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PREFACE

On December 16, 1986, the U.S. International Trade Commission instituted
investigation No. 332-242, Preshipment Inspection Programs and Their Effects
on U.S. Commerce. The investigation was instituted at the request of the
United States Trade Representative under section 332(g) of the Tariff Act of
1930 (19 U.S.C. 1332(g)). The Commission received the request on October 24,
1986. Public notice of the investigation was given by posting a copy of the
mnotice in the Office of the Secretary, U.S. International Trade Commission.
Washington, DC, and by publishing the notice in the Federal Register of
December 31, 1986 (vol. 51, No. 250, p. 47315).

. The information contained in this report is taken from three primary
sources: (1) questionnaire responses from a sample of U.S. exporters and
producers, (2) questionnaire responses from the three inspection companies
conducting preshipment inspection programs in the United States, and (3)
information supplied by U.S. Embassies in countries using preshipment
inspection programs. In addition, information was obtained from briefs filed
by interested parties, the U.S. Census export data base, other Government

- agencies, and other sources.
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SUMMARY
Chapter 1. Preshipment Inspection Programs
o In 1986, 25 developing countries in Africa, Asia, Latin America, and

Central America required preshipment inspection (PSI) of their imports
from a number of countries, including the United States.

Generally, the African PSI programs are the oldest, the Indonesian

program is the largest, and the Latin American and Central American programs
are the most recently implemented.

o These inspections were conducted pursuant to government decrees and/or
contracts negotiated between the developing country governments and
3 private inspection companies.

In most instances, the country's Central Bank is the contracting
principal. The 3 private inspection companies conducting PSI of U.S. exports
are foreign-owned: SGS Control Services, Inc., an affiliate of a Swiss
company; Intertek Services International, Ltd., owned by a United
Kingdom-based corporation; and Bureau Veritas, a French company.

o The PSI programs most frequently encountered by U.S. exporters are
performed by SGS Control Services, Inc. under its Comprehensive Import
Supervision Service (CISS) programs. However, the procedures are
generally the same for the other inspection companies as well.

SGS has contracts with, or is licensed by 23 of the 25 countries
requiring PSI of U.S. exports. The inspection process provided for under the
CISS program consists of four steps: physical inspection of quality and
quantity of the proposed shipment; a price comparison to determine if the
transaction value corresponds "within reasonable limits to the export market
price generally prevailing in the country of origin/supply"; a review of
documents; and issuance of a Report of Findings. By means of published
regulations, the importing nation generally makes the Report of Findings
issued by the inspection company a compulsory document for supporting payment
for imports and, in some cases, clearance through customs.

o The 11 contracts reviewed by the Commission were similar in scope and
largely similar in format.

* * * * x
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o Generally, the preshipment inspection services contract covers 14 basic
topics.

The 14 topics are: (1) the purpose of the contract; (2) the nature and
scope of the inspection services to be rendered; (3) obligations regarding
comparison of prices; (4) obligations of the contracting government;

(5) identification of the goods subject to inspection and the goods to be
exempt; (6) special procedures regarding inspections of goods from certain
countries; (7) exempt transactions; (8) reporting requirements; (9)
obligations of the inspection company and vendors; (10) fees and other
charges; (11) method of payment; (12) liability; (13) resolution of disputes
between the contractor and government; and (14) term of the contract.

o The major problems and complaints associated with PSI reported by U.S.
exporters are: (1) the nontransparent nature of the price verification
procedure; (2) the potential adverse effects of PSI price determinations;
(3) the substantial delay caused to shipments; (4) increased
administrative costs; and (5) the potential for compromised confidential
business information.

Many exporters submitting comments to the Commission on PSI expressed an
appreciation for the need of developing countries to manage their
foreign-exchange outflow and institute checks to eliminate fraud. However,
exporters generally objected to the tremendous control inspection companies
can exert over their international transactions. Although the inspection
companies contend they do not have the power to prevent a shipment, they can
" withhold issuance of a Clean Report of Findings. This is a powerful tool
since such a report is required for payment, and in some cases, clearance
through customs.

o The price comparison procedure is the most contentious aspect of the
inspection process. Under the criteria used by inspection companies to
determine an acceptable price, it is possible that proposed export prices
could be rejected by the inspection company even when there is no
evidence of deliberate overinvoicing or underinvoicing, hidden fees, or
other illegitimate activity.

The inspection company identifies the range of prices that constitute the
prevailing export market price on the reference date and compares the base
export price of the proposed shipment with that range. If the price is higher
than the range, the seller is "invited" by the inspection company to submit
further information justifying the price. However, in the context of customs
valuation (involving exports to Indonesia), when invoice value is determined
by the inspection company to be below prevailing export market price, the
seller is not contacted to revise prices. Instead, the importer is
responsible for paying the increased duty.

o The inspection companies reported that of the $2.9 billion in U.S.
exports that were inspected in 1986, less than 1 percent failed to
receive a Clean Report of Findings. This is consistent with information
supplied by exporters responding to the Commission questionnaire.
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Over one-third of the value of exports inspected consisted of machinery
and transport equipment, and over one-fifth consisted of chemical and related
products. While the inspection companies reported less than $3 billion in
U.S. exports were inspected in 1986, U.S. Department of Commerce data show

that total U.S. exports in 1986 to countries requiring PSI totalled over
$19 billion.

o All three inspection companies questioned invoice price more often than
product quality. Rarely did an exporter cancel an order or receive a
Non-negotiable Report of Findings following a disputed shipment;
transactions almost invariably proceeded, although often at a reduced
price.

Generally, the percentage of shipments where prices were questioned was
greater than that in which product quality was questioned.

Chapter 2. U.S. Experiences Under PSI Programs

o The Commission had an 80 percent response rate to its questionnaire for
U.S. exporters and producers. Total exports from sampled respondents to
the PSI countries in 1986 were valued at $1.6 billion, or 8.2 percent of
total U.S. exports to these countries. About 50.2 percent of the value
of these shipments were inspected.

Thirty-three percent of the sampled respondents’ shipments to PSI
countries were animal and vegetable products; 24 percent were chemicals and
related products; 23 percent were metals, metal products, machinery and
transportation equipment; 6 percent miscellaneous and nonenumerated products;
5 percent were wood, paper, and printed products; and 5 percent were textile
fibers and textile products. Nonmetallic minerals and products and special
classifications items each accounted for less than 2 percent of the total
shipments.

o The majority of comments received from the respondents regarding PSI were
negative.

About 70 percent of respondents had strong objections to PSI, based
either on principles (e.g., hindrance to free trade, compromise of
confidential business information) or bad experiences (e.g., increased costs,
lost paperwork, delays, etc.). About two-thirds of the respondents objecting
to PSI had specific complaints regarding the qualifications of the PSI company
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employees conducting the inspections, delays in shipments, additional costs,
and delays in payments resulting from PSI. About 19 percent of the
respondents commented favorably on the inspection process, most of them
indicating support for the programs or acceptance of the need to cooperate
with the inspection companies. The rest of the respondents reported
insufficient experience with PSI to comment.

o Whether or not inspected, respondents reported that shipments to
countries requiring PSI took 3 times as long as shipments to countries
that do not require PSI.

The respondents reported that the average number of calendar days
required to complete a shipment, whether or not inspected, to countries
requiring PSI was 21 calendar days. An average of 7 days was required to
complete a shipment to a country that does not require PSI. Comparing these
two figures provides a good indication of the additional length of time
required overall for shipping to countries requiring PSI, but does not
represent the additional length of time required for PSI alone. Other factors

may also affect the process of exporting to developing countries requiring
PSI’s.

o Respondents reported that 8.5 percent of total shipments to countries
requiring PSI experienced delays in 1986. Of the shipments that were
inspected, 40 percent were delayed due to the PSI process.

Respondents reported that when delays associated with inspection
occurred, the average length of delay was 20 calendar days. The total value
of the delayed shipments amounted to $319 million.

o Respondents reported that their invoice prices were assessed by the
inspection companies as too high in 3.5 percent of the total number of
inspected shipments. Two-thirds of the disputes involving price were
resolved in favor of the exporter, but in one-fifth of the disputed
shipments prices were reduced in order to proceed with the sale.

In 66.8 percent of the cases where the inspection companies questioned
prices as too high, the exporter provided additional documentation in support
of its prices and the inspection company accepted the original price. In
19.5 percent of the disputed cases, the exporter decreased the transaction
price in order to proceed with the shipment. The reduction in price meant
lost revenues of 10.5 percent of the total value of affected shipments. 1In
4.9 percent of the disputed cases, the repondents reported that they received
a Non-negotiable Report of Findings, and in 1.1 percent of the cases, the
respondents cancelled the disputed shipments. The remaining 7.7 percent of
respondents specified "other" action was taken.

o _Respondents most frequently indicated that the inspection company
notified their firm that there was a question regarding price when the
final documents were presented to the inspection company, i.e., after the
product had been loaded for transport.
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Of those exporters reporting that their price was questioned, about
35 percent said they were notified about the inspection company's disagreement
with their price when the final documents (which includes shipping documents)
were presented to the inspection company. About 29 percent reported they were
notified after the shipment was made, and 29 pecent said they were notified
during the preliminary price comparison stage.

o According to data supplied by the respondents, PSI adds to the exporter's
cost of doing business with countries requiring this service. Additional
costs include those associated with shipment delays, personnel, and
administration.

