INDUSTRY
ThaDE &ND

TECHNOLOGY
e W IE WY

FFFFFFFFFFFFFFFFFF
ublicati



PREFACE

The Industry, Trade, and Technology Review (ITTR) is a quarterly staff publication of the
Office of Industries, U.S. International Trade Commission. The opinions and conclusions it
contains are those of the authors and do not necessarily reflect the views of the Commission
or of any individual Commissioner. The report is intended to provide analysis of important
issues and insights into the global position of U.S. industries, the technological
competitiveness of the United States, and implications of trade and policy developments.

Inquiries or comments on items appearing in this report may be made directly to the author,
or to:

4 Director of Industries
Industry, Trade, and Technology Review
U. S. International Trade Commission
500 E Street, SW
Washington, DC 20436
Fax: 202-205-3161

Requests for copies of the ITTR, or to be added to the mailing list, should be address to the
Office of the Secretary, U.S. International Trade Commission, 500 E Street SW, Washington,
DC 20436, or by fax: 202-205-2104

Quarterly Review Staff

Larry Brookhart
Robert Hughes

assisted by

Zema Tucker
Sharon Greenfield

Contributing Authors

Jozlyn Kalchthaler
Adam Topolansky
William Greene

Robert A. Rogowsky
Director of Operations

Vern Simpson
Director of Industries




March 1998
Industry, Trade, and Technology Review Cumulative Article Listing

Listing of Published Articles
SMarch 1995 - March 19982

March 1995

NAFTA update: Steady U.S. bilateral trade growth with Mexico faces mixed
prospects in 1995

New manufacturing processes for materials: Government policies and programs
towards commercialization

Globalization and growth herald new markets for passenger rail suppliers

Forces behind restructuring in U.S. apparel retailing and its effect on the
U.S. apparel industry

Steel in residential construction: A potentially significant developing market

May 1995

Section 22: Uruguay Round Agreement changes U.S. operation of agricultural
program

Telecommunication services: Bell companies act to join global network alliances

The information superhighway: Global implications from current test projects

Direct ironmaking: A case study in government and industry cooperation to
commercialize new manufacturing processes for materials

September 1995

Structural changes and competitive strategies of the U.S. footwear industry
in the 1990s
U.S./EU toy safety standards and the implications for APEC harmonization
Comparison of production-sharing operations in the Caribbean Basin
with those in Mexico and in selected East Asian countries
Free-trade zones: Global overview and future prospects

Decembér 1995

Financial services: An overview of the World Trade Organization’s negotiations

Sol-gel: Industry seeks to commercialize energy-saving technology for existing
and emerging markets

China’s evolving grain trade opens new marketing opportunities for U.S.
exporters

NAFTA update: Early signs confirm benefits

April 1996

Approaching the next frontier for trade in services: Liberalization of
international investment

The impact of Cubas’s new foreign investment law

The development of information technology in the Arab world

July 1996

Computer services: Examination of commitments scheduled under the General
Agreement on Trade in Services

The global positioning system advances toward universal acceptance

Reformulated gasoline program achieves smooth transition

i



March 1998
Cumulative Article Listing Industry, Trade, and Technology Review

Listing of Published Articles--Continued

October 1996

World textile and apparel trade: A new era
World shipbuilding and the status of the OECD Agreement to eliminate subsidies
Thin-slab casting/flat-rolling: New technology to benefit U.S. steel industry

January 1997

Basic telecommunication service negotiations in the World Trade
Organization: Impetus, offers, and prospects

U.S. film industry: How mergers and acquisitions are reshaping distribution
patterns worldwide

Global competitiveness and organized labor: The case of Caterpillar Inc. and
the United Auto Workers Union

Evolution of the U.S.-Japanese semiconductor trade regime

April 1997

Liberalization of the Mexican telecommunication sector
Use of magnesium castings in automobiles rises, but challenges remain
U.S. trade in intangible intellectual property: Royalties and licensing fees

July 1997

Mobile satellite services

India’s steel industry emerging as a competitive global player

Textiles and apparel: India’s integration into the world economy and
opportunities for U.S. firms

October 1997

The Uruguay Round elimination of duties on pharmaceuticals: Developments
in the 2 years since implementation

Alternative materials in the U.S. automotive industry promote development of
joining and bonding technology

Electronic trade transforms delivery of audiovisual services

JANUARY 1998

Free trade in information technology goods

Factors affecting the commercialization of new manufacturing processes
for materials

Thermoplastic elastomers in the auto industry: Increasing use and the potential
implications

MARCH 1998

Textiles and apparel: New U.S. trade program likely to spur imports from
Israel and Jordan

The assembly industry in Hungary: Favorable business climate creates new
opportunities for U.S. industries

Indian market reforms attract U.S. investment and trade in capital goods
and equipment

i



March 1998
Industry, Trade, and Technology Review Contents

CONTENTS

Page

Textiles and apparel: New U.S. trade program likely to spur

imports from Israeland Jordan .............................. .. 1
(@) /8 o (o3 22 ¢ 11+ P 3
Irbid QIZ . ..ot e [P 4
U.S. imports of textiles and apparel from Israeland Jordan ....................... 6
L 10 [T )< 7

The assembly industry in Hungary: Favorable business

climate creates new opportunities for U.S. industries ..... 9
The role of Hungary in EUtrade .............coiriniinineiienneinanennannnn. 12
The assembly industryin Hungary .......... ...ttt iienannns 14
Company profiles .. ........cuiiiniiitiiiii i it i e et 16

Ford Motor Company's AlbaPlant ............ ... oottt 16
LorangerIpari Kft ........ ... i it 17
GM-Opel/General Motors Hungary .......... ...ttt 17
Audi Hungaria Motor kft./Volkswagen-Audi ...................coiiiiinn.. 18
IBM storage products Kft. ........ ..o 18
IR3 Video International Kft ...........couutiiireineeenieeninennnnennnnns 19
Outlook ..... S 19

