities on a
repetitive basis.®® It was not unreasonable for the Parties to
have created an exception in Article 304 for nortgage interest
on real property because accounting theory and practice do not
treat land (as distinct from buildings and equipnent) as a
depreci abl e asset. Mortgage interest, in the United States
subm ssion, represents a proxy for the contribution of real
property to the cost of production.?®

25. The United States relied on the negotiating history of
the FTA as evidence of the intent of the Parties. The United

YU.S. First Subm ssion, pp. 25-26.
18y, S. Second Subnmi ssion, pp. 32-35.
¥U.S. First Subm ssion, pp. 19-20.
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States chief negotiator for Article 304 in his presentation to
the Panel during the oral hearing on March 31, 1992 expl ai ned
t hat the Canadi an negotiators had approached the United States
negotiators late in the process, in Cctober, 1987, with a
request for the inclusion of nortgage interest on real property
used in the production of goods together with depreciation on
bui l dings, property insurance premuns and real property
mai nt enance costs. Canada had not asked for a general reference
to interest costs. Canada's request related only to mortgage
interest on real property used in the production of goods. The
United States had agreed to that request because by the end of
Oct ober 1987 "we were running out of tinme" and in light of the
non-depreciation of Jland costs and "in the interest of
consummating an agreenent” the United States accepted the
amendnent . | f Canada had intended in October 1987 the broad
inclusion of interest it now seeks in the present proceeding
Canada woul d have asked for it in very different |anguage.

V. The Panel®"s Analysis

(a) The meaning of Article 304

26. This brief summary of the argunents of the Parties is
not intended to repeat their careful and extensive subm ssions
inthe witten and oral proceedings, but it identifies the major
contending lines of argunent sufficiently for purposes of the
Panel's own analysis of Article 304. The Panel will refer in
greater detail to the Parties' argunents where appropriate in
the foll owm ng paragraphs.

2Transcript of Oral Hearing, pp. 80-81.



16

27. Article 31 of the Vienna Convention on the Law of

Treaties sets out the basic rule of interpretation which the
Parties accept as applicable to the present dispute. Article 31

provi des:
"Atreaty shall be interpreted in
good faith in accordance with the
ordinary meaning to be given to
the ternms of the treaty in their
context and in light of its
obj ect and purpose. ™
28. The relevant terns of Article 304 are "direct cost of

processing or direct cost of assenbling" and these are defined
by Article 304 itself by a two-pronged test separated by the
di sjunctive "or", as follows:

"the costs directly incurred in
or  that can reasonabl y be
all ocated to, the production of

goods. "
(enphasi s added)
29. The first branch of the test ["the costs directly
incurred in ... the production of goods"] adds little to the

ternms thensel ves being defined i.e. the expression "direct cost"
is defined as "the costs directly incurred ...", an el aboration
t hat does not shed nmuch light on what the Parties intended, in
this context, by adoption of the concept of "directness". The
first branch of the definition does however couple the ideas of
"processi ng" and "assenbling" as conponents of the nore general
activity of "production".

30. Traceability appears to the Panel to be the essence of
the distinction between costs directly incurred in the
production of goods, and other costs, under the first branch of
the two-pronged test. This is borne out by the definition of
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"direct costs" set out in sone of the standard accounting

reference texts, for exanple:

(a) Cooper & ljiri - "Kohler's Dictionary For

Accountants", (6th ed., New Jersey 1983)

"The cost of any good or service
t hat contributes to and is
readily ascribable to product or
service output”

(b) Barfield, Raiborn & Dalton - "Cost Accounting -

Traditions and | nnovations", (M nnesota 1991)

"A cost t hat is distinctly
traceable to a particular cost
obj ect”

(c) Rotch, Allen & Smth - Executive GQuide To Managenent

Accounting and Control Systens, (4th ed., Texas 1991)

"Direct costs, strictly speaking,
are only those costs that can
readily be identified or neasured

by product. Al | ocated costs,
whether fixed or variable, are
excl uded. "
(d) Horngren - "Cost Accounting - A Managerial Enphasis",
(3rd ed., New Jersey 1972)

"The ternms direct and indirect
have no neaning unless they are
related to an object of costing.
Traceability is the essence of
the distinction. The word direct
refers to t he practi cabl e,
obvi ous, physical tracing of cost
as incurred to a given cost
obj ect.™

31. The second branch of the test ["the costs ... that can

reasonably be allocated to the production of goods"]

does not

use the word "directly". As sone accounting definitions
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indicate, "allocated costs" are sonetines contrasted wth
"direct costs". It therefore appears that the Parties intended
in the second branch of the definition of Article 304 to broaden
the neaning that would otherwise flow fromthe first branch of
the definition, and indeed to broaden from their ordinary
signification the terns being defined, i.e. "direct cost of
processi ng or direct cost of assenbling".

32. The difficulty is that the outer limts of Article 304
are defined by reference to the concept of "reasonabl eness”
wi thout Article 304 ever explicitly indicating the standard by
whi ch "reasonabl eness” is to be assessed. An allocation that is
reasonabl e for the purpose of evaluating the profitability of a
product line, for exanple, may not be a reasonable allocation
for the purpose of valuing inventory, or, for that matter,
"reasonable"” in the <context of Article 304. Mor eover ,
traceability, which is inportant in distinguishing direct and
al l ocated costs, may al so be inportant in establishing that an
allocation of interest cost is "reasonable,” especially in |ight
of the fungibility of noney.

