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Rules of Origin (RoO) are among the most important instruments in the negotiation
and functioning of Regional Trade Agreements (RTAs). Although they never make
newspapers headlines, they are designed to determine the eligibility of goods for
preferential treatment among RTA members. Ostensibly meant to prevent trans-
shipment of imported products across RTA borders after only superficial assembly,
they may act in practice as complex and opaque trade barriers. This book provides
evidence strongly suggesting that they do so by intent rather than accidentally—in
other words, that RoO are truly trade policy instruments.

Beyond the collection of new evidence and its interpretation in light of recent theory,
the book's overall message for the policy community is that RoOs are a potentially
powerful and new barrier to trade. Rather than being relegated to closed-door technical
meetings, their design should hold center-stage in trade negotiations.

‘One cannot understand today’s multilateral trading system without understanding its
web of Preferential Trade Agreements. And one cannot understand these agreements
without understanding their Rules of Origin. This collection of original theoretical and
empirical papers sheds considerable light on what may well be the most important
instrument of trade policy of our times!

‘Rules of Origin are among the least understood and most important elements of free
trade agreements. This well organized study presents both a technical and political
analysis of their uses and impacts and is a “must read” for anyone responsible for
developing, negotiating, or implementing these rules!

‘This book by some of the world's leading experts in the field is a state-of-the-art
analysis of a complex and oft-neglected aspect of trade policy. With the growth of
regionalism, Rules of Origin become more significant by the day, yet remain poorly
understood. The present work goes a long way in remedying this deficiency. It com-
prises an enticing blend of economic theory and empirical study, together with
political economy and development analysis!

'Preferential trading arrangements are an increasingly important part of the international
trade landscape and careful analysis, both theoretical and empirical, of their structure
and effects is badly needed. Rules of Origin are a central feature of PTAs, and their use
largely determines the effects of PTAs. This volume represents a significant contribution
to our understanding of RoOs and their effects!
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Introduction

Olivier Cadot, Antoni Estevadeordal, Akiko Suwa,
and Thierry Verdier

The spread of Preferential Trading Arrangements (PTAs) is rapidly altering
the multilateral system created at Bretton Woods. The WTO reckons that
if the sixty PTAs currently under negotiation are eventually formed, there
will be in total twice as many of them as there are WTO members.! Just by
themselves, the EU’s future Economic Partnership Agreements? with ACP
countries will cover over half of the WTO’s membership. Seen from a
different angle, the World Bank estimates that roughly one third of
world trade takes place, at least nominally, on a preferential basis (World
Bank 2005).3 As encroachments to the MFN principle have multiplied—
whether covered by GATT Article XXIV# or by particular waivers such as
the one secured by the EU to cover the Cotonou Convention—new rules
have gained prominence, among which those used to confer originating
status to preferential exports, so-called Rules of Origin (RoOs).

The rise of regionalism has far-reaching implications not just for the
multilateral trading system’s philosophy but also for the day-to-day con-
duct of business. For good or for bad, preferential trading rules are of

! Two hundred and fifty-four PTAs have been notified so far, 124 to the GATT prior to 1994
and 130 to the WTO since 1995. In 2005, an estimated 300 will be in force. It should be kept in
mind, however, that many of these agreements are essentially empty shells.

2 The Economic Partnership Agreements (EPAs) currently under negotiation between the
EU and the 77 African, Caribbean and Pacific (ACP) countries will replace the current Cotonou
Convention (itself the successor of the Lomé Conventions) by end 2007. They will involve,
inter alia, replacing the EU’s unilateral preferences by a GATT-consistent free-trade zone.

3 The proportion, however, drops to about 20% if one takes out lines for which MFN tariffs
are zero.

4+ GATT Article XXIV allows WTO members to eliminate tariffs on a preferential
basis provided that they do not simultaneously raise them against non-members and that

‘substantially all trade’ between preferential trading partners is liberalized, i.e. that they form
a genuine free-trade area.
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increasing relevance to traders on the ground.s To take but one example,
a Mauritian garment today enjoys an average tariff preference of 11.9%
on the European market provided that its originating status can be estab-
lished. On the one hand, in a commodity sector this can mean a substantial
cost advantage over MFN competitors. Moreover, tariff-free status com-
bined with export-processing zone treatment in the source country speeds
up customs clearance, adding to the cost advantage a time element that
can prove critical in the garment industry’s intense time-based competi-
tion. On the other hand, however, if RoOs impose the use of expensive
local materials and burdensome administrative procedures to confer
originating status, they can also render the preference margin worthless.
Thus, notwithstanding the classic debate about whether PTAs are good
or bad for world welfare (i.e. whether they generate ‘trade diversion’ or
‘trade creation’), how they are designed matters a lot if one is to under-
stand how much market access they really confer. This is particularly
important in view of the developmental justification often put forward in
favor of North-South PTAs such as the United States’ Africa Growth &
Opportunity Act (AGOA) or the EU’s Everything But Arms (EBA) initiative.
In parallel to the rise of preferential agreements, world trade has also
been transformed by the rise of so-called ‘vertical trade’. Anecdotal evid-
ence supported by case studiesé suggests that multinational companies
have, over the last three decades, set up in many sectors and regions what
Gordon Hanson called ‘regional production networks’, involving exten-
sive outsourcing and the use of cross-border supply chains. Lesotho’s
garment industry, whose exports to the US have boomed at an annual rate
of about 30% per year since the mid-1990s, is a case in point. Over 90% of
Lesotho’s exporting factories are owned and managed by East Asian
nationals. They get large orders from US brands placed through company
headquarters in Asia and use inputs provided by the parent companies in
so-called CMT (‘cut, make and trim’) operations. A similar process, albeit
on a less spectacular scale, is visible elsewhere in the world and provides
much-needed employment for impoverished populations (in particular
women in the case of the garment industry).” Overall Hummels et al.

5 See the EU Commission’s Green Paper on Rules of Origin in preferential agreements (CEC
2003) and part II of UNCTAD's report on trade preferences for LDCs (UNCTAD 2003).

¢ See, e.g., Ishii and Yi (1997) or Hummels, et al. (1998).

7 Kenyan cut-flower exports to the EU have similarly boomed from $54m to $139m
between 1997 and 2002. Early empirical studies (e.g. Feenstra and Hanson 1996, or Campa
and Goldberg 1997) provided indirect evidence of these trends. Systematic statistical evidence
of ‘vertical trade’ has been slower to emerge, as the necessary combination of trade and input-
output data has become available only recently.
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Table 1 Textile & Apparel exports under AGOA

Exports to the US, AGOA util. Annual growth
HS61-62 rate 2003 (%) 1997-2003
1997 2003

Kenya 31.3 187.8 94 34.8

Lesotho 86.5 392.4 95 28.7

Mauritius 184.4 269.0 50 6.5

South Africa 70.9 231.8 54 21.8

Source: adapted from Stevens and Kennan (2004). Million US dollars.

(2001) estimate that ‘vertical specialization accounts for up to 30%
of world exports and has grown as much as 40% in the last twenty-five
years’ (p. 1).

Depending on their design, PTAs have the power to boost or hamper the
development of these regional production networks. On the one hand,
the experiences of Mauritius under Lomé and parts of sub-Saharan Africa
under AGOA show that trade preferences can foster the emergence of
North-South supply chains, in particular in the Textile and Apparel (T&A)
sector (Table 1). On the other hand, stringent RoOs can prevent the
smooth operation of these cross-border chains or foster the emergence of
inefficient ones.

This volume brings together theoretical and empirical contributions to
our understanding of how preferential RoOs affect trade flows and out-
sourcing decisions, how they vary across PTAs, why their legal form
matters, and what political-economy forces shape them.

1. Theoretical perspectives

Pioneered by Grossman (1981),8 the formal analysis of local-content
protection is fairly recent, because it must draw on models of multistage
production that are necessarily somewhat complex.® In the simplest
possible setting, the combined effects of RoOs and tariff preferences on
market access for the Southen partner of an FTA can be understood with

8 Grossman (1982) studied so-called ‘Offshore Assembly Provisions’ (OAP) that, as their
name indicates, grant special trade treatment to goods assembled offshore usually by
domestic firms. The European Union for a while granted similar treatment to limited quan-
tities of goods assembled in Central and Eastern Europe under the name of ‘Outward Pro-
cessing Treatment’ (OPT) quotas. OAP and OPT have economic effects that are quite similar to
those of Rules of Origin. ° The early work here is by Dixit and Grossman (1982).
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Fig. 1 Vertical trade in a two-stage framework.

the help of the four-quadrant diagram in Fig. 1. Consider a North-South
FTA in which the South assembles shirts (Y) by combining value added (V)
with cotton (X). The latter can be imported from either the Northern
partner or the Rest of the World (ROW). The South does not produce
cotton, whereas the North produces and protects both shirts and cotton,
being import-competing in both sectors. Let x and x* denote the South’s
use of Northern and ROW cotton respectively, so x+x*=X. Southern
shirt technology is Leontieff with a unit input-output coefficient, i.e.
Y=min{V, X}. In words, one shirt is made with unit of value added and
one of cotton.

Value added is remunerated with what is left of sales revenue after
subtracting the cost of cotton. Let P* be the world price of a shirt and p*
that of a unit of cotton. At free trade, the ‘net price’ of a shirt (what is
available to remunerate value added) is n* =P* —p*. Let P and p be the
domestic (intra-FTA) prices of shirts and cotton, respectively, and =P —p
be the variable measured on the vertical axis of Fig. 1. Southern value
added (or equivalently shirt output, as the two are by construction equal)
is measured on the RHS’s horizontal axis, and the curve in the first
quadrant is the South’s supply of value added (or, equivalently, of shirts).

Moving around clockwise, the induced demand for cotton is shown in
the second quadrant as a 45° line (since Y =X with a unit input-output
coefficient). The vertical axis pointing downward thus measures the
South’s total cotton demand, from the US and from the ROW. With p, the
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price of cotton, measured on the LHS’s horizontal axis (pointing leftward),
the curve in the third quadrant is the Northern supply of cotton. The
quantity of Northern cotton bought by the South is just what the North
can offer at world price p*, x*(p*), the rest being procured in the ROW. The
proportion x*(p*)/X, which we will call 7* later on, is the South’s desired
regional value content.

The diagram is closed in the fourth quadrant by a line mapping the
cotton price p into a net price n. To understand how it is constructed, start
counterclockwise from the vertical axis by setting P = P* and p =0. The net
price is then #=P*. Then raise p, i.e. slide to the left along the horizontal
axis. As p goes up, the net price y goes down one-for-one, hence the
downward-sloping line with slope —1in the fourth quadrant. The line hits
the horizontal axis when p=P*.

The effect of tariff preferences in this diagram is straightforward (Fig. 2).
Suppose that the price at which Southern shirt makers can sell in the
North is now P = P* + §, where ¢ is the difference between the North’s MFN
and preferential tariffs (the preference margin). The net price goes up by
the amount of the tariff preference (=P —p*, so An=0) and the total
demand for cotton goes up one-for-one with the supply of shirts. How-
ever, all the additional demand goes to ROW cotton, the price and supply
of Northern cotton being unchanged at p*. The slope of the dotted line in

n=P-p

P.0)=P South’s supply of VA
n(r, u)=

n(P.p)=P-p

South’s participation constraint

p* (cotton’s world price)

Northern
cotton
supply curve

n(P,P)=0

Fig. 2 The effect of tariff preferences.
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the second quadrant gives the desired regional value content r*, which has
gone down as total cotton demand has gone up whereas local sourcing is
unchanged. The hatched area in the first quadrant is the effect of the tariff
preference on Southern producer surplus.

In this setting, a Regional Value Content (RVC), a particular form of
RoO, can serve as a vehicle to force some of the additional cotton demand
toward Northern suppliers (Fig. 3). Consider a new dotted line in the
second quadrant with a slope -r that is steeper than that of the ‘desired’
one (r*). The 45° line would imply a 100% RVC, so rotating the dotted line
clockwise (making it steeper) implies a more stringent RVC.

The action is now in the third quadrant, where the induced demand for
Northern cotton forced by the RVC must be met at a higher domestic price
p- The hatched area in that quadrant gives the additional producer surplus
generated in the cotton sector by the RVC imposed in the downstream
shirt sector. Abusing notation, take now the price of cotton used in the
construction of the net price n on the vertical axis as the average price of
the ‘composite’ cotton used by Southern producers, i.e. p =rp + (1 — r)p*.
Thus n =P —p, and the slope of » in terms of p is now —r (measured
leftward as before), at least as long as the RVC is binding, i.e. whenever
p>p*. This gives the line that closes the diagram.

n=P-p

h

. South’s supply of VA
0(P.p)=P=rp=(I=1)p g

South’s participation constraint

Northern p 1 *_l_r
cotton
supply curve
v X=Y
X, x, X

Fig. 3 Tariff preferences and RoO combined.
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The interest of the diagram is that it highlights the RVC’s twin effects:
(i) partly offsetting the positive effect of tariff preferences on Southern pro-
ducer surplus (see the reduction of the first quadrant’s hatched area from
Fig. 2 to Fig. 3); (ii) raising the surplus of upstream Northern producers
(hatched area in the third quadrant of Fig. 3). In the extreme, the reduction in
Southern producer surplus can eat up the whole benefit of tariff preferences,
as indicated by the dotted ‘participation constraint’ line in Figs. 2 and 3.

At that point, as explained by Kala Krishna in the first chapter, a regime
switch takes place and strange things happen. Drawing on her previous
work with Jiandong Ju (Ju and Krishna 2002), she shows that as long as
RoOs are not overly strict, tightening them raises the captive demand for
local intermediates and hence their prices, as shown in Figs. 1-3. However
when they become so strict as to make firms indifferent between using the
preferential regime (tariff preferences cum RoO) or shipping under the
MEN regime, tightening RoOs further reduces the number of exporters
using the preferential regime and hence the price of intermediates,
resulting in higher, not lower, imports. In her exhaustive survey of the
analytics of RoOs, she also highlights several important theoretical laws;
for instance the fact that they can shelter losers from the competitive
effects of intrabloc trade.1? Relatedly, she argues that the formulae upon
which RoOs are based can make large differences on their impact.!!

Matthias Thoenig and Thierry Verdier explore new territory with a
game-theoretic analysis of the effect of RoOs on the outsourcing/
relocation decisions of multinational companies, an issue that, as men-
tioned earlier, is at the heart of recent trends in international trade. Their
analysis of strategic outsourcing is closely related to the classic industrial-
organization literature on capacity investment. Using a model with a
continuum of production stages a la Dixit-Grossman (1982), some or
all of which can be outsourced, they show that competition induces
oligopolistic firms to outsource too much from the point of view of their
collective optimality. By putting mandatory limits on the proportion of

10 This point was initially made by Krueger (1993), who noted that RoOs can ‘export’ trade
protection from most to least protectionist FTA members. Cadot et al. (2001) also showed that
RoOs segment the internal market of FTAs by preventing trans-shipment (and showed,
incidentally, that they make it possible to generate welfare gains by selectively liberalizing
member-state markets).

11 Their legal form seems sometimes strikingly fine tuned to suit special interests. Brenton
and Imagawa (forthcoming) note a particularly egregious case in which NAFTA’s RoO for
certain clothing products specifies that imported fabric must be ‘of subheading 511111 or
511119, if hand-woven, with a loom width of less than 76 cm, woven in the United Kingdom
in accordance with the rules and regulations of the Harris Tweed Association, Ltd, and so
certified by the Association.” (p. 20)
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the value chain that can be outsourced, RoOs can then act as commitment
devices taking the oligopolists closer to their collusive solution. Good for
them but not so, of course, for consumers. Thoenig and Verdier also show,
interestingly, that in a world of incomplete contracts, RoOs can do some
good by overcoming opportunism in subcontractor—client relationships.

2. The complexity of RoOs

Antoni Estevadeordal and Kati Suominen provide in chapter three a map
guiding the reader through the maze of different RoOs. The difficulty of
assessing the degree of stringency of this growing maze of rules explains,
in part, the lack of solid empirical analysis on the economic effects of
RoOs. One key distinction they make is between product-specific Rules of
Origin (PSROs) and regime-wide rules. Prominent among the latter are
‘cumulation’ rules allowing the treatment of inputs from other PTA part-
ners as originating. As for the former, they take myriad different forms.12
A typical one is to require that the transformed good belong to a different
tariff line or grouping than its imported inputs, but technical require-
ments, exceptions and so forth are plenty.13 Estevadeordal and Suominen
are able to compare the stringency of PSROs across PTAs by building on an
index of PSRO restrictiveness first developed in Estevadeordal (2000) and
based on a few simple classification principles.

Several observations emerge from their analysis. First and perhaps par-
ticularly strikingly, those PTAs that involve some of the most substantial
intraregional trade flows, such as NAFTA and the EU’s FTAs also tend to

12 NAFTA’s product-specific RoOs are so complex that Annex 301, where they are described,
is over 300 pages long, whereas the Agreement itself is less than fifteen pages. The European
Union'’s Single List of RoOs, which applies to all its preferential trade agreements (in order to
make them compatible so that cumulation rules can be applied between all of them) is also
quite complex. By contrast, some agreements, like the Latin American Integration Agreement
(LAIA) or South & East Africa’s COMESA, have simple rules applying across the board. AGOA is
in the middle, with a uniform local-value-content requirement but very stiff yarn-forward
rules applying to textiles and apparel (where they matter).

13 Exceptions are often used to make RoOs selectively stringent in order to protect special
interests. For instance, in her contribution to this volume Krishna cites a rule of origin of the
Canada-US FTA on aged cheese according to which fresh milk is not an input conferring
origin. Other examples are numerous. For instance, the EU’s Single List confers origin to
biscuits made of imported materials from any chapter except chapter eleven, which includes
flour. Similarly, under NAFTA’s RoOs, tomato ketchup qualifies as originating if it is made of
imported inputs of any other chapter of the Harmonized System except subheading HS 200290
(tomato paste). This means that, in order to qualify, ketchup may contain imported fresh
tomatoes but not imported tomato paste. This requirement is said to have been included in
order to protect Mexican tomato-paste producers from Chilean competition (on this, see
Brenton and Imagawa 2004 or Palmeter 1997).
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have the highest restrictiveness values. Secondly, both NAFTA and the
EU’s PANEURO are characterized by PSROs that tend to be complex,
heterogeneous, and more stringent for goods with roundabout produc-
tion processes (where they do most harm).'¢ This trend may become
important also in most recent FTAs in Asia, where intraregional and
intraindustry trade is particularly important. Meanwhile, PTAs formed
among less-developed countries tend to have more uniform Rules of
Origin across products and lower restrictiveness values overall.

Thirdly, they highlight, on the basis of data aggregated over all PTAs,
a disturbing trend toward increasing stringency of PSROs. While the PTAs
formed in the 1980s and early 1990s tended to employ relatively simple
and non-restrictive PSROs and only few regime-wide rules, ‘new-generation’
PTAs have adopted stringent and selective regimes, although somewhat
counterbalancing these features with facilitation provisions. However,
recent agreements display high creativity in ad hoc mechanisms and
instruments for the design and implementation of RoOs. For instance,
the application of stringent PSROs can be temporarily suspended
under ‘short-supply’ clauses allowing for lower regional value in cases of
shortage of suitable intermediate products in the preferential area. Such
clauses may bring welcome flexibility, but they may also encourage the
use of otherwise stringent PSROs by creating a perception that not much
damage can be done.

Estevadeordal and Suominen also develop a ‘facilitation index’ summar-
izing information on regime-wide rules. Many such rules, such as those
permitting cumulation,!s can somehow counteract the restrictiveness of

14 However RoOs can also be extraordinarily complex for goods whose origin would appear
at first sight straightforward to establish. The EU’s RoO for fish under the Cotonou Agreement,
for instance (which matters a lot for the Seychelles), requires not just that the fish be caught
in the territorial waters of an eligible (ACP) country. In addition, the fish landing at an EU port
should carry documentation establishing that the following criteria are met:

1. The vessel’s captain, officers and at least 50% of its crew were nationals of an EU or
ACP state;

2. It was registered in an EU or ACP state;

3. It sailed under the flag of an EU or ACP state;

4. Tt was at least 50% owned by nationals of an EU or ACP state (although under certain
conditions leased or chartered vessels can qualify);

5. The chairman and the majority of the board members of the company owning the vessel
were nationals of an EU or ACP state (Brenton and Imagawa 2004).

15 ‘Cumulation’ can take three forms. Bilateral cumulation allows say a Mexican producer
to use US inputs in the making of a product for re-export to the US. Diagonal cumulation
would allow the use of Canadian inputs (third party within the preferential zone) under the
same conditions. Full cumulation would allow non-originating inputs from the area (inputs
themselves made from imported components and violating PSROs) to be treated as if they
were originating provided that the last stage of transformation satisfies the PSROs.
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product-specific RoO. For instance, the larger the area where a PTA member
can cumulate value to its final goods subsequently exported to its PTA part-
ners, the larger the pool of inputs and processes available for the country’s
producers, and the easier it becomes to comply with the product-specific
RoO. This means that while restrictive product-specific RoO can be hypo-
thesized to dampen trade, certain regime-wide RoO can compensate for it.
Whereas higher values of the PSRO index mean more stringent rules, higher
values of the facilitation index mean less restrictive cumulation rules.

Figure 4 shows a scatterplot of the two indices for the main PTAs
currently in force. A loose correlation is apparent, suggesting that PTAs
with generous cumulation rules tend, at the same time, to have stringent
PSROs. This may suggest some political economy pressure by the export
interests for loosening the RoO regime.

