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Softwood Lumber Imports From Canada: Issues and Events

SUMMARY

U.S. lumber producers have raised con-
cernsabout softwood importsfrom Canadafor
many years. Alleged Canadian subsidies (a
prerequisite for establishing countervailing
duties — CVDs) were investigated in 1982,
1986, and 1992. No subsidies were found in
1983. Subsidy findings led to a 15% Cana-
dian tax on lumber exportsin 1986 and to a
6.51% CVD in 1992. The CVD was cha-
lenged and ended in 1994. A 1996 Softwood
Lumber Agreement restricted Canadian ex-
ports until March 31, 2001.

U.S. Industry Arguments. TheU.S.
producersarguethat they have beeninjured by
Canadian subsidies, especially for provincial
stumpage fees (for the right to harvest trees).
In Canada, the provinces own 90% of the
timberlands, which contrasts with the United
States, where 42% of timberlands are publicly
owned and where government timber is often
sold competitively. These differencesinland
tenure make comparisons difficult.

Inaddition, U.S. lumber producersargue
that Canadian|og export restrictionssubsidize
producers by preventing others from getting
access to Canadian timber. U.S. log exports
fromfederal and state|andsareal so restricted,
but logs are exported from U.S. private lands.
Canada argues that U.S. treatment of export
restrictions violates the WTO Agreement on
Subsidies and Countervailing Measures.

Finally, U.S. producers argue that they
have been injured by imports of Canadian
lumber. They point to thegrowthin Canadian
exports and market share, from less than 3
billion board feet (BBF) and 7% of the U.S.
market in 1952 to more than 18 BBF per year
and a market share of more than 33%. Cana-
dians counter that the U.S. industry has been
unableto satisfy U.S. demand. Homebuilders
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and other lumber users assert that Canadian
lumber is needed to satisfy U.S. demands.

Current Issues. In March 2002, the
Department of Commerce (DOC) determined
that Canadian lumber was subsidized and was
being dumped. The U.S. International Trade
Commission (ITC) found that imports threat-
ened to injure U.S. industry, and final duties
were set at 27%. Lumber duties are being
deposited at lower rates, however, as aresult
of annual DOC administrative reviews.

Canada filed both NAFTA and WTO
challenges to the final agency actions. As
directed by a NAFTA panel, DOC recently
calculated aminimal subsidy rate, which does
not permit the imposition of countervailing
duties; the United States is weighing an ap-
peal. Alsoat panel direction, ITCissueda“no
threat” finding in September 2004; aNAFTA
review body upheld the panel. Canada ex-
pects the duty orders to be revoked absent an
injury determination. WTO panelsfound that
stumpage programs are a subsidy but faulted
DOC and ITC on other issues. DOCandITC
issued new determinations, also challenged by
Canada. The United States maintainsthat the
ITC threat finding issued in November 2004
inthe WTO case, upheld by aWTO panel in
November 2005, supersedesthe NAFTA “no
threat” determination and allows continued
levying of duties. Canada has challenged
implementation of the threat determination in
U.S. court and has appealed the WTO ruling.
Canadais aso concerned that over $4 billion
in duties may eventually bedisbursedto U.S.
lumber firms under the Continued Dumping
and Subsidy Offset Act. Repeal of the act,
with atwo-year phase out of benefits, is con-
tained in P.L.109-171. The United States has
caled for resumed negotiations rather than
continued litigation to resolve the dispute.
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MoOST RECENT DEVELOPMENTS

Antidumping (AD) and countervailing (CV D) duties on Canadian softwood lumber are
currently being deposited at rates determined in annual Department of Commerce (DOC)
administrative reviews. A review of importsin the 2002-2003 period, finalized December
14, 2004, lowered the official combined duty rate for these imports to approximately 21%.
Final results of the administrative review for 2003-2004 imports, issued December 6, 2005,
lowered the combined rate to approximately 11%. Preliminary results of the review for
2004-2005 imports are due May 31, 2006.

Canada sSNAFTA challengesof thefinal DOC dumping and subsidy determinationsare
continuing. Responding to remands from NAFTA panels, DOC has lowered the original
subsidy margin to ade minimis (negligible) rate of 0.80% but has generally raised dumping
rates. The panel upheld the most recent subsidy determination on March 17, 2006; the
United States is currently considering whether to appeal. The binational panel is still
reviewing the latest DOC dumping determination. The International Trade Commission
(ITC)issued a“nothreat” of material injury determination at the direction of athird NAFTA
panel in September 2004; a NAFTA Extraordinary Challenge Committee (ECC) affirmed
the underlying panel decisions August 10, 2005, completing thisNAFTA case. Canadahas
also requested NAFTA panel review of thefinal results of thefirst administrative review of
the CV D order and thefinal results of the second administrative review of both the CVD and
AD orders. U.S. industry filed a constitutional challenge to the binational panel systemin
U.S. federal court on September 13, 2005.

