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RULES OF ORIGIN IN FTAs IN EUROPE AND IN THE AMERICAS:
ISSUES AND IMPLICATIONS FOR THE EU-MERCOSUR
INTER-REGIONAL ASSOCIATION AGREEMENT

Antoni Estevadeordal *
Kati Suominen

Rules of origin (RoO) are a central topic both in the Inter-Regional Association Agreement
negotiations between the European Union (EU) and the Southern Common Market (Mercosur),
and in the 34-country negotiations of the Free Trade Area of the Americas (FTAA). The
purpose of this paper is to provide a detailed mapping of the different rules of origin regimes
in FTAs in Europe and the Americas, and to draw lessons from these regimes to the EU-
Mercosur RoO negotiations, in particular.

The paper offers four recommendations. First, the EU’s standardized RoO regime will play a
central role in the EU-Mercosur RoO negotiations. However, there is plenty of room for
mutual tariff concessions. At the minimum, the EU’s tariff preferences for Mercosur should
approximate those provided to Chile in order to foster Mercosur’s chances to augment its
industrial exports to the European market. Second, the EU-Mercosur FTA RoO regime
should incorporate general and sector-specific adjustment mechanisms in order to enable
Mercosur to better utilize the preferential treatment provided by the EU. Third, Mercosur
will need to further consolidate its common market in order to take full advantage of the
RoO regime’s likely provision of diagonal cumulation. Fourth, Mercosur should make the
most of its strategy of simultaneous trade negotiations in the Americas and with the EU by
ensuring a high degree of compatibility between its two major future agreements.

I.  INTRODUCTION Contents

Rules of origin (RoO) will be at the heart of the upcoming rounds of the Inter-Regional Association
Agreement negotiations between the European Union (EU) and the Southern Common Market
(Mercosur). They are also a central topic and the 34-country negotiations of the Free Trade Area
of the Americas (FTAA), and an increasingly salient issue for the World Trade Organization
(WTO), which is seeking to harmonize non-preferential RoO at the global level and has opened
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the door for possibly launching negotiations over preferential RoO during the ongoing Doha
Development round.

The purpose of this study is to present an in-depth analysis of the structure of different preferential
RoO regimes in some of the major trade agreements in Europe and the Americas, and to draw
insights from these regimes for the EU-Mercosur negotiations. In particular, the analysis here strives
to: (1) provide an overview of the types of RoO employed in preferential trading arrangements
(PTAs) around the world; (2) capture and compare the levels of sectoral restrictiveness of RoO in
the existing RoO regimes in Europe and the Americas; (3) extract lessons for the EU-Mercosur
RoO negotiations particularly from the RoO regimes applied in the EU’s recent extra-European
FTAs with Chile (2002), Mexico (2000), and South Africa (1999); and (4) examine the implications
of the hypothetical EU-Mercosur RoO-tariff preference package to Mercosur’s access to the
EU market.

The main findings are three-fold. First, the EU-Mercosur RoO regime will likely approximate
those of the FTAs forged between the EU and its other extra-European partners. Indeed, the bi-
regional RoO regime will probably liken that applied vis-a-vis Mercosur today in the context of
the EU’s generalized system of preferences (GSP). Second, there are a number of ways in which
the RoO regime can be adjusted to accommodate particular sectoral needs in Mercosur; as such,
the FTA RoO regime provides an opportunity for Mercosur to add leniency to the currently
applied GSP Ro0O. Third, should the EU’s preferential tariff lowering schedule offered to
Mercosur come to resemble the schedules in place in the EU-Mexico and EU-Chile FTAs, the
EU-Mercosur agreement would have the quickest and most substantial impact on Mercosur’s
manufacturing exports to the EU. However, the greatest trade and welfare gains for Mercosur
would arise from the EU’s opening its agricultural market. This suggests that Mercosur would be
well served to pursue a RoO/tariff package that would differ on the agricultural front from the
parameters set by the EU-Mexico and EU-Chile FTAs.

The first section of this paper lays out the various types of product-specific and general RoO, and
discusses their prevalence in RoO regimes around the world. The second section unpacks the
structure of the existing RoO regimes employed by the EU and in the Americas, presents measures
of the restrictiveness of RoO on both sides of the Atlantic, and examines the interplay between
the levels of restrictiveness of RoO and the tariff preferences in the EU’s recent FTAs. The third
section turns to EU-Mercosur trade relations, exploring the likely trade effects of the EU-Mercosur
agreement for the Mercosur countries. It also makes some longer-term projections for Mercosur’s
operation in the divergent RoO theaters in Europe and the Americas. The fourth section puts forth
the main conclusions and policy recommendations.
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II.  RULES OF ORIGIN AS COMMERCIAL POLICY INSTRUMENTS: OBJECTIVES,
TYPES AND EFFECTS

A. Objectives

There are two types of rules of origin, non-preferential and preferential RoO. Non-preferential
RoO are used to distinguish foreign from domestic products in establishing anti-dumping and
countervailing duties, safeguard measures, origin marking requirements, and/or discriminatory
quantitative restrictions or tariff quotas, as well as in the context of government procurement.
Preferential RoO, the focus of this paper, define the conditions under which the importing country
will regard a product as originating in an exporting country that receives preferential treatment
from the importing country. PTAs, in effect, employ RoO to determine whether a good qualifies
for preferential treatment when exported from one PTA member state to another. The economic
justification for preferential RoO is to curb trade deflection -to avoid products from non-PTA
members from being transshipped through a low-tariff PTA partner to a high-tariff one-. As such,
RoO are an inherent feature of free trade agreements (FTAs) where the member states’ external
tariffs diverge and/or where the members wish to retain their individual tariff policies vis-a-vis
the rest of the world (ROW). RoO would be unnecessary in a customs union (CU) with a common
external tariff (CET) that covered the whole tariff universe. However, in practice, RoO are widely
used in CUs, as well, either as a transitory tool in the process of moving toward the CET, such as in
Mercosur, or as a more permanent means of covering product categories where reaching agreement
on a CET is difficult, for instance due to large tariff differentials between the member countries.
RoO are a feature of virtually all PTAs around the world; the Asia-Pacific Economic Cooperation
(APEC) forum is a prominent exception, with its members employing their respective domestic
RoO (OECD [2002]).

Since RoO can serve as an effective means to deter transshipment, they can give rise to uses beyond
and unrelated to the efforts to avert trade deflection. Indeed, with the lowering of tariff and non-
tariff barriers and the concomitant proliferation of PTAs around the world, RoO have arguably
become a widespread and potentially powerful trade policy instrument.* Analysts engaged in the
nascent but lively debate on RoO are increasingly picking up on the political economy of RoO
(Krueger [1993]; Krishna and Krueger [1995]; Jensen-Moran [1996]; Garay and Estevadeordal
[1996]; Ju and Krishna [1998]; Appiah [1999]; Falvey and Reed [2000]; Estevadeordal [2000];
Duttagupta [2000]; Duttagupta and Panagariya [2001]; Flatters [2002]; Garay and Cornejo [2002];
Hirsch [2002]; Krishna [2002]). Most prominently, RoO can be employed to favor intra-FTA
industry linkages over those between the FTA and the ROW, and, as such, to indirectly protect
FTA-based input producers vis-a-vis their extra-FTA rivals (Krueger [1993]; Krishna and Krueger
[1995]). Stringent RoO can compel intra-FTA firms with low-cost extra-FTA supply sources to turn
to higher-cost inputs produced within the FTA in order to qualify for the PTA-conferred preferential
treatment for their final products, particularly in sectors where preferential margins are wide. As
such, RoO liken a tariff on the intermediate product levied by the importing country (Falvey and
Reed [2000]), and can be used by one PTA member to secure its PTA partners’ input markets for

' That governments forego negotiating simple regional value added rules, and, rather, engage in prolonged, contentious

bargaining over highly complex and different types of RoO suggests that RoO play a role beyond resolving the trade
deflection problem.



the exports of its own intermediate products (Krueger [1993]; Krishna and Krueger [1995]). In an
en econometric study of the determinants of the restrictiveness of the RoO in the North American
Free Trade Agreement (NAFTA), Estevadeordal [2000] shows that the same political economy
factors that drive tariff protection also drive RoO. Flatters [2002] reaches similar conclusions in
an analysis of the Southern African Development Community RoO.

If RoO introduce a price wedge in the intermediate market, they could be expected to engender
opposition by downstream producers intent on retaining their extra-PTA low-cost supply sources
while qualifying for the PTA-conferred preferential treatment. However, scholarly literature offers
two theoretical reasons why downstream producers may accept or even favor stringent RoO. First,
RoO may simply be the price that downstream producers have to pay for the PTA: despite risking
costly trade diversion, restrictive RoO can help placate protectionist sectors so as to render PTA
formation politically feasible (Duttagupta [2000]). Second, downstream producers can draw
contingent benefits from stringent RoO, and, as such, be willing to shoulder the heightened
production costs. For instance, should the linkages between different stages of production in the
industry be tight, extra-PTA final goods producers would likely be hard-pressed to locate appropriate
components witin the PTA and remain competitive vis-a-vis the intra-PTA producers in the PTA
market. Even if extra-PTA firms were to locate in the PTA market via tariff-jumping-like "RoO-
jumping", discrimination would continue until the regional sourcing met the RoO (Graham and
Wilkie [1998]).

RoO can thus be used to meet the political economy goal of extending protection to both intra-
PTA input and final goods producers. Furthermore, given that RoO hold the potential of
increasing local sourcing and affecting the locational decisions of investors, governments can use
RoO to encourage investment in certain strategic or high-value sectors -for instance in order to
create lucrative jobs (Jensen-Moran [1996]; Hirsch [2002])-.

B. Typesof RoO

Product-Specific RoO: Five Main Components

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

The substantial transformation-criterion is more complex, involving four main components that
can be used as stand-alone or in combinations with each other. The precision in which these
components define RoO in PTAs today contrasts sharply with the vagueness of the substantial

2 The Revised Kyoto Convention is an international instrument adopted by the World Customs Organization (WCO)

to standardize and harmonize customs policies and procedures around the world. The WCO adopted the original
Convention in 1974. The revised version was adopted in June 1999.
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transformation-criterion as used by the United States since 1908 through the inception of the
Canada-US Free Trade Agreement (CUSFTA) and, subsequently, NAFTA (Reyna [1995] p. 7).}

The first component of the substantial transformation criterion is a change in tariff classification
(CTC) between the manufactured good and the inputs from extra-PTA parties used in the productive
process. The CTC may require the product to alter its chapter (2 digits under the Harmonized
System), heading (4 digits), sub-heading (6 digits) or item (8-10 digits) in the exporting country.

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

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

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

TABLE 1
FREQUENCY OF VARIOUS PRODUCT-SPECIFIC CRITERIA
Criterion
PTAs VALUE CONTENT
CTH TECH

MC RVC VP

Customs unions (6) 6 2 2 -- -

(40-60%) (35-60%)
FTAs and other PTAs (87) 83 68 ! 67 74

(30-60%)  (25-65%)

Source: WTO [2002].

Table 1 summarizes the frequency of the various product-specific criteria in 93 PTAs -6 customs
unions and 87 FTAs- around the world. The change of heading-requirement is the staple of PTAs.
It is used either as stand-alone or in tandem with other RoO criteria. Also frequently used are the

®  The old criterion basically required the emergence of a "new and different article" from the manufacturing process

applied to the original article. It was, however, much-criticized for allowing -and indeed requiring- subjective and case-
by-case determinations of origin (Reyna [1995] p. 7).

4 TECH can be highly discretional given that lack of classification tools to objectively guarantee sufficient transformation

in the production of the good.



import content (usually ranging from 30 to 60 percent), value of parts, and technical requirements.
Adding analytical complexity albeit administrative flexibility is that many RoO regimes provide
two alternative RoO for a given product, such as a change of chapter or, alternatively, a change of
heading + RVC.

Regime-Wide RoO

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

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

Second, the roll-up or absorption principle allows materials that have acquired origin by meeting
specific processing requirements to be considered originating when used as input in a subsequent
transformation. That is, when roll-up is allowed, non-originating materials are not taken into account
in the calculation of the value-added of the subsequent transformation.

Third, cumulation allows producers of one PTA member to use non-originating materials from
another PTA member (or other members) without losing the preferential status of the final product.
There are three types of cumulation. Bilateral cumulation operates between the two PTA partners
and permits them to use products that originate in the other PTA partner as if they were their own
when seeking to qualify for preferential treatment. Diagonal cumulation means that countries tied
by the same set of preferential origin rules can use products that originate in any part of the area
as if they originated in the exporting country. Full cumulation extends diagonal cumulation. It
provides that countries tied by the same set of preferential origin rules among each other can
use goods produced in any part of the area, even if these were not originating products. All the
processing done in the zone is then taken into account as if it had taken place in the final country
of manufacture.® As such, diagonal and full cumulation can notably expand the geographical and
product coverage of a RoO regime. Table 2 illustrates the frequency of general RoO provisions
around the world.

TABLE 2
FREQUENCY OF GENERAL RoO PROVISIONS

Type of Cumulation

PTAs De minimis i ) Roll-Up
Bilateral Diagonal Full

Customs unions (6) 3 6 0 0 2

FTAs and other PTAs (87) 85 87 58 8 81

Source: WTO [2002].