Costs associated with delays in.shipments include delayed payments,
charges incurred for letter of credit discrepancies, and demurrage charges.
Personnel costs include the costs of personnel required to arrange the
physical inspection, to complete paperwork, and to resolve any problems that
arise concerning invoice prices. Other administrative costs include telephone
calls, courier fees and costs incurred for second inspections.

o Costs associated with delayed payments generally vary with size and value
of the shipment. Some costs, such as courier fees and telephone charges
may not vary with the size and value of the shipment.

Therefore, companies that make small shipments may incur larger costs
relative to the value of the shipments than do companies that make large
shipments. Smaller companies whose costs are large relative to the value of
their shipments are likely to either exit from the market or seek export
markets where PSI is not required.

o The Commission estimates that if an exporter experienced all of the
problems reportedly associated with PSI, the inspection process would add
an additional cost of 2.8 percent of the value of the shipment to the
cost of exporting to that country. -

However, exporters will not incur all costs on all shipments. Rather,
they can expect a certain percentage of shipments to incur different types of
costs. If an exporter experiences only those problems most frequently
reported as occurring in the PSI process, the cost of PSI is an additional
1.3 percent of the average value of the inspected shipment. An estimate of
the total expected cost per shipment inspected, due to PSI, for all countries
is §526.72, or 1.3 percent of the value of the shipment.

o Respondents reported that inspection companies requested access to
various types of information to perform the inspection, including
confidential business information.

The type of data most frequently requested by the inspection companies
were pro formas (reported by 43 percent of the respondents), published or
unpublished price lists (39 percent), ocean, air, and other freight charges
(38 percent), copies of letter of credit (34 percent), and technical
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literature (30 percent). Other information requested by the inspection
companies included packing lists, copies of bills of lading, copies of

invoices, statements about commissions (agent and amount), and shipping
details.

o Respondents reported that a number of practices by inspection companies
frequently interfered with the shipment process.

Practices reported as most frequently interfering with shipments in 1986
were placing limitations on freight charges (reported in 2.5 percent of
inspected shipments), stating a value in the Clean Report of Findings
different from that stated in the import license (1.8 percent), and issuing no
Clean Report of Findings even though shipment had been made (1.8 percent).
Other reported practices included failure of the inspector to arrive at the
appointed time and place for the physical inspection (1.5 percent), and loss
of papers by the inspection company (1.1 percent).

o The commercial gauging industry, a service industry that provides
quantity and quality assessments of U.S. imports and domestic shipments,
has alleged that the exclusive nature of most countries’ PSI contracts
has the effect of giving the designated PSI company an unfair advantage
in competing in the U.S. market for commercial gauging services.

Four firms control approximately 75 percent of the U.S. customs-approved
commercial gauging market. Three of them are subsidiaries of foreign-based
international inspection concerns. PSI contracts appear to have allowed the
PSI inspection companies to "get their foot in the door" on the import and
domestic side of gauging by introducing themselves to new customers via PSI
work.

* * * * ' ‘%

o Domestic commercial gaugers reported a noticeable loss of market share to
PSI inspection companies for commercial gauging services only after
nations in regions outside the relatively small markets in Africa began
employing PSI.

Domestic commercial gaugers claim that substantial losses of market share
only became evident when certain Latin American countries introduced PSI in
the mid-1980's. This was reportedly due, in part, because inspection
companies with exclusive rights to supervise imports into developing nations
are often hired to verify that country’s exports at discharge ports in the
United States. One inspection company, SGS, does have contracts with five
countries--Ecuador, Guatemala, Indonesia, Paraguay, and Bolivia--to check
their exports. However, these inspections are performed at the point of
supply for products destined for the United States, rather than at U.S. ports
where U.S. gaugers perform their business.
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) U.S. firms engaged in the manufacture and export of chemicals and ]
pharmaceuticals have voiced the strongest opposition to PSI. More than
28 percent of the exporters responding to the Commission’s questionnaire
indicated that they exported chemicals to PSI countries. Those exports
accounted for 24 percent of the value of shipments reported by
questionnaire respondents.

Chemicals were the second leading U.S. export to countries employing PSI,
accounting for 15 percent of total U.S. exports to PSI countries in 1986. 1In
1986, the U.S. chemical industry manufactured or processed chemicals valued in
excess of $216 billion. Of that total, nearly $23 billion, or more than
10 percent, were exported. Countries with PSI programs accounted for
$2.4 billion, or about 10 percent of total U.S. chemicals exports in 1986. Of
the countries that employ PSI programs, Mexico, Venezuela, Indonesia, and
Ecuador were the leading markets for U.S. chemicals in 1986.

o) A number of concerns reported generally by U.S. exporters regarding PSI
and its application in specific transactions have also been raised
specifically by the chemical industry, including delays, increased costs,
confidentiality problems, nonuniform application, price reviews, and lack
of an appeals process.

Delays and increased costs. Of the 117 firms that indicated in their
questionnaire response that they exported chemicals to countries employing
PSI, 35 cited costly delays as a primary concern. The Commission's
questionnaire revealed that, in most cases, the average number of calendar
days required from the time material was presented for inspection and shipment
to the time the firm was able to request payment was greater for countries
that require PSI than for those that do not. Estimates, made in submissions
to the Commission by members of the chemical industry of additional
administrative costs ranged from $100 to $700 per shipment.

Confidentiality. Several members of the chemical industry have indicated
concern that the gathering of information by the PSI companies risks
compromise of information they consider confidential. Some information
requested by the inspection companies--such as prices to individual customers,
details of specific contractural arrangements, product formulas, and
information as to how a price was calculated--is not generally available to
the public and is considered proprietary. There appears to be no contractural
constraint on the PSI companies to maintain the confidentiality of the
material entrusted to them.

Discrimination. There does not appear to be any evidence that the PSI
companies intentionally discriminate either for or against the products of
U.S. chemical companies. However, the exports of some major U.S. competitors
in the chemicals market, such as West Germany and Switzerland, may not be
subject to the same PSI procedures. This difference is due to legal
restrictions in those countries on the inspection firms'’ access to
confidential information, particularly that relating to prices.

Price review. PSI companies claim that they use up-to-date, market-based
information that takes all relevant commercial considerations into account
when developing acceptable price ranges for the chemicals industry.
Nevertheless, chemical industry members allege that in practice PSI companies
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do not take into account certain relevant commercial considerations when
determining acceptable price ranges. They also allege that PSI companies set
arbitrary limits on certain charges and use a price review procedure that is
not transparent and is highly discretionary.

Chemicals accounted for approximately 22.7 percent, or $7.97 million, of
the $35 million in total price reductions reported by PSI companies in 1986.
According to the inspection companies, final settlement invoice prices were
about 6.5 percent lower than original advisory document prices. The vast
majority, about **** percent, of the PSI-related price reductions in the
chemical industry involved SGS. SGS reported that out of all cases where it
questioned invoice prices in 1986, exporters decreased their prices in **%*
percent of the cases involving African countries and **** percent of the cases
involving Latin American and Caribbean countries. According to SGS, price
reductions of *%**, or about **%%%* percent from the original invoice prices,
were achieved.

Lack of Review Process. Members of the chemical industry object that the
formula for determining the acceptable price or price range is often not fully
explained to them. They allege that the PSI company often establishes the
price range arbitrarily, allowing no review process other than negotiation
with that company regarding disputes. Some PSI companies have set up a review
procedure, but U.S. chemical firms complain that the procedures are inadequate
and time-consuming.

Chapter 3. Country Operation of PSI Programs

() The countries reviewed accounted for about 9 percent of total U.S.
exports in 1986. But if U.S. exports to Mexico (where PSI programs apply
only to a portion of Government purchases) were excluded from this
figure, U.S. trade with the remaining countries represented about
3.4 percent of total U.S.exports in 1986.

Two PSI countries, Mexico and Venezuela, were among the United States'’
top 20 export markets in 1986. Six other countries--Indonesia, Ecuador,
Jamaica, Nigeria, Guatemala, and Haiti--ranked among the top 60 U.S. export
markets. The remaining countries individually imported 0.06 percent or less
of total U.S. exports to the world.

o The eight PSI countries that were the most significant markets for U.S.
exports in 1986 all adopted PSI programs in the 1980’s--two in 1983, the
others as recently as 1985 and 1986. Seven African nations adopted PSI
programs in the 1970's.

Over a third of the countries with PSI programs began the practice in the
1970’s and nearly a third more initiated PSI programs in the early 1980's. A

number of other countries, mostly in Latin America, began using PSI in 1985
and 1986. .
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o The PSI contracts generally provide an incentive for the inspection
companies to show savings. The inspection companies supply the
contracting country with regular reports on savings generated due to
their intervention.

* * * * %

Country Operations

o Although all PSI programs share similar characteristics, PSI programs
have been adapted to the specific needs of each nation.

