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Preferential Rulesof Origin: Modelsand L evels of Rulemaking

LuisJorge Garay and Philippe De Lombaerde

1. I ntroduction

It has been argued that the proliferation of regiona trade agreements (RTAS) since the 1990s has been
accompanied by the design and implementation of less transparent, more restrictive and often
divergent rules of origin (ROs). These more complex preferentiadl ROs have led to higher transaction
costs (OECD, 2003) and are perceived to have limited the use of formally offered trade preferences
(European Commission, 2003a) and, therefore, the trade-expanding effect of preferential agreements
(World Bank, 2005:27,57). It has been stressed that these preferentia rules reflect specific sectoral
interests of the regional hegemonic economic powers (Krishna, 2002) and that they have been used as
neo-protectionist instruments (Vermulst, 1992; LaNasa, 1996; Schiff and Winters, 2003; Moisg,
2003b).

Transaction costs are aso specificaly related to the phenomenon of overlapping or partialy
overlapping RTAs (the so-called spaghetti bowl effect) (Schiff and Winters, 2003; OECD, 2003).
Differences and inconsistencies between different provisions at the regional level tend to increase
complexity and the lack of transparency.

At the same time, international production chains have become (and are till becoming) more
important in manufacturing (World Bank, 2005:46).* Even with a constant set of ROs, this implies a
greater impact of these rules on trade and production.

For these reasons, the harmonisation of ROs has been named as one of the most important challenges
for the work on trade facilitation in the framework of the WTO (Moisé, 2003a, 2003b).

The aims of this paper are: (i) to discuss the RO provisions for trade in goods in recent RTAS, (ii) to
anadyse the role of the two dominant rule-makers (EU and US), (iii) to identify the characteristics of
the two dominant regulatory models, (iv) to elucidate the influence of these two models on third
regions, and (v) to discuss the interaction between the regiona and the multilateral level of
rulemaking, where dow progress has been registered with respect to the harmonisation of non-
preferentia rules. Before developing these issues in detail, the economic and conceptual framework
for analysing ROs is briefly sketched.

2. The economics of preferential rulesof origin

Rules of origin perform different functions in regiona trade agreements (RTAs). From a forma and
administrative point of view, the rules confer origin to goods from particular countries, if they fulfil a
set of criteria classifying their origin, so that atariff benefit can be applied to the imported good. The
importing country can base the preferences on an agreement with the exporting country or region
(RTA), or on an autonomous granting of preferential access to its market. The criteriathat are thereby
used are diverse (see below).

4 The import content of manufactured exports varies between >45% (on average) in East Asia and the Pacific,
and around 25% in South Asia (World bank, 2005:47).



Contrary to the case of afree trade agreement (FTA), in a customs union (CU) with freely circulating
goods and a common externd tariff (CET), preferential ROs are in principle not needed. In practise,
however, CUs might apply a system of preferential ROs, mainly because many CUs are not perfect
(e.g. not covering the whole tariff universe, having border controls in place, etc.). In addition, CUs
may obvioudly want to use ROs to distinguish between different extra-regional origins.

A rule of origin consists of the requirement of a certain transformation deemed sufficient —substantial
transformation— so that a good traded between member countries in an FTA can be categorized as
originating in the region, and can benefit from preferentia treatment of trade within the FTA.

ROs are intended to avoid the proliferation of the phenomenon known as trade deflection: the
importation, under preferential conditions, from third countries through the member country with the
lowest externd tariff. From this perspective, the level of stringency of the RO should be associated with
the difference between the nationa tariffs of the member countries applied to imports from third
countries. The same incentive is created by GSP regimes for firms located in non-beneficiary countries.
Requiring a minimum level of substantid transformation aims to prevent such practices by limiting the
applicability of trade preferences to those goods that satisfy ROs.

According to the specialized bibliography, a “small” content requirement may increase the use of loca
factors of production, as long as the dadticity of substitution between local and imported factors is not
too low, and the content requirement does not grant excessve market power to loca producers.
However, additional increases in the content requirement may actually reduce the use of local factors of
production. When the benefit of increased employment and earnings of national firmsis greater than the
welfare loss due to increased prices, the “desirable” regiona content would be positive (Medrano, 1997).

Standard economic analysis of ROs focuses on the value content (or equivaent) requirements. Technical

requirements and origin certification are supposed to cause costs which unfortunately have not been

subject of any specific analysis. Under perfect competition the welfare analysis of preferential ROs can

be summarised asin figure 1.° The reference level of wefareis W, corresponding to a situation without
FTA. The figure shows the impact of signing an FTA with vaue-added based ROs with different levels
of redtrictiveness (a). With non-binding levels of value content (a < a) the production cogts are not

affected but the price level goes down with the implementation of the FTA; the consumer surplus gains
are greater than the loss of tariff revenue. A net positive welfare effect is obtained (classical case of trade
creation). The ROs become binding when a > a. The production cost and the price level in the
importing country will gradudly rise and the latter is therefore higher than the world price. This reduces
the net positive welfare effect of the FTA. When the tariff loss exceeds the gains in consumer surplus,
the net welfare effect can become negative. However, when the value content restriction becomes so
high that it is not profitable anymore to import under it (a > a,), the importing country starts to source
from third countries (at the world price + tariff) and the welfare leved fals back to the level in a Situation
without FTA.

In terms of trade flows and consistent with the previous analysis, ROs have an additiona and
independent effect on trade patterns, either reinforcing or acting againgt the patterns induced by trade
preferences. Their effect can thus be substantial, and even greater if one assumes that trade deflection in
manufactures is often accompanied by FDI deflection.

® The assumptions include: small countries (no terms of trade effects), constant returns to scale, zero tariffs on
imported inputs. For a complete analysis, see Krishna and Krueger (1995), Krishna (2002). For further
developments, including the introduction of multi-stage production, see Rodriguez (2001) and Duttagupta and
Panagariya (2003).



Figure 1: Restrictiveness of ROs and welfarein an FTA under conditions of perfect competition:
importing country per spective

Weéfare

W(a)

Wo (No FTA)

azay aza Restrictiveness of ROs

Source: Based on Krishna (2002:9).

If we relax the assumptions of the perfect competition model and alow for imperfect substitution
between imported and domestic inputs, for the possibility that domestic producers increase their market
power, and for the presence of multiple (overlapping) RTAS, then ROs may have additiona negative
effects on welfare.

Among alarge variety of effects of the ROs, one can mention the following:

(2) technological inefficiencies in the face of imperfect substitution between inputs, or in the
face of oligopolistic competition;

(2) discriminatory trestment, not only between sectors, but aso between types of producers
within a sector, by relatively favouring those firms whose production process has a grester
capacity for adapting to meet the requirements imposed by a RO;

(3) cascading restrictions on regiona trade, towards activities or stages late in the production
process,

(4) inequality in the distribution of benefits between factors of production, activities and
countries—in terms of production, consumption, and domestic and foreign investment—.

(5) incongistency and transparency losses as multiple ROs and tariff elimination schedules
are reproduced in presence of simultaneous overlapping FTAs (Garay and Estevadeordal,
1996).

The cumulation of ROs leads to welfare increasing (intra and extraregional) trade creating, trade
reorientating, trade expanding effects, and to welfare reducing trade diverting effects (Gasiorek et al.,
2003:12).



On the other hand, the potentia importance of operating and administrative codts for the certification and
verification of at least certain ROs should not be underestimated, both at the level of national customs, as
well asfor the producers themselves, which would make the losses in efficiency that might be produced
in the system as awhole more acute.

The issue of origin has taken on greater importance, among other reasons, because of: (i) the growth of
international trade and the proliferation of FTAsin the world; (ii) the increasingly widespread practice of
using inputs made in different countries in the multi-stage production processes of large and medium-
sized enterprises (Pawlak, 1995); (iii) the need to avoid the proliferation of opportunistic agents —"free-
riders"— which exploit in their own interest the benefits of free trade, without meeting established
conditions.

In the face of the variety of problems related to the specification and application of ROs, awide circle of
specidists has proposed the appropriateness of avoiding them by the establishment of a CET among the
member countries. However, if one of the reasons behind forming an FTA instead of a CU is based on
the presence of substantia differences between member countries with regard to tariff policy towards
third parties, it is clear that ROs can be used to enable the coexistence of such tariff differences with
preferentiad liberalization of intra-regional trade.

So, if it is decided to reconcile the different tariff policies for the purpose of achieving a CET, an
intermediate policy somewhere between the “desirable’ policies for each of the members would have to
be agreed upon. In this case, the economic evauation of the adoption of a "sub-optima” CET —
individualy and collectively— as an dternative to the application of another “sub-optimal” policy such as
an FTA with a RO regime, will depend on a comparative evauation, in terms of welfare, of the “sub-
optima” policies under consideration. The judgment about the relative benefit of each is an empirica
question that should be resolved on a case-by-case basis.

For this reason, various authors have proposed intermediate systems that allow for a choice between

policy mechanisms in accordance with the goals and needs of the member countries (Wonnacott, 1996a).
The complexity of designing a*second order” protection policy is one reason why, as stated by Pawlak
(1995): "the world business community has not established an international standard for determining the
origin of goods manufactured in more than one country, despite the fact that trade among countries
which ar e members of regional agreements represents more than four-fifths of the total volume of world
trade”.

The existence of “sub-optimal” policies on tariffs, quotas or regiona content requirements can be
explained, a least in part, by the presence of imperfections in the political markets and by costs
associated with the redigtribution of benefits/costs between economic agents (which prevent those who
benefit from trade liberalization from duly compensating the losers) (Garay and Quintero, 1997). In
addition, the flexibility of the substantial transformation rule leaves indeed ample opportunities for it to
be captured by interest groups (LaNasa, 1996).

However, the theory of endogenous protection® is not sufficiently developed in order to stipul ate without
ambiguity the direction of the influence of each and every possible operating factor such as: (i) the
concentration of domestic sellers-producers, (ii) barriers to entry that restrict externa and internal
competition; (iii) the presence of “disadvantaged’ interest groups —e.g., unions, syndicates-; (iv) the
scale of production and employment; (v) the degree of exportability/importability of domestic

® The "theory of endogenous protection” stipulates that protection results from an interaction between the demand
by interest groups that bear the costs of 1obbying with the benefits derived from the enjoyment of protection, and
the supply by the policymakers to those who provide with them some specific benefit, not necessarily economic. In
this context, the theory seeks to take into account factors besides the conventional ones to explain protection under
conditions of imperfect competition and in the presence of non-economic objectives.



production; (vi) the technica reationships in the production process —eg., relative factor intendty,
qualification of the labour force-. As Posner states: “Thisillustrates the essential deficiency of economic
theory on regulation in its current form. In the best of cases, it isa list of relevant criteria for predicting
when an industry obta7i ns favourable legidation. It is not a coherent theory that postulates clear and

verifiable hypotheses”.

As areault, it is to be expected that any attempt to evaluate economically ROs suffers from even more
serious errors and limitations than does the same andysis of endogenous protection, due, anong other
reasons, to the complexity of predicting the impact, in terms of protection, of introducing a certain RO in
an economy under conditions of imperfect competition.

When ROs are part of RTAs between countries with dfferences in development levels, specific
aspects of the political economy of ROs should also be taken into account. If structural differences
coincide with strong dependencies of raw materials and other inputs, usualy ROs are agreed upon
without difficulties (for example, Mexico-US within NAFTA, Uruguay-Argentina and Uruguay-Brazil
within Mercosur). However, if the negotiating parties are at the same time of considerable commercial
importance, the ROs are more sensitive in the negotiations (for example, US-Brazil, CAN-Mercosur)
(Guzman Manrique, sd). The use of positive lists in these cases will tend to favour existing producers.

