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Introduction

Ascertaining the country of origin of imported products is necessary to be able to apply
badc trade policy measures such as taiffs, quantitative redtrictions, anti-dumping and
countervailing duties and safeguard messures as wel as for requirements relding to
origin marking, public procurement and for datistical purposes. Such objectives are met
through application of basc or non-preferentia rules of origin. Countries which offer
zero or reduced duty access to imports from certain trade partners will often apply
another and different st of preferentid rules of origin to determine the digibility of
products to receive preferentid access. The judification for preferentid rules of origin is
to prevent trade deflection, or smple transhipment, whereby products from non
participating countries are redirected through a free trade partner to avoid the payment of
customs duties? Hence the role of preferentia rules of aigin is to ensure that only goods
originating in participating countries enjoy preferences. Therefore, they are integrd parts
of preferentia trade agreements such as bilaterd and regiond free trade agreements and

the non-reciproca preferences that industria countries offer to developing countries.

! The views expressed are those of the author and should not be attributed to the World Bank. | am very
gratefful for the comments and suggestions of Han Herderschee and Kathie Krumm.

The incentive for trade deflection is obviously greater the higher are tariffs in the preferential trade
partners. If additional transport costs, administrative burdens and the costs of risk and uncertainty outweigh
the costs of the tariff then there will be no trade deflection.



However, rules of origin can be manipulated to achieve other objectives, such as
protecting domegtic producers of intermediate goods. Redtrictive rules of origin rase the
costs of supplying the markets of preferentid partners by requiring changes in production
which lead to the use of higher cost inputs and through the expenses which are incurred
in  proving conformity with the rules. These cods entall that only a proportion of
products which are digible for preferentid treatment will actualy be granted preferentia
access and will congtrain market access relaive to what is promised on paper in the trade
agreement. The impact of preferentid trade agreements on market access and hence trade
flows is a function of both the extent of preferentid tariff liberdisation and the rules of
origin. The rules of origin are therefore a key dement determining the magnitude of the

economic benefits that accrue from trade agreements and who gets them.

This note seeks to review the key features of preferentid rules of origin and their
economic impact. The paper briefly discusses the specification of the rules, presents the
nature of the rules of origin goplied in a number of exiging trade agreements and
highlights the importance of the costs of adminigtering the sysem of rules of origin and
the expenses incurred by firms to prove conformity to these rules. Such costs will be
greater if there is a degree of uncertainty or unpredictability in the application of the
sysem of rules of origin and in particular with regard to the acceptance of certificates of
origin by cusoms officids in the foreign market. These cods act to reduce the vadue of
the tariff preferences that are made available through free trade and preferentid trade

arrangements.

The Definition of Preferential Rules of Origin

Preferentia rules of origin define the conditions that a product must satisfy to be deemed as
originating in a country which is digible for preferentia access to a partner’s market. When
a product is produced in a sngle stage or is wholly obtained in the partner then the origin of
the product is rdatively easy to establish. Proof that the product was produced in the
preferentia trade partner is normaly sufficient. For &l other cases the rules of origin define
the methods by which it can be ascertained that the particular product has undergone
sufficient working or processing or has been subject to a substantial transformation (in



generd these terms can be used interchangeably) in the free trade partner and that it has not
amply been transhipped from a non-qudifying country or been subject to only minima
processing. The specification of rules of origin has become even more important in recent
years as technological progress and globdisation have led to the increasing fragmentation of
the production process into different stages or tasks which are undertaken in different
countries. In practice the higher the leve of working thet is required by the rules of origin
the more difficult it is to satisfy those rules and the more redrictive those rules are in

congtraining market access relative to what is required smply to prevent trade deflection.

Unfortunatdly there is no smple and standard rule of origin which can be identified as
performing the role of preventing trade deflection. A number of different rules are available
each of which can have different implications for a producer of a given product. Three main
methods are used to establish if sufficient processing or substantia transformation has been
undertaken: (i) change of taiff dasdfication (i) vaue added (iii) specific manufacturing
process. These three methods are summarised in Table 1 and are discussed in a little more

detall in Appendix 1 together with some examples of their gpplication.

As we shdl see below there are some agreements, such as the AFTA, which apply a sngle
method across dl products, however, many trade agreements use al 3 methods, which leads
to complex sets of rules of origin. Typicaly, detailed rules specify which method applies to
which product or product group. In the proposed Singapore-US FTA, for example, there are
over 240 pages of product specific rules of origin. In certain agreements the rules of origin
for a particular poduct will specify that two or more of the methods must be satisfied, for
example, change of tariff heading and a certain proportion of domestic value-added. Clearly,
satiffying multiple requirements to confer origin is more redrictive. In certain agreements
(for example, those involving the EU) the rules will dipulate dternative methods for
paticular products, satisfaction of any of which will confer origin. For example, change of
tariff heeding or the specified amount of domestic vaue-added. Such an approach is more
liberd and gives greater flexibility to producersin obtaining origin.



No one rule dominates others. Each has its advantages and disadvantages. However, it is
clear that different rules of origin can lead to different determinations of origin. Thus,
producers who ae digible for preferentid access to different markets under different
schemes with different rules of origin may find that ther product qudifies under some
schemes but not others. Whilgt it is difficult to derive specific recommendations with
regard to the best practice gpproach to the desgn of rules of origin certain generd
propositions can be made:

z The rules of origin should be smple but precise, transparent and, to the extent
possible, predictable and stable.

%5 They should be desgned to have the least trade distorting impact and should not
become a disguised non-tariff barrier to trade.

%5 AS much as possble the rules should be consstent across products and across
agreements. The greater the inconsgtencies the greater the complexity of the
sysdem of rules of origin both for companies and for officds adminigering the

various trade schemes.

There are saverd other typica features of the rules of origin of preferentid trade schemes
which can influence whether or not origin is conferred on a product and hence determine
the impact of the scheme on trade flows These are cumuldtion, tolerance rules and
absorption. The treatment of duty drawback and of outward processing outside of the free
trade or preferentia trade partners can also be important.

Cumulation. The basc rules of origin define the processng that has to be done in the
individud beneficiay or patner to confer origin. Cumulation is an insrument alowing
producers to import materials from a specific country or regiond group of countries
without undermining the origin of the product. In effect the imported materids from the
identified countries are trested as being of domedtic origin of the country regquesting
preferentiad access. There are three types of cumulation, bilaera, diagond and full,
which are described in more detail, with some examples, in Appendix 2.



