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Abstract

This study investigates the impact of rules of iorigROO) on the Malagasy textile and clothing
industry. The ROO of two different preferentialdirag arrangements for developing countries,
the African Growth and Opportunity Act (AGOA) ofdlUS and the Lomé/Cotonou agreement
of the EU, are compared and related to Malagasthidg exports and textile imports. The
AGOA ROO are found to be more liberal than the omesomé/Cotonou, especially when it
comes to input sourcing. This study shows thattsROO have a negative impact on Malagasy
clothing exports. Clothing exports to the EU teodjtow slower, be less diversified and use less
diversified inputs than exports to the US. Furtlsdrict ROO are not found to increase vertical
integration in the Malagasy textile and clothingustry. It can therefore be questioned whether
using strict ROO as a tool for development polieyhighly fragmentized sectors is effective.
Lastly, the utilization rates for AGOA apparel anggher than the ones for Lomé/Cotonou
apparel, reflecting the higher costs of exportinghte EU due to strict ROO. In conclusion, the
limited input sourcing possibilities in the Lomét8oou ROO can be said to have limited the

expansion and diversification possibilities of Malagasy textile and clothing industry.
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1 Introduction

Rules of origin (ROO), which are an essential toolinternational trade, determine the
geographic origin of goods. The policy usages ofCR@e diverse and include for example
collecting trade statistics, applying import tesiind safeguard measures, marking products as a
service to consumers and imposing anti-dumpingedutin unfairly traded goods. In addition,
ROO are also used in Preferential Trade Agreem@hi#s) to ensure that only the intended
countries benefit from preferential treatménGlobalization has lately made production
processes more fragmentized and increased the mwhBT As in the word rapidl§.This has

made origin marking harder and in turn highlightieel importance of ROO.

The increasing importance of ROO has meant thaeraad more attention has been diverted
towards them. Their supply-switching effects thioumflexible input sourcing rules and
administrative costs have been found to have ativegeffect on tradé.Questions about how
trade enhancing a PTA with strict ROO really isdéverefore been raised. Rules of origin also
reduce the value of the tariff concessions in pegfgal trading arrangements for developing
countries’ This is problematic since it limits trade creatmmd development for poor countries
and hence counteracts the whole purpose of thadengy arrangements. Critical voices have
even accused ROO of being a form of hidden prateisin® These accusations make it
interesting to examine to what extent ROO can &ffexle between countries in general and

especially in the case of preferential tradingrageaments for developing countries.

Madagascar is one example of a developing couhty is dependent on preferential trading
arrangements. In order to reduce poverty, Madagakes chosen an outward-looking
development strategy where the Export Processinge 4&PZ), Zone Franche, has played a

crucial role. The Malagasy EPZ is one of few ecoitosuccess stories in sub-Saharan Africa

! Ahmad (2007) p. 1

2 Ghoneim (2003), p. 598

% Augier, Gasiorek and Lai-Tong (2005) p. 576
* Brenton and Manchin (2003) p. 767

® Ahmad (2007) p. 1



and the reason behind the success is foremostraibgd extile and Clothing (T&C) sector. The
sector’'s expansion has been heavily reliant ompth&erential access to both the European Union
(EU) and the United States (US) granted to Madagafer being a Least Developed Country
(LDC). The ROO for clothing in the EU and the UXferential trading arrangements differ
however. The EU rules have traditionally been gsitect while the US rules are known to be
liberal, especially in terms of input sourcing. 3fact makes Madagascar an excellent candidate

for a case study on the impact of ROO on the T&me

1.1 Purpose

The purpose of this study is to examine the imp&d®OO on the T&C sector in Madagascar.
The analysis focuses on final good exports andtimpports to study the effects of liberal versus
strict ROO and aims at answering the following:

* Is it possible to see different trade patterns wiitd US and the EU when it comes to
Malagasy clothing exports? If so, what are theeddhces and can they be related to
ROO?

* Further, can ROO be deemed to influence the chaoiidaputs in the Malagasy T&C
industry? In what way?

« To what extent is preferential access requested/dagasy clothing exports to the US
and to the EU? Is there a difference between tlieation rates for AGOA and

Lomé/Cotonou apparel?

1.2 Delimitations
The paper is mainly based on data up until the 8&6. This means that the effects of this

year’s political crisis in Madagascar and of thevriaterim Economic Partnership Agreement
(IEPA) between the EU and Madagascar are not cdvieyethe data and hence not analyzed
further. The IEPA is however mentioned in chapterrfand chapter six includes a short update

to recent events and their possible long-term &ffer Madagascar.



1.3 Method and Material

The study is based on economic theory in relatoneconomic integration and ROO. A
comparative method is used to examine the diffagnif any, between the trade effects of the
US and EU ROO. The trade effects are analyzed bling at export and import responses to
the different preferential trading arrangements.particular, the composition of final good
exports to different markets is examined and rdlabethe imports of input material. The data is
collected from the United Nations Commaodity TradatddbBase (UN COMTRADE), the EU’s
Eurostat and the US Office of Textiles and App&@@ETEXA). The classification system used for
data collection from UN COMTRADE is the Standartehnational Trade Classification (SITC)
revision 2. This older system is used in order & fpng time series on a reasonably
disaggregated level. Utilization rates of the preféal trading arrangements and an examination

of domestic input alternatives also serve to de¢pemnderstanding of the effects of ROO.

As a complement to the quantitative method desdrdimve, interviews were also conducted in
Madagascar to get a better knowledge of the Malat@dile and clothing sector. Interviews

were held with representatives for private sectganizations, companies and the Delegation of
the European Commission in Madagascar. It is ingmbrto note that this is only a case study
and that the interviewed companies and organizatitinnot represent a scientific sample of the
textile and clothing sector in Madagascar. The aendripolitical situation in Madagascar also

forced me to shorten my stay in Antananarivo anderthe number of visited companies quite

small.

All material, except interviews, in this paper @llected from articles published in scientific
journals, reports from leading organizations/redeacenters like the World Bank or from
electronic sources. Electronic sources are foremaéisin from the sites of governments and such
organizations just mentioned to get a high relighilData has been collected from different

well-known sources, see above, and then companetike sure that a just result is presented.

1.4 Disposition
Chapter two of this paper gives a quick backgrotmdthe textile and clothing sector in

Madagascar. Special attention is devoted to the'E€iportance for the sector’'s development
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and the effects of the phasing out of the MultigFiBgreement (MFA). The next chapter covers
the economic theory in relation to ROO to give eotietical background to the examined issues.
Chapter four further describes the different preféal trading arrangements of the EU and the
US, Lomé/Cotonou and the African Growth and OppatjuAct (AGOA). This is followed by
chapter five which presents the empirical mateofathe paper. This part is focused on the
Malagasy export and import responses to Lomé/Catomod AGOA and these responses’
connection to ROO. Finally, chapter six summarithesstudy’s findings and gives an update to
the latest developments in the Malagasy textile@othing sector.

1.5 Previous Research
A few studies have previously examined the impdcR®O on clothing exports from sub-

Saharan Africa. The entry into force of AGOA trigge several comparative studies on the
effects of the EU and US preferential trading ageaments for LDCs. Most of the studies
mentioned below looked at sub-Saharan Africa asoapgand Madagascar was included in a

majority of the samples. None of the studies iasecstudy of only Madagascar.

That strict ROO have a negative effect on preféabmarket access is generally accepted and
supported by findings by Cadot, Djiofack and De &feWhen it comes to African clothing
products, it is foremost the limitations in fabrsourcing that reduces the effects of tariff
concessions. Portugal-Perez has investigateduttser and found that the relaxing of ROO by
allowing producers to use fabric from anywhereha tvorld would increase African clothing
exports by as much as 300 %. Rules of origin hés@ lzeen found to restrict the possibilities of
export diversificatiod. De Melo and Portugal-Perez have showed that tésdriction of
diversification is expected to be in the 30-60%geshin addition, Ahmad has concluded that
liberal ROO lead to increased sourcing from devel@gountries which means that strict ROO
serve as impediments to South-South trade. The afotis limited South-South trade as an
effect of strict ROO is estimated to be USD 20 imillannually’ Rules of origin have also been

showed to restrict developing countries when it esnto efficiency and producer networks.

® Cadot, Djiofack and De Melo (2008) p. 45
" Portugal-Perez (2008) p. 21

® De Melo and Portugal-Perez (2008) p. 19
°® Ahmad (2007) p. 34
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Brenton and Ozden found that more liberal ROO wanttease the African textile and clothing
producers’ possibilities to create an efficientustty through enhanced integration into global
and regional production networkSFinally, PricewaterhouseCoopers conducted a dasky sf
the garment sector in Lesotho on behalf of the gema Commission in relation to the Economic
Partnership Agreement (EPA) negotiations. The tspieferential ROO were found to be the
core reason for the low volume of Southern Afri€evelopment Community (SADC) clothing
exports to the EU. Increased fabric sourcing flakybthrough a single transformation rule, as

AGOA ROO, or lower value-added thresholds were meoended:

1% Brenton and Ozden (2005) pp. 20, 22
! pricewaterhouseCoopers (2006) pp. 37, 72
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2 Madagascar and Textiles

Chapter two serves as a background chapter and tairgs/e a better understanding of the
present situation in the Malagasy textile and d¢fgghindustry. The first part is a sketch of the
economic background of the country, which is fokalAby an introduction of the Malagasy T&C
sector. A special focus is diverted to the EPZ'd #re Multi Fiber Agreement’s importance for
Malagasy clothing exports.

2.1 Madagascar’s Economic Background
In the first years of independence from the Frecalonial rule in the 1960s, Madagascar was

one of the better-off countries in sub-Saharan c&frivhen it came to income and living
standards. This head-start was later lost dueetmdks of economic mismanagement during
which per capita income declined, from USD 473 &7 to USD 290 in 2005’ In the 1980s,
the government started to implement reforms suppgoblly the International Monetary Fund
(IMF) and the World Bank, in an attempt to get toeintry’s economic situation back on track.
Import substitution was abandoned in favor of aemmrtward-looking development strategy and
the allocation of public resources was improveth the mid 1990s, the economic effects of the
reforms finally started to materialize in termshijher Gross Domestic Product (GDP) growth
and increased exports. So far the economic impremésnhave however only reached a few
geographical areas due to inadequate redistribytiicies’* Madagascar is today one of the
poorest countries in the world, and more than twal$ of the population live below the poverty
line of USD 1 a day. The country has a Human Dguakent Index (HDI) of 0.533 which ranks
the country as number 14®ut of 177 countries. The ranking places Madagassa country of

medium human development, surrounded by countkiesNepal and Camerodn.