The figure, in which ‘better’ PTAs (characterized by light PSROs and
generous regime-wide rules) lie to the Northwest, also illustrates the
observation made earlier that neither NAFTA nor the EU’s PANEURO look
very good in terms of the mixture of PSRO and regime-wide rules they
offer, by comparison with other PTAs.

Figure 4 shows the average level but not the dispersion of PSRO
restrictiveness across sectors. It turns out that the most restrictive PTAs in
terms of average level are also those with the greatest sectoral selectivity in
PSROs. That the ‘peak RoO stringency levels’ tend to fall on the agri-
cultural, food, and textile & apparel sectors suggests that RoO may not be

EU-SOUTH AFRICA
*
US-CHILE CAN-CH
* ¢ & NAFTA
ANZCERTA I::\NEURO
SADC

Facilitation index
w
|

CARICOM, COI\/LE SA .
MERCOSUR ECOWAS
0 T T T T T |
0.0 1.0 2.0 3.0 4.0 5.0 6.0
RoO restrictiveness

Fig. 4 PSRO restrictiveness and regime-wide facilitation, selected PTAs.

Source: Authors calculations.
RoO restrictiveness averages are simple averages.
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a neutral instrument of preferential trade, but, rather, be driven by some
of the same political-economy dynamics as other trade-protectionist
instruments.

The issue raised by the proliferation of PTAs is not just the accom-
panying spread of restrictive RoO regimes around the world, but also their
potential divergence. The more different regimes are from each other, the
harder it will be to interlink existing PTAs with each other in the future—
which, in turn, raises the risk of trade-diverting PTA blocs developing at
the expense of global free trade. Abolishing RoO altogether (for example
by bringing MFN tariffs to zero globally) would be the simplest means to
counteract the potential negative effects of RoO. However, the politically
more palatable option would be to harmonize preferential RoO at the
global level. A good start might be limiting the types of RoO that can be
employed in PTAs—in essence, setting RoO within a global band—and
incorporating further facilitation mechanisms to the application of RoO
regimes, for example, through generous cumulation provisions.

Interestingly, Americo Zampetti and Pierre Sauvé find that the RoOs
applying to the producers of tradeable services tend to be less hetero-
geneous and opaque than those applying to goods, suggesting that rules
for services have not (yet) become a battleground for special interests.
However, they note that the rising importance of business-process out-
sourcing and other forms of service trade can quickly change the picture.

3. Rules of Origin and special interests

The value of RoOs as a protectionist device means that they can be
endogenously determined by special interests. In their analysis of the
political feasibility of FTAs, Grossman and Helpman (1995) focused on
the exclusion of sensitive sectors and the length of phase-out periods.
As noted by Duttagupta and Panagaryia (2003), RoOs are alternative
instruments to win over special-interest support in favor of regional
agreements.

Olivier Cadot, Antoni Estevadeordal and Akiko Suwa take some of the
points raised by Anne Krueger and Kala Krishna to the test of structural
estimation. If RoOs provide captive markets for upstream intermediates,
they reason, lobbying by producers of those intermediates should have
something to do with the observed pattern of product-specific RoOs.
Using the classic common-agency approach to model influence activities,
they derive the relation between endogenous tariffs and RoO stringency
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implied by influence activities upstream. Then, combining Esteva-
deordal’s index with input-output data, they test for this relationship and
find that the stringency of NAFTA’s RoOs indeed reflects a systematic
pattern of influence by US producers of upstream intermediates. The
benefit of tariff preferences for Mexican exporters being taken back by
cost-raising RoOs, the system’s beneficiaries and losers are respectively
US intermediate-good makers and taxpayers. In other words, the combi-
nation of tariff preferences and RoOs replicates the effect of an export
subsidy for intermediates, going around the prohibition of such subsidies
under GATT rules.

The econometric evidence is, in this regard, consistent with the
historical evidence on NAFTA'’s negotiations discussed by I. Mac Destler,
who notes that NAFTA’s RoOs in the automobile sector were the result of
a fine balancing act between the interests of Detroit’s car-makers who
differed in their level of outsourcing. In textile, a ‘triple transformation
test’ was elaborated. It required that to be treated as a North American
product, a piece of apparel must have undergone three basic processes
(fiber, cloth, clothing). This tight rule of origin seduced US mills in North
and South Carolina by opening for them a captive market in Mexico, and
thus, they gave up their traditional alliance with the domestic apparel
industry.

As Destler notes, the rise of RoOs as an indirect tool of trade protection
reflects both the increasing constraints weighing on the use of more
traditional instruments and the slow erosion of the bipartisan consensus
on free trade that dominated US postwar politics. To take the words of
A. Spilimbergo, Rules of Origin are part of a Faustian pact, made to win
the approval of a FTA from an originally reluctant constituency.

4. Measuring the impact of RoOs

Céline Carrére and Jaime de Melo take the econometric treatment of RoOs
one step closer to what is arguably the key empirical question: how much
do they cost? Their approach consists of extracting information on the
cost of complying with RoOs by looking at preference utilization rates.
Using simple assumptions on the relationship between utilization rates
and compliance costs, they derive an ad valorem equivalent of 3.2% for
NAFTA’s RoOs. This may not seem terribly high but the figure is sub-
stantially higher for textile & apparel products, where tariff lines with
100% NAFTA utilization rates, which enjoy average tariff preferences of

12
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9.7%, bear estimated RoO compliance costs of 5.6%.1¢ Interestingly from a
policy perspective, Carrére and de Melo's estimates suggest that technical
requirements are the costliest forms of RoOs, no doubt because their
opacity makes them easily to manipulate.

Pablo Sanguinetti and Eduardo Bianchi’s analysis of Mercosur’s RoOs is
one of the few analyses available of South-South PTAs (together with the
analysis of SADC by Flatters and Kirk later in this volume). The Free Trade
Agreements (FTAs) signed by Chile and Bolivia with Mercosur (itself
a Customs Union) provide a quasi-laboratory to analyse how FTA-CU
differences affect the design of RoOs.1” Sanguinetti and Bianchi also use
the fact that external-tariff harmonization is imperfect in Mercosur to
assess how external-tariff differences affect RoO stringency on the basis of
an index a la Estevadeordal. As it turns out, large differences between
external tariffs are associated with stiff RoOs, especially when the high-
tariff country is Brazil, suggesting that the latter’s political weight was
prominent in the design of Mercosur’s RoOs.

Joseph Francois departs from the usual analytical setting (in which
inputs from different sources are perfect substitutes) by introducing a
model a la Ethier in which input diversity raises productive efficiency. In
this framework, RoOs reduce intra-FTA trade in final goods (because the
cost of producing goods for export in the FTA is raised by RoOs) whereas
the opposite is true for trade in intermediate products (because RoOs
create a captive market for them). These effects are not at play in Custom
Unions where RoOs are unnecessary. Francois takes these hypotheses to
the data using automobile trade across a variety of PTAs, including NAFTA
and the Turkey-EU Customs Union. He finds evidence that trade patterns
are affected by RoOs in just the way predicted by the theory; in particular
that NAFTA results in substantial trade diversion in intermediates.

Frank Flatters and Robert Kirk offer a detailed account of how the RoOs
of the South African Development Community (SADC), initially simple
and homogenous, have been progressively transformed by special-interest
influence into a complex and ad hoc system. Their account of the nego-
tiations interestingly highlights one of the running themes of this

16 Carrére and de Melo’s econometric estimates are in line with earlier, non-parametric
estimates by Anson et al. (2005) that placed administrative costs at 1.8% and costs related to
increased input prices at 4.4%.

17 One of the primary justifications of RoOs is to prevent the trans-shipment of imported
goods across a free-trade area’s internal borders. Otherwise, member states with low external
tariffs would act as ports of entry for the whole area and would deprive others of tariff revenue.
However, in a CU, agreement on a Common External Tariff eliminates this problem and
hence the need for RoOs. Their presence in Mercosur is thus in and by itself suggestive of
other, presumably political-economy driven, motivations.
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volume, namely the linkage between lobbying for RoOs and lobbying for
other forms of protection (such as long tariff phase-outs). They also take
argument with widespread developmental justifications for RoOs, showing
for instance how SADC member countries with established processed-food
manufacturers sometimes push for stiff RoOs knowing full well that other
member countries have no production at all of the relevant upstream
intermediates. The result is then to establish monopoly positions for the
processed-food manufacturers and preclude intra-SADC trade.18

Finally, Paul Brenton and Takako Ikezuki examine the non-reciprocal
preferences granted by the US, EU and Japan to the Least Developed
Countries (LDCs). Assessing the ‘value of preferences’ on the basis of
coverage,1® preference margins and utilization rates, they find that it
varies considerably across exporter countries and sectors. US preferences
on Textile & Apparel appear most valuable to Lesotho, Kenya and
Swaziland, whereas EU preferences appear most valuable to Swaziland,
Malawi, Mauritius and the Seychelles, primarily on account of the sugar
protocol (except for the Seychelles for which it is fish that matters). For
most of the rest of sub-Saharan Africa, the value of preferences is only
marginal, the reason being essentially the cost of complying with RoOs.
Using an approach close to that of Anson et al. (2005)—namely using
the average tariff-preference margin for lines with utilization rates strictly
between zero and 100% as a proxy for RoO costs—they put the price tag
of complying with RoOs at 6.7% in ad valorem equivalent for US-bound
exports, 8.4% for EU-bound, and 5.6% for Japan-bound.

5. Concluding remarks

Where does this all leave us? As Destler notes, constraints weighing
increasingly heavily on the use of traditional instruments of trade
protection have led to a search for GATT-compatible substitutes. Those

18 They cite the edifying example of ongoing negotiations on wheat flour, where South
Africa is asking for a stiff local-content requirement, although this would essentially preclude
flour trade among SADC members because wheat production is marginal in the area. The
reason officially invoked on the South African side is to offset the high cost of local wheat,
itself due to wheat protection. But, because millers have market power, they buy wheat from
farmers at close to its world price. Thus, the wheat tariff as a matter of fact does not protect
farmers and only serves as convenient justification for a stiff RoO that would reinforce the
millers’ market power.

19" A preference scheme with given coverage can have very different implications for different
exporting countries depending on their prior trading structures, as eligible tariff lines can be
high-volume ones for a country and low-volume ones for another. Of course, once preferences
are in place trading structures tend to adjust endogenously to take advantage of them.
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include all forms of contingent protection (anti-dumping, safeguard and
countervailing duties) but also made-to-measure Rules of Origin.

In a way, RoOs were the perfect protectionist instrument. Because their
determination is a very technical exercise, it naturally calls for input from
companies with interest in the outcome. The result is, unsurprisingly,
often hard-wired. This has largely gone unnoticed because, for quite a
while, RoOs have been allowed to grow and gain force behind the veil of
technicality and expert-confined negotiations.

This book is an attempt to bring the issue closer to public scrutiny.
RoOs, all contributors argue, can do substantial damage to economic
efficiency; they can also make market-access promises largely empty. The
evidence suggests that, pretty much as uniform tariffs were promoted in
the 1980s by Washington-based institutions to put an end to the fine
tuning of tariffs to suit special interests, clear, uniform and moderate RoOs
should be the goal of future negotiations. The South, in particular, stands
to be hurt by rules that can be easily manipulated to render vacuous
market-access promises made by the North in the course of bilateral
negotiations. At least for as long as regionalism stays in fashion, putting
demands for clear and transparent RoOs at the center of ongoing and
future market-access negotiations should be a priority for Southern
countries. Conversely, negotiators in South-South agreements should
resist the temptation of opening the Pandora’s box of tailor-made RoOs.

References

Anson, J., O. Cadot, A. Estevadeordal, A. Suwa-Fisenmann, J. de Melo,
B. Tumurchudur (2005), ‘Rules of Origin in North-South Preferential Trading
Arrangements with an Application to NAFTA’; forthcoming, Review of Interna-
tional Economics.

Brenton, P., H. Imagawa (2004), ‘Rules of Origin, Trade Customs’ in L. de Wulf,
J. Sokol (ed.) Customs Modernization: A Handbook, World Bank.

Cadot, O., J. de Melo, M. Olarreaga (2001), Can Regionalism Ease the Pains of
Multilateral Trade Liberalization?’, with European Economic Review 45, 27-44.
Campa, J. M., L. Goldberg (1997), ‘The Evolving External Orientation of Manu-
facturing: A Profile of Four Countries’; Federal Reserve Bank of New York Economic

Policy Review, 53-81.

Commission of the European Communities (2003), Green Paper on the future of
Rules of Origin in preferential trade arrangements; COM(2003)787 final, Brussels.
Dixit, A. K., G. M. Grossman (1982), ‘Trade and Protection with Multistage

Production’; Review of Economic Studies 49, 583-594.

15



Rules of Origin in the world trading system

Duttagupta, R., A. Panagariya (2003), ‘Free Trade Areas and Rules of Origin: Eco-
nomics and Politics’; IMF Working Paper 03/229.

Estevadeordal, A. (2000). ‘Negotiating Preferential Market Access: The Case of the
North American Free Trade Agreement.’ Journal of World Trade 34, 1 (February).

Feenstra, R., G. Hanson (1996), ‘Foreign Investment, Outsourcing, and Relative
Wages'; in Feenstra, Grossman, Irwin (ed.), The Political Economy of Trade Policy:
Essays in Honour of Jagdish Bhagwati; MIT Press.

Grossman, G. M. (1981), ‘The Theory of Domestic Content Protection and
Content Preference’; Quarterly Journal of Economics 96, 583-603.

Grossman, G. M. (1982), ‘Offshore Assembly Provisions and the Structure of
Protection’; Journal of International Economics 12, 301-312.

Grossman, G., E. Helpman (1995), ‘The Polities of Free-Trade Agreements’;
American Economic Review 85, 667-690.

Hummels, D., D. Rapoport, Kei-Mu Yi (1998), ‘Vertical Specialization and the
Changing Nature of World Trade’; Federal Bank of New York Economic Policy
Review, 79-99.

Hummels, D., J. Ishii, Kei-Mu Yi (2001), ‘The Nature and Growth of Vertical
Specialization in World Trade’; Journal of International Economics 54, 75-96.

Ishii, J., Kei-Mu Yi (1997), ‘The Growth of World Trade’; Federal Bank of New York
Research paper 9718.

Ju, J., K. Krishna (2002), ‘Regulations, Regime Switches and Non-Monotonicity
when Non-Compliance is an Option: An Application to Content Protection and
Preference’; Economics Letters 77, 315-321.

Krueger, A. (1993), ‘Free Trade Agreements as Protectionist Devices: Rules of
Origin’; in Festschrift in Honor of John Chipman.

Palmeter, D. (1997), ‘Rules of Origin in Regional Trading Agreements’, in
P. De Maret, F-F. Bellis, G.G. Jiminez (ed.) Regionlism and Multilaterilism after
the Uruguay Round; Brussels.

Stevens, C., Kennan, J. (2004), ‘Comparative Study of G8 Preferential Access
Schemes for Africa; IDS.

UNCTAD (2003), Trade preferences for LDCs: an early assessment of benefits and
possible improvements. UNCTAD/TCT/TSB/2003/8, United Nations: New York
and Geneva.

World Bank (2005), Global Economic Prospects.

16



3

Mapping and measuring Rules of
Origin around the world

A. Estevadeordal and K. Suominen

3.1 Introduction

Preferential trading agreements (PTAs) have proliferated spectacularly
around the world over the past decade.! The wave of PTA formation has
carried with it a colorful mosaic of trade disciplines—such as provisions
on market access for goods and services, standards, safeguards, govern-
ment procurement, and investment—to govern economic relations
between the PTA partners. These various rules dispersed through PTAs are
hardly inconsequential given that more than a third of global commerce
takes place within PTAs.2 Moreover, reverberating to firms’ export, out-
sourcing, and investment decisions around the world, PTA disciplines
arbitrate both actual and potential trade and investment flows within
PTAs—and between PTAs and the rest of the world (ROW).

Yet, the richness of the PTA universe notwithstanding, there are
astonishingly few rigorous efforts to disaggregate PTA agreements in order
to analyse the operation and effects of the various rules they carry.3 This,

! PTAs include free trade agreements, customs unions, common markets, and single
markets. Some 250 PTAs had been notified to the World Trade Organization (WTO) by the
end of 2002; of these, 130 were notified after January 1995. The WTO expects the number of
PTAs to soar to nearly 300 by the end of 2005.

2 When unilateral preferential schemes such as the Generalized System of Preferences (GSP)
are accounted for, no less than 60 per cent of world trade is estimated to be conducted on a
preferential basis. Importantly, the unilateral preferential programs carry many of the same
disciplines as PTAs.

3 The few mappings of PTA disciplines include WTO (1998, 2002a,b), IADB (2002), and
Suominen (2004) produced in tandem with this chapter. The few existing rigorous, scholarly
studies on the determinants of PTA provisions (beyond the contributions on Rules of Origin
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in turn, implies that (1) very little is known about the compatibility of PTA
agreements with one another or with the multilateral WTO Agreements;
(2) the political economy sources of the divergent contractual formats of
PTAs remain unexplored; and (3) analysts have yet to disentangle the
respective economic effects of the different PTA disciplines from each
other, let alone from the effects of variables beyond PTAs. The lack of
understanding of the various component parts of the rapidly burgeoning
PTA universe severely undercuts the credibility and usefulness of the
arguments of both those who view PTAs as discriminatory instruments,
hostage to protectionist interests that work to obstruct global trade lib-
eralization, and those who regard PTAs as containing a liberalizing logic
conducive to multilateral opening.

The purpose of this chapter is to break new ground in dissecting PTAs by
focusing on Rules of Origin (RoO), a crucial yet poorly understood market
access discipline included in virtually every PTA. The economic justifica-
tion for RoO is to curb trade deflection—to avoid products from non-PTA
members from being trans-shipped through a low-tariff PTA partner to a
high-tariff one. As such, RoO are an inherent feature of free trade agree-
ments (FTAs) where the member states’ external tariffs diverge and/or
where the members wish to retain their individual tariff policies vis-a-vis
the ROW. RoO are also widely used in customs unions (CUs), either as a
transitory tool in the process of moving toward a common external tariff
(CET), or as a more permanent means of covering product categories
where reaching agreement on a CET is difficult, for instance due to large
tariff differentials between the member countries. Thus, basically all PTAs
contain rules for establishing the origin of goods.# RoO are not only a
central facet of preferential trading today, but also at the heart of many
ongoing PTA negotiations, such as the 34-country talks to establish the
Free Trade Area of the Americas (FTAA), and the European Union-Southern
Common Market (Mercosur) negotiations to connect the world’s two
largest customs unions. In addition, RoO are gaining growing policy
attention at the multilateral level: in preparation for the Doha Trade
Round, the WTO’s Committee on Regional Trade Agreements has for the

in this volume) tend to center on a single PTA and examine intersectoral variation in its
market access provisions. See Milner (1997); Kowalczyk and Davis (1998); Olarreaga and
Soloaga (1998); and Estevadeordal (2000). For the effects of PTAs’ market access provisions, see
Estevadeordal and Robertson (2002) and Ghosh and Yamarik (2003).

4 The Asia-Pacific Cooperation (APEC) forum is a prominent exception, with its members
employing their respective domestic RoO. APEC is based on a principle of open regionalism—
extending tariff preferences on an MFN basis—which renders the need for preferential RoO
obsolete.
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first time raised preferential RoO to a systemic issue in the negotiation
agenda.

Since a failure to meet the RoO disqualifies an exporter from the PTA-
conferred preferential treatment, RoO can and must be seen as a central
market-access instrument reigning over preferential trade. Notably, the
relevance of RoO as gatekeepers of commerce can accentuate over time:
RoO remain in place even after preferential tariffs have been phased out.
But what renders RoO particularly relevant is that they are hardly a neutral
instrument: given that RoO can serve as an effective means to deter trans-
shipment, they can tempt political-economy uses well beyond the efforts
to avert trade deflection. Indeed, RoO are widely considered a trade-policy
instrument that can work to offset the benefits of tariff liberalization.s
Often negotiated at up to 8- or 10-digit levels of disaggregation, RoO, like
the tariff, make a superbly targetable instrument. Moreover, that RoO are
generally defined in highly technical terms rather than assigned a
numerical value entails that they can be tailored for each individual
product differently, and that they are not nearly as immediately quanti-
fiable and comparable across products as the tariff is.

It is the use of RoO as a political economy instrument that helps
account for the choice of RoO to govern preferential economic
exchange—for the integrating governments’ willingness to expend time
and resources on the tedious, technical, and often highly contentious
crafting of RoO protocols. After all, governments could completely forego
using RoO by entering into a CU or by excluding the potentially trade-
deflecting economic sectors from the PTA’s coverage. Yet, the bulk of PTAs
employ RoO, and RoO of widely different types and combinations.

Notwithstanding RoO’s function of refereeing preferential market
access, potential uses for distributive purposes, complexity in existing
PTAs and centrality in ongoing PTA negotiations, and increasing relev-
ance on the multilateral agenda, the global RoO panorama remains largely
unexplored.¢ It is the task of this chapter to mend this gap. We present a

5 Most prominently, RoO can be employed to favor intra-PTA industry linkages over those
between the PTA and the ROW, and, as such, to indirectly protect PTA-based input producers
vis-a-vis their extra-PTA rivals (Krueger 1993; Krishna and Krueger 1995). As such, RoO are
akin to a tariff on the intermediate product levied by the importing country (Falvey and Reed
2000; Lloyd 2001), and can be used by one PTA member to secure its PTA partners’ input
markets for the exports of its own intermediate products (Krueger 1993; Krishna and Krueger
1995). Furthermore, given that RoO hold the potential for increasing local sourcing, gov-
ernments can use RoO to encourage investment in sectors that provide high value added and/
or jobs (Jensen-Moran 1996; Hirsch 2002).