The most basic form is bilaterd cumulation which applies to materids provided by ether
of two patners of a preferentid trade agreement. In this case originaing inputs, thet is
materids which have been produced in accordance with the rdlevant rules of origin,
imported from the patner qudify as origingting materias when used in a country’s
exports to that partner. Second there can be diagonal cumulation on a regiond basis
whereby pats and materids from anywhere in the specified region which qudify as
originating can be used in the manufacture of a find product which can then be exported
with preferences to the partner country market. Findly, there can be full cumulation
whereby any processng activities carried out in any participating country in a regiond
group can be counted as qudifying content regardiess of whether the processng is
sufficient to confer originating Satus to the materials themselves.

Full cumulation dlows for more fragmentation of production processes among the
members of the regiond group and so stimulates increased economic linkages and trade
within the region. Under full cumulaion it may be esser for more developed higher
labour cost countries to outsource labour intensve low-tech production stages to less
developed lower wege patners whils mantaning the preferentid satus of the good
produced in low-cost locations. Diagona cumulation by requiring more dages of
production and/or higher vdue added to be undertaken in the lower cost country may
make it more difficult for the products produced by outsourcing to qualify for preferentia
access. Under full cumulation al of the processng carried ou in participating countries is
asesed in deciding whether there has been subdtantid transformation. Hence, full
cumulation provides for deeper integration amongst participating countries,

Tolerance or De Minimis. Such rules dlow a certan percentage of nonoriginating
materids to be used without affecting the origin of the find product. It should be noted
that this rule goplies to the change of tariff heading and the specific manufacturing rules
but does not affect the value added rules. Thus, the tolerance rule can act to make it essier
for products with nonoriginating inputs to qudify for preferences under the change of
tariff heading and specific manufacturing process rules.



Absorption Principle. This provides that pats or materids which have acquired
originating dtatus by satisfying the relevant rules of origin for that product can be treated
as being of domedtic origin in any further processng and transformation. In other words
any nonoriginating materials are no longer taken into account when assessing the nature
of further operations. This is of particular rdevance to the vaue-added test. For example,
in the production of a paticular pat origin is confered snce imported materids
conditute 20 per cent of the find price of the pat and are less than the maximum 30 per
cent import content rule of origin. This pat will then be trested as 100 per cent
originating when incorporated into a find product. The 20 per cent import content of the
part is not taken into account when assessing the import content of the find product. The
converse of this is that if the part does not satify the rdevant rule of origin then it is
deemed to be 100 per cent non-originating.

Duty drawback leads to the waving or repayment of duties on non-originging inputs
which are used in the production of a find product which exported to a free trade or
preferentid  trade partner. Some agreements contain explicit no-drawback rules which
will affect decisons rdaing to the sourcing of inputs by firms exporting within the trade
area and will reduce the previous incentives towards the use of imported inputs from nor-
paticipating countries towards the use of originaing inputs from participating countries.
Incressingly important are rules concerning territoriality and the trestment of outward
processing by companies located within the free trade area to locations outside of the
aea. These rules determine whether processng outsde of the area undermines the
originating status of the fina product exported from one partner to another.

Rulesof Origin in Existing Free Trade and Preferential Trade Agreements

Table 2 provides a smplified look at the key features of the rules of origin gpplied in a
number of regiond and bilatera trade schemes. The table contrasts the nature of the rules
goplied as wdl as the use of cumulation mechanisms, tolerance rules and absorption. The
table shows that adl 3 methods of determining origin are employed in agreements
involving the EU and in NAFTA, dthough typicdly it is change of taiff classfication
which is most commonly applied within these agreements. These agreements contain



detailled product specific rules. In EU agreements where change of tariff cassficaion is
required it is usudly a the heading leve, whilg in the NAFTA there is more widespread
use of change at the chapter levd.

Some agreements, ANZERTA, AFTA and ANZSCEP, rdy soldy on the vaue-added
method and hence do not specify detailed product by product rules of origin. It is
interesting to note that the recent Singapore-Japan free trade agreement is based upon
product specific rules usng dl 3 methods of determining origin, dthough change of tariff
heading dominates and for a large number of products ether the change of tariff heading
or a domestic content of 60 per cent can be satisfied. The proposed US-Singapore FTA
hes rules of origin which are very dmilar to those of the NAFTA which means that
product specific and sometimes very complex rules are specified (see Appendix 4 for
examples).

The column showing the use of the vaue-added methods highlights the variaion in the
permitted amount of non-originating import content across the different agreements. In
the Canada Chile agreement, for example, for products subject to the vaue added
criterion there is a requirement of between 25 and 35 per cent (according to the method
of vauation used) of domestic content. In the proposed US-Chile agreement, where the
rules are Smilar to those of the NAFTA but are not identica for al products, the required
domestic content is between 35 and 55 per cent. Thus, products produced in Chile which
are granted duty free access to Canada may not receive such trestment in the US due to
the more liberd rules of origin gpplied in the Canada- Chile agreement.

The Table dso shows that dl the agreements contain provisons regarding cumulation but
adso that there is consderable variation in the nature of cumulaion. For example, the EU
dlows for diagond cumulation in the PanEuropean Area of Cumulaion encompassing
the EFTA, Centrd and Eastern European and Bakan countries, whilst there is full
cumulation amongst the African and Caribbean countries under the Cotonou agreement.
Smilarly, for tolerance rules, which are widdy applied in agreements which are not

based on the sole use of the vaue added method, there are considerable differences



across agreements even those involving the same country. Under the PanEuropean
agreements non-originating materids up to 10 per cent of the vaue of the find product
can be used, whilst under the Cotonou Agreement the level of tolerance is set a 15 per
cent. It is worth noting that different rules of tolerance are often established for the
textiles and clothing sector, often a lower tolerance level or the tolerance level is defined
by weight rather than value, which tend to reduce its usefulness for these products®
Finaly, the table shows the widespread use of the absorption principle.

Thus, this ample and brief look at the nature of the rules of origin goplied in anumber of
exiging free and preferentid trade agreements highlights that the methods of defining
origin and provisons relaing to cumulation, tolerance and absorption are widely applied.
However, there is little commondity across agreements in the precise nature of the rules
that are adopted. In general recent agreements involving the EU and the US are based
upon detailed, often complex, product specific rules of origin. The redtrictiveness of these
rules would appear to vary across sectors. For example, the rules for clothing products
requiring production from yan can be paticulaly difficult to satisfy for smdl less
developed economies. As such the impact of these agreements will not be uniform across
sectors.

The Economic Implications of Preferential Rules of Origin

Preferentid rules of origin should be treated as commercid policy indruments. The
gpecification and implementation of rules of origin can be a mgor determinant of the
impact of free trade and preferentid trade agreements. In practice rules of origin are
controversad dnce the avalable evidence suggests that the utilisation of preferences
tends to be substantialy less than full. That is, a subgtantid proportion of actud exports
which are digible for preferences do not enter the partners market with zero or reduced
duties but actudly pay the MFN tariff.