12http://Web.WOI’ldbal’lk.OI‘g/VVBS|TE/EXTERNAL/COUNTR|E/SFRlCAEXT/MADAGASCAREXTN/O,,menuP
K:356362~pagePK:141132~piPK:141107~theSitePK:3588bAtmI

13 Cling, Razafindrakoto and Roubaud (2004) p. 5

1* AfDB/OECD (2005) p. 279

'3 http://hdr.undp.org/en/statistics/
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Figure 2.1 shows the annual GDP growth from 19920@6. The overall positive picture is only
disrupted by the negative growth rates of 1991 200R. That economic progress was put to a
halt these years is explained by severe politicstiability. The big drop in the growth rate from
2003 to 2004 is partly explained by the two violeytlones that hit Madagascar in the
beginning of 2004° Cyclones are a recurrent problem every rain seasdnoften have severe

consequences for the already poor Malagasy popalati

Figure 2.1 - Madagascar’s annual GDP growth in ¥9092006
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2.2 The Textile and Clothing Sector

The labor-intensive textile and clothing sectoa isey sector for many developing countries. It is
a sector, possibly the only successful one, wheoe pountries have been able to diversify and
increase exports. This has been possible througbloieation of developing countries’

comparative advantage in low-cost labor. Furthesratieristics that make the T&C sector
suitable for developing countries are low startiuyestments, simple technology, a demand for
low-skilled labor and limited importance of scaloromies. That many LDCs in sub-Saharan
Africa have preferential access to the EU and U$keta has provided an additional incentive

for developing T&C production in this area of therid.*’

Madagascar’'s T&C industry is one of the fastestaexiing in sub-Saharan Afri¢A.The sector

has gone through a period of impressive growthesthe government’s more liberal economic

16 AfDB/OECD (2005) p. 280
" Brenton and Ozden (2005) p. 4
'8 Nicita (2006) p. 5
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policies were introduced in the late 1980s. Thdm&cexpansion has been especially positive
during the last 15 years after the creation ofERZ. In 1990, the number of garment producing
firms was only 13° In 2007, this number had increased to 120. By therMalagasy garment
manufacturers employed 120 000 people, making ®%€ $ector supply over 30% of formal
jobs in the econom$f The textile and clothing sector’s focus on expgms made clothing the

dominant export good today, as can be seen in Tablbelow.

Table 2.1 - Top 5 exported products in 2806

USD million % of total export

1. Articles of apparel and clothing accessories 583 49,9
2. Fish, crustacean and molluscs, and preparations thereof 218 18,6
3. Coffee, tea, cocoa, spices, and manufactures thereof 133 11,4
4. Vegetables and fruit 40 3,4
5. Miscellaneous manufactured articles, nes 23 1,9
Other commodities 172 14,7
Total 1169 100

Source: UN COMTRADE

Figure 22 — Textile and clothing exports as a share ofltexgort?
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Further, Figure 2.2 shows the evolution of texdtel clothing exports as shares of total export.

From having had a negligent share of exports irb#gganning of the 1990s, clothing alone now

19 http://www.mefb.gov.mg/don_stat/don_sec/t12_nbgéls

% Global Development Solutions (2007) p. 21

%L The products are classified according to SITC Rewhere Articles of apparel and clothing accessoriesve
number 84,Fish, crustacean and molluscs, and preparation reébEnumber 3,Coffee, tea, cocoa, spices &
manufacs. thereaiumber 7 Vegetables and fruhumber 5 andMiscellaneous manufactured articles, masmber
89.

22 Exports are mirror exports.
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accounts for 50% of total exports. Textile has twe bther hand had a rather stagnant
development and has therefore not contributedacs#ttor’'s expansion. In addition, the Figure
shows that exports of clothing were hit hard bypbétical crisis in 2001-2002 but also that the
sector recovered quickly and now exports more thefiore the crisis year of 2002. Finally, it
seems like the fast expansion pace of clothing eggtas experienced a slowdown since 2005
which could be explained by the phasing out ofNhdti Fiber Agreement, see section 2.2.2 for

more information.

The main destinations for Malagasy textile andhstaj exports are the EU and the US. Europe,
and in particular France, has traditionally beer tmost important trading partner for
Madagascar. The entry into force of AGOA in 2008 hawever changed the picture and the US
IS now also a major export destination. In the y#206, the EU and the US received 52% and
43%, respectively, of Madagascar’s total T&C expoithe export to the US has showed a
slowdown the last few years, while the export te HU on the other hand has been increasing
slightly.?® Most of the clothing exports go to specializeditet chains, supermarkets and mail
order firms like the GAP, Carrefour and La Reddte.

2.2.1 Export Processing Zone
The Export Processing Zone, or Zone Franche, wesdinced in 1990 as a part of the export-led

growth strategy under the structural adjustmengam of the IMF and the World Bank. Law
91.020, passed a year later in 1991, defines tles for the free-zone compani@sThe main
eligibility requirement for EPZ participation is gort orientation. Companies must export at
least 95% of their production or provide services/ar inputs to EPZ exporters. In addition,
employment opportunities must be created and adegeavironmental safeguards must be
provided. Companies should also “strive to achiewgnificant technical know-how and

technological transfer®

The rewards for meeting the requirements are fonrséveral tax breaks and special regulations

concerning foreign ownership. EPZ companies arengkdrom all duties and taxes on both

> COMTRADE and author’s calculations

4 Limantour (2006) p. 12

%5 Cling, Razafindrakoto and Roubaud (2004) p. 5
% Cadot and Nasir (2001) p. 6
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exports and imports. However, in order to hindem$é supplying the local market from setting
up an EPZ company, a Value Added Tax (VAT) on ingarinputs was introduced in 1997.
This VAT can later be refunded if the company shamgroof of export of the final good for
which the input was imported. There is also a texamption from profit tax the first 2 years for
labor-intensive farming and fishing companies, #mal first 4 years for industrial and service
companies (i.e. T&C companies). After the firstagrgeriod, companies pay a fixed 10% in
profit tax which is substantially lower than thermal 35% for non-EPZ companies. Moreover,
companies are given a profit tax reduction equab®% of the cost of new investment. Important
is also the special access to foreign currencythadotal freedom for capital transfers for all
EPZ companie$’ A 100% foreign ownership is further allowed as Ives free repatriation of
profits after payment of taxes. Since foreignemsl@amot get property rights to land at the time
of the passing of the EPZ law, foreign companiesevgganted 99 year leases for investment in

land?®

Thanks to the EPZ, Madagascar has experienced @ortdxoom from the mid-1990s and has
become the only successful African new exportenahufactures, in addition to Lesotho, during
the last decade. The free-zone has hence helpeaddsachr to move from a dependency on
agricultural products, mainly vanilla and coffeeg & more diversified economy. The

manufactures produced mainly belong to the T&C wedn 2001 Madagascar became the
number two African clothing exporter in Sub-Saha#drica after Mauritius> The same year

the sector accounted for around 90% of total EPgudun Antananarivo and Antsirabe, where
the majority of EPZ companies are locatedhe T&C sector is still in total dominance of the

EPZ today and accounts for more than 50% of allganies in the Zon¥&.

The expansion of the EPZ was from the start driverirrench investors who were attracted by
the many French-speakers among the Malagasy papulahd by an already large French
community®® Investors became more diverse in time among whielurian companies have

been especially important for the T&C boom. Maustis a country that a few years previous to

%" Cling, Razafindrakoto and Roubaud (2005) p.787
8 Cadot and Nasir (2001) p. 6

9 Cling, Razafindrakoto and Roubaud (2007) p.5

%0 Cadot and Nasir (2001) p. 6

31 hitp://lwww.gefp.com/statistiques.php?id=secteurs
%2 Cling, Razafindrakoto and Roubaud (2005) p.787
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Madagascar experienced a similar development af tiwen textile industry. When wages rose
in Mauritius and a US quota restriction on Mauritiamports was introduced, Mauritian
investors looked for a suitable place to relocéttgportant reasons why Mauritian investors
chose Madagascar were the proximity to Mauritibe, high productivity of Malagasy workers
compared to other Sub-Saharan countries, the FHgmediking population, no quota restrictions
and the low labor cost. It can be mentioned that dkierage monthly salary for a machine
operator in Madagascar is less than one-third af th Mauritius. However, managers have
stated that Madagascar would not have been integesithout the implementation of the EPZ
initiative despite the just mentioned advantatjes third phase of investment inflow came from
Asia in the late 1990s in relation to the entryifbrce of AGOA in 2000. Production abroad
was a way to circumvent the textile quotas faced&gn companies. The choice of Madagascar
was again motivated by the EPZ, low labor costsangreferential access to both the EU and
the US®** The most common nationalites among EPZ ownerG68 were French (29%),
followed by Malagasy (20%), Mauritian (16%) and @¥se (12%5°

In sum, the success of the Malagasy textile anthiclg sector has been based on a combination
of factors: low labor costs and a relatively higloguctivity have given unit production costs
among the lowest in the world, preferential acaesshe US and EU markets has created a
possibility for foreign investors to circumvent thewn restricted access to the large markets, a
French-speaking population has simplified poterdaahmunication difficulties and the EPZ has

created the essential incentive to attract thagargrms.

2.2.2 The Multi Fiber Agreement
Textiles and clothing have traditionally been ailgaprotected sector both in the US and in

Europe. The competition from developing countries\@ their comparative advantage in low-
cost labor was considered to threaten jobs in dbertintensive T&C sector. Already in the
1950’s, Asian low-cost countries agreed to intradwoluntary export restraints for cotton
textiles to the US. In 1962 the Long Term AgreetriRegarding International Trade in Cotton
Textiles (LTA) entered into force, and was lataregotiated and replaced by the MFA in 1974.

3 Cadot and Nasir (2001) p. 7
% Cling, Razafindrakoto and Roubaud (2005) p.787
% http://lwww.gefp.com/statistiques.php?id=natiomslitproprietaires
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The agreement extended trade restrictions to wodlman-made fibers in addition to cotton.
The MFA aimed at avoiding market disruptions whenwmmarkets opened up to trade which
meant that the agreement was supposed to be temphnang an adjustment phase. There was
however no clear definition of what constitutednaatket disruption”. Consequently, the MFA
came to comprise most developing country textilpogts to the EU and the US. A system of
bilateral quota agreements was set up that viol#ttedprinciples of the multilateral trading
system in several ways: it used quantitative retstns instead of tariffs, it violated the most
favored nation principle, it discriminated againdéveloping countries and it was non-
transparent. The MFA finally expired in 1994 butsafallowed by the Agreement on Textiles
and Clothing (ATC) the purpose of which was to semg a transitory regime between the MFA
and the complete integration of T&C into the mal@ral trading system. The ATC
progressively phased out the quotas during a periden years. From 1 January 2005, T&C
have been subject to the general rules in the @eAgreement on Tariffs and Trade (GATT),

after 40 years of restricted tratfe.

