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U.S.-European Union Trade Relations:
Issues and Policy Challenges

SUMMARY

The United States and European Union
(EU) share a huge and mutually beneficial
economic partnership. Not only istheU.S.-EU
tradeand investment relationshipthelargestin
the world, it is arguably the most important.
Agreement between the two economic super-
powers has been critical to making the world
trading system more open and efficient.

Given ahuge level of commercial inter-
actions, trade tensions and disputes are not
unexpected. In the past, U.S-EU trade
relations have witnessed periodic episodes of
rising trade tensions and even threats of a
trade war, only to be followed by successful
efforts at dispute settlement. This ebb and
flow of trade tensions has occurred again last
year and this year with high-profile disputes
involving steel, tax benefits for U.S
exporters, GMO-products, and aircraft pro-
duction subsidies.

Resolution of U.S.-EU tradedisputeshas
become increasingly difficult in recent years.
Part of the problem may be dueto thefact that
the U.S. and the EU are of roughly equa
economic strength and neither side has the
ability to impose concessions on the other.
Another factor may be that many bilatera
disputes now involve clashes in domestic
values, priorities, and regulatory systems
where the international rules of the road are
inadequate to provide a sound basisfor effec-
tive and timely dispute resolution. Whether
foreign policy discord over the Irag war may
affect economic relationsis aso amajor new
unknown.

Both European Trade Commissioner
Pascal Lamy and U.S. Trade Representative
Robert Zoellick have worked hard to get the
DohaRound of multilateral trade negotiations

re-started after the failed Cancun WTO meet-
ing in September 2003. And on August 1,
2004, due in no small part to their efforts,
members of the WTO concluded aframework
for future Doharound talks, thereby lessening
some of the agricultural trade tensions be-
tween the U.S. and EU. Peter Mandelson,
Lamy’s replacement as of last month, has
pledged to work with Zoellick to advance the
Doha Round.

On March 1, 2004, the EU began
imposing 5% additional duties on selected
U.S. exportsin responseto aWTO ruling that
certain tax provisions for U.S. exports were
illegal (as of December, the tariff has esca
lated to 14%). Although Congress cleared
legislation on October 11, 2004, the EU on
November 5, 2004, initiated WTO proceed-
ings to challenge provisions in the new law.
Thisisin part because continuation or alter-
ation of thetariffs has become linked with the
dispute between Airbus and Boeing over
government subsidies. On October 6, 2004,
the U.S. filed a request for formal WTO
consultationsover government subsidiesgiven
to Airbus and the EU counter-filed a formal
request on U.S. subsidiesgivento Boeing. As
a result of these inter-related actions,
transatlantic trade tensions have been
heightened.

Major U.S.-EU trade challenges can be
grouped into five categories: (1) complying
with WTO rulings; (2) resolving longstanding
trade disputesinvol ving aerospace production
subsidiesand beef hormones; (3) dealing with
different public concerns over new
technologies and new industries (4) fostering
cooperative competition policies; and (5)
strengthening the multilateral trading system.
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MoOST RECENT DEVELOPMENTS

On December 22, 2004, the European Court of First Instance ordered Microsoft to
immediately implement sanctions that were announced by the European Commission last
March.

On November 18, 2004, a mgority of the House of Representatives (240 Members)
urged U.S. Trade Representative Robert Zoellick to pursue aWTO dispute settlement case
on European subsidiesto Airbus.

The EU on November 8, 2004, took the first steps under the WTO to challenge the
sanctions the United States and Canada have imposed on EU exports due to the EU ban on
imports of beef raised with artificial beef hormones.

The EU on November 5, 2004, initiated proceedings in the WTO to challenge
provisions in recently adopted U.S. export tax legidation (P.L. 108-357).

A WTO panel established to settle a dispute on the EU’s alleged moratorium on
genetically modified organisms(GM O) announced on November 2, 2004, that itsfinal report
will be delayed until the end of June 2005.

Congress on October 11, 2004, completed action on legislation (H.R. 4520) that will
repeal aU.S. export tax provision that had been ruled illegal by the WTO.

The United Statesfiled on October 6, 2004, aformal request for consultationsunder the
WTO dispute settlement procedures over government subsidies given to Airbus. On the
same day, the EU counter-filed aformal WTO complaint on U.S. subsidiesgivento Boeing.

BACKGROUND AND ANALYSIS

Overview

The United States and the European Union (EU) share a huge and mutually beneficial
economic partnership. Not only isthe U.S.-EU trade and investment rel ationship the largest
intheworld, but it isalso arguably the most important. Agreement between thetwo partners
in the past has been critical to making the world trading system more open and efficient.

Given the high level of U.S.-EU commercial interactions, trade tensions and disputes
are not unexpected. In the past, U.S.-EU trade relations have witnessed periodic episodes
of rising trade tensions and conflicts, only to be followed by successful efforts at dispute
settlement. This ebb and flow of trade tensions has occurred again last year with the high-
profile disputes involving steel and tax breaks for U.S. exporters.

The two sides still face difficult chalenges in the months ahead in keeping the
relationship on an even keel. The two biggest challengesrelate to continuing EU sanctions
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being imposed on U.S. exports as part of the FSC-ETI dispute and escalating tensions over
government subsidies the two sides allegedly provide their civil aircraft producers, Boeing
and Airbus. In addition, the EU is pushing ahead with possible retaliatory actions in
conjunction with another WTO compliance case — the Byrd Amendment which distributes
anti-dumping duties imposed by the U.S. to U.S. petitioners and which was found to
contravene WTO rules. For its part, the United States is pressing the EU to end its de facto
moratorium on genetically modified organisms (GMOs) by requesting the selection of
panelists to rule on this WTO complaint. The congressiona response to EU demands to
bring U.S. laws in compliance with WTO obligations and Bush Administration initiatives
will play akey role in managing the U.S.-EU economic relationship.