3 Nevertheless, the tolerance rule may be important since in the NAFTA there are chapter specific rules for
clothing products relating to the originating status of ‘visible linings' which appear to be motivated to limit
the impact of the tolerance rule — see Appendix 4 for more details.



Compliance with rules of origin can affect the sourcing and investment decisons of
companies. If the optimd input mix for a firm involves the use of imported inputs which
are proscribed by the rules of origin of a free trade agreement in which the country
participates then the rules of origin will reduce the vaue of the avalable preferences. The
firm will have to shift from the lowest to a higher cost source of inputs in the domestic
economy which will reduce the benefits of exporting under a lower tariff. In the extreme
if the cogt difference exceeds the Sze of the tariff preference then the firm will prefer to
source internationdly and to pay the MFN taiff. The ability to cumulate inputs from a
patner under bilateral, diagond or full cumulation will tend, in increesng order, to open
the possbilities for identifying low cost sources of inputs which do not compromise the
quaifying nature of the find product. Nevertheess, if the lowest cost supplier is not a
member of the area of cumulation then the benefits of the preferentid scheme will dways
be less than indicated by the Sze of the preferentia tariff.

Rules of origin can dso digtort the relaive prospects of smilar firms within a country.
For example, a clothing producer in say Moldova may have edsablished an efficient
manufacturing process on the bads of importing fabrics from Turkey. A less efficient
producer who uses imported EU fabrics may be able to expand production on the basis of
preferentid access to the EU market under the GSP (with bilaterd cumulation). The more
efficient firm may not be able to expand since its product does not qudify for preferences
due to the use of non-qudifying fabrics and there may be subgstantid costs in changing

suppliers of fabrics.

These problems will be exacerbated in sectors where economies of scale are important. A
producer which supplies both preferentid and non-preferentia trade partners, or faces
different rules of origin in different preferentid partners, will have to produce with a
different input mix for different markets if they are to receve preferentid access. This
may undermine the benefits from lower average cods that would arise if totad production
were to be based on a single st of materia inputs and a single production process. Rules
of origin may be an important factor determining the investment decisons of
multinational firms. Such firms often rely on imported inputs from broad internationa



networks which are vitad to support the firm specific advantages that they possess, such
as a technologica advantage in the production of certain inputs. More generdly, if the
nature and application of a given st of rules of origin increases a degree of uncertainty
concerning the extent to which preferentid access will actudly be provided then the leve
of investment will be less than if such uncertainty were reduced.

A reason which has been used to judify drict rules of origin is that they are viewed as
encouraging the development of integrated production dructures within developing
countries to maximize the impact on employment and to ensure that it is not just low
vaue-added activities which are undertaken in the LDCs. There are problems with this
view. Frd, such rules discriminate agang smdl countries where the possbilities for
loca sourcing are limited or non-exigent. Since most LDCs are smdl countries they are
paticularly disadvantaged by redrictive rules of origin reatve to larger deveoping
countries. Regiond cumulation provisons have been introduced to reduce the
condraning effect of the current rules of origin. Neverthdess they ill hamper the

choice of sourcing.

Second, there is no evidence that drict rules of origin over the past 20 years have done
anything to gimulate the development of integrated production dructures. In fact such
arguments have become redundant in the light of technologica changes and globda trade
liberdisation which have led to the fragmentation of production processes and the
development of global networks of sourcing. Globdisation and the splitting up of the
production chain does not dlow the luxury of beng ade to edablish integrated
production structures within countries. Strict rules of origin act to condrain the ability of
firms to integrate into these globa and regiona production networks and in effect act to
dampen the location of any vaue-added activities.

The Costs of Administering Preferential Rules of Origin
Rules of origin whils an essentid dement of free trade agreements add consderable
complexity to the trading system for both traders, customs officids and trade policy

officas For companies there is not only the issue of complying with the rules on
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auffident processng but dso the cost of obtaning the certificate of origin, and any
delays that arise in obtaining the cetificate, as wel as the cods of actudly proving
compliance with those rules of origin. The cods of proving origin involve sisfying a
number of adminigtrative procedures so as to provide the documentation that is required
and the cods of mantaining sysems that accuraidy account for imported inputs from
different sources to prove conssency with the rules. The ability to prove origin may well
require the use of, what are for smal companies in developing and transtion economies
sophigticated and expensive accounting procedures. Without such procedures it is
difficult for companies to show precisdy the geographicd breskdown of the inputs that
they have used.

There is limited information on these cods but the avalable studies suggest that the costs
of providing the appropriate documentation to prove origin can be around 3 per cent of
the vaue of the export shipment for companies in developed countries* The costs of
proving origin may be even higher, and possbly prohibitive, in countries where customs
mechanisms are poorly developed. Thus, even if producers can satisfy the rules of origin,
in terms of meeting the technicd requirements, they may not request preferentid access
because the cogts of proving origin are high reative to the duty reduction that is

avallable,

An important festure of most preferentid trade schemes is the requirement of direct
consgnment or direct transport. This dipulates that goods for which preferences are
requested are shipped directly to the dedtination market and that if they are in trangt
through another country then documentary evidence may be requested to show that the
goods remained under the supervison of the customs authorities of the country of trangt,
did not enter the domestic market there and did not undergo operations other than
unloading and reloading. In practice it may be very difficult to obtan the necessary
documentation from foreign customs.

* Herin, J(1986). Thisstudy also found that the costs for EFTA producers of proving origin led to one
quarter of EFTA exportsto the EU paying the applied most favoured nation (MFN) duties.
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Rules of Origin and the Utilisation of Trade Preferences

Difficulties that may aise in saidying the rules of origin and the cods of proving
conformity with those rules are suggested by the redively low utilisation rates that are
observed in preferentid trade schemes. For example, under the EU's GSP scheme in the
year 1999 only one third of EU imports from developing countries which were digible for
preferences actudly entered the EU market with reduced duties. This primarily reflects the
treatment of textiles and clothing products, which accounted for over 70 per cent of EU
imports from countries covered by the GSP but where the utilisation rate (the ratio of

imports receiving preferences to eigible imports) was only 31 per cent.

Under the EU's Everything But Arms Agreement dmogst dl of Cambodia's exports to the
EU are digible for zero duty preferences, yet in 2001 only 36 per cent of those exports
obtained duty free access. Brenton (2003) shows that this lack of take-up of preferences
entailed that on average Cambodia's exports to the EU paid a tariff equivdent to 7.7 per
cent of the vaue of totd exports The man suspect for this under-utilisation of trade

preferencesisthe rules of origin.