33. G early reasonabl eness was intended by the Parties to
be a neaningful limtation. As the United States points out,
any cost is capable of being allocated. However, the Parties
have provided that only those costs "that can reasonably be
all ocated for the production of goods" are to be incl uded.

34. In light of the principle of interpretation expressed
in the Vienna Convention, the Panel nust find the scope of that

l[imtation in the context in which the word "reasonably" has
been used, as well as in the object and purpose of the Free
Trade Agreenment itself. Both Parties appreciated that their
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bargai n woul d be expressed in the FTA. Wile the Panel does not
deny that in sone circunstances it nmay be hel pful to go beyond
the Agreenent itself, as the Vienna Convention contenpl ates,
this cannot be done for the purposes sinply of taking account of
the notivation or objectives of one of the Parties. Thus, the
Panel does not accept Canada's argunents based on its
understanding of earlier United States Custons rulings under
various provisions including the Generalized System of
Preferences (GSP). Simlarly, the Panel is not able to accept
the relevance of the donestic practice of the Parties under
ot her agreenents that are distinguishable fromthe FTA in both
text and purpose. For this reason, the Panel does not find the
practices under the GSP and the U S. Cari bbean Econom c Recovery
Act to be persuasive. Finally, unilateral explanations such as
t he Canadi an Expl anatory Notes to the Agreenent or United States
Executive Branch docunents are not authoritative guides to
interpretation.

35. The two-pronged definition in Article 304 is
imediately followed by a list of thirteen itens, the first six
itenms introduced by the word "including", and the second seven
items introduced by the words "but not including”. |In the view
of the Panel the Parties intended the lists of inclusions and
exclusions to serve as the primary raw material out of which the
i ntended standard of "reasonabl eness” shoul d energe.

36. It is convenient to reproduce the [lists of

illustrations for purposes of conparison:

"incl udi ng" "but not i ncl uding"

a) the cost of all |abor, g) costs relating to the
including benefits and general expense of doing
on-the-job-training, busi ness, such as the

| abor provi ded in cost of provi di ng



b)

d)

f)

A conparison of the lists yields a nunber of
to those charged with the task of

connection wi t h
supervi si on, qual ity
control, shi ppi ng,
receiving, st orage,

packagi ng, nanagenent at
the location of t he
process or assenbly, and

ot her like | abor,
whet her provi ded by
enpl oyees or i ndependent
contractors;

the cost of inspecting
and testing the goods;
the cost of ener gy,
fuel, di es, nol ds,
t ool i ng, and t he
depreciation and

mai nt enance of machi nery

and equi pnent, w thout
regard to whether they
originate wthin t he

territory of a Party;

devel opnent, design, and

engi neeri ng costs;

rent, nortgage interest,
depreciation on
bui I di ngs, property
I nsurance prem uns,
mai nt enance, taxes and
the cost of utilities
for real property used

in the production of the
goods; and

royalty, licensing, or
other 1|ike paynents for
the right to the goods;
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h)

i)

k)

executi ve, financi al,
sal es, adverti sing,
mar ket i ng, accounti ng,
and | egal services, and
I nsur ance;

brokerage charges
rel ating to t he
i mportation and

exportation of goods;

costs for t el ephone,

mai |, and ot her neans of
conmmuni cati on
packi ng costs for

exporting the goods;

royalty paynents rel ated
to a licensing agreenent

to distribute or sel

t he goods;

rent, nortgage interest,
depreciation on
bui I di ngs, property
I nsurance prem uns,
mai nt enance, taxes and
the cost of wutilities
for real property used
by  personnel char ged
with adm ni strative

functions; or

profit on the goods;

i nportant nessages

interpretation.
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37. Firstly, those who drafted the illustrative lists
created two sets of opposable pairs. The first pair relate to
real property:
Real Property

including ... but not including ...

e) rent, nortgage interest, [) rent, nortgage interest,
depreciation on depreciation on
bui I di ngs, property bui I di ngs, property
i nsur ance prem uns, i nsur ance prem uns,
mai nt enance, taxes and mai nt enance, taxes and
the cost of wutilities the cost of wutilities
for real property used for real property used
in the production of the by per sonnel char ged
goods; with adm ni strative

functi ons;

The text of these opposable illustrations is identical except

for a differentiation in the use to which the real property is
put, a differentiation which contrasts use in production wth
use in administration. It is common ground between the Parties
that the reference in subparagraphs (e) and (l) to nortgage
i nterest was added along with depreciation, property insurance
prem uns and nai ntenance, all at the sane tine, in |late October
1987. \While this confirms the fact that in subparagraphs (e)
and (l) the essential focus of the Parties was on real property
as opposed to interest generally, in the view of the Panel the

wording of a wparticular illustration, and the negotiating
hi story of that wording, would not convert an illustration into
anything nore or less than an illustration of a definition

already stated in general terns in the preceding text of Article
304.

