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EXECUTIVE SUMMARY

On August 6, 1984, the United States Trade Representative, on behalf of
the President, requested the United States International Trade Commission to
institute an investigation pursuant to section 332(g) of the Tariff Act of
1930, as to the effect of origin rules on the competitive position of U.S.
imports and exports. The investigation was to examine complaints made by U.S.
industries and exporters with respect to the discriminatory effect of rules of
origin applied by the United States and its major trading partners. 1/

On September 4, 1984, the Commission instituted its investigation

(No. 332-192), a notice of which was published in the Federal Register on

September 12, 1984 (49 F.R. 35876). 2/ A public hearing was held in
Washington on January 29, 1985, at which time all interested parties were
afforded an opportunity to present information and data for consideration by
the Commission. 3/ The information in this report was obtained from
fieldwork, the Commission's files, the U.S. Customs Service, the Department of
Commerce, the Offices of the U.S. Trade Representative in Washington and |
Geneva, private individuals and organizations, and responses to Commission
questionnaires. 4/

The report is divided into several parts. The first and second parts
describe the scope and application of origin rules generally and those

currently in effect in the United States, the European Economic Community,

1/ The request from the United States Trade Representative is reproduced in
Appendix A.

2/ A copy of the Notice of Investigation is reproduced in Appendix B.

3/ Lists of witnesses who testified at the hearing and of persons who
submitted written statements appear in Appendix C.

4/ Copies of the questionnaires are reproduced in Appendix D.
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Canada, Japan, and Hong Kong. 1In order to study the trade effects of rules of
origin on U.S. imports and exports it was necessary to first"make a
compilation of the various‘national rules of origin as they currently exist.
Although compilations have previously been made, some covering the rules in
operation for a particular preferential tariff program, none were considered
to be sufficiently comprehensive for use in this study covering rules of
origin that are applicable for all purposes. Subsequent parts cover the
status of origin studies conducted by various international organizations, the
economic impact of origin rules, complaints by U.S. industry, the‘significance
of rules in the negotiation of trade agreements, and proposals for uniform
rules of origin.

Rules of origin are those laws, regulations, and administrative practices
that are applied to ascribe a country of origin to products in international
trade. Attention has recently been directed to rules of origin due to the in-
creasing number and diversity of preferential programs and to the apparent
growth of trade in goods processed in more than one country. Although a
product may be the result of processing operations carried out in several
countries, the formulation and administration of trade laws requires each
article to be deemed the product of one (and only one) country. Review of the
information gathered for this report reveals that origin rules are used for
two separate and distinct purposes: (1) as a frame of reference to ascribe
origin generally, and (2) as a means of qualification to determine the
eligibility of imported goods for particular preferential or nonpreferential

treatment. The preferential and nonpreferential schemes of each of the
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countries examined in this report attempt to maintain internal consistency
with respect to country-of-origin findings; that is, goods considered to be
the product of country A fbr nonpreference purposes will not be considered to
be a product of another country for purposes of preferential treatment.
However, because rules for preferential programs are usually more restrictive
than nonpreferential rules, not all products of country A will necessarily be
entitled to special treatment.

Because of the linkage between the two types of schemes, nonpreferential
origin rules can have a significant effect on the eligibility of goods for
preferential treatment.K\Yet, in the nonpreferential origin rules examined,
including those of the Uﬁited States, little guidance is provided with respect
to how origin is to be determined. The schemes examined all rely on the so-
called substantial transformation test which is stated in various forms and
generally applied on a case-by-case basis. For example, no current statute
prescribes the mechanics for determining the nonpreferential origin of U.S.
imports; and only recently, in the case of textiles, has the United States
issued product-specific rules‘of origin.

The substantial transformation rule tends to favor conferring origin on
the last country of manufacture. It focuses on whether the operations
performed in that country were economically significant, but it does not
require comparison of operations performed in each country of manufacture to
determine which made the major contribution. Because a high degree of
economic contribution is not necessarily required to satisfy the rule, the

rule is often not considered effective as a basis for administering
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preferential programs. For the same reason, the rule can be enployed by
importers seeking to avoid the effects of country-specific trade restrictions
such as quotas or antidumping duties. It is not unusual, therefore, to find
that rules of origin for preferential programs tend to specify additional and
stringent minimum standards of contribution so as to avoid the possibility of
trade being deflected through preference-eligible countries solely to qualify
for special treatment.

wWhile nonpreferential rulesAof origin can be characterized as uncodified,
general, and ambiguous, the additional requirements contained in rules
controlling the application of preferential prograns tend to be codified,
specific, and restrictive. As a group, preferential rules are clearly
distinguishable from nonpreferential cules. Nonetheless, there are also wide
differences among preferential rules due to the variation in local-content
requirements and the application of origin-conferring standards peculiar to

each program.

