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Chapter 15

REGIONAL INTEGRATION

OVERVIEW OF RULES

The global economic regime based on the GATT/WTO and IMF systems
has sustained the world economy since World War II. In both developed and de-
veloping countries, the number of regional integration has increased and ex-
panded since 1990s. Today, they account for a considerable amount of world
trade (see Figures 15-1, 15-2).
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Figure 15-1
Share of Major RTAs in the Value of World Trade (Trade in Goods)
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Figure 15-2

Ratio of Intra and Extra Trade for Major RTAs (Trade in Goods)
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The WTO defines three basic categories of regional trade agreement (RTA):
“customs union (CU)”, “free trade area (FTA)”, and the “interim agreement”
leading up to them (Figure 15-3). The difference between CU and FTA is that all
parties of the former must maintain the same external tariff rates and trade
regulations, while parties of the latter are not required to harmonize rates and
regulations but to work toward the elimination of tariffs and restrictive trade
regulations within the region. Both arrangements seek to liberalize regional trade.

This chapter discusses RTAs within the WTO context and also regional co-
operation arrangements like Asia-Pacific Economic Cooperation (APEC) that
seek similar objectives with different means. We use the term “regional integra-
tion” to cover both.

Most WTO Members are parties of such RTAs. Japan, the Republic of Ko-
rea (ROK), Hong Kong, and several others are among the few exceptions.

Article XXIV of the GATT allows RTAs to be exempted from the most-
favoured-nation principle under certain conditions; RTAs must not raise barriers
to trade with countries outside of the region and must eliminate barriers to trade
with countries inside of the region with respect to substantially all the trade. The
reason is that, while RTAs promote trade liberalization within the respective re-
gions, if they raise barriers to trade with countries outside the regions, they
would impede trade liberalization as a whole. From this standpoint, the adequate
application of Article XXIV should be needed lest the WTO is turned into an
empty shell.

RECENT TRENDS

  

General Trends

     Detailed discussion of existing RTAs will be found in Section 2 “Problems
and Trade Policies in RTAs”. A general trend, regional integration has become
more concrete in recent years, and many countries and regions are actively at-
tempting to strengthen their ties with specific trading partners. There is also a
new trend for agreements to be reached between countries that are not necessar-
ily in close geographic proximity. One example would be the cross-regional co-
operation agreement between the European Union (EU) and MERCOSUR.
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Another is the Trans-Atlantic Free Trade Area (TAFTA) that covers Europe and
America. In July 2000, the EU-Mexico Free Trade Agreement (FTA) took effect
as well. We anticipate that this trend will accelerate in the future.

Another trend is willingness to sign FTAs on the part of countries that had
formally did not join FTA. As discussed earlier, ROK—which, like Japan, has
not signed any FTAs—has in recent years begun to make efforts toward this goal.
In December 1999, for example, ROK began negotiations with Chile. The initial
goal was to complete negotiations with Chile by the end of 2000 and have the
agreement take effect in early 2001, but the two countries failed to reach an ac-
commodation on liberalization of the agriculture, forestry and fishery sectors,
which has slowed the timetable.

APEC is a form of regional cooperation, but the objective is not only to re-
duce trade barriers within the APEC region but also to seek an “open regional-
ism” that allows non-members equal access to the results. An unofficial summit
meeting held in Bogor, Indonesia in November 1994 adopted the “Bogor Decla-
ration” advocating free and open trade and investment in developed members by
2010 and developing members by 2020. At the Osaka meeting the next year, ac-
tion programs were drafted for the implementation of this declaration. There are
already some RTAs within APEC—the ASEAN Free Trade Area (AFTA) and the
Australia-New Zealand Closer Economic Relations Trade Agreement (AN-
ZCERTA), for example. Singapore has also signed an FTA with New Zealand,
and is in the process of or has agreed to begin negotiating FTAs with Australia,
Canada, Mexico, the Republic of Korea, and the United States. We anticipate
that FTA negotiations will be even more active in the future. The 2000 APEC
summit meeting recognized the contributions that FTAs make to APEC and
called on them to maintain conformance with WTO rules and APEC goals.

Japan’s View and New Trend to Regional Integration

Japan, like the Republic of Korea and Hong Kong, is a WTO Member that
does not belong to any regional trade agreement. Japanese basic trade policy is
to create an environment for free and transparent international economic activi-
ties, and strengthening common international rules through active participation
in the next round of WTO negotiations. At the same time, we also consider that
we need to strengthen regional and bilateral ties while they complement interna-
tional rules. Such efforts will promote multilateral liberalization in the future and
will expand the range of economic activities in which Japan enjoys a close
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economic partnership with Asian countries. From this standpoint, Japan has also
begun to study the potential for FTAs. In December 1999, it reached an agree-
ment with Singapore to establish an industry/government/ academic study group
to investigate the potential for an FTA between the two countries. The group's
report advocates more than just tariff elimination, the traditional provisions of
FTAs; it also says that Singapore and Japan should cooperate in new areas like
investment, competition, trade facilitation, and information technology coopera-
tion. The report calls an agreement between Japan and Singapore the “Economic
Agreement for a New Age Partnership (JSEPA)”. A summit meeting in October
2000 resulted in the initiation of formal negotiations in January 2001 with a goal
of conclusion no later than the end of 2001. While Japan is considering signing
FTAs, it will continue to exercise care and caution to ensure that any agreements
it enters into conform to WTO rules.

Private-sector groups, Japan: Institute of Developing Economies
(IDE/JETRO) and ROK: Korea Institute for International Economic Policy
(KIEP), have also conducted joint research on the potential for an FTA with
ROK. Its report, published in May 2000, resulted in an agreement in the Sep-
tember summit meeting to hold the Japan- FTA business forum.

Moreover, private-sector groups (JETRO) and government groups (De-
partment of Commerce and Industrial Development of Mexico) studied the po-
tential for an FTA with Mexico, and a joint Japan-Mexico report “Report on
Closer Economic Relations between Japan and Mexico” was published in April
2000. The report notes that Japanese companies launching into Mexico will be at
a disadvantage to companies from the United States and the EU, which have al-
ready signed FTAs with Mexico, because the Maquiladora (bonded processing
areas) where many Japanese companies are located would be effectively elimi-
nated by the end of 2000. The report concluded that substantial merits could be
obtained by signing an agreement.

LEGAL FRAMEWORK

Existing GATT/WTO Provisions on RTAs

Tariff reductions applying exclusively to specific countries are prohibited in
principle under Article I of the GATT, which requires most-favoured-nation
treatment as a basic rule.
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The WTO, however, under Article XXIV of the GATT, authorizes the es-
tablishment of CUs, FTAs and interim agreements if their purpose is to facilitate
trade within the region, and not to raise barriers to trade with non-parties. The
WTO allows these RTAs to be exempted from the most-favoured-nation princi-
ple as long as they conform to the following conditions outlined in Figure 15-3.
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Figure 15-3
Conditions of Customs Unions, FTAs and Interim Agreements

Under Article XXIV of the GATT.
Conditions Under Article XXIV: 5, 8 of the GATT

ORCs :other regulations of commerce
ORRCs :other restrictive regulations of commerce

Article XXIV:5 Article XXIV:8
Customs Unions
(CUs)

(a) The duties and ORCs shall
not on the whole be higher or
more restrictive than the gen-
eral incidence of those previ-
ously applicable in the con-
stituent territories prior to the
formation.

(a)(i) The duties and ORRCs
(except, where necessary, tho-
se permitted under Articles XI,
XII, XIII ,XIV, XV and XX)
are eliminated with respect to
"substantially all the trade"
between the constituent territo-
ries of the union.
(ii) Substantially the same du-
ties and ORCs are applied by
each of the members of the
union to the trade of territories
not included in the union.

Free Trade Areas
(FTAs)

(b) The duties and ORCs shall
not be higher or more restric-
tive than those previously ex-
isting in the same constituent
territories prior to the forma-
tion.