For most of these countries, PSI is an adjunct to their foreign-exchange
control system. For only one country, Indonesia, PSI replaces part of the
commercial functions otherwise performed by customs services. The Mexican
program is unique in that it applies only to selected imports that are
purchased by the Mexican Government. In Venezuela, PSI procedures apply only
if an importer seeks to obtain preferential exchange rates when buying foreign
currency to pay for imports.

o Many PSI countries have trade regimes that include complex import and
foreign-exchange licensing systems. In these countries, PSI is viewed as
an integral part of such licensing systems, and is used to check the
validity of license applications against the actual shipments involved.

Most countries have instituted PSI as part of their foreign-exchange
licensing systems. PSI is nearly always linked with or integrated directly
into general import licensing procedures. Oversight of the PSI program is
usually delegated to the Central Bank or the ministry responsible for granting
the relevant licenses. Bolivia, having recently eliminated its licensing
systems, is the only major exception. Bolivian importers file applications
for PSI directly with the inspection company, which then supplies copies of
applications to the relevant government authorities.

o Most of the countries reviewed instituted PSI programs for the express
purpose of foreign-exchange control. As a result, proof of a
satisfactorily completed inspection, i.e., a Clean Report of Findings
(CRF), is required to authorize the release of foreign exchange to pay
for imports.

O0f the 26 countries reviewed, 23 implement PSI for the purpose of
supporting foreign-exchange control systems. (Mexico and Indonesia use PSI
for other purposes, and the Congo did not use PSI in 1986.) PSI is aimed
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mainly at identifying two indicators of potential abuse: (1) whether the _
foreign exchange is being used for the purpose requested, and (2) whether the
overall amount requested appears to be consistent with the kind and quantity
of goods actually being imported.

In 2 countries, the CRF is required for payment only under certain
conditions. Indonesia requires a CRF for payment only if the transaction
involves a letter of credit, and Venezuela requires a CRF only if the importer
wants to obtain foreign exchange at the preferential rate.

o Thirteen countries do not require PSI reports to clear goods through
customs .

These countries are Angola, Burundi, Equatorial Guinea, Kenya,
Madagascar, Mexico, Paraguay, Rwanda, Suriname, Tanzania, Uganda, Venezuela,
and Zambia. For countries requiring proof of PSI at customs, most continue to
use their own customs services to perform valuation and customs inspections
and to assess and collect duties. Only in the case of Indonesia is ‘the
inspection company authorized to perform a customs valuation service.

o Twelve countries require PSI reports to clear goods through customs.

These countries are Bolivia, Ecuador, Ghana, Guatemala, Haiti, Indonesia,
Ivory Coast, Jamaica, Liberia, Zaire, Nigeria, and Guinea.

o At least 12 countries provide for some sort of appeal mechanism to their
authority should there be a disagreement with the inspection company'’s
findings. .

These countries are Angola, Bolivia, Guatemala, Guinea, Haiti, Indonesia,
Jamaica, Liberia, Madagascar, Mexico, Paraguay, and:Rwanda.

o In terms of implementing PSI, Venezuela and Nigeria are exceptions to the
practice of contracting exclusively with one company to inspect their
imports from all sources.

Venezuela has liscensed, rather than contracted with, three inspection
companies from which importers may choose to perform PSI. Nigeria has
contracted with three inspection companies and has designated each company to
perform inspections in a particular region of the world.

o Haiti recently scaled back the scope of its PSI program, and Jamaica
recently announced plans to allow its current contract with SGS to
expire.

Haiti has reportedly narrowed the inspection requirement to a few import
products such as wheat, vegetable o0il, and pharmaceutical products. Jamaica
announced in April 1987, that it will not renew its SGS contract when it
expires in January 1988.
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o Several countries also use PSI companies to inspect exports.

Countries contracting with inspection companies to inspect exports as
well as imports include Ecuador, Indonesia, Paraguay, Bolivia, and Guatemala.

) For all U.S. shipments to the countries requiring PSI, U.S. exporters
reported that total average cost per inspected shipment associated with
PSI was $526.72, or 1.3 percent of the weighted average value of all
inspected shipments in 1986.

For countries for which costs were reported by questionnaire respondents,
costs associated with shipments to each PSI country in 1986 were as follows:

Cost as percent

of weighted Cost as percent
Total average cost average value of of total value
per inspected inspected of all reported
Country shipment shipments shipments
Angola............ $ 413.80 8.0 0.6
Boliva............ 445.11 4.3 1.0
Burundi........... Fkk F*kk *kk
Ecuador........... 470.27 3.7 2.8
Ghana............. 408.73 3.7 0.2
Guatemala......... 580.58 2.1 1.6
Haiti............. 443.08 4.8 0.8
Indonesia......... 463.39 0.7 0.6
Ivory Coast....... 425.93 0.5 0.4
Jamaica........... 456.92 2.3 1.0
Kenya............. 471.91 5.4 3.2
Liberia........... 427.55 1.7 0.5
Mexico............ 431.93 2.8 *
Nigeria........... 490.82 0.9 0.8
Paraguay.......... 496 .81 2.8 0.2
Rwanda............ 417.17 2.1 1.9
Suriname.......... 496.26 1.5 0.3
Tanzania.......... 402.90 2.1 0.6
Uganda............ 411.65 2.9 2.0
Venezuela......... 643.18 0.8 0.6
Zaire............. 1,075.35 0.8 0.7
Zambia............ 500.61 1.0 0.9

* Less than one-tenth of 1 percent.
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Chapter 4. Other Supplier Countries’ Experiences With PSI

PSI appears to be conducted in other exporting nations in a manner
similar to that in the United States. However, several PSI countries do
exempt the shipments of certain countries from their inspection

requirement.

Importing countries providing exemptions from their PSI requirement on

the basis of country of origin or supply are Burundi, Ghana, Guinea, Ivory
Coast, Kenya, Tanzania, and Rwanda. The countries they exempt include their
neighboring countries, certain Middle Eastern countries, and certain countries
having centrally planned economies, such as the Soviet Union. The Soviet
Union is the only major industrialized nation specifically exempted from PSI.

o

European countries have a greater volume of trade with African PSI
countries then does the United States, and their concerns with PSI are
therefore more focused on nations in that region of the world.

The trade of European Community (EC) countries’ with the African PSI

countries accounted for 56 percent of the total EC trade with PSI countries,
as compared with 7 percent of total U.S. trade with the PSI countries.

(o]

Other supplier countries'’ experiences with PSI vary. Several countries
report few or no problems with PSI; several countries are aware of
complaints from their exporters, particularly concerning the price
verification procedure and general delays; and one country has decided to
regulate and limit the activities of PSI companies.

* * * *

The price comparison procedure is generally not undertaken in nonmarket
economy countries.

According to inspection companies, price comparison is omitted in non-

market economy countries because their export prices are generally set by the
state. PSI inspections, where required in such countries, are limited to
quality, quantity, and conformity to the terms of sale.
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Chapter 5. Related International Standards and U.S. Federal Control Programs
o U.S. exporters allege that PSI programs are inconsistent with the

principles set forth in the GATT and other relevant international
agreements.

U.S. exporters alleged that PSI programs violate GATT articles II
‘(relating to concessions), VII, VIII, and X (customs valuation and
administration), and XI and XIII (quantitative restrictions), as well as the
GATT agreements (codes) on licensing, customs valuation, technical barriers to
trade, and civil aircraft. Exporters argue that the costs associated with
preshipment inspection impair the value of concessions negotiated under the
GATT. Exporters expressed particular concern about the ability of inspection
companies to reopen the pricing aspects of individual commerical contracts,
often resulting in change of the negotiated price. They claimed that PSI
programs are not administered in a transparent and nondiscriminatory manmer,
providing exporters with no clear guidelines on which to judge, prior to
inspection, whether their goods or prices will pass inspection.

o The PSI companies counter that PSI procedures are fully consistent with
relevant international standards. They further argue that PSI programs
do not, in any case, violate any agreements since PSI countries either
are not members of the GATT, have not signed the relevant GATT codes, or
are experiencing foreign exchange and other difficulties that would
qualify them for exemptions from the relevant international obligations.

SGS, Intertek, and Bureau Veritas asserted that PSI programs are fully
consistent with various international agreements, conform to the GATT, and
represent an effort by the countries employing the practice to ensure the
effectiveness of foreign exchange controls. They also stated that the PSI
countries have not signed the GATT codes. The PSI companies noted that the
programs are generally mandated by the laws of the relevant nation, are fully
transparent, and are administered in a non-discriminatory manner. The
companies also claimed that the contracting countries have identified their
valuation methods and indicated how the method is consistently applied.
Finally, the PSI companies say they use the export market price prevailing in
the ordinary course of trade to determine the value of goods, a method that
they claim is fully consistent with relevant GATT standards.
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INTRODUCTION

Preshipment inspections (PSI’'s) are currently being conducted in the
United States by three private firms on behalf of 25 importing countries as a
precondition for the release of foreign exchange or for customs clearance.
They involve the examination of the quality and quantity of export shipments
and a determination by the inspection company of whether or not the
transaction value is within reasonable limits compared with the export price
generally prevailing in the supplying country.

A section 301 petition, filed with the office of the United States Trade
Representative (USTR) in September on behalf of four trade associations in the
South Florida area, sought U.S. Government action against five Caribbean and
Latin American nations (Ecuador, Guatemala, Paraguay, Jamaica, and Venezuela),
which have hired or authorized private companies to perform preshipment
inspection of U.S. exports to them. The petitioners alleged that PSI programs
have created a major impediment to U.S. exports.