As noted in the section of this report titled Uniform Rules of origin
(pages 102-107), a number of interested persons commented favorably on the
concept of harmonizing rules of origin internationally, and some even
submitted specific draft rules for consideration. The notion of an interna-
tional rule of origin is not new, as several unsuccessful attempts to draft
such a rule demonstrate. Currently there is no well-defined universally
accepted rule of origin. The GATT creates no specific obligations as to rules
of origin and therefore permits each contracting party to apply its own system

of rules. 1In fact, the absence of an effective rule has seriously hampered
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the Commission's ability to obtain useful data with which to assess the effects
§f origin rules on the competitive position of U.S. imports and exports.

A well defined system of harmonized rules of origin would provide a much-
needed and transparent frame of reference for administering international
obligations, for identifying discriminatory practices, for affording the
international trade community with a consistent and reliable basis for
determining the legal origin of goods, and for providing a more satisfactory
foundation for the publication of trade information by country.

It is not within the scope of this study to arrive at a conclusion
regarding a substantive basis for harmonization of rules of origin. However,
it is clear‘that for an international origin system to be truly useful it
would have to be acceptgble for the purpose of governing economic programs
operating on a selective-country basis. Therefore, the determination of
origin should be founded on economically sound and technically relevant
criteria. Based on the information currently available to the Commission, it
would appear that the conceﬁt of substantial transformation alone, as it is
applied in a discretionary manner, would not serve this aim. Further study of
this question is needed in order that alternative bases for harmonization
could be considered.

During the course of this investigation a number of specific complaints
were registered regarding discriminatory effects of rules of origin applied by
the United States and its trading partners. The Commission has prepared a

compilation of 94 complaints regarding foreign origin rules. 1/ A

1/ The complaints are summarized in Appendix P and were compiled from the
following sources: U.S. Trade Representative files; Department of Commerce
files; nontariff measures data base of the Department of Commerce; written
submissions filed in connection with this investigation; and questionnaire
responses received in this investigation.




comprehensive list of complaints reported to the various U.S. Government
agencies concerned did not previously exist.

Complaints by textile:interests primarily concerned recently promulgated
customs regulations clarifying rules for determining the country of origin for
textiles. While a number of issues were raised with respect to the substance
of the rules, most complaints centered on the stricter documentation require-
ments and on the fact that the regulations were implemented~with little
advance warning.

U.S. marking rules were also the subject of complaints. These ranged from
complaints regarding the proper marking of goods of Chinese origin to
complaints that the Customs Service does not enforce the marking statute in a
sufficiently vigorous manner.

A large number of complaints concerned the European Economic Community-
European Free Trade Area (EEC-EFTA) rules of origin. The complainants
contended that the rules are unnecessarily restrictive.

Rules of origin do have an economic effec£ on trade. However, since the
effect of a rule of origin cannot be isolated fr&m all of the other factors
that contribute to business decision making, it is not possible to quantify
the impact.

Questionnaire information points to some effects origin rules can have on
United States business in terms of lost sales and costs‘of compliance.
However, industry respondents were only able to provide us with very broad

estimates concerning these factors. Several respondents did indicate that
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they have altered their sourcing patterns or moved their manufacturing
facilities because of the effects of rules of origin.

Rules of origin'ﬁave a particularly significant impact in the textiles
area because the manufacture of such products involves many production
processes, often performed in more than one country. The new textile rules
are expected to have the biggest impact on imports from Hong Kong and China.
This is due to the fact that a considerable volume of materials from other
countries is processed in Hong Kong, and China is a major supplier of

materials for such processing in Hong Kong.







INTRODUCTION

Rules of Origin

For purposes of this investigation, rules of origin are those laws,
regulations, and administrative practices that are applied to ascribe a
country of origin to products in international trade. Origin rules include
those appiicable for purposes of statistical reporting, application of
most-favored-nation (MFN) treatment, and various preferential tariff programs.

Over the years, there has been an apparent increase in the trade of
products that were either produced from components that originated in more
than one coﬁntry or assembled in countries that did not produce their
constituent parts. Interestingly, although duty rates and other trade
barriers have been decreasing around the world, rules of origin have, in many
instances, been applied more restrictively. This is due largely to the
increased number of preferential tariff programs, which afford differing rates
of duty to a product depending upon its country of origin. To the extent that
countries depart from the application of MFN treatment, the problems associated
with determining the origin of goods will probably become more numerous.