3. Typology of rulesof origin

Different criteria are used in RTAs to confer preferential origin to imported goods. In addition,
specific trade agreements usually combine criteria even at the product level. Under the aegis of the
World Customs Organisation, the Technical Committee on Rules of Origin has standardised these
criteria (table 1). The essential rules apply to product categories, be it that they are defined on different
levels of aggregation of the Harmonised System. In addition, a number of genera (regime-wide)
criteriaare considered.

For goods that are wholly obtained or produced (from localy available raw materials or locally
produced components) in the exporting country, the determination of the origin is straightforward.
More difficult is the determination of the origin of goods with a production process covering two or
more countries. In that case, origin is conferred on the basis of a minimum amount of working or
processing in the exporting country (substantia transformation), according to the list rules.

At least three basic criteria have been used to determine whether a substantial transformation has
occurred: (i) a change in tariff classification (CT) between the fina good and the input and materials
from third countries used in the production process; (ii) a minimum content of nationd or regiona value-
added (VC) to the manufactured product, whichever goplies; (iii) the conduction of certain technica
processes or the use of certain inputs in production (technica requirement, TR) (table 1).

Thefirst criterion (CT) consists of a certain change in tariff classification of manufactured goods and
the foreign input and materials used in their production. For example, a change at the level of the tariff
heading (CTH) —that is, a the level of the first four digits of the Harmonized System of Tariff
Nomenclature®~ constitutes the basis for the system of preferential RO in cases like the European
Community and ALADI.

" Cited in: Trefler (1993:142).

8 The HS was developed by the Customs Cooperation Council (CCC) and implemented by the International
Convention on the Harmonised Commodity and Description Coding System on 1 January 1988. It is important
to note that the HS was not devel oped to be used in the determination of origin, but for statistical and commodity
classification purposes.



The CT can also be used sequentialy, like in the case of textiles in NAFTA. In this casg, the inputs
used to produce a final good should aso fulfil a CT criterion. This obvioudy raises the level of
restrictiveness of the rules and the potential for trade diversion. As Moise noted, sequential CTs
closdy resemble a TR (Moisé, 2003b).

Among the principal problems encountered in its application, a noteworthy one relates to the absence
of sufficient elements for determining those specific changes in tariff classification that guarantee an
equivalent “substantial transformation” in the production of each and every item in the tariff universe.
This is basically due to the fact that the Harmonized System was not designed for the purpose of
serving as the sole instrument for the qualification of origin of merchandises.

Besides the “positive’” CT criterion, a “negative’ criterion can be formulated whereby cases are
identified where a CT does not confer aigin. This negative criterion is usually formulated as an
exception to a positive CT rule (ECT). Negative usually more restrictive. Some of these negative rules
can in practise be considered as functiona aternatives for excluding sensitive goods from a
preferential trade agreement.

The second criterion (VC) involves a percentage defined as a maximum content of foreign inputs and
raw materiads —coming from third countries— for the manufactured good to be considered as
originating in the integrated zone, or, dternatively, the minimum percentage of regional value-added
required in its production to grant the good its originating character.

This criterion suffers from problems such as the following: (i) it tends to penalize the use of more
efficient cost-reduction techniques; (ii) it is highly sensitive to changes in determining factors of the
cost of production between countries, such as, for example, relative exchange rates, wages and labor
costs; (iii) it increases the cost of the administrative compliance procedure, given the need for strict
and expensive accounting, operational and financial procedures, both at the national customs level and
a the level of the producers themselves; (iv) it reproduces inequdlities in the distribution of benefits
between countries, not only by favouring countries with more verticaly integrated, and generaly more
complex production facilities —as in the case of industrialized countries- but aso by reatively
penalizing those countries with low wages and salaries, such as those that are relatively less
developed.

In addition, there is a problem associated with the reliable classification, according to its specific
origin, of intermediate materials and inputs used in production, and with the precise accounting of
their respective vaues in the regiona content value of the fina product, to avoid inappropriately
considering al of the input as originating or non-originating —phenomena known as “roll-up” or “roll-
down”—

The third criterion (TR) refers to the redization of certain technical operations or the use of certain
inputs or raw materials in production, as a requirement for granting qualification of regional origin for
agood processed in the region.

Apart from the technical difficulties of having access to an updated inventory of production techniques
at any time, its specification is discretionary due to the absence of classificatory elements that
objectively guarantee the equivalence of degrees of transformation in the production of different
goods. The TR criterion usualy has the highest compliance cost, compared to VC and CT (World
Bank, 2005:70).

Due to the practical impossibility of relying on a single criterion for determining the regiona origin of
each and every existing good, and based on the serious practica limitations for achieving a rigorous
gpplication of the value-added criteria, there is increasing receptiveness to proposals formulated for
smplifying the classification of origin as much as possible.



Generaly, regimes of origin include some additiona (regime-wide) clauses to facilitate its
adminigtration and the empirica verification of origin requirements. (i) The de minimis clause
establishes that for those cases in which the vaue of non-originating materials which do not satisfy the
requirement of achangein tariff classification constitutes less than a given percentage of the transaction
value of the manufactured good, such good shall not lose its status as originating in the region. (ii) The
roll-up clause (or: absorption principle) which alows an intermediate good that has acquired origin by
satisfying processing requirements —in spite that it incorporates some imported materias for third
countries— to be considered as fully origina in the caculation of the value added of its subsequent
transformation into another good. (iii) The cumulation principle which allows a member country to use
non-originating materials from another (member) country without losing the preferential status of its
fina product.

Congder a set of countries (A, B, C, ...) that signed an FTA. A bilateral cumulation clause permits to
use materias and goods that originate in a member country A in a production process in B and export the
resulting output back to A as if al these inputs were originating in B. Diagonal cumulation alows the
qualification of any good originating in any member country (A, C, D, ...) and used asinputsin B asa
good originating in the exporting member country B. Full cumulation allows to consider as originating in
B (for exportation to A) aso processed inputs imported from A, C, E, ... that are non-originating in these
countries.

RO regimes include further duty drawback provisions (clauses which prohibit the refunding of tariffs on
non-originating inputs that are included in a processed good which is further exported to another member
country’s market), lists of operations insufficient to confer origin, and certification provisions.

Table 1: Typology of ROs (Kyoto Convention)

Coverage Primary criterion Secondary criterion Tertiary criterion
Product-specific Wholly
obtained/produced
Substantial Change in Tariff | Chapter (HS-2) (CTC)
transformation Classification (CT) Heading (HS-4) (CTH)
Sub-heading (HS-6)
(CT9)

ltem (HS-8-10) (CTI)

Exception attached to
particular CT (ECT)

Vaue Content (VC) Domestic/Regional Value
Content (RVC) (min %)

Import Content (MC)
(max %)

Value of Parts (max %)

Technical  Requirement

(OR)
Regime-wide De minimisrule (max %)
Roll-up/Absorption
Principle
Cumulation Bilateral
Diagonal
Full

Source: Consolidated Text, Technical Committee on Rules of Origin, World Customs Organization (WCO),
Brussels.




4. Mapping preferential rulesof origin worldwide

From a cross-section of RTAS, the change in tariff classification appears to be the most widely used
criterion (Table 2). In a sample of 93 RTAs (FTAs and CUs), the criterion is used in 89 cases
(Estevadeordal and Suominen, 2003a:5). Import content, value of parts and technical criteria are dso
very often used in FTASs. The table aso shows that most of the RTAs use a combination of different
ROs, which does obviously not contribute to transparency and consistency.

De minimis rules, bilateral cumulation and roll-up clauses are also generally found in RTAs (table 3).
Diagona cumulation is amost exclusively a matter of the European RTAS.

Table2: Frequency of Various Product-Specific Criteria

Criterion
PTAs CT Value Content TR
MC RVC VP
Customs Unions 6 2 2 - -
(sample size = 6) (40-60%) (35-60%)
FTAsand other PTAs 83 68 7 67 74
(sample size = 87) (30-60%) (25-65%)

Note: CT = change of tariff classification; MC = import content; RV C = regional vaue content; VP =
value of parts, TR = technical requirement.
Source: Estevadeorda and Suominen (2003a5)

Table 3: Frequency of General RO Provisions

De Type of cumulation
PTAs minimis Bilateral Diagonal Full Roll-up
Customs Unions 3 6 0 0 2
(sample size = 6)
FTAsand other PTAS 85 87 58 8 81
(sample size = 87)

Source: Estevadeordal and Suominen (2003a:6)

The dominance of a particular criterion or combination of criteria, characterising sub-sets of RTAs
alows for the identification of families (clusters) of agreements around afew poles (models). A purely
empirical screening of the rules usedin different RTAS reveals the existence of two important clusters:
one around the EU (the so-called Pan-Euro model) and one around the US/NAFTA (Table 4). The
CACM regime is relatively close to the latter. In the following sections the European and American
regimes will be looked at in more detail.

The RO regimesin the rest of the world (mostly Asia and Africa, and which we will therefore call the
Indian Ocean model) are usually more transparent and simpler. The value criterion is applied across-
the-board, sometimes complemented with a change of tariff heading criterion.



Table 4: RO Regimes

TR

Regimes Application

A\ Selectivity
CTC
CTH
CTS
CTI
ECT
x| VC

' Europe Agreements, Euro-Med
Agreements, EU-Croatia SAA, EU-
FYROM SAA, EU-South Africa
FTA, EU-Mexico FTA, EU-Chile
FTA, ACP, EU GSP, EFTA -Mexico,
EFTA-Singapore

PAN-EURO

LAIA AB | | CAN, CARICOM
|
1

MERCOSUR INT | R ' MERCOSUR-Balivia,
MERCOSUR-Chile

CACM SS

el i Mexico-Costa Rica, Mexico-Chile,
Mexico-Bolivia, Mexico-Nicaragua,
Mexico-Northern Triangle, Chile-
Canada, G-3, US-Singapore, (US
Chile), (FTAA)

NAFTA SS

INDIAN- AB ? e ASEAN, ANZCERTA, SAFTA,
OCEAN SPARTECA, ECOWAS, COMESA,
Namibia-Zimbabwe FTA

SS = sectoral selectivity; AB = across the board; INT = intermediate; | = characteristic criterion; ? = less
characteristic criterion.

* MC 30-50%, ex-works

** MC 50%

*** MC 40%; RV C 60%

**** RV C 50-60% (60 FOB, 50 cost prod.)

**%xx MC 30-70%; RVC 25-35%

Source: Based on Estevadeordal and Suominen (2003a).

5. The Pan-European model

5.1. Presentation

The so-called Pan-European model of ROs, emerged in the 1990s as an effort to harmonise the origin
rules embedded in different FTAs celebrated by the EU since the 1970s.° The origin protocols with the
EFTA countries entered into force in 1972-1973, whereas the EEA agreement and the Europe
Agreements (with the associated CEECs) were signed in the beginning of the 1990s.*

Upon the request of the Copenhagen European Council (of 21-22 June 1993), in 1994 the Commission
submitted a report presenting a strategy for harmonising the preferential ROs to reduce the under-
utilisation of trade preferences and to maximise the gains from trade in a European context. It was
understood that both a more intense trade and better export opportunities for CEECs were essential
components for (economically and politically) stabilising Central and Eastern Europe after the regime
changes that took place in 1989-1990.

°® The EU is the only regional bloc that also adopted a common set of non-preferential ROs.
19 The Europe Agreements refer to a set of bilateral agreements with the CEECs with the objective to prepare
them for eventual accession.



The Commission proposed a three-step harmonisation programme:

() harmonisation of ROs among the five Visegrad countries, with the perspective to include
Bulgaria, Romaniain the regional cumulation scheme later;

(i) implementation of diagonal cumulation between EU, EFTA and the CEECs,

(iii) implementation of full cumulation.