The phasing out of the quotas has brought aboutgasafor Malagasy T&C producers. It has
been shown that there is a strong correlation keiwilee success of export processing zones and
the MFA because the foreign direct investmenthienzones have been a way to circumvent the
guotas. It was expected that Asia, and especidiiyna; would be the main beneficiary of the
phasing out of the quotas. This has also turnedoohbgé true. Even if Madagascar as a LDC still
benefits from preferential access to EU and the B8, main incentive for Asian investors,
circumventing the quota, is no longer th&télhis means that less investment from Asia is
expected in the following years. It is also hard fMadagascar to compete with the high
productivity of Asian workers. The increased intgronal competition has already been noticed
in Madagascar. The expansion of the Zone FrancHeT&C exports has come to a halt since
2005, see Figure 2.2. This development is far fromque; T&C producers in Africa have
suffered from a decline or stagnation of exportgeneral after the MFA phase out. Of the major
African T&C exporters (Mauritius, Madagascar, Lésptand Kenya), Madagascar is still the
country that has had the most positive developrsieice 2003® See Table A.1 in Appendix for

% Nordas (2004) pp. 1, 13
%7 Cling, Razafindrakoto and Roubaud (2004) p. 22
% Cling, Razafindrakoto and Roubaud (2007) p. 8
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a closer look at the development of African andaAsT&C exports after the phasing out of the
MFA quotas.

Investments did decline after 2005 in Madagascdrsame Chinese owned clothing companies
closed dowri® Many investors have however come back the lastywens after disappointments
with Asian quality’® Nonetheless, Madagascar will never be able to etenwith the low costs
and weak environmental protection of Asia (forenf®ktna and Bangladesh) when it comes to
basic apparel production in the long run. Madagascaéherefore now trying to specialize in
more technical products with higher value-addeeé kknbroidery. Designer brands with haute
couture lines have for example taken an intereMadagascar lately and this market is deemed
to have a great potential if exploited correéfiythe new direction of the industry can possibly
explain why Madagascar has had the most positiveldpment of the major African T&C

exports since 2003.

Lastly, the increased competition from Asia ha® @ffected wages and labor standards in the
EPZ. From having been a driving force for betterkirtg conditions in Madagascar, the EPZ
has since 2005 lowered wages, labor standards andvage benefits. Working hours have
gotten longer, company medical services, paid hghdetc. which used to be much higher than
in the private formal sector have now been subisiintreduced. Wages are nonetheless still
higher on average than in the informal sector, Wwhscthe main alternative for the low-skilled

mainly female labor force of the Zone Franéhe.

3 Interview Text'le Mada

0 Interview GEFP

1 nterviews Text'ile Mada and GEFP

“2 Cling, Razafindrakoto and Roubaud (2007) p. 18
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3 The Economics of Rules of Origin

This chapter will begin with an introduction to aadiefinition of ROO. What are the different
types and how is origin determined? Second, theceffof ROO are analysed and the critique
that ROO are a protectionist tool is met. Speciséntion will be diverted to ROO and

preferential trading arrangements for developingntioes.

3.1 Background to Rules of Origin

Two types of ROO exist, non-preferential and prefiéial. Non-preferential ROO are simply
used to determine where a product is produced. Hreya way to separate domestic from
foreign products so that for example safeguard oreasand origin marking can be used.
Preferential ROO, on the other hand, are used®TA to establish if products exported from
one member to another qualifies for preferentishtiment in the form of better market acc¥ss.
The better market access usually comes in the &ranlower customs tariff, or in the case of a
Free Trade Agreement (FTA), a tariff-free entryeTiest of the paper will focus on the role of
preferential ROO in FTAs.

The usage of preferential ROO in a FTA is justifieg the risk of trade deflection. Trade
deflection is a form of fiscal fraud and occurs whwoducts from non-members are shipped
through a transit country, a FTA-member with a l@ff, to a member country with a higher
tariff.** This trade deflection is possible since the FTAcfises free trade between members but
it has no common external tariff like a customsonrias. An example of trade deflection would
be if country A and country B are members of theesd&TA and practise free trade between
each other. Country B can then ship its productf feee to country A and vice versa. Country
C is on the other hand not a member of the FTArdfbee C has to pay tariffs when exporting

to both A and B. For argument’s sake, we can salydbuntry A has a 10% tariff on all imports

“3 Estevadeordal and Souminen (2003) p. 1
4 Krishna (2005) p. 3
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from non-FTA members and country B only a 2% tarifi that case, country C could
theoretically ship its goods to country B, pay #9é tariff and then re-export to country A tariff-
free. In this way, the higher tariff in country & avoided.

Due to the fact that the production process ofteriragmentized and conducted in several
different countries it has gotten harder to detagma product’s origin. As a consequence, the
preferential ROO have become rather complicatecer&hare today different methods of
determining origin of a product. There are two cancriteria, recognized by the Kyoto
Convention, to determine origin of a product: wihotibtained or produced and substantial
transformatiorf> The wholly obtained or produced criterion is urtcoversial and means that
the country where the product has been entirelyvgfioarvested/extracted from the soil or
produced using only material that has been donadistigrown/harvested/extracted from the soill
is the origin country. Simply put, no second-coyrdomponents or material is allowed in the

production proces¥®.

The substantial transformation criterion is mor#ialilt and subjective. There are three main
ways to determine if the product has gone throudistantial transformation and different tests,
sometimes a combination of tests is necessary terrdme origin. The first possible test is a
change in tariff classificatiomccording to the Harmonized Tariff Schedule betwte input
and the exported good. This can be more or legs dgpending on how extensive the change
must be. The change in tariff classification ruée clemand that the product alter its chapter (2-
digit level), heading (4-digit level), sub-headi(@rdigit level) or item (8-10-digit level). The
change on chapter level is the strictest of thessions. The second testvalue contentvhich
means that a certain percentage of value musthese added to the product to get origin status.
This criterion can take three different forms: ajport content test: imported inputs are not
allowed to exceed a certain percentage of the fyomld’s value; b) domestic content test: a
minimum percentage of local value must be addethénlast country where the product was
processed; c) value of parts test: originatingartist account for a certain percentage of the

final good’s valué'’ The exact percentage differs between trade agretsraaed products but for

%> The Kyoto Convention has been adopted by the Weustoms Organization to standardize and harmonize
customs procedures and policies around the wdndas originally adopted in 1974.

“6 Estevadeordal and Souminen (2003) p. 3

" Falvey and Reed (1998) p. 213
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the import content test the percentage is usuatlyrad 40%: The third test is apecific process
rule which requires the product to undergo (positist)ter not undergo (negative test) a certain

manufacturing process in the originating couritry.

There are advantages and disadvantages with ek tiests. The change in tariff classification
test has the advantage of being relatively simgdey to apply and it could be used uniformly
across countries. Difficulties, on the other haade applying a commodity classification
designed for several purposes and the habit oihgaists of exceptions when it comes to this
rule. The value content test is potentially quibstty since it requires examination of production
costs, decisions on how to value inputs and whaatsrshould be used. The advantage of the
specific process rule test is that it can be adpigb any special case. However, it is very
difficult to construct technical tests for everyoguct. It is also hard to verify information in
order to determine which process actually took glexcthird countries and therefore it can be

easy to manipulate the facfs.

Finally, there exist some complementary rules, usecbmbination with one or several of the
above tests, to make ROO less restrictive. Cunuuatiles allow producers to use inputs from
certain countries without losing the preferentialtiss given to them in a FTA. This cumulation
can be bilateral, diagonal or full. Bilateral cusitn is the most common form and operates
between two FTA partners. Partner A can use inpttgnating from the partner B as if they
were A’s own, and vice versa, without affecting tfieal good’s origin status. Diagonal
cumulation means that beneficiary countries thatraembers of the same preference program
can use inputs originating from each other andltstilgranted origin status for the final product.
Full cumulation is the least restrictive form andemds diagonal cumulation. Here, countries
tied together by the same preferential origin raglas use goods produced in any part of the area,
even if they were not originating products. All pegsing done in the preference area is regarded

as if it had taken place in the final processingrtoy>*

8 Augier, Gasiorek and Lai-tong (2004) p. 1452
9 Estevadeordal and Souminen (2003) p. 4

0 Falvey and Reed (1998) pp. 213-214

*1 Ahmad (2007) pp. 10-11
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Two other complementary rules exist. First, therdeimis rule that accepts a certain maximum
percentage of non-originating inputs in the progurcivithout affecting origin. Finally, there is
the absorption principle which means that produwdigch have gained origin status are allowed

to be considered originating when used as inpussiirsequent productiof.

3.2 Rules of Origin - a protectionist tool?
Rules of origin can have an impact on trade an@stment flows and how well a FTA with

ROO promotes trade liberalization has been quesdioROO raise domestic production and
administrative costs and this in turn affects tra@leduction costs are increased due to supply-
switching effects and the technical criteria imgbsy the ROO regime. The supply-switching
leads to trade diversion and the rise in productiosts can also decrease final goods production.
Administrative costs are increased because progutave to get the origin certification and
because the import country’s customs has to véngyorigin. The administrative costs work as a
form of transaction cost and are likely to reduitatéral trade creatioft. An attempt to compare
costs between different ROO has been done by @aarest de Melo. They found that a change
in tariff heading is the least costly to comply hyifollowed by value content rules and finally, a
technical requirement is found to be the most gG8tROO also have an investment effect. In
the long run, ROO can create investment diversibemextra-FTA producers choose to locate

plants inside the FTA in order to satisfy the RO henefit from preferential treatmetit.

3.2.1 Rules of Origin as transaction costs
The complexity of the origin rules can act as ackév of the potential trade creating effects of

the tariff concessions granted in a FTA. Trade taeais the phenomenon when domestic
production is replaced by cheaper imports, dueetative price changes when free trade is
introduced, from a more efficient FTA-partner. Bifént certification mechanisms impose costs
on both firms and governments. These costs are édtefrom small and increase even more
when countries are members in several FTAs, whighai common phenomenon. The

administrative burden offsets the tariff liberatina and leads to underutilization of preferences.