Indian market reforms attract U.S. investment and

trade in capital goods and equipment ......................... 21
Emergence of market policyreforms ............. ... .o it 22
Currenttrade barriers ......... ...ttt i i i i i 27
U.S. exports and investment flows ........... ... ool 31
[ 11 13 oo 33

iii



: March 1998
Contents Industry, Trade, and Technology Review

CONTENTS--Continued

Page
Appendix A: Key performance indicators of selected
industries ......................... 35
Steel:
Figure A-1 Steel industry: Profitability by strategic group, producer price
index forsteel products ........... ... i e 36
Table A-1 Steel mill products,allgrades ...................coiiiiiia.... 36
Table A-2 Steelservicecenters .............ccoiiiiiiiiiiiiniinnneann. 37
Figure A-2 Steel mill products, all grades: Selected industry conditions ........ 37
Automobiles:
Figure A-3 U.S. sales of new passenger automobiles, by quarter ............... 38
Table A-3 U.S. sales of new automobiles, domestic and imported,
and share of U.S. market accounted for by sales of total imports
and Japanese imports, by specified periods, Jan. 1996-Dec. 1997 ............. 38
Aluminum:
Figure A-4 Aluminum: Selected U.S. industry conditions .................... 39
Figure A-5 Aluminum: Price and inventorylevels ......................... 39
Flat glass:
Figure A-6 Average monthly Japanese imports of flat glass, by quantity,
from the United States and all other countries, 1994-97 ... .................. 40
Services:
Figure A-7 Balances on U.S. service trade accounts, fourth quarter 1996
through third quarter 1997 . . .. ... .. i 41
Figure A-8 Surpluses on cross-border U.S. service transactions
with selected trading partners, by quarter, 1996-97 ........................ 41

iv



March 1998
Industry, Trade, and Technology Review Qualifying Industrial Zones

Textiles and Apparel: New U.S. Trade
Program Likely to Spur Imports from Israel
and Jordan

Jozlyn Kalchthaler
(202) 205-3457
jkalchthale@usitc.gov

U.S. legislation enacted in October 1996 restored tariff preferences

previously granted to imports of products made in the West Bank and Gaza
Strip, and provided for the establishment of “qualifying industrial zones”
(QIZs) in Israel and Egypt or Israel and Jordan from which goods can

enter the United States free of duty. The trade benefits are intended to

create economic opportunities for the Palestinian people in the West Bank
and Gaza Strip and to promote economic cooperation among Israel,

Jordan, Egypt, and the Palestinian Authority." In November 1997, Israel
and Jordan agreed on the establishment of a QIZ in Irbid, Jordan for the

purpose of jointly producing goods for export to the United States free of
duty. In March 1998, the United States Trade Representative designated the

Irbid industrial park as the first QIZ, stating that “the road to a secure and
lasting peace in the Middle East will require greater economic

cooperation.” Among the items likely to be exported from the Irbid QIZ to

the United States are textiles and apparel, which already are a major source

of economic activity in the Irbid QIZ. This article examines the QIZ
program, U.S. textile and apparel trade with Israel and Jordan, and the

potential for changes in patterns of such trade in the region as a result of
the QIZ.

The United States entered into its only free-trade arrangement outside of North America in
1985, with the signing of the United States-Israel Free-Trade Area Agreement. Under this
free-trade agreement (FTA), the United States and Israel phased out all tariffs on bilateral
trade in industrial goods by 1995. The United States also accorded the FTA tariff preferences
to the West Bank and Gaza Strip, which came under Israeli control following the June 1967
conflict. Goods made in the West Bank and Gaza Strip and entered into the United States had
to be marked as products of Israel.

The United States recently changed its country-of-origin marking rules for goods from the
West Bank and Gaza Strip, chiefly in view of such developments as the adoption by Israel and
the Palestinian Liberation Organization of the 1993 Declaration of Principles on Interim Self-

! Statement by the White House Press Secretary, “Free Trade Area Extended to West Bank and
Gaza Strip,” Oct. 3, 1996, found at Internet address http://www library.whitehouse.gov/cgi-
bin/web, retrieved Jan. 13, 1998.

2 Office of the United States Trade Representative, “U.S. Trade Representative Charlene
Barshefsky Designates Duty-Free Zone in Jordan and Israel,” press release 98-22, Mar. 6, 1998.
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Government Arrangements, under which Israel transferred certain powers and responsibilities
to the Palestinian Authority. On the basis of advice from the U.S. Department of State
regarding the administration of country-of-origin marking rules, the U.S. Customs Service
announced in November 1994 that imports of goods made in the West Bank and Gaza Strip
may be marked as products of such an origin, or be marked as products of Israel.
Subsequently, as of April 1995, the U.S. Customs Service determined that such goods were
to be marked as products of the West Bank and Gaza Strip, and not as products of Israel.?

The U.S. Customs arrangements, and the separation of the West Bank and Gaza Strip from
Israel meant that U.S. imports of goods made in the West Bank and Gaza Strip no longer
qualified for FTA tariff preferences as products of Israel and were subject to normal “most-
favored-nation” tariff rates.*

At the Blair House meetings in February 1995, involving the United States, Egypt, Israel,
Jordan, and the Palestinian Authority, President Clinton announced that duty-free treatment
for goods of the West Bank and Gaza Strip was a major part of administration efforts to spur
the Palestinian economy and an essential element of U.S. support for the Middle East peace
process.” In the meantime, the Clinton administration worked with Congress to pass
legislation enacting the proposed trade benefits. In April 1995 the United States granted duty-
free treatment under the Generalized System of Preferences to a limited range of articles from
the West Bank and Gaza Strip. At the Blair House meetings, the President also supported the
concept of duty-free treatment for goods made in special manufacturing zones along the
borders of Israel and Egypt or Israel and Jordan. Egypt and Jordan were among the few Arab
countries to abandon the Arab League boycott of Israel, which had been in effect since 1951.
In 1979, Egypt abandoned the boycott when it signed the Camp David Accords. And in
1994, Israel and Jordan signed a declaration of ending the state of war between the two
countries and promising to negotiate an end to all economic boycotts.