The European Council of Essen (9-10 December 1994) adopted the proposal but made the third stage
conditional upon an evaluation of its expected consequences for EU industries. In 1997, harmonised
protocols replaced the pre-existing ones, covering an area comprised of the EU, the EEA, Switzerland
and the associated CEECs.

For each heading of the HS, the Protocols define what should be considered as sufficient warking or
processing for non-originating materials to qualify as originating goods. Whereas the previous
protocols explicitly privileged the change of tariff heading criterion at the 4-digit level (athough with
many exceptions), the new harmonised protocols do not provide a genera rule. The criterion is
established for each tariff heading. In many cases (about 25% of HS tariff headings), two criteria are
proposed, of which at least one should be fulfilled. The first criterion can be CT (CTH for more than
60% of HS tariff items), import content or atechnical criterion.™ If there is a second criterion, it refers
to the import content. There is a particular feature of the EU ROs in the sense that even when a given
RO requiresa CT at aheading-level or at a chapter-leve, it allows the use of inputs of the same heading
reducing the degree of stringency of the requirement. Thisisthe so-caled “soft rule of origin”.

In addition to these criteria, de minimis operations (e.g. not conferring origin if considered as such), a
(conditional) de minimis rule of 10% (e.g. non-originating materials up to 10% of the ex-works price
do not ater the origin of the good) with some exceptions like textiles and apparel products, roll-up, and
restrictive provisions on outward pocessing are established. Duty drawback is precluded at least 2
years after signing the FTA. Bilatera and diagonal cumulation is foreseen. Since 1999, the
corresponding provisions have been merged. Full cumulation was initially limited to the EEA.

The EU’s method of certification of origin provides two aternative procedures. atwo steps issuance by
the government’ s agency once a certification has been issued by the exporter or a competent agency or
an invoice declaration for approved exporters with a recognized record as a frequent exporter issued by
the custom authorities.

The Euro-Med Trade Ministerial Meeting held in Palermo on 7 July 2003 endorsed the “Pan-Euro-
Mediterranean protocol on rules of origin”, by which the system of diagonal cumulation will be
extended to all Mediterranean partner countries. Algeria, Egypt, Isragl, Jordan, Lebanon, Morocco,
Syria, Tunisiaand the West bank and Gaza Strip (and the Faroe Idands).™ The system will gradually
be implemented, conditional upon the replacement of the current protocols in the trade agreements
between the EU and the Mediterranean countries and the signature of FTAs among the Mediterranean
countries containing identical ROs. The southward expansion of the Pan-Euro zone was initiated with

1 No change specifies for almost 20% of the tariff universe.

12 Cyprus and Malta were also included in the protocol. The inclusion of the Mediterranean partners in the pan-
European system was decided in principle at the EU -Mediterranean Trade Ministerial of March 2002 in Toledo.
These advances are part of the economic and financial partnership dimension of the Barcelona process, initiated
by the establishment of the Euro-Mediterranean partnership at the Conference in Barcelona in November 1995.
The declaration supported the creation of an FTA by 2010 to be established through the completion of the Euro-
M editerranean Association Agreements (EMAS).
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the negotiations of FTAs with Morocco, Tunisia and Algeria, al containing full cumulation
provisions.*®

The generalisation of the system of diagona cumulation requires the fulfilment of the following
conditions: (i) FTAs with identical ROs should be in place both between the EU and the Southern
Mediterranean countries and among these countries, (ii) al administrative procedures have to be
harmonised, and (iii) al draw-back provisions should be withdrawn (Gasiorek et al., 2002:10-11).

5.2. Discussion

The lack of a transparent coexistence of different rules implied an important cost for the companies
involved in international trade with the EU before the harmonisation process. Especialy the rules
incorporated in the Europe Agreements were regarded as being too restrictive (Driessen and Graafsma,
1999:20-21). For small countries (e.g. most of the signing parties in the Agreements), depending
heavily on imported inputs, the rules were often difficult to meet and the possibilities for cumulation
were limited (limited to within the Visegrad countries, on the one hand, and within the Baltic
countries, on the other).

Estimations of direct administrative costs of origin certification in the EC-EFTA FTA were found to
be considerable. According to Koskinen (1983), these costs amounted to 1,4-5,7% of (the value of)
exports; according to Herin (1986) 3-5% of FOB export value.

The harmonisation process has had clear positive effects in terms of transparency and the possibilities to
cumulate. One of the most outstanding features of the European Union regime of origin isindeed its high
level of standardization and harmonization across the multiple FTAs signed since 1997, and the
remarkable similarity and continuity since the first protocol published in 1973.

As it is shown ly Estevadeordal and Suominen (2004), the degree of redtrictiveness of the EU ROs
appears to be directly related with the tariff phase-out: the fastest the tariff liberalization schedule, ceteris
paribus, least restrictive the ROs. As a consequence, there s a tendency to maintain relatively high
protection —via rules of origin— after intra-regiona trade liberaization to those goods with the dowest
tariff dismantling under the FTA.

Also it appears to be the case that the tariff eimination rhythm under the EU FTAs is faster when the
degree of competitiveness of the EU’ s partner country is lower and/or its distance and transport costs to
the EU countries are higher. This is the case of Chile which obtained the fastest phase-out of tariffs
among the latest extra-European FTASs (South Africa, Mexico and Chile).

In relation to the degrees of stringency of the EU FTAS, their strict similarities across agreements should
be noted. In those authors' words: “Two issues stand out. First, the average restrictiveness value for the
EU RO ... corresponds to the change of heading plus regional value content criteria, respectively. As
such, ... (the importance) of the change of heading rule in the EU’s RoO regimes. Second, the data
reveal important variation in the degree of restrictiveness across economic sectors within the two
regimes as well as striking similarities in the variation of cross-sectoral restrictiveness within each
agreement’.

Furthermore, the EU RO is dmost uniform (in terms of degree of restrictiveness) in near 15 out of 21
sections of the HS, that makes it look more like a firs-generation RO than a new-generation one.
Nevertheless, EU FTAS regimes provide specific sectora trangtion periods and adjustments between

13 Bilateral agreements have been signed with Israel (in 1995), Tunisia (1995), Morocco (1996), the Palestinian
Authority (1997), Jordan (1997), Egypt (2001), Algeria (2001), and L ebanon (2002).
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partner countries but they are rather of minor importance and concentrated on few products, and also
they tend to reduce the level of stringency of the RO corresponding to the singlelist.

Driessen and Graafsma evaluate the EU RO system generaly as complex, athough they recognise that
significant progress has been made in terms of internal logic and sourcing opportunities, compared to
the pre-existing protocols. According to them, considerable trade-deflection is likely in different
production sectors because of substantive origin criteria and the drawback prohibitions for CEECs
(Driessen and Graafsma, 1999:37-39). The drawback provisions are seen as a concession of CEECsto
the EU.

The most redtrictive rules are found in the following sectors: live animals, vegetable products, textiles

and apparel, food and beverages, and optics (table 5). The first three belong aso to the sectors with the
most restrictive rulesin NAFTA (see below).

Table 5: HS sections showing highest levels of restrictivenessin Paneuro and NAFTA ROs

NAFTA [average=5,1]

Paneuro 1. Live animds 4. Food, beverages and
[average = 4,5] 2. Vegetable products tobacco
11. Textile and apparel 18. Optics

3. Fatsand oils

5. Minera products

6. Chemicals

8. Leather goods

14. Jewellery

20. Works of art, misc.
Note: rules are considered as highly restrictive with restrictivenessindicators= 5 [minimum = 1, maximum = 7].
See table 7 for the methodological details.

Source: Based on Estevadeordal and Suominen (2003a:28).

A number of studies were performed to anayse the economic effects of extending the Pan-European
model to the Mediterranean partner countries. According to Hoeller et al. (1998), the relatively high
“local” content requirements in the EMAS (often 60%), restrict the (in principle, duty-free) accessto
the European market for manufactures. In practice, and given the cumulation provisions, this
frequently means increasing the content of EU inputs.

Restrictive ROs have been linked to the underutilisation of EU preferences and, consequently, their
insufficient developmenta impact (World Bank, 2005:52). As shown in Table 6, preferentia imports
count only for about 50-55% of total imports from beneficiary countries.

Table 6: Preferential importsasa proportion of total imports from beneficiary countries (in value)
2001

GSP Non-GSP
1998 14,53 % 46,01 %
1999 14,06 % 46,41 %
2000 12,01% 42,49 %
2001 12,34 % 44.83 %
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Note: The percentages do not add up horizontally because a number of countries belong to both the GSP and
another preferential arrangement.
Source: European Commission (2003a:tables T1, T2, T3)

Candau et al. (2004) found that, in genera, underutilisation of EU preferences does not have an
important impact on protection encountered by non-EU exporters. They did find, however, that the
utilization is generaly correlated with the tariff margins, suggesting significant compliance costs.
They found exceptionally low utilization rates for textile and wearing under GSP (and EBA), and
identify the restrictive ROs as main causes for this. Brenton and Ikezuki (2004) confirmed that the low
preference utilisation rates by EUs commercia partners in textiles can be linked to the restrictiveness
of the ROs.

Using gravity models, Gasiorek et d. (2002) estimated that the absence of diagonal cumulation
reduces bilateral trade volumes by between 40-45%."* A CGE analysis showed that RO cumulation is
expected to lead to positive effects on production levels (+2 to 3%) and wefare (+ 0,5%), and,
logically, increases in intra-regional trade. Estevadeordal and Suominen (2004) demonstrated also that
cumulation has a significant impact on intra-regional trade.

In 2003, the European Commission launched a major project to prepare the revision of the European
system of rules of origin. A Green Paper was produced and a wide-ranging consultation process was
started. The objectives of the Green Paper were summarised as follows: “ [p]referential origin rules
need to be fundamentally reviewed, especially in view of the level of duties likely to emerge from the
new round of multilateral trade negotiations, the roleto be played by preferential origin rulesin free
trade agreements and the policy of market access and supporting sustainable development.
Management procedures and supervisory and safeguard mechanisms also need to be designed to
make sure that preferential arrangements are used properly and shield the business community and
the financial interests at stake from abuses of the system. The purpose of this Green Paper isto help
the Commission to formulate guidelines in response to these objectives, taking account of the various
interests at stake and the contributions expected from those involved in the preferential arrangements”
(European Commission, 2003a:4).

The consultation process involved mainly businesses (companies and business organisations) involved
in internationa trade (approx. 70% of respondents) and authorities (EU, third countries and regions,
approx. 30% of respondents). It ran from January until March 2004. The key findings were
summarised as follows (European Commission, 2004):

(1) “The present origin rules do not fit current economic redlity for the following reasons:
= they do not correspond to the global production model of the market,
= they reflect past defensive policy aims,
= they do not correspond to the new manufacturing and processing operations which
are currently taking place,
= they do not reflect technological advances,
= they should take more into consideration actual market, trade, industry and
agriculture conditions.
(2) The current origin rules are seen as too complex, restrictive and they lack transparency.
(3) Thereisaclear cal for rationalisation and smplification of the origin rules.
(4) The current system should be changed in order to provide an adequate level of assurance
that the products for which preferential treatment is claimed do actually satisfy the origin
rules.

14 The analysis was carried out with aggregate flows. Is is likely that more disaggregated flows would reveal
more variation.
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(5 The system of paper-based certificates should be replaced by an electronic document.

(6) There is a need for increased Community monitoring and greater coordination and
cooperation to ensure compliance with the rules of origin.