Brenton and Manchin (2002) show tat a large amount of EU imports of clothing products
from Eastern European countries made from EU produced fabrics ill enter the EU market
under an dternative customs regime, outward processng, even though there is no fisca
incentive to do so snce EU tariffs had been removed under free trade agreements. This
probably reflects the costs and uncertainties in proving origin that would be necessary under
the normal preferential customs procedures.

In Ada there are some suggestions of under-utilisation of AFTA preferences reflecting the
cods of proving conformity with the rules of origin and uncertainties concerning the
goplication of the system. It appears that the rules of origin maybe subject to different
interpretations in different ASEAN countries leading to incondstent gpplication of the rules
throughout the region.”

® http://www.us-asean.org/ctc/thai_customs_workshop/pwc.ppt
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Preferential Rules of Origin Increase the Complexity of the World Trading System
Difficulties arise when the same product may have different countries of origin for cusoms
purposes depending upon the market, and the rules of origin, for which it is destined. For
example, a present clothing companies in certain African countries can obtain duty free
access to the US market under African Growth and Opportunity Act - AGOA (with liberd
rules of origin) but exactly the same product will be denied duty free access to the EU under
the Everything But Arms Agreement (because of the requirement that the product be
manufactured from yarn under the EU rules of origin). A company in Singapore could find
that its product can enter ASEAN markets duty free, by satisfying the maximum import
content requirement of 60 per cent, but does not satisfy the origin rules of the Singapore-
Japan agreement. This considerably complicates production and investment decisons.

Complicated systems of rules of origin increase the complexity of customs procedures and
the burden upon origin certifying inditutions. This can absorb scarce adminidrative
resources. In a period where increasing emphasis has been placed upon trade facilitation and
the improvement of efficiency in customs and other trade-rdaed inditutions, the difficulties
that preferentid rules of origin create for firms and the relevant authorities in developing
countries is an important consderation. Hence, less complicated rules of origin simulate
trade between regiond partners by reducing the transactions costs of undertaking such trade.

Preferential Rules of Origin and Regional Integration in East Asia

Regiond integration under the AFTA is governed by rules of origin requiring a non
originating import content of less than 60 per cent of the FOB price of the product where
the vaue of non-originating materias is based upon the CIF import price or the earliest
ascertained price for products of undetermined origin. The AFTA provides for, in effect,
full cumulation, since the domestic content can be an aggregate of vaue-added in any
ASEAN member date. However, the AFTA rules of origin do dipulate that the find
process of manufacture is caried out in the exporting member date, dthough what
condtitutes ‘the final process’ is not defined.

13



Recent developments have seen the signing of bilaterd FTAs between ASEAN members,
primarily Singapore, and non-member countries with different rules of origin to those
goplied in ASEAN. Table 2 shows that the Singapore-Japan free trade agreement uses al
three methods of determining origin. For many dothing products, for example, there is a
yan forward rule smilar to that used in EU agreements and smilar in effect to that used
by the US in the NAFTA and in proposed agreements with Singapore and Chile. For
certain other products the rules in the Japan Singapore agreement are different to those in
EU and US agreements.

Given the current trend towards an increasng number of trade agreements in the region
and the prospect of the implementation of a series of AFTA+ agreements for the ASEAN
countries, including an agreement with China, we make here a number of observations on
issues that may be of relevance with regard to the rules of origin in such agreements and
how the choice of rules of origin could affect the attanment of objectives specified by
ASEAN rddaing to the promotion of regiona production networks, support for the
devdopment of smdl and medium sSzed enterprises and achieving progress in the

development of the lower income member countries:

% The rules of origin should be desgned to have a neutrd or minima impact on
trade flows whilst preventing trade deflection. Rules of origin are not an efficent
or trangparent means of supporting the production of intermediate products within
the area or reducing the effectiveness of competition in find products. Smple,
consgtent and predictable rules of origin are more likely to foster the growth of
cross-country production networks in the region. Different rules for the same
product in different agreementsislikely to hamper such a development.

#&In generd rules of origin which vary across products and agreements add
congderably to the complexity and cods of paticipating in and administering
trade agreements. The burden of such cods fdl particularly heavily upon smdl
and medium szed firms and upon firms in low income countries. Complex rules

of origin, such as those applied by the US and the EU on clothing products, will
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tend to discriminate againg smdl low income countries where the possbilities for

loca sourcing are more limited.

#2< Redtrictive rules of origin targeted a sendtive products are not an effective
mechaniam for deding with the adjusment difficulties faced by particular sectors.
Longer trandtion periods to duty dimindion (but with a firm commitment to
implement) and suitably designed and implemented safeguard measures are more
trangparent and efficient.

z# The complexity of the sysem of rules of origin is important in reation to the
issue of trade facilitation. It appears that customs clearance in Ada is dow
rdative to that in Europe and North America® There is a risk tha proliferating
free trade agreements with differing rules of origin will further complicate

customs procedures and compromise progress on trade facilitation in the region.

## The trend towards an increesng number of bilatera agreements centred on the
ASEAN countries makes condderation of cumulaion mechanisms an important
issue. In Europe, the EU has sought to overcome the difficulties associated with
the previous hub and spoke system’ of free trade agreements by alowing for
widespread diagonal cumulation amongst al of the EFTA, Centrd and Eagtern
European countries and countries in the Bakans. It is dso worth noting that the
agreements which comprise the Pan-European area of cumulation tend to have the
same rules of origin based upon the Single Ligt of the EU.

£ Common rules of origin in Asa woud dso fadlitate the soread of full cumulation
to new agreements, which agan would be an important factor dlowing for the
devdopment of regiond production networks. Full cumulation provides for
deeper integration and alows for more advanced countries to outsource labour-

6 Janet Tay Consultants (2002)

" Under the hub and spoke system activity tends to become focused on the hub (in this case the EU) with
the principal trade being between the hub and the spokes and very little trade between the spokes.
Cumulation can mitigate such an outcome.
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intensve production stages to low-wege patners. Full cumulation with Smple
rules of origin will make it eeser for regiondly based firms to exploit economies
of stde tha ae avalable Such cumulaion would dso dlow low income
countries the greatest flexibility in sourcing inputs.