® In bilateral cumulation, the use of the partner country components is favored; in diagonal cumulation, all the

beneficiary trading partners of the cumulation area are favored. While diagonal cumulation and, even more so, bilateral
cumulation, promote the use of materials originating within the FTA, full cumulation is more liberal than diagonal
cumulation by allowing a greater use of third-country materials. It is, however, rarely used.
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Whereas de minimis, roll-up, and cumulation allow for leniency in the application of RoO, there
are three provisions that may have the opposite effect -increase the stringency of RoO-.°

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

Second, most PTAs prohibit duty drawback -preclude the refunding of tariffs on non-originating
inputs that are subsequently included in a final product exported to a PTA partner market-. Many
developing countries in particular employ drawback in order to attract investment and to encourage
exports; however, drawback in the context of a PTA is viewed as providing a cost advantage to
the PTA-based producers who gear their final goods to export over producers selling their final
good in the domestic market.” The end of duty drawback entails an increase in the cost of non-
originating components for PTA-based final goods producers. As such, the end of drawback in the
presence of cumulation may encourage intra-PTA producers to shift to suppliers in the cumulation
area (WTO [2002]).

Third, PTAs may impose high administrative costs stemming from the method of certifying the
origin of goods. The main models of certification employed in PTAs are self-certification by
exporters, certification by an industry umbrella group, and certification by the exporting country
government -or various combinations of the three-. The more numerous the bureaucratic hurdles
and the higher the costs for an exporter to obtain an origin certificate, the lower the incentives to
seek PTA-conferred preferential treatment.

C. Effects of RoO

The complexity and stringency of RoO employed in PTAs has given rise to concerns over their
potentially diversionary effects on trade and investment flows. More generally, the often dauntingly
complex RoO have led analysts to question the extent to which PTAs can create trade, boost
welfare, and serve as stepping-stones in the march toward global free trade. From a legal standpoint,
preferential RoO are feared to breach Article XXIV of the General Agreements on Tariffs and
Trade (GATT), which in paragraph 8(b) defines a free trade area as "a group of two or more customs
territories in which the duties and other restrictive regulations of commerce (...) are eliminated on
substantially all the trade between the constituent territories in products originating in such
territories."®

®  To be sure, some countries argue that a system of cumulation merely introduces another layer of discrimination,

since non-participating countries are not eligible for its benefits.

" De Melo, Cadot and Olarreaga [2001] show that duty drawback may have a protectionist bias for reducing the

interest of producers to lobby against protection of intermediate products.

Italics added.



The Costs of RoO

RoO can affect trade by inflicting two types of costs -production and administrative costs-. Both
of these costs can introduce a protectionist bias. Production costs arise from the various technical
criteria imposed by the RoO regime. In theoretical terms, a RoO less PTA could be expected to
result in dramatic changes in trade patterns due to rise in transshipment through the country with
the lowest tariff: without RoO, a PTA would be highly liberalizing given that the lowest tariff would
apply to each import category (Krishna [2002]). However, in the presence of stringent RoO, the
potential for a PTA to boost trade between the members will likely be moderated by the rise in the
cost of inputs for the intra-PTA final goods producers -which decreases final goods production
and lowers the final goods’ producers derived demand for intra-PTA inputs, undercutting intra-
PTA trade in both inputs and final goods (Ju and Krishna [1998])-. The costs of production may be
compounded by the fact that RoO are formulated on the basis of the Harmonized System, which
was not designed with a consideration for the determination of origin. For instance, a product that
undergoes a substantial transformation in practice may still fail to alter its tariff classification, and
hence fail to meet the CTC test.

The administrative costs stem from the procedures required for ascertaining compliance with the
RoO. These involve bookkeeping costs -the costs for the exporter of certifying the origin of a good
prior to its export to the territory of another PTA member- and the costs to the partner country
customs of verifying the origin of goods. The different certification mechanisms impose divergent
costs on firms and governments alike, particularly when countries belong to several PTAs with
different types of RoO. These costs are hardly trivial. In Brazil, for instance, the cost of obtaining
certification for a single shipment from a certifying agency is estimated to range between US$6
and US$20; in Chile, the cost is US$7. Koskinen [1983] estimates the administrative costs for
Finnish exporters under the European Community-EFTA FTA at 1.4 percent to 5.7 percent of the
value of export transactions. In another pioneering study, Herin [1986] puts the cost of obtaining
the appropriate documentation to meet the RoO at three to five percent of the FOB value of the
good in the context of EFTA. Holmes and Shephard [1983] find the average export transaction
EFTA to the EC to require 35 documents and 360 copies. In a recent study, Cadot, et al. [2002])
disentangle NAFTA’s non-RoO related and RoO-related administrative costs, finding the latter to
approximate two percent of Mexican exports to the US market. Producers in sectors governed by
RoO that are based on the VVC criterion face the added administrative complexity of fluctuations
in exchange rates and changes in production costs. Besides increasing unpredictability, changes
in relative prices complicate the verification of origin by customs, and may give rise to subjective
administrative discretion on the part of the importing country customs.

Impact on Trade and Investment Flows

Enouraging the use of intra-PTA inputs at the expense of extra-PTA ones even if the latter were
cheaper, restrictive RoO can result in trade diversion. This is a concern particularly for small
countries whose producers have grown to depend on supply sources beyond their domestic market
(and outside the future PTA area) simply due to the lack of domestic supply of inputs. However,
when their restrictiveness rises further, RoO can constrain intra-PTA trade altogether. With the
production and administrative costs imposed by RoO rising to unsustainably high levels, producers



of the final good would rather import their inputs from the ROW and sell their output at their home
market than produce to the PTA partner’s market at high input costs. Alternatively, final goods
producers may act as producers in the ROW -do export their products to the PTA partner by paying
the MFN tariff and hence foregoing the costs of meeting the RoO-. To be sure, the higher the MFN
tariff, the greater the willingness of firms to comply with the RoO, including to shift to intra-PTA
inputs and furnish the certifying documentation.

Besides the short-run trade effects, RoO may in the longer-run encourage RoO-jumping investment,
whereby extra-PTA producers locate plants within a PTA region in order to satisfy the RoO. If this
occurs even when the PTA region was not economically the most optimal investment location, RoO
can engender investment diversion. Moreover, RoO can produce investment diversion within the
PTA area. For one, should final goods producers be hard-pressed to locate appropriate components
in the PTA area and remain competitive, they may simply choose to locate to the territory of the
largest PTA market and the one with the lowest external tariffs -such as the United States in the
context of NAFTA- and continue importing third-country inputs required for the final product.’
Two, producers located in the PTA member with the lowest production costs can be placed in a
disadvantage when the RoO are based on RVC, which is easier to meet in PTA members with
higher production costs. As such, RoO may encourage investment to a large hub country that may
well be an inefficient producer -and perpetuate it given the agglomeration effects of foreign direct
investment-.

Empirical Evidence

The potential effects of restrictive RoO have three immediate implications to the theoretical debate
over the potential trade effects of PTAs. First, RoO can reduce the utilization rates of the PTA-
provided preferences. Second, RoO can hamper PTA-induced trade liberalization, undercutting
the trade effect that tariff lowering between the PTA partners would have in a PTA with loose
RoO. Third, the relevance of RoO per se -and their importance as a constraint on commerce thereby-
decreases with the lowering of MFN tariff barriers across PTA members. These issues have rendered
some analysts to suggest that the expanding spaghetti-bowl! of overlapping PTAs and RoO regimes
should be accompanied by the principle of open regionalism and/or replaced by customs unions
or a hybrid arrangement between and CU and FTA altogether, lest the benefits of preferential trade
liberalization be lost (see Bergsten [1997]; Wonnacott [1996]).

However, theoretical literature is hard-pressed to specify the exact level of restrictiveness where
the RoO is loose enough to keep input prices low or restrictive enough for the price of inputs to rise
to unsustainable heights, and for the negative effects of trade diversion to kick in (Ju and Krishna
[1998]; Duttagupta and Panagariya [2001]). As such, the relationship between the restrictiveness of
RoO and intra-PTA trade flows in intermediate and final goods is relegated to an empirical matter.

°  For example, a Mexican and a US firm selling at the US market and purchasing their inputs from outside the NAFTA

region would be unequally treated under NAFTA, as the Mexican firm would be disadvantaged vis-a-vis the US firm
by the former’s failure to meet the RoO required to export to the US market (Graham and Wilkie [1998] p. 110).
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Empirical evidence, for its part, is scarce given the difficulties of operationalizing RoO -translating
the complex technical requirements into a variable that serves as a measure of the stringency of
RoO-. However, the pioneering works are rather clear on the dampening effect of the technical and
administrative requirement of RoO on trade. Appiah [1999], examining NAFTA in a three-country,
multisector Computable General Equilibrium (CGE) model, finds that RoO distort trade flows,
diverting resources from their most efficient uses and undercutting global welfare. Estevadeordal
and Miller [2002] document "missed preferences’-i.e., utilization rates below 100 percent -between
the United States and Canada due to the tightening of the pre-FTA RoO under NAFTA launched
in 1994 (Figurel)-. Cadot, et al. [2002] attribute the mere 64 percent utilization rate of NAFTA
preferences in part to RoO, and also show that Mexican exports to the United States have been
undermined by stringent RoO.* Canadian producers are reported to have opted to pay the tariff
rather than going through the administrative hurdles to meet the RoO already in the context of the
NAFTA predecessor, the US-Canada FTA (Krueger [1995]).

FIGURE 1
FROM USA-CANADA FTA TO NAFTA:
RULES OF ORIGIN AND UTILIZATION RATES
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Source: Estevadeordal and Miller [2002].

1 n January 1995, the US found a high compliance rate among the Mexican and Canadian exporters and producers
on RoOs, or at 90 percent and 80 precent, respectively (Reyna [1995] pp. 37-38). In NAFTA, the United States played
a key role in establishing the agreement’s Uniform Regulations and RoO enforcement mechanisms.
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In the EU context, Brenton and Manchin [2002], albeit not operationalizing RoO, attribute the
low utilization rates of the EU’s trading partners in the textile sector to excessively stringent EU
RoO. Augier and Gasiorek [2002] examine two different types of PTAs -one with RoO and the
other whereby the RoO regime permits diagonal cumulation- finding preliminary evidence that
when there is no cumulation between countries, trade is more than a third lower than expected
level of total trade; for manufacturing trade, the figure rises to above 40 percent. These contributions
notwithstanding, much remains to be done to further the empirical understanding of the effects of
RoO on trade and, in particular, on investment.
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I11. RULES OF ORIGIN IN EUROPE AND IN THE AMERICAS

This section turns to analyzing the structure of the most prevalent RoO regimes used in Europe and
the Americas. After laying out the types of RoO used in these regimes, we examine the relative
restrictiveness of the RoO governing different economic sectors in the different agreements, and
consider the behavior of EU RoO against the backdrop of the EU’s preferential tariff lowering
schedules, the other crucial market access instruments employed in FTASs.

A. Comparative Analysis of the Structure of RoO Regimes
Types of Rules

The RoO regimes employed today across the EU’s FTAs are highly uniform vis-a-vis each other.
This owes largely to the European Commission’s recent drive to harmonize the EU’s existing and
future preferential RoO regimes in order to facilitate the operations of EU exporters dealing on
multiple trade fronts, and to pave the way for particularly the East European FTA partners to draw
greater benefits from EU-provided preferential treatment via diagonal cumulation -that is precluded
by the lack of compatibility between RoO regimes. The harmonization efforts pertained to product-
specific and regime-wide RoO alike. They extended to the RoO protocols with the EFTA countries
that dated from 1972 and 1973, as well as across the EU’s FTAs forged in the early 1990s in the
context of the Europe Agreements with Bulgaria, Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Slovakia, and Romania.** The work culminated in 1997 in the launch of the
Pan-European system, which established identical RoO protocols and product-specific RoO across
the EU’s existing FTAs, providing for diagonal cumulation among the participating countries
thereby. The Commission’s regulation 46 of January 1999 reiterates the harmonized protocols,
outlining the so-call single list RoO.

The standard, single list RoO have since 1997 become incorporated in the EU’s newer FTAs,
including the Euro-Mediterranean Association Agreements, the Stabilization and Association
Agreements with Croatia and the Former Yugoslav Republic of Macedonia, the EU-Slovenia
FTA, as well as the extra-regional FTAs with South Africa, Mexico, and Chile. Also the RoO of
the EU’s generalized system of preferences (GSP) and the 2000 Cotonou Agreement with the
African, Caribbean, and Pacific (ACP) developing countries approximate the single list model.
However, the harmonized RoO do not represent a dramatic break with those of the pre-1997 era.
For example, the RoO in nearly three-quarters of the products (in terms of tariff sub-headings) in
the single list and the original EU-Poland RoO protocol published in 1993 are identical. Both the
new and the old versions combine the CTC mainly at the heading level with VVC and/or TECH.
Indeed, the EU RoO feature remarkable continuity: the RoO of the European Community-Cyprus
FTA formed in 1973 are strikingly similar to those used today. One notable difference between the
older and the newer protocols is that the latter allow for an optional way of meeting the RoO for
about 25 percent of the products, whereas the former specify mostly only one way of meeting the
RoO. The second option, alternative RoO, much like the first option RoO, combine different RoO
criteria; however, the most frequently used alternative RoO is based on the import content criterion.