(7) There was support for the introduction into preferential agreements of clauses on
suspensions of preferences and financid liability” (European Commission, 2004:4).

At thispoint, it is gtill too early to foresee a mgor change in the origin regimein place. It is likely that
further initiatives will be taken to make the rules more transparent and to optimise the administrative
and technical aspects of the regimes. It is not clear, however, whether expressed goals like “ supporting
development” and “taking into consideration actual market, trade, industry and agriculture conditions’
are always compatible.

The consultation process sheds probably some light on the political economy of European ROs; the
distribution of respondents (see above) probably reflects relatively well the political weights of the
different interest groups influencing the European decision making process on ROs. It is not surprising
then that, according to the magjority of the respondents, European preferential rules reflect the
objectives of European industria policy (rather than trade or development policies) (European
Commission, 2004)."

6. TheNAFTA Model and origin regimesin the Americas

6.1. Presentation of origin regimesin the Americas
Basic characteristics

Regiona integration agreements in the Americas include the Latin American Integration Association
(ALADI), the Centrd American Common Market (CACM), the Andean Community (CAN), the
Common Market of the South (MERCOSUR), the Caribbean Community (CARICOM), and the North
American Free Trade Agreement (NAFTA), as well as other “new-generation” FTAs signed in recent
years. ALADI has served as a modd for MERCOSUR, the Andean Community, and CARICOM.

NAFTA has been used as amode for Mexico's agreements with Bolivia, Costa Rica, and Colombia and
Venezuda (the so called Group of Three —G3-), for Chile's agreements with Canada and Mexico, and
for United States FTAs with Chile and Central America. The CACM stands at an intermediate point
between the two. NAFTA-type FTAs (new generation FTAS) such as the G3 agreement by Colombia,
Mexico, and Venezuela and Mexico's bilateral treaties tend to be more comprehensive than the ALADI

typein that they cover issues such as services, investment and public procurement.

They also contain more specific and detailed origin regimes. Traditiona integration schemes in Latin
America have relied on rules that are less selective and more uniform than those found in NAFTA-type
agreements, which employ a multiplicity of families of rules at the tariff item level. What follows
compares the principa features of three regimes that are used as reference frameworks. ALADI,
NAFTA, and the CACM (Garay and Cornejo, 1999).

ALADI. The ALADI origin regimeisoutlined by Resolution 78 which establishes as a generic requisite
for a good to qudify as of regional origin, a change in tariff classfication at the heading level (4-digit
level) of the Harmonized System (HS) or aregional value added of no less than 50% of its FOB export
value. Thisis applied to al items of the tariff schedule, with the exception of afew cases. In spite of its
smplicity the ALADI regime has not defined the qualification criteria and administrative procedures
with sufficient operationa rigor to ensure its strict observance (Devlin, Garay and Estevadeordal, 1997).

15 On UNICE’s position on ROs and customs policy, in general, see: UNICE (2000).
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Although the main elements of the origin regimes of MERCOSUR and the Andean Community are
smilar to those of Resolution 78, there are some noteworthy differences. The Andean Community hasan
origin regime sSmilar to that of Resolution 78, and it also admits speciad requirements in exceptiona
cases (Decisions 231 of 1987, 293 of 1991, updated by Decision 416 of 1997 of the Commission of the
Andean Community). In addition, it grants Bolivia and Ecuador preferentia treatment. The Andean
Community used some specia requirements in the 1970s as part of its import-substitution and industrial
sector planning strategies. In 1997 important provisions were introduced regarding origin administration
to the member countries' competent government authorities in this area, detailed sanctions applicable to
certification agencies, and regulations on the criteria and procedures for setting specific origin
requirements—SOR- (Garay and Corngjo, 1999).

The framework of reference of the MERCOSUR ROsis also Resolution 78 of ALADI. For some goods,
the MERCOSUR regime demands a 60 percent level of added value and, in addition, a change in tariff
heading. Furthermore, MERCOSUR Decision 16/97 sets specific origin requirements for alist of goods
from the chemical, iron and sted, data processing, and communications This type of requisitesis applied
on an exceptiona basis and prevails over the genera criteria The MERCOSUR regime provides for

some type of differentia treatment to some products with origin in Paraguay. This differential treatment
applies to alimited number of products and years. Likewise, in the agreements signed by MERCOSUR
with Bolivia and Chile a differentia treatment is also envisaged with less demanding conditions set for

the goods coming from Paraguay and Bolivia.

NAFTA. The NAFTA regime is distinguished by its complexity, specificity and detail, in marked
contrast to the ALADI regime™. (1) It is a system of specific rules at the tariff-item level combining
some or even dl of the four qualification criteria. (2) It defines more than one rule for determining a
good’s origin; in these cases gpply a family of ROs. At least 70% of the tariff items are covered by
families of ROs. (3) It usesthe CTH criteriain a much more versatile fashion than do the other regimes.
(4) 1t uses the regiona content criterion for around athird of al items, either alone or, more frequently,
in combination with one of the other criteria. (5) It establishes a minimum regional content value of 50 or
60 percent, depending on the method, and cal culations use the net cost or transaction value method. (6) It
includes concepts not used in earlier regimes, such as the de minimis clause, accumulation, roll up and
the introduction of sdlf-certification by exporting companies.

Near 45% of the tariff universeis subject to arule of origin based on a CTH —17 percent of the cases as
the only component, another 17 percent accompanied by another component: an exceptionto CTH and 7
percent accompanied by two components. VC and TR-. Furthermore, for amost 42 percent of the tariff
universe a RO based on a CTC applies —25 percent of the cases as the only component, 6 percent
accompanied by an additional component. an exception to the CTC and ancther 6 percent by two
components. an exception to CTC and TR— and other 8 percent on a CTS at a subheading level —2
percent of the cases as the only component and 4 percent accompanied by an additional component: VC—

The NAFTA regime of origin is the framework and guideline of the so called new-generation regimes of
origin in the Americas.

CACM. The CACM regime is a combination of the ALADI and NAFTA systems. The main criterion is
the CT one, but it is gpplied more flexibly than under ALADI Resolution 78. Instead of being applied
uniformly at the HS four-digit level, it is measured in terms of changes in chapter, heading, and
subheading. In a number of cases the CACM regime alows exceptions to be made to the primary change

6 This level of detail in NAFTA rules can be seen in the official Mexican bulletin General Rules for the
Application of the Customs Provisions of the North American Free Trade Agreement, in which the rules of origin
count almost 100 pages.
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in tariff heading that is specified. Only with regard to some specific goods does it set additional specific
criteria, such asregional content and technical requirements. To date, these have rarely been applied. Use
is made of concepts such as the de minimis clause; there is no provision for differential treatment for
less-developed countries. The CACM regime aso introduces a series of rules and procedures to ensure
correct administration of and due compliance with the ROs.

Differences between regimes

The principal differences among these regimes have to do with whether they follow uniform or
differentiated application of the rules, apply multiple criteria, and use value-added tests (table 7).

Diversity. The change of tariff classification criterion (CT) is applied uniformly in the ALADI regime at
the HS four-digit level, regardless of the type of merchandise. In contrast, under NAFTA and the new-
generation regimes the required CTC varies between goods. a change in chapter, heading, subheading, or
even tariff item may be required.

Multiplicity. The origin regimesin MERCOSUR, the CACM, the Andean Community, and ALADI are
basicaly defined in terms of the CTC or, dternatively, a given level of regiona content; in some
exceptional cases acombination of criteriais used for specific lists of goods. In contrast, the NAFTA and
the new generation regimes are based on amulltiplicity of criteria, which prevents any one criterion from
being singled out as the guiding principle for determining origin. In part, this multiplicity reflects the
high degree of detail and sdlectivity contained in new generation FTAS.

Alternation. In ALADI, MERCOSUR, the CACM, and the Andean Community aternation'’ is uniform,
with the additional feature that each rule is based exclusively on a single qudification criterion: for
example, the first criterion is based on a change in tariff heading and the aternate one on a specific
regional content value. In contrast, NAFTA and new generation regimes frequently offer a variety of
aternate rules for determining a good's origin, without each rule necessarily being based on a single
qualification criterion. In practice, however, the levels of stringency within aternative rules which
condtitute a family differ as aresult of the different requirements of the criteria used to determine origin.

Calculation Method. ALADI, MERCOSUR, and the Andean Community require the FOB or CIF
transaction value of the merchandise to be used in calculating its regiona or nationa content. These
values are well known, and they require neither the exporter nor the customs authorities to keep specia
records or employ additional controls. On the other hand, NAFTA and new-generation regimes tend to
use two aternate methods for calculating regional content: net cost and transaction value. Estimating the
value of regional content using the net cost method requires detailed records of and information on
merchandise promotion and sales costs. The CACM regime stands midway between these two groupsin
that it uses two methods to determine regional content: transaction value, defined in accordance with the
WTO's Customs Vauation Code, and normal price, caculated from the FOB price of the exported
goods and the CIF price of third-country components.

The new generation agreements contain novel concepts aimed at, among other goals, increasing the
flexibility of the tariff classfication change criterion by introducing de minimis clauses facilitating the
regional integration of production processes by alowing the cumulation of regiona components in
caculating regional content values and streamlining the origin certification process by enabling
exporting companies to issue their own certificates.

They aso specify verification, control, and sanction procedures and activities with greater detail and
precision —aspects that an origin regime must address and that were not dealt with adequately in some
“first-generation” agreements—. Although, it should be noted, some of these stipulations or innovations

17 Alternation is to be understood as the application of more than one rulein classifying the origin of agiven good.

16



can increase the cost of adminigtrating the ROs for both the public and private sectors, they do guarantee

adequate rigor in the application of the regime.

Table7: Origin regimesin the Americas

REGIME OF CRITERION CRITERION OTHERS SPECIFICITY MEMBER OTHER METHOD OF ADMINISTRATION
ORIGIN 1) ) 3) COUNTRIES CLAUSES CALCULATION
TREATMENT
1. ALADI Changein tariff Regional value _ Uniform for the No differential _ Based on aFOB No rigorous
classification at added no less tariff universe, treatment or aCIF value of administrative
aheading level than 50% of based on asingle transaction procedures
(4- digit level), FOB value qualification
or criterion
a. Andean Idem ALADI, Idem ALADI Specific Idem ALADI, Preferential _ Idem ALADI Imposes detailed
Community or requirementsin except for some treatment  for sanctions applicable to
exceptional cases exceptional cases | less developed certification agencies
countries
(Bolivia and
Ecuador)
b. Mercosur Idem ALADI, Regional value Specific Idem ALADI, Preferential _ Idem ALADI
or added no less requirements for a except for alist of treatment to
than 60% list of goods (like goods some products
chemicals, iron, withoriginin
steel, data Paraguay
processing and
communication)
2.NAFTA Changein tariff Regional value Technical Diverse, not No differential De minimis, Net cost or Specifies verification,
classificationin added of 50% requirementsin uniform between treatment accumulation transaction value control and sanction
amore versatile | or 60%, and/or terms of specific goods, based on a and roll up procedur es in detail
fashion than the process of multiplicity of and precision.
other regimes, production or criteriaand a Introduces self -
from achange inputs variety of certification by
at atariff item alternativerules exporting companies
level upto a
changeat a
chapter level
(8,6,40r2
digit level)
3.CACM Idem NAFTA, Regional value Technical Diverse, not No differential De minimis Midway between Stipulates some rules
or added content requirements for uniform, based treatment for ALADI and and procedures to
for some exceptional goods basically on a less developed NAFTA: reinforce verification
specific goods, change of tariff countries transaction value and control
or classification according to
WTO's Custom
Valuation Code,
and normal price

6.2. Discussion
Comparing origin regimesin the Americas

Upon the recent proliferation of FTAs under the scheme of open regionalism a tendency towards the
adoption of origin regimes has been observed which stand between the classic, referred to as first-
generation, and the new generation. In principle it would seem that differential regimes have been taking
shape in the case of the FTASs established in recent years by some countries or regiona groups, which
may turn out to be decisive in the integrationist dynamics of the American Hemisphere. These countries
or groups could be conceived as akind of “poles’ of FTAs systems in the region.