&5 Even with cumulation, in certain cases the current 40 per cent vaue-added rule
may be difficult to comply with in cetain sectors and particulaly in low wage
low income members. Gredly flexibility in the AFTA rules of origin would be
introduced if change of tariff heading were dso avalable to producers in low

income countries to confer origin as an dternative to the value added rule.

z# This dl suggests that a coordinated approach to rules of origin in the proliferating
number of bilaterd free trade agreements in SouthrEast Asa may be usgful in
avoiding a highly complex and extremdy difficult to adminiger sysem of rules of
origin in the region. The provison of cler and conggtent rules of origin, with
minima codts to firms in adhering to them, will be fundamenta to improvements

in market access and the facilitation of trade in the region.
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Table 1. Summary of the Different Approachesto Determining Origin

Rule Advantages Disadvantages Key Issues
Change  of Tariff | 2 Consistency with non ? Harmonised System not designed for ? Levd of dassfication a which
Clasdfication  (in the| preferentid rules of origin. conferring origin, as aresult there are change required — the higher the leve
Harmonised System) 2 Once defined, theruleis often many individua product specific the more restrictive.
clear, unambiguous and easy to | rules, which can be influenced by 2 Can be pogtive (which imported
learn. domestic indugtries inputs can be used) or negative
? Rdaivey sraightforward to ? Documentary requirements maybe (defining cases where change of
implement. difficult to comply with. classfication will not confer origin)
2 Can be conflicts over the classification test® — negative test more retrictive.
of goods which can introduce
uncertainty over market access
Vaue Added ? Clear, smple to specify and ? Complex to apply — requiresfirmsto ? The level of vaue added required to
unambiguous. have sophiticated accounting systems. confer origin
?Allowsfor generd rather ? Uncertainty due to sengtivity to ? The vauation method for imported
than product specific rules changesin exchange rates, wages, materias— methods which assgn a
commodity prices etc. higher vaue (eg CIF) will be more
restrictive on the use of imported
inputs
Specific  Manufacturing | ?Once defined, clear and 2 Documentary requirements can be ? The formulation of the specific
Process unambiguous burdensome and difficult to comply processes required — the more
?Providesfor certainty if rules with. procedures required the more
can be complied with Leads to product specific rules. restrictive.
? Domedtic industries can influence the ? Should test be negative (processes or
specification of therules. inputs which cannot be used) or a
positive test (what can be used) —
negative test more redrictive.

Ry positive determination of origin typically takes the form of ‘ change from any other heading’, as opposed to a negative determination of origin, such as ‘changefrom
any other heading except for the headings of chapter XX’; It is worth noting that change of tariff classification, particularly with a negative determination of origin, can

be specified to have an effect identical to that of a specific manufacturing process— see Appendix 4 for an example.
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Table 2: Rulesof Origin in Existing Free Trade and Preferential Trade Agreements

Change of Tariff Classification Vaue Added Specific Cumulation Tolerance | Absorption
(principal, secondary level) Domestic or Import Content | Implied Import II\D/Ianufacturl g
rocess
Content
A. Agreements|involving the EU
BU PanEuro Yes(4,2) Y es - Import (50-30%) 50-30% Yes Bilatera Yes 10%° | Yes
Diagonal
BU GSP Yes(4,2) Y es - Import (50-30%) 50-30% Yes Bilateral Yes 10%° | Yes
Diagonal®
BU Cotonou | Yes(4,2) Y es - Import (50-30%) 50-30% Yes Full Yes 15%° | Yes
EU - Chile Yes(4,2) Y es - Import (50-30%) 50-36% Yes Bilatera Yes 10% | Yes
EU - Mexico Yes(4,2) Y es - Import (50-30%) 50-30% Yes Bilateral Yes 10% | Yes
EU — South Africa Yes(4,2) Y es - Import (50-30%) 50-30% Yes Bilatera Yes 15% | Yes
Diagona (ACP)
Full (SACU)
B. Agreementsin the Americasand with US
NAFTA Yes(2,4,6) Y es— Domestic (60-50%) 50-40% Yes Bilateral Yes 7%° | Yes®
Canada - Chile Yes Yes — Domestic (35-25%) 75-65% Yes Bilaterd Yes 9% Yes
US-Israel Y es— Domestic (35%) 65% Bilateral® Not App Yes
C. Agreements|n Asia/Pacific and with Asian countries
AFTA Y es— Import (60%)° 60% Full Not App
ANZERTA Y es— Domestic (50%)° 50% Full Not App
Singapore - Japan Yes(4,) Y es— Domestic (60%) 40% Yes Bilaterd Yes No
Singapore -  New Y es - Domestic (40%)° 60% Bilaterd Not App
Zealand (ANZSCEP)
Singapore - US Yes(2,4,6) Y es— Domestic (55-35%) 65-45% Yes Bilateral Yes 10%° | No

&Within Andean, ASEAN, CACM, SAARC only and subject to a50 per cent value added requirement in the country of export.
b alternative rulesfor textiles and clothi ng products, often in terms of weight rather than value
¢ up to amaximum of 15 per cent of the value of the product
d with the additional requirement that the last stage of manufacture be performed in the exporting country
€ excludi ng automotive products

Source WTO (2002)

and individud agreements
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Appendix 1. Methods for Determining Sufficient Processng or Substantial

Transformation

Change of tariff classification. Origin is granted if the exported product fals into a different
pat of the tariff classfication to any imported inputs that are used in its production. This
gpproach is used in the vast mgority of current preferentid trade agreements and features in
both EU agreements and the NAFTA.® This “taiff-shift” method is dso the basis of the
efforts by the WCO to harmonise non-preferentid rules of origin and as such brings a
degree of condggtency to the world trading system. Application of this gpproach has been
facilitated by the widespread adoption of the Harmonised System. There is however, the
issue of the level of the classfication a which change is required. Most agreements gecify
that the change should take place at the heading leve (that is at the 4-digit leve).

However, the Harmonised System was not designed as a vehicle for conferring origin, its
purpose being to provide a unified commodity classfication for defining tariff schedules and
for the collection of datistics. Thus, in particular cases it can be argued that change of tariff
heading will not identify sufficient processing whilgt in other cases it can be that substantia
transformation can occur without change of tariff heading. As a result in many agreements
there is a different rule for different products. For example, in the NAFTA whilst around 40
per cent of tariff lines require change of tariff heading for mogt tariff lines (54 per cent) it is
change of chepter (2- digit level) that is required.® The requirement of change of chapter is
more redtrictive than change of heading. For a smal number of products in the NAFTA it is
only change of sub-heading that is required.