Canadaiscurrently challenging new U.S. agency determinationsissued to comply with
World Trade Organization (WTO) rulingsfaulting theoriginal DOC and I TC determinations.
With regard to the CVD proceeding, aWTO compliance panel found in August 2005 that
the United States did not undertake a proper benefit analysisin either its WTO compliance
determination or thefirst administrative review; the WTO A ppellate Body upheld the panel
decision in December 2005. In a challenge to the new DOC dumping determination, an
interim compliance panel ruling issued in mid-February 2006 reportedly rejected Canada' s
claims. Inresponseto aWTO ruling on the ITC threat of injury finding, the agency issued
anew determination in November 2004 in which it continued to find threat. A WTO panel
upheldthenew ITC determinationin November 2005; Canadaappeal ed therulingin January
2006, and the Appellate Body expects to issue a decision by April 13, 2006. The United
States maintains that the November 2004 determination supersedes the earlier ITC “no
threat” determinationand legally justifiesthe continued imposition of duties. Canada, which
expects the duty orders to be revoked as a result of the NAFTA case, is challenging
implementation of the November 2004 ITC determination in the U.S. Court of International
Trade.

Canadacontinuesto be concerned that morethan $4 billion in collected softwood duties
will eventually be distributed to U.S. lumber producers under the Continued Dumping and
Subsidy Offset Act (“Byrd Amendment”). A provision repealing the statute, while allowing
thedistribution of dutiesonimportsentered before October 1, 2007, iscontainedin P.L. 109-
171, the Deficit Reduction Act of 2005.
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BACKGROUND AND ANALYSIS

Concerns among U.S. lumber producers about softwood lumber imports from Canada
have been raised for decades; the current dispute has persisted for at least 20 years. U.S.
producersargue they have been harmed by unfair competition, which they assert resultsfrom
subsidiesto Canadian producers, primarily intheform of low provincial stumpagefees(fees
for theright to harvest treesfrom Province-owned timberlands) and Canadian restrictionson
log exports. Canadians defend their system, and U.S. homebuilders and other lumber users
advocate unrestricted lumber imports. Thisissue brief providesaconcise historical account
of the dispute, summarizesthe subsidy and injury evidence, and discusses current i ssues and
events. (For more historical background and analysis, see CRS Report RL30826, Softwood
Lumber Imports From Canada: History and Analysis of the Dispute, by Ross W. Gorte.)

Historical Background

The current dispute began in 1981, when letters from Members of Congress and a
petition from the U.S. lumber industry asked the U.S. Department of Commerce (DOC) and
the U.S. International Trade Commission (ITC) to investigate lumber imports from Canada
for a possible countervailing duty (CVD).! TheITC found preliminary evidence of injury
to the U.S. industry, but in 1983, the DOC’s International Trade Administration (ITA)
determined that subsidies were de minimis (lessthan 0.5%), ending the CV D investigation.

In 1986, the U.S. lumber industry filed a petition for another CVD investigation with
the DOC and the ITC. A 1985 court ruling on an ITA determination of countervailable
benefits on certain imports from Mexico was seen as afavorabl e precedent for reversing the
ITA finding on Canadian lumber subsidies. The ITC again found preliminary evidence of
injury to the U.S. industry, and the ITA reversed its 1983 determination, with apreliminary
finding that Canadian producers received a subsidy of 15% ad valorem (i.e., 15% of lumber
market prices). On December 30, 1986, the day beforethefinal ITA subsidy determination,
the United Statesand Canadasigned aM emorandum of Understanding (MOU), with Canada
imposing a 15% tax on lumber exported to the United States, to be replaced by higher
stumpage fees within five years. The U.S. industry then withdraw its petition.

In September 1991, the Canadian government announced that it would withdraw from
the M OU, because most of the provinces had increased their ssumpagefees. TheU.S. Trade
Representative (USTR) responded by beginning a 8301 i nvestigation,” pending completion
of anew CVD investigation by the ITA and the ITC. In March 1992, the ITA issued a
preliminary finding of 14.48% ad valorem subsidies, with a final determination in May
establishing a 6.51% ad valorem subsidies, leading to a 6.51% ad valorem duty. Thiswas

1 U.S. tradelaw (19 U.S.C. §81671-1671h) authorizes countervailing duties on imported goods, if
the DOC determines that the imports are being subsidized (directly or indirectly) by a foreign
country and if the I TC determinesthat the imports have materially injured aU.S. industry. The duty
is set at the calculated level of the subsidies.

2Under 8301 of the Trade Act of 1974 (19 U.S.C. §8§2411-2420), the USTR can investigate and can
respond, with a broad range of feasible actions, to foreign trade practices which are found to be
illegal, unreasonable, or discriminatory, and are burdensome to U.S. interests.
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confirmed in July with a final ITC finding that the U.S. industry had been injured by
Canadian lumber imports.

The Canadian federal government appealed both the ITA and the ITCfinal findingsto
binational review panels under the U.S.-Canada Free Trade Agreement (FTA), which was
signed on January 2, 1988. In May 1993, the binational subsidy panel remanded the ITA
finding for further analysis, and in September, the ITA revised its finding to 11.54% ad
valorem subsidies. In December, the binational subsidy panel again remanded the ITA
finding and ordered the ITA to find no subsidies. In January, the ITA complied with the
order. Using a provision of the FTA, the USTR requested an Extraordinary Challenge
Committee (ECC) to review the binational panel decisions, but the ECC was dismissed in
August 1994 for failing to meet FTA standards. In August, the DOC revoked the CVD, and
in October, the USTR announced that it would terminate the Section 301 action.