A “pol€’ is understood to be the set of FTAS that use as a frame of reference in the definition of their
origin regime the negotiations carried out under a specified FTA, in such away that its contents are very
similar in their regulatory aspect as well as in the specification of the ROs at the level of tariff
subheading.

Currently, there are around twenty five different origin regimes in the region; for this reason a way to
progress in the comparison consists in determining whether a “representative” origin regime exists and
its level of “representativity”, for a set of FTAs that may comprise a“pole’. And then to apply the same
procedure between regimes considered as “poles’.
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Therefore, it is necessary to begin by assigning, at the tariff subheading level (6-digits of the HS) a
vector of numerica ordina values (one value per component of requirement) to each one of the RO
criteria established in the FTAs to be compared. Then, for each component at the tariff subheading level,
to compare datistically the corresponding values in the different agreements (for example, for a specified
subheading to compare datisticaly the values assigned to the CT in the five agreements that comprise
the eventud pole-regime of the Mexican FTAS). This comparison is operationalized, at the level of each
tariff subheading, through the statistical mode (the value repeating more often) of the values stipulated
for a specific component in the FTAs considered. The comparison is repeated for al the components and
it is established whether a representative value exists for each one of them, or not (in statistical terms).
The degree of “representativity” is given by the frequency of the mode: as from a certain threshold, a
greater frequency is associated to a greater representativity.

Accordingly, to identify a charcteristic RO within an FTAs-pole the resulting ordina vaues are
calculated for each component of the rules compared at the subheading level: CT, ECT, VC, TR.

To illugtrate, if the change of tariff classification in each one of the five (FTAS) agreements of the
Mexicanpole regime were: 4, 4, 3, 4 and 4, its statistic mode would be 4 asiit is the value repeating more
often. Additiondly, the frequency of the mode would be 80% since the moda value repeats four times
from atota of five cases compared.

A resulting value is representative when the frequency of the statistical mode is not inferior to a specified
percentage of the number of cases considered (for example, 66.7% or 75% in the case where three or
four regimes are compared, respectively). The greater its frequency, the closer the mode will be to the
arithmetic mean and, consequently, the greater its satistical representativity —and the higher the degree
of amilarity between the resulting rule and the rules of the agreements under comparisorn—.

A rule is representative when identical rules exist between the compared regimes and/or when its
resultant components have high frequency modes. In generd, it is to be expected that the larger the
quantity of identical components (equa value for all the regimes being compared), the higher will be the
degree of representativity of the resulting rule. In principle, a rule comprised by three identica

components and the remaining with a high frequency, is less representative than one integrated by four
identical components, but is more representative than one comprised by two identica components and
the remaining two with a high frequency.

To facilitate the determination of the degree of representativity of the resulting rules it is convenient to
classify them according to the greater or lesser smilarity existing between the standing rules of the pole-
regimes being compared, a the subheading level or tariff item. This grouping is defined in five
categories according to its degree of similarity/dismilarity: identical, highly similar, fairly smilar,
similar and scarcely similar.

It isworth to stress that there are significant similarities among the new-generation regimes of origin in
terms of the structure of their most important families of ROs. In the case of NAFTA, G3 and Mexico-
Costa Rica FTAS, thisis ratified a both the aggregate and sectord level (e. g. 2digits ISIC), with the
exceptions of the chemical, petroleum and plastic manufacturing sectors. For instance, 16 families of
ROs cover 88 percent of the tariff items (8-digit of the HS); 5 of them cover at least 65 percent of the
items.

Furthermore the regional content criterion is included in families of ROs applying to 42 percent of the

items in the case of NAFTA and 38 percent in the two other FTAs under consderation (Garay and
Estevadeordd, 1996).
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This degree of consistency is greater when only the G3 and the Mexico-Costa Rica Agreement are
compared; between them, the first eight families correspond and cover 63% of the subheadings (6-digit)
of the tariff universe.

In addition, it should be noted that the degrees of stringency between the G-3 and the NAFTA rules —
taking the tariff subheading as the basic unit of anaysis— are significantly correlated®, both at the level
of the economy and at the sectord level (2-digit of the classfication ISIC, rev.2).

Notwithstanding the high degree of correspondence between types of families of ROs among new
generation agreements, in comparing the degree of stringency of the ROs between the G3 and the
NAFTA, it isfound that at least a priori, the average degree of stringency of the G-3 ROs tends to be
lower than that of the NAFTA rules (with a statistical difference between average degrees of stringency
significant at the 0.01% level of confidence) (Garay and Quintero, 1997).

These same characteristics tend to be replicated in the case of the FTAs recently signed by US with
various Latin American countries such as Chile and some Centrad Americans. high degree of
correspondence of their ROs but relatively lower level of stringency of origin requirements in relation to
NAFTA.

As a reault, it can be argued that the first new generation regime of origin of NAFTA tends to be
reproduced in others FTAs subsequently signed by countries like US and Mexico during the last decade.
But at the same time there is a clear tendency to smplify the new generation regime by reducing the
cases subject to dternative rules, stressing the change of tariff classification as a predominant
qudification criterion and reducing the degree of stringency, at least ex ante, in relaion to the NAFTA
origind regime of origin.

Garay and Cornejo (2001a, 2001b) point to the same conclusion, by showing that a representative pole-
regime of origin exist for the FTAs subscribed not only by Mexico but dso by Mercosur with other
countries of the American Hemisphere, since only 3% of the subheadings may not be assigned to a
representative RO of the corresponding pole regime, and that to 80% of the sub-headings corresponds a
representative rule of the pole regime that is either identical (the Mexico pole case in 60% of the cases or
the Mercosur pole in 72%) or a least it features a high degree of smilarity between the regimes
compared.

Following these authors, it is worth highlighting some of the digtinctive main features of the
comparison/differentiation between the four decisive origin regimes currently in effect in the Americas—
NAFTA, MCCA, Mercosur pole FTAs and Mexico pole FTAs-:

(1) 44% of the subheadings compared (4538 subheadings from the tariff universe at the 6-digit
of the HS) have a representative RO for the regimes compared. The existence of only nine
representative ROs for the four regimes being compared is to be highlighted.

(2) The degree of “representativeness’ of the distinctive rules of the four origin regimes may be
specified as follows: arepresentative rule, which isidentical in the four regimes is applied to
4% of the subheadings of the tariff universe, a highly smilar rule between regimes
corresponds to another 6%; a fairly smilar rule applies to another 20% and a similar or
barely similar ruleis applied to another 14%. Moreover, a certain trend would seem to exist
showing arelatively higher level of “smilarity” between the regimes of origin in the case of
goods with less technological complexity.

18 With positive Pearson correlation coefficients (greater than 0,3) with alevel of confidence of 0,01%.
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(3) The main ROs representative of the four regimes are; CTC (without exception or VC or TR
requisites) applicable to 44% of the subheadings with a representative rule —that is, 877
subheadings—; CTH (without any other requisite) applicable to 32% of the subheadings as
representative rule; CTC with exception to raw materias included in certain subheadings
and with TR, gpplicable to 11% of the subheadings with representative rule.

(4) For the remaining subheadings of the universe it is not possible to assign a representative
RO for the regimes considered because thereis at least one origin rating criterion for which
arepresentative value does not exist. The absence of representativeness does not necessarily
imply adiscrepancy in al the components of the rule, rather, on the contrary, in the magjority
of casesthe discrepancy is present in only one or two of its criteria

(5) For the 2530 subheadings without a representative rule the cause for the dissmilarity occurs
in 71% of the cases related to the CT criteria and, to a much lesser extent, to the ECT.
Besides, in only 327 of such subheadings the discrepancy is generated around two or more
criteria

(6) The MCCA origin regimes and the one representative of the MERCOSUR pole tend to be
the mogt dissmilar among the origin regimes considered. In particular, both regimes differ
specidly in the employment of the CT criteria (MERCOSUR pole 59%, and MCCA 55%)
and, to a lesser extent, in the ECT (MERCOSUR 26% and MCCA 27%). The remaining
differencesin the criteria of origin rating are of scarce relative importance.

(7) The NAFTA regime differs substantially from other regimes only in 23% and 10% of the
subheadings without a representative rule in terms of the CT and the ECT criteria,
respectively. The Mexico pole regime stands out for having the lesser dissimilarities as it
differs sgnificantly from other regimesin only 5%, 10% and 6% of the subheadings without
a representative rule in terms of the CT, the ECT and VC criteria, respectively (Garay and
Corngjo, 20014).

ROs and US Protectionism

The US authorities have been aware of the possible trade restricting effects of ROs for some time. In
1987, a well-known publication of the United States International Trade Commission was presented
before the U.S. House of Representatives, which identified some of the principal problems with the
criteriafor determining origin, and presented four basic principles for rules of origin: (1) uniformity, (2)
smplicity, (3) predictability, (4) expeditious administration (USITC, 1987). In addition, it recommended
adopting a focus based on the execution of a certain production process for conferring origin upon the
resulting good, but which unfortunately suffers from the disadvantage of requiring a detailed, up-to-date
inventory of the available processes for manufacturing the universe of goods.

From the beginning of the 90s there were signas that ROs might gradually be used more as
instruments of protection (Nogués and Quintanilla, 1992:305). The major protectionist effects of
NAFTA ROswere found in clothing, automobiles and color televisions (Schiff and Winters, 2003:79).

Cadot et al. (2004) sustain that NAFTA ROs have a preference diluting effect in terms of market access
for Mexico and that the effect is progressive (affecting relatively more the final goods). They show that
the redtrictive use of ROs should not necessarily be seen as the result of protectionist pressures for US
competitors, but as the result of pressures from the side of US producers of intermediary inputs trying to
create a captive market in Mexico.
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The administrative costs of the origin certificates in NAFTA were estimated at around 1,8% of the
value of exports. The trade distortion effect of the ROs were estimated to be equivalent to an average
tariff of around 4,3% (World Bank, 2005:70)."

The NAFTA regime shows the highest levels of ex ante trade redtrictiveness in the world. It is worth
mentioning that the regime tends to prevent trade deflection and to maintain relatively high protection
after intracregiond trade liberalization to those goods with high tariff protection from third countries
before the FTA (Estevadeordal, 2000). The strategic nature of origin policy can be claimed through the
direct relationship between the degree of a priori stringency of ROs and the tariff level applied to third
parties for a least the “key” member countries in the respective FTAs and with the preference margin
granted to intra-regional trade, and through the differentiation in degrees of stringency for certain types
of goods (Garay and Quintero, 1997; Garay, 2002).

Asanillugtration, in the case of NAFTA emphasis should be placed on the significant direct correlation
(i.e. Spearman rank correlation) between the degree of stringency and the U.S. tariff level applied to third
paties (in specid for the items for which the Mexican tariff level is higher than the U.S. level), both at
the level of the economy and industria sector as awhole, and at the level of seven of nine manufacturing
sectors (ISIC, 2 digits). For near 80% of the tariff universe, the NAFTA ROs would seek to preserve, at
least partialy, the level of U.S. protection against foreign competition, by imposing stricter requirements
on imports from Mexico when the U.S. tariff applied to third partiesis higher.