Thus, whils in principle the change of tariff dassficaion could provide for a smple
uniform method of determining origin in practice inseed of a generd rule there are many
individud rules and as such the determination of the rules of origin can be influenced by
domedtic indudtries in a way that reduces the impact on competition of preferentid trade
agreements. Nevertheless, the change of tariff classfication rule, once defined, is clear,

8 WTO(2002) shows that of 87 FTAs and other preferential trade agreements investigated, 83 used change
of tariff classification in the determination of origin.
® Thisinformation comes from Estevadeordal et al (2003).
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unambiguous and easy for traders to learn. It is relatively straightforward to implement. In
terms of documentary requirements it requires that traders keep records that show the tariff
classfication of the find product and al the imported inputs. This may be undemanding if
the exporter directly imports the inputs but may be more difficult if they are purchased from
intermediaries in the domestic market. Given the nature of the rule and the fact that the
classfication of products is not dways smple there can disputes between traders and
cusoms officids concerning the cdassfication of goods which can reduce the certainty of
this approach for producers.

It is important to note here that the change of tariff classfication can provide both a pogtive
tes of origin, by gating the tariff classfication of imported inputs that can be used in the
production of the exported good (for example, those in a different heading), but aso can
provide a negetive test by stating cases where change of tariff classfication will not confer
origin. For example, in the NAFTA, the rule of origin for Tomato Ketchup dtates that a
change to Ketchup (HS 210320) from imported inputs of any chepter will confer origin
except subheading 200290 (Tomato Paste). In other words any Ketchup made from
imported fresh tomatoes will confer origin but Ketchup made from tomato paste imported
from outsgde of the area will not quaify for preferentid treetment even though there has
been a change of tariff classification.*°

Thus, the change of tariff classfication is best gpplied as a generd rule, for example by
requiring change of tariff heading for dl products, and a postive determination of origin.
This is genegdly not the case and further whilst change of tariff heading is used in the
maority of preferentid trading agreements it is seldom the only method applied. In many
agreements, induding those involving the EU and the US, change of tariff classficaion is
goplied to some products whilst the other methods described below will be gpplied to other
products. This typicdly leads to consderable complication in the determination of origin in
preferentid agreements. Further, for certain products rules will be sipulated which require

satisfaction of more than one method to confer origin. In some agreements for some

19 The apparent reason for thisrulein the NA FTA isto protect producers of tomato paste in Mexico from
competition from producersin Chile.
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products two or more methods will be sipulated and satisfaction of any one of the methods
will be sufficient to confer origin.

Value Added. This requirement can be defined in two ways dther as (1) the minimum
percentage of the vaue of the product that must be added in the exporting country or (2) the
maximum percentage of imports in the vaue of the product. In practice it is the latter which
is more commonly used, reflecting the fact that it is a feature of the many agreements of the
EU. WTO (2002) concludes that on average a threshold on domestic content of between 40
to 60 per cent is the norm with the average import requirement of between 60 and 40 per
cent. In the EU agreements there are various thresholds on import content ranging from 30
to 50 per cent. In the NAFTA there is a domestic content requirement of either 50 or 60 per
cent according to the method used to value the product (we return to the issue of vauation
below). A liberd example is the Canada-Chile agreement which has a domedtic content
requirement of either 25 or 35 per cent depending on the va uation method.

In generd these percentage vaue rules are rarely applied as the sole test of origin and are
typicaly gpplied with the change of tariff classfication. Exceptions are ANZCERTA,
SPARTECA and AFTA which have percentage requirements without any additionad need
for change of tariff heading, dthough dl three agreements do require tha the last process of
manufacture be undertaken in the exporting country.

As in the case of change of tariff classfication, the vaue added rule has the advantage of
being clear, smple and unambiguous in its definition. However, in actuad application the
vaue added rule can become complex and uncertain. Firs, there is the issue of the
vauation of materias, which may be based upon ex-works, f.0.b, c.i.f, or into-factory prices.
Each method of vauation will give a different, here ascending, vaue of non-originating
materids. Second, the application of this method can be cogly for firms who will require
sophigticated accounting systems and the ability to resolve often complex accounting
questions. Lengthy and codtly audits are inherent in a scheme based on vaue added since
there will have to be mechanismsto verify the clams of exporters requesting preferences.
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Finaly, under the value added method the rules of origin are sendtive to changes in the
factors determining production cost differential across countries, such as exchange rates,
wages and commodity prices. For example, operations that confer origin in one location
may not do so in another because of differences in wage costs. An operation which confers
origin today may not do so tomorrow if exchange rates change. This al tends to increase the
complexity and the uncertainty of trading under a preferentid scheme. The vaue added
method will tend to pendise low labour cost locations which will find it more difficult to
add the necessary vdue rdative to higher cost locations and is likely to cause particular
problems of compliance for companies in developing countries which lack the sophisticated
accounting systems necessary under this method 1

Soecific manufacturing process. This rule defines certain manufacturing or processng
operations that a product must undergo in the exporting country to confer origin (postive
test) or manufacturing a processing procedures that do not confer origin (negetive test). The
formulation of these rules can require the use of certain originating inputs or prohibit the use
of certain non-originating inputs. Rules based upon specific manufacturing processes are
widdy used (in 74 of the 83 preferentid trade agreements andysed by WTO(2002)), often
in conjunction with other change of tariff classfication and/or the value added criterion, and
are aparticular feature of the rules gpplied to the textiles and clothing sectors.

The main advantages of the specific manufacturing process rules is tha once defined they
are cler and unambiguous so that from the outset producers are able to clearly identify
whether their product is originating or not. However, there are dso a number of drawbacks
with this sysem. Fire, the documentary requirements, including an up-to-date inventory of
production processes, maybe burdensome and difficult to comply with. Second, the setting
of specific process rules often involves the aticipation of loca indudtries in providing the
technicad information that is required. This can dlow for these indudries to influence the
actud rules adopted in away that protects their own interests.

1 | n the context of AFTA this suggests that in general firmsin LDC memberswill find it more difficult
than firmsin higher wage members to satisfy the 40 per cent value added rule.
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Examples of rules of origin and their implications for conferring origin.

1.

A producer imports cotton fabric (HS5208) which is then dyed, cut and made-up
into cotton shirts (HS6105). The vaue of the imported materids amounts to 65 per
cent of the value of the shirts. In this case the product would be originating under the
change of tariff heading rule. The product would not be originating under a vaue
added rule requiring an import content of no more than 60 per cent (or a domestic
content of more than 40 per cent). A specific manufacturing process requirement
that the product have been manufactured from yarn (the production stage before
fabric) would entail that the product would not be originating.*2

A doll (HS9502) is made from imported plastics and imported ready made garments
and footwear. The vaue of the imported materids amounts to 50 per cent of the
vaue of the dall. In this case the doll would be originating under a value added rule
requiring an import content of no more than 60 per cent but would not be originating
under the change of tariff heading since garments and accessories for dolls are

normally classfied under the same tariff heading as dalls.