Two eventsin September 1994 induced Canada to negotiate restrictions on its lumber
exportsto the United States. First, the U.S. lumber industry filed alawsuit challenging the
constitutionality of the FTA review process. Second, the Uruguay Round Agreements Act
(URAA; P.L. 103-465) explicitly approved the President’s “statement of administrative
action” (SAA) that had accompanied his proposed legislation; the SAA stated that, because
of Canadian practices, lumber importsfrom Canadacould be subjecttoaCVD. InFebruary
1996, the two nations announced an agreement-in-principle — a fee on Canadian lumber
exports to the United States in excess of a specified quota for five years — with the fina
U.S.-Canada Softwood Lumber Agreement (SLA) signed in May and retroactiveto April 1,
1996. The SLA was effective through March 31, 2001.

Analysis: Subsidies and Injury

Annual Canadian lumber imports have risen from lessthan 3 billion board feet (BBF),
about 7% of the U.S. market, in the early 1950s to more than 18 BBF, more than athird of
the U.S. market, since the late 1990s. U.S. lumber producers argue that subsidies to
Canadian producers givethem an unfair advantagein supplying the U.S. market and that this
hasinjured U.S. producers. Thesetwo issues— subsidiesand injury — arethebasisin U.S.
trade law for determining if a CVD is warranted. In addition, critical circumstances —
which alow for retroactive duties — are deemed to exigt, if imports rise significantly after
ending import restrictions. Finally, dumping — selling imports at |ess than the cost of their
production — can lead to additional duties.

Subsidies: Canadian Stumpage Fees. TheU.S. lumber industry hasargued that
the stumpage fees charged by the Canadian provinces are less than the market price of the
timber would be and are therefore a subsidy to Canadian producers. About 90% of the
timberlands in the 10 provinces are owned by the provinces. The provinces require
management plans for forested areas and allocate the timber harvests through a variety of
agreements or | eases, often for 5 or more yearswith renewal options. Stumpage feesfor the
timber are determined administratively, often with adjustmentsto reflect changes in market
prices for lumber. This contrasts with the U.S. situation, where 42% of the forests are
publicly owned and where public timber istypically soldin competitive auctions; thus, much
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of the timber in the United Statesis sold by public and private landowners at market prices.?
Theuse of administered feesin Canadaopensthe possibility that the Canadian system results
in transfers to the private sector at less than their fair market value, as the U.S. lumber
industry has charged. However, comparisons of U.S. and Canadian stumpage fees are often
disputed, because of : differencesin measurement systems and theimprecision of converting
Canadian cubic meters of logs to U.S. board feet of lumber; differences in the diameter,
height, quality, and species mix of U.S. and Canadian forests; differences in management
responsi bilitiesimposed ontimber buyers(e.g., road construction, reforestation); differences
in environmental conditions and policies; and other factors.

Subsidies: Export Restrictions. Export restrictions by British Columbia (BC)
were identified as a subsidy to BC lumber producers by the ITA in its 1992 CVD
investigation. BC generally prohibits the export of logs from Crown (provincial) lands, to
assure domestic production, provide jobs, and encourage economic development. Export
restrictions on public timber in the United States indicate substantially higher prices for
export logs than for comparable logs sold domestically. Most economists would consider
restrictionsthat reduce domestic prices bel ow theworld market priceto be subsidies, and the
General Agreement on Tariffsand Trade (GATT) generally prohibitsexport restrictions. In
addition, current U.S. trade law allowsthe DOC to consider an export restraint on a product
to be a subsidy if the private parties who would be exporting the product provide the
restrained good to domestic purchasers for less than adequate remuneration. Nonetheless,
Canada challenged the ITA treatment of export restrictions as a subsidy, arguing that this
treatment i sinconsi stent withtheWorld Trade Organization (WTO) Agreement on Subsidies
and Countervailing Measures. This challenge is discussed more below.

Injury to the U.S. Lumber Industry. Proving injury or threat of injury to U.S.
lumber producers is also essential to establishing aCVD. The share of the U.S. softwood
lumber market provided by Canadian lumber has grown substantially over the past 50 years.
In 1952, lumber imports from Canadawere lessthan 3 BBF, and Canada’ s market sharewas
less than 7%. In 1998 and 1999, Canadian lumber imports were more than 18 BBF, and
Canada’ s market share has fluctuated between 33% and 35% since 1995. These facts are
cited by U.S. producers as evidence that Canadian imports have come at the expense of
normal domestic growth in industrial lumber production. U.S. homebuilders and other
lumber users counter that Canadian lumber is essential to meeting domestic demand, and
arguefor unrestricted imports. Despite consistent ITC findings of injury, indisputabl e proof
of injury to U.S. producers is difficult to establish.

Current Issues and Events
Two aspects of this situation are currently the focus of attention in the long-running

dispute over the exports of softwood lumber from Canada to the United States. Oneisthe
2001-2002 countervailing and antidumping investigations. Theother isthesevera NAFTA

3 Some argue that U.S. federal agencies are not comparable to traditional, market-oriented private
“willing sellers,” because they do not make investments or sales based on profitability, asaprivate
landowner presumably would. However, the U.S. federal government owns only 33% of U.S.
timberlands, and thus probably has less impact on timber markets than do the Canadian provinces.
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and WTO challenges by the Canadians questioning the countervailing and antidumping
investigative processes.

