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Abbreviations and Acronyms

Item Definition

3PL third-party logistics provider

AAFA American Apparel & Footwear Association

AD/CVD antidumping/countervailing duties

API active pharmaceutical ingredient

CAD Canadian dollar

CBP U.S. Customs and Border Protection

CBSA Canadian Border Services Agency

CBW Customs Bonded Warehouse (Government of Canada program)

C.F.R. Code of Federal Regulations

CUSFTA Canada-U.S. Free Trade Agreement

COVID-19 coronavirus disease 2019, severe acute respiratory syndrome coronavirus 2
(SARS-CoV-2)

CPA Coalition for a Prosperous America

CPTPP Comprehensive and Progressive Agreement for Trans-Pacific Partnership

CROSS Customs Ruling Online Search System

CSMS Cargo Systems Messaging Service

Customs U.S. Customs and Border Protection

d/b/a doing business as

DDI domestic direct investment

DDP Duty Deferral Program (Government of Canada program)

DRP Duties Relief Program (Government of Canada program)

EUA Emergency Use Authorization

EDCP Export Distribution Centre Program (Government of Canada program)

EOPS Exports of Processing Services Program (Government of Canada program)

FDA U.S. Food and Drug Administration

FDI foreign direct investment

FMW Flemish Master Weavers

FTA free trade agreement

FTE full-time equivalent

FTz foreign-trade zone

FY fiscal year

GAO U.S. Government Accountability Office

GDP gross domestic product

GST Goods and Services Tax (Government of Canada)

GTAS S&P Global, Global Trade Analytics Suite (database)

HS Harmonized Commodity Description and Coding System (Harmonized System)

HST Harmonized Sales Tax (Government of Canada)

HTS Harmonized Tariff Schedule of the United States

IEPS Impuesto Especial sobre Produccion y Servicios (Special Tax on Products and
Services) (Government of Mexico)

IGI Impuesto General de Importacién (General Import Tax) (Government of
Mexico)

IMMEX Industria Manufacturera, Maquiladora y de Servicios de Exportacion (The
Program of Manufacturing Industry, Maquila and Export Services)
(Government of Mexico Program)

INEGI Instituto Nacional de Estadistica, Geografia e Informatica (National Institute of
Statistics, Geography and Informatics) (Government of Mexico)

IVA impuesto al valor agregado (value-added tax) (Government of Mexico)
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Item Definition

LOOP Louisiana Offshore Oil Port

MFN most-favored nation (tariff rates)

MPF merchandise processing fee

NAFTA North American Free Trade Agreement

NAFTZ National Association of Foreign-Trade Zones

NCTO National Council of Textile Organizations

NPF non-privileged foreign

NTR normal trade relations (tariff rate)

OEA Operador Econémico Autorizado (Authorized Economic Operator)

OEM original equipment manufacturer

PITEX Programas de Importacién Temporal para Producir Articulos de Exportacion
(Temporary Importation to Produce Goods for Export Program) (Government
of Mexico Program)

PF privileged foreign

PROSEC Programas de Promocién Sectorial (Sectoral Promotion Programs)
(Government of Mexico Program)

RFE Recinto Fiscalizado Estratégico (Strategic Bonded Warehouse) (Government of
Mexico Program)

ROO rule of origin

Rule 8 regla octava (Government of Mexico Program)

TFTEA Trade Facilitation and Trade Enforcement Act of 2015

URAA Uruguay Round Agreements Act

U.s.C. United States Code

usD U.S. dollar

USITC U.S. International Trade Commission

USMCA United States-Mexico-Canada Agreement

USTR Office of the U.S. Trade Representative

VAT value-added tax

WTO World Trade Organization

ZEC Zone Economic Community
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Glossary of Key Foreign Trade Zone
(FTZ) Terms

activation: Activation describes the process where a firm submits an application with the concurrence of
the FTZ grantee, and receives the approval from U.S. Customs and Border Protection (CBP or Customs)
port director for operations in a zone/subzone site under FTZ procedures, including the admission and
handling of merchandise in zone status (see definition below) (19 C.F.R. § 146.1).

admission: Admission describes the activities of bringing merchandise into a zone with zone status (see
definition below) as defined by CBP regulations (19 C.F.R. § 146.1).

alteration: Alteration refers to a change in the boundaries of an activated zone or subzone; activation of
a separate site of an already-activated zone or subzone with the same operator at the same port; or
relocation of an already-activated site with the same operator. The deactivation (see below) of only a
part of a zone site is also an alteration (19 C.F.R. § 146.1).

Customs bonded warehouse: A U.S. Customs and Border Protection (Customs) bonded warehouse is a
building or other secured area approved by Customs in which imported dutiable merchandise may be
stored, manipulated, or undergo manufacturing operations without payment of duty for up to five years
from the date of importation (19 U.S.C. § 1555; 19 C.F.R. § 19).

customs territory of the United States: U.S. customs territory refers to the territory of the United States
in which the general tariff laws of the United States apply (19 C.F.R. § 146.1.). It includes the 50 states,
the District of Columbia, and Puerto Rico (19 C.F.R. § 101.1; USITC, Harmonized Tariff Schedule of the
United States, General Note 2). The U.S. FTZs and customs bonded warehouses are generally considered
outside of the U.S. customs territory.

deactivation: Deactivation describes the process that a grantee or operator uses to voluntarily
discontinue the activation of an entire zone or subzone (19 C.F.R. § 146.1). The deactivated
zone/subzone no longer has local CBP authorization for activity under FTZ procedures.

direct export shipments: Direct export shipments are outbound shipments that are exported from U.S.
FTZs directly to foreign markets without first being entered into U.S. customs territory for consumption.
Foreign-status goods (see definition below) in direct export shipments are eligible for duty exemption
treatment.

domestic-status merchandise: Merchandise may be admitted into FTZs in domestic status if it has been
(1) produced in the United States and not exported therefrom, or (2) previously imported into customs
territory and properly released from CBP custody (19 C.F.R. § 146.1). Domestic-status merchandise
includes (1) domestic-origin items, which are grown, produced, or manufactured in the United States,
with all internal revenue taxes having been paid, and (2) foreign-origin items, which are previously
imported and on which all applicable duty and tax have been paid, or (3) foreign-origin items, which
previously entered free of duty and tax (19 C.F.R. § 146.43 (a)).

entry: Entry describes the general customs process of filing required documentation or data with CBP to
secure the release of imported merchandise from CBP custody. Entry is also applied to the process of
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filing the required documentation or data with CBP to withdraw merchandise from a duty deferral
program in the United States for exportation to Canada or Mexico, or for entry into a duty deferral
program in Canada or Mexico (19 C.F.R. § 141.0a).

entry for consumption: Entry for consumption describes the general customs process of filing required
documentation or data with CBP that allows merchandise to be brought into U.S. customs territory. The
required documentation includes an entry summary for consumption with duty assessment. Entry for
consumption is also applied to the process of filing the necessary documentation with CBP to withdraw
merchandise from a duty deferral program in the United States for exportation to Canada or Mexico, or
for entry into a duty deferral program in Canada or Mexico (19 C.F.R. § 141.0a).

firms participating in FTZ operations: Firms participating in FTZ operations refer to those firms that
engage in production or warehousing and distribution operations in FTZs, including FTZ operators and
users (see their definitions below).

firms producing in FTZs (FTZ-producing firms): Firms producing in FTZs refer to those firms that were
granted production authority before January 1, 2022, had production activities within a U.S. FTZ at any
time during 2016 through 2021. Within this report, this term describes the population of the
Commission’s survey.

foreign-status merchandise: Imported merchandise must be admitted into FTZs in foreign status if it has
not been properly released from CBP custody into customs territory (19 C.F.R. § 146.1). Foreign-status
merchandise includes merchandise admitted to a zone that is of foreign origin, without being subject to
formal customs entry procedures and duty payment, unless and until the foreign merchandise enters
U.S. customs territory for consumption. CBP further categorizes foreign-status merchandise into
privileged-foreign (PF) status, non-privileged foreign (NPF) status, and zone-restricted (ZR) status. See
their definitions below.

Foreign-Trade Zone (FTZ): A U.S. FTZ is a designated location in the United States authorized by the
Foreign Trade Zone Act and governed by regulations administered by the FTZ Board and CBP that allow
companies to use special customs procedures for duty and tax benefits. U.S. FTZs are considered outside
the U.S. customs territory. Firms operating in FTZs are allowed to defer indefinitely the payments of
customs duties and federal excise tax on foreign status merchandise admitted into zones, until the
merchandise or zone goods produced from it make entry for consumption. Other major characteristics
of the U.S. FTZ program include duty exemption, duty reduction, and other cost-saving benefits.

Foreign-Trade Zones Board (FTZ Board or Board): Chaired by the U.S. Secretary of Commerce, with the
U.S. Secretary of the Treasury also serving the Board, the FTZ Board has the authority on a broad set of
FTZ matters, such as (1) prescribing rules and regulations concerning zones; (2) issuing grants of
authority for zones, and approving subzones and modifications to the original zone; (3) authorizing
certain manufacturing and processing activities in zones and subzones; (4) restricting or prohibiting zone
operations; (5) revoking grants of authority for cause; (6) determining, as appropriate, whether zone
activities are or would be in the public interest or detrimental to the public interest; (7) requiring zone
grantees and operators to report on zone operations; and (8) reporting annually to the Congress on
zone operations (15 C.F.R. §§ 400.1-400.63).
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FTZ (zone) grantee: An FTZ grantee is an organization that has received a grant of authority from the FTZ
Board to establish, operate, and maintain an FTZ in its region (19 U.S.C. § 81a(h)). Grantees may be
either public entities (e.g., city, county, port authority) or private not-for-profit corporations organized
for the purpose of establishing a zone project.

FTZ (zone) producer: An FTZ producer is a zone user that is granted production authority by the FTZ
Board and conducts production operations under FTZ procedure in a zone.

FTZ (zone) operator: An FTZ operator is a corporation, partnership, or person that operates a zone or
subzone under the terms of an agreement with the FTZ grantee (or third party on behalf of the grantee)
with the concurrence of the CBP port director (15 C.F.R. § 400.2). The FTZ operator has a broad set of
responsibilities, including maintaining the zone, supervising the handling and movement of merchandise
in the zone, maintaining the inventory control and recordkeeping system, etc. (19 C.F.R. § 146.4).

FTZ (zone) user: A person or firm using a zone or subzone for storage, handling, or processing of
merchandise under agreement with a zone operator is an FTZ user (19 C.F.R. § 146.1; 15 C.F.R. § 400.2).
FTZ users include FTZ producers. FTZ users often own the merchandise handled by operators. A user
may also be an operator that handles its own merchandise.

FTZ-type program: For the purposes of this report, “FTZ-type” programs refer to programs in Canada
and Mexico that are similar to the U.S. FTZ program and have notable impacts on the cost-
competitiveness of firms participating in these programs.

indirect export shipments: Indirect export shipments are outbound shipments from an FTZ that are first
entered into the U.S. customs territory for consumption before subsequent exportation. Foreign-status
goods in indirect export shipments are subject to applicable duties.

inverted tariff/tariff inversion: Tariff inversion occurs when the duty rate for a finished good is lower
than the duty rates for foreign inputs used to produce the finished good. An inverted tariff refers to a
tariff applied to a finished good that is lower than the tariffs applied to its foreign inputs.

merchandise processing fee (MPF): It is a fee imposed by CBP to help process merchandise entering the
United States and to monitor customs and trade compliance.

non-privileged foreign (NPF) status merchandise: Merchandise in NPF status includes foreign-status
merchandise in a zone, which is admitted into the zone without privileged foreign (PF) status or zone
restricted (ZR) status (see definitions below), or waste recovered from any manipulation or manufacture
of PF-status merchandise in a zone (19 C.F.R. § 146.42). NPF-status merchandise is evaluated by CBP
based on its condition at the time it is shipped from the zone to the U.S. market and entered for
consumption by CBP. Such merchandise is classified and appraised, with duty and tax determined when
it is entered for consumption (19 C.F.R. §146.65(a)).

operator: See FTZ operator.

privileged foreign (PF) status merchandise: PF-status merchandise is evaluated by CBP based on the
condition of the merchandise at the time-of-admission, even if the merchandise has undergone a
transformation in the zone. Such merchandise is usually classified and appraised, with duty and tax
determined at the time it is admitted to the zone and the status is selected (19 C.F.R. §146.65(a)). In
addition, foreign merchandise subject to tariffs under trade actions such as section 201, 232, and 301 is
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required to be brought in FTZs under PF status to preclude an advantage to any firm and discourage
circumvention of these measures. PF status cannot be abandoned and remains applicable to the
merchandise even if the merchandise has been changed by manipulation or manufacture, except in the
case of recoverable waste of such merchandise (19 C.F.R. § 146.41(e)).

reactivation: Reactivation refers to the process of resuming the activated status of an entire area that
was previously deactivated without any change in the operator or the area boundaries. By contrast, if
the boundaries are different, it is an alteration. If the operator is different, it is an activation (19 C.F.R. §
146.1).

subzone: A subzone is a special-purpose zone established for a specific use that cannot be
accommodated within an existing zone. The term “zone” also applies to a subzone, unless specified
otherwise (19 C.F.R. § 146.1).

transfer: Transfer describes the process of removing merchandise with zone status from a zone for
consumption, transportation, exportation, warehousing, cartage or lighterage, to supply or equip a
vessel, for admission to another zone, and like purposes (19 C.F.R. § 146.1).

zone grantee: See FTZ grantee.

zone lot: Zone lot means a collection of merchandise under an inventory control method based on the
specific identification of merchandise admitted to a zone by lot (19 C.F.R. § 146.1). A zone lot number is
used to identify and trace merchandise in a zone (19 C.F.R. § 146.23).

zone merchandise: Zone merchandise is merchandise that has been admitted into a zone with a
designated zone status. It can be raw materials, components and parts, as well as final goods.

zone operator: See FTZ operator.
zone participant: See FTZ participant.
zone producer: See FTZ producer.

zone product(s): Zone products are goods that have gone through a production process in a zone; these
products are also referred to as “goods produced within FTZs.”

zone restricted (ZR) status merchandise: Merchandise in ZR status is merchandise that has been
brought into a zone for the sole purpose of exportation, destruction (except destruction of distilled
spirits, wines, and fermented malt liquors), or storage. This status cannot be abandoned once granted.
ZR-status merchandise may not be entered into customs territory for domestic consumption except
where the FTZ Board finds that entry would be in the public interest (19 C.F.R. § 146.44).

zone site: The physical location of a zone or subzone is a zone site. It is composed of one or more
generally contiguous parcels of land organized and functioning as an integrated unit, such as all or part
of an industrial park or airport facility (19 C.F.R. § 146.1; 15 C.F.R. § 400.2).

zone status: Merchandise admitted to a zone must be designated a zone status at the time of
admission. It can be either domestic or one of the three foreign-status categories—privileged foreign
status, non-privileged foreign, or zone restricted (19 C.F.R. § 146.1). Zone status allows CBP to trace and
determine duty treatment when merchandise is entered for consumption or is exported.
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zone-to-zone transfer: Zone-to-zone transfer refers to the process of removing merchandise with zone
status from one zone and admitting it directly into another zone. Under zone-to-zone transfer,
merchandise may be transferred between different zones with the same or different operators in the
same or different port without making entry and being subject to duty payment (19 C.F.R. § 146.66).

zone user: See FTZ zone user.

Additional sources: USDOC, ITA, “About FTZs,” accessed December 12, 2022; CBP, “User Fee:
Merchandise Processing Fees,” January 24, 2022; CBP, “Section 301 Trade Remedies: Frequently Asked
Questions (FAQs),” 301, accessed February 9, 2023; CBP, “USCBP Bonded Warehouse,” accessed April
19, 2022.
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Executive Summary

This report provides information and analysis on the operation of the U.S. Foreign-Trade Zones (FTZ)
program and similar programs (FTZ-type programs) in Canada and Mexico, as well as the impacts of

these programs on employment and the cost-competitiveness of products of firms operating in U.S.

FTZs.

The U.S. Trade Representative (Trade Representative) requested an investigation and a report in a letter
to the U.S. International Trade Commission (Commission) dated December 14, 2021, to gather
information and provide analysis on U.S. FTZs as well as similar programs in Canada and Mexico.
Specifically, the Trade Representative requested that this report include information, to the extent
practicable, on the following

1. An overview of economic activity in FTZs operating in the United States, Canada, and Mexico
since 2016, such as the number of firms operating in FTZs, FTZ employment, leading sectors and
industries participating in FTZs, shipments into FTZs and exports from FTZs, and foreign direct
investment in FTZs.

2. An overview of the current FTZ policies and practices in the United States, Canada, and Mexico,
describing FTZ tariff treatment, and other relevant policies and practices that affect the cost-
competitiveness of products of U.S. firms operating in FTZs.

3. An analysis of the effects of current FTZ policies and practices in the United States, Canada, and
Mexico, including a review of recent literature, and descriptions of the effects on relative
production costs of U.S. firms operating in FTZs in the United States, Canada, and Mexico, U.S.
employment, and selected U.S. sectors/industries operating in FTZs in the United States,
Canada, and Mexico, including through the use of case studies.

Information Sources and Approach

As requested by USTR, in preparing this report, the Commission gathered information from a variety of
sources, including a review of recent literature; desk research on relevant laws, regulations, and official
reports; extensive outreach including onsite visits to various FTZs, as well as interviews with FTZ users
and grantees, trade associations, legal experts, and government officials in the United States, Canada,
and Mexico. The Commission held a public hearing on May 17, 2022, to gather information and views of
interested parties on relevant topics. The Commission also received written submissions from interested
parties.

The Commission developed a questionnaire, conducted a census survey of firms producing in U.S. FTZs,
and received an overall response rate of 71.9 percent. Questionnaire recipients were firms in U.S. FTZs
that were granted production authority before January 1, 2022, and had production activities within a
U.S. FTZ at any time during 2016 through 2021. This report uses the survey results as the primary source
of information for the quantitative and qualitative analyses of the U.S. FTZ program. The data and
information extracted from the survey are referenced throughout the report as information pertaining
to “firms producing in FTZs.”
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In addition, this report presents case studies that provide sector-specific analyses of the effects of FTZ
policies and practices. The case studies cover four industries with production operations in U.S. FTZs:
automotive industry, upholstered furniture manufacturing, petroleum refining, and pharmaceutical
manufacturing. In addition, a fifth case study covers warehousing and distribution, a non-production
operation that is a significant user of the U.S. FTZ program.

Overview

U.S. FTZ program: Established in 1934 under the Foreign Trade Zones Act (the FTZ Act), U.S. FTZs are
designated locations in the United States where companies can use special customs procedures for
special tariff treatment and duty benefits as well as tax, logistical, and other cost savings. In 2021, there
were 258 approved FTZs, 197 active FTZs (or zones), and 1,200 active FTZ operations, employing over
480,000 people. Every state has at least one zone. Texas, Florida, California, and New York were the
states with the most zones (figure ES.1). Texas, California, and Louisiana admitted the largest amount of
merchandise into FTZs by value; Texas, Louisiana, and South Carolina exported the largest amount of
merchandise from FTZs by value.

Figure ES.1 The approximate location of U.S. foreign trade zones (FTZs), 2023

Underlying data for this figure can be found in appendix H, table H.1.

$ *
°
os® °® . .
. . .
e L] L . . . .. *
. ¢ . .
. ¢ ° .0...' ° .. :o
. o Yot L o 0 s
* L *% * ° . . .ﬁ.':
. o e, .. o° ... -
L ] L [ ] d
A . . . 1.t s”:%
. ° oe® o Y
® 4 - L] . L] .
e . (] . .
O ° L] Y * e A
. ° O S e °e ot
PO L ° ? L] N L]
. e L] * . °
e o e °
o P . . o .
. ? » & . . L4
LY @ . . A . s : '.
.
. ....... :.. - .‘i
° H R e o
'Y . Py * o9
L]
e ,
o

Source: ITA, OFIS database, accessed February 14, 2023.

28 | www.usitc.gov



Executive Summary

FTZ-type programs! in Canada: Among FTZ-type programs in Canada, the duty deferral program—
consisting of the duties relief program, the duty drawback program, and the customs bonded
warehouse program—offers firms special tariff treatments and various duty benefits. Two other
programs, the Export Distribution Centre Program (EDCP) and the Exporters of Processing Services
Program (EOPS), can be used for additional tax relief. These programs may be used separately or
together.

FTZ-type programs in Mexico: The primary FTZ-type programs in Mexico include the Industria
Manufacturera, Maquiladora y de Servicios de Exportacion (the Program of Manufacturing Industry,
Magquila and Export Services, also known by the Spanish acronym IMMEX), Los Programas de Promocién
Sectorial (the Sectoral Promotion Programs, also known by the Spanish acronym PROSEC), and regla
octava (Rule 8). These programs offer various duty benefits, and may be used separately or together.
The comprehensive certification scheme is available for additional tax relief, an important benefit for
firms in Mexico. Other trade promotion programs are available in Mexico, such as several special
customs regimes and the drawback program. Although the programs may be important for certain
users, in general, they are not as impactful as other programs mentioned in this paragraph.

Key FTZ Policies and Practices

Special Tariff Treatments

The central features of U.S. FTZ and FTZ-type programs in Canada and Mexico are the special tariff
treatments, principally duty deferral, duty exemption, duty reduction, and duty drawback.? They are
subject to specific regulations governing FTZ and FTZ-type operations in each of these three countries.

Duty deferral: The U.S. FTZ program offers deferral of duty payments. U.S. FTZs are considered as
operating outside of U.S. customs territory and, as such, firms are allowed to import merchandise into
U.S. FTZs without completing the U.S. customs clearance process (hereafter referred to as “foreign-
status merchandise”) and paying import duties. Firms can defer the clearance process and duty payment
until the merchandise or the products made from it are entered into the customs territory of the United
States for consumption (hereafter referred to as “entered/entry for consumption”). Duty payment on
foreign-status merchandise can be deferred in U.S. FTZs without time restrictions.

Unlike the U.S. FTZ program, Canada and Mexico do not consider their FTZ-type programs as operating
outside of their customs territories. Imports under Canadian and Mexican FTZ-type programs are
required to go through each country’s respective customs clearance process. Firms participating in the
primary duty deferral programs in Canada (the duties relief program) and Mexico (IMMEX) can defer
duty payments on these imports, provided that the imports or the goods made from these imports will

1 This report identifies FTZ-type programs in Canada and Mexico based on two criteria. One criterion is whether
these programs, policies, or practices offer comparable duty and other benefits as the U.S. FTZ program. The
second criterion is whether industry, government, and trade experts report notable impacts of these programs on
cost-competitiveness of participating firms.

2 Duty drawback is not a feature of the U.S. FTZ program; however, using our criteria for identifying FTZ-type
programs, we have included drawback as a feature of FTZ-type programs in Canada and Mexico and discuss U.S.
duty drawback throughout this report, which can work in conjunction with the U.S. FTZ program.
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be exported within a specified period. In general, firms can defer duties for up to four years (or five
years in the case of imported spirits used to manufacture distilled spirits) under the duties relief
program and 18 months under IMMEX. Duties become payable if this condition is no longer met, such as
when the imports or the goods made from these imports enter domestic commerce or are not exported
within the allowed timeframe.

The customs bonded warehouse programs in the three countries also offer duty deferral treatment,
though with a time limit. The U.S. customs bonded warehouse program, administered separately from
the U.S. FTZ program, has a time limit of five years from the date of importation. The Canadian customs
bonded warehouse program allows duty deferral for up to four years, and in the case of goods such as
beer and wine, for up to five years. Mexico has several special customs regimes that resemble the
customs bonded warehouse programs in the other two countries, with varied time limits.

Duty exemption: The U.S. FTZ program allows for an exemption from duty payment if foreign-status
merchandise or the products made from it are exported from U.S. FTZs directly to foreign markets
(hereafter referred to as “direct export shipment”). If foreign-status merchandise is destroyed in U.S.
FTZs and the waste generated from destruction has no commercial value, the applicable duties may also
be exempt. U.S. FTZ users may claim duty exemption benefits, regardless of how long the merchandise
or goods made from it have been held in the zone. The duties relief program in Canada and IMMEX in
Mexico offer similar benefits, though the same time restrictions apply as for duty deferral above.

If foreign-status merchandise or the products made from it within U.S. FTZs are entered for
consumption first before subsequent exportation (hereafter referred to as “indirect export shipment”),
duty exemption is not applicable. The merchandise or the products made from it must go through the
customs clearance process and pay applicable duties. U.S. FTZ users may use the duty drawback
program to seek the refund of duty payment, if eligible. Canada and Mexico have similar rules on
indirect export shipment. As discussed below, USMCA/NAFTA places restrictions on use of duty
exemption and duty drawback for goods exported to partner countries.

The customs bonded warehouse programs in the three countries also offer duty exemption treatment
on direct export shipments, though with the same time limit as for duty deferral above. Duty exemption
is also not applicable for indirect export shipments from the customs bonded warehouses.

Duty reduction: Under the U.S. FTZ program, firms can reduce duty payments on certain imported
inputs used in producing finished goods within a U.S. FTZ that are entered for consumption. Duty
reduction is only possible in the case of tariff inversion, where the duty rate for the finished goods is
lower than the duty rates that would normally apply to the imported inputs. In such situations, firms can
pay duties on eligible imported inputs based on the lower duty rate applicable to the finished good,
thereby reducing their duty payments. The primary duty reduction programs in Mexico include PROSEC
and regla octava. They offer preferential ad valorem tariff rates ranging from 0 percent to 10 percent on
imported inputs in certain sectors, regardless of whether the finished goods are for export or domestic
consumption. By contrast, no FTZ-type programs in Canada provide firms with a duty reduction
mechanism. Although, as discussed below, Canada’s low most-favored nation (MFN) tariff rates may
reduce the need for such a mechanism.

Duty drawback: Duty drawback refers to the refund of certain duty, tax, and fee payments if the
imported merchandise is exported or destroyed. In the United States, the drawback program is
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administered separately from the U.S. FTZ program, though U.S. FTZ users may use the drawback
program in conjunction with the U.S. FTZ program. Canada and Mexico have their respective drawback
programs. All drawback programs in the three countries have time restrictions. In general, firms in the
United States must file the drawback claim within five years from the date of importation of the
merchandise on which duties were paid. In Canada, firms must file a claim within four years (or five
years for destroyed goods), and in Mexico, firms must file within 12 months.

In addition to special tariff treatments described above, these FTZ or FTZ-type programs also provide
tax, logistical, and other cost-saving benefits where applicable. Under the U.S. FTZ program, these
benefits are only available to authorized operations within designated FTZ locations. Most of the FTZ-
type programs in Canada and Mexico have time restrictions but impose few geographic restrictions. See
table ES.1 below for a summary of these selected features.

Table ES.1 Selected features of FTZ, FTZ-type, and related programs in the United States, Canada, and

Mexico

Vv =Yes, itis a central feature of the program; X = No, it is not a central feature of the program.

FTZ = Foreign Trade Zone; EDCP = the Export Distribution Centre Program; EOPS = the Exporters of Processing Services Program; IMMEX = the
Industria Manufacturera, Maquiladora y de Servicio de Exportacion (the Program of Manufacturing Industry, Maquila and Export Services);
PROSEC = Los Programas de Promocion Sectorial (the Sectoral Promotion Programs).

Duty Duty Duty Duty Tax Geographic Time

Program Country deferral exemption reduction drawback relief restriction restriction
FTZ Program United v N4 N4 X v v X

States
Drawback United X X X N4 v X N4
Program States
Customs bonded United Vv V4 X X v v v
warehouse States
Duties relief Canada V4 N4 X X N4 X N4
program
Duty drawback Canada X X X N4 V4 X N4
program
Customs bonded Canada V4 N4 X X V4 v v
warehouse
EDCP/EOPS Canada X X X X V4 X N4
IMMEX Mexico N4 N4 X X N4 X v
PROSEC/regla Mexico X X V4 X X X X
octava
Comprehensive  Mexico X X X X V4 X v
certification
scheme
Special Customs  Mexico v N4 X X V4 V4 v
Regimes
Drawback Mexico X X X N4 N4 X N4
Program

Source: Compiled by USITC staff.

NAFTA/USMCA Restrictions

U.S. FTZs and FTZ-type programs in Canada and Mexico are impacted by other trade policies and
practices in each country. Each country is subject to the restrictions set in NAFTA/USMCA on the use of
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drawback and duty exemption on exports to NAFTA/USMCA partner countries, though the countries
differ in their respective mechanisms to implement the restrictions.

Article 2.5 of the USMCA, which carries over provisions from Article 303 of NAFTA, places restrictions on
the use of drawback and duty exemption for goods imported under a deferral program and
subsequently exported to other USMCA countries. Article 2.5.3 requires that goods manufactured under
a deferral program and subsequently exported to another USMCA country are treated as if withdrawn
for domestic consumption with the customs duties assessed. This restriction does not apply to goods
imported under a deferral program that are exported in the same condition (e.g., warehoused goods).
Article 2.5.1 states that the amount of such customs duties that may be refunded (e.g., through a
drawback program), waived, or reduced is the lesser of the two duties: the total amount of customs
duties paid on the goods or materials when imported into the USMCA country, and the total amount of
customs duties paid on the finished goods in the USMCA country to which it is exported. These
provisions primarily affect duty benefits under the U.S. FTZ program, the duties relief program in
Canada, and IMMEX in Mexico, as well as the drawback programs in all three countries. Several other
free trade agreements (FTAs), including the U.S.-Chile FTA, the Canada-European Union Comprehensive
Economic and Trade Agreement, and the EU-Mexico FTA, have similar restrictions.

The United States implemented these two restrictions in U.S. law. In addition, U.S. NAFTA/USMCA
implementing provisions provide that non-originating inputs used in goods manufactured in U.S. FTZs do
not qualify as originating, even if the goods meet the conditions of the USMCA rules of origin (ROOs).
Thus, these non-originating inputs are subject to applicable NTR tariff rates when such manufactured
goods enter U.S. customs territory for domestic consumption or subsequent export to USMCA partner
countries. For goods exported to USMCA partner countries from a U.S. FTZ, however, the drawback
program may be used to claim a refund on duty paid. As noted above, the amount of drawback is
subject to the “lesser of the two” rule.

In general, many FTAs and trade preference programs in the United States require that preferential duty
rates only be accorded to foreign goods which are imported directly into U.S. customs territory from the
partner or beneficiary country. Since FTZs are outside U.S. customs territory, preferential treatment is
not applicable to foreign-status inputs used to make goods in a U.S. FTZ. Thus, foreign-status inputs are
subject to applicable NTR duty rates when the goods made with them enter U.S. customs territory.
Therefore, even without the existence of the USMCA implementing provisions (or analogous provisions
implementing other U.S. FTAs) explicitly limiting the use of FTZs in conjunction with preferential
treatment under the agreement, foreign-status inputs of goods produced in a U.S. FTZ would not be
eligible for preferential treatment when goods produced with them are entered into U.S. customs
territory for consumption or subsequent exportation to USMCA partner countries.

Canada issued government regulations to implement USMCA provisions affecting its duty exemption
and drawback programs. Unlike the United States, Canada’s duty exemption program does not operate
as if outside Canadian customs territory and therefore its mechanism to implement the USMCA
restriction on duty exemption is different from that of the United States. Canada implements the
NAFTA/USMCA restriction on duty drawback (the “lesser of the two” rule) in a manner similar to the
United States.

Mexico does not publish specific USMCA implementation documents other than to recognize its
obligations under the agreement are binding upon ratification. Similar to Canada, Mexico does not treat
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firms using its FTZ-type programs as operating outside Mexican customs territory, so its mechanism for
implementing the restriction on duty exemption differs from that of the United States. In Mexico,
IMMEX allows participating firms to temporarily import goods into Mexican customs territory and defer
the payment of import duties. When a product leaves an IMMEX facility and is “definitively” imported
into Mexico, whether for domestic consumption or subsequent exportation to a USMCA partner, firms
are required to pay the applicable customs duties. Mexico has a duty drawback program similar to those
in the United States and Canada, including implementation of the “lesser of the two” rule.

FTZ-Related Economic Activity
United States

Warehousing and distribution operations comprise a larger number of firms participating in U.S. FTZ
operations, but production operations account for the majority of FTZ employment. Foreign-owned
firms have been active users of the U.S. FTZ program; however, domestic sources accounted for most of
the capital investment as well as net assets received by firms producing in U.S. FTZs (a subset of those
participating in FTZs) in recent years. Foreign-status merchandise accounted for a small share of
incoming and outgoing merchandise shipments in U.S. FTZs. Fuels was the top sector with the largest
value of merchandise shipments, followed by vehicles and parts. Most export shipments from U.S. FTZs
entered U.S. customs territory for consumption before subsequently being sent to foreign markets.

Firms: During 2016-21, the number of firms participating in production as well as warehousing and
distribution operations in U.S. FTZs (firms participating in FTZ operations) hovered around 3,300. About
90 percent of these firms were engaged in warehousing and distribution operations, and 10 percent
were engaged in production operations. Nonelectrical machinery, vehicles and parts, electronics, and
pharmaceuticals are the sectors with the largest numbers of firms producing in FTZs.

Employment: In 2021, firms participating in FTZ operations employed 480,000 workers, growing by 14
percent from 420,000 in 2016. FTZ employment in warehousing and distribution operations grew by 40
percent, and FTZ employment in production operations grew by 9 percent over this same period.
Production operations accounted for about 80 percent of total FTZ employment during this period. The
largest employers among FTZ-producing firms are in the sectors of vehicles and parts, nonelectrical
machinery, and fuels.

Investment: About 36 percent of firms producing in FTZs have an ultimate owner or parent company
outside the United States. Of $267 billion capital investment received by firms producing in FTZs during
2016-21, 26 percent was from foreign sources. The remaining 74 percent was from domestic sources.
The vehicles and parts and nonelectrical machinery sectors were the top recipients of domestic capital
investment, while the nonelectrical machinery sector was the top recipient of foreign capital
investment. Nearly all foreign capital investment went to foreign-owned firms.

Admission (incoming shipments): The value of merchandise admitted into U.S. FTZs by firms
participating in FTZ operations grew by 37 percent from $610 billion in 2016 to $836 billion in 2021. In
2021, firms participating in FTZ operations admitted $294 billion of foreign-status merchandise,
accounting for 35 percent of total admissions, and more than 10 percent of U.S. general imports. China
was the largest source of foreign-status admissions.
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The value of merchandise admitted by firms producing in FTZs grew by 45 percent from $326 billion in
2016 to $472 billion in 2021, even with a notable drop in 2020 because of the COVID-19 pandemic
(figure ES.2). During this period, about 77 percent of admitted merchandise was in domestic status,
consisting of two-thirds domestic-origin and one-third foreign-origin goods. The fuels sector admitted by
far the largest value of merchandise, followed by the vehicles and parts sector.

Outgoing shipments: The value of outgoing shipments by firms producing in FTZs grew by 22 percent
from $526 billion in 2016 to $642 billion in 2021. During 2016-21, about 82 percent of these outgoing
shipments were destined for the U.S. domestic market (U.S. shipments) and 18 percent were destined
for foreign markets (export shipments). Domestic- and foreign-status inputs accounted for 53 percent
and 17 percent of the value of outgoing shipments, respectively. Value added/markup through FTZ
operations contributed to the remaining 30 percent (figure ES.2).

During 2016-21, only 23 percent of export shipments by firms producing in FTZs were directly exported
from an FTZ without first being entered into U.S. custom territory for consumption (direct export
shipments). About 77 percent of export shipments were indirectly exported—having previously entered
the U.S. customs territory for consumption before being sent to foreign markets (indirect export
shipments), including 14 percent destined for Canada and 22 percent destined for Mexico. The prevalent
use of indirect export shipments was most notable in the fuels as well as vehicles and parts sectors. It is
attributable to the increasing use of domestic-status inputs as well as the rising trend of using the
drawback program in conjunction with the U.S. FTZ program in some leading sectors.
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Figure ES.2 U.S. FTZ admissions and outbound shipments by firms producing in FTZs, by status, 2016—-21

In billions of dollars. Underlying data for this figure can be found in appendix H, table H.2.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.8, 2.10, and 2.11.

Note: Admissions do not include admissions of zone restricted (ZR)-status merchandise. According to survey results, ZR status accounts for less
than 0.5 percent of total admissions in any given year. These survey results comport with how, and the frequency with which, ZR status is used
by firms with U.S. FTZ production activity, according to industry experts. Export shipments can include direct export shipments (where the
foreign status portion of the finished goods was not cleared through customs before exportation) or indirect export shipments (where the
foreign status portion of the finished goods was first cleared through Customs before exportation).

Canada

Among Canada’s FTZ-type programs, more firms used Canada’s drawback program, while larger duty
benefits were realized under its duties relief program. Public data on economic activity related to
Canadian FTZ-type programs are limited. Although the Canadian government does not track trade
volumes under these programs, it compiles data that may indicate how these programs are used. For
fiscal year 2019-20, these data show that under the duty drawback program, 1,300 firms received duty
benefits of approximately C$176 million (about $130 million). Under the duties relief program, 310 firms
received duty benefits of C$255 million (about $189 million). Under the customs bonded warehouse
program, 200 firms received duty benefits of C5129 million (about $95 million) and tax benefits of C$315
million (about $233 million). These numbers indicate that more firms in Canada use the duty drawback
program than the duty relief program or the customs bonded warehouse program. Extrapolating
shipment values from duty benefits is not possible given the differences in duty rates, especially for
agricultural goods, which can be as high as 300 percent.
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MeXxico

Public data on economic activity related to Mexican FTZ-type programs are limited. The Mexican
government releases some aggregate data on IMMEX. These data show that 5,191 establishments had
IMMEX authorizations during 2021. They employed approximately 2.8 million workers, significantly
higher than the 480,000 employees in the U.S. FTZ program. In 2021, about 74 percent of inputs used by
IMMEX firms were imported and about 26 percent were from Mexican domestic suppliers. The value of
inputs used by IMMEX firms grew from $244 billion in 2016 to $297 billion in 2021. According to the
limited information available on PROSEC, almost 4,000 firms participated in PROSEC in 2022 and $11.0
billion of goods were imported under regla octava in 2021, of which the United States was the largest
source, accounting for $3.3 billion.

Literature Review on the Effects of U.S. FTZs

The most recently available studies (from 2010 to 2022) on the economic effects of the U.S. FTZ program
examined how firms use and benefit from FTZs and the impacts of FTZs on surrounding communities.

One group of studies found that duty cost savings are the primary benefit to firms using the program,
including duty reduction based on tariff inversions, duty exemption on exports, and duty deferral, using
gualitative and descriptive analyses. Duty savings are not uniform across companies and are highly
dependent upon the concentration of foreign materials used, the tariff rates on those materials, and the
destination for shipments of finished goods. Other FTZ-related benefits, such as those involving taxes or
pre-entry staging, are also important and, for some firms, the primary reason for using the program;
however, none of these factors was referenced as often as duty cost savings. These studies are largely
consistent with the findings from this investigation.

Another group of studies examined the economic regional effects of U.S. FTZs using quantitative
methods. By analyzing trends across indicators related to manufacturing industrial activity, employment,
and income, these studies generally found the economic effects of FTZs were positive for areas where
zones were recently established. One of these studies found that effects were negative for nearby
regions without FTZs, suggesting that FTZs benefit certain areas economically at the expense of others.

Cost-Competitiveness Effects

The cost-competitiveness effects of the U.S. FTZ program and FTZ-type programs in Canada and Mexico
on participating firms are subject to multiple factors, such as the tariff regime and alternative duty-
saving mechanisms in the country, the cost structure and destination markets of the firm, as well as
restrictions associated with other trade policies.

Tariff Regimes and the FTZ and FTZ-Type Programs

The cost-competitiveness effects of the U.S. FTZ program and FTZ-type programs in Canada and Mexico
on participating firms are in large part influenced by non-FTZ specific policies and practices. The rates
associated with the tariff regimes of the United States, Canada, and Mexico impact the attractiveness
and usage of their respective FTZs and FTZ-type programs, the types of firms and industries using these

36 | www.usitc.gov



Executive Summary

programs, and ultimately these firms’ cost competitiveness. Firms use these FTZ and FTZ-type programs
in the three countries to reduce their costs primarily through duty savings on imported goods that
would otherwise be subject to applicable normal trade relations (NTR) or most-favored nation (MFN)
duty rates.? The U.S. FTZ program, however, has disparate effects on cost savings across sectors and
firms because of the differences in average NTR tariff rates on raw material inputs and intermediate
inputs for manufactured products, as well as the availability of alternative duty-saving mechanisms on
foreign-origin goods, such as drawback or FTA preferential rates. The near-free MFN tariff rates on
almost all manufacturing inputs (both raw material inputs and intermediate inputs) in Canada likely
make duty benefits available under its FTZ-type programs less consequential for manufacturing firms.
On the other hand, the presence of relatively higher MFN tariff rates for manufacturing inputs on a
significant number of tariff lines and the value-added tax rate of 16 percent in Mexico make its various
FTZ-type programs more attractive to manufacturers who are interested in setting up export-oriented
production operations in Mexico. See table ES.2 for the number of tariff lines subject to non-free tariff
rates, and figure ES.3 for the average tariff rate on manufacturing inputs for the United States, Canada,
and Mexico.

Table ES.2 Number of tariff lines with rate of free and non-free in Canada, Mexico, and the United
States among raw material and intermediate inputs into industrial products, 2021

In number of tariff lines.

Item Canada Mexico United States
Tariff lines for raw material inputs with zero

211 235 221
duty (number)
Tariff lines for raw material inputs with non-zero duty 6 61 21
applied on an ad valorem basis (hnumber)
Tariff lines for raw material inputs with non-zero duty 1 3 14
applied on a non-ad valorem basis (number)
Total number of tariff lines for raw material 218 599 256
inputs (number)
Tariff lines for intermediate inputs with zero 1,765 3,353 1,384
duty (number)
Tariff lines for intermediate in.puts with non-zero duty 117 1757 2115
applied on an ad valorem basis (hnumber)
Tariff lines for intermediate inputs with non-zero duty
. . 24 115 93
applied on a non-ad valorem basis (number)
Total number of tariff lines for intermediate 1,906 5,225 3592

inputs (number)

Source: USITC, 2022 Harmonized Tariff Schedule of the United States, Revision 2, February 22, 2022; Government of Mexico, Tariff Schedule of
Mexico, July 1, 2020; CBSA, Customs Tariff 2021, Revision 6, December 21, 2021; WTO, Market Access: Unfinished Business - Post Uruguay
Round Inventory and Issues, 2001, 26; World Bank, WITS, “UNCTAD Classification of Goods by Stages of Processing - UNCTAD-SoP2:
Intermediate Goods,” accessed April 1, 2022; World Bank, WITS, “UNCTAD Classification of Goods by Stages of Processing - UNCTAD-SoP1:
Raw Materials.,” accessed April 1, 2022.

Note: Tariff lines are identified at the 8-digit level The rate of the tariff line is counted as non-zero non-ad valorem if it is a specific or
compound MFN rate. Products are HS subheadings that fall within the list of multilateral trade negotiation industrial product categories as
identified by the WTO and are classified as intermediate goods under UNCTAD’s classification of goods by stage of processing.

3 MFN is referred to as "normal trade relations" or "NTR” in the Harmonized Tariff Schedule of the United States.
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Figure ES.3 Average MFN tariff rate on raw material inputs and intermediate inputs into industrial
products, by country, 2021

In percentages. Underlying data for this figure can be found in appendix H, table H.3.
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Source: USITC, 2022 Harmonized Tariff Schedule of the United States, Revision 2, February 22, 2022; Government of Mexico, Tariff Schedule of
Mexico, July 1, 2020; CBSA, Customs Tariff 2021, Revision 6, December 21, 2021; WTO, Market Access: Unfinished Business — Post Uruguay
Round Inventory and Issues, 2001, 26; World Bank, WITS, “UNCTAD Classification of Goods by Stages of Processing — UNCTAD-SoP1: Raw
Materials.,” accessed April 1, 2022; World Bank, WITS, “UNCTAD Classification of Goods by Stages of Processing — UNCTAD-SoP2: Intermediate
Goods,” accessed April 1, 2022.

Note: Figure excludes any specific or compound tariff rates (i.e., the average applied NTR rate is taken from the free and non-free ad valorem
tariff lines only). The “raw material inputs and intermediate inputs into industrial products” are HS subheadings covered in the list of
multilateral trade negotiation industrial product categories as identified by the WTO and are classified as raw materials and intermediate
goods under UNCTAD’s classification of goods by stage of processing.

Effects of the U.S. FTZ Program

Firms producing in U.S. FTZs primarily use the program to reduce the production costs associated with
foreign-status goods. In 2021, foreign-status inputs accounted for a relatively small share—13.9 percent
—of the total value of outgoing shipments by firms producing in U.S. FTZs, highlighting that most firms
use the program to reduce only a small portion of their production costs. However, duty savings for
these firms can still be substantial. In 2021, firms producing in FTZs saved $1.2 billion on duties from
using the program. Additionally, many firms producing in FTZs consider duty reduction and duty
exemption—the mechanisms that make those duty savings possible—to be extremely important in their
decisions to use the program.

Firms use FTZs for a wide range of other cost-saving benefits as well, including duty deferral, tax
benefits, and logistical and other benefits. These additional features of the U.S. FTZ program can reduce
production or logistical costs and enhance firms’ capabilities. However, the importance of these FTZ
features differs depending on the firm. For example, firms producing in U.S. FTZs with large inventories
of foreign-status goods reported that duty deferral enabled a substantial cash flow benefit, because
they were able to delay making duty payments on these goods until closer to the time of sale.
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Additionally, certain tax benefits are only applicable to firms that operate in states with inventory taxes
that can be reduced through FTZ use.

Despite the cost-saving benefits offered by the U.S. FTZ program, most firms producing in FTZs do not
make operational decisions primarily based on the use of FTZs (figure ES.4). A minority of firms consider
the use of FTZs to be one of the factors (which would also include labor costs and local supply strategies)
driving their decisions to expand their U.S. investment, manufacturing output, or employment. For some
firms that have multinational operations, the associated cost savings from using the U.S. FTZ program
drives decisions to locate or expand production lines in the United States. For smaller firms based in the
United States, the use of FTZs enhances the competitiveness with imports, and in some cases, helps
avoid offshoring of their facilities.

Figure ES.4 Share of firms producing in U.S. FTZs that consider their FTZ use to be a primary factor,
minor factor, or nonfactor causing increases across various measures of firm activity

In percentages. FDI = foreign direct investment. Underlying data for this figure can be found in appendix H, table H.19.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.6.
Note: Firms producing in U.S. FTZs generally do not consider FTZ use to be a factor causing decreases across measures of firm activity. This
response is not included within this figure.

FTZs may indirectly impact U.S. firms that supply goods or services to FTZ producers. If FTZs incentivize
the establishment or expansion of major manufacturing facilities such as automotive assembly plants,
supplier firms may cluster around those FTZ facilities, creating additional employment and encouraging
the development of domestic supply chains. On the other hand, if FTZ producers use the program to
decrease their duty payments on foreign goods, they may choose to increase their sourcing of foreign
goods at the expense of domestic suppliers. Responses to the Commission’s questionnaire indicate that
the FTZ program facilitates foreign sourcing of materials, but not necessarily at the expense of domestic
suppliers.
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Effects of FTZ-Type Programs

Canada’s FTZ-type programs do not provide firms many duty saving opportunities not otherwise
available as part of the country’s broader trade and tariff policy. Because the MFN duty rate for most
raw materials and intermediate goods for industrial use is near zero, these goods can be mostly
imported into Canada duty free. Moreover, Canada has 15 FTAs with 51 countries, which allows
additional duty saving opportunities. In 2021, 76.1 percent of Canadian imports came from its FTA
partner countries, including 48.6 percent from the United States. Use of Canada’s FTZ-type programs is
likely further limited by the lack of any duty reduction mechanism within the programs that could apply
to any remaining inputs with non-free MFN duty rates. Although some firms producing in U.S. FTZs also
operate in Canada, none of them operates in Canada to participate in FTZ-type programs in that
country. For imported materials, producers in Canada in several sectors have lower duty costs than
those of firms producing in U.S. FTZs, largely due to Canada’s broader tariff policy rather than the
benefits of Canadian FTZ-type programs.

Mexico’s FTZ-type programs provide significant opportunities for firms to save on Mexico’s relatively
high MFN duty rates on raw materials and intermediate goods. IMMEX and Mexico’s special customs
regimes provide opportunities for deferral and exemption on duties, as well as certain kinds of Mexican
taxes that would normally be levied on imports. Like Canada, Mexico has 13 FTAs with 50 countries,
offering additional duty saving opportunities on imports. On the other hand, the large majority of
Mexico’s exports (86.9 percent in 2021) are to the United States, Canada, and EU countries, which are
subject to USMCA and Mexico-EU FTA provisions that restrict duty exemption and drawback benefits for
exports to partner countries. Therefore, firms’ use of its FTZ-type programs such as IMMEX for duty
exemption is limited. Alternatively, duty reduction under the PROSEC and regla octava programs likely
provides substantial duty cost savings for production facilities in Mexico. Most firms producing in U.S.
FTZs cannot evaluate distinctions in benefits between U.S. FTZs and Mexican FTZ-type programs, but
those that can generally consider the Mexican programs to offer greater savings than the U.S. FTZ
program.

Some industry representatives said that the requirement that firms producing in U.S. FTZs pay duties on
their foreign-status materials both for domestic shipments and exports to Canada and Mexico creates a
cost disadvantage for these facilities in the United States. This cost disadvantage occurs because
producers in Canada and Mexico have multiple mechanisms to reduce or eliminate duty costs on those
materials. This includes MFN duty rates of free, preferential rates under FTAs, and reduced duty rates
offered through PROSEC and regla octava in Mexico (which are not subject to the restrictions of
USMCA). By contrast, opportunities to reduce duty rates otherwise subject to non-free NTR rates is
more limited in the United States. Duty reduction through the U.S. FTZ program provides the
opportunity for reduced duty rates; however, this benefit is available only in the case of tariff inversion
and restricted for sensitive goods even where tariff inversion occurs. As a result, some sectors in the
United States (most notably the U.S. automotive industry, as described below) continue to pay duties on
materials even in cases where they are able to reduce certain duty costs using U.S. FTZs. Industry
representatives asserted that in cases where firms choose to invest or produce depending on cost
factors alone, even small differences in duty cost payments can incentivize expansion in Canada or
Mexico rather than the United States, with a detrimental effect on U.S. employment.
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Impacts on Selected U.S. Industries (Case Studies)

e Automotive industry: Two segments of the automotive industry use U.S. FTZs and FTZ-type
programs: light vehicle manufacturers and corresponding parts producers. Fourteen light vehicle
manufacturers used FTZs for production in 2016—-21. Overall, nearly 127,000 workers were
employed in automotive production in U.S. FTZs in 2021, making up 12.7 percent of automotive
workers in the United States. Although the automotive industry is a leading user of the U.S. FTZ
program, some of the largest vehicle manufacturers do not use FTZs. Most U.S. vehicle and parts
production occurs outside FTZs, with two-thirds of U.S. vehicle production occurring outside
FTZs in 2021.

Vehicle manufacturers using U.S. FTZs benefit from duty exemption on direct export shipments,
duty reduction on tariff inversions, streamlined logistics, and reduced customs fees. Firms in this
industry that import from and export to non-North American countries are the greatest
beneficiaries of the U.S. FTZ program because duties on imported materials used in these
exports can be exempted. Vehicle manufacturers and parts suppliers producing in U.S. FTZs for
duty exemption view this benefit as extremely important. From 2016 to 2021, firms producing
vehicles in U.S. FTZs saved over $100 million per year on average on duty exemption, and parts
producers saved less than $3 million per year on average.

Similarly, all vehicle manufacturers and parts suppliers producing in FTZs use the program for
duty reduction purposes and almost all view this benefit as extremely important. From 2016 to
2021, firms producing vehicles in U.S. FTZs saved over $200 million per year and parts producers
saved less than $20 million per year on average from duty reduction. Tariff inversions between
light vehicles and parts are relatively few because the U.S. NTR duty rates on passenger vehicles
and most parts are harmonized at 2.5 percent (although other parts have higher duty rates).
This puts vehicle manufacturers and parts producers in the United States at a disadvantage
relative to vehicle manufacturers and parts suppliers in Mexico that can eliminate duties on
foreign materials in many cases using PROSEC. All vehicle manufacturers in Mexico, as well as 60
of the 100 largest parts producers in North America, participate in the PROSEC program.
Similarly, although MFN duty rates are not considered an FTZ-type program in this report, firms
in Canada have a cost-competitiveness advantage because of Canada’s MFN duty rate of free for
imports of automotive parts for OEM assembly. Data on usage of Canada’s FTZ-type programs
are not available.

e Upholstered furniture manufacturing: Upholstered furniture production in FTZs includes sofas,
chairs, sectionals, recliners, glider-rockers, loveseats, and the like covered in fabric or leather.
Nine U.S. companies have FTZ production authority for manufacturing upholstered furniture,
with the majority of these firms operating in Mississippi. Five of these companies used their
production authority as of 2021 and employed between approximately 4,000 and 5,000
workers, equivalent to between 10 percent and 13 percent of total national employment of
furniture manufacturers. U.S. upholstered furniture manufacturers primarily use FTZs to admit
foreign-status upholstery fabric, which is subject to a higher NTR rate than furniture, thus
creating the opportunity for duty reduction. This lowers costs by reducing duties that would
otherwise be paid on those inputs. All upholstered furniture manufacturers producing in U.S.
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FTZs experience duty reduction benefits. Duty exemption is not considered a significant benefit
to these firms, as less than 2 percent of their total shipments from U.S. FTZs were exports in
2021.