The section 301 petition was withdrawn when the USTR launched a 5-point
action plan to investigate and address the alleged problems associated with
the inspection programs. According to the action plan, the USTR will consult
bilaterally with each country that requires these inspections, pursue
multilateral solutions in the appropriate fora such as the GATT, monitor
closely the activities of PSI agents within the United States and any
complaints of their activities, consider possible domestic legislation or
other appropriate action to limit PSI activities, and request that the U.S.
International Trade Commission conduct a section 332 study of PSI practices
and their effect on U.S. commerce. The 301 petitioners remain in a position
to refile the case should they feel the action plan is not effective.

This report examines the operation of preshipment inspection programs in
1986. It begins with a discussion of the development of PSI programs and
presents data supplied by the inspection companies on the quantity and outcome
of their inspections. Chapter 2 discusses the U.S. experience under
inspection programs as reported by exporters and producers in response to a.
Commission questionnaire, and examines the effects of PSI on two U.S.
industries: customs gaugers, and chemicals manufacturing. Chapter 3 presents,
on a country-by-country basis, a description of preshipment inspection
programs in effect, country experiences with the programs, and an assessment
of problems and costs as reported by U.S. exporters and producers in response
to the Commission questionnaire. Chapter 4 discusses other developed country
experiences with PSI programs, and Chapter 5 discusses related international

standards and U.S. Federal control programs. A glossary of terms is presented
in appendix A.






CHAPTER 1. PRESHIPMENT INSPECTION PROGRAMS
Introduction

Since the 1800's, individual exporters and importers have used
independent inspections to certify the quality and quantity of products moving
in international trade. Today, it is a normal practice in international
commerce that cargos and products are inspected by a private company prior to
shipment and after arrival in the foreign port. These inspections provide
some measure of assurance for both the importer and exporter that proper
quality and quantity of goods are maintained through the shipping process.
Numerous private companies specializing in inspection services conduct
hundreds of inspections daily, not only of industrial goods and commodities,
but also of agricultural products, aircraft, ships, buildings, and even
nuclear installations. Fees for the abovenoted services are paid by the
purchaser and/or supplier.

The preshipment inspection (PSI) programs that are the focus of this
investigation are conducted pursuant to government decrees and/or contracts
negotiated between at least 25 developing country governments and several
private inspection companies. Fees for these services are generally paid by
the governments. The distinguishing feature of inspections performed under
PSI programs is that the inspection company certifies a shipment’s price as
well as its quality and quantity. The PSI agreements are, in some instances,
signed by various ministries of the government concerned, but in most
instances, the central bank of the country is the contracting principal. For
most of these countries, PSI is an adjunct to their foreign-exchange control
system. For one country, Indonesia, PSI replaces part of the commercial
functions otherwise performed by customs services.

Many PSI nations lack hard currency and also do not have effective
customs control operations. These deficiencies are exacerbated by problems of
debt, capital flight, and a high degree of fraud and corruption in their
foreign trade sectors. 1/ Moreover, a number of PSI countries maintain dual
or multi-tiered exchange rates. This provides importers with an incentive to
take advantage of the divergence between exchange rate markets to over-invoice
imports, by buying more dollars than needed to pay for imports at the lower
rate then exchanging the excess in the parallel market. As noted in a report.
from the U.S. Embassy in Ecuador:

1/ Morgan Guaranty Trust estimates that developing nations have lost almost
$200 billion through capital flight over the past decade. Morgan Guaranty
Trust Co., "LDC Capital Flight," World Financial Markets (New York: March
1986), p. 13.
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When a country maintains a multi-tiered exchange rate and
the spread between the rate which the central bank uses to
clear trade accounts and the free market rate widens, the
possibility for exchange rate arbitrage is created.
Traders become exchange rate arbitragers by overinvoicing
imports and underinvoicing exports. The central
government suffers because overinvoicing imports drains
excessive foreign exchange from the central bank, and
underinvoicing exports denies the central bank foreign
exchange inflows to which it is entitled by law. 1/

A commonality among the nations utilizing PSI programs as defined in this
investigation is their assumption that irregularities in their trade regime
could cause significant negative effects on their economic programs. Of
particular concern is the loss of foreign-exchange through such deceptive or
illegal trading practices as improper invoicing of imports, i.e.,
overinvoicing and underinvoicing. 2/

Overinvoicing is a method used by an importer to obtain an allocation of
foreign-exchange from the Central Bank in excess of the correct amount due for
payment of goods received from overseas suppliers. Overinvoicing may be
accomplished by payment of an inflated price for imported goods, by
importation of goods with a quality inferior to the quality specified in the
sales contract, or by the shipment of goods in quantities less than the
quantity specified in the sales contract. Underinvoicing, for customs
valuation purposes, is a method used by an importer to avoid payment of the
full duty on the correct valuation of goods, thereby depriving the importing
country of customs revenues.

Faced with these problems and myriad other concerns surrounding their
trade regimes, certain developing nations turned to private inspection
companies to implement PSI programs to help control the importation of goods
in general and to prevent the submission of false invoices in particular. In
principle, the objective of PSI programs is not to limit or impede imports,
but to determine that they are of the proper quality and quantity and priced
within the prevailing export market price range. Thus, the inspection
companies are retained to ensure that the appropriate amount of foreign
exchange is released and/or that the appropriate customs value for duty
collection purposes will be assigned.

The majority of exporters submitting comments to the United States Trade
Representive (USTR) and Commission regarding PSI programs have expressed an
appreciation for the need of developing countries to control their currency
outflow and to institute checks to eliminate fraud. However, there is also a
general sentiment that U.S. exporters should not be required by any private
organization to provide confidential business information (CBI) regarding
products and prices. Further, many U.S. exporters maintain that once a
contract price has been freely agreed to between buyer and seller, the
contract terms should be binding without further intervention by third

1/ **x,
2/ For details on specific country reasons for utilizing PSI, see ch. 2.

1-2



1-3

parties. Moreover, exporters point out that there is ample opportunity
between an in-factory inspection and final delivery for unscrupulous middlemen
to manipulate containers and otherwise commit fraud if that is their
intention. PSI, accordingly, would not prevent fraud under these
circumstances.

The major problems and complaints associated with PSI, as reported by
U.S. exporters in submissions to the Commission and in questionnaire
responses, are as follows:

the nontransparent nature of the price verification procedure;
the potential adverse effects of PSI price determinations;

the substantial delay caused to shipments;

increased administrative costs; and

the potential for compromised CBI.

v wN -

U.S. exporters also object to the tremendous control inspection companies
can exert over their international transactions. Although the inspection
companies contend they do not have the power to prevent a shipment, they can
withhold issuance of a clean report of findings. This, exporters contend, is
a powerful tool since such a report is required for payment and, in some
cases, clearance through customs.

The remainder of this chapter is divided into four major parts. First,
the development of PSI programs is discussed and a description of the
companies performing PSI of U.S. exports is presented. Second, an analysis of
PSI contracts is presented. Third, the inspection process is described.
Finally, data supplied by the inspection companies concerning their
inspections and reports of findings are presented.

PSI Program Development

The development of country PSI programs as defined in the context of this
investigation, began in 1963 when Zaire, newly independent from Belgium,
requested that Societe Generale de Surveillance, S.A. (SGS), a Swiss
inspection company, help it conserve its limited foreign exchange by
monitoring its imports. In response, SGS developed an import supervision
service for developing nations that included a price-verification procedure in
addition to a physical inspection for quality and quantity control. The
program, "Comprehensive Import Supervision Service" (CISS), was initiated in
Zaire in 1968 and spread to other African nations during the 1970’s. The
practice of PSI spread rapidly among developing nations in other parts of the
world. By the early 1980's, CISS had been adopted in varying forms by nations
in Latin America and Central America as well. Six nations began their PSI
programs in 1986. (See table 1-1 for a list of countries using PSI
programs.) Generally, the African programs are the oldest, the Indonesian
program is the largest, and the Latin American and Central American programs
are the most recently implemented.

1-3
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Table 1-1.--Countries using preshipment inspection programs, as of
December 1986

ountry Starting date Inspection company 1/
ngola...........vviiiiienn... March 1980 SGS
olivia........... ... ... ..., August 1986 SGS
arundi........ ..o oL, July 1978 SGS

ONZO 2/ et iiii it May 1987 Socotec
cuador........ it i March 1985 SGS
quatorial Guinea............. January 1983 SGS
hana..........coiiiiiiiia., July 1971 - SGS
uatemala..................... September 1986 SGS
uinea........... .. oL, January 1986 BV

= T 1 o December 1983 SGS
ndonesia..................... May 1985 SGS

vory Coast............c.oot July 1975 SGS
amaica........... i, January 1986 SGS

3 1N December 1972 SGS
iberia........ ..o April 1986 SGS
adagascar.......... .00 July 1983 SGS
exico 3/......... e May 1985 SGS
igeria........ .o, November 1984 Intertek
AragUaY....covveternnneneenns September 1983 SGS
hilippines 4/................ May 1986 SGS
Wanda. . ....cov ettt annens April 1977 SGS
uriname............ ... 0. - January 1982 SGS
anzania 5/......... ... ... ..., December 1972 SGs
ganda............ ..o July 1982 SGS
enezuela..........v it tinennnn June 1986 SGS, BV, Intertek
aire......... i i, October 1968 SGS
ambia.............. ... i, January 1978 SGS

/ SGS is SGS Control Services, Inc.; BV is Bureau Veritas; and Intertek is
ntertek Services International, Ltd. A discussion of these companies is
resented in the following section.