' See Driessen and Graafsma [1999] for review.
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There is much more variation across RoO regimes in the Americas. Nevertheless, distinct RoO
families can be identified (Garay and Cornejo [2002]). One extreme is populated by the traditional
trade agreements such as the Latin American Integration Association (LAIA), which uses a general
rule applicable across the board for all tariff items (a change in tariff classification at the heading
level or, alternatively, a regional value added of at least 50 percent of the FOB export value). The
LAIA model is the point of reference to RoO used in the Andean Community (CAN) and Caribbean
Community (CARICOM). At the other extreme lie the so-called new generation PTAs such as
NAFTA, which, in turn, is used as a reference point for the Mexico-Costa Rica, Mexico-Chile,
Mexico-Bolivia, Chile-Canada, and Mexico-Colombia-Venezuela (or G-3) FTAs.*” The RoO
regimes in these agreements may require a change of chapter, heading, sub-heading or item,
depending on the product in question. In addition, many products combine the change of tariff
classification with an exception, regional value content, or technical requirement. Mercosur RoO,
as well as RoO in the Mercosur-Bolivia and Mercosur-Chile FTAs are mainly based on change of
heading and different combinations of regional value content and technical requirements. The
Central American Common Market’s (CACM) RoO regime can be seen as located between those
of the Mercosur and NAFTA: it uses chiefly change in tariff classification only, but in a more
precise and diverse ways than Mercosur due to requiring the change to take place at either the
chapter, heading, or subheading level, depending on the product in question. In some products,
CACM introduces exceptions; a handful of products are also governed by regional value content
or technical requirements.™

Figure 2 centers on the first RoO component, the CTC criterion, in three of EU’s new RoO regimes
(FTAs with South Africa -where the RoO are basically fully identical to those of the 1999 single
list- Mexico, and Chile), three old ones (the original, pre-single list FTAs with Poland and Estonia,
and the GSP RoO as specified in 1993), five RoO regimes based on the NAFTA model gaining
prominence in the Western Hemisphere (NAFTA, Group of Three between Colombia, Mexico,
and Venezuela, and Mexico-Costa Rica, Mexico-Bolivia, and Canada-Chile FTAs), and the RoO
regimes in the FTAs between Mercosur on the one hand, and Chile and Bolivia, on the other.*

The change of heading-criterion predominates EU RoO, whereas the RoO built upon the NAFTA
RoO regime are based on change of heading and change of chapter-criteria at relatively even
quantities.™® Mercosur’s FTAs with Chile and Bolivia, meanwhile, use the change of heading-criteria
across the RoO. Another notable difference between the EU and the NAFTA models is the EU’s
defining about a quarter of its RoO without a CTC-criterion. The bulk (more than 80 percent) of
these RoO are based on the wholly-obtained criterion used particularly in agricultural products,
or on the import content-rule that impose a ceiling of 40-50 percent to non-originating components

2 NAFTA RoO enshrined in Chapter 4 constitute a maze of highly disaggregated trade regulations described in a

150-page long Annex.

3" There are numerous different RoO regimes beyond those forged by the countries of the Americas and the EU. For
instance, the ASEAN Free Trade Area (AFTA), and the US-Jordan and US-Israel FTAs principally operate on VC alone,
while the Australia-New Zealand Closer Economic Relations Trade Agreement (ANZERTA) combines VC and TECH.
The Common Market for Eastern and Southern Africa (COMESA) features CTC and VC.

' The figure is based on the first RoO only when two or more possible RoO are provided for a tariff heading or

subheading.

* The EU RoO are generally specified at the level of tariff heading in the texts of the RoO protocols, while the NAFTA
family specifies RoO at the level of sub-heading.
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of the ex-works price of the final product. The stand-alone import content RoO are used particularly
frequently for optics, transportation equipment, and machinery and electrical equipment.

FIGURE 2
DISTRIBUTION OF CTC CRITERIA BY AGREEMENT
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Capturing the full scale of variation in the RoO regimes requires a look at the various combinations
of RoO components. Table 3 displays the RoO combinations in selected EU FTAs and FTAS in
the Americas.

Figures 3(a)-(e) extend the analysis of RoO combinations to the sectoral level in five product
categories -plants, vegetables fruits and nuts; pharmaceuticals; textiles; iron and steel; and vehicles-
in EU’s FTAs with South Africa, Mexico, and Chile, in the 1993 RoO of the EU-Poland FTA, as
well as in NAFTA and the Mercosur-Chile FTA.
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TABLE 3

STRUCTURE OF RoO IN SELECTED FTAS

R Ul = I\IjILEJX 20 Pgtjgs* EE'LI'JQS Ggggs MAFTA - E) MCIZEI;( '\ég)l(_ Mgﬁlc Mé;ch
NC 039 039 039 020 020 020 054 405 055 095

NC+ECTC 239 204 239 236 236 230

NC+TECH 139 139 139 072 072 072

NC+ECTC+TECH 000 000 000 000 000 000

NC+VC 1146 1091 11.90 11.08 11.08 10.22 0.02

NC+ECTC+VC 157 157 157 161 161 243

NC+VC+TECH 008 020 020 000 000 000

NC+WHOLLY

O PTER 762 762 762 324 324 343

NC+WHOLLY

O DING 070 070 070 070 070 0.70

Subtotal 2560 24.82 2616 1991 1991 2000 054 405 057 095 000 0.00
CI+ECTC 0.02 0.04

CI+ECTC+VC 0.02

Subtotal 000 000 000 000 000 000 004 000 004 000 000 000
cs 020 020 020 008 012 012 129 154 299 294

CS+ECTC 000 000 000 000 000 000 252 073 214 1.32

CS+TECH 190 1.90 178 189 189 187 004 0.0 0.02
CS+ECTCHTECH 000 000 000 000 000 000 040 004 028 043

CS+VC 027 027 027 037 037 037 460 425 424
CS+ECTCHVC 000 000 000 000 000 000 010

CS+VC+TECH 000 000 000 000 000 000 0.04 0.26
CS+ECTC+VC+TECH 000 000 000 000 000 000 0.83

Subtotal 237 237 225 234 238 236 435 788 966 921 000 0.00
CH 3299 3299 3286 36.83 3800 3835 17.09 1645 2432 17.00 46.00 44.60
CH+ECTC 460 513 456 457 410 405 1918 1345 1066 14.27

CH+TECH 000 000 000 034 08 092 002 097 022 2004 21.20
CH+ECTC+TECH 666 666 666 668 666 662 014 026 1.74

CH+VC 13.01 1268 1278 1358 1356 1356 354 201 267 217 999 11.90
CH+ECTC+VC 037 086 037 043 042 020 058 052 085
CH+VC+TECH 000 000 000 000 000 000 010 806 002 1001 23.97 2230
CH+ECTC+VC+TECH 002 002 002 002 002 002 482 0.89

Subtotal 57.65 58.34 57.25 6243 6362 6370 40.65 46.02 4719 47.5 100.00 100.00
cc 216 216 216 228 228 211 3095 2109 31.05 21.80

CC+ECTC 102 102 102 074 074 074 1771 590 565 6.67

CC+TECH 004 004 004 004 004 004 002 543 6.30
CC+ECTC+TECH 11.02 1125 11.02 1102 11.02 11.04 576 665 581 624

cc+ve 000 000 000 000 000 000 014 026 043
CC+ECTCH+VC 000 000 000 000 000 000 0.00

CC+VCATECH 000 000 000 000 000 000 267 1.24
CC+ECTC+VC+TECH 000 000 000 000 000 000 0.20

Subtotal 1424 1447 1424 1408 1408 1393 5444 4208 4277 4268 000 0.0
Total 100 100 100 99 100 100 100 100 100 100 100 100

Notes: CC = CHANGE IN CHAPTER.

CS = CHANGE IN SUBHEADING.

VC = VALUE CONTENT.
Cl = CHANGE IN ITEM

CH = CHANGE IN HEADING.

ECTC = EXCEPTION TO CHANGE OF TARIFF CLASSIFICATION.

TECH = TECHNICAL REQUIREMENT.
NC = NO CHANGE IN TARIFF CLASSIFICATION REQUIRED

* = 1.27 percent of RoO (by sub-heading) in EU-Poland FTA are covered by Annex IV.

Source: Authors’ calculations and Devlin and Estevadeordal [2001].
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FIGURE 3
(A) - PLANTS, VEGETABLES, FRUITS, NUTS (Chs. 6-8)

100 ~
90
8071 [% NC + WO Chapter
704" 4 NC + WO Chapter + ECTC
60 1 ¥ NC + WO Chapter + VC
e gty s
50 4 | i _ EfcCH
- gty s
w04 | 7 i [1 CH + ECTC + TECH
- gty s
| S # [ cc
301 o mr o
- gty s
- gty s
20 7 - gty s
s A s
104
* * *
0 —
EU-SA EU-MEX EU-CHI EU-POL NAFTA MERC-CHI
(B) - PHARMACEUTICALS (Ch. 30)
100 ~
90
807 Scs
701 - CH
50 1 K CH+ECTC +VC
40 1 [F] CH +VC + TECH
304
204
104
0 —

EU-SA EU-MEX EU-CHI EU-POL NAFTA MERC-CHI

17




(C) - TEXTILE APPAREL (Chs. 61-62)
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(E) - VEHICLES (Ch. 87)
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The figures reveal the rich diversity of combinations of different RoO criteria across sectors
particularly in the EU- and NAFTA-based RoO regimes; Mercosur RoO are more uniform across
sectors. Yet, the graphs also illustrate the similarity of the sectoral RoO combinations across
agreements. Even though NAFTA RoO diverge at the sectoral level from the EU model, the
differences are seldom marked but derive from the particular combination of RoO (for example,
CH + ECTC predominating the NAFTA model in iron and steel, as opposed to CH + TECH for EU
and Mercosur). Particularly notable are the prevalence of the ECTC and CV criteria in combinations
with the CTC-criteria. Both NAFTA and the EU RoO regimes rely heavily on TECH in the textile
sector, which can have important implications to production patterns. This is because TECH in
essence requires the CTC to occur sequentially through specified tariff headings: in NAFTA and
well as in the EU’s FTAs, clothing must have gone through the CTC from yarn to thread, from
thread to cloth, and from cloth to clothing. Thus, clothing manufactured in a NAFTA country
from cloth woven there but using non-originating yarn will not qualify for preferential treatment.
However, NAFTA and EU models do diverge in a dimension that is beyond the scope of the
figures: NAFTA uses the regional value content criterion as the main VC RoO, whereas the EU
mainly employs the import content criterion.

There are more similarities than differences between the RoO regimes based on the EU, the NAFTA,
and the Mercosur models, respectively. However, one prominent feature of the EU RoO regime
draws it apart from the RoO employed in the Americas, namely the frequent use of the so-called
"soft RoO". Soft RoO as employed by the EU means that even when a given RoO requires a
change of heading (or change of chapter), it also allows the use of inputs from the same heading
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(or chapter) up to a certain share of the price of the final product.* This share is most generally
between 5 and 20 percent. Table 4 shows that more than a quarter of the EU RoO requiring a
change of heading and about a sixth of RoO requiring a change of chapter employ a "soft" RoO,
which reduces the stringency of the CTC and ECTC criteria.

TABLE 4
SHARE OF "SOFT" CHANGE OF TARIFF CLASSIFICATION-CRITERIA IN
SELECTED EU RoO REGIMES, BY CRITERION

(Percentages)
Requirement EU-SA EU-MEX EU-CHILE EU-POL93 EU-EST95 EU GSP-93
NC + Soft ECTC 12.7 13.2 125 10.8 11.0 12.8
CS Soft 19.8 19.9 20.9 20.9 20.6 20.8
CH Soft 26.0 25.7 25.9 40.6 39.8 39.8
ECTC Soft alone (CH not soft) 1.3 1.3 1.3 0.7 0.7 0.5
CC Soft 15.2 14.9 15.2 16.2 16.2 14.9

Source: Authors’ calculations based on the texts of RoO protocols.

Besides sectoral RoO, the different RoO regimes in Europe and the Americas can be compared by
their regime-wide R0O. Table 5 contrasts the various RoO regimes in Europe and the Americas
by their general, regime-wide RoO -de minimis, roll-up, cumulation, and drawback-.

TABLES
REGIME-WIDE ROO IN SELECTED FTAs IN EUROPE AND THE AMERICAS

PTA (;?:r?eir?ti?giz) Roll-Up Cumulation Drawback Allowed
Bilateral Diagonal

EU-South Africa 15 Yes Yes Yes (SACU) Not mentioned
EU-Mexico 10 Yes Yes No No after 2 years
EU-Chile 10 Yes Yes No No after 4 years
EU-Poland 10 Yes Yes Yes No

NAFTA 7 Yes except automotive Yes No No after 7 years for Mex.
Mercosur-Chile Not mentioned Yes Yes No Yes

Source: Texts of the RoO protocols, WTO [2002].

¥ The VC in EU RoO requires that the value of non-originating materials not exceed a certain percentage of the ex-

works price of the finished product. Value is defined as the customs value at the time of importation of the non-originating
materials (or, alternatively, the first ascertainable price for materials in the community when the customs value is not
clear). Ex-works price is defined as value of the ex-works price of the product, which means the price paid to the
manufacturer who varied out the last working or processing of the product in question. See Roos [1996, p. 218]. These
definitions apply also the share of non-originating materials allowed by the soft RoO.
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First, EU RoO regime features a higher de minimis than NAFTA, while there is no de minimis
rule in Mercosur’s FTAs. However, the principle does have exceptions: for example, the EU’s de
minimis does not apply to textiles and apparel, except for allowing an 8 percent de minimis of the
total weight of textile materials in mixed textiles products. In the EU-South Africa FTA, de minimis
is set at 15 percent but excludes fish and crustaceans, tobacco products, as well as certain meat
products and alcoholic beverages. The NAFTA de minimis does not extend to the production of
dairy produce; edible products of animal origin; citrus fruit and juice; instant coffee; cocoa products,
and some machinery and mechanical appliances, such as air conditioners and refrigerators (Reyna
[1995] pp. 115-117). In textiles, the 7 percent de minimis refers to the total weight rather than cost
of the input component.