Canada and Mexico are major competitors in the U.S. market for upholstered furniture. In
recent years, some U.S. and foreign furniture companies have moved their production
operations to Mexico to take advantage of the low labor costs and proximity to the U.S. market,
as well as Mexico’s FTZ-type programs. Information is scarce about the extent to which firms in
Canada use Canada’s FTZ-type programs. Because upholstered furniture producers in Canada
are generally able to import major textile inputs under MFN duty rates of free, they have few
incentives to use FTZ-type programs to save on duty costs.

Objection to the use of U.S. FTZs in recent years has largely been concentrated within domestic
textile-producing industries. Some domestic producers contend that the U.S. FTZ program
encourages manufacturers to increase reliance on foreign inputs rather than domestically
sourced goods. In part, because of consideration of concerns expressed by domestic textile
firms, some applications for production authority have either been denied, accepted without
tariff relief, or approved with limitations on import volumes.

e Petroleum refining: Petroleum refineries process crude oil into finished petroleum products
such as motor gasoline and diesel, as well as into intermediate goods used as inputs for
petrochemical and plastics manufacturing. Petroleum refineries are one of the largest users of
the U.S. FTZ program. More than 30 U.S. refineries owned by 15 different parent companies and
representing a little more than one-half of total U.S. refining capacity used FTZ production
authority as of the end of 2021. Within FTZs, these firms employed more than half of the
105,000 workers in the U.S. refining sector in 2021.

Refineries primarily use U.S. FTZs to reduce duty payments on crude oil through duty reduction
from inverted tariffs on some outputs such as petrochemicals, duty exemption for exports, and
in-bond shipments of jet fuel to airports. The main inputs for refineries—crude oil and
unfinished heavy fuel oils—are subject to relatively low NTR duty rates, but the high total import
volumes can result in significant duty payments. In 2021, about 333 million barrels of crude oil
and unfinished heavy oils were admitted into U.S. FTZs and bonded warehouses, with maximum
possible duty savings of $26 million. Duty reductions, such as those on the inverted tariffs, are
one of the most important effects for refiners. Refiners saved tens of millions of dollars annually
from 2016 to 2021 from duty reduction on their U.S. customs entries from subzones. Refiners
also saved millions of dollars annually from 2016 to 2021 from duty exemption on direct exports
from FTZ subzones, but views on the importance of duty exemption to firms receiving this
benefit are mixed. Refineries remain one of the top users of the FTZ program, but the number of
refiners producing in FTZs and the volume of general imports admitted into FTZs has declined
steeply since 2016. One reason for this change is the reduction in available duty savings,
resulting from shifts in the type of crude oil being imported and the increase in the availability of
domestically produced crude oil.

Refineries producing in U.S. FTZs are not adversely affected by competition with refineries in
Mexico or Canada using similar programs. Mexico’s and Canada’s refining industries are each a
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fraction of the size of the U.S. industry. Mexico’s petroleum industry and its refineries almost
exclusively process domestic crudes and use net imports of finished petroleum products sourced
from U.S. refineries to meet domestic demand. Canada is the United States’ largest source of
refined petroleum product imports, but this trade is primarily concentrated in the Northeast,
where U.S. refining capacity is limited.

Pharmaceutical manufacturing: The U.S. pharmaceutical industry is a major user of U.S. FTZs.
The sector experiences significant cost savings from duty reductions on tariff inversions and
duty exemptions on direct exports. In addition, firms producing pharmaceuticals in FTZs have
faster speed to market when using FTZs for pre-launch activities in anticipation of the U.S. Food
and Drug Administration granting U.S. marketing approval. Pharmaceutical companies
experience significant cost-competitiveness benefits from U.S. FTZ use and have substantially
increased their use of the program. The value of admissions by pharmaceutical firms producing
in U.S. FTZs more than doubled between 2016 and 2021 and exceeded $26 billion in 2021.
Similarly, between 2016 and 2021, employment within firms producing pharmaceuticals in FTZs
also increased by 22.2 percent to more than 27,000 workers in 2021. The impacts of the
program on U.S. investment and employment, however, have been firm-specific and limited. A
wide variety of considerations go into establishing pharmaceutical production in a specific
country, including availability of inputs, costs, regulations, market access, utilities, skilled labor,
and transportation.

A majority of pharmaceutical firms producing in U.S. FTZs experience duty exemption and duty
reduction benefits. More than half of such firms consider these benefits to be extremely
important in their decisions to use the program. Duty savings from exemptions and reductions
are the primary factor driving pharmaceutical manufacturing in FTZs, with duty savings totaling
hundreds of millions of dollars in 2021 on goods that entered U.S. customs territory and exports.
Most pharmaceutical firms producing in FTZs also consider logistical and other cost benefits,
such as streamlined U.S. customs procedures, to be at least moderately important in their
decisions to use U.S. FTZs. However, most pharmaceutical firms producing in U.S. FTZs do not
consider their use of the program to be a factor causing increased inward foreign direct
investment, domestic direct investment, U.S. employment, or manufacturing output. In
addition, many pharmaceutical firms have additional production sites in the United States that
manufacture different pharmaceuticals from the ones they manufacture in FTZs, including
pharmaceuticals with duty-free inputs.

Many pharmaceutical firms producing in U.S. FTZs are multinationals with operations around
the world. Almost one-third of these companies have operations in Canada, and somewhat
fewer have operations in Mexico. Pharmaceutical firms producing in U.S. FTZs that have
manufacturing facilities in Canada do not generally use Canadian FTZ-type programs because
Canada’s MFN duty rates are free on imports under chapters 29 (Organic Chemicals, which are
pharmaceutical inputs) and 30 (Pharmaceutical Products). Pharmaceutical operations in Mexico
do use FTZ-type programs. About 19 percent of Mexican imports of chapter 29 and 30 imports
were under IMMEX or similar duty deferral programs, and about 47 percent of Mexican exports
of these goods were under these duty deferral programs. Pharmaceutical companies’ use of
Mexican FTZ-type programs appears to be limited, however, in large part because of Mexico’s
low duties on many imports of pharmaceutical inputs.
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e Warehousing and distribution: Warehousing and distribution refers to any activity occurring for
purposes of receiving, storing, or delivering goods without those goods undergoing any
substantial transformation or change in condition. U.S. FTZ warehousing and distribution
operations without production authority received merchandise valued at $369.8 billion in 2021.
These facilities had relatively lower total employment (more than 100,000, 22 percent of FTZ
employment) in 2021 compared to production operations (about 375,000, 78 percent of FTZ
employment). FTZ warehousing and distribution operations have several competitive
advantages over other U.S. warehouses, mostly related to their ability to use duty deferral to
hold inventories for extended periods of time. Additionally, firms are able to use their FTZ
warehousing and distribution operations for duty exemption on their exports to other countries,
including Canada, Mexico, and Chile.

The United States, Mexico, and Canada all offer duty deferral and duty exemption benefits to
warehousing and distribution operations under their FTZs and FTZ-type programs. U.S. FTZs and
FTZ-type programs in Canada and Mexico generally do not reduce duties for warehoused goods
that enter domestic commerce. Therefore, there is broad parity across each of the three
countries in terms of cost-competitiveness advantages provided by FTZs and FTZ-type programs.
However, there are slight differences that offer certain competitive advantages to firms in each
country. For example, only the United States, through FTZs, allows firms to indefinitely defer
duties.

U.S. de minimis provisions that give duty-free access for small-value import shipments into the
United States present a significant challenge for U.S. FTZ warehousing and distribution
operations. E-commerce has increased rapidly as a share of U.S. retail sales in recent years. De
minimis provisions have likely been a substantial contributing factor driving investment in
facilities in Canada and Mexico that are used to serve the U.S. market from the other side of the
border. A warehouse in Canada or Mexico can import bulk shipments of foreign goods and, if
operating under an FTZ-type program, not pay duties (or receive drawback in Canada) on goods
destined for re-exportation. U.S. importers—which could include individual consumers using an
e-commerce platform—that purchase goods from these facilities would not pay duties on
shipments valued at or below the U.S. de minimis threshold ($800). In contrast, U.S. FTZ
warehousing and distribution operations can defer—but must ultimately pay—duties on goods
admitted into FTZs and then shipped to U.S. customers, including low-value shipments.

44 | www.usitc.gov



Chapter 1: Introduction

Chapter 1
Introduction

This report responds to the request by the U.S. Trade Representative (Trade Representative) for
information and analyses on the Foreign-Trade Zones (FTZs) program in the United States and FTZ-type
programs in Canada and Mexico. The report was prepared in response to a letter received from the
Trade Representative on December 14, 2021, under authority delegated by the President under section
332(g) of the Tariff Act of 1930.# The letter asked that the U. S. International Trade Commission
(Commission) conduct an investigation and prepare a report that provides the following information if
available and to the extent practicable:

1. An overview of economic activities in FTZs operating in the United States, Canada, and Mexico
since 2016, such as the number of firms operating in FTZs, FTZ employment, leading sectors and
industries participating in FTZs, shipments into FTZs and exports from FTZs, and foreign direct
investment in FTZs.

2. An overview of the current FTZ policies and practices in the United States, Canada, and Mexico,
such as FTZ tariff treatment, and other relevant policies and practices that affect the cost-
competitiveness of products of U.S. firms operating in FTZs.

3. An analysis of the effects of current FTZ policies and practices in the United States, Canada, and
Mexico on the cost-competitiveness of products of firms operating in these FTZs, including
descriptions of the effects on (1) relative production costs of U.S. firms operating in FTZs in the
United States, Canada, and Mexico; (2) U.S. employment; and (3) selected U.S.
sectors/industries operating in FTZs in the United States, Canada, and Mexico, with use of case
studies as appropriate, and including a review of recent literature on the effects of FTZs on U.S.
firm competitiveness and production.

The Trade Representative requested that, to the extent practicable, the Commission develop a broad
record of information through a public hearing and other outreach from firms that may be impacted by
these policies. The Trade Representative also noted the Commission may also include a survey of U.S.
firms participating in FTZs, if deemed necessary for information and data gathering. The Trade
Representative further requested that the Commission not include in its analysis any duties imposed
under U.S. trade remedy laws or Title Il of the Trade Act of 1974, as amended, or action taken under
section 232 of the Trade Expansion Act of 1962, as amended. The Trade Representative requested that
the Commission submit its report no later than April 14, 2023.

419 U.S.C. § 1332(g).
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Scope and Approach

U.S. FTZ Program and FTZ-Type Programs in
Canada and Mexico

This report covers the U.S. FTZ program and FTZ-type programs in Canada and Mexico. U.S. FTZs are
designated locations in the United States authorized by the Foreign Trade Zone Act and governed by
regulations administered by the FTZ Board and U.S. Customs and Border Protection (CBP) that allow
companies to use special customs procedures for duty and tax benefits. U.S. FTZs, while physically
located in the United States, are outside the U.S. customs territory. Firms operating in FTZs are allowed
to defer indefinitely the payments of customs duties and federal excise tax on “foreign-status
merchandise” admitted into zones, until the merchandise or goods produced from that merchandise in
the zone make entry for consumption.® Major characteristics of the U.S. FTZ program include duty
exemption, duty reduction, and other cost-saving benefits. Canada and Mexico do not have programs
that are identical to the U.S. FTZ program. However, each country has multiple trade promotion
programs that share certain features with the U.S. FTZ program. These features are explained further in
chapter 2.

To identify similar programs, policies, or practices in Canada and Mexico (hereafter FTZ-type programs)®,
this report uses two criteria. One criterion is whether these programs, policies, or practices offer
comparable duty and other benefits as the U.S. FTZ program. The second criterion is whether industry,
government, and trade experts report notable impacts of these programs on cost-competitiveness of
participating firms.

The FTZ-type programs in Canada identified in this report include the duties relief program (DRP), the
duty drawback program, and the customs bonded warehouses (CBW) program, all of which fall under
Canada’s duty deferral program (DDP). These programs offer duty deferral and duty exemption benefits
to participating firms. Two other FTZ-type programs offered by the government of Canada are the
Export Distribution Centre Program (EDCP) and the Exporters of Processing Services Program (EOPS),
which grant export-oriented firms relief from a Harmonized Sales Tax (HST) or the federal Goods and
Services Tax (GST).” The DRP most closely resembles the U.S. FTZ program, because it provides firms
duty relief—either up front or refunded later—on foreign goods that are imported into Canada and
subsequently exported.

5 Imported merchandise must be admitted into FTZs in foreign status if it has not been properly released from CBP
custody into customs territory (19 C.F.R. § 146.1). Foreign-status merchandise includes merchandise admitted to a
zone that is of foreign origin, without being subject to formal customs entry procedures and duty payment, unless
and until the foreign merchandise enters U.S. customs territory for consumption. 19 U.S.C. § 81c(a); NAFTZ, “FTZ
Basics and Benefits,” accessed April 22, 2022. See box 2.1 in chapter 2 of this report for information on zone status
and corresponding duty treatment.

6 For the purposes of this report, “FTZ-type” programs refer to programs in Canada and Mexico that are similar to
the U.S. FTZ program and have notable impacts on the competitiveness of firms participating in these programs.
See chapter 2 of this report for a discussion of the U.S. FTZ program and FTZ-type programs in Canada and Mexico.
7 Government of Canada, “Foreign Trade Zone,” accessed October 21, 2022. See chapter 2 of this report for more
information regarding Canada’s FTZ-type programs.
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Several FTZ-type programs in Mexico offer duty and tax benefits similar to those benefits available to
firms operating in U.S. FTZs.2 The Industria Manufacturera, Maquiladora y de Servicios de Exportacién
program (the Program of Manufacturing Industry, Maquila and Export Services, known as IMMEX) is the
primary duty deferral program. The Programas de Promocidn Sectorial (Sectoral Promotion Programs,
known as PROSEC) and regla octava (Rule 8) offer participating IMMEX firms additional duty benefits.
The Comprehensive Certification Scheme offers additional tax benefits. In addition, Mexico has several
special customs regimes that share some similar features with U.S. FTZ program, including depdsito
fiscal [fiscal deposit], recinto fiscal [bonded warehouse], and Recinto Fiscalizado Estratégico (Strategic
Bonded Warehouse, known as RFE).° All these programs have been identified as FTZ-type programs in
Mexico; however, this report primarily focuses on IMMEX, PROSEC, and Rule 8, which are the programs
that offer firms in Mexico similar duty and tax benefits to those offered to firms in the U.S. FTZ program.

In some ways, the FTZ-type programs in Canada and Mexico discussed in this report are broader than
the U.S. FTZ program because they encompass some analogous non-U.S. FTZ programs that are available
to firms in the United States. In the United States, these non-U.S. FTZ programs, such as the customs
bonded warehouse program and drawback program, are independent from FTZs but may be used in
place of or in combination with the U.S. FTZ program.'®

Firm and Industry Coverage

This report focuses primarily on firms that have been granted the authority to conduct production
operations in U.S. FTZs.' In addition, this report also provides information and analyses of the impact of
FTZ policies—to the extent feasible and necessary—on other kinds of firms,*? including firms that:

e Operate in the United States but outside FTZs, to the extent that they are impacted by FTZ
policies.

e Use FTZs for warehousing and distribution.

e Operate under FTZ-type programs in Canada and Mexico.

See the report’s glossary of FTZ terms and chapters 2 and 3 for definitions and discussions of production
and non-production activities under U.S. FTZs and FTZ-type programs in Canada and Mexico.

8VTZ, Doing Business in Mexico, 2020.

9 See chapter 2 of this report for more information regarding Mexico’s FTZ-type programs.

10 The overlapping features and nuances of the North American programs, as well as brief coverage of these
analogous U.S. non-FTZ programs, are discussed further in chapter 2 of this report.

11 Two types of business operations are conducted in FTZs: production operations, which involve substantial
transformation of a foreign article; and warehouse and distribution, which does not involve substantial
transformation of a foreign article. 15 C.F.R. § 400.2(0). This report uses the term “firms producing in FTZs” when
referring to this population of firms that have been granted the authority to conduct production operations in
FTZs. In this report, the reference to “firms producing in FTZs” indicates data and information extracted from the
Commission’s survey. Additionally, this report uses the terms “goods produced within FTZs” and “zone products”
to describe output of firms producing in FTZs, which may incorporate foreign- and domestic-status materials.

12 These analyses are presented through case studies and a literature review in chapter 3 of this report.
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Case Studies

The report includes case studies that analyze the effects of FTZ policies and practices on the cost-
competitiveness of selected U.S. sectors and industries. The Commission selected five industries—four
in the manufacturing sector and one in the services sector. These sectors were chosen for their
significant economic activity in U.S. FTZs and for the different types of program utilization and effects
they represent. The four manufacturing industries with firms producing in U.S. FTZs include: (1)
automotive industry, (2) upholstered furniture manufacturing, (3) petroleum refining, and (4)
pharmaceutical manufacturing. The fifth case study covers the warehousing and distribution industry, a
non-production sector that is a significant user of the U.S. FTZ program.

The case studies use the various data and information collected through the information-gathering
approaches described below. Using the competitiveness framework described later in this chapter and
in chapter 3, the case studies complement the overview of economic activity of U.S. FTZs and FTZ-type
programs in Canada and Mexico by offering detailed assessments of the impact of FTZ policies and
practices on the competitiveness of particular U.S. firms and industries in the North American market.
Chapter 3 provides greater detail on the criteria applied to select these case studies.

Report Organization

Chapter 1 provides the scope and approach for the report, sources for the data and information
presented, background information on the U.S. FTZ program and FTZ-type programs in Canada and
Mexico, and the competitiveness framework used to measure the cost-competitiveness of firms
operating under these programs. Chapter 2 presents profiles of the U.S. FTZ program and FTZ-type
programs in Canada and Mexico, including overviews of current FTZ-related policies and practices
affecting the cost-competitiveness of products of U.S. firms operating in FTZs, and FTZ-related economic
activity in the three countries. Chapter 3 analyzes how policies and practices of the U.S. FTZ program
and similar programs in Canada and Mexico affect the cost-competitiveness of goods made and sold by
firms operating within FTZs, including through the case studies described above and a review of recent
literature. In addition, chapter 3 analyzes the impacts on U.S. employment caused by firms’ changes in
investment and output resulting from these program-related competitiveness effects.

Information and Data Sources

For this report, the Commission relied on information gathered using its questionnaire; a review of
relevant literature; a public hearing; desk research; written submissions; and interviews. The latter were
conducted with representatives of FTZ grantees and users, industry and trade associations, U.S. and
foreign government officials, and legal experts.!®> The Commission held a public hearing on May 17,
2022, and participants included representatives of industry and trade associations.'* The Commission
also received written submissions from a similar cross section of interested parties.’® Primary sources on
activities within U.S. FTZs and relevant policies and practices in Canadian and Mexican FTZ-type

13 Commission staff conducted more than 70 interviews within this cross section of interested parties.
14 See appendix C for a list of hearing participants.
15 See appendix D for summaries of views of interested parties.
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programs were gathered from representatives of FTZ-related industries, program experts, and
government websites and officials.

Data on relevant economic activity in U.S. FTZs were collected from publicly available data sources, as
well as through the Commission’s questionnaire. Publicly available data sources include the annual
reports published by the U.S. Foreign-Trade Zones Board, which provide aggregate data by economic
activity of active U.S. FTZ operations.'® The U.S. Census Bureau provides data by product on admission,
entry, and exports of U.S. FTZs and bonded warehouses, including the value of foreign content (dutiable
value) entering U.S. customs territory from FTZs and bonded warehouses. Additional merchandise trade
data came from the Commission’s DataWeb, a database built on U.S. Census Bureau data. Firm- and
industry-level data were obtained from the Commission’s questionnaire results, described in more detail
below.

Data on economic activity related to FTZ-type programs in Canada came primarily from the government
of Canada through a written submission.!” Relatively little data for Canada’s FTZ-type programs are
publicly available. The government of Canada does not track the use of these programs by industry or
trade volume. It publishes estimates on the number of firms participating in Canada’s FTZ-type
programs, but additional data about employment, leading sectors and industries, shipments, exports,
and foreign direct investment are not available.®

Data on economic activity related to FTZ-type programs in Mexico came primarily from the government
agency Instituto Nacional de Estadistica, Geografia e Informatica (National Institute of Statistics and
Geography, known as INEGI).2® Most industry-level information for Mexico on indicators like shipments
and employment are aggregated at the broad 3-digit level of the North American Industry Classification
System. For IMMEX, the government of Mexico publishes the number and names of participating firms
and associated employment data, as well as information on input levels, but no data on foreign direct
investment or exports. The Mexican government also regularly publishes lists of firms participating in
PROSEC and import-level data under regla octava but does not provide data about employment,
exports, or foreign direct investment associated with these two sector-specific programs.

As requested, the report also includes a literature review and profiles of selected U.S. sectors/industries
operating in FTZs in the United States, Canada, and Mexico (chapters 2 and 3). Data and information
about major sectors and industries using these programs in the three countries are presented in chapter
2. Chapter 3 presents a literature review and case studies that analyze the effects of relevant policies
and practices on the competitiveness of U.S. firms producing in U.S. FTZs.

16 The FTZ Board, which consists of the Secretary of Commerce (who acts as its chairman) and the Secretary of the
Treasury, or their designated alternates, and has an Executive Secretariat located within the U.S. Department of
Commerce, reports on active FTZ operations. Data are reported only from operators that admit foreign-status
merchandise into an FTZ in a given year.

17 Additional sources of data and information for FTZ-type programs in Canada include interviews with industry
representatives, legal experts, and the Government of Canada. See chapter 2 of this report for specific sources of
data and information for FTZ-type programs in Canada.

18 Canadian government official, email message to USITC staff. November 30, 2022.

1% Additional sources of data and information for FTZ-type programs in Mexico include interviews with industry
representatives, legal experts, and the government of Mexico. See chapter 2 of this report for specific sources of
data and information for FTZ-type programs in Mexico.
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Commiission’s Information Collection

In accordance with the request letter—to include a survey of U.S. firms participating in FTZs if
necessary—the Commission issued a questionnaire to collect data from firms producing in U.S. FTZs.?°
Surveying for this investigation consisted of conducting a census survey, rather than selecting a sample,
of the firms identified as the target population. In the questionnaire, the Commission sought
guantitative and qualitative data not publicly available for certain analyses requested by the Trade
Representative. Questionnaire recipients were firms in U.S. FTZs that were granted production authority
before January 1, 2022, and had production activities within a U.S. FTZ at any time during 2016 through
2021. This report uses the primary source information gathered from these firms to present quantitative
and qualitative analyses of the U.S. FTZ program. Additionally, the questionnaire asked firms about the
competitiveness of the U.S. FTZ program vis-a-vis FTZ-type programs in Canada and Mexico.

The Commission’s survey of firms with production authority in U.S. FTZs primarily provides the data
necessary to analyze the economic activity in U.S. FTZs and the effects of current FTZ policies and
practices on U.S. firms operating in these FTZs. Through a census survey of the FTZ population described
above, the Commission collected quantitative and qualitative data and information for assessing the
cost-competitiveness of firms operating in U.S. FTZs vis-a-vis firms operating under programs similar to
U.S. FTZs in Canada and Mexico.

Several categories of data were collected on these firms through the survey. Data include economic
activity in U.S. FTZs (e.g., employment, domestic shipments, exports); effects of U.S. FTZ use on
operations (e.g., costs, investment, employment, output); and participation in FTZ-type programs in
Canada and Mexico (e.g., cost savings related to this participation). Firms’ perspectives on their
competitors’ usage of an FTZ-type program in Canada and Mexico and the impact this has on North
American competition were also collected.?! The Commission’s survey results were used to compare a
firm’s competitiveness across the several factors outlined in the competitiveness framework discussed
below. Survey results are presented throughout chapters 2 and 3 and in appendix G.

Although not the focus of the survey, information on other kinds of firms described in the “Firm and
Industry Coverage” section above was collected, primarily using approaches outside the survey.?

20 See appendix E of this report for the Commission’s FTZ questionnaire. See appendix F of this report for a
description of the Commission’s survey methodology. Various terms (e.g., census, questionnaire, survey) are also
defined in appendix F of this report.

21 See appendix E of this report for the Commission’s FTZ questionnaire.

22 The Commission’s questionnaire, issued only to firms with production activities in U.S. FTZs, also asked these
firms about any warehousing activities they may also have had in FTZs and where they had such activities. The
survey requested that quantitative data for production- and non-production-related activities (e.g., warehousing
and distribution) be reported separately. For a discussion of warehousing/distribution activities in U.S. FTZs and
FTZ-type programs in Canada and Mexico, see chapters 2 and 3 of this report. Outside the survey, the Commission
gathered information through a public hearing; desk research; written submissions; and interviews with FTZ
grantees, industry and trade associations, U.S. and foreign government officials, legal experts, and firm
representatives.
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Background Information on the Economic and
Trade Policy Environment

Globally, there are various international zones that provide special customs privileges or other trade
promotion and development incentives. These are most commonly referred to as “free trade zones” and
“special economic zones.”?® These zone programs are designed to provide duty and other tax benefits to
firms to increase competitiveness of domestic industries and attract investment. Although some
program aspects overlap, the characteristics associated with these programs do not fully encompass the
U.S. FTZ program or the FTZ-type programs in Canada and Mexico.

The respective design and use of the U.S. FTZ program and similar programs in Canada and Mexico are
unique and largely shaped by each country’s broader tariff policy and economic framework. The
following sections provide background on each country’s economic environment—particularly tariff
policy and trade flows—to provide the reader with context to understand the cost and other
competitive advantages of the programs across these countries.

Most-Favored Nation (MFN) Tariff Rates

The effects of the U.S. FTZ program and similar programs in Canada and Mexico on firms’
competitiveness can be understood and expressed relative to the broader tariff and trade policy
landscape of these countries. Firms use the U.S. FTZ program and similar programs in Canada and
Mexico primarily to reduce their costs. This is realized specifically through duty cost savings on goods
that would otherwise be imported and subject to most-favored nation (MFN)? duty rates other than
free.?® As a result, the rates associated with the tariff regimes of the United States, Canada, and Mexico
impact the attractiveness and usage of their respective FTZs and FTZ-type programs, the types of firms
and industries using these programs, and ultimately firms’ cost-competitiveness.

Canada’s notably low MFN tariff rates are the result of substantial tariff reductions in recent decades. To
improve export competitiveness, the Canadian government reported undertaking a “comprehensive
review of its tariff system” beginning in 1994 (the year NAFTA entered into force), “including a study on
manufacturing inputs.” As a result of the study, Canada reduced MFN tariff rates on about 1,500 tariff
lines, implemented in June 1995 (table 1.1).2° Beginning in 2009, the government of Canada unilaterally
eliminated MFN customs duties on many manufacturing inputs and machinery and equipment.?’
According to the Canadian government, by 2015, Canada had eliminated tariffs on almost all
manufacturing inputs, making the entire country a tariff-free zone for industrial manufacturers.?® In

2 Tiefenbrun, “U.S. Foreign Trade Zones, Tax-Free Trade Zones of the World, and Their Impact on the U.S.
Economy,” 2013; World Bank, SEZs, April 2008.

24 Referred to as “normal trade relations” or “NTR” in the Harmonized Tariff Schedule of the United States.

5 See the case studies in chapter 3 of this report for examples.

26 WTO, CMA, Minutes of the Meeting of 26 June 1995, July 12, 1995, 3; WTO, Trade Policy Review - Canada:
Report by the Government, October 15, 1996, 5.

27 Canadian government official, email message to USITC staff. November 30, 2022; WTO, “Canada Eliminates
Tariffs on Manufacturing Inputs and Machinery,” April 29, 2010.

28 Government of Canada, “Foreign Trade Zone,” accessed October 21, 2022; BDC, “What Is a Free Trade Zone,”
accessed March 21, 2022.
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addition, Canada currently has 15 free trade agreements (FTAs) with 51 countries that provide Canadian
firms with preferential access to a variety of manufacturing inputs.?

Similarly, Mexico has gone through substantial tariff reductions. Between 1993 and 1997 (coinciding
with the signature and implementation of NAFTA), Mexico reported unilaterally eliminating MFN rates
on more than 1,200 products—primarily inputs and machinery used in agricultural, chemical, electrical,
electronic, textile, and publishing sectors.3* On September 29, 2006, Mexico announced that it
unilaterally reduced MFN tariff rates for 6,089 tariff lines. In most cases, the reduction in tariff ranged
from 30 percent to 33 percent. Mexico intended to reduce the cost of raw materials for industries
producing final goods, to eliminate tariff discrepancies, and to reduce incentives to evade tariffs.3!
About 70 percent of Mexican imports entered Mexico duty free in 2020. Industries with non-free MFN
duties included nonelectrical machinery (2.8 percent), electrical machinery (3.5 percent), transport
equipment (8.5 percent), and other manufactures (5.1 percent) in 2020.32 In addition, firms operating in
Mexico benefit from the country’s 13 FTAs with 50 countries.

Unlike Canada and Mexico, the United States did not implement unilateral tariff reduction schemes in
the mid-1990s.34 U.S. tariff levels have fallen since that time, however. The average normal trade
relations (NTR) tariff rates across the 10,187 lines of the U.S. 2001 Harmonized Tariff Schedule, including
the ad valorem equivalents of specific and compound rates, was 5.4 percent in 2000, falling from a rate
of 6.4 percent in 1996.% In 2021, the average NTR tariff rate was at 3.4 percent overall across 10,905

2 |n addition to USMCA, Canada’s FTA partners include European Union, the European Free Trade Association,
Israel, Jordan, Korea, Ukraine, members of the Comprehensive and Progressive Agreement for Trans-Pacific
Partnership, and six countries in Latin America. Government of Canada, “Trade and Investment Agreements,”
accessed January 2, 2023. Canadian government official, email message to USITC staff. November 30, 2022.
30\WTO, Trade Policy Review - Mexico: Report by the Government, September 2, 1997, 2.

31\WTO, Trade Policy Review - Mexico: Report by the Government, January 7, 2008, 11.

32 World Trade Organization (WTO), “Mexico and the WTO: Goods, Services Schedules and Tariff Data,” accessed
January 17, 2023.

33 In addition to USMCA, Mexico’s FTA partners include the European Union, the European Free Trade Association,
Israel, Japan, members of the Comprehensive and Progressive Agreement for Trans-Pacific Partnership, and 10
countries in Latin America. USDOC, ITA, “Mexico - Country Commercial Guide,” September 23, 2022.

34 Separately, however, all three countries did commit to implementing the tariff reductions agreed to under the
Uruguay Round in 1994. See “Uruguay Round Agreements Act” Pub L. No. 103-465, 108 Stat. 4809, enacted
December 8, 1994; Government of Mexico, Secretariat for Home Affairs, “DECRETO de promulgacién del Acta Final
de la Ronda Uruguay (World Trade Organization Agreement Decree),” December 30, 1994; Government of Canada,
“World Trade Organization Agreement Implementation Act,” December 15, 1994. The U.S. Uruguay Round
Agreements Act of 1994 amended domestic legislation to bring it into conformity with the U.S. multilateral
commitments. One of the main elements of these commitments was a trade-weighted tariff reductions of about
35 percent over five years. WTO, Trade Policy Review United States — Report by the Secretariat, October 21, 1996,
22, 46. Canadian and Mexican MFN tariff reductions discussed above were separate from the tariff reductions
agreed to under the Uruguay Round in 1994. WTO, “Trade Policy Review: Canada — Report by the Secretariat”,
October 7, 1996, 21; WTO, “Trade Policy Review: Mexico — Report by the Secretariat”, September 2, 1997, 37.

35 WTO, Trade Policy Review: United States — Report by the Secretariat, August 15, 2001, 24-25.

52 | www.usitc.gov



Chapter 1: Introduction

lines.3® Around 57 percent of U.S. imports entered duty free in 2020.3” The United States is currently
party to 14 FTAs with 20 countries.3®

Canada has eliminated tariffs on almost all (96.8 percent) tariff lines of raw material inputs into
manufacturing operations, and Mexico has maintained tariffs on 21 percent of tariff lines for raw
material inputs with a wide range of MFN tariff rates. Products covering about 86 percent of tariff lines
for raw material inputs can enter the United States duty free, and the tariff rates for products in the
remaining tariff lines are low (table 1.1). Among the three countries, in 2021, Mexico had the highest
average MFN tariff rate on raw material inputs for industrial products at 3.0 percent, followed by the
United States at 0.2 percent and Canada at nearly 0.1 percent (figure 1.1).°

Table 1.1 Number of tariff lines with rate of free and non-free in Canada, Mexico, and the United States

among raw material inputs into industrial products, 2021
In the number of tariff lines and percentages.

Item Canada Mexico United States
Tariff lines with rate of free (number) 211 235 221
Tariff lines with non-free duty calculated on an ad 6 61 21
valorem basis (hnumber)

Tariff lines with non-free duty calculated on a non-ad 1 3 14
valorem basis (humber)

Total number of tariff lines (number) 218 299 256
Tariff lines with rate of free (%) 96.8 78.6 86.3
Tariff lines with non-free duty applied on an ad valorem 2.8 20.4 8.2
basis (%)

Tariff lines with non-free duty applied on a non-ad 0.5 1.0 5.5
valorem basis (%)

Total number of tariff lines (%) 100.0 100.0 100.0

Source: USITC, 2022 Harmonized Tariff Schedule of the United States, Revision 2, February 22, 2022; Government of Mexico, Tariff Schedule of
Mexico, July 1, 2020; CBSA, Customs Tariff 2021, Revision 6, December 21, 2021; WTO, Market Access: Unfinished Business — Post Uruguay
Round Inventory and Issues, 2001, 26; World Bank, WITS, “UNCTAD Classification of Goods by Stages of Processing - UNCTAD-SoP1: Raw
Materials.,” accessed April 1, 2022.

Note: Tariff lines are identified at the HTS 8-digit level, chapters 1-97. The rate of the tariff line is counted as non-free non-ad valorem if it has
a specific or compound MFN rate. The “raw material inputs into industrial products” referred to in the table title are HS subheadings covered

in the list of multilateral trade negotiation industrial product categories as specified by the WTO and are classified as raw materials under
UNCTAD’s classification of goods by stage of processing.

36 WTO, “United States and the WTO: Goods, Services Schedules and Tariff Data,” accessed March 7, 2023; WTO,
Trade Policy Review: United States — Report by the Secretariat, November 9, 2022, 69-71.

37 WTO, “United States and the WTO: Goods, Services Schedules and Tariff Data,” accessed March 7, 2023.

38 This count of FTAs includes trade promotion agreements with Colombia, Panama, and Peru. USTR, “Free Trade
Agreements,” accessed March 7, 2023.

39 Raw materials and intermediate inputs here are two of the four product groups defined by UNCTAD’s Stage of
Processing statistical product classification, which also includes consumer goods and capital goods. These product
groupings contain food- and energy-related commaodities, but only products used for industrial products as

determined by the World Trade Organization (WTO) in its multilateral trade negotiation product categories are
included in figures 1.1 and 1.2.
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Figure 1.1 Average MFN tariff rate on raw material inputs into industrial products, 2021
In percentages. Underlying data for this figure can be found in appendix H, table H.3
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Source: USITC, 2022 Harmonized Tariff Schedule of the United States, Revision 2, February 22, 2022; Government of Mexico, Tariff Schedule of
Mexico, July 1, 2020; CBSA, Customs Tariff 2021, Revision 6, December 21, 2021; WTO, Market Access: Unfinished Business - Post Uruguay
Round Inventory and Issues, 2001, 26; World Bank, WITS, “UNCTAD Classification of Goods by Stages of Processing - UNCTAD-SoP1: Raw
Materials,” accessed April 1, 2022.

Note: Figure excludes specific or compound tariff rates (i.e., the average MFN rate is taken from the free and non-free ad valorem tariff lines
only). The “raw material inputs into industrial products” referred to in the table title are HS subheadings covered in the list of multilateral
trade negotiation industrial product categories as identified by the WTO and are classified as raw materials under UNCTAD’s classification of
goods by stage of processing.

For the United States, 62 percent of the NTR tariff rates on raw material inputs for industrial products
fall between greater than 0 and 5 percent, with the remaining rates falling between a rate of greater
than 5 percent and a maximum of 14 percent. For Mexico, about 12 percent of MFN tariff rates on these
inputs fall between a rate of greater than 0 and 5 percent, with the majority (89 percent) of the tariff
rates on these inputs falling at or above 10 percent and the maximum MFN tariff rate topping out at 20
percent.*

In 2021, Mexico had 64 percent of tariff lines of intermediate inputs with MFN rates of free, compared
to 38 percent for the United States. Canada has set tariff rates to free on nearly 95 percent of tariff lines
of intermediate inputs into industrial products (table 1.2).#! The United States and Mexico had higher

0 Tariff lines are identified at the HTS 8-digit level, chapters 1-97. MFN tariff rates described in this paragraph are
those from the 61 Mexican tariff lines and 21 U.S. tariff lines in table 1.1 with a non-free duty calculated on an ad
valorem basis (i.e., tariff lines with a non-free duty calculated on a non-ad valorem basis and tariff lines with an
MFN duty rate of free are excluded from shares discussed in this paragraph).

41 Raw materials and intermediate inputs presented in tables 1.1 and 1.2 are two of the four product groups
defined by UNCTAD’s Stage of Processing statistical product classification, which also includes consumer goods and
capital goods. These product groupings contain food- and energy-related commaodities, but only products used for
industrial products as determined by the World Trade Organization (WTO) in its multilateral trade negotiation
product categories are included in tables 1.1 and 1.2 and figures 1.1 and 1.2.
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average MFN tariff rates on intermediate inputs for industrial products, at 3.7 percent and 4.0 percent,
respectively, compared to Canada’s 0.2 percent (figure 1.2). For the United States, 38 percent of the NTR
tariff rates on intermediate inputs for industrial products fall between a rate of greater than 0 and 5
percent and 51 percent fall between a rate of greater than 5 and 10 percent. For the United States, the
maximum NTR tariff rate for these inputs was 33.6 percent. For Mexico, less than 1 percent of tariff
rates on intermediate inputs for industrial products fall between a rate of greater than 0 and 5 percent.
For Mexico, 38 percent of tariff rates on these inputs fall between greater than 5 and 10 percent, and 61
percent of these rates are above 10 percent, with the maximum MFN tariff rate for these inputs topping
out at 20 percent.*?

Table 1.2 Number of tariff lines with rate of free and non-free in Canada, Mexico, and the United States

among intermediate inputs into industrial products, 2021
In number of tariff lines and percentages.

Item Canada Mexico  United States
Tariff lines with rate of free (humber) 1,765 3,353 1,384
Tariff lines with non-free duty calculated on an ad valorem 117 1,757 2,115
basis (number)
Tariff lines with non-free duty calculated on a non-ad valorem 24 115 93
basis (number)

Total number of tariff lines (number) 1,906 5,225 3,592
Tariff lines with rate of free (%) 92.6 64.2 38.5
Tariff lines with non-free duty calculated on an ad valorem 6.1 33.6 58.9
basis (%)

Tariff lines with non-free duty calculated on a non-ad valorem 13 2.2 2.6
basis (%)

Total number of tariff lines (%) 100.0 100.0 100.0

Source: USITC, 2022 Harmonized Tariff Schedule of the United States, Revision 2, February 22, 2022; Government of Mexico, Tariff Schedule of
Mexico, July 1, 2020; CBSA, Customs Tariff 2021, Revision 6, December 21, 2021; WTO, Market Access: Unfinished Business - Post Uruguay
Round Inventory and Issues, 2001, 26; World Bank, WITS, “UNCTAD Classification of Goods by Stages of Processing - UNCTAD-SoP2:
Intermediate Goods,” accessed April 1, 2022.

Note: Tariff lines are identified at the HTS 8-digit level, chapters 1-97. The rate of the tariff line is counted as non-free non-ad valorem if it has
a specific or compound MFN rate. The “intermediate inputs into industrial products” referred to in the table title are HS subheadings that fall
within the list of multilateral trade negotiation industrial product categories as identified by the WTO and are classified as intermediate goods
under UNCTAD’s classification of goods by stage of processing.

42 Tariff lines are identified at the HTS 8-digit level, chapters 1-97. MFN tariff rates described in this paragraph are
those from the 1,757 Mexican tariff lines and 2,115 U.S. tariff lines in table 1.2 with a non-free duty calculated on
an ad valorem basis (i.e., tariff lines with a non-free duty calculated on a non-ad valorem basis and tariff lines with
an MFN duty rate of free are excluded from shares discussed in this paragraph).
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Figure 1.2 Average MFN tariff rate on intermediate inputs into industrial products, 2021
In percentages. Underlying data for this figure can be found in appendix H, table H.4.
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Source: USITC, 2022 Harmonized Tariff Schedule of the United States, Revision 2, February 22, 2022; Government of Mexico, Tariff Schedule of
Mexico, July 1, 2020; CBSA, Customs Tariff 2021, Revision 6, December 21, 2021; WTO, Market Access: Unfinished Business - Post Uruguay
Round Inventory and Issues, 2001, 26; World Bank, WITS, “UNCTAD Classification of Goods by Stages of Processing - UNCTAD-SoP2:
Intermediate Goods,” accessed April 1, 2022.

Note: Figure excludes specific or compound tariff rates (i.e., the average MFN rate is taken from the free and non-free ad valorem tariff lines
only). The “intermediate inputs into industrial products” referred to in the table title are HS subheadings covered in the list of multilateral
trade negotiation industrial product categories as identified by the WTO and are classified as intermediate goods under UNCTAD’s
classification of goods by stage of processing.

The U.S. FTZ program offers reduced costs and other financial benefits through duty cost savings. The
relatively high share of tariff lines with an NTR rate of free, however, limits the benefits of the U.S. FTZ
program largely to those firms and sectors that rely on raw materials comprising the relatively smaller
share of tariff lines subject to non-free NTR rates. NTR duty rates on most raw materials for industrial
products are relatively low, but rates on some raw materials and intermediate inputs are higher. As a
result, the U.S. FTZ program has disparate effects on costs across these sectors as well as on firms
depending on the raw materials and intermediate inputs used and applicable NTR tariff rates. In
contrast, the free or near-free MFN tariff rates on almost all industrial inputs in Canada potentially make
duty benefits under its FTZ-type programs less consequential, though relief from a value-added tax
(VAT) might still present incentives to its participants. On the other hand, the relatively higher MFN tariff
rates for industrial inputs and the VAT rate (known by its Spanish acronym, IVA) of 16 percent in Mexico
make its various FTZ-type programs more attractive to manufacturers who are interested in setting up
production operations in Mexico. Chapters 2 and 3 provide greater detail on the interplay between the
three countries’ MFN tariff rates and other taxes and the usage of FTZ and FTZ-type programs in various
sectors.
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Trade and the U.S.-Mexico-Canada Agreement

An important context for the analyses of the FTZ and FTZ-type programs is the central position of the
U.S. market in North American trade. Also important is the treatment of goods under the United States-
Mexico-Canada Agreement (USMCA) and its predecessor, the North American Free Trade Agreement
(NAFTA), specifically restrictions in the agreement related to duty exemption or duty drawback. The U.S.
market is the largest destination for Canadian and Mexican exports of merchandise. In 2021, about 75
percent of Canadian exports and 84 percent of Mexican exports were destined for the United States.
About 33 percent of U.S. exports went to Canada and Mexico combined during the same period. The
economic importance of these export flows is further highlighted when compared to gross domestic
product (GDP). Exports to the United States accounted for 19 percent of Canadian GDP and 24 percent
of Mexican GDP, but exports to Canada and Mexico accounted for less than 3 percent of U.S. GDP (table
1.3). These trade flows suggest the U.S. market is key for firms located in any of the three USMCA
countries.

Table 1.3 Export shares of goods from Canada, Mexico, and the United States to USMCA partners,
2017-21

In percentages, by share of total exports and ratio to GDP.

Trade flow Metric 2017 2018 2019 2020 2021
U.S. exports to Share of total 34.0 34.0 334 32.7 333
USMCA exports

U.S. exports to Ratio to GDP 2.7 2.8 2.6 2.2 2.6
USMCA

Canadian exportsto  Share of total 75.8 75.0 75.3 73.3 75.4
the United States exports

Canadian exportsto  Ratio to GDP 194 19.7 19.5 17.6 19.1
the United States

Mexican exports to Share of total 79.8 76.4 84.8 86.4 83.8
the United States exports

Mexican exports to Ratio to GDP 28.4 27.9 22.8 239 24.0

the United States
Source: compiled by USITC staff.

The trade flow context is useful for understanding the benefits associated with the trade promotion
programs that exist in North America. Duty exemption primarily benefits firms that are highly export
oriented and that rely on imports of foreign goods that, if not for FTZs, would be dutiable or not free.
Firms’ decisions to invest in the North American market not only contribute to these trade flows but also
are shaped in part by the trade promotion and incentive programs available within the broader trade
framework negotiated under NAFTA, and subsequently the USMCA. However, certain duty exemption
restrictions under the USMCA impose limitations on the duty savings for several sectors that use U.S.
FTZs and FTZ-type programs in Canada and Mexico. The interactions between the USMCA and the U.S.
FTZ program and FTZ-type programs in Canada and Mexico are discussed in chapters 2 and 3.

Domestic Tradeoffs

U.S. FTZs and FTZ-type programs are designed to reduce company production costs by lowering duty
costs on inputs, which may lead some firms to increase their investment and production. However, by
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allowing for duty reductions and exemptions on imported inputs, these programs may act as an
incentive for FTZ producers to increase their sourcing of foreign inputs at the expense of domestic
inputs. Similarly, all else being equal, firms that do not or cannot participate in FTZs and FTZ-type
programs may find themselves at a cost disadvantage compared to those that are able to use FTZ-type
programs to reduce their duty costs.** However, many U.S. firms choose not to use FTZs because they
do not use inputs subject to duties or because of program limitations or logistical challenges in using the
program. These tradeoffs and components of FTZs and FTZ-type programs are described in greater detail
in chapters 2 and 3.

Competitiveness Framework

To assess the effects of current FTZ policies and practices in the United States, Canada, and Mexico on
the cost-competitiveness of products of firms operating under these programs, the Commission used a
competitiveness framework that considers several factors. These factors include the economic and
regulatory environment in which firms compete, how firms use U.S. FTZs to reduce costs, and how cost
savings from program use compare across the three countries. As described above, the cost-
competitiveness analyses of these programs consider tariff rates paid by importing firms under MFN
tariff rates or FTAs, in addition to other trade policies affecting FTZ use. Comparisons of the relative
cost-competitiveness effects of U.S. FTZs with FTZ-type programs in Canada and Mexico also are focused
on markets where firms in multiple countries participate. For most sectors, direct competition
predominantly occurs in these three countries’ domestic markets, particularly that of the United States.

Although this report covers the programs of all three countries, the competitiveness framework focuses
on the competitiveness of products of firms operating in U.S. FTZs vis-a-vis firms operating in FTZ-type
programs in Canada and Mexico. Participation in the U.S. FTZ program or similar programs in Canada
and Mexico can reduce a firm’s costs to acquire, process, and sell its goods. Such participation may
enhance a firm’s ability to improve its price competitiveness as a means of holding or gaining market
share or return value to investors. If investment and production are greater than they would be
otherwise, firms operating in FTZs may choose to retain or expand employment in facilities that
participate in those programs.

Based on the above, the cost-competitiveness of U.S. firms is assessed using these broad questions:

1. What are the economic, policy, and regulatory factors that determine the use of FTZs and FTZ-
type programs?

2. How do U.S. firms use the FTZ program to improve their cost-competitiveness?

3. How do cost-competitiveness effects of the U.S. FTZ program compare with those of similar
programs in Canada and Mexico in sectors with potential for direct competition?

These questions are designed to help understand the effects specifically related to the use of these
programs on investment, production, and employment. Drawing clear connections between observed
changes in employment and use of these programs is challenging, however, because program use is one
of many competitive factors that determine investment and production. For some firms, FTZ programs
may provide certain benefits but are not necessarily major considerations in business and investment

43 USITC, hearing transcript, May 17, 2022, 99, 116-117 (testimony of Charles Benoit, CPA).
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decisions. Given the limited amount of publicly available data and information, the Commission has
relied on the data collected through its survey to make such assessments.
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Chapter 2
FTZ-Related Policies, Practices, and
Economic Activities

This chapter provides an overview of the current FTZ program in the United States and FTZ-type
programs in Canada and Mexico. It describes special tariff treatments under these programs, as well as
policies and practices that may affect the cost-competitiveness of goods produced by firms operating in
U.S. FTZs. This chapter also provides information on economic activity related to these programs in the
United States, Canada, and Mexico during 2016-21 to the extent such data are available. This covers
the number of firms operating under these programs, related employment, leading sectors, inbound
and outbound shipments, and foreign direct investment in FTZs.

This chapter includes four sections. The first section provides a summary, including an overview of
major special tariff treatments—the central feature of these FTZ and FTZ-type programs. The second
section focuses on the U.S. FTZ program, including a brief background, current policies and practices
that govern U.S. FTZ operations and associated benefits and costs, other related U.S. trade programs
and policies that may influence use of the U.S. FTZ program, and recent trends in FTZ-related economic
activity. The third and fourth sections focus on the FTZ-type programs in Canada and Mexico,
respectively, describing related policies, practices, and economic activity.

For the impact of these policies and practices on the cost-competitiveness of products of U.S. firms
operating in U.S. FTZs, see chapter 3. See the glossary of key FTZ terms for definitions of terms used in
this report.

Summary

U.S. FTZ program: Established in 1934 under the Foreign Trade Zones Act (the FTZ Act), U.S. FTZs are
designated locations in the United States where companies can use special customs procedures for
special tariff treatments and duty benefits as well as tax, logistical, and other cost savings.

Canada and Mexico do not have the same program, though each country has multiple FTZ-type
programs that share similar features with U.S. FTZs.

FTZ-type programs in Canada: Among FTZ-type programs in Canada, the duty deferral program—
consisting of the duties relief program, the duty drawback program, and the customs bonded
warehouse program—offers firms special tariff treatments and various duty benefits. Two other
programs, the Export Distribution Centre Program (EDCP) and the Exporters of Processing Services
Program (EOPS), can be used for additional tax relief. These programs may be used separately or
together.

FTZ-type programs in Mexico: The primary FTZ-type programs in Mexico include the Industria
Manufacturera, Maquiladora y de Servicios de Exportacidn (the Program of Manufacturing Industry,
Magquila and Export Services, also known by the Spanish acronym IMMEX), Los Programas de
Promocidn Sectorial (the Sectoral Promotion Programs, also known by the Spanish acronym PROSEC),
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and regla octava (Rule 8). These programs offer various duty benefits, and may be used separately or
together. Comprehensive certification schemes are available for additional tax relief, an important
benefit for firms in Mexico. Other trade promotion programs are available in Mexico, such as several
special customs regimes and the drawback program. Although these other programs may be important
for certain users, in general, they are not as impactful as the IMMEX, PROSEC, and regla octava
programs mentioned above.

The central features of U.S. FTZ and FTZ-type programs in Canada and Mexico are the special tariff
treatments, principally duty deferral, duty exemption, duty reduction, and duty drawback. They are
subject to specific regulations governing FTZ and FTZ-type operations in each of these three countries.
Other trade programs and policies also affect the special tariff treatments available under these
programs as well as their usage.

Duty deferral: The U.S. FTZ program offers a special tariff treatment that allows firms to bring imported
merchandise into U.S. FTZs without completing the U.S. customs clearance process (referred to as
“foreign-status merchandise”) and paying import duties. Because FTZs are considered outside the U.S.
customs territory, firms can defer the clearance process and duty payment until the merchandise or
products made from the merchandise are entered into the customs territory of the United States for
the purpose of consumption (hereafter referred to as “entered/entry for consumption”). Duty payment
on foreign-status merchandise can be deferred in U.S. FTZs without time restrictions.