In October 1996, U.S. legislation to implement the U.S.-Israel FTA (1985 FTA Act®) was
amended to give the President authority to proclaim duty-free treatment for imported goods
made in the West Bank and Gaza Strip, and in QIZs along the border of Israel with Egypt and
Jordan.” The President subsequently issued Proclamation No. 6955 to provide for such duty-
free treatment and to delegate to the United States Trade Representative (USTR) the authority
to designate an area as a QIZ.* On November 21, 1996, products from the West Bank and

3 U.S. Department of the Treasury, Customs Service, “Country of Origin Marking of Products
from the West Bank and Gaza,” Federal Register, Apr. 6, 1995, p. 17607 (60 F.R. 17607) and
Mar. 14, 1997, p. 12269 (62 F.R. 12269).

4U.S. Senate, Committee on Finance, “Extension of Free Trade Benefits to the West Bank and
Gaza Strip; OECD Shipbuilding Agreement Act; and Reauthorization of the Generalized System
of Preferences Program,” S. Rept. 104-270, LEGI-SLATE report for the 104th Cong., Dec. 18,
1997.

3 U.S. Department of State telegram No. 247206, “West Bank/Gaza Duty-Free Status:
Background Information and Q’s and A’s,” Washington, DC, Dec. 3, 1996.

¢ The United States-Israel Free Trade Area Implementation Act, Public Law 99-47, approved
June 11, 1985, 19 U.S.C. 2112.

7 Public Law 104-234, approved October 2, 1996.

® President, Proclamation 6955 of November 13, 1996, “To Provide Duty-Free Treatment to
Products of the West Bank and the Gaza Strip and Qualifying Industrial Zones,” published in the
Federal Register of November 18, 1996 (61 F.R. 58759).
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Gaza Strip became eligible for duty-free entry. In addition, the United States received
assurances from the Palestinian Authority of reciprocal duty-free treatment of U.S. goods
entering the West Bank and Gaza Strip.’

The USTR, Ambassador Charlene Barshefsky, received a joint letter dated June 29, 1997,
from the Israeli Minister of Industry and Trade, Natan Sharansky, and the Jordanian Minister
of Industry and Trade, Hani Mulki, requesting that an industrial park in Irbid, Jordan, be
designated a QIZ. In separate letters to the Israeli and Jordanian officials, USTR described
the type of documentation and additional information needed for QIZ designation.’® On
November 16, 1997, during the Middle East and North Africa Economic Conference held in
Doha, Qatar, both Israel and Jordan signed an agreement creating the Irbid QIZ. Following
implementation of the agreement by the governments of both countries pursuant to their
domestic legal procedures, the USTR designated the industrial park in Irbid as a QIZ from
which goods can now enter the United States free of duty, effective March 13, 1998."

QIZ Program"

The new section 9 of the 1985 FTA Act defines a QIZ as an area that (1) encompasses
portions of the territory of Israel and Jordan or Israel and Egypt, (2) has been designated by
local authorities as an enclave where merchandise may enter without payment of duty or
excise taxes, and (3) has been specified by the President as a QIZ." Although a QIZ must
encompass territory in both participating countries, the zones do not need to be contiguous.
The size of the zone in each country is not determinative but there must be some economic
activity present in both zones. Each participating country must formally designate its
respective zone as an “enclave where merchandise may enter without payment of duty or
excise taxes,” whereby duty-free status must be given not only to articles of the other country
but to articles of all countries. ‘

Under criteria developed by USTR for use in determining whether to designate an area as a
QIZ, the participating governments must submit a written request, either jointly or separately,
to USTR specifying the identified zones as a QIZ. The request must set out the--

1. Geographic boundaries of the zones;

2. General description of economic activity within the zone, including
requirements for Jordanian and Israeli investment and content to qualify for
duty-free treatment into the United States;

? Office of the United States Trade Representative, 1998 Trade Policy Agenda and 1997
Annual Report (Washington, DC: U.S. Government Printing Office, 1998), p. 211.

19U.S. Department of State telegram No. 141773, “Letters to Jordan and Israel on Qualifying
Industrial Zones,” Washington, DC, July 30, 1997.

! Office of the United States Trade Representative, “United States-Israel Free Trade Area
Implementation Act Designation of Qualifying Industrial Zone,” Federal Register, Mar. 13, 1998,
p. 12572 (63 F.R. 12572).

12 Information in this section is from U.S. Department of State telegram No. 141773, “Letters to
Jordan and Israel on Qualifying Industrial Zones,” Washington, DC, July 30, 1997.

13 To date, Israel and Egypt have not proposed any special manufacturing zones as QIZs.
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3. Identification of the zones as duty-free zones for articles of the other country;

4. Agreement that articles processed in the zones are subject to the rules of
origin for textiles and apparel set out in section 334 of the Uruguay Round
Agreements Act (19 U.S.C. 3592); and

5. Assurance of customs cooperation.

Once an area is designated by USTR as a QIZ, U.S. imports of articles made in the QIZ enjoy
duty-free treatment if they meet the rules of origin set out in the 1985 FTA Act (see text box).
In general, the goods must be produced in and imported directly from the QIZ, and the value
added in the QIZ must be no less than 35 percent of the total value of the article.

Rules of origin for U.S. imports of products from QIZs

1. The article must be wholly the growth, product, or
manufacture of a QIZ or, if it contains foreign
materials, must be substantially transformed into a
new or different article of commerce in a QIZ;

2. The article must be imported directly from a QIZ; and

3. Atleast 35 percent of the total value of the article must
consist of the cost or vaiue of the materials produced
in the QIZ plus the direct costs of processing
operations performed in the QIZ (up to 15 percent of
the total value of the article from U.S.-made materials
may count toward the 35-percent requirement).

Source: Section 9 of the United States-Israel Free-Trade
Area Implementation Act (19 U.S.C. 2112).