Closer Economic Ties

The United States and the European Union share the largest bilateral trade and
investment relationship intheworld. Annual two-way flows of goods, services, and foreign
investment transactions exceeded $1 trillionin 2003. Viewed in termsof goodsand services,
the United States and EU are each other’ s largest trading partners. Each purchases about
one-fifth of the other’ s exports of goods in high-technology and sophisticated product areas
where incomes and tastes are the primary determinants of market success.

Based on a population of some 455 million citizens and a gross domestic product of
about $9.0 trillion (compared to a U.S. population of 289 million and a GDP of $10.2
trillion) in 2002, the twenty-five members of the EU providethe single largest market in the
world. Given the reforms entailed in the introduction of the European single market in the
early 1990s, along with the introduction of asingle currency, the euro, for twelve members,
the EU market is also increasingly open and standardized.

Thefact that each side hasahuge investment position in the other’ s market may be the
most significant aspect of the relationship. By year-end 2002, the total stock of two-way
direct investment reached $1.67 trillion (composed of $964 billion in EU investment in the
United States and $708 billion in U.S. investment in the EU), making U.S. and European
companies the largest investorsin each other’ s market. This massive amount of ownership
of companiesin each other’ smarket translatesinto an estimated 4.4 million Americanswho
are employed by European compani es and almost an equal number of EU citizenswho work
for American companiesin Europe.

Growing Strains

Given the huge volume of commercial interactions, it is commonly pointed out that
trade disputes are quite natural and perhapsinevitable. While the vast mgjority of two-way
trade and investment is unaffected by disputes, asmall fraction (often estimated at 1%-2%)
of the total often gives rise to controversy and litigation. Historically, with the possible
exception of agriculture, the disputes have been handled without excessive political rancor.

Over the past several years, however, trade relations are being strained by the nature
and significance of the disputes. The EU Commissioner for Trade, Pascal Lamy, stated on
November 20, 2000 that the “ problems seem to get worse, not better.” Richard Morningstar,
then U.S. Ambassador to the EU, said in a January 23, 2001 speech that the inability of our
two sides “to resolve our list of disputes, which are growing in both number and severity, is
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beginning to overshadow the rest of the relationship.” Moreover, some of the efforts at
disputeresolution haveledto escalationand “tit-for-tat” retaliation with the potential to harm
the multilateral trading system.

In 1999 the United States imposed punitive tariffs on $308 million of EU exports of
mostly higher value-added agricultural products such as Danish ham and Roquefort cheese.
This action was aresponse to arefusal by the EU to change its import regimes for bananas
and hormone-treated beef which the World Trade Organization (WTO) determined to bein
violation of world traderules. (The U.S. retaliation for bananaswas lifted in 2001 but $116
million in punitive duties remains in effect due to the beef dispute.) EU pique over U.S.
pressures on bananas and beef, in turn, led the EU to threaten retaliation against $4 billion
dollarsin U.S. exports that the WTO found in violation of an export subsidy agreement. In
addition, the EU hasfiled numerous WTO dispute resol ution petitionsalleging that avariety
of U.S. trade laws violate international obligations in some technical fashion, contributing
to an impression that these challenges are part of aconcerted EU strategy to weaken or gut
U.S. trade laws.

The underlying causes of the trade disputes are varied. Some conflicts stem primarily
fromtraditional demandsfrom producer or vested interestsfor protection or stateaids. Other
conflicts arise when the United States or the EU initiate actions or measures to protect or
promote their political and economic interests, often in the absence of significant private
sector pressures. Still other conflicts are rooted in an array of regulations that deal mostly
with issues that are considered domestic policy.

Resolution of these disputes has proven difficult in recent years. Part of the problem
may rest inthefact that the EU and United States are of roughly equal economic strength and
neither side has the ability to impose concessions on the other. Another factor may be that
numerous new disputes involve clashes in domestic values and priorities where the
international rules of the road are inadequate to provide a basis for effective and timely
dispute resol ution.(For further discussion, see CRS Report RL30732, Trade Conflict and the
U.S-European Union Economic Relationship.)

The United States and European Union currently have a full plate of high profile
bilateral disputesthisyear. Several of the disputes may need to beresol ved and new potential
disputes avoided if the bilateral trade strains are to be contained and a smoother trade
relationship is to develop. Resolution of disputes involving the U.S. export tax subsidy,
subsidies for Boeing and Airbus, the Byrd Amendment, and the EU ban on imports of
genetically modified organisms (GMOs) are at the top of the list of bilateral challenges.

Major Issues and Policy Challenges

Major EU -U.S. trade and investment issues and policy challenges can be grouped into
six different categories: (1) complying with WTO rulings; (2) resolving two longstanding
trade disputes; (3) dealing with disputes involving new technologies or industries; (4)
fostering cooperative competition policies; and (5) strengthening the multilateral trading
system. A summary and status update of each challenge follows.
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Complying With WTO Rulings

Some of the more serious trade disputes that currently cloud the bilateral relationship
deal with WTO dispute compliance. While the United States has complied with adverse
rulingsin most WTO disputes, there are anumber of outstanding disputeswherethis has not
been the case. The same can be said of the EU compliance record (see treatment of the beef
hormone dispute below). U.S. tax benefits for exporting and the Byrd amendment are two
key compliance disputes that involve retaliation or threats of retaliation.

