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PREFACE

Pursuant to section 332(b) of the Tariff Act of 1930 (19 U.S.C. 1332(b), the U.S. International
Trade Commission reports annually on U.S. import trends under the provisions of Harmonized
Tariff Schedule (HTS) heading 9802. The annual analysis identifies the level and nature of
U.S.-origin component production that is used in foreign assembly operations. The current report
examines the 4-year period 1992-95 on a country- and product-specific basis, and presents
historical data (1970-95) under these tariff provisions. In addition to the assessment on the use of
HTS 9802 provisions, this year’s report includes a special chapter that focuses on changes and issues
affecting the maquiladora industry since the implementation of the North American Free-Trade
Agreement.

Extension of this investigation in 1-year increments is subject to annual Commission
reauthorization depending in large measure on administration (USTR, Commerce, Labor, State)
and congressional interest related to production sharing and trade agreements issues, as well as the
extent of public interest in and use of the information presented. Foreign assembly with U.S.-made
components is expanding and continues to be an important competitive strategy for many
companies, and despite certain data limitations explained in the note below, this assessment of trade
under the provisions of HTS 9802 currently is the only official source for documenting the use of
U.S. components in foreign assembly. Production-sharing data play an important role in analyzing
the effects of trade agreements and the ability of U.S. industry to compete.
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CHAPTER 1
Overview and Findings

Production sharing occurs when certain aspects of
an article’s manufacture are performed in more than
one country. Production sharing among industrialized
nations often reflects rationalization of production.!
Another common form of production sharing occurs
when parts, made in the United States or other
developed countries, are shipped to regionally
accessible low-labor-cost countries for assembly.2 The
assembled goods are then returned to the originating
developed country for further processing or packaging
and distribution.3 This “foreign-assembly”-type
production sharing has evolved into an important
competitive strategy for many U.S. producers of
low-cost labor-intensive articles. Market share (in the
United States and abroad) can often be preserved as a
result of improvements in cost competitiveness by way
of foreign assembly, which enables companies to retain
higher production and employment levels in the United
States than might otherwise be possible.

Production-sharing activities in Europe® and Japan
are driven by economic incentives and considerations

! Companies “rationalize” production by consolidating
the manufacture of a particular product or component at
just a few specific places. Plants that may manufacture
diversified products become specialized in the production
of fewer products. This rationalization can lead to greater
efficiency and economies of scale, and to interdependency
between plants requiring coordination of production
planning. Increasingly, rationalization of production across
international boundaries is a common practice.

2 In addition to the use of foreign assembly plants to
reduce labor costs or to rationalize production,
production-sharing operations may be designed to
penetrate foreign markets (where high tariffs or other trade
barriers restrict direct export of finished goods).
Production sharing may also take advantage of a certain
unique foreign production technology, labor skills, raw
materials, or specialized components.

3 Finished goods imported from Mexican assembly
plants often go through quality testing procedures in the
United States prior to final packaging and shipping to
domestic and foreign markets. U.S. exports of machinery
and electronic products often incorporate subassemblies or
parts that have been assembled in Mexico or, in the case
of semiconductors, Southeast Asia.

In addition to information obtained from various
Commission studies since 1987, Commission staff has
routinely monitored the effects of production sharing on
U.S. industry and maintained regular contact with U.S.
companies that use foreign assembly as part of their
competitive strategy, particularly vis-a-vis Asian producers.
See chapter 3 for illustration in various industry sectors.

5 Production sharing in Europe is referred to as
“outward processing” trade. Typically, firms in France,
Germany, and Northern Italy make use of low-labor-cost

5—Continued
plants to sew apparel and assemble electronic products in
Portugal, Southern Italy, Slovenia, Croatia, Hungary,
Poland, the Czech Republic, Slovakia, and North Africa.
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similar to those in North America. To remain viable in
the international marketplace and provide a shield
against the intensifying competition from
low-labor-cost manufacturers in newly industrialized
or developing nations, manufacturers in the European
Union (EU) and Japan also have moved some of their
more labor-intensive production and assembly
operations to countries primarily within their
respective regions that offer significantly lower labor
costs (table 1-1).

For the host country, production sharing may be
perceived as an interim step towards economic
integration.6 National governments in Central Europe
(CE) have approached production-sharing arrange-

6 This strategy has been established and pursued, for
example, by the Central and East European economies
following the 1989 political transformation in that region.
See Riccardo Faini and Richard Portes, “European Union
Trade with Eastern Europe: Adjustment and
Opportunities,” Journal of the Flagstaff Institute, Vol. 16,
No. 1, Feb. 1992.

Table 1-1

ments as an interim tactical, fast-track measure to
improve their economies in pursuit of quasi-parity with
the less developed European Union (EU) economies of
Greece, Portugal, and Ireland.” The strategy reportedly
was embraced by the CE economies to encourage more
foreign direct investment and to persuade the leading
EU member states (Germany, the United Kingdom, and
France) to grant them the benefits of full subsequent
integration. In North America, the NAFTA appears to
be a natural progression from production sharing in the
motor vehicle, electronic products, and apparel sectors,
integrating industries in Canada, the United States, and
Mexico.

7 For more information, see chapter 6, “Production
Sharing in Europe,” in USITC, Production Sharing: Use
of U.S. Components and Materials in Foreign Assembly
nggegationg,ll99l-l994, USITC publication 2966, May
1996, p. 6-1.

Average hourly compensation costs for manufacturing employees, by selected regions and

countries, 1992-95

Change Change
in 1995 in 1995
Region/country 1992 1993 1994 1995 from 1992 from 1994
in U.S. dollars - Percent —
North America
United States .......... 16.09 16.51 16.86 17.20 7 2
Canada ............... 17.03 16.43 15.87 16.03 -6 1
Mexico ................ 2.17 2.40 2.47 11.51 -143 -139
Europe
Gemany .............. 25.40 25.36 26.90 31.88 26 19
Austria ................ 20.29 20.16 21.51 25.38 25 18
Sweden ............... 24.59 17.70 18.86 21.36 -15 13
France ................ 16.89 16.23 17.04 19.34 15 13
taly ................. 19.60 16.00 16.10 16.48 -19 2
United Kingdom ........ 14.44 12.47 12.86 13.77 5 7
Spain ................. 13.37 11.50 11.39 12.70 -5 12
Portugal ............... 5.17 4.50 4.60 5.35 3 16
Poland? ............... 1.04 1.10 1.37 2.09 101 53
Hungary?.............. 1.25 1.48 1.65 1.80 44 9
Czech Republic? ....... 1.05 1.25 1.45 1.70 62 17
Asia
Japan................. 16.28 19.01 21.07 23.66 45 12
Korea................. 5.22 5.64 6.40 7.40 42 16
Singapore ............. 4.95 5.25 6.29 7.28 47 16
Taiwan ................ 5.09 5.19 5.49 5.82 14 6
HongKong ............ 3.92 4.29 4.61 4.82 23 5
Malaysia .............. 1.35 1.50 1.68 1.88 39 12
Philippines ............ 0.90 1.00 1.15 1.32 47 15
SriLlanka.............. 0.40 0.42 0.45 0.48 20 7

1 The drop in Mexican wage rates in 1995 was due primarily to the peso devaluation in December 1994.
2The wage rates of the three Central European countries featured in the table should not be interpreted as a
reflection of living standards as these countries continue to offer subsidized health care, child care, mass

transportation and education to their citizens.

Source: Compiled by the U.S. International Trade Commission from U.S. Department of Labor and U.S. Department

of Commerce international wage-rate comparison statistics.
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U.S. imports of goods assembled or processed
abroad from U.S.-made components or materials are
eligible for a partial exemption from duty under
heading 9802 of the Harmonized Tariff Schedule of the
United States (HTS).® These provisions provide a duty
exemption for U.S.-made components that are returned
to the United States as parts of articles assembled
abroad (9802.00.80), or imported articles using
U.S.-origin metal (except precious metal) that are
returned to the United States for processing
(9802.00.60). The principal products assembled
abroad and imported by U.S: producers under
provision 9802.00.80 are apparel from CBERA
countries and Mexico; televisions, electronic products,
and auto parts from Mexico; and semiconductors and
other electronic components from Southeast Asia
(figure 1-1). Imports under the production-sharing
provisions were valued at $60.9 billion in 1995,
accounting for 8 percent of total U.S. imports (table
1-2). The value of U.S.-made components or materials
contained in these imports totaled $22.1 billion (or 36
percent of the value of total U.S. imports entered under
the provisions of HTS 9802) in 1995.

Purpose

This report annually monitors developments in the
use of U.S. production-sharing tariff provisions,
focusing on shifts in trade and product mix, and
analyzing recent trends by principal source countries

8 See app. A of this report for a discussion of the
mechanics and legal framework for the production-sharing
tariff provisions. HTS provision 9802.00.80 accounts for
99 percent of the imports under the production-sharing
tariff provisions. For the legal text of the provisions, see
ch. 98 of the HTS and applicable notes. For the purposes
of this report (except as noted in table 1-2), imports under
HTS provisions 9802.00.50.10 and 9802.00.90 are
combined with imports under 9802.00.80. HTS provision
9802.00.50.10 was created pursuant to the Caribbean
Basin Economic Recovery Expansion Act of 1990
(CBERA). It is similar to provision 9802.00.80.40 in that
both allow duty-free treatment for goods imported from
countries designated as beneficiaries of the CBERA if the
goods are made from U.S.-origin components and
materials, except for most apparel, other textile and
petroleum products; however, provision 9802.00.80.40
requires that the imported article be assembled entirely
from U.S.-made components whereas provision
9802.00.50.10 is less restrictive, requiring only that the
article consist entirely of U.S.-origin materials that have
been advanced in value or improved in condition by any
process of manufacture or other means. Under both
provisions, no U.S. duty is applied to either the value of
U.S.-origin parts and materials or to the value added in
the CBERA-beneficiary country. HTS provision
9802.00.90 was created by NAFTA to allow for duty-free
treatment of textile and apparel products assembled in
Mexico from U.S.-formed and cut fabric. Under
9802.00.80, only the value of the U.S.-cut fabric pieces is
duty-free; under 9802.00.90, the value added in Mexico
(such as labor and overhead) is duty-free as well. See the
section on apparel in chapter 3 for more detail about
provision 9802.00.90.

and industry groups. Although incentives to use these
provisions have diminished somewhat as NAFTA has
reduced or eliminated tariffs and Customs user fees on
articles entering from Mexico and Canada,’ the
production-sharing tariff provisions will likely
continue to be of importance to U.S. companies. Key
issues include the extent to which U.S. production and
component manufacture relies on foreign assembly,
how production sharing is used globally by
manufacturers for competitive advantage, and
developments in the global integration of specific
industries.

The existence of the tariff provisions under HTS
9802 provides the principal means for measuring the
use of U.S.-made parts in foreign assembly and other
production-sharing operations. However, in recent
years, U.S. firms engaged in assembly in Canada and
Mexico have continued to import more of these
products into the United States duty free under the
CFTA and NAFTA rather than using the HTS 9802
provisions. The phasing out, under these agreements,
of Customs user fees and duties on imports from
Canada and Mexico, the two most important U.S.
trading partners for co-production, is reducing the
incentive for firms with assembly operations in North
America to import under HTS 9802.00.80. As a result,
HTS 9802 trade data are becoming a more limited
measure of U.S. production-sharing activity, even
though foreign assembly with U.S.-made components
is expanding!® and continues to be an important
competitive strategy for many companies (see chapter
3).

Official statistics show that 8 percent ($61 billion)
of total U.S. imports ($717 billion) entered under the
production-sharing provisions of HTS 9802 in 1995.
Sources contend, however, that the actual share of

9 Importers of articles that are otherwise duty-free
continue to have an incentive to declare eligibility for
entry under HTS 9802. Under that provision, the
U.S.-origin content of such imports is exempt from the
Customs merchandise processing fee (user fee), which is
currently 0.21 percent ad valorem, with a maximum fee of
$485 per entry. Under the CFTA, the user fee was phased
out entirely on imports from Canada as of Jan. 1, 1994.
Under NAFTA, imports from Mexico will be subject to a
user fee of 0.19 per cent ad valorem with a $400 per
entry cap until June 30, 1999, after which the fee will be
eliminated. See App. A of this report for additional
information about the Customs user fee.

10 Production-sharing trade with Canada and Mexico
continued to expand in 1995, particularly in motor
vehicles and parts and in electronic products. For
example, North American automobile manufacturers near
the Canadian border generally award contracts to the most
cost-competitive manufacturers of car parts on either side
of the border. In the electronics industry, U.S.
multinationals such as IBM, Digital Equipment, and
Hewlett Packard supply assembly operations in Canada.
For additional information, see the Canada and Mexico
country analysis sections in USITC, Shifts in U.S.
Merchandise Trade in 1995, USITC publication 2992,
Sept. 1996, pp. 2-21. Also, see chapter 2 for additional
information on non-9802 production-sharing trade with
Mexico.



Figure 1-1
Comparison of the composition of U.S. imports under the production-sharing provisions of HTS 9802
from major supplying countries/regions in 1995

Mexico Caribbean Basin1
otal $25.0 billion .0 billi
(Total $2 illion) (Total $5.0 billion) Footwear
1%
Motor vehicles —
All other
14% 29,

Televisions
10%

Apparel
9% :

Capacitors
7%

Apparel
91%

Medical

All other eguipment
41% 4% .
Capacitors
3 2%
Southeast Asia Canada
(Total $10.3 billion) (Total $1.5 billion)
Railroad i

Semiconductors Steel mill equipmen
83% products 12%

Aircraft
engines
17%

10%

Motor vehicles
%

o

Houlsehold
appliances
78

All other
17%

All other
49%

1 Includes those countries which are eligible for preferential duty treatment under the Caribbean Basin Economic
Recovery Act. See Ch. 2 for a complete list of CBERA-eligible countries.

2|ncludes wiring harnesses and engines.

3 For the purpose of this report, Southeast Asia includes Brunei, Burma, Cambodia, Indonesia, Hong Kong, Korea,
Laos, Malaysia, the Philippines, Singapore, Taiwan, Thailand, and Vietnam.

(S:ource: Compiled by the U.S. International Trade Commission from official statistics of the U.S. Department of
ommerce.
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Table 1-2

U.S. imports under HTS provisions 9802.00.60, 9802.00.80', and 9802.00.90 and total imports, 1994

and 1995
Change, Share of total
1995 imports under the
from production-sharing
Provision 1994 1995 1994 provisions, 1995
— Million dollars —— Percent
Imports under provision 9802.00.60:
Dutiable? ................... e 219 127 -42 25
Nondutiable? ................ e 381 377 -1 75
Subtotal .............ciiiiat, 600 503 -16 1
Imports under provision 9802.00.80:
Dutiable® .. ............ccoiin.... 39,127 37,939 -3 66
Nondutiable3 ....................... 18,063 19,955 10 34
Subtotal .............. ...l 57,190 57,894 1 95
Imports under provision 9802.00.90:
Dutiable .................ooii... 446 705 58 28
Nondutiable ........................ 1,074 1,778 66 72
Subtotal ................oiiial, 1,520 2,483 63 4
Imports under all production—
sharing provisions of HTS 9802
Dutiable ..................coii.. 39,792 38,770 -3 64
Nondutiable .................. .. ... 19,517 22,110 13 36
Subtotal .............iiiiiiaat, 59,310 60,880 3 100
Grand total U.S. imports* .......... 637,063 716,540 12 -

1 Separate data are not reported for imports under provision 9802.00.50.10. Data for entries under this provision

are combined with data for entries under 9802.00.80.