For textiles and apparel made in the QIZ, origin will be determined solely on the basis of the
rules of origin established for such goods in section 334 of the Uruguay Round Agreements
Act. The section 334 rules went into effect in July 1996, and apply to textiles and apparel
from all countries except Israel, which is still subject to the pre-July 1996 rules in effect at the
time of the FTA inception in 1985. The new rules affect goods subject to manufacturing and
processing operations in, or containing components from, more than one country. For apparel
assembled in one country from parts cut to shape in another, the rules generally confer origin
on the country where the assembly occurs, rather than the country where the cutting took
place, as is the case under the FTA rules of origin for Israel. Hence, for apparel assembled
in the Irbid QIZ from parts made in Israel, the section 334 rules would generally confer origin
on Jordan.

Irbid QIZ

As required by U.S. law, the Irbid QIZ has two territorial components. In Israel, an Israeli
Customs Station at the Sheikh Hussein Bridge between Israel and Jordan will be part of the
zone and will monitor the flow of inputs from Israel to the industrial park in Irbid. In Jordan,
the zone is centered in the Prince Hassan Industrial Estate in Irbid. In addition, the QIZ
agreement signed by Israel and Jordan in November 1997, calls for the creation of a joint
committee to identify businesses in the Irbid zone that involve substantial economic
cooperation between Israel and Jordan. Textiles and apparel processed in the zone by such
joint ventures will be eligible for duty-free entry into the United States if they meet the section
334 rules of origin.
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The Irbid zone consists of modern factories owned by the Century Investment Group (CIG),
a Jordan-based firm founded in 1995. The eight joint ventures between CIG and Israeli
investors in the zone employ more than 600 workers in the production of such goods as
apparel and gold jewelry for export. As a result of the QIZ designation, six new joint
ventures are expected to begin operations soon, reportedly producing apparel, aluminum cans,
alkaline batteries, printed circuit boards, software, and kitchen products for export. One
investment contingent upon the QIZ designation is a joint venture between CIG and a leading
Israeli apparel firm to produce men’s tailored clothing for export to the United States; the
Israeli firm plans to employ as many as 800 workers in the Irbid zone assembling tailored
clothing from Israeli fabrics and accessories.* In response to rising demand for space in the
Irbid QIZ, which has already reached its capacity, the Jordanian Industrial Estates Corporation
in January 1998 floated a tender to expand the estate by 50 percent.”

CIG expects that the QIZ designation will attract new Israeli investment in the zone; current
investment reportedly totals about $20 million and is expected to reach about $100 million
in the near future. New investment will likely be in labor-intensive industries, especially the
textile and apparel sector, which is a major source of economic activity for Israel and Jordan.
The latest available data show that the textile and apparel sector accounted for about 9 percent
of Israel’s industrial output and 16 percent of its industrial work force in 1996 and for 20
percent of Jordan’s industrial work force and about 10 percent of its nontraditional exports
in the early 1990s.'

Since the normalization of relations between Israel and Jordan, a number of Israeli textile and
apparel firms, faced with rising foreign competition, have moved sewing operations there in
an effort to reduce production costs. Reportedly the capital city of Amman alone has more
than 10 textile and apparel joint ventures between Israeli and Jordanian firms.”” Wage rates
in Israel average more than $8 an hour compared with less than $1 an hour in Jordan. Asa
result, the cost of sewing garments in Jordan reportedly is about 30 to 40 percent less than that
in Israel, reducing the total cost of garment production for Israeli firms by about 15 percent.®

Officials of several factories in Jordan assembling garments for Israeli firms have expressed
interest in acquiring QIZ status.”” Although these plants are not as sophisticated as the
modern, CIG-owned factories in the Irbid QIZ, managers report that the expertise of their

14 U.S. Department of State telegram No. 004872, “Polgat Seeks ‘Qualified Industrial Estate’
Status for Industrial Park in Irbid, Jordan,” prepared by U.S. Embassy, Tel Aviv, Mar. 25, 1997.

15 U.S. Department of State telegram No. 001859, “Jordanian Firms Seek QIZ Status,”
prepared by U.S. Embassy, Amman, Mar. 3, 1998.

16 Data for Israel are from L’Observatoire Europeen du Textile et de L’Habillement (OETH),
Quarterly Bulletin: Textiles and Clothing (Brussels: OETH, Dec. 1996), vol. V, No. 4/1996, p. 70,
and data for Jordan are from U.S. Department of State telegram No. 002313, “International Market
Insight - An Overview of Jordan’s Clothing, Textile, Leather, and Footwear Sector,” prepared by
U.S. Embassy, Amman, Feb. 27, 1994.

17 “Jordanians, Israelis Increase Joint Ventures to Promote Peace,” NewsEDGE, Sept. 9, 1996.

18 L’ Observatoire Europeen Du Textile Et De L’Habillement (OETH), Quarterly Bulletin:
Textiles and Clothing (Brussels: OETH, Dec. 1996); vol. V, No.4/1996, p. 70.

19 Information in paragraph is from U.S. Department of State telegram No. 001859, “Jordanian
Firms Seek QIZ Status,” prepared by U.S. Embassy, Amman, Mar. 3, 1998
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foreign partners will help them overcome technical QIZ-related challenges such as adhering
to complex rules of origin, and ensuring that duty-free inputs do not enter the local market.
These plants are examples of Israeli-Jordanian cooperation and produce export-quality goods.
Acquiring QIZ status would likely allow them to expand production, create jobs, attract
investment, and increase Jordan’s exports to Israel as well as the United States.

U.S. Imports of Textiles and Apparel from Israel
and Jordan

The FTA has helped Israel to expand its textile and apparel exports to the United States by
eliminating tariffs and quotas on its shipments. U.S. imports of such goods from Israel have
increased by slightly more than sixfold since the FTA’s inception in 1985 to $408 million in
1997, although they accounted for less than 1 percent of total U.S. textile and apparel imports
of $54 billion. In more recent years, however, the Israeli shipments have slowed
considerably, both absolutely and as a percentage of total U.S. imports from Israel, partly
reflecting the ongoing global shift in U.S. textile and apparel trade to countries in the Western
Hemisphere benefiting from preferential access to the U.S. market, namely Mexico, the
Caribbean Basin countries, and Canada. From 1993 to 1997, Israeli shipments to the United
States were up by 34 percent (table 1), compared with a gain of 50 percent in overall U.S.
textile and apparel imports. The relative importance of textiles and apparel in Israel’s overall
exports to the United States declined from a recent high of 7.3 percent in 1995 to 5.6 percent
in 1997. Apparel accounted for 70 percent of U.S. textile and apparel imports from Israel in