/ At the start of this study, the Commission received reports that the Congo
mplemented a PSI program. Subsequent investigation revealed that the Congo
id not perform PSI of U.S. exports in 1986, but began a program effective May
987. The program is conducted by Socotec, a Swiss company.

/ Mexico has a limited program that applies only to imports purchased by
gencies of the Mexican Government. These agencies may formally waive the PSI
equirements in particular cases.

/ The Philippines has a customs-oriented CISS program that is limited to
nspections of imports from Japan, South Korea, Hong Kong, Taiwan, Singapore,
ndonesia, Thailand, Malaysia, and Brunei only.

/ Tanzania includes Zanzibar. Inspection of imports to Zanzibar began
eptember 1982.

1-4
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Inspection Companies

In 1986, three private companies conducted preshipment inspections in the
United States on behalf.of the countries listed in table 1-1: (1) SGS Control
Services, Inc., the U.S. affiliate of the Swiss firm Societe Generale de
Surveillance; (2) Bureau Veritas; and (3) Intertek Services International,
Ltd. Generally, the contracting principal in the importing country pays the
inspection company the fees associated with the inspection. Fees paid to the
inspection companies to fulfill the terms of the PSI contracts are generally
required in hard currency and are based on a percentage (usually 1 to 2
percent) of the f.o.b. value of the goods inspected. Depending on a country'’s
level of trade, these fees can be substantial. The inspection companies
report periodically to their contracting principals, identifying savings
resulting from their intervention through the PSI process. These reports can
be used by countries utilizing PSI programs to determine if the fees are
balanced by the savings generated by the programs. However, one company,
Essex Exports Corp., has documented three separate instances where an
inspection company, SGS, identified savings to a country (Jamaica) that did
not occur. 1/ The total value of savings reported erroneously to Jamaica in
the three instances was #**% 2/

SGS Control Services, Inc.

The Geneva-based SGS group is the largest private inspection and testing
company in the world and has provided various inspection services for over 100
years. The group is represented by over 130 affiliated companies located in
more than 140 countries. As the pioneer developer of PSI Services, SGS has
contracts with, or is licensed by, 23 of the 25 countries that require
preshipment inspection of U.S. exports. SGS North America is the umbrella
organization for the group of affiliates and their subdivisions located in the
United States. SGS Control Services, Inc., administers the group'’s
preshipment inspections of U.S. exports. 3/

1/ Testimony of Manuel Ardois, vice President, Essex Exports, Hearing,
Mar. 3, 1987, Miami, FL. Official transcript pp. 386-7. Documentation
provided in and submission to the Commission by Essex Exports, Mar. 6, 1987.

2/ ek,

3/ Member companies of SGS North America include SGS Control Services;
Commercial Testing and Engineering Co.; Norman Reitman Co.; United States
Testing Co.; and Marshall and Stevens, Inc.
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Intertek Services International, Ltd. (Intertek)

Intertek is a Virginia corporation with principal corporate offices
located in Fairfax, VA, and a branch office located in Miami, FL. Intertek
performs CISS services for Venezuela in conjunction with its affiliate Caleb
Brett International, a British company. Inspections for Nigeria are performed
in conjunction with a joint-venture partner, Swede Control. Venezuela and
Nigeria are the only two countries for which Intertek conducts PSI programs.

Intertek’s sister corporation, Intertek Services Corp., provides a
variety of commercial inspection services in the United States and other
countries. Both Intertek and Intertek Services Corp. were purchased in 1986
by Inchcape PLC, a United Kingdom-based corporation.

Bureau Veritas

Bureau Veritas, established in 1828, is a French company providing
inspection and other services worldwide. It has a staff of over
3,000 persons. In May 1986, Bureau Veritas became one of three competlng
inspection companies authorlzed by the Government of Venezuela to provide
private PSI services to Venezuelan importers seeking to take advantage of
Venezuela’s program of preferential exchange incentives. Venezuela and Guinea
are the only countries for which Bureau Veritas conducts PSI programs.

General Nature of Country Contracts 1/

The Commission requested that SGS and the other inspection companies
furnish copies of their contracts for inspection services with governments of
individual countries. The Commission received copies of 11 contracts repre-
senting contractual agreements between inspection firms and the governments of
11 of the 24 countries that have contractual arrangements. (The 25th country,
Venezuela, does not have an exclusive contract with an inspection company, but
instead licenses firms (currently three) to perform such services in
conformity with Government regulations.) According to SGS, which has
contractual relationships with 23 of the 24 countries, the remaining contracts
are considered confidential by the respective governments, and the governments
have not authorized the release of the contracts. Two of the contracts, with
Ecuador and Guatemala, are public documents.

*%%, All 11 were similar in scope, and were largely similar in format.
Kdek

1/ For details of individual country programs, see Ch. 3.
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*%* The contracts with **%* Ecuador, and Guatemala differed in several
respects, including the fact that they provided for the inspection of exports
from these countries as well as imports.

The contracts covered at least 14 basic topics--(1) the purpose of the
contract, (2) the nature and scope of the inspection services to be rendered
(e.g., place, type of examination, and scope of intervention), (3) obligationms
regarding comparison of prices, (4) obligations of the contracting government,
(5) identification of the goods to be subject to inspection and the goods to
be exempt, (6) special procedures regarding inspections of goods from certain
countries (e.g., nonmarket economy countries (NME's), for which price
comparisons are more difficult), (7) exempt transactions (e.g., under a
minimum value), (8) reporting requirements, (9) implementation (i.e.,
obligations of the inspection company and vendors), (10) fees and other
charges, (11) method of payment, (12) liability, (13) resolution of disputes
between the contractor and government, and (14) term of the contract. These
basic provisions are discussed in greater detail below.

Purpose of contract

Contracts with three of the countries (**¥*, Ecuador, and Guatemala)

contain a statement of purpose in the beginning of the contract. For example,
the contract with Ecuador states--

The object of this contract is to render technical services leading
to the elimination of overcharging of import invoices, undercharging
of export invoices, illegal costs in charter fees and also to
eliminate and fight against unlawful imports and exports and to
improve fiscal collection. (Par. 1)

Nature and scope of the inspection service

All of the contracts addressed the question of the inspection services to
be performed. 1In general, they provided that the inspection company (a) would
inspect all goods to be imported, (b) such inspections would take place at the
site of production, warehousing, and/or shipment, (c) the scope of
intervention (e.g., visual inspection, testing, etc.) would be left to the
inspecting company, and (d) the inspecting company would not inspect goods
arriving into the contracting country. The inspection would consist of a
physical examination (visual and otherwise) and, when necessary, an inspection
of other characteristics, as through tests. 1/ Several specifically provided
an exception in cases of force majeure, such as strikes, civil disobedience,
and public disasters. 2/

1/ dhkk,
2/ E.g., agreements with Ecuador and Guatemala.
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Pricing

All of the contracts provide for pricing comparisons. All are quite
similar. The *** contract with *** describes the pricing comparison as
follows- -

Along with the qualitative and quantitative inspection *** shall
compare the prices of the goods in order to determine, on the basis
of available information, whether the FOB price and other elements
of the price, especially freight, charged in commercial transactions
with *%* correspond, within reasonable limits, to the prices
generally charged -in the supplier country.

As part of the price comparison, *** shall identify repatriable
commissions payable to recipients in the *#*%,

In countries where the price comparison is subject to legal
restrictions, *** shall provide this service in accordance with the
laws in force in these countries. 1/

The term "within reasonable limits" is standard to most of the contracts. At

least one agreement, that with Ecuador, extends the price comparison to prices
in the international market.

Some agreements are quite detailed with regard to the factors that the
contractor is to take into account in making the price comparison. For

example, the agreement with Guatemala requires that the following elements,
among others, be taken into account--

confirmation commissions, purchase commissions, finance charges,
interest, .insurance premiums, transportation expenses, market
information from commercial sources, public market reports, official
quotations, price lists of manufacturers and vendors, commercial
practices and customs, similar invoices or contracts of the vendor
and price lists of other manufacturers or vendors. (Clause 8.)