38. The second opposable pair deals with royalties:
Royalties

including ... but not including ...
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f) royalty, licensing, or k) royalty paynents rel ated
other 1like paynents for to a licensing agreenent
the right to the goods; to distribute or sel

t he goods;
The included royalties "for the right to the goods"” is

characterized by the United States as the cost of acquiring "any
rights (normally intellectual property rights) that otherw se
woul d preclude the sale of the goods in the open nmarket".?2!
However, as (k) precludes royalties under |icensing agreenments
for distribution or sale of the goods, the royalties included in
(f) would appear to relate to the production of the goods rather
than to their sale

39. The Parties denonstrated by these tw sets of
opposable pairs that the sane type of paynent (nortgage
interest, royalties) would reasonably be included or excl uded,
depending on its relationship (or the lack of it) to the
production of goods. The first nessage, therefore, is that it
is the relationship of the cost to production, rather than the
form of the paynent, or the security for the paynent, that is
the key to "reasonabl eness".

40. Secondly, the illustrations are not self sufficient,
but nust be related in each case back to the two-pronged
definition in the opening words of Article 304. If, for
exanpl e, subparagraph (e) were treated as a "stand al one"
definition, noney could be raised on the security of a nortgage
and used for purposes other than the production of goods, and
would be an "included" cost so long as the real property
supplied as security for the | oan were used for the production
of goods. The text of the issue submtted to this Panel states
that the nortgage noney in question is used for acquisition of

21U. S. Second Submi ssion, p. 16.
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the real property nortgaged, but wuse of the noney for
acquisition is not a formal requirenent set out in subparagraph
(e). Nevertheless it is clear fromthe context of Article 304,
read as a whole, that the Parties did not contenplate the
inclusion of interest on noney raised on the security of
existing real estate (even where such real estate is used in the
production of goods) if the proceeds of the |oan are used for
non- producti on pur poses.

41. Thirdly, a conparison of the opposable pairs confirns
that the lists are not intended to be exhaustive. No doubt
those who drafted Article 304 recognized that real property
could be used for purposes other than the two uses explicitly
nmentioned, i.e. production of goods or admnistrative functions.
Real property could be used, for exanple, for the |location of a
sales outlet. Equally, subparagraph (f) specifically refers to
"royalty, licensing and other like payments" whereas no such
expansi ve | anguage is used in subparagraph (k). Neverthel ess,
the Parties did not intend that the only type of royalty to be
excluded under subparagraph (k) would be "royalty paynents
related to a licensing agreenent to distribute or sell the
goods". Royalties for the use of a corporate | ogo, for exanple,
woul d clearly be excluded, yet such a use is not explicitly
excluded in subparagraph (k). |If the list of excluded costs was
not intended to be exhaustive, there is no reason to believe the
list of included costs was intended to be exhaustive. The
common denominator of both lists is the focus on the
relationship of the cost, or the lack of it, to the production
of the goods.

42. Quite apart fromthe fact that the enunerated lists in
Article 304 are introduced by the words "including® and "but not
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i ncluding", and are thus prima facie illustrative rather than
exhaustive, the drafting of the illustrations thenselves thus
refute any contention that the illustrations are to be treated

as an exhausti ve code.

43. Fourthly, the list of inclusions indicates an extended
readi ng of the concept of "production", enconpassing not only
the cost of the nmeans of production and |abor but also the
"devel opnent, design and engi neering costs" under subparagraph
(d). In the normal course of events devel opnment costs w il
| argely predate commercial production. Labor costs are to be
i ncluded, not only where the labor is consuned in the production
of the goods, but also in such ancillary matters as the storage
and shi ppi ng of the goods, and nmanagenent at the location of the
process or assenbly, according to subparagraph (a).

(b) Interpretation of "interest”

44. Armed with these prelimnary observations, we now turn
to the text of the question submtted to the Panel, which for
ease of reference is reproduced in part as follows:

"To determne ... [the inclusion
or excl usi on of ] i nt erest
paynments on debt of any form
secured or unsecured, undertaken
to finance the acquisition of
fi xed assets such as:

(1) real property
(1i) a plant, and/or
(rit) equi pment ,

used in the production of goods
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45. The Panel approaches these terns of reference on the

footing that "interest" is to be understood to nean bona fide
interest incurred under a | oan agreenent entered into on arnis
length ternms in the ordinary course of business, (which of
course includes the normal practices associated with the

conmmencenent of production as well as with subsequent stages of

producti on). Transactions that do not satisfy these criteria
create a particular set of problens that will be addressed
| ater.

(c) The treatment of mortgage interest

46. The starting point for the Panel's analysis is the
text of subparagraph (e) in which the Parties explicitly agreed

that it would be "reasonabl e" to include

e) rent, nortgage interest,
depreciation on buildings,
property insurance prem umns,
mai nt enance, taxes and the
cost of wutilities for real

property used in t he
production of the goods”

(enphasi s added)
In order to fully understand what the Parties neant by this
illustration it is necessary to consider the content of what the
Parti es have conpendi ously described as "real property". The
termhas a well known significance under the | aw of both Canada
and the United States as including nore than | and. In the
United States, its neaning is readily ascertained in such w dely
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avail abl e standard | egal works as Corpus Juris Secundum (1985
edition) at volume 36A p. 587 which states:

"1. Definition and Nature and
Requisites of Conversion
into Realty i1n General

The |law recognizes that, under
certain circunmstances persona
property becomes a part and
par cel of real property and
t hereafter assunes the status of

real property. In fact it is an
anci ent maxi m which in the
| anguage of antiquity IS
expressed 'quicquid plantatur
sol o, sol o cedit,"’ t hat

what soever is fixed to the realty
is thereby nmade a part of the
realty to which it adheres, and
partakes of all its incidents and
properties.”