Table 1 provides some indication of the importance of preferential and

special tariff programs in relation to overall U.S. import trade.




Table 1. Total U.S. imports and imports
under selected programs, 1983

(In millions of dollars)

Source or program Value
All imports from all countries 1/ 254,043
Imports from MFN countries 1/ 253,352
Imports under GSP program 10,747
Imports under APTA program 16,563
Imports of certified hand-loomed/folklore products 11
Imports under Civil Aircraft Agreement program 2,890
Imports under TSUS 806.30 (gross value) 471
Imports under TSUS 807.00 (gross value) 21,374
Imports from U.S. possessions 2/ 3,470

1/ Does not include imports from U.S. posessions.
2/ Covers shipments from Virgin Islands, Guam, and American Samoa.

Source: Derived from official statistics of the U.S. Departﬁent of

Commerce.

In addition to their use in determining origin for application of
country-based special prograﬁs, rules of origin are also necessary for the
collection of accurate statistical data on a country basis, which are needed
for the study of trade flows and economic trends and for use in trade negotia-
tions. Another need for origin rules is in the administration of quantitative
restrictions (quotas).

When a product is wholly produced or wholly obtained in a single country,
there is no question as to its country of origin. However, when materials
from more than one country go into the manufacture of a product, or when
materials from one or morekcountries are sent to one or more other countries
for manufacturing, processing, assembly, packaging, or other operations before
importation into the country that is the final destination of the product, it

may be very difficult to determine which country should be considered the




country of origin. 1In such situations, it is necessary to apply a rule of
origin.

In most countries, there are two categories of origin rules. One
category is composed of the rules applicable to country of origin
determinations for nonpreferential purposes, such as statistical record-
keeping or marking. These rules are generally based on ascertaining the
country where the components underwent the last substantial transformation
prior to importation. The oiher category of rules is composed of those
applicable to determinations of eligibility for preferential tariff treatment,
normally granted on a "country" basis: i.e., a particular definition of !
country ‘'of origin is used to limit the application of the preference. Only
those products that, under the requirements of the particular tuie in effect,
are considered products of a country entitled to the preference will receive
the benefit. Thus, if the rule of origin applicable to a preference program
is more stringent than tﬁe nonpreferential rule, a product could be deemed to |
originate in a particular country for nonpreferential purposes, but still not
qualify as the product of that country for purposes of the preference.

As each country and each preference program have distinct policy
objectives, the criteria used to determine country of origin vary from program
to program and from country to country. For example, MFN treatment constitutes
the cornerstone of treatment expected to be graﬁted and received by all
contracting parties to the General Agreement on Tariffs and Trade (GATT).
Mowever, since no specific rule of origin is mandated in the GATT, the
eontracting parties have developed their own distinct rules for purposes of

their GATT obligations.
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Rules of origin are of several types, including, among others, the
following: rules requiring a substantial transformation or sufficient work or
processing; rules including a value-added criterion; and rules requiring a

change in tariff heading. Rules in the first category require that there must

be work or processing sufficient to substantially transform the article or
components into a new article of commerce in the country of origin. Rules in
the second category require a substantial transformation of the goods,
together with a specified amount of value added in the country of origin: that
is, such rules require that a certain percentage of the value of the final
product be added in, or attributed to, the country that is considered the
country of origin. The change-in-tariff-heading rule requires that, to confer
origin in a particular country, the goods must have undergone sufficient
processing in that country to change the tariff heading of the goods from the
heading applicable fo the product or materials that entered that country. 1In
addition to these rules, there are other rules of origin that combine elements
of more than one of these rules.

In the United States, the country of origin of a product is generally the
last country in which the goods underwent a substantial transformation.
Substantial transformation is defined in U.S. Customs Service Regulations for
some purposes, such as marking, application of the Generalized System of
Preferences, the Caribbean Basin initiative, and the preference for products
of insular possessions. Many of these preference programs combine a value-

added requirement with the substantial transformation requirement. Substantial




.ransformation has also been defined in cases brought before the Court of
International Trade (formerly the Customé Court) and the Court of Appeals for
he Federal Circuit (formerly the Court of Customs and Patent Appeals). A
‘ecent development is the publication of proposed regulations clarifying the
sules for determining the country of origin of textile products subject to
restraint agreements.