(b) The duties and ORRCs
(except, where necessary, tho-
se permitted under Articles XI,
XII, XIII, XIV, XV, and XX)
are eliminated with respect to
"substantially all the trade"
between the constituent territo-
ries .

Interim Agree-
ments

(a) (b) same condition as in the
customs unions or FTAs
(c) any interim agreement shall
include a plan and schedule for
the formation of such a custom
union or of such a FTA within
a reasonable length of time.

(Compensatory adjustment under Article XXIV:6)
•  With respect to a Customs Union, in fulfilling the requirements of Article

XXIV:5(a), when a contracting party proposes to increase any rate of duty
inconsistent with the Article II, the procedures set forth in Article XXVIII
shall apply for compensatory adjustment.

(Notification to the Contracting Parties, Considerations)
•  Any contracting party deciding to enter into a customs union or FTAs or an

interim agreement, shall promptly notify the WTO. (Article XXIV:7(a))
•  After notification, the contracting parties will discuss and review the plans

and schedules in the interim agreement with the parties to the agreement, the
Contracting Parties shall make recommendations where appropriate. (Article
XXIV:7(b))
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So far, the question of whether most CUs or FTAs conform to Article
XXIV of the GATT has been examined by working parties established separately
for each RTA for which notification has been given. However, there is almost
always disagreement over how to interpret Article XXIV since the wording is
vague: “substantially all the trade between the constituent territories”, “other re-
strictive regulations of commerce (ORRCs)”, “on the whole . . . shall not be
higher or more restrictive”. Because of this, in almost every case, the claims of
the parties to the FTAs and CUs and those of non-parties with competing inter-
ests have been given equal weight.

Interpretation of Article XXIV became an issue in the review of the Treaty
of Rome that established the European Economic Community (EEC) in 1957.
Indeed, only six cases of the 69 working parties that had completed reviews by
the end of 1994 had been able to reach a consensus on conformity questions. But
while conflicts of opinion on Article XXIV interpretation exist in almost every
review of RTAs, the legitimacy of most-favoured-nation treatment for an RTA
has only been contested in three panel cases. The GATT Council has adopted
none of these panel reports. Three Appellate Body reports on RTA were written
after establishment of WTO, but these do not include explicit determination re-
garding core issue of Article XXIV. Clarification of the implementation of Arti-
cle XXIV is still necessary.

During the Uruguay Round negotiations, Members studied ways to remove
the ambiguity that had made interpretation of Article XXIV difficult. This led to
a new “Understanding on the Interpretation of Article XXIV of the General
Agreement on Tariffs and Trade”, in which exists an explicit requirement to cal-
culate “the general incidence of the duties” with an average weighted for trade
volume rather than the arithmetical average used by the EU. There was also a
proposal to prohibit excluding major goods on the necessities of “the substan-
tially all the trade between the constituent territories” clause, but no consensus
could be reached on this issue. Instead, limited improvements were made, as
shown in Figure 15-4. For the service area, countries agreed to add wording
similar to Article XXIV of the GATT to Article V of the GATS (see Figure 15-5).
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Figure 15-4

New Rules for Clarification of Article XXIV of the GATT
(a) Understanding on the Interpretation of Article XXIV of the GATT 1994

•  The “general incidence of duties and other regulations of commerce” shall in re-
spect of duties and charges be based upon an overall assessment of weighted avera-
ge tariff rates and of customs duties collected (paragraph 2).

•  The “reasonable length of time” referred to in Article XXIV 5(c) should generally
not exceed 10 years (paragraph 3).

•  When a Member forming a customs union proposes to increase a bound rate of duty,
the procedure set forth in GATT XXVIII must be commenced before tariff conces-
sions are modified or withdrawn (paragraph 4).

•  Members benefiting from a reduction of duties as a consequence of the formation of
a customs union or an interim agreement are not obligated to provide compensatory
adjustment (so-called "reverse compensation") to the constituents of such an agree-
ment (paragraph 6).

•  The Council of Trade in Goods may issue appropriate recommendations based on
working party fact recognition reports regarding the creation of a regional union or
the addition of new members (paragraph 7).

(b) Anti-Dumping Agreement (Article 4.3)
•  Where two or more countries have reached under the provisions of Article

XXIV:8(a) of the GATT 1994 (customs unions) such a level of integration that they
have the characteristics of a single, unified market, the industry in the entire area of
integration shall be taken to be the domestic industry for purposes of antidumping
measures.

(c) Subsidies Agreement (Article 16.4)
•  Same provisions as in the Anti-Dumping Agreement.

(d) Agreement on Safeguards (Article 2.1, footnote)
•  Nothing in this Agreement prejudges interpretation of the relationship between Arti-

cle XIX and Article XXIV:8 of GATT 1994.

(e) Agreement on Rules of Origin (Annex II)
When a Member applies preferential rules of origin to the other Members of the union
Area, a member must ensure that:

•  Administrative determinations of general application set out clearly the require-
ments to be fulfilled in order to meet the preferential rule of origin (Paragraph 3(a)).

•  Preferential rules of origin are based on a positive standard (Paragraph 3(b)).
•  All laws, regulations and determinations relating to preferential rules of origin are to

be published in accordance with the provisions of Article X:1 of GATT 1994 (Para-
graph 3(c)).

•  In introducing changes to the preferential rules of origin or new preferential rules of
origin, they shall not apply retroactively (Paragraph 3(e)).
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Figure 15-5
General Agreement on Trade in Services, Article V

(Economic Integration)
     Article V of the Agreement on Trade in Services provides the following conditions for

conclusion of an agreement liberalizing trade in services within the region:
•  Has substantial sectoral coverage in terms of number of sectors, the volume of trade

affected, and the modes of supply (the GATT requires “substantially all the trade”)
(Paragraph 1(a));

•  Provides for the absence or elimination of substantially all discrimination, through:
1) elimination of existing discriminatory measures, and/or 2) prohibition of new or
more discriminatory measures (Paragraph 1(b));

•  Shall not in respect of any member outside the agreement raise the overall level of
barriers to trade in services compared to the level applicable prior to the agreement
(Paragraph 4);

•  May not seek compensation for trade benefits that may accrue to any other member
from such agreement (Paragraph 8); and

•  The Council for Trade in Services may establish a working party to examine an
agreement (Paragraph 7(a)) (This is not an obligation, which is different from the
case of trade in goods where the establishment of a working party is obligatory.)

Treatment of RTAs Among Developing Countries

To address RTAs among developing countries, the GATT has issued the de-
cision of the contracting parties on November 28, 1979 (“Differential and More
Favourable Treatment Reciprocity and Fuller Participation of Developing
Countries” hereinafter “Enabling Clause”). The decision was reached during the
Tokyo Round negotiations, to serve as the basis for special treatment accorded to
developing countries in matters of trade. The Enabling Clause allows RTAs en-
tered into among less-developed contracting parties for the mutual reduction or
elimination of tariffs and non-tariff measures to be exempted from the most-
favoured-nation principle under Article I of GATT as long as the following con-
ditions are met (paragraph 2(c), see Figure 15-6).
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Figure 15-6
Condition of the Enabling Clause

(Conditions)
•  Such regional arrangements shall be designed to facilitate and promote the trade of

developing countries and not to raise barriers to or create undue difficulties for the
trade of any other contracting parties (paragraph 3(a)).

•  They should not constitute an impediment to the reduction or elimination of tariffs
and other restrictions to trade on a most-favoured-nation basis (paragraph 3(b)).

(Notification to the contracting parties, consultations)
•  Parties to such regional arrangements shall notify the contracting parties and furnish

them with all the information they may deem appropriate to such action (paragraph
4(a)).

•  They should afford adequate opportunity for prompt consultations at the request of
any interested contracting party (paragraph 4(b)).

There are three different views to interpret the relationship between the
RTAs among developing countries and the Enabling Clause and Article XXIV of
the GATT:

(a) The Enabling Clause was enacted so that developing countries could
increase their exports and further develop their economies. RTAs be-
tween developing countries should therefore be looked at only under
the terms of the Enabling Clause.