Second, the roll-up principle is widely used by EU’s FTAs and FTAs in the Americas. For
example, in NAFTA, a good may acquire originating status if it is produced in a NAFTA country
from materials considered as originating (whether such materials are wholly obtained or having
satisfied a CTC or RVC criterion) even if no change in tariff classification takes place between
the intermediate material and the final product. Similarly, the EU-Mexico FTA stipulates that
"if a product which has acquired originating status by fulfilling the conditions (...) is used in the
manufacture of another product, the conditions applicable to the product in which it is incorporated
do not apply to it, and no account shall be taken of the non-originating materials which may have
been used in its manufacture”. Roll-up is also a feature of EU’s FTAs with East European countries.

Third, the EU’s Pan-European system of cumulation applied since 1997 draws a clear distinction
between the EU RoO regimes on the one hand, and NAFTA and Mercosur RoO, on the other. The
foremost diagonal cumulation regime in the world, the Pan-European system covers no fewer
than 50 FTAs. These include FTAs between EU and third parties, such as the members of the
European Free Trade Agreement (EFTA), central and eastern European countries, the Baltic
states, and Turkey, and also FTAs forged between the EU’s partner countries -such as between
Slovenia and Estonia-. In concrete terms, the Pan-European system enables producers to use
components originating in any of the participating countries without losing the preferential status
of the final product. The EEA agreement between EU and EFTA permits full cumulation. The
EU-South Africa FTA also provides for full cumulation. It incorporates the "single territory" concept,
whereby goods originating from countries party with South Africa to the Southern Africa Customs
Union (SACU) are considered as originating in the EU-South Africa FTA area.

Fourth, both the EU’s FTAs and NAFTA preclude drawback. Nonetheless, both have allowed for
phase-out periods during which drawback is permitted. For instance, Mexico was allowed to
employ drawback for the first two years under the EU-Mexico FTA, while Chile can do so through
2007, the fourth year of the FTA with the EU. NAFTA allowed Mexico to use drawback during
the first seven years. NAFTA also provides for leniency in the application of the no-drawback
rule by putting in place a refund system, whereby the producer will be refunded the lesser of the
amount of duties paid on imported goods and the amount of duties paid on the exports of the
good (or another product manufactured from that good) upon its introduction to another NAFTA
member. Mercosur’s FTAs stand out for permitting drawback. However, in Mercosur per se, a no-
drawback rule does govern Argentine and Brazilian imports of intermediate automotive products
when the final product is exported to a Mercosur partner.
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Administration of RoO

The EU-inspired RoO regime and the RoO regimes employed in the Americas diverge administrative
requirements, particularly the method of certification (Table 6).

TABLE 6
CERTIFICATION METHOD IN EU, NAFTA, AND MERCOSUR

PTA Certification method
Two-step private and public;

limited self-certification
Two-step private and public;

EU-South Africa

EU-Mexico limited self-certification
EU-Chile 'I_'w_o-step prlvat_e_ an_d public;
limited self-certification
EU-Poland 93 Two-step private and public;
limited self-certification
NAFTA Self-certification
Mercosur-Chile Public (or delegated to a private entity)

Source: Texts of RoO protocols.

The EU RoO regimes require the use of a movement certificate, EUR.1, that is to be issued in
two steps by the exporting country government once application has been made by exporter or
the exporter’s competent agency, such as a sectoral umbrella organization. However, the EU
regimes provide for an alternative certification method, the invoice declaration, for "approved
exporters” who make frequent shipments and are authorized by the customs authorities of the
exporting country to make invoice declarations. NAFTA, meanwhile, relies on self-certification,
which entails that the exporter’s signing the certificate suffices as an affirmation that the items
covered by it qualify as originating. Mercosur’s certification method approximates that of the
EU’s movement certificate system, requiring certification by a public entity or a private umbrella
entity approved as a certifying agency by the government. The NAFTA model can be seen as
placing the burden of proof essentially on the importing country producers; as such, it arguably
minimizes the role of the government in the certifying process, entailing rather low administrative
costs to exporters and governments alike. In contrast, the EU’s movement certificate system
requires heavier involvement by the exporting country government and increases the steps that an
exporter is to bear when seeking certification. To be sure, the invoice declaration system facilitates
exporting among the frequent traders.

B. Comparative Analysis of the Levels of Restrictiveness of RoO

The NAFTA RoO family is based on the change of chapter rules, whereas the EU and Mercosur
models feature a strong change of tariff-heading component. As such, these regimes will entail
somewhat divergent demands on exporters. However, understanding the implications of membership
in the different types of regimes for an exporter operating in a particular industry requires both a
measure of the restrictiveness of RoO, and a more nuanced sectoral analysis of the requirements
imposed by RoO.
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Restrictiveness of RoO Regimes

The manifold RoO combinations within and across RoO regimes present a challenge for cross-
RoO comparisons. This paper seeks to draw such comparisons through an index grounded on the
plausible restrictiveness of a given type of RoO. Estevadeordal [2000] constructs a categorical
index ranging from 1 (least restrictive) to 7 (most restrictive) on the basis of NAFTA RoO. The
index can be conceptualized as an indicator of how demanding a given RoO is for an exporter.
The observation rule for the index is based on two assumptions: (1) change at the level of chapter
Is more restrictive than change at the level of heading, and change at the level of heading more
restrictive than change at the level of sub-heading, and so on; and (2) VC and TECH attached to a
given CTC add to the RoO’s restrictiveness.'” While this paper builds on Estevadeordal’s index,
some modifications are made to the observation rule (specified in Appendix ) to account for the
structure of EU RoO -in particular the instances where the CTC criterion is not used-.

FIGURE 4
RESTRICTIVENESS OF RoO OF THE EU AND IN THE AMERICAS, SELECTED FTAS

EU POST-97 EU PRE-97 NAFTA G-3 MERC-CHI LAIA

J - T 1T

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

Source: Authors’ calculations based on RoO protocols.

Figure 4 reports the restrictiveness of RoO as calculated at the six-digit level of disaggregation in
selected FTAs formed by the European Union and in the Americas, respectively. The EU RoO

" Given that the degree of restrictiveness is a function of ex ante restrictiveness rather than the effective restrictiveness

following the implementation of the RoO, the methodology -much like that of Garay and Cornejo [2002]- is particularly
useful for endogenizing and comparing RoO regimes. The methodology allows RoO to be analyzed in terms of their
characteristics rather than their effects.
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regimes are strikingly alike across agreements; indeed, the similarities are accentuated in comparison
to the graphs above as the differences between the pre- and post-1997 RoO regimes in about a fifth
of subheadings are too small to alter the restrictiveness code. For instance, in many products the
only difference between the two sets of regimes is that a RoO requiring, say, a change of heading
for a given product may also impose an ECTC under one regime while not doing so under another;
such differences go uncaptured by the index employed here. The RoO regimes based on the NAFTA
model, such as the G-3, are highly alike. The Mercosur model pertinent to Mercosur-Chile and
Mercosur-Bolivia FTAs is more general, yet still exhibiting more cross-sectoral variation in the
restrictiveness of RoO than the LAIA model marked by the across-the-board change of heading
RoO. However, diverging from each other, the NAFTA, Mercosur, and LAIA models evince the
distinctive RoO families operated in the Americas.

Sectoral RoO: Comparing EU and NAFTA

Economic sectors in the two predominant RoO regimes in Europe and the Americas -those based
on the EU and the NAFTA models, respectively- are governed by different types of RoO and
RoO combinations, such as a high domestic value content for agricultural products, technical
requirements for textiles products, and change of tariff heading in combination with RVC for
automotives. But to what extent does the restrictiveness of RoO vary across sectors? Are some
sectors more susceptible to the negative trade and investment effects of RoO than others?

We explore this question by focusing on EU and NAFTA RoO. Table 7 reports the restrictiveness
values aggregated by section of the Harmonized System that are established on the basis of the
EU’s 1999 regulation and NAFTA, respectively.

TABLE 7
RESTRICTIVENESS OF EU AND NAFTA RoO

HS Section EU-99 NAFTA
1. Live Animals 7.0 6.0
2. Vegetable Products 6.6 6.0
3. Fats and Oils 4.7 6.0
4. Food, Bev. and Tobacco 5.0 4.7
5.  Mineral Products 35 6.0
6. Chemicals 3.9 5.3
7. Plastics 4.9 4.8
8. Leather Goods 3.3 5.6
9.  Wood Products 2.9 4.0
10. Pulp and Paper 4.4 4.8
11. Textile and Apparel 6.1 6.9
12. Footwear 2.8 4.9
13. Stone and Glass 3.7 4.9
14. Jewelry 3.7 5.3
15. Base Metals 4.2 4.6
16. Machinery and Electrical Equipment 4.8 3.2
17. Transportation Equipment 4.7 4.8
18. Optics 5.0 4.0
19. Arms and Ammunition 4.0 4.7
20. Works of Art, Misc. 4.1 5.1
Average 4.5 51

Source: Authors’ calculations; Estevadeordal [2000].
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Two issues stand out. First, the average restrictiveness value for EU RoO falls between 4 and 5,
which correspond to the change of heading and change of heading plus regional value content
criteria, respectively. As such, the index conveys the same message as the analysis above of the
predominance of the change of heading rule in EU’s RoO regimes. The average is somewhat
higher for NAFTA, reflecting the use of the change in chapter criterion. 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.
Agricultural products and textiles and apparel are marked by a particularly high restrictiveness
score in both regimes, which provides precursory evidence that the restrictiveness of RoO may be
driven by the same political economy variables that arbitrate the level of tariffs in the EU and
United States.

The box-and-whisker plots in Figure 5 provide a more nuanced look at the sectoral restrictiveness
of the EU and NAFTA RoO. The first set in each of the 21 sectors refers to EU RoO, while the
latter set refers to NAFTA RoO. The plots reveal some differences in the range of restrictiveness
(or the lack of it) within sectors in each agreement. For instance, while EU RoO are nearly
uniform with sections 13-21, NAFTA RoO vary more within these sections -and tend to be more
restrictive than the EU RoO-. Meanwhile, EU RoO in foodstuffs (section 4) feature a wide range
of restrictiveness values, while the NAFTA RoO are highly uniform in the sector.

FIGURE 5
PROFILES OF SECTORAL RESTRICTIVENESS OF EU AND NAFTA RoO
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Note: Observed points more extreme than the adjacent values are individually plotted (outliers and
extreme values are marked using "x" and "0" symbols).

Source: Authors’ calculations based on the texts of EU and NAFTA RoO protocols.
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Sectoral "RoO Phase-Ins™ and Deviations for the Single List in EU-Mexico and EU-Chile FTAs

EU RoO are highly uniform across agreements, as consequently is their level of sectoral
restrictiveness. However, a closer look at the product-specific RoO in the EU-Mexico and EU-
Chile FTAs regimes reveals that the EU does provide partner-specific sectoral transition periods
and adjustment mechanisms.

First, both the EU-Mexico and EU-Chile FTAs contain a number of "RoO phase-ins" -deviations
from the EU’s standard baseline for a certain period of time-. In the case of Mexico, these pertain
to one whole chapter (knitted apparel) and to 25 headings (or subheadings) in chemicals, textiles,
footwear, machinery, and vehicles, and endure from two to six years prior to converging to the
benchmark RoO. The most notable exceptions favoring Mexico involve three headings in vehicles
(road tractors and semi-trailers; public transport vehicles; and motor vehicles for transport of
goods), for which Mexico applies a 55 percent VC for an annual quota of 2,500 units through
2002, followed by a 50 percent VC on the quota through 2006. This contrasts with the 60 percent
VC that will be applied otherwise and following year 2006. A similar alleviating exception applies
to three other headings in vehicles and two headings pertinent to piston engines in chapter 84, but
only through the year 2004. In footwear, the RoO for shoes is more restrictive for the EU than in
its other FTAs: same RoO applies as in the FTAs with Chile and South Africa up to a certain quota,
while the rest of EU exports to the Mexican market are regulated by much more stringent RoO.

The other RoO phase-outs in the EU-Mexico FTA involve Zea indurate maize (through 2002),
organic chemicals (subheadings of headings 2914 and 2915 feature stricter RoO through June
2003); leather (heading 4104 involves change of heading rather than TECH through 2002); knitted
apparel (whereby chapter 61, instead of manufacture from yarn, permits a greater number of
options through 2002); unknitted apparel (whereby several headings in chapter 62 allow a greater
number of options than manufacture from yarn through 2002, and a third alternative RoO will be
made available starting in 2003); and nuclear fuel elements (heading 8401 involves a looser RoO
through 2005).

The RoO phase-ins are fewer in the case of Chile and pertain to textiles and bicycles for the first
three years of the agreement. For two headings in man-made staple fibers (chapter 55), the RoO
is more lenient prior to the phase-in. In special woven fabrics (chapter 58), the RoO is stricter
prior to the phase-in, whereas in headgear (chapter 65), the initial RoO requires a VVC instead of a
change in heading. In bicycles (chapter 87), the initial RoO requires a VVC rather than an ECTC,
which sets in three years into the agreement.

Tables 8(a) and 8(b) list the phase-ins granted to Mexico and Chile in the RoO regimes with the
EU.