U.S. Tax Benefits for Exports. The EU on March 1, 2004 began imposing
retaliatory duties of 5% on selected U.S. exports in the dispute over U.S. compliance with
a WTO ruling involving the Foreign Sales Corporation (FSC) and its successor
Extraterritorial Income Exclusion (ETI) export tax regime. Although Congress passed
legislation (H.R. 4520) on October 11, 2004, that repeals the export tax regime (P.L. 108-
357), the EU has not yet passed legisation to lift the trade sanctionsit isimposing on U.S.
exports. The tariffsin December are set at 14% and they are scheduled to be increased by
17% by March 2005.

In December 2005 the European Commission proposed aregulation that would lift the
sanctions but also automatically re-impose them in 2006 if a WTO panel found that
provisionsof thenew U.S. tax legislation did not comply with WTO rules. The EU response
isprompted by the fact that the bill phasesin the repeal of the export subsidy over two years
— 2005 and 2006. The EU could bewithinitstechnical WTO rights not to lift the sanctions
until the repeal is complete. EU spokesmen, in fact, have said that they may not lift the
sanctions in light of the fact that Boeing, which is engaged in a magjor trade battle with
European rival Airbus, will still be benefitting from the ET1 benefit.

U.S. reaction to the EU’ s challenge of the new tax law and resistance to dropping the
sanctions in January 2005 has been almost uniformly negative. In a December 16, 2004
statement, Senate Finance Committee Chairman Charles Grassley stated that he was
disappointed by the failure of the EU to lift the FSC tariffs on January 1, 2005, and
maintained that the European Commission should be doing more to enhance U.S.-EU
relations. (For further discussion, see CRS Report RS20746, Export Tax Benefits and the
WTO.)

Byrd Amendment. The Continued Dumping and Subsidy Offset Act (CDSO), or
Byrd Amendment, enacted in October 2000, requires the annual disbursement of
antidumping and countervailing dutiesto qualified petitionersintheunderlying traderemedy
proceedings. Soon after enactment, the EU and other parties successfully challenged the
statute in the WTO. Because the United States did not comply with the ruling by the
arbitrated deadline of December 27, 2003, eight complaining members requested
authorization from the WTO in January 2004 to impose retaliatory measures. A decision by
aWTO arbitrator on the amount of retaliation U.S. trading partners can impose was handed
down on August 31, 2004.

The Bush Administration has proposed repeal of the CDSOA in its FY2004 and
FY 2005 budget requests. At the same time, the Administration has indicated its intent to
reverse the WTO ruling against the Byrd amendment by securing the right of governments
to distribute monies collected on antidumping and countervailing dutiesto affected firms as
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part of theongoing Doharound of trade negotiations. In addition, considerable congressional
opposition has been expressed to elimination of the measure, asevidenced by aletter signed
by more than two-thirds of the Senate expressing opposition. (For further discussion on the
Byrd amendment, see Continued Dumping and Subsidy Offset Act (Byrd Amendment) in the
CRS Trade Briefing Book, [http://www.congress.gov/brbk/html/ebtral34.html].)

Resolving Longstanding Disputes

The United States and EU are engaged in long-running disputes involving aerospace
production subsidies and trade in beef that has been treated with hormones. President Bush
inan August 13, 2004 speech raised the stakes of the Airbus-Boeing dispute by stating that
Airbus production subsidies are unfair. In October, the long smmering dispute reignited
when both sides took their complaints to the WTO. The beef hormone dispute has aso
heated up when the EU in November 2004 took thefirst stepsto challengein the WTO the
sanctions the United States and Canada are imposing on EU exports.

Airbus-Boeing Subsidy Tensions.* On December 19, 2000, Airbus announced
that it had formally launched a program to construct the world’'s largest commercial
passenger aircraft, the newly numbered Airbus A380. Inthe spring of 2001, Boeing dropped
its support of acompeting new large aircraft, opting instead to focus on the devel opment of
anew class of higher speed commercial aircraft, the so-called sonic cruiser, which hassince
been cancelled. The Airbus action potentially reopensalong-standing trade dispute between
the United States and Europe about subsidization of aircraft projects that compete directly
with allegedly non-subsidized U.S. products, in this case the Boeing 747 series aircraft.

The large commercial aircraft (jet aircraft with 100 or more seats) production industry
is essentially a duopoly consisting of an American manufacturer, Boeing, and a European
manufacturer, Airbus. Until recently Airbus was a consortium of national aviation firms,
some with close government ties, who cooperated to produce commercia aircraft. As a
result of recent European aerospace industry consolidation, Airbusisnow owned by just two
firms, EADS and BAE systems. Airbusitself isreforming as a public firm under the name
Airbus Industrie.

The dispute between the United States and the European governments participating in
the Airbus consortium is of long standing. The basic premise of the dispute is whether, as
U.S. trade policymakers contend, Airbusis a successful participant in the market for large
commercial jet aircraft not because it makes competitive products, which by all standardsit
does, but because it has received significant amounts of governmental subsidy and other
assistance, without whichit probably would not have been ableto enter and participateinthe
market.