1997.
Table 1
U.S. general imports of textiles and apparel from Israel and Jordan,
1993-97
(Million dollars)
Country 1993 1994 1995 1996 1997
Israel ............... 303.9 368.9 417.7 402.1 408.2
Apparel ........... 2109 268.7 305.6 297.6 286.2
Textiles ........... 93.0 100.2 112.1 104.5 122.0
Jordan .............. 13.7 20.2 16.4 121 3.7
Apparel ........... 121 18.6 15.0 10.3 29
Textiles ........... 1.6 1.6 1.4 1.8 .8
Source: Compiled from official statistics of the U.S. Department of Commerce,
Office of Textiles and Apparel, Major Shippers Report (CD-ROM).

Jordan is a very small supplier of textiles and apparel to the United States, although these
products had accounted for the vast majority of overall Jordanian exports to the U.S. market
during the early 1990s. U.S. textile and apparel imports from Jordan peaked at $20.2 million
in 1994 before falling to $3.7 million in 1997. Textiles and apparel had accounted for as
much as 73 percent of Jordan’s merchandise exports to the United States as recently as 1993,
but their share fell to just 15 percent in 1996 and 25 percent in 1997. U.S. textile and apparel
imports from Jordan, like Israel, enter free of quota; however, imports from Jordan ( absent
a QIZ) are still subject to duty, which averaged 16 percent for its apparel shipments in 1997.
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Outlook

A small but probably growing part of U.S. textile and apparel imports from Israel consist of
garments assembled in Jordan from parts cut to shape in Israel. As noted earlier, U.S. imports
of apparel from Israel need only be cut into garment parts in Israel for the article to be a
product of Israel under the 1985 FTA. The factories in Jordan, in cooperation with Israeli
firms, assemble garments from Israeli fabric and then truck the finished goods back to Israel
via the Sheikh Hussein Bridge for sale in Israel, Europe, or for export to the United States
under a “Made in Israel” label.”°

The QIZ designation for the Irbid industrial park will likely help both participating countries
improve their ability to compete in the global textile and apparel market. Israel will gain
access to competitively priced labor in Jordan while Jordan likely will gain greater access to
Israeli capital, technical and marketing know-how, and unfettered access to the U.S. market.
The QIZ designation is expected to generate as many as 1,500 new jobs in the area during the
next few years.! In addition, investors in the United States, India, Morocco, Malaysia, and
Germany have expressed interest in QIZs in Jordan.

Although the competitive advantage of Israel and Jordan will diminish somewhat after the
WTO Agreement on Textiles and Clothing phases out the Multifiber Arrangement system of
quotas by January 1, 2005, Israel and Jordan will still retain a significant duty advantage.
Although U.S. textile and apparel imports under the FTA and the QIZ program will enter free
of duty, U.S. rates of duty for apparel from countries without preferential access to the U.S.
market average about 18 percent ad valorem. Moreover, the expected increase in U.S. textile
and apparel imports from the Irbid QIZ will likely replace those from Israel. Given that Israel
and Jordan together account for less than 1 percent of total U.S. textile and apparel imports,
the impact on the U.S. textile and apparel sector is likely to be small.

The Irbid QIZ is expected to compete directly with the fledgling industry in the West Bank
and Gaza Strip producing textiles and apparel for export. U.S. textile and apparel imports
from the territorial areas are negligible, totaling less than $2,000 during 1995-97. The
industry is a major source of manufacturing activity for the Palestinians, accounting for 30
percent of the industrial work force in the West Bank. In the Gaza Strip, the industry,
consisting mostly of piecework destined for Israeli firms, accounted for 38 percent of the total
value of its exports.”> The Palestinians have expressed concern that their textile and apparel
industry will lose business and Israeli investment to the Irbid QIZ, because Palestinian wages,
which are lower than standard Israeli wages, averaging $7.74 an hour in the industrial sector
in 1996, are nevertheless still much higher than average hourly wage rates of less than $1 in
Jordan.

2 U.S. Department of State telegram No. 001859,, “Jordanian Firms Seek QIZ Status,”
prepared by U.S. Embassy, Amman, Mar. 3, 1998.

21 U.S. Department of State telegram No. 003880, “MEPP: Doha Economic Conference--
Overview of the Secretary’s Participation,” Washington, DC, Jan. 9, 1998

2 U.S. Department of State telegram No. 018128, “Good News in Gaza: Industrial Sector,
While Still Tiny, Shows Healthy Growth,” prepared by U.S. Embassy, Tel Aviv, Nov. 21, 1995.
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The Irbid QIZ will likely serve as a model for the development of other free-trade zones along
Israel’s borders with Jordan and also Egypt. Some trade analysts believe that CIG’s
performance in the Irbid QIZ will determine prospects for future joint ventures between Israel
and Jordan and will help ascertain whether a QIZ offers sufficient economic incentive for
Israeli investors to expand investments in Jordan. Although trade flows between the two
countries under the QIZ will likely be limited at first, trade analysts believe that success on
a small scale will create incentives for success and cooperation on a larger scale. The QIZ
may, therefore, be considered a significant stepping stone towards free trade between Israel
and Jordan. If successful, this initiative should enable further economic integration and
growth that will tend to strengthen political and economic relations among countries in the
region.m
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The Assembly Industry in Hungary:
Favorable Business Climate Creates New

Oppor tunities for U.S. Industries!

Adam Topolansky
(202) 205-3394
Topolansky@usitc.gov

Foreign assembly has become a global phenomenon during the past decade,
particularly in Latin America and the Caribbean, Southeast Asia, and
Central and Eastern Europe. Assembly in countries with low labor costs
enables U.S. industries to better compete in foreign markets as well as in
domestic markets. Business leaders and economists now predict that
Hungary may become a hotbed for new investment in Central Europe (CE)
by the turn of the century. Hungary has quickly emerged as a leading
location for new investment by U.S.- and EU-based companies since the CE
transition to market-based economies. This article examines how various
Jactors promote or impede EU and U.S. production sharing operations in
CE; highlights the role of Hungary in EU trade; profiles the assembly
industry in Hungary; and provides specific examples of U.S. and EU
companies that have become active participants in the assembly industry in
Hungary.