12 Thisyarn-forward ruleis common in EU agreements for all clothing products. The US typically applies
an even stricter process rule that the clothing be made from cotton, entailing that both spinning and

weaving
product.

aswell as making up into clothing are required in the exporting country to confer origin on the
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Appendix 2: The Different forms of Cumulation that may be Applied in Free trade
and Preferential Trade Agreements

Cumulation. There are three types of cumulation, bilaterd, diagond and full. The most
basc form is bilaterad cumulaion which gpplies to materids provided by ether of two
patners of a preferentid trade agreement. In this case originating inputs, that is materids
which have been produced in accordance with the relevant rules of origin, imported from
the patner qudify as originating materids when used in a country’s exports to that
Partner.

Example Under the EU's GSP scheme the rule of origin for cotton shirts dates that
origin is conferred to a beneficiary country if the shirt is manufactured from yarn. That is
norn-origineting yan may be imported but the weaving into fabric and cutting and the
making up into a shirt mugt teke place in the beneficiary. The EU's GSP scheme dlows
for bilaterd cumulation so that fabric which originates in the EU (that is fabric which has
been produced in accordance with the rule of origin for fabric, in the case of the EU
scheme this is that it has been produced from the stage of fibres) can be treated as
originating in the beneficiary country. Thus, originating fabrics can be imported from the
EU and usad in the production of shirts, which will quaify for preferentid access to the
EU.13

Second there can be diagonal cumulation on a regiond basis s0 that qualifying materias
from anywhere in the specified region can be used without undermining preferentia
access. In other words, parts and materids from anywhere in the region which qualify as
originding can be usad in the manufacture of a fina product which can then be exported
with preferences to the partner country market. Diagond cumulation is widdly used in
EU agreements but is not gpplied by the NAFTA. In Europe a panEuropean system of
rules of origin with diagond cumulaion has been developed which governs EU free trade

13 However, the EU is often not the least cost supplier of inputs and so the benefits of this type of
cumulation can be limited. If the extra cost of using EU sourced inputs rather than the lowest cost inputs
from el sewhere exceeds the avail abl e benefit from preferential access then cumulation will have no effect
and there will be no improvement in market access.
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agreements with the Countries and Centra and Eastern Europe. Diagond cumulation is
dlowed under the EU's GSP scheme but within a limited set of regiond groups which

have pursued their own regiond trade agreements.

Example Under the EU’'s GSP scheme diagond cumulation can take place within four
regiond groupings ASEAN, CACM, the Andean Community and SAARC. Diagond
cumulation dlows originating materials from regiona partners to be further processed in
ancther country in the group and trested as if the materids were originating in the
country where the processing is undertaken.’* However, this flexibility in sourcing is
condrained by the requirement that the vaue-added in the find stage of production
exceeds the highest cusoms vaue of any of the inputs used from countries in the regiond
grouping. Thus, for example, with diagond cumulation shirt producers in Cambodia can
use fabrics from Indonesa (providing they ae originatiing, that is produced from the
gtage of fibres) and dill receive duty free access to the EU. Smilarly, producers in Nepd
can import originating fabric from India

However, UNCTAD (2001) shows how the vaue added requirement mentioned above
can render regiond cumulation of little vaue. For example, vaue-added in the making up
of clothing in Bangladesh ranges from between 25 and 35 per cent of the vadue of the
product so that the import content of the fabrics from India is around 65 to 75 per cent. In
this case the value-added requirement placed on regiond cumulation is not met and
origin of the made-up cdlothing is not confered on Bangladesh but on India Regiond
cumulation dill dlows dothing produced in Bangladesh from Indian febrics preferentid
access to the EU but not at the zero rate (for which Bangladesh is digible) but at the rate
for which India is digible, which is a 20 per cent reduction from the MFN rate, tha is a
tariff of 9.6 per cent.

14 For both bilateral and regional cumulation there can be an additional requirement that the processing
carried out be more than “insufficient working or processing”. Thisistypical in EU agreements but not
those of other countries, and requires that more than packing, mixing cleaning and preserving and simple
assembly of parts take place.
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Finaly, there can be full cumulation whereby any processng activities carried out in any
participating country in a regiona group can be counted as qudifying content regardless
of whether the processing is sufficient to confer originding datus to the maerids
themsdves Full cumulaion dlows for more fragmentation of production processes
among the members of the regiona group and so stimulates increased economic linkages
and trade within the region. Under full cumulation it may be easser for more developed
higher labour cost countries to outsource labour intensve low-tech production stages to
less developed lower wage partners whils maintaining the preferentiad status of the good
produced in low-cost locations Diagond cumulation by requiring more sSages of
production and/or higher value added to be undertaken in the lower cost country may
make it more difficult for the products produced by outsourcing to qualify for preferentia

aCCess,

Under full cumulaion dl of the processng caried out in participating countries is
asxessed in deciding whether there has been subgtantid transformation. Hence, full
cumulation provides for deeper integration amongst paticipating countries.  Full
cumulation is rare and is currently gpplied in the EU agreements with the EFTA
countries, in the EU agreements with Algeria, Morocco and Tunisa and under the
Cotonou Agreements between the EU and the ACP countries. It is aso goplied in
ANZERTA, SPARTECA and AFTA.

Example 1: a clothing product made in one country from fabric produced in an regiond
partner which in turn was made from non-originating yarn would be digible for duty free
access to the EU under full cumulation but not under diagonad cumulation since the fabric
would not be deemed to be originating (the rule of origin for the fabric requires

meanufacture from fibres).

Example 2. country A provides parts (say chasss for bicycles) to country B which are
then processed (painted and prepared) and sent to country C for final assembly using
other localy produced parts (tyres and seat) before being exported to Country D.
Countries B, C and D participate in the same FTA, Country A is not a member. The vaue
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of the find product (bicycle) exported from Country C to Country D comprises 25 per
cent of parts from country A, 25 per cent of value added in Country B and 50 per cent of
parts and value added in Country C. The vaue of parts from Country A comprises 50 per
cent of the value of the intermediate product exported from Country B to Country C. If
there is a 40 per cent maximum import content for al products then the bicycle exported
from Country C to D would qudify for preferentid access under full cumulation (only
the 25 per cent of parts from Country A is nontoriginating) but would not qudify under
diagond cumulation (the vdue of nonoriginaing maerids in the product exported by
Country B exceeds 40 per cent and 0 this intermediate product would not be treated as
originating, and the totd of nonoriginaing materids in the find product is now
caculated as 50 per cent of the find price of the bicycle (the vaue from both Countries
and B).
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Appendix 3: The Tolerance Rule

Tolerance or De Minimis rules dlow a certain percentage of nonoriginating materids to
be used without affecting the origin of the find product. Under the NAFTA nor+
originating materids can be used even if the rule on sufficient processng is not fulfilled
provided their value does not exceed 7 per cent of the vaue of the final product. Under
the EU's GSP scheme the threshold is 10 per cent but under the Cotonou Agreement
between the EU and the ACP countries the tolerance rule dlows 15 per cent of non
originating materias that would otherwise not be accepted to be used. It should be noted
that this rule goplies to the change of tariff heading and the specific manufacturing rules
but does not affect the value added rules. The tolerance rule does not act to lower the
limitetion on the use of imported materids. The non-originating materids will dways be
counted in import content calculations.