In the European Economic Community (EEC), origin is defined in EEC
tegulation 802/68 for purposes of the application of MFN duty rates,
luantitative restrictions on goods, and other nonpreferential purposes. This
regulation provides that a product will be ''regarded as originating in the
tountry in which the last substantial process or operation that is
iconomically justified was performed, having been carried out in an
indertaking equipped for the purpose, and resulting in the manufacture of a
\ew product or représenting an important stage of manufacture." Regulation
102/68 also provides for the promulgation of "secondary" regulations providing
wre detailed origin criteria for certain products. Each of the various
referential tariff programs to which the EEC is a party has its own rules of
wigin. Generally, these rules define country of origin as the country in
Mich a new product was formed that is classifiable under a different
‘0§L~digit Common Customs Tariff heading from the headings applicable to its
jomponent parts. The change-in-tariff-heading rule has a list of exceptions

pplicable to certain products.




Canada requires that a manufactured article must have been substantially
transformed to its condition as exported to Canada in the country of origin.
Preferential origin determinations are made on the basis of the satisfaction
of certain minimum percentage content requirements. Generally, not less than
50 percent of the cost of production of the goods must be attributable to the
industry of a country entitled to the preference.

Japan applies a rule of origin which requires a substantial transforma-
tion, generally evidenced by a change in tariff heading. There are some
exceptions to this requirement.

In order to be considered a product of Hong Kong (for purposes of the
issuance of a Certificate of Hong Kong Origin) an article must have undergone
a manufacturing process in Hong Kong that has changed permanently and substan-
tially the shape, nature, form, or utility of the basic materials used in the
manufacture. The specific processing operations that qualify are set out on a

product-by-product basis.

Format of the Report

This report is divided into seven parts. This introduction is followed by
a second part which explains the operation of rules of origin applied by the
United States, the European Economic Community, Canada, Japan, and Hong Kong.

The third part of the“report discusses previous studies concerning rules
of origin conducted by various international organizations. Studies conducted

by the United Nations Conference on Trade and Development, the Organization



for Economic Cooperation and Development, the Customs Cooperation Council, and
the General Agreement‘on Tariffs and Trade are covered.

The fourth part‘of th; report discusses the economic impact of rules of
Qrigin. Although there is general agreement that rules of origin do have an
economic impact, the effect of a rule of origin cannot be isolated from all of
the other factors that contribute to business decision making. Therefore, it
is not possible to quantify the economic impact of a rule of origin. Although
we requested U.S. importers #nd exporters to provide us with data concerning
the impact of rules of origin, they were unable to provide us with any that
were useful. The fourth part also contains a discussion of the economic
impact of the recent U.S. Customs Service Regulations clarifying the rules for
determining the origin of textiles and textile products.

The fifth part covers complaints filed by U.S. industry concerning
problems experienced as a result of the application of rules of origin.

The sixth part discusses the significancelof rules of origin in the
negotiation and application of trade agreements. Since the General Agreement
on Tariffs and Trade contains no common rule of origin to be used in
determining the country of origin of products for purposes of implementation
of the various articles of the agreement, each contracting party applies its
own rules.

The last paft discusses the prospects for a uniform international system
of ruleg of origin. There seems to be general agreement that a harmonization
of international rules is desirable. Specific suggestions regarding what the

rules should be are discussed.




RULES OF ORIGIN AND THEIR OPERATION

Rules of Origin of the United States

An identification of the country of origin of goods is required for all
commercial shipments into the United States. The appropriate customs form
must be used, containing the importer's declaration as to the origin of the
goods, and, where required, a certificate of origin.

Products wholly obtained in one country have that country as their
otigin. The term "wholly obtained" is not, however, defined in United States
statutes. When more than one country is involved in the manufacture of a
product, the country of origin of the goods is generally the last country in
which the goods underwent a substantial transformation. "Substantial trans—
formation" is defined in U.S. Customs Service Regulations for purposes of some

origin determinations, but not for all. 1/

Nonpreferential Origin Determinations

The need to determine the nonpreferential origin of imported goods arises
primarily because of the U.S. marking statute (19 U.S.C. 1304(a)). This law
provides that every article of foreign origin imported into the United States
must be "marked in a conspicuous place as legibly, indelibly, and permanently
as the nature of the article (or container) will permit in such manner as to
indicate to an ultimate purchaser in the United States the English name of the
country of origin of the article." U.S. Customs Service Regulations define

"country of origin" to mean "the country of manufacture, production, or growth

1/ Country of origin is defined in one U.S. statute, 19 U.S.C. 2518, for
purposes of the Agreement on Government Procurement. See pages 35-36 of this
report.



of any article of foreign origin entering the United States. Further work or
material added to an article in another country must effect a substantial
transformation in order to render such other country the 'country of origin'
within the meaning of this part" (19 CFR 134.1(Db)).