U.S. and European Union (EU)-based companies forge economic ties and business
relationships in Central Europe (CE)” for reasons that include the search for new markets, the
attempt to secure competitive production and assembly through lower labor costs, and the
need to enhance price competitiveness in the global marketplace. Production-sharing trade
between the EU and the three leading CE trading partners (the Czech Republic, Hungary, and
Poland) has been structured in ways that are similar to U.S. assembly in Mexico.

! This article is based on fieldwork conducted by USITC staff in Hungary during July-Aug.
1997, including interviews with Hungarian officials and representatives of private firms engaged in
assembly operations.

2 For purposes of this discussion, Central Europe is defined as the original founding members of
the Visegrad countries (Czech Republic, Hungary, Poland, and Slovakia), as well as Croatia and
Slovenia. Although Romania and Bulgaria have expressed an interest to be included in this
geographical conglomerate, they are frequently regarded as part of Eastern Europe, a region that
also includes the ex-Soviet republics flanking the east-Carpathian mountains.
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EU customs law has an “outward processing trade” (OPT) tariff provision,> which is
comparable to production-sharing provisions (PSP) of HTS Chapter 98. The value of the EU-
origin content in imported articles is exempt from duty, provided that record-keeping
requirements are complied with and all necessary permits are obtained prior to exporting the
EU-origin materials to be processed. The EU, however, has many preferential tariff
arrangements that minimize the incentive to import under OPT.* As a result, apparel and
other textile products account for the bulk of EU imports under OPT from CE; most
production sharing between the EU and CE in the motor vehicles and parts, electronic
products, and machinery sectors is free of duty and is not reported under OPT.> Moreover,
the ratio of EU OPT imports to total EU imports was approximately 2 percent in 1996,
whereas U.S. imports under the PSP of HT:S Chapter 98 accounted for roughly 10 percent of
total U.S. imports.

Hungary quickly emerged as a leading location for U.S.- and EU-based companies for new
investment during the CE transition to market-based economies beginning in 1989. During
1989-96, Western companies invested $16.5 billion in Hungary, making it by far the leading
recipient of foreign direct investment in the ex-Warsaw Pact region, attracting over one-third
of total foreign direct investment in Central and Eastern Europe (including the former Soviet
Union) since 1989 (figure 1). U.S. companies accounted for $4.5 billion (27 percent) of the
investment in Hungary.® EU and U.S. firms have chosen Hungary as a manufacturing and
distribution center because of Hungary’s central location to supply all of Europe, low labor
costs, skilled labor, good educational and training facilities, evolving transportation and
financial infrastructures, and the clustering of high-technology companies to service the
region.

Good highway and rail connections to Germany through Austria have been particularly
important in boosting the flow of investment into Western Hungary, making the Vienna-
Budapest highway an assembly corridor. Industrial parks operating as free-trade zones has
been established along the route, attracting maquiladora-type assembly operations. These
transportation networks and proximity make it feasible to import materials and components

* "Qutward processing relief arrangements” allow EU goods to be temporarily exported from
the customs territory of the EU for the purpose of processing operations. Products resulting from
such production-sharing activities may be granted partial relief from duties upon importation into
the EU. The types of operations that may benefit from EU production-sharing provisions include
the working (including fitting or assembly or adaptation to other uses), processing, and repair of
goods. By contrast, U.S. production-sharing provisions are applicable only to goods that have
been assembled or metal that has been processed.

4 Shortly after pro-Soviet communist leadership was removed from power in Central and
Eastern Europe, the EU signed trade agreements with most of these nations permitting duty-free
access to the EU market for a wide range of articles. Most agricultural, steel, and textile products
were exempted from this preferential tariff arrangement.

’ Hungary has been an associate member of the EU since 1994. The Association Agreement,
which came into effect in February 1994, provided for an asymmetrical liberalization of trade over
the next 5 years. At the Copenhagen summit conference in 1994, further EU concessions were
announced which exempted over 90 industrial products from customs duties and quotas beginning
Jan. 1, 1995 (2 years before it would have been officially required by the Association Agreement).

6 USITC staff interview with officials of the U.S. Commercial Service, Budapest, Hungary,
July 8, 1997.
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Figure 1
Accumulated investment in Hungary 1989-96, by source country

(Percentage)
Total $16.5 blllion

United States
27

Germany
26

Austria
8 All other

17

France

8 Japan
Netherlands Italy 3

6 5

Source: Estimated by USITC staff from data obtained from the International Trade Development Agency, Budapest,
Hungary and the Embassy of the Republic of Hungary, Washington, DC.

from Western Europe and to re-export finished goods to leading customers in Austria and
Germany.

Products manufactured at least in part by foreign-owned companies are estimated to have
accounted for nearly 70 percent of Hungary’s total exports in 1996.” Although trade
preference programs with the EU and liberalized EU customs laws continue to reduce the
incentive to use these provisions, the OPT, or “contract work,”® sector in Hungary is an
important and growing source of export earnings and employment for the country, accounting
for roughly 27 percent of Hungary’s total exports in 1996.°

During 1993-96, Hungary accounted for an average of 10 percent of total EU OPT imports
and it contributed about 20 percent of EU OPT imports from the region defined as Central
Europe. Poland was the largest source of EU OPT imports, contributing 40 percent of all

7 U.S. Department of State, U.S. Embassy, Budapest, 1998 Country Commercial Guide:
Hungary, prepared by U.S. Embassy, Budapest, p. 4.