At issue in the A380 development is at least $2.5 billion in already identified direct
loansto beprovided to Airbusmember firmsby the governments of France, Germany, Spain,
and the United Kingdom. Additional funds are likely to be provided to subcontractors by
other European nations such as Belgium and Italy. In December 2000, then-President

! Prepared by John W. Fischer, Specialist in Transportation, Resources, Science, and Industry
Division.
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Clinton expressed concerns that the loans to be supplied for the A380 would not be at
commercial ratesand that they might beforgiven if the A380isacommercial failure. Sofar,
the Bush Administration hasexpressed similar concerns, but hastaken no additional actions.
The EU provided information in April 2001 that it claimed showed that all state-aids to be
provided would fully comply withthe 1992 U.S.-EU Agreement on Government Support for
Civil Aircraft.

Shortly after the A380 project was announced, Boeing dropped its support of a
competing new large aircraft. At thetime, it decided instead to focus on the devel opment
of a new class of higher speed commercial aircraft, the so-called sonic cruiser, which has
since been cancelled. Boeing, which apparently believesthe market for A380 sizeaircraftis
limited, isnow offering airlinesanew technology 250-seat aircraft, the 7E7, whichisviewed
asareplacement for the 767. Asof thiswriting, no specific order for thisaircraft have been
received and a decision to actually produce the aircraft is still pending.

Airbus does not accept the U.S. view of the reasonsfor its success. (Airbusnow leads
Boeing in both new annual aircraft deliveries and orders). Although admitting to, but not
publically disclosing, the level of direct subsidies from supporting governments, Airbus
contends that it isin the market for long-term profit. Airbus points to the loan repayments
it has provided over the last several years as proof of its long-term intent to operate in a
market environment. Airbus counters the U.S. argument that subsidies are the principal
reason for Airbus success with claims that U.S. manufacturers have benefitted from huge
indirect governmental subsidiesintheform of military and space contracts and government-
sponsored aerospace research and devel opment.

Europeans are also likely to contend that the 7E7, if it is built, will receive alevel of
subsidy that they believe might proportionately exceed the subsidy levels received by the
A380. To support thisclaim, they point to over $3 billion in publically announced subsidies
from Washington State for 7E7 manufacturing facilities and large announced Japanese
government subsidies for Japanese manufacturing firms who may serve as major
subcontractors on the aircraft.

Defense industry connections that both Boeing and Airbus have may complicate the
dispute. For Boeing, thedecision by the Air Forceto lease 20 military tanker versions of the
B767 aircraft and purchase 80 more has been controversial. Criticsof thisdeal contend that
the Air Force could have found comparable aircraft at cheaper price and that the real intent
of the deal is to keep Boeing's 767 production line open during the ongoing industry
downturn. Supportersof the sale believethat the 767 isagood platform for amilitary tanker
and that its ready availability will efficiently fill an important national defense need.

Airbus, for its part, hasits own military subsidy issue. Severa European nations have
decided to develop and acquirel80 model A400M military transport aircraft at a cost of
approximately 20 billion euros. This aircraft is viewed by many as comparable in many
respects to the existing, but smaller and potentially cheaper, U.S. built Lockheed Martin C-
130. Airbus also has announced that the engines for this aircraft would be produced by a
European firm whose product would cost fully $1 billion more than that offered by
Pratt& Whitney, Canada, which believed it had the inside track for the contract. North
American critics may regard this move as blatant subsidy.
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In the latest developments, President Bush on August 13, 2004, stated that his
administration would pursue “all options’ to force the Europeans to end their subsidies,
including a WTO challenge. In response, the European Commission said that it would
consider renegotiating the 1992 civil aircraft agreement. The EU has utilized a provision of
the agreement to support up to one-third the cost of developing new planes. But bilateral
talks failed to make progress, and on October 6, 2004, both sides brought their complaints
to the WTO.

The two sides are now attempting to settle their differences through consultations.
Should consultationsfail, it could trigger the formation of aWTO dispute resolution panel
which might take a year or more to reach afinding as to which parties might be at fault. It
is Boeing's view that Airbus has benefitted greatly from direct assistance from member
states. Boeing further argues that several of Airbus's projects, especially the A380, would
not have been able to obtain financing in commercial markets because of their large risk.
Airbus rejects Boeing's charges of subsidization and counters that Boeing has benefitted
from hugeindirect governmental subsidiesintheform of military and space contractsaswell
as some potential support from states and foreign governments. (For further discussion, see
CRS Trade Briefing Book, available on the CRS website at
[ http://www.congress.gov/brbk/html/ebtral21.html], Airbus and Competition Issues.)

Beef Hormones. The dispute over the EU ban, implemented in 1989, on the
production and importation of meat treated with growth-promoting hormones is one of the
most bitter disputes between the United States and Europe. It is also adispute, that on its
surface, involves arelatively small amount of trade. The ban affected an estimated $100-
$200 millioninlost U.S. exports— less than one-tenth of one percent of U.S. exportsto the
EU in 1999.

The EU justified the ban to protect the health and safety of consumers, but several
WTO dispute settlement panels subsequently ruled that the ban was inconsistent with the
Uruguay Round Sanitary and Phytosanitary (SPS) Agreement. The SPS Agreement provides
criteria that have to be met when a country imposes food safety import regul ations more
stringent than those agreed upon in international standards. These include a scientific
assessment that the hormones pose a health risk, along with arisk assessment. Although the
WTO panels concluded that the EU ban lacked a scientific justification, the EU refused to
remove the ban primarily out of concern that European consumers were opposed to having
thiskind of meat in the marketplace.