(enphasi s added)
47. At p. 620 of the sane authority consideration is given
to the status of buil dings:

"Buildings. The character of a
building and its adaptability to
the purposes for which the |and
is used have been held to be
factors to be considered in
determning whether or not it
constitutes a fixture.
Ordinarily, however, bui | di ngs
placed on the land have been
regarded as part of the realty,
occasionally without reference to
any actual fastening to the
ground, on the theory presunmably
that they are accessory to the
realty as being necessarily, or
at | east presunptively, built for
the purpose of inproving it,
al though  buildings of I'ight
construction, especially if not
firmy attached to the | and, have
occasionally been regarded as
personalty, as being evidently
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annexed for tenporary purposes
only."

(enphasi s added)
It appears to the Panel that industrial and manufacturing plants
woul d ordinarily neet this test to qualify as "real property".

48. As to nmachinery and equi prment, Corpus Juris Secundum
(1985 edition) vol. 36A at p. 620 goes on to state:

"Machinery or apparatus in
burldings. The test of the
character of the article annexed,
as related to the use to which
the realty is devoted, has been
applied in connecti on wth
machi nery or apparatus in a
building, it often being said or
held that when a building is

erected for, or per nanentl y
adapt ed or devot ed to, a
parti cul ar pur pose, anvyt hi ng

annexed to the building for the
carrying out of that purpose nay
be considered as accessory to the
realty itself, whi | e such
articles annexed nerely for the
purpose for which the building
happens at the tine to be used
are not to be so regarded.

It has sonetines been said that

t he chi ef t est in t he
determnation is whether t he
machi nery IS per manent and

essential to the purpose for
which the building is occupied or

enpl oyed. In this test no
di stinction IS made  between
machinery placed in a factory
erected for a specific
manuf acturing purpose and Iike

machi nery placed in a building
constructed for an entirely
di fferent purpose, but thereafter
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converted to a use for which the
machi nery is essential."”
(enphasi s added)

Once again, to the extent machi nery and equi pnent is "permanent
and essential to the purpose for which the building is
enpl oyed", and is attached in some way to the building or to the
soil on which the building is erected, it becones as nuch part
of the "real property" as the land itself.

49. Canadian law is to the sanme effect. Generally
available legal dictionaries include Dukelow and Nuse The
Dictionary of Canadian Law (Carswell 1991) which states:

"REAL PROPERTY. 1. | ncl udes
messuages, | ands, rents and
her edi t anent s whet her of freehold
or any other tenure whatever and
whet her corporeal or incorporeal
and any undivided share thereof
and any estate, right or interest
other than a chattel interest
therein. 2. The ground or soi

and everything annexed to it, and
i ncludes |and covered by water,
all quarries and substances in or
under land other than mnes or
m neral s and al | bui | di ngs,
fixtures, machinery, structures
and things erected on or under or
affixed to |and. 3. I ncl udes
any estate, interest or right to
or in |and, but does not include
a nortgage secured by real

property.”

(enphasi s added)
Support for the underlined words may be found in Haggert v. Town
of Branpton (1897) 28 S.C.R 174, at p. 182, where the Suprene
Court of Canada hel d manufacturing machi nery and equi pnent to be

real property as between nortgagor and nortgagee in the
ci rcunst ances there under consideration.
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50. In light of the ordinary |legal neaning of the term
"real property" in both the United States and Canada, it nust be
accepted that a nortgage secured on "real property” would
include not only the I and, but plant and equi pnent sufficiently
annexed to the land to becone "fixtures", and that the Parties
to the FTA have al ready expressly agreed that interest paid on
t he whol e of the debt so secured woul d reasonably be incl uded as
an al |l owabl e cost under Article 304.

51. The United States made various argunents based on the
different accounting treatnent accorded in some circunstances to
"land" as distinguished frombuil dings and ot her equi pnent. The
Panel accepts the United States point that "land" as such is not
depr eci at ed. However, the Parties chose to enploy in
subpar agraph (e) the concept of nortgaged "real property", which
clearly includes manufacturing plants and fixed production
equi pnent which are depreciated, as well as land which is not
depr eci at ed. These accounting argunents therefore do not
provide any basis for differentiating non-nortgage interest from
nortgage interest in respect of real property inits entirety.

(d) The treatment of non-mortgage interest

52. The task of the Panel is to apply the general words of
definition in Article 304 (the two-pronged test) to the bal ance
of our ternms of reference by the sinple process of reasoning
from what the Parties have said is "reasonable" to the other
matters on which the Parties have sought our determ nation, but
which are not referred to expressly in any of the illustrations.
In particular,
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(a) if inclusion of nortgage interest on real property
(land, plant and fixed production equipnent) is
expressly agreed to be reasonable, is it reasonable
also to include non-nortgage interest on such real
property?

(b) if inclusion of interest incurred on the acquisition
of real property used in the production of goods is
reasonable, is it reasonable also to include interest
incurred in the acquisition of other neans of
production?