The 2001-2002 Countervailing and Antidumping Investigations. The 1996
U.S.-Canada Softwood Lumber Agreement expired on March 31, 2001. OnApril 2,theU.S.
Coalition for Fair Lumber Imports filed antidumping and CVD petitions. On April 24, the
DOC announced that it wasinitiating the antidumping and CV D investigations, because the
petitioners had standing and had shown adequate industry support. On May 16, the ITC
issued its preliminary determination that there was “a reasonable indication that a U.S.
industry is threatened with material injury by reason of imports of softwood lumber from
Canada that are alegedly subsidized and sold in the United States at less than fair value”
(InvestigationsNos. 701-TA-414 and 731-TA-928 (Preliminary)). On August 17, theDOC
published its preliminary determination of Canadian subsidies of 19.31% ad valorem, and
established a preliminary duty at that level. DOC aso found that critical circumstances
existed, allowing retroactive application of the duty. On November 6, DOC published its
preliminary determination that Canadian firmswere dumping lumber, with marginsranging
from 5.94% to 19.24% (12.58% for most firms). The DOC a so announced it would align,
and postponeuntil March 25, 2002, final determinationsinthe CV D and antidumping cases.

Negotiations were undertaken to forestall final determinations of injury, subsidy, and
dumping. The negotiationscollapsed on March 21, 2002, and on March 22, the DOC issued
final determinations, which, as later amended, found Canadian subsidies to be 18.79% ad
valorem, and dumping marginsto rangefrom 2.18%to 12.44% for individually investigated
companiesand 8.43% for all other firms. OnMay 2, by a4-0 vote of the commissioners, the
ITC issued afina finding of injury. Duties averaging 27% went into effect May 22, 2002,
when DOC published the final duty notice in the Federal Register, and the United States
began collecting duty deposits at this rate.

The United States uses a “retrospective” system of duty assessment whereby final
liability for AD and CV dutiesisdetermined after goodsareimported; ordinarily, theamount
of dutiesis determined in an administrative review of the AD or CVD order for a specific
period of time (19 C.F.R. §351.212(a)). Liquidation of softwood lumber entries, or thefinal
computation or ascertainment of duties, has generally been suspended pending ongoing
softwood lumber litigation. Estimated duties on softwood lumber are currently being
collected at the rates determined in the most recent administrative review, discussed below.

In December 2004, the DOC announced the final results of the first administrative
review, covering entriesfrom May 22, 2002, through March 31, 2003, for the CVD review,
and from May 22, 2002, through April 30, 2003, for the AD review. Thisaction established
a new official rate for imports entered during the covered period. As corrected in mid-
February 2005, the countrywide ad valorem subsidy rate was lowered to 16.37%. The
resulting dumping rate, as corrected in January 2005, was an average of 4.40% for
individually investigated companies and a “review-specific average” of 3.78%. The latter
appliesto producerswho participated in the administrative review but were not individually
investigated.

Rates were further lowered in the final results of the Department’s administrative

review for the 2003-2004 period, announced in December 2005. The average dumping rate
for individually investigated producers was reduced to 2.43%; the review-specific average
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t0 2.11%; and the subsidy rateto 8.70%. In June 2005, the Department announced itsthird
administrative review covering imports for 2004-2005; preliminary results are expected on
May 31, 2006.

NAFTA Panel Review of Antidumping and Countervailing Duty
Determinations. Canadaand Canadianlumber producers sought binational panel reviews
of DOC and ITCfinal determinationsin both the antidumping and countervailing duty cases,
an option available under Chapter 19 of the North American Free Trade Agreement
(NAFTA) in lieu of judicia review in the country in which the determinations are issued.
The panels were established to examine whether the DOC and ITC determinations are in
accordance with U.S. antidumping and countervailing duty law.

Asaresult of these challenges, Canadahas obtained asignificantly reduced subsidy rate
and anegativethreat of injury determination from the ITC. While DOC originally lowered
AD ratesfor individually investigated companies, it raised dumping ratesin its most recent
remand redetermination.

Canada seeks eventual removal of the antidumping and countervailing duty orders and
return of more than $4 billion in duty deposits, thus avoiding the potential availability of
dutiesfor distribution to U.S. producers under the Continued Dumping and Subsidy Offset
Act (See* Softwood Lumber and the Continued Dumping and Subsidy Offset Act,” below).
At thesametime, the U.S. position has been that even were the ordersto berescinded, duties
would not be refunded absent a negotiated settlement.

Canada has also requested binational panel review of further administrative actionsin
the U.S. antidumping and CVD proceedings. In September 2005, the U.S. lumber industry
filed aconstitutional challenge to the binational panel processinthe U.S. Court of Appeals
for the District of Columbia Circuit.

DOC Final Dumping Determination (USA-CDA-2002-1904-02). In areport
issued in July 2003, the binational panel reviewing the DOC’ sfinal dumping determination
unanimously affirmed in part and remanded in part. DOC was directed to publish revised
dumping marginsin light of the panel’ sremand instructions, which focusin part on DOC’s
product comparisons. In October 2003, DOC submitted its new determination to the panel,
which resulted in lower antidumping duty rates for al but one individually investigated
producer (Slocan), aswell asadlightly reduced “all others’ rate. Thepanel’ sdecision onthe
remand, issued in March 2004, found the DOC determinationsto be inconsistent with U.S.
law and ordered new determinations for three Canadian exporters (Tembec, Slocan, and
West Fraser). Inits April 2004 redetermination, DOC lowered the dumping margin slightly
for Tembec and Slocan, though still retaining for Slocan a rate that was higher than that in
the original AD order. Slocan is nhow merged with another Canadian lumber producer,
Canfor, and is no longer a separate corporate entity. DOC also found a de minimis
(negligible) margin for West Fraser and recalculated the “all others’ rate to 8.85%, which
dlightly exceeds the rate in the original AD order.