Unlike the U.S. FTZ program, Canada and Mexico do not consider their FTZ-type programs operating
outside of their customs territories. All Canadian and Mexican imports under their FTZ-type programs
are required to go through each country’s respective customs clearance process. Firms participating in
the primary duty deferral programs in Canada (the duties relief program) and Mexico (IMMEX) can
defer duty payments on these imports, provided that the imports or goods made from these imports
will be exported within a specified period. In general, firms can defer duties for up to four years (or five
years in the case of imported spirits used to manufacture distilled spirits) under Canada’s duties relief
program and 18 months under Mexico’s IMMEX. Duties become payable if this condition is no longer
met, such as when the imports or goods made from these imports enter domestic commerce or are not
exported within the allowed timeframe.

The customs bonded warehouse programs in the three countries also offer duty deferral treatment,
though with a time limit. The U.S. customs bonded warehouse program, administered separately from
the U.S. FTZ program, has a time limit of five years from the date of importation. The Canadian customs
bonded warehouse program allows duty deferral for up to four years, and in the case of goods such as
beer and wine, for up to five years. Mexico has several special customs regimes that resemble the
customs bonded warehouse programs in the other two countries with varied time limits.

Duty exemption: The U.S. FTZ program allows an exemption from deferred duty payment if foreign-
status merchandise or products made from it are exported from U.S. FTZs directly to foreign markets
(hereafter referred to as “direct export shipment”). If foreign merchandise is destroyed in U.S. FTZs and
the waste generated from destruction has no commercial value, the applicable duties may also be
exempt. U.S. FTZ users may claim duty exemption benefits, regardless of how long the merchandise or
goods made from it have been held in the zone. Duty exemption is not available for goods produced in
U.S. FTZs and exported to Canada and Mexico, owing to the implementation of USMCA Article 2.5(3),
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as discussed below. The duties relief program in Canada and IMMEX in Mexico offer similar benefits,
though the same time restrictions apply as for duty deferral above.

If foreign-status merchandise or products made from it within U.S. FTZs are entered for consumption
first before subsequent exportation (hereafter referred to as “indirect export shipment”), duty
exemption is not applicable. U.S. FTZ users, however, may use the duty drawback program to seek the
refund of duty payment, if eligible, as described below. Canada and Mexico have similar rules on
indirect export shipments.

The customs bonded warehouse programs in the three countries also offer duty exemption treatment
on direct export shipments, though with the same time limit as for duty deferral above. Duty
exemption is also not applicable for indirect export shipments from the customs bonded warehouses.

Duty reduction: Under the U.S. FTZ program, firms can reduce duty payments on certain imported
inputs used in producing finished goods that are entered for consumption. Duty reduction is only
possible in the case of tariff inversion, where the duty rate for the finished goods is lower than the duty
rates that would normally apply to the imported inputs, as illustrated in certain cases of kitting (see box
3.1). In the case of tariff inversion, firms can pay duties on eligible imported inputs based on the lower
duty rate applicable to the finished good, thereby reducing their duty payments. The primary duty
reduction programs in Mexico include PROSEC and regla octava. They offer preferential ad valorem
tariff rates ranging from 0 percent to 10 percent on imported inputs in certain sectors, regardless of
whether the finished goods are for exports or domestic consumption. By contrast, no FTZ-type
programs in Canada provide firms with a duty reduction mechanism.

Duty drawback: The drawback program in the United States allows for the refund of certain U.S. duties,
taxes, and fees that have been collected upon the importation of merchandise, if the merchandise is
exported or incorporated into products that are eventually exported or destroyed. It is administered
separately from the U.S. FTZ program, though U.S. FTZ users may use the drawback program in
conjunction with the U.S. FTZ program. Canada and Mexico have their respective drawback programs.
All drawback programs in these three countries have time restrictions: in general, firms must file the
drawback claim within five years from the date of importation in the United States, four years in
Canada (or five years for destroyed goods), and 12 months in Mexico. For exports to a USMCA party,
the amount of drawback may not exceed the total customs duties paid to the USMCA country to which
the goods are exported.

U.S. FTZs and FTZ-type programs in Canada and Mexico also provide tax, logistical, and other cost-
saving benefits where applicable. Under the U.S. FTZ program, duty reduction, duty deferral, and duty
exemption benefits are only available to authorized operations within designated FTZ locations, but
without time limitations. Most of the FTZ-type programs in Canada and Mexico have time restrictions
but impose few geographic restrictions. See table 2.1 below for a summary of these selected features.
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Table 2.1 Selected features of FTZ, FTZ-type, and related programs in the United States, Canada, and

Mexico

Vv =Yes, itis a central feature of the program; X = No, it is not a central feature of the program.

FTZ = Foreign Trade Zone; EDCP = the Export Distribution Centre Program; EOPS = the Exporters of Processing Services Program; IMMEX = the
Industria Manufacturera, Maquiladora y de Servicio de Exportacion (the Program of Manufacturing Industry, Maquila and Export Services);
PROSEC = Los Programas de Promocion Sectorial (the Sectoral Promotion Programs).

Duty Duty Duty Duty Tax Geographic Time

Program Country deferral exemption reduction drawback relief restriction restriction
FTZ Program United v v N4 X N4 N4 X

States
Drawback United X X X N4 N4 X N4
Program States
Customs bonded United V4 V4 X X N4 N4 V4
warehouse States
Duties relief Canada N4 v X X N4 X N4
program
Duty drawback Canada X X X N4 N4 X N4
program
Customs bonded Canada V4 V4 X X N4 N4 N4
warehouse
EDCP/EOPS Canada X X X X / X V4
IMMEX Mexico N4 N4 X X N4 X N4
PROSEC/ regla Mexico X X N4 X X X X
octava
Comprehensive  Mexico X X X X N4 X N4
certification
scheme
Special Customs Mexico Vi Vi X X N4 N4 N4
Regimes
Drawback Mexico X X X v N4 X V4
Program

Source: Compiled by USITC staff.

U.S. FTZ operations and the associated tariff benefits are impacted by other U.S. trade policies and
practices. The drawback and bonded warehouse programs can be used in conjunction with or in place
of the U.S. FTZ program to provide duty benefits. In addition to these programs, other U.S. trade
policies and practices affect benefits derived from the U.S. FTZ program, in particular those that
address tariff rates and duties owed on imports. These rates and duties may differ depending on
shipment value (e.g., de minimis), source country (e.g., FTA partner) or other factors.

Warehousing and distribution operations in U.S. FTZs make up the majority of FTZ-participating
firms; production operations account for the majority of FTZ employment. During 2016-21, the
number of FTZ-participating firms hovered around 3,300. About 90 percent of these firms were
engaged in warehousing and distribution operations. About 10 percent of these firms conducted
production operations in U.S. FTZs, and they accounted for nearly 80 percent of total FTZ employment.
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The vehicles and parts sector was the largest employer, followed by the nonelectrical machinery** and
fuel sectors.

Foreign-owned firms are active users of the U.S. FTZ program; domestic sources accounted for the
majority of inbound capital investment in recent years. About 36 percent of FTZ-producing firms have
an ultimate owner or parent company outside the United States. Of $267 billion in capital investment
received by FTZ-producing firms during 201621, 26 percent was from foreign sources and the
remaining 74 percent was from domestic sources. Nearly all foreign capital investment went to foreign-
owned firms. On average, a foreign-owned firm producing in U.S. FTZs received higher capital
investment than a domestic-owned firm.

Even with a notable drop in 2020 due to the COVID-19 pandemic, merchandise shipments by firms
producing in U.S. FTZs, measured by value, grew from 2016 to 2021, led by the fuel sector as well as
the vehicles and parts sector. During 2016-21, the value of inbound shipments, or admissions
(including domestic- and foreign-status merchandise) into U.S. FTZs by firms producing in U.S. FTZs
grew by 45 percent from $326 billion in 2016 to $472 billion in 2021. The value of outbound shipments
(including shipments to U.S. domestic and foreign markets) from U.S. FTZs by these firms grew by 22
percent from $448 billion in 2016 to $535 billion in 2021. The fuel sector was by far the largest FTZ
user, accounting for more than 60 percent of merchandise (inbound and outbound) shipments by value
during this period. The vehicles and parts sector followed with nearly 20 percent. Although accounting
for less than 5 percent, the nonelectrical machinery sector had the fastest growth rate, with the value
of merchandise shipments more than doubling during this period.

Foreign-status admissions and exports accounted for a small share of U.S. FTZ production-related
economic activity. During 2016-21, less than 25 percent of merchandise admitted into U.S. FTZs by
firms producing in U.S. FTZs was in foreign status and the rest was in domestic status. Of outbound
shipments by firms producing in U.S. FTZs during this period, only about 18 percent were destined for
foreign markets (including direct and indirect export shipments) and the remaining 82 percent was for
U.S. domestic consumption.

Among the FTZ-type programs in Canada, more firms used the duty drawback program and larger
duty benefits were realized under the duties relief program. The near-free MFN tariff rates on almost
all manufacturing inputs in Canada, however, has reduced the importance of its FTZ-type programs.
The Canadian government implemented several rounds of unilateral reduction and elimination of tariff
rates on manufacturing inputs in recent years. As a result, more than 99 percent of manufacturing
inputs can be imported into Canada free of duties, which has reduced the demand for FTZ-type
programs in Canada by manufacturing firms.

Various FTZ-type programs in Mexico and 13 FTAs with 50 countries provide manufacturing firms in
Mexico ample options for duty, tax, logistical, and other cost-saving benefits. Mexico has relatively

higher duty rates compared to Canada and the United States. Therefore, the duty benefits offered by
various FTZ-type programs in Mexico create the possibility for greater duty cost savings for

4 The nonelectrical machinery sector, as broadly defined in this report, includes firms producing a variety of
goods, including appliances, construction equipment, oil drilling equipment, energy-generation equipment, and
other industrial/machinery equipment. See appendix F for additional details on how sectors were defined for this
report.
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participating firms relative to firms in Canada and the United States. The ability to apply preferential
tariff rates under 13 FTAs with 50 countries offer manufacturing firms in Mexico additional
opportunities to explore duty, tax, and other benefits. IMMEX is the largest FTZ-type program in
Mexico, with 5,191 establishments, employing 2.8 million workers in 2021.

NAFTA/USMCA places restrictions on the use of drawback and duty deferral programs (including the
U.S. FTZ program and selected FTZ-type programs in Canada and Mexico) on exports to partner
countries, though the three countries differ in their implementation mechanisms. NAFTA/USMCA
requires goods that are produced under a duty deferral program and exported to other partner
countries be treated as if withdrawn for domestic consumption, with customs duties assessed.
NAFTA/USMCA also limits allowable duty drawback to no greater than the total customs duties paid to
the USMCA country to which the goods are exported. The NAFTA/USMCA restrictions are not
applicable to a good exported to another party country in the same condition as when imported into
the territory of the party from which the good was exported, such as warehoused goods in FTZs. Each
country differs in its implementation mechanism. The United States stipulates FTZ-related rules in the
U.S. NAFTA Implementation Act of 1993 and the USMCA Implementation Act of 2020. Canada specifies
the practices in government regulations to meet the requirements. Mexico publishes no specific
NAFTA/USMCA implementation documents other than to recognize its obligations under the
agreement are binding upon ratification.

FTZ Program in the United States

Background

U.S. FTZs (also referred to as “zones”) are designated locations in the United States where companies
can use special customs procedures and receive duty and tax benefits, as well as other savings. FTZs are
considered outside the U.S. customs territory but remain in the jurisdiction of local, state, or federal
governments. Upon CBP approval, foreign and domestic merchandise may be brought into zones or
moved between zones for authorized operations, such as storage, exhibition, assembly, manufacturing,
and processing.”®

Congress first authorized the U.S. FTZ program in 1934 under the Foreign-Trade Zones Act (the FTZ
Act), with the primary purpose of encouraging and expediting foreign commerce. The original FTZ Act
only allowed for the storing, packaging, and resorting of merchandise and did not allow for
manufacturing in FTZs.*® As described in the Senate report accompanying the bill for the original FTZ
Act, the Act was intended to benefit firms in the “reexport trade” by offering advantages relative to the
bonded warehouse program at that time, including that FTZs would be subject to less direct
supervision by Customs officials. The report, referencing language in a 1918 report by the Tariff
Commission to the Chairman of the Commerce Committee, noted the purpose of an FTZ was to
alleviate the restrictions of customs duties on U.S. foreign trade—"not for domestic consumption, but
for reexport to foreign markets and for conditioning or for combining with domestic products previous

4519 U.S.C. §§ 81b—c; USDOC, ITA, “About FTZs,” accessed December 12, 2022.
46 Foreign Trade Zones Act, Pub. L. No. 73-397, 48 Stat. 998 (1934) (codified at 19 U.S.C. §§ 81a—u). The chapeau
to the FTZ Act stated that the act was to establish FTZs so as “to expedite and encourage foreign commerce.”
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to export.”*” According to remarks by former U.S. Representative from New York, Emanuel Celler, one
of the original authors of the FTZ Act, FTZs were created to spur economic growth following the Great
Depression. He viewed the legislation as a necessary remedy to declining trade.*® According to one
researcher, the FTZ Act’s drafters expected that the FTZ Act would boost foreign trade through U.S.
FTZs. They anticipated it in turn would encourage domestic investment in new industries and
reassembly businesses, and increase U.S. employment in FTZs that might otherwise be replaced by
foreign labor overseas. In addition, they hoped the FTZ program would increase the exposure of U.S.
companies to foreign markets, develop U.S. distribution points for global trade, and enhance the
greater use and profits of the U.S. merchant marine.*

Following passage of the FTZ Act, interest in the U.S. FTZ program was minimal for decades—by 1950,
only six U.S. FTZs had been established.>® The 1950 Boggs Amendment included the benefits of the
original act and expanded duty deferral by removing the two-year limitation under the original act.>!
The 1950 Boggs Amendment also expanded the scope of allowable activities to manufacturing and
exhibition within zones, with the intention of expanding international trade.> Per a congressional
report accompanying the Boggs amendment, quoting the Secretary of Commerce, allowing
“manufacturing in the zones is expected further to assist American business by enabling it to
manufacture certain types of products for export under minimum cost conditions.”>® Regulations
issued by the FTZ Board in 1952 allowed for the creation of the special-purpose zone (now referred to
as “subzones”) for use by one company for a limited purpose. These two developments encouraged
zone use in the years that followed.> In 1973, the number of FTZs increased to 18, but manufacturing
operations within zones remained infrequent.>® The 1980s saw a notable increase in use of the U.S. FTZ
program: in 1983, 50 zone projects were active; by 1993, more than 122 zone projects were active.®’
This increase was potentially attributable to the increasing adoption of subzones and two regulatory
changes at that time.>® In 1980, the U.S. Department of Treasury amended its regulations to eliminate

47'S. Rep. No. 73-905, at 2-3 (1934) (stating “The establishment of foreign-trade zones will liberate the
transshipment trade from the burden and expenses {in bonded warehouses} now imposed upon it, and will do
much to assist in building up the United States as a transshipment center.”); Kanellis, “Reining in the Foreign
Trade Zones Board,” 1995, 611.

48 78 Cong. Rec. 9852-59 (1934); Kanellis, “Reining in the Foreign Trade Zones Board,” 1995, 611.

4 Kanellis, “Reining in the Foreign Trade Zones Board,” 1995, 612.

%0 Kanellis, “Reining in the Foreign Trade Zones Board,” 1995, 615.

51 pub. L. No. 81-566, § 1, 64 Stat. 246 (1950). A Senate report indicated that the duty deferral provision had not
been used by importers because of the requirement to pay duties within two years. S. Rep. No. 81-1107, at 3-4
(1950).

52 Pub. L. No. 81-566, § 1, 64 Stat. 246 (1950); H.R. Rep. No. 81-957 (1949).

53 H.R. Rep. No. 81-957 (1949).

54 For a definition of a subzone see the glossary. Lane, “The Impact of Foreign Trade Zones in the United States,”
2022, 57-58; Pub. L. No. 81-566, 64 Stat. 246 (1950); 17 Fed. Reg. 5316 (June 11, 1952); Teifenbrun, “U.S. Foreign
Trade Zones and Chinese Free Trade Zones,” 2015, 197.

55 Kanellis, “Reining in the Foreign Trade Zones Board,” 1995, 617.

%6 Lane, “The Impact of Foreign Trade Zones in the United States,” 2022, 62.

57 FTZ Board, 45th Annual Report, 1984, 2; FTZ Board, 55th Annual Report, 1994, 1. “Active zone projects” were a
combined count of the active general-purpose zones and subzones in operation over the previous fiscal year.

58 Kanellis, “Reining in the Foreign Trade Zones Board,” 1995, 617.
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value added® from the dutiable value of zone products that entered for consumption and, thus,
reduced the payable duty.®® The 1984 amendment to the FTZ Act exempted merchandise held in zones
for certain reasons or exported from zones from state and local ad valorem taxation.®! For the history
of major legal and regulatory changes related to the U.S. FTZ program, see table 2.2.

Table 2.2 The history of major legal and regulatory changes related to the U.S. FTZ program

Year Event

1934 Congress passed the FTZ Act and established the FTZ program and the FTZ Board.

1950 Congress passed the Boggs Amendment to the FTZ Act (Pub. L. No. 81-566, § 3, amending 19 U.S.C.
81c(a)) and allowed manufacturing and exhibition within FTZs.

1952 The FTZ Board revised its regulations to allow for the creation of special-purpose subzones (now
referred to as “subzones”).

1980 The U.S. Department of the Treasury changed its regulations and eliminated value added from the
dutiable value of zone products (only the value attributable to the foreign components would be
dutiable).

1984 Congress again amended the FTZ Act, stipulating that imported tangible personal property (TPP) held
in an FTZ or U.S.-produced TPP held in an FTZ for exportation is exempt from state and local ad
valorem taxation (Pub. L. No. 98-573 § 231; 19 U.S.C. § 810(e)).

1991 The FTZ Board revised its regulations, extending the radius from a port of entry where an FTZ may be
located from 35 miles to either 60 miles or 90 minutes’ driving time, while adding more restrictions to
subzone applications and activity.

2009 The FTZ Board adopted the option of designating and managing zones under the alternative site
framework that provides greater flexibility, increased predictability for approval of zone sites, and
shorter application processing times.

2012 The FTZ Board issued a comprehensive revision of its regulations concerning the authorization and
regulation of FTZs and zone activity in the United States. The changes simplify many procedures,
including streamlining the application process for subzones. The new rules improve access for U.S.
manufacturing operations, safeguard against negative consequences from certain FTZ activities, and
establish a definition of “production” (15 C.F.R. § 400.2(0)) that combines the definitions of
“manufacturing” and “processing” defined in the 1991 regulations.

Source: Pub. L. No. 73-397, 48 Stat. 998 (1934); Pub. L. No. 81-566, 64 Stat. 246 (1950); Pub. L. No. 98-573, 98 Stat. 2948 (1984); 17 Fed. Reg.
5316 (June 11, 1952); 45 Fed. Reg. 17,976 (March 20, 1980) (“Treasury Decision 80-87”); 56 Fed. Reg. 50790 (October 8, 1991); 74 Fed. Reg.
1170 (January 12, 2009); 77 Fed. Reg. 12111, 12139 (February 28, 2012); Kanellis, “Reining in the Foreign Trade Zones Board,” 1995;
Teifenbrun, “U.S. Foreign Trade Zones and Chinese Free Trade Zones,” 2015.

The FTZ program continued to grow through the 1990s into its present-day form. In 2021, there were
258 approved FTZs, 197 active FTZs, and 1,200 active FTZ operations, employing more than 480,000
people. All states have at least one zone (figure 2.1).%? Texas, Florida, California, and New York were the
states with the most zones (34, 20, 17, and 14 zones, respectively).®® Texas, California, and Louisiana

9 Value added consists of a percentage of the value of zone processing/manufacturing costs, overhead, and
profit. GAO, Foreign Trade Zone Growth Primarily Benefits Users Who Import for Domestic Commerce, March 2,
1984, 12.

80 This decision amended language in 19 C.F.R. 146.48(e). 45 Fed. Reg. 17,976 (March 20, 1980) (often referred to
as “Treasury Decision 80-87").

61 pub. L. No. 98-573, § 231(b)(1), 98 Stat. 2948, 2991 (1984) (codified at 19 U.S.C. § 810(e)); Teifenbrun, “U.S.
Foreign Trade Zones and Chinese Free Trade Zones,” 2015, 197.

62 FTZ Board, 83rd Annual Report, August 2022, 1; USDOC, ITA, “OFIS Database, Zone Information,” accessed
October 18, 2022.

63 USDOC, ITA, “OFIS Database, Zone Information,” accessed October 18, 2022.
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received the largest amount of merchandise into FTZs by value; and Texas, Louisiana, and South
Carolina exported the largest amount of merchandise from FTZs by value.?

Figure 2.1 The approximate location of U.S. foreign trade zones (FTZs), 2023

Underlying data for this figure can be found in appendix H, table H.1.
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Source: USDOC, ITA, “OFIS Database, Zone Information,” accessed February 14, 2023.

During the past 40 years, zone activities increased substantially, especially the value of merchandise
received into FTZs. The value of merchandise exported from FTZs also grew, though at a slower pace,
because the shipments destined for the U.S. domestic market outnumbered the export shipments
(figure 2.2).%> Despite the initial spikes in 1981 and 1982, the ratio of merchandise exported to
merchandise received has generally declined, from 0.26 in 1980 to a low of 0.06 in 2005 before
bouncing back to 0.15 in 2021. The overall low ratio suggests that only a small share of merchandise
was exported directly from FTZs and the majority entered for consumption.

64 FTZ Board, 83rd Annual Report, August 2022, 10.
5 USITC, The Implications of Foreign Trade Zones for U.S. Industries and Competitive Conditions between U.S. and

Foreign Firms, February 1984, A-23.
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Figure 2.2 Merchandise received into U.S. FTZs and exported from U.S. FTZs, 1980-2021

In billions of dollars (left axis) and percentages (right axis). Underlying data for this figure can be found in appendix H, table H.5.
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Source: FTZ Board, Annual Report of the Foreign-Trade Zones Board to the Congress, various years.

Note: As reported in FTZ Board reports, merchandise received includes foreign- and domestic- origin merchandise admitted to the zone.
Export shipments from zones include merchandise that is manufactured within the zone, as well as products that have passed through the
zone without substantial transformation.

Key FTZ Policies and Practices

This section highlights key policies that govern the establishment and conduct of FTZ operations, as
well as the associated benefits and costs.®®

The FTZ Act prescribes FTZ-specific policies, administered under two sets of regulations. The first
establishes the regulations of the FTZ Board, including the substantive and procedural rules for the
Board’s authorization of FTZs and regulations of zone activity.®” The FTZ Board is a federal government
entity created by the FTZ Act, housed in the International Trade Administration of the U.S. Department
of Commerce, and chaired by the U.S. Secretary of Commerce, with the U.S. Secretary of the Treasury
also serving on the board.% It has authority on a broad set of FTZ matters, such as prescribing rules and
regulations concerning zones, approving new zones, subzones, and modifications to the original zone,

56 While some benefits of FTZs are explicitly listed in U.S. regulations and code, other benefits are less explicitly
expressed. The primary benefits of duty deferral and exemption, for example, stem from the fact that FTZs are
not part of U.S. customs territory such that duties may be deferred on goods admitted to FTZs and duties are not
owed for direct exports from FTZs. See 19 U.S.C. § 81c(a); 19 C.F.R. § 101.1; 19 C.F.R. § 146.67(a); USITC,
Harmonized Tariff Schedule of the United States, General Notes 2, 11(b).

6715 C.F.R. § 400 (regulations of the FTZ Board); CBP. In 2012, the FTZ Board revised its regulations to simplify and
clarify FTZ use, ensure compliance with statutory requirements, improve access for U.S. manufacturing
operations, and safeguard against negative consequences from certain FTZ activities. 77 Fed. Reg. 12111
(February 28, 2012).

%819 U.S.C. § 81(a)(b); 15 C.F.R. §§ 400.1(a), 400.6(2)(d) & 400.6.
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and authorizing certain manufacturing and processing activity in zones and subzones.®® Under this
authority, the FTZ Board may determine, as appropriate, whether zone activity is in the public interest
or detrimental to the public interest, health, or safety.”” The FTZ Board is required to take this as well as
other related criteria, including potential employment impacts and effect on domestic industry, into
consideration in its evaluation of the establishment of or modification to zones or subzones, or of its
authorizations of certain types zone activity.”*

The second set of regulations lays out the customs regulations governing FTZ activities, such as the
procedure for zone activation and zone changes; the admission of merchandise to a zone; inventory
control and recordkeeping requirements; manipulation, manufacture, or exhibition in a zone;
exportation of merchandise from a zone; and transfer of merchandise from a zone into customs
territory.”? CBP advises the FTZ Board on zone applications, makes decisions on zone activation
requests, and provides direct supervision over zone activities through compliance reviews and visits.
CBP is also responsible for legal interpretation and enforcement of related customs regulations and
procedures.”

Main Zone Participants

The main participants of the U.S. FTZ program include zone grantees, operators, and users. Zone
grantees and FTZ participants such as operators and users, must comply with the requirements and
follow the procedures stipulated in these regulations for conducting zone operations. A zone grantee is
an organization that has received a grant of authority from the FTZ Board to establish, operate, and
maintain an FTZ in its region.” Grantees may be either public entities (e.g., city, county, port authority)
or private not-for-profit corporations organized for the purpose of establishing a zone project. A zone
operator is a corporation, partnership, or person that operates a zone or subzone under the terms of
an agreement with the zone grantee.”® A zone operator has a broad set of responsibilities, including
maintaining the zone, supervising the handling and movement of merchandise in the zone, maintaining
the inventory control and recordkeeping system, among others.”® The operator must be approved by

6919 U.S.C. §§ 81h (authorizing FTZ Board to issue regulations to carry out act), 81b (authority to issue grants of
authority for FTZ), 81f(b) (authority to modify grant of authority), 81c(a) (activities within FTZ exempt from
customs law), and 81p(c) (requiring annual report to Congress). The FTZ Board evaluates the application for new
zones (including subzones) as well as production authority and requests public comment on the application. The
approval is granted on the basis of the FTZ Board’s evaluation and with no objections received. 15 C.F.R. §
400.32(c)(2). The FTZ Board also has authority to restrict or prohibit zone operations and to determine whether
zone activity is detrimental to the public interest, health, or safety. 15 C.F.R. §§ 400.3(a) & 400.5. Additional
information on the role of the FTZ Board is contained in sections below as well as in chapter 3.

7015 C.F.R. § 400.3(a)(2, 15) (approval of and modification to zones and subzones).

7115 C.F.R. § 400.26 (FTZ Board criteria for evaluation of applications for expansions, subzones or other
modifications of zones) & 400.27(b) (economic factors considered by FTZ Board in evaluations of production
authority).

7219 C.F.R. § 146; CBP, “About FTZs,” accessed March 21, 2022.

7319 C.F.R. § 146; CBP, “About Foreign-Trade Zones and Contact Info,” accessed March 21, 2022; USDOC, ITA,
“The U.S. Foreign-Trade Zone Program: Information for CBP,” accessed October 12, 2022; Wong, “U.S. Foreign-
Trade Zone (FTZ) Program,” February 26, 2020, 1.

7419 U.S.C. § 81a(h).

7519 C.F.R. § 146.1(b).

7619 C.F.R. § 146.4.
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CBP and pay an FTZ operator bond.”” In some zones, the grantee may also be the operator; other zones
may have multiple operators. A zone user is a person or firm using a zone for storage, handling, or
processing of merchandise under the terms of an agreement with the zone grantee or operator.’”® Zone
users include zone producers as well as firms engaged in non-production activities such as
warehousing. Users often own the merchandise handled by operators. A user may also be an operator
that handles its own merchandise. See the glossary of key FTZ terms for definitions of FTZ grantee,
operator, and users.

Setting Up Zone Operations

The FTZ Act requires zones to be located in or adjacent to CBP ports of entry (including air, land, and
sea ports).” FTZ regulations define “adjacent” as being within 60 miles of, or 90 minutes’ drive from,
the outer limits of a CBP port of entry.® To set up a new zone, an application must be submitted to the
FTZ Board for a grant of authority to establish and operate a zone to serve a specifically defined
geographic area. The FTZ Board evaluates the application and requests public comment on the
application. On the basis of its evaluation, with no objections received, the FTZ Board may grant the
applicant the authority to establish a zone. Upon the approval, the applicant becomes known as the
zone grantee and is able to submit applications to the FTZ Board to designate zone sites or subzones for
use by companies in the FTZ.8! Most firms undertake their FTZ activity in subzones, which are typically
the sites established around planned or current operations that are outside the pre-established zone
boundaries while still within the port of entry adjacency requirements.®? Using subzones allows firms
flexibility in choosing the locations of their operations. It was estimated that more than 80 percent of
FTZ activity occurs in subzone sites.®

Two major types of business operations are conducted in FTZs: production operations and warehousing
and distribution operations. Production operations involve either substantial transformation of a
foreign article® or a change in condition, which results in a modification to the customs classification of
the article or in its eligibility for entry for consumption.®®> Production operations could be traditional

7719 C.F.R. § 113.13(b); 19 C.F.R. § 146.6(e); see also CBP, Foreign-Trade Zones Manual, 2011, 119-20; CBP,
“Customs Directive 099 3510-004,” July 23, 1991.

7819 C.F.R. § 146.1(b).

7919 U.S.C. § 81b(a). Currently, CBP reported 328 air, land, and sea ports of entry throughout the United States.
CBP, “At Ports of Entry,” accessed February 5, 2023.

80 15 C.F.R. § 400.11(b)(2)(i); USDOC, ITA, “Where Can A Zone Be Located?,” accessed April 28, 2022.

8115 C.F.R. § 400.32(c)(2).

82 Subzone sites outside the limit of 60 miles or 90 minutes may alternatively qualify to be considered adjacent, if
CBP determines proper oversight measures are in place and CBP can adequately oversee the activity. 15 C.F.R. §
400.11(b)(2)(ii).

8 NAFTZ, The U.S. Foreign-Trade Zones Program, 2013, 6.

84 Although it is rather common to use domestic-status inputs in FTZ production operations, only production with
foreign-status inputs can benefit from special tariff treatments under the U.S. FTZ program and are subject to the
FTZ regulations. In the event that an FTZ producer uses only domestic-status inputs in its zone production for an
entire year, the FTZ Board ceases to collect information from its production operations.

85 For the purpose of U.S. FTZ Board regulations, production means activity involving (1) the substantial
transformation of a foreign article into a new and different article having a different name, character, and use or
(2) a change in the condition of the article that results in a change in the customs classification of the article or in
its eligibility for entry for consumption. 15 C.F.R. § 400.2(o).
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manufacturing activities or kitting or assembly operations.® Firms must obtain production authority
from the FTZ Board to set up production operation in a zone.®” Granted on a firm- and product-specific
basis, production authority allows firms to conduct production activity in a zone under FTZ procedures
within the approved scope of authority. This granted authority is limited to the production of specific
finished products with specific foreign components in a particular zone, as described in the request(s)
approved by the FTZ Board.®® Additional approval from the FTZ Board to expand the scope of
production authority is required before firms can make new finished products or use new foreign-
status components in active zone production.® Warehousing and distribution operations do not
involve substantial transformation or modification to the customs classification of a foreign article.

Management of Merchandise in Zones

Management of merchandise in zones usually involves three stages of zone activities. These stages are
(1) the admission of merchandise into a zone, (2) the handling and storage of merchandise in a zone,
and (3) the transfer of merchandise from a zone. Specific policies and practices are stipulated to
regulate each stage of zone operations.’® Operators usually conduct these zone activities. Zone
operators may also enter into agreements with zone users to undertake these activities within a zone,
such as storage, handling, or manufacture of merchandise.®® For purposes of this report, however, we
only refer to “operators” conducting these zone activities.

Figure 2.3 displays the movement of goods through the stages of U.S. FTZ operations, summarizing the
central practices and procedures of the program. The figure is a simplified schematic showing the
applicability of the program to a variety of shipment types, regardless of origin of the goods or their
handling/manufacture within the zone. As explained in the next section, the duty benefits incurred at
admission, entry, and export and their timing depend on the foreign/domestic status of the
merchandise, the duty rates of this merchandise, and whether the merchandise has been substantially
transformed.

8 Kitting is the practice of putting components or materials in sets for retail sale. These sets are classified under
the same tariff line as the primary component (generally a finished product) that gives the kit its essential
character. These classification principles are outlined in USITC, Harmonized Tariff Schedule General Rules of
Interpretation 3(b) Revision 12, 2021. Kitting is a frequent application of production authority. See “Notification
of Proposed Production Activity; Bacardi USA, Inc,” 83 Fed. Reg. 34825 (July 23, 2018) and other Federal Register
notices in the FTZ Board’s OFIS Database for examples. USDOC, ITA, “OFIS Database, Federal Register Notices,”
accessed December 19, 2022. For more information on kitting, see box 3.1 in chapter 3.

8719 C.F.R. § 400.14(a).

8819 C.F.R. §§ 400.14(b) & 400.34 (describing review procedures for grant of production authority).

8919 C.F.R. § 400.14(d); USDOC, ITA, “FTZ Production Center,” accessed October 18, 2022.

%0 See 19 C.F.R. §§ 146.31-40 (admission of merchandise into a zone), 146.51-53 (handling of merchandise in a
zone), and 146.61-71 (transfer of merchandise from a zone).

91 CBP, Foreign-Trade Zones Manual, 2011, 24-25.
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Figure 2.3 Movement and designation of shipments through the U.S. FTZ program
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Note: Blue boxes with square borders represent the different types of products that may be admitted into a zone; opaque boxes with non-
square borders represent types of operations within a zone; and arrows represent possible movement of shipments into, within, and out of
U.S. FTZs.

Admission of Merchandise into Zones

With CBP’s permission, any foreign or domestic merchandise, whether dutiable or not, may be
admitted® into a zone, unless prohibited by law (e.g., controlled substances).” The FTZ Board may also
restrict or exclude the admission of certain merchandise into a zone if so required by other federal
government regulations (e.g., explosives) or the FTZ Board determines the merchandise is detrimental
to the public interest, health, or safety.’* The normal zone admission process requires an operator to
file, with respect to any foreign merchandise, an FTZ admission application with and receive a permit
from CBP to admit its goods into a zone.* Alternatively, zone operators may be eligible to use the
“direct delivery” procedure for admitting certain low-risk, repetitive shipments of foreign merchandise

92 The term “admit/admission” describes the process of bringing merchandise into a zone. 19 C.F.R. § 146.1(b).
%19 C.F.R. §§ 146.31-32.

9419 C.F.R. §§ 146.31(a) & 146.1(b) (defining “Prohibited Merchandise”); 15 C.F.R. §§ 400.3(a) & 400.5 (FTZ Board
authority to restrict or prohibit zone operations and to determine whether zone activity is detrimental to the
public interest, health or safety); CBP, “About FTZs,” accessed March 21, 2022.

9 Merchandise may be admitted into a zone using Customs Form 214—“Application for Foreign-Trade Zone
Admission and/or Status Designation,” and upon the issuance of a permit by CBP. Exceptions to the Customs
Form 214 requirement are temporarily deposed merchandise, transiting merchandise, or domestic-status
merchandise. 19 C.F.R. § 146.32. Except for domestic-status merchandise, all merchandise is required to be
traceable to a Customs Form 214 and accompanying documentation. 19 C.F.R. §§ 146.22-23. For the detailed
information on the customs procedure of merchandise admission, see CBP, Foreign-Trade Zones Manual, 2011,
chapter 6.
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without prior application and CBP approval.®® In effect, the direct delivery procedure allows operators
to admit foreign merchandise directly to the zone on weekends and after hours, with notification filed
with Customs the next working day. This trims the delivery time of goods into the zone, which can
provide logistical benefits, as described later in this chapter.®”

At the time of admission, the importer must choose a zone status for the merchandise admitted. For
some merchandise, particular status is required. The status can be either domestic or one of the three
foreign-status categories—privileged foreign status, non-privileged foreign, or zone restricted. This
allows the CBP to trace and determine duty treatment when merchandise is entered for consumption
or is exported.®® For information on zone status and corresponding duty treatment, see box 2.1, below,
as well as table 2.3 in “Entry for Consumption” for an illustrative example.

Box 2.1 Status of Merchandise in a Zone

Merchandise in a zone must be designated with either domestic or foreign status for the purpose of
tracing its duty treatment.

Domestic status: Domestic status may be granted to merchandise that has been (i) produced in the
U.S. and not exported therefrom or (ii) previously imported into Customs territory and properly
released from Customs custody (19 C.F.R. § 146.1). Domestic status merchandise includes (i) domestic-
origin items, which are grown, produced, or manufactured in the United States, with all internal
revenue taxes having been paid, and (ii) foreign-origin items, which are previously imported and on
which all applicable duty and tax have been paid, or (iii) foreign-origin items, which previously entered
free of duty and tax (19 C.F.R. § 146.43 (a)). No application or permit is required to admit, handle, or
transfer domestic-status merchandise, except when it is mixed or combined with merchandise in
another zone status or by order of the Commissioner of Customs (19 C.F.R. § 146.43(b)).

Foreign status: Foreign status usually is granted to imported merchandise, normally of foreign origin,
admitted to a zone site under CBP supervision without being subject to formal customs clearance
procedures and duty payment, unless and until the foreign merchandise enters customs territory (19
C.F.R. § 146.1(b)). Foreign status is further broken down into three sub-categories—privileged foreign
status, non-privileged foreign status, and zone-restricted status (19 C.F.R. § 146.41-42, 44).

Privileged foreign status (PF status): Foreign merchandise in this status is evaluated based on the time-
of-admission condition, even if it may have undergone a transformation in the zone. Such merchandise
is usually classified and appraised, with duties and taxes determined (but deferred) at the time it is
admitted to the zone and the status is selected. PF-status merchandise maintains its status upon
designation, retaining its country of origin, tariff classification, and tariff treatment when within the
zone (19 C.F.R. § 146.41(e), CBP, Foreign-Trade Zones Manual, 116-17).

PF status is commonly required for goods subject to a tariff-rate quota or trade remedy tariffs (e.g.,
antidumping and countervailing duties, section 301 and 232 duties, etc.).? It may also be selected if the

%19 C.F.R. § 146.39.

97 Eligibility is granted by CBP approval of an operator application outlining the merchandise to be handled or
processed and the kind of operation it will undergo in the zone. 19 C.F.R. §§ 146.36 & 146.39-40; CBP, Foreign-
Trade Zones Manual, 2011, 240; Griswold, “Practical Advice: US Foreign-Trade Zones,” accessed May 2, 2022.
%8 19 C.F.R. §§ 146.41-44; CBP, “Form 214 - Application for FTZ Admission and/or Status Designation,” accessed
February 8, 2023.
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NTR duty rate for a material input is lower than the NTR duty rate for the good produced in an FTZ or if
the good is on a list of sensitive products for which other domestic firms have expressed concerns to
the FTZ Board (see the case study on upholstered furniture manufacturing in chapter 3 for more
specific examples). Occasionally the FTZ Board will approve a firm’s production authority with the
caveat that certain foreign-status goods admitted to a zone must maintain PF status to assure these
inputs will maintain their tariff classifications (see, e.g., Authorization of Production Activity, 81 Fed.
Reg. 78773 (November 9, 2016)).

Non-privileged foreign status (NPF status): Foreign merchandise in this status is evaluated based on its
condition at the time it is transferred from a zone and makes entry for consumption. At the time of
entry, NPF-status inputs used in producing final goods in FTZs adopt the tariff classification and tariff
treatment of the final product that is manufactured in the FTZ. (19 C.F.R. § 146.65(a)(2)).

Zone-restricted status (ZR status): Merchandise brought into a zone for the sole purpose of
exportation, destruction (except destruction of distilled spirits, wines, and fermented malt liquors), or
storage may be given ZR status. ZR status may be requested at any time the merchandise is located in a
zone but cannot be abandoned once granted. It may not be entered for domestic consumption, except
where the FTZ Board finds that entry would be in the public interest (19 C.F.R. § 146.44). Merchandise
moved into zones for export under ZR status may be considered exported for purposes such as federal
excise tax rebates and customs drawback (15 C.F.R. § 400.1(c)). Merchandise may be admitted from a
bonded warehouse into a U.S. FTZ, but only under ZR status (19 C.F.R. §§ 146.11(d), 146.44(d), &
144.37(g)).

Source: 19 C.F.R. §§ 146.41-44; FTZ Board, 82nd Annual Report, August 2021; CBP, Foreign-Trade Zones Manual, 2011, 116, 165; U.S. industry
representative, interview by USITC staff, March 18, 2022.

2 As discussed further below, requiring that inputs subject to trade remedies be designated PF status was meant to prevent circumvention of
such measures through manufacturing inside an FTZ.

Handling of Merchandise in Zones

Merchandise can undergo several types of activities, including assembling, exhibition, manufacturing,
processing, storage, and destruction in zones.?® However, retail trade is generally prohibited within
zones.' The handling of merchandise in a zone must follow a set of rules that allows sufficient CBP
supervision of goods within the zone. Zone operators are required to maintain inventory control and
recordkeeping systems!®! that account for all merchandise (domestic- and foreign-status) admitted or

% USDOC, ITA, “The U.S. Foreign-Trade Zone Program: Information for CBP,” accessed October 12, 2022. In
addition, before merchandise undergoes any substantial transformation, destruction, exhibition, or is transferred
from a zone, the operator must file Customs Form 216—“Application for Foreign-Trade Zone Activity Permit.”
Contingent on the firm having an inventory control and record-keeping system that can allow it to audit
merchandise through the zone operation, firms may be approved for a blanket application for a period of up to
one year for a continuous or repetitive operation, rather than several separate applications for each new type of
merchandise incorporated. 19 C.F.R. § 146.52. For the detailed CBP requirements on handling merchandise in
FTZs, see CBP, Foreign-Trade Zones Manual, 2011, chapters 7-8.

100 19 U.S.C. § 810(d).

101 Merchandise admitted to an FTZ is recorded in the inventory system using the zone lot number or unique
identifier for traceability. 19 C.F.R. § 146.22.
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temporarily deposited in a zone, and track its movements, as well as any related zone activities.?

Inventory tracking also includes maintaining the records on the scrap or waste generated in the zone.%

FTZ sites and facilities are situated within the jurisdictions of local, state, and federal governments.
Zone operations are subject to the requirements of obtaining the licenses or permits associated with
merchandise handling within these jurisdictions, if applicable.'® In addition, many products subject to
an internal revenue tax—including alcoholic beverages, products containing alcoholic beverages except
domestic denatured distilled spirits, perfumes containing alcohol, tobacco products, firearms, and
sugar—may not be manufactured in a zone. The manufacture of clock and watch movements, as well,
is not permitted in a zone.1%®

Transfer of Merchandise from Zones

With a CBP permit, merchandise may be transferred!®® between zones or from a zone for warehousing,
consumption, exportation, or transportation to another port for exportation.’®” Customs entry® s
required to transfer zone merchandise from a zone for warehousing, consumption, as well as
transportation and exportation.'®

Under so-called zone-to-zone transfer, merchandise may, if authorized, be transferred between
different zones with the same or different operators in the same or different port without making entry

10219 C.F.R. §§ 146.21-23.

103 Waste recovered from the manufacture or manipulation of privileged foreign status merchandise within a
zone is designated as non-privileged foreign status merchandise. 19 C.F.R. § 146.42(b).

10415 C.F.R. § 400.13(c); NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022.

10519 U.S.C. § 81c(a)(2); CBP, Foreign-Trade Zones Manual, 2011, 167-68; CBP, “About Foreign Trade Zones and
Contact Info,” accessed February 2, 2023. Note that certain provisions referenced in 19 U.S.C. § 81c(a)(2) have
been superseded, such as paragraphs 367 or 368 of 19 U.S.C. § 1001 that describe watch and clock movements,
respectively. See Tariff Act of 1930, chapter 497, Pub. L. No. 71-361, paras. 367-68, 46 Stat. 590 (1930). The FTZ
Manual lists other products on which the FTZ Board had placed restrictions as of 2011, including on the
manufacture or processing of certain products within zones, on the use of certain foreign status inputs in
manufacturing within the zone, and on the status certain foreign status goods admitted to the zone may be
assigned. In many of these cases, the FTZ Board has made these decisions under its authority to assess whether
the proposed zone activities are in the public interest. CBP, Foreign-Trade Zones Manual, 2011, 167-72; 15 C.F.R.
400.3(a)(15).

106 The term “transfer” means to “take merchandise with zone status from a zone for consumption,
transportation, exportation, warehousing, cartage or lighterage, vessel supplies and equipment, admission to
another zone, and like purposes.” 19 C.F.R. § 146.1(b).

10719 C.F.R. §§ 146.61-71.

108 Customs entry describes the general customs process of filing required documentation or data with CBP to
secure the release of imported merchandise from CBP custody. Entry is also applied to the process of filing the
required documentation or data with CBP to withdraw merchandise from a duty deferral program in the United
States for exportation to Canada or Mexico, or for entry into a duty deferral program in Canada or Mexico. 19
C.F.R. § 141.0a.

10919 C.F.R. § 146.62(a). For the detailed information on customs entry procedures and required documentation
regarding transferring merchandise from a zone for warehousing, consumption, as well as transportation and
exportation, see CBP, The Foreign-Trade Zones Manual, 2011, chapter 9.
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and being subject to duty payment.!’° Such transfers allow firms to have quick access to duty-deferred
foreign inputs from their suppliers in a zone and maintain flexibility in their value chains.?

Entry for Warehousing

Entry for warehousing means that goods are transferred from a zone to a bonded warehouse for
storage or other activities (e.g., packing or unpacking) incidental before exportation.!'2 Zone operators
may transfer merchandise from an FTZ to a bonded warehouse with certain restrictions, unless it was
imported more than five years before the warehouse entry was filed.!® ZR-status goods can be
transferred to a bonded warehouse, but only for storage pending exportation, unless the FTZ Board has
approved another disposition. These goods may be subsequently transferred to other bonded
warehouses, but they retain their designation in ZR status and may not be withdrawn into U.S. customs
territory for consumption.'* Zone operators may transfer NPF-status merchandise to a bonded
warehouse. Once goods are placed in a bonded warehouse, they become subject to the associated
regulations and may not remain there after five years from the date of importation of the
merchandise.’'®> Zone operators are prohibited from transferring any PF-status merchandise or
products containing PF-status inputs into bonded warehouses.'*® For more information, see the U.S.
bonded warehouse section of this chapter.

Entry for Consumption

Goods leaving a zone (excluding ZR-status goods) may be entered into the U.S. customs territory for
consumption, but different rules apply according to their zone status.'” Domestic-status merchandise
may return to U.S. commerce free of quota, duty, or taxes.!*® Foreign-status merchandise or products
manufactured in the zone with foreign-status inputs may also be entered for consumption, but only
after cleared with Customs with applicable duties and fees paid.'® Merchandise in ZR status may not

11019 C.F.R. § 146.66.

111 y.S. industry representative, interview with USITC staff, September 28, 2022; industry representatives,
interview with USITC staff, April 29, 2022.

112 Note that handling goods for warehousing or distribution in an FTZ is distinct from the U.S. Customs bonded
warehouse program.

11319 C.F.R. § 146.64(a); CBP, Foreign-Trade Zones Manual, 2011, 127.

11419 C.F.R. §§ 146.64(b) & 146.70(c); CBP, “CROSS Ruling HQ 224147,” April 12, 1993; CBP, Foreign-Trade Zone
Manual, 2011, 128.

11519 C.F.R. § 146.64(a), (d). For example, if NPF-status merchandise has been in a zone for three years and is
transferred to a U.S. bonded warehouse, it can remain in the bonded warehouse facility for two years. CBP,
Foreign-Trade Zones Manual, 2011, 127-28. In comparison with bonded warehouses, goods may remain in FTZs
without a time limit.

116 19 C.F.R. § 146.64(a); CBP, Foreign-Trade Zones Manual, 2011, 127.

117 To make entry for consumption, firms are required to file entry documentation such as an Entry Summary or a
Form 7501 with CBP, with details about the shipments (e.g., value, classification, and country of origin). CBP uses
this documentation to assess duties, collect statistics, and determine whether other legal requirements have
been met. CBP, “Entry Summary,” accessed January 14, 2023. For more information on consumption entry filing
procedure and required documentation, see CBP, The Foreign-Trade Zones Manual, 2011, 115-24.

118 19 C.F.R. § 146.43.

11919 C.F.R. §§ 141.101-105; CBP, Foreign-Trade Zones Manual, 2011, 120.
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be entered for consumption, except under special circumstances when a formal request is approved by
the FTZ Board.'®®

When foreign-status merchandise is admitted into an FTZ, duties are initially deferred. When foreign
status merchandise or goods produced in FTZs with foreign-status inputs are entered for consumption,
the foreign value content is subject to the applicable duties. For PF-status inputs, the original duty rates
based on the classification of the product at the time of admission are applied, as are any applicable
trade remedy duties or import quota restrictions.'?! For NPF-status inputs, the duties are based on the
duty rate for the finished product when entered for consumption.??> When the duty rate for the
finished goods is lower than the | duty rates for the NPF-status inputs, as in the situation of tariff
inversion, FTZ producers can reduce or—where the duty rate on the finished good is free—eliminate
duty payments on NPF-status inputs. Firms report this duty reduction as a major duty benefit offered
by the U.S. FTZ program.

Table 2.3 provides an illustrative example of tariff treatment on inputs with different zone statuses, as
well as duty reduction for NPF-status inputs in the case of tariff inversion. At the time of admission, the
NTR tariff rates of NPF-status input 1, NPF-status input 2, and PF-status input 3 are 5 percent, 4
percent, and 8 percent, respectively. The total duties deferred and owed are $222 (input 1: $150; input
2:532; and input 3: $40). The NTR duty rate of the final goods manufactured with these inputs is 2
percent, as listed in the bottom row of table 2.3, lower than the NTR rates of foreign inputs. This is the
situation of tariff inversion. When the final goods manufactured with these inputs within a zone are
entered for consumption, the NTR rate for the final goods at 2 percent is applied to NPF-status inputs
instead of the initial NTR duty rates of 5 percent and 4 percent, and PF-status input 3 maintains the
original NTR rate at 8 percent. As a result, the firm pays duties of $S60 instead of $150 on NPF-status
input 1, $16 instead of $32 on NPF-status input 2, and $40 on PF-status input 3 with no reduction. In

120 19 C.F.R. §§ 146.43 & 146.63.

121 The requirement that inputs subject to trade remedy measures be designated PF-status emerged through
appeals regarding AD/CVD orders in the early 1990s, when reviewing Courts found that the FTZ Act on its face
exempted foreign merchandise subject to AD/CVD orders when incorporated into other merchandise in an FTZ
prior to entry into the United States. See, e.g., Torrington Co. v. United States, 818 F. Supp. 1563, 1572 (Ct. Int’|
Trade 1993). The FTZ Board subsequently amended its regulations to require that items subject to AD/CVD orders
be placed in PF status to ensure that FTZ procedures did not allow circumvention of AD/CVD orders. 15 C.F.R. §
400.14(e); see also 56 Fed. Reg. 50790, 50797 (October 8, 1991) (amending regulations and explaining need to
prevent circumvention of AD/CVD orders). Similarly, proclamations implementing measures under sections 201 or
301 of the Trade Act of 1974, and section 232 of the Trade Expansion Act of 1962, have required that items
subject to such measures entered into FTZs be placed in PF status. See, e.g., Proclamation No. 9693, 83 Fed. Reg.
3541 (January 25, 2018) (application to solar safeguards measure); 83 Fed. Reg. 14906 (April 6, 2018) (application
to China section 301 duties); Proclamation No. 9711, 83 Fed. Reg. 133361 (March 28, 2018) (application to section
232 tariffs on imports of steel). CBP, Foreign-Trade Zones Manual, 2011, 55-56; CBP, “CSMS# 18-000419,” July 6,
2018 (timing of assessment of Section 301 tariffs on products from China leaving FTZs).

122 |f the zone product is made with several foreign-status inputs from multiple countries, the country of origin is
assigned to the country that accounts for the highest value of foreign-status (including PF and NPF) components.
The country of origin for the purpose of assessing customs duties differs from the country of origin for marking
purposes, which is generally the United States for FTZ products. This FTZ country of origin practice may
complicate the interpretation of the trade data derived from these entries. U.S. government representative,
interview with USITC staff, May 19, 2022; CBP, Foreign-Trade Zones Manual, 2011, 117.
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this tariff inversion situation, the firm realizes a total of $106 duty reduction benefits by using the U.S.
FTZ program. See chapter 3 for sector-specific examples of this benefit.}?

Table 2.3 Tariff treatment on final goods produced with inputs in different zone status when entered

for consumption
In percentages and dollars. NTR = normal trade relations. N/A = not applicable.