¢ The exceptions are WTO (2002a), Estevadeordal and Suominen (2003), and Suominen
(2004) produced in tandem with this chapter.
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global mapping of the existing RoO regimes, and put forth an analytical
coding scheme for the types of product-specific and regime-wide RoO
employed in these regimes. The most immediate contribution of this
chapter is to advance the understanding of the RoO regimes around the
world. Except for Suominen (2004) produced in tandem with this chapter,
there are no comparable mappings; the contribution here is the first of its
kind.” The analytical tools developed here are already employed in
empirical work, both in our efforts to capture the global trade effects of
RoO,8 and in Estevadeordal, Lopez-Cordova and Suominen (2005). The
Impact of NAFTA’s Market Access Provisions on the Location of Foreign
Direct Investment in Mexico. Mimeograph.] of this book that focuses on
RoO'’s effects on investment. This chapter also strives to inspire further
work aimed at disaggregating preferential trading arrangements into their
component parts—a task that is absolutely crucial for understanding the
implications of regionalism for the global economic system, as well as for
crafting nuanced, well-informed, and fruitful policy prescriptions con-
cerning PTAs.

The first section of this chapter presents the different types of product-
specific and general RoO used in RoO regimes. The second section
examines the prevalence of the different types of RoO in a hundred
integration schemes in the world. Section three puts forth a methodology
for developing analytical measurements of the degree of restrictiveness
of product-specific RoO and flexibility provided by regime-wide RoO, and
uses these measures to draw comparisons within and across RoO regimes
as well as over time. The fourth section discusses the RoO innovations.
Section five concludes.

3.2 Types of Rules of Origin in FTAs

There are two types of Rules of Origin, non-preferential and preferential
RoO. Non-preferential RoO are used to distinguish foreign from domestic
products in establishing anti-dumping and countervailing duties, safeguard

7 WTO (2002a) does provide a charting of various features of RoO regimes. However, this
chapter goes well beyond the WTO's study by including a greater number of regimes, ana-
lysing in much greater detail the universe of product-specific RoO, examining a broader range
of regime-wide RoO, discussing RoO innovations, and, perhaps most importantly, developing
methodologies for capturing the relative restrictiveness of RoO and RoO regimes.

8 See Estevadeordal and Suominen (2004a) and Suominen (2004) for trade effects; see
Estevadeordal (2000) and Suominen (2004, 2003) for the political economy of restrictiveness
of RoO.
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measures, origin-marking requirements, and/or discriminatory quantitat-
ive restrictions or tariff quotas, as well as in the context of government
procurement. Preferential RoO, meanwhile, define the conditions under
which the importing country will regard a product as originating in an
exporting country that receives preferential treatment from the importing
country. PTAs, in effect, employ RoO to determine whether a good qualifies
for preferential treatment when exported from one member state to
another.

Both non-preferential and preferential RoO regimes have two dimen-
sions: sectoral, product-specific RoO, and general, regime-wide RoO. We
discuss each in turn.

A. Product-specific RoO

The Kyoto Convention recognizes two basic criteria to determine origin:
wholly obtained or produced, and substantial transformation.® The
wholly obtained or produced-category applies only to one PTA member,
and asks whether the commodities and related products have been
entirely grown, harvested, or extracted from the soil in the territory of that
member, or manufactured there from any of these products. The rule of
origin is met through not using any second-country components or
materials. Most countries apply this strict and precise definition.

The substantial-transformation criterion is more complex, involving
four main components that can be used as standalone or in combinations
with each other. The precision with which these components define RoO
in PTAs today contrasts sharply with the vagueness of the substantial
transformation-criterion as used by the United States since 1908 until the
inception of the Canada-US Free Trade Agreement (CUSFTA) in 1989 and,
subsequently, the North American Free Trade Agreement (NAFTA) in 1994
(Reyna 1995: 7).10

The first component of the substantial transformation criterion is a
change in tariff classification (CTC) between the manufactured good and
the inputs from extra-PTA parties used in the productive process. The CTC
may require the product to alter its chapter (2 digits under the Harmonized

9 The Revised Kyoto Convention is an international instrument adopted by the World
Customs Organization (WCO) to standardize and harmonize customs policies and procedures
around the world. The WCO adopted the original Convention in 1974. The revised version
was adopted in June 1999.

10 The old criterion basically required the emergence of a ‘new and different article’ from the
manufacturing process applied to the original article. It was, however, much criticized for
allowing—and indeed requiring—subjective and case-by-case determinations of origin (Reyna
1995: 7).
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System), heading (4 digits), subheading (6 digits) or item (8-10 digits) in
the exporting PTA member.

The second criterion is an exception attached to a particular CTC
(ECTC). ECTC generally prohibits the use of non-originating materials
from a certain subheading, heading, or chapter.

The third criterion is value content (VC), which requires the product to
acquire a certain minimum local value in the exporting country. The
value content can be expressed in three main ways: as the minimum
percentage of value that must be added in the exporting country
(domestic or regional value content, RVC); as the difference between the
value of the final good and the costs of the imported inputs (import
content, MC); or as the value of parts (VP), whereby originating status is
granted to products meeting a minimum percentage of originating parts
out of the total.

The fourth RoO component is technical requirement (TECH), which
requires the product to undergo certain manufacturing operations in
the originating country. TECH essentially prescribes or prohibits the use
certain input(s) and/or the realization of certain process(es) in the
production of the good.!! It is a particularly prominent feature in RoO
governing textile products.

The change-of-heading requirement is the staple of PTAs. It is used
either as standalone or in tandem with other RoO criteria. Also frequently
used are the import content (usually ranging from 30 to 60 per cent), value
of parts, and technical requirements. Adding analytical complexity, albeit
administrative flexibility, is that many RoO regimes provide two altern-
ative RoO for a given product, such as a change of chapter or, altern-
atively, a change of heading plus RVC.

B. Regime-wide RoO

Besides product-specific RoO, RoO regimes vary by the types of general
RoO they employ—including in the degree of de minimis, the roll-up
principle, and the type of cumulation.

First, most PTAs contain a de minimis rule, which allows for a specified
maximum percentage of non-originating materials to be used without
affecting origin. The de minimis rule inserts leniency in the CTC and TECH
criteria by making it easier for products with non-originating inputs to

qualify.

11 TECH can be highly discretional due to complicating and evaluation of sufficient
transformation in the production of the good.
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Secondly, the roll-up or absorption principle allows materials that have
acquired origin by meeting specific processing requirements to be con-
sidered originating when used as input in a subsequent transformation.
That is, when roll-up is allowed, non-originating materials are not taken
into account in the calculation of the value added of the subsequent
transformation.

Thirdly, cumulation allows producers of one PTA member to use mate-
rials from another PTA member (or other members) without losing the
preferential status of the final product. There are three types of cumulation.
Bilateral cumulation operates between the two PTA partners and permits
them to use products that originate in the other PTA partner as if they
were their own when seeking to qualify for the PTA-conferred preferential
treatment in that partner. Basically, all RoO regimes apply bilateral cumu-
lation. Under diagonal cumulation, countries tied by the same set of prefer-
ential origin rules can use products that originate in any part of the
common RoO zone as if they originated in the exporting country. Full
cumulation extends diagonal cumulation. It provides that countries tied by
the same RoO regime can use goods produced in any part of the common
RoO zone even if these were not originating products: any and all proces-
sing done in the zone is calculated as if it had taken place in the final
country of manufacture. As such, diagonal and full cumulation can notably
expand the geographical and product coverage of a RoO regime.12 Table 3.2
illustrates the frequency of general RoO provisions around the world.

Whereas de minimis, roll-up, and cumulation allow for leniency in the
application of RoO, there are three provisions that may have the opposite
effect and increase the stringency of RoO.13

First, most PTAs contain a separate list indicating the operations that
are in all circumstances considered insufficient to confer origin, such as
preservation during transport and storage, as well as simple operations
of cleaning, sorting, painting, packaging, assembling, and marking and
labelling.

Secondly, many PTAs prohibit duty drawback—preclude the refunding
of tariffs on non-originating inputs that are subsequently included in a

12 Tn bilateral cumulation, the use of the partner-country components is favored; in diag-
onal cumulation, all the beneficiary trading partners of the cumulation area are favored.
Full cumulation is more liberal than diagonal cumulation by allowing a greater use of third-
country materials. However, it is rarely allowed in RoO regimes.

13 To be sure, non-members to a cumulation area may view the cumulation system as
introducing another layer of discrimination by virtue of its providing incentives to the
member countries to outsource from within the cumulation zone at the expense of extra-zone
suppliers.
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final product that is exported to a PTA partner. Many developing countries
employ drawback in order to attract investment and to encourage exports;
however, drawback in the context of a PTA is viewed as providing a cost
advantage to the PTA-based producers who gear their final goods to export
over producers selling their final goods in the domestic market.* The end
of duty drawback entails an increase in the cost of non-originating com-
ponents for PTA-based final-goods producers. As such, the end of draw-
back in the presence of cumulation may encourage intra-PTA producers
to shift to suppliers in the cumulation area (WTO 2002a).

Thirdly, a complex method of certifying the origin of goods can impose
high administrative costs on exporters. The main certification methods
are self-certification by exporters, certification by the exporting country
government or an industry umbrella group to which the government has
delegated the task of issuing the certificate, and a combination of the
‘private’ self-certification and the ‘public’ governmental certification. The
more numerous the bureaucratic hurdles and the higher the costs for an
exporter to obtain an origin certificate, the lower the incentives to seek
PTA-conferred preferential treatment.

3.3 Rules of Origin around the world

This section turns to examining the great variety of combinations of
product-specific and regime-wide RoO used in selected PTAs in Europe,
the Americas, Asia-Pacific, Africa, and the Middle East, as well as in PTAs
between these regions. We subsequently discuss the structure of non-
preferential RoO. The latter part of this section presents an analytical,
comparative assessment of (1) the relative restrictiveness of the product-
specific RoO governing different economic sectors in the different RoO
regimes; and (2) the degree of flexibility instilled in the various RoO
regimes by the regime-wide RoO.

A. Comparing the structure of RoO regimes in five regions

i. Europe: expansion of the PANEURO system

The RoO regimes employed across the EU’s FTAs are highly uniform vis-a-
vis each other. This is due largely to the European Commission’s recent

14 Cadot et al. (2001) show that duty drawback may have a protectionist bias due to
reducing the interest of producers to lobby against protection of intermediate products.
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drive to harmonize the EU’s existing and future preferential RoO regimes
in order to facilitate the operations of EU exporters dealing on multiple
trade fronts, and to pave the way for particularly the EU’s East European
FTA partners to draw greater benefits from the EU-provided preferential
treatment via diagonal cumulation—that was previously precluded by the
lack of compatibility among the EU’s RoO regimes. The harmonization
efforts pertained to product-specific and regime-wide RoO alike. They
extended to EU’s RoO protocols with the European Free Trade Association
(EFTA) countries that dated from 1972 and 1973, as well as across the EU’s
FTAs forged in the early 1990s in the context of the Europe Agreements
with Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania,
Poland, Slovakia, and Romania.!> The work culminated in 1997 in the
launch of the Pan-European (PANEURO) system, which established
identical RoO protocols and product-specific RoO across the EU’s existing
FTAs, thereby providing for diagonal cumulation among the participating
countries. The Commission’s regulation 46 of January 1999 reiterates the
harmonized protocols, outlining the so-called single-list RoO. Overall, the
PANEURO RoO are highly complex, combining CTC mainly at the
heading level with exceptions, VC, and TECH, and varying markedly
across products.16

Since 1997, the PANEURO model has become incorporated in the EU’s
newer FTAs, including the Furo-Mediterranean Association Agreements, the
Stabilization and Association Agreements with Croatia and the Former
Yugoslav Republic of Macedonia, the EU-Slovenia FTA, as well as the extra-
regional FTAs with South Africa, Mexico, and Chile. Also, the RoO of the
EU’s generalized system of preferences (GSP) and the 2000 Cotonou Agree-
ment with the African, Caribbean, and Pacific (ACP) developing countries
approximate the single-list, PANEURO model. EFTA’s recently concluded
FTAs with Mexico and Singapore follow the PANEURO model, albeit pro-
viding an additional alternative rule in selected sectors—such as plastics,
rubber, textiles, iron and steel products, and some machinery products.

15 See Driessen and Graafsma (1999) for a review.

16 The harmonized RoO do not represent a dramatic break with those of the pre-1997 era.
For example, the RoO in nearly 75 per cent of the products (in terms of tariff subheadings) in
PANEURO and the original EU-Poland RoO protocol published in 1993 are identical. Both the
new and the old versions combine CTC with VC and/or TECH. Indeed, EU RoO feature
remarkable continuity: the RoO of the European Community-Cyprus FTA formed in 1973 are
strikingly similar to the PANEURO model used today. One notable difference between the
older and the newer protocols is that the latter allow for an optional way of meeting the RoO
for about 25 per cent of the products, whereas the former specify mostly only one way of
meeting the RoO. The second option, alternative RoO, much like the first option RoO,

combines different RoO criteria; however, the most frequently used alternative RoO is a
standalone import-content criterion.
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Importantly, the EU’s eastward enlargement 1 May 2004 terminated the
FTAs forged among the 10 new member states and also between them and
the EU. The new members became incorporated in the EU customs union; as
such, they set out to apply the EU’s CET, with their overall external tariffs
dropping from nine to four per cent, and also assumed the rights and
obligations of the FTAs that the EU has in place with non-member countries.

ii. The Americas: four RoO families

There is much more variation across RoO regimes in the Americas.
Nevertheless, distinct RoO families can be identified (Garay and Cornejo
2002). One extreme is populated by the traditional trade agreements such
as the Latin American Integration Agreement (LAIA), which uses a general
rule applicable across the board for all tariff items (a change in tariff
classification at the heading level or, alternatively, a regional value con-
tent of at least 50 per cent of the FOB export value of the final good). The
LAIA model is the point of reference for RoO used in the Andean Com-
munity (CAN) and Caribbean Community (CARICOM). At the other
extreme lie the so-called new-generation PTAs such as NAFTA, which is
used as a reference point for the US-Chile, US-Central America and
Dominican Republic (CAFTA), Mexico—Costa Rica, Mexico—-Chile, Mexico-
Bolivia, Mexico-Nicaragua, Mexico-Northern Triangle (El Salvador, Gua-
temala, and Honduras), Chile-Canada, and Mexico—-Colombia—-Venezuela
(or G-3) FTAs. The RoO regimes in these agreements may require a change of
chapter, heading, subheading or item, depending on the product in ques-
tion. In addition, many products combine the change of tariff classification
with an exception, regional value content, or technical requirement. The
NAFTA model, particularly the versions employed in the US-Chile FTA and
CAFTA, is also widely viewed as the likeliest blueprint for the RoO of the Free
Trade Area of the Americas (FTAA).

Mercosur RoO, as well as RoO in the Mercosur-Bolivia and Mercosur—
Chile FTAs fall between the LAIA-NAFTA extremes. They are mainly based
on change of heading and different combinations of regional value
content and technical requirements. The Central American Common
Market’s (CACM) RoO regime can be seen as being located between those
of the Mercosur and NAFTA: it uses chiefly change in tariff classification
only, but in more precise and diverse ways than Mercosur due to requiring
the change to take place at either the chapter, heading, or subheadinglevel,
depending on the product in question. The recently concluded CAFTA
will, once ratified by all parties, coexist with the CACM’s market access
mechanisms under the so-called multilateralism principle, which allows
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Central American producers to choose between the CACM and CAFTA
market access regimes when exporting to the other Isthmus markets.

Notably, unlike the EU’s extra-European FTAs that follow the PANEURO
system, US bilateral FTAs with extra-Hemispheric partners—Jordan and
Israel—diverge markedly from the NAFTA model, operating on VC alone.
However, the RoO of the US-Singapore FTA are again more complex,
resembling the NAFTA RoO. Similarly, the RoO of the recently forged
Chile-South Korea FTA also feature a high degree of sectoral selectivity
a la NAFTA, and, indeed, the US-Chile FTA. Nonetheless, the RoO of the
Chile-Korea regime are overall less complex than either NAFTA or US-Chile
RoO, and also more reliant on the change in heading criterion than NAFTA,
which has an important change in chapter component, and US-Chile
FTA, which features an important change in subheading component.

iii. Africa, Asia, Middle East: toward sectoral selectivity?

The relative complexity of RoO in Europe and the Americas stands in
contrast to the generality of RoO in many Asian, African, and Middle
Eastern PTAs. Some of the main integration schemes in these regions—the
ASEAN Free Trade Area (AFTA), Australia—-New Zealand Closer Economic
Relations Trade Agreement (ANZCERTA), Singapore—Australia Free Trade
Agreement (SAFTA), and South Pacific Regional Trade and Economic
Cooperation (SPARTECA) in Asia-Pacific; the Economic Community of
West African States (ECOWAS), Common Market for Eastern and South-
ern Africa (COMESA), and Namibia-Zimbabwe FTA in Africa; and the Gulf
Cooperation Council (GCC) in the Middle East—are based on an across-
the-board VC rule that, when defined as RVC, ranges from 25 per cent (in
Namibia-Zimbabwe FTA) to 50 per cent (ANZCERTA). Some of the agree-
ments allow, or, indeed, require, RoO to be calculated on the basis of import
content. Most of these regimes also specify an alternative RoO based on
the CTC criterion; most often the alternative involves a change in heading
or, in the case of ECOWAS that has a relatively low RVC requirement of
30 per cent, change in subheading.

However, the more recent RoO regimes in both Africa and Asia-Pacific
carry RoO of high degrees of sectoral selectivity. The Southern African
Development Community (SADC) RoO approximate the PANEURO
model both in the types of sectoral RoO and in sectoral selectivity.
Moreover, there have been some initiatives to renegotiate COMESA RoO;
such attempts may well eventually lead to regimes of greater complexity.
On the Asian front, the RoO of the Japan-Singapore Economic Partnership
Agreement (JSEPA) are also complex, as evinced by the more than
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200-page RoO protocol. However, much like in the Chile-Korea FTA,
nearly half of JSEPA RoO are based on a simple change in heading
criterion, which makes the regime much less complex than the PANEURO
and NAFTA models. Furthermore, for many products JSEPA introduces an
alternative, usually PANEURO-type, free-standing VC rule, which instills
generality and flexibility to the agreement.

The intercontinental RoO regimes of the US-Singapore and Chile-Korea
FTAs have delivered additional complexity to the Asia-Pacific RoO theater.
RoOin these agreements tend to follow the NAFTA model yet be notably less
complex overall, featuring a strong change of heading component.
The future Mexico-Singapore, Canada-Singapore, Mexico-Korea, Mexico-
Japan, and US-Australia FTAs, among others, will likely compound this
trend. Meanwhile, further European overtures to the Asian front will likely
bring the PANEURO model to accompany the NAFTA model in the region.

B. Non-preferential RoO

Non-preferential RoO are used for purposes distinct from those of pref-
erential rules. Even if a country did not use preferential RoO, it would still
apply some type of non-preferential RoO. Unlike preferential RoO that
have thus far escaped multilateral regulation, non-preferential RoO have
been under a process of harmonization since 1995 as mandated by the
Uruguay Round’s Agreement on Rules of Origin (ARO). The harmoniza-
tion work, propelled precisely by growing concerns about the divergent
national RoQO’s effects on trade flows, has been carried out under the
auspices of the Committee on Rules of Origin (CRO) of the World Trade
Organization (WTO) and the Technical Committee on Rules of Origin
(TCRO) of the Brussels-based World Customs Organization. The latter has
been responsible for the technical part of the work, including discussions
on the RoO options for each product.

The harmonization drive was initially scheduled for completion by July
1998. However, the deadline has been extended several times since then.
The Technical Committee’s work was concluded in 1999, with about 500
pending issues that could not be solved at the technical level being sent to
the CRO in Geneva. As of July 2003, the process at the WTO had yet to
reach a solution to 94 core policy issues; these affect an estimated fifth of
the tariff subheadings of the entire tariff universe. The General Council at
the time extended the deadline for completion of the issues to July 2004,
and agreed that following resolution of these core policy issues, the CRO
would complete its remaining work by the end of 2004. In their current
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structure, the non-preferential RoO approximate the PANEURO and
NAFTA models in sectoral specificity, yet are less demanding than either
of the two main RoO regimes. However, since several issues are still con-
tested at the WTO, the final degree of complexity and restrictiveness of
the non-preferential RoO remains to be gauged.