2The dutiable portion of imports under provision 9802.00.60 is the value added to the imported product by
processing (or the cost of processing) in the foreign country. The nondutiable portion is the value of the U.S.-origin

metal.

3 The dutiable portion of imports under provision 9802.00.80 is the total value of the imported product less the
cost or value of the U.S. made-components. The nondutiable portion is the value of U.S.-made components

contained in the imported product.

4 For the purposes of this report, “total imports” consists of all imports entering under chapters 1-97 of the HTS.
Note.—Because of rounding, figures may not add to the totals shown.
Source: Compiled from official statistics of the U.S. Department of Commerce.

production-sharing imports may range between 10 and
15 percent ($70-t0-$110 billion) of total U.S.
imports.!! Most production-sharing imports that were
not accounted for statistically originated in Mexico and
Canada in 1995. Since many products that enter under
NAFTA without declaring eligibility for HTS 9802 are
known to be manufactured chiefly through the
assembly of U.S.-made parts, it is estimated that 1995
data reporting imports from Mexico under HTS 9802

11 These estimates were provided by Professor Donald
A. Michie, University of Texas, El Paso, and were also
cited by other experts at a Border Trade Alliance
conference in El Paso, TX, June 23-25, 1996. In addition,
the Association of International Automobile
Manufacturers, Inc. notes that provisions of HTS 9802
understate the use of U.S. components by many of

($25 billion) understate production-sharing imports by
approximately $10 billion.12

Despite the data limitations posed by these
developments, this assessment of trade under the
provisions of HTS 9802 currently is the only official
source for documenting the use of U.S. components in
foreign assembly. Production-sharing data play an
important role in analyzing the effects of trade
agreements on U.S. production and help assess the

U__Continued
AIAM’s members; submission in response to May 15,
1996, Federal Register notice (Appendix C) concerning
the 1997 report on production sharing by the Commission
covering the period 1992-95.

12 See page 2-3 for further discussion on this subject
and the basis for the estimate.
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result of business strategies aimed at competing with
foreign products. = With U.S. production-sharing
activity growing in importance in an increasingly
globalized economy and continuing to generate growth
in the use of U.S. components, alternative methods for
statistical reporting are being considered by various
U.S. government entities to improve data collection.

An interagency committee!3 has proposed
collecting production-sharing information for export
transactions, specifying whether the shipment is for
foreign processing and return, or for foreign
consumption; this would be a core data element of a
new International Trade Data System (ITDS). This
proposal coincides with the development by the U.S.
Bureau of the Census of voluntary reporting through a
new interactive electronic mechanism for exports that
attempts to capture the value of products destined for
foreign processing and return. These efforts are in the
formative stages and, as currently proposed, would not
identify the final product incorporating the U.S.
components. It is uncertain whether these approaches
will be successful in improving data collection for
production-sharing trade.

Report Findings

U.S. companies that are significant users of
production sharing regard such operations as an
important tool to improve the relative price
competitiveness of their product lines, to help keep
higher wage jobs and value-added production in the
United States, and to provide important markets for
U.S. exports of components (see chapter 3). Important
findings regarding recent developments in the use of
production sharing by U.S. industry include:

Aggregate trends

[ Official statistics show that the use of
U.S.-made components in imported goods
continued to grow significantly in 1995. The
value of U.S.-made components contained in
products entered under the provisions of HTS
9802 grew by $2.6 billion (13 percent) over
1994 to $22.1 billion in 1995. Total U.S.
imports under the production-sharing tariff
provisions of HTS 9802 increased in 1995 by

13 Chaired by the U.S. Department of the Treasury,
and established under the National Performance Review
(NPR Recommendation IT-06) to develop an International
Trade Data System (ITDS), the IT-06 Task Force includes
the participation of 83 agencies coordinated by an
interagency Board of Directors drawn from departments
with a substantial involvement in the operation, analysis,
policy development, and promotion of international trade.
The Board is comprised of officials of Treasury, Justice,
Commerce, Transportation, U.S. International Trade
Commission, Office of the U.S. Trade Representative,
Agriculture, and Health and Human Services.
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$1.6 billion (3 percent) over the 1994 level to
$60.9 billion. The share of total imports
under the production-sharing provisions
accounted for by U.S.-origin content has risen
steadily over the past decade, reaching 36
percent in 1995 compared with 19 percent in
1985 and 28 percent in 1990 (table B-1).
Plants in Mexico and the Caribbean Basin
tend to rely more heavily on components from
the United States than do factories in other
regions.

[ Although official statistics indicate that 8
percent ($61 billion) of total U.S. imports in
1995 are entered under the production-sharing
provisions of HTS 9802, industry sources
contend that such imports may range between
10 and 15 percent of total U.S. imports.
Imports from Mexico under HTS 9802 ($25
billion) in 1995 are estimated to understate the
production sharing imports by about $10
billion (see chapter 2 - Mexico). Recognizing
these developments, alternative methods for
statistical reporting are being considered as
part of several initiatives noted in the
preceding discussion.

Principal countries

[ Mexico is the principal source of U.S. imports
under HTS 9802, accounting for 41 percent of
the total value of such trade and 58 percent of
the total value of U.S. components in 1995
(table 1-3). - Despite the increased use of
NAFTA as an alternate mechanism for entry
of production-sharing trade between the
United States and Mexico, HTS 9802
continues to serve as an important competitive
tool for companies wishing to use low-cost
foreign assembly.!4 The other major
suppliers, Malaysia and the Dominican
Republic, each accounted for 6 percent of the
total value of U.S. content.

[ U.S. imports from Mexico under HTS 9802
rose by $2.9 billion (8 percent) in 1995
to $25.0 billion reflecting the combined

14 A1l but one-eighth ($7 billion) of U.S. imports from
Mexico in 1995 entered under NAFTA and/or HTS 9802.
Three-quarters ($44 billion) entered under NAFTA; 42
percent ($25 billion) entered under HTS 9802; and over
one-quarter ($17 billion) were entered as eligible for
preferential treatment under both NAFTA and HTS 9802.
Importers can liquidate a good simultaneously under HTS
9802 and NAFTA, using HTS 9802 for its U.S.-origin
content, while liquidating the remaining portion of the
entry’s value under NAFTA’s reduced tariff rates (less
than MFN rates). When importing articles that are free of
duty under NAFTA, the importer has an incentive to also
declare eligibility under HTS 9802 as well to receive an
exemption from the Customs user fee on the value of the
U.S.-origin content. See App. A for more information
about the Customs treatment of imports under HTS 9802.



Table 1-3
U.S. imports for consumption, total and under the production-sharing provisions of HTS 9802, by

principal suppliers (based on the value of U.S. components in the assembled imports in 1995),

1992-1995
(Million dollars)
Country 1992 1993 1994 1995
Total imports

Mexico ......cooiiiiiiii 32,446 36,989 46,661 59,220
Malaysia ..............o oo, 8,074 10,361 13,699 17,116
Dominican Republic ........... P 2,293 2,590 2,995 3,302
Philippines .......... ... il 4,257 4,796 5,621 6,918
Canada .........ccoiiiiiiiiiiiiin.,. 93,243 105,121 122,081 137,492
Korea .......oovviniiiiiiiiiiiaiennen,. 16,358 16,809 19,363 23,773
Honduras ....................... ..., 775 909 1,082 1,427
CostaRica ........coovvviieeniianan. 1,386 1,519 1,625 1,819
Thailand .......... ..o i, 7,403 8,455 10,177 11,234
Taiwan . ... 24,199 24,636 26,232 28,497
Allother ............ o 317,645 344,764 387,527 425,742

Total ..o 508,080 556,949 637,063 716,540

Production-sharing imports under HTS 9802

Mexico ......coooiiiii 16,502 18,992 23,067 24,962
Malaysia ..........ccoviiiiiiiiiiii., 1,375 1,669 1,938 2,778
Dominican Republic .................... 1,272 1,531 1,707 1,965
Philippines ........ ... ... il 823 1,049 1,378 1,749
Canada ...........ccoiiiiiiiiiiiia.., 3,591 3,035 1,663 1,639
Korea ........cooiiiiiiiiiiiiiiiiana., 1,583 1,664 1,724 1,798
Honduras .................ccciiii... 249 337 452 676
CostaRica .........coovvviiniinn... 502 575 623 707
Thailand ............ . ... il 320 397 594 786
Taiwan ......ooiiiii e 908 961 1,127 1,193
Allother ...... ... ..., 29,317 27,154 25,037 22,727

Total ... 56,441 57,363 59,310 60,880

U.S. content of imports under HTS 9802

Mexico ... 8,692 9,887 11,608 12,833
Malaysia ...........ccooiiiiiiiiiiia, 611 794 968 1,313
Dominican Republic .................... 873 1,041 1,109 1,278
Philippines 368 485 640 785
Canada ........ 1,182 1,124 688 605
Korea ........... 443 478 480 600
Honduras 181 236 325 480
CostaRica ......c.ccvviievniiennnan... 355 399 41 472
Thailand ............. . . i, 165 238 353 461
Taiwan ......oiiiiiii e 304 337 371 424
Allother ......... ... .ol 2,186 2,540 2,562 2,859

Total ... 15,358 17,560 19,517 22,110

Source: Compiled from official statistics of the U.S. Department of Commerce.

effects of the 50-percent devaluation of the
peso in December 1994 and January 1995,
reduced U.S. duties on goods from Mexico
under NAFTA, and strong consumer demand
in the United States. The peso devaluation
effectively lowered the U.S. dollar price of
goods originating in Mexico, thereby
encouraging a new round of expansion in the
maquiladora industry. In addition, the

devaluation caused a severe tightening of
credit in Mexico. This has prompted some
firms that recently established manufacturing
operations in Mexico in anticipation of rising
local demand to shift their output to the
United States.15

15 Chapter 4 provides an assessment of the factors
influencing changes in the maquiladora industry since the
implementation of NAFTA.
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] Eight percent of U.S. imports under HTS
9802 in 1995 came from the CBERA
countries, which compete primarily with
Mexico for assembly work from U.S. apparel
firms. Mexico and the Caribbean Basin
countries not only offer low-cost labor, but
their proximity to the United States also
allows U.S. firms greater control over
production and delivery lead times than do
Asian nations. The competitive -position of
U.S. producers increasingly depends on their
ability to react quickly to changes in customer
requirements. Reduced duties and other trade
liberalization measures resulting from trade
agreements, as well as unilateral market
reforms in Mexico and certain Caribbean
countries, have enabled numerous U.S.
apparel and other firms to improve their
ability to compete against low-cost imports
from Asia.l6

[J Production sharing accounts for a significant
share of U.S. trade with Mexico and -the
Caribbean countries, reflecting the importance
to these countries of U.S. investment, which
enables their manufacturing industries to
compete in the global market. HTS 9802
imports represented 42 percent of total U.S.
imports from Mexico in 1995; 60 percent
from the Dominican Republic and 47 percent
from Honduras (table 1-3).

[ The U.S. content (duty-free portion) of HTS
9802 imports from Southeast Asia (including
Korea) rose by 25 percent in 1995 to $4.1
billion. All but a small part of these imports
from the region consisted of semiconductors.
Although the growth in HTS 9802 shipments
continued for relatively low-cost
export-processing locations such as Malaysia,
the Philippines, and Thailand, significant
growth also occurred in such shipments from
moderately high-labor-cost sources Korea and
Hong Kong. This change reflected two
important developments: (1) a major U.S.
semiconductor producer increased its use of
contract assembly with a Korean company
with which it has an agreement to jointly
develop and produce a next-generation
semiconductor device; and (2) another U.S.
semiconductor producer expanded its
assembly of U.S.-fabricated chips in Hong
Kong for export to both the United States and
China for use in the production of cellular
telephones.

16 Chapter 3 provides more detailed illustrations of
how production sharing helps retain U.S. production that
otherwise would be lost to foreign producers competing in
U.S. or global markets.
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[] Official statistics show that the recent decline

in the use of HTS 9802 in connection with
imports from Canada reflects the staged
elimination of duties and the Customs user fee
under the CFTA, thereby reducing the
incentive to use this tariff provision (appendix
A). HTS 9802 imports from Canada
continued to decrease in 1995, to $1.5 billion
from $1.7 billion in 1994, and from a peak of
$25.7 billion in 1989.

Principal products
(1 The growth in the U.S. éontent of HTS 9802

imports in 1995 chiefly reflected larger
shipments of apparel products from the
Caribbean Basin and Mexico; wiring
harnesses for motor vehicles and internal
combustion engines from Mexico; and
semiconductors from Southeast Asia (table
1-4). The upward trend in HTS 9802 imports
of apparel, electronic products, wiring
harnesses, and medical and scientific
instruments was partially the result of strong
demand for these products in the U.S. market
in 1995 (table 1-5).

The U.S. content of HTS 9802 imports of
apparel increased by $1.2 billion (32 percent)
to $4.8 billion, while the value of U.S.-made
parts contained in semiconductor and other
microelectronic = component  assemblies
imported under HTS 9802 rose by $1.1 billion
(23 percent) to $5.6 billion in 1995 (table
1-6). Each of these products requires
labor-intensive = manufacturing  methods,
encouraging production sharing as a means to
minimize production costs given the intense
global competition in these industries. This
strategy enables U.S. producers to maintain
component and material production, and most
design, marketing, and distribution functions
in the United States.

U.S. imports of apparel under HTS 9802 come
almost entirely from Mexico and CBERA
countries. NAFTA eliminated tariffs and
quotas on garments and other textile products
from Mexico that are assembled entirely from
fabric formed and cut in the United States. As
a result, imports of apparel from Mexico
under production-sharing provisions rose by
$808 million (53 percent) in 1995 to $2.3
billion, with the value of U.S. fabric used
in the assembly of such apparel reaching $1.6
billion. HTS 9802 imports of apparel from
the Caribbean Basin grew by $876 million (24
percent) to $4.5 billion, with the U.S.-cut
fabric used in the assembly process valued at
$2.9 billion.



Table 1-4

Summary of U.S. production-sharing trade shifts under the provisions of HTS 9802 in 1995, U.S.
content, by selected countries and products, annual volume and percentage change, and reasons

Country Product Annual change Reasons! for change

Mexico Apparel Up $574 million NAFTA, new 9802.00.90
(54 percent)

Mexico Autos & parts Down $260 million Shift to entry under NAFTA instead of 9802
(-9 percent)

Mexico Wiring harnesses Up $208 million Strong U.S. demand for motor vehicles, peso
(13 percent) devaluation

Mexico Internal combustion  Up $109 million Strong U.S. demand, peso devaluation, suspension

engines (76 percent) of GSP

Dominican Medical goods Up $80 million Tax incentives, suspension of GSP

Republic (127 percent)

Dominican Apparel Up $111 million Benefiting from shift in trade from Asia, where labor

Republic (13 percent) costs are rising and quotas are tight

Honduras Apparel Up $154 million Political stability, good port facilities, low labor
(47 percent) costs

El Salvador  Apparel Up $100 million Re-investment following end of Civil War, skilled
(63 percent) workers

Malaysia Semiconductors Up $349 million Global demand, skilled labor
(37 percent)

Hong Kong  Semiconductors Up $187 million Largest producer increased exports to both the
(153 percent) United States and China

Philippines  Semiconductors Up $124 million Global demand, new FTZs?
(22 percent)

Korea Semiconductors Up $134 million Global demand, new joint ventures, increased

(31 percent)

capacity

1 Further explanation is contained in chapter 2 and chapter 3.
2 FTZs are foreign trade zones that facilitate export processing by exempting duties on in-process goods.