A number of judicial opinions have interpreted "substantial transforma-

tion" for purposes of the marking statute. In Uniroyal, Inc. v. United States

(542 F. Supp. (1982), aff'd., 702 F. 2d 1022 (1983)), the Court of Appeals for
the Federal Circuit affirmed the finding of the Court of International Trade
that a manufacturing process in which outsoles were attached to imported
footwear uppers did not effect a "substantial transformation" of the
merchandise. The cartons in which the uppers were packed, but not the uppers
themselves, had been marked "made in Indonesia". However, the footwear uppers
had to be excluded from entry since they carried no indication of the country
of origin to the ultimate purchaser of the merchandise in the United States.
The court looked to the following customs regulation for a definition of
"ultimate purchaser":

The "ultimate purchaser" is generally the last person in

the United States who will receive the article in the form

in which it was imported . . . . (1) If an imported article

will be used in manufacture, the manufacturer may be the

*ultimate purchaser" if he subjects the imported article to

a process which results in a substantial transformation of

the article, even though the process may not result in a

new or different article. (19 CFR 134.1(4))
In effect, this regulation defines what is necessary to change the country of

origin of an article from foreign to United States origin, thereby eliminating

any further need for marking in accordance with 19 U.S.C. 1304.
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The court also made reference to 19 CFR 134.35, which provides as follows:
Articles substantially chan ed by manufacture.

An article used in the United States in manufacture which

results in an article having a name, character, or use

differing from that of the imported article, will be within

the principle of the decision in the case of United States v.

Gibson-Thomsen Co., Inc., 27 C.C.P.A. 267 (C.A.D. 98). Under

this principle, the manufacturer or processor in the United

States who converts or combines the imported article into the

different article will be considered the "ultimate purchaser"

of the imported article within the contemplation of section

304(a), Tariff Act of 1930, as amended (19 U.S.C. 1304(a)),

and the article shall be excepted from marking. The outer-

most containers of the imported articles shall be marked

in accord with this part.
In reaching its conclusion that a substantial transfdrmation of the uppers did
not occur during the manufacturing process, the court pointed out that the
pProcess of attaching the uppers to the outsoles was significantly less time
consuming and less costly than the procesé of manufacturing the upper, and
that the manufacture of the upper required a great deal more in the way of
technical skill. Since the attachment of the outsoles was a minor manufac-—
turing process leaving the identity of the upper intact, the process did not
result in an article having a name, character, or use differing from that of
the imported article. Therefore, since the manufacturer was not the ultimate
purchaser, the fact that the country of origin was indicated to him was not
sufficient.

Section 1304 was amended by the Trade and Tariff Act of 1984 to add new

subsections governing the marking of certain imported pipes, pipe fittings,

compressed gas cylinders, and manhole rings or frames, covers, and assemblies.

The new subsections require that pipes and pipe fittings and manhole rings or
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frames, covers, and assemblies be marked with the English name of the country
of origin by means of die.stamping, cast-in-mold lettering, etching, or engrav-
ing. Compressed gas cylinders are to be marked by means of die stamping,
molding, etching, raised Iettering, or an equally permanent method of marking.
No U.S. statute or regulation defines country of origin for statistical
purposes. Therefore, the marking statute's definition of substantial transfor-
mation is applied. The country of origin of a product imported into the
United States is the last country in which a substantial transformation of any
materials or components imported into that country occurred. Of course, if no
imported materials were used in the manufacture of the product in the country
from which the goods were exported to the United States, the merchandise is
considered "wholly obtained" in that country and clearly has that country as

its country of origin.

Preferential Rules of Oorigin

Most-favored-nation (MFN) treatment

The United States, consistent with its GATT'obligations, sets MFN duty
rates that apply to importations from most countries. These rates appear in
column 1 of the Tariff Schedules of the United States (TSUS) in accordance
with general headnote 3(h), and are applicable to products of all countries
not given special treatmeﬁt in accordance with some other preferential program
set out in general headnote 3. In the absence of a special preference, these
MFN rates apply to all products except those imported directly or indirectly
from one of the Communist countries listed in general headnote 3(f). Products

from Communist countries receive the column 2 duty rate.
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Thus, the country of origin of any imported product must be determined in
order to ascertain whether the column 1 or colunn 2 rate of duty will apply.
This determination is made by applying principles obtained by judicial
precedent.