°2 Estevadeordal and Souminen (2003) pp. 4-5
3 Augier, Gasiorek and Lai-Tong (2005) p. 576
% Carrére and de Melo (2004) p. 27
%5 Estevadeordal and Souminen (2003) p. 8
23



Firms can simply avoid all the ROO administratiests if they choose to act as Rest of the
World (ROW) producers and instead pay the non-peetel tariff. As long as this tariff is
reasonably low, which it often is between developedntries, the distortion of trade between
FTA-partners is limited but trade creation will, afurse, still be affecteti.In the case of a high
non-preferential tariff, the effect on trade creatis larger and producers can then choose to use
inputs from the ROW and only produce for the honsekat and the ROW instead of producing
for the FTA partner.

3.2.2 Increased production costs through supplyesing
According to classic Vinerian analysis with tradeation and trade diversion, FTAs will lead to

some supply-switching, with FTA-suppliers as thaddeiaries, when preferential tariffs change
the relative price of imports. Partner country imipdoecome relatively cheaper than before and
third country imports become relatively more expesms which induces a natural supply-
switching in favour of partner firms despite mor@iceent third country producers. Supply-
switching to a FTA-supplier from a more efficiertird country producer is called trade
diversion and creates economic inefficiencies. Tdssical analysis does not take ROO into

account which is unfortunate since ROO can aggeatvet supply-switching effects of FTAs.

The impact of the preferential tariff aside, ROGtdit trade patterns both between members of
the FTA and between members and the rest of thielwlororder to meet the ROO, firms often
have to change suppliers from extra-FTA to intréAHTo domestic suppliers in the case of no
cumulation). This means that ROO create an exgmeht of trade diversion. In the ordinary
trade diversion case described above, a countitgls®d suppliers to a partner country because it
would be cheaper when zero tariffs between partagsintroduced. In the case of FTAs and
ROO, producers would switch suppliers even if itamtemore expensive inputs to comply with
the ROO. This additional trade of inputs betweeminers can easily be mistaken for evidence
of trade creation which they are not. That ROO hawipply-switching effect can be used by
protectionist governments or industry lobbies. Aiminy can protect its own industries on a

partner country’s market even if the partner copmrquestion has zero tariffs to the rest of the

*% Augier, Gasiorek and Lai-Tong (2005) p. 576
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world. A country with high cost producers can imsttvay export protection of its industries to

member countries through restrictive R&0.

The effect of supply-switching because of restr&tROO on production costs can be shown
graphically according to a model developed by Kélshna>® Figure 3.1 shows how costs rise
when the choice of inputs is limited through a eatwntent test with bilateral cumulation. The
model contains two types of inputs, FTA-inputs @nd third country inputs (K), that are used to
produce the good in question under constant retrssale. The curve in the figure depicts the
unit isoquant which symbolises the number of gopaxiuced. At a given price for L and K
firms will choose the input mix at point Z, usingaihd K so that their ratio equals The height

of the line AB represents the lowest unit costaia#ible for that input mix. If binding ROO then
are introduced which require L/K to be at least o, Z would no longer be a feasible option
because only points below the ray from the origithwslope 14 and above the isoquant would
be possible. The unit costs are therefore now madchat point X and represented by the height
of line DE. The ROO have raised the production<astd distorted the input mix in favour of
the FTA-inputs for any given level of output. Itatso possible to see that as the ROO become

more restrictive, ag rises and the ray from the origin swings downt aast will rise, shift out.

Figure 3.1 — Value content ROO and Costs

4

L/K=a

LK=ao>a

v

" Krueger (1993) pp. 9-10
%8 Krishna (2005) p. 10
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3.2.3 Trade preferences for developing countriesR@QO

The LDCs have received preference treatment innthétilateral trading system since 1971.
Preferences are granted in the form of reduceear tariff rates over the Most Favoured Nation
(MFN) rates for selected products in order to iasee LDCS’ export earnings, promote their
industrialization and to accelerate their ratesecdnomic growth. Several programs for trade
preferences for developing countries have evolvetheé world, presently there are 13 national
preference schemes notified to the United Natioosf€tence on Trade and Development
(UNCTAD).>®

The motive for including ROO in preferential tragiarrangements differs from the usual trade
deflection justification. In the case of North-Sountegration it would namely be the preference
granter that would benefit from trade deflectioncs tariffs in general are lower in developed
than in developing countries. Reasons why ROO saen as necessary are hence found
elsewhere. First, preference-granters do not waektend the preferences involuntarily to non-
eligible producers or producers that only transfaheir goods superficially. Second, the ROO
can be a way to control the process of preferentimralization through a reduction of
adjustment costs in the North. Third, the usag®OD in preferential programs is sometimes
described as a tool for development policy becdR®© are believed to encourage vertical
integration in developing countries. The demandige domestic inputs is seen as a form of

infant industry protection of local producers fietllown the value chaffi.

Vertical integration is however not an easy taigedeveloping countries where light and labor
intensive industry often is the only possible anedible industrialization option. It is therefore
harder to create sustainable vertical integratiotes input industries can be more capital
intensive than the final good production. If veatilntegration takes place, the result risks being
inefficient due to the protection effect of the ROMich means that the new input-supplying
industries serve to institutionalize the trade effbn effect of regional integratidh.Certain
sectors’ characteristics make it especially hardnmke ROO lead to an increase of locally

sourced inputs or vertical integration. This is ftample true for the textile and clothing

%9 http://www.unctad.org/Templates/Page.asp?intlter2BD9&lang=1
%0 Cadot, Djiofack and De Melo (2008) p. 13
®1 Cadot, Djiofack and De Melo (2008) p. 14
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industry where global dynamics require unregulatetess to low cost materials to be

competitive and where “buyer-driven value chairlities” dictate producer choic&.

Restrictive ROO can lead to strong supply-switcheffects that are more damaging in
developing countries just because they often lamkeastic suppliers of inputs and because it is
hard to build up such an input industry. Theseatéfean be shown in a sketch of the hub-and-
spoke system which exemplifies how both FTA-memlaerd third countries are affected by
ROO. A hub-and-spoke system evolves when one optorms bilateral FTAs with many other
countries, for example when the EU creates a mefal trading arrangement for developing
countries. The EU then becomes the “hub” of théesysand the developing countries that are
connected to the EU through bilateral FTAs areechlspokes”. Below, Figure 3.2 shows a hub-
and-spoke pattern. Bilateral FTAs, as mentionedr@btend to diminish trade between spokes
because of two phenomena: the preferential tahtsspokes grant firms in the hub but not firms
in other spokes, and the ROO that lead to supplicking towards domestic or partner firms in
order to meet origin requirements. Exports from B®@W to the spokes also tend to be
depressed because of the same reasons just mehtidrexe is however no first-order effect on
exports from spokes to the ROWDiagonal or full cumulation can of course reduoe loss of

exports between spokes.

Figure 3.2 — Hub-and-spoke system

@

Reduction in exports from RoW to spoke

Reduction in exports between spokes

%2 Neumann (2008) p. 11
%3 Augier, Gasiorek and Lai-Tong (2005) pp. 579-580
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If a developing country takes part in a preferdntading arrangement and there are no domestic
suppliers of inputs, the country will be forceduse expensive inputs from the hub instead of
using the cheapest option on the world market deoto comply with the ROO. In this way it
will be hard for the developing country to develtp industries and to compete on the world
market since the products produced will be moreeagjwe and more inefficient than otherwise
would have been the case. It is also harder foo@ pountry with low labor costs to comply
with high value-added requirements in the ROO iedato countries with higher labor co$fs.
Moreover, it happens that the ROO themselves astriet for labor intensive products, which is
what developing countries in general export, that difficult for spokes to gain origin status for
this type of good&® This means that the value of the tariff concessisngreatly reduced for
developing countries and that the preferentialitgudirrangements can be more protectionist

than first thought.

® Brenton (2006) p. 281
% Brenton and Manchin (2003) p. 767
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4  Preferential Trading Arrangements

Chapter four presents the EU and the US prefeteméiding arrangements for LDCs with a
focus on the ROO of the programs. Madagascarggb#di for preferential market access to both
the EU and the US market, a fact that has largeiytributed to the development of the
Malagasy T&C sector. Since Madagascar is an Africaantry, only preference programs

concerning Africa will be covered below.

4.1 EU Preferential Trading Arrangements

4.1.1 Lomé and Cotonou
Europe’s colonial history has led to a special evafjon between the EU and the African,

Caribbean and Pacific (ACP) countries. The begigroh this cooperation dates back to the
Treaty of Rome establishing the European Econonaimi@unity (EEC) in 1957, then with a
particular focus on French-speaking African cowstriThe adhesion of the United Kingdom to
the EEC in 1973 started a wider reaching cooperapoogram. In 1975 the first Lomé
convention governing trade relations between th€ BEBd 46 ACP countries was signed in
order to promote economic development. Several tepdaf the convention followed but the
main focus of non-reciprocal trade preferencesnpipaluty-free and quota-free access, for most
ACP exports to the EU remained the s&fe.

The Lomé convention was replaced by the Cotonoe&gent in 2000 to prepare the EU-ACP
collaboration for complete fulfilment of the Worldade Organization (WTO) rules since non-
reciprocal exclusive trade preferences violatepitieciple of non-discrimination in the GAT.

The old trade preference scheme remained in fartkluJanuary 2008 when EPAs replaced the
trade chapters of the Cotonou Agreement. The EPwesl@ deeper cooperation with rights and

obligations for both sides of the partnership, er@aship based on reciprocfyEach EPA is

® http://ec.europa.eu/development/geographical/atdomegen/lomeitoiv_en.cfm
®7 http://lwww.acp-eu-trade.org/index.php?loc=epa/lgasind.php
% http://ec.europa.eu/trade/issues/bilateral/regampgnepa_en.htm
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negotiated separately between the EU and the gowntgroupings of countries in question
which means that the degree of trade liberalizatidihdiffer between EPAs. ACP-countries that
chose not to sign an EPA before the end of 2002 w#ered the Everything But Arms (EBA)
trade initiative instead, an arrangement knownegtboicter in terms of market access than ACP-
regulation®® An important note is that the EBA only was an optfor the LDCs among the
ACP-countries. There is no time limit for the EPAsile the Cotonou Agreement was

concluded for a twenty-year period and is hencilvaitil 20207°

Madagascar signed an Interim Economic Partnerspieément (IEPA) as a part of the Eastern
and Southern Africa (ESA) grouping in December 200% IEPA entered into force on January
1 2008 and is limited in duration until the full ERomes into force. This interim agreement was
put in place in order to give more time for finalig the EPA negotiations which broke down
due to differences in market access offéfEhe IEPA gives Madagascar 100% free access to the
EU market with a transition period for sugar anderi In exchange Madagascar will
progressively liberalize market access for abou 88f the country’s imports from the EU
during an adjustment period of 15 years. This mahas by 2022 80% of Malagasy imports
from the EU will enter the country duty free. Madagar has also chosen to exclude a range of
sensitive agricultural and industry products fraivetalization, for example fish, cereals and
plastic’> The EPA negotiations are hoped to be concludedréethe end of this year but
according to a representative for the European Gemiom’s Delegation to Madagascar this goal

will probably not be met due to disagreements ¢ereels of development assistarice.