(b) The Enabling Clause only imposes certain requirements on contracting
parties to notify and consult countries that are entering into agree-
ments or taking measures that are by nature partial and non-inclusive.
It is therefore not sufficient as a basis for dealing with RTAs. This
must be done under Article XXIV.

(c) Judgements concerning RTAs among developing countries should ta-
ke into account both Article XXIV and the Enabling Clause.

How to examine such RTAs was the first formation of discussed in 1992 at
the time of formation of the MERCOSUR including Brazil, Argentina, Uruguay,
and Paraguay. Since the GATT was formally notified of MERCOSUR in March
1992, some contracting parties called on the GATT to form a working party un-
der the Council to examine the agreement under the terms of Article XXIV of
the GATT. However, a consensus was reached to have the Committee on Trade
and Development (CTD) review MERCOSUR under the terms of reference in
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light of both the Enabling Clause and Article XXIV and report back to the con-
tracting parties with a copy of its report going to the Council. With the estab-
lishment of the new WTO Committee on Regional Trade Agreements (CRTA) in
February 1996, examinations are now performed by this Committee. A similar
debate regarding the AFTA has been raised, but there has been no consensus so
far. Only the CTD has been notified of the agreement to form the area.

As noted above, the disciplines regarding free trade agreements in the En-
abling Clause today remain unclear. Review procedures need to be clarified to
avoid the abuse of free trade agreements based on the Enabling Clause.

Issues Studied by the Committee on Regional Trade Agreements (CRTA):
Strengthening Disciplines and Procedures

With the growing number of RTAs, further increase in burdens to review
regular notifications from existing RTAs was anticipated. In view of these de-
velopments, it was agreed to make the transition to a single committee, which
would be in charge of all reviews. This transition is expected to greatly improve
the efficiency of the review process, and it was with this in mind that the Gener-
al Council established the “Committee on Regional Trade Agreements (CRTA)”
in February 1996 as a special committee to review regional integration. The
CRTA is solely responsible for all of the reviews that used to be conducted by
individual working parties for each RTA under the direction of the Council on
Goods, Council on Services, and the CTD. It also provides analysis of the im-
pact of RTAs on the multilateral free trading system. More specifically, the
CRTA has been assigned the following terms of reference: (a) to carry out the
examination of notified RTAs; (b) to consider how the required reporting on the
operation of such agreements should be carried out and to make appropriate re-
commendations to the relevant bodies; (c) to develop procedures to facilitate and
improve the examination process; and (d) to consider the systemic implications
of such agreements and regional initiatives for the multilateral trading system
and the relationship between them (so-called “systemic issues”).

(a) Examination of RTAs

As of November 2000, 86 RTA reports are under examination according to
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the CRTA’s Annual Report. The examinations of facts are still proceeding, but
none of the reports have been adapted since the CRTA was established. (All of
the examination reports are mere drafts; they contain nothing more than descrip-
tions of the pros and cons.)

  

(b) Review to Improve Reporting on the Operation of Agreements

The “Understanding on the Interpretation of Article XXIV of the GATT”
obligates existing RTAs to report periodically to the Council for Trade in Goods
on the operation of the agreement (paragraph 11). This obligation does not ex-
tend to trade in services. In addition, RTAs under the Enabling Clause are re-
quired to notify and report to CTD, but adequate information to judge confor-
mity with WTO rules has not been submitted to CTD. This has led to considera-
tion to improve the required reporting on the operation of RTAs. While such ef-
forts are certainly necessary from the standpoint of improving the transparency
of implementation, detailed reporting is also a burden, and would represent an
additional obligation beyond existing legal obligations and overlap with the
TPRM process. The Committee is therefore discussing specific ways to imple-
ment a biannual reporting system.

(c) Review of Improve the Examination Process

To facilitate and improve the examination procedures by solving such
problems as those related to the increasing number of “after the fact” examina-
tion, and insufficient provision of information for the examination, the CRTA is
working to facilitate and standardize the provisions of information for examina-
tion of RTAs. For the standard format for the provision of information on RTAs,
Members have agreed on non-binding guidelines for both goods and services,
and the Committee took note of the Standard Formats. For the procedures to fa-
cilitate and improve the examination process, the Committee took note of the
non-binding, voluntary guidelines setting out notification timings, standard ex-
amination processing periods, and the composition of reports, containing the
Committee’s further consideration and improvement of the guidelines.

(d) Review of “Systemic Issues” between RTAs and Multilateral Trading Sys-
tem
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To deal with “Systemic Issues”, the WTO has created the “Checklist of
Systemic Issues” focused on identifying systemic issues as they emerged from
RTA examinations and interpretation of Article XXIV of the GATT. The Com-
mittee began considering approaches for the analysis of “Systemic Issues” using
the checklist. The Committee is considering the concepts of “other restrictive
regulations of commerce” and “substantially all the trade between the constitu-
ent territories” in Article XXIV:5 and 8, which are used to judge whether “other
regulations of commerce” in the RTA have raised the barriers to the trade of oth-
er contracting parties with such territories (see Figure 15-7).

Figure 15-7
Major Points of the Systemic Issues Emerged from WTO Rules for RTAs

1)  “The general incidence of ORCs” clause in Article XXIV:5

 Article XXIV:5 states that the RTAs shall not raise duties and ORCs to the
trade of third parties, but there is contention over how to judge whether barriers
have risen. Members have agreed that the evaluation under Article XXIV:5 of
“the general incidence of the duties and ORCs” shall in respect of duties and
charges be based upon an overall assessment of weighted average tariff rates,
and of customs duties collected, but there is still no agreement on the method to
be used in overall assessment of “the general incidence of ORCs.”

2)   Relationship between Article XXIV:4 and Article XXIV:5-9

Article XXIV:4 states that the purpose of RTA should be to facilitate
among the parties and not to raise barriers to the trade of third parties. Article
XXIV:5-9 defines the requirements and criteria for “duties and ORCs” main-
tained in an RTA, the obligated procedure under the GATT. In addition, defini-
tions of customs unions and FTAs are provided.

The divergence of opinions was addressed by the Members. One view, ad-
dressed by the EU and other members, has been that Paragraph 4 is clarified and
pointed out by the provisions of Paragraphs 5-9, which follow it. In other words,
Paragraph 4 itself is not a standard of judgement if the requirements of the pro-
visions of Paragraphs 5-9 are met; Paragraph 4 is then automatically met. They
therefore argue that even if the formation of a customs union results in the rais-
ing of new barriers to the trade of other contracting parties with respect to indi-
vidual measures, a customs union will not be recognized to “raise barriers to
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trade of other contracting parties” in Paragraph 4, as long as the general inci-
dence of ORCs “on the whole” is not higher or more restrictive than that in
Paragraph 5(a). The other view has been that Paragraph 4 is itself a standard of
judgement.

3)   The “substantially all the trade between the constituent territories” clause in
Article XXIV:8

Article XXIV:8 states that the range of liberalization under a customs un-
ion and a FTA must be "substantially all the trade between the constituent terri-
tories". No criteria have been agreed to for determining what constitutes “sub-
stantially" all trade in Articles XXIV:8. Two distinct conceptual views exist: one
emphasizes its quantitative dimension, and the other calls for a qualitative analy-
sis. Under the qualitative view of the term "substantially" all trade basically fo-
cuses on the possibility of an RTA to cover a large option of the parties' trade
and exclusion of major sectors, particularly agriculture, from intra-RTA trade
liberalization. One proposal has suggested integrating the quantitative and
qualitative approaches.