(] The U.S. apparel sector continues to have the
greatest economic incentive of any domestic
industry to use the production-sharing
provisions of HTS 9802. In 1995, apparel
products accounted for 60 percent of the total
duty savings from the use of HTS 9802 in
1995, despite comprising only 13 percent of
total U.S. imports under these provisions
(figure 1-2). The average trade-weighted rate
of duty on apparel is 16 percent ad valorem,
compared with about 3 percent ad valorem for
other products. In addition, the duty-free U.S.
content accounts for two-thirds of the total
value of apparel imported under HTS 9802,
compared with one-third for imports of all
other products under the production-sharing
provisions.

(] The growth in HTS 9802 imports of
semiconductors and similar microelectronic
devices in 1995 reflected a strong demand for

Source: Compiled by staff of the U.S. International Trade Commission from official statistics of the U.S. Department
of Commerce, various industry publications, and industry officials.

the devices by producers of personal
computers and similar electronic equipment.
HTS 9802 imports of semiconductors
increased by 38 percent ($2.4 billion) in 1995
and accounted for 22 percent ($8.6 billion) of
total U.S. imports of the devices that year
(table B-3). Since most semiconductors enter
free of duty, they account for almost no duty
savings while comprising 14 percent of total
imports under the provision.

[ U.S. imports of motor vehicles under HTS
9802 declined by 32 percent to $18.7 billion
in 1995. Similarly, U.S. imports of certain
motor-vehicle parts decreased by 24 percent
to $1.8 billion during the same period. These
declines are attributable to changes in U.S.
trade with Mexico, whereas many importers
are now entering assembled goods under
NAFTA rather than HTS 9802 (table B-5).
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Table 1-6

Leading industry groups by U.S. content (duty-free) value of U.S. imports under the provisions of
HTS 9802, change in value, and percent change, 1994-95

Duty-free Duty-free Change in Percent
value value value 1995 change 1995
Industry group 1994 1995 from 1994 from 1994
) Million dollars —————— Percent

Microelectronic components .................. 4,530 5,687 1,057 23
Apparel ... e 3,607 4,765 1,158 32
Autos, trucks, andbuses ..................... 2,234 2,046 -188 -9
Wiring harnesses for motor vehicles ........... 1,617 1,843 226 14
Certain auto parts including engines

and other electrical parts ................... 1,334 1,288 -46 -4
Televisionreceivers ...........covviiiinnan.. 850 835 -15 -2
Medical and scientific instruments ............. 611 740 129 21
Radio and telephone equipment ............... 554 626 72 13
Household appliances ....................... 532 519 -13 -3
Filtering and controlling equipment ............. 518 473 -45 -10
Computers ........ciiiniiiiiiiiiiiiiiiiiaa 390 405 15 4

Source: Compiled by the U.S. International Trade Commission from official statistics of the U.S. Department of

- Commerce.

[ The use of U.S. components in motor vehicles
imported from Mexico far exceeds that in
vehicles imported from Japan and Germany,
which together with Canada accounted for 82
percent (by value) of total U.S. imports of
motor vehicles in 1995. U.S.-made parts
accounted for 49 percent ($1.7 billion) of the
value of finished vehicles imported from
Mexico under provision 9802.00.80 in 1995,
they made up only 2 percent of the value of
vehicles imported from Japan and Germany;
$98 million and $118 million, respectively
(tables B-6 and B-7). It is estimated that
U.S.-made parts account for between
one-quarter and one-third of the value of
vehicles imported from Canada, but most of
these vehicles enter free of duty under
NAFTA rather than under HTS 9802.

Organization

The rest of this report contains three chapters and
three appendixes. Chapter 2 identifies the principal
countries or regions engaged in  U.S.
production-sharing trade and examines key trends in
these assembly locations. Chapter 3 analyzes the
industries and products that experienced the most

significant growth or volume of trade under the
production-sharing provisions of HTS 9802 in 1995.
The analysis addresses the competitive aspects and the
level of U.S.-origin component production that is used
in foreign assembly operations. Chapter 4 examines
recent developments and changes in the 32-year old
Maquiladora Program in Mexico since the
implementation of NAFTA.17 Appendix A discusses
applicable preferential tariff treatment for qualifying
goods from the Caribbean Basin, the trade agreement
status of HTS 9802, and the relationship of the
production-sharing provisions to preferential tariff
programs and special access programs. Appendix B
provides statistical tables on U.S. imports under HTS
9802 for the principal countries, by product categories.
Appendix C contains a copy of the Commission’s
Federal Register notice requesting comments with
respect to this investigation.

Adam Topolansky
(202) 205-3394

17 Magquiladoras are assembly plants that use
foreign-made components, most of which are imported
from the United States. Most maquiladora plants are either
subsidiaries of U.S. manufacturers or Mexican companies
performing assembly under contract for U.S. firms. The
Magquiladora Program is a Mexican Government initiative
to attract foreign investment in assembly plants in towns
along the border with the United States.
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Figure 1-2
U.S. imports under the production-sharing provisions of HTS 9802, shares of total value and duty
savings, by selected industries, 1995 '

Total value: Total duty savings:
$60.9 billion $1.5 billion

Semiconductors.
14% Motor
vehicles

31%

Apparel
60%

Apparel
15%
Auto Other
part 25%
9% 33% o,
° 8% Motor
vehicles
7%

1 Semiconductors accounted for less than 0.1 percent of the total duty savings in 1995.
2 Auto parts include engines and wiring harnesses.

Source: Based on official statistics of the U.S. Deparment of Commerce.



CHAPTER 2
Principal Countries Engaged In U.S.
Production-Sharing Trade

This chapter focuses on the principal sources of
U.S. imports under the production-sharing provisions
of HTS 9802, namely Mexico, the Caribbean Basin,
and Southeast Asia. Together these regions accounted
for 92 percent ($20.3 billion) of the U.S. content of
HTS 9802 imports in 1995 (figure 2-1). HTS 9802
imports from these sources during 1992-95 rose by a
combined 54 percent ($7.1 billion) to $20.3 billion,
whereas those from all other sources declined by 18
percent ($400 million). This chapter highlights the
factors that led to this significant growth.

_ This chapter also examines the composition of U.S.
production-sharing trade with the principal sources,
which differs significantly by region.  Apparel
accounts for nearly all of the production-sharing trade
with the Caribbean Basin countries, whereas
semiconductors dominate the trade with the Southeast
Asian countries. U.S. production-sharing trade with
Mexico is more diversified, although the motor-vehicle
and electronics sectors account for about two-thirds of
the trade. Mexico continued to be the dominant source
of HTS 9802 imports in 1995, accounting for 58
percent of the total U.S. content value, followed by
Malaysia and the Dominican Republic, with 6 percent
each.

Mexico

Mexico continues to be the leader in
production-sharing operations with the United States.
Total U.S. imports from Mexico under HTS 9802 in
1995 rose by $1.9 billion (8 percent) to $25 billion
over the 1994 level. The gain is down considerably
from that in 1994 when HTS 9802 imports from
Mexico grew by $4.1 billion (21 percent). U.S.-made
components accounted for slightly over one-half of the
total value of HTS 9802 imports from Mexico each
year during 1992-95 (table 2-1). Firms have recently
taken advantage of the implementation of NAFTA and
the peso devaluation by investing in maquila plants,
contributing to a sharp increase in total U.S. imports
from Mexico; however, as more products from Mexico
have become eligible for duty-free entry under
NAFTA, a smaller share of production-sharing imports
are entering under HTS 9802.1

1 For a discussion of the reasons for entering a
shipment under NAFTA instead of, or in addition to, HTS
9802, see chapter 1.

Historically, U.S. firms have preferred
production-sharing manufacturing in Mexico to other
locations because of its proximity to U.S. markets,
competitive wages, and complementary manufacturing
operations.2 Two other more recent factors made
Mexico even more attractive as an investment and
production-sharing site: the implementation of
NAFTA in 19943 and the 50-percent devaluation of the
Mexican peso during December 1994 and January
19954 Specifically, under NAFTA the United States
has eliminated U.S. duties and quotas on imports of
apparel and other textile products assembled in Mexico
from U.S.-made and cut fabrics, substantially reduced
or abolished duties on many other imported goods, and
implemented rules of origin that encourage companies
to make greater use of U.S.-made parts. The sharp
devaluation of the peso® further enhanced the
competitive position of Mexico by effectively reducing
Mexican labor costs in dollar terms, making maquila
goods less expensive in the United States.6

2 For a discussion of factors influencing the location
of assembly plants, see Josephine Spalding-Masgarha,
“Comparison of Production-Sharing Operations in the
Caribbean Basin with those in Mexico and Selected Asian
Countries,” in USITC, Industry Trade and Technology
Review, Sept. 1995. Also, for an analysis of the
comparative benefits and risks of establishing
manufacturing operations in China and Mexico, see Kerry
Pechter, “Mexico Beats China: Melitta Saved Money,
Reduced Risk, and Decentralized When it Shifted
Production from China to Mexico,” International Business,
Jan. 1994, pp. 22-25; and Jenny Anderson, “A Closer
Look,” Business Mexico, Aug. 1995, pp. 10-11.

These two factors also influenced many other foreign
companies, especially those based in Asia, to establish
production sharing operations in Mexico. For more detail,
see Tim Coone, “The Aztec-Asian Connection,” Latin
Trade,” Sept. 1996, p. 17; and Joel Millman, “Asian
Investment Floods Into the Mexican Border Region:
Access to U.S. Market Draws Makers of Television, Toys
- and Shabu-Shabu,” The Wall Street Journal, Sept. 6,
1996, p. A 10.

4 For further discussion on investment patterns in
Mexico, see chapter 4 of this report.

For a detailed discussion of the Mexican peso crisis,
see Edwin M. Truman, “The Mexican Peso Crisis:
Implications for International Finance,” Federal Reserve
Bulletin, vol. 82:3 (Mar. 1996), pp. 199-209.

6 The addition of 89,000 maquila jobs and 400
assembly facilities in 1995 provided an important boost to
the Mexican economy at a time when most other sectors
were in decline. Chris Kraul, “Mexico Sees Potential of
Foreign- Owned Factories,” The Los Angeles Times,

Nov. 23, 1995; and “Maquila Scoreboard,” Twin Plant
News: Mexico’s Industrial Magazine, Oct. 1995, p. 43.
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Figure 2-1

U.S. imports for consumption under the production-sharing provisions of HTS 9802: U.S. content,

major supplying countries/regions, 1992 and 1995

(Total $15.4 billion)
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Table 2-1

Mexico: U.S. imports for consumption, total, under the production-sharing provisions of HTS 9802,

U.S. content, and percentage shares, 1992-95

u.s.
HTS 9802 content
U.S. content share of share of
Total U.S. HTS 9802 under total total under
Year imports imports HTS 9802 imports HTS 9802
Million dollars ———— Percent
32,446 16,502 8,692 51 53
36,989 18,992 9,887 51 52
46,661 23,067 11,608 49 50
59,220 24,962 12,833 42 51

Source: Compiled from official statistics of the U.S. Department of Commerce.

A $1.26 billion (11 percent) increase in total U.S.
content incorporated in HT'S 9802 goods from Mexico
was concentrated in 3 sectors: apparel, up by $574
million (54 percent) to $1.6 billion; electronic
products, up by $404 million (12 percent) to $3.6
billion; and machinery and equipment, up by $250
million (8 percent) to $3.4 billion (see table B-5 in
Appendix B). Total U.S. content of HTS 9802 imports
for the transportation sector declined, by $55 million (2
percent) to $3.05 billion in 1995.

Some 46 percent of all imports from Mexico in
1995 entered under NAFTA, and -another 28 percent
entered under both NAFTA and HTS 9802 (table 2-2).
Of the $27.1 billion in imports from Mexico entered
only under NAFTA, Commission staff estimate that at
least $10.5 billion consisted of products known to be
manufactured chiefly through the assembly of
U.S.-made parts. The leading products’ together with

Table 2-2
Mexico: U.S. imports from Mexico under
NAFTA and HTS 9802, 1995

Type of entry Value Share
(Million
dollars) (Percent)
NAFTAonly ........... 27,110 46
NAFTAand 9802 ....... 16,721 28
g9go2only .............. 8,241 14
Other (MFN) ........... 7 148 12
Total ....ocvvnunnn.tn 59,220 100
Total NAFTA ........... 43,831 74
Total 9802 ............. 24,962 42

Source: Compiled from official statistics of the U.S.
Department of Commerce. See Appendix table B-5 for
product detail.

7 See table B-5.

their “NAFTA only” value (in millions of dollars) are
shown in the tabulation below:

Commodity Group Value
(Million dollars)
Motorvehicles ................... ... Ll
Internal combustion engines
Televisionreceivers ........................
“Certain” motor vehicle parts ................ 633
Radio transmission and reception apparatus .. 570
Motor vehicle seats and other furniture ....... 586
Wiring harmesses for motor vehicles ......... 446
Telephone and telegraph apparatus .......... 439
Electrical transformers ..................... 379
Computers ...........c.ooviiiiiiinnnnnnns 376
Television apparatus, except receivers ....... 356
Household appliances ..................... 286
Air conditioning equipment .................. 285
Electrical circuit apparatus .................. 228
Total .oooee 10,546

Given that the traditional dichotomy in sources of
supply between the maquiladora industry and the
national industry in Mexico, it is likely that a
significant portion of the remaining $7.5 billion in U.S.
imports of manufactured goods from Mexico that
entered under NAFTA in 1995 (but not HTS 9802),
such as fuel pumps, catalytic convertors, stereo
equipment, and disposable medical goods, were also
produced using U.S.-origin content. It is therefore
reasonable to conclude that 1995 data reflecting
imports from Mexico under HTS 9802 ($25 billion)
understate production-sharing imports by more than
$10 billion.

Mexico has been successful in attracting
electronics assembly because the U.S.-Mexico border
region has relatively developed infrastructure and labor
skills, as well as proximity to the electronics and
computer industry in California.® This region’s labor

8 For a discussion of why maquiladoras are doing
better in Mexico than Central America, see Tim Coone
and John Otis, “Weaving Away in Maquilaville,” Latin
Trade, Jan. 1997, pp. 26-28.



skills, educational level, and degree of infrastructure
development typically resemble those of certain
Southeast Asian countries; however, low wage rates
and preferential access to the U.S. market under
NAFTA provide Mexico with a competitive advantage
over traditional Asian sources of assembled goods.® As
a result, Asian manufacturers have been setting up
production-sharing operations in Mexico, and often
using U.S.-made components.!® Electronic capacitors
and television receivers were the leading products in
the electronics sector imported from Mexico under
HTS 9802 in 1995, accounting for $1.16 billion and
$814 million, respectively.!! Both of these products
were also entered under NAFTA in large volumes in
1995.12

The continued integration of the North-American
motor-vehicle industry, the peso devaluation, and
growing demand for vehicles in the United States led
to a sharp increase in U.S. imports of motor vehicles
and other transportation equipment from Mexico in
1995, rising by $3.5 billion (36 percent) to $13.3
billion (table B-5).13 The growth in imports from

9 Remarks attributed to Alan Foster, Vice President of
Sanyo’s Video Component USA claiming that Sanyo has
reduced production costs by $10 to $20 dollars per
television set through savings in freight, labor, and tariffs
by setting up operations in Tijuana instead of an Asian
country. See Millman, “Asian Investment Floods...,” Sept.
6, 1996. For more detail on television receivers, see
section in Chapter 2.