8 Assembly in Hungary is called “bermunka,” or in literal translation “contract work.”
Hungarian literature typically describes assembly and/or production-sharing type activities as
contract work. -

® KOPINT-DATORG, Guide to Hungarian Exporters and Subcontractors, 1997, p. 8.
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such imports from CE countries. The Czech Republic accounted for an average of 19 percent
of total EU OPT imports from Central Europe during the period.”” KOPINT-DATORG, a
leading Hungarian source for international trade statistics, estimated that the export value of
contract or assembly activities from Hungary amounted to $3.5 billion in 1996. Only about
one-third ($1.3 billion) of those activities was reported under the EU OPT program in 1995.

The Role of Hungary in EU Trade

The importance of Hungary for EU and U.S. companies lies in the country’s geographic
location at the crossroads of Central and Eastern Europe, its flexible and longstanding
adherence to western economic standards," its historic role as a banking and financial center
in Central Europe (particularly Budapest), a relatively skilled and well educated work force,
and its commitment to privatization, modernization, and investment. Hungary also has a good
reputation for strict adherence to debt repayment schedules."

Many U.S. and EU firms forged business relationships in Hungary after the transition to a
market economy began in 1989, establishing either a manufacturing or distribution presence
in Hungary to serve surrounding markets in the region. The new wave of investors included
firms such as Audi, Ford, General Electric, General Motors (Opel), Levi Strauss, Merck
Sharp & Dohme, Microsoft, Nabisco, Oracle, Packard Bell, Pepsi Cola International, Philips,
Siemens, Uniléver, and United Technologies.”

Since 1989, the Government of Hungary has made significant strides to ease the regulatory
burden, to reduce trade barriers, and to curb duty rates. Ata WTO meeting in Singapore in
December 1996, the Hungarian minister of trade reiterated Hungary’s intention to decrease
average import duty rates from 13 percent to 8 percent. However, Hungarian officials
confirmed that they have no intention to take part in an accelerated phasing out of duties and
added that, at this time, Hungary was not interested in joining the group that aims to phase
out duties on information technology and telecommunication products.'

1% Compiled by USITC staff from Eurostat trade statistics.

' The Hungarian Government broke ranks with Soviet-style economic management principles
as early as 1968, when the country embarked on a major reform, called the “New Economic
Mechanism.” The essence of the reform was to incorporate market principles and introduce
production incentives in the management of state-owned enterprises and to allow private
ownership for small- to-medium-sized businesses.

12 U.S. Department of State, 1998 Country Commercial Guide: Hungary, p. 6.

3 General Motors and Ford Motor Co. expanded their manufacturing operations in Europe
during the past decade. GM assembles cars in Germany, Spain, the Czech Republic, and Hungary,
while Ford has manufacturing locations in the United Kingdom, Belgium, Germany, and Spain.
GM and Ford have benefitted from the Association Agreement between Hungary and the EU,
which provides for the staged elimination of Hungary’s 43 percent rate of duty on vehicles
imported from the EU. By contrast, Chrysler does not have an auto assembly plant in the EU and
its vehicles are subject to the full 43 percent Hungarian duty.

4 The Hungarian Economy, A Quarterly Economic and Business Review, vol. 24, No. 4, 1996,
p- 19.
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Figure 2

Trade between the EU and Hungary is defined primarily by traditional alliances and
geographical proximity. Therefore, the three most important trading partners for Hungary
continue to be Austria, Germany, and Italy. The three countries together consumed 48
percent of Hungary’s total exports and more than three-quarters (84 percent) of its exports
resulting from contract work (assembly) in 1996 (figure 2). Roughly one-half of all of
Hungary’s production from contract work is sold to Germany.

Hungary’s exports from production-sharing operations (contract work) by leading markets,

1996

(Percentage)
Total $3.3 blllion

Germany
55

All other
4

United States
2

Austria
19

Source: Compiled by the U.S. International Trade Commission from official statistics of KOPINT-DATORG Co.
Ltd. Budapest, Hungary, 1997

Hungary’s industrial duty-free zones (DFZs) experienced a sharp increase in foreign trade in
1996, increasing their role in Hungary’s overall economy. Hungarian exports originating
from DFZs amounted to $2.8 billion in 1996, an increase of 73 percent compared with the
previous year, while imports into DFZs totaled $2.4 billion, an increase of 83 percent.”
However, the most important recent development influencing trade between the EU and
Hungary has been the so-called Pan-European Cumulation System (PECS), comprising a set
of EU bilateral agreements, which aims to harmonize standards and rules-of-origin laws
between the EU, EFTA, CEFTA, and other countries (a total of 28 countries) that includes

15 Compiled by USITC staff from KOPINT-DATORG statistics.
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the EU-15 plus Bulgaria, the Czech Republic, Estonia, Hungary, Iceland, Latvia, Lithuania,
Norway, Poland, Romania, the Slovak Republic, Slovenia, and Switzerland.

The Government of Hungary signed an agreement conforming to the PECS with the EU on
December 28, 1996; it became effective on July 1, 1997. Under the PECS, companies that
import inputs from outside the cumulation region must pay duty in order to take advantage
of free-trade preferences when exporting their finished goods to PECS countries. If, on the
other hand, the importer opts to receive a so-called duty drawback (credit for duty paid when
the input is imported), eligibility for preferences is lost and the finished product is exported
on a most-favored-nation basis. Maximum duty rates and exemptions have been allowed
during a co-called transition period to mitigate any negative effects of the new regime.

Hungary’s trade agreements with the EU, EFTA, and CEFTA member states traditionally set
the rate of local content requirement at 50 percent for industrial products to qualify for
preferential treatment. However, under the new regulations on certificates of origin (the so-
called “diagonal rule-of-origin cumulation”), if raw materials and/or components originating
in any of these countries are processed in Hungary and then re-exported to EU territory, the
value of raw materials and components will be considered local content.'® Separate
agreements were also signed between the EU and these partner countries to validate the PECS
and implement the bilateral rules-of-origin cumulation. The agreement allows Hungary to
treat materials and components originating in the EU as articles of Hungarian origin, provided
that those materials and components comprise a finished product manufactured in Hungary."”

Although Hungarian exports accounted for only about 2 percent of total EU imports in 1995,
Hungary is important to EU companies as a partner for low-cost assembly. Despite the EU’s
dominance in Hungarian trade, the United States and several other countries have also
developed key roles in the assembly industry in Hungary.