Several court cases have challenged the U.S. Customs Service's application

of column 2 duty rates. In Greenhalgh Mills Corp. v. United States (576 F.

Supp. 646 (1983)), the Court of International Trade held that certain looms
and accessories manufactured in Czechoslovakia had become a bona fide part of
English commerce and were thus entitled to assessment of the column 1 duty
rate when imported into the United States. The Court focused on the fact that
the looms had been in operation in England for a period of twelve years and
had been purchased in England with no intention of eventually reselling them
in the United States. The Court concluded that the merchandise had divested
itself of its status of being from a communist country. The case was affirmed
on appeal to the Court of Appeals for the Federal Circuit. 1/ The lower court

referred to the language in United States v. Hercules Antiques, The Danwill

Company (44 CCPA 209, C.A.D. 662 (1957)) for the principle that the language
“imported indirectly"” is intended to include merchandise that had been
separated from the country in which it originated by something more than mere
passage through, or transshipment in, an intermediate country. However,

Hercules Antiques indicated that merchandise can be divested of its status as

an import, direct or indirect, from a commmunist country if it actually

becomes a bona fide part of the commerce of the intermediate country.

1/ The Court of Appeals decision, Appeal No. 84-807 (September 26, 1984), is
an unpublished decision which the Court said is to be limited to the unusual
facts of the case.
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In Belcrest Linens v. United States (573 F. Supp. 1149 (1983); aff'd 741

F. 2d 1368 (1984)), embroidered cotton pillowcases were held to be a product
of Hong Kong, rather than of China, and thus were subject to the lower column
1 duty rate. Bolts of embroidered cotton percale fabric originating in the
People's Republic of China were shipped to Hong Kong where the fabric was cut
at predetermined markings, scalloped, sewn, and hemmed. The Court held that
the merchandise was a product of Hong Kong because it underwent processes
there which created a new article of commerce with a new name, use, and
identity.

Generalized System of Preferences

The U.S. Generalized System of Preferences (GSP) was established by the
Trade Act of 1974 and gives the President the authority to grant duty-free
treatment to eligible products of designated beneficiary countries. General
hoadnote 3(c)(i) of the TSUS lists the countries that are designated benefi-
clary developing countries, and the designations "A" or "A*" in the TSUS
vrolumn entitled "GSP" indicate the articles (by tariff item) that are eligible
forr GSP treatment. The designation "A" indicates that products of all
teneficiary developing countries are eligible for such benefits; and the
dounipnation "AX" indicates that those of certain beneficiary developing
~ountries, enumerated in general headnote 3(c)(iii), are excluded from
«llyibility due to so-called "competitive need" limitations. 1/ Where neither

denlpgnation appears, no article covered by the tariff item is GSP-eligible.

1/ "Competitive need" limitations refer to limits imposed when in the
vrevious year U.S. imports of a given article from a particular beneficiary
" umtry exceeded limits set by the Executive Branch.
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General headnote 3(c)(ii), which incorporates 19 U.S.C. 2463(b), provides as

follows:

Whenever an eligible article is imported into the customs
territory of the United States directly from a country or terri-
tory listed in subdivision (c)(i) of this headnote, it shall
receive duty-free treatment, unless excluded from such treatment
by subdivision (c)(iii) of this headnote, provided that, in ac-
cordance with regulations promulgated by the Secretary of the
Treasury the sum of (A) the cost or value of the materials pro-
duced in the beneficiary developing country or any 2 or more
countries which are members of the same association of countries
which is treated as one country under section 502(a)(3) of the
Trade Act of 1974, plus (B) the direct costs of processing oper-
ations performed in such beneficiary developing country or such
member countries is not less than 35 percent of the appraised
value of such article at the time of its entry into the customs
territory of the United States.

The GSP program allows for a form of cumulation in that it treats an
association of countries that is either a free-trade area or a customs union
as one country for purposes of satisfying the 35 percent value-added
criterion. The pertinent U.S. Customs Service Regulations with respect to the
determination of the couﬁtry of origin are contained in 19 CFR and are as

follows:
Sec. 10.176 Country of origin criteria.