In addition, for the genera average, the manufacturing sector and five out of nine industria sectors
(ISIC, 2 digits), an inverse Satistical relationship is observed (Spearman correlation at the 0.01% leve of
confidence) between the degree of stringency of the NAFTA RO and the margin of preference that the
U.S. concedes to Mexico, but specificaly for those items for which the Mexican tariff level is higher
than the US tariff leve to third countries.

These characteritics of the U.S. protection policies and the NAFTA origin regime coincide with what is
often argued in specialized circles, in the sense that the design of such policies has responded to alarge
extent to the lobbying power of the various interest groups in the US economy and that, therefore, it has
been shaped in large part by gods of a drategic nature. It was not gratuitoudy that the chief US
negotiator for the NAFTA origin regime stated (Simpson, 1997): "The failures of NAFTA basically stem
from well-intentioned efforts to respond to the needs of various groups, without duly considering the
consequences for the operation of the NAFTA as an agreement intended to liberalize and stimulate
trade”.

Furthermore, as Garay and Quintero (1997) argument: ‘In both the descriptive statistical and basic
econometric analyses, it was not possible to prove the simple hypothesis on the goal of seeking to avoid
or attenuate the eventual deflection of trade, either for the G-3 origin regime or for the NAFTA. In

contrast, there seems to be enough basis to claim the strategic nature of origin policy through the direct
relationship between the degree of a priori stringency of rules of origin and the tariff level applied to
third parties for at least the* key” member countriesin their respective FTAs and —although to a lesser
extent, especially in the case of the G-3— with the preference margin granted to intra-regional trade, and
through the differentiation in degrees of stringency for certain types of goods. In this sense, ... the
NAFTA's origin policy aims to reinforce the trade policy of liberalizing the flow of goods between the
U.S and Mexico, thereby acquiring the character of a trade policy as such. Additionally, it is observed
—especially for items for which the Mexican tariff to third countries exceeds Colombia’ s- that the G-3
rules of origin tend to preserve, at least partially, the Mexican level of protection against foreign

19 Based on Ansom et al. (2004) and Carrere and de Melo (2004).
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competition, by imposing requirements on imports from Colombia that are dricter, when the tariff
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Mexico appliesto third partiesis higher™ .

On the basis of the NAFTA experience, Smpson proposed some basic recommendations for designing
the Free Trade Area of the Americes —FTAA—. Among those relating to origin, the following are
noteworthy (Simpson, 1997): (1) iminating the requirement of regional content value, because it is the
principa cause of the exaggerated requirements of storage, processing and auditing of information in the
agreement, which render it "Byzantine in its complexity”; (2) using smple ROs based on change in tariff
classification as a trangition to a CU, avoiding changes at any level of aggregation that goes beyond 6
digits; (3) creating partid customs unions to ensure the elimination of ROs in the corresponding sectors
and alowing continua progress towards a true CU.

Given the leadership assumed by the United States in negotiating FTAs with different countries of the
American Hemisphere, and the fact that the reproduction of an origin regime of the new-generation type
has been adopted as a commercia strategy (not as complex, diverse, specific and stringent than the
origind NAFTA regime of origin), the growing predominance of this type of origin regime in the
commercid bi- and multilatera relations is evident for an important number of countries and regional
groups in the Hemisphere.

In the event an FTAA and/or an FTA negotiation between the US and MERCOSUR would be
concreted, this trend would be further reinforced to the extent that an origin regime more similar to one
of the new-generation (NAFTA and Mexico-pole type) would be adopted for the Hemisphere.

Meanwhile, an origin regime relatively dissmilar would continue in effect (with the above-mentioned
specific differences) for the trade between an important group of countries, especialy among the
MERCOSUR countries and between these and the Andean countries and Chile.

Recently, some empirical work has been done on the ROs used in the framework of the Africa Growth
and Opportunities Act, signed in 2000. Mattoo et al. (2002) and Wamsey and Rivera (2004) found
that its medium term effects would be much more important without restrictive conditions on market
access and that ROs are the most important category of these restrictions. Clothing is a particularly
problematic sector.

7. Comparing the Pan-Euro and American regimes. a summary

In order to compare the EU ROs and the new-generation and first-generation FTAs in the Americas, the
following representative regimes have been selected: new EU RO regimes (FTA with South Africa,
Mexico and Chile), NAFTA — Mexico-pole type and MERCOSUR-pole type, respectively.

(1) In the case of the first component of the RO (CT criterion) of the first alternative rule, the
EU regime is highly concentrated on the change a a heading level (CTH, 4-digit level HS),
60 percent of the tariff universe in comparison with 45 percent and 100 percent in the cases
of new-generation and first-generation regimes. The following requirement in terms of
importance is change at a chapter level (CTC): 14 percent in the EU regime and 42 percent
in the new-generation regime—none in the first-generation case-.
Asadifference, the EU regime does not establish a CT criterion for amost 25 percent of the
tariff subheadings of the HS; for more than 85 percent of these cases it imposes a wholly-
obtained or a ceiling of 40-50 percent of non-originating materials.

20 This general tendency would be counteracted to a certain extent in the specific case of those raw materials and
some non-durable goods for which the tariff Mexico applies to third parties exceeds the respective Colombian
tariff.
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Almost 25 percent of the tariff universe is subject to a value added (VC) or import content
(MC) requirement under the EU’ s origin regime, in contrast to the 8 percent and 34 percent
under the new-generation and first-generation regimes in the Americas. The VC requirement
is applied basically to those cases subject to no CT or to a CTH under the EU ROs and in
high proportion to those cases subject to a CTH under the new-generation regime. This
requirement is applied as an additional component to the CTH.

Near 21 percent of the tariff universe is subject to a TR criterion under the EU FTAS, 15
percent and 43 percent under the new-generation and first-generation regimes in the
Americas. This criterion is highly concentrated as an additional component to the CT at the
chapter and heading level under the EU ROs and new-generation regime. It is applied with
the CTH under the first-generation regime.

Nonetheless, as argued by Estevadeorda and Suominen (2004): “ Thefiguresreveal therich
diversity of combinations of different RO criteria across sectors particularly in the EU- and
NAFTA- based RO regimes, MERCOSUR RO are more uniform ... . Even though NAFTA
RO diverge at the sectoral level fromthe EU model, the differences are seldom marked but
derive fromthe particular combination of RO. Particularly notable are the prevalence of the
exception to CTH and VC criteria in combinations with the CTH criteria. Both NAFTA and
the EU RO regimes rely heavily on TR in the textile sector, which can have important
implications to production patterns. ... However, NAFTA and EU models do divergein a
dimension that is beyond the scope of the figures. NAFTA uses the regional value content as
the main VC RO, whereas the EU mainly employs the import content criterion”.

The ex ante degree of redtrictiveness of the NAFTA RO regime is higher than the one of the
EU regime (10 percent higher on average), except in 4 out of 20 sectors such as. live
animals, vegetable products, eectrical equipment and optics. The first-generation RO
regime shows the lowest ex ante degree both on average and at the sectora leve.

The degree of redtrictiveness varies among sectors up to the point that while it tends to be
uniform in sections 13 to 21 of the HS for EU’s RO regime, it varies significantly and tends
to be relatively higher under the new-generation regime. This Stuation is reversed in the
case of section 4 (foodstuffs).

(6) All aternative RO regimes establish aroll up dause and alow cumulation (bilateral but not

7

diagona accumulation with the exception of the EU FTA with South Africa and Poland),
two of them incorporate a de minimis clause —e. g. 10-15 percent in the EU's FTAsand 7
percent in NAFTA— and preclude drawbadk after a given date—e. g. 2 yearsinthe EU FTA
with Mexico and 5 years for Mexico under NAFTA—.

In terms of the certification method, there are important differences. While the new
generation RO regime dlows self -certification, the first-generation requires a certification by
a public entity or a private entity approved as a certifying agency by the government. The
EU’s RO regime establishes a two-step private and public certification.

Table 8 summarises the degrees of regtrictiveness of the different RO families (clusters), using the
methodology developed at the IDB.

Table 8: Redtrictiveness and facilitation index numbers. Paneuro, NAFTA and M er cosur

clusers

| Restrictiveness | standard deviation | Facilitation index |
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| index (RI) | (RI) | (FI)
Paneuro cluster
Paneuro 481 1,37 2
EEA 4,81 1,37 3
EFTA-Croatia 4,81 1,37 1
NAFTA cluster
NAFTA 5,15 1,16 3
US-Chile 4,37 1,61 3
Canada-Chile 4,61 1,43 3
G3 4,94 1,46 2
Mexico-Nicaragua 477 131 3
Mexico-Costa Rica 477 1,31 3
Mexico-Balivia 4,96 1,37 3
Mercosur cluster
Mercosur 2,00 0,00 1
Mercosur-Chile 2,98 1,85 1
Mercosur-Bolivia 3,02 1,84 1
CACM
CACM | 2,00 | 0,00 | 3
LAIA cluster
LAIA 4,00 0,00 1
Andean Community 2,00 0,00 1
CARICOM 2,00 0,00 1

Methodological note: The restrictiveness index (RI) shows the ex ante restrictiveness of an RO regime. The
numbers in the table are unweighted averages of RIs calculated at the HS 6digit level. Ordinal values are
attached to different ROs: 1 (CTI), 2 (CTS), 3 (CTS + VC), 4 (CTH), 5 (CTH + VC), 6 (CTC), and 7 (CTC +
TR). Implying that: 1 = Rl = 7. See also Estevadeordal (2000) and Garay and Cornejo (2002) for an alternative
algorithm. The facilitation index (FI) evaluates the ex ante effect of the regime-wide rules. The minimum value
of Fl is zero (de minimis = 5% and no other regime-wide rules apply. The values 1 to 4 reflect the application of
1, 2, 3 or 4 of the following additional rules: diagonal cumulation, full cumulation, drawback, self-certification
(inany order). The value of 5 is reached witha de minimis= 5% and all other rules apply. Thus: 0= FI = 5.
Source: Estevadeordal and Suominen (2003a:35).

8. Thelndian Ocean RO regimes

The RO regimes of the preferentia trade areas in the rest of the world include ASEAN, ANZCERTA,
SAFTA, ECOWAS, COMESA, SADC and the Namibia-Zimbabwe FTA. These regimes are
characterised by relatively smple rules, applied across the board. Usually a value content criterion is
used, sometimes the CTH criterion. The MC varies from 30 to 70%; the VC rule from 25 to 3%
(Estevadeordal and Suominen, 2003a; table 9).

Table 9: Restrictiveness and facilitation index numbers: Indian Ocean regimes

Restrictiveness standard deviation Facilitation index
index (RI) (RI) (F1)
AFTA 4,00 0,00 1
ANZCERTA 4,00 0,00 2
SADC 4,68 1,40 2
COMESA 2,00 0,00 1
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[ECOWAS [3,00 [0,00 1

Methodological note: Seetable 7,
Source: Estevadeordal and Suominen (2003a:35).

The SADC case is sometimes used to illustrate that these regimes might undergo the influence of the
development of the more complex (and restrictive) regimes of the EU and the US/NAFTA. SADC

rules initially consisted of a CTH, RVC of minimum 35%, or an MC of maximum 60% of tota

inputs.”* However, they were revised and include now more restrictive content requirements and

technical requirements were also added (Flatters, 2002). According to Schiff and Winters (2003:8), the
revision shows the influence of the rules embedded in the EU-South Africa agreement and the EU-
ACP trade preferences.