Inlieu of lifting the ban, the EU in 1999 offered the United States compensation in the
form of an expanded quotafor hormone-free beef. The U.S. government, backed by most of
the U.S. beef industry, opposed compensation on the grounds that exports of hormone-free
meat would not be large enough to compensate for losses of hormone-treated exports. This
led the way for the United States to impose 100% retaliatory tariffs on $116 million of EU
agricultural products from mostly France, Germany, Italy, and Denmark, countries deemed
the biggest supporters of the ban. Canada imposed $9.4 million in sanctions.

The U.S. hard line is buttressed by concerns that other countries might adopt similar

measures based on health concerns that lack alegitimate scientific basis according to U.S.
standards. Other U.S. interest groups are concerned that non-compliance by the EU
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undermines the future ability of the WTO to resolve disputes involving the use of SPS
measures.

Occurrences of “mad cow disease” in several EU countries and the outbreak of foot-
and-mouth disease (FMD) in the United Kingdom and three other EU countries have
contributed to an environment that is not conducive to resolving the meat hormone dispute.
The EU has recently indicated its intention to make the ban on hormone-treated meat
permanent, while at the same time expressing some openness to renewing discussions about
acompensation arrangement which wouldincreasethe EU’ smarket accessfor non-hormone
treated beef from the United States. In discussions held June 11, 2001, a U.S. industry
proposal for expanded access to the EU market for hormone-free beef for a period of 12
years was rejected by the EU. In response, the EU countered with a 4-5 year period for
compensation. The compensation talks have since languished.

In pursuing compensation talks, the Bush Administration is faced with a divided
industry position. The American Meat Institute and the American Farm Bureau prefer
carousel retaliation to settle the dispute while the American Cattlemen’ s Beef Association
supports efforts to gain increased access for non-hormone treated beef in exchange for
dropping the retaliatory tariff on EU exports.

The Bush Administration has maintained that it would not use so-called “carousel”
retaliation (rotating the products subject to retaliation) while the negotiations for
compensation are on-going. Some observers specul ate that both the EU and the U.S. have
made a political decision to handle the dispute by insisting that they are making progress
towards a resolution. This arguably could shield USTR from congressional and private
sector pressuresto apply the carousel provision against the EU.

On August 2, 2002, eleven senators, including Senate Minority Leader Trent Lott and
Senate Finance Committee Chairman Max Baucus, called on the Bush Administration to
increase thelevel of retaliation for the EU’ s ban on beef importsto adjust for the additional
trade that will belost when new countriesjointhe EU. The Senators al so suggested that the
U.S. should implement the carousel provision of U.S. trade law.

In October 2003, the European Commission notified the WTO that it has changed its
hormoneban legidationinaway that it believes complieswith international traderules. The
legislation makes provisiona a previous permanent ban for five growth hormones used to
raise beef and keeps in place a permanent ban on the use of oestradiaol 17 on the basis that
itis carcinogen. Asaresult, the EU argued that it should no longer be subject to punitive
trade sanctions by the United States (as well as by Canada).

On November 8, 2004, the EU took aninitial stepinthe WTO to challengetheU.S. and
Canadian sanctionstill in effect. Accordingtothe EU, its October 2003 actions making the
ban provisional for five growth hormones complieswith WTO rules, which meansthe U.S.
and Canadaareno longer entitled toretaliate against itsexports. TheU.S. and meat industry,
however, argue that making a ban provisional for the long term does not meet WTO
obligations. If a panel is formed, a decision may not be reached until late 2005, thereby
keeping thisdispute very much alive. For further discussion, see CRS Report RS20142, The
European Union’s Ban on Hormone-Treated Meat.)
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Dealing with Different Public Concerns Over New Technologies
and New Industries

The emergence of new technologies and new industries is at the heart of a growing
number of disputes. Biotechnology as a new technology and e-commerce (and related data
privacy concerns) as a new industry are emerging issues that have great potential for
generatingincreasesin transatlantic welfare, aswell asconflict. Theseissuestendtobequite
politically sensitive because they affect consumer attitudes, as well as regulatory regimes.

Bio-technology.? Differencesbetween the United Statesand the EU over genetically
modified organisms (GM Os) and food products that contain them pose apotential threat to,
and in some cases have already disrupted, U.S. agricultural trade. Underlying the conflicts
arepronounced differencesbetween the United Statesand EU about GM O productsand their
potential health and environmental effects.

Widespread farmer adoption of bio-engineered crops in the United States makes
consumer acceptance of GMO crops and foods at home and abroad critical to producers,
processors, and exporters. U.S. farmersuse GM O crops because they can reduceinput costs
or make field work more flexible. Supporters of GMO crops maintain that the technology
also holds promise for enhancing agricultural productivity and improving nutrition in
developing countries. U.S. consumers, with some exceptions, have been generally accepting
of the health and safety of GM O foods and willing to put their trust in a credible regulatory
process.

In contrast, EU consumers, environmentalists, and some scientists maintain that the
long-term effects of GMO foods on health and the environment are unknown and not
scientifically established. By and large, Europeansare more risk averse to the human health
and safety issues associated with bio-engineered food products than U.S. citizens.