Government obligations

Most of the agreements contained provisions obligating the contracting
governments to safeguard information or take certain actions that would
facilitate operation of the inspection program. Most stated that the
contracting government would consider information in documents issued by the
inspecting company to be "private and confidential" and that the government
would not use such information in taking disciplinary or other actions against
third parties insofar as not already provided for by national law. 2/ Most
obligated the contracting government to establish and/or publish the

1/ *k,
2/ Wk,

1-8
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regulations that would govern the conduct of the inspecting company 1/, but at
least one (with Ecuador) did not contain such a provision. The contract *¥*
provided only that the country would publish notification of the PSI
arrangement. Several obligated the contracting government to facilitate the
issuance of visas and other documents needed by the inspecting company in the
performance of its duties in the local country. 2/

Goods covered

All the agreements described the goods to be covered and made provision
for excepted categories. In general, all goods are subject to quantity and
quality inspections and price comparisons except gold, precious stones, and
objects of art; explosives and pyrotechnic products; arms, ammunition,
weapons, and implements of war; live animals; fresh, chilled or frozen fruits
and vegetables; scrap metals; household and personal effects, including used
motor vehicles; parcel post; and samples. 3/ Several agreements exempt
petroleum and its byproducts, 4/ and at least one agreement exempts imports
that are the subject of competitive bidding, public auction, or other
procedures in which private entities and semipublic enterprises
participate. 5/ In most contracts, the inspection company is given the right
to accept or refuse requests for intervention with respect to secondhand or
used goods. 6/ Several contracts limit the obligations of the inspection
company to quantity inspection and price comparison (but not quality
inspection) in the case of pharmaceutical products, dyestuffs, paints,

1/ *%%,

2/ See, for example, the SGS agreement with Guatemala (clause 31).

3/ See, for example, the *** agreement with ***, The actual descriptions
differed considerably from agreement to agreement. For example, the *¥**
agreement exempts fresh, chilled, or frozen fruits and vegetables, but the *¥*
agreement exempts perishable goods and foods (par. 14). *** agreement with
*%% exempts periodicals, books, magazines, and other printed material but
apparently not all parcel post (par. 14). SGS's agreement with Guatemala
specifically exempts periodicals and magazines but apparently not books, other
printed matter, and not all parcel post (clause 14).

Some articles were wholly exempt from inspection under some agreements
but only partially under others. For example, live animals are exempt under
the *** agreement, but the *** agreement requires verification of numbers but
not quality, and does not require a price comparison (clause 14).

4/ See, for example, the agreements with *%* and **%,6 %% exempts imports
and exports between governments of petroleum and its byproducts (par. 14).

5/ dxk,

6/ Fxk,

1-9
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.nsecticides, special chemicals, cosmetics, wines and spirits, and similar
roods. 1/ :

Several contracts also specifically exempt from inspection donations,
supplies for diplomatic and consular missions, and supplies for agencies of
:he United Nations. 2/ At least one exempts, at least from price comparison,
roods purchased from a foreign government, or agency of a foreign
rovernment. 3/

sountries covered

In general, the contracts require intervention with respect to goods
imported from all countries. Most, however, make some exceptions. Several
yermit the inspection company to refuse to intervene with respect to
romparison of prices when price comparison is impractical, as in the case of
rountries with a centrally planned economy (e.g., Communist countries). 4/
jome contracts contain actual lists of countries; others leave the matter to
che discretion of the inspecting company. 5/ One country, **%, completely
sxempts all countries having a common border, certain other African countries,
and certain Communist countries. #*%*% partially exempts certain other African
and Communist countries.

In the case of restrictions on inspections in the country of export,

several contracts specifically limit the intervention required to that
permitted by law in the country of export. 6/

Value of transactions covered

Most contracts set a minimum transaction value for shipments to be
inspected. Several set the minimum in terms of national currencies (e.g.,
*%%) or U.S. dollars (US $5,000 in the case of #***), At least one contract
*¥** leaves the matter open to determination at a later date.

1/ See, for example, the agreements with *%%; and **%*, 1In addition, the *%%
agreement requires *** to check the expiry date on pharmaceutical products
**%,  The agreement with Guatemala provides only for verification of quantity
with respect to chemical products with patented formulas, since such chemicals
cannot be inspected "because of secrecy" (clause 14).

2/ Fdk,

3/ wwk,

b *kk,

5/ For example, the agreements with **% contain country lists; the agreement

with *** does not.
6/ *kk,
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Reporting

All of the contracts require the inspection company to report on its
interventions. In general, the contracts provide for the issuance by the
inspection company of a "Certificate of Inspection" or a "Clean Report of
Findings" (or similarly named document) when the intervention leads to a
satisfactory conclusion, and issuance of a "Notice of Non-Certification" or a
"Non-Negotiable Report of Findings" (or similarly named document) when the
intervention reveals discrepancies. 1/ Most contracts provide that the
original of the certificate or notice is to be given to the vendor and a copy
is to be sent to the government of the importing country. 2/ In most
instances, a certificate cannot be issued until the vendor has provided the
inspection company with a final invoice for the goods. 3/

Most contracts require the inspection company to describe any
discrepancies in the notice of non-certification. A copy of the notice is
transmitted to the government of the importing country for a determination as
to what if any further action is appropriate. However, the inspection company
may subsequently issue a certification of inspection if the vendor makes the
necessary adjustments. 4/

Most contracts also require the inspection company to submit quarterly
summaries of foreign-exchange savings, repatriable commissions, irregularities
in quality and quantity, and notices of non-certification issued. 5/ However,
at least one agreement (with Guatemala) requires bi-monthly reports, 6/ and a
second *** requires submission of reports "periodically." 7/

Implementation

Most of the contracts contain an "implementation" section that requires
the contracting governments to publish certain regulations, issue certain
documents, and impose certain requirements on importers in order to facilitate
the inspections process. The contracts with *** and with *** tend to be more
detailed in this regard.

In general, the contracts require the contracting government to publish
regulations that set out the requirements to be completed with respect to the
goods imported into that particular country. 8/

1/ *%x  Names for the report of findings may vary depending on the
translation and term preferred by the contracting government.
2/ kkk,
3/ kkk,
4y dk
5/ %kk,
6/ *kk,
7/ *Ek,
8/ *kx,
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The contracts require the government to furnish an "inspection order" to the
inspection company’s representative in the exporting country that sets forth
the basic details of the transaction, including the value, method of payment,
and time and means of delivery. 1/ In addition, the contracts generally
require the contracting governments to impose certain requirements on
vendors--e.g., to require vendors to submit a clean report of findings (or
similar document, depending on the contract) as a precondition to entry of
their goods, and to require that vendors give the inspection company at least
10 days notice prior to the requested inspection, provide the relevant invoice
documents and "any other document relevant to the transaction which the
Company may deem necessary to the execution of its inspection,” provide the
facilities for such inspection, and so forth. 2/

Fees

All of the contracts address, to some degree, the fees to be paid to the
inspection company for its services by the government of the country of
importation. Fees are generally based on the value of the transaction. In
the five instances in which fee information was actually set forth in the
contracts provided, such fees ranged from *** percent to as high as
**% percent of the value of the transaction. 3/ Fee rates tend to vary with
the value of the transaction (in at least two instances, a lower rate applies
to transactions exceeding a given amount) 4/ and the extent to which the
inspection company is subject to local taxation on its receipt of such fees
and other income associated with its inspection operations. 5/ Several

1/ %%k,

2/ k%,

3/ The agreement with Ecuador provides for a fee of 1.75 percent ad valorem
(par. 16).

by dkx,

5/ For example, the agreement with Ecuador provides that the inspection
company "binds itself to pay the corresponding income tax. For that purpose,
the Bank (Banco Central del Ecuador, which makes the fee payments) will act as
withholding agent . . ." (par. 16). ke,
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contracts also specified minimum fees for small transactions 1/ and, as noted
above, several contracts exempt small transactions from the inspection
process. *%%, 2/

Method of payment

All of the contracts directly or indirectly addressed the issue of the
method of payment. At least six of the contracts specifically required the
respective governments to open an irrevocable, renewable, and revolving letter
of credit in a Swiss bank in amounts ranging from *¥* to *** and, in one case
*%%  in favor of the inspection company. 3/ In general, drawings on the
accounts are made monthly upon the presentation by the inspection company of a
bill for fees corresponding to services provided under the contract. 4/ One
contract, with Guatemala, provides that payment would be made on the basis of
invoices submitted semimonthly, with the Bank of Guatemala to make payment
within 30 days; 5/ and a second, with Ecuador, provides that the Central Bank
of Ecuador would maintain "enough" funds in a "first class bank abroad" to
cover invoices corresponding to inspection for a term of at least 6 months. 6/

Liability

Most of the agreements contain a liability clause. The clause generally
limits the liability of the inspection company "to the exercise of reasonable
care" and provides that such liability will in no case exceed the amount of
the fees collected for the inspection of the shipment in question. 7/ The
clause also generally states that the services provided by the inspection
company in no way release vendors from their contractual obligations. 8/

1/ For example, the contract with Guatemala calls for a minimum fee of
US $130 on imports and US $39 on exports (clause 22), %%,

2/ The contract with Ecuador provides for a fee of 1.75 percent ad valorem
on imports, but 1.45 percent ad valorem on exports (para. 16); the contract
with Guatemala provides for a fee of 1.299 percent ad valorem on imports, but
1.039 percent on exports (clause 20); *%%,

3/ *hk, ’

4) dkk

5/ Agreement with Guatemala (clause 23).

6/ Agreement with Ecuador (pt. 18).