10 political and economic conditions in Asia can
influence the level of maquiladora activity in Mexico.
Uncertainty about the consistency of the supply chain
from Asia can result from reported political disputes
between Taiwan and China; potential problems posed by
the transition of Hong Kong from a British protectorate to
Chinese rule; and the periodic trade disputes between the
United States and Japan. For those reasons, as well as
the increased cost of transporting components from Asia,
a growing number of companies are using U.S.
components or, to a lesser extent, opting for Mexico as a
source of materials for their production sharing operations
in Mexico. See Kevin G. Hall, “When Asia Sneezes,
Maquiladoras Shiver,” The Journal of Commerce, Aug. 1,
1996, p. A 3.

11 One writer has referred to Tijuana as the “TV-set
capital of the world.” Since the end of 1994, Korean
companies have invested $650 million and Japanese
companies, $400 million in Tijuana alone, much of it in
facilities for the assembly of television receivers. See
Damon Darlin, “Magquiladora-ville,” Forbes, May 6, 1996,
pp. 111-112. Also, see section on television receivers in
chapter 3.

12 For statistics on the value of television receivers
and other products entered under NAFTA, see earlier
tabulation in this chapter and table B-5.

13 The importance that U.S. automotive firms place on
the maquiladoras as a key component in their competitive
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Mexico was further supported by NAFTA which
provided an incentive for U.S. firms to increase
production capacity in Mexican plants.]4 As a result,
U.S. imports of transportation equipment under HTS
9802 declined by $738 million (11 percent) to $6.1
billion.

U.S. imports of machinery and equipment
assembled in Mexico from U.S. parts are also
increasingly entered under NAFTA. Although such
imports under HTS 9802 increased by 7 percent, or

" $383 million, to $5.6 billion and the value of the U.S.

content increased by 8 percent, or $250 million, to $3.4
billion, shipments under NAFTA grew by 32 percent,
or $1.5 billion, to $6.2 billion. The leading machinery
and equipment products assembled in Mexico for
export to the United States are wiring harnesses,
electrical transformers, electric motors, catalytic
converters, and fuel pumps (tables 2-3 and B-5).

Apparel has become an increasingly important
sector for production-sharing activity between Mexico
and the United States, accounting for $1.64 billion (13
percent) of the total U.S. content of HTS 9802 imports
from Mexico, an increase of $574 million (54 percent)
in 1995. Mexico principally competes with the
countries in the Caribbean Basin for garment assembly
contracts with U.S. firms. Under NAFTA, garments
assembled in Mexico from fabric wholly formed and
cut in the United States enter free of duty and quota
under the NAFTA-created production-sharing
provision HTS 9802.00.90, whereas imports from the
Caribbean Basin, entered under the production-sharing
provision HTS 9802.00.80, continue to be subject to
duty on the value added offshore. The peso
devaluation further increased Mexico’s competitive
advantage by reducing the dollar prices of Mexican
goods in the U.S. market and by bringing Mexican

13_Continued :
strategy can be seen in the innovative concepts some
companies are implementing to improve worker
satisfaction, and consequently, reduce chronic absenteeism.
General -Motors Corporation is working with INFONAVIT
and Delphi Automotive Systems to help maquila workers
receive home loans. Workers contribute to a fund in
order to accumulate enough down payment money to
purchase their own homes. Because only workers who
have been with the company for a year can apply, Delphi
Automotive Systems hopes to decrease worker turnover,
while benefitting Mexico’s economy as a whole by
increasing the savings rate and providing a boon to the
construction industry. See “Maquila Housing: GM and
INFONAVIT Join Forces,” Twin Plant News, Aug. 1996,
pp. 27-29.

14 For more information on the shift toward importing
motor vehicles from Mexico free of duty under NAFTA
instead of entering them partially exempt from duty (U.S.
content) under HTS 9802, see section on motor vehicles in
chapter 3 of this report.



Table 2-3

Mexico: U.S. content of imports to the United States under the production-sharing provisions of HTS

9802, by principal products, 1992-95

Million dollars

Product 1992 1993 1994 1995
Wiring harnesses for motor vehicles and other

insulated electrical conduits .................... 996 1,055 1,554 1,757
Automobiles, trucks, buses, and bodies and

chassis of the foregoing ....................... 1,600 1,758 1,768 1,676
Apparel . ... e 581 739 1,063 1,637
Electrical circuit apparatus .......«+............... 713 811 1,091 1,164
Television receivers, video monltors cathode

ray tubes, and other special purpose tubes . . ...... 547 676 839 814
Certain motor-vehicle pats .......oiiiiiiiii., 961 1,164 977 811
Electric motors, generators, and related

equipment .. ... .. .. e 264 311 408 457
Semiconductordevices ....................ol 165 224 257 326
Allother . ... i 2,865 3,149 3,651 4,192

Total ..o e 8,692 9,887 11,608 12,834

Note.—Because of rounding, figures may not add to the totals shown.
Source: Compiled from official statistics of the U.S. Department of Commerce.

labor costs close to parity with labor costs in the
Caribbean Basin.!5

Jennifer Rorke
(202) 205-3489

The Caribbean Basin

Apparel was among the first manufactured exports
of Caribbean Basin countries,!6 and still largely
influences the pattern of U.S. productmn-shanng trade
with the region. In 1995, apparell? accounted for 90
percent of the total value of U.S. production-sharing
imports from these countries; no other category of
imports (e.g., medical goods; jewelry; and electric
capacitors, resistors, and electric circuit apparatus)
accounted for more than 5 percent of the total (table
2-4).

15 See section on apparel in chapter 3 of this report.

16 Apparel producers located in the eastern half of the
United States began shipping cut fabric pieces to the
Caribbean Basin region (especially the Dominican
Republic and Haiti) for assembly into finished apparel for
the U.S. market in the early 1950s. In addition to low
labor costs, the region offered relatively low shipping
costs between Caribbean ports and U.S. ports (such as
Savannah, Norfolk, and Mobile) used by textile fabric
suppliers and ports (such as New York, Baltimore, and
Miami) servicing East Coast distribution points for the
apparel industry. At the same time, logistics (low
transportation costs and timely delivery) were important
factors leading apparel producers in Texas and California
to establish sewing operations across the border in Mexico
(chiefly Ciudad Juarez and Tijuana, respectively).

17 For further information on U.S. production-sharing
trade in apparel, see chapter 3 of this report.

The CBERA countries!® compete principally with
Mexico for sewing work from U.S. firms. Two factors
altered the competitive balance between CBERA
countries and Mexico in 1994 and 1995. First, the
legislation implementing NAFTA permitted apparel
assembled from fabric “formed and cut” in the United
States to enter duty free from NAFTA countries,
whereas goods from CBERA countries are still subject
to duty on the value added offshore.!® Second, the
devaluation of the Mexican peso reduced labor costs at
garment factories in Mexico’s maquiladora industry.
Nevertheless, trade sources report that the continuing
growth in the Caribbean maquila industry partly
reflects investments made by U.S. apparel companies
in anticipation that the Caribbean Basin would be
granted NAFTA parity.20 It was also seen as an effort

18 The CBERA countries are Antigua and Barbuda,
Aruba, Bahamas, Barbados, Belize, Costa Rica, Dominica,
Dominican Republic, El Salvador, Grenada, Guatemala,
Guyana, Haiti, Honduras, Jamaica, Montserrat,
Netherlands Antilles, Nicaragua, Panama, St. Kitts and
Nevis, Saint Lucia, Saint Vincent and the Grenadines,
Trinidad and Tobago, and the British Virgin Islands.
Imports of most products from the CBERA countries,
except for apparel and certain other articles are eligible
for preferential duty treatment under the Caribbean Basin
Econormc Recovery Act.

9 For every $10 in f.o.b. value, a typical CBERA
garment entered under the provisions of 9802 contains
$6.40 in duty-free U.S. components and $3.60 in dutiable
foreign value-added. Applying the 1995 trade-weighted
tariff for apparel of 16.1 percent to the foreign
value-added, yields a duty of $0.58, or an ad valorem
equ1valent of 5.8 percent.

20 Legislation was introduced in the U.S. Congress in
1995 to grant NAFTA-like treatment to qualifying apparel
and other goods exempted from duty-free entry under
CBERA. However, no action was taken on the Caribbean
Basin Trade Security Act (H.R. 553 and S. 529) during
the 104th Congress.



Table 2-4

U.S. imports under the production-sharing provisions of HTS 9802 from the Caribbean Basin, by

principal products, 1995

U.S. content share
Product share of of total 9802 value

Product description Total 9802 U.S. content U.S. content for product
—— Million dollars Percent
Apparel ... . ... 4,563 2,925 90 64

Medical and optical goods, including

opthalmicgoods ................... 198 152 5 77
Electrical circuit apparatus ............ 116 87 3 74
Jewelry ... ...l 30 28 1 95
Allother ... .. ..., 94 54 2 57
Total ... 5,001 3,246 100 65

Note.—Due to rounding, figures may not add to the totals shown.
Source: Compiled by the U.S. International Trade Commission from official statistics of the U.S. Department of

Commerce.

by these companies to maintain geographic diversity in
their offshore assembly operations so as to reduce
political and economic risks. Relatively low wages,
adequate infrastructure, and proximity to the United
States are additional reasons why CBERA countries
are attractive to U.S. companies as production-sharing
partners.

While many Caribbean countries have expressed
concerns about the competitive advantage that NAFTA
gives to apparel assembly in Mexico in the form of
HTS 9802.00.90, U.S. production-sharing imports from
all the major apparel-producing countries in the region
increased substantially in 1995. Regional U.S.
production-sharing imports under HTS 9802 rose by 23
percent in 1995 over the 1994 level to $5.0 billion
(table 2-5), with U.S. content comprising $3.2 billion
(65 percent) of the total2! The gain marked a
resumption of double-digit growth in CBERA
production-sharing shipments, which had grown by
just9 percent in 1994 after rising by 30 percent a year
in 1992 and 1993. U.S.-origin content accounted for
65 percent of the total value of U.S. production-sharing
imports from CBERA countries.

Many Caribbean countries have implemented
economic reforms and favorable investment laws to
privatize industries, establish mechanisms for handling

21 Imports entered under the CBERA program totaled
$2.26 billion in 1995, 18 percent of total imports from the
region. Goods assembled from U.S. components in
CBERA-eligible countries, but entering under CBERA
rather than HTS 9802, are estimated to have totaled $600
million in 1995. The leading production-sharing articles
entered under CBERA were footwear uppers of leather,
gold jewelry, medical goods, electrical switching
apparatus, and circuit breakers from the Dominican
Republic; and hair dryers and baseballs from Costa Rica.
The bulk of the remaining goods imported under CBERA
were agricultural products such as sugar, melons,
pineapples, beef, and fish. See USITC, Caribbean Basin
Economic Recovery Act: Impact on U.S. Industries and
Consumers: Eleventh Report, 1995, USITC publication
2994, Sept. 1996.
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legal disputes, and maintain fiscal restraints.22
Regional governments have also implemented laws
which set up free-trade zones (FTZs) to encourage
economic growth and employment. These have been
successful in attracting production-sharing investment
in many cases.22 For example, the magquiladora
industlzf in Honduras increased by 12 percent in
199524 Similarly, El Salvador had 5 FTZs by 1995,
employing approximately 75,000 workers.2> By

22 Information in this paragraph is mainly from
“Stability, Economic Reform Keep Foreign Investment in
Central America,” The Journal of Commerce,
NewsEDGE/LAN, Sept. 4, 1996.

23 Investment in FTZs represents a substantial portion
of new investment in the Dominican Republic, and
accounts for a significant part of the country’s growing
GDP by offering 100-percent exemptions on taxes, duties,
and charges affecting production and trade activities, the
freedom to repatriate profits, and the option to sell part of
a company’s production to the local market. U.S.
Department of State, cable No. 006116, “Input for 1996
CBERA Report,” prepared by U.S. Embassy, Santo
Dormngo, Sept. 9, 1996.

24 U.S. Department of State cable No. 003115,
“Honduras’ Magquila Industry Shines In Spite,” prepared
by U.S. Embassy, Tegucigalpa, May 22, 1995. Between
1990 and 1994, the number of maquilas grew from 26,
employing 9,030 persons and generating $112.5 million in
export earnings, to 103 firms, employing about 42,000
persons, and generating $648.3 million.

25 The Foreign Investment Promotion and Guarantee
Law of 1988 and Export Reactivation Law of 1990
provide tax exemptions from all income, dividends, capital
taxes, and any taxes on exports or imports of goods or
equipment used in products manufactured for export. In
addition, any export firm can arrange to be declared a
FTZ and foreign investors are not restricted with respect
to ownership of FTZ properties. The incentives provided
in these laws, along with a relatively healthy economy,
recently improved political and social stability, and a
stable currency created a positive economic and
commercial environment for U.S. businesses and investors.
U.S. Department of State, Office of the Coordinator for
Business Affairs, “1996 El Salvador Country Commercial
Guide,” July 1995.



Table 2-5

Caribbean Basin: U.S. imports under the production-sharing provisions of HTS 9802, by total value
and by value of U.S. content only, and by principal countries, 1992-95

(Million dollars)

Percent

change

Country 1992 1993 1994 1995 1994-95

Total imports under HTS 9802
Dominican Republic ....... 1,272 1,531 1,707 1,965 15
CostaRica ............... T 502 575 623 707 13
Honduras ................ 244 332 452 676 50
Guatemala ............... 323 426 451 521 16
ElSalvador ............... 148 203 322 497 54
Jamaica............... ... 225 321 380 456 20
Haiti ..................... 76 108 35 79 126
Nicaragua ................ 3 9 12 18 50
Panama.................. 7 11 11 15 36
Belize.................... 14 15 15 13 -13
Allother .................. 41 194 65 54 -17
Total ........coinlat. 2,855 3,725 4,073 5,001 23
U.S. content of imports under HTS 9802

Dominican Republic ....... 873 1,041 1,109 1,278 15
CostaRica ............... 355 399 411 472 15
Honduras ................ 178 233 325 480 48
Guatemala ............... 162 220 219 259 18
ElSalvador ............... 94 118 175 276 58
Jamaica.................. 172 254 306 369 21
Haiti ..................... 56 73 25 54 116
Nicaragua ................ 1 3 5 8 60
Panama.................. 4 6 7 9 29
Belize .................... 10 11 10 10 0
Allother .................. 26 174 48 31 35
Total .....ccvvveennnn. 1,931 2,532 2,640 3,246 23

Source: Compiled from official statistics of the U.S. Department of Commerce.

attracting new investment in manufacturing sectors
such as apparel and also more value-added production
of processed foods, pharmaceuticals, and electronics,
CBERA countries are likely to reduce their dependence
on traditional agricultural sectors.

Certain CBERA countries are also trying to
diversify their manufacturing base so as to reduce their
reliance on the apparel sector for jobs and export

earnings. Costa Rica, for example, with a more
educated labor force than most other CBERA
countries, is seeking foreign investment in

high-technology manufacturing and assembly.26 With
the highest wage rates?’ of any major exporting
CBERA country and rising costs of electricity, water,

26 U.S. Department of State, “Country Commercial
Guide: Costa Rica,” prepared by U.S. Embassy, San Jose,
Aug. 1996.

27 Based on mid-1995 data, new workers in the FTZ
of Nicaragua earn 70 cents an hour, which is 46 percent
lower than similar wages in Costa Rica, 22 percent lower
than in El Salvador, and 12 percent lower than in
Honduras and Guatemala. See U.S. Department of State
cable No. 000108, “IMI: Maquila Sector - Strong Growth
Continues,” prepared by U.S. Embassy, Managua, Jan. 11,
1996.

and payroll contributions for social programs,2® Costa
Rica’s competitive position in apparel trade has been
eroding somewhat, especially relative to Mexico.
Although productivity in Costa Rica is estimated to be
20 to 25 percent higher than in Mexico, the total cost
for assembling apparel in Costa Rica, plus shipping
and duty costs, remains as much as 80 to 85 percent
higher?® This partially explains why production-
sharing has increased in Costa Rica (13 percent in
1995), but not to the same degree as the majority of the
Caribbean.30 Honduras and El Salvador have been the
major beneficiaries of this shift in apparel trade away
from Costa Rica. .