4.1.2 Rules of Origin for Textiles and Clothing
The preferential market access granted to ACP-cesnthrough the Lomé convention and the

Cotonou Agreement was contingent on the fulfilmeintertain product specific ROO. The EU
ROO for the T&C sector are known to be quite stri€iothing has to be manufactured from

% http://trade.ec.europa.eu/doclib/docs/2008/mamatidic_138457.pdf

Everything But Arms is the EU’s Generalized SystefnPreferences (GSP) from 2001 which provides giret
and duty-free access to the EU market for the &6tldeveloped countries in the world. The agreerewtrs all
goods but arms and ammunition.
http://ec.europa.eu/development/geographical/cationm_en.cfm?CFID=2311138&CFTOKEN=de5549ec566e5
3bc-44BE1EAC-BCAD-6AE3-85FE869240E498A7&jsessiordd3062fb88384a375d62

I Watson (2007) p. 6

2 http://trade.ec.europa.eu/doclib/docs/2007/novetiadoc_136959.pdf

3 Interview Delegation of the European CommissioMaragascar
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wholly produced or qualifying yarn. The productitom yarn further has to comply with the
double transformation rule which means that twéed&nt production processes must take place
in the beneficiary country. For clothing this ingdithat yarn must be woven into fabric which
then, in turn, must be cut and made-up into clghBilateral and full cumulation from African
countries is allowed which gives that qualifyingryanust originate in the beneficiary country,
the EU or any other African ACP-country. It is thal cumulation rules of the Cotonou
Agreement that made most African countries alsgil#é for EBA continue to export under
Cotonou when the EBA initiative was introduced 002. EBA only allows regional cumulation
for the Association of South East Asian Nations EASI), the Central American Common
Market (CACM), and the Andean Community. Hence,iésin countries are only allowed to use
bilateral cumulation under EBA, meaning that inputsst originate in the beneficiary country or
the EU in order not to lose origin status of theafiproduct.* Madagascar is one of the many

countries that chose to continue to export undeo®@u even if the country is eligible for EBA.

The IEPA entails substantial changes of the ROO'&E compared to previous rules in Lomé
and Cotonou. The EU has left the double transfaonatule behind and has agreed that only
single transformation is necessary to obtain origfiatus. This means that Madagascar as a
signatory to an IEPA now is allowed to source febrirom anywhere in the world, transform
them and then export both quota and tariff freeh@@EU’> The ROO for T&C of the final EPA
will not differ from the ROO of the interim agreem#®

4.2 US Preferential Trading Arrangement

4.2.1 African Growth and Opportunity Act (AGOA)
The African Growth and Opportunity Act is part d¢fet Trade and Development Act, a law

signed by President Clinton in 2000. The AGOAiative provides quota- and duty-free access
to the US market for 38 Sub-Saharan counffiéhe Act originally covered eight years, i.e. the
period from 2000 to 2008, but was extended in 2004l 2015. Products included for

preferential market access are all goods previoelsiyble for the US GSP program as well as

4 De Melo and Portugal-Perez (2008) p. 4

> Naumann (2008) p. 8

"% Interview Delegation of the European CommissioMaragascar
" Brenton and Ozden (2005) p. 6
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an additional 1800 product tariff lines specialiddad for AGOA. Among the new products are

for example apparel, footwear, wine, chemicals stedl’®

Country eligibility for AGOA takes into account sl requirements, including political and
economic criteria. Market-based economies, rulwf elimination of barriers to US trade and
investment and a strategy for poverty reductionex@&mples of criteria that must be fulfilled.
Countries that are not eligible at present are diowe and Sudan. Moreover, the Central
African Republic and Eritrea were removed as AGOdficiaries in 2003 while Mauritania
and Cote d’lvoire have been suspended. Madagassabéen an AGOA beneficiary since the

beginning of the program in October 2060.

However, AGOA eligibility does not imply the right export clothing and certain textile
products duty-free to the US. In order to do sontwes must, in addition to AGOA eligibility,
also comply with the “Wearing Apparel” provisiong be qualified for these extra provisions,
countries must implement a product visa systemompiance with the AGOA ROO that has
been approved by US authorities. Presently, 28@38 AGOA eligible countries have fulfilled
the “Wearing Apparel” conditions. Madagascar hasnbene of these countries since March
2001 and is thereby granted the right to exporaegifio the US duty-fre®.

4.2.2 Rules of Origin for Textiles and Clothing
If the “Wearing apparel” provisions are fulfilledpuntries that want to export apparel duty-free

to the US must also comply with the special seRGIO for T&C. Clothing made in qualifying
countries from US fabric, yarn and/or thread amntgd duty- and quota-free access to the US
market with no further limitations. Clothing maderh domestically produced fabric and yarn,
or from fabric and yarn produced in other AGOA-Wanaries has duty-free access to the US
but is subject to a cap of 1.5% of total US apparglorts. The percentage was to increase
progressively to 3.5% of total imports in 2008 @hdn remain unchanged at 3.5% until 2015.

Amendments to AGOA have however been made thatlddube applicable percentages of this

'8 http://www.agoa.info/index.php?view=about&storysab
" http://www.agoa.info/index.php?view=about&storysatry_eligibility
8 http://www.agoa.info/index.php?view=about&storysatry_eligibility
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cap which means that the quota presently is sE¥®" The quota has so far not hindered export
from AGOA-beneficiaries. The quota fill rate readrebout 60% in 2001-2002 but has after that
been around 30-35% each y&ar.

There are also additional rules concerning apphetlis mainly made from qualifying inputs. A
garment otherwise eligible for AGOA preferentiatass shall not be disqualified due to the fact
that the article “contains certain interlinings fofeign origin”. The value of these interlinings
must nevertheless not exceed 25% of the cost afaatiponents of the garment. Finally a de
minimis rule says that apparel can always benedinfduty-free access if the total weight of
foreign, i.e. not of US or AGOA-beneficiary origifibers or yarn is not more than 10% of the

total weight of the articl&®

What separates AGOA from all other preferentiadling agreements is the possibility for LDCs
to benefit from special ROO. LDCs are allowed teduthird country fabrics, not US or AGOA,
and still be granted duty-free access to the USetailhis means that inputs can be sourced
from wherever in the worlff The special provisions for LDCs were originallyaneto expire

in 2004 but have been extended two times, firsil @07 and now until 2012. All AGOA-
beneficiaries, except Gabon, Mauritius, the Seyebehnd South Africa, have enjoyed LDC
status from the start. Mauritius has however bésgfirom access to third country fabrics since
October 2008 after legislative amendments to AGOA.

8 http://www.agoa.info/index.php?view=about&storypapel_rules

8 http://www.agoa.info/lindex.php?view=trade_statsfgtapparel_quotas
8 http://www.agoa.info/index.php?view=about&storypapel_rules

8 Brenton and Ozden (2005) p.7

8 http://www.agoa.info/index.php?view=trade_statstgtapparel_trade
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5 Impact of AGOA and Lomé/Cotonou

This chapter investigates the trade impacts ofttSeand EU preferential trading arrangements
on the Malagasy textile and clothing industry. Tdralysis will compare Madagascar’s trade
with the US to the country’s trade with the EU irder to assess the impact of ROO on trade
patterns. In the first step of the analysis, explata is examined and related to AGOA and
Lomé/Cotonou. The second step is devoted to imgatd since theory predicts that ROO can
affect the choice of input goods. This will alsovaiindications of the importance of th& 3

country fabric-rule for increasing investments axgorts. The chapter ends with an evaluation

of vertical integration and of the utilization o&tle preferences.

5.1 Response to AGOA

The figure below shows clothing exports to the Eid ¢he US from the creation of the export
processing zone in 1990 and onwards. This pictivesghe starting point of the analysis and
shows the dramatic expansion of Malagasy clothxpds to its main markets, the EU and the
us.

Figure 5.1 - Clothing exports to the EU and the US
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As Figure 5.1 shows, clothing exports to the USenmasically non-existent until the late 1990s.
Interestingly, exports started to increase alraady998-1999, that is before the entry into force
of AGOA in 2000. Clothing exports increased for exde by as much as 136% between 1999
and 2000. This anticipation effect can be a sigthefhigh expectations investors had of the US
agreement. In 2000-2001, after the entry into doof AGOA, clothing exports to the US
continued to increase rapidly until the crisis ye@fr2002 when exports plummeted due to
political instability. However, exports recoveredry quickly and reached a new all time high
already in 2003. The following year, 2004, evenpassed the numbers of 2003 and is still
today the peak year of Malagasy clothing exporth&US. Exports have namely slowed down,
as Figure 5.1, shows after 2004. This can be ekladethe already mentioned end of export
guotas for Asian countries in 2005. That exportth®oUS seem to have been affected more by
the phasing out of export quotas than exportsedgl can in part be explained by the fact that
the export boom to the US has been driven by Assigestors®® The latest data from OTEXA
show a slight increase in clothing exports to tf&dgain in 2007 to USD 289 million, indicating
that the negative trend might be stoppdble.

These new numbers also support the already medtistegement by a representative for a
private sector organization in Antananarivo. ltmeseto be true that Asian companies, who
mainly export to the US, left at first in 2005 aftee MFA phase out but then many came back a
few years latef® Another factor that probably reduced the negatixeort trend to the US is the
American imposition of safeguard quotas on textled apparel imports from China in
November 2005. These safeguard quotas did notexpitii December 31 2008 so the real
effects of the MFA phase out will not be felt untilis year. What this will mean for the
Malagasy T&C sector is yet too early to say butlit&has already noticed a growth in imports
from China of certain key clothing products of drieaportance for Afric&’ It is therefore safe

to say that competition from Chinese producerskisly to get fiercer for the Malagasy T&C

sector in the coming years.