(a) Merchandise produced in a beneficiary developing coun-
try or any two or more countries which are members of the same
association of countries. Merchandise which is (1) the growth,
product, manufacture, or assembly of (i) a beneficiary developing
country or (ii) any two or more countries which are members of
the same association of countries and (2) imported directly from
such beneficiary developing country or member countries, may
qualify for duty-free entry under the Generalized System of
Preferences ("GSP"). However, duty free entry under GSP may be
accorded only if: (i) The sum of the cost or value of the ma-
terials produced in the beneficiary developing country or any
two or more countries which are members of the same association
of countries which is treated as one country under section
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502(a)(3), Trade Act of 1974, as amended (19 U.S.C. 2462(a)(3)),

pPlus (ii) the direct costs of processing operations performed
in such beneficiary developing country or member countries,
is not less than 35 percent of the appraised value of the
article at the time of its entry into the customs territory
of the United States.

(b) [Reserved]

(c) Merchandise grown, produced, or manufactured in a
beneficiary developing country. Merchandise which is wholly
the growth, product, or manufacture of a beneficiary develop-
ing country, or an association of countries treated as one
country under section 502(a)(3) of the Trade Act of 1974 as
amended (19 U.S.C. 2462(a)(3)) and sec. 10.171(b), and manu-
factured products consisting of materials produced only in
such country or countries, shall normally be presumed to meet
the requirements set forth in this section.

Sec. 10.177 Cost or value of materials produced in the bene-
ficiary developing country.

(a) “Produced in the beneficiary developing country"
defined. For purposes of secs. 10.171 through 10.178, the
words produced in the beneficiary developing "country" refer
to the constituent materials of which the eligible article
is composed which are either:

(1) Wholly the growth, product, or manufacture of the
beneficiary developing country; or

(2) substantially transformed in the beneficiary de-
veloping country into a new and different article of
commerce. ‘

(b) Questionable origin. When the origin of an article
either is not ascertainable or not satisfactorily demon-
strated to the appropriate district director, the article
shall not be considered to have been produced in the bene-
ficiary developing country.

(c) Determination of cost or value of materlals pro-—
duced in the beneficiary developing country. (1) The cost
or value of materials produced in the beneficiary develop-
ing country includes:

(i) The manufacturer's actual cost for the materials;
(ii) When not included in the manufacturer's actual cost
for the materials, the freight, insurance, packing, and all
other costs incurred in transporting the materials to the
manufacturer's plant;
(iii) The actual cost of waste or spoilage (material
list), less the value of recoverable scrap; and
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(iv) Taxes and/or duties imposed on the materials by
the beneficiary developing country, or an association of
countries treated as one country, provided they are not
remitted upon exportation.
(2) Where the material is provided to the manufacturer
without charge, or at less than fair market value, its
cost or value shall be determined by computing the sum of:
(i) All expenses incurred in the growth, production,
manufacture or assembly of the material, including general
expenses;
(ii) An amount for profit; and
(iii) Freight, insurance, packing, and all other costs in-
curred in transporting the materials to the manufacturer's
plant. )

If the pertinent information needed to compute the cost or
value of the materials is not available, the appraising of-
ficer may ascertain or estimate the value thereof using all
reasonable ways and means at his disposal.

Sec. 10.178 Direct costs of processing operations performed
in the beneficiary developing country.

(a) Items included in the direct costs of processing oper-—
ations. As used in sec. 10.176, the words "direct costs of
pProcessing operations" means those costs either directly incurred
in, or which can be reasonably allocated to, the growth, produc-
tion, manufacture, or assembly of the specific merchandise under
consideration. Such costs include, but are not limited to:

(1) All actual labor costs involved in the growth, produc-
tion, manufacture, or assembly of the specific merchandise, in-
cluding fringe benefits, on-the-job training, and the cost of
engineering, supervisory, quality control, and similar pPersonnel;

(2) Dies, molds, tooling, and depreciation on machinery and
equipment which are allocable to the specific merchandise;

(3) Research, development |, design, engineering, and blue-
print costs insofar as they are allocable to the specific mer-
chandise; and

(4) Costs of inspecting and testing the specific merchan-
dise.

(b) Items not included in the direct costs of processing
operations. Those items which are not included within the
meaning of the words "direct costs of processing operations"
are those which are not directly attributable to the merchan-
dise under consideration or are not "costs" of manufacturing
the product. These include, but are not limited to:

(1) Profit; and
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(2) General expenses of doing business which are either

not allocable to the specific merchandise or are not related

to the growth, production, manufacture, or assembly of the

merchandise, such as administrative salaries, casualty and

liability insurance, advertising, and salesmen's salaries,

commissions, or expenses.

Thus, if an article is not wholly the growth or product of a beneficiary
country, the cost or value of the materials produced in the beneficiary
country plus the direct cost of processing operations performed in that
country must not be less than 35 percent of the appraised value of the article.