NTR rate

applied when Duty payable Duty

Dutiable Duties entered for when entered for reduction

Input/final product NTR rate value owed/deferred consumption consumption benefit
NPF-status input 1 5% $3,000 $150 2% S60 -$90
NPF-status input 2 4% $800 $32 2% S16 -S16
PF-status input 3 8% S500 S40 8% S40 SO
Domestic-status input 4 N/A N/A N/A N/A N/A N/A
Final good 2%  $4,300 $222 2% $116 -$106

Source: Compiled by USITC staff.

As noted above, FTZ operators generally file customs entry documentation for each shipment into
consumption channels. FTZ operators, however, may be eligible to use the weekly entry filing program
CBP implemented for repetitive, high-volume entries of low-risk products from FTZs.'?* Under the
weekly entry, zone operators can file one entry form for all the estimated shipments at the beginning
of a seven-day period, rather than a separate entry form for each individual shipment. This policy
allows firms to save on merchandise processing fees, which would normally be assessed with each
shipment withdrawn from the zone.'?® Some industry representatives reported that the weekly entry
policy also results in a savings on broker fees that might be assessed on a per entry basis. %

Transfer for Exportation

Merchandise in a zone may be (1) exported directly without being transferred into the customs
territory (direct exportation);'?’ (2) transferred into the customs territory and then directly exported
from the port where the zone is located (immediate exportation);® or (3) transferred into the customs
territory, transported to, and exported from a different port (transportation and exportation).? This
report refers to these three aforementioned forms of exportation as “direct export shipments,” and

refers to merchandise that entered for consumption before it is subsequently exported as “indirect

123 See Armco Steel Corp. v. Stans, 431 F.2d 779, 785 (2d Cir. 1970) (interpreting 19 U.S.C. § 81c); CBP, “CROSS
Ruling HQ 556976,” June 9, 1994 (citing Armco and interpreting 19 U.S.C. § 81c). For more information on PF and
NPF status, see box 2.1 in this chapter.

12419 U.S.C. § 1484(j) (outlining CBP authority to treat merchandise in multiple shipments as single entry); 19
C.F.R. § 146.63(c) (allowing weekly entry for merchandise from zone); FDA, “Weekly Entry Filing,” October 17,
2022.

125 The amount of the merchandise processing fee (MPF) is 0.21 percent of the value of the merchandise for a
formal entry or release. It is currently capped at $538.40 per entry. A company not operating in a zone must pay
an MPF for each individual entry and may pay additional customs broker transactional fees if those fees are
assessed per entry. CBP, Foreign-Trade Zones Manual, 2011, 34; 19 U.S.C. § 58c(a)(9).

126 Industry representatives, interview with USITC staff, April 29, 2022; NAFTZ, “Fundamentals of Foreign-Trade
Zones,” 2022, 20.

12719 C.F.R. § 146.67(a).

128 19 C.F.R. § 146.67(b).

12919 C.F.R. § 146.67(c).
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export shipments.” Products entered for consumption follow entry procedures that require filing
certain documentation, including an entry summary for consumption and duty assessment.*® For
direct exportation, no entry is required.’3! For immediate exportation, as well as transportation and
exportation, an entry process and bonded transportation are required.!*? For these two forms of
exportation, however, entry is not for consumption such that no duties are assessed.

Upon CBP approval, zone operators may use a weekly permit to enter and release zone merchandise
for exportation or transportation and exportation. This policy allows zone operators to release the
guantity of specific merchandise from a zone as estimated on the weekly permit without additional CBP
approval procedure, leading to time and cost savings.!

Firms producing in FTZs may use direct export shipments for most foreign markets. Two U.S. FTAs,
NAFTA/USMCA and the U.S.-Chile FTA, however, require the United States to assess customs duties on
imported goods used in production and subsequently exported from an FTZ to a partner country as if
the exported good had been withdrawn for domestic consumption. As such, under the U.S. FTZ
program, firms are required to use indirect export shipments for goods produced in FTZs and exported
to those partner countries.’* The same requirement does not apply to products merely warehoused in

130 This report distinguishes between indirect and direct export shipments as those shipments that have “[made]
customs entry (for consumption)” vs. those that have not before exportations. Shipments that are “transferred
into” customs territory—which is the case for intermediate export and transportation and export shipments—are
not entered for consumption. The Commission’s questionnaire defines “making customs entry (for consumption)”
as filing an entry summary which includes documentation that enables CBP to assess duties. For merchandise in
direct export shipments—transportation and exportation or immediate exportation, a deposit of duties is not
required with bonded transportation, and an in-bond application requires the filing of a transportation entry and
manifest (CBP Form 7512), instead of an entry summary (CBP Form 7501). 19 C.F.R. § 141.101(e) (exemption of
deposit of duties for in-bond merchandise); 19 C.F.R. § 18.1 (requirements for in-bond application); CBP, Foreign-
Trade Zones Manual, 2011, 97. See exports shipments section of this chapter and page 5 and 16 of questionnaire
in appendix E for further details.

131 Direct exportation occurs when goods are laden directly onto an exporting carrier within a zone, and no
cartage or transportation in-bond is required to deliver it to the carrier. CBP, Foreign-Trade Zones Manual, 2011,
137-8.

13219 C.F.R. § 146.67; See 19 C.F.R. § 18.1 for the requirements for an in-bond application. Entries for immediate
exportation (type 63) and entries for transportation and exportation (type 62) are different from entries for
consumption—type 06 entries, which are used to denote merchandise leaving an FTZ to be entered into U.S.
customs territory for consumption. CBP, Foreign-Trade Zones Manual, 2011, 138; CBP “Entry Summary,” accessed
January 14, 2023.

133 19 C.F.R. § 146.68. Unlike the weekly entry program, the weekly permit for exports and transportation is not
associated with any CBP fee costs savings like the merchandise processing fee. For more information see CBP,
Foreign-Trade Zones Manual, 2011, 141.

134 USMCA, art. 2.5.3; United States-Mexico-Canada Agreement Implementation Act, Pub L. No. 116-113, §§ 208
& 501, 134 Stat. 11, 67 (2020) (implementing USMCA provision into U.S. law and codified at 19 U.S.C. § 4534 and
amending 19 U.S.C. § 81c(a)); USMCA Interim Final Rules, 86 Fed. Reg. 35566, 35576—77 (July 6, 2021) (to be
codified at 19 C.F.R. part 182, subpart E); see also NAFTA Implementing Regulations, 19 C.F.R. § 181.53(a)(2)(i);
U.S.-Chile FTA, art. 3.9(3); United States-Chile Free Trade Agreement Act, Pub. L. No. 108-77, § 203(b)(5), 117
Stat. 909, 929 (2003) (implementing FTA and amending 19 U.S.C. § 81c(a)); see also CBP, Foreign-Trade Zones
Manual, 2011, 135-36.
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or distributed from FTZs.1**For more information on this requirement, see the “U.S. Free Trade
Agreements” section below.

Benefits and Costs of Using the U.S. FTZ Program

Under the FTZ program participating firms can reduce their costs through multiple duty benefit, tax
relief, streamlined customs processes, reduced customs fees, and other indirect benefits. To participate
in the U.S. FTZ program and be eligible for those benefits, firms incur one-time upfront costs for
applications and software and hardware to meet compliance requirements and recurring costs for
maintaining and administrating FTZ operations. These benefits and costs are summarized below.

Duty Benefits

The U.S. FTZ program allows firms to use special customs procedures for certain duty benefits,
depending on the type of business operations involved, authority granted by the FTZ Board and CBP,*3®
as well as the status of merchandise admitted into FTZs.®*” Potential duty benefits include duty
deferral, duty exemption, and duty reduction. In addition, firms may use the drawback program in
conjunction with the U.S. FTZ program for additional duty benefits (see the drawback section in this
chapter for more information). As noted above, duty reduction is not applicable to zone merchandise
admitted in PF status.'®® Firms operating in FTZs may benefit from exemption from import quota
restrictions until subject goods are entered for consumption, if applicable.*

Firms operating in FTZs are allowed to defer indefinitely the payments of customs duties on all foreign-
status merchandise admitted into zones. Those payments become payable when that merchandise, or
products made from it in a zone are entered for consumption.* Firms with production authority may
also temporarily defer duties on production equipment admitted into a zone, as part of their capital
investments in zone production operations, until the equipment is used in commercial production in
the zone.!*!

If foreign-status merchandise, or products made from it are exported from a zone directly, firms are
exempt from the customs clearance procedure and the associated duty payment.*?Firms are also
exempt from paying applicable duties on foreign-status goods destroyed in zones if the waste
generated from destruction has no commercial value.*® Duty exemption is not applicable for FTZ
exports of products manufactured in an FTZ to Canada, Mexico, and Chile because of the entry
requirement stipulated in the USMCA and U.S.-Chile Free Trade Agreement. It is available for FTZ

135 This requirement generally does not apply with respect to warehousing and distribution operations as Article
2.5(6) of USMCA provides that the article does not apply inter alia to goods exported to a partner country in the
same condition as when imported.

136 See discussion in “Setting Up Zone Operation,” in this chapter.

137 See discussion in “Admission of Merchandise into Zones,” in this chapter.

138 See discussion in “Entry for Consumption” section in this chapter.

139 NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022; NAFTZ, “Fundamentals of Foreign-Trade Zones,”
2022.

14019 U.S.C. § 81c(a); NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022.

14119 U.S.C. § 81c(e)(1); NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022.

14219 U.S.C. § 81c(a); NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022.

14319 U.S.C. § 81c(a); NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022.
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exports to those countries if the goods exported are in the same condition as imported, for example, in
the case of firms engaged in warehousing and distribution as opposed to manufacturing operations.

As mentioned earlier, FTZ producers may be able to reduce or eliminate the duties owed on eligible
foreign inputs in the case of tariff inversion. Firms may pay the lower duty rates of final goods on NPF-
status inputs when making the customs entry for consumption. If the duty rates for finished goods are
zero, firms may eliminate payable duties on NPF-status inputs.'#

Most foreign-status merchandise admitted into zones is exempted from import quota restrictions until
entered for consumption.* This feature, along with other features of U.S. FTZs (i.e., inventory tax
exemption, lack of storage time limit), allows users to store or stage products within FTZs in
anticipation of new quota-year openings, which are administered on a first-come first-served basis.1*®

Tax, Logistical and Other Cost Saving Benefits

Merchandise admitted into an FTZ is subject to the same taxes and fees imposed on merchandise
imported directly into U.S. customs territory. Some taxes and fees may be deferred while merchandise
remains in FTZs, and some taxes are payable but may be refunded in part through drawback (see
drawback section in this chapter for more details).'*’

14419 U.S.C. § 81c(a); NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022.

14519 U.S.C. § 81c(a); USDOC, ITA, “About FTZs,” accessed December 12, 2022; NAFTZ, “FTZ Basics and Benefits,”
accessed April 22, 2022. In practice, sugar imports are one such exception to this quota benefit. The FTZ Board
has limited the operations within zones to a specified annual volume of production and CBP restricts the volume
of sugar-containing products to a specified amount. These limits were established under the public interest
authority of 19 U.S.C. § 810(c) to restrict the circumvention of the sugar quota. CBP, Foreign-Trade Zones Manual,
2011, 170-71. See, e.g., FTZ applications for production operations attempting to circumvent the sugar quota: 54
Fed. Reg. 42317 (September 26, 1989); and corresponding FTZ Board application rejections: 55 Fed. Reg. 20617
(May 18, 1990).

146 NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022.

147 Such taxes and fees include harbor maintenance taxes (HMT), certain internal revenue taxes, and merchandise
processing fees (MPF). MPF can be deferred and is due at the same time the duties on the merchandise are
deposited. HMT and certain internal revenue taxes (e.g., the oil spill liability tax and the Superfund tax imposed
on crude oil and petroleum products) are both due on a quarterly basis regardless of whether a firm is receiving
merchandise in an FTZ or in U.S. customs territory. 19 C.F.R. § 24.24(e)(2)(iii) (HMT payment in FTZs); CBP, CROSS
Ruling HQ 229806, February 20, 2003; 26 U.S.C. § 32 (manufacturers excise taxes) & 38 (with the exception of
Subchapter A) (environmental taxes) & 51 (taxes on distilled spirits, wine, and beer) & 52 (taxes on tobacco
products, cigarette papers, and tubes); 19 U.S.C. § 58c(a)(9) (authority to impose merchandise processing fee); 19
C.F.R. § 141.101 (time of deposit of MPF for formal entries), 19 C.F.R. § 143.28 (time of deposit of MPF for
informal entries); CBP, Foreign-Trade Zones Manual, 2011, 34; 26 U.S.C. §§ 4611(a)—(d) (oil spill liability tax and
Superfund tax statute); Pub. L. 117-169, 136 Stat. 1818 Section 13601 (August 16, 2022) (reinstatement
Superfund tax); CBP, “Drawback of Federal Excise Tax Paid on Petroleum Products - Revised Claim
Documentation,” October 11, 2018; Treasury, IRS, “Petroleum Tax—Hazardous Substance Superfund Financing
Rate Reinstated,” December 19, 2022.
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Because of the 1984 FTZ Act Amendment, imported tangible personal property?*® stored or processed

in an FTZ or U.S.-produced tangible personal property held in an FTZ for exportation are exempt from
state and local ad valorem taxation (e.g., inventory taxes).}*® Several states, including Texas, Louisiana,
and Kentucky, impose ad valorem tax on business inventory. This tax exemption provides an important
source of savings for some FTZ participating firms.'>° See the chapter 3 case study on petroleum for
more information. In certain states and territories, such as Arizona and Puerto Rico, other local tax
benefits may be also available.?®!

Firms with FTZ operations may benefit from storing foreign status merchandise in zones and
transferring that merchandise between zones, as well as other cost savings related to admitting,
handling, and transferring foreign status merchandise. Specifically:

e The U.S. FTZ program does not impose a time limit on how long merchandise may be stored.
Unlike U.S. bonded warehouses where goods can only be stored for up to five years, goods in a
zone can be held indefinitely. This benefit can help operators increase their speed to market.
For operators admitting merchandise that will be entered for consumption under a quota, for
example, maintaining merchandise in FTZs allows them to be ready to admit that merchandise
as soon as the new quota period starts. The absence of storage time limits in FTZs also allows
operators to hold products that are awaiting approval from a U.S. federal agency for sale within
the United States. This was the case with the U.S. Food and Drug Administration’s approval of
Pfizer’s COVID vaccines in 2020 (for more information, see chapter 3 case study on
pharmaceuticals).?

e Zone operators may, subject to CBP approval, transfer zone goods between different zones or
remove goods from the zone for up to 120 days for repair, restoration, or incidental operation

148 Tangible personal property (TPP) is property that can be touched and moved, such as equipment, furniture,
and other possessions. Many state and local governments impose ad valorem property taxes on TPP, including in
the form of an inventory tax, the largest tax businesses pay at state and local level. Tax Foundation, “States
Moving Away From Taxes on Tangible Personal Property,” October 4, 2012; Fritts, “Does Your State Tax Business
Inventory?,” March 17, 2021.

149 pub. L. No. 98-573, § 231(b)(1), 98 Stat. 2948, 2991 (1984) (codified at 19 U.S.C. § 810(e)).

15019 U.S.C. § 810(e). At the time of the 1984 amendment, most states that imposed an ad valorem tax on
business inventory allowed exemptions from this tax for firms in FTZs. Texas was distinct in that its state
constitution prohibited any such exemption from local taxes for this merchandise. This provision was added to
allow FTZs within Texas to have similar tax benefits to those in other states. S. Rep. No. 98-308, at 36-37 (1983).
See chapter 3 case study on petroleum for more information. NAFTZ, “FTZ Basics and Benefits,” accessed April 22,
2022.

151 NAFTZ, “FTZ Basics and Benefits,” accessed April 22, 2022. Under Arizona law, FTZ operators may access lower
real and personal property tax rates than they would otherwise enjoy outside an FTZ in Arizona, for example. City
of Phoenix, “Zone Schedule for Foreign-Trade Zone No. 75, Phoenix, Arizona,” April 15, 2022, 5; City of Phoenix,
Phoenix FTZ 75, “Guidelines for Tax Concurrence Letters,” January 2023. Under Puerto Rico law, real property
that is acquired or developed by a private company within an FTZ is exempt from taxation. Ley Nim. 159 de 2004
-Para enmendar el articulo 5.01 de la ley Nim. 83 de 1991: Ley de Contribucién Municipal sobre la Propiedad de
1991, (Law no. 159 of 2004, amending Art. 5.01 of law no. 83 of 1991: Municipal Property Tax Law of 1991), June
24,2004.

152 NAFTZ, “Fundamentals of Foreign-Trade Zones,” 2022.
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without being taxed.?® In addition, zone operators may use “direct delivery” for admission of
merchandise into a zone and “weekly entry/weekly permit” for transferring merchandise from
a zone® to reduce the associated administrative cost, time, and applicable merchandise
processing fees.’ In contrast, there are more restrictions on using a single form to encompass
multiple entries when goods are imported directly into customs territory.*®

e Insurance rates may be lower for zone firms than for non-zone firms as a result of the strict CBP
inventory control and security requirements for zone firms. In addition, given that cost of
merchandise in a zone does not include customs duty of the product, the insurable value of the
product is also reduced.*™

The potential benefits of the U.S. FTZ program are summarized in table 2.4 below.

Table 2.4 Summary of available benefits under the U.S. FTZ program

* = this benefit is not available to exports to USMCA partner countries.

Zone benefit Claim Eligibility

Defer duties on foreign merchandise when in a zone (or transferred between All FTZ firms

zones)

Defer duties on foreign production equipment in a zone until used Authorized FTZ producers
Direct delivery All FTZ firms

Duty exemption for goods destroyed in a zone All FTZ firms

Duty exemption for goods warehoused in a zone and directly re-exported froma  All FTZ firms
zone, provided they do not change condition in the zone
Duty exemption for goods produced in a zone and directly exported from a zone* Authorized FTZ producers

Duty reduction on eligible zone products entered for consumption Authorized FTZ producers
Inventory tax exemption in certain states (TX, LA, KY) All FTZ firms
Local tax exemption in certain jurisdictions (AZ, PR) All FTZ firms
Lower administrative costs or MPFs using weekly entry or weekly permit All FTZ firms
Lower insurance rates All FTZ firms
No taxation on inter-zone transfers All FTZ firms
No time limit on storage within a zone All FTZ firms
Quota exemption while in a zone All FTZ firms

Source: Compiled by USITC staff.
Cost of Using the FTZ Program

Participating in the U.S. FTZ program has one-time and recurring costs above and beyond those
associated with manufacturing or warehousing in/importing directly into U.S. customs territory. One-
time costs include application fees to the FTZ Board, application and activation processing fees to

15319 C.F.R. § 146.66 (regulations on transferring merchandise between zones); CBP, Foreign-Trade Zones
Manual, 2011, 112-13; CBP, HQ Letter 214189, August 31, 1982 (authorization of temporary removal from a zone
for up to 120 days); Indianapolis Airport Authority, “Foreign Trade Zone Costs and Benefits,” April 21, 2022.

154 For more information, see the section on admission of merchandise into zones for direct delivery, the section
on entry for consumption for weekly entry, and the section on transfer for exportation for weekly permit. 19
C.F.R. §§ 146.63(c) & 146.68.

15519 C.F.R. § 24.23 (merchandise processing fee); 19 C.F.R. §§ 146.63(c) (weekly entry) & 146.39-146.40 (direct
delivery); CBP, Foreign-Trade Zones Manual, 2011, 34-36; Griswold, “Practical Advice: US Foreign-Trade Zones,”
accessed May 2, 2022.

156 19 C.F.R. § 142.17.

157 NAFTZ, “Fundamentals of Foreign-Trade Zones,” 2022; Indianapolis Airport Authority, “Foreign Trade Zone
Costs and Benefits,” April 21, 2022.
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grantees, and up-front investment in software and hardware to meet FTZ compliance requirements
(e.g., inventory management and tracking systems). Recurring costs include site annual fees payable to
grantees, and dedicated administrative costs to FTZ operations. Occasionally, FTZ users incur additional
one-time expenses if they make changes to their zones or zone operations.

Operators incur compliance costs to meet CBP requirements—in particular those associated with
setting up and maintaining inventory control and recordkeeping systems.*>® According to industry
representatives, meeting these requirements involves the purchase of complex inventory control
software and potentially hiring additional staff or outside consultants to manage record keeping.*>®
Additional compliance costs for instituting FTZ operations included security upgrades (e.g., camera
installation and personnel security badging). These are required to maintain security of facilities in their
designation as operating outside U.S. customs territory.26°

More than 92 percent of firms with production activities in U.S. FTZs incur fixed or recurring costs
associated with U.S. FTZ compliance, operations, or setup. Almost 90 percent of these firms considered
cost savings associated with operating a U.S. FTZ to outweigh those costs.'®! Industry representatives
noted that there are also many firms for whom the costs of operating within an FTZ outweigh the
associated cost savings and ultimately decide against using FTZs for their production or warehousing
operations.’®> Among these firms, the labor and software costs associated with the inventory
management controls and the additional costs for installing the security required in FTZs are often the
deciding factor, especially for smaller firms and firms that import too little to benefit from the
program.!®® Costs associated with establishing and conducting zone operations are outlined in table
2.5, below.

158 19 C.F.R. §§ 146.21-26 (regulations concerning inventory control and record keeping systems within FTZs).

159 Industry representatives, interviews by USITC staff, June 16 and 17, 2022. Some firms report that their
inventory transactions in FTZs must be reconciled on a daily basis, which can be an extremely time-intensive
undertaking. Industry representative, interview by USITC staff, September 27, 2022.

160 CBP, Physical Security Standards for CBP Bonded Facilities, February 1, 2016. Annual software costs can run
over $190,000 annually according to responses from the USITC survey of firms producing in FTZs. USITC, Foreign
Trade Zones Questionnaire, narrative responses, question 3.3.

161 This does not distinguish between the degrees to which cost savings outweigh fixed costs (slightly, moderately,
or largely). USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.3.

162 Many firms that consider FTZ use may, after discussions with consultants and grantees and internal cost-
benefit analysis, decide that their supply chain and the origin of their shipments and the corresponding tariff
levels are such that the FTZ program would not produce sufficient savings for their business. Industry
representative, interviews by USITC staff, January 9 and 6, 2023.

163 |ndustry representative, interviews by USITC staff, January 9, 10, and 11, 2023. Industry representatives also
noted factors like the expiration of a contract or a change in the applied tariff rates as other reasons firm may opt
out of their existing FTZ operations. Industry representative, interviews by USITC staff, January 6 and 11, 2023.
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Table 2.5 Mandatory costs associated with FTZ compliance incurred by all FTZ firms
How often incurred by

Cost of zone operations firms in zones Amount

Application fee to the FTZ Board for new zone, One-time $0-$6,500

subzone, or expansion

New site/subzone application processing fee One-time Varies, $2,000-510,000+
Site activation processing fee One-time Varies, $2,500-54,000
Production notification/application processing fee One-time Varies, $2,500-54,000
Active site annual fee Recurring Varies by zone, $2,500-56,500
Inactive site annual fee Recurring Around $2,500
Alternation processing fee One-time Varies, $1,000-5$2,500
FTZ operator bond to CBP Recurring $50,000+

Inventory management software One-time/recurring Varies

Security cameras, fencing One-time Varies

Human resources to manage FTZ operations Recurring Varies

Security staff Recurring Varies

Source: Compiled by USITC staff.

Note: Costs listed are those that would be incurred in excess of costs incurred by non-FTZ U.S. importers. The application fee to the FTZ Board
for a new zone, subzone, or expansion is payable at the time of application submission to the FTZ Board. No fee is associated with a
notification or application for zone production authority, but the operator will declare in the zone/subzone application if production activities
are planned to take place there. 15 C.F.R. § 400.29; U.S. government representative, interview by USITC staff, October 6, 2022. Sometimes
grantee fees for an active site are charged on a monthly basis or according to the amount of square feet an operator occupies. INzone, “Zone
Schedule Foreign-Trade Zone #72,” October 23, 2018. The FTZ operator bond amount does not include the cost of a continuous entry bond,
which non-FTZ importers may apply for as well. The minimum amount for both the FTZ operator bond and a continuous entry bond is
$50,000 annually. CBP, Foreign-Trade Zones Manual, 2011, 119-20; CBP, “Customs Directive 099 3510-004,” July 23, 1991. Human resources
to manage FTZ operations could be internal employees or external consultants.

FTZ-Related Trade Policies and Practices

FTZ operations and the associated special tariff treatments are influenced by policies and practices
under other U.S. programs. The drawback program can be used in conjunction with the U.S. FTZ
program and expand the duty benefits. NAFTA/USMCA stipulates specific limitations on duty drawback
on goods produced in FTZs and exported to partner countries. A CBP ruling from 2018 limits the
availability of duty exemption benefits under the de minimis threshold for FTZ operations. See each
program below for more information.

Selected Trade Promotion Programs

The FTZ program is one of several programs available to those seeking duty benefits in the United
States. The bonded warehouse and duty drawback programs administered by Customs provide some
benefits overlapping with those available from the U.S. FTZ program. These programs may be used in
concert with the FTZ program, if desired, providing firms with additional options to manage
merchandise and opportunities to accrue duty savings.

Bonded Warehouses

The bonded warehouse program administered by Customs, established under the Tariff Act of 1930,
may be used in place of or in conjunction with the U.S. FTZ program for firms seeking duty deferral or
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exemption.'® It allows for the storage, manipulation, or manufacture of admitted foreign merchandise
with duty deferred for up to five years from the date of importation.!®> Unlike the FTZ program,
domestic merchandise (including merchandise that was previously imported and cleared through
Customs) is generally not permitted in bonded warehouses.'®® Once products are admitted, the
warehouse operator is liable for merchandise under a warehouse bond until products are exported,
used to supply a ship or aircraft, destroyed, or withdrawn for U.S. consumption.®’ Duties become
payable when goods are withdrawn from a bonded warehouse for consumption. Duties are exempt
when exported directly from a bonded warehouse or destroyed under Customs supervision.'®® Firms
may use the bonded warehouse program in conjunction with the U.S. FTZ program, with certain
restrictions applied. See the “Admission of Merchandise into Zones” and “Entry for Warehousing”
sections of this chapter for related discussions.

Drawback

Drawback is a program administered by Customs that allows for the refund of certain U.S. duties, taxes,
and fees that have been paid upon entry of merchandise, if the merchandise is exported or
incorporated into products that are eventually exported.'®® The drawback program is an alternative to
the FTZ program for firms seeking duty benefits or may be used in conjunction with the FTZ program.
Compared to the U.S. FTZ program, the U.S. drawback program has the upside of fewer up-front costs
to meet compliance requirements and the downside of up-front duty payment, even if it may later be
refunded. Firms may also use the drawback program in conjunction with the FTZ program to recover
duties paid on foreign merchandise admitted into an FTZ and subsequently exported.

The U.S. drawback laws have been revised and modernized numerous times.'’° Several types of
drawback are authorized, some of which can be used by firms operating in U.S. Customs territory.
Others can be used by firms operating in U.S. FTZs. Among the most common types are:

164 pyb. L. No. 71-361, § 555, 40 Stat. 590, 743 (1930) (codified at 19 U.S.C. § 1555). The regulations covering the
operation of bonded warehouses are found at 19 C.F.R. § 19.

16519 U.S.C. § 1555(a) (describing activities permitted in bonded warehouses); 19 C.F.R. § 19.1 (defining classes of
bonded warehouse and associated activities); 19 U.S.C. § 1557(a) (bonded warehouse time limits).

166 19 U.S.C. § 1557(a); CBP, Bonded Warehouse Manual, January 2012, 39.

16719 C.F.R. § 19.6(a). See also CBP, Bonded Warehouse Manual, January 2012, 23-25 (detailing additional
proprietor obligations).

168 19 U.S.C. § 1557. Certain classes of bonded warehouses allow for manufacturing to occur. However, one
government representative estimated that only around 10 percent of merchandise held in U.S. bonded
warehouses was involved in production activities. This representative approximated the number of active bonded
warehouses in 2022 to be about 1,800. Typically, around 70 percent of foreign merchandise held in these
warehouses makes entry for consumption, and the rest is for export. 19 C.F.R. § 19.1; U.S. government
representative, interview by USITC staff, August 1, 2022.

169 19 U.S.C. § 1313; CBP, “Drawback - A Refund for Certain Exports,” July 2013, 1.

170 see 19 U.S.C. § 1313. Significant changes to this provision were recently made in the Trade Facilitation and
Trade Enforcement Act of 2015, Pub. L. No. 114-125, § 906, 130 Stat. 122, 226 (2016) (TFTEA) and its
implementing regulations in 2018, which generally liberalized standards for substituting merchandise, eased
documentation requirements, extended and standardized timelines for filing claims, and required electronic
filing. See 83 Fed. Reg. 64942 (December 18, 2018) (amending regulations at 19 C.F.R. pts. 181, 190 (including
appendices), and 191 to comply with TFTEA).
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e Manufacturing drawback: Allows for drawback on certain duties, taxes, and fees imposed on
the imported parts and materials used to manufacture articles in the United States, provided
those articles are subsequently exported or destroyed.*”*

e Unused merchandise drawback: Allows for drawback on certain duties, taxes, or fees paid on
imported merchandise that is unused before its exportation or destruction.”?

Under modernized drawback procedures, firms are also permitted to seek both manufacturing and
unused merchandise drawback on exported merchandise that is classified under the same HTS 8-digit
or, in some cases, 10-digit level as merchandise the firm has imported, a practice known as
“substitution.”*”® For the types of drawback listed above, firms are refunded no more than 99 percent
of the eligible duties, taxes, and fees paid.'’* For all types of drawback, any antidumping and
countervailing duties are not eligible to seek refunds.’” Currently, the duties on steel and aluminum
imposed under section 232 of the Trade Expansion Act of 1962 are not eligible for drawback, while
duties imposed on products currently covered under sections 201 or 301 of the Trade Act of 1974 are
eligible for drawback.'’®

In general, a drawback claim has to be filed within five years from the importation of the eligible duty-
paid merchandise.'’” Some industry representatives complained about the extended processing time of
drawback refunds by CBP and the burdensome nature of filing a U.S. drawback claim.’®

For the purposes of drawback claims involving goods admitted into U.S. FTZs and subsequently entered
for consumption, manufacturing in a zone is considered manufacturing in the United States.'”®
Therefore, firms producing goods in a zone (the same as firms producing goods with the U.S. customs

17119 U.S.C. § 1313(a); 19 C.F.R. § 190 Subpart B.

17219 U.S.C. § 1313 (j)(1); 19 C.F.R. § 190 Subpart C.

17319 U.S.C. §§ 1313(b) (substitution in manufacturing drawback) & 1313(j)(2) (substitution in unused
merchandise drawback). However, products exported to USMCA partner countries or Chile are ineligible to seek
substitution in unused merchandise drawback. 19 U.S.C. § 1313(j)(4). Before TFTEA was enacted, this substitution
practice was not available for all products for these types of drawback—firms in some sectors report that changing
the statute to allow for this practice has driven increased use of the drawback program and had large implications
on firms’ duty savings. See box 3.2 for more information.

17419 U.S.C. §§ 1313 (a)—(c) and (j)(1). Refunds are calculated as the lesser of the amount of duties, taxes, and
fees paid (1) with respect to the imported merchandise, or (2) that would apply to the substituted merchandise if
the substituted merchandise were imported (if merchandise is being substituted). 19 C.F.R. § 190.22(a)(ii).

17519 U.S.C. § 1677h (indicating antidumping and countervailing duties are not eligible for drawback).

176 proclamation No. 9739, 83 Fed. Reg. 20677 (May 7, 2018) (proclaiming section 232 duties on imports of
aluminum ineligible for duty drawback); Proclamation No. 9740, 83 Fed. Reg. 20683 (May 7, 2018) (proclaiming
section 232 duties on imports of steel ineligible for duty drawback); CBP, “Drawback: Trade Remedies Frequently
Asked Questions (FAQs),” December 9, 2020; CBP, “CSMS# 18-000419” July 3, 2018; CBP, “CSMS# 19-000050,”
February 8, 2019 (indicating that duties imposed under current section 201 or 301 trade remedies are eligible for
duty drawback).

17719 C.F.R. §§ 190.27, 190.31(b), and 190.42(a).

178 USITC, hearing transcript, May 17, 2022, 4445 (Christopher Carney, FDP Brakes); U.S. industry representative,
interview by USITC staff, October 4, 2022. These complaints were specific to non-FTZ-related drawback, but other
firms complained about processing delays and the burdensome nature of filing drawback on merchandise
entered into U.S. customs territory from FTZs, as well. USITC, hearing transcript, May 17, 2022, 64 (Dean Wood,
BorderWorx); U.S. industry representative, interview by USITC staff, July 28, 2022.

179 C.S.D. 81-44; CBP, Foreign-Trade Zones Manual, 2011, 152.
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territory) may seek drawback on up to 99 percent of the value of duties and taxes paid, provided they
are in compliance with the relevant regulations.'® The USMCA/NAFTA (“lesser of the two” rule) limits
the amount of duty drawback for goods exported to Canada and Mexico.!8!

Firms operating in an FTZ may file for drawback in two ways. Under the first method, these firms file for
drawback of duties, taxes, and fees upon admission of merchandise (e.g., on which customs duties
were previously paid) into a zone for the sole purpose of exportation, storage, or destruction.®
Drawback is authorized only if merchandise is admitted in zone-restricted status and maintains that
status under a zone lot system.'® Manufacturing or unused merchandise drawback claims may be filed
through this process.'®

Under the second method, firms may file for drawback on the eligible duties, taxes, and fees on the
foreign-status content of goods produced or stored in a zone that are entered for consumption and
subsequently exported.'®® Proof of exportation must be furnished in order to file this type of drawback
claim.’®® The goods must be exported within five years from the date of importation of foreign-status
inputs to be eligible for manufacturing or unused merchandise drawback.'® Inputs in PF status and NPF
status are both eligible for manufacturing drawback. Only the NTR duties paid on PF-status inputs are
eligible for drawback.'® Note that, for this type of drawback filing method, because drawback
regulations require that imported merchandise is entered into U.S. customs territory in order to be
eligible for refund, firms may seek drawback on duties, taxes, and fees on PF- and NPF-status

180 19 C.F.R. § 190.181; 19 U.S.C. § 1313(l)2. Drawback may be claimed for “any duty, tax, or fee imposed under
Federal law upon entry or importation.” 19 U.S.C. § 1313(j)(1).

18119 C.F.R. § 181.44(a); 19 C.F.R. § 181.53(b)(4). See also USMCA Interim Final Rules, 86 Fed. Reg. 35566, 35587
(July 6, 2021) (to be codified at 19 C.F.R. part 182, subpart E).

18219 C.F.R. § 190.181; CBP, Foreign-Trade Zones Manual, 2011, 82-85.

18319 C.F.R. § 190.182. Under drawback law, exportation of merchandise may be deemed to have occurred when
goods subject to drawback are admitted into a foreign trade zone in zone-restricted status. 19 C.F.R. § 190.2.

184 CBP, Foreign-Trade Zones Manual, 2011, 82—84. Operators can also seek drawback on merchandise
transferred to zones from “continuous CBP custody” (e.g., a bonded warehouse) through this method. 19 U.S.C. §
1557(a), 19 C.F.R. § 191.184. Note that among firms producing in FTZs, zone-restricted status merchandise
accounted for less than 0.5 percent of total admissions in any given year between 2016 and 2021, so very little
merchandise by value would have been eligible to file by this method of drawback among these firms over this
time period. USITC, Foreign Trade Zones Questionnaire, weighted responses to question 2.8.

18519 U.S.C. § 1313(a) (claiming duty drawback); 19 C.F.R. §§ 190.183-85 (drawback on merchandise admitted to
FTZs); 19 C.F.R. § 181.53(a)(3)(iii) (claiming drawback under NAFTA duty deferral program). See also USMCA
Interim Final Rules, 86 Fed. Reg. 35566, 35577, 35590 (July 6, 2021) (to be codified at 19 C.F.R. part 182, subpart
E).

186 See 19 C.F.R. § 181.47(b)(2)(i) (for manufacturing drawback claims) & 181.47(b)(2)(ii) (for unused merchandise
drawback; 19 C.F.R. §§ 190.183 (for manufacturing drawback claims for merchandise admitted into FTZs) &
190.185 (for unused merchandise drawback claims for merchandise admitted into FTZs) & 190.184 (for drawback
claims for merchandise admitted into FTZs from bonded warehouses). 86 Fed. Reg. 35566 (USMCA interim final
rule, July 6, 2021) (to be codified at 19 C.F.R. § 182.47).

18719 U.S.C. § 1313(a—b); 19 U.S.C. § 1313(j). The date of importation is defined in 19 C.F.R. § 101.1 and is not
necessarily the date of entry into U.S. Customs territory from a zone or the date of admission into a zone.

188 C.S.D. 85-33, modifying C.S.D. 83-85; CBP, Foreign-Trade Zones Manual, 2011, 152.
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merchandise from a zone only on indirect, rather than direct, exports.'® For examples of the types of
drawback that FTZ firms have been using in recent years, see box 2.2 below.

Box 2.2 Meaningful TFTEA Changes to Drawback as Cited by Firms with U.S. FTZ Operations

The Trade Facilitation and Trade Enforcement Act of 2015 (TFTEA) brought important changes to the
U.S. duty drawback program.? For manufacturers, some of these changes increased the potential duty
savings compared to pre-TFTEA levels by expanding the scope of products and the scope of duties and
taxes for which drawback could be filed.? Some firms with FTZ production operations reported that
these changes to the drawback program have impacted or have the potential to impact their use of the
FTZ program, based on the benefits each program provides.¢ Descriptions of the portions of these
changes that were highlighted in industry outreach for this study as having implications for U.S. FTZ use
and practices are listed below. The effective date for these changes listed below was December 18,
2018.¢

Expansion of the scope of eligible products

As summarized in a report by U.S. Government Accountability Office (GAO), before the changes made
in TFTEA, CBP’s substitution standards for granting drawback claims required substituted product to
match on several different criteria, which included industrial standards, part numbers, tariff
classification, value, and use, depending on the product and the type of drawback sought.© Under the
new substitution standard for unused merchandise and manufacturing drawback, both the imported
merchandise and the substituted merchandise only need to match at the 8-digit or, in some cases, 10-
digit HTS classification to be eligible for drawback refunds. In effect, this has expanded the types of
products firms may use to submit drawback claims and enabled new firms to file drawback refunds.®
Certain firms in the automotive sector, for example, report that because of the TFTEA changes, they are
able to now file for drawback claims by substituting domestic vehicle exports for imported foreign-
made vehicles." One automotive company noted that, as a result of changes to the substitution
standard, its annual drawback refunds increased from $2 million before TFTEA to $20 million
afterward.’ Another firm in the automotive sector reported that the TFTEA change has prompted its
company to enter more of its FTZ shipments destined for export into U.S. customs territory so that it
may qualify for drawback, rather than exporting these shipments directly from the zone.!

Expansion of the scope of eligible taxes

According to the same GAO report, TFTEA changes also increased the scope of taxes for which refunds
could be sought under drawback.* Before TFTEA, refunds for manufacturing drawback were only
available for customs duties.' Post-TFTEA, drawback on merchandise processing fees, the harbor
maintenance tax, and internal revenue taxes imposed at the time of importation (such as the oil spill
liability tax) was made available through manufacturing drawback.™ This change meant that for the first
time, through manufacturing drawback, firms could seek the refunds on taxes and fees on imported
product that was manufactured in and exported from the United States, or that matched product that
was manufactured in and exported from the United States using substitution." Although before TFTEA,
firms were able to claim refunds on these taxes and fees through drawback using substitution on
unused merchandise and on certain petroleum derivatives, representatives from the petroleum sector
cited major increases in cost savings due to the post-TFTEA expansion of drawback eligibility for these

189 19 U.S.C. § 1313(u) (entry requirement for eligibility of imported merchandise for drawback); C.S.D. 85-49;
C.S.D. 85-33; C.S.D. 83-85.
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taxes.® Representatives of two firms in the petroleum sector with FTZ operations claimed that TFTEA
drawback changes impacted their use of the FTZ program. Another noted that, following the TFTEA
changes, savings from the drawback program exceeded savings from the FTZ program.? However, one
petroleum industry representative noted that the choice between using FTZs versus drawback was
dependent upon the destination of a firm’s shipments. This representative stated that petroleum firms
serving the U.S. market tend to benefit more from the tariff reduction feature of the FTZ program in
tariff inversions, while more export-oriented petroleum firms tend to benefit more from the drawback
program.® For more information on other factors informing the petroleum industry’s use of FTZs, see
box 3.4.

2 Pub. L. No. 114-125, 130 Stat. 122 (2016).

b Pub. L. No. 114-125, § 906, 130 Stat. 122 (2016) (codified as amended throughout 19 U.S.C. § 1313).

¢ U.S. industry representatives, interviews by USITC staff, August 30, 2022, and January 27, 2023; USITC, Foreign Trade Zones Questionnaire,
2022, narrative responses to question 6.1.

4 The effective date for these changes was December 17, 2018. 83 Fed. Reg. 64942 (December 18, 2018).

€ GAO, Customs and Border Protection: Risk Management, December 2019, 19. CBP determined commercial interchangeability by evaluating
critical properties of the substituted merchandise and in that evaluation factors considered included, but were not limited to, governmental
and recognized industrial standards, part numbers, tariff classification, and value. CBP, “CROSS Ruling HQ 226625,” July 3, 1996. CBP
determined the “same kind and quality” standard as applied in 1313(b), i.e., the designated imported merchandise and the substituted
merchandise must be capable of being used interchangeably in the manufacture of the exported or destroyed articles with no substantial
change in the production process. See footnote 10 in CBP, Regulatory Impact Analysis of the Modernized Drawback Final Rule, November 20,
2018, 11.

f Following TFTEA changes, for unused merchandise drawback, if the 8-digit subheading number under which the imported merchandise is
classified begins with the term “other,” merchandise may be substituted at the HTS 10-digit statistical reporting number, as long as the article
description for the 10-digit number does not begin with “other.” Pub. L. No. 114-125, § 906(b), 130 Stat. 122 (2016) (codified as amended at
19 U.S.C. § 1313(b) & 1313(j)); 19 U.S.C. § 1313(b) & 1313(j); CBP, Regulatory Impact Analysis of the Modernized Drawback Final Rule,
November 20, 2018, 58-62.

8 GAO, Customs and Border Protection: Risk Management, December 2019, 20.

" GAO, Customs and Border Protection: Risk Management, December 2019, 20. Recent CBP rulings note that FTZ operators in the automotive
sector have attempted to file substitution unused merchandise drawback claims as described above. CBP, “CROSS Ruling HQ H302869,”
November 30, 2021; CBP, “CROSS Ruling HQ H305251,” December 10, 2021.

1 GAO, Customs and Border Protection: Risk Management, December 2019, 20.

i Industry representative, interview by USITC staff, January 27, 2023.

“Pub. L. No. 114-125, § 906(g) 130 Stat. 122 (2016); GAO, Customs and Border Protection: Risk Management, December 2019, 24.

"Industry representative, interview by USITC staff, February 10, 2023.

™ Pub. L. No. 114-125, § 906(g), 130 Stat. 122 (2016) (codified as amended at 19 U.S.C. § 1313(1)(2)(C)); 19 U.S.C. § 1313(I)(2)(C); industry
representative, interview by USITC staff, February 10, 2023; 19 C.F.R. § 24.24; CBP, “What Is The Harbor Maintenance Fee (HMF)?,” January
27, 2023; CBP, Regulatory Impact Analysis of the Modernized Drawback Final Rule, November 20, 2018, 94-95.

"19 U.S.C. § 1313(b).

o 19 U.S.C. §§ 1313(j)(2) & 1313(p); See “2. Harbor Maintenance and Qil Spill Liability Taxes” in 83 Fed. Reg. 64942 (December 18, 2018); GAO,
Customs and Border Protection: Risk Management, December 2019, 24; industry representative, interview by USITC staff, August 30, 2022.

P USITC, Foreign Trade Zones Questionnaire, 2022, narrative responses to question 6.1; industry representatives, interviews by USITC staff,
August 30 and December 21, 2022.

9 Industry representative, interview by USITC staff, February 10, 2023.

U.S. Free Trade Agreements

As of January 2023, the United States had 14 FTAs, covering 20 countries.’®™ In general, to be eligible
for preferential duty rates under FTAs and other trade preference programs, foreign goods must be
imported from the partner country or beneficiary country directly into U.S. customs territory for

190 USTR, “Free Trade Agreements,” accessed January 4, 2023.
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consumption.? As a consequence, foreign-status inputs that are used to make goods in an FTZ are not
eligible for preferential duty treatment, and are subject to applicable NTR duty rates when the goods
made with them are entered into U.S. customs territory, even if the finished good meets the FTA or
preference program RO0.*? In addition, two FTAs—NAFTA/USMCA and the U.S.-Chile FTA—place
additional restrictions on duty benefits available for goods produced in FTZs and exported to Canada,
Mexico, and Chile.

Entry Requirements for Exports

NAFTA/USMCA and the U.S.-Chile FTA have explicit entry requirements on goods produced in FTZs, if
the goods are exported to the FTA partner country. Article 2.5(3) of the USMCA, which carries over
provisions from Article 303 of NAFTA, places restrictions on the use of drawback and duty deferral
programs for exports to other USMCA countries.’®® The key requirement of these provisions related to
the U.S. FTZ program is that goods manufactured in U.S. FTZs and exported to another USMCA country
must be treated as if withdrawn for domestic consumption and cleared through customs in the United
States before their exportation.'® According to the NAFTA Statement of Administrative Action, the
restriction on duty waivers and reductions under an FTZ was to “ensure that none of the NAFTA
countries can become an ‘export platform’ for materials produced in other regions of the world.”**> In
effect, this provision requires that FTZ firms exporting goods manufactured in U.S. FTZs to Canada or
Mexico must first enter the goods for consumption and pay the applicable duties.'® The U.S.-Chile FTA
has a similar requirement.'® Under such entry requirements, applicable duties, tax, and fees associated
with these exports must be deposited within 60 days of export and before FTZ firms can file for duty

191 USITC, interview with government representative, May 19, 2022. The direct importation requirement comes
from the specific language of respective agreements. Examples of U.S. trade agreements with this type of
language include the U.S.-Israel FTA, USMCA, the U.S.-Jordan FTA, the U.S.-Morocco FTA, the U.S.-Singapore FTA,
the U.S.-Chile FTA, the U.S.-Bahrain FTA, the U.S.-Australia FTA, CAFTA-DR, the U.S.-Oman FTA, the U.S.-Peru TPA,
KORUS, the U.S.-Colombia TPA, and the U.S.-Panama TPA. USITC, Harmonized Tariff Schedule, General Notes 8(b),
11(b) 18(b), 25(b), 26(b), 27(b), 28(b), 29(b), 30(b), 31(b), 32(b), 33(b), 34(b), 35(b), accessed October 21, 2022.
U.S. unilateral trade preference programs with this language include the Generalized System of Preferences, the
Caribbean Basin Economic Recovery Act, the African Growth and Opportunities Act, the U.S.-Caribbean Basin
Trade Partnership Act, and the Nepal Trade Preference Program. USITC, Harmonized Tariff Schedule General Note
4(b), 7(b), 16(b), 17(b), 4(e)(ii), accessed October 21, 2022.

192 |n contrast, foreign goods brought into an FTZ that do not undergo manufacturing and are simply warehoused
still qualify as being directly shipped and may claim a preferential rate. USMCA Art. 2.5(6)(b); U.S. government
representative, interview by USITC staff, March 1, 2023; see, e.g., 19 C.F.R. § 10.175(c) (defining direct shipment
for purposes of GSP and that goods shipped through an FTZ may undergo sorting, packing, etc.).

193 USMCA, art. 2.5.3; United States-Mexico-Canada Agreement Implementation Act, Pub L. No. 116-113, §§ 208
& 501, 134 Stat. 11, 67 (2020) (implementing USMCA provision into U.S. law and codified at 19 U.S.C. § 4534 and
amending 19 U.S.C. § 81c(a)).

194 USMCA, art. 2.5.3; 19 U.S.C. §§ 81c(a) & 4534.

195 North American Free Trade Act, Statement of Administrative Action, H.R. Doc. No. 103-159, vol. 1, at 19 (103d
Cong., 1st Sess. 1993).

19619 U.S.C. § 81c(a); USTR, “USMCA Chapter 2,” accessed May 2, 2022; SICE, “NAFTA Chapter Three,” accessed
May 2, 2022. CBP, Foreign-Trade Zones Manual, 2011, 135-36.

197 U.S.-Chile FTA, art. 3.9(3); United States-Chile Free Trade Agreement Act, Pub. L. No. 108-77, § 203(b)(5), 117
Stat. 909, 929 (2003) (implementing FTA and amending 19 U.S.C. § 81c(a)).
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drawback.'®® NAFTA/USMCA entry requirement is not applicable on a good exported to another party
country in the same condition as when imported into the territory of the party from which the good
was exported, such as those warehoused goods in FTZs.1%°

NAFTA/USMCA “Lesser of the Two” Rule

Article 2.5(1) of the USMCA places restrictions on duty benefits under drawback and duty deferral
programs for exports to other USMCA countries.? It states that the amount of customs duties that
may be refunded, reduced, or waived is the lesser of the total amount of customs duties paid on the
goods or materials when imported into the USMCA country and the total amount of customs duties
paid on the finished goods in the USMCA country to which it is exported. The customs administration
assessing such duties may then waive or reduce them by an amount that does not exceed the total
customs duties paid to the USMCA country to which the goods are exported.?°! This rule primarily
affects the amount of duty drawback that FTZ firms receive on their exports to other USMCA countries.

NAFTA/USMCA Non-Originating Inputs

The U.S. NAFTA Implementation Act, enacted in 1993, provided the conditions under which NAFTA
rules of origin (ROOs) requirements can be met for goods manufactured with non-originating
materials.?%? A provision of the act stated that these conditions were not applicable to goods produced
in U.S. FTZs that subsequently were entered into U.S. customs territory for domestic consumption or

198 19 U.S.C. § 4534, Special duty drawback rules apply with respect to goods produced in FTZs that are entered

for consumption and exported to Canada, Mexico, or Chile. See, e.g., 19 C.F.R. 181.53 (laying out NAFTA rules for
collection and waiver or reduction of duty under duty deferral programs); CBP, Foreign-Trade Zones Manual,
2011, 136—-39. But generally, under the USMCA, the amount of customs duties allowed to be refunded, reduced,
or waived is the lesser of the total amount of customs duties paid or owed on the goods or materials when
imported into a USMCA country and the total amount of customs duties paid or owed on the finished good in the
USMCA country to which it is exported. 86 Fed. Reg. 35566 (USMCA interim final rule, July 6, 2021) (to be codified
at 19 C.F.R. part 182, subpart E). Noting, however, certain duty types (such as AD/CVD, section 232) are
nonrefundable under these provisions. 19 U.S.C. § 1677h (indicating antidumping and countervailing duties are
not eligible for drawback). Proclamation No. 9739, 83 Fed. Reg. 20677 (May 7, 2018) (proclaiming section 232
duties on imports of aluminum ineligible for duty drawback); Proclamation No. 9740, 83 Fed. Reg. 20683 (May 7,
2018) (proclaiming section 232 duties on imports of steel ineligible for duty drawback).

199 processes such as warehousing, testing, cleaning, repacking, inspecting, sorting, or marking a good, or
preserving a good in its same condition, shall not be considered to change the good’s condition. USMCA, chapter
2, article 2.5(6)(b).

200 USMCA, chapter 2, article 2.5(1).

201 USMCA Interim Final Rules, 86 Fed. Reg. 35566, 35577, 35587, 35590 (July 6, 2021) (to be codified at 19 C.F.R.
part 182, subpart E); Tuttle Law, “The USMCA and Its Impact on Drawback and Duty Deferral Programs,” July 28,
2020.

