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Rules of Origin Can Make or Break

the Trans-Pacific Partnership
Derek Scissors, PhD

Atrade agreement’s rules of origin indicate how
to treat goods and services from sources that
are not party to the agreement. Modern global com-
merce is characterized by sophisticated chains of
manufacture and assembly across multiple coun-
tries. Rules of origin have thus become more impor-
tant, contentious, and complex. For the Trans-Pacif-
ic Partnership (TPP), billed by its supporters as a
“21st-century trade agreement” and a template for
other major trade talks, rules of origin may be vital.

As with many aspects of the TPP, there is little
public information on the negotiated rules of origin.!
Trade agreements can be undermined by complex
rules, which confuse companies and cause them to
forgo the new opportunities created by the accord
due to fear of penalties. In addition, rules of origin
serve as an important signal of the principal goal
of the agreement: to liberalize or to exclude. As the
global trade leader, the U.S. should strive for simple
and open rules of origin in the TPP.

The Basics. Rules of origin can be the most
important part of a trade agreement. Without rules
of origin, any trade agreement is essentially global—
the new opportunities are available to any country,
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not just those party to the agreement. At the other
end, the complete exclusion from liberalized mar-
ket access of any goods or services produced by non-
signatories completely warps a free trade agreement,
turning it into a bloc.

Rules of origin therefore say a great deal about
ultimate objectives. In the U.S., the TPP has been
promoted as being open to all countries in the Asia-
Pacific Economic Community willing to meet its
new requirements.? A restrictive set of rules of ori-
gin would indicate that the primary method of add-
ing members is coercion: maximizing the difference
between being party to the agreement and not being
party.

While such an approach may be sensible in some
instances, it has a considerable drawback: It punish-
es member countries that have important partners
outside the accord. Essentially, parts of the econo-
mies of these countries—the parts integrated with
non-member economies—are excluded from the
agreement. If the outside parties do not later join,
member countries gain from enhanced trade with
each other but lose because the supply chains with
non-members are broken. On a net basis, the agree-
ment brings less prosperity.

Another important feature is complexity. Beyond
the harm to member states from less integration
with non-member states is a variant of the “noodle
bowl]” problem.? The U.S. and other TPP members
have multiple trade agreements with multiple out-
side parties, often featuring complex rules them-
selves—“noodles” that are hard to separate. If the
TPP’s rules of origin are also complex, it will be dif-
ficult for firms and individuals to determine how to
take advantage of the TPP liberalization without
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risking penalty. Many economic actors could pro-
ceed without regard to the TPP, neutralizing its
impact.

Itis highly unlikely that the TPP will be rendered
meaningless by poorly considered rules of origin,
but its value could be considerably reduced. Ideally,
rules of origin will be as simple as possible. A key ele-
ment of this simplicity is having one set of rules that
apply to all parties and all relationships, with no
haphazard exemptions and departures for certain
goods or countries. The TPP parties wisely agreed
to this single set of rules in 2011.* The common set of
rules itself should also be as simple as possible.

A Specific Example: Textiles. The best-known
industry illustration of the importance of rules of
origin is consumer electronics. Components of com-
puters, for example, are produced and assembled in
multiple countries.® The TPP’s rules of origin will
exert a powerful influence on this supply chain.

While the U.S. has typically favored liberal rules
of origin in electronics, it has done the opposite in
textiles. The textile supply chain is extensive, start-
ing with cotton and ending with multi-component
pieces of clothing. The standing American position
on textile rules of origin is known as “yarn forward,”
meaning that all constitutive products in a garment,
starting with the yarn and going forward, must be
made by a party to the agreement (pre-yarn materi-
als are allowed to come from outside parties).® The
TPP remains irritatingly secretive, but there is little
sign that a looser rule has been adopted.

Yarn forward is a clear example of a rule of origin
intended primarily to exclude rather than liberal-
ize. It is a relic of a time when textile trade was still
governed by the quotas agreed to in the 1974-2004

Multi-Fibre Arrangement and protectionism domi-
nated textile trade. To maximize gains from tex-
tile trade, TPP members must have the freedom to
source materials and component products from the
best suppliers—to create the best supply chain. Yarn
forward sacrifices this freedom for the sake of main-
taining restrictions on outside parties, diverting
trade rather than creating it.

Yarn forward puts a spotlight on Vietnam. The
principal benefit for Vietnam in joining the TPP
is unimpeded textile market access in the U.S. In
return, Vietnam will engage in powerful and dif-
ficult pro-market reforms across its economy, cre-
ating a vibrant economic partner for the U.S. and
an ally in promoting open trade. The TPP provides
strong incentives and an excellent opportunity for
loosening the yarn-forward rule. On the other hand,
ifthe U.S. once again prioritizes its very small textile
industry, it sets a terrible precedent for other coun-
tries to make analogous demands regarding rules of
origin.

Liberalization Should Be the Goal. The World
Trade Organization’s Doha Round is comatose. Any
trans-Atlantic partnership is years away and fraught
with difficulty. The TPPisnotjustanimportant agree-
ment in itself; it is the launching point for the next
generation of global trade deals. Will future agree-
ments liberalize wholeheartedly or half-heartedly or
perhaps even close as many doors as they open?

The U.S. wants its partners to push themselves
with regard to liberalization, to expand market
access in services and investment, not just goods.
Restrictive rules of origin will greatly harm that
effort directly, and also indirectly, by making it
appear that America seeks to open only those sectors
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in which it has a comparative advantage. Therefore,
the U.S. Trade Representative should:

m Oppose any and all departures from the previous
agreement by TPP countries on a common set of
rules of origin so that the noodle bowl phenom-
enon is limited;

m Make this common set of rules of origin as open
as possible to avoid creation of a trade bloc; and

m In particular, make clear that the U.S. is not seek-
ing more restrictive rules asameans of protecting

its own uncompetitive sectors, most prominently
by liberalizing the yarn-forward standard in tex-
tiles.

Worth the Wait? The TPP has been behind
closed doors for a long time. The wait will be more
than worth it if a sound agreement is struck, set-
ting the tone for the rest of the decade and beyond.
Confusing or protectionist rules of origin should not
be allowed to stand in the way.

—Derek Scissors, PhD, is Senior Research Fellow
in Asia Economic Policy in the Asian Studies Center at
The Heritage Foundation.