53. The first question is whether interest should be
"included" in respect of a loan to acquire real property in
circunstances identical to subparagraph (e) except that the | oan
is not secured by a nortgage on the real property so acquired.
The basis for inclusion, if any, nust be found in the two-
pronged definition in the opening words of Article 304. It does
not energe, at least explicitly, from any of the other
illustrative subparagraphs.

54. Both Parties submtted references to statenents by the
United States Financial Accounting Standards Board (FASB).
Canada relied on the FASB Statenent of Financial Accounting
St andards No. 34, paragraph 48 (Cctober 1979) which reads in
part:

"The cause and ef fect
rel ati onshi p between acquiring an
asset and the incurrence of
i nterest cost nakes interest cost
anal ogous to a direct cost that
IS readily and obj ectively
assi gnabl e to t he acquired
asset."
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In the Panel's view, a cost that is "analogous to a direct
cost", and is "readily and objectively assignable to the
acquired asset", exhibits the necessary relationship to the
means of production required by Article 304 for inclusion in the
val ue content calculation. The point is that interest nust be
"readily and objectively" assigned to acquisition of a
production asset. This will give rise to questions of proof.
In its first submssion, Canada gave as an exanple the
possibility that a |oan agreenent may require dedication of
proceeds to production assets.?? The Panel has not heard
argunment on what, if any, other factors or procedures nmay anount
to a sufficient objectively established connection wth
production assets for an allocation of interest costs to be
"reasonabl e.”

55. The requirenent to establish a relationship between
use of | oan proceeds and the production of goods is the sane
whet her or not paynent of the purchase price is secured by a
nmortgage on the acquired asset. The significance of the
nmortgage, after all, lies in the renedies it offers to the
nortgagee in the event of a default on paynent. The nortgage is
an invisible web of rights and obligations that neither enhances
nor inpedes the work of the capital asset secured by it in the
production of goods. Article 304 is concerned with the
production of goods, not with the renedies of unpaid creditors.
Nevertheless, it is the view of the United States that even if
non-nortgage i nterest costs incurred in the acquisition of |and,
pl ant and equipnent used in the production of goods could
reasonably be allocated to the production of goods, the Parties
have neverthel ess agreed that such non-nortgage interest should
be excluded fromthe value content cal cul ation.

22Canada First Submission, p. 19, para. 51.
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56. The United States submtted that subparagraph (g) is
a conplete answer to the Canadian position. For ease of
reference we repeat the wording of (g) here:

"g) costs relating to t he
gener al expense of doi ng
busi ness, such as the cost of
provi ding executive, financial,
sal es, advertising, marketing,
accounting, and |egal services,
and insurance;"
(enphasi s added)

57. In the United States view, the provision of credit is
a "financial service" and the cost of credit is therefore a cost
relating to the provision of a financial service. Accordingly,
it is argued, interest costs have been characterised by the
Parties thenselves in (g) as a "general expense of doing
busi ness”, and interest therefore nmust be excluded from the
"direct cost of processing or direct cost of assenbling"” unless
it can be brought within the "narrow exception” of mortgage
interest in subparagraph (e). This exclusion, the United States
says, nust be given effect even if such costs are "reasonably
al l ocable”" to the production of particular goods because they
are "explicitly disallowed" by Article 304.

58. The Panel cannot accept that subparagraph (g) has
either the nmeaning or the paramountcy which the United States
Submi ssion attributes to it.

59. Firstly, for the reasons al ready given, the Panel has
concl uded that the enunerated lists are nerely illustrative, and
do not establish anongst thensel ves any hierarchy of inportance
or paranountcy. Even if the expression "financial services"
were intended to cover interest cost, it would not by the fact
achieve the superior status of "a general rule”" wthin the
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overal |l framework of Article 304, to which other subparagraphs
woul d operate only as narrow exceptions. The United States in
its Second Subnission? states that its overall analysis of
Article 304

... 1S buttressed by Paragraph
(g), which provides the general
rule that, except as otherw se
specifically provided (e.g., in
Par agraph (e)), general expenses,
such as the costs of financial
services, are excluded from the
definition."

| f subparagraph (g) were expressed in these words, of course,
the United States' argunent would stand on sonmewhat stronger
footing, but that is not the |anguage chosen by the Parties in
the Free Trade Agreenent. The Panel is bound to respect the
| anguage that the Parties have in fact enpl oyed.

60. Secondly, the financial services referred to in (Q)
are grouped with other types of services including adverti sing,
accounting and | egal services. Interest represents the cost of
nmoney, not the cost of service. The United States itself
defined interest as "the cost of noney borrowed" and "the val ue,
or cost of nobney over tine."? In the Panel's view, it would
distort the "ordinary nmeani ng" of words to characterize the cost
of noney as the cost of a service. The principle of treaty
interpretation set out in Article 31 of the Vienna Convention on
the Law of Treaties and accepted by the Parties as appropriate
requires us to interpret Article 304 in accordance with the
"ordinary neaning to be given to [its] ternms." A financi al
institution may offer a wide variety of financial services for
which fees are paid that may have nothing to do with interest

2U.S. Second Submi ssion, p. 14.