C. Depicting product-specific RoO around the world

Figure 3.1 focuses on the first RoO component, the CTC criterion, in the
RoO regimes of 29 PTAs around the world. These are three of the EU’s PTAs
(PANEURO—where the RoO are basically fully identical to those of the
EU-South Africa FTA—and the EU-Mexico and EU-Chile FTAs); EFTA-
Mexico FTA where RoO approximate the EU-Mexico RoO model; seven
FTAs drawing on the NAFTA RoO model that is gaining prominence in
the Western Hemisphere (NAFTA, US-Chile, CAFTA, Group of Three, and
Mexico-Costa Rica, Mexico-Bolivia, and Canada-Chile FTAs); CACM-
Chile FTA; Mercosur—Chile and Mercosur—Bolivia FTAs; LAIA; seven PTAsin
Asia-Pacific (ANZCERTA, SAFTA, SPARTECA, AFTA, Bangkok Agreement,
JSEPA, and Chile-Korea FTA); four PTAs in Africa (ECOWAS, COMESA,
Namibia-Zimbabwe FTA, and SADC); the Gulf Cooperation Council in the
Middle East; and US extrahemispheric FTAs with Jordan and Israel. The two
final sets of bars depict two potential outcomes of the harmonization process
of the non-preferential RoO (as set to their ‘lowest’ and ‘highest’ levels of
stringency, which will be discussed in the next section).”

The change-of-heading criterion dominates EU RoO, whereas the RoO
built upon the NAFTA RoO regime are based on change of heading and
change of chapter criteria at relatively even quantities. The US-Chile FTA
and CAFTA stand somewhat apart from the NAFTA format for requiring
only change in subheading for a substantial number of tariff lines. Mean-
while, the Chile-CACM FTA diverges from the NAFTA model due to its
marked change in heading-component, as do the Japan-Singapore and
Chile-Korea FTAs. The other Asian PTAs considered here stand out for their
generality—for using an across-the-board value-content requirement
exclusively. Except for the SADC, African RoO regimes are also marked by
general, across-the-board CTC RoO, as are LAIA and Mercosur’s FTAs with
Chile and Bolivia that employ the change-of-heading criteria across the RoO
universe. In contrast to the PANEURO and NAFTA models, non-preferential
RoO feature also a prominent change-of-subheading component.

17 The figure is based on the first RoO only when two or more possible RoO are provided for
a tariff subheading.
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Another notable difference between the various PTAs is that some,
such as ANZCERTA, employ the VC criterion across sectors, completely
foregoing the use of the CTC-criterion. The EU does this in about a
quarter of its RoO; the bulk (more than 80 per cent) of these RoO are
based on the wholly obtained criterion used particularly in agricultural
products, or on the import-content rule that imposes a ceiling of 40-50
per cent to non-originating components of the ex-works price of the
final product. The standalone import content RoO are used particularly
frequently for optics, transportation equipment, and machinery and
electrical equipment. Another idiosyncrasy of the EU RoO, yet one that
escapes the figure here, is the use of the so-called ‘soft RoO’ in more
than a quarter of the RoO requiring a change of heading and about a
sixth of the RoO requiring a change of chapter. Soft RoO allows the use
of inputs from the same heading (or chapter) up to a certain share of
the price of the final product even when the RoO requires a change of
heading (or change of chapter). The share is generally between 5 and
20 per cent.

Table 3.1 centers on the tariff subheadings governed by VC (including
combinations of VC with CTC, and VC when employed as an alternative
to a CTC criterion) in various RoO regimes, and, in particular, on the level
of the VC criterion. The most usual level of VC is 40-50 per cent, whether
defined as MC or RVC. However, in the US-Chile FTA, CAFTA, and Chile-
CACM FTA, RVC is generally set at lower levels of 30-35 per cent; at the
other extreme, for some products in the PANEURO and SADC regimes, the
permitted value of non-originating inputs of the price of the final product
is as low as 15-30 per cent. The table also displays the various bases for
calculation of the VC. Differences in the method of calculation can have
crucial implications to the exporters’ capacity to meet the RoO. The PE
model that is separated here for analytical purposes essentially involves
the same product-specific RoO as the PANEURO model, while diverging
somewhat from the PANEURO in the regime-wide RoO. It applies to a
handful of European FTAs, particularly to those forged by the EU and East
European countries with Israel (WTO 2002a).

Capturing the full scale of variation in the RoO regimes requires a look
at the various combinations of RoO components. Table 3.2 displays the
RoO combinations in selected FTAs around the world. It considers the
entire tariff universe in each RoO regime, and shows the percentage
shares of all possible RoO types and combinations thereof in each res-
pective regime. Particularly notable is the high degree of selectivity of
PANEURO, NAFTA, and non-preferential RoO.
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Table 3.1 VC criteria by agreement

PTA Value-content criterion (%) Basis for calculation

MC RVC
PANEURO 50-30 Ex-works price’
PE 50-30 Ex-works price
EU-South Africa 50-30 Ex-works price
EU-Mexico 50-30 Ex-works price
EU-Chile 50-30 Ex-works price
EFTA-Mexico 50-30 Ex-works price )
NAFTA 50-60 50 net cost; 60 transaction value"
US—Chile 35-45 35 build-up; 45 build-down"
CAFTA 35-45 35 build-up; 45 build-down
Canada—Chile 50-60 50 net cost; 60 transaction value
G-3 50-55" Transaction value
Mexico-Costa Rica 41.66-50 41.66 net cost; 50 transaction value
Mexico-Bolivia 41.66-50 41.66 net cost; 50 transaction value
Mexico—Chile 40-50 40 net cost; 50 transaction value
CACM N/A Transaction value
CACM-Chile 30 Transaction value
Mercosur 40 60 Fob export value”
Mercosur-Chile 40 Fob export value"
Mercosur-Bolivia 40 Fob export value
Andean Community 50" Fob export value
Caricom-Dom. Rep. N/A Transaction value
LAIA 50 Fob export value
ANZCERTA 50 Factory cost"¥
SAFTA 30-50 Factory cost
SPARTECA 50 Factory cost
AFTA 40 Value of content
Bangkok Agreement 40 Ex-works™
Japan-Singapore 40 60 Export value™
US-Singapore 30-65 30-35 build-up; 45-65 build-down
Chile—Korea 30-45 30 build-up; 45 build-down
COMESA 60 35 60 value of materials;

35 ex-factory cost™

ECOWAS 30 Factory cost
Namibia-Zimbabwe 25 N/A
SADC 70-35 Ex-works price
Gulf Coop. Council 4040 Ex-works price
US-Jordan 35 Value of materials/processes™™
US-Israel 35 Value of materials/processes
Mexico-Israel 35-45 35 net cost; 45 transaction value
Non-preferential RoO  60-40 Ex-works price

Source: Authors’ classification based on PTA texts.

D. Regime-wide RoO

Besides sectoral RoO, the different RoO regimes can be compared by
their regime-wide RoO. Table 3.3 contrasts the various RoO regimes by
their general, regime-wide RoO—de minimis, roll-up, cumulation, and

drawback.
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First, EU’s RoO regimes feature a higher de minimis (at 10 per cent) than
NAFTA and many other FTAs in the Americas; the exceptions are US-Chile
FTA and CAFTA, where de minimis is the same as in PANEURO. Mean-
while, there is no de minimis rule in Mercosur’s FTAs and various FTAs in
Asia and Africa. However, the principle does have exceptions in most
regimes: for example, EU’s de minimis does not apply to textiles and
apparel, except for allowing an 8 per cent de minimis of the total weight of
textile materials in mixed textiles products. In the EU-South Africa FTA, de
minimis is set at 15 per cent but excludes fish and crustaceans, tobacco
products, as well as certain meat products and alcoholic beverages. NAFTA
de minimis does not extend to the production of dairy produce; edible
products of animal origin; citrus fruit and juice; instant coffee; cocoa
products, and some machinery and mechanical appliances, such as air
conditioners and refrigerators (Reyna 1995: 115-117).

Secondly, the roll-up principle is widely used around the world. For
example, in NAFTA, a good may acquire originating status if it is produced
in a NAFTA country from materials considered as originating (whether
such materials are wholly obtained or have satisfied a CTC or RVC cri-
terion) even if no change in tariff classification takes place between the
intermediate material and the final product. Similarly, the EU-Mexico FTA
stipulates that ‘if a product which has acquired originating status by ful-
filling the conditions. . .is used in the manufacture of another product, the
conditions applicable to the product in which it is incorporated do not
apply to it, and no account shall be taken of the non-originating materials
which may have been used in its manufacture.’

Thirdly, the EU’s Pan-European system of cumulation applied since
1997 draws a clear distinction between the EU RoO regimes on the one
hand, and most RoO regimes elsewhere in the world, on the other. The
foremost diagonal cumulation regime in the world, the Pan-European
system incorporated 16 partners and covered no fewer than 50 FTAs prior
to the EU’s eastward enlargement.18 In concrete terms, the system enables
producers to use components originating in any of the participating
countries without losing the preferential status of the final product. The
European Economic Association (EEA) agreement between EU and EFTA
permits full cumulation. The EU-South Africa FTA allows both parties to
cumulate diagonally with the ACP states. In addition, it incorporates the

18 The participants in the PANEURO system of cumulation prior to the eastward enlarge-
ment were the EU, Bulgaria, Czech Republic, Estonia, Hungary, Iceland, Latvia, Liechtenstein,
Lithuania, Norway, Poland, Romania, Slovak Republic, Slovenia, Switzerland, and Turkey.

Eight of these countries—Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovak
Republic, and Slovenia—entered the EU in May 2004.
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Table 3.2 Distribution of RoO combinations, selected PTAs (1st RoO only)

EUROPE AMERICAS
Requirement PANEURO EU-MEX EU-CHI EU PRE-97 EFTA-MEX NAFTA US-CHI G3  MEX-CR MEX-BOL CAN-CHI CACM-CHI MERC-CHI LAIA
NC 0.39 0.39 039 020 0.54  0.51 4.05 055 0.95 0.04
NC+ECTC 2.39 2.04 239 236
NC +TECH 1.39 1.39 1.39  0.72 0.02
NC +ECTC + TECH
NC+VC 11.46 10.91 11.90 11.08 0.02
NC+ECTC+VC 1.57 1.57 1.57 1.61
NC+VC+TECH 0.08 0.20 0.20
NC+WHOLLY 7.62 7.62 7.62 3.24
OBTAINED CHAPTER
NC+WHOLLY 0.70 0.70 0.70 0.70
OBTAINED
HEADING
SUBTOTAL 25.60 24.82  26.16 19.91 0.00 0.54 0.53 4.05 0.54 0.95 0.04 0.00 0.00 0.0
Cl 0.99
Cl+ECTC 0.02 0.04 0.23
Cl+TECH 217 0.02
Cl+ECTC +TECH
Cl+VC
Cl+ECTC+VC 0.02
Cl+VC+TECH
SUBTOTAL 0.00 0.00 0.00 0.00 217 0.04 0.00 0.00 0.04 0.00 1.24 0.00 0.00 0.0
cs 0.20 0.20 020 0.12 1.29 16.56 1.54 299 2.94 10.52 19.16
CS+ECTC 2.52 5.57 0.73 2.14 1.32 4.13 0.20
CS+TECH 1.90 1.90 1.78 1.89 0.04 0.14 0.10 0.02 0.11
CS+ECTC +TECH 0.40 0.04 0.04 0.23 0.43 0.26
Cs+VC 0.27 0.27 0.27 0.37 0.42 4.60 4.25 4.24 0.06 0.03
CS+ECTC+VC 0.10  0.04 0.10
CS+VC+TECH 0.04 0.26
CS +ECTC +VC +TECH 0.83
SUBTOTAL 2.37 2.37 225 238 0.00 4.35 2277 7.88  9.66 9.21 15.18 19.39 0.00 0.0
CH 32.99 3299 32.86 38.00 58.79 17.09 2370 16.45 24.32 17.00 17.42 57.15 46.00 100.0
CH+ECTC 4.60 5.13 456  4.10 7.22 19.18 11.19  13.45 19.66 14.27 18.72 0.26
CH -+ TECH 0.86 0.02 0.34 0.97 0.22 0.17 20.04
CH -+ ECTC + TECH 6.66 6.66 6.66  6.66 9.04 0.14  0.44 0.26 1.74 0.09
CH+VC 13.01 12.68 12.78 13.56 6.1 3.54 3.25 2.01 2.67 217 3.52 9.99
CH+ECTC+VC 0.37 0.86 0.37 0.42 0.08 0.58 0.48 0.52 0.85 0.52
CH+VC+TECH 0.10 0.06 0.02 10.01 23.97
CH +ECTC+VC + TECH| 0.02 0.02 0.02 0.02 0.03 4.82 0.89
SUBTOTAL 57.65 58.34 5725 63.62 81.26 40.65 39.40 46.02 47.19 47.15 40.44 57.41 100.00 100.0
CcC 216 2.16 2.16 2.28 30.95 23.18 21.09 31.05 21.80 29.20 22.94
CC+ECTC 1.02 1.02 1.02  0.74 0.7 17.71 5.83 590 5.65 5.67 8.08 0.26
CC+TECH 0.04 0.04 0.04 0.04 0.05 0.02 0.06 5.43 6.30 0.04
CC+ECTC+TECH 11.02 1125 11.02 11.02 15.41 576 8.08 6.65 5.81 6.24 5.74
CC+VC 0.06 0.14  0.26 0.43
CC+ECTC+VC
CC+VC+TECH 267 1.24
CC+ECTC+VC + TECH| 0.20
SUBTOTAL 14.24 14.47 14.24 14.08 16.16 54.44 3721 42.08 42.77 42.68 43.06 23.20 0.00 0.0
TOTAL 100 100 100 100 100 100 100 100 100 100 100 100 100 100

Notes: NC =No change in tariff classification required; Cl=Change in tariff item; CS = Change in tariff subheading;

CH = Change in tariff heading; CC = Change in tariff chapter; ECTC = Exception to change in tariff classification;

VC =Value content; TECH = Technical requirement. Calculations at 6-digit level of the Harmonized System.

Source: Author’s calculations on the basis of PTA texts.
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ASIA/PACIFIC AFRICA MIDDLE EAST NON-PREF
ANZCERTA SAFTA SPARTECA AFTA  BANGKOK JSEPA CHI-KOR ECOWAS COMESA NAM-ZIMB SADC GULF CC US-JORDAN US-ISRAEL HIGHEST LOWEST
0.51
0.72 9.62
100 100 100 100 100 0.78 100 100 83.94 100 11.48 0.06
0.34 0.5
10.06 9.39 3.7
0.42
100.00 100.00 100.00 100.00 100.00 0.42 1.29 0.00 0.00 100.00 0.00 100.00 100.00 100.00 21.93 18.88
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Mapping and measuring Rules of Origin around the world

‘single territory’ concept, whereby South Africa can calculate working or
processing carried out within the Southern Africa Customs Union (SACU)
area as if these had been performed in South Africa (but not in the EU).

Other cumulation schemes include the ANZCERTA model, which pro-
vides for full cumulation, and the Canada-Israel FTA, which permits
cumulation with the two countries’ common FTA partners, such as the
United States. Singapore’s FTAs incorporate the outward processing (OP)
concept tailored to accommodate Singapore’s unique economic features
and its access to low-cost processing in neighboring countries. The US-
Singapore FTA also incorporates the integrated sourcing initiative (ISI),
which provides further flexibility for outsourcing. OP and ISI will be
detailed in Section 3.4. CAFTA stands out in the Americas for providing for
diagonal cumulation with Canada and Mexico. However, the clause
covers only materials used for producing goods in chapter 62, and so only
up to a limited amount of imports to the US market and only after Canada
and Mexico agree on the clause.

Fourthly, EU’s FTAs and FTAs in the Americas tend to explicitly preclude
drawback. Nonetheless, both have allowed for phase-out periods during
which drawback is permitted. For instance, the EU-Mexico FTA permitted
drawback for the first two years, while the EU-Chile FTA allows drawback
through 2007, the fourth year of the FTA. NAFTA allowed for drawback for
the first seven years; however, drawback in the bilateral trade between
Canada and the United States under the agreement was valid for only two
years. Importantly, NAFTA does provide leniency in the application of the
no-drawback rule by putting in place a refund system, whereby the pro-
ducer will be refunded the lesser of the amount of duties paid on imported
goods and the amount of duties paid on the exports of the good (or
another product manufactured from that good) upon its introduction to
another NAFTA member. AFTA, ANZCERTA, SPARTECA, the US-Israel
FTA, CACM, and Mercosur’s FTAs stand out for not prohibiting drawback.
However, in Mercosur per se, there is a no-drawback rule governing
Argentine and Brazilian imports of intermediate automotive products
when the final product is exported to a Mercosur partner; this should help
place Paraguay and Uruguay at a par with the two larger economies in
attracting investment in the automotive sector.

E. Administration of RoO

The various RoO regimes diverge in their administrative requirements,
particularly in the method of certification (Table 3.4).
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Table 3.4 Certification methods in selected PTAs

PTA Certification method

PANEURO Two-step private and public; limited self-certification
PE Two-step private and public; limited self-certification
EU-South Africa Two-step private and public; limited self-certification
EU-Mexico Two-step private and public; limited self-certification
EU-Chile Two-step private and public; limited self-certification
NAFTA Self-certification

US-Chile Self-certification

CAFTA Self-certification

G3 Two-step private and public

Mexico—Costa Rica
Mexico-Bolivia

Canada-Chile
CACM-Chile
CACM

Mercosur
Mercosur-Chile
Mercosur-Bolivia
Andean Community
Caricom
Caricom-DR
LAIA

ANZCERTA
SAFTA
SPARTECA

AFTA

Bangkok Agreement
Japan-Singapore
US-Singapore
Chile-Korea
COMESA
ECOWAS

SADC

US—Jordan

Self-certification
Self-certification (two-step private

and public during first 4 years)
Self-certification
Self-certification
Self-certification
Public (or delegated to a private entity)
Public (or delegated to a private entity)
Public (or delegated to a private entity)
Public (or delegated to a private entity)
Public (or delegated to a private entity)
Public (or delegated to a private entity)
Two-step private and public
Public (or delegated to a private entity)
Public (or delegated to a private entity)
Not mentioned
Public (or delegated to a private entity)
Public (or delegated to a private entity)
Public (or delegated to a private entity)
Self-certification
Self-certification
Two-step private and public
Public (or delegated to a private entity)
Two-step private and public
Self-certification

Source: Authors’ classification on the basis of PTA texts.

The EU RoO regimes require the use of a movement certificate, EUR.1,
that is to be issued in two steps—by the exporting-country government
once application has been made by the exporter or the exporter’s competent
agency, such as a sectoral umbrella organization. However, the EU regimes
provide for an alternative certification method, the invoice declaration, for
‘approved exporters’ who make frequent shipments and are authorized
by the customs authorities of the exporting country to make invoice
declarations.

Meanwhile, NAFTA and a number of other FTAs in the Americas as well
as the Chile-Korea FTA rely on self-certification, which entails that the
exporter’s signing the certificate suffices as an affirmation that the items
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covered by it qualify as originating. In CAFTA, the importer rather than
the exporter claiming preferential tariff treatment is the party ultimately
responsible for seeing that the good is originating.!® In Mercosur, Andean
Community, Caricom, AFTA, ANZCERTA, SAFTA, the Bangkok Agree-
ment, JSEPA, and ECOWAS require certification by a public body or a
private umbrella entity approved as a certifying agency by the govern-
ment. However, unlike in the two-step model, the exporter is not required
to take the first cut at filling out the movement certificate, but, rather, to
furnish the certifying agency with a legal declaration of the origin of the
product.20

The self-certification model can be seen as placing a burden of proof
on the importing-country producers; as such, it arguably minimizes the
role of the government in the certifying process, entailing rather low
administrative costs to exporters and governments alike. In contrast, the
two-step system requires heavier involvement by the exporting-country
government and increases the steps—and likely also the costs—that an
exporter is to bear when seeking certification.

3.4 Analytical coding methodology for RoO Rules of
Origin in FTAs

This section presents a methodology for measuring (1) the relative
restrictiveness of the product-specific RoO governing different economic
sectors in the different agreements; and (2) the degree of flexibility
instilled in the various RoO regimes by the various regime-wide RoO, such

19 The CAFTA certification of origin can be prepared by the importer, exporter, or the
producer of the good; alternatively, the importer can claim origin through his/her ‘knowledge
that the good is an originating good’. Verification of origin can be made via written requests
or questionnaires to the importer, exporter, or producer, or by visits by an importing-country
authority to the exporting-party territory. Similarly, in the US-Chile FTA, the importer is to
declare the good as originating and can also certify origin; however, verification can be made
by the customs of the importing member ‘in accordance with its customs laws and regula-
tions.” In contrast, in NAFTA, the exporter or producer are parties in charge of certifying
origin, and verification of origin is conducted through written requests or visits by one NAFTA
member to the premises of an exporter or a producer in the territory of another member.

20 The certificate in NAFTA, G3, and CACM-Chile FTA will be valid for a single shipment or
multiple shipments for a period of a year; in ANZCERTA and SAFTA, the certificate will be
valid for multiple shipments for two years. In ECOWAS, the certificate is not required for
agricultural, livestock products and handmade articles produced without the use of tools
directly operated by the manufacturer. In ANZCERTA, SAFTA, and Mercosur-Chile, Merco-
sur-Bolivia, and CARICOM-DR FTAs, the certificate needs to be accompanied by a legal
declaration by the final producer or exporter of compliance with the RoO. In CAN and
CARICOM, declaration by the producer is required. In CARICOM, the declaration can be
completed by the exporter if it is not possible for the producer to fill it.
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as de minimis and drawback. We subsequently compare RoO regimes by
the values yielded by these two analytical measures.