202 pyb. L. No. 103-182, § 202(a)(1)(B), 107 Stat. 2057, 2069 (1993). USMCA (and NAFTA before it) provides
preferential duty and quota treatment to eligible products. ROOs are used to determine whether a good will
qualify as originating and therefore be eligible for preferential treatment. The agreement has provisions that lay
out the conditions under which goods that incorporate non-originating materials can be considered originating
under the agreement. For NAFTA, these provisions were the product-specific ROOs detailed within Annex 401 of
that agreement and previously implemented in the HTS through general note 12. For USMCA, the product-
specific ROOs are detailed within Annex 4-B of that agreement and implemented in the HTS through general note
11, which superseded general note 12 on July 1, 2020. USITC, HTS, November 2022, general notes 11-12.
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for exportation to Canada or Mexico.?® When the U.S. NAFTA Implementation Act was replaced with
the USMCA Implementation Act of 2020, this FTZ exception was initially not included but was later
added through a “technical correction” in the Consolidated Appropriations Act of 2021 and remains in
effect.?%

Under this provision, non-originating inputs?® used in goods manufactured in U.S. FTZs would not

qualify as originating, even if the goods meet the conditions of the USMCA ROOs, and therefore be
subject to applicable NTR tariff rates when such goods enter U.S. customs territory for consumption or
when such goods enter U.S customs territory for subsequent export to USMCA partner countries.?%®
When originally enacting this provision in the NAFTA Implementation Act, a Senate report indicated
that this provision was a continuation of law already in effect regarding goods produced in FTZs with
foreign inputs.2”

Certain industry representatives have asserted that this provision of the USMCA Implementation Act
puts U.S. FTZ producers at a disadvantage compared to suppliers in Canada or Mexico. They claimed
that those suppliers in Canada and Mexico do not face the same exception and can export goods to the
United States duty-free, as long as the goods meet ROO requirements under the USMCA.2% To be
eligible for preferential duty rates under the USMCA and many other FTAs and trade preference
programs, foreign goods must be imported directly into U.S. customs territory from the partner or
beneficiary country, which excludes goods produced in a U.S. FTZ and entered into U.S. customs
territory from being eligible for preferential treatment.?% Thus, even without the existence of the

203 pyb. L. No. 103-182, § 202(a)(2)(A), 107 Stat. 2057, 2069 (1993).

204 See Pub. L. No. 116-113, § 202(c), 134 Stat. 11, 25 (2020); but see also Pub. L. No. 116-260, § 601(b), 134 Stat.
1182, 2150 (2020) (codified as amended at 19 U.S.C. § 4531(c)(3)).

205 FTZ users usually choose to import originating inputs from USMCA partner countries directly into customs
territory with preferential duty rates, and then admit them into FTZs under domestic status.

206 19 U.S.C. § 4531(c)(3); CBP, “CROSS Ruling HQ H183474,” January 27, 2012 (applying the earlier, NAFTA
version of the provision); see also 19 U.S.C. § 81c(a)(2), third proviso (outlining requirements for subsequent
export to USMCA countries).

2075, Rep. No. 103-189, at 14 (1993) (stating “{t}his provision ensures that current law will continue to apply to
goods produced in FTZs or subzones, i.e., that full duties are owed on the value of foreign materials or
components used in goods produced in FTZs or subzones when such goods are entered for consumption in the
United States.”).

208 USITC, hearing transcript, May 17, 2022, 10, 12 (Jeff Tafel, NAFTZ). Non-originating inputs used to produce
exports to another USMCA country under duty deferral and drawback programs in Canada and Mexico are
subject to the same USMCA restrictions and applicable duties regardless of whether the final goods meet the
USMCA ROOs or not. The overall low MFN duty rates in Canada and the duty reduction benefits provided by
PROSEC and regla octava in Mexico, however, offer firms in these two countries favorable duty rates. For more
information on the Mexican and Canadian policies and practices regarding USMCA tariff treatment of goods, see
the corresponding sections later in this chapter.

209 Goods that are warehoused in FTZs are not considered direct imports but do maintain originating status upon
entry into U.S. customs territory from an FTZ. U.S. government representative, interview by USITC staff, May 19,
2022; see e.g., USITC, Harmonized Tariff Schedule, General Note 11(b) (specifying that “a good imported into the
customs territory of the United States from the territory of a USMCA country . . . is eligible for the preferential
tariff”) [emphasis added]. Note that Foreign Trade Zones are not within the customs territory of the United States
as defined in the HTS or applicable CBP regulations. USITC, Harmonized Tariff Schedule, General Note 2; 19 C.F.R.
§ 101.1. USITC, Harmonized Tariff Schedule, General Note 2 (USMCA originating rules) & 33 (similar KORUS
originating rules).
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USMCA Implementation Act provision on FTZ exception, goods produced in FTZs would not be eligible
to receive preferential treatment under the USMCA—or NAFTA before it—when such goods enter U.S.
customs territory for consumption or subsequent export to USMCA partner countries.?'° FTZ users,
however, may use the drawback program to claim a refund on duty paid, if the product is subsequently
exported or destroyed.?!! As described above, the amount allowed to be refunded or waived, however,
is subject to the “lesser of the two” rule.?*?

De Minimis Rules

Industry representatives also reported impacts of U.S. de minimis policy on their competitiveness
compared to companies providing warehousing and distribution services in Canada and Mexico.?*? In
the United States, section 321 of the Tariff Act of 1930 allows for duty-free importation of goods below
specified value thresholds.?'* On February 24, 2016, the Trade Enforcement and Trade Facilitation Act
of 2015 was signed into law, which increased the primary U.S. de minimis value exemption under
section 321 from $200 to $800.%%°

CBP ruled in 2018 that distributors using the U.S. FTZ program may not enter bulk imported goods into
an FTZ, break them down into individual consumer shipments with a value under $800, and take
advantage of the de minimis exemption when entering these individual shipments for consumption.
CBP’s ruling stated that importation occurs at the time the bulk goods arrive at the port of entry?'” and
before their admission into an FTZ.2!8 Because, at the time of importation, the bulk shipment is likely
valued at more than $800, the de minimis exception does not apply to such goods.?*°

216

Industry representatives claimed that this ruling disadvantaged U.S. warehouse/distribution operators
in U.S. FTZs compared to foreign distributors. For example, a company with a warehouse or distribution
center in Ontario, Canada, could import bulk merchandise, repackage it into multiple shipments valued
at less than $800, and send these shipments to a U.S. customer free of duty using the U.S. de minimis
rule. Meanwhile, distributors operating in U.S. FTZs could not do the same with bulk shipments. In
response, some companies have reportedly moved or set up warehouse/distribution facilities in border
regions of Canada and Mexico where they can hold third-country goods for de minimis sales to U.S.

210 .S, government representative, interview by USITC staff, May 19, 2022; U.S. government representative,
email message to USITC staff, February 26, 2023.

211 see, generally, 19 U.S.C. § 1313(b)(1); see also 19 U.S.C. § 81c(a).

21219 C.F.R. § 181.44(a); USMCA Interim Final Rules, 86 Fed. Reg. 35566, 35587 (July 6, 2021) (to be codified at 19
C.F.R. part 182, subpart E).

213 U.S. industry representative, interview by USITC staff, January 6, 2023; Costello, written submission to the
USITC, May 5, 2022; Benoit, written submission to the USITC, May 5, 2022; USITC, hearing transcript, May 17,
2022, 15-18 (Dean Wood, BorderWorx).

21419 U.S.C. § 1321(a).

215 pyb. L. No. 114-125, § 901(c), 130 Stat. 122 (2016) (modifying 19 U.S.C. § 1321(a)(2)(C)).

216 CBP, “CROSS Ruling HQ H275567,” May 8, 2018; CBP, “CROSS Ruling HQ H282601,” September 18, 2018.

217 The term “import” means to land on, bring into, or introduce into or attempt to land on, bring into, or
introduce into any place subject to the jurisdiction of the United States, whether or not such landing, bringing, or
introducing constitutes an importation within the meaning of the customs laws of the United States. 16 U.S.C. §
1532(10).

218 CBP, “CROSS Ruling HQ H275567,” May 8, 2018.

219 CBP, “CROSS Ruling HQ H275567,” May 8, 2018.
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consumers.??° For more information on warehousing/distribution operations in U.S. FTZs, see chapter
3.

Recent Trends in FTZ-Related Economic Activity

This section provides information on FTZ-related economic activity, such as firms and leading industries
participating in the U.S. FTZ program, FTZ employment, admissions of merchandise into FTZs, exports
and U.S. domestic shipments from FTZs, and foreign direct investment in FTZs during the 2016-21
period. Three data sources are used in this section. The annual FTZ Board reports to Congress cover the
program-wide economic activity by firms participating in production operations as well as warehousing
and distribution operations (hereafter “firms participating in FTZ operations”).??! Because they are
mandatorily collected from all FTZ operators each year, the FTZ Board report data provide the most
comprehensive information on firms participating in FTZ operations and FTZ shipments that is publicly
available. Trade data from the U.S. Census Bureau cover detailed product information but combine
economic activity for FTZs and Customs bonded warehouses. Therefore, the Census Bureau trade data
are used sparingly in this section and only more extensively in some of the case studies in chapter 3.
The Commission’s survey results cover firms that were granted production authority before January 1,
2022, and had production activity within a U.S. FTZ at any time during 2016 through 2021 (hereafter
“firms producing in FTZs”). Data from the Commission’s survey provide insights (e.g., shipment by zone
status or destination market) on firms producing in FTZs that are not available in the FTZ Board Report
and are presented extensively in this section. For more information on the differences between these
three data sources as well as their respective coverages, see chapter 1 as well as the appendix F on the
survey methodology.

Firms

Key Trend: During 2016-21, of about 3,300 firms participating in FTZ operations, about 90 percent were
engaged in warehousing and distribution operations, and 10 percent engaged in production operations.
Nonelectrical machinery, vehicles and parts, electronics, and pharmaceuticals accounted for more than
half of FTZ-producing firms.

Since 2016, the number of firms participating in FTZ operations has been hovering around 3,300.%2% In
2021, 263 firms produced in FTZs, up from 216 in 2016.%2 The largest increases in the number of firms
producing in FTZs came from the minerals and metals sector, which grew from 11 firms in 2016 to 23

220 United States Fashion Industry Association, “CBP Issues FTZ De Minimis Ruling,” July 24, 2018; NAFTZ, “321/de
Minimis,” accessed May 3, 2022; USITC, hearing transcript, May 17, 2022, 15-18 (Dean Wood, BorderWorx);
Costello, written submission to the USITC, May 24, 2022.

221 For the purposes of this report, “firms participating in FTZ operations” refers to firms that are the operators of
FTZ facilities or the users of such facilities.

222 £T7 Board, 78th Annual Report, November 2017, 1; FTZ Board, 79th Annual Report, November 2018, 1; FTZ
Board, 80th Annual Report, November 2019, 1; FTZ Board, 81st Annual Report, November 2020, 1; FTZ Board,
82nd Annual Report, August 2021, 1: FTZ Board staff, email message to USITC staff, January 13, 2022.

223 Of these 263 firms, 66.3 percent had zone shipments (i.e., admissions, exports, or U.S. shipments) in all six
years of the period between 2016 and 2021. USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses
to questions 2.3, 2.8, 2.10.
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firms in 2021, and the nonelectrical machinery sector, which grew from 35 to 47 firms during the same
period.??*

Employment

Key Trend: Production operations accounted for about 80 percent of total FTZ employment, though FTZ
employment in warehousing and distribution operations grew faster from 2016 to 2021. The largest
employers among firms producing in FTZs are vehicles and parts, nonelectrical machinery, and fuels.

In 2021, firms participating in FTZ operations employed 480,000%%° workers within FTZs, growing by 14
percent from 420,000 in 2016. During this period, FTZ employment in warehousing and distribution
operations grew by 40 percent, and FTZ employment in production operations grew by 9 percent.
Production operations accounted for 78-82 percent of total FTZ employment during this period.2?®

As reported in the survey results, firms producing in FTZs employed approximately 385,000 workers in
2021, including production line and non-production line workers (hereafter, collectively referred to as
“FTZ production workforce”). The vehicles and parts sector was the largest employer, accounting for
around one-third of FTZ production workforce in any year between 2016 and 2021. Firms in the
nonelectrical machinery and fuels sectors were the next two largest employers, though these two
sectors experienced rather different trends in the FTZ employment during this period. In 2016, the fuel
sector employed 83,000 workers (25 percent of the FTZ production workforce). By 2021, its FTZ
employment declined to around 56,000 workers (15 percent), a reflection of the decreased use of FTZs
by U.S. petroleum refiners (see the case study in chapter 3 for more details). By contrast, the
nonelectrical machinery sector saw a steady increase in its FTZ employment from more than 45,000
workers (13 percent of the FTZ workforce for production) in 2016 to around 83,500 workers (22
percent of the workforce) in 2021. It replaced the fuel sector as the second largest FTZ employer by
2020 (figure 2.4).2?” Firms in the nonelectrical machinery sector reported several reasons for the
increasing use of FTZs, including the ability to defer duty payment on inventories of imported parts in
FTZs, which allows them to quickly service customers seeking machinery repair by freeing resources for
additional inventory. In addition, these firms are able to reduce duties on the NPF status inputs used to
produce the (often zero-duty) equipment manufactured in the zone.??

224 JSITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.3.

225 The FTZ Board reports employment in tens of thousands of employees as the lowest level of specificity when
reporting total employment.

226 £TZ Board, 83rd Annual Report, August 2022, 1, 4; FTZ Board, 82nd Annual Report, August 2021, 1; FTZ Board,
81st Annual Report, November 2020, 1; FTZ Board, 80th Annual Report, November 2019, 1; 79th Annual Report,
November 2018, 1; FTZ Board, 78th Annual Report, November 2017, 1.

227 JSITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.3 and 2.7.

228 J.S. industry representatives, interviews by USITC staff, July 22 and 28, 2022.
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Figure 2.4 FTZ employment by firms producing in FTZs, by sector, 2016-21

In thousands of employees. Underlying data for this figure can be found in appendix H, table H.6.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.3 and 2.7.
Note: Other sectors in the figure above are made up of chemicals, minerals and metals, textiles, agriculture and food, other transportation,
and miscellaneous sectors.

Investment

Key Trend: About 36 percent of firms producing in FTZs are foreign owned. Of the S267 billion in capital
investment received by firms producing in FTZs during 201621, nearly three-quarters came from
domestic sources and slightly more than one-quarter from foreign sources. The vehicles and auto parts,
as well as nonelectrical machinery sectors are the top recipients of domestic capital investments. The
nonelectrical machinery sector was the top recipient of foreign capital investment. Nearly all foreign
capital investment went to foreign-owned firms.

Nearly 70 percent of firms producing in FTZs are owned at least partially by another company. Of these
firms, nearly 52 percent have an ultimate owner or parent company outside the United States (i.e., at
least 36 percent of all firms producing in FTZs are foreign owned, with Japan and Germany being the
countries in which the most foreign-owned FTZ firms are based).??° Foreigh-owned firms are active
users of the U.S. FTZ program, as evidenced by the volume of their applications to the FTZ Board to
establish or modify their manufacturing operations. Of the 71 companies that were granted approval to
establish new manufacturing subzones or expand existing manufacturing subzones from 2016 to 2021,
22 (31 percent) were foreign owned.?*

229 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 1.3 and 1.4.
20 JsDOC, ITA, “OFIS Database, Federal Register Notices,” accessed December 19, 2022; Bureau van Dijk, “ORBIS
Database,” accessed December 19, 2022.
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Over the period from 2016 to 2021, firms producing in U.S. FTZs received a total of $267 billion in
capital investment, with 74 percent coming from domestic sources and 26 percent from foreign
sources.?®! Nearly all (99.8 percent) of the $69 billion foreign capital investment went to foreign-owned
firms, though these firms also received about 40 percent ($47 billion) of capital investment from
domestic sources (figure 2.5).232

Figure 2.5 Sum of all capital investment in U.S. FTZs facilities received by firms producing in FTZs, by
type of investor (foreign vs. domestic) and type of firm (foreign-owned vs. domestic-owned), 2016-21

In billions of dollars. Underlying data for this figure can be found in appendix H, table H.7.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 1.4 and 2.15.
Note: Almost all (99.8 percent) foreign capital investment went to those foreign-owned firms producing in FTZs; capital investment received
by the domestic-owned firms producing in FTZs was almost exclusively from domestic sources.

During 2016-21, FTZ-producing firms in the vehicles and parts sector and the nonelectrical machinery
sector received the largest shares (27 percent and 24 percent, respectively) of capital investment
(figure 2.6). The value of capital investments received by FTZ-producing firms in the fuel sector declined
annually, dropping from $8.9 billion in 2016 to $4.6 billion in 2021. Total net assets held by the fuel

21 Note that some firms were hesitant to provide annual capital investment and net assets information, while
others averaged it over the period of 2016-2021. Industry representative, interview by USITC staff, February 17,
2023; industry representative, email message to USITC staff, November 10, 2022. Totals over the 2016—-2021
period are presented in aggregate over this period in the analysis in this chapter; for more specific FDI trend
analysis, see chapter 3.

232 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.15. Direct capital
investment includes acquisition or installation of land, machinery, buildings, or any physical or tangible assets for
use in U.S. FTZ operations, as well as any capital improvements to these operations by the firms or parent
companies of firms with production activity in U.S. FTZs. See pages 5-6 in the Foreign Trade Zones Questionnaire
in appendix E for more details.
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sector declined in 2020 and 2021 as well, reflecting the deactivation of FTZ facilities by several
petroleum refining firms since 2016 (see box 3.4 for more details).?*

Figure 2.6 Share of total capital investment in U.S. FTZ facilities received by firms producing in FTZs, by
sector, 201621

In percentages. Underlying data for this figure can be found in appendix H, table H.8.
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Source: USITC, Foreign Trade Zone Questionnaire, 2022, weighted responses to questions 2.3 and 2.15.
Note: Other sectors are made up of textiles, chemicals, minerals and metals, other transportation, and miscellaneous sectors. Firms
producing in FTZs in the agricultural and food sector did not report any investment data.

Admissions

Key Trend: In 2021, firms participating in FTZ operations admitted 5294 billion of foreign-status
merchandise, accounting for 35 percent of total FTZ admissions and about 10 percent of U.S. general
imports. China was the largest source of foreign-status admissions. The value of merchandise admission
by firms producing in FTZs grew by 45 percent from $326 billion in 2016 to S472 billion in 2021. About
80 percent of admitted merchandise was in domestic status, consisting of two-thirds domestic-origin
and one-third foreign-origin goods. Most of foreign-status merchandise admitted was in NPF status.
The fuels sector admitted by far the largest value of merchandise, followed by the vehicles and parts
sector.

The value of merchandise admitted into U.S. FTZs by firms participating in FTZ operations grew by 37
percent from $610 billion in 2016 to $836 billion in 2021.%* Domestic-status FTZ admissions grew at a
faster rate than foreign-status admissions. In 2021, domestic-status merchandise accounted for 65

233 Net assets investments are the value of assets (net of all associated depreciation or amortization

Expenses) controlled by the firms or parent companies of firms with production activity in U.S. FTZs. See pages 5—
6 in the Foreign Trade Zones Questionnaire in appendix E for more details.

234 FTZ Board, 78th Annual Report, November 2017, 6; FTZ Board, 83rd Annual Report, August 2022, 1, 6.
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percent of total FTZ merchandise admissions, increasing from 63 percent in 2016.2%° In 2021, the value
of foreign-status admissions was $294 billion, accounting for 10.4 percent of U.S. general imports in
that year.2®® During 2016-21, the largest source country for foreign-status admissions into U.S. FTZs
and bonded warehouses was China. During this period, the value of foreign-status admissions from
China grew by 89 percent. In 2021, China represented 36 percent of foreign-status merchandise
admissions, followed by Germany (8 percent), Vietnam (7 percent), Japan (5 percent), and Mexico (5
percent).?’

In 2021, production operations accounted for 56 percent of total FTZ merchandise admissions by value,
declining from 63 percent in 2016.2%8 Of the top 25 production operations admitting the most
merchandise into FTZs in 2021 by value, 16 were operated by petroleum or refining/petrochemical
companies,?® and 5 were by vehicle manufacturers.?*° The remaining operations were by companies in
the pharmaceuticals, aircraft/defense, auto parts, consumer electronics and related products, and
renewable energy sectors.?**

As reported in the survey results, domestic-status merchandise accounted for the majority of FTZ
admissions by firms producing in FTZs—in 2021, about $379 billion, or 80 percent, of admissions by
these firms was in domestic status, increasing from 69 percent in 2016 (figure 2.7).2*? Of these
domestic-status admissions by firms producing in FTZs in their latest full year of U.S. FTZ production,
nearly one-third was of foreign origin and two-thirds was of domestic origin.?*®

The share of foreign-status merchandise in total admissions by firms producing in FTZs decreased from
31 percent (5101 billion) in 2016 to 20 percent ($93 billion) in 2021. This decline is attributable to the

235 FTZ Board, 78th Annual Report, November 2017, 6; FTZ Board, 79th Annual Report, November 2018, 6; FTZ
Board, 80th Annual Report, November 2019, 6; FTZ Board, 81st Annual Report, November 2020, 6; FTZ Board,
82nd Annual Report, August 2021, 6; FTZ Board, 83rd Annual Report, August 2022, 1,6.

236 USITC DataWeb/Census, general imports, 2021, accessed October 27, 2022; FTZ Board, 83rd Annual Report,
August 2022, 1, 6.

237 USITC DataWeb/Census, general imports, rate provision code 00, articles entered into bonded warehouses or
Foreign Trade Zones, 2016—-21, accessed October 27, 2022.

238 £TZ Board, 78th Annual Report, November 2017, 6; FTZ Board, 83rd Annual Report, August 2022, 1, 6.

239 These petroleum companies are listed with the country of company headquarters and the number of
production operations owned by that company that fall within the top 25 merchandise-receiving FTZ production
operations in 2021 in parentheses: Chevron (United States, 3), CITGO (United States, 1), Exxon Mobil (United
States, 3), Marathon (United States, 2), Motiva Enterprises (United States, 1), Phillips 66 (United States, 1),
Premcor Refining (United States, 1), Shell (United States, 1), Tesoro Refining and Marketing (United States, 1),
Total Petrochemicals & Refining (United States, 1), and Valero (United States, 1). FTZ Board, 83rd Annual Report,
August 2022, 13.

240 These vehicle manufacturers are listed with the country of company headquarters and the number of
production operations owned by that company that fall within the top 25 merchandise-receiving FTZ production
operations in 2021 in parentheses: BMW (Germany, 1), Mercedes-Benz (Germany, 1), Tesla (United States, 1),
and Toyota (Japan, 2). FTZ Board, 83rd Annual Report, August 2022, 13.

241 FTZ Board, 83rd Annual Report, August 2022, 13. Sector designations for production operations are made by
the FTZ Board here: https://www.trade.gov/production-industry.

242 JSITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.8. Comparatively,
warehouse/distribution operations (admissions into FTZs without production authority) admitted a lower share of
domestic status merchandise at 49 percent in 2021. FTZ Board, 83rd Annual Report, August 2022, 1, 6.

243 For more information on domestic- and foreign-origin goods of domestic-status admission, see box 2.1. USITC,
Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.9.
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changing trend in the fuel sector, the sector with the largest value of merchandise admissions (see
additional analysis on the fuel sector, below). Of foreign-status admissions by firms producing in FTZs,
about 71 percent were entered under NPF status in 2021, compared to 59 percent in 2016 (figure
2.7).44

Figure 2.7 Value of U.S. FTZ admissions by firms producing in FTZs, by admission type, 2016-21
In billions of dollars. Underlying data for this figure can be found in appendix H, table H.9.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.8.

Note: Total admissions do not include admissions of merchandise in zone-restricted (ZR) status, which accounts for less than 0.5 percent of
total admissions by firms producing in FTZs in any given year. According to industry experts, these findings support expectations of the
manner and frequency ZR status is used by firms in U.S. FTZs. FTZ Board staff, email message to USITC staff, February 3, 2023.

The fuels sector accounted for the largest share of merchandise admissions by firms producing in FTZs
during this period. Its share peaked at 68 percent in 2018 before falling to 50 percent in 2020. This drop
reflects the decline in industry use of FTZs in recent years (see box 3.4 in chapter 3), as well as the
steep dip in crude oil prices in 2020.2% In 2021, the fuels sector received about $274 billion, or 58
percent, of merchandise admissions. The value of admissions for the vehicles and parts sector
increased from 2016 to 2021. The exception was 2020, which was likely impacted by the drop U.S.
vehicle sales and production due to factory shutdowns and the global semiconductor chip shortage
related to the COVID-19 pandemic.?*® Vehicles and parts sector admissions rose from $60 billion (18
percent of all admissions) in 2016 to $100 billion in 2021 (21 percent of all admissions) (figure 2.8).

24 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.8.

245 Unit values for crude oil imports entered into FTZ and bonded warehouses fell by one-third from 2019 to 2020
and then fully recovered in 2021. USITC/Census DataWeb, unit values of general imports, rpcode 00, HTS 2709,
accessed February 7, 2023. These unit values track the trends in crude oil prices during this time period. Camp,
“From the Barrel to the Pump: The Impact of the COVID-19 Pandemic on Prices for Petroleum Products,” October
2020.

246 Coffin et al., “The Roadblocks of the COVID19 Pandemic in the U.S. Automotive Industry,” June 2022.
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Not all sectors of firms producing in FTZs saw a drop in merchandise admissions as a result of the
COVID-19 pandemic in 2020. The pharmaceuticals sector saw a $5.2 billion increase (27 percent) in the
value of admitted merchandise from 2019 to 2020, driven in part by the surge in demand for COVID-19
treatment and diagnostic products as well as an increase in FDA drug approvals (see pharmaceuticals
case study in chapter 3 for more information).

Figure 2.8 Value of U.S. FTZ admissions of merchandise by firms producing in FTZs by sector, 2016-21

In billions of dollars. Underlying data for this figure can be found in appendix H, table H.10.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.3 and 2.8.
Note: Other sectors in the figure above are made up of chemicals, minerals and metals, textiles, agriculture and food, other transportation,
and miscellaneous sectors.

Of firms producing in FTZs, five sectors accounted for the largest shares of foreign-status admissions by
value: fuels (29 percent), pharmaceuticals (27 percent), vehicles and vehicle parts (23 percent),
electronics (7 percent), and nonelectrical machinery (5 percent) in 2021. The fuels sector was a much
larger driver of foreign-status admissions before 2020, peaking at $70 billion (60 percent of all foreign-
status admissions in FTZs) in 2018. Within the fuel sector, the share of merchandise admissions in
foreign status (as opposed to domestic status) has declined steadily during this period. It dropped from
28 percent in 2016 to 10 percent in 2020 because oil refiners increased the share of domestic inputs
into fuel production (see box 3.4 in chapter 3). The vehicles and parts sector increased its value of
foreign-status admission in recent years from $16 billion in 2018 to $21 billion in 2021. Its share of the
value of foreign-status merchandise admitted by all firms producing in FTZs has hovered around 21
percent from 2017 to 2021 after dropping slightly from 27 percent in 2016.
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Among firms producing in FTZs, the sectors accounting for the largest shares of domestic-status
admissions by value in 2021 were fuels (65 percent of all domestic-status admissions into FTZs),
vehicles and parts (20 percent), and electronics (6 percent).2’

Outgoing Shipments

Key Trend: During 2016-21, about 82 percent of outgoing shipments by firms producing in FTZs were
destined to the U.S. domestic market and 18 percent were destined to foreign markets. Only 23 percent
of export shipments were directly exported from an FTZ without first entering U.S. custom territory for
consumption (direct export shipments). About 77 percent of export shipments were entered for
consumption before being sent to foreign markets (indirect export shipments). About 14 percent of
indirect export shipments were destined for Canada and 22 percent of indirect export shipments were
destined for Mexico. Indirect export shipments predominated in the fuels and vehicles and parts sectors.
Within these sectors, increased use of domestic-status inputs, and use of the drawback program in
conjunction with the U.S. FTZ program are likely driving firm’s decisions to export indirectly rather than
directly from FTZs.

The FTZ Board does not report a total value for outgoing shipments leaving U.S. FTZs, but it does
provide the value of export shipments from zones. Using the difference between merchandise received
and merchandise exported to approximate merchandise that potentially left FTZs to enter the U.S.
domestic market, it is estimated that up to 77 percent of merchandise admitted into FTZs was entered
for consumption in recent years.?* The survey results indicate that, of outbound shipments by firms
producing in FTZs, 83 percent ($535 billion) were destined for the U.S. market in 2021 (figure 2.9). This
share was consistent between 2016 and 2021.2* Because they were impacted by the same sectoral and
macroeconomic factors, outbound shipments by sector followed a trend similar to admissions from
2016 to 2021.

247 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.3 and 2.8.

248 This 77 percent is based on the data in the FTZ Board report (value of merchandise received minus value of
exports/value of merchandise received). Note that this approximation ignores the value of merchandise that was
potentially destroyed in the zone. Additionally, export figures presented in the FTZ Board reports exclude value-
added in the zone, so the figure above assumes a similar share of value added in the total value of export
shipments and U.S. shipments. FTZ Board, 78th Annual Report, November 2017, 6; FTZ Board, 79th Annual
Report, November 2018, 6; FTZ Board, 80th Annual Report, November 2019, 6; FTZ Board, 81st Annual Report,
November 2020, 6; FTZ Board, 82nd Annual Report, August 2021, 6; FTZ Board, 83rd Annual Report, August 2022,
1, 6; FTZ Board staff, email message to USITC staff, January 17, 2023.

249 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.
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Figure 2.9 Outgoing shipments from firms producing in FTZs, by destination, 2016-21

In billions of dollars. Outgoing shipments include both produced and warehoused goods. Underlying data for this figure can be found in
appendix H, table H.11.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.

Note: Firms were asked to report the ultimate destination of their shipments out of their FTZs, which means that the value reported as
"destined for export" can include direct export shipments (where the foreign status portion of the finished goods was not entered into U.S.
customs territory for consumption before exportation) or indirect export shipments (where the foreign status portion of the finished goods
was first cleared through Customs before exportation).

These outgoing shipments (produced and warehoused goods) primarily comprised goods produced
within U.S. FTZs. In 2021, these goods produced within U.S. FTZs accounted for 90 percent of the value
of outgoing shipments from firms producing in U.S. FTZs (figure 2.10). This share was higher in U.S.
shipments (97 percent) than in export shipments (88 percent). For firms producing in U.S. FTZs, these
shares of U.S. FTZ-produced vs. warehoused goods have been relatively consistent across shipment
types (i.e., export shipments and U.S. shipments) since 2016.%°

250 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.
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Figure 2.10 Outgoing shipments from firms producing in FTZs, by destination and product type, 2021

In billions of dollars. Outgoing shipments include both produced and warehoused goods. Underlying data for this figure can be found in
appendix H, table H.12.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.

Note: Figure includes value added in the zone (i.e., foreign and domestic content, labor value-added, etc.). Export shipments can include
direct export shipments (where the foreign status portion of the finished goods were not entered into U.S. customs territory for consumption
before exportation) or indirect export shipments (where the foreign status portion of the finished goods were entered into U.S. customs
territory for consumption before exportation). Because of rounding, figures may not add to totals shown.

U.S. Shipments

For firms producing in FTZs, 77—88 percent of the value of annual shipments destined for the U.S.
domestic market (U.S. shipments) between 2016 and 2021 were goods produced in zones. The
remainder of the shipments by value were solely warehoused goods.?*! The largest share of inputs in
the total value of U.S. shipments were domestic-status inputs—in 2021, this share was 56 percent.?
Value added in the zone was the next largest share (around 31 percent of the value of U.S. shipments in
2021) (figure 2.11).2> The shares of PF- and NPF-status merchandise for all U.S. shipments declined
slightly during this period, from 7 and 10.5 percent in 2016 to 3.5 and 9.2 percent, respectively, in
2021.2* This decline in the share of foreign-status merchandise was driven by shipments of goods
produced in U.S. FTZs, which increasingly used more domestic-status inputs. By contrast, shipments of

251 Note that the value recorded for entries in the USITC survey data includes the value of domestic and foreign
status merchandise and value added during the FTZ production process.

252 When U.S. shipments of goods produced in FTZs are entered into U.S. customs territory, duties are only
payable on the value of the foreign status components of the shipment, not the value-added or domestic status
components. 19 U.S.C. 81(c)

253 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.

254 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.
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warehoused FTZ goods were composed of larger shares of foreign-status merchandise, which increased
during the period from 9.7 percent in 2016 to 27.3 percent in 2021.

Figure 2.11 Share of inputs in U.S. shipments by firms producing in U.S. FTZs, by zone status, 2021

In percentages. Shipments include both produced and warehoused goods. Underlying data for this figure can be found in appendix H, table
H.13.

Value added in the U.S.
FTZ 31%
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.

Note: For goods produced in FTZs, value added includes direct labor and factory overhead relating to production operations. For goods solely
warehoused in FTZs, value added only includes the markup between the unit value of the admitted goods and the final sales value of the
shipped goods.

Among firms producing in FTZs, the fuels sector accounted for the largest share ($322 billion, 68
percent) of U.S. shipments in 2021. It was followed by the vehicles and parts sector ($77 billion, 16
percent) (figure 2.12).
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Figure 2.12 Value of U.S. shipments from firms producing in FTZs, by sector, 2016-21

In billions of dollars. Shipments include both produced and warehoused goods. Underlying data for this figure can be found in appendix H,
table H.14.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.
Note: Other sectors in the figure above include chemicals, minerals and metals, textiles, agriculture and food, other transportation, and
miscellaneous.

Export Shipments

The value of exports?*® from firms participating in FTZ operations grew 63 percent, from $76 billion in
2016 to $124 billion in 2021. In 2016, about 12 percent of merchandise admitted by firms participating
in FTZ operations was for exports. In 2021, this share increased to 15 percent.?*® In 2021, production
operations accounted for 62 percent of merchandise exported from FTZs, by value, and warehousing
and distribution operations accounted for 38 percent.?®” The value of exports from U.S. FTZs accounted

255 Export value in the FTZ Board report is based on material inputs and does not include value added through FTZ
operations. Merchandise exports as presented by the FTZ Board are gathered from FTZ operators with
instructions to consider both direct and indirect export shipments. In speaking with these operators, however,
FTZ Board staff found that in practice, most firms provide estimates of direct exports only in their annual
reporting, either because they did not know the value of indirect exports or because direct export values were
more accessible, given the firm’s inventory control software. FTZ Board staff, email message to USITC staff,
January 17, 2023.

256 FTZ Board, 78th Annual Report, November 2017, 6; FTZ Board, 79th Annual Report, November 2018, 6; FTZ
Board, 80th Annual Report, November 2019, 6; FTZ Board, 81st Annual Report, November 2020, 6; FTZ Board,
82nd Annual Report, August 2021, 6; FTZ Board, 83rd Annual Report, August 2022, 6.

257 FTZ Board, 83rd Annual Report, August 2022, 1, 6.
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for 7 percent of total U.S. exports in 2021.2° The top destination markets for exports from U.S. FTZs
and bonded warehouses, excluding Canada, in 2021 were China, Germany, South Korea, and Mexico.?°

Of the top 25 production operations exporting the most merchandise from FTZs in 2021 by value, 14
were operated by U.S. petroleum or refining/petrochemical companies®® and five were by vehicle
manufacturers.?®! The remaining operations were by companies in pharmaceuticals, liquid natural gas,
and other electronics and telecommunications.?®2 More information on how the companies within
these industries use zones is available in the case studies presented in chapter 3.

As previously discussed in the section on “Transfer for Exportation,” export shipments from U.S. FTZs
may consist of direct export shipments and indirect export shipments. In 2021, indirect export
shipments accounted for about 77 percent of export shipments by firms producing in FTZs (i.e., those
export shipments were entered for consumption before being exported to their foreign destination
markets).2®3 Only 23 percent of export shipments were exported directly from an FTZ without entering
U.S. customs territory.?®* Of indirect export shipments, 14 percent were destined for Canada and 22
percent for Mexico. See figure 2.13 below for more details.?%®

258 USITC DataWeb/Census, accessed October 27, 2022; FTZ Board, 83rd Annual Report, August 2022, 1, 6.

259 Census records export data from U.S. FTZs and Customs bonded warehouses. Those bonded warehouse and
FTZ shipments destined to Canada are excluded from these totals because of a data sharing agreement between
the two countries. Census, exports from U.S. FTZs, accessed August 2022.

260 These petroleum companies are listed with the country of company headquarters and the number of
production operations owned by that company that fall within the 25 exporting FTZ production operations in
2021 in parentheses: Chevron (United States, 2), CITGO (United States, 1), ExxonMobil (United States, 3),
Marathon (United States, 2), Motiva Enterprises (United States, 1), Phillips 66 (United States, 1), Premcor Refining
(United States, 1), Shell (United States, 1), and Valero (United States, 2). FTZ Board, 83rd Annual Report, August
2022, 13.

261 These vehicle manufacturers are listed with the country of company headquarters and the number of
production operations owned by that company that fall within the 25 exporting FTZ production operations in
2021 in parentheses: Mercedes-Benz (Germany, 1), Nissan (Japan, 1), Tesla (United States, 1), and Toyota (Japan,
2). FTZ Board, 83rd Annual Report, August 2022, 13.

262 FTZ Board, 83rd Annual Report, August 2022, 13. Sector designations for production operations are made by
the FTZ Board here: https://www.trade.gov/production-industry.

263 Firms responding to the USITC questionnaire were instructed to consider both direct and indirect FTZ exports,
including those that made U.S. Customs entry for the purposes of exportation and those that made U.S. Customs
entry for consumption, as required under Article 2.5 of USMCA. See definitions on page 6 of the questionnaire in
appendix E.

264 Only 34 percent of goods warehoused by firms producing in FTZs were exported directly from an FTZ without
entering U.S. Customs territory. USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question
2.12.

265 JSITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.12 and 2.13.
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Figure 2.13 Share of direct vs. indirect export shipments by firms producing in FTZs, 2021.

In percentages. Underlying data for this figure can be found in appendix H, table H.15.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.12.

The practice of direct vs. indirect export shipments varies widely across firms producing in FTZs,
depending upon their industry sector. Firms in the sectors making up the largest share of FTZ exports—
fuels and vehicles and parts—used direct export shipments less frequently. In these two sectors, only
15 percent and 27 percent of exports were via direct exports shipments, respectively. This practice may
be driven by firms’ increasing use of domestic-status inputs in producing goods in the zone. Lower
shares of dutiable foreign-status content make duty payment upon entry for consumption less
burdensome for firms. Additionally, firms in the fuels and the vehicles and parts sector have cited their
increased use of the drawback program in conjunction with the FTZ program to seek refunds on the
duties, taxes, and fees paid on eligible indirect export shipments (see case studies of these two sectors
in chapter 3 for more explanation of these two phenomena). Firms in other sectors comparatively used
a much higher share of direct exports shipments, such as 66 percent for pharmaceuticals (figure
2.14).2% For firms producing in FTZs in the fuels sector, 34 percent of indirect export shipments were
destined for Mexico. In the vehicles and parts sector, 35 percent of indirect export shipments were
destined for Canada.

266 Note that 28 percent of all 2021 outgoing shipments from the pharmaceutical firms producing in FTZs were
exports, representing $4.2 billion of shipments. USITC, Foreign Trade Zones Questionnaire, 2022, weighted
responses to questions 2.10 and 2.11.

United States International Trade Commission | 113



Foreign Trade Zones

Figure 2.14 Share of export shipments manufactured within their zones by firms producing in FTZs by
sector, by type (direct vs. indirect) and destination market, 2021

In percentages. Underlying data for this figure can be found in appendix H, table H.16.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.3 and 2.12.
Note: Other sectors includes chemicals, minerals and metals, textiles, agriculture and food, other transportation, and miscellaneous.

Domestic-status value content accounted for the largest share (48 percent) of inputs into goods
produced in FTZs and exported in 2021, followed by value added within a zone, making up around 33
percent (figure 2.15).25” These shares remained relatively consistent during the 2016-21 period.?®

267 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.

268 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11. Domestic-
status content also made up the largest share of total value for exports of shipments of products not produced in
FTZs (43 percent) followed by PF-status inputs (21 percent) in 2021. From 2016 to 2020, NPF-status inputs made
up the second largest share, ranging from 20 percent to 29 percent of the total value of these shipments. USITC,
Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.11.
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Figure 2.15 Share of inputs in export shipments by firms producing in U.S. FTZs by zone status and
value added, 2021

In percentages. Export shipments include both produced and warehoused goods. Underlying data for this figure can be found in appendix H,
table H.17.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.

Note: For goods produced in the FTZ, value added includes direct labor and factory overhead relating to production operations. For goods
only warehoused in the FTZ, value added includes the markup between the value of the admitted goods and the final sales value of the
shipped goods.

Among firms producing in FTZs, the fuels sector made up the largest share, 51 percent ($53 billion), of
the value of total U.S. export shipments from FTZs of goods produced in the zone in 2021. The next
largest sector was the vehicles and parts sector (34 percent, $35 billion) (figure 2.16).2%°

269 |n terms of export shipments of goods not produced in FTZs, firms in the electronics sectors exported the
largest share of any sector (60 percent) in 2021. Electronics firms’ share of exports of warehoused goods has
grown each year since 2016 (33 percent). USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to
questions 2.3 and 2.11.
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Figure 2.16 Value of export shipments from firms producing in FTZs, by sector, 2016-21

In billions of dollars. Export shipments include both produced and warehoused goods. Underlying data for this figure can be found in
appendix H, table H.18.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.3, 2.10, and 2.11.
Note: Other sectors in the figure above include chemicals, minerals and metals, textiles, agriculture and food, other transportation, and

miscellaneous.

FTZ-Type Programs in Canada

Canada does not have any FTZ-type programs that are directly analogous to U.S. FTZs. Instead, the
government of Canada lists five programs—collectively called “FTZ-type programs” in this report—that
provide duty and tax incentives to firms engaged in international trade.?”® In contrast to the U.S. FTZ
programs, these FTZ-type programs are not considered to operate outside the customs territory of
Canada.?’! Three of the programs—the duties relief program, the duty drawback program, and the
customs bonded warehouse program—are grouped under the broad duty deferral program (DDP),
though each program has its own corresponding regulation. They provide import duty deferral or relief.
Two other programs—the Export Distribution Centre Program (EDCP) and the Exporters of Processing
Services Program (EOPS)—provide separate relief from the federal Goods and Services Tax (GST) or

270 Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.
271 Canadian government officials, email message to USITC staff, November 30, 2022; Canadian government
officials, interview by USITC staff, December 6, 2022.
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Harmonized Sales Tax (HST) for export-oriented businesses (the customs bonded warehouse program
also includes GST/HST relief among its available benefits).?”2

The Canadian government reports that duty and tax benefits offered by Canada’s FTZ-type programs
are geographically flexible and can be enjoyed anywhere in Canada.?’® This is a major difference from
the U.S. FTZ program, whose benefits apply to eligible operations within the designated FTZ locations.
Another major difference is that the Canadian programs do not allow duty reduction or elimination in
cases of tariff inversion.?’* In addition, because Canadian MFN tariff rates on manufacturing inputs are
relatively low, the importance of the duty deferral program for manufacturing firms in Canada may be
limited (table 2.6).2”®

Table 2.6 Selected features of FTZ-type programs in Canada

v =Yes, itis a central feature of the program; X = No, it is not a central feature of the program.
EDCP = the Export Distribution Centre Program; EOPS = the Exporters of Processing Services Program.

Duty Duty Duty Duty Geographic Time
Program Deferral Exemption Reduction Drawback Tax Relief Restrictions Limit
Duties relief N4 V4 X X V4 X N4
Program
Duty drawback X X X v V4 X V4
Program
Customs bonded N4 v X X v v v
warehouse
EDCP/EOPS X X X X v X v

Source: Compiled by USITC staff.

Background

Canada’s FTZ-type programs, as well as its overall low tariff rates on manufacturing inputs, reflect
decades of Canadian government efforts to increase the competitiveness of its domestic industry.?’® In
1985, Canada’s Ministry of Finance introduced measures to consolidate duty relief, reduction, and
deferral programs, which were “designed to assist Canadian manufacturers in increasing their
competitiveness in foreign and domestic markets.”?”” These efforts extended to an initiative to achieve

272 The Goods and Services Tax (GST) is Canada’s value-added consumption tax. Several provinces, including
Ontario, Nova Scotia, New Brunswick, Prince Edward Island, and Newfoundland and Labrador, harmonize their

provincial sales taxes with the GST under the Harmonized Sales Tax (HST). These provinces have a single set of
consumption tax rules, a single tax administrator, and a single procedure to recover these taxes. British Columbia,
Manitoba, and Saskatchewan have separate provincial sales taxes. Quebec has a provincial sales tax that is
harmonized with the GST base. Government of Canada, “Foreign Trade Zone,” accessed October 12, 2022;
Government of Canada, “How Places of Supply Affects GST/HST Rates,” accessed October 21, 2022; RCC, “Sales
Tax Rates by Province in Canada,” accessed October 24, 2022.

273 Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.
274 Canadian government officials, interview by USITC staff, December 6, 2022.

275 Canadian government officials, interview by USITC staff, December 6, 2022; Yeh, “Foreign Trade Zones in
Canada vs. the United States: Which One to Use?,” February 27, 2018. See chapter 1 for more information on

Canadian MFN duty rates.

276 |n addition to reduced MFN duties, Canada also has sector-specific import provisions allowing for some parts
to be imported duty free if imported for use as original equipment. See chapter 3 for more information.

277 Government of Canada, “Securing Economic Renewal: Budget Papers,” May 23, 1985, 191.
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a “duty free manufacturing tariff regime” that intended to eliminate tariffs on manufacturing inputs
and made “Canada one large FTZ for firms importing manufacturing inputs.”?’® The unilateral reduction
and elimination of duty rates for manufacturing inputs provided firms in Canada with tariff benefits and
likely decreased the demand for the benefits offered by Canada’s FTZ-type programs.?’® This may lead
to a much larger impact of the broader tariff reductions on the cost-competitiveness of export-oriented
Canadian firms than its FTZ-type programs. Several U.S. firms noted during interviews that Canadian
zero import tariffs on most manufacturing inputs give firms manufacturing in Canada duty savings
greater than those available to firms operating in U.S. FTZs.?%

The Economic Action Plan of 2013 includes a set of measures that are claimed to reduce red tape, cut
costs, improve access to FTZ-type programs, and promote the advantages of Canada’s FTZ-type
programs. These measures include the elimination of the annual registration fee for the customs
bonded warehouse program, the simplification of the application process to access Canada’s FTZ-type
programs, the introduction of services standards for application processing times, and the acceptance
of new requests for FTZ point single windows.?!

Key Policies and Practices

Duty Deferral Program

The duty deferral program, established by law in the Customs Tariff and administered by the Canadian
Border Services Agency (CBSA), is Canada’s primary FTZ-type program. The program has three
components—the duties relief program, the duty drawback program, and the customs bonded
warehouse program—that can be used individually or in combination.?®? All three components share
the common features that duty relief, either deferral upfront or refund later, is available for goods that
are imported into Canada and subsequently exported. Duty relief is available for firms in all industrial
sectors and for most goods. Among the few exceptions are fuels or plant equipment consumed in the
manufacture of other goods (imported and exported fuels not consumed in the manufacture of other
goods are not excluded from duty relief).2® To qualify for special tariff treatments under each of the
three components, imported goods must be exported within four years (five years in the case of
imported spirits used to manufacture distilled spirits). The duties become payable if goods no longer
qualify for the programs, such as a sale in Canada, or goods are no longer for export. Duty relief is not

278 Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.

279 Canadian government officials, interview by USITC staff, December 6, 2022. For more information on MFN
rates in the United States, Canada, and Mexico, see chapter 1.

280 Industry representative, interview by USITC staff, August 1, 2022.

281 FTZ points are designated locations that include an organization to facilitate firm access to information on FTZ-
type programs and other Canadian programs and policies covering trade and foreign direct investment. FTZ points

are tied to regional development agencies and do not appear to offer additional duty/tax benefits unavailable
elsewhere in Canada. Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October
12, 2022; Government of Canada, “Economic Action Plan 2013,” March 21, 2013; industry representative,
interview by USITC staff, November 17, 2022.

282 Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.
283 Government of Canada, “Memorandum D7-4-1: Duties Relief Program,” March 16, 2015, 9 18.
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available for imported goods that are subsequently consumed in the domestic market.2®* Although
specific reporting requirements vary, firms seeking duty relief under each of the three components are
responsible for maintaining the records and tracking the activities and movements of imported goods
until they are exported. The firms are subject to periodic audits or verifications by CBSA.%>

Duties Relief Program

Among Canadian FTZ-type programs, the duties relief program (DRP) perhaps most closely resembles
the U.S. FTZ program. It provides firms upfront relief from duty payment at the time of importation on
foreign goods that will eventually be exported either in the same condition, or after being consumed,
processed, or used to manufacture other goods.?® Participating firms apply for a license according to
their business processes, including types of goods imported, manufacturing process, type of good
exported, and ability to meet safety requirements.?’ Firms may need to submit an amendment to
CBSA if the processes change significantly.?® A firm is not required to be export oriented, with, for
example, a requirement for exports to exceed a certain percentage of its business (in contrast to
programs in Mexico, see below). Once a firm has a DRP license, it does not need approval from CBSA
for individual import shipments. This program has several key features:

e In most cases, participants can defer the payments of customs duties, antidumping and
countervailing duties, and excise taxes other than GST/HST?® at the time of importation, if the
goods are for export.?®°

e Relief of duties or taxes levied or imposed on certain imported goods (e.g., tobacco products)
under the Excise Act 2001, the Excise Tax Act, or section 20 of the Customs Tariff may not be
granted under the DRP.%?

e The imported goods must be exported from Canada within four years, or within five years in
the case of imported spirits used to manufacture distilled spirits.??

e The amount of relief becomes payable once the goods no longer qualify for the program, i.e., if
they are no longer intended for export.?%?

e Participants can sell or transfer the goods to other authorized DRP participants without having
to pay duties. The receiving party would assume the liability for any unpaid duties.?*

284 Canadian government official, email message to USITC staff. November 30, 2022. Canadian government
officials, interview by USITC staff, December 6, 2022.

285 Canadian government official, email message to USITC staff. November 30, 2022. Canadian government
officials, interview by USITC staff, December 6, 2022.

286 Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.

287 Canadian government officials, interview by USITC staff, December 6, 2022.

288 Canadian government officials, interview by USITC staff, December 6, 2022.

289 Although relief of GST/HST is not available under the Duties Relief Program, firms can use customs bonded
warehouses, the Export Distribution Centre Program (EDCP), and the Exporters of Processing Services Program
(EPDP) to seek GST/HST relief benefits, or they can recover the GST/HST payment after goods are exported.
Government of Canada, “Memorandum D7-4-1: Duties Relief Program,” March 16, 2015, q 1.

2%0 Government of Canada, “Memorandum D7-4-1: Duties Relief Program,” March 16, 2015,9] 1.

21 Government of Canada, “Memorandum D7-4-1: Duties Relief Program,” March 16, 2015, 9 3.

292 Government of Canada, “Memorandum D7-4-1: Duties Relief Program,” March 16, 2015, 9 12.

293 Government of Canada, “Memorandum D7-4-1: Duties Relief Program,” March 16, 2015, q 3.

294 Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.
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e Users do not need bonds or incur licensing fees to use this program.?®®

Duty deferral and duty exemption benefits provided by the DRP mirror those offered by the U.S. FTZ
program, with three significant differences. First, since goods imported under the DRP are not
considered to be outside the Canadian customs territory, the Canadian program has a different
administrative procedure and paperwork requirements.?*® Second, the DRP maintains the tariff lines
and associated duty treatments for those duty-deferred goods, which does not allow duty reduction in
the situation of tariff inversion when these goods enter the domestic market, a key benefit of the U.S.
FTZ program.? Third, DRP benefits are not restricted to any specific locations and are available to
firms located anywhere in Canada, though they have time restrictions.?®® As discussed in chapter 1,
Canada reduced or eliminated MFN tariffs on most manufacturing inputs in the late 2000s, suggesting
that benefits offered by the DRP are not needed by manufacturing firms using those duty-free inputs.

Duty Drawback Program

The DRP allows participating firms to defer the payment of duties and taxes; the duty drawback
program (DDP) allows firms to claim a refund of previously paid import duties and taxes (including
customs duties, antidumping and countervailing duties, and excise taxes other than GST/HST) when
eligible goods are exported.?®® Firms may claim drawbacks on imported goods that are further
processed, displayed or demonstrated, subsequently re-exported, used to produce other goods for
export, or destroyed rather than being sold in Canada or exported.3*® Most goods qualify for
drawbacks. Among the few exceptions are fuels and plant equipment consumed in the manufacture of
other goods (imported and exported fuels not consumed in the manufacture of other goods are not
excluded from drawback).3%* Motor vehicles are subject to additional drawback regulations.3*? Firms
must file the drawback claim within four years from the date of importation (or five years for destroyed
goods).3%

According to industry representatives, the DDP is an important option for Canadian firms seeking duty
benefits. It is likely easier to use compared to the DRP and more expedited compared to the U.S.
drawback program.2® The DRP does not require licensing or advanced qualification and CBSA has a

2% Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.

2% Canadian government official, email message to USITC staff, November 30, 2022; Canadian government
officials, interview by USITC staff, December 6, 2022.

297 Canadian government officials, interview by USITC staff, December 6, 2022; Yeh, “Foreign Trade Zones in
Canada vs. the United States: Which One to Use?” February 27, 2018.