% Cling, Razafindrakoto and Roubaud (2005) p. 787
8 OTEXA

8 Interview GEFP

8 Rydberg (2009) p. 2
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Figure 5.2 - Exports of Clothing to the US

USD million

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

| 848 Articles of apparel, clothing accessories, nor-textile, headgear

@ 847 dothing accessories, of textile fabrics, nes

B 846 Undergarmrents, knitted or crocheted

0 845 Quterwear knitted or crocheted, not elastic nor rubberized

0O 844 Undergarnments of textile fabrics, not knitted or crocheted

| 843 Worren's, girls' and infants' outerwear of textile fibres, not knitted or crocheted
@ 842 Men's and boys' outerwear of textile fabrics, not knitted or crocheted

Source: COMTRADE

To further assess the impact of AGOA, clothing etpto the US have been broken down to a 3
digit level in Figure 5.2. It is possible to seattthe product group that has benefited the most
from AGOA is Outwear, knitted or crochete@45). Yet, the importance of this product group
has decreased after the MFA phase out. In 2006a# msteadVomen’s, girls’ and infants’
outwear of textile fabrics, not knitted or croch®té843) that was the main product group
exported to the US. In general, knitted or croathgieoducts were more important before the
MFA phase out than after. The last few years, prtslof textile fabrics that are not knitted or

crocheted have surpassed knitted and crochetedgisoth export value.

In order to get a general idea of what type of te@re used in the different clothing products, a
further look at the most exported clothing categ®in 1998, 2003 and 2006 is necessary. The
year of 1998 is chosen because it shows the situatfore the entry into force of AGOA. The
year 2003 then gives an indication of the tradéepatn the middle of the expansion phase. It is
important here to keep in mind that 2003 was thar ydter the crisis in 2002. The numbers for
2003 are therefore smaller than otherwise wouldHBeen the case. Finally 2006 is the last year

of available data and a year after the MFA phage ou
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Table 5.1 - Most exported clothing categories ®Wt$ in USD million

1998 2003 2006

8439 Women's, girls' and infants' other outer garments o f 3.6 62.3 85.6
textile fabrics, not knitted or crocheted
of cotton 100% 97% 95%
of man-made fibers 0% 1% 4%
8423 Men's and boys' trousers, breeches and the like, 5.6 21.7 52.7
not knitted or crocheted
of cotton 100% 98% 74%
of other fibers 0% 0% 17%
of man-made fibers 0% 2% 8%
8451 Jerseys, pullovers, slipovers, cardigans, etc. knit ted 5.4 72.2 49.1
or crocheted
of cotton 53% 59% 67%
of synthetic fibers 0% 13% 18%
of wool or fine animal hair 47% n.a. n.a.
8459 Other outer garments and clothing accessories, 0.4 31.3 27.6
knitted or crocheted
of cotton 100% 62% 72%
of synthetic fibers 0% 37% 28%
8462 Undergarments, knitted or crocheted 1.6 12.7 26.4
of cotton 100% 100% 100%

Source: COMTRADE

Table 5.1 is organized according to the most exgoproducts in 2006. All three years have the
same most exported products but the order betweeproducts changes during the examined
period?® Men's and boys' trousers, breeches and the likekmitied or crochete¢8423)was the
most exported product in 1998, whilerseys, pullovers, slipovers, cardigans, etc.té&ditor
crocheted8451)was the most exported good to the US in 2003. G&iisgory was however not
far behind the most exported one in 1998. In 2@06,insteadWomen's, girls' and infants' other
outer garments of textile fabrics, not knitted coaheted (8439)hat has taken over as the most

exported good. The distance to the second mostrexpgood is also larger than before.

Certain trends can also be identified when it cotoeke inputs used. Cotton is by far the most
used input during the examined period even if ¢oiless important in 2006 than in 1998.
There is also a tendency to use more synthetigsfibed more other fibers in the 2000s in
comparison to the late 199%sWool or fine animal hair is on the other hand lesed in the end

% The only exception to this statement is categ@®3which was not one of the top five exportedhitu
products to the US in 1998.

%1 Clothes made of synthetic fibers are also sultgeathigher tariff than clothes made of cotton whatering the
US. Since Madagascar can export tariff-free toldBet is more profitable to export clothes madesyithetic fibers
than clothes made of cotton. Source: Interview GEFP
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of the period and is no longer one of the most irgya inputs for products aimed at the US

market.

5.2 Exports to the EU

Because the Lomé convention was in place beforeibation of the export processing zone,
that is to say before any large scale clothing petidn took place in Madagascar, it is harder to
see a direct effect of the EU preferential tradaggeement. It is still possible to analyze the

trade pattern to the EU in order to compare possfibcts of different ROO.

As both Figures 5.1 and 5.3 show, exports to thedfld off before the export boom to the US.
This is not surprising given the preferential ascesthe EU market and the historically close
ties to Europe, in particular France. As alreadytioeed, French investors were also the first to
devote attention to the Malagasy export procesaaomg. Even if the clothing exports to Europe
expanded relatively fast, the expansion pace naisieemed as slower than the one of exports to
the US in the late 1990s. Further, signs of stagndbr exports to the EU are found already
before the crisis year of 2002. Export values asidally the same from 1999 to 2001. The
exports to the EU also recovered more slowly thase to the US after the crisis. The same
export level as before the crisis year was nothedaintil 2006. On the other hand, exports to
the EU do not seem to be affected to the same teatethe exports to the US by the end of
export quotas for Asian countries. Instead, expotumes are still growing and the EU is
therefore again the most important export marketMalagasy clothing goods with an export
value of USD 304 million in 2006, see Figure 5.1.

Among the managers interviewed there were divergjpigions about exporting to the EU. One
manager, of a company that mainly exported to tbe $fated that exporting to the EU market
felt more reliable just because European cliemid te react slower to demand changes than the
American ones. To export to the US is therefore edonmes seen as riskier since those exports
are more volatile. In this manager’s view, the @ovexpansion pace for EU exports was
therefore not that problematic but instead a sign trustworthy long-term business

relationships’? On the other hand, a manager whose company maiplyrted to the US thought

92 |Interview ARAWAK
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it was difficult to export to the EU. It was beled to be easier to enter the US market than the
European one, especially because Europeans teodaket slower decisions. At this company,
the faster pace of American decision-making wasexpated and the American business culture

was seen as more transpalgént.

Figure 5.3 - Exports of Clothing to the EU
USD million
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| 846 Undergarments, knitted or crocheted

0 845 Outerwear knitted or crocheted, not elastic nor rubberized

0 844 Undergarments of textile fabrics, not knitted or crocheted

| 843 Women's, girls' and infants' outerwear of textile fibres, not knitted or crocheted
O 842 Men's and boys' outerwear of textile fabrics, not knitted or crocheted

Source: COMTRADE

Figure 5.3 shows the development of clothing exptotthe EU on a 3 digit level to further
compare exports to the EU to those destined forltSe The most exported clothing product
group to the EU from 1993 and onwards Quterwear knitted or crocheted (845The
dominance of this product group is even greaten ihathe US case since it does not show a
slowdown after 2004. It has in fact gotten evenemanportant the last few years. This implies
that exports to the EU do not show any decreasemepiges of knitted or crocheted goods, as
was the case for exports to the US. The expandienpmorts ofOuterwear knitted or crocheted
(845) further means that non-knitted or crocheted prtalbave become less important for the
EU market. The difference between knitted and nittéd products is interesting and consistent
with the findings of Brenton and Ozden who foundttROO requirements are more costly for
non-knitted than knitted products. This becauseR&®® for non-knitted items demand that both

% Interview MIW
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the fabric and the yarn of which the fabric is maadast come from the EU, ACP-countries or
Madagascar. Since there usually is no fabric irelwn the making of knitted products the ROO
become less costly to meet in that céisBhat Madagascar exports more knitted productbeo t
EU than to the US can hence be an effect of thierdiit ROO because it is more costly to

produce non-knitted products for the EU than fer tS.

A look at the top five exported clothing goods be U in 1994, 2000 and 2006 in Table 5.2
also shows a different composition of the most irtgpat clothing categories in comparison to
the US caseClothing accessories of textile fabrics, not kmitte crocheted (847 yas the most
exported good to the EU in 1994 whilerseys, pullovers, slipovers, cardigans, etc.t&dior
crocheted (8451)was the most exported good in both 2000 and 200trdstingly, the
difference in export value between the most expog@od and the others is a lot larger than in
the US case. The exports to the EU market thus $esswiversified.

Table 5.2 - Most exported clothing categories ®EU in USD million

1994 2000 2006

8451 Jerseys, pullovers, slip-overs, cardigans, etc. kni tted or 22.57 107.07 161.96

crocheted

of wool or fine animal hair 87% 73% n.a.

of cotton 10% 20% 15%
8439 Women's, girls' and infants' other outer garments o f 7.84 2158 22.58

textile fabrics, not knitted or crocheted

of cotton 83% 88,5% 72%

of man-made fibers 15% 9% 14%
8471 Clothing accessories of textile fabrics, not knitte dor 23.43 1691 21.73

crocheted

of cotton n.a. n.a. n.a.
8423 Men's and boys' trousers, breeches and the like 76 0 2712 17.25

of cotton 97% 98% 98%
8462 Undergarments, knitted or crocheted 10.02 24.49 1531

of cotton 100% 100% 100%

Source: COMTRADE

Inputs for exports to the EU market also diffemfrthe inputs used for exports to the US. Cotton
is again the most important input but wool or far@mal hair is also of great importance which
can be related to the fact that knitted products mmore important for the EU market.

Unfortunately there is no available data for howcimof category 8451 is produced of wool or

fine animal hair in 2006 but figures for 1994 ar@d@ make one believe that this input is still

% Brenton and Ozden (2005) p. 8
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highly important in 2006, especially when the exgpan of the category 8451 is kept in mind.
Moreover, the most exported goods to the EU douset any synthetic fibers or other fibers
which were relatively important inputs for expottsthe US. Exports to the EU consequently

seem less diversified also when it comes to thetgipsed.

These first results are related to ROO. The expanef clothing exports to the US was for
example a lot faster than the expansion to the Hiks could be a result of the more liberal
AGOA ROO that allow % country fabric. The investigation of exported prot to the US and
the EU also seems to suggest that liberal ROO ma&esier to diversify, possibly due to the fact
that input sourcing is less restricted. The findithgt goods produced for the US use more

synthetic and other fibers seems to support tleisrthas well.

5.3 Textile Inputs

The second step of the analysis deals with the ositipn and origin of inputs. Has AGOA with
its liberal ROO meant more import of textile yarndafabrics? If so, where are the inputs
sourced from? Theory would predict that more lib&&O would lead to imports from more
efficient low-cost producers. In this case it wonb@an increased imports from Asia where the
most productive textile producers are locateds further interesting to see if inputs are sourced
from producers in the EU or US which can be a sija ROO effect. Lastly, input origin can
also give an indication of how successful vertio&kgration has been. This can answer whether

it is justifiable to use strict ROO as a tool favelopment policy.