The panel remanded the dumping determination in June 2005, withinstructionsto DOC
to revoke the antidumping duty order with respect to West Fraser. Instead of ordering DOC
to direct U.S. Customs and Border Protection to liquidate West Fraser’s entries without
assessing antidumping duties and to return cash deposits with interest, as the firm had
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requested, the panel found that U.S. law requiresthat West Fraser request thisrelief directly
from DOC or “from any court or panel that reviews a Commerce final determination
respectingitsentries.” Additionally, thepanel directed DOC to recal culate dumping margins
without using “zeroing,” a methodology under which DOC assigns a zero value to non-
dumped sales. Citing the earlier WTO decision that DOC'’s use of zeroing in the final
softwood dumping determination conflicted with the WTO Antidumping Agreement (see
below), together with the U.S. Supreme Court’ s long-standing Charming Betsy canon of
statutory interpretation, under which astatute“ ought never to be construed to viol ate the law
of nationsif any other possible construction remains,” the panel determined that DOC’ suse
of zeroing was inconsistent with a U.S. international legal obligation and, in light of the
Charming Betsy doctrine, unreasonable and not in accordance with law.

Inits July 2005 remand redetermination, DOC took the approach that it had employed
in responding to the adverse WTO decision: it used the transacti on-to-transaction method of
price comparison, a methodology that was not involved in the WTO case; applied zeroing
in comparing prices under this method; and cal culated dumping margins that exceed those
in its original 2002 determination, specifically an average of 10.06% for individually
investigated producers and a 10.52% “all others’ rate. Moreover, citing the need to apply
the same methodology to all producers, DOC calculated arate of 3.21% for West Fraser, a
margin that isno longer deminimis. DOC isalso asking that the panel reconsider itsWTO-
related analysis as well as its seeming approva of using the legally discredited zeroing
methodology with respect to West Fraser. The panel’s decision on the remand has not yet
been issued.

DOC Final Subsidy Determination (USA-CDA-2002-1904-03). Inits August
2003 report on the DOC'’ sfinal determination in the CV D case, the binational panel upheld
the DOC treatment of provincia stumpage programs as subsidies and the DOC finding that
the programs are “specific’ to an industry (a necessary element of a domestic subsidy
finding). At the same time, it found as contrary to U.S. law DOC’s use of cross-border
market comparisonsto cal cul ate the subsidy, the blanket refusal of DOC to excludefrom the
scope of the CV D order reprocessed Maritime-origin softwood lumber, and other aspects of
DOC determination related to the exclusion of products.

DOC submitted its new determination in January 2004, lowering the duty rate from
18.79% to 13.23%. According to a DOC press release, the recal culated rate was based on
arevised methodol ogy using a benchmark “ constructed on the basis of Canadian log prices
and import value of logs, adjusting for harvesting costs.” DOC aso excluded certain
Maritime-origin lumber and old lumber, including used railroad ties, from the scope of the
CVD order. In a June 2004 decision, the binational panel granted DOC'’s request for a
remand “to reconsider certain limited implementation issues’ and additionally remanded to
DOC withinstructionsto recal culate various provincia benchmark prices, to reconsider the
adjustment for profit with respect to the benchmarksfor al Canadian provinces, and to make
two other recalculations.

In July 2004, DOC issued its second remand redetermination, lowering the CVD rate
to 7.82% ad valorem and determining that five companies and a mill of a sixth company
were eligible for exclusion from the order. After a third remand, DOC issued a new
determination in January 2005, with a subsidy rate of 1.88% ad valorem. The panel
remanded the DOC decision for the fourth time in May 2005. In response, DOC issued a
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new determination in July 2005, in which it further lowered the subsidy margin to 1.21%.
After afifth remand, DOC, which continued to take issue with the panel’ s benefit rational e,
issued adetermination on November 22, 2005, lowering therateto 0.80%, ade minimisrate
that does not permit the imposition of duties. The panel upheld the DOC determination on
March 17, 2006; the panel did not consider Canadian parties' request to order DOC torevoke
the CVD order, as the issue was not before the panel. According to aDOC statement, the
United States is currently considering whether to challenge the panel decision before an
Extraordinary Challenge Committee (ECC). NAFTA rules provide that a Notice of Final
Panel Actionistobeissued 11 daysafter the panel report isreleased; any request for an ECC
must be made within 30 days after this date, or in this case, by April 27, 2006.

ITC Final Injury Determination (USA-CDA-2002-1904-07). Thebinational panedl
examining the ITC's final injury determination issued its report in September 2003,
remanding in part and affirming in part. The panel directed the ITC to reconsider its threat
of injury determination, itslike product determination rel ating to bed frame components and
flangestock, and its decision to cross-cumulate dumped and subsidized importsin its threat
of injury determination. The panel upheld the ITC on anumber of points, including itslike
product determination regarding Western Red Cedar and Eastern White Pine and itsfinding
that it did not have statutory authority to treat the Maritime Provincesasa* country” entitled
to aseparate injury determination. The panel also affirmed that the I TC was not required as
amatter of law to determinethat the threat of material injury was caused through the effects
of subsidies or dumping, and that the ITC adequately considered the nature of the subsidy
and itslikely trade effects so as to have met its statutory burden regarding the evaluation of
relevant economic factorsin ng threat.