4)   Relationship between Article XXIV:8 and other provisions of the WTO
Agreements

Article XXIV:8 stipulates that the possible exceptions to “the duties and
ORRCs” to be eliminated include those measures found in Articles XI, XII,
XIII, XIV, XV, and XX. The fact that, however, Article XIX (Emergency Meas-
ures) and Article VI (Anti-dumping Measures) are not mentioned among the
possible exceptions is a source of contention. A number of questions have been
raised in CRTA discussions, within the context of either the extended scope of
WTO obligations after the Uruguay Round, or the characteristics of enlarging
existing customs unions, or both. Specifically, the issue is whether a customs
union’s existing measures such as safeguards measures, anti-dumping measures,
import restrictions (against third countries) can or should automatically be ex-
tended to new members of the union, and whether an RTA members can impose
a safeguard or anti-dumping type action only for countries outside of the region.
Different views have been expressed on whether there are justified by Article
XXIV:8 in the CRTA.
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ECONOMIC IMPLICATIONS

Two major economic effects of regional integration on trade and invest-
ment are effects and dynamic effects.

Static Effects

The elimination of trade barriers between parties of regional integration
changes the prices of goods and services traded in the region and therefore
changes trading volumes and the economic welfare of both parties and non-
parties. When barriers within the region are reduced and imports and exports
between parties expand, “trade creation” enables consumers in importing coun-
tries to consume the same imported goods and services more cheaply, while al-
lowing producers in the exporting country to earn higher profits from exports,
thereby improving the economic welfare of both parties.

The elimination of trade barriers, however, only applies to parties. Thus,
some of the goods and services that had been imported from non-parties will in-
stead be imported from parties in what is called the “trade diversion”.

Dynamic Effects

In addition to static effects, there are two other paths by which regional in-
tegration affects the economic growth of parties.

(a) Economic Growth from Productivity Gains

Integration is a factor in improving productivity (see below). This increases
the economic growth of parties.

The elimination of trade and investment barriers within the region expands
the size of markets, achieving economies of scale that improve productivity
(market expansion). The inflow of cheaper goods and services and the entry of
foreign capital encourage competition on domestic markets, which also im-
proves productivity (competition promotion). The inflow of foreign managers
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and technicians spreads managerial expertise and technology, which improves
productivity (technological spillover). Parties share expertise on more effective
policies and regulations, which improves productivity (policy innovation).

(b) Economic Growth from Capital Accumulation

Regional integration reduces the uncertainty associated with the policies
and regulations of parties, and may increase the expected return from invest-
ments in parties, resulting in the inflow and accumulation of foreign capital in
the form of direct investments, which contribute to the expansion of production
volumes within parties.

But if regional integration adopts trade policies that discriminate against
products from non-parties, then it may distort the investment pattern between
regions (investment diversion). For example, if regional integration results in
stricter rules of origin for non-parties’ products, then it will encourage direct in-
vestment in the region rather than exports to it.

Economic Evaluation of Regional Integration

The total impact of these effects on both parties and non-parties will de-
pend upon the specific content of the agreement, the market sizes of parties, in-
come levels, technology levels and industrial structures. From the perspective of
static effects, the impact of regional integration on non-parties is by nature to
create relatively higher barriers even if absolute barriers are not increased. Im-
ports from non-parties are placed at a competitive disadvantage to imports from
parties.

However, if the dynamic effects produce growth in real income in parties,
an increase in trade with non-parties can be expected, while improved produc-
tivity for regional industries also reduces the opposition to liberalization of trade
with non-parties, having a positive effect on future worldwide trade liberaliza-
tion.

Generally, the reduction of tariffs through the multilateral efforts in the
round has tended to decrease the level of discrimination against non-parties.
Nevertheless, new rules and policies that discriminate against and disadvantage
to non-parties can still be seen. Below are concrete examples of measures found
in some RTAs that may violate GATT/WTO principles and disciplines.
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(a) Substantial increase in difficulty of the conditions to acquire rules of
origin;

(b) Conditional rules to not apply tariffs on certain products, that are ap-
plicable only to certain corporations, but that are not applied to new
entrants;

(c) Increase of tariff rates imposed on non-parties just before a regional
integration agreement has been signed (forestalling).

These problems must not be repeated in the process of regional integration.
Integration should be pursued in such a way that non-parties can enjoy positive
trade effects while the substantial trade barriers are eased. In this respect, “open
regional integration”, the goal pursued by the APEC, is an effective measure.

PROBLEMS OF TRADE POLICIES
AND MEASURES OF RTAS

As mentioned above, necessity of Article XXIV of the GATT is not really
clear; it has not yet worked sufficiently. However, now that moves of conclu-
sions of many FTAs, such as the enlargement of the EU, the formation of the
Free Trade Area of America (FTAA) and the planning of the Trans-Atlantic Free
Trade Area (TAFTA)—have been extensive and that RTAs have been given
more and more weight in world trade, it is essential that RTAs do not constitute
excessive barriers against non-parties, and are administered in such a way as to
complement the multilateral trading system.

A large number of RTAs in the world nowadays creates a large influence on
world trade. From this standpoint, it is essential that RTAs be consistent with
Article XXIV of the GATT; attempts should also be made to administer them
with a view toward complementing multilateral trading system. We must be
cognizant that were Article XXIV of the GATT interpreted in an arbitrary fash-
ion that grants exceptions to the most-favoured-nation treatment rule, it would
risk turning the WTO into an empty shell.

Regional integration can have both positive and negative effects on the
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multilateral free trading system. That is why we advocate the use of the WTO
framework to minimize the adverse effects of regional integration while maxi-
mizing the positive effects of its anticipation of multilateral liberalization. We
should make every effort to see that the liberalization achieved within regional
integration is extended to the entire WTO at some point in the future.

During the course of the WTO Committee on Regional Trade Agreements
(CRTA) deliberations, Japan articulated the need for clearly stated rules to
minimize the adverse effects on non-parties during the debate on the interpreta-
tion of the provisions of Article XXIV. Japan also argued that the preamble and
body of Article XXIV should not be interpreted and judged formalistically, but
in relation to their conformity to the entire WTO Agreement, and particularly
within the context of most-favoured-nation treatment and the purposes of the
WTO.

There are three specific points to be made in this regard. First, when the
establishment of RTAs results in rules of origin being used to substantially in-
crease the barriers to trade on non-parties, then it is in contravention to the re-
quirement in Article XXIV:5 that restrictions on commerce may not be any
higher than prior to formation of the CU or the FTA. Second, clarification is
needed in the implementation of “substantially all the trade between the con-
stituent territories". Third, when a regional integration is enlarged, the safe-
guards and anti-dumping measures should not be automatically extended
without fresh investigations to establish injury to the domestic industry. Moreo-
ver, when they are applied, application only to non-parties and not to parties is
not justified under Article XXIV. For all three of these points, clear rules need to
be articulated.

1. EUROPEAN UNION

The European Economic Community (EEC), based on the Treaty of Rome
signed in March 1957, was established in January 1958. It was aimed at the cre-
ation of the Single Common Market. And by 1968, it completed the establish-
ment of a customs union and a common agriculture policy. They then went on to
remove barriers within the region, and to liberalize the movement of four basic
actors: “goods, persons (workers), services, and capital”. The Treaty of Maas-
tricht, which charts the course to political union as well as economic and mone-
tary union for the 12 countries of the “European Union (EU)”, took effect in
November 1993. Later, in January 1995, the accession of Austria, Finland, and
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Sweden brought its membership to 15. The Amsterdam Treaty amending this
treaty took effect in 1999, and the Nice Treaty containing further amendments
was agreed in December 2000. Thirteen countries, primarily from Central and
Eastern Europe, have applied for membership in the EU. In December 1997, the
European Council decided to initiate membership negotiations from March 1998
with six of these applicants: Cyprus, Hungary, Poland, Slovenia, Estonia, and the
Czech Republic. Membership negotiations (screenings) continue for these can-
didates. In December 1999, the European Council decided to initiate member-
ship negotiations with other candidates, including Malta, the Slovakia Republic,
Bulgaria, Romania, Latvia, and Lithuania. Negotiations have begun with some
of these candidates already. The EU recognizes Turkey as a candidate for mem-
bership, but has not begun negotiations.

From January 1994, the EU and three European Free Trade Association
(EFTA) countries (Norway, Iceland, and Liechtenstein) established a “European
Economic Area (EEA)” that goes beyond the scope of a FTA by including “lib-
eralization of the movement of persons (workers and self-employed persons),
goods, capital, and services, and enhanced and expanded cooperation in research
and development, environment, and other areas”.