9. Theextra-regional expansion of the NAFTA and EU modds

The US/INAFTA model expanded primarily southwards on the American continent. Given the
leadership assumed by the United States in negotiating FTAs with different countries of the American
Hemisphere, besides that many Latin American countries aready have FTAs with other countries in the
Hemisphere under the “new generation” origin regime, which can be further reinforced if the FTAA
(Free Trade Area of the Americas) succeeds, it can be argued that the NAFTA -type or “new generation”
regime of origin is becoming the predominant for trade between the American countries. This same
tendency is observed for the case of those FTASs that the United States is negotiating with countries of
other Continents like Australia and Singapore. Contrary to the EU, the Us has shown more flexibility
regarding ROs, especidly in the framework of extra-regiona agreements. The US-Jordan and US
Israel FTAS, for example, rely basically on the VC rule (Moisé, 2003b). The agreements with |srael
show therefore levels of restrictiveness significantly below the NAFTA level resembling thus more the
Indian Ocean model. The US-Singapore and Chile-Korea FTAs show more complexity (table 10).

At the same time the EU origin regime is becoming established between those Latin American countries
which sign a FTA with the European Union —as there are the cases of Mexico and Chile, and probably
MERCOSUR in the foreseeable future-, as well as other countries like South Africa (De Lombaerde,
2003). The EU exported its moddl also indirectly via the EFTA-Mexico and EFTA-Singapore
agreements (although the latter is dightly less restrictive) (V C criterion) (table 10).

Further expansion of the dominating models is to be expected with the negotiation and conclusion of
new agreements by the EU (EPAs, EU-Mercosur FTA, GCC, EU-CACM, EU-CAN, ...) and the US
(SACU and hilaterals with Thailland, Colombia, Peru, Ecuador, Panama, ...). The level of
restrictiveness of the ROs contained in these agreements has already been signalled as one of the
important determinants of the development effectiveness of these agreements (World Bank, 2005:32).

As a conseguence, in order to harmonize the regimes of origin on a multilateral basis it should be
unavoidable to proceed in atwo-track strategy. On the one hand, a progressive harmonization of the two
most important prevailing regimes in the world: NAFTA-type (“new generation”) and EU modd, and,
on the other, an adoption of common criteria, methodology and administrative procedures for the
preferential and non-preferentia origin regimes.

Table 10: Restrictiveness and facilitation index numbers: extra-regional EU centered and
US/NAFTA centered agreements

2! These rules were similar to the COMESA ROs.
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Restrictiveness standard deviation Facilitation index
index (RI) (RI) (F1)

EU centered agreements

EU-Mexico 4,82 1,36 2

EU-South Africa 4,81 1,37 4
EFTA-Israel 4,81 1,37 2
US/NAFTA centered agreements

US-Isradl 3,00 0,00 2
Canada-lsradl 4,00 0,00 4
Mexico-lsrael 4,00 0,00 3
Chile-Korea 4,69 1,08 3

Methodological note: Seetable 7,
Source: Estevadeordal and Suominen (2003a:35).

10. Linkages between preferential rulesand the multilateral trade system

Preferential ROs are linked to the multilateral trade system in different ways. The proliferation of new
preferentia rules contained in the various FTAS that have been signed since the 90s has not made the
international trade rules more transparent and is likely to have had some trade diversion effects. ROs
under “new generation” regimes tend to vary among FTAs depending on the underlying “sensitivity” to
intraregiona competition and on member countries strategic goals. The proliferation of FTAs and GSP
regimes has generated a problem of multiple ROs, which entail costs of origin administration for both
governments and individua manufacturing and exporting companies and which give rise to
inefficiencies in resource dlocation and specidization patterns. Any important initiative to make
preferentia rules more transparent or, taking it a step further, to come to a harmonized system of
preferential rules will obvioudy have to be launched at the multilateral level. And the harmonisation
process of non-preferential rules will logically be the obligatory point-of-departure. While this process
might thus contribute to the harmonisation of preferential ROs, it is aso the case that, at the same
time, preferentia rulesin recent RTAs aso influence (and complicate) the negotiation process on non-
preferential rules harmonisation.

Although one might think that ROs will become of less importance given the general trend towards
lower tariffs and the elimination of quotas, it should be recognised that rules of origin derive their
importance not exclusively from their capacity to determine the applicability of these traditional trade
barriers, but that they are aso relevant for other issues on the current and future broader trade agenda
such as trade marks and origin marking (TRIPs), TRIMs, SPS, public procurement, exclusive
economic zones, anti-dumping, etc.

10.1. Harmonization of non-preferential rules

The GATT General Agreement established that each importing country will define the rules of origin
to be used in the application of the most favoured nation treatment and to other non-preferential

commercia policy instruments.

Given a variety of distortions that are to be reproduced by a multiplicity of regimes of origin, in
November 1982 the Ministers agreed in studying the regimes of origin applied by Member Countries.
An agreement concerning a general framework for the rules of origin was reached as part of the final
results of the Uruguay Round of Multilateral Trade Negotiations (MTN).
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The 1994 Agreement on Rules of Origin (ARO) of Marrakesh, reached at the Uruguay Round of
multilateral trade negotiations foresaw the initiation of a work programme to harmonize non-
preferential ROs? Before the Uruguay Round, no multilateral rules existed in the framework of
GATT.

The Agreement came into force on January 1st, 1995. Article 1.2 of the Agreement, which defines the
parameters and the scope of its gpplication, refers to al rules of origin23 used in "non-preferential
commercia policy instruments, such as in the application of: most-favoured nation treatment under
Articles|, I1, 111, X1 and X1II of GATT 1994; anti-dumping and countervailing duties under Article VI
of GATT 1994; safeguard measures under Article XIX of GATT 1994; origin making requirements
under Article IX of GATT 1994; and any discriminatory quantitative restrictions or tariff quotas [as
well as] rules of origin used in government procurement and trade statistics’.

The work programme launched in 1994 was scheduled to be completed within three years of initiation
(art. 9, 1994 ARO).* For this purpose, a Committee on Rules of origin and a Technical Committee on
Rules of Origin, under the auspices of the Customs Co-operation Council (CCC), were established
(art. 4, 1994 ARO). This deadline and subsequent deadlines were not met. The lack of consensus in
agriculture, textiles and clothing explain to a large extent the failure of the process so far (Schiff and
Winters, 2003:31). On the other hand, progress in the harmonisation process is not independent from
the discussion on other issues like TRIPs (trademarks, origin marking), SPS, anti-dumping, etc.

Apart from a set of principles that should guide the work (objectivity, predictability, coherence, non-
pursuing strategic trade objectives, based on positive standards, etc.), the agreement expressed a
preference for the CT criterion to establish the substantial transformation of goods when more than
one country is concerned in its production. The harmonisation process is thus conducted on a product
sector basis, defined as chapters or sections of the Harmonised System (HS) nomenclature. If and only
if the CT criterion cannot be used (in principle, for technical reasons), a harmonised rule should be
sought as either an ad valorem percentage or a technical requirement (manufacturing or processing
operations).

The new work programme after July 1998 focused on problematic areas, including: the analysis of the
implications of the harmonized rules of origin on other WTO agreements, discussion on product-
specific rules, outstanding issues on product-specific rules, definitions, etc.

Whereas APEC has for obvious reasons been absent from the debates on preferential ROs, it has been
actively supporting the harmonisation process of non-preferentia rules since the agreement on the
1995 Osaka Action Agenda.

The harmonisation process has been criticised because the effective participation of the different
countries is rot guaranteed. According to La Das, for example, because of a lack of human and
technical resources, the participation of developing countries is sub-optimal, resulting in a
harmonisation process which does not fully take their interests into account and finally give rise to an
unbalanced set of rules (La Das, 2003).

22 The harmonised set of ROs will be established by the Ministerial Conference as an annex to the ARO, and will
thus technically and formally be part of the legal text of the GATT 1994.

% Rules of origin are defined in the Agreement on Rules of Origin as, "... hose laws, regulations, and
administrative determinations of general application applied by any Member to determine the country of origin
of goods provided such rules of origin are not related to contractual or autonomous trade regimes leading to the
granting of tariff preferences going beyond the application of paragraph 1 of Article 1 of GATT 1994" (Article
1.1 of the Agreement on Rules of Origin).

24 For information on progress of the process, see WTO (2003, 2004).
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Only when the harmonisation process will be finaised, it will be possible to systematically compare
preferential and non-preferential rules.

10.2. Regulation and harmonisation of preferential rules

Severd anadysts have aready called for multilateral rules, complementary to Article XXIV, for the
treatment of NTBs and the definition of ROs in FTAs. Wonnacott (1996b) proposed to eiminate the
ROs below a certain tariff level. Serra et al. (1997) proposed as a rule that ROs should not be more
restrictive than before the FTA. Schiff and Winters (2003) evauated the former proposal as too mild
and the latter as not practical. These authors rather favour a single set of ROs, agreed internationaly,
or arule stating that a country’s preferential ROs should be identical to its non-preferential rules; this
would reduce the use of ROs for protectionist purposes. Estevadeordal and Suominen (2004) aso
caled for harmonised ROs taking non-preferential rules as a model.

At the same time, bi-regional business sector initiatives like the Transatlantic Business Dialogue
(TABD) have addressed issues related to ROs?” It is not impossible that these might play a functional
and more prominent role in future harmonisation initiatives.

Although the Agreement on Rules of Origin was complemented by a “Common Declaration with
Regard to Preferentiadl Rules of Origin”, dgnificantly, no mention was made of the need for
harmonization in this area. The text is limited to defining preferential rules, and a series of general
principles applying to the application and the reform of rules (clarity, transparency, publicity,
objectivity, based on postive standards, notification). The principles of neutrality and non-
discrimination of the ARO were not reiterated in the Common Declaration.

Efforts to establish basic principles for greater harmonization of the rules applied by FTAs and those to
be agreed on by the WTO should therefore be pursued. Although this will be a complex task, a number
of basic, transparent principles for the harmonization process can be applied.

It would be advisable to sdect principles like the following: select a specific objective to RO as an
instrument of trade liberaization; minimize the number of criteriato be applied in determining the origin
of aproduct, giving preference, for example, to a CT for reasons of smplicity and transparency; where a
choice between origin criteria exists —the lesser the number of cases, the better—, ensure that the
aternatives (in such cases unavoidable) require an equivalent degree of transformation; guarantee as
much as possible transparency and simplicity in the procedures required for the verification of the
observance of origin criteria; promote a multilateral agreement within the framework of the WTO to
apply a common methodology for the specification of ROs between preferentid and non-preferential
trade liberalization (Garay and Estevadeordal, 1996). In particular, preferential ROs should use non-
preferential (WTO/World Customs Organization) rules as a reference point. ROs should not be used
when the differences between FTA members' third-country tariffs are minima or when their tariff levels
are low. Efforts should be made to harmonize externd tariffs on a sectora basisin areas where the nature
of production processes and the internationalization of production make administrating ROs particularly
complex.

11. Conclusions

The proliferation of RTAs has led to a proliferation of preferential ROs. These rues have become
more complex and less transparent over time, resulting in higher transaction costs. Moreover, they are
apparently increasingly used for protectionist purposes, especially by industrialised countries in
sectors like textiles and clothing, automotive products and agriculture (provided they are included in

%5 See e.g. UNICE (2000:51-61).

28



the RTAS). The prevailing ROs therefore lead to the underutilisation of trade preferences by exporting
countries in the South and they imply important governance costs for the developing countries.

The EU and NAFTA rules, which are the most restrictive rules in the world and which typically show
high degrees of variation between product categories, represent the dominating models. They are still
increasing their influence in the rest of the world. Therefore, N-S models are usually more restrictive
than S-S modes. The relatively recent proliferation of inter-regional agreements are important
transmission channels for the diffusion of these models.