22U.S. First Subm ssion, p. 25.
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charged on the balance of outstanding |oans. The chi ef
financial officer of a manufacturing conpany and his/her staff
al so provide a variety of financial services. |In this regard
the Panel agrees with the argunents nade by Canada.? The Panel
also regards the definition and use of the term "financial
services" in the Draft Final Act of the Uruguay Round as not
being relevant to the issue before the Panel, in light of the
dissimlar contexts in which the terns appear.

61. Thirdly, if the subm ssion advanced by the United
States were correct, all interest would be excluded under the
"general rule" established by subparagraph (g) except such
nmortgage interest as is specifically permtted under
subpar agraph (e). The Parties apparently did not share this
vi ew, because they did not treat subparagraph (g) as a general
exclusion but went on to provide specifically for a type of
"excl uded" nortgage interest in subparagraph (I) in respect of
real property used for adm nistrative purposes.

62. The United States chief negotiator for Article 304
told the Panel that a nutual objective of the Parties in the FTA
was to tighten up the value content cal culations permtted under
t he Autopact. However he could recall no discussion wth
Canadi an negotiators to the effect that subparagraph (g) was to
be regarded as a general prohibition against allowance of
interest.? Moreover, he could not recall any discussion about
the neaning to be attributed to the expression "financial
servi ces" in subparagraph (g). The FTA on its face does not
di scl ose any mutual |y agreed upon hierarchy of "illustrations",

2Transcript of Oral Hearing, pp. 26-27.
2Transcri pt of Oral Hearing, p. 96.
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or any nutually agreed upon expanded neaning of the term
"financial services". It is true, as the United States points
out, that if real ©property nortgage interest was already
included in Article 304 prior to Canada's request to nention it
expressly in Qctober 1987, Canada's request was superfluous. It
is also true, as Canada points out, that while efforts to
"tighten up"” the value content rules in the Autopact resulted in
the FTA's express disallowance of such items as profit and
advertising expense, there was no such express disallowance in
the case of interest. The "negotiating history", such as it is,

does not offer a solution to the inpasse.

63. In summary, the Panel does not accept the reference to
"financial services" in subparagraph (g) as a proxy for an
express disallowance of interest. In the Panel's view
subpar agraph (g) does not provide any significant assistance in
the resolution of the questions submtted. W believe the test
of "reasonabl eness” in connection with interest should focus on
t he juxtaposition of subparagraphs (e) and (l), not (e) and (Q).

The subject matter of subparagraphs (e) and (l) is identica

whereas the subject matter of subparagraphs (e) and (g) is quite
different.

(e) The form of the loan transaction

64. The terns of reference require the Panel to evaluate
the inmportance of the | egal form of the transaction giving rise
to the interest obligation. The Panel was asked to determ ne
whet her

"the definition of 'direct cost
of processing' or 'direct cost of
assenbling' set forth in Article
304 - i ncl udes i nt er est
paynments on debt of any form,
secured or unsecured, undertaken
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to finance the acquisition of
fi xed assets such as:

(1) real property
(1i) a plant, and/or
(rit) equi pnment ,

used in the production of goods."

(enphasi s added)

65. The Panel fully recognizes that nortgage interest is
paid pursuant to a formal docunent whose ternms can be easily
ascertained. Al though the nortgage docunent will not ordinarily
explain the use to which the proceeds of the nortgage were put,
t he acconpanying |oan docunentation may well do so. Such
docunentati on woul d hel p establish an objective basis on which
"reasonably"” to allocate that interest to production. The
negotiators of Article 304 may have considered that an
i ndependent bank or other financial institution, as opposed to
a related corporation wuld be nore likely to take nortgage
security. Loan transactions with independent banks and ot her
financial institutions would nornally be concluded on arns-
length ternms. CGovernnent authorities could readily verify the
interest cost, identify the real property included as security,
and verify whether in fact the proceeds of the |oan secured by
the nortgage are used for the production of goods.

66. There are thus a nunber of features of a nortgage
which may have led the negotiators to single out nortgage
financing for special nention. It does not follow however,
that these features should determne what is "reasonable" for
t he purpose of an Article 304 allocation.
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67. Firstly, the sane features apply equally to a chattel
nmort gage of personal property, yet the list of illustrations
refers only to nortgages of real property.

68. Secondly, and nore generally, difficulties of proof in
particul ar cases should not artificially restrict the neaning to
be applied to the general words of Article 304. The words of
t he two-pronged test nust, according to the Vienna Convention on

the Law of Treaties, be given their "ordinary neaning".

69. If nortgage interest on all of the fixed neans of
production is considered by the Parties to be a "reasonable"
allocation to the "direct cost of processing or the direct cost
of assenbling”, the Panel cannot find anything in the text or
context of Article 304 to suggest that the Parties considered
the form of the security (if any) or other aspect of the form of
the financing, whether by nortgage or otherwise, to be of
controlling inportance. Wil e nortgage financing may present
advantages in terns of verification, it cannot be contended that
mortgage financing is the only nmethod of financing for which
such verification is possible. The Free Trade Agreenent, taken
as a whol e, suggests no conpelling reason to require producers
to finance the acquisition of the nmeans of production by
nort gages rather than other nethods of financing which may, in
particul ar circunstances, be nore commercially appropriate. The
Parties to the Free Trade Agreenent have no particul ar vested
interest in nortgage financing, and producers should not be
required to neke financing decisions based on governnental
convenience in the verification or audit in the absence of sone
express agreenent to that effect in the FTA itself.
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70. In its subm ssions, the United States drew attention
to the potential for abuse if non-nortgage interest were to be
i ncl uded:

"equi pnent used in transplant operations is normally
purchased and inported from the foreign parent
cor porati on, so that any interest expense is
essentially an interconpany transfer of funds."?