Imports of textile yarn and fabrics have increaseth the expansion of exports of clothing.
Figure 5.4 below shows the composition of textieuts from 1990 to 2006. The most imported
textile good has beehextile yarn (651)followed byCotton fabrics woven (652ndKnitted or
crocheted fabrics (655)Another observation is thdtextile fabrics woven other than cotton or
man-made fibers (654hat was the most imported textile good in thedtadf the 1990s, today
accounts for a relatively small percentage of totgdorts. AGOA seems to have benefited other
products instead. Examples of such productsTaitke lace embroidery ribbons trimmings and
other small wares (656s well asSpecial textile fabrics and related products (63n)general
more different kinds of products are imported afteg entry into force of AGOA than in the
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1990s. Moreover, imports of textile yarn and fadrstill show a positive trend. The growth rate
of imports is slower than in the middle of the 19%Wit Madagascar has never imported as much

textile as in 2006, the last year with availableada

Figure 5.4 - Total import of textile yarn and fatsi1990-2006

USD million

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

B 659 Hoor cowerings etc

0 658 Made-up articles wholly or chiefly of textile materials nes

B 657 Special textile fabrics and related products

O 656 Tulle lace embroidery ribbons trimmings and other small wares
B 655 Knitted or crocheted fabrics (including tubular etc fabrics)

0 654 Textile fabrics woven other than cotton or man-made fibres

0O 653 Fabrics woven of man-made fibres (not narrow or special fabrics)
B 652 Cotton fabrics woven (not including narrow or special fabrics)

@ 651 Textile yam

Source: COMTRADE

The most imported product in Figure 5lxtile yarn (651,)consists of different kinds of yarn.
The most imported kind of textile yarn since 1980rarn of wool of animal hair (6512)n
2006, this sub-category accounted for 87% of textirn imports> The second most imported
yarn is Cotton yarn (6513)ollowed by Yarn 85% of synthetic fibers (6514)he imports of
synthetic yarn have become increasingly importardesthe year 2000 which coincides with the
increased exports of products of synthetic fibersthe US. For a complete picture of the

composition of category 651, see Figure A.1 in Appe.

5.3.1 Origin of Imported Inputs
To be able to relate the use of inputs to ROOptiggn of inputs must also be examined. Figure

5.5 below shows imports of textile yarn and fabiigsorigin. In the beginning of the 1990s

% COMTRADE and author’s calculations
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inputs were mainly sourced from the EU and Afridaichh can be expected from the cumulation
rules of the Lomé/Cotonou ROO and the fact thabespo the EU took off in the beginning of
the 1990s. Imports from the US are virtually nomstent during the whole examined period.
AGOA has hence not benefited American textile poaas. The main beneficiaries in relation to
AGOA and input sourcing are instead Asian produdemsm having been responsible for only a
small share of total textile inputs in the earlyo@8 Asian producers now dominate the input
market. Other producers have also gained slightignfthe entry into force of AGOA. The’3
country fabric rule consequently seems to be widslgd among Malagasy clothing producers

and one of the main explanations why exports tdtéhave been so successful.

Figure 5.5 - Total import of textile yarn and fatsi1990-2006 by origin
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Figure 5.6 - Textile yarn and fabric imports frorfrida 1990-2006
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Figure 5.7 - Textile yarn and fabric imports frohetEU 1990-2006
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Figure 5.8 - Textile yarn and fabric imports froraié 1990-2006
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250

200

150 -

100 -

O’A_ﬁ__ﬁ__ﬁ_ExngxgxmexEx T T T T T T
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

@ 651 W 652 0 653 0 654 M 655 @ 656 @ 657 O 658 M 659
Source: COMTRADE

Looking more closely at the types of textile inpségirced from Africa, the EU and Asia, certain
patterns can be revealed. Figures 5.6, 5.7 andto®@ textile yarn and fabric imports from
Africa, the EU and Asia respectively broken dowma& digit level. Note the different scales of
the figures. The y axis of Figure 5.8 for Asia gagsto USD 250 million while the y axis of
Figures 5.6 and 5.7 only reach USD 70 million angDUJ60 million respectively. Also, see

Figure 5.4 if more explanation of textile categer@®1-659 is wanted.

Imports of African inputs took off in the early 1®9and show a positive trend until the crisis

year of 2002, as can be seen in Figure 5.6. Tkigdtrean be related to the Lomé/Cotonou ROO
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that demand inputs to be sourced from the EU, dbcadly or another African ACP-country.
Input sourcing from Africa would hence be allowext products destined for the EU market.
African inputs were also most important in the 199iring the expansion of EU exports. As
clothing exports to the EU later stagnated in the [1990s, so did imports from Africa. As
mentioned, the crisis year of 2002 marks a shifenwvit comes to African inputs. First of all,
imports from Africa have never completely recovefemn the crisis. Second, the composition
of imports changed. African textile inputs were dioated by three products until 2000extile
yarn (651) Cotton fabrics woven (6523nd Knitted or crocheted fabrics (655%ince 2002,
imports have become more diversified and in padicaategoryFabrics woven of man-made
fibers (653)has become more important. That imports from Afnever recovered from the
crisis can be due to the fact that several Mauribteampanies left Madagascar during 2002 and
never returned. The political instability was cafesied to be too damaging for busin&sshe
increased diversification of imports can have ba#acted by the leaving of some Mauritian
companies but it could also be an effect of AGOA. #ready has been established, exports

designated for the US use more and more of otherdithan cotton and wool.

Even if input imports from Africa have experiencadlecrease in importance since 2002, the
strict Lomé/Cotonou ROO seem to have benefitedcAfriLDC producers and increased South-
South trade which would be positive from a develeptrperspective. A closer look reveals that
Mauritius, that has outsourced much of its clothgrgduction to Madagascar, accounts for at
least 98% of imports from Africa from 1990 to 20G3om 2004 to 2006, Mauritius’ share is
down to about 94% because of an increase of terti®rts from South Afric& This further
highlights the importance of the leaving of Mawiticompanies in 2002. The leading position of
Mauritius puts Madagascar’s African input sourcing slightly different light but the increased
input trade between Madagascar and Mauritius iethahess an example of South-South trade
that has been positively affected by the Lomé/CatioROO.

Imports of EU inputs show a somewhat similar patter the import of African inputs which
again can be related to the strict cumulation rofethe Lomé/Cotonou ROO and to the fact that

clothing exports to the EU started in the beginnafighe 1990s. Close historical ties between

% De Melo and Portugal-Perez (2008) p. 4
%7 Cling, Razafindrakoto and Roubaud (2004) p.20
% COMTRADE
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Madagascar and Europe and the early French invasinrethe Malagasy T&C sector can also
explain the input imports from the EU. Imports mputs from the EU showed signs of stagnation
as early as in the mid-1990s and import volumelSwbpean textile have actually decreased by
about 20% since 1998. This is in turn a reflectbthe relative stagnation of clothing exports to
the EU market. Moreover, the entry into force of @& has not benefited European textile
producers. This was an expected result since imi the EU are relatively expensive so if
you can source inputs from anywhere in the wotlds rather unlikely that EU inputs would be
chosen.

Textile imports from the EU have a different comfion to the African or the Asian inputs. By
far the most imported textile good from the EU 8id®93 has beehextile fabrics woven other
than cotton or man-made fibers (654)product that is basically not imported fromiédrat all.
That fabric and not yarn is the most imported g&roch the EU is not that surprising when the
strict ROO for non-knitted products are kept in diifrurther, there is no substantial change in
the composition of imports since the middle of #®@90s. This is not surprising since the
composition of exports to the EU also has remaatsalit the same.

Finally, as Figure 5.8 shows, textile imports frésia did not really take off until the end of the
1990s which as mentioned above can be relatedete@nkry into force of AGOA. That many
producers focused on the American market are fimriy Asian investors should also have
simplified the sourcing of inputs from Asialn comparison to imports from Africa and the EU,
imports from Asia recovered very quickly from thesis in 2002 which can be related to the fast
recovery of exports to the US. Imports from Asia also still increasing even if exports to the
US have decreased after 2004. The composition pbita is to some extent similar to that of
imports from Africa, bufTextile yarn (651)s a more important good among imports from Asia
than among those from Africaulle lace embroidery ribbons trimmings and otheral wares
(656) are on the other hand a less important categany fbr imports from both Africa and the
EU.

The Asian inputs are foremost sourced from Chinalidia, Singapore and Pakistan are other

countries that have contributed to the increaseAsfan inputs in Malagasy clothing

% Cling, Razafindrakoto and Roubaud (2005) p.787
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production®® Input sourcing from Asia is dominated by a singtintry to almost the same
degree as input sourcing from Africa was domindigdViauritius but the volumes of inputs
sourced from Asia are much larger than volumes fafnca. AGOA ROO must therefore be
considered to be more favorable for South-Souttietthan Lomé/Cotonou ROO and above all
less trade distorting since Chinese textile procuege known to be the most efficient at the

moment:*

5.3.2 Domestic Inputs
To asses the success of vertical integration inMladagasy T&C sector, an examination of

domestic input supplies is needed in addition ® d@bove analysis of imported inputs. The
previous section showed that imports of textileritzb and yarn have increased substantially
which seems to suggest that the degree of vemitagration in Madagascar has been low. If this
is the case, using strict ROO as a tool for devalam policy has not been a successful strategy.