28 U.S. Department of State cable No. 004685, “U.S.
Textile Pull-Out Adds to Unemployment,” prepared by
U.S. Embassy, San Jose, Nov. 22, 1996.

29 U.S. Department of State cable No. 006250,
“Textile Sector Claims NAFTA Parity Key to Survival,”
prepared by U.S. Embassy, San Jose, Nov. 21, 1995.

30 U.S. apparel imports from Costa Rica in
January-August 1996 were down 12 percent by value
from year-earlier levels, whereas those from Mexico were
up by 34 percent. Overall, U.S: apparel imports were
down by less than 1 percent.



An increasingly skilled workforce has contributed
to the small, but evolving growth in value-added
assembly of medical goods3! and electronic capacitors
from the Dominican Republic. The share of U.S.
production-sharing imports from the Dominican
Republic accounted for by medical goods almost
doubled from 6 percent in 1994 to 11 percent in 1995.

Although the Dominican Republic has diversified
its production-sharing base more than other Caribbean
Basin suppliers, the apparel sector continues to
dominate. Apparel accounted for 77 percent of the
total value of the U.S. content of production-sharing
imports from the Dominican Republic in 1995, down
from 79 percent in 1994 (table 2-6). According to
trade sources, the number of jobs in Dominican apparel
assembly plants has declined since 1994 when NAFTA
entered into force.32 Apparel production in Dominican
plants, however, continues to be competitive because
of improvements in efficiency and reduced profit
margins by Dominican contract sewing operations.33
Apparel and other textile companies, which benefit
from preferential access to the U.S. market, accounted
for about 60 percent of all companies in the FTZs.34

Despite the challenge from other low-cost suppliers
in the region, the Dominican Republic continued to be
the leading CBERA supplier of manufactured goods to
the United States under HTS heading 9802 in 1995,
accounting for 39 percent of the total value of HTS
9802 imports from the region. This represented a
decline from a 42-percent share in 1994, as
production-sharing imports grew even more rapidly

31 For more information, see section on medical goods
in chapter 3 of this report.

32 Public sources report that 60,000 export
manufacturing workers lost their jobs during 1996 when
38 companies closed down. Most of these companies
assembled garments. “Hard-Hit Caribbean Seeks NAFTA
Parity With Mexico,” The Los Angeles Times,
NewsEDGE/LAN, Dec. 6, 1996.

33 U.S. Department of State cable No. 006116, “Input
for 1996 CBERA Report,” prepared by U.S. Embassy,
Santo Domingo, Sept. 9, 1996.

34 U.S. Department of State cable No. 003464,
“Dominican Free Trade Zones—Internationally,” prepared
by U.S. Embassy, Santo Domingo, May 25, 1995.

Table 2-6

from other CBERA countries such as Honduras and El
Salvador. U.S. imports under HTS heading 9802 from
the Dominican Republic increased by 15 percent in
1995 to almost $2.0 billion (table 2-5). This was up
from a 12-percent increase in 1994, the first year
NAFTA was in effect, but down from a 20-percent
increase in 1993. U.S.-origin content accounted for
roughly two-thirds of the value of production-sharing
imports from the Dominican Republic.

More than 95 percent of Honduran magquila
production involves apparel destined for the U.S.
market.35 The size of the plants assembling apparel in
Honduras (e.g., Sara Lee Corporation, Hanes, Fruit of
the Loom, and Oshkosh B’Gosh) tend to be large, with
the number of employees averaging 500 to 1,500 per
plant.36 Representative U.S. companies with assembly
operations in El Salvador, include Sara Lee (Hanes),
Oshkosh, the Gap, Hampton Industries, Fruit of the
Loom, K-mart, JC Penney, and Walmart.37 Similarly,
some of the 350 maquiladora plants in El Salvador are
also large operations, each employing an average of
500 to 600 employees and utilizing 600-700 sewing
machines.3® Although the general education level in
El Salvador is low compared with other major
production-sharing suppliers in the Caribbean, the
work force is perceived as industrious.39

35 Other than apparel, wiring harnesses are the only
products manufactured in Honduras using production
sharing. United Technologies began assembling wiring
harnesses in San Pedro Sula in 1995. Telephone
interviews with U.S. representatives of United
Technologies in Sept. 1996.

36 «A Reference Guide to the Latin American Apparel
and Sewn Products Industry,” Research conducted by
Apparel Industry International, 1996.

37 U.S. Department of State cable No. 005480,
“Business Codes of Conduct Have Positive Effect,”
prepared by U.S. Embassy, San Salvador, Sept. 23, 1996.

38 «“A Reference Guide to the Latin American Apparel
and Sewn Products Industry,” Research conducted by
Apparel Industry International, 1996.

39 U.S. Department of State, Office of the Coordinator
for Business Affairs, “1996 El Salvador Country
Commercial Guide,” July 1995.

Dominican Republic: U.S. content of imports to the United States under the production-sharing
provisions of HTS 9802, by principal products, 1992-95

(Million dollars)
Product 1992 1993 1994 1995
Apparel . ... e 703 810 878 989
Medicalgoods .......... ...l 51 64 63 143
Electric capacitors and resistors .................. 37 50 65 57
Allother ... i 87 124 110 99
Total ... e 873 1,041 1,109 1,278

Note.—Because of rounding, figures may not add to the totals shown.
Source: Compiled from official statistics of the U.S. Department of Commerce.
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Growth in El Salvador’s production-sharing
operations is likely to continue, albeit at a considerably
slower rate than the 59-percent and 54-percent annual
gains experienced in 1994 and 1995.40 El Salvador is
at a disadvantage compared with other Caribbean
apparel suppliers because it must ship its goods
through either Guatemala or Honduras to ports along
the Gulf of Mexico or Atlantic Coast. Furthermore,
the country has been affected by a relatively high
crime rate compared with most other CBERA
production-sharing  suppliers.#!  Although apparel
assembly operations in El Salvador have been
hampered by labor unrest and work stoppages, mostly
against Asian companies in the FIZs, conditions are
reported to be improving.42

Jackie Jones
(202) 205-3466

Southeast Asia

Production-sharing operations in Southeast Asia*3
are concentrated in semiconductor manufacturing.44
As in previous years, semiconductors accounted for
almost all (93 percent) of the U.S. content of 9802
imports from Southeast Asia in 1995. The region also
supplied 90 percent of the U.S. content of total U.S.
imports of semiconductors entered under production-
sharing provisions (table 2-7).45 Labor factors are

40 The rate of growth of U.S. apparel imports from El
Salvador slowed to 18 percent during the first 8 months
of 1996, compared with 46-percent annual increase in
apparel imports in 1995 over 1994 levels.

41 Crime has also been a problem for
production-sharing investors in Jamaica. This situation
has required that investors spend more money on security,
reducing Jamaica’s appeal as a production-sharing
location. Production costs for electricity and
telecommunications have also increased in Jamaica
recently; however, press accounts state that the
government is planning to assist companies in setting up
production-sites in Jamaica. Canute James, “Jamaica
Outfits Apparel Industry with Aid; Exporters Embrace
Move,” The Journal of Commerce, Jan. 24, 1997.

42 U.S. Department of State Cable No. 005480,
“Business Codes of Conduct Have Positive Effect,”
prepared by U.S. Embassy, San Salvador, Sept. 23, 1996.

43 For the purpose of this report, Southeast Asia
includes Brunei, Burma, Cambodia, Indonesia, Hong
Kong, Korea, Laos, Malaysia, the Philippines, Singapore,
Taiwan, Thailand, and Vietnam.

44 The high value of semiconductors relative to their
weight and volume makes transportation costs less
important in determining the assembly location for
semiconductor production-sharing operations than for most
other products. Consequently, semiconductor assembly is
concentrated in Southeast Asia, while the majority of
products with higher transportation costs are assembled in
Mexico.

45 Although there are no U.S. tariffs on most
semiconductors, these devices are imported under HTS
provision 9802 because the U.S.-origin content of entries
under the production-sharing provisions is exempt from
the Customs user fee that was imposed at the end of

among several reasons that explain the
sustained growth of U.S. production-sharing
investment in the Southeast Asian
semiconductor industry:

[ The manufacturing process for semi-
conductors is well suited to production
sharing because the capital intensive operation
of chip fabrication can be done in the United
States, while the labor intensive chip
assembly and testing can be cor‘{lspleted in
countries offering low labor costs.

[ There was a continued strong demand for
semiconductors. The value of U.S. -origin
content of semiconductors imported from
Southeast Asia under HTS 9802 increased by
$879 million (29 percent) between 1994 and
1995, while total U.S. imports of
semiconductor devices grew at an even faster
pace in 1995, rising by $13.1 billion (51
percent) over 1994 to $39.2 billion. In
addition, regional demand is strong and
companies that assemble semiconductors in
the region enjoy a competitive advantage with
local customers over foreign competitors that
do not have a manufacturing presence in the
region.

[ The increasing sophistication of Southeast
Asian semiconductor operations derives from
the region’s skilled workforce, favorable
foreign investment climate, and relatively
well developed infrastructure.

[ Growth in production-sharing imports was
further encouraged by the actions of some
Southeast Asian countries to liberalize trade
and investment laws, and to accentuate their
international labor cost advantage in an effort
to compete for foreign investment.4’

(] The joint ventures and subsequent production
sharing between U.S. and Southeast Asian
manufacturers is expanding due to the
increasingly high cost - of building
semiconductor fabrication facilities.

All of the leading Southeast Asian sources of
production-sharing imports exhibited strong growth in
exports of semiconductor devices entering the United
States under HTS 9802 in 1995, except Singapore.®

45— Continued
1986. See app. A of this report for more information
about the user fee.

46 See the assessment of production sharing in the
semiconductor industry in chapter 3 of this report.

47 Sugawara, Sandra. “Throughout Asia, They Have
It Made—Chain of Assembly Lines Transforms
Economies,” Washington Post Foreign Service, The
Washington Post, June 6, 1996, p. D 9. According to a
1996 Comtex Scientific Corporation report, four ASEAN
countries, Indonesia, Malaysia, the Philippines, and
Thailand, attracted $14 billion in investment in 1995
compared with $8.6 billion in 1994.

8 The U.S. content of Singapore’s exports of

semiconductor devices to the United States under HTS
9802.00.80 fell by 34 percent in 1995, which reflects
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Table 2-7
Southeast Asia: Duty-free value of imports to the United States under the production-sharing
provisions of HTS 9802, by principal countries, semiconductors, all other products, and total 1992-95

Change  1994/1995

Country 1992 1993 1994 1995 Absolute Percent
Million dollars
E Semiconductors
our tigers
Korea............oooiint. 383 396 426 560 134 - 31
Taiwan ...................... 231 282 326 371 45 14
HongKong .................. ) 111 116 122 310 188 154
Singapore ...l 271 230 270 178 -92 -34
o*ﬁubtotal ..................... 996 1,024 1,144 1,419 275 24
ther
Malaysia .................... 600 783 954 1,303 349 37
Philippines .................. 307 421 576 700 124 22
Thailand .................... 105 200 306 410 104 34
Indonesia ................... 31 25 24 51 27 113
Allother ..................... M M M M 3 ®
Subtotal ..................... 1,043 1,428 1,860 2,464 604 32
Total ......ccvvvvvininnnn. 2,039 2,452 3,004 3,883 879 29
All other products
Four tigers
Korea........oovvvvveena.... 50 82 54 40 -14 -26
Taiwan ..........ccoeveiinnn. 73 56 46 53 7 15
HongKong .................. 22 15 13 14 1 8
Singapore ................... 73 123 66 16 -50 -76
o ﬁubtotal ..................... : 218 276 179 123 -56 -31
ther
Malaysia .................... 1 1 13 10 -3 -23
_I?L\ilippines .................. 61 64 64 85 21 33
ailand .................. L. 60 38 47 51 4 9
Indonesia ................... 8 10 23 24 1 4
Allother ..................... 9 M M D) ® ®
Subtotal ..................... 149 122 147 170 23 16
Total .......ccocviiiiin.. 367 398 326 293 -33 -10
Total U.S. content
Four tigers
Korea.......coovvvvvennnnnn. 443 478 480 600 120 25
Taiwan ..............ccoennn. .304 337 371 424 53 14
HongKong .................. 133 130 135 323 188 139
Singapore ................... 344 353 336 194 -142 -42
o Subtotal ............... ... ... 1,224 1,298 1,322 1,541 219 17
ther
Malaysia .................... 611 794 968 1,313 345 36
Philippines .................. 368 485 640 785 145 23
Thailand .................... 165 238 353 461 108 31
Indonesia ................... 39 35 47 75 28 60
Allother ..................... 9 M @) 293 293 100
Subtotal ..................... 1,192 1,552 2,008 2,927 919 46
Total ..., 2,416 2,850 3,330 4,468 1,138 34
1 Less than $500,000.
2 Not applicable.

Note.—Because of rounding, figures may not add to the totals shown.
Source: Compiled from official statistics of the U.S. Department of Commerce.
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Although there had been a tendency to shift the
assembly of semiconductor devices from the newly
industrialized countries of Korea, Taiwan, Hong Kong,
and Singapore to nearby countries with lower labor
costs, such as Malaysia, the Philippines, and
Thailand,*® the trend halted in 1995 as Korea, Taiwan,
and Hong Kong together accounted for 42 percent of
the growth of the U.S. content value of semiconductor
imports under HTS 9802. This changing pattern
signals that factors other than labor costs are also
important in location decisions, particularly for the
new generations of more sophisticated semiconductor
devices.>0

Malaysia

Malaysia is the world’s third largest producer of
semiconductor devices after the United States and
Japan, and ranks as the world’s largest exporter of
semiconductors. U.S. companies supply more than 30
percent of Malaysia’s annual imports of electronic
components,>! and U.S.-origin components accounted
for nearly half, or $1.3 billion, of the HTS 9802
imports from Malaysia in 1995 (table 2-8); 98 percent
of these components were used in the assembly of
semiconductors (table B-8).

Foreign investors (both semiconductor companies
using U.S.-made components and manufacturers of
other electronic products using parts and materials
sourced within the region) are attracted to Malaysia for
a number of reasons:

[ A stable government that generally supports
trade liberalization measures and encourages
foreign direct investment, particularly in
export-oriented manufacturing and high-
technology products;

48__Continued
government policies encouraging the movement of
low-value added industry to neighboring Malaysia and
Indonesia in favor of retaining higher-value added industry
such as semiconductor fabrication and the production of
camcorders, VCRs and computer equipment.

9 Semiconductor manufacturers are under pressure to
keep production costs down, particularly for the older
generation memory chips, because of intense price
competition. See The Journal of Commerce, “Asian
Makers Storm Semiconductor Market,” Aug. 27, 1996,

p- 2.

50 According to industry sources, design and prototype
production of new generation semiconductor devices will
occur in the home country of the manufacturer.
Post-prototype production and modification, where
production undergoes continuous engineering for volume
manufacturing (changing material quality, improving yields
through training, and process improvement), will occur in
moderate labor-cost markets such as Hong Kong, Korea,
Singapore, or Taiwan. When desired quality and yields
are achieved and the product matures, the entire
production line is likely to be moved to low-cost labor
regions such as Malaysia, Thailand, or the Philippines.