2% Government of Canada, “Foreign Trade Zone,” accessed October 12, 2022; Kreklewetz, Raphael,
“Geographically Flexible Foreign Trade Zones in Canada,” February 5, 2018; Government of Canada, Department
of Finance, “Foreign Trade Zone,” accessed October 12, 2022.

2% Government of Canada, “Memorandum D7-4-2: Duty Drawback Program,” November 13, 2014, 1-4. In
comparison, antidumping and countervailing duties are not eligible for drawback under the U.S. drawback
program. 19 U.S.C. § 1677h.

300 Government of Canada, “Memorandum D7-4-2: Duty Drawback Program,” November 13, 2014, 2.

301 pCB, “Canada’s Duty Drawback Program,” September 2022; Government of Canada, “Memorandum D7-4-2:
Duty Drawback Program,” November 13, 2014, 3, 19.

302 Government of Canada, “Memorandum D7-3-2: Exported Motor Vehicles Drawback,” November 14, 2014.
303 Government of Canada, “Memorandum D7-4-2: Duty Drawback Program,” November 13, 2014, 13.

304 Industry representative, interview by USITC staff, August 4, 2022; hearing transcript, p. 64.
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financial incentive to process claims quickly: If a firm does not receive its full or partial reimbursement
within 90 days of submission, the CBSA is liable for the interest on any balance owed.3%

Customs Bonded Warehouse

The customs bonded warehouse (CBW) program in Canada is similar to the U.S. bonded warehouse
program, allowing firms to store most types of imported goods in licensed facilities with the deferred
payments of customs duties.3% The Canadian CBW program also allows deferral of antidumping and
countervailing duties (like the U.S. FTZ program) and excise taxes (including GST/HST) for up to four
years, and in the case of goods such as beer and wine, for up to five years.3®” CBSA may grant an
extension of the time limit upon receipt of a written request.3® Duties and taxes become payable if
goods are released for domestic consumption.3® Certain activities are allowed to be performed in a
CBW in Canada, provided that they do not change the condition of the goods or materially alter the
characteristics of the goods. Activities allowed include disassembling or reassembling, displaying,
inspecting, marking, labeling, tagging, packing or unpacking, testing, cleaning, diluting, sorting, and
grading.31°

The United States increased the de minimis threshold in section 321 of the Tariff Act of 1930 from $200
to $800 in 2015. Since then, industry representatives reported that use of the Canadian CBW program
by companies conducting e-commerce and distribution into the U.S. market has increased. These
companies reportedly import bulk shipments into Canadian customs bonded warehouses near the U.S.
border without paying Canadian duties/taxes. They then repack goods into individual parcels with
values less than $800 and ship them directly to consumers in the United States, claiming import duty
exemption under U.S. section 321 de minimis. For more information, see previous subsection on de
minimis rules under the U.S. section and the case study on the FTZ warehousing and distribution
operation in chapter 3.3

EDCP and EOPS

As noted above, the Export Distribution Centre Program (EDCP) and the Exporters of Processing
Services Program (EOPS)—provide separate relief from the federal Goods and Services Tax (GST) or
Harmonized Sales Tax (HST) for export-oriented businesses.?*? Both programs are administered by the
Canadian Revenue Agency.

305 |f firms do not receive the full reimbursement within 90 days of submission, the CBSA will pay interest on any
remaining balance owed. However, the Canadian government has up to four years to review applications. If it

changes its findings about duty drawback, the firm is required to pay the original duty plus interest. Industry
representative, interview by USITC staff, August 4, 2022.

306 Government of Canada, “Memorandum D7-4-4: Customs Bonded Warehouses,” October 21, 2015, 1.

307 Government of Canada, “Memorandum D7-4-4: Customs Bonded Warehouses,” October 21, 2015, 1-4, 29.

308 Government of Canada, “Memorandum D7-4-4: Customs Bonded Warehouses,” October 21, 2015, 30.

303 Government of Canada, “Memorandum D7-4-4: Customs Bonded Warehouses,” October 21, 2015, 2.

310 Government of Canada, “Memorandum D7-4-4: Customs Bonded Warehouses,” October 21, 2015, 5.
32152I-|2earing transcript, pp. 17-19 (Wood); industry representatives, interviews by USITC staff, July 5 and October 4,

312 Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.
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The EDCP provides GST/HST relief to export-oriented businesses primarily involved in processing goods,
such as distributing, disassembling, or reassembling. This relief is available for most shipments
(imported or domestic purchase) invoiced in an amount of at least C$1,000 ($747).313 The EDCP
eligibility criteria include engaging exclusively (at least 90 percent of operations) in commercial
activities, having a minimum of 90 percent of annual business revenue from exports sales, and adding
limited value (up to 10 percent through non-basic services, not to exceed 20 percent of total value) to
the eligible goods without substantial transformation.31*

Similarly, the EOPS provides relief from GST/HST for goods that are imported for processing,
distribution, or storage and are subsequently exported. The owners of the goods cannot be Canadian
residents.'> The EOPS program has a different set of eligibility criteria from the EDCP. The minimum
level of export sales has no requirements or limits on the value that can be added to a non-resident’s
goods. The participants cannot own the imported goods or resultant processed goods at any time when
they are in Canada and cannot be closely related to the foreign owner of the goods, such as no
common ownership of at least 90 percent.3!®

Other Related Trade Policies

Canadian regulations require that firms must comply with USMCA restrictions and limitations on the
duty deferral program.3'’ Canadian firms are required to calculate two duty amounts to determine the
amount of customs duties subject to claim under the DDP or deferrable under the DRP and apply the
lesser of the two.3'® The amount firms are allowed to claim is the lesser of the customs duties paid or
owed on imported goods entering Canada and the customs duties paid on the goods entering another
USMCA country.?® Firms are required to pay deferred duties within 60 days of export. Upon export to
another USMCA country, firms are required to provide satisfactory evidence of duty payment.3%
Canada’s free trade agreements with the European Union and the United Kingdom likewise require the
payment, within 60 days of export, of any deferred duties on imported inputs used in making goods

313 Government of Canada, “Export Distribution Centre Program,” accessed March 10, 2023.

314 “Basic services” are distinguished from “non-basic services” when the value added is assessed. Generally,
“basic services” means a type of service that may be performed in a customs bonded warehouse (CBW). See the
CBE section for more information. Any other services are considered as non-basic service. Government of Canada,
Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.

315> Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022; Sousa, “A
Tale of Two FTZs: Reforming Canada’s Foreign Trade Zone Program,” May 2018.

316 Government of Canada, Department of Finance, “Foreign Trade Zone,” accessed October 12, 2022.

317 For more information on USMCA restrictions, see U.S. section in this chapter.

318 See U.S. section on the “lesser of the two” rule.

319 Government of Canada, “Memorandum D7-4-3: NAFTA Requirements for the Duty Drawback and the Duties
Relief Programs,” May 27, 2015, 4.

320 Government of Canada, “Memorandum D7-4-3: NAFTA Requirements for the Duty Drawback and the Duties
Relief Programs,” May 27, 2015. Some categories of goods are exempt from duty relief limitation, and they may
be eligible for full duty drawback or deferral. A good may qualify as being in the same condition even after some,
limited operations.
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exported to those markets. Under both agreements, these imported inputs are not eligible for duty
drawback or duty refund.3?

Economic Activity

Although the Canadian government does not track trade volumes under these programs, it compiles
data that may indicate how these programs are used.3? Data for fiscal year 2019-20 show that under
the DDP, 1,300 firms received approximately C$176 million (about $130 million) and under the DRP,
310 firms received C$255 million (about $189 million) in duty relief. Under the CBW program, 200 firms
received C$129 million (about $95 million) and C$315 million (about $233 million) in GST/HST in duty
deferral for the same period. These numbers indicate that more firms use the DDP than the DRP or the
CBW. Extrapolating shipment values from duty relief is not possible given differences in duty rates,
especially for agricultural goods, which can be as high as 300 percent. Canadian government officials
note that the demand for these programs is likely reduced by the country’s low-tariff policy on imports
of industrial inputs.3?

The Commission’s survey results can provide a basis for estimating how much Canadian FTZ-type
programs, in comparison to the U.S. FTZ program, may help participating firms’ competitiveness. Most
firms producing in U.S. FTZs that also operate in Canada are active in the same sectors in both
countries.3** Most of these firms (56.1 percent) do not participate in the Canadian FTZ-type programs,
and none said FTZ-type programs were a factor in setting up operations in Canada.??* Of those firms
participating in Canadian FTZ-type programs, less than half reported that they realized production cost
savings from using the programs. More firms said they realized cost savings from the DRP than from
the DDP or the CBW.3?® For firms that realized savings, most said they did not know or were unable to
evaluate how production cost savings associated with participation in U.S. FTZs, compared with those
associated with participation in Canadian FTZ-type programs.3?’

FTZ-Type Programs in Mexico

Mexico does not have a single program directly analogous to the U.S. FTZ program; instead, the
government offers multiple programs that provide duty and tax incentives to firms engaged in
international trade. The Industria Manufacturera, Maquiladora y de Servicios de Exportacién (the
Program of Manufacturing Industry, Maquila and Export Services, also known by the Spanish acronym
IMMEX) provides duty deferral and duty exemption benefits. Two other programs allow for reduced
tariff rates on imports of goods in defined categories. Los Programas de Promocidn Sectorial (the
Sectoral Promotion Programs, also known by the Spanish acronym PROSEC) allows participating firms

321 Government of Canada, “Canada Customs Tariff (S.C. 1997, c. 36), Part 3, Division 2,” January 10, 2022, 98.1
(1), 98.2 (1).

322 Ccanadian government official, email message to USITC staff, November 30, 2022.

323 Ccanadian government officials, interview by USITC staff, December 6, 2022.

324 Sectors where firms were active in both U.S. FTZs and Canada include chemicals, industrial machinery and
equipment, metals and minerals, oil drilling equipment, and other consumer products.

325 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 4.2, 4.3, and 4.4.

326 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.5.

327.USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.6.
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in specific sectors to import goods at reduced duty rates. Regla octava (Rule 8) allows firms to import
goods that are not produced in Mexico (or produced in quantities insufficient to meet domestic
demand) at reduced duty rates. These duty reduction mechanisms are applicable regardless of whether
the goods are later exported or sold in the Mexican domestic market. A comprehensive certification
scheme is available for additional tax relief from impuesto al valor agregado (Mexican version of value
added tax, also known by the Spanish acronym IVA) of 16 percent and, when applicable, Impuesto
Especial de Productos y Servicios (the Special Tax on Products and Services, abbreviated in Spanish as
IEPS). Mexico also has several special customs regimes that share some similar features with the U.S.
FTZ and U.S. bonded warehouse programs, including recinto fiscal [bonded warehouse], recinto
fiscalizado estratégico (Strategic Bonded Warehouse, known as RFE), and depdsito fiscal [fiscal
deposit]. Like the United States and Canada, Mexico has a duty drawback program that, with
restrictions, allows firms to recover previously paid duties when exporting qualifying goods (table 2.7).

Table 2.7 Selected features of FTZ-type programs in Mexico

Vv =Yes, itis a central feature of the program; X = No, it is not a central feature of the program.

IMMEX = the Industria Manufacturera, Maquiladora y de Servicio de Exportacion (the Program of Manufacturing Industry, Maquila and
Export Services); PROSEC = Los Programas de Promocidn Sectorial (the Sectoral Promotion Programs.

Duty Duty Duty Duty Geographic  Time
Program deferral exemption reduction drawback Tax Relief Restrictions Limit
IMMEX 4 4 X X v X V4
PROSEC/regla octava X X V4 X X X X
(Rule 8)
Comprehensive X X X X v X N4
certification schemes
Special Customs v v X X V4 V4 V4
Regimes
Drawback X X X V4 X X N4

Source: Compiled by USITC staff.

Background

NAFTA article 303 (which was replaced by USMCA article 2.5), with its general prohibition on duty
exemption for non-originating goods used in production for exports to NAFTA partner countries,
spurred a redesign of Mexico’s duty deferral programs.3?® Before NAFTA, the major Mexican export
promotion programs were Fomento y Operacién de la Industria Maquiladora de Exportacidn
(commonly known as the maquiladoras program) and Establece Programas de Importacion Temporal
para Producir Articulos de Exportacidon (commonly known by its Spanish acronym, PITEX). These
programs provided duty deferral and reduction to firms importing materials, parts, and other goods as
long as they were used to produce goods for export.3® In the years following the NAFTA agreement,
the Mexican government set up new duty reduction mechanisms for imported goods, whether or not
they are subsequently exported. PROSEC was established in 2002, in response to the phased
introduction of NAFTA requirements, including tariff normalization between the three parties and the

328 For more information on NAFTA restriction, see U.S. section of this chapter.
329 Doing Business Mexico, “A Guide to International Trade in Mexico,” August 2020; Government of Mexico,
Secretariat for Home Affairs, “IMMEX Decree,” November 1, 2006.
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WTO Agreement on Subsidies and Countervailing Measures, which prohibits export subsidies.3* In
establishing IMMEX in 2006, the Mexican government cited both competitiveness in international
markets and its commitments under NAFTA.3!

Like Canadian FTZ-type programs, the Mexican programs operate in an environment where duty rates
on many manufacturing inputs have been unilaterally reduced. Nonetheless, in 2021, among the
USMCA countries, Mexico still had the largest percentage of tariff lines subject to non-MFN duty free
rates and the highest average MFN tariff rate on raw material inputs for manufactured products.3*
Mexico, however, has 13 free trade agreements with 50 countries.33® This provides manufacturing firms
with more opportunities to import inputs at FTA preferential duty rates than in the United States,
which has 14 FTAs, but covering fewer countries. As with VAT exemption in Canada, eligible firms in
Mexico can receive an IVA exemption for imported goods that are later exported.33*

Key Policies and Practices
IMMEX

IMMEX is a duty deferral program established in 2006 to increase the competitiveness of the Mexican
export sector.3* It provides benefits to authorized companies that engage in international trade.
Mexico’s Federal Tax Code and Income Tax Law limit IMMEX participation to authorized domestic
companies and foreign companies with a local subsidiary.?*® IMMEX has five types of participants. The
most common is IMMEX industrial companies, which is a status granted to firms that use imported
materials and carry out industrial manufacturing processes or transform goods for export.3¥’

330 Government of Mexico, Secretariat for Home Affairs, “PROSEC Decree,” August 2, 2002. Export subsidies
prohibited under the WTO agreement are those that are contingent on export performance. USDOC, ITA, “Trade
Guide: WTO Subsidies Agreement,” accessed March 16, 2023.

331 Government of Mexico, Secretariat for Home Affairs, “IMMEX Decree,” November 1, 2006.

See the background information section in chapter 1 for more information.

333 YSDOC, ITA, “Mexico: Trade Agreements,” September 23, 2022. In addition to USMCA partners, Mexico’s FTA
partners include the European Union, the European Free Trade Association, Israel, Japan, members of the
Comprehensive and Progressive Agreement for Trans-Pacific Partnership, and 10 countries in Latin America.

334 Tetakawi, “VAT Refund in Mexico,” March 10, 2021; Government of Mexico, Secretariat of Finance and Public
Credit, “First Modifications to Foreign Trade General Rules,” July 24, 2020, Reforms, additions, and repeals, 7.3.3,
X b), XXV.

335 Government of Mexico, Secretariat for Home Affairs, “Decree of Maquiladora Modifications,” November 1,
2006.

336 Base Aduanera Digital Online (BADO), “IMMEX Decree,” accessed January 18, 2022, Article 3; Base Aduanera
Digital Online (BADO), “Federal Fiscal Code Article 9,” accessed February 14, 2023; Camara de Diputados
(Chamber of Deputies of Mexico), “Mexican Income Tax Law,” accessed February 14, 2023, article 2.

337 Other types of IMMEX participants are IMMEX holding companies that control one or more companies in an
integrated manufacturing operation; IMMEX service companies that perform services for the processing of goods
for export or provide export services; IMMEX shelter companies that import technology, raw materials, and
components supplied by foreign companies and carry out contracted industrial activities, exporting their products
to the foreign company; and IMMEX tertiary companies that, lacking appropriate infrastructure, carry out
manufacturing through third parties under its IMMEX registration. Government of Mexico, Secretariat for Home
Affairs, “Decree of Maquiladora Modifications,” November 1, 2006.

332
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IMMEX allows participating firms to temporarily import goods into Mexican customs territory and defer
the payment of import duties or Impuesto General de Importacién (the General Import Tax, known by
its Spanish acronym IGl) in Mexico. When an IMMEX firm exports those temporarily imported goods
(warehoused or used to manufacture other goods) to foreign destinations, duty payments are exempt
on those temporarily imported goods, except with respect to destinations for which duty exemption
restrictions apply.3® In that regard, when an IMMEX firm sells temporarily imported goods to a
domestic consumer or exports those goods to a USMCA partner country (or the EU), those goods are
treated as “definitive” imports by Mexican customs authorities, and the IMMEX firm must pay
applicable Mexican customs duties on them.33° The applicable duty may be the MFN tariff rate, a
preferential duty rate under free trade agreements to which Mexico is a party, or a reduced duty rate
available to participants in PROSEC (see below).3*

IMMEX’s key provisions apply with respect to products manufactured for export or for delivery to and
use by other IMMEX companies or original equipment manufacturers to produce their own products
for export.3*! Under IMMEX, inputs, components, and raw materials imported temporarily may remain
in national territory up to 18 months. Firms granted IMMEX status must export a minimum of at least
$500,000 annually or must have exports accounting for a minimum of 10 percent of the annual sales.
Firms participating in IMMEX must submit an annual electronic report of total sales and exports for the
immediately preceding tax year.3*? Automotive parts manufacturers from the United States, Europe,
China, and Japan are the primary participants in IMMEX, with additional benefit from automotive fiscal
deposits, a separate program described below.3*® Other notable industries using IMMEX include
aerospace, clothing and apparel, and personal care products.3*

The time required to set up an IMMEX manufacturing operation is about three to four months. A U.S.
FTZ production application can take 12 months.3* The initial application to IMMEX is reportedly
difficult. IMMEX applicants are required to specify planned inputs, finished goods, equipment, and
number of employees. Firms must comply with IMMEX-related regulations and be subject to
“thorough” audits. If non-compliance is found, firms may lose the eligibility to participate in the
program.3®

338 Base Aduanera Digital Online (BADO), “IMMEX Decree,” accessed March 22, 2023, articles 2, 3.

339 More than 80 percent of Mexico’s exports are to the United States, Canada, and the EU and, therefore, are not
eligible for the temporary good duty exemption. See chapter 3, “Effects of Mexican FTZ-Type Programs,” and
table 1.3 for more information on Mexico’s exports. Industry representative, interview by USITC staff, April 5,
2022; Doing Business Mexico, “IMMEX Program,” August 2020; Base Aduanera Digital Online (BADO), “IMMEX
Decree,” accessed January 18, 2022; industry representative, interview by USITC staff, March 29, 2022.

340 Base Aduanera Digital Online (BADO), “IMMEX Decree,” accessed January 18, 2022; industry representative,
interview by USITC staff, March 29, 2022; Foley & Lardner LLP, “IMMEX Highlights,” August 29, 2019; industry
representative, interview by USITC staff, April 5, 2022.

341 Base Aduanera Digital Online (BADO), “IMMEX Decree,” accessed January 18, 2022, articles 3, 8; Foley &
Lardner LLP, “PROSEC and Rule 8,” October 22, 2019.

342 \'TZ, Doing Business in Mexico, 2020.

343 For more information on FTZ use by automotive industry, see chapter 3.

344 Industry representative, interview by USITC staff, March 29, 2022.

345 Industry representatives, interviews by USITC staff, March 29, and September 26 and 27, 2022; USDOC, ITA,
“FTZ Case Processing Times,” accessed January 17, 2023.

348 Industry representative, interview by USITC staff, September 26, 2022.
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PROSEC and Regla Octava

PROSEC and regla octava are production promotion programs independent from IMMEX, but firms may
use these three programs in conjunction. PROSEC allows the imports of a defined set of goods for use
in producing specific products for certain industries, with a preferential ad-valorem tariff, regardless of
whether the goods produced are for export or the domestic market. Preferential import duties under
PROSEC range from 0 percent to 10 percent.3¥’

Preferential tariff rates under PROSEC apply exclusively to the importation of goods in specific sectors
for specific end uses. As of April 2022, these sectors were “electrical; electronics; furniture; toys,
recreational toys and sports articles; footwear; mining and metals; capital goods; photographic;
agricultural machinery; miscellaneous industries;**® chemical; and rubber and plastic goods; steel;
pharmaceutical products; medications and medical equipment; transport, except automotive; paper
and cardboard; wood; leather; automotive and parts; textile and clothing; chocolates; candies and
alike; coffee; and food.”** The Mexican government provides a list of components and final products
by HS code for each of these sectors, specifying the types of imported components that can be used
and final products produced to qualify for the preferential tariff treatment under each PROSEC sector.

Most PROSEC participants are certified to source/produce under more than one PROSEC sector.3*°

Authorized PROSEC companies may also be eligible for additional benefits from regla octava, which is a
part of the PROSEC program. A regla octava permit allows companies to import goods at reduced duty
rates that do not qualify for PROSEC preferential duties. Such eligible goods include machinery and
equipment, inputs, materials, and parts and components that are related to the products to be
manufactured or assembled in Mexico. These goods are imported under a single tariff subheading,
98.02 “special operations.”3*! To award a regla octava permit, the Secretariat of the Economy requires
that the goods be unavailable or insufficiently available in Mexico, among other criteria.3>? Regla octava
permits are limited to a specific HTS code, product description, usage, and predicted volume. If the
predicted volume is exceeded, firms can reapply for a new permit to cover additional volume.33 The

347 The PROSEC tariff structure includes 24 industries. Government of Mexico, Secretariat of Economy, “PROSEC
Tariff Structure,” November 18, 2021.

348 Sectors covered under “miscellaneous industries” include pet care, glass fiber, glass containers and vials,
blinds, metal doors and screen, cigars, etc. Government of Mexico, “PROSEC - Specific Information and
Beneficiaries,” accessed March 17, 2023.

34 Foley & Lardner LLP, “PROSEC and Rule 8,” October 22, 2019; Government of Mexico, Secretariat of Economy,
“PROSEC,” accessed February 10, 2022.

350 Government of Mexico, Secretariat of Economy, “PROSEC,” accessed February 10, 2022.

351 Government of Mexico, SIICEX (Integrated Foreign Trade Information System), “Autorizaciones de Regla 8a —
Informacién General (Rule 8A Authorizations - General Information),” accessed April 15, 2022; Foley & Lardner
LLP, “PROSEC and Rule 8,” October 22, 2019.

352 Government of Mexico, Secretariat of Economy, “Rule 8 Permissions,” September 21, 2020. Regla octava
permits are similar to temporary duty suspensions or reductions granted by U.S. Miscellaneous Trade Bill Acts (ex.
Pub. L. No. 115-239), allowing duty-free or reduced-duty import of goods that are not produced or produced in
insufficient quantities by domestic industry.

353 Industry representative, interview by USITC staff, August 10, 2022.
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regla octava application process is relatively easy and quick, in some cases requiring only two days for
approval.®*

Comprehensive Certification Scheme

Mexico established a Comprehensive Certification Scheme for firms engaging in foreign trade
operations. The purpose of this program is to provide trade facilitation measures to make these firms
more competitive.®> Two key certifications—IVA/IEPS and Operador Econémico Autorizado
(Authorized Economic Operators, also known by the Spanish acronym OEA)—provide tax relief, a major
benefit to firms participating FTZ-type programs in Mexico.

Multiple IMMEX program participants note that exemption from IVA is a key benefit of IMMEX
participation, and for many firms this benefit is more important than duty-related benefits.>*® Effective
January 1, 2015, goods temporarily imported under IMMEX are subject to the payment of IVA at 16
percent, and when applicable, IEPS.3*” At the same time, the Mexican government created an IVA/IEPS
certification scheme, which allowed IMMEX participants to either claim and receive an expedited
refund of IVA/IEPS payment within 10-20 days once these temporarily imported goods are exported or
avoid paying IVA/IEPS upon importation through advance tax credits.>*® Firms that do not acquire
certification may, instead, avoid IVA/IEPS payment at the time of importation by providing a bond to
guarantee payment of tax interest.3° With the IVA/IEPS certification, IMMEX firms can receive
additional benefits, depending upon the industry of the IMMEX company.3% In July 2020, the Mexican
government amended the Foreign Trade General Rules and introduced substantial changes to reduce
the benefits under the IVA/IEPS certification.®®! Included in the changes are the elimination of the
expedited refund process for the IVA/IEPS certification holders, the reduction of time that temporarily
imported goods could remain in the country from 36 months to 18 months, and the limitation of many
benefits previously available under to IVA/IEPS to firms holding OEA certification.3¢?

The OEA certification also extends the time that temporarily imported inputs may remain without
incurring duty, from 18 to 48 months. It allows importation of goods using express lanes and expedited
crossings at the border lanes for expedited inspection. Another benefit of OEA certification is that it

354 Industry representative, interview by USITC staff, September 27, 2022.

355 VTZ, Doing Business in Mexico, 2020.

35 |ndustry representatives, interviews by USITC staff, April 5, and September 7 and 26, 2022.

357 Government of Mexico, Secretariat for Home Affairs, “Tax Incentive Decree,” December 26, 2013, third article.
358 Government of Mexico Tax Administrative Service, “Miscellaneous Tax Resolution 2014,” December 18, 2014,
1.2.3.6; VTZ, Doing Business in Mexico, 2020; American Industries, “IVA and IEPS Certification for Mexico
Manufacturing Companies,” November 8, 2022; Portilla, Ruy-Diaz & Aguilar, “Certification in VAT and IEPS,”
accessed February 7, 2023.

359 Base Aduanera Digital Online (BADO), “Article 28A VAT Law of Mexico,” accessed February 20, 2023; BADO,
“Article 141 Fiscal Code of Mexico,” accessed February 20, 2023.

360 Foley & Lardner LLP, “Manufacturing in Mexico?,” August 8, 2019.

361 Baker McKenzie, “Mexico — Changes to Foreign Trade Rules,” July 31, 2020; Government of Mexico, Secretariat
of Finance and Public Credit, “First Modifications to Foreign Trade General Rules,” July 24, 2020.

362 Tetakawi, “VAT Refund in Mexico,” March 10, 2021; Government of Mexico, Secretariat of Finance and Public
Credit, “First Modifications to Foreign Trade General Rules,” July 24, 2020, Reforms, additions, and repeals, 7.3.3,
Xl b), XXV.
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allows firms to reclassify temporary imports into final imports in a single import notice, rather than
multiple notices.3

Special Customs Regimes and Drawback Program

Mexico has multiple special customs provisions allowing for deferral of duties and taxes on goods that
are warehoused with only limited processing. These warehousing facilities are similar to customs
bonded warehouses, and they can be used in conjunction with IMMEX. The depdsito fiscal is a customs
regime with a special application for the automotive industry, which allows firms to store domestic or
imported goods at a bonded facility, deferring duties and taxes for up to 24 months.>®* Goods can be
imported from a depdsito fiscal to the Mexican market, re-exported, or transferred to IMMEX
facilities.3¢°

Automotive fiscal deposits are a specific form of the regime available to original equipment
manufacturers (OEMs) in Mexico. Automotive fiscal deposits allow OEMs to defer taxes and duties on
imported and domestically purchased goods and to incorporate products from manufacturers
operating under IMMEX into vehicle assembly. The regimes also allow deferral of taxes and duties on
allowable OEM transfer of vehicles to other facilities using automotive fiscal deposits and introduction
of prototypes, machinery, research equipment, parts, tooling, and quality control equipment.3®® In
addition, the regime grants other benefits such as certification of origin and customs clearance
facilitation. OEMs authorized as automotive fiscal deposits may register authorized IMMEX auto parts
manufacturers as their suppliers. IMMEX auto parts manufacturers may sell the products under their
IMMEX program to OEMs for introduction into automotive fiscal deposit and subsequent incorporation
into the OEMs’ assembly production of vehicles. The authorization for automotive fiscal deposits lasts
for 10 years and may be renewed for another 10-year period. OEMs must comply with strict
administrative and inventory control requirements to retain the authorization.®®” One participating firm
characterized automotive fiscal deposits as widely used in the industry, estimating 90 percent of OEMs
use this customs regime (see chapter 3 for more information on automotive fiscal deposits).3%®

Mexico’s customs regime also allows for areas where limited activity can be performed on imported
goods without incurring IVA. Recintos fiscales are defined zones operated by Mexican customs
authorities where goods can be handled, stored, loaded, unloaded, and cleared.?®® Recintos fiscalizados
and recintos fiscalizados estratégicos are similar to recintos fiscales but are administered by private

363 Government of Mexico, Tax Administration Service, “Authorized Economic Operator Benefits,” accessed April
15, 2022; VTZ, Doing Business in Mexico, 2020.

364 Ortiz, “Deposito Fiscal,” April 14, 2021.

365 Government of Mexico, Tax Administration Service, “Customs Regimes Definition,” accessed February 20,
2023.

366 Government of Mexico, Secretariat for Home Affairs, “General Rules for Foreign Trade 2017,” January 27,
2017, 4.5.29-4.5.32; Menchaca, “What Is an Automotive Fiscal Deposit in Mexico?” March 10, 2022.

367 Foley & Lardner LLP, “What Is an Automotive Fiscal Deposit in Mexico?”, March 10, 2022; Foley & Lardner LLP,
“IMMEX Highlights—Certificates of Transfer of Goods,” October 13, 2019.

368 Industry representative, interview by USITC staff, September 27, 2022.

369 Government of Mexico, Chamber of Deputies, “Customs Law 2021,” November 12, 2021, Article 14; Ortiz,
“Differences between Customs Regimes,” July 5, 2021.
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operators who, with the approval of the Mexican Tax Administration Service, can handle and store
goods.3°

Mexico has, since 1995, had a duty drawback program similar to those in the United States and Canada.
The Mexican program, administered by the Secretariat of Economy, allows drawback for imported
goods that are either exported in their original condition or as an input into another good. Firms in
Mexico must request a duty refund within 90 business days of the day following export and within 12
months of importation. The Secretariat has 10 business days to make a determination on drawback
requests.’’* Under USMCA article 2.5, duty drawback for goods exported to another USMCA partner is
limited by the “lesser of the two” rule.

Related Trade Policies and Practices

Firms operating in Mexico can benefit from the country’s 13 FTAs with 50 countries, including the
European Union, the European Free Trade Association, Israel, Japan, members of the Comprehensive
and Progressive Agreement for Trans-Pacific Partnership, and 10 countries in Latin America.’”? The
preferential duty treatment under most FTAs can be used in conjunction with Mexican FTZ-type
programs. NAFTA/USMCA and the Mexico-EU FTA place restrictions on the use of IMMEX for duty
exemption, requiring that goods be treated as if for domestic consumption and pay duties before
export to a partner country. Given the importance of the U.S. market to Mexican industry,
NAFTA/USMCA had an important role in shaping Mexico’s FTZ-type programs, as in the establishment
of PROSEC and regla octava. These two programs provide manufacturing firms in Mexico the
opportunity to reduce duties on imported inputs used to produce goods that will subsequently be
exported to a USMCA partner, if they meet the requirements of those mechanisms. Firms operating in
Mexico may also apply preferential duties under most FTAs to non-originating imports that are
exported to a USMCA partner.’”

Economic Activity

Public data on economic activity related to Mexican FTZ-type programs are limited. The Mexican
government releases some aggregate data on IMMEX. Data show that 5,191 establishments had
IMMEX authorizations during 2021. They employed approximately 2.8 million workers (table 2.8), a
number significantly higher than the 480,000 workers in the U.S. FTZ program. About 74.4 percent of
IMMEX firms’ inputs were imported, and about 25.6 percent were purchased from Mexican suppliers.
The inputs used by IMMEX firms grew from $244 billion in 2016 to $297 billion in 2021 (table 2.9).

370 Government of Mexico, Chamber of Deputies, “Customs Law 2021,” November 12, 2021, Article 14; Ortiz,
“Preparation, Transformation, or Repair in a Controlled Area,” April 8, 2021; industry representative, interview by
USITC staff, April 5, 2022.

371 Government of Mexico, Secretariat for Home Affairs, “Duty Drawback Decree,” May 11, 1995.

372 ysDOC, ITA, “Mexico: Trade Agreements,” September 23, 2022.

373 Mexico has no implementing law because treaty agreements are binding upon ratification. See e.g.,
Government of Mexico, Decree Approving the Protocol Replacing NAFTA with T-MEC [USMCA], July 29, 2019; see
also Government of Mexico, Constitution of Mexico, Feb. 5, 1917, arts. 76(1), 133; Base Aduanera Digital Online
(BADO), “IMMEX Decree,” accessed January 18, 2022; industry representative, interview by USITC staff, March
29, 2022; Foley & Lardner LLP, “IMMEX Highlights,” August 29, 2019; industry representatives, interview by USITC
staff, April 5, 2022; USDOC, ITA, “Mexico - Country Commercial Guide,” September 23, 2022.
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According to the limited information available on PROSEC, almost 4,000 firms participated in PROSEC in
2022 and $11.0 billion of goods were imported under regla octava in 2021, of which the United States
was the largest source, accounting for $3.3 billion.3”*

Table 2.8 Number of establishments and employment in IMMEX by period, 2016-21

In number of establishments and millions of employees.

Item 2016 2017 2018 2019 2020 2021
Establishments (number) 5,024 5,076 5,122 5,146 5,163 5,191
Employment (millions) 2.4 2.6 2.7 2.7 2.6 2.8

Source: Government of Mexico, INEGI, Indicadores de Coyuntura, March 2, 2023.
Note: IMMEX stands for Manufacturing, Maquila and Export Services Industries Program (IMMEX is its Spanish acronym).

Table 2.9 Inputs used by IMMEX firms, by source, 2016-21

In billions of dollars and percentages.

Input types 2016 2017 2018 2019 2020 2021
Imported inputs (billion S) 184 202 209 217 188 221
National inputs (billion $) 61 73 77 80 65 76
All Input types (billion S) 244 275 286 296 253 297
Imported inputs (%) 75.2 73.5 73.0 73.1 74.2 74.4
National inputs (%) 24.8 26.5 27.0 26.9 25.8 25.6
All Input types (%) 100.0 100.0 100.0 100.0 100.0 100.0

Source: Government of Mexico, INEGI, Indicadores de Coyuntura, March 2, 2023; Exchange Rates UK, March 2, 2023.

Note: IMMEX stands for Manufacturing, Maquila and Export Services Industries Program (IMMEX is its Spanish acronym). Inputs are
equivalent to the term "admission" used in the U.S. FTZ program. These data are for manufacturing IMMEX firms only. Dollar figures are
calculated based on average annual exchange rates on Exchange Rates UK, which will be used throughout the report. Because of rounding,
figures may not add to totals shown.

The Commission’s survey results can provide a basis for estimating how much Mexican FTZ-type
programs, in comparison to the U.S. FTZ program, may help participating firms’ competitiveness. About
27 percent of firms producing in FTZs also have production operations in Mexico. Of them, more than
76 percent participate in Mexican FTZ-type programs (more than 60 percent participate in IMMEX,
about 55 percent use PROSEC, and approximately 41 percent use regla octava).3”> For 72 percent of
U.S. FTZ firms participating in Mexican FTZ-type programs, these programs were a factor for
establishing operations in Mexico.?’® The majority of these firms realized production savings under
IMMEX (82 percent of firms), PROSEC (76.1 percent), and regla octava (52.6 percent).?”” For firms that
realized savings, most did not know or were unable to evaluate how production cost savings associated
with participation in U.S. FTZs compare with those associated with participation in Mexican FTZ-type
programs.®’® Rather than using cross-border operations to diversify into multiple sectors; 90.1 percent
of firms that use U.S. FTZ program and Mexican FTZ-type programs are active in the same sectors,
including food products/supplies, other consumer products, chemicals, pharmaceuticals, and steel, in
both countries.3”

374 SNICE, “PROSEC Directory,” May 31, 2022; IHS Markit, “Global Trade Atlas,” accessed February 15, 2023.

375 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 4.1 and 4.8. Fewer than 10
percent of firms with production operations in FTZs that also had operations in Mexico used the Automotive
Fiscal Deposit, the Recinto Fiscal, or the Recinto Fiscalizado Estratégico.

376 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.9.

377 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.10.

378 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.11.

379 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.7.
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Chapter 3
FTZ and FTZ-Type Program Effects

Summary

This chapter provides an analysis of the effects of current policies and practices of U.S. FTZs and similar
programs in Canada and Mexico (FTZ-type programs) on the cost-competitiveness of products of firms
operating under these programs.3® The analysis in this chapter uses results from the U.S. International
Trade Commission’s (Commission’s) survey, interviews with industry representatives, public data and
other information, a literature review, and case studies focused on five industries. The key findings from
this analysis are described below.

U.S. FTZs improve the cost-competitiveness of firms by providing a range of benefits. These benefits
vary significantly across sectors and firms, depending on their sourcing of goods and finished materials,
shipment destinations, and other operational practices. Firms producing in U.S. FTZs commonly use duty
reduction, duty exemption, duty deferral, tax benefits, and logistical and other cost-saving benefits.38!
Warehousing and distribution operations use all the above provisions, except for duty reduction.
Examples of unique uses and benefits of U.S. FTZs from the case studies include the use of zone-to-zone
transfers (used by the automotive industry), duty exemption on fuel used by in-bond facilities
(petroleum refining), and pre-launch activities before U.S. marketing approval by the U.S. Food and Drug
Administration (FDA) (pharmaceutical industry).

Duty reduction and duty exemption are the primary features of U.S. FTZs used by firms to lower their
production costs. Most firms producing in U.S. FTZs use the program to reduce duty costs based on
tariff inversions or realize duty exemption on exports. Firms producing in U.S. FTZs saved over $1 billion
in 2021 using duty reduction and duty exemption, and many firms consider these to be production cost
savings. However, some firms may not realize major cost-competitiveness benefits from U.S. FTZs. One
example would be a firm that primarily acquires materials from duty-free sources (like the U.S. domestic
market). In another case, a firm might have fewer duty reduction opportunities based on tariff
inversions (i.e., duty rates on finished goods are equal to or higher than those of imported materials
used to make those goods).

The effects of U.S. FTZs on firms and their usage patterns are driven in large part by non-program-
related policies. For all firms, duty savings using U.S. FTZs are largely dependent on whether the firms
would otherwise pay duties if importing goods normally, which in turn is based on U.S. normal trade
relations (NTR) duty rates. In some sectors, firms may have alternative mechanisms for duty savings on

380 The U.S. Trade Representative’s letter uses the term “FTZs” for U.S. FTZs and similar programs in Canada and
Mexico. This chapter uses the terms “U.S. FTZs” or “FTZs” interchangeably to refer to the U.S. program and “FTZ-
type programs” to refer to programs similar to FTZs in Canada and Mexico. See chapter 2 for a full list of FTZ-type
programs in Canada and Mexico.

381 “Tax benefits” of U.S. FTZs include savings on inventory taxes and other state and local taxes. “Logistical and
other cost saving benefits” of U.S. FTZs include those related to weekly entry, direct delivery, zone-to-zone
transfer, merchandise processing fee (MPF) savings, and quota exemption/staging opportunities.
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foreign-origin goods, such as duty-free access to imports from free trade agreement (FTA) countries and
duty drawback (refunded duties on imported goods for products that are subsequently exported). These
alternative mechanisms likely reduce firms’ use of the U.S. FTZ program depending on the relative cost
savings available.

Other U.S. trade policies and practices that allow duty-free access for imports of finished goods also
create competitive challenges for firms producing in U.S. FTZs. The United States-Mexico-Canada
Agreement (USMCA) provides duty-free access for eligible imports from Canada and Mexico that
compete with the output of firms producing in U.S. FTZs. However, the USMCA explicitly prevents firms
producing in U.S. FTZs from using the U.S. FTZ duty exemption benefit for exports to Canada and
Mexico. Also, importers do not pay duties on import shipments valued at or below the de minimis
threshold, allowing for duty-free access of U.S. imports valued at or less than $800. U.S. FTZ
warehousing and distribution operations that ship small-value orders to U.S. customers are at a
competitive disadvantage relative to de minimis imports, because these operations can defer but must
ultimately pay duties on imported goods when they are shipped to U.S. customers from a U.S. FTZ.

The impacts of U.S. FTZs on investment, output, and employment are uneven across sectors. Most
firms producing in U.S. FTZs experience financial benefits but do not translate those savings into changes
in investment, production, and employment in the United States. Some firms producing in FTZs,
however, do consider U.S. FTZs to positively affect those measures of activity. Firms producing in FTZs
that consider FTZ use to positively affect their investment, production, and employment also grew more
rapidly than other firms producing in FTZs across these measures. U.S. FTZ participation is often one of
many competitive factors that contribute to firms’ operational decisions.

For sectors or firms with increasing North American integration of supply, U.S. FTZ participation
generates fewer benefits because firms can access duty-free materials from domestic suppliers or
USMCA partners.3®2 One such sector includes petroleum refiners, which have abundant access to North
American crude oil. Another sector includes certain U.S. vehicle manufacturers, which no longer use U.S.
FTZs because their reliance on North American parts has reduced their need to access inputs from global
sources.

By contrast, U.S. FTZs are a major factor helping to support U.S. investment, production, and
employment for certain industries that rely heavily on dutiable materials and other goods. For example,
the upholstered furniture industry’s use of U.S. FTZs has likely improved the cost-competitiveness of
operations that involve the cutting and sewing of upholstery fabric. By reducing costs for this upstream,
labor-intensive process, U.S. FTZs have likely contributed to the retention of hundreds of workers in the
furniture industry. Likewise, warehousing and distribution operations are able to defer duty costs for
goods stored in inventories, and when goods are exported eliminate duties altogether. These savings
incentivize firms to invest in warehousing and distribution operations in the United States, which
supports employment.

Canadian FTZ-type programs do not offer cost-competitiveness advantages beyond those provided by
U.S. FTZs. For all the production sectors examined, firms in Canada are able to import key raw materials
under MFN duty rates of free. This duty-free access to raw materials creates an advantage for firms in
these sectors, which have no need to use FTZ-type programs to save on duty costs. Canadian FTZ-type

382 “North America” in this chapter refers to the parties to the USMCA: the United States, Canada, and Mexico.
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programs are more limited than those in the United States or Mexico because they do not have a duty-
reduction mechanism. Although slight differences exist between Canadian and U.S. duty deferral
provisions, they are unlikely to significantly affect the competitiveness of warehousing and distribution
operations in either country. When comparing warehousing and distribution operations in Canada with
those in U.S. FTZs, the competitive advantage is in the use of U.S. de minimis provisions by customers
importing from Canada, not in the use of Canadian FTZ-type programs.

Mexican FTZ-type programs offer cost-competitiveness advantages that in certain cases exceed those
of U.S. FTZs. Unlike Canada, Mexico has non-free MFN duty rates for many materials. As a result, FTZ-
type programs are used often by firms in Mexico to lower duty costs. Of the four production sectors
examined in the case studies, the automotive industry is the only sector in which Mexican FTZ-type
programs (particularly PROSEC) lead to greater duty reduction savings compared to firms producing in
U.S. FTZs. For other sectors, however, Mexican FTZ-type programs offer cost-competitiveness benefits
that combine with a variety of other competitive factors to incentivize production and investment in
Mexico. These other competitive advantages include low labor costs, proximity to the U.S. market, and
preferential access to imports from major trading partners under Mexican free trade agreements. As
with Canada, few differences between U.S. FTZs and Mexican FTZ-type programs themselves affect the
cost-competitiveness of warehousing and distribution operations in either country. Like Canada,
warehousing and distribution operations in Mexico that serve the U.S. market benefit from U.S. de
minimis provisions.

Chapter Approach and Organization

This chapter includes three sections: (1) a review of recent literature on the economic effects of U.S.
FTZs, (2) an overview, based largely on survey data, of firms’ experiences with U.S. FTZs and FTZ-type
programs, and (3) case studies on the effects of U.S. FTZs and FTZ-type programs on selected U.S.
industries. Collectively, these three sections contain analyses of the effects of U.S. FTZs and FTZ-type
programs on the relative production costs of U.S. firms operating in these programs (production cost-
competitiveness analysis) and on U.S. employment (employment impact analysis).

The production cost-competitiveness analysis includes an examination of how firms use U.S. FTZs to
reduce costs and a quantification of the extent of cost savings from duty reduction and duty exemption,
the two primary benefits of U.S. FTZs for most firms producing in FTZs. In addition, this analysis includes
descriptions of the limitations of the U.S. FTZ program that prevent some firms from using the program.
To analyze the effects of U.S. FTZs and FTZ-type programs on the relative production costs of U.S. firms,
the cost-saving benefits of U.S. FTZs are compared with those of similar programs in Canada and Mexico.
Most of this analysis is focused on duty costs and duty cost savings on foreign materials used in
production. However, a case study focused on warehousing and distribution operations also includes a
cost-competitiveness analysis based on costs of goods warehoused and shipped from U.S. FTZs.

The employment impact analysis is directly related to the production cost-competitiveness effects
described above. To the extent firms using U.S. FTZs improve the cost-competitiveness of their products,
they may have the incentive to invest or produce more in the United States. Likewise, if programs in
Canada and Mexico have cost-competitiveness advantages that outweigh those of U.S. FTZ users, this
could be a factor incentivizing firms to establish or increase production in those countries rather than in
the United States. Any change in investment or output is likely to affect employment as well, even in
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cases where firms are highly capital intensive. For this reason, the employment impact analysis of this
chapter includes information related to the effects of U.S. FTZs and FTZ-type programs on investment
and output in addition to employment itself. In addition, the employment impact analysis includes an
examination of how the program affects firms without U.S. FTZ operations, particularly suppliers.

Literature Review on Effects of U.S. FTZs

The following literature review covers recent studies (published between 2010 and 2022) on the
economic effects of U.S. FTZs. One group of studies examined how firms use and benefit from U.S. FTZs,
using qualitative and descriptive analyses. These studies generally found that duty cost savings,
including duty reduction based on tariff inversions, duty exemption on exports, and duty deferral, are a
major benefit to many firms using the program. However, these studies found that the duty savings are
not uniform across companies and are highly dependent on the share of foreign materials used, the
tariff rates on those materials, and the destination for shipments of finished goods. These studies found
that other U.S. FTZ-related benefits, such as those involving taxes or pre-entry staging, are also
important and for some firms the primary reason for using the program; however, none of these factors
was referenced as often as duty cost savings.

Other studies examined the impacts of U.S. FTZs on surrounding communities, using quantitative
approaches. Looking at geographically specific data on indicators related to industrial activity,
employment, and income, these studies generally found that economic effects of FTZs were positive for
areas where zones were recently established. However, one of these studies found that effects were
negative for nearby regions without FTZs, suggesting that FTZs benefit certain areas economically at the
expense of others.

Studies on the Effects of U.S. FTZs on Firms

Three studies examined the effects of U.S. FTZs on firms using primarily qualitative and descriptive
analyses based on industry interviews, literature review, survey data, and broad trends in economic
data. The first of these, by Min and Lambert in 2010, used a survey of firms participating in U.S. FTZs to
analyze the drivers of these firms’ decisions to use FTZs and the corresponding impacts on their
operations.33 This study found that duty-related cost savings on both domestic entries and exports
were the primary drivers of U.S. FTZ usage. Many firms indicated that the benefits of U.S. FTZs enhanced
their cost-competitiveness, led to increases in capital investment within the FTZ region, and allowed for
retention or even expansion of employment. Firms responding to Min and Lambert’s survey also
emphasized the logistical benefits of U.S. FTZ use; they considered access to transportation

infrastructure and warehousing facilities to be important in their decisions to set up within FTZs.38*

The second of these studies, published in a 2013 journal article by Tiefenbrun, extensively describes U.S.
FTZs and how they compare to global free trade zones. This article described the many cost-related
impacts of global free trade zones, including duty cost savings (e.g., duty deferral, duty exemption, and
duty reduction) and logistical benefits (e.g., the ability to use U.S. FTZs for quota staging or to showcase

383 Min and Lambert, “The Utilisation of FTZs,” 2010, 114-16.
384 Min and Lambert, “The Utilisation of FTZs,” 2010, 116-23.
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goods for international sales).3> The article summarized prior research, which found large
manufacturing industries using U.S. FTZs benefited from substantial duty cost savings and potentially
were incentivized to invest in the United States. However, the article also identified other research
noting a number of economic disadvantages associated with U.S. FTZ use, such as a greater reliance on
foreign materials in domestic manufacturing and accompanying job losses in domestic component
producing sectors. In addition, the article noted that while the U.S. FTZ program was intended in large
part to increase employment through increased U.S. exports, exports from these zones had remained
relatively unchanged and low relative to total U.S. exports.>®

The third study, a 2017 U.S. Government Accountability Office (GAO) report, used company interviews
and other analytical techniques to assess the relative importance of specific U.S. FTZ benefits across
sectors and companies. The report found that duty reduction and duty exemption allowed companies
that relied on substantial amounts of dutiable foreign materials to reduce costs and improve their
domestic or international competitiveness. However, for firms that relied on lower-duty materials, these
duty-related benefits were less important and generally not in themselves justification for using the U.S.
FTZ program. The study also identified indefinite duty deferral as valuable for firms, particularly because
of the many benefits associated with being able to time entry of goods into the U.S. market. Although
firms were unable to quantify their cost savings associated with duty deferral, the study found that
industries with higher capital costs likely benefited to a greater extent from duty deferral. The study also
found that, depending on the structure of the firm and the state where it was based, state and local tax
savings related to U.S. FTZ use could total millions of dollars.3®’

Despite these benefits, GAO noted that no clear quantitative evidence showed that the U.S. FTZ
program had positively impacted U.S. employment or had affected the hiring decisions of U.S. FTZ users.
To support this lack of a firm conclusion on the impacts of the U.S. FTZ program, GAO pointed to the
applications for FTZ production authority submitted from 2012 to 2016 in which U.S. firms disagreed
about the impacts those FTZ operations would have on job creation and other economic factors.3%

Studies on the Regional Economic Effects of FTZs

Three other studies have used empirical analyses to quantify the effects of U.S. FTZs on broader
communities (including firms inside and outside the FTZs). These approaches benefit from the use of
readily available community-level information (e.g., county- or zip code-level data) rather than
voluntarily supplied firm-level information. These studies do not isolate the impacts of U.S. FTZs on firms
using zones or on specific aspects of the U.S. FTZ program that generate these effects.

In their 2016 study, Ghosh, Reynolds, and Rohlin analyzed the impacts of U.S. FTZ site establishment
(which the study assumes generally corresponded with manufacturing operations) on nonmanufacturing
business activity in the zip codes in which the FTZ subzones were established, as well as nearby zip

38 Tiefenbrun, “U.S. Foreign Trade Zones,” 2013, 182-86.
38 Tiefenbrun, “U.S. Foreign Trade Zones,” 2013, 212-22.
387 GAO, FTZs: CBP Should Strengthen, July 2017, 10-14.
388 GAO, FTZs: CBP Should Strengthen, July 2017, 17-20.
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codes.?® The authors used this approach to measure “spillovers” of U.S. FTZ use, or indirect impacts of
the program’s use by manufacturers on different sectors.3® The study developed a historical data set
covering the number of new and existing establishments and the number of employees across U.S. zip
codes. Using these data, the study measured growth rates across these measures in zip codes that had,
or were near, recently established FTZ sites. The study then compared that growth to other similar zip
codes that did not have FTZs in order to analyze the extent to which FTZs contributed to local effects on
the number of nonmanufacturing establishments and employment.3®* Authors found that, over the long
term, both zip codes with new FTZ site designations and adjacent zip codes experienced higher growth
in the number of new and existing nonmanufacturing establishments.3?? The authors concluded that this
evidence suggested that areas where FTZs were located, and their surrounding areas, attracted more
entrepreneurs and encouraged retention of existing businesses. Using additional analysis, they found
that these results were strongest within five miles of the FTZ site, suggesting that such benefits were
largely confined to areas close to the FTZ site.3%3

In a 2019 study produced for the National Association of Foreign-Trade Zones (NAFTZ), which advocates
for greater use of U.S. FTZs, The Trade Partnership (a U.S. research firm) conducted an economic
analysis of the effects of U.S. FTZs on the “Zone Economic Communities” (ZECs). ZECs were defined as
counties that had at least a majority of their area within a 17.5-mile radius of the center of the FTZ.3%
Using an econometric approach, the study examined growth of employment, wages, and value added in
ZECs in the years following the establishment of FTZs. For each ZEC, the study isolated the impacts of the
FTZ by comparing growth for these indicators in the ZEC following FTZ establishment to growth rates in a
similar community that had not yet established an FTZ.3% Using this approach, the study found that ZECs
10 years after the establishment of an FTZ had an average 0.19 percentage point higher employment
growth, an average 0.34 percentage point higher wage growth, and an average 0.37 percentage point
higher value added growth.3%

In a 2022 study, Lane found uneven effects of FTZs between areas with U.S. FTZs and those without.
First, the study used detailed spatial analysis (quantitative analysis based on the attributes of different
geographic areas) for a single year (2016). Lane found that counties with FTZs and neighboring counties
had higher median household incomes, lower unemployment, and more manufacturing firms than

389 The authors assumed that the primary beneficiaries of new FTZ sites, defined as including general purpose sites
and subzones, were manufacturing operations. Therefore, measurement of impacts for nonmanufacturing sectors
would provide a means to observe the spillover impacts of FTZs on sectors that did not directly participate in the
program. Ghosh, Reynolds, and Rohlin, “The Spillover Effects of U.S. FTZs,” September 13, 2016, 4114-16.