With minor exceptions, the EU has approved no GMO products since 1998, even
though it has an elaborate approval processin place. (On May 19, 2004, the EU approved
the import of canned Bt sweet corn, an action that the U.S. argues did not end the general
moratorium.) In October 2002, the EU implemented revisions to that process aimed at
reassuring its member states and the public about the safety of its regulatory system.
Nonetheless, a block of EU countries continued to halt the release of any new GMO crops
into the environment. These countries said they would not implement the EU-wide
legislation for approvals until new, stricter, regulations for labeling and tracing GMO
containing productsareimplemented. The EU Council of Ministersadopted theseregulations
on July 22, 2003. They came into force on November 7, 2003.

Due to the continuing de facto moratorium, the United States, Canada, and Argentina,
in August 2003, initiated acase beforetheWTO. U.S. agricultural interests contend that not
only have these policies blocked their exports to the EU, but also fueled unwarranted
concernsabout the saf ety of biotechnol ogy throughout theworld. U.S. interests contend that
thereisno scientific evidence that GM O foods and crops are substantially different from, or

2 Prepared by CharlesE. Hanrahan, Senior Specialistin Agricultural Policy, Resources, Science, and
Industry Division.

CRS9



1B10087 12-23-04

any lesssafethan, conventional varieties. EU officials say they have been moving as quickly
as possible to reinstate biotechnology approva while trying to reassure their consumers
regarding safety issues. On February 23, 2004, the three co-complainants asked the WTO
to appoint the panelists after they were unable to agree on amutually acceptable date. Inan
April 8, 2004 ruling, the WTO rejected EU claims that the petition for a panel was not
justified. In May 2004, the panel began receiving and reviewing submissions from both
sidesto the dispute. On November 2, 2004, the panel announced that itsfinal report will be
delayed until the end of June 2005.

The U.S.-led WTO case does not involve the new labeling and traceability regulations
that will require most food, feed and processed productsfrom GMOsto belabeled (meat and
livestock are exempt). The American Soybean Association has argued that even if the GMO
approval moratorium is lifted, the new labeling and traceability rules are themselves
unworkable and unnecessary, and can mislead consumers by wrongly inferring that GMO
products are inherently different than non-GMO foods or pose safety concerns. More
formally, the group also argues that the regulations violate the WTO’'s Agreement on
Technical Barriersto Trade (TBT) and the Agreement on the Application of Sanitary and
Phytosanitary Measures (SPS).

In the most recent action, EU member states on November 29, 2004, failed to approve
European Commission proposals to force some member states to lift their bans on five
genetically modified varieties of corn and rapeseeds meant for cultivation, import, and
processing. A number of member states, including Austria, Luxembourg, Germany, France,
and Greece, argue that they should have the right to impose such bansif they choose to do
0.

E-Commerce and Data Privacy. OnJuly 1, 2003, the EU beganrequiring U.S. and
other non-EU firmsto pay value added tax (VAT) on the sale of goods and servicesdigitally
delivered to individual consumersin the EU. The new tax rules apply to the supply over
electronic networks (digital delivery) of software and computer services generdly, plus a
wide array of information services. U.S. and other non-EU firms are required to register in
one country but pay the VAT at the rate applicable to each customer’s country. In contrast,
EU firms pay tax at the single rate of the country in which they are located.

EU taxation of digital transactions raises several policy issues for the United States.
These include the taxation of digital commerce, unequal taxation of EU versus non-EU
firms, high tax compliance costs, EU competition with the Organization for Economic
Cooperation and Development’s (OECD’s) multilateral discussions of the taxation of e-
commerce, and the possibility of acomplaint to the WTO. Theissue of requiring aforeign
firmto collect tax on salesat multipl e rates depending on the customer’ scountry of residence
is similar to the domestic issue, raised in connection with the Internet tax moratorium, of
possibly requiring U.S. sellers to collect tax on interstate sales based on the tax in the
customer’ s state of residence. (For further discussion, see CRS Report RS21596, EU Tax on
Digitally Delivered E-Commerce).

The related issue of data privacy rights is also a source of friction. While the EU
supportsstrict legal regulationson gathering consumer’ spersonal data, the United Stateshas
advocated a self-regulated approach. Controversy emerged when the EU in 1995 adopted
adirective forbidding the commercial exchange of private information with countries that
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lack adequate privacy protections. The issue appeared resolved by the “Safe Harbor”
agreement of 2000, whereby U.S. companies that agree to abide by privacy principles can
enter a safe harbor protecting them from the EU directive barring datatransfersto countries
that do not adequately protect citizens' privacy. But U.S. companies have been slow to
participatein the Safe Harbor by self-certifying to the Department of Commerce. Currently,
only entities whose activities fall under the regulatory authority of the Federal Trade
Commission or the Department of Transportation are €ligible to participate in the Safe
Harbor. Whether or how other sectors, particularly financial services, will be considered in
relationto Safe Harbor has not yet been determined. (For further discussion, see CRS Report
RS20823, The EU-US Safe Harbor Agreement on Personal Data Privacy.)

Fostering Cooperative Competition Policies

In recent years the EU and the United States have sparred over competition policies.
Known as anti-trust policy in the United States, these laws provide remediesto deal with a
range of anti-competitive practices, including price fixing and other cartel arrangements,
abuses of a dominant position or monopolization, mergers that limit competition, and
agreements between suppliers that foreclose markets to new competitors.

Whileregulators on both sides share much information and seek to collaboratein ways
that provide for consistent policies, two high-profile cases have raised questions about the
need to improve cooperation. These cases are the European Commission’s July 2001
decision to block the merger of General Electric and Honeywell and the Commission’s
March 24, 2004 decision to impose remedies and fines on Microsoft for alleged violation of
European competition laws.