A. A comparative analysis of the levels of restrictiveness
of product-specific RoO

The NAFTA RoO family is based on the change of chapter rules, whereas
the change of tariff heading component figures prominently in the EU
and most Asian and African RoO models. As such, these regimes will entail
somewhat divergent demands on exporters. However, understanding the
implications of membership in the different types of regimes for an
exporter operating in a particular industry requires both (1) a measure of
the restrictiveness of RoO that allows for a more nuanced sectoral analysis
of the requirements imposed by RoO; and (2) an indicator of the overall
flexibility instilled in a RoO regime by the various regime-wide RoO.
This section presents two such measures: a restrictiveness index, and a
facilitation index.

i. Restrictiveness of RoO

The manifold RoO combinations within and across RoO regimes present a
challenge for cross-RoO comparisons. This chapter seeks to draw such
comparisons through an index grounded on the plausible restrictiveness
of a given type of RoO. Estevadeordal (2000) constructs a categorical index
ranging from 1 (least restrictive) to 7 (most restrictive) on the basis of
NAFTA RoO. The index can be conceptualized as an indicator of how
demanding a given RoO is for an exporter. The observation rule for the
index is based on two assumptions: (1) change at the level of chapter is
more restrictive than change at the level of heading, and change at the
level of heading more restrictive than change at the level of subheading,
and so on; and (2) VC and TECH attached to a given CTC add to the RoO’s
restrictiveness (see Appendix I for details).2!

Figure 3.2 reports the restrictiveness of RoO as calculated at the six-digit
level of disaggregation in selected FTAs. The EU RoO regimes are again
strikingly alike across agreements. The RoO regimes based on the NAFTA
model, such as the G-3, are also highly alike. The Mercosur model per-
tinent to Mercosur-Chile and Mercosur-Bolivia FTAs is more general, yet

21 Given that the degree of restrictiveness is a function of ex ante restrictiveness rather than
the effective restrictiveness following the implementation of the RoO, the methodology—
much like that of Garay and Cornejo (2002)—is particularly useful for endogenizing and
comparing RoO regimes. The methodology allows RoO to be analysed in terms of their
characteristics rather than their effects.
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Fig. 3.2 Restrictiveness of RoO in selected PTAs.

Note: Boxplots represent interquartile ranges. The line in the middle of the box represents the
median 50th percentile of the data. The box extends from the 25th percentile to the 75th per-
centile, or through the so-called inter-quartile range (IQR). The whiskers emerging from the boxes
extend to the lower and upper adjacent values. The upper adjacent value is defined as the largest
data point less than or equal to x(75) + 1.5 IQR. The lower adjacent value is defined as the smallest
data point greater than or equal to x(25)+ 1.5 IQR. Observed points more extreme than the
adjacent values are individually plotted (outliers and extreme values are marked using ‘+* and ‘0’
symbols, respectively).

Source: Authors’ calculations on the basis of codes generated per methodology in Appendix I.

still exhibits more cross-sectoral variation in the restrictiveness of RoO
than the LAIA model marked by the across-the-board change of heading
RoO. The generality of the LAIA model is replicated by most Asian and
African RoO regimes. However, some newer PTAs—such as Chile-Korea
FTA and SADC—feature high levels of cross-sectoral variation in RoO.

iii. Comparing the restrictiveness of sectoral RoO

To what extent does the restrictiveness of RoO vary across economic
sectors? Are some sectors more susceptible to the potential negative trade
and investment effects of restrictive RoO than others?
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We explore these questions by focusing on twelve RoO regimes with
intersectoral variation in RoO. Table 3.5 reports the restrictiveness
values in these regimes, as aggregated from 6-digit values by section of
the Harmonized System. The average restrictiveness and the standard
deviation values at the bottom of the table are based on calculations at
the 6-digit level.

The data reveal that agricultural products and textiles and apparel
are marked by a particularly high restrictiveness score in each regime,
which suggests that the restrictiveness of RoO may be driven by the
same political economy variables that arbitrate the level of tariffs par-
ticularly in the EU and the United States. Non-preferential RoO
exhibit similar patterns across sectors, communicating the operation of
political economy dynamics also at the multilateral level. Weighting the
sectoral restrictiveness values with trade produces very similar results—
which may in and of itself be an indication that stringent RoO stifle
commerce.

B. Comparing regime-wide RoO: a facilitation index

Product-specific RoO in complex PTAs—PTAs not carrying across-
the-board RoO—can impose highly divergent requirements to the expor-
ters of different goods. Even an across-the-board rule will undoubtedly
have more striking implications in some sectors than in others, depending
on the product-specific features. However, as discussed above, RoO regimes
employ several mechanisms to add flexibility to the application of the
product-specific RoO. We strive to capture the combined effect of such
mechanisms by developing a regime-wide ‘facilitation index’. The index is
based on five components: de minimis, diagonal cumulation, full cumula-
tion, drawback, and self-certification. The maximum index value of
5 results when the permitted level of de minimis is 5 per cent or higher
and when the other four variables are permitted by the RoO regime in
question.

Figure 3.3 graphs the ‘facil index’ values for PTAs. The PANEURO
and NAFTA models are nearly on a par; the difference here is produced
by coding NAFTA as allowing drawback, as it did for the first seven
years. The EU-South Africa and the Canada-Israel are the most ‘per-
missive’ regimes, the former thanks to drawback and diagonal and
full cumulation, and the latter because of self-certification, drawback
and cumulation with any of the party’s common FTA partners. Mean-
while, many regimes with an across-the-board RoO neither provide for

95



*| xipuaddy ur Abojopoyiaw Jad pajessusb sepod Jo siseq Y3 UO SUOHEIND[ED ,SIOYINY :9DIN0S

vl vl vl vl vl Sl €1 9l 9l 'l 'l vl ('43q "pupis) Ayxajduiod
6'¢ 14 6 R4 (4 6'r 8y £r 8y L's 44 Sy aboiany
€'t (V4 VA4 9'v 9t 09 8'S 49 €S LS (4 (4 ISIA ‘MY JO SHOM 0T
oy L€ 8V (Va4 oY 6'S S'S S'S S'S Ly oy 0y ‘unwwy 8 swly ‘61
e 6'¢ 134 (a4 oY 8V 8'¢ (4 Sy oY 144 0'S $ndo gL
8'¢ 8¢t 14 (4 v'e €'t (44 L't (44 8V (44 VA 4 "b3 uonepodsuel) /|
9'¢ (4 8'¢ 09 € Sy L€ 8¢ 6'C e oy 8V b3 2913 8 "Yoe 91
e 6'¢ Sy (Va4 8'¢ Ly 9y 9y 9'v 9V (44 44 S|EIBN Sseg ‘G L
v'e L'¢ 'S 0y (V4 'S ¥'S 6V 49 €S L'¢ L' A3|Pma| |
e L€ 0'S (Va4 (44 0'S 6V 144 Vv 6V L€ L€ sse|D pue suo0ls "¢l
L€ 9'C VA4 14 St 14 8y 8¢ 8V 6y (4 8'C 1e3aM)o04 “Z|
v'e L9 'S 09 Sy 8'S 8'S 6'S 6'S 69 L9 L9 "ddy pue anxa) ||
6'¢ € 134 (Va4 (4 9 09 6V 6V 8V 9V 144 J1adeg pue ding "L
€'t 8'Y L'y (V4 e 9y VA 4 (4 L'y (V4 6'C 6'C $19NPoId POOM "6
e 8¢ 6V (Va4 L€ S'S S'S 4 0'S 9'S € €€ SpO0DH JIapesat g
oy Ly L'y (V4 [ (44 (44 9'¢ L'e 8 6y 6V sonse|d /£
14 (V4 (V4 L'¢ 9¢ 6'¢ 8¢ 14 9'C €S 8¢ 6'¢ sjestwsyd ‘9
8V oy 'S 99 €S LS LS 0y 6'¢ 09 e S'e S19NPOd [eJSUIN °S
9'v 149 49 8’9 L€ 8V ¥'S LS LS Ly vy 0’ 0ddeqo| R "Adg ‘P04
(4 (U4 0/ 02 0'¢ St 09 09 09 09 (V4 L'y S|IO pue sjeq "¢
99 99 L9 0/ 9°S L9 09 6'S 09 09 oy 99 $19npoud 3|qe1eban g
a9 (W4 09 0/ 6'S 'S 09 09 09 09 €S 0/ Slewiuy aAIT *|
‘bae ealoy] DVD XIN  oun3a
Joad-uoN  DAVS  -dYD  vdasl  -dpYD €D XIW-UD  VI4VD  dYD-SN VIAYN V143 —Nvd uondas SH

SY1d Pa123J9s Ul QOY |el0ID3S JO SSDUDANDLISAI [RI01IS '€ d|qel

96



*9A0QE JUIAYDS JUIPOD JO SIStq Y} UO SUOHIR[NI[ED SIOYINY :92410§
'SY1d Pa103|9s 1o} xapul uoneljide{ ¢'¢ "bi4

Xapul |1oeH

97



Mapping and measuring Rules of Origin around the world

de minimis nor feature many regime-wide provisions of flexibility; the
most usually occurring regime-wide rule in these PTAs is drawback.
Indeed, that regimes with the most stringent RoO and the highest degree
of sectoral selectivity in RoO feature the highest facilitation values may
evince counterlobbying by producers jeopardized by stringent product-
specific RoO.

3.5 RoO ‘innovations’: ad hoc mechanisms for flexibility

This section provides a look at some further dimensions of RoO regimes
that go beyond the more traditional and prevalent components included
in the restrictiveness and facilitation indices in this study, but that alle-
viate the impact of stringent RoO: (1) a phase-in period for a stringent
value content RoO; (2) permanent deviations for a country or a set of
countries from the RoO regime that would otherwise apply; (3) flexibility
in the ways of calculating value content; and (4) tariff preference levels
(TPLs) employed when the partner lacks intermediate product industries.
While most regimes employing these provisions make them applicable to
all members, some regimes provide them asymmetrically, for instance to
accommodate some country-specific idiosyncrasies in production struc-
tures or to provide greater leniency to a developing member country when
the parties’ development levels differ. These provisions can be of great
importance particularly to countries with limited production base and/or
in the absence of relatively cheap inputs and production processes in the
PTA area.

A. RoO phase-ins

Some regimes have adopted what are in many cases highly detailed
product-specific provisions that allow for phasing in of the RoO. Mercosur—
Chile FTA provides a seven-year adjustment period for Paraguay to start
applying the FTA’s import content RoO of 40 per cent in selected head-
ings across a host of sectors such as food products, chemicals, plastics,
textiles, apparel, footwear, base metals, and machinery. During the period,
Paraguay applies a 60 per cent import content rule. Mercosur-Bolivia FTA
allows Bolivia to export to Mercosur some selected goods at 50 per cent
import content for the first five years, and others at 60 per cent for three
years as opposed to the 40 per cent that will subsequently take effect. For its
part, Paraguay can export to Bolivia at 60 per cent import content for the
first three years.
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Also, the EU’s extra-European agreements with Mexico and Chile allow
for some product-specific deviations from the PANEURO standard for a
certain period of time.22 In the case of the EU-Mexico FTA, these pertain
to one whole chapter (knitted apparel) and to 25 headings (or subhead-
ings) in chemicals, textiles, footwear, machinery, and vehicles, and
endure from two to six years prior to converging to the benchmark RoO.
In footwear, the RoO is more restrictive for the EU than in its other FTAs:
the same RoO applies as in the FTAs with Chile and South Africa up to a
certain quota, while the rest of the EU exports to the Mexican market are
regulated by much more stringent RoO. The RoO phase-ins are fewer in
the case of the EU-Chile FTA, pertaining to textiles and bicycles for the
first three years of the agreement.

B. Permanent reductions in the level of RVC

A second means to add leniency to the RoO protocol are permanent
deviations for a country or a set of countries from the RoO regime that
would otherwise apply. The RoO of the Andean Community allows the
less-developed members, Bolivia and Ecuador, to use non-originating
components up to 60 per cent of the value of the final good, as opposed
to the 50 per cent applicable to the other members. LAIA allows the less-
developed partners to use non-originating components of up to 60 per cent
of the value of the final good, as opposed to 50 per cent applying to the
rest of the members. In COMESA, products of importance to economic
development to the partners (selected headings in mineral products, che-
micals, machinery, and optical instruments) enjoy a 25 per cent RVC, as
opposed to the across-the-board 35 per cent RVC that otherwise applies.

Also, the EU-Mexico and EU-Chile FTAs allow for permanent devia-
tions from the single list, PANEURO model. The deviations are rather
minor and apply only to selected industrial products.23 Nonetheless, they
indicate that Mexico and Chile did achieve some favorable sectoral out-
comes in the RoO bargaining with the EU.

C. Options for calculating value content

Some regimes have created innovative optional means of calculating
value content. In SADC, the more-developed members may allow the less-
developed members to count as originating processes that are usually left
outside the value-content calculation. Regimes modelled after NAFTA

22 For a detailed treatment, see Estevadeordal and Suominen (2003).
23 See Estevadeordal and Suominen (2003).
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provide a number of optional ways of calculating RVC in vehicles when
the producer uses pre-defined intermediate goods from chapters 40 and
84, as well as for calculating the RVC for these intermediate goods.24
However, it is Singapore’s FTAs that incorporate perhaps the most
innovative and comprehensive mechanisms to add flexibility to the
calculation of the value content. These are designed to help the many
Singaporean industries that have extensive outsourcing ties especially in
South-East Asia to qualify for the preferential treatment provided by its
FTA partners. The two key mechanisms are outward processing (OP) and
integrated sourcing initiative (ISI). OP is recognized in all of Singapore’s
FTAs, while ISl is incorporated in the US-Singapore FTA. The concept of OP
enables Singapore to outsource part of the manufacturing process, usually
the lower value-added or labor-intensive activities, to the neighboring
countries, yet to count the value of Singaporean production done prior to
the outsourcing activity toward local, Singaporean content when meeting
the RoO required by the export market. Table 3.6 illustrates the process.
Although the OP concept applies only to products with a value-added
rule, it is credited to have encouraged outsourcing of labor-intensive and
low-value processes and retaining higher-value activities in Singapore.
For its part, ISI operating in the US-Singapore FTA applies to non-
sensitive, globalized sectors, such as information technologies. Under the
scheme, certain IT components and medical devices are not subject to
RoO when shipped from either of the parties to the FTA partner. ISI is
designed to reflect the economic realities of globally distributed produc-
tion linkages, and to further encourage US multinationals to take
advantage of outsourcing opportunities in the ASEAN countries.

D. Tariff Preference Levels

The fourth ad hoc mechanism to add leniency to a RoO regime is Tariff
Preference Levels (TPLs). TPLs allow goods that would not otherwise
satisfy the RoO protocol to qualify for the preferential treatment up to

2¢ The producer of a vehicle can calculate the RVC by averaging the calculation over the
fiscal year by using any one of the following categories: (a) the same model line of vehicles in
the same class of vehicles produced in the same plant in the territory of a party; (b) the same
class of motor vehicles produced in the same plant in the territory of a party; and (c) the same
model line of motor vehicles produced in the territory of a party. Meanwhile, the producer
can calculate the RVC intermediate goods for vehicles by (a) averaging the calculation over
the fiscal year of the motor vehicle producer to whom the good is sold, over any quarter or
month, or over its fiscal year, if the good is sold as an aftermarket part; (b) calculating the
average separately for any or all goods sold to one or more motor vehicle producers; or (c)
calculating separately those goods that are exported to the territory of the other party.
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Table 3.6 Operation of outward processing in
Singapore’s FTAs

Stagel Stage 2 Stage 3
Singapore — Foreign Country — Singapore — Exported
Conventional RoO — Stage 3 = Local Content
Recognition of OP — Stage 1 + Stage 3 =Local Content

some pre-specified annual quotas. Above these levels, non-originating
goods become subject to the importer’'s MFN tariff. Most commonly
applying to textiles and apparel, TPLs are employed particularly in the
NAFTA-model RoO regimes. They are generally extended by all parties to
all other parties, made available by any given party on a ‘first-come, first-
served’ basis.

NAFTA provides TPLs for such non-originating products as cotton and
manmade fiber apparel, wool apparel, manmade fiber fabrics, and fiber
spun yarn. Depending on the product category, they reach up to 80 mil-
lion square meters equivalent (SMEs) for Canadian and 45 million SMEs
for Mexican exports to the US market, and 12 million for selected US
exports to Mexico. The most recent RoO regime signed by the US, CAFTA,
offers TPLs for only two of the Central American countries, Costa Rican
and Nicaragua, and phases them out quickly. In the case of Costa Rica,
TPLs are set at 500 000 SMEs, limited to wool, and due to expire in two
years. Nicaragua’s TPLs start at 100 million SMEs and are phased out in
equal annual cuts over five years.

Still other regimes employ what could be viewed as a modified form of
TPLs, allocating the quotas not fully free of RoO, but against some more
lenient product-specific RoO. For instance, SADC provides quotas at more
lenient RoO for the textile and apparel exports of Malawi, Mozambique,
Tanzania, and Zambia (MMTZ countries) to the SACU region for a period
of five years.

3.6 Policy recommendations: counteracting restrictive RoO
and the splintering of the global RoO panorama

While RoO are not necessarily bad for sound economic decisions,
restrictive RoO can be. Furthermore, the existing differences in the
product-specific and regime-wide RoO across the different RoO regimes
can even in a simplified bi- or tripolar RoO world make a difference in
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economic decisions and limit exporters’ opportunities for diversifying
markets.

How can the potential frictions created by stringent RoO and cross-
regime differences in RoO be reduced? How can entrepreneurs import
inputs from the cheapest sources, firms exploit cross-border economies of
scale at lowest costs, and multinational companies make sweeping
investment decisions based on economic efficiency rather than distor-
tionary policies? What are the best ways to counter the development of
trade- and investment-diverting hubs in favor of a globally free flow of
goods, services, and investment?

Abolishing RoO altogether would certainly be the best and simplest
means to counteract the impact of RoO. Another way to relegate RoO to
irrelevance is by bringing MFN tariffs to zero globally. However, since
these options are hardly politically palatable in the near future, a third
possibility is to harmonize preferential RoO at the global level. Estab-
lishing a small set of RoO combinations—a ‘RoO band’— would be a good
start. This would ensure that at least the required production methods in a
given sector would remain relatively similar across export markets—and
enhance the prospects of linking agreements with each other in the
future. Measures to accompany the harmonization work could involve (1)
the incorporation of the various mechanisms of flexibility to RoO regimes
during the transition to a global RoO regime; and (2) the establishment of
a multilateral mechanism to monitor the member states’ implementation
of preferential and non-preferential RoO.

To be sure, harmonization would not be a simple endeavor given the
differences in the types of RoO around the world. Even slight differences
can be difficult to overcome due to political resistance by sectors bene-
fiting from status quo. Meanwhile, it is not clear that a strong global
exporter lobby would materialize to voice demands for harmonization.
Perhaps most importantly, both the EU and the US would likely in prin-
ciple be reluctant to adopt each other’s RoO. Both parties would likely
also be concerned of the counterpart’s striving for a RoO regime that
would allow it to trans-ship via the parties’ common PTA partners, such as
Mexico, to the other party’s market.

However, adopting global regulations for preferential RoO regimes is
not necessarily all that daunting. There are five sources of optimism.

First, the WTO members have already been able to sit down and com-
promise on harmonized non-preferential RoO, which not only evinces a
reservoir of political will to tackle RoO, but also provides an immediately
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available blueprint for harmonizing preferential RoO. And not only are
non-preferential RoO negotiated and readily available as a model, but they
make a good model: overall, they are less restrictive and complex than
either the NAFTA- or PANEURO-type RoO.

Secondly, preferential RoO would likely prove easier to negotiate than
non-preferential RoO. Non-preferential RoO involve tracking the produc-
tion process all the way to the country in which the good originates, while
preferential RoO simply require a determination that the final exporter
country is also the country of origin: the good either originates in the PTA
area or it does not, with the ‘true’ and very initial origin being immaterial.
Preferential RoO talks would thus likely engage a smaller number of
interested parties to contest a given rule. Moreover, unlike non-preferential
RoO that are employed in the application of numerous other trade-policy
instruments, preferential RoO have few purposes beyond refereeing the
market access of goods to the PTA space. As such, their negotiation would
probably not involve as much consideration of the other WTO agreements
as the harmonization of non-preferential RoO does.

Thirdly, the growing attention at the WTO on PTAs in general and
preferential RoO, in particular, should propel constructive proposals as to
the types of RoO that are most conducive to the march toward unfettered
global flow of commerce. For the first time in its history, the WTO
Committee on Regional Trade Agreements (CRTA) has decided to consider
RoO a ‘systemic’ issue, as opposed to both individual PTA issues such as
prior considerations of the PANEURO system, and issues that—whether
systemic or individual—are not being prioritized by the CRTA.

Fourthly, advances in Trade-Related Investment Measures (TRIMS) can
help advance the harmonization of RoO, if RoO are viewed, as they
rightfully can and should be, as policy instruments affecting investment
decisions (Thorstensen 2002). Like TRIMS, RoO can be employed stra-
tegically as an incentive to attract investment and encourage exports—
and exports with high local value. A sturdier multilateral regulatory
framework on investment policies could help curb the strategic, trade-
and investment-distorting uses of RoO.