ThelTCin December 2003 issued anew determinationinwhichit reaffirmeditsearlier
affirmative injury rulings. In an April 2004 decision, the panel (with one concurrence)
remanded this determination, having found that the ITC’ s finding of threat of injury to the
domesticindustry wasnot in accordancewith law and not supported by substantial evidence.
In particular, the panel faulted ITC findings involving Canadian producer capacity, volume
and price of imports, and domestic overproduction, with a deadline of May 10, 2004. ITC
asked for an extension to July 22, 2004, in part because of a cited delay in receiving the
decision and further to “reevaluate all of the record evidence and collect further information
asnecessary inorder to make aremand redetermination consi stent with the Panel’ sfindings.”
The panel, finding no basis that would preclude it from restricting the ITC's second
redetermination “to the existing administrative record where no reason has been given to
justify reopening the record,” gave the ITC until May 27, 2004, to file its remand
redetermination “based solely on the existing administrative record and the conclusions of
the Panel’sreview.”

In its second remand redetermination, filed June 10, 2004, the ITC found once again
that the U.S. industry was threatened with material injury and, in addition, requested the
panel to reconsider its April 2004 decision on the ground that the panel “manifestly and
repeatedly overstepped its authority as established by the North American Free Trade
Agreement ... by failing to apply the correct standard of review and by substituting its own
judgment for that of the Commission.” Instead of remanding for athird time, the panel on
August 31, 2004, directed the ITC to issue a“no threat of injury” determination in 10 days.
With the Commission chairman dissenting, the ITC did so under protest on September 10,
2004. Thepandl affirmed the new determination October 12, 2004. A NAFTA Extraordinary
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Challenge Committeerequested by the United Statesunanimously affirmed underlying panel
decisions August 10, 2005.

While Canadamaintainsthat the ECC decision requiresthe United Statesto removethe
antidumping and CV D ordersin question, the United States claimsthat the affirmativethreat
determination issued by the ITC on November 25, 2004, in response to the adverse WTO
decision on the sameissue (see bel ow) supersedesthe earlier NAFTA-related determination
and legally supports the continued imposition of duties. Canada has challenged
implementation of the November 2004 ITC determination in the U.S. Court of International
Trade.

NAFTA Panels Requested by Canada and Canadian Producers in 2005
and 2006. Three binational panelsrequested in 2005 by Canada, Canadian producers, or
both, involvethereview of further U.S. administrative actionsin the softwood AD and CVD
investigations. Atissuearethefinal resultsof DOC’ sfirst administrativereview of the CVD
order; implementation of the affirmative ITC determination on threat of injury issued in
response to the WTO ruling (see DS277, below); and the DOC dumping determination
issued in connection with a separate WTO proceeding (see DS264, below). The binational
panel on the injury determination was stayed as of March 22, 2005, pending the outcome of
the NAFTA ECC proceeding, described above; the proceeding has not been reactivated to
date. A panel decision on the WTO-related dumping determination is due April 11, 2006.

In addition, Canada filed panel requests in January 2006 regarding the final results of
DOC's second administrative review of both the antidumping order and the CVD order.
Decisionsin each case are due November 22, 2006.

WTO Challenges to Antidumping and Countervailing Duty Determinations.
Canadahasinitiated six WTO casesinvolving U.S. actionsin the softwood antidumping and
CVD proceedings. This discussion focuses on the three maor challenges, which have
produced mixed outcomes for the parties.

Final DOC Softwood Subsidy Determination (DS257). In May 2002, Canada
challenged the final subsidy DOC determination in the countervailing duty investigation
involving Canadian lumber imports as violative of the WTO Agreement on Subsidies and
Countervailing Measures (SCM Agreement) and the GATT. Under the SCM Agreement,
asubsidy is deemed to exist where there is afinancial contribution by a government and a
benefitisconferred thereby; whereadomestic subsidy isbeing granted, countervailing duties
may be placed on subsidized importsonly if (among other requirements) the subsidy isfound
to be specific to anindustry. Inan August 29, 2003, report, the WTO panel upheld the U.S.
determination that provincial stumpage programs constitute a financial contribution to the
industry in theform of the provision of goods and that the stumpage programswere specific.
At the same time, the panel faulted two aspects of U.S. findings as to the existence and
amount of the benefit conferred. First, the panel concluded the United States, which had
viewed the commercia market for timber in Canada to be in large part distorted by
government intervention, violated the SCM Agreementsin usingtimber pricesinU.S. border
areas asthe benchmark for determining the benefit from thefinancial contribution involved.
Second, the panel found that the United States had failed to examine whether a subsidy had
passed through an unrelated upstream supplier to a downstream user of lumber inputs. The
United States appeal ed.
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In a January 19, 2004, decision, the WTO Appellate Body (AB) upheld the panel’s
ruling that the stumpage program could be considered the provision of goods, but it reversed
the panel on its finding that cross-border comparisons were prohibited by the SCM
Agreement and on its consequentia finding that the U.S. determination of the existenceand
amount of the benefit violated WTO rules. Because of insufficient information, however,
the AB could not complete the analysis as to whether the alternative benchmark that the
United States did use was WTO-consistent and consequently whether the U.S. benefit
finding and ultimately its imposition of countervailing duties based on that determination
comported with WTO obligations. Regarding downstream users, the AB upheld the panel’s
finding that DOC had violated WTO obligations when it failed to conduct a pass-through
analysis regarding arm’ s-length sales of logs by tenured harvesters/sawmills to unrelated
sawmills, but it reversed the panel on itsfinding that DOC acted inconsistently with WTO
obligationswhenit failed to conduct apass-through analysisregarding arm’ s-length sales of
lumber by such sellersto unrelated remanufacturers.