A second means to add leniency to the RoO protocol are product-specific deviations from the
single list. Tables 9(a) and 9(b) present such deviations in the EU-Mexico and EU-Chile FTAs,
respectively, at the heading level. Many of the deviations are negotiated at the sub-heading level,
the product descriptions define to which precise sub-headings or items the rule applies within a
given heading.
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TABLE 8(A)
RoO PHASE-INS IN EU-MEXICO FTA

Sector(s) Phase-in through
Zea indurate maize 12/31/2002
Chemicals (2914) 06/30/2003
Chemicals (2915) 06/30/2003
Hides and Skins (4104) 12/31/2002
Knitted Apparel (Chapter 61) 12/31/2002
Unknitted Apparel (6201-6209, 6211) 12/31/2002

Unknitted Apparel (6202, 6204, 6206, 6209, 6211) 12/31/2002

RoO applied on Mexican imports

Footwear (6402-6404) from EU within a quota

Nuclear fuel elements (8401) 12/31/2005
Engines (8407) 12/31/2004
Engines (8408) 12/31/2004

Mexico to apply a more lenient RoO
for an annual quota until 12/31/2006

Parties to apply a more lenient RoO
for an annual quota until 12/31/2004

Vehicles (8701, 8702, 8704)

Vehicles (8703, 8706, 8707)

Source: Appendix ii(a) of the EU-Mexico RoO Protocol.

TABLE 8(B)
RoO PHASE-INS IN EU-CHILE FTA
Sector(s) Phase-in through
Yarn (5509, 5511) 12/31/2005
Non-Woven Labels (5807) 12/31/2005
Felt Headgear (6503) 12/31/2005
Bicycles (8712) 12/31/2005

Source: Appendix ii(a) of the EU-Chile RoO Protocol.
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TABLE 9(A)
DEVIATIONS FROM THE EU SINGLE LIST: EU-MEXICO FTA (1°T RoO ONLY)

Heading (or subheadings thereof) EU Single List EU-MEX RoO
4810 (Paper or paperboard, coated on one or both sides with kaolin or other
inorganic substances, with or without a binder, and with no other coating, whether or CH CC + ECTC + TECH
not surface-colored, surface-decorated or printed, in rolls or sheets)
6307 (Other made-up articles, including dress patterns) VC 60% CC + ECTC + TECH
6401 (Waterproof footwear with outer soles and uppers of rubber or of plastics, the
uppers of which are neither fixed to the sole nor assembled by stitching, riveting, NC + ECTC NC + multiple ECTC
nailing, screwing, plugging or similar processes)

i ; CH + ECTC+
6402-6404 (Footwear of plastics, leather and textiles) NC + ECTC VC 40%*
8483 (Transmission shafts and cranks; bearing housing and plain shaft bearings; CH + ECTC+
gears and gearing; ball screws, gear boxes and other speed changers; flywheelers CH + VC 60% VC 60%
and pulleys; clutches and shaft couplings intended for use in vehicles in Ch. 87) 0
8508 (Electromechanical tools for working in the hand with self-contained electric o
motor, parts thereof) CH +VC 60% CH+ECTC
8509 (Electromechanical domestic appliances, with self-contained electric motor, CH + VC 60% CH + ECTC
parts thereof)
8516 (Electric ovens, electric heating resistors, electric smoothing irons; parts thereof) CH + VC 60% CH + ECTC
8518 ("Other appliances" under the heading microphones and stands thereof,
loudspeakers; head-phones; earphones and combined microphone/speaker sets; VC 60% VC 50%
audio-frequency electric amplifiers; electric sound amplifier sets, parts thereof)
8527 (Radio brqadcast receivers not _capable of operating without an external source VC 60% CH + ECTC
of power, of a kind used in motor vehicles)
8544 (Insulated wire, cable and other insulated electric conductors, whether or not VC 60% VC 50%

fitted with connectors; optical fiber cables, made up of individual sheathed fibers)

8708 (Parts and accessories of motor vehicles of headings 8701 to 8705) VC 60% CH + ECTC
9009 (Electrostatic photocopying apparatus operating by reproducing the original

image(via an interm?ediate o%t,o tghee:%py) P VIR g ’ CH +VC 60% CH +VC 50%
9022 (Apparatus based on the use of x-rays or of alpha, beta or gamma radiations,

not for medical, surgical, dental, or veterinary uses, including radiography and CH + ECTC CH + VC 60%
radiotherapy apparatus, parts and accessories thereof)

9026 (Instruments or apparatus for measuring or checking the flow, level, pressure

or other variables of liquids or gases, excluding instruments and apparatus of VC 60% CH
heading No. 9014, 9015, 9028, or 9032)

Note: NC + ECTC applies to EC imports to Mexico to a limit set by a quota.
VC hereby implies the minimum originating value of all materials used in the production of the final good of the price of the
final good.

Source: RoO Protocols.

TABLE 9(B)

DEVIATIONS FROM THE EU SINGLE LIST: EU-CHILE FTA (13‘T RoO ONLY)
Heading (or subheadings thereof) EU Single List EU-Chile RoO
7601 (Unwrought aluminum) CS + TECH CH + VC 50%
8469-8473 (Office machines and parts and accessories thereof) VC 60% VC 50%
8481 ("Other appliances" under the heading of taps, cocks, valves and similar
appliances for pipes, boiler shells, tanks, vats or the like, including pressure-reducing CH + VC 60% VC 60%
valves and thermostatically controlled valves)
8504 (Power supply units for automatic data-processing machines) VC 60% VC 50%
8509 (Vacuum cleaners, including dry and wet vacuum cleaners; floor polishers CH + VC 60% VC 60%
8517 (Electrical apparatus for line telephony or line telegraphy, including line
telephone sets with cordless handsets and telecommunication apparatus for carrier- CH + VC 60% VC 50%

current line systems or for digital line systems; videophones)

8523 (Prepared unrecorded media for sound recording or similar recording of other

0, 0,
phenomena, other than products of Ch. 37) VC 60% V€ 50%

Note: VC hereby implies the minimum originating value of all materials used in the production of the final good of the price of the final
good.

Source: RoO Protocols.
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Although the deviations are rather minor, the fact that most of them feature a less stringent rule of
origin than that on the single list suggests, much like the RoO phase-ins do, that both Mexico and
Chile achieved favorable outcomes in the RoO bargaining with the EU. Notably, in both cases, the
divergences apply to industrial products only (i.e., chapters 25-97). For Mexico, the bulk of the
deviations are in apparel; footwear; machinery and mechanical appliances; electrical machinery
and equipment; vehicle parts; and optical instruments. The RoO in these sectors were modified in
order to accommodate the lack of raw materials, components, and local production in Mexico
(Holbein, et al. [2002]). Nonetheless, the EU is by and large viewed as the beneficiary of the
RoO package, particularly after the phase-ins are completed. For instance, Mexico’s goal was to
keep RoO on car components at 30 percent of the value of the vehicle (Ibidem). However, the
FTA grants preferential access to the European market for units that have at least 50 percent local
content based on value added by Mexican producers; as noted above, after the third year of the
FTA, the local content will rise to 60 percent as under the single list."®

For Chile, most deviations from the single list are in machinery and mechanical appliances, and
electrical machinery and equipment. However, perhaps the most contentious issue in EU-Chile
RoO negotiations centered on fishing and on a topic therein that is not defined in the product-
specific RoO. Under international agreements, sea products caught within a nation’s territory are
regarded as originating from that country. However, in the Chile-EU FTA, fish will be considered
originating from the country of the ship that catches them; as such, only fish caught by Chilean or
EU vessels can enter the EU free of duty four years into the agreement. This means that fish caught
by third-country vessels in the territorial waters of either Chile or EU will not meet the RoO. The
FTA also provides inroads for Europeans to the Chilean fishing industry by liberalizing investment
for the EU in the sector -where foreign direct investment had previously been capped at 49 percent
of local companies-. However, the FTA does exclude the EU’s original proposal for full access to
Chile’s fishing waters and ports.

C. Substitution vs. Complementarity of RoO: Tariff and RoO Packages in EU’s FTAs

While isolating RoO has given important insights into their plausible trade effects, the actual
market access and, hence, trade effects of PTAs are inherently a function of both RoO and the
extent of preferential tariff liberalization. Indeed, that the EU is applying a uniform RoO regime
across its PTA partners yet follows somewhat distinct tariff liberalization schedules in its PTAs
begs an analysis of the interaction of RoO and tariff preferences. Furthermore, given that the EU
RoO are remarkably resilient to variation in FTA partners and arguably also to changes in production
structures over time suggests that the largely pre-set RoO, while introducing ex ante clarity and
simplifying PTA negotiations, impose a constraint on EU’s PTA negotiators. As such, the EU’s
pre-established RoO regime can be viewed as diverting the main focus of the FTA negotiations to
the preferential tariff liberalization schedules.

The tariff packages in FTAs can be considered as varying in two dimensions: the relative depth of
tariff lowering upon the agreement’s entry into force, and the speed of tariff lowering to a zero

8 This contrasts with NAFTA RoO, which allows Mexico to claim all the value of an autopart if the imported components
to that part have been significantly transformed in Mexico (Holbein, et al. [2002]).
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duty. The depth of tariff lowering can be measured as the difference between the EU’s MFN tariff
and the preferential tariff offered to the partner country in a given sector. There is discernible
variation across EU’s extra-European FTAs along this dimension. For example, both Mexico and,
in particular, Chile, gained full access to the EU market in several industrial product categories
marked by high MFN tariffs at the first year of the FTAS’ entry into force. For instance, the bulk
of Chilean textile and footwear gained an immediate tariff-free access to the EU market. For
South Africa, meanwhile, the preferences were more meager. Table 10 lays out the preferential
margins for South Africa, Mexico, and Chile, respectively, at the entry into force of their FTAs
with the EU. The preferential tariff for a given partner country is in each case weighted by the
EU’s imports from that country. The preferential margin is measured in percentage points and
calculated as the difference between the EU’s MFN tariff in 2000 and the preferential tariff.
Agricultural tariffs for Mexico and Chile are measured by including only the sectors that: (1) were
not excluded from the coverage of the FTA; and (2) are covered only by a tariff rather than a
specific rate (usually expressed as Euro per unit of quantity, such as kg, liters, etc.) or a mixed
tariff (which combines an ad valorem tariff and a specific rate tariff quota). For South Africa, the
specific rates or mixed tariffs have been translated into a tariff and thus included in the calculations.

TABLE 10
PREFERENTIAL MARGINS IN THE 15T YEAR OF FTA WITH THE EU:
SOUTH AFRICA, MEXICO, CHILE

(Percentages)

HS Section South Africa Mexico Chile
1. Live Animals 3.45 6.13 4.27
2. Vegetable Products 1.07 1.25 0.0

3. Fats and Oils 2.75 4.69 0.0

4. Food, Bev. and Tobacco 0.0 5.81 0.97
5. Mineral Products 0.36 0.36 0.36
6. Chemicals 2.75 2.26 3.26
7. Plastics 5.20 4.40 5.32
8. Leather Goods 2.57 3.97 4.03
9.  Wood Products 1.33 1.35 1.65
10. Pulp and Paper 1.72 1.73 1.73
11. Textiles and Apparel 4,52 5.53 10.69
12. Footwear 5.98 5.06 8.39
13. Stone and Glass 4.73 3.34 4.45
14. Jewelry 0.23 0.22 0.23
15. Base Metals 0.83 2.53 3.07
16. Machinery and Electrical Equipment 1.34 1.25 1.47
17. Transportation Equipment 4.22 2.44 4.84
18. Optics 1.17 1.43 1.42
19. Arms and Ammunition 0.83 117 0.86
20. Works of Art, Misc. 2.34 2.29 2.34
Average 2.15 2.86 2.75

Source: Authors’ calculations based on the FTA texts and UNCTAD data.
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Following the methodology used in Cadot, et al. [2002], Figures 6(a)-6(c) examine the interplay
of the depth of tariff lowering and the restrictiveness of RoO for South African, Mexican, and
Chilean industrial exports to the EU. Given the similarity in RoO across these regimes, the RoO
index is that of the EU’s single list. The size of the dots is proportional to each sector’s share in
the examined country’s total exports to EU (due to data constraints, the export data for Chile is
from 2000 even though the EU-Chile FTA took effect in 2003).

FIGURE 6(A)
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Source: Author’s calculations based on Cadot, et at. [2002] methodology.

FIGURE 6(B)
MEXICO: EXPORTS TO THE EU IN PREF/RoO SPACE, 2000
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FIGURE 6(C)
CHILE: EXPORTS TO THE EU IN PREF/RoO SPACE, 2000
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Source: Author’s calculations based on Cadot, et at. [2002] methodology.

Should RoO be taken as a constraint and the depth of tariff preferences as a boost for market access
and trade, the sectors closest to the Northwest part of the picture -those with highest preferential
margins and least restrictive RoO- ought to be the winners in terms of improved market access.
The location of the various economic sectors on the graphs for Mexico and Chile is quite similar,
and both countries enjoy deeper preferences than South Africa. However, some of Mexico’s most
important exports to the EU are also in sectors where the EU RoO are stringent and preferences
below the average offered to Mexico -transportation equipment, machinery and electrical equipment,
and mineral products-. Chile’s main export to the EU, base metals, fares somewhat better, featuring
a below-average RoO index and a preference approximating the average margin offered to Chile.
Moreover, given that the EU’s MFN and GSP tariffs in this sector are low to begin with, the margin
for Chile suggests that the lowering for most items in the sector has been very substantial at the
entry year.