7/ *xx,

8/ Fkx,
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Resolution of disputes

All of the contracts contain provisions providing for the resolution of
disputes between the inspection company and contracting government entity,
generally in the form of binding arbitration. Eight of the contracts provide
for arbitration, generally by a court of arbitration comprised of three
members, with such arbitration to be conducted in accord with the Conciliation
and Arbitration Regulation of the International Chamber of Commerce but with
the law of the contracting country to apply. 1/ The agreements with #*** and
Ecuador provide that differences are to be resolved by the courts and under
the laws of the respective countries. 2/

Duration of contract

All of the agreements contain provisions regarding the term of the
agreement and renewal. Each contract covers a term of 1 year, 18 months, or 2
years, and most are automatically renewable for a like period.

The Inspection Process

The PSI programs most frequently encountered by U.S. exporters are
performed by SGS under its CISS programs, however, the procedures are
generally the same for both Intertek and Bureau Veritas PSI programs as well.

The principal features of CISS are to provide the following:

PSI of the quality of a shipment;

PSI of the quantity of a shipment;

assurance of conformity to contractual specifications; and
verification of the price of goods.

By means of a published regulation, the importing nation makes the
Report of Findings issued by the inspection company a compulsory
document for supporting payment of imports and, in some cases,
clearance through customs.

00000

Although all PSI programs share the above characteristics, it is
important to note that all PSI programs are not the same. 3/ PSI programs
have been adapted to the specific needs of a nation resulting in several
distinguishing characteristics. Indonesia, for example, has a
customs-oriented program that, in addition to normal CISS requirements,
requires the inspection company to verify the customs code number as declared
by the exporter and the correct import duty tariff and sales tax. 4/ The
Mexican program is unique in that it applies only to selected imports that are

1/ *xxk,

2/ Agreement with **%* and agreement with Ecuador (par. 25).

3/ SGS also provides a service similar to CISS for exports called
"Comprehensive Export Supervision Service" (CESS). CESS has recently been
introduced in Ecuador, Indonesia, Paraguay, Bolivia, and Guatemala. The
stated purpose of CESS is to prevent the underdeclaration of exports thereby
ensuring that export levies are collected, to prevent the export of prohibited
or restricted goods, and to prevent the export of defective goods.

4/ For specific details on Indonesia's program, see ch. 3.
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purchased by the Mexican Government. Thus, its primary purpose is to control
the expenditure of public funds. 1/ In Venezuela, PSI procedures apply only
when an importer seeks to obtain preferential exchange rates when buying
foreign currency to pay for imports. The Venezuelan Government has no
contract with a particular inspection company but instead has licensed three
inspection companies to compete for business from importers. 2/

The inspection of a proposed shipment is generally bifurcated into the
quality/quantity physical inspection and the price verification procedure.
The physical inspection is conducted for every transaction and is essentially
an audit function to determine if the goods comply with the quantity and

quality specifications required by the buyer, as stipulated in the import
documentation. .

Physical inspections for chemicals vary in accordance with the type and
form of the product. Generally, the PSI contracts provide that quality
inspections are not required of pharmaceutical products, dyestuffs, paints,
branded crop protection chemicals and insecticides, special chemicals,
cosmetics, wines (other than in bulk) and spiritous liquor, and similar
goods. 3/ Chemicals that are exempted from quality inspections pursuant to
this provision make up about one-fourth of the dollar volume and more than
one-half of shipments of all chemicals that are exported from the United
States and subject to PSI. 4/ Although exempted from the quality inspection,
these products are still subject to the physical inspection to ensure they
comply with the quantity specifications.

The price-verification procedure is, according to submissions to the
Commission record and responses to the exporters’ questionnaire, the most
contentious aspect of the PSI process. Exporters argue that, based on the
inspection companies "subjective" standards, export prices can be rejected
even where there is no suggestion of overinvoicing or underinvoicing, hidden
fees, or other illegitimate activity. The price-verification procedure
involves determination by the inspection company of "prevailing export
price"--actually a range of prices--based on the inspection company’s
assessment of market prices. The price declared on the invoice is then
compared with the prevailing export market price to "form an independent
opinion on the foreign exchange outlay involved in the import of goods
described in the inspection order, and to establish whether the seller’s
invoice is, within reasonable limits, in line with the prevailing export
market price. The judgement on whether the foreign exchange outlay is
justified is done by means of comparison of the proposed contract with export
transactions for the same or similar goods from the country of origin of
supply." 5/

1/ For specific details of Mexico’s program, see ch. 3.

2/ For specific details of Venezuela's program, see ch. 3.

3/ SGS Control Services, "Pre-shipment inspections of chemicals by SGS
Control Services, Inc., in the United States," Apr. 24, 1987, p. 21. A
"special chemical" is defined as any chemical product not included under
cosmetics, dyestuffs, paints, crop protection chemicals or insecticides, and
not used in any pharmaceutical or medicinal preparations that is covered by a
brand name or confidential formula and is unique to a specific manufacturer.

4/ TIbid.

5/ SGS Control Services, Inc., "Price Comparisons for Pre-shipment
Inspection Programs," 1987, p. 2.
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Steps in the PSI process

The PSI process does not always function smoothly. Problems with PSI, as
reported by U.S. exporters, are discussed in chapters 2 and 3. This section
discusses the theorectical operation of a PSI program if all elements
functioned smoothly. Figure 1-1 shows the typical flow of documentation under
SGS implementation of a CISS program. Generally, PSI contracts specify that
‘the physical inspection must be performed within 7 to 10 days following
notification by exporter. After all other steps in the process are completed,
the Report of Findings should be issued within 3 working days after receipt of
all necessary final documents. As mentioned previously, procedures for Bureau
Veritas and Intertek are similiar. The steps are described below.

1. Notification of inspection

The exporter’s pro forma invoice, specifying f.o.b. value, freight,
insurance, and any other relevant charges, is used by the importer to obtain
an import license and authorization for foreign-exchange funds. This license
specifies that the import has been approved, subject to satisfactory
completion of the PSI.

Normally, the inspection company receives a copy of the import license,
foreign-exchange allocation license, letter of credit, or other written
advisory document, and this constitutes an instruction to inspect the shipment
on behalf of the contracting principal. 1/ The exporter may also initiate the
inspection by requesting that the inspection company inspect the shipment
before advisory documents are received from the importing nation. However,
because the Report of Findings requires the inclusion of reference numbers and
other details from the advisory document, the inspection company must receive
a copy of the advisory document before it can complete its report.

The inspection company forwards to the exporter a request for information
and documents to be supplied for the inspection. Typical documents that may be
requested include the following:

Seller’s offer

Buyer'’s order/indent

Seller’s sales note/confirmation of sale

Seller’s published standard conditions of sale

Sales contract

Manufacturer'’s technical specifications

-Analysis reports, work certificates

Seller’s pro forma invoice -

Purchasing agent’'s order placed on manufacturers in case of
commission agents

Supplier’s invoice to a buying agent charging commission

Agency contracts/representatives’ agreements:

Manufacturer’s published export pricelists

D0 Fh® A0 TP

= R

1/ The advisory document will include a reference number supplied by the
importing country, and will specify details of the quality, quantity, and price
of the goods, the name and address of the buyer and seller of record, and the
country of sale. Attached to the advisory document will be a copy of the pro
forma invoice and other supporting documents. 1-16
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Figure 1-1.--SGS Comprehensive Import Supervision Service Workflow Diagram,

Source: *¥%x
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Seller’'s published export pricelists

Published sales brochures/catalogs

Seller's declaration in respect of commissions payable
Buying agent agreement

Final invoice

Packing list

Title of tramsport/bill of lading/air waybill

nR.adg o

Preliminary price verification procedure

A preliminary price comparison begins when the inspection company receives
otice of the proposed shipment. The advisory document is used to determine the
eference date for which price comparison is undertaken. Within a certain range of
iscrepancy some price changes may be approved after the pro forma invoice date.
owever, as noted by Dr. Irene Meister, vice president, International American
aper Institute, "by freezing the acceptable price for a transaction as of the date
n which the pro forma invoice is presented, completely disregards the fact that
rices can and do change in the marketplace in the several months it usually takes
etween the pro forma invoice being accepted and final approval of the shipment.
ndeed, prices can move in a matter of days, either up or down." 1/

The inspection company identifies the range of prices (see details below) that
onstitute the prevailing export market price on the reference date and compares
he base export price (generally the f.o.b. price) of the goods with that range.
f the price is higher than the range, the seller is invited to submit further
nformation justifying the price. In the context of customs valuation, principally
nvolving exports to Indonesia, where invoice value is below prevailing export
larket price, the seller is not contacted to revise prices. Instead, the
nspection company reports its determination of what the dutiable value should be
nd the importer is responsible for paying the increased duty. Several guidelines
overn application of the price verification procedure:

a. The actual price comparison is made by comparing the invoice price to the
revailing export market range. This range may be determined by information from a
umber of sources including the following:

Market information directly available from commercial sources
Published market reports

Publications of trade associations

Government publications

Manufacturers/sellers pricelist

Terms and conditions of sale

Comparable current invoices/current sales contracts on seller files
Comparable current pricelists, or invoices from other relevant sources.

O O 00 0 0 0 O©

b. There is no specific formula used in performing price comparisons.