In response to the WTO decisions, DOC issued a new determination, effective
December 10, 2004, lowering the subsidy rate from 18.79% to 18.62% ad valorem. In
January 2005, Canada asked that a compliance panel be established to review the
determination and requested authorization to impose sanctions against the United States
covering trade in the amount of approximately $200 million (Can.). The United States
objected to theretaliation request, sending it to arbitration. Under an agreement between the
parties, the arbitration is currently suspended until the rulings in the compliance procedure
are adopted. If therulingsare adverseto the United States, either party may request that the
arbitration be resumed.

In areport circulated August 1, 2005, the compliance panel found that DOC had not
carried out the necessary pass-through analysis regarding non-arm’ s-length sales of logs by
tenured timber harvestersto unrelated lumber producers, and it found that DOC, in both its
compliancedetermination and itsfirst administrativereview, had madeitscal cul ationsusing
transactions for which it had not demonstrated that the benefits of subsidized log inputs had
passed through to the processed product. The United States appealed the decision in
September 2005, arguing that DOC’ sfirst administrativereview was outsidethe scope of the
panel’sjurisdiction. In areport issued December 5, 2005, the AB upheld the conclusion of
the panel that examination of the first administrative review fell within its mandate to the
extent the pass-through analysiswasinvolved. The United States had not requested that the
AB review the panel’s substantive findings regarding the use of this anaysis in the
administrative review, and the AB went on to find that the panel had acted within the scope
of its authority in making its legal conclusions regarding U.S. actions in the review. The
panel and AB reports were adopted by the WTO on December 20, 2005.

Final DOC Softwood Dumping Determination (DS264). On September 13,
2002, Canada requested consultations with the United States regarding DOC's final
affirmative softwood dumping determination. Canadaclaimed variousviol ationsof theWTO
Antidumping Agreement andthe GATT, arguing that DOC had improperly initiated the case;
improperly applied a number of methodologies, resulting in artificial or inflated dumping
margins; not established acorrect product scopefor itsinvestigation; and failed to adhereto
various WTO requirements involving procedural matters in the investigation.
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The panel report, issued April 13, 2004, generally rejected Canada' s claims, though
(with one dissent) it faulted the United States on itsuse of “zeroing.” The practice, usedin
calculating dumping margins, involvesassigning a“ zero” valueto transactionsin which the
export price or constructed export price exceeds normal vaue (i.e., where there is no
dumping), and as aresult not using the higher pricesin these transactionsto offset the lower
prices in other sales. The United States appealed on this issue, and in August 2004, the
Appellate Body upheld thepanel’ sconclusions. Inaddition, onanissue appeal ed by Canada,
the appellate decision reversed the panel’ s finding that the United States had not infringed
various Antidumping Agreement provisionsin calculating financial expenses for softwood
lumber for one company under investigation (Abitibi). Since the reversal focused only on
the panel’ s interpretation of the legal standard that the panel used to evaluate the DOC's
approach, the Appellate Body did not make any findings as to whether the United States
acted consistently or inconsistently with the WTO obligations involved. The rulings were
adopted August 31, 2004, and the parties agreed on a compliance deadline of May 2, 2005.

On January 31, 2005, the Department of Commerceissued apreliminary determination
in which it continued to find dumping and moreover increased dumping margins. DOC
compared prices on atransaction-to-transaction basis, rather than the wel ghted-average-to-
weighted-average basiswhichit used initsoriginal determination. DOC maintained that the
WTOruling applied only to theuse of “zeroing” in the methodol ogy involved in the caseand
did not apply to other modes of price comparison that Commerce has discretion to usein
dumpinginvestigations. Commerce used transaction-to-transaction comparisonsinitsfinal
determination, which again resulted in higher margins, ranging from 3.93% to 16.35% for
individually investigated producers and an “all others’ rate of 11.54%, approximately three
percentage points higher than the original rate (70 Fed. Reg. 22636). At Canada’s request,
the new determination was referred to a WTO compliance panel on June 1, 2005. Canada
isal so seeking to suspend approximately $400 million (Can.) in concessionsowed the United
States, but on the U.S. objection, the request has been sent to arbitration. In an agreement
between the two countries, the arbitration has been suspended pending completion of the
compliance proceedings. The compliance panel reportedly issued an interim ruling to the
parties in mid-February 2006 in which it upheld the new U.S. determination.

The practice of “zeroing” had earlier been ruled to violate the WTO Antidumping
Agreement in a case brought by India against the European Communities (EC). Inan EC
case challenging the U.S. practice, aWTO panel found in an October 2005 report that the
practice is not allowed in making initial dumping determinations but may be used in
administrative reviews; the ruling has been appealed by both the EC and the United States,
and an appellate report is expected April 18, 2006. The U.S. practice is also being
challenged in a number of other pending WTO cases. U.S. federal courts have held that
“zeroing” is alowed, but not required, under U.S. law. (See Corus Saal v. Dep't of
Commerce, 395 F.3d 1343 (Fed. Cir. 2005); The Timken Co. v. United States, 354 F.3d 1334
(Fed. Cir. 2004).)