Harmonization of preferential RoO—and harmonization toward a
flexible-regime model—provides at present the most attainable means to
counteract RoO’s negative effects on global trade and investment. The
negotiators of the Doha Trade Round should decisively tackle RoO as a
distortionary trade and investment policy instrument, and do so in four
concrete ways.
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First, they should provide a forceful push for completing the task
of harmonizing non-preferential RoO. Completing the harmonization
process is all the more compelling in the face of the growth of global
commerce and the increasing fragmentation of global production, both of
which would thrive under a clear and uniform set of rules.

Secondly, the Doha negotiators should launch a process of de jure
harmonization of preferential Rules of Origin. The relatively high levels
of restrictiveness of the main RoO regimes and the differences between
regimes pose unnecessary policy hurdles to rational economic decisions,
limiting the opportunities for exporters to operate on multiple trade
fronts simultaneously, and hampering consumers’ access to the best
goods at the lowest prices.

Thirdly, the Doha Round should forge in a multilateral mechanism to
monitor and enforce the transparent application of both preferential and
non-preferential RoO. And fourthly, RoO should be incorporated in the
TRIMs negotiations.

Preferential RoO matter only as long as there are MFN tariffs. Thus, the
ultimate key to counteracting preferential RoO’s negative effects lies in
the success of multilateral liberalization. Should multilateral trade
rounds result in deep MEFN tariff lowerings and the proliferation of PTAs
engender a dynamic of competitive liberalization worldwide, the
importance of preferential RoO as gatekeepers of commerce would auto-
matically dissolve.

3.7 Conclusion

This chapter has sought to present a novel descriptive and analytical
mapping of the global Rules of Origin panorama. We have (1) reviewed
the types of RoO used around the world; (2) drawn comparisons between
the structure of RoO across a host of PTAs; (3) presented methodologies
for constructing generalizable measurements for (a) the degree of restric-
tiveness and selectivity of product-specific RoO, and (b) the level of
flexibility provided by the various regime-wide RoO; and (4) explored the
behavior of RoO over time. We have also sought to chart some of the main
ad hoc measures in RoO regimes, and offer policy recommendations
for reducing the actual restrictiveness of RoO and the proliferation of
divergent types of RoO regimes around the world.

We have provided precursory evidence that RoO are to an important
extent driven by political-economy dynamics. The analytical tools
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developed here can be employed to evaluate the politics behind the def-
inition of RoO as well as the economic effects of RoO. On a broader level,
we have striven to help pave the way for further efforts to disaggregate
PTAs by the various disciplines they prescribe. Such a task is central for
developing a full understanding of the extent of contractual diversity in
the rapidly proliferating PTA universe. It is also crucial for moving the
debate on the effects of PTAs on the multilateral trading system toward
PTA-PTA comparisons—and, ultimately, for making recommendations for
designing PTAs in ways that are conducive to unfettered global commerce.
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Appendix |

The observation rule yields a RoO index as follows:
y=1ify* <CI
y=2if CI<y* <CS
y=3if CS<y" <CSand VC
y=4if CSand VC<y* <CH
y=5if CH<y" <CH and VC
y=6if CHand VC<y* <CC
y=7if CC<y* < CC and TECH

where y* is the latent level of restrictiveness of RoO (rather than the observed level
of restrictiveness); CI is change of tariff classification at the level of tariff item (8-10
digits), CS is change at the level of subheading (6-digit HS), CH is change at the
level of heading (4 digits), and CC is change at the level of chapter (2 digits HS); VC
is a value-content criterion; and TECH is a technical requirement.

We make three modifications to the observation rule in the case of RoO for
which no CTC is specified in order to allow for coding of such RoO in the
PANEURO, SADC and other regimes where not all RoO feature a CTC component.
First, RoO based on the import content rule are equated to a change in heading
(value 4) if the content requirement allows up to 50 per cent of non-originating
inputs of the ex-works price of the product. Value 5 is assigned when the share of
permitted non-originating inputs is below 50 per cent, as well as when the import
content criterion is combined with a technical requirement. Secondly, RoO fea-
turing an exception alone is assigned the value of 1 if exception concerns a heading
or a number of headings, and 2 if the exception concerns a chapter or a number of
chapters. Thirdly, RoO based on the wholly obtained criterion are assigned value 7.

To be sure, the observation rule is somewhat crude (1) for accounting for the
restrictiveness of a standalone TECH RoO, which is likely more demanding than a
coding of 1-2 allows; and (2) for capturing subtleties of the EU RoO as it does not
account for the ‘soft’ CTC criterion used by the EU. However, it does allow for
establishing useful cross-regime comparisons.
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Appendix ITa PTAs around the world, by year of entry into force and full name

PTA ENTRY YR FULL NAME/TYPE

EU-ICELAND 1973 PANEURO

EU-NORWAY 1973 PANEURO

EU-SWITZERLAND 1973 PANEURO

BANGKOK AGREEMENT 1976

LAIA 1981 Latin American Integration Association

SPARTECA 1981 South Pacific Regional Trade and Economic
Cooperation Agreement

ANZCERTA 1983 Australia-New Zealand Closer Economic
Relations Trade Agreement

GULF CC 1983 Gulf Cooperation Council

US-ISRAEL 1985

ECOWAS Trade Liberalisation Scheme 1990 Economic Community of West

African States

MERCOSUR 1991 Southern Common Market

NAMIBIA-ZIMBABWE 1992

EFTA-CZECH REPUBLIC 1992 PANEURO

EU-CZECH REPUBLIC 1992 PANEURO

EU-HUNGARY 1992 PANEURO

EU-SLOVAK REPUBLIC 1992 PANEURO

EFTA-SLOVAK REPUBLIC 1992 PANEURO

EFTA-TURKEY 1992 PANEURO

EU-POLAND 1992 PANEURO

EU-BULGARIA 1993 PANEURO

AFTA 1993 ASEAN Free Trade Area

CEFTA 1993 Central European Free Trade
Area/PANEURO

EFTA-BULGARIA 1993 PANEURO

EFTA-ISRAEL 1993 PANEURO

EFTA-HUNGARY 1993 PANEURO

EFTA-POLAND 1993 PANEURO

EFTA-ROMANIA 1993 PANEURO

EU-ROMANIA 1993 PANEURO

BAFTA 1994 Baltic Free Trade Agreement/PANEURO

COMESA 1994 Common Market for Eastern and

Southern Africa

EEA 1994 European Economic Area/PANEURO

NAFTA 1994 North American Free Trade Agreement

G3 1995 Group of Three

EFTA-SLOVENIA 1995 PANEURO

EU-LATVIA 1995 PANEURO

EU-LITHUANIA 1995 PANEURO

EU-ESTONIA 1995 PANEURO

MEXICO-BOLIVIA 1995

MEXICO-COSTA RICA 1995

EFTA-ESTONIA 1996 PANEURO

EFTA-LATVIA 1996 PANEURO

EFTA-LITHUANIA 1996 PANEURO

SLOVENIA-LATVIA 1996 PANEURO

SLOVENIA-FYROM 1996 PE

MERCOSUR-CHILE 1996

CZECH REPUBLIC-LITHUANIA 1997 PANEURO

POLAND-LITHUANIA 1997 PANEURO

SLOVAK REPUBLIC-ISRAEL 1997 PANEURO

SLOVENIA-ESTONIA 1997 PANEURO

CZECH-ISRAEL 1997 PANEURO

CZECH-LATVIA 1997 PANEURO

SLOVAK REPUBLIC-LATVIA 1997 PANEURO

SLOVAK REPUBLIC-LITHUANIA 1997 PANEURO

SLOVENIA-LITHUANIA 1997 PANEURO

EU-FAROE ISLANDS 1997 PE
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Appendix IIa (Continued.)

PTA ENTRY YR FULL NAME/TYPE

TURKEY-ISRAEL 1997 PE

CAN-CHILE 1997

CAN-ISRAEL 1997

MERCOSUR-BOLIVIA 1997

CZECH-ESTONIA 1998 PANEURO

HUNGARY-TURKEY 1998 PANEURO

ROMANIA-TURKEY 1998 PANEURO

SLOVAK REPUBLIC-ESTONIA 1998 PANEURO

SLOVAK REPUBLIC-TURKEY 1998 PANEURO

TURKEY-LITHUANIA 1998 PANEURO

CZECH REPUBLIC-TURKEY 1998 PANEURO

HUNGARY-ISRAEL 1998 PE

POLAND-ISRAEL 1998 PE

SLOVENIA-CROATIA 1998 PE

SLOVENIA-ISRAEL 1998 PE

EU-TUNISIA 1998

EU-SLOVENIA 1999 PANEURO

POLAND-LATVIA 1999 PANEURO

CHILE-MEXICO 1999

TURKEY-BULGARIA 1999

EFTA-MOROCCO 1999

HUNGARY-LITHUANIA 2000 PANEURO

POLAND-TURKEY 2000 PANEURO

TURKEY-LATVIA 2000 PANEURO

TURKEY-SLOVENIA 2000 PANEURO

HUNGARY-LATVIA 2000 PANEURO

BULGARIA-FYROM 2000 PE

TURKEY-FYROM 2000 PE

EU-ISRAEL 2000 PE

SADC 2000 Southern African Development
Community

EU-MEXICO 2000

EU-SOUTH AFRICA 2000

MEXICO-ISRAEL 2000

EU-MOROCCO 2000

US-JORDAN 2001

EFTA-MEXICO 2001

EFTA-CROATIA 2002 PANEURO

EU-CROATIA 2002 PANEURO

CACM-CHILE 2002

JSEPA 2002 Japan-Singapore Economic Partnership
Agreement

SAFTA 2003 Singapore-Australia Free Trade Agreement

EU-CHILE 2003

EFTA-SINGAPORE 2003

CHILE-SOUTH KOREA 2003

US-CHILE 2003

US-SINGAPORE 2004

CAFTA Yet to be ratified US-Central America Free Trade

Agreement
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Appendix ITb Selected PTAs by member states

PTA MEMBERS
AFTA Brunei, Darussalam, Cambodia, Indonesia, Laos, Malaysia,
Myanmar, Philippines, Singapore, Thailand, Vietnam
ANZCERTA Australia, New Zealand
BAFTA Estonia, Latvia, Lithuania
BANGKOK AGREEMENT Bangladesh, China, India, Republic of Korea, Laos, Sri Lanka
CACM Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua
CAFTA Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua,
United States and Dominican Republic
CARICOM Antigua and Barbuda, the Bahamas, Barbados, Belize,

Dominica, Grenada, Guyana, Haiti, Jamaica, Montserrat,
St. Lucia, St. Kitts and Nevis, St. Vincent and the Grenadines,
Suriname, Trinidad and Tobago

CEFTA Bulgaria, Czech Republic, Hungary, Poland, Romania, Slovak
Republic, Slovenia
COMESA Angola, Burundi, Comoros, Democratic Republic of Congo,

Djibouti, Egypt, Eritrea, Ethiopia, Kenya, Madagascar,
Malawi, Mauritius, Namibia, Rwanda, Seychelles, Sudan,
Swaziland, Uganda, Zambia, Zimbabwe

EEA EU, Iceland, Liechtenstein, Norway
EFTA Iceland, Liechtenstein, Norway, Switzerland
ECOWAS Benin, Burkina Faso, Cabo Verde, Ivory Coast, Gambia,

Ghana, Guinea, Guinea Bissau, Mali, Liberia, Niger, Nigeria,
Senegal, Sierra Leone, Togo, Namibia, Zimbabwe

FSRs Belarus, Kazakhstan, Kyrgyz Republic, Russia

G3 Mexico, Colombia, Venezuela

GULF CC Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, United Arab
Emirates

JSEPA Japan, Singapore

LAIA Argentina, Bolivia, Brazil, Chile, Colombia, Cuba, Ecuador,
Mexico, Paraguay, Peru, Uruguay, Venezuela

MERCOSUR Argentina, Brazil, Paraguay, Uruguay

NAFTA US, Canada, Mexico

SADC Angola, Botswana, Lesotho, Malawi, Mauritius, Mozambique,
Namibia, South Africa, Swaziland, Tanzania, Zambia, Zimbabwe

SAFTA Singapore, Australia

SPARTECA Australia, New Zealand, Cook Islands, Fiji, Kiribati, Marshall

Islands, Micronesia, Nauru, Niue, Papua New Guinea,
Solomon Islands, Tonga, Tuvalu, Vanuatu, Western Samoa

Notes for tables

! Ex-works price means the price paid for the product ex works to the manu-
facturer in the Member States in whose undertaking the last working or processing
is carried out, provided the price includes the value of all the materials (the cus-
toms value at the time of importation of the non-originating materials used, or the
first ascertainable price paid for the materials in the member state concerned) used,
minus any internal taxes that are, or may be, repaid when the product obtained is
exported.
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i The transaction method is:
RVC = (TV — VNM/TV) x 100,

where RVC is the regional value content, expressed as a percentage; TV is the
transaction value of the good adjusted to a FOB basis; and VNM is the value of non-
originating materials used by the producer in the production of the good.

The net cost method is

RVC = [(NC — VNM)/NC] x 100,

where RVC is the regional value content, expressed as a percentage; NC is the net
cost of the good; and VNM is the value of non-originating materials used by the
producer in the production of the good.

i The build-down method is

RVC = [(AV — VNM)/AV] x 100;
the build-up method is:
RVC = (VOM/AV) x 100,

where RVC is the regional value content, expressed as a percentage; AV is the
adjusted value; VNM is the value of non-originating materials used by the producer
in the production of the good; and VOM is the value of originating materials used
by the producer in the production of the good.

¥ The initial VC for chs. 28-40 is 40 per cent for the first three years, 45 per cent
during the fourth and fifth years, and 50 per cent starting in year six. For
chs. 72-85 and 90, VC is 50 per cent for the first five years, and 55 per cent
starting year six.

¥ The Mercosur RoO is 60 per cent RVC, and, additionally, change in tariff
heading (Garay and Cornejo 2002). When it cannot be determined that a change
in heading has taken place, the CIF value of the non-originating components
cannot exceed 40 per cent of the FOB value of the final good. Special RoO apply to
selected sensitive sectors, including chemical, some information technology, and
certain metal products.

Vi The requirement is that the CIF value of the non-originating materials does
not exceed 40 per cent of the FOB export value of the final good.

Vil A 50 per cent MC rule applies to Colombia, Peru and Venezuela; products
from Bolivia and Ecuador are governed by a 60 per cent MC rule.

Vil The value-added test and is based on the formula: Qualifying Expenditure
(Q/E)/Factory Cost (F/C), where Q/E = Qualifying expenditure on materials + qualifying
labor and overheads (includes inner containers); and F/C=Total expenditure on
materials + qualifying labor and overheads (includes inner containers). The factory or
works cost are essentially the sum of costs of materials (excluding customs, excise or
other duties), labor, factory overheads, and inner containers.

X The agreement requires the value added ensuing from their production in
member states be not less than 40 per cent of their final value ‘at the termination of
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the production phase’. In addition, the share owned by the citizens of the member
states of the producing plant cannot be less than 51 per cent.
* The MC criterion is calculated from CIF and FOB as follows:

NOM = (MCIF/FOB) x 100,

where NOM is the value content of non-originating materials, MCIF is the CIF
value on non-originating materials, and FOB is the free on-board value payable by
the buyer to the seller.

* The origin protocol requires that either the CIF value of non-originating
materials does not exceed 60 per cent of the total cost of the materials used in the
production of the goods; or that the value added (the difference between the ex-
factory cost of the finished product and the CIF value of the materials imported
from outside the member states and used in the production) resulting from the
process of production accounts for at least 35 per cent of the ex-factory cost (the
value of the total inputs required to produce a given product) of the goods.

Xl Basides the 40 per cent RVC rule, the share of member states’ citizens of the
plant that produced the product must be at least 51 per cent.

xill The RVC is calculated as the sum of (i) the cost or value of the materials
produced in the exporting Party, plus (ii) the direct costs of processing operations
performed in the exporting party. It cannot be less than 35 per cent of the
appraised value of the article at the time it is entered into the other party.

The cost or value of materials produced in a party includes: (i) the manufacturer’s
actual cost for the materials, (ii) when not included in the manufacturer’s actual
cost for the materials, the freight, insurance, packing, and all other costs incurred
in transporting the materials to the manufacturer’s plant, (iii) the actual cost of
waste or spoilage (material list), less the value of recoverable scrap, and (iv) taxes
and/or duties imposed on the materials by a party, provided they are not remitted
upon exportation. When a material is provided to the manufacturer without
charge, or at less than fair market value, its cost or value shall be determined by
computing the sum of: (i) all expenses incurred in the growth, production, or
manufacture of the material, including general expenses, (ii) an amount for profit,
and (iii) freight, insurance, packing, and all other costs incurred in transporting the
material to the manufacturer’s plant.

Direct costs of processing operations mean those costs either directly incurred in,
or that can be reasonably allocated to, the growth, production, manufacture, or
assembly, of the specific article under consideration. Such costs include, for
example, (i) all actual labor costs involved in the growth, production, manufac-
ture, or assembly, of the specific article, including fringe benefits, on-the-job
training, and the cost of engineering, supervisory, quality control, and similar
personnel, (ii) dies, molds, tooling and depreciation on machinery and equipment
that are allocable to the specific article, (iii) research, development, design,
engineering, and blueprint costs insofar as they are allocable to the specific article;
and (iv) costs of inspecting and testing the specific article.
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XV Drawback is not mentioned in Hungary-Israel, Poland-Israel, Slovenia—
Croatia, Slovenia—-FYROM FTAs. Drawback allowed for the first two years in
EU-Palestinian Authority, two and one half years in EFTA-Palestinian Authority,
three years in EFTA-FYROM, one year in Bulgaria-FYROM, three months in
Turkey-FYROM, and two years in Israel-Slovenia.

*¥ Joint Declaration I of the FTA opens the possibility for full cumulation,
stating that ‘or that purpose, the Parties will examine the parameters to be con-
sidered in evaluating the economic conditions needed to eventually implement
full cumulation. This process will begin no later than three years after entry into
force of this Decision.’

*I The Revised Treaty of Chaguaramas Establishing the Caribbean Community,
including the CARCIOM Single Market and Economy stipulates that any member
state needs to justify the need to apply an export drawback Council for Trade and
Economic Development (COTED). COTED is mandated to review the use of
drawback by members on an annual basis.

i When products from the South Pacific Islands that are exported to New
Zealand are cumulated with Australian inputs, a minimum of 25 per cent of
‘qualifying expenditure’ from South Pacific Islands is required.

Xiil Requires the expenditure on goods produced and labor performed within the
territory of the exporting member state in the manufacture of the goods to not less
than 50 per cent of the ex-factory or ex-works cost of the goods in their finished
state.

The agreement stipulates that ‘With respect to drawbacks within one year from
the date of entry into force of this Agreement, the Standing Committee shall
consider whether drawbacks on goods imported from third countries should be
permitted in relation to products used in the manufacture of finished products for
which concessions have been exchanged by the Participating States.’

** Mentioned in the section on trade remedies. One of the criteria for imposing
a countervailing duty is that the targeted subsidy is not less than the 2 per cent
de minimis.

*1 The FTA stipulates that ‘Where each Party has entered separately into a free
trade agreement under Article XXIV of the GATT 1994 with the same non-Party
before this Agreement enters into force, a good, which, if imported into the territory
of one of the Parties under such free trade agreement with that non-Party, would
qualify for tariff preferences under that agreement, shall be considered to be an
originating good under this Chapter when imported into the territory of the other
Party and used as a material in the production of another good in the territory of
that other Party.’
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Rules of Origin as export subsidies*

Olivier Cadot, Antoni Estevadeordal, and Akiko Suwa-Eisenmann

5.1 Introduction

With the proliferation of preferential trading agreements over the last two
decades, considerable attention has been devoted to assessing their effect
on market access. Notwithstanding the fact that GATT Article XXIV,
para. 8(b) requires the removal of trade barriers on ‘substantially all trade’
in Free-Trade Agreements (FTAs), in reality numerous barriers to intrabloc
trade are often left intact or even erected as part of the agreements.! Rules
of Origin (RoOs) feature prominently among those barriers.

In principle, RoOs are meant to prevent the trans-shipment of goods
imported from the rest of the world, via member states with low external
tariffs, into those with higher ones. In practice, these rules often have the
effect of ‘exporting protection’ from high-tariff members to low-tariff
ones, as pointed out by Krishna and Krueger (1995) and Krueger (1997).

In North-South FTAs, in particular, the combination of tariff preferences
and RoOs can affect trade flows in ways that are not conducive to eco-
nomic efficiency. Suppose that the production of final goods involves
two stages: the capital-intensive production of components, and labor-
intensive assembly. If goods are entirely produced in the North early on

* This research was produced as part of an IDB research program. We are thankful to Celine
Carrere, Jon Haveman, Jim de Melo, Marcelo Olarreaga, Pablo Sanguinetti, Maurice Schiff, and
participants at the I1Ird Workshop of the Regional Integration Network, Punta Del Este, December
2003, the joint IDB/CEPR workshop, Paris, April 2003, the IDB/CEPR/INRA/DELTA con-
ference,Washington, February 2004, and a seminar at GREQAM, University of Aix, for useful
comments and suggestions on previous versions. All errors remain ours, and the views expressed in this
chapter do not necessarily reflect those of the institutions to which the authors are affiliated. Special
thanks go to Kati Suominen and to David Colin for superb research assistance.