To strengthen its relationship with each Central and Eastern European
country (CEEC), the EU has signed ten “Europe Agreements” that seek to es-
tablish FTAs (and ultimately accession to the EU in the future) by liberalizing
trade and removing tariffs on industrial imports, by reducing tariffs on agricul-
tural imports, by liberalizing investment and services, and by providing
economic cooperation. These agreements define a broad range of cooperation,
such as cooperation in the political, economic, and social spheres. EU members
must, however, ratify these agreements before they take effect. Because of the
time required to achieve ratification, the trade portions of the Europe Agree-
ments will take effect in the form of provisional agreements, and cooperation is
now moving forward in trade areas (the core of which is the establishment of
FTAs).

The EU is also strengthening its economic relationships with the countries
of the Mediterranean. It has begun to negotiate FTAs between Europe and the
Mediterranean countries to replace the former agreements signed in 1970s. The
new Europe-Mediterranean Association Agreements are being negotiated, to in-
troduce reciprocal trade liberalization for most industrial products, and trade lib-
eralization in services and free movement of capital. The objective of the EU
and Mediterranean countries is to establish a free trade area by 2010 (Figure 15-
8).
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Figure 15-8
RTAs Concluded by the EU

Agreements Parties Date of
Entry

   

Type of Agreement

Turkey 31/12/95 Customs Union
Andorra 1/7/91 CU (industrial products only)
San Marino 1/12/92 CU
Switzerland 1/1/73 Free Trade Agreement
Faeroes Islands 1/1//97 FTA
Mexico 1/7/00 FTA

EEA Agreement Iceland
Liechtenstein
Norway

1/1/94 FTA

Europe Agreements Hungary
Poland
Czech Rep.
Slovak Rep.
Bulgaria
Romania
Estonia
Latvia
Lithuania
Slovenia

1/3/92
1/3/92
1/3/92
1/3/92
31/12/92
1/5/93
1/1/95
1/1/95
1/1/95
1/1/97

FTA

Cyprus
Malta

1/6/73
1/4/71

Association Agreement  (CU)
(industrial products only)

Europe-Mediterranean
Association
Agreements Tunisia

Israel
Morocco
Palestine

1/3/98
1/6/00
1/3/00
1/7/97

Association Agreement (FTA)

Algeria
Syria
Jordan
Lebanon
Egypt

1/7/76
1/7/77
1/7/77
1/7/77
1/7/77

Cooperation Agreement*

South Africa 1/1/00 Trade, Development and Co-
operation Agreement (FTA)

The Fourth Lomé  Con-
vention

ACP Countries 1/9/91 Preferential Agreement

Source: European Commission’s website.

* Cooperation Agreement is the preferential agreement that obliges the EU to
liberalize trade unilaterally. These Agreements will be replaced by Association
Agreements (European-Mediterranean Association Agreements).
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There are also moves to build stronger regional cooperation with a broader
geographical area in addition to these neighbouring countries. In Latin America,
FTA with Mexico took effect in July 2000. And in December 1995, the inter-
regional framework agreement on EU-MERCOSUR cooperation, including
promotion of technical cooperation and legal frameworks enhancement to pro-
mote investment, intended to prepare the establishment of a comprehensive
political and economic association with MERCOSUR, FTA negotiations began
in 1999. In April 1999, the framework cooperation agreement with Chile took
effect, paving the way for a political and economic association. FTA negotiations
with Chile began in 2000. Furthermore, the EU and the United States have con-
sidered the creation of “the Trans-Atlantic Free Trade Area (TAFTA)”, including
extensive trade liberalization from 1994 to 1995, but this conception fizzled out
because of differences among views of EU members. The EU and the United
States adopted “The New Transatlantic Agenda” in the US-EU Summit meeting
December 1995 and “The Transatlantic Economic Partnership” in the US-EU
Summit meeting in May 1998, and are making efforts toward trade liberalization
on based its action plan.

The EU-Mexico FTA was finalized in November 1999 and took effect in
the following July. Mexico is a NAFTA party, so the agreement provides the EU
with a foothold in both Latin America and NAFTA. Mexico, for its part, became
a member of two FTAs each comprising giant markets, namely the United States
and the EUits lessening its dependence on the US and enhancing its “hub” func-
tions, which increases the potential for trade and investment.

This agreement is comprehensive and includes intellectual property rights,
government procurement, competition, and investment. In market access, indus-
trial goods are fully liberalized, and many service areas are also liberalized, with
the exception of audio/visual, air transportation and maritime transportation.
There are differences in the liberalization schedule due to the sensitivity of the
items in question and the differing degrees of economic development between
the EU and Mexico.

From the Japanese perspective, because components imported from Japan
into Mexico are subject to tariffs, locally produced products using these compo-
nents are at a competitive price disadvantage compared to those using European
or American components. Maquiladora, which used to offer duty-free imports,
were eliminated in 2000 for goods exported to North America. Many Japanese
companies (particularly in the automobile, industrial machinery, and electronics
industries) set up operations in Mexico as an export base to the North American
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market and are therefore directly exposed to the trade diversion affect. Japan’s
industrial world has expressed concern over this issue.

(a) Tariff Increases in Contravention to GATT Article II

The Tariff Schedules of the three new EU member states (Austria, Finland,
and Sweden) were replaced by the Common Tariff Schedule of the EU, which
resulted in higher tariffs on some items, most notably semi-conductors, comput-
ers, and transportation equipment, effective 1 January 1995. Japan therefore ini-
tiated negotiations with the EU for compensation under the provisions of Article
XXIV:6 of the GATT. These negotiations resulted in an agreement by the EU to
bring forward to 1996 the concession rates scheduled to take effect in 1997 un-
der the Uruguay Round Agreement, and to accelerate or further reduce final
concession rates for products, such as semi-conductors and photographic film.

In this case, the EU increased the concession rates of the new member
states without conducting prior negotiations with WTO members, with the ex-
ception of the United States. It would be problematic for the other countries in-
cluding Japan for such a practice to be repeated upon further enlargement of the
EU (the accession of the CEECs and the Baltic States). Prior negotiations under
Article XXVIII:1 of the GATT with interested countries must, in principle,
precede the increases in bound rates.

(b) Meeting the Condition of “Substantially All the Trade” Under Article
XXIV:8

The Agreements that the EU has signed exempt agricultural products or the
like from trade liberalization. We must consider fully whether the Agreements of
the EU would meet Article XXIV:8 of the GATT requiring that ORRCs be
eliminated on “substantially all the trade” within the region.

The EEA Agreement requires that parties make efforts to liberalize trade in
agricultural and marine products, but does not provide for the complete elimina-
tion of both duties and ORRCs. In Protocol 3, the EEA Agreement stipulates that
variable surcharges, reflecting differences in production costs within the area, be
retained for imports of vegetables and certain other agricultural products.

The European Agreement between the CEECs and the EU has special pro-
visions with respect to liberalizing trade in textiles, clothing, and agricultural
products (The CEECs must eliminate quantitative restrictions, quotas, and ap-



Regional Integration   Chapter 15

370

provals on specific imports from the EU and reduce duties on a limited number
of products. The EU must eliminate restrictions on imports from the CEECs,
while extending tariff quotas and reducing primary tariff rates on certain prod-
ucts). On the other hand, the elimination of duties and quantitative restrictions
are not provided in these special provisions.

The EU-Mexico FTA fully liberalizes industrial goods, but liberalization
for agricultural products averages only in the 60-70 percent range. In particular,
major agricultural products such as meat (beef, pork), dairy, and grain (wheat,
etc.) are scheduled for review within three years after the treaty takes effect
(2003). It is an effective delay of liberalization. These items will not be fully lib-
eralized at that time.

Regarding CUs, EU-Turkey CU excepts certain agricultural products from
trade liberalization, and EU-Andorra CU applies only to industrial goods.