Agricultural products, meanwhile, receive less generous treatment in all three cases, featuring
strict RoO and low preferential margins. Even where the margin is higher -live animals- the MFN
tariff is very high, which implies that the preferential tariff will continue to be substantial, the deep
preference notwithstanding. Furthermore, the graphs for Mexico and Chile contain the optimistic
bias in agriculture due to not including sectors that were either excluded from the FTA or covered
by special rates or mixed tariffs. The EU-Mexico FTA, for instance, excludes the EU’s most
vulnerable agricultural sectors, including grains, meat, potatoes, some fruit, sugar and milk
derivatives (although their market access provisions are to be revised in 2003).* However, a closer

19 Europeans gained immediate market access to Mexico for such exports as certain vegetables, fruits and fruit
juices, tobacco, cheese, beer, liquors, spirits (vodka, cognac, certain whisky, gin), cut flowers, and olive oil. Trade of
quality wines (above US$5) was liberalized in 2003.
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look at the EU-Chile FTA is encouraging on two fronts, in particular. The first is the greater access
to the EU for Chilean fresh fruit, harvested in the Southern Hemisphere summer to supply northern
markets during their winter. The EU immediately lifted tariffs on Chilean apples, which previously
faced a five percent duty in the EU market. Nearly 40 percent Chilean table grapes to the EU also
enter duty-free; the eight percent tariff on the remainder is being phased out over four years
(Reuters 04/27/02). The EU was more protective on nectarines and peaches, however. Second,
Chile and the EU struck two specific agreements on wines and spirits. These grant reciprocal and
exclusive protection to geographical indications, traditional expressions, and other protected
names. The agreements are also expected to increase market access on both sides, particularly for
quality wines. Chilean wines will enter the EU market duty free four years into the agreement.

On a more general level, it should be borne in mind that the figures are not fully comparable due
to our not examining the tariff schedules that the three partners respectively provided to the EU.
The EU’s tariff offers to each partner may in part be influenced by the effect of reciprocity, that
is, each respective partner’s tariff liberalization offer presented to the EU. Should the different
partners’ offers diverge from each other, they may have affected the EU’s tariff liberalization
schedule differently -in which case establishing whether Mexico obtained better terms in its
bargaining with the EU than Chile or South Africa, for instance, is somewhat complicated.
However, a glance at the tariff offers by each of the three countries to the EU allows to establish
that they are relatively similar. Moreover, even absent comparability, each graph would be
instructive in its own right. Indeed, each of them suggests a direct relationship between tariff
preferences and restrictiveness of RoO -or substitutability of between preferential tariff lowering
and restrictiveness of RoO-. In political economy terms, assuming that the partner country’s final
goods producers obtained inputs outside the bloc before the FTA, they are provided an incentive
to turn to intra-PTA intermediate producers for inputs by the deep tariff preference. RoO, in other
words, become the price the partner country’s final goods producers have to pay to enjoy the
premium of market access. Extending the argument, EU’s intermediate good producers that have
ex ante obtained a stringent RoO would have and incentive to lobby for deep tariff preferences
for their downstream sectors in order to capture the latter’s market for inputs (Cadot, et al. [2002]).

To be sure, some of the low preferential margins merely mark sectors that are already open in the
EU; as such, they do not necessarily indicate insubstantial preferential trade opening. These, indeed,
are the sectors where exporters have the greatest incentive to avert the RoO and simply pay the
MFN tariff to enter the EU market. This notion, in turn, would be consistent with the political
economy explanation of the substitution effect between tariffs and RoO: sectors least protected
by tariffs have been least insistent on added-on protection via restrictive RoO. Nonetheless, that
the depth of tariff lowering varies across partners may be indicative of the partner country’s level
of competitiveness in the production of inputs -in which case the partner country’s final goods
producers would procure inputs from their (likely low-cost) domestic market and still meet the
RoO, and the EU-based input producers would consequently face lowered incentives to lobby for
deep tariff preferences in the final goods. In the latter scenario, preferential tariffs would likely
tend towards complementing rather than substituting RoO.

Table 11 extends the analysis to the second dimension in which EU’s tariffs vary across FTAs, the

EU’s tariff phase-out schedules. The phase-out is measured as the number of years to reach zero
preferential tariffs in a given sector. Another way of conceptualizing the phase-out is that when
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the bilateral tariff reaches zero, the preferential margin offered to a given FTA partner will become
the inverse of the EU’s MFN tariff.

TABLE 11
TARIFF PHASE-OUTS IN FTA WITH THE EU:
SOUTH AFRICA, MEXICO, CHILE

(In years)
HS Section South Africa Mexico Chile
1. Live Animals 2.61 5.39 3.48
2. Vegetable Products 3.62 3.87 2.58
3. Fats and Oils 3.08 4.65 3.30
4. Food, Bev. and Tobacco 4.42 6.46 5.76
5. Mineral Products 0.01 0.02 0.00
6. Chemicals 0.70 0.77 0.74
7. Plastics 0.60 0.77 0.79
8. Leather Goods 0.91 0.70 0.62
9.  Wood Products 0.81 0.94 0.34
10. Pulp and Paper 0.14 0.00 0.00
11. Textile and Apparel 3.92 2.81 0.08
12. Footwear 1.25 1.58 0.19
13. Stone and Glass 0.47 0.57 0.88
14. Jewelry 0.06 0.00 0.00
15. Base Metals 2.16 1.12 0.55
16. Machinery and Electrical Equipment 0.32 0.30 0.08
17. Transportation Equipment 2.05 0.95 0.70
18. Optics 0.41 0.23 0.40
19. Arms and Ammunition 2.17 2.70 2.26
20. Works of Art, Misc. 0.64 0.45 0.15
Average 1.52 1.71 1.14

Source: Authors’ calculations based on the FTA texts and UNCTAD data.

The table appears to reaffirm the notion that Chile may have obtained the most favorable market
access provisions of the three of EU’s recent extra-European FTA partners, that is, a substantial
immediate tariff lowering and the fastest phase-out of tariffs.

Figures 7(a)-7(c) liken figures 6(a)-6(c) above, but plot the RoO index against the EU’s phase-out
schedule in the three FTAs.

In these figures, sectors located in the Southwest part of the picture can be considered winners in
terms of improved market access: they face least stringent RoO and fastest phase-out of EU’s
preferential tariffs. Sectors in the Northeast, meanwhile, face stringent RoO and a long waiting
period prior to accessing the EU market free of duty. In the cases of Mexico and Chile, tariff phase-
out for industrial products takes a maximum of only three years. Moreover, in the vast majority of
sectors, tariffs were brought to zero upon the FTA’s entry into force. In the agricultural sector,
meanwhile, phase-outs are longer, with duty-free treatment provided for some tariff lines only ten
years into the agreement.
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FIGURE 7(A)

SOUTH AFRICA: EXPORTS TO THE EU IN PHASE-OUT/RoO SPACE, 2000
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Source: Author’s calculations based on Cadot, et at. [2002] methodology.

FIGURE 7(B)
MEXICO: EXPORTS TO THE EU IN PHASE-OUT/RoO SPACE, 2000
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FIGURE 7(C)
CHILE: EXPORTS TO THE EU IN PHASE-OUT/RoO SPACE, 2000
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In the case of South Africa, the phase-out schedules for industrial and agricultural products alike
are more complex and phase-outs longer. In industrial goods, some sectors are liberalized only
after seven years into the agreement. However, some of South Africa’s main exports to the EU,
jewelry and mineral products, do enjoy relatively quick phase-outs. On the agricultural side,
South Africa’s situation likens that of Mexico, which continues hampering an unfettered market
access of some of its most important exports to the EU -vegetable products and food, beverages
and tobacco products-.

The restrictiveness of RoO and the extent of tariff phase-out appear to be directly related. The
fastest tariff lowering will likely occur in sectors with the least restrictive RoO. Again, the sectors
with the fastest liberalization schedules will likely be those with the lowest tariffs ex ante, and, as
such, least political economy pressure for the perpetuation of protection -or for stringent RoO-.
Similar dynamic operates in NAFTA; Estevadeordal [2000] shows that the length of phase-outs
offered by the United States to Mexico is directly related to the restrictiveness of NAFTA RoO.
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IV. MERCOSUR-EU MARKET ACCESS NEGOTIATIONS: TARIFFS AND
RULES OF ORIGIN

This section examines the implications of the above findings to the EU-Mercosur negotiations,
focusing in particular on the prospects of Mercosur’s access to the EU market. The first part presents
some stylized facts about bilateral trade and tariffs. The second part examines the prospects for
Mercosur to enhance its access to the EU market in light of the lessons presented by the two
Latin American countries, Mexico and Chile that have negotiated FTAs with the EU. The third
part extends the analysis further into the future to discuss the implications for Mercosur of its
simultaneous operation in the European and FTAA RoO theaters.

A. Basic Stylized Facts on Trade and Tariffs
Trade Flows and Patterns

The EU is Mercosur’s most important trading partner. In 2001, 22.6 percent of Mercosur’s total
exports (intra-bloc exports included) were destined to the EU market, while the EU was the
source of 24.7 percent of Mercosur’s imports. In contrast, 19.8 percent of Mercosur exports went
to and 21.12 percent of its imports came from the United States (Table 12). For the EU, trade
with Mercosur constitutes just over a percent of the total extra-EU commerce.

TABLE 12
MERCOSUR’S TRADE PATTERNS, 1999-2001
(US$ millions)
Exports 1999 2000 2001
Total 74,321.60 84,878.10 88,314.20
EU 19,168.40 19,872.30 19,944.00
us 13,700.70 16,716.90 17,487.60
% EU 25.79 23.41 22.58
% US 18.43 19.70 19.80
Imports 1999 2000 2001
Total 80,438.60 87,134.00 81,496.20
EU 22,978.40 20,688.90 20,157.78
us 17,478.50 18,261.50 17,208.30
% EU 28.57 23.74 24.73
% US 21.73 20.96 21.12

Source: Authors’ calculations based on Mercosur Secretariat data.

The importance of the EU market for Mercosur is accentuated in agricultural products. Table 13
shows that the EU is the market for a third of Mercosur’s animal and vegetable product exports, as
well as for nearly one half of Mercosur’s leather exports. The importance of EU products in the
Mercosur’s import basket is most marked in the manufacturing sector; over a quarter of Mercosur’s
imports of machinery and transportation equipment comes from the EU market.
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TABLE 13
THE SHARE OF THE EU MARKET OF MERCOSUR’'S TOTAL TRADE, 2000

HS Section % of Exports % of Imports
1. Live Animals 34.53 11.56
2. Vegetable Products 31.05 16.03
3. Fatsand Qils 5.41 25.29
4. Food, Bev. and Tobacco 23.06 20.45
5. Mineral Products 25.85 3.70
6. Chemicals 9.13 27.60
7. Plastics 9.31 22.57
8. Leather Goods 47.73 6.22
9.  Wood Products 12.19 39.25
10. Pulp and Paper 17.20 23.27
11. Textile and Apparel 15.65 16.52
12. Footwear 4.87 7.24
13. Stone and Glass 14.10 37.30
14. Jewelry 31.35 30.76
15. Base Metals 16.21 19.41
16. Machinery and Electrical Equipment 10.94 27.28
17. Transportation Equipment 9.39 27.05
18. Optics 10.00 13.09
19. Arms and Ammunition 5.57 81.49
20. Works of Art, Misc. 10.71 23.69

Source: Authors’ calculations based on the Hemispheric Trade and Tariff Database.

TABLE 14(A)
COMPOSITION OF MERCOSUR’S EXPORTS TO THE EU, 2000
HS Section % of Total Exports to the EU
1. Live Animals 8.62
2. Vegetable Products 17.75
of which
Oil Seed, Misc. Grain, Seed, Fruit 50.91
Coffee and Tea 27.21
3. Fats and Oils 0.67
4. Food, Bev. and Tobacco 22.58
of which
Animal Fodder, Residues and Waste from Food Industry 67.76
Preparations of Vegetables, Fruit and Nuts 17.77
Tobacco and Substitutes 7.76
5. Mineral Products 8.28
6. Chemicals 3.28
7. Plastics 1.24
8. Leather Goods 3.40
9.  Wood Products 2.50
10. Pulp and Paper 4.01
11. Textile and Apparel 1.65
12. Footwear 0.49
13. Stone and Glass 0.75
14. Jewelry 0.71
15. Base Metals 8.77
of which
Iron and Steel 50.02
Aluminum and Aluminum Articles 38.36
16. Machinery and Electrical Equipment  5.67
17. Transportation Equipment 8.19
18. Optics 0.37
19. Arms and Ammunition 0.02
20. Works of Art, Misc. 1.03

Source: Authors’ calculations based on the Hemispheric Trade and Tariff Database.
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TABLE 14(B)
COMPOSITION OF MERCOSUR’S IMPORTS FROM THE EU, 2000

HS Section % of Total Imports from EU
1. Live Animals 0.67
2. Vegetable Products 1.00
3. Fats and Oils 0.38
4. Food, Bev. and Tobacco 1.91
5. Mineral Products 1.37
6. Chemicals 19.63
of which
Organic Chemicals 34.93
Pharmaceutical Products 24.10
7. Plastics 5.69
8. Leather Goods 0.21
9.  Wood Products 0.35
10. Pulp and Paper 3.71
11. Textile and Apparel 2.00
12. Footwear 0.08
13. Stone and Glass 1.34
14. Jewelry 0.42
15. Base Metals 5.23
16. Machinery and Electrical Equipment  38.15
of which
Nuclear Reactors, Boilers, Machinery 93.54
17. Transportation Equipment 12.42
of which
Vehicles, Parts and Accessories 69.68
Aircraft and Parts 28.40
18. Optics 3.72
19. Arms and Ammunition 0.39
20. Works of Art, Misc. 1.32

Source: Authors’ calculations based on the Hemispheric Trade and Tariff Database.

The composition of EU-Mercosur trade flows also reveals the importance of agriculture for
Mercosur. About one half of Mercosur’s exports to the EU market consist of agricultural products
(Table 14a). This contrast sharply with Mexico, for instance, whose trade with the EU was
dominated by industrial products upon the EU-Mexico FTA’s entry into force. Mercosur’s imports
from the EU, meanwhile, consist mainly of manufactured goods (Table 14b).