Example In the case of the doll given aove in which the use of dalls dothing
accessories denied origin to the finad product under the change of heading rule (snce the
accesories ae normdly classfied under the same heading), origin would have been
conferred under the EU GSP for example, if the vaue of the dolls dothing and

accessories was less than 10 per cent of the value of the doll.

Thus, the tolerance rule can act to make it eader for products with non-originaing inputs
to qudify for preferences under the change of tariff heading and specific manufacturing
process rules. However, the tolerance rules applied to the textiles and clothing sector are
often different and generdly less favourable than the generd rules on tolerance. In many
cases the rule is goplied in terms of the maximum weight rather than vaue of non
originating materials that ae tolerated and in cases where the vdue threshold is
maintained it is set a alower leve than in the generd rule.
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Appendix 4: Complex Rules of Origin in the Proposed Singapore — US Free Trade
Agreement — the Example of Clothing Products™

The proposed Singapore-US FTA contains product specific rules of origin covering over
240 pages of text. These rules are very smilar to those of the NAFTA. In generd, for
each product there is a change of taiff dassfication requirement athough the leved of the
required change, 2, 4 or 6 digit level, varies across products. In many cases a vaue added
or specific manufacturing process requirement is added to the change of tariff
classfication requirement. In a large number of cases the change of taiff classfication
contains a negative requirement. In practice this can act in an equivadent way to a specific
manufacturing process requirement.  For example, in EU agreements the rules of origin
for cotton shirts dipulate ‘manufacture from yarn’, that is that imported cotton fabric
cannot be used. In the Singgpore — US FTA a more redtrictive effect is achieved by a
change of tariff heading rule which dates ‘change to subheading 610120 (cotton shirts)
from any other chapter except from heading 5106 through 5113, 5204 through 5212 (this
includes cotton yarn and cotton fabrics) ....". This precludes the use of imported cotton
fabric, imported yarn and imported cotton thread. The rule requires that production of the
cotton thread, the spinning into yarn, the weaving into fabric and the cutting and making
up into clothing mugt dl be undertaken locdly or in the partner.

The rules of origin for clothing products in the proposed Singapore-US FTA provide an
example of how complex the rules can become and how difficult they must be for
producers to saisfy and prove compliance. The following example is for men's or boys

overcoats made of wool

620111 A change to subheading 620111 from any other chapter, except from heading
5106 through 5113, 5204 through 5212, 5307 through 5308 or 5310 through 5311,
Chapter 54 or heading 5508 through 5516, 5801 through 5802 or 6001 through 6006,
provided that:

(& the good is both cut and sawn or otherwise assembled in the territory of one or more
of the Parties, and

15 | nformation taken from http://www.ustr.gov/new/fta/Singapore/consol i datedtexts/3%20-
%20rul es%6200f%200ri gin%20annex%203a.PDF
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(b) the vigble lining fabric liged in Note 1 to Chepter 62 sidfies the tariff change
requirements provided therein.

The requirements of Note 1 are that

Chapter Rule 1: Except for fabrics classfied in 54082210, 54082311, 54082321, and
54082410, the fabricsidentified in the following sub-headings and headings, when used
asvidgblelining materid in certain men’'s and women's sLits, suit-type jackets, skirts,
overcoats, carcoats, anoraks, windbreakers, and similar articles, must be formed from
yarn and finished in the territory of a party: 5111 through 5112, 520831 through 520859,
520931 through 520959, 521031 through 521059, 521131 through 521159, 521213
through 521215, 521223 through 521225, 540742 through 540744, 540752 through
540754, 540761, 540772 through 540774, 540782 through 540784, 540792 through
540794, 540822 through 540824 (excluding tariff item 540822aa, 540823aa or
540824aa), 540832 through 540834, 551219, 551229, 551299, 551321 through 551349,
551421 through 551599, 551612 through 551614, 551622 through 551624, 551632
through 551634, 551642 through 551644, 551692 through 551694, 600110, 600192,
600531 through 600544 or 600610 through 600644,

There is dso a second generd rule for the chapter which is gpplicable

Chapter Rule 2 Appard goods of this Chapter shal be consdered to originate if they are
both cut and sewn or otherwise assembled in the territory of one or more of the Parties
and if the fabric of the outer shell, exclusve of collars or cuffs, is wholly of one or more
of thefollowing:

(@ Veveteen fabrics of subheading 580123, containing 85 percent or more by weight of
cotton;

(b) Corduroy fabrics of subheading 580122, containing 85 percent or more by weight of
cotton and containing more than 7.5 wales per centimeter;

(c) Fabrics of subheading 511111 or 511119, if hand-woven, with a loom width of less
than 76 cm, woven in the United Kingdom in accordance with the rules and regulations
of the Harris Tweed Association, Ltd., and so certified by the Association;

(d) Fabrics of subheading 511230, weighing not more than 340 grams per square meter,
containing wool, not less than 20 percent by weight of fine anima har and not less than
15 percent by weight of man-made staple fibers; or

(e) Batigte fabrics of subheading 551311 or 551321, of sguare congruction, of single
yans exceeding 76 metric count, containing between 60 and 70 warp ends and filling
picks per square centimeter, of aweight not exceeding 110 grams per square meter

The basic rule of origin dipulates change of chepter but then provides a lig of headings
and chapters from which inputs cannot be used. Thus in effect the overcoat must be
manufactured from the stage of wool fibres forward. In addition, Chapter Rule 1
dipulates that the visble lining used must be produced from yarn and finished in ether
party. This rule may well have been introduced to condrain the impact of the tolerance
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rule which would normadly dlow 7 per cent of the weight of the aticle to be of nor+
originating materids. In overcoats and suits the lining is probably less than 7 per cent of
the total weight. The second chapter rule seems to provide very specific exemptions to
the rules of origin for materias which are in short-supply or not produced in the US or in
Singapore, see category (¢) for example, and reflects firm specific lobbying to overcome
the redtrictiveness of these rules of origin when the origind NAFTA rules of origin were
defined.
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