The Assembly Industry in Hungary

Assembly or contract work has existed between Hungary and its neighbors since the 1970s.
Operations were typically located by Western firms in the more developed areas, such as the
West-Transdanubian counties bordering Austria (e.g., Gyor-Moson-Sopron, Vas, and Zala
counties), where infrastructure and a more developed labor force attracted investment.

One community that has attracted a significant amount of foreign investment is
Szekesfehervar. The free- trade zone there is home to subsidiaries of Ford Motor Co., Philips
Electronics, IBM, and Alcoa. According to Robert Pel, Managing Director of the Philips’
plant, despite the relatively high taxes paid by foreign assembly plants to the local
government, Szekesfehervar is a good place to establish an assembly plant because of its

16 The Hungarian Economy, p. 13.

17 The reverse also applies; i.e., materials and components originating in Hungary will be
treated as EU articles provided that they are incorporated into a finished product manufactured in
the EU.
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“technically skilled workforce, a location close to European borders and a good
infrastructure.”®

Critics in Hungary contend that unlike foreign investments in Poland and the Czech Republic,
where foreign investors have purchased state-owned companies and tried to upgrade them
into profitable concerns, multinationals investing in Hungary have largely set up assembly
operations that do not rely heavily on local inputs. One official expressed concern that there
is a “dual structure” in the economy, noting that multinationals do not pull domestic suppliers
along with them, but rather tend to import, assemble, and export with hardly a link to the local
economy."” Others hold that assembly is advantageous for Hungary because foreign
investment in modern assembly operations has enabled Hungarian companies to acquire
technological know-how and special machinery that would have otherwise taken years to
develop.”®

According to the U.S. Embassy in Budapest, the largest foreign investments in Hungary since
1989 include the following:

Amount
(Millions of ‘
Investor Country U.S. dollars)  Industry Company name
Ameritech/Deutche  United States and 2,700  Telecommunications MATAV
Telecom Germany
General Electric United States 690 _ Light bulbs Tungsram
General Motors United States 650 __ Finished autos, auto parts Opel Hungary
Volkswagen/Audi Germany 550 _ Finished autos, auto parts Audi Hungary
Eridania France 540  Sugar Eridania Beghin-Say
RWE Energie-EVS __ Germany 350 Electricity Elmu Supply Co.
Scandinavian PTTS  Finland, Sweden, 340  Telecommunications Pannon GSM
Denmark, the
Netherlands
U.S. West United States 330 Telecommunications Westel
International
Suzuki Japan 300 __ Finished autos Magyar Suzuki
CGE Telecom France 300 _Telecommunications Deltav Rt. CG, Tel. Div.
UTS The Netherlands 300  Telecommunications UTS

¥ Donal Power, “Szekesfehervar Imposes Tax Hikes,” in Business Hungary, American
Chamber of Commerce in Hungary, April 1997.
19 USITC staff interview with an official of the Ministry of Industry and Trade, Budapest,
Hungary, July 30, 1997.
% KOPINT-DATORG Co. Ltd., Guide to Hungarian Exporters and Subcontractors, 1997,

p- 8.
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Although apparel dominates production-sharing trade reported under OPT (about one-half of
all garments sewn in Hungary are exported to Germany), Hungarian statistics verify that
exports resulting from contract work are much more diverse. Hungarian exports from
production-sharing operations include articles such as ignition wiring sets (Loranger, Ford,
UT Automotive); record and cassette players (Videoton); footwear; television and radio
equipment (Philips); brassieres (Styl Clothing Factory); seats for motor vehicles; and printed
circuit boards and disc drives (IBM).

EU companies often express concern that the social cost® of production in Hungary and other
countries in CE is relatively high, and therefore prefer to set up structures that enable them
to avoid these costs. For example, Italian firms have typically established joint ventures with
Hungarian partners in which they retain majority ownership, then use contract work within
this arrangement to avoid Hungarian health care, pension, and other related costs.”

Company Profiles

To provide insight into the operating strategies of companies that have established
production-sharing subsidiaries in Hungary, six facilities are profiled below.

Ford Motor Company’s Alba Plant”

Ford has invested $146 million in its wholly owned subsidiary in Szekesfehervar, Hungary.
Construction began in 1990 and the Alba plant opened its first shift in 1992. Employment
at the plant is currently 1,340. The plant maintains a 1 to 2 percent employee turnover rate
compared with an industry average of 6 to 8 percent. Ford received a S-year tax holiday for
the plant. Production line wages are about $2 to $3 per hour.

Principal products assembled at the plant include fuel pumps, ignition coils, and starter
motors for motor vehicles. Car models using these products include Fiesta, Escort, Mondeo,
Scorpio, Ka, Transit, and Galaxy. The location of vehicle assembly plants using these auto

parts is shown below.
Country Plant location
Germany Cologne, Merkenaich, Karmann, and Saarlouis
Belgium Genk
Spain " | Valencia
United Kingdom | Bridgend, Enfield, Dagenham, Daventry, Southampton, and Halewood
United States Rawsonville, Ypsilanti, and Bedford

21 "Social costs” include contributions to programs such as health care, social security, and
employee housing.

Z USITC staff interview with an official of KOPINT-DATORG Co. Ltd., Budapest, Hungary,
August 1997.

3 Based on USITC staff interviews with the following Ford representatives in Szekesfehervar,
Hungary, in July 1997: Dan Linder, Production Manager; Edit Gyulai, Treasurer; and Izolda
Mayer, Customs Specialist.
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Motor vehicle parts from the Alba plant are also exported to Ford operations in Argentina,
Brazil, India, Malaysia, Poland, South Africa, Taiwan, and Thailand. The only Alba customer
outside Ford Motor Company is Mazda in Japan.

There are 73 suppliers to the Alba Plant, of which most ship components and materials from
EU and U.S. locations by sea containers and truck. Ford reports there are 5 sea containers
and 30 truck shipments weekly. Hungarian suppliers include Loranger (see discussion below),
Le Carbone, Berva, and Bakony Muvek. Together, these Hungarian suppliers represent 20
percent o<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>