There is clearly a need for multilateral regulation of preferentiadl ROs. The de facto proximity
(smilarity) of the EU, US and NAFTA models (or, more precisely, “new generation” models)
provides opportunities for harmonisation initiatives. De jure harmonisation of preferential ROs will
not be reached in the short run, however. This depends on (i) how the harmonisation process of non-
preferential rules evolves, (ii) how the origin concept will be treated in other areas of multilateral
rulemaking such as trademarks, origin marking, anti-dumping, SPS, etc., and (iii) protectionist
pressures in specific sectors.

The regulation and/or harmonisation process might benefit from new and detailed analyses of the costs
of the existing amalgam of preferential rules of origin.

12. References

Ansom, J., O. Cadot, A. Estevadeorda, J. de Melo, A. Suwa-Eisenmann and B. Tumurchurdur (2004),
“Rules of Origin in North-South Preferential Trading Arrangements with an Application to NAFTA”,
Research Unit Working Paper, INRA, (0406).

Brenton, P. and M. Manchin. (2002), “Making EU Trade Agreements Work: The Role of Rules of
Origin”, CEPS Working Document, Centre for European Policy Studies, Brussdls, (183).

Brenton, P. and T. lkezuki (2004), “The Value of Trade Preferences for Africa’, Working Paper,
International Trade Department, The World Bank, Washington DC.

Cadot, O., J. de Melo, A. Estevadeordal, A. Suwa-Eisenmann and B. Tumurchudur (2002),
“ Assessing the Effect of NAFTA’s Rules of Origin.” Mimeo.

Cadot, O., A. Estevadeordal and A. Suwa-Eisenmann (2004), “Rules of Origin as Export Subsidies’,
Working Paper, IADB.

Candau, F., L. Fontagne and S. Jean (2004), “The Utilisation Rate of Preferences in the EU”, Paper
presented at the 7" Global Economic Analysis Conference, Washington DC, 17-19 June.

Carrere, C. and J de Melo (2004), “Are Different Rules of Origin Equally Costly? Estimates from
NAFTA”, CEPR Discussion Paper, (4437).

De Lombaerde, P. (2003), “The EU-Mexico Free Trade Agreement: Strategic and Regulatory Issues,
Journal of European Studies, (11).

Devlin, R. and A. Estevadeorda (2001), “What's New in the New Regiondism in the Americas?’, in: V.
Bulmer-Thomeas (ed.), Regiona Integration in Latin America and the Caribbean: The Political Economy
of Open Regionalism, ILAS, London, pp. 17-44.

Driessen, B. and F. Graafsma (1999), “The EC’'s Wonderland: An Overview of the Pan-European
Harmonised Origin Protocols’, Journal of World Trade, 33(4):19-45.

29



Duttagupta, R. and A. Panagariya (2003), “Free Trade Areas and Rules of Origin: Economics and
Politics’, IMF Working Paper, (WP/03/229).

Estevadeordal, A. (2000), “Negotiating Preferential Market Access. The Case of the North American
Free Trade Agreement”, Journal of World Trade, 34(1):141-166.

Estevadeordal, A. and K. Suominen (20033), “Rules of Origin in the World Trading System”, Paper
prepared for the Seminar on Regiona Trade Agreements & the WTO, Geneva, 14 November.

Estevadeordal, A. and K. Suominen (2003b), “Rules of Origin: A World Map”, Paper presented at the
seminar “Regional Trade Agreements in Conparative Perspective: Latin America and the Caribbean
and Asia-Pacific”, PECC — LAEBA, Washington DC, 22-23 April.

Estevadeordd, A. and K. Suominen (2004), “Rules of Origin in Europe and in the Americas. Issues and
Implications for the EU-Mercosur Inter-Regiona Association Agreement”, INTAL-ITD Working Paper
15, January.

European Commission (2003a), Green Paper on the Future of Rules of Origin in Preferential Trade
Arrangements, Commission of the European Communities, Brussels, (COM (2003)787final).

European Commission (2003b), Green Paper on the Future of Rules of Origin in Preferential Trade
Arrangements - Questionnaire, Commission of the European Communities, Brusseals.

European Commission (2003c), Made in the EU Origin Marking, Working Document, Eurgpean
Commission, DG Trade, Brussdls.

European Commission (2004), Green Paper. The Future of Rules of Origin in Preferential Trade
Arrangements. A Summary Report of the Results of the Consultation Process, European Commission,
Brussals.

Flatters, F. (2002), “SADC Rules of Origin: Undermining Regiona Free Trade”’, Paper prepared for
TIPS Forum, Johannesburg, September 9-11.

Garay, L.J. and A. Estevadeorda (1996), "Proteccion, desgravacion preferencial y normas de origen
enlas Américas’, Integracion & Comercio, vol. O, Year 1, January.

Garay, L.J. and L.F. Quintero (1997), “ Characterization and structure of the rules of origin of the G-3,
NAFTA and ALADI: Their relevance to the case of Colombia’, IDB, Washington D. C. (mimeo).

Garay, L.J. and R. Corngjo (1999), “Rules of origin in Free Trade Agreements in the Americas’, in:
M. Rodriguez, P. Low and B. Kotschwar (eds.), Trade Rules in the Making. Challenges in regional
and multilateral negotiations, OAS and Brookings Institution Press, Washington D.C.

Garay, L.J. and R. Corngjo (20014), “Metodologia para € andisis de regimenes de origen. Aplicacion
en e caso delas Américas’. INTAL-ITD-STA, Documento de trabagjo 8, Septiembre.

Garay, L.J. and R. Corngjo (2001b), Characterization and Comparison of Rules-of-Origin in the

Americas, Divison of Integration, Trade and Hemispheric Issues, Inter-American Development Bank,
Washington DC.

30



Garay, L.J. (2002), “El papd de las normas de origen en los acuerdos de libre comercio en €
hemisferio americano”, in: De Lombaerde, P. (ed.), Integracion Asimétrica y Convergencia
Econdmica en las Américas, Universidad Nacional de Colombia— Antropos, Bogota, pp. 219-241.

Gasiorek, M., P. Augier and C. La-Tong (2003), “The EU and the Southern Mediterranean: The
Impact of Rules of Origin”, Discussion Papersin Economics, University of Sussex, (Feb.).

Guzmén Manrique, G. (sd), Régimen de origen en los acuerdos comerciales regionales, Secretaria
Generd, CAN, Lima

Herin, J. (1986), “Rules of Origin and Differences between Tariff Levels in EFTA and in the EC”,
EFTA Occasional Paper, (13).

Hodller, P., N. Girouard and A. Colecchia (1998), “The European Union’'s Trade Policies and Their
Economic Effects’, Economics Department Working Paper, OECD, (194).

Koskinen, M. (1983), “ Excess Documentation Costs as a Non-Tariff Measure: An Empirical Anaysis
of the Effects of Documentation Costs’, Working Paper, Swedish School of Economics and Business
Administration.

Krishna, K. and A.O. Krueger (1995), “Implementing Free Trade Areas: Rules of Origin and Hidden
protection”, in: Levinsohn, J., A.V. Deardorff and R.M. Stern (eds.), New Directions in Trade Theory,
The University of Michigan Press, Ann Arbor, pp. 149-187.

Krishna, K. (2002), “Rules of Origin”, mimeo.

Krueger, A.O. (1997), “Poalitica Economy of Mexico’'s Entry into NAFTA”, in: Takatoshi Ito and
A.O. Krueger (eds.), Regionalism versus Multilateral Trade Arrangements, University of Chicago
Press, Chicago.

Krueger, A.O. (1993), “Free Trade Agreements as Protectionist Devices. Rules of Origin”, NBER
Working Paper, (4352).

La Das, B. (2003), WTO: The Doha Agenda. The New Negotiations on World Trade, Zed Books,
London.

LaNasa, JA. Il (1996), “An Evauation of the Uses and Importance of Rules of Origin, and the
Effectiveness of the Uruguay Round’s Agreement on Rules of Origin in Harmonizing and Regulating
Them”, Working Paper, Jean Monnet Center —NY U School of Law, (9601).

Mattoo, A., D. Roy and A. Subramanian (2002), “The Africa Growth and Opportunity Act and Its
Rules of origin: Generosity Undermined?, IMF Working Paper, (WP/02/158).

Medrano, L. (1997), "El requisito de contenido en una zona de libre comercio”, El Trimestre
Econdmico, val. LXIV (1), March.

Moisé, E. (2003a), “ Trade Facilitation”, in: OECD, Regionalism and the Multilateral Trading System
OECD, Paris, pp. 87-96.

Moisé, E. (2003b), “Rules of Origin”, in: OECD, Regionalism and the Multilateral Trading System
OECD, Paris, pp. 159-169.

31



Nogués, JJ. and R. Quintanilla (1992), “Latin America's integration and the multilateral trading
system”, in: J. de Melo and A. Panagariya (eds), New Dimensions in Regional Integration, CEPR —
Cambridge University Press, Cambridge, pp. 278-313.

OECD (2003), “Regionaism and the Multilatera Trading System. The Role of Regiona Trade
Agreements’, OECD Policy Brief, (Aug.).

Pawlak, D.A. (1995), "Learning from computers. The future of the Free Trade Area of the Americas’,
Inter-American Law Review, vol. 27:1.

Rodriguez, P. (2001), “Rules of Origin with Multistage Production”, The World Economy, 24(1):201-
220.

Schiff, M. and L.A. Winters (2003), Regional Integration and Development, The World Bank,
Washington DC.

Serra, J., J. Cordoba, G. Grossman, C. Hills, J. Jackson, J. Katz, P. Noyola and M. Wilson (1997),
Reflections on Regionalism: Report of the Sudy Group on International Trade, Carnegie Endowment
for International Peace, New Y ork.

Simpson, J.P. (1997), Inside NAFTA, val. 4, No. 6, March.

Trefler, D. (1993), "Trade Liberdization and the Theory of Endogenous Protection: an Econometric
Study of U.S. Import Policy”, Journal of Palitical Economy, 101(1).

UNICE (2000), UNICE Customs Policy. Opening the Door to Global Trade, Union of Industrial and
Employers Confederations of Europe, Brussels.

USITC (1987), "Standardization of Rules of Origin", Report to The Commission on Ways and Means
of the U. S House of Representatives, U.S. Internationa Trade Commission, Washington DC.

Vermulst, E. (1992), “Rules of Origin as Commercia Policy Instruments — Revisited”, Journal d
World Trade, 26(6).

Wamdey, T.L. and SA. Rivera (2004), “ The Impact of ROO on Africa s Textiles and Clothing Trade
under AGOA”, Paper prepared for the 7" Annual Conference on Global Economic Analysis,
Washington DC, 17-19 June.

Wonnacott, P. (1996a), "Beyond NAFTA --The Design of a Free Trade Agreement of the Americas’,
in: Bhagwati, J. y A. Panagariya (eds.), The Economics of Preferential Trade Agreements, The AEI
Press, Washington D. C.

Wonnacott, R. (1996b), “Free Trade Agreements. For Better or Worse?’, American Economic Review,
86(2):62-66.

World Bank (2004), Trade, Regionalism and Development. Global Economic Prospects 2005, The
World Bank, Washington.

WTO (1995), Regionalism and the World Trading System, WTO Secretariat, Geneva.

WTO (2001), The Legal Texts. The Results of the Uruguay Round of Multilateral Trade Negotiations,
Cambridge University Press, Cambridge.

32



WTO (2002), Rules of Origin Regimes in Regional Trade Agreements, World Trade Organization,
Committee on Regiona Trade Agreemerts, Geneva.

WTO (2003), Ninth Annual Review of the Implementation and Operation of the Agreement on Rules of
Origin, WTO Committee on Rules of Origin, Geneva, (G/RO/57).

WTO (2004), Consolidated Text, Technical Committee on Rules of Origin — WTO, Geneva.

33