ITCInjury Investigation in Softwood Antidumping and Countervailing Duty
Cases (DS277). Canada challenged the ITC final affirmative threat of injury
determinations, alleging, among other things, that the ITC based its threat of injury
determination “ onallegation, conjecture and remote possibility” andthat it failed to consider
properly a number of relevant factorsin its determinations. A final panel report, publicly
circulated March 22, 2004, faulted the ITC' s threat determination and its causal analysis.
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Whilethe United Statestook issue with the panel’ s negative findings, it chose not to appeal
and the report was adopted April 26, 2004.

In making its new determination, the I TC re-opened the administrative record and took
into account additional evidence and, on November 25, 2004, found (with one dissent) that
U.S. industry was threatened with material injury by reason of dumped and subsidized
Canadian imports. In February 2005, Canada requested the establishment of a compliance
panel aswell as authorization to impose approximately $4.25 billion (Can.) in sanctions, an
amount it stated represents the total amount of CVD and antidumping duty cash deposits
collected and not refunded as a result of the United States' failure to revoke the May 22,
2002, CVD and antidumping orders, which Canada views as proper implementation of the
WTO rulings in the case. Asisit did in the other softwood disputes, the United States
objected to theretaliation request, sending it to arbitration. Under an agreement between the
parties, the arbitration has been suspended until the rulingsin the compliance procedure are
adopted, with either party able to request that arbitration be resumed if the rulings are
ultimately adverse to the United States.

In a report issued November 15, 2005, the compliance panel found that the ITC
determination was consistent with U.S. obligations under the Antidumping and SCM
Agreements. In describing its standard of review, the panel noted, inter aia, that unless
evidence and arguments “that detract from” the agency’ s conclusions * demonstrate that an
unbiased and objective investigating authority could not reach a particular conclusion, we
are obliged to sustain the investigating authorities' judgment, even if we would not have
reached that conclusion ourselves’ [emphasisin original]. Canadaappeal ed the decisionon
January 13, 2006; the Appellate Body is expected to issue its report on April 13, 2006.

Softwood Lumber Imports and the Continued Dumping and Subsidy
Offset Act. Canada has been concerned that in cases where Canadian firms are
subsequently excluded from an AD or CVD order, and were the orders to be eventually
revoked, duty depositswould not be returned and would be availablefor distributionto U.S.
lumber firmsunder the Continued Dumping and Subsidy Offset Act of 2000 (CDSOA), also
known asthe“Byrd Amendment.” The statute, codified at 19 U.S.C. 81765c, mandatesthe
annual disbursement of antidumping and countervailing dutiesto petitioners and interested
partiesin the underlying trade remedy proceedings for avariety of qualifying expenditures.
As reported in December 2003 press accounts, a proposal to settle the softwood lumber
dispute negotiated by U.S. and Canadian official sincluded an approximate 50/50 split of the
CDSOA softwood duties; the proposed settlement was opposed by many Canadian producers
and provinces and was not acted upon.

Asreported by Customs, approximately $5.379 millionin softwood lumber dutieswas
distributed under the CDSOA in FY 2004; approximately $3.279 million was distributed in
FY2005. Atthesametime, Customshasreported that morethan $4 billion in softwood duty
deposits was contained in so-called “ Clearing Accounts’ as of October 1, 2005, an amount
that increases as additional Canadian softwood lumber enters the United States. Each
Clearing Account contains estimated duties received pursuant to a specific AD or CVD
order; oncean entry isliquidated (i.e., the duties on the entry are finally assessed), the duties
are placed into a Special Account for the order and are available for disbursement to U.S.
firms.
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The CDSOA was successfully challenged in a WTO dispute proceeding brought by
Canadaand 10 other WTO Members. Canadawas one of eight complainants who requested
and received authorization to retaliate against the United States for its failure to repeal or
modify the law by December 27, 2003 (i.e., the end of the compliance period in the case).
An arbitral panel ruled that each could retaliate in an amount equal to 72% of the annual
CDSOA dishursements relating to duties paid on imports from that country. Having
identified a current annual retaliation level of $14 million, Canada began to impose a 15%
surcharge on imports of U.S. live swine, cigarettes, oysters, and certain specialty fish as of
May 1, 2005. In addition, Canadaand Canadian industry groups filed suit in the U.S. Court
of International Trade on April 29, 2005, arguing that the CDSOA violatesarequirement in
the NAFTA Implementation Act by not expressly stating that it applies to Canada.

A provision repealing the CDSOA, but allowing for distribution of duties collected on
entries made and filed before October 1, 2007, is contained in P.L. 109-171, the Deficit
Reduction Act of 2005. Although the United States now considersitself in compliance with
its WTO obligations, Canada and other complainants imposing retaliatory tariffs have
expressed concerns about the continued payments authorized under the legislation and
apparently intend to continue to impose added dutieson U.S. goods. The constitutionality
of P.L. 109-171 is currently being chalenged in federal court on the ground that different
versionsof thelegisation (asrelatingto aM edicare provision) were passed by the Houseand
the Senate.

Other Developments. Negotiationson the lumber dispute are currently suspended.
On January 6, 2003, the DOC offered a discussion draft entitled Proposed Analytical
Framework, Softwood Lumber from Canada. Thedraft identifies market-based timber sales
astheconceptual starting point, discusses how provincial timber practices could be modified
to conform with this concept, and identifies bases for revoking the countervailing duty and
antidumping margins.
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