GE-Honeywell Case

AsM&A activity has accelerated in the 1990s among U.S. and European companies,
the U.S. Justice Department and the European Union’ s competition directorate have worked
closely in passing judgment on proposed deals. Pursuant to a 1991 bilateral agreement on
antitrust cooperation between the European Commission and the United States, the handling
of these cases has been viewed generally as a successful example of transatlantic
cooperation. In reviews of several hundred mergers over the past 10 years, there has been
substantial agreement between regulatorsin Brussel sand Washington on antitrust decisions.
However, the EU’ s 2001 rejection of General Electric’s $43 billion merger with Honeywell
International has highlighted major differencesin antitrust standardsand processesempl oyed
by the EU and the United States. In the process, some observers have argued that the GE-
Honeywell case points to a need for closer consultations or convergence in antitrust
standards.

The GE-Honeywell merger would have combined producersof complementary aircraft
components. GE produces aircraft engines and Honeywel | makes advanced avionicssuch as
airborne collision warning devices and navigation equipment. GE and Honeywell do not
compete over any large range of products. The combined company arguably would have
been ableto offer customers (mostly Boeing and Airbus) lower pricesfor a package that no
other engine or avionics company could match. In its review, the U.S. Justice Department
concluded that the merger would offer better products and services at more attractive prices
than either firm could offer individually, and that competition would be enhanced.
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With regard to the European Commission’s merger review (which occurs over any
merger between firms whose combined global sales are more than $4.3 billion and that do
at least $215 million of business in the European Union), the legal standard employed for
evaluating mergers is whether the acquisition creates or strengthens a company’ s dominant
position as a result of which effective competition would be significantly impeded. The
commission’s Task Force on Mergers concluded that, together, GE-Honeywell’s
“dominance” would be increased because of the strong positions held by GE in jet engines
and by Honeywell in avionics products.

EU antitrust regulatorsrelied, in part, on the economic concept of “bundling” to reach
its decision. Bundling is the practice of selling complementary products in a single,
discounted package. The combined company makes more profits than the pre-merger
companies and prices are lower, making consumers better off. But the EU concluded that
the lower prices and packages of products that could be offered by the merged entity would
make competitionalot moredifficult for other producersof airplane equipment suchasRolls
Royce, Pratt& Whitney, and United Technologies. Inthelong run, European regulators had
concernsthat the merger could force weaker competitors out of the market, thereby leaving
GE-Honeywell free over time to raise prices.

GE officials countered that the commission relied on atheory that isnot supported by
evidence, particularly in the aerospace industry. Boeing and Airbus, for example, tend not
to be weak or passive pricetakers, but are strong and sophisticated customersthat negotiate
all prices. And evenif the new company offered discounted “ bundled” packages, thewinners
would be the airlines and, ultimately, their customers.

In short, the GE-Honeywell case crystallized differences in standards and processes
employed by antitrust regulatorsin Washington and Brussels. In terms of standards, in the
United States, amerger could be acceptableif it resultsin efficiencies that regulators were
convinced would lower prices to consumers, even if competition in the marketplace might
adversely beaffected. In Europe, however, thegoverning regul ation requiresthe competition
commissioner to block amerger if hedeterminesthat it will “create or strengthen adominant
position.” Thisisbased onaconcernthat “ dominance” increasesthelikelihood of “ consumer
abuse.” Regarding process, one of themost striking differencesisthat the European process
clearly affords competitorsmoreleeway to oppose mergersby allowing for testimony behind
closed doors and places more weight on economic models that predict competition will be
reduced and competitors eliminated in the long-run. In contrast, U.S. antitrust regulators
tend to presume that any post-merger anti-competitive problems can be taken care of later
by corrective antitrust enforcement action.

Microsoft Case

After afive-year investigation of Microsoft Corporation’ salleged leveraging of itsnear
monopoly in the market for personal computer operating systems and for mediaplayers, the
European Commission on March 24, 2004, fined Microsoft $612 million and ordered the
company to disclosetoitscompetitorstheinterfacesrequiredfor their productsto”talk” with
the Windows operation system. In addition, Microsoft is required to offer aversion of its
Windows operating system without Windows Media Player to PC manufacturers or when
selling directly to end users.
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The order effectively puts Microsoft on notice that future attempts to add features to
Windows would be challenged in Europe if the additions put rival products at competitive
disadvantage. Therulingisintended to ensurethat “anyone who devel ops new software has
a fair opportunity to compete in the marketplace,” EU competition commissioner Mario
Monti said in Brussels. Microsoft called the EU’s decision “unwarranted and ill-
considered,” and said it expected to appeal the order in European courts.

The penaltiesgo well beyond theterms of a settlement Microsoft reached withthe U.S.
Justice Department and several statesin 2001. A Justice Department official criticized the
EU’ sdecision to adopt separate mandates, and several members of Congresswarned that the
ruling could widen trade and diplomatic rifts between the U.S. and Europe.

R. Hewitt Pate, Chief of the Justice Department’s Antitrust Division, criticized the
approach taken by the EU in requiring code sharing as part of its remedy for protecting
“competitors, not competition.” Pate also expressed concern that the EU decision could
“dull lawful innovation ... and hurt consumers.”