1 See Serra et al. (1996) for a review of shortcomings in the application of Article XXIV.
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in their product cycle, preferential tariff reductions may accelerate the
process of assembly relocation in the South, leading to what Hanson
(1996) called ‘regional production networks’.2 Suppose, however, that
component manufacturing could profitably be relocated to another
Northern country outside of the preferential trading bloc. Rules of Origin,
by forcing Southern assemblers to source a minimum fraction of their
components in the area, prevent the ultimate relocation of the whole
value chain in the world’s most efficient location. In other words, RoOs,
when they bind, organize trade diversion by creating captive markets for
relatively inefficient Northern intermediate-good producers.

While the potentially trade-diverting effect of RoOs has been widely
recognized in the literature (see, for instance, Falvey and Reed, 2000), the
recent political-economy literature has also highlighted the fact that
RoOs can sometimes make preferential agreements politically feasible
in circumstances where they wouldn’t be otherwise (Duttagupta, 2000;
Duttagupta and Panagaryia, 2002). As Grossman and Helpman (1995)
showed that trade-diverting FTAs are, ceteris paribus, more likely than
others to be politically acceptable, Duttagupta and Panagariya’s result is
quite consistent with RoOs acting as ‘trade diverters’.

While the theoretical analysis of RoOs has made considerable strides
since Krueger’s pioneering work, their empirical analysis is still in its
infancy, partly because their complex legal nature makes measurement
difficult. Estevadeordal (2000) recently proposed a way of overcoming this
difficulty by devising a qualitative index of RoO strictness. Using the fact
that most RoOs are—at least in recent agreements—expressed as a
required change in tariff heading at various levels of aggregation, Este-
vadeordal’s index takes values that increase in the level of aggregation of
the required change, the idea being that a change at a more aggregate level
is ‘wider’ and hence a more stringent transformation requirement. On the
basis of his index, he identified a strong negative effect of NAFTA’s RoOs
on Mexican market access. Using the same index, Anson et al. (2003)
showed that the effect of NAFTA’s tariff preferences is systematically
reduced by RoOs.

Although Anson et al.’s results are qualitatively unambiguous, they
suffer from the fact that the potential endogeneity of RoOs is not treated.
If there is little doubt that, as pointed out by Estevadeordal (2000) and

2 However, Hanson also shows that the emergence of vertical trade between Mexico and
the United States largely pre-dates the formation of NAFTA, as assembly plants operating
under the older ‘maquiladora’ regime already accounted for 53% of Mexico’s manufactured
exports in 1992.
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Sanguinetti (2003), RoOs are the result of a political bargaining process
that is itself likely to be affected by trade patterns, it is not entirely clear,
short of a full political-economy model, what exactly they are endogenous
to. If they are endogenous to Mexican final-good exports, clearly there is a
simultaneity problem. If, however, RoOs are endogenous to trade flows
that are related to Mexican exports only through an indirect, non-linear
relationship, for estimation purposes the relevant system may be recursive
rather than truly simultaneous.

In this chapter, we take the endogeneity problem as a starting point for
an exploration of the political-economy forces that are likely to shape
RoOs. Although many assumptions must be made along the way, we
show that in a model of endogenous RoO determination a la Grossman-
Helpman (1994), the key determinant of RoOs in terms of trade flows is a
product of US intermediate-good exports to Mexico and input-output
coefficients. The model generates results both in terms of interpretation of
what RoOs do and in terms of what the estimation strategy should be.

As for interpretative results, the key one is that whereas RoOs create
captive markets for US intermediate goods, tariff preferences needed to
make them acceptable to Mexican exporters along their participation
constraint constitute a transfer—albeit a modest one—from US taxpayers.3
The combination of RoOs and tariff preference is then equivalent to an
export subsidy on US intermediate goods. The model thus proposes
a tentative answer, in this particular context, to a question arising fre-
quently in trade policy—namely, why inefficient indirect instruments
are used to redistribute income or favor particular activities when more
direct instruments would achieve the same results at lower welfare costs.
Here, RoOs substitute for a prohibited instrument, as export subsidies
would be in violation of the US’s obligations under the GATT.

Our analysis of Rules of Origin requires a model with multiple stages
of production. In contrast to Lloyd (1993), Rodriguez (2001) and Carrére
and de Melo (2004) who use a multistage production model due to Dixit
and Grossman (1982), our analysis requires only a two-stage Leontieff
production technology whose analytics are very simple.

As for the estimation, the model suggests, as the key determinant of
NAFTA'’s RoOs, a vector product of input-output coefficients multiplied by
US intermediate-good exports upstream of the good to which RoOs apply.
Our estimation strategy thus consists of regressing RoOs on steady-state

3 By participation constraint, we mean that the rate of effective protection granted to
Mexican final-good producers by the combination of tariff preferences and Rules of Origin is
just zero.
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tariff preferences (equal, at the end of the phase-out period, to the US MFN
tariff adjusted for exceptions) and the upstream variable just described, the
functional form being the political-economy model’s first-order condition.
This generates a vector of predicted RoOs that are then used in the market-
access equation. As for tariff preferences, we do not model their endo-
geneity directly as intra-NAFTA tariffs smoothly converge to zero over a
fixed phase-out period. A fuller model would recognize, as Estevadeordal
(2000) did, that the length of the phase-out may itself be endogenous, but
the model we use does not lend itself easily to taking this into account.

NAFTA, on which we test the model’s main predictions, is a good testing
ground for the effect of RoOs. It is the quintessential example of the
North-South agreement due to the comprehensive tariff liberalization
built in the agreement and the fact that member countries share borders,
eliminating the need to account for distance as in traditional gravity
exercises. From 1989 to 1994, Mexico’s exports to the United Stated
benefitted from the Generalized System of Preferences (GSP), after which
this regime was overhauled by NAFTA. We construct a panel dataset with
information dating back to 1994 on commodity exports from Mexico to
the United States under different preferential programs. The data was
compiled mostly from USITC sources at the 6-digit HS disaggregation level
and contains information on tariff preferences (GSP and NAFTA rates)
granted by the United States to Mexico. The data on Rules of Origin comes
from Estevadeordal (2000).

The results are in striking conformity with the model’s predictions. All
variables are significant—most of them at the 1% level—and have the
expected signs. Tariff preferences and RoOs exert positive and negative
influences respectively on Mexican exports, and the key variable influ-
encing endogenously determined RoOs—a product of input-output
coefficients and US intermediate exports to Mexico—has the predicted
sign and is significant at the 1% level.

The chapter is organized as follows. Section 5.2 sets out the political-
economy model and characterizes its equilibrium. Section 5.3 presents the
empirical methodology and results, and Section 5.4 concludes.

5.2 Politically determined RoOs
This section uses a simple, stripped-down political-economy model to

illustrate the simultaneous determination of tariff preferences and RoOs.
Although the model borrows from Grossman and Helpman (1994) the
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appearance of a general-equilibrium model, it is best thought of as a
partial-equilibrium one as interindustry linkages are non-existent except
for the vertical linkages around which the discussion is centered.

5.2.1 The economy

Consider a PTA formed by two small economies, North (N) and South (S).
The North produces, under increasing cost, an intermediate good denoted
by the subscript I and exports it to the South that uses it to assemble a final
good denoted by the subscript F. Southern supply of the final good is not
enough to cover the North’s consumption at its tariff-ridden price, so the
North also imports from the rest of the world. The South imports all its
own consumption of the final good from the rest of the world and exports
all its production to the North.4

Households in both countries consume the final good and an aggregate
of all other goods, which also serves as numeraire, under identical and
quasilinear preferences. Let cg and ¢ denote, respectively, the quantities of
final and ‘other’ goods consumed by a representative consumer in either
country. The utility function is

U = co + ulce), (.1

where v/ >0 and v”< 0.

The final good sold in the free-trade area is produced by combining value
added and the intermediate good. Value added is created with inter-
sectorally mobile labor ¢ and specific capital x under a technology f (¢, x).
The technology producing the final good, into which the value-added
production function is nested, is of the Leontieff type with input-output
coefficient ajp. Letting yr and x; stand, respectively, for the final-good
output and quantity of intermediate good consumed in the process,

yr = min{f (¢, x); x;/ar}. (5.2)

Let pf and pj; be, respectively, the intermediate and final goods’ world

prices. Under free trade, given the technology postulated, the ‘net price’

out of which a Southern producer can remunerate value added (wages and
profits) is

P" =Py — awpy- (53)

With the stock of specific capital fixed, the technology f that generates
value added displays diminishing returns on labor. The supply of value

4 This is shown to arise endogenously as a result of tariff preferences, perfect competition,
and the non-market saturation assumption in Cadot et al. (2001).
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added is therefore upward sloping in its net price p*, and economic rents
accrue to owners of specific capital, who are assumed to be the industry’s
residual claimants.

A similar good is sold in the rest of the world, and the marketing mix
between the free-trade area and the rest of the world is determined by a
Constant Elasticity of Transformation (CET) technology (see the footnote
in Section 5.3) that provides the functional form for the market-access
equation estimated in the empirical part.

The rest of the economy uses only labor under constant returns to scale,
which fixes the wage rate. Given this assumption, the model becomes a
quasi-partial equilibrium one. In this setting, the Southern final-good
producers’ surplus under free trade, nj, is a monotonic increasing function
of p*:

nié :p*}/p — WslE.
Letting p be the domestic net price, (p — p*)/p is the effective rate of pro-
tection granted to Southern producers when selling on the Northern
market.>

The intermediate good is produced in the North with ‘value added only’
(no intermediate consumption) under a technology similar to f (i.e. a CRS
combination of labor and specific capital). Letting y; be its output, the
producer surplus is

m = piyr — WA (5.4)

Finally, we will treat the intermediate-good’s supply elasticity in the
North, & = piy/y1, as a constant.

5.2.2 The preferential regime

In order to keep things simple, we will treat MFN (external) tariffs on the
final and intermediate goods as pre-determined to the PTA and hence
parametric. Northern tariffs are, respectively, t and t)¥ and Southern ones
t3 and £5. In order to focus on the effects of Northern tariffs and RoOs, we
will set £ = 5 = 0. Extensions to other cases are straightforward but add
little to the analysis.é

5 To see this, it suffices to observe that p is unit value added.

6 First, note that endogenous determination of MFN tariffs would yield #§ = &} = 0 given
that the South does not produce the intermediate good and the North does not produce the
final one. However, if specialization is a result of the PTA and MFN tariffs are pre-determined
to it (say, because they are negotiated in multilateral rounds and thus constitute valuable
bargaining chips), they will not be eliminated after the PTA’s formation.
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The model’s endogenous political-economy variables are the preferen-
tial tariff applied, as part of the PTA, on Southern exports of the final good,
7, and the regional value content of the RoO, r. Let x}\I be the amount of
intermediate good sourced in the North (as opposed to imported from the
rest of the world), and let § = tY¥ — t be the rate of preference (in specific
form). The price at which Southern final-good producers—we will
henceforth use the term ‘assemblers’ for brevity—can sell in the North is

40 if xN >rx
pr= {ig othlenjvisel. (5-5)

That is, Southern assemblers can sell under the PTA’s preferential regime
if they satistfy the RoO. If not, they sell under the MFN regime, i.e. at the
world price.

Given the RoO, Southern assemblers selling under the preferential
regime source a proportion r of their intermediate good in the North. The
price of the ‘composite’ intermediate good is thus rp; + (1 — r)p}, and the
net price faced by Southern assemblers is

P =P+ 0 —ag[rpr + (1 —rpy]. (5.6)

5.2.3 The politics

We assume no bargaining between the Northern and Southern partners:
the North makes a take-it-or-leave-it offer to the South that the South
accepts as long as its participation constraint is not violated. This is
admittedly a rather crude description of negotiations between Northern
and Southern preferential partners but perhaps not an unrealistic one
judging from ample anecdotal evidence about US-Mexico or EU-Eastern
Europe negotiations.

Thus, the political action is in the North, where the RoO’s RVC content r
and the rate of preference ¢ are simultaneously determined. Our analysis is
concerned with a transition phase during which preferences are partial. In
the long run, after intrabloc tariffs have been phased out the rate of
preference is automatically equal to the rate of MFN tariffs, so the parti-
cipation constraint suffices to determine the RoO’s RVC content. During

Secondly, even if t’r? > 0, is level is inconsequential. To see this, observe that if t§<ty, the
South’s entire output is sold in the North and the analysis is as if t§ was zero. If £§ > Y, the
South’s output is sold in priority on the Southern market. But if some of it is also exported
to the Northern market (which is, of course, necessary for RoOs to have any effect at all) then
the South’s output being larger than its consumption, the Southern price is ‘competed down’
to the level of the Northern tariff-ridden price, and the analysis proceeds as before.
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the transition phase, however, both are determined simultaneously. As a
further simplification, whereas intrabloc tariffs are phased out progres-
sively in a continuous manner, we assume that the phase-out is done in
two steps: from MEN tariff to ‘the’ preferential rate (on which our analysis
focuses), and hence to zero.

The politics is described by a Grossman-Helpman game in which the
intermediate producers lobby faces the government with a contribution
schedule C(J,r) conditioned on the policy variables of interest to it, 6 and
r. The function C has the ‘truthfulness’ property that

) |
A ege O pege OO

’
re,0¢

90

re,0¢

where the superscript e designates equilibrium values. With only one
lobby, the common agency degenerates into a simple principal-agent
relationship.” Without hidden action, the principal (the lobby) is then
able to appropriate the entire protection rents, and any equilibrium will
have the property that the government is just indifferent between
implementing the lobby’s preferred policy and the default one (free
trade).8 Put differently, the lobby’s contribution just compensates the
government for the (subjective) monetary equivalent of the efficiency loss
generated by trade protection. The government determines 6 and r to
maximize a linear combination of welfare (valued at a constant monetary
equivalent a) and the lobby’s contribution:

GN = C(@5,1) +aW (s, ).

The pair (9, r) is set to leave the FTA’s Southern partner on its ‘participa-
tion constraint’. Given that the South’s consumption of the final good is

7 The model ignores lobbying by Northern final-good producers, if any. There are several
reasons for this. First, in terms of modelling issues, competitive final-good producers would be
concerned about prices only, not market shares. As the Northern MEN tariff on the final good
is unchanged, their profits would be unchanged as long as the area is not self-sufficient at the
Northern tariff-ridden price. Secondly, even if the market is not competitive, as long as the
South is on its participation constraint (more on this below) Southern exports to the North are
unchanged.

Empirically, as far as NAFTA is concerned, a substantial proportion of the companies doing
assembly work in Mexico for re-export into the US are either subsidiaries of US companies
or non-competing subcontractors. Cases in which Mexican companies compete head on
with US assemblers (either independent or vertically integrated) are, arguably, sufficiently
marginal to assume that reducing such competition was not a key consideration for US
negotiators.

8 This assumption about rent sharing is in conformity with the empirical observation that
small contributions seem to buy ‘large’ policies in terms of redistributive effects (Ansolobehere
et al., 2002). Any alternative assumption would imply larger contributions, which would go
against the evidence.
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always priced at pj, consumer surplus is unaffected by changes in either ¢
or r. Thus, the only change in Southern welfare—or any political objective
function combining welfare and producer surplus—is in assemblers’
profits, and the South’s participation constraint is completely characterized

by p=p*.

5.2.4 Equilibrium

RoOs have the effect of segmenting the intermediate good’s market in
the trading bloc. Southern assemblers selling on the Northern market
must comply with the RoO if they are to benefit from the preferential
regime. The market on which they buy the intermediate good is then a
closed-economy market where Northern supply must match the RoO-
induced Southern demand. We now determine pj, the price prevailing on
that market.

Price determination As already noted, with their home market unprotected,
Southern assemblers sell all their output on the protected Northern
market where they enjoy preferential access. Suppose that p; is greater
than pf. In an interior solution, it has to be. The RoO’s domestic content
is then binding, which means that a proportion r of the South’s
intermediate-good demand will be sourced ‘locally’ (in the North). The
market-clearing condition determining the intermediate good’s domestic
price is thus that the local demand induced by the RoO, rairyr(p), be equal
to its supply, i.e.

raiye(p) = n1(py), (5.7)

where, as before, yr is the South’s final-good production and y; is the
North’s intermediate-good production.

Let py satisfy eqn (5.7). If py < p} + tN, the RoO is not binding, which
means that the North’s supply of the intermediate good is sufficient to
satisfy the South’s needs and more. We will henceforth disregard this case
and suppose that the intermediate good'’s price determined by eqn (5.7) is
larger than its tariff-ridden price in the North.

Using eqns (5.3) and (5.6), the South’s participation constraint can be
written as

pr —ai[rpr+ (1 = npj] = p; — ar,
or, using eqn (5.5) and simplifying,
0 = rapApy, (5.8)
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where Ap; = p1 — p{. Expression (5.8) says that the degree of effective pro-
tection given to Southern assemblers by the combination of r and ¢ is zero.

In conformity with the agency literature, we will assume that when just
indifferent, Southern assemblers choose to use the preferential regime.
Moreover, we assume homogeneity of firms, so all of them use the pref-
erential regime. With compliance-cost heterogeneity among Southern
assemblers, the preferential regime’s utilization rate would be less than
one and a decreasing function of the rate of effective protection conferred
by the mix of preferences and RoOs, as in Carrere and de Melo (Chapter 7).
As this would add substantial complication to the analysis, we leave it for
further research.

Under compliance-cost homogeneity, the Northern government’s
maximization problem under the South’s participation constraint and the
intermediate-good market-clearing condition is

max GN = Ci(5,r) +aWh(s,r)
T

s.t.

§ = rapAp; (5.9)
raiyr(p) = yi(pr)

0<r<1,0<0 <t

As an intermediate step before solving problem (5.9), we now calculate
two useful derivatives treating r as pre-determined: dp;/dr and dé/dr. The
first measures the marginal effect of the RoO, expressed as a regional value
content (RVC) r, on the intermediate good’s internal price. The second
measures the substitutability between the RoO’s RVC rate r and the tariff
preference rate 6 along the South’s participation constraint. Both apply
only to interior solutions, i.e. when the inequality constraints (5.9) are not
binding.

Differentiating totally eqns (5.7) and (5.8) with respect to p;, 6 and r and
rearranging gives

do = aIFApIdr + T(ln:dpl
alpypdr = y{dpl
The second line gives directly

dpr  awyr P
e —=>
dr )t reg

0, (5.10)

where ¢ is the intermediate good’s supply elasticity—treated as constant—
and the second part of the equation comes from eqn (5.7). As can be read
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directly from eqn (5.10), the elasticity of the intermediate good’s internal
price to the RoO’s RVC rate is just the inverse of its supply elasticity. As the
latter goes to infinity, as expected the price becomes totally insensitive to a
tightening of the RoO.

Moreover, eqn (5.10) shows that, as long as tariff preferences can be
adjusted, the ambiguity of the RoO’s effect on the intermediate-good’s
price noted by Ju and Krishna (1998, 2000) does not apply except at
corners. The reason is that, by construction, along the South’s participa-
tion constraint value added in the final-good sector cannot go down, so
(given the Leontieff technology) nor can output. In other words, here
RoOs cannot become so stiff as to become self-defeating because any
tightening of r is met by an offsetting increase in ¢. In order to see what
happens at corners, solve eqn (5.8) for r at 6 = t} and define 7 = N /arpAp;
as the RVC that just satisfies the participation constraint at full pre-
ferences. Ju and Krishna’s argument applies in the semi-open interval
(r,1] if r<1. With homogenous firms in the South (in terms of their
compliance costs), beyond 7 the participation constraint is violated and
the preferential regime’s utilization rate jumps down to zero.

Upon rearrangement, the first line of eqn (5.10) gives
diij = arpAp + rag %

(5.11)

= arp(Apr +%) > 0.

Thus, the compensation required by a tightening of the RoO’s RVC rate, in
terms of tariff preferences, has two components. The first is just the dif-
ference between the internal and world prices of the intermediate good
multiplied by the input-output coefficient. The second reflects the fact
that as the RoO’s RVC rate is tightened, costs go up for Southern assem-
blers not just because they must source a higher proportion of interme-
diate goods in the area where they are more expensive, but in addition,
doing so puts upward pressure on their internal price. This last effect is
inversely proportional to its supply elasticity.

We are now in a position to solve problem (5.9). Combining the
inequality constraint on § with the participation constraint gives

raipAp; < ty.
Letting 4 and u be two Lagrange multipliers, we have

£ = G[o(r), 1] + A(1 — 1) + u(tY — rawApy),
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and the Kuhn-Tucker conditions are

dG dG
drio'r*O'rdr 0;

1-r>0,.>0,41~-r)=0;
ty — rapApy > 0, u > 0, u(ty — ragApy) = 0.

We now construct the expression for dG/dr that will be set equal to zero
under the first-order condition. It has two components: a contribution
effect and a welfare effect.

Contribution effect Using Hotelling’s lemma and the contribution func-
tion’s truthfulness property, we have, in the neighborhood of the equi-
librium,

d€ _dm _dpi {plyl/rsl if r<7 (5.12)

dr  dr tar 0 if r>7,

and the derivative is undefined at r = 7 because p; jumps down to one at
that point (because the preferential regime’s utilization rate falls to zero).
Thus, left to itself—i.e. absent any welfare consideration—the Northern
intermediate-good lobby would be willing to push RoOs to 7, the level of
RoO strictness that makes Southern assemblers just indifferent between
using the preferential regime or not given tariff-free access (5 = tN).?

Combining eqns (5.12) and (5.11), it is apparent that the Northern
intermediate-good lobby is willing to contribute in favor of ‘deep’ tariff
preference in the downstream sector because, along the South’s parti-
cipation constraint, tariff preference buys stiffer RoOs, which in turn are
to its advantage.