51 U.S. Department of Commerce, International Trade
Administration, Country Commercial Guides: Malaysia:
Economic Trends and Outlook, 1995.

[ An educated labor force with relatively low
wage rates;

[ A local economy with low inflation (3.4
percent in 1995), a stable currency, and strong
GDP growth with gains of 9.2 percent in 1994
and 9.5 percent in 1995;52

[d Customs provisions exempting raw materials,
machinery, and equipment used directly in the
manufacture of goods from import duties,
provided materials and machinery of
necessary quality are not produced locally;
and

[0 Malaysia’s ten free industrial zones (FIZs).53

U.S. firms invested $721 million in Malaysia in
1995, second only to Japan.5* U.S. investment was
concentrated in the electronics sector, particularly in
the manufacture of components, such as semiconductor
chips in which a high degree of production-sharing
takes place. Approximately 25 U.S.-affiliated assembly
operations, including Motorola, Texas Instruments,
Intel, National Semiconductor, and Harris,5 account
for over half of Malaysia’s semiconductor production;
the rest is produced by Japanese and European
companies.>® :

There are factors that may reduce U.S.
production-sharing imports from Malaysia, however.
Labor shortages exist for both skilled and unskilled

52 Jayasankaran, S., “Strength in Numbers,” Economic
Monitor-Malaysia, Far Eastern Economic Review, Apr. 4,
1996.

53 These FIZs are located in the states of Johor,
Melaka, Penang, Perak, and Selangor. In addition to the
FIZs, Malaysia offers firms wishing to locate in other
parts of the country the opportunity to establish
themselves as Licensed Manufacturing Warehouses
(LMWs), which operate on the same principles as an FIZ.
To be eligible for an FIZ, a firm generally must export all
production, although the Malaysian Government will also
consider applications from companies that export at least
80 percent of output. Raw materials and components
imported for use in export production in the FIZ and
subsequently exported are not subject to duty. No
restrictions are placed on a company’s choice of suppliers.

54 According to the Malaysian Industrial Development
Authority, investments by Japan ($838 million) and the
United States made up 43 percent of Malaysia’s total
foreign investment in 1995; other major foreign investors
were Taiwan ($577 million) and Singapore ($403 million).
NewsEDGE/LAN, Aug. 2, 1996.

55 The 1996 Yearbook of World Electronics Data, vol.
2 reported that Harris is to invest approximately $100
million in its Malaysian plant over the next five years,
making Malaysia its Asian headquarters for semiconductor
manufacturing.

56 A joint venture involving Japan’s Sharp Corp. and
U.S. and European companies is expected to further boost
production sharing in Malaysia. The joint venture is
expected to begin production in 1998 of microchips
designated as application-specific integrated circuits
(ASICs). “Sharp to Produce ASICs in Malaysia From
1998,” 1996 Comtex Scientific Corporation,
NewsEDGE/LAN: 8/17/96.
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workers, and wages continue to rise.5’ In addition, a
shift to higher-value added wafer fabrication and
consumer electronics, together with rising labor
costs,38 could lead to a reduced incentive for firms to
use the production-sharing provisions.

Philippines

The Philippines has also become an important
location for semiconductor production-sharing
operations. Semiconductor manufacturing establish-
ments, consisting mainly of Filipino-owned indepen-
dent subcontractors and wholly-owned subsidiaries of
foreign electronics companies, dominate
production-sharing operations in the electronics
sector.’ Like other countries in the region, the
Philippines is attractive to production-sharing investors
because of low-labor costs,%° an educated work force,
and economic reforms and incentives, including
FTZs.5! Producers of other consumer electronic goods
based in Japan, Taiwan, Korea, and Europe have also
shifted production/assembly to the Philippines,
expanding exports to the United States of telephone
equipment, radio and stereo equipment, personal
computers, and watches.52

U.S. imports from the Philippines entering under
the production-sharing provisions of HTS 9802 grew
by $371 million (27 percent) in 1995 to $1.7 billion
(table 2-8). U.S.-origin components accounted for
$785 million (45 percent) in 1995, ranking the
Philippines second among Southeast Asian countries in
terms of the value of U.S. components used in foreign
assembly and returned under HTS 9802; 89 percent of
these components were used in the assembly of
semiconductors (table 2-7).

The Philippines 1994 Investment Priorities Plan
(The Plan) should provide a further boost to production
sharing in the Philippines. @ The Plan provides
incentives for the  production/assembly  of
semiconductor devices, electronic components, printed

57 U.S. Department of Commerce, International Trade
Administration, Country Commercial Guides: Malaysia:
Economic Trends and Outlook, 1995.

58 1996, Yearbook of World Electronics Data, vol. 2,
America, Japan & Asia Pacific, p. 137.

59 Subsidiaries of multinational corporations play an
important role in Philippine exports of semiconductors,
accounting for 75 percent of total semiconductor exports
in 1995. Ibid., p. 148.

According to Thomson’s Asian headquarters, the
average hourly wage rate in the Philippines in 1995 was
approximately $1.00 (including social benefits), and,
recently, the annual average increase of those wages was
12 -to-15 percent. These statistics were presented by an
official of Thomson Components de Mexico at a
conference in El Paso, TX, Jun. 23-25, 1996

These zones offer production-sharing operations
various duty and tax incentives on all production that is
exported. " In addition, the production-sharing operations
may sell any of their output for local consumption, subject
to agflicable taxes and duties.

Electronic products accounted for 19 percent ($1.3
billion) of total imports from the Philippines in 1995, and

circuit boards, telecommunications and information
handling equipment, and parts and components needed
to manufacture electronic products.  Several U.S.
companies plan future investments in U.S.
production-sharing operations in the Philippines.53
Intel plans to invest $350 million to expand its
Philippine operations to include assembly lines to test
Pentium chips and flash memory products, while
National Semiconductor has said it will invest $100
million to expand its computer chip plant. Integrated
Device Technology (IDT) has also taken initial steps to
build a $75 million test and assembly facility in
Manila. The facility is expected to produce 6 million
devices a week and will employ 2,000 people.%4

Korea

Korea is also one of the world’s leadin% 5producers
of semiconductors. Samsung Electronics,®> Hyundai
Electronics, L.G. Electronics, and Anam Group
assemble semiconductors from U.S. components for
customers in the United States. Anam Group, the first
company to offer contract assembly for
semiconductors in the 1970s, remained the principal
source of U.S. imports from Korea under the
production-sharing provisions of HTS 9802 in 1995.66
U.S. producers ship dice (silicon chips etched with
electrical circuits) to Anam Group’s service operations
in Korea for labor-intensive assembly and testing
operations.57 The transportation costs for shipping U.S.
semiconductor components to Korea are reportedly
more than offset by the labor-cost savings.68

§2—Continued
5 percent of these imports entered under HTS 9802 (table
B-11). Apparel made up nearly one-quarter ($1.6 billion)
of total imports from the Philippines; 6 percent ($99
million) of the apparel entered under HTS 9802.

63 U.S. electronic firms performing production-sharing
operations in the Philippines include Advanced Micro
Devices, General Electric, 3M, Motorola, Intel, Texas
Instruments, Data General, Schlumberger, Gould, and
IBM. ,

64 Yearbook of World Electronics Data 1996, vol. 2,
American, Japan & Asia Pacific, p. 137.

Samsung’s production-sharing assembly operations
are located in Portugal, China, Indonesia, Korea, Malaysia,
and the Philippines. Semiconductors fabricated by
Samsung in Korea destined for the EU market are
assembled in Portugal, while those sold to East Asian
markets are assembled in China, Indonesia, Korea,
Malaysia, and the Philippines. Semiconductors fabricated
in Austin, Texas, will be sent to Korea for assembly and
then returned for sale to the United States.

Representative, Semiconductor Industry Association,
interview with USITC staff, Oct. 1996.

For a more detailed description of semiconductor
production see Appendix E of USITC, Global
Competitiveness of U.S. Advance-Technology
Manufacturing Industries: Semiconductor Manufacturing
and Testing Equipment, USITC publication no. 2434, Sept.
1991.

68 According the Bureau of Labor Statistics the hourly
compensation cost in U.S. dollars for production workers
in manufacturing industries in Korea was $7.40 in 1995
compared with $17.20 in the United States. U.S.



Semiconductors accounted for $560 million (93
percent) of the U.S.-origin content value of imports
from Korea under HTS 9802 in 1995 (table 2-7),
although only $1.1 billion (15 percent) of U.S. imports
of semiconductors from Korea entered under HTS
9802 (table B-10). The U.S. content of other products
imported from Korea under HTS 9802 fell by $14
million (26 percent) to $40 million; however, U.S.
imports of apparel and footwear and automobiles from
Korea under HTS 9802 remamed substantial in 1995
(table B-10).

U.S. semiconductor trade with Korea under HTS
9802 is likely to increase as manufacturers form an
increasing number of joint ventures for semiconductor
fabrication. U.S.- Korean joint ventures are encouraged
by both the sharply rising cost of building
semiconductor fabrication facilities and the desire to
gain improved access to markets of the partner
companies.

Thailand

Production-sharing operations in Thailand have
recently progressed to higher technology products,
notably electronics and computer parts. Thailand
reportedly has achieved strong growth in the
electronics sector by encouragmg a vibrant
export-onented manufacturing sector,’% moderate labor
costs,’! and a favorable foreign investment climate
within export processing zones (EPZs). 72 An important
additional factor is strong government support,
especially in the form of public sector investment in
mfrastructure development ($60 billion to the year
2000).73

68—Continued
Department of Labor, Bureau of Labor Statistics, Office of
Productivity and Technology, Supplementary Table for
BLS Report 909, Table 2, June 2, 1996.

69 Currently, Hyundai Electronics Co. is investing $13
billion to build a computer chip fabrication complex in
Oregon. Texas Instruments Incorporated, Anam Industrial
Co., Ltd. of Korea, and Amkor Electronics, Inc., West
Chester, PA have also formed a long-term cooperative
agreement for the production of wafers for advanced logic
semiconductors in Korea. News Release, C-96041, Texas
Instruments.

70 U.S. Department of Commerce, International Trade
Adgministration, Country Commercial Guides: Thailand,
1996.

71 According to Thomson’s Asian headquarters, the
average manufacturing wage rate in Thailand in 1995 was
approximately $1.40 per hour, averaging an increase of
about 12 to 15 percent per year. These statistics were
presented by an official of Thomson Components de
Mexxco at a conference in El Paso, TX, Jun. 23-25, 1996.

72 Thailand has 17 (EPZs) into which firms that
operate production-sharing facilities may import raw
materials free of duty and then re-export finished goods.
Within EPZs, foreign investors are permitted to own land
and employ foreign technicians and experts. EPZs have
proven to be beneficial to production-sharing operations
because of their complete infrastructure facilities and
generally good access to transportation. U.S. Department
of Commerce, International Trade Administration, Country
Corr%mercuzl Guides: Thailand, 1996.

3 Ibid.
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Most production-sharing operations in Thailand
use components made in Japan and other Asian
countries, which partially explains why only 7 percent
of Thailand’s exports to the United States in 1995
entered under the production-sharing provisions of
HTS 9802. Although U.S. investors manufacture a
variety of products in Thailand, semiconductor
assembly is the only significant industry segment that
relies heavily on parts from the United States. Major
U.S. companies utilizing production-sharing operations
in Thailand include Lucent Technology (formerly
AT&T Microelectronics), Data General, National
Semiconductor, Seagate Technology, and SCI Systems.

Imports from Thailand entering under the
production-sharing provisions of HTS 9802 rose by
$192 million (32 percent) in 1995 to $786 million
(table 2-8). U.S.-origin components accounted for 59
percent ($461 million) of HTS 9802 imports from
Thailand (table 2-7), with the U.S. content value of
semiconductor imports alone quadrupling during
1992-95 and rising by about $100 million each year.

U.S. companies with production-sharing operations
in Thailand have reported shortages of skilled labor
and related difficulties such as low employee retention,
spiraling wa es, and difficulties increasing labor
productivity.” U.S. companies, however, are
reportedly continuing to invest in Thailand as both a
base for production-sharing operations, as well as to
supply the East Asian market, including the growing
Thai domestic market.”S

Hong Kong

Of all the Southeast Asian countries, Hong Kong
experienced the sharpest growth rate in production-
sharing exports to the United States in 1995, with the
U.S. content value of HTS 9802 imports increasing by
139 percent to $323 million (table 2-7). Semi-
conductors accounted for $310 million (96 percent) of
the U.S. content value of HTS 9802 imports from Hong
Kong in 1995. Outside the semiconductor industry,
most imported components used in Hong Kong’s
manufacturing sector come from other Asian sources.
Like Thailand, only 7 percent ($637 million) of Hong
Kong’s exports to the United States contained
U.S.-made components and entered under HTS 9802.

The substantial growth in HTS imports from Hong
Kong in 1995 primarily reflected the expansion of
Motorola’s semiconductor operations in Hong Kong

74 The Thai labor market for workers who possess at
least a secondary education is mcreasmgly tight. Among
highly-skilled and experienced engineers, technicians and
managers, labor shortages are severe. Many U.S.
multinational firms involved in U.S. production-sharing
operations in Thailand are bringing in expatriate
professionals because qualified local personnel are not
available even at high salaries. The Wall Street Journal,
“Thailand Trips in Reach for New Exports,” Aug. 27,
1996 p. A 8.

75 Bangkok—U.S. Foreign Direct Investment in
Thailand, “U.S. Foreign Direct Investment in Thailand
Jumps to $14 Billion,” NewsEdge/Lan: Oct. 18, 1996.



and was in sharp contrast to a cumulative increase of
just $3 million (2 percent) during the previous 2
years.’” Hong Kong’s developed infrastructure,
educated work force, low wage rates, and overall
stability were instrumental in Motorola’s initial
selection of Hong Kong as the principal location in
East Asia for its semiconductor assembly operations.”’
Productivity improvements by Motorola have helped
offset rising labor costs in Hong Kong that are higher

76 Representative of Motorola Inc., USITC staff
interview, Oct. 21, 1996. ,

According to a company official, Motorola’s
semiconductor products sector in Hong Kong has ‘been
expanded over the years from simple assembly operations
to include sales and marketing activities, research and
technology services, and semiconductor manufacturing
operations. The high volumes associated with
semiconductor assembly and the increasing complexity
and number of circuits etched onto a chip has resulted in
Motorola’s automation of a significant portion of its
assembly operations in Hong Kong. Products assembled
in Motorola’s Hong Kong operations include some of the

than in most other production-sharing locations.”8
Hong Kong’s competitive position is further improved
by its highly efficient seaport and air cargo systems.
Moreover, Motorola’s anticipation that its Hong Kong
production sharing operations may become an export
platform to China after Hong Kong becomes a Special
Administrative Region of the Peoples’ Republic of
China on July 1, 1997, may be a precursor of future
developments as other companies recognize the
benefits of investing in Hong Kong to reach China.

TI—Continued
industry’s most advanced semiconductors, such as
micro-controllers, digital signal processors, and analog
integrated circuits. The dice (silicon wafers containing
etched circuits) assembled in Hong Kong are fabricated in
Motorola’s semiconductor plants in the United States, the
EU, and Japan. The finished chips are marketed
throughout Asia and the rest of the world and used
extensively by Motorola’s business equipment lines such
as c%lular telephones and pagers. Ibid.