This, the United States inplied, does not involve interest at
all. Rather it involves a transfer of profit from a parent
corporation to a subsidiary. Article 304(m) makes it clear that
a transfer of profit may not "reasonably” be allocated to the
production of goods. Wiile sonme producers may seek to
acconplish this indirectly (e.g. by dressing up profit as
interest to try to qualify it as an included cost), the
potential for such an abuse exists whether or not the abusive
"l oan" is secured by a nortgage on real property. The problem
arises generally from the fungible nature of noney and the
difficulty of unequivocally associating the proceeds of a |oan
with the acquisition of specific property. But this problem
applies even when the loan is secured by a nortgage on rea

property. The proceeds of a nortgage on real estate may be
diverted to an ineligible purpose. The interest rate on a
nmort gage on real property may be inflated in a non-arnms | ength
transaction to strip profit out of a subsidiary.

71. In the Panel's view, this potential for abuse should
be dealt with in the sanme way whether a loan is secured or
unsecured, whether for the purchase of real property or for the
purchase of other production assets. The interest nust be bona
fide, the transaction nmust be on terns that are at arns |ength
and the borrow ng nust be in the ordinary course of business to

2’U. S. Second Submi ssion, p. 7.
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finance the production of goods. These requirenments are
inplicit in Article 304 itself, for if they are not nmet then it
could not be said that the interest cost, "can reasonably be

all ocated" to the production of those goods. ?®

72. It follows that in the opinion of the Panel, in |ight
of the fact that the Parties considered inclusion of nortgage
interest in respect of the acquisition cost of production-
related real property to be reasonable, inclusion of non-
nortgage interest in respect of the acquisition cost of such
real property is also reasonable.

() Interest on machinery and equipment

73. The United States submts that interest should not be
permtted on any machi nery and equi pnment used in the production
of the goods because of a negative inference that the United
States believes should be drawn from subparagraph (c) of Article
304, which reads as foll ows:

"(c) The cost of energy, fuel,
dies, nolds, tooling, and the
depreciation and maintenance of
machinery and equipment, w t hout
regard to whether they originate
within the territory of a Party."

(enphasi s added)

74. The United States points out that the Parties saw fit
specifically to nention depreciation and nmaintenance of

28Al t hough the question relating to the situs of the
| ending institution has been excluded from consi deration by
t he Panel, one nenber felt that the situs of the | ender could
forman additional requirenent for the inclusion of non-
nortgage interest for purposes of Article 304.
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machi nery and equi prment, and suggests that had it been the
intention of the Parties to permt the deduction of interest in
respect of machinery and equi pnent the Parties would have said
so in clear |anguage.

75. There is sone appeal in this argunent. Clearly the
Parties went to sonme trouble to make sone of the illustrations
quite conprehensive. Interest is nentioned in conbination with

mai nt enance and depreci ation in subparagraphs (e) and (l), and
its absence from subparagraph (c) is notable. The question
however, is whether this fact justifies drawing a negative
inference that interest on machinery and equi pnment should be
excl uded despite the existence of circunstances that would cal
for their inclusion under the two-pronged definition in the
openi ng words of Article 304.

76. In the case of machinery and equi pnent fixed to the
soil or to a plant, of course, any negative inference would be
refuted by the inclusion of fixtures as "real property" under
subparagraph (e). If interest may be included in respect of
"fixed" machi nery and equi pnent, there seens no basis on which
to draw a selective negative inference from subparagraph (c) in
respect of unfixed machi nery and equi pnent, because subparagraph
(c) makes no distinction as to whether the machinery and
equi pnent is fixed or unfixed.

77. Adoption of the "negative inference" approach would
produce sone clearly undesirable effects el sewhere in Article
304. Sonme of these have already been noted. For exanple
subparagraph () excludes nortgage interest on real property
used by personnel charged with "adm ni strative functions", but
does not explicitly exclude nortgage interest on real property
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used by personnel charged with sales, advertising or marketing
functions (or, for that natter, non-nortgage |oans whose
proceeds are used for adm nistrative purposes). Subpar agr aph

(k) excludes royalties related to "a licensing agreenent to
distribute or sell the goods" but does not expressly exclude
such royal ti es payabl e otherwi se than by a |licensing agreenent.
Nei t her of the Parties have suggested, or would be likely to
accept, an application of the "negative inference" approach in

such cases.