Welfare effect Let mr and myj; be the North’s imports of final goods from the
South and from the rest of the world, respectively. As the North does not
produce the final good, my + mj = cg. Under quasi-linear preferences,
Northern welfare is the sum of income—from profits, wages and tariff
revenue—and consumer surplus, which by eqn (5.1) comes only from
consumption of the final good. Formally,

WN = 1 + W + omp + thm + u(cr) — prce.

As myp = yr (the South exports its entire final-good output to the North),
My = Cp — Mg = Cg — Vg, SO

wN = T + WNél + tII:\ICF — 5}/1: + u(cg) — PrCE. (5.13)

9 We are grateful to Maurice Schiff for helping to clarify this discussion.
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Along the South’s participation constraint, p is constant and hence so is
yr. Thus, treating p; and ¢ as endogenous variables along the problem’s
constraints,
dwN dp do
a  Mar Mar

o p
= e arry r(Apr + 81)-

Using the fact that, by eqn (5.7), aryr = y1/r, this becomes

dwnN
d :E{ﬁ_(Apl'F&)}
r r e €1 (5_14)
- —¥Apl<o.

Combining the contribution and welfare effects gives

dGN_dc  dwX
dr  dr dr

_pn N

oreg arApI

o 1 adpy
r &1 i ’

Under the first-order condition, this expression is set equal to zero, so

Ap—;l — az. (5.15)
The second-order condition requires ag; > 1, which we assume to hold.°
It can be shown by algebraic manipulation that, along the first-order
condition, r is a decreasing function of J. However, the equilibrium value
of r that is observed in the data is not determined just by the model’s first-
order condition but by its intersection with the participation constraint
along which r is an increasing function of 6. Using eqn (5.8) to substitute
for Apr in eqn (5.15) gives

(5081
airp1

(5.16)

10 This assumption is not innocuous. The parameter a is, in our setting, the dollar amount
that the intermediate-good lobby must contribute per equivalent-dollar of welfare reduction.
As contributions are typically small relative to the distortionary costs of trade policies, a is
likely to be less than one. Then ¢, the elasticity of supply of intermediate goods, must be
above one. When this assumption is violated, a corner solution occurs at either r = 0 (no RoO)
orr=r.
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Reintroducing the inequality constraints, the solution is thus
tN/agApy if daeApr/pi>ty
r=<0 if daer/awpr <0
oagr/arpp;  otherwise.
With several inputs indexed by i and one output indexed by j, it is easily
verified that eqn (5.16) becomes
. aéi
P agpi/e

This expression will guide the empirical analysis in the section that follows.

(5.17)

5.3 Market access and RoO determination

5.3.1 The data

The estimation is carried out on a panel dataset covering the period from
1994 to 2001 and containing information on commodity trade and tariffs
between Mexico to United States under MFN and preferential regimes.
The data was compiled mostly from USITC sources at the 6-digit HS level
of disaggregation. The data on Rules of Origin comes from Estevadeordal
(2000). Descriptive statistics are shown in Table 5.1.

5.3.2 Empirical estimation

We estimate two equations: a market-access one and a political one. Let j
stand for a tariff line (at the HS6 level) and ¢ for time measured in years.
The estimated system has a peculiar structure in the time dimension.

Table 5.1 Descriptive statistics

Variable Obs Mean Std. Dev.
log RoO restrict. index 41 944 1.5753 0.3380
log pref. margin 41 834 0.0255 0.0500
log Mex. NAFTA exp. 21 041 13.093 3.090

log Mex.exports to ROW 33 706 11.819 2.959

agriculture 41 944 0.1024 0.3032
final 41 944 0.2530 0.4347
Chge of Chap. 41 944 0.5208 0.4996
Chge of Heading 41 944 0.3863 0.4869
Dhge of Sub-head 41 944 0.0411 0.1986
Exception 41 944 0.4439 0.4968
Technical req. 39 873 0.0651 0.2466
Regional value content 41723 0.2713 0.445
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Mexican exports to the US (y;;) and to the world (x;;) vary over time. So
does the rate of preference (6;), as NAFTA’s tariff reductions were phased
in progressively over a transition period (on this, see Estevadeordal, 2000).
By contrast, Rules of Origin (r;) were negotiated once and for all in the
early 1990s. Thus, the market-access equation must be estimated on panel
data, whereas the political determination of RoOs must be estimated on a
cross-section of tariff lines with the variables suggested by the model as
likely determinants of RoOs, as of the 1990s.

We measure RoOs in two alternative ways. First, we use a vector of binary
variables, each marking the presence of a specific RoO instrument (change of
tariff heading, technical requirement, etc.). Secondly, we use Estevadeordal’s
synthetic index. Using both proxies provides a check on the construction of
Estevadeordal’s index, as estimated coefficients should be larger in absolute
value for instruments assigned a higher value in his index.

Thus, the market-access equations to be estimated is either

lnyit = oot + 01 lnxit +oayln (3,1 + a3t + Ujt, (5.18)

where x;; stands for Mexican exports of good j to the rest of the world, Jj is
the rate of preference granted to good j in year f under NAFTA, r; is Este-
vadeordal’s (2000) index of RoO strictness, and u; is an error term.
Alternatively,

n
In Vit = aor + 01 lant + oy In 5# + Z&krk,- + Ujt, (519)
k=1
with a vector of n binary variables for the n legal forms of RoOs.

We control for serial correlation in the time dimension by time effects
and for unobserved industry characteristics by fixed effects at the section
level. As the estimation is carried out at the hs6 level of aggregation, we
control for heteroskedasticity by using weighted least squares, the weight
being Mexico’s total exports. Expected signs and magnitudes in eqn (5.18)
areoq > 1,02 >0,03 <0, and, in eqn (5.19), o1 <ax <0if RoO typek + 1is
assigned a higher value than RoO type k in Estevadeordal’s index.!

11 This equation can be justified as follows. Consider a Mexican final-good exporter max-
imizing profits by choice of a mixture of export destinations. Let y stand for the value added of
exports to the US, x for the value added of exports to the rest of the world, and let p be the
relative net price in the US. Assume that the firm produces out of a fixed pool of resources R
under a Constant Elasticity of Transformation technology (Powell and Gruen, 1962), i.e.
x* 4 y* =R, where « is the inverse of the elasticity of transformation. The value of R is itself
determined in the previous stage of a two-stage optimization problem. The second-stage
problem is thus

maxx +py s.t. x* +p* =R.
Xy
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The political equation is based on eqn (5.17) in log form. As values of ¢
during the phase-out period were determined simultaneously with Rules
of Origin, we instrument for & using its steady-state value J;, the US MFN
tariff (the value for 2001), and other variables s; dummies signalling
an agricultural good or a consumption good rather than intermediate
good.12 Thus,

Inr = o+ f11n Z agpi/ei | + Bo Ind; + B3 (5.20)
i
Alternatively, noting that, by eqn (5.10)
pi _ragy; Vi
g VoW

it follows that

GiiPi _ i)
Z 6 Z vi'
so letting z; = ", a;yi/yi, the equation to be estimated becomes
Inrj = o+ f11Inz + f Ino; + v, (5.21)

where fy=Ina<O0(if a<1), <0, f,=1,v; is an error term, and
zj =Y ;ajyi/y; is proxied (with measurement errors since y; is unobserved)
by 3" aiyi, the sum, over all goods i upstream of j, of the product of US
exports of good i to Mexico, y;, times the share a;; of good iin goodj’s output.

Note that there is no endogeneity bias from the fact that z; is a linear
combination of intermediate-good exports from the US to Mexico that

The FOC yield y/x = p¥/*= or
1
lny_%—llnp—t-lnx,

a functional form close to eqn (5.18). If this equation is roughly invariant across tariff lines,
the elasticity of transformation between the US and the ROW can be retrieved from the
parameter estimate on the tariff-preference term, whereas the parameter estimate on exports
to the ROW should be insignificantly different from one.

The interest of this formulation is that because of the curvature of the transformation
surface, the export mixture is an interior solution even when the participation constraint
is binding (i.e. when p = 1), an observation that is largely true at the tariff line (although
not necessarily true at the firm level). This framework can be easily extended to a three-
dimensional choice in which exports to the US can be made under either the preferential
regime or the MFN one. If the choice between legal regimes for exports to the US involves no
efficiency consideration, the transformation surface can be represented as

X* + (YNarra + Ymen)" = R.

12 We also tested an alternative formulation, namely 3,' =302 B with f=0.9. The
results were similar.
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may be affected by final-good exports from Mexico to the US because z; is
calculated as an average for three years before NAFTA’s entry into force, so
the link between the two types of trade flows is tenuous at best. Thus, the
system is recursive and estimated as such.

As Estevadeordal’s RoO index is a categorical variable that takes on
integer values between one and seven, the political equation is estimated
as an ordered probit. As a result, direct quantitative interpretation of
parameter estimates in terms of eqn (5.21) is not possible. As the model
assumes that RoOs take the form of a continuous RVC, whereas actual
ones are combinations of discrete instruments, there is no way around this
difficulty.

5.3.3 Results

Estimation results are shown in Tables 5.2 and 5.3.

Column (1) of Table 5.2a shows results for eqn (5.21). The dependent
variable is the log of Estevadeordal’s index. The regressor called ‘upstream’
is z; averaged out over 1989-93. Its coefficient is negative as predicted and
significant at the one per cent level. The coefficient on the log of the US
MEN tariff is positive as predicted, and also significant at the one per cent
level. The coefficients are robust to other specifications where additional

Table 5.2a Regression results, RoO equation

dep. var (log) 1) ) 3)
Procedure RoO index RoO index RoO index
WLS WLS WLS
upstream —0.198 —0.194 -0.339
[0.007]** [0.007]** [0.066]**
US MFN tariff 2001 4.039 4.233 —2.006
[0.119]* [0.124]* [0.743]*
Mex. MFN tariff 93 —2.147
[0.177]
Agriculture 0.156
[0.623]
Final 0.066
[0.017]**
Constant 7.823
[0.919]**
Observations 34 927 33993 39 440
R-squared 0.34
Notes:

All regressions with section, year dummy and weighted bytotal Mex.exports. standard-errors in parenthesis.
“significant at 5% level, **significant at 1% level.

(1) and (2): ordered probit. pseudo R2

(3): ordered probit; heterogeneity by HS section.
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Table 5.2b Regression results, RoO equation

dep. var (log) “) ) 6) @)
Procedure pref.marg. pref.marg. RoO index pref.marg.
WLS WLS SURE SURE
upstream —0.069 0.001
[0.002]** [0.000]**
predicted RoO —0.006 —0.004
[0.001]* [0.0004]**
US MEFN tariff 2001 0.868 0.835 0.634 0.843
[0.004]* [0.003]* [0.032]*~ [0.002]**
Mex. MFN tariff 93 0.011 0.011 —1.785 0.011
[0.003]** [0.003]* [0.045]* [0.003]**
Constant —0.015 0.014 2.753 —0.015
[0.010] [0.010] [0.140]* [0.010]
Observations 33 993 33993 33993 33993
R-squared 0.85 0.85 0.48 0.85
Notes:

All regressions with section, year dummy and weighted by total Mex.exports. standard-errors in parenthesis.
*significant at 5% level, **significant at 1% level.

(4): RoO predicted in (1)

(5): RoO predicted in (3) —with heterogeneity-

(6) and (7): SURE equations. Correlation of residuals: —0.0001. Independence rejected (Breush-Pagan test)

variables are thrown in. In column (2), the coefficient of the log of initial
Mexican MFN tariff is negative and significant, which supports the view
that Rules of Origin are meant to avoid the trade-deflection effect. The
easier it is to enter into the Mexican market, the higher the rule of origin.
As expected, a final good is associated with a more restrictive rule of
origin.13 The relatively low explanatory power of the regression is not
a surprise given that it is very parsimonious, that the data is only a cross-
section, and that the dependent variable is itself a constructed one.
Column (3) takes into account heterogeneity in the coefficient of the
RoO index. Allowing for heteregeneity (at the section level in the HS
classification), the sign of the US MEFN tariff becomes negative, but the
coefficient of the ‘upstream’ variable that stems from the political-
economy model seems quite robust.

Columns (4) and (5) of Table 5.2b show an ad hoc regression of tariff
preferences on the log of the 2001 value of the US MEFN tariff (equal to the
steady-state value of NAFTA tariff preferences), the log of the Mexican
MEN tariff, and the predicted value of the RoO index from eqn (5.21):

In (1 + ) = 70 + 71 I (1 + 6) + 72 In (1 + ) + 37 + Vjr. (5.22)

13 We used the BEC’s classification rather than the WTO's because the latter classifies all
goods in automobile and machinery and equipment as final ones, whereas vertical trade in
those sectors is particularly important for Mexico.
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Table 5.3a Regression results, market-access equation

Dep. Var.: log Mex. pref. exports m 2) 3)
Exports to ROW 0.611 0.577 0.5761
[0.006]** [0.006]** [0.006]**
RoO restrict. —0.395
[0.031]**
Pref. margin 2.828 1.887
[0.199]* [0.193]
Chge of Chap. -1.095
[0.131]*
Chge of Head. —0.751
[0.115]*
Chge of Sub-head. -0.773
[0.112]*
Exception 0.506
[0.036]*
Reg. Value Content —0.432
[0.032]**
Tech. req. 1.000
[0.055]**
Upstream 0.226
[0.012]**
US MEN tariff 2001 3.128
[0.189]**
Mex MFN tariff 93 2.696
[0.305]**
Pref.margin=0 —0.147
[0.268]
US MFN=0 0.722
[0.280]*
Constant 7.094 7.925 3.748
[0.573]* [0.555]** [0.377]**
Observations 19 951 19 032 19 343
R-squared 0.70 0.72 0.71
Notes:

Dependent variable : log of Mexican exports under Nafta regime
All regressions are weighted. Standard-errors in parentheses. *significant at 5% level;
**significant at 1% level.

Tariff preferences are influenced by the US MFN tariff and, to a lesser
extent, by the initial Mexican tariff. Although ¢ and r are negatively
related along the model’s FOC condition, the negative coefficient of the
RoO index’s predicted value has no direct interpretation as observed pairs
(r, 0) are determined jointly by the FOC and the participation constraint.
The last two columns—(6) and (7)—of Table 5.2b show the results of
seemingly unrelated regressions, where the RoO restrictiveness index and
the preferential margin are assumed to depend on the same variables.
Independence between the two equations is rejected though the residuals
correlation is low.
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Table 5.3b Regression results, market-access equation

Procedure 4) 5) (6) 7) (8) 9)
LV. LV. 1.V. OLS OLS OLS
Exp. to ROW 0.597 0.586 0.625 0.604 0.604 0.607
[0.006]** [0.006]** [0.005]** [0.006]** [0.005]** [0.006]**
RoO restrict. -1.527 -2.219 -1.14 —0.689 -1.57
[0.110]** [0.091]** [0.061]** [0.037]** [0.116]*
Pref. margin 3.318 3.517 3.06 7.986 0.849 3.525
[0.233]** [0.244]** [0.224]** [0.359]** [0.242]** [0.229]**
RoO restrict*1994 —-0.078
[0.010]**
RoO restrict*1995 —0.043
[0.009]**
RoO restrict*1996 —0.065
[0.009]**
RoO restrict*1997 —0.054
[0.009]**
RoO restrict*1998 -0.03
[0.009]**
RoO restrict*1999 0.007
[0.009]
RoO restrict*2000 —0.005
[0.009]
Constant 9.351 10.852 6.755 6.15 8.855 9.399
[1.265]* [0.708]** [0.635]** [0.628]** [0.643]* [0.670]**
Observations 19 343 19 343 19 343 19 343 19 343 19 343
R-squared 0.68 0.65 0.7 0.7 0.7 0.7
Notes:

(4) and (6): pref.margin and RoO index instrumented. Instruments are upstream, US mfn tariff 2001,
Mex mfn tariff 1993, section, year

(5) pref.margin and RoO index instrumented (same variables as (4) + agriculture, final)

(7) RoO index predicted with an ordered probit (Table 5.2, eqns (5.2) and (5.4))

(8) RoO index predicted with an ordered probit with heterogeneous effects by section (Table 5.2,
eqns (5.3) and (5.5)).

(9) RoO and pref.margin predicted in SURE equations (Table 5.2, eqns (5.6) and (5.7))

Table 5.3 shows estimation results for the market-access equations
(5.18 and 5.19).

Columns (1)-(3) of Table 5.3a report estimation results of Mexican
exports ignoring the endogeneity issue. Column (1) shows the results of
eqn (5.18). The coefficient on the log of Mexican exports to the ROW is
0.61 (and is quite stable across equations). The coefficient of the prefer-
ence margin is positive, as expected, and significant at the one per cent
level. The sign of the coefficient of RoO restrictiveness is negative, as
expected. The explanatory power of the regression is quite high (with an
unadjusted R-square of 0.7). In column (2), Estevadeordal’s synthetic
index is replaced by a vector of binary variables that code if the RoO
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requires a change at different levels of tariff classification or a technical
specification, a regional value content and if it allows any exception to
the rule. The coefficients on RoO instruments are all significant at the
one per cent level. Concerning the changes in tariff classification, their
ranking is consistent with Estevadeordal’s index: the more demanding
the change in classification, the more negative is the impact of preferen-
tial imports. The coefficient of regional value content is also negative.
However, the coefficient of dummies associated with the requirement of
a technical specification or the existence of an exception are positive.
Perhaps, this might be explained by the fact that a technical requirement
is always associated with a change in classification. Column (3) runs the
same regression, where both the RoO index and the preferential margin
are replaced by explicative variables used in Table 5.2. All coefficients
are positive, including the upstream variable. The only exception is a
dummy that records if the preferential margin for that good is equal to
0. In that case, as can be expected, exporting under Nafta is of no interest.

Columns (4) and (5) of Table 5.3b take into account the endogeneity
problem by using instrumental variables for both the RoO index and the
preferential margin. As a result, the order of magnitude of the coefficient
of the RoO index increases to a level comparable to the coefficient of
preferential margin. Column (6) tests for the evidence of a learning curve,
by interacting the coefficient on RoO with year effects. The order of
magnitude of the coefficients of the interaction terms is indeed decreasing
over time and is not significant after 1999. A test of equality of coefficients
shows that the coefficients are significatively different only in 1997
compared to 1996 (and again in 2000 compared to 1999). The learning
curve is thus not as marked as for Central and Eastern European countries
(Tumurchudur, 2004).

Columns (7) and (8) of Table 5.3b show estimation results where the
preferential margins and the RoO index are replaced by their predicted
values from the sequential eqns (5.21) and (5.22) reported in Table 5.2.
Finally, column (9) reports the estimation results of Mexican exports on
preferential margin and RoO index predicted in the seemingly unrelated
regressions. Signs and levels of significance are unaffected, suggesting that
qualitative conclusions hold irrespective of the handling of endogeneity
issues. However, the magnitudes of point estimates are seriously affected,
especially if one takes into account a possible heterogeneity of the impact
of RoO across sectors, suggesting that quantitative conclusions must be
drawn carefully.
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5.4 Concluding remarks

Two messages come out of our results. One is empirical, the other con-
ceptual. First, at the empirical level, NAFTA’s Rules of Origin seem to
dilute the benefits generated by preferential trade liberalization, in terms
of market access, for Mexico. This result, which is in conformity with the
findings of the recent literature, suggests that RoOs should indeed be
viewed as an economically sensitive item rather than a technical one in
the agenda of bilateral trade negotiations. Moreover, the effect seems to be
stronger for final goods than for intermediate ones, in conformity with
what one would expect in a multistage production model where each
stage is located according to the production stage’s factor intensity and
the host-country factor abundance. This result begs the question, why do
Northern partners create policy instruments that put hurdles in a process
that is economically efficient? One reason might be that RoOs are the
price to pay for the acquiescence of Northern final-good producers
threatened by Southern competition. However, many of the final-good
assemblage activities undertaken by Southern ‘maquiladoras’ are non-
competing, making this explanation less than satisfactory.

The second point of our chapter is about this issue. We use a standard
model of endogenous trade policy—Grossman and Helpman’s common-
agency model—to explore an alternative logic, namely that RoOs reflect
political pressure by Northern intermediate-good producers interested in
creating captive markets for their goods in the South. The logic is as fol-
lows. On the assumption that the Mexican side is on its ‘participation
constraint’, i.e. that the rate of effective protection conferred to Mexican
final-good producers by the simultaneous use of tariff preferences and
RoOs is just about zero, tariff preferences are the price to be paid for
Mexican assemblers’ acquiescence to a system that forces them to buy US
intermediate goods. Seen in this way, as the model shows, preferences-
cum-RoOs amount to a pure transfer from US taxpayers to intermediate-
good producers, i.e. to a hidden export subsidy. Because export subsidies
are in violation of any country’s obligations under the GATT, recourse to
an indirect and inefficient substitute instrument—RoOs—makes sense.

Empirically, the model suggests the inclusion, among the right-hand side
variables of the second equation (RoO determination), of the product of
input-output coefficients by US intermediate sales to Mexico. This some-
what unintuitive prediction provides a test of the approach’s validity, since
it is difficult to think of an alternative theoretical approach that would lead
to the inclusion of that particular algebraic term. Empirical results are in
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striking conformity with the model’s predictions. In sum, they suggest that
the use of NAFTA to create a captive market for US intermediates was
indeed one of the forces shaping the agreement’s Rules of Origin.
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