"Materials produced in the beneficiary developing country" refers to
those materials that are either wholly the growth, product, or manufacture of
the beneficiary developing country or substantially transformed in the
beneficiary developing country into a new and different article of commerce.
This substantial transformation is required of all non-originating materials
before they can be counted towards meeting the 35 percent value-added
criterion. These transformed materials are then used in the production of the
eligible article, which must itself undergo a second substantial transformation

ot the already transformed constituent materials into a new and different

article of commerce. The Court of International Trade, in The Torrington

(umpany v. United States (Slip. Op. 84-101 (August 24, 1984)), upheld this

“dual substantial transformation requirement” and interpreted the language of
19 CFR 10.176(a) to require it. Furthermore, the Court noted that, without
such a requirement, the goal of the GSP program could be frustrated by
sllowing beneficiary developing countries to be mere conduits for the

merchandise (especially parts and components) of developed countries.
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The term "substantial transformation'" is defined in Texas Instruments,

Inc. v. United States (69 CCPA 152, 156, 681 F.2d 778, 782 (1982)), as the
emergence of a new and different article, having a distinctive name, character
or use that is different from that originally possessed by the article or
material before being subjected to the manufacturing process. The Court held
that the assembly of encapsulated integrated circuits in Taiwan from materials
imported from the United States constituted a substantial transformation of
the items into new and diffefent articles of commerce, that could then be
considered materials produced in Taiwan for purposes of satisfying the 35
percent value-added requirement under the GSP.

Once it is found that both substantial transformations have occurred, it
can be determined whether the sum of the cost or value of the materials
produced in the beneficiary developing country, calculated in accordance with
19 CFR 10.177(c¢), plus the direct costs of processing, defined in 19 CFR
10.178, is not less than 35 percent of the appraised value of the article at
the time of its entry into the United States.

The GSP program also generally requires a certificate of origin (app. E)
(19 CFR 10.173). Also, the merchandise must be imported directly from the
beneficiary developing country into the United States (19 CFR 10.175). The
documents required as evidence of direct shipment are described in 19 CFR
10.174.

The Caribbean Basin Initiative (CBI)

The Caribbean Basin Initiative (CBI) is a program of nonreciprocal tariff

preferences granted by the United States to developing countries in the
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Caribbean Basin area. The eligible countries are listed in TSUS general
headnote 3(g)(i). General headnote 3(g)(ii) provides that duty—f;ee entry
under the CBI program appiies to any article, except those listed in general
headnote 3(g)(iii), 1/ that is the growth, product, or manufacture of a
beneficiary country if:

(1) that article is imported directly from a beneficiary
country into the customs territory of the United States; and

(2) the sum of (i) the cost or value of the materials
produced in a beneficiary country or two or more beneficiary
countries, plus (ii) the direct costs of processing oper-
ations performed in a beneficiary country or countries is
not less than 35 per centum of the appraised value of such
article at the time it is entered. For purposes of deter-
mining the percentage referred to in subparagraph (2) above,
the term "beneficiary country" includes the Commonwealth of
Puerto Rico and the United States Virgin Islands. If the
cost or value of materials produced in the customs territory
of the United States (other than the Commonwealth of Puerto
Rico) is included with respect to an article to which this
paragraph applies, an amount not to exceed 15 per centum of
the appraised value of the article at the time it is entered
that is attributed to such United States cost or value may
be applied toward determining the percentage referred to in
subparagraph (2).

X % X % %X % %

(C) As used in subdivision (g)(ii) of this headnote,
the phrase "direct costs of processing operations" includes,
but is not limited to--

(1) all actual labor costs involved in the growth,
production, manufacture, or assembly of the specific
merchandise, including fringe benefits, on-the-job
training and the cost of engineering, supervisory,
quality control, and similar personnel; and

(2) dies, molds, tooling, and depreciation on ma-
chinery and equipment which are allocable to the
specific merchandise.

Such phrase does not include costs which are not directly
attributable to the merchandise concerned or are not costs
of manufacturing the product, such as (i) profit, and (ii)

1/ The excluded articles include tuna, sugars, sirups, and molasses, most
textile and apparel articles, petroleum products, certain footwear, work

gloves, luggage, handbags, flat goods, and leather wearing apparel, watches,
and certain products subject to trade-agreements legislation.
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general expenses of doing business which are either not
allocable to the specific merchandise or are not related to
the growth, production, manufacture, or assembly of the
merchandise, such as administrative salaries, casualty and
liability insurance, advertising, and salesmen's salaries,
commissions or expenses.
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