(c)  “Automatic” Extension of Anti-Dumping Measures to New Members of the
EU, “Selective” Non-application of Anti-Dumping Measures Imports from
EU members

The enlargement of the EU resulted in “automatic” extension in the three
new member states of the anti-dumping measures (against third countries) im-
plemented by the 12 existing members. Japan protested this matter to the Euro-
pean Commission and final agreement was reached which provided a special ar-
rangement for expedited review, upon request, regarding the application of anti-
dumping measures for the EU as a whole. Automatic extension of anti-dumping
measures without fresh investigations to establish injury to the domestic industry
is, in our opinion, in contravention to the principle of Article XXIV:5 of the
GATT that obligates parties to not be “more restrictive” after the formation of a
CU than before. Nor do we consider it to be justified in light of the stronger dis-
ciplines on invocation of anti-dumping measures in Anti-Dumping Agreement.

Under Article XXVI of the EEA Agreement, a party to the agreement may
not invoke an anti-dumping action against imports from another party. Unlike a
CU, which is regarded as a single customs territory with a single “domestic” in-
dustry stipulated by Article VI of Anti-Dumping Agreement, the FTA parties
maintain separate and distinct domestic industries. Thus, the GATT provides no
justification for the EU to exempt the EFTA countries from application of an
anti-dumping measure and to impose anti-dumping duties on third parties in a
discriminatory manner simply based on the fact that it is a party of a FTA. We
think such action is not justified under Article XXIV of the GATT, and to do so
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would be in violation of Article I of the GATT (MFN Treatment).

(d) Increase in Polish Customs Duties on Automobiles

Poland raised its tariffs on imports of automobiles from 15 percent to 35
percent in January 1992, two months before the date of the enforcement of the
Europe Agreement (March 1992). This tariff rate will be reduced to zero percent
for automobiles from the EU after 1994 (20 percent in 1998, 15 percent in 1999,
0 percent in 2002), and the EU also established a zero-tariff import quota
(30,000) for EU automobiles from January 1993 (expanding the quota every
year). On the other hand it uniformly laid a 35-percent tariff on automobiles
from outside the EU.

Because Poland raised tariffs just before the entry into force of a RTA, we
suspect it violates GATT Article XXIV:5(b) of the GATT, which stipulates that
duties should not be raised upon the entry into force of an FTA. One could argue
that there was no violation of Article XXIV:5(b), because the tariffs were al-
ready raised at the time the RTA went into force. But in light of the fact that the
agreement had already been signed in December 1991 when the increases were
made, it is more logical to view it as increases in conjunction with the agreement.
Furthermore, if we were to allow this line of argument, it would be easy to evade
legal obligations.

In addition, there are non-transparent and uncertain elements regarding the
Europe Agreements between the EU and the CEECs. At the current stage, at any
rate, the zero-tariff import quota of the Europe Agreement is unlikely to meet
Article XXIV requirement of covering “substantially all the trade”. We therefore
find serious problems with the attempts to expand MFN exceptions, for example,
by establishing a non-tariff quota for the EU. Such non-tariff quotas are not jus-
tified by Article XXIV and therefore violate Article I and XIII. This is not isolat-
ed to the case regarding Poland—it may soon happen in other CEECs, where
due to the anticipated enlargement of the EU, barriers to the outside may be
raised and unjustifiable MFN exceptions created.

India requested the establishment of a panel on this matter in the GATT
Council in November 1994, which the Council granted. In September 1995, In-
dia again requested Article XXIII consultations with Poland under the WTO
rules. In August 1996, the two countries notified the WTO that they had a mutu-
ally agreed solution to DSB (Poland created a special quota of preferential tariff
rates for countries affected which qualify for the GSP).
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(e) Quantitative Restrictions in EU-Turkey Customs Union

 Turkey unilaterally imposed quantitative restrictions on textiles effective 1
January 1996 when entering into the Customs Union Agreement between the EU
and Turkey. These restrictions seek to preserve the EU’s remaining restrictions
on textile and clothing products under the MFA and cover exactly the same
items for which the EU has quantitative restrictions. This is a clear violation of
Article II of the Agreement on Textiles and Clothing, which bans the imposition
of any new import restrictions other than transitional safeguards for all measures
except those in place prior to the launching of the WTO. It also clearly violates
GATT Article XI, which provides for a general ban on quantitative restrictions,
as well as Article XXIV:5(a) stipulation that ORCs under a customs union shall
not be higher or more restrictive than those prior to the formation of such union.
With regard to this case, Japan participated as a third party in a WTO panel and
Appellate Body proceedings. As a result of examination by the WTO, these re-
strictions were found to be in violation of Article XI and XIII of the GATT, and
in violation of Article II of the Agreement on Textiles and Clothing.

(f) The Fourth Lomé Convention and EU Restrictions on Banana Imports

In December 1989, the European Community signed the Fourth ACP-EEC
Convention of Lomé with countries of Africa, the Caribbean, and the Pacific
(ACP). The Convention provided for preferential treatment between members
and their former colonies and under it ACP countries received preferential treat-
ment in banana imports. The number of ACP States parties to the Lomé Con-
vention at present is 71, 54 of which are WTO Members.

Prior to market integration, the EU banana import regime waived the 20
percent ad valorem tariff on imports from ACP States under the Convention of
Lomé, allowing their bananas to be imported tariff-free. Individual EU States
could, however, impose quantitative restrictions. In February 1993, a panel was
established at the request of Colombia, Costa Rica, Guatemala, Nicaragua, and
Venezuela (EEC-Member States’ Import Regime for Bananas (1993)). The panel
report was issued and circulated to Members in June 1993 and found the quan-
titative restrictions of EU members to be in violation of Article XI:1 of the
GATT (general ban on quantitative restrictions), and the special measures fa-
vouring ACP bananas to be in violation of Article I of the GATT (Most-
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favoured-nation Treatment) and unjustified under Article XXIV of the GATT.
The EU did not, however, allow this panel report to be adopted.

In February 1993, the EU decided to replace quantitative restrictions on ba-
nana imports with a tariff quota regime, and to move to a specific duty rather
than an ad valorem duty. The change took effect in July 1993. Five countries—
Colombia, Costa Rica, Guatemala, Nicaragua, and Venezuela—maintained that
this import regime violated Articles I, II, III and XI of the GATT. Consultations
failed to reach a mutually satisfactory solution, so a panel was established at the
request of these countries in June 1993 (EEC-Import Regime for Bananas
(1993)). The panel issued and circulated its report in February 1994, finding: 1)
the change from ad valorem to specific duties to be in violation of Article II:1 of
the GATT (requirement to apply tariffs that are not any more disadvantageous
than the bound tariff); 2) discrimination in the assignment and tariff rates for
tariff quotas to be in violation of Article I because ACP bananas were given
preferential treatment over those of other countries; and 3) the violation of Arti-
cle I to be unjustified by claiming that it fell under the FTA provisions of Article
XXIV.

In considering whether the preferential treatment of ACP bananas was justi-
fied in terms of Article XXIV, the panel focused on the Convention of Lomé and
the fact that only the EU undertook the obligation to eliminate trade barriers; the
ACP countries came under no obligation whatsoever. It therefore found that a
non-reciprocity agreement, in which only part of the parties in the region elimi-
nate ORRCs, did not constitute an FTA as defined in Article XXIV. The inter-
pretation that the EU had advocated under the provisions of Part 4 (Trade and
Development)—that the unilateral elimination of barriers to trade by developed
countries for the benefit of developing countries in treaties in which developing
countries undertook no obligation to liberalize should be considered to meet the
requirements of Article XXIV—was not adopted in light of the fact that a waiver
had been granted in the general most-favoured-nation treatment regime and that
an agreement had been reached on authorization conditions.

The panel report was brought to the Council in March 1994, but the EU
blocked its adoption. As the GATT terminated at the end of 1995, this panel re-
port was not adopted. During this period, the EU and the ACP States applied for
a waiver under Article I:1 for the Fourth ACP-EEC Convention of Lomé. It was
granted by the session of the Contracting Parties to the GATT 1947 in December
1994.