78. I n subparagraph (a) nention is nmade of the inclusion
of wvarious |abor costs "whether provided by enployees or
i ndependent contractors”. A "negative inference" approach would
suggest that where this qualification is not specifically
nmentioned only the cost of services provided by enpl oyees of the
producer are to be taken into consideration. Such a "negative
i nference", however, would drastically truncate the obviously
i ntended scope of subparagraph (g) so that for exanple only
advertising, marketing, accounting, |egal and financial services
rendered by the producer's employees woul d be addressed. The
United States points out that such an interpretation:

"would be absurd, however, as
applied to a mnufacturer of
goods, which generally would not
be engaged in the provision of
financi al services".?°

In short, the Panel does not accept the "negative inference”
approach to Article 304, and concludes that the absence of any
reference to "interest" in subparagraph (c), while curious, does
not exclude interest that would otherw se be included on the
basi s of the general division between "production” uses and non-

2. S. Second Submi ssion, p. 14, footnote 6.
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production uses evident from a reading of Article 304 as a
whol e.

79. It follows that the issue of interest on the
acqui sition cost of machinery and equi pnent nust be addressed on
a broader basis of principle. In the Panel's view, this broader
basis is to be found in the general denarcation between
production wuses and non-production uses. In our view
subparagraph (e) contenplates as reasonable the inclusion of
interest on the cost of acquisition of real property used in the
production of goods not because it is real property but because
the acquired asset i1s used in the production of goods. On that
basis there seens no reason to differentiate between real
property means of production and ot her neans of production.

(g) The object and purpose of the FTA

80. As stated earlier, while the text and context of
Article 304 call for detailed exam nation in the process of
interpretation, other conpelling sources of interpretive
assi stance are to be found in the object and purpose of the FTA
and its rules of origin, of which Article 304 forns an inportant
part.

81. It is clear fromthe Preanble of the FTA, and fromthe
Obj ectives and Scope of the FTA set out in Chapter 1, that the
Parties sought to create a trading arrangenent whose benefits
woul d accrue primarily but not exclusively to the goods and
producers of the Parties, and to enhance enpl oynent and incone
opportunities primarily but not exclusively for persons |iving
within the territories of Canada and the United States.
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82. The question put to the Panel deals specifically with
interest on debt incurred for the acquisition of fixed assets.
As al ready stated, we recognize that noney is fungible, and it
is therefore especially difficult to connect the proceeds of
debt unequivocally wth any particular good or function.
Nevert hel ess, Article 304 expressly allows nortgage interest on
real property, notw thstanding the fact that the funds raised by
a nortgage are fungible and may be traceable to the production
process only in a formal sense. It nust therefore have been the
view of the Parties that the inclusion of interest, as such, is
not inconsistent with the larger objects and purposes of the
FTA. Once this basic policy is established, the Panel does not
believe that the formof security (if any) securing the debt in
respect of which interest is payable is determnative, and
accordingly we conclude that unsecured debt to acquire fixed
production assets should also be counted. However, as we have
enphasi zed, our determnation that in a given case interest can
"reasonably" be allocated to production presupposes that a
producer can denonstrate to the rel evant governnent authorities,
if required to do so, that the interest is bona fide (for
exanple that it is not incurred as part of a shamintracorporate
| oan transaction); that the interest is payable on arms |ength
terms (for exanple the interest rate has not been inflated
artificially to increase the costs of production); that the |oan
has been undertaken in the ordinary course of business; and that
the proceeds of the loan are objectively assignable to the
producti on of goods.

83. The question submtted to the Panel focuses on the
| egal form of the transaction giving rise to the interest
obl i gati on. It follows fromour analysis that the form of the
debt is not a controlling circunstance. The relationship of the
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debt in respect of which interest is clainmed to the production

of goods is the key to the interpretation of Article 304.

VI: Determination
84. Accordingly, the Panel DETERM NES t hat:
(i) bona fide interest paynents on debt of

(i)

any form secured or unsecur ed,
undertaken on arms length ternms in
the ordinary course of business to
finance the acquisition of fixed
assets such as real property, a plant,
and/ or equi pnment used in t he
production of goods in the territory
of a Party, and that are subject to a
determ nation based on the criteria
specified in FTA Annex 301.2, are
includable in the 'direct cost of
processi ng' or "direct cost of
assenbling' set forth in Article 304
of the FTA;

the U S. interpretation of Article 304

contained in admnistrative decision

ENT- 3-02- CO RA: C M5 REF 04 and Cust ons

Regul at i ons S. 10. 305 (a)(3)(iv)

publ i shed on January 22, 1992 as they

relate to interest

ot her than nortgage interest on funds used to
acquire real property, equi pnent and other fixed
assets used in the production of the goods is
i nconsistent with the provisions of the FTA
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VII: Recommendation

85. The Panel RECOVWENDS that the Parties resolve the
di spute by the adoption of such regulations and internal
adm ni strative procedures as nay be necessary to inplenent the
Panel 's determ nati on. The Parties may w sh to consider the
adoption of regulations and procedures that would address the
particular problens of establishing an objective, traceable
connection between a | oan and production assets, the scrutiny of
intracorporate |oans, and the ascertai nnent of ordinary business
practice.

SIGNED IN THE ORG NI AL BY:

_JUNE 8, 1992 JAMES F. GRANDY
Dat e Janes F. Grandy (Chair)
_ JUNE 8, 1992 | AN BI NNI E
Dat e lan Binnie, QC
_JUNE 8, 1992 WLLIAMB. KELLY, JR
Dat e WlliamB. Kelly, Jr.
_JUNE 8, 1992 DONAL D MCRAE
Dat e Donal d McRae
_ JUNE 8, 1992 PH LLI P TRI MBLE

Dat e Phillip Trinble
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