'he process depends on the product and various factors are taken into
onsideration such as market trends, type of seller (manufacturer,

1/ Testimony presented by Dr. Meister at Apr. 14, 1987, Hearing, Washington,
IC.
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distributor, trade, etc.), delivery time, quality, and quantity (including
quantity discounts).

c. Price comparisons for brand name goods is limited to a review of the
export prices prevailing for the particular branded good. For generic
products, the prevailing export market price is determined by reference to the
prices prevailing among different sellers of that particular product.

d. Although sellers may believe approval of their price is implicit in
the granting of an import license, prices shown in the foreign-exchange
license, letters of credit, or other advisory documents are as declared by the
importer and do not imply acceptance by the importing country. A copy of the
license (or equivalent advisory document) is therefore transmitted to the
inspection company for the express purpose of price comparisons. The issuance
of the Report of Findings reflects the inspection company’s final conclusion
as regards to acceptability of price.

e. The total price indicated in the advisory document is not an absolute
ceiling. Increases in price may be accepted if the reasons are fully
documented, the reasons are determined to be commercially justified, and the
excess remains within any limits set by the PSI country. The quantity of
goods indicated in the order, however, is considered an absolute ceiling,
subject only to increases that are within normal commercial tolerances.

f. Approval of a price above the prevailing export market price may be
justified based on the following factors:

o Delivery period

o Delivery conditions

o Whether price quoted is firm or subject to specified fluctuations

o Quality specifications

o Shipping/packing specifications

o Standard or special unit packing (type and size)

o Order size

o Current or obsolete product

o Currency fluctuations _

o Spot sales (these may command premiums or may render discounts,
depending on the market situation at time of sale)

o Seasonal influences

o Market factors relevant to the country of importation.

g. When the importing country has set limits on fees for certain
ancillary charges, the inspection company will not issue a Clean Report of
Findings to cover invoices that include ancillary charges that exceed such
limits. Examples of ancillary charges includes confirming commissions, buying
commissions, interest or other financing charges, transport insurance
premiums, and export credit guarantee premiums. A few PSI countries prohibit
buying commissions outright. The price comparison procedure is particularly
intended to establish an acceptable price net of ancillary charges.

h. Freight is viewed by the inspection companies as a price element that

lends itself to unjustified charges or commissions, and is particularly
scrutinized during the inspection process.

1-19



1-20
i. Generally, the following charges are disallowed by the inspection
ompanies: anticipated port demurrage charges at destinations; charges for
aftersale" services when these are already considered in the export price, or
hen it is the normal practice of the trade to invoice these separately; and
ncontracted documentary charges (including opening and confirming letters of
redit). Charges not allowed unless authorized by the importing nations
nclude interest for delayed payment transfers and uncontracted insurance
remiums that duplicate insurance provided by the importers.
j. According to the inspection companies, price comparison is never made
etween export prices prevailing in different countries unless the goods have
commercially recognized, internationally quoted world market price.
xamples of such products are cement and fertilizer.

Physical inspection

The exporter notifies the inspection company when and where the physical
nspection is to take place. Inspections are usually conducted just prior to
oading for export. On some items, inspectors may also be instructed to
itness loading. The inspector examines the goods to verify that they conform
o the import documents and may take samples for the purpose of analysis.
hotographs may be taken to record the external condition and marking of
hipments, or may be used to assist in identifying a product and applying the
elevant customs classification. Any discrepancies noted during the
nspection should be brought to the attention of the exporter for immediate
orrection. If necessary, a second inspection may be required to verify that
. discrepancy has been corrected. The inspector submits his report to the
ppropriate field office; the exporter is then notified of the results.

.. Submission of final documents

Following completion of the physical inspection and preliminary price
erification procedure, the exporter provides the inspection company with all
'inal documents required for shipment:

o Final invoice
o Packing list ‘
o A copy of the original air waybill or the bill of lading (B/L)

certified by the shipping company, or a nonnegotiable signed copy
may be submitted. '

. Final price comparison

The final price comparison procedure begins when the inspection company
ias received all the requested documentation. If no question remains
mnresolved from the preliminary price comparison, or after the physical
nspection, a Report of Findings can be issued.

1-20
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6. Issuance of Report of Findings

A Report of Findings is issued by the inspection company reflecting its
conclusions regarding price and compliance with quality and quantity
requirements. Since the Air Way bill or B/L is a required document, the
Report of Findings cannot be issued until after the goods are loaded for
transport. A Clean Report of Findings (CRF) is normally issued when the
inspection company has determined that the shipment is acceptable as to
quality, quantity, and price. A Non-negotiable Report of Findings (NNRF) is
issued when there are unresolved problems regarding the quality, quantity, or
price of a shipment. Unless a CRF is issued, authorities in the importing
nation will normally not release the foreign exchange to pay for the goods.
In some countries, imports are not allowed to clear customs without the CRF.
When an NNRF is issued, a seller may eventually succeed in obtaining payment
under these circumstances (e.g., through appeal to importing country
authorities), but it is unusual to do so.

Inspection Company Data on Preshipment Inspection of U.S. Exports

Tables 1-2 and 1-3 are based on information supplied by the three PSI
companies in response to a Commission questlonnalre for companies performing
inspections of U.S. exports in 1986.

The total f.o.b. value of U.S. exports inspected, by Standard
International Trade Classification (SITC) number, by company and by country or
region is reported in table 1-2. According to representatives of SGS, data by
individual country are not maintained in the United States, so that data are
provided by region only (this holds for subsequent tables also). Bureau
Veritas entries are estimates in this table. Over one-third of the value of
exports inspected is found to consist of machinery and transport equipment.
Nearly one-fifth consists of chemical and related products.

Although the inspection companies reported less than $3 billion in U.S.
exports inspected in 1986, Commerce Department data show that total U.S.
exports to countries requiring PSI totaled over $19 billion. A sample of
exporters .indicated that roughly one-half of the value of all shipments to the
26 countries were inspected.

As shown in table 1-3, less than 1 percent of shipments inspected failed
to receive a Clean Report of Findings. This is consistent with information
supplied by exporters responding to a Commission questionnaire for U.S.
exporters and producers. (See ch. 3 for detailed data from the exporters'’
questionnaire responses.)

The market shares computed in table 1-4 were derived from data supplied
in tables 1-2 and 1-3.

Data on 1986
revenues for the inspection companies were not available, so a conventional

measure of market share is not included here. 121
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Table 1-3.--Total shipments inspected, by inspection companies,
by countries or regions, 1986

Inspection Company , ’ Receiving Non-
and Country or Total Number of Receiving Clean ‘negotiable Report
- region shipments inspected Report of Findings of Findings
Percent Percent

SGS. ... i i kK *kk *kk
Asia and Africa..  *%x " Fokk. Fekek
Latin America and *kk ek *kk

Caribbean.

Intertek........... *kk sekk ‘ *kk
Nigeria.......... Fksk *kk *kk
Venezuela........ *kk %k Kdek

Bureau Veritas..... kkk ok dkk
Venezuela........ *hk ek Kk
Guinea............ dkk dekk Sk

Total......... *kek dekk , o

1/ **x

2/ *k%

Source: Compiled from data sﬁpplied by the 1nspection companies in response
to a Commission questionnaire.

Table 1-4.--Market shares, by companies, 1986

No. of countries Total value of ship- Total shipments

Inspection company served by each ments inspected. by inspected by
Region or country company each company each company
Percent , Percent
SGS. ... i, 23 *kk k%%
dekk ek
Intertek.......... 2 *kk *kk
. kK ' O kekk
Bureau Veritas.... 2 *kek . Kk
Kkt *kk
Total......... - *kk Hokk
Skok *kk

Source: Compiled from data supplied by the inspection companies in response
to a Commission questionnaire.
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Table 1-5 shows that all three inspection companies questioned invoice
ice more often than product quality. The inspection companies reported a
zable percentage of instances in which invoice price was questioned and in
ich the exporter, as a result, decreased the transaction price (see tables
5 and 1-6). This is in marked contrast to the much smaller percentages
dicated by the sample of exporters (see chapter 2). The inspection
mpanies report (table 1-6) that very rarely did an exporter cancel an order,

receive a Non-Negotiable Report of Findings, following a questioning of
ice by the inspection company. Transactions almost invariably proceeded,
though often at a reduced price.

As a percent of the value of inspected shipments, lost revenues as a
sult of price reductions reported by the sample of exporters were less than
e foreign exchange savings as a result of price reductions reported by
spection companies (table 1-7). Exporters claimed that lost revenues as a
are of total value of all shipments inspected was about 0.23 percent,
ereas the roughly $35 million difference between the final two columns in
ble 1-7 is about 1.22 percent of the total value of shipments reported
spected by the three companies. (The inspection companies dlso claim
gnificant further savings from "deterrence.")

ble 1-5.--Inspections in which the inspection company questioned either
quality/quantity or invoice price, by countries or regions, and by
inspection companies, 1986

ispection company Percent for which price Percent for which quality

untry or region was questioned was questioned

s 1/ ~ '

Africa 2/.............. *kk : *hk

Latin America and *kk *h%k
Caribbean.

itertek

Nigeria................ *kk *kk

Venezuela.............. *kk *kk

Yreau Veritas

Guinea................. F*kk *kk

Venezuela............. F*kk F*kk

ok

"ok

urce: Compiled from data supplied by the inspection companies in response
» a Commission questionnaire.
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