During the Uruguay Round negotiation, the EU offered an increase in the
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amount of tariff quota for bananas in exchange for withdrawal of the panel pro-
ceedings and reached on agreement with four countries except Guatemala. From
January 1995, the quota allocations were implemented with respect to Colombia
and Costa Rica according to the agreement.

Later, the new EU banana import system, established after the waiver had
been obtained, resulted in a complaint being filed in May 1996 by the United
States, Guatemala, Honduras, Mexico, and Ecuador claiming violations of Arti-
cle I and XIII (Non-discriminatory Application of Quantitative Restrictions).
The panel was then established and in September 1997. At a DSB meeting, panel
report submitted in April 1997 and a report by the Appellate Body submitted in
September of the same year were adopted. (See Chapter 1 Most-Favoured-
Nation Treatment Principle for a discussion of the content of this report. See
Chapter 14 “Unilateral Measures” for the dispute between the United States and
the EU over the implementation of the recommendations.)

2. THE NORTH AMERICAN FREE TRADE AGREEMENT
(NAFTA)

The North American Free Trade Agreement (NAFTA), which is an RTA for
the United States, Canada, and Mexico, was signed in December 1992 and went
into effect in January 1994. It seeks to eliminate barriers to trade within the re-
gion, and to establish a framework for international cooperation. To do this, it
will establish rules for investment, intellectual property rights, and competition
policy in addition to rules on trade in goods and services, such as elimination of
tariffs and quantitative restrictions within the region, harmonized rules of origin,
etc.

NAFTA has strengthened relationship with the Latin American countries. In
December 1994, the three NAFTA parties agreed with Chile to begin negotia-
tions on its membership in the RTA (the FTA with Canada in July 1997 and with
Mexico in August 1998 took effect, and agreed to begin the FTA negotiation
with United States). During the Summit of the Americas held at roughly the
same time, with participation from 34 countries in the Americas except Cuba,
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agreement was reached to conclude negotiations on the Free Trade Area of the
Americas (FTAA) by 2005.

The Maquiladora program, which accorded privileges such as special tax
treatment to foreign-invested manufacturing plants near the border, including
Japanese companies producing goods for the North American market, was sig-
nificantly modified in 2000 pursuant to Article 303 of NAFTA, severely limiting
the scope of the privileges.   

(a) Strengthening of Rules of Origin

NAFTA adopts the change in tariff heading (“CTH”) approach as rules of
origin used in the United States-Canada FTA. However, the number of goods
subject to origin requirements in addition to the CTH has increased relative to
the U.S.-Canada FTA. As a result, more and more parts and materials of finished
goods are required to be of NAFTA origin, frequently resulting more restrictive
in rules applied in the U.S.-Canada FTA rules.

The substantial strengthening of Rules of Origin may well violate Article
XXIV:5 of the GATT which stipulates “Duties and ORRCs” shall not be higher
or more restrictive than the corresponding duties and other regulations of exist-
ing in the same constituent territories prior to the formation of the FTA.

Under the US-Canada FTA, textile products satisfy the origin rule if the
fabrics originate in the region. Under NAFTA, however, products must be pro-
duced from yarns originating in the region in order to meet North American
origin rule (Figure 15-9).

Figure 15-9
Comparison of the Rules of Origin for Textiles Products

Between the United States-Canada FTA and NAFTA
Yarn Origin Fabric

origin
US-Canada

FTA
NAFTA

Inside Inside * *
Inside * #

Outside Outside # #

Note: An asterisk (*) means to be treated as US-Canada or NAFTA origin,
and a sharp (#) means the reverse.
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Colour television sets (CTVs) are considered to be of either United States
or Canadian origin if they satisfy 50 percent value-content requirement in the
US-Canada FTA. For CTVs over 14 inches to qualify as North American under
NAFTA, however, the colour picture tube (CPT) or at least either the funnel or
front panel of the CPTs must originate in North America. After January 1999, in
addition to the foregoing, components such as tuners and tuner control systems
and audio detection and amplification systems must be of NAFTA origin for a
CTV to qualify for North American origin status.

With respect to automobiles, both the US-Canada FTA and NAFTA require
a change in tariff heading and a certain level of local content. Local-content re-
quirement is 50 percent in the US-Canada FTA. However, NAFTA’s initial 50
percent requirement will be raised eventually to 62.5 in the future. In addition,
NAFTA did not follow the United States-Canada FTA in its “roll up” of certain
automobile components when calculating the regional value content of finished
automobiles. Under the United States-Canada FTA, as long as the completed
part has originated in the region, the entire cost of the part is included in the re-
gional value content of the finished vehicles (the entire cost will be excluded if
the completed part does not originate in the region). Instead, NAFTA adopts the
“tracing” rule, which only allows the North American materials or components
constituting certain North American auto parts that can be included in the re-
gional value content requirement. Since the calculation method of local content
is different in the two FTAs, figures used in each FTA cannot be simply consid-
ered as equivalent (Figure 15-10). Nevertheless, considering the adoption of the
tracing rule, origin rules for automobiles have been strengthened under NAFTA.
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Figure 15-10

How NAFTA Calculates the Local Content of Automobiles
NAFTA METHOD

                                      (Net costs) - (Value of parts from outside the region)
   Local content rate =   ---------------------------------------------------------------
                                                                     Net costs *

To calculate the value of non-regional parts, NAFTA uses a “tracing method” rather than
the “roll-up method” used by the United States-Canada FTA. The use of the tracing method
enables the actual value of non-regional parts to be calculated regardless of whether they have
more than 50 percent local content.
  * Net costs are defined as the ex-factory price. However, if this price includes marketing

costs, royalties, or shipping, those expenses are deducted.

(Reference: The Method of the US-Canada FTA )

                             (Price of parts and materials originating in the United States or Canada)
+ (Direct assembly costs in the United States or Canada)

   Local content =  ----------------------------------------------------------------------------
                                                           Price of the exported product

  Because the roll-up system is used for calculations of local content, a part with 50 percent
local content will be counted as a 100 percent domestic part, while one with less than 50 per-
cent local content will not be counted at all.

(b) Coverage of the Agreement

With respect to trade in agricultural goods, NAFTA consists of three sepa-
rate agreements: one between Mexico and the United States, one between Mexi-
co and Canada, and the US-Canada FTA, which will continue to apply to trade
between those two parties. Import restrictions between the United States and
Mexico were replaced by tariff measures when NAFTA took effect. Between
Canada and Mexico, however, quantitative restrictions and tariffs remain on
dairy products, sugar and sugar confectionery, and chicken and egg products.
Between the United States and Canada, the US-Canada FTA provides a schedule
for eliminating tariffs on agricultural products, but not for abolishing non-tariff
measures on such products. Certain tariffs on fresh fruits and vegetables will al-
so remain.

Quantitative restrictions on agricultural products between the United States
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and Canada and between Canada and Mexico are allowed under the provisions
of Article XI of the GATT, but they are limited to the extent that such restriction
is necessary under the provision Article XXIV:8(b) of the GATT. Japan should
monitor the WTO consistency of these measures.

(c) “Selective” Non-Application of Safeguard Measures on Imports from the
NAFTA Parties

Article 802 of the NAFTA allows the parties not to apply safeguard meas-
ures to the other NAFTA parties in taking a safeguard measure. Safeguard meas-
ures are emergency measures to protect domestic industry and therefore involve
a temporary suspension of the other obligations under the GATT. It is not ration-
al to apply them selectively only to imports from non-parties while giving pref-
erential treatment to imports from the parties. We therefore see the “selective”
non-application of safeguard measures under NAFTA as a violation of Article
XXIV:8(b) of the GATT.

(d) Transition Period

Schedules for eliminating tariffs and non-tariff barriers within the region
vary according to the countries. With respect to certain goods, there is a no less
than 15-year grace period before elimination of the tariffs and non-tariff barriers.

1)  United States - Canada (under the terms of the US-Canada FTA):

All import restrictions, except for those on agricultural products, were
completely eliminated by 1 January 1998.