3% Ghosh, Reynolds, and Rohlin, “The Spillover Effects of U.S. FTZs,” September 13, 2016, 4115-16.

391 The study used propensity scores to match zip codes with FTZ sites (or neighboring FTZ sites) with similar zip
codes that were not eligible to receive FTZ sites. Propensity scores were calculated using several criteria for each
zip code, including measures of the level of business activity, the share of establishments engaged in
manufacturing, and the existence of large cities. Ghosh, Reynolds, and Rohlin, “The Spillover Effects of U.S. FTZs,”
September 13, 2016, 4118-21.

392 Employment effects were not statistically significant. Ghosh, Reynolds, and Rohlin, “The Spillover Effects of U.S.
FTZs,” September 13, 2016, 4124.

393 Ghosh, Reynolds, and Rohlin, “The Spillover Effects of U.S. FTZs,” September 13, 2016, 4123-27.

3% Trade Partnership, U.S. FTZ Program, February 2019, 3, 16.

3% Trade Partnership, U.S. FTZ Program, February 2019, 32-33.

3% Trade Partnership, U.S. FTZ Program, February 2019, 36, 39, 42.
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counties that did not have or did not neighbor another county with FTZs.3*” Second, the study observed
differences in short- and long-term trends across these indicators for counties with FTZs and those
without. The study found that from 2009 to 2016, the number of manufacturing firms in counties
without FTZs decreased over the long term while unemployment in those counties increased. By
contrast, counties with FTZs experienced long-term increases in manufacturing employment.3® The
study concluded that FTZs attracted employment and investment in urban areas that already had
development advantages and came at the expense of other, often rural, areas.¥

Overview of Cost-Competitiveness Effects

This section is an overview of the effects of U.S. FTZs and Canadian and Mexican FTZ-type programs on
the cost-competitiveness of U.S. firms. The first part of this section describes the effects of the U.S. FTZ
program on firms’ production costs. The second part analyzes how Canadian and Mexican FTZ-type
programs affect the competitiveness of firms operating in those countries, according to an analysis of
the policies and practices in those countries and firms’ experiences with and perceptions of FTZ-type
programs. The third part of this section describes the impact of these programs on U.S. employment,
investment, and output. These analyses are based on the Commission’s survey of firms with U.S. FTZ
production as well as a broad record of information developed through the Commission’s hearing, other
industry outreach, and publicly available information.

U.S. FTZ Production Cost-Competitiveness Effects

Firms with U.S. FTZ production use the program to reduce costs that account for a relatively small
portion of their total shipments: the cost of foreign-status goods. In 2021, firms with active production
operations in U.S. FTZs shipped goods worth $642.1 billion from their FTZ facilities.*® The cost of
foreign-status goods shipped from firms’ FTZ facilities composed 13.9 percent of the value of these
firms’ shipments from U.S. FTZs in 2021, or $89.1 billion. Firms can reduce the cost of foreign-status
goods by using provisions that generate duty savings (duty reduction, duty exemption, and duty
deferral) and tax, logistical, and other cost benefits, such as savings on U.S. customs fees and
streamlined customs procedures. Most of the value of total shipments by firms producing in U.S. FTZs
(86.1 percent) consisted of costs and income that could occur in any non-FTZ operation, such as profits,
value-added costs (such as labor and overhead), and domestic-status material costs of goods sourced
from within the United States (including foreign-origin goods that previously entered the U.S. customs
territory).%

397 The magnitude by which the presence of FTZs was estimated to raise incomes, decrease unemployment, and
increase the number of manufacturing firms in these counties varied significantly across the country, however. For
example, these effects were strongest around major waterways and coastal areas. Lane, “The Impact of Foreign
Trade Zones in the United States,” 2022, 120-23, 138, 145-46.

3% Lane, “The Impact of Foreign Trade Zones in the United States,” 2022, 133, 139-44.

3% Lane, “The Impact of Foreign Trade Zones in the United States,” 2022, 138-39, 146-47.

400 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.

401 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.11.
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Duty Savings in U.S. FTZs

For most firms that operate within U.S. FTZs, duty savings—including duty exemption, duty reduction,
and duty deferral—are the primary benefits received and the reason for using the U.S. FTZ program.
Duty savings from duty exemption and duty reduction totaled $1.2 billion, slightly less than 2 percent of
the value of shipments of foreign-status goods from firms producing in FTZs in 2021.%°% Firms using U.S.
FTZs realize duty savings on goods that, when entered into U.S. customs territory, are subject to non-
free NTR duty rates and that are not eligible for entry using preferential tariff rates such as those under
FTAs or trade preference programs. Most firms producing in U.S. FTZs that have duty savings are able to
use those savings to lower their production costs.*®

Duty savings in U.S. FTZs occur largely within a few sectors that rely at least to some extent on foreign-
origin materials that are subject to non-duty-free rates when entered into U.S. customs territory.*** NTR
duty rates have become free for many goods as a result of the Uruguay Round Agreement and the WTO
Information Technology Agreement, substantially reducing the use of U.S. FTZs to realize NTR duty
savings for many products.*® The sectoral concentration of duty savings can be demonstrated using
product-level data on U.S. imports admitted into FTZs and bonded warehouses.*® Table 3.1 shows the
top 10 U.S. imports of intermediate goods admitted into FTZs and bonded warehouses in 2021 that had
non-free NTR duty rates.*”’

402 JSITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10, 2.11, and 3.4.

403 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.2.

404 puty cost savings are realized only on goods that would otherwise be subject to non-free duty rates. For
multiple potential reasons, foreign-status admissions can also include a variety of goods subject to duty rates of
free. Some firms that source a variety of different kinds of foreign-origin goods may choose to admit both duty-
free and dutiable goods into FTZs under foreign-status for the sake of administrative efficiency in admission
processes. As described below within box 3.1, some firms combine dutiable inputs with duty-free NPF status
admissions within kitting operations to realize duty reduction savings. Additional duties may be applied on goods
that have NTR duty rates of free. Tax, logistical, and other cost savings (described in greater detail below) also can
drive foreign-status admissions of goods that have duty rates of free. Industry representatives, interviews by USITC
staff, July 22 and August 10, 2022.

405 Ehmann, written submission to the USITC, November 30, 2022; CDF, written submission to the USITC,
November 21, 2022; WITA, “Zoning in on Foreign Trade Zones (Part 2),” February 17, 2011; industry
representative, interview by USITC staff, September 9, 2022.

406 Analyses of product-level foreign-status admissions into FTZs in this chapter rely on U.S. import data for
admissions into bonded warehouses and FTZs (U.S. Census Bureau data for general imports under rate provision
“00”) despite the possibility that these data also include some bonded warehouse admissions. Production activity
in bonded warehouses is limited and therefore it is less likely that such facilities would admit substantial quantities
of intermediate foreign goods. According to one U.S. government official, FTZs account for the large majority of
total U.S. imports admitted into bonded warehouses and FTZs. U.S. government official, interview by USITC staff,
August 1, 2022.

407 Intermediate and finished goods in this section were defined using the UN Statistical Commission’s
Classification by Broad Economic Categories (BECs), which classifies HS-6 subheadings by end use among other
breakouts. Intermediate goods reported in this section are those classified by BEC as having an end use of
“intermediate consumption” whereas finished goods are those classified by BEC as having an end use of “final
consumption” or “gross fixed capital formation.” HS 2710.19 is classified by BEC as having potential end uses of
either “final consumption” and “intermediate consumption.” Because HTS-8 subheading 2710.19.06 is likely
further refined, it is considered an intermediate good. HTS-8 subheading 2710.19.11 is considered a finished good
for purposes of this analysis. UNSD, “BEC,” accessed January 31, 2023.
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As discussed in chapter 1, the average NTR duty rate is 0.2 percent on raw material inputs for industrial
use but 3.7 percent for intermediate inputs for industrial use. Imports of intermediate goods admitted
into FTZs and bonded warehouses with non-free NTR duty rates were primarily those commonly used as
materials in production by three sectors: petroleum refiners, pharmaceutical manufacturers, and vehicle
and parts producers.*®® These sectors also accounted for about two-thirds of nonprivileged foreign (NPF)
status admissions in 2021 among firms producing in U.S. FTZs.%® More than half of duty savings from
FTZ production activities occur within the sectors producing pharmaceuticals and vehicles and parts,
whereas duty savings have substantially decreased for the refined petroleum sector. See case study 1
(Automotive Industry), case study 3 (Petroleum Refining), and case study 4 (Pharmaceutical
Manufacturing) for more detail.

408 YSITC DataWeb/Census, General imports, accessed December 21, 2022.
409 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.8.
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Table 3.1 U.S. imports of intermediate goods admitted into FTZs or bonded warehouses, top 10 HTS
subheadings with non-free NTR duty rates, 2021

In millions of dollars. — (em dash) = not applicable; degrees A.P.I. = scale expressing the gravity or density of petroleum liquids; n.e.s.o.i. = not
elsewhere specified or indicated; NTR duty rates = normal trade relations duty rates listed in column 1-general of the HTS.

Admissions into
FTZs and bonded

HTS-8 U.S. NTR duty warehouses
Product type subheading rate (million $)
Petroleum oils and oils from bituminous minerals, 2709.00.20 10.5 cents/barrel 11,049
crude, testing 25 degrees A.P.l. or more
Petroleum oils and oils from bituminous minerals, 2709.00.10 5.25 cents/barrel 7,429
crude, testing under 25 degrees A.P.I.
Distillate and residual fuel oil (including blends) derived 2710.19.06 5.25 cents/barrel 3,855
from petroleum or oils from bituminous minerals,
testing under 25 degrees A.P.I.
Aromatic or modified aromatic drugs of other 2934.99.30 6.5% 2,831
heterocyclic compounds, n.e.s.o.i.
Aromatic heterocyclic compounds with oxygen hetero- 2932.99.61 6.5% 1,930

atom(s) only described in additional U.S. note 3 to

section VI, n.e.s.o.i.

Spark-ignition reciprocating piston engines for vehicles 8407.34.48 2.5% 1,916
of 8701.2 or 8702—-8704, cylinder capacity greater than

2000 cc, new

Other aromatic or modified aromatic drugs containinga 2933.59.53 6.5% 1,731
pyrimidine ring (whether or not hydrogenated) or

piperazine ring in the structure

Parts and accessories of motor vehicles of 8701.2, 8708.40.11 2.5% 1,662
8702, 8703 or 8704, gear boxes

Other sulfonamide drugs (excluding anti-infective 2935.90.60 6.5% 1,433
agents)

Parts of storage batteries, including separators, 8507.90.80 3.4% 1,303
therefore, other than parts of lead-acid storage

batteries

Total top 10 NTR dutiable subheadings — — 35,140

for intermediates

Source: USITC DataWeb/Census, General imports, accessed December 21, 2022; USITC, HTS, March 2022.

Note: Although this study examines use of FTZs between 2016 and 2021, this table uses a comparison between 2017 and 2021 to compare
trends in admissions across individual tariff lines. The Harmonized System (HS) was revised in 2017, and as a result, multiple Harmonized Tariff
Schedule of the United States (HTS) subheadings used in 2017-21 were not used in 2016. Data for U.S. imports admitted into FTZs and bonded
warehouses (U.S. Census Bureau data for general imports under rate provision “00”) are used in this chapter as a proxy for product-level
admissions of foreign-status materials into FTZs despite the possibility that these data also include some bonded warehouse admissions.

The U.S. imports of dutiable finished goods most frequently admitted into FTZs and bonded warehouses
in 2021 were passenger vehicles, various refined petroleum products, and apparel and footwear (table
3.2). These goods were subject to relatively high NTR duty rates when entered into U.S. customs
territory. It is unlikely that goods such as these would undergo additional substantial transformation
within FTZs. They are, therefore, more likely to be part of FTZ warehousing and distribution operations.
These operations are described in greater detail in case study 5 (Warehousing and Distribution).
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Table 3.2 U.S. imports of finished goods admitted into FTZs or bonded warehouses, top 10 HTS

subheadings with non-free NTR duty rates, in million dollars, 2021

In millions of dollars. — (em dash) = not applicable; n.e.s.o.i. = not elsewhere specified or indicated; NTR duty rates = normal trade relations

duty rates listed in column 1-general of the HTS.

Product type

HTS-8
subheading

U.S. NTR duty
rate

Admissions into
FTZs and bonded
warehouses
(million $)

Motor vehicles to transport persons, with spark-
ignition internal combustion piston engines with
cylinder capacity greater than 1,500cc but less than or
equal to 3,000cc

Motor vehicles to transport persons, with spark-
ignition internal combustion piston engines with
cylinder capacity greater than 3,000cc

Light oil motor fuel from petroleum oils and bituminous
minerals (other than crude) or preparations 70 percent
or more by weight from petroleum oils

Motor vehicles to transport persons, with spark-
ignition internal combustion piston engines and electric
motors incapable of charge by plug to external source
Sports footwear with outer soles rubber or plastic and
uppers of textile, valued at over $12 per pair

Sweaters, pullovers and similar articles, knitted or
crocheted, of cotton, n.e.s.o.i.

Footwear with outer soles of rubber/plastic and uppers
of textile, n.e.s.o.i., valued at over $12 per pair

Men's or boys' trousers and shorts, not bibs, not
knitted or crocheted, cotton, not containing 15% or
more by weight of down, etc., other than recreational
performance outerwear

Distillate and residual fuel oil (including blends) derived
from petroleum oils or oil of bituminous minerals,
testing 25 degree A.P.l. or more

Women's or girls' trousers, breeches and shorts, not
knitted or crocheted, of cotton, n.e.s.o.i., other than
recreational performance outerwear

Total top 10 NTR dutiable subheadings for finished
goods

8703.23.01

8703.24.01

2710.12.15

8703.40.00

6404.11.90

6110.20.20

6404.19.90

6203.42.45

2710.19.11

6204.62.80

2.5%

2.5%

52.5 cents/barrel

2.5%

20.0%
16.5%
9.0%

16.6%

10.5 cents/barrel

16.6%

15,082

3,703

806

678

650

620

546

504

482

454

23,525

Source: USITC DataWeb/Census, General imports, accessed December 21, 2022; USITC, HTS, March 2022.
Note: Although this study examines use of FTZs between 2016 and 2021, this table uses a comparison between 2017 and 2021 to compare
trends in admissions across individual tariff lines. The Harmonized System was revised in 2017, and as a result, multiple HTS subheadings used
in 2017-21 were not used in 2016. Data for U.S. imports admitted into FTZs and bonded warehouses (U.S. Census Bureau data for general
imports under rate provision “00”) are used in this chapter as a proxy for product-level admissions of foreign-status materials into FTZs despite
the possibility that these data also include some bonded warehouse admissions.

Duty Exemption in U.S. FTZs

Duty exemption allows firms to eliminate deferred duties if goods are exported from U.S. FTZs and, as a
result, duty exemption primarily benefits firms that are highly export oriented.*'° About 70 percent of
firms producing in U.S. FTZs benefit from duty exemption. About half of all firms producing in U.S. FTZs

410 For more detail on how FTZs provide firms with duty exemption benefits, see chapter 2.
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considered duty exemption to be extremely important in their decisions to operate within the
program.*! In 2021, firms producing in U.S. FTZs realized duty exemption savings within their operations
totaling $497.2 million, an increase of 140.8 percent over savings in 2016.*'> Most of the increase in duty
exemption savings during this period was due to substantially higher pharmaceutical and electronics
exports and associated savings in 2021. Along with vehicles and parts (which did not experience the
same level of growth but have, in recent years, accounted for high values of FTZ export shipments),
these sectors accounted for 79.1 percent of total duty exemption savings in 2021.413

Duty exemption under the U.S. FTZ program is not available for firms producing in FTZs for their exports
to Canada, Mexico, and Chile.*** For firms that export to these destinations, duty reduction (described
below) may offer an alternative method of saving on duty costs. However, as described below, duty
reduction is limited to situations where the NTR duty rate on imports of foreign-status goods admitted
into an FTZ is higher than the NTR duty rate on the finished good (tariff inversion). Therefore, the duty
exemption restriction for U.S. exports to Canada and Mexico limits the extent of duty savings possible
for exporting firms producing in U.S. FTZs. In 2021, firms producing in U.S. FTZs paid $109.6 million in
duties on the value of foreign-status admissions that were used in FTZ production operations and then
exported to Canada and Mexico. U.S. customs duties paid on foreign-status materials incorporated
within exports to Canada and Mexico accounted for 15.3 percent of total U.S. customs duties paid on
goods produced in and shipped from U.S. FTZs.*

Duty Reduction in U.S. FTZs

Duty reduction is used by U.S. producers to save on duties for goods that are substantially transformed
in the United States and then make U.S. customs entry, which is required when goods are shipped
domestically or exported to Canada, Mexico, or Chile.**® As a result, duty reduction is the most
significant source of duty savings for firms that use dutiable foreign materials in production and that
primarily serve these markets. When firms admit inputs into an FTZ under NPF status and then make
U.S. customs entry, they pay duties on the value of NPF status inputs based on the NTR rate of the
finished product. If the NTR rate for the finished product is lower than the NTR rate for the admitted
material input (an “inverted tariff” or a “tariff inversion”), the firm can reduce its duty costs. As
described in box 3.1, kitting, or combining components (including finished components) into a single
product offering, is another approach that some assembly operations use to reduce duties on NPF status
goods. Privileged foreign (PF) status shipments or shipments from warehouses have no duty reduction
opportunities.

#1USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.

#12 YSITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.4.

#13 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 3.4.

414 Under U.S. implementing law for FTAs with these countries, goods that are produced in FTZs and then exported
to those destinations are treated for U.S. duty collection purposes as if they had been withdrawn for U.S.
consumption. As a result, applicable U.S. customs duties are collected on the value of these exports. See chapter 2
for more detail.

415 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 3.4 and 3.5.

418 For more detail on how FTZs provide firms with duty reduction benefits, see chapter 2.
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Box 3.1 Kitting Operations in U.S. Foreign Trade Zones (FTZs)

Kitting refers to a process in which U.S. FTZ operators combine multiple nonprivileged foreign-status
(NPF) status components or materials and sell them as a set for retail sale, or kit, which could be
classified under the same tariff line as a component (generally a finished product) that gives the kit its
essential character. Examples of kits include a cellphone sold with a holster, a power drill sold with a
detachable lithium-ion battery, a smartwatch sold with a watch band, or alcoholic beverages sold with
glassware. Most kits referenced in notifications for kitting operations contain multiple additional
foreign-status components.? Kitting is performed in accordance with the FTZ Act, which allows for,
among other things, the repacking and mixing of foreign and domestic merchandise within FTZs.?

In cases where kits can be classified under a single tariff line, a single NPF status component that gives
the kit its essential character (e.g., a cellphone, HTS 8517.12) retains the same tariff classification
between FTZ admission and customs entry. Other NPF status components (e.g., a holster, HTS 3926.90)
are incorporated within the cellphone’s tariff classification upon customs entry. Consumer and portable
electronics companies such as Samsung Electronics (which had FTZ admissions of $10-25 billion in
2021), Apple ($1-5 billion), and Flex ($5250-500 million) are among the primary users of U.S. FTZs for
kitting.? Certain manufacturers use their FTZ production authority solely for kitting, but others include
kitting operations as a part of their broader FTZ production operations. One manufacturer with FTZ
production authority states that within its FTZ production operations, those operations involving
assembly account for 70 percent of its added value. Kitting accounts for the other 30 percent.®

Box table 1 shows the potential savings from U.S. FTZ kitting operations associated with one product:
wearable electronic communication or data devices (otherwise known as “smartwatches”).f A
smartwatch kit includes the smartwatch itself, which is subject to an NTR rate of free, as well as other
components such as watch bands made of leather, silicon, steel, or nylon fabric that are subject to NTR
tariffs ranging from 1.8 percent to 11.2 percent.t Kitting smartwatches with watch bands in a U.S. FTZ
allows for personalization of finished products sold to customers, avoiding the need to import quantities
of each possible smartwatch/watch band combination or otherwise limit customers’ options for
customization. Upon shipment of the smartwatch kit from the U.S. FTZ into U.S. customs territory, the
facility would pay the applicable duties on the value of all foreign-status components included within
the kit. However, duties paid on the value of NPF status watch bands (as permitted within the firm’s FTZ
production authority) that are kitted with smartwatches would be based on the smartwatch NTR duty
rate of free and would thus be reduced to zero. Using this approach, a smartwatch kitting company
could save hundreds of thousands to millions of dollars on their foreign-status inputs.

United States International Trade Commission | 153



Foreign Trade Zones

Box table 1 Examples of U.S. imports of smartwatch components admitted into FTZs and bonded

warehouses, 2021
In millions of dollars and percentages.

Share of

U.S. general Potential

Admissions imports savings from

into bonded Total U.S. admitted duty

U.S. NTR warehouses general into bonded reduction

HTS duty and FTZs imports warehouses using kitting

Product description subheading rates (%) (million$) (million$) and FTZs (%) (million $)

Smartwatches and similar 8517.62.00 Free 5,338 42,221 12.6 0.0
mobile devices

Metal watch bands 9113.20.40 11.2 13 38 33.2 1.4

Textile watch bands 9113.90.40 7.2 10 19 51.1 0.7

Watch bands of other materials 9113.90.80 1.8 72 151 47.7 1.3

Source: USITC DataWeb/Census, General imports, HTS subheadings 8517.62.00, 9113.20.40, 9113.90.40, and 9113.90.80, accessed December
10, 2022; USITC, HTS, March 2022.

Note: Data for U.S. imports admitted into FTZs and bonded warehouses (U.S. Census Bureau data for general imports under rate provision “00”)
are used in this chapter as a proxy for product-level admissions of foreign-status materials into FTZs despite the possibility that these data also
include some bonded warehouse admissions. The potential savings from duty reduction using tariff inversion were calculated by multiplying the
total value of U.S. FTZ admissions by the NTR rate of duty. The savings would apply to all companies’ imports of the products under this
subheading for use in making smartwatches eligible for duty-free entry. Also, companies may bring in other products as inputs, so the potential
savings could be higher

280 Fed. Reg. 10456 (February 26, 2015); 78 Fed. Reg. 45911-12 (July 30, 2013); 86 Fed. Reg. 11921 (March 1, 2021); 83 Fed. Reg. 34825 (July
23, 2018).

19 U.S.C. § 81c(a).

¢ Section 3(b) of the General Rules of Interpretation states that composite goods and goods put up in sets for retail sale (kits) shall be classified
“as if they consisted of the material or component which gives them their essential character.” CBP has previously ruled on the application of
this rule to cellphone kits in FTZs. USITC, HTS, general rules of interpretation, 2021; CBP, CROSS Ruling HQ H103166, July 26, 2010.

4 FTZ Board, 83rd Annual Report, August 2022.

¢ Industry representative, interview by USITC staff, Sept 26, 2022.

fThis example is based on XPO Logistics’ notification of proposed production activity in FTZ No. 72. In its notification, XPO Logistics stated that it
would operate the FTZ on behalf of its customer, Apple Inc. 86 Fed. Reg. 11921 (March 1, 2021); XPO Logistics, “Notification of Proposed
Production Activity,” March 1, 2021.

8The finished smartwatch is classified under the HTS-8 subheading 8517.62.00 (machines for the reception, conversion and transmission or
regeneration of voice, images or other data, including switching and routing apparatus). Separate foreign-status inputs that could be included
within the kit are those under subheadings 9113.20.40 (watch straps, watch bands and watch bracelets, and parts thereof, of base metal,
whether or not gold- or silver-plated, valued at more than $5 per dozen), 9113.90.40 (watch straps, watch bands and watch bracelets, of textile
material, and parts thereof), and 9113.90.80 (watch straps, watch bands and watch bracelets, other than of precious metal, base metal or
textile material, and parts thereof). USITC, HTS, March 2022; XPO Logistics, “Notification of Proposed Production Activity,” March 1, 2021.

Duty reduction accounts for the greatest overall amount of NTR duty savings related to U.S. FTZ use, as
96 percent of shipments of goods produced in U.S. FTZs in 2021 made U.S. customs entry and were
unable to benefit from duty exemption as a result.**” About 80 percent of firms with these operations in
U.S. FTZs experience a duty reduction benefit, making it the benefit associated with U.S. FTZ use most
commonly experienced by such firms. Almost 75 percent of firms producing in U.S. FTZs consider duty
reduction to be at least moderately important in their decisions to operate within the U.S. FTZ program.
Nearly 60 percent consider duty reduction to be extremely important in these decisions.**® In 2021,

47 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.12.
418 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.
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firms producing in U.S. FTZs realized duty reduction savings from these operations totaling $730.2
million, an increase from $603.3 million in 2016.4*°

Unlike duty exemption, duty reduction leads to fewer savings within sectors that produce finished goods
that are subject to higher NTR duty rates (such as fuels, vehicles and parts, nonelectrical machinery, and
chemicals). In these sectors, inverted tariffs often account for only a small share of a firm’s collective
inputs and outputs, limiting the primary mechanism for duty reduction (see case studies 1 and 3 on the
automotive and petroleum refining industries, respectively). Similarly, firms that rely largely on PF status
admissions have no duty reduction opportunities with respect to those admissions, because duties are
collected according to the applicable tariff rate covering goods as they were admitted into the zone.

In 2021, firms producing in U.S. FTZs paid NTR duties on foreign-status goods worth $714.7 million,
demonstrating that U.S. FTZs do not allow those firms to completely eliminate duties on foreign-status
goods when entered for consumption domestically.*?® Most of these duties were paid by firms
producing vehicles and parts in U.S. FTZs, because auto parts and finished vehicles (which account for a
large share of FTZ production) are generally subject to an NTR duty rate of 2.5 percent. This limits the
opportunity to realize duty reduction in the vehicle and parts sector to the limited instances where tariff
inversion exists. In comparison, the pharmaceutical industry—another major sector using U.S. FTZs—
paid almost no duties on foreign-status inputs used in their FTZ production operations, because most
finished pharmaceuticals are subject to NTR duty rates of free.*?!

Duty Deferral in U.S. FTZs

For many firms operating in U.S. FTZs, the ability to delay—if not reduce—payment of duties on foreign-
status admissions until goods enter the U.S. customs territory or are exported is a substantial cash flow
benefit, because duty costs are incurred on goods closer to the time of sale.*?? Duty deferral is available
to firms using FTZs for all foreign-status admissions and shipments from FTZs, regardless of the PF versus
NPF status designation, use in production versus warehousing and distribution, or destination. More
than 75 percent of firms producing in U.S. FTZs use duty deferral. Almost 40 percent of firms producing
in U.S. FTZs consider duty deferral to be extremely important in their decision to operate within U.S.
FTZs. Firms producing in U.S. FTZs in the minerals and metals, fuels, and nonelectrical machinery sectors
place relatively greater importance on duty deferral than firms in other sectors.*?

Duty deferral primarily benefits companies that have high inventory levels of material feedstock or that
hold high-value inventories of finished products or parts used for aftermarket sales or servicing of
equipment.*** For capital-intensive production operations, duty deferral can also help firms save money

419 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 3.4.

420 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.4. Per the request letter and
as discussed in chapter 1, this study does not address the effects of additional duties imposed under U.S. trade
remedy laws (19 U.S.C. § 1671 et seq.), section 301 the Trade Act of 1974, as amended (19 U.S.C. § 2411 et seq.),
or section 232 of the Trade Expansion Act of 1962, as amended (19 U.S.C. § 1862) (additional duties). As presented
in this chapter, the value of duties paid on PF status admissions does not include these additional duties.

421 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.4.

422 For more detail on how FTZs provide firms with duty deferral benefits, see chapter 2.

423 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.

424 Industry representatives, interviews by USITC staff, July 22 and 28, 2022; USITC, Foreign Trade Zones
Questionnaire, 2022, narrative responses to question 3.8.
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on high-value manufacturing equipment used within FTZs, because duties are not collected on the value
of imported capital equipment until the time that it enters operational use.*?® By contrast, duty deferral
is less beneficial for firms that rely on lean or “just-in-time” inventory material sourcing or that have low
inventory levels of finished goods because of a constant flow of sales.*?® Duty deferral is less important
for firms that have low costs of capital (e.g., when interest rates are low).**” Case study 5 on FTZ
warehousing and distribution operations describes a variety of other benefits of duty deferral for goods
that are not directly used by firms in production operations.

Tax, Logistical, and Other Cost-Saving Benefits of U.S. FTZs

Multiple other U.S. FTZ program provisions are not directly related to duty savings. Rather, they are
more broadly related to the different U.S. customs procedures that occur for goods that are admitted
into and shipped from zones. These include streamlined U.S. customs procedures, particularly (1) direct
delivery of admissions into FTZs from ports, (2) weekly entry procedures in which a single customs entry
can be filed for seven consecutive days’ worth of entries and exports, and (3) zone-to-zone transfers of
duty-deferred goods. Direct delivery improves the logistical capability of firms that frequently admit
foreign-status goods into their production operations and that need access to those goods quickly and
reliably.*® Weekly entry reduces the customs reporting frequency for firms that have many shipments
from FTZ facilities each week, which reduces administrative costs (including customs brokerage fees) but
also merchandise processing fees (MPFs) on entries.*”® Zone-to-zone transfers allow firms the flexibility
to receive the benefits from U.S. FTZs and maintain an extended domestic supply chain involving
multiple facilities and firms, as long as those operations are also within zones.**°

More than 70 percent of firms producing in U.S. FTZs experience streamlined customs procedures or
savings on customs fees such as MPFs. Firms that do experience these benefits are mixed on the
importance of these effects in determining their use of U.S. FTZs. Firms in the vehicles and parts and
nonelectrical machinery sectors placed relatively greater importance on these benefits than other
sectors.®3! This reflects the many kinds of inputs used in producing complex machinery and vehicles, and
the reliance on just-in-time delivery systems. This also translates to a greater need for more streamlined
logistics across a large number of shipments into and out of production facilities.*3?

Few firms producing in U.S. FTZs experience improved quota timing management as a result of their use
of U.S. FTZs.**3 Most U.S. import quotas and tariff-rate quotas involve goods such as agricultural goods
and food products, which are not major sectors that use U.S. FTZs, though there are some quotas on
manufactured products for which staging in FTZs may be used.*** Therefore, timing of shipments to

425 Industry representative, interview by USITC staff, September 9, 2022.

426 Industry representatives, interviews by USITC staff, April 29 and August 2, 2022.

27 Industry representative, interview by USITC staff, April 10, 2022; GAO, FTZs: CBP Should Strengthen, July 2017,
12.

428 USITC, Foreign Trade Zones Questionnaire, 2022, narrative responses to question 3.9.

429 Industry representatives, interviews by USITC staff, March 2 and September 27, 2022.

430 Industry representative, interview by USITC staff, September 27, 2022.

41 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.

432 Industry representatives, interviews by USITC staff, April 29, and August 2 and 10, 2022.

433 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.

434 CBP, “Quota Bulletins,” accessed January 1, 2023; industry representative, interview by USITC staff, October 4,
2022.
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fulfill first-come, first-served quotas is not a priority for most firms producing in FTZs. However, as
described in case study 4 (Pharmaceutical Manufacturing), staging of goods in FTZs before FDA
marketing approval is important in that sector.

Similarly, most firms producing in U.S. FTZs do not experience local or state tax savings. However, those
firms that do experience local or state tax savings generally consider these effects to be extremely
important in their decision to use U.S. FTZs. More so than in other parts of the United States, firms
producing in FTZs in Texas, Louisiana, Puerto Rico, Kentucky, and Arizona consider local or state tax
savings to be extremely important.*® These jurisdictions were described in chapter 2 as having local and
state real estate taxes that are, in some cases, reduced for FTZ users and inventory taxes that are
exempt for FTZ users under the FTZ Act.**® Relatedly, petroleum refiners (which are largely centered in
Texas and Louisiana) were among those considering such savings to be extremely important, as
described in greater detail in case study 3 (Petroleum Refining).**’

Limitations of U.S. FTZ Production Cost-Competitiveness Effects

Although U.S. FTZs positively affect cost-competitiveness for many firms using the program, these
benefits are limited by certain aspects of the program as well as other factors such as relative NTR duty
rates. Many firms are unable to use U.S. FTZs to improve their cost-competitiveness and therefore do
not use the program for their production operations. Some firms producing in U.S. FTZs between 2016
and 2021 have either deactivated FTZ subzones or expect reductions in their operations within the next
five years.*® In addition to analyzing the effects of U.S. FTZs on firms using the program, most of the
case studies below highlight the experiences of firms that are unable to use U.S. FTZs to realize savings
and positive impacts.

Industry representatives provided multiple reasons why producers do not use or may cease to use U.S.
FTZs for all or part of their production operations, most of which relate to limitations on duty savings.**°
In some cases, duty savings may be simply unnecessary because firms primarily source foreign goods
that can be directly imported under NTR duty rates of free or that originate from duty-free sources such
as FTA partners or domestic sources.** In other cases, duty savings are limited by the structure of the
program and its administration. For example, the FTZ Board has placed limitations on the production
authority for some firms. These firms therefore cannot use U.S. FTZs to realize the full range of duty

435 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.3 and 3.1.

43619 U.S.C. § 810(e).

7 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.

438 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.4 and 2.6.

439 Multiple firms producing in U.S. FTZs provided narrative responses to the USITC questionnaire that address
these issues. These responses include those explaining why they deactivated subzones, why they project reduced
operations within FTZs during the next five years, and why they do not exclusively use FTZs for their U.S.
production operations. USITC, Foreign Trade Zones Questionnaire, 2022, narrative responses to questions 2.4, 2.6,
and 3.11.

40 |Increased reliance on or access to duty-free materials has led firms such as vehicle manufacturers and
petroleum refiners to reduce their use of FTZs over the long term. See case study 1 (Automotive Industry) and case
study 3 (Petroleum Refining) for more details.
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savings that would otherwise be available to firms without such restrictions.**! In addition, if a company
relies on foreign materials that are required to be admitted under PF status, such materials would retain
their tariff classification upon entry into U.S. customs territory rather than entering under the
classification of finished goods.**? In these instances, and where the NTR duty rate of the finished good
is lower than the imported foreign status material, a firm would be unable to use duty reduction that
would be otherwise available if such materials were admitted under NPF status.** Likewise, if NTR duty
rates on goods produced in U.S. FTZs are high relative to the NTR duty rates of foreign-status materials,
duty reduction based on tariff inversions is limited.*** As described above, the duty exemption
restriction for U.S. exports to Canada and Mexico limits duty savings for exporting firms producing in
FTZs. These limitations on duty savings would be extensive for firms that rely heavily on exports to these
countries and where duty reduction is not possible based on the duty rates of materials and finished
goods.*” Firms that do not realize duty savings generally have little incentive to use the U.S. FTZ
program.

Comparison with Effects of FTZ-Type Programs

FTZ-type programs in Canada and Mexico operate differently from U.S. FTZs but offer firms comparable
benefits (see chapter 2 for a detailed discussion of the provisions of each country’s FTZ-type programs).
This section describes how firms use the Canadian and Mexican FTZ-type programs to realize duty cost
savings. It then compares those duty cost savings to those of firms producing in U.S. FTZs, according to
the experiences and perceptions of those firms in the United States.*® (More detailed comparisons of
duty savings possible for specific foreign materials are included within the case studies). As described
above with respect to U.S. FTZs, duty saving features of Canadian and Mexican FTZ-type programs affect
firms’ cost-competitiveness. However, this is only to the extent that those firms rely on foreign-origin
goods that would be dutiable. Therefore, the program-related cost-competitiveness advantages of each
country are examined within the context of that country’s broader tariff policy.

441 About 17 percent of firms producing in U.S. FTZs were subject to additional requirements and restrictions
imposed by the FTZ Board or the CBP. USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to
question 2.5. Examples of these restrictions are described in greater detail within box 3.3 in case study 2
(Upholstered Furniture).

44219 C.F.R. §§ 146.41 and 146.65.

43 USITC, hearing transcript, May 17, 2022, 47 (testimony of Christopher Carney, FDP Virginia) and 59-60 (Fred
Ferguson, Vista Outdoor); industry representative, interview by USITC staff, October 4, 2022.

444 Case study 1 (Automotive Industry) and case study 3 (Petroleum Refining) give more detail on how most of the
finished goods made by FTZ production facilities within these sectors have NTR duty rates that are as high or
higher than the NTR duty rates on key material inputs, reducing the impact of FTZs on these firms’ sales to United
States and duty exemption-restricted export markets.

45 Industry representative, interview by USITC staff, October 4, 2022.

446 Most of the overlap between the three countries’ programs involves their ability to provide firms with duty
savings. Although Canada and Mexico have programs that provide benefits other than duty savings, particularly
related to value-added tax deferral, these provisions are not directly comparable to non-duty benefits under the
U.S. FTZ program. Therefore, this chapter’s comparison of the relative competitiveness of North American
programs is based on those programs’ duty saving features.
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Effects of Canadian FTZ-Type Programs

Canada’s FTZ-type programs do not offer many duty saving opportunities to firms that are not otherwise
available as part of the country’s broader trade and tariff policy. Canada has unilaterally reduced its
MFN duty rates during the last two decades (as described in chapter 1).%*” As a result, the applied MFN
duty rate for most raw materials and intermediate inputs for industrial use is free.**® Canada has
negotiated free trade agreements with its largest source of imports (the United States) as well as several
other major trading partners, such as the European Union and the members of the Comprehensive and
Progressive Agreement for Trans-Pacific Partnership (CPTPP).** In 2021, 76 percent of Canadian imports
came from countries with which it has signed free trade agreements, with 49 percent of Canadian
imports coming from the United States.**°

As described in chapter 2, the government of Canada collects little information on the extent of firm use
of Canada’s FTZ-type programs. However, Canadian industry and government representatives indicate
that manufacturing firms’ use of Canadian FTZ-type programs has declined because of national efforts to
reduce tariffs on manufacturing inputs.*! According to these sources, many of the savings involved with
these programs pertain to agricultural inputs subject to high MFN duty rates that can reach triple digits,
as well as to certain capital equipment.*? These products do not overlap with foreign-status materials
admitted by the manufacturing sectors that are the primary users of production authority within U.S.
FTZs.

Use of Canada’s FTZ-type programs is likely further limited by the lack of any duty reduction mechanism
within the programs. All of Canada’s FTZ-type programs are focused on duty and tax deferral, as well as
duty exemption and duty drawback on exports. As with the United States, the USMCA substantially
restricts duty exemption or duty drawback on foreign materials used in Canadian production and then
exported to the United States and Mexico.*** Canada is subject to similar prohibitions on duty
exemption or duty drawback on exports to the European Union.** Collectively, these export
destinations accounted for 81.6 percent of Canada’s total exports in 2021.%%° Therefore, for this large

447 Government of Canada, written submission to the USITC, December 2022.

448 CBSA, Customs Tariff 2021, December 21, 2021. See chapter 1 for further description of Canada’s MFN duty
rates for raw material and intermediate inputs for industrial use.

449 Government of Canada, written submission to the USITC, December 2022. For a list of current Canadian free
trade agreements, see Government of Canada, “Trade and Investment Agreements,” accessed January 2, 2023.
450 5& P Global, GTAS, accessed March 16, 2023.

41 ndustry representative, interview by USITC staff, November 17, 2022; Canadian government representative,
interview by USITC staff, December 6, 2022.

452 CBSA, Customs Tariff 2021, accessed February 2022; industry representative, interview by USITC staff,
November 17, 2022; Canadian government representative, interview by USITC staff, December 6, 2022.

453 As described in chapter 2, drawback or waiver of duties payable on Canadian exports of foreign materials used
in Canadian production to USMCA parties would be limited to the lesser of (1) duties payable to Canada on the
value of imported foreign materials used in production and (2) customs duties paid in the destination market when
such exports are imported into the United States or Mexico. Canadian exports of goods produced in Canada and
meeting the applicable ROO, however, would be eligible for preferential treatment under the USMCA and,
therefore, would be subject to a free duty rate in the United States and Mexico, such that the “lesser of the two”
rule would not allow duty savings. USITC, hearing transcript, May 17, 2022, 10 (testimony of Jeffrey Tafel, NAFTZ).
454 CETA, Article 2.5.

435 S&P Global, GTAS, accessed December 20, 2022.
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majority of Canadian exports and for Canadian domestic shipments, Canada’s FTZ-type programs would
not provide any benefits other than duty and tax deferral. For the remainder of exports that are shipped
to other countries, duty exemption is comparable to what is available to users of U.S. FTZs: total
elimination of duty costs.

Firms producing in U.S. FTZs generally have little awareness of the Canadian FTZ-type programs.
Although 21.6 percent of firms producing in U.S. FTZs also have operations in Canada, those firms
generally do not use Canadian FTZ-type programs.**® Although some firms producing in U.S. FTZs also
operate in Canada, none of these firms operates in Canada in order to participate in FTZ-type programs
in that country.®’ Less than half of firms producing in U.S. FTZs are aware of competitors in Canada
within their sector, and fewer than 15 percent are familiar with the operations of these competitors.
Firms that are familiar with operations of competitors in Canada are not generally aware of whether
companies there use FTZ-type programs.*®

For imported materials, producers in Canada in several sectors have lower duty costs than those of firms
producing in U.S. FTZs. However, these advantages are largely due to Canada’s broader tariff policy
rather than the benefits of Canadian FTZ-type programs. The few firms producing in U.S. FTZs that also
use Canadian FTZ-type programs were generally unable to distinguish the extent of duty savings realized
under Canadian programs compared to those realized under U.S. FTZs.**° About 10 percent of firms
producing in FTZs that are familiar with their competitors’ operations in Canada consider those
operations in Canada likely to have lower production costs in general.*®® However, most of these firms
producing in U.S. FTZs do not attribute any of the cost advantages of operations in Canada to those
operations’ use of FTZ-type programs.*®!

456 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 4.1 and 4.3. The most
frequently used Canadian program by firms producing in U.S. FTZs was the duty drawback program, with 15.9
percent of firms with operations in Canada reporting use of that program. Canada’s duty drawback program is
used more frequently than the duties relief program and also provides for duty exemption on exports, albeit
without use of a duty deferral provision. Although firms using duty drawback are required to pay Canadian
customs duties at the time of importation, duty drawback in Canada may be less administratively burdensome
than the duties relief program for firms that do not export all or most of their production outside Canada, the
United States, Mexico, and the EU. Industry representative, interview by USITC staff, November 17, 2022;
Canadian government representative, interview by USITC staff, December 6, 2022.

457 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.4.

458 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 5.1 and 5.3. Information
presented in this section and the section below on Mexican FTZ-type programs based on responses to questions in
section 5 of the Commission’s questionnaire are not comparable to data presented in appendix G derived from the
same questions. The analyses in chapter 3 of the effects of Canadian and Mexican FTZ-type programs use data
from section 5 of the questionnaire based on responses of firms producing in FTZs that indicated that they were
either somewhat or very familiar with operations of their competitors in Canada (for the section on Canada) or
Mexico (for the section on Mexico). Appendix G presents weighted responses to questions in section 5 of the
guestionnaire based on responses from all firms producing in FTZs.

49 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.6.

460 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 5.2.

461 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 5.9.
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Effects of Mexican FTZ-Type Programs

More firms participate in Mexican FTZ-type programs than in U.S. FTZs.%%2 The popularity of Mexican
FTZ-type programs reflects firms’ use of these programs to save on Mexico's relatively high MFN duty
rates on raw materials and intermediate inputs for industrial use (as described in chapter 1), for which
significant percentages of Mexican tariff lines are subject to non-free MFN duty rates, 21 and 36
percent, respectively. As described in the case studies below, producers in Mexico are often able to use
these programs to pay zero or reduced duties on foreign inputs.

The Industria Manufacturera Maquiladora y de Servicios de Exportacion (the Program of Manufacturing
Industry, Maquila and Export Services, or IMMEX) and Mexico’s special customs regimes (which are less
frequently used) allow firms to defer duties and certain kinds of taxes normally charged on imports.
According to Mexican industry sources, deferral of Mexico’s impuesto al valor agregado (IVA or value-
added tax) is the primary reason for using IMMEX, with duty deferral being a secondary factor for most
firms using the program.*®® Firms can also use these programs for duty exemption on exports,
comparable to what is available for users of U.S. FTZs and Canadian FTZ-type programs. Like Canada, the
large majority of Mexico’s exports (86.9 percent in 2021) are to duty exemption-restricted destinations,
limiting the use of duty deferral programs like IMMEX for duty exemption.*** IMMEX and special
customs regimes do not include duty reduction mechanisms for domestic sales or exports to the United
States, Canada, or the EU.*®

Because most Mexican shipments go either to the domestic market or to markets subject to duty
exemption and drawback restrictions (e.g., USMCA and EU countries), duty reduction under the PROSEC
and regla octava (Rule 8) programs likely offers the most substantial duty cost savings for production
facilities in Mexico. PROSEC is the principal means by which participating firms can reduce duties on
foreign material inputs. If a firm is authorized to use PROSEC in the production of specific categories of
goods, then it can import material inputs linked with those categories at duty rates that are lower than
Mexican MFN duty rates. Most duty rates (95.8 percent) under PROSEC were free for at least some, if
not all, categories of goods produced using those inputs.*®

Regla octava permits may also be available on a case-by-case basis to PROSEC-authorized firms if the
materials are unavailable or insufficiently available in Mexico. Some goods have limited Mexican supply
and no duty-free provisions under PROSEC. Industry representatives from firms with operations in
Mexico stated that they find regla octava to be a relatively straightforward method to further reduce

462 SNICE, PROSEC Directory, May 31, 2022; SNICE, IMMEX Directory, May 31, 2022.

463 As described in chapter 2, the Mexican government recently implemented a series of limitations on tax deferral
using IMMEX. However, tax deferral remains one of the primary reasons that firms use IMMEX.

464 S&P Global, GTAS, accessed December 20, 2022.

485 Industry representatives, interviews by USITC staff, March 29, April 5, and September 27, 2022. About one-third
of firms producing in U.S. FTZs that also had operations in Mexico stated that they also use the Operador
Econdmico Autorizado (OEA) program in Mexico. As described in greater detail in chapter 2, OEA certification
extends IMMEX duty deferral for temporarily imported goods from 18 to 48 months; it also provides logistical
benefits such as use of dedicated express border inspections and a single import notice for changing multiple
import shipments from the temporarily imported customs regime to definitive imports (comparable to weekly
entry in the U.S. FTZ program). USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question
4.8.

466 SNICE, “PROSEC Article 5 Tariff Matrix,” November 18, 2021; S&P Global, GTAS, accessed June 2022.

United States International Trade Commission | 161



Foreign Trade Zones

duty costs for these goods.*®” Therefore, whatever duty reduction is available under PROSEC is
potentially even greater if a firm also has duty reduction opportunities under regla octava.

All firms producing in U.S. FTZs are aware of the existence of competitors in Mexico. Most firms
producing in U.S. FTZs that are aware of their competitors’ use of Mexican FTZ-type programs
considered those programs to improve the competitiveness and production costs of operations in
Mexico.*®® Likewise, most firms producing in U.S. FTZs that also use FTZ-type programs in their
operations in Mexico are able to realize production cost savings as a result of their participation in those
Mexican programs.*®® These firms generally choose to operate facilities in Mexico in order to use FTZ-
type programs there.*”°

Most firms producing in U.S. FTZs do not know or cannot evaluate the distinctions between U.S. FTZs
and Mexican FTZ-type programs, but those that can generally consider the Mexican programs to offer
greater savings. About 27 percent of firms producing in U.S. FTZs that also use Mexican FTZ-type
programs consider the duty savings associated with participation in the U.S. FTZ program to be lower
than those realized through Mexican programs. About 15 percent of such firms consider the opposite to
be true, and only 5 percent consider the savings to be equal.*’* About 23 percent of firms producing in
U.S. FTZs, familiar with their competitors’ operations in Mexico, consider these operations in Mexico
likely to have lower production costs in general. A similar share considers the Mexican FTZ-type
programs to offer greater advantages over the U.S. FTZ program in terms of duty savings.*’2

Interactions Between U.S. FTZs and the USMCA

U.S. FTZs can reduce duty cost disadvantages faced by U.S. producers relative to competing imports.
These disadvantages emerge when imports of finished goods are subject to NTR duty rates that are
lower than NTR duty rates on imported materials used to produce finished goods in the United States.
Where NTR duty rates on finished goods are lower than NTR rates on inputs, otherwise known as a tariff
inversion (as described above), it could be more advantageous for a firm to serve the U.S. market using
imports rather than through U.S. production. In that case, U.S. FTZs offer producers the ability to pay the

47 Industry representatives, interviews by USITC staff, August 10 and September 27, 2022.

468 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 5.1 and 5.4. Although all
firms producing in U.S. FTZs are aware of the existence of competitors in Mexico, only about 30 percent are
familiar with the operations of these competitors. About 30 percent of firms producing in U.S. FTZs and familiar
with competitors in Mexico are aware that their competitors in Mexico use FTZ-type programs there. More than
70 percent of those firms producing in U.S. FTZs consider it likely that those programs improve their competitors’
relative competitiveness and production costs.

469 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.10.

470 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.9.

471 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 4.11. About 53 percent of
firms producing in FTZs that also use Mexican FTZ-type programs do not know or cannot evaluate the difference in
duty savings between those programs.

472 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 5.1, 5.2, and 5.10. About 30
percent of firms producing in U.S. FTZs were familiar with their competitors’ operations in Mexico. Most of these
firms do not know or cannot evaluate whether the U.S. FTZ program or Mexican FTZ-type programs offer greater
advantages in terms of cost savings to firms using the programs.
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lower NTR duty rate of finished goods on their NPF-status-admitted materials in order to remove the
incentive to import the finished goods instead.*’®

Goods produced in U.S. FTZs may have improved cost parity with imports entering under NTR duty
rates. Such parity is not always possible with imports from Canada and Mexico, which can enter duty-
free using the USMCA. Producers in Canada and Mexico using duty deferral or drawback programs must
pay applicable duties to their own customs authorities on imported materials used in production of
goods that are exported to the USMCA parties. However, producers in Canada and Mexico have multiple
mechanisms to pay little or no duty costs on those materials, including MFN duty and FTA preferential
rates of free, as well as PROSEC and regla octava in Mexico. In sectors such as the automotive industry
described in case study 1, firms producing in U.S. FTZs must pay U.S. customs duties on foreign-status
inputs used in products shipped to the domestic market, even if they are able to reduce certain duties
based on tariff inversion. In cases where neither producers in Canada and Mexico nor their U.S. import
partners pay duty costs, U.S.-produced goods using imported materials have a duty-related cost
disadvantage within the U.S. market.**

Some industry representatives link this disparity to a U.S. statutory provision implementing the USMCA
that states that goods produced in U.S. FTZs are not eligible for preferential treatment under the USMCA
when they make U.S. customs entry.*’> This statutory provision is described in greater detail in chapter
2. As stated there, foreign-status admissions that undergo manufacturing in U.S. FTZs would not be
eligible for USMCA preferential treatment when they enter U.S. customs territory, even aside from this
statutory provision, because they would not meet the requirement to be imported directly into U.S.
customs territory from the territory of a USMCA country. Regardless, duty-free access for U.S. imports
from Canada and Mexico may create cost disadvantages for U.S. firms that can at best reduce duties on
raw materials to the NTR duty rates of their finished products.

For similar reasons, U.S. exports to Canada and Mexico face duty cost disadvantages in certain sectors
relative to the domestic sales of producers in those countries. As with Canadian and Mexican exports to
the United States, producers in the United States can use the USMCA to gain duty-free access for their
exports to Canada or Mexico. However, the duty exemption restriction under the USMCA requires firms
producing in U.S. FTZs to make U.S. customs entry and pay applicable duties for the value of materials
used in exports to USMCA partner countries. Duty reduction based on tariff inversions, while possible
for such exports, do not always result in elimination of duties. This creates the same duty-related cost
disadvantage described above for U.S. industries that cannot eliminate their duty costs on materials
using U.S. FTZs but where their competitors in Canada and Mexico can through the FTZ-type programs
or duty-free rates offered by those countries.*’®

Several industry representatives argue that the cost-competitiveness disadvantages could incentivize
investment in Canada or Mexico rather than in the United States. For facilities that generate millions of
dollars in revenue, savings of even a few dollars per unit can impact firms’ location decisions within

473 Ehmann, written submission to the USITC, November 30, 2022; CDF, written submission to the USITC,
November 21, 2022.

474 NAFTZ, written submission to the USITC, November 30, 2022; ISCM, Inc., written submission to the USITC,
November 28, 2022.