Ibid.
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CHAPTER 3
Principal Products Involved in U.S.
Production-sharing Trade

This chapter highlights the product sectors in
which the U.S. content (duty-free) portion of
production-sharing trade entered under the provisions
of HTS 9802 equaled or exceeded $500 million in 1995
and where a significant change occurred in the level of
U.S. production-sharing imports. The analysis for each
product sector examines: (1) the significance of the
product and its markets; (2) important shifts in trade
that occurred in 1995; (3) reasons that these products
are involved in production sharing; and (4) the impact
of production sharing on the competitiveness of U.S.
producers with respect to these products.

The major product sectors covered in this chapter
include apparel, transportation equipment,! and
electronic products (figure 3-1). Expanded imports of
apparel under HTS 9802 from Mexico and the
Caribbean Basin and a strong global demand for

Figure 3-1 .

semiconductors in 1995 more than offset declining
imports under these provisions of motor vehicles and
most auto parts from Mexico, as many importers
shifted from entering these goods under HTS 9802 to
importing them under NAFTA (table B-5).

Apparel?

U.S. production-sharing trade in apparel continues
to grow rapidly as U.S. producers, faced with a highly

1 Transportation equipment discussed in this chapter
includes motor vehicles, motor vehicle parts, internal
combustion engines, and ignition wiring harnesses for
motor vehicles.

2 U.S. production-sharing trade in apparel during
1989-95 was examined in a “special focus chapter” in last

The U.S. content of U.S. imports for consumption under the production-sharing provisions of HTS

9802: by selected product sectors, 1992 and 1995

1992
(Total $15.4 billion)

Electronic
products
3%

Transportatio
equipment

All other

Apparel
1 G‘E}o

1995
(Total $22.1 billion)

Electronic

All other
S 24%
Transportation

<1eqt°.|ipment

(-]

Source: Based on official statistics of the U.S. Deparment of Commerce.
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competitive retail environment, expand their use of
offshore assembly operations to cut costs. U.S.
imports of apparel assembled from U.S. components
and entered under the provisions of HTS 98023 in 1995
grew by 33 percent over the 1994 level to $7.8 billion,
bringing the total gain since 1992 to 97 percent (table
3-1). With overall U.S. apparel imports rising by just
34 percent since 1992, to $38.8 billion, the share
accounted for by HTS 9802 trade rose by 6 percentage
points to 20 percent in 1995.

Apparel is especially suited to production sharing
because of relatively high U.S. duty rates, the value of
U.S. components, and import volume. The apparel
sector accounted for 60 percent, or roughly $900
million, of total duty savings for all products entered
under the provisions of HTS 9802 in 1995. The value
of the U.S. components (i.e., the garment parts made in
the United States and sent offshore for assembly)
accounted for 61 percent, or $4.8 billion, of the total
value of apparel imports entered under the HTS 9802
provisions in 1995.

Apparel imports under the provisions of HTS 9802
come almost entirely from Mexico and countries
designated as beneficiaries of the Caribbean Basin
Economic Recovery Act (CBERA).4 Mexico and the
CBERA countries mainly compete with one another
for assembly work from U.S. apparel firms, which
shipped $4.5 billion worth of garment parts to these
countries for sewing in 1995, or almost twice the 1992
level. As a result, the region is the fastest

2—Continued :
year’s report (Production Sharing: Use of U.S.
Components and Materials in Foreign Assembly
Operations, 1991-1994, USITC publication 2966, May
1996, ch. 5), which reviewed programs that encourage
offshore assembly, initiatives to extend NAFTA parity to
Caribbean countries, and the outlook for apparel
production sharing in light of the Uruguay Round
agreement that phases out textile and apparel quotas by
2005.

3 This section on imports of apparel under
production-sharing arrangements covers not only goods
entered under HTS subheading 9802.00.80, but also
imports of apparel from Mexico in which all of the fabric
components were wholly formed and cut in the United
States that enter under subheading 9802.00.90.
Consequently, unless specifically stated otherwise, the use
of the term 9802.00.80 shall also include apparel imports
from Mexico under subheading 9802.00.90. For imports
under 9802.00.80, duty is assessed on the value added
abroad and not on the U.S.-cut parts exported for
assembly. These parts can be cut from fabric of either
U.S. or foreign origin as long as they are cut to shape in
the United States. For imports under 9802.00.90, no duty
is assessed on the value of the U.S. formed and cut fabric
or on the value added through assembly in Mexico.

4 The CBERA, enacted in 1984, grants duty-free
treatment to most goods from 24 beneficiary countries.
However, most garments are statutorily excluded from
CBERA. For further information on CBERA, see USITC,
Caribbean Basin Economic Recovery Act: Impact on U.S.
Industries and Consumers, Eleventh Report, 1995
(investigation No. 332-227), USITC publication 2994,
Sept. 1996.
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growing major supplier of apparel to the United States.
From 1992 to 1995, U.S. apparel imports from the
region rose by 90 percent, to $8.1 billion, compared
with a gain of just 24 percent for apparel imports from
all other, mostly Asian, countries. Altogether, imports
now supply about one-half of the domestic apparel
market by value.

The pattern of apparel competition between
CBERA countries and Mexico changed when NAFTA
entered into force in 1994. In the 4 years before
NAFTA, U.S. apparel imports from the CBERA
countries and Mexico each grew by slightly more than
20 percent a year. In 1994, the growth rate slowed to
13 percent for CBERA countries but accelerated to 33
percent for Mexico. In 1995, CBERA shipments grew
by 21 percent ($930 million), but Mexico’s shipments
rose by 57 percent ($962 million). Mexico is now the
third-largest, single-country source of imported
garments, with 1995 shipments of almost $2.7 billion,
or 7 percent of total U.S. apparel imports, trailing only
China ($5.9 billion) and Hong Kong ($4.3 billion).
The CBERA countries as a group, however, are the
second-largest supplier, with shipments of slightly
more than $5.4 billion, or 14 percent of the total.

Part of the growth in U.S. apparel imports from
Mexico since NAFTA entered into force may have
come at the expense of CBERA as well as Asian
shipments. Whereas garments assembled in Mexico
from “fabric wholly formed and cut in the United
States” enter free of duty and quota under NAFTA,
such products from CBERA countries enter under
liberal “guaranteed access levels” (GALs)> but are still
subject to duty on the value added offshore.6 The
competitive balance between Mexico and CBERA
countries was also affected by the 50-percent
devaluation of the Mexican peso during December
1994-January 1995, which effectively reduced dollar
prices of Mexican goods in the U.S. market.

Major 9802 sources of apparel

Competition in the U.S. apparel market among
U.S. firms, as well as between U.S. firms and foreign
suppliers mainly in low-wage countries in Asia, has
spurred a number of U.S. apparel firms to expand their
use of assembly operations in Mexico and CBERA
countries to reduce production costs. These countries
offer competitively priced labor to perform
labor-intensive sewing operations, and their proximity
to the United States provides U.S. firms with greater

5 The United States currently has GALs and regular
quotas with six CBERA beneficiaries—Costa Rica, the
Dominican Republic, El Salvador, Guatemala, Honduras,
and Jamaica.

6 For every $10 in f.o.b. value, a typical CBERA
garment entered under the 9802 provision contains $6.40
in duty-free U.S. parts and $3.60 in dutiable, foreign
value-added. Applying the 1995 trade-weighted tariff for
apparel of 16.1 percent to the foreign value-added yields a
duty of $0.58, or an ad valorem equivalent of 5.8 percent.




Table 3-1

Apparel: U.S. imports for consumption, total and under the production-sharing provisions of HTS

9802, by princiPal suppliers (based on the value of U.S. components contained in the 9802 imports in
1995), 1992-95

(Million dollars)
Country 1992 1993 1994 1995
Total imports

MEXICO vttt i et i e i 983 1,225 1,696 2,658
Dominican Republic ...............ccciiiiiiin, 1,227 1,435 1,593 1,744
Honduras ........coiiiiiiiininiinnnnnnnnn. 363 506 645 919
CostaRiCa ......oviiiiiiiii it ittt i 590 653 685 756
Jamaica . ..o e 292 388 454 53
ElSalvador .......ccoiviiiii ittt ieiennn, 166 251 398 583
Guatemala ........c.oiiiiiii it i 457 552 600 691
Colombia .....iiii i e 296 324 363 370
Haith .ot e e e 68 98 32 76
Other .t e et et 24,558 26,898 29,264 30,442

[} - | 29,000 32,330 35,730 38,770
CBlcountries ..ot 3,279 4,002 4,525 5,455

9802 imports

MEXICO .o oiv ittt et 840 1,067 1,523 2,331
Dominican Republic ..............ccciiiiiiiitt, 1,031 1,212 1,377 1,565
Honduras .........coiiiiiiiiiiiiiiininnnnnnn. 244 332 451 675
CostaRica ......coviiiiiiiiiiii it ieiiieiaann 481 543 587 670
Jamaica . ... e i et 217 313 371 448
ElSalvador .......coiiiiiiii ittt 130 185 303 477
Guatemala ........cciiiiiii i e i e e 322 424 450 520
Colombia ... e e 203 221 251 271
Haitl oooe i e et et et 63 93 30 74
(] (7= 398 463 493 727

Total .o e 3,929 4,853 5,836 7,758
CBlcountries .......ccvviiiiiiiiiiiiiiiinennns 2,544 3,165 3,632 4,508

U.S content of 9802 imports

MEXICO v ii ittt i e ettt e e 581 739 1,063 1,637

Dominican Republic .............. ... .. ...l 703 810 878 989
Honduras ........coviimiiiiiiiiiiiiininnennnn. 178 233 325 479
CostaRica .....covviiiiiii it i i 340 375 387 443
Jamaica ... ..o i e e i e e 167 249 299 363
ElSalvador .......oiiiiiiii e 80 103 .~ 160 260
Guatemala .........ccviiiiiii i it 162 219 218 258
(7] 11171 7= 1A 109 115 145 169
Haiti oot e e 47 63 22 51
(@ 12 7- (A 76 96 110 116

Total oo e 2,443 3,002 3,607 4,765
CBIcoUuNtries .....ovvitiiin it caaeeeaaann 1,712 2,090 2,328 2,888

1 Imports exclude nonwoven apparel, which totaled $476 million in 1995, with 9802 imports accounting for $223
million in total value and $158 million in U.S. components. Mexico supplied virtually all of the 9802 imports that
consisted mostly of garments of paper—based fabric and other disposable garments used in laboratories and
hospitals. These imports were included in the 1994 production-sharing report.

Source: Compiled from official statistics of the U.S. Department of Commerce.



management and quality control over production,
shorter lead times, and lower transportation costs than
would Asian operations. The proximity of the region
also enables U.S. firms to use “Quick Response” (QR)
programs’ that they have developed with their retail
customers.

U.S. industry sources contend that this
international division of labor enables U.S. firms to
improve the relative price competitiveness of their
product lines and helps keep higher wage production
jobs in the United States. Based on information
collected by the American Apparel Manufacturers
Association from U.S. producers involved in offshore
assembly operations, about 15 apparel jobs in the
United States are created by every 100 jobs in
production-sharing operations offshore.8  Industry
sources also allege that the production moved to
Mexico and CBERA countries was no longer viable in
the United States and that, without the incentives of
NAFTA and the provisions of HTS 9802, the
production would have moved to the Far East where
there is little use of U.S. fabric in garment production.®
Nevertheless, the U.S. Department of Labor has found
that the increase in imports since the implementation of
NAFTA has affected workers in the U.S. textile and
apparel industries. According to data of the U.S.
Department of Labor, 22,357 workers in 195 textile
and apparel firms were granted NAFTA Transitional
Adjustment Assistance through September 1996 due to
loss of jobs caused by either increased imports from
Mexico or Canada, or the relocation of production
facilities to those countries.!0

Mexico is the largest, single-country source of U.S.
apparel imports under the provisions of HTS 9802
(figure 3-2). In addition to preferential access to the
U.S. market under NAFTA, Mexico has benefited from
the devaluation of the peso relative to the dollar, which
has pushed down its labor costs measured on a dollar
basis. Of the six economies for which data are
available, the average apparel manufacturing cost per

7 QR programs use computers to speed the flow of
goods, services, and information between segments of the
industry chain, linking apparel producers with textile
suppliers and retailers. Adoption of innovative technology

by U.S. apparel firms underscores the growing importance

of QR as a competitive tool to lower costs and increase
services. For further information on QR, see USITC,
Industry & Trade Summary: Apparel, USITC publication
2853, Jan. 1995.

8 Larry K. Martin, president, American Apparel
Manufacturers Association (AAMA), letter to President
Clinton, Apr. 16, 1996, in support of NAFTA parity for
CBERA countries. Mr. Martin also stated that additional
jobs in the textile, transportation, and other industries
result from offshore production. See Martin, speech at the
Encuentro 1996 Inter-American Business Conference &
Trade Expo, New Orleans, Aug. 20, 1996.

9 Martin, speech at the Encuentro 1996 Conference.

10 U.S. Department of Labor, Office of Trade
Adjustment Assistance, “NAFTA Transitional Adjustment
Assistance: Standard Industrial Classification Breakout,”
Oct. 4, 1996, and earlier publications. The data are for
SIC 22, Textile Mill Products, and SIC 23, Apparel and
Other Textile Products.
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standard allowed hour (SAH)!! for Mexico were just
over one-third that for the United States (figure 3-3).
Only China had lower costs of apparel production than
Mexico. Mexico’s average SAH cost was substantially
lower than that of Costa Rica, the second largest
CBERA supplier for apparel, Hong Kong, the second
largest overall supplier of apparel, and Thailand, a
major Asian apparel source.

Growth of production sharing
by product category

U.S. apparel firms have achieved a high level of
efficiency in assembling basic garments offshore under
production-sharing arrangements. The assembly of
these garments involves standardized runs, simple
tasks, and few styling changes. U.S. imports of apparel
under the provisions of HTS 9802 now account for an
important and growing share of U.S. producers’
shipments in several product categories (table 3-2). In
1995, just over 75 percent of U.S. producers’
shipments of foundation garments were produced using
production sharing arrangements, as were 53 percent of
U.S. producers’ shipments of underwear. Other
products for which production sharing accounted for a
significant and growing share of U.S. producers’
shipments are trousers (39 percent of total 1995
shipments), shirts and blouses (23 percent), and babies’
apparel (46 percent).

Foundation garments, particularly brassieres, are
especially suited to production sharing because their
assembly is labor intensive and their light weight
minimizes shipping costs. Brassieres entered under the
provisions of HTS 9802 also contain a high proportion
of duty-free U.S. components. The duty-free U.S.
content in such imports in 1995 rose by 24 percent
over the 1994 level to $464 million, representing 68
percent of the total value of foundation garments
entered under the production-sharing provisions.

Underwear, more than any other apparel product,
has shown the greatest growth in HTS 9802 imports in
recent years. This is largely the result of keen price
competition in the mass-merchandise market for these
low value-added commodity products. In addition,
although the assembly of underwear involves relatively
few steps, considerable financial incentive exists in
assembling underwear offshore given the quantities
involved. The U.S. content in such imports in 1995

11 Standard Allowed Hour (SAH) is that amount of
direct labor time (in hours) that is allowed for a trained
operator to complete an operation, or a series of
operations. For example, if 200 operators are scheduled to
work 45 hours a week and produce 14,376 dozens of
crewneck T-shirts per week, the SAH per dozen is 0.63.
In other words, one direct operator takes 0.63 hour to
produce a dozen crewneck T-shirts, the manufacturing cost
of which can be calculated based on hourly compensation
of such operator.