Thereaction from Congresswasmixed. Senator Herb Kohl, ranking minority member
of the Senate Judiciary Committee’s Antitrust, Competition Policy and Consumer Rights
Subcommittee, stated that “much of the EU’s decision” reflects his subcommittee's
recommendation to the Justice Department when it settled its case against Microsoft. House
Judiciary Committee Chairman F. James Sensenbrenner said the decision “raisesimportant
guestions concerning the extraterritorial application of foreign antitrust law.” And Senate
Majority Leader Bill Frist stated that “1 now fear that the U.S. and EU are heading toward
anew trade war and the Commission’s ruling against Microsoft is the first shot.”

A number of antitrust lawyers argued that the decision highlights fundamental
differences between the U.S. and EU in dealing with monopoly abuse. Effortsto harmonize
the U.S. approach to antitrust with authoritiesin the EU are, thus, likely to continue.

On December 22, 2004, a senior European judge upheld the implementation of the
March sanctions. The Court of First Instance said that Microsoft had failed to demonstrate
that imposing Commission penalties might cause it serious and irreparable damage.
Microsoft saysit would still prefer anegotiated settlement to acontinuing legal challengeto
thesanctions. Any decisionto restart settlement talks or even to open further investigations
against Microsoft now falls to Ms. Neelie Kroes, who took over as EU competition
commissioner last month.

Strengthening the Multilateral Trading System

After three years of efforts, including the ill-fated ministerial held in Seattle in 1999,
trade ministers from the 142 member countries of the WTO agreed to launch a new round
of trade negotiationslast November in Doha, Qatar. At Dohathe WTO membersal so agreed
to give priority attention to a number of developing country concerns.

By most accounts, U.S.-EU cooperation played amajor rolein producing agreement at
Doha. USTR Zoellick and EU Trade Commissioner Lamy reportedly worked closely
together, agreeing that making concessions to developing countries on issues of priority

CRS-13



1B10087 12-23-04

concern was necessary to move the trading system forward. Their cooperation began early
in 2001 with the settlement of the long-running banana dispute and tacit agreement to settle
other disputes without resort to retaliation. Each also recognized that both trading
superpowers would have to make concessions at Doha to achieve their overall objectives.

At Doha, both the U.S. and EU shared the goal of liberalizing markets in which each
enjoyed competitive advantages and to preserve as many protected and | ess advanced sectors
aspossible. To gain support from other WTO members, the United States agreed to allow
negotiationsonitstrade remedy lawsand on patent protection whilethe EU agreed to greater
liberalization of the agricultural sector than some Member States wanted. Both also agreed
to support a number of capacity building initiatives designed to help developing countries
better take advantage of world trade opportunities.

Subsequent negotiations proceeded at a low pace and eventually broke down at the
Cancun Ministerial Conference held September 10-14, 2003. At this meeting, trade
negotiators were unable to reach agreement on the course of the multilateral trade
negotiations. The immediate cause of the collapse was disagreement over launching
negotiations on investment and competition, but agriculture and industrial market access
were also sources of contention.

After the collapse of the Ministerial Conference, Brussels and Washington explored
different ways in getting the Doha Round restarted. On December 2, 2003, the European
Commission approved awhite paper on reviving the Dohatalks. USTR Robert B. Zoellick
outlined his proposals for moving the round forward in a letter to trade ministers dated
January 11, 2004. On April 16, 2004, the EU withdrew its previous demand that member
countries of the WTO agree to negotiate new rules on the so-called Singapore issues of
investment, government procurement, competition policy, and trade facilitation. And on
May 16, 2004, the EU announced that it i s prepared to negotiate the elimination of all export
subsidies as part of an effort to inject new momentum in talks.

The EU concessions, in turn, helped trade ministers conclude on August 1, 2004, an
agreement setting the broad policy framework for the Doha negotiations. The framework
agreement also pledges to substantially reduce domestic supports and significantly expand
market accessfor farm products. Members also agreed to hold the next ministerial meeting
of the WTO in Hong Kong in December 2005 — although it is very unlikely that the Doha
Round will be completed by then.

Peter Mandelson, who replaced Lamy as EU Trade Commissioner last month, is

expected to continueto work with Zoellick in advancing the DohaRound. Their first formal
meeting was held in Paris on December 6, 2004.

CRS-14



1B10087 12-23-04

FOR ADDITIONAL READING

CRS Reports

CRS Report RL30753. Agricultural Support Mechanisms in the European Union: A
Comparison with the United Sates, by Geoffrey S. Becker.

CRS Report RL30608. EU-U.S. Economic Ties. Framework, Scope, and Magnitude, by
William H. Cooper.

CRS Report RS21185. Trade Policymaking in the European Union: Institutional
Arrangements, by Raymond J. Ahearn.

CRS Report RS21223. U.S-EU Trade Tensions. Causes, Conseguences and Possible
Cures, by Raymond J. Ahearn.

CRS Report RL31860. U.S. - European Union Disputesin the World Trade Organization,
by Raymond J. Ahearn and Jeanne Grimmett.

CRS Report RS21372. The European Union: Questions and Answers, by Kristin Archik.

CRS Report RS21742. European Trade Retaliation: The FSC-ETI Case, by Raymond J.
Ahearn.

Other Reports

The Atlantic Council of the United States. Changing Terms of Trade: Managing the New
Transatlantic Economy, Policy Paper, April 2001, 32 p.

The Atlantic Council of the United States. Risk and Reward: U.S- EU Regulatory
Cooperation on Food Safety and the Environment, Policy Paper, November 2002, 35

p.
The Center for Transatlantic Relations. Drifting Apart of Growing Together? The Primacy

of the Transatlantic Economy, Johns Hopkins School of Advanced International
Studies, 2003, 35 p.

CRS-15