Over 80% of the raw materials used in garment prboi are today imported. There are simply
not enough domestic supplies available in termsotfi quantity and quali§® Certain fabrics
used in clothing production do not have any domegstoducers at all. The main input that can
be sourced domestically is cotton but the shardoofiestic cotton used in clothing production
has decreased since the middle of the 1990s. 18 @88 34% of the Malagasy cotton demand
was imported. As the garment sector grew, cottbridgroduction did not, due to the closure of
several textile mills. This was in turn an effeéttloe falling cotton production which above all
depended on falling cotton prices but also on hagdewing conditions®® The lowest level of
international cotton prices coincided with the isriyear of 2002 which put many cotton
producers out of busine$¥. The Malagasy cotton industry is today more or testroyed and it
is hard to see that it will recover in the neaufat This is considered to be a great loss for the

country since many jobs could have been creatéteicountryside®>

1% COMTRADE

191 cadot and Nasir (2001) p. 7

192 Global Development Solutions (2007) p. 57

193 The region of Tulear where most cotton is growfigkting both soil erosion and the lowest pregifidn levels
in Madagascar. This in combination with a poowgiation system makes it hard to grow anything at all

194 Global Development Solutions (2007) pp. 8-9

195 Interview Delegation of the European CommissioMadagascar
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This confirms the suspicions of a low degree otigal integration. Not only has it not been
successful, the situation has even gotten worseohtlusion, the Lomé/Cotonou ROO have
hardly contributed to an increase of usage of dtémeguts. There has consequently not been
any form of infant industry protection through tR®O either. This result supports the critique
of using ROO as a tool for development policy. @ngavertical integration in a competitive
sector such as T&C where low-cost inputs are egdeatstay competitive is hence very difficult
in a developing country. A representative for avge sector organization further stated that
forced vertical integration does not work in Madsxm; the country is too small and the global
T&C industry is too fragmentized. Development oé tbotton industry must thus be demand
driven which means that first you create a cut aad industry and when this is working
properly people interested in making a profit vetime and invest in spinning and weaving on

their own%

5.4 Utilization Rates

Another way to investigate the impact of prefer@ntrading arrangements and the impact of
their ROO is to look at utilization rates. Utilimats rates show exports under a preferential
trading arrangement as shares of total exportéatiuntry in question. Studies have previously
shown that a high value of preferences offeredemees the probability that preferences are
requested. It has been found that the differentedsmn preferential and®country tariff rates
must be at least 4% in order for traders to haweritives for requesting preferences. If the
difference between tariff rates is lower than thia¢, costs of obtaining preferences are expected
to be higher than the gains from getting prefeegraccess. The majority of the costs are found
in cost of documentation and administration of ROXZP countries like Madagascar are
expected to face higher costs due to among othegghinformation disadvantages and

institutional difficulties!®’

AGOA has, as seen above, had a large impact orMiddagasy T&C sector. The success
of AGOA has been related to liberal ROO. This letmlsan assumption of high utilization

rates for AGOA apparel. Table 5.4 confirms thisuaggtion by showing that the utilization rates
for AGOA apparel are very high. The high utilizaticates prove that the AGOA regulations are

198 |nterview GEFP
97 Manchin (2005) pp. ii, 21

48



not too costly to comply with for clothing produseihe liberal ROO have probably contributed
to this result. Low utilization rates would on tbier hand mean that the procedures for getting
preferential access are too complex and costly winicurn would make producers export &5 3
country producers instead. Another connection tcOR® that the 8 country fabric rule for
AGOA apparel is heavily used, as much as 99% oAGIDA apparel usesScountry fabric.
The liberal ROO that allow'3country fabric for LDCs have consequently beerrexgmuisite

for the AGOA success.

Table 5.3 - Utilization rates for AGOA and Lomé/@uiu apparel 2002-2007

2002 2003 2004 2005 2006 2007

Utilization rate for AGOA apparel 84% 95% 97% 99% 96% 97%
Proportion using 3rd country fabric of 91% 92% 95% 99% 99% 99%
AGOA apparel

Utilization rate for Lomé/Cotonou apparel 85% 82% 82% 81% 81% 88%

Source: agoa.info, Eurostat and author’s calcuiatio

Utilization rates for Lomé/Cotonou apparel are allefower than the utilization rates for
AGOA. The only exception is 2002 but this crisiggeas has already been mentioned, cannot be
seen as representative for clothing exports in @généther years, utilization rates for
Lomé/Cotonou are more than 10 percentage pointsriothhan those for AGOA. Input
restrictions in the Lomé/Cotonou ROO make exportmg¢he EU more costly than exporting to
the US. Producers consequently choose to exp@t asuntry producers to a larger extent for
exports going to the EU market than for exportsigdo the US market. It should also be kept in
mind that the MFN tariff for clothing in the EU rges between 6.5%-12%. The most imported
items, Jerseys, pullovers, cardigans, waistcoats and ainalticles, knitted or crochetethce

for example a 12% import taritf?® The minimum 4% difference between preferential 8fd
country import tariff rates is therefore met siag@parel under Lomé/Cotonou enters the EU duty
free. That still almost 20% of Malagasy apparel@igpto the EU were exported without using
the possibility of preferential access from 20032@06 is a sign of the high costs of the

Lomé/Cotonou regulations and then in particulartigh costs of the ROO.

198 http://exporthelp.europa.eu/thdapp/taric/Taric&Alanguageld=EN
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6 Conclusions

Textile and clothing often offers an opportunityr fdeveloping countries to diversify into
manufactured products. Madagascar is one of sexdriaan countries that have lately become
successful clothing exporters to the EU and the Rt of the success is due to preferential
access to the EU and US markets. The preferents@ding arrangements of the EU,
Lomé/Cotonou, and the US, AGOA, differ however witetcomes to ROO for clothing. AGOA
has very liberal rules for input-sourcing and akoMladagascar to source inputs from anywhere
in the world (& country fabric rule). The ROO of Lomé/Cotonou arethe other hand stricter
and demand that inputs must be sourced domestid¢ediyn Africa or from the EU. This study
has tried to analyze the impact of these diffelR@O on the Malagasy textile and clothing

industry by looking at export and import patterssagll as utilization rates.

Several conclusions are drawn from the study. Fatsthing exports to the EU tend to be less
diversified and contain more knitted products teaports to the US. Second, products destined
for the US market are made of more diversified tapghan those destined for the EU market.
The inputs used for exports to the EU are for examqinly cotton and wool while products for
the US market, in addition to cotton and wool, ase made of man made and synthetic fibers.
Third, exports to the US have grown more rapidgntlexports to the EU after the entering into
force of AGOA with its liberal ROO in 2000. Fourttmports of textile fabric and yarn from
Asia have increased dramatically since the yea02When the Malagasy T&C sector mainly
exported to the EU, i.e. before 2000, inputs welg sourced from Asia to a limited extent. The
majority of inputs were instead sourced from Afrioathe EU. This is consistent with the
theory’s predictions. The ROO of Lomé/Cotonou ledit Madagascar's input sourcing
possibilities which led to supply-switching towarg8sropean and African producers due to strict
cumulation rules. When the more liberal ROO of AG®ere introduced inputs were instead
sourced from the most efficient producer on theldvonarket, Asia. The possibility to source
inputs from Asia to competitive prices made it easio expand and to get materials that

otherwise would have been too expensive or simptyamailable.
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A few additional conclusions were also drawn. AGOAROO were found to promote South-
South trade to a larger extent and to be less tdisterting than the Lomé/Cotonou ROO.
Economic inefficiencies are avoided through AGO#Acsi inputs are allowed to be sourced from
the cheapest and most efficient producer on thddwoiarket. Moreover, utilization rates for
AGOA have been higher than the utilization ratesLimmé/Cotonou indicating that the ROO in
Lomé/Cotonou are perceived as complicated andycoste 37 country fabric rule is also
heavily used for products exported under AGOA whaelen further underlines the importance
of flexible input sourcing rules for expansion pbggies. Finally, no signs of increased vertical
integration were found. The usage of domestic imiais instead decreased substantially and the
domestic cotton industry has almost been destroyéitb use strict ROO as a tool for
development policy in the T&C sector hence does seem to have been effective in

Madagascar.

The future of the Malagasy T&C sector is uncertatecent events in Madagascar and
international trade can highly affect the sectduture, both positively and negatively. The
liberal ROO in the IEPA have created new incentiee€uropean investments and are expected
to increase exports to the EU. One manager statedxmple that her company already had
gotten new clients thanks to the new ROO and thporting to the EU now was much easier.

It is still too early to see any statistical effecf the IEPA but it is a possible future research
topic. Further, South Africa has thanks to SADCdme more and more interested in Malagasy

clothing products. Exports to South Africa are #fere also expected to increase.

There are nonetheless obstacles that can hinderspgrous future of the T&C sector. Current
weaknesses are for example the high cost of endrgypng distance to the world markets and
the poor domestic infrastructure. The main probigmowever political instability. The current
Malagasy political crisis has had a high price floe T&C sector. Firms have gone out of
business due to lost contracts and companies haare leeen burnt down during riotS. As if
this was not enough, the major threat to the ingiugght now is that Madagascar risks losing its
AGOA eligibility in January 2010. Since AGOA eligliy requirements include the rule of law

and political pluralism, the recent Malagasy cougtat is not accepted by the Obama

109 | nterview MIW
10| nterview Text'lle Mada
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administration. If free elections are not held befthe end of the year AGOA eligibility will
therefore most probably be lo$that would mean the end of Malagasy clothing exgtotthe
US and possibly the beginning of the end of therent&C sector. Up to 100 000 jobs are
expected to be lost indirectly if AGOA eligibilitg lost and American clients are not expected to

return because of the expiration of AGOA™8 &untry fabric rule in 2013

The possibility to draw any general conclusionsririhe results of a case study is limited. What
nonetheless can be established is that, in the afastadagascar, ROO have had the power to
affect both clothing exports and textile input imgo The & country fabric rule of AGOA has
led to a considerable expansion of the Malagasy B&€or and diversification both in terms of
final goods produced and inputs used. Consequelitigral ROO have helped to create
thousands of needed formal jobs in Madagascarteerdlty promoted development.

1 nterview GEFP
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Appendix

Table A.1 — Clothing exports of African and Asiaoducers in million USD after the MFA phase-out

2003 2004 2005 2006 2006/2004
(%)
Mauritius
Total 896 865 712 721 -16,6
EU 627 638 555 602
USA 269 227 167 119
Madagascar
Total 347 520 506 526 1,2
EU 151 197 229 288
USA 196 323 277 238
Lesotho
Total 394 457 392 388 -15,1
EU 1 1 1 1
USA 393 456 391 387
Kenya
Total 192 280 278 265 -5,4
EU 4 3 7 1
USA 188 277 271 264
China
Total 13970 18 288 45 365 49 981 173,3
EU 12 361 13730 22 960 22974
USA 11 609 14 558 22 405 27 067
Vietnam
Total 3115 3478 3793 4611 33
EU 631 758 912 1215
USA 2484 2720 2881 3396
Cambodia
Total 1726 2085 2319 2841 36
EU 475 643 592 690
USA 1251 1442 1727 2151

Source: Adopted from Cling, Razafindrakoto and Rauth(2007) p. 8
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Figure A.1 — Composition of Malagasy import of lexgarn 1990-2006

Mn USD

140

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

m 6519 Yarn of textile fibres, nes

0 6518 Yarn of regenerated fibres, put up for retail sale

| 6517 Yarn of regenerated fibres, not for retail, monofil, strip, etc

@ 6516 Yarn containing less than 85% of discontinuous synthetic fibres
m 6515 Yarn containing 85% or more of synthetic fibres, put up for retail
0 6514 Yarn 85% of synthetic fibres, not for retail; monafil, strip, etc

0 6513 Cotton yam

m 6512 Yarn of wool or animal hair (including wool tops)

@ 6511 Silk yam and spun from naoil or waste; silkworm gut

Source: COMTRADE
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