Figure 3-2 :
Apparel: The share of U.S. content provided by major suppliers of imports under the production-
sharing provisions of HTS 9802, 1992 and 1995
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Figure 3-3
Apparel manufacturing costs per standard allowed hour for selected countries, 1995
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Table 3-2

Selected apparel products: U.S. producers’ shipments and imports for consumption under the
production-sharing provisions of HTS 9802,1992-95

(1,000 dozen)

Item 1992 1993 1994 1995
Shirts and blouses:

U.S. producers’ shipments .................... 153,050 1159,415 162,559 157,238

9802imMpPoMts . ..o oo 11,340 16,920 222,170 35,952

Percentageshare .................. ... ... 7.4 10.6 13.6 22.9
Trousers and shorts:

U.S. producers’ shipments .................... 89,563 93,976 95,791 97,144

9802 iMPOMS .« o vveeee et 22,262 25,175 229,551 38,299

Percentageshare ...................... .. ... 249 26.8 30.8 39.4
Coats and jackets:

U.S. producers’ shipments .................... 8,707 9,773 9,766 9,515

9802 iMPOMS .o oo veeiiii it e 1,716 2,329 22 312 2,649

Percentageshare ........................... 19.7 23.8 237 27.8
Foundation garments (mainly brassieres):

U.S. producers’ shipments .................... 26,769 26,185 29,101 32,859

9802 IMPOMS . .o veveeeeeeeeeeeeeeaanans 17,789 19,942 220,309 24,708

Percentageshare ................. ... ... 66.4 76.2 69.8 75.2
Underwear: ,

U.S. producers’ shipments .................... 171,726 169,402 168,642 155,064

9802 MPOMS . ..o eoee e 30,842 42,067 255,994 82,854

Percentageshare .................. .. .. ... 18.0 24.8 33.2 53.4
Pajamas and other nightwear:

U.S. producers’ shipments .................... 10,857 10,370 10,215 9,202

98021ImMpoMtsS . ... ooe e 2,465 2,940 23,086 3,767

Percentageshare ................. ... ...... 22.7 28.4 30.2 40.9
Swimwear:

U.S. producers shipments .................... 4,672 4,996 4,441 4,302

9802 IMPOMtS ..o v veee e 457 555 53% 903

Percentageshare ...............ccoeevenn... 9.8 11.1 3 21.0
Dresses:

U.S. producers’ shipments .................... 13,508 14,781 16,542 17,235

9802iMPOMS .« oo it 728 897 3 1,969 -

Percentageshare ........................... 5.4 6.1 3 1.4
Skirts:

U.S. producers’ shipments .................... 7,860 7,943 8,036 7,262

9802iMPOMtS . ..o oottt 1,193 1,136 23; 1,664

Percentageshare ......................c..... 15.2 14.3 3 229
Babies’ apparel:

U.S. producers’ shipments .................... 14,553 13,259 12,952 13,192

98020IMpPoMtS .. ..ot 2,694 3,832 ® 6,020

Percentageshare ...................c...o.... 18.5 28.9 ®) 45.6

1 Estimated by USITC staff based on data published by the U.S. Bureau of the Census in the Current Industrial

Reports for apparel.
2 Revises published data of the U.S. Department of
3 Not available.

Commerce, Bureau of the Census.

Source: U.S. Department of Commerce, Bureau of the Census, Current Industrial Reports: Apparel Summary for
1995 (MQ23A), Aug. 7,1996, and back issues, except as stated.

rose by 40 percent over the 1994 level, and had more
than doubled since 1992, to $727 million, representing
66 percent of the total value of underwear entered
under the HTS 9802 provisions.

Other apparel items showed significant U.S.
content as well. Trousers and shorts are the single

largest apparel item entered under the provisions of
HTS 9802. Such imports of trousers and shorts totaled
$2.6 billion in 1995, with the U.S. content accounting
for 60 percent, or $1.6 billion, of the total.

Sundar A. Shetty
(202) 205-3486



Transportation Equipment

Motor vehicles and reléted equipment are the

leading products imported from Mexico under HTS

9802. U.S.-made parts totaling $4.8 billion accounted
for over half the value of imports of automonve
products and other transportation equipment!? from
Mexico under HTS provision 9802.00.80 in 1995. In
contrast, U.S. components accounted for less than 5
percent of comparable imports from Japan, Korea, and
Germany. The use of a substantial amount of
U.S.-made parts in Mexican motor vehicle and
component systems operations reflects the significant
and growing integration of the U.S. and Mexican
motor vehicle industries.

Much of Mexico’s output of automotive products is
produced by subsidiaries of U.S. firms and exported to
the United States. The Mexican operations of the U.S.
Big Three — General Motors, Ford, and Chrysler —
shifted a considerable amount of their production
intended for the local Mexican market in 1995 to
export production in response to the peso devaluation
and weak automotive market in Mexico. U.S. content
of vehicles and related equipment imported from
Mexico under the production-sharing tariff provisions
remained significant, although U.S. content declined
slightly in 1995 as the peso devaluation made certain
Mexican automotive components more price
competitive than comparable U.S.-made components.
In addition, there is a shift toward importing motor
vehicles from Mexico free of duty under NAFTA
instead of entering them partially exempt from duty
(U.S. content) under provision 9802.00.80. Industry
sources representing foreign-based automakers with
U.S. operations note that “with the implementation of
NAFTA....many U.S. importers abandoned their HTS
9802 programs in Mexico in lieu of the more favorable
and often less onerous regulatory requirements of
NAFTA.”13 In addition, at least one of the U.S. Big
Three automakers no longer imports products from its
maquiladora suppliers under HTS 9802 in order to
avoid paying the Customs user fee on the value of the

12 “Transportation equipment” plus wiring harnesses;
see table B-5.

13 Association of International Automobile
Manufacturers (AIAM), Inc., written statement to USITC,
Sept. 20, 1996, p. 7. The association also stated that “HTS
9802.00.80 was severely underutilized during the period
1992 through 1995 ... despite the sharply rising use of
U.S. components by many of AIAM’s members and the
potentially significant duty savings incentives.”
Reportedly, documentation requirements and the
interpretations of U.S. Customs Service officials at ports
of entry that are often inconsistent with each other and
with those of U.S. Customs Service Headquarters, and
customs rulings that prohibit the commingling of U.S. and
foreign components in auto assembly plants, have caused
some companies to terminate 9802 programs pending
resolution of these differences. As a result, the use of
U.S.-made motor-vehicle parts by producers in Japan,
Korea, and several countries in Europe is greatly
understated.

U.S.-made components contained in parts imported
duty free under NAFTA. Instead, the company
consolidates shipments from Mexico at foreign-trade
zones in the United States into a single entry for
Customs purposes, thereby paying the $400 per entry
user fee cap once instead of several times.

Industry sources state that U.S. vehicle producers
operating in Mexico have sought to develop local
suppliers of parts for several years. The use of local
suppliers by U.S. vehicle producers received an
important boost when, pursuant to NAFTA, Mexico
amended its maquiladora law to permit the assembly
plants to sell a portion of their production to Mexican
customers. Industry sources state that this change
reduces transportation costs for the motor vehicle
producers assembling finished vehicles and parts in
Mexico and shrinks delivery times between plants
assemblmg these products and thelr subassembly
suppliers in the maquiladora industry.15

Motor Vehicles

The United States is the world’s largest consumer
and producer of motor vehicles.!® In 1995, sales of
motor vehicles in the United States totaled 15.1 million
vehicles, accounting for nearly .one-third of global
vehicle sales.!” U.S. motor vehicle production totaled
12.0 million vehicles in 1995, or 23 percent of global
motor vehicle production.!®

Japan, Germany, and Canada together accounted
for 82 percent (by value) of total U.S. imports of motor
vehicles in 1995. Whereas the use of U.S.-made parts
in imports of Japanese and German motor vehicles is
small, it is estimated that U.S.-made parts account for
between one-quarter and one-third of the value of
vehicles imported from Canada. However, most of the
vehicles imported from Canada enter free of duty
under NAFTA rather than HTS 9802. Mexico
continued to account for a relatively low share (10
percent based on value) of total U.S. imports of motor
vehicles in 1995, despite a rise in U.S. imports of cars
and trucks from Mexico facilitated by the
implementation of NAFTA and the peso devaluation.
U.S. companies supply the bulk of the parts used in the
assembly of vehicles imported from Mexico.

The use of HTS provision 9802.00.80 by the motor
vehicle sector is part of the broader trend toward the
internationalization of motor vehicle production. The
U.S. motor vehicle industry has relied heavily on
foreign manufacturing and assembly operations, in part
because it is more cost effective to manufacture
vehicles in its major markets, rather than to export

14 USITC staff telephone interview with officials of
Ford Motor Co., Altec Div., El Paso TX, Jan. 31, 1997.
5 Ibid.
16 Includes automobiles, trucks, buses, and bodies and
cha551s of the foregoing.
7 Max Pemberton and David Puckering, Ward’s World
Auto Atlas and Directory - 1996 (Ward’s Communications,
l996§, p. 11.
181bid, p. 13.
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vehicles from the United States. The U.S. Big
Three—General Motors, Ford, and Chrysler—have
major manufacturing facilities in Argentina, Australia,
Austria, Belgium, Brazil, Canada, Germany, Mexico,
Spain, and the United Kingdom, and also maintain
smaller operations throughout the Asian region.

Recently, the U.S. industry has been developing its
export capability, due in large part to U.S. exports from
Japanese-affiliated manufacturers. During 1992-95,
total U.S. exports of motor vehicles rose by 24 percent
to $21.9 billion. U.S. exports of passenger cars from
Japanese-affiliated plants grew by 164 percent during
1992-95, to 174,000 units.!°® Motor vehicle exports
from the United States are principally passenger
vehicles. U.S. exports of commercial vehicles (trucks
and buses) have not been significant except to Canada
primarily because of extensive tariff and nontariff
barriers in foreign markets.

Total U.S. imports of motor vehicles rose by 40
percent during 1992-95, to $84.4 billion (table 3-3).
However, production-sharing imports decreased by 32
percent to $18.7 billion (figure 3-4), which was
primarily attributable to decreased motor vehicle
production-sharing imports from Japan, down 70
percent during the period. Nevertheless,
production-sharing imports accounted for 22 percent of
total motor vehicle imports in 1995, and U.S.-origin
components accounted for a $2.0 billion (11 percent)
share of the motor vehicles imported from production-
sharing operations.20 Imports under HTS provision
9802.00.80 are principally made up of passenger cars,
while duty-free content under HTS provision
9802.00.80 is highest for both light trucks and
passenger cars.

19 Japan Automobile Manufacturers Association, Inc.,
The Japanese Automobile Industry: On the Move Toward
Globalization, Apr. 1996, p. 8.

20 Motor vehicles accounted for 12 percent of total
U.S. imports in 1995, 31 percent of imports under the
production-sharing provisions of HTS heading 9802, and 9
percent of the U.S. components incorporated in imports
under HTS 9802.

Table 3-3

U.S. imports of all vehicles imported from Mexico
have consistently had the highest amount of U.S.
content under HTS provision 9802.00.80. In 1995, the
U.S. content of motor vehicle imports from Mexico
under HTS provision 9802.00.80 totaled $1.7 billion,
accounting for 82 percent of the total U.S. content of
motor vehicle imports under the provision (figure 3-5
and table 3-4 ). Mexico is not a major motor vehicle
producer, ranking 14th in the world in terms of motor
vehicle production in 1995.2! Much of Mexico’s
motor vehicle output is produced by subsidiaries of
U.S. firms and exported to the United States. The
Mexican operations of the U.S. Big Three shifted a
considerable amount of their production for the local
market to export production in 1995 in response to the
December 1994 peso devaluation and weak automotive
market in Mexico; about 80 percent of the vehicles
produced by the Big Three in Mexico in 1995 were for
export, compared with 48 percent in 1994.22 The
significant and growing integration between the U.S.
and the Mexican motor vehicle industries is reflected
in the use of a substantial amount of U.S.-made parts in
Mexican operations.

Primarily because of the Mexican peso
devaluation, and, to a lesser extent, the strong U.S.
market, total imports of motor vehicles from Mexico
increased by 124 percent during 1992-95, with the
largest increase, 44 percent, occurring between 1994
and 1995. Motor vehicle production-sharing imports
from Mexico under HTS 9802 peaked at $4.6 billion in
1994, as did U.S. content at $1.8 billion before
declining in 1995. Conversely, motor vehicle imports
from Mexico entering the United States free of duty
under NAFTA tariff provisions increased by 60 percent
during 1994-95, from $4.7 billion to $7.5 billion.

21 pemberton and Puckering, p. 13.

22 Ferris, Deebe, “Mexico Beckons: NAFTA,
Recession Give Foreign Suppliers the Edge,” Ward’s Auto
World, July 1996, p. 69.

Motor vehicles: U.S. imports for consumption, total, under the production-sharing provisions of HTS

9802, U.S. content, and percentage shares, 1992-95

u.S.
HTS 9802 content

U.S. content share of share of

Total U.S. HTS 9802 under total total under
Year imports imports HTS 9802 imports HTS 9802

== Million dollars Percent
60,376 27,565 2,190 46 8
68,607 25,337 2,331 37 9
79,240 23,095 2,234 29 10
84,384 18,659 2,046 22 1

Source: Compiled from official statistics of the U.S. Department of Commerce.
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Figure 3-4

Automobiles, trucks, buses, and bodies and chassis: Total U.S. imports, U.S. imports under
HTS 9802, and U.S. content under HTS 9802, 1992-95
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Source: Based on official statistics of the U.S. Department of Commerce.

Motor vehicle imports from Canada have been
following the same pattern, increasing steadily during
1992-95, while HTS 9802 imports were dropping off
and NAFTA imports were rising.

NAFTA-only imports (for which U.S. content is
unable to be derived) increased by 320 percent (table
3-5). U.S.-made parts are believed to continue to
account for a significant portion of the total parts used
in the assembly of vehicles in Canada and Mexico,
even for those no longer entered under HTS 9802.

The value of U.S. content of motor vehicle imports
from Germany under HTS provision 9802.00.80
surpassed that of Japan in 1995, accounting for 6
percent of total U.S. content, and rose by 32 percent
from 1994 to $117.7 million in 1995. This rise can be
attributed to two principal factors: (1) increased U.S.
demand for German-made motor vehicles, reflected in
a 25-percent increase in total U.S. motor vehicle
imports from Germany in 1995; and (2) increased
purchases of U.S. components by German motor
vehicle manufacturers because of cost reduction
demands, recessionary conditions, high labor costs in
the German auto industry, and the relatively strong
Deutsche mark. Also, the establishment of

23 Motor vehicle production-sharing imports from
Canada had the third-highest U.S. content value in 1992
and the fourth-highest in 1995, but the U.S. content value
of these imports has dropped by 66 percent in the 4-year

riod.
Perio%s U.S. Department of State cable, “U.S. Auto Parts
Gain Substantial Market Share in Germany,” message
reference No. 004727, prepared by U.S. Consulate
Frankfurt, May 1996.

manufacturing plants in the United States by German
automakers Mercedes Benz and BMW has increased
the sourcing of U.S. parts for both their U.S. and
German operations.2 U.S. original equipment parts
makers have doubled their share of the German import
market, from 6 percent in 1994 to 12 percent in
199525 German imports of U.S. parts rose by 66
percent in 1995, two-thirds of which were original
equipment parts.2® Higher manufacturing costs have
also led many German auto parts manufacturers to
invest in overseas plants, including in the United
States.2”

The value of the U.S. content in motor vehicle
imports from Japan under HTS provision 9802.00.80
fell by 40 percent to $98 million in 1995, comributin§
to an overall decrease of 64 percent during 1992-95.2
This trend is consistent with <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>