47519 U.S.C. § 4531(c)(3); NAFTZ, written submission to the USITC, November 30, 2022.

476 USITC, hearing transcript, May 17, 2022, 10-13 (testimony of Jeffrey Tafel, NAFTZ).
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North America. NAFTA and the USMCA have led to greater integration of industries and supply chains
across the three countries’ common borders. These industry representatives therefore assert that many
firms rely on cost-based factors to choose which country to invest in.*’

Few firms producing in U.S. FTZs are aware of the effects of either the limitation on U.S. entries using
USMCA preferential treatment or the USMCA duty exemption restriction for exports to Canada and
Mexico. Most firms that are aware of these effects consider the provisions to have no effect on their
costs relative to those of their competitors. Fewer than 10 percent of firms identified cost disadvantages
for U.S. firms relative to producers in either Canada or Mexico as a result of either provision.*’® Similarly,
fewer than 10 percent of firms producing in U.S. FTZs expect that removal of the USMCA duty
exemption restriction would result in any changes in their operations’ shipments, investment, or input
sourcing.*”®

Impact of U.S. FTZs on U.S. Employment

This section provides an overview of the impact of U.S. FTZs on U.S. employment, using information
from the Commission’s survey and other information provided by industry representatives. These
impacts include not only the effects of U.S. FTZs on firms that use FTZs, but also those that are domestic
suppliers to firms using FTZs. This analysis is based primarily on the experiences of U.S. firms. The focus
of this section is therefore on the U.S. employment impact of the U.S. FTZ program rather than of FTZ-
type programs in Canada and Mexico. Specific impacts of FTZ-type programs in Canada and Mexico are
described in the sector-specific case studies. This section focuses primarily on the impacts of U.S. FTZ
use on firms engaged in production activities. For a discussion on the impacts of U.S. FTZs on
warehousing and distribution operations, see case study 5 (Warehousing and Distribution).

Because the primary effect of U.S. FTZs on firms using the program is cost reduction, the direct impacts
of FTZs on these firms are generally financial. The financial savings created by U.S. FTZs may cause or
enable firms to invest or produce more in the United States. This in turn may cause them to hire more
workers. Likewise, if U.S. FTZs improve the financial viability of firms seeking to maintain their U.S.
operations, the firms can act to forestall closure of U.S. facilities and layoffs.*° To remain competitive
and maintain manufacturing operations in the United States, some firms producing in FTZs actively
invest in more capital equipment to increase automation in their zone operations.*! With greater
automation, employment may grow slower than increases in investment and output for these firms. For
the most part, however, industry representatives associated changes in investment and output with
similar directional changes in employment. For these reasons, the employment impact analysis of this
section and the case studies consider whether U.S. FTZs impact investment and output in addition to
employment.

477 USITC, hearing transcript, May 17, 2022, 10-13 (testimony of Jeffrey Tafel, NAFTZ) and 27 (testimony of Sean
Lydon, ISCM); CDF, written submission to the USITC, November 21, 2022; HMCAA, written submission to the
USITC, November 28, 2022.

478 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 5.5 and 5.6.

479 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 5.7.

480 CRS, U.S. Foreign-Trade Zones, December 19, 2019; Trade Partnership, U.S. FTZ Program, February 2019.

481 Industry representatives, interviews by USITC staff, September 9 and 26, 2022.
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Because the analysis of this section largely focuses on the experiences and economic trends of firms
producing in FTZs, limited counterfactual analysis allows for comparison of what would have occurred if
those firms had not used FTZs for production. As stated in the literature review section, quantitative
analyses in other studies have incorporated counterfactuals, embodied by areas without FTZs
considered similar to those with FTZs, to isolate the impacts of FTZs on employment and related metrics.

Impact on Firms Producing in U.S. FTZs

Many firms experience financial benefits from producing in U.S. FTZs. Most firms that have production
operations in FTZs (86 percent) have cost savings from FTZ use that outweigh fixed or recurring FTZ
compliance, operational, and set-up costs.*®? Despite these financial benefits, most firms producing in
FTZs do not consider FTZ use itself to affect their decisions related to employment or other measures of
production activity that correlate with employment, including investment and manufacturing output
(see figure 3.1).48

Figure 3.1 Share of firms producing in U.S. FTZs that consider their FTZ use to be a primary factor, minor
factor, or nonfactor causing increases across various measures of firm activity

In percentages. Underlying data for this figure can be found in appendix H, table H.19.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.6.
Note: Firms producing in U.S. FTZs generally do not consider FTZ use to be a factor causing decreases across measures of firm activity. This
response is not included within this figure.

For about 20 to 30 percent of firms producing in U.S. FTZs, their U.S. FTZ program use is a minor factor
driving increases in their employment, domestic direct investment (DDI), and manufacturing output.*®*

482 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.3. For more detail on the
costs associated with using FTZs, see chapter 2 of this report.

483 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.6.

484 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.6.
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For these firms, other competitive factors may have more direct effects on changes in their operations,
but the savings associated with FTZs also positively influence expansion decisions. Smaller shares of
firms consider FTZ use to be a primary factor driving increases across these measures of firm activity.*®
These firms increased their employment, DDI, and manufacturing output (as measured by total
shipments from production) within FTZ production operations between 2016 and 2021 (see figures 3.2—
3.4). By contrast, all other firms producing in U.S. FTZs experienced more modest increases or slight

decreases across these measures of firm activity.*%

Figure 3.2 Changes in employment of firms actively producing in U.S. FTZs, according to whether the
firms consider FTZ use to be a primary factor causing increases in employment, 201621

In percentages. Underlying data for this figure can be found in appendix H, table H.20.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.7 and 3.6.
Note: Fewer than 15 percent of firms consider U.S. FTZ usage to be a primary factor causing increased employment.

485 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.6.
485 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.7, 2.10, 2.15, and 3.6.
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Figure 3.3 Changes in net assets from domestic direct investment (DDI) of firms actively producing in
U.S. FTZs, according to whether the firms consider FTZ use to be a primary factor causing increases in
DDI, 2016-21

In percentages. Underlying data for this figure can be found in appendix H, table H.21.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.15 and 3.6.
Note: Fewer than 10 percent of firms consider U.S. FTZ usage to be a primary factor causing increased DDI.

Figure 3.4 Changes in total shipments from production for firms actively producing in U.S. FTZs,
according to whether the firms consider FTZ use to be a primary factor causing increases in output,
2016-21

In percentages. Underlying data for this figure can be found in appendix H, table H.22.
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Source: USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 3.6.
Note: Fewer than 15 percent of firms consider U.S. FTZ usage to be a primary factor causing increased output.
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Firms generally do not identify a strong relationship between their use of FTZs and changes in their
inward foreign direct investment (FDI), which are their U.S. assets controlled or owned by non-U.S.-
based investors. However, for the 9 percent of firms that consider FTZ use to be the primary factor
causing increases in inward FDI, net assets from FDI increased from about $1 billion in 2016 to $10
billion in 2021. Therefore, a large amount of recent accumulations of inward FDI within FTZ production
operations has been concentrated within firms that also consider FTZs to drive that investment. For all
other firms, net assets from FDI decreased from about $32 billion in 2016 to $23 billion in 2021.%¢7

Not all measurable increases in firm employment, investment, or output in FTZs can be attributed to the
benefits of FTZs themselves, even for firms stating that FTZ use was a primary factor causing such
increases. This is apparent within firms’ stated reasons behind planned expansions in FTZ production
operations during the next five years, expected by 27 percent of firms producing in U.S. FTZs. Some
firms expect to pursue expansions in their FTZ production authority to include operations that already
exist in non-FTZ facilities. This would result in more production activity occurring within FTZs, even if the
firm’s overall output remained unchanged. Other firms expect increased FTZ production activity as a
result of a variety of unrelated factors, such as increased demand or diversification of product lines.
However, many firms that project expansion of FTZ operations during the next five years have an
intention to leverage savings to improve their competitiveness within their larger operations.*® This
suggests that FTZs themselves are expected to be among the drivers leading to projected expansions in
firms’ overall output and associated investment and employment.

In discussions with Commission staff, multiple industry representatives added details about how their
firms’ investment and output decisions—and in turn their U.S. employment—were at least partially
related to their use of U.S. FTZs. For example, foreign-owned firms explained how greenfield
investments were dictated by a range of factors that included their ability to use FTZs. One foreign-
owned manufacturer stated that it had an interest in producing its finished product near most of its
consumers in the U.S. market. The finished product, however, had an NTR duty rate of free but the
materials were dutiable. Receiving FTZ production authority swayed its decision to produce the finished
product in the United States, leading to employment of almost 1,000 workers.*° Another large export-
oriented manufacturer reported that multiple logistical, human capital, and other tax-related factors led
it to invest in a multibillion-dollar facility in the United States that employs more than 10,000 workers in
a U.S. FTZ. Its use of FTZs, however, is the factor that allows it to be globally competitive.*®

Other industry representatives described how U.S. FTZs were among the factors that multinational
companies consider when deciding whether to increase production activities and associated
employment in the United States or in other countries. In certain cases, U.S. production facilities
compete with affiliated facilities overseas for output allocated by a shared parent company. For
example, one producer of appliances described how it uses FTZs as one of several tools to improve its
cost-competitiveness compared to “sister” facilities in Asia. This, in turn, offsets other cost-related
disadvantages and helps maintain its employment of more than 1,000 workers in the United States.*!

487 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.15 and 3.6.

488 USITC, Foreign Trade Zones Questionnaire, 2022, weighted and narrative responses to question 2.6.
48 Industry representatives, interviews by USITC staff, August 1 and September 27, 2022.

40 Industry representative, interview by USITC staff, September 27, 2022.

1 ndustry representative, interview by USITC staff, September 9, 2022.

168 | www.usitc.gov



Chapter 3: Effects of U.S. FTZs and FTZ-Type Programs

By contrast, where firms are only able to realize limited duty savings using U.S. FTZs, specific production
lines and associated employment may shift toward affiliates in other countries. For example, one
manufacturer of a dutiable pharmaceutical product decided not to invest in a new production line in the
United States. An appreciable share of that production was expected to be exported to Canada and
therefore would be subject to duty exemption restrictions under the USMCA. As a result, the company
invested in a European facility from where it could export these products to Canada duty free.**?

In addition to multinational or foreign-owned operations, U.S. FTZs can support small domestically
owned facilities’ continued operation in the United States, thereby allowing firms to retain employees.
For example, an industry representative described how a small producer of specialized materials used in
food products uses FTZs as a means of ensuring its continued operation in the United States. This facility
relies on inputs that are subject to high NTR duty rates and can be sourced only from foreign suppliers;
in addition, the firm exports a substantial share of its output. As a result of duty exemption savings from
its use of FTZs, the firm has been able to continue to employ about 100 workers who would otherwise
struggle to find re-employment for similar pay in a rural and economically depressed region.**® Another
industry representative described how a cluster of small family-owned and -operated businesses
involved in processing and distributing raw materials had increasingly gravitated toward the use of FTZs
to remain globally competitive in a high-value industry. For these firms, cost savings led to increased
compensation and continued employment for the owners and workers.*%

In cases where U.S. FTZs do not result in duty cost savings that are equivalent to those in Canada or
Mexico, U.S. firms may have an incentive to invest more in those countries. Decisions to invest in
Canada or Mexico instead of the United States may occur when existing plants or new investment
opportunities are similar, or when additional incentives to producing in Canada or Mexico exist. For
example, one multinational company detailed how it has similar operations in Mexico and the United
States producing the same manufactured consumer goods for sale in the same (primarily U.S.) markets.
U.S. FTZs help improve the relative costs of production in the United States, but the company stated
that it can use PROSEC and regla octava to essentially eliminate Mexican customs duties for production
there. The company has expanded North American capacity several times in response to increased
demand. Although it maintains its U.S. operations to serve consumer markets that value “Made in the
USA”-type labels, most of its capacity expansions have been in Mexico due to the lower cost of
production there. As a result of these decisions, it now produces eight to nine times the volume in
Mexico as in its U.S. facility and employs almost 16 times more workers in Mexico.**

Collectively, these analyses from the survey and from industry interviews indicate that the program has
uneven employment and employment-related impacts driven by firm-specific factors. FTZ use has little
impact on investment, production, or employment for most firms. For some firms, the competitive
benefits associated with FTZ use is one of multiple factors impacting changes in investment, production,
and employment. A relatively small number of firms point to direct connections between FTZ use and
substantial measurable increases in production activity. U.S. employment supported by the cost-

492 Industry representative, interview by USITC staff, May 24, 2022.

493 Industry representative, interview by USITC staff, January 6, 2023.

4% Industry representative, interview by USITC staff, January 10, 2023.

45 Industry representative, interview by USITC staff, September 26, 2022.

United States International Trade Commission | 169



Foreign Trade Zones

competitiveness effects of the U.S. FTZ program may be lower when firms have similarly cost-
competitive options for production in a foreign country.

Impact on Other U.S. Firms

U.S. FTZs may also have indirect impacts on U.S. firms that operate outside FTZs that supply goods or
services to firms producing in U.S. FTZs. FTZ production could contribute to positive or negative impacts
on supplier firms’ employment, depending on whether firms producing in U.S. FTZs expand their
reliance on domestic sources or shift toward greater reliance on imports.

If firms producing in U.S. FTZs maintain or grow their operations because of improved cost-
competitiveness, then U.S. firms that supply those producers may benefit from the producers’
continued or expanded requirements for materials and services. If FTZs incentivize the establishment or
expansion of major manufacturing facilities, such as automotive assembly plants, supplier firms may
cluster around those facilities and create additional employment and economic development within the
region. For example, more than 150 companies in Alabama supply goods to two major FTZ operations in
the state: Mercedes-Benz and Hyundai.**® An industry representative described how another large
vehicle assembler invested in their county, in part, because of the incentives provided by the FTZ. This
investment, which has continued to grow, led not only to thousands of jobs in the assembly plant itself
but more than 10,000 indirect and multiplier-related jobs. Many of those jobs resulted from new
suppliers investing in the region.*’ As described in the literature review, more than one study has found
positive effects on broader employment in areas near recently established FTZs.%®

On the other hand, if firms producing in U.S. FTZs use the program to decrease their duty payments on
foreign goods, they may choose to increase their sourcing of foreign goods at the expense of domestic
supply. For intermediate goods with high NTR duty rates, FTZs offer a means for firms to reduce or
eliminate those tariffs. This could diminish the price competitiveness of domestically produced goods
that are substitutable for those imported intermediates.**® Such adverse impacts could create
repercussions further upstream in the supply chain, affecting the suppliers of domestic producers of
intermediate goods.>®

In prior decades, concern about these negative effects on domestic suppliers was largely centered
within the automotive industry (see box 3.2). In recent years, most objections to FTZ production
authority applications have come from domestic producers in the textile industry.*®! These objections

4% Jones, “Turning the Tide,” September 26, 2016.

47 Industry representative, interview by USITC staff, January 9, 2023.

4%8 A 2016 study by Ghosh, Reynolds, and Rohlin and a 2019 study by The Trade Partnership found mostly positive
effects on areas with recently established FTZs. A similar finding was made in a 2022 study by Lane, but this study
found that such positive effects came at the expense of surrounding rural counties. Ghosh, Reynolds, and Rohlin,
“The Spillover Effects of U.S. FTZs,” September 13, 2016; Trade Partnership, U.S. FTZ Program, February 2019;
Lane, “The Impact of Foreign Trade Zones in the United States,” 2022.

499 USITC, hearing transcript, May 17, 2022, 99, 116-17 (testimony of Charles Benoit, CPA).

500 USITC, hearing transcript, May 17, 2022, 99, 116 (testimony of Charles Benoit, CPA); NCTO, written submission
to the USITC, November 29, 2022.

501 NCTO, written submission to the USITC, November 29, 2022; GAO, FTZs: Board Should Document, November 27,
2018.
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are described in greater detail within case study 2 (Upholstered Furniture Manufacturing), which focuses
on an industry that admits foreign-status textiles into FTZs for production operations.

Box 3.2 Impacts of Early Automotive Industry FTZ Production Operations on Parts Suppliers

Following the Tokyo Round Agreements in the late 1970s, a substantial inverted tariff relationship
emerged between U.S. NTR duty rates for finished light vehicles (2.5 percent) and most automotive
parts (3—6 percent).? Multiple foreign vehicle manufacturing companies began to establish assembly
facilities in the United States at that time. Most of these facilities relied heavily on foreign materials in
their initial operations. Between the late 1970s and the early 1990s, the FTZ Board approved dozens of
FTZ subzones for both foreign and domestic vehicle manufacturers.” Firms producing finished vehicles in
U.S. FTZs were able to reduce duties on these inverted tariffs. If automotive parts admitted under
nonprivileged foreign (NPF) status had been used to produce a finished vehicle in a zone, then firms paid
an NTR duty rate of 2.5 percent on the value of those parts.

Labor groups and domestic vehicle parts manufacturers opposed multiple applications for production
authority in FTZs by automotive firms during this period. These groups asserted that subzones were
incentivizing increased imports rather than exports, subverting the original intent of the FTZ program.¢
The FTZ Board’s examiners reports accompanying the approvals of these subzones generally found that
such incentives would diminish quickly. These reports found that vehicle manufacturers were likely to
continue to expand their domestic sourcing of materials on the basis of past experience with other
subzones. They did not find evidence that imports of parts would increase in a manner that would occur
without the subzone in place.? A 1993 FTZ Board examiners report noted that imports of finished autos
from Japan had declined as the number of Japanese-owned auto plants with FTZ subzones in the United
States had increased. This outcome supported earlier examiners report conclusions that FTZs were
effective at substituting imports with domestic output.®

In a 1988 factfinding report, the U.S. International Trade Commission (Commission) developed a model
to estimate U.S. employment effects for the domestic automotive sector from an expanded FTZ
program. Using a two-staged production partial equilibrium model that included assumptions regarding
the responsiveness of the supply of auto parts and auto assembly to price changes, the Commission
found that FTZs and corresponding declines in the price of imported auto parts had led to employment
losses among domestic auto parts manufacturers of about 14,600 workers. This more than offset
employment gains of about 4,400 auto assembly workers. However, the Commission stated that this
finding was based on high levels of uncertainty regarding the responsiveness to price changes for both
industries.” In addition, this finding assumed that imported auto parts were close substitutes for
domestically produced parts. The Commission noted that if imported and domestic parts were
complements rather than substitutes, lower prices for imported auto parts would cause employment
gains in both the auto parts and vehicle producer industries.?

In the early 1990s, the FTZ Board amended its regulations to clarify the economic factors that it would
consider when weighing the public interest for proposed manufacturing activity in zones. These included
consideration of the impact on related domestic industry, taking into account market conditions." Also,
after the implementation of the Uruguay Round Agreements Act in 1994, the inverted tariff for the
automotive industry was largely removed, with both finished vehicles and most auto parts subject to
NTR duty rates of 2.5 percent.” As a result, U.S. auto parts producers have since the early 1990s
significantly reduced their opposition to vehicle manufacturers’ use of FTZs for production.! As described
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in case study 1 (Automotive Industry), many auto parts producers also currently have FTZ production
authority.

3 Ehmann, written submission to the USITC, November 30, 2022.

b FTZ Board, Examiners Report Honda Subzone 46B Expansion, 1988.

¢ USITC, The Implications of Foreign Trade Zones for U.S. Industries and Competitive Conditions between U.S. and Foreign Firms (Supplement
and Expansion), February 1988.

dSee, e.g., FTZ Board, Examiners Report Honda Subzone 46B Expansion, 1988.

€ FTZ Board, Examiners Report BMW Subzone Establishment, 1993.

fChapter 8 and appendix H of the 1988 factfinding report provide a description of the partial equilibrium model, including a discussion of
assumptions and limitations of the model. USITC, The Implications of Foreign Trade Zones for U.S. Industries and Competitive Conditions
between U.S. and Foreign Firms (Supplement and Expansion), February 1988.

&8 USITC, The Implications of Foreign Trade Zones for U.S. Industries and Competitive Conditions between U.S. and Foreign Firms (Supplement
and Expansion), February 1988, 8-6—8-7.

h Foreign-Trade Zones in the United States, 56 Fed. Reg. 50790, 50795-97 (October 8, 1991) (discussion section 400.31, currently codified at 15
C.F.R. 400.27).

I CDF, written submission to the USITC, November 21, 2022.

I FTZ Board, Examiners Report Nissan Scope Expansion, October 29, 2003.

For most firms producing in U.S. FTZs, FTZ use does not impact their reliance on inputs from any given
source. Few firms producing in U.S. FTZs either reduce (9 percent) or increase (7 percent) their reliance
on domestic sources as a result of their use of U.S. FTZs. However, for 24 percent of firms producing in
U.S. FTZs, FTZ use leads to greater reliance on material inputs from suppliers outside North America.>®
These data indicate that the FTZ program facilitates foreign sourcing of materials, but not necessarily at

the expense of domestic suppliers.

Impacts on Selected U.S. Industries

This section contains industry-specific analyses of the effects of U.S. FTZs and FTZ-type programs on the
cost-competitiveness of products of firms operating under these programs and corresponding impacts
on U.S. industries. Industries were chosen using two criteria. First, industries were chosen that
collectively account for most U.S. FTZ activity to assess the impacts of this program and other North
American programs on U.S. firm competitiveness. Second, industries were selected that represent
different types of program uses and effects. The selected industries producing vehicles and parts,
upholstered furniture, refined petroleum, and pharmaceutical products collectively accounted for about
80 percent of admissions by firms producing in U.S. FTZs in 2021.%% A fifth case study in this chapter
covers warehousing and distribution operations, accounting for all goods admitted into FTZs that are not
substantially transformed into other goods.

All five case studies are structured similarly. First, each one describes which firms use U.S. FTZs in order
to contextualize the cost-competitiveness effects of the program. Second, each examines how and the
extent to which firms within the industry are able to use U.S. FTZs to improve their competitiveness and,
in particular, their cost-competitiveness. Third, each case study considers the extent to which firms in
Canada and Mexico use those countries’ programs. Within this context, the study then compares the
cost-competitiveness effects of U.S. FTZs with those of Canadian and Mexican FTZ-type programs. For
production-focused case studies (case studies 1—4), these comparisons generally involve analysis of duty
reductions and resulting duties paid on key raw materials used in production operations. For the
warehousing and distribution case study (case study 5), comparisons of the competitiveness effects of
North American programs are based on an examination of differences in duty deferral provisions across

502 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.10.
503 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 2.8.
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the countries. Finally, each case study draws conclusions regarding the impact of the competitiveness
effects of U.S. FTZs and the relative competitiveness of Canadian and Mexican programs on U.S.
employment and drivers of employment: investment and output. Impact analysis considers not only U.S.
FTZ and FTZ-type program-related effects, but also the interaction of those effects with other policies
and conditions of competition.

Case Study 1: Automotive Industry
Key Findings

This case study focuses on the usage of U.S. FTZs and FTZ-type programs by two segments of the
automotive industry—light vehicle®®* manufacturers and corresponding parts producers. It uses
information from the Commission’s survey, public data, and interviews with industry experts.>® The
automotive industry consistently ranks as one of the largest users of FTZs. Vehicle and parts producers
experience cost-competitiveness benefits from the FTZ program that in some cases may, along with
many other factors, contribute to their decisions to invest, produce, and employ workers in the United
States. These firms can use FTZs to realize duty exemptions on exports, reduction of customs fees and
other administrative costs, and (in the case of parts producers) integration with downstream in-bond
vehicle manufacturers. Firms that import from and export to non-North American countries are the
greatest beneficiaries of the program because duties on imported materials used in these exports can be
exempted.®®® U.S. vehicle manufacturers and parts producers can reduce some duties for their sales into
the North American market. Most inputs, however, are subject to NTR duty rates that are lower than or
equal to the U.S. vehicle tariff of 2.5 percent, which prevents duty reduction on tariff inversions for most
of the value of foreign-status admissions. This puts vehicle manufacturers and parts producers in the
United States at a disadvantage compared to vehicle manufacturers and parts producers in Mexico,
which can reduce duties on foreign materials to free in many cases using PROSEC. Similarly, firms in
Canada have a cost-competitiveness advantage because of Canada’s MFN duty rate of free for imports
of automotive parts for original equipment manufacturer (OEM) assembly.

U.S. Industry Use of FTZs

Both vehicle manufacturers and parts producers use the U.S. FTZ program for production operations,
but most U.S. vehicle and parts production occurs outside FTZs. Because some of the largest vehicle
manufacturers (Ford, Honda, General Motors, and Stellantis) do not use FTZs, two-thirds of U.S. vehicle
production occurred outside FTZs in 2021.5” One of the reasons these producers do not currently utilize

504 |ight vehicles are typically defined as the universe of passenger vehicles, cars and sport utility vehicles (SUVs)
classified in HS heading 8703, and light trucks (primarily pickup trucks) in HS subheadings 8704.21, 8704.31,
8704.41, 8704.51, and some portion of 8704.60 (those trucks less than 5 metric tons).

505 Most relevant vehicle producers discussed in this case study are producers of both passenger vehicles and light
trucks. Many of the benefits of FTZs (such as tariff inversion) are concentrated in the passenger vehicle segment of
the industry. The tariff rate on light trucks is 25 percent instead of 2.5 percent. USITC, HTS, March 2022.

506 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.4; industry representative,
interview by USITC Staff, September 27.

507 USITC calculation using sales data from Ward’s Intelligence, “North America Vehicle Production by State and
Plant, 2017-2021,” April 11, 2022, and FTZ production information from FTZ Board, 83rd Annual Report, August
2022.
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FTZs is because these manufacturers’ supply chains contain a higher percentage of North American
content and primarily produce for the North American market.>®® Also, the FTZ program requires
extensive (and expensive) tracking of automotive parts.>® Costs vary from user to user but tend to be
hundreds of thousands of dollars per site.>° The variation and relatively high level of the costs offers
some explanation for why some vehicle manufacturers and parts producers use FTZs and some do not.
This is also likely the reason many vehicle manufacturers and parts producers that use FTZs do not use
them for every production site they have in the United States.>!*

Despite the expense of managing an FTZ program, most vehicle manufacturers have at least some
production in FTZs.52? Fourteen light vehicle manufacturers used FTZs for production in 2016-21,
although Honda ceased use of its FTZ production authority in 2017.%'2 Ford, General Motors, and
Stellantis were significant users of FTZs before the implementation of tariff reductions negotiated during
the Uruguay Round Agreements Act (URAA) because tariffs for many automotive inputs were higher
than the tariff for vehicles. However, tariff reductions in the URAA brought the tariffs on many
automotive parts in line with tariffs on vehicles. After that, there was less incentive to produce vehicles
and parts in an FTZ, which caused FTZ participation to decline significantly for those manufacturers. In
addition, the high share of North American content in vehicles produced by these firms significantly
reduced the potential benefit of participating in the program.>*

Investment in U.S. FTZs tends to be significantly higher by vehicle manufacturers than by parts
producers. Nearly 57 percent of the $43.2 billion invested in the United States from 2016 to 2021 by
light vehicle manufacturers that use FTZs was invested in FTZ locations.>*® Overall, automotive parts
were the third-most admitted foreign-status goods into FTZs in 2021, with total foreign-status
admissions of nearly $13.8 billion.>*® The most common automotive parts admitted into FTZs and
bonded warehouses were certain automotive engines, gear boxes, and battery parts.>!’ Parts supplier
investment in FTZs was only 10.9 percent of parts supplier investment in the United States; only 15 of

508 Industry representative, interview by USITC staff, February 14, 2022.

509 USITC, hearing transcript, May 17, 2022, 67 (testimony of Sean Lydon, ISCM).

510 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.3.

51 Industry representatives, interviews by USITC staff, June 16, 2022, and January 24, 2023.

512 F7Z Board, 83rd Annual Report, August 2022, 8; industry representatives, interviews by USITC staff, February 14
and April 29, 2022.

513 Kia was the other major manufacturer that used FTZs but stopped before 2016. FTZ Board, 83rd Annual Report,
August 2022, 8.

514 Industry representatives, interviews by USITC staff, February 14 and April 29, 2022.

515 USITC analysis of investments by vehicle manufacturers and parts producers that participate in FTZs. Based on
data provided by Center for Automotive Research, “Automotive Communities Partnership,” accessed August 30,
2022.

516 FTZ Board, 83rd Annual Report, August 2022, 8.

517 The specific parts were HTS 8407.34.4800 (new internal combustion engines over 2,000 ccs), HTS 8708.40.1110
(gearboxes for passenger vehicles), and 8507.90.8000 (battery parts for non-lead-acid batteries). USITC
DataWeb/Census, accessed July 12, 2022. As described above, data for U.S. imports admitted into FTZs and
bonded warehouses (U.S. Census Bureau data for general imports under rate provision “00”) are used in this
chapter as a proxy for product-level admissions of foreign-status materials into FTZs despite the possibility that
these data also include some bonded warehouse admissions.
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the top 100 North American parts producers use FTZs.”*® Nearly 127,000 workers were employed in
automotive production in FTZs in 2021, making up 12.7 percent of automotive workers.>*®

Table 3.3 Automotive industry facilities producing in U.S. FTZs, Canada, and FTZ-type programs in
Mexico, during 2016-21

By industry segment, in number of facilities.

U.S. FTZ PROSEC IMMEX Canadian
Industry segment Facilities FTZ Locations facilities facilities facilities
Parts producers 47 AL, CA, GA, IA, IL, IN, KY, MD, MI, 1,012 1,147 1,013
MS, NV, NY, OH, PA, SC, TN, TX,
VA, WA
Vehicle manufacturers 16 AL, AZ, CA, IL, IN, KY, MD, MS, 23 12 8
OH, SC, TN

Source: Compiled by USITC, categorized from data provided by FTZ Board, OFIS Database, accessed February 6, 2023; FTZ Board, “FTZ
Production Approvals by Industry,” accessed December 20, 2022; FTZ Board, 83rd Annual Report, August 2022; SNICE, IMMEX Directory, May
31, 2022; SNICE, PROSEC Directory, May 31, 2022; Automotive News, Research and Data Center, “Top 100 Parts producers, by OEM Sales,
2020,” June 28, 2021; Ward’s Intelligence, “World Vehicle Assembly Plants by Manufacturer, March 30, 2022; Government of Canada,
Canadian Industry Statistics, Motor Vehicle Parts Manufacturing, accessed December 12, 2022.

Note: The most recent FTZ Board Report does not include Honda, Lucid, or Rivian, all of which used FTZs during the period of investigation.
Lucid established its FTZ in 2020, and Rivian established its FTZ in 2021. Honda last used its FTZ production authority in 2017. See Authorization
of Limited Production Activity, 86 FR 26206 (May 13, 2021). Vehicle manufacturers that do not have FTZs include Ford, General Motors,
Stellantis, and Kia. Many facilities that use PROSEC also use IMMEX. Canadian facilities include all establishments producing these goods in
Canada, regardless of whether they participate in FTZ-type programs.

U.S. FTZ Production Cost-Competitiveness Effects

Vehicle manufacturers using FTZs benefit from duty exemptions on exports, duty reduction on tariff
inversions, streamlined logistics processes, and reduced customs fees. Vehicle manufacturers that
export a significant share of their production tend to see the greatest benefits from FTZs, particularly if
they export to destinations other than Canada or Mexico.>?° By using an FTZ, firms do not pay tariffs on
admitted foreign-status parts installed on vehicles that are then directly exported outside North
America. In 2021, exports accounted for almost a third of shipments of vehicles produced in U.S. FTZs,
with more than half these exports going to destinations other than Canada and Mexico.?

Survey results confirm the value of duty exemptions for vehicle manufacturers with significant exports.
Less than half the vehicle manufacturers producing in U.S. FTZs use duty exemption, but this benefit is
extremely important for roughly two-thirds of these firms. A larger share of parts producers use U.S.
FTZs for duty exemptions, and an even larger share of those firms see it as extremely important.>2> More

518 USITC analysis of investments by vehicle manufacturers and parts producers that participate in FTZs. Based on
data provided by Center for Automotive Research, “Automotive Communities Partnership,” accessed August 30,
2022; FTZ Board, 83rd Annual Report, August 2022. An additional 18 parts producers that use FTZs do not rank
among the top 100 largest suppliers. Automotive News, Research and Data Center, “Top 100 Parts Suppliers, by
OEM Sales, 2020,” June 28, 2021.

519 Automotive employment (NAICS 3361, 3362, and 3363) totaled 994,800 in December 2021. USITC, Foreign
Trade Zones Questionnaire, 2022, weighted responses to question 2.7; BLS, Current Employment Statistics,
accessed February 6, 2023.

520 Multiple vehicle manufacturers rank among the top 25 exporters from FTZs annually. Industry representatives,
interviews by USITC staff, September 27 and 28, 2022, and January 27, 2023; FTZ Board, 83rd Annual Report,
August 2022; FTZ Board, 82nd Annual Report, August 2021; FTZ Board, 81st Annual Report, November 2020.

521 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to questions 2.10 and 2.12.

522 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.
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than a third of vehicle manufacturers’ duty savings in FTZs was due to duty exemptions on exports in
2021.52% From 2016 to 2021, firms producing vehicles in U.S. FTZs saved over $100 million per year, on
average, on duty costs incorporated within exports, and parts producers saved less than $3 million.>*

All vehicle manufacturers and parts producers that use FTZs do so at least in part for duty reduction on
tariff inversions, and almost all find it to be extremely important to their business.>?® From 2016 to 2021,
firms producing vehicles in U.S. FTZs saved over $200 million per year, on average, on duty costs
incorporated within U.S. customs entries, and parts producers saved less than $20 million, on
average.>®® As noted above, tariff inversions between light vehicles and parts are relatively few because
the U.S. NTR duty rates on passenger vehicles and most parts are harmonized at 2.5 percent. However,
some tariff inversions occur in cases where parts have higher duty rates. For example, the U.S. NTR duty
rate on tires is 4 percent.>? If tires are admitted under NPF status, vehicle manufacturers in an FTZ pay
only 2.5 percent (the vehicle tariff) on those tires when selling a finished vehicle in the United States.>*®
The savings on a specific part or input may total only a few dollars per unit, but those unit savings
multiplied across hundreds of thousands of vehicles or parts can produce significant savings.>?°

Vehicle manufacturers and parts producers also save time and money using FTZ provisions that
streamline logistics processes and reduce costs associated with customs procedures.>° Producers state
that the use of direct delivery from the port to the facility is much faster than having shipments wait at
the port to be cleared by U.S. Customs. Vehicle manufacturers’ usage of a “lean” supply chain, where
even a short delay can shut down a manufacturing plant, makes these time savings particularly useful.>3!
Both vehicle and parts manufacturers in FTZs also save money on customs fees by using weekly entry,
when firms pay customs brokers only a single fee per week instead of paying per shipment.>*? Vehicle
manufacturers may get dozens of shipments in a week, making this a substantial annual savings.>3* Most
vehicle manufacturers and parts producers consider streamlined customs procedures and savings on
customs fees to be important in determining whether they use FTZs.>3* Vehicle manufacturers
sometimes encourage parts producers to use the program to facilitate zone-to-zone transfers, which
ease shipments and lower costs.>*

523 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.4.

524 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.4.

525 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.

526 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.4.

527 Radial tires of a kind used in motor cars (HTS 4011.10.10). USITC, HTS, March 2022; industry representative,
interview by USITC staff, April 29, 2022.

528 Industry representative, interview by USITC staff, April 29, 2022.

529 USITC, hearing transcript, May 17, 2022, 143 (testimony of Sean Lydon, ISCM); industry representatives,
interviews by USITC staff, June 16 and July 27, 2022.

530 USITC, hearing transcript, May 17, 2022, 44 (testimony of Christopher Carney, FDP Virginia); industry
representatives, interviews by USITC staff, April 29 and September 27, 2022.

531 Industry representatives, interviews by USITC staff, April 29, June 16, July 27, and August 2, 2022. For more
information on direct delivery, see chapter 2 of this report.

532 For more information on weekly entry, see chapter 2 of this report.

533 Industry representatives, interviews by USITC staff, April 29, June 16, and August 2, 2022.

538 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.

535 Industry representatives, interviews by USITC staff, September 27 and 28, 2022.
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Vehicle manufacturers and parts producers may also save money by deferring duties on foreign-status
materials. These savings are generally low because of the lean inventory systems common in this
industry.>3® Roughly three-fourths of vehicle manufacturers and parts producers in FTZs use duty
deferral, but only one-third see duty deferral as extremely important.>3”

Comparing Cost Effects of FTZs and FTZ-Type Programs

Both Canada and Mexico have large automotive industries; however, firms are likely to use FTZ-type
programs in Mexico more frequently than Canadian FTZ-type programs. Using FTZ-type programs, low
or free MFN duty rates, and/or trade agreements, firms in Canada and Mexico are able to import
automotive inputs duty free in most cases. Automotive firms operating in these countries gain cost-
competitiveness advantages compared to such firms producing in U.S. FTZs. Firms in U.S. FTZs cannot
eliminate duty costs in most cases for domestic sales or exports to Canada and Mexico.

Vehicle producers and parts producers in Mexico are major users of FTZ-type programs there. In
particular, PROSEC allows companies engaged in certain automotive production activities to reduce or
eliminate tariffs on imports of certain products.>® More than 800 automotive companies participate in
PROSEC, including 60 of the 100 largest parts producers in North America.>*® All vehicle manufacturers
with assembly plants in Mexico participate in PROSEC.%°

IMMEX and the depdsito fiscal automotriz (automotive fiscal deposit) program—two Mexican duty
deferral programs that are often used in conjunction—are also heavily used by automotive producers.
IMMEX tends to be used more by parts producers; the depdsito fiscal automotriz program is reportedly
widely used by vehicle manufacturers.®* Industry representatives say they encourage their parts
producers in Mexico to use IMMEX, because parts producers participating in IMMEX can re-import
reusable containers free of duty. Some non-IMMEX participants have had their containers stopped at
the border waiting to be cleared by Mexican customs, and such a delay can affect production

536 |ndustry representatives, interviews by USITC staff, April 29, June 16, and July 27, 2022.

537 USITC, Foreign Trade Zones Questionnaire, 2022, weighted responses to question 3.1.

538 Companies approved for automotive production under PROSEC are able to import certain parts (the official list
includes 549 HS-8 subheadings ranging from lubricating oils to brake parts) for lower or no duty as long as they are
for the production of certain parts or vehicles (a list of 479 HS-8 subheadings is provided).

539 USITC analysis based on Automotive News, Research and Data Center, “Top 100 Parts Suppliers, by OEM Sales,
2020,” June 28, 2021; SNICE, PROSEC Directory, May 31, 2022.

540 SNICE, PROSEC Directory, May 31, 2022.

54 Forty-eight of the 100 largest parts producers in North America are registered IMMEX users (513 parts
producers in the program). USITC analysis from the SNICE, IMMEX Directory, April 2022 and Automotive News,
Research and Data Center, “Top 100 Parts Suppliers, by OEM Sales, 2020,” June 28, 2021. IMMEX exports also
make up a much higher share of Mexican automotive parts exports than vehicle exports. Eighty-three percent
($21.9 billion) of Mexican automotive parts exports to the United States (Mexico’s top destination for parts) use
IMMEX, but only 2.2 percent ($1.2 billion) of Mexican vehicle exports to the United States use IMMEX (Mexico’s
top destination for vehicles). HS heading 8708 for parts, and HS headings 8703 and 8704 for vehicles. S&P Global,
GTAS, accessed June 23, 2022.
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schedules.*? IMMEX employment in transportation equipment manufacturing was about 800,000
workers in 2021, and sales totaled $122 billion in the same sector.>®

Similarly, Canada has eight vehicle manufacturers and more than 1,000 parts producers.>** Little
information is available about the extent to which firms in Canada (including automotive producers) use
that country’s FTZ-type programs. However, vehicles and parts producers in Canada already have access
to free MFN duty rates for materials used in production even without use of FTZ-type programs.
Specifically, vehicle manufacturers and parts producers can import automotive parts and raw materials
into Canada duty free as long as they are for use in the manufacture of original equipment parts or as
original equipment parts for use in vehicle production.>* These producers have little incentive to use
Canada’s FTZ-type programs.

Automotive firms in Canada and Mexico have a competitive advantage over those using U.S. FTZs
because they can reduce duties for sales into their home markets and elsewhere in North America. The
largest destination market for all three countries’ automotive industries shipments (table 3.4) is North
America (including home market sales and exports). On average, of the more than 15 million vehicles
produced in North America each year, only about 2 million are exported outside North America.
Similarly, most North American automotive parts exports are shipped elsewhere within North
America.>®

%42 Industry representative, interview by USITC Staff, April 29, 2022.

543 INEGI, IMMEX Database, accessed August 10, 2022. These data are based on NAICS code 336 (automotive goods
and other transportation equipment). Employment is based on monthly data for the number of production
workers within IMMEX and IMMEX-contracted facilities (series H114A and 1400A) averaged across all months in
2021.

54 Ward’s Intelligence, “World Vehicle Assembly Plants by Manufacturer,” March 30, 2022; Government of
Canada, Canadian Industry Statistics, Motor Vehicle Parts Manufacturing, accessed December 12, 2022.

545 CBSA, Memorandum D10-15-15, October 28, 2014; CBSA, Memorandum D10-15-21, November 2, 2015; USITC,
hearing transcript, May 17, 2022, 46—47 (testimony of Christopher Carney, FDP Virginia).

546 S&P Global, GTAS, accessed November 22, 2022. HS subheadings that include significant (or exclusively) parts
specific to automotive goods include: 3819.00, 3820.00, 4009.12, 4009.22, 4009.32, 4009.42,
4011.10,4011.20,4012.11, 4012.12, 4012.20, 4013.10, 4016.93, 4016.99, 6813.20, 6813.81, 6813.89, 7007.11,
7007.21, 7009.10, 7315.11, 7318.16, 7320.10, 7320.20, 8301.20, 8302.10, 8302.30, 8407.34, 8408.20, 8409.91,
8409.99, 8413.30, 8413.91, 8414.30, 8414.59, 8414.80, 8415.20, 8415.90, 8421.23,8421.31, 8421.39, 8425.49,
8426.91, 8431.10, 8482.10, 8482.20, 8482.40, 8482.50, 8483.10, 8501.32, 8507.10, 8507.30, 8507.60, 8507.90,
8511.10, 8511.20, 8511.30, 8511.40, 8511.50, 8511.80, 8511.90, 8512.20, 8512.30, 8512.40, 8512.90, 8517.12,
8519.81, 8525.60, 8527.21, 8527.29, 8531.80, 8536.41, 8536.90, 8539.10, 8539.21, 8544.30, 8707.10, 8707.90,
8708.10, 8708.21, 8708.29, 8708.30, 8708.40, 8708.50, 8708.70, 8708.80, 8708.91, 8708.92, 8708.93, 8708.94,
8708.95, 8708.99, 8716.90, 9029.10, 9029.20, 9029.90, 9104.00, 9401.20, 9401.90. More than 90 percent of
Canadian and Mexican exports of automotive parts are destined for elsewhere in North America (primarily the
United States). Overall, more than 75 percent of North American automotive parts exports are exported to
elsewhere in North America.
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Table 3.4 North American light vehicle production and exports, by country, annual average 2016-21
In millions of vehicles and by share of production.

Production
shipped to Share of production that
Production Exportedto  Exported to other domestic is shipped to North
(million USMCA partners partners (million market (million America
Country vehicles) (million vehicles) vehicles) vehicles) (%)
United 10.3 1.1 1.7 7.5 83.4

States

Canada 1.8 1.6 0.2 0.1 88.8
Mexico 3.5 2 0.4 1.1 88.6

Sources: S&P Global, GTAS, accessed December 2, 2022; USITC DataWeb/Census, accessed December 2, 2022; Ward’s Intelligence, “North
America Car and Truck Production by Country, 1951-2021,” April 11, 2022.
Note: Calculations are based on unrounded data.

For U.S. producers’ sales of vehicles and parts produced in FTZs and shipped to North American
destinations, the potential benefit from using the program for duty reduction on tariff inversion is
limited. As described above with respect to vehicle and parts producers’ duty reduction benefits using
U.S. FTZs, duties can be reduced on certain materials like tires that have relatively high NTR duty rates.
Because the NTR duty rate for finished vehicles and most core parts is 2.5 percent, this represents the
minimum duty that firms producing in U.S. FTZs must pay on foreign NPF status materials used in
production operations. Nearly two-thirds (66.1 percent) of U.S. automotive parts imports from 2016 to
2021 came from outside North America, meaning that importers would not be able to use the USMCA
for duty-free treatment on such goods.>* Given the industry’s substantial use of non-USMCA foreign
inputs, the minimum 2.5 percent tariff on foreign inputs puts them at a cost disadvantage compared to
producers in countries that (1) face lower MFN tariffs on their own foreign inputs and (2) are also able to
use USMCA or other trade programs to access the U.S. market with preferential duty rates of free. Table
3.5 compares the tariff rates on various categories of automotive parts across the United States,
Canada, and Mexico, and their applicable programs.

547 USITC DataWeb/Census, accessed November 28, 2022. Comparison made using a custom list of automotive-
specific or majority automotive parts headings. HS subheadings that include significant (or exclusively) parts
specific to automotive goods can be found in footnote 546. However, it is possible for such imports to use duty-
free treatment under other free trade agreements, depending on the source country and rules of origin applied.
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Table 3.5 Average duty rates of automotive parts across U.S., Mexican, and Canadian MFN tariff schedules and FTZ-type programs
Applied duty rates in percentages.

U.S. average Mexican
U.S. average  NTR duty rate Canadian Canadian Mexican average
NTR duty rate for finished average MFN average OEM average MFN PROSEC duty
Product type Key HS subheadings for parts vehicles duty rate MFN duty rate duty rate rate
Engine, engine parts, and 8407.34, 8408.20, 2.8% 2.5% 0.6% Free 0.0% 0.0%
batteries 8409.91, 8507.60,
8507.90
Brakes, suspension, wheels, 4011.10, 4011.20, 3.2% 2.5% 6.4% Free 3.9% 0.2%
and tires 8708.30, 8708.70
8708.80
Gear boxes, steering 8708.40, 8708.50, 2.4% 2.5% 5.8% Free 1.9% 0.0%

systems, drive-axles, and 8708.94

related parts

Other miscellaneous 8708.99, 8708.29 2.4% 2.5% 5.8% Free 2.1% 0.0%
automotive parts,

components, and kits

Source: Compiled by USITC using the following sources: USITC DataWeb/Census, accessed November 28, 2022; S&P Global, GTAS, accessed June 2022; USITC, HTS, March 2022; WTO, Tariff Data
Database, accessed February 2022; CBSA, Customs Tariff 2021, accessed February 2022; SNICE, “PROSEC Article 4 Tariff Matrix,” December 28, 2020; SNICE, “PROSEC Article 5 Tariff Matrix,”
November 18, 2021.

Note: Duty rates in this table are the trade-weighted average duty rates of the HTS subheadings included in that product type. The U.S. NTR duty rates for finished vehicles applies to NPF status
admissions that are used in FTZ production of vehicles and then entered into U.S. customs territory. Mexican duty rates under PROSEC apply to imported automotive parts of companies in Mexico
that are registered producers of goods within the PROSEC sectoral program for vehicles and parts. Canadian OEM MFN duty rates apply to imports of automotive parts used in the production of
vehicles. For each pair of columns pertaining to a country, the right most column is the lowest duty that can hypothetically be paid via the U.S. FTZ or FTZ-type program, and the left most column is
the country’s trade-weighted average NTR/MFN rate for the applicable group of automotive parts. Note that the Canadian MFN duty rate on all but one of the key subheadings in the product type
Engine, engine parts, and batteries is free. The one exception (8507.60.90) is subject to a 7 percent tariff.
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In competing for North American sales with U.S. FTZ users, vehicle producers and parts producers in
Mexico have a cost-competitiveness advantage as a result of various practices used to import foreign
parts duty free, including the use of PROSEC. In contrast to the United States, the majority (62.6
percent) of Mexico’s automotive parts imports from 2017 to 2021 came from USMCA partner countries
and could therefore potentially use the duty-free privileges of that agreement for those inputs.>* The
vast majority of remaining Mexican imports of automotive parts from non-USMCA sources enter either
under tariff lines that have MFN duty rates of free or are eligible for duty-free treatment under PROSEC,
if used in producing automotive goods.>* In addition to being able to import many non-North American
goods duty free using Mexico’s FTZ-type programs, firms in Mexico can also import from Japan and the
EU (which are both also significant producers of automotive parts) duty free via free trade agreements
with those markets. Imports from the EU and Japan made up 47 percent of non-North American imports
of certain Mexican automotive parts from 2017 to 2021.5%°

As stated above, producers of vehicles and parts in Canada already have access to MFN duty rates of
free for materials used in production, and likely have little incentive to use FTZ-type programs. In
addition, most Canadian automotive parts imports are from countries with which Canada has FTAs.
Similar to Mexico, the majority (76 percent) of Canadian automotive parts imports from 2017 to 2021
were from USMCA partner countries.>®! Firms in Canada can also import from Japan and the EU duty
free via their free trade agreements with those markets. Such imports made up almost 40 percent
($15.5 billion) of Canadian automotive parts imports from outside North America from 2017 to 2021.%%2

Impact on the U.S. Automotive Industry

Despite the competitive differences between the three countries’ programs, program-related savings
are one of many factors for most manufacturers in determining where they establish their operations.
Firms indicate that the existence of these other programs has had varying degrees of impact on their
decisions to operate in Mexico or Canada. The United States has continued to be the leading vehicle and
parts producer and the leading destination for automotive investment.>> Firms producing in U.S. FTZs
that also have these operations in Canada and Mexico indicate that the Canadian and Mexican programs
enable them to significantly reduce (or eliminate) the duties paid on various foreign goods. They

548 S&P Global, GTAS, accessed November 22, 2022. Comparison made using a custom list of automotive-specific or
majority automotive parts headings. HS subheadings that include significant (or exclusively) parts specific to
automotive goods can be found in footnote 546.

549 SNICE, “PROSEC Article 5 Tariff Matrix,” November 18, 2021; S&P Global, GTAS, accessed November 22, 2022.
Comparison made using a custom list of automotive-specific or majority automotive parts headings. HS
subheadings that include significant (or exclusively) parts specific to automotive goods can be found in footnote
546.

550 S&P Global, GTAS, accessed November 22, 2022. Comparison made using a custom list of automotive-specific or
majority automotive parts headings. HS subheadings that include significant (or exclusively) parts specific to
automotive goods can be found in footnote 546.

551 S&P Global, GTAS, accessed October 27, 2022. Comparison made using a custom list of automotive-specific or
majority automotive parts headings. HS subheadings that include significant (or exclusively) parts specific to
automotive goods can be found in footnote 546.

552 S&P Global, GTAS, accessed November 22, 2022. Comparison made using a custom list of automotive-specific or
majority automotive parts headings. HS subheadings that include significant (or exclusively) parts specific to
automotive goods can be found in footnote 546.

553 Center for Automotive Research, “Automotive Communities Partnership,” accessed August 30, 2022.
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repeatedly indicated that these benefits were only one of many factors that influenced decisions to
operate in Canada or Mexico.>*

U.S. FTZs likely played an incentivizing role in some of the initial foreign-based producer investments in
the United States. This is evident by the fact that most (if not all) foreign-based vehicle manufacturers’
initial forays into vehicle production in the United States included an FTZ application.>*® However, as
described above, most current U.S. automotive production does not take place in an FTZ. Those light
vehicle manufacturers that continue to use FTZs generally consider the benefits related to duty cost
savings and streamlined customs processes to outweigh compliance costs.>*® Companies that export
large quantities of vehicles and parts to destinations outside North America and those that rely on
foreign inputs benefit from the U.S. FTZ program the most.>*’

By contrast, producers that primarily sell within North America have somewhat limited opportunities to
reduce duties on foreign inputs. U.S. NTR duty rates for most inputs are less than or equal to 2.5 percent
and therefore cannot be reduced for such sales. The U.S. FTZ program has become less important to at
least some vehicle manufacturers and parts producers that are heavily integrated within the North
American supply chain. These companies have been able to access many materials duty free using
NAFTA and, now, the USMCA.5>® Some North America-focused vehicle manufacturers and parts
producers have even stopped using U.S. FTZs because opportunities for savings are limited.>>°

Less than half the U.S. automotive firms producing in U.S. FTZs indicated that the ability to us