Tariffs

External tariffs of the EU have been declining as a result of the implementation of the Uruguay
Round commitments. The EU’s average unweighted MFN tariff stood at 5.4 percent in 2000,
while the unweighted average GSP duty was at 2.9 percent. However, although about a fifth of
agricultural and a quarter of industrial goods enter the EU with tariffs below two percent (Table 15),
tariff peaks continue to apply to a number of sensitive sectors such as food products, tobacco,
beverages, agricultural products and textiles (Table 16).

In the case of Mercosur, tariffs are notably higher across the board, with the unweighted average
MFN tariff of the region approximating ten percent. However, the current tariff levels in the
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region must be viewed against the three- to four times higher rates just over a decade ago. In
another positive trend, the use of peak tariffs is moderate in Mercosur: only some five percent
of agricultural and seven percent of industrial products are governed by tariffs at or above 15
percent. This indicates that the liberalization accomplished in the 1990s was extended across
the board.

TABLE 15
NUISANCE TARIFFS AND TARIFF PEAKS IN EU AND MERCOSUR, 2000
(Percent of tariff items)

Agricultural Products Industrial Products

EUMFN EUGSP MERCOSUR EUMFN EUGSP MERCOSUR

Percentage of items with zero tariff 16.6 4.9 -- 18.6 50.2 0.02
Percentage of items with nuisance tariff
2 percent or less 18.3 2.3 9.5 27.6 58.7 5.8
3 percent or less 22.7 19.6 9.5 45.8 64.1 7.9
Percentage of items with peak tariffs ( = 15%) 21.3 9.0 4.8 0.7 0.2 7.4

Source: Authors’ calculations based on UNCTAD data.

TABLE 16
EU AND MERCOSUR TARIFFS BY SECTION, 2000
(Simple averages)

HS Section EU GSP Mercosur MFN
1. Live Animals 4.26 8.25
2. Vegetable Products 6.50 7.35
3. Fats and Oils 4.93 8.71
4. Food, Bev. and Tobacco 11.05 12.23
5. Mineral Products 0.00 3.77
6. Chemicals 1.30 7.18
7. Plastics 2.57 10.01
8. Leather Goods 1.42 9.58
9. Wood Products 2.37 7.66
10. Pulp and Paper 0.10 9.29
11. Textile and Apparel 7.73 13.57
12. Footwear 5.48 15.19
13. Stone and Glass 1.97 9.55
14. Jewelry 0.54 8.75
15. Base Metals 0.90 10.53
16. Machinery and Electrical Equipment 0.92 8.45
17. Transportation Equipment 3.22 9.97
18. Optics 0.80 9.74
19. Arms and Ammunition 0.00 14.30
20. Works of Art, Misc. 0.95 14.40
Average 2.85 9.92

Source: Authors’ calculations based on UNCTAD data.
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B. Rules of Origin and Market Access Negotiations: Lessons for Mercosur from EU
Inter-Regional Agreements on Negotiations

What are the implications of the tariffs and RoO employed in EU’s prior FTAs to Mercosur’s
access to the EU market -and in light of Mercosur’s exports patterns to the EU market?-.

Tariff Lowering: What Effect?

In terms of tariffs, the first cut is to examine Mercosur’s comparative advantages. Table 17 shows
that there is a correlation between sectors where Mercosur has comparative advantages -agriculture
and livestock- on the one hand, and that are both the sectors where the EU is an important market
to Mercosur, and sectors that are among the most tightly protected by the EU.

TABLE 17
REVEALED COMPARATIVE ADVANTAGE, EU AND MERCOSUR
Sector (ISIC 3 digit) EU Argentina Brazil Paraguay  Uruguay
111 Agriculture and Livestock 0.4 7.6 4.2 20.10 3.1
113 Agriculture Services 1.5 0.7 0.6 0.20 5.2
121 Forestry 1.0 1.2 1.1 1.80 0.1
122 Logging 0.4 0.8 1.6 0.10 7.4
130 Fishing 0.3 4.8 0.3 0.01 6.2
210 Coal 0.0 0.0 0.0 0.00 0.0
220 Petroleum and Gas 0.1 2.3 0.0 0.00 0.0
230 Metal Ore 0.1 4.3 17.7 0.00 0.0
290 Other Mining 0.8 0.5 1.4 0.20 0.7
311-12 Food Products 0.9 5.7 3.2 5.00 7.1
313 Beverages 2.0 1.4 0.2 0.10 3.0
314 Tobacco 0.9 0.3 3.7 0.10 6.0
321 Textiles 1.1 0.4 0.6 0.70 3.2
322 Wearing Apparel 0.7 0.1 0.1 0.40 1.6
323 Leather Products 1.6 5.7 2.6 6.30 121
324 Footwear 1.2 0.3 4.6 0.10 0.9
331 Wood Products 0.6 0.1 14 4.90 0.3
332 Furniture and Fixtures 1.2 0.4 0.7 0.10 0.6
341 Paper Products 1.0 0.5 1.8 0.10 0.9
342 Printing and Publishing 15 0.9 0.2 0.20 0.7
351 Industrial Chemicals 0.9 0.6 0.8 0.10 0.5
352 Other Chemicals 1.8 0.7 0.5 0.30 0.6
353 Petroleum Refineries 1.1 15 0.5 0.01 0.3
354 Petroleum and Coal Products 1.1 0.3 0.3 0.00 0.001
355 Rubber Products 0.8 0.7 1.5 0.10 1.7
356 Plastic Products 1.1 0.3 0.4 0.20 0.5
361 Pottery, China, Etc 1.5 0.1 0.5 0.00 0.9
362 Glass and Products 1.1 0.2 0.5 0.00 0.1
369 Other Non-Metallic Products 1.8 0.4 1.7 0.10 15
371 Iron and Steel 0.7 0.6 21 0.10 0.2
372 Non-Ferrous Metals 0.6 0.4 1.3 0.10 0.5
381 Metal Products 1.2 0.2 0.5 0.10 0.1
382 Machinery excl. Electrical 1.2 0.2 0.5 0.00 0.1
383 Electrical Machinery 0.7 0.1 0.2 0.10 0.1
384 Transport Equipment 1.1 0.8 0.9 0.00 0.4
385 Professional Equipment 1.2 0.1 0.2 0.00 0.1
390 Other Industries 1.3 0.1 0.2 0.10 0.0

Notes: RCA equals the share of a country’s exports of a given product in the world’s exports of that product
divided by the share of the country’s total exports in the world trade.

Source: Estevadeordal and Krivonos [2000].
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Figure 8 takes a different angle, contrasting Mercosur’s export patterns to the EU against the EU’s
GSP rate and EU RoO based on the single list. Again, the bulk of Mercosur trade depicted by the
bars is concentrated in sectors where EU’s GSP tariff is high and also where the RoO are most
restrictive, including raw and processed agricultural products, base metals, and transportation
equipment. As such, tariff lowering by EU in its currently most protected sectors to Mercosur could
have an important impact on Mercosur’s exports to the EU, particularly in industrial products if
the FTA comes to approximate the EU’s FTAs with Chile and Mexico that cap phase-outs in
industrial goods to three years. In a CGE approach, Monteagudo and Watanuki [2002] find that
the greatest impact of an FTA with the EU would be precisely on Mercosur’s light manufactures.

FIGURE 8
EU RoO AND TARIFF AND DISTRIBUTION OF MERCOSUR’'S EXPORTS TO EU
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Table 18 predicts the trade and welfare effects of the EU-Mercosur FTA on the EU, Argentina,
Brazil, and the United States. The estimations are based on a CGE model. The partial EU-Mercosur

FTA excludes trade in agriculture.
The results indicate the potential that liberalization of agricultural trade represents for Mercosur.

For Argentina and Brazil, a full liberalization would boost economic growth and exports markedly.
The simulation on partial liberalization indicates that these gains would be diminished in the
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absence of liberalization in agricultural goods.” For the EU, the main gains could come from niche
processed food products (not shown here).

TABLE 18
ECONOMY-WIDE EFFECTS OF TRADE LIBERALIZATION
(% change from benchmark)

Real GDP Exports Imports

EU- . EU-Merc EU- . EU-Merc EU- . EU-Merc

Merc FTAA Fl:/?ertrlleE'li- FTA+  Merc FTAA F,:/?:r's'FETL:\' FTA+  Merc FTAA F,:/?:r's'FETL:\' FTA+

FTA FTAA  FTA FTAA  FTA FTAA
EU 011 -001 0.0 0.10 114 -007 098 1.06 116 -002 097 113
Argentina 413 247 205 6.44 126 667 549  19.05 1005 575 498 1558
Brazil 489 336 289 803 1293 85 644 2129 978 743 560  16.79
uUs 003 022 002 0.25 012 192 005 205 042 113  0.01 1.24

Source: Integration and Regional Programs Department, IDB.

RoO and Tariff Preferences

On the RoO front, the EU’s single list will undoubtedly play a major role in shaping the structure
of the EU-Mercosur RoO regime. Indeed, the fact that the newer RoO protocols mirror not only
each other but also the single list suggests that the EU has consistently obtained its preferred
outcome in the RoO negotiations. The EU’s RoO bargaining power has several sources. These
include the EU’s flexibility in allowing for some (albeit very few) product-specific exceptions
and for RoO and drawback phase-outs, and the potential for the partner countries to access the
Pan-European system of cumulation. Furthermore, the EU in general draws bargaining leverage
from the overall attractiveness of its huge internal market, and the manifold FTAs it has already
concluded -which provide added incentives for countries not part of the EU network of agreements
to complete agreements with the EU-. Indeed, it is arguably not the enhanced access to the EU’s
market per se that drives partner countries to conclude agreements with the EU, but, rather, the
costs of remaining outside the EU’s FTA network vis-a-vis the other spoke countries. In other
words, the greater the number of FTAs the EU concludes, the higher the incentives for non-members
to become members -even at the costs of adopting EU’s preferred market access RoO-. Besides,
concluding an FTA with the EU carries numerous side payments particularly for a smaller countries,
which, as a consequence, may be more willing to accept EU’s market access rules: EU’s FTAs
span well beyond market access matters to other economic areas such as investment and also
political dialogue, cooperation, and technical assistance, including to implement the RoO regime.

Assuming that the RoO-tariff package of the EU-Mercosur FTA will liken those of the recent
FTAs signed by the EU with the extra-European partners, these prior agreements can be drawn on
to predict the extent of preferences that Mercosur will gain through the FTA with the EU. Figure 9
is equivalent to Figures 6(a)-(c) above but focuses on Mercosur. The location of the sectoral dots

% The simulations consider the elimination of ad valorem tariffs, domestic support in agriculture, and export subsidies.
The welfare effects would likely be accentuated should liberalization in services be included in the model.
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is determined by the EU’s single list RoO and the average of tariff preferences in the EU-Mexico
and EU-Chile FTAs, while the size of the dots is proportional to Mercosur’s exports to the EU.
Some of the chapters of the Harmonized System that are particularly large sources of Mercosur’s
exports to the EU are separated from their respective sectors to be displayed independently in
the figure.

FIGURE 9
MERCOSUR: EXPORTS TO THE EU IN MEXICO/CHILE PREF/RoO SPACE, 2000
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The figure suggests that Mercosur’s main industrial exports would likely enjoy relatively deep
preferences, yet also face some of the most stringent of EU RoO; this would particularly be the
case of base metals, transportation equipment, and machinery and electronic equipment. Textiles, a
less important export for Mercosur, would enjoy the deep preferences, yet also face very stringent
RoO. Tending toward the Northwest section of the graph are leather products, a modest item in
Mercosur’s export basket to the EU.

The situation for agriculture is mixed. Preferences can be rather deep, such as for animal fodder;
however, given the high base rate, the actual tariff will still be substantial. For example, the
unweighted GSP tariff for food, beverages, and tobacco is above 11 percent, so that the preferential
tariff will remain high despite the rather deep, 3.5 percent preferential margin. Moreover, the
graphs have an optimistic bias in that they do not display the several agricultural sectors that were
exempted from the coverage of the EU-Chile and EU-Mexico FTAs or that are covered by specific
rates. RoO in agriculture are tight; however, the wholly-obtained criterion is often relatively
uncomplicated to meet in agricultural goods, particularly in unprocessed items.

In sum, should the preferential tariff-RoO package mirror those offered by the EU to Mexico and
Chile, Mercosur’s main industrial exports would obtain rather deep preferences already in the
first year of the FTA, yet at the expense of meeting the rather restrictive RoO governing these
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sectors. Agricultural products, meanwhile, would continue facing EU’s high tariffs. As such, the
preference/RoO-package for Mercosur likens that of Mexico in its FTA with the EU.

Figure 10 displays Mercosur’s export in the phase-out/RoO space, again using the average of
phase-outs of the EU-Mexico and EU-Chile FTAs as benchmarks.

FIGURE 10
MERCOSUR: EXPORTS TO THE EU IN MEXICO/CHILE PHASE-OUT/RoO SPACE, 2000
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Source: Author’s calculations based on Cadot, et at. [2002] methodology.

Should the tariff lowering mirror that of the EU-Mexico FTA and EU-Chile FTA, with a maximum
of three years to zero tariffs, Mercosur’s main industrial exports would likely enjoy a relatively
quick access to the EU market -particularly mineral products, leather products, pulp and paper, and
machinery and electrical equipment-. Also the bulk of base metals and transportation equipment
would likely enjoy immediate market access given the average phase-out of only a year in these
sectors. Meanwhile, the situation is less encouraging on the agricultural front. Mercosur’s main
exports to the EU -food, beverages, and tobacco, live animals, and vegetable products, feature
slow phase-outs-. However, coffee and tea and prepared animal fodder, some important chapters
in the agricultural export basket, would fare notably better.