2) Canada - Mexico:

Restrictions on imports from Mexico into Canada of products for
which schedules have been formulated will be eliminated by 1 January
2003. Restrictions on imports from Canada into Mexico of corn, kidney
beans, and certain other products for which schedules have been formulat-
ed will be eliminated by 1 January 2008. Restrictions on imports of other
products will be eliminated by 1 January 2003 at the latest.

3) United States - Mexico:

Restrictions on imports from Mexico into the United States of sugar,
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sugar confectionery, glass products, watches, and other goods will be
eliminated by 1 January 2008. Restrictions on other imports will be elimi-
nated by 1 January 2003 at the latest. Restrictions on imports from the
United States into Mexico will be eliminated according to the same sched-
ule as imports from Canada into Mexico.

As the conditions of interim agreements, WTO rules need “the formation of
a such a customs union or of such a free-trade area within a reasonable length of
time” (Article XXIV:5 of the GATT), “The reasonable length of time . . .  should
exceed 10 years only in exceptional cases” (The Understanding on the Interpre-
tation of Article XXIV). But the NAFTA parties have not explained clearly why
a period in excess of ten years is required. Reasonable doubts remain as to
whether the treaty meets the requirements for an interim agreement.

3. MERCOSUR (EL MERCADO COMUN DEL SUR)

MERCOSUR took effect in January 1995. MERCOSUR is composed of
four countries—Brazil, Argentina, Uruguay, and Paraguay—and is an interim
agreement that seeks the establishment of a customs union by 2006.

In September 2000, a Latin American summit meeting decided to begin
negotiations in early 2001 to establish a free trade area between MERCOSUR
and the Andean Group (Colombia, Venezuela, Ecuador and Bolivia). In 1996,
MERCOSUR signed the FTAs with Chile and Bolivia, making both countries
quasi-members of MERCOSUR. And MERCOSUR is also expected to sign the
FTA with Mexico. This expansion will give MERCOSUR substantial weight in
the Free Trade Area of the Americas (FTAA) scheduled for completion in 2005.

The inter-regional framework agreement on cooperation with the EU took
effect in December 1995, and declared the start of FTA negotiations at a summit
meeting held in June 1999 (Subsection 1).

(a) Degree of Progress Toward “Substantially the Same Duties”

The common tariffs on goods from non-parties are between 0-20 percent
for about 85 percent of all items (total of 9,000 items). Exceptions are permitted
for parties. These exceptions were to be shifted to common tariffs by the end of
2000. But each party may make a list of goods to be excepted, with a maximum



Regional Integration   Chapter 15

380

of 100 goods from 2001 to 2002, and can change 20 goods through a review
every six months. MERCOSUR gives the parties a maximum of 11 years to
make the transition to common tariffs (Argentina and Brazil by 2001, and Uru-
guay and Paraguay by 2006 intend to phase in the common tariffs). We need to
watch closely to ensure that the agreement meets the condition in Article
XXIV:8(a)(ii) of the GATT for “substantially the same duties”.

(b) New or Higher Common Tariffs

The Common tariffs of some items exceeded the concession rates by the
application of the MERCOSUR common tariffs. MERCOSUR did not follow
Article XXIV:6 of the GATT, initiated the concession amendment procedures
found in Article XXVIII to negotiate adjustments with interested countries be-
fore the common tariffs were imposed. The common tariffs took effect in Janu-
ary 1995, violating the interests of its trading partners in contravention of Article
II of the GATT. Japan, the EU, Canada, and other countries have therefore re-
served the right to negotiate with MERCOSUR under Article XXIV:6.

Moreover, in November 1997, Brazil uniformly imposed a 3 percent in-
crease in the tariffs on most of the common tariff and exceptions (most common
tariffs’ rate was raised from 14 to 17 percent, the maximum tariff rate was raised
from 20 to 23 percent, the rate on excepted capital goods was raised from 17 to
20 percent, and the rate on automobiles was held at the current level of 63 per-
cent). MERCOSUR parties raised common tariffs by a flat 3 percent until De-
cember 31, 2000 as a provisional measure, but afterwards, reduced only 0.5 per-
cent because Brazil requested the extension on the grounds that its economy was
in bad shape. Such hikes in common tariffs contravene Article XXIV:4, which
states that “the purpose of a free-trade area should be not to raise barriers to the
trade of other contracting parties with such territories”, but also may well violate
Article II.

(c)  “Selective” Non-application of Safeguard Measures on Imports from the
MERCOSUR Parties

MERCOSUR’s common safeguard rules are not clear on whether non-
parties will be exempted. However, MERCOSUR parties ware exempted when
Brazil enacted safeguard measure for toys in January 1997 and Argentina for
footwear in September 1997. Exempting parties and selective application of
safeguard measures to non-parties is violation to the non-discrimination rule in
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Article II:2 of the Agreement on Safeguards, and is also in violation of Article
XXIV:8(a)(i) of the GATT. With regard to the footwear safeguards case, the EU
requested the establishment of a panel, and it came to conclusion that applying
safeguards selectively was not justifiable.

4. AFTA— ASEAN FREE TRADE AREA

The ASEAN Free Trade Area (AFTA), which was agreed to at the ASEAN
summit meeting in January 1992, is the free trade area covering ten ASEAN
members. AFTA parties began to reduce their tariffs from January 1993. AFTA
parties employ a system known as “Common Effective Preferential Tariffs”
(CEPT), in which they phase in tariff reductions within the region, ultimately
seeking intra-regional tariffs of 0-5 percent by 2003. Quantitative restrictions on
CEPT items will also be eliminated by 2003. But the ASEAN summit meeting in
December 1998 decided that Expansion of CEPT products and acceleration of
the implementation of the reducing them would bring forward from 2003 to
2002. As result, the six members of ASEAN (Philippines, Thailand, Malaysia,
Singapore, Brunei, and Indonesia) will implement AFTA in 2002 by being ad-
vanced by one year from the former implementation goal of AFTA.

The ASEAN Industrial Cooperation (AICO) scheme took effect in Novem-
ber 1996 ahead of the CEPT. Goods with at least 30 percent ASEAN domestic
capital and 40 percent ASEAN content are eligible for preferential duties of 0-5
percent as bilaterally agreed upon between the parties under the AICO frame-
work.

The 1998 ASEAN summit meeting decided to waive application for two
years (1999 and 2000), conditional upon a minimum of 30 percent local capital.
The economic ministers meeting for 2000 extended this measure for a further
year until the end of 2001.

In November 2000, a protocol on temporary exceptions to the CEPT was
signed at the ASEAN summit meeting. This protocol establishes reservation
procedures for parties that are unable to meet the deadline for transfer of CEPT-
excluded items to CEPT coverage, or who are unable to make the tariff reduc-
tions initially committed to. When serious problems are created for the party be-
cause of the implementation of CEPT (designation of applicable items, etc.), the
member is allowed to temporarily reserve implementation of the reassignment or
tariff reduction. If it is unable to reach accommodations with other members,
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other members are allowed to take retaliatory measures—suspending tariff re-
ductions for the party, for example. Japan will continue to monitor the applica-
tion of these procedures and other developments in AFTA.

Handling of RTA for Which Notification is Received Under the Enabling Clause

As we have already noted, AFTA provided notification to the Committee on
Trade and Development (CTD) as mandated by the Enabling Clause, but there is
still no consensus on whether it should be reviewed for conformity to Article
XXIV of the GATT.

In February 1993, the United States, the EU, and other members argued be-
fore the GATT General Council that the CEPT at the core of AFTA required de-
tailed review because it sought to create an integrated market. CEPT, they said,
was an agreement on comprehensive tariff reductions. Therefore, not only was it
extremely important from the GATT perspective, it also went well beyond the
size and scope of the regional agreements intended by the Enabling Clause. On
the other hand, ASEAN argued that CEPT was an RTA between developing
countries as defined in Paragraph 2(c) of the Enabling Clause, and notice of
CEPT having been provided to the CTD, and subsequent handling was up to the
ASEAN members themselves. A solution to the impasse has not yet been found.