Market Access Prospects for Mercosur

What are the prospects for Mercosur to enhance its access to the EU market -to what extent could
the parameters set by the Mexican and Chilean RoO/tariff package be altered to meet the particular
needs of Mercosur?

On the RoO side, the uniformity across EU’s RoO regimes suggests that the EU model will
heavily affect also the EU-Mercosur agreement. This would in essence imply the continuation of
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the RoO regime governing economic exchange between EU and Mercosur in the framework of
the GSP. However, there are four considerations that could presage added leniency to the RoO
regime and augur well for Mercosur’s access to the EU market.

First, even if the overall model was to approximate those of the existing EU RoO regimes, there
are a number of ways that provide leniency to the product-specific RoO, such as RoO "phase-ins"
or more permanent deviation from the single list baseline. These in turn, would imply that the
FTA talks open the possibility for Mercosur to obtain a less restrictive RoO regime than applied
in the context of the GSP.

Second, nearly a third of Mercosur’s exports to the EU market is composed of live animal and
vegetable products, whereby meeting the ostensibly stringent "wholly obtained"-RoO is often
relatively automatic. Indeed, the negotiations of the RoO for products falling in the chapters 1-24
of the Harmonized System pertaining to agricultural products is deemed as rather uncomplicated
by many officials involved in the talks.

Third, the FTA could open the possibility for diagonal cumulation within Mercosur, which the
EU’s GSP scheme, as provided by the Commission regulation 46 of 1999, extends only to the
members of the Association of Southeast Asian Nations (ASEAN). This, in turn, would encourage
truly regional, "made in Mercosur" exports to the EU, and, as such, also help boost intra-regional
trade within Mercosur.

Fourth, Mercosur could obtain a similar drawback phase-in scheme as Mexico and Chile in their
FTAs with the EU. This would allow for added competitiveness of Mercosur exports in the EU
market.

The tariff package will provide further means for Mercosur to improve its access to the EU market.

First, the Mexico/Chile parameters indicate that Mercosur can augment its trade with the EU in
industrial goods, provided that the RoO are met. This could augur well particularly for Brazil that
features an important manufacturing base.

Second, the EU’s preferential margins have been eroding over the past few years due to the
implementation of the Uruguay Round preferences. However, the EU’s agricultural tariffs, quotas,
and subsidies constitute a formidable barrier to imports. Penetrating this barrier through an FTA
with substantial and fast liberalization and few exceptions would not only place Mercosur at an
advantage vis-a-vis the EU’s other extra-European trading partners, but also entail a major departure
from the status quo, resulting in important gains in exports and welfare alike. The impact would
be all the more significant given that the GSP leaves many Argentine and Brazilian exports
uncovered due to the EU’s graduation mechanism, which determines the sectors and countries
excluded from GSP. The criteria for exclusion are based on a development index and index of
export specialization (Estevadeordal and Krivonos [2000]). In the case of Argentina, Chapters 1,
2, 4, and 16-23 (except for codes 1604, 1605 and 1902 2010 and 1902 2041) do not obtain GSP
treatment. In the case of Brazil, Chapters 1, 2, 9, 13, and 16-23 (except for codes 1604, 1605 and
1902 2010, 24, 41, 47-49, 64-67, 86, 88, 89, and some specific products) are excluded (Ibidem
[2000]). Periodic reviews by the EU may entail further curtailments of the GSP preferences.
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Opening the EU’s agricultural sector seems implausible in light of the EU-Mexico and EU-Chile
FTAs with meager liberalization on the agricultural front. However, it could also be argued that
Chile and Mexico may have focused their bargaining energies on gaining market access for
industrial rather than agricultural products, so that Mercosur could score greater gains on agriculture
by placing heavier demands on the EU than Chile and Mexico did. Moreover, the multilateral
negotiations in agriculture could facilitate the EU-Mercosur talks; indeed, the Doha Development
Agenda opens a window of opportunity for EU and Mercosur to swap market access concessions
on the agricultural front (Giordano [2003]).

C. Future Prospects: Operating in Multiple RoO Theatres

Assuming that the RoO in the EU-Mercosur model become tailored after the EU’s 1999 single
list, and that the burgeoning NAFTA family plays a major role in the construction of RoO in the
FTAA process, what are the implications for economic agents and governments in the Mercosur
countries engaged in integration processes in both FTA theaters simultaneously?

In general terms, it can be expected that adjusting and adhering to two or three RoO regimes has
implications to firms’: (1) supply relations; (2) specialization to production for one of the two or
several partner markets; and (3) costs of divergent forms certification. Moreover, for customs,
membership in manifold RoO regimes poses a need for human and financial resources to verify the
origin of goods. However, these assertions beg the question of the divergence between the EU and
NAFTA RoO regimes. Do these regimes clash -feature layers of divergent RoO and administrative
procedures?-. Or do they bear resemblance to each other and, as such, not only provide opportunities
for streamlining the process of applying RoO, but also pave the way to a globally harmonized RoO?

Two useful dimensions in which the potential clash or compatibility of regimes can be examined
are: (1) the degree of divergence in sector-specific RoO; and (2) the degree of difference between
the administrative requirements of complying with a given type of a RoO regime. As seen above,
the product-specific RoO in the NAFTA and EU RoO regimes, when examined through the lens
of restrictiveness, are not wide; as such, the two regimes will likely condition the behavior of
Mercosur-based economic agents in a given sector in similar ways. Most simply, downstream
producers intent on qualifying EU-Mercosur or FTAA preferences in the sectors with the most
restrictive RoO will be those that will need to be particularly flexible in adjusting to supply
relations encouraged by the RoO. One way for them to reducing the costs of stringent RoO on
two fronts is specializing in producing to either the European or the Western Hemisphere market.

The differences in certification between the EU and NAFTA RoO regimes, however, could
present administrative questions -such as balancing the costs of certifying should the movement
certificate system be applied and verifying the origin of goods in a system of self-certification-.
Although self-certification lowers transaction costs while complex certification procedures are
likely to augment them, a process relying on self-certification can arguably heighten the ex-post
verification costs if the certification mechanisms are loosely defined and void of transparency.
However, verifying whether a given good is qualified to enter a market is a daunting task particularly
for governments with scarce resources. A potential way of retaining a low-cost certification
mechanism while reducing the costs of verification and enforcement is establishing a firm, credible
dispute settlement mechanism in the framework of the FTA.

47






Contents

V. CONCLUSIONS

The EU-Mercosur negotiations offer substantial opportunities for trade and investment for both
regions, as well as a framework for consolidating the already strong bi-regional economic and
political relationship. Market access negotiations will be an important part of the agreement. The
degree to which the parties can enhance mutual market access will be determined by two factors:
(1) the timetables for eliminating tariffs (as well as non-tariff barriers); and (2) rules of origin,
which determine the basket of goods eligible for preferential tariff treatment. Rules of origin present
often one of the most contentious issues of FTA negotiations due to their lack of transparency,
the difficulties of assessing their impact on trade and investment flows, their potential use for
protectionist purposes by powerful economic lobbies, and the complexity associated with their
administration.

This paper has sought to provide a detailed mapping of the different rules of origin regimes in
FTAs in the Americas and Europe, and to draw lessons from these existing regimes to the EU-
Mercosur RoO negotiations. We reach four main conclusions.

First, as in the case of the EU-Mexico and EU-Chile FTAs, the EU’s standardized RoO regime
will play a central role in the EU-Mercosur RoO negotiations. It is quite unlikely that the FTA’s
RoO will be tailor-made to correspond to the idiosyncrasies of the EU-Mercosur economic relations
rather than by and large following the EU’s pre-established model. However, the analysis of the
EU’s prior negotiations also indicates that Mercosur does have room for maneuver in order to
obtain its preferred rules for specific products, even if these rules deviated somewhat from the
EU’s baseline. Moreover, the importance of agricultural products in Mercosur’s exports to the EU
will somewhat mitigate the issue of rules of origin in the bi-regional talks. Much like in the case
of mining and fishery products, RoO in the agricultural sector tend to be simple and straight-
forward, and also relatively uncomplicated to meet. This means that the access for Mercosur’s
agricultural products will depend primarily on the EU’s tariffs and non-tariff barriers. To be sure,
negotiations of RoO governing processed agricultural products as well as industrial products will
be more complex, particularly in sectors that continue to be protected by the EU. Nonetheless, the
asymmetric trade-tariff structures of the EU and Mercosur enhance the pay-off structure of the
market access negotiations: there is, in short, plenty of room for mutual concessions. At the
minimum, the EU’s tariff preferences for Mercosur should approximate those provided to Chile,
particularly in order to foster Mercosur’s chances to augment its industrial exports to the European
market. The need for a generous tariff package is all the more compelling given that many industrial
products from Chile, Mexico, and South Africa are already entering the EU market free of duty.

Second, the EU-Mercosur FTA could incorporate provisions allowing for drawback and RoO
phase-ins. Such provisions would enable Mercosur to better utilize the preferential treatment
provided by the EU -as well as to keep Mercosur at a par with Mexico and Chile that enjoy both
general and sector-specific adjustment mechanisms in their FTAs with the EU-.

Third, the EU-Mercosur agreement will be the first major FTA to be signed between two formal
customs unions. A potentially positive outcome of this bloc-to-bloc negotiation from Mercosur’s
point of view is that the RoO regime will likely allow for diagonal cumulation among Mercosur
members. Such an outcome would likely not have been possible had each Mercosur member
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entered a bilateral agreement with the EU, as Mexico and Chile have done. The existing bilateral
treaties between the EU and Latin American countries are in this sense structurally different from
the Pan-European agreements (or the FTAA for that matter), where cumulation is pursued in part
in order to boost trade among EU’s FTA partners. Cumulation will, however, be likely possible to
introduce only when Mercosur members further consolidate their common market. To be sure,
also the benefits of cumulation can be fully harnessed only when Mercosur becomes a genuine
customs union. Fostering intra-regional integration is pertinent not only to the aftermath of the
bi-regional FTA, but also to the bargaining process with the EU, as it would allow Mercosur to
present a clear common stance in the market access negotiations.

Fourth and more generally, the sequence of trade talks may play an important role in the RoO
negotiations. Mercosur’s trade flows are divided roughly between hemispheric partners and
extra-hemispheric ones, with the EU being the most notable one. This contrasts with the case of
Mexico, which has followed a logic of sequential negotiations -first with its main export and
import partner, the United States, followed by negotiations with the EU and now likely also with
Japan, given Mexico’s strategic interest in becoming a truly global manufacturing hub. Mercosur,
in contrast, is conducting simultaneous rather than sequential negotiations with the United States
and the EU under the auspices of the FTAA process and the EU-Mercosur talks, respectively. This
strategy opens avenues for Mercosur to ensure a high degree of compatibility between the two
major future agreements, particularly for the specific products of central importance to the region.

That Mercosur is integrating into the two major, widely employed rules of origin regimes -those of
the EU and the FTAA, respectively- helps avert a situation where Mercosur was part of manifold
bilateral FTAs with distinct RoO regimes. Indeed and more generally, the expanding geographical
reach of the EU RoO regimes and the future coverage of the Western Hemisphere by a single RoO
regime can be considered a global move toward the application of two relatively similar RoO
regimes. This dynamic, along with the fact that many RoO regimes particularly in the Asia-Pacific
and African PTA theaters are relatively simple, with the same RoO often applying across-the-
board, should facilitate eventual convergence toward a single global preferential RoO regime.
Globally harmonized RoO would be particularly beneficial to the "spoke™ countries that implement
divergent RoO regimes across their FTA partners, rather than applying a single, uniform RoO
regime in operations across partners, as is done by the EU hub and, within the Americas, by the
US and Mexico hubs. The WTO has advanced in harmonizing non-preferential rules of origin at
the global level. The Doha Trade Round should provide it further momentum to complete this
task -and also propel multilateral agreements to start the process of harmonizing preferential rules
of origin-. A further, albeit perhaps more distant, possibility would be to devise a multilateral
mechanism to monitor the application of preferential RoO in order to guarantee transparency of
RoO and to minimize their uses for distributional purposes. Multilateral approaches to RoO are
all the more pressing in the face of PTA proliferation and the potential breach by the various RoO
regimes of the tacit prohibition of "other restrictive regulations of commerce™ put forth by Article
XXIV of the GATT.
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APPENDIX |

Estevadeordal’s [2000] observation rule yields a RoO index as follows:
y=1ify*<CI

y=2ifCI<y* <CS

y=3ifCS<y*<CSand VC

y=4if CS and VC <y* <CH

y=5ifCH<y*<CHand VC

y=6if CHand VC <y* <CC

y=71ifCC<y*<CCand TECH

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

There are a number of modifications to the observation rule in the case of those EU RoO for
which no CTC is specified. First, RoO based on the import content rule are equated to a change
in heading (value 4) if the content requirement allows up to 50 percent of non-originating inputs
of the ex-works price of the product. Value 5 is assigned when the share of non-originating inputs
is below 50 percent, as well as when an import content criterion is combined with a technical
requirement. Second, RoO featuring an exception alone is assigned value 1 if exception concerns
a heading or a number of headings, and 2 if the exception concerns a chapter or a number of
chapters. Third, RoO based on the wholly-obtained criterion are assigned value 7.

The observation rule is admittedly somewhat crude for accounting for the subtleties of the EU

RoO as it does not account for the "soft" CTC criterion used by the EU. However, it does allow
for comparing the EU and NAFTA RoO regimes.
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